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1. 
INTRODUCTION
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Wealth Management

The totality of financial services provided to individuals

including banking, funds management, insurance,

superannuation and advice, and customer management

n

Funds Management

The totality of funds related activities including

distribution, product management and client service,

investment manufacturing and operations

n

Investment Manufacturing

The core investment performance component including

specialist portfolio management (including research), and

implemented advice on investment policy and strategy

 Common 

Language Definitions
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My task today is to look forward at how we think the wealth management industry might progress as the end game emerges.  My perspective on this is a dual one – I am an unashamed believer in quality ‘manufacturing’ – the actual investment management of client assets.  I am also a believer in the power of the Commonwealth Bank’s franchise.  So what I have to say needs to be seen from that perspective.

There are 4 key areas I would like to cover today:
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2.
INDUSTRY PERSPECTIVE
Let’s start by clarifying what we mean when we use some typical terms, because there are many words to describe the various structures in financial services. 
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It’s interesting sometimes to critically appraise your own industry just as you would any other sector in the market.  Change has been intense in the broader wealth management industry to the point of it being a constant, so it’s important for this briefing to set out what we believe are the business parameters.

I make this point only because I want to start by reminding you all that the models for what we describe as the end game are by no means settled.  Our industry is, in fact, quite immature.  As a consequence strategy is a fluid process at present, but as the rate of change accelerates, strategic positioning, a global grasp of what is evolving, and a vision of the future become not just the keys to success but the difference between survival and demise.

The structural changes to savings in Australia are well known.  The shift of household savings from deposits into superannuation and to other retail investments is well documented enough – but the following chart shows some of these movements in detail.
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Clearly this is a growth industry but the net growth of superannuation and investment assets has been at the expense of deposits and life insurance premiums, and on the product side Master Funds have grown at the expense of corporate superannuation.  

Banks were slow to react to these changes, but perhaps this was understandable as the industry was faced with a number of significant issues such as deregulation, intense new competition and a credit crunch as many of you here today would recall.  The Commonwealth Bank itself established its financial services group in 1987.  

Even as banks began looking to diversify fee income, investment management still fell into the too hard category. Even as late as the mid 90’s some bankers were still fighting a rearguard action with their push for RSA’s because of the threat to deposits from compulsory superannuation.   However, the reality that financial assets have grown (and will continue to grow) at the expense of deposits leads to the inevitable conclusion that distribution matters – big time.  And that was a lesson that the banks could learn, and did.

Commonwealth Bank has played an important part in the growth of financial assets, mainly by virtue of leveraging its distribution system via a tied network.  
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Investment 

Manufacturing - Why it’s a

           good business


The secret has been simplicity across all fronts – product lines, steady performance and tailored service, to a customer base with whom we have frequent interaction.

Commonwealth Bank’s merger with Colonial in June 2000 brought further scale and access to the important third party distribution market.  CFS itself has also had spectacular growth over this period.   The merger reinforced Commonwealth Bank’s strategy of building powerful distribution supported by high quality investment management, i.e. manufacturing. 

This brings me to the second point on the agenda: 

3.
INVESTMENT MANUFACTURING – WHY IT’S A GOOD BUSINESS
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I want to spend a few moments to make the case for manufacturing.  I think it is important to do this because you sometimes hear the view that the investment management component is no longer a necessary piece of the value chain.  Let me make it clear - the Commonwealth does not hold that view.  

For a start, investment manufacturing is a very good business.  It is highly scalable, offers high growth rates and an excellent return on equity without being capital intensive.  For reasons I will explain later in the presentation, we also believe it is an area that will have less margin squeeze.  Furthermore, while it is clearly difficult to build a global funds management business, the manufacturing skills are relatively transportable between markets; even if the characteristics of those markets aren’t always common. Offshore opportunities include the potential to manufacture for other distributors.   For example, we recently were awarded a mandate to manage retail money for a sizeable Japanese firm.  The growth prospects here are excellent.

