
YOUR MONEY

App advice
Financial help 
goes digital
News and analysis
page 3

Early start
Can we help 
son to save?
Ask an expert
page 5

 Swathes of ordinary 
people can now follow 
the example of the 
wealthiest savers who 
invest their retirement 
fund and live from the 
proceeds. Many of 
these ordinary people, 
though, will have to do 

without the professional advice and 
guidance that the richest can afford.

Before important changes to 
pension rules came into effect this 
year, most ordinary savers would 
have swapped the savings they had 
accumulated during their working 
life for an annuity, which takes all 
your pension pot and gives you an 
income for life in return.

That income may have been 
disappointing, particularly after rates 
collapsed following the financial 
crisis, but it was guaranteed and 

Being able to take an income from your 
investments in retirement is great – but 
there are pitfalls, says Ed Monk

The danger 
lurking in 
‘pensions 
freedom’

removed the possibility of making 
mistakes that could mean your 
pension ran dry early.

Following the changes in April, 
however, more people will now 
draw an income from their pension 
while the bulk of the capital remains 
invested, benefiting from the 
growth that history suggests  
long-term investors enjoy if they 
can avoid handing all their money 
to an insurance company.

They can do this through a 
“drawdown” scheme or by using 
the new flexibility to withdraw 
lump sums when they need them.

This second option – known 
technically as “uncrystallised funds 
pension lump sum” or UFPLS – has 
been likened to using your pension 
as a bank account. As with drawdown,
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you leave the balance of your pension 
savings invested to grow, selling 
part of your pension pot when you 
need cash. The main difference 
between drawdown and UFPLS is 
with the former you take your 
25pc tax-free lump sum in one go 
at the outset, whereas with the 
latter each withdrawal includes a 
25pc tax-free element.

However savers decide to draw 
money from their pension, there’s a 
risk that too much is taken, the pot 
dwindles and future income is cut 
dramatically as a result. That risk is 
even more acute during periods of 
stock market turmoil, as we have seen 
in recent weeks.

Seasoned investors sit tight, 
knowing some of the best days for 
markets follow immediately after 
some of the worst (as we have also 
seen recently). Panic and you risk 
selling when prices have fallen and 
missing any bounce.

A similar misfortune can befall 
those who use their investments to 
generate an income – including those 
in drawdown. The income they wish 
to take, and assume is reasonable, is 
often not generated naturally by their 
investments but requires that they 
regularly sell assets to be sustained.

Fine if prices are rising and the 
value of the pot is maintained, but sell 
after a market fall and you are 
punished twice: by the price fall and 
your pot having fewer assets – the 
number of shares or fund units owned 
– when prices do recover. Put another 

way, to generate a given sum when 
markets have just fallen, you need to 
sell more units or shares. This is 
known as “pound cost ravaging”. 
Even those withdrawing what seem 
reasonable amounts can be caught.

How much can it hurt your pot?
Modelling by financial advisers at 
Hargreaves Lansdown has shown 
how a fund will dwindle if markets 
turn against you, even if you are 
withdrawing sums that compare with 
the rates available on annuities.

The firm looked at 2000 to 2010, a 
period that included heavy market 
falls, to highlight the risk. It imagined 
a 65 year-old man with £250,000 of 
pension savings after any tax-free 
cash had been taken. In 2000, he had 
the option of taking the best “level” or 
fixed annuity he could find; this 
would have paid £15,000 a year.

But he chose to enter drawdown, 
withdrawing the £15,000 the annuity 
would pay that year and leaving the 
rest invested, hoping it would grow. 
His withdrawal was not even the 
maximum allowed at the time. After a 
year he continued his plan and 
withdrew an amount equivalent to the 
best annuity his pot could buy.

Withdrawals and falls in the stock 
market meant that, in three years, his 
fund lost more than 50pc of its value. 
After 10 years, even with periods of 
rising prices, it was just £102,000. At 
that point, assuming he cut his losses 
and bought an annuity, he could have 
expected just £8,200 a year, 45pc less 
than available at the start of his 
retirement. Danny Cox, head of 

Make your pension pot last
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Future shock? Choosing the wrong annuity could be costly

Pensioners could 
have boosted incomes 
by 20pc by looking 
for the best deal, 
research suggests.     
By Nicole Blackmore

The £5bn cost of failing to 
shop around for annuities

financial planning at Hargreaves 
Lansdown, says: “This example is 
extreme but the point is withdrawing 
unsustainable sums leaves you 
vulnerable if the market falls.’’

