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EXECUTIVE SUMMARY

PREPARING NOW FOR A
DIFFERENT FUTURE

The future of the investment industry is important for the functioning
of the global economy, for the approximately 2 million workers it
employs, and for the clients and end investors that depend on it to
manage around $100 trillion in assets.

This report, which includes findings from a survey of 1,145 industry .

. . o of investment leaders
leaders, addresses the issues that keep investment management t lidati f
executives up at night; they are the same issues that matter for CFA o expect consolidation 0

Institute as the largest association of investment professionals. the industry
Major shifts are underway that will likely result in significant change,
and leaders need a better way to think through the implications of

these shifts in various combinations—for their clients, the health of o expect investors will increase
the industry overall, and the ongoing sustainability of their own firms. their allocations to passive
o investment vehicles

Relevant megatrends include technological advances, redefined
client preferences, new macroeconomic conditions, different
regulatory regimes reflecting geopolitical changes, and demographic of CFA charterholders surveyed
.sh|fts£Thte.lndust?r/]'stpotentlal futur.ef.sttat.e is futrthertcomplllcatt.ed by o expect substantial or moderate
importan |ssue.s .a' gre yery specific to myes 'men organizations, contraction of profit margins for
such as trends in digitization and commoditization, downward ,

asset management firms

pressure on fees, pressures from sustainability, new tech-centric
business models, and other investment innovations. The scenarios

and analysis in the pages that follow offer a road map for leaders in 0 expect institutional investors
their strategic decision making as they seek to chart a course for the will look to reduce costs by
future of their firms. O insourcing more investment

management activities
This report also provides insights for professionals interested in

becoming future industry leaders by identifying the traits and
abilities that will be prized by future investment management
organizations. Finally, it suggests ways that the possible future
states of the investment industry could be influenced so that the
actual future state provides the best possible outcomes, by fulfilling
client objectives, serving end investors, and contributing to societal
wealth and well-being.

of investment leaders expect of investment leaders expect
o environmental, social and o globalization will offer new
o governance factors will o opportunities for investment
become more influential professionals
o of investment leaders expect 0 of investment leaders expect
Asian financial centers will technology will offer new
o become more influential o opportunities for investment
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FUTURE STATE OF THE INVESTMENT PROFESSION

UNDERSTANDING THE
INDUSTRY'S PURPOSE
THROUGH ITS MANY
MOVING PARTS

The fundamental purpose of finance is to contribute to society
through increases in societal wealth and well-being. Looking at
finance as an ecosystem reveals important interconnections and
points of friction in how finance currently works in relation to this
purpose. The financial ecosystem is:

Connected: It reflects the multiple diverse participants, people
and organizations and their connections with each other and

with the wider landscape. While the system is served by many
specialists, there is a need to understand the bigger picture.
Reflexive: It incorporates the two-way nature of those connec-
tions and dependencies. Specifically, it allows for reflexivity,
where landscape changes affect and are affected by participants’
beliefs and actions.

Non-linear: It allows for the jumps, or tipping points, that
characterize some of the properties of the system and are difficult
to explain with traditional theory. Simply put, crises happen.

The financial ecosystem rests on a singular fundamental transac-
tion: those with a surplus of capital but a deficit of ideas (investors)
provide capital to those with a deficit of capital but a surplus of ideas
(inventors, entrepreneurs, businesses, firms, etc.). When those ideas
are successful, then both the providers and users of capital benefit
by earning investment returns. CFA Institute argues that an invest-
ment industry of enormous value to society has grown from this

THE FINANCIAL

Savings/Capital

RN

kernel; but its sustainability is dependent on the nature of the value
delivered and the quality of trust between the end investor and the
organizations involved.

Uncontrollable forces consistently exert influence (sometimes
extreme influence) in the financial ecosystem, just as they do in

the natural world. The challenges the investment industry will face
in the future are currently being shaped by a number of megatrends
that already have significant momentum: people are living longer
and demographic structure is altering markedly, technology is
empowering individuals and organizations, economic imbalances
continue to grow in markets and society, the regulatory pendulum is
swinging faster, and natural resources are under stress.

Our focus here is on the investment function of finance, which lies
alongside the payment, lending, and insurance functions. More
specifically, the core purposes of the investment industry lie in
two overlapping areas:

e Wealth creation: Mobilizing capital for jobs and growth; the capital
managed in this chain creates societal wealth and well-being.

e Savings and investments: Deploying investment services for
wealth and risk management; the savings and investments
managed in this chain allow inter-temporal (over time) risk
management and increases in wealth.

ECOSYSTEM

Wealth/Well-Being

RN

Organizations
People Asset owners Landscape
Asset managers Macroeconomic
Employees . e
Intermediaries Geopolitical
Savers ) ;
Firms Society
Others
SPILLOVERS Governments SPILLOVERS Planet
Regulators \/’
Income/Return License to Operate
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THE ART AND SCIENCE OF
SCENARIO PLANNING

Even when forecasts are directionally correct in finance, they are usu-
ally specifically wrong. That is because the future of finance is created
by a combination of many moving parts and legions of complex inter-
actions; the result is inherently impossible to predict. Consequently,
we use scenario planning to reveal insights about the future state of
the investment profession, regardless of what future unfolds.

Our scenarios draw on a number of megatrends—large scale changes
in circumstances that are omnipresent in all facets of our world—that
are identified as virtually certain to disrupt the ecosystem regardless
of how the future unfolds.

EXECUTIVE SUMMARY

The megatrends are mixed with finance-specific forces in different
combinations to create unique scenarios in the form of narratives
about the future. These narratives are not forecasts; instead, each
narrative strives to tell a unique story. With these stories in mind,
decision makers are equipped to recognize the narratives as the
future unfolds and act early.

Our time frame is 5-10 years, which is long enough to allow
business models to substantively change in response to the
disruptive megatrends and forces we identify, but not so long as
to be overly futuristic.

