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About the research |

About the research - +

Beyond the credit crisis: the impact and lessons learnt for

Investment managers was written in cooperation with the

Economist Intelligence Unit and is based on their survey of
333 senior executives from across the global fund and
iInvestment management community, in March and April 2008.
Respondents were baSgd in fund or investment management
firms, institutional investors, private equity funds, hedge funds ’ .

and real estate funds.
|

References within the report to
“mainstream fund management
firms” or “fund managers” are
based on a filtered sample of
respondents that excludes either
alternative investment funds
(private equity funds and hedge
funds) or fund managers’ key
clients (institutional investors).

A range of organization sizes
were represented: 58 percent had
assets under management of at
least US$1billion; and nearly one
in four (23 percent) had assets of at
least US$50billion. Geographically,
about one-third (31 percent) were
based in North America, 29 percent

-

in Western Europe, 23 percen?’n

Asia Pacific, with the balance from -

the rest of the world. The reﬁpondqnts '

themselves were very senior: -

41 percent of participants were

C-level executives, 35 percent were

in SVP/VP or director positions, U

or were heads of business units

or departments, with the balance

from other management positions.
Supplementary to the survey

results, in—deqth interviews were

also conducted by the Economist

Intelligence Unit with 16 senior

asset managers, hedge funds

and industry experts.

' L
e -
Participating countries
Argentina Chile Germany Israel Mexico Russia Sweden wit:’gdom ‘..
Australia China [ELELE Italy Netherlands Saudi Argfgia Switzerland ited States
Austria Colombia Greece NETSED] New Zealand Serbia Thailand = of America
Bahrain Czech Republic  Hong Kong Kenya Nigeria Singapore Trinidad and Vietnam
Belgium Denmark Iceland Luxembourg Pakistan South Africa Tobago
Brazil Egypt India Macedonia Peru ' South Korea Turkey
Bulgaria Finland Indonesia W EIEWSE] .Poland Spain United Arab f »
Canada France Ireland \WETVE] Portugal #Sri Lanka Emirates .
. . -
Respondents by business type »
Mainstream fund managers Alternative investment managers Investors Other

Please note that with the graphs illustrated, not all answers add up to 100 percent because of
rounding or because respondents were able to provide multiple answers to some questions.
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Executive summary

Since the summer of 2007, banks have suffered significant
losses as a result of one of the biggest crises ever to hit
the financial services sector, the so-called credit crisis.

So far, banks have been the focus of attention as bearing
the brunt of the credit crisis impact. But what of the fund

management sector? This report asks how fund managers
have been affected by the credit crisis — and what strategies
they are adopting in response.

0%

of respondents believe trust in fund
managers has been eroded due to
the effects of the credit crisis

Some of the key findings within
the report include:

B Investors do not have the same
enthusiasm for complex
instruments as fund managers.
Increasing complexity defines the
fund management industry today.
This survey of fund management
and investment professionals reveals
that 57 percent of mainstream fund
management firms use derivatives
in their portfolios. The figure is even
higher within large mainstream fund
management firms: nearly one-third
of those with assets of at least
US$10billion use derivatives to
a major extent. Even more fund
managers (61 percent) now manage
hedge fund strategies, which in many
instances are complex. The survey
also found that half of mainstream
fund management firms manage
private equity strategies, nearly
half manage asset-backed securities
and more than one-third manage
collateralized debt obligations (CDOs).
Fund managers still believe that with
the exception of CDOs, all the above
strategies and asset classes will rise
over the next two years. On the other
hand, 70 percent of the investors
who answered the survey say that
the credit crisis has reduced their
appetite for complex products.

B Trust in fund managers has fallen

as a result of the credit crisis.
Fund management firms have
suffered a degree of fallout from
the credit crisis, although nothing
nearly as severe as the banking
sector. Well over half of mainstream
fund managers say investment
returns have fallen and about the
same proportion report falling
subscriptions. But the damage
potentially goes further than short-
term losses in funds: six out of ten
respondents believe trust in fund
managers has been eroded due

to the effects of the credit crisis.
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Executive summary, continued

Lack of skills and experience is

a key concern. There is evidence,

in the light of the credit crisis, that
some aspects of fund management
require urgent attention. The skillsets
of staff, for instance, have to some
degree failed to keep up with growing
sophistication. One in five fund
managers that have invested in
complex financial instruments, such
as derivatives, CDOs or structured
products, admit to having no in-house
specialists with relevant experience.
Investors are at greater risk still, with
about one in three of the institutions
investing in such instruments saying
they have no in-house expertise of
these. Rating agencies are seen as
providing little support: one third of
the respondents agree that rating
agencies provide an accurate
assessment of whether an instrument
will default and just 1 percent of
respondents think rating agencies are
very accurate in predicting defaults.

B Risk management, valuation
methods and governance
structures are all being shaken up.
There is a widespread feeling that
fund management firms need to
re-evaluate what kind of business
they are conducting and the risks
they are running. Four out of ten
firms surveyed for this report say
they have already formalized risk
frameworks in the past two years as
a result of managing more complex
strategies, with a similar number
planning to do so over the coming
two years. Valuation methods have
come under intense scrutiny during
the credit crisis and a third of firms
have reviewed this activity, while
a further third will do so in the next
two years. An even higher proportion,
38 percent of respondents, have
reviewed governance arrangements
— particularly relevant in the cases of
funds that used risky instruments to
enhance returns on supposedly low
volatility funds — and a further quarter
will do so in the next two years.

B Making fund management

successful in the future requires

a renewed focus on the client
proposition. The credit crisis will
sharpen the minds of fund managers:
in a time of increasing uncertainty
and investor conservatism, they
need to demonstrate their added-
value proposition. The concern is
that investors will reject further
innovation, particularly if it involves
complex strategies and instruments.
As mentioned previously, 70 percent
of investors say the credit crisis has
reduced their appetite for complex
products. The fund management
industry will need to prove the
doubters wrong by developing
products and services that perform
well over the cycle and in changing
economic environments. All-weather
strategies, lifestyle funds, insightful
asset allocation advice and sound
risk management and governance
practices are all likely to be at a
premium in the coming months

and years.

0%

S/

0%

of investors say the credit crisis
has reduced their appetite for
complex products by a major
or moderate extent

of firms surveyed say they have
already formalized risk frameworks
in the past two years or are planning
to do so in the next two years

of managers that have invested in
complex financial instruments admit
to having no in-house specialists with
relevant experience
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| Executive summary

While the fund management sector has not been as badly affected as the banking
sector by the credit crisis, the landscape has changed and many investment
management firms should re-position themselves in the new environment. It is
clear that derivatives will continue to become more and more important in the
investment management environment. Successful firms need to embrace the use
of derivatives in their products in order to enhance performance with acceptable
risk parameters. Derivatives have become the tools of the trade, they cannot be
uninvented. However, the use of derivatives and investment in complex products
requires an upgrade in the sophistication of how investment management firms
are run. In particular, the following areas should be addressed:

There needs to be a migration
of experienced people from the
investment banks to investment
management firms, especially in
derivative operations and risk
management. The requirements
of a derivative operation are so
fundamentally different from
running a long-only business
that it is very difficult to develop
sufficient skills in-house.
Incentive plan design needs
to evolve to take more account of
long and short-term performance
as well as risk and investor
satisfaction: at the level of the
firm as well as the individual. For
most organisations this will require
a significant shift in organizational
behavior and strengthening of
performance management process
and systems.

While many investment
management firms have developed
sophisticated risk management
programs, there is a shortfall
across the industry in investment
risk management capabilities,
especially where firms are using
complex instruments and strategies
in their funds. Analysis of complex
products, scenario and stress
testing, price validation and liquidity
risk management are all key areas to
focus on in funds as well as fund of
fund treasury structures. Another
important lesson learned from the
experience of the credit crisis is the
importance of treasury and credit
risk management (and how to best
manage surplus cash in fund
structures) as well as liquidity risk
management (and how to best
manage extreme redemption
scenarios). The area of treasury

and investment risk management is
where we expect to see significant
investment and increased focus
within investment management
firms in future.

