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STEP 10: Answer the 25 Questions.

STEP 11: To View the Report click “Print a Personal Risk Profile.”

The Risk Tolerance Questionnaire

There are 25 questions in the risk tolerance questionnaire. All must be answered. The questions cover a wide range of
financial issues, not just investment issues.

All questions have been tested for Understandability and Answerability, and their statistical significance. See Psychometrics,
page 15 for details regarding the validity and reliability of FinaMetricaPro’s risk tolerance test.
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The Risk Profile Report

The Risk Profile report summarizes and assesses the answers given in the risk tolerance questionnaire. For the balance of
this Guide, John Sample will be used as an illustrative example. The variable data in John Sample’s report is highlighted in
green on this page and the next.

FinaMetricaPro Personal Risk Profile

. . Personal Risk Profile
gizseprr;?ﬁehree?)%:[g’ Your Risk Tolerance Score, the Questionnaire complete by John on 09/26/06

Your Risk Tolerance Score

Your Risk Tolerance Score enables you to compare yourself to a repre-

sentative sample of the adult population.
Provides the client’s score and a higher/lower
% comment, John's score is 63, higher than ®
89% of all scores,

John, your score is 63. This is a high score, higher than 89% of all
scores.

’ You estimated your score would be 64. Congratulations! You were
Reports on the accuracy of the client’s self- ® very close. Most people under-estimate their score by a few points.
impression. John estimated his score quite Your Risk Group
accurately. When scores are graphed they form a bell curve as shown below. To

make the score more meaningful, the 0 to 100 scale has been divided
into seven Risk Groups.

John, your score places you in Risk Group 5 as shown below.

John (Risk Group 5)

Identifies the client’s Risk Group, John's score
is in Risk Group 5, ®
See next page for details of the Scoring Algorithm and
the structure of the Risk Groups. e G ; P B e =
Score Range Less than 256 | 26-34| 35-44( 45-64 | 55-64 | 65-T4 75 or more
Under the heading, Your Risk Group, the Risk Profile Noin Group % 6% [ 24%] 38%] 24% [ G 1%

report provides:
John's Risk Profile Group Comparison

A description of the client’s risk group, for —® Your Risk Group _ _

John, of Risk Group 5 The description of Risk Group 5 which follows provides a summary of
- . the typical attitudes, values, preferences and experiences of those in

@ Your group. Five of your answers differed from this description. They

A count of the number of answers the client are shown in italics .
gave which differ from the those typically L . o
given by members of their risk group, for Making Financial Decisions
ol iz Most think of “risk” as ”opportumty” qnd hqve a reasonable amount,
: : y if not a great deal, of confidence in their ability to make good financial
decisions. They usually feel at least somewhat optimistic about their
Specific details of any different answers ap- major financial decisions after they make them. They are prepared to

take a medium degree of risk with their financial decisions and are
usually, if not always, more concerned about the possible gains than
the possible losses.

@ You think of “risk” as uncertainty.

pear below to relevant part of the Risk Group
description. See the report for details of John's
five differences.
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The Risk Group description, as modified by the
reported differences, is a verbatim statement
by the client about themselves in relation to
risk. John Sample is saying, / think of “risk” as
“uncertainty” . | have a reasonable amount, if
not a great deal, of confidence in my ability to
make good financial decisions. | usually feel

at least somewhat optimistic about my major
financial decisions after | make them...

The balance of the Risk Profile report (not
shown opposite)
e explains to the client how the report
should be used,
¢ makes provision for client/adviser com-
ment and sign-off, and
e provides footnoted information about
risk, risk tolerance and the FinaMetrica
system (for your ‘engineer’ clients.)

The Scoring Algorithm

Risk Tolerance is Normally distributed.

John Sample’s answers are scored against
statistical Norms for the adult population.
The distribution of each question’s answer
options has been calculated. Each answer op-
tion is scored in terms of Standard Deviations
above or below the Mean for that question.

A composite score is calculated, taking into
account covariance between questions. This
composite score is then scaled to have a

Mean of 50 and a Standard Deviation of 10.

The Risk Groups
The 0 - 100 scale is divided into seven risk
groups to facilitate categorisation of clients.

The score range for the middle group, Group
4, is the Mean plus/minus half a Standard
Deviation. Moving out from the middle, the
groups are a Standard Deviation wide, until
the extremes, which encompass the tails of
the distribution.

The risk group structure enabled the develop-
ment of risk group descriptions from analysis
of how those in a particular risk group typi-
cally answer the questionnaire.

Fifteen questions were analyzed, under six
headings — Making Financial Decisions, Finan-
cial Disappointments, etc. See page 18-19,
for a summary of all seven risk group descrip-
tions.
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... continued

Financial Disappointments
Typically, when things go wrong financially they adapt at least somewhat
easily.

