
The remainder of the Investment Advice Reform white paper 

series is geared towards breaking down the components of 

the U.S. Securities and Exchange Commission’s (“SEC”) 

interpretation of Investment Advisor Fiduciary Duties. 

 

As presented in Part One, investment advisor fiduciary duties 

are comprised of two fundamental components: 
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Duty of care, which is the obligation to provide 
advice in the client's best interest.

 
Duty of loyalty, which is the obligation to not 
subordinate client interests to the advisor’s own 
interests.  
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KEY TAKEAWAYS:

Investment advisors are required to conduct due diligence on the investments they recommend to 

clients, including all buy, sell and hold recommendations.

The level of required due diligence generally increases with the complexity of the investment product.
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Before we dive into this white paper, let’s take a step back and ask “what exactly is investment due diligence?” 

Investment due diligence is the process of going through a detailed investigation, review or audit of an investment 

opportunity before an investment advisor recommends that a client enters into a transaction or deploys an 

investment strategy.

What Is Investment Due Diligence?

The SEC emphasizes that due diligence is not simply advising the client to invest in the

lowest cost (to the client) or least remunerative (to the investment adviser) investment 

product or strategy without any further analysis of other factors in the context of the 

portfolio that the adviser manages for the client and the client’s objective.

In other words, investment due diligence is not about chasing the good, avoiding the bad or finding the cheapest 

products available. Rather, due diligence is about performing an analysis in order to fully understand the 

investments being recommended, in order to make an informed recommendation that is appropriate for a client.  

 

An important goal of investment due diligence is to determine and analyze where the particular risks and rewards 

(investment and/or operational) lie with respect to an investment and whether the opportunity is appropriate for the 

client.

Investment Risk
An assessment into the risk-
reward profile of a specific 
investment opportunity.
 

Operational Risk
An assessment as to whether 

there is a potential for failed day-

to-day business operations. 

Whenever we engage the “investment due diligence” discussion with our clients, the most common question we 

receive is “why do we need to conduct investment due diligence?”.

Why Do We Need to Conduct Investment Due Diligence?
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Because investment advisors owe a fiduciary duty to their clients which includes the duty to provide investment 

advice that is in the client’s best interest.

In order to provide investment advice that is in the client’s best interest, investment advisors need to understand the 

investment options they are recommending. To gain this understanding investment advisors must perform due 

diligence on any and all recommended investments. Investment due diligence is paramount in helping investment 

advisors find the appropriate opportunity by carefully examining all aspects of an investment before recommending 

it to a client. In our opinion, investment due diligence continues to be one of the most overlooked elements when 

covering off on fiduciary duty. We have also noticed through various examinations that the SEC is emphasizing the 

need for a comprehensive investment due diligence framework. To stay ahead of the curve, firms need to actively 

take steps to ensure that their due diligence process is adequate for the investments being recommended and 

comport with their fiduciary obligations. This means understanding the nuances of due diligence, establishing and 

enforcing policies and procedures surrounding the vetting and selection of investments, and ensuring that 

recommendations and advice continue to be in the client’s best interest.  

SHORT ANSWER  

How Much Is Enough?

Usually, the follow up question tends to be “well, how much due diligence do we need to do?”. The best 

response: “There is no prescribed amount of due diligence.” Determining whether an investment advisor has done 

enough due diligence before recommending or entering into a transaction is completely subjective. 

What it comes down to is this:
have you conducted  a reasonable investigation into the investment, where the basis of 
the advice is not on materially inaccurate or incomplete information
 

can you confidently stand behind the thought that “this is the ‘right’ investment 
opportunity for the client”; and

can you substantiate your decision to recommend a particular investment over another

LONGER ANSWER  
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It is generally understood that the level of due diligence should increase with the complexity of the investment 

product, strategy or opportunity at hand.

