PSYCHOMETRIC RISK
PROFILING
A key step in establishing investment
suitability

A psychometric investment risk questionnaire is important to help identify the amount of risk that an investor is
prepared to take. It can, however, only ever be a starting point for a discussion with an investor about his or her
personal circumstances, ﬁnancial goals and views about investment risk.

INVESTMENT RISKS
Psychometric risk proﬁling gives a proﬁle of investors’ attitudes towards common investment risks such as:
•

capital loss;

•

investment volatility;

•

not meeting a desired investment objective e.g.

•

lack of liquidity;

•

repaying a mortgage;

•

counter-party failure;

•

not keeping pace with inﬂation;

•

lack of diversiﬁcation; and

•

depletion of capital by drawing a desired level of

•

under-performance due to overly conservative

•

income;

•

investment choices.

It follows that the score from a psychometric risk questionnaire does not say anything about which of the above
risks most concerns the investor, nor anything directly about the personal circumstances of the investor.
The risk proﬁle from the questionnaire provides a starting point for an informed discussion about the nature of
risk and the investment return which might be achieved by taking it.
The risk proﬁle provides unique insights into the investor’s feelings about investment risk in general and throws
a light on the psychological make-up of the individual. For example, is he or she a worrier or someone who
enjoys a bit of excitement in life?
The risk proﬁle does not provide any information about the investor’s view about the different types of risk, as
listed previously, nor about personal circumstances or motivations for investment.
However, it provides an excellent starting point for a discussion about life and ﬁnancial goals, the nature of
investment risk and the trade-off between risk and reward.
The questionnaire is trialled with many hundreds of investors and statistically tested to determine its validity,
reliability and accuracy. This is normally expressed as a probability - around 95% for a well constructed
questionnaire.
A probability of this degree indicates that the questionnaire is measuring investment risk as intended. It also
indicates that the investor would be highly likely to be allocated to the same risk proﬁle if the questionnaire
were repeated.
Nonetheless, testing a questionnaire with many hundreds of investors cannot provide insight into the personal
circumstances of a speciﬁc individual investor.
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ESTABLISHING SUITABILITY
HOW A PSYCHOMETRIC RISK QUESTIONNAIRE MIGHT BE USED IN AN ADVICE
PROCESS

Filter for “no risk”
clients

Psychometric risk
questionnaire

Trials and
statistical tests

Scoring
algorithm

Initial risk
assessment

Individual personal
circumstances

Capacity for risk
assessment

Understanding of
risk and outcomes

Stochastic
forecast

Investment
recommendation

This is only an example of how the process might work but all the elements need to be in place:
•

an understanding of the attitudes of the investor towards risk;

•

an understanding of the investor's capacity for risk, based on knowledge of the investor's personal
circumstances, experience and goals; and

•

a discussion about the different types of investment risk and how the potential outcomes might affect
realisation of the investor's goals.
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The education of the investor and the alignment of the investor’s
expectations with the investment recommendation are the ﬁnal
and possibly the most crucial steps in the advice process. All
too frequently it is an unwelcome surprise – for example short
term capital loss which leads to complaints from investors.
The difﬁculty is explaining all the different types of risk and the
potential reward for taking them.
Here stochastic modelling can play an important role by
illustrating many of the risks and showing how they might be
managed. Stochastic modelling can also help the investor
understand what needs to be done to stand a good chance of
achieving investment goals. By setting investor expectations at
realistic levels, this approach can make a major contribution to
reducing complaints.

AUDIT TRAIL
Having identiﬁed an investor’s risk proﬁle it is important to
stablish an audit trail of the risk assessment. This can be done
by providing the investor with a report documenting the entire
process.
Although not directly covered by the FCA in its thematic review,
this would probably have done a lot to reduce the FCA’s
concerns about advisers making recommendations solely on
the basis of the output from a psychometric investment risk
questionnaire.
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BEST PRACTICE
EValue offers all the best practice elements that an adviser needs to ensure that investment recommendations
can be made which are suitable to a customer’s risk proﬁle. These are summarised in the table below.
FCA good practice
recommendation

EValue risk proﬁler

Capacity for risk

Additional questions are included after the psychometric questionnaire
to assess capacity for risk. These can be conﬁgured to meet advisers’
requirements.

Clearly worded and easily
understandable questions

All questions are trialled with target investors before being used in
questionnaires to ensure that they are easily understood and unambiguous.

Information on investment
objectives

EValue incorporates the term of the investment in the assessment of an
investor’s risk proﬁle and goals can be set to see potential outcomes.

Clear descriptions of risk

EValue communicates investment risk in multiple ways through: clear
wording, visuals that communicate short term volatility and forecasts of
potential longer term outcomes.

Sensitivity to answers to
individual questions

Questions are trialled and answers tested for consistency with additional
questions incorporated to reduce the sensitivity to the answer given to any
one question.

Regular management
information on the results of
risk proﬁling tool

The EValue psychometric risk questionnaire includes demographic
information so that management information on the distribution of risk
proﬁles is continuously available online in aggregate and by individual ﬁrm
or adviser

Regular updates of
customer risk proﬁles

A record of customer risk proﬁles is maintained and changes recorded over
time.

Avoidance of wide
risk bands that include
customers with very
different risk proﬁles in
same risk band

The position of a customer’s risk proﬁle in the risk band is shown and the
probability of the customer being in an adjacent risk band given.

Customer engagement and
understanding

EValue offers alongside its psychometric risk questionnaire some quick and
simple stochastic forecasting tools which can illustrate potential outcomes
from investment solutions matching different risk proﬁles. The whole risk
assessment process is captured in a customer report.

Investment
recommendation consistent
with customer’s risk proﬁle

Stochastic modelling allows investment recommendations to be matched
precisely to risk proﬁles with a clear deﬁnition of the boundaries for each risk
proﬁle.

Guidance on the use of risk
proﬁling tools

Extensive information on the methodology used to construct a psychometric
risk questionnaire is available together with a guidance note on how it
should be used.
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EValue
Benyon House
Newbury Business Park
Newbury
Berkshire
RG14 2PZ
Tel: 01635 881180
Email: contact@ev.uk
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