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I will highlight a few themes that are affecting how we develop products for private clients in UBS Global
Wealth Management. Our Investment Solutions unit focuses on developing discretionary portfolio
solutions and alternative investment solutions for private clients.

There are five main themes that guide us in everything we do. When I now run through them, you will
find that they are similar - on a high level - to what you just heard on the institutional side. However,
the angles from which they are viewed are very different.

Major Industry Trends

o + Trend towards greater pricing disclosure (e.g. MIFID, Swiss Fed Supreme Court)
Pricing Transparency

-

WM competitors with transparent models emerging (e.g. Quirin, Towry Law)

-

Regulatory Possible amendments to the UCITS framework; real estate funds and private
Complexity placement rules in EU.

Changes in taxation regime and jurisdiction competition (e.g. SNG vs. CH vs. HK
etc.)

-

-

Increased global/regional regulatory harmonization and legal cooperation

Increasing transparenc
Performance 9 & U

Concentration of asset flows in top rated mutual funds

. + Launches of retirement-oriented products to meet needs of baby boomers
Generation Transfers

-

Wealth transfer across generations with significant assets being lost by
incumbent wealth managers upon death of asset holder

-

Polarisation between core and satellite is expected to continue

. o

Core-Satellite

+ "Alternative beta" indexing potentially emerging as 'cheap' alpha substitute

Sources: Northern Trust Survey of UHNWs; Strategic Insights ; Defection Analysis; Boston Consulting Group; SABD Industry & Competitor Analysis

& UBS .

Pricing transparency is one of the major trends in the private client business. MIiFID has a profound
impact on many institutions in Europe. The demand coming from regulators and from the private clients
themselves to understand what they ultimately pay for their investment solutions is becoming more and
more important. The regulators also want to make sure that we as wealth managers do not become
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entangled in conflicts of interest with our investment decisions. They want to make sure that we are
driven by client interest, not by our own economic considerations. That is a major driver and it affects the
way we develop products and solutions.

The complexity of the regulatory environment is also increasing. It is, in my view, an illusion to think that
regulation per se - especially given the divergence of regulation between markets — makes it easier for
the market players to operate. The opposite is true. The density and complexity of regulation makes our
life increasingly complicated. The same is true for the area of taxation.

It is not a coincidence that performance is shown at the core position of my list. Obviously, clients are
interested in their performance at the end of the day. In the case of an institutional client, the meaning
of "performance" is very clear. But for a private client, performance has many different aspects. It can
mean satisfaction with the bank, it can mean doing better than a reference benchmark, or it can mean
the ability to sleep well, trusting that his money is in good hands. In the private wealth management
segment, no two clients probably have the same definition for what satisfactory performance means,
apart from the fact that all private clients hate losing money.

There is a certain symmetry in the way the institutional and the private client worlds operate. In the
private client world however, the current turbulent market environment is a reminder that most clients
tend not to understand the potential risks that may be embedded in the investment solutions offered to
them. They only come to understand them after problems have occurred. Paradoxically, low risk solutions
have turned out to be high risk solutions. Every client who had a cash-enhanced product that was
somehow exposed to the sub-prime market, found himself in an increasingly risky situation. On the other
hand, equity products which are supposedly the high risk products generally did not have a problem at all
during the same period.

Generation transfers is an ongoing topic. It is rather difficult to say how it affects product development at
this stage. But we experience that private clients do not yet sufficiently understand the concepts of
dynamic asset allocation or life cycle solutions.

Core-satellite solutions: This is a mega trend, taken over from the institutional investment world. It is
slowly arriving in the private wealth management scene, at this time mainly in the Ultra High Net Worth
Individual segment. The slow arrival has to do with economics, but also with the private clients in
general. They do not fully understand the concept yet and what it may mean to them.

We are right now at a kind of breaking point with regard to portfolio solutions development in some
areas. We face a massive challenge with the so-called "absolute return" labeled products that offer a
"LIBOR plus" or similar performance target. In almost any market environment, it is pretty obvious that
there is no free lunch. There is no product that provides a profit without any risk at all. Many private
clients did not realize that. The current market environment has once again reminded us that most
clients want products which offer an overall attractive risk/return reward, coupled with a certain level of
stability. Such products are not only attractive for the client; they are also good for the client's
relationship with his bank. We are now moving towards new solutions taking this key aspect into
consideration.

The core-satellite approach is slowly gaining ground with sophisticated Ultra High Net Worth individuals,
family offices, and also with clients who are extremely price-averse. In the private wealth management
area, the only way that you can get close to the pricing levels those clients demand, is by replacing some
of the traditional wealth management instruments. The prime target that will be hit is the typical retail
investment fund. Retail funds ended up in client portfolio solutions for good reasons. They provided
diversification and exposure. Now they are becoming increasingly untenable because of their fee load.

The second element is the active versus passive management debate, meaning whether core asset
managers actually add any value or not. My view is that there are managers that do provide value, but
they are rare, and you need to look carefully for them. Private clients are however not much interested in
discussing fully passive management solutions.

