
Thc MFDA hls essentially demanded that advisors incor-
porate some level of due diligence in their practice as part of
their regulation notice MR-0048. "Know Your Product". But
beyondbeing lold that you must conducl due diligcncc. it also
makes good business sense. By fbllowing a consistcnl, sls
tenutic, ard well documenred proccss, you gain I thorough
understanding of lhe producl. its oflcring oompany, thc risks,
expecled relurn. and cxpcctcd costs. only once you under
sland thes€ issucs c.rn you p()pcdy assesr whether the prod
uct is a worlhy investment for your clients. Addilionally, by
documenting your process you will b€ in a more dclensible
position in the event thal there is a complainl lodgcd .rgAinst
you either by a client or a regulatory body.

Due diligence is a mulli-step proccss md dcpcnding on thc
product, it may bc A simplc pnx-css. or il mry be more

Fo owing the populatity of his presentation,
'Mininizing Risk to Maxinize Returns: Ptoduct Due
Diligence" at the Torcnto Fall Sunmit on Nov. 1 & 2,
2006, we asked Dave Patercon to wite a guest
atticle fot this issue of fhe lndependent so that all
our nenberc could take advantage of hb tips on
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involved. For exrmplc. whcn l(x)king at a ncw mutual fund
offbring liom onc of thc maj(tr conrprnies, your due diliSence
can be rclatilcly quick. It may inlolve a rcad ofthe prospec-
lus and r review of the fund's manager. This is because wilh
! simtlified prospectus oftering. there are a number ol
regulated teatures such as disclosure. reportins rcquircmcnts,
and investment restriclions.

Howcver. when looking al exempt producls, such as
thosc offered by Ofttring Memorandum, the amounl ol duc
diligence required is much greaier. This is becrusc products
offered by Oftering Mcmorandum do not havc thc srmc reg
uiated reporling and discbsurc rcquircmcnts as a sinrflified
prospectus product. Thcrcii)rc (hc lranspfcncy rl vanous lev
els is much bwcr thln a tradition{l mutual fund, increasing
the potenlial risks. and increasing the amount ofdue diligence
required bcforc comnitting any clicnt fund! t{) the product.

A key stcp in thc duc diligcncc prl)ccss involvcs r detailed
rcvicw oi lhc conrpmy offeri g the pioduct. Herc, youte
kx)king to contirnr basic infbrnration obout the company
includinS years in busi ess, assets under adrniniitralion. and
the quality of nlanagenent. You nray also want to do a
quick search to see if the company or any menrbers ol lhc
managemeol teanr have been involvcd in any indurtr) scandrl

The next step is r thorough revicw ol lhc dclails oi lhc
producl. Pay pa(icular rllcntion to ihc invcitmcnl objcctives
,rnd lhe man{gcr, including rclcvanl track record. investnrenr
process. includirg scll disciplinc llnd.rny rcstrictn)ns (such as
permiltcd invcstmcnls. lcvcraging or short scllin0, ftat gov-
cm lhc managcmcnt of thc p(duct. Nexl. lakc a look at lhe
lccs lhat are charSed, and how they compare to similar prod-
ucls. Ideally they should be in line or lower than compafliblc
products. Ask yoursell al this poinl: gilen the managcr, thc
invesiment proccss and lcvel ol lccs, docs rhc invcstmcnt
objective sccm,tchievablc?

Other points |o coosider inciude:

. are they using cxtcm.rl, name bfand cuslodians,
lruslccs, and auditr)rs?

. is a liquid secondary market available?

' is any pcfonnance qur)ted actual retums, nct offees?

Once you have cornpleted your review ofbolh the com
pany and the producl, the risks ol the investmcnt should
become much clearer. It's a good idea 1() lisl all of rhe risks
of rhis investmcnt in your due diligence filc. Bcyond the
lrrdiLional irvestment risks, otherrisks to be awareofinclude:

. operational risk

. ransparency rsK

. liqu;dity nsk

See "Diligence", pg. 5
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The linal stage is d€termjning investor suitabjlily.
TrJditional mutual funds mJke this st€p relali!ely sim-
ple since it is listed in the prospectus However fbr
;rempt producls thit task is left to the advisor Using
a1lof-the information gathered you must detelmine the
tvDes ofinvestors for whom the producl is best suil€d
As well. it's wise to rletermine the maximum ponfolio
weighdng lor different invcstor profiles.

At firsl glance, due diligencc appears to be quite

burdensome. The reality is that it is not as bad as it
seems. For mosl traditional mulual tunds' the process

is quite simpl€ and involves littte more than a review ot
lhe fund's prospectus and the manager'

For exempt prulucts, thc process is more involved,
however, thanls to MR-0048, a lot ofthe heavy lifting
$hould bc done for you through your dealer's proaluct

rcvieq Drocejt. Slill. aJvisors murt do .I minimum
level of Jue diligence in order to srlisfy lheir obligr-
tions und€r the r€gulation.

By using the points addressed in thjs article as yout

sta(irg point, you will be wellon your way to havng
a srong foundation for a due diligenc€ process which
Nhould result in helping you lo identify tho3e Prcducts
that may be of concern,

Patorson & Associates is an independenl
consult ing f  rm providing mutualfund and hedge
fund research, produci due diligence' and port'

foio oolimizaiion servces You can download a
copy of Dave's'Oue 0iligence Checklisi' on our
website at http://wwuifbc.calto summit.php


