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The Envestnet Risk Tolerance Questionnaire (RTQ) was developed by the PMC
team to address a need to measure investors’ attitudes toward risk and
investment appropriateness in the Envestnet proposal workflow.

Background

At a high level, the ENV RTQ was designed to provide an objective assessment of the appropriate risk
tolerance of the client, irrespective of what the advisor/client wants to invest in prior to completing
the questionnaire. The construction of the questionnaire was thus motivated by this need to relate
investor risk and prospective portfolio appropriateness with a client’s attitudes and perceptions
toward the risk and reward tradeoff when setting investment goals against an appropriate
investment time horizon. The Envestnet RTQ is based on sound academic finance theory proposed
by Ibbotson, Markowitz, and other experts who have studied risk tradeoffs versus idealized asset
allocations and investment time horizons, given an appropriate set of asset classes with informed
capital market assumptions.

Determining Risk Tolerance

There are two questions in the ENV RTQ that are central to determining risk tolerance. These are the
first and last questions presented to the client, which serve as bookends to the flow of the ENV RTQ
and attempt to measure the appropriate client inputs into the risk assessment. While each of these
two questions is designed to assess the client’s risk tolerance, they do so using different approaches.
The first question in the ENV RTQ is a behavioral question, seeking to gauge the client’s risk profile
from a risk-return perspective. It is presented in dollars in order to gauge potential gain versus
potential loss in a meaningful way for the client to measure. This question is assigned a material
weight because it essentially captures the client’s own perception of their risk tolerance in dollar
terms. If a client believes they are risk averse, that sentiment should be given a fair amount of weight
in the overall client risk profile assessment.

The last question is similar in magnitude toward measuring an investor’s ability to take on investment
risk. However, instead of behavioral-based assessment, this question probes the issue via an
insurance and time horizon based “actuarial” lens. The answer to this question receives the most
weight in the RTQ, and is arguably the most important. For example, if a client’s answer is a less-
than-three- year time horizon, that answer should have more bearing on the overall risk tolerance
than any other answer on the RTQ: a three-year time horizon does not cover a full market cycle and
the resulting portfolio therefore should not be subjected to potentially higher volatility. Shorter
investment horizons also provide less certainty as to underlying asset appreciation based on what
might be expected with longer term asset class capital market assumptions and economic growth.
Through this question, the RTQ seeks to ensure that the suggested allocation is not overly aggressive
if the client indicates their horizon is short.

Ideally, the answers to these two questions (#1 and #6) confirm each other.
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The remaining four questions in the ENV RTQ are behavioral. Through each question’s potential
answers, these questions are designed to refine the risk tolerance implied by the answers to the first
and last questions.

Understanding RTQ Results

ENV performed a significant amount of testing of combinations of answers to each question to
ensure that a particular set of answers would yield an expected result when developing the scores
given for each answer selected, and the weight of each question in the scope of the overall RTQ. The
scores of both the primary questions and their underlying options were calibrated to produce
appropriate outcomes that would be expected based on a normal distribution of investor risk
tolerances and risk versus reward versus investment time horizon tradeoffs.

It should be noted that the RTQ assesses the amount of risk (in terms of an equity/fixed income asset
allocation split) that may be appropriate for an investor, even if the result is not the level of
equity/fixed risk the investor wants to assume. In other words, if the client’s time horizon is 10+
years, the ENV RTQ suggests (appropriately, in our opinion) that the client is able to take on some
equity risk. If they want to implement their strategy with a 100% fixed income portfolio there should
not be an issue, so long as the advisor or client are willing to accept taking on a “capital preservation”
risk profile (as opposed to a more aggressive risk profile, which would be more consistent with the
results of the RTQ). However, Envestnet believes the opposite situation would be more difficult in
terms of appropriateness, i.e. if the client’s initial risk tolerance is determined to be conservative
(based on the responses to the RTQ) with a shorter time horizon, and the client wants to pursue a
more aggressive allocation in their actual portfolio.

In other words, if the client has a long-term horizon, an allocation with equities is appropriate, even if
the client only initially desires to invest in long-term bonds based on some a priori self-assessment of
risk tolerance. In fact, the extended investment time horizon of the client is an indication that they
can indeed handle an allocation to equities, even if their initial inclination may have been to choose
to invest more heavily in bonds.

It also works the other way, in that an advisor or client may want to invest in equities, but if they
have a short-term horizon the RTQ will suggest a more conservative allocation to account for the fact
that equities are riskier in the short run, in time spans that are less than the normal market cycles of
five to ten years.

For More Information

Please contact your Envestnet representative and/or refer to the Envestnet Standard Risk Tolerance
Questionnaire. RTQs with five- and seven-point risk scales are available, with and without scoring
guidelines.

FOR INVESTMENT PROFESSIONAL USE ONLY. NOT FOR DISTRIBUTION TO THE PUBLIC.
© 2018 Envestnet | PMC. All rights reserved.



ENVESTNET® Risk Tolerance Questionnaire (RTQ)
PMC" Methodology

The information, analysis, and opinions expressed herein are for general and educational purposes only. Nothing contained in this brochure
is intended to constitute legal, tax, accounting, securities, or investment advice, nor an opinion regarding the appropriateness of any
investment, nor a solicitation of any type. All investments carry a certain risk, and there is no assurance that an investment will provide
positive performance over any period of time. An investor may experience loss of principal. The asset classes and/or investment strategies
described may not be suitable for all investors and investors should consult with an investment advisor to determine the appropriate
investment vehicle. Investment decisions should always be made based on the investor’s specific financial needs and objectives, goals, time
horizon, and risk tolerance. Past performance is not indicative of future results.

Investments in smaller companies carry greater risk than is customarily associated with larger companies for various reasons such as
volatility of earnings and prospects, higher failure rates, and limited markets, product lines or financial resources. Investing overseas
involves special risks, including the volatility of currency exchange rates and, in some cases, limited geographic focus, political and
economic instability, and relatively illiquid markets. Income (bond) funds are subject to interest rate risk which is the risk that debt
securities in a fund’s portfolio will decline in value because of increases in market interest rates.

Neither Envestnet, Envestnet | PMC™ nor its representatives render tax, accounting or legal advice. Any tax statements contained herein
are not intended or written to be used, and cannot be used, for the purpose of avoiding U.S. federal, state, or local tax penalties. Taxpayers

should always seek advice based on their own particular circumstances from an independent tax advisor.

Diversification does not guarantee a profit or guarantee protection against losses. SR#1309380
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