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Introduction
Welcome to the Defaqto guide on using drawdown
to provide a sustainable income.
This guide is full of facts and tips to help you research and provide
compliant recommendations. We will focus on income drawdown from
defined contribution (DC) savings, although many of the tips provided
will work just as well when providing holistic financial advice, including
producing income from other investment vehicles.
As we write this, the impact of COVID-19 on the financial affairs of those
reliant upon their savings to provide them with an income is really
beginning to be felt. This is caused by the perfect storm of falling capital
values, combined with income drying up due to dividend suspensions –
this is sequence risk in real time.
The reality for many clients with retirement income portfolios is that their
capital value will have fallen since the start of the COVID-19 crisis. This in
turn will present clients (and their advisers) with a number of options and
decisions to make at the next review.

Richard Hulbert
Insight Analyst
(Wealth)

While it is appreciated that advisers will look to follow their existing
processes, analysis and due diligence, it seems realistic to expect that
among the many considerations for an adviser, the list includes:
•

Potentially de-risking a portfolio

•

Restructuring a portfolio

•

Considering annuitising part of a portfolio or at least shoring up
downside risk

•

Taking a reduced income, if practical

•

Pausing income withdrawals

•

Changing time horizons, again if practical

One of the most important lessons 2020 has brought home to our industry
is the need for robust processes to follow and for evidence-based advice.
At the end of the day, the adviser who cannot evidence suitability and
sustainability of their recommendations is going to find it hard going to
maintain their business.

Patrick Norwood
Investment Consultant
(Funds & DFM)

We have split the guide into two sections to aid your navigation and
separate out the CPD accredited content:

Section 1 (S1): The advice process

Section 2 (S2): Royal London’s at
retirement solution

This section provides structured CPD and gives you
helpful information and guidance when advising on using
drawdown to produce a sustainable income. You’ll find lots
of facts and tips to help make giving advice easier and more
compliant, while enhancing your client’s experience.

This section focuses on the retirement support and solution
provided by Royal London to advisers and paraplanners.
Without Royal London’s support, this guide and its
impartial CPD content in Section 1 could not have been
produced.

We hope you find this guide both interesting and informative.
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Royal London team
Within this independent guide, Defaqto invited Royal London, as
a recognised provider and manufacturer of retirement income
solutions, to provide their insights into the various themes covered.
Contributions are from:
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Ryan Medlock
Senior Investment Development
and Technical Manager

Clare Moffat
Head of Intermediary Development
and Technical team

Jim Grant
Senior Product Insight and
Technical Support Analyst

Lorna Blyth
Head of Investment Solutions

Craig Muir
Senior Pension Development
and Technical Manager

Pension Wise
If you are not a finance professional, we highly recommend that you
contact Pension Wise.

pensionwise.gov.uk
0300 330 1001

Pension Wise is a free and impartial government service designed to help individuals understand
their pension options. Their guidance includes the risks of different pension withdrawal options, how
to shop around, and what to look out for on taxes and fees. It also includes how to avoid common
pension scams, which are a very real risk.
In March 2019, the government announced Pension Wise, along with the Money Advice Service and
The Pensions Advisory Service, would be amalgamated in a new organisation known as the Money
and Pensions Service. This had not happened at the time of production.
The aim of the Money and Pensions Service is to provide free and impartial guidance around pensions
and monetary issues.
We recommend you use the Money and Pensions Service when Pension Wise ceases to exist.
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Acronyms
The main acronyms used in this document are:
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AMC

Annual management charge

CIP

Centralised investment proposition

CRP

Centralised retirement proposition

DB

Defined benefit

DC

Defined contribution

ESG

Environmental, social
and governance

FCA

Financial Conduct Authority

GRIP

Governed Retirement
Income Portfolio

TER

Total expense ratio

Section 1 (S1)
The advice process
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S1. Learning objectives
This document is accredited by the CII/PFS and CISI for up to 60
minutes of structured CPD. Reading this document will enable you to:

8

1

Design a compliant initial and ongoing due diligence process for recommending income drawdown

2

Explain the different retirement income options

3

Evidence the suitability of a selected level of income or withdrawal

4

List the key issues in managing an effective drawdown strategy

5

List the risks associated with drawdown

6

List the death benefit options and understand how they impact on advice

S1. The regulations
The FCA is the default voice of authority when it comes to rules and
guidance. We have therefore highlighted some of the pertinent rules
relating to pension and income advice.
COBS 9.3.3

FCA Thematic Review (TR16/1)

Income withdrawals, short-term annuities
and uncrystallised funds pension lump sum
payments.

Know your client
You must obtain the necessary information
from the client to be able to make a suitable
recommendation. This includes:

When a firm is making a personal recommendation
to a retail client about income withdrawals,
uncrystallised funds pension lump sum payments or
purchase of short-term annuities, it should consider
all the relevant circumstances including:
1.

the client's investment objectives, need for taxfree cash and state of health;

2.

current and future income requirements,
existing pension assets and the relative
importance of the plan, given the client’s
financial circumstances;

3.

the client’s attitude to risk, ensuring that any
discrepancy is clearly explained between
his or her attitude to an income withdrawal,
uncrystallised funds pension lump sum
payment or purchase of a short-term annuity
and other investments

FCA Thematic Review (TR16/1)
Research and due diligence
The FCA uses this expression to refer to the
process carried out by firms to assess:
a) the nature of the investment

•

their financial situation

•

their investment objectives

•

information on a number of issues relating
to risk, ie the client’s risk profile (attitude to
investment), capacity for loss and knowledge
and experience of investments

COBS 19.2.2: Suitability
When a firm prepares a suitability report it must:
1.

(in the case of a personal pension scheme)
explain why it considers the personal
pension scheme to be at least as suitable as
a stakeholder pension scheme; and

2.

(in the case of a personal pension scheme,
stakeholder pension scheme or FSAVC)
explain why it considers the personal
pension scheme, stakeholder pension
scheme or FSAVC to be at least as suitable as
any facility to make additional contributions
to an occupational pension scheme,
group personal pension scheme or group
stakeholder pension scheme which is
available to the retail client

b) its risks and benefits, and
c) the provider (to establish if the provider is
an organisation to which you believe it is
appropriate to entrust your client's assets)
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S1. F
 CA’s Retirement
Outcomes Review
The FCA’s Retirement Outcomes Review is expected to reset the
income in retirement advice market.
These new regulations contain four key areas you need to consider in your future advice and due
diligence processes:

Client education

Transparency

Consumers will be sent information before they
decide how to access their pension savings.
This includes ‘wake-up’ packs, ‘wake-up’ pack
reminders, and additional retirement risk warnings

The FCA is making the cost of drawdown products
clearer and more comparable

Secure income

Investment Pathways

Consumers will be sent information about annuities
and eligibility for enhanced annuities. They can also
get free and instant illustrations of both from the
Money Advice Service

Consumers will be presented with four broad
retirement options by their existing provider(s).
They are designed for the unadvised and to deter
them from moving into an unsuitable investment
(which includes cash over the longer term)

While Investment Pathways are not technically being launched until February 2021, we may see some
providers active before then. The four prescribed Investment Pathway descriptions are:
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1

I have no plans to touch my money in the next 5 years

2

I plan to use my money to set up a guaranteed income (annuity) within the next 5 years

3

I plan to start taking my money as a long-term income within the next 5 years

4

I plan to take out all my money within the next 5 years

Every provider must use the same description; however, the underlying
solutions may differ.
Looking forward, your new clients should be better educated about their
options and indeed already have a perceived income plan in place.
However, receiving similar guidance and options from every one of their
pension providers at the same time may well confuse and overwhelm
them, amplifying their need for financial advice.
To meet the FCA’s requirements, you will be required to evidence that you
have considered each of the Investment Pathway solutions available to
your client and the suitability and value for money of any alternative you
select.
This is not dissimilar to the assessment in the accumulation phase when a
stakeholder pension needs to be considered.

Costs
The FCA has stated a number of times that they will introduce a charge
cap for Investment Pathways if the market does not regulate itself.
They already have in place a consultation period of 12 months for this.
Remember providers of Investment Pathways are already subject to
a charge cap of 0.75% with their auto-enrolment schemes, so expect
competitive pricing.

Investment Pathways
are income in retirement
solutions that will be
offered to your clients

Will you be recommending
Investment Pathways?
If not, how will you be
evidencing suitability?

If Investment Pathways
become charge capped,
how will this impact
on your pricing?
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S1. T
 he overarching
advice philosophy
It is easy to jump straight into advising on income, but that may not
be suitable advice.
Creating and following an advice process will help you identify your client’s needs and objectives
(their goals) while placing an order of importance upon them. Chart 1 shows a sensible foundation on
which you can build detail.
Chart 1: Process to build detail on your client
What is your client asking for your
help with?

Understand their personal
circumstances and drivers

Understand current income and
how it will evolve

Understand protection needs and
planning

Understand the different needs for
cash to be held

Understand expenditure and
liabilities and how they will evolve

Wealth available
a) to meet needs and objectives
b) in total

Products available
a) to meet needs and objectives
b) in total

Understand estate aspirations and
IHT planning

Can you provide suitable advice?

Is what your client is asking for
what they need?
Source: Defaqto

At this stage, you should agree and record your client’s overarching needs and objectives. This simply
states the purpose of their financial plan and we will build on them later in the guide.
You may not be providing advice on all of the points recorded, but this summary will be the driving
factor and the foundation of your future relationship with your client.

Importance Needs and objectives

1
2
3
4
12

Timescale

Rationale

S1. U
 sing drawdown to
provide a sustainable
income
The process of investing pension savings to produce an income is
known as drawdown.
In essence, drawdown advice is relatively simple. All you need to do is follow Chart 2.

Chart 2: Process for providing
drawdown advice

But, it’s not that simple
One of the main issues with drawdown is that individuals enter into it
without understanding the implications. In particular, not understanding
if and how their decisions will produce the income required for the rest of
their life and their beneficiaries’ lives.

Define savings available

You can add considerable value by helping your clients avoid the common
pitfalls, which include:
•

Tax on withdrawals

•

Tax on contributions

•

Tax on savings

•

Lost capital

•

Lost income

•

Lost partner’s income

There is no second chance
Get just one element of the advice process slightly wrong and there is
the potential to impact on the standard of living for your client and those
dependent upon them for the rest of their lives.
Having a defined process, which you follow without fail, will help you navigate
the common pitfalls and issues.
Providing evidence-based advice (facts to support your recommendations)
provides the greatest potential not only for your advice to be suitable and
compliant but also for your solution to be sustainable. This guide will help you
identify the factors to consider in your advice process, and how to mitigate
some of the issues and risks involved.

It’s an ongoing job
It is important not to forget that a drawdown solution needs to be reviewed on
a regular basis as circumstances and needs evolve. This is even more important
as we continue to navigate the challenging market we find ourselves in.

Define capital needs

Define income needs

Identify attitude to risk and
capacity for loss

Select suitable investment
solutions

Connect income sources to
income needs

Put it all together and create
drawdown
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S1. I dentifying savings
available
When recommending how to produce income in retirement, it is
important to consider your client’s entire financial position.
Managing assets as one, irrespective of the tax wrappers in use, can often produce the best overall
outcome. For example, use ISAs to provide an income and savings in DC pensions for inheritance tax
planning.
Consider using the following assets to produce income in retirement:

State benefits

Cash

ISAs

Property

Stocks and shares

Pensions

Onshore bonds

International bonds

Equity release

Each of the assets listed can produce income, the flow of which can be
turned up or down to help maximise tax efficiency and meet ongoing
income and capital needs.
This is where you can make a difference.
It requires considerable knowledge and skill to balance the positives and
negatives of each income source, alongside individual risks and the need for
access and control, while selecting the flow of income that is appropriate
from each asset and determining the timing of it.
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S1. I dentifying cash and
capital needs
It is best practice to separate cash and capital requirements from the
invested element of your advice proposition.
Cash and capital needs are in addition to the income needs we discuss over the next few pages. It is
what your client expects to spend in the short to medium term and can be summarised as:

Instant access

Rainy day/
income support

Known
expenditure
and gifting

Cash for
investment

Cash is rarely one of the best performing asset classes, but we all need to hold it. Your job is therefore
to suggest a suitable reserve to meet the above needs.
When considering known expenditure, do not forget to include your fees and the cost of the solution.
It is likely most of your clients will not want or need to hold cash as an investment.
We suggest advisers document at least the following facts:
•

How you came to the suggested balances

•

Where the balances are held

•

Any terms involved (ie time frame, fees or loss of interest)

•

Dates when balances are being paid out (ie big purchases, gifting and additions to the funds
under your influence)

Key facts to keep in mind:
•

Withdrawing cash from a pension, irrespective of whether it is tax-free
at the point of withdrawal, makes it potentially taxable going forward.

•

It is common for adviser led drawdown solutions to sell assets once
a year to produce the income required for the next 12 months. The
cash raised is then retained in the pension plan and paid to the client
periodically, ie once a month as a regular income.
When tax-free cash is included in the process, advisers need to be sure
that it is all paid to the client bank account within 12 months of the
crystallisation event, otherwise it can be treated as an unauthorised
payment and the tax-free status is lost.

It is good practice
to put aside cash to
fund known capital
expenditure

Actions that commonly cause this issue are raising too much cash and/or a reduction in the
client’s income requirement.