The main challenges in our market environment are again summarized in the slide below.
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Challenging Market Environment

+ Subprime crises causes reduced trust and confidence in private banks (e.g.
low risk / cash like products turn out to be high risk / loosing money)

+ Crises fosters a flight to quality and transparency. Accelerating the speed of
changes requested by the regulator (e.g. MiFID). Clients have more concerns
and more questions.

¢ Increased pressure on product design / pricing: Need to develop simpler to

explain product with a clear value proposition for the client

& UBS .

UBS Investment Solutions Response

Key to success: manage between "Money is emotional" - client
side ...

+ Divergence of active / passive = clear either / or strategies are key
- Low fee Beta
- Highly priced Alpha

Performance Highifee!:

complex
Alpha
solutions

Lowfee/ -7
Beta
products

Price

+ Need for stronger support of sales people in light of value shift from processes and
products to distribution

+ Education of sales people and clients
... "Investment is rational” - investment management side.

& UBS s

An institutional investor is looking for a rational solution that either outperforms a defined benchmark, or
meets a set return target. A private client's approach towards his portfolio is mainly emotional. That is
why we have stopped talking about very product-labeled solutions and using technical terms. We have
started talking about emotional themes that meet private clients' needs.
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Client Perspective

Money is emotional ...

Value Stability Participation Opportunity
Stable returns + Participate in long Maximize return
irrespective of market term growth potential potential through
developments of financial markets access to global

opportunities

Team + Dedicated investment specialists around the globe
+ Continuous monitoring of financial markets
+ Disciplined investment process

Innovation + State-of-the art portfolio solutions

+ Sustainability through commitment to continuous innovation
+ Access to exclusive investment vehicles

-

Investment J NSNS Relative Return Total Return
Concept

... investment is rational.

& UBS .

We talk about Stability (meaning absolute return-type solutions), Participation (meaning participation in
the financial market development) and Opportunity (meaning an opportunistic approach in finding
investment opportunities globally). That is something a private client is receptive to. If you talk about
60% global equity, 40% Euro zone equity, 70% Eurobonds and 30% global bonds and this being the
portfolio benchmark, most clients do not know what you are talking about and they understand even less
the underlying drivers of their portfolio construction.

We started to describe, from a client's perception, what a certain portfolio solution is meant to do. We
now offer those three main pillars, and the opportunity to bundle them. A client can choose to have 80%
of his portfolio in Stability and 20% in Opportunity. This is something a private client can relate to and
feel comfortable with.

The institutional benchmark orientation was copied over to the private wealth management world
because it is an easy way to structure a portfolio. But it is not what the private client expects. The client
does not want to hear about adjusting equity portions from 50% to 45% or 55%. That adds nothing to
his client experience. He simply wants to hear from his adviser that steps are being taken. We know that
an asset manager's decision is wrong about 50% of the time. If he is right 55% of the time, the client will
appreciate that. But there is a huge risk to the asset manager in a benchmark-based set-up. So we
wanted to get away from that benchmark discussion and from downside-managed solutions.

UBS Opportunity Portfolio

A unique portfolio concept -

Global Financial Risk UBS Opportunity
opportunities engineering management Portfolio
= % |
| ) L3 <
,\\'\ 1*?> a&\ .}\ 1 ‘Q
7 | .

Rk volatility) Risk (volatility)

Return
Return

+ Your actively + + Innovative financial + + Rigorous = | ¢ Seeking out global
managed portfolio engineering is management of risk investment
is based on an applied to scale up will keep your opportunities and
unconstrained risk/return portfolio in line using sophisticated
global investment characteristics of with the defined financial
universe your portfolio and risk profile at all engineering, it aims
incorporating allow for the times. to maximize return
short term views addition of and to outperform
and special multiple sources the global equity
investment of independent market for a
themes. return. similar level of

risk over a 3-5 year
investment horizon.

For llustrative purposes only.

... an innovative way to maximize return for a high risk profile.

$ Ll B.S Please always read in conjunction with the glossary and the risk information at the end of this document. 5

©International Securities Services Association 14™ ISSA Symposium, 3-6 June 2008



14" ISSA Symposium 2008 - Products and Product Development 5/ 22

We have developed solutions that are, in a way, more opportunistic. We take advantage of the fact that
UBS is a global company, with global representation and global teams. We can access that universe and
all its expertise. Financial engineering is becoming more and more sophisticated. We can make more use
of those instruments. We can also get a better grip on risk management. That all combines into a total
portfolio that is not benchmark oriented, not downside oriented, that is more "all weather-proof" and is
appealing to discuss with private clients.

UBS Client Experience: Added value in every step

Strengthen clients awareness ...

