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Down But Not Out: The Future of the Financial Services Industry

This report presents some recent trends and developments in the financial services industry in the

United States and Massachusetts, and provides scenarios for the future evolution of the industry.

Our analysis indicates that:

1. The industry is an important contributor to overall economic activity and employment in the

United States and Massachusetts.

2. With the recent economic downturn and declining stock market values, the industry has

been hit particularly hard. Assets under management, dollar figures on which much of the

industry’s compensation is based, has declined. Many asset managers have not been consis-

tently able to outperform market indexes, raising questions about their role in the future.

3. The industry has undergone rapid consolidation although the pace has recently declined.

The industry will continue to consolidate in the future, with eventually only very large firms

with scale economies surviving. Smaller, new firms with focused market strategies and inno-

vative products will enter the market to cater especially to high-net-worth investors whose

needs have been underserved.

4. The role of asset managers will change. They will no longer only pick and manage portfolios

but will also act as consultants to an increasingly aging population that will have to live off

and manage their own retirement nest eggs.

5. There will be further increases in the already growing number of hedge funds. Massachusetts

lags behind and will continue to lag in hedge fund management. Mutual funds will face

tough competition from hedge funds as investors increasingly begin to consider hedge funds

as part of their portfolios. If indeed hedge fund management remains weak in Massachusetts,

this could have significant economic consequences.

6. Asset management companies have invested large amounts in investment technology. Core

technology that is central to the operation of especially technology-intensive financial prod-

ucts will be owned and managed by these companies. However, technology related to back

office operations will be outsourced to partners, most likely ones located overseas, leading

to job losses in Massachusetts.

7. Overall, the future of the industry is bullish. Markets will recover, and investor confidence

will be restored. There will be a move back from cash and money market instruments into

equity-related assets, management of which is the strength of Boston- and Massachusetts-

based asset management companies. Demand for asset management will remain strong as

the population becomes older and lives longer and as more individuals rely on defined con-

tribution plans and individual retirement accounts. With social security systems under strain

in the United States and many other countries, there may be international opportunities for

asset management companies.

Down But Not Out: The Future of the Financial Services Industry
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The financial services industry is a key sector
 of the U.S. economy. It is a noteworthy con-
 tributor to the overall gross domestic product

and is an important component of the gross state product
for many states. With the downturn in the economy at
the beginning of this decade and the accompanying
declines in stock market values, the industry has been
hit hard. Asset management firms have experienced sharp
decreases in their assets under management; banks and
insurance companies have had to refocus their operations
and have become increasingly vulnerable to acquisition.
As evidence grows stronger that it is unlikely that fund
managers will outperform market indexes consistently,
many have started questioning the value of active asset
management, thus jeopardizing the role of many players
in the industry.

This report provides a look at the financial services
industry, including recent developments and future
trends. The primary focus is on the “asset management”

sector; the banking and insurance sectors will be dis-
cussed only with respect to their involvement in asset
management.1 We chose to concentrate on the asset
management sector because between 1998 and 2001
this segment of the industry increased in significance
most rapidly, especially in Massachusetts. For example,
employment in asset management grew by 25.1 percent,
whereas banking and insurance experienced declines of
3.5 percent and 14.4 percent, respectively.

Our analysis of the data, the existing literature,
and interviews with leading practitioners in the field
shows that the industry has indeed suffered in the recent
past and that some structural changes are inevitable.
The industry will continue to consolidate and downsize,
and new players will emerge to meet changing demands.
In the medium to long term, the future of the industry
seems secure, given the demographics and the need for
a larger proportion of the population to live off invest-
ment income.

