The new global economy and rapid advancements in technology are
changing the fundamentals of investing at a rate thimdustry has never seen
before, rendering many mainstream asset management strategies obsolete.

A Pensions and institutions need to change their traditional processes to
ensure their portfolios remain relevant to their plan members and to identify
the next asset managers and asset management methodologies that will
thrive in this new era.

A Asset management strategies that are not relevant to plan members
represent an avoidable liability for pensions and institutions, especially
during volatile markets. The banking industry fell first. Are pensions next?

A Consumption-Based Fundamental Asset Allocation introduces a new
generation of asset management methodologies which tilize the
fundamental attributes of the Investor, not the investment

A These onsumption and GDRbased asset allocation methodologiescreate
the most relevant portfolios for institutions, pensions and plan members.

A Willis Group White Paper

© 2009 THE WILLIS GROUPThe Future of Asset Management
All Rights Reservedwww.thewillisgroup.net



This Page Left Intentionally Blank



The Next Asset Managers

Consumption-basedFundamental Asset Allocation

The purpose ofhis white paper is tolsow institutional asset managersow to recognize and respond
to rapid transformation so they can stay relevdottheir plan membersand thrive in the new global
economy.We believe thatinstitutional asset managers stand at a list crossroad where they must
embracetransformationto stay relevantto their plan memberr risk being completely bypassety
the next generation of Investors and asset management methodologies

Pensions and institutions need to change their tradiibprocesses to ensure their portfolios remain
relevant to their plan members and to identify the next asset managers and asset management
methodologies that will thrive in this new ermstitutions that ignore this transformation and stay with
their traditional screening processes will continue to hire traditional asset managers, and their
portfolios will rapidly lose relevanaturing thistransformation

Asset management strategies that are not relevant to plan members represent an avoidable kability
pensions and institutions. Thiacus has been on the fall of thieanking industry however many
pensions and institutions have bedrtt as hardand will receive increased scrutiny the years that
follow. During periods of large negative returns, rpl@members will begin to ask how these portfolios
were relevant to them. The institutional asset managetso can show their plan members how their
investment processes atavestorDrivenwill have the advantage, in our opinion.

We believe thatEmergingManagerswill be the primary source of the next generation of asset
managers tdead Investors out of th global financiatrisisbecause their lean, efficient models are best
positioned to adapt to transformation and create new value for Investbtany established idustry
leaders are too entrenched in traditional(Industrial Age)processesto adequately recognize and
respondto this transformation

ConsumptiorbasedFundamental Asset Allocatiomtroduces a new generation of asset management
methodologiesthat utilize the fundamental attributes of the Investor, not the investmeWte believe
that these consumption and GEfased asset allocation methodologies create the most relevant
portfolios for institutions, pensions and plan members.
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oConsumptiorbasedFundamental Asset
Allocationintroduces a new generation of asse
management methodologiehat utilize
fundamental attributes of theénvestor not the
investment as the primary determinant faall
FaasSa Ftt20FGA2Y

Overview

The purpose of this white paper is tb@w institutional
asset managerbow to recognize and respond to rapid
transformation so they can stay relaviato their plan
membersand thrive in the new global economy.

ChapterOnelooks at the origin of Wall Streetvhythe Age
of the Brokerfailed, and howits transformationplaces the
entire industry at a critical crossroadvhere it must
respond or be bypassday its customers Investors

ChapterTwo covess how the Age of the Investorand the
new global economyrave usheed in a new set of rules
and values thahas changel the fundamentals of investing
and asset management

Chapter Three reviews the historic importance of asset

allocation and how traditional asset management
strategies do not provide Investors with financial
confidence because they are no longer relevant to the

primary reasorthey invest

ChapterourintroducesConsumptiorbasedFundamental

Asset Allocationa new generation of asset management

methodologiesthat use fundamental attributes of the

Investor not the investment as the primary determinant
for all asset allocation decisionBhis methodology is built
for the Age of the Investoiand offers asset managers and
their Investors clear advantages over mainstream
strategies.

Chapter Fivglives examples afew industry transformers
who have determined to be the next industry leaderg b
creating new value for Investors and asset managers.

The new global economy and rapid advancements in
technology arechanging the fundamentals afivesting

at a rate theindustry has never seen beforeThis
transformation presents Investors with a rare opportunity
to reinvent Wall Street on their own terms while Wall
Street has a onem-a-lifetime opportunity to earn back the
trust of Investors and lead them out of this crisis/estors
will be thecomerstone of the ngt Wall Street. Th asset
management companiethat effectively respondirst will

be the next global leaders and will reap the benefits of the
biggest assegathering opportunity in 100 years.

CHAPTER |

THE AGE OF THE BROKEEF

Figure 1.0. Origin of Wall Street

Source: Buttonwood diorama. NYSE. Museum of the City of

New York from the Gottscho-Schleisner Collection (Library of
Congress) Reproduction number: LC-G612-T-47539-A
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A. The Age of the Broker: Origin of Wall Street

Rarely has 200yearold contract agreement held true to

There is a very good reason wiikain Streetdoes/ Q i (i NXa#s driginal founding intent as completely as this one has.

Wall Street. The root of this great divide goes all the way
back to The Buttonwood Agreement the original
founding document that established the New York Stock
Exchange and Wall StredFigure 1.0 This historic
document created an unlevel playing field from the
beginning and made it crystal clear that Wall Street was

OCredit has to be given to these Brokers. Rarely ha
200yearold-contract agreement held true to its
original intentas completely as this one g

ONBI SR &oé& GKS . Nmnd Me | y RFew expriengas Sre lessenjoy@ings than entering into a

Investor.

On May 17, 1792, twerdfour stockbrokers gathered
under the buttonwod treeat 68 Wall Street to formalize
into existence one of the most important financial
establishments in world history. Though monumental in its
financial scope this documentalso contained the seeds
that eventuallywould rip Wall Street apart.

THE BUTTONWOOD AGREEMENT 1792
2SS GKS {dzoaONAOGSNEZ . NR{|SNH
Public Stock, do hereby solemnly promise and pledge
ourselves to each other,
that we will not buy or sell
from this day for any person
whatsoever, any kind of
Publc Stock, at least than
one quarter of one percent
Commission on the Specie
value and that we will give
preference to each other in
our Negotiations. In
Testimony whereof we have
set ourhands this 17th day
2F ale& Fd bSe

Source: Public Domain

Shown above in its entirety, the Buttonwood Agreement
made three resolutions.

rigged negotiation, especially when your life savings are at
stake. Itis not surprising that Investors often come away
from the Wall Street experience feeling plundered and left
standing with the bill. When Investors place their future
financial security in the hands of Wall Street, it is a huge act
of trust. But at some point, gen enough abuse, the public
trust will go away andnvestors will come for their money
with pitchforks. It is not surprisng to see the top Wall
Street executives all lined up in front of Congress taking the
grilling of a lifetimethese past few monthsThe bigger

USRI, R R LR o5 2P0 IS 1Y

B.The Age of the Broker: The Brokers Club

For the purposes of this paper, we defiteL y @S & i 2 N& €
both the individual and the

pooled consortium of Investors

found in large pension funds,

Figure 1.1. Brokers Club
/e Eem— o

foundations and other
institutional accounts. Wealso
define & . N2 {1 SN& ¢ I &

Investment Banking  Firms
Brokers Market Makers and
Specialists the infrastructure of
Wadl Street. Thee professionals

, 21 Source: Public Domain have always been considered

essential to an efficientlyun financial industry the coil¢
that keeps everything working.ldeally, Investment
Banking Frms and their Brokerscreate, manage and sell
investments that help providdor Investor retirements.

ONE:¢ KS TFTANEG NBaz2f dzia 2y t ONB MarstRiakersproviddiiR ig&idiEfor dvdryde® ¢o tradek I

effectively was a cast system thatit Brokers first (ahead
2F alye LISNARZ2Y 6 KItinseat@¥ S NE
TWO:The second resolution established price fixing on the
commissions the Brokers would charge to Investors (a
minimum fee no Broker was to go below).

THREEThe final resolution declared that the Brokers

at fair pricesand Specialistrotect Investos by accurately
ricibopseciritiel dridy buying 2viveh everyone is selling.

This ideal was certainly challenged last year wherstoek
market started to freefall andy 3Sa G 2NJ nam| Qa ¢
half. t was difficult to findany of these professionals

g2dzZA R IAGS SI OK 20KSNI @S T & BBy eleyjony a3 2dilidglinifact? nstéad of

eloquently put, they rigged their negotiations and created
an unlevel playing field.

This document started thage of the Brokeand created a
Brokers Clubulture that has permeated Wall Street fiie
past 200 years.Credit has to be given to ¢ise Brokers.

buyingto protect their customers(investors) it appears
that they were the ones doing theellingwhen they were
forced to unwind their leveraged positions as the markets
fell. Infact, this collapsés unique because #ppears to
have been caused by Wall Street itself.
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C.The Age of the Broker: Conflicts of Interest

Historically, Investors have been given no reason to believe
that their interests were ever placed first. Theclusive
nature of theButtonwood Agreemenhaturally created a
structure that layered conflist of interest across every
level of Wall Streetinvestment Banking Firmseceived
underwriting fees for investment products and then
became the same companies to evaluate, rate and
recommend these products to InvestorsBrokers
recommendechigherpayingproprietary products firsand
were paid regardless of how the Investor fared in the
recommended investment.

