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[bookmark: _Toc510969405]COMPONENT 1: Project Report
1. [bookmark: _Toc510969406]Introduction of this project report
This report is to develop a survey instrument and research strategy, including sampling and analysis, in order to test hypotheses related to the author's previous study.  As an assignment of the Quantitative Research Methods course, this study is a continuation of the last Qualitative Research course and test of the previous study results through quantitative research methodology, especially regarding survey instrument development.  This report is divided into two components. This component 1 of the report includes research topic introduction, survey instrument development, pilot testing of the instrument and analysis of the pilot test results.  
2. [bookmark: _Toc510969407][bookmark: _GoBack]Research topics and questions
This project report is to investigate and evaluate the refined behavioural portfolio theory (which is identified in the author's qualitative research method course) and the performance of relationship quality in financial planning practice. Within this aim we have four research objectives:

1. To develop reliable and valid measures for the dimensions of relationship quality, word of mouth and relationship continuity in our context.
2. Investigate whether the refined model (antecedents), compared to standard goal-based financial planning practice, affects relationship quality between financial planners and their clients.
3. Examine the performance (consequence) influenced by relationship quality in terms of relationship continuity and word of mouth.
4. Test the cause-effect model.


It should be noted that our study follows the research objectives, but this project report records only the results of research objective number 1 due to the requirement of report focus.

In terms of originality and value, to the best of our knowledge and review of the literature, there is no evidence of studies for verification of mental accounting bias and refinement of behavioural portfolio theory in Hong Kong. We have filled the gap of understanding the actual layering of the behavioural portfolio in our previous studies. If we can confirm the contribution of this refined behavioural portfolio approach to relationship quality, word of mouth and relationship continuity to the financial planners, it will have much value for practitioners in Hong Kong to put the model into practical use.
3. [bookmark: _Toc510969408]Literature Review
What financial planners are doing for retail investors is not supported by academia of standard finance. Financial planning, as defined by US Certified Financial Planner Board of Standards, is "a process of determining whether and how an individual can meet life goals through the proper management of financial resources" (Cheng, 2006, p.161). In other words, personal financial planning is essentially goal-based financial planning for achievement of clients' life goals. But the pillar of standard financial or neoclassical financial in relation to portfolio building is modern portfolio theory (MPT) (Statman, 1995), which is built on the groundbreaking paper "Portfolio Selection" by Harry Markowitz (Markowitz, 1952), the Nobel Price of Economic Sciences laureate in 1990. Under the MPT framework, we can minimise portfolio risk by minimising component assets' covariance (or correlation). Also, in accordance with the mean-variance criterion of MPT, we can graph portfolios choices on the risk-return plane called efficient frontier and identify optimal portfolios for individual investors based on the investor's overall level of risk tolerance.

Under goal-based financial planning, however, financial planners help clients articulate their important life goals and achieve their goals.  Consequently, the resulting investment portfolio will deviate from optimal portfolio identified by efficient frontier under standard finance, and the risk and return trade-off will not be most desirable for investors. That raises the doubt whether financial planners' practice is justifiable. Finally, the answer emerged from the advance in a branch of finance, the behavioural finance. Behavioural finance is commonly defined as the application of psychology to finance (Pompian, 2006).  Behavioural finance applies the field of psychology in relation to investors' financial decisions with attention on people's individual-level psychological biases (Hirshleifer, 2015). For investment portfolio building, the relevant cognitive bias is called mental accounting.  Richard Thaler (1980, 1985, 1990, 1999) starts from the value function of the seminal paper Prospect Theory of Daniel Kahneman and Amos Tversky (Kahneman & Tversky, 1979) and gradually develops the concept and application of mental accounting bias. Mental accounting is defined as the way people code, categorise and evaluate events by grouping theirs assets into non-interchangeable, or non-fungible, internal mental buckets. In terms of investment, investors place each investment decision into a separate accounting-like profit and loss file and try to balance the perceived gain and loss periodically. Meanwhile, the correlation between different mental accounts is ignored. Individuals need to record, summarise, analyse and report transaction results and other financial events, and mental accounting is a heuristics how they keep tracking where their money is going and keep spending under control. Mental accounting is a framing bias because under different categorisation people will attach different value and risk tolerance to each account, ignore the principle of fungibility of money. Mental accounting is of vital importance to financial planners because it is what goal-based financial planning is doing.  The financial planner is leveraging on mental accounting to help build long-term stable portfolios for clients and benefit the clients (Nofsinger, 2011; Nevins, 2004).   