The financial services sector has evolved into a
 complex mix of banks, real estate companies,
 insurance companies, and asset management

firms. The total gross domestic product (GDP) of the
industry, including real estate, in 2001 was $2,076.9
billion out of a total U.S. GDP of $10,082.2 billion,
representing nearly 21 percent of the 2001 GDP.2 With
real estate excluded, the remaining financial services
industries contributed 9 percent to the GDP in 2001.
Depository institutions accounted for about 3.6 percent
of the total GDP, while securities and commodity brokers
and insurance carriers each accounted for about 1.7
percent. The “finance, insurance, real estate, and rental
and leasing” sector employs about 6.9 percent of the
national labor force. Over the three years from 2000
to 2002, employment in the financial services industry
averaged 5.2 percent of total U.S. employment.

Massachusetts has played an important role in the
financial history of the United States. In 1909, Massa-
chusetts was the first state to pass the credit union law.
The first mutual funds were established in the state in
1924 and the first money market mutual funds were
introduced in 1972. Currently, in Massachusetts the
financial services sector plays an even more dominant

Significance of the Industry in the United States and Massachusetts

Introduction

The Financial Services Industry: Some Recent Developments

Massachusetts has played
an important role in

the financial history of
the United States.
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role than in the national economy. It contributes 11.2
percent to the total gross state product (GSP).3 It accounts
for 8.2 percent of the state’s employment; the banking
and financial services sectors combined employed over
100,000 workers in 2003, and had about $30 billion in
total revenues (Boston Globe Archives). Employment
in asset management has increased in the 1998–2001
period while the banking and the insurance sectors have
experienced a decline (see Figure 1).4 Twenty-six of the
top 300 firms in asset management, ranked by assets
under management (AUM) in 2002, are headquartered
in Massachusetts; Fidelity and State Street rank first and
second respectively, and ten of the top 50 firms are
located in the state (Institutional Investor, 2003). This
is especially significant in light of the fact that the asset
management industry is highly concentrated. For
example, for the top 300 money management firms, the
top 100 represent 90 percent of the total, and the top
200 represent 97 percent of the total. In fact, the 26
firms in Massachusetts in the top 300 account for about
17 percent of total AUM (see Figure 2 for a state-by-

Figure 2.
Total Assets Under Management by the

Top 300 Money Managers

Source: Institutional Investor, July 2003

Figure 1.
Financial Services Industry

Employment in Massachusetts

Source: “County Business Patterns”: http://www.census.gov/epcd/cbp/view/genexpl.html

state breakdown of AUM and Figure 3 for a list of
Massachusetts firms in the top 300).5 Massachusetts-
and Boston-based firms have a relatively large pro-
portion of their total portfolios in equities, particularly
in equity mutual funds. For example, in 2002 Fidelity
Investments had $406,037 million in domestic equities
versus $121,782 million in domestic fixed income assets.
Similarly, in that year State Street Global Advisors had
$278,025 million in domestic equities versus $42,986
million in domestic fixed-income assets (Institutional
Investor, 2003).

Twenty-six of the top 300 firms in asset

management, ranked by assets under management (AUM)

in 2002, are headquartered in Massachusetts.

The financial services industry has increased in prom-
inence in the last decade as a larger proportion of the
U.S. population has invested in financial instruments.
Net investment in U.S. equity funds alone between 1995
and 2000 was $1.2 trillion (Investment Company Insti-
tute, 2003). Populations in the developed countries are
becoming older and living longer.6 In many countries,
including the United States, the social security system
is under considerable strain. There has been a gradual
shift from defined benefit plans to defined contribution

4
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Figure 4.
U.S. Population in 2000

Source: Department of Labor, Bureau of Labor Statistics

Figure 3.
Massachusetts Companies in the Top 300
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Fidelity

State Street

Wellington Management Co.

Putnam Investments

Evergreen Investments

MassMutual Financial Group

Sun Life Financial

John Hancock Financial Services

Old Mutual Asset Management

CDC IXIS Asset Management

Affiliated Managers Group

Eaton Vance Corp.

Grantham Mayo, Van Otterloo & Co.

Robeco USA

Pioneer Investment Management

Opus Investment Management

F & C Management

Oechsie International Advisors

Harbor Capital Management

Boston Private Financial Holdings

Rhumbline Advisors

Numeric Investors

Merganser Capital Management

Fiduciary Trust Co.

