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Asset Management

* Asset Management refers to the professional
management of investment funds for individuals,
families, and institutions

* Investments include stocks, bonds, convertibles,
alternative assets (such as hedge funds, private
equity funds, and real estate), commodities, indexes
of each of these asset classes, and money market
Investments

» Asset managers specialize in different asset classes,
and management fees are paid based on the asset
class

* For alternative assets, additional fees are paid based
on investment performance as well
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Alternative Assets

- Management fees can range from 1% to 2% of assets
under management (AUM), and additional fees are
charged based on the fund manager’'s performance

- Some alternative asset manaqgers (eceive pc_erformance
fees of 10% to 20% on the annual increase in value of
assets

This means that if a high net-worth investor entrusted $10
million to an alternative asset manager, and the value of
this investment increased to $11.5 million in one year (a
15% increase), the asset manager would be paid as much
as 2% x $10 million = $200,000 management fee, plus
20% x ($11.5 million - $10 million) = $300,000
performance fee

- Total fees paid would be $500,000, which is, in effect, a
5% fee on the original $10 million investment

- Although this may seem high, the investor’s net return is
still 10% after fees

- Therefore, despite the high fee percentage, this may be a




Fees for Other Asset Classes

- Equity and Non-Hedged Convertible Investments

- Management fees typically range from 0.5% to 1.7% of
AUM, depending on the type of equity or long-only
convertible investment (e.g., US domestic, international,
large cap, small cap, etc.)

- For a small fraction of investment vehicles, some
performance fees may be paid, though uncommon

- Fees are generally lower for this asset class than for
alternative asset investments

- Fixed-Income Investment

- Fees are generally lower for this asset class than for
equity and convertible funds

- Annual investment fees typically range from 0.3% to
1.2% of assets, depending on the type of fund (e.g., G-7
sovereign, US investment grade, US high yield,
leveraged loans, and international)

- Index-Based Product
- Fees for managing index funds and equivalent
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Large Asset Management Businesses

Top 20 Global Asset Managers by Assets Under Management (AUM)

Rank
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Manager
BlackRock
Vanguard Group
State Street Global
Fidelity Investments
Allianz Group

JP Morgan

Capital Group

BNY Mellon
Goldman Sachs
Amundi

Legal & General Group
Prudential Financial
UBS

BNP Paribas
Northern Trust
Invesco

T. Rowe Price
Wellington Management
Morgan Stanley
Wells Fargo

Assets Under
Mgmt. ($ Trillion)

$7.4
$6.2
$3.1
$3.0
$2.5
$2.4 Yes
$2.1
$1.9
$1.9 Yes
$1.6
$1.6
$1.6
$1.4 Yes
$1.3 Yes
$1.2
$1.2
$1.2
$1.2
$1.1 Yes
$1.1 Yes

Major Investment Bank




Performance Measurement

- Fund performance is a key metric when evaluating Asset
Management capabilities

- Investors measure this by relying on different performance
measurement firms, such as Morningstar and Lipper, who
compile aggregate industry data that demonstrate how
individual mutual funds perform against both indices and
peer groups over time

- For alternative asset classes such as hedge funds and
private equity, there are specialized industry research firms
that track fund performance

- Many funds are ranked into quartiles based on their
relative performance each quarter and each year

- Inevitably, top quartile funds draw disproportionately more
investable funds whenever rankings are announced




Performance Measurement

- For alternative assets such as hedge funds, it is common
to measure performance not only on a relative basis but
also on an absolute return basis

- These funds attempt to achieve a positive (non-negative)
return (and not just beat a certain benchmark) through the
use of derivatives and by creating short positions in
different asset classes

- Performance measurement is often not just focused on
returns but on risk-adjusted returns as well

- Modern portfolio theory has established the qualitative link
that exists between portfolio risk and return: the Capital
Asset Pricing Model (CAPM) developed by Sharpe in 1964
highlighted the concept of rewarding risk

- This led to the creation of risk-adjusted ratios, including the
Sharpe ratio, which measures the return of a portfolio in
excess of the risk-free rate compared to the total risk of the
portfolio




