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P ension saving in 
Britain could be 
about to undergo 
a revolution even 
greater than the 
one ordered by 
Chancellor
George Osborne 
two years ago.

His sweeping pension freedoms, 
introduced last year, made it possible 
for anyone to withdraw hard-earned 
savings at will, when previously 
some were compelled to buy a fixed 
income through an annuity.

That announcement came out 
of the blue. But for this Budget – on 
16 March – the anticipation is 
palpable that more seismic change 
might be around the corner, because 
Mr Osborne has promised as much.

In the summer Budget last July, 
he said a consultation would be 

Last year’s shake-up was just the opening 
salvo – the Budget may seriously hit your 
retirement wealth, says Andrew Oxlade

Pensions 
revolution: 
what will 
come next?

undertaken on whether wholesale 
changes to the pension system were 
needed, citing concerns about the 
fairness of handing out billions in tax 
relief largely to better-off savers.

Rarely has there been a Budget that 
threatens to alter so drastically the 
future retirement wealth of Britons.

Tom McPhail, head of retirement 
policy at Hargreaves Lansdown, said: 
“Whether it is the rate of relief, the 
amount which can be saved or both, I 
will be amazed if the day after the 
Budget, higher earners can still enjoy 
all the tax breaks on pensions available 
to them today.”

Three options are seen as front-
runners, with the most radical of these 
a move to so-called pension-Isas. 
Today’s pensions, which are untaxed 
on the way in but taxed on the way out 

SA
RA

H
 JO

NE
S

P E N S I O N S  D O C T O R
D I V I D E N D  T A X
S A V I N G S  R A T E S
A S K  A N  E X P E R T
C O M M E N T

Continued on page 2

B U D G E T  P R E D I C T I O N S

Pensions & Isas
Special Report
Eight pages of help and advice on 
investing, saving and making the 
most of the new pension freedoms

* * *

* * ** * *

* * *



Shifting markets will force yet more cuts 
in interest, says James Connington

Rates wobble is 
a blow for savers

F or savers, times are 
bleak. The very best 
easy-access accounts pay 
around 1.5pc, and to get 
a fixed-bond rate over 
3pc requires committing 

cash for five years.
In January, Moneyfacts recorded 

139 rate cuts to 21 rises, and in 
February so far there have been 169 
rate cuts to just 11 rate rises. With the 
property market booming and the 
Bank Rate remaining at a record low, 
the UK is now a borrower’s market.

Rachel Springall of Moneyfacts 
said: “The impact of lending initiatives 
introduced by the Government in 
recent years, such as Funding for 
Lending, means that there is a 
general lack of competition in the 
market for cash. It’s a gamble to know 
when rates will eventually start to 
rise but the general consensus is 
that savers should prepare for 
low returns in cash investments for 
some time to come.”

One indicator that things are set to 
get worse before they get better is 
the decline in wholesale interest 
rates (swap rates), at which banks 
lend to each other. Essentially banks 
use swap loans to balance their 

mortgage book against their 
obligations to savers. As they get more 
confident and lend at lower rates, they 
are unable or have no need to offer 
high savings rates.

These swap rates, which are also 
heavily influenced by forecasts for 
rates, have declined sharply since the 
start of 2016 (see chart). This is great 
news for homebuyers who benefit 
from nearly record low mortgage 
rates, but bad news for savers.

Nevertheless it is still very much 
possible to generate returns of double 
or even triple the rate of an easy-access 
account by thinking outside the box. 

High-interest current accounts 
and regular savers
For those who want to steer clear of 
taking risk, high-interest current 
accounts and regular savers currently 
pay rates of 5pc or more. However as 
Susan Hannums of Savings Champion 
explained: “In today’s market you may 
need to jump through some hoops to 
access the very best rates.”

Nationwide’s Flexdirect account 
pays 5pc on balances of up to £2,500 
for 12 months, as long as £1,000 a 
month is paid into the account. It also 
provides access to a linked regular 

saver, paying 5pc and allowing 
deposits of up to £500 per month. For 
those with higher balances (around 
£8,000 or more) Santander’s 123 
account remains a good option despite 
the £5 monthly fee. 

It pays 3pc on balances between 
£3,000 and £20,000 as long as £500 
is paid in monthly and there are two 
active direct debits. The account also 
pays up to 3pc cashback on household 
bills, enabling customers to leverage 
a greater return. 

TSB, Lloyds, M&S Bank and First 
Direct are among those offering 
high-interest current accounts 
as well as regular savers. 

Ms Hannums points out that 
providers are in a “desperate fight 
for current account business [so] these 
are accounts that look likely to stay 
competitive for some time”. 

The April advent of the personal 
savings allowance will make these 
an even more attractive option, by 
removing the need for most savers 
to pay tax on their interest earnings. 

Fixed-rate bonds
Longer-term fixed-rate bonds are 
another option, with the best five-year 
offerings paying around 3pc. Savers 
might be reluctant to lock in now and 
miss out on potential future rate rises, 
but should consider that guaranteed 
returns over the long term should 
form at least part of a savings portfolio. 

Ms Hannums said: “Savers with 

larger balances may be wise to split 
money between high interest-paying 
current accounts, fixed-rate bonds and 
accessible accounts that can take 
advantage of future changes in rates.” 

Peer-to-peer lending
Andrew Hagger, of MoneyComms, 
advises steering clear of stocks and 

if a platform failed. Some providers, 
such as Ratesetter and Zopa, offer 
contingency funds to cover losses in 
case some borrowers fail to repay. 
These by no means cover all 
outstanding loans, with the average 
default rate being used to calculate 
the size of coverage. 

It has yet to be seen how well 
peer-to-peer lenders fare in the 
long term, and it would be wise to 
commit only a fraction of savings.