Income Research and Management

Baupost Group

794,095

762,947

302,863

250,882

230,673

198,857

137,391

127,412

127,335

123,249

59,522

57,079

27,444

26,616

20,259

18,186

13,866

11,026

8,634

6,270

4,731

4,536

4,448

3,876

3,847

3,730

882,999

781,706

311,372

314,566

224,049

201,163

154,457

124,079

149,891

130,339

65,949

58,498

22,757

18,516

21,427

18,794

12,261

14,276

10,718

6,372

5,065

4,059

3,156

4,548

3,705

N/A

Rank Firm 2002
  AUM*

The financial services
industry has increased

in prominence in
the last decade as a
larger proportion of
the U.S. population

has invested in
financial instruments.

Source: Institutional Investor, July 2003   * AUM numbers are represented in millions.

plans and lately a movement toward individual
retirement accounts (Harris, 2002). It is becoming
increasingly clear that individuals have to live on
their invested capital, and they will bear more of
the burden for monitoring and investing their
retirement nest eggs. In 2000, the 25–54 age group
dominated the U.S. population (see Figure 4). In
2001, 60 percent of the households in the 35–54
age group held mutual funds, while that number
is 50 percent for the 25–34 group. The percentage
of households holding mutual funds has been
increasing over time, and it is expected that the
demand for mutual funds will continue to increase
over the next decade as more people enter the
35–54 age group (U.S. Census Bureau, 2003).
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Consolidation in the Industry

The industry has been severely affected by the
 bursting of the technology bubble and the
 downturn of the U.S. economy.  Figure 6 shows

AUM for all institutions over time. While there was
substantial growth from 1996, AUM started leveling
off in 2000 and eventually suffered a small decline in
2002. AUM can change over time due to either net
new cash flows into existing funds, creation of new
funds, or the performance of existing funds. Figure 7
reports the cumulative AUM by mutual funds and
breaks down the changes in assets under management
into these three components. The data indicate that
net new cash flows from investors were the most impor-
tant contribution to increases in AUM, especially in
years when stock market returns were low. The only
exception came in 1999, when cash flow related to
stock market performance contributed more to the
increase in AUM than did net new cash flows from
investors. Contributions due to new funds reporting

were more important in the early 1990s, before the
bull market began.

Mutual fund management is an integral part of asset
management in Massachusetts. Figure 8 shows assets
under management for the mutual funds industry. The

Industry Assets Under Management

Consolidation has played an important role in
  the industry, leading to an increase in the size
 of the primary players in most segments. In

all sectors except securities, the top 10 firms have
increased their share of assets since 1995 while the
number of participants has declined. The number of
commercial banks in 2001 was 8,096, as compared to
over 25,000 before World War I. The number of secu-
rities brokers and dealers in 2001 was 7,029, down
from 9,515 in 1987. The number of life insurance under-
writers fell from about 2,200 in 1985 to 1,549 in 2000.
The number of property and casualty insurers, now
3,215, is expected to fall by 30 percent over the next
decade.7 Consolidation is occurring both within sectors
and across sectors, but at a slower pace than in the
late 1990s. The number and value of deals have declined
in the securities and bank sectors from 2001 to 2002.8

Specialty finance deals were up slightly in number, but
their value did not increase.9

Figure 5.
Firms in the Financial Services Industry

Source: “County Business Patterns”: http://www.census.gov/epcd/cbp/view/genexpl.html

The data indicate that
net new cash flows from
investors were the most

important contribution to
increases in AUM, especially
in years when stock market

returns were low.
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Figure 6.
Assets Under Management

Figure 7.
Attribution of Changes in Assets Under Management for Mutual Funds

Figure 8.
Assets Under Management by Mutual Funds

pattern is similar to the overall industry; increases in
AUM by mutual funds leveled off in 1999, and AUM
actually decreased in 2002. Figures 9–12 show more
details regarding the mutual funds industry. Figure 9
shows the number of mutual funds, Figure 10 the
number of mutual fund shareholder accounts, Figure
11 the average assets per mutual fund over time, and
Figure 12 the average assets per shareholder account.
The industry showed significant increases over time;
the 1999 average assets per fund were more than double
that in 1990, but decreases have set in since 2000. As
of mid-2002, the number of mutual funds in the United
States was 8,212, down by 141 (or less than 2 percent)
from the all-time high of 8,353 in March 2002
(Financial Times, 2003).

