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About the Survey

About the Survey

The survey focuses on asset management activity in A number of general points should be noted:

the UK on behalf of domestic and overseas clients.

The results are based on the questionnaire responses B Unless otherwise specified, all references to ‘assets
of 76 IMA member firms, who between them manage under management in the UK’ refer to UK assets
£8.3trn in this country (85% of total UK assets under management by IMA members as at
managed by IMA members). December 2010.

We also conducted in-depth interviews with 30 senior m Unless otherwise specified, the IMA survey and
figures from 23 IMA member firms. Their views are internal databases are the source of all data cited.

reflected both in the commentary and in the direct
quotations, reproduced on an anonymous basis
throughout the survey.

B Not all respondents have been able to provide
information for all questions and not all questions
have been answered on the same basis. Response

o . ] rates, therefore, differ across questions.

The survey is in six main chapters:

The survey has been designed with comparability to

the previous survey in mind. However, even where

firms replied in both years, some may have
responded to a question last year but not this year
or vice versa. Where meaningful comparisons are
possible, they have been made.

u
1 Overview of the UK Asset Management
Industry

UK Institutional Market

UK Funds Market
The IMA would like to express its gratitude to member

G b ODN

Operational and Structural Issues firms who provided detailed questionnaire information,
as well as to the individuals who gave their time for
The International Dimension interviews.

6 Market Interaction and the Impact of MiFID

A summary of the findings can be found in Appendix
One and Appendix Two. Questionnaire respondents
are listed in Appendix Three and firms interviewed in
Appendix Four.
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Survey Foreword

Richard Saunders
Chief Executive

The IMA's annual survey is the most comprehensive
account of the UK investment management industry.
Our ninth annual survey’s findings are based upon
questionnaire responses from 76 IMA member firms
(between them managing £3.3 trn in the UK) and in-
depth interviews with 30 senior figures from 23 IMA
member firms.

An industry in good shape...

Some two years after the deepest phase of the credit
crisis, it is clear that the industry has come through
relatively unscathed. Assets under management are at
a record £3.9 trillion (see Chapter One), while industry
revenues have recovered, and are now exceeding pre-
crisis levels.

Since our first survey in 2002, assets under
management have doubled, notwithstanding subdued
investment returns. The FTSE 100 index rose only 27
per cent over that period, for example. The growth is
therefore primarily the result of inflows from clients, a
third of whom are outside the UK. At the same time,
the industry has continued to evolve: in ownership
terms it is increasingly independent of banking and
insurance, while retaining its un-concentrated and
competitive overall structure.

6
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The UK retail funds industry had another strong year in
2010, with net inflows at their second highest level on
record, following 2009, and many retail investors
displaying an increasingly global outlook. Overall,
authorised funds experienced retail inflows of £60 billion
over these two years and saw total funds under
management increase by 60% to a total of £579 billion.

...but facing challenges

Despite this positive commercial performance, the
industry faces challenges. Although revenues are
buoyant, many of those we interviewed are conscious
of the growing appetite for index-tracking funds,
increasingly in the form of exchange-traded funds, as
well as the growing importance of platform
intermediaries. Both developments could have
implications for industry business models in the future.

Many of our interviewees believe that ten years of highly
volatile stock market returns and a huge credit crisis in
the Western world have left some investors nervous
and distrustful of financial markets. In the retail funds
market, we have seen strong inflows into managed and
absolute return funds. And our interviews revealed
growing interest from institutional investors in multi-
asset strategies, although as Chapter Two shows,
single-asset mandates still predominate.



Against this background, firms are seeking to foster
investor trust and confidence. The majority of
managers we spoke to believe that association with
problems in the banking sector has contributed to a
decline in trust among the industry’s clients. But firms
believe there is more that the industry itself should be
doing.

This is why many managers are actively seeking to
focus on meeting specific client needs by moving
towards more outcome-oriented products and
strategies (see Chapters One and Two). It is worth
highlighting three such themes:

B Liability matching strategies for defined benefit
pension funds and other clients. Assets subject to a
liability-driven mandate are continuing to grow
strongly.

B Default fund strategies within defined contribution
pension schemes, which aim to provide appropriate
asset allocation strategies for scheme members
which evolve over time.

B Funds which aim to provide constrained levels of
risk for clients, particularly retail investors, such as
absolute return products.

Through a greater emphasis on areas such as asset
allocation and an approach based upon specific client
needs, many interviewees felt this could mark the
beginnings of a renewed relationship with end clients.

International competitiveness

Over the last few years we have tracked growing
concern that the many advantages enjoyed by the UK
as a location for an investment management business
may be eroding. We heard this even more strongly this
year (see Chapter Five).

Several of those we interviewed said that massive
improvements in communications and a shifting
balance of global economic power were making the
case for a global “cluster” for asset management less
compelling. And, importantly for an industry drawing
on talent globally, a lack of certainty about the stability
of the fiscal, regulatory and immigration regimes could
undermine the UK’s position relative to other
jurisdictions.

Nobody expects this to result in an exodus of
established firms from London. But several members
suggested that we could see more marginal decisions
about incremental investment go against the UK in
future. Just as mutual fund domiciles have migrated to
Dublin and Luxembourg, so we may see other such
moves over time. This is something to which the UK
Government needs to be alert.

Regulation from Europe...

Regulation has risen significantly up the list of industry
preoccupations. This is recognised as inevitable in the
wake of the credit crisis, and indeed to some extent
welcome. But concerns are growing about the volume
and appropriateness of new regulation that is affecting
the industry, much of it originating from the EU.

Frequently cited is the Alternative Investment Fund
Managers Directive, which sought to tackle the
regulation of hedge funds and private equity funds. Not
only was their role in the credit crisis marginal, but the
directive also brought a wide variety of other fund
structures within its scope. Indeed, the importance of
hedge funds is frequently overstated — the assets
managed by IMA member firms at the end of 2010
were three times those of the global hedge fund
industry.

Survey Foreword
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The impact of the first wave of EU legislation, the last
decade’s “Financial Services Action Plan”, has been
decidedly mixed. For example, the Markets in Financial
Instruments Directive was intended, among other
things, to improve competitiveness in equity trading
markets. But the majority of members reported that in
practice the result has been a decrease in post-trade
transparency and no reduction in trading costs (see
Chapter Six).

When we conducted our interviews for this survey, the
industry was facing the prospect of some 20 different
legislative measures from Europe over the coming two
years. This will have significant impact on firms’
operating environment.

...and from the UK

The Financial Service Authority’s Retail Distribution
Review is the main current proposal for UK-originated
regulation affecting the industry. Investment managers
support the Review’s objectives of a more transparent
and consumer-friendly market, but our industry has
concerns about whether this would indeed be the
outcome. Some feared that the fund management
industry might be put at a competitive disadvantage to
life insurers. And there was widespread agreement that
middle and lower income groups would find it more
difficult to access advice in the future.

A further challenge will be the impact of the legislation
expected later this year to replace the FSA with two
new regulators, the Financial Conduct Authority and the
Prudential Regulation Authority. This will inevitably
result in further disruption as relationships with
regulators undergo a fundamental change.

Investment Management Association

One group that may be disproportionately affected by
the regulatory agenda is smaller specialist firms.
Investment management has always had relatively low
barriers to entry: with no requirement for large amounts
of capital, investment managers are in essence much
more akin to non-financial service sector businesses
than to financial firms like banks. But some
interviewees suggested that the increasing regulatory
requirements could start to provide more significant
barriers to entry than in the past, ultimately perhaps
driving greater consolidation.

While the industry has ridden through the financial crisis
well, it finds itself at a strategic crossroads and the
mood among firms is generally reflective. The growing
need for individuals to take responsibility for their own
retirement provision continues to create an attractive
long term prospect for the industry. But evolving client
preferences, a difficult market environment and
changing regulation at both UK and EU levels are
combining to present firms with new strategic
challenges, which they will have to face up to in order
to grasp potential opportunities.

SN

Richard Saunders
Chief Executive, Investment Management Association
July 2011



Key Statistics

Key Statistics

[£3.4trn in 2009] [£503bn in 2009]

Total assets managed in the UK by IMA UK-managed funds

member firms as at December 2010 domiciled offshore

[£1.1trn in 2009] [40% in 2009]

Assets managed in the UK on behalf of UK domestic market capitalisation

overseas clients accounted for by IMA members’
UK equity holdings

[£481bn in 2009] [£8.7bn in 2009]

Managed in UK-authorised funds Revenue earned by UK-based asset

(OEICs and unit trusts) management firms in 2010

[n/a]

Assets managed worldwide on behalf
of UK institutional clients




Key Interview Findings

Key Interview Findings

Investment increasingly
globalised; product focus
becoming less specialist

Client interest in global investment opportunities,
particularly emerging markets, continuing to
increase at the expense of domestic exposure
(see p. 21-22).

Specialisation reaching limits with growing
emphasis on solutions and more client-centric
asset management services. LDI assets under
management expanding; DC likely to be an area of
significant focus in the UK (see p. 23-25).

Increasing interest in multi-asset approaches as
both a diversification delivery mechanism and a
way to deliver specific outcomes (see p. 36-37).

A need to improve trust and better
communicate the industry’s role
and objectives

General recognition that client trust is an issue that
must be addressed (see p. 26).

Industry should be better at differentiating itself and
its business model from other financial services
(see p. 26).

Changes needed in client-manager conversation in
both the retail and institutional environment (see
p. 26-28 and 37).

Concerns to ensure transparency as product set
evolves (see p. 27).

Greater client scrutiny of operational process and
risk management seen as a positive development
(see p. 28).

Regulation should not work to
the detriment of the industry’s
clients

Acknowledgement that regulation can benefit both
industry and clients; UCITS seen as a key success
(see p. 73).

But widespread concern about the potential impact
of new UK and European regulation, amid
recognition that regulation will inevitably tighten (see
p. 74-76).

Disbelief over the Keydata episode (see p. 76).

Operating costs are rising as a result of the
regulatory response to the credit crisis, but for
some this is seen as a competitive advantage
(see p. 74).

Ongoing unease about the
attractiveness of the UK as an
operating environment for the
asset management industry in a
changing global economy

Continuing worries that the UK may be losing its
competitive edge as an international asset
management and financial centre (see p. 86-89).

Evolution of technology and of the global economy
eroding the natural advantages enjoyed by the UK
(see p. 88).

Firms point more to the danger of new capacity
going elsewhere than of the imminent relocation of
existing personnel, funds and corporate entities
(see p. 89).

In a changing global environment, the UK needs to
signal unequivocally that it is ‘open for business’
(see p. 88).
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1. Overview of the UK Asset Management Industry

Key Findings

Overall size and location

B Assets managed in the UK by all IMA member firms
totalled £3.9trn as at December 2010, a rise of
17% from 2009. Total assets under management
were boosted by a sharp rise in UK-authorised
funds under management,’ which rose 20%
year-on-year to £579bn.

B Including a range of non-IMA firms (principally
hedge funds, private equity funds and discretionary
private client asset managers), we estimate total
assets under management in the UK at £4.4trn.

Client type

B Institutional assets under management in the UK
account for just under 78% of the total, with retail
representing 21%. Private client money accounts
for 1.6% of total assets under management.

B The largest institutional client type by the size of UK
assets under management is pension funds (34%),
followed by insurance companies (24%).

Overall asset allocation

Of the £3.9trn under management by IMA firms,
46% was invested in equities, 36% in bonds, 9% in
cash/money market instruments and 4% in
property. The remaining 6% largely represents a
range of alternative asset classes and liability-driven
investment (LDI) strategies.

Allocation to UK equities continued to decrease to
43% of the total (compared with 47% in 2009),
which represents 38% of the UK domestic market
capitalisation. Emerging market equity continued
its growth, now representing aimost 10% of the
entire equity allocation.

Evolution of industry focus

Interviews suggest greater attention being paid to
specific client needs, which firms strive to meet by
adopting increasingly different approaches to
product design and delivery.

Product transparency and client communication
seen as key to improving trust in the industry.

