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1. Introduction 
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Defaqto Risk Rating Process 
Helping mid-market financial advisers find suitable fund solutions for their clients 

Overview 

Defaqto Engage now enables advisers to capture their clients’ mandates, and to select a suitable fund for that mandate.  Funds available through this new 
process are one of two types: 

1. An outsourced solution consisting of a multi-asset fund run by a professional fund manager 

2. An adviser-selected portfolio of single-asset funds that matches a target asset allocation relevant to the client’s mandate 

Advisers can incorporate the risk rating tool into their Engage workflow as appropriate, but its use in Engage is not mandatory. 
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Defaqto Risk Profiles 

Defaqto risk profiles 

Defaqto have partnered with Moody’s to create 10 risk profiles that can 
be used to summarise clients’ mandates in most circumstances.  Each of 
these risk profiles are defined by risk (measured by volatility) over a 10 
year period. 

The profiles are each numbered by an integer between 1 and 10, where 1 
is the profile with the lowest risk, and 10 the profile with the highest risk. 

The highest profile has an upper risk bound, and may not be suitable for 
clients wishing to invest in a very risky unbound solution. 

The profiles that have been created are overlapping, and not contiguous, 
since the process of capturing a client’s mandate is an art and not a 
precise science. 

5 

Risk profiles are overlapping so that multi-asset risk-bound solutions are less likely to 
move between profiles 
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3. Risk Rating 



Defaqto print A4 (21.00 cm x 29.70 cm) 

© 2018 Defaqto. Private and confidential. 

Summary 

FCA Concerns 

The regulator has two particular concerns: 

1. Advisers use simplistic and mechanical means to extract their clients' 
mandates. Sometimes these are too simplistic and do not accurately 
capture the proper mandate (as is the case when some automated 
questionnaires are used). 

2. Traditional methods of labelling portfolio risk have been grouped 
under names such as cautious, balanced, aggressive etc. This can be 
seen as an unreliable and inconsistent method of matching client 
mandates.  Rather than relying on an IMA categorisation or an 
investment manufacturer’s own label, an adviser is expected to go 
“under the hood” or rely on an independent expert to help them do 
so. 

These two points were confirmed by FCA representative, Rory Percival, at 
our outsourcing event in Autumn 2013. 

The Defaqto Solution 

Our approach involves using both quantitative and qualitative inputs in 
order to Risk Rate a fund to the Defaqto scheme: 

1. Input 1 - Historic volatility of the fund 

2. Input 2 - Forecast the fund’s future volatility 

3. Input 3 - Discussion with the fund manager 

The Defaqto solution has been developed to satisfy adviser demands and 
deals with stated FCA concerns. 

 

 

Background 

Following on from the implementation of the RDR, the adviser market has 
changed a number of aspects of their business model. 

One specific way they have changed is that they now focus on suitability: 
advising clients on the most appropriate way of achieving investment 
outcomes. To that end they determine a client’s natural risk score and 
their capacity to accept investment drawdowns. This is then used to 
provide appropriate solutions based on these measures. 

The purpose of this document is to highlight the way in which Defaqto will 
assign a risk categorisation to a range of risk focused collectives. 

Feedback from the Advisers 

As a result of the feedback from our clients, we understand that their 
main responsibilities focus on:  

1. Understanding and specifically defining client outcomes, and sculpting 
an investment mandate  

2. Providing the right solution to meet that mandate 

Additionally, there is a need to check regularly that their clients' mandates 
have not changed, and also that the solutions that they have selected 
continue to match the mandates. 
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Process 

Risk Rating 
Committee 

Quarterly 
Review 

Analysis 

• Historic Volatility 

• Future Volatility 

• Manager 
Discussion 

Define Universe 

We will only rate portfolios that fit into 
one of our risk profiles on the Defaqto 
scheme.  If the mandate set to the 
fund manager is to manage the 
portfolio with a wide range (or is non-
specified), we will not risk rate that 
portfolio.  This is because the fund is 
unlikely to be a good match to the way 
in which we help advisers derive their 
client’s mandates. 

Based on our three stage process, 
each fund will be put into one of 
the 10 Defaqto Risk Profiles. An 
expectation that any the three 
stages could individually lead to a 
different risk profile has been 
assumed.  

The risk rated output will apply for 12 months and be reviewed on a 
quarterly basis. The rating may change if a fund’s historic or future volatility 
shifts outside of its band. A risk rating may also change if anything 
qualitatively changes with regard to a fund’s ability to maintain its risk level.  
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Analysis 

Historic Volatility 

Historic volatility seeks to provide a measure of the variance in the rate of 
a fund’s performance over a given period. 

We calculate it as the annualised standard deviation of natural logarithmic 
total returns of the portfolio on a rolling 10 year, 5 year, 3 year and 1 year 
basis (where data exists). 

 

Future Volatility 

Future volatility seeks to provide a measure of the expected variance in 
the rate of a funds’s growth over a given period, 10 years in this case. 

Two numbers are calculated using a stochastic approach, where a fund’s 
future values are simulated over a 10 year term, using the strategic asset 
allocation and also the current asset allocation, together with return, 
volatility and correlation projections for the underlying asset classes. The 
two annualised 10 year volatility metrics are then calculated. 

We use Moody’s stochastic model to calculate this, by using the following 
asset classes: 

 

 

 

 

Qualitative Research 

The discussion with the investment manager, normally in the form of a 
face-to-face meeting to discuss our volatility metrics and the potential risk 
rating they point to, will help determine the best fit for the fund. 

The main line of questioning will be: 

• Do you agree with how your fund has been rated in terms of historic 
and future volatility? If not, why not?  

• Are your fund’s underlying assets aligned correctly to our asset classes? 