Source: Investment Company Institute Mutual Fund Fact Book 2003

Source: Investment Company Institute Mutual Fund Fact Book 2003

Source: Investment Company Institute Mutual Fund Fact Book 2003
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Down But Not Out: The Future of the Financial Services Industry

Figure 13 shows net new cash flows into mutual
funds along with the GDP growth rate. In periods of
robust economic growth, more net new cash flows move
into equity funds; in-low growth periods larger net new
cash flows move into money market and bond funds.
Figure 14 correlates net new cash flows into mutual funds
with financial market returns. Net new cash flows into
equity funds were positive and enjoyed a general upward
trend until 2000. In fact, 2002 was the first year to see a
negative cash flow into equity funds in the past 10 years.
Cash flows into bond funds were low in the past decade
until 2001. With negative cash flows into equity funds
in 2002, a reallocation to bond funds occurred. Invest-
ment in money market accounts increased in 1998 and
surged in 2001. During the 1991–92 economic slow-
down, a reallocation to bond funds occurred almost imme-
diately. After 1995, stock market downturns seemed to
first boost inflows to money markets.

Declines in AUM and net flows into mutual funds
have not been the only worrisome factors for the indus-
try. From 1989 to 1999,  index funds returned an annual
average of 14.7 percent to their investors, and the S&P
500 grew annually at 12.4 percent, whereas actively
managed funds returned 10.9 percent (Morningstar,
2003). Between 1984 and 2002, passive investors
received about 13 percent a year, compared with 2.7
percent for those who put their money with active fund
managers (DALBAR, 2003). This has raised the ques-
tion of whether key people add value to companies and
investors and whether investors see added value from
active fund management.10

Figure 9.
Number of Mutual Funds

Figure 10.
Number of Mutual Fund Shareholder Accounts

Figure 11.
Average Assets Per Mutual Fund

Figure 12.
Average Assets per Shareholder Account

Source: Investment Company Institute Mutual Fund Fact Book 2003

Source: Investment Company Institute Mutual Fund Fact Book 2003

Source: Investment Company Institute Mutual Fund Fact Book 2003
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Figure 13.
Net New Cash Flows to Mutual Funds and Economic Growth

Figure 14.
Net New Cash Flows to Mutual Funds and Financial Market Returns

Source: Investment Company Institute Mutual Fund Fact Book 2003; DJIA from www.finance.yahoo.com; long-term interest rate from Federal Reserve Board

The decline in AUM and the relatively low per-
 formance of active management have several
 implications. Asset managers are paid a fee

on AUM, and with its decline observers are pointing
toward a change in the AUM business model. Some
suggest a “revolutionary” change from a product focus
to a “process” focus in the financial services industry
(Walker, 2001). The AUM business is expected to shift to
a fee-oriented consulting model. Assuming that long-term
demand for financial services exists and that pension funds

and the retirement market become a major priority, asset
managers will play more of a “coach/consultant” role
rather than the traditional roles of order taker, problem
identifier, and problem solver. Coach/consultant roles are
expected to further increase in importance with glob-
alization and the emergence of alternate investment
products such as hedge funds (Rutter, 2001). Recruitment
and retention of highly skilled workers who can manage
assets, employees, customers, and suppliers will become
critical for success in this industry.

A Change in the Assets Under Management Model?