T UK-authorised funds refer to UK-authorised unit trusts and open-ended investment companies (OEICs).
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1. Overview of the UK Asset Management Industry

The UK is a leading asset management centre, with the
industry serving a wide range of domestic and overseas
clients. The majority of activity is concentrated in
London, but there is also a significant Scottish cluster.

Although many asset management firms developed
historically as part of larger financial institutions, such as
banks or insurance companies, the industry uses a very
distinct business model. It provides services to retall,
institutional and private client investors on an agency
basis, with a clear separation between operating
companies and assets.

Investment services are provided in two broad ways:
through a variety of pooled vehicles, which commingle
assets from different investors, and through segregated
mandates, where a client’s assets are managed
separately.

This survey captures all aspects of the industry’s asset
management activity. Total assets under management
in the UK by IMA members were £3.9trn at the end of
December 2010, up 17% from a year earlier and 30%
above the levels seen in 2008.

The £8.9trn covers assets managed by IMA members
in this country for both UK and overseas clients (see
Figure 1). This includes:

B Allin-house and third party client assets.
B All segregated mandates.

B All pooled vehicles, including authorised unit trusts,
OEICs, unauthorised investment vehicles (eg.
unauthorised unit trusts) and life funds.

Within the UK, we estimate that 14% of total assets
(£550bn) are managed in Scotland, primarily in
Edinburgh. Like their counterparts based in other parts
of the UK, a number of Scottish asset management
firms also have significant overseas operations.

As we discuss further in Chapter Five, overseas
clients account for one-third of total assets managed in
the UK.

Figure 1: IMA member characteristics

IMA members fall into five general categories:

B Asset management firms with a sizeable global
footprint themselves, or which are part of firms
with such a footprint. Such firms undertake a
wide range of asset management activities across
the institutional and retail market space and tend
to have considerable overseas client money under
management in the UK.

B [arge and medium-sized firms, whose business is
primarily UK/Europe-focused and which offer a
diverse range of services.

B Firms whose business is primarily based on
investment funds.

B Smaller asset management firms, which may be
specialist boutiques or focused on the private
client market.

B Occupational Pension Scheme (OPS) managers
running in-house asset management operations.

Looking at the largest firms (see Chart 1 overleaf), the
top ten as at December 2010 continue to be
characterised by three features:

B There is a marked contrast between a number of
global players with very large overseas operations
and those firms whose asset management activity is
concentrated primarily in the UK.

B The three largest firms in the UK are distinguished
by a significant beta capability through their indexing
businesses. However, their range of activities goes
well beyond this and they should not be defined
solely in these terms.

B Despite the rise in significance of autonomous asset
management firms (see p. 69), only two of the top
ten firms are fully independent asset managers
(BlackRock and Schroders). The other eight belong
to insurance companies or retail, investment or
custodian banks.



Overview of the Asset Management Industry

Chart 1: Top ten firms by UK and global assets under management

BlackRock Investment Management

Legal & General Investment Management

State Street Global Advisors

M&G Investments

JP Morgan Asset Management

Aviva Investors

Scottish Widows Investment Partnership

Standard Life Investments

Schroder Investment Management

‘ os
Insight Investment - 108
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B UK Assets Under Management B Global Assets Under Management

Assets and funds

Chart 2 shows the progress of assets under
management since December 2005. It includes one of
the most important sub-components: the UK-
domiciled investment funds industry (authorised unit
trusts and OEICs), which represents 15% of total
assets under management, the highest proportion
recorded since the survey began.

As we explore further in Chapter Three, one particularly
notable feature of 2009-2010 was the spectacular
growth in UK-domiciled funds under management,
rising by one fifth year-on-year to a record £579bn at
the end of December 2010. This was partly a reflection
of asset mix and market movements, but also results
from significant inflows.

Within the survey, we refer to assets under
management as a ‘catch-all’ term covering all forms of
management activity, both funds and segregated
mandates. Where we are referring specifically to UK-
authorised funds (unit trusts and OEICs), we use the
term funds industry.

Chart 2: Total assets under management in the UK and
in UK-authorised funds (2005 — 2010)
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We estimate that IMA members account for 85-90% of
total assets managed in the UK, with the total at

IMA member firms operate across both the £4.41rn (see Figure 2). The remaining components not
mainstream and alternative asset management spectra  covered by this survey are a range of niche firms

(see Chart 3): outside the IMA membership base, notably:

B Almost all respondents to the survey manage B Hedge funds.

equities, a substantial majority have fixed income

capabilities and half run property mandates. A W Private equity vehicles.
number of IMA firms also have specialist cash
management expertise as opposed to those who B Property funds.
are holding cash within portfolios for operational or
diversification reasons. B Discretionary private client managers.
B Survey returns suggest that IMA member firms There are also some mainstream asset managers who
manage no more than £30bn in hedge funds. This are not IMA members.

accounts for nearly 16% of total UK hedge fund

assets at the end of 201 0.2 Private eC]UIty funds are Figure 2: Wider asset management |ndustry

operated by just under one-fifth of respondents.

Chart 3: Proportion of survey respondents managing
different asset classes in the UK

IMA
membership
£3.9trn

100%

80%
60%
40%
20% .
% ]

Total assets managed in the
UK estimated at £4.4trn
Equities  Fixed Income Cash Property  Private Equity Commaodities

2 Source: HedgeFund Intelligence.



As a proportion of total assets under management in
the UK, hedge funds managed here remain a
comparatively small part in asset terms with only
£185bn in 2010. They are, however, significant in terms
of export earnings and additional employment through
around 400 firms based in this country.

While there has been a considerable focus on the rise
of exchange-traded funds (ETFs), these also remain
comparatively small in asset terms, when compared to
the mainstream asset management industry (see
Chart 4). Nonetheless, growth data from the ETF
industry globally, and comments in interviews, suggest
that this is an area that will continue to grow strongly,
albeit from a low base in the UK.

Chart 4: Assets managed in a range of UK fund
vehicles (2009 — 2010)

£bn
600
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400
300
200
: Bl o

UK-Authorised Funds  UK-Managed UK Investment UK-Listed
(OEICs, Unit Trusts)  Hedge Funds Trusts ETFs

W 2009 2010

Source: IMA calculations based on data from the IMA, HedgeFund Intelligence,
AIC, BlackRock
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Chart 5 provides a general overview of assets managed
in the UK by client type. This data includes both UK
and overseas clients across all reporting categories.
We have introduced new categories this year in order
better to segment the market, and we report in more
detail on the UK institutional client market in the second
part of this chapter:

B Institutional assets under management continue to
account for just under 80% of the total, with the
largest segments being pension funds (34% of total
assets under management) and insurance
companies (24%).

B After pension fund and insurance mandates, retail
(21%) continues to represent the third largest client

type.®

B Private client money accounts for nearly 2% of
assets under management, but this category
captures only those parts of the private client
market visible to IMA members (ie. where there are
specific private client investment services).

B The other institutional category is concentrated on
pooled assets where it has not been possible to
identify the client. These include a range of funds,
€g. investment trusts.

Chart 5: Assets managed in the UK by client type
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77.9% In-House Insurance 19.9%

Third Party Insurance 3.9%
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Non-Profit 1.1%
P sub-Advisory 3.7%
Other 7.3%

8 The survey does not collect retail market data on the same basis as the IMA monthly statistics. It focuses on assets under management in the UK, regardless of
where the fund or client is domiciled. In consequence, it picks up a wider range of retail funds, which explains why the percentage share here is larger than implied

by the IMA monthly data.
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Chart 6 shows the split by client type since 2005 when
the IMA started to collect the data in this specific
format. These are headline numbers and therefore
subject to some sample fluctuation. Nonetheless, they
are highly representative of the industry and two
features of the historic progression are quite striking:

1. Rise in ‘other institutional’ categories. The
proportion accounted for by the ‘other institutional’
category has increased steadily in recent years. This
appears to reflect a number of factors. To some extent,
there has been a broadening of the asset management
industry’s international client base beyond traditional
institutional categories (pension funds and insurance
companies). Internationally, opportunities for third party
asset managers are becoming ever more extensive,
both in the corporate and public or quasi-public sector
(see p. 80).

There is also increasing use of pooled vehicles by
institutional clients, driven by a variety of factors,
notably:

The move into passive, where different forms of
pooled vehicles can be accessed.

Openness to specialists who may operate primarily
through pooled vehicles. A number of firms
previously associated more with the retail
environment have in recent years reported
institutional business in areas of excellence.

The rise of multi-manager products, where the end
client may be retail, but the relationships between
managers and sub-managers are essentially
institutional.

Points two and three are a particular feature of the
wider trend towards the blurring of the retail and
institutional markets.

Chart 6: Assets managed in the UK by client type (2005 — 2010)
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2. Fall in proportion of insurance assets. From just
under 31% in 2005, the proportion of assets under
management for insurance companies has fallen
significantly over the past five years. These assets are
primarily run for life insurance parent companies and
include products such as life funds and annuities.

Looking back on the data in terms of total assets under
management, the decline is relative rather than
absolute. Figures from 2005 suggest total insurance
assets under management by IMA members of
£852bn, rising to £934bn in 2010 (an increase of 10%).
Meanwhile, pension fund assets managed in the UK
increased from £973bn to £1,355bn (39%) and the
other institutional category, discussed above, doubled
from £385bn to £779bn (102%).

Overview of the Asset Management Industry

The key theme running through 2010 was uncertainty
about the direction of the global economy, despite two
strong years for equity markets since the lows of the
first quarter of 2009:

m Over the course of 2010, the FTSE All-Share rose
11% in capital return terms and almost 15% in total
return terms (see Chart 7).

B Average stock market levels were 21% higher for
the FTSE All-Share, which was positively reflected in
industry revenue.

B International equity market indices also rose
strongly, with notable gains in emerging markets,
albeit at a slower pace than in 2009. The FTSE All-
World Emerging Markets index rose 21%, having
gained almost 60% over 2009.

B In the fixed income markets, corporate bonds
performed less strongly than in 2009, with the IMA
sterling corporate bond sector returning 7% over
the year (14% a year earlier). However, with interest
rates remaining low and inflation concerns
persisting, the ‘hunt for yield’ remains an ongoing
theme in investor behaviour (see also Chapter
Three, p. 44)

Chart 7: Equity market movements (2008 — 2010)
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As this survey went to press in the summer of 2011,
there were very mixed signals for the likely outcome for
this year. Chart 8 shows data from an internal IMA
survey of senior fund managers in the fixed income
markets, mainly focused on sterling and euro corporate
bonds. The survey started in early 2008, with

managers asked to rank conditions on a scale of up to B The changes in 2007-2008 were consistent with a
10, where this level represents pre-crisis market shift out of equities towards fixed income, cash and

The overall mix of assets managed in the UK at the end
of 2010 is shown in Chart 9, which also shows the
progression from 2007:

conditions. LDI products.* This appeared to result both from
ongoing trends in institutional behaviour and a ‘flight

Last year saw a sharp recovery through the second to safety’ response, reflected in the rise in cash

half, after an unstable first half during which emerging holdings.

fears about the sovereign credit crisis caused banks to

unwind risk on their balance sheets. While 2011 B The 2008-2009 changes are less pronounced and

started well, there are signs that the index is starting to more consistent with aggregate market movements

falter as worries intensify once again over European than significant shifts in overall client asset

sovereign credit, particularly in Greece. allocations.

B In 2009-2010, the changes are consistent with a
movement out of cash, but also further movement,
or at least rebalancing out of equities to the benefit
of fixed income. While there is evidence that this

B y reflects further adjustments in UK pension fund
10 = Pre-crisis conditions Eurozone . . o e X
. soversign client bghawour, it is difficult to draw firm
conclusions from aggregate data based on a range
of client assets managed from this country, and
therefore influenced by many different parts of
diverse international markets.

Chart 8: Asset manager assessment of general
conditions in fixed income markets (2008 — 2010)
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Chart 9: Overall asset allocation of UK-managed assets
(2007 — 2010)
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4Given that we are not recording new money flows, such observations are based on asset returns applied to matched samples from year to year. The findings must
therefore be treated with considerable caution. It should also be remembered that this data contains both UK and overseas investors and is therefore not indicative
of any individual geographically-defined client market.

