A model for product and portfolio suitability

In CONSULTATION PAPER 325 Product design and distribution obligations ASIC has stated the
following:

The design and distribution obligations are intended to help consumers obtain appropriate financial products by requiring
issuers and distributors to have a consumer-centric approach to designing and distributing products.

Issuers will have an increased responsibility to design products that are fit for purpose and deliver good consumer outcomes.
An issuer must make an appropriate target market determination for its financial product.

A distributor must take reasonable steps that will, or are reasonably likely to, result in its retail product distribution conduct
being consistent with the target market determination. Distributors are prohibited from distributing a product unless a target
market determination has been made.

It will also be useful for the issuer to consider, those for whom the financial product is clearly unsuitable (the ‘negative target
market’).

ASIC has acknowledged the weakness in the PDS regime to ensure products are fit for purpose, but
the above requirements come at a high cost when every product issuer and distributor has to come
up with an effective method of ensuring compliance with ASIC requirements.

While ASIC will assist in deeming products, target markets and negative markets it has not provided a
model for consistent grading and approaches to product governance and suitability.

The following provides such a model that was developed over eight years, some while working at ASIC
but owned by the author through Commissioners approval. (Email 26/09/2014)

The model was created to try to answer the question of how complex was a certain product, but ended
by answering the question, how suitable was a product, and how complex, diversified and suitable
was a portfolio?

The starting point was to list and determine product characteristics from a variety of PDS. Twenty
classifications such as legal risks, primary risk, product inclusions, counterparty risk, payoff method
were determined with two hundred sub-category characteristics such as hedge fund, long/short, path
dependent, interposed entity, liquidity, overlay, pooled. Each sub-category was scored for complexity
on a 1-10 basis by multiple analysts for 12 categories such as complexity, fees, beta, credit, Sharpe
and correlation. The sum of scores determined complexity which was compared to the average of all
results.

Maslowian Portfolio Theory




Three hundred PDS products were reviewed (Gold Coast to Brisbane train) and ranked for complexity.
While this assisted with those products deemed too complex for no additional benefit or hidden risks
it did not determine suitability.

To determine suitability traditionally theorists and advisors regularly look at two criteria risk and
return. Portfolio theory is far too narrow for most investors who often care about other issues such
as fees, the environment, safety (income) keeping up with the Jones’s (belonging) , diversification
(risk management) and trust (risk premium) but also may want the self-transcendence/ windfall
nature of speculation for some part of their portfolio. Maslow criteria was overlaid for determining
where the 200 sub-categorisations fell to determine the products weighting to the five Maslow
categorisations. The words in the PDS would therefore determine the products weighting to suitability
criteria based on the needs and wants of the client. In this manner each product could then be checked
for Maslow weights to determine suitability within a portfolio based on a target audience such as
income, trust, diversification, belonging or speculation. Each of the Maslow criteria then simply needs
to be defined across the market (client list). For example, belonging equated to those who prefer a
balanced fund for the majority of their portfolio (36% of characteristics on average). An esteem
product would equate to use of a product from a fund manager they trust. For example, Colonial and
Macquarie have a decade’s history of excess returns for their infrastructure funds so choosing a new
fund with a successful brand name such as Magellan Infrastructure over them is simply a matter of
trust.
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(Facebook personality mapping came two years after the Maslow map for a financial product)

While the suitability and target or non-target can be determined for a product it doesn’t balance or
diversify a portfolio so there is a conflict in ASIC’s requirement at the product level and determination
at the portfolio level where products that could be deemed speculative (emerging bonds/Asian
property) may have a place for reasons as simple as diversification.
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To create a portfolio, a tool was developed that allowed users to include any one of the 300 funds
categorized into 15 asset classes such domestic or international equity or property, income, credit,
infrastructure, emerging markets, regional, brand recognition and weighted for asset allocation
between 3-7% for each product to determine portfolio Complexity and Maslow scores relative to the
average. The portfolio could also be optimized for a number of criteria for asset allocation rather than
just the traditional risk (volatility)and return, including criteria such as Fees, Complexity and Maslow
score, Strategy, Sharpe Ratio, Expected Return in any ratio. In this manner the suitability of the
portfolio can be compared (mapped) to the universe of products (300) for all criteria such as Maslow
score and breakdown.
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Because the portfolio is simply the average of the individual reviews the portfolio can be checked for:
diversification by asset class and strategy, comparing outcomes to universal average of products
reviewed, simulate allocation by Yield, Complexity, Fees, Strategy, Maslow, Volatility or any
combination.
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Another benefit of the scores is that they highlight situations where issuers, who have a reputation in
the market for being conservative, issue complex products. This may result in retail investors
unknowingly investing in products that are more complex than they realise. The misalignment of the
Complexity and Maslow score can/has highlighted where a product has been structured to generate
fees or future problems (trust and exit/credit issues).

It is a shame that ASIC doesn’t like the current system but wants to leave it to issuers and distributors
to spend millions developing models for product suitability which by its nature will need to include
portfolio suitability as well when they have themselves rights to pass on the product model known as
AIRC (Australian Investment Risk Characteristics) and the sum of its results developed later for
portfolios, MY PORTFOLIO model to enable a consistent review method for all product issuers and
distributors to follow allowing a database of all products to be built for comparison (issuers review
and download) and used as educational tools for the public to increase financial literacy.

By year 10 everyone has done Maslow at school, so | am not sure why there is such a fear of its
concepts that correctly framework financial literacy and provide an easy method for classifying
suitability for investors in terms they are familiar with.

Standardising complexity and suitability are the means to a financially literate nation.