Then a better explanation of overall investment portfolio building mentality of individual investors comes. Shefrin and Statman (2000) propose a framework called Behavioral Portfolio Theory (BPT), also named as mental accounting portfolio theory, in 2000. Based on safety first theory of Roy (1952), SP/A theory of Lopes (1987) and Prospect Theory of Kahneman and Tversky (1979), BPT indicated that investment portfolios were built like a pyramid of assets with different layers, each layer corresponds to a particular mental account. Located at the top of the pyramid are more risky assets and situated at the bottom are risk-free assets. Risky assets satisfy clients' desire for wealth growth potential to get rich, whilst risk-free assets satisfy clients' need for security or minimum level of living standard to avoid poverty.  The results of this multiple-account structure are that average investors possess a bunch of different sub-portfolios.  The composition of overall portfolio is designated and altered by investment goals and associated mental accounts.  Interaction among mental accounts and correlation among investment assets are disregarded by investors.  In sum, investment portfolio diversification sources from investment goals diversification, but not from a purposeful asset diversification.  The mean-variance optimisation principle of Harry Markowitz is violated.  Moreover, different mental accounts can have different levels of risk tolerance.  Later on, the issue of violation of the mean-variance optimisation principle and suboptimality of portfolio under BPT is finally resolved dramatically.  Harry Markowitz, the founder of MPT, jointly with three other well-known scholars, published two papers (Das et al., 2010 & Das et al., 2011, the second one being an abbreviated version written to financial planners).  They combined MPT mean-variance criterion and BPT into a new framework called Mental Accounting Portfolio Theory. This is goal-based financial planning.  It is shown that if the risk is defined as the probability of failing to reach threshold level in each mental account, and risk attitude differs from each mental account, then mathematically it is equivalent to optimise using MPT, BPT and risk management technique of value at risk.  Simply put, if sub-portfolios are optimised using the risk definition adopted by BPT, then all sub-portfolios are also optimised using mean-variance criterion and lie on the efficient frontier. Finally, the aggregate portfolio will also be mean-variance efficient and lying on the efficient frontier. In other words, finally, an academic imprimatur was obtained that goal-based financial planning practice is theoretically justified to benefit the client most.

But the two theses of Das et al. (2010) and Das et al. (2011) are a justification of the practice by mathematical deduction. So far, there has not emerged a detailed behavioural finance model that specifies the content of pyramid of BPT and "helps the investor bond with her portfolio" (Wang, 2011). Consequently, many studies have been done and many preliminary models are proposed (Brunel, 2003; Curtis, 2004; Nevins, 2004; Pompian, 2004; De Brouwer, 2009, 2012; Zanella, 2014). Even before the endorsement of goal-based financial planning under the Das et al. (2010), most of these models agree with Brunel (2006) that the price of suboptimality is worth to pay in order to resonate better with the investors in the investment process and keep them psychologically stable. To sum, the above studies are all proposition papers without empirical investigation.  In view of this research gap, in the assignment of the author's previous course, the author conducted an inductive qualitative study with one focus group and five interviews to identify the rationale and attitude of investors when building investment portfolios.  Though grounded theory, we found that most participants considered their portfolio in the form of a layered structure and even a specific financial pyramid, and BPT structure applies in most cases.  In relation to the behavioural portfolio content, our refined behaviour portfolio structure (“refined model”) is summarised in figure 2.  The structure should be closer to the model of Jean Brunel (2003), which specify psychological needs first, but with more layering in our case. Life goals are grouped within these themes in client discussion.  If during the conversation you can confirm that life goals like retirement are imminent, however, the model should be a transit for life goal discussion first.  This process should help financial planners bond with their clients.