MEGATRENDS COMBINE FOR POSSIBLE FUTURES

Megatrends

Big worldview changes not
specific to finance

Aging Demographics

Tech-Empowered Individuals

Tech-Empowered Organizations

Economic Imbalances

Government Footprint

Resource Management

Forces of
innovation and
disruption specific
to finance

7

<X

X

d

Scenarios

Tools to evaluate industry
changes

Fintech Disruption

Parallel Worlds

KR

Lower for Longer

Purposeful Capitalism
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FUTURE STATE OF THE INVESTMENT PROFESSION

FOUR SCENARIOS FOR
FUTURE STRATEGY

These scenarios represent four ways in which the future of
investment management could unfold.

Fintech
Disruption

New technologies promote new
business models; disruption
and creative destruction

are endemic; challengers do
better than incumbents; major
disruptions to the world of work

Major Elements

e Quickening flow of disrup-
tions from technological
innovation in digitization and
digitalization

® Fintech develops globally with

a particularly strong Asia-
Pacific element

e Regulatory infrastructure in
finance gradually integrates
technology-driven models

e Disruptions to investment

organization business models;

success with technological
advancement is critical
e Traditional active manage-

Parallel
Worlds

Different segments—by geog-
raphy, generation and social
group—engage in society
differently; a higher baseline for
financial services participation
with wider dispersion; product
preferences for personalization,
simplicity and speed

Major Elements

e Better worldwide education,
healthcare and telecoms
increase societal engagement

e Social media carries potency
to bring people together and
to divide, legitimately and
illegitimately

e Potential for mass disaf-
fection; consequences in
anti-globalization, populism,
and authoritarian nationalism

® New-style financial institu-
tions enabling personalized,

Lower for
Longer

New normal low interest rates and
returns become embedded for the
foreseeable future (5-10 years),
accentuated by lower levels of
global growth and higher levels of
political instability

Major Elements

e Limited success with interest
rate normalization; natural
interest rates stay low

e Growth challenges: indebted-
ness, adverse demography,
excess savings, China/EM,
companies hoard cash

e Large gaps in pension
coverage with longevity;
pension poverty

® Moves to lower-cost, higher-
tech investment solutions;
premium on innovation;
industry consolidates

e Private markets carry

ment shrinks; some growth in
alternatives, smart betas, and
outcome-oriented solutions

Smart machines and systems,

data analysis, and inference
play a disruptive role in
finance's evolution

Financial services becomes
highly personalized and
digitalized everywhere
Robo-advice and its "cyborg”
variants become preferred
style or tool for delivering
investment advice

simple, and speedy engage-
ment; trust is also needed

Big data serves customiza-
tion of investment products
to specific segments; more
reflection of personal values
Improvement in financial literacy
and empowerment produce
better financial participation
The "have-nots" act upon their
disillusionment with the system
The trustworthiness of the
tech model with tangible
products and immediate
gratification is tested in
investment contexts

© 2017 CFA INSTITUTE. ALL RIGHTS RESERVED.

growing weight in capital
raising; issues with opaque-
ness, liquidity, agency,
overcrowding

Corporate and public pension
costs rise to pay for increased
longevity and reduced returns
Disappointment with out-
comes rubs off on trust;
investment skill under pres-
sure to demonstrate its value
Geopolitical instability con-
nects with social instability;
inequality fissures; negative
feelings deepen; job fears;
immigration challenges

Purposeful
Capitalism

Capitalism's way of working
evolves; the investment industry
raises its game with more
professional, ethical, and
client-centric organizations
acting in aligned-to-purpose,
lower-cost, and efficient ways

Major Elements

e Governments and firms work
toward a more positive direc-
tion of travel for capitalism
with more respect for wider
stakeholders

e Markets for publicly listed
equity and private equity are
more fair, efficient, and deep
over time and grow as a result

e Firms and investment organi-
zations integrate their wider
purpose alongside their profit
motivations

e Asset owners are more

influential; they add focus to

longer-term value creation and
sustainability

There is an increased atten-

tion to fiduciary responsibility

in investment with better
alignment

Fierce competition for leader-

ship talent among investment

organizations; diversity and
culture are draws

Investment providers need

to have a "clean license

to operate" including ESG

principles



EXECUTIVE SUMMARY

ORGANIZATIONAL
GAME CHANGERS

Investment organizations can be divided into asset owners, asset Game Changer 1: New Skills for New Circumstances

managers, and investment intermediaries. These are all "people

businesses," dependent on talented leaders and staff to move e |ncreasing need for soft skills, like creative intelligence and

forward. Our survey asked about the most important skills for leaders influencing skills, given that technology will replace many

in the future, and the results indicate that investment organizations straightforward human processes

need to recruit and develop employees along new dimensions. e Adaptiveness to change is needed for increasingly disrupted
situations, but this skill is in short supply

Investment organizations looking to retool for the future face some e Training requires attention to ethical and professional orientation

challenges. It is particularly difficult to find people with the ability e QOrganizations need to increase their understanding of the

to articulate a compelling vision for the institution and to instill an interaction of skills in group settings

ethical culture—the two most-valued skills. But financial analysis e There is a critical need for increased diversity both for a

skills and ethics rank at the top of the list for training. business case and improved cultural strength

MOST IMPORTANT SKILLS FOR THE FUTURE

Bl FOR CIOs AND PORTFOLIO MANAGERS & FOR CEOs OF ASSET MANAGERS FOR CEOs OF ASSET OWNERS
Il HARD TO FIND IN LABOR MARKET

0% 10% 20% 30% 40% 50% 60% B TRAINING FOCUS
ABILITY T ARTICUL ATE 36% .
A COMPELLING VISION . 19%
FOR THE INSTITUTION 40%
53%
35%
RELATIONSHIP- 38%
BUILDING SKILLS 34%
27%
35%
SPECIALIZED FINANCIAL 20%
ANALYSIS SKILLS 31%
I E——— |
ABILITY TO INSTILL A 30% 38%
CULTURE OF ETHICAL 37 °
DECISION MAKING 2 42%
UNDERSTANDINGOF T, 25/’2$%
CORPORATE GOVERNANCE/ 9%
REGULATIONS 33% | °
25%
SOPHISTICATED 12%
KNOWLEDGE OF IT 13%
52%
KNOWLEDGE OF ST 24%
SCIENCE, ENGINEERING,
AND MATHEMATICS  a———10% 399
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FUTURE STATE OF THE INVESTMENT PROFESSION

The Role of Diversity

The other major dimension of workforce capabilities will be the
contribution of improved diversity. Diverse people are most often
identified through surface characteristics (gender, race, national
culture, education, sexual orientation, age, etc.), but the business
case for diversity is linked to intrinsic individual characteristics, such

as values, perspectives, experiences, knowledge, and way of thinking.

