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Selecting managers for outperfomance

But how do you evaluate managers to find quality?
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Does size matter?

Company
Barclays Global Investors
State Street Global Advisors
Allianz Global Investors
Vanguard

Blackrock

JP Morgan AM

Mellon Global Investments
Natixis Asset Management
Deutsche Asset Management

Alliance Bernstein Ltd

Country
UK
US/UK
Germany
US
US/UK
US/UK
UK
France
Germany
US/UK

Selecting managers for outperfomance

Total AUM (€bn)
1410

1326

971

890

867

770

754

583

552

544

Total 8667

Source: IPE survey June 2007
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Top 10 asset managers account for 26%
of total European AUM of €33 trillion
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Selecting managers for outperfomance

Number of independently rated funds by Standard & Poor’s — a reasonable initial filter for many

Large managers:

Allianz Global Investors
Blackrock

JP Morgan AM

Mellon Global Investments
Natixis Asset Management

Alliance Bernstein Ltd

Boutique managers:
Baillie Gifford

Collins Stewart

First State

GAM

—_ O W

19
12
24
5
3
10

10

27
9

Source: S&P, September 2007
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On the face of it large managers have
more ratings but typically as a % of total

mandates/funds, they actually have less
ratings, why?
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Selecting managers for outperfomance
What defines a boutique?

e Not AUM size, some are quite big
— Barrow Hanley #120 in AUM at €50bn, a deep value US manager

e Style and specialisation are two good guiding concepts but some broad boutiques too
— Petercam Asset Management #228 AUM at €16bn, grew out of private client business

e Characteristics of a boutique:
— Predominant style or specialisation
— Typically founded by investment managers with large company experience
— High level of self investment by key personnel
— Broad staff participation in the fortunes (equity) of the business

e You do not buy the investment house, you buy the investment manager/team
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Selecting managers for outperfomance

e Consistency vs. Cumulative Return

Manager A + 235% Manager B + 178%
Quartie TOP but POOR CONSISTENT & GOOD
1st
2nd
3rd
4th
Year 1 2 3 4 5 Year 1 2 3 4 5
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Selecting managers for outperfomance
Consistency ratio — a better risk adjusted quantitative screen/starting point

LT [H12005| 2004 | 2003 | 2002
-----
1

UBAM US Equity Value A 12 11221 [1355|2(-214|7|13.1
CIF US Equity Investors B USD 34 (12(6| 54 (9|-16.0(10|-16.0| 3 | -6.1 | 6
Russell 1000 Value TR 24 16.5 30.0 -15.5 -5.6
US Value Average -0.6 11.2 26.5 -18.0 -1.6

e Returns over each of the five years are filtered into deciles, totalled and re-ranked

e A consistency ration of:
— 20-23 is good (good enough to be considered for final selection, to cover specific style area)
— 15-20 is very good
— <10-15 is exceptional

Tools and universes used: InvestorForce, Lipper Hindsight, our own database of managers
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Selecting managers for outperfomance

RGN0 Ol YD [LTQ[H1 2007 2003 [STQ|Q22007|Q1 2007|Q4 2006|Q3 2006
Currency USD

IEE | |Dec| |Dec| |Dec| |Dec| |Dec| IEEI | [Dec| |Dec
US Core (278) 6.8 13 4.8 8.6 26 7 3.9

