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Over the past several
decades, many
approaches have been

used to understand investors’ risk
and return expectations. Currently
two distinctly different approaches
are in use. With the first method,
investors answer a series of ques-
tions, some of which may not be
investment related, to determine the
level of risk they are comfortable
with, then similar recommendations
are made to all investors in that risk-
level group.1 This article discusses a
second method focused exclusively
on investment issues relevant to
high-net-worth and small institu-
tional investors.

Different Investors, Different Definitions
Before tackling investor expecta-
tions, the question of suitability
should be addressed. Many of
today’s questionnaires are referred to
as “risk tolerance” questionnaires
although they cover issues other
than risk and return, such as
investor age, time horizon, cash
flow needs, investment experience,
and net worth. These latter issues
certainly are relevant to the assess-
ment of investment suitability, but
they are outside the framework for
measuring investor risk tolerance
and risk and return expectations.
More specifically, age is not a risk
tolerance question. There are aggres-
sive old investors and conservative
young investors. But an adviser or a
firm may not be wise, from a liabil-

ity standpoint, to allow an older
investor into very aggressive invest-
ments without additional qualifying
criteria or the investor’s written
acknowledgment. So, certain invest-
ments should be avoided because
they are not suitable and separate
questions should be included to
address suitability, but these are not
risk tolerance questions.

The second type of question
often included in a risk-tolerance
questionnaire is really an invest-
ment preference question. If a ques-
tion asks about stocks and an
investor responds favorably to
stocks, a higher score is awarded,
which correlates to more aggressive
investments. While this may be true
generally, long-term high-yield
bonds may well have more risk than
conservative stocks. When investors
say they don’t like international
investments, they actually may be
increasing their risk levels because
their portfolios will be less diversi-
fied. The goal is for investors to
define their risk tolerances and for
advisers to then recommend appro-
priate portfolios, not to ask investors
what should be in their portfolios.

Generally, it is not appropriate to
ask an investor about the common
analytical risk factors such as beta,
Sharpe Ratio, etc., that an adviser
deals with every day. Instead, the
following typical types of risk defini-
tions are considered important to
the investor:
• frequency of loss
• amount of loss in a bad year
• amount of loss when the stock

market is down

On the other side of the equation
are offsetting return definitions:
• average rate of return
• return relative to inflation
• return in a good year
• return when the stock market is up

One significant risk is not on this
list: the very important risk of not
having enough assets to meet life-
goal expectations. That risk should
be addressed if the adviser is helping
the investor plan to meet long-term
goals. But it is inappropriate to push
an investor into a portfolio that is
too risky (as determined by an
investor’s risk tolerance) just to
show a reasonable probability of
meeting long-term goals. So, opti-
mally, the assessment of investor
risk tolerance and expectations
should be separated from any long-
term-goal-planning-process.

Personalizing the risk 
tolerance assessment
Most risk tolerance questionnaires
are composed of scored questions,
and the sum of those scores deter-
mines an appropriate asset allocation
or investment constraints. Almost all
these questionnaires suffer from the
inability to be truly personal.

For instance, investors often are
asked questions that present differ-
ent outcomes based on hypothetical
investments. The following ques-
tion, excerpted from a questionnaire
from T. Rowe Price that is used in a
class on personal finance taught at
the University of Utah, illustrates:

Suppose that one year ago you invested
$20,000 in a stock mutual fund. The market 
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has gone down during this period, and
today your investment is worth $16,000. You
calculate that if you had originally put the
$20,000 into a relatively risk-free invest-
ment such as Treasury bills, you would have
approximately $21,000 today. You decide to:
(Please check only one box.)

� Sell the fund and invest the proceeds in
a much safer investment (0 points).

� Sell the fund and invest the proceeds in
a riskier investment in an attempt to
recoup your losses faster (8 points).

� Hold the fund (6 points).
� Buy more shares of the fund (13 points).

The higher the point value
associated with a response, the
greater the risk tolerance assumed.
And, typically, the overall point
total aligns with a particular allo-
cation or investment vehicle. But
this type of question has two
major faults. First, the investor
may not have $20,000; he may
have $7,500 or $123,000. For this
question to be relevant to a partic-
ular investor with a specific
amount to invest, the investor
must adjust the hypothetical levels
to match the investment amount
under consideration. Without such
an adjustment, for instance, an
investor with $1 million to invest
may answer this question aggres-
sively, but his reaction to the same
proportional outcome on an actual
$1 million investment may be
very different. Second, this is a
complex mathematical compari-
son for the average individual. The
investor’s inability to correctly
comprehend the scenario pre-
sented may lead to an incorrect
measurement of risk tolerance.

