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Fidelity Investments

Edward Crosby Johnson III made the walk to 82 Devonshire with more on his mind than usual.  It was the first day of winter in Boston, and he was evaluating his company’s performance for the year.  As the chairman of Fidelity Investments, the company was “his” because of his formal position of authority.  It was also his because the Johnsons owned most of the privately held company, worth billions. 

Most of all, Fidelity was Ned Johnson’s because he had made the right decisions for Fidelity with remarkable regularity, building the firm into one of the world’s most diversified and successful financial services companies, with over $800 billion in managed assets.   As Ned made his way to the office, he began to think practically. What were the issues facing Fidelity over the long term?  

Johnson’s primary goal was to serve the customer, through high returns on their investment, quick access to information, and efficient administration of their accounts.  Technology remained an important tool, perhaps the tool, for establishing a service edge over the competition.  There was no widget-making flowchart that could guarantee Fidelity a good product in the investment sense. For Ned, the essential question became, how can Fidelity continue to satisfy and grow its customer base in the face of the volatility of financial markets and fierce competition?

Casestc \l1 "Cases: Financial Services

The financial services industry is typically divided into banking and nonbanking organizations. Yet today, services overlap between these divisions in many different ways. Some of the services offered in this industry include, but are not limited to:

· Consumer loans such as home mortgages, home equity loans, and auto loans 

· Personal and business lines of credit, especially profitable “sub-prime” credit risks

· Credit card and related credit (card) life insurance

· Purchase warranties and service guarantees generally offered with appliances and home electronics

· Equipment leases

· Investment management services

· Mutual fund management

· Multiple-line insurance

· Financial planning, including tax preparation and related services

Financial Analysis

The financial services industry, which had witnessed a decade of prosperity on the heels of a robust market and age of excess sparked by a global infatuation with the stock market, is officially entering into a recession.  For now, the industry – humbled by the dramatic shakeout at the hands of the economic downturn – is in rebuilding mode, having seen many Wall Street giants implementing deep staff cuts.  Faced with a severe economic environment only made worse by the September 11, 2001 terrorist attacks, investment and commercial banks have no choice but to slash costs to offset the drop in business.  

With firms juggling fewer opportunities, power has shifted to clients, which have asking investment banks for credit lines in exchange for retaining the business.  Moreover, commercial banks, pushed by dwindling profits, have ventured into higher margin businesses such as arranging IPOs and advising on mergers and acquisitions.  

Earnings grow at big banks have weakened amid fierce competition and macro-economic dynamics.  Analysts forecast a 4%-8% rise in profits in 2002, sharply down from the double digit returns in 1999.  Due to a higher frequency of bad loans, banks have had to increase their loan loss reserves, according to analysts.  

As far as online brokers as concerned, ambitions to become one-stop shops for financial services have had to be put aside in the midst of fragile economic activity.  Players such as Schwab and E*Trade have seen a significant drop in online trading and, as a result, have been forced to lay off thousands of employees.

Tough times on Wall Street have directly affected those in the mutual fund and investment management industries.  Money managers have seen their fees fall along with the stock market and the value of assets they manage. Money has flowed out of equity mutual funds and into safe-haven investments.  Big mutual-fund families have laid off staff and nixed underperforming funds.

To weather the economic storm, financial-services firms will have to re-evaluate their business lines instead of taking on further risks in hopes of boosting returns.

Stock/Investment Outlook

Since the aftermath of the Sept. 11, 2001 terrorist attacks, the securities sector has shown some impressive relative strength, easily outperforming the market with an average gain of 31%.  Aggressive interest cuts at the hands of the Federal Reserve Board and the increased perception among the investment community that the market bottomed in late September has boosted investor confidence, culminating in the robust performance from the equity market in recent months.  Hence, the brokerage industry has benefited from an advancing stock market as that typically translates into increased trading, IPO, and M&A activity -- areas that have suffered considerably since the popping of the Internet bubble and current recession. 

