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oSt g MiFID Il: Work in Progress ...

Key Objectives:

» |ncrease asset manager research spending transparency.
» Protect/increase returns for asset owners.

* X %
* *

% MiFID II: Outcomes/Impact:
SO

»  Widespread move to P&L in Europe actually reduces research transparency
as P&L managers have no regulatory requirement to disclose spending.

» Large research budget cuts at managers may pose a risk to asset owner returns.

Level Playing Field?

EU managers paying via P&L
will fund >90% of their
research budgets from their
OwWn resources.

US managers - even those
paying via P&L for MiFID I
clients - will fund “90% of
their research budgets via
commissions from US asset

owners. Structural Disadvantage?
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et MiFID Il Research Valuation: Is It Possible?

Consulting Balancing Price/Allocation/Quality

Analyse Fund/Product Mix
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Step Four: Step Five: " "Resedfehservice valuation
Investment teams Strategy Budgets based on cofitribution to
select arf:d prioritize 4 WA [ . > \alue Selected expected return at the
research services Research Services portfolio level .
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Net RQSU"[’) Research @ Allgnment @ Investment
' <

Objectives
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. Multi-Tiered Asset Management Outcome:

Consulting Research Budget Scenarios: FrostRB
E Mega
The . G “First Call’
Unconstrained HEDGE
FUNDS May raise research spending!

* Higher Research Spending Flexibility

Managers with

1 (o)
»  Lower structural profitability?? tesliell st gLyl

» |Impact on clients/returns?

o ) *  Higher service levels Research price
o MIFID Il Research * Higher returns?? discovery will take time.
g Budgets Approved «  Higher structural profitability?? Flexibility is key.
©

>

<

= » Conflict: research supply/profitability? h N
o Managers «  Lower research spending? CREDIT SUISSE

I i *  Lower service levels? :

£ Choosing P&L . Lower returns?? = P&L managers will cut
S

=

Managers Using P&L | ° Sudden re-negotiation:

On An Involuntary Internal — between Investment Dept./CFO on HC_’W much performance
Basis size of research budget. risk are asset owners
(Research Budgets rejected or Internal — between investment teams/products willing to take?
sudden change in research for research budget allocation.

funding strategy) External — with banks on research supply
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et Do Risks to Asset Owners Disappear?

Consulting If Managers Buy Research via P&L?
Is the Lowest Possible Cost for Research... ... always in the best interest of the client???
Manager One — Client Money Manager Two — P&L

Key Risk pre-MiFID Il

Manager “overspending” Bps

Net Client Risk: 5 Bps s Net Client Risk: ???
Research ; :
Spending - Iﬁrﬁfns;slﬁléo Key Question for Asset Owners:

risk of manager
overspending

What is the relationship between
research spending and returns?

1
:
:
:
:
:
;
v

Return -

We are about to find out — BUT

= At what cost?

0 = At whose expense?
Decline in % -20 » Should asset owners
R wait to find out the
esearch 40 X
Spending hard way”~
-60
-80
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Consulting Careful What You Wish For!

- Unintended Outcomes?

What if asset owners were only willing to invest in managers using P&L for research?

Asset Owner Impact

= Narrows asset manager universe (possibly significantly) — particularly in
smaller managers/niche strategies (which tend to be higher alpha).

Concentrates portfolio with managers that may have less information
(if their research budgets have been reduced).

Actually eliminates research transparency. Does that matter?
Only if strategies aren’t getting sufficient research. How will investors know?

What happens if the manager’s AUM falls? Pressure on research budget?

Objective? To avoid paying ~5 Bps against 70 Bps Management fee on
products generating ~ 700 Bps of return (risk/reward?)

Industry Impact
= Possibly very bad for smaller managers.

= May reduce competition/consumer choice, stifle innovation.

= May put European managers at a structural disadvantage globally.

Alternative View: Paying 5 Bps in research versus additional ~100 Bps of alphais a (very) low performance fee
An inexpensive premium to pay to get access to managers with superior information?

But surely, paying via P&L will spread globally.......
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Why the SEC/Congress is Very Cautious.....
Comeulting About Changing Research Funding in the US

Largest companies by Market Cap.

Year Founded

Year Founded*

1976 DShell 1894

1998 Nestle 187

=® Microsoft 1975 HSBC€X» 1865
amazon 1994 ) NOVARTIS 1847
2004 <Roche> 1896
Average: 1989 > | 1876
Average Market Cap. $ 670.2 - $234.4

(Billions)

* Including predecessor companies. CONFIDENTIAL - JANUARY 2018 7



Consulting

www.frostconsulting.co.uk
www.frostrb.com

London

Neil Scarth Beaufort House,
Direct: + (44) 203-786-6176 15 St. Botolph Street,
UK cell +(44) 774 865 2356 London, UK, EC3A 7BB

neil.scarth@frostconsulting.co.uk

London/Frankfurt

Thomas Auschill Beaufort House
+(49) 0170 936 3752 15 St. Botolph Street,
thomas.auschill@frostconsulting.co.uk London, UK, EC3A 7BB
New York

Francois Gour 10 East 39! Street, #908
(917) 439-1000 New York, New York
francois.gour@frostconsulting.co.uk USA, 10018

Legal Disclaimer Notice

This document has been produced by Frost Consulting, LLC. Everything in this document is provided "AS IS: and without warranty of
any kind. We have made every effort to offer current, correct and clearly expressed information as possible. Inadvertent errors can
occur and changes will be made when any error is brought to our attention. By providing this document, Frost Consulting, LLC shall
not be held liable, or undertake any responsibility whatsoever, for the content of third party information. All content and material on this
site is exclusivity property Frost Consulting, LLC, and may not be republished without expressed written permission.



http://www.frostconsulting.co.uk/
http://www.frostrb.com/
mailto:neil.scarth@frostconsulting.co.uk
mailto:thomas.auschill@frostconsulting.co.uk
mailto:francois.gour@frostconsulting.co.uk