• Is your tactical asset allocation significantly risk off/risk on? 
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• Cash 
• UK Index Linked Bonds 
• UK Government Bonds 
• UK Corporate Bonds 
• Global (ex-UK) Fixed Income 
• Absolute Return 
• Commodities 
• Global Property 
• Private Equity 
• UK Equity 
• Europe (ex-UK) Equity 

 

• North America Equity 
• Developed Pacific (ex-Japan) Equity  
• Japanese Equity 
• Emerging Markets Equity 
• (Other) 
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Risk profiles 

Defaqto Risk Profiles  

We believe the Defaqto process of rating fund solutions to a scheme of 
"risk profiles" is robust and comprehensive.  Specifically: 

1. Our scheme has overlapping profiles.  This means that risk rating 
solutions becomes easier since we do not have some of the boundary 
issues that may exist with other rating solutions. 

2. We use more than just a fund’s asset allocation to work out which 
profile it belongs in.  We use a combination of the asset allocation (in 
order to get a stochastic projection) along with the historic 
performance of the fund (versus our risk profiles) and also discussion 
with the fund manager to understand truly the mandate that they use 
to manage their fund. 

 

Method of rating to Defaqto Risk Profiles 

From our analysis, we evaluate the historic 10Y, 5Y, 3Y and 1Y volatilities, 
along with future 10Y volatility from our stochastic model.  This is derived 
from both a strategic as well as a tactical asset allocation. 

Our principle is to allocate the fund into the risk profile that matches the 
maximum volatility of any of the above values (historic or future). 
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10Y Vol 5Y Vol 3Y Vol 1Y Vol SAA Fut 

Vol 

TAA Fut 

Vol 

Fund1 4.13% 3.97% 3.70% 3.73% 6.01% 6.45% 

Fund 2 7.74% 7.48% 7.42% 6.30% 7.40% 9.97% 

Fund 3 12.53% 11.95% 8.24% 7.09% 10.18% 10.45% 

10Y 

Band 

5Y 

Band 

3Y 

Band 

1Y 

Band 

SAA Fut 

Band 

TAA Fut 

Band 

Fund 1 2 2 2 2 2-3 2-3 

Fund 2 3-4 3-4 3-4 2-3 3-4 4-5 

Fund 3 6-7 6-7 3-4 3-4 5-6 5-6 

Initial 

Assessment 

Fund 1 3 

Fund 2 5 

Fund 3 7 

This is only an initial assessment and will be discussed with the fund 
manager (as the third input into the analysis). 
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Where the TAAs are higher than 

the SAA for only a temporary 

period, then we will consider, with 

our Investment Committee 

approval, to use an SAA instead of 

a TAA 
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Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5 Portfolio 6 

Future SAA Vol 5.03% 7.91% 10.50% 12.36% 14.90% 16.48% 

Future TAA Vol 4.79% 7.71% 10.36% 12.27% 14.84% 16.45% 

1 Yr Annualised Volatility % - - - - - - 

3 Yr Annualised Volatility % - - - - - - 

5 Yr Annualised Volatility % - - - - - - 

Future SAA Vol 2-3 3-4 5-6 6-7 7-8 8-9 

Future TAA Vol 2-3 3-4 5-6 6-7 7-8 8-9 

1 Yr Annualised Volatility - - - - - - 

3 Yr Annualised Volatility - - - - - - 

5 Yr Annualised Volatility - - - - - - 

Initial Assessment 3 4 5 6 7 8 

Active MPS 
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Initial Assessment 

Where the volatilities 

associated with TAAs 

are higher than the SAA 

for only a temporary 

period, then we will 

consider, with our 

Investment Committee 

approval, to use an SAA 

instead of a TAA 
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Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5 Portfolio 6 

Future SAA Vol 5.03% 7.91% 10.50% 12.36% 14.90% 16.84% 

Future TAA Vol 5.03% 7.91% 10.50% 12.36% 14.90% 16.84% 

1 Yr Annualised Volatility % - - - - - - 

3 Yr Annualised Volatility % - - - - - - 

5 Yr Annualised Volatility % - - - - - - 

Future SAA Vol 2-3 3-4 5-6 6-7 7-8 8-9 

Future TAA Vol 2-3 3-4 5-6 6-7 7-8 8-9 

1 Yr Annualised Volatility - - - - - - 

3 Yr Annualised Volatility - - - - - - 

5 Yr Annualised Volatility - - - - - - 

Initial Assessment 3 4 5 6 7 8 

Passive MPS 
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Initial Assessment 

Where the volatilities 

associated with TAAs 

are higher than the SAA 

for only a temporary 

period, then we will 

consider, with our 

Investment Committee 

approval, to use an SAA 

instead of a TAA 
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Cautious Mod Cautious Balanced Mod Advent Adventurous Global Growth 

Future SAA Vol 5.03% 7.91% 10.50% 12.36% 14.90% - 

Future TAA Vol 5.03% 7.91% 10.50% 12.36% 14.90% - 

1 Yr Annualised Volatility % 3.65% 4.59% 5.54% 6.26% 7.32% - 

3 Yr Annualised Volatility % - - - - - - 

5 Yr Annualised Volatility % - - - - - - 

Future SAA Vol 2-3 3-4 5-6 6-7 7-8 - 

Future TAA Vol 2-3 3-4 5-6 6-7 7-8 - 

1 Yr Annualised Volatility 2 2 2-3 2-3 3-4 - 

3 Yr Annualised Volatility - - - - - - 

5 Yr Annualised Volatility - - - - - - 

Initial Assessment 3 4 5 6 7 - 

Funds (Passive) 
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Initial Assessment 

Where the volatilities 

associated with TAAs 

are higher than the SAA 

for only a temporary 

period, then we will 

consider, with our 

Investment Committee 

approval, to use an SAA 

instead of a TAA 


