
VANGUARD, THE COMPANY KNOWN FOR 
its low-cost index funds, is now wading deeper 
into the world of smart beta investing.  

The passive investment giant has an-
nounced plans to launch six factor-based ac-
tive ETFs and one factor-based mutual fund. 

This latest move might seem like a contra-
diction to what a Vanguard representative told 

me three months 
ago: They had “no 
plans” to launch non 

market-cap-weighted index funds. 
These new offerings are, however, techni-

cally active rather than index funds. 
In fact, Ben Johnson, director of global 

ETF research for Morningstar, told me they 
will not be characterized as strategic beta 

funds (Morningstar’s categorization of smart 
beta). “These will be classified as ‘active’, as is 
the case with their London- and Toronto-list-
ed predecessors,” Johnson said.

The proposed funds are set to be launched 
in mid-February. They include:

• Vanguard U.S. Value Factor ETF, which 
invests in stocks with relatively lower share 
prices relative to fundamental values as de-
termined by the advisor.

• Vanguard U.S. Quality Factor ETF, 
which invests in stocks with strong funda-
mentals as determined by the advisor.

• Vanguard U.S. Momentum Factor ETF, 
which invests in stocks with strong recent 
performance as determined by the advisor. 

THE LONG AND SHORT ON HEDGE FUNDS IS 
that long and short isn’t working so well anymore. 

That’s the rather simple strategy that built the 
$3.2 trillion industry — the once-durable buying 

long when you figure an 
equity will go up and 
selling short when you 

reckon the opposite — and that basically put the 
“hedge” in hedge fund. These days it’s unreliable, at 
best.   

The techniques of the future? Think niche, like 
litigation finance or private debt and equity, from 
Deere & Co. tractor dealerships to a banana plan-

Why the original hedge 
fund model is fading
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New ETFs aim to 
limit investor losses

A NEW SERIES OF ETFS AIMS TO MATCH OR
beat the stock market, with limited downside risk. 
They will be offered by Innovator Capital Manage-
ment, a new venture from PowerShares co-found-

ers Bruce Bond and John 
Southard. Their aim is to 
shake up the ETF indus-

try with a better mouse trap.    
“I’ve always believed, even when I started Pow-

erShares, that your products have to be unique,”  
said Bond, CEO of Innovator Capital. 

Starting in January, Innovator will launch their 
series of defined-outcome ETFs. These structured 

ETFs, on page  8
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Vanguard makes splash in smart beta pool 
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Vanguard’s new factor-based funds will debut in February 
of next year.

Source: Investment Company Institute
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Vanguard employing blockchain in 
index data distribution

In an effort to ease the sharing of data 
among index providers, Vanguard has 
turned to the blockchain. 

Better known as the technology behind 
bitcoin, blockchain has given Vanguard 
speedier delivery and reduced manual 
tasks and risk, according to the company. 

The Valley Forge, Pennsylvania-based 
asset manager has been working with the 
technology on a pilot basis and intends to 
expand the application in early 2018.

“Using this platform, investment man-
agers will be able to instantly distribute, 
receive and process index data, resulting 
in better benchmark tracking and signifi-
cant cost savings that potentially results 
in better returns for our clients,” Warren 
Pennington, a principal in Vanguard’s In-
vestment Management Group, said in a 
statement.

In creating the platform, the company 
worked with the academic group Cen-
ter for Research in Security Prices and 
Symbiont, which specializes in block-
chain products and smart contracts for 
businesses. 

Goldman pursues new 
venue ahead of MiFID

Goldman Sachs will offer bonds, deriv-
atives, stocks and ETFs as a “systematic 
internalizer” in an effort to comply with Eu-
ropean MiFID II requirements, Bloomberg 

reports. The change of venue, which eases 
some reporting requirements, is likewise 
being adopted by the likes of JPMorgan 
Chase, UBS and Deutsche Bank. 

Goldman said the move was in re-
sponse to clients requesting easier report-
ing under MiFID II.

Registering as SIs provides the banks 
an alternative to a soon-to-be-banned 
platform, according to the report. On the 
equities side, SIs offer liquidity and pricing 
advantages to clients. 

They also assume the burden of trade 
reporting requirements for non-equities. 

“These benefits could see bank-run SIs 
gain significant market share in the next 
12 to 18 months,” Anish Puaar, market 
structure analyst at Rosenblatt Securities, 
told Bloomberg.