Isas
Cash Isas remain an option to 
consider too, although not for the 
immediate benefits. Rates-wise, 
especially with the introduction 
of the personal savings allowance 
(see page 6), they can’t compete. 

However, they do provide 
long-term tax protection which 
could be useful down the road if the 
money is switched to equities, 
enabling a portfolio to grow free 
of capital gains tax or be used to 
generate a tax-free income.

shares “unless you intend to invest for 
the long term”, instead suggesting 
peer-to-peer lending (P2P) as an 
option to consider. 

Mr Hagger said: “P2P sits between 
cash savings and stock-market 
investing. It’s not 100pc safe as cash is, 
but is not as volatile as stock markets, 
and potential returns are attractive.

“The main players in the market 
offer returns of between 3pc and 6pc 
on the back of loans provided to 
personal customers and small 
businesses. You may find examples 
of 9pc-plus rates from some providers 
– but be wary, as a higher rate is an 
indication that the loans made by such 
providers are higher risk.”

Additionally Innovative Finance Isas 
are to be launched in April – delays 
permitting – which will be providing
a tax-free wrapper for P2P investment.

P2P investments are not covered by 
the Financial Services Compensation 
Scheme, unlike bank deposits and 
fund investments, so it is unknown 
how much money would be recovered 

Walk the line: 
Securing a good 
return is difficult

Swap rate chart 
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(apart from a 25pc tax-free lump 
sum), would be kept but closed to 
new money. A new system would be 
set up more in the spirit of Isas, 
where contributions receive no tax 
breaks but the money will eventually 
be withdrawn tax free.

The appeal to the Treasury is a 
huge saving on the tax-relief bill 
today, with the cost handed to 
governments of the future.

The main reason not to do this 
would be the complication that 
would follow. A two-pots pension 

Pension plans gather speed 
system would create headaches for 
companies to operate and for 
individuals to understand and plan 
their finances around. 

The other reason would be the 
blow to confidence in retirement 
savings, a point made by former 
pensions minister Steve Webb, 
writing on page 6. The other option is 
to keep the existing structure but 
remove the tax relief that is so 
beneficial to higher-rate taxpayers, as 
we explain in the story on page 3.

It is expected that a flat rate of relief 
might replace the current rates – so 
that basic-rate taxpayers would 

‘A two-pots system 
would create a 
lot of headaches’

receive more and higher-rate 
taxpayers would have less. 

The savings industry has lobbied 
the Treasury that if a flat rate is 
necessary, it should be 33pc. This 
could then be marketed to savers as 
“buy two get one free” because every 
£2 invested would be topped up by £1. 
However, it would save no money for 
the Treasury. It might, instead, opt for 
a 25pc rate that would offer substantial 
savings to the public purse. 

Critics point out that tax relief on 
higher rates may be costly but the 
principle is fair, because without it, 
savers would effectively be taxed twice 
on their pension money, when they 
invest and when they withdraw. 

We will report on all the major 
personal finance issues on Budget day 
at telegraph.co.uk/money followed by 

further analysis in Your Money. For 
now, these are the issues to listen for 
as the Chancellor makes his speech.

Points to watch
� The lifetime allowance, the total 
each person can hold in a pension 
without facing penalties, was once 
£1.8m but it will fall to £1m in April 
(more explained on page 6). 

A further cut could be announced. 
Treasury officials have been reported 
as considering an eventual £750,000 
limit. This would provide a guaranteed 
income of just £19,450 a year, based on 
a man aged 65 taking 25pc tax-free and 
buying an index-linked annuity with 
the rest. The Government may deem 
this to be a liveable amount for most 
pensioners, when put together with 
the state pension.
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expect low returns for 
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� The annual allowance on pension 
contributions may also be changed, 
depending on the wider proposals. 
This limit, once as high as £255,000, 
was reduced from £50,000 to 
£40,000 in 2014. Experts have 
suggested a cut to £25,000.
� Increasing the personal 
allowance, the amount you can earn 
before income tax kicks in, has been 
a favourite Budget sweetener for Mr 
Osborne for many years. From 
£10,600 this year, it will rise to 
£11,000 next year and £11,200 in 
2017/18. The higher rate threshold 
will be £43,000 next year, then 
£43,600. More tinkering could be 
announced.
� Expect more detail on how the 
main residence allowance on
inheritance tax will work from 2017.
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 I nvestors’ most generous tax 
break – tax relief on pension 
contributions, which gives 
a one-off boost to pension 
savings worth up to 82pc – 
could be curtailed, or even 
scrapped, within a fortnight.

Pension tax relief is highly 
valuable, and for decades 

middle and higher earners have 
benefited in particular. In essence 
(see box below), the current system 
gives back income tax on any pension 
contributions. So if you’re a basic-
rate taxpayer (paying income tax at 
20pc), your savings get a one-off uplift 
of 20pc. For 40pc and 45pc taxpayers, 
the uplifts are proportionately larger.

These hugely attractive tax perks 
are now in jeopardy. It has already 
been decided that from 6 April the 
ability of additional-rate taxpayers 
(those in the 45pc bracket) to claim 
tax relief will be sharply restricted. 
But middle to higher earners, who 
pay 40pc tax, are now in Chancellor 
George Osborne’s firing line as well. 

In a review of the entire pension 
tax regime, announced last year, 
Mr Osborne indicated that tax relief 
on pensions savings may be watered 
down – or even abolished. This 
would see us moving from a system 
where there are attractive tax perks 
on money paid into savings plans, 
to one where there were fewer or 
no upfront tax breaks, but instead 
possible tax breaks for money later 
drawn out as a retirement income.

Any such change is likely to be 
outlined in the Budget on 16 March – 
just two weeks away. This drastic 
change would align pensions more 
with Isas and require millions to 
rethink their lifelong investment 
strategies. But for now, the immediate 
question facing all investors, 
especially those paying 40pc income 
tax, is whether they should pay more 
into their pension ahead of 16 March 
to capture the tax boost while it exists. 

