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Affiliated Managers Group, Inc.
FINANCIAL HIGHLIGHTS

Pro Forma
{detlars in thousands, except az indicaed and per share data) 1996 1997 (997 13
Statement of Operations Data
Revenues $ 50,384 % 05387 £ 147,159
Operating income 7071 21 561 47,112
Income (loss) before extraordinary item {1,289) [,643 8,761
Met income (loss) {2,372) (8368) 8,761
Income (loss) before extraordinary item per share = basic 1t (32]) % 0.72 h 0.50
Income (loss) before extranrdinary item per share — diluted {3.22) 0.20 .49
et income {loss) per share — hasic {5.49) (3.69) 0.50
et incame {loss) per share — diluted {5.49) (1.02) 0.49
Average shares outstanding — basic 431,908 3,270,684 17,600 867
Average shares outstanding — diluted 431,908 8,235,529 |7, 767,913
Other Financial Data
Assets under management at year end {in millions) £ 19,051 % 45,673 $ 45,673
ERITDA™ 10,524 20,044 45,010
EBITIDA as adjusted ™ 7.596 10,201 26,695
Balance Sheet Data
Total assets $101,335 5 456,990 $456,990
Senior bank debt 33,400 159,500 159,500
Total stockhaolders’ equity 36,989 259,740 159,740

W EBITIA represents carnings befare interes, fecome luxes, depreciation, amortizalion and extraordingry ilen.

1 EBTTIXA ws adusted refresents earmings after interest expesse aved ivcome daxes bt befare deprecintion, amartization and extraardivary ilem.

" Pro Jorma financial data gives effect la investnents and financing travsaciions which eccurred dring 1997 as if each of such Iransactions ocenrred as of Jamwary 1, 1987
and bars been prepared in accordenrce weith e Secwritivs and Exchange Commission’s Regulation S-X

ASSETS LWNDER MANLGEMENTY

ESSEX
TWEEDY, HROWNE

1% in billions

Pericl Ending Thate of Invessment in Allilae

¥ Pra fasma as of Decarber 34, 1907, inclading the investmomd in Esscx, abich closed on March 20, roo
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To Our Shareholders:
Affiliated Managers Group, Inc. (AMOC) had an
autstanding vear in 1997, With three new invest-
ments, we grew (o en Affiliates with over $43
billion in assets under management at year end.
Our Affiliates achieved excellent internal growth,
with assets under man-
agement increasing h}f
65% from year end 1996
{ona pro forma basis). Fi-
nally, our successful initial
public offering in No-
vember positioned AMG
for continued strong
growth in the future.
Our 1997 financial
results reflect both our
success in adding new
Affiliates and the contin-
ved growth of our existing
Affiliates. On a reported
basis, revenues increased
89% from $50.4 million
in 1996 to $95.3 million in 1997, while EBITDA
iearnings befare interest, income taxes, deprecia-
tion, amortization and extraordinary item) in-
creased 91% to $20.0 million compared with
$10.5 million in 1996, On a diluted basis, income
per share befare extraordinary item was $0.20 in
1997 compared with a loss per share of $3.22 in
1996, Ona pro forma basis, ERITDA in 1997 was
345 0 million, and 1997 income per share before
extranrdinary item was $0.49 on a diluted basis,
We substantally strengthened the Company's
capital base with AMGs initial public offering, which
generated net proceeds of approximately $187 mil-
lion. By increasing our [inancial capacity and pro-
viding the added flexibility of a public stock to use

L8 " I standing, Setl Bremnan,
Lee Chertavian, Jef[l A
seated, Mate Daltor, Sean Healey

|

lurphy, Brian Girvan

a5 AN ACCUisition CLmency, the oﬂtring enthances our
ability to continue to grow by investing in new
Affiliates. We also expanded our capacity to fund
investments in new Affiliates by increasing our re-
volving credit facility to $300 million.

Assets under management by our Affiliates
increased from 327 bil-
lion at vear end 1996 (on
a pro forma basis) to
over 345 billion at vear
end 1997, This growth
in assets under manage-
ment was hased on both
strong investment per-
formance and positive
net client cash flows. Of
the $17.9 billion in-
crease in assets under
management among our
Affiliates, $11.9 billion
represented positive net
client cash flows.

Our Affiliates are well
positioned across a range of investment styles, as-
set classes and client types. This diversification
offers AMOG a balanced business mix, while our
Affiliates' significant participation in such fast
growing segments as equities, global investments,
and mutual funds gives us confidence in our Afl-
filiates” prospects for continued strong internal
growth in assets under management,

During 1997, we achieved substantial growth
bv making investments in three new Affiliates, each
representing a distinet approach o investment
management. In the second quarter, Galen and
Glossberg, a Chicago-based investment firm with
nearly $4 billion in assets under management, be-

came an Alliliate. Golen and Glossherg managesa



variety af portfolios for prominent individuals,
families, retirement plans, foundations and endow-
ments, In the third quarter, we added GeaCapital,
which manages over $2 billion in small-cap and
special situation companies an behall of corpora-
tions, retirement programs, foundations, high net
worth individuals and pri-
vate partnerships, In the
fourth quarter, Tweedy,
Browne Company, a well
recognized leaderin value
investing, became an
AMG Affiliate. Tweedy,
Browne manages over 43
billion in domestic and
global equities on hehalf
of mutual funds, institu-
tions, high net worth
individuals and private
partnerships. [ am pleased
to report that we have al-
ready begun 1998 on a
similar pace, having completed in March an in-
vestment in Essex Investment Management Com-
pany, a Baston-hased firm which manages aver $4
billion in assets. Essex specializes in investing in
growth equities and fixed income securities em-
ploving a fundamental research-driven approach.
With the completion of the investment in Essex,
AMC has eleven Affiliates which collectively man-
age over $50 hillion in assets,

We achieved another important objective in
1997 by strengthening our management team and
adding two new members to our Board of Direc-
tors. We enhanced our management depth with
the addition of personnel to AMOCS finance and
acquisition areas, We also expanded our Board
of Directors with the elections of John M. B

Bill Nuatt, President, Chief Execudive Officer ard

Chairmean of the Board of Directors

O'Connor, a partner of Chase Capital Partners,
and William F Weld, former Covernor of Massa-
chusetts and now a partner of McDermott, Will &
Emery. We are confident that their experience and
expertise will be beneficial in helping us achicve
the next phase of our growth.

| would like to ex-
press my gratitude to
Roger B, Kafker of TA
Associates, a founding
institutional investor in
AMG, who will be leav-
ing the board in 1998,

With the performance
of our Affiliates, the in-
creasing recognition of
CUrinnovative ransaction
structure as an attractive
solution to the succession
needs of growing mid-
sized investment manage-
ment firms, and with our
management team's proven track record in execut-
ing ourstrategy, we believe that we have assembled
the kev elements for continued growth. | would
like to express our appreciation to our sharehald-
ers far their support and to thank our Affiliates,
emplovees and management team [or their out-
standing contributions to a successful 1997,
We look forward o continuing to capitalize on
our opportunities in the future,

Sincerely,

- 'ei:f/fiﬁléffd;-u -..’J%.:E {

/
William J. MNutt

President, Chief Executive Officer and
Chairman of the Board of Directars
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AMG'&' strategy is to become the preferred succession plan-
ning alternative for growing mid-sized investment management
firms. As an asset management holding company, AMG secks
to generate growth through investments in new Affiliates, as
well as through the internal growth of existing Affiliates.

The foundation ob AMGS approach is its innovative trans-
action structure (the "AMO Structure”)
which addresses the financial and op-
erational needs of the managers, own-
ers, and clients of growing mid-sized
investment management firms. The

AMC Structure allows owners of these

firms to sell a portion of their interest,
while ongoing management retains signilicant ownership, with
the opportunity ta realize value for that interest in the future.
The AMG Structure alsa provides management of cach Atfili-
ate with autonomy over the day-to-day operations of their firm,
and includes a revenue sharing arrangement which provides that
a specified percentage of revenues are retained to pay operat-
ing expenses at the discretion ol the Adliliate's management.
As the owners of successtul mid-sized investment manage-
ment firms plan for their succession and the continuity of their
firms, they seek liquidity and a fair value for a portion of their
equity to be sald today, with the opportunity for continued
equity appreciation. Just as important is the certainty that
they will be able to continue to manage their firm's opera-
tions and investmenl process without
outside interference. The combination
of retained equity and operational au-
tonomy inherent in AMGS approach
addresses all of these concerns in a
way that a sale of 100% ol a lirm's

equity cannot.

AMG believes that the opportunity for the managers of its
Affiliates to realize value for their retained equity makes the
AMG Structure particularly appealing to lirms which antici-
pate strong [uture growth. The AMG Structure is designed (o
provide managers of those firms with an angoing incentive
to continue to grow their business,
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FMHE AMS APPROACH

A fundamental goal of AMG's ap:
proach is the alignment of interests
among an Affiliate's clients, employ-
ees and owners (including both its
management and AMGH AMG be-
licves that investment management
clients and their consultants under:
stand that succession of a tirm's management owners is in-
evitable, but they preler it to occur in a structure which
provides for both autonomy and an engoing incentive for
management to continue to provide superior investment per-
formance and client service. By providing a tirm's manage-
ment with a significant retained
ownership interest, the AMO Struc-
ture enstres a substantial ongaing in-
centive for the management owners,
[n addition, by making the firm’s eq-
uity available to succeeding members
of management in the future, the
AMO Structure also provides these same incentives lor the
firm’s emplayees to provide superior performance and con-
tribute to future growth.

AMC's approach appeals both to independently owned
firms, which are seeking a solution which effers succession
among individual managers and continuity for the firm, as well
as to firms which are wholly or partially owned by outside
entities. [n cach case, the AMG Structure allows for ongoing
management to retain, or acquire, an ownership interest in
their firm. The incentive provided by equity ownership and
the stability allowed by operational
autonomy serves to align the inter:
ests of the firm's clients, employees

and owners.
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AMG TARGET UNIVERSE

FIRMS WITH
SO0 = SEOH AL

IDENTIFIED TARGETS

IWER 750

- =

CONTACTER Y AMG

CVER 400
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FNAYESTMENTS [H: NEW AR FEIL1DATE:S

Cnntinuing AMOCS momentum by making additional investments
in growing asset management firms, whose management and own-
ers recognize the benefits of AMGS approach, is expected to be
a primary source of AMGY ongoing growth, AMG anticipates
that it can continue implementing this growth strategy for twa
reasons: the large number of mid-sized asset management firms
which represent substantial additional
investment opportunities for AMG, and
the attractiveness of AMOs investment
approach to the owners of such firms,
AMG has developed the resources and

the ability to identify and capitalize on

these growth opportunitics with a disci-
plined calling program, the management expertise to execute new
investments, and the financial fexibility to complete them.
There are numereus investment opportunities within AMGSs
target universe, with over 1,200 firms with assets under manage-
ment of between $500 million and $10 billion in the United
States, Canada, Furope and Asia. From this broad group, AMG
has identified over 750 potential afliliates. AMG management
has already introduced AMC's approach 1o a large number of these
firms and continues to build new relationships through an active
calling program. In the past several years, AMG has had discus-
sions with over 400 Hrms, including over 300 on-site visits.
Ohnece it elects to make an investment, AMG is equipped w0
complete the transaction guickly and in a manner which allows
the prospective affiliate’s management the least disnuption from
their primary responsibility, focusing on their clients. The experi-
ence and credibility gained from completing eleven investments
tor date, and the expertise of AMGS management in mergers and
acquisitions coupled with AMGS financial capacity and flexibil-
ity, allow AMG to successfully and efficiently execute new in-
vesiments. [n addition, because AMC's
approach ensures ongoing management
autonomy and direct ownership in their
firm, each lirm's clients can be assured
that the same incentives that were in
place before an investment by AMOG will

continue in the future.









NTERNAL GRONM-TH OF AFFILIATES

Ownn-r:. of Affiliates choose AMG
rather than selling 100% of their firm,
in the belief that the future value of
their retained equity in their firm will
be gzreater than its value today, The
AMG Structure is most appealing to
managers of firms who anticipate
strong future growth and want to have direct equity partici-
pation in that growth,

The opportunities for capital appreciation on their retained
equity, along with annual participation to their firms profits,
provides powerful ongoing incentives for the management of
each Affiliate. These combined annual and long-term financial
rewards provide strong motivation for them to build the value
of their firm: by generating positive net client cash flows; by
delivering exceptional investment per-
formance; by providing superior client
service; and by improving operational
effectiveness.

AMGC supports the efforts of its

Affiliates by offering access to broader

resources for growth initiatives as well
as [or operational enhancements, Recent support initiatives
have included assistance with new product develapment, mar-
keting material development, recruiting, compliance audits,
client satisfaction surveys, and discounted pricing on a range
of third party services. Recognizing the importance of cach
Affiliate's autonomy and unique culture, this assistance is pro-
vided only on an "as requested” basis.

In addition, twice a year, AMC arganizes the Affiliate Forum
which includes senior management
from each Affiliate and provides an
appartunity to hear speakers discuss
industry trends, to participate in semj-
nars on areas of shared interest, and
to interact with peers from other firms

whao share a common atfiliation.
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DIVERSIFICATION

Among its Affiliates, AMOG enjoys a
broad diversity of asset classes, invest-
ment styles, client types, distribution
channels, and geography of invest-
ments, AMC seeks to continue to in-
vest in firms which participate in rapidly

growing segments of the asset manage-
ment industry, as well as to capture the henefits of exposure
to multiple avenues of distribution. This breadth of exposure
enables AMUG to participate in the higher growth areas of the
industry, while providing a level of stability against volatility
or changing prospects which an individual industry segment
may experience. Consequently, AMG
continues to seek investments in firms
which participate in the same or simi-
lar areas as the current Affiliates, but
also will seek further diversification by
investing in firms with exposure to

other sectors.