¢The bottom line is that the Buttonwood Agreemer

gra | a. NEYSSBGIGENREL &l

ultimately set in motion many of the eventisat are
now unfolding across Wall Strept

As for liquidity, Market Makers have a huge conflict of
interestnot to give Investors the best fillhe worse the fill

for the Investor the more they get to take homeEvery
portfolio manager worth his salt knows fmut on his full
battle gear and prepare for bloody hell every time a
decision has been made to purchase or liquidate a holding.

LT &2dz R2yQix @&2dz
experienceiy 8 0 S R 2F |
dza G2RlFe& tSG YS aSS Kaket L

Makers take as much as they possibly can from you just
short of drawing attention from the regulators.

Finally what purpose was served by givirgpecidists
monopoly power to price a stock for the public while
simultaneously having the ability to purchase or short
shares of the same stock in their own personal trading
accountsif additionto their corporate accounts)?

The fact that the largest investmebanking firms on Wall
Street have historically been placing their interests ahead
2F alyeée LISNBR2Y nétlrpiise 2i§@déE NE
This is exactly what they agreed to do right from the
beginning in the Buttonwood Agreement.

The bottom line is thiathe Buttonwood Agreement was a
G. NP | SINBy oSRNERNER [ F ade
set in motion many of the events that are now unfolding
across Wall Street. To be clear, Wall Street can be saved
but it will require a return to theButtonwood to rewite
Investors back into their rightful placéirgt) in the new
founding document of the next Wall Street.

D.The Age of the Broker: Back to the Buttonwood
LG NBIffte g2dAZ RyQd Gl 1S
.dzid2yg22R ! ANBSYSyio

R20dzYsSy i

GAGK aLY@Saia2NE |yR @&2dz | NB
eliminate the price fixing on fees and give preference to
Investorsin all negotiations Now you have a founding
document that might begin to restore trust and bring
Investors back to the table. Our rewrite of the Buttonwood
would go quite a bit further, however. Two hundred years

of infrastructure built around d@rokers Clulsystem may
require a complete dismantling to build something thveitl

thrive during the Information Age

G NBFHffe g2dAZ RyQd Gl
2NRAIAYLE . dziG2yég22R | 3
YR NBLX I OS AG 6AGK alL

halfway thee. Ourrewrite of the Buttonwood would
go quite a bit further, howevet.

E.The Age of the Broker: Infrastructure is Expendable

For those who grew up seeing telephone poles their whole
lives it would be easy to conclude that telephone lines
were the essenal component to an efficientlyjun phone
industry. How else are the voices going to communicate
with each other?[Figure 1.2 It turns out that the
infrastructure  was disposable, and it was the
communicationthat was the essential component. Many

I NS our2 dz& (part3 of Eslayivll neveiseeda tedghgi@keezause cell
G &dzNB 3t | Rphdrasdzan® webS phénds havwel raBe the\ Hakd line
Gnifragtrudtu& folisblete andzénnedeSshigg A O S =

Figure 1.2. Infrastructure is Expendable
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Source: Airport Way in Seattle.1962. Photo courtesy Washington State

Digital Archives.

OKIFIa dZ GAYlOSté

This is not an isolated example. Aneone industries are
shedding infrastructure in order to thrive in the
Information Age. EBaydid. Amazon did. Google did. And
0§KS 02 YLI y ArénaformivilliquicklyRyet yaQsed
by. For example,dok at how the music industry is being
bypassed byts next generation of customers who would
much rather download one song via MP3 than purclase

U 2 2entité UK o8 2 AL Andl Row hdnyF timésKinSthe AR A Y
5SfSusS a.

NE | S NE NBLX I OS A
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week did you use Google over the Yellow Pagasthe
Internet overEncyclopedia Britannica?

Wall Street should heethese warning signer it will be
completely bypassed by its next generation o§tomers.
Rapidly changing technology has become the great
equalizer as the Information Age is rendering large
infrastructures obsolete all over the world. Investors now
have immediate access taunlimited information and the
technology needed to bypass W&treet altogether. Not
only is Wall Street not exempt from becoming obsolete,
but recent events have made it ripe for becoming obsolete.

Figure 1.3. The Industry Lifecycle

THE INDUSTRY

LIFECYCLE

Source: Sullivan, Dan. Creative Destruction.
The Strategic Coach. Toronto, Canada, 2003.

E.The Age of the Broker: The Perfect Storm

Three powerful events have converged on Wall Street to
form the perect storm, powerful enough to send Wall
Street right tothe brink of extinction.

1) Creative Destruction Joseph Schumpeter states that
creative destructiod & (G KS aSaaSydal ¢
0SOlI dza S OFLAGEHEAAY
economic structure from within, incessantly destroying the
2f R 2yS:s
creative destruction accurately describes whatiigolding
before us on Wall Street. The financial services industry
finds itself in theDepleted Stagef the Industry Lifecycle
[Figure 1.3The most visible players are collapsing from the
inside and are able to create little new value in the
marketplace because their stock of intellectual capital is
depleted or covered by layers of bureaucradpepleted
Industries ignore transformation because they do not see it
or they do not understand how to respond to it. As a result,
G Ay Rdza G NE
the transformation andare able to create great value for

T Age of the BROKER
aryOSaa

AyOSaal yitwe beend | (A

their customers (TheEmerging Industly This value
creation is recognized and rewarded by customers,
spurring aGrowth Industry As theGrowth Industryslows
down, intelectual capital is protected more than it is
created, and innovation is discouraged as disrutivéis
creates aStatus Industrywhere the main players are
content to rest on past accomplishments. Eventually
customers see the industry for what it has bewe and
they leave, sending it into thédepleted Stageof the
Industry Lifecycle. There are only two ways out of a
Depleted Industry transform or be bypassed.

2) TheAge of the Brokeis transforming to theAge of the
Investor. Not only is capitalism woven into the fabric of this
country, but scare core concepts froh Y SNA O Q&
document The Declaration of Independenize
whenever any form of government becomes destructive to
these ends, it is the right of the people to alter or to abolish
it, and to institute new government, laying its foundation
on such principles and organizing its powers in such form,
as to than shall seem most likely tffect their safety and
KILILAYySaax. dzi é6KSy | tf2y3
usurpations, pursuing invariably the same object evinces a
design to reduce them under absoludespotism, it is their
right, it is their duty, to throw off sch government, and to
LINE A RS yS¢g

We think that Investors have readtehe tipping point
where nowthey no longer believe in Wall Street, at least
not in its present form. Just as the Declaration of
Independence shed hundreds of years of British
infrastructure andtradition, we bdieve that Investors are
finished with the Age of the BrokefFigure 1.#4and are
movinginto the Age of the Investowhere they willwield
much more of the control.

Figure 1.4. Age of the Broker vs. Age of the Investor

Age of the INVESTOR
iKS

| 2008

A 4

Investors First
Unbiased Independent Platforms

Brokers First

Company Platform Bias

Product Focus Investor Focus

Complexity Transparency
Leverage and Shorting Cash-Based Investing
llliquid Investments Immediate Liquidity

Hidden Fees
Predict the Future
Sales Driven

Transparent Fees
Prepare for Future Spending
Consumer Driven

Short-Term Performance Freedom from Market Noise

0 NI \asi|FadeMscodlia seeing Y S N Source: © 2009 The Willis Group, Inc.
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3) The Information Age. At the same time all of this is
happening, information became ubiquitous, technology
exploded and the Internet has given the world the ability to
speak with one mind and one language. No small feat,
considering that the last time that happened was abo
five or ten thousand years ago at the Tower of B&feie
resultisthat changgust went supersonic. Is occurring at

a velocitynever seen before in our histarkarge financial
bureaucraciegor the most part are in a state of denial and
only a fav of thosewho see itactuallyhave thecapability

to respond to this change in time to save themselves.

CHAPTERI

THE AGE OF THIRIVEST®

A.Age of the Investor: The Next Big Idea

Underscored throughout this transformatias that Wall
Street isnot the essentialelement of investing it never
has been. It has always been tmestor. The fall of Wall
Street poses an interesting choice for Investors. If Wall
Street fails to transform itselfindustry transformerswill
likely bypass thiBrokers Clutand build a new global
Ay @SaiySy lof teHdstbrysy $he lavestor,
andfor the Investog @

Figure 1.5. New Global Stock Exchange

THE NEW GLOBAL STOCK EXCHANGE

Source: © 2009 The Willis Group, Inc.

In our opinionthe New Global Stock Exchange (NGSE)
whatever emerges next should contain four founding
principles to avoid repeating the mistakes of the past
[Figure 1.2 logo example]

1. Investors Firgt PreferenceGiven Tdnvestors

2. CashBased InvestingNo Leverage | No Shorting
3. Immediate Liquidity & PricingNo llliquid Securities
4. Total Transparency & Full Discloguteevel Field

Envision a New Global Stock Exchange that requires sellers
to sell only what they ow and buyers to purchase only
what they can afford with cash. Sounds logical, even
elementary however, this is a radical and controversial
concept to most investment banking firms. Wall Street
insiders can scoff at the idea of no leverage and shorting,

but we believe Investors would flock to a fully transparent,
fully liquid, long only, casbased global stock exchange if it
was available.

