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Risk Profiling procedures
Description of the procedure to be carried out

To follow the process below to ensure that the client’s attitude to risk, ability and need to take risk remain accurate throughout our relationship with that client.
Individuals who are required to carry out this procedure

All advisers

Individuals responsible for ensuring that this procedure is carried out
SMF16 and adviser’s supervisors.
Circumstances under which procedure must be carried out

On initial meeting with the client and on every occasion where the client’s circumstances have significantly changed.

The primary step in any exercise involving investment planning is establishing a definition for the investor’s risk profile. Their risk profile is essentially a summary of their willingness, ability, and need to take financial risk, with risk being defined as exposure to loss.

The factors we take into consideration when constructing a suitable portfolio, taking into account the risk profile, are limitless.

However, to provide some clarity in the process that we use to establish an investors risk profile, it could be said that we look at four key areas set out below.

In helping us gather material facts, as well as more subjective information on these four key areas, we use three simple questionnaires and often have more expansive discussions to assist in the ultimate decision. Completion of these questionnaires is requested as part of the ‘factfind’ process.

1. Financial objectives

The first and key consideration is determining the investor’s primary (and then any subsequent) financial objective(s). This is fundamental to the process, as it establishes the degree of risk that the investor needs to take in order to meet their objective(s).

It may be that, after establishing the degree of risk required, adjustments in an investor’s expectations or attitude is required and this illustrates the importance of the profiling exercise.

Financial objectives may comprise of a need for income, and potentially capital, at certain periods in an investor’s life and the time available before the objective must be met.
For us therefore, financial objectives help us set capital needs, time horizons and the returns needed to realise those objectives.

2. Capacity for loss and the need to take risk
This refers to the extent to which the investor can ‘afford’ to lose investment capital without it having a significant and sustained negative impact on their ability to maintain their standard of living.

We look to clients’ abilities to meet their income needs using natural income from pensions, interest, dividends and capital. We try to establish how much capital, if any, is needed to pass on to future generations and / or survivors. We use this information to see how much capital and / or income headroom a client may have to cope 
with a 
significant and sustained capital erosion. This headroom defines capacity for loss for us. Our view is that it is this analysis that drives the setting of the appropriate asset allocation. We carry out this analysis, we don’t leave it to the client.

We anticipate three likely outcomes, as follows:

1. Income streams are sufficient to support cost of living needs with significant headroom – this generates a high capacity for loss and clients can invest as per their attitude to risk “sweet-spot”, although clearly, there will be no need to take anything other than inflation compensating risk.

2. Income streams are sufficient to support cost of living needs with marginal headroom – this generates a low capacity for loss and clients should invest defensively to protect their income needs – this requirement would generally over-ride any attitude to risk preference;

3. Income streams are insufficient to support cost of living needs – this generates a very low capacity for loss and clients either need to adjust their cost of living expectations, (in which case we will look to invest defensively as per the previous scenario), or we would need to invest aggressively to try to make up any shortfall. We would only do that if the client agrees to an aggressive strategy following in depth discussions with us.

We believe that assessing capacity for loss and the need to take risk is best dealt with through catastrophe based cash flow modelling. Our cash flow modelling procedures are documented elsewhere. 

We re-examine clients’ capacities for loss whenever we meet up with them for a review.

3. Attitude to risk
An investor’s attitude to risk is clearly a subjective factor and is based on the investor’s perception of what degree of investment risk they are willing to accept.

They should bear in mind that risk is directly linked to reward. The less risk you take, the lower the potential returns and the more risk you take, the higher the potential returns.

Also, the less risk you take, the lower the risk that you will get back less than you invested and the higher risk, the higher the chance you will get back less than you invested.

Often investors will have different risk attitudes towards different aspects of their financial affairs and we will establish and document this if appropriate. However, we always ask investors to give one definition taking into account their overall situation.

There are many different ways of assessing an investor’s attitude to risk, such as psychometric testing, decision trees and simple risk definitions. To help the investor to understand the concept we have chosen to simplify this and use a simple scale of 1 (no risk) to 7 (maximum risk).

We believe that investors have an attitude to risk which is intrinsic to their individual characters and circumstances. We therefore do not believe that it is necessary to re-test attitude to risk other than for a circumstantial change. A complete list is not possible, but significant changes in health, income levels, political and economic upheaval, and families are the most common triggers for changes in attitudes to risk. We monitor clients’ circumstantial changes each time we have a review with them.

After establishing an investor’s position relating to the aforementioned three key areas, the outcomes will lead us to one of the following definitions of their risk profile:- Nil risk, Cautious, Cautious/Medium, Medium, Medium/Adventurous, Adventurous, Extremely Adventurous.

A basic explanation of the investor’s position relating to the three key areas, and of their risk profile as defined by us, will be set out in our suitability letter to the investor, and in our support (fact-finding) material.

The defined risk profile will then be used as the key factor in constructing an appropriate asset-allocation and subsequently will influence selection of the underlying investments.

Essentials:


Page 1 of 4
ESS31102023 Risk profiling procedures

