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Outlook 2021: 10 trends managing assets in post-corona world

Editorial

2020 has been an exceptional year for asset

and wealth managers. In March, the pandemic
sent thousands of traders, analysts and portfolio
managers out of the office at a time when markets
were in a tailspin. This shift out of the office was
managed well. Not only did business get done, but
liquidity has kept flowing, giving the industry more
opportunities to fulfillits role as a transformer of
savings into investments.

Looking ahead into 2021, we believe the
effects of the pandemic on the industry will
only exacerbate a number of important struc-
tural changes with executives in Swiss banking
anticipating an accelerated development going
forward. For example, new digital-only platforms
are commoditizing large parts of the value chain,
forcing incumbents to rethink and sharpen
their value propositions. Moreover, clients are
basing their remote-only experiences during the
pandemic to advance new demands with respect
to the immediacy, connectivity and ubiquity with
which they interact with their providers.

Robert Ruttmann

Founder of Redesigning
Financial Services

o)

Olaf Toepfer

Head of Banking & Capital Markets
at EY Switzerland

03

Although the industry still enjoys growthin
assets under management (mainly due to asset
price inflation), the future is likely to become incre-
asingly turbulent to players ignoring the structural
changes taking place in the market while margins
continue to fall. We expect the implications of
the crisis to have a lastingimpact on the industry,
accelerate existing trends, and compel managers
to take strategic decisions faster than anticipated.
The structural changes are being driven by ten key
trends that are already challenging the industry.
These ten developments build the foundation of
this report.

We hope you enjoy reading this contribution
to the dialogue on Redesigning Financial Services,

and invite you to share your thoughts with us.

Yours faithfully,

Christian Mesenholl

Head Morningstar Central Europe

Christine Schmid

Head Strategy & Executive
Board Member, additiv
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Rising pressure on
active managers

In 2021, active managers are set to remain under
pressure to deliver alpha. The premise of active
investment is that managers with enough skill are
able to outperform the market average. However,
this view was challenged decades ago and has
since sparked a longstanding debate about

the ability of active managers to outperform

the market on average. This debate could even
become more contentious in 2021, after most
active managers failed to outperform the market
in avolatile environment that should have been
conducive todo so.

The coronavirus-triggered disruption of
2020 would have been the perfect opportunity to
outperform. And many believed that with volatility
returning the case of active management would
increase strongly. However, active fund managers
failed to outperform their benchmarks despite the
heightened volatility this year. In the first half of
2020, only 46.7% of global and 38.9% of US active
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managers outperformed their benchmarks before
costs were even subtracted (chart 1). Taking a
longer view over five years and fifteen years, the
data offers an even grimmer picture. Globally, only
24% of active equity managers outperformed
over five years, and only 18% outperformed
consistently over 15 years (chart 2).

This difficulty for most active managers to
outperform their benchmarks is also reflected
in the stock price performance of most large,
publicly listed invested managers - with the only
exception being Blackrock, the world's biggest
ETF provider (chart 3). Looking ahead, pressure
on active managers to deliver on their aim of
outperforming their benchmarksiis likely to rise
in 2021, which could push underperformers out
of the market, leaving more opportunities for the
more successful managers. In this sense, the gap
between performance leaders and laggards is set
tointensify.



Rising pressure on active managers

Chart1. Mostactive managers still underperform their benchmarks
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Chart2. Equity funds struggle to beat their benchmark
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Chart3. Mostasset managment stocks have struggled to keep pace with broader market
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Passive
attack set
to intensify

Technology today allows access to stock markets
at vanishingly low costs. Aninvestor can now

buy exposure to the market return via passive
products for an average of 20 basis points
(chart 4). These low and falling costs - along with
the difficulty active managers have had in beating
their benchmarks - have led to a tectonic shift
from active strategies to passively-managed index
funds.