As the credit crisis has unfolded,
investor confidence has taken a hit
and their appetite for investment
risk has been diminished. It is not
that long ago that investors were
badly burned by the bursting of the
tech bubble. The fund management
industry has been criticized for being
too product-led and not sufficiently
customer-focused. In order to rebuild
investor confidence and attract
long-term savings, successful firms
should focus on a much clearer
explanation of how products will
perform and on much greater levels
of investor assurance about
governance and risk management.
On their side investors need to
understand the risks and features

of what they have invested

in or permitted their investment
managers to invest in. While retail
investors enjoy a much greater
degree of regulatory protection,
‘caveat emptor’ or ‘buyer beware’
very much applies to institutional
investors. Reliance on rating agencies
is not enough. Proper analysis and
risk assessment is required. On the
other hand, firms will also need to
pay more attention to customer
demands, i.e. if clients want simple
products that is where the client
proposition needs to be focused.
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Complex instruments
and strategies: investment
managers take the plunge
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| Complex instruments and strategies

Despite what some of the political
and media circles say, fund managers
do not set out to confuse investors.
While complexity exists, it is typically
the by-product attempts to enhance
the offering, through improved risk
controls, protection of capital or
enhancement of returns.

This report considers complex

instruments to be those that are illiquid
in nature and hard to value using
conventional valuation measures.
Complex strategies are taken to be
those that, again, may be illiquid or hard
to value. But they may also be innovative
and not widely understood across the
investment spectrum and by investors
of either institutional or retail variety.
By definition, complex instruments
and strategies are understood by a
small number of people and this, in
turn, increases the risks associated
with their use.

Such instruments are worthy
of special attention, given that
increasing complexity defines the
fund management industry today.

This survey of fund management

and investment professionals reveals
that a substantial majority (61 percent)
of the mainstream fund management
firms that responded to this survey —
encompassing fund and investment
managers, retail fund managers and
real estate funds — now manage
hedge fund strategies which in many
instances are complex. This rises to
71 percent of fund managers with over
US$10billion in total assets.

Many have invested significantly
in building up a hedge fund capacity, in
the belief that investors will increasingly
demand funds that deliver returns in
all weathers. The rise in hedge fund
assets from US$1,000billion in 2005
to US$2,650billion at the end of 2007,
according to HedgeFund Intelligence,
a data provider, bears out this belief.
The head of alternatives distribution at

© 2008 KPMG International. KPMG International is a Swiss cooperative. Member firms of the KPMG network of independent firms are offiliated with KPMG International. KPMG International provides no client services. No

a large London-based investment firm,
says: “We think investors are tiring
of funds that are highly correlated to
markets.” The firm runs US$1billion in
five single strategy hedge funds and
two fund of funds, and has just
launched a new hedge fund, managed
in Hong Kong. The new fund invests
in very different sub-sectors from a
traditional long-only strategy. They
include directional strategies, tactical
trading, long-short, market neutral and
event-driven tactics. It is typical of
larger, institutional-focused fund firms
that have responded to investors’
demands and attracted significant
assets in non-core investment areas.

Derivatives are also a significant
growth area, with 57 percent of firms
surveyed for this report saying they
use derivatives in their portfolios
(see Chart 1). The figure is slightly
higher (61 percent) within mainstream
fund management firms and much
higher within larger ones (74 percent):
nearly one-third (29 percent) of those
with over US$10billion in total assets
say they use derivatives to a major
extent. Derivatives are used in a variety
of fund strategies including fixed
income, money market and some
equity strategies, such as the 130/30-
type vehicles that balance a gross long
position of 130 percent of assets with
a 30 percent short position. Just over
half (51 percent) of mainstream fund
managers run long-short funds of the
130/30 type.

The head of wealth management
at an Asia-based bank says: “130/30
funds are another way for talented fund
managers to demonstrate their skills.
If the risks are well communicated to
investors and well understood they can
be a great product.” But he cautions
that specialized skills are needed.
“The ability to buy the right stocks
is a valuable skill, but shorting certainly
requires additional capabilities.”

51%

of mainstream fund managers run
long-short funds of the 130/30 type
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Complex instruments and strategies:
investment managers take the plunge, continued

Chart 1 Answers from all respondents to the question: To what extent does
your firm invest in, or offer to clients, the following products today?

48% 27% 24%

Traditional equity funds

429 27 % 30%

Traditional bond funds

w
S
w
>
N

36%

Money market funds

18% 39% 40% 4%
Derivatives I —— i
27% 32% 39% 3%
Hedge funds I S —
25% 33% 39% 3%
private eauity I ——
26% 36% 34% 4%

Real estate funds
11% 32% 51%

Long-short funds

(e.g. 130/30 funds)

\‘I\‘.

22% 34% 379

Absolute return
12% 26% 56 %

4

Asset backed securities
(excluding CDOs)

7% 21% 64 %

I\‘

CDOs
11% 31% 51% 6%

Structured products (e.g.CLOs)
7% 26% 62%

Distressed debt
16% A41% 37%
Other alternative investments _ -
(e.g. commodities,

infrastructure funds, currency)

Il Major extent [l Moderate extent Not at all [l Don't know

Source: Economist intelligence Unit survey, March - April 2008
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Derivatives have a number of
functions. Some of these are practical,
such as to offset cash drag — the
negative impact on performance caused
by holding cash to meet demand for
redemptions. Assets held in exchange-
traded derivatives that match the
characteristics of the portfolio can be
quickly cashed if there is a sudden
demand for redemptions.

Derivatives are widely used in fixed
income portfolios to seek extra yield or
as protection against certain economic
and portfolio-specific events. A wealth
management head says: “They can,
for instance, neutralize the risks of an
imminent central bank decision that
could affect the value of government
bonds in a portfolio.” Derivatives are also
the building blocks of ‘overlay’ strategies
which allow dynamic asset allocation
without having to incur the costs of
buying and selling underlying assets.

But hedge funds and derivatives are
just part of the picture. The survey also
found that 50 percent of mainstream
fund firms manage private equity
assets, 42 percent use asset backed
securities and 37 percent manage
collateralized debt obligations (CDOs).
With the exception of CDOs, exposure
to all these strategies and asset classes
are expected to rise over the next two
years. For example, far more (26
percent) of North American investment
firms plan to increase their exposure to
derivatives, compared with those who
will decrease their exposure (3 percent).
The same story plays out for hedge
funds: 34 percent of North American
firms will increase investment here,
while just 8 percent will back away.

In Western Europe, the market for
traditional equity funds should inch up:
24 percent of firms say they will
increase investment here, nearly as
many as the number of firms that will
reduce investment (21 percent). By
comparison, demand for more complex

7%

of respondents in Asia Pacific
expect that the use of derivatives
will increase in the next two years.
This was the highest percentage
among respondents

Chart 2 Answers from all respondents to the question: How do
you expect your firm’'s use of the following products to change
over the next two years?

Asia Pacific 47% 45% 5% 3%
Derivatives I .
43% 41% 10% 7%
Hedge funds N |
41% 52% 8%
Traditional equity funds
North America 26% 63% 3% 8%
Derivatives
34% 54% 8% 4%
Hedge funds _ .
19% 70% 8% 3%

Traditional equity funds

Western Europe

Derivatives

Hedge funds

Traditional equity funds

40% 43% 7% 10%

44% 40% 9% 7%

24% 51% 21% 5%

Global

Derivatives

Hedge funds

Traditional equity funds

39% 47% 5% 9%

39% 45% 8% 8%
29% 56% 12% 3%

[l Increase

B No change

Decrease B pon‘t know

Source: Economist intelfigence Unit survey, March - Aprii 2008
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Complex instruments and strategies:
investment managers take the plunge, continued

strategies is rising much faster. Indeed,
40 percent of firms will increase the
use of derivatives, while just 7 percent
will cut back. The same is true for
investment in hedge funds: 44 percent
plan to increase use of those, far more
than those who will reduce exposure

(9 percent). In the Asia Pacific region,
where fund penetration overall is lower,
traditional equity funds have still to fulfill
their potential. Far more firms (41 percent)
will increase exposure to these than
those who will pull back (8 percent). But
this will be accompanied by an increase
in the number of investment firms using
derivatives (47 percent increasing
exposure, with 5 percent decreasing).
Similarly, 43 percent will increase
investment in hedge fund assets,

KPMG comment

compared with 10 percent who will
reduce theirs (see Chart 2).

However, according to survey
respondents, the use of CDOs will fall
considerably: just 9 percent will increase
investment in that asset class, whereas
17 percent plan to reduce exposure. But
experienced market observers argue that
CDOs are resilient vehicles. The deputy
chairman of the asset management
division of a Swiss investment bank
says CDOs have run into problems
before and made a subsequent
resurgence. “This situation is not new —
it is the assets backing them that have
changed,” he says. “In 1998 it was
emerging market debt and in 2001 it
was Enron bonds. You can’t blame the
vehicles themselves for this.”

