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From a unique angle,
 Asset Management in a New Era
 explores industry regulations and trends from a macro perspective, provides thought provoking observations on asset management industry. Strongly recommended!



Yang Zaiping



Executive Vice President of China Banking Association



An excellent book-that is full of insightful thoughts and opinions from prestigious scholars and executives in the financial world. As the asset management industry in China is emerging onto a new platform with unprecedented level of competition both domestically and internationally, this book is a valuable guidance and reference for all asset managers.



Fan Yonghong



Non-permanent Vice Chairman of Asset Management Association of China



We are fortunate to live in this great era with rapid changes and developments. The knowledge and wisdom shared in
 Asset Management in a New Era
 can help to expand our global view. Welcome the new era for asset management.



Liu Xiaoyan



Non-permanent Vice Chairman of Asset Management Association of China



President of E Fund Management Co., Ltd.






Asset managers in China are facing challenges in the process of tapping into the wealth management area. New tools, new markets and new strategies are attractive but foreign and unpredictable. The Expert Forum organized by the Asset Management Association of China exposed us to the most innovative ideas in the industry. This book is a collection of insights on industry trends, developments and innovations shared at the Expert Forum. Definitely worth a read!



Lin Chuanhui



The board member of Asset Management Association of China



Vice President, General Manager of Guangfa Fund Management Company



Direct financing via stock and bond markets become increasingly important under the “new norm” of Chinese Economy provides unprecedented opportunities for asset managers. Expert Forum organized by the AMAC provides us with insights and first-hand experiences of industry trends, regulation updates from internationally renowned scholars and industry experts. Strongly recommended!



Qiu Guogen



President of the Private Equity Investment Fund Professional Committee of Asset Management Association of China



President & CIO of Shanghai Chongyang Investment Management Co., Ltd.



Asset management industry in China is embracing a great era of rapid developments.
 Asset Management in a New Era
 is the first collection of experiences and views from internationally acclaimed experts and practitioners, which is definitely going to be a classic. A must read for all asset managers.



Lin Lijun



Non-permanent Vice Chairman of Asset Management Association of China



General Manager of China Universal Asset Management Co., Ltd.






Asset Management in a New Era
 compiled by Asset Management Association of China from speeches delivered at the Expert Forum, with a collection of thoughts and insights shared by industry elites that provides a global view on the development of the asset management industry. Asset management industry faces great opportunities and challenges today. This book is very precious and timely!



Deng Zhaoming



The board member of Asset Management Association of China



President of Penghua Fund Management Co., Ltd.
 





The field of research on asset management industry filled with dull and dry data, which tends to be meaningless for people to comprehend. However, this book is exactly the opposite. Articles drawn from the Expert Forum organized by the Asset Management Association of China are made by celebrated professors and well-known scholars, ranging from the top-notch academic viewpoints, rich information and insights in the areas of asset management. The articles explain sophisticated theories in simple languages, which so to speak is a collection of wisdom.



Jin Xu
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General Manager of Guotai Asset Management Co., Ltd.



An enlightening collection of thought provoking ideas and industry practices of the global asset management industry. A must read for all institutional investors in China.
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President of Zhong Ou Asset Management Co., Ltd.



Editors of
 Asset Management in a New Era
 have done a great job of integrating wisdoms from 19 experts in asset management industry globally. From different angles, these seasoned industry practitioners, with solid data and in-depth analysis, showed readers a vivid picture of how the global asset management is today and how it will evolve in the future. For people who are working and planning to work in the Chinese asset management industry, this is a good book cannot be missed.






Wang Junfeng
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With rapid introduction of regulation to continue to open up the financial services industry in China, undoubtedly, we are entering into an era of ever expanding asset management industry. Trying to measure up to the existing model of developed countries, China asset management institutions face great challenges from organization structure, management system, human resources and product innovation. Whether an asset manager or an entrepreneur, if you want to understand and grasp the opportunities presented in this great era, you should not miss the book.



Cheng Jian
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The Asset Management Industry should aim to become the Role Model for Continuous Learning and the Pioneer of Innovation



Zhang Yujun



Assistant Chairman of China Securities Regulatory Commission


The Third Plenary Session of the 18th CPC Central Committee pointed to the overall goal of comprehensively deepening the reform, and proposed specific tasks for developing a multitier capital market system. The State Council’s Some Opinions on Further Promoting the Healthy Development of Capital Markets
 emphasized,from the national strategic heights, the need to promote innovation and development of capital market intermediaries, facilitate the transformation of fund management companies into modern asset management institutions, nurture the private equity market, and develop private equity funds. Further promoting the innovation and development of the asset management industry is not only the implementation of a critical task set out by the Central Committee and the State Council, but also a glorious mission for regulators, self-regulatory organizations and the entire industry.




At present, China’s asset management industry is facing unprecedented development opportunities. The wide spectrum of guidance and policies have released significant bonus from the reform, and have generated great enthusiasm from all industries across the society to accelerate reform and innovation. China’s rapid progress in industrialization, urbanization and marketization, as well as the transformation and upgrade of the national economy, have provided an inexhaustible driving force for the development of the industry. The continuous accumulation of domestic wealth, the ongoing improvement in pension and social security system, as well as the rapid progress of capital market internationalization, have all created substantial demand for the development of the industry. The liberalization of interest rates and exchange rates, and the adjustment to the relative ratio between direct and indirect financing, have also expanded the horizon for the development of the industry. After nearly 20 years of development, China’s asset management industry has already built solid foundations in the areas including institutional structures, talent retention, and regulatory system. In general, China’s asset management industry is just entering a new, golden phase of development.

In May 2014, President Xi Jinping emphasized during a seminar with foreign experts that China shall always be a great nation that keeps learning. Continuous learning is the very foundation for the sustainable development and progress of a nation or a state.The asset management industry has intellectual capital as its core, and is always at the forefront of marketization and internationalization. During the course of innovation and development, the industry must place more emphases on learning, improve professional skills and expertise through continuous learning, and strive to become the pioneer and role model of learning.

The asset management industry should study, in great depth, the key principles of a range of key official documents, including the Third Plenary Session of the 18th CPC Central Committee, the New Nine Initiatives (NNIs) and Opinions on Policies for Promoting Innovation and Development of Securities and Investment Funds
 , and identify the positioning for industry development, clarify development directions and objectives, explore development strategies that are specifically suited to the industry’s characteristics, and implement the requirements of the official documents based on the current circumstances.




The asset management industry should enhance the mutual learning and communication between various domestic institutions within the industry itself. Fund management companies, securities companies and futures companies should study into and learn from the beneficial experience from other asset management institutions such as banks, trust companies and insurance companies, in order to firmly formulate the concept of customer centricity and satisfy the diverse wealth management needs of the investors. The industry should strengthen its ties with the real economy, and enhance its ability to serve the real economy. The industry should always reinforce the fiduciary duty of due care and due diligence, and proactively develop customers, serve customers, innovate on the modes of services and improve service quality. At the same time, the industry should also focus on studying the issues and lessons learnt from the development histories of other institutions to avoid making the same mistakes.

The asset management industry should place high importance on learning from the leading practices of overseas asset management industries. President Xi Jinping pointed out that the opening up initiative should focus on talents, invest in talents, and encourage people to open up their minds, thoughts, knowledge and technologies. China’s asset management industry should develop the “benchmarking mentality”, broaden its international views, and, with more open and inclusive minds, learn extensively from the management philosophies, business models, and development paths of the asset management industries of mature markets. The mature overseas markets have accumulated abundant experience in situations in the current Chinese economy, for example the current urbanization infrastructure investment and financing supported by the financial services industries as part of the economic transformation, corporate deleveraging, innovation and upgrade of emerging industries, M&A of traditional industries, etc.. In terms of financial product innovation,most of the various categories of asset management products, including financial derivative products, non-standardized products, alternative investments, etc., have been in existence in the overseas market for a relatively long period of time, and therefore the mature markets have both positive and negative past experiences for the industry to use as a reference. In the wake of the 2008 financial crisis, the financial systems of many countries are undergoing profound reforms. We need to proactively follow and grasp the many new developments in the modes of development and regulatory mechanisms of the asset management industry. With the acceleration of the internationalization of the RMB, the expansion of cross-border investments such as QFII, RQFII and QDII, as well as the initiation of the Shanghai-Hong Kong Stock Connect, China’s asset management industry is increasingly facing challenges from the global customers and global asset allocations, and needs, more than ever, to facilitate integration with the world.




When learning from the asset management industries of the mature overseas markets, China’s asset management industry should specifically learn from their various characteristic development strategies. Domestic institutions should learn from the fact that a mature market should have large institutions offering a full range of services, as well as specialized institutions focusing on products targeting a specific market segment; it should have products designed as large-scale, standardized products, as well as smaller-scale customized management. The industry should learn from their scientific way of management, for example, comprehensive product design capability covering a range of financial products, including their ability in global asset allocation covering overseas assets, asset liability management, etc.. The industry should learn from their abundant investment experience, introduce the relatively more mature investment theories and methodologies of the overseas market, enhance our understanding of the application of various investment tools, take control of the direction of asset management product innovation, develop scientific investment concepts and improve investment capabilities in order to be able to respond to different economic environments. The industry should learn from their stringent risk management system. The global financial market has reached new understanding and reflections on risk management post financial crisis. The industry should learn from the experience of overseas institutions in achieving a systematic, institutional and informationalized risk management practice, balancing the relations between the size of management, operating profits and risk control, thereby realizing sustainable and robust operations.




The Asset Management Association of China (AMAC) has worked very effectively to promote the learning of the asset management industry. The Expert Forum series is one good example.

Since the first session of the Expert Forum, which was held on 26 July 2012, the AMAC has invited more than 20 international experts and elite scholars who lectured on industry hot topics. These lectures not only created the opportunity for the industry to meet experts face to face, but also satisfied the industry’s need to continuously raise its level of globalization, and have therefore won profound attention and acclaim. This compilation of lecture notes has supplemented the original lecture notes with vivid and detailed examples that can be applied in practice, and helps readers to keep themselves updated with the latest trends and leading practices of the global asset management industry. We believe that professionals in the asset management industry, as well as readers who are interested in the industry will derive benefits and inspiration from the insights of this book.

With this ends the foreword.
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Asset Management in a New Era




Amid accelerating financial globalization, the global asset management industry has served as an important channel for individuals and institutions to preserve and increase their wealth. The industry now plays a significant role in promoting financial systems and economic development. Since the start of the 21st Century, China’s
 asset management sector has progressed considerably in terms of the size and number of firms. The asset management of public offering funds, securities companies, and private equity funds is undergoing rapid expansion, making it more possible for them to support the real economy. With the asset management sector entering an era in which the pace of innovation has quickened, a new trend that integrates bottom-up industrial deregulation with top-down exploration has formed. China’s new-term Central Government is committed to streamlining administration and delegating power, as well as to deepening economic, financial and social reforms. This has presented new growth opportunities to China’s asset management sector. Interest rate liberalization reform will create more investment instruments in the money market; the development of a multi-level capital market will create a better investment landscape for developing the Chinese asset management industry; capital account convertibility will spur the ever-growing demand for cross-border investments; RMB internationalization will significantly enhance the status and weighting of global RMB-denominated financial assets; and finally, both pension system reform and the need for pension investment management will provide room for the expansion of the industry. Although funds have become one of the main choices of wealth management in China, they have not fully played their role in wealth management, pension systems, the capital market and the real economy, etc., leaving huge space for expansion, when compared with developed countries and major emerging markets.






The Asset Management Association of China, which is established pursuant to the new Securities Investment Fund Law, is a self-regulatory organization that represents the fund industry in China. Adhering to its mission of “service, self-discipline and innovation”, the AMAC is dedicated to providing better services. Since its inception, the AMAC has been committed to develop a platform for exchange and learning, thereby connecting different asset management sectors, building a bridge between China and the world, and facilitating exchanges and discussions of industry development issues. The Expert Forum series, one of the AMAC’s well-organized events, have invited a number of renowned experts and academics at home and abroad to speak. The forum creates a face-to-face platform where expert speakers discuss classic academic topics as well as hot industry issues with participants. The AMAC has so far held 21 forums, which were well received by industry participants and enabled 24 scholars and asset management executives to bring a wealth of information and experience.


In order to provide in-depth first-hand information and promote advanced concepts of the asset management industry, we have carefully selected 18 articles from forum materials and compiled them into this book. The book strives to exhibit the following features:






1.

 
Information and depth:

 Through analyzing forum lectures, we retain the original ideas of the experts while integrating related financial knowledge.




2.


 
Research and readability:

 By collecting forefront insights from the asset management sector, we use clear and concise language to help readers better understand the latest trends of the global financial industry.




3.

 
Reference and guidance:

 This book covers the latest investment philosophies, modes of operation, cases and regulatory developments to cater to the demands of the industry to constantly enhance its internationalization, and provide guidance and reference to asset management institutions and regulators.


The book was chiefly compiled by Sun Jie, President of the AMAC, and written by staff of the AMAC’s International Affairs Department.

We have received strong support and guidance from many experts and scholars in compiling the book. We would like to start by thanking Mr. Li Wen, Chief Compliance officer of China Universal Asset Management Company; Zhou Hao, Chief Compliance officer of GTJA Allianz Funds; Charles Lin from Vanguard Group; and Qin Yi from Deloitte, who proposed on the structure of the book. We are also very grateful to Liu Zhiyong from ABC-CA Fund Management Co., Ltd. and Sun Hong- wei from Bank of Communications Schroder Fund Management Co., Ltd., who gave us comprehensive recommendations. We would like to extend our thanks to Vanguard, Fidelity, Man Group, Deloitte and KPMG, which helped with the material presented in the book. We would also like to express our gratitude to Yu Yongding from the Chinese Academy of Social Science and Professor Roger Leeds at Johns Hopkins University, who devoted their time and efforts to provide valuable comments and suggestions. Finally, special thanks to the leadership of the China Securities Regulatory Commission for its consistent support, and to Cheers Publishing Company for their hard efforts.




We heartily welcome readers’ comments and suggestions.






AMAC



October, 2014
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 and The Economist
 . Henley’s alumni association has 56 000 members in over 150 countries offering networking potential and the chance to keep up-to-date with latest thinking. The Henley MBA was rated by The Economist
 as No. 1 in the world for potential to network.










Confidence and regulation






Confidence



What is confidence? Confidence is easy; it’s “do we have rules, regulations and laws, and will these laws and regulations be obeyed?” So if I have a contract, do I believe that my counterparty will abide by the contract? And more importantly, if my counterparty breaches the contract, do we have any enforcement that will allow us to take action and for me to recover some costs of the loss? Confidence is objective; it’s about contracts and making informed decisions.

So when it comes to confidence, the fundamental is regulation. Allen suggests here that we can address the difficulty with confidence, and firms and multiparticipants can demonstrate to their clients that they obey the rules by a large and effective compliance department. I should also say that of your latest aware, compliance has become a much bigger part of any trading activities, and indeed compliance has now become a profession.



Trust



Well, if we take the other side of this, trust, that’s much more difficult to write down, and is much more difficult to manage. Trust is known as fair play, I believe that my counterparty will look after me; you will behave in the best way because trust really applies in the area where regulation might not apply. So trust is fair play, what happens if the rules were not applied? If the rules are broken, we came to circumstances that are different, the problem with trust, fundamentally is bilateral. It’s directly between me and my client. And it’s not something that can be directly regulated. So again, if we look at the most regulations, they are about nice words, about treating our clients well, and behaving professionally, without necessarily explaining what we mean by professionally. Trust is subjective, more about moral sanctions and gentleman’s agreement. Confidence is about will rules be obeyed or enforced, it can be addressed by regulators taking prompt and firm action while firms demonstrating rigid compliance. Trust is fair play when rules do not apply and is much harder to fix when broken, its onus on firms to earn it, not regulators to deliver it.





We very often hear that state reports saying crisis needs better regulation. It isn’t.
 Let’s try more trust, and regulation cannot create more trust. Regulation is to say if you do this, it’s legal, if you do that, it violates a regulation. I’m not being careful with many transactions and regulative rules, so what I would say is one of the interesting things about the international capital markets. We see in London, the contractor and regulatory was based simply on the phrase “my word is my bond”. If I say I will deliver it, I will deliver it. If I don’t trust my counterparties, what happens? The capital markets will collapse. Firms need banks and investment banks to arrange capital and act as asset managers on their behalf, so the lack of trust is fatal. Without trust firms must try to raise capital directly and by themselves, it is hard to regulate and raises the risks.

Let’s come back to the question of regulatory arbitrage. It also means there are some functions that are optimally managed by financial intermediaries. Given pension funds as an example, pension funds are very big, very complex, it’s very difficult to match assets to liabilities and cash flows, if I don’t trust the fiduciary, I might make the mistake to manage my funds by myself. When there is lack of trust, compliance costs will be very high, which is good for the lawyers but bad for financial markets. Ultimately, in finance it’s all about trust, most clients and counterparties and any other participants will worry about what the other party might behave. Why do we need to build trust? Because the alternatives are worse.Without trust we need more regulation, more systems, more processes and finally we have to write more rules.







Innovation




Let me talk a moment about innovation. Everybody likes innovation; however, as a professor from a business school, and even this was the theme, I know nothing about innovation itself. Let’s just look at financial innovation. Why do we have new financial instruments? Finance is an industry. Every industry has innovation. It is a mistake to say “finance is different” unless you can say why. Every industry faces regulation, speed competition, there are global large players, institutional and retail trading. But it is also a mistake to say finance is “the same as anything else”. I’m going to offer you two suggestions here. Number one is innovation, because asset management, securities management, they are about risk management, whether it is market risk, credit risk or liquidity risk. Market solutions to risk management are attractive, because they are cheap. If I’m a client, a fund to manage risk, the markets gives me standardized products, with well-defined regulation, we understand why market exists, and market-based risk management is desirable and definitely a good thing.


What I should also say is there are other risks we should be honest about. Number one, innovation is good, why is that? That is human nature. If I can do things other people cannot do, it makes me feel good. It’s good for my business; it’s good for my reputation, etc.. Number two, new products that are complex allow me to charge a good price to my customers. Number three is clients like something complex. If you look at the cars on the street, new cars which have complex instruments are never used by risk-averse individuals. If you buy a new phone, many of its fancy new features are never used by many people. But we like it to be complex.


So innovation is economically good, my ability to charge a higher price is certainly good for myself. Customers like it; it’s good for my business, my reputation and so on. More importantly, I can introduce new products, to avoid regulation, to walk around regulation. We know that the swap market, the biggest pure financial instrument, is to avoid exchange control. I’ll find an instrument that allows me to obey the law, and to benefit at the same time. So regulatory arbitrage is a significant reason for innovation, but it’s probably one of the problems facing regulators. In a way I need to find regulation to minimize that arbitrage. The last one I offer you is simply because we can. The reason I use that is some years ago when I did a government inquiry about endurable goods, I went to the biggest investment banks and speak to some of the derivatives experts, they gave a very professional show about how they do risk management. Then I talk to one of the derivatives designers, and they brought me an analysis on how we assess the customers, and they offer customers are rated into different categories, simple categories offer simple products and complex categories offer complex products, and the expert said, some products are so complicated, we cannot ever sell it to anybody in the world. Why would any banks spend money producing products that nobody will ever be allowed to buy? The point about products in financial innovation is that they come and go. Just like mobile phones, they come and they are fashionable, everybody buys them, six months later they are forgotten. If you don’t believe that, please look at how your children play with the presents you buy them. They play a few weeks and then dump them.




The talk is focused on regulation; regulation is an interesting balance. We have new instruments, we persuaded other firms to use them, but actually they are combinations of existing things, this is the problem that every regulator faces. How do I know as a regulator, that we need new regulations for this product, or actually a regulation can be revised a little bit to adapt to it. There are many technical but interesting insider examples on this. The second thing and this is the good news, almost all the big losses that appear on the newspaper headlines are not caused by complexity but by stupid incompetence, corruption, individuals, and the failures of the firms to supervise them properly, if we look at the other part of the industry, the same is true. If a player meets a crash, it’s always because they were badly constructed themselves.




At the bottom of this line, how do they regulate? Very fast moving, some new products, some old products, and motivation you may or may not understand; motivation to a firm may not be a motivation for a regulator, here is the danger. Many years ago, I went to view the metals exchange in London. London metals exchange at that time was extremely complicated, nobody understood the rules, and they were completely different to regulations in futures market, stock exchange, or the oil markets. If there is one market structure that works well for equities, futures, and so forth, why should it be so crazy like in metals? I was told, “Don’t worry John, because metals are different.” Just five years ago, nobody knows how Libor is calculated, 15 people sitting in a room and they say, “Well, 9% is good.”

But why all this is like that? This is a problem. It’s a bad idea for the regulator or the trader.




Securitization




Let’s use a small example to see what securitization is (see Figure 1—
 1).

How does securitization work? Why did it ever arise? Regulative institutions encourage credit and risk management, because we realize that credit risks are important, and these instruments allow efficient risk management. From a trader’s point of view, interest rates are low, and yet they are willing to make a yield, and it appears that securitization can offer them improved revenue. Securitization brings them a higher risk-adjusted return, and it appears that securitized instruments provide 100 higher base points than simple credits. How do they work? It is very impressive. Here is the process:


These things are fundamentally complex. The kind of way it works is that it starts from a million dollars at the bottom, you divide it, you pay the lawyer, you recombine it, you pay the lawyer and the insurance companies, you redivide it, add it up, you take the number you first thought of, you divide by 23.5 but end up with 11 million. If you don’t understand what is in the middle of that, nor do I. The important feature is that we have a very complex set of individual transactions. Transactions within this are regulated; each transaction by itself has a very valuable economic purpose. The question is always that how can you start from 10 million dollars at the bottom but end up with 11 million by dividing, combining, redividing and recombining. This is something very good economically, or is it a bubble? People are buying it because it is complex.
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Figure 1—1 Securitization


What is interesting is the securitization market. You can see the enormous growth which is good. The question now might be “Is it worth for regulators to regulate the securitization?” In 2006, two trillion dollars has been invested. The regulators might say that the market of 2 trillion should be looked at. Regulators have limited resources to make conscious decisions in where they put their money. So in 2006 it looks like a great idea to put resources in security regulation. Six months later when there is less than 200 billion, the situation has been reserved. The regulator announced in January that my project of securitization in July has been multiple built. That’s about the signal of the market. So there is a problem of violability, not just the prices but also the assets and liabilities and therefore where the money should go. You will be aware that the market over the counter is very difficult to estimate and to measure it.
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Figure 1—2 Market Growth



Source: Thomson Reuters．





Does history help?




Let me talk about history. Does history matter? Every financial crisis we have ever seen has three features. The first is this crisis is the worst we have seen. Why is that? The human nature, right? It is a really bad one. The headline in the newspaper saying a small crisis doesn’t sell many papers. The second is it is always the first crisis like this. It is really bad news if you are a participant in the market. And the other one is that it is always the last one like this because it is very bad for us as a participant to say there is another one like this in a few weeks. This is the dramatization of the nature of the crisis. We can’t just say this is a small one. Here is a list of financial crises by category. Here are some examples, the credit crisis when the security bubbles and the prices rise uncontrollably and collapse. Maybe securitization is a bubble. Some of you may remember the Dot Com bubbles in 1990s and the South Sea bubbles in 1730s. They arise all the time. What is interesting about the derivative market is that for hundreds of years whenever there is a financial crisis or problem, it is derivatives that are blamed. The blame is always on the same direction, they are immoral, dishonest, and not very nice. Why is that? Because they are fundamentally dematerialized. There is no physical form being traded. Those of you with contacts in the Middle East, North Africa and Arabic countries know that the market is outlawed because they lack physical things being traded. They are legal; they are moral; who cares. And in every cycle, the illegal would make them immoral and banned; and then they still come back because they are ideal financial management tools for assets.





Next question, the Ponzi Scheme. We know the most famous one in the United States but actually the Ponzi Scheme occurs everywhere. How does it work? Someone gives you money and you use the next year’s money to pay back the dividend of Year 1 and it goes like this. The pyramid scheme is very difficult to spot. For the regulator’s point, we need to look at them. Why? People lose the money at the end. Every regulator has a concern. The concern stands for the market but is also investor protection. The people who lose in the Ponzi Scheme are always the small investors. So is this the first crisis in credits? Here is the rough idea of the credit crisis in 2008~2009. We had a growth of subprime lending which is a low rate lending and of course we had defaults. Without default there wouldn’t be subprime. Because we have default and because we have complexity in the market, we lack the liquidity because I don’t trust your bank and have no confidence in the bank’
 s capability to repay me. And the banks failed and the government has to step in to help the banks. It’s a very modern crisis. There is an analysis of the credit crisis in 1294. It was an identical credit crisis. It was neither the first credit crisis nor the worst one because in 1294 their growth of national products has the consequence of crisis much bigger than the one now. The sequence of the event is very similar. The King of England borrowed the money, so reasons actually unconnected with England being a bad risk, he was unable to make the interest payment because of his inability of making the payment, the local banks in Italy were unable to trade with each other and then they went bankrupt and the government had to step in and increase the liquidity of the market. It is exactly the same story. What does that tell us? It tells us that the good news which things could repeat themselves. It tells us the bad news that even though we know it happened before we could not prevent them from happening again. What it also leads us to is regulatory cycle. Maybe this is the substantial point I have to make.
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Figure 1—3 Regulatory Cycle



It began with the crisis, after the crisis we had an inquiry. The inquiry might be a legal one, might be internal. The consequence of the inquiry is a change of regulation. And if you look at the social reasons for that, partly coerce the inquiry found something wrong and translate it, partly the inquiry has to propose the change. So the new regulations are coming, it might be changing the laws, it might be changing the regulations, it might be changing something else. Here is a tricky part. Then we have a new regime, people start trading with a new regulation. Then we find a period of time when market is not turbulent, the new regulation has its own effect and everything is OK. The feature then is that we get pressure from people in the industry who say let’s relax our regulation. Why is that? Answer, because the regulation was limiting our ability. A law prevents me from doing something I would otherwise want to do. The pressure comes from the industry to relax the regulation because they see No. 1, their profit is restricted by the regulation, and No. 2, they argue quite convincingly that the industry knows the best. Self-regulation is very powerful and it is enough. So we relax the rules, then we have a period when things are even better, no crisis and we are making more money. And you have another crisis, something happens, and you have the regulations and another crisis. So we have a cycle of regulations, crisis, tight regulations, loose regulation and another crisis. That doesn’t mean the same crisis. Anybody who believes there is a perfect delivery of regulation is wrong. If you are regulated, you have a bad life because you are always accused of being not tough enough or too tough. So my condolence is CSRC. I would like to talk briefly about the debt crisis in China. We have a crisis in 1990s. My simple point here is in China there are rather differently regulated environment massively different in causing the 1990s’ crisis and now we see the same problem. The debt market crisis is against something we discussed earlier which is the people suffering from the crisis are very often the retailing businessmen and small investors. Either they are advised badly or the newspaper reports make them think this is the easy money or the people are trading immoral.





Who is to blame in the crisis? Everybody. The market has its faults, the participants have their faults. How do we know? The credit default the market, the pricing was wrong. A friend of mine who works in the market trading management products asks me what you think is the credit crisis. He said, credit risk is rising and everybody is worrying. The risk in the credit market is triple-layer. So if the price is triple-layer, the real risk is really small. Not realizing actually the price is wrong, the risk is high and the price is wrong. So the market’s wrong? When we look at the shared prices, banks’ prices of retail banks or investment banks on the secondary market didn’t show any signs of risky exposure. So the market was wrong. The rule setters, the international regulators, arguably, are blamed to be wrong. The rule setters are pro-capital. Capital is assets of values when you leave capital reserves the capital then shrank. The rule setter was wrong in retrospect. Why is the regulation regime light? It is because the investment banks, the retail banks and others argue with the regulators that they can manage their capital better. Supervisors don’t spot the problem. They are the ones to govern the firm. They didn’t say the risk is too high. Investors, when the liquidity is dead, they are always searching for more yields and more dividends. Shortened demand, higher profit and higher capital necessarily requires rising risk. Analysts, people who observe independently without financial interests in the market didn’t spot this. And bankers are just greedy. So what’s the summary of this long slide? Everybody. Even now nobody can say here is the cause of the crisis, here is what we should do to avoid it.






Problems of regulatory institutions



What problem does the regulator face? Answers include men power—
 they are never enough, and there should be more regulators. Some people say yes, while the people who are regulated say no. How many regulations after all? Expertise of the regulators is one of the very comfortable about the way you speculate that, necessarily if you are a regulator, it’s very hard to keep up with the latest innovations of the market. It’s not your job. It’s very difficult, no one is able to do it; it has nothing to do with intelligence, nor with the competence; it’s just because the market changes very quickly. Also, capture, is both good and bad, regulators are not workings closely with the participants, but they have to, right? They can’t be too remote, the closer you are to the market, the more influence you have by the market the way you think. Industry change means everything changes very quickly, as like securitization.




Of course if people are moving on very quickly, the regulator’s problem is tough; here is the global network introduction, the point is that the global market is linked. It raises an important philosophical question, is that possible for national regulators to effectively manage their market, because regulatory arbitrage means if I don’t need regulation, I will trade offshore somewhere to avoid it? You can see the fact that in the international regulation of the crisis, even it is free, so years and years, the international discussions may not be coming.



Rebuild confidence



So we need to rebuild confidence, to reform bank regulations, change the way bank is regulated. For instance, in the UK the structure of financial services is being changed, some possibly supervisory activities are brought back into banking.

So we have regulation changes and structural changes, we have the Dodd-Frank Act similar in the US, to restrict private trading by banks. What’s the interesting thing in Dodd-Frank? Question mark, I don’t know. For me I might be interested in the degree of resistance to this by the banking community which implies something immediately by the value traded by the bank. The interesting thing is great regulatory proposals are resisted heavily. Basel III as you know was introduced immediately during the process in 2010 has already being deferred for ATS, and the last one is trading is being brought onto exchange wherever possible.



More



Bank fees are high on peak, the fees are charged in-transparently and extremely high all over the world. The Financial Service Authority in Britain discovered that 80% firms violated the simple rule of client fund split. In an investigation in 2011, data shows that salary in banking has declined by 0.5%, but the revenue decreased by 7%, and profit decreased by 8%. For every 1 million profit, it’s used on more than 1.2 million staff. The average compensation is 305 777 dollars. Why would I like to use this example? Because it got nothing to do with asset management, it got nothing to do with investment banking, it’s simply, my mother says to me, “I don’t know how much the bank is charging me”. What does this mean? She lost her trust in her retail domestic bank, and lack of trust isn’t narrowly defined in market, it’s anywhere through financial services. To conclude, there has to be some good news. Is this the end? Are financial markets closing? Should the asset management association be closed? The answers are of course not. Where the dynamic world people continue working, over a period of time, banks and individuals reform themselves, nobody wants to work in an unsatisfied environment, so that advisors, banks and traders will adapt to the new financial climate, and adapt to provide compliance and the rebuilding of confidence in the financial system. Although to do that requires very elaborate compliance restraints, very elaborate customer competence regions and a very elaborate statement of exactly the service the bank offers, if you look at the U.S broker firm, you get 15 pages of documents saying this is what advice means, take your advice on this. So compliance matters. Ultimately, the work is how to regain trust; it is to behave well. That doesn’t mean it has to be ethical, who say it doesn’t? To what it means, it would mean well enough, to be able to trade with each other, and to give some confidence. What is consequence, that is my final point because, one of the best business schools in the world I have expertise in my own institution for the last 17 years, one of the things is to claim the concept of honest profit, in other word, you can make an enormous sum of money even if you behave well, and trade people fairly. It is a good rule in any business, including securities and asset management. So if we can bring honest profit back into it, recognize the security and safe trading and produce a very good return, but not a crazily high one, then we will make a progress.






Is this the end?




So when a crisis happens, regulators have an obligation to manage and help the market; no regulator in the world should ever say that my job is to prevent crisis. My job is to manage crisis when they occur and make sure the last year’s crisis doesn’t come back. And lastly the industry itself needs to be very careful about the way it behaves next year; the regulator’s job is to rebuild trust which is bilateral.








Q
 &
 A







Q:

 You talk a lot about innovation and sophisticated innovation, so what is after all the purpose of innovation? I have a friend in Wharton Business School, he said that forgetting about those sophisticated innovation and products and just letting us use the simplest products. I’d like to know your comment on that.




A:

 Let me separate the question to two parts. One is do I need innovation to operate a successful business and to serve my customers as well. Answer, probably no. In a sense, most customers want simple outcomes whether it is risk management or it is return, and I can provide simple investors and simple demands using simple products.



Second is, as I mentioned, innovation can sometimes come from the supply side, not the demand side, it’s in the interest of the bank or trading with anybody else to have a range of products from simple to very complex, in the same way a mobile phone manufacture will have a range of a form from simple to more complex anyone needs. So good business suggests complexity and necessity, it’s like shop window, you know something you need to be complex in a shop window, even if you sell something simple. So my answer is innovation will happen because people like it, because it helps make money and because customers like to see it.



But it’s different between do we see innovation when it happen and how necessary is it. I think there’s a balance to be struck. From the regulator’s position, I agree completely with your friend. A lot of regulation should be simplest, why is that? That’s why people need protection. You should not be selling complex instruments to simple investors. So, we have innovation, it’s important only it is new things, we have innovation because it has new risk which we can’t manage. To give one last example, of course we also have a problem of what being simple means, you know, 30 years ago, being simple means equity and stocks. Now being simple means futures, swaps, and other derivatives. So simplicity changes. This offer is the first forward contract standard derivatives was traded we believe in mess in Mideast approximately 2 500 years ago. Forward contract restraint before money was invented. So, what we get from forward contract is complexity or simplicity; they’ve been around for so long. So complexity will be there. We shouldn’t prevent it by saying we don’t need it. What one should be doing is careful about who is allowed to trade it, and from regulator’s point of view we should have confidence to say this is new.







Q:

 Do you think it’s important to change the business model? If you think so, how should we change the business model?




A:

 One answer is no. If we are looking for an asset management perspective, the model contains serving investors or providing fair return for a reasonable level of risk. One of the things important to organization is to ensure the investors and participants are well educated while they are buying. This is an excellent business model. Why are we saying change is needed? It is to break the idea that this is free money and there is a prefect investment to make that it will give lots of money with no risk, or even more money for the same risk. Most assets are priced reasonably. We need to be open and honest with our customers and ourselves, but just saying if you want more money, you go to accept greater risks. If you want complexity, that’s great, but I will access my customers to see what they can carry. So, my suggestion would be now the business model is fine, but it needs to be probably refined and make a little bit more conservative that it can be serving the UK and US. I think in China you have the huge advantage that a lot of the innovation is coming now and for you looking at best practice is much more straight forward as the asset management industry becomes better established in China.
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Global imbalance




Global imbalance refers to the situation where a few countries, such as the United States suffers from persistent current account deficit, while other countries including: China, Japan as well as oil-exporting countries, run persistent current account surplus. Global imbalance mainly results from the United States’ deficiency in savings. The United States maintains its international balance of payments by foreign borrowings. As a result, it has been accumulating foreign debts continuously.

Before the financial crisis in 2007, economists generally agreed that global imbalance was not sustainable at all. It is difficult to tell at what particular point a crisis will be triggered. Despite this it was assumed, after the breakout of the crisis, the US dollar would fall and the US interest rates would rise, due to the rise in the risk premium. The resulting large financial disruption, and reduction in demand, eventually will bring the economy into a deep recession.

Most people were shocked with the reality in 2007 when they failed to realize that financial crises could take place in a totally different way. Yes, a serious crisis happened in the US. However, it was caused by a sudden stop of foreign capital inflows, which in turn was caused by the excessive accumulation of current account deficits. It is the default on subprime mortgages by the NINJAs (people with no income, no job and no assets) that triggered the crisis. First, the American subprime default rate had kept rising, which made the investors less inclined to hold the subprime loans. Next, came the decrease in prices of financial derivative products, such as MBS and CDO, which were based on housing mortgages. Due to the fall in asset prices, it became rather difficult for long-term assets holders to get funding from the money market to roll over their debts, which forced the financial institutions that held MBS and CDOs, to pay off their debts by selling assets. Because the financial institutions were in the process of deleveraging, everyone wanted cash and no one wished to lend. As a result, the market was faced with liquidity shortage and credit crunch, paving the way to financial crisis.




The financial crisis this time differed from what economists predicted in many other ways. First, capital flew into, rather than out of, the United States. Second, the US dollar appreciated rather than depreciated. Third, the interest rates fell rather than shot up.




The U.S. total debt crisis




Most economists’ predictions, mine included, as mentioned earlier, were wrong because we failed to pay enough attention to the overall debt level and other components of the total debt except for foreign debt. We were too concentrated on foreign debt and the ratio of foreign debt /GDP. We should have paid more attention to the ratio of total debt/ GDP (Total debt/GDP = Household debt/GDP + Public debt/GDP + Corporate debt/GDP) as well as the ratios of other debt components. We should also be aware of the difference between domestic debt and foreign debt. For example, Japan’s public debts/GDP ratio has passed 200% without causing a debt crisis. This is because Japan is a net surplus nation. The public debt is financed by domestic savings. If a country has to rely on foreign finance, the finance of the debt becomes more difficult to control. However, compared with America’s total debt/GDP ratio and the debt/GDP ratios of other components, and the household debt/GDP in particular, America’s foreign debt/GDP ratio was much smaller. Furthermore, any debt that can trigger a financial crisis must be systemic. Hence, we have to have a good grasp of the chains of the causality of any possible triggers of different types of crises. What will be the nature of a particular crisis? What will be the triggers for the crisis? If an event has been triggered, what will be the transmission mechanisms that will eventually end up with a crisis? All these questions should be answered before we can make a credible prediction about a forthcoming crisis.






As we can see in Figure 2—1, the problem of high total debt/ GDP ratio does not merely belong to the United States. The total debt/GDP ratio in Iceland once reached 600%, while the one in the United States was approximately 300% before the crisis. Experts generally think that it is when the debt/GDP ratio is too high that it becomes difficult to roll over the debt and a crisis will breakout. The question is what is the critical point of the ratio? Some researches make it at 90% for corporate debt/GDP ratio and 85% for household debt/GDP ratio. As for public debt/GDP ratio, Cecchetti makes it at 85% while Rogoff 90%; many think the critical point for foreign debt/GDP ratio is 25%.



[image: b2-1]






Figure 2—1 Debt to GDP



As is shown in Figure 2—2 and Figure 2—3, American total debt/GDP ratio reached 375% in 2007, household debt/GDP ratio 100%, and net foreign debt/GDP ratio 17%. Strangely, people thought America would suffer a balance of payments crisis rather than a some form of household debt crisis, when its foreign debt/GDP ratio amounts to 17%, while its household debt was
 as high as 100% of GDP.
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Figure 2—2 Total U.S. Debt



Source: Sterling Stavros analysis, Federal Reverve.
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Figure 2—3

 
Net U.S. Foreign Investment as % of GDP






America’s measures to address the crisis




Now America’s debt situation has improved since the Lehman Brothers Holdings went bankrupt five years ago. The balance sheets of American financial institutions have been amended and progress has been made in deleveraging. To be specific, private sectors’ debt situation has improved, as the ratio of household debt to GDP has gone down from 98% to 84% and non-financial corporate debt to GDP decreases from 83% to 77%. But with the ratio of public debt to GDP jumping up from 56% to 89%, America’s public debt situation has worsened dramatically, due to the effort by the US government in stimulating the economy. Figure 2—4 tells us that the ratio of total debt to GDP is decreasing and staying below 350%, which is to an extent attributable to the lowering of household debt/GDP because of default ratio (household debt mainly consists of mortgages, student loans and credit card loans). For example, the default rate of credit card consumption rose from 3.1% in 2006 to 10.9% in 2010. Though default may be a solution, both creditors and debtors suffer in the long run. Certainly, there are positive contributing factors too. For example, American household saving rate has risen from 2.1% in October 2007 to 4.2% in July 2012.
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Figure 2—4 U.S. Total Debt to GDP



Data: Federal Reserve/BEA/Haver Analytics.


As is known to us, public debt stems from the accumulation of fiscal deficit. The U.S current fiscal deficit amounts to one trillion dollars, 8% of GDP, while the ratio in China is lower than 2%. Figure 2—5 shows that America’s gross public debt/GDP ratio is now over 115%, historically rarely seen, and similar to World War Two levels in the 1940s of 120%. This situation of American public financing is complicated and difficult to improve, because 1) the government spent a lot in stabilizing the financial market to stimulate the economy; 2) government taxation is decreasing due to economic stagnation, and 3) long-term projects such as health care will force American government to spend more money in public services.




By the end of October 2012, America’s public debt has reached 16 trillion dollars, so it is almost impossible that the national government continues to resort to expansionary fiscal policies to stimulate the economy. As for monetary policy, the interest rate of federal fund has fallen to 0.25% and can no longer be lower. Thus money printing becomes the only instrument to boost the economic growth.
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Figure 2—5 U.S. Gross Public Debt to GDP



So far the United States has implemented three rounds of quantitative easing. QE1 starting on November 25, 2008 allowed the Federal Reserve to buy poisonous assets related to housing mortgage in order to prop up the price of the assets and stabilize the financial market. QE2, starting on November 3, 2010 allowed the FED to purchase a large scale of government debts. QE3 starting on September 13, 2012 allowed the FED to purchase MBS of forty billion dollars every month with an unlimited timeline. At the same time, the FED was twisting the market through buying long-term national debt while selling short-term debt.