Financial Past

They have taken a medium degree of risk with their past financial decisions.
About half have borrowed money to make an investment. Most have never
invested a large sum in a risky investment mainly for the “thrill” of seeing
whether it went up or down in value.

You have taken a large degree of risk with your past financial decisions.
You have made a “thrill” investment, but only somewhat rarely.

Investment

Most feel that it is at least somewhat more important that the value of their
investments retains its purchasing power than that it does not fall. Over ten
years, most expect an investment portfolio to earn, on average, from two to
two and a half times the rate from CDs (certificates of deposit). Typically, they
would begin to feel uncomfortable if the total value of their investments went
down by 20%

Given these portfolio choices,

Expected Return and Risk

High Medium Low
Portfolio 1 0% 0% 100%
Portfolio 2 0% 30% 70%
Portfolio 3 10% 40% 50%
Portfolio 4 30% 40% 30%
Portfolio 5 50% 40% 10%
Portfolio 6 70% 30% 0%
Portfolio 7 100% 0% 0%

where stocks and real estate are high return/high risk and cash and CDs are
low return/low risk, their most common choice is Portfolio 5.

It is somewhat more important that the value of your investments does not fall
(than that it retains its purchasing power.)

Borrowing

If they were borrowing a large sum of money at a time when it was not clear
which way interest rates were going to move and when the fixed interest rate
was 1% more than the then variable rate, they would choose to have at least
50% of the loan at variable interest.

Government Benefits and Tax Advantages

So long as there was only a small chance they could finish up worse off than if
they’'d done nothing, they would take a risk in arranging their affairs to qualify
for a government benefit or obtain a tax advantage.

You would take a risk if there was more than a 50% chance you would finish
up better off.

Note: The balance of the report (which is not reproduced here) contains ex-
planatory notes about risk, risk tolerance and psychological testing, FinaMetri-
caPro’s risk tolerance scoring scale and risk group descriptions and difference
and the development of the FinaMetricaPro system.
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Joint Reports for Couples

For couples, there is a joint Risk Profile report and a joint Completed Questionnaire report, which together show where
they are similar and where they differ. In about 60% of couples there is a significant difference in scores (10 points or
more) with the male being more risk tolerant in about three out of four such instances. The couple will usually know
which is the more risk tolerant of the two but often not how risk tolerant each is compared to the public, nor the mag-
nitude of the difference, nor where the difference actually arises.

The objective, information-rich reports are a great aid in helping couples deal with a risk tolerance mismatch. Some
of our subscribers say that the single greatest benefit of the FinaMetrica risk profiling system comes from being better
able to work with couples.
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Planning processes vary from adviser to adviser but all will have some essential elements in common:

e Knowing The Client

e Developing Recommendations

¢ Obtaining Informed Consent and Commitment
FinaMetrica provides unique benefits in all three areas. A flowchart overview of FinaMetrica methodology can be found
on page 20.

Knowing The Client
Developing an understanding of your client’s goals, needs and priorities is a critical early step in the planning process. It
is a prerequisite to developing recommendations. Your interaction with your client during this discovery stage lays the
foundations for your ongoing relationship.

When and How to do Your Client’s Risk Profile?

With new clients, the earlier the better, even before the first meeting. The plain English questionnaire does not require
explanation. It can be completed at the client’s convenience, saving both your and their time, and avoiding the possibil-
ity that your explanation might bias the result.

New clients react positively to the risk profiling process - a bright spot in the sometimes dreary fact-find, and you have
created a good first impression.

With existing clients, FinaMetricaPro can be the trigger for a review meeting or it can be a value-adding extra done
prior to a scheduled review.

If you and your client are comfortable using the Internet, that'’s the best way for both. It is more convenient, saves time
and the data entry is done by the client. Failing that, send your client a hard copy of the questionnaire and have them
return it in time for you to do the data entry so that the risk profile report is available for your meeting.

Remember, with couples, each does their own profile.

When to Re-Do a Risk Profile?

Risk tolerance is a stable attribute but it is not set in concrete. If a client has experienced a significant life or financial
event, positive or negative, the risk profile should be re-done. Otherwise, every two or three years in order to capture
changes over time. Think of it as monitoring your client’s financial blood pressure.

When and How to Discuss the Risk Profile Report with Your Client?
The risk profile report does not replace discussion with your client but rather provides an objective, information-rich
starting point for a more in-depth interaction.

It is best tackled early in the discovery process. What you learn here will inform the balance of the discussion.
There are detailed notes in Discussing Your Client’s Risk Profile Report on pages 13-15.

In brief, you start by confirming that your client accepts the accuracy of the report ... or not. You explore any answers
that the client gave which differ from those typically given by others in their Risk Group (as highlighted by italics in the
Risk Profile report.) You may examine some aspects in particular. With couples, you will find comparing their individual
reports particularly illuminating for them and you.