 Ned Cazalet, a pensions consultant 
who has advised the Treasury, says: 
“If you can survive without all your 
dividends and reinvest them, then 
great. If you need to take dividends as 
income, fine. But if you need to start 
living off capital it’s very dangerous.”

So what can you do?
While anyone drawing from their 
pension via these methods is exposed 
to investment risk, there are steps to 

take to give yourself flexibility that 
reduces the need to sell assets at 
exactly the wrong time.

Take only ‘natural’ income
A portfolio of investments will include 
assets that yield an income, either 
through dividends from shares or 
bonds that pay holders interest. 
Equity income funds, for example, 
produce a typical yield of 3.5pc to 4pc 
of the amount invested. Keeping your 
income to this level means you won’t 
need to sell fund units when markets 
fall and there’ll be a better chance 
your pot will recover if they bounce. 
Most drawdown plans include a 

facility that pays the income into a 
cash account. Withdraw only from 
this and there is no need to sell out.

Build a cash buffer
It is possible to hold cash in your 
pension, alongside stocks, bonds and 
other assets. A cash buffer can be the 
difference between having to sell your 
investments at the wrong time, or not.

Mr Cox recommends keeping at 
least a year’s worth of income in cash, 
or even two. “Drawing cash is 
unaffected by market movements and 
this account can be topped up by 
income generated from investments, 
such as dividends from shares or 

P ensioners have 
missed out on up 
to £5bn worth of 
annuity income 
because they failed 
to shop around for 

the best deals at retirement, 
actuaries say.

Retirees who bought an 
annuity since 2008 have already 
lost out on up to £1.5bn in 
payments, according to an 
analysis by the pension 
consultancy JLT Employee 
Benefits. It said that when 
future payments were factored 
in, the shortfall for these 
pensioners is closer to £5bn. 
Despite attempts to encourage 
all savers who are approaching 

interest from bonds,” he says. If your 
circumstances allow, periods when 
markets are depressed can be an 
opportunity to pay more into your 
pension at knock-down prices. Just 
as the hit to those withdrawing 
capital after prices have fallen is 
magnified, so too is the benefit to 
those paying more in.

Most people under 75 can pay more 
into their pension and still benefit 
from tax relief, even if they are not 
earning. If you are drawing income 
flexibly via drawdown from Sipps 
(self-invested personal pensions) or 
other “money purchase” (“defined 
contribution”) pensions, contributions 
are capped at £10,000 a year.

Try the Warren Buffett method
Last year, Warren Buffett, probably 
the world’s most renowned investor, 
wrote to shareholders of his company, 
Berkshire Hathaway. He relayed to 
them the advice he had given the 
executors of his will on how money 
he left to his wife should be invested 
for her retirement.

He said: “My advice to the trustee 
could not be more simple: put 10pc 
of the cash in short-term government 
bonds and 90pc in a very low-cost 
S&P 500 index fund.” He even 
tipped a particular tracker fund: “I 
suggest Vanguard’s.”

His plan is a variation of the cash 
buffer. Essentially, it allows the bulk 
of money to remain invested. This 
portfolio will produce some income 
naturally and the extra 10pc in 
short-term government bonds will 
regularly release more cash if it’s 
needed. Short-term bonds suffer only 
very slight price variations even if the 
wider bond market is very volatile, so 
they behave in effect as cash.

‘It’s very 
dangerous 
to start 
living 
off your 
capital’

Your whole retirement 
income strategy is at 
risk during periods of 
stock market turmoilGE
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be an appropriate choice for 
some people, given their 
circumstances.”

Tom McPhail, head of 
pensions research at Hargreaves 
Lansdown, the investment 
shop, said that it was essential 
that today’s retirees shopped 
around to make sure they got 
the best annuity rates, broadest 
investment choices and lowest 
charges. “The fact that so few 

people are shopping around 
shows that much more needs 
to be done,” he said. 

“Politicians and regulators 
must focus on improving the 
pension withdrawal process. 
The goal should be for engaged 
and well-informed investors 
to be shopping around in a 
competitive market place. 
This is clearly not happening 
adequately at present.”

Why the elderly 
refuse to ‘downsize’
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About one in five older 

savers would like to 
“downsize” their homes 

to release equity, but a shortage 
of available properties and the 
cost of moving are putting many 
off, research suggests. 