Before the crisis, the assets of the Fed consisted mainly of Treasuries. But after the crisis, FED purchased a great amount of non-performing assets such as MBS as well as government debts. After 2011 the share of Treasuries in Fed’s assets has increased rapidly. At the same time, commercial banks’ reserves in FED have been also increasing rapidly. Now the FED has become the largest holder of public debt, which is very abnormal because public debts should have been sold to the public. Generally, central banks hold government bonds for open market operations, but the FED has currently held one trillion dollars of Treasuries, increasing from 0.3 trillion before the crisis. The monetary base has expanded from 0.8 trillion dollars before the crisis, to 3 trillion in 2012, as seen in Figure 2—6. Normally, if the monetary base increases while monetary multiplier keeps constant, the money supply will increase, and loans that commercial banks extended will also increase. However, the reality is that if the willingness of commercial banks to provide enterprise loans is weak, the money supply fails to increase accordingly. In other words, the monetary multiplier has decreased. Thus, monetary expansion slowed down rather than increased following the rapid increase in the monetary base, and the expansion contributes little to stimulating the economy.
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Figure 2—6 U. S. Monetary Base





So why does the United States pursue a policy of QEs, even though their effects are limited? What’s QE’s purpose? Firstly, to push up asset prices; by purchasing long-term government bonds, the Fed raises the price of long-term government bond so as to reduce their yields. This may encourage the investors to buy other assets with higher risks, and then the higher prices of riskier assets may increase consumption and investment via the wealth effect. Secondly, to create inflation, the excessive reserves of commercial banks may lead to monetary expansion, which in turn may raise the inflation rate. The rising inflation rate will reduce the real interest rate, thus alleviating both government and household’s debt burdens. Ideally, the debt burden can be inflated away entirely, if the government can create high inflation. Thirdly, to devalue the dollar; due to the weak private consumption growth and the limitation of fiscal expansion, the only effective way at the moment to stimulate demand is to stimulate export and reduce trade deficit, which requires dollar depreciation. Low interest rates contribute to capital outflows and thus results in dollar depreciation. Fourthly, to lower the yields of government bonds and make the rollover of the bonds much easier.




China’s challenges





China, second only to the FED, became the largest American debts holder. It held 0.739 trillion dollars by January 2009 and 1.17 trillion dollars by March 2012. The easy monetary policy lowers the returns on American government bonds (the ten-year yield is only 1.64% and the 30-year yield is 2.8%). In comparison, the sovereign debt yields in Spain and Italy are as high as 7%. The total amount of China’s
 foreign assets is 4.7 trillion dollars, while the total amount of its foreign liabilities is 2.9 trillion dollars. This means that China owns net assets of 2 trillion dollars. If the interest rate is 3%, China should have surplus of 60 billion dollars in its investment income account. But in fact China runs investment income deficit almost every year in the past decade. The reasons are as followed. Firstly, China’s foreign assets consist mainly of American treasuries, which have very low yields. Secondly, China’s
 liabilities consist of mainly of FDI with high returns. The Conference Board, an American research institution shows that American companies investing in China had an average return of 33% in 2008, while World Bank indicates multinationals, in general, in China, have an average return of 22% in the same year. Thirdly, the currency structure of China’s assets and liabilities is problematic: its assets are almost entirely denominated in the US dollars, while most of its liabilities are in RMB, which means that China will suffer capital losses whenever there is a devaluation of the dollar, which has been the case for most of time in the last two decades.




Europe is emulating the FED using expansionary monetary policy to reduce the yield of sovereign debt of South European countries. Last year the European Central Bank ushered in the so-called long-term refinancing operation (LTRO) to provide liquidity into the banking system and to encourage commercial banks to purchase sovereign debts of South European countries. This policy has been very successful in lowering the yields of those countries’sovereign debts and calming the financial markets.

In conclusion, the global financial crisis caused by subprime crisis has not ended. Western countries are resorting to printing press to ease the crisis. Though the expansion of monetary base has not caused inflation so far, whether it will in the future remains unknown. Besides, how can the United States withdraw the liquidity it creates has not been addressed. China, as the largest foreign holder of US Treasuries, is under serious threat of capital losses, while having to struggle with the lackluster demand for its exports as a result of the Great Moderation. The challenge that China is facing is unprecedented indeed.
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B

 efore addressing some of the exciting developments and opportunities within China’s asset management industry, combine the result of 2014 Analyst Survey report, I want to set out the outlook for financial markets in 2014 amid a changing global economy and Fidelity’s investment views in this context. I also want to discuss how investors are positioning themselves for these economic changes and how as a business we are responding, as it is my firm belief that a customer-centric approach is vital to success in asset management.





US leadership




A clear feature of the past 12 months has been the out performance of developed stock markets relative to emerging markets —
 reversing the trend of the previous decade. At Fidelity, we are particularly excited by developments in the US. We have been advocating for some time now that investors need to consider the relative attractions of the US equity market, in light of new structural drivers such as shale gas and progress on underlying deficit and debt issues. Lower energy costs in the US could revolutionize the prospects for US manufacturing, leveling the playing field with competitors such as China.

In fact, we believe that the US economy is as healthy as it’s been in the last 20 years, thanks to structural improvements in the twin deficits. In 2009, the US fiscal deficit was 10% of GDP, or about USD 1.5 trillion. The Congressional Budget office estimates that by 2015, the fiscal deficit will be around 3% of GDP, which is comparable to trend GDP growth and allows the US to reach a level of debt stabilization. Moreover, for the first time in 30 years, the US trade position has improved during a time of economic growth and this has been driven by the development of shale energy. The commercial exploitation of shale hydrocarbon fields has seen US imports of oil equivalent fall from 12 million barrels per day to 8 million and further declines can be expected.




However, some investors are beginning to question whether the US economy and stock market can continue to provide leadership to global equity markets after a strong run during which valuations have rerated. We believe the answer is a firm yes. While the US economy has had a subdued start to 2014, we think the strength and duration of its resurgence will surprise investors. Market volatility remains anchored, valuations are not expensive and profits can move higher despite concerns over ‘peak’ profitability. With the prospect of supportive liquidity conditions, we believe a return to the ‘cult-of-equity’ can support a multi-year bull market in stocks.

The interest rate cycle remains a key focus for investors. In response to a question about how soon the interest rate cycle could start after tapering is completed, US Federal Reserve Chair Janet Yellen recently let slip the phrase “6 months”. While there was a small spike in volatility and equities fell on the news, there was no reaction from US 10-year Treasuries, indicating the lack of concern among bond investors about inflation risk. Inflation is extremely benign with little prospect of pressure building. Tapering (of quantitative easing) is now well understood and Yellen is dovish on the US unemployment market, so we expect a continuation of the Fed’s supportive stance.




Get active




In terms of other geographies, most emerging markets have their structural problems in front of them. We expect a significant bifurcation of performance between emerging markets which argues for active, discriminating investment strategies. Those economies responding to their structural challenges, such as China, are the key markets to focus on. European economies and markets still face real headwinds, despite the improvement we have seen in investor sentiment. Meanwhile, the UK has some political issues to work through and Japan has to deliver on structural reform.




The broader structural adjustment process in the wake of the Euro-zone’s sovereign debt crisis is expected to continue for another two to three years. Although there has been some progress on employment costs in peripheral countries such as Spain, Italy and Greece – this has also come with some high social costs. Given the continuing policy of austerity, Europe faces a deflationary future. The central problem for Europe is still an undercapitalized banking system with exposure to peripheral sovereign debt risk. However, stock market performance is not a simple reflection of domestic economic growth. As investors in individual companies, we continue to find compelling investment opportunities across Europe —
 particularly those companies with strong brands, penetration into faster-growing overseas markets, innovative business cultures and robust cash flow positions.

Japanese Prime Minister Abe’s bold fiscal and monetary measures resulted in sharp gains for Japanese stocks in 2013. The first two arrows of Abenomics fiscal spending and monetary stimulus should increase Japan GDP in yen terms in the next 12 months. Against this backdrop there is room for Japanese equities to move higher but whether this rally will turn into a multi-year bull market is open to debate. The real key to Abe’s success is the third arrow of structural reform and while we’ve seen a lot of promise, markets expect more delivery. Japan’s growth rate will not increase unless the workforce is expanded or productivity is improved. Abe has mentioned adding more women to Japan’s work force but he is less likely to allow greater immigration. So we will need to see more progress on structural reforms before investors warm further to the Japan revival story.

Over the period 2003 — 20
 07, the rising tide of China and the weaker dollar/strong commodity prices lifted all boats. We are in a different environment now where the fundamental economic differences in emerging markets have reasserted themselves. In our view, emerging markets must turn away from exclusively export-led economic models and embrace structural reform. Those that do, such as China, should do well, and those that do not, will continue to face headwinds. What is clear is that emerging markets can no longer rely on the benefits of a weak dollar and elevated commodity prices alone. From the perspective of an asset management company, we think this return to fundamentals and differentiation within emerging markets will benefit active investment managers, who try to identify investments in the best companies within countries and not follow the noise inherent in macro-economic data.







China’s long-term story




China’s stock market has under-performed regional markets over the past few years, weighed down by growing systemic challenges including local government debt problems, concerns over the transparency of some wealth management products, real estate loan issues and the tricky policy challenge of rebalancing the economy from fixed asset investment to domestic consumption. China is the powerhouse of Asia and what happens here dictates the tone for the rest of the region, so its recent troubles have acted as a brake on overall sentiment.


However, reforms announced at the Third Plenum are seen as wide-ranging and comprehensive, with the potential to re-engineer China’s economy over the longer term provided the execution is successful. In particular, we see increased personal consumption as a secular theme in China, supported by urbanization and growing affluence. As a result, we see significant investment opportunities across several industries, including the IT, healthcare, and renewable energy sectors in particular. At Fidelity, we are generally positive on the eventual outcome of these reforms and think they will help cement China’s position as a market investors cannot ignore.


Recent exciting developments include the Shanghai-HK Stock Connect scheme (the so-called through-train) allowing investors to trade Hong-Kong-listed stocks through the Shanghai exchange and A shares through the Hong Kong exchange, and the mutual fund recognition scheme, enabling mainland Chinese to invest in Hong Kong domiciled-mutual funds and vice versa. The State Council on May 9 announced a broad range of capital market reforms ( “New Nine Initiatives” ), including developing a system for direct bond issuance by local governments, streamlining the approval process for initial public offerings (IPOs), and removing some restrictions on the use of financial derivatives. The cabinet also aims to accelerate the opening up of the capital markets by increasing QFII and QDII quotas.




China has been subject to major financial reform in the past decade and we, as a global asset manager, are eager to participate in China’s financial future. We believe we can bring our global expertise and experience to this market in a productive and mutually advantageous way, as China gradually and prudentially opens its market.

There is much progress to be made in terms of offering more globally diversified portfolios, developing long-term investment principles and building stronger research platforms. Once this is done, asset managers can focus on building brands and reputations for providing the highest-quality investment performance coupled with first-class customer service, which will build public trust. Regulators can help by continuing to harmonize and fortify the supervisory regime. We agree that it is ultimately in China’s interest to have a robust asset management industry focused on long-term principles.







Customer comes first




Looking ahead, the landscape of the global asset management industry will likely change significantly amid rising competition, regulatory change, and as technology and markets continue to evolve. Only those players who can adapt to this change will continue to survive. Building a global asset management business requires perseverance. It means knowing what your customer wants and needs, helping to guide them, and delivering superior investment performance. It means establishing long-term investment principles and procedures, investing in people and training and utilizing superior technology.




Improving investor education efforts and expanding customer contact to include digital and mobile channels is vital. We must strive to help our clients invest for the long-term, to achieve their goals and not to react to short-term market noise. Achieving a ‘good’ investment outcome for the customer is our ultimate goal. Even if we do everything else right, achieving competitive returns and demonstrating a long-term track record of outperformance, remains critical. At Fidelity Worldwide Investment, we have a very clear and simple mission: to act in our clients’ best interest and to help them achieve their financial aspirations. This is how we have been building our business since 1969 and gathering trust along the way.




2014 Analyst Survey points to increased ‘Animal Spirits’





Fidelity Worldwide Investment’s 2014 Analyst Survey, entitled “
 A return of animal spirits, a return to fundamentals
 ”, found that there is growing management confidence around capital expenditure and investment. The survey, which polled Fidelity’s equity and credit analysts to produce a temperature check of corporate sentiment globally, found that this increased confidence is translating into shareholder friendly actions, such as robust dividend payments and incremental M&A activity.


It also found that at this stage of the cycle, developed markets are stronger than emerging markets and that ‘knowledge economy’stocks are beating out hard assets. In a finding favorable to Fidelity’s bottom-up active approach to investing, the survey points to a market environment in which fundamental research will likely add more value as economic volatility and uncertainty fade.






Key Findings



The survey produced several key findings:



Growing management confidence, shareholder-friendly actions



●
 A higher proportion of companies are confident about the year ahead, reflecting the strength of the recovery to date as well as a return to ‘normal’ conditions. There are encouraging signs of a CAPEX recovery from a historically low base, but the timing is not clear (this year or next) and it is likely to be relatively modest at first.



●
 M&A is expected to be a strong feature of both equity and bond markets, while an expectation for growth in dividend pay-outs was also a key takeaway, with financials and healthcare stocks expected to lead the way.



●
 For corporate bond investors, the credit cycle is maturing with fundamentals deteriorating and valuations getting tighter. ‘Event risk’ will become an increasingly dominant feature.



●
 The outlook is best classified as ‘cautiously optimistic’. While cash is coming off balance sheets, at present, it is largely being focused on shareholder-friendly, bolt-on M&A and increases in dividend pay-outs.

Developed beats emerging, knowledge economy dominates hard assets, US the standout


●
 Fundamentals strongly favor developed over emerging markets. The US comes out as the strongest geography overall, topping the survey findings for business confidence, CAPEX outlook, dividend growth and balance sheet health.



●
 Japan leads the way in terms of return on capital growth expectations, with ‘Abenomics’ reforms expected to exert a positive influence on company management teams and increase ROC rates that have historically lagged other developed markets.
 








●
 Intellectual property sectors such as healthcare and technology, which are well represented in developed markets, come out more strongly than materials and energy sectors. The pharmaceuticals and IT sectors are expected to boost returns on capital, while energy and materials are expected to see declines.



●
 Developing economies are looking for a new growth model now that the commodities super cycle has faded and Chinese growth has moderated. China is still a robust story, moving to a structural reform and domestic consumption narrative from an export growth play.

Research will be critical in a more discriminating environment


●
 Policy uncertainty and market volatility have fallen back to more stable, historically normal levels over the last 18 months, a factor that has facilitated a sustained recovery in stock markets. However, there is a new normal in many areas in the shape of greater regulatory and government scrutiny, which may be a headwind in some sectors.



●
 Company managements are no longer as concerned about some of the big tail risks that once cast a cloud over their decision making, such as financial systemic risk and contagion.



●
 This is encouraging managements to allocate capital again, albeit slowly, and this will help to create a more discriminating fundamentally-driven environment in which bottom-up research can provide an edge to investors.



●
 The equity market will revert to rewarding the best allocators of capital as it more clearly discriminates between winners and losers in terms of companies that create shareholder value.



●
 From a fixed income perspective, the credit cycle is maturing as leverage creeps higher and valuations tighten.



●
 As companies increasingly focus on shareholder-friendly activity, to be effective, credit analysts will increasingly leverage equity analysis to identify credits most susceptible to M&A, LBO and dividend events.




The full report can be found here: http://www.fidelity.com.cn/Market/ebook.shtml





Disclaimer:



This document has been prepared by Fidelity to [Asset Management Association of China] in China only for informational purposes. All views expressed cannot be construed as an offer or recommendation by Fidelity. Fidelity is not authorized to manage or distribute investment funds or products in, or to provide investment management or advisory services to persons resident in, the mainland China. Fidelity / Fidelity Worldwide Investment means FIL Limited and its subsidiary companies. Fidelity, Fidelity Worldwide Investment,the Fidelity Worldwide Investment logo and F symbol are trademarks of FIL Limited.
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Pierre Lagrange








Chairman of Man Group’s Asia Business

















Pierre Lagrange

 Worked for JP Morgan and Goldman Sachs before co-founding GLG Partners in 1995 with Noam Gottesman and Jonathan Green as a division of . The name of the company is composed of the first initials of each of the founder's last names. GLG became independent in 2000 and went public in 2007 listing on the New York Stock Exchange. In 2010, GLG Partners was purchased by the Man Group for US$1.6 billion forming the world's largest hedge fund. The two remaining GLG founders Noam Gottesman and Pierre Lagrange — Jonathan Green had left the company prior to the Man Group purchase — each received a $200 million shareholding in the Man Group in return for a three-year promise to stay.



Man Group

 The history of Man Group is a story of innovation, accomplishment and true entrepreneurial spirit. From our foundations as a barrel maker in 1783, we have evolved into today being one of the world’s largest independent alternative investment managers and a leader in liquid, high-alpha investment strategies. We offer a comprehensive suite of funds through our performance-driven investment engines to a highly diversified client base.

Man Group has approximately 1 000 employees worldwide and USD 54.1 billion assets under management today. Man’s headquarters are in London with offices in every major region. Also, man is the constituent of the FTSE 250 Index (UK: EMG) and a powerful distribution network that serves a highly-diversified and global client base.Man’s business model comprises a compelling array of investment products and investment management expertise. Whilst the underlying specialists operate independently of one another, they all benefit from Man’s robust infrastructure, financial backing and centralized support functions. This allows the investment teams to concentrate solely on portfolio management and research. AHL/MSS is Man’s systematic investment specialist that focuses on delivering a range of absolute return, long-only and momentum-based quantitative funds. As a pioneer in the systematic trading of global markets, and with an enviable 25-year track record, AHL/MSS has established itself at the forefront of its field. Backed by extensive research capabilities and a singular collaborative culture, AHL/MSS apply innovative quantitative methods, informed by market understanding, to locate potential opportunities in more than 300 markets worldwide. GLG is a leading discretionary, multi-strategy global investment management business that offers a range of absolute return and long-only strategies across asset classes, sectors and geographies. Founded in 1995, GLG has built up one of the world’s most widely respected teams of investment professionals covering equity, macro, emerging markets, credit, fixed income, convertible bond and thematic strategies. The team of 131 talented investment professionals operates in a collaborative environment, unconstrained by a house view.

FRM is the largest, independent alternatives specialist based in Europe and employs one of the industry’s most extensive research and investment teams – located in London, New York, Tokyo, Guernsey and Pfäffikon (Switzerland). It specializes in open-architecture hedge fund and alpha strategy solutions for institutional investors, including fund of hedge funds, client advisory solutions, outsourced research and consulting. With 16 years of experience in building managed account (MAC) capabilities and USD 8.3 billion invested via MACs, FRM runs the largest and most extensive buy-side managed account platform in the world. Man also offers access to individual managers who excel in specialist segments. Our in-house convertible bonds team operates a range of geographically-focused portfolios consisting of composite securities which combine the attributes of equities and conventional bonds. Nephila2, a market leader in insurance-linked investments, provides investors with access to a zero-beta return stream that has minimal correlation to the performance of other asset classes.

As one of the world’s largest independent alternative asset managers, Man is characterized by its global scale, strong financial position and substantial surplus regulatory capital. By integrating a diverse pool of performance-driven investment talent in a single business we are able to provide our clients with a comprehensive range of investment content, accessible through a variety of formats to meet client needs and regulatory requirements.










Introduction to hedge funds




Hedge funds are alternative investment vehicles that explicitly pursue absolute returns on their underlying investments. The term "hedge fund" has come to incorporate any absolute return fund investing within the financial markets (stocks, bonds, commodities, currencies, derivatives, etc.) and/or applying non-traditional portfolio management techniques including, but not restricted to, short selling, leveraging, arbitrage, swaps, etc. (see Figure 4—1).
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Figure 4—1 Hedge Fund Over 60 Years of Evolution



Source: Man 2012.


Initially devised in the US in 1949 when Dr. Alfred Winslow Jones established the world first hedge fund, the hedge fund industry really took off in the late eighties, and now form a key part of both institutional and private client portfolios. They are normally used in a portfolio context rather than being considered as stand-alone investments. Hedge funds are usually included as a medium to long-term investment in a traditional portfolio of stocks and bonds. As the performance of hedge funds in general are lowly correlated to traditional investments, especially in declining markets when correlations tend to be low, they offer a good source of diversification for most investment portfolios. By blending a variety of skill-based approaches to investing in a diverse range of financial instruments and markets, hedge fund portfolios construction process aims to achieve a specific return/risk profile, as well as proper diversification and balance in the overall portfolio. The key features of hedge funds include the follows:





●
 Absolute returns: Hedge fund managers pursue absolute returns rather than returns relative to an index or benchmark, allowing them to generate gains even when the traditional markets are failing or range bound.



●
 Skill-based strategies: Returns of hedge funds are derived mostly from the skill of the hedge fund manager in executing their chosen strategy rather than exclusively relying on asset appreciation in rising markets.



●
 Flexibility: Hedge funds have the ability to trade on the long and short side of various financial instruments.



●
 Diversity: Hedge fund managers trade across a spectrum of markets and exchanges, investing in a diverse array of financial instruments including equities, bonds, currencies and derivatives.



●
 Alignment of interest: Hedge fund managers often invest their own money, which aligns their interests with those of their investors.

Hedge fund investments are different from traditional fund investments in several ways. One of the main differences between traditional and hedge fund investments is that, for hedge funds, it is the skill of the manager (‘alpha’
 ) rather than the performance of a market or an asset class (‘beta’
 ) that drives returns. Traditional asset managers generally allocate capital on a ‘long-only’
 basis to stocks, bonds and cash. Portfolios are managed against a passive benchmark which they aim to outperform. The relative weighting of positions tend to have little deviation from the benchmark itself, resulting in very similar return profiles. Consequently, this makes it difficult for traditional managers to make money when markets are falling.





In a financial context, the term ‘hedge’ can be defined as “guarding against risk of loss”. As such, any inference that hedge funds are riskier than traditional investment strategies is misguided, especially considering that the long-only approach has fewer options to protect itself from the fundamental risk of market downturns. The underlying philosophy of the hedge fund industry is that, the skill of the manager (‘alpha’), rather than the performance of a market or asset class (‘beta’), should principally determine the success of the strategy. This key difference is also reflected in the performance-related remuneration of managers and the freedom that they are given to invest in a much broader range of financial instruments and assets. Hedge fund managers employ a diverse and constantly evolving range of trading strategies to generate returns. Therefore, hedge funds can provide opportunities to manage risk as well as diversify in both bull and bear markets (see Chart 4—1).
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Source: Man 2012.


There are five main hedge fund styles representing a wide range of risk/return characteristics, each of which has a number of sub-strategies. The five styles have different drivers of performance and therefore distinctive return dynamics. This leads to comparatively low correlation between the styles and also to traditional assets (see Figure 4—2).


One main benefit of hedge funds is their ability to profit from falling markets to help defend investment portfolios during periods of market crisis. The strategies used to protect against declining markets vary depending on the investment style and type of hedge fund. However, in general, hedge funds are able to profit in declining markets because they can: capitalize on falling prices (through short selling), employ dynamic trading strategies and benefit from greater diversification and active asset allocation. These downside risk management attributes show that the common misconception of hedge funds being ‘high risk/high return’ is misplaced.






[image: b4-2]






Figure 4—2 Five Main Hedge Fund Styles


Now, it is not difficult for us to conclude the benefits of hedge funds (see Figure 4—3):
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Figure 4—3 Three Key Benefits of Hedge Funds



Source: Man 2012.



●
 Performance consistency: managers are typically unrestricted in their choice of investment strategies and have the ability to invest in any asset class or instrument. As such, managers target consistent, absolute returns rather than outperformance of a benchmark.






●
 Low correlation: by utilizing a range of investment strategies/financial instruments, and by being able to profit in both rising and falling market conditions, hedge funds have the ability to generate returns that have little correlation to traditional investments.



●
 Downside limitation: hedge funds seek to limit against, and potentially profit from, declining markets by utilizing various hedging strategies. And hedge funds may be well positioned to deal with falling markets because they capitalize on declining market prices (through short selling), use dynamic trading strategies and also benefit from greater diversification and active asset allocation.
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Figure 4—4 Relative Value


When considering alternative investments, including hedge funds, investors should consider various risks including:


●
 Loss of investment



●
 Liquidity issues



●
 Use of leverage



●
 Speculative investment practices



●
 Difficulty valuing certain assets



●
 Higher fees



●
 Limited regulatory protections




As with any investment, hedge funds can lose money as well as profit. Investors should always seek professional advice before considering any investment.



The development and institutionalization of hedge funds



In the past two decades, the number and asset under management of hedge funds has grown continuously. Markets are expanding while the tastes and preference of investors keep changing. After the financial crisis in 2008, a lot of institutional investors have realized that it is essentially necessary to get better understanding of the hedge funds they invest in terms of both the embedded risks and the operation mechanism. According to a survey among hedge fund investors, several indicators, such as transparency, board of education, return based on low correlation and liquidity, are considered as more important by investors when they are selecting hedge funds (see Figure 4—5). In all, hedge funds with institutional advantage are strongly preferred by investors.
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Figure 4—5 Challenges Facing Hedge Fund Investors



Source: Man 2012.






Since investors are seeking opportunities in hedge funds with higher quality, the scale effect influences the development of hedge fund industry. From 2001 to 2011, the market share of smaller hedge funds fell dramatically from 56% to 13% while the market share of hedge funds with assets of more than one billion dollars had surpassed 87% by 2011. In regard to the changes of asset under managements, large hedge funds enjoyed an increase of assets by 44.1% from 2001 to 2011 while the smaller ones all suffered asset decrease. As the conclusion, the trend appears obviously that assets continue to flow into large hedge funds because institutional funds with good quality tend to make more investments in its human capital, system maintenance and research projects and pay more attention to its communication with regulators as well as disclosure towards investors.
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Figure 4—6 Hedge Fund Share



Source: Man 2012.



History has its own way of explaining itself, but new era will always come. More importantly, we learn from the past, look carefully into the present and then make reasonable predictions about the future. Here is what we see as the further development of hedge fund industry in terms of the funds themselves. First, the several rounds of financial crisis recently display the advantages of hedge funds, namely more appealing and diverse returns, more active management on down-side risks and lower volatility. Second, the structures and characteristics of hedge fund products become more transparent, which is demonstrated by the increasing issuance of on-shore products with regulatory compliance as well as expanding service of special fund management solutions. Third, the restricting regulation from global markets on hedge funds makes the industry more transparent, controllable and beneficial to investors. In terms of the development of investors, we can discover an obvious tendency of the growing power of institutional investors, including hedge funds, treasury funds, charity and university foundations, pension funds, banks, insurance companies and other financial institutions (see Figure 4—8). In Europe, where the UCITS kicked off and formed its own asset pool, the hedge funds still play an absolute dominant role in their asset management industry in terms of the assets under management (see Figure 4—9).
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Figure 4—7 A New Era for Hedge Fund Investing



Source: Man 2012.






[image: b4-8]







Figure 4—8

 
Source of Hedge Fund Investors




Source: FSA HFS, August 2012.
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Figure 4—9

 
European Hedge Fund and UCITS Assets




Source: Man 2012.








Regulatory framework for hedge funds




In the U.S., hedge funds should be regulated under the federal regulatory scheme, in which the Securities and Exchange Commission (SEC) and the Commodity Futures Trading Commission (CFTC) take major responsibilities and the specific rules applied depend on the types of trading products and financial instruments. Specially, small hedge funds are also regulated by state governments. Some target funds may also have to comply with the Financial Act according to the specific types of the financial instruments they are trading. As for Man Group in the U.S., we remain regulated under the core regime of SEC and CFTC.

Although Europe and the U.S. still go with different regulation towards hedge funds, market has put forward the strong urge of making the regulatory rules consistent in between the two regions and regulators from both sides are dedicated in proposing and implementing feasible and compatible regulations as well as policies in order to create a fair and competitive “battlefield” for global hedge funds.

In the U.K., asset managers are regulated by Financial Services Authority (FSA), in which a special financial team takes charge of the regulation for hedge funds. There is a mandated team member in FSA who undertakes regular regulation tasks on Man Group. Recently, the EU regulators carry out reforms and integration on regulation rules for hedge funds, making them stricter after financial crisis. For example, in EU area, the marketing and sales business of UCITS should be within the regulatory framework of Alternative Investment Fund Managers Directive (AIFMD) in particular.
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Andrew Baker

 Director of CAIA Association since Feb 2011, CEO of the Alternative Investment Management Association (AIMA), the global trade association for the hedge fund industry from Aug 2007 to Jan 2014. COO of Alternative Investments of Schroders, single strategy hedge funds and funds of hedge funds from Dec 2001 to July 2007. He graduated from Imperial College London as Bachelor of Science in Mathematics.



Jiri Krol

 Now works in the Alternative Investment Management Association, he worked for the Alternative investment Management Association, Czech Ministry of Finance, European Commission, he studied in Science Po, Paris, France.



AIMA

 Based in London and formed in 1990. It represents the hedge fund industry, but its membership is much wider than just the managers: it also consists of the advisors and service providers of the industry as well as some investors. AIMA has approximately 1 300 members globally from over 50 countries, which are concentrated in the larger financial centers of the world, but of course, there is growth in other centers and we are looking forward to the day when there will be a large membership here in China. Currently, its manager members represent about 50% of the total AUM managed globally. We believe that the total funds under management of the industry amount to about 2.5 trillion USD globally, with our membership accounting for more than 1 trillion AUM of that total. It has four main activities that are called “four pillars”. The first is government and regulatory affairs, which is currently our most important activity because of the various regulatory changes globally. Our regulatory team’s primary responsibility is to engage with law makers and regulators around the world; to make the thoughts of our industry known to regulators; to ensure that new regulation works practically and brings policy benefits. The second of our activities is known as ‘external affairs’, and focuses on attracting new members and holding large scale events. For example, we hold two large global forms every year, in which we describe the work we are doing and invite important industry figures around the world to talk about the industry environment. Our last activities are the origin of the organization back in 1990: education and sound practices. Our sound practice guides enable our members to work in a better way and improve practices within their own businesses. Our educational activities are also significant, and see us work with managers, journalists, investors and regulators to explain the work of the industry and create a good dialogue between managers, the end investors and all industry stakeholders.










Andrew Baker’s speech




Good afternoon, my name is Andrew Baker; I am the Chief Executive Officer of the Alternative Investment Management Association (AIMA), which is based in London. It is a great pleasure to address you today and I am extremely grateful for the huge turnout. It is an honour for us to be in Beijing and I would like to especially thank our gracious host.

I am going to speak for a short period to explain a little about the background of the organization and the work that we do in the hedge fund industry. After that I will introduce my colleague, Jiri Krol, the deputy Chief Executive of our organization and the Director of the Government and Regulatory affairs team. It would be wrong to talk about the global hedge fund industry today without also explaining the extent and impact of the regulatory changes taking place globally. Whilst these changes are mainly taking place in the United States and EU, they are also affecting the industry in Asia. The regulatory developments are significant and I will ask him to talk to you about the most important ones taking place, as they may inform the decision-making here; especially as China continues to develop its own financial markets, liberalizing and engaging with other investors from around the world, including those investment managers wishing to enter the Chinese markets. All in all we think it is an appropriate time to discuss these regulatory developments.

Our presentation today is in four sections. I will first talk to you about AIMA as an organization and the work that we do; then I will explore the main trends in the industry at the moment. After that I will invite Mr. Krol to talk more about the current regulatory developments. Finally, time allowing, we would like to invite questions from the audience.





So firstly let me tell you about our organization. AIMA is based in London and we were formed in 1990. Our organization represents the hedge fund industry, but our membership is much wider than just the managers: it also consists of the advisors and service providers of the industry as well as some investors. As Mr. Sun mentioned earlier, we have approximately 1 300 members globally from over 50 countries. Our members are concentrated in the larger financial centers of the world, but of course, there is growth in other centers and we are looking forward to the day when there will be a large membership here in China. Currently, our manager members represent about 50% of the total AUM managed globally. We believe that the total funds under management of the industry amount to about 2.5 trillion USD globally, with our membership accounting for more than 1 trillion AUM of that total.


In terms of our work, we represent the interests of our members and there are four main activities that we undertake on behalf of our membership. We call these four activities the “four pillars.” The first is government and regulatory affairs, which is currently our most important activity because of the various regulatory changes globally. Our regulatory team’s primary responsibility is to engage with law makers and regulators around the world; to make the thoughts of our industry known to regulators; to ensure that new regulation works practically and brings policy benefits. The second of our activities is known as ‘external affairs’, and focuses on attracting new members and holding large scale events. For example, we hold two large global forms every year, in which we describe the work we are doing and invite important industry Figure s around the world to talk about the industry environment. Our last activities are the origin of the organization back in 1990: education and sound practices. Our sound practice guides enable our members to work in a better way and improve practices within their own businesses. Our educational activities are also significant, and see us work with managers, journalists, investors and regulators to explain the work of the industry and create a good dialogue between managers, the end investors and all industry stakeholders.




I would like to explain a few recent industry developments. Firstly, let’s talk about industry performance since 1994.

Figure 5—1 shows the performance of various investment types, and allows you to compare their performance over the long-term with the performance of hedge funds, as measured by a Hedge Fund Index created in Chicago by a hedge fund research organization. The black line shows the composite hedge fund performance. You can see the period of volatility in 2008 and 2009, and we will explore some factors which contributed to that volatility through the course of our discussion. You can also see that performance has nevertheless recovered and that hedge fund volatility has been less than some of the other indices; for example the commodities index, which has been extremely volatile.
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Figure 5—1 Hedge Fund Index



Source: The Centre for Hedge Fund Research, 2012.[1]





In terms of the size of the industry, as mentioned, total AUM is about 2.5 trillion USD. We tend to separate out the big managers (above 1 billion USD) from the many small players around the world. The hedge fund market is actually made up of a few large players and a long tail of small players. Chart 5—1 shows the managers from around the world with AUM over 1 billion USD, and you will see there is a particularly large concentration of 1billion managers in the USA.
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*Total may not add up to exactly 100% due to rounding.



**Some managers in the trillion dollar dub list have presence within multiple countries, thereby artificially inflating the total number of managers within the billion dollar club list. Therefore, two separate totals have been provided (379 and 367) to reflect this overlap.




Source: Hedge Fund Intelligence.



Figure 5—2 shows the inflow of new assets into the industry as well as the internal growth that the funds have provided to their investors.

The bar with lines represents growth to investors through actual investment performance, whilst the blank bar represents net inflows from new investors coming into the industry. So you can see that internal growth has been more important to overall industry growth than external flows, which have not picked up significantly. There was an outflow after the financial crisis in 2008 and 2009, but there are now significant inflows back into the industry. The large majority of inflows are actually coming from institutional investors, rather than high net worth individuals and retail investors; and the growth of investment by institutional investors is one of the important trends of the industry.
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Figure 5—2 Hedge Fund Asset Flow




Source: Eureka hedge.



Next if you look at the following Figure 5—3 that shows hedge funds that were launched or closed down, you can see clearly that this is indeed a dynamic industry. It illustrates a robust level of turnover —
 both new entrants to the industry as well as funds closing down, generally due to either poor performance or because they were too small to deliver sustainable profits to their investors. Following a period of net shrink age, which you can see took place during the financial crisis (when more funds closed down than opened), the industry has moved back to a path of net growth, with more funds being created in more recent times than being closed. The funds that have closed down tend to exit under stable circumstances: these are not bankruptcies, but straightforward closures of businesses in which money is given back to the investors and the funds simply no longer operate.
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Figure 5—3 Dynamic Hedge Fund




Source: Hedge Fund Research, Q4 2012.
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Figure 5—4 Hedge Fund Investors




Source: KPMG / AIMA.
 [2]








In terms of end investors within the industry, or the major source of capital, there three types of institutional investors. You can see that over 60% of assets are now from institutional investors. This represents a significant change from 10 years ago, when the majority of hedge fund assets came from high net worth individuals (see Figure 5—4).

If you would like a counterpart to Figure 5—1, which showed volatility of returns generated by hedge funds; Figure 5—5 shows you long-term volatility Figures (since 1994) as a standard deviation per the individual asset categories.
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Figure 5—5 Historical Volatility




Source: S&P, MSCI, Barclays, Eurostoxx, HFR.
 [3]






The hedge fund composite is shown as the dark bar and for comparison, we’ ve added the main stock, bond and commodity indices. You can see that over the longer term, the hedge fund index’s volatility was less than that of other categories; this is an attractive characteristic and explains why institutional investors continue to value the industry. I should note that it is difficult to talk about a specific hedge fund because each of them will have a different strategy and investment approach, but we can at least see some overall trends with regards to volatility and returns.





Now I will ask Mr. Krol to talk to you, firstly about the most popular structures for hedge funds - a topic of great significance as you consider the development of the industry domestically here in China. He will then discuss some of the main regulatory developments. I apologize that there has not been enough time to go through all these slides in great detail, but I am pleased that these slides will be made available to you separately and once more, it is a great pleasure and honor to be speaking to you today. Thank you.




Jiri Krol’s speech





It would be useful to spend some time looking at some of the structures which hedge funds and hedge funds managers often use for access to the markets. When I say “hedge fund”, what I mean is generally a vehicle (a corporation, partnership or simply a contractual arrangement) into which different investors pool their cash for further investment by a manager. The manager, in general, is a separate vehicle or company from the fund and is usually appointed by the fund to manage the assets held by the fund. In Figure 5—6, you can see a typical hedge fund structure.



A typical hedge fund would have many sources of investments: from different jurisdictions and from different types of investors. They would most likely set up more than one vehicle to channel those investments into the Master Fund. The Master Fund is usually the vehicle used to hold those investments selected by the manager. On the top left-hand side, you can see a number of vehicles (Feeder Funds) created for non-US investors and US tax exempt investors; whilst on the right side, some vehicles for US investors, who are required to pay US tax. The non-US funds are usually Cayman fund structures, we call them “offshore” Feeders.
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Figure 5—6 Typical Hedge Fund Structure



Source: The Alternative Investment Management Association Limited.


The two feeder funds (the Offshore Feeder and Onshore US Feeder) are created in order to invest into the main investment vehicle, the Master Fund. The Master Fund appoints the Manager, who then makes the investment decisions on behalf of the Master Fund. Now all the way to the bottom left are 2 boxes, which collectively make up the management entities. Sometimes the Manager appointed by the Master Fund is not the ultimate vehicle for the investment process. It may further appoint an Investment Advisor, which can be a corporate located anywhere in the world and appointed to help determine the composition of the portfolio. The US, UK, and Horg Kong SAR of China are all popular Investment Advisor locations. This structure, of course, can be simplified: you could have a very simple structure containing only a single fund and an investment manager. However, often the more complex structure is required because of international investors’ differing tax and regulatory requirements. Overall, it is fair to say that hedge fund manager structures are more complicated than mutual fund structures. Mutual fund structures or the general collective investment schemes are often designed to service more national requirements: for example, UK mutual fund managers will most of the time invest in domestic equities and bonds, and serve the domestic investor base. Once the business becomes more international, it has a tendency to also be more complex.





Another feature of the hedge fund industry which is worth noting is the heavy reliance on outsourcing, or in EU regulatory terms, delegation. One of the other two players you see in the diagram is the Administrator who takes care of fund administration, involving services such as looking after subscriptions and redemptions of fund shares, fund accounting, the publication of the funds’ net asset value, and increasingly, some types of regulatory reporting. An equally important service provider is the Prime Broker. The Prime Broker is usually a bank or broker-dealer that provides a whole range of services, from the execution of orders and market access, through to clearing and settlement of trades. Crucially, it provides custody of the fund assets, financing for the hedge fund positions and assistance in short selling.


Financing is important because hedge fund managers sometimes like to leverage their long positions to obtain higher risk exposure. The Prime Brokers help Hedge Funds by lending them securities to be sold short, or otherwise helping the funds secure synthetic derivatives exposure on the short side. After all, the term “hedge fund” comes from the concept of hedging, i.e.: insuring one’s portfolio against the fall of an asset’s price. One way to obtain that is to engage in short selling, which is borrowing securities, selling them into the market, waiting until the fall of the markets, then buying them back and returning them to the lender whilst booking profit from this price fall.

To sum up, the hedge fund model is one which necessarily involves a certain level of complexity in order to cater to the international investor base, the cross-border activity of the hedge fund, as well as their complex strategies often involving leverage, derivatives and short selling. These are also some of the reasons for their heavy reliance on external service providers.

In terms of the fund domicile and where the funds are usually located, there is no general rule and most regulations do not require funds to be domiciled in a particular jurisdiction. So the development of the fund’s location is largely driven by the market: there are some that are more heavily regulated like Luxembourg and the USA, while some are more lightly regulated such as the Cayman Islands and some other offshore jurisdictions. The Cayman Islands is one of the most popular fund domiciles, representing somewhere between 60% and 70% of all hedge fund establishment. The reasons for Cayman’s popularity is its tax neutrality, the relative stability of skilled and experienced administrators and other advisors, and also the legal structures of the vehicles and the ease with which they can be set up and ultimately closed down.




Tax neutrality is a very important principle. Tax neutrality simply means achieving the same result for an individual investor when they use a collective investment vehicle, a fund, as if they themselves had invested in the securities directly. This is the basic reason why fund managers seek tax neutral jurisdictions to establish their funds: because they do not want their investors to suffer more tax via a fund than if they had invested in the underlying securities themselves. But tax neutral jurisdictions are not necessarily just offshore jurisdictions. There are also a number of jurisdictions in Europe that achieve tax neutrality.

Now we have provided an overview of the way in which hedge funds and hedge fund managers are structured, we can turn to regulation. I think it is important to keep in mind that although there are some basic similarities between the EU and the US, the regulation of the hedge fund managers (which is what regulators focus on, rather than the regulation of the funds themselves) in these two important markets is different in terms of philosophy and approach.


In the EU, the regulated activity is the marketing and management of an alternative investment fund, the AIF. As an example, say you are a Chinese-based manager with a Cayman fund, and you want to market or manage your vehicle in, or from, the EU, you will be subject to the Alternative Investment Fund Managers Directive (AIFMD). Alternatively, if you are established and based in Europe as a manager and you want to market or just manage your Funds, then you are also subject to the AIFMD. In the US, you’ll see different terminology is used: for example, in the United States there is no distinction between an Investment Advisor and an Investment Manager and they are treated as equivalent, even though in practice they may not be the same (because advisors can provide non-binding advice but do not necessarily manage the portfolio in a purely discretionary manner).