Observations and Implications

Sources: Investment Company Institute Mutual Fund Fact Book 2003 and “National Income and Product Accounts”: http://www.economy.com/freelunch
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If the role of the asset manager does become more
consultative, then this could have a significant impact
on the industry as a whole and in Massachusetts. A
large proportion of back office, account management,
and customer service jobs would be at risk of elimi-
nation. Moreover, investors shying away from active
management may also have a profound impact on asset
management firms in Massachusetts. The strength of
Massachusetts firms lies in active management; very
few of them are engaged in creating index funds.

If the role of the asset

manager does become more

consultative, then this could

have a significant impact on

the industry as a whole and

in Massachusetts.

Special Role of Institutional Investors

While the industry in general has experienced
 a decline in AUM, assets of corporate and
 public pension funds in the United States

have been hit particularly hard with falling stock market
returns; assets fell in value by just over $1 trillion between
2000 and 2002 (Greenwich Associates, 2003). Trustees
and companies must decide whether to stick to their high
allocations to equities or rethink their investment strategies
(for example, utilizing more fixed-income investments),
in which case fund managers must rethink their product
mixes. Ultimately, growth prospects for the asset manage-
ment business will depend on stable rates of client reten-
tion and investors generally adhering to the long-term
asset strategies (Wall Street Journal, 2002).

Given their huge investments, institutional clients can
be a force for change in the financial services industry.

With the disappointment in the stock markets contin-
uing, trustees of pension funds must educate themselves
and become more aware of the different options avail-
able for investment. Fund managers, on the other hand,
must take note of clients’ (trustees’) needs. For both
parties, there is a big push to make individuals respon-
sible for pension savings and investments. Industry regu-
lators are going to be more watchful of the actions of
asset managers and of the kinds of products asset
managers market and sell to potential investors. Legis-
lation has been introduced in June of this year by Richard
Baker, chairman of a congressional committee on capital
markets, insurance, and government-sponsored enter-
prises, that will give investors more information about
mutual fund fees and other aspects of the business such
as operating expenses, portfolio transaction costs, and
fund managers’ pay. Greater disclosure of information
on costs can be expected.

The decline in asset values has pressured asset man-
agers to seek markets overseas. There may be oppor-
tunities for asset management companies to sell abroad,
and in fact large companies are using mergers and
acquisitions (M&A) strategies to enter key global mar-
kets. One of the emerging trends in this industry is the
globalization of providers with the ability to provide
greater depth and breadth of services (Rutter, 2002).

Given their huge investments,

institutional clients can be

a force for change in the

financial services industry.
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Emerging and Possible Trends for the Industry

Will Consolidation Continue?

Although consolidation has been on the decline,
 the questions as to whether the rate of con-
 solidation will increase in the future and what

form it will take still remain hotly debated issues. Con-
solidation is taking place because of the increasing need
for technology investment, excess capacity, the high cost
of distribution and customer service, and changes in regu-
lation. Companies have attempted to improve efficiency
and market reach through consolidation. For example,
consolidation can give access to cost-saving technologies
or create opportunities for economies of scale. Also,
through consolidation, managerial efficiencies can result,
and companies can enhance their opportunities for cross-
selling packages of services under the same name, thus
enjoying economies of scope. However, it is interesting
to note that a review of the last 20 years of M&A deals
in the financial services industry in the developed world
concluded that firms derive no gains in economies of
scope or managerial efficiency and only modest gains
in economies of scale up to a relatively small size (Amel
et al., 2002).

Until the mid-90s a large proportion (by some
estimates 80 percent) of asset managers in the United
States were independent of banks and insurance com-
panies. Then, many authors (Streeter, 1999) predicted
that large banks and insurance companies would take
over a bigger share of the asset management business.
The interest in asset management business was expected
because of the need for scale economies, demographic
changes favoring the retirement market, large numbers
of small- and- medium-sized firms, and relatively strong
buyers. Yet another article highlights the notion of
cross-selling between asset management firms and
banks (Rieker, 2002).11 Banks, Rieker says, will play
the role of consolidators, offering advice to their clients
on a host of issues including where and when to invest.
As these studies suggested, throughout the 1990s, many
investment banks and insurance companies paid high
prices to buy large global asset management operations.