Financial advisers reported 
that around 20pc of their clients 
were considering downsizing, 
according to research by Bower 
Retirement Services. 

The research found growing 
interest from clients in using 
property wealth to help boost 
finances in retirement. 

But advisers said the fear of 
losing touch with family and 
friends was the main reason 
clients were not downsizing. 
This was followed by clients 
not being able to find suitable 
homes to move to, while 
others said the cost of moving 
was prohibitive.

The struggle to move was 
reflected in Land Registry data 
showing that property sales in 
England and Wales fell by 15pc 
between February and May 
compared with the same three 
months a year ago. 

In May, sales were 15pc down 
compared to year ago. One of the 
biggest falls was in the number 

of sales of houses valued 
between £200,000 and 
£250,000, which fell by 26pc.

The cost of moving home 
can also make downsizing 
uneconomical for many. 
Mortgage and removal fees 
and charges can quickly run into 
the thousands of pounds, 
as can stamp duty. A rate of 2pc 
applies on a home’s value 
between £125,001 and £250,000, 
and of 5pc between £250,001 
and £925,000. Buying a 
£300,000 home triggers a 
£5,000 stamp duty bill.

The Government has said 
it hopes that its inheritance tax 
reforms, announced in the 
Budget, will encourage more 
people to downsize. The changes 
mean people can sell their family 
home but ring-fence the value 
and pass it on to children or 
grandchildren. 

However, the research showed 
that attitudes towards leaving an 
inheritance were changing. 
Almost two-thirds 
of advisers said their older 
clients were less worried about 
leaving money to children, 
saying that they were already 
“financially well off ”.
Nicole Blackmore

retirement to shop around for 
an annuity, the Association of 
British Insurers said that about a 
third failed to do so, tying 
themselves into a 
lower income for life. 

JLT said that people who took 
out a standard annuity without 
shopping around could have 
improved their rate by a total 
of 5pc on average. 

However, savers in poor 
health who would have qualified 
for an “enhanced annuity” 
but took out a standard deal 
instead could have improved 
their rate by 20pc. Enhanced 
annuities pay more each year 
because of shorter life 
expectancy and JLT said that 
around 50pc of retirees 
qualified for them.

Based on these figures, the 
firm said savers were missing 
out on an additional £213m a 
year, which adds up to about 
£1.5bn between 2008 and 2014.

There are concerns that 
insurers have widely mis-sold 
annuities by not making 
savers aware that they could 
qualify for a better deal. The 

City watchdog, the Financial 
Conduct Authority, has recently 
ordered a detailed examination 
of thousands of retirement 
contracts sold by Britain’s major 
insurers since 2008.

More than 600,000 
pensioners are believed to 
have been sold annuity 
contracts that failed to account 
for their health in the six-year 
period under review. 

The regulator could force 
companies to pay compensation 
to customers who were sold 
inappropriate annuities. 

Duncan Howorth, of JLT, said 
it was difficult to predict how 
much compensation pensioners 
were likely to receive. “Because 
mis-selling is very difficult to 
prove, there is a possibility 
that compensation could be 
just a fraction of the amount 
that pensioners have lost by 
not getting the best value 
annuity deals,” he said.

“The regulator’s move might 
further tarnish the reputation 
of annuities, but it is important 
that people do not dismiss 
annuities outright as it might 
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I t was not the most dramatic 
start to a revolution. On 
the first day of the new 
pension freedoms nothing 
happened, because their 
introduction on the first day 

of the current tax year coincided 
with a bank holiday, which 
happened to be Easter 
Monday.

On the following day, 
however, pension savers 
aged 55 or over became 
free to withdraw as 
much of the money from 
their pension funds as 
they wished – even the 
entire sum.

Previously, only a quarter 
could be taken directly from the 
money in the fund; the other 75pc had 
to be used to provide an income, 
usually via the purchase of an annuity.

It was the unpopularity of 
annuities, which in recent years 
have tended to pay very low rates, 
often little more than 5pc, that led 
to the radical changes, which were 
announced by the Chancellor in 
his Budget last year.

Now that the reforms have been 
in operation for nearly six months 
it’s a good time to review how 
they have gone down with savers, 
and how many have decided to 
change their financial provision 
for retirement as a result.