Starting with the EU, the key questions are: 1) do I want to market an AIF? 2) Do I want to engage a European asset manager to provide portfolio management or risk management services as a delegate or an appointee? i.e.: do you want to establish your portfolio with delegated managers, or do you yourself want to engage in that? Those are the key questions to determine whether you are in scope of the European regulations. Marketing is an important element of scope: marketing is the offering of units or shares of funds to investors, and there is an important exemption. If a European investor himself approaches a fund in the first instance, and there is no overt marketing approach from the manager, this will not be considered marketing and does not trigger the same regulatory requirements for the manager who manages the fund.

And what is a fund (or AIF) for this purpose? An entity is an AIF if it is 1) a collective investment undertaking but not a UCITS and 2) it is raising capital from a number of investors with a view to investing it in accordance with a defined investment policy for the benefit of those investors. Again, any funds or entities which are not defined as AIFs will not trigger a regulatory requirement under AIFMD for the manager who manages the fund.

The following are not AIFs (subject to some limitations and provided they do not have all of the characteristics of an AIF):


●
 A UCITS



●
 Managed accounts



●
 Entities in which the manager and/or its affiliates are the only investors



●
 Joint ventures






●
 Insurance contracts



●
 Securitization special purpose vehicles



●
 Employee participation schemes, employee savings or other exempt schemes



●
 Holding companies



●
 Operating companies



●
 Family office vehicles

We will not go through them all, but it is important to know that they exist.

Once an AIF has been identified, the entity serving as that AIF’s “alternative investment fund manager” (AIFM) must be identified. The AIFM has to be appointed to carry out certain investment management functions, including portfolio management and risk management. However, AIFMs can outsource the investment management functions to another entity. So for example, the legal person, the AIFM, must be authorized for the business of portfolio management, but it does not mean necessarily that they need to carry out the day-to-day tasks.

Some key provisions of the AIFMD relate to capital requirements (which are not imposed on the fund but on the management company), remuneration of the managers, basic conflicts of interest rules (i.e. the managers need to act in the best interest of the investors in the fund) and valuation. Valuation is critical: how do you value the hard-to-value assets and do you appoint an external person or do it in-house?

Another key provision of the AIFMD has to do with the safekeeping and monitoring of assets in the fund’s portfolio. Under the AIFMD, an AIFM cannot hold the assets of the AIF themselves, so they have to appoint what is called a ‘depositary’, which has the role of performing the custody function. In Europe, depositaries have strict liability for the loss of the assets, something that we at AIMA think is an overstretch in terms of providing regulatory oversight.

And last but not least, there are various transparency measures that relate to publication of the annual report of the fund, disclosure to the investors about the types of investments engaged in, and finally, regulatory reporting. A large amount of information, covering many pages, will have to be provided by investment managers to the relevant regulators, describing the various categories of investments and the associated risks.




In the US, there are two basic regulatory regimes that govern the fund manager. The Securities and Exchange Commission has responsibility for managers that are predominantly active in the securities space, like cash equities, bonds and other instruments defined as securities. The Commodity Futures Trading Commission has responsibility for managers that are active in the commodities space. But the term commodity in the US is much broader than as understood elsewhere, and includes most types of derivatives. So in the US, you can be regulated by the SEC, the CFTC or both.

Investment Adviser is the term related to SEC regulation. An Investment Adviser to a Fund which allows U.S. investors must be registered with the SEC or specifically exempted from SEC registration.

The SEC considers any person who engages in the business of advising others as to the value of securities or as to the advisability of investing, purchasing or selling securities for compensation, to be an investment adviser.

The basic law governing the regulation of Investment Advisers in the US is the Investment Advisers Act of 1940 (Advisers Act). Most Hedge Fund managers used to be exempt from that Act. However, since 2012 many Hedge Fund managers have had to register with the SEC if they could not meet the requirements for another exemption.

There are still two main exemptions from the Advisers Act available to Hedge Fund managers. These are the ‘‘f
 oreign private adviser” and the “private fund adviser’’
 exemptions. In order to understand how these exemptions work, you first need to understand what is considered to be a “private fund” for this purpose.




A private fund is an entity that would be an “investment company” under the US Investment Company Act of 1940, but for the application of either Section 3(c)(1) or Section 3(c)(7) of that Act. In order to qualify as a private fund under either of these sections, there can be no public offering of the fund’s securities. In addition, under Section 3(c)(1) offering of the fund must be limited to 100 US Person (as defined in Regulation S of the US Securities Act of 1933) investors and, subject to a limited exception, all investors who are US persons must be “accredited investors”. If relying on Section 3(c) (7), all investors who are US persons must be “qualified purchasers”.[4]




In order to be a “foreign private adviser”, the investment adviser must not have a place of business in the United States, must in total have fewer than 15 US clients and US investors in its “private funds”, have less than $25 million in assets under management from those US clients/investors, and must not hold itself out to the public in the United States as an investment adviser or advise SEC-registered investment companies. If the adviser meets these terms, no SEC filing or SEC reporting need be done, but the adviser remains subject to certain anti-fraud provisions of the Advisers Act.

In order to qualify for the “private fund adviser” exemption, a non-US investment advisor must manage less than $150 million in assets under management from a place of business in the United States and cannot have any US clients that are not private funds. So long as these conditions are met, a non-US investment advisor may manage an unlimited amount of AUM outside the United States and can take on an unlimited number of US investors in private funds. If a non-US investment advisor meets these terms, it must file on Form ADV as “Exempt Reporting Adviser” in order to claim the relevant exemption. After making the filing on Form ADV, the non-US investment advisor will be exempt from all but a few of the SEC’s requirements for investment advisors.



Reporting is on the form of Form PF, which is a form by which the manager submits its key information to the relevant U.S. regulator(s). And, of course, there are some anti-fraud and related requirements which are common to many more managers than just the hedge fund managers. So these are the basic requirements that are common to the spectrum of investment managers subject to US regulation.





Finally, we are going to talk about commodity pool operators and commodity trading advisors which are regulated primarily by the CFTC. Again, start off by looking at your vehicle, what it invests in and who its investors are. If the fund invests in what people call “commodity interests” above a certain minimum threshold and the fund has one or more investors who are US persons for the purposes of the CFTC rules, then the manager may be required to register as a commodity pool operator or commodity trading advisor depending on what role it takes. The basic requirements for the identification of the commodity pool are:


●
 Avehicle for collective investment which invests in commodity interests.



◎Mixed purpose fund using futures, even for incidental hedging, is a pool;



◎ A fund of funds that invests in underlying funds that are commodity pools will itself be a commodity pool;



◎ For a non-US commodity pool, having even one US investor subjects the non-US pool to CFTC regulation.



●
 Each commodity pool has at least one CPO and CTA, although these are often the same entity (the advisor).



●
 Commodity interests include all over the counter derivatives falling into the definition of “swap” in Dodd-Frank and all securities futures products will be “commodity interests”, including all:



◎Puts, calls, caps, floors, collar or similar options on interest rates, currencies etc.;



◎Over the counter interest rate swaps, total return swaps, currency swaps, credit default swaps etc.; and






◎Any agreement contract or transaction that is, or in the future becomes, commonly known to the trade as a swap.


So you look at the underlying investment futures or other derivatives related to commodities, including financial indices. The index on the S&P 500, for example, qualifies as a commodity interest. The manager of a pool which invests in these types of assets will be required to register with the CFTC if it is not able to rely on any of the exemptions. We believe this creates a lot of tension in terms of ensuring that the right type of regulation applies to the right type of activity. There is an odd division between the way the US regulates commodities and securities: it is of historical importance but may not today actually represent the whole picture of asset management, or correctly divide the type of underlying asset classes that are being managed.

So each commodity pool has to have a commodity pool operator (CPO). The CPO is the basic sponsor and promoter of the fund who solicits investors for that pool and generally has the ability to engage and terminate the commodity trading advisor (CTA), the manager for the pool. The commodity pool also has to have a commodity trading advisor (CTA) which advises the commodity pool with respect to the trading of, or the advisability of trading in, commodity interests. Sometimes the CPO and the CTA are the same entity. It is important to understand that thescope of regulation has now increased to include all over-the-counter (OTC) derivatives. CPO and CTA registration used to be primarily for activity in the exchange traded futures markets, but the Dodd-Frank Act has now brought transactions in all of the OTC markets into scope.

So what is the regulation?

Registered CPOs and CTA are subject to a variety of compliance and record-keeping requirements including examination requirements for important staff, ethics training requirements, sales practice requirements, and requirements regarding disclosure to investors as well as to the regulators, record-keeping requirements, anti-fraud prohibitions and anti-money laundering procedures.




There are also some other requirements that one needs to consider when running a collective investment vehicle in general. For example, Form 13D and 13G relate to the disclosure of the fund holdings to the regulator when it comes to, for example, a 5-percent holding of a public company. That has to be disclosed by any person, not just by a fund manager, but the fund manager must know that this is a requirement in general for the market.

In conclusion, you can see that the hedge fund industry growth as an element of the global asset management sector is significant. It has come through the crisis relatively successfully, but that does not mean that there were not fund failures, rather it means that the industry as a whole has been able to deal with very difficult conditions, and emerge as a successful model worthy of attracting investor inflows post-crisis. As an industry we are regulated, and actually regulated heavily in some jurisdictions. Some regulations have been more successful than others: sometimes regulation has been done in a politicized manner and may not be so beneficial to the industry or its end investors. What has also been seen is that both the developing sophistication of the industry and the regulatory requirements on it, have led to a change in the investors’ position in the hedge fund industry; with more reliance on institutional inflows rather than high net worth individuals, and also an increased operational sophistication? So a hedge fund, because of pressure from both investors and regulators, has had to improve its internal systems, organizations and operations to make sure that they meet expected standards. This marks the close of our formal presentation; we could be more than happy to answer any questions from the audience.
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[2]
 KPMG / AIMA Report, The evolution of an industry
 , May 2012.





[3]
 KPMG / AIMA Report, The evolution of an industry
 , May 2012.





[4]
 If fund is US-domiciled, this restriction applies to all investors, not just US Person Investors.












[image: d6z]






















[image: t05]













Professor Roger Leeds








School of Advanced International Studies, Johns Hopkins University
















Roger S. Leeds


 Chairman of the Emerging Markets Private Equity Association, a global industry association,a Professor at the School of Advanced International Studies of the Johns Hopkins University, and the Director of the SAIS Center for International Business and Public Policy. He also is an Adjunct Professor at the Wharton School of Business, University of Pennsylvania and the Columbia University Business School, where he teaches courses on private equity investing in emerging markets. Dr. Leeds’ other teaching and research activities focus on international financial markets, financial regulatory reform, and financial sector development.




School of Advanced International Studies


 A division of The Johns Hopkins University since 1950, the Paul H. Nitze School of Advanced International Studies (SAIS) is a global institution that offers students a truly international perspective on today's critical issues. A presence on three continents sets SAIS apart and is one of our greatest strengths. For seven decades, SAIS students have distinguished themselves by pursuing academic excellence in international relations. For seven decades, SAIS students have distinguished themselves by pursuing academic excellence in international relations. The school was established in Washington, D.C., in 1943, opened its campus in Bologna, Italy, in 1955 and in 1986 initiated one of the first Western university programs in the People's Republic of China in Nanjing.









F

 irstly, my apologies for not speaking to you in Chinese. I want to thank AMAC for extending this kind invitation to me. I’m very honored to be here to speak to such a distinguished and well-informed audience on the subject of private equity. Before I began my presentation though, I do want to make one observation and give you one warning. Although I have been to China many times, I want you to know that I am by no means a China expert. I do know something about the primary subject that we will discuss this afternoon, which is private equity, and I have been looking at private equity in China for some years, but I do not consider myself an expert on China. In fact, every time I returned to the United States from China, people ask me: “how was your trip?”And each time I respond more or less the same: “It was a fabulous trip, I learned so much about China during my trip, but as always, now I am more confused than when I arrived.” So that tells you what happens when I come to China, it’s a very difficult country for a westerner to understand and grasp.I’m extraordinarily impressed by what I learn here, but I’m just barely smart enough to know that I know very little about your country





Agenda





My subject today is private equity, and I assume a good place to start is with some of the fundamentals. I’m going to explore four premises. The first and the second are related: private equity is different. First of all, private equity is different than nearly every other type of financing tool available for private companies. There is nothing like it. And I will explain why I believe this is true. Secondly, I want to talk a little bit about why private equity in China, as in other emerging markets, is different from private equity that we practiced in the west. And when I say west, I mean the most economic advanced countries in the world, such as the United States, Western Europe. So although we use the word private equity in the west as we use it in China, this afternoon I’m going to make the case that private equity in China is quite different for some specific reasons. The risks and opportunities of investing in private equity in China are different. And as investors, you typically hear that the risks are higher, but I want to emphasize that the opportunities for private equity investors in China are also greater than in west for very specific reasons.





Secondly I want to focus on one particular aspect of private equity, which is what we will call growth capital in the middle market. By middle market I refer to a vast range of companies in the middle of the private sector, not the very biggest, nor the very smallest. That’s my primary emphasis today.


There are a lot of problems with private equity in emerging market countries like China. But I also believe very strongly that these problems also create attractive opportunities for private equity investors in China and I’m going to highlight what those opportunities are and why they are perhaps bigger than in western countries.


And finally I would like to mention something that is not widely recognized in China. Although in the last year and a half you have learned something for the first time that is well known everywhere else in the world: private equity is risky. It is volatile and cyclical. It is important to highlight this especially here in China and to this audience because until 2012, private equity in China was far less cyclical than in other countries. It progressed along a straight upward trajectory and almost everybody made money. I used to visit China and would observe that almost nobody here seems to recognize that private equity is a risky business because everybody seemed to be making money. That is what I said in early 2000 and repeatedly thereafter until 2012. But people have learned in the last year and a half that even in China, even with all the great progress, private equity is a very risky business. This is a warning learned in every country in the world. Finance is generally cyclical, which is a nice way of saying it’s volatile, not only in private equity, but this asset class is especially volatile.







Private equity introduction




So let’s go back to the very basics of private equity. When I teach my course in university, I begin the first class discussing the basic characteristics of private equity, is a confusing, often misunderstood term that covers a very broad range of financing categories for a diverse range of firms (see Figure 6—1) .

Everything from venture capital to growth capital, to what we call mezzanine financing to leveraged buyouts fall within the private equity label. Even though they are very different in some respects, it is important to emphasize that they share some common characteristics. And these characteristics make it different from any other type of financing that is available for private companies. Two features in particular are important to remember: private equity is medium-to-long-term capital, and it is illiquid. Therefore, it’s not like borrowing from a bank, for 3 or 6 months. It is long-term so we call it “patient capital”. The fact that it is illiquid means that you cannot make an investment and then suddenly sells it, which is very different from, for example, investing in stock market. Once you make an investment in private equity, you are locked in for a long period of time.
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Figure 6—1 Private Equity Types


Most private equity in China, as in other countries, is invested through “limited liability partnerships” that have a limited life, for example 10 years. The “limited partners” (LP) entrust their money to the “general partners” (GP) who are supposed to be highly specialized in this type of investment; the LPs are passive investors.For example, the social security funds, is the biggest LP in China. Because private equity investing is long-term and illiquid, the GP has very strong incentives to conduct rigorous due diligence before investing and focus sharply on value creation in its portfolio companies after investing. And this is unique compared to any other type of financing. In other words the GP knows that the only way to earn high financial returns to work with the founders and managers to build value in that company — to make it more competitive and profitable over a period of time. The GP has very strong incentives to do that because the only way he will be able to divest, or “exit” later, is to create additional value in the company. So, compared to other types of financing, the private equ
 ity investors are what we call an active, “hands on” investor. This is completely different than investing, for example, in the stock market, where you buy shares in a company; you are a passive investor with no influence over the company’s future performance. The opposite is true with private equity — the GP is very involved, and trying to build value in the company.




These characteristics explain why private equity is risky, especially because it’s long-term and illiquid. This also explains, theoretically, why private equity investors have expectations of very high financial returns —
 higher than expected with other types of investing. Finally, it is important to note that private equity is not a steady business. It is very volatile for a variety of reasons, as recently in China.

Figure 6—2 is a simple diagram that explains the private equity investment process from start to finish:

On the left side are the LPs who give their money to the general partners (the box in the middle). The GP invests in individual companies, and if successful, the proceeds at exit are distributed proportionately to the LPs and GP. This is a long-term process that normally takes at least four, five or six years. So it’s very important to recognize that private equity,
 unlike other types of investing,
 is the long-term proposition.
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Figure 6—2 Private Equity Investment Process


Private equity is a relatively new industry that started in the United States and England more than 50 years ago and has gradually become global, with private equity funds in most countries around the world.


What people read about in the newspaper, however, is not the reality in countries like China. What we read about in the west are very large leveraged buyouts (LBOs). Many transactions in the United States and Europe are in billions and billions of dollars, which is not common in China or other developing countries. In the west, transactions tend to be much larger, so are the GPs and LPs. I mention this because this is one of the distinct features that separate private equity investing in the west and in China. Usually in the west, the investor is purchasing the entire company and therefore has complete control. Transactions also tend to be highly leveraged (an English word meaning debt), meaning that the GP borrows 70%, 80% or more of the funds needed for the purchase of the company (we take it for granted in the west the existence of highly developed diverse financial markets, both banking markets and security markets). Comparatively speaking, the financial sector in China is relatively weak, which means it does not do a particularly good job of mobilizing and allocating savings capital in the country to the most productive uses. One consequence is that most companies do not have access to medium and long term capital on affordable terms that they need to grow and compete. But this financial sector inefficiency also creates opportunities in China, especially for private equity investor.








Why PE in China/Other EMs fundamentally different




The profile of the typical transaction in places like the United States and Europe is vastly different than 90% of private equity transactions in China for a number of specific reasons.


First is the legal system. Features of the investment climate taken for granted in the United States and other relatively developed countries are much less prevalent in countries like China. For example, the regulatory environment in developed countries is more predictable and consistent;it doesn’t change very much. As a result, investors are more comfortable and confident in the legal and regulatory system. For example, if you have a dispute that is taken to court, investors have a reasonable level of confidence that the judicial system will quickly, transparently and fairly resolve the dispute one way or another. It doesn’t always work perfectly, but generally speaking the judicial system is relatively reliable, efficient and considered to be fair.



Well-established, internationally acceptable standards of corporate governance, accounting and financial reporting also are taken for granted in developed countries. I want to be very clear, however, that in the US we also have serious corporate scandals, demonstrating that we are not immune from some of the same problems witnessed in China and other emerging market countries. But usually—not always—fraudulent behavior by companies and investors is revealed and the perpetrators are subject to the judicial system. Although the system does not always work efficiently, usually when there is a scandal, it is uncovered and adjudicated reasonably quickly.


In the west we also benefit from a very deep pool of highly experienced and skilled human capital, such as senior level managers and technical personnel. This of course, is critically important. Having the requisite skill set to run a competitive, profitable business usually is accumulated over a long period of time. As you know private equity is a relatively new industry in China, so it is to be expected that professionals in the industry are still going up a steep learning curve. Extraordinary progress has been made and the learning process continues. Every time I visit China, I am very impressed by how quickly the private equity industry is maturing and growing. But it still has a way to go.





My view is that there is more opportunity for private equity investors in China than in the west. There are, for example, attractive opportunities in almost every sector—retail and consumer products, technology, real estate, infrastructure, communications, transport, and much more. Generally speaking, in China, the deals are smaller and there are few opportunities to use the leverage I spoke about earlier.Also in China, a key factor for success among private equity investors is the ability to play an active role in creating value in the portfolio companies. Investors cannot simply make an investment, write a check, sit back, relax and wait to make money. That may have been possible in the start-up years of Chinese private equity but it’s no longer true.


The main market for private equity investors in China lies in the companies that reside in the vast mid-section of the private sector. You can define the middle in many ways; every country defines it somewhat differently. But the structure of the private sector in almost every country in the world is similar. A small number of companies are at the very top of the pyramid —
 they are very large, they have easy access to capital, they are global and they have a relatively deep pool of skilled management and technical professionals. In China, more than in most other countries, many of these are state-owned companies, but also a few very large private companies such as Lenovo. Lenovo can go anywhere in the world and raise capital by issuing debt and equity securities. It doesn’t really need private equity. It’s big enough, it’s sophisticated, it has relatively easy access to capital. And then of course, there is a huge population of very small, relatively unsophisticated, companies at the bottom of the pyramid. For one reason or another, they are unlikely to attract private equity investors. What we are interested in is the middle market, between these two extremes. In China this middle market is huge —
 tens of thousands of companies that are the primary drivers of private sector growth.




The small-and-medium-size companies in China are the drivers of private sector growth. It’s not the huge state-owned enterprises and it’s not the micro-enterprises, it’s that broad middle market size enterprises (see Figure 6—3).


They generate about 65% of China’s GDP, are responsible for approximately 50% of tax revenues generated for Chinese government and they account for about 80% of new employment generation. But they are victims of a severe financing gap in China. Only about 19% of bank loans go to SMEs and when these businesses do succeed in obtaining a loan, it’s very short term, maybe 3~6 months and rarely more than 1 year, and the interest rates are very high. The great majority of companies in China simply do not have access to the medium-and-long-term capital required by companies to grow, compete and increase their profitability. Because China has one of the highest saving rates of any country in the world, this problem cannot be attributed to a shortage of funds in the financial system. Instead, domestic savings are not allocated to the most productive uses, including worthy SMEs. This reality exposes one of the greatest weaknesses of the Chinese financial sector, but it also provides a great opportunity for private equity investors to bridge the financing gap.
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Figure 6—3 SMEs in China



In China this middle market is very diversified, including thousands of well-established family-owned companies that have establisheda reasonable performance track record. They are not quite big enough or sophisticated enough to do an IPO, but someday they could be. Many of these companies are in sectors that are inefficient and highly fragmented, such as retail and consumer goods. And of course, privatizations present another growing private equity investment opportunity in China.





So China has a large, diverse universe of private equity investment opportunities —
 much larger than that in the US. In China, because of exceptionally rapid economic growth, virtually all sectors offer opportunities, and private equity investors are the only financiers who view sector and company inefficiency as opportunities. They identify why the inefficiency exists, why it is constraining the growth of that company, and then think, “what can I do to overcome that inefficiency, enhance company performance and eventually make money via a profitable exit. So, again, by being active instead of passive investors, they are very engaged and involved in the company; inefficiency creates opportunities.

I believe very strongly that private equity investors have tremendous potential in China because they provide companies, especially for companies in the middle market, with two scarce resources that are needed to grow, to compete, and to improve their profitability —
 Long-term capital and value creating expertise.

This financing gap is one of the major differences between the west and China in terms of the private equity opportunity.

Most people view private equity as simply a source of capital. But private equity investors provide deserving companies with more than just money. The second distinguishing characterisitic of private equity is the value creating expertise focused on enhancing company performance.

Private equity professionals like to say that the real work begins after they approve an investment and disburse the funds. This value creating expertise, accumulated over many years addressing the same problems for same type of companies over and over again is focused on correcting the weaknesses and inefficiencies that impede company performance. This expertise is especially valuable in a country like China where the human capital deficits are still very serious—skilled managers and technical personnel are in very short supply.




A few examples of what we call value creation includes working with management of the company to acquire new assets, to get a better marketing department, to hire a better chief financial officer, to have more financial transparency. All may be necessary to assist the company to accelerate growth and prepare to become a publicly listed company. So it’s all about growing the company, creating value and making it more competitive. The limited partners who provide the capital selectprivate equity fund managers who they believe have demonstrable capabilities to create value in their portfolio companies. GPs, therefore compete to attract funding from LPs on the basis of their track record as value creators.

This value creation expertise makes private equity professionals very different from other types of financiers of private companies. For example, what does an investment banker do? In China as in every country, they advise companies, usually very large companies, on how to raise capital, how to do a public offering. And for this service they earn a fee, a pretty good fee. So once they perform their service, they collect their fee, they say goodbye, and go on to the next company. They have no involvement with their client company after they have done their job of raising capital. This is the opposite of private equity, where the real work begins after the money is raised, not before. This distinction reveals that the investment banker has a very different skill set from the private equity investor. Commercial bankers also provide a different service to companies and their skill set is different. They lend money and then collect the interest and principal over time, in accordance to the terms and conditions of the loan. These bankers’ interests are confined to ensuring that the borrowing company performs well enough to repay their financial obligation in full, on time. They have no other interest in the company’s performance. Once again, their skill set is completely different. It’s very important to remember because only the private equity investor is incentivized to focus on what happens post-investment. It’s much more challenging and much more risky because the involvement with the company is longer term and the investment is illiquid.

What we’ve learned with private equity is it is very intensive, and investors must be in the country, on the ground, working with the companies 24/7, every day. It’s active investing. It cannot be done far away or part time. And this also distinguishes private equity from other types of finance.







The biggest PE challenge in China




So, what’s the biggest challenge for private equity investors in China? As with all types of finance, the lifeblood for every financier is the availability and quality of information required to make decisions. In the world of economics and financings there is a term called information asymmetry. This simply refers to the information imbalance between the two parties involved in a financial transaction. The individual receiving the money, whether it’s private equity or a loan, controls the flow of information to the individual providing the funds. Thus, there is an imbalanced or asymmetric relationship between the supplier and user of the funds. In private equity, for example, the investor is heavily dependent on the willingness and ability of company management to provide accurate, timely and reliable information, the pre-requisite for conducting due diligence, valuing the company and making good decisions.

Information asymmetry is a huge problem everywhere, and although it’s not unique to China, it’s a mega problem here. The problem in China, as in other emerging market countries, is severely aggravated by a number of factors that may improve with the passage of time, such as weak corporate governance and accounting standards, systemic tax delinquency and non-disclosure of other contingent liabilities. I’m not suggesting that China is different than many other countries, but these problems are very serious and impede the flow of capital to worthy businesses. It appears to me that in many companies these problems are being addressed, but there is still a very long road to travel before the standards of corporate governance, accounting and disclosure in Chinese companies are on a par with their Western counterparts. That’s the bad news. But there is also good news. Recall how I described private equity investors as being very active and engaged in their portfolio companies because they have strong financial incentives. There is no class of investors in the financial world that are better equipped or more highly motivated to deal with the information weaknesses than private equity investors.





Most important is corporate governance. This is a confusing and ambiguous term, and often miss-interpreted. But basically, corporate governance refers to the capacity of senior management of a company to provide stakeholders, including the board of directors and shareholders, with an accurate, timely flow of operating and financial information. And the second part of good corporate governance has to do with accountability — practices that ensure senior managers are held accountable for achieving specified results overtime. Most stock exchanges have their own requirements of corporate governance for listed companies. The exchanges set standards of transparency, accounting and financial reporting that are prerequisites for gaining admission of the stock exchange and issuing publicly traded securities. But private companies, which are primary targets of private equity investors, often do not have the same standards of transparency and accountability, at least until they are ready to do an IPO. When companies have good corporate governance and disclosure practices that meet internationally acceptable standards, investors will pay a premium for their shares. But substandard corporate governance and other inefficiencies in a company are not necessarily reasons for a private equity investor not to invest. Instead, it’s a reason to work with the company to make changes and strengthen corporate governance standards and practices. I’m suggesting that in many companies in China, corporate governance is sub-standard, but private equity investor see this as a value creating opportunity. If management is willing to change, to adapt higher standards of transparency, accounting and corporate governance practices, private equity investors will be attracted. But investors must first gain the trust of company management. Many company founders in China operated with minimal accountability, and they’ve never before been subject to outside scrutiny. They are understandably suspicious and distrustful of “outsiders”. So one of those most important jobs for the private equity investor is to gain the confidence and trust of management over time and try to convince them that improving corporate governance, for example, is to their benefit.





Every private equity investor is thinking 3~5 years in the future, saying, if I do x, y and z to create value and improve the performance of this company, how will I exit? Experienced private equity investors start thinking about the exit even before making the investment. They have a value creation strategy in mind, they try to gain alignment with the management of the company about how they are going to achieve that strategy and they try to gain agreement with management that if we do x, y and z, we are going to divest 3 or 5 years.


Private equity investors could write an encyclopedia about all the bad investments they have made. So this is a risky business and there is no private equity investor in the universe that has not made bad investments. When you talk to private equity investors all over the world as I have, you get very consistent stories about why their investments did not succeed. Although good financial analysis is very important, most experienced investors consistently recount that their biggest mistakes were wrong decision about people — the management of the company. Assessing people of course is a subjective exercise. The management team may not be as trustworthy as you thought, or perhaps they are not as willing to change as you thought. A second common mistake, as I always tell my students, is making overly optimistic projections about future performance, and then using those projections as the basis for the company valuation. Too often even the most experienced investors make the same mistake. They are too optimistic in the beginning so they overvalue.





Emerging markets private equity: recent trends & performance





In the emerging markets like China, private equity is a very new industry. As you see in Figure 6—4, before 2003 and 2004, private equity in developing countries, including China, barely existed. Then there was a rapid growth until the global financial crisis in 2008 and 2009, and since then it still has not completely recovered although the industry today is much larger than just 10 years ago. But as I stated in my first slide, private equity industry is very cyclical in China and everywhere else.
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Figure 6—4 Private Equity Industry


In Figure 6—5 (global private equity penetration as a percentage of GDP), China is more or less in the middle of the emerging markets universe. The slide indicates that private equity in China is 0.07 of 1 percent of GDP. Despite very rapid growth over the past decade it is still relatively insignificant in China, compared to some other developing countries. And if you look at private equity investing in the west, it’s exponentially larger. So the penetration of private equity for financing the private sector in China, although increasing rapidly until 2012 is still insignificant compared to developed countries. One way to think about this is that, although relatively small, the upside potential is enormous.
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Figure 6—5 Global Private Equity Penetration
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Q:
 You mentioned that with the inefficient financial market in China, there is a large market for private equity. But on the other side, can you talk about the effect of this inefficient market on the exit strategy?



A:
 This is one of the unique features in China. Until the middle of 2012, the private equity world in China experienced a very high percentage of exits by IPO compared to all other emerging market countries It was the time when the stock exchanges in China were doing extremely well for a long period of time. You had the introduction in Shenzhen the small-and-mid-medium market, which is very helpful and promoted IPOs. This track record parallels the extraordinary economic performance in the country. As you know, after the middle of 2012, the IPO market’s door slammed shut. It created tremendous turbulence and disruption in the private equity market, because all of a sudden, hundreds of companies financed by private equity that expected doing IPOs could not. I don’t want to speculate about why the government became so concerned, but the result for the last 18 months has been almost no IPO exits, and it’s not clear what is going to happen next.



Beginning in 2007/ 2008, the government permitted RMB financing in private equity. Previously almost all-private equity investment in China, as in other emerging markets, was in US dollars. In my view, the government’s decision to permit local currency private equity fundraising and investment was wise, but as you know, the rate of growth was explosive in a very short period of time. Many new LPs and GPs were created, and the industry began to expand too quickly, including too many new investors who didn’t understand the market very well. So China experienced what some people have called a bubble between about 2010 to mid-2012, including very high valuations. For one reason or another, the government made the decision to slow down this expansion by closing the IPO window. Many private equity funds have been disrupted, and many investors have suffered major losses for the first time. Up until 2012, the private equity market had experienced uninterrupted growth, including very profitable IPOs. Now, for the first time investors are realizing that private equity is a risky and cyclical business. Although I have no idea what will happen in the future, this short-term disruption may turn out to be a very healthy correction in the long term. It’s likely to clean out a lot of investors who came in very quickly and did not have the background and skill set to perform well. Private equity is a skill-intensive business and it takes a long time to learn how to do be an accomplished professional. There were literally thousands of new private equity fund managers created almost overnight and many of them are unlikely to survive. This is what happens in a competitive market economy: you have to allow for failures among those who underperform. The only way you have an efficient market economy is to not only create conditions for companies and investors to succeed but also to fail. In my view, this is more or less what is playing out right now in the private equity industry in China. I do not have a crystal ball to tell me what will happen in the future, but I hope that 2 or 3 years from now the private equity industry in China will have fewer but more professional players, and the industry will be better and more sustainable in the long term.






Q:
 You mentioned that the quality of information is the biggest challenge for PE investing in China. I understand that when you do the due diligence, when you invest in China, one of the most important criteria is that you need to trust the manager of the company you will invest in. I’m very curious about the causes of this problem and what’s the motivation of the managers to do that. How to improve this situation in the view of the cooperation of the managers and investors?



A:
 That’s maybe the most complicated and difficult question to answer. The question is basically two parts, one is what motivates a founder of a company as an owner to accept an outside investor, and the second is how to build trust between the investor and company management. When we say equity, we talk about ownership, so what a private equity investor is doing, whether as majority or minority shareholder, is taking an ownership stake in the company. Now think about what that means for a company founder in China who over 10 to 30 years, with hard work and talent, has built a successful company. In the founder’s heart and soul, the company is a part of him. But now the company has reached a certain stage of performance and can’t go any higher. Why? No.1, because the company has limited or no access to the medium and long term capital needed to reach a higher level. In China, these company founders do very well up to a stage and then they hit a wall due to the financing obstacles. So it’s very hard for them to take their company to the next level. Another problem for many company founders who are entrepreneurial and talented is that they are very good at building their company to a certain stage, but often they lack the business skills and sophistication required to make the company world-class. This is not a criticism. Why would they have the skills? They started with nothing. They worked very hard and they were very successful. But sooner or later to get to the next performance level, they need a higher level of skills in such areas as marketing and finance. These are the scarce resources that private equity investors can offer: capital and value creating business skills. Often this talented entrepreneur does not know what he doesn’t know in terms of taking the company to a higher level.






So when the private equity investor knocks at the door and says, I’ll write you a check, I’ll help. I’ll give you the money but by the way, I’m going to own a part of your company as a significant shareholder. And no.2, you’ll have to do x, y and z during the next 2 or 3 years so together we’ll strengthen the company performance. And I can assure you that the first time the private equity investors knocks on the door of this successful entrepreneur, either he’ll get the door slammed at in face, or he’ll say something like: “I don’t know you and we have no previous relationship. I don’t have any reason to trust you.” Alternatively, that first meeting will be the beginning of a long term process of getting to know one another, and building trust over a period of time. So the entrepreneur slowly gains confidence in the private equity investors and vice versa. It’s a two-way street. But it’s a very hard process and it usually takes a long time. This is the hardest part of building an effective relationship that benefits both sides. It’s very painful for an entrepreneur who has built up a business for many years to give up the ownership and very painful for him to acknowledge that he has to change. That he will have to, for example, create a board of directors with a number of independent directors who have no previous relationship with the founder; or that he will have to hire a new book-keeper and implement a new accounting system that meets global standards. The great challenge for successful private equity investors is getting this message effectively across that if they work together both sides benefit. But in the beginning there is mutual suspicion and distrust that has to be overcome. That’s the reason why I said earlier that private equity is about human natures and human relationships much more than about financing.






Q:
 As you mentioned, the risk in China is very high. What do you think we can do to reduce or hedge the risk for the PE investment?



A:
 I said that private equity is risky everywhere, not just in China. If you talk about the emerging market countries where private equity is new and private sector performance is lagging, it’s not surprising that it’s risky. The answer to your question is very company specific. I can give you a general answer of how to mitigate risk, but I would tell you that the biggest risk in these countries is the problem of corporate governance and information asymmetry. The key factor is a willingness to change. The business culture in countries like China is to hide everything. In my limited understanding of business in China, this is standard practice. So how can an outside investor penetrate and change this cultural barrier? You have to convince the entrepreneur to be more transparent and give them assurances that this will strengthen company performance. Based on my many years experience in this business I know this is critically important. For example, more transparency and better corporate governancewillresult in more access to capital. When a company founder becomes more transparent, others will have more trust and confidence in the company. When they trust you more, they will be more willing to give you money. It’s not just private equity money but also bankers and other investors. So it’s a two-way street. I mentioned earlier that one explanation for why most private companies in China have limited or no access to capital is that the financial system is very inefficient. That is true. But the other reason is that there is very low level of transparency. Companies give bankers and other investors very little incentive to give them money, whether in China or elsewhere in the world. That’s one risk, but it’s also an opportunity to correct the operation of the company. None of these risks are insurmountable. These are not problems or risks that cannot be solved.






Q:
 You mentioned that PE investors create value because of management efficiencies. For typical small and medium enterprise in China, from your observations, which one of the management aspects is lacking more than the others, or you find particularly different compared to the west. Is that creating company strategy, or is that managing people, or marketing strategies? And managing people is quite different in the United States than here because of the culture differences. So do foreign PE investors find it particularly challenging when they invest in companies in China? And do you think that the management techniques of the west can be fully copied here?



A:
 For the first part of your question about what are the main tasks private equity investors’ focuses on in terms of correcting weaknesses. Many entrepreneurs in China and all over the world are passionate about their business. They have ideas and they are willing to work around the clock to make the ideas a commercial success. They tend to be very good at the technical part of their business. But most successful entrepreneurs don’t have an MBA or other advanced degree; many haven’t even attended college. For example, the company founder doesn’t need to have a very sophisticated financial management in the early years of building the company. One of the first things most private equity investors will do when they come into a small company is insisting on hiring a qualified chief financial officer from outside. This is the highly trained professional individual who can impose standards of financial management on the company, including accounting standards, financial reporting standards and so on. I think it’s a common problem for most small-and-medium-size companies, but it’s not difficult to fix if the founder is open-minded and willing to change. But I recognize that in China there is a great shortage of good chief financial officers.






I think for foreign private equity investors this is gradually becoming less of a problem. As I said before many of the Chinese in foreign private equity funds are fortunate to have a foreign education. And maybe they worked for a few years in a western company or bank before returning to China. They are very well trained, and they understand the business culture here so they know what should be done.
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Vanguard

 Founded in the United States in 1975 on a simple but revolutionary idea that is an investment company should manage the funds it offers in the sole interest of its clients. The concept has been incorporated into Vanguard’s client-owned corporate structure since the beginning.

In 1976, Vanguard pioneered the concept of indexing, introducing the first index fund for individual investors in the United States. Over the decades, Vanguard has grown to become the largest mutual fund company in the world with a presence in Australia, Europe, Asia, and the Americas.

Vanguard was the first company to launch a widely available index fund for retail investors, the US-domiciled Vanguard 500 Index Fund in 1976. This equity fund tracks the performance of the S&P 500 Index and is now one of the largest funds in the world. In 1986, the firm also became the first asset manager to launch a bond index fund.










Vanguard’s strategy




Vanguard’s founder, John Bogle, was fond of saying that good ethics can be good business. That’s a foundational principle for everything that we do. Vanguard has a very simple business model (see Figure 7—1) .
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Figure 7—1 Vanguard Business Model



It starts with Vanguard’s low costs for investors. If Vanguard can deliver low costs, it should result in long-term outperformance in Vanguard’s funds. When you combine fund outperformance with high-quality service it creates long-term client loyalty, which is the most important part of Vanguard’s growth. So we can think about Vanguard’s growth over the last 40 years. There are many organizations who sell just as much as Vanguard sells. The difference is what Vanguard retains. Vanguard’s retention rates are three times than the industry average. If a company can have high retention it’s key to having consistent cash flows year after year. New sales will be volatile up and down, but if a company can control retention and get consistent cash flows, which will drive asset growth. As assets grow, it drives scale, and that, in turn, lowers fees. Of course, as the fees fall, fund performance tends to go up. And that is what we call Vanguard’s flywheel. It’s a very simple model (see Figure 7—2) .
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Figure 7—2 Vanguard’s Advantages



Vanguard has clients in 80 countries and 15 offices around the world. Vanguard is a US-based company with global operations. Why do people select Vanguard? It tends to be based on a few things. One is Vanguard’s growing global investment experience. Another is our client focus. And, of course, people also appreciate the value of our low costs. The value is clearly defined for the clients.


Vanguard’s value proposition continues to grow. Our scale is increasing year by year. Vanguard’s profits go back to the clients in the form of lower costs or improved service. So Vanguard is a very profitable company, and just like any successful company, it must be profitable to perform well. The difference is Vanguard gives its profits back to its clients.







Four investor-driven trends




The first one is transparency. Every market, every regulator, every investor talks about the importance of transparency. In practice, Vanguard’s industry is incredibly opaque. There is no real transparency in the asset management industry today. And that’s something that musty change for investors, and Vanguard is pushing for more transparency in this industry.

The second, from the investor’s standpoint, is simplicity. Investors often wonder why it should be so complicated. It doesn’t have to be that complicated. Vanguard works to make it simple for the investor.


The third is trust. When we talk to people about investing, they always talk about trust. They read the newspapers every day. There are a lot of people making a lot of money. It just seems to be the companies, not them. It seems to be stockholders, not clients. And that is generating a real lack of trust in the industry across the globe.


And the fourth area is costs. Actually investors often don’t ask about costs. We believe they are not asking enough questions about costs.

Looking at the US mutual fund market, it shows Vanguard’s average expense ratio has fallen throughout the company’s nearly four-decade history. Meanwhile, expense ratios in the rest of the industry largely increased over the same timeframe. Over the past decade, we’ve found that, once Vanguard enters a new market, it spurs some of its competitors to lower fees (see Figure 7—3).
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Figure 7—3 Vanguard’
 s Expense









Fee structure revolution





Throughout its his
 tory, the asset management industry has been almost exclusively a commission-based industry. Over the past several years, many countries have banned sales commissions for investments. Interestingly, the US does not ban commissions. Commissions are disappearing as a business model, not because of the US regulator, but because investors demand fee transparency. Most investors today buy products through an advisor. Sometimes they actually are advisors, sometimes they are simply salespeople who are selling their products and who are getting paid in sales commissions. If you assume an advisor holds the product of their client for 5 years, the commission is about 5%. So over a 5-year period, clients pay about 100 basis points per year. That’s pretty expensive.



A typical investment manager fee in the U.S. can be 150 basis points. That could be quite high in the US, and quite low in Canada. When you add a sales commission on top of that, the client pays 250 basis points. It’s very difficult to build wealth paying 250 basis points every year. During the strong bull market in stocks from 1982 to about 1999, you could build wealth with paying 250 basis points. But if you get into normal markets, it’s very difficult to accumulate wealth.



