How can you save your clients
money by charging them more?
White Paper

A Guide for Advisers
What will your post RDR client proposition look like? In this guide we
discuss the traditional investment options available to IFAs and analyse
their effectiveness from a compliance and cost perspective and introduce
a new “insourced” solution which could allow you to justifiably levy higher
recurring fees for advice whilst at the same time REDUCING the overall
costs for your clients...
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Executive Summary
The FSA’s Retail Distribution Review (RDR) is fundamentally changing the financial advice market in the UK.
The review looked at the provision of all forms of financial advice in the UK and came up with a range of
desired outcomes by the end of 2012.
A central issue for the FSA within the RDR has been the problem of “commission bias”. The FSA feel that
the traditional practice of IFAs being paid by product providers for introduced business leads to bad practice
with clients paying high initial fees (often hidden in complex policy terms) and those same policies being
“churned” to the highest bidder on a regular basis.
In CP09/18 the FSA more clearly defined the definition of “independent” advice and specifically included
Exchange Traded Funds (ETF) as products that must be included when researching investment options for
clients. They have even stated that ETFs should be considered as an investment option under the current
whole of market requirement.
IFAs are unlikely to have the necessary expertise in house to meet the research requirements proposed by
the RDR and so “outsourcing” investment advice will become increasingly popular if not essential.
Traditional methods of “outsourcing” investment advice are expensive and can jeopardise the position of
the IFA as the lead adviser and lead to downward pressure on advice fees.
A fee-based, guided architecture, “insourced” investment solution that made extensive use of low-cost
Index Tracking and Exchange Traded Funds (ETF) in a range of risk graded model portfolios could prove to be
an extremely attractive proposition for a large proportion of the IFA community. Especially if that “insourced”
solution was paid for through a fixed fee invoiced directly to the IFA firm and not to each client.
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1. Introduction
It is widely accepted that the FSA’s Retail Distribution Review (RDR) is fundamentally changing the financial
advice market in the UK. The review looked at the provision of all forms of financial advice in the UK and
came up with the following desired outcomes by the end of 2012
• an industry that engages with consumers in a way that delivers more clarity for them on products
and services;
• a market which allows more consumers to have their needs and wants addressed;
• standards of professionalism that inspire consumer confidence and build trust;
• remuneration arrangements that allow competitive forces to work in favour of consumers;
A central issue for the FSA within the RDR has been the problem of “commission bias”. The FSA felt that
the traditional practice of IFAs being paid by product providers for introduced business leads to bad practice
with clients paying high initial fees (often hidden in complex policy terms) and those same policies being
“churned” to the highest bidder on a regular basis.
The RDR introduces the concept of “Adviser Charging” which in layman’s terms is a fee. Adviser Charging
aims to ensure that product charges and adviser charges are divorced and quoted explicitly making
comparison much simpler for consumers and avoiding the problems outlined above.
In practical terms the RDR outlaws the practice of receiving high initial commissions - which has been
prevalent for many years – and instead will lead to advisers moving to a model where they charge lower
initial fees but - in return for providing the client with a more thorough service - increased on-going servicing
fees, up from the traditional 0.5% per annum paid as trail commission to perhaps 1.0% per annum, either
deducted from the clients portfolio or invoiced directly.
It is imperative that an IFA firm implements and delivers a clear, ongoing service proposition which justifies
any recurring adviser charge that they make. Where investment management is delegated to a third party
rather than handled in-house clients may be unwilling tp pay an increased adviser charge as well as additional
third party fees for investment management.
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Broader Investment Scope
In Consultation Paper 09/18 the FSA clarified the definition of “independent” advice as follows
• A new standard for independence requiring firms that provide independent advice to make
recommendations based on a comprehensive and fair analysis of the relevant market, and to provide
unbiased and unrestricted advice.
In order to define this further in CP09/18 the FSA actually set out the scope of investments that they expect
independent advisers to include within their analysis.
“This will mean that firms that provide independent investment advice to retail clients will be
expected to consider more than just packaged products for their clients. One of the challenges for
independent advisers will be to ensure they have sufficient knowledge of all of the types of products
which could give a suitable outcome for their clients. The rules do not mean that we expect to see
all advisers recommending products such as structured investment products, for example, as a
matter of course. But, we would expect that if a structured investment product would best meet
the client’s needs and risk profile, then an independent adviser should have sufficient knowledge of
these products to be able to recognise this and make a recommendation to buy this product.”
Crucially the FSA highlight Exchange Traded Funds (ETF) as a particularly important investment product
that has been traditionally overlooked by retail IFAs.
“We are aware that few independent firms constrain themselves to looking at packaged products
only. The new standards aim to reflect this while also ensuring any new developments in the
market will be captured by the rules. For example, although many exchange-traded funds
(ETFs) would be regarded as packaged products, evidence suggests that they are
not generally sold to retail clients in significant numbers. This may be because advisers
do not feel they are suitable for their clients or because advisers feel ETFs are not a product with
which they need to familiarise themselves. However, to the extent that ETFs can be a cheap
and transparent way to invest in a particular market, even under our current whole
of market requirement, these products should be considered when deciding which
products are suitable for a retail client.”
What the above extracts show is that in order for independent advisers to effectively double their ongoing
client servicing charges they will need to be able to justify these fees through regular reviews and at the
same time demonstrate to their clients that they are providing comprehensive investment advice at the
lowest cost possible.
In the UK, ETFs account for less than 5% of total retail investment assets. The figure is higher in the
Institutional market where commission is less prevalent as a method of remuneration
In the US where Customer Agreed Remuneration has been the established method of payment for
independent advice for much longer, ETFs account for over 50% of investments in the retail sector.
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2. Traditional “Outsourcing” Options
Many IFAs have traditionally picked fund portfolios for their clients in the past but have had little or no
documented research behind their selections. Performance is generally poor and in larger firms each adviser
may have selected different funds for their clients and therefore there is no continuity within the firm. The
FSA will not view this favourably in the future and unless the IFA firm is willing to employ a specialist
investment professional – at significant additional cost - to monitor and research their fund selections this
may well prove to be a compliance problem in the post RDR world.
IFAs that do not have the internal expertise and capabilities to reliably select portfolios for their clients have
traditionally had three “outsourcing” options available to them.