5 The cash category includes money market funds.
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Equity allocation

The equity split by region is shown in Chart 10. Most
striking in recent years has been the decline within
equity holdings of UK equities, as the erosion of home
bias by UK institutions and retail investors has
continued. Holdings are significantly smaller than two
decades ago when UK pension funds and insurance
companies accounted for a large proportion of the total
UK equity market (41% in 1999, compared to 26% in
2008).6

The proportion of UK equities relative to the overall
basket of equities has fallen again during 2010. Four
years ago, UK equities represented close to 60% of
total equities managed in the UK. This figure has now

Overview of the Asset Management Industry

dropped to 43%. We estimate that IMA members now
account for just over 38% of UK domestic stock market

capitalisation, equating to £768bn.

Chart 10: Equity allocation of UK-managed assets by region (2006 — 2010)
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8Source: Office for National Statistics, Share Ownership Survey 2008.
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Looking back to 2006, the other striking feature of
equities managed in the UK has been the increasing
proportion of emerging market and Pacific (ex Japan)
equities. A number of UK managers will also be
running emerging market and Pacific mandates outside
the UK, particularly in Hong Kong and Singapore.

Major shift to emerging markets

1 We have seen, both among UK clients and
elsewhere around the world, the appetite for
emerging market equity and debt continuing to
grow strongly. There is a very strong mood to
make larger and more explicit allocations to
emerging markets. This is no longer about a small
proportion of assets — to have 2-3% optionally —
but about a strategic asset allocation, also
evidenced by people increasingly saying that they
will benchmark performance against ACWI (All
Country World Index) rather than traditional
developed markets.

industryview

All financial asset structures are susceptible to
bubbles and it’s entirely possible that we’ll get a
bubble in emerging markets. But the fundamental
difference is that people now recognise that in
terms of geo-political and economic realities, the
level of wealth creation and need for wealth
preservation in emerging market economies is
dramatically larger and more sustainable than it
was in previous times. 39

Fixed income allocation

In terms of fixed income, the overall allocation is
illustrated in Chart 11. The majority is sterling
investment, with government and index-linked bonds
accounting for 37% of the total.® As a proportion of
total gilts (including index-linked) in issue, this
represents 53%.° The fall in gilt holdings relative to
index-linked over the past two years is particularly
notable. Equally notable is the increase in UK
corporate bond holdings since 2008, although as a
proportion of overall fixed income managed in the UK,
UK corporate bonds fell back in 2010.

Chart 11: Fixed income allocation of UK-managed
assets by type and region (2008 — 2010)”
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7 Earlier data is not available due to a change in reporting.

& With large insurance-owned asset managers strongly represented in the respondent sample, the implied gilt (incl. index-linked) holdings may over-state the true

position. The same is true of UK corporate debt holdings.
¢ Based on market values net of Government holdings as at December 2010.
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In our 2006 Survey, a year before the onset of the credit
crisis, we pointed to eight key long-term trends in the
industry. In many respects, these trends remain valid in
2011 (see Figure 3). However, in the past couple of
years, the Survey has reported interview respondents
focusing on a perception that client needs must be
addressed more explicitly, even as the retail industry is

increasingly intermediated. We suggested that the
limitations of the component-driven, specialised
approach were increasingly apparent to a range of
players within the industry. We also reported that a
number of asset management firms were looking to a
different role in helping their ultimate clients achieve their
investment goals, particularly in the pension fund
environment.

Figure 3: Key themes four years on

2006 - 2007 IMA Survey Findings

2010 - 2011 IMA Survey Findings

Greater polarisation brought about by alpha and
beta separation and the commoditisation of
certain beta products.

Intensification of separation and commaoditisation as
the ETF market develops.

Specialisation/fragmentation as active
managers focus increasingly on alpha-seeking in
specific asset classes, but signs of emergence of
‘new balanced’ approaches.

Wider acknowledgement of the limits of
specialisation and significantly increased interest
across the industry in asset allocation and multi-
asset products.

Greater diversification as clients look towards
wider sources of return (eg. hedge funds,
infrastructure, commodities, private equity).

Ongoing client interest in alternative asset classes.

Convergence in certain areas between the hedge
fund environment and ‘mainstream’ asset
managers (eg. increasing demand for absolute
return funds) and between the retail and
institutional product offerings.

Ongoing signs of convergence, evident not just in
certain forms of investment technique and
objective, but in fund vehicles with wider use of
UCITS powers.

Liability preoccupations driving the development
of a range of LDI products designed to help
pension schemes better manage their funding
difficulties.

LDI continuing to grow substantially. An
increasingly crowded commercial space as asset
managers and consultants compete to offer a range
of fiduciary and implemented consulting services.

Increased intermediation as new forms of fund
distribution and assembly mechanisms emerge,
turning asset managers increasingly into
manufacturers selling their products through
professional buyers in wholesale relationships.

Ongoing growth of platforms as a core distribution
vehicle. Evolution of open architecture
accompanied by a growing focus on guided
architecture, particularly in the context of DC
platforms.

Ongoing Europeanisation of the regulatory and
commercial operating environment.

While changes in the commmercial landscape remain
uneven and slow, the European regulatory agenda
is increasing significantly in the aftermath of the
credit crisis.

Globalisation as a combination of new client and
investment opportunities are provided by the
gradual liberalisation of the international economy
and by demographic shifts favourable to an
enhanced savings culture.

Long-term secular shifts remain intact, with growing
recognition among clients of a shift in global
economic growth dynamics and consequent re-
allocation of capital towards emerging markets.
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Are clients getting the experience they
expected?

1 One of my questions coming out of the 2007 -
08 dislocation was: did the clients that have
invested in the markets and used our industry for
their long-term savings and prosperity get the
experience that they expected? Some did but a
lot of them didn’t. Why? Is it that they haven’t
understood the product offerings, have they not
been positioned properly by the seller, has it been
too industrialised? | don’t think the industry
behaved poorly, but | do question whether it has
thought enough about what the client really
needs. 39

1 | do think that our reputation as being
trustworthy custodians of people’s money is
something we want to build on. [t's going to be
much more than saying: ‘Here’s the index, we've
out-performed it and are top quartile in our peer
group!” So, if you’re 64 years old and closer to
retirement, how are you going to deal with this?
How will you convert the pension into an income
stream? There will be a different role for asset
managers. 39

Sitting behind this shift in emphasis is the observation
that some clients may not have been best served by
investment goals such as outperforming standard
market benchmarks. At the same time, the value of
those benchmarks even for specialised mandates has
been increasingly questioned. There are a variety of
responses to this:

B Greater use of absolute or target return products.

B Further development of unconstrained or
benchmark-unaware strategies.

B A focus on tailored, more outcome-oriented
approaches, particularly for individual pension funds.

As we pointed out last year, solution propositions
represent an attempt by some asset managers to
deploy their intellectual capital differently, reasserting
their expertise base and developing their capabilities.
While this has been given greater impetus by the
dislocation of the credit crisis, it is also the culmination
of broader trends, notably changing demographics and
evolving regulatory demands on pension schemes.

Impact of demographics and regulation

“A combination of demographics and
regulation, particularly accounting regulation,
creates a greater focus on liability matching as
opposed to benchmark matching. For individuals
this means that people are approaching
retirement, and so they’re moving out of an
accumulation into a decumulation environment.
For institutions it’s maturing DB pension funds
where it used to be about new joiners and
growing assets, and now it’s about winding them
down.

industryview

That gets you focused on outcomes, and you
care less about what the various benchmarks are.
If you’re focused on the outcome you ask yourself
‘who can help me with that outcome’, and
institutions may decide they want to speak to a
fiduciary manager or a consultant. 39
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Three areas stand out in particular:

1.

Defined benefit (DB) pension scheme liability
matching.

The evolution of defined contribution (DC) default
fund strategies (see Figure 4), where the UK market
is not yet as mature as other parts of the world,
particularly the US.

Broader risk mitigation/capital preservation
strategies for clients, such as absolute return.

Commercially, this points to firms within the industry
potentially offering a number of different product sets.
Depending on their capabilities, some may be active in
all areas:

B Investment components, either passive or active,

which can be used as part of wider investment
strategies whose outcome is not necessarily related
to the fund objective.

Packaged solution provision via pooled vehicles,
such as target date funds with fairly specific goals
related to investor savings requirements. These
vehicles may operate via single- or multi-manager
approaches, with multi-manager becoming
increasingly popular with investors in the retail
market (see p. 52-53).

Bespoke solution provision that may involve
services beyond asset management, such as asset
liability modelling or manager selection. This is an
increasingly crowded marketplace where asset
managers, consultants and investment banks find
themselves jostling for position as they offer fiduciary
or implemented consulting services.

Figure 4: Potential opportunities in the DC pensions environment
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At the same time, transparency is felt to be particularly
important in the context of an investment environment

Clearly, as in all industries, trust is a key component of
client relationships. The majority of firms we spoke to

characterised by:

believe that more could be done by the industry in this B Increasingly sophisticated investment objectives and
area. One immediate concern in the context of the delivery mechanisms.

credit crisis is the need to distinguish the asset

management industry from other parts of the financial B End consumers who frequently lack a strong
services industry and to ensure that clients better understanding of investment products, but who will
understand what firms are trying to achieve on their be increasingly exposed to those products

behalf. This implies a significant communication task for (particularly through DC pensions).

asset managers.

B Increasing degrees of intermediation, putting ever
greater distance between asset or fund manager
and end client.

B More intrusive regulation.

d;J Trust issues and identity E The importance of transparency and

'S Y. '= | communication

P The industry is suffering from a lack of trust g

-'J’.) and consumers tell us. Individual companies 45 1 We need to get the essence of the product
- may not have a problem because, typically, the 5 | and the risk in a simple, digestible form, and we
g customer says ‘I don'’t trust others, but my firm g need to be available to answer questions. One of

is good’. There’s a big difference between the
general and the specific in customer trust and
the closer you get to the individual choice that
the customer’s made, the greater the trust. So
you could say that trust is strong if you’ve had a
strong brand and if you’ve kept up your client
communication.

But as an industry we’re now ranked as low as
banks. And in Europe, the reason is because
many are owned by banks and therefore the
differentiation as to whether it was the product
that failed or the bank advice or the bank, the
consumer doesn’t know. 39

1 Even the most sophisticated investor can’t
distinguish properly between the role of
investment management, investment banking
and retail banking. We have senior policy-makers
that confuse this, so what chance has the
consumer? If you asked an ordinary person to
name five investment managers they’d struggle,
and even then they’d probably name those
owned by investment banks. 39

26

the biggest frustrations that | have is that we do
produce a lot of information, some of it requlated
almost to the point of being impenetrable, but the
problem is that it doesn’t reach the customer. So
the big challenge that we haven'’t grappled with is
how we form a direct communication relationship
with our customers without undermining the role
of good quality intermediation and good quality
aavice. After all, we’re not advisers in the retail
space. 39

1 One of the things that has really accelerated is
the erosion of that artificial distinction between
long-only and alternative. We've got hedge fund
managers launching long-only funds and active
managers launching hedge funds and absolute
return type funds. | don’t think it is just a question
of marketing in terms of working with the
customer to make sure they understand what’s
going on and they’re protected. It's also
incumbent on our industry to ensure that due
diligence on portfolio construction, on all the
operational issues — particularly surrounding the
use of derivatives in these funds which are an
efficient means of constructing a portfolio — are of
the highest order. J




Transparency is a particular concern in the retail space
and has been expressed consistently to us by a small
number of interviewees in the last three surveys as
absolute return funds have grown in popularity (see

p. 51). While absolute return remains extremely small
as a proportion of overall investment funds under
management (less than 3%), there is no expectation
that investor demand will diminish for products that
attempt to move towards more tangible return
objectives than the traditional index benchmark.

Furthermore, an emerging trend towards the use of
UCITS™ vehicles for less mainstream strategies (eg. by
hedge funds) also worries some of those to whom we
spoke with respect to potential threats to a highly
successful international brand.

