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The Risk of Financial Planning Tools 

The FSA reviewed 11 risk-profiling tools and found that 9 of these had weaknesses 'which could, in 
certain circumstances, lead to flawed outputs'.  

Whilst similar weaknesses were identifiable in non-tool approaches, these results and the guidance 
issued last week are a significant wake-up call.  

Suits you sir? 

The first week of the New Year saw a new guidance document from the FSA on assessing suitability 
based on a thorough understanding of their risk profile. The regulator has expressed concern for 
some time regarding how advisers analyse and communicate risk with consumers. Their review of 
investment files between March 2009 to September 2010 resulted in them feeling that half of the 
cases (366) failed the suitability test. Of the 366 cases, 199 failed on the grounds of inadequate 
assessment of customer attitude to risk. 

The FSA research breaks the problems down into these key areas: 

• Poor descriptions of attitudes to risk (vague and/or failing to differentiate risk) 
• Failing to select suitable products matched to risk profiles (related to poor analysis and poor 
customer insight) 
• Inappropriate focus on the risk a customer is willing to take (lacking a holistic view of needs) 
• Lack of understanding of products and underlying assets (skewing asset allocations) 
• Lack of responsibility when using tools (inadequate understanding of workings) 

As a result of studying good and poor practice, the FSA guidance now sets out the measures that firms 
will be judged by. Given the failings identified, product providers, tool providers and advisers have 
some remedial work if they are to avoid further censure. 

What are the key lessons? 

• A recurring concern in the guidance is that firms fail to adequately assess capacity for risk as well as 
attitude to risk. This is a subject we have consulted on (and discussed with leading risk-profiling firms 
such as FinaMetrica who support this view). Risk capacity is not only about withstanding a capital loss 
but also the potential effect on income. The FSA will be looking for this to be covered in suitability 
assessments but in such a way that information is not conflated to produce muddled outputs (e.g. 
mixing risk capacity, investment horizon and attitude to risk)  
• Risk questionnaires need therefore to be easy to understand and unambiguous (both in terms of 
the questions and the answers provided). Firms will also need to consider whether they recognise 
multiple attitudes to risk (in relation to specific goals, for example) or a single overall attitude to risk 
profile 
• Terminology regarding levels of risk needs to be reviewed and changed if necessary. Terms around 
reasonable or moderate risk were a particular cause for concern, and profiling tools must cater for 
loss averse customers  
• The FSA suggests that descriptions should ‘clearly quantify the level of risk' (para 3.29) but this does 
seem to conflict with its warning that the profiling process should not assume an unreasonable level 
of mathematical ability (para 3.17). Good practice examples include the use of simple diagrammatic 
representations of relative risk 
• Whilst automated tools and model portfolios have become more common place, firms must match 
their profiling and recommendations together in a robust system. Advisers (and providers) are 
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required to understand the underlying assumptions and mechanisms in the tools that they use 
• In particular, the FSA warns against relying solely on volatility as a proxy for risk. (para 4.1 box) so 
firms must also take into account inflation risk, liquidity risk and lack of diversification. 
• Firms are also required to monitor changes in attitude to risk over time and should analyse the risk 
profiles being derived relative to expectations for the customer base. There must be a feedback loop 
to ensure suitability and recalibrate processes if required 
• Refreshingly, the FSA guidance does recognise that the customer's attitude towards risk and 
capacity to sustain loss may be incompatible with customer's needs and objectives. The key point 
here is to clearly define the gap; the consequences of and to record how the customer may have 
come to accept a different level of risk as a result of this analysis 

Bluerock's experience in this field is well recognised - so call us today to discuss how we 
can help you adopt this new guidance whilst delivering excellent customer experience 

Please contact Vaughan Jenkins: 

vaughan.jenkins@bluerock-consulting.com 

020 7213 9760 

Taken from: Proposed guidance on Assessing Suitability: Establishing the risk a customer is willing and 
able to take and making a suitable investment selection (FSA).  
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