Diverse groups benefit from more and different ways of seeing
complex problems and, thus, better ways of solving them. A grow-
ing body of research has shown the link to better performance and
better culture that a gender diverse industry could have. There are
opportunities to benefit from cognitive diversity and overcome the
risks of groupthink.

WHEN IT COMES TO THE GENDER DIVERSITY OF A TEAM
OF INVESTMENT PROFESSIONALS, WHICH ONE OF THE
FOLLOWING BEST DESCRIBES YOUR VIEW?

Bl CFAINSTITUTE MEMBERS I RETAIL INVESTORS
I INSTITUTIONAL INVESTORS

50%
a8%
4% 459
40%
30% "
30% 599, 29
26%
24%
20%
10%
0%
DIVERSITY = DIVERSITY = DIVERSITY
BETTER PREFERRED DOES NOT
PERFORMANCE ENVIRONMENT MATTER
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The benefits of gender diversity to improve outcomes are beginning
to be understood by the investment community, as indicated by the
accompanying chart from earlier CFA Institute research.

These issues warrant increasing leadership attention given that the
materiality of behavioral factors to decision outcomes has become
clearer, and is in synch with the thinking and methodologies to make
progress on this front.

Game Changer 2: New Pensions and Lifetime
Savings Models

Private pension markets are barbelled—adapting the mature
markets and developing the immature ones

Best practice is usually found where there are "win-win"
alignments between far-sighted sponsoring firms and well-
governed pension funds

Pension engagement and advice is ripe for disruption—it needs
new models that use technology more efficiently

Increasingly, private pensions will follow the Defined Contribution
(DC) model with a flexible investment platform and behaviorally
smart design

Low levels of contributions and low returns produce inadequate
retirement income; working later in life is necessary

Game Changer 3: Evolving States of Trust

Trust is mediated by the values, competencies, and transparency
of our investment organizations

Trust reflects a particular type of communication model:
communicate early, fully, and often and to fill gaps in
understanding

To build trust, show some societal responsibility; deliver to expec-
tations in competency and ethical practice; add consistent value
Trust will rise in the industry if selection of future talent
emphasizes strong values

Trust will be influenced in future by innovation in technology—for
example, blockchain technology distributes trust



THE TRUST EQUATION

Trust from an end investor is the dependency on a service provider in
a situation of risk over a prolonged period.

The type of trust expected by an end investor is far more complex and

tacit than the trust expected by the end user of most any other product,

regardless of its type or business sector of origin. Its importance
grows with the size of risks taken and the length of the term of the
relationship—making it core to investment service delivery.

Trust and value in investment are interconnected. For the end
investor, value will relate to perceptions of outcome relative to
expectations. (In other words, do not think first of performance
versus benchmarks as these do not represent particularly relevant
expectations for most investors.) Value and trust are developed by
an individual or an organization by building credibility and demon-
strating professionalism as captured in the "Trust Equation.”

CREDIBILITY

License to operate:
End investors need experience: Can this
assurance that their individual or organization
investment professional add value? Performance
or organization is pro- track records are impor-
fessionally accredited tant but there are other
to provide the service ancillary elements mostly
needed to succeed. concerned with quality
assurances.

_|_

Track record and

PROFESSIONALISM

Competency: The mix of
competency attributes
needed for an invest-
ment role varies. Subject
matter knowledge, client
listening skills, and
problem-solving skills
are very critical.

Values: Strong ethics
and client-centric focus,
where empathy and
loyalty in putting clients
first are critical; the
values of a fiduciary are
relevant, prudence and
loyalty in particular.

TRUST AND VALUE

EXECUTIVE SUMMARY

The Trust Checklist for Organizations

At a simplistic level, a highly professional firm is filled with
many highly professional individuals. To achieve this across
an entire organization, however, a complex coordination
challenge must be met, and its solutions require good
culture and an appropriate business model to secure
alignment to the necessary attributes of credibility and
professionalism. Trust in the context of the investment
organization spans a spectrum of critical attributes.

Transparency

Organizations should display "glass door transpar-
ency" of all things, including business processes,
limitations of the investment process, risks, perfor-
mance reporting, fees and theirimpact on portfolios,
and potential conflicts of interest. They should be
candid about the mistakes they have made and
explain what steps they are taking to correct them.

Realistic Measures

Firms and their employees need to be realistically
measured in relation to financial and non-financial
goals over relevant time horizons. End investors are
concerned with outcomes.

United Values

Alignment of values between firms and all of their
stakeholders is critical. Organizations build their
strongest trust by being aligned in their purpose,
objectives, and way of working with those they serve.

Sustainable and Fair Rewards

Fees and rewards need to be fair and reflect the
value clients receive. Trust will best be secured

when there are incentives for agents to do their
absolute best for their clients.

Time-Tested Relationships

Good relationships develop over time and allow

the client to develop confidence. Research shows
that people are much more trusting when working
with consistent partners—a situation which offers a
chance to build a good reputation through repeated
interactions.

WWW.CFAINSTITUTE.ORG/FUTURESTATE 9



FUTURE STATE OF THE INVESTMENT PROFESSION

TOWARD GREATER
SOCIETAL BENEFITS

Aspirations Align with Need

Making a consistent and determined contribution to societal wealth
and well-being is not just a nice goal for the investment management
profession—it is quite possibly a matter of existential importance.
The good news: the research shows that investment professionals
aspire to a more positive social contribution.

We offer below a model for creating a healthy investment industry
by looking at the potential outcomes from the interaction of differing
levels of industry versus societal benefit.