We touch briefly oneach d these four principles next
because we believe thewre representtive of what
Investorswant to see innew investment structures and
asset management strategigming forward Investors in
the Information Age will prefer and reward portfolios that
are relevant to their specific needs. They will focus on
investments that offer total transpareyc immediate
diversification and full liquidity. They will trust unbiased
independent platforms that level the playing field and
minimize conflicts of interestLastly,longterm Investors
will avoid @set management strategies that fec on
leverage osshorting.

B.Aqge of the Investor: Investors FirstBrokers Last

The true center of the financial universe is the Investor.
Therefore, theNew Global Stock Exchanglould reverse
the order of priority given to Brokers and Investors by the
founding documats of Wall Street so that Investors are
LX F OSR FANBRGEZ al KSIR 27
Brokers, the shortest path between any two objects is a
straight line. At no other time has minimizing the number
of middlemen between the product and theustomer
been so important to staying in front of the competition.
And when the middlemen have conflicts of interest, it is
akin to letting foxes into the henhouse. Until the advent of
the internet, it was simply impossible to introduce the
customer diredly to another customer or product without
GKS dzaS 2F YARRESYSyo ¢KS
Now for the first time in history, this model is feasible on a
global scale. Through the lens of the Industrial Age it would
be virtually impossible to visuaé Wall Street without its
current infrastructure Through the lens of the Information
Age,however,we may see this happen overnight.

Figure 1.6. 1929 Panic On Wall Street

Source: Panicked investors on Wall Street on Oct. 24, 1929 -- amid the first selling
wave of the 1929-32 crash. Credit: Associated Press (AP)
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C.Aqe of the Investor: No Leverage

Ultimately, wsing leverage to increase returns is a wealth
killer. There are no shortcus on the long road to
financial independencd.everage on Wall Street takes on
many faces, but at its core, it is the act of purchasing
something with nothing in an attempb increase returns
Try to take a second look at that definition &you are
learning what leverage is for the first timis. this nvesting

or a product created by Brokers to speed up (or destroy)
the slow and steady creation of wealth?

Fast money is tempting because it promises to shortcut the
long road to financieA Y RS LISY RSy OS = 6 dzi
fit for Las Vegas than thidew Global Stock Exchangé/e
were conditioned during thé\ge of the Broketo believe
that leverage is necessary to run efficient financial markets.
But this message is pure propaganda blédng machine
that understands all too well what greed can do for sales.
Now, the carnage left behind by the use of leverage can be
seen strewn all over Wall Street and Main Street today. It
has quite literally brought Wall Street and this country to
its knees for the second time in 80 years.

Figure 1.7. Great Depression Food Lines
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Unknown/National Archives

¢tKS / NakK 2F Wudop | YR
1.7) that followed should have been the only wakeup call
this country ever needed regarding leverage. Instead, we
can now chalk up two of the largestskes of wealth in
KA&AG2NE (2 (GKAA AAYLRNIIyG(E

Leverage also muddies the water when it comes to
transparency. It is difficult to value a portfolio or holding
when leverage is a factor because the value can literally go
to zero overnight (Bures 1.8 6 X OZ ROV ® 2 KSy
know exactly what you own, financial confidence is lost
and Investors stay away. If tidew Global Stock Exchange

was cashbased, it would bring immediate stability and
legitimacy to the entire trading system.

iKS DNBI

Sure, somestrategies benefit from the use of leverage, but
leverageused to increase returns like unstable rocket
fuel and has a way of eventually blowing up in the face of
everyone who plays withitS @Sy 2 1 ff { GiNBSGQ
brightest. h y OS (1 KS  ypbwiedubbsn®, Eitighodpa
traded under $1 per share for the first time in March. After
becoming the largest bank by both assets and market
capitalization, Citigroup now ranks near the bottSriust

18 months ago the following companies were named
among thegreatest companies in the world (we could have
listed another 10 pages of tefer companies with
identical looking charts). What could have erased 30 years

Aofiv@dith this qiioli® KLever&yé. G S NJ

Figure 1.8-b. Bank of America 39-Year Chart
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Source: “Bank of America” Graph. Marketwatch, Inc. 06, April 2009
<http://www.marketwatch.com/tools/quotes>

Figure 1.8-a. Barclays 22-Year Chart
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Source: “Barclays™ Graph. Marketwatch, Inc. 06, April 2009
<http://www.marketwatch.com/tools/quotes>
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Figure 1.8-d. Citigroup 22-Year Chart
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Source: “Citigroup” Graph. Marketwatch, Inc. 06, April 2009
<http://www.marketwatch.com/tools/quotes>
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Figure 1.8-c. AIG 39-Year Chart a [ S & Sashuiediterally brought Wall Street and
o S this country to its knees for the second time in 80
- years.t KS / NI @n&the2GFeat'Bepdession
% that followedshould have been the only wakeup cg
80 this country ever needetlS 3 NRA y 3
o
jz E.Age of the Investor: Full Liguidity
% lliquid investments have their place, but they do not
20 belong on a public stock exchange where daily pricing and
4 ;° full transparency is required. llliquid investments require an
Sl i bl B extra Iaygr .of due diligence, middlemen and trust
<bitp://www.marketwatch.com/tools/quotes> relationships in order for thénvestor to be successful. For

the New Global Stock Exchangavestors need immediate
D.Age of the Investor: No Shorting access to their money and full visibility of their investments

Shorting has nothing to do with the original intent of at all times. llliquid securities offer neither.

investing and introduces a competing fotbat is wrought

with conflicts of interest.Simply put, shortings seling F.Age of the Investor: Full Transparency

something you do NOT own, arii KS LINJ OG A OS LQ?V Inglegtqrstwqytgelr financial world to .be clear and
financial instrument that the salt does not own at the logical. They are tired of the smoke and mirrors and the

time of the salet® Thisdefinition is worth a second look. If culture of complexity that Wall Street created and hid
42Y82yS KIR y2i 0688y &NBTAy 8aRind Thiggomplexity was tgenatgesof idad Jieqh 804 2
Wall Street influence, would they more likely identify this ~ Investing. The best ideas areeai and logical, and at its

practice as investing or fraud? core, so is investing. Creating a new culture of transparency

to replace the old culture of complexity will go a long way

toward cleaning this up. Even during the days of the-wild
and-woolly West you were required to play camtigh both

hands above the table for everyone to see. Those who
RARY QG 6SNB 2F0Sy akKz2ido b 2
field. Investorsand asset managersged full disclosure and

visibility to make prudent decisions. Therefore, tNew

Global Stock Exclmge should be founded on total
transparency.

b2 YIFIGGSNI K26 YIye (GAYSa $S8S00S KSIENR {(1KS IRAAGXAAS
aspects of shorting explained, it has never sounded like dnvestors want their financial world to be clear an
something that belonged in the same sentence with logical. They are tired of the culture of complexity
investing. In fact, it would b& dzZOK 6 SG G SNJ yI GKFG 2+ttt {GNBSGI ONB
Ayo@SaldAayaové b2 2yfteée R2S8S48 AU KFrws yZ NbISWFyuUS uz Ay@Said.
in the future growth of a company, but it introduces huge
conflicts of interests for partiebetting against the same

At first glance, déng something you do not own may
sound like a legal way to sell the Brooklyn Bridge, but the
consequences are actually much worse than that. When
you short a company, there are at least four potential
victims: the company, the company employees, the
company customers and the company shareholders (i.e.
the Investors.

NIy

G.Aqge of the Investor: Transformation

- A So, why does anyfothis belong in a White Paper?
company that Investors have placed their life savings Everything just went liquid. Many of the old rules and
Investing in the right companies is already difficult enough constructsof Wall Street and investirare simply gone. We

for Investors to figure out, let alone having to worry about all just experienced the DOW frézl from 14,000 to 6,500
the creation of a competing group set on bidding down ¢ N f £ A 2 yia 2F R2tfl ,N\Es. @QWB f 2

their shares ar_nd seeing the company fail. Thro_ugh the 8yes \eek we read about another giant on Wall Street failing or

of a Broker séhg product, shorting may look like a good being swallowed up by another entity. And the largest

way to boost commissions. But through the eyes of the 5, Y14 RAR (GKS dzyGKAYllof So ¢
!nvestp ro it has. no relevance to the. original intent of Without outside help and government intervention, you
investing. Shorting does not belong in theew Global likely would have seenfain on the entire banking system

Stock Exchange with pitchforks to follow[Figure 2.0

© 2009 THE WILLIS GROUPThe Future of Asset Management
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Figure 2.0. Banking System Failure

Source: Michael Steel Engraving. "A Run on the Bank." C 1880. Online image.
Bygons.com. 06 April 2009. <www.bygones.com/wbankrun.html>

All of this turmoil is the result of something much bigger
than a real estate bubble or a corruption scandal. What
you are now seeing is clear evidence of global
transformation at a rate the world has never seen before.
The Information Age just destroyedhatever was left of
the Industrial Age on Wall Street. Some of the best
companies in the world did not see this transformation
coming, and the ones that did certainly underestimated
the speed of its onslaught. The signs were staring us all in
the face as w watched China and India accomplish in 20
years what it took past civilizatioress long aslO0 times
that to accomplish. And the pace is quickening, not
slowing. The wake of devastation this transformation is
rendering to anything standing in its way (ang holding
onto an Industrial Age mindsetr strategie$ is widening
daily.