One of the things the industry must always defend is fees. Why are asset management fees so high? Often the asset management fee isn’t that high. But overall fees are inflated because of distribution fees and platform fees. Lots of fees have nothing to do with asset management. Actually, as transparency about fees improves, fees will be listed separately and will become much clearer for clients to understand that the fee isn’t about asset management, it’s about distribution.



In a straight fee-based relationship (with no commissions) the client pays an agreed upon fee to the advisor, the rate fee, or whatever you want to call it. They might pay 100 basis points. Then what happens is that a
 dvisors are not just going to select a product that will pay them (because they are not receiving a commission).They are much more sensitive now to try to make sure they are managing the client’s expectations around their performance. And in a very significant way, this has led to the growth of investing in passive products.




Let’s go back to the question of whether the fee-based model is bad or good for asset managers. What happened in that model is, the client is now paying 125 basis points, and the advisor gets 100 basis points. So in switching from commission-based to fee-based, the client’s fee goes from 250 basis points to 125. The client gets a 50% fee cut. Meanwhile, the advisor still earns the 100 basis points that he or she always earned. The difference is whether you are fully transparent. And the advisors’ and the clients’ interests are aligned. The advisor doesn’t have to move the client’s account around to make any money. They get money more on the value they provide as an advisor (see Figure 7—4).
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Figure 7—4 Commission-based VS Fee-based



Think about it from a performance standpoint. Just for example, consider the difference between paying 250 bps to 125 bps over a long period of time. It makes a significant difference for the return. Let’s look at two portfolios that both have a 7% return between 1980 and 2012. One portfolio costs a client 250 bps, and the other costs 125 bps. That’s the difference between earning 105 000 dollars and of 150 000 dollars over the life of the investment [see Figure 7—5 (a)].
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Figure 7—5(a) Growth of USD
 10 000 in the S&P 500 Index




So from a revolutionary or evolutionary point, we are seeing a global shift away from commission-based models and toward straight fee-based models. This has been happening in the US for the past 15 years, in Australia for the past 10 years, and in the UK for the past 5 years or so. Today, for example, all advisors in the UK are effectively fee-based because of the passage of the
 Retail Distribution Review
 . Prior to this change, the figure was 10%. The US has about 55% of its advisors using fee-based models. In Australia, it’s about 25%, and in Canada, it’s about 15% [see Figure 7—5 (b)].



In other markets, this is just beginning to happen. People don’t know whether it will take 10 years, 20 years, or 30 years, butthis industry globally is heading to a final state in which there are no commissions in this industry. I do think that commissions in this industry will essentially be eliminated in 30 years from now just about every market. The relationship between asset managers, distributors, and banks will change profoundly.
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Figure 7—5(b)
 Fee-based Advisors







Indexing revolution




Figure 7—6 speaks to the last trend, which is indexing. Indexing is gaining popularity worldwide, but the US is perhaps the best example because it is where the indexing began and it’s been more of a steady revolution. If you go back to 1990, about 2% of the retail market was invested in index funds. In 1975, the year Vanguard started, the number was zero. There were no index funds available in the retail space in the US. Today, indexing is about 30% of the retail market in the US, and it’s growing.
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Figure 7—6 ETF VS Non-ETF





Unfortunately, active managers are not delivering outperformance. Why? High costs. It’s not that active managers are not able to find the right alpha. But it doesn’t do any good to have 150 bps of alpha, and charge 250 bps for it. That’s negative net alpha. If investors look at a 10-year period of active managers, the top quartile is dominated by low-cost active managers. They are not smarter, they are cheaper (see Figure 7—7).
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Figure 7—7 Active Manager Performance


And by the way, the bottom quartile is almost exclusively dominated by high-cost active managers. They are not foolish, they are just expensive. And it’s probably the biggest question for the asset management industry today: how to deliver alpha. Because from Vanguard’s own experience, if you have a fee structure that is appropriate, you can deliver net alpha to the client.

There are two challenges facing active managers. The first is the challenge of scale. The most successful asset managers inevitably gather assets. But unlike for indexers, scale is not the active manager’s friend. Scale is the enemy of active management. As you gather more assets and achieve greater scale, it becomes more difficult to create alpha. Having the discipline to run active management at the appropriate scale is very difficult for managers. It is particularly important when you form any profit structure.




The second challenge is that asset managers have to be realistic. Look at the value they are providing. Many active managers that underperform are not actually active. They are providing beta—and very expensive beta. Many successful active managers focus on delivering alpha by taking smart risks because they feel that providing benchmark-like performance and charging 250 bps for it will not create value for investors.
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Figure 7—8 
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A

 s the world’s most developed country, despite suffering a serious financial crisis since 2007, the U.S. pension system is still one of the world’s best pension system. And by learning this system is very useful to China because economic restructure and aging population are becoming more prominent in China.


Vanguard is at the forefront of the DC marketplace with more than $500 billion in DC plan assets. In our full-service DC recordkeeping business alone we serve 1 600 plan sponsors and more than 3 million participants. As an industry leader, Vanguard recognizes that it’s important to have a detailed understanding of DC plans and the role they play in the U.S. retirement system.



Development phase of the U.S. pension system





Pension market overview




As of December 31, 2013, the size of the United States pension market nearly $23 trillion, an increase of 5% compared to September 30, 2013, which is 21.9 trillion, and an increase of 15.6% compared to the end of 2012; Retirement savings at the end of 2013 accounted for 34% of U.S. household financial assets (see Figure 8—1).
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Figure 8—1 U.S. Total Retirement Market




Source: ICI.





U.S. pension system: Early days (18th Century-1974)



The first known pension system in the United States is the pension paid to Naval veterans during the American Revolution in the late 1700s. There was no dedicated funding, and when the money ran out, people rioted in the streets. Eventually Congress settled on a funding source: proceeds from the sale of goods seized from pirates on the open seas. This was not a very reliable source of funding!

In the late 1800s and early 1900s, a few companies began paying pensions out of general corporate revenue to long-tenured employees. One of the first to do so was American Express. You know it today as the credit card company. Back then, it was a shipping company. Pensions also began to appear around this time in the railroads and in the utility sectors.

The U.S. stock market crash of 1929—and the Federal Reserve's response—helped usher in the Great Depression, which caused financial devastation for large numbers of people and left a quarter of the workforce unemployed. That's when Congress introduced Social Security—the state-run, universal pension—to combat old-age poverty. Workers age 65 and older were paid benefits from payroll-tax revenue from younger workers. The system was, and still is, pay as you go: Tax revenues from current workers pay current retirees.




During the economic boom in the U.S. after World War II, private companies in industries such as steel, automobiles, oil, and rubber began to expand their pensions. Most were traditional defined-benefit plans based on salary and years worked. But some were part of the profit-sharing movement, which aimed to share company profits with workers. These were essentially defined-contribution plans, with contributions based on corporate profits.

The pension system continued to grow into the 1960s, but since most pensions were still backed by general corporate revenues only, they continued to run the risk of bankruptcy. One example is the automaker Studebaker, which did go bankrupt. Pensions for its retirees were cut substantially, and all the workers—even those with 20 or 30 years at the company—saw their pensions vanished.



Era of ERISA (1974)



These bankruptcies and the ensuing loss of workers’
 pensions led to a major re-examination of private pensions. In 1974, the U.S. government passed a sweeping law governing pension plans, called the Employee Retirement Income Security Act. This law, known by its acronym ERISA, established a number of principles:


●
 Pension plans must be funded in advance, with contributions by the company or workers.



●
 Assets must be safeguarded with independent trustees and custodian banks.



●
 People who oversee the plan are fiduciaries and must:



◎
 Act solely in the interest of the workers and retirees in the plan (participants and beneficiaries)



◎
 Act with the care and skill expected of a prudent expert for the exclusive purpose of providing benefits and paying reasonable plan expenses






◎
 Diversify plan assets to minimize the risk of large losses




Emergence of 401(k) (1978)



Later in the same decade, the U.S. government was looking for additional ways to encourage saving for the future. In the 1978 Revenue Act, Congress authorized Section 401(k) of the tax code, which allowed workers to contribute part of their wages before taxes. Employers could contribute to the accounts too. Earnings would compound tax free —
 and the savings would only be taxed when withdrawn in retirement.

At first, many companies with traditional pension plans also adopted a 401(k) plan for their employees for supplemental savings. So workers had both a traditional defined-benefit plan and a 401(k) plan. But more and more new companies, including Microsoft, Wal-Mart, and Apple, decided to adopt a 401(k) plan as their first and only retirement plan. The new 401(k) plans appealed to fast-growing tech and service-sector companies for two reasons. They were cheaper to run and administer. And they were more appealing to a mobile workforce because the account balance could be rolled over to a new employer or into an Individual Retirement Account (or IRA).

And so began a momentous change. Between 1980 and today, many corporate pension plans were gradually phased out, and 401(k) and similar types of plans became the norm. The switch from defined-benefit to 401(k) plans happened for a number of reasons: costs, accounting changes, and changes in tax rules. But besides these financial considerations, there was also a shift in philosophy at many companies from rewarding long-term employees with the defined-benefit plan to, instead, providing a portable benefit where the account balance was the promise through a defined contribution plan.

In 1974, 40% of private-sector workers had a defined-benefit plan, and 10% had a traditional profit-sharing plan. Today, it's exactly the opposite. Nearly half of all workers have a defined-contribution plan, while less than 10% have a defined-benefit plan.






The evolution of the 401(k), in four phases (thus far)



One of the great features of 401(k) plans is the fact that they have evolved over the past 30 years as we’
 ve learned more about investor behavior and the things that will encourage people to save for their own retirement. From my perspective, as someone who has invested in and worked to develop retirement plans for more than 25 years, I see roughly four phases of evolution so far, each one overlapping the next, to some extent.

In Phase I of the 401(k) plan, workers’
 choice of investments was limited. When I first started contributing to a 401(k) plan in the early 1980s, I think I had two fund choices: a stock fund and a guaranteed investment contract, which is a fixed income instrument issued by an insurance company. That was typical of the original 401(k) plans. Today, we have dozens of funds for workers to choose from. All selected and monitored, I might add, by the employer.

Financial education was non-existent in those early days, for the most part. Plans were valued quarterly. If you made a change, you had to wait until quarter-end for it to take effect. Given that the plans were relatively new, most employers spent a great deal of time just trying to get workers to participate.


Gradually, 401(k) plans entered a second phase of flexibility and choice. The number of funds expanded. Some plans had 10, 20, even 50 funds. A small fraction offered a brokerage window to allow maximum choice. Education programs entered a new creative phase. Materials used creative imagery and content written for the typical worker to help encourage the right savings behaviors. Education also began to focus on better investment decision-making and pre-retirement-planning, not just on joining the plan. If participants had questions about their accounts or needed other service, they would call a toll-free phone number. A few years later, firms introduced the first online services for participants to access and review their accounts.






The third phase of development was strongly influenced by new research findings from the emerging field of behavioral finance. These findings began to radically change how companies designed 401(k) plans and how they talked about them with workers. These new findings were arguably one of the most important developments in the retirement world since the beginning of the 401(k) plan. Lots of workers wanted to save for retirement, but inertia kept them from taking action. Likewise, companies gave workers information about diversification and other good investment practices, but many workers continued to invest in funds based on naive strategies, such as chasing high-performing stocks or being too conservative in their allocations.


Based on behavioral finance principles, however, 401(k) plans have begun to shift from encouraging workers to join the plan to automatically enrolling them in the plan when they are hired. Last year at Vanguard, over 60% of the new hires in the 401(k) plans that we administer were automatically enrolled. In fact, our research shows that automatic enrollment boosts plan participation by two or threefold. This is particularly true among young or low-wage workers, who tend to be non-savers (see Figure 8—2).
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Figure 8—2
 401(k) Plan Assets






Source: ICI.






Today, as more and more American workers are in “
 automatic pilot”
 mode, the 401(k) world is continuing to progress into its fourth phase. Education programs are more centered on the web and on mobile devices, and the world of print and educational meetings is gradually declining. Companies have a broader interest in not just helping workers save for retirement, but to help them with their broader financial lives. For example, a new web company that we’
 ve partnered with helps workers budget and save better. It helps them divide their savings among emergency savings, health savings, and retirement accounts. And it focuses on what we call the paydown or drawdown phase—how workers will translate a pool of savings into a regular income in retirement.




Pension Protection Act codified “auto everything”






In 2006, U. S. Congress passed the Pension Protection Act, another sweeping piece of legislation designed to enhance workers’
 retirement security. It codified many of the “auto pilot” features of the third and fourth phases of the 401(k) evolution—features that Vanguard and others in the industry had been using in retirement plans for several years —
 auto enrollment, auto escalation, and investments defaulted into diversified funds.

The Pension Protection Act also strengthened the funding requirements for defined-benefit plans. The goal was to make companies with underfunded pensions meet their obligations and avoid bailouts by the Pension Benefit Guaranty Corporation. The PBGC is the federal agency that insures and guarantees pensions for private companies.




Rise of the target-date funds




One of the most important elements of the 401(k) revolution is the target-date fund. It bears special mention.




As of December 31, 2013, the total size of the target date fund assets is $ 618 billion, in the fourth quarter of 2013, it grew 7.9%. Pension accounts held the majority of target date funds: 90% are held by DC plans and individual retirement accounts (see Figure 8—3).
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Figure 8—3
 Target Date Mutual Fund Assets






Source: ICI.



During the 30-year period that defined-contribution plans were evolving, we began to recognize that most workers were not going to be “their own investment manager”. They either lack the skill or desire. People also want advice on which funds to choose and how to allocate those funds as they get closer to retirement. The Pension Protection Act addressed these needs by creating qualified defaults, which are diversified funds or managed services that employers could place workers’
 assets into. Again, a lot of this drew from new findings in behavioral finance. And so arose the target-date fund revolution.


Target-date funds make investment decisions very simple. Employers, acting in their fiduciary capacity, choose a set of funds for the plan. Workers can select from among those funds based on the year they expect to retire (see Figure 8—4). For example, a 25-year-old who has about 40 years until retirement would select the Target Retirement 2055 Fund. That fund is comprised of 90% equities and 10% bonds, because the worker is still 40 years from retirement. At that stage, the worker has many years for his money to grow, and equities are the best way to do that over the long-term. The stock/bond allocation gradually becomes more conservative as the worker gets closer to retirement to protect the capital that he has built up over 40 years. With target-date funds, people do not have to focus on the task of portfolio construction—all investment decisions are left to the investment professional. Target-date funds are also a common default in today’s 401(k) plans under automatic enrollment.
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Figure 8—4 Target-date Fund Equity Allocation


The default to target-date funds in the U.S. is similar to the Australian superannuation model. If a worker doesn’
 t make an investment selection, he or she defaults into a balanced and diversified managed fund.

Today, 40% of all new money is flowing into target-date funds. We expect that percentage to grow. What’
 s more, we anticipate at Vanguard that the large majority of workers in the future will no longer be making active investment choices. Instead, we think they’
 ll be relying on programs like target-date funds for their portfolios (see Figure 8—5).
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Figure 8—5 Target-date Fund and Overall 401(k) Growth




Sources: Cerulli State of Large and Mega Defined Contribution Plans: Investment Innovation and the Plan Sponsor Perspective, 2012.






Major challenges in the U.S. system




While the retirement system in the U.S. is good, it is far from perfect. And there are challenges in the road ahead.


Financing Social Security and Medicare. Money for the old-age population comes from workers. But in the U.S., 78 million baby boomers have begun to retire
 and $14 trillion will be shifting from saving to spending. By 2033, the number of older Americans will increase from 45.1 million today to 77.4 million. Put into another way, in 1945, 10 years after Social Security began, there were 42 workers for every Social Security recipient; today there are 2.9 workers for every recipient. By 2030, most estimates project that there will be only 2 workers for every recipient. Much like you, we have a demographic challenge.


Expanding private plans to small companies. Most of the new jobs in the U.S. are started at small companies. Yet a large majority of people working for small companies do not have access to an employer-sponsored retirement plan. Many small companies don’t offer retirement plans because of the complexity inherent in doing so. There are various proposals on the table, and we must work to find a solution.





Encouraging workers to save more. U.S. workers put 9% of their wages into retirement plans, on average. That includes what their employer contributes. Now, given the challenges facing Social Security funding—and based on our market-return projections for the next decade—we believe that U.S. workers should be saving at least 15% of their wages annually for retirement to have an adequate amount of money in retirement. Under Australia’
 s superannuation scheme, 9.25% of workers’
 wages are automatically put into a retirement plan. That rate is scheduled to rise to 12% of wages by 2019.

Figuring out the payout or retirement phase. Today most workers with a 401(k) will have Social Security—which pays a lifetime annuity—a house, a lump sum balance in their 401(k), and personal savings. How will they draw down their savings in a disciplined way? How should they invest their portfolio during retirement? How should they create an income stream from that account? Should they annuitize a portion of their 401(k) savings?




Regulatory challenges




Asset managers have played a key role in developing products and services for their clients, whether those clients are large institutions, small businesses, workers in retirement plans, financial advisors, or individual investors. Mutual fund companies play a very important role in the health of the U.S. financial system. In fact, 50% of 401(k) assets are held in mutual funds. But right now, asset managers are facing serious issues that have been generating great interest in the U.S. and abroad. They are regulatory issues that have the potential to profoundly affect the way the U.S. financial system operates and to profoundly affect the way that asset managers provide products and services to their clients. You are probably familiar with them. They are:


1. Financial regulations stemming from the Dodd-Frank Act, which was passed in 2010 in response to the Great Financial Crisis






2. Money-market-fund reform



3. ETF rule-making
 





As you may know, the Dodd-Frank Act is a vast piece of legislation covering many aspects of the financial regulatory environment in the U.S. At Vanguard, we have been champions of thorough, thoughtful regulation. One aspect of the Dodd-Frank Act is of particular interest to asset managers in the U.S. and globally is the potential designation of financial institutions as systemically important. Regulators are now trying to Figure out which institutions pose a significant risk to the U.S. and global financial systems should they fail . . . essentially, the regulators are identifying which institutions could spread risk throughout the financial system, thus creating the next global financial crisis. The Dodd-Frank Act itself identified banks with more than $50 billion in assets as systemically important. They’re subject to additional capital requirements and oversight by the Federal Reserve Board. What regulators are now doing is considering whether other firms and industries should be designated as systemically important and similarly regulated.


We do not believe that asset managers such as Vanguard pose systemic risk. Asset managers are already governed by a stringent regulatory structure established in 1940 and overseen by the Securities and Exchange Commission. We act as agents on behalf of our investors, and we do not engage in principal transactions. We also do not use high degrees of leverage. We believe that our economy needs both vibrant capital markets and a sound banking system.

I also mentioned money market reform as one of the big issues. Money market funds are an integral part of the U.S. system. They are a low-cost and efficient way for savers to manage their money. They also serve as a source of short-term financing for the capital markets. After one such fund broke the buck during the financial crisis, our Securities and Exchange Commission rewrote the regulations to strengthen the funds. Additional reforms are now being considered. And again, banking regulators have suggested capital as a solution or floating the net asset value, which we believe would undermine the very utility of the funds.





The Securities and Exchange Commission is also currently working on a rule that would regulate exchange-traded funds. These funds have grown considerably in recent years and are beginning to find their way into the retirement system. Vanguard is now the third largest, and fastest-growing, provider. We see ETFs as another form of indexing and further evidence that low-cost investing is here to stay. So investors are embracing ETFs, but the regulation is trying to catch up. For example, there was initial suspicion that ETFs had somehow contributed to recent market glitches that temporarily halted trading. But close examination of the data showed that ETFs were not the cause of the problems. The issue is really the fact that U.S. financial markets have become much more decentralized and complex. Our markets rely on technology and speed to a much greater degree than ever before.





Lessons China can learn during the journey




So what principles can we learn from this history lesson? Quite a few, as it turns out. These are some of the same principles that the CSRC and AMAC believe in both: an investor-first mentality, a code of conduct, a code of ethics, and fiduciary responsibility, to name a few. I believe that these principles espoused by CSRC and AMAC represent the right path. I believe that following this path can bring you much success in your endeavors to build the foundations of a sound retirement system for the Chinese people.

Let me share eight lessons we have learned over many years of both successes and setbacks. We believe the followings are the key components of a successful retirement system, no matter which country is:


1. It must be a private/public partnership. That means having a strong public safety net and a robust system of private plan.






2. It must have a code of fiduciary conduct. The U.S. system has a strong underpinning in ERISA’s fiduciary standard. The simple rule: Always put the investor first.



3. It must have vigorous regulation and enforcement. People must know that if you take the workers’ money, you will go to jail.



4. It must have independent custody and trusteeship of assets. Safeguarding other people’s assets is critical.



5. The system must be transparent. Let participants know what their money is doing, through statements and through electronic or phone contact. Let participants track their contributions and earnings and distributions.



6. It must include participant education and communications. It’s not enough to design a good system. You also need to explain all of its features, benefits, and risks to participants.
 





7. It must have independent investment of assets plan. That means having a wide range of money managers serving plans and having vigorous competition among them. In the U.S., 776 firms provided investment management services to fund investors. It also means that employers, not the public sector, are the decision-makers.



8. It must be innovative and open to change. The private system has changed rapidly (consider the fundamental, sweeping shift from defined benefit to defined contribution today). Again, examples of innovation are: improvements based on behavioral finance, such as auto-enrollment, automatic gradual increase of contributions, advice; target-date funds; and mobile access, to name a few.


These principles are not U.S.specific, but rather apply to all countries that want to fulfill the moral and social obligation of providing a safe, reliable, and efficient retirement system for its people

Another factor that may not be universal but has helped the U.S. is the favorable tax treatment of employer-sponsored retirement plans. This has been critical.




Finally, in a recent survey, more than half of U.S. households with defined-contribution plans said they probably would not save for retirement if they did not have a retirement plan at work.


Reference:
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Quadratic Capital Management LLC

 An innovative investment advisory firm focused on global macro strategies based on Greenwich, CT USA. We express numerous macroeconomic views exclusively with liquid options and swaptions across FX, rates, equities, commodities, and credit. We believe options allow us to manage risk more effectively and to add additional alpha to our macro themes by exploiting mispricing in volatility markets.








T
 he traditional means for investors to short securities or obtain leverage has been through cash prime brokerage. But, traditional prime brokerage is far more balance sheet and capital intensive than synthetic exposures from delta one derivatives, which banks can potentially net across customers off balance sheet. Additionally, regulatory changes like the move to over-the-counter clearing in the rate swap and CDX markets tie up a large amount of capital in low margin businesses instead of in business with a higher margins such as proprietary trading and market making. Banks are questioning their return on equity for some of the lower margin businesses that are balance sheet intensive.




Derivatives




Warren Buffet famously quipped that derivatives are financial weapons of mass destruction. Certainly they can be, and they have been so on more than one occasion. He made this prescient comment in 2002, long before derivatives—combined with faulty risk management and overconfidence—led to the 2008 financial crisis. He correctly noted derivatives’ risks, as he has correctly noted many other things over several decades. But his statement was too broad, grouping together both the risks of derivatives as well as their potential benefits. Today, more than ever before, derivatives can provide principal protection and help one outperform, especially on one’s shorts.

The word “
 derivative”
 covers a tremendous range of products. So-called “delta one” derivatives have linear payoffs that are symmetrical. Examples of these products include futures, forwards, swaps, and credit default swaps.




Delta one derivatives is very similar to buying an asset, such as a stock, outright. If the asset rises one dollar, an investor in a delta one derivative makes one dollar, and if the asset falls one dollar, the investor loses one dollar.

Though they may seem innocuous and simple, the danger of delta one derivatives is that they facilitate leverage, sometimes in tremendous amounts. Owning a delta one derivative may have the same payoff as owning the underlying asset, but unlike actually buying the asset, the buyer of a derivative does not have to pay for it up front.

Take as an example, someone who has $100 to invest and buys a share of a non-dividend-paying stock for $100. The buyer pays someone $100 and receives his stock. Since the buyer has fully paid for the stock, if the stock rises, falls, or moves around, he neither owes nor receives any cash. Only when he decides to sell the stock and make money change hands again.


A delta one derivative is entirely different. A buyer of a delta one derivative may not have to pay any money at all when he trades it initially. But, each day, if the stock rises, he receives money from his counterparty, and if the stock falls, he must pay his counterparty. Additionally, since he did not have to pay anything up front, he is not limited by the $100 he has to invest. Even though the stock trades for $100, nothing stops him from buying two delta one derivatives. Or five. Or twenty! If he buys twenty, then if the stock rises by just $5 to $105, he makes twenty times that amount and doubles his money. But if the stock falls by the same amount, to $95, he loses twenty times that amount, has his entire $100 investment wiped out, and he is forced to liquidate his derivatives. Even if the stock later rises back above $95, he does not have the opportunity to recoup his losses.


Clearly, these seemingly simplistic types of derivatives can be very destructive to people who do not understand their full risks. Which leads us back to Buffet’
 s original quote. Are derivatives really the infamous “financial weapons of mass destruction”?







Options




Unlike delta one derivatives, non-linear derivatives—namely, options—can also be instruments that have convex payouts and provide locked in leverage, locked in borrow costs, volatility exposure, and downside limited to up front premiums. Although options, too, can be misused, when used correctly, options can lower—not raise—the risk in a portfolio. The owner of an option has the right—but not the obligation—to buy or sell an asset at a prespecified time and at a prespecified price. An option that gives its owner the right to buy is called a “
 call option”.while an option that gives its holder the right to sell is called a “put option”. In exchange for this right, a person who buys and option pays a small up front premium to the option seller. The seller of the option gets to keep this money no matter what else happens.

After paying this premium, the option holder is in an enviable position. If things work out the way he expects, he makes a lot of money, but if things go the other way, he can walk away from the transaction having only lost the small up front premium. He gets to flip a coin, and if it lands on heads, he wins, but if it lands on tails, he does not lose. The benefit to owning an option is clear, but of course, there is no such thing as a totally free lunch. In the event that everything happens as the option buyer expected, he still does not get his up front premium back. Although he will make a lot of money, it will be slightly less than he would have made had he purchased a delta one derivative instead.




Buying versus selling options




So how can options be used to lower rather than to raise a portfolio’
 s level of risk? The key is whether one is a long or short option.




A long option position can only lose the premium paid while the profit is potentially unlimited. The maximum gain from being a short option position is the premium collected, while the maximum loss is potentially unlimited.

Thus, an investor can add downside protection for his portfolio by taking a long position in a put option. Consider a simple example in which the portfolio contains only one stock currently trading at $100. Also assume that the investor can buy put options that expire in one year with a strike price of $100 for $5 each. In one year, he has the right to sell the stock for exactly $100 and, taking into consideration the premium paid for the option, he will record a profit if the actual price of the stock in one year is below $95. The maximum possible loss on the position is only $5—the initial premium paid, which will occur if the stock is trading at or above $100 when the option expires.




Short selling





An alternative strategy, widely used by institutional investors, is “short-selling” to protect against drops in portfolio value. Short-selling denotes the sale of a security that is not owned by the seller. In this example the investor would borrow a share of the same stock from a broker and he would sell it on the market for $100. In one year, he would buy back the share and return it to the lender, making a profit if the price of the stock is below $100. However, unlike the put option, this position can potentially incur unlimited losses if the stock price increases after a year. The investor must buy back the stock, irrespective of how much its price has increased.


Similarly problematic are the potential negative effects of borrowing costs. Investors who are short selling must continually pay a fee for the stock they are borrowing, and they have little or no protection against changes in that fee other than buying back and returning the stock, thereby ending their short sale.While most traded stocks have only small borrowing fees, there are situations in which borrowing costs can increase dramatically due to unexpected market events that lead to a surge in demand for the stock.






A famous example of a dramatic “short-squeeze” event is that of Volkswagen which, for a brief period in 2008, the most valuable company in the world. The surge in Volkswagen’s value was not due to fundamentals; instead, it was a widely shorted stock whose value surged as short-sellers scrambled to buy back the stock and thereby close out their short position with their lenders.



Both put options and short-selling can offer adequate downside protection for investor equity portfolios, yet short selling can be more costly due to higher capital requirements and possible negative effects of “short-squeeze” events such as in the case of Volkswagen.





Short selling versus shorting by owning put options




In order to test the hypothesis that puts offer better risk/reward opportunities than short sales, Quadratic Capital sponsored a study at Columbia Business School that that compared short selling and put option strategies. The analysis considered 29 randomly selected stocks traded on major United States stock exchanges and compared short selling the stocks with buying put options that had expiries between nine and twelve months.



For simplicity, the study assumed no tax implications for either strategy, and no portfolio re-hedging during the holding period. Furthermore, all positions were delta neutral initial, meaning they had equal deltas initially or that at the onset both positions had equal exposure to changes in the stock’s price. Thus multiple puts were acquired for each shorted share. Eighty distinct data points were collected covering the period of April 2
 012 to January 2014.

Results show that for small price movements in line with what the market expectations (i.e., where realized volatility did not exceed implied volatility) in the price of the underlying security, short selling was more profitable because the option premium paid negated positional gains. However, puts outperformed shorts overall by 6.2 percent (median = 7.4 percent, meaning that in 50 percent of the cases puts outperformed shorts by over 7.4 percent).





A histogram of the distribution of the relative return puts versus shorts illustrates an approximately normal distribution with a fat right tail (see Figure 9—1). This observation highlights one of the key benefits of using put options for downside protection instead of short selling: rare events tend to occur much more frequently than expected in financial markets. More clearly stated, short squeeze situations occur more often than anticipated, and in these situations a put option strategy is vastly superior in outcome. Figure 9—2 exemplifies such two extreme cases, showing the spike in borrowing rates for Groupon and Tesla in mid-2012.
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Figure 9—1 Returns


While using a put option strategy for downside protection has clear advantages whenever extreme events occur, it is important to thoroughly understand the scope and limitations of using an equity derivative hedging strategy.

Adelta neutral put position will generally have two breakeven points compared to the corresponding short position: (a) when the stock price increases
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and (b) when the stock price decreases
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Figure 9—2 Groupon VS Tesla



Analyzing the data collected from the 80 puts considered the study noted that on average, the payoff from the short position was higher as long as the final stock price moved no more than 25 percent from its initial price. Alternatively stated, for small variations in the price of the underlying security, short selling was more profitable (see Figure 9—3).


The breakeven payoff range (the difference between the high and low breakeven points where short selling is more profitable) is directly related to the implied volatility of an option. As shown in Figure 9—4, the breakeven payoff ranges normalized by implied volatility were averaged about 25 percent above and below the starting price.
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Figure 9—3 Payoff Short VS Payoff Put
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Figure 9—4
 Option Data BE Ranges







Conclusion




The Columbia Business School study is good if not fully conclusive evidence of the hypothesis that the use of put options to protect against downside risk is superior to a more traditional stock shorting strategy. These benefits are likely to be even higher in cases in which the portfolio manager does not have immediate access to a large pool of easy-to-borrow equities.




Taking risks is about weighing probabilities, and the better an investor can assess probabilities of various outcomes, the greater the possibility of superior risk adjusted returns.

Investors are facing a new regulatory world in which the rules are poorly understood and in some cases still being written. Leverage is back, but liquidity is not. And funding may be in even shorter supply and less reliable in the future.

As Chinese investors will soon have access to listed options on Chinese equities, the early adopters and users of this new product may well find themselves the most successful.
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Characteristics of Emerging Markets






EP has impressive investment performance in Emerging Markets



Figure 10—1 illustrates EP’s performance with respect to emerging markets. And this is going to be mostly about my firm or my firm’s performance. This is what you call quartile performance graph and it is broken up into four quadrants. The top quadrants, 25%, are the top 25% of the managers. The bottom 25% of the managers is in the bottom quadrant. So the dot EP’s long-term performance in a number of emerging markets, which is over 25% for the last 8 years. This is the process that I’m going to describe and the framework that I’m going to describe is what has helped us get to this in the period of time.
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Figure 10—1 EP Performance






Market usually uses two dimensions when talking about emerging markets. The first is the circumstances that they find themselves in and the second is the strategies or the policies that they pursued. And you’ll see that they are all very different, but I’ll come back to think about the framework amongst very different backgrounds. Figure 10—2 shows as an example with emerging markets, you got the countries listed here and this is arable land. So what does that mean? It means it has implications for food security; Implications for what you’ll be able to be an exporter of food; It has implications of maybe concentrations of population? These are just certain considerations that you might have as you invested in various emerging markets. Another would be natural resource centric. So if you have a lot of natural resource, whether it would be oil, whether it would be mining or minerals, maybe you got an opportunity to export. Russia has pretty much oil exporter. South Africa and Brazil, exporters of minerals, they have that option available to them so that when you think about the investing landscape that it’s relevant. One thing I might add is that there’s another point here to think about this graph, which is, sometimes natural resources run out and that is an implication for your strategy as well. And you have to think about what we do when it’s all over. And you see countries thinking about that too. The last circumstance that I’ll highlight (this is not an exhausted list), is population. There are two dimensions, education and age. So that has implications too. What are the implications? An older population may have certain products that are more relevant than a younger population? Population with a lot of education has opportunities that population with less education has in vise versa, because in investing, there are always a lot of opportunities. So those are some of the circumstances you found with the emerging markets. They are all very different, from one to another. And you found emerging markets pursue different strategies too.




Country strategy difference




Different countries would like to choose different development strategies. So are you going to be more of an export driven strategy? Export led, more consumption led? There are quite a few differences and different opportunities as well. How’s the government going to think about your future? This is classic debt to GDP (see Figure 10—2). What it really shows is either the willingness or ability of a government to borrow money either to invest in infrastructure or to invest in current consumption on behalf of its population. Current consumption could be health care. Again, all have relevance to the investing landscape.
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Figure 10—2 Natural Resources



Source: United Nations Comtrade, data as of 2011.




Policy difference




Then there is a regulatory framework. This is a world bank ranking (see Figure 10—3), not a poor ranking, when you think about regulation and property rights, they presumes the easiest is up here and the most difficult down here. Brazil has a phrase, a Portuguese phrase called “custo Brazil”, which means really expensive and difficult to do business in Brazil, so that they named it “custo Brazil”.
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Figure 10—3 Ease of Doing Business



Source: World Bank.





Discussion on investment in Emerging Markets




Despite of all those differences, we can analyze all of them, we can make good investment decisions just by focusing on those three elements from my framework point of view. The screen element is really defined as you need a broad universe of ideas to look at. And you need objective standard. Analyze will be: there is science element to it, art element to it, inside element to it. And then you have risk, which is one of those really illusive things which we all know when we absorbed it but really difficult to measure. I think when we talk about risk, we are talking about the risk that matters.



How to screen stocks?





How to use media?




A lot of people, a lot of investors think about their investment ideas. And they say “what is going on the media”, “what is the television talking about”, “what is the newspaper talking about”. That’s their orientation for where they see ideas, or where they find their ideas. It’s a pretty narrow group of things to talk about media every day. So you talked about the media yesterday. And you say “how many companies did they talk about”. The number is small, less than 90 companies. And on a day in a year, they talk about the same ones every day. So it’s not like 90 times every day in a year. It really turns out to be a couple of hundreds companies. They get all of the press over the course of year. And they are either very big companies, or they are the companies that are really interesting in the moment in the month or in the year. And so, all the attention is here, where the universal companies are really in the thousands. So we have a media that focuses on hundreds of companies and there are thousands to chase from. You can really get distracted because you have paid too much time focused here. And this is what media talks about (see Figure 10—4).
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Figure 10—4 Investment Ideas in Media



Source: World Federation of Exchanges. Approximations based on 11/30/2012 data.



And one of the things I share with my team is I say “don’t be the reader of the newspaper as we think about our research”. Be the reporter, be the person that goes out and does the investigation themselves, rather than reading and just be the arbiter of someone else’s idea is important. Because their ideas may be narrow but the opportunity is much broader. If you really want to get a really good investment result, you must look broader than where the media might focus their attention.







Be wary of the rumor




The next thing you should think about is “be wary of the rumor”. Rumor is not research and is not accurate most of the time. The way to get accuracy is to triangle it. If we all think about how we define where something is in space, you have to have 3 reference points to be able to find where something is in space. So if you are depending in investing on sort of “A friend told me, I was on a golf course, I’ll have you, you are going to end up here”. And rumors are not reliable. And I have to say, we have to be over here. We are taking multiple credible sources to define where something is really located at, and where the truth is. Because in investing, we have to get to the truth at the end of our endeavor.




Thinking of portfolio turnover




How many ideas do you generate? If you are here in this fast spinning globe, which means a lot of ideas, even 800 turn over a year, I would say you can’t very well tell anything on that globe, it’s a blur. You have to slow down and spend more time and have fewer ideas to get better ideas. And I think the message here for me has been, which I tell my team all the time, “less is more and more is less”. The fewer things you are focused on, the better you will understand them in the details and associate with them (see Figure 10—5). And the more things you are focused on, the less you understand. You are just hoping and spending and you often get it wrong and you just want to go to the next one. Again, this is around portfolio turnover, and the theme is fewer ideas are better ideas, while more ideas are weaker ideas.


If you are spinning too fast, you can’
 t focus on it.


Figure 10—6 illustrates for you by looking at a database. Let’s take the fastest turnover managers. All the managers have portfolio turnover of 150% a year or more. How do they do at the cost of time? You turn over a lot, a lot of weak ideas, and very high rate. You have very good chance, and full of time. And this is 7 year’s number to walk you way right to the bottom. You might agree this way in the performance. If you end up with fewer ideas, because you study more and understand them more, you will certainly get better ideas out of the way.






If you are spinning too fast, you can’t focus on it.



[image: b10-5]






Figure 10—5 Too Fast to See Nothing
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Figure 10—6 Performance Comparison of EP to Other Firms







Be wary of market’s craziness




The next thing is tulips. You know there is a flower and tulip is the seed that you plant. And this is supposed to be a representation for those of you who have studied the history of markets. There was a thing in the 16
 th
 hundred called tulip mania in Holland, where tulips became so valuable, for no reason at all. But they became so valuable that people would pay a lot for one seed, for one ball. And that mentality that you see are often in the market, which is there is no fundamental security, there were just men. And the men created all the demand. And the price went up and up and there was nothing holding it up. And at the end of the day, always, 100 percent of the time, it collapsed. So, to be an investor, this is the mentality right here. This is what we have to do and this is what we are doing right now. And one thing is, we have to think. We have to be independent thinkers. We can’t follow what everyone else is doing, what the famous person is doing, what the biggest person is doing, when you become followers, you may just look into the media. So we have to be independent and we have to be bold. Because ultimately to get good investment results, you have to be different from everyone else and correct. You have to be different and correct. If you are the same, you would get the same result like everyone else. And clearly, you have to be correct.


Performance companson of EARNEST Partners Emerging Markets to those firms with more than 150% turnover per year.


But it doesn’t happen all the time, it happens today, it’s not historical. Zynga has a lot of fans and a really good idea that to be a farmer online (see Figure 10—7). And it has a really high P/E, 600. This is 2011, 2012 time pricing. It is worth because somebody gets really excited about air. I could see the audience chuckle and say ‘I would never do it’, but that’s what the markets always say after the fact. Is that a really bad idea that we will never do it? But it happens all the time. And we have to resist it ourselves. And sometimes the temptation is really tough to resist.
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Figure 10—7 Zynga PE Ratio




Assumptions are critical




Figure 10—8 is one of my favorites. To be a great student means that you are good with the formula, but being good with the formula means nothing about being good in investment. So here is what we students can do. You have your calculator. The professor gives you some assumptions and says “can you type them in the right order”. So you type them in the right order to prove that you know the formula. And they give you high mark. And the world says “you are a good student”. When you leave school, it isn’t worth that much, because most of the value is in the assumptions. And so, I saw many people said “I got the math right, but I got the answer wrong”. Getting the math right and the answer wrong is a losing presentation. So the assumptions are really important.




Risk analysis




The last element is risk. Risk is a very allusive concept. But again, in the classroom, we Figure out how to measure risk. So risk has become a notion that “oh, I can do it, because I can Figure out the deviation and find the risk”. And so the smaller this is, the less tracking area, the less risk I have. But in this room, that’s not the business course. We don’t really have the tracking area. Most risk models are oriented on a standard deviation notion, without really an appreciation that this is good risk, because I can promise you in 25 years, when we have been out of here with big tracking area, big risk. So there is statistical notion of risk that fails us.
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Figure 10—8 School is Only Part of the Story





Investment practice in Emerging Markets




Above is the backdrop which seems to be simple. But in life that is the simple thing that helps you to be succeed. I didn’t put anything here that I can’t remind of myself constantly, and I can’t remind of my team constantly. What I like to share with you is in a more refined way. And I really want to get through it, because what I am really interested in is your questions and what you would say.

The following is the basic outline of our investment process, where there are 3 keys. The first is that we think you should focus your attention, because there are too many stocks out there. You should focus your attention to a relevant number. The second thing you should do is control the risk that matters. And thirdly, you should do some really good fundamental work, which again is getting beyond the formula, and getting to a rational assessment of the assumptions. So the focus point is pretty easy. There are few things I know, but there are only a couple of things that I do know.






Screening




No asset management firm has the resources to analyze 1 500 stocks, and say this are the 50 I want to own. This is resource impossibility. So you have to have a way to shrink the universe. And the way we’ve done is that we develop the screen and our screen is called return pattern recognition. Maybe the best way to describe our screen is to contrast it with some of our brothers. Probably the worst of them don’t have any screen. Now the best of them do have screen. It’s what most has. They have a checklist and they say we know what makes for a great stock. “Great stock has a low P/E, or great stock has a low debt ratio.” That’s their checklist. When we find a stock that meets all those criteria, and then we say we get a stock that we want to own for clients. Now the problem with that is, it assumes that one side fits out, a characteristic is the same for a software company and an assurance company. And that’s not true. So what we have done is that we break the world up into 30 different industry groups. And we get ancient industry group and find, going back in time, what have been the characteristics that have preceded the performances industry group by industry group bases. So when we look at software companies, we can say, there are 50 software companies in our universe, or 1 500. What have been the characteristics that are important for software companies to do well at the time? Maybe 10 of them. So we take the 10 out and say “look them further”. And we get the next industry, maybe mining. Different characteristics have been important. There might be 100 mining companies. Maybe 12 of them are exhibiting the characteristics that are relevant. So we take those 12 out. So on and so forth, until we get through all these industry groups. And we guess the universe has 1 500 stocks. That’s universe are where many firms, including ours, can do some really good fundamental work around. And so that’s the first step we do.