AMCG measures its participation in various segments of the
asset management industry by contribution to AMGs EBITDA,
rather than by amount of assets under management (which does
not necessarily reflect their relative importance to AMGS re-
sults), By this measure, AMG's Alfiliates have substantial par-
ticipation in fast-growing sectors of the investment management
business, such as equities, mutual funds, and global investments.

BUIMVERSITY BY ES]TDODA CONMTREELTILEO:N
Pro Forma Far the Year Ended December 31, 1997

CLIENT TYPE ASSET CLASS GEOGRAPHY

ERITDA Conlribution represents the portion of an Affiliates reo-
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Affiliated Managers Group, Inc.
AFFILIATES

# The Burridge Group LLC

The Burridge Group is a Chicago-based firm that specializes in
the management of mid-cap growth equity portfolios. Burridae's
clients include corporate, Taft-Hartley and public pension plans,
as well as foundations, endowments and individuals.

® Essex Investment Management Company, LLC *
Essex is a Boston-hased investment management firm which spe-
cializes in investing in growth equities and {ixed income securi-
ties an behalf of institutional and private clients. Essex offers a
range of products which employ the same fundamental research,
active portfolio management, and focus on identifying company
earnings growth, profitability, and franchise opportunities that
Essex believes will achieve superior investment returns,

# First Quadrant, L.P.

One of the largest quantitative investment managers in the world,
Pasadena-based First Quadrant, L.P, together with its London-
based sister company First Quadrant Led., pioneered the use of
asset allocation and style management on 2 global basis. With an
emphasis an rescarch and publishing, First Quadrant applics ad-
vanced information technelogy and artificial intelligence tech-
niques to leverage traditional methods of building quantitative
investment systems. First Quadrant provides its services to large
domestic and international corporate and public entities and pen-
sion plans,

% GeoCapital, LLC

Based in New York, GeoCapital invests in domestic small-cap equi-
ties on behalf of corporate and retirement programs, foundations,
high net worth individuals and private partnerships. The firm’s in-
vestment approach is to manage fully invested portfolios that blend
two types of stocks: growth companies and special situations.

# CGofen and Glossberg, L.L.C.

Based in Chicago, Gofen and Glossberg is one of the oldest and
most respected investment counseling firms in the Linited States.
The firm has a long histary of managing assets for prominent
individuals, families, retirement plans, foundations and endow-
ments. Gofen and Glossberg takes a long-term approach to port-
folio management — typically three to five years — in order to
preserve capital and encourage growth.

# |.M. Hartwell Limited Partnership
LM, Hartwell is a New York-based growth stock manager whose
clients include high net worth individuals, an offshore hedge fund
and several large private foundations. The firm uses a disciplined
selection process to identify stocks of companies with strong fun-
damentals and exposure to long-term trends.

# Paradigm Asset Management Company, L.L.C,
Paradigm Asset Management emplovs an investment approach
that combines passive management technolagy with active man-
agement insights. Paradigm's investment process identifies sev-
eral portfolio management styles from a set of active managers
and then, using a modeling process, arrives at a smaller portio-
lio of stocks, Based in New York, Paradigm offers six stvles chat
employ this investment process: large-cap growth, large-cap
value, mid-cap growth, mid-cap value, small-cap growth and
small-cap value.

# Renaissance lnvestment Management

Based in Cincinnati, Renaissance utilizes disciplined quantita-
tive techniques in conjunction with traditional fundamental
analysis in identifying investment opportunities within and
among asset classes, Renaissance affers large cap, small cap and
international equity management, focusing investments in
growth companics that are trading at reasonable valuations, Re-
naissance also offers tactical asset allocation. balanced and fAxed
income management.

# Skyline Asset Management, L.P.

Skyline is a Chicago-based investment advisor that specializes
in small-cap value equities. The firm manages assets for numer-
ous institutional clients and also for three no-load mutual funds:
Skyline Special Equities Porifalio, Skyline Special Equities [T and the
Sleyline Small Cap Contrarian Fund. Each of the firm's stratepies leads
to the selection of stocks with low valuations and attractive
earnings growth prospects,

# Systematic Financial Management, L.P.
Located in Teaneck, New Jersey, Systematic Financial Manage-
ment manages poartlolios for corporations, pension funds and
high net worth individuals employing value-based strategies.
The firm provides several products including large and small-
cap value equity and free cash flow value equity.

% Tweedy, Browne Company, LLC

Tweedy, Browne is a leading practitioner of the value-oriented
investment approach advocated by Benjamin Graham, The firm
secks to invest in companies at a substantial discount to their
true business value while emphasizing a long-term, low turn-
over strategy grounded in individual stock selection. Tweedy,
Browne provides investment management for institutions, in-
dividuals, partnerships, offshore funds and two mutval funds,
Tmrr:!_‘}f, Browne Anerican Value and Tweedy, Browse Global Value.

*AMG completed its investment in Essex on March 20, 1998,
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e
When used in this Annual Report and in future filings by
Affiliated Managers Group, Inc. (the "Company” or "AMG") with
the Securities and Exchange Commission, in the Company's
press releases and in oral statements made with the approval
of an authorized executive ollicer, the words or phrases “will

STATEMENTS

likely result”, “are expected to”, "will continue”, "is anticipated”,
"belicves”, “estimate”, "project” or similar expressions are intended
o identity “forward-looking statements” within the meaning of
the Private Securities Litigation Relorm Act of 1993, Such
statements are subject to certain risks and uncertainties, includ-
ing those discussed under the caption "Business-Cautionary
Statements’, which are set forth in the Company’s 1997 Form
[0-K that could cause actual results to differ materially from
historical earnings and results and from any opinions ar state-
ments expressed with respect to future periods in any current
statements. The Company wishes to caution readers not to
place undue reliance on any such forward-looking statements,
which speak only as of the date made.

The Company will not undertake and specifically declines
any obligation to release publicly the result of any revisions which
may be made to any forward-looking statements to reflect
events or circumstances alter the date of such statements or to
reflect the occurrence of anticipated or unanticipated events.

OVMERVMIEW

The Company acquires equity positions in mid-sized invest-
ment management firms, and derives its revenues from such
firms (“Affiliate” or "Affiliates”). AMG has a revenue sharing
arrangement with each Affiliate awhich is contained in the
organizational document of that Affiliate Fach such arrange-
ment allocates a specified percentage of revenues [ typically
50-70%) for use by management of that Affiliate in paying
operating expenses of the Affiliate, including salaries and
bonuses (the "Operating Allocation”). The remaining portion
of revenues of the Affiliate, typically 30-50% (the “Owners'
Allocation"), is allocated to the owners of that Affiliate (in-
cluding the Company), generally in proportion to their own-
ership of the Affiliate.

One of the purposes of the revenue sharing arrangements
is to provide ongoing incentives for the managers of the
Affiliates: The revenue sharing arrangements are designed
to allow cach Affiliate’s managers to participate in that firm's
growth (through their compensation paid out of the Oper-
ating Allocation and their ownership of a portion af the Chwn-
ers Allocation) and to make operating expenditures [reely
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within the limits of the Operating Allocation. The portion
of the Operating Allocation that is not used to pay salaries
and other operating cxpenses (the "Excess Operating Allo-
cation”) is generally available to be used at the discretion of
management of such Affiliate, including for the payment of
bonuses ar distributions to management. The managers of
each Affiliate thus have an incentive to increase revenues
[ thereby increasing the Operating Allocation) and control
expenses (thereby increasing the Excess Operating Alloca-
tion), The ownership by an Affiliates management of a por-
tion of the Affiliate, which entitles them to a partion of the
Owners' Allocation, provides an important additional incen-
tive to managers of each Affiliate to increase revenues,

The revenue sharing arrangements allow AMOC to partici-
pate in the growth of revenues of cach Affiliate, because as
revenues increase, the Chwiers' Allocation also increases. How-
ever, the Company participates in that growth to a lesser ex-
tent than the managers of the Affiliate, because AMG does
not participate in the growth of the Operating Allocation:

The portion of cach Affiliate’s revenues which is included
in its Operating Allocation and used 1o pay salaries, bonuses
and other operating expenses, as well as the portion of each
Affiliate's revenues which is included in its. Owners' Alloca-
tion and distributed to AMG and the other owners of the
Affiliate, are both included as "revenues” on the Company's
Consolidated Statements of Operations. The expenses of each
Affiliate which are paid out of the Operating Allocation, as
well as the holding company expenses of AMC which are
paid by the Company out of the Owners' Allocation which
AMUG receives from the Affiliates, are both included in "oper-
ating expenses’ on the Company'’s Consolidated Statements
of Operations. The portion of each Affiliate's Owners' Allaca-
tion which is allocated to owners of the Affiliates other than
the Company is included in "minority interest’ an the
Company’s Consolidated Statements of Operations.

The EBITDA Contribution of an Affiliate represents the
Owners Allocation of that Affiliate allocated 10 AMG before
inl:EJ'-EStI income taxes, depreciation and amortization of that
Affiliate. EBITDA Contribution does not include holding
company expenses of AMG,

The Affiliates’ revenues are derived from the provision of
investment management services for fees; Investment man-
agement fees are usually determined as a percentage fee
charged on periadic values of a client’s assets under manage-
ment. Certain of the Affiliates bill advisory fees for all or a
portion of their clients based upan assets under management
valued at the beginning of a billing period (“in advance”), Chther
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Alfiliates bill advisory fees for all or a portion of their clients
based upon assets under management valued at the end of the
billing period (“in arrears”). Advisory [fees billed in advance
will not reflect subseguent changes in the market value of as-
sets under management for that period, Conversely, advisory
fees billed in arrears will reflect changes in the marketvalue of
assets under management for that period. In addition; several
of the Affiliates charge performance-hbased tees 1o certain of
their clients which result in payments to the applicable Aftili-
ate if specified levels of investment performance are achieved.
All references to “assets under management” include assets di-
rectly managed as well as assets underlying overlay sirategies
which employ futures, options or other derivative securities
to achieve a particular investment objective.

The Company’s level of profitability will depend on a va-
ricty of factors including principally: (i) the level of Affiliate
revenues, which is dependent on the ability of the Affiliates
and future affiliates to maintain or increase assets under man-
agement by maintaining their existing investment advisory
relationships and fee structures, marketing their services suc-
cessfully to new clients, and obtaining favorable investment
results; (i} the receipt of Owners' Allocation, which is depen-
dent on the ability of the Affiliates and luture affiliates to main-
tain certain levels of operating profit margins: (iii) the
availability and cost of the capital with which AMC finances
its mvestments; {iv) the Company's success in attracting new
investments and the terms upon which such transactions are
completed; (v) the level of intangible assets and the associ-
ated amaortization resulting from the Company's investments;
{vi) the level of expenses incurred by AMG for holding com-
pany operations; including compensation for its employees;
and (vii} the level of taxation to which the Company is sub-
jeat, all of which are, to some extent, dependent on factors
which are notin the Company's control, such as general secu-
rities market conditions.

Since its founding in December 1993, the Company has
completed 11 investments in Alfiliates, The most recent in-
vestment, Essex, was completed in March 1998 and is not in-
cluded in pro forma operating results except where indicated.
In May, Seprember and October 1997, the Company com-
pleted investments in Gofen and Clossherg, GeoCapital and
Tweedy, Browne, respectively. The Company alsa made in-
vestments during March and December 1996, in First Quad-
rant and Burridge, respectively. The Tweedy, Browne
investment is the Company's largest tordate, representing 54%
of the Affiliates' pro forma EBITD A Contribution {which does
not include Essex) for the year ended December 31, 1997,

The Company’s investments have been aceounted for un-
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der the purchase method of accounting under which good-
will is recorded for the excess of the purchase price for the
acquisition of interests in Affiliates over the fair value of the
net assets acouired, including acquired client relationships.
Asa result of the series of investments made by the Com-
pany, intangible assets { goodwill and acquired client relation-
ships) constitute a substantial percentage of the assets of the
Company and the Company’s results of aperations have in-
cluded increased charges foramortization of those intangible
assets. As of December 31, 1997, the Company’s total assets
were approximately $457.0 million, of which approximately
$142.9 million consisted of "acquired client relationships” and
$249.7 million consisted of "goadwil" {collectively, acquired
client relationships and goodwill are referred to as "intangible
assets”), The amortization period for intangible assets for each
investment is assessed individually, with amortization periods
for the Company's investments to date ranging from nine to
36 years in the case of acquired client relationships and 15 to
35 years in the case of goodwill, In determining the amortiza-
tion periad for intangible assets acquired, the Company con-
siclers a number of factors including: the firm's historical and
potential future operating performance; the firm's historical
and potential luture rates of attrition amang clients; the sta-
bility and longevity of existing client relationships; the firm's
recent, as well as lang-term, investment performance; the char-
acteristics of the firm's products and investment styles: the
stability and depth of the firm's management team; and the
firm's history and perceived franchise or brand value, The
Company continuously evaluates all components of intangible
assets to determine whether there has been any impairment
in their carrying value or their useful lives: The Company
makes such evaluations quarterly on an Affiliate-by-Alfiliate
basis to assess if facts and circumstances exist which suggest
an impairment has accurred in the value of the intangible as-
sets or if the amortization period needs to be shortened. [f
suich a condition exists, the Company will evaluate the recow-
erability of the intangible asset by preparing a projection af
the undiscounted future cash flows of the Affiliate. 1f impair-
ment is indicated, then the carrying amount of intangible as-
sets, including goodwill, will be reduced to their fair values.
W hile amortization of intangible assets has been charged
to the results of operations and is expected to be a continuing
material component of the Company’s operating expenses,
management believes it is important to distinguish this
expense from other operating expenses since such amortiza-
tion does not require the use of cash. Because of this, and
because the Company's distributions from its Affiliates are
based on their Owners' Allocation, management has provided
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additional supplemental information in this annual report for
"cash-related” earnings, as an addition to, but not as a substi-
wute for, measures related to net income, Such measures are (i)
EBITDA (earnings before interest, income taxes, depreciation,
amortization and extraordinary item), which the Company
believes is useful to investors as an indicator of the Cﬁmpa ny's
ability to service debt, make new investments and meet work-
ing capital requirements, and (ii) EBITDA as adjusted (earn-
ings after interest and income taxes, but before depreciation,
amortization and extraordinary item), which the Company
believes is useful to investors as another indicator of funds
available to the Company, which may be used 1o make new
investments, repay debt'abligations, repurchase shares of the
Company’s common stock ("Common Stock”) or pay dividends
on Common Stock.

