
LPL FINANCIAL HAS UNVEILED A NEW 
mutual fund platform designed to adhere to 
the fiduciary rule, though the rule’s uncertain 
fate poses an impact on a key aspect of the 
plan.

The platform would feature load-waived 
shares in more than 
1,500 funds from 20 
sponsors, the coun-

try’s largest independent broker-dealer an-
nounced last week. LPL also plans to limit 
upfront commissions to 3.5% and set trailing 
fees at 0.25% on the platform, which is slated 
to launch early next year.

The lower, standardized fees reflect the 

mandate on firms to rein in conflicts of inter-
est under the Department of Labor’s rule and 
its best interest contract exemption, which 
governs commissions on retirement clients’ 
accounts.

The rule has upended offerings throughout 
the industry, particularly with respect to mu-
tual funds. President Trump’s administration 
may try to rescind or revise the rule before 
its full implementation Jan. 1, but LPL joined 
other firms in changing its product lineup to 
comply with it.

“At launch, [the platform] will be a 
price-competitive solution that not only pre-

TIM BUCKLEY HAS JUST BEEN HANDED THE 
keys to the house that Bogle built.

But Buckley, Vanguard’s new CEO, confronts 
something that founder Jack Bogle never did back 

in his prime: a world flush 
with cheap index funds. 

Buckley, 48, was 
tapped to run the world’s second-largest money 
manager, which oversees $4.4 trillion and is re-
sponsible for the savings of more than 20 million 
investors. He has a Vanguard pedigree. The Har-
vard MBA joined Vanguard in 1991 as an assistant 
to Bogle and rose through the ranks, overseeing 

Will Vanguard’s streak 
continue with new boss? 
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Readying for robos?
A checklist for firms 

AFTER MUCH CAUTION, THE ASSET MANAGEMENT 
industry at large is moving toward online advice, 
and early adopters have found success.

Measured by assets, Vanguard and Schwab 
are the biggest players 
in digital wealth, while 
BlackRock has become a 

leading institutional supplier of robo advice tech-
nology to banks and advisory firms. 

But there’s plenty of reason to be critical of 
how the asset management industry’s embrace of 
digital has developed, says Matt Fellowes, former 
HelloWallet founder and CEO, who is launching 
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LPL to cut fund fees amid fiduciary uncertainty
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Managers underweighting U.S. 
stocks highest since 2008

According to Bank of America Merrill 
Lynch’s most recent fund manager survey, 
allocations to U.S. stocks have reached 
20% underweight, Bloomberg reports. 
The last time that percentage was great-
er was in January of 2008, when the S&P 
500 was near its previous peak before 
crashing during the financial crisis.

“A net 80% of investors think the U.S. is 
the most overvalued region,” strategists, 
led by Michael Hartnett, wrote, down 
only slightly from the 84% that said the 
same thing in June’s survey. The survey 
was conducted July 7 through July 13 
and based on 207 participants overseeing 
$586 billion in assets.

Investors said the Nasdaq was the 
most crowded trade for the third straight 
month. Banks overtook tech stocks as the 
most overweighted sector in the survey. 
That suggests investors might be trying 
to lock in profits and find greater value 
elsewhere. The Nasdaq is up almost 20% 
this year, while the KBW Bank Index has 
risen 4%. It’s the first time this year that 
money managers have favored banks over 
technology stocks.

BlackRock scores ETF flow record 
 but misses revenue target

While BlackRock raked in $74 billion 
in ETF flows in the second quarter, that 
record was in part obscured by revenue 

that failed to beat estimates, Bloomberg 
reports. The revenue miss was large-
ly driven by lower performance fees on 
two long-only funds that didn’t beat their 
benchmarks by as much as they did a year 
earlier and weaker securities lending reve-
nue hampered by less merger-and-acqui-
sition activity, said BlackRock CEO Lau-
rence D. Fink.

Revenue, while up, missed estimates 
for the fourth straight quarter, according 
to Bloomberg. BlackRock’s second-quar-
ter costs increased in almost every cate-
gory including employee compensation 
and distribution and servicing costs. But 
assets under management increased 
about 5% from last quarter to $5.7 trillion.

Voya seeks to join
digital advice race

Voya won’t be left behind in the robo 
race, says Tom Halloran, president of its 
broker-dealer. “I don’t have one yet, but I 
want one,” Halloran says. “It’s just a mat-
ter of how and when.”

Voya Financial Advisors’ Halloran says 
he wants the brokerage to join its compet-
itors in the digital advice space, which is 
predicted to reach $400 billion by the end 
of next year.