15

S1. I dentifying income
needs
Unless you fully understand your client’s wealth and income needs,
it is impossible to give suitable drawdown advice.
The easy bit

The hard bit

Working out what income is needed to meet current core
and aspirational expenses

Ascertaining the evolving future income needs and
whether the savings available can sustain producing it
after market movements, inflation and taxation, so your
client has income for their remaining life and that of their
dependants and beneficiaries

Categorise income needs
Once you have ascertained your client’s capital needs you need to understand how much your client
is spending and on what – their expenditure – which in turn helps form their drawdown income
requirement.
Currently, COVID-19 will be affecting drawdown clients in very different ways. For some, the sustainability
of their income may have fallen and an adjustment in their standard of living maybe required while
others will have been unable to spend the income being produced and have therefore been building up
savings, arguably paying income tax in the process, that could possibly have been avoided.
To understand the income need, ask your client to list their expenditure and then consider
categorising it as indicated in Chart 3.
Chart 3: List of client expenditure

Income required to maintain a
desired standard of living

Income required to maintain
a home and a reasonable
standard of living

Source: Defaqto
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Lifestyle
expenditure

Core
expenditure

• Emergency fund
• Home improvements
• Estate planning
• Entertainment
• Holidays
• Lifestyle insurances
• Health support

• Home maintenance
• Debt management
• Key insurances
• Transport

If your client does not know their expenditure, they will find much of it detailed in their current
account and credit card statements. Remember to add in ad hoc costs such as birthdays and
Christmas as well as planned expenditure, including changing the car, holidays and gifting. This will
help you with identifying the capital needs discussed previously.
Some cash-flow modelling tools have this functionality built into them and we encourage their use as
they can help consumers more easily understand the different sources of income they have available.
Once you have identified and recorded the capital and income needs, it is possible to start to plan
how these needs will be funded, and we explain how to do this over the coming pages.

The evolving income need – the hard bit!
From experience and well-documented surveys and commentary, we know there are broadly four
common spending stages in retirement. The vast majority of us will experience each of the stages,
albeit for completely different periods of time:

Active

Passive

Assisted

Supported

Where health and
wealth allow an
active lifestyle

Spending starts to
decrease as health
begins to restrict
capability

Spending increases
as amendments
are made to home
to accommodate
lifestyle

Where ongoing and
perhaps full-time
care is required

Over the last few years, we have seen a number of academic studies and publications telling us about
the experience of those in retirement, all with different shaped experiences. Collectively, these studies
tell us three things:
•

Accurately predicting your client’s expenditure is impossible

•

The amount of time spent in each of the four stages, if any, is completely dependent upon
individual circumstances and needs

•

Advisers need to plan for the unexpected, as well as the expected

COVID-19 has brought this subject to life, as we see those most severely affected moving through the
stages. For those now receiving too much income the choices are between spend/gift it, accumulate it
for a rainy day, and/or turn down the income flow.
For those where the income being produced is now insufficient the choices become more defined.
Where additional wealth is not available to produce income then we have identified four options to
consider:

Restructure
Rebalancing the investment portfolio or changing the
investment risk profile will change the income produced.
Be mindful of costs and that increasing risk to increase
income may not always be suitable advice
(see section 9 ‘Investments’)

Suspend
Suspending withdrawals (income) for a period of time
could allow the drawdown strategy to get back on track to
meet the client’s longer-term needs

Reduce
Reducing withdrawals (income) to a sustainable level
could allow the drawdown strategy to get back on track to
meet the client’s longer-term needs

Stop
More likely to be the solution when a change in needs or
objectives is identified, such as a full or partial switch to
a secure income (annuity) or where income is no longer
required and the remaining value is being used for estate
planning
17

Small lifestyle changes can make a huge difference to income sustainability
When considering future income requirements from drawdown, where income sustainability is an
issue, it is worthwhile suggesting small lifestyle changes as these can reduce the income requirement
significantly. This in turn could increase the likelihood of income sustainability being maintained or at
least improved.
For example, if a couple spend £50 a week eating out, just by reducing the regularity to every other
week they could create a notable reduction in their income requirement, as illustrated below:

Client's income tax rate
Reduction in income requirement created

0%

20%

40%

£1,300

£1,625

£2,167

Insight from Royal London
Seeing negative investment performance due to market volatility is naturally an
uncomfortable situation for clients to be in when they’re relying on that investment to provide
an income in retirement.
Reducing income through volatile periods or following a loss in investment value can go a
long way to improving the long-term sustainability of an income plan.
Lorna Blyth, Head of Investment Solutions

International Longevity Centre
The International Longevity Centre (ILC) is undertaking an ongoing study that
advisers should periodically revisit as it provides useful insight into clients’ evolving
circumstances, spending and needs.

Ilcuk.org.uk

The ILC is a think tank looking at longevity, ageing and population changes. Their study can help you
give evidence-based guidance to retirees on their income needs. It can also help identify target groups
for future business activity. To summarise the ILC’s findings, we discover that for many retirees:

ILC findings

Advice opportunities

They spend significantly more in the
active and supported stages than
the passive and assisted

This means the most appropriate advice may be to recommend a higher level of
income in the early years of retirement with a lower level later in life. We suggest
advisers use a modelling tool with their client to illustrate the implications of
such advice

As health declines their ability to
spend decreases as does their
income need, but rarely is their
income reduced

Income needs evolve and therefore income sources need to be able to react to
this tax efficiently. Where a client receives unused (taxable) income, consider
efficient ways to get this working for them and/or those important to them

Ultimately, the question is whether advisers should be recommending a higher level of income in the
early stages of retirement with a lower level later in life.
This is perhaps the evidence-based, most likely experience that we all aspire to. But, what if it isn’t
your client’s?
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Vulnerable clients
This does not mean just the elderly and those with reduced health and
mental capacity. We are all vulnerable clients from time to time.
For many of us the trigger will be ‘stress’, as this can cause us to make poor
decisions, thereby making us vulnerable. It is therefore important to have
in place a process for dealing with vulnerable clients. This is required on
two levels:

Advisers can assess mental
capacity in a similar way
to the process they use for
assessing attitude to risk; this
evidence will help form the
decision on how to proceed

Managing self

Managing clients

A process designed to reduce your own concerns and
vulnerabilities so your clients receive impartial, evidencebased professional advice

A process designed to ensure your clients are treated
in a professional and impartial way that requires their
understanding and commitment before proceeding with
changes

This will also help you evidence the processes you have in
place to meet treating customers fairly (TCF) rules

Many clients will currently be vulnerable due to the stresses COVID-19 has created. Not only are they
having to endure social distancing for weeks on end, but they may also be experiencing capital loss
and/or a reduction in their income.
This is obviously an issue, as the decisions made will impact on your client’s financial future and
standard of living for the rest of their life. Part of your job is therefore to identify those clients in a
vulnerable state and help them avoid bad decisions. Indeed, your client may need your emotional
support more than your financial advice.
During the meeting it may not be instantly obvious to you if your client is vulnerable. It manifests itself
in many different ways and common clues to look out for include:
•

Postponing the review

•

A change in personality

•

Snap decision making

•

Negative tone to conversations

•

Stepped change in attitude to risk

•

Blaming

•

Unpredictable behaviour

•

Inability to make decisions

•

Lack of interest

•

Inability to understand

•

A desire to gamble rather than de-risk

•

Inability to accept

It is good practice to record your thoughts on whether your client was in a vulnerable state or not.
If you thought they were, be sure to include details on what you did to overcome the issue, such as
involving a relative, an independent person, a social worker, and/or a translator.
Some clients may benefit from being given time to digest what you have told them. Therefore,
consider providing them with supporting guides to read in their own time and spreading the process
over a number of meetings.
Additional information and guidance can be found at:

FCA occasional paper 8:
Consumer vulnerability
(Published February 2015)
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S1. C
 onnecting income
sources to income
needs
Advisers should generally look to cover unavoidable expenditure
with secure income sources. This means an annuity may be the
most suitable advice.
Chart 4 illustrates how core expenditure (day to day running costs) is best funded using a more secure
income source, while lifestyle costs can be met by less secure ones.
Chart 4: Income sources for lifestyle and core costs

Drawdown without protection
Lifestyle
expenditure

Drawdown with protection

Risk
Scheme pension
Core
expenditure

Lifetime annuity
State pension and benefits

Source: Defaqto

As the need for security of income decreases, it may be appropriate to accept less security of the income
source in return for the potential of a greater return.
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S1. I dentifying attitude
to risk
Without this assessment, you cannot evidence the suitability or
sustainability of your advice.
It is important to evidence that the suitability of the investment you recommend meets both your client’s
needs and beliefs. There are a number of attitude to risk (ATR) assessment tools available, and these are
usually the quickest and simplest way to make an assessment. Any tool you use should also consider capacity
for loss.
Whichever tool you use, you should consider the whole research and advice chain. For example, if we
assume you have assessed your client as being risk level 5 (balanced), does everyone involved in your
recommendations perceive this as being the same thing?
No is the short answer, and that is a problem when making recommendations based on data from multiple
sources. Perception is affected by many factors including knowledge, understanding, experience, current
position and the scale used to express it – all of which evolve over time.
How you, your clients and the third-party providers you recommend perceive and categorise risk will differ.
Chart 5 demonstrates the different perceptions attaching to a risk level of 5.
Chart 5: Level of risk perceived at level 5

10
9
8
Level of risk
perceived in
a risk level 5
(balanced)
solution

7
6
5
4
3
2
1
You

Client

Provider A

ATR tool
Provider B

Provider C

Risk mapping across every provider being utilised is therefore very important in order to evidence
suitability, as it will help answer the following questions:
•

Does your client’s understanding and expectations of risk level 5 match yours?

•

Do your expectations and understanding of risk level 5 match each provider that you use?

•

Are you consistently recommending the same level of risk with every element being recommended?
21

It is good practice to have a glossary of your target market offering, with explanations of the available
solutions. Providers, like Defaqto, can help you with this text. Using this document can then help you
explain the solution to your client and the connection made across each element of the solution (ie
platform, tax wrapper and fund).
Providing this information also helps evidence that you have taken steps to educate your client.
In addition, if you provide it to all of your drawdown clients then you can help evidence treating
customers fairly (TCF) requirements are being met.

Rules of thumb
•

ATR is more than just ascertaining an investment risk level. You also need to consider capacity for
loss (see below):
»

ATR is usually based on personality traits and therefore your client's risk level is unlikely to
change significantly. That said, it is common to see some fluctuation and a downward drift
with age

»

Care should be taken at this time as the fallout from COVID-19 may have impacted on their
attitudes, making them a vulnerable client, perhaps without them realising

•

If your client’s stated objectives and needs can be met by a lower risk level than the one indicated
by the assessment tool, then it is usually prudent to recommend the lower level. There is no point
taking on unnecessary risk

•

If volatility in the value of the investments is worrying your client, then a change is probably
required. Common causes are:

•

»

Capacity for loss has changed (they don’t have a big enough cash cushion)

»

Attitude to risk was incorrectly assessed

»

The underlying assets do not match the agreed risk level

Periodic reassessments are a sensible way to evidence ongoing suitability

ATR questionnaires provide a consistent
approach to the assessment, but
they are only part of the process as
the client’s capacity for loss and their
individual needs and objectives are
also critical factors to be considered
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S1. I dentifying capacity for
loss
While attitude to risk ascertains the maximum suitable risk level for
your client, capacity for loss ascertains the downside protection they
want or need.
Just because the completed attitude to risk questionnaire indicates a certain risk level does not mean
that you should recommend that level. Capacity for loss is, in essence, the point where if the investment
doesn’t perform and the client’s standard of living starts to be negatively impacted.
The FCA has discussed it in at least two publications:

Source: FSA Final Guidance
March 2011. Assessing suitability:
By ‘capacity for loss’ we refer to the customer’s
ability to absorb falls in the value of their
investment. If any loss of capital would have a
materially detrimental effect on their standard of
living, this should be taken into account in assessing
the risk that they are able to take

FCA COBS 9.2.2 (para-phrased)
Advisers must obtain and understand essential
facts to have a reasonable basis for believing that
their advice will result in their client being able to
financially bear the investment risks experienced

Just stating a single value or percentage of total wealth misses the point. This is because there are many
factors that can affect capacity for loss, including the client’s willingness and ability to accept:
•

Investment returns

•

Income sustainability and security

•

Other assets in the assessment

•

Spending capital (ongoing or ad hoc)

•

Reducing or deferring spending (temporarily or permanently)

As personal and economic circumstances evolve, so does each of our capacities for loss. It is therefore
good practice to reconsider your client’s capacity for loss at every review.
At the end of the day, if the client’s needs can be met by a lower risk solution without breaching their
capacity for loss then that is probably the most suitable advice.
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S1. I dentifying suitable
investment options
In this section, we look at the multitude of options and retirement
solutions available to meet the needs of retirees who have
accumulated savings in DC pots.
Chart 6 shows the plethora of funds, platforms and products available from which advisers may choose.