How to Obtain Sign-Off on Risk Tolerance?
The Risk Profile report is input to your discussion with your client about their risk tolerance and may occasionally be
amended as a result of that discussion, see Discussing Your Client’s Risk Profile Report, pages 14-16.

You decide whether to use the Risk Profile itself for the notes and sign-off or to append it to the financial plan, mak-

ing the notes there and then having your client sign-off on the plan. Either way, the sign-off constitutes your client’s
instructions to you about the level of risk they would normally choose to take.
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Developing Recommendations
The process of personal financial planning is based upon obtaining your client’s properly informed commitment to a set
of trade-offs between conflicting alternatives.

Effective trade-off decisions can only be made when the elements of the trade-off have been separated, and can be
clearly understood and compared.

A key trade-off decision commonly confronted by clients is between risk tolerance and the risk required to achieve
goals.

Gap Analysis
There is often a ‘gap’ between risk tolerance, the level of risk which your client would normally choose to take, and risk
required, the risk associated with the return required to achieve their goals.

To identify that such a gap exists and to then assist your client to resolve it, requires that you can make an ‘apples-to-
apples’ comparison between risk tolerance and investment risk.

The FinaMetricaPro methodology for comparing risk tolerance to investment risk is contained in the PDF file, Linking
Scoresheet, and explained in User Guide to Linking Scoresheet.

You will need to explore those in due course but for the present the principles will be illustrated by way of a simplified
example.

Below is the default FinaMetrica score ranges for the nine standard portfolios in the MoneyGuidePro program

Portfolio Name Percent Stock Best Fit
Capital Preservation | 28% 17 -40
Capital Preservation |l 38% 41 - 46
Balanced | 45% 47 - 52
Balanced Il 55% 53-58
Total Return | 61% 59 - 65
Total Return Il 72% 66 - 73
Capital Growth | 82% 74 - 82
Capital Growth Il 91% 83-93
Equity Growth 100% 94 - 100

Using the Linking Scoresheet you are able to divide the 0 - 100 risk tolerance score range across the nine portfolios on
a best-fit basis as shown.

So, on a risk tolerance basis, Capital Preservation | suits clients with scores of 17-40, Capital Preservation Il suits clients
with scores of 41-46, etc.
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Imagine that Bill and Jean are new clients. Their current portfolio is shown in green below. Your analysis shows that
they need to move to Capital Growth | to best achieve their long term goals. Jean’s risk tolerance score is 57 and Bill's is
45. Both are likely to find that the volatility of Capital Growth | is outside their comfort zone, Bill more than Jean.

e Risk Target Name % Average Return | worst One Standard
Based Stock = Total Real Year Loss = Deviation
Capital Preservation | 28% 8.15% 3.65% -4.46% 6.06%
Capital Preservation Il 38% 8.35%  3.85% -9.11% 7.38%
Balanced | 45% | 8.55% | 4.05% -12.32% 8.49%
Balanced Il 55%  8.68% 4.18% -17.20% 9.97%
L Current 55% | 8.69% | 4.19% -18.55% 10.92%
. Total Return | 61%  8.84%  4.34% -19.96% 10.95%
Total Return Il 72% | 9.04%  4.54% -25.13% 12.78%
Capital Growth | 82%  9.28%  4.78% -29.67% 14.48%
=3 | Capital Growth Il 91% | 9.49%  4.99% -33.80% 16.06%
Equity Growth 100%  9.70%  5.20% -38.16% 17.69%
Bil == Jean

Resolving the Gap
What are they to do? There are three alternatives to consider, individually or in combination:

Take More Risk Bill and Jean could decide to take the additional risk associated with Capital Growth | knowing that
they may be uncomfortable from time to time, Bill more than Jean.

Invest More Perhaps they could spend less now and save more. There may be personal-use assets that could be
sold (or down-sized) with the proceeds being invested. Alternatively, it may be possible to increase personal-exertion
income.

Ease Goals They could delay, reduce or forgo goals.

Remember, Bill and Jean own the problem. You can suggest and illustrate solutions, coach and guide ... but
not decide. Remember also that there is nothing wrong with Bill and Jean deciding to take more risk than
they would normally choose providing this is done knowingly, alternatives have been considered and it is
not so much risk that one or both of them are likely to panic in a major downturn.

Of course, if your analysis had showed that they were on target to achieving their goals with their current portfolio
then there is no gap to be resolved.

What if your analysis had showed that with their current portfolio they were, in fact, expected to do considerably bet-
ter than was required to achieve their goals - a ‘good’ gap rather than a ‘bad’ gap?