Analyze the risk



The second step is that we think about risk. We talked about these seconds ago, in terms of tracking area. This is the benchmark return. And this is the distribution around the benchmark. We would take this amount of risk to get this amount of return. So the way we think about risk is what we call downside deviation. What downside deviation allows to do is focused on this, not this. If we set an acceptable return, a 4%, which is what this number is, that are outcomes portfolio would be. Between this point and better, 80% of the time. And what is that doing? That allows us to get rid of what we think the real rate is, when you are down here. Reduce the probability that you are down here. Increase the probability that you are over here. So the second thing we do is we want to think about risk in that way, which is using a concept, called downside deviation.



Verify assumptions



Now, what have we done? We have the screen and the 1500 names. Run the screen to 150. We’ve looked at the 150 names and we say “let’s pull out the 60 names that have the highest expected assess return”. We then say “do those 60 names fit together to allow a portfolio to be between this point and better, 80% of the time?” and the answer to that is yes. Then about 1% of our work is done. I expect more, but only 1% of our work is done.


The final step what we do is our putting on an umbrella, which means you should get the right assumptions. The way we start to get the right assumptions is with the people that we show as our portfolio team. Our portfolio team is somewhat different from some of the others. Some portfolio teams are in the states, which are really oriented to the person who has the round glasses and looks at their origin black screens every day and call themselves portfolio managers. And we say, now the best assumptions might come from my group. We’ve hired people who run businesses. We have the fellow who was the lead engineer for Ford Company, for Crown Vic and Thunderbird. And so when we think about industrial companies, and when we think about many fashion processes, we think that gives us an advantage of others. We have a woman who was at Schlumberger, a big E&P Company, and oil service. She was there for 15 years, and she became the COO of an E&P Company in Norway. And we then decided to hire her to help us to look at oil and gas and mining. Today she is on the board of the second largest oil fuel service company in Europe and the largest one in Australia. We have got a Ph.D. in physics from Stanford who worked in IBM’s lab and worked on semi-conductors. IBM created this program to beat all the world’s chess champions. And he was the project leader for that. But he also looked at advanced technologies. My point is that you have to find a way either through yourself or through network of people that allow you to look at the industries as an industrial manager would. You shouldn’t only look at the financial market, which may lead you a stray. It may be much better informed if you collect your assumptions from parties. This is better access to what is real.





Let’s get through the process again. So we have the screen, 1500 to 150. Select the 50 that have the highest expected return, other than 150. Make sure that they fit together. From a risk point of view, focusing on downside risk, not worrying about upside risk, because that’s not risk. And then we look through each one of those names individually. Back to the globe. At a very slow way to make sure we understood them. And the assumptions we were using were based on the reality that occurred in the industry rather than what is formulated in the financial industry. And the result of that has been that we have been able to put up some pretty good results in most of the time. So I want to get through my part of the presentation as fast as possible. The most interesting thing to me is answering any questions any of you have about anything you’ve heard or you have any idea that you want to share with me to make me a better investor. I’d be happy to listen to those, too.




Q
 &
 A







Q:
 As you mentioned, your screening gets 150 good companies out of 1 500. What are your screening standards?






A:
 So there are 2 criteria. One is related to screening going from the 1 500 to the 150. And the criteria there are that we have to look at the characteristics that have been in place when particular company in an industry was likely to perform. Here I will give you a simple example, which is too simple, but it’ll illustrate the point. If you are looking at banks, and you said “banks have been a good investment when they trade it at one time’s book, and they have been a terrible investment when they trade it at 2 time’s book”. That would be one characteristic. But we would combine that with 2 or 3 other characteristics that when they work together in time, they indicate that we have identified a really good investment. So that’s how the screen works, which is the screen, goes back in time and it says: Let’s identify the characteristics that have existed for banks when they have outperformed the benchmark.



And then we would screen out the universal banks, at that point that we would look at further. At that point of time, we would have our investment team which would include people with banking experience, look at that subset of banks. And say given the environment today, and given the situation in this particular bank, do we see the opportunity set and that would be a very fundamental analysis.



That fundamental analysis concludes at least four elements. The first element is we would say were the key success factors for this bank to do well and are those characteristics in place today? The second thing that we say is that we would look at the financials of it and we would begin by reviewing the footnotes, because we say all of the good information about companies when accurately reported is in the footnote, neither in the income statement nor balance sheet. It’s in the footnote so we would go through the footnote first to make sure we understood the basis of how much the numbers were represented, and then we will look at the financials and do some financial modeling to make sure we understood the business model, to make sure we understood the leverage points on the business and what was the most important and had to go right where couldn’t go wrong for to be a good investment. And this is the second element of what we do.






The third element what we would do is we would look at management and we would assess management in the following couple of ways: Number One is what we would say, what have they said that they were going to do historically and what in fact they do. So that we could assign a credibility notion to them. For their certain management they always say they have a new idea and how they are going to conquer the world. But in fact, it’s always just a new idea that they never carry through the execution. So we go back in time and we see what they said they were going to do, and what did they actually do. And the other thing that we do, is if management has an ownership, are they keeping their shares or are they selling their shares which is sort of our best indicator as to know what their true beliefs are. So what is never a workable answer for us for management to say ‘Our company is a great investment’, and simultaneously be selling their stock? So those were some of the elements that we look at from our fundamental point of view to come to a conclusion as to whether we thought it was a good investment or not.



Q:
 How do you value the stocks? And how do you put the factors you think will affect the stock price into the valuation model?



A:
 The way that we think about it is we say, when we are going to invest in the stock we have to make the investment case that there is 30 percent upside in the stock. So how do you get to that? We start by saying the stock today is trading at ten. So what are the assumptions that the market has that suggest that this is a ten unit cost stock. And then our investment team would say what we have a different set of assumptions. We think revenues are going to be higher, margins are going to be higher, there is going to be a finance debt, whatever the case may be that causes us to have a different set of assumptions. And those sets of assumptions allow us to conclude that there is 30 percent upside in the stock. Then there would be a stock that would be eligible for us to purchase. And the 30 percent doesn’t have to happen in the next day, month or year even. I say to the team that you have 18 to 24 months for the market to get the joke. Like you have a different set of assumptions, and they appreciate that your assumptions are indeed correct, and the market’s assumptions were incorrect, that you have 24 months for the market to appreciate it. So I don’t go to visit any of my investment team prior to 18 months and say that was a terrible idea, which was a stupid idea. Because I want them to think about it with some time and some perspective.






So for us we have a marginal safety of 30 percent that wouldwork as way out on a course of 18 to 24 months. Now what that does not mean is that magically it went up 30 percent that we would leave because circumstances change. And it could continue to be a good idea. The company’s prospects in our assumptions could be even more robust, or the business environment for the company could be better than we initially estimated. So it’s not an immutable point where we say, “Up 30, Sell it”. We evaluate it consistently to see if we always have the security, the stock in our portfolio that has the most potential upside relative to the other choices that we have.



Q:
 I have two questions. 1. I think if you use same standard to select stocks, then you can not allocate risks effectively. So what is your way? 2. Do you analyze the macro economy condition when analyzing the specific companies?



A:
 Good question. You have to but we try to minimize it. So, here is what I think a lot of people think about when they think about investing is they think about all of the macro economic factors that are existing and they make some assessments about those and that drives their investment. And I think that is a very difficult investment proposition. Because when you start to make forecasts in probabilities on a macro basis, you end up making ten different forecasts of what’s going to happen. So for example if you said, this is what’s happening in Greece, this is what’s going to happen with Euro, so this is what’s going to happen to Spain, so this is what it means for a supplier to Spain and Brazil. And now you have five or six forecasts. Let’s say you are really a good forecaster, and each one is sixty to seventy percent correct. The joint probability of all those forecasts together gives your a very low probability being correct. It’s not sixty or seventy percent, it’s going to be two or three percent at best. So we think that’s a poor way to think about it.






What we think is, we have a capability of doing is we say: Give us an industry, and give us the competitors in that industry, and what I think we have a skill and what I think the investors could have a skill is assessing which one of those competitors is likely to win verses the others. I think that is something knowable, or reasonably assessable. And then you can secondarily assess whether the price you are going to pay for that winner will make that a good investment. It doesn’t matter so much what the market does because the market is populated with people who, I would have given criticism to my prior remarks, and that’s what causes great volatility of markets going up and down, because if people want more stable the market will be more stable, but the vast number are not, so the markets go up and down.



So, if you just have the best company, and the best company across industries, then you are going to win over time because your company is going to win. And if the market is down 10 percent your company will be down five percent. If the market is up 15 percent, your company is going to be up 22 percent. But in the fullness of time, doing it in that way will, I think, result in you having the most consistent results and the best results. So macro does matter, and it matters for things like when you are assessing whether you want it on a bank, or you want it on a mining company. The macro would matter as you look into the bank and you say what’s the slope of the year curve, and what relevant does that have for net interest margin and things like that. So in those way, you do have to take it into account. But a much more comfortable, we are focusing on the individual companies and how they quit themselves as competitors against the other people to which they compete.






Q:
 Could you please tell us more about your RPR model? As I can imagine, your company doesn’t trade frequently. So how does this model work during your investment process?



A:
 The model is used to refresh ideas, so every week we run the model to see if it has identified any new names. And the model in the world at its core is pretty stable, so there aren’t that many new names that are generated each week. Let’s say in the order of magnitude, maybe five names, maybe ten. That would be the most that are generated in terms of new names in a week. Those ten names would be a portion to the different members of our investment team. So the person who covers energy may have two new names that show up. And it would be their responsibility to look at the two new names that showed up and do some work on them. And see are those names having more potential than what is currently in the portfolio. And if the answer to that is no, then we stay on our current portfolio. If the answer to that is yes, then we do a lot more work on the new name to confirm its value against slowing down the globe, and saying we have a new name that has more upside than the current name of the portfolio, and then we do a replacement.



So it’s a more methodical approach in that way but I think more mothoral approach that is what keeps our turnover on a relatively low level, and so to give you the number our turnover is probably 20 to 25 percent a year. This means, on average, we are keeping our names for four to five years. That’s the sort of rhythm that we are in. We think the more work you do at the beginning and then you just continue to monitor the situations, this is the way to deploy your energy. Too frequently what I think that happens in our industry is that people think they confuse activity for thoughtfulness or for a good execution. Like If I am not doing something every minute in terms of changing the portfolio, then I am not doing any work because I am supposed to be a portfolio manager, and that means velocity, speed, new idea every minute in their eyes. I don’t think that’s what our job is. I think our job is if someone entrust us with money, that in the forms of time, we are able to give them back a significantly more money than they give us to start. That’s what the objective is; it’s to turn it over as many times as possible.






Q:
 I have a question about valuation. We usually use PE and PB ratios for valuation in A share market. What other factors will you consider when you adopt PE or PB ratios for different industries?



A:
 It’s a good question. I think the core of the question is really a notion that there is some P/B level or some P/E level that is the right level. And that’s not true. There are many different kinds of variables that have to be taken into account, which is sort of the art of what our job is. So in its most simplistic way, you would say that the P/E has been related to what the growth is. And what I have experienced in my life is that people say ‘well this company grew at 25,30 percent last year, and I think it’s going to continue to do that, so I am willing to pay a high P/E for it’.



What my experience is that the most famous companies in the world, you look back on it and you say they had a very rich P/E, and it was deserved, because it turned into being a very special company at the end of the day, and we would remember those. But my memory is good enough to know that maybe one out of thirty companies that had a forecast of high growth rate actually keep that growth rate and as a result their P/E was too robust for what their business prospects are turned out to be at the end of the day. So it’s very specific to the company, so our bias is for companies that have more certainty around their growth number, not the highest growth number, because again investing isn’t about buying the company that is growing the fastest, it’s about buying the company whose stock price is going to grow the most, and they are not the same thing.






So our bias is for companies that have a growth rate that we think is relevantly lower but is more stable and more certain in our assessment, but that is being poorly assessed by the market or ignored by the market. And so you could have a company that grow at 7 percent, that was not one of my titer tater, not one of the darlings of the media, or that people think it’s going to grow at 2 percent, and that company could turn out to be the most outstanding performer in your portfolio verses the one that grew 30 percent last year, and you price it that way, and it grows at 20 percent, then 10, then 5, then 20. That what I see happen more often. So it’s very specific. Now the price to book makes the key point I think, which is very industry specific. So when does it matter?



Price to book is a notion of if I look into this company, where I get my money back or I get more of my money back, and how much more would I get back. So for companies those have real assets, that’s probably pretty good assessment. So if you said that I have a mining company, and I have a bunch of gold stacked up, and the gold is worth to following, but the market price is less, then you can say it has a great price to book you can beat that one 100 percent right provided the gold price is stable. But if you look at a service company, or a knowledge based company, the price to book is all of you, you are the company’s asset. So when you walk out everyday, that’s the asset leaving everyday, they pray that you will come back the next day. In that situation to use the price to book is really a risky way to think about investing. I think it’s very specific to the particular investment and my bias would be a lot more companies disappoint you by having high growth than those who have more certitude around their growth numbers. So that’s what we warranty ourselves and it served us and our customers very well.






Q:
 They just asked you some questions about the method to do the investment and like how to choose the stocks. Now I want to ask you some questions relevant to risk management. Could you share your experience how you measure the risk before you buy stocks, and what kind of risk do you think is the most important and how could you introduce your system to do the risk control?



A:
 I will answer the second part of your question first. What do I think is the most important part of the risk? Buying good stocks is your best management. What people always do is to focus on their risk tools, portfolio construction and other risks, but the number one thing for good risk management is to buy good companies. Like the former question, if you buy companies with high a growth rate, you are going to have high volatility, your risk is going to be much greater that you are going to disappoint. So the number one thing from my risk point of view is buying a quality company that you understand and that have a certitude around the outcomes.



Now in terms of our risk model, what I think about our risk, there may be other ways to think about it, but I am going to share the way that we think about it. Ours is a notion when we have a distribution, is saying how do we minimize the probability that we are going to underperform, so a little bit of a peak until how do we think about their risk. What we do is we say we have our hypothetical portfolio, and it has certain what we call loading factors relevant to the benchmarks. Meaning if the P/E of the benchmark is 15 then we have a P/E either greater or less than that by some standard deviation of loading factor, so we are either more exposed to high P/E or less exposed to high P/E. So there is a size component, there is a yield component, at the end there are sixteen different attributes that explain how you are different than the benchmark on some characteristic basis.






Then we have what our overweighs and underweights to countries as risks, and over weights and underweights to sectors which are risks, and we take all of those risks before we buy anything. And we say, if we own this portfolio over the course of ten thousand years, what’s the distribution of outcomes of the performance of that hypothetical portfolio that we want to own. So when we take our loading factors and load them in, we do a Monte Carlo simulation of those loading factors. Monte Carlo simulation allows us to graph a curve and allows us to know how far way we are. Monte Carlo that we do against all our risk loadings that the curve, and so what does the curve normally look like.



All the risk models in the world have a normal curve, because they are all based on a standard deviation. But stock returns are not normal, and we don’t care what they look like, they look like whatever our loadings look like. What they actually look like is, they’ve got a fat tail so you’ve got a much bigger chance than you think of being not here. And they have curve tosses, which mean they are much higher in the middle and big fat tails, and that’s what they look like. They don’t look normal which is how most risk management and risk models assess it. So what we do is we just assess it based on the loadings, what the portfolio looks like. So our curve is drawn as it looks. Not as we like it to be, not as what a risk model would have it be, but as it actually what reveals itself if you own it on a course of ten thousand years. Ten thousand is pretty a long time so we have pretty a good idea of what our risk of our portfolio is by doing that one. So that’s how we think about it.
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Barbara A. McKenzie

 Senior executive director, COO & boutique operations for Principal Global Investors, the asset management arm of the Principal Financial Group®
 . Additionally, she is responsible for the development and efficient operation of business processes to facilitate the growth of the firm globally. This includes oversight of compliance, operations and IT. McKenzie joined the company in 1984 as a commercial real estate representative. She was promoted to regional administrator in 1988 and to senior regional administrator in 1990. She was elected an officer and named assistant director of Commercial Real Estate in 1993. In 1996 she was promoted to director of research and portfolio management, to senior managing director in 1999, and to executive director of international investments in 2004.



The Principal Financial Group

 ®
 (The Principal®
 ) A global investment management leader offering retirement services, insurance solutions, and asset management. The Principal offers businesses, individuals, and institutional clients a wide range of financial products and services, including retirement, asset management, and insurance through its diverse family of financial services companies. Founded in 1879 and a member of the FORTUNE 500®
 , the Principal Financial Group has USD 495.5 billion in assets under management and serves some 19.2 million customers worldwide from offices in Asia, Australia, Europe, Latin America, and the United States. The Principal Financial Group, Inc. is traded on the New York Stock Exchange under the ticker symbol PFG. For more information, visit www.principal.com.

Principal Global Investors designs and delivers investment solutions that our clients need, when they need them (see Figure 11—1). The diverse group of specialized investment boutiques that form our asset management business are important in meeting this goal. We offer investment strategies that support the growing demand for income and yield, and we leverage our quality-focused alpha and beta offerings in both developed and emerging markets.

As of March 2014:


●
 USD317.6 billion in assets under management


●
 More than 1 300 employees, with over 500 investment professionals


●
 Principal Global Investors’ network of specialized investment boutiques manages assets for a broad range of investors around the world. In fact, ourinvestor base spans more than 60 countries and includes a number of the world’s largest and most respected retirement funds


●
 Signatory to the United Nations-backed Principles for Responsible Investment (PRI)


●
 Office locations in major financial markets worldwide


●
 The Principal Financial Group was ranked the No.1 company among the Best Places to Work in Money Management
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Figure 11—1 Principal Global Investors Worldwide Locations













“Multi-Boutique” strategy




Principal Global Investors’ “multi-boutique” strategy cultivates several investment management firms, each with unique investment expertise, within a framework of a large asset management company. This strategy allows the investment professionals in the different boutique investment companies and their supporting teams to focus their time, energy and professional investment capabilities solely on the asset management services offered to clients. Principal Global Investors does not intervene in the investment decisions of their boutique investment companies. While investment teams at the boutiques, which are located around the world, are allowed to invest independently, Principal Global Investors equips them with all the advantages of being members of a large global asset management company, including effective utilization of oursales platform and our involvement in the world’s leading financial markets. This helps them realize efficiencies of scale and a variety of industry best practices.

The ultimate beneficiaries of the multi-boutique model are our clients. The multi-boutique strategy allows us to offer comprehensive investment solutions to meet the specific asset management demands of clients in different regions and markets.




The structural benefits of a Multi-Boutique Global Network




While there are many ways to develop an asset management company, the multi-boutique strategy has several structural advantages. First, this model allows various investment approaches to flourish while harnessing economies of scale. Second, a multi-boutique approach can efficiently meet the differing demands of various types of asset management clients. Moreover, such a model can bring the scale advantage of human-resource sharing into play. In general, the largest expenses of an asset management company relate to asset management personnel, dealers, and the sales force, especially sales force and that is why we put significant effort in to building a worldwide sales team. A small, individual asset management boutique cannot afford or justify a large global sales team, but the boutiques of Principal Global Investors can benefit from our corporate-wide ability to build and maintain just such a team.




This multi-boutique approach also enables back-office and technology departments to be a common resource to all boutiques. At Principal Global Investors, the boutiques are allowed to share our globally integrated technical platform, while getting technical help when the need it; though, they can also create a similar operating environment if that is more beneficial.

One final benefit of the multi-boutique model is the ability to share certain data across boutiques. We recognize that an increasing number of asset management firms spend large amounts of money on data, e.g. index data and securities pricing data. If supplier relationships can be leveraged globally, our boutiques can share the data, and can benefit from this scale advantage (see Figure 11—2).
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Figure 11—2 Multi-Boutique Business Model
 







By building an organization comprising many specialized investment boutiques, Principal Global Investors is better able to develop the tailored, solutions-driven investment strategies that clients are demanding. Recognizing that clients have unique objectives that need to be met with unique investment solutions, we developed our investment business model to allow us to offer customized solutions in an effective, efficient manner.




Creation and management of a Multi-Boutique Global Network




Figure 11—3 details the boutiques that make up Principal Global Investors. These represent the boutique teams that Principal Global Investors has developed or acquired to continually expand our suite of offerings. When acquiring boutiques to broaden our capabilities, maintaining their existing reputation and prestige is of utmost importance because this is a primary concern for our institutional asset management clients. This also helps reinforce the autonomy of the boutique’s investment operations and maintain the confidence of the boutique’s existing client base. In order to further develop our top-tier status as a global asset manager, Principal Global Investors has been continually expanding our footprint. With operations across the United States, Europe, Asia, and Australia, Principal Global Investors has developed a truly global network.

When developing our worldwide network of boutiques, we relied on internal investment capabilities to develop our organically grown boutiques. Where an internal capability did not exist, we searched the world for an acquisition to complete our lineup.

When looking for an external acquisition to enhance our suite of boutiques, Principal Global Investors considers the following:


1. Whether it complies with the our overall development vision;



2. Whether it reflects the corporate culture and values of Principal Global Investors;






3. How its business and investment expertise complements the major asset categories we currently offer.





The boutiques acquired by Principal Global Investors bring to the table established teams of investment professionals with many years of investment management experience and strong investment expertise. Management of the acquired company typically retains an equity investment in the company so as to align their interests with that of Principal Global Investors, and, ultimately, our clients. Where a boutique’s managementdoes not hold equity ownership, Principal Global Investorsestablishes revenue sharing arrangements with them to align interests.
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Figure 11—3 Multi-Boutique Global Network





Client benefits of a Multi-Boutique approach




When examined from the perspective of our clients, our multi-boutique strategy holds several advantages:


1. It allows the boutiques’ investment teams to place their entire focus on meeting the needs of our clients. By tapping in to the shared services of Principal Global Investors, the boutiques can gain access to robust compliance, sales, and operations teams without dividing the focus of the investment staff. This helps give our clients the assurances they need that all attention is directed at their benefit, whether in their portfolios or client service.






2. This model allows us to offer a more extensive set of professional asset management services, which can further address the specific and differing needs of our expanding client base. At the same time, it promotes continuity for clients so that they are properly assisted by dedicated client service staff.



3. Because the boutiques are allowed to develop vigorously and pursue strong profit-making capacity while staying aligned with the interests of our clients, we believe this translates into a culture that can create more investment returns for our investment clients.



4. Principal Global Investors demands robust compliance and risk-management systems within our boutiques. This helps ensure that our clients’ returns are protected.



5. Because the boutiques can tap into our global sales force, a wider range of potential clients is able to access their expertise.


Brief introduction to the boutiques of Principal Global Investors:

The matrix below details the current boutiques of Principal Global Investors along with their requisite investment capabilities. Among the boutiques listed, there are three managing global equity, three managing U.S. equity, four managing regional equity, several boutiques operating in fixed-income space, and another two offering asset allocation. Bringing such a range of capabilities to market helps guarantee that a variety of management styles can be brought to bear to meet the various needs of our clients.
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CCI is a U.S. growth equities manager based in Connecticut. CCI operates primarily in the United States and offer strategies in large-, mid-, and small-cap equities.



[image: t1-4]








CIMB Principal Islamic is an Islamic asset management company providing Shariah-compliant investment solutions for global institutional investors.
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EDGE specializes in the management of U.S. equity and fixed-income products. They are a pioneer in actively managed asset-allocation funds and balanced funds in the U.S. market. They operate out of Seattle, Washington.
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Finisterre specializes in the managing emerging market debt strategies from their offices in London.
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The Macro Currency Group is a specialist in currency and macro fund management and currently operates in Sydney and London.
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Morley is a specialist stable value fixed income manager primarily serving U.S. tax-qualified retirement plan clients.
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Multi-Asset Advisors is a boutique focused exclusively on asset-allocation solutions for clients.
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Origin is a global equities boutique based in London.
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Post Advisory Group specializes in high yield fixed income strategies, bringing over 20 years of experience to their clients.
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Spectrum is based in Connecticut and specializes in the management of preferred securities.
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Principal Global Equities delivers extensive capabilities in U.S., international and emerging markets equities. Their team comprises more than 70 investment professionals located around the world, including New York, London, Hong Kong SAR of China, Singapore, and Tokyo.
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Principal Global Fixed Income provides access to a customized suite of fixed income capabilities. With expertise in all areas of the fixed income marketplace, they incorporate top-down and bottom-up analyses into each strategy.
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Principal Real Estate Investors is a dedicated commercial real estate manager, who offers real estate equity and debt strategies in both public and private markets.




Management of the boutique network




The boutique management of Principal Global Investors currently assumes the forms below:




1. Core businesses that are not subject to centralized management. These:


●
 are specialized in investment management;



●
 have their own business model；





●
 have their own reputation and prestige.

The boutiques are encouraged to form cohesion in product sales, marketing, and channel distribution, etc..

2. Matters of boutiques subject to the compulsory requirements of Principal Global Investors:


●
 Compliance;


●
 Law;


●
 Operations;



●
 Finance; and



●
 Corporate governance structure.

Boutiques may have their own employees for compliance and legal functions but Principal Global Investors has strict requirements on compliance and law. In case of inspection of a boutique by a local regulator, the boutiques’
 COO would coordinate with Principal Global Investors’ COO.

In terms of operations, each boutique may conduct its own operations function, as long as it follows the standards set by Principal Global Investors.

As for finance, the boutiques are required to be consistent with the accounting standards and system used by Principal Global Investors and to submit accounting information at times specified. If a boutique intends to increase the salary of employees and disburse bonuses in the annual plan, it has to obtain the approval from Principal Global Investors.

A boutique’s board of directors consists of members from Principal Global Investors and the boutique. The board of directors holds two to four meetings annually to decide on matters concerning the boutique.




3. Matters over which the boutiques can make selective arrangements:


●
 Operations and IT;



●
 Product development; and



●
 Sales of products.

As for middle and back-office services, the boutiques can select the services provided by Principal Global Investors, develop them independently or outsource them.

With regard to sales, the boutiques may use the sales team and sales channel of Principal Global Investors as they deem fit.

The Operating Committee set up by Principal Global Investors is responsible for boutique supervision to help ensure that they invest in accordance with their investment philosophy. This committee also oversees the proper functioning of operations by the middle and back-office services.

Currently, there are three modes for boutique management: 1. fully integrated into the parent company; 2. mixed management mode; 3. fully independent operation mode. Principal Global Investors adopts the mixed management mode to make it fit for every boutique. The major contents of the mixed management mode of PGI are as follows:


1. Determining the asset management businesses and functions to be borne by the boutiques, and stipulating the asset management businesses and functions subject to integration inside PGI;



2. In investment management operations, the parent company shall share investment tools and best execution with boutiques.



3. As for boutiques, the selection of asset management businesses and functions to be borne by themselves or Principal Global Investors may vary due to the different situations facing each boutique;






4. Stipulating that the costs and risks in the asset management business shall be borne by the boutiques and Principal Global Investors together.





Q
 &
 A







Q:
 How does your sales strategy develop each year, and how do you make sure that it delivers to investors what they need?



A:
 Each year the head of our sales team, our CEO, and I develop a “focus list”, generally comprising 8 to 10 key investment capabilities, which we know are especially sought after by global clients. This becomes the basis of our sales strategy, and because the focus list is based on what our global clients are telling us they need, it helps ensure that our investment offerings are continually aligned with the investment challenges our investors face and their evolving investment objectives.



Q:
 How does your sales team work with your boutiques to meet client needs?



A:
 Our sales force is fully integrated into our multi-boutique business model; they are available to service all of our boutiques—although a boutique may also choose to hire its own sales professionals. Each boutique has a client portfolio manager or product specialistwhopartners with and services the sales team. The sales person knows the needs of their clients, and the product specialists, in turn, have the deep knowledge of their boutique’s investment capabilities. Therefore, it is very common for the product specialist to accompany the salesperson to a client meeting toserve as the investment expert for the client.



Q:
 Your multi-boutique model is made up of firms of different maturities. How do you help each boutique strive for maximum growth while remaining conscious of the needs of your investors?






A:
 Every boutique is unique in terms of its business maturity, cost structure, and profitability. According to the maturity of investment teams, we will introduce them to different sales channels and opportunities. For example, EDGE has historically engaged in retail asset management within the United States. Last year, we helped them expand their reach outside the United States for the first time. We believe that EDGE’s capabilities would receive a good reception abroad, and we worked with them to make that happen. We continually monitor our boutiques’ unique strategies with the goal of aligning them with the evolving needs of our global client base. In today’s environment, a business model based on selling the same product around the globe is not only inadequate, but falls short of serving the increasingly diverse needs of our global investors. We, therefore, focus on using our boutiques to provide customized solutions to our clients.



Q:
 How important is the use of derivatives to your investment teams and what benefits do they hope to achieve when using them?



A:
 The extent to which derivatives are used depends on the individual teams and their investment philosophies and processes. Generally speaking, our equity managers do not often use futures. An example of when they might use derivatives would be if market conditions were making it difficult for them to trade; in that instance, they might hedge their position temporarily.



Another example would be our team at Principal Global Fixed Income, who use derivatives, including futures, for a variety of purposes. One common situation is using derivatives to change the duration of a portfolio. For example, if the term of the assets purchased is too long, they will use futures to shorten the term to meet the duration target of clients. They might also use derivatives more opportunistically, to take advantage of a specific short-term opportunity they have identified. For example, if high-yield markets are overvalued, but their portfolios have a preference for cash bonds, they will temporarily enter into swap contracts to hedge the portfolio and synthetically reduce exposure without incurring overly high transaction costs. Generally speaking, fixed-income managers will use derivatives more frequently than equity managers, because equity markets generally enjoy stronger liquidity






Q:
 What can you tell us about your joint venture with China Construction Bank－CCB Principal Asset Management Company?



A:
 The joint venture, which was established in 2005, has developed very well. Our relationship with CCB is very important to us. Many partnerships established between Chinese companies and Western partners do not last long, but we have used our experience in establishing joint ventures with other companies has helped us build a successful joint venture with CCB. We also recognize that we can learn much from China and from CCB, which is why we expect our partnership with CCB to continue to grow and become stronger.



Our joint venture with CCB mainly involves QDII products. We have broad capabilities in QDII product development, which enable us to serve both retail investors and institutional investors. For example, the recent changes in the insurance laws gave us the opportunity to offer overseas investments. We also cooperate with some domestic investment teams in investment and process, and we cooperate with their risk and accounting departments, sharing global best practices with them. For example, if they are looking for a custodian, our established and effective procedures for the selecting custodians can be very valuable. We check the services of custodians annually, and we share knowledge with them. We can also share information with our Chinese partners about the challenges we have faced in other international markets, which may help them avoid the same problems. We learned many lessons while developing our business in Malaysia that may be relevant in China, and could be of benefit to CCB when helping foreign shareholders.






Q: How do you see capital markets and the asset management industry in China ?



A: China’s asset management industry is developing well. The Principal has experience operating in many emerging markets, including Mexico, Chile, Brazil, India, China, Malaysia and Hong Kong SAR of China. While the way markets develop can vary from country to country, the general direction of developments can often be the same, and we see this in emerging markets. For example, it will take time to educate domestic investors and for them to become confident about foreign investing, but someday domestic investors will feel at ease. Secondly, we recognize that the development of appropriate laws is very important and we expect to see some changes in laws and regulations when the Chinese markets become more mature. We strongly believe that such changes will be helpful to the long-term development of Chinese capital markets and the asset management industry.



Q:
 How do you compensate and evaluate the performance of your staff globally?



A:
 The process of performance appraisal is similar across our teams and worldwide locations. Our objective is to attract the best talent for all areas of our business, whether they are investment professionals, sales people, or back-office staff. The fact that we are selected as one of the best places of work in the asset management industry helps us attract the talent we need to grow our business and effectively service our clients.



In terms of how we compensate our staff, the salary structure we offer varies by market. As a global asset management organization, we recognize that we need to understand the salary standards in each market and adapt to them if we are to attract the best talent for our business.
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Adriano Picinati di Torcello

 Director within Deloitte Art & Finance team, a service line he has been coordinating since its beginning seven years ago. Since he joined Deloitte, Adriano has been working closely with the Luxembourg government, including the Ministry of Finance, Ministry for Economy and Foreign Trade, the Ministry for Sustainable Development and Infrastructure and the Ministry for Culture to create at Luxembourg as an Art & Finance/Business cluster. He has notably played a key role in the government’s decision to set up a Freeport for the storage of valuable goods in Luxembourg (foreseen to be operational September 17, 2014).

Deeply involved in creating awareness on the “art and finance” subject, Adriano has initiated the international Deloitte Art & Finance Conference that has become the annual benchmark event in the field. He has also developed Art & Finance seminars for professional seeking hands-on guidance through the global art market. Being the spokesman of the Art & Finance department, he regularly takes part to national and international conferences about the art and finance sectors.



Deloitte Art & Finance

 The first professional business advisory to serve this market. The Deloitte Art & Finance department began with the development of a milestone project, the Luxembourg Freeport. This project began in 2008 when Deloitte decided to seriously look at the art market. This catalyst project aims to be a leading storage facility for high-valued goods in Europe and the greater world. It will be a future home for art, wine, jewellery and other collectibles. Deloitte Art & Finance has now achieved a position of eminence as a professional services advisor to the art market. This position has been gained prudently through dedicated research, the development of its widely cited Art & Finance Reports and its annual international Art & Finance conference, organized since 2008.









T

 his analysis has for objective to shed some light on the development of art investment funds. We propose to cover in the analysis the following points:



●
 Financialisation of the Art market - Attraction for Art as an Asset class.


●
 Financial performance of the fine art market.


●
 How to get a financial exposure to art?


●
 Art investment funds main characteristics.


●
 Pros and cons of Art collective investment scheme.


●
 What are the main challenges for the development of an art investment fund industry?


●
 Risk management.


●
 Conclusion.

While this analysis mainly focuses on paintings, a similar phenomenon is experienced by other groups of collectible assets, such as fine wines, rare watches, precious stones or stamps


Joseph Schumpeter once observed “Queen Elisabeth owned silk stockings. […] The capitalist achievement does not typically consist in providing more silk stockings for queens but in bringing them within the reach of factory girls in return for steadily decreasing amounts of effort”.[1]











Financialization of the art market: Attraction for art as an asset class




The main characteristics usually used to define art markets can be summarised in the following way: high-risk investment, illiquid, opaque, unregulated, high transactions costs, at the mercy of erratic public taste and short-lived trends. Artworks do not generate any cash flows that can be discounted, except to the extent that income can be obtained from lending and they incur expenses in the form of storage, insurance and associated costs. The art markets are also currently virtually ‘unhedgeable’. This short description of the art markets might be enough to discourage many to look at it.

However, if we take a closer look at the latest trends which are directly or indirectly affecting the art markets’ environment, they suggest a global art market in transition and the emergence of a financial fine art market where fine art is considered as a new asset class.


The $60 billion-a-year global art market has grown to become the largest unregulated (legal) market in the world. This complex ecosystem of high-net-worth collectors, asset managers, private galleries, auction houses, museums, and media & advisory firms is in the midst of a rapid transformation. The art world is no longer a niche lifestyle business for the society class. It’s a ripening industry dealing with globalization, new sales channels, new business models, and a rising interest in art as an asset class.




Factors explaining why art is considered as a new asset class



The fine art markets are viewed by many as a fascinating but worrying world and not so long ago, there was a perception that fine art assets were the reserve of the rich and the very rich. However, fine art markets also follow the laws of capitalism, mainly due to two main phenomena: globalisation and research.


●
 There is a worldwide increase in prosperity especially in emerging countries. Once a nation grows richer and its citizens reach a certain level of affluence, they start to buy art. With the increase of global wealth alongside the increase of the number of High Net Worth Individuals (HNWI) and Ultra-HNWIs, a much larger community has started to be interested in buying rare collectible assets. This has been the general financial trend since the beginning of the industrial age. China is now second in term of sales of fine arts at auctions after the USA.






●
 Demand for ‘real assets’ will continue to increase as investors looked for assets that would retain their value in the longer term especially in a period of economic uncertainty. Thy invest in products they understand and are turning back to things that are closer to their heart and which at the same time offer protection and a return on investment.



●
 The supply of best works of art will always be limited and tends to appreciate in value over time. Especially for deceased top-artists as paintings are lost, bought by museums and collectors.



●
 Art markets are more robust and can more rapidly absorb shocks as they are globalized.



●
 Art markets become more transparent due to research in finance and economics as well as data dissemination. There is a better understanding of the financial performance of art.


Those phenomena exacerbated discussions on art as new assets classes to unprecedented proportions, fuelled by an explosion of art prices; especially contemporary art prices. Since 2004 and despite the art markets crisis in 2008, such an environment stimulated the emergence of new types of collective investment vehicles dedicated to art or other collectible assets in different places of the world to a certain level, however limited, not seen before. By applying the securitisation techniques to artwork and with the emergence of art financial products, one could wonder if art could be poised for a similar transformation to what happened to real estate 40 years ago. Real estate is today a widely accepted investment class, accessible to a large community, and is commonly included in portfolios for diversification purposes.





Finally, it is interesting to note that today art markets provoke substantial press coverage and are covered by nearly all main financial newspapers such as The Economist
 , Bloomberg
 , CNBC, Financial Times
 , New York Times
 , Les Echos
 , Wall Street Journal
 , Forbes
 , etc..

On a broader perspective and more generally, while a tacit relation between art and finance has been existing for centuries, the transformation of the art market leads to opportunities for the development of art wealth management services among financial institutions and small financial boutiques. There is a sizeable portion of clients’ private wealth allocated to art; estimated to be USD 1.5 trillion; that is barely addressed by the wealth management community and also Art is a complex asset requiring expertise in tax, legal, structuring, insurance, storage, etc.. So there is an opportunity for the banking sector including family offices to expand their service offering by including these treasure assets in their services. As an illustration, the offering could mainly consist of four categories of art services (see Figure 12—1).
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Figure 12—1 Wealth Manager Service








Financial performance of the fine art market




Performance analyses of the art markets have been conducted for more than 30 years. A study carried out by Wolfgang Wilke from Dresdner Bank in 2000 explained that the long-term trend in inflation adjusted for art prices follows the general economic trend, i.e. art prices rise above average compared to the prices of other goods. However, most segments of the art markets react quickly and lead to a worsening of the economic environment. This is especially true for objects in the lower price category, with broad markets. An economic slowdown leads at least to a drop in demand and an increase in supply due to forced selling. This, however, does not (or only rarely) apply to all artwork in the top price category, since wealthy individuals have a substantial purchasing power even in bad economic times. Thus, the distribution of income and wealth plays a key role in assessing the price sensitivity of the individual sectors of the art market.

Several academic researchers and private companies have begun to periodically publish art indices to track the movements of the fine art markets. The results of their analysis look extremely valuable, in particular if we consider the impact on transparency, provided that the methodology used is sound. Art is a heterogeneous asset that requires a methodology that compares apples with apples.

The historical performance monitored by these indices tends to demonstrate that paintings generate moderate positive real returns that have a low correlation with the return on stocks and treasury bonds, which may give it a place in a well-diversified portfolio of financial assets, but only at a margin of total assets.

According to a recent academic study (Luc Renneboog, Christophe Spaenjers, 2009) based on data from over 1.2 million auction house sales of paintings, drawings and prints real returns in USD term were 4% per annum from 1951 to 2007. Real returns from 2002 —
 2007 have been 11.6%; higher over the longer term than bonds, but less than stocks which also demonstrate that art is a storage of value and a hedge against inflation which could meet investors’ needs provided that an art tradable index would be available.




These indices should be understood as only an indication of the painting category movement as they capture only auction house information and none of the dealers or private treaty sales prices. Also there indices are not tradable and do not include the costs of buying and selling art that can be large.

Also very important to note is that the painting category is composed of several sectors that do not react in the same way. For example the old masters sector does not have the same return/risk profile as the contemporary sector. The most liquid and globally tradable sectors will also most likely be ones that outperform.




How to get a financial exposure to art?




There are mainly three ways to get a financial exposure to the art market.

The most obvious one is a direct investment in an art work purchased directly at the artist or at an Art Gallery / Art Dealer or at an auction house.

The second way, a semi direct way to get a financial exposure to the art market, it is through the participation in an art club or to have a managed account by a third party that buy art work on your behalf or by being an art angel.

The last option is the indirect investment. Currently the only way to buy an indirect exposure on art is by investing in one of the few art investment funds existing or in the few companies involved in art markets, such as Artprice S.A., Sotheby’s Holding Inc. or Artnet AG, traded on a stock exchange. This is a very “young industry” in a pioneering stage which still needs to convince private and institutional investors of its place in the asset management world.



1st cycle: 1904 — 1990s



The last century has been marked by very few successful cases. The first one was probably in 1904 when André Level, a French financier, set up the art investment fund called La Peau de I’Ours (“the skin of the bear”) which after ten years, quadrupled the initial investments of a group of art lovers contributing 250 francs a year for speculative investment. Another example is case of the British Rail Pension Fund which realised an overall return of 11.3% per annum during the period 1974 to 1989. It invested £40 million in a long-term fund. It was the first large fund to enter collectibles market and Sotheby’s acted as advisor. Impressionist paintings yielded above 20% annual return (sold at the height of the art boom in the late 1980s/early 1990s). A number of other attempts failed such the Chase Art Fund in 1989 managed by Chase Art Investors, an arm of Chase Manhattan failed to secure its target of USD300 million in 1989 or the BNP-Finacor Fund in the late 1980s/1990s, arm of major French bank BNP Paribas that reportedly lost over 40% of its USD8 million investment in art because of failure to accommodate market conditions when planning sales.






