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New beginnings
Schroders’ Virginie
Maisonneuve on growth

e

While the front office creates
)| value, and is the area all
asset managers would claim
as a core strength, opera-
tional functions are some-
times seen as the ‘poor cousin’ of a busi-
ness.

Little value is expected from opera-
tions, and managers often turn to service
providers just to take the pain away.

Traditionally, the role of the service
providers has been at the more mundane
end of the value chain - volume driven,
back-office processing and administra-
tive tasks.

Middle office is usually seen as the
preserve of the asset manager. It is where
the manager gains insight and controls
the business. It is where the needs of the
front office are served and, consequently,
managers are sometimes reluctant to do
anything other than keep this in-house.
However, this is now changing and, as a
result, represents a great opportunity for
managers and service providers alike.

There is now a growing demand for
cost-effective outsourced services that
deliver a customised middle-office func-
tion, providing the right mix of value-
added reporting and solid front-office
support, all overseen by a slimmed down
asset manager. However, those wishing
to extend into the middle office face a
number of challenges.

Part of the difficulty is agreeing what is
meant by ‘middle office’ in the first place.
As the old joke goes, if you ask four peo-
ple, you will get five different answers.

Put simply, front office activities
including investment strategy and
research, trading and portfolio manage-
ment should be stripped out. Remove the
more generic back-office tasks such as
trade processing and settlement, fund
accounting and valuations and some of
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the remaining activities that could be
safely classified as middle office, includ-
ing relationship management (client and
third party), performance analytics and
reporting (internal and external).

Tt is the delivery of these closely guard-
ed value-adding activities, particularly
the analytics and reporting, that are now
being targeted for provision by third par-
ties. This isn’t easy, however, and it does
throw up a number of challenges for both
managers and service providers.

The first is the data challenge. Current
middle office reporting is often depend-
ent on being able to pull data from vari-
ous sources and fashion it into an intel-
ligible whole. Data are typically held in
multiple places, at different levels of
granularity and require manipulation.
Fashioning a data management solution
that can collate, aggregate and manage
the data to produce flexible ‘value added’
reporting is key.

The second challenge is expertise. The
service providers want to move along the
value chain to perform a middle-office
role capable of delivering a quality serv-
ice directly into the front office. This
requires a different skillset that some
providers are looking to achieve through
a lift out of the people and skills from
asset managers. This gives an instant
understanding of the service capability
and front-office requirements, but needs
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to be quickly shaped into a lean and scal-
able multi-client offering.

Then comes timely reporting. The
service providers need to invest in
enhanced reporting solutions. This is dif-
ferent to the predominantly batch-driv-
en, standardised, one-size-fits-all
approach of the back office. Flexible
reporting with ad hoc drill-down capa-
bility is a key requirement, and some
providers are now looking to invest in
solutions to deliver this.

The final hurdle is retaining a thin
middle office.

While a significant amount of the mid-
dle office can be outsourced, the asset
manager still needs to keep a slimmed
down oversight layer of service manage-
ment expertise. Responsibility still
remains with the asset manager, and a
capability therefore needs to be retained
to oversee the service being provided and
to be a route of escalation for front office
and service provider.

There is increased interest from asset
managers to rethink the way middle-
office capability is delivered as it remains
a significant element of their operating
costs. Asset managers should, therefore,
be considering when they last reviewed
their operating model and whether the
opportunity exists for a step change in
their cost base.

Service providers need to evidence
their capabilities in this area. The service
provider landscape is changing, and they
need credible and scalable services that
can be offered at a competitive cost.
Some asset managers and service provid-
ers are already on this track, and as the
benefits are realised, it’s a trend that will
continue to grow.

Andy Kenny is director of financial services
consulting at PricewaterhouseCoopers
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We have the
technology

ollowing good returns in 2009, the

technology sector is poised for fur-

ther gains in 2010 as companies, sup-

ported by cash-rich balance sheets,

will be able to deliver robust earnings
growth thanks to stronger demand.

Encouragingly, business conditions contin-
ue to stabilise as demonstrated by companies
that have reported their fourth-quarter
results for 2009.

In the S&P 500 index, firms reporting posi-
tive surprises outweighed those posting nega-
tive ones by 3.4::1. For the 61 technology com-
panies in the S&P 500, the ratio was 13.7:1.

Corporate expenditure on information
technology rose during the latter part of
2009, and this improvement is likely to con-
tinue in 2010, particularly as several develop-
ments - which include video conferencing,
server virtualisation, data deduplication and
cloud computing - have enabled companies
to reduce their overheads, justifying the
investment in these new technologies even
during a time when business conditions were
in general very difficult.

From a broader macroeconomic perspec-
tive, however, there are many debates taking
place with regards to whether the momentum
of the economic recovery can be maintained,
and while these are ongoing, stock markets
are likely to exhibit an element of volatility.

Within the technology sector in particular,
the strong performance seen during 2009
has led some market commentators to cite
that this is as good as it gets.

Although I disagree with this viewpoint,
shares might be volatile until we get some fur-
ther clarity on the pace of recovery and how
much business momentum has carried over
from the end of 2009 into 2010.

An important consideration, however, is
that even though the sector has made healthy
returns in the past year, the relative valuation
of the sector, when compared with that of the
broader market, is still very attractive.

This can be illustrated in the price/earnings
ratio of the technology sector, as it is very sim-
ilar to that of the market as a whole. Often in
the past, the technology sector has warranted
a premium valuation relative to the broader
equity market, supported by the faster earn-
ings growth the sector can exhibit.

After several years of valuation shrinkage
in technology, valuations have the potential to
expand in 2010, as the sector gets rewarded
for delivering strong and robust growth.

Moreover, there are several secular themes
within the sector that further reinforce its
growth potential, including mobile comput-
ing, broadband demand and globalisation.

Any pull back in the technology sector will
prove to be an ample entry point for investors
ahead of healthy enterprise and telecommu-
nications capital expenditure cycles.

Jeremy Gleeson is manager of the Axa Framlington
Global Technology fund