Thousands of other savers are 
already doing this. As Telegraph 
Money reported last weekend, 
pension providers are seeing a surge 
of investment, with a fear of the 
disappearance of the tax breaks the 
likeliest motive. Attractive stock 
market valuations, following recent 
falls, are the icing on the cake.

The value of the tax breaks – 
while we’ve got them
The tables, right, show how much the 
tax relief boosts initial contributions 
to pensions. To end up with £10,000, 
for example, a higher-rate taxpayer 
need pay just £6,000. The tax relief 
at 40pc makes up the rest. That works 
out as an enhancement of 67pc – not 
a bad immediate return, especially as 
it involves zero risk. An additional-
rate taxpayer pays just £5,500 to 
obtain the same £10,000 benefit.

Pension contributions tax relief 
may come to an end within a 
fortnight, warns Richard Dyson

Two weeks left: how to grab tax relief

Now imagine these enhanced sums 
are invested over many years. A 
£10,000 initial investment with no tax 
relief would grow into a £27,126 pot 
over 20 years at a compounded annual 
return of 5pc. By comparison, a 
£10,000 contribution made by a 
higher-rate taxpayer and attracting 
40pc tax relief would turn into a 
£45,209 pot over the same period, 
given the same investment returns.

Capitalise on the tax relief now 
1 Work pensions
Before contributing to a personal 
pension contact your company scheme, 
if you belong to one. Ask whether it is 

invested personal pension). These are 
available from brokers and platforms 
including Barclays Stockbrokers, 
AJ Bell and the Telegraph’s own 
service, Telegraph Investor.

With these services, you can choose 
your investments, make contributions 
and oversee your portfolio online. 
You can put money into a Sipp even 
where you belong to a work pension 
scheme: the only limit currently 
applying is that savers do not exceed 
the annual maximum contribution of 
£40,000. For any money you pay in, 
your Sipp provider will claim the 
basic-rate tax relief direct from 
HMRC and add it to your account.

Higher-rate and additional-rate 
taxpayers need to claim the further 
20pc and 25pc relief via their annual 
tax returns. So money paid in 
between now and 16 March will need 
to be entered on the tax return for the 
year ending 5 April 2016, for which 
the filing deadline is 31 January 2017.

Playing the tax-relief process 
to maximum effect
The way to play the tax-relief game is 
to invest in your pension while you are 
at a high-earning phase in your career. 
That way you get the maximum tax 
relief on contributions. With luck, 
you can then draw your pension 
either as income or in lump sums 
later, when your income is lower and 
you pay tax at a lower rate. You can 
do this as long as you are over 55.

You would aim to contribute as a 
40pc taxpayer, for instance, and then 
draw on your pot when paying 20pc 
tax. You can also make the most of 
the tax-free element of your pension: 
the 25pc of your pension pot that 
does not attract tax.

Many have pointed out that this 
system favours higher earners, and 
it is a reason we may see the higher 
rates of tax relief abolished. But those 
who defend the current system say 
higher-rate taxpayers are entitled to 
the higher rates of relief as they 
contribute more income tax.

Non-earners can still benefit
Non-earners, whether adults or 
children, can currently benefit from 
basic-rate tax relief on contributions 
to pensions of up to £2,880 per year. 
The taxman adds the basic-rate tax 
relief to this (£720 on the maximum 
annual £2,880), rounding up to a 
gross pension saving of £3,600. 

While the sums are not huge, the 
20pc uplift could benefit older, non-
earning spouses, for instance. They 
could then draw the pension paying, 
hopefully, no tax at all as they did so. 
They thus capture a tidy 20pc return 
at the expense of the taxman, risk-free. 
Wealthy individuals have previously 
used this allowance to invest each 
year on behalf of children.

But even after the pension 
liberalisations introduced in 2014 and 
effective from April 2015, pension 
money cannot be accessed before age 
55 – and likely at a much later age for 
younger generations. Tying up money 
over so many decades, at a time 
when there is so much flux in the tax 
regime, is now less appealing to many.

Your rate of income tax You pay Effective pc boost
Basic-rate (20pc) £8,000 25pc
Higher-rate (40pc) £6,000 67pc
Additional-rate (45pc) £5,500 82pc

Cost of making a £10,000 pension contribution

Initial investment £10,000, growing at 5pc per year compounded

Level of tax relief After 10 years After 20 years
None £16,470 £27,126
Basic rate (20pc) £20,588 £33,908
Higher rate (40pc) £27,449 £45,209
Additional rate (45pc) £29,944 £49,319

What the tax boost adds to investment returns

Peace of mind: Take 
advantage of tax 
relief to maximise 
your pension pot

possible to make further contributions 
within the next fortnight. 

There are two potential advantages: 
first, your employer might match or 
supplement what you pay in; second, 
paying extra into a work pension 
rather than a personal one is generally 
more administratively straightforward, 
especially for higher-rate taxpayers, as 
your employer will take contributions 
from your pre-tax salary, meaning you 
won’t have to complete a tax return to 
claim the higher-rate relief.

2 Private pensions
The cheapest and most flexible form of 
personal pension is called a “Sipp” (self-
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well as the downs, of markets. Others 
will have to be clever to reduce the 
damage done to their capital. Advisers 
recommend at least two years’ 
income should be held in cash. If other 
investments produce enough income, 
or grow enough that some can be 
sold without reducing the overall pot, 
then fine. If not, the cash pot can be 

used so that other assets have a better 
chance of recovering.

The next chunk can be invested in 
assets that produce income and offer 
the possibility of some growth, but 
also protection when markets fall. 
These assets might include bond funds 
or shares in companies with records of 
paying dividends to shareholders. 
These assets will produce income 
naturally, but can also be sold in 
good times if more is needed. 
Equity income funds are designed for 
this purpose and alternative assets 
such as commercial property funds 
would fit this category too.