How many people are still 
buying annuities?
Far fewer annuities are being sold 
than before the freedoms were 
announced. The total value of 
annuities bought in the three months 
from April this year, the most recent 

period for which industry-wide 
figures are available, was just 

under £1bn.
The figure for the same 

period last year was 
£1.8bn, while in the 
second quarter of 2013 

it was £3.1bn, reflecting 
the fact that many 

people stopped buying 
annuities as soon 

as the new freedoms were 
announced, although they had not 
taken effect at that point. The data is 
from the Association of British 
Insurers (ABI).

The number of annuities sold, 
as opposed to their value, has also 
fallen steeply. A total of 17,800 were 
sold between April and June this 
year, compared with 46,400 in the 
same period last year and 90,000 
in the second quarter of 2013, 
ABI figures show.

It seems to be more affluent savers 
who are sticking with annuities. The 
average annuity bought in the second 
quarter of this year was worth 
£55,600, compared with £38,600 last 
year and £34,500 in 2013.

New figures lay bare just how enthusiastically 
savers have embraced their new pension 
options, says Richard Evans

How we’ve 
used our new 
freedoms

How many people have picked 
an alternative way to generate 
income?
The main alternative to an annuity 
as a means of generating a regular 
income from a pension pot is called 
income drawdown.

Now that this income option is 
open to everyone with no restrictions, 
sales have soared. The total value 
of drawdown products sold in the 

second quarter of this year was a 
total of £1.3bn, compared with 
£670m in the same period last year 
and £425m the previous year, 
according to figures from the 
Association of British Insurers. 
The number of policies sold in the 
second quarter was 19,600 this year, 
compared with a total of 9,500 last 
year and 5,500 the year before. 
Not all drawdown providers are 

members of the ABI, so actual 
figures for the whole market are 
bound to be higher still.

How many have taken cash lump 
sums from their pension savings?
This option was not available until 
this April, except for small pots. A 
total of £1.3bn was paid in the first 
three months of the freedoms: an 
average sum of just under £15,000.

Banks – and apps – compete to offer advice to investors
High street banks are launching 

pensions advisory services 
for customers who want help 

in planning their retirement income. 
Barclays, HSBC and Santander all 
plan to offer specialist advice.

HSBC is launching an advice 
service that focuses on the pension 
freedoms introduced this year. It 
will be available to customers with 
at least £50,000 to invest.

The bank would not give further 
details such as the cost or how the 
advice would be delivered. Santander 

will launch an investment “platform” 
– in effect, what amounts to an 
online shop – by the end of the year. 
It will be “execution-only” to begin 
with, meaning that advice will not 
be offered. Such services are 
recommended only for 
knowledgable investors who 
know exactly what they want to do 
with their savings. 

However, the bank said that it 
would add an option for face-to-face 
meetings to be held with an adviser in 
the future. 

The platform’s pricing and 
minimum investment required 
have not yet been announced, 
although Santander said the 
service would not be restricted 
to high-net-worth customers.

Barclays’ channel for wealthy 
customers, Barclays Wealth & 
Investment Management, 
offers a full advice service to 
customers with more than 
£500,000 to invest.

The bank also plans to add an 
online execution-only service so that 

investors can choose to bypass 
the advice process. It is 
expected to be available by 
the end of the year. 

Most high street banks 
stopped offering investment 
advice in 2012 after stringent 
new rules were introduced  
by the financial regulator. 
The rules required companies 
to charge fees for advice 

rather than taking commission and 
many banks decided that their 
services would no longer be profitable. 

Some restricted offering advice to 
only the wealthiest customers. But 
the pension freedoms created 
strong demand for investment 
advice and banks are now keen 
to attract customers who have 
assets to invest. 

Online technology is also being 
developed to help pensioners make 
the best use of their savings. 

Pension administration firm 
Equiniti has launched a free 
smartphone app that helps 
savers estimate how long their 

pension pot will last in retirement. 
RetireMe, which is available from 
the Apple App Store, helps users to 
calculate how long a pension pot will 
last if they decide to withdraw a 
particular income. 

Savers can also calculate the annual 
income that can be drawn from their 
pot in a set period of time without 
running out of money. Both 
calculations take into account fully 
adjustable investment growth and 
fund charges. 
Nicole Blackmore

‘The more affluent 
savers are sticking 
with annuities’

When the pension 
freedoms were 
announced, many 
commentators 
predicted that 
savers would rush 
to withdraw 
money from 
retirement funds 
and use it to invest 
in buy-to-let 
property.

Definitive data 
is hard to find 
on this issue, but a 
poll carried out by 
Prudential found 
that expectations 
of a boom in buy-
to-let as a result 
of the freedoms 
looked unlikely to 
be realised.