The problem with questions like
the one above is not with the
intent but with the execution.
Decades of applying utility theory
to investment issues has proven
both valid and beneficial in assess-
ing potential investments.2

A utility-based approach that is
more effective at determining
investor risk tolerance can be

expressed graphically and dynami-
cally, as shown in figure 1.

In this example, the investment
dollar amount under consideration
is integrated and the investor can
move a slider to the left or right to
see how much gain or loss might be
expected in a portfolio at different
levels of risk. In this way, risk is dis-
played as a potential loss that relates
to the dollar amount that the
investor actually is investing. The
investor’s risk tolerance is calculated
based on the trade-off the investor
selects between the potential gains
and losses presented.

Another benefit of this dynamic
approach is the ability to directly
incorporate the investor’s risk toler-
ance into the assessment of poten-
tial solutions. The risk tolerance
determined in this format can be
used to calculate certainty equiva-
lents that may be viewed as per-
sonal risk-adjusted returns for each
investment under consideration.
Other measures such as Sharpe
Ratio or alpha are generic risk-
adjusted measures that are the
same for every investor. While use-
ful, additional insight can be
gained by bringing the individual
investor’s risk tolerance into the
evaluation process.

Resolving conflicting responses
Another shortcoming of static ques-
tionnaires is the inability to resolve
conflicting answers. For example,
consider the following two ques-
tions. These questions are useful for
determining risk tolerance, but the
problem lies in how they are asked
and how they are interpreted.

This questionnaire is designed for investors
who are at least three years from retirement
and plan to keep their funds for at least 
five years.

1. Over time, inflation can dramatically
affect an investment’s real return. Higher
returns from some investments can help
compensate for the effects of inflation
but, in general, higher returns can only
be achieved by accepting more risk.
Which one of the following objectives
has the most influence in shaping your
financial strategies?
i.) I want investments that are expect-

ed to keep pace with inflation.
These types of investments general-
ly have lower chances of short-term
losses (0 points).

ii.) I want investments that are expect-
ed to moderately outpace inflation.
These types of investments general-
ly have a moderate chance of short-
term losses (8 points). 
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FIGURE 1 Determining an investor’s risk tolerance using a utility-based approach
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iii.) I want investments that are expect-
ed to significantly outpace inflation.
These types of investments general-
ly have a greater chance of short-
term losses (14 points).

2. Which of the following is your main con-
cern when selecting or maintaining an
investment? (Please check only one box.)
a.) The potential for loss (0 points)
b.) Mostly the potential for loss, with a

minor concern for the potential for
gain (4 points)

c.) An equal concern for the potential
for loss and gain (6 points)

d.) Mostly the potential for gain, with a
minor concern for the potential for
loss (10 points)

e.) The potential for gain (14 points)
(Source: T. Rowe Price)

Figure 2 shows that, for example,
there are three combinations of
answers that give a point total equal
to 14. Investors can get to this iden-
tical point total, however, by very
different paths. In two cases (i-e and
iii-a), the answers were at opposite
extremes of each individual ques-
tion and only in one case (ii-c) were
the two answers rational noncon-
flicting responses from a moderate
investor. So, in two cases, there is an
unresolved inconsistency across the

investor’s answers. As the number of
questions increases, the possibility
of more unresolved conflicts
increases, and the point total does
not address the irrational combina-
tion of answers that an investor
might provide.

One possible resolution to con-
flicting answers is to pair the ques-
tions into a trade-off exercise. An
example derived from the two ques-
tions above is illustrated in figure 3.

Here investors are asked to pro-
vide feedback about whether they
feel stronger about the chance of
short-term losses or the potential for
large gains. Consumers have been
answering questions structured in
this manner for decades. This struc-
ture commonly is used as part of
conjoint analysis-based market
research surveys.