This project is to confirm whether this refined model works.  If this model can help the financial planners, it should increase customer satisfaction by strengthening the intervening variable of service quality delivered by the financial planner.  In the literature, we understand that the concept of service quality is not enough to measure the relationship selling characteristics of financial planning.  Financial planning includes not only a transactional nature but also an enduring relational nature. In other words, the financial planner is acting in the position of relationship manager where the services are complex and delivered on a continuous basis, the buyers may be unsophisticated about the service, and the environment is uncertain. Therefore, clients face significant uncertainty resulting from complexity, lack of service familiarity and long-term horizon of delivery. In this case, the client needs to obtain some relationship properties and makes some long-term commitment, as opposed to short-term exchange relationship, in order to reduce transaction cost and obtain counselling assistance. This construct is called relationship quality (Crosby, Evan and Cowles, 1990) which captures the essence of relationship marketing (Jap, Manolis, & Weitz, 1999). Relationship quality from clients' view is established through the planners' "ability to reduce perceived uncertainty, and higher relationship quality means the customer can rely on the salesperson's integrity and has confidence in the salesperson's future performance because the level of past performance has been consistently satisfactory" (Crosby et al., 1990, p.70) Concept of relationship quality has been widely studied in the marketing literature, especially about what constitutes relationship quality. Notwithstanding that, a widely followed definition does not present (Rauyruen and Miller, 2007). According to Huntley (2006), relationship quality from the buyer's viewpoint is defined as "the degree to which buyers are satisfied over time with the overall relationship as manifested in product quality, service quality, and the price paid for the value received and the degree to which the relationship functions as a partnership. But this is defined in a B2B perspective. Meanwhile, Gronroos (2007) opines that "relationship quality is the dynamics of long-term quality formation in on-going customer relationships". Crosby et al. (1990) studied the US life insurance industry and were the forerunners that conceptualised relationship quality specifically to B2C financial sector environment. They considered that the concept of relationship quality should include the constructs of trust and satisfaction.  These characteristics apply to professional services such as financial planning (Crosby, Evan and Cowles, 1990, p.69).



4. [bookmark: _Toc510969409]Research Methodology & Research Instrument Design
In this report, we conduct quantitative research to study the performance of our refined model as perceived by the investors and test the structure of the relationship management characteristics our refined model can affect. The following hypotheses and sub-hypotheses will be tested:

H1 There is a positive relationship between the modified behavioural portfolio (compared to standard goal-based financial planning) and relationship quality
H2 There is a positive relationship between relationship quality and relationship continuity and word of mouth  
H2.1 There is a positive relationship between relationship quality and relationship continuity 
H2.2 There is a positive relationship between relationship quality and word of mouth
H2.2 There is a positive relationship between relationship continuity and word of mouth

Specifically, we originally developed a self-administered questionnaire and intended to collect primary data from a random sample of investors for our analysis.  For H1, we will establish a control group, and before they complete the questionnaire, we will explain the six steps of financial planning published by the US Certified Financial Planner Board of Standards to them as the standard comparison financial planning practice. The six steps include 1. establishing and defining the relationship with a client, 2. determining goals and gathering client data, 3. analysing and evaluating the client's financial status, 4. developing and presenting financial planning recommendations, 5. implementing the financial planning recommendations, and 6. monitoring the financial plan (Cheng, 2006). Then control group participants will then conduct the questionnaire with indicators related to relationship quality (Y1 and Y2 in figure 1). The major study group participants will also be presented the standard six steps of financial planning, but for the portfolio building and asset allocation part, our refined model will be added.  Then the major study group participants will take part in questionnaire survey with indicators of all concepts including relationship quality, word of mouth and relationship continuity. For H1, we would like to study whether the main study group has enhanced relationship quality and whether the score is significantly different from that of the control group.  For H2 and its sub-hypothesis, we intend to use confirmatory factor analysis and linear structural relationship (LISREL) through structural equation modelling to study the cause and effect model.

.  









The following figure 1 summarises the model that is being tested in this report.
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More important for our project is the scale development. In this report, we adopt the seminal instrument development process proposed by Churchill (1979), which is illustrated in Table 1. It should be noted that the focus of this report will be only up to step 4. 