Chart 6: The retirement pick and mix

45,000
Funds
41
PPPs

58
Platforms
42
SSASs

127
SIPPs

59
Workplace
pensions

Source: Defaqto June 2020
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Retirement solution selected

S1. T
 arget market and
PROD rules
Both MiFID II and the FCA’s PROD rules contain quite clear
expectations on identifying target clients and recommending only
solutions that have corresponding target clients.
For rules on products see
PROD rules
Product Intervention and
Product Governance Sourcebook

For rules on investments see
MiFID II
Markets in Financial Instruments
Regulation

MiFID II introduced the concept of target markets and the need for the manufacturer and distributor
descriptions to match. PROD rules extend the same concept across product sales. This means that a target
market assessment for compatibility should be considered across all elements of a recommended solution,
for example at the platform, tax wrapper product and fund level.
The first step is to identify if you are the ‘manufacturer’ or ‘distributor’; for clarity distributors includes
advisers. If you are an advice firm running a Centralised Investment Proposition (CIP) and/or a Centralised
Retirement Proposition (CRP) you can be both.
In essence, the requirement for advisers (distributors) can be summarised as being:

Step

1

Action
Identify your target client – Who do you want to provide a service to?
Advisers target market client descriptions have historically been based on investment values and we have seen
many advisers segment their client banks on this basis. However, two clients with £100,000 to invest could have
nothing in common and so this is arguably too broad a brush to use. Segmentation led by accumulation and
decumulation needs seems more appropriate as the clients in each segment will have at least one key need or
objective in common.

2

Create the proposition and service for your target market client – What are you going to offer?
This is about making it clear what service you are going to offer to each individual target client type and the
costs levied for each corresponding service level. Be clear about communication of standards and frequencies,
how often the client’s investments will be reviewed and changes made. Consider other subjects like protection
planning, car cost planning, estate planning and mortgage advice.

3

Connect investment solutions to each target client – Your CIP and CRP
It is good practice to have both a CIP and CRP proposition to meet the needs of different target client types. The
following structure is not unusual:
Growth
CIP

Growth with objectives
Capital preservation

Ad hoc income and PCLS
CRP

Sustainable income
Later life planning
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When we look at the regulations, due diligence on target market needs
to evidence that the solution/ product/ investment:
•

Meets the needs of the target market client

•

Is sold to target markets by appropriate distribution channels

•

Delivers appropriate client outcomes

This is not as hard as it sounds. MIFID II resulted in standardisation of
reporting these facts and most research tools, including Defaqto Engage,
empower this connectivity to evidence compatibility at the fund level.
Product providers are now adopting the same reporting standard and
questions and this information can easily be found on provider websites.
Going forward, it is good practice to only advise clients that match your
stated target client description and only recommend to them products
which you can evidence are designed for that target client. Be sure to
regularly review your target market(s) and the underlying proposition
and services you provide.

Insight from Royal London
PROD isn’t about replacing individual
suitability or how you choose to segment
your clients, it’s about demonstrating a
robust process to identify your clients’
different needs.
Take the time to think about how you
link your PROD target market analysis to
your wider research, due diligence and
final recommendation to the client. And
remember to document everything.
Ryan Medlock, Senior Investment
Development and Technical Manager

If a more prudent solution is available (ie cheaper, better performer, less volatile, better service, etc)
then consider changing to it. Whether you decide to make the change or not, be sure to record your
research and decision process as you should be able to evidence periodic due diligence assessments.
When you do decide to make a change, remember to consider treating customer fairly (TCF)
regulations.
There is an expectation that clients signed up to the same service should receive the same experience.
Therefore, any change should be communicated to and then rolled out to all clients within the same
target client group in a structured and timely manner. An initial letter, along the following lines, sent to
all relevant target clients at the same time may help with this:

Dear Client
Your pension savings are currently in the ABC Scheme. We anticipate recommending that
this be moved to the XYZ scheme to create the following benefits for you:
•
•
There is no immediate need to make this change. I will explain matters in detail at our next
review meeting and if you are in agreement we will then process the paperwork. In the
meantime, should you have any queries or would like to make the change sooner please let
me know.
Yours sincerely

One further point to consider. Should you recommend/sell a product to a non-target market individual
you need to consider carefully how you evidence suitability as arguably they are an unsuitable client.
Chart 7 provides a template designed to help you evidence target market suitability and connectivity
across the entire solution. Remember, you will need to complete this for every product and
investment recommended, individually and collectively, so you may find an Excel spreadsheet format
26 works best. To aid understanding, a completed version is shown on page 61.

Chart 7: Example of target market data collection questionnaire
Provider
Product/investment

Product (eg pension)

Investment solution (eg fund)

Each of the light grey boxes should be completed with a yes or no answer.

Distribution channels

Retail

Professional

Retail

Professional

Execution only/non-advised
Execution post assessment test/guided
Advised individuals
Discretionary management clients

Target client

Type

Type

Retail
Professional
Eligible counterparty

Client’s knowledge and experience

Knowledge

Experience

Knowledge

Experience

Capital

Income

Capital

Income

Basic
Informed
Advanced

Client’s ability to bear losses
No loss
Limited loss
Full loss
More than 100% loss

Client’s objectives and needs

Target

Target

Target

Target

Capital preservation
Income preservation
Capital growth
Income growth
Specific term
Open-ended term

Investment time horizon
< 3 years
3–5 years
> 5 years
Source: Defaqto

You will struggle to evidence the suitability of your advice unless you can evidence how every
product and fund you recommend has a stated target market that matches your client
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S1. K
 ey points to consider
before recommending
income drawdown
Taxation

Tax rates and allowances change every year and can have a significant impact on the net income
received and the suitability of your advice.

State pension

Not everyone receives the same amount. How much your client receives depends on their history of
paying National Insurance (NI).
If your client has yet to claim their state pension, you should ask them to apply for a state pension
forecast by filling in a BR19 form at:
gov.uk/government/publications/application-for-a-state-pension-statement
There are two options advisers should be considering with their clients:
Top ups – If your client has any missed years for NI contributions, then consider topping up. This is
likely to be the most cost-effective way of securing additional income for them. For example, a class 3
NI contribution will cost £795.60, but can produce £260 per annum of income, which escalates by the
triple lock. So, money back in just over three years and a secure ‘extra’ income for life.
Defer – If you recommend your client delays taking their state pension benefits by just nine weeks it
will add an extra 1% extra to their state pension – the equivalent of 5.8% per annum.

State benefits

There are other state benefits that your client may be entitled to claim. As an adviser you should be
aware of these and be able to recommend whether to apply for them or not.
Care is required as taking benefits from pension savings can affect entitlement to state benefits.

Tax-free cash

Also known as the pension commencement lump sum (PCLS).
Under normal circumstances, the maximum allowance is 25% of the fund value at the time of taking
the benefits. However, this is restricted to 25% of the available lifetime allowance.

Annual allowance

This is the amount we can all contribute into pension savings, without paying an annual allowance
charge. The standard rate is currently £40,000.
However, the government has introduced three allowances in an attempt to limit the tax breaks
available; they are:
May affect those with threshold income
over £200,000
•

Tapered annual allowance

Affects those who have previously
‘flexibly accessed’ benefits
•
•

Money purchase annual allowance
Alternative allowance (DB members)

More than one ‘allowance’ can impact your client at the same time.
Ultimately, they can limit the amount that can be saved tax efficiently to £4,000 per annum. That said,
depending on your client’s circumstances, recommending exceeding the allowance can still be suitable
advice.
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Lifetime allowance

The lifetime allowance (LTA) is an overall limit on the amount of pension benefits that can be taken
before the LTA charge is levied. It is triggered when the owner crystallises benefits and/or turns 75.
As with the annual allowance, depending on your client’s circumstances, recommending exceeding the
allowance can still be suitable advice.

Tax on death and
value protection

Changes to death benefits now mean that pension funds can be passed as income to any beneficiaries,
giving more choice to pension scheme members. If beneficiaries choose to move into drawdown, then,
on their death, the fund can be passed on again.
The availability of death benefit options depends on the scheme, and not all schemes will offer full
flexibility.

We explain the annual and lifetime allowances over the following pages.

Annual allowance
This relates to contributions into pensions and the tax relief we are entitled to. In 2020/21 contributions
of up to 100% of earnings, subject to the annual allowance, may be made.
The 100% of earnings limit relates only to the members' contributions, not those from the employer.
This creates a planning opportunity for those with an accommodating employer.
However, those who have income in excess of £200,000 in the year or have previously withdrawn
benefits from their pension savings may have a smaller allowance. This does not mean they cannot
contribute more than their allowance; it just means they will not receive tax relief on the balance over
their ‘lower’ allowance. Therefore, advising clients to exceed the allowance where appropriate can be
suitable advice.
Unused annual allowance from the three previous years can be carried forward and utilised.

Tapered annual allowance
This could affect those with ‘threshold income’ of £200,000+.
The annual allowance of £40,000 is reduced by £1 for every £2 that ‘adjusted income’ exceeds £240,000,
up to a maximum reduction of £36,000.
Only those with adjusted income of £312,000 or more will experience the full reduction to £4,000. Chart
8 sets out how to calculate threshold income and adjusted income.

Alternative annual allowance
This applies to DB pension savings and details can be found at gov.uk/guidance/work-out-yourallowances-if-youve-flexibly-accessed-your-pension
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Chart 8: How to calculate threshold income and adjusted income
Calculate all earnings and
investment income

+ Add

− Deduct

Employer contributions

Gross member contributions paid
(whether under relief at source or
the net pay arrangement)

+ Add
Employment income given
through a salary exchange
agreement set up after 8 July 2015

− Deduct

− Deduct

Any taxed lump sum death
benefits received

Any taxed lump sum death
benefits received

= Equals

= Equals

Adjusted income

Threshold income

Allowances for those who have already taken benefits:

Restriction

Who is affected

Money purchase
annual allowance
(MPAA)

This affects forever those who have previously ‘flexibly accessed’ benefits and simply changes their
annual allowance from £40,000 to £4,000.
Common examples of ‘flexibly accessing’ benefits include:
•
Taking the entire pension pot as a lump sum or starting to take ad hoc lump sums from it
•
Moving into a flexi-access drawdown scheme and starting to take an income
•
Where an investment-linked or flexible annuity is purchased and the income could go down
•
Those in capped drawdown who start to take payments that exceed the cap
Many who fall foul of the MPAA will do so retrospectively, as they would have taken benefits before it
was introduced. No protection is available for these individuals.
The MPAA will not normally be triggered if:
•
A tax-free cash lump sum is taken to buy a lifetime annuity that provides a guaranteed income for
life that either stays level or increases
•
A tax-free cash lump sum is taken and the pension pot goes into a flexi-access drawdown scheme,
but income isn’t taken
•
The scheme is encashed under the small pension pots allowance of £10,000
This means you can recommend ‘drip-feed’ drawdown with income taken purely from the tax-free
cash without triggering the MPAA.
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Lifetime allowance (LTA)
This an overall limit on the amount of pension benefits that can be accumulated without a tax charge
being payable. In essence, it reduces the benefit of saving in a pension where the combined value of
all of the individual’s pension savings exceeds the LTA, which in 2020/21 is £1,073,100.
The LTA is a moving target; each year it increases by the previous September’s consumer price index
(CPI) rate. The LTA used to be much greater. When it was reduced some individuals were able to apply
for protection called ‘enhanced protection’, ‘primary protection’, ‘fixed protection’, and ‘individual
protection’. You should check if your client holds certification for any of these protections as it may
give them a higher LTA. More than one protection can be held.
There are four actions that may trigger an LTA test:

Transferring to a
recognised overseas
pension scheme (ROPS)

Turning 75

Death

Crystallising benefits
(taking benefits)

The method for calculating the value of the pension savings for the LTA assessment depends on the
type of pension scheme in use:
DC

The accumulated value

DB

Usually 20 times the pension you get in the first year plus any lump sum

The tax payable on the balance over the LTA depends on how the benefits are taken:
Taken as income

25%

Taken as lump sum

55%

When a client requests benefits from their pension savings, the provider will issue a statement
showing how much of the percentage of the LTA has been used up and the tax payable. The pension
provider will normally deduct the tax before making any payment to the individual.
Points to consider:
•

Clients with some form of protection may have a different (much bigger) LTA.

•

Where benefits are taken over a period of time, each crystallisation event is tested against the
LTA as a percentage of the LTA in that financial year. Advisers should therefore ensure their clients
retain a copy of every LTA assessment, as it is the compounding calculation that is relevant.

•

When benefits are being taken or tested at the same time (ie at age 75), the member can elect the
order in which the schemes are assessed, which can create benefits.

•

You should recommend that your client reports the tax deducted by filling in a tax return.

The LTA is often considered a financial penalty on saving, but it does create some financial planning
opportunities for the adviser, which include:
•

Saving in a pension over the LTA is allowed. As tax is payable only when benefits are taken, or at
age 75, exceeding the LTA may be good advice. Clients to consider for this are those close to or
just over the LTA who have a number of years to go until they will be subject to an LTA test.

•

Many high earners, especially those in DB schemes, may find taking early retirement from their
employer is a prudent step. Examples include civil servants, medical professionals, and pilots.
This assessment is not straight forward though as it includes both a mathematical and emotional
assessment. The key factors to consider are:
»

Maths – Is the lifetime allowance charge greater than the benefit being created?

