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May 2003 AIMSE Conference 
Is Your Firm Prepared for the Coming Boom in Alternative Distribution Channels? 

Moderator:  Mark Sullivan, AllianceBernstein 
Panelists:  Jeffrey Cusack, Charles Schwab & Co.; William Santos, Gartmore Global 

Investments; Dean Patenaude, Jr., Affiliated Managers Group 
 
This session, led by Mark Sullivan, was fast-paced, well organized, full of useful 
information, and gave the audience plenty to think about in terms of taking advantage of 
opportunities in alternative distribution channels or managed accounts.  The first warning 
was make sure that you don’t bring in $1.00 in revenues and have $1.10 in costs!  Dean 
Patenaude started with an overview of Affiliated Managers Group (AMG), which was 
founded in 1993 as a solution for small- to mid-sized firms with succession challenges.  
The firm’s philosophy is that the affiliate investment managers should remain 
autonomous, the relationship would be long-term (“Our business is about retaining 
affiliates in perpetuity”), and the second generation would be as strong as the first 
generation.  Today, they have 17 affiliate managers with 150 active products across 
value, core, growth, fixed income, balanced and international.  They want to position as 
many products as possible to take advantage of alternative distribution channels.   
 
Current distribution is broad.  For the high net worth market, AMG offers products 
through family offices, separately managed wrap accounts, hedge funds and collective 
investments.  Mutual funds are sold both directly and via sub-advisory relationships.  
Institutional clients span ERISA, public pension, foundation and endowment, Taft 
Hartley and sub-advised accounts.  In response to a later question as to where can you 
drive scale, Dean said definitely sub-advisory.  Sub-advisory mandates are a very 
attractive, lucrative area – you can still earn north of 50 bps.  You can drive your business 
to scale because you only have one point of servicing.  You have to provide outstanding 
service to that one point and treat them like your best clients.  They, in turn, will act as a 
conduit to many other clients. 
 
Dean touted the triumph of open architecture, which has led to many opportunities, and 
noted that intermediaries dominate asset flows, crediting Schwab in particular with doing 
a fine job.  He stressed that open architecture legitimizes outsourcing, which in turn gives 
managers enormous cost benefits and the ability to focus on the core competency, which 
is particularly essential in periods like this when profitability is down.  At the same time, 
there is increased scrutiny of investment products, with preference for “best of class.”  
Investment management, however, is no longer the key component and is part of a 
bundle, which can be more expensive.  With the intermediaries increasing market share, 
whether as a source for new business in the institutional, high net worth or retail markets, 
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there is also the need to have dedicated groups to fulfill intermediary needs and to 
customize.  The objective, for all these entities, is to have the “cradle-to-grave” client.   
 
Dean reinforced the importance of distribution to a firm’s ability to achieve scale and 
profitability, citing that packaging no longer defines the world.  Mutual funds with 
classes A to N shares literally meet the needs of every market.  He highlighted a few 
pockets of opportunity, informing us that the major U.S. market pools are over $32 
trillion as of 2001.  The institutional market remains fragmented, and there is a trend to 
move to small boutiques or mid-sized firms.  The open architecture has expanded shelf 
space and product offerings.  As individuals save and invest for retirement, there are great 
“new millionaire” opportunities – not to mention the steady increase in rollovers or cash 
outs of 401(k) plans over the next thirty years.  He also pointed out that the assets in 
discretionary accounts in U.S. banks are reaching over $1,453.8 billion.  Where Dean 
differed from later speakers was in addressing separate account growth and urging 
caution in case of compression in this area.   
 
AMG is going to retain affiliate autonomy, but augment marketing, client service and 
operation functions where clear economies of scale are apparent.  Want some examples?  
They offer a mutual fund solution through the AMG/Managers Funds, a separate account 
wrap solution through a Portfolio Services Group and back office operations through 
Advantage Outsourcing Solutions.  There is also a centralized compliance function.  
These services are for affiliates and non-affiliates.   
 