As confirmed by the SEC’s 2019 Examination Priorities                          , mutual funds and exchange traded funds 

(ETFs) are the primary investment vehicles for retail investors. However, certain investment advisors may 

recommend that clients either implement a portion of their portfolio with a third party or invest assets directly into 

complex investment products such as derivatives and commodities (futures, options or swaps) or alternative 

investments (hedge funds, real estate funds, and/or private equity investments). Regardless of client type or 

complexity of the investment opportunity, one thing is for certain: investment advisors need to conduct due diligence 

on ALL investment recommendations made to clients, no matter the nature of the investment.

(CLICK HERE)

 

Important Disclosure: This list is subjective and general in nature and not inclusive of all investment products or 

opportunities. Certain products or opportunities may present additional complexities and require a heavier hand and a 

more detailed investigation, review or audit of the investment opportunity.

4.3.2.1.

Derivatives 
and 

Commodities
Registered 
Investment 
CompaniesStocks and 

Bonds

Cash and 
Cash 

Equivalents

a financial 

instrument 

whose value is 

derived from an 

underlying 

asset, index or 

interest rate

a managed 

basket of 

individual 

stocks and 

bonds 

(mutual funds 

and ETFs)

an investment 

or loan made 

directly into a 

company

highly liquid 

assets and 

short term 

commitments

LEVEL 
of due diligence 

5.

Alternative 
Investments

a vehicle that 

invests in a 

basket of 

investments 

other than 

stocks and 

bonds (e.g. 

tangible assets)

Third Party Manager: outsourced management to a third party

https://www.sec.gov/files/OCIE%202019%20Priorities.pdf
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The Investment Due Diligence Process… In a Nutshell

 In order to conduct extensive due diligence, it is essential to review all aspects and variables at play, including the 

nature and scope of the investment. An effective due diligence process is not simply centered around 

PERFORMANCE (Note: MOST investment products have seen positive investment returns due to the profitable 

“bull” market run over the course of the last ten (10) years) and is not solely an in-depth examination of any one 

particular element. Instead, it requires a comprehensive and holistic approach and MUST, at a minimum, entail 

consideration of the following: human capital, driving principles, process, conflicts of interest, competitive landscape, 

as well as performance. Let’s take a deeper dive into these six elements and how each individually contributes to 

the holistic due diligence approach.

 

 Human Capital: An organization is only as strong as its 

human capital. Investment due diligence should 

encompass a thorough review of its leadership team, 

ownership, and organizational structure all the way to the 

experience, quality and depth of a specific manager, 

investment team, decision makers and/or idea 

generators.

Driving Principles: A review of a company, manager 

and/or fund should also take into consideration the firm’s 

driving principles and overall philosophy (general core 

values, risk tolerance, investment style, objectives, 

motivation, and expectations on returns). 

Process: Process means understanding how the 

company, manager or fund puts their driving principles 

and philosophy into action.

Conflicts of Interest: An analysis should be done 

to determine if there are any perceived or actual 

conflicts of interest and a determination should 

be made as to whether the conflict would impact 

the client and/or the investment advisor’s ability to 

act as a fiduciary to its clients.

Competitive Landscape: It’s important to size up a 

company, manager and/or fund within its 

competitive landscape. This means comparing 

them to their peers and determining what 

contributes to their edge over their competitors. It's 

crucial to conduct a thorough review in order to 

build a framework that provides for meaningful 

comparison and evaluation. This may include brand 

recognition, manager tenure, and costs.

Performance: An analysis and review of performance is important, but it is not the end all be all. As you all probably 

already know: “Past performance is not indicative of future results nor a guarantee of future returns.”
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Establishing and Enforcing Policies and Procedures

 The good news is, most firms may already conduct some level of “reasonable due diligence” on the investment 

opportunities that they recommend. The nuance here is determining whether (i) is it comprehensive, and (ii) is there 

documentation? From a regulator’s perspective: “if it’s not thorough and documented, it didn’t happen.” 

Consequently, establishing a strong foundation of policies and procedures and are enforced is critical in ensuring 

firms are meeting their fiduciary duty obligations to clients. 