S&P 500 TR 6 7 16 4.9 11 29 6.3 0.6 7 5.7

Old Mutual North American Equity Acc 441 6 | 8 |11] 1 169 2 |89] 2 [11.3] 2 [322] 1 |14 169] 3 [3.5] 1 [9.4] 1 [1.6] 9
M&G American A Inc 31 8 110 18.8] 2 |22.5 1 (12| 1 [8.8[ 5 |309] 1 |15 (7.2] 2 (1.5 3 |81 2 | 3| 8
Corinthian Fund 10.5 172 1 19.8] 2 |14.7[ 1 [30.3] 1 |17.5 1.7 3 19 1 127] 8
Legg Mason Royce US Small Cap Equity A 091 9 | 1M |11 1 [179[ 1 (35 7 [16.8] 1 [83.4[ 1 [ 16 (6.7 3 [3.9[ 1 (79[ 2 [ O [ 10
ABN AMRO US Equity Select A USD 39( 6 | 12172 4 182 1 [55] 4 [121 2 |40.1] 1 | 21 [8.7] 1 [1.4[10]9.3] 1 [2.2] 9
UBS (Lux) Inst Fd - Key Sel US Equity BA (USD) 411 6 |13 (73] 4 145 4 [94] 2 |14 | 1 [30| 2 |13 16.8] 3 [0.5] 5 |69 3 [5.6] 2
Base Investments Sicav Equities USA 79[ 2 113199] 1 1431 4 (13| 1 [11.8[ 2 |1256] 5 |14 (79] 2 (1.8 2 |86 1 [1.8] 9
Jupiter North American Income Inc 79[ 2 113 110] 1 154] 2 [51] 5 [9.7( 4 |352] 1 | 16 [6.7] 4 [3.3[ 1 |8.3] 2 [2.1] 9
Investec GSF American Equity A Inc 6.4 3 113 189] 2 |206) 1 [76] 2 [ 7 [ 7 |325] 1| 8 [ 7] 3 [1.8[ 2 [8.3[ 2 [7.4] 1
JPM US Dynamic A Dist USD 16] 9 |13.5(85] 3 |15 3 [13] 1 |15.4] 1 19 [6.1] 6 23] 2 | 7| 3 |2.6] 8
Schroder US Small & Mid Cap Acc 96| 1 |14 112 1 [17.20 1 |12( 1 [79] 6 |25.7] 5 [14 |7.7] 2 |3.5[ 1 [6.7] 4 [3.8] 7
Greenwich Acc 191 1 |14 113 1 [185 1 |13 1 19 [5.7] 8 16.9] 1 [9.3] 1 |1.7[ 9
BGI North America Index 6.2 3 114178] 3 |15] 3 [6.5] 3 [10.8[ 3 |29.4] 2 |15 (66| 4 (1.1 3 [6.7[ 4 [5 | 4

e BUT number need to be for totally comparable styles and interprested in the context or bull/bear
year, and in the light of exceptional performance due to specific stock or sector issues

Source: FundQuest
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Best

Worst

Selecting managers for outperfomance

Need also to consider style and capitalisation factors

1999

Russell 2000
Growth

43.10%

Russell 1000
Growth

33.16%

Russell 1000
Value

7.35%
Russell 2000
Value

-1.49%

2000

Russell 2000
Value

22.83%
Russell 1000
Value
7.01%
Russell 1000
Growth
-22.42%
Russell 2000
Growth
-22.43%

As of December 31, 2008. All figures are total return in US dollars.
Source: Lotsoff Capital Management
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2001

Russell 2000
Value

14.02%
Russell 1000
Value
-5.59%
Russell 2000
Growth
-9.23%
Russell 1000
Growth
-20.42%

2002

Russell 2000
Value

-11.42%
Russell 1000
Value
-15.52%
Russell 1000
Growth
-27.88%
Russell 2000
Growth
-30.27%

2003

Russell 2000
Growth

48.54%
Russell 2000
Value
46.03%
Russell 1000
Value
30.03%
Russell 1000
Growth
29.75%

2004

Russell 2000
Value

22.25%
Russell 1000
Value
16.49%
Russell 2000
Growth
14.31%
Russell 1000
Growth
6.30%

2005

Russell 1000
Value

7.05%
Russell 1000
Growth
5.26%
Russell 2000
Value
4.71%
Russell 2000
Growth
4.15%

2006

Russell 2000
Value

23.48%
Russell 1000
Value
22.25%
Russell 2000
Growth
13.35%
Russell 1000
Growth
9.07%

2007

Russell 1000
Growth

11.81%
Russell 2000
Growth
7.05%
Russell 1000
Value
-0.17%
Russell 2000
Value

-9.78%

2008

Russell 2000
Value

-28.92%
Russell 1000
Value
-36.85%
Russell 1000
Growth
-38.44%
Russell 2000
Growth
-38.54%
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Selecting managers for outperfomance

Initial manager screening requires categorising managers by style

Source: InvestorForce
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Manager Style History
12-Garter Moving Windowes, Computed Guarterly
January 1997 - March 2003

Large

Russell 1000 Yalus Fuss=zell 1000 Growth

1+ [ ]

0 —~ C_

-1+ | |
Russe" ™™™ -t a - zell 2000 Groweth

Small L L

“walue -1 o 1

Growth

Capital International - Global + . Capital International - Global +
Marathon Global Equity + @ Marathon Global Ecuity +

AllianceBernstein Instiuvtional Investment Management, A Unit of Alisnce Capital Management L.P. : Alliance Global Research Growwth
Morgan Stanley : MSCHWaorld
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Selecting managers for outperfomance

Detailed fund analysis reveals style bias and other characteristics
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Portfolio Style Skyline (Sector Adjusted)
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Selecting managers for outperfomance

Fees are important!