AssetStatement  After-sales Reports Closing Letters
- CRP Questionnaire  PRP Questionnaire

Performance IS Tube
Overview

Market Data/Charts
eeeee

Eil=Ey |

1S Toolset / FET Agreement Brochure Insert Fee all-in
(link to application)  (offline Version)

e rupess
|

Opening Presentation Description Investment
Letters Basic and Focus heet Proposal

B =

Investment Process  Modelportfolio

=4

.. that every step in UBS Client Experience adds tangible value.

A UBS .

It is vastly underestimated on the private client side what good (or bad) communication means. The easy
part is portfolio construction. The hard part is communicating to private clients what they are getting. In
this respect, the entire wealth management industry is still in its infancy. The challenge to reach out to
clients on a large scale and adequately explain to them what they are getting is huge. Our own
Investment Solutions unit serves around 200,000 clients spread across many countries. Many of them we
never see or speak to in person. And the default reaction for every client, if he is not satisfied and feels
that nobody talks to him, is to drop his product and change the bank.

Communication as happens on the institutional side with quarterly reviews, detailed reporting,
performance attribution etc. is about to come into the private wealth management industry as well. But
we are not quite there yet.
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The extent of change that is currently going on in the industry is staggering, both from a product
innovation perspective as well as from a regulatory perspective.

I would like to share with you today what we see is happening within investment products from a retail
distributor's perspective, and then describe our current product development process.

The Citi Consumer Bank sells investment products through its branches in 42 markets around the world -
from emerging to developed. We target a mass affluent client base, but the definition of "mass affluent"
changes depending on the market. Key products include primarily mutual funds, but also brokerage,
structured products, which is a fast growing category and a big component in select markets, pensions
and annuities, and some alternative investments, which right now for us is a very small but growing
asset class.

Investment Product Evolution — Citi’s Retail Persgective

* Mutual Funds Provide the Investment Base for All Businesses
* Progressive Commoditization of Early Generation Investment Products

Established

Brokerage

Hedge Fund of Funds Commodities

Developing Private Equity

& Real Estate

International Equity

Alternative Beta

Emerging Markets Global Bonds

Early Stage

Derivatives

High Yield Small Caps

Cash
Government Bonds
Local Equity Funds

Real Assets

Real Estate FX

Products

Balanced FoFs

Variable
Annuity

Retirement

Unit-linked Insurance Structured Products

Offshore Mutual Funds
Portfolio
Finance

Global
Tactical Allocation

Financial Planning

Confidential | Do Not Distribute | © 2008 Citigroup, All Rights Reserved 2

This slide shows our investment products in various markets, grouped by "Early Stage", "Developing" and
"Established". In the early stage markets we focus on cash products, bonds, and local equity funds.

In the developing markets (which, according to our criteria, include for example Korea, Spain or Poland)
we use a broader product range as those clients are prepared to venture out a little more on the
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risk/return spectrum.

In the established markets, there is a wide product universe. The alternative investments come into play
here: private equity, hedge fund of funds, derivatives, and the more service oriented products like
financial planning and retirement.

This is the model. In reality, we see a progressive commaoditization taking place: You no longer need
deep financial markets to have demand for sophisticated products. The developing markets are quickly
replicating what worked in the established markets, as soon as their regulatory environment enables
them to do so.

Trends Driving Product Innovation

* Growing Mass Affluent Segment

Emerging
Markets
* Aging Population

» Evolving Middle Class

Developed

* Regulatory Changes Markets

- Mass Affluent Investment Needs Increasingly Similar But Regional Factors
Continue to Impact Product Development.

* Successful Products Adopted by Mass Affluent Across Markets.

Confidential | Do Not Distribute | © 2008 Citigroup, All Rights Reserved 3

These are the trends we consider the drivers of product innovation. The number one trend for us is the
growing mass affluent client segment. People are wealthier than the previous generations and they want
to invest their new wealth. That is a strong driver for our product development.

The aging population is also a big theme. Here we focus on the developed markets and on products and
services related to retirement.

The evolving middle class is the key trend in the emerging markets. Clients here increasingly have more
discretionary income. That creates different personal and business financing needs. Also, those clients
are becoming more mobile. This triggered the infrastructure investment theme that we see in many
products today.

Regulatory changes: In the developed markets, they tend to put more constraints on product
distribution; in the emerging and developing markets, regulatory changes generally open the markets
and enable the distribution of new products.

Another big trend is the growing concern about the environment. We see a lot more "green" and socially
responsible type of investing than a few years ago.

No matter in what market you are, the needs of the mass affluent client group tend to be the same. Once
there is a successful product targeted at mass affluent clients in one market, we quickly see it replicated
across all markets.
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Wealth Building Remains Primary Investment Objective

» Mass affluent clients seek absolute return
« Do not actively differentiate between Alpha & Beta

Return

European Fund Market — Balanced Approach
« Low volatility and predictable returns

« Traditional asset classes
. « Long-term investment horizon @
Aggressive

Balanced

Asian Fund Market — Barbell Approach
« Current market opportunities

* New asset classes

risk | * Shorter-term investment horizon

Confidential | Do Not Distribute | © 2008 Citigroup. All Rights Reserved 4

Wealth building is the mass affluent clients' humber one objective. This group does not care for the
distinction between Alpha and Beta returns and why you should perhaps consider all factors before using
one strategy or the other. All they want is to make the most return possible on their investment.