Competing brokerages Charles 
Schwab and TD Ameritrade have already 
established digital advice platforms and 
found early success gathering assets on-
line. Asset managers such as Vanguard 
have also made forays in the digital advice 
market.

Halloran says Voya is inclined to seek 
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lective trust for institutional investors.
The Deutsche Real Assets Collective 

Investment Trust Fund, which launched in 
June, offers exposure to a variety of liquid 
real assets including global REITs, listed 
infrastructure, commodity futures, nat-
ural resource equities and treasury infla-
tion-protected securities.

PGIM names 
 chief economist

Nathan Sheets has joined PGIM Fixed 
Income as chief economist and head of 

global macroeco-
nomic research, the 
firm announced.

Sheets will lead 
the formulation of 
the firm’s global 
macroeconomic 
outlook, join the 
senior investment 
team and provide 
insight on global 
monetary and fiscal 

policy and macroeconomic trends.
He was most recently the undersecre-

tary of the U.S. Treasury for international 
affairs, representing the U.S. government 
on international economic policy. Previ-
ously, he held positions with Citigroup, as 
global head of International Economics, 
and with the Federal Reserve Board, most 
recently as director of the Division of In-
ternational Finance and FOMC Economist.

Northern Lights adds 
regulatory compliance officer 

Brian Hourihan has been appointed 
regulatory compliance officer for North-
ern Lights Compliance Services, the firm 
said. Hourihan has several years as senior 
counsel in the SEC’s Division of Invest-
ment Management. During his career, he 
has been responsible for providing legal 
and compliance advice on all aspects of 
services provided to mutual funds, ETFs 
and other investment solutions  MME 

News Scan by Suleman Din
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an acquisition in order to add a digital plat-
form to its offerings. Invesco and Black-
Rock have pursued a similar strategy with 
their respective acquisitions of Jemstep 
and FutureAdvisor.

Top 100 alts managers 
now oversee $4 trillion

Globally, alternative asset AUM 
reached nearly $6.5 trillion, with the top 
100 alternative asset managers holding $4 
trillion, according to research from Willis 
Towers Watson.

Lead by Ray Dalio’s Bridgewater As-
sociates, which oversees $116 billion, the 
top mangers saw AUM increase by 10% 
in 2016. Illiquid credit saw the largest per-
centage increase in the group, with AUM 
rising from $178 billion to $360 billion 
in the last 12 months. Direct hedge fund 
strategies among the top 100 asset man-
agers fell the most over the same period, 
from $755 billion to $675 billion.

The survey of institutional investors 
found that among alts categories, real 
estate managers have the largest share 
of assets (35% and over $1.4 trillion), fol-
lowed by private equity fund managers 
(18% and $695 billion), hedge funds (17% 
and $675 billion), private equity funds of 
funds (12% and $492 billion), illiquid cred-
it (9% and $360 billion), funds of hedge 
funds (6% and $228 billion), infrastruc-
ture (4% and $161 billion) and commod-
ities (1%).

OppenheimerFunds launches 
 3 revenue-weighted ETFs

Adding to its smart beta fund offerings, 
OppenheimerFunds announced  three new 
ETFs with an international focus.

The new funds are the Oppenheimer 
Emerging Markets Revenue ETF (REEM), 
Oppenheimer Global Revenue ETF (RGLB), 
and Oppenheimer International Revenue 
ETF (REFA). 

The emerging makets fund seeks to 

outperform the MSCI Emerging Markets 
Index, with an expense ratio of 46 basis 
points. The global revenue fund seeks to 
outperform the MSCI All Country World 
Index, with an expense ratio of 43 basis 
points. And the international revenue fund 
seeks to outperform the MSCI EAFE Index, 
with an expense ratio of 42 basis points.

BlackRock lowers fees 
of mortage bond ETF

Seeking to provide a cheaper alterna-
tive to mortgage bonds, BlackRock an-
nounced a repricing of the iShares MBS 
ETF (MBB). 

Launched in 2007, the fund will see its 
expense ratio lowered from 27 to nine ba-
sis points, the firm said.

The fund tracks and index of mortgag-
es issues or guaranteed by U.S. govern-
ment agencies, and has seen YTD total 
returns of 1.72%.

“By lowering the price to make the fund 
competitive with direct investment in 
mortgage securities, institutions will have 
a much more efficient, liquid option for 
dynamically managing mortgage-backed 
exposures,” stated Martin Small, U.S. 
Head of iShares at BlackRock.

Direxion unveils 
Europe-focused ETF

Citing renewed investor interest in Eu-
ropean equities, Direxion announced the 
launch of an ETF tracking an index cover-
ing 50 blue-chip stocks from 11 Eurozone 
countries.