Reputational risk

1 If we’re moving into target return or absolute
return funds, it’s incredibly important that, in terms
of building the industry’s trust and reputation, we
make sure we’re putting stuff into the marketplace
that stands a reasonable chance of doing what it
says on the tin. We need to be as transparent as
possible about the way in which these portfolios
are put together. )

industryview

1 The problem is that it’s quite hard to manage
expectations for these things, both internally and
externally, and it does worry me about the
industry in general that there is a potential for
disappointed expectations when people buy what
they perceive as absolute return products. We
hope that most of the assets are going to be
uncorrelated, but they’re obviously not going to
be all uncorrelated in a crisis. The ‘diversified
growth’ name applies to a very wide variety of
approaches at the moment, so it’s an area where
it's easy for people to get something different from
what they thought they were buying. )

1 UCITS had an extraordinary run and it really
ought to be considered one of the major
successes of the European single market initiative.
On the other hand, I think there’s every chance
that this gets thrown away over the next few years
amid all the pressure for more flexible investment
Strategies. At some point, some UCITS fund will
go down, having done something really stupid,
and people will wonder how on earth we allowed
it to happen. 39

industryview
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A number of interviewees also identified cost control
and charges as an issue that the industry should
consider more carefully. This is clearly a contentious
area with some strong views both within and outside
the industry, which raises the broader question of cost
versus overall value for money, and how this can be
measured.

Cost control and value for money

1 I would not pay two-and-twenty to anyone,
not even myself. In a world of low nominal returns,
| do think we, as an industry, have to keep a
control over cost. Otherwise, too great a share of
the gross return is going to us and not enough to
the end client. 39

1 The danger is that people only focus on the
cost rather than getting value for money and the
worst outcome from my point of view would be
rushing into passive because they think it’s
cheaper but then actually ending up with high
risks relative to their wealth because they’re
positioned in expensive stocks. But we, as an
industry, don’t have the right to tell them what to

do. 9y

OUCITS refers to the Undertakings for Collective Investment in Transferable Securities Directives.
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Finally, as we reported last year, those we interviewed
generally made the observation that clients were
increasingly scrutinising asset managers, particularly

around investment process and operational risk issues.

In this respect, trust is also linked to being able to

satisfy client concerns in these areas and firm size was
once again cited as an increasingly important factor (for

further comment, see p. 74).

industryview
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Greater client scrutiny

1 If you look at the due diligence that we are
Subject to in terms of our institutional mandates, it
is much more focused on risk and operational
management than it was before. On a scale of 1-
10, the focus of due diligence visits to our
headquarters is 7.5 on operations and risk
management and 2.5 on performance. It's exactly
the reverse of five years ago. Clients are much
more concerned about the health of their asset
managers, banks and financial counterparties
than they were before. 39

1 Our clients are asking for more information.
The risk management that we develop internally
we also use in our marketing and communications
So it meets our internal requirements as well as
the new requirements from our clients. This is
another consequence of the greater focus on risk.
Everyone expects to have information instantly
about every possible kind of risk, including
liquidity, which has not been focused on as much
before. 39

1 There’s greater scrutiny, not only regulatory
but also from the client side. Clients want to
know where the company they’re dealing with will
be 12 months from now. And it doesn't fit in with
the current perception of ‘big is bad’ and
‘boutique is good’ so maybe there’s going to be a
rethink around that. 3

Taken together, these developments create a range of
opportunities, but also challenges for asset managers
(and other players in the market):

1. Effective innovation and delivery without over-
promising.

2. Effective communication, particularly in a highly
intermediated retail environment.

3. Effective competition with other players and the
maintenance of a level playing field.

>

Potential vulnerability to reputational damage in the
event of product failure within the broader industry
(see in particular the discussion on ETFs, p. 77).
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2. UK Institutional Market

Key Findings

Market size

B The UK institutional market as served by IMA
members (regardless of where assets are managed)
is estimated at £2.2trn, with the overall market
estimated at £2.4 — £2.5trn.

Client type

m Within the UK market, pension funds and insurance
companies continue to represent the largest
institutional client types for IMA members, with 50%
and 34% of institutional assets respectively.

B The third largest client type is the ‘Other Institutional’
category (9%) which consists primarily of pooled
assets. While it is not possible to identify the
underlying client type in this category, the majority is
likely to be institutional clients.

Asset allocation

B Over 38% of third party institutional client assets are
invested in equities, with fixed income representing
37%. Multi-asset mandates account for nearly
11%. ‘Other’ specialist mandates represent almost
8% and consist mostly of LDI and alternatives.

B The geographic distribution of specialist institutional
equity mandates clearly exemplifies increasing
internationalisation (only 36% by value of their
assets are invested in UK equities). As one would
expect, fixed income mandates remain strongly
focused on the domestic market with 84% of total
assets invested in UK bonds.

Separation of alpha and beta

Specialist vs multi-asset

Passive institutional mandates account for 38% of
total third party institutional client assets, with 41%
of total pension fund assets managed by IMA
members on a passive basis.

2

Specialist mandates account for aimost 90% of total
third party institutional client assets. Despite an
increasing client focus on multi-asset and flexible
strategies evident from interviews, there is little
evidence of significant change.

Outlook for the UK institutional
market

Boundaries within the industry are becoming
increasingly blurred, with traditional and alternative
as well as retail and institutional sectors converging.

The upcoming automatic enrolment reforms in the
UK present an important development for UK
retirement provision and savings behaviour more
generally. For the asset management industry, there
are both challenges, particularly in terms of product
development, and commercial opportunities.
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2. UK Institutional Market

In the last Survey, the broad message was that some
degree of normality began to return to the institutional
marketplace in 2009, with a number of pre-existing
themes apparent, notably:

B A significant focus on liabilities and putting in place
viable solutions for meeting these.

B An ongoing move out of equities by occupational
pension schemes and a continued erosion of home
bias in remaining equity holdings.

B Aninterest in absolute/total return strategies and
alternative asset classes.

These all remain true in 2010. However, as we
explored in the previous chapter, a theme that has
come more to the fore in this year’s Survey has been
that of how to ensure greater flexibility in terms of
investment decision-making processes, moving away
from more static, traditional benchmark-driven asset
allocation approaches, particularly for pension funds,
towards more tactical management. According to

those we interviewed, this is seen in a number of ways:

B Greater interest in multi-asset investment strategies
among institutional clients.

B Greater openness among clients to benchmark
unaware processes.

B Growth of interest in fiduciary
management/implemented consulting.

Changes in internal pension scheme governance,

with a number of schemes appointing in-house CIOs.

Towards greater flexibility

1 The manifestation of diversified growth,
implemented consulting and fiduciary
management may be the same phenomenon in
different guises. It's the same desire to transfer
the responsibility for tactical decisions to a more
nimble organisation. A number of the larger plans
in the UK have also formed small committees or
appointed ClOs. 99

industryview

This year, we have started collecting data specifically
on the UK institutional client base (see Chart 12). It
includes mandates from UK clients, regardless of
where the assets are managed. Our first estimate of
the size of the UK institutional market served by IMA
members is £2.2trn.

Chart 12: UK institutional market by client type
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Of this, nearly a half is managed on behalf of pension
funds, with insurance companies accounting for just
over 34%." The majority is in-house insurance (30% of
total assets), with third-party insurance accounting for
4%. The wide usage of institutional pooled vehicles by
clients has complicated precise estimates of client
assets in that around 9% of assets are in pooled
vehicles where managers were unable to make a client
determination (eg. unauthorised unit trusts, investment
trusts). Those were the majority of assets classified
under the ‘Other Institutional’ category.

Taking account of non-IMA members and using
external sources of information on institutional clients,
we estimate that total UK institutional assets under
management are in the region of £2.4 — £2.5trn. IMA
calculations suggest that total assets for UK DB
schemes accounted for £1.2trn as at the end of 2010
with occupational DB and DC together accounting for
£1.3 - £1.4trn.™

" Pension fund data primarily includes occupational (ie. trust-based) schemes and covers DB and DC across corporate pensions, local government pension
schemes and other schemes such as charities’ pension funds. A more detailed breakdown is provided in Appendix Two. However, the complex nature of pension
provision in the UK means that DC assets, as seen by asset managers, will be accounted for in both the pension fund and insurance categories. Investment into

pooled vehicles also makes some DB and DC money difficult to identify.

2This estimate is arrived at using data from the DCLG, LCP, NAPF, ONS, TPR and PPF.
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Chart 14: UK pension fund mandates by asset type #
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This section presents an analysis of third party UK 0%
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We estimate the total to be £1.5trn. For more detail see o
Appendix Two. 0%
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The overall institutional asset allocation data is shown in 0%
Chart 13. Within the sub-components, there are striking -
contrasts between pension schemes (see Chart 14), ’
with local government and ‘Other’ pension schemes 10%

0%

still more exposed to both equities and multi-asset

. . . Corporate  Local Government Other TOTAL
solutions than corporate pension funds. The combined
weight of the fixed income and ‘Other’ categories for M Equities 35.0% 52.1% 57.5% 88.2%
) ) ™ Bonds 44.7% 18.6% 18.6% 40.0%
corporate pension funds illustrates the extent of both M Cash 1.2% 0.2% 2.9% 1.1%
bond holdings and LDI mandates, the latter of which W Property  1.7% 4.1% 1.8% 2.0%
remain concentrated in a small number of firms. We orner 9% e 2% oA
. ' Multi-asset  8.1% 13.4% 18.0% 9.2%
estimate LDI assets under management on behalf of
UK pension schemes at £200 — £250bn.
Chart 13: UK institutional mandates by asset type
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W Equities 38.2% 34.6% 28.9% 31.8% 55.9% 14.4% 44.8% 38.2%
W Bonds 40.0% 11.2% 12.6% 13.3% 17.0% 54.2% 26.5% 36.7%
W Cash 1.1% 22.8% 33.2% 17.1% 1.1% 3.8% 14.0% 4.2%
W Property 2.0% 1.0% 21.7% 2.3% 3.6% 4.2% 3.0% 2.8%
Other 9.4% 0.0% 0.4% 0.2% 0.6% 7.0% 3.7% 7.7%
Multi-Asset 9.2% 30.3% 3.1% 35.2% 21.7% 16.4% 8.1% 10.5%

8 Third party excludes the in-house insurance category and internally-managed OPS.
“The ‘Other’ category includes pension funds that do not fall into the corporate or local government segment, notably those operated by non-profit organisations
(eg. charities, trade unions).
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Looking at the geographic split of specialist equity
mandates (see Chart 15), UK pension funds are well
down the path of international diversification, with UK
equities accounting for only 36% of specialist
mandates (by value of assets). This is the same
proportion as for the total UK third party institutional
client market, and is evidence of an erosion of home
bias that was a strong characteristic for many years.
While we do not have a historical dataset for UK
mandates split out by global vs specialist overseas, it is
apparent that global rather than specialist international
equity mandates are increasingly popular as clients try
to take advantage of broader opportunity sets. This is
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also linked to rising interest in unconstrained mandates.

Popularity of unconstrained mandates

1 The challenge for firms is to reorganise themselves
for a world where asset allocation structures are going
to shift much more, and to make up their mind as to
whether they are going to stay a component provider
with a narrow niche or whether they’re really going to
embrace more holistic fund management. The other
thing is, if you start making dynamic asset allocation
decisions, somebody somewhere is going to get it
wrong. Closet indexing — which is what so much of the
industry has done when you have been asked to just
beat the All-Share index — can’t be done in this kind of
world. In fact, some of our strategies no longer have
any market benchmark whatsoever. 39

1 Benchmarks have done a terrible job for people,
compelling them to allocate a large amount of capital
to banks at one point, and then technology several
years earlier. That message has sunk in. It is inevitable
that benchmark-unaware will at times underperform
the index, but it’s difficult sometimes to explain to
clients the framework under which we work.
Consistency is very important in terms of behaviour.
When you take on benchmark-unaware business, you
need to explain your process and stick with it. We
have won vast amounts of business from people who
had a similar proposition to us and then under pressure
during the credit crisis changed their process. At that
point, they were absolutely dead in the water. b

Chart 15: Specialist equity allocation by client type
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Chart 16: Specialist fixed income allocation by client type's
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In contrast, fixed income mandates remain very
domestically focused (see Chart 16). This is not
particularly surprising given the objectives of pension
funds and insurance companies (eg. indexed pension
payments or annuity provision) in the context of a
resolutely national inflation and interest rate
environment.