Although 37pc 
of home owners 
aged over 55 said 
that they planned 
to buy at least one 
more property, 
just 14pc said their 
plans were a result 
of the new 
pension freedoms, 
and only 18pc of 
prospective 
buyers said they 
were considering 
anything other 
than a home in 
which to live, 
according to 
Prudential’s 
research.

Buying to let?
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Waste not, want not: Pension recycling is effective but subject to limits

N ow that savers aged 
over 55 can access 
their pension savings 
in one go, tens of 
thousands of older 
people are choosing to 

take cash from their retirement pot to 
spend on anything from debt 
repayments to round-the-world 
cruises. For those in the know, a 
number of attractive loopholes also 
come into play, which – if used 
smartly – can be used to increase your 
income in retirement.

One of the best things about 
pensions is the attractive tax relief 
you get when you pay into one. You 
can carry on benefiting from this 
even when you’ve retired, although 
only with strict caveats. 

If you’re going to “recycle” your 
pension money you must do so with 
extreme caution. If you fall foul of the 
rules, you could end up with a huge 
tax bill instead of a small one.

Here we answer common 
questions on how you can 
“recycle” your pension money.

How does recycling work?
The theory of recycling is that 
investors pay into their pension and 
therefore benefit from the tax relief 
(paid at the taxpayer’s rate of 20pc or 
40pc), and then immediately 
withdraw the money. It’s a neat turn, 
all executed at no risk to the saver 
and entirely at the taxman’s expense. 

For every £1,000 paid into the 
pension of a basic-rate taxpayer, 
£200 (20pc) comes from the taxman. 

Reinvesting your 
pension money 
is a sneaky way 
to boost your pot, 
says Katie Morley

Boost your savings 
by ‘recycling’ cash
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So your £800 cheque benefits from 
an instant 25pc (£200) boost.

And if you’re a 40pc taxpayer, 
there’s even better news: the instant 
returns you can get just by funnelling 
some money into your pension are 
even greater. This is because for 
every £1,000 paid into the pension 
of a higher-rate taxpayer, £400 
(40pc) is paid by the taxman. So your 
contribution of £600 is boosted by 
just over 66pc (£400). 

The only slight annoyance is that 
you must claim back higher-rate tax 
relief on pension contributions by 
filling in a self-assessment form, 
whereas basic-rate tax relief is 
credited automatically by your 
pension scheme.

How much can I safely 
recycle every year?
If you’ve got a “capped drawdown” 
arrangement that you took out 
before 6 April this year, and you 
withdrew at least a penny from it 
as pension income before that date, 
you’ll be able to continue investing 
up to £40,000 a year into it – the 
normal “annual allowance” for 
pension contributions. 

If you have a capped drawdown 
pension and you haven’t yet taken 
any money from it as pension income, 
you’ll have lost the higher £40,000 
limit and you’ll be allowed only the 
new limit of £10,000 a year. Likewise 
if you have a “flexi drawdown” 
arrangement set up after 6 April this 
year, you’ll be allowed to contribute 
only £10,000 a year into it in future.

You can contribute only as much 
as you earn in any given year. Income 
from your pension unfortunately 
doesn’t count towards this.

I’m retired and not working. 
Can I still recycle?
Yes. Say you are over 55, have 
finished work and are living off 
savings. You can still invest up to 
£2,880 per year into a pension, 

attracting basic-rate tax relief by 
doing so. This will bring your 
total pension contribution up to 
£3,600, giving you a 20pc return 
on your money. 

The money can be withdrawn 
right away, depending on the terms 
applied by your pension provider. 
The first 25pc (£900) is tax-free, 
and the rest is taxed as income. 

Remember that you can earn 
£10,600 in the current tax year 
without paying tax, so if you’re a 
non-earner you’ll be able to take the 
whole lot without paying any tax. 
You can repeat this once a year.

I’ve heard I could be taxed 
at 70pc if I recycle too 
much. Is this right?
Yes. Since the freedoms were 
introduced, a number of retirees 
have decided to use all or part of 
their pension cash to increase their 
ongoing pension contributions either 
directly or indirectly. One common 
way is to pay off debt and then use 
the income released (the money you 
previously used to make regular 
debt repayments) to pay more into 
your pension.

This may sound like good financial 
planning but it’s surprisingly easy to 
fall foul of the recycling rules. A 
little-known quirk could result in 
your original withdrawal being 
treated as unauthorised, which can 
incur a tax charge of 70pc. 

