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Sustainability of income procedures
Exception
These procedures do not apply to clients whose fixed, guaranteed, inflation adjusted income covers their costs of living needs. 

Description of the procedure to be carried out
To follow the process below to ensure that clients’ income needs when drawing capital down from assets are sustainable. 
Note that these procedures exclude a consideration of defined benefit pension transfers, which is considered separately. 
Individuals who are required to carry out this procedure

All advisers

Individuals responsible for ensuring that this procedure is carried out
SMF16 and advisers supervisors.
Circumstances under which procedure must be carried out
Whenever clients begin to draw a regular income from their invested assets. This could be ad hoc, but regular; routine and regular. Withdrawal frequency could be at any interval but there should be a repetitive pattern, although amounts needn’t be the same.
Assessment should repeat at annual review. 

The routine factors we take into consideration assessing income sustainability are.
1. Financial objectives

The first and key consideration is determining the investor’s primary (and then any subsequent) financial objective(s). By this we mean 

· The amount of income needed to sustain required living standard:

· The amount of capital to be spent over the short term (5 years):

· The amount of capital reserved for care home costs:

· The amount of capital to be distributed to heirs.

This is fundamental to the process.
2. Capacity for loss
This refers to the extent to which investors can ‘afford’ to lose investment capital without it having a significant and sustained negative impact on their ability to maintain their standard of living.
Our view is that it is this analysis that drives the setting of the appropriate investment portfolio asset allocation. 
We carry out this analysis, we don’t leave it to the client.

3. Sources of income
We look to clients’ abilities to meet their income needs using natural income from pensions, interest, dividends and capital. 

4. Investment strategy
To determine our investment strategy we have the key objective of minimising the risk of clients not being able to support their cost of living requirements. This is established by the capacity for loss (see 2 above). We will invariably to seek an invest to create the best chance of meeting clients income needs, with some headroom to take account of inflation and bear market runs.  
5. Attitude to risk
An investor’s attitude to risk is clearly a subjective factor and is based on the investor’s perception of what degree of investment risk they are willing to accept.
We assess risk procedures separately. For this procedure we assume an attitude to investment risk has been established separately.

When assessing sustainability of income, we test the outcomes of our capacity for loss investment strategy against the clients’ attitude to risk to assess the clients’ emotional tolerance to the investment strategy recommended. Where there is discrepancy we will discuss the consequences with the client and revise the outcome, where this is agreed.
6. Sustainability of income analysis
We anticipate three likely outcomes, as follows:

1. Income streams are sufficient to support cost of living needs with significant headroom – this generates a high capacity for loss and clients can invest as per their attitude to risk “sweet-spot”, although clearly, there will be no need to take anything other than inflation compensating risk.

2. Income streams are sufficient to support cost of living needs with marginal headroom – this generates a low capacity for loss and clients should invest defensively to protect their income needs – this requirement would generally over-ride any attitude to risk preference;

3. Income streams are insufficient to support cost of living needs – this generates a very low capacity for loss and clients either need to adjust their cost of living expectations, (in which case we will look to invest defensively as per the previous scenario), or we would need to invest aggressively to try to make up any shortfall. We would only do that if the client agrees to an aggressive strategy following in depth discussions with us.
7. Cash flow modelling
We believe that assessing income sustainability is best dealt with through catastrophe based cash flow modelling. 

8. Annuities
When income is drawn down from pension assets, we will always make clients aware of the option to secure an income stream through an annuity, giving representative examples. Options. Depending on circumstances include
· Temporary annuities 

· Single Joint annuities 

· Level / escalating annuities 

· Survivor annuity levels

9. Annual reviews
We re-examine clients’ income sustainability using the above methodology

· Whenever we meet up with them for a review
· Whenever they make unscheduled capital withdrawals / contributions

Annual reviews assess the sustainability of income in the following circumstances

· Viability of the withdrawal of capital as opposed to an annuity

· Viability of capital given a market catastrophe

· Immediate death of the main income generator 
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