Indeed, injust the last 10 years, passive
equity funds have enjoyed inflows of more than
USD 2 trillion, even as traditional active managers
have suffered outflows of over USD 1.5 trillion,
according to data provider EPFR (chart 5).
Moreover, this trend from active to passive has not
slowed in 2020. According to EPFR, another USD
375 billion flowed into passive vehicles in 2020. In
absolute terms, these flows have subsequently
increased the stock of funds invested passively to
over USD 12 trillion, with no sign of this trend losing
steam (chart 6).
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The drivers of this flight to passive products
are threefold: first is the difficulty active managers
have in exceeding their benchmark returns. The
second reason is significantly lower fees passive
products cost relative to their more expensive
active counterparts. The third main driver for the
flightinto passive products is regulation.
Directives like the Retail Distribution Review
(RDR) inthe UK or the Markets in Financial
Instruments Directive (MiFID Il) in the EU have
already incentivized greater price transparency,
thus reinforcing the demand for simpler, more
cost-effective passive products. Together, these
three drivers are likely to keep the demand for
passive products robust in a post-Corona world.
The implication for Swiss asset and wealth
managers means that passive products offer them
an opportunity to build advisory services around
more simpler, more transparent product offerings.



Passive attack set to intensify

Chart4. Lowastheycango?
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Chart5. Passive aggressive
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Price war
likely to
escalate

Costs seem to matter more than ever. The implica-
tion of the shift to passive products - which tend to
be cheaper than actively managed alternatives - is
that investors have become increasingly
cost-conscious. This new cost-consciousness
and desire for more cost transparency among
investors continues to force (active) managers

to lower their costs (Chart 7), lest they risk
suffering further outflows. Indeed, Chart 6 shows
that passive product fees are stillabout 6 times
cheaper than active products on average (011%
vs. 0.69%).

The trend toward fee compression
across all strategies has largely been driven by a
price war between mainstream exchange traded
funds (ETFs), which have seen fees fall by half
since 2010 to unprecedented lows (Chart 8).
Average expense ratios for passive equity ETFs
comein at 018% (down from 0.34% in 2013) while
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bond ETFs are even cheaper at 014% (down from
0.26%in 2013). Anecdotal evidence is even more
compelling: some equity funds managed by the
likes of Fidelity are now even free.

These developments put wealth and
asset managers into unchartered territory ina
post-pandemic world. Looking into 2021, many
clients may question the value for money they
receive from their providers and as such demand
more price transparency. In fact,a Capgemini
report showed that 33% of large clients disliked
the fees they paidin 2019, and that 20% of the
2’500 clients interviewed planned to switch their
money managers in 2021. The key takeaway here
is that money managers need to sharpen the value
propositions they offer their clients by offering
more specialized (and more holistic) advisory
services so as to complement the product pricing.



Price war likely to intensify

Chart7. Falling fees raise asset management consolidation pressures
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The quest
for scale

Smaller asset managers are being squeezed

on all sides. Cheaper passive funds are taking a
growing slice of the cake. For example, in October
2020 alone, low-cost behemoths Vanguard and
Blackrock together captured close to two-thirds
of netinflows into the exchange traded fund
industry. And for the year 2020, Blackrock and
Vanguard alone have collected over USD 540
billionin the first 10 months, which is up 36% on
the same period last year, according to ETFGI
data. These firms benefit from a virtuous circle, in
which lower costs mean lower fees, more inflows
and yet lower costs. Their dominance is only the
most salient sign of consolidation in the asset-
management industry.

The outlook for 2021seems clear: the
biggest firms are set to get bigger. A global elite
has already emerged that manages more than
USD 1trillionin assets (Chart 9). The growth of
these providers suggests significant and growing
advantages in scale, especially with respect to
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the production of low cost, plain vanilla products.
Moreover, this trend toward greater concentra-
tionis being accelerated by the fact that smaller
managers are forced to spread rising regulatory
costs over smaller revenue bases. Indeed, the
proportion of assets managed worldwide by the
industry’s leading 20 firms continues to grow
steadily, with these top 20 firms already contro-
lling over 40% of the assets managed by the
largest 500 (Chart 10).

Theincreased concentrationis set also
to widen the gap between leading and lagging
asset and wealth management firms, as small
firms getacquired. Thisin turn accelerates the
shift to a winner-take-all scenario. At the same
time, boutique managers with specializationsin
private markets (e.g. private debt, private equity
and private real estate or infrastructure) are best
positioned to buck the trend and could see signifi-
cant growthin 2021.



