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I.Introduction 

In the early stage of stock exchanges, trading was a very straightforward process without any 

intermediaries involved. An investor was selling its asset of value and directly received a payment in 

return. 

However, over the time, the financial industry has continuously evolved toward a more complex model 

where an increasing number of parties are now involved in each transaction. As we will see with a 

zoom on the Funds industry, this increase in complexity had a huge impact in term of cost, timeliness 

and regulatory requirements to process transactions. 

On the other hand, a new technology has recently started to grab everyone’s attention in this industry 

as it has the potential to completely reshuffle it…Blockchain. 

Indeed, the technology behind the digital currency “Bitcoin”, has the potential to get rid of many 

intermediaries of the sector by automating processes and to lead to significant time and cost savings 

for the fund distribution. 

II.Blockchain general concept1  

Blockchain technology uses a network of computers to validate, process and keep a record of 

transactions in real time.  

The first application of Blockchain technology was the “Bitcoin”.  This digital currency highlighted a 

major potential benefit of Blockchain: being able to process transactions without any intermediaries. 

But how does it work? Concretely, transactions requests are sent to a network of computers for 

validation. Each computer follows some software protocols to ensure these transactions are valid. 

Once validated, transactions are combined together to make a block of data. Then, a record of this 

block of data is kept into a digital register also called “Blockchain”. Ultimately, copies of this register 

are distributed to the blockchain participants and secured by a cryptographic framework to ensure 

that records cannot be changed or altered. 

III.Zoom on the European fund industry  

A booming and highly concentrated sector 

The European investment fund industry has been continuously growing since 2011 and has broken a 

new record with €13,32 trillion of asset under management in 2015. From €8 trillion in 2011, that 

represents an increase of almost 70 % over the last 4 years. 

With almost €3,5 trillion asset under management and a 26%3 market share in 2015, Luxembourg is 

from far the European leader of this concentrated industry where the top 5 countries account for 

                                                           
1 For additional information on the blockchain technology, also refer to Vandepitte R. (2017,January) “How Blockchain is disrupting the 
financial industry”, Initio Website 
2 Appendix 1: Net assets of European investment funds (EUR billions) 
3 Appendix 2: Breakdown of the European investment fund market (%) 
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almost 80% of the total market share. Ireland and Germany are completing the podium with 

respectively 14% and 13% and are then followed by France with 13% and UK 11%. 

Noticing that over 38004 investment funds are based in Luxembourg and around 140005 people are 

currently employed in this industry, it becomes clear that the country might be heavily impacted by 

any disruptions in the fund industry business model and activities. 

Current fund industry model6 

The current fund industry model is complex and includes a lot of intermediaries and interactions 

between them.  If we simplify it, the current process for an investor to buy shares of a fund is the 

following:  

1) An investor will liaise with the distributor in charge of selling the fund.  

2) The distributor will create an account7 for the investor and send a transaction request to the 

transfer agent.   

3) Transfer Agent (TA) will receive the transaction request from the Distributor.  

4) TA will perform AML8/KYC9 verifications on the investor and confirm the trade.  

5) Based on the NAV10 computed by the Fund accountant, TA will request the payment to the 

distributor. In addition, TA will also record the transaction and investor account balances in 

his book. 

6) Distributor will then process the transaction, make the settlement and reconcile potential 

discrepancies with TA’s books. 

 

 

                                                           
4 Source : Surprising Lux. (2017), Funds for growth, Luxembourg for business & Luxembourg for finance 
5 Source : Surprising Lux. (2017), Funds for growth, Luxembourg for business & Luxembourg for finance 
6 For a description of the main roles of the  fund industry actors also refer to Appendix 4: Fund industry actors and roles 
7 Account opening includes KYC documentation collection, dissemination to TA and due diligence checks 
8 AML: Anti-Money Laundering 
9 KYC: Know Your Customer 
10 NAV: Net asset value. NAV is the value per share of the fund 

Source : ALFI & ECB 
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IV.Blockchain applied to the fund industry 

Blockchain technology has the potential to heavily simplify the current fund industry model described 

above. 

First of all, blockchain technology would allow the investor and the fund management company to use 

cryptocurrency11 as a middle of payment using a digital wallet: a specific account used to hold digital 

assets and currency. There would be no need for cash transactions and settlement anymore. 

