WRAPS:

Strategic imperative or just the latest fad?

David Lomas KPMG Financial Services
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m Market drivers will transform the UK retail
distribution landscape

m New distribution models are already emerging

m How this might affect you — scenarios and options
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Wrap — a working definition
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“...an Internet-based, multi-product transaction and
administration platform which aggregates deals and
consolidates portfolio information for advisers and investors”
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Wrap — a working definition
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with additional features, including:

m Added value tools for advisers such as asset allocation and
modeling tools, research and client management functionality

m Back office administration for advisory firms
m Contains both tax-wrapped and non-tax-wrapped products

m Transparent fees, often by category — adviser, administrator,
investment manager
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Wrap — a working definition
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What is driving change in the UK retail market?
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1. Bear market has exposed weakness in current
models

Product charge capping
De-polarization — liberalisation of distribution
. With-profit regulation

LSRN

Demand for simplicity
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The impacts of change will hasten the adoption of
wrap platforms
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1. Increased margin pressure, requires low cost
operations

2. Decline of”insurance-based” investment with high
initial commissions

3. Consolidation among Independent Financial Advisors
(IFAs) and providers

4. Providers’ vertical integration into distribution

5. IFAs seek new business model to leverage exit
valuation
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A new advisory model is already emerging
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Product selling Advisory services
= Reliance on initial commission = Periodic fees as a percentage of
® Reliance on talented salesmen, R UL (ETERIa
limited succession planning = Proposition comprises ongoing
financial planning and investment

m Business value resides in top 3
advice
sales staff
- n " - = Business management not just
= Limited ongoing client servicing
sales management
= Limited asset allocation

- .
competency Succession plans based on clear,

robust business processes

- Bl Gl (i = Valuation multiple based on

® Valuation multiple around <1 x annuity earnings
commission turnover
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The service model is enabled by a wrap —
both operationally and economically
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Indicative operating revenue

Product selling
model

(bps)

>~ 50 bps 50-70 bps

= Advisers will access scale economies by outsourcing to wrap platforms

= Number of advisory firms will fall as business efficiency rises and some advisers
fail to adapt to new model
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Wraps will reduce providers’ control over product
and infrastructure
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Position on the value chain
PRE WRAP
Adviser Provider
Advice Transaction > Reporting Tax wrapper > Investment
POST WRAP |

Wrap provider

Adviser - >
Provider (without wrap)
—
Advice Transaction > Reporting Tax wrapper > Investment

Adviser

Provider (with wrap)
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Several players have begun to develop “wrap”

strategies both individually and collectively
——

INSURANCE ASSET MANAGERS, TECHNOLOGY
COMPANIES BANKS AND IFAs PROVIDERS
= Old Mutual (Selestia) m Abbey National m Transact
uZFS m Fidelity = Egg
m Skandia m Cofunds n7IM
= Norwich Union m Networks = Marlborough Stirling
u |[FAs
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Bargaining power will move from providers to
distribution and infrastructure
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Provider

Distribution Infrastructure concentration
— top ten % share
Life Asset
™ 12,000 IFA firms m 8% FuM on managers
2003 m 45% networks supermarkets
= 90 national IFAs m <1% FuM on = 68% 45%
with 25% share wraps

KPMG
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Bargaining power will move from providers to
distribution and infrastructure

Provider
Distribution Infrastructure concentration
— top ten % share
Life Asset
® 12,000 IFA firms m 8% FuM on managers
2003 ® 45% networks supermarkets
= 90 national IFAs u <1% FuM on = 68% 45%
with 25% share wraps
= 60% new
2008 = 3,000 IFA firms business on
{ ® 3,000 multi-ties wraps > )
scenario g 50 pational IFAs = 20 wraps, top 5 R 60%?
hold 70% share
- o
L N
R Bargaining power
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Rate of adoption?

—

Drivers

m Life office burning platforms
m |[FA consolidation

m Entrepreneurial investment

= |[FA model needs fixing

m Regulation, Sandler, Treasury
m Growth of multi-ties

Constraints

m Poor trading conditions
m Lack of capital

m |FAs’ track record with
technology

m Providers prefer status quo
m Little consumer impetus
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Example of SWOT from product provider discussions
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STRENGTHS

WEAKNESSES

m Capex
= Broker sales force to sell to IFAs
» Some existing web capability

= Some product wrappers could go on wrap

®m High cost base means dependent on closed
architecture/high product margins

m Slow decision making and slow to market
= Product - led mindset
u Poor legacy admin

= Poor track record in e-trading initiatives

OPPORTUNITIES

THREATS

= Build new infrastructure business, to
counteract margin squeeze in core business

®m Secure access to distribution

= Means to attract multi-ties and/or banks or
building societies

m Wraps could enable to enter new sectors eg
wealth mgt

m Sandler products sold economically?

= Route out of ‘legacy loop’ into true STP

m Wraps will cannibalise existing business

m Lose control of product structures / tax
wrappers

m Asset management capability will become
key capability

m Requirement to move towards institutional
margins
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Example SWOT from distributor discussions
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STRENGTHS WEAKNESSES

= Customer relationship ownership and = Product focus not service philosophy

knowledge of investor needs = Dependency on initial commission

Degree of control of Ris u Inefficient and lack of capex to invest

Growing trend towards taking trail

ngt = Inconsistent sales, compliance and advisory
commission

processes across firms and networks

= Limited competition from banks and DSF
= Scalability of business model, assets are
= Sales Mgt capability to run multi-ties people not processes
OPPORTUNITIES THREATS
m Means to move from reliance on initial = Wrap based advisory firms capitalise on
commissions to annuity income market drivers to take share from traditional
" " IFA model
m Way to leverage valuation multiple

= Banks and life offices with deeper pockets
move quickly into this space and gain
= Means to move to STP and avoid reliance on control of distribution on a large scale
ient p and raise pr

Platform for consolidation /attracting talent

= Economic recession slows down adoption
= Means to hard wire compliance of wraps
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What does this mean for the actuarial profession
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In Australia traditional products and “smoothed return” products have
little market share

Innovative ways to limit volatility for customers
»Asset allocation
»Use of derivatives
»Mechanistic smoothing
Move from pricing on a micro basis to macro basis — portfolio approach
Modelling support for segmentation analysis
Predictive modelling for sales effort, more sophisticated approach
Asset allocation excellence for end customers
Pricing the administration and commission structures
Higher involvement in unit pricing
Developing / integrating wrap based products with protection products
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Strategic options for Life Offices
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m Do nothing, hope for the best

m Transformation into a wrap-friendly, low cost operator

m Secure access to distribution via investment in wraps

m Model the market, model your options
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