Laith Khalaf, of the fund broker 
Hargreaves Lansdown, selected the 
Threadneedle UK Equity Income 
fund for the job. “The fund targets 
companies with the capacity to 
produce a high and rising income, 
investing predominantly in the 
big blue chips but with a healthy 
slug of medium and smaller 
companies too.” He said the 
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There’s good news and 
bad news on life 
expectancy. The 
good news is that 
improvements in 
our health mean we 

are surviving longer. Those retiring 
today can look forward to decades of 
life without work. The bad news is 
all those extra years of living have 
to be paid for, and it is  increasingly 
up to us to foot the bill.

The latest jump in life expectancy 
was confirmed last month by Public 
Health England. It said today’s 
65-year-olds can expect to live an 
average 20 years more (21 for women 
and 19 for men). In 1981, the figures 
were 17 for women and 13 for men.

And the state pension is being 
cut back, through rising state 
pension ages, while more generous 
final-salary work pensions are 
disappearing. So the savings and 
investments of individuals will have 
to make up the difference.

Rule changes made a year ago 
mean more of us will pay for our 
retirement like this. Pension 
freedoms let us use the money we 
have saved in a pension and invest it, 
the hope being the pot can grow and 
pay an income to support us. Before 
that, most had to buy an annuity – an 
insurance product for which you 
hand over your whole pot in 
exchange for an income for life. Only 
the wealthy had the flexibility to 
control their savings.

Whether you use pension 
freedoms, Isas or a combination of all 
to pay for your retirement, knowing 
how to make your money last is 
crucial. Those who have used the 
pension freedoms since they 
launched last April will testify to the 
scale of the challenge. They have 
seen almost a year of stock market 
falls, eroding the typical retirement 
fund by 10pc in a year. 

The received wisdom is that those 
losses can be made up in time, but 
the falls can be compounded if you 
don’t know how to respond. Here we 
put forward a way to build a portfolio 
that can last the distance, take you 
through the pitfalls that await the 
uninitiated and suggest investments.

Managing your retirement fund
Your retirement fund has to perform 
a number of roles. It needs to pay 
enough income and capture the 
growth stock markets can provide 
with  the protection from inflation 
this offers. It must also be robust in 
turbulent periods. Financial advisers 
suggest a fund be split across various 
assets to achieve this. 

A big danger for those taking an 
income from investments is the 
damage done by withdrawing money 
as asset prices fall. If you have to sell 
shares or bonds to get your income, 
there will be fewer of them when 
share prices recover and your pot 
will dwindle quickly. 

To guard against this, as much 
income as possible should be 
produced naturally by the 
investments, most commonly 
through share dividends and interest 
from bonds and cash. Well-prepared 
pensioners will be able to cover all 
their spending in this way. By taking 
only natural income, their capital 
may not grow a great deal, but they 
will get the full benefit of the ups, as 

We’re living longer, 
so here’s how to 
build a portfolio to 
last the distance, 
says Ed Monk

How your pension 
can outlive you

conservatively run Troy Trojan fund 
could help  protect against losses.

The final and largest chunk of 
money is invested in assets that 
can grow more quickly, but come 
with higher risk. These are typically 
shares in smaller companies or 
in less developed stock markets 
where companies have the 
possibility of rapid growth.

Because these assets are volatile, 
there will be periods when they fall 
sharply in price. They have to be 
held for long periods to give markets 
falls the chance to even out, and 
should only be sold in periods 
where capital won’t be eroded.

Mr Khalaf said: “For outright 
growth I would highlight the 
AXA Framlington UK fund run by 
Chris St John. This fund invests 
across small, mid and large caps 
looking for the best opportunities 
available in the market.”

How much can you expect?
Even with careful planning, your 
retirement fund and income will 
ultimately be dictated by the 
performance of markets. 

Those in retirement should aim to 
withdraw a sum that gives their pot 
a realistic chance of lasting.

In the US, where it has been more 
common for retirees to fund their 
retirement from investments, 4pc is 
regarded as a safe level to withdraw 
from a pot and for it to last 30 years. 

This is a sensible starting point 
but you should stand ready to 
trim income and shift money 
between different types of assets in 
response to market rises and falls. 

‘Advisers say at least 
two years’ income 
should be held in cash’

How life expectancy for men has risen since 1980

Calm waters: You have to plan carefully to enjoy a relaxing retirement
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Pensions doctor
L ike others who 

work hard 
and save 
diligently, 
Lee Waters, 
35, has a plan 

to take early retirement.
By 60, he wants to have 
saved enough to achieve 
a £20,000-a-year income 
for the rest of his life. 

He lives in Nottingham 
with his wife, Rhea, and 
they have a young son 
together. He earns around 
£30,000 a year working 
for a financial firm, and 
has around a year’s salary 
saved in his Isa.

The couple live in a 
£300,000 house with 
£100,000 left on the 
mortgage, which is due to 
be paid off in 24 years. Lee 
also owns a buy-to-let 
property worth £100,000. 
He has around £60,000 of 
equity in it and around 15 
years left on the mortgage. 

Pension-wise he currently 
has around £50,000 in a 
DIY Sipp. He is contributing 
£100 a month to this, as 
well as around £100 into a 
workplace pension, which 
he has just started.

He is an engaged investor, 
already opting to reinvest 
dividend income for further 
growth. His investments 
yield average income of 
around 9pc a year. Each 
month he picks a new 
share, and once it goes up 
by 40pc, he sells.

He says that his best 
investment has been a small 
business development firm 
trading on the Nasdaq called 
Prospect Capital. It is 
currently yielding around 
12pc a year and he has 
already made around 20pc 
on his investment in just a 
month. 