In addition, Blockchain technology also allows to process smart contracts. These contracts are in fact 

computer programs which are stored in and run by the network of computers behind the Blockchain. 

These programs are able to verify a set of pre-programmed conditions and to automatically execute 

instructions if these conditions are met. A very interesting application of smart contracts is to enable 

the automation of AML/KYC verifications, transactions processing, as well as asset servicing such as 

payment of dividends. 

Therefore, Blockchain technology combined with smart contracts has the potential to create a new 

peer to peer model between investors and the fund management company directly and, this way, 

getting rid of intermediaries such as transfer agents, distributors or custodians. 

New fund industry model with Blockchain  

Firstly, Investors would not rely on distributors anymore for the transaction initiation and processing. 

Investors would send the transaction request themselves via a dedicated application into a smart 

contract implemented at the fund side. 

Secondly, heavy AML/KYC verifications, either to onboard a new client or to process any transactions 

of an existing client would not rely on the distributor and the transfer agent anymore. Instead, these 

checks would be performed almost instantaneously and in an automated way by the smart contracts. 

These smart contracts would also ensure that every conditions are met to process the transactions, 

such as the investor having enough digital currency into his digital wallet. 

Finally, the smart contract will automatically execute the transaction by triggering the creation of 

digital fund shares and exchanging them against the amount of digital currency required depending on 

the NAV of the fund. 

Once the transaction will be performed, the smart contract can also be pre-programmed to be used 

for asset servicing such as payment of dividends or stock splits, reducing once again the role of Transfer 

agents, distributors and custodians. 

 

                                                           
11 Cryptocurrency is a digital currency which uses cryptography to secure the transactions 
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V. Blockchain benefits  

Lower operational cost and risk 

One of the main cost drivers of the current fund distribution model is the low automation rate. Indeed, 

some key processes are still managed by manual intervention such as the sending of faxes or postal 

mandates. 

While order processing is increasingly STP12, a bit more than 20%13 was still handled manually in 2015 

in Luxembourg. This figure being even higher for hedge and alternative funds. On the other hand, 

automation efforts related to transfer and corporate action processes have long been neglected.  That 

led to a majority of these processes being slow, inefficient and still handled by manual intervention. 

In addition, a higher automation would also significantly reduce the risk of fund settlement failures 

due to manual errors and the cost of reconciliation between several parties such as the fund 

distributors and Transfer agents.  

Regarding the Luxembourg funds industry, a study conducted by Fundsquare highlighted that 

blockchain technology could reduce the operational cost of fund processing and reconciliation by more 

than 60% or almost € 600 million14 yearly. 

Faster transactions settlement time  

The current model of the fund industry which involves many intermediaries causes important delays 

in the transaction processing. Indeed, the current benchmark is that transactions settle only 3 business 

days after the cut-off of the fund, time at which the NAV is computed. One day after the cut-off, the 

transfer agent confirms the trade and send the request for payment to the distributor. Then, 2 

additional business days are required for the cash and transaction settlement. 

With blockchain, smart contracts would enable to verify that every conditions are met to confirm the 

transaction and, in an automated and almost instantaneous way, to process and settle this transaction. 

That would, in return, reduce the transaction processing and settlement time from 3 business days to 

a few minutes or less. 

Reduced transaction costs and collateral requirements 

On top of reducing settlement time, this model would also drastically reduce the transaction costs by 

getting rid of intermediaries and their associated fees. 

In addition, the use of a distributed digital register would ensure that both assets and cash are present 

prior to trading and consequently eliminate the liquidity and credit risks of the transaction. Therefore, 

investors would not need to pledge important collaterals anymore to cover counterparty settlement 

risks. 

Current KYC processes: inefficiencies, costliness, and poor investor experience  

First of all, current KYC processes are very heavy, lengthy and redundant. For instance, it can take up 

to 50 days15 to onboard a large corporate client. This is due to the high volume of documentation to 

                                                           
12 STP : Straight-through-processing 
13 Source: Fundsquare&Deloitte,2015 
14 See appendix 3 : Fund distribution processing costs in Luxembourg 2014 
15 Source: Britton, M. (2016), Could blockchain solve the KYC/AML challenge. BCS consulting 
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be collected and the numerous checks and verifications to be manually performed by the distributors 

and transfer agents.  