»

Emotional – Is the net financial benefit incurred by continuing to work more attractive than
the quality of life achievable through not working?
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S1. T
 aking benefits from
DC savings
Over the next few pages, we will explain each of the options
available to those taking benefits from DC pension savings.
The five options in order of priority are shown in Chart 9.
Chart 9: Options available to those taking benefits from DC pensions

FAD
UFPLS
Annuity

Scheme pension
Small pots allowance

Flexi-access drawdown (FAD)
This is the only drawdown option now available, unless the individual was in capped drawdown
before 6 April 2015.
The individual can take as much or as little of their fund as they wish. They have control and
responsibility for their own strategy, including the underlying investments used and the level and
frequency of income payments.
•

FAD allows unrestricted withdrawals

•

At any time, it is possible to take the remaining balance and purchase a secure income or annuity

•

Taking FAD income could trigger the MPAA (see page 30 for details)

Taking benefits from pension savings can result in the individual paying too much tax
at inception. It is common for the first FAD payment to be subject to an emergency tax
code; however, as this is done under PAYE rules, this normally results in the correct
level of tax being payable in due course.
Those taking withdrawals only a few times a year and/or on an ad hoc basis should
keep in mind that there is the possibility of an overpayment of tax occurring. Always
check the tax paid and apply for a refund from HMRC where appropriate.
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It is possible to
take the remaining
balance at any time
and buy a secure
income or annuity

Uncrystallised funds pension lump sum (UFPLS)
This allows someone to withdraw some or their entire uncrystallised fund as lump sums without
purchasing a product such as an annuity or designating to drawdown.
Each UFPLS payment is usually 25% tax free and 75% taxable as pension income.
The key facts about UFPLS payments:
•

If under the age of 75, the individual must have some LTA remaining
that is equal to the amount of the UFPLS being withdrawn

•

If aged 75 or over, the individual must have some of their LTA remaining

•

Taking benefits will result in the MPAA being applied

25% tax-free income
75%

UFPLS cannot be paid:
•

25%

Where the member has enhanced protection from the LTA charge, the
protected lump sum is over £375,000 and the protection certificate
25% sets
out the protected lump sum percentage

•

From a disqualifying pension credit, because no tax-free cash is
75%
payable

•

Where there is an LTA enhancement factor relating to primary
protection, periods of non-residence, transfers from recognised
overseas pension schemes or pension credits prior to 6 April 2006

The default for most providers is to tax at least the first UFPLS payment
under an emergency income tax code. This results in many individuals
initially paying too much tax, and so advisers should advise their clients to
reclaim this from HMRC.

75% taxable income

25% tax-free income
75% taxable income

It is possible to take any
remaining value at any time
and enter into FAD and/or buy
a secure income or annuity

Annuity
An annuity is normally where the value of pension savings is exchanged for a secure income for their
owner’s lifetime and potentially for someone else’s.
Annuities are commonly sold as level annuities, which means the same benefit is payable each month
for the remainder of the insured’s lifetime. By forgoing some of the income payable, it is possible to
cover certain contingencies and purchase additional benefits, which include:
Inflation protection

Where the balance of income received increases each year to reflect the general increase in the cost
of living. This is commonly facilitated by an increase that is either a fixed amount each year or in line
with an indexed annual increase, such as the CPI.

Joint life

Where an income is to be paid to someone else. Legislation now allows this to be paid to anyone
who was chosen at the time of the annuity purchase, although some providers do have their own
restrictions.

Value protection

Where a lump sum is paid on the death of the annuitant. The maximum that can be paid is the
annuity purchase price minus the amount of annuity payments made to date of death. It is payable
to the estate of the annuitant.

Guaranteed period

This is a minimum amount of time for which an annuity will be paid regardless of how long the
annuitant lives. There is no limit to the length of a guarantee period, although it depends on
what the provider allows. The value of any outstanding instalments form part of the estate of the
annuitant. The calculator for this can be found at
assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/
file/681280/guaranteed-annuity-calc.pdf
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Fixed-term annuities are technically not annuities, although providers often market them as such.
With fixed-term annuities, the individual chooses the term at the outset and the arrangement is run
through drawdown, bearing in mind access restrictions will probably apply.
The FCA thematic review of annuities (October 2016) found that 39–48% of consumers who purchased
a standard annuity from their existing provider may have been eligible to buy an enhanced annuity.
Enhanced annuities enable those with specific conditions or lifestyles that are known to shorten
life expectancy, to receive a greater income. For this reason, annuity providers will consider each
application on its own merits, with individual underwriting required to identify any enhancement
available.
For the purpose of COBS 19.9.6AR, examples of the sorts of health and lifestyle circumstances that
may indicate eligibility for an enhanced annuity are:

1

Smoker status (current and historic)

2

Height, weight and waist size (outside normal ranges)

3

Alcohol consumption (per week)

4

Medication for high blood pressure and/or high cholesterol

5

Medication for serious health conditions

It is critically important to shop around for the best annuity return.
Indeed, from January 2020 all annuity providers must ask some basic health questions. If the client
could receive an impaired life annuity then they must quote this alongside their
own annuity.
The Money and Pensions Service (formerly MAS) has a free annuity calculator on
their website, which is an excellent way to gain free illustrations. It was updated
in 2019 to enable you to carry out enhanced assessments.
moneyadviceservice.org.uk/en/tools/annuities

Scheme pension
This is a ‘secure’ pension option, facilitated by some occupational pension
schemes. The pension scheme may provide it, or it may purchase the benefits
with an annuity provider. The scheme rules will determine the benefits payable,
and full details will be available from the provider.

Always research if an
(enhanced) annuity is
available and whether
it could better meet
your client’s needs than
income drawdown

Small pots allowance
This allows those with pension pots worth up to £10,000 each to take lump sum balances without
affecting their annual or lifetime allowances.
Certain conditions must be met for a small pots payment to be made. One of the key conditions is
that only three can be paid from non-occupational arrangements but an unlimited number from
occupational schemes.
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S1. Advising on drawdown
For most, drawdown is a strategy, using a mixture of products,
to provide cash and income in retirement that needs ongoing
management to be effective.

Drawdown is
not a product!

Professional financial advisers are best placed to establish, administer and advise on drawdown
solutions. Some of the key areas advisers’ expertise will influence are:
Fact finding, researching solutions,
evidencing their suitability and
then designing and implementing a
prudent strategy

Ongoing analysis of the suitability
of providers, products, risk, existing
assets, alternative solutions, growth
and income.
To make changes (transfer) or not?

Recommending prudent changes in a
timely and accurate way, including a
switch from drawdown to an annuity

Client circumstances will always evolve. This will impact on the drawdown objectives and therefore
they need to be reconsidered periodically. The key factors to consider during every drawdown review
are shown in Chart 10.
Chart 10: The key factors to consider during every drawdown review

Health
Performance

Capital
preservation
Has the
income need
changed

Costs

Products

Drawdown

Estate
planning

Income
sustainability

Risks

How are you
evidencing suitability
when you decided not
to make changes?

Flexibility
Annuities

Source: Defaqto

Have any
needs or
objectives
changed

Could an alternative
solution meet your
client’s needs better?

Inflation
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One of the biggest challenges with drawdown is where to invest the residual fund to achieve the
overall objectives and the required balance of return between growth, income and estate planning
(see Table 1).
Table 1: Challenges when considering drawdown

Benefits of drawdown

Matters to consider

Control and flexibility in when and how much income and taxfree cash is taken

Getting it wrong may possibly result in a worse standard of
living for the rest of the client’s life

Ability to benefit from any potential growth in the underlying
assets

A fall in the value of the investment can:
•
Reduce the capital value
•
Reduce the income now and in the future

Ability to control the level of income tax paid
Ability to purchase an annuity at a later date with some or
all of the remaining balance

Solutions and tax benefits available in the future may not be able
to provide the expected outcomes as prudently as today

Ability to leave the pension savings to others as part of
estate planning

COBS guidance and rules

The investment strategy
It is not uncommon to see advisers recommend investment strategies designed for accumulation to
clients in need of income. However, accumulation and decumulation are very different needs.
Those advisers who operate separate accumulation and decumulation strategies often use the
following phrases:

Main objective

Proposition

Acronym

Accumulation

Centralised investment proposition

CIP

Decumulation

Centralised retirement proposition

CRP

CIPs focus on maximising returns for a given level of expected total return volatility. CRPs focus on
achieving income sustainability over the duration (ie before the capital runs out), within a defined
level of confidence, subject to a certain level of sequence risk and withdrawal rate.
Advisers using accumulation risk profiles in order to determine a portfolio for their clients are
therefore unlikely to be considering sequence risk or the client’s ability
to withdraw a suitable income without their capital running out over the
required duration.
Advisers who have both a CIP and CRP not only have different investment
strategies for each but also use different attitude to risk (and capacity for loss)

Overview
Drawdown is available through most UK registered pension schemes,
including workplace pension schemes. Where a scheme provides
drawdown, some offer more flexibility in the way it is delivered than others.
Advisers should keep in mind that, for many clients in the future, the
attraction of a less risky and simpler strategy to produce a secure income
for life may become an overriding need. If it does, then an (enhanced)
annuity or annuity style solution, for all or part of their income needs, is
likely to be an appropriate recommendation.
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Insight from Royal London
It’s very easy to think of a CIP and CRP as
labels used to describe model portfolios
or multi-asset solutions. Instead, try to
think about them as being an advice
framework and proposition which is
unique to your firm. They don’t need to
follow a prescribed set of rules, but they
should be underpinned by a clear and
robust methodology.
Ryan Medlock, Senior Investment
Development and Technical Manager

S1. D
 eath and taxes
The general rule of thumb is that the value within
a pension scheme is free of inheritance tax on
contributions and on transfer, but this may not
always be the case.
According to HMRC, health and life expectancy aspects can affect the
treatment of contributions. HMRC can consider transfers to another
scheme a ‘chargeable lifetime transfer’ and therefore taxable if the holder
dies (normally) within two years of the transaction.
HMRC usually considers contributions and transfers a ‘lifetime transfer of
value’ with no value and so these are excluded from the holder’s estate.
However, if death was a likely outcome at the time of the contribution/
transfer (ie they were in ill health) then HMRC may consider the value
taxable as the benefit created by the transaction was not primarily for the
deceased.

STOP PRESS
Just before publication of this
guide the UK Supreme Court
ruled that pension transfers
at the time of ill health are
not liable for IHT. Please
see judgement (19 August
2020) for full clarification

Insight from Royal London

This is primarily an issue for discretionary schemes, which most are. A few
providers (including Royal London) offer both discretion and direction. If
set up under direction and the death benefits are directed to the spouse,
no inheritance tax should be payable due to the spousal exemption.

If a client chooses the discretion option,
this allows the pension scheme to decide
who should receive the pension death
benefits.

We suggest that advisers, when making any form of pension
recommendation, document their thoughts on their client’s health and
consider the potential for a chargeable lifetime transfer so they can evidence
the position if any claims arise in the future.

Clients tell the scheme their preferred
beneficiaries, but the scheme doesn’t
have to follow their wishes and the value
won't normally be subject to IHT. If they
choose the direction option, the scheme
must pay the death benefits as per
the client’s direction and the value will
normally be subject to IHT.

Especially when health is in question, the adviser should carefully
document the rationale for recommending changes and the tax
implications. If any tax is potentially payable, advisers should document
this in their suitability reports and make sure the client is aware of it and
ideally their beneficiaries too. This will help protect from future claims by
interested parties after the advised client has died.

Jim Grant, Senior Product Insight and
Technical Support Analyst

Tax on death and value protection
It is unlikely that many of us will die on the day we spend our last pound. While some will experience
financial ruin/difficulties, others will die with savings still in place. The level of income tax payable on
pension savings depends on the holder’s age at death and, for those aged over 75, their beneficiary’s
tax rate can be summarised as being:

Age at death

Tax rate applied

74 or below

0%

75 or above

Beneficiary’s marginal rate, or
45% to non-qualifying parties (ie discretionary trust or estate)

This makes assets held within a pension fund potentially very tax efficient, and for some it may be
appropriate to consider these assets for estate planning rather than solely as an income source.
To make sure wishes are considered, pension scheme administrators should be informed of the
proposed recipient(s) of any death benefits. Most providers have simple forms that a pension plan
holder prints off, completes and returns to the provider.
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For those clients who wish to retain some control, eg to ensure benefits go to their children rather
than their former spouse’s new husband or wife’s beneficiaries, a spousal bypass trust should be
considered. The main downsides to this solution are the loss of flexibility and the fact that the value
of the savings would incur a (45%) tax charge if the member were aged 75 or over. However, when the
money is then passed onto an individual, they could also receive a 45% tax credit.
The other disadvantages are potential periodic and exit charges, and administration and trusteeship
reporting.