Optimism surrounding a rebound in the economy is in rooted in several factors, namely the stimulative impact of the monetary and fiscal policies that have been implemented to resuscitate an ailing U.S. economy.  Furthermore, coordinated easing on the part of central banks around the globe and a belief by many that the rally following the terrorist attacks will mark the start of a new bull market give bullish investors some assurance that stocks in general will stage a recovery.  

Even though brokerage companies are still cutting their payrolls, the unemployment rate is a lagging indicator.  For instance, companies were still hiring in the summer of 2000; at that time, the dot-coms and Internet plays were on the verge of crashing or had already gone under.  Though, additional gains for the group may be harder to come by over the near-term due to valuation concerns and tentativeness on the part of investors who will be seeking more credible signs of economic, and earnings, recovery to confirm the validity of the recent rally. 

On the whole, financial services stocks remain solid investment vehicles and should keep pace with the overall market as the federal stimulus and cyclical factors provide underlying support.

Potential/Prospective for Growth
The favorable interest rate environment as well as low inflationary pressures have positioned the financial services industry to rebound in the next few years.  Although credit concerns could hurt some highly leveraged companies such as mortgage or credit card specialists, sizable spreads built into such sub-prime businesses make disastrous losses less likely. 

Competitive Structure

The financial services industry is highly fragmented and competitive. Recently, there has been significant bank merger activity.  Consolidation is a means of increasing efficiency, service levels, and product depth.  It is also a means of spreading back-office costs over a larger product base. Not only do the money center banks compete with the growing super-regional and other large commercial banks, they compete with non-bank institutions providing financial services as well. 

Commercial banks are now reaching out to offer mutual funds, annuities and life insurance.  With a substantial customer base and lending authority, banks have a market entree for financial advice.  On the other hand, brokerage firms have moved in the direction of delivering more advice.  Many are changing compensation emphasis from a transaction orientation to a fee-based asset management.   

To stay competitive, mutual funds have bolstered direct relationships with the customer, instituting aggressive mailing campaigns and investing heavy capital in their web site and customer service operations.   

The industry’s innovations have threatened traditional banks, yet banks are far from relinquishing their market share to finance companies.

Role of Research and Development

Research in the financial services industry is focused on product innovation and marketing. By researching new ways to market products, credit card issuers attempt to increase market share and develop new market niches. Many retail stores entering into the credit card business are utilizing co-branding to help increase market share.  Co-branding strategies may allow smaller issuers to team up with larger organizations and obtain a competitive advantage.

The Internet has become another effective tool for.  Due to the high costs of current mass marketing campaigns, Internet marketing’s value as a marketing medium for financial services has soared. The challenge in this distribution channel is to remain innovative, effective, and targeted.

Technological Investment and Analysis

Strategic advances in this customer-service oriented industry are propelled by technological innovation.  Technological improvements have aided banks in their efforts to control expenses while providing better customer service.  Electronic banking through phone lines, automated teller machines (ATMs), and personal computers give customers improved levels of service by offering 24-hour banking at convenient locations. 

Many financial services firms have utilized enormous phone banks to provide customer service. The customer service representatives often have instantaneous access to large customer databases with the ability to give credit approval, status, and balances, as well as account maintenance. 

Generally, financial institutions have concentrated the technology on transactions—particularly aimed at cutting costs.  With the advent of online usage and consumers becoming more technologically savvy, the Internet has emerged as a tool of convenience.  Nevertheless, only 17% of households perform banking needs online, according to TowerGroup; hence, banks are urged not to forget their roots.  

Industry experts cite electronic bill presentments and account aggregation as prospective hot tech investments in the financial sector.  Some predict that wireless online bill payment will hit the consumer pavement in a couple of years.  Wireless services would provide customers with faster access, however, mass acceptance of the technology could be hindered by security issues and insufficient bandwidth.  