Potential for the Industry

1%
217

of investment leaders describe
the impact of the investment
industry as very positive for
society today

of investment leaders expect the
impact of the investment industry
to be very positive for society
contingent on stronger principles

FOUR STATES FOR THE RELATIONSHIP BETWEEN INVESTMENT MANAGEMENT AND SOCIETY

GREATER INDUSTRY BENEFIT

INDUSTRY Less Societal Benefit

e Untrusted and value-unfocused;
unethical and unsustainable industry

e |[nvestment industry does not have
"clean license to operate”

e Investment industry profits but from a
smaller industry base of revenue

4

N

PROFESSIONAL
INDUSTRY

® Trusted and value-focused;
ethical and sustainable industry

e |nvestment industry does have
"clean license to operate”

® |nvestment industry and society

ultimately flourish

More Industry Benefit
More Societal Benefit

\4

ABSENT Less Industry Benefit
|NDUSTRY Less Societal Benefit

e Malfunctioning capital markets;
limited investment opportunities

e Noinvestment industry of any
material size

e No innovation and no growth of any
material size

10 © 2017 CFA INSTITUTE. ALL RIGHTS RESERVED.

UNNECESSARY
INDUSTRY

e Traditional industry untrusted;
radical disintermediation
® |ndustry as we know it is displaced

and declines

e Alternative providers/technology

platforms fill the gap

Less Industry Benefit
More Societal Benefit

1143N39 Tv13130S ¥431v3IyH




IDEAS TO MOVE THE
NEEDLE TO A BETTER
INDUSTRY

The research that underpins this report tells us that change is
coming. We have anticipated how that change might play out in
planning scenarios, and what state the industry could end up in
depending on how well it adapts to change and to what degree it
earns (or does not earn) widespread public trust.

We believe the following "to-do" list and a road map derived from it
can be the first steps in the journey toward a future where a healthy
investment management profession benefits societal wealth and
well-being.

Professional Transformation: Identify What Is Needed
to Go from Industry to Profession

An "industry" is defined by the circumstances of producing
something of value to a consumer. A "profession” is different; it
extends a license to operate to individuals and organizations that
is granted and maintained by containing requirements for entry,
standards of fair practice, disciplinary procedures, and continuing
education for its professionals in conditions of an ongoing relation-
ship. In doing this, the profession combines value and trust. The trust
in this arrangement is of considerable value, not least because it
creates the conditions for growth in societal wealth and well-being.
The open questions are: How can the investment industry evolve
so that it shares identifiable and key characteristics in the manner
of medicine, law, and accounting? What is the current gap? What
benefits could arise from filling this gap?

Fiduciary Implementation: Master the Meaning
of "Fiduciary” in a Way That Can Be Effectively
Implemented Even with Inherent Conflicts

Fiduciary responsibility in most jurisdictions means putting the inter-
ests of beneficiaries first when determining investment strategy,
limiting conflicts of interest, and investing to the standard of care

of a prudent expert. All investment organizations face the practical
issue of balancing these requirements within the context of their
own viability. CFA Institute will be conducting further engagement

on how organizations should be dealing with fiduciary responsibili-
ties and other issues where legal and regulatory framewaorks are at
potential conflict with the ambiguities and uncertainties endemic to
the investment field.

EXECUTIVE SUMMARY

Stronger Standards: Specify and Influence Culture and
Practice with Regard to Values and Costs

CFA Institute successfully introduced standards for presentation of
performance records in the form of the GIPS® standards. There may
be other areas of practice that could benefit from such an approach.
We cite standards for the structure and size of fees and costs as
one possible idea. We also believe that the testing of new types of
investment products could be the subject of standards in ways that
draw on practices in other industries and professions.

Work toward Better Diversity

Diversity is desirable for a combination of cultural and financial
values. Research suggests that diverse teams are better at complex
decision making and that surface-level diversity issues, such as
gender, have a first-level impact, but that cognitive diversity is more
deeply impactful. CFA Institute is developing a mix of research, advo-
cacy, and standards to support this developing field.

Leverage the Ecosystem

CFA Institute has more than 146,000 members worldwide, and this
vast group is sometimes tapped to achieve a global view on a wide
spectrum of issues. We are struck by the potential of networks
empowered by new technologies to focus political and social capital
in particular areas. Our membership can speak more powerfully for
society's benefit through such a mechanism, particularly if it speaks
with one bold voice.

WWW.CFAINSTITUTE.ORG/FUTURESTATE 11



FUTURE STATE OF THE INVESTMENT PROFESSION

A WAY FORWARD

We have put forward a number of steps and ideas by which the invest-
ment industry can realize its fullest potential, and we now encourage
our members and industry leaders to act to make this a reality.

CFA Institute is committed to further consultation with leading
industry figures on the following:

e Creating aroad map for moving our industry to higher standards
of professionalism, with its implications for fiduciary responsibility
and for attaining the status of a profession

e How we can work together on the most pressing industry
issues, particularly business models that capture purpose, trust,
and value; cultural values that are inclusive; and technological
competencies that streamline our industry

® How the CFA Program can maintain its edge in fast-moving
industry conditions

The future is a choice to

be taken by you applying
foresight and coherent
actions...not an outcome given
to you reflecting uncertainty
and compelled reactions

About the Report

In 2016, CFA Institute commissioned the Institutional
Investor Thought Leadership Studio to survey members
of the investment management profession for an over-
view of the current and future state of the profession.

A guestionnaire was distributed to two lists, one drawn
from Institutional Investor's database, the other from
CFA Institute. There were 1,145 responses (644 from CFA
Institute) collected from 8-22 December 2016, with a
margin of error of 2.9%. In addition, Institutional Investor
conducted interviews with 19 executives in the invest-
ment management profession to obtain context and
further details about the collected data.

Authors: Contributors:

Rebecca Fender, CFA Giuseppe Ballocchi, CFA

Robert Stammers, CFA Richard Brandweiner, CFA

Roger Urwin, FSIP Anne Cabot-Alletzhauser

Jason Voss, CFA Margaret Franklin, CFA
Lutfey Siddiqgi, CFA

Steering Committee: Gary Baker, CFA, John Bowman,
CFA, Michael Collins, Bjorn Forfang, Stephen Horan, CFA,
Nick Pollard, Nitin Mehta, CFA, Kurt Schacht, CFA,

Paul Smith, CFA

Additional thanks go to Bristol Voss, Nicole Lee, Tara
Smith, and Melissa Carroll of CFA Institute, and Sam Knox
of Institutional Investor Thought Leadership Studio, as
well as the many industry leaders who participated in
the research.