Blue light relief – IHT tax relief for emergency workers
In our COVID-19 world this is perhaps one benefit to be fully up to speed on.
The relief applies when a person:
•

Dies from an injury sustained, accident occurring, or disease contracted at a time when
that person was responding to emergency circumstances in that person's capacity as
an emergency responder, or

•

Dies from a disease contracted at some previous time, the death being due to, or
hastened by, the aggravation of the disease during a period when that person was
responding to emergency circumstances in that person’s capacity as an emergency
responder

When they have different types of pension arrangements, the tax implications created by the death of
the holder can be summarised as:

Value

Previous holder dies aged
74 or younger

Crystallised

Income received is free of income tax
No test against remaining LTA

Uncrystallised

Income received is free of income tax
The funds will be tested against the
member’s LTA and any excess taxed at 25%
if used to provide an income and 55% if
used to access a lump sum

Previous holder dies aged
75 or older
Income received is taxed at the
beneficiaries’ marginal income tax rates
under PAYE
No test against remaining LTA
Income received is taxed at the
beneficiaries’ marginal income tax rates
under PAYE
No test against remaining LTA

If beneficiary drawdown is an option, this
should always be considered as the LTA
charge would be 25% and withdrawals from
the beneficiary drawdown plan can be any
amount
Please note the two-year rule below
One area where advisers can make a difference is to consider the two-year rule with the beneficiaries.
In essence, the lifetime allowance tax charge is not payable if the death benefit is paid out more than
two years after the provider was told about the death. Instead, the beneficiaries, personal tax rate
is payable. Delaying the payment can result in less tax being payable, but consider the implications
of the money being untouchable for two years, perhaps uninvested and incurring charges. Also,
legislation could change within the two-year window.
A full explanation on how pension death benefits are taxed can be found at gov.uk/tax-on-pensiondeath-benefits
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Intergenerational planning
There are three different types of beneficiary to be aware of:

Beneficiary

Notes

Dependant

•
•
•
•

Spouse or civil partner
A child of the deceased who is under age 23
A child of the deceased of any age, who was dependent upon them due to mental or
physical impairment
Others who are financially dependent upon the deceased, such as a non-married
partner or a mentally or physically impaired individual

Nominee

•
•

A non-dependant nominated by the deceased or the scheme administrator
A scheme administrator can only nominate if there is neither a dependant alive nor an
alternative nominee

Successor

•

Successors are nominated by a dependant, nominee, successor or the scheme
administrator
A scheme administrator can only nominate if there is no successor nominated
With successors being able to nominate successors, future generations can decide who
gains access to the fund in perpetuity

•
•

Changes introduced with pension freedoms back in 2015 allow death benefits to be set up for anyone
who was either a dependant or a nominated beneficiary. It also allows the current beneficiary to
appoint a ‘successor’, which could be anyone, perhaps not even related to or born when the original
pension holder died.
This means death benefits can carry on indefinitely or until the funds are exhausted, with the undrawn
capital always remaining within the IHT-efficient pension wrapper.
This creates the option and opportunity of intergenerational estate
planning using pension savings. However, this requires you to have a
meaningful and ongoing relationship with the next generation.
While this process seems more appealing than establishing a trust there
are a few issues to consider:
•

The number of clients who can afford to use some or all of their
pension savings for IHT planning is going to be limited

•

The nomination process leaves the final decision over the recipient of
death benefits to the scheme trustees. This may not sit well with the
holder if they like to retain control, even after their death

•

Inflation and taxation are going to eat away at the ‘real’ value of
the benefits being produced and the solution may become more
of an administration problem than a notable benefit for future
beneficiaries

•

The age of the holder and the status of the beneficiary both affect
taxation. This makes accurate intergenerational planning extremely
difficult, as does the UK’s evolving taxation of pensions and trusts

On balance, effective management could result in pension savings
benefiting many future generations to come and so this is an option
advisers should explore with their clients.
Being able to provide a service to the same pension for decades to come
could make your proposition attractive for all parties involved.

You may find using a cash-flow
modelling tool not only helps
evidence suitability but most
importantly helps illustrate the
concept to clients to aid their
understanding and buy-in

Insight from Royal London
Intergenerational planning using
pensions can help your clients, their
beneficiaries and your business. Regular
conversations need to take place so that
expressions of wish forms are kept up-todate and reflect what the client wants to
happen on death. And clients need to be
aware that pension funds can easily leave
the bloodline on remarriage, but having
multiple beneficiaries can prevent this.
Clare Moffat, Head of Intermediary
Development and Technical team
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S1. E
 videncing suitability
When an adviser recommends a pension transfer or switch, the
FCA’s expectation is that stakeholder pension plans and investment
pathways are considered.
This is because the FCA views them as the low-cost solution with sufficient options to be suitable for
most and therefore a useful and appropriate benchmark.

The stakeholder comparison
In the same way that the FCA’s starting point for a DB transfer is that it is unlikely to be suitable advice,
their view on DC transfers is that a stakeholder solution is likely to be the best solution. Clarification
can be found in COBS 19.2.2. While it may be clear to you that a stakeholder solution is not suitable
advice, unless you can evidence this, you have little defence against any complaint or investigation.
In some advice practices the decision not to use a stakeholder for certain target clients is documented
in the CIP due diligence file. You should refer to this in your client’s compliance file as nearly every
compliance suitability file check will want to ascertain that you considered a stakeholder plan.
According to the Defaqto Engage research tool, there are only six
stakeholder plans to choose from, each with quite limited fund options.
When we consider the costs, many charge less than the legal restrictions,
which are:
First 10 years

Maximum fee of 1.5% per annum

Remaining years

Maximum fee of 1.0% per annum

If you don’t recommend a
stakeholder pension, always
show your workings and detail
why in your compliance file

Investment Pathway comparison
Similar to the stakeholder comparison, the regulations relating to Investment Pathways require you
to consider the Investment Pathways. While Investment Pathways are not technically being launched
until February 2021, we may see some launched before then.

Find out more
We draw your attention to two recent FCA publications that advisers and paraplanners should be
aware of and considering in their due diligence assessments:
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•

FCA policy statement PS20/6
Pension transfer advice: feedback on CP19/25 and final rules and guidance

•

FCA thematic review TR20/1
The effectiveness of Independent Governance Committees and Governance Advisory
Arrangements

Evidencing suitability
Evidencing the suitability of a drawdown strategy is not straight forward as there are so many factors
to consider. There are a number of modelling tools to help illustrate the recommended solution
projected forward over the client’s lifetime.
These tools prove very useful in helping retirees to visualise and understand the implications of
the decisions they are taking. Importantly, from a compliance perspective, they also help evidence
suitability.
Advisers must be sensible with the assumptions used in the illustration regarding facts such as
economic circumstances, taxation, investment returns and income yields.
Evidencing why you chose the rate(s) you did will help improve accuracy,
comparability and understanding.
Advisers should consider and document the assumptions and limitations each
tool uses and creates.

How do you ‘evidence’ initial
and ongoing suitability?

Importantly, advisers should also be sure to include a client’s entire financial
position (ie not just the investment being considered) as without all the facts,
the accuracy is diluted.

Benchmarking returns
You cannot evidence the ongoing suitability of your advice if you cannot prove it. By using
benchmarks advisers can evidence that the level of income being taken is both suitable and
sustainable.
As a minimum, a test should be made against the annuity (enhanced is applicable) available.
In addition, while using GAD rates as a benchmark is no longer a regulatory requirement, it is still good
practice to do so. Not only does it evidence ongoing suitability, but it can enhance the client’s peace of
mind. To further evidence ongoing suitability we also see advisers using additional benchmarks such
as the natural yield and critical yields.
It may also be helpful to ascertain income sustainability and test drawdown income against a realistic
estimated life expectancy (not the average). Try to gain a clear view of any ‘safe’ withdrawal rate,
subject of course to realistic evidence-based assumptions. Most cash-flow modelling can undertake
this assessment and illustrate the likely outcome(s).
Always document the implications of the loss of any existing benefits held, such as guaranteed/
protected growth rates and/or annuity rates.
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Evidencing value for money
Until recently (June 2020) neither the FCA nor The Pensions Regular (TPR) had clearly defined how
to assess value for money despite it being the test against which the suitability of your advice will be
assessed.
The FCA consultation paper CP20/9, entitled ‘Driving value for money in pensions’, has introduced the
concept of how to assess value for money. We are currently awaiting confirmation as to whether the
calculation put forward will be amended or adopted.
We already know that ‘Value for money’ is the regulator’s preferred benchmark. Therefore only by
setting the expectation (benchmark) is it possible to understand and evidence value for money. So, we
suggest advisers consider the test in a slightly different way – meeting expectations through value for
money?
When we apply this to drawdown, an assessment along the lines shown in Chart 11 seems like an
appropriate headline strategy to follow.
Chart 11: Strategy to evidence value for money
Economy
spend less

Efficiency
spend well

Competitive
cost

Comparable
risk

Effectiveness
spend wisely
Income
needs met

Value for
money

Good
performance

Good
service

Suitable
outcome

Advisers put themselves at risk if they fail to define ‘expectations’ and what the ‘value for money’
assessment is at inception.
We suggest advisers ascertain exactly what the client’s needs and objectives are. Where appropriate,
challenge and amend them before agreeing documenting SMART benchmarks for each one.
Collectively, these benchmarks can help define and evidence ‘value for money’.
Managing client’s objectives by requiring benchmarks also helps avoid unreasonable and/or
competing demands.
Record needs and objectives SMART:
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S

Specific

M

Measurable

A

Attainable

R

Relevant

T

Timely

S1. P
 ackaging your advice
There are three reasons for doing this:

1

To check your advice

2

To ensure client understanding

3

To demonstrate tax efficiency

Check your advice
Combining your recommended solutions and summarising the outcome allows you to check that the
outcome is as you expected.

Ensure client understanding
Advisers need to express information in a way their clients understand and relate to. Matching your
descriptions and illustrations to their learning style will help.
Consider the following useful facts from nationalnumeracy.org.uk
•

Numeracy skills decline with age

•

The proportion of working age adults in England with skill levels equivalent to GCSE grade C or
above is low:
Literacy
2003
2011

Numeracy
44%
57%

2003
2011

26%
22%

Suggestions:
•

When quoting percentages include an example showing the benefit/cost in pounds and pence; this
is an FCA requirement in specific areas

•

Where appropriate, use pictures and graphs to illustrate – cash-flow modelling tools can help with this

•

The FCA recommend advisers use their clients own words and phrases when presenting
recommendations to aid their understanding

Demonstrate tax efficiency
While 25% of pension savings are usually tax free, there is no requirement to take the cash as a
lump sum or indeed at inception. The tax efficiency of income can be increased by phasing benefits
payments and tailoring the split between the tax-free and taxable elements. Common tax planning
options to consider include:
•

Using the tax-free lump sum to provide tax-free income; useful for those still working

•

Using sources, other than pension savings, to produce an income (ie ISAs)

•

If a client is only just inside a tax bracket, consider lower income requirements and/or using
alternative income sources to move them into the lower tax bracket
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S1. O
 verview of risks
Drawdown is a balancing act between mitigating risk, receiving
sustainable (income) returns and retaining some flexibility.
Some of the key risks to consider with clients when assessing their options for annuities and
drawdown are shown in Table 2.

Mitigating
risk

Sustainable
returns

Flexibility

Table 2: Key risks when assessing client options for annuities and drawdown

Risk

Description

Market evolution

Risk that products may not be available or cost-effective to meet needs at the required time

Longevity

Risk of living too long (longer than income can be produced for)

Sequence (of returns)

Risk of a poor sequence of returns when income is being taken, in particular bad returns in the early
years, having a detrimental effect on capital values and therefore the income available in the future

Inflation

Risk of inflation eroding the buying power of the capital and/or the income produced from it

Investment

Risk of poor market returns that reduce capital sums and by association the level of income
produced:
•
Systemic market risk – an event impacting on a market or asset class
•
Specific risk – a specific investment underperforming
Risk that interest rate movements may adversely affect annuity style products and guaranteed or
protected funds/solutions

Interest rate
Commitment

Risk of selecting a solution and not being able to change the product choice, benefit shape, income
level or death benefits

Income sustainability

Risk of income not lasting as long as required, ie for a specific term, for the lifetime of the pension
holder and/or the lifetime of the pension holder’s spouse

Financial ruin

Risk of exhausting the capital and income while still alive and as a consequence experiencing a
lower standard of living for the remaining years

Diversification

Risk of putting all your eggs in one basket, or too many baskets

Insurer credit and
counterparty

Risk of failure of a provider of all or part of the solution

Political

Risk that a change in legislation and/or regulations will impact on the net benefits received and by
whom, and on the advice given

Timing

Risk of securing the level of income required at the time required

Health

Risk that deteriorating health will bring about the need to access retirement capital or income
to cover non-insured medical expenses and healthcare, or that better than expected health
introduces longevity risk

Consumer protection

Some solutions carry 100% protection under the FSCS whereas others do not; advisers should be
sure to clarify the position as part of their suitability process

Source: Defaqto

There are many factors retirees need to consider both initially and ongoing. We will focus on market
evolution, longevity, inflation and sequence risk over the next few pages.
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Market evolution
As markets evolve there is a risk that the solution you recommend today, or parts of it, may not
be available or indeed may no longer be suitable. There is no guarantee that in the future the tax
wrappers, funds, providers and/or products will still be available or that they will still be cost-effective
or indeed as tax efficient for your client.
UK government gilts are a very good example of a solution where the benefits have decreased. Fifteen
years ago, gilts formed a key element of most retail investment strategies and were the main incomeproducing asset. After 10 years of quantitative easing gilts are used significantly less. That said,
where they are used, they are held to control risk and volatility, and are no longer the main incomeproducing asset class.
Advisers should explain the risk to their clients and state clearly that changes outside of their control
may affect the suitability of their advice, so ongoing checks will be required.