The quest for scale

Chart9. Thetrillion-dollar club
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Therise of
the retalil
Investor

The lockdown period has changed alot of
consumer behaviour. Consumers of financial
services are no different. Online retail trading has
risen enormously. The average number of daily
tradesis up by 75% this year (Chart 11) —and now
make up 20-25% of total US equity trades, which
isanincrease fromjust 10% a decade ago. The
trend has been driven by a number of factors:
first, the brutal price war among brokerages to
cut trading commissions to zero. Second, a new
generation of retail investors encouraged by
lockdown boredom, zero commission products
and lack of sports betting opportunities. And third,
with the Nasdaq up 40% on the year, influencers
on social media suggesting that “stocks only go
up” are generating a larger following. Looking
ahead, this trendis likely to only accelerate as the
next generation of investors get access to the new

technology-enabled tools to trade easily, cheaply
and quickly.

At the same time, this uptick in retail trading
also has adark side: Some observers worry
the new class of e-brokers have helped turn
the experience into something akin to a video
game with constant updates about profits and
losses and social media fuelling the frenzy. This
is particularly relevant in the context of academic
work that suggests that it is virtually impossible for
individuals to day trade for a living, which conflicts
directly to what the day trading personalities
assert. In fact, research shows that 97% of all
traders who persisted for more than 300 days
lost money (Chart 12). Despite this evidence, this
trend s likely to persistin 2021.



Therise of the retail investor

Chart11. Retail trading has skyrocketed
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The implications for the wealth and asset The opportunity for providersis to help protect
management industries are potentially far- retail investors and traders from losing a lot of
reaching. This new investor class tends torely money during the next correction. More speci-
less on fundamental analysis of companies and fically, this means managers can integrate new
more on speculative tips, consumer habits, and sources of information such as sentiment analysis
discussions on social media or recommendations  from social media insights into a broader service
from friends and influencers (Chart 12). framework dedicated to financial education.

Chart12. Fraction of day traders with positive profit
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Chart13. When deciding which companies to invest in, which of the following has to be true
for you to investin that company?
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Online trading

platforms
on therise

New online trading platforms (OTPs) have
benefited enormously from the boom in retail
trading (Chart 14). The best example of an
OTPis Robinhood, acompany offering zero-
commission trading facilities that grew its
customer base in 2020 to over 13 million clients
(Chart 15). But Europe offers multiple examples
of low-commission digital platforms too. For
example, Degiro increased its customer base by
45% and its revenues by 67% over the same time
last year.

But OTPs like Robinhood and Degiro are not
the only one’s offering zero commission trading
toretail investors. For example, digital banks like
Revolut, Money Lion, Sofi, or Square intend also to
offer commission-free trading and zero-minimum
account balances (Chart 15). Such developments
have pushed brokerages like Ameritrade, E-Trade,
Charles Schwab, and Interactive Brokers to slash
their trading commission to zero (Chart 16).
Importantly, these shifts are forcing established
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players to reduce their fees as well. For example,
Fidelity and JPMorgan Chase have significantly
reduced their feesin response to the OTP
zero-commission offerings.

The shift toward zero-commission trading
has enticed a new generation of investors into the
market. In fact, more than 50% of Robinhood’s
customers were first-time trading platform users,
and its median customer age was 31. The trading
activity of these new investors is further incenti-
vized through the use of behavioral nudges and
gamification elements. This makes the trading
experience seem like a video game with constant
updates about profits and losses and social
media fuelling the sentiment in one direction or
another. With the lower fees and the unique user
experience, the OTP space s likely to become a
key battleground in 2021 upon which fintechs with
big customer bases and brokerages challenge
incumbent wealth and asset managers.



Passive attack set to intensify

Chart14. Online brokers enjoy lockdown boom
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Passive attack set to intensify

Chart16. The stock trading ecosystem
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Next generation

clients shift
priorities

Younger investors are set to have different
expectations of their money managers. This point
is relevant because the coming year(s) will see
an unprecedented generational redistribution of
wealth. Baby boomers, the generation of people
born between 1946 and 1964, will bequeath no
less than USD 68 trillion in assets to younger
generations with different expectations of their
providers. And for Switzerland the assetsin
motion are notable: For the coming five years

EY expects wealth transfers of CHF 250 to 300
billion due to intergenerational transfers, pension
payments and corporate liquidity events.