RESULTS OF OPERATIONS

Supplemental Pro Forma Information

Affiliate operations are included in the Company’s historical
financial statements from their respective dates of acquisi-
tion. The Company consolidates Affiliates when it owns a
controlling interest and includes in minority interest the
portion of capital and Owners' Allocation owned by persons
other than the Company. One of the Campany's Affiliates,
Paradigm, is not controlled by the Company and is accounted
for under the equity method of accounting,

Because the Company has made investments during each
of the periods far which financial statements are presented,
the Company believes that the historical operating results
for these periods are not directly comparable. Substantially
all of the changes in the Company's income, expense and
balance sheet categories result from the inclusion of the ac-
quired businesses from the dates of their investment,

All ameounts in the table which follows are pro forma for
the inclusion ol the 1997 investments in Gofen and Glossberg,
CeoCapital and Tweedy, Browne as if such transactions occumed
on January 1, 1997, Inaddition, ERBITDA Contribution and other
pro forma financial data reflect the Companys Recent Financ:
ing (with interest expense adjusted for the terms of the New
Credit Facility) {as such terms are delined in "Liquidity and
Capital Resources'), the sale of Common Stock sold in the
Company's initial public offering (“IPO”) and the application
of the net proceeds therefrom, the conversion of preferred stock
into Commaon Stock, the 50-for-1 split of each share of Com-
mon Stack outstanding prior to the IPQ), and the issuance of
shares of Common Stock to the shareholders of an Affiliate in
exchange for an additional ownership interest in that Affiliate,
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all effected in connection with the initial public offering. Such
information is provided to enhance the reader’s understanding
and evaluation of the cffects to the Company of Tweedy,

Brawne, AMCs largest Affiliate by ERITIDA Contribution.

Unaudited Pro Forma Supplemental Information

(in millions) at December 31, 1997

Assets under Management — at period end:

Tweedy, Browne $ 5343
Other Alfiliates 401330
Toul_ § w5673

Year Ended

lin theusands) _ Decernber 31, 1997

Revenues:
Tweedy, Browne £ 53506
Other Affiliates 93,653
_ Tutﬂl_ P 1 = A ) 147,159
Owners” Allocation "
Tweedy, Browne £ 36,314
Other Affiliates @ 35,838
Toul S0 e
EBITDA Contribution "'
Tweedy, Browne £ 28,643
Other Alfiliates ¥ 24,778
Toral 19, e o S eyl
(Jther Pra Forma Financial Data:
Reconciliation of EBITDA
Contribution to ERITDA
Total EBITDA Contribution (as above) 53,421
Less holding company expenses (8,411)
EBITDA W 45010
EBITDA as adjusted ' § 26,695
Histarical Cash Flow and Other Dara:
Cash flow from operating activities % 16,205
Cash flow used in investing activities {327,275)
Cash flow from financing activities 327,112
EBITDA ¥ § 20,044
_EBITDA as adjusted "V $ 10201

0 A defimed dn “Mincgemonts Dfccussios ind Amalysis of Fonancial Cowlivion ard Reiulis
of Olperating — Cleerine”

12 Mo Afiinte ather than Tevedy, Browme aceunted fonmare thin 16% of Oners’ Allocalion
for ke year exled December 10, 1os7. Mo single cliest selationsbip acconnted for mare
e 1% uf Chimer s Alocir o _fw thr ;-’mlmJnf Dlecrmber 34, don7

LEC g Aﬂ]!l'm'i ather than 'nmnfy. [Hrauinc aceounted fnr more than- 17% aj EBITDA
Contribintion for the year ended December 34, g0



MaRAGEMENT!S D

I 3
CRsn B R T EO0N AN

The table below depicts the pro forma change in the
Company’s assets under management {assuming that all
Affiliates in which the Company owned an interest at

December 31, 1997 were included for the entire vear),

Pro Forma Changein Assets Under Management
Year Ended

L millions ) December 31, 1997

Assets under management — beginning 327,747
Met new sales 11,942
Market appreciation 5984
Assets under management — ending _ $43,673

HILST O R AL
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Year Ended December 31, 1997 as Compared to
Year Ended December 31, 1996

The Company had a net loss after extraordinary item of
8.4 million for the yvearended December 31, 1997 compared
to a net loss after extraordinary item of $2.4 million for the
vear ended December 31, 1996, The net oss for the vear ended
December 31, 1997 resulted primarily from the extraordinary
item of $10.0 million, net of related tax benefit, from the early
extinguishment of debr. Before extraordinany item, net income
was $1.6 million for the yvear ended December 31, 1997 com-
pared to a net loss of $1.4 million for the vear ended Decem:
ber 31, 1996,

Assets under management on-ahistorical basis increased
bv %26 6 hillion to $45 7 billion at December 31, 1997 from
$19.1 billion at December 31, 1996, in part due to the invest-
ments made in Gofen and Glossberg, CeoCapital and Tweedy,
Browne during 1997, Excluding the initial assets under man-
agement of these Affiliawes at the respective dates of the
Company'’s investments, assets under management increased
by $15.8 hillion as a result of $4.6 billion in marker apprecia-
tion and $11.2 billion from positive net client cash flows.

Total revenues for the year ended December 31, 1997 were
$95.3 million, an inercase of $44.9 million or 89% over the
year ended December 31, 1996, The Company invested in
Burridge in December 1996, Golen and: Glossberg in May
1997, Ceolapital in September 1997 and Tweedy, Browne in
October 1997, and included their results from their respec-
tive purchase dates, In addition, the Company invested in First
Quadrant in March 1996 andl its results were included in the
results for the year ended December 31, 1996 From its pur-
chase date, Revenues from these investments accounted far
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$43.1 million of the increase in revenues from 1996 to 1997
while revenues from other existing Affiliates increased by
$1.8 million to $26.7 million. Performance-based fees, pri-
marily carned by First Quadrant, increased by $4.0 million o
$17.2 million for the vear ended December 31, 1997 com-
pared o £13.2 million for the year ended December 31, 1996,

Compensation and related expenses increased by $20.5
million to $4 1.6 million for the year ended December 31,
1997 from $21.1 million far the year ended December 31,
1996, The inclusion of the First Quadrant, Burridge, Colen
and Clossberg, GeaCapital and Tweedy, Browne invese-
ments accounted for $19.3 million of this increase while
the remainder of the increase was attributable 1o the increased
compensation costs of AMG personnel, including the cost
of new hires.

Amortization of intangible assets decreased by 31.5 mil-
lion to $6.6 million for the vear ended December 31, 1997
from $8.1 million for the vear ended December 31, 1998,
Amortization of intangible assets increased by $3.1 million as
a result of the inclusion of the First Quadrant, Burridge, and
Golen-and Glossberg, GeoCapital and Tweedy, Browne in-
vestments, which increase was offset by aniimpairment Joss of
%4.6 million taken on the Systematic investment during 1996
with nosimilar item in 1997,

Selling, general and administrative expenses increased by
8.0 million to $18.9 million for the year ended December
31, 1997 from $10.9 million for the vearended Decenber 31,
1996 The First Quadrant, Burridge, Golen and Glossberg,
CeoCapital and Tweedy, Browne investments accounted for
$6.0 million of this increase and the remainder was primarily
due to increases in AMGS and the ather Affiliates” selling,
general and administrative expenses.

Oither aperating expenses increased by approximately $1.3
million to $3.6 million for the yearended December 31, 1997
from $2.3 millian for the year ended December 31, 1996, pri-
marily due to the results of operations of the new Affiliates
deseribed above,

Minarity mterest increased by $6.2 million to $12.2 mil-
lian for the vear ended December 31, 1997 from $6.0 million
for the year ended December 31, 1996, OF this increase,
554 million was asa result of the addition of new Affiliates
as described above and the remainder was due to the Owners
Allocation growth at the Company’s existing Affiliates.

[nterest expense increased $5.8 million ta $8.5 million for
the vear ended December 31, 1997 from $2.7 million for the
year ended December 31, 1996 as a result of the increased
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indehtedness incurred in connection with the investments
described above, See "Liquidity and Capital Resources”.

Income tax expense was 1.4 million for the vear ended
December 31, 1997 compared ta § 181,000 for the year ended
December 31, 1996, The effective tax rate for the year ended
December 31, 1997 was 46% compared to 15% for the year
ended December 31, 1996, The change in effective tax rates
from 1996 to 1997 is related primarily to the change in the
provision for federal taxes from 1996 to 1997, [n 1996, the
Company recorded a federal deferred tax benefic of $233.000
on a pretax loss of $1.2 million, In 1997, the Company re-
corded a deferred tax expense of $776,000 on pretax income
ol $3.0 million, The deferred taxes account {or the effects of
temporary differences belween the recognition of deductions
for book and tax purposes primarly related to the accelerated
amortization ol certain intangible assets.

EBITDA increased by $9.5 million ta $20.0 million for
the yearended December 31, 1997 from $10.5 million for the
vear ended December 31, 1996 as a result of the inclusion ot
new Affiliates as described above and revenue growth,

EBITDA as adjusted increased by $2.6 million to $10.2
million for the yearended December 31, 1997 [rom $7.6 mil-
lion for the vear ended December 31, 1996 as a result of the
factors affecting net income as described above, betore non-
cash expenses such as amortization of intangible assets; de-
preciation and extraordinary items of $18:6 million for the
yearended December 31, 1997 and $10.0 million for the year
endod December 31, 19596,

Year Ended December 31, 1996 as Compared to
Year Ended December 31, 1995

MNet loss was $2.4 million for the year ended December 31,
1996 compared to 52,9 million for the vear ended Decem-
ber 31, 1993, The change was a result of the higher operat-
ing income from Affiliates in 1996 which was offset by an
extraordinary item of $983,000 and higher depreciation and
amortization, interest and minority interest cxpenses result-
ing from the inclusion of certain Affiliate resulis fora full
year in 1996 compared Lo partial periods in 19935 and from
the inclusion of First Quadrant’s results from its acquisition
date in March 1994,

Assers under management ona historical basis increased by
£14.5 hillion to $19.1 hillion at December 31, 1996 from $4.6
hillion at December 31, 1995, primarily as a result of the in-
vestments made in First Quadrant and Burridge which were
completed in March 1996 and December 1996, respectively,
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Excluding the initial assets under management of these Affiliates
at their date of investment, assets under management mcreased
by $2.0 billion as a result of net positive client cash [lows ol
$495.0 million and $1.5 billion in market appreciation.
Consolidated revenues increased $36.2 million to $50.4
million for the year ended December 31, 1996 from §14.2
millian for the vear ended December 31, 19935, OF this in-
crease; $25.5 million was attributable to the investment in
First Quacdrant in March 1996, In addition, for the year ended
December 31, 1996, the results of Systematic, Paradigm,
Skyline and Renaissance were included for the full period.
Each ol those Affiliates was only included for a portion of
the vear ended December 31, 1995, Performance-based fees
increased by $11.8 million to $13.2 million for the vear ended
December 31, 1996 primarily due to the inclusion af First
Quadrant which earned performance fees of $11.5 million
far the period ended December 31, 1996, The Company
completed its investment in Burridge on December 31, 1996,
Compensation and related expenses increased §15.1 mil-
lion to $2 1.1 million forthe vear ended December 31, 1994
fram $6.0 million for the year ended December 31, 19935,
O this increase, 8.1 million was auributable to the inclu-
sion of First Quadrant. As noted above, for the year ended
December 31, 1996, the expenses ol cach ol Systematic,
Skyline and Renaissance were included for the full period.
In addition; $1.1 million was attributable to the increased

compensation costs of AMG personnel, including the cost

of new hires,

The amortization of intangible assets increased by $3.9
million to $8.1 million for the year ended December 31,
1996 from $4.2 million far the vear ended December 31,
1995, Of this increase, approximately $700, 000 was attrib-
utable to the First Quadrant investment and $1.2 million

“was due to the inclusion of the other recently acquired Af-

filiates for the [ull period. In the vear ended [Yecember 31,
1996, the Company also recognized an impairment loss of
$4.6 million in connection with its investment in System-
atic which is included in amortization of intangible assets.
The loss reflects the write down of Systematics intangible
assets to its net realizable value following a period of net
client asser withdrawals. In the vear ended December 31,
1995, AMG also recognized $2.5 million of impairment
loss in connection with its Hartwell investment followine
a loss af client assets.

Selling, general and administrative expenses increased
from $2.2 million for the year ended December 31, 1995
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to $10.9 million for the vear ended December 31, [996
for the reasons stated above related to the periods of in-
clusion in the results of operations of the new Affiliates
and due to $1.8 million of higher selling, general and
administrative expenses incurred by AMG relating to its
investment activities.