That being said, the way the clients approach their wealth building, clearly differs by region. In Europe,
from our experience, people tend to take a very balanced and rather conservative approach. They want
low volatility. They tend to stick to the more traditional asset classes, and they invest with a long term
view.

This is very different in Asia. Investors there typically put about 60% of their portfolios into cash or cash-
type instruments. The remaining 40% are allocated to high risk products. Asian investors tend to be the
first ones to try any new asset class. They like to take new opportunities but they invest only with a
short-term horizon. The minute they achieve their envisaged profit, they sell the product and look for
something else.

P
Investment Product Development
. Current Product Challenges for the
Key Drivers
Y Opportunities Distributor
. « Alternatives » Systems, liquidity, minimums
Strategic
Needs-Based « Discretionary portfolios « Fiduciary, taxes
* Retirement/Post-Retirement | « Evaluating current demand
Internal
Real or Exaggerated
Market Ly
Opportunities + Distressed securities « Retail packaging
. Mafket or securities « Complexity
Product Providers arbitrage
Regu|atory/ *UCITS Il * Education
Economic « China/Russia/Brazil * Interpreting regulations
Changes
Product Providers
Confidential | Do Not Distribute | © 2008 Citigroup, Al Rights Reserved 5

This slide shows how we look at product development. We focus on three key drivers.

The first is strategic needs-based and this comes from us internally. It is our internal assessment of what
type of products we think will serve our clients' long term needs.
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Among the current opportunities we are exploring and developing, the alternative investments are at the
top of the list. Most of our retail clients do not have a lot of exposure to them, but they are interested in
adding them to their portfolio. The biggest challenge for us is that most hedge fund of funds and private
equity products are not packaged for the retail client segment. The minimum investment amounts are too
high and there is not enough liquidity. Most of our clients want daily liquidity. With some of the hedge
fund of funds, you are lucky if you can trade once every month. Complexity is an issue, too. Our systems
are set up for conventional mutual funds. Handling the processes for alternative instruments that do not
offer daily liquidity can be challenging from an operational perspective

Discretionary portfolios are very popular in the private banking world, but not yet in the retail
environment. We are running a few pilot programs in this area. One of the challenges we face is
developing policies and training for our sales people to take on the role of the fiduciary as this was not
one of their previous responsibilities. There are also tax issues. Taxes have generally been favorable for
mutual funds. When clients own securities directly, this needs close examination on a country by country
basis.

Under "market opportunities" we consider products that are brought to us by external product developers
and asset managers. The biggest challenge there is determining whether there is a viable long-term
market opportunity or an exaggerated view.

One category we are looking at right now is distressed securities, but we find again that those products
are mostly available only via hedge funds and private equity vehicles, with very limited distribution
possibilities to retail clients.

Another opportunity where we think we could take advantage of current market developments is via
structured notes that try to arbitrage either securities or market events. Many of are complex. We
therefore need to make sure that we have all the necessary controls in place and properly address and
detail the potential risks to the clients.

The third driver is regulatory and economic changes. Those happen constantly. In the European Union for
instance, UCITS III now enables mutual funds to offer more alternative investment strategies. An
example are the 130/30 products, which however have not really caught on yet with retail investors,
given their short-term performance.

In some large markets - like China, Russia and Brazil - the regulatory environment has begun to open
up. We now have new opportunities to distribute our products in those three markets. Our main
challenge is staying abreast of the changing regulations and interpreting what those changes mean for
investors and products. We want to make sure that we are in full compliance, while making the best use
of the new opportunities.

Finally I summarized the key challenges again:

Addressing the Challenges

» Changing Regulatory Environment
- Staying informed

* Increasing Product Complexity
- Can be managed as long as underlying investment thesis is solid

* Fees
- Fee pressure on the distributor yet to be determined

* Product Development
- Partnerships with key product providers

Confidential | Do Not Distribute | © 2008 Citigroup, All Rights Reserved i
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Keeping abreast of the regulatory developments in the 42 markets we currently do business in, is a
constant challenge. We rely on our internal product development specialists in the various countries, and
on the third party product providers and asset managers we are working with.

Product complexity is constantly rising. We are confident that, as long as the investment idea is very
solid, we can handle it by putting tight controls in place. We have product committees that review
complex instruments regularly, we make sure that our clients understand all potential risks, and we
emphasize client education.

Fees: From a product distributors' point of view, we have not seen that much price pressure yet from the
clients we serve. That impact is yet to be determined.

Finally, on product development: It is of strategic importance to us to partner with asset managers. We
go into new markets together with select asset managers that provide products for us which are suitable
for that local client base. This approach has been very successful for us, for the asset managers, and for
our clients.
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Delivering intelligent insights

My presentation will focus on key trends in product development in global asset management.

