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Investment due diligence: ETFs
A multistep process that goes beyond product selection

Vanguard’s holistic, top-down approach  
to due diligence

Set investment strategy

The due diligence framework should begin  
with the most important step—assessing  
your investment strategy.

Evaluate index

Determine which indexes best represent the  
market or exposure you are seeking.

Evaluate performance metrics

We believe there are two key, complementary  
metrics that quantify how well an index fund  
tracks its benchmark: excess return and  
tracking error.

Evaluate drivers of performance

Focus attention on those variables that are most  
notably drivers of performance: expense ratio,  
degree of replication and pricing differences. 

Choose product vehicle

Finally, assess which product features and cost  
characteristics are most desirable.
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Acquire a usable  
framework for index  
fund/ETF selection

Learn what criteria are  
most relevant to the  
due diligence process

Understand the driver/ 
outcome relationship of 
performance metrics  
and cost considerations

When selecting investments for your clients’ 
portfolios, the list of variables to consider can 
be lengthy and difficult to prioritize. Too often, 
advisors engage in a due diligence process  
that begins with investment vehicle selection 
followed by product evaluation based on a  
series of popular metrics, such as volume and  
performance. The danger with such an approach 
is that product evaluation ends up preceding  
index evaluation and establishing the investment 
strategy. This leaves one of the most important 
steps at the end of the process.

Vanguard believes in a holistic, top-down approach that 
narrows the field of prospective funds by beginning 
with the most broadly influential factors and working 
toward the most specific. Such a process can help 
prevent misleading conclusions and avoid potential 
pitfalls in the long run.



We recognize that advisors may be at different 
points in the due diligence process as it 
relates to their current practice. However, for 
advisors building portfolios from scratch, we 
believe working through the whole process is 
beneficial. But for those who are further along 
with creating portfolios, a starting point later in 
the steps may be more practical.

       Set investment strategy

When it comes to portfolio construction, we believe 
in a top-down hierarchy that focuses on broad asset 
allocation followed by diversification across sub-asset 
classes. Our research has found that 88% of a diversified  
portfolio’s movements over time are explained by asset 
allocation, and only 12% by security selection and 
market-timing.1

Then, our framework is based on the assumption that 
an index investment is the desired choice.

       Evaluate index

Determine which index methodology best defines 
the exposure you are seeking.  While there has been 
a growing convergence among index providers, there 
are important differences that must be considered.

Considerations:

To what degree is an index representative of your 
desired asset class and exposure?

Are there any gaps or overlaps with other indexes 
already in your asset allocation policy?

Is there an accessible product on your platform  
tracking the desired index?

       Evaluate performance metrics

When evaluating performance metrics, we believe 
that excess return and tracking error are the two  
primary measures that define how well a product  
follows its index. These measures are complementary; 
one is not necessarily better than the other.

Excess return: The difference between an investment 
product’s return and the return of its benchmark over  
a particular period of time. It shows how a product’s  
performance compares with that of its benchmark 
over a certain time frame.

Tracking error: The standard deviation of excess  
return data points for a given period of time. It indicates 
the consistency with which a product achieved its 
excess returns for a given period of time.

       Evaluate drivers of performance

Now we need to determine what is driving the excess 
return and tracking error results. Research2 has found 
three drivers of excess return and tracking error to be 
broadly relevant:

• Degree of a fund’s replication of its index.

•  Expense ratio of the fund (and offsets to it, such  
as variable securities-lending revenue).

•  Security pricing differences between a fund and  
its benchmark.

Primary drivers of excess return and tracking error

An in-depth look 
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Effect on excess return:
Expense ratio is a significant variable that affects  
excess return. Every basis point of expense  
ratio translates roughly into a basis-point drop  
in excess return.

Effect on tracking error:
Degree of replication: The less replicated a  
fund is, the higher the tracking error. 

Expense ratio: Managers may look for ways  
(e.g. securities-lending revenue, trading strategies)  
to offset the return drag from fund management 
expenses. These activities can, at times, lead to 
increased tracking error.

 Pricing differences: These can include fair-value  
pricing and different pricing vendors for a fund and 
its index. Pricing differences are evident with many 
international stock funds and domestic bond funds. 
Fair-value pricing leads to tracking error on a NAV  
and market price basis.

Additional considerations:
While more qualitative in nature, these two drivers 
should also be assessed:

Fund asset size: All funds have fixed fees that require 
sufficient asset size to overcome. This varies widely 
by asset class and fund strategy, which makes  
assessment a challenge. Be aware that smaller  
funds may lose their sponsor’s support over time.

Manager evaluation: Assess the broad view of a  
fund manager’s index expertise and commitment  
to indexing.

       Choose product vehicle

There are a few important differences to consider when 
choosing between conventional mutual funds and ETFs. 

A product’s costs need to be balanced against its fit  
in a portfolio. A product that is costly to trade and/or 
hold may be appropriate if it’s unique and represents 
the best fit for a desired exposure. 

A guide for assessing costs related to ETFs:
Two of the most important factors to consider related  
to costs are the client’s trading size and holding period. 
When evaluating equivalent ETFs, these factors indicate 
how heavily to weigh different pricing considerations. 

When choosing between ETFs with longer holding 
periods, advisors should conduct a “break even” 
analysis that takes into account the recurring cost of 
the expense ratio versus up-front transaction costs, 
such as spreads and commissions.  

Conventional  
mutual funds

•  Trade typically in cash  
at the end of the day  
at NAV.

Implications
•  Frequent-trading  

restrictions.
•  Long-term holding  

requirements.

 
ETFs

•  Intraday trading in  
the secondary market  
or through the in-kind 
creation/redemption 
process.

Implications
•  Many potential  

transaction-cost  
considerations.
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particular investment objectives, needs, restrictions and circumstances of a specific investor and, thus, should not be 
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Action items for implementing an effective due diligence process
• Take a step-by-step, top-down holistic approach.
• Understand excess return and tracking error.
• Recognize performance as a drivers-and-outcomes relationship.
• Select product vehicle and product as the final step.
• Monitor and evaluate product choice on an ongoing basis.

To gain further insight into Vanguard’s investment due diligence framework,  
contact your Vanguard sales executive at 888-293-6728.
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