Lee wants to know if he is 
on track to reach his goals.

With the new tax changes 
for buy-to-let properties, 
Lee is also worried he will 
be taxed on his turnover 
instead of his profit. He 
wonders whether to sell and 
invest in the stock market. 

Russ Mould, investment 
director at AJ Bell, said:
Based on Lee’s current 
situation, his pension could 
be worth £154,000 by the 
time he gets to 60. If he took 
25pc of this as a tax-free 
lump sum (£38,500) he 
would be left with a fund 
of £115,500 which would 
provide an annual income 
of around £5,000.

This is well below his 
target of £20,000, but this 
does not take into account 
any contributions he may 
receive into his workplace 
pension from his employer.  
He also has an income from 
his buy-to-let property to 
take into account, as well as 
the £30,000 in his Isa and 

will be very low because of 
the long life expectancy that 
lies ahead.

An index-linked annuity, 
where his income rises with 
inflation, might pay only 
about 3pc a year at these 
ages and so to secure a 
guaranteed and sustainable 
income of £20,000 a year 
he would need a pension 
fund of £666,667. 

If Lee continues with 
his current pension 
contributions, and assuming 
his pension fund grows by 
5pc a year after charges, 
then at age 55 his pension 
would be worth £229,311 
and at age 60 it would be 
worth £306,590. This 
would be some way short 
of meeting his income 
targets, without considering 
inflation. If Lee is able to 
increase his pension 
contributions by 3pc, then 
at age 55 his pension fund 
would be worth £255,932 
and at age 60 it would be 
worth £354,068. 

Lee is unlikely to receive 
any state pension until age 
68, which doesn’t help his 
plans. He should find out 
how much his employer 
will put into his pension. 
If it will match his 
contributions then he 
should take advantage.

As for buy-to-let, the 

Is a reader’s plan to 
retire at 60 on 
£20,000 a year a 
realistic proposition? 
Katie Morley finds 
the answers

from age 68 he will start 
receiving the state pension, 
which based on today’s 
guidance would be around 
£6,000 a year.

The figures are based on 
Lee purchasing an annuity 
to provide an income for 
life. However, annuity rates 
are currently very low and 
the pension freedoms that 
came into effect last year 
have given another option.

Rather than purchasing 
an annuity, Lee could keep 
his fund invested and draw 
down an income each year. 
This enables his fund to 
potentially keep growing 
for longer and hence 
generate more income but 
it also introduces the risk 
of investment losses and his 
fund not providing an 
income for life.

For now, two things are 
clear: Lee needs to consider 
increasing his pension 
contributions each month 
and ensure his investment 
strategy is right.

If he can squirrel away 
more each month, perhaps 
using some of the income 
from his buy-to-let property, 
the sooner he starts the 
better: the effect of 
compound growth over the 
years can be rewarding.

Lee is already doing many 
things right. He has started 

saving early, regularly (not 
trying to time the markets) 
and is reinvesting dividends. 

But there are some areas 
where a few refinements 
could help returns and 
better manage risk.

Picking a new, winning 
stock a month is not easy at 
all and given the very 
sensible strategy of picking 
income stocks and 
reinvesting the dividends, 
I’m not sure that the tactic 
of selling a stock after a 

40pc profit is the right one. 
The best income stocks 
are the ones you can hold 
for ever and the real power 
of dividend compounding 
is only really felt after 10, 
20 years or more. 

There is a lot of focus on 
individual stocks, which 
increases risk. It might be 
an idea to look at other 
asset classes to bring 
diversification and also 
an equity income fund or 
investment trust to lessen 
the focus on individual 
shares. A fund such as 

Schroders MM Diversity 
Income could help on the 
diversification front, as it 
invests across bonds, stocks, 
cash and also alternative 
areas. In addition, one 
equity income fund that 
could fit with Lee’s strategy 
is Martin Cholwill’s Royal 
London UK Equity Income, 
which offers a yield of 
around 4.3pc and is quite 
large-cap focused.

Phil Webster’s Aberdeen 
Smaller Companies High 
Income investment trust 
could also fit with the 
strategy. The FTSE 250 
is littered with stocks 
that have increased their 
dividend for 10 years in 
a row or more and 
Mr Webster’s fund is active 
here, while an allocation 
to bonds helps to underpin 
the 3.6pc yield. 

Finally, a fund with a 
global reach could help 
diversify away from the UK 
and the Brunner investment 
trust is one to consider. It 
offers a 3.6pc yield.

Patrick Connolly, a
financial planner at Chase 
de Vere, said: Retiring so 
early on £20,000 will be a 
challenge. The only way to 
secure a guaranteed income 
for life is to buy an annuity. 
But at age 55 or 60, the rates 
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Long view: Lee 
Waters will have 
to rethink his 
savings strategy

profitability is threatened by 
tax changes announced by 
George Osborne. If you 
include the risks, such as 
not being able to find 
reliable tenants, Lee might 
wonder if this is the best 
place to tie up his money.

If he does decide to sell, 
then any gains he has made 
would be potentially liable 
to capital gains tax. 
However, looking at the 
numbers involved, his 
annual capital gains tax 
allowance, which is 
currently £11,100, should 
be enough to absorb any 
gains and, if it isn’t, he could 
also look to use Rhea’s 
capital gains tax allowance. 
The proceeds from any 
property sale could then be 
used to pay off some of the 
mortgage on his home 
which should then lead 
to him having more 
disposable income each 
month, or paying off his 
mortgage that bit quicker. 

Alternatively, the 
proceeds could be 
reinvested into pensions 
and Isas for Lee and his 
wife. While there are no 
guarantees that pensions 
and Isas will perform better 
than property, they will 
provide less hassle, more 
opportunity to spread risks 
and probably lower charges.