GThe events now unfolding on Wall Street are the
result of something much bigger tharreal estate
bubble or a corruption scandalVhat you are now
seeing is clear evidenad globaltransformation at a
NFGS GKS g2NIR KIFa

H.Age of the Investor: New Leadership

The main point is that the Information Age nst only
transforming the infrastructure of Wall Street, but itailso
changing the face dhvesting andassetmanagement at a
rate the world has never seen before. Investment banking
firms and asset managers that fail to recognize and
respond to this cange will fail and fall as the others have.
Many prevailing asset management strategies have lost
their relevance to Investors and therefore have become
obsolete. As with Wall Street, if it is not relevant to the
individual Investor, it will have a diffittdime surviving this
period of global transformation.

Rememberduring the Industrial Age the grid of telephone
poles that crisscrossed the entire country appeared to
everyone to be essential infrastructurier a successful
telephone industryHowever the Information Ageshowed
everyone in record time that it was communication
between peoplghat was the essentiatlement not the
huge entrenched infrastructure of telephone poles.
Likewise, theglobalinvestment industry is laout Investors
communicating with other Investqrand the Industrial Age
infrastructureis being dismantled before our eyes. If the
Information Age hashown us one thingjt has the ability
to ruthlessly cut through the complexity of arentire
industry and singleut the essentiaklementbefore any of
the industry leaders have time to thinkn our case,
everything points to thdnvestor as the essentiatlement
that will survive and come thragh this transformationnot
the Industrial Age infrastructure that has becem
synonymous with our industry.

G¢KS ySEG 3ISYSNIGAzZY
methodologies will be built around Investor
fundamentals. This, we believe, is the future of ass

YIylF3asSySyid Ay GKS Ly

CHAPTERII

ASSET ALLOCATION

A. ConsumptiorbasedFundamental Asset Allocation

The purpose of this white paper issbhow Asset Managers
and Investors how to recognize and respond to rapid
transformation so they can stay relevant and thrive in the
new global economy. Since the Investertihe essential
element in the financial universe, the Investor is the key to
unlocking the future of the industryConsumptiorbased
Fundamental Asset AllocatiofCFAA)introduces a new
generation of asset management methodologibat use
fundamental attributes of the Investor, not the investment,
as the primary determinant for all asset allocation
RSOAaA2yad ,2dz ¢2dA Ry Qi
center of the asset allocation process would be such a
radical concepthowever, most prevailing strategies use
the attributes of theinvestmentto determine how the
asset allocation of the portfolio breaks out (i.e. market
capitalization, growth, value, etc.).

© 2009 THE WILLIS GROUPThe Future of Asset Management
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Figure 2.1.

Fundamental Asset Allocation
Investor Spending

Traditional Asset Allocation
Investment Size & Style

= Investment

OoLD

Industrial Age

NEW

Information Age

Source: © 2009 The Willis Group, Inc.

Before we take a closer look at this new asset allocation
methodologyf S i Q & hoiv Hsiry led-ugnere.

B.Asset Allocation 1.0: TradingBocket Sience

Since the days of the Buttonwood, the traders and stock
jockeys always got the glory. That was the rocket science
the real game Even today, asset managers rise and fall on
Wall Street based on their ability to select individual
companies at the right time. The financial media almost
exclusively focuses on what to buy or setlay and what
will be the best performing assémorrow. But knowing
what individual company to buy and when to sell it has
never been the primary contributor to the lontgrm
performance of a portfolio. That honor goes to a well
known concept called asset allocation or the
diversification of a portfolio mong different asset classes,
categories and sectors.

C.Asset Allocation 1.0: The First Big Idea

In 1952 Harry Markowitz introduced Modern Portfolio
Theory (MPT}.His work was one of the first to show that
assessing the risks and rewards of individeacurities
when constructing a portfolio was not the primary
determinantof the overall performance of the portfolio.

Figure 2.2.

MARKET PORTFOLIO

RISK-FREE ASSET

«<——EFFICIENT FRONTIER

EXPECTED RETURN

RISK
Source: © 2009 The Willis Group, Inc.

2AfEAFY {KFNLIS FRRSR (2
GKS GaSTFFAOASYG TFNRBYyGASNE
Capital Asset Piity Model (CAPM) in 1984.Their
collective research in this area eventually earrsstth of
them a Nobel Prize. What was so significant about their
findings? Their research showed that asset allocatioot
market timing or security selectionis the primay
determinant of the risk and return, or performance, of a
portfolio.

@ iowing whatindividual company tduy and when
to sellit hasneverbeen the primary contributor to
the longterm risk and return, or performance, of a

portfolio.&

D.Asset Allocation 1.0: The New Rocket Science

Since then, major studies have set out to identify what
percent each factor contributes to overall performance.
Two separate studies by Gary Brinsorl and Roger G.
Ibbotsort® F LILISF NJ G2 LX I OS | aasi
above 90 percent. (Figure 2.3) Although the exact
percentage will always be in debate, we believe that most
asset managers would agree that asset allocatiothds
primary determinantof the longterm, or average, risk and
return of a portfolio.

Figure 2.3. Asset Allocation is Rocket Science
(Percent Contribution to Performance )

Individual Stock
Selection &
Market Timing

Asset Allocation

Source: © 2009 The Willis Group, Inc.

The significance of this fact cannot be overstated. The irony
is Wall Streetculture showcaseghe stock jockeys who
potentially only contribute to a small percentage of the
overal performance while most of the work is quietly
being handled by the asset allocation team. For us, this
focus on trading is backward and only helps to benefit the
billion-dollar industries that have emerged to feed off
individual Investors as they jumpofn one investment to
GKS ySEG K2LMAy3 (G2 flFLyR 2
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Focusing on the trading is like evaluating a car by its paint
job, or watching the warrup act and missing the main
event. The accessories are important, but never let them
distrad you from the actual product.

Because individual security selection and timing are
minority contributors to the overall performance of the
portfolio, these factorsshould nevebe the backbone of an
asset management strategy. This a misallocation of
resources that eventually lead to inconsistent
performanceas the manager cycles through hot and cold
streaks 9nce asset allocatiorfactors are the primary
contributors to overall performance, thebest asset
management strategiegre built from this fomdation.
Therefore, this is where we have determined to focus our
time, brain power and energy. Though it may be too boring
to draw the attention of the mainstream financial media,
asset allocation is the trugocket Scienad Wall Street!

& a I NJ &nd Sharpe received the Nobel Prize f¢
their research which showed that asset allocation
not market timing or individual security selection, i
the primary determinant of the risk and return, or
performance, of a portfoli@

E.Asset Allocation 1.0: The Evolution

Behind the scene, asset allocation has quietly evolved over
the past 50 years. Originally focusing on just two general
asset classes (stocks and bonds), asset allocation now
comes in many forms: Strategic, Dynamic, Tactical,
Momentum and a host of others.

Figure 2.4.

Us small Cap

US Large Cap

Source: © 2009 The Willis Group, Inc.

Although the implementation varies among these
strategies, the majority have been heavily influenced by
G02EE YSGK2R2t23ASa0o
individual stocks, fads and indexes into at least nine

investment banking firms that utilize and promote box
methodologies, one could easily mistake the box as the
Holy Grail of Wall Street

F.Asset Allocation 1.0: Investing In The Box
¢CKA& &.2E¢ GKS&2MA
each box has unique charactel
traits that allow asset
managers to control risk and
return by using specific
combinations of the boxes
when constructing the overall
portfolio. In theory, this
control allows asset managers
o maii -CV) K GKS Growth
desired risk and retum. The Source: © 2009 The Willis Group, Inc.

general idea is that the largest

companies are the safest in terms of risk while the smallest
companies carry the most amount of risk to the portfolio.

Growth managers buy the fastegtowing companies at

any price while value managers find quality companies
gK2adS aiG201 LINROS KlFa FlLffSy
International securities are considered a higher risk across

the board and are usually saved for more aggressive
portfolios. But these rules are chging, and even though

most portfolio managers and investment banking firms
recognize that the asset management landscape is in a
constant state of steady change, the industry as a whole

seems to be in denial as to the extent of transformation it
iscurrenf @ SELISNASYyOAy3ad 2S5 65t ASH
dead, killed by the microhip and the Internet.

AT

Figure 2.5.
The Box
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G.Asset Allocation 1.0: Box Strategies Are Obsolete

Are large companies now safer for Investors to own than

smaller companies? Is a company based in Ithéted

States now safer for Investors to own than a company in

Europe or Asia? If you cannot answeith a resounding

G, SaH¢ (2 GKS&S (g2 ljdzSaiArzya
determinans of asset allocation still the size, style and

location of the investrant? Better yet, what is theew

standard?

0StAS®S (KIFiG «a E
microOKA LI F yR

@ S

No
m
=
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We believe that box investing is one of the first asset
management casualties of the _Information Asset

¢ KS & Sjocaton Lbedis ha Ad Bk arvBr a@e&% Jonger

relevant to the Investor and are therefore obsolete.hy¥

boxes: Large Cap Growth, Large Cap Value, Large Cap Core
Mid Cap Growth, Mid Cap Value, Mid Cap Core, Small Cap
Growth, Small Cap Value, and Small Cap Core (Domestic
and International of each category). In fact, basedtton
overwhelming percentage of asset managers and

' Technology has flattened the playing field for all companies
no matter their size or location. Is the company lacge
or midcap? What does this matter in the Information

© 2009 THE WILLIS GROUPThe Future of Asset Management
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Age? Is it domestic or international? What does this matter
in a new global emomy?