Fund of Funds/Multimanager Funds
These are packaged solutions where typically one overarching fund manager will select “best of breed”
funds within a particular market or sector with the aim of delivering outperformance through regular
monitoring and alterations to the underlying portfolio. This double layer of management oversight leads
to double charging and Fund of Fund TERs are generally over 2% with many being considerably higher.
Recently there has been a move amongst some larger IFA firms to produce their own “in house” funds
specifically for their clients with the aim of delivering better returns than those available from the retail
market. These “Distributor Influenced Funds” have attracted adverse interest from the FSA due to the fact
that they are generally more costly than mainstream fund of funds due to lack of scale and they generate
additional fees for the adviser firm leading to a potential conflict of interest!

Discretionary Fund Managers (DFM)
In its purest form this is perhaps deemed to be the most sophisticated option available. Traditionally assets
were transferred to the nominee account of the DFM (although nowadays the assets can be managed
remotely e.g. on Wrap platforms) and then managed on behalf of the clients. The DFM will charge a
management fee and many portfolios are built from collective funds which carry additional annual charges.
Total charges can easily exceed 3% per annum once all fees and dealing costs are added in. Crucially the
IFA has no role in the investment management process but will need to account to the client for any share
of fees received from the DFM.

Model Portfolios
Some wrap platforms provide model portfolio options for IFAs using their service. These take the form of risk
graded portfolios which are rebalanced regularly (usually quarterly) and the adviser elects to rebalance their
clients back to the current weightings on an ad hoc basis. These portfolios have typically been based upon a
selection of active funds (similar to Fund of Funds) and the providers tend to be limited to research houses
like OBSR and fund providers such as SEI. Whilst there is no specific charge for this service, investors face
the underlying fund charges in full.
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Cost Analysis
Details of the costs and regulatory risks of each method are shown in the table below. In each case adviser
fees have been excluded and we have assumed that the IFA firm comprises of 3 Regulated Individuals (RIs)
and has £10m of client funds under management.
Flat Fee Structure:
3rd Party Costs

Average Underlying
Fund TER (net of trail)

Total Costs on £10m
total client portfolio

Regulatory Risk

Pick your own individual funds

Nil

1.15% *

£115,000

High

Pick your own fund of funds

Nil

1.71% *

£171,000

Medium

0.75%

1.15% *

£190,000

Low

Nil

1.15% *

£115,000

Low

Portfolio Management Method

Outsource to discretionary fund manager
Traditional model portfolios
*source: Lipper Fitzrovia 2008

