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T he new SEC compliance rules are in effect noparty that the test meets these standards. If you rgly

and you've already seen so many summarie®ofa test that is easily proven to be inadequate i a

them than you probably want to hold a compltourt of law, your exposure is increased accordingly-
ance manual burning party on the back lawn. But caed the SEC may be less than supportive as wel|.
area that isn’t receiving much attention is the require- In the past, when risk tolerance questionnairgs
ment that each client’s portfolio must be aligned witended to look suspiciously like sales tools for this ¢r
his/her objectives, and that each client file must contthiat product, you found what psychographic experfs
a plausible assessment of the client’'s tolerance dall “bad” questions. “In the typical industry ques
investment risk. tionnaire, there are two types of ‘bad’ questions

The problem, of course, is that risk tolerancesays Davey. “The first type is situational--questior|s
subjective and therefore hard to measure. In malsbut age, stage of life, time horizon, financial neegls
cases, your files will contain either a note that yetc., while relevant as part of know-the client, are npt
showed people a variety of portfolios and asked thestevant to risk tolerance.” The second type of ‘ba¢’
to pick one, or you used a psychological assessmerjuestion is anything that has to be explained by the
risk-taking that has little to do with investments. Qadvisor. “If the advisor plays an active role ir
more often, neither; just notes of a conversation whmtmpletion of a questionnaire,” says Davey, “th
(one hopes) didn’t simply ask clients to define theesults will be influenced by the advisor, and thE
tolerance on a scale of one to ten. objectivity of the test will be compromised.” He

Geoff Davey, co-founder of FinaMetrica, a welgtoesn’t have to add how bad the advisor filling out thje
based risk assessment system, suggests that therectigany’s risk tolerance assessment might look to the
be plausible alternatives to this nonsense. A rSEC orin a court of law.
tolerance test, he says, has two basic purposes: compliYes, Davey has a substantial conflict of interest
ance with the “know the client” guidelines and whatssiggesting that you look for a tool that meets psyc
known as “gap analysis,” which compares the clientigetric standards and has third party validation, singe
risk tolerance with the risk inherent in strategic alterrféinaMetrica happens to meet those tests itself. (We,
tives. In other words, clients may prefer to have atlthis newsletter, haven’t found another organizp-
their money invested in the money markets, but theyn that does.) Meanwhile, the company web sife
might need a real, after-inflation return of 5% a year(tisk-profiling.com) takes an interesting approach
achieve their goals. Which approach should be congi risk tolerance process; instead of simply provigl-
ered the riskier? That's a trade-off decision for tireg an instrument, it allows users (who pay a yearly
client to make. But if the client decides to step outaxdcess fee) access to the test over the web for their
his comfort zone and go for that 5% return, and then tients, push-of-a-key analysis of the results, plys
markets go down, you'd better have information in thisk and return guides and charts and a linking spregd-
files that talk about why the decision was made, astteet that allows you to download the data to yopr
with what supporting information. computer.

A risk tolerance test questionnaire should also The point, as Davey explains it, is to take th
conform to ever-evolving psychometric standardsencept of measuring a client’s tolerance for invesﬁ-
that is, to the standards established through the sceant risk and expand it into a comprehensive tool fpr
tific discipline for testing subjective attributes. Thieuilding portfolios and providing effective client
focus, says Davey, is on validity and reliability--valideducation about this esoteric topic. Ifyou're going fo
ity meaning that the questionnaire tests what it purpdrése to put this stuff in your client files, you at leag
to test, and reliability meaning that it does so consigight to get some savings of time and effort--arjd
tently and with a known level of accuracy. Looknaybe a little more precision in the portfolio-build
Davey says, for certification from a competent thindg process--as weh.
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