Recommendation for the Future

To get ahead in the competitive financial services industry, players must focus on leveraging technology and seizing opportunities that arise from regulation changes.  It will also be important to consider strategies for a global market and for the consolidation and integration going on in the industry. 

Technological and regulatory forces are moving the industry toward greater consolidation and product integration. Critical to financial firms’ success will be their level of investment in technology and its ability to achieve cost savings.  The reliability of instantaneous telecommunications and the converging of economies around the world increase the importance of a global focus for successful financial services firms.

The next step for financial services companies and brokerage firms could be to install online account aggregation technology, which would allow customers to see data from multiple accounts on a single screen.  Companies that implement such a technology could boost client loyalty and enhance web site “stickiness.”  However, such investment is likely to cost in the millions and isn’t for the feeble hearted.  And it is uncertain how the technology will be received.  Though, to recruit and retain online visitors and to cross sell financial services products, this technology may be worth the investment.  Some industry heavyweights have already launched aggregation services.  Notables include Citibank, Chase Manhattan Corp, and Wells Fargo & Co.  

Fidelity Investments

Founded in 1946 by Edward Johnson the 2nd, Fidelity Investments, through over 5 decades of growth and innovation, has maintained its status as an international provider of financial services and investment resources that help individuals and institutions meet their financial objectives. 

Once known primarily as a mutual fund company, Fidelity has evolved over the years to meet the changing needs of its customers.  That evolution is reflected in a diversified menu of products and services, which span over 300 Fidelity mutual funds, discount brokerage services, retirement services, estate planning, wealth management, securities execution and clearance, and life insurance.

The financial giant’s philosophy centers around a commitment to continuous improvement, which applies state-of-the-art technology to provide customer service solutions, among others.  Fidelity prides itself on its employees' focus on customer needs.  In spite of its enormous success, the company has continuously pushed the envelope of financial technology to sustain its dominance in the financial industry.

Today, more than 15 million investors trust Fidelity with their money, and the company employs approximately 28,000 professionals around the globe.

Technological Investment and Analysis

Each year, Fidelity reinvests a portion of its revenues into technology to deliver new products and services to investors.  For instance, in the span of a few months during 1997, the company completely revamped its Internet service to enhance the “customer experience.”  As a result, Fidelity’s web page made it easier for investors to navigate through the detailed site; yet it provided more information at the same time.  Most importantly, the upgrade enabled customers to trade online and featured real-time access to stock and fund quotes. 

From 1992 to 1997, Fidelity delivered a 62.8 percent return on its technology expenditure.  In doing so, Fidelity has looked beyond a temporary fix, employing a long-term technology strategy that directly and quickly benefits the company while adding value for the customers and distinguishing Fidelity from its competitors.  Technology has allowed Fidelity to significantly reduce operational costs; by implementing a touch-tone system, the mutual fund giant’s cost per customer interaction numbered approximately $0.70 compared with $11 if the communication required a “live” representative.

Another aspect of Fidelity’s customer service and technological dominance lies in its Covington, Kentucky, mail distribution center.  Fidelity treated the mundane activity of processing mail as a core part of its business.  It gave “every ounce of its energy” to bettering rivals in this service-oriented end of the business.  The investment was made to add as much predictability and efficiency as possible in a volatile business environment. High investment returns cannot be achieved every year, but sending out a prospectus or a statement on time was an important step in maintaining customer satisfaction.  Nevertheless, Fidelity’s commitment to consistent service was pricey.  The Kentucky operation cost $100 million, including a self-imposed testament to Fidelity’s good corporate citizenship.   

Another area in which Fidelity distinguished itself involved 401(k) plans.  Fidelity viewed 401(k)s as a record-keeping business and strived to maintain the best-kept records in the business. While other competitors enjoyed the same technology, none had made such a long-standing commitment to continual change as Fidelity.  By organizing all benefits administration around the same 800 number, Fidelity provided a one-stop shopping center for defined contributions, defined benefit plans, and health plans. 