The Direxion Daily EURO STOXX 50 
Bull 3X Shares (EUXL) seeks to achieve 
300% of the daily performance of the 
EURO STOXX 50 Index. The fund carries 
an expense ratio of 1.04%.

“The outlook for European equities has 
turned bullish, with growing interest from 
traders,” said Sylvia Jablonski, Managing 
Director at Direxion.

Deutsche Asset Management  
offers real estate CIT

Deutsche Asset Management is offer-
ing real estate exposure within a new col-

PRODUCTS

Nathan Sheets

ARRIVALS

RESEARCH
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serves investor choice — but amplifies it,” 
according to a company memo.

“As you know, other financial firms 
have limited or even fully removed bro-
kerage options for retirement investors. 

WHO’S ON THE PLATFORM?
Company executives expect the plat-

form to keep more than 80% of LPL’s mu-
tual fund products for brokerage clients, 
while eliminating trading fees and annual 
account fees, according to the memo. 

Offerings from Fidelity Investments 
await final approval for possible inclu-
sion on the platform, LPL says. Clients 
could exchange their investments among 
the various fund families after opening 
accounts. 

Existing clients would not pay com-
missions if they have holdings in funds el-
igible for the platform, including vehicles 
from Goldman Sachs Asset Management, 
BlackRock, Columbia Threadneedle and 
other managers.

New clients entering the platform 
would pay a one-time commission while 
routing their investments through a 
partnering Goldman Sachs institutional 
money market fund to the funds of their 
choice.

“Our research shows that screening 
for funds with low fees and high man-
ager ownership will help identify equi-
ty funds with a history of superior long 
term outcomes,” Bill Brady, a senior vice 
president at American Funds, said in a 
statement. 

Brady said products from his firm 
would be eligible as well.

FIDUCIARY FUTURE
LPL execs plan to decide whether they’ll 

require retirement accounts to move on to 
the platform closer to its launch date, a 
company spokesman said. 

The choice depends on the “regulatory 
environment and industry developments,” 
he said. 

The firm is bracing for the rule, despite 
uncertainty.

“We expect the rule to create disruption 

that will lead to movement of ... assets in 
the coming months and years,” CEO Dan 
Arnold said in the company’s last earnings 
call.

LPL is testing the platform with the 

various fund sponsors ahead of a pilot later 
this year, according to the firm.

Mutual fund experts predict manag-
ers of all firms will see a reduced menu 
of products under the fiduciary rule, in 
keeping with a longtime trend toward 
lower fees. 

Managers should consider other ways 
that they serve clients, according to a 
panel at last month’s Pershing Insite 
conference.

“If your value proposition to a client is 
picking funds or creating models, in five 

years, I just don’t see that being relevant 
anymore,” said Carly Maher, a senior vice 
president for enterprise initiatives at Lad-
enburg Thalmann.

The uncertainty surrounding the fidu-

ciary rule has left asset managers in limbo 
as they await possible repeal or revisions 
by President Trump’s administration, 
panelists agreed. The confusion has spilled 
over into RIAs, which already face greater 
SEC scrutiny around mutual funds, com-
pliance experts said.

“This requires ... an ongoing review 
process, so that their clients have the 
appropriate share class throughout the 
length of the portfolio,” said Michelle 
Logue, chief compliance officer of Lock-
wood Advisors. - Bloomberg News  MME 
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“We expect the rule to create 
disruption that will lead to 
movement of ... assets in the 
coming months and years.”

LPL CEO Dan Arnold

Vanilla mutual funds
LPL's new platform will standardize its offerings.

Source: Company data

0%

3.5%

0.25%

Loads Upfront
commissions

Trail payments 



6 Money Management Executive July 24, 2017

first its technology operations and then its 
core retail unit.

Buckley, who becomes CEO in January, 
succeeds Bill McNabb, who led Vanguard 
since 2008, weeks before the collapse of 
Lehman Brothers. Since then, its assets 
have more than tripled. Its customers 
have an almost fanatic loyalty to its flinty 
founder and his company, named for an 
18th-century ship.

“I love that everyone is following us,” 
Buckley said. “We are here to change the 
way people invest and we are taking that 
beyond the borders of any one country.”

Buckley, who will be Vanguard’s 
fourth CEO since the firm’s founding in 
1975, faces an arguably greater challenge 
than any of his predecessors: Maintaining 
its lead in a low-margin business, while 
big competitors such as giant BlackRock 
are fighting back, even undercutting, Van-
guard on cost.  

‘TRANSACTIONAL WORLD’ 
Even strong companies like Vanguard 

are under pressure today, said Nancy 
Koehn, a Harvard Business School pro-
fessor who has written extensively on the 
power of brands.