Over the past ten years, our research has involved face to face interviews with senior executives in over
1500 fund management houses and 500 pension funds. Today, I will talk about the single most important
message that has emerged from these visits. I will then highlight some subsidiary themes.

In fact, that most important message has already been echoed by a number of other speakers today,
namely: The fund management industry has passed an inflection point in the bear market of 2000-3.
Such a point, be definition, marks a break from the past. The old model no longer applies. The future
looks decidedly different from the past.

At the end of 1990s, as the raging equity bull market came to an end, the resulting bear market duly
exposed all the fault lines in the fund industry.

Pension funds’ funding levels dropped substantially. Clients who had invested in mutual funds lost
heavily, too; as did the investors in DC plans. For example, 401(k) plans were first introduced in the US
in 1986. Someone who then started by putting in USD 12,500 every year, could expect his/her plan to be
worth around USD 250,000 over a twenty year period, even if there had been zero returns. But recent
calculations suggest that, over that period, the average balance in those 401(k) plans was USD 58,000.
What sort of annuity can you buy with such a sum after 20 years of regular savings?

The old model has clearly failed the clients. Hence there has been a shift into new asset classes.

The new model has to succeed; failure is not an option. That is the key message that has come out from
our research.

Now I would like to develop three subsidiary themes to support my key message.

Recently I spent a lot of time with pension funds around the world. Their dominant sentiment is
summarized by these two cartoons:
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Now, let me explain what happened to the
pension surplus since our last meeting...

Wait! The Fund Manager
says he was only joking!

The funding levels have dropped to a point where people feel like jumping out of the window. They just
can't cope with bad news anymore. Let me now move on to my subsidiary themes.

We have seen a huge shift towards alternative investments. But the benefits of that diversification have
not been clear cut so far.
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Diversification has yet to produce a
balanced proposition for the majority

*» capacity *returns

* opacity + alignment

* charges * governance
* risks + valuations

5
Negatives Positives

The clients of alternative investments wanted to have a balanced proposition. On one side, clients are
willing to put up with opaque strategies, which are capacity constrained very quickly and command high
charges strategies. On the up side, however, they want proper alignment of interest, realistic charges
and decent returns. But that balance has not been achieved.

Rising correlation between asset classes has
reduced the appeal of alternatives since 2003

% of organisations

Better

returns 40 42

A value-for-money fee

structure 31 62
Superior client 36 40
service
Significant diversification into Minimal diversification into
alternatives (>15% of assets) alternatives (<5% of assets)

Source: CREATE- Research 2007

I recently visited a prime broker in New York. I came across an internal paper called the "3/97 Report". It
turned out that 3/97 meant that 3% of hedge fund managers deliver 97% of the value. One wonders
what the other 97% do... Most of those 97% delivered returns that are highly correlated, at best.

From a pension fund's point of view, the proposition of the alternatives has a seductive appeal. The
promise is to move from relative returns - which we discovered could not even buy groceries in a bear
market - to absolute returns, which are supposed to be uncorrelated to market movements. It is indeed
a very seductive idea. But the pension funds are discovering that the concept is not nearly as seductive
as it looks. Some of them have actually invested in alternatives since the end of the bear market. So far
their returns have not differed significantly, irrespective of whether they had a low or a high
diversification into alternatives. The correlation between the so-called uncorrelated classes has turned out
to be far higher than anticipated.

Admittedly, the last three years is not a long enough period to identify whether those strategies have
worked or not. But in the experience of the pension funds, the results so far have not met their
expectations.
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What factors have hindered your pension fund from going into
hedge funds, private equity and structured products?

% of pension funds

0 10 20 30 40 50 60 70

Opaque strategies
paq g 68%

Shortage of prime capacity] 64%
Prospect of poor returns
Lack of independent valuation

Unclear governance structure

Cheaper alpha in long only space

Source: CREATE-Research 2007

There are a number of reasons for that: shortage of prime capacity is the most powerful one. In one of
our earlier studies, we found that about 7% of private equity and hedge fund managers could really
deliver high alpha on a consistent basis for three years. There were another 56% who were "Wannabes"
in the sense that they were second generation, long-only fund managers going into the alternative space
for the first time, but they had not really figured out how to generate competitive returns. The rest were
"Has beens" in the sense that they were part of the brutal churn that characterizes the hedge fund
industry.

We could talk about all sorts of instruments to hedge out the risks. But at the end of the day, Alpha has
to come from very talented people; and there is a real concern that there aren’t enough of them.

Let me move on to my second subsidiary theme.

Three core themes

* Benefits of diversification into alternatives have been far from clear cut

» The current credit crisis is a mixed blessing

“Things that count, often cannot be counted. Things that can be counted, often
don’t count”

© CREATE-Research 2008. All rights reserved Albert Einstein

The current credit crisis has been a mixed blessing. I would even say that it has been a perfect storm in
terms of innovation. History tells us that during crisis, there is new regulation, and people change their
behaviors. Both factors promote innovation. Currently, there is quite a lot of work going on in designing
the next generation of innovative products.