In this happy situation, there are again three alternatives to consider, individually or in combination:

Take Less Risk Bill and Jean could decide to take the lower risk associated with Capital Preservation Il, assuming that
this increased the likelihood of their achieving their goals.

Invest Less They could apply some of their savings and investments to other purposes - personal, family, charity, etc.
Alternatively, they may choose to reduce the effort going into earning personal-exertion income.

Increase Goals They could accelerate or raise existing goals, or add new goals.
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Gap analysis actually involves risk capacity as well as risk required and risk tolerance. Risk capacity is the level of risk
the client can afford to take without putting their goals at risk. Risk capacity is an absolute limit. It is best dealt with
when using your planning software to calculate risk required. If the ‘worst case’ outcome for a risk required investment
strategy would derail your client’s goals, then an investment strategy that would fall within risk capacity becomes the
starting point for comparison with risk tolerance.

If you discover a ‘bad’ gap, i.e. your client cannot be expected to achieve their goals given their financial resources and
their risk tolerance, remember that this does not have to be fully resolved at the very beginning of a long-term plan. In
a long-term plan, if history is any guide, very little is lost by going slowly for the first year or two.

Remember also that a new client can feel somewhat anxious, even threatened, by the strangeness and complexity of
what to you are everyday issues ... but may be reluctant to tell you for fear of appearing inadequate. If a ‘big’ decision
can be safely deferred temporarily, a new client may see that as a very attractive alternative.

Existing Clients
Gap Analysis will come into play with an existing client if there has been a change in their circumstances, goals or risk
tolerance, or if their investments have significantly over or under performed.

As noted earlier, risk tolerance can be changed by major life events and does generally decrease with age. Clients
should be retested after a major life event and otherwise every two to three years. Unless nothing has changed and
investments have performed as expected, Gap Analysis will be part of the annual review.

Managing Expectations

Most clients start with unrealistic expectations about risk and return. Unrealistic expectations can quickly become un-
fulfilled expectations and unfulfilled expectations tend to cause grief for all concerned ... except the lawyers.

A good time to start educating (new) clients about risk and return is during Gap Analysis discussions. The Risk Profile
report gives plain-English details of their risk and return expectations based on their answers to the risk tolerance ques-
tionnaire.

FinaMetrica’s Risk and Return Guide and Charts are a valuable resource. In plain English they link analysis of 20,000
risk profiles to 40 years month-by-month back-testing of historical portfolio performance. At a glance, you can show
clients how the portfolio they chose in answering Q16 would have performed over the last 40 years against their risk
and return expectations, as stated in their answers to Q14 and Q21.

Obtaining Informed Consent and Commitment
Your compliance procedures will be aimed at satisfying your fiduciary duty of care to your client by ensuring that you
have their informed consent before implementing the plan.

Not only does FinaMetrica help you meet this legal obligation but it also makes it easy to prove that you
did, should proof be necessary.

The Risk Profile report is an objective, robust, plain-English assessment of your client’s risk tolerance which they sign-off
on as constituting their instructions to you about the level of risk they would normally choose to take.

If, in developing recommendations, trade-offs were required because of risk tolerance mismatches within couples or as
a result of gap analysis,

e these will have been made knowingly by your client,

e the pros and cons of the alternatives will have been made clear, and

e the decisions themselves are readily documented for sign-off.

Of course, if you think about compliance as quality control, then the corollary is that you obtain informed commit-
ment. Your client more fully ‘owns’ their plan. They understand better how the strategies relate to their goals. And, any
trade-off decisions are theirs, because they made them.
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The primary purpose of the Risk Profiling process, including discussion of the Risk Profile report, is to clarify and docu-
ment your client’s instructions to you about the level of financial risk they would prefer to take.

In this context there are things you must do to ensure that you have instructions upon which you can rely -
see Must Do below.

Further discussion of the Risk Profile report will help you quickly develop an in-depth understanding of your client and
accelerate the establishment of a relationship of trust —see Should Do and Could Do below.

Must Do
Confirm Report Accuracy
You must ask your client whether the report is accurate (because you will treat it as their instructions to you about the
level of risk they would normally choose to take.)

Some clients will be surprised by their scores and may question the accuracy of the report. You should ask them to go
through the Risk Group description, as modified by any differences reported, and point out any ‘inaccuracies’.

Remember that the report is a literal summary of the answers they gave.

If they identify something they consider inaccurate, go back to the completed questionnaire and look at the actual
answer with them.

It is possible that they made a mechanical mistake in selecting an answer option. One such mistake will not affect the
risk tolerance score by more than a couple of points. The mistake should be noted and the score can be used as it
stands. If there are multiple mistakes, the questionnaire should be done again.

Sometimes your client will confirm that the report is an accurate summary of the answers they gave but will
still have difficulty accepting their score.