One of the main factors behind the growth of complex financial instruments in recent
years has been the search for yield by investors. In order to generate the required yield
for investors in a market where funding was readily available, product developers turned
to increasingly complex structured financial instruments. An example of such a product
is the ‘CDO squared’ (a structured credit vehicle that invests in other structured debt
notes). There is no doubt that over the last decade there has been the demand for such
instruments. It is still unclear as to whether growth in this market will return and if so
whether the design of the instruments will have to change.

What is clear, however, is that funds are increasingly using derivatives as part of
their investment strategies. What has been highlighted by the credit crisis and its effect
on structured credit products is how important it is to fully understand the pricing and
risk of such investments. Funds that should be successful are those that have differentiated
investment strategies (i.e. there may be demand for an allocation to a specialist structured
credit fund, but investors should not expect money market funds to invest in such products).
In addition, those funds that can provide transparency of the underlying valuation risk will
meet the increased investor demand to understand the risk in their portfolio.
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KPMG comment

Investors have had a bad time in the structured finance market and very few new structured
finance-related transactions are currently being carried out. We do not expect the markets to
return for a while and whenever that happens, the transaction volume will be lower and the
structures should be less complex and easier to understand.

Improved transparency is required for the market to pick up, but exactly what changes
need to be made remains to be seen. It is interesting that existing transactions had
disclosure documents that were hundreds of pages long with lots of information about
the transaction and its risks. Yet the transparency from these documents did not prevent
the credit crisis from happening. The road ahead needs to be a move to simplify and
standardize what information is needed to make better investment decisions. Market
participants need to work together on this.

The subprime sector of the market probably has the most questionable future of any
of the other asset classes. It has suffered a material public image hit related to this crisis
and, as a result, many people feel this sector will not return until 2010 at the earliest.
Some parallels are being drawn to the manufactured housing securitization market that
collapsed back in 2000/02 and has subsequently never recovered. However, subprime
credits will always exist, giving the sector a fighting chance to return to some semblance
of its former self. It will be interesting to see developments emanating from the rating
agencies that help design securitization structures, as one benefit from this crisis has
been an overwhelming amount of data points related to default behavior and the facts and
circumstances surrounding this behavior. It is likely that rating agencies will enhance
models to incorporate these behavioral tendencies as well as build in forward-looking
aspects to their models like home price appreciation origination patterns in the industry,
and possibly monitor primary market trading activity.

"
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4,485

The number of downgrades of CDOs
from January to April 2008 alone
according to Morgan Stanley

A Managing Director at a large US-based money management firm

While complex strategies are
appealing to fund managers and
their clients in low-yield, low volatility
environments, the inherent risks
sometimes only become apparent in
turbulent markets. The credit crisis
which began in early summer 2007
and continues — albeit in an evolved
form —today has proved the undoing
of a number of complex strategies
and instruments.

Structured credit vehicles containing
CDOs and credit default swaps (CDSs)
have been some of the highest-profile
casualties. CDSs had seemed fairly
simple instruments — they were
insurance against a company defaulting
on its debt obligations. But the side-
effects were unanticipated by many
investors. For instance, years ago, an
investor buying US$100million of a
company’s bonds would have sought
to avoid that company going bankrupt,
since that would devalue the bonds.
But if the investor bought CDSs as
insurance, there would be an incentive
for the investor to support bankruptcy
rather than restructuring if the company
had financial difficulties, since a default
would trigger the derivative and pay
all the money back. Similarly, investors
selling credit protection through CDS
may be exposed to unanticipated credit
risk if they enter into a CDS assuming
that the underlying company is less
likely to default than it really is.

According to Morgan Stanley
research, from January to April 2008
alone there were 4,485 downgrades of
CDOs, leading to a fall in their value in
the secondary markets. Just over 4,000
of these downgrades were on CDOs
of asset-backed securities. Tranches

with AAA ratings — the kind that pension
funds were most exposed to — accounted
for 1,000 of these downgrades, more
than any other ratings class. Structured
investment vehicles (SIVs) have
also suffered from the credit crisis.
In January, for example, Victoria Finance,
a US$6.8billion SIV run by Ceres Capital
Partners, had its credit rating cut by
Standard & Poor’s to D, its lowest level.
Some hedge funds, particularly those
with high exposures to asset-backed
securities and derivatives, have also
experienced losses. Of these, Peloton
Partners, the London-based
firm, gained the most notoriety. The
company's flagship ABS hedge fund
enjoyed an impressive year in 2007,
returning 87 percent to investors, and
assets under management grew to
US$3.5billion. But within a matter of
a few weeks in January it collapsed.
A Financial Times commentator and
financial markets author says: “Their
fatal bet appears to have been a big
position in synthetic asset-backed
securities that had to be forcibly
liguidated when some banks tightened
their credit terms.” He believes certain
themes are at the core of many hedge
fund collapses: high degrees of leverage;
concentration in a relatively narrow asset
class; and liquidity problems brought
on by an unforeseen deterioration in
market conditions. In other words, he
views hedge funds exhibiting those
characteristics as fundamentally flawed
from a risk perspective. Yet some hedge
funds have profited handsomely from the
credit crisis. New York based Paulson &
Co bet heavily against subprime assets
and its three funds returned between
130 percent and 650 percent in 2007.
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Credit crisis exposes risks
of complex strategies, continued

Other complex strategies that have
lost out in the credit crisis include the
“enhanced” money market funds that
invested in hedge funds and CDOs to
increase returns. Some fixed income
funds adopted the same strategy and
suffered similar consequences. Private
equity activity, too, has been heavily
impacted and large leveraged buyout
deals are now a rarity (although mid-
market deals have remained buoyant).
Ultimately, the crisis spilled over into
equity markets as doubts surfaced over
the ability of banks to finance economic
growth, with Western markets falling
10 percent and more in the first quarter
this year.

Fund management firms have also
felt the impact of the credit crisis. Well
over half (60 percent) of mainstream
fund managers say investment returns
have fallen (see Chart 3) and about the
same proportion report falling
subscriptions.

By comparison, only 45 percent of
hedge funds and 44 percent of private
equity funds say returns are down.
Although a much smaller set of
respondents, the trend among real
estate fund respondents appeared far
worse: two-thirds say returns have been
impacted — far more than in any other
asset class.
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But the damage potentially goes further
than short-term losses in funds. Six out
of ten survey respondents believe trust
in fund managers has been eroded due
to the effects of the credit crisis (see
Chart 4). A managing director at a large
US-based money management firm,
says: "People will undoubtedly save
more and invest in less risky products.”
Intriguingly, investors themselves
are less inclined to rush to judgment.

In all, 47 percent of institutional investors

say their trust in fund managers has
been eroded. While this figure is high,
it does mean many investors do not
blame fund managers for losses or
that the managers have succeeded

in safeguarding their clients’ assets or
managing these relationships. There is,
seemingly, opportunity for fund firms
with talented managers and strong
processes to prove their mettle in the
aftermath of this crisis. But many of
them wiill need to adapt in the coming

months and years if they are to succeed.

Chart 3 Answers from mainstream
fund managers to the question:
What effect has the credit crisis
had on return on assets?

B Improved a lot 5%
Improved a little 13%
W No change 22%
Harmed a little 43%
B Harmed a lot 17%
B Don't know 1%
Total 100%

Source: Economist intelligence Unit survey, March - April 2008 based
on responses from fund /investment management firms, real estate
funds and retaif fund managers
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Chart 4 Answers from all

respondents to the question: KPM G comme nt

To what extent do you agree
or disagree with the . . . .
following statement? With the benefit of hindsight we can now see that, even

Trust in fund managers has though they may have followed what was thought to be
been eroded as a result of the good market practice at the time, a number of funds did
current crisis .

not have an adequate valuation governance structure for
managing the valuation risk inherent in illiquid, structured
products. For funds where illiquid assets were not core,
there was often little fundamental analysis performed of
the products that they acquired, instead reliance was
placed on the analysis performed by the rating agencies
and sales materials. Consequently, when the crisis struck,
these funds found it hard to quantify the level of risk they
were exposed to, as a key risk metric used was the

proportion of the portfolio invested in AAA-rated assets.
It is now recognised that funds may need to perform a
more thorough analysis of all new structured products,

M Strongly agree 15%

B Agree 45% including assessing the most appropriate valuation

B Neither agree technique, or source of valuation information and outlining
- B?Sr;'fzjree ?ij contingencies for what happens in the event that the

B Strongly disagree 0% primary source of pricing information becomes

W Don't know 2% unavailable. The work that has been done by the Hedge

Total 100% Fund Working Group (in the UK) and the Presidents
Working Group (in the US) has set out some broad
principles for hedge funds with respect to valuation
governance, which should be considered by all fund
managers that invest in illiquid assets.

