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Summary

What capabilities will be required?

Our analysis focused on selected financial
markets industry participants?:
Buy side: institutional and retail asset management
Sell side: institutional sales and trading
Processors: asset servicing/custody, exchanges,
alternative trading systems, clearing
Academia, plan sponsors, IBM Research, industry
associations, key regulatory bodies across US,
Europe and Asia
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How will value be created in the future?
Which firms are positioned to succeed?

Economist Intelligence Unit

What steps must executives take now to prepare for the future?

We surveyed 402 business leaders from 296
financial markets firmsz

Qualitative interviews of 130 executives

Survey of 272 executives, in partnership with the

Economist Intelligence Unit

Interviews and survey spanned three geographies

37% US, 32% Europe and 31% Asia

We developed quantitative models that combined
historical perspectives with potentially disruptive
forces
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Summary

Transparency and speed will create new sources of value

Agency profits will die

Alpha and beta will separate

Alliances will be critical

Clients will demand investment, innovation and specialization
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Value creation in 2015
Sector Composition of Market Capitalization, Financial Services Sector Composition of
US and UK, 1899-2005" Market Capitalization, Worldwide, 2005"
(MSCI Indices, Percentage) (MSCI Indices, Percentage)
100% 2 3 — Breweries & distillers Life Insurance 6%
5 — Media & photography Investments 8%
- 5 — Utilities °
fron, g?:eI] Wl 5 5 — Diversified industrials N
o — Telecom
I - nsurance
— Retailers
60% — Oil & gas Capital
Railroads — 57 — Pharmaceuticals Markets Banks 50%
17% anks 50%
40% 12 — Information technology
20% 1 — Financial services
Banks & L
finance . 5 — Other
0% T T
1899 2005
Note: "Through September 2005

IBM Confidential ©:2006 IBM Corporation

Value creation in 2015

Global Return on Equity, Selected Industries, 1994-2015"

30%
25% o
US Asset Management Specialists?
20% - Integrated
Custodian/Asset Managers®
15% +
10% +
All Industries
5% - Global Asset
5
Historical linear trendline Management
projected to 2015
0% T T T T T T T T T T T T T T T T T T
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Lines are linear projections that indicate the industries’ actual historical RoE trend; projections include financial markets with all industries as the benchmark
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Value creation in 2015
Global Return on Equity & Volatility, Select Industries, 1994-2004
20% F8
[ |
Key
Modified
15% 4 ROE -Volatlllty Bs Sharpe Le
[ | Ratio?
U ]
10% - n L4
5% F2
US Asset Custody4 US Bulge Commercial &C Llfe & Health Global Assel Investment A\I Industries®
Managemen(3 Bracket Banks Insurance Insurance  Management®  Bank &
Firms® Brokerage”
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Value creation in 2015

Risk transparency & portability .
Death of agency profits

Exposure of conflicts of interest

Pricing & client profit transparency

Alpha/beta separation
Organizational shifts

Product commoditization

Trading & downstream processing Criticality of alliances

Source: IBM Institute for Business Value analysis
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Value creation in 2015

o

Pervasive technology will infuence all asset classes...

Number of US and European Average Daily Trade Volumes vs. Headcount, 1994-2004
Electronic Trading Systems', 1997-2004 (Millions of Shares; Number of Employees (‘000), Volume per Employee)
(Number of Electronic Trading Systems
by Type of Market Supported) 3,500 4,500
- 3,000 4,000
3,500
2,500
300 3,000
250 2,000 2500
200 1,500 2,000
150 1,500
1,000
100 1,000
50 500 500
0- 0 0
1997 1998 1999 2000 2001 2002 2003 2004 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
= Agency Asset-Backed H Corporate Derivatives . :
M Mortgage-Backed M Money Market Municipal Repo Average Daily Trade — Volume of daily shares traded per
Treasury/Sovereign  Other Volume (millions) employee
(10 year CAGR 19%) (10 year CAGR 15%)

— Security brokers and services
personnel ('000)
o
Note: Totals may exceed the actual number of systems listed since some systems cover multiple product lines (10 year CAGR 3%)
Source: The Bond Market Association; Reuters; SIA; IBM Institute for Business Value analysis
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Value creation in 2015

o ...causing agency margins to die and value to shift toward riskier

activities
Agency vs. Principal’, 2004 and 2015 Financing and Structured Products Revenue,
(US $ Billions, Margin Percentage) 2004 and 2015

200 - 70% 25 - (US $ Billions)
180 | 5
160 [ ] t 60%
140 1 r 50%
120 4 F 40%
100 A

2004 % | 30%
60 4 t20%
40 4 N
20 4 t 10%

+ 0%
Principal trading  Agency execution
I Revenue M Margins
r 70%
r 60%
r 50%
r 40% 2004 2015
r 30%

2015

Structured products
[ Financing
F10% } Firms unanimously agreed that proprietary trading will be
an increasingly important source of profit over the next
ten years; regulators indicated they will not prevent it.

r 20%

Principal trading  Agency execution
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Value creation in 2015

P Underperformance and beta availability will force separation of
alpha from beta...