During the Industrial Age, the larger a company ,\vilas
better chance it had to surviyand thus it was considered
lower risk to the Investor. Now, the large size of a
company can be a liability for responding to the rapid
changes presented bythe Information Age. Large
bureaucracies cannot adequately maneuver and are
unable to utilize the latest technologies in order to meet or
understand the changing needs dheir customers
[General Motors (GM), ewspapers, Kmart, etc...]. Instead
of higher isk, small and migdize companies may hawee
more flexible model that can adjust and adapt to quickly
changing markets. Craigslist only has 25 employees and yet
has been repeatedly valued in the billiéhs Google
purchased tiny YouTube.com for $1.65 duilf. And the

list grows daily.

During the Industrial Age, companies located in the United
States were viewed as having less risk than their foreign
counterparts due to many factors such as currency risk and
political risk. Now, because of technologgpidly rising
debt levels in America and the threat of terrorism, the risk
premium associated with domestic equities is beginning to
GNBOSNI G2 GKS YSIyé¢ 27F

The lowerrisk companies of the Information Age are those
that can best adapt and utilize rapidly changing
information and technology to enable them to identify and
respond to changing consumer needs and wants. Size and
locationare no longer relevant. If our hypothesis is correct,
02ESas AYRSES& IyR al 448
only by size and location will move sharply together in
correlation as we move further into the Information Age.
We are #&eady seeing evidence dhis change today
(Figure 2.6)

Figure 2.6. Correlation of Returns

One-Year Index Correlation of Returns
to the S&P 500 Index

For May 9, 2008 - April 9, 2009

Correlation
(%)

Annualized Annualized Standard

Index Name Return (%) Deviation (%) - +
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-40.16
-39.66
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-34.09
-34.09
-32.5
-41.12
-40.72
-39.57
-36.45
-35.74
-36.05
-34.38
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41.78
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48.77
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0.98
0.97
0.96
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Dow Jones U.S. Index

Russell 1000 Value Index

Russell 3000 Value Index

NYSE Composite Index

Russell 1000 Growth Index

Russell 3000 Growth Index

S&P 500/Citigroup Growth Index

S&P 500/Citigroup Value Index

Russell MidCap Value Index

Russell MidCap Growth Index

S&P MidCap 400/Citigroup Growth Index
S&P MidCap 400/Citigroup Value Index
Morningstar Small Core Index

Russell 2000 Growth Index

0KAa&

If the boxes all become correlated and lose their unique
character traits, they are no longer useful for risk
management. If they cannot predict risk levels for
Investors, they have lost their relevance and shouldbeot

a primary determinant of asset allocation. Even asset
YIEylFr3ISNAR KIF@S 06S3dzy (2 3INHzYof
limits their performance by restricting them to arbitrary

boundarie$’® hdzNJ 3dzS&8a A& GKIEG Ly¢g
box methodology very much &ier as it never fell into the
GGKAA YI{1Sa LISNFSOG aSyasSé¢ O2f

from Investors is that they understood this methodology
diversified their portfolios; however, it was often unclear to
them how the boxes were relevant to them.

The pupose of this white paper is not to lay out all of the

necessary evidence that would be required to convince
Wall Street to throw out its primary methodology of asset

allocation. Rather, we would like the world to consider a
much more relevant methodology.

oOur research has shown that the primary reasor
peoplesavemoney is to gain the capability to meet
their future spendingneeds¢

ySg At 20+t SO2y2Yed

H.Asset Allocation 2.0: The Bottom Line is Relevance

You can do two things with money. You can spend it or

you can save it. What is the reason thmople R2 y Q (i

spend every last pennthey earn? Our research has

shown that the primary reason peoplsavemoney is to

gain the capability tospendtheir money later to meet
Criiturean&e8sa viantsinidl-ethergeniids that Wil piiokige FodzA a K &
their future quality of life.

Since the Investor is the center of the financial universe
(investingcamot exist without Investors) and the primary
reason Investors invest is to gain the capability to meet
their future spending needs and desired quality of life, then
the asset allocation of their investment portfolio should be
tied as closely @ possible to their actual spending habits.
This is how you design a portfolio that is truly relevant to
the Investor. It is the fundamentals of thevestor not the
investment that should determine the asset allocation of
the portfolio and this is whyve named this methodology
ConsumptiorbasedFundamental Asset Allocation

owWhenwe talk aboutConsumptiorbased
Fundamental Asset Allocatigrwe are focusing on the
fundamentals of thénvestor not theinvestment
Remarkably, this is a major shifbtm how things are

S&P SmallCap 600/Citigroup Value Index -32.84 51.88 0.93 C) dZN\]\l\E y- l:' f é ﬁ 2 y é q)
Source: “iShares” Correlation Calculator. Barclays Global. 09 April 2009

<http://us.ishares.com/tools/tools.htm>
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CHAPTERV

( I:U NDAMENTAL ASSET ALLOCATI

A. The Next Big Idea:

ConsumptiordbasedFundamental Asset AllocatiorGFAA)
The purpose of this white paper isshow Asset Managers
and Investors how to recognize and respond rapid
transformationso they can stayelevant and thrive in the
new global economy. Since the Investor is the essential
elementin the financial universehe Investor ighe key to
unlocking the future of the industrOur solution for fixing
Wall Street is radically similar to the next step believe
asset allocation is making: Start oweith the Investor at
the center and build from there. When we talk about
Consumptiorbased Fundamental Asset Allocatignwe
are focusing on the fundamentals of ttmevestor not the
investment Remarkablythis is a major shift from how
things are currently done.

The standard process on Wall Street is for Investors to pick

a risk level they are comfortable witli / 2 y & SNIJI
GY2RSN}YGS¢ 2NJ alF 3aNBaargdsSe
preferences(@ L Y O2hEA SN 6 A A3 LIz
today). Next, the asset manager goes off to /hés
laboratory to analyze the attributes and risks associated
with selected investments in order to build this
GO2yaSNDI GADSeE LRNIF2fA20
the Investor vith the risk of the portfolio while maximizing
returns.

This process sounds logical because it is what we have
been taught for the past 50 years. But how is it relevant to
the Investor? How does this process give Investors the
capability to meet their fture spending needs and desired
quality of life? For example, if most of what Investors buy
during the year goes up in price only slightly and yet their
investment portfolio rises significantly, they are happy
because they have gained the capability to mmdéeeir
future spending needdf, however, most of what Investors
buy during the year goes up significantly in price and their
investment portfolis rise only slightly or fall, they lose
financial confidence because they may not have the
capability to meet their future spending needs and desired
quality of life.

GThe goal ofConsumptiorbasedFundamental Asset

Allocationis to give Investors theapability to meet

their future spending neds and desired quality of
f ATSoe

Further, in both cases it was pure chance that their
portfolios weregoing to meet their primary need. Why?

Because their portfoli® werebuilt around the attributes of

the investment rather than thelnvestor To simplify this
LRAY G f §tiaftonad R& SGKNMG yIF ISNDa
showed that a portfolio of ABC stock was the best fit for
0KS Ly@gSatiz2NDna adldSR NrRalkNB
first year, ABC stock surge@0tpercent while prices for
Investor Spendingncreased by only +10 percent. At the

end of Year 2, ABC stock grew by only +5 percent while
prices forlnvestor Spendingurged by +15 percent. In Year

One, Investors have the capability to meet the increase in

their spending needs; howevghey lose that capability in

Year Two. It is important to understand that no matter how

good the annual returns of ABC stock, it isspchance that

the growth or decline of the ABC portfolio will give the
Investos the capability of meeting their future spending
needs. This is because the performance of ABC stock is
most likelyonly relevant taa small portion of the InvesteR

overall spendingneeds Our thesis is that portfolios must

be directly correlated to Investor spending to be relevant.

Figure 2.7.

Consumption Based Fundamental Asset Allocation
(CFAA)

STRATEGY: Investor Fundamentals Determine Investment Portfolio
RESULT:  Investor Capability to Meet Future Spending Needs
& Desired Quality of Life

THE PROCESS
O Investor Spending Determines Portfolio Asset Allocation
O Investor Spending Determines Portfolio Risk
O Investor Spending (Global GDP) Determines Portfolio
Geographic Diversification
CFAA Managers Determine which markets and holdings best
correlate with Investor spending
Unique Methodologies of CFAA Managers (or Indexes) Differentiate
Portfolios & Performance
Primary Asset Allocation Categories are Unique
Geogaphic Regions are Unique
Individual Portfolio Holdings are Unique
e Buy/ Sell Methodologies are Unique
e Rebalancing Methodologies are Unique
Forecasting Markets is Irrelevant to Fundamental Asset Allocation

NA &

o

o

INVESTOR BENEFITS
O Freedom from Market “Noise”
Takes the Guess Work out of Investing
Portfolios are Relevant to Each Investor
Financial Control
Financial Confidence
Capability to Meet Future Spending Needs| Desired Quality of Life

000 O0CO0

Source: © 2009 The Willis Group, Inc.