The next speaker was from Gartmore Global Investments – Bill Santos, who is the 
Executive Vice President of Distribution.  Bill led off with the challenges he sees in 
today’s market, emphasizing the high correlation across asset classes, resulting difficulty 
in achieving true diversification, and persistent volatility in a possibly lengthy sideways 
market.   
 
He then gave us an in-depth look at Gartmore, which is a $70 billion firm dedicated to 
providing asset management solutions to manage the risks in today’s markets, while 
delivering new sources of growth.  The firm offers a strategically diversified range of 
investments across mutual funds, separate accounts and alternative investments with the 
objective of superior risk-adjusted returns.  Investment offerings are in three buckets:  
long-U.S.; long-International; and hedge funds.  To complete its strategic diversification 
plan, Gartmore is looking for large cap value, mid cap blend, small cap blend, Europe ex-
UK small cap, Pan Europe and Emerging Markets Debt.  In the hedge fund arena, they 
want global, U.S. large cap, U.S. all cap, country specific and fund of hedge funds.   
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Gartmore’s strategy is to complete its offerings through lift-outs and acquisitions, with 
the overriding principle that the investment service has to fit in Gartmore’s philosophy 
and process, which is based on a quantitative overlay on fundamental analysis.  Managers 
are given risk budgets, high value-added alpha standards (300 bps over the benchmark is 
the expectation; incentives for 500 bps over) and compensation on a risk-adjusted basis.  
Gartmore has positioned itself as an “employer of choice for top portfolio managers.”  To 
attract talent, Gartmore offers equity ownership.  Gartmore will also seed professionals as 
long as their approaches are compatible with the firm’s overriding philosophy and 
process disciplines.  When the record is ready, Gartmore takes it to market.   
 
As a major global player in hedge funds with publicly noted high rankings, an important 
objective is to become a dominant force in the U.S. retail market.  Gartmore has $3.l 
billion in 15 strategies and 9 hedge funds as of 2003.  They are in the process of building 
an array of strategies in a variety of hedge fund structures:  registered products on an 
open-end and a closed-end basis; unregistered partnerships; and insurance-based 
structured products.  
 
Bill showed data demonstrating that hedge funds complement a total plan structure by 
introducing excellent risk characteristics and lower correlations to traditional asset 
classes.  He allowed that in roaring bull markets, hedge funds may underperform, but 
over full market cycles, he expected them to do better.  The role they can serve in a total 
plan is to help achieve consistency and better capital preservation over time.  Today, 
there are over 7,000 hedge fund managers representing assets in excess of $600 billion.   
 
Switching to the mindset of investors, Bill reported the findings of a “Mass Affluent 
Survey” which he commissioned the Spectrem Group to complete.  Nearly 80% of 
affluent investors seek the potential to earn money in both up and down markets, fewer 
than 7% currently own hedge funds and over 60% seek the potential benefits of hedge 
funds.  They rely heavily on their financial advisors, but 95% say that their advisors have 
not recommended hedge funds.  Bill then showed that there were 19 million households 
with assets of $100,000 to $1 million; six million between $1 million and $5 million, and 
480,000 over $5 million net worth.   
 
How do you reach them?  Open-Architecture Platforms!  He believed, in contrast to 
Dean, that separately managed accounts will be the central force of continued growth, at 
the expense of mutual funds.  He believes in the power of intermediaries in reaching this 
audience.  He also talked about the differences between registered versus unregistered 
hedge products and then moved on to the challenges of distribution and product structure.  
First, there is a high need for education and awareness in the target markets.  Second, 
how will the hedge fund strategies work in the traditional asset allocation models?  With 
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respect to product structure and the registration process, today you see more of a cottage 
industry, but the trend is definitely to become more institutional in focus.  The liquidity 
features are limited, which precludes some investors, and the tax treatment issues will be 
important to understand and address.  You also have to understand the issues surrounding 
a private placement memorandum versus a prospectus.   
 