Other operating expenses. increased from $330,000 for
the vear ended December 31, 1995 to $2.3 million for the
year ended December 31, 1996, This $2.0 million increase
was primarily due to the inclusion of operations for the First
Cuadrant investment for nine months and the Renaissance
investment for a full year in 1996,

Minority interest increased by $3.5 million to $6.0 mil-
lion for the year ended December 31, 1996 from $2.5 million
for the year ended December 31, 1993, as a result of the
addition of new Affiliates during the vearand revenue growth
at the Company’s Afliliates, y

Interest expense increased from $1.2 million far the vear
ended December 31, 1995 to $2.7 million for the year ended
Diecember 31, 1996, The increase in the interest expense was
due 1o the incurrence of $16.1 million of average bank bar-
rowings by the Company in connection with the Systematic,
Paradigm, Skyline and Renaissance transactions and $16.0
million of average hank borrowings incurred in connection
with the 1996 investment in First Quadrant for the nine
maonths ended December 31, 1996,

Income tax expense was $181,000 for the year ended
December 31, 1996 compared ta $706,000 for the vear ended
Dlecember 31, 1995, The Company did not accrue a current
provision for federal income taxes in 1996 as a result of its
utilization of net operating loss carryforwards. The net op-
erating loss carsyforwards resulted from prior periods of net
losses from operations. The Company has established a valu-
ation allowance against the resulting net deferred tax assct.
The effective tax rate for the yéar ended December 31, 1996
was 15% compared to 32% for the year ended December 31,
1995, The 1995 provision for taxes included $445,000 for
state and local income taxes and $261,000 of federal income
taxes. The federal income tax provision included $201,000
of deferred taxes for the effects of timing differences between
the recognition of deductions' for book and tax purposes
primarily related to the accelerated amaortization of certain
intangible assets:

EBITDA increased $7.2 million ta $10.5 millien [or the
vear ended December 31, 1996 from $3.3 million for the
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vear ended December 31, 1995 as aresult of the inclusion of
new Affiliates as deseribed above and revenue growth,

EEITDA as adjusted increased by $6.2 million to $7.6 mil-
lion for the year ended December 31,1996 from $ 1.4 million
for the year ended December 31, 1995, as a result of factors
affecting net income as described above before non-cash
charges such as amortization of intangible assets, deprecia-
tion and extraordinary items of $10.0 million for the year
ended December 3 1, 1996 and $4.3 million for the year ended
December 31, 1995

LIQUIDILTY AND
CAPITAL RESOURCES

AT RE e
The Company has met its cash requirements primarily
through cash generated by its aperating activities, bank bor-

rowings, the issuance by the Company of equity and debt

securities in private placement transactions and the net pro-
ceeds from the sale of 8.625.000 shares of Common Stock
in an initial public otfering in November 1997, The Com-
pany anticipates that it will use cash How from its operating
activities to repay debt and to finance its working capital
needs and will use bank borrowings and issue equity and
debt securities to finance future investments in affiliates and
working capital. The Company’s principal uses of cash have
been to make investments in Alfiliates, to retivé indebted-
ness, and to suppart the Company’s and its Affiliates’ oper-
ating activities. The Company expects that its principal use
of funds for the foreseeable future will be for investmentsin
additional affiliates, repayments of debt, including interest
payments on outstanding debe, distributions of the Owners'
Allocation to owners of Affiliates other than AMG, addi-
tional investments in existing Affiliates including upon the
exercise of Puts (as defined elsewhers herein) and for work-
ing capital purposes. The Company daes not expect Lo make
commitments for material capital expenditures.

N_*_'cl cash flow from operating activities was $16.2 million,
$6.2 million and $1.3 million fer the vears ended December
31, 1997, 1996 and 1993, respectively,

Net cash flow used in investing activities was $327.3
million, $29.2 million and $37.8 million for the years ended
December 31, 1997, 1996 and 1995, respectively, OF these
amounts, $325.9 million, $25.6 million, and $38.0 million,
respectively, were used to make investments in Affiliates.

MNet cash flow from financing activities was $327. 1 million,
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$15.7 million and $46.4 million for the vears ended Decem-
ber 31, 1997, 1996 and 1995, respectively. The principal
sources of cash from financing activities has been from bor-
rowings undersenior credit facilities and subordinated debt,
private placements of the Company's equity securities and
the Company's IPO. The uses of cash from financing activi-
ties during these periods were for the repayment of bank
debt; repayment af subordinated debt, repayment of notes
issued as purchase price consideration and for the payment
of debr issuance costs.

At December 31, 1997, the Company had cash and cash
equivalents of $22.8 million and outstanding borrowings of
senior debt under its New Credit Facility, as defined below,
of $159.5 million.

During 1997, the Company made investments in three new
Affiliates, Cofen and Glossberg, GeoCapital and Tweedy,
Browne, and made additional investments in two of its exist-
ing Alffiliates which required approximately $325.9 million
in cash (including transaction costs). The Company obtained
the financing for these investments pursuant to (i) borrowe-
ings under the Credit Facility, (i) borrowings of $60 million
face amount of Subordinated Bridge Motes (the "Subaordi-
nated Debt”) and (i) $30 million from the issuance of Class
C Convertible Preferred Stack and warrants to purchase Class
C Convertible Preferred Stock {clauses (i) — (iii) collectively,
the "Recent Financing”), The Credit Facllity included $200
million in revolving credit and $50 million of 7-vear Tranche
Aand $50 million of 8-ycar Tranche B term loans:

On Nevember 21, 1997, the Company successtully com-
pleted its IPO with the sale of 8,625,000 shares of Common
Stock. The Company received net proceeds of $187.0 mil-
lion, after deducting the underwriting discount and expenses
payable by the Company in connection with the offering.
The Company used the proceeds of the oifering 1o retire
the Subordinated Debt of $60 million, the Tranche A term
loan of $50 million; the Tranche B.term loan of $50 million,
£25 8 million of the revolving credit facility and accrued in-
terest of 1.2 million.

The Company replaced its Credit Facility with a new
credit facility ("New Credit Facility”) during December 1997,
The Mew Credit Facility allows for borrowings up to $300
million (which may be increased to $400 million upon the
approval of the lenders), bears interest aveither LIBOR plus
a margin ranging from 0.50% to 2.25% or the Prime Rate
plus a margin ranging up to 1.25% and matores during
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December 3002, The Company pays a commitment fee of
up to 'z of 1% on the daily unused portion of the facility.

The Company's borrowings under the New Credit
Facility are collateralized by pledges of all of its interests
in Affiliates (including all interests in Affiliates which are
ditectly held by the Company, as well as all interests in
Affiliates which are indirectly held by the Company
through wholly-owned subsidiaries), representing substan-
tially all of the Company’s assets at December 31, 1997.
The credit agreement {the "Credit Agreement”) evidenc-
ing the New Credit Facility contains a number of negative
covenants, including those which prevent the Company
and its Affiliates fram: (i) incurring additional indebted-
ness (with certain enumerated exceptions, including addi-
tional borrowings under the New Credit Facility and
borrowings which constitute Subordinated Indebredness
{as that term is defined in the Credit Agreement)), (i) creat-
ing any liens or encumbrances on any of their assets {with
certain enumerated exceptions), (iii) selling assets putside
the ordinary course of business or making certain lundamental
changes with respect to the Company or any of its subsid-
iaries, including a restriction on the Company's ability to
transfer interests in its subsidiaries if, as a result of such trans-
fer, the Company would own less than 51% ol such subsid-
iary, and (iv) declaring or paving dividends on the Commaon
Stock b the Company.

The Credit Agreement also requires the Company to com-
ply with certain financial covenants on an ongoing basis, These
include a covenant requiring minimum stockholders’ equity
of $36.0 million (plus 85% of net proceeds from offerings of
equity and Subordinated Indebtedness-(as such term is de-
fined inthe Credit Apreement) and 50% of guarterly net
income (or minus certain guarterly net losses) after the date
of the Credit Agreement); a cavenant requiring that Con-
solidated EBITDA (as such term is defined in the Credit
Agreement) exceed interest expense by 2.0 to 1.0; and a cov-
enant requiring that senior debt not exceed adjusted EBITDA
{as such term is defined in the Credit Agreement) by more
than 5.0 to 1.0, The Company remains in compliance with
each of the foregoing financial covenants, The Company's
ability to borrow under the Credit Agreement is conditioned
upon its compliance with the requirements of that agree-
ment, and any non-compliance with those requirements
could give rise to a default entitling the lenders to accelerate
all outstanding borrowings under that agreement.
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In August 1997, the Company issued to Chase Equity
Associates 5,333 (pre-split) shares of Series C-2 Non-Voting
Convertible Preferred Stock and warrants to |'.|1m:has:::.n1' nomi-
nal cost 28,000 [pre-split) shares of Series C-2 Non-Voting
Convertible Preferred Stock for aggregate cash consideration
of $30.0 millian, As partial consideration in the CeoCapital
investment, the Company issued 10,667 (pre-split} shares of
Class [ Convertible Preferred Stock valued at $9.6 million.

Oin March 20, 1998, the Company acquired a majority
interest in Essex [nvestment Management, LLC. The Com-
pany paid $69.6 million in cash and the assumption of debr,
in-addition to 1,750,942 newly-issued shares of Class C
Convertible Non-Voting Stock. The stock will automari-
cally convert into AMO Common Stock at a 1-for-] ex-
change ratio after one vear. The Company funded the cash
portion of this investment with borrowings under its New
Credit Facility.

In order to provide the funds necessary for the Com-
pany tocontinue to acquire interests in investment manage-
ment firms, including its Affiliates upon the exercise af Puts,
it will be necessary for the Company to incur, from time to
time, additional loeng-term bank debt and/or issue equity or
debt securitics, depending on market and other conditions:
There can be no assurance that such additional financing
will be available or becomie available on terms acceptable to
the Company.
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The Companys revenues are derived almost exclusively from
tees which are based on the value of assets under manage-
ment. Such values are affected by changes in the broader
financial markets which are, in part, affected by changing
interest rates. The Company cannot predict the effects that
interest rates or changes in interest rates may have oneither
the broader financial markets or its Affiliates assets under
management and associated fees.

With respect toits debt financings, the Company is ex-
pased to potential fluctuations in the amount of interest
expense resulting from changing interest rates. The Com-
pany seeks to offset such exposure in part by entering into
interest rate hedging contracts. See "Interest Rate Hedg-
ing Contracts” below.

The Company's annual interest expense increases or de-
creases by $199,375 tor each 1/8 of 1% change in interest
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rates assuming LIBOR is between 5% and 6, 78% and assum-
ing current interest rate margins on bank debt,

INTEREST RATE HEDGING
CONTRACTS

A=
The Company seeks to offset its exposure under its debt
financing arrangements to changing interest rates by enter-
ing into interest rate hedging contracts, The Company gen-
erally borrows ata floating rate equal to LIBOR plus a margzin
as described above. As of December 31, 1997, the Company
is @ party, with two major commercial banks as counterparties,
to 5185 million notional amount of swap contracts which
are designed to limit interest rate increases on the Company's
borrowings. The swap contracts, upon quarterly reset dates,
cap interest rates on the notional amounts when LIBOR cx-
ceeds 6,67% or 6,78%, When LIBOR is at or below 5%, the
Company’s floating LIBOR-based interest rate debt is
swapped for fixed rate debt at rates ranging between 6.67%
and 6.78%. The hedging contracts limit the elfects of the
Company’s payment of interest at equivalent LIBOR rates
of 6.78% or less on up to $185 million of indebtedness.
However, there can be no assurance that the Company will
continue to maintain such hedging contracts at their exist-
ing levels of coverage or that the amount of coverage main-
tained will cover all of the Company's indebtedness
outstanding at any such time, In addition, as noted above,
the Company's existing hedging contracts subject the Com-
pany to the risk of payments of higher interest rates when
prevailing LIBOR rates are at 3% or less. Therefore, there
can be no assurance that the hedging contracts will meet
their overall objective of reducing the Company’s interest
expense, In addition, there can be no assurance that the
Company will be successful in obtaining hedging contracts
in the future on any new indebtedness,

IMPA ST OF THE YEAR 2000

gl B
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The Year 2000 Issue is the result of computer prf;;grams
being written using two digits rather than tour to define the
applicable vear. Any of the Company’s or its Alfiliates com-
puter programs that have date-sensitive software may recog-
nize a date using "00" as the year 1900 rather than the year
2000, This could result in a system failure or miscaleulations
causing. disruptions of operations, including, among other

things, a temporary inability to process transactions, send
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invoices, or engage in similar normal business activities.

Based ona recent assessment, the Company determined
that the Year 2000 lssue will not have a significant impact on
its'own systems. The Company has communicated with its
Affiliates and plans w initiate a formal communication with
all of its significant vendors to determine the extent to which
the Company is vulnerable to those third parties who fail to
remediate their own Year 2000 |ssue,

At this time, the Company’s assessment of the impact of
the Year 2000 lssue is incomplete. The Company’s assess-
ment is expected to be completed during 1998, when all of
its Affiliates and significant vendors have completed their
individual assessments of the issue,

RECENT ACCOUNTING
DEVELOPMENTS
R R,
In June 1997, the FASE issued SFAS Mo, 130, "Reporting Com-
prehensive Income.” This standard requires that comprehen-
sive income and its components be reported and displaved in
a financial statement with the same prominence as other
financial statements. Comprehensive income includes net
income, as well as certain items that are recorded directly in
stockholders’ equity, such as foreign currency translation ad-
justments. This standard is effective for vears beginning after
December 13, 1997, and will not have a material impact on
the Company’s financial pasition or results of operations.

In June 1997, the FASE issued SFAS Na. 131, "Disclo-
sures about Segments of an Enterprise and Related Informa-
tion." This standard requires disclosure of [inancial and
deseriptive information about an entity's reportable operat-
ing segments. Segments are defined by the standard as com-
ponents of an entity that engage in business activities that
generate revenues and expenses, and lor which separate
financial information should be reported an the basis that is
used internally for senior management review. This standard
is effective for financial statements far periods beginning after
December 15, 1997, with restatement of comparative infor-
mation tor prior periods. The Company is currently evaluat-
ing the impact of this standard an its disclosures.