B.Fundamental Asset Allocation: Investor Fundamentals
ConsumptiorbasedFundamental Asset Allocatiois built
around the Investor from the ground up because nothing
else is more relevant to the asset allocation process. The
goal ofConsumptiorbasedFundamental Asset Allocation

is to give Investors the capability to meet their future
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spending needs and diged quality of life. To provide them
with this capability fulfills their primary need for investing ConsumptiorbasedFundamental Asset Allocationan be
and gives Investors financial confidence. This is the core constructed on an individual, country or global scalee
deliverable for all asset managers and requires that we  process for individual Investors would be to match the
F20dza RANBOGT & 2n0 behdiSr. The/ @S asse? AlEcation Zoi dBejf Mkestment portfolio with their
current spending behavior of an Investor is the single  specific spending habits. As their spending changes over
greatest insight we have to their future spending needs  time, so should their portfolio. It is important to use
YR RSAANBR ljdzrfAde 27F A T@rent sgerdBiNGGE aiedsigning pofolislbgtansa (i 2 NA& ¢
spending behavior determines their asset allocation and to  forecasting future spending needswill lead to tracking
a large extentthe risk of their portfolio. error and portfolios that are not relevantto the target

Investos.
If Investors buy it, asset managers should own it in their
portfolios. How else can they provide Investors with the
capability to meet their future spending needs? This y @S a
2 KSNB | 2 dConfuhiSighbased Fundamental

Asset Allocationstrategy builds a portfolio around the ) ) .
primary products, services and commodities that the For portfolios with multiplelnvestors, the asset manager

dlf Investors buy itasset managers should own it
in their portfoliosé

Investor consumes each year. must look at a larger pool of spending data that matches
the Investor base. The asset manager then needs to group
For example, if a primary budget item famvestos is together the spending data into primary egories that

gasoline for transportation, then oil should be purchased in ~ Will ulimately comprise the asset allocation of the
their portfolio. If gas prices rise at the pumps, their portfolio. Managers with access to very specific spending

portfolio should give them the capability of meeting this ~ dat@ on their Investor base can design very specific
future increase in their spending needs. In addition, if a  Portfolios. For portfolios with the largest number of
primary budget item for an Investor is property rent or Investors, the asset magar would need.to focus on muc'h
property taxes, then real state should be purchased in broadgr data such as globa] spending pa_tterns. Since
their portfolio. When real estate prices rise, the chances  Portfolios  constructed  with ~ Consumptiorbased

are good that their property taxes and property rent will Fundamental Asset Allocatiomethodologies are unique
also rise. Thus, the growth in the real estate portion of their 1 the spending of their Investor base, they will invariably

portfolio is designedo give them the capaliiy to meet look diffgent. ~ As the Investor base grows in size,
this future spending need. similarities will begin to emerge with other large portfolios

because managers need to use broad spending patterns as
GKSANI 0SYOKYIFN)y® ¢KAa R2SayQi
portfolios  will be identical. Consumptiorbased
Fundamental Asset Allocationmanagers have wide

discretion on how to best align their portfolios with

Investor spending.

GThe current spending behavior of Invest@s the
single greatest insight Wevhavve to their fu}urve
spendingneRa I YR RSAaANBR

Almost every time we have explained this methodology of
asset allocation to Investors, they have walked away saying
G126 02YS y2 2yS StasS Aa R2]j
walked out of an investment banking apptment fully
understanding how my portfolio is being invested and the
process behind it. This makeerfect 3 Sy a SHE t N2
Investors with this type of direction and capability gives
them financial confidence and lays a foundation of trust ~ To illustrate, wedecidedto represent the transportation
with their aset manager. spending needs of our Investors with transportatiorels

(energy holdings) instead of wittiansportation vehicles
C.Fundamental Asset Allocation: Invest Where YouSpend 0 F dzi2 Y206 A€ S Ay Rdza i NBWhy? Td NI Ay S
The center of the financial universe is the Investor and sois ~move any object from Point A to Point B requires some
the next step in the evolution of asset allocation. fweare T2N¥Y 2F¥ SySNHeé&® 2S R2YyQu ass

oMainstream asset management strategies do ng

provide Investors with financial confidence becaus

they are no longer relevarib the primary reason
they investé

ANBG 0

right, the next generation of asset allocation United Airlines stock will give our Investors the capability of
methodologieswill be built around Investor fundamentals. meeting their future transportation spending needs. To
Designing relevant portfolios for Investdssthe future of illustrate further, iflocal commuting costs double, or if the
asset maagement in the Information Age. average plane ticket jumps from $250 to $500, the rise is

o

Y2NB fA18t@& RNAOSY o8& TFdzSt

© 2009 THE WILLIS GROUPThe Future of Asset Management
All Rights Reserved. www.thewillisgroup.net Pagel3



suddenly charge double the price for its cars. Furtiee,

if GM or United Airlines were required to dole their
prices for any reason, it is doubtful that their earnings or
stock price would also double as a result of the increase,
which would be required to give Investors the capability of
meeting this increase in their future transportation costs.
Our ®lution is to own transportation fuels through the
energy sector to give them this capability.

Similar issues arise in regard to representing healthcare
spending in the portfolio that everfonsumptiorbased
Fundamental Asset Allocatiormanager will approach
differently. Even if global asset managers agree on the
primary asset allocation categories, the similarities of their
portfolios will likely end there as managers use their
unique processes to determine which individual holdings
will comprise each category.

oConsumptiorbased Fundamental Asset Allocation
managers have wide discretion on how to best ali
their portfolios with Investor spending.

This diversity would benefit Investors because
Consumptiorbased Fundamental Asset Allocation
managers would compete to show how their unique
processes will best give Investors the capability of meeting
their future spending needs and quality of lif€anyou
picture 500 aset management f|rms all lining up on one
Intemet 4 9 EOK I y38¢ (2
approach best provides for a specific demograpbfc
Investor? Investors wouldbnly have toenter their specific
spending data and they would & routed to the
investments and asset managers that correlate best with
their spending needgjust one of the new features
Investors could @ to the NEW GLOBAL STOCK
EXCHANGEThis is how you provide Investors with
financial capability and confidende restore an industry
without trust. [Figure 2.8hows how we designeavo of
our own globalConsumptiodbased Fundamental Asset
Allocation portfolios]

aK2 ERAL Y & S?A'%aé'q{l‘ﬁnd grglicaip RUFPAEES.

Figure 2.8. Consumer Spending
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Source: © 2009 The Willis Group, Inc.

D.Fundamental Asset Allocation: GDP Diversification
Just as Investor spending should be the primary
determinant of asset allocation, Investor spending within
eachcountry, or Gross Domestic Product (GDP), should be
the primary determinant of the geographic diversification
of a global portfolio. Thus, Consumptiorbased
Funcamental Asset Allocationuses spending for asset
For example, if
Qa &aLSyRAYy3I Aa ¢ LISNOSy
global portfolio should attempt to allocate 9 percent of the
portfolio to China. This methadogy dynamicallyallocates
the portfolio to the geographic regions with the greatest
economic activity. Again, unique processes will produce
variances asCFAA maregers may determine that the
liquidity risk or political risk of a certain region could
overide the benefits given to Investgrshowever,
Consumptiorbased Fundamental Asset Allocatioruses
spending as its benchmark for the asset allocatiod the
geographic diversification of the portfolio.

Figure 2.9. Gross Domestic Product
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Source: “United States” Cc'nlm! Inre[/lgcma A; gann Wnr/d Factbook STAT-USA Web. 2007. 08 April 2009.
https://www.cia.g Ids/2001.html
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E.Fundamental Asset Allocation: Riskanagement by, Investor fundamentals. Essentially, a smelevant
With Consumptiordbased Fundamental Asset Allocatign portfolio becomes relevant ifthe retums meet the
portfolio risk is primarily determined by the volatility of the Ly @S atate?] Nk ddd return goals.
things Investors spend their money on. In a very real
aSyasSz I aidryRINR NARA] fSOStKBEadB2dS B Y2 A aS ASNEGR yBroma OMaNI
quality of Ife is dictated by their spending. Unless Investors @ 2 dzZNJ NB i dzNy a¢ YSaalraS 6S Kl &
are independently wealthy and this status is not at risk to years. This financial theology ultimately led Wall Street
change, they do not have the luxury of designing a  down a slippery path to becoming the largest trading
GO2yaASNDIF GAGSE LRNIF2f A2 (K etadino ke weta. nhényireg fodus tiseRdvestidnii K K 2 4
GKSe AaALISYyRe LT *KS& @l2Wii 7R fpibdd@ ghd GoSEIestor fundamentals, the natural result
GKSANI ALISYRAY3 yESRa (2 0S5 daCvyd & NiD bui ha@llS tanaximize returnswhich

usually comes at a very high cost. Investors are equally at
Once the primary categories of asset allocaton are Fl dzf G Ay GKAa NBIFNR Fa (GKSe@ |
determined for the portfolio, Consumptiorbased (bestperformer) when given the opportunity.
Fundamental Asset Allocationmanagers select the
individual positions that best representeh category and
offer the greatest eturn for risk (or, lowest risk for return if
that is the objective) Since asset allocation determines a
large part of the overall risk of the portfolio, it is inmemt
to note that the InvestaQspending habits have already
predetermined a certain risk level to the portfolio.