You should explain that the score is simply the result of an objective, statistical comparison between their answers and
the answers given by a sample of the adult population.

If their score is lower than expected, that's because they under-estimate the risk tolerance of the adult population - vice
versa if their score is higher than expected. In either case, ask them to talk about how they formed their views about
other people’s risk tolerance. Who are they comparing themselves to?

Explore Investment Choices
Once you have dealt with the accuracy of the report, you should explore the Investment section and, in particular, any
differences reported there. Such differences will occur in virtually all profiles.

Now is a good time to begin educating your client about risk and return, managing their expectations and laying the
groundwork for obtaining their informed consent.

FinaMetrica’s Risk and Return Guide and Charts will be helpful here. This document links the plain-English of the client’s
FinaMetrica Risk Profile report to the risk and return characteristics of investment portfolios.

In our example, John Sample chose Portfolio 5 as his preferred portfolio (Q16). His downside comfort zone is a fall
of 20% (Q14) and he expects his investments to earn twice the ‘risk free’ rate (Q21). The Risk and Return Guide and
Charts show, historically, the reasonableness of his expectations.)

However, suppose John Sample had chosen a fall of 10% or less as his downside comfort zone limit. This would have

been reported as a difference and would need to be explored. Is he willing to feel uncomfortable from time to time? If
a fall was, say, minus 20%, how much more uncomfortable would the he feel? Would such a fall ever be acceptable?

Some people will be willing to bear sustained periods of significant discomfort and some will not.
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In most cases, your clients will be happy to sign-off on their risk profile reports as presented. However, fol-
lowing the discussion outlined above (and those suggested below, if done) they and you may agree that an
adjusted risk tolerance score is more appropriate. In which case, the adjusted score and the reasons for the
adjustment should be noted for sign-off, and the adjusted score should be used in calculations.

Should Do
“Should” is used in the sense that effort spent here will invariably be worthwhile. There are no hard and fast rules. If
there is a very inaccurate self-impression or some particularly significant difference reported, you may start with that.
Alternatively, you may begin with general questions about (recent) financial experiences, attitudes to risk and return,
etc., which can then lead to opening up discussion on the topics below.

Check Risk Groups
On average, male clients are Risk Group 5 and female clients are Risk Group 4. Where a client is two or more Risk
Groups away from these averages, they are ‘outliers’ and this should be discussed.

Check Self-Impression

If your client’s estimate of their risk tolerance is ten or more points away from their actual score you should certainly
discuss this with them. It is likely that the issue will have already been raised under Report Accuracy above. But, if it
hasn’t, you should raise it, following the explanation outlined previously. Even if the difference is only five points, there
should be some benefit in a brief discussion.

Check Number of Differences

Typically, there will be from three to five differences. Differences occur because, while those within a Risk Group are
similar, they are not clones. Clients whose scores fall at either end of a Risk Group tend to have more differences than
those in the middle. The number of differences is an indication of the client’s consistency when it comes to financial
issues.

Occasionally, a client will have many differences - eight or more, indicating a lack of consistency in financial
matters.

Of itself, this is not a negative characteristic - some people are just less consistent that others. However, it is helpful to
both client and adviser for this to have been identified openly at the very start of the relationship.

Explore Differences
Differences provide an opportunity to open up discussion. Each represents an aspect of your client where they differ
from those with whom they are otherwise similar.

Differences will be either low or high, i.e. your client’s answer indicates less (low) or more (high) risk tolerance than is
typical for their Risk Group.

Most of John’s differences are low differences — indicating less risk tolerance than is typical for his Risk Group. Inter-
estingly, John’s differences show some potential conflicting views on investing. In “Making Financial Decisions,” John
is prepared to take only a small degree of risk (atypical of his Risk Group) AND is more concerned about the possible
gains that the possible losses. In “Financial Past,” John's two differences seem to be contradictory. He says he’s taken
only a small degree of risk in the past, but also says that he has (at least once) made a “thrill-type” investment. These
differences provide the basis for a more in-depth conversation with John.

Generally, it is important to explore any differences that are significantly outside the client’s Risk Group and any differ-
ences that highlight possible conflicting views of risk and return.

For any difference, low or high, it is appropriate to ask why your client thinks it might be that they chose a lower/higher
option than is typical of their Risk Group. But, it's important not to make too much of any particular difference. Re-
member, these are real people not clones.

However, you should look for any difference between the level of risk your client is now willing to take, in Making Fi-
nancial Decisions, and the level they've taken previously, in Financial Past. If there's been a change, you'll want to know
why.
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Could Do
There are many possible applications for the information contained in the Risk Profile Report (and the completed ques-
tionnaire.) Let’s look at two examples:

Q4. “Thrill” Investments (Financial Past)
Whatever the client’s answer, exploring this issue - Why? Why not? What results? Would you do it now? - is invariably
highly informative.