Traditional Active Manager Underperformance, 1993-2004 Asset Allocation and Fees, 2004-2015
(US Active Funds vs. MSCI US Broad Market 2500 Index) (Percent Allocation, Fees?)
CAGR:
Asset
Allocation
361 bpts2. Shifts
~
100% 1 e EATT——Apha®
CAGR 7%
80% q
% 4 96 bpts. Blend*
ETF & OTC Derivatives Market Growth, 1999-2005' 60% AL CAGR -3%
(Compound Annual Growth Rate of Beta Instruments)
40% -
ETF :
Interest rate 20% 4 Beta®
CAGR 5%
Commodities 0% T !
Equity-linked 2004 2015
Other

Foreign Exchange
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Value creation in 2015

.euhowever, alpha will become increasingly difficult to obtain

Today: Many Alpha Donors vs.
Insurance 9% Ww: Few Alpha Donors

Alternatives 3%

Alpha donor asset sourcing will leave
smart money fighting for alpha

Passive
2004 20%
AUM
Traditional Unconstrained
Insurance . .
asset mgmt investing
I —
e Really dumb  Traditional Smart money
Alternatives money will dLlme money will be left
7% source to will adopt new  battling for
traditional unconstrained  alpha
approaches
2015 Passive
AUM So%

«use | “Alpha is the new treasure, but for many investors,
= | it will prove equally elusive.” - C-level Executive,
large institutional asset manager, Boston

Source: IBV profit map model; IBM Institute for Business Value analysis
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Value creation in 2015
...and increase the importance of alliances
Pre Trade and Post Trade Asset Utilities Revenue Growth
Servicing Revenue Growth (US $ Billions, Margin Percentage)
( L4§ $ Billions, Margin Percentage &5%
35 L] 30% 7 18%
= = 16%
30 25% 6 o
25 ] . 3
20 20% 5 12%
15% 4 10%
15 /o
2004 °° T : s -
5% s 6%
5 P £ %
0 0% ® 4%
PreTrade  PostTrade ! 2%
0 0%
! 2 2004 2015
40 35%
35 30%
30 o
25%
2015
2 20%
20 15% I Revenue [l Margins
15
10 10%
5 1 2 5%
0 0%
Pre Trade Post Trade
Note: 'Pre trade includes multiple value added services carried out by custodians including analytics, attribution, risk management, securities lending, trading and
cash management; 2Post trade refers to the primary services provided by custodians such as custody and fund accounting
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Industry leaders also recognize these changes and expressed

their concerns

Drivers of Change over the Next Ten Years'
(Percentage of Survey Respondents by Segment)?

Expanded [—

electronification of

instruments IR

Exposure of alpha

Current Concerns?

(Percentage of Survey Respondents by Segment)?

Regulatory
Burden

Organizationa!

structure impedes

and beta | ability to grow [

Spood of I
ey

Information [—
availability
empowers clients [l

Real time pressures

require STP, N Speed of skill IEE—
centrallzastfl?r;:g I migration .
Speed of market [ Speed of INII——
e anges M taking share I
0:’/0 20‘% 4(;% 60‘% 80‘% ‘IUYU% 0% 20% 40% 60% 80%
=27 m Sell side  Processors n =89
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Value creation in 2015

Unnecessary bundles
Traditional long-only active management

Funds

of hedge funds

Prime brokerage

End-to-end non-transformational
outsourcing
Separately managed accounts/Wrap

Transaction businesses
Institutional trade execution
Retail brokerage’

Custody
Fund accounting
Exchanges

Value creation in 2015

2004-2015 Profit Margin

2% A

1%

o

1%

2%

Compression/Growth

-3%

4% -

Projected Profit Margin and Revenue Growth, 2004-2015

Below average growth
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Risk assumption?
Alternative investments
Principal trading
Capital lending/financing
Structured product creation