Longevity risk
Longevity risk is living too long. If we all knew how our health would evolve and the exact date on
which we were going to die, it would make retirement planning so much easier.
Longevity risk creates two outcomes that most of us would wish to avoid:

Under-spending

Financial ruin

Having not used pension savings to the
maximum during their lifetime

Spending too much and/or investing poorly
and seeing pension savings used up, resulting
in financial hardship for the rest of their life

To understand longevity risk, it is useful to know the average life expectancy.
According to the Office for National Statistics (ONS), the ‘cohort’ life expectancy of people aged 65
years in the UK in 2018 showed that the average for men was a further 19.9 years, while for women
it was 22.0 years; projected to rise to 22.2 and 24.2 years respectively in 2043. This means today life
expectancy ages are:
Younger

Men 84.9
Women 87

Older

Source: ONS Cohort life tables release 2 December 2019

When you assess sustainability of the income solution, never use average life expectancy, as a
reasonable number of people will probably exceed this age. The FCA specifically warns against doing
this in their guidance.
While longevity risk is living too long; for many it can also be a case of living too long with poor health.
Those suffering from poor health fall into two categories:
Leading a restricted lifestyle

Often under-spenders

Leading a restricted lifestyle with paid for assistance

Often face financial ruin (unknowingly)
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When we look at ONS cohort health life expectancy at age 65 it indicates to us when poor health is more
likely to become an issue for many in drawdown. These figures tell us that the average across the UK is
age 75.5 for males and 76.0 for females although you will notice some notable regional variations (see
Chart 12).
Chart 12: UK Healthy life expectancy at age 65
76.5
76.0

Age

75.5
75.0
74.5
74.0

UK

England

Wales
Male

Scotland

Northern Ireland

Female

Source: ONS Health state life expectancy at birth and at age 65 years by local areas, UK released 11 December 2019

However, this hides some extremes as summarised below:

Male

Female

80.5 Kingston Upon Thames
71.3 Merthyr Tydfil

81.0 Orkney
71.1 Nottingham

From this we can conclude that that poor health will impact many before they reach the average life
expectancy age.
To summarise, understanding that while many of us will live longer than the average, many of us will
also experience ill health in later life for some years before we die. This will affect how long each of us
spends in the four stages of retirement (active, passive, assisted and supported), affecting both our
income needs and our ability to spend.
Taking guidance from the FCA paper on transferring ‘safeguarded benefits’, advisers are reminded to
not plan to an average life expectancy as very rarely is this experienced.

Use the ONS website page
‘How long will my pension need to last’ to help your clients
understand how longevity risk might affect them:
visual.ons.gov.uk/how-long-will-my-pension-need-to-last
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Inflation risk
To maintain the buying power of money, those taking income from their savings will need both the
investment and the income it produces to increase by at least the rate of inflation each year.
In drawdown most expect their capital value to decrease over the years. Maintaining the same level
of income with a sinking fund value is not always straight forward, but once you add in offsetting the
impact of inflation the ability to produce sustainable income diminishes year on year.
It should be noted that income provided by the state pension and most DB pensions will be inflationproofed or protected in some way. This will help to mitigate the overall inflation risk, thereby reducing
the impact on individuals, but not the demand on their DC pension savings.
Two indices are commonly used to measure UK inflation:
•

RPI – Retail price index

•

CPI – Consumer price index

The actual rate of inflation experienced very much depends on what each of us spends our money
on (in other words, our personal shopping basket). Looking at some common costs that we all incur,
especially pensioners, we can see some significant differences, as illustrated in Chart 13.
Chart 13: RPI Indices 1987 to end of 2019
400.0
350.0
300.0
250.0
200.0
150.0
100.0
50.0

Year
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1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019

0.0

RPI: Housing: Council tax & rates

RPI: Fuel & light

RPI: Food (others)

RPI (Exc mortgages)

Source: ONS data released 15 July 2020
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Irrespective of the method by which individuals access their pension
savings, when inflation is considered, it is clear that for most some form of
protection against inflation will be critically important to avoid a decrease
in the standard of living in retirement.

Housing, taxation and fuel
costs have consistently
increased by more than
the general rate of RPI

Identifying exactly what your clients spend their money on will enable you
to produce a more accurate understanding of the likely impact of inflation
on them. That said, inflation is notoriously hard to predict, and so it is
important that the rate you use in your assumptions is appropriate to your
specific client.

CPI 1.1%
(12 month rate July 2020)

Since 2003, the Bank of England has been responsible for maintaining
the CPI target of 2.0% per year. During this time, the UK has experienced
annualised rates of between 0% and 4.5%, although notably we are
currently experiencing some of the lowest rates.

Sequence risk
‘Sequence risk’ or ‘sequence of returns risk’ is a significant issue for those
living off income taken from capital.

The common
‘lose-lose’ experience

Retirees are more vulnerable to sequence risk because if they experience
capital volatility while also withdrawing income produced by the same
capital, they can find themselves having to lock in losses. This reduces their
future income while also restricting their ability to recover the capital.

To illustrate the dangers, we have plotted the capital value of £100,000 invested over a 10-year term.
We have picked random growth rates, but reversed just the first year's return so one line has a positive
start and the other a negative start.
Table 3: Capital value of £100,000 invested over a 10-year term

Value growth rate each year

Sequence of returns
1

2

3

4

5

6

7

8

9

10

Positive start compounded

30%

5%

-10%

10%

-5%

20%

7%

-12%

8%

6%

Negative start compounded

-30%

5%

-10%

10%

-5%

20%

7%

-12%

8%

6%

We have projected these figures twice, with and without income. Where income is being withdrawn we
have used the balance of £3,500 taken annually (see Chart 14).
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Chart 14: Capital value of £100,000 invested over a 10-year term
£180,000
£160,000
£140,000
£120,000
£100,000
£80,000
£60,000
£40,000
£20,000
£0
0
Positive start

1

2

3

Negative start

4

5

6

Positive start + withdrawals

7

8

9

10

Negative start + withdrawals

Source: Defaqto

Change in capital value, year on year

Positive start

Negative
start

Positive start +
withdrawals

Negative start +
withdrawals

1

£130,000

£70,000

£126,500

£66,500

2

£136,500

£73,500

£129,325

£66,325

3

£122,850

£66,150

£112,893

£56,193

4

£135,135

£72,765

£120,682

£58,312

5

£128,378

£69,127

£111,148

£51,896

6

£154,054

£82,952

£129,877

£58,775

7

£164,838

£88,759

£135,469

£59,390

8

£145,057

£78,108

£115,712

£48,763

9

£156,662

£84,356

£121,469

£49,164

10

£166,061

£89,418

£125,258

£48,614

Years

Change in capital value, as a percentage of the original £100,000

Positive start

Negative
start

Positive start +
withdrawals

Negative start +
withdrawals

1

30.0%

-30.0%

26.5%

-33.5%

2

36.5%

-26.5%

29.3%

-33.7%

3

22.9%

-33.9%

12.9%

-43.8%

4

35.1%

-27.2%

20.7%

-41.7%

5

28.4%

-30.9%

11.1%

-48.1%

6

54.1%

-17.0%

29.9%

-41.2%

7

64.8%

-11.2%

35.5%

-40.6%

8

45.1%

-21.9%

15.7%

-51.2%

9

56.7%

-15.6%

21.5%

-50.8%

10

66.1%

-10.6%

25.3%

-51.4%

Years

Conclusion
The graph and these
tables show us that
where there is a negative
start, over time the
impact is diluted
However, where there
is a negative start and
withdrawals are being
taken, the client's
position gets worse
over time, significantly
decreasing the
chance of recovery
In short, sequence risk
can result in the loss of
income sustainability
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The impact of sequence risk on income
Using the values realised after taking withdrawals as illustrated in Chart 14, we have examined
the possible annuity income that could be purchased with the different capital values available at
the end of the 10-year term:

Sequence of return

Value available

Monthly

Annualised

10 years

Positive start

£125,258

£473

£5,681

£56,810

Negative start

£48,614

£183

£2,199

£21,990

Source: moneyadviceservice.org.uk/en/guaranteed-income-for-life/quotes 15July2020

Calculation assumptions: single adult aged 65, non-smoker in good health looking for
a level income for life, requiring no PCLS, dependants’ income or guarantees.

Summary
As illustrated, the sequence of the returns can significantly affect the capital value and therefore
the potential future level of ‘sensible’ income that can be produced. This in turn impacts on income
sustainability.
It is worth noting that increasing the volatility of returns also increases the potential damage caused
by sequence risk.

Conclusion on risk
Any risk experienced creates issues for clients and their advisers. However, more than one risk may occur
at the same time and the compounding effect of multiple risks can have a more significant impact than
just one.
For example, a combination of sequence risk and longevity risk experienced in an environment of high
inflation can be extremely detrimental to those in drawdown, especially where the ‘peace of mind’
alternatives, such as buying an annuity, may no longer be prudent options.
After COVID-19 started spreading across the globe, equity markets have been exceptionally volatile and
they initially saw dramatic falls. The FTSE, Dow Jones and Nikkei indices experienced year to date returns
of −34%, −35% and −27% respectively at the 23 March low point, while credit spreads increased sharply as
the crisis took hold and government bond yields were driven to historic lows.
This has certainly highlighted the benefits of using funds designed to dampen down capital volatility as
well as those that allow for the type of adverse markets recently seen, which in turn increases the potential
for a greater sustainable income over the longer term.
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S1. Pension transfers
Income drawdown recommendations often include consolidation
of pension savings, but this is not always suitable advice.
For clarity, a pension transfer is where there is a loss of ‘safeguarded benefits’, hence they are often
mistakenly referred to as DB transfers. That said, broadly the following differential is normally relevant:
Pension transfer

Where safeguarded benefits are involved

Pension switch

Where no safeguarded benefits are involved

In June 2020 the FCA updated the industry on its work on DB transfers:
‘DB transfer advice has been a focus for the FCA for a number of years.
The decision to transfer out of a DB scheme is a complex one and we
remain of the view that for most people a transfer out of a DB scheme is
unlikely to be suitable. However, the number of consumers receiving a
recommendation to leave their DB scheme has been consistently too high.’
Whether you are recommending the transfer out of an existing DB or DC pension, there are some
consistent concerns that the FCA is focusing on. We highlight the key ones to help you avoid them in
your business:
•

Fact finding – material information gaps (if it’s not written down it didn’t happen).

•

Qualifications – Advice must be provided by a firm with pension transfer FCA permissions.

•

PII (professional indemnity insurance) – Insufficient/non-existent for the advice being given. The
minimum required is €1.25m for a single claim and €1.85m in aggregate for advisers (IDD insurance
intermediaries).

•

Critical yields – Recommendations based solely on critical yields do not meet FCA expectations.

•

Longevity – DB schemes will usually last as long as the member and any dependants (ie spouse),
whereas DC schemes in drawdown do not provide such a guarantee. Therefore, risk averse clients
and those with a low capacity for loss may find forgoing safeguarded benefits in favour of flexible
benefits does not sit comfortably with them.

•

Safeguarded benefits – COBS 19.1.7 requires advisers to make clear to their clients the loss of
safeguarded benefits* and the transfer of risk from the scheme to the individual. Also, detail specific
risks to your client including investment risk, longevity risk and the risk that products may not be
available or cost effective to meet their needs in retirement.

*Safeguarded benefits are benefits that include some form of promise or guarantee over the amount of
income that will become payable in the accumulation phase.

Most individuals are likely
to be worse off transferring
out of safeguarded benefits,
even if their employer
incentivises them to leave

The FCA is scrutinising pension
transfer advice like never before

Advisers should read and
understand COBS

By following the philosophy of DB pension transfer rules, advisers
can provide better advice on producing retirement income
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S1. Summary
The process of investing pension savings to produce an income
is known as drawdown. It is not straight forward and contains
financial penalties for those who get it wrong. These come in
the form of additional tax to pay and a reduction in your client’s
standard of living.
Primarily drawdown is about clearly understanding your client’s goals and then navigating the minefield
of options, risks, legislation and taxation to help them meet those goals.
All of these point to the need for a good process with clearly defined steps and supporting documentation,
all of which starts with your fact find.
It is also worth remembering that recording your client’s comments, needs and objectives verbatim is an
excellent idea. This is because repeating their words back to them in your recommendations improves
their understanding and buy-in.
Having a clearly defined process that uses impartial evidence to draw conclusions that you adhere to
every time you provide advice will help ensure the accuracy of your advice and mitigate your risks.
Pension providers will very shortly be offering Investment Pathways directly to your clients. This introduces
an extra level to your research. In addition, with a regulatory demand that you consider Investment
Pathways and evidence value for money, some advisers may find they need to adjust their pricing models
and/or investment solutions in order to provide compliant and competitive advice.
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Remember to evidence
compatibility between your
client and each solution you
recommend

It is good practice to undertake
a full review at least once a
year; however, more regular
contact with your clients
could give them peace of mind
through this difficult COVID-19
time

Drawdown is not suitable for
everyone

Remember to evidence
that you have considered
stakeholder pension schemes
and Investment Pathways

The FCA is scrutinising pension
transfer advice like never
before

Value for money can only
be evidenced if relevant
benchmarks are agreed

Keep in mind the MPAA
and LTA

Consider if IHT and estate
planning needs could be better
met using pension savings

Remember to consider, at least
annually, if an (enhanced)
annuity could better meet your
client's needs

S1. Due diligence checklist
The most important factor when making recommendations is to
meet the client’s needs and objectives. This due diligence checklist
will help in this process.
3

Establish
needs and
objectives

Are the client’s objectives reasonable – do
they need challenging and changing?
What cash is required to meet core income
needs?

Establish
cash reserve
requirements

What cash is required to meet aspirational
income needs?
Does this impact on the ability to save into a
pension in the future?

Establish
sources of
income

What income sources exist and when do they
become available?
Are there any relevant pension sharing
orders or attachments?

Establish
health and
longevity
factors
Establish noninvestment
risks

What should happen, the order it should
happen and dates if known
Assess health and life expectancy of pension
holder (and their spouse/beneficiary)
Sense check this against the level of income
and risk indicated

What is the client’s attitude to risk, capacity
for loss and need for risk?