Note: The client’s answer to Q4 is only reported for Risk Groups 4-7 because it is extremely rare for someone in Risk
Groups 1-3 to answer “Yes”. However, you can always check a Risk Group 1-3's completed questionnaire.

Q11. Borrowed to Invest? (Financial Past)
If “Yes”, it will be informative to ask, Why? How? Results? Do again? Similarly, if “No”, try asking “Why not”?
Would you now? ... but remember that older females may never have had the opportunity.

Q22. Government Benefits & Tax Advantages

Many advisers’ value-add involves arbitraging the Social Security and/or Taxation systems. But there are risks here and
quite extreme differences in clients’ attitudes. Some clients have a strong aversion to paying tax and/or will do almost
anything to obtain a government benefit. Others are deeply concerned about being seen, or seeing themselves, as tax
or social security cheats. Some exploration of these sensitivities could prove useful.

Psychometrics
Over the past 50 years considerable effort has been devoted to establishing standards for measuring value-expres-
sive attributes, such as risk tolerance. The research was done by psychologists and statisticians, and the discipline they
developed is known as psychometrics.

Psychometric standards can be applied to questionnaires ranging from opinion polls and market surveys,
through to tests of IQ, personality, aptitude, etc.

A robust questionnaire is, in psychometric terms, one that is valid and reliable, where,
e Valid means that it measures what it purports to, and
¢ Reliable means that it does so consistently, with a known level of accuracy.

A psychometric test must go through a rigorous development process comprising Usability Trials and Norming Tri-
als, and must meet an internationally accepted set of psychometric standards.

¢ In Usability Trials, a large pool of questions is tested for understandability and answerability. This can involve
researchers sitting with subjects who are encouraged to verbalise their thoughts as they examine the questions.
Questions which seem straightforward are often revealed to have poor understandability and/or answerability.

¢ |n Norming Trials, questionnaires comprising questions with high Usability are tested on representative samples
to determine the statistical value of the questions and the scoring algorithm. Questions which appear insightful
often have little or no statistical value in differentiating one respondent from another.

Typically, development requires multiple loops through both trial processes. The FinaMetricaPro system has been
through four such loops.

A detailed discussion of the application of psychometrics in risk tolerance testing can be found in “Some Guidelines for
Financial Planners in Measuring and Advising Clients About Their Levels of Risk Tolerance”, Callan, V. J. & Johnson, M.,
Journal of Personal Finance, August 2002, pp 31-44, a copy of which can be downloaded at
www.riskprofiling.com/Downloads/MeasuringRiskTolerance.pdf and “Insights from Psychology and Psychometrics on
Measuring Risk”, Roszkowski, M. J., Davey, G. & Grable, J.E., Journal of Financial Planning, April 2005, pp 66-76, a
copy of which can be downloaded at http://www.fpanet.org/journal/articles/2005_lIssues/jfp0405-art8.cfm.

Certification by the University of New South Wales' Applied Psychology Unit that FinaMetrica meets international psy-
chometric standards can be found at www.riskprofiling.com/Downloads/UNSWProQuestCertification.pdf.
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Risk Management
All practices are likely to have dissatisfied clients sooner or later. Even a practice with “perfect” processes can fall foul
of an impossible-to-please, irrational or dishonest client.

Sensible risk management will aim, firstly, at minimizing the incidence of dissatisfied clients and, secondly,
at maximizing the practice’s ability to defend itself.

Most commonly, the dissatisfied client will have lost money. The key elements of their claim will be that:
¢ In formulating the plan you didn’t understand the level of risk they were willing to take.
and/or
¢ In presenting the plan you didn’t explain the risks involved in the strategy you recommended.

You will need to be able to prove that you did both. In particular, you must be able to defend a situation where the
plan’s recommended investment strategy involved risk beyond that which they would normally choose to take, i.e.
beyond their risk tolerance.

You must be able to establish that:
e The clients’ stated goals required a plan whose inherent risk was greater than their risk tolerance.
This gap between risk required and risk tolerance was disclosed to the client.
Alternatives (invest more, lower goals, increase risk) were discussed.
The client chose an alternative that involved increased risk.

This is the meaning of obtaining informed consent. If you do this you will have minimized the incidence of dissatisfied
clients. If you can prove that you did, you will have maximized your ability to defend yourself.

For most professional advisers, nothing is more damaging, emotionally and financially, than having to defend a negli-
gence/incompetence claim.

By using the FinaMetricaPro risk tolerance test and following the FinaMetricaPro methodology, you will
obtain informed consent and be able to prove that you did.