2nd cycle: 2000 — 2008



After the art market crash in the early 90s, it is only around 2001 that we saw new art investment funds projects coming to the market. Few examples of these initiatives were


●
 The Fine Art Fund Group (FAFG) – 2001



First major art fund to be launched and still existing today.



Based in London, established by former Christie’s finance director Philip Hoffman.



●
 Fernwood – 2001



Aimed to raise $150 million and failed with the result of investors pursuing the Founder for the money they lost.



●
 ABN Amro Holding NV – 2003



‘Art fund of funds’ but failed due to lack of sufficient viable art funds in the market.



●
 ArtVest – 2004



Launched by art dealer Daniella Luxembourg.



Solicited capital from a small number of wealthy investors, claiming to operate “like an art club”.






●
 Tosca Photography Fund – 2007



Photography investment fund established by London-based hedge fund WMG Financier Mehmet Dalman.



●
 SGAM Alternative Investments – 2007



SGAM created an art investment fund in Luxembourg but the fund was stopped just after its launch.



●
 Art Trading Fund – 2007



Launched in 2007 and liquidated in 2009 with £10.2m assets under management.



First art hedge fund to be set up.



●
 Art Photography Fund – 2008



Based in Vienna and still alive.



●
 Cannonball Art Fund



Founded by hedge fund manager Cannonball.



Size USD10 million, centered on Warhol prints but froze during the crisis.



●
 Collectors Fund – 2008



US-based and still alive.



●
 India Art Funds: Osian Art Fund, Kotak India Art Fund, Religare Art Fund, etc., but most of them were stopped by the Indian financial regulator.



●
 Korean Art Funds: Star Art Fund, Seoul Art Special Asset Fund, SH Luxury Art Fund, etc..



3rd cycle: 2010 till now



After the art market crash in 2008, most of the art fund projects were stopped and it was only around 2010 that we saw very few new art investment funds projects coming to the market.

As of today, the current offering of investment products investing in collectible assets is very limited. The global art investment fund industry is still a nascent market despite an asset under management increase of 69% in 2012: the global art investment fund market was estimated conservatively to be worth USD1.62 billion in 2012, up from USD960 million in 2011, driven by growth in art investment funds and trusts in China. In 2012, an estimated 83 art funds and art investment trusts were in operation, and 58 of these have been set up in China since 2009[2]
 .




Adding the investment funds investing in other collectibles, such as wines, diamonds, music instruments, jewellery, we estimate that the offering of public collectible investment funds is inferior to 100 worldwide.

In Europe and the U.S., art fund market remained relatively stable in 2012 and new capital has been raised on the back of existing arts funds rather than an influx of new ones. It is clear that those funds with a three to five year track record are finding it easier to attract investors in the current climate. The Fine Art Fund Group had USD200 million under management in 2012, up from USD120 million in November 2011. Other funds such as US-based The Collectors Fund were also looking to raise in excess of USD50 million for their new fund focusing on twentieth-century masters in 2012.

China’s art investment boom slowed in 2012: China’s art fund and art investment trust market raised an estimated USD367 million in new funds in 2012, versus USD506 million in 2011.Chinese investors’ appetite for art investment fuels growth in the global art fund industry. The Chinese art investment fund and trust industry continues to grow, although at a slower pace than in 2011, and reached an estimated USD969 million in 2012.

Although the art investment industry remains a niche market, particularly in Europe, the recent introduction of the Alternative Investment Fund Managers Directive (AIFMD) could change this. This directive provides a new framework that allows previous initiatives to be drawn together within a comparable and structured environment. At the same time, it offers investors safeguards and controls not previously harmonised or, in some cases, that were not even available.

Also as some HNWIs and UHNWIs view art as a pure financial investment and with the growing interest, there should be space for more investment products that offer an indirect exposure to art and other collectibles assets.




Hence art funds and other art structured products have to meet investor expectations by offering proper guarantees, transparency and measures to overcome the trauma caused by the Lehman Brothers and Madoff cases. They need to demonstrate that they have sound organisational structures, both from organisational and legal perspectives. They need to be transparent, explain how they deal with liquidity and performance calculation, adopt a mark to market valuation methodology, and have a track record and a critical mass to gain institutional support.




Art investment funds’ main characteristics




In a nutshell, here are listed the usual main characteristics of an art fund:


●
 
Structure:

 Closed-ended Limited Partnerships (Delaware, Cayman, BVI, Luxembourg, Ireland, etc.) with limited capital raising periods.



In Luxembourg, Art funds are usually structured using the SIF, Special Investment Fund structure. The SIF vehicle is a structure that is very flexible and perfectly adapted to this purpose.



●
 
Investors:

 Qualified investors & Institutional investors.



●
 
Duration:

 5 to 10 years with up to three consecutive extension periods at the discretion of the general partner to permit orderly wind up.



●
 
Fees structure:

 Management fee: 2% and a performance fee: 20% with hurdle rate and high water mark.



●
 
Liquidity / Redemption:

 Funds not traded on an exchange or in the over-the-counter markets. Redemption is possible upon respect of certain notice.



●
 
Transparency:

 Quarterly investors’ reporting and annual audited financial statements based upon third party appraisers.



●
 
Performance:

 Targeted performance between 10%~20% per annum but the current internal rate of return reporting only available on assets sold and the true IRR performance can only be measured once the portfolio is fully realized.






●
 
Valuation:

 each fund uses its on methodology as there is no mark to market valuation possible and there is no standard methodology in place.



●
 
Portfolio management:

 Similar to what applies in the fund management industry: diversification, limited exposure in value and in percentage of total capital, etc.. Also most of art fund managers adopt a traditional ‘buy and hold’strategies with options to hold different art segments for shorter or longer periods and employ a diversified investment approach using more than one strategy simultaneously to realise gains for the fund’s investors. The major Investment strategies typically utilized by art funds are usually the following:



◎
 
Geographic arbitrage:

 exploit differences in price realisation for certain artis ts’ works in different geographic locations.



◎
 
Regional art:

 investing in art from a particular geographic region (i.e., Chinese art).



◎
 
Period:

 investing in a particular period of art (modern, contemporary, impressionist, etc.).



◎
 
Emerging artists:

 centre on the investment in artists that are not yet established and therefore have the potential for rapid price appreciation.



◎
 
Intrinsic value:

 investing in works by artists perceived by the fund manager to be selling at deep discounts to their actual or potential value.



◎
 
Distressed art:

 acquisition of artworks at deep discounts from collectors facing bankruptcy or insolvency (death, divorce, disability, dissolution).



◎
 
Co-ownership:

 art fund acquiring works jointly with other third party investors to share the risk of a particular investment and provide for further diversification of the art fund’s investment portfolio.






◎
 
Showcasing:

 increase the value of the fund’s art portfolio by arranging for the placement of such works in important museum shows.



◎
 
Medium:

 centre on the investment in a single form of media of art (i.e. photography) for which the art fund manager has particular expertise and deal flow.





Pros and cons of art collective investment scheme




The main pros for an investor to invest in a well-managed art fund are the following:


●
 
Effective risk management:

 high portfolio diversification.



●
 
Top class advisory skills:

 clear understanding of market dynamics.



●
 
Effective portfolio exit strategy:

 in-depth knowledge and direct access to private collectors, museums and foundations worldwide.



●
 
Cost effective investment solution:

 economies of scale & control of cost.



●
 
Improved Investment Management:

 clear operational frameworks allowing better investment planning and management.



●
 
Effective Remuneration of Investment Performance:

 carried interest is levied only on distributed capital gains.

Also, as the functioning of fine art markets is complex, it allows those with great inside knowledge to make substantial benefits. Therefore, it is not surprising to notice that the few art investment funds set up so far are in general set up by individuals who spent a significant amount of time in the art markets and are able to negotiate key agreements to lower transaction costs.

Under these conditions, it is most likely that they could deliver announced targeted annual return by profiting from market inefficiencies in order to buy and sell advantageously, by finding interesting opportunities when objects are sold in the event of death, discretion, debt or divorce and by anticipating trends, with substantially less transaction costs.




The main cons for an investor to invest in a well-managed art fund are the following:


●
 Limited control of the asset.



●
 No direct recognition of prestige/social value.



●
 Investment fund structures:



◎
 Medium term investment horizon.


◎
 Limited supply of investment products for retail investors.


◎
 Regulated art investment funds are mostly for eligible investors such as “well informed*” or “qualifying” investors also requiring a minimum investment threshold.


◎
 Investment funds established in lightly regulated jurisdictions could present weak structural features especially in relation to asset custody and segregation, investments valuation, NAV calculation, etc..





What are the main challenges for the development of an art investment fund industry?




They are different challenges for the development of an art investment fund industry.

The first ones are related to the art itself:


●
 Art is a heterogeneous product as artwork are unique.



●
 There is little chance for quick profits for not informed investors.



●
 Art markets are unregulated.



●
 No dividends or interest payments are made to the investor, but it is also the case for other asset classes such as gold or oil.



●
 Art is not highly liquid but other asset classes, such as private equity, are neither very liquid.






●
 Substantially more time needs to be spent to acquire specialised knowledge to be successful with fine art investments than with traditional financial investments.



●
 Higher transactions costs should be expected with fine art investments, especially at the high end of the market which makes art a difficult asset for short term trading.



●
 The risks of fraud and/or forgery exist.

The other challenges usually mentioned are related to the art investment fund itself:


●
 Capital raising continues to be primary challenge as it is very difficult to assess the viability of an art fund. Investors conduct wider-ranging and more in-depth due diligence than ever before. They focus on risk management and transparency and they have governance concerns as the asymmetry of information between investors and managers is greater in art market.



●
 Lack of independent validation and analysis (not all funds are fully transparent) and the lack of mark-to-market valuation.



●
 The lack of a visible track record of the fund industry. Build investor confidence is crucial for future success. If HNW investors gain appetite for art investment but they are increasingly selective and they are slow to commit to start-ups.



●
 AUM for art funds lack the size and scale required for institutional investors.



●
 The difficulty to meet institutional standards and the fact that the art market is not regulated.





Risk management




The art fund needs to demonstrate that it has sounds risk managements measures in place for the different stage of the investment process. As an illustration some of the issues to be covered:




1. Buying processes


●
 Art market expertise needed due to the characteristics of the art market: lack of transparency, inefficiency, high barriers to entry, highly specialized, large transaction costs, low liquidity, made up of a number of different markets, etc..



●
 Investment Process: art acquisitions teams need to get access to attractive deals, mobilize financing quickly, have decision making process in place, prevent conflicts of interest, diversify, have stringent controls governing exposure limits, etc..



●
 Counterfeit Art / Title to Works of Art: due diligence processes and insurances.

2. Holding & moving processes


●
 Transport: specialized shippers, insurances, procedures.



●
 Physical Security of Art Works: specialized storage facilities, insurances, physical checks.



●
 Counterparty risk in case of art in co-investor’s possession and co-invested capital : regular risk monitoring, reporting, on-site due diligence.

3. Selling process


●
 Valuations: internal and external valuation, back testing, transparent methodology.



●
 Value Creation: structural opportunity (cash for distressed seller), structural advantage (timing on acquisition), sector expertise (identifying rising stars and creating value at exit).



●
 Losing money on an investment (or market risks).



●
 Being unable to sell when you need to (or liquidity risks).






●
 Currency Hedging.



●
 Forward selling.



●
 Successful sales.

Valuation is one of the most critical points when offering investment products investing in works of art. How investors can trust the performance announced when there is no transparent art pricing mechanism commonly accepted.

In finance, the price of a financial asset is determined by the market, an index and some specific factors. However, today there is no standardised art valuation methodology and there is no guarantee that the fair price of a work of art is the result of an independent quantitative analysis.

The fair price of a work of art is usually the result of a qualitative analysis provided by expert appraisers using relative valuation, i.e. by looking at how similar assets are priced in the market and at a combination of qualitative aspects of the work of art, the scarcity of supply relative to demand, consumption utility and individual perceptions.

To resolve such impediment, a suggestion made by Professor Michael Moses (Mei Moses®
 family of fine art indices©
 ) could be to define a methodology that combines a qualitative and quantitative approach. This methodology could combine the expert appraiser’s valuation to cover the emotional part embedded in the art price, the auction house appraisal to have a sense of the market and to mark to market the work of art using an index. Mei and Moses research indicates that the single strongest independent explanatory variable of the future price at auction of a work of art is the prior sale price inflated by an appropriate art market index. Their research indicates that art indices can explain 80% of the variability of the price and if you add the hedonic variables you can explain up to 88% of the variability of the price.

It is important that art markets structure themselves by recognising an index, such as the S&P/Case-Shiller home price indices created 20 years ago, and a transparent valuation methodology commonly accepted. As the research on indices progresses and more compelling databases are developed, it is quite likely that soon a family of indices will be used as recognised benchmarks which will ease and increase the use of art as an asset class.




So, risk management policies and appropriate systems will have to be put in place to detect, measure and manage the risks associated with the portfolio positions and the impact of these positions with respect to the general risk profile of the portfolio.

The fund will have to be structured and organized so as to restrain risks of any conflict of interest. The regulator and investors will have to be adequately informed of all delegations made by the Art fund.

If the delegation concern portfolio management, the mandate can only be given to persons or entities which are authorized or registered for the purpose of asset management and subject to prudential supervision. Should this condition not be met, the delegation will have to be subject to prior approval from the regulator.




Conclusion




Beside the aesthetic return generated by art, there are good reasons to consider art as a new asset class. Good art could be attractive from a financial investment point of view over the long run as it could be a store of value that could generate moderate positive real return. Art could also have a low correlation with stocks and bonds which offer diversification possibilities over time and across the business cycle. Art could also provide additional financial benefits such as:


●
 a hedge against inflation and currency devaluation;



●
 little risk of losing your principal if you purchase wisely;



●
 favourable tax treatment depending on the country;



●
 no geographical risk as art can be moved easily.




Finally external forces, such as globalisation, knowledge sharing, democratisation, increased cultural interest or new communication channels, support the growth of the fine art markets, transform it and push for its ‘financialization’. This environment provides room for innovation. New business opportunities are created and some players have already embraced them. Several new different initiatives search to securitise several billions of USD of artwork, such as art investment funds, tradable art structured products or dedicated art trading exchanges. Provided that they are successful, they will substantially increase the market size of art available for indirect investment by liquefying a percentage of the outstanding volume.

So, we could reasonably expect that more art investment vehicles investing in a variety of art genres and emotional assets will come to the market but in order to be successful they have to offer a compelling story and only a select few art market “insiders” have this expert knowledge which is a crucial factor and the ability to leveraged expertise across a deep network of commercial art dealers and art market professionals to identify targeted opportunities.

For investors, due diligence is imperative and a full understanding of tax consequences, legal implications, risk management, market access, etc., is a must before investing in such investment vehicles.

Finally, when dealing with tangible assets, developing these financial activities will have ripple effects on other sectors of the economy. This evolution should create a new era for the art markets and for the benefit of the society as a whole by fostering culture, knowledge and creativity.








[1]
 The Economist
 , 19 September 2009, “Taking flight
 ”, p. 70.





[2]
 Deloitte and ArtTactic, Art and Finance Report
 , 2012.
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E

 xchange traded funds (ETFs) are an investment technology that have become a fundamental component of efficient and dynamic capital markets for over two decades. As an investment tool, they have allowed both individuals and institutions to gain access to a broad range of asset classes and capital markets exposures, all with the liquidity and transparent pricing found on an exchange. Their flexibility and diversity have led to a sharp growth in assets under management, with global ETF industry assets growing 24%[1]
 in 2013 alone.


ETFs are now a key part of global capital markets and will continue to grow as new geographical markets are opened. One of the important drivers of growth is regulatory change.ETFs are regulated by various government agencies, depending on the jurisdiction, and most growing markets have seen a steady move towards broader acceptance and integration of ETFs. However, not all markets are developing at the pace needed to match the growth of their asset base, leaving investors wanting for transparency and market access. Investors seeking best execution require price and volume transparency and the ability to easily transact across borders.

China’s own ETF market is at a relatively nascent stage compared to more established markets, the first onshore ETF was listed in 2005[2]
 but today there are 83[3]
 ETFs listed on the Shenzhen and Shanghai exchanges. The market is gaining assets and beginning to play a greater role in allowing the efficient allocation of capital in China’s capital markets. That efficiency can be enhanced as the market evolves and adopts with some of the characteristics found in more established markets.





An efficient market maker ecosystem, the development of a hedging market and improved custodial and clearing services are needed for developing ETF markets to grow so that ETF technology can be to match the potential of dynamic equity markets.


If China’s capital markets are to take full advantage of these developments the ETF market structure, an evolution must occur. There is great potential for ETFs in China as the regulatory environment continues to evolve, such as the internationalization of the RMB and the expected mutual recognition agreement between Hong Kong SAR and China mainland. Evolving the local ETF market structure would enable onshore ETF investors to take full advantage of this fast growing investment technology.



Market components



An ideal ETF market ecosystem is made up of many different participants that work together to create efficient, fair and transparent trading. Market participants have varying strategies and models that create the ecosystem that serves capital markets and investors. It is these differing objectives of market participants that allow the functioning of the system that once developed, provides a valuable role in the functioning of capital markets.

In more mature markets, such as the US, clients have driven demand for ETFs.Those clients include retail investors, private banks, asset managers, pension funds, insurance companies, sovereign wealth funds, endowments and family offices. Clients require easy access to multiple exposures in addition to timely trades and settlement processes in order to meet their investment goals in a simple and efficient manner.




Brokers act as an agent to trade in the market, through which that all other participants deliver their services to the end user. They act as an agent to trade in the market on behalf of the client, charging a fee or commission for this service. Broker also provides the client with post-trade confirmation and settlement details, in addition to ancillary services such as research and market information and insights. Most brokers can also offer stock lending and borrowing services to clients.

Most ETFs have an independent third party custodian bank that safekeeps the securities.Custodians also provide services such as account administration, transaction settlements, dividends and interest payments processing, corporate action management, tax support, and foreign exchange, charging the ETF manager a fee for these services.

Stock exchanges are the platform on which ETFs trade, ensuring fair and orderly trading as well as the efficient dissemination of price information for the ETF and the underlying securities. Exchanges typically charge a per trade exchange fee, and/or they charge members a licensing fee for listing the product on the exchange.

Market makers provide liquidity, the key feature that makes ETFs so popular with investors. They can be an individual or institution that quotes both a bid and offer price for the ETF, making a profit from the bid-ask spread. They ensure that there is always someone willing to buy your ETF units when you want to sell, or sell units to you when you want to buy. Their service in providing liquidity naturally creates price discovery, efficiency and the bid-ask spread equilibrium, benefiting the investor in providing the most competitive pricing possible.

A developed options and futures market is necessary for market makers to hedge their positions. A market maker builds up considerable positions in the process of providing liquidity, and if they cannot hedge that risk on a derivative market they will eventually become unwilling to build the positions that give liquidity to the ETFs they support.




Authorised participants, or participating dealers, are large financial institutions authorised by an ETF provider such as iShares to create and redeem ETFs in the primary market. Creating and redeeming ETFs involves delivering a specified basket of securities to the fund in exchange for ETF shares and vice versa. This process helps balance the supply and demand of the ETFs in the market and is important in attaining market liquidity equilibrium. Some participating dealers use ETFs as the underlying security to issue derivatives products such as warrants, options, futures/forwards and structured notes. This flow of derivatives, including both OTC and exchange traded instruments, contributes to the liquidity of ETFs themselves as traders need to dynamically hedge their positions to manage their day-to-day risks. Most of the participating dealers are also brokers and ETF market makers, putting them at the centre of ETF liquidity.



Finally, a functioning market must has a non-governmental statutory body responsible for regulating itself. The regulator administers the laws governing the markets, and facilitates the development of the markets. Regulators aim to maintain and promote fairness, efficiency, competitiveness and transparency in the markets, and they act as the police of the market to reduce crime and misconduct.



However, one of the regulator’s greatest tasks is to protect investors, making sure they are informed of the risks they take and understand the mechanics of the market and the products they buy. This is particularly important when products such as ETFs are in their early stages of development and adoption, as they are in China.





China’s market development





China’s markets have undergone steady, progressive change over the past decade, offering investors, both domestic and foreign, a greater range of flexibility and opportunity. The country’s gradual internationalization of its currency has been central to this development, and indications are that this positive transition will continue for the foreseeable future.




And there are still more tasks to be done. At the moment, China’s ETF ecosystem lacks or does not permit, the existence of some of the parties and roles required for a fully-functioning ETF market. Continued capital controls and a lack of clear regulatory guidelines all hinder the development of efficient trading, particularly in the area of liquidity.




Currently, ETFs are used mainly by retail investors in China, in the same manner as mutual funds are used in creating a portfolio. With improved market structure and rules allowing greater flexibility, we believe that ETFs can become a more valuable tool for China’s institutional investors, adding significant liquidity and sophistication to the ETF market. The more clients that are attracted to the ETF market, the greater the incentive for managers to add to the range of products on offer.

Participants in China’s ETF ecosystem tend not to use market makers. To date, the benefits for doing so are unclear to market participants. Under the current system, ETF providers make off-record arrangements with securities firms to market making their funds. This creates bid-ask spreads that are unreasonably wide, or there are no indicative bid-ask quotes at all.

In addition, there shall be a diverse range of futures and options needed by market makers to hedge their positions, which would allow them to hold the inventory to provide liquidity in ETFs. Without inventory, market makers are unwilling to provide bid-ask spreads for ETFs, and thereby provide liquidity. Without a healthy market making function to take the opposite side of any trade, there cannot be a supply-demand equilibrium, and the secondary market stalls.

ETFs need a defined liquid market for their benefits to be most apparent. Through their multiple layers of liquidity, ETFs do not share the same liquidity characteristics as shares. ETF units can be bought and sold on exchange or OTC in the secondary market, or they can be created in the primary market where participating dealers create or redeem units of ETFs according to supply and demand. This means that the measures relevant to define a liquid market for shares (average daily transactions, average daily turnover and free float) are not the only measures applicable to an ETF market.




Market makers in a healthy ecosystem profit by capitalising on the bid-ask spread as well as the premiums and discounts over the ETFs’ NAV.Without these functions the NAV premiums and discounts cannot be minimised, or arbitraged away, so clients may find that they are forced to pay a premium to NAV on purchases or sell their ETFs at a discount to their NAV. This function provides an incentive for market makers to trade the ETF and build its market.

Authorised participants who create and redeem ETFs on an agency basis and charge clients a fee for that service are restricted in China to create and redeem in full creation units rather than odd lots, limiting the accessibility to this service.

The inefficiency in the process of creating and redeeming units also leads to a lack of transparency of the execution of the NAV, preventing clients from trading at a competitive price. Similar to the problem with market makers, any premiums and discounts over the ETFs’ NAV are not minimised or arbitraged away.




Future benefits




ETFs empower investors to buy and sell investment exposures immediately, throughout the trading day, at current market prices which in turn allows for the more efficient flow of capital in markets. When investors trade ETFs, they execute in both the secondary market on the stock exchange and in the primary market which operates through a large set of banks and brokers. This is a valve-like mechanism and it is how the price of the ETF and the underlying assets stay close to one another.

The liquidity and ease of trading ETFs was demonstrated on May 22, 2013, when Federal Reserve announcements sparked market concern about rising interest rates. Investors decided to sell a wide range of global financial assets, and many of them turned to ETFs to execute their investment views. Even where the underlying markets were thinly traded, such as in some fixed income markets, or closed during New York trading hours, such as in many international markets, ETFs enabled investors to move quickly and efficiently to execute their views.




Following that rapid market reaction, in June, 2013, ETF volume soared to about 34 percent of all US exchange volume (according to the NYSE), versus a more typical 25 percent of total volume. This spike was because investors exited the positions they had taken and turned to ETFs in reaction to the Fed’s announcement, again exemplifying the utility and liquidity of ETFs.

Investors turned to ETFs to come in and out of exposures quickly and efficiently in a way that they would not have been able to do using the underlying assets.iShares’ high-yield U.S. bond ETF exceeded $1 billion in daily trading for the first time. The largest emerging market equity fund ETF, which has $35 billion AUM, traded $5.6 billion purely on the secondary market in one day, without recourse to the primary market.

These examples show that ETFs provide investors with tools that can be used alongside single stock holdings, derivatives and futures. This technology has demonstrated in jurisdictions around the globe that it has a role to play in capital marketsand it allows investors to achieve liquid exposures quickly and efficiently.

However, the effectiveness of ETFs during these upheavals in the US market would not have been possible without the developed market maker roles and ecosystem of that market. This is a market function that has developed over considerable time, and while China’s capital markets are taking positive steps towards a more efficient market, its ETF market will not see significant growth until an adequate ecosystem is in place.








[1]
 Data as of December 30, 2013 for Europe and December 31, 2013 for the US, Canada, Latin America, Israel, and some Asia ETPs. Some Asia ETP data is as of November 30, 2013. Global ETP flows and assets are sourced using shares outstanding and net asset values from Bloomberg for the US, Canada, Europe, Latin America and some ETPs in Asia. Middle East ETP assets are sourced from the Bank of Israel. ETP flows and assets in China are sourced from Wind.





[2]
 Shanghai Stock Exchange.






[3]
 Bloomberg.
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 Joined Investec Asset Management as a strategist in December 2002, his current responsibilities include understanding how the shift in the center of economic gravity from West to East is impacting on the world of investment and in particular how it is opening up new investment opportunities for Investec’s global client base.

He began his career working in the Middle East department of Chase Manhattan Bank before joining Anglo American's corporate finance department in South Africa. Michael then worked in the London corporate finance department of NM Rothschild & Sons where his work had a strong natural resource emphasis. Having completed a 4x4 overland safari through Africa, Michael then worked for HSBC-Equator Bank in Kenya for four years. He returned to the UK to work at Baring Asset Management as a director in their emerging markets department, where he was head of Africa and the Middle East as well as heading the natural resources sector, and was also portfolio manager for the Pan African Simba Fund.

Michael graduated from the University of Cape Town with a PhD in Economics. He also holds an MA in International Business and Law from the Fletcher School at Tufts and a BA in Politics, Philosophy and Economics from the University of Oxford.



Investec Asset Management

 A specialist provider of active investment products and services. Established in South Africa in 1991, the firm has been built from a small start-up into an international business. Clients include some of the world’s largest private and public sector pension funds, insurers and corporations, and range from foundations and central banks to intermediated and direct investors. The firm employs 150 investment professionals and has approximately $123 billion asset under management for clients based all over the world. Investec Asset Management is a significant component and independently managed entity within the Investec Group, which is listed in London and Johannesburg.








Executive summary



●
 Quantitative easing has flooded the global monetary system, fundamentally altering the investment landscape.


●
 The excess liquidity awash in the global financial system has corrupted risk free rates, the anchor of modern bond and equity investing.


●
 Current monetary policy in Japan and increasingly in the West reflects central banks fighting the effects of aging populations as seen in falling labour participation ratios.


●
 Spending patterns of older populations have exhibited growing conservatism which may have slowed down the money velocity of circulation.


●
 Capital must find new ‘safe havens’, new RFRs with real yields and so new anchorages of certainty upon which capital can base decisions to invest in both fixed income and equity.

The massive injections of liquidity via quantitative easing into the global monetary system have created a financial ‘Waterworld’. Drawing an analogy with the 1995 Kevin Costner film, this new Waterworld has corresponding climactic changes which impact the investment game. As and when this excess liquidity is withdrawn, both winners and losers will and are emerging. Portfolio managers must navigate their vessels of capital – their funds – through the high seas of risk to ‘dry land’, keeping that capital waterproof on that journey by not only preserving its value but, where possible, adding to that value.







The destruction of RFRs




By injecting near limitless liquidity into the global monetary system and keeping real interest rates negative, Western monetary authorities effectively melted the monetary ice-caps. This flooded the monetary environment and in doing so destroyed the anchorages and moorings that have constituted the foundation of Western investing for the past three decades. These anchorages and moorings are the security of the so-called risk-free rates (RFRs).


When American economist Paul Volcker restored the world of positive real interest rates in 1981, the RFR became the foundation of both fixed income and equity investing. In the case of bonds, positive real interest rates on government bonds helped underwrite the so-called ‘risk free’status of these investment vehicles — capital invested earned a positive after-inflation return. In the case of equities, the RFR underpinned the definition of the cost of capital and the determination of corporate value-added, which is to say real profit and not just accounting profit. But Volcker’s world has not existed since Alan Greenspan, chairman of the US Federal Reserve from 1987 to 2006, moved interest rates underwater in real terms in 2002 (see Figure 14—1).
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Figure 14—1
 US Real Rates






Source: US Treasury.









Monetary policy today




In the post-Volcker world, my interpretation of how monetary policy has evolved in Japan and, since 2000, in the West, is reflective of how central banks have been fighting the effects of economic aging, or ‘demographic decline’. The best metric highlighting this decline is the falling workforce participation ratio (see Figure 14—2).

Declining workforce participation ratios have started to take the heat out of cost push inflation. In addition, the more conservative spending patterns of aging populations may have reduced the ‘natural’ rate of consumption growth, not least because the heretofore assumed-to-be-constant money velocity of circulation appears to fall in line with demographic aging, which, would add to deflationary pressures. Together, these forces may have been misinterpreted as being integral to the Great Moderation, the reduction in the volatility of business cycle fluctuations and lower rates of inflation first noticed in the late 1980s.
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Figure 14—2 Working Age



Sources: MHLW, Goldman Sachs, UBS, Financial Times, Bloomberg, Wall Street Journal.


The first dimension of QE —
 dramatically reduced interest rates to the point of being negative real rates —
 was introduced by the Bank of Japan in the 1990s and copied by Greenspan in 2002. The aim was to boost consumption by encouraging consumers to take on both consumer and government debt and to aid investment by encouraging investors to invest on lower cost of capital. In the West, this happened post-2008, when the consumers’ primary source of collateral, their ATMs disguised as houses (see Figure 14—3), saw prices collapse and by doing so precluded further borrowing. Liberally aided by accommodative central banks, the banking systems narrowly avoided widespread bankruptcy. But since then banks have been unable or unwilling to finance consumer expenditure; instead they have been repairing balance sheets by reducing leverage while also trying to increase their capital bases, usually at the behest of regulators (see Figure 14—4).
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Figure 14—3
 Property Bubble Bursts






Source: McKinsey.



Since 2008, the taking on of further debt has fallen mostly to governments, though companies have also increased leverage often borrowing to finance share buy-backs (see Figure 14—5). Simultaneously, central banks have played a critical role buying a sizeable share of those new debt issued which should have been sterilized but instead monetized. Hence, this dramatic expansion of central bank balance sheets has become the second dimension of QE, an avenue Japan is now also starting to explore.





[image: b14-4]







Figure 14—4
 Debt Issued VS Fed Purchases






Source: Edelweiss Holdings Limited.
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Figure 14—5
 Government Debt Outstanding in Developed Markets






Source: BIS, usdebtclock.org.






All the while, the West and Japan have continued to age demographically; Japan’s labour participation rate peaked in 1992 while the US peaked in 2000. Spending patterns of older populations have exhibited growing conservatism. For example, 55% of private wealth in Japan today is stored in cash, ironically the right option in a deflationary environment. This conservatism may have even slowed down the money velocity of circulation as it appears that retirees turn over their incomes less frequently than younger generations. If so, this would have a profound impact on the Quantity Theory of Money equation which lies at the heart of monetary economics. To date this equation (MV=PT) has assumed that velocity of circulation (V) remains constant. If this is not the case, it would in turn cast doubt on the effectiveness of QE itself.

If this demographic interpretation is correct, QE, especially where it involves the wholesale monetisation of debt, would amount to a frantic effort by Western and Japanese monetary authorities to stop the natural ‘deflation’ of their economies as the size of their workforces starts to shrink as a percentage of total population.Of course, if technological advances and hence improving productivity offset this demographic drag, economic growth would remain healthy. However, this does not seem to have been the case; Japan in particular has now endured two lost decades of growth.

The term ‘deflation’ above is used deliberately. Notwithstanding current Fed chairman Ben Bernanke’s famous 2002 undertaking that he would not let deflation happen in the US.The risk of this appears to be growing, most especially in the Euro-Zone. The massive increases in monetary inflation have not, as many feared, resulted in greater personal consumption expenditure (PCE) inflation. Indeed, the Fed’s preferred measure of inflation is now at a post-World War Two low.




Investment and Waterworld




QE ‘anti-aging cream’ has been so liberally applied by the developed world’s central banks; it has had the unintended consequence of cutting capital loose from its risk-free rate moorings. Some modern era investment practitioners argue that by destroying these anchorages, the monetary authorities have corrupted the world of investment as we know it. This makes proper investment in fixed and equity investment effectively impossible.




I beg to differ. Western monetary authorities may indeed have cut capital adrift from its traditional anchorages and moorings, but they have not destroyed that capital. Survival, even prosperity, is still possible. Returns above annual inflation rates are still obtainable: Keynes maintained in 1930 that a relatively modest 2% real annual return compounded was a sufficient long-term return for the average investor. However, if this anchorless capital wants to prosper in today’s world, it must, as Darwin suggested, adapt to the new environment: Waterworld.


The harsh and frequently unpredictable conditions of Waterworld are unlikely to be the permanent fate of that capital cutting adrift from the old sureties of the Old World. Just as in the film Waterworld, the ultimate destination for virtually all capital is still dry land. The challenge for today’s navigators of capital is first to keep that capital alive or even better allow it to grow on the journey to dry land.



My forecast is that most of this dry land will be located in the ‘new world’. In time, this will offer new anchorages of certainty, new ‘safe havens’, new RFRs with real yields, and so new foundations upon which capital can base decisions to invest in both fixed income and equity. A few anchorages already exist: in Singapore, US dollar returns on Singapore 10-year government bonds are still positive in real terms.


As asset managers, we must see ourselves as the navigators of the vessels full of capital unanchored to the traditional certainties of a positive-yielding RFR. Our challenge is to choose the appropriate vessel, ensure it remains watertight (that capital preserves its value), deal with the winds and currents we encounter on a daily basis and set course mostly for the emerging certainties —
 the new anchorages.

The vessels (funds) we choose and the specific way we crew them (for example, do we employ the spinnaker of currency overlays?) will be critical to our success. So too will be a correct interpretation of the macroeconomic weather conditions we face. As a general rule, the shorter the journey time between the anchorages of the past world and those of the new, the better. But some short cuts may mask hazardous shallows and conceal jagged rocks.




Capital was surely not meant to sail the high seas of risk indefinitely. Dry land is capital’s preferred destination because dry land is where capital prospers most.

What such vessels/funds do we offer investors at Investec Asset Management?


●
 Emerging market fixed income in a variety of formats, including sovereign debt and corporate debt, denominated in both hard and local currency;



●
 Emerging market equities geared to a variety of geographies;



●
 New horizon equities including frontier markets;



●
 African private equity;



●
 Global franchise companies;



●
 Commodity and gold funds;



●
 Currency funds;



●
 Blended funds that draw from the best ideas in the house, with our in-house navigators asset allocating between those ideas.
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 Has an AB in Economics from Harvard College. Scott joined State Street Global Advisors (SSGA) in May 2008 and is President and Chief Executive Officer of SSGA, the investment management arm of State Street Corporation and a global leader in asset management. From 2001 to 2008, Scott served as CEO of Old Mutual US. Scott was one of six senior executives overseeing the worldwide operations and was also a member of Old Mutual's executive committee, where he was actively involved in the development and execution on overall business strategy. Prior to this, Scott held senior management positions at Mellon Institutional Asset Management and The Boston Company Asset Management. While at The Boston Company Asset Management, he served as Chief Operating Officer and Head of Marketing and Client Services.




SSGA


 A globally recognized leader in asset management, entrusted with USD2.38 trillion[1]
 in assets as of March 31, 2014, from corporations, endowments and foundations, third party asset gatherers, pension funds and sovereign wealth funds. These sophisticated institutions rely on SSGA’s disciplined, precise investment process, combined with a powerful global investment platform, to give them access to every major asset class, region and style. As the asset management business of State Street Corporation, one of the world’s leading providers of financial services to institutional investors, SSGA’s global reach extends to 9 global investment centers and has offices in 27 cities worldwide. SSGA combines a depth of experience with advanced research capabilities to manage client-focused solutions, including broad based to highly-specialized passive and active strategies. SSGA has also attained ETF industry leadership, with SPDR®
 , including first-to-market launches with gold, international real estate and fixed income and sector ETFs.








A
 review of how the global asset management business has grown over the past 35 or so years yields some parallels between the industry’s evolution and that of State Street Global Advisors (SSGA). Both are now very different than when they began, although the growth, and business model that supports it, has in many cases differed. Likewise, the growth of SSGA may be taken as a broad example of how the industry as a whole has evolved, although it is uniquely positioned among its peers as a result of a continuous rethinking of its strategy and approach.

The lessons learned by SSGA, its client-centric model and how it does business today and intends to do tomorrow can yield much useful information. The best way to encapsulate and distill SSGA’s experience is by looking back at its history from inception, where it finds itself now relative to client relationships and how these and other industry factors are likely to lead it in the coming years.

To do so, we will present in summary the growth of SSGA in chronological form, with four broad internal growth areas assigned to each period.


●
 1978 — 1989 (the growth of indexing and cash management);


●
 1990 — 1999 (the era of global expansion and product diversification, led by ETFs);


●
 2000 — 2007 (the data revolution and the pension fund investments); and


●
 2008 to the present (post-global financial crisis and the development of integrated solutions).







1978—1989: The inception of SSGA and growth of indexing in context of the bull markets




SSGA was founded in 1978 as the asset management division of State Street Bank and Trust, one of the world’s oldest fiduciary institutions founded in 1792. Yet with USD25 billion in assets under management in 1980, today SSGA has more than USD2.4 trillion in assets under management, which has come about not through mergers and acquisitions, but through organic growth and by spotting and taking advantage of trends in the industry throughout these years.

To a large extent, the factors that characterized the markets’ growth in these years also favorably impacted SSGA. It undoubtedly was “in the right place at the right time”, with equity markets in 1980 recovering after four years of a bear market. These markets were poised for an astonishing run that lasted far longer than anyone would have thought at the onset. From roughly 1980 to the early years of the millennium, the markets returned 15% per annumon average, even with “Black Friday” and other market corrections factored in. There was, in other words, an almost relentlessly upward slope for equity investors during this time.Also present during the 1980s was a long-term decline for fixed-income interest rates, leading to price appreciation in bond markets, making this era an ideal time to participate in these markets as well.

During these years, SSGA typically managed roughly 50% of its assets under management in equity portfolios and the remaining 50% in cash and fixed income portfolios.

And yet, other asset managers also had these market advantages but did not enjoy SSGA’s success for a number of reasons. One was that SSGA’s approach was not only evolving in response to market performance, but also in anticipation of enhancing institutional clients’ portfolio performance. Knowing that no single product can resolve all the issues clients encounter SSGA was beginning to think about capital market allocations at that time.




Here it bears noting that although SSGA’s business model evolved continuously early on —
 as indeed it continues to do today —
 one focus has remained a constant since its inception. Its goal has never been just to be an industry leader but something else, the premier partner for its clients. To put it another way, SSGA listens to and engages with its clients. This, more than anything else, has made the difference.



The rise of indexing and passive management




The theoretical support that launched passive investing, and indeed the entire indexing industry, had been formulated by Vanguard just a few years before in 1976 SSGA and Vanguard soon became the two most prominent indexers. SSGA focused on institutional segment while Vanguard focused on retail segment. The S&P 500 Index became the de facto “market portfolio”, and the first mutual fund was launched. SSGA followed in 1978 and 1979 with what are now some of the world’s most-recognized funds, the S&P500 and MSCI EAFE funds. These are the most heavily invested-in funds in the world now. And on the cash management side, 1978 also marked the year that SSGA launched its Short Term Investment Fund, targeting custody clients with an alternative cash sweep vehicle. This fund is still in operation today, with more than USD400 billion under management for institutions, sovereign wealth funds, central banks and retail clients.


These years were characterized by the search for a low-cost solution for clients that also would provide them with efficient “beta” market exposure in a low-cost manner, especially as active managers were then charging clients between 80 and 120 basis points on average. One answer SSGA came up with was to use indexing in a way that gave clients access to investments in a vastly more robust manner, allowing them to sample and track entire classes of securities. As such, these years marked the beginning of institutional acceptance of indexing.

SSGA’s role often was that of an educator, to explain to clients and colleagues the theoretical and practical benefits of passive investing. Prior to its advent, investors had no choice but to actively select stocks: “buying entire market exposure”was not even a concept. But with indexing, investors can access the growth opportunities of an entire market in a cost-efficient way. And indexing was the perfect tool to take advantage of the equity markets’ rise. SSGA was a pioneer in this. This tremendous innovation in the search for low-cost beta exposure in a cost-efficient manner not only improved clients’ returns but also SSGA’s business. This remained largely the case through the 1990s.




At the end of the decade, SSGA’s assets under management stood at USD57 billion.




1990—1999: The era of global expansion and product diversification led by ETFs





In the 1990s, in industry-wide terms, the period was characterized by a commitment to increased globalization and cross-border investment. The decade also saw the rise of investment consultants and an attempt to classify funds by segmentation (e.g., the “9 boxes”). Investors became interested in broader benchmarks — largely through promotion by these investment consultants — across all market segments: large cap, small cap, mid cap, non-US, emerging markets and more.



For SSGA, these trends translated into continuing to look for further client opportunities in both product diversification and global geography. Our first non-U.S. office opened in London. During the early and mid 1990s, we continued to expand our global presence with the opening of investment centers in Paris, Sydney, Hong Kong SAR of China, Tokyo and Montreal. This followed a clear trend of globally oriented asset management firms taking more and more share of the market overall in this decade. That SSGA is a truly global firm — with a presence now in 18 countries and 27 cities worldwide — is a reflection of this emphasis.


SSGA has client-centric model and sensed client appetite for broad market exposure and instruments that could be traded more actively and with broad liquidity. One of these instruments turned out to be another SSGA product innovation whose growth in still shows no signs of slowing in terms of investor appetite.