Source: Economist Intelligence Unit survey, March - April 2008
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The fallout from the credit crisis has
so far only proved disastrous for a
handful of hedge fund managers.
And, as just noted, there is an
indication that many investors have
not lost faith in fund managers. At
the same time, there is a widespread
feeling that firms need to re-evaluate
exactly what kind of business they
are conducting or wish to conduct
and ensure it is in alignment with
client interests. They also should
reassess what risks they are
knowingly or unknowingly running.

0%

of fund manager respondents admit
to having no in-house specialist with
relevent experience of the complex
financial instruments they have
invested in

There is evidence that some aspects
of their businesses may require urgent
attention. The skillsets of staff, for
instance, have to some degree failed
to keep up with growing sophistication
in fund management. One in five fund
managers who, according to the survey,
have invested in complex financial
instruments, such as derivatives, CDOs
or structured products, admit to having
no in-house specialists with relevant
experience of them. A similar proportion
(23 percent) of hedge fund managers
admitted the same (see Chart 5).

Investors are at greater risk still, with
about one in three (32 percent) of the
institutional investors that invest in
instruments such as derivatives, CDOs
or structured products saying they have no
in-house expertise for these. If the fund
management industry is to retain the trust
of investors, it would seem imperative for
it to both develop the necessary skills and
then offer these skills to investors.

Alan Greenspan, former chairman
of the US Federal Reserve, believes
investors were helpless to resist risky
instruments. He has been widely quoted
as saying they became addicted to asset-

backed securities that offered additional
yield over treasury bonds as if they were
‘cocaine’. Investors are not alone in
displaying such an addiction. A high
proportion (40 percent) of fund managers
say they have bought a product for
which they did not have the framework
to assess the risk. While the vast majority
of mainstream fund managers and hedge
funds have bought or developed risk
systems, the finding provides evidence
that these systems have either become
outdated or were not entirely suited to the
purpose in the first instance. Less than
half (42 percent) of fund management
firms say they can quantify completely
their exposure to complex instruments
and just one-quarter (24 percent) say
they can completely quantify the risk
associated with the exposure (see Chart 6).
The head of sales at a European risk
technology provider says: “Firms are
developing products using instruments
such as bank debt, loans, derivatives,
which they have not managed before.
They are looking to open up new avenues
in terms of markets and clients. But this
creates a dilemma because cross-asset
class cashflows are not easy to track.”

Chart 5 Answers from all respondents in various categories to the question: If your
firm/fund uses any complex financial instruments, does it have in-house specialists
with relevant experience of these?

Real estate

76% 20% 4%
Investment
fund manager 70% 23% 7%
necoe o [ NN I
61% 32% 7%
S I
investor -
57% 36% 7%

fund |

B Yes No

[l Don't know

Source: Economist intelligence Unit survey, March - April 2008
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Investment managers reveal holes
in their risk processes, continued

One of the issues is whether fund
managers are identifying and tackling
the right types of risk. Less than half
(41 percent) of fund managers think their
principal measure of risk reflects the
majority of the risk an investment firm
is taking and just 6 percent think this
measure completely reflects the actual
risk of loss. This rises to 10 percent
among hedge funds, which tend to
have greater experience of managing
complex strategies. The managers
often cut their teeth on trading floors
and have an understanding of both
trading strategies and the instruments
used (the aggregated answers from
all respondents are shown in Chart 7).

One of the world’s biggest fund
of hedge funds, with US$38billion under
management, has a two-tiered approach
to managing risk in its portfolios. It has
identified that its main risks are the
prevailing macroeconomic environment
and the selection of underlying
managers. So it has developed top-down
and bottom-up processes operating in
tandem. Top-down asset allocation
decisions are taken by an experienced
four-person investment committee which
has about 70 years' experience between
them. The firm'’s chief executive says:
"Top-down views are big creators of
alpha in our portfolios.”

The bottom-up process starts with
a rigorous quantitative process but is
ultimately guided by the firm's ability
to get a close-up view of the managers,
having built up relationships with them
over two decades of being in the hedge
fund business. The chief executive says:
“The best managers come from firms
we have known for a long time. They are
frequently spin-outs from existing firms,
sometimes second or third generations
of a firm.”
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Chart 6 Answers from mainstream fund managers to the question:
To what extent does your firm quantify the exposure and risk in
complex financial instruments?

6% 37% 42% 15%

exposcre | I

6% 53% 24% 16%

rec ___

. We can’t quantify this at all We can quantify this completely

. We can quantify this in part . Don’t know

Source: Economist Intelligence Unit survey, March - April 2008 based on responses
from fund /investment management firms, real estate funds and retail fund managers

Chart 7 Answers from all respondents to the question: To what
extent do you think your firm’s principal measure of risk reflects
the actual risk of loss to portfolio?

1%

Not at all .

1%
To a minor extent _

38%
To a moderate extent
35%
To a major extent
4%

Completely

1%
Don't know I

Source: Economist intefligence Unit survey, March - April 2008
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“Top-down views are big creators
of alpha in our portfolios.”

Chief Executive, one the world’s biggest fund of hedge funds

KPMG comment

Improved risk management has come into greater focus as a result of the market turmoil.
Many of the currently employed risk management measures such as value at risk (VaR)

or stress testing are backward looking in nature and lack the ability to take in current

data or views about the future. For example, in ABS CDOs, one of the key shortcomings
made in analyzing the risks in these products was that the underlying mortgage securities
were more diversified than they turned out to be. We can now see that the mortgage
securities were highly correlated and how sensitive they were to the decline in home
prices. That information was not reflected in stress testing.

Another area highlighted by the credit crisis is the degree to which companies are
subject to model risk. Many companies may be reliant on models to assess their credit
risk or value their holdings. Yet these models may not have been validated by an
independent party or have the proper risks and controls regarding their use. Federal
Reserve Chairman Ben Bernanke recently said in a speech, “No model regardless of the
sophistication, can capture all the risk that an institution might face. Those institutions
faring better during the recent market turmoil generally placed relatively more emphasis
on validation, independent review, and other controls for models and similar quantitative
techniques. They also continually refined their models and applied a healthy dose of
scepticism to model output.”
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While the infrastructure within some
fund management firms may have
proved with hindsight, insufficient to
manage the risks they were taking, the
external inputs have often been less
than perfect too. Survey respondents
think that both rating agencies and
banks may have contributed to the
lack of understanding of products.
And yet fund managers and their
clients alike have come to rely on the
major rating agencies.

Where a vehicle was awarded a rating
of AAA, the market, rightly or wrongly,
took this to be a firm statement of
quality. But in the last 12 months, a series
of AAA-rated CDOs have been found
to contain securities that were worth
significantly less in a distressed market.
A managing director of a large US-based
investment firm says: “People relied
blindly on credit ratings and mutual
funds blindly bought products.”

The investment community has
been stung and this is reflected in the
survey responses, where 35 percent of
respondents agree that rating agencies
provide an accurate accessment of
whether an instrument will default
(see Chart 8). Asked why this should
be the case, some 86 percent cite
conflicts of interest, while 88 percent
say rating agencies fail to understand
the instruments they rate. Other
comments include an inability to
respond rapidly enough to market and
corporate events (see Chart 9).

The Chief Executive of an Indian
risk management consultancy says:
“The efforts by the rating agencies to
improve their processes will not do
anything to address the fundamental
conflict of interest that exists in their
business model; as long as companies
pay for ratings that investors use, there
will = from time to time — be crises like
Enron, subprime and so on”.

The rating agencies are said to be
only a part of the reason why so many

6%

of respondents think conflicts of
interest is a concern in respect
of rating agencies

asset managers and their clients bought
products that have been found to be
less than reliable. The originators of
many of the products, the investment
banks or manufacturers, also come in
for criticism. About one-third (34
percent) of fund managers say they
have been sold a product where the
risk was under-stated by the originator
(see Chart 10). This rises to 50 percent
among institutional investors.

Respondents to the survey demand
wholesale changes to the way the
investment banks do business with
them. The vast majority of respondents
say they want investment banks to
improve the risk transparency of products
and about six in ten (59 percent) would
like investment banks to change their
remuneration structures to avoid over-
zealous sales tactics (aggregated
answers from all respondents are
shown in Chart 11).

The head of financial systems
at a European central bank says the
current bonus system creates an
incentive to take risks without being
fully accountable for them. “At the
upper end, the size of the bonus is not
limited,” he says. “Higher net profits
generated by the employee translate
into higher bonuses. At the lower
end, however, the bonus is limited
to zero. In other words, any losses
are borne entirely by the bank and the
shareholders and not by the employee.”