HN Capital links up with Pyrrho
HN Capital, an affiliate of Hunt Con-

solidated, has entered a strategic part-
nership with Pyrrho, which is known for 
event-driven, cross-capital structure as-
set management. 

Pyrrho will relocate from New York to 
Dallas.

“With HN Capital’s sponsorship, and 
the support of Hunt, I believe we can de-
liver a strong and sustainable asset man-
agement firm,” said Vishal Bhutani, CIO of 
Pyrrho.

Hunt has been an active investor in 
asset managers in recent years. The firm 
seeded Hirzel Capital and Tålamod Asset 
Management, as well as many real estate 
asset managers.

INDUSTRY HIGHLIGHTS

NEWS SCAN

12/6/2017 11/29/2017 11/21/2017 11/15/2017 11/8/2017
Equity 16,038 6,768 8,784 4,548 3,682

Domestic 15,244 3,862 6,385 2,334 653
World 794 2,906 2,398 2,214 3,028

Hybrid 50 42 37 17 34
Bond 1,810 2,189 2,859 274 655

Taxable 1,569 2,080 2,771 219 577
Municipal 241 109 88 55 78

Commodity 421 -295 -39 136 -153
Total 18,319 8,704 11,641 4,975 4,219

ETF estimated net issuance

Source: Investment Company Institute
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expansion of its European business plat-
form with the naming of Patrik Silfverling, 
former head of the Nordics region with 
Franklin Templeton, as head of the Nor-
dics and Benelux. 

In his new role, Silfverling will be 
tasked with growing sales and distribu-
tion among OppenheimerFunds’ high-net-

worth and institu-
tional clients in the 
Nordic and Benelux 
regions. He will be 
based in Stockholm.

S i l f v e r l i n g ’ s  
hire is the latest 
move in Oppen-
h e i m e r F u n d s ’ s 
EMEA buildout 
strategy. 

The firm recently 
hired Dicken Watson as EMEA COO, and 
opened a new European headquarters in 
London.

F.L. Putnam appoints chief 
administrative officer

F.L. Putnam Investment Management 
Company has appointed Christopher 
Parker, former chief administrative officer 
and executive managing director of oper-
ations with Boston Private Wealth, to its 
newly created role of chief administrative 
officer.

In this position, Parker’s duties will in-
clude overseeing integration of the firm’s 
new CRM platform and managing rela-
tionships with key vendors and partners.  
Parker has held senior administrative and 
operational roles in the financial services 
industry for over 20 years.

“Chris has deep knowledge and a 
strong track record working at firms 
with different models, and adds signifi-
cant bandwidth to an already strong ex-
ecutive team. 

“He will be a real asset to our team 
as we continue to expand into new mar-
kets and grow our business in the years 
ahead,” F.L. Putnam CEO Tom Manning 
said. MME 

News Scan by James Thorne

NEWS SCAN

Managers see changing 
relationship with institutions

Shifting priorities among institutional 
investors is causing the nature of relation-
ships with asset managers to change, new 
research shows.  

Cerulli Associates reports that insti-
tutions are placing an elevated emphasis 
on long-term investing goals and a desire 
to protect against drawdown risk, with 
wide-ranging effects. Asset allocations, 
investment strategies and the use of con-
sulting services are among the areas af-
fected by the trend.

Among Asian institutional investors 
(excluding Japan), the changes are driving 
more direct work with asset managers, 
particularly around alternative invest-
ments and ESG strategies. Around half of 
asset managers in the region expect insti-
tutional investors to increase their use of 
consulting services, according to Cerulli.

In response, “large global asset man-
agers are committing to dedicated con-
sultant relations roles in Hong Kong and 
Singapore,” said Alexi Maravel, director at 
Cerulli.

PRODUCTS

Goldman Sachs leans on 
Paul Tudor Jones for ESG ETF

Goldman Sachs’ asset management 
unit is launching a socially responsible ETF 
that utilizes guidelines set by a non-profit 
organization co-founded by billionaire 
Paul Tudor Jones, Bloomberg reports.  

The metric the firm aims to use to offer 
its values-based strategy identifies U.S. 
companies that engage in “just business 
behavior,” as defined by Jones’ JUST Cap-
ital Foundation.