ECOMNOMIC AND
MARKET CONDRITIONS
The financial markets and the investment management

industry in general have experienced record performance and
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record growth in recent years. For example, between lanu-
ary 1, 1995 and December 31, 1997, the S&P 500 Index
appreciated at a compound annual rate in excess of 31.2%
while, according ta the Federal Reserve Board and the
Investment Company |Institute; aggregate assels under man-
agement of mutual and pension funds grew at a compound
annual rate approaching 20% for the perind January 1, 1995
to Decembier 31, 1996, The financial markers and businesses.
operating in the securities industry, however, are highly
volatile and are directly alfected by, among other factors,
domestic and foreign economic conditions and general trends
in business and finance, all of which are bevond the control
of the Company. There can be no assurance that broader
market performance will be favorable in the future. Any de-
cline in the linancial markets or a lack of sustained growth
may resultin a corresponding decline in performance by the
Affiliates and may adversely affect assets under management
and/or fees at the Affiliate level, which would reduce cash
flow distributions to the Company.

[NMNTERNATIIONAL OPERATLEANS
———

First Quadrant Limited is organized and headquartered in
London, England. Tweedy, Browne, based in New York, also
maintains a research office in London. [n the future, the Com-
pany may seek to invest in other investment management
firms which are located andfor conduct a significant part of
their operations outside of the United States. There are cer-
tain risks inherent in doing business internationally, such as
changes in applicable laws and regulatory requirements, dif-
ficulties in statfing and managing foreign operations, longer
payment cycles, difficulties in collecting investment advi-
sory [ees receivable, palitical instability, fluctuations in cur-
rency exchange rates, expatriation controls and potential
adverse tax consequences. There can be no assurance that
one or more af such factors will not have a material adverse
effect on First Quadrant Limited or ather non-LLS, invest-
ment management firms in which the Company may invest
in the futtre and, consequently; on the Company’s business,
financial condition and results of operations:

INFLATI[OMN

——td e

The Company does nat believe that inflation or changing
prices have had a material impact on its results of operations,
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SELECTED. HISTORICAL

FINANCIAL DATA

Set forth helow are selected financial data for the Company for the four years since inception, December 29, 1993, This data
should be read in conjunction with, and is qualified in its entirety by reference to, the financial statements and accompanying

notes included elsewhere in this Annual Report,

For the Years Ended Diecember 31,

(in thousands, except a5 indicated and per share data) 1994 1985 19946 1997
Statement of Operations Data
Revenues § 5,374 314,182 f 50,384 £ 95287
Clperating expenses:
Compensation and related expenses 3,591 6,018 21,113 41,619
Amortization of intangible assets 774 4,174 8,053 6,643
Depreciation and other amortization 19 133 932 1915
Other operating expenses 1,000 2,567 13,115 22,549
Total operating expenscs 5,384 12,892 43,213 73,726
Orperating income (loss) (10] 1,290 7,171 32,561
Maon-operating (income) and expenses:
Investment and other income (G66) (265) (337) {1,174}
Interest expense 154 1,244 1,747 8,479
1808) 9749 2410 7305
Income before minority interest, income taxesancd
extraordinary item 798 311 4761 15,256
Minority interest " (305) [2.541) (5,969) (12,240}
Income (loss) before income taxes and extraordinary item 493 (22300 (1,208) 3,007
[ncome taxes 699 706 181 1,364
Income (loss) befare extraordinary item {206) (2,936) (1,389 1,643
Extraordinary item = = (983) (10,00 1)
Net (loss) TEE o) ~§ (206) § (2,936) $ (2372) $ (8368)
Net (loss) per share ¥/~ basic e $ (007§ (2:95)  (5.49) ~$ (3.9
Net (loss) per share ' — diluted § (0.07) g (2.95) % (5.49) £ (1.02)
Average shares outstanding — hasic 3,030,548 996,14 431,908 2,370,684
Average shares outstanding — diluted 3.030,548 996,144 431,908 B.235 510
Oither Financial Dam
Assets under management (at period end, in millions) i $ 4,615 $ 19,051 $ 45,673
EBITDA ™ 1,444 3,321 10,524 20,044
EBITDA as adjusted ™ 587 1,371 7,596 10,201
Cash flow from operating activities 218 1,292 6,185 16,205
Cash How used in investing activities (6, 156) [37,781) {29,210) (327,275)
Cash [low from financing activities 0.509 46,414 13,650 327,112
Balance Sheet Data
Current assets § 4791 § 16,847 £ 23064 $ 52,058
Aeguired client relationships, net 3,482 18,192 30,663 142 BYS
Goodwill net 3417 26,293 40 809 249 698
Total assets 13,808 04,699 101,335 456,990
Current liabilities 2,021 4111 23,591 18,815
Senior debt - 18,400 33,400 159,500
Toal liahilities 3,915 26,620 60,856 180,771
Minorivy interesc ' 80 1,212 34490 16,479
Preferred stock 10,004 40,008 42 476 -
Stockholders' eauity : S e 9,803 36867 0 36989 159,740

(Al bl one of the Company’s Alfiliates wre mojority-omned sehsidiaries (il Compary sems
Bt then ot 5050 dnteresd im Pinadigm wibich ii-ltfﬂlll‘fd?rlr.ﬂdrrlll.lf afuity method af arconmireg |
The portioi of eack Alfittanes operating vesulls e set assets bt are owned by misority owners of
el Afliliate 15 accorted for as mivanity (eiévest

(31 The Frsanrtie] Accounting Stardands Boued fssued Seatement of Fimmeial Accountig Shoedands
Mo, 428, “Easménge ber Share” ["EAS 1387] This shandard brcuree effecting for fimeeninl datanels
Haed far perizads ending after Decenber 65, 199:.Thefnu£.ln s afapted FAS 128 for its fizcal year
endimy December 20, 1557 iund has-restaled prior-period EES J:i.‘-l to conform ta e eno rdandard, Tire

r.r.l:u!dll'uujnriﬁrh::ir earmings per abre 15 haved air ke uwl'gl'ld T :d]rcnhm.‘h hises ﬂllfshlrhﬁﬂg’
durimg Ife- periond. The cafenlation for the difutal ermivgy per sbre it dased o e mreighted somage of
commpH il commes .n]ql'mrhl |F|arr|rk|:lnmrtrg' .l'un'n; ke rlrrmd. Beciise rknmpur.uinn u_[.h yled
EPS skl notussume exercive of socuritier thal weald have o ailidutiee effect oo armings per shard, ax
i the catse Loy yepar b{_{;u.rr extrrardimnny rtem, e !J:Fh:l of oulstionding conpertible referrad steck ind
unersied rreincind commos !.Iu:* s :;n:runfrJ lfmr[ the delited calenlntion m raeq. 1905 and 1eea

(41 A defined by i “lamagerents Discussien wnd Analysis of Fraweial Condition and Beslis
of Clperation = Clpennin ™



REPORT OQOF INDEPRPENDENT ACCOUNTANTS

TGO THE BOARD OF DIRECTORS
AND STOCKHOLDERS: OF
AFFILIATED MANAGERS GROUDPM INC..

AR
We have audited the accompanying consolidated balance
sheets of Affiliated Managers Group, Inc. and Affiliates as
ol December 31, 1997 and 1996, and the related consoli-
dated statements of operations, changes in stockholders’
equity, and cash Hows foreach of the three years in the
perind ended [December 31, 1997, These financial state-
ments are the responsibility of the Companys manage-
ment. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with gener-
ally accepted auditing standards. Those standards require
that we plan and perfarm the audit to obtain reasonable
assurance about whether the financial statements are free
of material misstatement. Anaudit includes examining, on
a test basis; evidence supporting the amounts and disclo-
sures-in the financial statements. An audit also includes
assessing the accounting principles used and significant
estimates made by management, as well as evaluating the
overall financial statement presentation, We believe that
ouraudits provide a reasonable basis for our opinion,

In our opinion, the [inancial statements referred 1o
above present fairly, in all material respects, the consali-
dated financial position of Affiliated Managers Group,
[nc. and Affiliates as of December 31, 1997 and 1996
and the consolidated results of their operations and their
cash Flaws for each of the three years in the periad ended
December 31, 1997 in conformity with generally accepted

accounting principles.

ﬁﬂfwf ,,if»’aw) Ls

Boston, Massachusetts
February 1o, 1908 excepl for Note 16 for which the date is March 20, 1098,



Affiliated Managers Group, Inc.

CONSOLIDATED BALANCE SHEETS
{in thousands) December 31,
=5 e 1996 1997
Assets
Current assets:
Cash and cash equivalents $ 6,767 $ 22766
Investment advisory lees receivable 15491 27.061
Olther current assets 806 2,231
Total current assets 23 064 52,058
Fixed assets, net 2,999 4,724
Equity investment in Affiliate 1,032 1,237
Acquired client relationships, net of accumulated
amortization of $2,979.in 1996 and $6,142 in 1997 30,663 142,875
Goodwill. net of accumulated amortization of
$10,022 in 1996 and $13,502 in 1997 40,808 249 6598
Oither assets 2,768 6,394
Total assets | N e AR $456,990
Liabilities and Stockholders' Equity
Current liabilities:
Accounts payable and accrued liabilities $ 16,212 $ 18,815
Motes payable to related parties 7,379 -
Total current liabilities 23,501 18,815
Senior bank debt 33,400 159,500
Accrued affiliate liability 3,200 -
Other long-term liabilities 663 1656
Subordinated debt - 800
Tatal liabilities 60,856 180,771
Minaority interest 3,490 16,479
Commitments and contingencies
Stockholders equity:
Preferred stock 42,476 -
Common stock - 177
Additional paid-in capital on common stock ] 3173 475
Foreign translation adjustment 22 (30}
Accumulated deficit (5,514) (13.882)
Total stockhaolders’ equity 36,989 259,740
Total liabilities and stockholders’ equity =« B101,335 $456,990

The accompanying nates are an integral part-of the consalidated financial statements.

]
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Affiliated Managers Group, Ine.
CONSOLIDATED STATEMENTS &F OPFPERATICNS

(dellars in thousands, except per share data) For the Years Ended December 31,
3 = e T I 1996, - =199
Revenues $ 14,182 b 50,384 $ 95287
Operating expenses:
Compensation and related expenses 6,018 21,113 41,619
Amaortization of intangible assets 4,174 8,053 6,643
Depreciation and other amortization L33 932 1,915
Selling, general and administrative 2,237 10}, 854 18,912
Other operating expenses 330 2,261 3,637
12,892 43,213 72,726
Operating income 1,290 Foiiral 22,561
Mon-operating (income) and expenses:
Investment-and other income {265} [337) (1,174)
Interest expense 1,244 2,747 B 479
079 2,410 7,305
Incame before minority interest, income taxes and
extraordinary {tem 311 4761 15,256
Minority interest (25410 (5,969) (12.249)
Income (lass) before income taxes and extracrdinary item (2,230) {1,208) 3,007
Income taxes 706 181 1,364
Income (loss) before extraordinary item (2,936) {1,389} 1,643
Extraordinary item; net = {983) (10.011)
Net (loss) P $ (2,936) $ (2372) $ (8,368)
Income (loss) per share — basic:
Income (loss) before extraordinary item $ (2.95) $ (322} $ 072
Extraordinary item, net = (237) {4.41)
Net {loss) b P Y =3 b [ZA5HETE $ {5'4.'.3_:'___ b (3.69)
Income (loss) per share = diluted:

Income (loss) btfuﬂ; extraordinary item £ (2.95) N B o £ 0.20
Extraordinary item, net - (2.27) (1.22)
it oss) i L oo oy GAN TS (102)
Average shares outstancling — basic 006, |44 431,908 2,270,684
Average shares outstanding — diluted 996, 144 431908 87335529

The accompanying notes are an integral part of the consolidated financial statements,

LT



Aflfiliated Managers Group, Inc.

CONSOLIDATED STATENMENTS

{in thousands)

F CASH

FLOM S

Far the Years Ended December 31,

bl o7 Ll LA I A ] 1995 Jﬁ'ﬁ_ 1997
Cash low From operating activities:
Net (loss) § (2,936) § (2372) $ (8,368)
Adjustments to reconcile net (|oss) to net cash flow
from aperating activities
Amortization of intangible assets 4,174 8,053 65,643
Extraordinary item - 953 10,011
tdinority interest 63l 2,309 13,108
Depreciation and other amortization 133 932 1,915
Increase (decrease) in deferred income taxes 141 {213) -
Changes in assets and liabilities:
Increase in investment advisory fees receivahle (186} (8,473) (3,980)
Ingrease in other current assets (397) (1,881) [977)
Increase (decrease) in accounts payable, accrued expenses and
other liahilities (268) 6,849 (2, 147)
Cash flow from operating activities 1,292 6,185 16,205
Cash flow used in investing activitics:
Purchase of fixed assets [287) (922} (1,648)
Costs of investments, net of cash acquired. (38,031) [25,646) (325 896)
Sale of investment = 642 L
Dhistributions received from Affiliate equity investment = 275 219
Increase {decrease) in other assets 26 13,639] 40
Repayment on notes recorded in purchase af business 321 RO i
Cash [low used in investing activities (37781} (29.210) [327,275)
Cash llow from linancing activities:
Borrawings of senior bank debt 28,400 21,000 303,500
Repayments of senior bank debe (10,000} (6,000) {177, 800)
Repayments af nates pavable (962) (12123 (5.878)
Borrowings of subordinated debit - - 58,800
Repayments of subordinated debt = - {60,000)
lssuances of equity securities 20,001 2,485 217,021
Issuance of warrants = - 1,200
Payment of subscription receivable 10,000 = -
RBepurchase of preferred stock = (13} =
Debt issuance costs (1,024) (610} (10,1310
Cash flow [rom financing activities 46,414 15,650 327,112
Effect of loreign exchange rate changes on cash flow - 46 {43}
Met increase (decrease) in cash and cash equivalents 9,925 {7,329) 15,999
Cash and cash equivalents at beginning of year 4,171 14,096 6,767
Cash and cash equivalents at end of year i $ 14,096 $ 6,767 $ 12766
Supplemental disclosure of cash flow information: ' =i
[nterest paid £ 1,005 £ 2,905 £ 8,559
Income taxes paid 696 436 156
Supplemental disclosure of non-cash investing activities:
Increase {decrease) in liabilities related to acquisitions 3,200 - (3,200)
Supplemental disclosure of non-cash financing activities;
Preferred stock issued in acquisitions = = 11,101
Common stock issued in exchange for Affiliate equity interests ~ - |, 849
MNotes issued in acquisitions - 6,686 -
Conversion of preferred stock to common stack - = 83.576
_Exchange of common stock for preferred stock 10,004 - -