The vexatious client has always been a problem and litigation lawyers on fishing expeditions are becoming one. Armed
with provable informed consent, you need not fear being unable to defend yourself against unjust claims.

Clearly, obtaining provable informed consent is critical in avoiding “sickness” but the corollary, obtaining informed
commitment, is equally effective in promoting “health”.

Practice Development
Many new clients’ expectations are unrealistic. It's often simply not feasible to achieve their goals given their present
and anticipated financial circumstances, and the level of risk they are willing to take. Compromises and trade-offs will
be required.

The process of obtaining informed consent and commitment demonstrates to clients that their needs are being fully
considered. If compromises and trade-offs are required, they are identified and resolved in a manner clients can under-
stand and accept.

In fact, informed consent and commitment puts the client in the driver's seat. The client makes the deci-
sions. Your role is to identify the need for decisions, the alternatives and their consequences. You are re-
sponsible for your advice but the decisions are the clients.
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To the extent that your value-adding promise includes identifying and resolving problems, your client will have had an
early demonstration of your ability to deliver on that promise. Your relationship with your client is off to a good start.

Clients have much greater understanding of, and commitment to, plans arrived at through the informed consent and
commitment process. You won't find yourself repeatedly explaining the strategies or defending them.

You will have happier clients. Happy clients are much more enjoyable to deal with for you and your team.
Happy clients refer more.

Where a client subsequently has doubts or concerns, it is a simple task to revisit the documentation of the original
process. This will either confirm that the client wants to stay with the original decisions or, if there has been a change
in circumstances or goals, will identify that a review is needed.

Reviews become an extension of planning. Obtaining informed consent and commitment is a logical, transparent
framework for both.

Of all the information required as an input to the informed consent and commitment process, the client’s
risk tolerance used to be the most problematic.

It was difficult and time-consuming for an adviser to make a quantified, objective assessment in a manner that was
meaningful to the client, easily documented and readily expressed in terms of financial parameters, particularly those of
portfolio construction.

The FinaMetricaPro system solves this problem in a manner that clients can understand and appreciate. It is a significant
step forward in best practice for obtaining provable informed consent.

By using FinaMetricaPro you can more effectively discharge your responsibility for risk tolerance assessment. By follow-

ing an informed consent and commitment process you empower your client and in doing so ensure that they accept
their responsibility for the high-level planning decisions.
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FinaMetricaPro’s seven Risk Groups conveniently categorise
individuals along the 0 - 100 continuum from risk-avoiding
to risk-seeking.

Each group has a six-part risk group description summa-
rizing how those in that group typically answer the risk
tolerance questionnaire. Fifteen of the twenty-five questions

are covered by the risk group description. The table shows Risk Group 1 2 3 4 5 6 7
the structure of the descriptions and how they change from ScoreRange | 0-24 | 2534 | 35-44 | 4554 | 55-64 | 6574 | 75-100
one group to the next. Adjacent groups are quite similar but No.lnGroup | 1% | 6% | 24% | 38% | 24% | 6% | 1%

groups two apart are very different.

Making Financial Decisions

1 2 3 4 5 6 7
Q3. Think of “Risk” Danger Danger or | Uncertainty ~ Uncertainty Opportunity Opportunity | Opportunity
as? uncertainty or thrill
Q12. Confidence in? Little, at Little, at Reasonable = Reasonable Reasonable to = A great deal, Complete,
most most a great deal if not com- or at least a
plete great deal
Q7. Feel about At least At least Somewhat At least At least Very, or at Very opti-
afterwards? somewhat = somewhat | optimistic somewhat somewhat least some- mistic
pessimistic pessimistic optimistic optimistic what opti-
mistic
Q10. Degree of Small, at Small, at Small to Medium Medium Larger Very Large
risk? most most medium
Q6. Concerned Always Usually, if Usually Usually, if not = Usually, if not = Usually, if not = Always gains
about losses or losses not always, losses always, gains = always, gains | always, gains
gains? losses
Financial Disappointments
1 2 3 4 5 6 7
Q2. Adapt? Very uneasily Somewhat = Somewhat At least some- At least some- = Somewhat, if = Very easily
or very or very what easily what easily  not very easily
uneasily uneasily
Financial Past
1 2 3 4 5 6 7
Q9. Degree of risk? Not more Not more Small to Small to me- Medium Large Larger to very
than small than small medium dium large
Q11. Borrowed to “No” “No” Two thirds = Most “No” About half  Great majority =~ Great major-
invest? “No” “Yes" “Yes" ity “Yes”
Q4. Thrill invest? n.a n.a n.a. Very Few Few Almost Half | Three of five
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Investment
1

Q18. Money value Much more
not fall or re- money value
tain purchasing not fall
power?

