DILIGENCE PAYS 12/14/17
How the Fiduciary Rule Can Make You Money
The Post-DOL world is here. Despite delays, certain elements of the fiduciary rule are already in place.
With full implementation scheduled for July 2019, figuring out how to deal with the fiduciary rule is the top priority
for many firms and advisors. Here’s how you turn this regulatory bombshell to your advantage.
Don’t Fight the Inevitable
Many of the largest investment managers have already made changes to comply with the fiduciary rule. For
example, Bank of America Merrill Lynch (BAC) moved clients from commission-based accounts to fee-based
ones. Fidelity has been aggressive in positioning itself as a fiduciary to retirement plan participants. The industry
is moving towards a fiduciary standard, and soon a fiduciary level of service will be required to acquire and retain
clients.
Win More Assets and Keep Them Longer
Most everyone is familiar with the Duty of Loyalty portion of the Fiduciary rule, while few understand the Duty of
Care. Stand out versus your competition by showing expertise on the most important part of the Fiduciary Rule.
Show clients that, despite the ambiguity surrounding the Duty of Care, you understand how to take care of them
properly when it comes to investment advice.
Avoid Regulators’ Scrutiny
In our meetings with wealth management executives and advisors across the country, the biggest concern we
hear is:
“When I/we get pulled in front of an arbitration panel, how will I/we justify my recommendations.”
This concern is understandable given the conflicts endemic to sell-side research and the lack of rigor in technical
research.
Now is the time to upgrade your practice to leverage research that can stand up to regulators’ scrutiny and
impress clients with your diligence.
Impress Clients with Thought Leadership on the Duty of Care
Despite the lack of regulatory guidance for fulfillment of the Duty of Care, there is plenty of common-sense
guidance from thought leaders such as wealthmanagement.com, MarketWatch, Michael Kitces and Kim O’Brien,
CEO of Americans for Annuity Protection. They all agree that research that fulfills the Duty of Care should be:
1. Comprehensive: Incorporate all relevant publicly available data from 10-Ks and 10-Qs, including the
footnotes and MD&A.
2. Un-Conflicted: Provide unbiased research.
3. Transparent: Show how the analysis was performed and the data behind it.
4. Relevant: Show a tangible, quantifiable connection to fundamentals.
It’s hard to find fault in providing clients with research that meets these standards. In fact, most average
investors probably think today’s research meets these standards, but it does not.
Impress Clients with the Latest in Technology
Research that meets these four standards can be hard to find. Not long ago, it did not exist with scale and
consistency. Frankly, it’s not been in the best interest of most Wall Street firms to make this kind of research
available to the masses.
Fortunately, recent advances in technology make it possible to deliver research that meets the four standards in
a cost-effective manner and at scale. Advisors now have access to the research they need to fulfill the Duty of
Care without raising costs for their clients.
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Accordingly, the advisors who delay embracing fulfilment of the fiduciary Duty of Care risk losing market share to
those that do. Studies already show that advisors who embrace technology have higher AUM, serve more
clients, and have greater job satisfaction.
Some of the largest wealth managers are already reaping rewards from investment in technology. For example,
Morgan Stanley’s (MS) wealth management division achieved record performance and propelled the stock to a
$48 billion gain in market cap this year, which was driven, in part, by heavy investment in technology.
Swiss bank UBS (UBS) has also made technology and wealth management a focus. As a result, it has
established itself as the top choice for high net worth individuals and ranks as the most valuable brand in the
wealth management industry.
In July 2016, we estimated Morgan Stanley could enjoy a $28 billion boost to market cap from investing in wealth
management technology, and we were too conservative by $20 billion. In our recent report on UBS, we estimate
the firm could enjoy a $40 billion (60%) market cap boost from investing in wealth management technology.
Here’s Why Regulators Like This Approach to the Duty of Care
For those that remain skeptical, we provide further explanation of each of the standards to underscore the selfevident nature of their importance to fulfillment of the Duty of Care.
1. Comprehensive
It’s no secret1 that corporate managers often exploit a large number of accounting loopholes to manipulate
earnings per share (EPS). As a result, advisors have a fiduciary responsibility to analyze more than EPS. Only
by reading through the financial footnotes and management discussion and analysis (MD&A) can advisors close
accounting loopholes and assess the true profitability of a company.
Despite the importance of reading 10-K’s and 10-Q’s, many traditional research providers don’t do this work.
One sell-side analyst even recently admitted he hadn’t realized that a bank he covered stopped filing reports with
the SEC two months before. This lack of diligence is how you end up with 21 out of 23 sell-side analysts telling
investors to buy or hold Valeant Pharmaceuticals (VRX) the day before it drops by 50%.
Don't clients deserve research that accounts for the entire financial picture of a company, not just a portion of it?
Why settle for anything less than analysis of all financial information?
Warren Buffett says he reads 500 pages of 10-K’s every day. Jim Chanos was able to spot the Enron fraud by
looking at its 10-K’s and 10-Q’s. The most successful investors know that diligence matters.
2. Un-Conflicted
Not all sell-side research is conflicted, but how does one know what is or is not conflicted because of the
disclaimers warning of a multitude of potential conflicts in every report.
The same concerns apply to fund research, where the research providers are often paid largely by the funds
they cover.
Investors deserve truly unbiased research that is not influenced by relationships with the companies and funds
under coverage.
3. Transparent
Advisors need to prove to clients and regulators that they’re fulfilling fiduciary duties. Clients are in need of
convincing since roughly two-thirds of investors don’t trust the financial services industry to act in their best
interest.
Client education is the key for advisors to overcome this mistrust. Advisors who help clients understand their
decision-making process and are open about the data and analysis behind their recommendations can reap
long-term rewards. By getting clients more engaged in the process, advisors increase the probability of keeping
clients committed to their investment plan through good times and bad.
Fiduciaries need to be transparent enough to back up their investment research and recommendations with key
details and the assumptions that drive them in real-time, not just when a regulator asks about them.

1

In a 2015 survey, CFO’s said they believe 20% of companies intentionally misrepresent their earnings.
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4. Relevant
Take a hypothetical advisor that reads every 10-K and 10-Q and then only buys stock in the companies with the
highest proportion of the letter “e” in their filings. This process would be comprehensive, objective, and
transparent, but it would not be relevant to long or short-term performance of the investment.
Without a tangible, relevant link to long and short-term performance, an investment process is incomplete. With
all the focus on sentiment, technical research, macro themes and other pure trading strategies, fundamentals
can be overlooked. Advisors and investors that ignore fundamental research are doing themselves a disservice,
as research has found that even technical-based strategies can improve with the use of fundamental analysis.
Though fundamentals need not represent 100% of the driver for investment decisions, they should not be 0%.
Fundamentals matter, and investing without proper fundamental analysis puts clients at undue risk. Advisors that
can back up their recommendations with relevant fundamental research will take clients from those that don’t.
This article originally published on December 14, 2017.
Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, style, or
theme.
Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care
Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.
New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:
1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).
2. Un-conflicted - Clients deserve unbiased research.
3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.
4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale
Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.

Page 4 of 5

DILIGENCE PAYS 12/14/17
DISCLOSURES
New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of an y New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS
The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipien t of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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