As can be seen from the above table the lion’s share of the cost borne by any client is generated by the
Total Expenses of the underlying funds. In addition, since all these charges are based upon a percentage of
assets under management, the adviser firm/client is effectively writing a blank cheque to the investment
managers as the cost increases as more funds are introduced.
Of course were you to add the 1% adviser fee to the fund management fees outlined above the total annual
charge would still be between 2.15% and 2.71%! We believe that, in the new era of complete disclosure,
clients will be unwilling to pay this level of fees leading to downward pressure on the easiest target, the
advisers own fee...

Regulatory Concern
In a recent Guidance Consultation Paper (GC12/6) on Centralised Investment Propositions (CIPs) the FSA
has flagged their concern over the use of DFM “one size fits all” Model Portfolio solutions. The words “shoe
horning”, “churning” and “additional cost” regularly appear throughout the document and it is clear that the
FSA have an issue with this type of restrictive investment approach within the definition of independence.
In sec.4.9 of the same paper the FSA pointed out that where an IFA firm chooses to delegate the discretionary
management to a third party, it can meet this requirement in two ways. It can either:
a ) Arrange for the client to have a direct contractual relationship with the discretionary manager; or
b ) Retain responsibility for the discretionary management but outsource the actual management to a third
party manager. The firm is still required to hold the relevant permissions for managing investments,
even though it does not actually carry out the management.
To me this is pretty clear cut. Where an IFA is using a DFM managed model portfolio solution on a Wrap/
Platform and is assessing suitability themselves rather than allowing the DFM to do that they must hold
discretionary permissions and retain the requisite level of regulatory capital that those permissions dictate.
Furthermore, the act of placing a client into one of these DFM managed solutions does not in any
way absolve the IFA of responsibility for suitability of the advice. This may not be the panacea that
many early adopters thought they were buying into...
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Guided Architecture - a viable Alternative
In light of all of these factors we identified a market for a low-cost Guided Architecture service, similar to
the Model Portfolio service but utilising low cost Exchange Traded Funds (ETFs) and Index Tracking Funds
rather than more expensive active funds. It enables an IFA firm to construct and manage their own range of
sophisticated, risk-graded model portfolios providing exposure to all major global asset classes at a fraction
of the cost of all other outsourced services.
Crucially, rather than charging a percentage of funds under management for this service the IFA firm pays
a monthly retainer. Comparison with the traditional methods outlined earlier shows what a compelling
solution this can be. In the example we have used the assetfirst fee structure of £500 + VAT per month.
Flat Fee Structure:
Average Underlying
Fund TER (net of trail)

Total Costs on £10m
total client portfolio

Regulatory Risk

+ VAT pm

0.41%

£48,200

Low

Pick your own individual funds

Nil

1.15% *

£115,000

High

Pick your own fund of funds

Nil

1.71% *

£171,000

Medium

0.75%

1.15% *

£190,000

Low

Nil

1.15% *

£115,000

Low

Portfolio Management Method

3rd Party Costs

£500

Outsource to discretionary fund manager
Traditional model portfolios
*source: Lipper Fitzrovia 2008

Since the fees for the assetfirst Guided Architecture service are met by the IFA firm, there is no need to
disclose this cost to the client thereby reducing the overall reportable charge significantly over the traditional
“outsourced” solutions and eliminating the likelihood of downward pressure on the adviser fee.
Most importantly the total costs faced by the client - including the advisers 1.00% per annum advice fee
- would be just 1.5% per annum (plus Wrap costs where appropriate), an improvement of at least 0.65%
(£65,000) per annum on any of the other alternatives.

Flexibility
By simply licencing the Intellectual Property behind the portfolios to subscribers the Guided Architecture
provider has no dealings with any clients. IFA subscribers to this type of service receive monthly updated
portfolio positions which they can then apply to their client portfolios as they see fit, either through the
model portfolio functionality of most major Wrap platforms or through direct wrappers such as SSAS &
SIPP. If the client has existing investments which are pregnant with Capital Gains or have punitive exit
terms then the IFA can simply retain these investments and slot them into the asset allocation framework
provided, thereby satisfying the FSA’s concerns with regard to “shoe horning” clients into a one size fits all
centralised investment proposition.