CALL-TO-ACTION FOR THE INDUSTRY

Start with Build the Plan for Produce Make Trust
Purpose Talent ) Disruption the Value Happen
Enlightened Values Foresee the Outcomes versus The biggest
self-interest critical scenarios expectations edge of all
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FUTURE STATE OF THE INVESTMENT PROFESSION

THE PURPOSE OF FINANCE
AND HOW WE GOT HERE

The Purpose of Finance

CFA Institute believes that finance is a means to an end. In its most
simple form, it enables excess funds of savers to be made available
to those entities in need of monies to put their ideas into action.
Ideally, it produces outcomes in which all the participants in the
transaction benefit. This textbook definition can be summarized in
a guiding principle for all who lead the investment profession and
claim the title of "professional™:

The fundamental purpose of finance is to contribute
to society through increases in societal wealth and
well-being.

Indeed, finance has contributed enormously to economic growth
and prosperity in the past. This research analyzes how finance's
future societal footprint can be strongest. Our focus here is on the
investment function of finance, which lies alongside the payment,
lending, and insurance functions of the industry.

Key Takeaways

e Looking at finance as an ecosystem reveals
important interconnections and points of friction in
how finance currently works.

e Even when forecasts are directionally correct
in finance, they are usually specifically wrong.
Consequently, we use scenario planning to reveal
insights about the future state of the investment
profession, regardless of what future unfolds.

® |[nvestment management firms and their professionals
need to prepare for several inevitable megatrends,
including shifting demographics, disruptive technolo-
gies, economic imbalances, regulatory scrutiny, and
natural resource constraints.

e Opportunities exist for firms that are adaptive to
changing circumstances and focus on their end
clients by delivering on their fiduciary duty.

14 © 2017 CFA INSTITUTE. ALL RIGHTS RESERVED.

More specifically, the core purposes of the investment industry lie in
two overlapping areas:

Wealth creation:
Mobilizing capital for
society-wide jobs and
growth; the capital

Savings and investments:
Deploying investment
services for wealth and
risk management; the

managed in this chain
creates societal wealth
and well-being.

savings and investments
managed in this chain
allow inter-temporal (over
time) risk management
and increases in wealth.

The effectiveness of the industry is best judged in relation to its ability
to produce sustainable societal wealth and well-being. Societal wealth
is measured directly by financial success, and societal well-being

in its widest form maps to sustainable development goals (such as
those outlined by the United Nations).

The Problem with the Investment Industry

We believe the investment industry is struggling to recognize these
end purposes. Too often the business side is put ahead of the client
side, and finance then becomes an end in its own right rather than a
facilitator of economic activity. Investors and those who make capital
markets work need to reconnect their work with the larger purpose of
using capital to be supportive of societal wealth and well-being.

We see this disconnect in the industry's obvious preoccupation with
trading claims to wealth, with a lesser focus on actually creating
wealth. Although this might be valuable in providing savers with
appropriate assets, and plays a role in efficient price discovery,
these benefits do not appear to be commensurate with the revenue
earned by the industry or its size in the context of the overall
economy. Evidence suggests investors are not supplying significant
innovation capital in listed equities; the size of the public equity
market has, at best, moved sideways in recent times, with share
buybacks diminishing the capital stock.! There are slightly better
signs with increased allocations to private equity, but that has
natural limits and, for example, has not extended to filling the huge
needs for infrastructure financing.



The second source of evidence that the investment industry's
purpose is murky comes from unpacking the value proposition of
investors in which the industry scores well on its own account, but
much less well on its clients' account. Where is the industry falling
short in its value proposition? The assessment should be gauged in
terms of the criteria of alignment to purpose, cost, and efficiency.
Most experts would agree that the alignment is poor, the costs are
excessive, and the efficiency standards could be higher.? At right,
we summarize some analysis on this scorecard.

Historical Context

Though our focus is on the future, we can better understand the
industry of today and its trajectory if we look back to the asset
management industry of the late 1980s and early 1990s.2 In doing
so, we see an industry that had the following features:

Smaller

e Fewer assets, less than half of today's values in real terms

e Fewer asset management firms involved; in particular, fewer
alternative asset management firms

e Smaller asset owner organizations, which had yet to develop
any material scale or organizational capability; reliance on asset
management firms was far greater

Narrower in scope

e Simpler business models

e Simpler investment allocations; balanced multi-asset portfolios
dominant and largely contained publicly listed securities; asset
class choice was around equities and bonds, and much more
local than global; alternative assets were quite unusual; simplicity
allowed for easy explanation

Culture of a young industry

e More cultural alignments between asset management firms and
their clients, with less attention paid to the manager's own finan-
cial performance; asset management firms were trusted by their
clients

e |ess sophisticated and less efficient; technological streamlining
had yet to emerge

e Similar costs per unit of value, but costs less transparent to
investors

Less regulated

e |ighter requlation, which was less costly; in the intervening years,
regulations have been considerably tightened and have become
steadily more costly

In sum, the evolution of the industry thus far has been character-
ized by four important vectors: scaling up, scoping up, evolving the
culture, and coping with increased regulation.

INVESTMENT INDUSTRY ECOSYSTEM

Investment Industry Effectiveness

We argue that the overall industry state is best judged by ref-
erence to its achievements in producing sustainable societal
wealth and well-being. The elements of this are alignment,
costs, and efficiency as outlined in the following table.

Notes:

Alignment: By alignment, we mean the extent to which the
objectives, roles, and incentives of the participants in the
investment value chain align with the interests and goals of
the end investor.

Costs: These are percentage costs and their transparency to
end investors.

Efficiency: This considers how well resources of the industry
are focused and used toward the production of value, looking
separately at asset owner and asset manager organizations.

The scores below were derived by asking a panel of 35
Thinking Ahead Institute members to evaluate the industry on
these measures.