 

 

Define the firm’s vetting and selection process by 

product types

Ensure that policies and procedures are detailed and 

robust with the appropriate coverage and reasonable 

guidance as to how they are to be performed

 

Identify conflicts of interest, policies and procedures, 

and other controls in place to mitigate the conflicts

 

Identify forensic testing and assessments to ensure 

that the policies and procedures are being performed 

effectively and that they remain adequate over time

 

Update policies and procedures as appropriate from 

time-to-time 

BEST PRACTICES
WHO
is responsible (internal vs external)?

WHAT
are the guidelines?

WHERE
is it documented?

WHEN
is due diligence conducted?

WHY
is it necessary? 
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To address the “Who” element, investment due diligence could either be conducted internally or 

delegated to an external subject matter expert. The following provides important facts for each:

Conducting Due Diligence Internally:

Firm’s conducting due diligence internally may form an investment committee or investment working group with 

the primary responsibility for analyzing investment opportunities and identifying any potential red flags with a 

particular investment. They may also have individuals experienced in investment research and analysis or are 

designated investment officers. The main issue with in house due diligence is that often times it can become a 

“check the box” approach, which may neglect pertinent information regarding a specific investment opportunity. 

And it’s important that the in house due diligence effort keeps a watchful eye out for potential conflicts of interest 

when investment opportunities are being assessed. 

 

Outsourcing Due Diligence to a Third Party:

To assist with ensuring an effective due diligence process, many firms may choose to outsource due diligence to 

a third party. While there is a cost to outsourcing, it can be beneficial particularly for investment advisors that 

either do not have individuals experienced in investment research and analysis, or experienced in working with 

more complex investment opportunities such as alternative investments. Some firms may appoint an 

independent party to serve on what otherwise is largely an in-house investment committee. 

 

This approach may save significant time and energy, but it does not in any way waive the investment advisor’s 

fiduciary obligation in the process. There is still an element of due diligence that firms must conduct on the 

respective third party vendors to ensure they have the requisite knowledge and skills to carry out the due 

diligence process on the firm’s behalf and that the third party is performing its responsibilities effectively. 

Investment advisors still retain their fiduciary obligations toward its clients under the Advisers Act.

Internal vs. External Due Diligence 
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The AdvisorAssist platform is incorporated with compliance tools for ongoing activity tasks, forensic testing and 

risk assessments. AdvisorAssist has developed dedicated investment research risk and assessment modules within 

AdvisorCloud™. These tools are designed to address and assess a firm’s investment due diligence process to 

ensure that this area of the compliance program is not discounted. This is an unfortunate reality when considering 

that the due diligence process is integral in upholding an investment advisor’s fiduciary duty and in ensuring firms 

are providing investment advice that is in the client’s best interest.

How Can AdvisorAssist Help?

 

  



Part Four of the white paper series will dive into how to determine best interest and the ongoing management of 

the client relationship. In order to satisfy the duty of care, investment advisors must make a reasonable inquiry into 

the client’s investment profile which includes  their financial situation, objectives and risk tolerance, as well as 

providing ongoing management over the client’s portfolio throughout the course of the engagement.

Follow our blog at blog at AdvisorAssist.com Join the AdvisorAssist LinkedIn Group Follow @AdvisorAssist on Twitter 
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PART FOUR:
BEST INTEREST AND 

MANAGING THE CLIENT 
RELATIONSHIP

WHAT'S NEXT?

AdvisorAssist, LLC is a management consulting firm focused exclusively on serving investment advisory firms. Through 

consultative services and outsourcing, we provide expertise, resources and actionable solutions that enable investment 

advisors to achieve their full potential. Our talented team of industry professionals provide actionable advice and execution to 

advisors to help build, grow, protect and optimize their practices. From concept through launch, we partner with advisors to 

assist in building world-class advisory practices. For established firms, we provide the ongoing business, strategy and risk 

management support that enables advisors to focus on growing their practice. 

 

For more details, please view our website at AdvisorAssist.com or call us at 617-800-0388 
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