The Goldman Sachs JUST U.S. Large 
Cap Equity ETF tracks an index based on 
annual rankings of corporate behavior 
compiled by JUST Capital, Bloomberg 
said. JUST surveys Americans each year 
to deem which issues are defined as “just” 

business behavior to develop the rankings. 

J.P. Morgan Asset Management 
launches managed-futures ETF
J.P. Morgan Asset Management has 

launched the JPMorgan Managed Futures 
ETF (JPMF). The ETF aims to provide ex-
posure to carry and momentum factors 
across currency, commodity, equity and 
fixed-income markets. 

The actively managed fund will employ 
a bottoms-up strategy, taking long and 
short positions in futures markets through 
a systematic, rules-based approach. 

By providing returns that are uncor-
related to traditional asset classes, the 
fund could serve as a portfolio diversifier 
by limiting drawdowns and reducing over-
all volatility, according to the firm. The 
fund features an expense ratio of 0.59%. 

JPMF is managed by a team led by Dr. 
Yazann Romahi, CIO of Quantitative Beta 
Strategies and Portfolio Manager at J.P. 
Morgan Asset Management.

AdvisorShares issues alcohol, 
cannabis and tobacco-driven ETF
AdvisorShares launched the first ETF 

providing concentrated exposure to com-
panies associated with cannabis, alcohol 
and tobacco. 

The AdvisorShares Vice ETF (ACT) will 
invest in a variety of industries including 
agriculture, biotechnology, pharmaceuti-
cal, real estate, retail and finance.

It features an expense ratio of 0.75%. 
The firm noted that alcohol and tobacco 
are often viewed as recession-proof prod-
ucts that can also carry a competitive ad-
vantage operating within heavily regulated 
industries. The continued acceptance of 
marijuana, the firm said, also provides a 
growth opportunity “to complement the 
historically steady returns of alcohol and 
tobacco equities. .

ARRIVALS

OppenheimerFunds names 
head of the Nordics, Benelux

OppenheimerFunds is continuing the 

PRODUCTS

Patrik Silfverling

ARRIVALS
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• Vanguard U.S. Liquidity Factor ETF, 
which invests in stocks with lower mea-
sures of trading liquidity as determined 
by the advisor.

• Vanguard U.S. Minimum Volatility 
ETF, which invests in lower volatility rela-
tive to the broad U.S. equity market

• Vanguard U.S. Multifactor ETF and 
Vanguard U.S. Multifactor Fund Admi-
ral Shares, which invest in stocks with 
relatively strong recent performance and 
fundamentals, along with low prices rel-
ative to fundamentals as determined by 
the advisor. 

Rob Arnott, CEO of Research Affil-
iates, who is sometimes referred to as 
the godfather of smart beta, told me the 
Vanguard announcement was unsurpris-
ing. Vanguard hired Denis Chaves, a top 
smart beta researcher from Research Af-
filiates, in 2015. 

‘GOOD NEWS FOR INVESTORS’
Arnott views the announcement as 

“good news for investors and for Van-
guard,” but he doesn’t see Vanguard as a 
competitor to his firm’s RAFI fundamen-
tal funds.     

“Fundamental indexing breaks the 
link between price and weighting, but I 
suspect the Vanguard products will start 
with cap weighting,” Arnott said.

All funds will have a 0.13% annu-
al expense ratio, with the exception of 
the multifactor funds, which will have a 
0.18% expense ratio.

I spoke with John Ameriks, head of 
Vanguard Quantitative Equity Group, 
which developed these ETFs. Ameriks 
noted he was limited on what he could say 
during the SEC quiet period before the 
funds are launched.

He did say that, overall, the Vanguard 
approach to factor-based investing is 
rules-based with some manager discre-
tion and, as with smart beta funds, any 
fund that isn’t market-cap-weighted is  
considered to be active. 

When asked if these ETFs would be 
less tax efficient, he replied, “Any fund 
that isn’t cap-weighted will be less tax ef-

ficient than a broad market-cap-weighted 
index fund.” 

I asked Ameriks if, like the RAFI in-
dexes, these funds will also break the 
link between price and weighting. He re-
sponded that, for now, he could not com-
ment on the specific methodology.

Perhaps the most revealing com-
ment is his response to my question as 
to whether Vanguard viewed these new 
funds as competitors to smart beta. 

Ameriks replied that Vanguard Chair-
man and CEO Bill McNabb said it best: 
“If anybody is saying smart beta is a threat 
to us, I disagree. It’s an opportunity.” 