The accompanying notesare an integral pare of the consolidated financial staements.
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Affiliated Managers Group, Inc.
CONSOLIDATED STATEMENTS QF CHANGES IN STOCKHOLDERS" EQUITY

{dollars in thousands) Additional Foreign Toral
Preferred Common Preferred Common Paid-In ~ Translation  Accumulited  Stockbolden’

Shazes Shars  Stock  Swek . Capil Adustmients Leflost Emuiny 2
December 31, 1994 40,000 2,550,000 $ 10,004 F - 5 5 $ - % (206 % 9803
Issuance of comman stock - 375,000 - - - - - -

Payment of subscription

receivable = - - - 10,000 - = 10,000
Exchange of common

stock for preferred stock 40,000 (2,000,000} {6,004 e (10, 004) = < =
[ssuance of preferred stock 29 851 - 20,000 - - - = 20.000
Met-|oss = = = = = - {2,936) (2.936)
[December 31, 1995 109,851 825,000 40,008 - I = {2.1432) 36,867
[ssuance of commaon stock - 162,500 - - 4 - - 4
[ssuance of preferred stock 3,703 - 2,481 - - - - 2,481
Repurchase of preferred

stock {20) - (13) - = = = (13}
Met loss - - - - - - (2:372) (2,372)
Fareign translation

adjustment - - - - - 22 - 23
December 31, 1996 113,534 987,500 42,476 — 3 22 {5,514) 36,989
Issuance of

commaon stock - 8,753,667 - 0§ B8, 773 - - 88,871
[ssuance of prelerred stock

and warrants 45715 - 41, 100 - |, 200 — - 43 300
Conversion of preferred

stock (159,249) 7,962,450  (83,576) 79 83,497 . s i
MNet loss - - - - = = (8,368] (8,368)
Foreign wranslation

adjustment - - - - - [52) - (52)
December 31, 1997 ~ 17703617 § -  $177  $a7maa7s  §(30) $(13,882) $259740

The accompanying notes are an integral partol the consolidated linancial statements
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I BUSINES
SUMMARY QF S
ACCOUNTING

Organization and Mature of Operations

The principal business activity of Affiliated Managers Group,
Inc. ("AMG" or the "Company”) is the acquisition of equity
interests in investment management firms ("Affiliates”).
AMCs Affiliates operate in one industry segment, that of
pmv'tding investment management services, primarily in the
Linited States and Europe, to mutual funds, partnerships and
institutional and individual clients,

Affiliates are either organized as limited partnerships, gen-
cral partnerships or limited liability companics. AMG has con-
tractual arrangements with-each Affiliate whereby a percentage
of revenues is allocable to fund Affiliate operating expenses,
including compensation (the “Operating Allocation”), while
the remaining portion of revenues (the "Owners’ Allocation”)
is allocable to AMC and the other partners or members, gen-
erally with a priority to AMG. Affiliate operations are con-
solidated in these financial statements. The portion of the
Owners' Allocation allocated 1o owners other than AMG is
included in minority interest in the statément of aperations,
Minarity interest on' the consolidated balance sheets includes
undistributed Owners' Allocation and Operating Allocation
and capital owned by owners other than AMC,

Caonsolidation

These consolidated financial statements include the accounts
of AMGC and each Alfiliate in which AMG has a controlling
interest. In each such instance, AMG is, directly or indirectly,
the sole general partner (in the case of Affiliates which are
limited partnerships), sole managing general partner (in the
case of the Affiliate which is a general partnership} or sole
manager member (in the case of Affiliates which are limited
liability companies). Investments where AMG does not hold
a contralling interest are accounted for under the equity
method of accounting and AMG's portion of net income is
included in investment and other income. All intercompany
halances and transactions have been eliminated.

Revenue Recognition
The Company’s consolidated revenues represent advisary [ees
billed quarterly and annually by Alfiliates for managing the
assets ol clients, Asset-based advisory fees are recognized
monthly as services are rendered and are based upon a per-

COMNMSOLIDATED
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FINANCIAL STATEMENTS

centage of the market value of client assets managed. Any
fees collected in advance are deferred and recognized as in-
come over the period earned. Performance-based advisory
fees are recognized when earned based upon either the posi-
tive difference between the investment refurns on a client’s
portfolio compared to a benchmark index or indices, or an
absolute percentage of gain in the client'’s account, and are
accrued in amounts expected to be realized.

Cash and Cash Equivalents
The Company considers all highly liquid investments with
original maturities of three months or less to be cash equiva-
lents. Cash equivalents are stated at cost, which approxi-
mates market value due to the short-term maturity of these

investments.

Fixed Assets

Equipment and other fixed assets are recorded at cost and
depreciated using the straight-line method over their estimated
wseful lives ranging from three to tive years. Leasehold improve-
ments are amortized over the shorter of their estimated useful
lives or the term of the lease.
Acquired Client Relationships and Goodwill

The purchase price for the acquisition of interests in Affili-
ates is allocated based on the fair value of assets acquired,
primarily acquired client relationships. |n determining the
allocation of purchase price to acquired client relationships;
the Company analyzes the net present value of each acquired
Affiliate's existing client relationships based on a number of
factors including: the Affiliate’s historical and potential
future operating performance; the Affiliate’s historical and
potential future rates of attrition among existing clients; the
stahility and longevity of existing client relationships; the
Affiliate’s recent, as well as long-term, investment perfor-
mance; the characteristics of the firm's products and invest-
ment styles: the stability and depth of the Affiliate’s
management team; and the Alfiliate’s histary and perceived
franchise or brand value, The cost assigned to acquired cli-
ent relationships is amortized using the straight line method
over periods ranging from nine to 26 years. The expected
useful lives obacquired client relationships are analyzed sepa-
rately for each acquired Affiliate and determined based on
an analysis of the historical and potential fiatore attrition rates
of each AHiliate's existing clients; as well a5 a consideration

ol the specific attributes of the business of each Affiliate.
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The excess of purchase price for the acquisition of inter-
csts in Affiliates over the fair value of net assets acquired,
including acquired client relatianships, is classified as good-
will, Goodwill is amortized using the straight-line method
over periods ranging from 15 to 35 years. In determining
the amortization period [or goodwill, the Company consid-
ers a number of factors including: the firm's historical and
potential future operating performance; the characteristics
of the firm's clients, products and investment styles; as well
as the firm's history and perceived franchise or brand value,
Unamartized intangible assets, including acquired client
relationships and goodwill, are periodically re-evaluated and
it experience subsequent to the acquisition indicates: that
there has been an impairment in value, other than tempo-
rary fluctuations, an impairment loss is recognized. Manage-
ment evaluates the recoverability of unamortized intangible
assets quarterly [or each acquisition using estimates of
undiscounted cash flows factoring in known or expected
trends, future prospects and other relevant information.
IF impairment is indicated, the Company measures its loss
as the excess of the carrving value of the intangible assets
tor each Affiliate over its fair value determined using valua-
tion models such as discounted cash flows and market
camparables. Included in amaortization expense for 1996 and
1995 are impairment losses of $4,628 and $2,500, respec-
tively, relating to two of AMG's Affiliates [ollowing periods
of significant client asset withdrawals. Fair value insuch cases
was determined using market comparables based on revenues,
cash flow and assets under management. No impairment loss
was recorded for the yvear ended December 31, 1997,

Debt lssuance Costs

Debt issuance costs incurred in securing credit facility financ:
ing are capitalized and subsequently amortized over the term
of the credit facility; Unamartized debt issunnce costs of $983
and $10,01 1, net of taxes, were written off as an extraordinany
item in 1996 and 1997, respectively, as part of the Company’s
replacement of its previous credit facilities with new facilities.

Interest-Rate Hedging Agreements
The Company periodically enters into interest-rate hedg-
ing agreements to hedge against potential increases in in-
terest rates on the Company's outstanding borrowings. The
Company’s policy is to accrue amounts receivable ar pay-
able under such agreements as reductions or increases in

interest expense, respectively.

CONSOLILDATED

FINANCIAL STATEMENTS

Income Taxes

The Company has adopted Statement of Financial Account-
ing Standards Mo, 109 ("FAS 1097) which requires the use of
the asser and liability approach for accounting for income
taxes. Under FAS 109, the Company recognizes deferred
tax assets and liabilities for the expected consequences of
temporary ditferences between the financial statement
amount and tax basis of the Company’s assets and liahili-
ties. A deferred tax valuation allowance is established if,
in management’s opinion, it is more likely than not chat all
or a portion of the Company’s deferred tax assets will not
be realized.

Foreign Currency Translation

The assets and liabilities of non-LLS. based Affiliates are trans-
lated into LS. dollars at the exchange rates in effect as of
the balance sheet date. Revenues and expenses are translated
at the average monthly exchange rates then in effect.

Puts and Calls

As further described in Note 11, the Company periodically
purchases additional equity interests in Affiliates from minor-
ity interest owners (prior shareholders of acquired Affiliates).
Resulting payments made to such owners are considered pur-
chase price for such acquired interests. The estimated cost
of purchases from equity holders who have been awarded
equity interests in connection with their employment is ac-
crued, net of estimated forfeitures, over the service period as
equiny-hased compensation,
Equity-Based Compensation Plans

In Olctober 1995, the Financial Accounting Standards Board
("FASB") issued Statement of Financial Accounting Standards
MNo. 123, "Accounting for Stock-Based Compensation” ("FAS
123"). This standard became effective January 1, 19%96. The
standard encourages, but does not require, adoption of a fair
value-based accounting method for stock-based compensa-
tion arrangements which includes stock option grants; sales
of restricted stock and grants of equity-based interests in
Affiliates to certain limited partners or members. An entity
may continue to apply Accounting Principles Board Opin-
ion Mo, 25 ("APB 25") and related interpretations, provided
the entity discloses its pro forma net income and earnings
per share as if the fair value based method had been applied
in measuring compensation cost. The Company continues
to apply APB 25 and related interpretations,
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Llse of Estimates

The preparation of financial statements in ¢conformity with
generally accepted accaunting principles requires manage-
ment to make estimates.and assumptions that affect the re-
ported amounts included in the linancial statements anc
disclosure of contingent assets and liabilities at the date of
the financial statements. Actual results could differ from those
estimates,

2, CONCENTRATIONS OF
CREDIT RISK
——— A ——

Financial instruments that potentially subject the Company
to significant concentrations of credit risk consist principally
of cash investments and investment advisary fees receivable,
The Company maintains cash and cash equivalents, short-
term investments and certain off-balance-sheet financial in-
struments with various [inancial institutions. These financial
institutions are located in places where AMG and its Affili-
ates operate. For AMG and certain Affiliates, cash deposits
at a financial institution may exceed FDIC insurance limits,

Substantially all of the Company's revenues are derived
from the investment management operations of its Affili-
ates, For the year ended December 31, 1997, one of those
Affiliates accounted for approximately 33% of AMG' share
of total Owners' Allocation.

3 FIXED: ASSETS
AND LEASE COMMITMERNTS

Fixed assets consist of the following:
At December 31,

gl o X l‘?".:‘ﬁ }997
Office equipment $ 2614 % 5870
Furniture and fixtures 1,677 3,530
Leasehold improvements 534 2,007
Computer software 184 760

Tatal fixed assets 5013 12,167
Accumulated depreciation (2,014) {7,443)

~ Fixed assets; net

#2999 § 4724

The Company and its Affiliates lease computer eguip-
ment and office space for their operations. At December 31,
1997, the Company’s aggregate future minimal rentals for

T CEION-SO L DA B L
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operating leases having initial or noncancelable lease terms
greater than one year are payable as follows:

Year Endipg December 31, Reguired Minimum Payments

1998 $3,00]
1999 2735
2000 2,413
2001 2,094
2003 2,603
Thereafter 4,547

Consolidated rent expense for 1993, 1996 and 1997 was
$493, $2,359 and $3,637, respectively.

4. ACCOUNTS PAYABLE AND
ACCRUWEDR LIABILITIES

P 1 ==
Accounts payable and accrued Habilities consist of the
following:

At December 31,

1996 1997
Accounts payable F 396 % 940
Accrued compensation 9,264 6,480
Accrued rent 3,509 1,760
Deferred revenue 796 1,481
Accrued professional services 1,350 2,552
Other 897 4,593
= N $16,212 18815
3 RETIREMENT PLANS

b
AMG has a defined contribution retirement plan covering
substantially all of its full-time employees and four of its
Alffiliates. Six of AMC's other Affiliates have separate de-
fined contribution retirement plans, Under each of the plans,
AMG and each Affiliate is able to make discretionary con-
tributions to qualified plan participants up to IRS limits. Con-
solidated expenses related to these plans in 1995, 1996 and
1997 were $222, $656 and £1,020, respectively.

DE BT
DERT

6. SENIOR BANK
AND SUBORDINATED

In December 1997, the Campany replaced its $300 million
revolving Credit Facility with a new $300 million revolving
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credit facility ("New Credit Facility”), with principal repay-
ment due in December 2002, [nterest is pavable at rates up
to 1.25% over the Prime Rate or up to 2.25% over LIBOR
on amounts borrowed, The Company pays a commitment
fee of up to 1/2 of 1% on the daily unused portion of the
facility. The Company had $139.5 million outstanding on
the New Credit Facility at December 31, 1997,

The effective interest rates on the outstanding borrow-
ings were 6.5% and 7.2% at December 31, 1996 and 1997,
respectively, All borrowings under the New Credit Facil-
ity are collateralized by pledges of all capital stock orother
equity interests in each AMG Affiliate owned or to be ac-
quired. The credit agreement contains certain financial cov-
enants which require the Company to maintain specified
minimum levels of net worth and interest coverage ratios
and maximum levels ol indebtedness, all as defined in the
credit agreement, The credit agreement also limits the
Company's ability ta pay dividends and incur additional
indebtedness.