Table 1. Scale measurement development process as proposed by Churchill (1979)
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In the long-term delivery of financial planning service, a better approach and service resulted from our refined model should lead to the improvement of a construct relationship quality. For dimensions to measure the construct of relationship quality, Dwyer and Oh (1987) were the pioneers to study, and they argued that it can be measured by dimensions of trust, satisfaction and minimal opportunism.  However, the study is in the business-to-business context. In business-to-consumer perspective, better relationship quality can be identified by two dimensions, namely satisfaction and trust, in accordance with the first conceptualisation work of Crosby, Evan and Cowles (1990). Since then, a vast amount of researches has identified similar or dissimilar dimensions, and Izogo (2016) provided a summary of the major studies and the dimensions identified, which are reproduced in table 2.

Table 2. Major relationship quality researches and dimensions adopted
[image: ]
Source: Izogo, E. (2016, p.118). Should relationship quality be measured as a disaggregated or a composite construct? Management Research Review, 39(1), 115-131

It is evidenced from table 2 that the literature adopted the three dimensions of trust, satisfaction and commitment most frequently to measure relationship quality. In this report, we focused on the two dimensions of trust and satisfaction because of three main reasons.  First, it is most widely supported dimensions in the financial services sector perspective, as evidence by Table 2.  Second, Wong et al. (2007) measured relationship quality and customer relationships specifically in financial services in Hong Kong context, and they also used the dimensions of trust and satisfaction to measure relationship quality.  Third, commitment can be an outcome of relationship (Liu et al., 2011) and some studies considered that the construct is not a component of relationship quality (Jap et al., 1999)

In addition, Al-alak and Alnawas (2010) confirmed that enriched relationship quality can lead to better relationship continuity and positive word of mouth in comparable financial relationship selling setting of banking services. And Wong et al. (2007) confirmed that there were significant relationships among relationship quality, the expectation of continuing interaction and customers' willingness to recommend their service provider to others specifically in Hong Kong financial services. Therefore, relationship continuity and word of mouth are proposed to be the measures of the consequence of enhancing relationship quality resulting from our refined model.

The conceptual definitions and definitions of the four constructs are as follows:
1)Trust: The belief by one party that the other party to an exchange relationship will act honestly and dependably in fulfilling his or her needs (Liu et al., 2011).
2) Satisfaction: It refers to customers’ overall assessment of the streams of contacts/ interactions with the financial planner over a period of time (Crosby et al., 1990).
3) Word of mouth: It refers to the actions of customers to act as promotion agents for the service provider (Al-alak, 2004)
4) Relationship continuity: the parties’ willingness to prolong the cooperation or agreement to cooperate for a specific period of time (Al-alak & Alnawas, 2010)

All the measurement items were first selected from previous studies on the subject matter in the financial services sector. This can enhance content validity. All the constructs were measured with multiple indicators with at least four items per constructs. Multi-item scales reduce potential error in measurement in accordance with Churchill (1979). Then adaptation and purification of measures are conducted from two sources.  First, we referred to the verbatim of the focus group and the five semi-structure interviews we had done when we developed the refined model. All the participants of the focus group and interviews are financial planning practitioners, and other than illustrating their investment portfolio building rationale, some of them described their experience when they built investment portfolios up to the expectation of their clients. In addition, we interviewed two experts from the industry, one from the private banking sector and one from the insurance sector. They were asked to comment the characteristics of relationship quality, word of mouth and relationship continuity in the financial planning context. From these, we developed a draft questionnaire containing 18 items. Then we conducted a preliminary pilot test on a convenient sample of 48 respondents. All the respondents are students taking part in the certified financial planner examination course, so they all learned the standard financial planning practices before filling in the questionnaires and can make an easy comparison of our refined model. The Cronbach alphas of the four constructs of satisfaction, trust, word of mouth and relationship continuity are 0.84, 0.73, 0.81 and 0.91 respectively. That means no items need to be dropped. With a presentation of preliminary pilot test results to the Instructor of this course, we received comments from the Instructor and some classmates who are also experienced in scale development.  With inputs from the Instructor that in-depth interview with more industry experts can help further purify the item scales development, we conducted two more in-depth interview with two other industry experts, one from banking industry and one from independent financial advisor arm of a security brokerage firm, about the characteristics of the four constructs and applicability of the existing items. That means together with the previous two interviews, all subsectors of financial planning service providers in Hong Kong have been covered in this study. Finally, three more items were added to the finalised questionnaire, making the total number of items amounting to 21. Satisfaction was measured by six items, trust was measured by six items, relationship continuity was measured by five items, and word of mouth was measured by four items. All items were scored on a 5-point Likert scales ranging from "1 = strongly disagree" to "5 = strongly agree". Appendix I summarise the measure characteristics and all the measurement items.