‘Lee could keep 
his fund invested 
and draw an 
annual income’

* * *

* * ** * *

* * *
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this new allowance will allow many 
savers to receive income from 
ordinary, non-Isa accounts tax free. 
Basic-rate taxpayers will be able 
to earn £1,000 in savings interest 
without paying any tax, while 
higher-rate taxpayers will receive 
a £500 allowance.

Anyone who earns more than 
£150,000 a year will not receive 
a personal savings allowance.

Once saving interest exceeds the 
allowances, basic-rate taxpayers will 
pay 20pc on savings income and 
higher-rate taxpayers 40pc.

Banks and other savings institutions 
will pay interest gross and it will be 
up to savers to declare any tax due on 
their self-assessment tax returns.
How to minimise the tax Move 
excess savings to Isas if you have 
any unused allowance; give savings 
to a spouse to make best use of both 
your allowances.

Lifetime limit on 
pension savings
Currently, no one is allowed to have 
pension savings worth more than 
£1.25m without being taxed heavily on 
the excess. From April 6 this limit will 
fall to £1m.

The limit covers all pension savings, 
including company schemes – both 
final salary and the less generous 
“defined contribution” variety – and 
personal pensions.
How to minimise the tax If your 
pension is already worth more than 
£1m, you can apply for “protection”, 
which will allow you to maintain the 
previous £1.25m limit. But you won’t 
be able to put any more money into 
your pot; if you do, the protection will 
be lost immediately and your limit 
will automatically fall to £1m.

Alan Higham, founder of 
pensionschamp.com, said that if your 
savings appeared likely to exceed the 
limit it was best to withdraw money 
as early as possible, which is currently 
at age 55. 

With final-salary schemes, the best 
way to manage the lifetime allowance 
is to retire early, he added.

Pensions annual 
allowance
As well as the lifetime limit on the 
value of pension funds, there is also 
a cap on the amount that you can pay 
into a pension each year. Currently 
this annual allowance stands at 
£40,000 and for many people the 
limit will remain the same this year.

However, anyone whose income 
exceeds £150,000 will from April 
see their annual allowance fall, via a 
sliding scale, to as little as £10,000. 
The restriction, known as the “annual 

I f you are saving for a pension 
then it would be well worth 
keeping your diary clear at 
lunchtime on 16 March. The 
decisions that the Chancellor 
announces in his spring Budget 

on that date could have a profound 
impact on your ability to save for a 
pension and, in some cases, whether 
it is worth having a pension at all.

The big issue is what he will do 
about the tax relief that you 
currently receive when you put 
money into a pension.

As things stand, when you set 
aside some of your earnings for later 
life you pay no tax on the money as 
it goes in, and little or no tax on 
the money in your pension fund as
it is invested. The only tax paid is 
when you draw money out in 
retirement, and even then, one quarter 
can generally be taken as a tax-free 
lump sum. Although there are 
various limits to how much you can 
contribute each year and to the 
size of your lifetime pension pot, 
this basic structure has been 
unchanged for decades.

But all this could change in just a 
couple of weeks’ time. The boldest 
option for reform, and one floated by 
the Chancellor in his July 2015 
Budget speech, would be to scrap the 
current system and make saving into 
a pension more like saving into an Isa. 
With Isa-style tax treatment, you pay 
tax when you earn your money but 
if it goes into an Isa there is no 
further tax due as the Isa pot grows 
or when you take money out. 

PENSIONS AND ISAS SPECIAL REPORT

B ritain’s pension 
system could be 
given another 
radical shake-up 
in the Budget, 
as we explain 
elsewhere in 
this section. 
But even if the 

Chancellor does nothing new next 
month, we still need to be ready 
for all the changes to Isas, pensions 
and savings that have already been 
announced.

Here we recap the major ones.

Dividend tax
Mr Osborne surprised investors last 
year when he announced that there 
would be a new system of taxation 
on dividend income. 

Currently, there is no further tax 
to pay on dividends if you are a 
basic-rate taxpayer (although those 
in the higher bands do face a tax bill) 
because dividends are regarded as 
being taxed already and investors 
are given a notional “tax credit” that 
cancels out basic-rate tax.

This tax credit will be abolished 
on April 6 this year. Shareholders 
will instead be given a new tax-free 
allowance for dividend income.

The first £5,000 of dividend 
income in each tax year will be 
tax-free. Sums above that will be 
taxed at 7.5pc for basic-rate taxpayers, 
32.5pc for higher-rate taxpayers and 
38.1pc for additional-rate taxpayers. 

No tax will be deducted at 
source; taxpayers must use self-

assessment to pay any tax due.
How to minimise the tax Move 
as much as possible of your 
shareholdings to Isas, consider 
switching to shares that focus on 
capital growth and use your annual 
capital gains tax allowance, give 
shares to your spouse to make best 
use of both allowances.

Personal savings 
allowance
Another unexpected innovation, 

Changes already announced may seriously 
damage your wealth unless you minimise 
your liability now, says Richard Evans 

This year’s changes to Isas and pensions

The former 
pensions minister 
on how the 
Chancellor might 
change the rules – 
and how he should 

Flat-rate relief 
could help end 
savings crisis

people. A less radical reform but 
still a major change would be to 
keep the current approach of upfront 
tax relief but give everyone the same 
rate of relief. At present, a higher 
earner who puts a pound into a 
pension saves 40p or 45p in tax, 
while a basic rate taxpayer saves 
only 20p. Under the ‘‘flat-rate’’ 
approach, everyone would get 
the same amount of help from 
the Government – say 25p in the 
pound or 33p in the pound.

There is much speculation that the 
Chancellor may go down this route, 
but if so a lot depends on the rate 
that he chooses. A rate of 25p would 
save him around £6bn a year in the 
cost of tax relief. But while the gains 
to lower earners would not buy a 
decent cup of coffee a week, the 
losses to higher earners could run 
into thousands. Many higher 
earners may decide that it is not 
worth saving for a pension at all.