I would further argue there are still high barriers to creating size - you do not click your fingers and create a large scale investment manager.  So scale is good in itself.

As to the argument that manufacturing is commoditising, it is more accurate to say that the industry is evolving – investment management is still relatively immature as an industry, and has been conditioned to high growth rates and fat margins.  It has not been particularly well managed in the past.  Some interesting work has been done by Barra’s Strategic Consulting Group and Merrill Lynch on the evolution of ‘third generation managers’ or complete firms.  In Australia, this evolution is also apparent.  First generation firms existed in this country pretty much before the 1987 share market crash – the insurance companies, some merchant banks and even fewer banks, and the occasional specialist fund manager.  Clients were pretty unsophisticated, reporting was negligible, risk management consisted of a bit of diversification within balanced portfolios only, and there was little understanding of investment style, let alone articulation of it.  In retrospect they were innocent days, untroubled by the need to compete on anything but performance; a lot of cross subsidy went on; brokers dealt on personal relationships, and there was no media scrutiny.   And not much competition.

In my view the crash had a lot to do with the emergence of second generation firms – much of what we know today as the best in our business.   These 2nd generation managers have been characterised by the application of Modern Portfolio Theory and the articulation of style, a vast range of new products in specialist configurations, and growing manufacturing and distribution infrastructures.   In many ways fund managers have under-developed business management skills, with favourable market conditions sustaining and masking inefficiencies.  Undoubtedly, increased competition will squeeze the more inefficient firms but does this mean that manufacturing is commoditising?

If commoditisation is occurring, why do distributors continue to offer choice to their clients?  If manufactured product is taking on the characteristics of a commodity, wouldn’t you just offer the cheapest?  The reason some institutions are focusing on distribution is perhaps because they have felt they cannot capably manufacture…it has been too difficult.  Also, manufacturing performance is easy to measure, and therefore some find it high risk.

I was interested to hear Professor Ian Harper’s views this morning, when he stated that you have failed if you simply drop parts of the value chain that seem to be commoditising.  Rather, it’s price discrimination that gives you the opportunity to charge most where there is information asymmetry. 

For some distributors, the value proposition has been a skill in selecting external managers.  However, over time, being remote from direct involvement in financial markets, in my view, reduces the institution’s grasp of trends in those markets, and makes it harder and harder to satisfy the needs and expectations of their best clients.

As Sir Brian Pittman commented, if you don’t own the manufacturer you have less control in terms of product specification and less control in terms of aligning the manufacturing style with the retail brand characteristics.

Let me give one example as to why investment manufacturing is a good business.    As this is a Macquarie conference, let’s pick cash as an asset class to look at.  Wholesale cash management attracts fees of less than 10 basis points, but for retail cash management, there are excellent margins and different types of clients.  Let me say that our product is not a transaction account.   For many Commonwealth Bank clients this is their first taste of “wealth management”, and cash management has been a key plank in Commonwealth Bank & CIM’s success in funds management.  The client base has provided an excellent platform to cross sell higher margin growth product, and in many respects we’ve only just scratched the surface.  It is highly scalable, and at rates that we believe are sustainable.  Manufacturing is indeed a good business.

4.
MANUFACTURING IN THE VALUE CHAIN – MARGIN 
SUSTAINABILITY
While investment manufacturing is a good business now, how important is it in the value chain?   Will it remain a good business?
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Key 

Issues to Manufacturing Margin

           Sustainability


Clearly there is a great deal of debate as to which part of the value chain has the greatest potential to sustain its margins as increasing efficiencies drive the overall margin down.  We believe being well represented at all points gives the group greater flexibility and earnings potential.   It diversifies the risks in the business and maintains a freshness in strategic thinking that is important in the development of product ideas, business strategy and client service.  

