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Good governance is gold

Chris West

hen the term ‘governance’ is mentioned, the

first reaction is normally one that brings

up the dread of another set of overburden-

some compliance obligations. However,

governance and compliance are very differ-

ent things. Good investment governance at
its core is about how to make good investment decisions. Moreover,
good decisions lead to good outcomes and good business.

There are four key pillars to successful investment governance and
therefore good investment decision-making:

» Skills—having skilful investment professionals at the core of the
investment process.

* Resources—the tools and advice considered in decision-making,
including external resources.

* Time—more time focusing on strategic decisions through thought-
ful consideration.

* Process—a clear process and decision criteria.

Having the right mix of these in place, positions self-determined
advice and wealth firms well to build out a private label managed ac-
counts portfolio and should deliver better outcomes for clients.

Therefore, as a firm moves to implement a managed accounts pro-
gram, there exists a key set of governance considerations:

e What mix of internal and external skuls and resources will be
employed to set both the appropriate mandate and undertake
the ongoing management of the program? Who has the invest-
ment skill and what is your portfolio management technology?

* How much #ime will be dedicated in the form of investment com-
mittee meetings and other research and reviews, including due
diligence on managers and securities? Do you have sufficient re-
sourcing to conduct fiduciary level due diligence on fund manag-
ers and securities?

* What processes, framework and delegations will be in place to in-
form decision-making? How will you stick to the strategy when
markets turn against your approach? How do you make portfolio
trade-offs between risk, return, fees, diversity, complexity and
sustainability?

The right decision for the right reasons
All decision-making should have clients’ best interests as the core
criterion, irrespective of any legal or compliance obligations.

A successful managed accounts program needs to be based on
delivering better client outcomes as opposed to those ‘force fed’
from dealer groups or vertically integrated offerings from wealth
firms designed to supplement revenue.

The risk to firms operating under this model is significant from a
conflicted remuneration and best interests’ perspective.

The platform’s perspective

Whether the responsible entity (RE) of a managed account is an
external provider or the platform’s own RE, they need to consider
the approval of a private label managed account from a fiduciary
perspective for your clients.
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Some of the required analysis and documentation
includes:
 the investment philosophy employed in the develop-
ment of the portfolios
o stress testing
¢ scenario analysis
* historical track record
» research and due diligence on the managed funds,
exchange-traded funds and securities used

¢ details of the investment process.

 business and corporate considerations including busi-
ness continuity, disaster recovery and cybersecurity

» review of the capability and experience of the person-
nel making the investment decisions.

For superannuation trustees of the platforms in par-
ticular, the requirements need to meet the standard set
by Australian Prudential Regulation Authority Super-
annuation Prudential Standard 530: Investment Gov-
ernance. It is important to fully appreciate the reasons
behind why well-governed platforms take these require-
ments so seriously—they are acting in the end client’s
best interests.

Therefore, the ‘model manager’ appointed by a re-
sponsible entity needs to meet the standard of a profes-
sional manager. For many groups considering adopting
an internally managed program without an external
partnership, it is important to remember that the re-
sponsible entity and/or superannuation trustee needs to
think and act as a fiduciary. Does your proposed solu-
tion stack up to this standard?

Determining the right framework for
model management

There are three primary structural models that can be
used to implement a private label managed accounts
program, each of which will be suitable in a differ-
ent context for different firms and business models.
The following sections outline Context Capital’s per-
spectives on the different models, along with their
strengths and weaknesses.

Option 1: Go it alone

v Suitable for wealth management firms with a signifi-
cant internal team, access to professional resources,
strong governance and a well-resourced investment
committee

v Maximises control

v Truly unique to the firm

v Aligned with pre-managed accounts value proposition

x Risk of conflicted remuneration

x Vertical integration

x Solely reliant on internal resources, platform will need
to consider capability and track record of internal team

x Highest operational risk.

Option 2: Collaborate

v Suitable for wealth management firms with some in-
ternal resources, a formal investment committee and
some internal investment speciality, most commonly a
direct share investment program

v Greater flexibility to appoint and remove model man-
ager or asset consultant

v Can incorporate the intellectual capital of the internal
team and the provider

x Risk of conflicted remuneration

x Lower efficiency, given potential duplication

x Requires very clear specification of roles, responsibili-
ties and decision-making. Platforms will need to con-
sider both advice firm and manager capability.

Option 3: Delegate

v Suitable for most financial advice firms seeking to de-
velop a private label managed account program

v Maximises use of external expertise

v Maximises efficiency

v Lowest risk of best interests compliance findings

v Lowest operational risk

x Need to ensure appropriate arrangements are in place
with responsible entity and model manager to enable
manager replacement without moving clients

x Risk of drifting towards an ‘off-the-shelf” solution.

Figure 1. Steps associated with going it alone
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Partnering does not mean giving up
control

There is a common misconception that partnering with
an asset consultant or model manager means ‘hand-
ing over the reins’ of your clients’ investments. This is
where it is important to engage the right type of model
with a chosen managed accounts partner so that the
customised managed account remains exactly that—
customised to the context of your firm and not drifting
towards the ‘off-the-shelf’ solution a provider may offer
on-platform.

The example delegations matrix depicted in Table 1
shows that an advice firm operating under ‘Option 3:
Delegate’ still has overall control of setting the mandate
and providing oversight of their managed accounts, but
leaves the day-to-day operations of the portfolios to the
model manager.

o

The quote

A successful managed
accounts program
needs to be based on
delivering better client
outcomes as opposed
to those ‘force fed’
from dealer groups or
vertically integrated
offerings from wealth
firms designed to
supplement revenue.

There is no one-size-fits-all solution
Ultimately the right governance for a managed ac-
counts program should come down to the context of
the firm and its client base. It is, however, critical for
success to ensure client outcomes are at the centre of
decision-making and a strong governance approach is
employed. Fs

Figure 2. Collaboration in action
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Figure 3: The delegation process
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Table 1. Example delegations structure

Advice firm
Asset consultant/
investment
model manager .
committee
Productand . Invgsiment Recommend Decide
mandate design  beliefs
Objectives Recommend Decide
Strategic asset
allocation and Recommend Decide
ranges
Portfolio ‘ Dynam.w asset Decide Inform
construction allocation
Manager Decide Inform
selection
Implementation Mangge( Decide Inform
termination
Interim portfolio Decide Inform
management
Rebalancing Decide Inform

Source: Context Capital

Important information

This paper has been prepared by Context Capital Pty Ltd ABN 91 641 577 317, an authorised
representative (CAR No. 1282338) of Context Group Pty Ltd AFSL 535218 (‘Context), for
information purposes only. It is intended solely for wholesale investors as defined under sections
761G and 761GA of the Corporations Act and financial advisers and is not suitable for distribution
to retail clients. The views and opinions contained herein are those of the authors as at the date of
publication and are subject to change due to market and other conditions. Such views and opinions
may not necessarily represent those expressed or reflected in other Context communications. The
information contained is general information only and does not take into account your objectives,
financial situation or needs. Before acting on the information or making any financial decisions
in relation to the matters discussed hereto, you should consider the appropriateness of the
information based on your own objectives, financial situation or needs or consult a professional
adviser.

Context does not give any warranly as to the accuracy, reliability or completeness of information
which is contained in this material. Except insofar as liability under any statute cannot be excluded,
Context and its directors, employees or consultants do not accept any liability (whether arising in
contract, in tort or negligence or otherwise) for any error or omission in this material or for any
resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the
recipient of this material or any other person. This material is not intended to provide, and should
not be relied on for, financial, legal or tax advice. You should note that past performance and any
forward looking statements is not a reliable indicator of future performance
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