Recently, with the softening of the economy, stock
markets have taken a hit and revenues from asset man-
agement have fallen. Moreover, the relatively high prices

paid for these businesses made it more difficult to achieve
profitability. As a result, the acquiring companies are
now reevaluating their acquisition decisions. Some of
them are even considering divestment of their asset
management businesses. Consolidation may be put on
hold in today’s environment because a lot of sellers
(especially large banks) are finding it difficult to obtain
the “right” price for their asset management businesses.
One industry expert predicts the reemergence of private
equity firms as potential buyers of asset managers
(Rutter, 2002). All this has raised questions about the
long-term financial viability of the acquisition strategy
of banks and insurance companies; how big a role
banks and insurance companies will play in the asset
management industry is also in doubt.

Given the current co-existence of large and small
firms, what can we expect to happen in the future?
Asset management requires the entrepreneurial culture

Consolidation may be put

on hold in today’s

environment because a lot

of sellers (especially large

banks) are finding it

difficult to obtain the

“right” price for their asset

management businesses.

that can be fostered in small firms. Indeed, the industry’s
history and the success of hedge funds strongly suggest
that fund management can be effectively done by small
groups of entrepreneurial people with reasonable sums

11



Down But Not Out: The Future of the Financial Services Industry

services but in a manner that promotes entrepreneurial
actions, perhaps through loosely connected, decentralized
business units. The boutiques will be niche players that
will operate through exclusive focus and branding, and
will do particularly well when large firms with high costs
are hurting in a poor economy. In fact, specialists who
were interviewed for this report generally felt that the
challenge for all players will be to try to find the right
brand, since branding is going to become more impor-
tant. Asset allocation has become more conservative over
time, with a move into money market and bond funds,
and a more conservative investment climate helps name-
brand companies.12 High-net-worth investors have been
underserved; thus, new companies can benefit from the
right package of services and products directed at this
client base.

Another aspect to consolidation that has not been
widely discussed is that innovation will bring new firms
into the business — firms will emerge to take advantage
of new laws and regulations. For example, many experts
feel that firms will take advantage of the Bush tax cut,
which eliminated taxes on dividends, by focusing on
dividend-paying companies. Furthermore, given the
current economic conditions, downsizing is likely to
continue in the industry. Typically, over half of a fund
management firm’s cost base consists of salaries. More
cuts will probably be made unless the economy shows
signs of a quick recovery. Asset management firms will
have to compete with the continued strength in real estate
and a revival of the venture capital industry.

Growth of Hedge Funds

As the industry consolidates and downsizes, is
 there a need for mutual fund companies and
 institutional investors to change their asset

allocation and product mix? In this context, a question
that has become increasingly important is whether
hedge funds will take business away from traditional
asset management companies. Hedge funds have grown

from $120 billion in 1994 to $600 billion in 2002 (TASS
research, 2003), and hedge funds seem to be creating
some tough competition for traditional funds. With low
entry barriers and access to talented managers, hedge
funds have presented an attractive option to investors.13

Institutional investors (pension funds and endowments)
are increasingly realizing that hedge funds have to

of AUM. Countering this is the industry’s need to con-
solidate and weld together lumps of assets for a global
market. Several large U.S. companies have already orga-
nized their operations into retail, institutional, and global
private divisions. However, in 2001 quite a few industry
experts predicted the demise of multi-engine asset man-
agement models, stating that it is very difficult for parent
companies to extract the scale or scope benefits asso-
ciated with many different individual firms under the
same corporate umbrella (Darragh & Wurster, 2003).
The general opinion is that asset management is a skilled
balancing act and that the future challenge will be to
combine the economies of scale with the entrepreneurial
flair that produces good investment returns. One CEO
predicts that in the near future large global competitors
will dominate the industry, accompanied by a handful
of “boutiques” with strong strategic direction that spe-
cialize in one or two products (Feinberg, 2001). The
global companies will offer a variety of products and