Two things must happen for your 
withdrawal to count as unauthorised. 
First, the tax-free cash you took in a 
particular tax year has to be more 
than £7,500. Second, your pension 
contributions over five years have to 
be more than 30pc of the value of 
your tax-free lump sum. The five 
years that matter are the two years 
before the withdrawal, the year of 
the withdrawal itself, and the two 
years after it. 

You don’t even have to make the 
contributions yourself for them to 
count; even if they are paid by 
someone else, such as an employer, 
they will count against you.

How is the 70pc tax 
calculated?
If your contributions failed the 
two tests outlined above, the 
whole of your tax-free cash 
would be deemed to be an 
unauthorised payment. 

The withdrawal would trigger 
an unauthorised payments charge 
of 40pc and possibly another fine 
called an “unauthorised payments 
surcharge” of 15pc. Your pension 
scheme would then be charged 
a “sanction charge” of 15pc, 
bringing the total to 70pc.
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GOT A BIG TAX BILL?
Have you received an unusually 
large tax bill on your pension? 
We want to hear about it. Email 
katie.morley@telegraph.co.uk

* * *

* * * * * *
* * *
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ASK AN EXPERT

Financial advisers are split on the 
benefits of offshore bonds; the City of 
London investment trust has a long 
record of raising dividends

What’s 
the best 
way to 
start a 
pension 
for my 
son?

Helping a child to save
I am a 64-year-old widow and I no 
longer work. I have a 22-year-old son 
who graduated last year from university 
and who has not found employment 
yet. He is my only child. I would like to 
pass on some of my money to him in an 
efficient and timely manner so can I 
set up and pay into a pension for him. 
I know nothing about pensions so any 
help and advice you can give will be 
greatly appreciated.
SRW, VIA EMAIL

What you suggest is a very good idea: 
it promotes and hopefully instils the 
important discipline of long-term 
saving and is a very effective way of 
passing money to your son.

Peter Chadborn, a financial adviser 
at Plan Money, says your son would 
need to set up a personal pension 
in his name, into which you would 
make regular payments. Because he 
is not in receipt of earned income, 
the contributions would be limited to 
£3,600 per tax year.

“One of the most attractive aspects 
of pensions is the tax relief on 
contributions,” Mr Chadborn says. 
“This means that you would get basic-
rate tax relief on your contributions, so 
a gross annual contribution of £3,600 
would cost you only £2,880. This 
equates to £240 per month net. You 
would contribute the net amount and 
the pension company would collect 
the tax relief on your behalf and pay 
this into the pension.”

The money would build up over the 
years and be available when your son 
retires. Because the pension would be 
in your son’s name, he could take over 
the contributions at any time.

You will also need to decide on an 
investment strategy. Mr Chadborn 
says you should bear in mind that this 
investment is likely to be in place for 
at least 40 years, which means you can 
be quite adventurous.

Low investment management costs 
should be a key selection factor, as 
well as making sure the investment 
remains well diversified. “I would 
suggest you consider a fund from 
the Vanguard LifeStrategy range, 
specifically the 100pc equity fund,” 
he says. “This fund comprises a blend 
of global stock market ‘tracker’ funds 
and has an annual management charge 
of 0.24pc, which is very competitive.

“You will also need to select a 
pension company that can offer access 
to this fund, or whichever fund you 
select. Low charges are important so 
you might like to look at Alliance Trust 
Savings, Aviva or Old Mutual Wealth.”

Is offshore worth a look?
I will turn 60 in a few weeks’ time. I 
will then have a defined benefit pension 
worth about £17,000 a year and a 
lump sum of £112,000. I intend to carry 
on working until 65, when I will also 
benefit from two defined contribution 
schemes. One adviser suggested that 

I place the lump sum into an offshore 
bond to benefit from “gross roll-up” 
while I am still paying higher-rate 
tax, but another has warned against 
it because of the set-up and ongoing 
charges. Are offshore bonds a good tax-
free wrapper for pensions?
SH, VIA EMAIL

Jamie Kyte, of advice firm First 
Wealth, says offshore bonds are 
potentially a beneficial product.

They have the ability to defer paying 
tax on growth and withdrawals, and 
investment gains within offshore 
bonds benefit from “gross roll-up”.