Studies show that this next generationis a
demanding one. Spoiled by the seamless offerings
of large Internet companies, they want more for
less (Chart 18). They also desire more frequent
customer contact. At the same time, they are less
loyal to their advisors and change more quickly
when dissatisfied. They find it difficult to trust
banks and financial advisors and are more
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frequently skeptical about the value propositions
they are offered by their advisors. As such, they
also negotiate fees more persistently. Thisis
particularly due to the fact that thanks to digital
providers, investors today often have free access
toinvestment research and in-depth analyses.
Moreover, they often get their investment ideas
from avariety of online sources such as social
media and online discussion forums.

Indeed, next generation investors tend to
use technology-enabled tools to organize virtually
every aspect of their lives. But despite their affinity
for digital solutions, this customer segment
requires human advice in more complex invest-
ment situations (Chart 19). They also continue
to depend on the human advisor for important
life decisions such as marriage, the setting up of
company foundations, inheritance questions, and
financial planning for their own children. For finan-
cial managers who master hybrid approaches, this
generational shift offers great opportunities.



Intergenerational wealth transfer

Chart18. Importance of commission-free trading for millennials
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Intergenerational wealth transfer

Chart20. According to surveys, this new generation wants
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Mainstreaming

of sustainable

investing

A key driver of the mainstre-

aming of sustainable investing is

whether passive strategies are

being deployed to support this
growing trend.

The new color of money seems to be green.
Akey driver of the mainstreaming of sustainable
investing is whether passive strategies are being
deployed to support this growing trend.

At present, only about 7-10% of the USD 32 trillion
invested in “sustainable” strategies is done
passively (i.e. vialow-cost exchange traded
funds). Thisis set to change.

Indeed, as regulations incentivising the
integration of environmental, social and gover-
nance (ESG) themes continue to grow, many
large pension funds and insurance companies
are increasingly looking to passive products with

an ESGtilt. Such products help large institutional
investors achieve three goals: 1) keep costs down,
2) easily place very large orders according to ESG
criteria, and 3) to profit from the tax benefits of
passive ESGinvesting. Chart 21 shows that these
incentives are already boosting ETF investments
with an ESG bias to unprecedented levels for
both equity and bonds. This may be a sign of
atectonic shift in the way capital is allocated,
especially if one considers that existing ETF
products only incorporate exclusion strategies,
leaving enormous potential for growthin the area
of positive screens.

Chart21. ESG flows have already surpassed last year
Net flows to ESG ETFs in the EMEA region ($bn)
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Mainstreaming of sustainable investing

In addition to the realization that ESG
integration can offer investment value, many
investors also believe that they can make a
difference with their investments (Chart 22). For
example, 71% of all investors now believe that
their investment decisions can actually influence

the climate. Two years ago only 17% of investors
believed this. Furthermore, 84% of investors are
interested in receiving detailed impact analyses
of their investments. This data suggest that
sustainable investing is here to stay and s likely to
further enter the mainstream.

Chart 22. Investors believe they can affect change through their investment decisions
Please indicate if you agree or disagree with each of the statements below

Millennials

85%

Millennials

89%

Itis possible for my Gener@l
investment decisions to population
influence the amount of 0
climate change caused
by human activities 71 /0
Itis possible for my General
investment decisions to population
create economic
growth that lifts people 83%
out of poverty
M Strongly agree
[ Somewhat agree
B Somewhat disagree
M Strongly disagree
Source: MorganStanley, RFS.
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The power

of shareholder

activism

Proxy voting can be a powerful

tool for effecting corporate
governance changesin the

interests of important sustaina-

bility themes.

The integration of ESG considerations can
be achieved through security selection or via
shareholder activism. For example, proxy voting
can be a powerful tool for affecting corporate
governance changes in the interests of important
sustainability themes like climate change, biodi-
versity, labor rights, etc. This may mean exerting
pressure when it comes to strategy, remuneration
or governancerules.

