September 29, 2009

<First Name>  <Last Name>

<Address>

<City>  , <State>  <Zip>

Dear <Salutation>,

From time to time you’ve sent me some referrals. Here is how I treat anyone you refer to me—step by step.

Step 1: Listening. We begin by listening to what the person you referred to us has to say. Why are they here? What are they trying to accomplish?

They may need help restructuring their portfolio or they may want their assets professionally managed. They may seek guidance on issues such as asset allocation, diversification, tax sensitivity, estate planning, family or charitable gifting, setting up a family limited partnership, or long-term care needs for a parent. By the way, our firm rule is that there will be no selling of investment products at these early stages of the relationship.

Next, and if it is appropriate, we gather pertinent financial information using a specially designed questionnaire that, unlike many in use in the industry today, is detailed but not cumbersome.

Step 2: Goal Setting. If this step sounds like financial planning, that’s because it is. We need to understand what referrals want before they can become clients. Let’s say their goal is planning for retirement. In this follow-up meeting, we would identify all known and controllable variables such as: the time period until retirement; required cash flows; investment saving pools such as 401(k)s, IRAs, and SEPs; defined benefit and contribution plans such as cafeteria plans; taxable accounts; applicable tax rates; and Social Security benefits.

At this meeting, we can set target goals and a fallback goal. A target goal is a dollar amount the prospective client desires at some point in the future (if everything goes right), and a fallback goal is what they say they must have. We convert their financial goals into future liabilities—viewing them as money they owe to themselves at some point in the future. By setting these dollar goals and understanding the risks inherent with various investments, we can determine the probability of reaching those specific goals.

Step 3: Fine-Tuning. Only after we have listened to the prospective client and set goals do we attempt to solve unknown variables, such as time, savings, and expenditures. This information helps us determine the probability of achieving the financial goals using various investment allocations. Then we adjust all of their known variables. Our goal at this point is to focus on the investment strategy that has the highest probability of achieving the stated result.

My experience has been that most people’s savings plans would fail to achieve the needed amount to achieve success. If what they are doing comes up short, I have to explain that they may need to take additional risk to make up for the shortfall. You may have filled out a “risk tolerance questionnaire,” but that does not tell me enough. What difference does it make if you discover that you have a low tolerance for risk yet still need more money at retirement? My job is to explain that real risk is not having enough money to accomplish what you want to do. Often this can be an uncomfortable conversation, but I have found it is one of the most important ones. This also brings the person into the planning process and puts responsibility on their shoulders. I just show people the facts.

Once a logical person understands that they are facing a money shortfall, they can look at the optimal asset allocation and various recommended strategies to erase that shortfall and understand why it might be advantageous to incorporate those strategies.

Step 4: Education. At this point, we show referrals a series of market risk/reward returns to help them see what the market has done over different time cycles. I explain how, by simply adjusting the asset allocation percentages, they can meet their future financial goals and stay within what they tell me is their risk tolerance. The prospective clients are a big part of this process. Often we will discover that even optimizing their asset allocation is still not enough to bring the probabilities of success to acceptable levels. Or we may have to go back and readjust more of the known variables such as savings rate, expenditures rate, and/or time allocated to achieve their goal. They may decide that they need to extend their retirement date to make things come into line. This gets people thinking, establishes realistic expectations, and builds trust. This step will impact the probability of your referrals reaching whichever financial goals they arrived with.

I am careful to explain that the ultimate decision between the downside volatility (risk) versus the promise of a higher probability of success is based on the fine-tuning of all known variables, such as time horizon, savings, and expenditures. One of my goals is to give them enough information for them to make informed decisions, not just rely on someone else’s ideas. It makes them responsible for their own finances.

Once they understand this fine-tuning of variables, they see where they are going. They feel back in control when realistic and unrealistic expectations are spelled out. Once they understand and accept the risks, we then create a detailed asset allocation strategy within the various major asset classes. This becomes their long-term strategic investment plan with the highest statistical degree of probability of reaching their financial goals.

Step 5: Style Allocation and Taxes. A critical step in my process is to optimize the allocation of investment styles between taxable and tax-deferred portfolios, so that we are sure to look at each pool of savings—like their IRA, the new Roth 401(k), and taxable savings—on a standalone basis. Neglecting to do this is a common advisor error in designing an investment strategy.

My objective is to get each pool of their assets to act in concert with the others, thus creating an efficient strategy on both an investment and tax basis. Only after this aspect of their plan is complete, and often several meeting later, do we initiate an investment vehicle search.

Step 6: IPS. In this step, we take everything we have learned, then write out an investment policy statement (IPS). The purpose of this statement is to provide written and formal financial goals and financial objectives. We define in writing the nature of the relationship and how we will work together; that is, how we will manage the investment process, define levels of acceptable risk and rate of returns objectives, and clarify diversification guidelines. We also reveal all costs and fees and identify due diligence criteria for selecting investment options. If need be, we will prepare any documents all of which meet the standards of industry compliance and federal regulations.

I’ve included along with this letter is an example of a typical Investment Policy Statement.

Step 7: Manager Search. After the investment policy statement is written and accepted by the prospective client and all information has been revealed, then the universe of possible investment products—including mutual funds, index type investments, and separate accounts—can be objectively examined. This search is conducted for each style in each savings pool.

Rest assured that all of the investment managers we recommend have gone through an intensive qualitative and quantitative screening process. The process makes sure that any investment consistently adheres to their stated discipline and style and provides quality results without surprises. In addition, all investment vehicles for taxable accounts are screened to find those that create the fewest taxable events.

Step 8: Rebalancing. There is an ongoing step we call “rebalancing,” or bringing the percentage of assets back to meet their target dollar goals. The principle of rebalancing is to maintain the same percentages in the various asset classes you have chosen to preserve proper diversification in all market environments. One of my goals here is to explain how these strange sounding concepts can help a person maximize returns yet minimize risk. People want to feel in control, and the way to do that is to give them an understanding of how a professional investing strategy works and how each step of my process adds value.

Step 9: Following Up. On a quarterly basis, all clients will receive reports detailing their progress. These reports should keep these new clients who you referred to us concentrating on long-term goals rather than short-term capital market swings. That way, if capital market movements cause the strategy to drop below the agreed upon probability of attaining the goal, the report will recommend changes in strategy to get it back on track.

I feel my investment process sets me apart from the competition. My goal is to treat any person you refer to me with respect, dignity, and honesty. Every member of my advisory team is here to help your referrals to reach their goals and financial expectations. Your friends or associates will feel part of the process. I hope this letter helps you understand what happens when you send a friend or associate to us. Please do not hesitate to contact me with any questions.

Warm regards,

<Signature>, <Title>