Hedge Fund Investments

- Most major investment banks offer hedge fund
products within their Asset Management Division

- These funds are managed principally for the benefit of
investing clients (although the bank and employees of
the bank may also invest in the fund, subject to Dodd-
Frank Act limitations)

- Even with these limitations, Goldman Sachs, JP
Morgan, and other large investment banks offer a
significant array of hedge fund investment products to
their Asset Management Division clients




Private Equity Fund Investments

- Most large investment banks participate in private
equity as an investor for their own account

- The Dodd-Frank Act reduced direct private equity
Investments by investment banks, limiting investment
to 3% in any fund and not more than 3% of the bank’s
Tier 1 capital

- Direct investments in and funds offered by many
investment banks include the following areas:
leveraged buyouts, mezzanine (subordinated debt
with attached equity warrants), real estate, and
infrastructure transactions




Wealth Management

Wealth Management refers to advisors who provide
investment advice to individual, family, and some
institutional investing clients

Wealth Management advisors identify investors who have
a significant amount of funds to invest and then help these
investors make investments in different asset classes
based on risk tolerance and diversification preferences

Wealth Management advisors are not directly involved in
the management of asset classes (which is the role of
Asset Managers)

They also help clients obtain retail banking services, estate
planning advice, legal resources, and taxation advice

Wealth Management advisors must exercise good
judgment in allocating funds to achieve high investment
returns and appropriate diversification relative to client risk
objectives




Wealth Management
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Research

Research is provided by all large investment banking firms
to selected institutional and individual investing clients on a
global basis

This research usually covers equity, fixed income,
currency, and commodity markets

Equity research focuses on public company-specific
analysis as well as on industries and attempts to project
future cash flows and share prices

Fixed income research focuses on corporate debt in the
context of the issuer’s industry and is critically dependent
on understanding credit risks

Commodities research is a globally focused effort that
principally analyzes energy and precious metals

Research professionals also focus on economics,
portfolio strategy, derivatives, and credit issues, offering
insights and ideas based on fundamental research




Research

» Research is typically (but not always) housed within
the Trading Division of an investment bank and is
comprised of two different groups

» Research that is provided to investing clients of the
firm is called “sell-side” research

» Research that is provided to a limited number of
traders who trade for the account of the bank and to
the bank’s asset managers, who manage money for
investing clients, is called “buy-side” research
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Sell-Side Research

» Sell-side research has always been an analytically intense
area within investment banks where research analysts
produce detailed financial models that forecast earnings
and the future value of assets

* For example, equity research is produced by analysts who
build models that forecast a company’s future revenue and
earnings based on several factors, including company
guidance, economic conditions, historical trends, and new
company, product or, industry information

* Analysts use multiples based on enterprise value, revenue,
EBITDA, earnings, book value, and cash flow in order to
help assess a company’s future share price

* Analysts also employ other valuation models such as peer
comparisons, discounted cash flow analysis, or
replacement value analysis and then use this information
to formulate an investment opinion, which is then
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Paying for Research

» Research departments have historically received revenue
from investing clients through an indirect mechanism: part
of the commissions paid by investors to sales
professionals when they buy securities is redirected to the
research department

* This “soft dollar” compensation arrangement has been a
key part of sell-side research for decades since investors
are generally reluctant to pay direct fees for the use of
research

e For example, an investor who values equity research
provided by a sell-side analyst at an investment bank
might be willing to pay a commission of 3 cents per share
for common shares the investor purchases through the
bank (instead of 1 cents a share that the investor will pay
to other investment banks who do not provide research
that is as good)
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Research Conflicts of Interest

* Investment Banking Divisions historically put pressure
on research analysts to modify negative views on a
company when bankers were soliciting a financing or
M&A transaction from a company

» Negative equity or fixed income research can upset
company management, making it problematic for
bankers to obtain mandates, while positive research
might motivate a company to award a financing or
M&A mandate to the bank

* As a result, some bankers asked research
departments to prioritize their research activities
based on the Investment Banking Division’s
underwriting or M&A effort rather than on the firm’s
investing clients’ priorities for objective research

e This created a conflict of interest that had far-reaching
repercussions
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