Arnott and Vanguard appear to have 
different views on whether these new 
ETFs will be competitors to smart beta. 

Over the past few years, factor-based 
investing has generally underperformed 
the broader market, according to Morn-
ingstar. Because of that underperfor-
mance, more money has been flowing 
into plain-vanilla cap-weighted index 
funds — both in percentages and absolute 
amounts.  

Thus, it could be seen as curious that 
Vanguard has entered the field now. I con-
sider these new Vanguard funds to be via-
ble low-cost active strategies, as is the case 
with smart beta funds.   

A ZERO-SUM GAME
But active investing is a zero-sum 

game before costs, and some of these 
strategies fail. They especially fail when 
too much money chases the same factors. 

For years, I’ve been critical of the Van-

guard Market Neutral fund (VMNFX) 
which, according to Morningstar, has 
delivered a 10-year annualized return 
of 0.41%, less than the Vanguard Prime 
Money Market’s (VMMFX) 10-year an-
nualized return of 0.53%. (Both numbers 
are as of Nov. 28.) 

So the fund returned less than cash but 
with far more volatility, illustrating just 
how hard it is to beat the market.

I have no plans to buy or recommend 
either smart beta or the Vanguard factor 
funds, even though they are viable active 
strategies. I’ve found the guarantee that 
comes with market-cap indexing has a 
huge psychological advantage. 

William Sharpe’s simple paper, The 
Arithmetic of Active Management, proves 
that a broad market-cap-weighted portfo-
lio must outperform active portfolios as 
a whole in the same asset class because of 
lower costs. 

Neither smart beta nor the Vanguard 
factor funds offer this guarantee, however. 
And of course, any equity fund can lose 
money.

That said, I wish both Vanguard and 
RAFI-based factor funds all the best. Both 
of them are active bets, and active bets 
keep markets efficient, allowing investors 
in market-cap-weighted index funds to 
get a free ride. 

And with so much money flowing into 
those plain index funds, we need all the 
active bets we can. 

The urge to beat the market is so strong 
— I don’t worry about markets becoming 
inefficient anytime soon.  MME 
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tation in Costa Rica.
There are any number of reasons trot-

ted out for long-short’s fallibility: little vol-
atility, low interest rates, so much passive 
investing in stocks by the likes of Van-
guard Group and BlackRock, too many 
quantitative funds in the business. What’s 
more, the number of publicly traded com-
panies in the U.S. is, at about 3,700, half 
what it was in 1996.

The explanations aren’t just excuses. 
Low rates mean funds earn nothing on the 
cash produced when they sell a stock short. 
Passive investing and quants tend to push 
troubled companies higher.

“The one strategy that is facing an exis-
tential question is long-short equity,” Ted 
Seides, former head of hedge fund inves-
tor Protégé Partners, said at an investor 
conference at the University of Virginia’s 
Darden School of Business.

Most everyone agrees the question will 
remain, at least until the almost nine-year 
bull market comes crashing down. Only 
then will it be clear whether stock hedge-
fund managers can protect capital, or even 
make money.  

Sure, some have continued to profit 
— Coatue Management and Light Street 
Capital Management, to name two — but 
they’ve managed to do so by betting on 
technology companies and limiting wa-
gers on shares they expect to tumble.

GROWING DISENCHANTMENT
The disillusionment with stock hedge 

funds comes as an increasing number of 
institutions have grown disenchanted 
with the industry’s returns overall, creat-
ing the worst climate for raising money 
since the financial crisis. Last year, inves-
tors pulled a net $106 billion as the private 
partnerships trailed global stocks, accord-
ing to data compiled by eVestment.

Hedge fund assets are up just 4 % so far 
this year. The number of start-ups — 369 
in the first nine months of the year, ac-
cording to Hedge Fund Research — is the 
lowest since 2000, when the big internet 
bubble burst.

Cheap, esoteric and private invest-

ments may end up carrying the industry 
if recent activity is any indication: The 
biggest inflows this year have gone to 
long-biased or long-only products run by 
the quantitative funds, which use comput-
ers to decide what to buy and charge lower 
fees than most.

Renaissance Technologies, for instance, 
has pulled in $10 billion so far this year, 
while assets at Two Sigma have risen to 
$50 billion, up from $38 billion a year ago.