Risk mitigation

- Pre-trade and trade asset servicing
- Efficient processing utilities®

- Advice

Superior growth

1 .
Superior profitability | Passive Superior profitability
Mean 10 Year | asset
Revenue Growth! | mgmt.
1
Pre-trade Vendor
asset$ve®  girictured utilities’
=T producfs ’ i ! !
:10% 15% 20% 25% 30% 35%
1
_________ @i
trading’ Mean 10 Year Margin
: Compression’
Prime
1
brokerage Alternative
. asset mgmt.2
1
Agency  Post-tradel
trading asset svc®l
° 1
Exchanges | SMA/
| .Wrap”
Below average growth | Superior growth

Below average profitability

Below average profitability

2004-2015 Revenue Growth
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. Green: risk
assumption
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Circle size
represents 2015
revenue size

Red: unnecessary
bundles

Grey: transaction
business
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Power shifts

Overcapacity will lead to increased rationalization
Buy side will dominate in the short term, but this will not last
Firms with scale are expected to win

Seizing emerging growth opportunities will require deeper
client relationships and a focus on innovation

—
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Power shifts

Overcapacity in the industry will lead to increased rationalization

Historical Levels of Consolidation,
1994-2004"
(Market Share of Largest Firms)

100% - I - R
80% | I

60% |

40% A

20%

0% -

Sell side
1994-2004

Buy side
1994-2004

Custodians
1994-2004

xchanges
1994-2004

H Largest 10 firms Next 15 firms ® Rest
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Power shifts

Initial buy side power gains will fade as the sell side is better able to
meet investor demands for asset/liability matching

Profit Growth by Segment

100%
80%
60%
40%

2004 - 2010

20%

0%
Buy side Sell side

Processors
100%
80%
60%
40%

2010 - 2015

20%

0%

Buy side Sellside  Processors

Source: IBV profit map model; IBM Institute for Business Value analysis
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Expected Level of Consolidation by Segment,
2005-20152
(Average Survey Responses)

Fragment
moderately

Stay the
same —_

Consolidate
moderately T T T !
Buy-side Sell-side Processors Al
n=271
Sell-side ——Buy-side = Exchanges Custody

Note: 'Number of NYSE firms doing public business, buy side is share of global
assets under management, sell side is share of revenue, custodians is share of
assets under custody, exchanges is share of volume; ?Executives asked: How is the
global structure of the industry likely to change between now and 2015?

Source: SIA; World Federation of Exchanges; Pension & Investments; Buttonwood
International; IBV/Economist Intelligence Unit Survey; IBV primary interviews
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Implications

Buy side will increase its power in
the short term, driven largely by
hedge fund growth

Investors will increasingly demand
access to better asset/liability
matching

Sell side firms, supported by service
providers, will have the ability to best
meet investor needs

©:2006 IBM Corporation
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Power shifts

Firms Most Likely to Succeed Over the Next Ten Years'
(Percentage of Survey Respondents by Segment)

Universal banks

Wall Street/Tier 1 broker-dealers
Boutique alternative investment managers
Integrated asset managers/distributors
Retail/Inst blend asset managers
Discount brokers

Retail-oriented asset managers
Institutional-oriented asset managers
Long-only asset managers

Single asset class specialist asset managers

Ir asset managers/processors

Regional broker-dealers

9
=

Relative 10-Year Growth of Buy Side Products

Most
growth

Active mutual funds

—————
——————
Buy side
e
Sell side
— [ Processors
—
—
—
———
— n =271
5% 10% 20% 25% 30%

IBM Confidential

Relative 10-Year Growth of Buy Side Client Segments

—
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Most
growth

Private equity

Passive institutional
funds

Hedge funds

Active institutional funds Active institutional funds
SMAs Active mutual funds

Enhanced institutional
funds

Hedge funds of funds

Hedge funds REITs

Least
growth

Indicates emerging growth
opportunities

IBM Confidential

Corporate plans - DB

High net worth

Mass affluent

Public plans

Ultra high net worth

Least
growth

High net worth

Mass affluent

Ultra high net worth

Corporate plans - DC

Endowments

n =83

—
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Power shifts

Relative 10-Year Growth of Buy Side Distribution Channels

Retail brokers

Asset managers

Insurance firms

Consulting firms

Independent financial advisors

Universal banks

growth

Indicates emerging growth
opportunities

IBM Confidential
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Power shifts

