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Product / Fund Due Diligence Framework Procedure

Adopting an un-conflicted, fee-based remuneration model allows focus on implementing client portfolios using best-in-class products.  Given a propensity for using passive strategies and a risk factor portfolio construction approach, ideal products are institutional asset class collective investment funds that provide pure exposure to the risk factors that the firm seeks exposure to.

Please note OCF / TER and AMC are used interchangeably in this document. The same applies to the terms, product and fund.
1. Due diligence in practice

The due diligence process for selecting passive funds is relatively straightforward in comparison to actively managed funds.  Given the fiduciary responsibilities of an advisory firm, the overriding focus is on the security and protection of client assets.  Over and above the clearly defined market risks explored in depth in this document, the avoidance of fraud, operational, structural and performance risks in essential; many instances of inadequate due diligence can be identified, not least in the broad failings of otherwise reputable banks and fund professionals who placed their client assets at risk in the Madoff ponzi scheme scandal. 
2. Key areas of due diligence

In practice four key areas of due diligence need to be covered to provide sufficient insight into each product in order to establish if it warrants a place in a client’s portfolio. They are:
2.1 People/Firm reputation

The fund management world is an intangible one.  People are its main asset and investors rely heavily on the quality and integrity of those involved.  Significant conflicts of interest potentially arise from misaligned fund manager and investor goals – not least the pursuit of profit by asset management firms and individuals working for them.

‘In evaluating people, you look for three qualities: integrity, intelligence and energy.  And if you don’t have the first, the other two will kill you.’ (Warren Buffett)
Several key areas need to be addressed:

· Reputation: being able to trust those responsible for the investment of a client’s wealth is paramount.  That trust, though, needs to be based on a broad and insightful assessment of a firm.  The Madoff scandal illustrates that this cannot be based simply on personal access to key players, but must represent the broad market experience of the firm by, its auditors, its existing clients and its other professional relationships.
· History: the history of the firm, its growth and its past record in providing excellent service to its clients in its particular niche needs to be reviewed; as part of that, its commitment to passive investing is critical, both historically and in the future.  Fund longevity is a key to success in investment management, avoiding unnecessary tax and other cost implications of having to change managers. 

· Financial stability: despite the fact that client assets are ring-fenced in OEICs and ETFs, the financial stability of a fund management company is important.  The inability to continue to perform the designated function of the company, could result in the dislocation of services and the risk that the quality of the management of client money could suffer and/or uncertainty and liquidity could arise.  While the ultimate risk of loss may be small, the dislocation costs could be material. 

· Potential conflicts of interest: a number of areas where conflicts of interest could arise would include product pricing (particularly any performance-based fees), securities lending strategies and revenue share and fund asset growth strategies.  Each potential area of concern should be addressed. 
2.2 Operational risks

Operational risks relate to the risk that inefficient administrative capabilities result in losses, ineffective pricing, poor administration and ultimately the failure of the investment firm.  Identifying any unusual arrangements/parties/flows is an early line of defence against fraud.  Several key areas need to be addressed:

· Reputation: the long-term market reputation for service delivered by the firm needs to be considered; contacting existing clients should be undertaken.

· Roles: understanding and having confidence in all of the parties involved in the product is essential.  Due diligence into each of the parties involved such as (in the case of an OEIC) the ACD; depositary/custodian; the registrar & administrator of a fund; and the regulator involved, if outside of the UK, must be undertaken.

· Operational flows: crucially, the fund flows, information flows and instruction flows for investment in a product should be plotted diagrammatically, before investment is undertaken.

2.3 Product / Fund structure risks

Product structure risks relate to the non-market risks inherent in a specific product. Several key areas need to be addressed:

· Pricing/TER: Costs really matter in investing and so the ‘all in’ costs of a product need to be comprehensively reviewed.  The investment management charge (IMC) is the base starting point.  The total expense ratio, or TER, of a fund covers the annual percentage reduction in investor returns that would result from largely fixed operating costs if markets were to remain flat and the fund’s portfolio were to be held and not traded during a period, using Lipper’s definition.  The direction of TERs over time is worth noting.

· Turnover cost estimates: The TER does not cover the cost of turnover i.e. spreads, commissions, stamp duty, and market impact costs, estimated at around 1% for a round trip for UK equities.  Turnover costs should be estimated using fund turnover data and round-trip estimates.