In terms of manufacturing margin sustainability, an issue that interests us is “what is content” in funds management.
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You will all remember the “new” economy debate about pipeline versus content, particularly concerning the media and telecommunications industries.  The issue was who would end up retaining the margin, the distributor or the producer?  Owning a big pipeline is fine as long as you are getting quality content passing through it.  It is the content that the customer is buying, and they will get their hands on it in the most efficient and appropriate way for them.  In the telecommunications and media models, for example, the producers retain the margin, to the point of pricing power.

For us, “content” in our industry means investment manufacturing that can provide branded, innovative product that achieves consistency in performance and demonstrable added value. This will be enhanced by several features: 

[image: image11.wmf] Value 

Chain Margins

Product

Management

Distribution/

Advice

Investment

Manufacture

Customer

Margin

20-70

55-95

20-100

Trend in

Margin

?

B    R   A 

 

 N 

 

 D


[image: image12.wmf]n

Two retail brands - revenue synergies

n

Quality manufacturing operation

Maintain multiple capabilities/styles

n

Open architecture distribution

Aim for significant market share

n

Target offshore opportunities, within

acceptable risk parameters and strategic fit

n

Focus on areas of competitive advantage

Look for opportunities for strategic

relationships

 The 

Commonwealth Bank Strategy


1.
Firstly, fee transparency – will be an increasing issue going forward as it is in other parts of the globe.  For example, note the emphasis it got in the Myners report.  Our view is that investment management margins are sustainable as it will become clearer to the end consumer which part of the value chain is adding the value [in other words, a consistently outperforming manager is clearly adding value to the investor].  It’s an example of the opportunity for price discrimination that Professor Ian Harper referred to in his address.   In addition, the mix of professionally managed assets will keep shifting towards high-fee asset sectors such as private equity and hedge funds and performance fees are likely to become more prevalent as investors will be happy to align rewards to value added.    All this can be branded, and if well managed, will add tremendous shareholder value.

2. Branding is a very immature concept in funds management, yet it will become critical in holding margins at profitable levels.  Colonial First State gives the Commonwealth Bank a second and very powerful funds management brand – if you think about it, there are not many around – even globally!   That is, actual branded fund managers.  

3. Risk management capabilities and the closer management of the costs of transacting will also assume more importance in sustaining margin, as clients will increasingly demand results in line with expectations.   The old axiom that you can’t manage a risk if you can’t measure it, certainly holds.   Good risk management is not inexpensive and requires good technology and good people.

4. Lastly, you’re more likely to retain margin in areas where your organisation has a competitive advantage.

We are already seeing evidence that investment managers are being successful in holding their margins, and in fact starting to lift them in some cases.  Take, for example, this article from the Financial Times of 18 August.  The article makes specific reference to M&G & Schroders (both branded Fund Managers) increasing their margins.



Our view on margins is summarised on the following slide


We see the customer as the winner, with pressure on the product/administration margins and possibly in distribution where, in an Internet age, the prospect of disintermediation increases.

For the same reason a powerful brand and quality manufacture should command a premium in an Internet environment.

5. 
COMMONWEALTH BANK POSITION & STRATEGY
Let me now turn to Commonwealth Bank’s position and strategy.


Commonwealth Bank has a 2 Brand Strategy – Commonwealth and Colonial First State.  Why 2 Brands?   Simply, to sell more product, in more markets, to increasingly demanding segments.  

For example, CIM is currently in the process of being rated by Assirt so that Commonwealth product can be distributed for the first time through third party channels and also be placed on other organisations Master Trust menus.

It is well known that Commonwealth Bank’s own approach to the value chain has been to disaggregate and specialise – distribution, manufacturing, processing and product management all report via different division heads.  The model is based on the principle of one face to the client, taking a total balance sheet view of managing a client’s needs, i.e. meeting their banking, insurance, superannuation and investment needs in an integrated fashion.   Colonial First State, on the other hand, operate across the entire value chain – an ‘end to end’ business, but focusing only on a client’s funds management needs, with distribution to date primarily through third party channels.