In summary, Bill acknowledged that the retail market holds many challenges, which will 
limit the near-term acceptance of hedge funds.  Recent market conditions, however, have 
“heightened the need for hedge products.”  The 33-ACT Registration of hedge funds 
brings a level of regulation to the industry, and they are serving an increasingly important 
role in a total investment plan.  He concluded that this area holds great opportunities. 
 
Finally, Jeff Cusack provided a wealth of information on Charles Schwab & Co. and 
where he sees new opportunities in distribution.  He gave a summary of Schwab’s assets, 
which are hovering over $760 billion and actually hit $1 trillion at one point.  Q1 2003 
showed some exciting promise for Schwab with positive net flows, and Schwab is well 
on its way to becoming one of the dominant market leaders.  
 
More importantly, Schwab moved in Q3 2002 from the 10th position in managed 
accounts to 6th  with $11 billion, which represents 2.5% of the $300 billion managed 
accounts marketplace today.   The $11 billion today represents over 20,000 accounts, 
averaging $500,000 each.  According to Cerulli, the managed accounts market is 
expected to reach $750 billion by 2008.  Given Schwab’s growing market share, if they 
reached 5% market share, that means they could be $38 billion by 2007!   
 
One of the advantages Schwab has is its structure – at the first level, there is the Managed 
Account Marketplace, where you literally have access to hundreds of managers, and 
anyone can participate.  Advisors negotiate fees directly with managers at this level.  The 
next level, Managed Account Connection, is easier for advisors to work with due to 
managers agreeing to meet certain operational efficiencies.  The Managed Account 
Connection currently includes a subset of 100 investment managers, where there is a 
$500,000 minimum and a choice of an asset-based or transaction-based fee.  Manager 
fees cannot be higher than .80% for equity and .5% for fixed income fees, and many fees 
are lower.  There is no research; however, the managers must have a 5-year AIMR-
compliant record.        
 
Jeff then highlighted Schwab’s new Managed Account Select, which is one fee for 
managers, transactions and research from Callan.  The fees, beginning at 1% and scaling 
down, are very competitive in the marketplace.  For example, at a $1 million, the fee 
would be 86 basis points.  Callan has populated a matrix of 40 managers in this program, 
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and there is a $100,000 minimum for equity and a $250,000 minimum for fixed income.  
In addition, the paperwork has been reduced by 60%.   
 
Jeff said there are several areas being developed:  SIM, where Schwab services over 
5,900 advisors with average account size of $500,000 and retail for private client 
consultants.   About a year ago, Schwab launched the Schwab Private Client area, where 
deeper relationships are established with these clients.  As part of this program, Schwab 
clients have access to managed accounts through Managed Account Select.  Over 165 
private client consultants have used this platform and 134 are using managed accounts.  
Jeff reported only $400 million in this area at AIMSE at the beginning of May.  A month 
later as I conclude this article, there is $500 million.  The run rate is exceeding $100 
million, and the average size account is $250,000.   
 
The independent investment advisor area has experienced the most growth.  More 
importantly, the largest advisors (in terms of assets they control) are the most active users 
of managed accounts.  Advisors are looking for relationships.  Jeff believes this channel 
is early in development.  With Schwab, they will get access to the Managed Account 
Research Center.  There is a dedicated web site for the independent advisors and there is 
great information there, including a link to Callan’s web site.  They have access to the in-
depth quarterly analysis of managers, white papers, and updates.  Schwab has also 
teamed up with Mobius on MMAPS, which is a database covering 1,500 managers and 
5,000 products.  In this system they can create, save and export proposals.  They can do 
blends of managers and use Callan profiles.  They are armed with all the tools necessary 
to service their clients.  Jeff feels this is going to be a huge area of growth for Schwab.   
 