A rate of 33pc, with the 
government contributing one pound 
out of every three that goes in to 
your pension, might be a better 
compromise. A combination of 
33pc relief and a continuation of 
the right to build up a tax-free 
lump sum would still work for 
higher earners, while the boost 
to the pensions of lower earners 
would be more worthwhile. 
However, this reform would 
raise little if anything in income 
for the Chancellor.

Which brings us to the key point. 
A system of tax relief that genuinely 
helps those who are not saving 
enough and is clearer and simpler 
than the current system is 
achievable. But it can’t be done on 
the cheap. If the Chancellor is 
serious about improving the 
incentive to save and tackling the 
savings crisis, he should give up on 
the hope that reform of pension 
tax relief will bring him billions of 
pounds. But he can be content in 
the knowledge that getting 
Britain saving again would, in the 
long run, be the right thing to do. 

Steve Webb is director of policy at 
Royal London and was pensions 
minister from 2010 to 2015
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With a “pensions Isa”, there would 
have to be additional rules to stop 
you getting the money out well before 
retirement but the basic idea would 
be the same – tax on the way in and 
no tax on the way out.

This option looks superficially 
attractive but has some pretty 
fundamental flaws. A first question is 
whether anyone would really trust 
future chancellors not to tax you a 
second time in retirement. At least 

with the current system you have the 
tax relief in the bank and know you 
will be taxed in retirement. With an 
Isa you have to pay all the tax at 
the start and then trust to future 
generations of politicians not to tax 
you again, which most investors might 
think is a high-risk strategy.

Building a new system of pension 
Isas on top of the existing system 
would also create great cost and 
administrative complexity. Everyone 

Taxing question: a
better relief regime 
would not save the 
Chancellor money 

who already has a pension pot under 
the existing “yet to be taxed” 
rules would then need a separate 
pot building up on the ‘‘already taxed’’ 
rules. One pot would have a 25pc 
tax-free lump sum with the rest 
subject to tax while the other pot 
would be tax-free because tax 
had already been paid. The cost 
and bureaucracy of all of this 
would mean higher charges 
and poorer pensions for millions of 

Key areas: even if 
the Chancellor does 
nothing in the 
Budget, changes 
are already in place

allowance taper”, reduces high 
earners’ allowance by £1 for every £2 
of income above £150,000. As a result, 
those earning £210,000 a year or more 
will be able to put only £10,000 into 
their pensions every year.

People who earn less than £150,000 
might be affected too. This is because 
sources of income tested against the 
taper includes earnings from property, 
profits from other investments and 
savings, dividends and pension 
contributions from employers. With 
all this considered, experts say that 
if your basic salary is more than 
£100,000 you could easily be hit.
How to minimise the tax Mr Higham 
said the best course of action would 
be to limit pension contributions to 
£10,000 a year and ask your employer 
for a cash supplement instead.

Peer-to-peer Isas
Many savers have responded to the 
pitiful rates offered on most cash 
accounts by switching some of their 
money to “peer-to-peer lending” (P2P) 
websites. These online marketplaces 

bring savers (lenders) and borrowers 
together – so, for example, if you have 
cash on which you want to make a 
return, you can lend it via these sites 
to people looking for a personal loan.

Lenders can make 5pc a year or 
more, although they could lose money 
if any of their borrowers default 
and there is no protection from the 
statutory safety net, the Financial 
Services Compensation Scheme.

Currently, peer-to-peer loans are 
not eligible for inclusion in Isas so any 
interest received is taxable.

This will change in April with the 

introduction of the “innovative 
finance Isa”. It will be similar to 
existing cash and investment Isas 
in that an overall annual limit 
(£15,240) will apply across all your 
Isa contributions and money can be 
transferred between P2P Isas and the 
other varieties.

Flexible Isas
From April, Isas will be able to offer 
the flexibility to allow savers to 
withdraw and replace their savings 
within the same tax year without 
losing the Isa tax benefits. This 
allows savers the opportunity to use 
their Isa savings to cover short-term 
needs, but replace them in time to 
retain the tax benefits.

Currently, any money withdrawn 
from an Isa loses its tax-free status 
permanently. If, for example, you 
pay the full £15,240 into a cash 
Isa this year and then withdraw 
£10,000, only £5,240 can retain 
its tax-free status and the amount 
withdrawn cannot be paid back into 
an Isa during this tax year.

‘Give excess savings to 
a spouse to make use 
of two allowances’ 
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Interest wanted 

I have £60,000 in my 
current account earning 
zero interest. I get just under 
£1,000 per month on my 
national pension and Army 
pension combined. How 
could I invest it without 
paying too much tax? 
MH

Katie Morley says: Before 
you invest you must make 
sure any credit cards and 
personal loans are fully 
repaid. Even reducing your 
mortgage should be a 
priority before you invest.

Then you should start by 
making sure that you keep 
enough in accessible cash. 
That means current or 
savings accounts that you 
can get access to. This 
money is the starting point 
of any sensible financial 
plan. According to Jonothan 
McColgan, director at 
Combined Financial 
Strategies, a financial 
adviser, it’s a good idea to 
have at least six months’ 
expenditure if you are 
working or three years 
if you are retired.

Rather than savings 
accounts, it is worth 
considering current 
accounts for some of this. 
TSB and Nationwide both 
have current accounts 
offering 5pc a year interest 
for smaller amounts, of 
£2,000 and £2,500 
respectively.

If your emergency fund 
is larger than this then you 
could look at the Santander 
123 account which in effect 
gives you 2.7pc a year if you 
have the full £20,000 in the 
account. This would be the 
equivalent of about £540 a 
year. There are a few hoops 
and conditions to jump 
through on these accounts 
so make sure you set 
them up correctly.