©International Securities Services Association 14™ ISSA Symposium, 3-6 June 2008



14" ISSA Symposium 2008 - Products and Product Development 15/ 22

I now want to concentrate on the Defined Benefits (DB) and the Defined Contributions (DC) markets
because those are the two areas that we have studied the most.

On the DC side, a new generation of products are being developed which enable clients to define their
risk profile early on. There are also embedded solutions in terms of transferring equities to bonds over a
period of time. So you have individuals starting out in private DC plans with a high exposure to
aggressive equity in the early years, and then there is a progressive switch to conservative bonds later
on.

There is a new generation of products coming to the market now, where in the early phase of these
plans, a lot of money is being put into cash, instead of equities. It is a measure of how worried people
are. They are worried because we had two bouts of extreme volatility in the last seven years. People
have lost a lot of money. If I start out with a new DC plan and that plan is underwater right at the
beginning, I have no incentive to stay in it. This is a reflection of a change in client behavior: Clients are
not just more risk alert; they are also more risk averse. There is a big difference between being risk alert
and being risk averse!

Accumulation phase

Define
Wrap all
investments

risk profile

What do
Clients want?

Switch
from equities
to bonds
over time

4 Ring fence

the gains

Offer
TAA
advice

© Amin Rajan 2007. All rights reserved

At the moment, the main demand is focusing on products which invest upfront in cash, because clients
want to have capital protection. This is clearly evident. What we are not seeing, however, are fund
managers offering tactical asset allocation (TAA) when the pot is building up. If there had been significant
TAA, DC plan holders would not have lost so much, especially in technology stocks. At the time of the
high tech boom, many retail clients switched their 401(k) plan money into tech stocks. They were
allowed to do it. Then they found themselves sitting on assets that turned out to be extremely volatile
and worthless eventually.

In the new generation of products, TAA will be featuring strongly because the demand for it is clearly
there. People do not want to invest in a product where there is a lot of automatic switching without
capital protection, especially in actively managed mandates. If there is no TAA, what is active
management about? If fund managers can't do TAA, then at least they should provide solutions that ring-
fence the gains that have accumulated!

Finally, clients want to have all investments wrapped into a single account.
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Decumulation phase
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One the decumulation side, however, I do not get the feeling that much is happening.

Why do people go into DC plans? The reason why I took out a DC plan was because I wanted my DC plan
to replicate all the benefits that are available on the DB plan. If I cannot get those benefits, I might as
well spend the money and rely on the state to bail me out in my old days when I am poor. I will choose
to be poor deliberately, because if I cannot get those benefits, what is investment all about? But very
little is happening at the moment on delivering credible retirement products.

According to our research, what clients want in the decumulation phase, when they retire, is a product
which has an annuity. At the moment, buying an annuity at a stand-alone basis is very expensive. They
also want health insurance and again, that is very expensive to have on a stand-alone basis. They want
to have some investment choices. They also want the possibility to do inter-generational wealth transfer,
and they want to have a cover for their spouse.

The solution here is to develop a product which combines a number of benefits and makes sure that
some of these benefits are negatively correlated. Therefore, if you enjoy one benefit like your annuity,
you are still paying for your life insurance. You are paying for both, but at any one time, you are enjoying
only one of them. Because of the negative correlation, you can have a holistic product whose total cost
will be less than the sum of its individual parts.

However, we are not seeing substantial progress on the decumluation side. We see annuity rates going
up, because of the increasing mortality risk. There is still a lot of scope for innovation in this area. I have
no doubt that over the next three to five years, fund managers, life insurance companies and investment
banks will sit together and will come up with a product to fit this particular space.

That is the DC side. Let me move on to the DB side.
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Going forward: innovation challenges (1)

Customisation?

Simplicity? : Risk-return features?

Transparency? ' Liquidity?
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“We are very cynical of the word innovation: it stands for the latest con trick”

Source: Tomorrow's Products for Tomorrow's Clients © CREATE-Research 2006. All rights reserved A Dutch pension fund

We are hearing from plan sponsors and pension trustees that, when fund managers or other financial
institutions use the word "innovation", they suspect a con trick to fleece the client! Many people have
become very skeptical about "financial innovation". So, whenever a fund manager mentions innovation,
he should be very specific. When a car producer talks about innovation, he is very specific. He will talk
about engine features and brake systems. A fund manager has to be specific about risk/return features.
The single biggest worry that pension funds have concerns the risk/return features on which they base
their long-term decisions. These features have not been very stable over a longer period of time.

When I buy a meal or a car, there is some degree of predictability about what I am going to get and that
is what I base my decision on. But if I base my decision on the assumption that a risk premium
associated with equities is five percent, and then I find out that this is not true, it makes the job of long-
term investing almost impossible.

