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Nobody is quite sure how financial planning services ought to be priced.  There seems to be a trend away from asset management pricing (which was once a generally-accepted 1% of assets up to the first million or so, but which now fluctuates all over the map) toward flat retainers or a percentage of net worth.  But how much should that be?

The purpose here is not to create a pricing structure for the profession to follow, but to share with you some of the thinking that my newsletter readers have gone through to figure out how THEY should charge for their services.

Boiling down several articles into a quick summary, there are three ways to look at the problem.  The first is to evaluate the supply of planning services, and the demand for them, in the overall U.S. marketplace.  The most commonly-accepted estimate of the total number of planners practicing here in the U.S. is 50,000.  This group of professionals offers its services to a total market of roughly 90 million American households.  I'm going to make a debatable-but-plausible economic assumption here: that EVERYBODY would like to have the help of a full-service planner if the price were right.  

Punch those numbers into a calculator, and you find at least 1,800 potential clients per planner.  If you count only the wealthiest third of all Americans, that still leaves you with about 600 per planning practitioner.

If we assume that planners can only do full-service work with 100 clients each, then there are between six and 18 prospective clients who would have to compete for each place in your client files.  This calculation doesn't give us a price, but it DOES suggest that every legitimate planner, who offers good service, should be able to price him/herself profitably.

Another way to look at the pricing calculation is to figure out how much you would need to earn, per client, for it to be more attractive for a sole practitioner to own his/her own business than to work for the large planning firm up the road.  The numbers will be different in every local market, but here's how the calculations worked out for an advisor in a midsized community.  As a senior planner, he estimated that he could earn $100,000 at a larger firm near his offices.  He also does the administrative chores of running his own firm, which he reckons to be worth at least another $35,000.  Social Security/Medicare benefits and things like health insurance take his cost up to a minimum requirement of $200,000 a year.  

Next: add in office expenses and miscellaneous overhead ($50,000, in his case) and the cost of a bare-bones support staff ($150,000), plus a reasonable return on his original investment in starting the firm (for the sake of this calculation, we'll assume a $100,000 investment and require a $30,000 a year return) plus the financial risk of taking on liability.  In the end, this planner is looking at roughly a $500,000 yearly revenue requirement--that is, now much he would have to take in, per year, to make it a breakeven choice whether he keeps his shingle out or locks the door and goes to work for a salary.

Assuming that this single-planner firm can handle 100 clients, the minimum base fee, on average, that he would need to charge to achieve this breakeven point is $5,000 per client.  If you want the firm to show a visible profit margin, the fee should be adjusted upward to at least $6,000. 

Now let's try a third methodology, and look at what other professionals charge for similar services.  Probably the most efficient pricing in our corner of the economy is set by the large brokerage firms, which have teams of MBAs who monitor their company's supply and demand fluctuations and whose job is to position their pricing as close to what the market will bear as possible.  For a client with a $1 million portfolio, it is not uncommon to find a (discounted) 1% wrap fee on top of a 1.5% aggregate expense ratio in the firm's proprietary mutual funds or wrap accounts.   Multiply the portfolio by 2.5% of the total assets, and you have a yearly fee of $25,000.  Of course, if the client worked with you, then he/she would probably still be paying a mutual fund expense ratio.  So assume that you can use ETFs or less expensive funds and get the portfolio's cost down to 50 basis points, and the actual cost of the advice would be closer to $20,000 a year.

Of course, this is not a totally apples-to-apples comparison.  Independent full-service planners generally offer some additional services which might suggest a slightly higher fee: recommendations from a fiduciary versus an agency relationship, insurance advice, detailed estate planning, and any life planning services the advisor normally offers.

I think it's fair to say that after we had worked through the numbers and talked about the value of services in a series of e-columns, most members of the Inside Information community concluded that they were consistently under pricing their services.  By how much?  I can't say.  We'll probably never know how much financial planning services are really worth, any more than we can know what a doctor's work or a lawyer's advice is worth to any particular consumer.  But when I put on my futurist's hat and look into my crystal ball, I see a time when advisors are much more willing, and much more able to position themselves within shouting distance of the cutting edge of supply and demand.  
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