“It’s a much more transactional world,” 
Koehn said. “It’s more about ‘show me the 
money’ than it is about emotional values 
like loyalty and trust.”

For now, the Vanguard brand name 
has been acting like a cash magnet, fueling 
growth despite an increasingly crowded 
market for index investments. Investors 
poured a record $194 billion into the firm’s 
U.S. passive funds in the first half of the 
year — two-thirds more than runner-up 
BlackRock and about 10 times more than 
Fidelity Investments’ haul, according to 
Morningstar data.

Vanguard is “a name that clients know 
and trust,” said Jonathan Swanburg, a fi-
nancial adviser in Houston. “We never 
have to explain it or justify it.”

Even so, competitors are having some 
luck differentiating themselves. Black-
Rock, the world’s biggest money manager, 
has already found success selling its low-

cost line of ETFs to individuals and finan-
cial advisers — Vanguard’s traditional 
turf — and by adding newer products such 
as funds following so-called smart-be-
ta strategies, which combine features of 
active and passive investing. Schwab has 
made inroads on a smaller scale after cut-
ting fees on its index funds and ETFs.

The rivals have intensified the price 
war and could continue to pick up market 
share as investors become more familiar 
with their products, according to Daniel 
Wiener, who edits a newsletter for Van-
guard investors. “Perceptions can shift 
over time,” said Wiener.

Christopher McIsaac, a managing di-

rector at Valley Forge, Pennsylvania-based 
Vanguard, is aware of the threat, but says 
prices aren’t the firm’s only asset. “Our 
brand extends beyond low costs,” McIsaac 
said. “People trust us to put their interests 
first.”

SPECIAL SET-UP
Vanguard’s success can be traced to 

decisions made by Bogle, who created a 
company owned by its own investors. Cost 
savings that accompany growth are re-
turned to customers through reduced fees. 
The firm’s average asset-weighted fund fee 
has dropped to 12 basis points from 68 ba-
sis points in 1975.

“They were lowering fees when no one 
else was,” said Eric Balchunas, an analyst 
with Bloomberg Intelligence. “That builds 
a connection that is hard to break.”

Fee-based advisers polled this year by 
Cogent Reports, a Cambridge, Massachu-
setts-based research firm, said they would 
recommend Vanguard’s ETFs and mutual 
funds more than those of any rival.

“Vanguard is one of the only finan-
cial-service firms with true brand loyalty,” 
said ETF.com CEO Dave Nadig.

Still, Vanguard’s main indexing rivals 
all lowered fund prices last year. Schwab’s 
U.S. Broad Market ETF charges three basis 
points, as does BlackRock’s Core S&P To-
tal U.S. Stock Market ETF. The Vanguard 
Total Stock Market ETF charges four.

BlackRock’s moves have made the big-
gest impact. Investors plowed $60 billion 
into BlackRock’s low-cost “core” series of 
ETFs in the first half of 2017, not far be-
hind the $77 billion that went into all Van-
guard ETFs, according to Bloomberg data.

Lawrence Glazer, a Boston adviser with 

Mayflower Advisors, says BlackRock has 
courted firms like his by selling both ETFs 
and access to expensive technology.

“Cheapness only goes so far,” said 
Glazer, whose firm oversees $2.5 billion. 
“BlackRock is trying to build a sticky rela-
tionship with the adviser community.”

Vanguard may have given its peers an 
opening last year when its service stum-
bled. The Philadelphia Inquirer and Wie-
ner’s newsletter documented a rise in 
customer complaints such as accounting 
errors and longer wait times on phone 
calls.

Vanguard responded by hiring 1,600 
people last year, many in customer-related 
roles. Service was “periodically challenged” 
in 2016, said spokesman John Woerth, 
“but we swarmed the issue, bringing peo-
ple and technology to bear.”

Vanguard’s McIsaac says the firm isn’t 
taking its success for granted. It’s stepping 
up efforts in technology and investor ed-
ucation and expanding its unit offering 
low-cost advice.  MME
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“We are here to change the way 
people invest and we are taking 
that beyond the borders of any one 
country.” 

Tim Buckley, incoming CEO, Vanguard
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a new digital retirement savings manage-
ment platform, United Income.

Fellowes, who was also chief innova-
tion officer at Morningstar, sees a number 
of issues among asset managers that need 
to be addressed in order for them to make 
a transition to a digital-first market.

He outlined several steps incumbents 
will have to take in an interview with 
Money Management Executive.

An edited transcript of the conversa-
tion follows.

Can incumbent firms simply add a 
digital platform / aspect to their busi-
ness, or do they need to reorient their 
business entirely to a digital future?