Asset allocation

has become more conser-

vative over time, with a move

into money market and bond

funds, and a more conservative

investment climate helps

name-brand companies.
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Securities firms in the United States spent $27.9

 billion on information technology (IT) (Celent

  Communications, 2003). Back office brokerage

operations have benefited most from IT spending ($8.3

billion). Using advanced information technology, finan-

cial institutions have transformed some of their core

services. For example, consumers can now conduct many

banking activities over the telephone and online as well

as in traditional branch offices. The use of personal com-

puters to conduct personal finances has increased as

consumers have become more comfortable with making

routine purchases online. By 2005, about one-third of

households are expected to use online banking services.

There has been much talk about the outsourcing of

technology. Overall, technology demand in the financial

services industry has grown significantly. Outsourcing is

one possible solution to meet increasing demand. There

will be outsourcing of some parts of technology (e.g., risk

management, investor relations, database access) to cut

costs, but the extent of the outsourcing remains somewhat

controversial. Some experts we spoke to said that they

outsource a large portion of their technology because they

do not want to devote resources to developing cutting-

edge technology internally. They believe that they are in

the money management business, and everything else

related to technology is done outside because it is

Outsourcing of Technology

become part of their portfolios and are planning to
move a significant amount of investment to hedge funds
(Greenwich Associates, 2003).

The increase in the attractiveness of hedge funds may
have important ramifications for Boston-based compa-
nies primarily known for their expertise in stocks and
bonds. It is estimated that Massachusetts firms manage
approximately 7 percent of total hedge funds (see Figure
15). Clearly, Massachusetts and Boston are thus currently
not the focal point for hedge funds. Specialists inter-
viewed generally felt that Boston and the local area may
continue to lag behind other states in hedge fund man-
agement, particularly because high-net-worth investors
apparently have a preference for businesses with prior
links to Wall Street, which may explain the high
concentration of hedge fund management in New York
and Connecticut. Also, many interviews indicated that
even if hedge fund activity does accelerate regionally, it
might not necessarily positively impact Boston and
vicinity to a large extent. Since location is not crucial to
hedge fund operations in today’s high-tech environment,
many new hedge funds will choose to locate in lower-
cost places, ignoring Boston and vicinity. That Massa-
chusetts continues to lag behind in hedge fund manage-
ment and hedge funds are prospering at the expense of
mutual funds poses a significant threat to the regional
asset management sector.

Figure 15.
Breakdown of Hedge Fund

Capital by State

Source: Institutional Investor, 2003
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T he financial services industry has experienced
 considerable changes in the recent past and
 will experience changes in the future. Although

its fortunes may be temporarily down, its future is
bullish. Declines in AUM will soon be replaced by
increases, because of recoveries both in equity values
and new cash flows. Consolidation will continue; even-
tually large asset management firms and banks and
insurance companies with scale economies will survive.
New players will enter the arena, especially small firms
that will service high-net-worth investors with exclusive
branding. Investment in IT will continue, and many
back office operations will be outsourced, especially to
locations overseas. The Boston area and Massachusetts
will continue to benefit from the strength of the industry.
Growth in the mutual fund management sector will
compensate for job losses from consolidation and out-
sourcing, as demand will remain strong in this area
because of the growing population engaging in mutual
fund investment.

We conclude with some questions for further reflection
 and analysis:

1. As consolidation continues in the industry, how will
companies incorporate not only different products and
services but also different people and management
styles under one corporate name?

2. Are Boston-based firms going to be acquired by large
out-of-state firms? Could this result in a loss of high-
skill and high-paying jobs?