Responsibility
Suitability remains the responsibility of the IFA but as I have pointed out earlier this is the case in all cases
other than where clients enter into a direct contractual relationship with a DFM. IFAs also need to ensure
that their chosen risk profiling tool is mapped to the relevant risk graded portfolio.
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Central Role
Perhaps the main benefit of the Guided Architecture service over traditional outsourced investment solutions
is the fact that the adviser maintains the central role in the management of the client’s financial affairs.
All rebalancing of client portfolios would be carried out by the adviser during the regular review process and
any changes to the tactical positions can be highlighted to clients using the unbranded monthly factsheets
provided as part of the service.

Investment
Advice

assetfirst

Model Portfolios

IFA
Financial
Planning
Advice

Platform
& Product
Selection

Keeping the investment management in-house – supported by “insourced” Quantitative and Qualitative
analysis - will help to justify the level of ongoing adviser charge required to run a profitable IFA practice post
2012.

Summary
Using an “insourced” Guided Architecture service it is entirely feasible to construct a sophisticated, platformbased, in-house investment proposition - paid for via a fully justified 1% per annum Adviser Charge – whilst
still keeping total client charges to less than 1.66%; which is equivalent to the TER of the average actively
Managed UK Equity fund and significantly less than the average fund of fund TER of 2.21%.
It is possible to save your clients money by charging them more…
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The Service in Detail
The assetfirst Guided Architecture service comprises a range of six risk-graded portfolios constructed
almost exclusively using passive Exchange Traded Funds (ETF) and Index Tracking Unit Trusts. The portfolios
benefit from ongoing Tactical Asset Allocation informed by extensive quantitative analysis of global markets.
The strategic portfolios consist of investments in the asset classes shown below.

Defensive

Defensive
to Balanced

Balanced

Balanged to
Aggressive

Aggressive

Balanged to
High-Yield

UK Equities

4

4

4

4

4

4

Overseas Equities

8

4

4

4

4

4

Emerging Market Equities

8

4

4

4

4

4

Investment Grade Bonds

4

4

4

4

4

4

Sub-Investment Grade Bonds

4

4

4

4

8

4

Property

4

4

4

4

4

4

Commodities

8

4

4

4

4

8

Asset / Portfolio

Each of the strategic portfolios is further diversified across sub asset classes as detailed below.

Asset / Portfolio
FTSE 100
FTSE 250
Smaller Companies
High Dividend
USA
EU
Japan
Asia Pacific
Emerging Markets
UK Gov Conventional
UK Gov Index Linked
Corporate IG
Corporate SIG
Property
Commodities

Defensive

Defensive
to Balanced

Balanced

Balanged to
Aggressive

Aggressive

Balanged to
High-Yield

4
4
4
4
8
8
8
8
8
4
4
4
4
4
8

4
4
4
4
4
4
4
4
4
4
4
4
4
4
4

4
4
4
4
4
4
4
4
4
4
4
4
4
4
4

4
4
4
4
4
4
4
4
4
4
4
4
4
4
4

4
4
4
4
4
4
4
4
4
8
8
4
8
4
4

4
8
8
4
4
4
4
4
8
4
8
4
4
8
8
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The Service in Detail...continued
Tactical asset allocation “slants” are made on a low-frequency, high-duration basis. By employing this
discipline existing investor portfolios need only be rebalanced back to the tactical positions on a relatively
infrequent basis. We place limits on the size of tactical slants, thus ensuring that the risk/reward integrity of
each portfolio remains faithful to the relevant risk banding in which it sits.
Due to the low-cost nature of passive funds, the combined Total Expense Ratio (TER) of each of the 6 model
portfolios is typically between 0.40% and 0.60%.

Back Tested Performance
Whilst we cannot guarantee the level of return that each portfolio can produce we have back-tested all of
the portfolios to calculate the likely expected returns over the long-term and the spread of likely short-term
returns or “standard deviation” which can be realistically expected to make up the long term average.