I think it depends on the incumbent 
firm. As the flight to passive and fee com-
pression continues, all firms face increas-
ing pressure to maintain margins. Digital 
advice could be used as one powerful 
tool to do that, since it has the potential 
to replace — partially or entirely — high-
er-cost humans with lower-cost technolo-
gy. Firms with weak financials will be the 
most willing to take risks on re-orienting 
their entire business around a lower-cost 
digital offering, which will include a high 
level of automation of tasks humans cur-
rently perform. Firms with healthier in-
come sheets or valuation trends will face 
less pressure and will likely continue to 
move more incrementally toward a digi-
tal future. 

Is the digital space different than 
what the asset management industry 
has operated in? Are there similarities 
that can help ease a transition?

I think a big part of the problem with 
digital advice so far is that it is basically 
identical to the asset management in-
dustry that it is trying to disrupt, which 
makes it so easy for the industry to swat 
off these upstarts and avoid meaningful 
innovation. In fact, every digital solution 
we’ve looked at relies on some variant of 
the same formula used by Financial En-
gines 15 years ago: take a defined lineup 
of funds, a risk preference from the cli-

ent, run some Monte Carlo simulations, 
plot an efficient frontier, and then select 
the “personalized” portfolio allocation 
across the lineup. Most of them also like 
to cite poor old Harry Markowitz to claim 
they have a Nobel winning approach, or 
something like that. That is basically 
what home offices or third-party ven-
dors, like Morningstar, currently do for 
advisers. Similarly, asset managers have 
had different products to manage differ-
ent goals, even if they have not marketed 
themselves as ‘goal-based’ planners. That 
means the primary difference between 
the startups in the digital advice space 
and incumbents does not have a lot to do 

with technology or methodology differ-
ences. Instead, the differences are largely 
about marketing and distribution, since it 
is relying more on an application instead 
of a person. That is one reason why adop-
tion of this functionality by incumbents 
has been so swift. 

What needs to change inside an in-
cumbent firm, from an operational 
perspective, to be competitive in a dig-
ital-first industry?

It really is dependent on the firm, but 
the five critical components will be in-
creasing technical literacy, additions to 
the leadership team, creating new bud-
get, implementing new organizational 
designs, and, most importantly, creating 
a higher tolerance for destabilizing ideas.   

Technical literacy at some firms right 
now is just rhetorical: full of buzzwords 
like “AI” and “big data,” but lacking in 
substance and coherence. Similarly, some 
firms have out-of-date technology leader-
ship, partly because the teams have been 

worn thin by years of being distracted by 
the business-driven need to duct tape dis-
parate technology stacks together.

Leadership teams at incumbent firms 
often include technology executives, but 
business decisions are still largely made 
at some major firms by leaders who were 
former sales professionals or analysts.  
For these firms to fulfil their goals, they 
we will need to reverse their focus to also 
attract senior technology leaders who can 
then learn the asset management market, 
rather than the other way around.

New budget is surprisingly hard to 
come by at even the most well run com-
panies because of the pressure on quar-

terly results. Given that, this transition 
at some firms will require Board-level at-
tention and buy-in among the company’s 
lead investors. Goldman and Capital One 
both offer good examples of this type of 
leadership.

In some cases, organizations will also 
need to re-organize around digital ser-
vices like technology companies do, rath-
er than by distribution channels, which 
asset management has done. Finally, 
firms need to adapt their cultures to cre-
ate more of a forum for big, destabilizing 
ideas to be discussed and worked on. I 
am still surprised by the disconnect be-
tween the vigor of a marketing campaign 
at some firms and the lifelessness of their 
internal innovation process.

How difficult are these operational 
changes to make in light of the fact that 
many incumbents have legacy technolo-
gy, internal culture or compliance con-
cerns to deal with?

I think each firm will eventually need 
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“Organizations will need to reorganize 
around digital services like 
technology companies do, rather 
than by distribution channels, 
which asset management has done.”

Matt Fellowes, CEO, United Income
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to assess the opportunity cost associated 
with not making these changes, which 
will give them confidence in their cur-
rent path or the ammunition they need 
to make a case for change to their Boards 
and investors. For most firms, they can 
hold on for a long time by making the 
type of incremental changes we have seen 
so far, like quickly standing up a digital 
advice solution on a separate stack using 
technology that is at least 15 years old and 
methodologies that are decades old in 
some cases.  

Charles Schwab’s robo is a good exam-
ple of this and they deserve a lot of cred-
it for moving so effectively to stand-up 
a quick test and learn solution. In many 
ways, it is a model of good incumbent 
leadership in a digital world because they 
got to market very quickly and then swift-
ly routed assets to their solution so they 
can test and learn before they embark on 
a bigger set of innovations. That type of 
incremental and swift experimentation 
will create the internal and external buy-
in necessary to proactively pursue the fu-
ture, rather than to be forced into it.