3. Do small firms have a future in the mass retail or
institutional markets?

4. Can active managers survive the mounting evidence
against their ability to consistently outperform the market?

5. Who will best help and how can they help the holders
of defined contribution plans?

Conclusion and Questions for Further Reflection

impossible to keep up with technology and the talent that

it requires. Others believed technology is a determining

factor in who remains competitive and that they would

be reluctant to engage in significant outsourcing. They

argued that there is a market for technology-intensive

products that needs to be catered to. Moreover, in the

investment management area there is both an overload

of readily available information and the need to analyze

the data efficiently and accurately to stay ahead. Speed

of technology is important — “best execution at the best

price” is the industry buzzword. Some firms receive up to

a million hits a day on their Web sites, and these firms

tend not to outsource technology.

It is reasonable to expect that technology that is

critical to a company’s operation will not be outsourced.

Core technology integral to the company’s competitive

position must be owned and managed internally.

Particularly, in this kind of service-oriented business,

technology that drives high-quality service is always

going to be closely monitored, preferably through direct

ownership and control. Usually, technology related to back

office functions is targeted for outsourcing.14 In fact a

recent survey conducted in 2002 by Global Investor and

Accenture found that the level of interest in outsourcing

solutions among asset managers has dropped from 40

percent a year ago to only 25 percent today. The drop in

interest highlights issues related to control, the level of

risk for asset managers, and more complex service offer-

ings. It is expected that the trend for outsourcing will

continue, but at a slower rate in the future (Webster, 2002).

New, more complex alliances and partnership relation-

ships between companies and outsourcing technology

suppliers will likely evolve. Maintaining these relation-

ships may be critical if asset management companies are

keep costs down. The challenge for these companies is to

find outsourcing partners that can effectively accom-

modate their changing needs.
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1 “Asset Management” is defined as “Securities, Commodity

Contracts, and Other Financial Investments and Related Activities”

and falls under code 523 of the North American Industrial Classi-

fication System.

2 All GDP and GSP (gross state product) data are obtained from U.S.

Department of Commerce, Bureau of Economic Analysis, and employ-

ment statistics are obtained from U.S. Department of Labor,  Bureau of

Labor Statistics.

3 It accounts for 34.6 percent of total economic activity in Delaware,

20.1 percent in New York, 15.2 percent in Connecticut, and 15.3

percent in Rhode Island.

4 The difference in employment trends in the asset management sector

versus the banking and insurance sectors can perhaps be explained

by the differences in consolidation in these sectors.

5 Boston-based State Street Global Advisors and Fidelity Investments

also rank in the top five domestic equity management and tax-exempt

asset management firms.  None of the top five fixed-income securities

management firms is located in the Boston area.

6 According to the United Nations, global life expectancy is increasing,

and the proportion of the population above 60 years of age is increasing.

7 See Figure 5 for number of establishments in banking, insurance,

and asset management.

8 In 2002, the number of financial services deals fell to 774 from 858

in 2001. Deal value fell 59 percent from 2001 to 2002. In 2002, there

was almost the same number of deals in the insurance sector — 286

versus 287 in 2001 — but deal value fell substantially, to $9.7 billion

from $65.1 billion.

9 Data on consolidation are from SNL Financial LC.

10 Of course, whether active management, through stock selection or

market timing, provides value is still inconclusive and is hotly debated.

11 The notion of cross-selling has become even more important after

the passage of the Gramm-Leach-Bliley Act (GLB) into law on

November 12, 1999.  GLB expanded permissible activities for bank

holding companies by creating a new type of financial services

company, the financial holding company (FHC). Under the act,

securities firms, banks, insurance companies, and other entities

engaged in financial services may affiliate under an FHC umbrella

and cross-sell an affiliate’s products within a regulatory system

overseen by the Federal Reserve Board.  More than 500 bank holding

companies elected to become FHCs within the first 12 months this

option was available.

12 This will be particularly true if market recovery is slow and the

investment climate remains conservative.

13 It should be noted that hedge funds are limited to clients who have

upwards of $1 million to invest, with many hedge funds requiring

$10 million minimums.

14 As pointed out earlier in this report, the outsourcing of back office

operations puts jobs in Massachusetts at risk, since a large proportion

of employment in the industry is in those areas.

Notes
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