Establish
timescales

Agree clear timings for when objectives need
to be met

Future liabilities/expenses

Establish an
investment
strategy

Evidence how this meets the client’s
circumstances and needs (initially and
ongoing)

Establish
benchmark(s)

How should the appropriateness of the
strategy be assessed and when?
Carry out an initial assessment before
embarking on any change

Detail how the recommendations meet the
Make
recommendations client’s needs and objectives
Be sure to meet regulatory requirements as
well

Establish an
income strategy

Detail balances expected from each source
(gross and net) and when
Set out the immediate and longer-term tax
implications

Document, evaluate and address

Establish
client’s risk
profile

Liquidity needs

Ring-fence sufficient to cover income and
cash payments for an appropriate period

Will any guarantees/protections be lost, and
why is this appropriate?

Establish a
retirement
strategy

3

Establish estate
planning

Collectively, what does the client indicate is
an appropriate way forward and why?

Review

Establish
What does the scheme allow in relation to
death benefits death benefits?

Recommend a Power of Attorney and Will
are in place:
•

Do you have copies and where are the
originals and can they be accessed?

•

Do you know the third parties involved?

Set periodic reviews of the solutions as all
circumstances evolve

To whom do they want death benefits to
pass?
Are death benefits more important than
retirement income?
Ensure an expression of wishes form is
completed for each pension plan held

It is good practice to also consider the following items in your research:
•

Provider strengths and
capabilities

•

Cost (advice, product, investment
and administration)

•

Product weaknesses

•

Payment capabilities

•

The application process

•

Quality of communications

•

Quality of service

•

Extras (such as online tools and
technical help)
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Learning objectives
Having read this document you will now be able you:
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1

Design a compliant initial and ongoing due diligence process for recommending income drawdown

2

Explain the different retirement options

3

Evidence the suitability of a selected level of income or withdrawal

4

List the key issues in managing an effective drawdown strategy

5

List the risks associated with drawdown

6

List the death benefit options and understand how they impact on advice

Test yourself for CPD
purposes
To assess your knowledge having read this publication, why not
work your way through the following questions?
You can find all the answers within the text.

1

Would a CRP commonly be used in the accumulation or decumulation phase?

2

Does sequence risk improve or decrease the potential for income sustainability?

3

Name four actions that may trigger an LTA test

4

According to the ONS 2018 figures, what is cohort life expectancy for men and women?

5

What is 'blue light' relief?

6

What are ‘Safeguarded benefits‘?

CII/PFS and CISI accredit this document for up to 60 minutes of structured continuing professional development (CPD).
Name
Signature
Date
CPD time recorded

Answers
(1) Decumulation (2) Decrease (3) Transferring to a ROPS, turning 75, death, crystallisation (4) Men 84.9 Women 87 (5) IHT tax relief for emergency workers
(6) Benefits that include some form of promise or guarantee over the amount of income that will become payable in the decumulation phase
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Section 2 (S2)
Royal London’s drawdown
proposition and support for
advisers
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S2. R
 oyal London’s
drawdown proposition
In this section, we take a deep dive into the features and benefits
of the Royal London Pension Portfolio (with Income Release) using
the Royal London Governed Retirement Income Portfolios (GRIPs) of
funds to create a drawdown solution.
We also subject this solution to the key tests discussed in Section 1 of this guide.
Please note that Royal London has a wider number of investment options, not
just GRIPs. Full details can be found at adviser.royallondon.com

Finding the solution on Defaqto Engage

Royal London
Pension Portfolio
(with Income Release)

Defaqto Engage is Defaqto’s ‘end-to-end’ financial planning software that
supports your research and advice process and crucially enables you to
evidence-base it.
If you are not already a user you can try Engage for free. If you are an existing user who wants to
understand how to get more from the software, there are lots of online tutorials plus a dedicated team
available during office hours to help you gain the most from the software.
Defaqto Engage users can research the Royal London Pension Portfolio (with Income Release) through
either the personal pension or SIPP research workflows.

Defaqto Engage – Personal Pension Research
•
•

Royal London Pension Portfolio – Core Investments
Royal London Pension Portfolio – Self Investments

Defaqto Engage – SIPP Research
•

Royal London Pension Portfolio – Self Investments

Engage users can research the GRIPs through the following workflows:
•

Generic research

•

Pension switching

In addition, later in 2020 Engage users will also be able to research them through a new income
drawdown workflow.
57

S2. Suitability
Over the following pages we consider three key facts to help form an
overall assessment.
1.

Financial strength of the provider

2.

Support for advisers and paraplanners

3.

Suitability of the solution for your target client

Financial strength of the provider
All good due diligence processes assess the stability and strength of the institution providing the
drawdown solution. Our experience is that AKG financial strength ratings tend to be the most
commonly used benchmark for this. AKG is an independent organisation specialising in the provision
of ratings to the financial services industry.
AKG rate providers using the following scale and we have highlighted Royal London’s position on it.
Royal London’s AKG financial strength of B+ compares well in the market.
Indeed, according to the Defaqto database (27 July 2020) 45% of personal
pension schemes had a provider with a lower rating. More detailed facts
about how Royal London’s finances, including how they are weathering
the COVID-19 storm can be found at adviser.royallondon.com/financialstrength
Clients often engage better with providers when they are presented with
tangible information and benefits about them. When we look at Royal
London, we have identified some key facts that you can share with your
clients to help them understand the provider and the benefits created by its
mutual status.

A

Superior

B+

Very strong

B

Strong

B−

Satisfactory

C

Weak

D

Very weak

Key facts
•

Royal London is the UK's largest mutual life, pensions and investment company

•

They first opened in 1861

•

As a mutual, Royal London aims to share its profits with its members and customers, they last did
this on 1 April 2020 resulting in:
»

£140m* shared with members and customers

»

1.8m members and customers awarded ProfitShare

»

0.15% boost to customers unit-linked pension savings

*This is based on year end 2019 and includes awards made to with profits customers. These
customers received a 1.2% enhancement in 2020.
•

They also use their profits to improve products and services. Recent examples include a new
financial planning tool for advisers and enhancements to their mobile app.

More detailed facts can be found on the Royal London website, adviser.royallondon.com
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S2. S
 upport for advisers
and paraplanners
The Royal London website adviser.royallondon.com is very
comprehensive and is split into four easy themes to help navigate
the various sections.
Pensions

Protection

Investments

Technical Central

Planning for retirement

Cover where it matters

Making your life easier

Information and
guidance

There is a lot of comprehensive support and guidance on this website which we are sure you will find
beneficial. Headline functionality includes the following pension tools:
Financial planning tool
Let’s you create a financial plan that gives your clients a full picture of their different sources of income and how their
spending needs could change over time. The tool uses economic forecasts in the form of a stochastic modelling ‘engine’,
provided by Moody’s Analytics. This allows each client’s financial plan to be stress tested by looking at 1,000 different
potential ways the economy and financial markets could perform. This modelling can include adverse scenarios such as
the COVID-19 related market falls and economic slowdown and the economic slowdown experienced
Client review service
Use as part of your regular review process to show
clients how their plan is doing and what their future
looks like

Drawdown governance service
Helps you monitor the income your drawdown clients
are taking and see when things are heading off track

Risk profiling tool (including capacity for loss)
Gives you an idea of your client’s risk attitude and
hence which investments might suit their needs

New business tracker
Let’s you track the progress of your individual pensions
business in real time

We particularly like the COVID-19 support section, which in essence splits into two sections:

Client orientated
Information, ideas and content you can share with your
clients. The section on managing finances in challenging
times is particularly useful in our COVID-19 world and
goes well beyond what you would expect from a pension
provider. It includes:
•
How to save money on bills
•
What COVID-19 means for savings and investments
•
Scams – how to spot and avoid them
•
Help if struggling to pay bills
•
Managing personal money during difficult times
•
Protecting the nation’s finances

Adviser and paraplanner orientated
There is a lot here to help advisers and paraplanners work
smarter. Subjects covered include:
•
A CPD hub (well worth a visit)
•
Hints and tips on working from home
•
How to build a sustainable business model while
working from home
•
Online pension tools to create reports and have
remote conversations with clients
•
Managing finances in challenging times
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Drawdown governance service
This is a service, provided at no extra cost, designed to help you monitor the sustainability of your
client’s income and see when things are heading off track.
Every quarter it calculates a new income sustainability score for your clients, based on different
income paths under the 1,000 different economic/financial market scenarios referred to under
‘financial planning tool’ above. As with the financial planning tool, this is powered by the stochastic
model from Moody’s Analytics, with adverse market conditions being taken into consideration. In
addition, it:
•

proactively tracks each of your clients’ progress against their score every quarter and highlights
any changes to you

•

provides the information you need to review your drawdown clients quickly and easily

•

produces client reports

Income sustainability guidance page
One of the key advice conversations is how to sustain the client’s desired level of income in retirement.
This page of the Royal London website helps you identify and consider the key factors in every income
drawdown advice solution you recommend. There are also some case studies on their website you
can use with your clients.
In particular, it contains ‘heat maps’ upon which the Royal London income sustainability scores are
based. GRIP 3 is used in the example.
Royal London income sustainability scores

Income % (per year)

Term
(years)

2%

2.5%

3.0%

3.5%

4.0%

4.5%

5.0%

5.5%

6.0%

15

100%

100%

100%

100%

100%

100%

98%

92%

80%

20

100%

100%

100%

100%

96%

86%

69%

46%

24%

25

100%

100%

99%

92%

78%

55%

29%

14%

5%

30

100%

99%

93%

77%

55%

28%

13%

5%

1%

35

100%

96%

84%

60%

33%

16%

7%

2%

0%

Source: Royal London, 8 June 2020
All values calculated as at May 2020, using a 1% AMC. They are updated quarterly; the next update is due in August 2020.

The key for what the different colours mean in terms of sustainability – the client’s chance of
maintaining their chosen level of income – based on Royal London’s views is:

Royal London income sustainability scores
Sustainability

<50%

50 – 74%

75 – 84%

85%+

Not sustainable

Moderately
sustainable

Reasonably
sustainable

Highly
sustainable

So, for example, Royal London’s current view is that taking an income of 3.5% is highly sustainable,
based on this income being taken for 25 years (and assuming that the client is invested in GRIP3 and
a 1% annual management charge (AMC) applies). It should be emphasised, however, that adviser and
possibly other charges may need to be factored in so as to give the client a truer picture.
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As mentioned above, the assumptions used are updated every quarter to make sure the client’s
income sustainability score always reflects the latest market conditions. For example, following the
COVID-19 spread and government lockdowns, expected returns across most asset classes have fallen
as the global growth outlook has declined. Equity volatility has increased while conventional bond
volatility is slightly lower.

S2. S
 uitability solution for
your target client
Target market description for the Royal London Pension Portfolio and
the Royal London Governed Retirement Income Portfolios (GRIPs).
Provider

Royal London

Royal London

Product and investment proposition

Pension Portfolio with Income Release

GRIPs

Provider’s target market description

This is an insured personal pension plan
that allows investors to save for their
retirement tax efficiently, consolidate
their existing pensions or flexibly take
their retirement savings, normally from
age 55.

GRIPs are insured pension portfolios
that allow investors to save for their
retirement tax efficiently, consolidate
their existing pension savings or flexibly
take their retirement savings, normally
from age 55.

It offers an extensive range of investment
options of funds, portfolios and lifestyle
strategies.

Target client

Target client

Professional

3
x

3
x

Eligible counterparty

x

x

Client type
Retail

Client’s knowledge and experience

Knowledge

Experience

Knowledge

Experience

3
3
3

3
3
3

3
3
3

3
3
3

Capital

Income

Capital

Income

No loss

x

x

x

x

Limited loss

3
3
x

3
3

3
3
x

3
3

Basic
Informed
Advanced
Client’s ability to bear losses

Full loss
More than 100% loss
Client’s objectives and needs
Capital preservation
Income preservation
Capital growth
Income growth
Specific term
Open-ended term
Distribution channels
Execution only/non-advised
Execution post assessment test/guided
Advised individuals
Discretionary management clients

Target

Target

3
3
3
3
x

3
3
3
3
x

5+ years

5+ years

Retail client

Retail client

x
x

x
x

3
3

3
3
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S2. R
 etirement options
Royal London also has a ‘Retirement Options Team’ that is available
to provide information to pension holders so they can understand
their retirement options. The team can also action their instructions.
Critically the team highlights the importance of the Pensions Wise guidance
service and independent financial advice, ie the need to speak to you.
Royal London also provide a mobile app for pension holders to gain up to
date information on their retirement solution. A great solution for those
clients who like their technology, who like to be hands on and/or just
simply want peace of mind from time to time about how much tax-free
cash and income they’ve taken and how long their money is likely to last.
As this guide is written on the basis of producing income from pension
savings, we have also reported on the support provided to those clients
taking income.