On the other hand, some firms already 
have that internal support marshalled 
and have the resources to acquire their 
way into the future. That can work very 
well and be transformational for a compa-
ny when companies are thoughtful about 
how to effectively integrate new teams 
and technologies — Google’s acquisition 
of a young YouTube or Adobe’s acquisi-
tion of Omniture come to mind, for in-
stance. And, if you’re not familiar with 
that later story, just have a look at their 
stock price since 2010.

Is there an operational shift required 
of fund firms, from product provider to 
service provider and distributor?

Open architecture expectations in the 
retirement market mean that some in-
cumbents will survive by continuing to 
focus on product manufacturing, without 
having to face the difficulty of trying to 
disintermediate their service and distri-
bution partners. But, in general, the win-
ners of the future will be focused on ser-
vice and distribution, since they own the 

buying decision.  That is why we have seen 
some product providers acquire or build 
their own solution in recent years. I would 
expect to see more of that activity in the 
years to come.

Who are you hiring? Is it a different 
roster than what you would see at an in-
cumbent asset manager?

We’ve focused primarily on hiring 
economists, mathematicians and engi-
neers from algorithm-oriented compa-
nies like Amazon, Palantir, and Solar 
City, all of which have experience work-
ing on parallel processing and other high 
computing functionality. Since we’ve 

also invented a new approach to money 
management, which is heavily dependent 
on assessing the dependency of potential 
market and life outcomes in the future, 
we also recruited company advisers that 
have led the development and implemen-
tation of numerous laws and regulations 
governing the financial markets. That in-
cludes numerous people with no industry 
experience, like Howard Iams, who cre-
ated the Social Security Administration 
model used to project benefits, and Erica 
Groshen, who was Commissioner of the 
Bureau of Labor Statistics and is an expert 
on consumer spending. That’s absolutely 
a different roster than you’d see at incum-
bents, many of whom have struggled to 
attract tech top talent and have — in my 
mind — a dangerously outdated adver-
sarial relationship with policymakers.  

Several asset managers have R&D 
labs or venture capital arms. What in-
novation works inside an incumbent?

As the head of innovation at Morning-

star, I met with dozens of firms, talked to 
a broad number of academics, and read a 
lot of literature on corporate innovation. 
The short answer is that it is not easy for 
incumbents to innovate, but it can be 
done.  

From my experience, internal inno-
vation labs largely don’t work, since they 
become islands of creative thinking and 
can be too easily starved of financial and 
political support from the mainland. 
Corporate venture returns are better than 
standalone venture returns, which would 
suggest they can work. But, they must be 
strategic tools used by business leaders 
rather than stand-alone units — in other 

words, do not try to emulate Google Ven-
tures like some have tried to do. 

I’ve found Columbia’s Rita McGrath 
or Innosight’s Scott Anthony (a Clayton 
Christensen disciple) to be some of the 
most well-informed and helpful think-
ers in this space. I particularly like the 
Growth Factory concept, or of dividing 
businesses into three units segmented by 
activities that are new to the world, new 
to the company, and new to the business 
line. Managed well, IBM’s experience in 
the mid-20th century showed that this 
segmented business approach can work 
well at inspiring breakthrough ideas and 
technology. 

A simpler way to get started, though, 
is with the Lean concepts.  In that regard, 
incumbents like Charles Schwab have 
shown how to begin innovating effective-
ly. They have a separate digital advice ex-
perience that is basic and focused, which 
they can learn from before embarking on 
a more expensive and fundamental inno-
vation agenda.  MME 

TECHNOLOGY

“Internal innovation labs largely don’t work, since 
they become islands of creative thinking and can 
be too easily starved of financial and political 
support from the mainland.”
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Historically, the middle office 
has been responsible for a host 
of integral buy side investment 
operations, from transaction 
processing (including trade 

validation, matching and execution) and po-
sition keeping, to 
handling margin calls, 
monitoring deriva-
tives activity and re-
lated asset-servicing 
functions. Data man-
agement has also be-
come an increasingly 
crucial middle-office 

function, requiring seamless front-to-back de-
livery of complex information for the benefit of 
counterparties and regulators; other key roles 
include relationship management, change 
management as well as assisting IT in the se-
lection/deployment of operational solutions.

Although most of these duties could con-
ceivably be handled off-site, with the exception 
of clearing and settlement, a majority of buy 
side firms still prefer to maintain internal con-
trol of their most complex, integral process-
es. But the convergence of numerous market 
trends has compelled a growing number of 
these managers to give outsourced investment 
operations a second look.