He suggests three ways to improve
the bonus system. Firstly, bonus
schemes should be longer term. Instead
of being primarily based on last year’s
performance, the bonus should take
the performance of several years
into account. Secondly, the level of
the average bonus in investment
banking should be reduced in order
to take into account that potential
losses are not borne by the employee.
Thirdly, guaranteed bonuses should
be abolished.

8%

of respondents think that lack of
understanding of the instruments
they rate is a concern in respect
of rating agencies

Chart 8 Answers from all
respondents to the question:
To what extent do you agree
with the following statement?

Rating agencies provide an accurate
assessment of whether an
instrument will default

M Entirely agree 1%
Somewhat agree 34%

M Neither agree 15%
nor disagree

Bl Somewhat disagree 33%
Entirely disagree 15%

M Don't know 2%
Total 100%

Source: Economist intelligence Unit survey, March - Aprif 2008
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Rating agencies and investment banks criticized
over transparency of products, continued

Chart 10 Answers from mainstream

Chart 9 Answers from all respondents to the question: In your fund managers to the question:
view, how much of a concern are the following issues in respect Do you believe your company
to ratings agencies? has been sold a financial

product/instrument in the past

11% 42% 44% 12 months in which the seller
Conflicts of interest _ e“.:her kn0\_lvmgly or ur_|knowmgly
9% 14% 44% misstated its level of risk?
Lack of understanding of instruments _
9% 44% 27% 20
Lack of investing collaterals/monoliners _
7% 38% 47%

Lack of valid data to model the

transactions (e.g. extensive fraud _

within subprime borrowers)

% 38% 51%
Too slow to act on market events _
6% 41% 47%

Too slow to act on corporate events _

[l No concern B Moderate concern Major concern [l Don't know

Source: Economist intelligence Unit survey, March - Aprit 2008

B Yes, | am certain 9%
Chart 11 Answers from all respondents to the question: Which of the Yes, | suspect so 25%
following would you like investment banks to do differently over the m o 24%
next two years? Select all that apply. ,
M Don't know 22%
\ Total 100%
80%
associated with DV'OdUCTS Source: Economist intefligence Unit survey, March - April 2008
60% based on responses from fund investment management firms,
\mprove transparency of fees real estate funds and retail fund managers
associated with products _
Change their remuneration model 59%
(e.g. make it more aligned to the
interest of their customers) 56%

Improve transparency of reports (e.g
marketing material & prospectuses)

Don't know l

Source: Economist Intelligence Unit survey, March - April 2008
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“People relied blindly on credit ratings and
mutual funds blindly bought products.”

Managing Director, US-based investment firm

KPMG comment

It is expected that the current slowdown may drive a wave of innovation in incentive

plan design. We are already seeing some financial institutions shifting the balance of their
incentive plans to greater reliance on long-term performance. The issue of symmetry

of interests between investors and executives is crucial if management and shareholder
interests are to be aligned. Rolling out of deferred annual bonus plans further down
organizations could however be challenging, because of risks to participants, which is
more of an issue at this level.

When reviewing the make up of compensation packages and addressing the mix of salary,

bonus and long-term incentives it will be important to strengthen the links between client
satisfaction and reward, and risk performance indicators and reward. The idea is to reward
against a balanced set of performance indicators not just short-term revenue and profit
targets. We believe that reward should include benchmark performance of the sector as

a whole and should recognise the value of low volatility. For most organisations this may
require a significant shift in organisational behavior and strengthening of performance
management process and systems.
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Time for a rethink
on risk
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| Time for a rethink on risk

8%

of respondents say that their
firms have formalized operational
risk frameworks in the past two
years as a result of managing
complex products or strategies

7%

of respondents are planning to
formalize their firms operational
risk framework in the next

two years complex products

or strategies

As noted earlier, fund management
has emerged, thus far, relatively
unscathed from the credit crisis.

But there is evidence of complacency
in the sector and this should serve as
a warning sign. Some firms simply
cannot assess the type and size of
the risks they are taking, and court
disaster. And uncritically accepting
another person or company’s advice
on products is inadvisable — especially
if that person or company stands to
gain by playing down the true risks.

One of the keys to managing complex
strategies and instruments would seem to
lie in the skills of an investment firm's staff
allied to formal processes and technology.
However 41 percent of respondents think
that even when their company’s internal
processes were not able to adequately
assess the risk of a particular instrument,
the company still invested in that
instrument (see Chart 12). As the chief
executive of a pan-European institutional
investment firm says: “You have got to
build a risk management culture.”

This process has, in many cases,
already started. A sizable number (38
percent) of respondents to this survey say
that their firms have formalized operational
risk frameworks in the past two years
as a result of managing more complex
strategies, with another 27 percent
planning to do so over the coming two
years. In practice, this entails an increased
focus on areas such as key performance
indicators, risk mitigation programs and
risk coommunication programs.

In Western Europe, more fund
management firms (42 percent) have
already made changes in this respect
than the proportion of North American
firms (36 percent). In the next two years,
a further fifth of respondents in North
America and Europe are expected to
improve their risk frameworks, and
a full third of Asian respondents will
do so, which suggests a concerted
attempt by Asian firms to match their
Western competitors.

Valuation methods have come under
intense scrutiny during the credit crisis
and a third of firms (34 percent) say they
have reviewed this activity, while a further
third (33 percent) will do so in the next
two years (see Chart 13). An even higher
proportion, 38 percent, say they have
reviewed governance arrangements —
particularly relevant in the cases of funds
that used risky instruments to enhance
returns on supposedly low volatile funds —
and 25 percent say they will do so in the
next two years.

In addition, spending on risk and
compliance looks set to rise significantly
in the next two years, particularly in Asia
Pacific where 93 percent of respondents
plan to increase spending, compared with
87 percent in Western Europe and 88
percent in North America. Human capital
forms a significant portion of expenditure
on risk and compliance. Industry experts
suggest that fund management firms
have increased the size of their risk
and compliance staff by 50 percent
over the past three years. This is a result
of pressure on firms to improve their
management of complex instruments,
according to the principal at an industry
forum. “In the past, derivatives just sat
in a block at the bottom of the portfolio.
Now pension funds want to know why
they are being used,” she says.

At the same time, implementing
risk controls is not necessarily evidence
of the ability to manage risk. The chief
risk officer of an Australian bank,
which manages over US$100billion
of infrastructure assets, says: “You can
give investors all the numbers in your
stress-tests. But as an investor, you will
still ask: "What type of person did the
stress-test, under what conditions, and
with what supervision?’ The variables
are endless.” In other words, a certain
amount of thought and consideration,
as well as hard cash, is required to create
a risk-aware organization.

Chart 12 Answers from all
respondents to the question:

Do you believe your company

has invested in a financial product/
instrument in the past 12 months
for which your internal processes
were not able to adequately assess
the risk?

M Yes, I'm certain 10%
Yes, | suspect so 31%
H No 45%
M Don't know 14%
Total 100%

Source: Economist intelfigence Unit survey, March - Aprii 2008
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Time for a rethink on risk, continued

Banks and fund managers may not Will new rules necessarily help to Chart 14 Answers from all
be afforded the time and space to rethink  protect investors, though? Regulation respondents to the question: To what
their processes. Politicians and regulators may help focus minds, but it can also be extent do you agree or disagree with
across the world have watched in shock a blunt instrument. The chairman of a the following statement?
over the past year as some of their UK-based financial advisory firm argues There will be greater requlation
biggest institutions have run into trouble. that the Basel regime for capital adequacy, for complex ilgstrumentg in two
They may not want to wait for each for instance, does “nothing to constrain years time
individual institution to reach sensible credit booms. Its effect, if any, on the
conclusions about what best practice crisis will be to deepen it further”.
risk management entails before acting. A period of reflection and self-
The vast majority (82 percent) of survey regulation is likely to benefit the banking
respondents believe there will be more and fund management industries and
regulation for complex instruments intwo  their customers far more than a slew
years' time (see Chart 14). The deputy of regulation delivered by policymakers
chairman of a Swiss-owned investment with a partial understanding of the issues.
house says: “Sarbanes-Oxley was the Banks and fund managers may have
upshot of the problems we saw in 2001. limited time to do so, though: only rapid
| think there will be a major increase in remedial action by both groups working
regulation this time too, probably focused together on their shared problems is likely
on the investment banks.” to help solve their problems without

outside intervention.