Relative 10-Year Growth of Sell Side Products
Most
growth

Equities execution Structured products

Underwriting Financing

Mergers & acquisitions Mergers & acquisitions

FX execution Fixed income execution

Fixed income execution Derivatives execution

Financing Client connectivity

Least
growth

Indicates emerging growth
opportunities

IBM Confidential

Regional broker/dealers

Independent financial advisors
Universal banks

Asset managers

Consulting firms

Insurance firms

Retail brokers n=g3

©:2006 IBM Corporation

Relative 10-Year Growth of Sell Side Client Segments

Most
growth

Pension

Large, traditional
managers

Insurance firms

Insurance firms Large, traditional

managers

Boutique traditional
managers

Boutique traditional
managers

Pension plans Large hedge funds

Least n=126
growth

© 2066 IBM Corporation




Power shifts

Relative 10-Year Growth of Processor Products Relative 10-Year Growth of Processor Client Segments
Most Most
growth growth
Custody Risk management Large, traditional Large, traditional
managers managers
Clearing Performance analytics Regional broker/dealers | Regional broker/dealers
Fund accounting Mid-office sourcing Insurance firms | Boutique traditional
managers
Securities lending Custody Boutique traditional | Insurance firms
managers
Least Least n=63
growth growth

Power shifts

Indicates emerging growth
opportunities

—
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Most Important Sources of Competitive Advantage Over the Next Ten Years'
(Percentage of Survey Respondents by Segment)

Depth of client relationships

Product innovation

Trustworthiness
Risk-management excellence

Being a low-cost provider

Quality advice

Geographic Breadth

e

——
Operational eXCelleNCe s

—

——

Alpha generation expertise

=
Product Breadth
Ability to use balance sheet  —
Quality research Buy side
. . Sell side
Beta generation expertise M Processors

Proprietary trading

Agent execution
n =271
Principal execution

0% 3% 6% 9% 12% 15% 18%

—

IBM Confidential ©20061BM Corporation




Securities Industry Services

Power shifts
Processors - -
Buy Side Firms
Sell side =
. BT bution
Firms
Information Risk .
reliability assumption Performance Advice
Operational Risk assumption Unconstrained Trust
excellence Risk portability investing Customized
Reliable information Beta replication Perfqrmance insight
. sharing

Cannibalization
Processing speed New idea Process Customized
Information formulation transparency Localized
transparency Cross asset
Industry knowledge servicing
IT infrastructure Back office Front office analytics
management processing Risk management
Application development = Compliance Compliance management

management

Source: IBM Institute for Business Value analysis
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‘ Securities Industry Services
Call to action
Most firms believe that the industry will be significantly different in
2015, but they are only moderately able to respond to change

Degree of Change Over the Next Ten Years' Agility: Ability to Quickly Respond to Forces
(Percentage of Survey Respondents) Affecting Your Business?
(Percentage of Survey Respondents)

VeryHigh
High
Unrecognizable
% Moderate
Low
ture n=126
= Efficiencies Very Low n=271
= Interdependencies
* Power shifts 0 041 02 03 04 05

“There will be significant change. Commissions will
- } be lower, volumes will be higher, regulatory

environment will keep getting tougher.“

- Divisional Head, Wall Street firm, New York

Note: 'Executives asked: How much do you expect the industry to change over the next 10 years? (Select one of the following: Unrecognizable, significant change,
change in incremental ways, stay the same): 2How would you rate your firm'’s ability to respond to external forces affecting your business? (Rate on a scale of 1-5)

29 IBM Confidential ©:2006 IBM Corporation
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Call to action

Firms should take concrete steps today to prepare for a radically
different future

Imperatives

= Determine capabilities necessary to meet future
goals

= Focus on core strengths and partner for everything
else

= Eradicate inefficiencies that create barriers to
change

= Develop a purposeful, systematic culture of
innovation EXECUTE!

IBM Confidential ©:2006 IBM Corporation
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Call to action

A component view of the firm enables matching of current
capabilities against those required for future success

Determine capabilities necessary to meet future goals

Componentized View of FM Firm (lllustrative) Strategy Critical Questions

= Which components are strategic elements of the
Insight Distribution (Front Office) firm’s core business?

Strategy & Service Sales Advisory = Are there additional capabilities required to meet
Planning strategic goals?

Manufacturing/Trade Support

Product Mfg Research/Advice Fin Mgmt Operations
G = Should you maintain redundant systems and/or
ovemance processes within or across components?
Processing (Back Office) = Are there other players that can provide non-core,
Trading Processes Compliance operational capabilities cheaper?
Execution
Infrastructure = Do current capabilities enable excellence in
Facilities HR execution?

