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groups, but more common among funds that are distributed through third parties. More-
over, initial subscription fees are lower among funds that outsource non-advisory services,
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vices does not impact portfolio decisions. Their impact is through lower subscription fees.

© 2015 Elsevier B.V. All rights reserved.

“Investors simply don’t believe that advisory firms can do it anymore, especially your $150 million [AUM] firms and
smaller. They justdon’t believe that you have the resources, the research, the ability to do globally diversified portfolios.

Every advisor should ask themselves, can I do it best? ... And if not, how do you fire yourself?

... Outsourcing does not lead to fee changes.”
Northern Trust Asset Management, Webinar Summary, October 3, 2014
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1. Introduction

Mutual fund management involves a variety of functions, and some of these functions may be outsourced to external
service providers. For example, strategy formation, portfolio management and stock picking may be outsourced to advisory
service providers. Administrators are another service provider that issue and redeem interests and shares, and calculate the
net asset value of the fund; these tasks can be done internally or outsourced to an external service provider. Similarly, some
funds act as their own transfer agents which involves maintaining their own records, account balances and transactions,
and handle the issuance of certificates and process of investor mailings; other funds chose a third party service provider to
carry out these tasks on behalf of the fund. Custodians provide safe keeping of a fund’s assets, and some funds elect to have
this task carried out internally. Trustees and auditors, by contrast, are generally required to be external to a fund for legal
reasons to guarantee the neutrality of such functions.

There is a small but growing literature on mutual fund outsourcing, mainly with samples of U.S. mutual funds. This
literature to date has focused mainly on the outsourcing of advisory services, which relates to the front office. To the best
of our knowledge, no prior paper has examined the full scope of services that are outsourced: administrator, transfer agent,
custodian, advisory, trustee, and auditor. Our paper adds to the literature by examining the full scope of outsourcing, and
by examining international evidence. Further, unlike prior work, in this paper we examine for the first time the effect of
outsourcing on fund fees.

We believe it is important to study the causes and consequences of mutual fund outsourcing, as evidenced by the
frequency of outsourcing. Based on the LIPPER database from over 13,000 mutual funds domiciled in Europe, we show
outsourcing is very common: 12% of funds use external advisors, 41% use external administrators, 45% use external transfer
agents, 58% use external custodians, and all funds outsource to external trustees and auditors®.

An important question for practitioners and academics alike is whether outsourcing affects portfolio selection and thus
ultimately operating risk and performance of funds. While operating risk cannot be measured directly, an indirect way is
to examine the impact on the risk-return profile of funds; i.e., do funds with more outsourced services have a different
risk-return profile and efficiency level from funds with internal services? Principal-agent theory may predict that the effect
may go either way: (1) external services may oversee investment decisions more thoroughly as there are no conflicts of
interests with management, leading to more oversight and thus a less risky (or better performing) portfolio; (2) external
services may oversee fund management less effectively as access to “soft” information (i.e., not directly quantifiable) is
more difficult than for internal services, leading to less efficient monitoring and ultimately more risk-taking behavior of
investment fund managers. The UK (Financial Conduct Authority (FCA), 2013) has expressed such a concern with “oversight
risk” in the fund management industry. Eventually this may impact the level of fees as more players get involved along the
chain of operations, as well as potentially generating performance inefficiencies. Whether customers of funds are better
served when some of the services are outsourced is an open issue worth investigating.

Our examination of the LIPPER database indicates the following main findings. Outsourcing is less common among funds
managed through banks, UCITS funds, and institutional funds. Outsourcing is more common among funds that use third
party distributors, retail client funds, and equity funds. Next, we find that funds relying on outsourcing have different fee
structures. Initial subscription fees are lower among funds that outsource a greater number of types of services, while annual
management fees are not different.

Further, the data indicate performance implications with outsourcing. While outsourcing of administrator, transfer agent,
and custodian services is unrelated to risk in terms of the standard deviation of fund returns, outsourcing advisor services is
associated with greater fund risk. Moreover, outsourcing advisor services is associated with higher risk-adjusted performance
(gross of fees), measured by Sharpe ratios. The association between outsourcing of advisory services and performance is
more pronounced for funds belonging to bank-managed groups than funds of asset management firms. However, we find
the performance results are sensitive to controlling for endogeneity. In other words, if funds that outsourced did not in fact
do so then they would underperform. We further examine the impact of outsourcing when we would not have expected a
fund to do so (based on our statistical model), and find a positive performance impact from the outsourcing decision. The
finding is consistent with the view that fund managers have private information that leads them to make better decisions
about whether or not to outsource.

Our paper is related to a small number of recent papers on outsourcing in the mutual fund literature that falls into at
least four streams. One stream of literature shows outsourcing advisory services is negatively associated with performance.
Duong (2010) and Chen et al. (2013) find that outsourced mutual funds underperform internally managed mutual funds.
Chen et al. argue that the contractual externalities due to firm boundaries imply that it is more difficult for a fund to extract
performance from an outsourced relationship, and as such outsourced funds are less likely to take excessive risk and are
more likely to be closed in the event of poor performance. Chen et al.’s results are consistent regardless of whether or not
they control for endogeneity of the outsourcing decision. More specifically on endogeneity, Cashman and Deli (2009) find
that outsourced mutual funds perform better when they are both predicted to be sub-advised and are in fact sub-advised
relative to those that are predicted to be sub-advised but are not sub-advised.

4 In rare circumstances (4% of our sample), trustees are used internally when there is a Chinese wall in the organization. In view of this very small
proportion of internal trustees, we do not examine this component of outsourcing in our analysis.
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