Chart 13 Answers from all respondents to the question: What changes

has your firm made to its operational risk framework over the past W Strongly agree 21%

two years as a result of adopting complex/alternative products and Neither agree 11%

strategies? And what changes do you expect your firm to make in the nor disagree

next two years? B Agree 61%
Disagree 5%

For‘\rwa\\sgtwgrw of oprerational risk frameworks 38% 27% 14% 21% B Don't know 0%

Communicaton prograrme I e

communication programs) Total 100%

. B . 38% 25% 19%  18%

eview an ormalisation o
governance arr amgements _ - Source: Economist intelligence Unit survey, March - April 2008

35% 27% 23% 16%
Expansion of operational risk
and compliance team

38% 32% 14% 15%

Updated risk management systems
38% 27% 17% 17%

Review and enhancement of control systems

34% 33% 17% 17%
Review and evaluation of
valuation methodologies

37% 31% 16% 16%

Creating a more risk aware culture
(e.g. increased training)

. Have made this change No plans to make this change

[l We will make this change within the next two years [JJ] Don’t know/Not applicable

26 Source: Economist intelligence Unit survey, March - Aprii 2008
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| Time for a rethink on risk

“As an investor, you will still ask: ‘VWhat
type of person did the stress-test, under
what conditions, and with what supervision?”
The variables are endless.”

Chief Officer at an Australian bank

KPMG comment

With the required implementation of fair value accounting (FAS 157) coupled with
the seize up of the credit markets, participants have been challenged to determine
the fair value of complex securities. We have seen many KPMG member firm clients
enhance their valuation techniques and processes to arrive at a value. In the absence
of a trading market, no one valuation technique has all of the information. Managers
are best served by using a variety of valuation techniques, differing viewpoints and
information from both within and outside the organization to triangulate to a value.
That said, enhancements to valuations still need to evolve, as many market
participants are not content with what they consider to be an overly burdensome rule
based FAS 157. Many feel that market valuation reference points like ABX are forcing
them to make accounting entries that are not consistent with the true economics of
the securities they are valuing. Dislocated markets are not always producing consistent
data points and market participants are having a difficult time discerning between true
market prices and ‘distressed’ prices.

The depth and breadth of risk management activities within the investment management
industry vary considerably, and typically fall behind those which we observe in banking.
Best practice risk management for the fund industry is reliant upon empowering
the independent risk function to provide a challenge on the suitability of investments,
ensuring that the fund stays within investment mandates, and that these investment
mandates are sufficiently granular and focused to ensure that the fund’s investment
strategy is in line with the fund’s risk appetite as defined by the investment prospectus.
In order for this to work, funds need to retain and recruit qualified risk professionals
and conduct more rigorous risk assessments of new investment opportunities.
The risk management around liquidity matching between investor redemption terms
and underlying assets needs significantly greater focus.

27

© 2008 KPMG International. KPMG International is a Swiss cooperative. Member firms of the KPMG network of independent firms are offiliated with KPMG International. KPMG International provides no client services. No
member firm has any authority to obligate or bind KPMG International or any other member firm vis-a-vis third party, nor does KPMG International have any such authority to obligate or bind any member firm. All rights reserved.



The way forward: where can investment managers add value? |

The way forward:

where can investment
managers add value?
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| The way forward: where can investment managers add value?

This report has sought to examine
some of the challenges fund
management firms currently face
and some of the strategies they have
adopted, or plan to adopt. It remains
to take a glimpse into the future and
focus on how they can translate the
lessons of today’s turmoil into better
returns and higher assets.

Certainly, an increase in assets
and returns is not guaranteed if fund
managers fail to add value. Only
slightly more than half (55 percent)
of respondents believe the fund
management industry will manage
more assets in two years than it does
today (see Chart 15). That rises to 60
percent among mainstream fund
managers themselves.

One of the key courses of action is
to seek to avoid the herd mentality —
which can inevitably increase risk — and
instead develop a unique selling point,
whether that is on the investment or
risk side of the business. As the Asia-
based wealth management head says:
“Everyone is looking for something
new. In the end everything becomes
commoditized, so it is important to look
for the new, the thing that differentiates
you in the market.”

The worry is that investors may
reject further innovation, particularly
if it involves complex strategies and
instruments. A significant 70 percent
of investors say the credit crisis has
reduced their appetite for complex
products by a major or moderate extent
(see Charts 16 and 17). The fund
management industry will need to
balance these competing demands: the
need for innovation and differentiation on
the one hand and the demand for greater
simplicity from their clients on the other
hand. To prove the doubters wrong, they
will need to develop products and
services that perform well over the cycle
and in changing economic environments.

Other types of funds also have
the potential to perform through cycles.
Infrastructure funds have, to date,
demonstrated such characteristics. They
have certainly convinced some investors
of their all-weather credentials: in May,
despite the continuing credit problems,

59

of respondents believe the fund
management industry will manage
more assets in two years than it
does today

Chart 15 Answers from all
respondents to the question: To what
extent do you agree or disagree with
the following statement:

The fund management industry will
manage fewer assets in two years
than it does today

M Strongly agree 5%
H Agree 14%
Neither agree or disagree 24%
Disagree 40%
B Strongly disagree 15%
B Don't know 2%
Total 100%

Source: Economist Intelligence Unit survey, March - April 2008
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The way forward: where can investment

managers add value? continued

Morgan Stanley raised US$4billion for
a new infrastructure fund, substantially
exceeding its target of US$2.5billion.
And Global Infrastructure Partners, a
private equity firm backed by Credit
Suisse and General Electric, announced
it had raised US$5.6billion.

In the retail and pension sectors,
there are signs that investors could
be attracted by products that manage
assets dynamically over long periods.
These products aim to reduce
complexity for individuals who do not
have the time and expertise to choose
and manage their own investments.
A wealth management head says:
“A lot of modern products are around a
fixed time-period now. We are coming
full circle back to the days when asset

management was an offshoot of the life

insurance business. Products that have

a life-duration aspect — combined with
some sort of capital guarantee — could
be the way forward.”

There could even be demand for a
successor to the endowment, which is a
long-term product that was designed to
smooth out volatility and provide stable
risk-adjusted returns. It has declined
in popularity since its heyday in the
1980s due to underperformance linked
to high charges and falling interest rates.
The global head of product development
at one of the world’s largest commercial
and investment banks, says: “It was
a great product but was killed by its
faults. If we could create a long-term
product like the endowment, which
did not have the inherent problems,
it could be real winner.”

Some fund managers, including
Fidelity, have all-in-one lifestyle funds,

Chart 16 Answers from all respondents in various categories to the
question: In your view, to what extent has the credit crisis reduced
investors’ appetite for complex instruments and strategies?

Investment manager/
fund manager

13% 30%
Hedge fund -
5% 26%
Institutional investors
3% 16%
Private equity _
7% 40%

Real estate fund

2% 13% 31%

30%

54%
57%
33% 37%
46% 5%
53% .

Il Not at all

To a major extent

Il To a minor extent

[l pon‘t know

To a moderate extent

30

Source: Economist Intelligence Unit survey, March - April 2008

0%

of fund managers surveyed

believe they have sufficient in-house
skills to run strategies outside their
core activities
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Chart 17 Answers from all
respondents to the question: In your
view, how long will it take for the
market's appetite for complex
instruments to return?

M Up to 6 months 4%

Between 6 months 20%
and 1 year
B Between 1 and 3 years 55%
Between 3 and 5 years 15%
W Over 5 years 2%
M Don't know 4%
Total 100%

Source: Economist intelligence Unit survey, March - April 2008

which hold a mix of shares and bonds.
The weighting between the asset
classes changes depending on the
investor’'s age and risk profile. Asset
allocation is likely to be a key
differentiator for fund managers
across the spectrum, not just those
managing lifestyle funds. Given the
divergence in performance between
asset classes and the consequent
importance of top-down asset
allocation, demand for asset allocation
advice is likely to increase. The need
for diversification and the importance
of manager selection could boost the
demand for multi-manager products
both in long-only and in hedge funds.
Unique selling points, however,
can take many forms. The best ‘edge’
might, in the final analysis, accrue to
those fund managers that offer a
narrower range of products and
services and demonstrate they have
the risk and governance infrastructure
to manage them prudently. They may
resolutely avoid the temptation to
dazzle clients with constant innovation.
After all, as investors will attest, the
worst thing fund managers can do is to
attempt to manage assets without the
requisite capabilities. The subsequent
disappointment among investors could

be devastating to the business. And the

risks of this are real: only half of the
fund managers surveyed believed they
had sufficient in-house skills to run
strategies outside their core activities.

The message is clear: fund
management firms should stick to core
competencies and innovate only where
the infrastructure exists. Adhering to
these principles means they will need
to continue to hire and attract the human
capital that can streamline risk and
governance processes. This may entail
paying more for people with marketable
risk and governance skills and scaling
back expenditure on a small number of
‘star’ managers.