= Are there capabilities that can be obtained thorough
partnerships that will enhance execution?

©:2006 IBM Corporation
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Call to action

Firms’ next steps should be based on a strategic understanding of
their current and potential advantages

Focus on core strengths and partner for everything else

Business Component Decision Matrix Component Decisions Applied to 2015 FM Firm (lllustrative)
Support Strategic Insight Front Office
Component Component Strategy & Sales Advisory
Planning
_Internal § Manage to meet Invest in and
Specialization the needs of expand to gain
strategic advantage Manufacturing/Trade Support
components Product Mfg Research Fin Mgmt
Partner Governance
External Component Processing (Back Office)
Specialization Develop allia_nces Trading Processes’ Compliance
to meet critical
business
requirements
Infrastructure
Non-Differentiating Differentiating Facilities HR

Note: 'Trading processes in this scenario would be leveraging the utility for some but not all trading processes;2IT infrastructure in this scenario would be leveraging
the utilty for some but not all T components

IBM Confidential ©:2006 IBM Corporation




‘ Securities Industry Services

Call to action

Eradicating internal inefficiencies will reduce unnecessary costs
and improve firms’ ability to respond to change

Eradicate inefficiencies that create barriers to change

Example: Cost of Internal Inefficiency,
US Broker Dealers, 2004
(US § Billions)

Internal Challenges Over the Next Ten Years'
(Percentage of Survey Respondents)

Processing
Regulatory burden redundancies
Lack of skills Operational U"::Scle:Z?"Y
Short-term planning neffiency $2.23 billion
G issues T Unnecessary
n=65 risk exposure
. .
Highimy N costs
0 02 04 06 08 1 12
. ——
Back-office, front office discONNect ——
— Ability to Quickly Respond to Forces
Technology ot Integrated s Affecting Your Business?
Legacy technology [ (Percentage of Survey Respondents)
—
) — Very high
Insufficient or delayed data  —
High
Weak vendor management n=27 Lack of
; . : : : : , Moderate -
agility
0% 3% 6% 9% 12% 15% 18% Low
n=271 Very low

I . I
Buy side Sell side  Processors % 10%  20%  30%  40%  50%
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Call to action

Innovation will be critical to future success and must be fostered
and encouraged across the firm

Develop a purposeful, systematic culture of innovation

Innovation

Giving Purpose to Good Ideas

Products. Services Business and Enterprise

and Markets [Audiences] Models Opelztions
= Products/Services/ = Enterprise Realignment = Differentiated Processes
Solutions = Strategic Redefinition = Partner & Team
= Markets/Audiences = Industry Ecosystem &
= Channels/Paths to Networks
Delivery
Role of Collaboration/Partnering i
— Role of Technology ——
Enabling Innovation
=ldea Generation = Incentive & Metrics
*Climate for Creativity = Structure & Incubation

Source: Global IBM CEO Study, 2006
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New Business | Implementation| Client Service Core Value Add IT Services/ Management
Development Product Operations Support Infrastructure
Planning & . Methodology Account Offering IT Strategy/ Business
Analysis Configuration Planning Definition Architecture Strategy
Offering/Sales Client MgmtT Resource Capacity Alliance
Planning Governance Planning Planning Strategy
Resource Operating Environment ——
Plan/Assign Policy Planning J
ontract Due rojex ontra rodu overnance! udi
Checks & Contract D Project/Arch Contract Product IT G / Audit/
Controls Diligence Compliance Oversight Governance Coordination Compliance
Implementation Contract Product Business
h ]
Oversight Audit Performance g Continuity
Operations . Rerr ey Inquiries & Trade e Help Desk/ Financial
& Execution Def / User Reports Processing Problem Mgmt Management
T Acceptance =
farketing Criterta coount Corporate - —— -
Execution Maintenance Actions
Implementation Cash Pricing/ Vendor Security
Contract Planning . Performance "
Processing Market Data Management Services
Development
Configuration ‘ ¥ Cash Information Development e ——
& Conversion BT PEsme Delivery Test
Projects
WM Producti
Tmini": Manual Reconciliations ::"“':" Treasury
- Processing —
Static Data
CA Voluntary atie al UAT Facilities
Maintenance
Elections
ccouning Internal
Operations Training
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Call to action

Determine capabilities necessary to meet future
goals

Focus on core strengths and partner for everything
else

Eradicate inefficiencies that create barriers to
change

Develop a purposeful, systematic culture of
innovation
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