Portfolio
Expected Total Annual Returns
Expected Standard Deviation
Average annual yield (included in above
annual returns)

Defensive

Defensive
to Balanced

Balanced

Balanged to
Aggressive

Aggressive

Balanged to
High-Yield

6.4%

7.4%

8.1%

8.7%

10.2%

7.6%

+/- 7.8%

+/- 9.3%

+/- 10.9%

+/- 12.7%

+/- 17.7%

+/- 11.5%

4.24%

4.08%

3.78%

3.18%

2.53%

5.56%

As an example, the range of short-term annual returns applicable to the Balanced portfolio are likely to fall
between -2.8% and + 19% (i.e. 8.1% +/- 10.9%). The chart at the back of this document shows the risk/
return characteristics of the actual tactical portfolios over the last three years to 01/04/12 and as you can see
the portfolios have performed very much in line with our expectations whilst comfortably outperforming the
relevant IMA sector averages over the period.

Selection of underlying Investments
Whilst the assetfirst Guided Architecture portfolios will comprise predominantly ETFs we will recommend
index tracking unit trusts and/or actively managed funds when appropriate. Our aim is to maintain a TER
within the portfolios below 0.60% per annum at all times.
We also provide our IFA clients with a second range of portfolios which are constructed using only index
tracking funds and/or active managed funds in order to avoid the dealing costs associated with ETFs. These
additional portfolios are particularly appropriate for regular premiums and smaller investment sums or for
use on platforms where ETFs are not available.

Selection of Wrap Platform
Our IFA clients have been using these portfolios since March 2008 and we have a great deal of experience
in their cost effective implementation via several Wrap platforms. For an additional fee we are able to assist
firms with Wrap Platform selection/due diligence to ensure that they are able to access and manage the
assetfirst portfolios at competitive rates.
In addition we are experienced in running model portfolios on several of the main UK platforms and can
assist in the training of your staff in model portfolio maintenance and rebalancing.

Cost Neutral
Uniquely, assetfirst charges the IFA for this service, not the client. This, combined with the low cost nature
of the underlying assets makes the migration from 0.5% trail based remuneration to a 1.0% fee based
service cost neutral to the majority of clients.
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The assetfirst Team
Passive investment specialist IFA Andrew Whiteley, Independent Analyst Steve Williams and former
discretionary fund manager Philip Bailey are the team behind Assetfirst, a unique, fee-based, model
portfolio service designed to assist other advisers to comply with the demands of the Retail Distribution
Review (RDR).

Andrew Whiteley DipPFS
Andrew has been an IFA for over 23 years. He set up Provisio Limited in conjunction with WKH Chartered
Accountants in 2003 and the firm now manages over £90m of client funds. In 2008 Andrew decided to
transition the business to a recurring fee model and developed a wrap-based wealth management service
underpinned by a range of unique risk-graded model portfolios constructed and managed in conjunction
with Cormorant Capital Strategies using Exchange Traded Funds (ETFs) and Index Tracking Unit Trusts.
These portfolios proved so successful in in making that transition that in 2010 Assetfirst was launched to
allow other IFAs access to the intellectual property behind the portfolios for a fixed annual fee.

Steve Williams IMC
Steve has worked in the IFA industry for 15 years. Much of his experience analysing and advising on the global
capital markets was gained whilst working at a senior investment management level with a leading edge
City IFA firm. During his time there he successfully guided high net worth investment portfolios through the
dramatic post millennium bear market and subsequent credit-fuelled recovery. Now, as managing director
of Cormorant Capital Strategies Limited he works on a broad range of investment management projects.
Cormorant, an independent investment consultancy firm unique in catering only to professional investment
advisers, was launched in 2005.

Philip Bailey IMC
Philip joined forces with Andrew Whiteley in 2008, working on the Provisio Wealth Management service,
prior to that he worked as a Senior Investment Manager at a large private client investment firm. He originally
joined the industry in 1986, as a trainee asset allocation manager. This experience foundation gives him a
unique insight into the passive/active fund management debate. Philip’s in-depth knowledge of ETFs makes
him a regular contributor to the financial press and he is a frequent speaker at conferences on the subject
of passive investments and portfolio construction.
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Passive Doesn’t Mean Average
Total Return Bid-Bid performance vs volatility scatter chart over 36 months
From 31 Mar 2009 to 31 Mar 2012 from UK IMA UT and OEICs universe.
Rebased in Pounds Sterling (source: FE Analytics 2012)
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12.72
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9.91
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Assetfirst Balanced to Aggressive Tactical TR in GB
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