Gross active US  _ _ _ _ 17.00% [ Fees
equity fund return Il Trading costs
B Cashdrag

- Net return

16.00%

Gross S&P 500 Index

0.20% Tracker fund return

0 0.20%
15.00% 0.10% Net S&P 500 Index
Tracker fund return

Netactive US  — — — — — — — _ .

equity fund return 14.90%

14.63%
14.00%
Typical active US S&P 500 Index Tracker
equity fund fund

Managers can pick stocks BUT gross outperformance and net underperformance is often delivered

Source: Harvard Business School: Randolph Cohen
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Selecting managers for outperfomance
Some quantitative pitfalls

e Smoothing returns
— llliquid positions, marked low in up months, high in bad months — results smoothed

e Building your own book

— Consistently overprice illiquid positions, creating good short-term track records, assists exit of early
investors and grows fees

e Window dressing
— Special valuations of funds at quarter end
— In segregated portfolios, load up with quality stocks at the year end

e Bland objectives

— Sneak portfolios/funds into peer group universes where they have a better opportunity
to outperform
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Qualitative factors are increasingly important

35% fund manager turnover per annum
e Reshuffling
e Hunt for talent

e Hedge fund drain (now reversing!)

25% product/mandate turnover
e New and closed mandates

e Increasingly merged mandates

20% affected by some form of corporate activity

e And now mergers we never expected to see!

Source: FundQuest/ Feri/ Deloittes
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Selecting managers for outperfomance

It's about more than the investment process and returns!

-

As a part of Review
research and responses Scoring of
interview and identify manager
preparation — additional responses
Mercers GIMD information

Routine monitoring
through re-issue
of the DD
Questionnaire

Operational Due
Diligence Process

Target manager to

complete a DD
Questionnaire
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Selecting managers for outperfomance
Operational due diligence

RECOMMENDATIONS

i

, Shareholding structure, financial stability, profitability
Business Model

Human capital: number of people, division of responsibilities, staff turnover
and Infrastructure

Technological capabilities: security levels, proprietary tools

Ability to calculate and review NAV calculations
Operations Middle and back-office capabilities
Division of responsibilities between front office and other parts of the firm

. Monitoring and controls regarding investment quidelines
Risk Management : Jareng :

Processes and Culture Evaluation of risk factors

. Legal and compliance personnel and systems
Legal and Compliance ) Paneep !

o MiFID compliance: best execution, appropriateness of products/clients
Disciplines P PPIoP P

Audit results and controls
i

RECOMMENDATIONS TO THE SELECTION COMMITTEE
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Selecting managers for outperfomance

Indicators

0l-] 1008
BuiyBiam

Comments/Notes

-

Corporate Governance

- Managers approach to
corporate governance.

Obtain details of the managers approach
to Corporate Governance.

Does the approach conflict with our
existing expectations on Corporate
Governance?

' Scoring is rated on a scale of 1 to 10 with 10 being considered a high score. Remedial loop — where an individual score below 5
is identified, actions must be undertaken by the underlying manager to deliver a response/remedial work to address the position.
I Weightings — these are multiplied by the attributed score. Higher weightings are attributed to issues that are critical to the day to
day management of the mandate.

Total scores — maximum possible rating is 150 points and scores below 80 points would not be considered viable.

Scores between 80 and 120 points are considered amber and potentially viable.

BNF PARIBAS GROUP
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Selecting managers for outperformance
Conclusions
e ltis not about AUM but about style and specialisation

e You buy the investment manager first, the group second

e Qualitative assessment critical in the selection process, hygiene factors are critical to
determine the performance of an investment team / individual

e Operational due diligence critical
— Separate assessment from investment research process necessary
— The smaller the house the more critical it is

e Capacity an increasing issue with ‘boutiques’
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Selecting managers for outperformance

Conclusions

* -

On balance, qualitative evidence suggests a collegiate ownership (not management) structure
gives boutiques the edge

But large size can have distinct benefits / advantages
— Economies of scale, especially in the operational area
— Broader development / R&D scope

Move towards the fiduciary model will see more collaboration between large players and
boutiques

Don’t confuse success in retail marketing with investment capability
— Pay to play — advertising works!
— Consumers buy at the top and sell at the bottom!
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Selecting managers for outperformance

London, 18" November 2009
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