While cost containment, as well as the need 
to re-focus on one’s core competencies, have 
traditionally been key drivers, the current out-
sourced upswing has been fueled by a combi-
nation of elements, from managing increased 
product complexity to enhancing front-office 
alignment. Nor can one make basic assump-
tions about size of fund and outsourced activ-
ity: while larger funds may have the resources 
with which to keep the work in house, many 
nonetheless continue to outsource in order to 
help expand client services, as well as reduce 
operational risk. 

Some factors fueling increased middle-of-
fice outsourcing include:

• Keeping pace with strategic imperatives
• Managing investment complexity

• Mutualizing costs

The push into more complex investment 
territories has left many a middle office vul-
nerable to fragmentation. By outsourcing in-
vestment operations, however, buy side firms 
can take advantage of a provider’s open archi-
tecture, giving them simultaneous access to 
a range of counterparts including custodians, 
fund administrators and trustees and subse-
quently improving the provision of these ser-
vices in the process.

If there’s a primary strategic driver, it’s the 
need to enhance middle-office operations as 
required by the front office and, in turn, the cli-
ent. Barring an outsourced arrangement, this 
would require a substantial bump in real-time 
information gathering and generation, leading 
to increased tech spending and more hands-
on staffing. This is particularly relevant with 
respect to operational risk arising from manag-
ing collateral across multiple counter-parties.

Perhaps more than anything else, the rap-
id increase in complex data processing, along 
with a string of global reporting requirements, 
have forced many asset managers to re-think 
the outsourcing equation. In addition to pro-
viding more frequent and detailed reporting 
required by investor clients and regulatory 
agencies, funds must also address the integ-
rity of inter-office data flow, with the ability to 
cover areas ranging from asset valuation and 
performance analytics to process monitoring, 
market status and more. 

Multi-pronged regulatory measures such 
as Dodd-Frank in the US and MiFID/EMIR in the 
EU, which require funds to devote more time 
and resources in order to remain fully compli-
ant, has also furthered the outsourcing trend 
and, in turn, has brought efforts to achieve 
standardized reporting a step closer to reality. 
Additionally, using outsourced arrangements 
can help funds stay in step with regulatory due 
dates, while helping to mutualize the significant 
preparation costs.

While factors such as the need to improve 
middle/front-office interoperability have been 

keenly felt on a global basis, not all companies 
are as willing or able to job out. Accordingly, 
buy side firms may choose from a number of 
different models in order to best match their 
particular level of readiness. This outsourc-
ing “spectrum” ranges from a bare-bones 
approach to operational offloading on the one 
hand, to fully integrated models that seam-
lessly link front and middle offices and feature 
complete monitoring of counterparty and mar-
ket risk calculations and compliance, as well 
as performance measurement and attribution. 
Those seeking a half-way point may opt for a 
“pick-and-choose” model that focuses mainly 
on discrete middle-office functions such as 
trade processing/investment reporting or col-
lateral management; by contrast, companies in 
need of more advanced solutions may choose 
a “semi-integrated” model that offers improved 
synchronization of front- and middle-office 
positions, enabling intra-day reconciliation of 
position and maintenance of the IBOR.

Addressing the perceived barriers to entry 
remains key to encouraging further outsourc-
ing among the buy side. For some companies, 
even a partial solution may be considered too 
risky, given that it places a wealth of activity 
under the purview of a single third-party pro-
vider.

Faced with sustained IT complexity as well 
as more stringent regulatory demands, howev-
er, a growing number of buy side institutions 
will likely continue to move toward some de-
gree of operational outsourcing in the future. 
Indeed, the prospect of having a global oper-
ating model as an alternative to reconciling 
one’s operations through disparate offices in 
various jurisdictions will make a particularly 
compelling argument for many players. This 
ongoing emphasis on externalized investment 
operations will in turn help further the cause 
of market-wide standardization, and, theoret-
ically, encourage even more firms to take the 
outsourced plunge.

George Martinez is a Director and Global 
Relationship Manager at BNP Paribas.

Outsourcing the Middle Office: 
Challenges and Opportunities

SPONSOR CONTENT BY

By George Martinez
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 Total Total Total    Municipal  Total Developed Emerging
Date long term equity domestic Large cap Mid cap Small cap multi cap     Other world markets market

WorldDomestic
Equity

Note:  Weekly cash flows are estimates based on reporting covering 98% of industry assets.