· Securities lending program: many OEICs and ETFs in the UK undertake securities lending to enhance revenues that can be offset against fund costs.  Some firms apply all revenue to the fund and others take a cut.  The latter creates a potential conflict of interest in what securities lending strategy is adopted and how the collateral pool is managed.  Securities lending involves some counterparty risk, and this should be clearly identified.  The collateral management and operational guidelines in place to mitigate or eliminate these risks need to be fully understood. 

· Tax/distribution status: the tax implications of every product should be identified and will form part of the assessment as to the suitability of the product, given the client’s circumstances.

· Domicile: the domicile of every product should be identified and will form part of the assessment as to the suitability of the product, given the client’s circumstances.

· Liquidity: liquidity constraints, either explicit or implicit need to be identified up front.  An example of rapidly imposed and long-standing liquidity constraints occurred in many ‘bricks and mortar’ property funds in 2008/9 and more recently in 2020, where not only the pricing structure flipped to ensure that large exit penalties existed, but in some cases hard lock-ins were imposed that lasted many months.

· Use of derivatives: the use of derivatives, either to mirror index returns of to hedge risks such as forward contracts used within funds to manage currency risks need to be identified and counterparty risks fully understood. 

· Leverage: direct or indirect leverage in products needs to be identified and this risk assessed, prior to any client investment.
2.4 Product performance risks

It is evident that the challenges of active fund selection are far greater in most areas of due diligence, particularly in the area of products structure (e.g. UCITs III flexibility to use derivatives, take long and short positions and use leverage), and of attempting to identify ex-ante, skill-based alpha.

3. Selecting best-in-class funds from a whole-of-market universe
Investment decisions should be guided by the wealth of academic and empirical evidence available to us.  On review, it provides a number of clear pointers to where the firm should focus its energies to deliver its clients with a successful investment experience and positive outcome.  This includes guidance in the way in which funds are selected to deliver returns and risk appropriate for each specific client at the varying stages of life. 

3.1 Whole-of-market universe starting point

The firm uses as its starting point a whole-of-market universe of managed products including OEICs, (onshore and offshore), ETFs and investment trusts.  The sheer magnitude of the opportunity set requires some quantitative screening to narrow the options down to a manageable short-list.  The firm has established some screening criteria (see below) for each asset class/risk factor exposure that it is seeking to capture returns from.  The selection of which asset classes will be included in model portfolios is set out in the Firm’s Investment Process Manual.  It uses Lipper research tool as the source of the data it uses and to run the screens. 
3.2 The process in summary

The figure below provides an overview of the fund selection process.

Figure 1: Overview of the fund selection process






The table below provides some high-level criteria used to screen funds.  In essence funds are sought that have the likelihood of delivering as much of the return offered by the market to clients as possible.
Table 1: High level product selection criteria

	High level criteria
	Target

	Index tracked (if applicable)
	Check index - total return only

	Geographic exposure
	Check underlying exposure (benchmark)

	Currency hedging
	Hedges, partially hedged, fully hedged

	Risk factors (equity)
	Check factor exposure using repression analysis
(market, small, value for equity)

	Risk factors (bonds)
	Check weighted average credit risk, min credit grade
Check weighted average duration

	Trading error to index
	As low as possible, if relevant
Check past record of tracking error

	Total expense ratio (TER)
	<40 basis points – developed equity
<25 basis points – fixed income

<75 basis points – value, small equity

<90 basis points – emerging market equity

	TER trend
	Downward

	Fund size and age
	Preferably >100 million
Preferably >5 years

	Fund Turnover
	<5% for major markets

	Implementation
	Physical stock (preferred)
Derivative use

SWAPs

Does it make sense for the fund?

	Trading strategy
	Establish flexibility/value of the trading strategy


4. Basic product structures

The firm intends to use only mainstream product structures in client portfolios.  These structures need to be clearly understood, robust, transparent, low cost and domiciled appropriately.

4.1 OEICs

Open-Ended Investment Companies (OEICs) are pooled investment vehicles.  They have largely taken over from unit trusts, as the UK’s most widely held mutual funds. OEIC pricing is easier for clients to understand than unit trusts as they only have one price.  Investors pay the costs of advice and investing separately.  Unit trusts collect up-front charges through a ‘spread’ – the difference between the buying and selling price.
The use of OEICs is standard practice for institutional and retail investors in the UK.  All OEICs used are expected to be UCITs III compliant. 

4.2 Exchange Traded Funds

Exchange Traded Funds (ETFs) may be used to gain broad exposure to asset classes not covered by Unit Trusts or OEICs.  They are analogous to index tracking funds that are listed on major stock exchanges and combine the ready-made diversification of unit trusts with the simplicity of shares.  They are not subject to Stamp Duty in themselves (although individual share purchases in the underlying basket will be) and annual charges are generally low for broad market exposures.  ETFs have fixed dealing costs in the form of brokerage commissions.
ETF structures that hold a basket of underlying securities are considered to be both transparent and robust.  SWAP-based ETFs introduce counterparty risk, which while constrained to 10% in UCITs vehicles, is preferably avoided.