As of December 31, 1997, the Company is a party, with
two major commercial banks as counterpartics, to $185
million notional amount of swap contracts which are de-
signed to limit interest rate increases on the Company's
LIBOR-based borrowings. The swap contracts, upon quar-
terly reset dates, cap interest rates on the notional amounts
at rates ranging between 6.67% and 6.78%., When LIBOR
is at or below 5% the Company's floating rate LIBOR debt
is swapped for fixed rate debt at rates ranging between
6.67% and 6.78%. The hedging contracts limit the effects
ol the Company's payments of interest at equivalent LIBOR
rates of 6.78% or less on up to $185 million of indebt-
edness. The contracts mature between March 2001 and
October 2002,

Dne of the Company's Affiliates also operates as a bro-
ker-dealer and must maintain specified minimum amounts
of "net capital” as defined in SEC Rule 15¢3-1, In connec-
tion with this requirement, the Affiliate has $800 of subor-
dinated indebtedness which qualifies as net capital under
the net capital rule, The subordinated indebitedness is sub-
ordinated to claims of general creditors and is secured by
notes and marketable securities of certain of the Affiliate’s

management m I'..‘ilTlI:I CTs.
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F. INCOME TAXES
A summary of the provision for income taxes, before the
1997 tax benefit of $846 related to the extraordinary item, is

as follows:
Year Ended December 31,

e B -+ =rgggy - Tg9as & 1997,
Federal:

Current $ an ol v e

Deferred 201 {233) 776
State:

Current 514 397 352

Deferred (69) 17 236
Provision for

income taxes $ 706§ 181 $i364

The effective income tax rate differs from the amount
computed on "income (loss) before extraordinary item” by
applying the LIS, federal income tax rate because of the ef-
fect of the following items:

Year Ended December 31,

|17 2ngl ¥ 1 995_ 1996 1 99?_
Tax at LL.S; federal

income tax rate [35)% (35)% 5%
MNondedustible expenses,

primarily amortization

of intangibles 54 2| 15
State income taxes,

net af federal beneti 13 23 f 13
Valuation allowance - i (17)

15%

32% 46%

The companents of deferred tax assets and liabilities are
as follows:
December 31,

e ST e SPT S 1900 T a7
Deferred assets (liabilities):
Met operating lass
carryforwards $ 3,481 910436
Intangible amortization (4,950} (9,238)
Accrued compensation 3 004 #49
Other, net (58) [58)
477 1,989
Valuation Allowance

(477)  (1,989)
3

MNet deferred income taxes £ -
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At December 31, 1997, the Company had tax net oper-
ating loss ("NOL") carryforwards of approximately $25 mil-
lion which expire beginning in the year 2010, Realization
is dependent on generating sufficient taxable income prior
to expiration of the tax loss carrvforwards. At December
31, 1997, management believed it was more likely than not
that the Company’s deferred tax asset of $1,989, arising
primarily from NOL carryforwards, would not be realized
and accordingly established a [ull valuation allowance
against the asset. The Company will review the valuation
allowance at the end of each reporting period and will make
adjustments il it is determined that it is more likely than
not that the NOLs will be realized.

g CONTINGENCIES
SRS

The Company and its Atfiliates are subject to claims, le-
gal proceedings and other contingencies in the ordinary
course of their business activities. Each of these matters s
subject to various uncertainties, and it is possible that some
of these matters may be resolved unfavorably to the Com-
pany or its Affiliates. The Company and its Affiliates establish
accruals for matters that are prabable and can be reasonably
estimated. Management believes that any lability in ex-
cess of these accruals upon the ultimate resolution of these
matters will not have a material adverse effect on the can-
solidated financial condition or results of operations of
the Company.

4 ACQUISITIONS AND

OMMITMENTS

P

1997

During 1997, the Company acquired in purchase transac-
tions majority interests in Goben and Glossherg, GeoCapital

C
C

and Tweedy, Browne. The Company also acquired addi-
tional interests in two ol its existing Affiliates.

The Company issued 10,667 shares of Class D Con-
vertible Preferred Stock valued at $9.6 million as partial
consideration in the GeoCapital transaction, The preferred
stock was exchanged for 533,350 shares of the Company’s
Common Stock in connection with the Company's initial

public offering.

CONSOLLDATED
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The results of operations of Gofen and Glossherg,
CeoCapital and Tweedy, Browne are included in the con-
solidated results of operations of the Company from their
respective dates of acquisition, May 7, 1997, September
30, 1997 and October 9, 1997.

1996
During 1996, the Company acquired in purchase transac-
tions majority interests in First Quadrant and Burridge. In
addition, the Company acquired additional partnership in-
terests from limited partners of two of its existing Affiliates.

On December 31, 1996, the Company issued notes in
the amount of $6.7 million as partial consideration in the
purchase to Burridge selling shareholders who remained as
emplovees, On January 3, 1997, the nates were settled in
cash for $5.2 million and the issuance of 1,715 shares of
Series -1 Voting Convertible Preferred Stock. The Con-
vertible Preferred Stock was subsequently exchanged for
85,750 shares of Common Stock in connection with the
Company’s initial public offering.

The results of operations of First Quadrant and Burridge
are included in the consolidated results of operations of
the Company [rom their respective dates of acquisition,
March 28, 1996 and December 31, 1996.

1995

During 1995, the Company acquired in purchase transactions
majority interests in Systematic, Skyline and Renaissance.
The Company also made a minority investment in Paradigm.
In connection with an Affiliate acquisition, the Company
assumed an unconditional $3.2 million purchase obligation
on the equity interests of limited partners which would be
settled in either cash or the Company's stock. During 1997,
the partners in that affiliate exchanged this unconditional
right for new equity interests in this Affiliate,

The results of operations of Systematic, Skyline and
Renaissance are included in the consolidated results of opera-
tions af the Company from their respective dates of invest-
ment, May 16, 1995, August 31, 1995, and November 9,
1995, The net income associated with the Company's mi-
narity interest in Paradigm is included in the consalidated
results of operations of the Company using the equity

method from May 221995, the date of investment,
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The total purchase price, including cash, notes, commaon
and preferred stock and capitalized transaction costs, assii-
ciated with these investments, is allocated as follows:

T80 CONSOQLIDATED

Drecember 31,
HDREOLR S Sl e b T T
Allocation of Purchase

Price:
Net tangibleassets  § 1720 § 2,198 § 5924
Intangible assets 39,800 35,040 230,421
Minority investment B8R = iy

Tatal purchase

price $42408 $37238 $337345

Unaudited pro forma data for the vears ended Decem-
ber 31, 1996 and 1997 are set forth below, giving consider-
ation to the acguisitions occurring in the respective
two-year period, as if such transactions occurred as of the
beginning of 1996, assuming revenue sharing arrangements
had been in effect [or the entire period and after making
certain other pro forma adjustments. This pro forma data
has been prepared following Accounting Principles Board
Opinion Mo, 16 ("APB 16"},

Year Fnded December 31,

1996 1997

Revenues $120,999 $147,159
Income before

extraordinary item 1,366 7,230
Extraordinary item, net (584) (6,141)
Met income % 782 % 1,089

Income before

extraordinary item

per share — basic § 008 5 041
Income before

extraordinary item

per share — diluted .08 0.41
Met income

per share — basic 0.04 0.0
Met income

per share — diluted 0.04 0.06

[n conjunction with certain acquisitions, the Company
has entered into agreements and is contingently liable, upon
achievement of specified revenue targets over a five-vear

i
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period, beginning with the date of AMOCS investment to make
additional purchase payments of up to $23 million plus in-
terest as applicable. These contingent payments, if achieved,
will be settled for cash with most coming due beginning Janu-
ary 1, 2001 and January |, 2002 and will be accounted for as
an adjustment to the purchase price of the Affiliate. [n addi-
tion; subject to achievement ol perlormance goals, certain
key Affiliate employees have options to receive additional
equity interests in their Affiliates,

Related to one of the Company's Alfiliates, a [ormer in-
stitutional shareholder is entitled ta redeem a cash value
warrant on April 30, 1999. Using the actual results of opera-
tions of this Affiliate to date, the cash value warrant had no
value and, therefore, no amounts have been accrued in these

financial statements.

10:, B WA R MAE ST M BN
In 1995, the Company purchased a 30% equity interest in
Paradigm, which is accounted for under the equity method
of accounting,
Summarized financial information for Paradigm is as

follows;
Ar December 31,

et ML T R N LT 6 Y 1997
Balance Sheet Data:
Current assets $ 7a6 % 963
Mon current assets 491 313
Total assets $1,248  §1,478
Current liabilities % 493 £ 41a
Mon current liabilities - =
Total liabilities b 493§ 416
For the Periad
May 22, 1995 For the For the
(date of acouisition)  Year Ended Year Ended
v Pecember 31, December 31, December 31,
i 1985 (Rl 1997
statement of
Earnings Data:
Total revenues $894 - §2,051 $3,078
Operating and
other expenses 840 1,484 2,630
__Net [ncome. $ 54 § 565 § 448
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PUTS AND

A T

[ CALLS

To ensure the availability of continued ownership participa-
tion to future key emplovees, the Company has options o
repurchase ("Calls") certain equity interests in Affiliates owned
by partners or members. The options were exercisable begin-
ning in 1997 In addition; Affiliare management owners have
options {"Puts”), exercisable beginning in the Year 2000, which
require the Company to purchase certain portions of their
equity interests at staged intervals, The Company is also obli-
gated to purchase ("Purchase”) such equity interests in Affili-
ates upon death, disability or termination of employment. All
of the Puts and Purchases would take place based on a mul-
tiple of the respective Affiliate's Owners' Allocation but using
recuced multiples for terminations for cause or for voluntary
terminations occurring prior to agreed upon dates, all as de-
fined in the general partnership, limited partnership or lim-
ited liability company agreements of the Affiliates. Resulting
payments made to former owners of acquired Affiliates are
accounted for as adjustments to the purchase price lor such
Affiliates. Payments made to equity holders who have been
awarded equity interests in connection with their employment
are acerued, net of estimated forfeitures, aver the service pé-
riod as equity-based compensation.

The Company’s contingent obligations under the Purand
Purchase arrangements at December 31, 1997 ranged from
$5.3 million on the one hand, assuming all such obligations
occur due to early terminatians or terminations for cause,
and $145.3 million an the other hand, assuming all such ob-
ligations oceur due to death, disability or terminations with-
out.cause, The Put and Purchase amounts above were
calculated based upon $20.1 million of average annual his-
torical Owners” Allocation. Assuming the elosing of all such
Put and Purchase transactions, AMG would own all the pro-
spective Chvners' Allocations.

STOCKHOLDERS!

e I T

1=2 EQLITY

Common Stock
The Company. had 43,000,000 authorized shares of Com-
mon Stock {including Class B Common Stock) with a par
value of 5.01 per share of which 987,500 and 17,703,617
shares were issued and outstanding at December 31, 1996
and 1997, respectively.

i6
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Initial Public Offering
On November 21, 1997, the Company completed an initial
public otfering ("[PQ"), issuing 8,625,000 shares of Com-
mon Stock. In Movember 1997, the Company also issued
78,667 shares of Comman Stock to limited partners of an
Affiliate in return for equity interests in that Atfiliate.

The Company'’s Board of Directors authorized a 50-for-
| stock ¢plit effected in the form of a stock dividend on the
Company's authorized and outstanding Common Stack, The
stock dividend was effective immediately prior to the
Company's (PO, Where applicable, these Consolidated
Financial Statements and MNotes thereto reflect the Common
Stock split on a retroactive basis.

Preferred Stock

At December 31, 1997, the Company had 5,000,000 autho-
rized shares of preferred stock (“Preferred Stock”), par value
$.01, with no shares issued.

At December 31, 1996, the Company had two classes of
convertible preferred stock ("Convertible Preferred Stock”),
par value $.01. There were 80,000 authorized and issued
shares of Class A Convertible Preferred Stock. The Com-
pany also had two series of Class B Preferred Stock, There
were 34,328 authorized and 14,131 issued shares of Series
B-1 Voting Convertible Preferred Stock and 19403 shares
authorized and issued of Series B-2 Man-Voting
Canvertible Preferred Stock, During 1997, the Company is-
sued 1,715 shares of Series B-1 Convertible Preferred Stock
as partial consideration in the Burridge investinent ane 10,667
shares of Class D Convertible Preferred Stock in the
CeoCapital investment. Also during 1997, Chase
Equity Associates purchased 5,333 shares of Class C Con-
vertible Preferred Stock and warrants to purchase 28,000
shares of Class © Convertible Preferred Stock, which were
subsequently exercised. On November 21, 1997, the date of
the Company's initial public offering, all issued shares of
Canvertible Preferred Stack, a total of 159,249 shares, were
converted 1-for-50 into the Company’s Commaon Stock, for
a total of 7,962,450 common shares. At December 31, 1997
there were no shares of Convertible Preferred Stock autho-
rized or issued.

Stock Incentive Plans

The Company has established three incentive stock plans
i(“Stock Plans"}, primarily to incent key employees, under
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which it is authonzed to grant incentive and non-qualified
stock options and to grant or sell shares of stock which are
subject to certain restrictions (“Restricted Stock"). At Decem-
ber 31, 1997, a total of 2,300,000 shares of Common Stock
have been reserved far issuance under these plans, with a to-
tal af 337,500 shares of Restricted Stock sold and 682,500
stock options granted. The plans are administered by a com-
mittee of the Board of Directors. Restricted Stock sales were
made at theirthen Birmarket value, as approved by the Board
of Directors of the Company, and generally vest over three
vears and are subject to significant forfeiture provisions and
other restrictions. The exercise price of the stock options is
determined by the Company’s Board of Directors on the date
of grant.