This means gains are not subject to 
tax at source, apart from an element of 
withholding tax. Tax is deferred until 
the bond is surrendered, in full or in 
part. “Another advantage of offshore 
bonds is ‘top slicing relief ’, which in 
certain circumstances can reduce your 
higher-rate tax if there has been a gain 
at the time of a ‘chargeable event’,” 
Mr Kyte says. “Broadly, the total gain 
made by the bond is divided by the 
number of years the investment has 
been held. This is referred to as the 
‘slice’. It is then added to your other 
income and tax is paid accordingly.”

For example, if the slice is all 
within your basic-rate tax band, 20pc 
tax would be payable on the whole 
gain. If the whole slice is in the 40pc 
bracket, higher-rate tax would be 
payable on the whole gain. In cases 
where the slice crosses tax bands, 

the tax charged is a blended rate.
This is particularly relevant when 

you are a higher-rate taxpayer and 
intend to be a nil-rate, or basic-rate, 
taxpayer in the future.

Mr Kyte says offshore bonds 
come typically with an extra layer of 
charges compared with an Isa. Annual 
charges depend on the provider and 
normally a discount is offered if you 
invest larger sums. Total charges 
for investing in an offshore bond 
typically include an initial adviser 
charge of about 1pc of the amount 
invested, plus a continuing adviser 
charge of around 1pc.

The annual management charge 
of the funds within the portfolio will 
typically be around 0.8pc, while 
the annual charge levied by the 
“platform” on which the funds are 
held will be around 0.3pc and the 
annual offshore bond charge around 
0.3pc.

“Before investing in an offshore 
bond you should make use of your 
Isa and possibly pension allowances,” 
Mr Kyte says. “Your Isa allowance is 
currently £15,240 and, like an offshore 
bond, an Isa allows your funds to grow 
free of tax. If you are married, your 
spouse can utilise their allowance too.”

How do I boost my income?
I have a £200,000 pension pot and I 
plan to retire next year. I had always 
assumed that I would be forced to buy 

an annuity at retirement. I am pleased 
that the pension freedoms mean I’m no 
longer restricted to annuities, but I’m 
not sure how best to secure an income 
elsewhere. What are my options?
GB, VIA EMAIL

You should be aiming to secure a 
guaranteed income in retirement 
to meet your basic income needs. 
This income should ideally increase 
to offset the effects of inflation. 
Guaranteed income could be from the 
state pension, some company pension 
schemes and annuities.

Danny Cox, of the advisory firm 
Hargreaves Lansdown, says your state 
pension age depends on when you 
were born. There is a calculator at gov.
uk/calculate-state-pension, which 
will tell you when and how much you 
might receive.

“Turning to your pension pot, 
annuities may not be mandatory but 
they are still the only way you can 
secure a guaranteed income from a 
private pension for the whole of your 
life – and your spouse’s life if you die 
first,” Mr Cox says.

“‘Income drawdown’, currently the 
most popular way for newly retiring 
private investors to take their pension 
income, does not provide a guarantee 
of income. The pension remains 
invested and susceptible to the highs 
and lows of markets and interest rate 
risks. “However, if correctly managed, 
drawdown can provide a healthy and 

rising income over time. Income 
drawdown generally suits those 
pension savers who have already 
secured their essential income. In 
many cases a mix-and-match of part 
annuity, part drawdown works well.”

To establish which route is best 
for you, first work out how much 
income you need to meet the 
essentials. Then see how far your 
other guaranteed income, such as 
the state pension, will go towards 
this and, importantly, when this will 
be payable.

If there is a surplus from these 
sources beyond your essential 
requirements, and you can 
tolerate the risks involved, income 
drawdown for the whole pot could 
be the answer. We have fund tips 
for drawdown on page 7; the City of 
London investment trust, which has 
a decades-long record of increasing 
dividends, is often recommended.

If there is a shortfall of guaranteed 
income, after taking your tax-free 
cash (normally 25pc of the fund) 
look to an annuity to bridge that gap, 
using part of your pension pot.

Annuities can be good value 
when you shop around for the best 
rates and ensure you qualify for any 
enhancements because of lifestyle 
or health issues. The remaining part 
of your pension pot can go into an 
income drawdown plan, where the 
money remains invested and income 
is taken when needed.

Nicole Blackmore
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Screen test: tracker funds have enjoyed a boom in recent years

Trackers may 
be simpler than 
ordinary funds, 
but you still 
need to choose 
carefully, says 
Kyle Caldwell

The right track? Funds that 
work without the human factor

In the past couple of years 
there has been a boom in 
sales of “tracker” funds, 

which dispense with human 
stock pickers and simply 
replicate a stock market index.