4.3 Investment trusts

Investment trusts, unlike OEICs and other open-ended investment vehicles, are closed-ended.  The demand for shares is not satisfied by the creation (or redemption) of shares or of redemption units as in OEICs and ETFs, but by a premium or discount to the NAV of the underlying assets.  The issue of deciding whether a premium or discount reflects true value, or not, is an active management decision that is avoided as part of the underlying investment philosophy employed.  In reality, there are a few indexing investment trusts listed on the market.  Whilst they would remain as part of the best-in-class ‘whole of market’ product review, they are unlikely, in practice, to feature in client portfolios.

4.4 Unregulated investment schemes

Given the asset class menu in use, there is no general need for clients of the firm to be invested outside of the core and familiar investment product structures summarised above.  The exceptions policy implemented by the firm would apply to any client where the use of Non Mainstream Pooled Investment (NMPI) funds was considered.  While the ability of an investor to take on the risks of investment strategies offered a NMPI structure would relate to the willingness, ability and need to take risk, the overriding criteria for NMPI inclusion would be based on the Firm’s assessment of whether the risks are adequately rewarded and if the strategy brings benefits at the portfolio level to the client.  In the event that the Firm believes that it does not, it will not recommend a product that it does not believe is in a client’s best interests.
4.5 VCTs and EIS structures

Underlying these tax strategies are effectively portfolios of concentrated early-stage private equity investments.  Private equity is a high-risk investment proposition that exhibits high costs, illiquidity, access challenges, the need for highly diversified portfolios to mitigate specific risk, and limited performance persistence.  While the tax benefits may be material, the general position of the firm is that the tax tail should not wag the investment dog i.e. investing in weak/highly risky assets that would not be selected in the absence of the tax benefit is undesirable.  However, in specific and exceptional circumstance, they may be considered on an individual client basis.

4.6 Platforms

Conducting the Platform Due Diligence – our methodology 

Independent research

The FCA have advised that the information used for research and due diligence when selecting a platform should be gathered from a range of sources and not just the providers themselves. 

This year we have utilised The Lang Cat to assist in our provider features due diligence and their Platform Evaluation Report supports this document.

Bottom-up approach – the sift

Our intention is to work from the market universe (bottom) towards a small list of useable suppliers at which point we can make a qualitative decision when selecting the final supplier(s).

Our “Must Have” criteria

Currently our “must have” characteristics, in no priority order are:

	Financial strength:
	We need to know that, in a crisis, there is enough liquid capital (or access to it) to allow us to withdraw our client assets in an orderly way.



	Core products:

	Our chosen platform provider must offer access to a GIA, Stocks & Shares ISA, Personal Pension, offshore bond and onshore bond.  This is because our client cohort invariably has this spread of products across their investments.



	Fund Types:
	Our chosen platform provider must offer access to a range of fund types, namely unit trusts/OEICs, offshore funds and tracker funds, as well as a platform cash account.  



	Account Types:
	The platform must provide accounts for individuals and joint accounts.



	FAD:

	Flexible pension facilitation is essential for our clients.



	Investments/Withdrawals:
	Our clients must have the ability to take regular withdrawals via the platform.



	Remuneration:
	The platform must offer flexible adviser remuneration on one-off and regular investments.



	Platform Tools:
	The platform must offer access to:

· A Generic KFD

· A CGT Reporting Tool

· Consolidated client valuations & statements

· All transaction paperwork online

· An online audit trail

· Online accessibility for advisers and the ability for clients to obtain their own valuations online.

· A portfolio performance review tool



	User Support:
	The chosen platform should provide user support via email, telephone and/or face to face. 



	Competitive pricing:
	The combination of transaction, product and platform costs must be market competitive.




Establish selection criteria for each asset class component


Run whole-of-market universe screen (OEICs, ETFs, investment trusts)





Whole of Market





Short List





Identify low cost/low tracking error long-list


Eliminate specific funds using qualitative and quantitative assessment


Establish short list of funds for deeper analysis





Reject funds that are not best-in class


Undertake detailed due diligence using Due Diligence questionnaire


Select ‘best-in-class’ funds – seek approval from the Investment Committee


Monitor best-in-class status across time and replace where necessary





Due diligence & approval
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