OAsset managers cannot see the future. They can
consistently predict when markets will rise or fall
over long periods of timeThey do not know which
sector, fund or stock will be the best performer of
the year. Assetnanagerssimplyguesst

A mandate to maximize returns always, inevitably, leads to
dnvestor spending determines their asset allocati gambling. The temptation to maximize returns has one
and, to a large extent, the risk of their portfoli. fundamental and critical flaw. It is the elephant in the room
and the final veil yet to be lifted from Wélitreet. Asset

Asset managers are limited to work their risk management ~ Managers cannot see the future. They cannot accurately

processes within the categories predetermined by Investor ~ Predict individual prices or market moves over long periods
spending. If the resulting asset allocation pushes the of time. They do not know which sector, fund or stock will

portfolio into a risk category that does not match the risk D€ the best performer of the year. Asset managers guess
category the Investor has requested, the Investors are and invesinent banking firms guess. Eventually, no matter
faced with a moment of truth. fley can accept the level of how choté managers get, their streak will end. Statisticians
risk their current lifestyle and spending needs have call this reversion to the mt_aanThe biggest deception
dictated or they can adjust their spending into lower risk ~ Propagated by Wall Streeuring the Age of the Broker
categories. In our experience, Investors rarely change their Was that by using the right methodologies and research
spending habits though it does happen. More often processes, asset managers have the capability to accurately

Investors accept the level of risk their lifestyle has dictated ~ @nd consistentlypredict individual price levels or broad
and managers must use their skill to best lower the risk ~ Market moves before they happen.

within each categoryduring the individual selection o i ,

process for specific underlying holdingdne other option Predicting market moves is a waste of time, eneaggl
exists. Investors can ratu to a traditional asset manager resources that could be spent on providing Investors with
FYR KE@S GKSY RSaAdy 02 yarshiis Ne posd gold ispanterepd of Gat rigopy; g 1 3
no relevance to their spending needs and just hope Managerssimplyguess. They have no control over market
everything works out in the end. In our opinion, this is movements. Too many influencing factors exist. If market
gambling with your future quality of life and will notléto fundamentals were the my factors to move markets and
financial confidence. the price of a stock or commaodity, then this business of
managing assets would get very mathematical very ¢uick
Quantitative Managers would win the game on pure math
and science. However, there are at least three other

E.Maximum Returns: Temptation and Deception
Traditional Wall Street managers can realhty go to one -
place to argue their case again€onsumptiorbased factors that influence markets and how they mov@ther
Fundamental Asset AllocationThey can argue that their than fundamentals, there are technicals, emotions and
portfoliosare d NBf S@I yiié o680k dzas (i K §anipyapopste name jast o feyvy It agsgtgnanggers could
design a portfolio that will outpace the growth of the accurately predict the future, Wall Street would not be
Investor§spending even though it is not tied to, or limited going through the crisis it isow facing.
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In an age of ubiquitous information, Investors need to
focus on what they can control and learn to ignore
everything elseSpendingsaving inflation, compounding

of interest and time can and must be controlled for
Investors to be successfin the new global economy.
Focusing on what you cannot contiela distraction at best
and gambling at worst. Rejecting the temptation to chase
the best performers of the day is another moment of truth
for Investors Will they allow the promise of maximum
returnsto distract them from building a relevant portfolio
that gives them the capability to meet their future
spending needs and their desired quality of life? We
believe that there is no shortcut to the slow and steady
creation of wealth that happensver time.

! fy2aid SOSNE G A @@sunpson f
basedFundamental Asset Allocatioto Investors,
they have walked away saying
WHlow come no one else is doing tltds?

G.Fundamental Asset Allocation: The Holy Grail

For Brokers,K S & mighE i8e the Holy Grail of Wall
Street but for Investors, it is Consumptiodbased
Fundamental Asset AllocatiarOne of the key benefits of
CFAAiIs that it has the potential towork all the time,
irrespective of market conditions. How? As long as Investor
portfolios are tied directly to their spending, their
portfolios should rise or fall in line with their spending
needs. If prices for their primary spending needsve
higher, their portfolios should rise as well. If the prices for
their primary spending needs move lower, their portfslio
should also move lower. In both scenarios the Inveater
given the capability to meet thefuture spending needs
and desired quality of lifeTherefore, regardless of whether
the marke goes up or down, the Investrimary reason
for investing is met andanresult in financial confidence
for them.

Figure 3.0a. 12 Month Price of Regular Gasoline

—— Crude

—#— National Avg —&— Wholesale

211 4

1614

1114

6//2008 8M1/2008 10/1/2008 12/1/2008 24/2009 44172009

Source: “AAA.” AAA.com. 06 April 2009.
<http://www.fuelgaugereport.com/>

A recent example of this was when the price of oil was cut
in half during a3-month period last year and our energy
holdings were down sharply as a resiiuring this same
period, gasoline prices at the pumps also fell from $4 a
gallon to $2 a gallon faonsumergFigure 3.0f So, @en
though ourportfolios were down our Investorswvere still
provided with the capability to meet their future spending
needs because their costs feliring thesame timeperiod.
Therefore, usingConsumptiodbased Fundamental Asset
Allocationto design portfolios that are relevant to Inster
spending can increase Investor confidence even during
difficult investment periods such as the current recession

H.Fundamental Asset Allocation: Prices Rise Over Time
Prices go up over time and destroy purchasing power
thereby becoming a primary threattheL y @S a (G 2 NA Q
to meet their future spending needs. Utilizing an inflation
beating investment strategy and compounding interest
over time is a straight path to financial confidence. At a
minimum, Consumptiodbased Fundamental Asset
Allocation portfolios are designed to keep up with the
price inflation of the products, services and commodities
Investors buy most. One of the underlying assumptions of
this methodology is that prices will go up over time. If you
believe that prices will fall over time, theBonsumption
based Fundamental Asset Allocatiotis probably not for
you. Why invest in assetisat fall in value over time?
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Figure 3.0b. Prices Go Up Over Time Figure 3.1. Decline in Purchasing Power of $1000 Over 25 Years
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But prices do go up over time in general. For the past 100 |, Fundamental Asset Allocation: Freedom

years the price of milktamps, houses and cars has gone A core principle o€onsumptiorbasedFundamental Asset

up, not down. The cost of living is higher today than it was  Allocation is that Investors are free to ignore financial

50 or 20 years ago. And despite down stretches such as the noise. The only relevant benchmark to Investors is whether
Dark Ages, the Great Depression and this recession, the or not their portfolio keeps up with their spending needs.
general trend is that prices rise over time (g 3.0b). No other benchmark is relevaninot the Dow Jones
{AyO0S GKS SINIe WynashutiikS NaverSgeAdk aninyividiat stodk 2t a $pécitic sdctorf nbtS Y
still a positive number and has had a large compounding  broad global index, not their neighbor and not the hot dot
effect on Investor spending over time. Keeping up with  currently being broadcast by thancial media. Nothing

inflation can be adifficult as beating the S&P 500 Index. else.
& h yof&he key benefits o€onsumptiorbased Stop for a moment and think of the freedom this offers
Fundamental Asset Allocatiors that it works all the Investors. They are the benchmark, not the countless
UAYS2Z ANNBALISOUAOQOS 2 products sold on Wall Street. There is a very good reason

that you likely will not hear thisignificantlifestyle benefit
1 f GK2dAK 68 R2y Qi 61 dinS G Sheded foRER foeltgrs- A Pilliedplan infgstructure
market moves, it doesn't take a mathematician to figure  lIves onts ability to keep the Investefattention captive

out that government stimulus plans, bank bailouts and ~ €Very waking minute of the day. The type of freedom that
record low interest rates will likely increase, not decrease, ~ Consumptiorbased Fundamental Asset Allocationffers

inflation rates. Furthenore, the developing world is Investors posesa threatto these industries. For Investors,
beginning to want what we want and live like we live. We this does not mean that they will never let their financial
areno longer the onlkids in the cady store Our guess is confidence be influenced by other benchmarks. It simply
that the world simply does not have enough resources to ~ Means that Investors now have the ability to shut it all off if
supply seven billion peopleith a quality of life equal to they choose to. Since no other asset ivalsiable agime,

I YSNAOFQa YARRES Ot aao ¢ KM Mgy )de he glepingt refi) By asERISUMBLION ¥ 5 y A (
commodities, and prices will rise. (Figure 3.1) Beating basedFundamental Asset Allocatiooffers to Investors.

inflation may not sound sexy, but it is the real deal. And if ]

our suspicions are correct, we are about to go through a  S-Fundamental Asset Allocation: Performance

new cycle of inflation greater than what we saw during the At & minimum, Consumptiorbased Fundamental Asset

WT rCangumptiorbased Fundamental Asset Allocation Allocation portfolios are desiged to keep up with the

portfolios are built to remoe this threat for Investors. price inflation of the products, services and commodities
Investors buy most. At a maximum, these portfolios have

GKS LRAOGSYGAlLt G2 LISNF2NY)Y o0SG0G¢
because these are the areas where people all over the

world primarily spend their money. Although
outperforming various markets is not relevant to
Consumptiorbased Fundamental Asset Allocatiomr its

Investors, we recognize that if we did not show some form
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of comparative study, the truth behind our words may
neve reach Main Street.