5. [bookmark: _Toc510969410]Pilot tests of the research instrument
The finalised questionnaire was pre-tested in a pilot study by administering it to 96 convenient sample of students.  Separated from respondents of the preliminary pilot test, the students of this pilot study are 1) studying Certified Financial Planners examination course in two major universities in Hong Kong, 2) studying Chartered Financial Analysts examination course in a major university in Hong Kong, 3), studying basic finance course in a major university in Hong Kong.  All of them have investment experience. Around half of them are financial planning industry practitioners and so similar to the preliminary pilot test, they are either familiar with the standard financial planning practice or have the knowledge to understand the financial planning procedures.  Table 3 displays key descriptors of the pilot test sample.

Table 3 Descriptors of the pilot test sample
	
	Count 
	Percent

	Gender
	
	

	Male
	49
	51.0

	Female
	47
	49.0

	Financial Planner
	
	

	Yes
	54
	56.2

	No
	42
	43.8

	Age Group
	
	

	≤25
	29
	30.2

	26-35
	44
	45.8

	36-45
	15
	15.6

	46-55
	6
	6.2

	≥56
	2
	2.1



We use students to be respondents in our preliminary pilot test and formal pilot test, and students are not uncommon to be the respondents when theoretical models are tested (Jones and Suh, 2000).  Nevertheless, convenient sampling is a limitation of this study.

6. [bookmark: _Toc510969411]Data analysis based on pilot tests

The measure of Cronbach's alpha is often used to assess the reliability of a multi-item scale.   
The set minimum threshold Cronbach's alpha is 60 percent to establish reliability (Nunally, 1994), but composite reliability needs to be 70 percent or over to claim that an instrument demonstrates good reliability (Izogo, 2016). As illustrated in Table 4, Cronbach's alphas of our items have a narrow range from 0.85 to 0.86. Therefore we can confirm that the items of each construct are internally consistent and reliability of items is established.

Table 4 Cronbach alphas for each measure
	Component name
	Number of items 
	Alpha value

	Satisfaction
	6
	0.85

	Trust
	6
	0.86

	Relationship continuity
	5
	0.85

	Word of mouth
	4
	0.85
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Appendix 1 Summary of measures
	Relationship quality

	Index of satisfaction
(strongly disagree 1……..strongly agree 5)
1. I think this financial planner/ advisor is favorable 
1. I think this financial planner/advisor has done a satisfactory job in understanding my needs.
1. I am pleased with this financial planner/ advisor.
1. I think this financial planner/advisor is a satisfactory person to buy investment instrument and insurance.
1. I am satisfied with the professional knowledge this financial planner/advisor has..
1. I am satisfied with the overall services of the firm this financial planner/ advisor is working with.
	Index of trust
(strongly disagree 1……..strongly agree 5)
1. This financial planner/ advisor is sincere.
1. This financial planner/ advisor is reliable.
1. I can tell this financial planner/advisor my detailed financial positions.
1. This financial planner/ advisor keep my best interest in mind.
1. I believe the information that this financial planner/advisor provides me.
1. I can be open in my discussion with this financial advisor/planner.

	Relationship continuity
	Word of mouth

	 (strongly disagree 1……..strongly agree 5)
1. I believe this financial advisor/planner will provide better service in the future.
1. I will not switch to another financial planner/ advisor. 
1. I will always be proud of this financial advisor/planner.
1. I will confirm appointment to meet with this financial planner/advisor again after each meeting
1. I will ask this financial planner/ advisor to solve my financial problems in the future.
	 (strongly disagree 1……..strongly agree 5)
1. I want to tell other persons about professionalism of this financial advisor/planner. 
1. I will ask others to seek comment from this financial planner/ advisor. 
1. I want to recommend this financial planner/advisor to others. 
1. I will tell others I know a reliable financial planner/ advisor.



Dream


Growth


Liquidity


Protection


Income








Life goals


retirement


children education


new career


property investment
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