In addition, investors currently have to submit almost the same documentation for each new 

registration process16. This duplication of work ultimately leads to a very poor client experience17. 

On top of that, these KYC processes represent an important financial burden for distributors and 

transfer agents and can trigger huge fines from the regulators when not performed rigorously. To 

illustrate this, the cost of KYC associated to the fund distribution processing in Luxembourg amounted 

to € 180 million18 in 2014, or almost 15% of the total fund distribution cost. 

Blockchain and a digital KYC identity 

Therefore, in regard to the above issues, blockchain technology also has a big role to play in KYC as it 

has the potential to create a much more efficient model based on a digital identity.  

In this model, the investors will provide all the 

requested documentation only once to a trusted 

party such as a regulator, government entity, or a 

KYC utility. The trusted party will review and verify 

the authenticity of these documents and generate 

a specific cryptographic token for the customer 

(Ex: KYC-10A32) as a proof of validity of the KYC 

process. This token, a digital KYC identity, will then 

be published and stored into the blockchain.  

Then, for each new onboarding or transactions, 

the investor will only have to present his token as 

a proof that his KYC documentation has already 

been validated and the distributors and transfer 

agents will be able to instantaneously verify and 

validate it.  

Therefore, blockchain has the potential to enhance the investor experience through only having to 

submit documentation once and by making the onboarding process much faster. For the distributor 

banks and Transfer agents19, it could also drastically reduce their operational costs20 by not having to 

perform heavy and often manual KYC checks for each onboarding and subsequent transactions. Finally 

blockchain could also increase the security by enabling investor KYC documentation to be always up 

to date and allowing every blockchain participants to report fraudulent transactions in near real time.  

 

                                                           
16 Investors have to submit again the same KYC documentation not only to enter into a new relationship with a new bank but also when they 
want to get access to a new service of a bank they are already a client of. 
17 According to a survey conducted by Thomson Reuters, 89% of corporate customers are having a bad KYC experience 
18 See Appendix 3: Fund distribution processing costs in Luxembourg 2014 
19 Or the fund management company, in a potential long term model where distributors bank and TA would not be required anymore 
20See appendix 3: Fund distribution processing costs in Luxembourg 2014 

Source : Stratumn SAS 
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VI.Blockchain challenges  

As described above, blockchain technology has a high potential for the funds industry. However, banks 

and other fund industry participants are likely to face numerous challenges in integrating and adapting 

their business model to blockchain. The main hurdles would encompass issues related to the early 

stage of the technology, to the adoption of common industry standards, and finally, to governance, 

regulation and anonymity protection. 

Common infrastructure and standards adoption 

Firstly, the power and efficiency of the blockchain technology is driven by the network effect. To be 

successful, every fund industry participants would have to collaborate in order to build and share a 

common infrastructure and standards. 

Therefore, a first hurdle in the blockchain implementation into the fund industry model would be to 

agree on who will bear the costs to build the new infrastructure. As defining the cost allocation (e.g.: 

by market share, number of transactions,…) could obviously lead to conflict between participants, the 

best alternative might be to have a third-party such as R3 CEV21 building out the infrastructure and 

developing common standards for the industry. 

In addition, a second challenge would be for banks to align and adopt common market practices. For 

instance, in KYC matters, each bank is currently performing his own onboarding checks. 

Technology issues 

A second important challenge to implement blockchain would be to cope with the high computational 

power required by the hashing algorithms used. While this constraint was already highlighted with the 

Bitcoin currency, this issue would become even more important once blockchain technology would be 

applied to the funds industry as the volume of transactions would be significantly higher.  

Nevertheless, solutions exist to mitigate this scalability limitation such as using a permissioned 

Blockchain model with limiting participant verification nodes as well as using data analytics inside of 

the verification processes. 

Governance, regulation and anonymity protection 

Many governance issues have yet to be tackled to make the implementation of blockchain a success. 

For instance, the main concerns are related to which entity is given the right to see and validate any 

transactions, who would be given the responsibility to run KYC checks and deliver digital identities or 

even who would be liable in case of  fraudulent transactions. 

On top of that, the legal framework currently applicable to the funds industry would have to be 

adapted to blockchain framework as well as to a fully dematerialized environment for securities 

trading. 