Source: Investment Company Institute

Mutual fund flows
($ millions)

Estimated weekly net new cash flow

Monthly net new cash flow

7/12/2017 -2,915 -5,036 -8,970 -4,695 -1,829 -830 -1,053 -563 3,934 3,667 267
7/5/2017 -2,295 -6,422 -8,321 -1,823 -1,625 -799 -3,713 -361 1,899 1,999 -100
6/28/2017 3,089 344 -1,770 -1,202 -555 -155 59 83 2,115 1,880 234
6/21/2017 4,100 -152 -3,505 -1,101 -603 -384 -824 -593 3,353 2,888 464
6/14/2017 3,748 253 -2,537 -7,270 -509 -353 5,847 -252 2,790 2,161 629
6/7/2017 -678 -7,912 -7,658 -3,630 -792 -899 -2,015 -322 -254 -210 -44

5/31/2017 24,199 948 -9,573 2,766 -2,367 -2,183 -5,562 -2,227 10,521 6,948 3,572
4/30/2017 -757 -13,493 -19,772 -5,056 -4,129 -2,029 -7,182 -1,375 6,279 4,412 1,867
3/31/2017 10,773 -15,782 -14,132 -1,715 -1,040 -1,089 -7,873 -2,415 -1,650 -1,532 -117
2/28/2017 25,911 2,944 -3,023 -1,235 491 697 -2,350 -626 5,967 5,062 905
1/31/2017 10,202 -8,700 -11,167 778 -886 826 -10,571 -1,314 2,468 1,408 1,060
12/31/2016 -56,061 -33,606 -26,962 -10,891 -975 -816 -12,196 -2,085 -6,643 -5,819 -824
11/30/2016 -52,595 -28,475 -26,087 -8,244 -1,853 -291 -11,078 -4,621 -2,388 -1,241 -1,147
10/31/2016 -32,973 -38,068 -31,450 -8,576 -5,330 -2,538 -12,213 -2,793 -6,619 -6,400 -219
9/30/2016 -9,013 -22,382 -15,275 -152 -1,653 -1,086 -10,118 -2,264 -7,108 -6,201 -907
8/31/2016 -9,939 -32,418 -24,807 -5,504 -3,373 -1,726 -12,747 -1,458 -7,611 -7,383 -228
7/31/2016 -15,322 -37,875 -31,402 -11,922 -5,177 -3,381 -9,035 -1,887 -6,473 -6,281 -192
6/30/2016 -14,516 -18,967 -14,678 1,099 -4,404 -1,576 -7,777 -2,020 -4,289 -4,292 3
5/31/2016 -5,863 -17,643 -17,550 -4,178 -3,538 -1,188 -7,131 -1,516 -93 -1,284 1,191
4/30/2016 -4,673 -23,921 -19,388 -5,800 -3,334 -2,405 -7,307 -542 -4,533 -3,633 -899
3/31/2016 14,663 -9,851 -9,701 -5,468 -1,321 93 -2,667 -338 -149 1,274 -1,423
2/29/2016 8,129 8,417 -2,374 2,072 -2,878 -367 -544 -657 10,791 10,189 602
1/31/2016 -20,767 -4,966 -15,479 5,587 -5,919 -2,888 -7,306 -4,952 10,514 10,753 -239
12/31/2015 -76,124 -36,806 -25,416 -5,347 -5,169 -4,121 -8,240 -2,539 -11,390 -7,233 -4,157
11/30/2015 -30,057 -20,575 -19,537 -6,164 -3,542 -3,591 -5,978 -262 -1,038 813 -1,850
10/31/2015 -7,669 -9,877 -11,881 -7,227 -725 -1,977 -2,958 1,006 2,003 3,132 -1,129
9/30/2015 -34,455 -9,401 -14,898 -5,318 -1,007 -1,976 -3,541 -3,055 5,497 7,749 -2,251
8/31/2015 -39,250 -9,347 -17,562 -3,927 -2,773 -1,425 -6,122 -3,315 8,215 11,440 -3,225
7/31/2015 -19,131 -9,547 -27,907 -14,811 -2,613 -986 -9,431 -66 18,361 18,857 -497
6/30/2015 5,290 -2,984 -16,597 -8,620 -1,026 -771 -5,858 -322 13,613 13,218 395
5/31/2015 3,012 -3,815 -16,725 -5,933 -416 -1,912 -8,096 -368 12,911 12,565 345
4/30/2015 5,589 -1,436 -19,649 -9,967 -2,082 -735 -6,992 128 18,212 15,497 2,715
3/31/2015 14,764 5,077 -8,599 -1,372 -501 -1,013 -6,753 1,041 13,676 10,264 3,412
2/28/2015 29,530 8,951 1,759 2,356 586 -997 -3,123 2,937 7,192 5,902 1,290
01/31/2015 25,706 13,060 6,647 9,751 -1,390 -1,794 -4,227 4,306 6,412 5,425 987

SCORECARD
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