As the global head of product
development at one of the world’s largest
commercial and investment banks says:
“People talk a lot about the ‘war for
talent’, but I'm not sure war for talent is
the best description of what investment
firms are looking for. | think it is a war for
knowledge and competence more than
anything. With these attributes on your
payroll, you'll do better than most.”
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The way forward: where can investment
managers add value? continued

KPMG comment

The future of product design and management requires more focus on customer

needs and service throughout the product life cycle. The importance of treating

customers fairly from the product competitive advantage and regulatory

perspectives results in the need for:

m senior management to ensure that the product strategy is well documented
and not static — it should be subject to ongoing review and reflect feedback
from distributors and consumers;

m a robust product development process which should identify the target market
and will often be based on market intelligence and market demand. This is
particularly important where fund managers do not actually deal directly with
end consumers due to intermediated distribution methods. Firms should keep
close links with their distributors to ensure their products reach the target
market and;

m stress testing to validate the suitability of product characteristics including
investment performance as well as liquidity management.
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Challenges ahead:
the keys to success

KPMG comment

Key ideas from findings

e Fund managers report falling returns
and falling subscriptions — especially
amongst mainstream fund managers

® |[nvestment managers are worried that
the market has lost trust in them

e Fund managers have started to address
challenges by getting the right skill set
and the right risk measures

¢ Rating agencies have been challenged
to keep ratings up with the changes
in the market

e Many fund management firms are
already implementing changes around
their risk and compliance framework,
their valuation methods and their
governance arrangements

e Many fund management firms think
their returns and assets could fall in the
next two years and they see demand
for complex instruments falling

Conclusion

Although not as hard hit as the
investment banking sector,

the fund management sector has
also been affected by the credit crisis

The damage is not only short-term
but also long-term and will require
focus on building back trust

Industry recognizes that products
became too complex for them to
understand due to the lack of internal
know-how (from sales to valuation
and risk management)

Fund managers trusted rating
agencies and ended up with
more risk than they thought they
were taking

Firms are significantly
enhancing investment risk
processes and governance

Concern about falling demand for
complex instruments and falling returns
and growth means firms are likely to
concentrate on reviewing the client
proposition in the short-term

Possible actions

Business model review
Strategy review

Enhancing client communications
to restore trust

Customer centric product
development

Recruit from investment banks to
gain know-how

Review risk and valuation models

More focus on own analysis

Regulation may emerge to drive
change. In some cases self-
regulation will be the starting
point

Upgrade of people, processes,
governance and incentive plans
re-engineered

Fund managers will need to
re-design their client propositions
focusing on what clients want
and can understand while at

the same time developing unique
selling points in order to stand
out from competition
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Contacts

For more information on issues raised in this report, please contact:

Americas

Brazil
Traditional Investment Funds

Alberto Spilborghs Neto
+55 11 2183-3140
aspilborghs@kpmg.com.br

Infrastructure Funds
Jose Carlos Simoes
+55 11 3245 8383
jcsimoes@kpmg.com.br

Hedge Funds

Marco Andre Almeida
+55 21 3515-9404
maalmeida@kpmg.com.br

Real Estate Funds
Marcio Lutterbach
+b5 11 3245 8315
mlutterbach@kpmg.com

Canada

Traditional Investment Funds
James Loewen

+1 416 777 8427
jloewen@kpmg.ca

Hedge Funds
Peter Hayes

+1 416 777 3939
phayes@kpmg.ca
Real Estate Funds
Colin Loudon

+1 416 777 3822
cloudon@kpmg.ca

Costa Rica

Traditional Investment Funds /
Real Estate Funds /
Infrastructure Funds

Erick Brenes

(506) 2201 4147
erickbrenes@kpmg.com

Alonso Arroyo
(506) 2201 4116
aarroyo@kpmg.com

Eric Alfaro
(506) 2201 4273
ericalfaro@kpmg.com
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Mexico

Traditional Investment Funds
Jorge Pena

+52 55 52468300
Pena.jorge@kpmg.com.mex
Victor Pérez

+52 55 52468300
victorperez@kpmg.com.mx
Real Estate Funds
Guillermo Ochoa

+52 555246 8300
gochoa@kpmg.com.mx

us

Traditional Investment Funds
Wm David Seymour

+1212 872 5988
dseymour@kpmg.com

Traditional Investment Funds/
Hedge Funds

James Suglia

+1 617 988 5607
jsuglia@kpmg.com
Hedge Funds

Mikael A. Johnson

+1 212 954 3789
majohnson@kpmg.com
Real Estate Funds
Raymond Milnes Jr.

+1 312 665 5023
rgmilnes@kpmg.com

Asia Pacific

Australia

Traditional Investment Funds
Jacinta Munro

+61 (3) 9288 5877
jacintamunro@kpmg.com.au

Hedge Funds

Paul Reid

+61 (2) 9335 7829
pmreid@kpmg.com.au

Real Estate Funds
Steven Gatt

+61 29335 7303
sgatt@kpmg.com.au

China & Hong Kong

Real Estate Funds

Andrew Weir

+852 2826 7243
andrew.weir@kpmg.com.hk

Traditional Investment /
Hedge Funds

Bonn Liu

+852 2826 7241
bonn.liu@kpmg.com.hk

Japan

Traditional Investment Funds
Seiji Kamiya

+81 (3) 3266 7025
seiji.kamiya@jp.kpmg.com
Real Estate Funds /
Infrastructure Funds

David B Lewis

+81 (3) 6229 8210
david.b.lewis@kpmg.com

Korea

Traditional Investment Funds /
Real Estate Funds

Sean Park

+82 (2) 2112 0488
sparkd@kr.kpmg.com

Infrastructure Funds
Chang-Soo Lee

+82(2) 2112 0600
changsoolee@kr.kpmg.com

Real Estate Funds

Jeong Koo Kang

+82 22112 0755
jeongkookang@kr.kpmg.com

Malaysia

Traditional Investment Funds
Foong Mun Kong

+ 60 (3) 2095 3388
munkongfoong@kpmg.com.my

Real Estate Funds

Peter Ho

+60 377213388
peterho@kpmg.com.my

New Zealand

Traditional Investment Funds
Bill Wilkinson

+64 (9) 367 5997
bwilkinson@kpmg.com.nz

Real Estate Funds
Paul Herrod

+64 9 367 5323
pherrod@kpmg.co.nz

Philippines

Traditional Investment Funds
Edwin Latoza

+63 (2) 885 7000
elatoza@kpmg.com

Singapore

Traditional Investment Funds /
Hedge Funds

Kok Keong Leong

+65 6213 2008
kokkeongleong@kpmg.com.sg

Real Estate Funds
Diana Koh

+65 6213 2519
dianakoh@kpmg.com.sg

Traditional Investment Funds /
Real Estate Funds

Chee Meng Yap

+65 6213 2888
cheemengyap@kpmg.com.sg

Taiwan

Traditional Investment Funds
Winnie Fang

+886 (2) 2715 9999
wfang@kpmg.com.tw

Thailand

Real Estate Funds
Limnararat Watana
+66 26772777
watana@kpmg.co.th

Vietnam

Real Estate Funds

Van Hien Ninh

+84 8 8219266 — Ext 8202
ninhvanhien@kpmg.com.vn

Europe, Middle East
and Africa (EMA)

Austria

Traditional Investment Funds
Ferdinand Kleemann

+43 1 3133 2416
ferdinandkleemann@kpmg.at

Real Estate Funds
Johann Perthold
+43 13133 2258
jperthold@kpmg.at
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Belgium