The rise of exchange traded funds




At SSGA during this decade, it was a period of great innovation, on a scale that was at that time unprecedented. Here again, although SSGA take pride in that growth, it should be noted that it was undertaken in concert with what it anticipated —
 correctly, as it soon turned out —
 would be sustained institutional interest not only in international markets, but also in new product that afforded easier access to hitherto-unavailable direct investment opportunities, namely, exchange traded funds (ETFs, see Figure 15—1).
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Figure 15—1 Global ETP Assets


This was the decade when SSGA created the world’s first exchange traded fund, the SPDR S&P 500 Fund (SPY), in 1993. Two decades on, the ETF business is now a USD2.5 trillion industry, of which SSGA’s share is more than USD400 billion. In fact, they represent one of the fastest-growing investment vehicles of all time. SPY is the single-most liquid and heavily traded fund today and is more popular than ever, earning clients stable returns against its benchmark.

SSGA thinking was that this particular ETF could access passive exposure to the S&P 500 Index in a liquid, low-cost and transparent way. SSGA since has developed many other ETFs to do the same across multiple segments of the equity, fixed income, currency and commodity markets. These index products have led to an increasingly precise ability to “slice and dice” the investment universe, allowing investors to construct portfolios that are resilient across market cycles.




In the past 15 years, the demand for ETFs of every stripe has exploded (see Figure 15—2). At present, Blackrock, SSGA and Vanguard are now the key players in this space. It is fair to say that ETFs have changed the way investors think about investing, allowing them low-cost entry, flexibility and a chance to take part in every market sector as well as access to inexpensive beta. This may seem ironic, given that at first there was not a lot investor acceptance of them.
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Figure 15—2 ETF History




The Tracker Fund of Hong Kong



As the decade drew to a close, in another singular achievement, SSGA in 1999 worked closely with the Government of the Hong Kong Special Administrative Region (HKSAR), who had acquired a substantial portfolio of Hong Kong shares during a market intervention that grew out of the Asian Market Crisis, to gradually dispose of these shares with minimal disruption to the market. To meet their special needs, we worked with the HKSAR government and the Hong Kong Monetary Authority (HKMA) to produce a stock-neutral solution, which led to the creation of Asia ex-Japan’s first ETF: the Tracker Fund of Hong Kong (TraHK).




With an issue size of HK$33.3 billion (approximately USD4.3 billion), TraHK’
 s initial public offering was the largest ever in Asia ex-Japan at the time of launch. This solution not only met the requirements and shifted the balance of share ownership from the Central Bank to institutional and retail investors, but also added significant depth to Hong Kong’
 s capital markets. Today the Tracker Fund is the largest Asia ex-Japan ETF by assets anywhere, and serves as an example of how listening to clients has benefited SSGA not only within, but across, client segments, allowed SSGA to be a major player in this important market and its reflective of a great multi-party relationship.


Additionally, the partnership we struck with the HKSAR and the HKMA in many ways was the genesis of another important SSGA evolution. Its Official Institutions Group (OIG) started the following year, and has since has grown into a USD430 bill5ion business. Sovereign wealth funds and central banks in particular benefit from the OIG’s capabilities. And the collective intelligence and research that repose within it mean SSGA an offer insight to clients worldwide as to what these two important groups focus on, in turn informing other clients’ decisions.


At the end of the decade, SSGA’s assets under management stood at USD667 billion.




2000—2007: The data revolution and the move toward defined contribution investing





When the phrase “big data” is mentioned, many generally associate it with a technological aggregation effort that has taken off only in the past few years. Yet much earlier on, in the first decade of the millennium, the importance of what big data and technology could provide became well known at SSGA. The need for an efficient way to process the growingly complex world of data became even more apparent in this decade with SSGA’s expansion across global markets and asset classes.





Once again, we looked at the challenges facing clients and saw that, coupled with the previous decades’ product and geography advances, a more aggressive and precise application of technology could yield more opportunities, for us and them. Consequently, during this decade SSGA built out its technology to allow experts to synthesize the enormous array of data now available and develop new strategies that leveraged what was never before possible.

At the time —
 just after the dot-com crash —
 overpriced securities suddenly became attractively priced, even in the face of reduced investor appetite and risk-taking. Subsequently, the tragedy of 911 also heightened investors’ aversion to risk. SSGA saw this pull-back as an opportunity to scale its business, however, as many of its peers had reined in technology spending. SSGA did not. Instead, we continued to scale with the technology advances.


On one hand, we use technology to improve the investment operation. As an example, there are now roughly the same number of people on SSGA’s core equity beta team as there were a more than a decade ago, but this group now manages three times the number of assets it had then and has four times the number of accounts. Within the team, portfolio managers can manager any accounts in any location.


On the other hand, we also used new technological prowess to outperform the market through active quantitative strategies.

SSGA’s Global Active Quantitative Equity team is dedicated to systematically identifying market inefficiencies to access alpha generating opportunities. The team’s philosophy that all capital markets exhibit inefficiencies to one degree or leverages on the firm’s strong technological capabilities in helping to identify whether or not these inefficiencies can be exploited. We believe that these market anomalies can be captured by the use of a systematic investment discipline incorporating uncorrelated security evaluation measures that display predictive power over the long-term, while also having the flexibility and nimbleness to adjust these measures systematically dependent upon the prevailing macroeconomic environment. Returns in excess of benchmark can be generated when this process is applied with an appropriate level of risk controls and both a long-term and near-term perspective in systematically evaluating equity securities. During that time, SSGA became one of the leading quantitative investment managers.






The move towards pension fund investments



This was also the decade that saw some of the largest retirement plans respond to US pension reform and a variety of economic and demographic pressures by shifting their liability management and placing more of the investment risk onto retirement plan participants. The traditional defined benefit (DB) model of a company paying a lifetime employee a pension was fading quickly. As companies, many of which were SSGA’s clients, made the shift from a DB to a defined contribution (DC) model, SSGA shifted along with them, greatly expanded its DC offerings among plan sponsors and intermediaries alike and achieved a broader client base in the process. This meant cheaper, more liquid and transparent offerings.

But the sheer number suddenly available overwhelmed invest investment officers of the companies. In response, they tended to default to company stock, which was not always a good move. (For example, Enron employees suffered a USD2 trillion loss in pension funds even as SSGA was entrusted, managed to recover USD85 million.)
 Another large “default” allocation was to cash.

In the face of these less-than-ideal choices, SSGA pioneered a unique target date retirement fund to offset this, allowing investors to build a de-risked portfolio. SSGA is now one of the industry’s largest managers of these type of funds, which themselves have served as large drivers for institutional investor behavior all over the world. Target date retirement funds are in fact now increasingly sponsored by governments as well. And of course the DC universe as a whole now outranks the DB universe by a steadily widening margin.




At the end of 2007 and just prior to the worst of the global financial crisis, SSGA’s assets under management stood at US$1.98 trillion.




2008 to the present: Post-global financial crisis and the development of integrated solutions




And then in 2007 came the global financial crisis. This market crash was greater in Western than in Eastern markets, but still was responsible for trillions of dollars of losses and the collapse of several important financial institutions, affecting both retail and institutional investor s alike.

For SSGA, it proved an opportune time, largely because of the firm’s ability long-held insistence on engaging clients and educating them about risk and diversification. This core aspect of SSGA’s culture was a key differentiator from many of its competitors, and SSGA thrived in this period.

Our approach focused on helping clients de-risk portfolios in two ways. Firstly, by moving away from active equity (which in those days was suffering from significant underperformance and high correlation) and into index funds, investors were able to access market exposure at a low cost. It also helped that because the times demanded a premium on liquidity —
 especially in fixed income markets —
 index funds were ideally suited to provide this advantage.


Secondly, our research showed that under stress (such as during the crisis), the correlation for various assets in a highly diversified portfolio increased substantially when the market fell, thus losing the benefit of risk diversification. Consequently, benchmarks’ relative returns faded and were replaced by a clamor for absolute returns-based outcomes. Questions were asked along the lines of how exposures balance out and whether there even is an absolute return available. This led to another evolution in our model: SSGA offered these clients more sophisticated solutions to dampen risk. Strategic allocation, tactical allocation and risk management became the progenitors of what is now our solutions-based approach. One such compelling solution included the Managed Volatility strategy which aims to achieve a higher risk adjusted return than corresponding market-cap indices by trying to reduce portfolio’s overall risk without sacrificing return. Another is SSGA’s Target Volatility Trigger (TVT) strategy which dynamically adjusts the exposure of risky assets within a portfolio in order to target a level of portfolio risk. The objective is to improve portfolio efficiency by providing a commensurate level of return relative to strategic benchmark, while reducing the total realized volatility.







An integrated solutions-oriented approach



This holistic approach married passive with active and alternative strategies, not singling one out over the other (a move which can be the single biggest destroyer of wealth if there is a tail risk event or downside relativity). Instead, it blended all three into one approach, to be used as a portfolio warranted. As the case for providing risk-adjusted returns became more compelling over time (even if these returns are incremental), the wisdom of this tactic was soon embraced by investors and those few assets managers with the ability to deliver a solutions-based approach.

In 2011 SSGA began managing these multi asset-class solutions for clients to manage tail risk. What was initially USD140 billion in assets under management in these strategies is now more than USD185 billion in assets under management and the team has grown from 40 to more than 70 people who function with a global mandate. This group has a unique tripartite structure, with one sleeve focused on managing portfolios with an eye on risk management, another conducting strictly quantitative research, and a third providing fiduciary services.

Last year, this Investment Solutions Group completed more than 70 customized projects for clients across topics such as asset allocation, alternative index, and risk management, and is on pace this year to more than double that number of engagements. This approach of customized research, analysis, and product design provides a more meaningful recommendation to clients, and they also benefit from access to SSGA’s research agenda and skilled researchers. The question we asked ourselves was: “Are we positioned to deliver against clients’ demands for risk management by building and managing portfolios that embrace a solutions-oriented approach?” If SSGA was not, we’d essentially be functioning only as a “parts provider”, offering less than comprehensive management and diluting the return on our business.






Solutions more than products: the core business going forward



It is clear that clients now face a greater need for decisive counsel and actionable ideas. The conversation has shifted from one that starts with products alone to one that focuses on a better understanding of objectives and finding the best ways to meet those goals. With an ever growing number of clients, our performance is judged less in terms of a benchmark and more in terms of absolute return necessary to achieve their objectives. It is of enormous consequence to the industry that we see this reflected in the fact that the perspective of the investor is moving away from meeting or beating a benchmark and more toward the absolute return necessary to achieve objectives. This now forms the core of SSGA’s relationships with an ever-growing number of clients.

This type of relationship between asset owner and manager is a level of engagement that is coveted by many but hard to achieve. To be successful, firms need to have a level of breadth of investment views and capabilities while also organize in such a way to deliver this expertise in an effective manner. It goes beyond the typical relationship and demands a strategic partnership. This partnership can talk on different forms and even evolve over time. At SSGA, it has long been in the culture to have a client focus in their interactions with clients, and have a long history of innovating for and with clients on investment strategies to meet their needs. However, the discussions need to be beyond just product ideas and towards strategic solutions.

This shift away from serving primarily as a provider of first index funds, then ETFs provider did not happen overnight of course. At the same time it should be noted that SSGA was one of only a few firms capable of making this shift. Many factors went into the shift, and one thing we had that was not a constant across the industry in 2011 was were excellent asset managers.




And the transition has already paid handsome dividends in terms of growth and client opportunities. To cite just a few facts: Some 60% of the world’s top 100 pension plans are SSGA clients, and 40% of the top 1 000. SSGA now manages USD430 billion in official institutions business. We have the second-largest exchange trading fund platform in world. At the same time, all of these clients are looking for insight, research results and engage with industry thought leaders. And by clients, it means not only institutional ones, but advisors, financial intermediaries and others in the retail/advisor-driven business, which is growing in importance for us.

There have been many benefits to this approach. At the top of the list is deeper engagement with clients and being able to help them achieve better outcomes. It also allows us to drive innovation across the organization, as the questions we ask and are asked and the solutions develop are often the genesis for strategy development and product ideas that can help others For SSGA, the common theme through these evolutions has been three-fold: continual innovation, continual reinvestment and continually putting the client first.

At the end of 2013, five years after the height of the crisis, SSGA’s assets under management stood at USD2.34 trillion.




What will asset managers need in the next decade?




In terms of priority, we offer the following as items an asset manager will need to bear in mind in the current and foreseeable investment environment.




1.


 
Talent:

 The ability to attract and retain talent, to provide clients with a solutions-driven answer; clients want to see this in action and also have an intelligent conversation with a manager who is an acknowledged thought leader.








2.


 
Flexible Solutions:

 The ability to access active, passive and alternative strategies flexibly and as needed to deliver outcome-oriented solutions; all of the “building blocks” need to be in place.





3.


 
Strong Partners:

 If not, the ability and willingness partner with best of breed providers to package products for specific channels, such as intermediaries. For example, SSGA has partnered with Blackstone and GSO (to launch the first actively managed bank loan ETF), MFS (to launch three actively managed equity ETFs), Nuveen (to sub-advise municipal bond ETFs) and Clarion RE (to launch an actively managed REIT fund) to deliver sophisticated solutions, We know our core competency and will partner when the need arises. This allows us to grow the business honestly.





4.


 
Future Focus:

 The determination to focus on where you believe you can compete and win. SSGA believes our future focus will be on DC, official institutions (especially in developing markets), and financial advisors.





5.


 
Technology:

 The ability to continue to invest in technology and infrastructure to attract and retain talent and pay people competitively. This creates efficiency that energizes talent. The best managers need efficient tools and will leave without them.





6.


 
Culture:

 The ability to create a culture of accountability, in which everyone is invested. For example, SSGA’s managerial compensation is measured by whether its managers can command low commissions, low transactions and liquidity. This, in turn, creates a healthy culture of accountability.





7.


 
Efficiency:

 The ability to remember that regulatory oversight will continue to cost more, and clients will expect more for less. So leverage your resources accordingly.





8.


 
Competitive Advantages:

 The ability to know what you genuinely are good and also what you are not good at, and make a determination between them. Do not waste resources on things you do not do well, and remember that there is a certain amount of discipline needed to stop doing things you are better off not doing.








9.


 
Trust:

 The ability to never forget you are managing your client’s money, not yours. This is a trust-based business and you must demonstrate your ability to capture and retain that trust. Even as reputations take decades to build, a client’s barrier to entry and exit is low. If clients lose faith, they will leave. This is the norm. So continue to build trust and act as fiduciary. At SSGA’s, our own profit margins must and do take a back seat whenever a client relationship is under review.





10.


 
Excellence:

 Doing good and doing well are not mutually exclusive in this business.


Using the above as our own “lessons learned”, one can see how SSGA’s product, service offerings and internal investments in technology and people evolved over time not only as a response to both a shifting industry landscape and rapidly changing investment environment, but more importantly, to reflect client needs. And as they did, our business grew as a result. There is a direct, positive correlation between these actions and their outcomes and the status of SSGA today is proof of this.








[1]
 This AUM includes the assets of the SPDR Gold Trust (approx. USD33.8 billion as of March 31, 2014), for which State Street Global Markets, LLC, an affiliate of SSGA, serves as the marketing agent. Please note that AUM totals are unaudited.
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 Director of Public Affairs of KKR Asia Pacific. Responsibilities encompass government affairs and public policy, public relations, ESG (Environmental, Social and Governance) in the diligence and investment process, and corporate engagement, with a focus on Impact Investing. Elected three terms as Chairman of APCAC, which comprises 25 member chambers from across the entire Asia Pacific region. APCAC represents the business interests of the American chambers of commerce in Asia in Washington, DC and throughout the region.
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Xiang Li

 (Beijing) Joined KKR in 2009. He has been actively involved in advising on investments in CICC and VATS. Prior to joining KKR, he was a Managing Director in China Investment Banking at Goldman, Sachs & Co. where he was responsible for client and government coverage and transaction execution for large state-owned enterprises and private sector companies. Li also worked for over ten years at the National Development and Reform Commission, which is a central government ministry responsible for economic development and policies. Li holds a BA in Economics from the People’s University of China, School of Business, and a MS with distinction from the University of Southampton School of Management in the United Kingdom.






KKR

 A leading global investment firm that manages investments across multiple asset classes including private equity, energy, infrastructure, real estate, credit and hedge funds. KKR aims to generate attractive investment returns by following a patient and disciplined investment approach, employing world-class people, and driving growth and value creation at the asset level. KKR invests its own capital alongside its partners’ capital and brings opportunities to others through its capital markets business. references to KKR’ s investments may include the activities of its sponsored funds.











K

 KR is committed to responsible investment in its operations after witnessing how its decisions can affect companies, communities, and individuals. Members of KKR believe that by including environmental, social, and governance (ESG) considerations in its investment decisions, it is a smarter, more conscientious investor.



ESG considerations are becoming increasingly important to local businesses and multinational corporations alike as corporate objectives have progressed from solely creating shareholder value to supporting shared value for multiple stakeholders.


KKR’s approach to investing has evolved to incorporate these societal considerations into its day-to-day decision-making processes. As part of this approach, KKR has actively invested in businesses which provide solutions to challenges faced by governments, societies and local communities. It is good business to bridge gaps in the market and benefits society. Providing necessary services that benefit local communities is a win-win.

Governments around the world are increasingly embracing non-government solutions providers to address societal challenges such as those related to pollution control, food safety, healthcare, and financial inclusion. Businesses that provide the innovation, technology and operational foresight to remedy these societal issues have opportunities to expand their enterprises.


Responsible investment correlates to business performance, it provides a solid foundation for the investment industry to build on and private equity plays a central role.






Across its global portfolio, KKR has invested and partnered with businesses that look to bring a business solution to a societal challenge. In particular, China is home to many entrepreneurs who look to do well by doing good, paralleling China’s own objectives to foster a more harmonious society.


Among KKR’s investments in China, Asia Dairy, COFCO Meat, Far East Horizon, Modern Dairy, and United Envirotech Limited exemplify leading Chinese businessmen and businesswomen who are looking to have a societal impact. KRR is proud to partner with them.




KKR’s Commitment to ESG and Responsible Investment




KKR recognizes the opportunities to do good business while also doing well for society, this is the foundation of ESG. The firm’s founders, Co-Chairmen and Co-Chief Executives Henry R. Kravis and George R. Roberts, established KKR in 1976 based on a unique spirit of partnership, a shared sense of ownership, and a strong set of core values. The original core values are still ingrained in the organization today and are fundamental to how KKR does business, including how it manages ESG considerations throughout its private equity investment process. Members of KKR believe that these values and commitment to responsible investment are essential to creating sustainable value (see Figure 16—1).


KKR can access operational tools, resources and global networks which can then bring best practices to its companies by taking a holistic approach to its relationship to the larger Chinese society. ESG issues can vary significantly and include a number of aspects, such as the way a company manages environmental impacts of its business on society, to the way that it engages with its workers and supply chains, to the transparency and integrity of its governance processes. These issues can affect a company’s bottom line directly, through raw material or labor costs, for example, or indirectly, through factors such as the company’s stakeholders, including employees, investors, regulators, or communities.
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Figure 16—1 ESG


When KKR addressed its own priorities for investing, it’s important to leverage the private equity model to create positive change. Like most private equity investors, KKR takes a years-long view on a company’s wellbeing. This gives the firm the time to make incremental changes to portfolio companies’ operational, consumption and supply chain systems and respond to the results.

KKR’s approach to ESG management begins by integrating the evaluation and management of ESG issues in both the diligence and ownership phases of an investment. This approach is highly customized, collaborative, and results-oriented. For certain companies, KKR responds to individual ESG-related needs or requests as part of an individually tailored plan; for others, it partners through proactive ESG programs that address companies’ environmental performance, sourcing responsibility, and worker wellness, among others.




Specifically, KKR’s core considerations to maximize its ESG efforts globally include:


●
 
Relationship-building.

 KKR learns from its stakeholders, including fund investors, portfolio companies and non-profit partners, to constantly improve its ESG-related impacts.



●
 I
 
nnovation.

 KKR encourages fresh thinking and creativity to address company challenges and societal needs as a global solutions provide
 r.


●
 
Accountability.

 KKR annually reports on key performance indicators relevant to its business model and material issues. This is done through a series of organized announcements and communications.



●
 
Teamwork.

 The power of partnership is a strong theme at KKR, and members of the firm strive to work proactivity and collaboratively across geographies and departments to achieve the best results in the management of ESG.



●
 
Integrity.

 KKR aims to integrate and apply ESG considerations consistently and carefully throughout its private equity investment process.

These collective values help to keep members of KKR’s investment teams concentrated on the wider picture and make choices that are consistent with the firm’s prerogatives (see Figure 16—2).

This is important within Asia Pacific because setting the bar for ethical business standards in communities and aligning KKR’s goals with those of local regulators has created favorable opportunities for governmental partnerships and new unique investments.
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Figure 16—2 Creating Sustainable Value





KKR’s Global/Local approach in China




KKR’s local-market investment thesis centers on understanding the culture and the issues where it operates. Across Asia Pacific, nearly all of KKR’s investment professionals are nationals from the countries where they are based, which gives KKR the essential knowledge of the language, culture and landscape of each market where it conducts business. Combined with the firm’s global franchise and expertise in bringing value beyond capital, KKR’s global-local proposition takes a holistic approach to improving companies.

From KKR’s China headquarters in Beijing, professionals have brokered strong relationships with business owners to advise them on companies’ expansion, suitable capital structure, supply chains, and operational best practices. These lessons are reinforced by KKR’s global network of portfolio partners spanning approximately 30 industries: lessons learned at healthcare companies such as Biomet in the US or Ambea AB in Sweden have benefitted China Cord Blood, the first and largest umbilical cord blood banking operator in China.





Further, KKR executives approach opportunities with the view that China’s capital markets are underdeveloped, creating an opportunity for private capital to fill the void. This goes hand-in-hand with KKR’s thesis that strong opportunities exist in China’s burgeoning services sectors, including healthcare, logistics and transportation. These target consumption-driven opportunities with long-term growth potential, and KKR’s capital and network of professionals that provide operational expertise give companies the essential tools to take their business to the next level.


These core themes have created opportunities to invest in a number of landmark or innovative transactions that include Far East Horizon, China’s leading financial leasing firm catering primarily to SMEs; Modern Dairy, China’s first large scale dairy farm; and United Envirotech, a leading player in the most advanced membrane technology-based water treatment sectoring China.



Responsibility to communities



Opportunities to work with companies such as these also give private equity investors extensive influence in China’s society, making ESG management and responsible investment all the more crucial.

KKR’s portfolio partners in Greater China alone employed more than 28 000 people by year-end 2013. Between the time of investment and year-end 2013, KKR has helped to create nearly 8 000 new jobs across each of these investments. The decisions that KKR makes touch the lives of portfolio companies’ employees, their families and the communities in which they live. KKR and its private equity peers have a responsibility to be mindful in the way that they approach business management.

Ethical investment and business management spans the way a company manages environmental aspects such as water, waste and energy use, as well as the way it engages with its workers and supply chains. KKR examines companies’ transparency and governance processes, as well as employee inclusion. These verticals can have a significant impact on their overall health and well-being of an organization, as well as companies’ employees.




Likewise, governments across the region increasingly recognize how businesses can address societal needs. Understanding public interest can provide KKR with context for its investments in China, Asia, and globally, and KKR seeks to partner with businesses in a way that provides solutions to critical societal problems.

KKR’s commitment to solutions investing in China is exemplified through a handful of partnerships that address issues of food safety, pollution and economic inclusion. Through the years, investing behind this responsible investment thesis has opened the door to new opportunities as KKR solidifies its reputation as a solutions provider. This has laid the foundation to continue strengthening its relationship with regulators, state-backed sponsors and community leaders, which in turn has created more investment opportunities.

This has created a winning strategy for both KKR and the communities where its companies operate, and this model can be replicated by other investors seeking greater opportunities.




A look into Responsible Investment






A focus on food safety



One of KKR’s earliest transactions in the responsible investment space was with Modern Dairy, a company that helped set a high standard of safety for China’s dairy industry at a time when consumer confidence was at a low level.

Modern Dairy, formerly known as Ma Anshan Modern Farming Co., provides safe, healthy dairy products on a large scale in China. KKR first invested about USD150 million for a minority stake in Modern Dairy in December 2008. At the time, small dairy farms across the country were responsible for the bulk of China’s dairy production —
 a system that made it difficult for consumers to track the safety and quality of their milk. KKR saw opportunities as the dairy industry embarked on a consolidation phase.




Yet food-safety fears escalated with the onset of the 2008 melamine scandal, which saw contaminations in China’s dairy supply chain result in tainted infant formula. This ultimately claimed the lives of six children and hospitalized hundreds more. The need for fresh, healthy, and reliable dairy products rose to new heights.

Modern Dairy sought to address these concerns, and was founded in 2005 with a vision to create a professionally managed, large-scale dairy farming company that would meet the public’s demand for safe and high-quality milk. KKR, which saw opportunities in bringing global best practices into China’s dairy industry and assist in the sector’s consolidation, also saw Modern Dairy’s core thesis aligned with its own.

To achieve Modern Dairy’s goal to modernize and improve its milk production, KKR provided important operational support, expertise, and capital to the company. Additionally members of KKR Capstone, an independent team of operational-improvement experts that work exclusively with KKR’s portfolio companies, spent 16 months on the ground working side-by-side with Modern Dairy’s management team to identify and implement operational efficiencies and productivity improvements. Members of KKR and KKR Capstone additionally enhanced the company’s management, performance monitoring, budgeting, internal processes and risk management, staying true to KKR’s mandate of injecting operational value to its portfolio companies.

Further, KKR worked with Modern Dairy on its environmental initiatives with the aim of helping the company reduce electricity and water usage on a per cow basis by at least 10%, and to increase the utilization of bio-gas electricity generation.

In addition to helping Modern Dairy achieve its long-term operational goals, KKR also advised the company on maintaining strong milk safety and quality-control standards. The team started by enhancing Modern Dairy’s design for the tightening of disease and food safety measures in key performance indicators (KPIs) and management incentive plans. The company set up an outside advisory board and implemented stricter-standard operating procedures for disease prevention and food safety. As a result, milk bacteria count was reduced by 80% to approximate only 1/200 of the China national standard.




Modern Dairy took advantage of the consolidation trend to meet its expansion goals. In 2008, Modern Dairy had a herd of 24 000 dairy cows and three farms; five years on, the farm had a total herd of approximately 180 000 dairy cows and operated 22 farms. Each of these farms follow similar designs for pasteurization and disease control, making Modern Dairy’s milk more easily traceable and gives management more clarity on corruptions in the supply chain to ensure a safer and better-quality product.

Modern Dairy’s success also positioned KKR as a preferred partner to continue helping China meet the demand for safer and healthier milk. Even by 2014, this mission remains necessary as China’s dairy farming industry is still fragmented and under-developed. Helping Modern Dairy meet international best practices with strict controls through its entire manufacturing process has already helped make an impact.



From Modern to Asia Dairy



KKR built on its strong momentum with Modern Dairy to lead a newly formed joint venture in 2013 to deliver premium raw milk to Chinese consumers and continue introducing best practices to the industry.

The joint venture, called Asia Dairy, further provides a replicable template for sector peers, recognizing that there remains a social need to provide quality milk products. Like Modern Dairy —
 now a partner in the new venture —
 Asian Dairy looks to adopt the same farming model to enforce quality and transparency within each of its farms. At the time of announcement in September of 2013, Euromonitor noted a 34% compounded annual growth rate for premium dairy product demand over past five years, due to continued consumer concerns with food safety and increasing health awareness. Yet despite the strong growth, China’s per capita liquid milk consumption is less than 10kg per year, compared to 32kg in Japan and 78kg in the United States.




With the new venture, KKR focused on many of the successful initiatives as it had enacted with Modern Dairy. Specifically, it helped develop a plan for Asian Dairy to build two 10 000-cow farms over a two-year period. The farms are located in the ShangheCounty of eastern China’s Shandong Province, which has suitable climate conditions for dairy farming and strong support from the local government.

Asia Dairy’s farms also arranged to buy Modern Dairy’s excess cows generated through natural herd growth, and will allow Modern Dairy to buy back the joint venture farms after three years. This helps to boost Modern Dairy’s long-term growth, and presents a clear plan for Asia Dairy to acquire and breed the healthiest cows. This also lays the foundation for Asia Dairy to produce the best results to perpetuate its broader thesis of providing safe dairy products to Chinese consumers.

Further, KKR holds a 61.5% stake in Asia Dairy, marking the first time that KKR owns a majority stake in a Mainland company. This rare opportunity became possible, in part, after regulators, businesses, and community leaders witnessed Modern Dairy’s impact on the dairy industry, and how much of its success could be attributed to private equity’s value-add.



From milk to meat



Along the same theme of providing safe food products to Chinese consumers, KKR led a consortium of investors in 2014 to invest in COFCO Meat, a subsidiary of state-owned COFCO Group that devotes itself to providing safe and healthy meat to customers.

In particular, COFCO Meat’s prime focus is on the hog farming —
 a key industry for China as pork comprises approximately 70% of Chinese consumers’ meat consumption. China also consumes and produces approximately 50% of global pork volume, or about 55 million tons per year versus approximately 9 million tons in U.S. However, like the dairy sector, China’s pork industry had come under scrutiny after a series of incidents on pork safety raised public attention and consumer concerns. And with a heightened demand for safe pork, KKR aims to leverage its track record and operational expertise to provide a solution to these concerns.




Evolving the hog-farming model has also been a focus of China’s regulators. Most pork processors in China do not have captive hog farms today, which is vulnerable to problematic hog supplies causing most of the food safety incidents. Vertical integration with modernized large-scale hog farms is where China’s industry is moving.

COFCO Meat stands as one of the few fully integrated players in China today, and it aims to improve customer confidence by selling premium, branded pork products. With the financing and guidance of its new investors, COFCO Meat developed an expansion plan to construct three new production sites to boost its total capacity to 4.9 million heads of hog production by 2018 from 1.4 million heads in early 2014.

Like its work with Modern Dairy and Asia Dairy, KKR looks to have extensive involvement in COFCO Meat to help implement growth initiatives. This technical assistance spans procurement planning and management for feed and medicine, which create a protocol framework to maintain high food and worker safety standards. It also includes implementing scientific farm designs, comprehensive vaccine programs, and strict disease-control systems that evolve current company policies such as having vets at every farm and conducting daily checks on hog health status.

As each of COFCO Meat’s facilities have the same design and follow identical management procedures, which make them easier to replicate, managers can more easily ensure health standards.

The partnership that now leverages KKR’s agriculture expertise is also a function of an ongoing relationship between KKR and COFCO. The state-backed food manufacturer has previously worked alongside KKR after the firm sold a stake in Modern Dairy to a COFCO-backed company. There, COFCO saw firsthand the value-add that private equity can bring to a company and create innovative solutions to core industries.






A focus on water treatment



Another priority for China’s government is pollution control, and with an emphasis on water treatment: China is a country of a billion people —
 communities, businesses, and manufacturers need an abundance of clean water to thrive.

Given the urgency for water treatment solutions, companies like United Environment Limited (UEL) have a leading role to play. UEL is a leading water treatment and recycling solution provider in China, and is the leader in the most-advanced membrane technology-based water treatment sector. KKR first invested in UEL in October 2011, followed by a subsequent investment in March 2013.

The partnership gives both UEL and KKR exposure to the industry’s expansive and growing opportunities. Between 2002 and 2012, water treatment capacity in China increased from 30 million tons a day to 136 million tons a day, but even that’s growth represents an only 40% penetration. In developed countries, it’s more than 90%.

The government has pledged to spend the equivalent of $69 billion in treatment over the next five years. And it intends to lead by example: state-owned enterprises that have adopted innovative systems to combat water pollution. This is integral as all seven major river basins in China have been classified as having “top grade” pollution by the government in recent years, and as a result, more than 300 million people in China do not have access to safe drinking water. Already, UEL’s technology treats wastewater facilities for state-owned facilities managed by CNOOC and Sinopec, underscoring the government’s focus on water treatment.

To meet the demand for clean water, KKR and UEL have focused on research and development to provide innovative solutions and technological expertise to set positive market standards. In particular, UEL provides engineering services using membrane technology to municipal and industrial waste water treatment projects, and also operates a portfolio of waste water treatment plants across China. KKR and KKR Capstone have worked UEL’s chief executive, Dr. Lin Yucheng, a China-born and British-educated engineer, to establish performance management systems for continuous operational improvement and implement an effective management incentive program to generate product and technology-creation. UEL’s operating plants grew from 13 facilities before KKR’s investment to more than 26 by the end of 2013.




This has had an additional impact on local governments: the entrance of private capital into this industry has alleviated budgetary pressures on local governments by cutting the amount of municipal land needed for water treatment plants. It also reduces hazardous seepage that can arrive from older conventional treatment facilities.



SME empowerment



Responsible investment in China does not only center on the management of environmental factors, but also pertains to the empowerment of small-to-medium-sized business owners who are driving the country’s innovation and job creation, yet have limited access to necessary financing channels.

Far Eastern Leasing Company aims to fill that void. Far Eastern is a leading provider of innovative financing solutions for small-and-medium-sized enterprises. The company targets sectors with stable cash flow and sustainable growth potential, including those in the medical, printing, education, infrastructure construction, shipping, and machine tool sectors.

This is an interesting niche in China as regulators and the country’s central bank are looking to diversify lending away from state banks, which are facing higher levels of non-performing loans and are thus hesitant to extend capital to smaller businesses. These commercial banks have historically favored lending to better-capitalized state-owned enterprises, as well. And as China’s equity and debt capital markets have not been open to smaller fundraisers, SMEs are left with few funding channels outside the opaque shadow banking sector, an area where SMEs can borrow cash from trusts and third-party lenders oftentimes for upwards of 20%. However, as regulators continue to crack down on the shadow banking sector, even this channel is closing off.




These financing challenges present themselves even as China’s Ministry of Finance has estimated SMEs account for approximately 80% of the country’s newly created jobs. However, Far Eastern provides an alternative to both state-owned commercial banks and the shadow banking sector.

In 2009, KKR and a consortium of affiliates first invested in the company, which is majority owned by state-backed Sinochem Group. KKR followed with a subsequent investment in 2011. In supporting the company’s growth, KKR helped align its interests with policymakers in supporting the financial success of smaller businesses through non-bank lenders. And helping the company fund its own loan book allows it to extend capital to growth-oriented SMEs that need it most.




Responsible investing for the future




Overall, KKR finds that it’s good business to provide solutions to the problems that societies and governments are facing. And this creates opportunities: having strong support from communities as well as local and regional governments helps to speed up approval processes, expand business and open up new growth channels, the firm looks to be a solutions provider not just for companies, but also the local communities where these businesses operate.

In a market such as China, where private capital is increasingly welcome in key industries that support the development of a positive society, KKR believes that thoughtful stakeholder engagement and management of ESG issues is simply smart business. Thoughtful investment is also becoming increasingly essential to business’ long-term success within a changing investment environment.




Looking forward, ESG management and responsible investment will continue to be a journey for KKR, and these are areas that the firm will continue to evolve. Members of KKR will continue to leverage their experience to help companies minimize their negative impact on the environment while keeping key societal solutions a main focus, yet this is only the beginning.


Further, members of KKR hope that the positive contributions they have made to companies in China can be replicated by other business owners, whether an international private equity investor or a local SME. Being mindful of ESG issues can help build a stronger society and set the bar for industry peers to strive toward, and focusing on areas that help solve critical problems can also benefit balance sheets.


KKR aspires to understand modern-day challenges and cultivate its operational excellence to support businesses’ broader ambitions. And in the end, creating sustainable value for the firm and investors by helping the broader society in general is the ultimate win-win strategy.


Sidebar: What is “ESG”?


Environmental, social, and governance (“ESG”) issues can vary significantly and include a number of aspects, such as the way a company manages environmental impacts of its business on society, to the way that it engages with its workers and supply chains, to the transparency and integrity of its governance processes.These issues can affect a company’s bottom line directly (e.g. raw material or labor costs) or indirectly (e.g. through the company’s stakeholders, including employees, investors, regulators, or communities). In general, these types of issues can have a significant impact on a company’s overall well-
 being as an organization over the short or long term. The relevance of ESG issues to company performance can vary greatly among companies, depending on the industry, geography, and stakeholders involved.






Sidebar: What is Responsible Investment?



KKR’s experience in impact investing has benefited KKR’s relationships with local regulators, the balance sheets of our portfolio companies, the environment and the communities around these companies. We are fortunate to have the opportunity to explore the value-add of impact investing given the nature of KKR’s business, but our hope is that KKR can serve as a case study for other financial companies to seek opportunities and expand their own activities, as well as create their own metrics to monitor the benefit of sustainable investments and make it more commonplace.

It’s become clear that business and environmental performance coincide. Responsible investing is not just about marketing, and it’s more than simply a nice thing to do, it is critical to companies’ operations because it’s essential to do well while doing good.
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 Director of Cambridge Judge Business School,professor of Management Studies. He is an expert on how organizations make innovation happen; this includes innovation in products as well as processes and practices, and it focuses on what happens on the ground rather than just strategizing at an aggregate level.



Cambridge Judge Business School

 A great business school at the heart of Cambridge, advancing knowledge and leadership through people who leave a mark on the world. Since 1990, Cambridge Judge has forged a reputation as a center of rigorous thinking and high-impact transformative education, situated within one of the world's most prestigious research universities, and in the heart of the Cambridge Cluster, the most successful technology entrepreneurship cluster in Europe.








F
 irst of all, I apologize that I have this talk in English because I absolutely cannot speak Chinese. It is my great honor to give this speech to you today. My background is in the management innovation of small and medium organizations. I have last 20 years spent in surveys of looking at the performance of the SMEs in European countries. Talking about SMEs is one thing that is important and close to my heart. For you as representatives of the financial industry, I don’t want to make an appeal that you should do something because it is good for the country or the economy, but I want to make an appeal to doing this because it is good to yourselves. In other words, I want to appeal to you that it is a good opportunity that we have not sufficiently utilized.




Risks of investing in SMEs




Are SMEs an attractive potential Investment for us? First I’d like to give you a definition. Medium-sized enterprises are those companies with fewer than 500 employees. Sometimes people say are fewer than 250, but I want to make it a bit more general. We all know that SOEs are less transparent; we don’t know what is going on with them; they are unreliable sometimes coming out with bad news; and they don’t get a lot of support. So why do we even talk about this if there is a bad risk? This has been a unanimous attitude of banks and financial institutions in this country but also in other countries. Now I want to give you some observations suggesting that maybe there is something worth looking at. First of all, it is true that SMEs are collectively the part of Chinese economy that is growing the fastest. SMEs are more than 50% of the economy. And it is true that officially or unofficially the system is focused on the state-owned companies rather than SMEs. But it has been changed over the past years. SOEs are no longer growing so fast, they are now riskier; they have some scandals; they have been accused of not utilizing the capital effectively. So the indication at the moment suggests to us that the SOEs are no longer offering growth opportunities. If you are looking for the growth and return, there should be principal opportunities in SME investments.




There are actually some dangers that are built into the infrastructure of financing SMEs in the countries that have been pursuing in the past. First, even though the SMEs have not found a lot of focus by the financial sectors, they have to be involved very well. So they have to manage in a way to do other things, so they basically manage by getting financing from alternative sources. However, these alternative sources have been much more expensive than if they could get funding from the mainstream financial institutions. Even though SMEs have successfully grown in China in the past, they could have been more successful if they are able to get access to financing from the mainstream sources that are cheaper. So there was an opportunity that has been missed.

Secondly, economists in China say there is a capital misallocation problem. It means that too much of the national capitals go to the SOEs and there is a debate about how to use the capital wisely. Because of the lack of the focus on SMEs that contributes to a light snowball, the real estate market is overheated. The question is why so much capital goes to the SOEs or real estate markets? It looks like they have lower risks but it is not normally the case in the couple of years to come. There is a third risk built to the curve of the financial system. The first-tier financial system has offered some products, for example, wealth management products, which end up being repackaged and going up to SMEs anyway or even to other targets. It looks like packaging them to clear the balance sheet would not affect us. But there is some indication showing that should something is going wrong. Should there be some catastrophe of construction; it may be that this liability would end up coming back to the mainstream financial institutions anyway, which caused something like the financial crisis in the United States. So all of these concerns are related to the way capital has flown in the country in the last year.






Difficulties that SMEs face



The next point I want to make is that if we want to avoid the negative tendency and if we are willing to start playing with SMEs, does it make it any different? When you look at the numbers, you will find the opportunity very big. Based on McKinsey’s analysis, which is looking for the number of the medium-sized companies that are being under served by the mainstream financial sectors. In China, there are millions of SMEs under served. But this is not different from anywhere of other countries. The challenges SMEs face are actually shared with most of other countries. In South Asia, India, there are millions of SMEs under served. The case is also true in the Middle East, Africa, and the United States. Europe is not mentioned here but just because it is too small. The same is true in Europe as well. So this is a worldwide phenomenon that the mainstream financial institutions have simply overlooked SMEs. If you can change that, there is a very big market opportunity.

So what is the reason that this seems to be a general tendency across multiple countries? There is a systematic reason in typical SMEs shared across different countries. The first challenge in lending to SMEs is that the volume is so small, they are not critical mass, so banks do not want to do the business if there is little margin of profits. It is not really worthwhile because it is simply too small.Secondly, SMEs are all over the place and hard to reach. If you want to reach some areas in the countries with a few people, it is too expensive to maintain the branches so some people are being underserved. The same is true in SMEs. They are just too exploded, which exacerbates the problem that they are not involved. The third reason is the lack of the information. SMEs are not well regulated, not publishing reports, not well controlled by the government. This is what economist called the information asymmetry. We simply don’t know what is going on so we are subject to the default risk.




On the other hand, SMEs are partly customers of the banks, for example, the cash management, opening the bank account. But the banks tend to charge the SMEs high fees and are actually making money from them while refuse to lend them money.

However, there is a good opportunity. It looks like I am contradicting myself by saying that it is really difficult because the challenges SMEs face are systematic. Now I will show you some examples of ideas which are already available of how we could translate our difficulties into business opportunities.