Active vs passive

The overall split between active and passive is
illustrated in Chart 17 overleaf. Taken as a proportion of
total third party UK institutional assets under
management, passive mandates represent 38% of the
total, with the most extensive use seen in pension
funds (41%).

In this respect, there is a strong contrast between the
extent to which indexation is used in corporate pension
funds (45%) and local government pension schemes
(22%), with the latter still more oriented towards active
management.

Despite the increasing prevalence of ETFs, the
provision of passive management in the institutional
market remains, in asset terms, highly concentrated
among a small number of players. In this respect, our
headline survey results are likely to over-represent the
scale of passive mandates across the wider market.
Measuring IMA member passive mandates against our
estimate of the wider UK occupational scheme
universe suggests the overall figure is closer to 30%.
This estimate is more compatible with data from
WNM/State Street Investment Analytics, based on actual
pension fund holdings data.’®

Active managers we spoke to expressed the view that
the active industry faced a range of challenges in the
institutional market. In addition to the debate on cost vs
value for money, issues include changing demands in
the product space (linked partly to the solutions
debate) and client frustration over timing and manager
performance.

5 The results of the ‘Public Sector’ category should be treated with caution due to sampling distortions.

6 See WM UK Pension fund Annual Review 2010, which suggests that passive accounts for 27% of total pension scheme assets, from 17% in 2000.
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Chart 17: Active and passive mandates by UK institutional client type
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Perceived dangers for active managers

Adapting to changing client requirements

1 Ultimately, it is now about the generation of a
certain amount of return regardless of where you
source it, and that leads to big changes. You can
see them already; UK equity as a share of equity
in portfolios is disappearing. | still believe there
will be active management, but it will be much
broader. It is one of those natural selection
moments where you have enough creative
destruction and enough new things coming that
you may see complete change in the next five to
ten years. 39
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Frustration over timing and performance

1 A part of the institutional market is frustrated
by active management. Some of that reflects the
recognition of the difficulty of picking managers at
the right time. Ideally you’d buy them after
they’ve under-performed, and you’d want to sell a
manager after they’ve done extremely well. That
creates frustration which engenders a move to
passive, and consultants haven'’t really been able
to challenge the natural tendency to mis-time
entry into the cycle. 39



Segregated vs pooled

Chart 18 shows the split between segregated and
pooled mandates. There are several notable features:

B The use of pooled funds by corporate pension funds
remains much greater than that seen in local
government pension schemes, with 41% and 31%,
respectively (see Chart 19). This partly reflects the
greater use of indexing among the former.

B Sub-advisory and third party insurance business is
predominantly segregated.

B The ‘Other Institutional’ category, as we explain on
p. 30, is primarily accounted for by pooled vehicles
where it has been difficult to make a determination
as to the precise nature of the end client.

UK Institutional Market

Chart 19: Segregated and pooled mandates among
UK pension funds
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Chart 18: Segregated and pooled mandates by client type
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Multi-asset vs specialist

The significant move towards specialisation in the UK
institutional market seen over the last decade came
after a period when asset managers had enjoyed
greater control over asset allocation through wide use
of balanced mandates. Since interviews began for the
Survey four years ago, a small number of firms have
emphasised their belief that ‘new balanced’
approaches were going to become more prominent. In
contrast to ‘old balanced’, new balanced mandates
tend to be characterised by greater asset class and
geographic diversification, and cash- or inflation-linked
benchmarks.

For now, our data points to specialised mandates still
being dominant (see Chart 20), accounting for almost
90% of assets. However, as we point out in Chapter
One, there is a growing consensus in the industry that
greater involvement is needed in the asset allocation
process. Especially evident in this year’s interviews has
been the belief that specialisation may have gone too
far. None of the firms we spoke to disagreed with the
observation that multi-asset approaches were likely to
become increasingly important, even if likely
commercial positioning varies. While we do not yet see
an extensive move towards multi-asset fund or asset
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management offerings in the institutional market, it is
notable that multi-asset funds are enjoying very
significant interest among retail investors (see p. 52-53).

The greater focus on multi-asset within the industry is
the result of a wide range of factors:

B A renewed interest among clients in approaches
that can offer more flexible and tactical asset
allocation, particularly in the aftermath of the crisis.
This may be achieved through new balanced or
diversified growth mandates, which also tend to be
more outcome-focused, using cash or inflation
benchmarks. Equally, it can be achieved structurally
(with different commercial implications). Some
pension funds are substantially boosting their in-
house investment expertise or working with external
advisers through fiduciary or implemented
consulting arrangements.

B A belief in the industry that managers have more to
offer in the asset allocation space, given the
importance of this aspect of behaviour to long-term
investment returns. This is coupled with a
perception in some quarters that some consultants
may not have performed effectively in recent years.

Chart 20: Specialist and multi-asset mandates by client type
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B A conviction that asset managers are able to offer
more diverse and sophisticated multi-asset solutions
than previously seen in the era of the balanced
mandates used by many UK pension funds prior to
the specialisation trend.

This is not an issue that will be confined to DB
schemes. As DC becomes increasingly significant in
asset terms, attention will focus on the design of the
default funds which is likely to be central to the
experience of the majority of scheme members.

Several of those we spoke to also pointed out that
multi-asset is a natural commercial repositioning for
active managers, who may be increasingly squeezed by
the move to passive in a number of developed markets.

The appeal of multi-asset

1 The new multi-asset offerings are presented in
a more thoughtful way and the client is engaged.
There isn’t a wholesale change, but the industry
has matured. 39
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1 All the things that have happened over the last
few years have made clients realise that they need
help. The old way of doing it where you’d review
your equity manager every three years was quite
mechanical, and all the things that have happened
have made clients reach out and ask how they
can make things better and who can help them
do it. It might be a fund manager, it might be a
consultant or it might be that the client decided to
set up an investment sub-committee. )

1 People recognise that, although the old
Strategic asset allocation model was blown up in
2007-08, diversification is key. People are
revisiting multi-asset, sometimes with tail-risk
hedging, sometimes with a risk overlay,
sometimes with a tactical asset allocation

input. )
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However, not everybody sees themselves in the
solutions or multi-asset space. Indeed, some specialist
managers have drawn a similar conclusion about
meeting client needs, while remaining focused on their
core expertise. One firm commented that the big
lesson of the credit crisis was that even where a client
uses a specialist mandate, they expect you to think
about them: “Managers need to increase their client
direction capabilities. It’s not just a salesman pitching
track records, it’s a conversation.”

The theme of a better conversation with clients picks
up a point made in Chapter One about the need for
improved communication. This is seen by firms as
holding true for both retail and institutional clients,
particularly in the context of the changing nature of
products on offer. A number of asset managers we
spoke to believe that the move towards a fiduciary
route or greater in-house investment oversight is being
driven by the complexity of some of the investment
vehicles and strategies now being deployed.

Challenges posed by changing
investment approaches

1 One big challenge is client knowledge and that
is genuinely difficult stuff. It may be better for
clients, but they have a loss of control when it
comes to alternative asset classes. The good
thing with a benchmark is that you can walk into
an asset manager and say: ‘Here’s the
benchmark, | see you’re 2% underweight BP or
3% overweight Glaxo’. So you’ve got an
automatic frame of reference. With alternative
classes, you have a range of issues arising —
liquidiity, valuation, duration. And very often,
people can confuse what they think is a lack of
correlation with a lack of liquidity.
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This remains an incredibly difficult area. Not
because alternatives won'’t offer good returns but
it is incredibly difficult for clients to put in place a
governance framework. We have at the same time
seen some of the larger in-house managed funds
increasing their level of in-house expertise so that
they can take greater ownership of decision-
making and knowledge-building across a broader
range of strategies. 39
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Much of what we report above is a reflection of the
boundaries within the industry becoming increasingly
blurred over the last five years, in particular:

Traditional and alternative. The notion of the
‘traditional’ and ‘alternative’ asset management
industries is breaking down very quickly.
Mainstream investment houses are frequently using
techniques and instruments that are more usually
associated with alternatives (eg. long-short funds).
The move by some hedge funds into UCITS
structures only reinforces this. At the same time, a
number of asset managers are developing
increasingly sophisticated approaches to deal with
the management and mitigation of longevity risk.

Asset management and consulting. Asset
managers are offering a broader range of services in
the institutional market, seen for example through
the emergence of fiduciary mandates, while
investment consultants, banks and others are also
looking to gain traction in this area.

Retail and institutional. While the changing nature
of distribution is the main reason for the erosion of
the retail and institutional distinction, the greater
focus on precise client needs also has the potential
further to break down boundaries. Liability
matching and more targeted approaches have been
associated with the institutional rather than the retail
market. However, as firms reflect further on DC and
individual investment needs, it is starting to become
apparent that comparable techniques may gradually
be introduced in a part of the pensions market
where the choice set for individuals gives it a more
retail than institutional hue.

Indeed, DC is an area that will be crucially important for
the asset management industry, even if DB remains the
largest single component of the UK pensions market in
asset terms for some time to come. In this respect,
there are a number of significant policy developments:

2012 will mark a significant milestone in UK pension
provision with the gradual introduction of automatic
enrolment into workplace pension schemes.
Although auto-enrolment has already been
introduced in New Zealand, the UK exercise is likely
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to be the largest of its kind ever conducted. It has
also seen the creation of the National Employment
Savings Trust (NEST), a government-established
occupational pension scheme with a requirement for
universal service provision. NEST will serve
employers who do not wish to choose a pension
provider in the private sector. In asset management
terms, NEST will operate using the services of a
variety of third party asset managers.

2010 saw reforms to UK retirement income
regulation that has resulted in the abolition of what
was effective compulsion to annuitise over the age
of 75. It is expected that the reforms will pave the
way for a gradual shift in the retirement income
product market. This is likely to result in more
drawdown and ‘third way’ products that bridge the
gap between the pooled risk approach used in an
annuity, and the individual risk seen in pure income
drawdown products.

The role of NEST and the commercial
challenges of DC

1 Pre-packaged solutions are going to be key
here; 90% of participants will in my opinion go into
a pre-packaged solution driven by their
employers. The only big issue is NEST; what kind
of competitor is it going to end up being for the
private sector? It would be unhealthy for there to
be only one solution in the marketplace. You need
to foster competition. The big challenge with DC
is whether we are going to be able to save
enough money in it to pay for our retirements.
There’s no way the investment results are going to
generate enough return if you don’t put enough

in. You can’t offset that contribution reduction with
investment returns. 39

1 There are opportunities and it will take some
time, culturally, for a mindset shift to really
embrace DC. Perhaps it will be a generational
shift because people in the UK are really used to
DB. The 401 (k) system was introduced over 30
years ago in the US and now it’s just part of the
process. There’s also an opportunity for that to
happen here. It will take engagement and
persuasion but the market has a potential to grow.
But there needs to be a fundamental shift in the
thinking of an entire population. v b




Interviewees also pointed to the fact that DC raises the
question of the provision of advice (implicit or explicit)
that we explore elsewhere in the Survey (see p. 78).
This creates a range of challenges across both the
workplace and individual marketplaces as individuals
are faced with potentially difficult decisions that will
often see the use of ‘default’ fund options rather than
active choice.

Advice and DC

1 Just like some expensive consumer goods,
aadvice may become available only to a relatively
wealthy subset. At some point that’ll have to
reverse because more people need either advice
or somehow advice-packaged products from us.
Between NEST and the execution-only fund
platforms, you’re going to need more advisers
again or more people who bake some fiduciary
thinking into what they are selling. 39
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With most asset managers unlikely to build their own
bundled proposition in DC, a number of choices
present themselves:

B Provide components for default or self-select
strategies.