2015 INDUSTRY COMPARED
INVESTMENT INDUSTRY ASSESSMENT WITH LAST 20-30
FACTORS (OUT OF 10) YEARS

ALIGNMENT

- Trust Weaker
- Process transparency Stronger
- Ethical condition Similar
- Incentives Similar
- Culture Weaker
- Regulation Stronger
COSTS

- Total costs Weaker
- Cost transparency Stronger
EFFICIENCY

- Asset owner Stronger
- Asset manager Stronger
TOTAL SCORE Similar

Source: Thinking Ahead Institute, "State of the Industry,”
Willis Towers Watson (2015).
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Evolution of the Industry in Scale and Scope

On scaling up, it is a truism that the investment industry is a rela-
tively young one. We take a positive view of the industry's journey
through growing pains and adolescence. The level of professional-
ism in some parts of the industry—such as client service practice,
communication, and diversification within portfolios—has markedly
improved. We find less evidence of progress, however, in relation to
the value of the outcomes that the industry has produced net of the
costs incurred.

One reason for this lack of progress is that the gains from diver-
sification have been hard-won because they have largely been
achieved by adding to private market investing and other alternative
assets, such as hedge funds. Alternative assets are complex to
manage and hard to scale. This expanded scope of asset classes
has certainly added to investment efficiency through improved
diversification, but at a high cost per unit of assets. Moreover, the
industry still faces challenges in integrating alternative assets,

and they continue to be governed, managed, and measured in
inconsistent ways.

Evolution of the Industry in Culture and Regulation

Over the previous two to three decades, we have observed deterio-
ration in some parts of the asset management industry in regard to
firm culture, specifically in terms of misalignments with client inter-
ests and poor ethical behaviors. We can also find evidence from the
Edelman Trust Barometer of low levels of trust in financial services
broadly and the investment industry's role in that erosion.*

For example, in 2008, 69% of the public said they trusted banks "to
do what is right." The level of trust fell to just 36% in 2009 following
the financial crisis. Edelman now tracks financial services more
broadly, but the level of public trust did not cross the 50% mark
again until 2016. In 2017, trust in financial services stands at 54%.

The tacit and deferred
nature of asset management
products invites the risk of
organizations not "putting
their money where their
mouths are."
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Obstacles to trust have been evident in three specific areas:

1. Priorities: Setting priorities and principles within a professional
organization should clearly involve putting client interests first and
your own second, but this is under challenge through apparent
shifts in values. For example, we have observed a self-centered
focus of many asset management firms over the past two or three
decades, with a rise in commercial self-interest being favored over
client interests.®

2. Expectations: Investment organizations have not managed
expectations appropriately. The tacit and deferred nature of asset
management products invites the risk of organizations not "putting
their money where their mouths are." Organizations all too often say
one thing but do something different and produce a different out-
come from what was expected. For example, alpha targets are often
both unrealistic ex ante and underachieved ex post. Many instances
of breakdowns of trust are associated with this gap.

3. Time horizons: There is also the trend in which shorter-term
pressure on financial performance has been at the expense of
longer-term, value-adding actions. Significant, value-adding activi-
ties often have lags and uncertainty in their payoffs, both of which
are too easily discounted in a short-term world. When quarterly prof-
its become the most important measure of success to organizations
and investors, long-term value creation is the casualty. Success on
these terms does not signal long-term progress as much as a short-
term win, often with compensation attached. The short-termism of
investment practice appears to be present in the cultural profile of
many institutional investors.

Meanwhile, the efficiency of the investment industry has increased,
but transparency has been slow to evolve without regulatory
intervention.

Two or three decades ago, regulatory presence in the industry was
slight and ineffective; currently, it is much heavier and, in theory, it
is able to limit the worst excesses. All the same, its effectiveness is
still limited, which is substantially because industry complexity has
grown faster than regulators can respond.

When viewed in aggregate, the organizations, people, and relation-
ships described have the classic characteristics of a system in which
many interconnected participants and moving parts are motivated by
goal-seeking and adaptive behaviors with evolutionary components.®
The adaptive and evolutionary elements in which "survival of the
fittest" principles apply suggest we can use an ecosystem model to
better understand the future of the investment industry.



ECOSYSTEM THINKING
AS A SMARTER WAY TO
EVALUATE THE FUTURE

To best show the many interconnections within the financial industry,
as well as the many exchanges between its participants, we use an
ecosystem model. We believe it is more descriptive because it shows

important properties not present in other models of the industry.

An ecosystem model is:

Connected: It fully recognizes the multiple diverse participants,
people, and organizations and their connections with each other
and the wider landscape. While the system is served by many
specialists, there is a need to understand the bigger picture.
Reflexive: It incorporates the two-way nature of those connec-
tions and dependencies. Specifically, it allows for reflexivity,
where landscape changes affect and are affected by participants’
beliefs and actions.

Non-linear: It allows for the jumps, or tipping points, that char-
acterize some of the properties of the system and are difficult to
explain with traditional theory. Simply put, crises happen.

Values and Beliefs

Values are the feelings and preferences that guide the actions of
people and organizations. In an organizational setting, values should
follow from the mission and goals that identify organizational purpose
in the context of the stakeholders and their respective priorities.

Beliefs are working assumptions that relate to the spectrum of
issues that confront individuals and organizations. In an investment
organization, beliefs will be concerned with investment opportuni-
ties and how best to exploit them. Like values, they will act as a
guide to behaviors, actions, and decisions.

Beliefs and values are likely to differ across team members and
stakeholders, but it is critical to settle on an agreed set. In their pres-
ence, organizations can succeed through superior culture. In their
absence, organizations are destined to stay in a strategic wasteland
of interesting thinking and talking without moving forward.

A good values and beliefs process will surface sensitive issues,
encourage constructive thinking, socialize the issues, and settle the
differences. The best values and beliefs are smart and edgy (incor-
porate deep insights), balanced (recognize the trade-off between
what is desirable and what is achievable), and thoroughly socialized
(widely understood and acted upon).

INVESTMENT INDUSTRY ECOSYSTEM

At its heart, the financial ecosystem involves modeling the interac-
tions of the system's participants (individuals and, particularly,
organizations) with each other and with their environment. This
requires understanding the motivational forces derived from the par-
ticipants' functions, values, and beliefs and accompanying business
models. See below for more about values and beliefs.

