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a b s t r a c t 

This is a study of how contractual mechanisms can mitigate agency conflicts in sub- 

advised mutual funds. Sub-advising contracts allow fund families to expand their product 

offerings to include new investment styles and thereby gain market share. We show that 

costly contractual arrangements, such as co-branding, multi-advising, and performance- 

based compensation, can mitigate agency conflicts in outsourcing and protect investors 

from potential underperformance. Fund families will find it cost-effective to implement 

such incentive mechanisms only when investors are sophisticated in assessing manager 

skill. The findings help to explain why a large percentage of fund families outsource their 

funds to advisory firms. 
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1. Introduction 

A highly competitive asset management industry and 

the drive to gain market share have made sub-advising 

portfolio management a valuable choice for asset man- 

agers. The number of outsourced mutual funds has grown 

considerably in the last decade. According to the Invest- 

ment Company Institute, by 2009, nearly 40% of US mutual 

funds used at least one sub-advisor (affiliated or unaffili- 

ated with the fund family) to manage portfolios, compared 

to 25% in 1999. By 2011, the value of sub-advised funds 

was about $1.7 trillion. 1 

One benefit of external advising (sub-advising) is ac- 

cess to talent that is not available in-house. Yet sub- 

1 See http://www.frcnet.com/documents/sub-advisory-mutual-fund- 

assets- to- reach- 2%202- trillion- by- 2016.pdf for detailed information. 
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advisors generally manage funds for clients besides their 

own funds. This can present conflicts of interest, result- 

ing in agency costs and lower returns. Research shows that 

management companies tend to favor their own mutual 

funds over sub-advised funds through preferential treat- 

ment in initial public offering (IPO) allocations and abnor- 

mal cross-trading activities ( Chen et al., 2013; Chuprinin 

et al., 2015 ). Why then the significant growth of outsourc- 

ing contracts, and what is the principal benefit? 

Our study of the growth of sub-advising shows that 

outsourcing helps fund families gain market share in an in- 

creasingly competitive industry. We explore different con- 

tractual mechanisms that might mitigate the agency con- 

flicts inherent in outsourcing portfolio management. We 

find that mechanisms for co-branding, multi-advising, and 

performance-based compensation help to overcome the 

lower returns of sub-advised portfolios. 

Interestingly, we observe that asset managers do not 

find it cost-effective to implement these mechanisms in 

funds whose clients are relatively uninformed or naïve in 

assessing a sub-advisor’s contribution to returns. We ar- 

gue that fund families use these costly contractual arrange- 

ments to protect their more sophisticated clients from the 

potential underperformance of funds whose management 

is outsourced. In this regard, outsourcing can lead to high- 

quality managed portfolios, allow asset management firms 

to offer new investment styles, and help firms gain added 

market share. 

In this paper, we assess the primary benefits of del- 

egating portfolio management responsibilities to unaffili- 

ated managers and explain why the practice has become 

so popular in recent decades. Our main result shows that 

underperformance is not intrinsic in sub-advised funds. 

Sub-advisors can deliver performance that is as good as 

the performance of internally managed funds, if specific 

types of arrangements (co-branding, multi-advising, or per- 

formance fees) are used to protect against conflicts of in- 

terest in the sub-advisory firm. 

The first contractual arrangement we examine is co- 

branding. Under a co-branding arrangement, the fund 

family partners with a sub-advisor to capitalize on the 

sub-advisor’s reputation (by including the name of the 

sub-advisor in the fund name). The motivation is to attract 

new investors and align incentives. 2 This should mitigate 

conflicts of interest, as the sub-advisor cares about its 

reputation as well as management and compensation. The 

contract design literature indicates that firm reputation 

and brand name provide incentives to assure contract 

performance and protect against adverse selection (e.g., 

Marshall, 1949; Klein and Leffler, 1981 ). Co-branding relies 

upon the value of repeat sales to satisfied customers as a 

way to prevent underperformance. 

The second mechanism is multi-advising. This is an 

agreement between the fund family and more than one 

2 For instance, the Metropolitan Series Fund (advisor) outsourced one 

of its funds to BlackRock (sub-advisor) under the name BlackRock Aggres- 

sive Growth. More recently, Metropolitan Series Fund approved a change 

of sub-advisor to Frontier Capital Management, and the name of the port- 

folio became Frontier Mid Cap Growth. 

sub-advisor. 3 We expect multi-advisory agreements to ad- 

dress management conflicts of interest for two reasons. 

First, the Securities and Exchange Commission (SEC) ex- 

empts multi-advising funds from the requirement to gain 

shareholder approval to terminate sub-advisory contracts. 4 

This exemption makes it easier to terminate contracts for 

poor performance and prompts greater competition among 

sub-advisors. Our evidence is consistent with Chevalier and 

Ellison (1997, 1999 ) and Kempf et al. (2009) , who claim 

that the risk of job loss is an important determinant of 

managerial behavior. 5 

Second, we argue that because multi-advising contracts 

involve compensation that is shared by all sub-advisors 

subject to the contract, external managers will monitor 

each other. This is consistent with the literature on con- 

tractual theory that profit sharing generates mutual moni- 

toring and peer pressure that positively affect firm produc- 

tivity ( Kandel and Lazear, 1992 ; Kruse et al., 2010 ). 

The third contractual arrangement is performance- 

based fee compensation. There is an extensive literature 

analyzing performance-based contracts to solve problems 

of moral hazard or adverse selection (e.g., Holmstrom, 

1979 ; Shavell, 1979 ). In the mutual fund industry, perfor- 

mance fee compensation has been proposed to eliminate 

conflicts of interest between the portfolio manager and 

mutual fund investors. 6 

Starks (1987) claims that symmetric contracts are better 

than bonus contracts in motivating manager performance, 

while Stoughton (1993) and Li and Tiwari (2009) , among 

others, point out that symmetric could not be the optimal 

structure in some cases. Ou-Yang (2003) analyzes the rela- 

tionship between an investor and a professional portfolio 

manager in a continuous-time principal-agent framework 

and finds that optimal contracts are of a symmetric form. 

Elton et al. (2003) find evidence that US mutual funds with 

explicit incentive fees outperform similar funds without 

explicit incentive fees. More recently, Kyle et al. (2011) , in a 

model that endogenizes information acquisition, conclude 

that linear contracts could induce managers to apply more 

effort to inf ormation acquisition. We hypothesize that link- 

ing management compensation to performance will align 

managerial incentives, solving agency issues and positively 

affecting fund performance. 

We first show that the various contractual arrange- 

ments reduce the underperformance of sub-advised funds 

by mitigating potential conflicts of interest and aligning 

3 For instance, JP Morgan Multi Manager Small Cap Growth Fund is 

externally co-managed by BlackRock Capital Management, ClariVest, UBS 

Global Asset Management, and Oberweis Asset Management. 
4 See SEC Release N.s. 33-8312, 34-4 86 83, IC-26230, available at http: 

//www.sec.gov/rules.shtml . 
5 This self-enforcement mechanism that assures performance by threat- 

ening termination of a relationship has also been examined by Klein and 

Leffler (1981) , among others. 
6 Legally, if a mutual fund decides to charge an incentive fee, it must 

use a type of fee known as a “fulcrum fee,” which constitutes a symmet- 

ric contract in which manager compensation relates investment perfor- 

mance to some benchmark. For example, the International Equity Fund of 

Accessor Capital Management compensates the sub-advisor Pictet Asset 

Management by a combination of a fixed rate and a floating rate based 

on its performance under a fulcrum fee arrangement. 
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