At Luxon Financial, investors have 
asked for products that can wager on ris-
ing and falling prices of securities but that 
charge much lower fees than hedge funds, 
said President Anson Beard, whose last 
job was an executive at a stock hedge fund 
that closed. 

Luxon’s Cary Street Partners is a $2.5 
billion firm of about 40 registered invest-
ment advisers whose clients are high-net-
worth individuals in the Southeast U.S. 
and Texas.

Beard said he sees these so-called liq-
uid alternatives taking the place of hedge 
funds in many investors’ portfolios. Long-
ford Capital Management raised $500 
million for what’s known as a litigation 
finance fund: It focuses on financing cor-
porate lawsuits and taking a piece of set-
tlements or judgments.

Capstone Investment Advisors, which 
buys and sells the volatility of stocks, 
bonds and currencies, has seen assets 
grow by about $2.5 billion this year on 
performance and inflows, and now man-
ages $5.6 billion.

Family offices, which once seeded 

hedge funds, are also looking to private 
deals. John Paulson, who has seen many 
clients jump ship from his hedge fund af-
ter years of poor returns, is trying to lure 
them back with those that invest in private 
equity and debt investments. 

Even veterans have been getting 
trounced. John Burbank’s Passport Capi-
tal shot to fame for its lucrative bet against 
subprime housing ahead of the global fi-
nancial crisis. 

His fund made 220 % in 2007. Burbank 
told investors in a letter this week that he 
will shutter his flagship hedge fund. He 
wrote that the fund’s “returns over the past 
two years are unacceptable and cause me 
to rethink how to manage money in this 
environment.’’

As long as the benign investment envi-
ronment continues, with passive investing 
on the rise and the economy still growing, 
it pays to look in less traveled corners, said 
Marc Lasry, who runs the $9.8 billion Av-
enue Capital. 

“Right now, what the investing world 
offers you is niches,” Lasry said.

Brad Alford, who runs Alpha Capital 
Management in Atlanta, helps institutions 
find investment consultants, and the poor 
performance of hedge funds has created a 
boon for him. 

“I’m working with several large insti-
tutions who want to change their consul-
tants because they are very unhappy that 
so much of their money has been directed 
to hedge funds,” he said. “Now they want 
to double down on private equity and pri-
vate debt.” - Bloomberg News  MME
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products will resemble annuities, but 
without the cost and lockup features of 
those insurance products. 

Innovator plans a suite of four ETFs 
with different risk/reward profiles. One 
of the ETFs, for example, would provide 
enhanced upside (subject to a cap), while 
eliminating the first 10% market drop. 

This means that, if the market were to 
decline 11% over the course of the year,  
fundholders’ loss would be only 1%. 

For investors fearing the worst, another 
version would limit losses to 5% and pro-
tect down to a 35% decline over the year.

Although investors will be able to sell 
the ETFs in the secondary market at any 
time, those who hold for the full year will 
see the collars reset. Innovator also plans 
to launch a similar suite of four ETFs each 
quarter next year.  

The firm, which Bond and Southard 
acquired in May, already offers the Inno-
vator IBD 50 ETF (FFTY), which tracks 
an index of stocks using Investor’s Busi-
ness Daily’s CAN SLIM methodology.  
The fun has an expense ratio of 0.80%, per 
Morningstar data.

This system utilizes multiple factors, 
including earnings momentum, to select 
stocks that are likely to outperform. 

As he did when he started Power-
Shares, Bond initially plans to pitch his 
new products to solo practitioners in the 
planning community. That eliminates 
the problem of so-called gatekeepers in 

larger operations who may be reluctant to 
try new concepts. 

 LOOKING AHEAD TO LARGER FIRMS
“As the products get a little traction, a 

little history, I think we’ll be able to get 
them into the larger firms,” Bond said.

In 2002, Bond co-founded Power-
Shares after stints at First Trust and Nu-
veen. By the time he sold PowerShares to 
Invesco in 2006, the firm had $3.5 billion 

in assets under management.
But the ETF industry is much larg-

er than when Bond sold his last compa-
ny. In 2006, the entire U.S. ETF universe 
held about $300 billion in assets. This year 

alone, inflows will likely exceed that figure.
Bond remains optimistic. “I don’t look 

at it that much differently than when we 
started the first time,” he said, though he 
admits  “there’s a lot more competitors.”