Asit turns out, some asset managers
are faster-moving of ESG-voting than others.
Companies like Allianz and DWS are more suppor-
tive of ESG voting themes, while behemoths

like Vanguard and Blackrock have along way to
go—supporting less than 5% of ESG initiatives

on average. By voting against climate change
shareholder proposals at annual meetings asset
managers essentially shield non-active boards
from accountability on climate change —and leave
abig lever of change untapped. For example,
BlackRock and Vanguard voted overwhelmingly
against the climate-critical resolutions at S&P 500
companies. The good news is that the potential
for change via proxy voting for climate change
remains large.

Chart 23. Percentage of votes in favour of climate critical resolution
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The power of shareholder activism

Chart24. The 10 most and least supportive fund groups of ESG voting
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VOTED‘15-19
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A Nereen) o [
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Mainstay (Incl.IndexiQ) 976 _ 63%
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Federated 970 . 8%

Hartford (Wellington) 795 . 7%

JPMorgan 1,002 . 6%

Amundi (Pioneer Funds) 554 . 6%

I
IS
X

American Funds Capital Group 737

Vanguard 1,033 I 4%
BlackRock (incl.iShares) 1,033 I 3%
Lord Abbett 706 I 3%
Voya 1,027 I 3%
DFA (Dimensional) 1,004 I 1%

Source: Morningstar, RFS.
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A shift from

robo-advice
to hybrid
models

Robo-advisors like Betterment, Wealthfront or
even True Wealth in Switzerland have not met
expectations for client growth. As it turns out,
their low-cost business models often imply
prohibitively high customer acquisition costs.
Nonetheless, although robo-advisors have not yet
gained mainstream traction to compete seriously
withincumbents, their businessideais based on
relevant premises.

Indeed, some forms of advice like asset
allocation and fund or stock picking can often
easily be automated. This saves costs and
allows providers to lower fees, and thus address
alarge client segment. At the same time, many
providers have realized that the human advisor
remains indispensable, especially in more
complex or emotional situations. As aresult,

26

many incumbent players have started building
hybrid advice platforms, which help cut costs
while also providing human touch. Indeed, the
hybrid approach combines key aspects of the
technology-first approach with conventional
wealth management business models to provide
users with a cost-efficient and holistic service.

The advantages of the hybrid approach
are clear (Chart 25). The example of Vanguard's
Personal Advisor suggests large potential: the
service currently manages USD 190 billion worth
of assets (up fromjust USD 17 billionin 2015).
This example suggests much potential for
incumbents in 2021. It helps their relationship
managers focus on value accretive activities,
and of course to cut costs.



A shift fromrobo-advice to hybrid models

Chart 25. Wealth management business model comparison
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Conclusions

These 10 trends suggest that 2021 could be a
watershed moment for the asset and wealth
management industries. Looking ahead, size is
likely to evolve as one the mostimportantimpera-
tives as the gap between leading and lagging
asset management firms is set to rise. This should
force the acquisition of smaller firmsin what is
likely to become anincreasingly ferocious battle
for market share in 2021.

The benefits of tech-enabled scale are
clear: not only are asset managers better able
to pay for their rising (regulatory) costs, but they

will also be able to service and understand their
clients more efficiently. Future market leaders
now need to build the know-how for emerging
strategic concepts including hybrid advice,
building seamless omnichannel experiences for
clients, comprehensive sustainable investing
and advisory services, producing proactive and
relevant content, and defining a clear company
purpose. These leaders are likely to exhibit five
characteristics that will help them optimize the
perceived client value:

Chart 26. Five key characteristics
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Source: RFS.

In this context, leading firms are likely to
follow one of three strategic paths: first, firms
decide to go for alow-margin, high volume strate-
gies, seeking to acquire new assets; second, firms
decide to pursue alpha strategies and buy new
technological capabilities to build hybrid models;
and third, firms bet on a shifting business model,
aiming to build platform scale for distribution
rather than product expertise. This quest for scale
is likely to see a wave of disruptive acquisitions

and strategic alliances with tech companies
shaking up the market in the coming years.

One thing remains clear for the asset and
wealth management industries in 2021: COVID
has accelerated the structural transformation
and the race for the next generation business
models in asset and wealth management has
already begun.
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