An ecosystem model allows finance to be shown in relation to all

the participants, and, in turn, it uncovers elements either ignored

or underweighted in most other models—for example, how finance
relates to legislatures, regulators, the ideas of academics, the
environment, and society. See the box on page 18 for more about the
ecosystem framework.

CFA Institute has a working set of values and beliefs as follows :

® Investment professionals contribute to the ultimate benefit of
society through the sustainable value generated by efficient
financial markets and by effective investment institutions.

® Good stewardship and high ethical standards are necessary for
trust and confidence to be secured and for society to be served.

® Financial markets should afford every investor the opportunity to
earn a fair return.

® Financial markets are more effective when participants are
knowledgeable.

* High ethical principles and professional standards are essential to
positive outcomes; rules and regulations, while necessary, are not
sufficient by themselves.

® |nvestment services will thrive only if principals and asset owners
have trust in the system and obtain fair and sustainable results
from the services and actions of agents.

* Significant systemic risks arise from the complexity and inter-
connectedness of markets and instruments, to which effective
industry structure and excellent practice are critical.

® Economic and political power is broadening out across a wider range
of countries and regions, requiring significant strategic rebalancing.

® Imbalances in the macroeconomic and geopolitical environment
present significant opportunities, challenges, and risks.

® Transformational changes in demography, the environment, and
the limits to natural resources present significant challenges and
opportunities.
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Description of the Financial Ecosystem

In essence, the entirety of the financial ecosystem rests on a
fundamental transaction: those with a surplus of capital (investors)
provide their capital to those with a surplus of ideas (i.e., inventors,
entrepreneurs, or businesses). When those ideas are economically
successful, both the providers and users of capital earn investment
returns, and in aggregate terms, societal well-being increases.

The fundamental transaction provides a framework for evaluating
the choices of participants (a.k.a. "ecosystem actors") within the
ecosystem. If a choice improves the utility of the fundamental trans-
action, then it is encouraged. Choices that do not increase utility are
discouraged (e.g., subprime mortgages to first-time buyers with no
down payment and shaky credit history).

Ordering the ecosystem around the fundamental transaction makes
the functional roles of participants in the system more obvious—that
is, how the actors serve the fundamental transaction. Functions, by
definition, are permanent requirements for the workings of an eco-
system and so provide a meaningful framework to consider future
innovations.

The Ecosystem Framework

Classic investment models are linear (a response to any shock is
proportionate to the size of the shock) and one-way (economic
shocks affect investors and their actions and not vice versa), and
capture only the primary dependencies in the system (supply/
demand, price sensitivity).

The real world evidence is that this is too simple. There are certain
abrupt and discontinuous changes following shocks, and economic
shocks affect and are affected by investor responses. The system
has many secondary and tertiary dependencies that at times are
impactful. In summary, the financial system is non-linear, reflexive,
and multi-layered in its codependencies.

The financial ecosystem is fundamentally a wealth creation chain in
which capital taken from savers is put to work every day through the
ideas and energies of multiple businesses in public and private own-
ership. At the same time, it is an overlapping investment chain that
links these savings to investments through institutional intermedia-
tion across time horizons, geographies, and population segments.

A number of respected academics and commentators have given
support to this way of thinking, but this view of the financial system
has not developed an academically rigorous framework. That said,
the work of Professor Andrew Lo, and what he describes as the
Adaptive Markets Hypothesis, is one widely discussed viewpoint
which incorporates an ecosystem that captures the aspects of
evolving business models through conceptions of competition,
innovation, and natural selection.”
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Ecosystem Actors

CFA Institute believes investment services only thrive when each of
the ecosystem's actors honors the mutually beneficial nature of the
fundamental transaction that matches investors with opportunities.
Under these conditions, trust is strengthened, value is created, and
the sustainability of the industry is ensured.

The table on the next page provides a brief overview of the actors
in the ecosystem and their functional and interactive roles. More
detailed descriptions are available in Appendix A.

In this report, we take note of the entire financial system to under-
stand context, but we focus on where the investment industry's
energies are most concentrated (i.e., asset managers, including
private wealth firms, and asset owners).

The benefits of the ecosystem way of seeing the industry flow from
improved understanding in a number of places, including

e the wider systemic issues affecting the industry, given that the
system has greatly increased global interconnectivity.

e the interplay of public and private goods. A particular example is
the concept of passive management, which has both public and
private benefits.

® the business models for corporations, and how competition and
cooperation are best considered.

® regulations, with multiple consequences, often unintended.

® the integration of ethical and effective practice. Motivational fac-
tors can be explored in the context of realistic business models.

® the exploration of the externalities of the system—examples lie in
environmental, social, and governance (ESG) aspects.

® the exploration of the connection between investing and corpo-
rate wealth creation. Investors invest in things that are growing
wealth—as tangents to the wealth creation process—which makes
them necessary but far from sufficient to wealth creation and
increases to societal well-being.

The main principles at work are that organizations are subject to
evolutionary forces and disruptive changes, and their responses to
these factors condition their survival and degree of prosperity. As Lo
describes, "The hope is that evolutionary ideas [and the ecosystem
framework] will become more commonplace as they demonstrate
their worth."
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Others
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\/ Regulators \/
Income/Return License to Operate
ECOSYSTEM ACTORS
ACTORS FUNCTIONS CORE INVESTMENT JOBS
SAVERS Providers of capital None

Individual investors
Pension fund members

ASSET OWNERS
Pension funds, sovereign wealth funds
(SWFs), foundations, endowments

Fiduciary investors in capital as owners

Investment professionals
(investment managers and analysts);
investment support roles

ASSET MANAGERS
Independent firms, or those owned by
banks or insurance companies, private
wealth managers

Fiduciary investors in capital as agents

Investment professionals
(investment managers and analysts);
investment support roles

INTERMEDIARIES

Specialist financial companies
Providers of investment services
Advisers, investment bankers, traders,
sell-side analysts

Providers of investment products and
services

Investment bankers, traders, sell-side

analysts, commercial bankers, brokers,

consultants, custodians, exchanges,
index providers, data providers

FIRMS Users of capital None
Companies, both public and private
REGULATORS AND Controlling/influencing actors that None

NONGOVERNMENTAL ORGANIZATIONS
Central banks, self-regulatory organi-
zations, professional bodies, lobbyists,
business schools

exercise various forms of authority
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The Investment Professional's Role in the Ecosystem

The breakdown of actors principally deals with organizations, but of
course, each organization is directed by the individuals within them.
(See the "Organizational Game Changers" chapter for more on these.)
Given our focus on the investment industry, we are particularly
interested in those individuals who are influential in allocation deci-
sions in such areas as investment strategy, portfolio construction,
and trading.