In September 1999, Fidelity Investments launched a new set of financial planning and trading tools to make its investment services more accessible online.   The service enabled customers to personalize their own Web start page through a new partnership with Lycos Inc.  Hence, customers could control the flow of information as they see it.  The company realized the importance of the “online experience” as its online trading business grew from 7% of commission trades in January 1997 to 79% of commission trades in August 1999.   

In the fall of 2001, Fidelity sought to retrofit its internal communications switching its data to an XML format.  This move would simplify the company’s communications between consumer Web applications and back-end systems.  By implementing an XML format as its core communications connection, Fidelity would be able to eliminate translation protocols and message buffers, thereby allowing for a common language that would simplify the company’s applications.  Fidelity declined to comment on the cost and savings figures associated with the project.  

Recommendation for the Future

Despite an impressive Internet presence, Fidelity Investments must remain alert to industry developments and continue its innovative approach that has reaped the mutual fund leader rich dividends.  It remains to be seen whether Internet discount brokers will snatch market share away from more established, traditional brokerage companies.

When Edward Johnson II was at the helm, Fidelity was a successful but undistinguished mutual fund company.  When Ned III took over, Fidelity made its name in customer service and technology.  It became known as an investment powerhouse with a culture that bred brash, risk-taking managers whose investments always seemed to show the best returns.  Today, Fidelity operates amid much uncertainty brought by an economic recession that has seen many brokerage firms downsizing.

Nevertheless, since one of Fidelity’s strength lies in its commitment to excellent customer service, as recognized by industry surveys and publications, it would make sense for the company to pursue technologies that facilitate online navigation.  Among technologies considered are wireless products that would function as personal digital assistants, enabling customers to make stock trades using voice commands.  Furthermore, automated services could prove valuable; they range from instant messaging to help clients open new accounts online to software allowing customers to plug into financial plans data from various accounts over the Internet.  

Questions

1. What forces are driving the strategic direction for Fidelity Investments?

2. What has been the catalyst for change at Fidelity Investments?

3. Upon what technologies has Fidelity Investments relied?

4. What caused Fidelity to adopt such an extensive use of technology?

5. How successful has the implementation of technology been for Fidelity?

6. What does Fidelity’s Web page present about its business directives?

7. What challenges and opportunities is the industry facing?

8. How will technology impact the investment industry?
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Charles Schwab & Co.

Charles Schwab & Co. was started in the early 1970s to capitalize on a particular investment philosophy: provide investors with the most useful and ethical brokerage services in America.  Over the years, the company has championed and encouraged client empowerment, allowing the customer to manage her own assets decisions.   Hence, Charles Schwab pioneered the practice of discount brokerage in the seventies.  

As of its commitment to technology, the company invested early in mainframe systems in the early eighties.  The systems enabled smooth automated transactions and resulted in an efficient record keeping system, thereby proving management that technology can be a key growth driver.  

In the 1980s, as mutual funds began emerging as the primary investing vehicles for investors seeking convenience and portfolio diversification, Schwab took the bold step in 1984 of creating the mutual fund supermarket concept: hundreds of funds available through the Schwab Mutual Fund Marketplace.  

In the mid-1990s, Schwab anticipated the power the Internet and invested heavily in online investing. Just as the Company's move into discount trading 20 years earlier paid off, foresight in the mid-1990s earned Schwab an early and significant leadership position in online investing. From 1996 to 1998, online accounts grew to 2.2 million from 600,000, and online assets grew to $174 billion from $42 billion. 


Technological Investment and Analysis

Schwab utilization of technology can be viewed as foreshadowing the future.  In 1992, Schwab was one of three industry members that revolutionized the mutual fund industry by utilizing information technology to offer a new distribution channel for mutual funds.  Schwab called its mutual fund supermarket: OneSource.  At the time it was introduced, OneSource provided a single point of purchase for more than 350 no-load mutual funds in 50 different fund families, allowing investors to switch between funds without a sales charge.  Today, OneSource collects approximately 600 mutual funds from 70 fund families in one product, making Schwab one of the top three mutual fund distributors. Development of this product was innovative, breaking what was then an industry standard.  