Both models have their merits of course, and these can be debated endlessly.  In the end though, success will depend on the extent to which the Group is able to respond to changing customer needs.  One of the reasons to favour the disaggregated model is because it aims to maximise the distributor’s relationship with its marketplace.  It also forces the manufacturer to compete for space on the distributor’s product menu.  In an age of increasingly open platforms and a more demanding marketplace, this is a valuable discipline. 

In any event, Commonwealth Bank’s choices are already differentiated from its other banking counterparts by virtue of its strength in manufacturing.  We are strongly of the view that this will contribute to Commonwealth Bank’s success as the end game emerges.  Certainly it is a major growth plank and investors are differentiating between participants on their perceived strategy in this segment.  Being well represented at all points in the value chain, we believe to be a lower risk strategy than focusing on one or two points only, for example, just distribution.

Having made the case for owned manufacturing is not for one moment to say we don’t think the development of open platforms isn’t important.  It is.  And master funds have been an important contributor to growth in markets. But any offer of open platforms can still include owned manufacture – look at the biggest seller of master fund business in this country - AMP.  Obviously if Commonwealth Bank sells a proportion of its own product it will achieve higher returns.   

The best of all worlds is if you can be diversified ie offer choice, and advice, and manufacture (some of) the product.  It is worth noting that within the Group we have multiple capabilities, for example, CIM active, CFS active and CIM passive, which enable us to offer choice and style diversification for our investor base, all with internally manufactured product.  In my view, relationship managers are likely to be more convincing if they know exactly how a product is made and who made it.  I just don’t buy the argument, made by some, that it interferes with the value proposition to have any manufacturing inhouse.  Not even the best external managers get it right all the time, and you give up too much in the end by being frightened of the consequences of underperformance in your own house.

This is why manufacturing is important for product and brand integrity – after all, we are managing people’s life savings.  It helps to know how you make it.

The trend to open-product architecture, sourcing best of breed products and services to complement existing inhouse products requires organisations to develop new skills such as search, selection and monitoring of investment managers.  At Commonwealth Bank we have created a special Implemented Advice unit which focuses specifically on this.  With open-product architecture, it is unlikely that a market such as Australia can support more than a handful of such platforms.   Such platforms require scale for successful operation and to generate the necessary revenues to support technology spend.   Commonwealth Bank’s objective is to create the necessary scale and achieve significant market share.

On the question of offshore expansion, the Group targets growth opportunities in international markets that are a strategic fit and within acceptable risk parameters.  In my view going global in funds management is a tough ask unless the issue of asset gathering can be solved.   At CIM we have consciously focused on our areas of competitive advantage (being the management of domestic assets) and international opportunities that we have pursued have been confined to tapping into other organisation’s distribution, as in the Japanese example I mentioned earlier.  For the management of International assets, we look for strategic relationships such as with Legal & General and First State (UK) to provide the expertise we require.

Lastly, being represented on the value chain at all points is, in itself, not enough.  You have to be very good at each point and you need competitive advantage.   For us at CIM, competitive advantage is all about leveraging our position as part of the Commonwealth Bank.   This provides us with real opportunities, especially in the management of assets in the non-traded sector.  The Commonwealth Bank is a prime originator of assets in the private markets, both debt and equity, and sourcing them directly as we do, means better returns for our clients.

An example of this leverage was the bank’s support in the creation of the Commonwealth Diversified Credit Fund a $1 billion fund that enables clients to immediately gain the benefits of size and diversity in gaining exposure to credit markets as well as benefiting from Commonwealth Bank’s origination capability and credit know-how.

The creation of this Fund is a good example of what Professor Harper referred to as the reduced “information asymmetry” favouring financial markets over balance sheets.
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	 Funds Management Value Chain
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“Fees paid to fund managers are rising.  

On average, annual fund management charges on both onshore and offshore funds rose by 10 per cent in 2000, according to Fitzrovia, an independent fund research company.”





FT Article 18 August 2001
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