So, the first area where we need innovation is in risk/return features. Let's be sure that when we produce
a prospectus for trustees, there is some degree of confidence behind it. Trustees want to see maximum
improvement here. They want to be sure that the product they are buying will deliver what its prospectus
states.

They also want to see improvement in terms of liquidity. This is because many have their liabilities
maturing soon. 78 million Americans retire over the next eight years. 80 million Europeans retire over
the next 15 years. Therefore there is a great need for liquidity.

They want much less volatility, because of the new accounting rules. With the mark-to-market rules,
volatility has become a major issue for sponsors of DB plans.

They want much greater transparency, because of the various fiduciary reporting obligations which they
have.

And they want simplicity. Our clients say that the language of fund management and of financial
consultants and other service providers uses a lot of sophisticated words to say a lot about nothing. They
want fund managers to say in simple words what their product is fundamentally about and what its key
deliverables are.

So going forward, innovation has got to be very specific.
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Going forward:
housekeeping challenges (2)
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Source: Convergence and Divergence © CREATE-Research and KPMG International 2007. All rights reserved

The next area concerns housekeeping issues. These have come to the fore in a way that I found
surprising. DB plan sponsors and their trustees want to be much more clear about the investment
process, about the risk controls in place etc. If we now find ourselves in a world of dynamic risk, where
the risk/return characteristics of different asset classes cannot be predicted with a reasonable degree of

certainty, we need to make sure that there are proper risk controls in the organizations that manage
client money.

Then they are interested in absolute returns rather than relative ones.

They want organizational stability. This is a very important issue according to our research. Stability

indicates the degree of confidence with which fund managers can replicate their past success in the
future.

Three core themes

« Benefits of diversification into alternatives have been far from clear cut

« The current credit crisis is a mixed blessing

 After two tipping points, we either accept the world as it
is, or change it

“The reasonable man adapts himself to the world; the unreasonable one persists
in trying to adapt the world to himself. Thus all progress depends on the
unreasonable man...”

© CREATE-Research 2008. Al rights reserved George Bernard Shaw
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“l was spreading some risk around, and
apparently it all wound up in your portfolio”

© Amin Rajan 2007. All rights reserved

Trust is earned, not ascribed :
deeds matter more than words

Track-record? Alignment? Replicability ?

i

Trust =  Credibility + Synchronicity + Stability

“In my relations with others, I listen to their words, but I look to their actions”

Confucius

© CREATE-Research 2008. All rights reserved

©International Securities Services Association 14™ ISSA Symposium, 3-6 June 2008



14" ISSA Symposium 2008 - Products and Product Development 20/ 22

Alan Brown

I want to make three points, which are centered around three themes. My points are:
» Institutional issues, building much on what Christoph Schenk said earlier this morning;
= The issue of providing advice; and

= One very short point on investment tools and systems.

The three themes are:

= Change - there is more change going on in the fund management industry right now than ever
before in my career;

= The need for investment managers to do a much better job for our clients - what we have been
doing for both institutional and retail clients has produced poor value propositions;

= The fact that, in the institutional space, we are moving closer to the retail client segment. We
have rarely been concerned about real-world outcomes: How do we pay pensions, not how do we
beat market-related benchmarks. That is very close to the private client's need which basically is
to earn a real rate of return after all taxes, fees and charges.

Institutional Issues

To put it bluntly, the old model of fund management is bankrupt! The new model, in my view, should
look very much like something Christoph Schenk described to us.

What was the old model? You ran an asset/liability study, and the outcome of that was some kind of
market-related strategic benchmark. You then drafted an implementation plan which included a mix of
active and passive managers. You selected the managers, you funded them, you monitored them and
you repeated that whole exercise every three to five years.

If that sounds sensible, it is only because we have been doing this for so long! Actually, it is about as
sensible as the Flat Earth Society....

If you think about it, all of our governance effort has concentrated on controlling risks on the portfolio we
owned, against the benchmark that we had chosen. In most funds, those risks were small, sometimes
trivially small.

The risk gap between the benchmark and the liability we were trying to pay was the big risk out there,
and we were looking at that only every three to five years. We had the 80/20 rule applied completely the
wrong way around. And if you looked at our benchmark world, everything looked rather perverse: If you
chose to overweight index-linked securities, benchmark-based that was risky. Yet, in the real world
context that was typically risk reducing.

So, what was the change, what is the new paradigm Christoph was talking about?
It is the recognition that the liabilities of a pension fund must remain the benchmark against which one

must measure success or failure, throughout the entire process and not just every three to five years.
Market-related benchmarks now become secondary.
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I am arguing that the generic model for best practice today is as follows:

It starts with a serious conversation between the trustee and the plan sponsor, the outcome of which is a
monetary risk budget. The question then is how to spend that risk budget. Are you going to match all, or
some of your liabilities? It might be perfectly reasonable not to. You may take the view that liabilities 40
years out are so uncertain, that it may not make sense to match them. Or you may take the view that
with real interest rates at 0.5%, it does not make sense to buy into that, so the term structure of interest
rates may matter. You might use a part of your risk budget for maintaining — or not - a duration
mismatch.