The 1994 [ncentive Stock Plan {the “1994 Plan"} pro-
vides for the issuance of 125,000 shares of Comman Stock.
As of December 31, 1997, the Company had sold an aggre-
gate of 125,000 shares of Restricted Stock under the 1994
Plan. These shares vest over periods ranging up to four vears.
At December 31, 1997, 112,500 of these shares were vested.

The 1995 [ncentive Stock Plan (the “1995 Plan") pro-
vides for the issuance ol 425,000 shares of Common Stock,
As of December 31, 1997, the Company had sold an aggre-
gate 212 500 <shares of Restricted Stock under the 1993 Plan,
In 1997, the Company granted options to purchase 92,500
shares to officers of the Company with an exercise price of
$4.10 per share. These options vest over a three year period
ending December 31, 1999, As of December 21, 1997, none
ol the aptions granted under the 1995 Plan had been exer-
cised. The Campany does not intend to make any further
grants under the 1995 Plan,

The 1997 Stock Option and Incentive Plan (the “1997
Plan") provides for the issuance of 1,750,000 shares of Com-
man Stock, |n connection with the Company's initial public
ollering on November 21, 1997, the Campany granted op-
tions to purchase 590,000 shares of Common Stock to offic-
ers and employees of the Company with an exercise price of
£23.50 per share. These options are exercisable over seven
vears; with | 5% exercisable on each of the first six anniver-
saries of the date of grant and 10% exercisable on the sey-
enth anniversary aof the date of grant. The vesting period of
these options will be accelerated upon a change in control
of the Company or upon the achievement of certain finan-
cial goals, On December 11, 1997, the Company granted an

oy GO NS e LRAT ED
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option to purchase 10,000 shares of Common Stock, with
an exercise price of $24.94 per share, to a newly elected di-
rector of the Company, This option becomes exercisable in
equal installments of 625 shares an the first day of each cal-
endar quarter commencing April 1, 1998, The vesting pe-
riod of this option will be accelerated upon a change in
control of the Company. As of December 31, 1997, none of
the options granted under the 1997 Plan had been exercised,
The following is a summary of outstanding and exercis-
able aptions under the Stock Plans at December 31, 1997:

Weighted
Awerape
Everciee  Exercise
Price Price Chpriors . Expieatian
hnes I ) £ I B PR e = U
Oiptions outstanding
at December 31,
15156 - - -
Options granted 92,500 § 9.0 30,833 5/31/07
Options granted 590,000 $13.50 - 1112607
Options granted 000 Ra4.94 — 121007
Oiptions exercised - -
Options canceled - -
Options oulstanding
at December 31,
1997 692, 50K $21.60 30,833

Supplemental Disclosure
for Equity-Based Compensation

The Company continues to apply APB 25 and related inter-
pretations in accounting for its sales of Restricted Stock,
grants of stock options and equity-based interests in AHili-
ates. FAS 123 defines a fair value method of accounting for
the above arrangements whose impact requires disclosure.
Linder the fair value method, compensation cost is measured
at the grant date based on the fair value of the award and is
recognized over the expected service period, The required
disclasures under FAS 123 as if the Company had applied
the new method of accounting are made below.

Had compensation cost farthe Company’s equity-based
compensation arrangements been determined based on the
[air value at grant date for awards subsequent to lanuary 1,
1993, consistent with the requirements of FAS 123, the
Company's net (loss) and net (loss) per share would have
leen as follows:
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NOTES TO CONSOLIDATED
Year Ended December 31,

A a3 W e 1993 1996 | 997
Met (loss) —

as reported %(2,936) $(2.372) %(8,368)
Mer (loss) —

FAS 123 pro forma (3,091} (2,141) {8,837)
Met (loss)

per share — basic —

as reported (2:95) (5.49) (3.69)
Net (loss)

per share — basic —

FAS 123 pro forma (3.10) (4.96) {3.89)
MNet (loss)

per share = diluted =

as reported (2.95) [5.49) 102
Met {loss)

per share = diluted =

FAS 123 pro forma (3.10) (4.96) (1.07)

Solely for purposes of providing the pro forma disclosures
required by FAS 123, the fair value of each option grant was
estimated on the date of grant using the minimum value method
prior to the initial public offering and the Black-Schales op-
tion-pricing model after the offering, with the following
weighted average assumptions used [or grants ol options.

Year Ended December 3 1,

' =L 1995 997 :
Dividend yield 0% 0%
Volatility 0% 269
Risk-free interest rates .5% 5.96%
Expected option lives in years 11.3 6.7
Assumed forfeiture rate 0% 29.3%

The estimated fair value of grants of stock options and
cquity-based interests in Affiliates was 2.9 million and $4.6
million for 1995 and 1997, respectively. There were no grants
in 1994,

1.4 EARMINGS (LOSS) FER SHARE
The Financial Accounting Standards Board issued Statement
of Financial Accounting Standards No. 128, "Earnings per
Share” ("FAS [28"). This standard became effective for
financial statements issued for periods ending after Decem-
ber 15, 1997, The Company has adopted FAS 128 for its
fiscal year ended December 31, 1997 and has restated prior-

period EPS data to contorm to the new standard.

i8
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The calculation for the basic earnings per share is based
on the weighted average of commaon shares outstanding dur-
ing the periad. The calculation for the diluted earnings per
share is based on the weighted average of common and com-
mon equivalent shares outstanding during the period, ex-
cept where the inclusion of common equivalent shares has
an anti-dilutive effect. Following is a reconciliation of the
numerators and denominators of the basic and diluted EPS
computations for "income {loss) before extraordinary item”
for the three vears ended December 31, 1997,

1995 1996 1997

Numeratorn
Income (loss) before
extraordinary item ${2,936,0000 $(1,389,000) $1.643,000
Dénominator:

Average shares

outstanding — basic 996, 144 431,908 2,270,684
Convertible

preferred stock = — 5,495,330
Stock options and

unvested restricted

stock = = 468,515
Average shares

outstanding -

diluted 996, 144 431,908 8235529

Income (lass) before

extraordinary item
per share:
Basic L (205 % (322} % 072
Diluted $ (205) %  (322) % (.20

Because the computation of diluted EPS shall not assume
exercise of securities that would have an anti-dilutive effect
on earnings per share, as is the case in a loss year before
extraordinary items, the effect of 3,512,576 and 5,585,382
outstanding shares of convertible preferred stock and 443,034
and 510,421 of unvested shares of restricted common stock
were excluded from the diluted caleulation in 1995 and 1996,
respectively.

DISCLOSURE ABOUT FAIR VALUE
FINANCIAL INSTRUMENTS
FASE Statement of Financial Accounting Standards No. 107,
‘Disclosures about Fair Value of Financial Instruments” ("FAS

Lod
OF

107"), requires the Company to disclose the estimated fair



Affiliated Managers Group, Inc,

MNIQETES: TiO

values for certain af its financial instruments, Financial in-
struments include items such as loans, interestrate contracts,
notes payable, and other items as defined in FAS 107,

Fair value of a financial instrument is the amount at which
the instrument could be exchanged in a'current transaction be-
tween willing parties, other than in a forced or liquidation sale.

Quated market prices are used when available, otherwise,
management estimates fairvalue based on prices of [inancial
instruments with similar characteristics or using valuation
techniques such as discounted cash How models. Valuation
technigues involve uncertainties and require assumptions and
judgments regarding prepayments, credit risk and discount
rates, Changes in these assumptions will result in different
valuation estimates. The fair value presented would not nec-
essarily be realized in an immediate sale; nor are there plans
to settle liabilities prior to contractual maturiny. Addition-
ally, FAS 107 allows companies to use a wide range of valua-
tion technigues, therefore, it may be difficult to compare
the Company's fair value information to other companies’
fair value information.

The following tables present a comparison of the carry-
ing value and estimated fair value of the Company’s finan-

cial instruments at December 31, 1996 and 1997-
Pecember 31, 1055

Carrving Estimated
Yalue TFair Value
Financial assets:
Cash and cash equivalents % 6767 5 6767
Financial liahilities:
Motes payable to related parties (7.379) (7,374)
Senior bank debt (33,400] (33,400}
Oif-balance sheet financial
instruments:
Interest-rate hedging agreements. - (763}
December 51, 19497
Carrving Estimated
Walue Fair Value

Financial assets:
Cash and c;sh equivalents $ 23,046 9 23,046
Financial liabilities:
Senior bank debt

Off-balance sheet financial

(159,500) (159,500}

instruments:

_(2.528)

Interest-rate hedging agreements ]
The carrying amount of cash and cash equivalents ap-

proximates fairvalue because of the short-term nature of these

CONSOLIDATED
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instruments, The fair value of notes payable to related par-
ties was calculated with a discounted cash flow model using
existing payment terms and the prime rate. The carrying value
of senior bank debt approximates tair value because the debt
is a revolving credit facility with variable interest based on
three-month LIBOR, The fair value of interest rate hedging
agreements are quoted market prices based on the estimated
amount necessary o terminate the agrecments.

1785, S E GESCTTERD G U AR B R LYY,
FINANCIAL DATA (UNAUDITED)

The following is a summary of the unaudited quarterly Te-
sults of operations of the Company for 1996 and 1997, The
amounts are in thousands except for the per share amounts,

1996
Firss Secand Third Fourth
Chuarter Quaner  Chuarter Claarter
Revenues $ 6,756 $12,739 512675 $18214
Oiperating income 1,686 3297 2.087 1,171
Income (loss) before
income Laxes and
extraordinary item 1,024 (320} 29 (2,203)
Income (loss) before
extraordinary item  § 1,196 § (469) §  (25) $(2091)
Income (loss) before
extraordinary item
pershare —basic  $§ 2350 0§ (1.07) § (005 § (4.33)
Income (loss) before
extranrdinary (tem
_pershare—diluted § 019§ (1.07) § (0.05) $ (4.33)
1997
First Second Third Fourth
s BN e _ Quarter  Cuarter  Quaner  Quandr
Revenues f16,568  $16,302 $20.410  $42.007
Ohperating income 3,561 2,141 3,270 5,389
Income (loss) before
income taxes and
extracrdinary item 1,220 1419] 153 1,953
Income before
extraordinary item % 674 % 32 % 137 % 810
Income before
extraordinary ftem
pershare—bhasic % 131 % 0068 % 021 % 0.1
Income before
extraordinary item
pershare—diluted $§ 000 § - % 001 § 007
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During the fourth quarter of 1997, the Company com-
pleted its investment in Tweedy, Browne. The Company alsa
completed an initial public offering of its shares of Common
Stock. The Company used the net proceeds of the initial public
oflering to repay outstanding indebtedness and recognized
an extraordinary write-off of $10,01 1, net of taxes {represent-
ing 301,37} and $(0.81) per share ona basic and diluied basis,
respectively, from the early retiremient of such indebtedness.
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On March 20, 1998, the Company completed its investment
in Essex Investment Management Company, LLC ("Essex”).
The Company paid $69.6 million in cash and the assump-
tion ol debt and 1,750,942 shares ol its Class C Convertible
Non-Voting Stack, $.01 par value per share (the "Class C
Stock"). Each share of Class C Stock convens into one share
of Common: Stock upon the earlier of March 20, 1999, ar
certain extraordinary events,

The total purchase price including cash, stock and capi-
talized transaction costs associated with this investment is
allocated as follows:

Allocation of Purchase Price:

Met tangible assets $ 7408

Intangible assets 93,386

Total purchase price 100,794
COMMON STOCK

MARKET
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FINANCIAL :STATEMENTS

The amartization periods used for in@ngible assets re-
lated to this investment are 28 years for acquired client rela-
tionships and 30 years for goodwill. Unaudited pro forma
data for the vears ended December 31, 1996 and 1997 are
set forth below, giving consideration to the Essex investment
and investments occurring in the two vears ended Decem-
ber 31, 1997, as il such transactions had occurred as of the
beginning of 1996, assuming revenue sharing arrangements
had been in eflect for the entire period and after making
certain other pro forma adjustments. This pro forma data
has been prepared [ollowing APE 16.

Year Encled December 31,

| 906 | 9

Revenues $153,771 $186,258
Income belare

extraordinary item 3,155 10,181
Extraordinary item, net (384) {6, 141)
Met income 2.571 4,040
Income betore

cxtraordinary item

per share — basic b o016 % 053
[ncome before

extraordinary item

per share — diluted 0.16 0.52
Net income per share — basic 0.13 0.2]
Net income pershare —diluted 013 021
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HOQOLDER MATTERS

The Company’s Common Stock is traded on the New York Stock
Exchange (symbol: AMG). The following table seis forth the
high and low closing prices as reported on the New York Stock
Exchange composite tape since the Company’s initial public
offering on Movember 21, 1997 through December 31, 1997,

TSaTACTC i KX ~High Low
Fourth Quarter (from Movember 21,
1997 through December 31, 1997) 29,875  $24.00

The closing price for the shares on the Mew York Stock
Exchange on March 13, 1998 was $37.125.

4.0

As of December 31, 1997 there were 57 stockholders of record.
As of March 13, 1998, there were 63 stockholders of record,

The Company has not declared a dividend with respect
to the periods presented. The Company intends to retain earn-
ings to repay debt and to finance the growth and develop-
ment of its business and does not anticipate paying cash
dividends on its Common Stock in the foreseeable [uture. The
MNew Credit Facility (as defined herein) also prohibits the Com-
pany from making dividend payments to its stockholders. See
“Managements Discussion and Analysis of Financial Condition
and Results of Operation — Liquidity and Capital Resources”,
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