Finally, anonymity protection is also a critical requirement for many processes in the fund industry. For 

instance, investors would not want that anyone could have access to their KYC documentation and 

digital identity.  

                                                           
21 R3 CEV is a tech company created in 2014 by a consortium of the biggest financial institutions to promote R&D on the blockchain 
technology. The consortium currently counts more than 70 participants 
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To answer these issues, the general trend in the industry would be to use a permissioned blockchain 

model in opposition to the fully public blockchain model used with Bitcoin. In this permissioned model, 

only a few participants such as regulators or central banks would be granted the access to the digital 

register and would be authorized to perform transactions validation or AML checks. 

VII. Adoption timeline 

While blockchain technology could have a massive impact on the funds industry, it is important to keep 

in mind that the technology is still at its early stage. Therefore, a mass adoption of blockchain and a 

complete change of the fund industry model is only expected in a very long term and would only be 

achieved with a good collaboration among market participants. 

For instance, a study performed by Euroclear Bank22 foresees the initial adoption of a new shared 

infrastructure and common industry standards for capital markets in 5 years while a long term mass 

adoption could require at least 10 years. 

In addition, it is also fair to point out that the new models based on blockchain technology described 

in this article are the most optimistic ones where a full disintermediation of the industry has taken 

place. However, while they might take place in the long run, some transitional models are expected in 

the short and middle term in which intermediaries such as distributors, transfer agents and custodians 

would still have a role to play.  

VIII. Conclusions 

Blockchain technology has the potential to bring huge benefits to the funds industry globally. First of 

all, automation of processes could lower operational costs by up to 70% and reduce risks associated 

to manual intervention. On top of that, blockchain could also drastically decrease transactions 

settlement times from 3 business days to a few minutes or less. Finally, it could also significantly lower 

transaction costs by getting rid of intermediaries’ fees and improve investor experience through faster 

and less redundant KYC processes.  

However, many challenges have still to be tackled in order to achieve a successful implementation of 

blockchain in the funds industry and an optimization of its benefits. First of all, the industry participants 

would need to build and share a new infrastructure, agree on common market standards and find a 

way to cope with current scalability limitations of the technology. In addition, governance issues 

related to the access and validation rights would also need to be solved. Finally, the regulatory 

framework would need to be adapted to a new industry model using blockchain in a dematerialized 

environment. 

On top of that, the mass adoption of blockchain technology and a complete reshuffling of the fund 

industry model is only expected in the long run and will be dependent on the level of collaboration 

among the market participants. 

                                                           
22 Euroclear & Oliver Wyman. (2016, February), Blockchain in Capital Markets. The prize and the journey 
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To conclude, the expected benefits of blockchain for the fund industry are numerous and significant 

but many challenges have still to be tackled to enable this technology to deliver its full potential in the 

long term. 

 

Nelson Dossogne  
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XI.Appendixes 

Appendix 1: Net assets of European investment funds (EUR billions) 

 

 

 

 

Appendix 2: Breakdown of the European investment fund market (%) 
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Appendix 3: Fund distribution processing costs in Luxembourg 2014 

Processing costs  
(in Luxembourg) Current(€M/year) Potential(€M/year) Savings(%) 

Fund processing* 570 210 63% 

Cash processing 170 5 95% 

KYC & due diligence 180 20 89% 

Reconciliation & Errors 355 140 61% 

Documents dissemination 15 1 93% 

Total 1290 376 71% 

      

* Includes orders, transfers, corporate actions and dividends Source : Fundsquare & Deloitte 

 

 

Appendix 4: Fund industry actors and roles 

Actors Main Role 

Fund management company 
(Manco) 

-Set up the investment funds 
-Earn income by charging commissions or services fees to the investors 

Portfolio Manager Choose and manage the securities included in the fund portfolio 

Broker Execute the portfolio manager instructions to buy or sell securities 

Distributor  -Marketing of  the fund (creation of the fund prospectus) 
-Selling of the shares of the fund to investors 

Transfer Agent (TA) -Performs AML/KYC checks on the investors on behalf of the fund ManCo 
-Processing of subscriptions, redemptions, transfers and corporate actions 

Fund Accountant (FA) Compute the NAV (Net asset Value) of the fund used for the valuation of 
the fund shares 

Custodian Hold the investor securities for safekeeping purposes 

 

 

 