Asked where he would like Innova-
tor to be in a year, Bond said he would 
be pleased with 20 ETFs and $1 billion in 
assets. He’s got a good head start. FFTY, 
which had about $30 million in assets 
when he bought Innovator in May, now 
has about $260 million.

Bond switched the ETF from active to 
passive management in order to improve 
tax efficiency. He also increased advertis-
ing. Superior performance over the past 
year also didn’t hurt. 

The key to success in the ETF market, 
said Bond, is to offer investors and their 
advisers something that they can’t find 
elsewhere. If you do that, he added, “I 
think you can do well.”  MME

ETFs 
from page 1

PRODUCTS

“As the products get a little traction, a 
little history, I think we’ll be able to get 
them into the larger firms.” 

Innovator Capital Management CEO Bruce Bond
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DATA SHOWCASE

Ticker Flows YTD 
(millions)

Total 3-yr. % 
Return

Fund Size 
(millions)

Expense 
Ratio (%)

Vanguard Total Stock Mkt Idx Inv VTSMX $54,525 11.27 $656,961 0.15%

Vanguard 500 Index Investor VFINX $40,837 11.50 $383,897 0.14%

Vanguard Total Intl Stock Index Inv VGTSX $29,188 7.54 $321,185 0.19%

Vanguard Developed Markets Index Admiral VTMGX $19,693 7.84 $104,114 0.07%

Vanguard Total Bond Market Index Inv VBMFX $17,073 2.08 $193,321 0.15%

Vanguard Emerging Mkts Stock Idx Inv VEIEX $11,916 6.46 $89,216 0.32%

Oakmark International Investor OAKIX $8,836 9.55 $42,170 1.00%

Prudential Total Return Bond A PDBAX $8,573 3.46 $29,480 0.76%

American Funds American Balanced A ABALX $7,597 8.39 $123,185 0.60%

Fidelity US Bond Index Investor FBIDX $6,730 2.05 $34,615 0.14%

Strategic Advisers Core Income FPCIX $5,438 2.97 $35,525 0.45%

Vanguard Short-Term Investment-Grade Inv VFSTX $5,280 1.92 $64,098 0.20%

Dodge & Cox Income DODIX $5,217 3.03 $53,560 0.43%

Vanguard European Stock Index Investor VEURX $5,216 6.07 $18,176 0.26%

Vanguard Interm-Term Tx-Ex Inv VWITX $5,157 2.45 $56,019 0.19%

Vanguard Interm-Term Bond Index Inv VBIIX $5,155 2.54 $34,560 0.15%

Vanguard Value Index Inv VIVAX $5,106 10.81 $63,566 0.18%

Fidelity 500 Index Investor FUSEX $5,092 11.56 $136,827 0.09%

Fidelity Total Bond FTBFX $4,994 3.22 $31,715 0.45%

Vanguard Short-Term Bond Index Inv VBISX $4,808 1.09 $51,069 0.15%

 
Data as of 12/11/17. Source: Morningstar Direct

If investors vote with their wallets, then passive funds won the financial elections of 2017. And there won’t be a recount because it’s not close.

We looked at the 20 largest net fund flows year-to-date and 12 were index funds (mostly Vanguard). In money terms, though, passive won a 
more decisive victory: index funds took in 80% of the $256 billion total that investors forked over to these 20 funds so far this year.

Consider the magnitude of these numbers. If $256 billion were one company’s revenue stream, it would rank #2 on the Fortune 500 — behind 
only Walmart. In fact, each of the top 16 fund flows are big enough that they would rank on the Fortune 500 individually, although granted 
many of them would be near the bottom of the list.  MME 

Top fund flows YTD show decisive preference
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T he service provider selection and 
due diligence processes are in-
creasingly scrutinized as critical 

components of operations for both mu-
tual funds and hedge funds. Due to both 
liability and risk, investment managers 
and fund boards are confronted with in-
creased due diligence efforts to under-
stand all aspects of the service provider 
business and processes in order to justify 
the use of fund assets to pay these service 
expenses.

As financial services regulatory agen-
cies impose increased regulation and 
reporting requirements on both mutual 
funds and hedge funds, fund sponsors 
and fund boards are well served to for-
malize their service provider due dili-
gence process.