B Provide solutions-based approaches (eg. target
date funds) for default or self-select strategies.

B Explore products that bridge the accumulation and
decumulation phases, now that the effective
compulsion to annuitise has been abolished.

The UK industry as a whole is in the early stages of
deciding how to position itself in the face of these
choices.

industryview
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The challenges and opportunities of DC

1 This is going to raise questions for some
houses about what an asset manager is. In a DC
world, which bits are you actually doing? Are you
simply providing a fund which has a set of risk and
return characteristics that has a place in a
portfolio of a DC platform or do you offer
something broader than that? And in particular,
are you looking to influence the content of the
default fund on a DC platform, and if you do that,
what are the fiduciary risks that go with it?

It’s quite clear that over the next ten years we're
going to see acceleration in the shift from DB to
DC, a big change in the mandates that are on
offer and I think there’s going to be a huge
increase in the competitive environment because
the institutional world belonged to return
manufacturers and investment consultants. The
DC world is going to be very competitive; there’s
going to be fund managers, banks, actuarial
consulting firms and insurance firms, all looking to
compete in that lucrative, pretty crowded

space. 39

1 The bull in me thinks that this is the most
fabulous industry to be involved in for the next 20
to 30 years. The banks typically won’t get it right
for two reasons: they are mentally still savings and
loans institutions and their interest in the medium-
to long-term savings market is cyclical. The
insurers are split into two camps, those with
capital and those without. Those without capital
will effectively be competing with the asset
management companies. In the UK we probably
have more of those than anywhere else. Those
that are not capital-rich will effectively become
asset management companies. Those with capital
will have a huge opportunity. b

1 My concern is that over the next 20 to 30
years, the degree of social and political pressure
from the DC and discretionary savings market on
the industry is going to grow massively. The
opportunity is absolutely enormous, but | do not
see an industry yet that is well geared up to make
the most of it. 39




3. UK Funds Market

Key Findings

Total funds under management

B Total investment funds (including both UK- and
overseas-authorised funds) managed in the UK are
estimated at £1.2trn.

B UK-authorised funds totalled £579bn as at
December 2010, a 20% rise year-on-year.

Sales trends

B Total net sales (retail and institutional) of UK-
authorised funds showed an inflow of £49.8bn
compared to £34.4bn in 2009.

B This was the largest ever recorded inflow in our
data, and was driven by both retail and institutional
investors who invested £29.5bn and £20.2bn,
respectively, during 2010.

B Retail investors further globally diversified in 2010,
with Global Bonds, Global Growth and Global
Emerging Markets sectors all reporting the highest
net retail sales on record in 2010.

Asset mix in investment funds

B Equity funds accounted for the largest proportion of
assets under management at 57% with bond funds
at 17% and balanced funds at 14%. Property funds
represented just over 2% of total funds under
management.
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UK industry concentration and
structure

Fund sales are becoming more concentrated with
the top 100 funds taking 55% of total gross sales in
2010 compared with 47% in 2005.

While the top ten firms’ share of the funds market is
steady, the share of the next ten firms is increasing
at the expense of the smallest firms.

Nevertheless, the funds industry remains very
unconcentrated compared to other parts of the
financial services industry.

European comparisons

European investment fund assets reached a record
€8.0trn in 2010 (from €7.1trn a year earlier).

The comparative asset class mix once again
illustrates the difference across European markets.
The UK has a much higher equity allocation (57 % of
UCITS funds) compared to the European average
(82%). Money market funds have a larger profile in
Europe (22%) whereas they have a minimal uptake
among UK retail investors (0.7 %).
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3. UK Funds Market

This part of the survey covers UK-authorised unit trusts
and OEICs. These funds are thought of primarily as
retail vehicles, although institutional investors such as
pension funds and insurance companies may also
invest in them. A small number of authorised funds are
purely institutional vehicles. As we outlined in Chapter
Two, increasing intermediation in the distribution
structure makes it also harder to identify retail end
clients.

400
The analysis in this section is based on internal IMA
fund data, which is both more detailed and has a longer 30
history than the IMA Asset Management Survey
questionnaire (which started in 2002). Most 5
importantly, it captures flow data on a monthly basis.
As at December 2010, there were a total of 2,574 UK- !
authorised funds (from 2,524 in December 2009)

classified in the IMA universe. The IMA collected data 0
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
on 2,483 of these funds.
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Sales of funds of funds have normally been excluded
from IMA industry statistics to avoid double counting,
but they have been included in this survey. Estimates of
sales of funds to funds of funds, however, have been
excluded since these are internal to the industry. This
approach gives a more accurate picture of retail
investment behaviour in particular and will soon be
adopted in the IMA’s regular monthly statistics.

Looking back over a longer historical period, the
annualised growth rate from 1960 to 2010 is around
17% in nominal and 11% in real terms.”” Such
expansion rates are clearly greater than those for UK
GDP, with fund industry growth rates particularly strong
in the 1980s. At the end of 1960, funds under
management equated to less than 1% of GDP (see
Chart 22). By the end of 2010, the figure was

almost 40%.

Chart 22: Funds under management as percentage of
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2010 were £579bn, an increase of 20% from a year
earlier. This was the highest ever recorded figure.
Including overseas-domiciled funds managed in the UK 35%
(£607bn), total investment funds managed in this

country are almost £1.2trn.

40%

30%

25%
As Chart 21 shows, the industry has grown in nominal
asset terms by 67% over the last five years and by
122% since the end of 2000. During the past decade, 15%
despite the economic dislocation of the dot.com crash
and the credit crisis, the compound annual growth rate
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is 8.3% in nominal terms and 5.5% in real terms. This 5%
compares to a compound rate for the FTSE All-Share 0%
of 3.7% in nominal terms including re-invested income. g g % g g g g g g % % gg g g % % % § § % % % g § §

"The GDP deflator has been used to calculate the inflation impact.
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Flows vs performance

Total net investment (retail and institutional) into the UK
fund industry was a record £49.8bn during 2010,
comfortably beating the previous high of £34.4bn seen
in 2009:

B The main driver of total net sales for 2010 was retail
investors who invested a net £29.5bn, just below
the 2009 record high level (£29.8bn).

B Net institutional investment was also a high at
£20.2bn, more than three times the previous record
of 2006 (£6.2bn). This largely reflects funds re-
structured into OEICs.

The annual rise in UK-authorised funds under
management was due to an equal combination of
record net investment inflows and market returns.
Market movements were responsible for 48% of the
increase in annual funds under management, while new
money accounted for the remaining 52%.

Chart 23 shows the changes in funds under
management since 1993, broken down into net flows
and performance of the underlying assets. Looking
year-on-year, asset performance is the main driver of
annual fluctuations in funds under management. Long-
term, however, net inflows make a more significant
contribution to funds under management, and they
have accounted for just over half of the increase in
funds under management since the beginning of 1993.

Chart 23: Changes in funds under management by total net sales vs performance (1993 — 2010)
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Asset mix B Money market funds (to be distinguished from the
very large institutional money market fund business

The overall asset mix of UK funds at the end of managed out of the UK) continue to account for a

December 2010 is shown in Chart 24: tiny proportion of funds under management at
0.7%.

B Equities continue to account for the largest
proportion of funds under management at 57%
(from 58% a year earlier). Chart 24: Funds under management by fund/asset

type
Balanced Protected Funds 0.6%
13.8%
Property 2.1%

Absolute Return
(UK-Domiciled) 2.6%

Others I Money Market 0.7 %
12.3%

B Bond funds under management fell slightly to 17%

(18% a year earlier). UK Equity
26.7%

B The market share of property funds increased year-
on-year to 2.1% (from 1.9%), but is still down from
over 3% at their peak in 2006.

B UK-authorised absolute return funds continued to
increase in significance, up from 1.7% in 2009 to

2.6% of total funds under management. Ot 6.4%

Non-UK Equity Bonds
30.1% 171%
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Retail investors made a net investment of £29.5bn into
funds in 2010, the second consecutive year of very
high sales (£29.8bn in 2009). These figures compare
with £19.1bn net retail sales in 2000 at the peak of the
dot.com boom. At that point, net investment was
mainly into equity funds whereas last year it was spread
across a range of asset classes.

Drivers of behaviour

Although detailed information on consumer behaviour is
unavailable, in the context of rising savings rates, it is
perhaps not surprising that fund flows have been so
high. However, the history of the last 20 years does not
offer evidence of a straightforward link between the
household savings rate and net retail sales of the fund
industry. Indeed, as Chart 25 shows, there is some
evidence of an inverse relationship between flows and
the savings rate in the early 1990s recession.

Chart 25: Quarterly net retail sales as percentage of
retail funds under management vs household savings
ratio (Q4 1986 — 2010)
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2% 0.5%
0% 0%

Source: IMA, ONS

One obvious feature of this earlier period was very high
interest rates and, at this level, there appears to be a
more direct connection between interest movements
and fund flows (see Chart 26). Given the record low
interest rates of recent years, it seems likely that retail
flows have been, in part at least, driven by a search for
yield.
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Chart 26: Quarterly net retail sales as percentage of
retail funds under management vs Bank of England
base rate (Q4 1986 — 2010)
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8% 25%
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2% 0.5%
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Source: IMA, Bank of England

The hunt for yield

1 There has been a very slow reduction in risk
aversion and risk sensitivity and it has been
prompted more in the retail segments where you
have retirees or the partially retired looking for
yield and income. People are being forced out of
their comfort zone because they’re just not getting
the return on their investments that they need to
live on. 39

industryview

1 There’s an underlying theme here which you
can see in the global markets at the moment;
we’re back in the hunt for yield. The investors
have known what they’re looking for and they
continue to do so, and have followed that strategy
through. 39
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Chart 27: Net retail sales vs sales as percentage of gross household disposable income (1960 — 2010)
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Whereas investors could get a high return from investing funds represented around 3% of household disposable
in bank and building society accounts in the early 1990s, income in 2009 and 2010. This compares to an average
this has not been true since the latest recession. Indeed, 1.7% in the 2000s and 1.1% in the 1990s.

funds have often offered better income returns as well as

the potential for capital growth. By the close of 2010, funds under management in retail
funds were 8.0% of the gross financial assets of the

Looked at in terms of household income (see Chart 27), household sector, the highest figure since 2005 and up

investors saved a greater proportion into funds in 2009 from 7.1% a year earlier (see Chart 28). This increase

and 2010 than ever before. Net retail investment into reflects both new investment and the growth in unit values.

Chart 28: Quarterly retail funds under management vs funds as percentage of total gross financial assets of the
household sector (2005 — 2010)
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ISAs Chart 29: Net ISA sales (1999 — 2010)

A substantial chunk of the net retail flows went into tax-

advantaged wrappers, including Individual Savings £on
Accounts (ISAs). The IMA collects information on ISA- 10
wrapped sales where the ISA wrapper is provided by

the fund manager or one of five large fund platforms 8

(0]

~

wrapped by distributors.

N

(Cofunds, Fidelity Funds Network, Hargreaves

Lansdown, Skandia, Transact). IMA figures account for

around three-quarters of the total value of funds held

within ISAs, with the majority of the remainder being

As shown in Chart 29,8 net ISA sales in 2010 were I I .

£4.1bn, the highest level since 2001. This was the 0

second consecutive year of positive net ISA inflows

after five years of disinvestment. 2
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A key influence on this turnaround was an increase in

the ISA allowance from £7,200 to £10,100 in October
2009 for the over 50s, and in April 2010 for everyone

else.

Nevertheless, sales remain lower than in the first couple
of years after ISAs were introduced in April 1999. ISAs
took a much larger share of total net retail sales in 1999
(57%) than in 2010 (14%).