These investment professionals are the central actors in the invest-
ment ecosystem, and they make intellectual capital contributions in
several ways, including in the following critical functions:

e At a macro level, investment professionals highlight return and
risk opportunities across markets and asset classes, and allocate
capital accordingly. In doing so, they facilitate the fundamental
transaction taking place in an environment of rationality and trust.

e At a micro level, investment professionals give opinions and allocate
capital based on the nature and quality of the ideas of the users of
capital/providers of ideas, as well as contribute to other aspects of
the fundamental transaction, such as asset/security specific issues.

e At a trading level, investment professionals aid price discovery
and liquidity.

Investment professionals, by our definition, are at work in multiple types
of organizations: asset management organizations, including the asset
owner, asset managers, and alternatives firms (private equity, real

estate, hedge funds) as well as private wealth and investment advisory

Disruption

In a review of many financial industry monographs, white papers,
and presentations, we noted many uses of the word disruption.
Few, however, endeavored to actually define the word, which leads
to confusion for readers.

We accept that disruption may be simply the reference to abrupt
and significant change. But the critical context for using disruption
in this report is in its effects on organizations. In the financial eco-
system, "organizations" means asset owners, asset managers, other
intermediaries, and firms.

Normally, there are two types of disruption:

e Adaptive disruption: Existing organizations adapt to new busi-
ness models to curb the opportunities of new organizations.

e Destructive disruption: Organizations with new business models
destroy existing organizations.

Implicit in both types is that disruption should be evaluated at

the organizational level. That is, who will win: new organizations,
or old? Furthermore, the outcome will be determined by the
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firms. They also by our definition work in organizations we term "inter-
mediaries," including sell-side firms, independent research firms, ratings
firms, and by extension, economic think tanks and publications.

The Ideas and Forces That Influence the Ecosystem

Ideas and concepts that permeate the financial ecosystem
inform the functioning of it. For example, certain investment ideas
can come into vogue among investors, while others go out of
fashion. These ideas and concepts influence the behavior of each
of the financial ecosystem actors, as well as the evolution of the
system itself.

Influential forces include trends, industry structure, business
models, and incentives. A particularly important point here is how
much incentives matter. To understand incentives, consideration
must be given to each part of the industry and their interconnected-
ness. It is our belief that finance at its best grounds its ideas and
philosophies in values, beliefs, and norms that serve the health of
the entire financial ecosystem, and it builds institutions to uphold
and to advance these values.

Therefore, values are the DNA of the industry. When values lead and
institutions are in service to and alignment with them, then magic
happens in the form of sustained value that benefits the entire eco-
system. It is a virtuous circle. If, however, values are meant to serve
the institutions themselves rather than their clients, then imbal-
ances occur in the ecosystem, and it eventually suffers.

innovation(s) used. Therefore, we should always consider disruption
alongside innovation.

The use of scenario planning rather than forecasting is desirable
because the goal is to open minds to large possibilities, not to narrow
them to incremental probabilities. When we speak of disruption we
mean it to be the effects of megatrends and the forces of change over
the time frame considered. It is then the effects on the respective
business models of the industry that we need to anticipate.

In this definition, the focus is on the disruptions themselves, and the
types of innovation involved, rather than on which organizations are
likely to survive.

The parts of the investment industry that are ripe for disruption
generally involve grumpy clients that feel no trust for or empathy
with their providers, or clunky business models that have value-for-
money issues and other gaps.

The innovations may involve doing new things, but more often they
are likely to involve finding new ways of doing old things.




MEGATRENDS & OTHER
DISRUPTIVE FORCES

We now turn our attention to the many changes and disruptions
occurring in the investment industry. We consider the possible ramifi-
cations of these changes for each ecosystem actor in the context of
multiple unique scenarios. (See previous page for more on disruption.)

We prefer scenario planning to forecasting, which typically represents
a "best guess.” Scenario planning is about opening minds and painting
pictures of the future that decision makers can refer to when digest-
ing current news and making investment and business decisions.

Our scenarios draw on a number of megatrends—large scale
changes in circumstances that are omnipresent in all facets of our
world—that are identified as virtually certain to disrupt the ecosys-
tem regardless of how the future unfolds.

Our scenarios then draw on other finance-specific forces that may
disrupt the ecosystem in as-yet unidentified ways.

INVESTMENT INDUSTRY ECOSYSTEM

Finally, the megatrends are mixed with these finance-specific forces
in different combinations to create unique scenarios in the form of
narratives about the future. These narratives never take the form

of most likely/outperform/underperform scenarios. That, after all,
would just be forecasting in disguise. Instead, each narrative strives
to tell a unique story. With these stories in mind, decision makers
are equipped to recognize the narratives as the future unfolds, thus
providing them with actionable harbingers.

In scenario planning, the time frame must be explicit. Our time frame
is the medium term (i.e., 5-10 years). This time period is long enough
to allow business models to substantively change in response to the
disruptive megatrends and forces we identify, but not so long as to
be overly futuristic.

An example of how scenario planning differs from forecasting
may be instructive. In a traditional discounted cash flow model, an

MEGATRENDS COMBINE FOR POSSIBLE FUTURES
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analyst identifies her most likely scenario for the prospects of a
business. However, she also recognizes that certain things may be
better or worse for the business. Revenues, for instance, may come
in higher or lower than forecast. Consequently, the analyst creates
three models of the future: most likely, outperform, and underper-
form. Definitively, this is not scenario planning.

In successful scenario planning, narratives about the future of the
business are created. One may be, for example, the business-as-
usual scenario, in which the preceding discussion on discounted
cash flow forecasting would be a part. But another scenario may be:
What if the founder and CEQ abruptly l