OUTSOURCED TRADING:
WHO, WHAT & WHY NOW?




Outsourced trading demand is increasing as investment
firms look to reduce costs, satisfy regulatory demands
& expand into different markets. For those offering, it

is an opportunity to gain extra revenue leveraging their

In this paper, we share why a growing number of firms
are looking to use and provide outsourced trading as a
service, the key trends emerging, market offerings and
providers, and ten takeaways from Capco’s experts.

existing platforms.

WHAT IS OUTSOURGED TRADING?

Outsourced trading (OT) is when a firm provides trading

services e.g. trade execution, research, middle office activities,

access to international markets to other firms, such as
investment managers and hedge funds.

There are typically three main reasons why firms buy this
service:

1. Cost saving: due to higher trading costs and lower

revenues, firms are using OT to reduce the typically high

costs of trading (such as IT, personnel, etc.) as well as
moving to a variable or on- demand cost model.

Key components of outsourced trading

e Global market reach

e Defined corporate structure

e Research capabilities

e Execution capabilities and trading tools
e Conflict of interest capability

e Anonymity vs. attribution capability

o Extensive broker networks

e Commission sharing agreements.

2. Satisfy regulatory demands: OT providers can manage
regularity requirements such as MiFID 1.

3. Access to trade support: the access to 24-hour markets,
a wide broker network and larger liquidity pool & access
to international markets are all compelling reasons to use
OT.

On the other side of the coin, selling outsourced trading as a
service provides scalable revenue, allowing providers to
leverage existing infrastructure and connectivity, and creates
more opportunities for cross-selling, giving OTs the ability
to sell other products parts of the firm to fund managers.

Three emerging trends

1. Increased demand for outsourced trading as
investment firms look to reduce costs

2. From research, additional items are attracting
firms to outsource, such as enhanced trade
support, access to international markets and
wider liquidity pool

3. Larger established firms are now offering
the service to further monetize their existing
platforms and cross sell different products or
Services.
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KEY COMPONENTS FOR AN
QUTSOURCE TRADING OFFERING:

Solutions can range from completely outsourcing all trading
and analysis, to on-demand items, such as research and risk
analysis, to handling overflow or providing coverage when in-

house traders are not available. The key benefit is that optimal
outsourced trading is customizable to the needs of the client.

Key Components for an Outsource Trading offering:

Global market reach

e Traders placed across the world providing access to different
markets

e Extensive broker network for varying expertise of local markets

e Access to Foreign Exchange, Commodities, Futures & other security/
asset classes

e 24-hour staffed trading desks for specific markets and products.

O  Corporate structure

olle .

@@ |deal offering prioritized by the provider, rather than secondary

to Research, Investment banking or prime brokerage.

Research

=

e Reporting/tracking capabilities attributed for research credit with
other brokers.

Extensive product and market research to support clients’ trading
strategies

2\ Execution Capabilities and trading tools

e Advanced trading tools (i.e. execution management systems,
transaction cost analyses), to cater to varying clients, from small
funds to institutional investors

e Additional tool offerings such as daily reconciliation, managing/
calculating trade data, realized and unrealized P/L, real-time
orders, investment book of records, and portfolio performance.

Eliminate conflict of interest
e Establish outsource trading desks separately from the provider’s

other trading functions to reduce potential conflicts of interest within
the firm, especially for providers involved in proprietary Trading.

Typically, smaller hedge funds and investment managers
outsource trading to a brokerage firm. However, research
suggests 20 percent of firms with over $50 billion assets under

Anonymity vs. attribution

e Allow the client to decide whether the OT desk is trading on an
attributed basis or anonymously.

Extensive broker networks

e Extensive broker network that are able to generate the most liquidity
for trade execution/order prices.

Commission sharing agreements

e Provider should offer extensive commission management, including
attribution, aggregation, technology, and reporting.

Customization examples
Exclusive high-touch trading

e QOriginal (and most simplistic) form of outsourced trading. One trader
provided for executing all trades. Additionally provides general portfolio
monitoring, market color, and limited research

Full-Service outsourced trading

e (lient is assigned an outsourced trading desk responsible for trade,
commissions, and soft dollars. The desk manages any necessary third-
party broker relationships, in addition to providing market color and
research of its own

e |ntegrates client technology and provides aid in the budgeting process

Enterprise outsourced trading

e Includes customized solutions or technology such as order, execution,
or payment management systems integration with the client’s own
technology, in addition to full-service trading and the possibility of having
a trader reside in the client’s office.

management may begin outsourcing some or all their trading
within the next two years.’

1. “Outsourced Trading: Helping the Buy Side Improve Execution and Enhance Operational Efficiency”, Greenwich Associates Report, December 2018.
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Reasons firms buy outsourced trading services Reasons firms sell outsourced trading services

Cost saving

High trading costs and shrinking commission revenue (clients buying
more passive investments/ETFs) have larger IMs considering outsourcing

Between 2009 & 2018 US equity research commissions reduced from $7.8b
> $4.3b

Jones Trading found firms with <$50 million AUM may face in-house trading
costs of nearly $375k per year vs outsourced costs of between $25k and
$150k. Even firms with $1b+ AUM could realize trading cost reductions from
$1.18m originally, to $1.05m

Typical fund-level expenses of trading desks: OMS, Bloomberg, Market Data,
Research, Real Estate, HR, Compliance, salary, taxes

Opportunity to transition fixed costs to variable, ability to resume/cancel
service at will

Remove counterparty management as a task and allow PM to focus on clients/
portfolio.