8 As of April 2008 PEPs were consolidated into stocks and shares ISAs. All ISA data shown for periods prior to April 2008 also combine PEPs and ISAs, except in
the case of fund supermarkets where they reflect ISAs only.
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Bond fund sales

The difficulty with interpreting retail flows, however, is The “hunt for yield” story in the context of low interest
that at any given time aggregate flows reflect a wide rates is well supported by the data from 2008 and 2009
variety of behaviour and preferences on the part of fund ~ When the £ Corporate Bond sector was the best-selling
investors. sector for two years.
Table 1 shows quite a high dispergion of sales across Overall, bond funds again sold well in 2010 with £7.1bn
different fund types, and our analysis below identifiesa  in net retail sales (see Chart 30). However, the type of
number of features of behaviour during 2010: bond fund purchased in 2010 shows an interesting shift
in investor preference. As corporate bond yields fell for
B Ongoing strong movements into bond funds. the second consecutive year, net retail sales of the
£ Corporate Bond sector were just £658m, £5.3bn
B A sustained recovery in risk appetite. down on 2009 levels (£6.0bn). Instead, retail investors
opted for a different approach to bond investment, with
m Strong sales of global funds, including funds the £ Strategic Bond sector seeing net retail inflows of
investing in emerging markets. £3.0bn in 2010, up 48% on 2009 (£2.1bn).
B A renewed interest in tracker funds. The popularity of both the £ Strategic Bond sector and 3
the Global Bonds sector, the latter attracting retail
m Continued interest in absolute return offerings. investment of £2.4bn, points to the intensification of a

trend familiar from equity fund patterns: the erosion of
m Strong sales growth in balanced funds and funds of ~ home bias, and rising interest in overseas stocks and

funds. securities.
Table 1: Net retail sales by fund type (2009 — 2010) Chart 30: Net retail sales of bond funds (1992 — 2010)
Fund type Net retail sales (£bn) £bn

2009 2010 10
Bond funds 10.0 7.1 g
Balanced funds 3.8 6.8
Equity funds 7.8 6.8 6
Absolute return funds 2.6 2.4 ,
Property funds 1.8 1.8
Money market funds 0.0 -0.2 2 I I I
Other funds 3.8 4.8 . - II I
v © N~ 0 O O
333838 §

=
TOTAL 29.8 29.5 883

2002 |
2003 |
2004 I

2005 IR

2000 |

2007
2008
2009
2010
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Recovery of risk appetite favour of non-UK equity funds.'® Chart 31 shows net
retail equity sales since 1992 split by those classified as

While some investors undoubtedly remain focused on UK equity funds versus non-UK equity funds. Non-UK

yield, others are more strategic, and the recovery in the equity net retail sales totalled £6.8bn in 2010, once

equity markets through 2009 and 2010 saw an again dwarfing sales of UK equity funds (£52m).

increased risk appetite among retail investors. Net

retail investment into equity funds was £6.8bn during Although the UK equity sectors saw a minimal

2010, with 2009 and 2010 seeing the highest annual combined net inflow in 2010, UK retail investors

inflows since the dot.com boom of 2000. continue to invest heavily in their home market. The UK
sectors still accounted for 47% of the industry’s total

Net retail flows in 2010 went mainly into non-UK funds, equity funds under management at the end of 2010.

continuing a recent shift away from domestic equities in

Chart 31: Annual net retail sales of UK and non-UK equity funds (1992 — 2010)
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UK Equity Funds B Non-UK Equity Funds

9 The non-UK equities category includes regionally-focused funds (eg. Europe ex UK) as well as global funds.
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Table 2 shows a full breakdown of net retail sales by outsold UK equity funds in five out of the last six
equity sector: years compared to only twice in the thirteen years
prior to that.

B In 2010, the Specialist sector was the leading equity
sector choice for the first time in terms of net retail B The Global Growth and Global Emerging Markets
sales (£1.9bn), followed by the Global Growth sector sectors amounted to £3.4bn of £6.8bn net retail
with £1.8bn and Global Emerging Markets taking equity sales in 2010, a strong showing given that
another £1.6bn. The latter two sectors have seen these sectors made up only 16% of equity funds
strong growth for several years, a trend that is in under management at the beginning of 2010. The
stark contrast to the first half of the 2000s when the Asia Pacific Excluding Japan sector also received
bulk of net retail investments into equity funds went substantial net inflows (£1.1bn).

into UK funds. Non-UK equity funds have now

Table 2: Net retail sales and total funds under management among equity sectors (2009 — 2010)

Funds under

Sector Net retail sales (£Em) management
(£Em)

2009 2010 2010

Specialist 1,652 1,865 24,389
Global Growth 1,427 1,761 49,971
Global Emerging Markets 808 1,641 13,836
Asia Pacific Excluding Japan 1,368 1,066 30,423
UK Equity Income 1,858 761 54,450
North America 975 550 21,645
European Smaller Companies 123 287 3,258
Japan -256 177 7,708
North American Smaller Companies 40 112 1,182
Technology and Telecommunications 10 94 713
UK Smaller Companies -87 93 7,391
Asia Pacific Including Japan 42 46 1,563
Japanese Smaller Companies -18 7 296
Europe Including UK -26 -11 3,231
UK All Companies 311 -803 108,067
Europe Excluding UK -382 -843 338,147
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Index tracker funds These funds now represent approximately 6.6% of
industry funds under management. Over the last five

Index tracker funds saw net retail inflows of £1.5bn years the average annual growth rate in tracker funds

during 2010, more than treble the amount in 2009 and has closely matched that of the overall industry:

the highest figure since the dot.com boom in 2000 (see

Chart 32). Together with substantial institutional B While there have been increased flows into funds

investment and rising stock markets around the world, that track bond indices in recent years, most funds

strong performance in 2010 helped to take total funds continue to go into equity tracker funds, which

under management in index tracker funds to £38.3bn account for 95% of tracker funds under

at the close of the year, up 33% from 2009 (see management.

Chart 33).

B The proportion invested in non-UK equity tracker
funds has risen from 19% to 30% in the past five
years as investors seek to diversify equity tracking

Chart 32: Net retail sales of tracker funds by index investments.

investment type (2003 — 2010)

B There have also been substantial inflows into ETFs.

£m While the IMA does not collect detailed data on
2,000 these products, ETFs with a primary London listing
reached £43bn in funds under management at the
1,500 end of 2010.
1,000
Chart 33: Funds under management of tracker funds
500 . by index investment type (2003 — 2010)
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Ongoing move towards absolute return

A further theme among retail investors in recent years
has been a strong interest in absolute return funds.
Absolute return funds have been represented by an
IMA sector since April 2008. This sector contains
funds that are domiciled both in the UK and offshore.?°

While the industry experienced net outflows during
2008, absolute return funds were favoured by retail
investors in the face of volatile market conditions. This
popularity has continued through the following years as
industry sales flourished, with 9% of retail net inflows
during 2009 and 2010 going into absolute return funds.

As a consequence, total funds under management
have grown very rapidly and at the end of 2010 stood
at £18.2bn (2009: £10.3bn). This was mainly due to
inflows from institutional investors. Retail investors
invested a net £2.7bn during 2010, just below 2009
levels (£2.8bn). This took the proportion of absolute
return funds under management to 2.7% of the total
(see Chart 34).

Chart 34: Monthly net retail sales of absolute return
funds vs absolute return funds as percentage of total
funds under management (2008 — 2010)
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UK Funds Market

Despite the strong investor appetite for absolute return
funds, it still remains unclear whether this is a cyclical or
secular phenomenon. As we report elsewhere (see

p. 23-25), there are those in the industry who believe
that product offerings will have to change in order
better to accommodate investor preferences.

However, even among the latter, there is caution about
the term ‘absolute return’ and whether it implicitly
promises a stability and predictability that it is not
possible to deliver consistently.

Property funds

A key feature in the run up to the credit crisis had been
the popularity of property funds. While property funds
suffered net outflows in 2008, net sales returned to
positive territory in 2009 as the market showed signs of
stabilising. As already shown in Table 1 (p. 47), 2010
net retail sales were over £1.8bn for the second year in
a row, but slowed throughout the year.

Property fund sales have tended to follow the market
closely. Chart 35 shows the correlation between the
two, with the years since 2006 particularly striking.

Chart 35: Net retail sales of property funds vs IPD UK
All Property Index (Jan 1992 — 2010)?'
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20 All data in the absolute return sections relates to UK- and offshore-domiciled funds.

21 Net retail sales of property funds are charted as a six-month moving average of net retail sales as a percentage of property funds under management over the
period. The IPD UK All Property Index performance is charted as the year-on-year change of the IPD UK All Property Monthly TR Index.
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Popularity of balanced funds and £3.8bn in 2009 which, until last year, was itself the best

funds of funds year ever. Similarly, funds of funds saw net retail sales
reach £6.6bn in 2010, up from £3.9bn the previous

The very strong sales of balanced funds and funds of year, which had been the best year until then.

funds were one of the most notable features in 2010.

We review these together because the two are very In 2010, the Cautious Managed sector took the

closely linked. Around three-fifths of funds of funds (in greatest net inflows followed by Balanced Managed

terms of funds under management) sit in balanced and Active Managed, the same as in the previous year

sectors, in particular Active Managed, Balanced (see Table 3). All these sectors saw big increases in net

Managed, Cautious Managed, and UK Equity and retail sales. Despite the substantial retail flows, total

Bond Income. Net retail sales for balanced funds and funds under management in the Cautious Managed

funds of funds are shown in Chart 36. sector, including institutional holdings, still lag behind

the Balanced Managed sector.

As can be seen from the chart, last year was a bumper

year for both balanced funds and funds of funds. Net As already noted, retail investors often choose

retail sales of balanced funds were £6.8bn, up from balanced funds that are funds of funds. This can be
seen as part of a greater shift towards funds of funds:

Chart 36: Net retail sales of balanced funds and funds B Funds of funds under management hit their highest
of funds (1998 — 2010) level on record at the end of 2010, rising 36% year-
on-year to £57.9bn. This is a higher rate of increase

£n than for the funds industry as a whole (20%).

7

6 B These funds of funds now account for 10% of total
industry funds under management. Ten years ago,

the share was only 5%.

5
4

8 B During 2010, funds of funds attracted a record
I I I £6.6bn of new retail money.

bkl [

. i1
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M Balanced Funds Funds of Funds
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Table 3: Net retail sales of balanced funds by sector (2009 — 2010)

Funds under

Sector Net retail sales (£Em) management
(£bn)

2009 2010 2010

Cautious Managed 2,569 4,049 31.4
Balanced Managed 824 1,893 37.9
Active Managed 589 1,004 14.9

UK Equity & Bond Income -141 -108 3.6




Chart 37 breaks down net retail fund of funds sales by
fettered (internally invested) and unfettered (externally
invested) since 1992:

B As the UK funds of funds market has matured, retail
investors have directed sales mainly into unfettered
rather than fettered funds.

B Unfettered funds have taken in 79% of net retail
investment in the past decade. Consequently, the
proportion of funds under management held within
unfettered funds was 48% at the end of 2010, very
different to ten years earlier when the figure was only
25%.

B This may reflect the shift to open architecture and
“best-in-breed” manager selection practices in the
past decade.

Chart 37: Net retail sales of fettered and unfettered
funds of funds (1992 — 2010)
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UK Funds Market

Multi-asset and multi-manager funds

1 Retail investors don’t want to take on the risk
of making specific investment decisions
themselves, and they are looking to funds and
fund managers that can be flexible enough to
adapt to the market. Funds that offer an
investment solution — or where the fund manager
has built up their reputation brand — result in huge
inflows. The multi-asset side in particular is
continuing to grow as investors say that they
don’t want to make investment and asset
allocation calls themselves. 39

1 Multi-manager is a much stronger part of the
market than it was. We’ve seen increased
demand for global type offerings rather than
country offerings, and increased demand in the
wholesale and retail market for multi-manager
diversified. 39
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Ethical funds

The IMA flags ethical funds in accordance with
classification by EIRIS (Experts in Responsible
Investment Solutions).

At the end of 2010, ethical funds under management
had increased by 21% year-on-year to £6.9bn although
the number of funds dropped to 57 (from 61 in 2009).
Funds are spread among various IMA sectors, with the
UK All Companies and Global sectors showing greatest
concentration.

As a proportion of total funds under management,
ethical funds have grown by over 22% each year on
average since IMA records for this fund type began in
1992, which is a higher rate of increase than for the
industry in general (15%).