Additional good news 
is that from 6 April this 
interest will be paid gross, 
so tax will not be deducted 
at source. You will also get a 
new Personal Saving 
Allowance, which means 
that the first £1,000 of 
interest is not liable to 
income tax if you are a 
basic-rate taxpayer, or £500 
for higher-rate taxpayers.

The problem with using 
interest to live off from 
savings is that the cost of 
living will increase over 
time. This means that your 
savings will in effect reduce 
in real worth over your 
lifetime. The only real way 
to try to ensure that your 
money has a chance of 
keeping its real value over 
the long term is to invest 
what you can afford.

You should always set a 
minimum cash goal at 

affected by the changes in 
pensions tax relief under 
discussion with the potential 
for immediate changes 
following the March 
statement?
PB

Katie Morley says: Salary 
sacrifice is an arrangement 
where an employee gives up 
their right to part of their 
contractually due salary or 
bonus in exchange for a 
non-cash benefit. This is 
particularly useful where a 
pension contribution is paid 
in lieu of the remuneration 
given up. Because you, the 
employee, do not receive 
the remuneration, your 
national insurance 
contributions are payable. 
Your employer may choose 
to add its own national 
insurance contribution 
saving to your pension 
contribution, such that 

Katie Morley helps 
a reader looking for 
the best place for 
£60,000 and 
another wondering 
about tax-relief 
changes in this 
month’s Budget

which point you look to 
top up your cash holding 
from profits made from 
investments. This means 
basically replenishing your 
emergency fund over time. 
Although there will be a 
dividend allowance (also 
from 6 April) of up to 
£5,000 where you will pay 
no personal income tax on 
dividends up to this level, 
Mr McColgan recommends 
that you try to shelter your 
investments in Isas. It 
means that your 
investments will avoid 
capital gains tax on any 
growth. It will also mean 
that should any future 
government decide to 
reduce this allowance that 
any money inside an Isa will 
still generate dividends that 
are not subject to any 
personal income tax.

If you’re an inexperienced 
investor then you might 
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Do you have a financial question 
and need an answer? Email us at: 
moneyexpert@telegraph.co.uk or
write to: Telegraph Ask an Expert, 111 
Buckingham Palace Road, London, 
SW1W 0DT. 

If you would like a more in-
depth analysis of your whole 
financial situation, please write 
to the above addresses marking 
your correspondence as “Pensions 
Doctor”, if you would like a pensions 
plan, or “Money Makeover” for a full 
money plan.

Contact us

more niche structured 
products. Examples of these 
types of investments 
include the Schroders 
Multi Manager Range, 
Henderson Multi Manager 
Range, F&C Multi Manager 
Lifestyle Range, Jupiter 
Merlin Range and 
the Vanguard Life 
strategy Range.

Salary sacrifice

How are plans to reduce 
pensions tax relief likely to 
affect salary-sacrifice 
schemes? I’m due a bonus 
from my employer where I 
have an option to put some 
or all of it away as pension 
by salary sacrifice. However, 
I will not receive it until the 
end of March, in the current 
tax year, but after the 
Chancellor’s March 
statement. Is it likely to be 

Ask an expert
the total payment is higher 
than the level of the 
remuneration given up.

The first changes made 
to this arrangement 
were announced in the 
emergency budget on 
8 July 2015, when a ban 
on salary sacrifice was 
implemented for those 
individuals using such a 
scheme established on or 
after 9 July to reduce their 
income levels below the net 
income limit then 
introduced of £110,000. 
The Government said that it 
would actively monitor 
these schemes and their 
effect on tax receipts.

However, at the same 
time, a consultation into the 
incentives to save for 
retirement was launched 
and it is widely expected 
that the Chancellor will 
announce changes in the 
forthcoming spring Budget. 
The changes, however, are 
at present a matter for 
speculation. The Chancellor 
could move to a flat rate, 
with estimates being 
suggested of between 
25pc to 33pc, or move to a 
pension-Isa system where 
no tax relief is given.

Martin Tilley, a director 
at Dentons, a pension 
company, said: “Clearly, the 
use of salary sacrifice in 
exchange for pension 
contribution would be a 
means of circumventing a 
reduction for higher-rate 
tax payers so if a single rate 
of tax relief is to be 
implemented, it will almost 
certainly result in a 
restriction or ban on future 
salary/bonus sacrifices 
from a specified date.

“The big question is, will 
any change in the spring 
Budget be introduced 
immediately? This is a real 
possibility which it would 
be wrong to rule out and 
opinions vary as whether 
this would apply. Of the 
changes suggested as 
possible, some, including a 
flat rate of relief, could 
require some major changes 
in systems, payroll and tax 
reclamation processes. It 
would be unreasonable to 
expect employers and 
pension schemes to react 
instantaneously and even 
an implementation date of 
5 April would stretch 
capacity.”

The possibility cannot 
be ruled out though, and 
irrespective of the date the 
arrangement is made, 
experts say that it is likely 
to be the actual date of 
payment that HMRC uses 
as the operative date. For 
this reason, if it is possible 
one would suggest that, 
ideally, every effort should 
be made to document and 
make the payment before 
the Budget.

want to consider using 
wide-ranging investments 
that focus on maintaining 
their risk over a long period 
of time. These are called 
“risk-targeted” funds. They 
just ensure that over time 
they stay consistent to the 
principles that were right 
for you at the beginning. If 
funds are not risk-targeted, 
then there is a chance that 
over time their approach 
could change and become 
more risky than you would 
have wished.

These types of funds also 
have a very wide investment 
remit, allowing you to get 
a very good spread of 
investments that you would 
not normally be able to 
achieve with this sort of 
amount to invest. So you 
would get exposure to 
global equities, commercial 
property, fixed-interest 
assets and sometimes some 

* * *
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