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Statutory background to advice
• S945A of the Corporations Act contains a “suitability 

rule” including a “know your client” requirement 
• “Knowing the client” is interpreted as understanding 

their tolerance to “risk” 
• “Risk” is interpreted as asset volatility rather than 

probability of failure to achieve objectives 
• Tolerance to “risk” is measured via risk profile 

questionnaire



Risk Profile Questionnaire - Results



In practice “risk profile” is key
• “The reasonable basis for advice is seen as a static 

asset allocation model which predetermines a set 
benchmark of asset classes and therefore gives you 
an artificial benchmark not necessarily relevant to 
the client.  Someone came up with risk profiles, using 
psychometric profiling and behavioural finance, 
applied it to Markowitz, bolted it together and said, 
‘That is the basis for reasonable advice’.  That has 
carried forward for the past 30 or 40 years.”



But that is not good enough
• “If you look at the traditional framework of 

financial planning, it normally starts with risk 
profiling, which determines which bucket of 
risk you sit in.  Depending on which bucket 
of risk you sit in determines your asset 
allocation.  …. But your starting point now 
should be, ‘What is your client’s objective’?  
And then you go backwards.”



Previous call for stochastic modelling
1. Retiree client to force rank their retirement objectives. 
2. Input key information into the modelling engine, 

including current assets and allocation, targeted 
income and capital cash flow requirements, risk profile, 
age, force rankings, etc. 

3. Perform stochastic runs to produce the simulations. 
4. Review the results of the stochastic model, including the 

likelihood of meeting the various objectives. 
5. Adjust inputs to better match achievement of the 

highest ranked post retirement objectives.



Survey of financial advisers
• Not all licensees use risk profile questionnaires 
• Advisers doubted client ability to understand 

questions and provide reliable responses 
• The risk profile is only part of the advice process 
• Projections tend to be conservative 
• Concerns about stochastic methods: 

– Are methods transparent and results robust 
– Communication with client more challenging 
– Tools need to be provided cost-effectively



Assumed mean investment returns



Assumed standard deviations



Sample cases considered
• Age 25, 45, 65 (assumed single) 
• Salary $60K or $150K 
• Target retirement income 50% or 75% of 

salary 
• Super balance “low” (10% of salary * 

(x-20)) or “high” (20% of salary * (x-20))



Output (Age 65, Sal $150K, Bal. $1.35m)



Optimal Asset Allocations



Interpreting results: “Sufficiency Index”



Further work
• How do optimal allocations vary under 

reasonable alternative asset models 
• Build in alternative consumption patterns 
• What other risks should be modelled? 
• How to handle future legislative risk? 
• Apply utility theory to resolve trade-offs 
• What is the optimal drawdown rate?



Opportunities to “take the lead”
• ASIC 
• Advisers 
• Licensees 
• Actuaries Institute 
• Asset consultants 
• Software vendors 
• Superannuation fund trustees



Recapping the two key messages
1. It is critical to take the client’s financial 

targets and current financial and 
demographic data into account, not just 
map them to an asset allocation based 
on their “risk profile”. 

2. Stochastic methods allow the adviser to 
illustrate a spectrum of outcomes and 
support client decision making.



Q&A

Questions and Discussion