Therefore we performed a Xear study[Figure 3.Pbased

on a portfolio of five broad consumption categories and
compared them to the S& 500 Index over the same time
period. This is not meant to be an exhaustive study by any
measure; rather, our point is to show th@onsumptiorn
based Fundamental Asset Allocatiomethodologies can

0S aO02YLISGIAGAGSE a RSTAYSR

The five consmption categories selected for this study:

Real Estate Where Investordive| Work| Pay| Shop
Energy Heating Gooling Lighting TransportationFuels
Raw Materials FoodM etal§W ood|W ater|Grains
Bondg InvestorDebt|LoangM ortgage$Credit Cards
Capital Markets BranchameProducts

These five consumption categories were chosen by taking
spending data from several government souftesnd
groupingeach spendingcategoryinto broad themes. We
used five broad categories to represent a broad spectrum
27 LYy@Sadi2NBRQ LINXYLE NE
to hold substantially equal portions of each category over
time by rebalancing the portfolio annualyBecause a
globd pool of Investors vas assumed for thistudy, we
determined not to overweigh any one of these top five
spending categories Additionally for this specific study,
we chose to utilize stock, bond and REIT indexes to
represent each categol/

a L ¥ relil®l de system around Investors and provig
them with the capability to meet their future spending
needs and quality of life, you will give them financia
O2yFARSyOS® Ly NBGdzNg

Our reason for adding bonds to this portfolio was to target
Investor debt which is always tied to an interest rate
expense for the Investor. Because bonds pay out market
interest rates to their owners, we are able to offer
Investors the capability to meet their future interest rate
spending needs by owning bonds in their pditfe(debt is

a major expense for most American Investors)

We chose the S&P 500 Index as the benchmark in this 10
yaar stidy becaude ivieBvaited to show how this
YSGK2R2f 238 ¢g2dd R 02YLISGS |
We are not making a claim that our ass#bcation is
correlated to the S&P 500 Indedust as traditional asset
managers correlate all returns to riskespecially when

using benchmarks Consumptiofbased Fundamental

Asset Allocation managers correlate all portfolios to
Investor spendingwvhich stheir primary benchmark of risk

and return. Consumptiorbased Fundamental Asset
Allocation, therefore, K I & y 2 OGN RAGAZ2Y
benchmark. Nevertheless, to outperform the S&P 500

Index over a long period of time would show the
competitive nature ofthis methodology because it is
commonly reported that a majority of asset managers fail

3l

3 LIS v R Xoybéht thielS&PASO0EImblex2over tidffhd $&PRB@InSeX A Y S K

is relevant to our study because it i®cognized by
Investors and professionals as argtard benchmark for
the market.

oPrices go up over time and destroy purchasi
power, thereby becoming a primary threat tg
LY@gSai2NBQ FoAftAle O3
needs. Utilizing an inflaticheating investment
strategy and compounding interest over time as
straight path to financial confidence.
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K.Fundamental Asset Allocation: Differentiation | Alpha
This case study illustrates how much discretion a CHAPTER/
Consumptiodbased Fundamental Asset Allocation
manager hato best represent their Investor base. Even
after the spending data has been gathered and studied,
there is no set mathematical formula for optimizing the
portfolio to match Investor spending. Quantitative
managers have the option @hatching Investor spending
to the penny while other managers have the discretion to
use thew own ."’.‘SS“rT‘p“F’”*O. pr.owde Investors W'th changingenvironmens. One advantagef living in a world
Egigglgﬁn%i\ﬁz Ir:gl-rmzsg?/iﬁ:)tgnso:/nvnhaerfg;):rssur:allar?olzqse of ubiquitous mformationis that the winners and losers are
their uniqdzS LINE OSaa8a (2 ONBIGS W;’L‘F e(;%;'f?rlfo)\s Th'sﬁjﬂ 'ptf Eﬁ%ﬂeg'% %gaﬂgNsee
y 1s"goifg o h ono
other CFAAmanagers who use Investor fundamentals to emerginginvestment world
make their decisions.

FUTURE OF ASSET MANAGEME

A. The Future of Asset Management

During periods of transformation, the old leadessd
methodologiesare replaced by a negroup of leaderand
methodologieghat are able to create great valuerapidly

One maao-trend we have already identified is the shift
toward everything global. The Internet and rapidly
changing technology Iva leveled the playing fieldior
Investorsall around the world and given the planet the
opportunity to speak with one language andeomind for
the first time inmodern history.This global transformation
has completely changed the rules of investing.

Consumptiorbased Fundamental Asset Allocation
managers will each have unigue methodologies that will
differentiate their portfolios from otherGCFAAmanagers.
Each manager has to determine which markets and
holdings best correlate with their Investor spending. This
will result in unique portfolio holdigs, asset allocation and
geographic diversification. Their buy/sell methodologies

will also be unique as well as their rebalancing strategies. A secondtrend with far reaching implications for asset

managementmethodologiesis the shift fromthe Age of

Our goal is not to defend oneConsumptiorbased the Brokerto the Age ofthe Investor

Fundamental Asset Allocatiomethodologyover another
Rather,it is to create relevant portfolios that will thrive in
the new global economy and provide Investors with
spending capability and financial confidence. Ultimately,
we would like to sedrust restoredto an industry that has
given America so much. &Vbeliewe that Consumption
based Fundamental Asset Allocatiofis onestep in that
direction.

A third mago-trend in the investment world ighe shift

toward greater diversification. Instead of focusing solely on

stocks and bonds, we see Investadding new asset

classes to their portfoliosuch ageal estate gold, oiland

other commodities In this same trend & seea shift away

from buying individual securities toward purchasing
GolalsSiaéd 2F &aSOdNRAGASE O6SAGK
TheseFundsoffer investors and asset managesignificant

In addition to asset allocation, many other components of advantagesn this new era

investing are rapidly changing the face of asset

management in the emerging global economy. During periods ofrapid change industry transformers

recognize these trends first and respond by creating great

0One advantage of living in a world of ubiquitoy new value for Investors. Thegecrisisasopportunityand
information is that the winners and losers are mu become the new leadersAmidst the turmoil their ideas
easier to spot. This helps us identify trends and stand out a<lear and logial. They tend to have lean, flat,
what really is going on in the econofpg efficient models that adaptwell to technology They

embrace change and are built for spe&tlhenyou look
closely, you can already see their tracks as Investors have
begun to reward their innovation.

How do youdistingush the new leaders from the old
leader® One way is tosee who is thriving during
transformation and who is notOur review of the data
shows at least three cd& winners: ETFs, Fund of Fuadd
Index Funds.
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viewed as taboo by active managers, we believe that ETFs
are a hybrid that will eventually find their way into sio
actively managed pension plans. The advantages ETFs offer
asset managers will offset the internal fees, and the
performance of the overall portfolio will dispel any
perception that managers are not earning their kepep

in mind, asset allocationis the primary driver of
performance.

B. The Future of Asset Management: EHifsl Indexes

There is a good reasavhy Exchangdraded Funds (ETFs)
have grown at a rate of 35 percent annually since 1999,
making them the fastest growing global fund management
products to surface in the last 10 yedf€TFs are built for
the Informatian Age[Figure 3.3]

LYAGAFEte& ONBIFIGSR F2NJ AyadAaddziaAzya Ay GKS SIFENIieé& Wopna G2
of 2014 | dzBupériSkams (KK IESS SELISNA Sy OSR |

meteoric rise in popularity over the past five years. They
allow Investorsand asset managero target specific
sectors or entire countries. The efficient structure of an ETF
keeps its fees low and tax efficiency high. They offer full
liquidity and full transparency, and Investors do not have to
worry about sales loads.

By using ETFs in their portfoliogw assetmanagers can

focus their skills and resources on the area of the portfolio
gKSNBE (KSe OFy IRR (G4KS 3aANBIGS
managers who focus their time and resoes on individual

company selection. E3Fshift the focus of asset
managementonto relevant design and asset allocation

which is another step in the right direction. The
unprecedented growth of the ETF industry during Wall
{GNBSiQa { dzNIntozfth® yinformaliond A&t A (0 A 2 ¥
demonstratests relevance to institutional portfolios.

Exchangdraded Funds (E3Fexperienced record inflows
in 2008 degite facing one of the most challenging
investment periods in over a half century. Investors
poured more than $17billion in net new money into ETFs
for the yeaf® while longterm mutual funds saw outflows
of $22% billion, according to the Investment Company
Institute”. Investors and asset managers alike are
rewarding clear and logicainvestments thatoffer them
control, diversification, liquidity and transparency. (See
Figures 3.4 and 3.5)

As with any new technology, the earlyopters are the Just last month Goldman Sachs, Merrill Lynch and Morgan

ones with the most flexible models and are positioned to ~ Stanleyaunched a unique opearchitecture ETF platform )
benefit the most as a result. At this time, ETFs remain AY 9 dNNB LIS uUKlI U O2dz R Nb@2t dzu A
suspiciously absent from any of the largestnstitutional exchangeraded fund industry’”

pension funds, but we suspectitlis a result of entrenched

Industrial Age processes more than anything else. Although

the use of indexes in a portfolio sdraditionally been
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