Besides that, you need to manage your cash collateral. There is some risk to be taken for that.

Finally, you have to have a growth portfolio - something that will make your pension proposition
affordable. Hopefully, it will be a sensible-looking growth portfolio, not the kind of growth portfolios I
have seen during most of my working life. Those were deeply undiversified because they were exposed to
basically just one risk, and that was equity market Beta.

Why does building a portfolio like Christoph described take so long? The academic model is easy to
understand, and it is perfectly rational. Why did we have to go through that bubble and bear market
before we finally caught on to this?

As an industry, on the way up, we kept congratulating ourselves. Fund managers, even if they
underperformed the benchmark, were still producing 20% returns. They did not need to do anything. And
when the bubble burst, there was a lot of wringing hands as we realized that we were not doing
anything! We behaved like a deer caught in the headlights, not knowing whether to go to the left or to
the right.

That takes me to the last element of this new generic process: The question of how should your risk
budget change, as your state of wealth, i.e. your funding ratio, goes up or down? Shouldn't we have that
conversation before we meet that event?

There could be perfectly rational, different responses. I like to use the examples of British Airways and
British Telecom. Both of them had huge deficits at the bottom of the last bear market. The response of
British Telecom was to throw another few hundred million pounds into their fund every year, until the
problem went away. If you were BT's trustee, why would you have wanted to change that? BT could
easily afford it. But in the case of British Airways, those funds were not easily available, therefore the
trustee's response needed to be different.

The framework for managing pension funds today is far away from what I have seen in the last twenty or
thirty years. It represents a huge departure, and a huge need for us to create alternative products. Not
the super-specialized small-cap fund with a growth bias - that is out.

We need the skills of people who know how to address that risk budget and to define a real outcome-
based strategy. What basic fixed-income based strategy is there today which provides any kind of value
proposition to the end client? If yields are 4% or 4.5% and we take out 125 basis points as total
expense, what is left for the end client? Why are we even offering such products?

Briefly, on outcome-based products for the individual - going back to the decumulation phase which
Professor Rajan explained - and the very high price of annuities: We all would love to give our clients
real inflation-protected annuities, if we could possibly deliver that on an affordable basis. Market rates at
the moment simply won't let us do that. So what else can we do?

There are things we can do a little bit smarter. For instance, we can take distributions from high
returning assets like equities, and rebalance them. We could sell capital gains to generate extra income.
You could take an equity yield capped product, sell the upside of that portfolio to generate a 7% income
return, and still leave the client with the ability to participate in the first 10% of the upside. That is not a
bad proposition for a retired person! As an industry, we still have a long way to go before we really meet
the needs of those who are still in the asset accumulation phase.
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Providing Advice

Let me give you two examples. The first concerns my son. He wanted my advice on what to do with his
pension plan. His employer's proposition was for the employees to put up 3% and the company would
match that with another 3%. They recruited an Independent Financial Adviser to discuss with the staff
what they could do with those 6%. Neither the employer, nor the Independent Financial Adviser, nor the
government, nor any of the fund managers that might have been involved in the process gave him the
most important piece of information that my son needed: A 6% contribution is wholly inadequate to
provide a decent pension at all!

Who is prepared to take the responsibility for that? I understand the issues around legal responsibility,
but somewhere, somebody has to face up to the fact that people have to be told about this. Nobody
working outside our industry can determine the right level of contribution on their own. We have to step
up to that.

The second example: Some years ago, the Head of the UK Financial Services Authority gave a speech to
an audience that represented all sectors of the investment industry. He made one comment, directed to
the retail sector in particular: Should I accuse you all of mis-selling? Shouldn't you have documentary
evidence from your client, before you sell him anything, that he doesn’t have any long-term outstanding
credit card debt? Why? Because you cannot, with any of your products, compete with a 17% guaranteed
after tax return!

My answer is "Yes you should." But two years on, has the FSA moved? No, because the vested interests
in the industry are so strong, that this will not happen. But actually, clients should be told that, before
they even think of investing, they should pay off their long term credit card debt.

Investment Tools and Systems

Just another brief point to illustrate how much room for improvement there is in our industry: The
standard tools that we provide to our fund managers and that most people use for the creation of
portfolios treat upside risk identically to downside risk. How crazy is that? One risk you would love to
take all day long, the other you want to avoid like the plague! And yet, these tools are used every day to
build institutional portfolios, because we operated in a benchmark-based world rather than in the real
world. So, there are opportunities for the systems providers to get into the real world and recognize that
upside and downside risk are important things to model and to price differently. We as an industry must
raise our game.

And that is my message: Across the whole panoply of what we are doing, there is a huge challenge for
our industry - to do a better job for our clients.

* %%
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