Traditional Investment Funds
Stéphane Darimont

+32 (0)270 84701
sdarimont@kpmg.com

Central & Eastern Europe

Real Estate Funds
Eva Doyle

+420 222 123 564
edoyle2@kpmg.cz

Cyprus

Hedge Funds

Angelos Gregoriades

+357 22209000
gregoriades@kpmg.com.cy

Denmark

Real Estate Funds
Ria Falk

+45 3818 3179
rfalk@kpmg.dk

Real Estate Funds
Allan Pedersen

+45 3818 3533
apedersen@kpmg.dk

Finland

Traditional Investment Funds
Ritta Pyykko

+358 20760 3688
ritta.pyykko@kpmag.fi

Real Estate Funds

Hakan Malmlund

+358 20760 3397
hakan.malmlund@kpmg fi

France

Traditional Investment Funds
Gérard Gaultry

+33 155687030
ggaultry@kpmg.com

Hedge Funds

Denis Le Chevalier

+33 155687017
dlechavalier@kpmg.com

Real Estate Funds
Malcolm McLarty
+33 1 5568 7055
malcolmmclarty@kpmg.com

Infrastructure Funds
Pascal Lagand

+33 15568 7003
plagand@kpmg.com

Germany

Traditional Investment Funds
Gerold Hornschu

+49 69 9587 2504
ghornschu@kpmg.com

Traditional Investment Funds
Hans-Juergen A. Feyerabend
+49 69 9587 2348

hfeyerabend@kpmg.com

Hedge Funds Audit
Frank Aussendahl

+49 69 9587 2350
faussendahl@kpmg.com

Real Estate Funds

Karl Heinz Leminitzer
+49 69 9587 2670
kleminitzer@kpmg.com

India

Traditional Investment funds
Manoj Vijai

+91 (22) 3983 5121
mkumar@kpmg.com

Hedge Funds

Ravi Trivedy

+91 (22) 3983 6202
rtrivedy@kpmg.com
Real Estate Funds
Jai Mavani

+91 (22) 3983 5724
jmavani@kpmg.com

Ireland

Traditional Investment Funds
Darina Barrett

+353 (1) 410 1376
darinabarret@kpmg.ie

Traditional Investment Funds
Paul McGowan

+353 (1) 410 1225
paul.mcgowan@kpmg.ie

Hedge Funds

Brian Clavin

+353 (1) 410 1252
brianclavin@kpmg.ie
Real Estate Funds
Olivia Lynch

+353 14101735
olivia.lynch@kpmg.ie

Israel

Real Estate Funds
Daniel Bernshtein
+972 3684 8130
dbernshtein@kpmg.com

Italy

Traditional Investment Funds
Paolo Valsecchi

+39 02 67631
pvalsecchi@kpmg.it

Hedge Funds
Roberto Fabbri
+39 02 67631
rfabbri@kpmag.it

Infrastructure Funds
Giovanni Barbara
+39 02 676441
gbarbara@kpmg.com

Real Estate Funds
Maurizio Nitrati
+39 06 8097 11
mnitrati@kpmag.it

Luxembourg

Traditional Investment Funds
John Li

+352 22 51 51-6200
john.li@kpmg.lu

Traditional Investment Funds
Vincent Heymans

+352 22 51 51-7917
vincent.heymans@kpmg.lu

Hedge Funds

Victor Chan Yin

+352 22 51 51-6514
victor.chanyin@kpmag.lu
Real Estate Funds
Alison Macleod

+352 22 51 51 6873
alison.macleod@kpmg.lu

Middle East

Real Estate Funds
Mike Smith

+971(6) 572 2772
msmith20@kpmg.com

Traditional Investment Funds
Andrew Jackson

+966 (3) 887 7241
atpjackson@kpmg.com

Sovereign Wealth Funds
Matthew Harris

+44 (0) 207 694 3428
matthew.harris@kpmg.co.uk

Netherlands

Traditional Investment Funds
Martijn Huiskers

+31 20 656 7468
huiskers.martijn@kpmg.nl

Infrastructure Funds
Valentijn van Noorle Jansen
+31 20656 12 14
vannoorlejansen@kpmg.nl

Hedge Funds

Sandra Smits

+31 20 656 8255
smits.sandra@kpmg.nl

Real Estate Funds
Hans Gronloh

+31 20656 7792
gronloh.hans@kpmg.nl

Norway

Traditional Investment Funds
Thor Leegaard

+47 2109 2048
Thor.leegaard@kpmg.no

Real Estate Funds

Ole Christian Fongaard
+47 4063 9086
ole.fongaard@kpmg.no

Mauritius

Hedge Funds

Jean Claude Liong
2302078877
jcliong@kpmg.com

Real Estate Funds

Wilfrid Koon Kam King
+230 207 8800
wkoonkamking@kpmg.mu

Poland

Traditional Investment Funds
David Pozzecco

+4822 528 1076
dpozzecco@kpmg.pl

Real Estate Funds

Steven Baxted

+48 22 528 1046
sbaxted@kpmg.pl
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Portugal

Real Estate Funds
Paulo Santos

+351 210 110 000
Psantos@kpmg.com

Real Estate Funds
Joao Augusto

+351 210 110 000
jaugusto@kpmg.com

Switzerland

Traditional Investment Funds
Markus Schunk

+41 44 249 3336
markusschunk@kpmg.ch

Real Estate Funds
Stefan Pfister

+41 44 249 2667
stefanpfister@kpmg.com

Russia

Real Estate Funds
Boris Masterenko

+7 (495) 937442
bmasterenko@kpmg.ru

Real Estate Funds
Simon Foster

+7 (495) 9376056
sfosteri@kpmg.ru

Turkey

Hedge Funds

Ozkan Genc

+90 (212) 317 74 00
ogenc@kpmg.com.tr
Real Estate Funds
Yuksel Ozay

+90 (212) 317 74
yozay@kpmg.com

South Africa

Traditional Investment Funds
Gary Pickering

+27 (21) 408-7310
gary.pickering@kpmg.co.za
Real Estate Funds

Leigh Wormald

+27 11 647 8309
leigh.wormald@kpmg.co.za

UAE

Real Estate Funds
Robert Hall

+971 (4) 4030330
rhalll@kpmg.com

Sovereign Wealth Funds
Ashish Dave

+971 (4) 403 0308
ashishdave@kpmg.com

Spain

Traditional Investment Funds
Pedro Gonzalez Millan

(34) 914563400
pjgonzales@kpmg.com.es

Hedge Funds

Francisco J Munoz Neira
(34) 914563400
fimunozneira@kpmg.es
Real Estate Funds

Miguel Angel Castello Sanz
(34) 9 14563400
mcastello@kpmg.es

Sweden

Traditional Investment Funds
Jan Forsell

+46 (8) 7239592
jan.forsell@kpmg.se

Real Estate Funds
Ann-Cathrin Kollfeldt

+46 (8) 7239428

ann-cathrin kollfeldt@kpmg.se

36

UK

Hedge Funds

Tom Brown

+44 (0) 20 7694 2011
tom.brown@kpmg.co.uk

Traditional Investment Funds
Richard Pettifer

+44 (0) 20 7311 5749
richard.pettifer@kpmg.co.uk

Real Estate Funds
Jonathan Thompson
+44 (0) 20 7311 4183

jonathan.thompson@kpmg.co.uk

Infrastructure Funds
Antony Rocker

+44(0) 20 7311 6369
antony.rocker@kpmg.co.uk

EMA (offshore locations)

Bahamas

Hedge Funds

Diveane Bowe

+1 242 393 2007
dbowe@kpmg.com.bs

Real Estate Funds
Jamal Fakhro
+973 1722 4807
jfakhro@kpmg.com

Barbados

Traditional Investment Funds
Carol Nicholls

+1 246 427 5230
cnicholls@kpmg.bb

Bermuda

Traditional Investment Funds
Neil Patterson

+1(441) 295 5063
neilpatterson@kpmg.bm

Hedge Funds

Theo Evangelakos

+1(441) 295 5063 ext 417
theoevangelakos@kpmg.bm

Channel Islands

Hedge Funds

Neale Jehan

+44 (0) 1481 721 000
njehan@kpmg.guernsey.gg
Real Estate Funds

Heather MacCallum

+44 1534 608403
hmaccallum@kpmg.jersey.je

Grand Cayman

Traditional Investment Funds
Andrew Stepaniuk

+1 345914 4315
astepaniuk@kpmg.com
Hedge Funds

Anthony Cowell

+1 345914 4338
acowell@kpmg.ky

Isle of Man

Hedge Funds

Dave McGarry

+44 1624 681044
dmcgarry@kpmg.co.im
Real Estate Funds

Neil Duggan

+44 1624 681055 Ext 2457
nduggan@kpmg.co.im

Jamaica

Traditional Investment Funds
Nigel Chambers

+1(876) 922 6640
nrchambers@kpmg.com.jm

Malta

Traditional Investment Funds
Noel Mizzi

+356 2563 1014
noelmizzi@kpmg.com.mt

Hedge Funds

Tonio Zarb

+356 2563 1011
toniazarb@kpmg.mt

Netherland Antilles

Hedge Funds

Sanjay Agarwal

+599 9 7325176
agarwal.sanjay@kpmg.an

Trinidad and Tobago

Traditional Investment Funds
Robert Alleyne

+1(868) 623 1081
ralleyne@kpmg.co.tt

Turks and Caicos Island

Traditional Investment Funds
Gary Brough

+1(649) 946 4613
gbrough@kpmg.tc
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