The due diligence program should be-
gin with the criteria required and busi-
ness characteristics of the best possible 
service firm – those service attributes that 
provide the greatest distinction of service 
capability aligned with your weighting of 
the importance of each criteria to your 
specific business and investor needs. The 
following list details specific components 
within each of these selection criteria.

Due diligence criteria for mutual fund 
and hedge fund administration services:

1. Service provider credentials
• Financial condition
• Firm history, business diversifica-

tion/concentration
• Service inception, history
• Acquisition history
• Commitment to your specific service 

businesses
2. People and service team
• Management team tenure, staff tenure
• Management and staff turnover
• Individuals assigned to your relation-

ship, bios, workload, onshore/offshore
• Talent sourcing and development 

programs
• Quality of firm’s reference research 

results
3. Provider compliance programs
• Firm regulatory exam results

• Compliance cul-
ture/commitment

• Compliance re-
sources/manage-
ment structure

• Internal training 
programs

• Internal audit 
exam programs

4. Service quality 
programs

• Formal quality programs
• Key performance indicators (KPIs)
• Service level agreements (SLAs)
• Service measurement programs
• Frequency of client service perfor-

mance reporting/review
• Continual improvement programs
5. Technology
• Client data delivery capabilities, re-

porting
• Core technology infrastructure, his-

tory, tenure
• Recent, pending, anticipated tech-

nology changes
• Ability to customize for client-specif-

ic requirements
• Technology support teams
6. Service innovation
• Relationship management focus
• Capability to champion client regula-

tory change solutions
• Customized services specific to client 

requirements
• Ability to serve as a resource regard-

ing all industry topics
• Value – add service or support dis-

tinctions

The due diligence process should be a 
formalized program with a focus toward 
both selection and ongoing management 
of the service firm relationship, contain-
ing the following elements supporting 
your process and decision:

• Due diligence plan – Your plan de-
scribes your business goals and specific 
factors you will use in selecting the cor-
rect service provider as well as how you 
will conduct your due diligence.

• Research and validation – Early in 

the process, be sure to identify all industry 
service providers through research and 
discussions with industry players such as 
legal, audit and consulting firms.

• Documentation – Develop thorough 
and detailed documentation either direct-
ly or through a formal Request for Pro-
posal (RFP) process.

• Analysis – The single greatest compo-
nent of your due diligence plan is the ob-
jective analysis of your findings – identify-
ing differences between providers that will 
be important to you and your investors.

• Recommendation – The results of a 
successful formal due diligence process 
should spring from your formal method-
ology and data analysis.

Before you engage in a formal rela-
tionship with any firm, you should expect 
complete transparency into all aspects of 
the service provider’s business in order for 
you to make your decision. As you prepare 
for, and conduct your due diligence of the 
different providers, keep in mind the two 
greatest criteria for any business – tal-
ent and technology. These two resources 
drive all other criteria, service capability, 
success, and risk of any business relation-
ship. In addition, your primary goal in 
performing due diligence is to assess and 
quantify risks, including risks associated 
with your service provider selection.

Two important discoveries you will 
identify in your due diligence of different 
service firms are their “service culture” 
and demonstration of success. Service 
culture defines “how” the firm will service 
your requirements, business needs and 
problem resolution. 

CONCLUSION
Investment managers must perform ro-

bust due diligence on all fund services in or-
der to support investor and regulatory scruti-
ny. A comprehensive due diligence program 
will identify the optimal service provider and 
minimize operational, financial and compli-
ance risks for the manager and ensure high 
quality services for investors.

Bob Kern is a managing director and ex-
ecutive vice president of U.S. Bancorp. 

Bob Kern

Service Provider Due Diligence and Selection Best 
Practices
By Bob Kern
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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 markets

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

12/6/2017 -5,268 -7,426 -9,284 -3,053 -998 -1,199 -2,822 -1,212 1,858 1,932 -74
11/29/2017 14 -3,639 -4,507 -2,160 -862 -573 -986 74 868 627 241
11/21/2017 -255 -3,758 -5,219 -2,023 -457 -514 -1,422 -802 1,461 1,001 461
11/15/2017 -3,784 -4,602 -6,547 -1,097 -763 -986 -1,744 -1,957 1,946 1,555 390
11/8/2017 3,508 -831 -4,313 -206 -933 -600 -1,356 -1,217 3,482 3,078 404
11/1/2017 1,916 -4,579 -5,670 -510 -930 -539 -3,692 2 1,091 974 117