Another approach that uses pref-
erence trade-offs is the analytic hier-
archy process (AHP). With AHP, the
questions take a different format
than in conjoint analysis, but the
investor still is required to make
trade-off evaluations rather than
answering all of the questions inde-
pendently. With this approach, the
investor first states which is the
more important of two choices and
then selects the relative importance

on a scale of 1–9 in a single ques-
tion. The following two questions
illustrate this approach:3

Use a scale of 1–9, where 1 indicates both
objectives are equally important and 9 indi-
cates the one objective is absolutely more
important, to compare the relative impor-
tance of each investment objective.

1. Which is more important: capital appreci-
ation over the next five years versus cap-
ital appreciation over the next 15 years?

Capital appreciation over the next 5 years.
Specify the relative importance using the
following scale:

1  2  3  4  5  6  7  8  9

2. Which is more important: capital appre-
ciation over the next five years versus
current income?

Current income.
Specify the relative importance using the
following scale:

1  2  3  4  5  6  7  8  9

When the paired trade-off
answers are combined with the
individual question answers, a
more robust picture of a client’s
risk and return profile develops.
This approach leads to a portfolio
that is more realistic and based on
resolution of conflicting answers,
not just averaging of results.

Summary
A lot of resources are being dedicated
to develop a clear picture of investor
risk tolerance and risk and return
expectations. Much of this work
goes back to the original concept of
a rational investor, developed more
than 50 years ago. Since then, we
have developed better methods to
determine how investors will react
when they are not rational, which
has proved frequently to be the case.
But relative to the time, effort, and
money spent to analyze investments
(e.g., stocks, mutual funds, money
managers), the financial services
industry has short-changed the
analysis of investors. Given that the
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FIGURE 2 Combined scoring of question 1 (rows) and question 2 (columns)

a b c d e

i 0 4 6 10 14

ii 8 12 14 18 22

iii 14 18 20 24 28

FIGURE 3 Example of trade-off question

WHICH DO YOU PREFER?

a low chance of short-term losses
versus

a high chance of short-term losses
and the potential for small gains and the potential for large gains

Strongly Prefer Left No Preference Strongly Prefer Right



initial setting of risk and return
expectations provides the framework
for an investor’s assessment of suc-
cess, our focus in this area must
improve. It is time that the financial
services industry realizes the impor-
tance of this initial step in the
investment process.

As new risk tolerance question-
naires and processes are developed,
the following criteria should be kept
in mind:
• The questions need to be user

friendly and personally relevant to
the investor. Different questions
and potential outcomes can easily
be adopted for different investors
given today’s computer technology.

• The assessment of suitability,
investment preference, risk toler-
ance, and long-term goal achieve-
ment should be separated for
scoring purposes (but they still
may be components of one seam-
less process).

• The questionnaires should
become more dynamic in nature
to allow for mass customization
of investment solutions.

• There should be some process for
resolving conflicting answers
rather than the simple linear scor-
ing prevalent today.

• There should be a direct connec-
tion between risk tolerance and
preference responses to investment
recommendations. This linkage is
critical for compliance reasons.
All of these criteria must be imple-

mented in an efficient, scalable process
that will be compatible with the
ever-increasing complexity of invest-
ment decisions. With improved tech-
nology and more general familiarity
and acceptance of computer-based
processes in all aspects of life, there is
no excuse for not defining and meas-
uring investor risk and return expec-
tations at the next level.
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Endnotes
1. For a discussion of this first

approach, see Penelope Wang, “What

Money Type Are You?” Money (August

2005). FinaMetrica offers a more

advanced discussion of this type of psy-

chometric approach on the World Wide

Web at www.risk-profiling.com. The

authors have no financial interest in

FinaMetrica.

2. A discussion of utility theory and

application can be found in William F.

Sharpe’s discussion of macro-investment

analysis, an “electronic work in progress”

available on the World Wide Web at

http://www.stanford.edu/~wfsharpe/mia/

rr/mia_rr2.htm.

3. See Hakan Saraoglu and Miranda

Lam Detzler, “A Sensible Mutual Fund

Selection Model,” Financial Analysts Journal

(May/June 2002). This article discusses

not only mutual fund selection but also

the use of AHP to look at an appropriate

asset allocation for an investor that would

tie closely to risk and return preferences.

The Monitor The Voice of the Investment Management Consultants Association                   www.imca.org6

>> “RISK AND RETURN EXPECTATIONS” CONTINUED



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