In order to understand where these challenges lie, let’s look at the biggest challenge SMEs face. If we are to Figure out how we can serve them, we first need to know what they need and how they want to be assisted. Typically, most medium-sized enterprises lack resources. Large companies have big reserves but small companies are lacking financial resources. Also small companies have difficulty in hiring high-quality employees because highly qualified people often prefer going to reliable and secured organizations. Small companies have trouble in hiring highly educated talents so most SMEs have weaker human capital. When you look at the management capability of companies, SMEs very often have one strength—they are infinitely flexible in modifying what they do for customers. SMEs are very customer-oriented. They are willing to listen to the customers because they have no other choices, which large companies don’t always do. However, the typical weaknesses small companies have are when you ask them what are your strategies, what are you trying to achieve, they tell you something but it is not well thought through. They jump from one thing to another next year. They don’t have a systematic way to make strategic decisions. They are also lacking innovation. They may explore new products because customers ask but they don’t invest systematically about how our parts of offerings change over the medium term. Very often SMEs are living hand in mouth, they are fire fighters but not sufficiently capable of thinking a bit further in the future. That makes them vulnerable. The third weakness is that SMEs are very weak in their process consistency. Twenty years ago, I was working in a company that became the acquisition target of another big company. The people come from the large company to the small one because we had a trouble. They say people in the small company still behave like everybody is reinvesting the real all the time. They are neither sufficient nor consistent and everybody is doing what they want to. Even though they have a lot of resources, they are actually wasting their resources. Those are the typical weaknesses that SMEs face everywhere because of their structural property. Once you understand this, this gives you some ideas or openings where financial institutes can engage them and help them. Therefore this might create values that can translate the business opportunities.







Innovation and solutions




So let me show you the ways in looking at the SMEs systematically and ask them questions about their weaknesses and should we give them money or take an equity stake.

It is important to know a company’
 s decision making process, and the position of the market the company wants to take and the customers they want to address. Strategy doesn’t arise just because somebody has a crazy idea in his head but form its organizations systematically. There are three core competencies that all companies should face product development: how do we renew our offerings to customers; process improvement: how do we make sure we don’t stay still but improve all our aspects to become more competitive; and thirdly, how do we provide our offerings to our customers by gathering with our supply chain. What is the process we need to run in order to talk to or survey our customers and how do we work without the suppliers who help us, for example, IT suppliers, material suppliers, or suppliers who outsourced the operation of the whole center or the people who we cooperate with? All of the foundation is whether we are capable of developing, leading and motivating our people so that they could give out better performance to our customers. This includes management: do we really understand our strengths and weaknesses; training and skill development, this is very important in small companies; and delegation of decision are all the decisions made on the very top or are distributed throughout the whole organization. This looks simple but these are important conceptual pieces into which you could divide the organization and you can learn about the companies through understanding these segments.




One can go into the organization and ask the top level and the other levels below what is your strategy, how do you make your judgment, and how it is implemented consistently in the organization. I was working in a company years ago, whose top-level managers have the best slides you have ever seen. Everybody is saying that this is great. But then you went below and ask people one or two levels below, they have no idea about the slides and they behave completely differently. That is the example that something is not working well and the managers of the companies got fired later by the way. If you go to one company and ask through the whole company, you can find out problems like this.

Another question to ask is how well your process performs and how much improvement are you able to get all the time. This has something to do with the management. Can people explain to you what the most important performance the managers are and how well they do? Does the company know if they are taking a risk? Do they know why? Can they explain it? you may understand whether they have consistency, whether they are working as a whole through the organization. You can see whether different departments are working together, sales, call center, R&D, manufacturing, service. Are they cooperative? Are they helping each other? Are they willing to forgo something to help others do well? You have a top leader who says we have a big strategy and we are organizing at the same direction but when you kick off in the departments below you may find them saying that I am following my own KPI and why should I help the others. As soon as you see this, there is something not working well.

Finally, how much are the employees engaged? Do they only fulfill their orders or do the employees take their initiatives and generate ideas from the bottom up to the top and see problems those top people cannot see? If you go to the call center and ask whoever answers the phone that what will you do if you don’t know the answers, they may say I cannot do anything about this and I will wait till my boss Figure out the solution and give me the template and then I do it. That means the talent of the personnel has not been well organized.




What I am trying to tell you through all these questions is that it is possible to find out the information about the SMEs in a relatively short period of time without investing a lot of effort. This information is very reliable and you can collect the information systematically. With not much effort, you can gain a database for making smart decision which may increase your business opportunities.

And this is something that is already done by some companies. Here are some examples of how the methods are done. There is a German organization called Tim Bank. It is a consumer credit organization, a bank that does not have other branches and just focuses on consumers’ credits. The consumers are very small companies who are less reliable. You never know what is going on; some are even actually falling into default. Consumer companies’ credits in Germany are picked up by the lower tier of the society, by the people who are less able to pay off their debts. This bank manages to achieve the distinguished position unique from all other banks by offering the fairest consumer credits in the country. That’s what they say—the fairest consumer credits, not the cheapest. This claim is a bit fussy, has been translated into every step of their processes where they become reality rather than just a claim.

This bank has a small number of shops where people can go and ask for credits. They also have some partner banks where you can get the credit in the bank branches or via the internet. First of all, their products are designed to be fair. For example, at the beginning when you signed up from the company, you get flexibility, that says, if you have troubles in paying off your debts, there is a possibility to reduce the rate and prolong the period of time for you to pay back. There is a clause in the contract saying if you really get in troubles, you can delay paying back for even two months. Staff like that has been built to the process at beginning to help protect the consumers. In addition to that, the bank even forgoes revenue to protect the customers. Many consumer credit companies sell credit cards that the customers use for shopping. But those poor people are weak in evaluating their capability to pay back their debts. Seeing the potential trouble, the bank then recommends the customers not to take the credit at this moment. They advise the customers that if you could change your monthly bills in the following ways, then you are able to pay this credit and then we are happy to give it to you. They forgo their revenues to prevent the customers from confronting troubles.




Once the customers do get into trouble, the bank will help them until the last moment. Even in a case where the customer cannot pay and go to the enforcement agency, even when the processes have begun, if the customer comes back and make a partial payment, the company will take you back and give you another chance, and your record is not ruined. All of that sounds very expensive but they implement highly-efficient process to do this. They have a call center; they do not have branches; they have empowered their own employees to make decisions; they have decentralized some decision-making to employees so that they can help their customers better. Secondly, they are able to charge higher interest rates. Why? The customers do not really care about the interest rate per se. It may take five years to realize that. If you can help them do the business, the customers don’t care whether the interest rate is 6.9% or 7.1%. So they are not the cheapest credit provider but their default rate is only a half, which makes it actually very profitable. They have taken a fussy concept, fairness, sell to the questionable consumers that other financial institutions do not care about, and then turn it into profitable business which creates value for the economy as a whole. So why don’t we do the same for the SMEs? They have a little money in their pockets—can we turn this opportunity into profitable business? There are some innovative ways that you can use to make this service into business. And ideas like this exist for serving SMEs. I will show you some of the ideas. The principle of how to involve SMEs is innovation. You have to change your ways of providing services. Innovation is the key word. There are ideas to address the problems earlier mentioned, the volume problem, the information asymmetry problem and the cost problem.




There are already ideas of addressing the volume problem. Maybe it is not necessary to give loans to one SME individually, but you can actually pool them. You may say the SME scale is too small and the cost is too high in Northeast or Inner Mongolia, but if you can find ten of them, making it a bigger loan, and pool them rather than looking at them individually. It looks like micro-finance which opens up financial service to very poor individuals in developing countries. You put them together in a group and you use their own relationship to help one another. The same thing you can do for SMEs if they know each other in a specific region. If you do this, you could start lending them with insurance because they can back up each other anyway. You could also connect to the consulting. You can make creditable decision with more diligence. When you actually learn something about the company, you can tell them something they don’t know yet. So you could offer them consulting service. You know CPA accountants have connected their accounting service to consulting. These are all ideas and of course you should try out in a small scale and make it bigger if they work.

Secondly, how do we get better information about SMEs? How can we know more about their credit risks? In Germany, perhaps thirty years ago, the classical system was that a big bank has local branches in all small towns and the local bankers go to all dinners and know all the local entrepreneurs in companies. As he talks to everybody, he knows exactly their reputation and the risks so he can make a wise credit decision. Now this German system has been abandoned because it is very expensive. But it is not clear whether this is a wise move because German banks have not done so great after they made this change. The second opportunity is that could you take equity stake rather than lending or do something in between? If you have equity stake, it may increase your risk but also give you the right to be on board where you can get internal information and you know what is going on beforehand, which allows you to reduce your risk. Here is another innovation attempted by China Minsheng Bank. They do a very specific version of pooling. They lend to an SME along with its direct customer, with its landlord or with its suppliers. So they lend also to the companies around the SME. As they talk to them, they know everything about them. So they are very well informed and thus able to reduce the credit risk. This is related to what I have mentioned earlier that you can understand a company in a day. You go to a company and talk to everybody to see if there is any inconsistency and look at their financial statement to see if there is a hole, then you could get a whole picture of the company in one day. It is like a quick due diligence with little charge. Again the methodology exists and it is possible to do this and if you could compress it in a short time, the cost will be affordable.





Another one is that why don’t you educate the SMEs? Some of them are not reliable not because they are bad people but because they are not educated well for example to do a credit risk analysis. You could help them assess the risk the company faces. You could even charge them for that, which comes back to consulting service I mentioned. If you are willing to spend a bit effort in educating them to understand their risk, they might be much better clients you are pursuing.



Finally, the government has a lot of information about all companies including SMEs except the very tiny ones but we don’t talk about the micro-companies today. The government has a lot of information about the personnel and the financial numbers. If you can work with the government since the government is very interested in supporting SME sectors, you will be able to reduce the information gap partially.


Now I come to the third part, the cost. It is expensive to lend to SMEs not just because they are too small but also too dispersed. One of the methodologies, consumer credit organization is using something called consumer credit score. A certain amount of standardizednformationconsists of the database where you can have a sophisticated comparison and get a recommendation about what your default risk is. This works very well for the consumers. When I came to England for the first time, I am making a respectable salary and employed by a respectable employer, the University of Cambridge. But when I went to a bank, they said you are a foreigner and I haven’t seen you before, we don’t talk to you. In the end of the day, I need the chief financial officer of my university to call the house bank of the university and they gave me a loan. It was a stupid credit scoring. But there is also intelligent credit scoring which exists in many organizations, for example, the German Tim Bank I mentioned earlier. They have a very sophisticated system that looks at non-standard pieces of information about the consumers and they are very good in prediction. Why would that not be possible for SMEs? It is exactly the same way. Even compress the version of one-day diagnosis that I gave you before, for some of the SMEs, credit scoring may be the right thing.




Secondly, you don’t do this in branches, which is expensive. You can do it on internet. Most of the information is connected to the internet today and there are lots of examples in this regard. For example, Nigeria. Their banks have Figure d out how to allow rolling credit extension to SMEs via internet with a streamline process which is not expensive at all. And it gives enough security so that they are able to do it successfully. Or when the internet is not enough, again you don’t do branches, you can have agents who travel around, go to cities and talk to five or six customers per day and then update the database information immediately and they have access to the wealth information about their customers. You may even give them some decision power so that you can get back from these local bankers in a modern way with a little bit restriction but you are getting a lot of that capability. Finally, you want to streamline your processes. You want to think about what is necessary for your business. You are taking the bureaucracy that needs six signatures before getting credits of 20 thousand dollars. You eliminate staff like that out of the processes. And again this is very possible to do.




Conclusion




I have given you a bunch of ideas but I didn’t invent them. All these ideas have existed in many financial institutions. What you see here is estimated by McKinsey and the IMF. They estimate roughly how big the opportunity we are talking about is. Here you can see various types of lending products, we are talking about equity not only lending such as simple lending products, specialized lending products and long-term deposit. There is an overall 30% increase opportunity in these products just by doing some simple things. Actually the list of innovative ideas that McKinsey looks at is narrower than the ideas I just have discussed. So there is a very significant opportunity to generate additional revenues and if you can do it smartly it will be very profitable.





In summary, SMEs have bad credits and poor reputations but why should we even talk about them? I hope to argue that there is a large market opportunity with profitable potentials that we collectively have not utilized in the past. But that is changing. The market is changing, the institution is changing, and the technology is changing. The key to getting access to these opportunities is innovation. This requires us to change the way we are approaching customers, the way we access customers, and the way in which we interact with customers. All these require us to improve our internal processes. That’s nothing but innovation. All companies in all sectors of the economy need to innovate in order to progress. What I am appealing to you to do is to innovate and meet a better situation. Innovation is as important in the financial industry as in any other industry. I would moreover argue that if you do nothing, the risk is larger than if you start now experimenting some of those opportunities. You can experiment from small scales and certainly not experiment all walks if it fails but the experiment failed is not really expensive. However, missing the opportunity, say, somebody from the other country will take, is very upset. So at the end of my remarks, I hope that I could trigger some of the ideas in you and we have some time for questions.





Q
 &
 A







Q:
 Chinese government is currently involved in supporting SMEs but the market seems leading the banks AWAY from supporting SMEs. For example, China Bank of Agriculture develops its business in cities rather than rural areas. So my question is what should the government do about this?






A:
 I have both good and bad examples. Let’s start from two good examples. The US government has a policy that in all procurements by government agencies or investment projects supported by significant department, a certain percentage of the business needs to be given to the small and medium-sized companies. For example, the Defense Department of the United States gives a procurement order of two billion dollars, and 10% of the order goes to SMEs. In the United States, even though they don’t like to talk about this, government procurement plays an important role in guiding the industry trend. The UK government realized something similar but of much narrower scale only to a certain type of departments. What the government also tries to do is that they press the banks to informally lend to SMEs. For example, in the UK, the government says to the banks that you have to do something for the SMEs otherwise something bad will happen to you. This is not actually working because if you don’t take their fundamental interests away, the banks may say I don’t care whether you are making changes while this costs me money so I don’t want to do it. At the moment the banks are still staying resistant against the government‘s pressure to support SMEs.



But they are actually looking for excuse projects to help them show to the government that they are doing something for SMEs. I cannot go to force you to do something against your own interest. You have to make the environment look lucrative; otherwise, nobody wants to do it. This is not easy for many governments. If the industry is interested enough in innovating about this, it is more powerful than if the government tries to twist its arms.



Q:
 In Chinese environment, how do you manage the risks of lending loans to those private companies that may end up going abroad? Do you have any suggestions about risk management?






A:
 There are several levels you can address this question. First, the international standard. You can find the ISO standard talking about how the risk management system works but this is the highest standard in the industry if enforced. Not all the companies are applied to the ISO standard. The second layer is the standard set by the industry association. For example, some associations may force the companies to attend classes of risk management in return for admission of lending loans. Thirdly, I want to come back to what I have discussed earlier. As most of the SMEs have no formal risk management system, you go into the company with a team of experts and well-prepared questions to help them Figure out their risks and strategies. So, three levels of implementation can be incorporated. Many SMEs are in the industry with weaker regulation and risk management should be settled according to the features of the industry.
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T
 his speech will cover three primary topics: the key changes to the business of asset management, the characteristics of successful asset management businesses, and three different ownership models for asset management companies.




Changing business environment




The asset management industry is currently facing substantial changes. The primary change is in the source of capital. Historically, the most important driver of capital growth for asset managers was the rise of funded retirement systems. The rise of pension funds and other retirement investment pools, such as 401(k) in the USA and superannuation in Australia powered the substantial growth of the AM industry.

The outcome is an industry which globally manages approximately USD 56 trillion, and which in generates high profit margins for large asset management companies. Casey Quirk’s latest research indicates that managers with over USD25 billion under management had an average profit margin, pre-tax, of 32% in 2013.

However, this favorable picture is facing a critical demographic pressure, as the largest mature markets for asset management services have aging populations. These mature markets include the USA, Japan, and most European countries. This results in reduced new flows into the asset management industry from these countries, as aging populations start to pull capital away from fund products. We can already see the impact of this trend in the reduced rate of inflows of the past five years compared with prior periods. Manager profitability reflects in part strong market performance since 2009 in mature markets. This performance has resulted in continued growth in total asset under management (AUM), which in turn has reduced the impact of lower inflows (so far). The majority of the asset management industry globally depends on mature markets for most of its revenues: this demographic pressure therefore is a key challenge for asset managers.




In time, younger markets such as China and Latin America will grow their own funded retirement systems, which should result in continued growth for the industry. So far the total balance in these newer markets is much smaller than in mature markets: the largest “new” markets being China and Brazil, which together account for about USD2.6 trillion in funded assets, or only 5% of global total. In China in particular we see in the enterprise annuity business the start of a funded retirement system which could become the most important source of assets for domestic asset managers.

A second source of change is how very large asset owners, such as sovereign wealth funds (SWF) and large pension funds, manage their assets. There is a consistent trend for the very largest asset owners to seek to in-source assets. This means to hire internal teams rather than rely on external asset management companies to oversee assets. The primary driver behind this change is a desire on the part of large asset owners to pay less in fees. There is a good example of this here in China: according to the latest Figure s released by the China’s own SWF, the China Investment Corporation (CIC), in-sourced assets cost CIC about 3 basis points to manage. This is substantially less than what external asset managers typically charge.

This in-sourcing trend affects only the largest institutions, however, we estimate that in total these institutions control over USD$7 trillion in fee-paying assets today. Many asset managers who have built their business around servicing only these very large clients will likely suffer as their clients start reducing the amount of capital managed externally. In-sourcing therefore constitutes a second major challenge to established asset management companies in mature markets.

A third challenge is investor demand for fund products which produce an outcome, and not just a benchmark-tracking fund. This trend is already reflected in the changing source of fee revenue for asset managers globally. Alternative products such as hedge funds and private equity, and multi-asset products such as target-date and target-risk funds account today for the fastest-growing share of fees globally, while active index-tracking products have seen stagnating revenues. The ability of asset managers to change their investment engines away from low-fee index-based funds and towards higher-fee alternative or multi-asset funds is the third main challenge asset managers face.







Attributes of successful asset management companies




As I mentioned earlier, 2013 was a good year for asset management companies globally, and Casey Quirk’s survey of large asset managers indicated an average operating margin, pre-tax, of 32%. But not every manager saw this kind of profitability: the top-performing quartile in our sample had a pre-tax profit margin in 2013 greater than 40%. At the same time, the worst-performing quartile in our sample saw profits of less than 25%.

So one conclusion is that there is a wide difference in business outcomes between different asset management firms. At Casey Quirk we are very interested in determining the common characteristics of successful firms, and what can other asset managers do in order to build successful, profitable businesses?

We see four attributes driving successful firms:


1. Strong investment engines which cover more than one asset class, and are process-driven and repeatable.



2. Well-staffed sales and marketing efforts which are technical, focused on the most relevant prospective clients, and which sell process and not just performance.



3. Long-term compensation structures which align key employees with client performance and asset manager business goals.






4. Ownership structures which empower management teams and don’t try and bring banking or insurance management models to asset management.


My next remarks will focus on the second two elements: compensation and ownership.

Asset management is a people-business. These firms don’t have huge capital assets like factories or pipelines; rather, the only major expense is staff compensation. On a global basis, asset management firms on average spend 67% of total expenses on compensation and benefits for employees: this is consistent for small and large managers across different asset classes.


When we look at compensation, there are three forms: base salary, bonus, and long-term incentives. Base salary is a generally fixed and varies by role. Bonuses are usually paid in cash and highly-variable, depending on personal performance as well as team or product returns. Finally long-term incentives would include manager equity or equity-like payments which are deferred for multiple years, and are tied to the asset manager’s firm performance, not the returns of a single product.


North American asset managers generally spend the least on base salaries and favor variable forms of expenses: the bonus and long-term incentive. A key advantage of this approach is reduced fixed expenses (salaries) compared to asset managers in Europe and Asia.

A second benefit is that in general key employees who have a meaningful long-term incentive plan are less-likely to change jobs. And as it happens, employee turnover is a key indicator of business health: Casey Quirk’s research shows that if we rank asset management companies by their level of employee turnover, the lowest-quartile (most stable) firms grow at double the rate of the lowest-quartile (highest-turnover) asset managers. This is independent of asset class or investment performance.







Asset management company ownership




Asset management companies have three ownership types:


1. Independent Listed: firms such as BlackRock (USA), Henderson (UK), or Value Partners (HKSAR) which are not part of a larger financial conglomerate and which are listed. Listed asset managers oversee about 25% of global AUM, or USD14 trillion. There is so far no scale example of this model in China.



2. Independent Private: firms which are not part of a larger financial conglomerate and which don’t have a listed stock. These firms are generally owned either entirely or in part by their founders and senior management. The majority of asset managers globally are Independent Private. Together they manage more than 40% of global AUM.



3. Affiliated: affiliated asset managers are firms owned and usually an integral part of a larger financial services company, almost always a bank or insurance company. Historically this model managed the vast majority of global AUM, however affiliated firms have gradually lost share, and now manage about 34% of global AUM. This model remains the most common ownership type in China.


Each ownership model has its advantages and disadvantages. The key competitive advantage for affiliated companies is access to preferential distribution through their parent-co (insurance company or bank). Independent private companies have a clear advantage in businesses with a performance fee, where the ownership by management means that performance fees are re-invested or else paid out entirely in compensation, without any external shareholder pressures. Finally listed companies have an advantage when it comes to long-term compensation, retention and succession-planning: firm equity serves as a valuable and valued currency.

In particular, since 2009 listed asset managers have had the strongest business performance: faster growth, higher profit margins, and higher sales on average than the two other models. However listing does come with its own risks, including a strong pressure by outside shareholders for consistent short-term growth. Depending on circumstances, the private ownership model may be more effective at allowing for long-term growth through a full business cycle.




The affiliate model, which remains the most common in China, is also the most challenged. The biggest potential problem with affiliates is unclear or conflicting goals between the asset management co and the parent-co. This lack of coordination can be seen in operating models where the parent-co takes on disproportionate control of basic decisions at the asset manager relating to HR & compensation, finance, new products, pricing or global expansion. Usually this control and decision-making is taken with the parent’s needs in mind, and not the asset manager’s needs or the needs of the asset manager’s clients.



Conclusions



Asset management is an industry in the middle of substantial changes. For Chinese fund managers, now is a good time to consider planning for substantial growth both domestically via enterprise annuities, as well as foreign interest in Chinese assets. The relative success of Chinese fund managers will depend largely on how effective they are at employee motivation and retention, and in improving the used ownership models.



Q
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Q:
 There are three problems about growth, and one of them is waste rate of brain drain, where is the opportunity for Chinese managers on American market?



A:
 American buyers consider asset allocation in a simple way, both equity and fixed investment are adopted in the United States, and this is the same in other parts of the world. For the international products, Japan is the only country with its own characteristics. They have a very big investment, but unluckily, it is not a good time for development. They purchased products in 90s while Japanese economic index collapsed. With deeper investigation, we found that China is specializing in this field, not only because we have a huge market, but also there are a lot of opportunities. So opportunities exist generally, and this is a positive aspect.






However, negative aspects also exist. That is the major asset managers, they pay attention to the distribution system of a certain country, they already have their own Qfen limit, i.e. institutional investor limit, and this is quite mature. China needs to provide mature products to them; the addition of real estate is very attractive. They are supposed to copy this mode, but no one can guarantee success due to the Qfen limit. They approve Chinese credit and consider it as the largest asset pool of sovereign wealth and other aspects, even surpassed the United States. Currently there is no one has been assigned to China, this shows strong credibility and confidence, and also attraction.



Q:
 In your opinion, incentive system for fund manager is very critical for them, you also have mentioned that, fund managers in the Asian-Pacific region generally obtain some fixed rate, so if I am a fund manager and adopt this kind of passive mode, because if I can surpass the average level then I can keep in a relative position and achieve profitability constantly, so I don’t need to worry about my performance. If incentive system changes in the United States, variable expenses become relatively higher and occupy most part of it, then it means that I should take more risk, and maybe I will leave when problems occur as I am not initiative enough and I can get my bonus quickly. For the company, it will always get corresponding result, even some bad results. So do you think this is a key point for the company or fund manager?



A:
 Yes, for the differences among different actions, the managers of these investment portfolios will have a comparison fixed in quite high variables. Just like you described just now, there are relatively bigger variable parts for the managers of investment portfolios, they generally will do two things, the first thing is to make great investment, and do a very good job. But what does the bonus structure like? When suddenly combined the market, while communicating with fund managers they complained to me that they can’t explain the meaning of investment portfolio to me, and they can’t meet with their potential clients because it is too hard. Now if we can give them bonus for their better performance, they may carry out some cooperation on the market, and you also have talked about another point, if I understood correctly, you obvious don’t encourage providing rewards. And through internal transaction within the system, this kind of situation is not supposed to appear, but there is a balance here, my point is that in this case and the current situation in China, the development speed is quite fast, at least we forecast the speed is fast, according to our present experience, because the fast development speed and the market defects are neglected, the overall situation is that asset size is increasingly growing even though this company hasn’t been rewarded and punished in this method.






As the market is becoming more and more complicated, not only the buyers’ perspective is changing in the same way, they are more able to identify good managers, or compare the difference of passive fund manager, we can see that the growth pool is appearing in section of high quality enterprises, and this is very relevant to the salary problem you just mentioned and this market.



Q:
 I want to raise another question based on your answers, we conduct cooperation with China Bank and some asset managers, you just talked about alternative credit and some American institutional investor etc., and there is a challenge here, our clients currently are facing the American market, so I have some questions about the perspective of some institutional investors, I think you may know better which kind of suggestion should be given to us as one of the bigger American consulting companies, for Chinese fund managers, how to establish the credit on the market and business? How to get better credibility on the institutional market?






A:
 This question is about how can the fund managers conduct American institutions fundraising more successfully, firstly I need to correct it that I am not a fund manager, my clients are fund managers, my job is to help them and offer comment for the enemies, not offer comment on the asset business. And I have observed some errors in the performance of Chinese asset managers.



Now I can list several points here, while comparing Chinese story with their own stories, Chinese story is about asset growth and is very exciting. Most investors know this point, while communicating with investment institutions they either have investment in China or this kind of opinion, they don’t need to listen to your story at all, this is the first error.



What really should be promoted is your own story, the reason for entering into Chinese market through us and needing our help. They will be confused about the purchase process, the American institutional purchase process is very systemic, and this is good news because there is a process here. But in spite of this, foreigners still feel confused about it, because I have observed that Chinese fund managers are relative patient, but they need to find a gatekeeper, that is the asset managers, if he has analyzed your situation and thought the value of asset management is not very high, it is impossible to communicate with asset managers and owners or different people. There are a lot of people in big institutions, you need to communicate with people who really are responsible for equity or alternative assets, and talk with chief investment officer at the same time. The CEO is very busy; he needs to solve many problems, not only considering the investment, so it takes time and patience. This is the second challenge. Some Chinese asset managers don’t have a good understanding about this, so this is the third challenge. When products are sent to Chinese market, most of them are basic long term stock equity fund, some more conscientious investor already obtained this part, they want to get something else, but unnecessarily must be alternative assets. But Chinese small investors are quite interested in it. I think the product design is good enough, but I need to make additional explanation to you. You are asset managers, if you look into some institutional investors, you want them to buy your products, and the most important point is not about the asset category. People think these American companies are foreign clients, they don’t want to purchase from foreign investors, but this is not true. Some foreign investors are very good at communicating with clients, American investment managers are even better in communication, but sometimes foreign investor have some trouble in communication. This is not like purchasing a house or a car, some processes should be completed and you should be patient with it like bringing up a child, so many foreign companies and fund managers will face this problem other than Chinese fund managers.
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《2013年中国资产管理行业发展报告:大资管时代来临》

 





◎ 本书立足于整个中国资产管理行业的宏观视角，在数据分析等传统研究范式的基础上，整体理解资产管理产业链的价值和竞争力重构，是中国资产管理行业的年度晴雨表。



◎ 国务院发展研究中心金融研究所研究员兼副所长、中国银行业协会首席经济学家巴曙松研究团队力作；上海证券交易所总经理黄红元专文作序。
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本书购买链接：
 http://t.cn/RzbGSo4




《巴塞尔资本协议Ⅲ的实施:基于金融结构的视角》

 





◎ 巴塞尔资本协议Ⅲ是应对2008年金融危机、金融监管框架调整的代表性成果，是国际银行业的监管准则，也是包括中国金融界和美国金融界在内的全球金融市场共同关注的重要课题。



◎ 国务院发展研究中心金融研究所副所长、中国银行业协会首席经济学家、哥伦比亚大学高级访问学者、国务院发展研究中心重点基础领域研究课题“国际经济金融结构研究”负责人巴曙松重磅新作。
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本书购买链接：
 http://t.cn/RzbG9SN




《大而不倒》




◎ 《大而不倒》在美国一经出版便赢得了市场和口碑。股神巴菲特曾专程为《大而不倒》制作了一张巨幅海报送给作者安德鲁·
 罗斯·
 索尔金，并在哥伦比亚大学公开赞扬：“这是一本很棒的书。”



◎ 第一本最详实地记录金融危机这一最具悲剧色彩的当代历史事件的读本，对直接卷入金融危机的200多人进行了长达500多个小时的采访。
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《资本之王》

 





◎ 唯一一部透视黑石集团运作内幕的权威巨作，首度展现黑石创始人史蒂夫
 ·
 施瓦茨曼叱咤风云的私募传奇。



◎ 国务院发展研究中心金融研究所副所长巴曙松领衔翻译。
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Chart4—1 Traditional Investments VS Hedge Funds

Traditional investments

Hedge funds

Restricted opportunity set
Mainly dependent on beta
Relative return objectives

Flat fee structure

Limited diversification sources

Inefficient dispersion of risk

Can exploit wide range of price distortions
Focused on alpha generation

Target consistent performance

Alignment of manager/investor interests
Large number of strategies

Enhanced risk/reward trade-off
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_Origin

Background

* Founded in 2005
* Based in London
- Three investment professionals

Investment Focus

Spedializing in global equities management.

Investment Approach

Uses a systematic, evidence-based approach to build equity
portfolios. Focused on comparies that exhibit a balance of positive
capital management, positive relative share price momentum,
upgraded eamings estimates and undervaluation.

Key Investment
Strategies/Products

Global Equity
International ex-U.S.
Global Emerging Markets
Global Smaller Companies
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‘The first hedge fund employed a long/short
strategy

! Short positions
| inless atractive
| stocks

Stock 1-- L.
Long positions in}
bighgrowth |
stocks

= 1949: The first hedge fund was developed in the US by
doctor of sociology, Alfred Winslow Jones

= His pioncering insight came from his appreciation of the
complementary nature of leverage (investing borrowed
money) and short selling (borrowing stock to trade)

= Jones discovered that these techniques could be
effectively combined to produce a conservative
investment portfolio

= This strategy is known today as ‘equity long/sho

2012: The hedge fund industry now encompasses many.
different strategies, a range of financial instruments and a
variety of techniques
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HEDGE FUND DEVELOPMENTS
AND REAL OPERATIONS

Pierre Lagrange

Chairman of Man Group's Asia Business
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Background

+ Foundedin 1975
+ Based in Stamford, Connecticut
+ 33 investment professionals

Investment Focus

Specializes In the management of U.5. growth equities.

Investment Appr

Uses 2 bottom-up, growth-oriented investment philosophy of
Positive Momentum & Positive Surprise to investin good
companies getting stronger and companies whose fundamentals are
exceeding investor expectations.

Key Investment
Strategies/Products

U.S. Large Cap Growth: launched 1975
U.S. Mid-Cap Growth: launched 1993
U.s. Small-Cap Growth: launched 1987
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Representative Investment Capabilities

Offering solutions that support growing demand for income and yield: bridging both developed and emerging markets
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ackground

- Foundations date back to 1939
- Offices in Seattle, Washington and Irving, Califorria
+ 20investment professionals

Investment Focus

Pianeer in actively managed asset allacation funds Establishad
manager of value equities, fixed income and other income-oriented
secunties.

nvestment Approach

Equities: long-term value focus; often contrarian investment style
ixed Income: long-term focus, often contrarian perspective,

fundamentally driven security selection

Asset Allocation: five actively managed target risk asset allocation

portfolios composed of a diverse mix of 27 asset classes.

Key Investment
Strategles/Products

Equities: U.S. Large Cap Value, Capital Apprediation (U.S. multicap

strategy)
Fixed Income: Core Plus, Short-Term Income

Asset Allocation: Pioneer in target risk allocation funds. Five
actively managed target risk asset allocation portfolios.
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B3 CIMB Principal P

ISLANIG ASSET MANAGENENT

* Partnership between Principal Global Investors and CIMB Group
Holdings Berhad; leverages investment expertise of PGI and CIMB.
Principal Asset Management

+ Basedin Malaysia

Background

Shaniah-compliant investment solufions for glebal institutional

Investment Focus.
investors.

Alpha generated through a proven, consistent and disciplined stock
Investment Approach | and security selection process, which s quided by Sherich principles
and an experienced and highly regarded Shariah advisor.

Islamic Eq
Sukuk (Isla;
Sukuk

Global Equity and Regional Asian Equity
Fixed Income): Global Sukuk and Regional Asian

Key Investment
Strategles/Products
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MACRO CURRENCY GROUP

tgro t neipa

« Average 13 years investment experience
Background « Offices in London and Sydney
- 9investment professionals

Investment Focus Specialist currency and macro fund manager.

+ Forward-looking, directional, liquid-market investor
Investment Approach | + Investment style’ purely fundamental and discretionary; no use of
momentum variables or systematic buy/sell signals.

Leveraged absolute return
Active currency overlay and absolute return
Passive currency overlay

Key Investment
strategies/Products
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GLOBAL MARKET OUTLOOK &
DEVELOPMENT OF LONG TERM
INVESTMENT CULTURE IN CHINA

Mark Talbot

Managing Director, Fidelity Worldwide Investment, Asia-Pacific ex-Japan
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A\ FINISTERRE

Background

+ Founded in 2002
- Offices in London, Westport, Connecticut and Malta
- 16 investment professionals based in London

Investment Focus

Specializing in the management of emerging market fixed income.
and equity portfolios.

Investment Approach

- True long-short methodology
+ seeking to achieve superior risk/return profile and protect capital
in down markets

Key Investment
strategles/Products

Sovereign Debt Fund: launched 2003; top-down macro approach
to EM sovereign debt markets.

Global Opportunity Fund: launched 2006; top-down macro.
approach to Emerging Markets.

Credit Fund: launched 2007; bottom-up fundamental credit
approach to Emerging Markets.
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Multi-Asset Advisors

Background

+ Average 18 years investment experience
= Team members based in Des Moines, lowa and Hong Kong
- Seven investment professionals

Investment Focus

Develops and monitors the strategic asset class rargets and ranges for
asset allocation and target maturity portfolios.

Investment Approach

Asset allocation philosophy is based on four fundamental beliefs

+ The development of appropriate asset allocation targets is critical
to long-term success

+ Active increases in tracking error are a source of risk and should be
managed

- Active rebalancing strategies provide opportunities to enhance
returns and moderate volatility

- Policy and market positioning guidance across portfoliosis
essential and is provided by our Economic Committee and
incorporated in our asset allocation mocdels

Key Investment
Strategies/Products

Asset allocation for target risk portfolios
Asset allocation for target date portfolios
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MORLEY FINANCIAL
SERVICES, INC.

- Founded in 1982
Background + Based in Portland, Oregon
15 investment professionals

Specialist U.S. Stable value manager.
Investment Focus (The objective of stable value funds is generally to provide
preservation of principal with stability and consistency of returns,)

Disciplined, conservative investment philosophy and process,
Investment Approach | focused on delivering consistent investment returns through various
PP market cycles available for investors in tax-qualified retirement plans

as a pooled fund or separate account

Key Investment

strategles/Products | Stable Value
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GLOBAL IMBALANCE, DEBT CRISIS
AND CHINA’S CHALLENGES

Yu Yongding

Academic of Chinese Academy of Social Sciences
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Global Fixed
Income

Background

« Headquartered in Des Moines, lowa
- 69 investment professionals based in Des Moines, Chicago, New
York, London, Netherlands and Sydney

Investmant Focus

Expertise across all major fixed income sectors and security types, but
with signature capability in managing credit strategies.

Investment Approach

Uses a forward-looking investment process that integrates top-down
and bottom-up analysis and a disciplined focus on risk management.

Key Investment
Strategles/Products

Investment Grade Credit
Multi-Sector Fixed Income
High Yield

Global Corporate Cre
Global Sovereign Debt
Liability Driven Investments






OEBPS/Image00101.jpg
Global
Equities

Background

* Headquartered in Des Moines, lowa
+ 70 investment professionals based in Des Moines, Chicago, New
York, London, Hong Kong, Singapore and Tokyo

Investment Focus

Expertise across U.S., international and emerging equity markets.

Investment Approach

Key Investment
strategles/Products

Bottom-up stock selection based on integrated fundamental
research. Focused on companies that display improving and
sustainable business fundamentals, rising investor expectations and
attractive relative valuations.

Selection Portfolios (Core Active): benchmark aware, Info Ratio
focused, high active share, low tracking error

Opportunities Portfolios (Best Ideas): benchmark agnostic,
Sharpe Ratio focused, high active share, high tracking error
Fxclusian Partfolins (Fnhancad): henchmark aligned, bera
focused, low active share, low tracking error
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ART INVESTMENT FUNDS LANDSCAPE

Adriano Picinati di Torcello

Chief of Art Finance of Deloitte Luxembourg
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Real Estate

Global
Investors

Background

+ Headquartered in Des Moines, lowa
« 216 real estate professionals

Investment Focus

Fully integrated real estate platform—comprising public and private
equity and debt—providing comprehensive coverage of the U.S. real
estate market.

Investment Approach

Real Estate Equity: Integrated top-down/bottom-up process
focused on relative value. More than $6 billion/83 million square feet
of real estate developed.

Real Estate Debt: Managing ~$5.2bn of CMBS investments and
$12.7bn in commercial mortgages securitized,

Key Investment
Strategies/Products

Private Real Estate Equity: core, value added, and opportunistic
Public Real Estate Equity: real estate investment trust securities
Private Real Estate Debt: commercial mortgages, bridge and
mezzanine loans

Public Real Estate Debt: commercial mortgage-backed securities
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- Philanthropy
advice

« Art related
inheritance &
estate planning

- Securitization

« Art Investment
« Art Funds

« Stocks of art businesses
« P/E in start-ups

« Financing of art business

+ Art-secured lending

« Valuation
« Assets
consolidation
« Reporting
« Art Insurance
« Passive
portfolio
management
t Collection|
‘management
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FINANCIAL MARKETS: TRUST,
REGULATION AND THE REST

Professor John Board

Dean of Henley Business School
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THE RISE OF ETFS IN EFFICIENT
CAPITAL MARKET

Jane Leung
Head of iShares Asia Pacific
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SPECTRUM

Background

+ Founded in 1987
* Headquartered in Stamford, Connecticut
+ 10 investment professionals

Investment Focus

Specializing in the management of preferred securities.

Investment Approach

Afundamental, bottom-up, research-driven credit process,
complemented by relative-value, top-down, security selection.

Key Investment
Strategies/Products

Intermediate Duration Total Return
Tax Advantaged Preferred Securities
Taxable Equivalent Preferred Securities
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Post
Advisory Group

Background

« Founded in 1992
+ Offices in Los Angeles and New York
* 20 investment professionals

Investment Focus

Specializing in the management of high yield fixed income.

Investment Approach

Uses a consistent, value-oriented investment philosophy with a focus
on downside protection. Emphasizes intensive bottom-up research -
one company at a time

Key Investment
Strategles/Products

High Yield Plus: established 1992
Traditional High Yield: established 1993
Limited Term High Yield: established 2002
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Editorial Board

Editor in chief: Sun Jie
Editorial board members: Cao Dianyi Hu Jiafu

Zhong Rongsa Tang Jinxi

Editors: Zhang Qi Wang Weihang Sun Xingliang
Zhang Xuanchuan Li Xing Ye Wan
Shen Ning Rao Wenjie Fan Yirui
Tang Heng Xiao Yang Chen Lvsi
Xie Liqun Liu Yan Li Zhuo
Dai Zhixuan Fu Ruiqi Yang Kaiwen
Sun Xiaokang Pan Yahuizi Jiang Shuhui
Bai Wei Fei Wei Liu Xiaoyi

Proofreader: Ma Xuefei
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THE MODELS FOR STOCK INVESTMENT
AND RISK CONTROL IN EMERGING
MARKETS

Paul E. Viera

Founder of Earnest Partners LLC
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Comprises
specialized, independent
investment teams

Leverages
the expertise of more than
500 investment professional!

Delivers
customized solutions and strategies that can
‘meet specific client needs
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MULTI-BOUTIQUE MODEL FOR
ASSET MANAGEMENT

Barbara A. McKenzie

Senior Executive Director, COO & Boutique Operations for Principal Global Investors
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‘Vanguard manages assets totalling more than USD 2.75 trillion worldwide
Total: USD 2.75 trillion
Institutional:

USD 1.76 trillion

Individual:
USD 989 billion

Institutional [l Individual
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Commission-based relationship Fee-based relationship

Advisor searches Advisor is the
for “alpha”™ “alpha™
Commission: 100 bps. Wrap/account level fee: 100 bps
Investment manager: 150 bps Investment manager: 25 bps
r !
Total client fee: 250 bps Total client fee: 225 bps

Total advisor fee: 100 bps Total advisor fee: 100 bps





OEBPS/Image00052.jpg
Average expense ratios The active expense

(%) All funds ratio atzvi:m;ge (%)

028

Lipper peer group Vanguard





OEBPS/Image00066.jpg
DERIVATIVES, OPTIONS AND
SHORT SELLING

Nancy Davis
ClO and Managing Partner, Quadratic Capital Management LLC
Dr. David Seif

Director of Research, Quadratic Capital Management LLC
Stefan Gradinaruoll

Columbia Business School
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EVOLUTION OF THE U.S. PENSION
SYSTEM

F. William McNabb I
Vanguard Chairman and CEO
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