10/31/2017 11,107 -15,892 -22,023 -7,285 -2,413 -2,104 -8,374 -1,846 6,131 4,962 1,169
9/30/2017 437 -21,999 -22,612 -7,548 -2,724 -2,042 -9,331 -968 613 1,367 -754
8/31/2017 -517 -16,493 -24,569 -7,242 -3,514 -2,553 -8,205 -3,056 8,075 6,650 1,425
7/31/2017 3,777 -13,782 -25,545 -10,330 -4,491 -2,239 -7,299 -1,188 11,763 11,038 726
6/30/2017 7,558 -9,411 -18,492 -13,228 -3,146 -2,291 1,917 -1,746 9,081 7,504 1,576
5/31/2017 27,289 3,145 -9,243 2,766 -2,379 -2,169 -5,234 -2,227 12,387 8,827 3,561
4/30/2017 306 -12,498 -19,556 -5,056 -4,061 -2,006 -7,056 -1,375 7,058 5,197 1,861
3/31/2017 12,553 -14,101 -13,409 -1,715 -833 -827 -7,620 -2,415 -692 -571 -121
2/28/2017 27,047 3,996 -2,694 -1,235 524 712 -2,068 -626 6,690 5,784 906
1/31/2017 11,156 -7,754 -10,936 778 -792 998 -10,606 -1,314 3,182 2,124 1,058
12/31/2016 -56,071 -33,615 -26,974 -10,891 -977 -816 -12,204 -2,085 -6,642 -5,817 -825
11/30/2016 -52,080 -27,965 -25,929 -8,244 -1,709 -293 -11,058 -4,626 -2,035 -888 -1,147
10/31/2016 -32,792 -37,928 -31,452 -8,576 -5,287 -2,541 -12,213 -2,834 -6,477 -6,258 -219
9/30/2016 -9,028 -22,398 -15,377 -152 -1,750 -1,086 -10,123 -2,265 -7,021 -6,113 -908
8/31/2016 -9,810 -32,290 -24,782 -5,504 -3,355 -1,711 -12,753 -1,459 -7,508 -7,279 -229
7/31/2016 -15,129 -37,685 -31,253 -11,922 -5,015 -3,382 -9,045 -1,889 -6,432 -6,239 -192
6/30/2016 -14,369 -18,895 -14,871 1,099 -4,486 -1,576 -7,812 -2,095 -4,024 -4,027 2
5/31/2016 -5,589 -17,369 -17,342 -4,178 -3,363 -1,188 -7,098 -1,516 -27 -1,217 1,190
4/30/2016 -4,520 -23,767 -19,455 -5,800 -3,381 -2,405 -7,327 -542 -4,312 -3,413 -899
3/31/2016 14,661 -9,971 -9,814 -5,473 -1,428 87 -2,661 -338 -157 1,307 -1,464
2/29/2016 8,492 8,779 -2,332 2,072 -2,871 -351 -525 -657 11,111 10,509 602
1/31/2016 -20,729 -4,927 -15,549 5,587 -5,958 -2,887 -7,339 -4,952 10,622 10,862 -239
12/31/2015 -75,978 -36,660 -25,328 -5,347 -5,156 -4,053 -8,234 -2,539 -11,332 -7,175 -4,157
11/30/2015 -29,964 -20,482 -19,523 -6,164 -3,538 -3,587 -5,973 -262 -959 892 -1,850
10/31/2015 -7,515 -9,724 -11,782 -7,227 -684 -1,965 -2,912 1,006 2,058 3,187 -1,129
9/30/2015 -34,288 -9,233 -14,947 -5,318 -1,056 -1,976 -3,541 -3,055 5,713 7,964 -2,251
8/31/2015 -39,361 -9,458 -17,723 -3,927 -2,703 -1,433 -6,345 -3,315 8,264 11,489 -3,225
7/31/2015 -18,875 -9,291 -27,802 -14,811 -2,607 -992 -9,325 -66 18,511 19,008 -497
6/30/2015 5,417 -2,857 -16,488 -8,620 -926 -754 -5,866 -322 13,631 13,236 395
5/31/2015 3,040 -3,787 -16,703 -5,933 -390 -1,912 -8,099 -368 12,916 12,570 345
4/30/2015 5,810 -1,216 -19,429 -9,967 -2,082 -515 -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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