Regulatory demands (MiFID II)

EU regulation that requires firms to unbundle, separating payments for
research & execution/trading services — therefore pushing firms to pay for their
own research and outsource trading purely for execution purposes

Outsourced trading offerings have been able to assist clients in becoming
fully compliant or take on all reporting and monitoring responsibilities for trade
executions.

Trade support

Firms can buy research, access 24-hour trading (key advantage for clients
without 24-hour desks, entry into global markets), or for broker networks/
liquidity for higher quality execution

International investment

Providers can assist in complying/reducing costs associated with global
regulations/markets (Greenwich Associates survey indicated that international
regulation & varying market expertise were important to 51% / 44% of
respondents who had outsourced)

Gaining access to other asset classes (firms specializing in equity or fixed-
income trading may seek outsourced trading to learn about derivatives trading).

Firms have been offering due to increased demand in recent years

Many large financial institutions (Jeffries, State Street) with existing trade
infrastructure and extensive broker networks see outsource trading as an
extremely scalable additional revenue stream that without significant
investment required, especially with the rise of more advanced trading
technology/algorithms catering to individual clients’ needs

Trends in regulatory burdens, decreased commission revenues, and constant
changes in technologies have pushed demand for Outsourced Trading

Though startups/smaller firms had occupied the space traditionally, larger
players like Wells Fargo have recently joined the market

Opportunity to cross sell products (e.g. 0TC, Commodities, Fl) to investment
managers who may need a wider product set or traditional PB services such as
financing. Much like PB, OT offers platform to open up the rest of bank to a new
client base.

Risks

Conflict of interest

Large investment banks that provide research, banking, and prime brokerage
services in addition to outsourced trading services could potentially be
competing/trading against their own OT client base

Control over order flow: how the outsource trading desk will route the orders
for execution

Firms could potentially be paying more for an order

Examining provider’'s SEC 606 disclosure document can reveal whether
provider is taking financial incentives from clearing brokers that may negatively
affect order price for the client.

Information leakage - potential risk exposure of a firm’s trading strategy/financial
information

Other

Generally, what level of control & risk are firms willing to extend outsourced
traders? In terms of primary revenue streams, does it make sense to outsource
those trading desks? How do firms interested in OT intend to vet their
providers?

Brand & relationship management risk — some clients may view OT
activities as an act that nullifies the value that the asset manager provides.
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WHAT NEXT?

Outsourced trading has risen in popularity due to demand,
namely from hedge funds who have been under increasing cost
pressures but with a wish to scale-up their business operations.
We believe this trend will continue, especially given the tough
economic conditions arising from the pandemic.

Ten key Capco takeaways:

1. As technology, transparency and service convenience
increases, outsourcing is becoming more widely adopted
to support core hedge fund strategies (not just smaller
funds).

2. Size of the revenue for industry from offering unknown,
although there are some estimates.

3. For an established prime broker, it makes sense to offer
only if core hedge funds request.

4, Established players could look to grow revenue from their
existing client base as more services are used and volumes
increase.

5. For those offering outsourced trading, there is an
opportunity to cross sell other products to investment
managers, e.g. OTC products, financing, etc.

10.

As outsourced trading matures, scale and credibility grows,
larger hedge funds, especially with working from home
being the norm, could start to outsource more middle office
functions

Shifting key activities such as trading and operations and
even research is a mindset change.

Whilst advantages such as cost reduction and a movew
away from fixed costs are clear, advantages such as
anonymity, capacity, liquidity and access to niche markets
(that wouldn’t justify a full-time headcount) may continue to
attract larger funds.

Providing the OT service would not be a trivial investment
for firms. With a need to establish ‘Chinese walls’ between
certain business units, updated policies and procedures as
well as IT change will be required.

Firms interested in migrating to an OT model may need help
shifting their traditional middle/back office functions to the
offering firms, which may require additional resourcing to
make happen.
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For more information about outsourced trading or our global prime brokerage practice, please contact us.

CONTACT

Anthony Bennett, Capco UK
anthony.bennett@capco.com

Andrew Dearman, Capco US
andrew.dearman@capco.com

George Black, Partner (US)
george.black@capco.com

Owen Jelf, Partner (Global)
owen.jelf@capco.com

ABOUT CAPCO

Capco is a global technology and management consultancy dedicated to the financial services
industry. Our professionals combine innovative thinking with unrivalled industry knowledge to
offer our clients consulting expertise, complex technology and package integration, transformation
delivery, and managed services, to move their organizations forward.

Through our collaborative and efficient approach, we help our clients successfully innovate,
increase revenue, manage risk and regulatory change, reduce costs, and enhance controls. We
specialize primarily in banking, capital markets, wealth and asset management and insurance.
We also have an energy consulting practice in the US. We serve our clients from offices in leading
financial centers across the Americas, Europe, and Asia Pacific.

To learn more, visit our web site at www.capco.com, or follow us on Twitter, Facebook, YouTube,

LinkedIn and Instagram.
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