Royal London has some
attractive service standards,
for example aiming to pay
tax-free cash (PCLS) into
the client’s bank account
within 5 working days

Considering the five existing retirement options, we can see that Royal London facilitates them all:
Cashing out

3

Annuity guidance

3

Capped drawdown

3

FAD

3

UFPLS

3

Considering Investment Pathways, we understand Royal London plans to have everything in
place by the industry launch date of February 2021.
Option 1

I have no plans to touch my money in the next 5 years

3

Option 2

I plan to use my money to set up a guaranteed income (annuity) within the next 5 years

3

Option 3

I plan to start taking my money as a long-term income within the next 5 years

3

Option 4

I plan to take out all my money within the next 5 years

3

Death benefits
If your clients would like to leave money behind for loved ones when they die, then the Royal London
Beneficiary Income Release option is worth noting. Clients have the flexibility to pass on their pension
savings to anyone they choose and can continue passing it down through the generations until the
money runs out.
The Royal London has produced a useful guide you can use with your clients. It is entitled ‘Passing on
your pension - a guide to death benefits after taking your pension’. This can be downloaded from the
Royal London website adviser.royallondon.com
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S2. I nvestment options
Target lifestyle strategies
For the lead-up to retirement, Royal London offers a range of lifestyle strategies that move gradually from
higher-risk to lower-risk investments as the client’s expected retirement age gets closer. Each strategy
gradually moves the client’s savings from higher to lower-risk portfolios from Royal London’s range of
Governed Portfolios.
There are three different strategies:
•

Targeting annuity

•

Targeting cash

•

Targeting drawdown

Each of these strategies has three different options of management style: Royal London in-house lowcost active, external tracker and external active.
There are also five options for different levels of client risk:

Cautious

Moderately
Cautious

Balanced

Moderately
Adventurous

Adventurous

Thus each strategy has a ‘matrix’ of different options. Each of these different options will involve
moving through three different Royal London Governed Portfolios as the client’s expected retirement
age draws closer.

GRIPs – Governed Retirement Income Portfolios
When clients reach the point of wishing to use drawdown to provide a sustainable income Royal
London offers five Governed Retirement Income Portfolios (GRIPs). These are designed to help the
client achieve a sustainable drawdown income in retirement.
The GRIPs vary by level of risk (see later for where they sit on Defaqto’s risk scale), enabling the client
to be invested in the one corresponding most closely to their attitude to risk and capacity for loss. As
a result, the portfolio's expected return (of which income is a part) and asset allocation will also vary
across the range, with return and income generally increasing with the risk taken.
The portfolios are highly diversified, investing in the following asset classes:
•

Fixed income – gilts, index-linked gilts, corporate bonds, UK and global high yield bonds,
and cash

•

Equities – all of the main equity markets/regions

•

‘Alternative’ assets – property, commodities and absolute return

The relative weightings will vary, with the higher risk portfolios holding more equities and less fixed
income. The asset allocation is shown for GRIP 3, the middle portfolio in terms of risk, in Chart 15.
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Chart 15: Asset allocation for GRIP 3
Cash

9.2%

Index Linked Gilts
Gilts

10.3%
9.2%

Corporate Bonds

11.1%

High Yield

14.9%

Absolute Return

2.9%

Commodities

3.5%

Property

7.3%

UK Equity

14.6%

Europe ex-UK Equity

1.8%

US Equity

8.5%

Asia Pacific Equity

1.9%

Global Equity

3.2%

Emerging Markets Equity

1.8%

Source: Royal London, 30 April 2020

One of the main aims of the GRIPs is to avoid the sequence risk (or sequence of returns risk) described
in Section 1 and the damaging effects it can have. This in turn will help clients to achieve a more
sustainable income in their retirement. The GRIPs achieve this in the following ways:
•

They are highly diversified, investing across both different asset classes and parts of the world.
Portfolios are normally less volatile with greater diversification.

•

Royal London focuses on downside risk metrics, in particular maximum 1-year loss and income
sustainability – metrics appropriate for decumulation clients.

•

Royal London looks at the portfolios under 1,000 different potential economic and investment
scenarios and optimises the portfolios to maximise customer outcomes based on all these
scenarios.

•

Maximum 1-year loss at the 5th percentile, representing the impact of an adverse market event
which is statistically expected to occur 1 in 20 times, is targeted and monitored on a quarterly
basis (see Table 4).

•

The GRIPs are also designed to maximise income sustainability across the range of income paths
under the above scenarios, with a focus on a real income of 2.25%. As with the maximum 1-year
loss, this is reviewed for each GRIP every quarter.

•

Therefore, if a client retires after a poor sequence of investment returns, it is highly likely that this
eventuality will have already been planned for in the optimisation.

Table 4: Maximum 1-year losses for the GRIP funds - target and actual

Real income to 90 (from age 65) – Max. 1-year loss at 5th percentile of real return
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GRIP 1

GRIP 2

GRIP 3

GRIP 4

GRIP 5

Actual

-10.5%

-11.8%

-13.0%

-15.5%

-17.4%

Target (+/- 10)

-10.0%

-11.0%

-13.0%

-15.0%

-17.0%

Upper bound

-11.0%

-12.1%

-14.3%

-16.5%

-18.7%

Lower bound

-9.0%

-9.9%

-11.7%

-13.5%

-15.3%

Source: Royal London

Other notable features of the portfolios include:
•

They were launched in August 2012 and are managed by Royal London Asset Management. In
addition, the GRIPs are monitored by Royal London’s Investment Advisory Committee, which is
headed by an independent chairperson.

•

They contain investments in equities and other ‘growth’ asset classes, with the proportion of these
increasing through the range. Therefore, as well as being highly diversified, some market upside will
also be captured. Even the lowest risk portfolio, GRIP 1, aims to deliver growth above inflation.

•

There is the option to replace the default equity fund, the RLP Global Managed Fund, with an
alternative equity fund or funds from a selection of fund managers available within Royal London’s
range.

•

They come with ongoing governance, which means that Royal London’s investment team checks
them regularly. They aim to maintain the best mix of assets and hence return in line with the
portfolio’s risk category and make sure it is performing in line with its overall objectives.

•

They are rebalanced monthly so as to avoid any meaningful drifts in the asset mix and hence
suitability of the portfolio.

•

Royal London asks their asset managers to consider Environmental, Social and Governance (ESG)
factors when investing, in order to help manage risk and generate better long-term returns.

•

The financial planning tool and drawdown governance service discussed in the ‘Support for
advisers and paraplanners’ section is fully integrated with the GRIPs.

•

The total expense ratio (TER) for each portfolio is 1.0%; however, rebates of between 0.1% and
0.65% can result in an effective charge of between 0.9% and 0.35%. Transaction costs across the
GRIPs vary from −0.220% to +0.037%, according to 2019 data from Royal London.
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S2. D
 efaqto ratings
Royal London Pension Portfolio
Defaqto Star Ratings are based on facts, not opinion.

Defaqto ‘Expert’
Star Rating

A 5 Star rated product provides one of the highest quality offerings in
the market.

Royal London
Pension Portfolio

Personal
Pension

Finding the right financial product can be challenging. It can also be
difficult to understand the details and the differences between them,
in amongst all the jargon and small print used in the documents and policies. Defaqto experts have done
all the hard work for you by analysing policies, terms and conditions and then rating them on a scale of 1
to 5 based on the quality and comprehensiveness of the features and benefits they provide.

Royal London Governed Retirement Income Portfolios (GRIPs)
Defaqto Risk Ratings allow advisers to assess multi-asset funds and portfolios in terms of their
risk and hence suitability for each client. Each rating corresponds to a Defaqto Risk Profile.
These ratings are reached by:
•

Looking at the fund’s past volatility (standard deviation) of returns over 1, 3, 5 and 10 years

•

Looking at the fund’s projected volatility using its asset allocation and assumptions for the future
returns, volatilities and co-movements of the asset classes it holds

•

Discussing these numbers with the manager of the fund

The perceived risk of each fund or portfolio is mapped onto a scale of volatility bands, where 10 is the
most risky and 1 is the least risky, to give the fund its Defaqto Risk Rating (see Chart 16).
Chart 16: Location of GRIPs on Defaqto’s risk scale
10
9
8
7
Defaqto Risk
Rating

6
5
4
3
2
1
GRIP 1
Source: Defaqto
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GRIP 2

GRIP 3

GRIP 4

GRIP 5

Drawdown

S2. S
 ummary of assessment
Key facts identified
Financial strength
of the provider

Highlights ascertained about Royal London:
•

Holds an AKG financial strength rating of B+ (very strong)

•

UK's largest mutual life, pensions and investment company

•

Aims to share profits with customers

Support for advisers
The Royal London adviser website is very comprehensive. It is full of guidance and support tools and services for
and paraplanners
advisers and their clients.

adviser.royallondon.com
Highlights include:

Suitability of
solution for your
target client

•

Access to all five methods of accessing pension saving

•

Access to the full range of Investment Pathways (expected soon)

•

A drawdown governance service that calculates the client’s income sustainability and highlights when things
go off track. Powered by Moody’s Analytics using stochastic modelling with adverse investment market
scenarios taken onto account

•

COVID-19 support for advisers to use with their clients and for advisers to use within their business

Royal London Pension Portfolio (with Income Release):
•

Designed for retail advised clients

•

Facilitates all of the five key retirement options

•

Defaqto 5 Star Rated personal pension

•

Defaqto 5 Star Rated for drawdown

Royal London Governed Retirement Income Portfolios (GRIPs):
•

Five portfolios covering the risk range within which most clients taking income will sit

•

Aim to provide a sustainable level of income through the client’s retirement and reduce sequence risk by
being highly diversified as well as providing an optimisation process which considers adverse investment
scenarios

•

Aim to deliver growth above inflation in order to support regular income withdrawals

•

Have a track-record of nearly eight years

•

Fully integrated with Royal London’s financial planning tool and drawdown governance service

•

Defaqto risk rated to help evidence suitability and aid selection
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Send us your feedback
Your feedback is extremely important to us and we would be grateful if, after
completing this publication, you would take a few minutes to complete a short survey.
Your answers will be treated in the strictest confidence and the results of this will help
the development of future publications.
The survey can be accessed at:
https://www.snapsurveys.com/wh/s.asp?k=144610976149
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About Defaqto
Defaqto is an independent financial information business, helping
financial institutions and consumers make better informed
decisions.
Our experts research, collect and continuously assess over 43,000 financial products. Our process is
extremely robust and is driven by over 60 specialist analysts who have unparalleled knowledge of
financial products, services and funds in the market. Our independent fund and product information
helps banks, insurers and fund managers with designing and promoting their propositions.

Defaqto Ratings
Defaqto Star Ratings are the most trusted expert assessment of products in the
market. Products can receive a Rating of 1 to 5, depending on the quality and
comprehensiveness of the features it offers. A 1 Star Rating indicates a basic product,
while a 5 Star Rating indicates one of the highest quality products in the market. Star
Ratings provide consumers, advisers and brokers with an accurate benchmark so that
they can see at a glance how products and policies in the market compare.
A Diamond Rating reflects the performance of a managed fund or fund family. Funds
or fund families can receive a Rating of 1 to 5 based on a detailed and well-structured
scoring process, allowing advisers and other intermediaries – and their clients – to see
instantly where they sit in the market in terms of fund performance and competitiveness
in areas such as fees, scale, access and manager longevity. A 5 Diamond Rating indicates
it is one of the best quality funds available in the market.
Service Ratings provide advisers with a simple and unbiased assessment of provider
service. Based on advisers’ perceptions of the service they receive, providers are rated
Gold, Silver, Bronze.
Risk Ratings use the projected volatility of a fund using asset allocation and historic
volatility, based on observed standard deviations, to map a fund to a Defaqto Risk
Profile. Risk Profile 10 indicates highest risk and Risk Profile 1 represents lowest risk.
Income Risk Ratings are unique to the market, comparing fund objectives, asset
allocations, income and capital volatilities, and maximum drawdown. The Ratings are
mapped to four Income Risk Profiles based on the income required and the level of risk.
They are: capital preservation, low income volatility, medium income volatility, high
income volatility.
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Defaqto Engage and
Engage Core
Defaqto Engage is our end-to-end financial planning
software solution enabling advisers to manage their
financial planning process all in one place.
Engage Core, the latest version of Defaqto Engage, combines
risk profiling, three-way fund, platform and product research
and suitability letters templates into one easy-to-use tool. Visit
defaqto.com/advisers/engage to learn more.
The Service Ratings and satisfaction results by category are
available within Engage. Advisers can use the Service Rating
and the individual category satisfaction scores (for example,
new business servicing, existing business administration, online
servicing) during the research process as one of a number of
selection criteria. They can also be added to comparison tables.
Advisers should note that not all providers are rated; to qualify
for a Service Rating, providers must receive a minimum number
of responses from advisers. So, using any service results in the
filtering process may exclude providers offering potentially
suitable client solutions from the research output.
We really couldn’t create the Service Ratings without advisers –
they are different from our Star and Diamond Ratings, which are
created by our experts and based on facts, not opinions.
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EXPERTLY
ASSEMBLED
Income drawdown from Royal London

From carefully crafted investments, to flexible retirement options,
we’ve created a drawdown package that offers flexibility and value for
money for you and your clients.
Find out more at adviser.royallondon.com/drawdown
The Royal London Mutual Insurance Society Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority. The firm is on the Financial Services Register, registration number 117672. It provides life assurance and pensions. Registered
in England and Wales, company number 99064. Registered office: 55 Gracechurch Street, London, EC3V 0RL. Royal London Marketing Limited is authorised and
regulated by the Financial Conduct Authority and introduces Royal London’s customers to other insurance companies. The firm is on the Financial Services Register,
registration number 302391. Registered in England and Wales company number 4414137. Registered office: 55 Gracechurch Street, London, EC3V 0RL.
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