Q21. 10 yr returns? 1-1.5xCDs

Q14. Discomfort? Any fall

Q16. Portfolio Mix? 0/0/100 or
High/Med/ 0/30/70
Low

Borrowing

1

Q23. Loan Mix? At least

75% fixed

2

Somewhat
more mon-
ey value not

fall

1-1.5xCDs

Any fall
0/30/70

2
At least

75% fixed

Government Benefits and Tax Advantages

1

Q22. Take risk to Not if any
obtain? chance of
worse off

2

Not any if
chance of
worse off

3

Both of
compa-
rable im-
portance

1.5-2xCDs

10% fall
10/40/50

3
50/50

3

Yes, if only
a small
chance of
worse off
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4

Somewhat

more retain

purchasing
power

1.5-2xCDs

20% fall
30/40/30

4

50-75%
Variable

4

Yes, if only a
small chance
of worse off

5

At least some-
what more
retain purchas-
ing power

2-2.5xCDs

20% fall
50/40/10

5

At least 50%
variable

5

Yes, if only a
small chance
of worse off

@ Fina & etrica
6 7
Much Much more
more retain retain pur-
purchasing  chasing power
power
At least 3x More than
CDs 3xCDs
33% fall 50% fall
70/30/0 100/0/0
6 7
At least 50% = At least 75%
variable variable
6 7

Yes, if 50+%
chance of bet-
ter off

Yes, if 50+%
chance of bet-
ter off
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Step 2

Discuss Risk
Profile Report

) .

Step 3

Develop
Recommendations

J :

Step 4

Manage
Expectations

J

Step 5

Obtain Informed
Consent

J

Step 6

Re-Do
Risk Profile

| Bk

the result. Couples each do their own questionnaire.

Ask client if report is accurate and to point out any ‘inaccuracies’. If inac-
curacies, go back to completed questionnaire and look at actual answer with
client. If one mistake made, note it and use score. If multiple mistakes re-do
questionnaire.

Explore the Investment section and any differences (identified by italics in the
report). Look a the client’s preferred portfolio (Q16), downside comfort zone
(Q14) and expected 10 year investment returns (Q21) and compare what
actually has happened to their preferred portfolio in the Risk and Return
Guide and Charts with the client. Explore to what extent the client would
feel discomfort if there are differences in the downside comfort zone. This
begins the education/managing expectations process.

Explore any other answers that differ from those typically given by others

in their risk group (in italics). See the FinaMetricaPro Quick Guide for other
‘Should/Could Do’ discussions.

For couples do the above, and then compare their individual reports.

Make notes on the discussion, if necessary adjust the score and sign off with
client on the report and notes as accurate.

Put risk tolerance to one side and explore (using MoneyGuidePro) what is

required to achieve the client’s financial goals.

Identify any gap between the level of risk client would normally choose to

take and investment risk associated with the return required to achieve their

goals. Use linking scoresheet.

Assist client to resolve any gap by suggesting and illustrating resulting out-

comes: Take more or less risk, Invest more or less, and ease or increase goals
(delay, accelerate, reduce, raise, forgo or add).

Consider alternatives, coach and guide, but not decide — the client owns

the problem and decision. Your role is to identify the need for decisions, the

alternatives and their consequences.

As part of these gap analysis discussions, reintroduce the risk and return
guides to educate the client and help the client work through the trade off
process. Show how their chosen portfolio would have performed over the
last 40 years and how this compares with their risk and return expectations
in Q14 and Q21.

If compromises and trade-offs were required because of risk tolerance

mismatches within couples or as a result of the gap analysis, document and

sign off on:

e The client’s goals required a plan whose inherent risk differed from their
tolerance to risk;

e This gap between risk required and risk tolerance was disclosed to the
client;

e The pros and cons of alternatives (invest more, lower goals, increase risk
etc) were discussed and made clear;

¢ The client chose an alternative that involved a departure from their toler-
ance to risk

Re-do a risk profile if the client has experienced a significant life or financial
event, positive or negative.

Otherwise, every two to three years to capture changes over time.

Can be used with existing clients to trigger a review meeting or prior to a
scheduled review.

: ; Fina #{ etrica
Quick Start Guide @
FinaMetricaPro Methodology Flow Chart
Step 1 Process Resources
Complete * Register client/s online and allow them to complete the questionnaire online | ¢ Online
Questionnaire or as a hard copy at their own convenience - ideally before the first meeting questionnaire
or early on in the planning process to avoid indirectly introducing bias into e Hard copy

questionnaire PDF

Online Risk Profile
Report
FinaMetricaPro
Quick Start Guide

MoneyGuidePro
FinaMetricaPro
Linking

Scoresheet

User Guide to Link-
ing Scoresheet

FinaMetricaPro Risk
and Return Guide
and Charts

Own
documentation in
written advice

MoneyGuidePro
Client List
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