Until 1992, each mutual fund company serviced its own accounts. It was difficult for consumers to achieve both diversification and high performance in a single fund family. The result was consumers dealing with different firms, different statements, different rules, and different sales representatives. OneSource, through the use of technology, united Schwab with mutual fund providers to expand and diversify Schwab’s product line.  OneSource changed the mutual fund business by providing consumers with a choice of funds from a variety of fund providers, summarized in a single account with one monthly statement to track all their funds. No transaction fees are incurred on OneSource accounts, allowing customers to shift money to different fund families without charge 

To implement OneSource, Schwab revamped their technology to a client-server platform. This system provides clients with the ability to download information on a daily basis for portfolio valuation.   Technology also provided the Schwab customers with a variety of methods in which to conduct OneSource business: via a broker on an 800 line available 24 hours per day or without human contact via a touch-tone phone or computer keyboard. 

Schwab was the first major brokerage to permit online trading via the World Wide Web.  The success realized from the Internet pilot program resulted in Schwab offering Internet trading to all customers in May 1996.  The cost savings Schwab realized from the increased percentage of trades executed electronically were passed on to its customers.  And the technology Schwab implemented for its Internet trading was developed in-house.  

To improve site usability, Schwab recently installed a natural-language search technology – Iphrase technology – to facilitate customers’ navigation on its web site.  This natural-language search could satisfy customers’ appetite in obtaining efficient answers to their questions.  The search engine uses an algorithm based on conversational phrases and takes into account spelling mistakes.  Hence, a customer searching for a company’s earnings estimates would get an answer in seconds.

Recommendation for the Future

Until recently, Schwab was regarded as one of the great stories – a lengthy record of product innovation capped by a great strategic initiative in offering online trading - however, the bear market that has mauled the financial markets since April 2000 has not spared the company from financial hardships.  Commission revenues in June 2001 were off 57% from their peak 15 months earlier.  Earnings for FY 2001 were down 51.67% from the year-earlier period, underscoring what Chairman & CEO Charles Schwab called “one of the most difficult market environment for the company.  

On one level, what is happening at Schwab mirrors the carnage on Wall Street; Merrill Lynch, Morgan Stanley, Citigoup, among other firms, all have announced layoffs and other cost-cutting moves.  Nevertheless, Schwab has been harder hit since it lacks alternative revenue streams, such as institutional trading that typically help the Wall Street firms get through difficult times.  Also, Schwab let its costs get out of control, having made significant capital investments to finance its growth at the height of the Internet bubble.  

Technology has been and will remain an important part of Schwab’s success.  Top brass has reiterated that the company’s diverse product lines and technological innovations will continue to deliver unique solutions tailored specifically to clients.  Among the service options offered in 2001 is the CyberTrader Direct ™, which offers customers access to Schwab’s state-of-the-art trading capabilities.  In addition, through its SchwabPlan ® bundled 401 (k) services, the company serves individuals through their workplace and has received top honors from Plan Sponsor Magazine.  Schwab also introduced CDSource ™, a service that enables clients to research and purchase certificates of deposit from a variety of FDIC-insured depository institutions, including U.S. Trust, entirely online.  

According to Charles Schwab, the company must continue to reduce costs quickly and support the reallocation of resources in order to execute its strategic objectives and to deliver superior client service in a tough market environment.  With its 7.8 million active accounts and $846 billion in client assets, Schwab remains a force to be reckoned with in the financial services industry.

 Questions

1. What is the catalyst for change at Charles Schwab?

2. What have become the critical success factors and core competencies for this industry?

3. How successful has the technological change been at Schwab?

4. How does the corporation evaluate its financial ability to embark on a major technological program of advancement?

5. What does Schwab’s Web page present about its business?

6. How has technology impacted the industry?
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