Chart 38 shows the progression of ethical funds under
management and net retail sales from 1992 to 2010.
Net retail sales of ethical funds were £340m in 2010,
60% up on 2009.

Chart 38: Ethical net retail sales and funds under
management (1992 — 2010)
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However, there are some issues around definition,
which make the concept and broad scope of socially
responsible investment (SRI) quite difficult to determine
consistently.

Investment Management Association

The advantages and challenges of SRI

1 SRl is an advantage for active houses
because you demonstrate that you can really do
something active about it. The issue is that it’s
becoming too wide. SRl is starting to address all
sorts of issues: employment practices, nature
preservation, deforestation, etc. and it's becoming
way too dispersed. 39

industryview

Newly launched funds

During 2010, the IMA collected data on 153 newly
launched funds, into which retail investors made a net
investment of £2.6bn.?? As can be seen from Chart 39,
newly launched fund sales followed the trend of the
wider market with non-UK equity, bond and balanced
funds taking the majority of sales.

Chart 39: Net retail sales of newly launched funds by
fund/asset type
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P d Return - UK
rotecte 0.6%

Non-UK Equities
11.4% a

19.4%

UK Equities

/ 2.4%

Bonds
31.0%

Balanced
35.1%

22This figure is based on the number of funds launched during 2010 which the IMA collects data for.
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In January 2010 offshore funds were included in the
IMA sectors for the first time. These funds are FSA-
recognised funds domiciled overseas and sold into the
UK with distributor status. From the end of May 2012,
this will become “reporting status” — offshore funds will
need to report their income to UK investors but will not
have to distribute it.

The IMA has collected data on these funds since July
2006:

B The number of funds for which data is collected
stood at 601 at the end of 2010, up from 573 a year
earlier, and it represented funds from 37 firms. Total
funds under management on behalf of UK investors
were £27.3bn, an increase of 8.4% compared to
December 2009.

B Net retail sales of non-UK domiciled funds into the
UK were £1.4bn for 2010, down from £1.6bn the
previous year.

B A substantial part of this net retail inflow was within
the IMA Absolute Return sector, which received
£320m from retail investors.

The low level of assets in non-UK domiciled funds sold
to UK investors contrasts strongly with the sizeable
portion of non-UK domiciled funds whose assets are
managed here (see p. 83).

Back in 2000, one-half of gross retail fund sales were
made direct to investors by fund companies. This
decreased to 13% last year, mainly through company
sales forces or tied agents.

Meanwhile, fund platforms have become a significant
feature of fund distribution, taking 38% of gross retail
sales last year when changes to the IMA’s statistics
collection enabled separate data to be collated for
these platforms for the first time.

These figures show that fund platforms made net sales

of £13.2bn in 2010. The IMA also collects more

detailed information on the five large platforms, which

by the close of 2010 had £107bn funds under

administration. This was up 29% over the year, 3
boosted by net sales as well as rising markets and re-
registrations of funds to these platforms.

Fund platforms have become especially prominent in
the ISA market. Gross ISA sales by these five platforms
were £8.7bn in 2010 compared with £6.6bn by fund
companies themselves. Just two years earlier,
platforms and fund companies were selling similar
proportions to one another.

For these platforms, tax-wrapped products generated
the majority of 2010 gross fund sales, with personal
pensions (incl. Self-invested Personal Pensions)
accounting for 28%, ISAs taking 27%, and on-shore
and offshore investment bonds 9%. The remaining
platform sales did not benefit from a tax wrapper.

The web has made it easier for investors and financial
advisers to buy and sell funds. It has also made it easier
for them to monitor the performance of their
investments. Fund platforms have played a big part in
this change and these developments are likely to be
one reason why fund managers are experiencing
greater flow volatility. The estimated average time for
which investors hold funds has shown a decline in
recent years.
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Investment Management Association

Chart 40 shows a declining trend in the average holding
period for retail investors, based on a calculation of the
inverse of the average annualised redemption rate for

all retail funds. By the end of 2010, there were 101 fund companies

(ie. companies operating funds but not necessarily
responsible for managing the assets) in the UK, down
from 118 five years earlier. The drop is due to a
combination of a number of small-level closures and
consolidation (mainly mid-level acquisitions during
2010). The effect of this activity has seen a
corresponding decrease in top-level concentration.
However, as we outline below, it has also seen an

5 increase in mid-level concentration.

The UK fund management industry remains a highly
competitive environment, with the top ten firms
representing approximately 45% of total industry UK-
authorised funds under management at the end of
December 2010, a similar level to the early 1990s.

0 Chart 41 shows the top ten fund companies by total

2004 2006 2006 Eqor 2008 2009 2010 retail and institutional funds under management at the
end of December 2010, while Chart 42 overleaf shows
the top ten firms in terms of only retail funds under
management.?®

Chart 40: Estimated average holding period of retail
investors (2004 — 2010)
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Chart 41: Top ten UK fund companies by total funds under management (2009 — 2010)
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23|n this context, retail funds are defined as funds with a minimum lump sum investment amount of up to £10,000 and with at least one third of gross sales over the
preceding three years being retail.
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Chart 42: Top ten UK fund companies by retail funds under management (2009 — 2010)
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As can be seen from Chart 43, the share of the top ten
firms in terms of total funds under management has
changed little over the last fifteen years. However, while
the share of the top ten companies has stayed the
same, the composition has changed significantly. Only

Chart 43: Combined market share of top firms by
funds under management (1995 — 2010)

100%

six companies have remained in the top ten since 80%
1995. The top ten companies today had between
them 33% of the market in 1994. 60%

Bigger changes have taken place outside the top ten. 40%

The combined market share of the fund companies 20%
ranked between 11th and 20th increased from 16% to
28% between 1995 and 2010. Thus the top 20 0%

companies increased their share from 60% to 72%.
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w

0 Top 50 Remaining Firms
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The market share of companies ranked between 21st

and 30th also increased marginally — from 12% to 13%

over the same period. Overall, the top 30 companies

took 86% of the market at the end of 2010. However,

the market share of companies outside the top 30
declined substantially from 29% in 1995 to 14%
in 2010.

24The market shares are presented as cumulative percentages in Charts 43, 45 and 46.
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Measuring concentration

A common metric for the measurement of industry
concentration is the Herfindahl-Hirschmann Index (HHI)
which applies a greater weighting to those firms with
larger market shares. The clear conclusion from
applying this measure is that the fund industry is
historically and currently very unconcentrated.

A reading on this index of over 1,000 is usually taken to
indicate mild concentration and a value over 1,800
indicates high concentration. The reading at the end of
2010 for the UK funds industry was 298 compared with
312 a year earlier.

This very low level of concentration is consistent with a
very competitive industry. In measuring concentration,
we have used market shares of funds under
management (rather than sales, for example). This is
because funds under management are the main
determinant of the industry’s revenue stream, and are
most representative of the service that the industry
delivers to its investors — the management of their
money.

It is also interesting to look at the sales figures in this
context since sales can be a forward indicator of trends
in funds under management. Firms with larger shares
of sales than funds under management will tend to
increase their share of funds under management over
time.

At the close of 2010, the top ten companies (as per the
size of their funds under management) had a 36%
share of gross fund sales compared with a 45% share
of funds under management. The next ten companies
had a 39% share of fund sales and a 28% share of
funds under management. There is no indication here
that the top ten companies are strengthening their grip
on the funds market.

Investment Management Association

Notwithstanding the lack of change in the firmly
unconcentrated nature of the funds market, there were
clear winners and losers amongst fund managers in the
competition for retail sales in 2010.

Chart 44 shows the distribution of net retail sales
across all fund managers. In a year of strong inflows,
there were more fund companies with inflows than
outflows — 61 companies experienced net retail inflows
and 42 companies had net outflows. Three companies
had net retail inflows of more than £2bn and two
companies experienced net outflows greater than
£500m.

Chart 44: Fund operator net retail sales
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As well as sales performance, there are other factors
that affect the evolution of firms’ shares of industry
funds under management: the rate of redemption of
their units by investors, the investment performance of
their funds and company takeovers.



UK Funds Market

Fund platforms and the web have made it easier for
investors and advisers to monitor fund performance
and switch between funds. One can therefore also look
at whether flows into individual funds have become
more concentrated in recent years. Chart 45 shows the

Chart 46: Combined market share of top funds by
gross sales (1995 — 2010)
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shares of the top ten, 20, 50 and 100 funds in terms of 80%
funds under management and Chart 46 does this in 70%
terms of gross sales: 60%

50%

B As noted earlier, there were 2,574 funds at the close gg;

of 2010. Just ten of these funds accounted for 11% 20%
of funds under management and the top 100 funds 10%
took 43%. Both were slightly down on 2009 but in 0%
line with most of the last 15 years.
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management. As with funds under management,
the market share of the top funds has fluctuated

over the years. However, there has been some Table 4: Mean and median fund sizes (2001 — 2010)
evidence of an upward trend developing particularly
over the last two years. In terms of gross sales, the

Mean Median

top ten best-selling funds took 17% in 2010, up No. of funds (Em) (Em)
from 16% a year earlier and 13% in 2005. The top 2001 2,507 126.5 39.1
100 took 55% of total sales compared with 52% a 2002 2,512 103.4 30.9
year earlier and 47% in 2005. 2003 2 381 131.1 40.6
In addition, this recent trend towards concentration can 2004 2,396 147.6 ar2
be seen in Table 4, with the median fund size rising 2005 2,354 185.1 63.0
more slowly than the mean fund size. Whilst the top 2006 2,406 215.9 713
ten funds in 2010 had an average £6.2bn under 2007 2 499 230.6 69.6
management, one-half of all funds managed less than
£74.1m. The distribution of fund sizes is highly 2008 2,600 165.5 46.6
skewed. 2009 2,524 217.0 59.6
2010 2,574 278.8 741
Chart 45: Combined market share of top funds by
funds under management (1995 — 2010) In summary:
100% B The top ten firms control 45% of funds under

800 management, broadly the same as 15 years ago.

60% B Although the HHI indicator confirms that the industry
as a whole continues to be unconcentrated, there is
40% a trend towards greater concentration in the mid-

0% market, in particular firms ranked 11th to 20th, at
the expense of smaller firms.
0%
Gross fund flows have also become more
concentrated in recent years, with the top 100 funds
Top 10 #Top 20+ Top 50 Top 100 1 Remaining Funds taking 55% of sales last year compared with 47% in

2005.
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Focusing just on the market for UCITS funds, which
accounts for 75% of funds under management across
Europe, industry funds under management rose to
€6.0trn by the end of 2010, just short of the record
level of 2007 (€6.2trn). Total European investment
funds reached €8.0trn, up from €7.1trn a year earlier.

The European funds market remains very different from
the UK, both in terms of distribution and fund
preferences:

B Whereas UK retail fund distribution takes place
mainly through IFAs, continental distribution remains
dominated by banks and insurance companies.

B At the end of 2010, some 57% of UK funds under
management were in equity funds compared with
an average 32% in the rest of Europe.

B Money market funds have a larger profile in Europe,
accounting for 22% of retail investment. In the UK
on the other hand, they have a minimal uptake
among retail investors (0.7%).

However, the UK is not alone in this strong equity bias
among investors, and a wide dispersion of asset
preference across countries continues to be a striking
feature of the European funds market (see Chart 47).
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Chart 47: Breakdown of UCITS funds under
management by fund domicile
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UK Funds Market

In terms of sales, the strong inflows of €150bn seen
during 2009 were bettered in 2010 with net inflows
reaching €166bn. This was despite money market
funds suffering outflows of €126bn. These money
market flows in continental Europe reflect very different
traditions of usage of such funds by investors
compared to the UK where bank and building society
deposits are the norm for such savings.

Chart 48 displays net sales of European UCITS funds
by asset class for the top ten countries (ranked by the
size of their total funds under management),?®
expressed as a percentage of average UCITS assets
during 2010.

Chart 48: Net sales of UCITS by asset class as
percentage of total UCITS funds under management,
selected countries
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Despite the contrasting c