Their popularity has been 
driven by the fact that trackers 
are cheaper than “actively 
managed” funds and increasing 
disillusionment with fund 
managers because so few 
consistently outperform.

Given what tracker funds are 
supposed to do, you might think 
that all an investor has to do is 
choose the market to track and 
then pick any fund that 
replicates it. But not all trackers 
are cheap, while some perform 
their task of accurately copying 
the index better than others.

We asked some fund experts 
to name their favourite trackers 
for a well-diversified portfolio.

UK trackers
Many novice investors will want 
to start with London’s FTSE 100. 
The cheapest way to get 
exposure to the Footsie is 
through the Vanguard FTSE 100 
Ucits ETF (0.07pc a year) or the 
Fidelity Index UK fund (0.09pc). 
Another option is the HSBC 
FTSE All Share Tracker (0.17pc).

The Vanguard fund is an 
“exchange-traded fund” or ETF, 
which is a special type of share 
rather than an ordinary fund.

Mike Deverell of Equilibrium, 
the wealth manager, said he 
would recommend another ETF, 
the iShares FTSE 250 Ucits ETF 
(0.4pc), which buys shares in 
medium-sized firms.

“This segment of the market 
tends to outperform the more 
internationally focused FTSE 
100 over long time periods. The 

companies in the index are 
smaller, so have more scope to 
grow quickly,” Mr Deverell said.

Global trackers
For investors seeking more di-
versification it makes sense to 
consider one of the many global 
tracker funds, which offer expo-
sure to overseas stock markets.

Bear in mind, however, that 
global trackers have hefty 
exposure to the American stock 
market because it is by far the 
world’s biggest.

Vanguard’s Developed World 
fund (which costs 0.15pc a year) 
is well regarded. It excludes the 
UK, so is seen as a good option 
to pair with a UK tracker. Its 
biggest holding is Apple.

For investors who prefer a 
US tracker, the Fidelity 
Index US costs 0.1pc.

Whether you are a 
saver in your 
twenties or just 
a decade away 
from retirement, 
it is crucial to 

get your pension portfolio in shape.
Failing to act will probably leave 

your hard-earned savings in a “default 
fund” chosen by your company 
pension scheme – or, if you have a 
pension that you manage yourself, 
your money may be stuck in funds 
that no longer suit your needs. 

Pension savers are often invested in 
“balanced managed” funds, which 
typically hold around 60pc to 70pc of 
your money in shares, with the rest 
held in bonds, property and cash. 
Such funds are designed to play it 
safe rather than take risks in search 
of superior returns.

A sensible approach, you may 
think. But for younger savers 
especially, it’s fine to be heavily 
exposed to the risks of the stock 
market – there will be plenty of time 
for recovery from any crashes, while 
periods when prices are low will 
enable your monthly savings to buy 
bargain-priced shares.

Too many balanced funds, on the 
other hand, are second-rate 
performers whose returns fail to 
match those produced over the long 
term by the stock market.

To achieve better results, financial 
advisers say savers should put the 
vast majority of their pension 
money in funds that invest in shares. 
Many advise against sticking just to 
UK-listed stocks and recommend 
instead that you have exposure to 
businesses listed on stock markets 
throughout the world.

We asked a panel of experts to 
suggest funds that will be suitable for 
pre-retirement pension portfolios.

Rathbone Global 
Opportunities

Following recent heavy falls in stock 
markets around the world it could be 
the perfect time to buy a fund that has 
in the past bounced back strongly 
when share prices have recovered.

One such fund, tipped by Brian 
Dennehy of Funexpert.co.uk, an 
investment shop, is Rathbone Global 
Opportunities, which invests in out of 
favour but growing companies.

The fund manager, James 
Thomson, buys shares in firms that 
are experiencing short-term problems 
that he expects eventually to be 
resolved, leading to a big uplift in 
the share price.

Businesses with “pricing power”, 
the precious ability to sell goods 
at a price that delivers a healthy 
profit margin, are favoured. 
The fund’s biggest holdings include 
Rightmove, the property website, 
Visa, the payments company, and 
the bookmaker Betfair.

The fund tends to avoid the more 
risky but potentially more lucrative 
returns on offer in the emerging 
markets. But it has managed to 
outperform the average fund of its 

Anyone who wants to run their own pension 
investments needs to get their choice of 
funds right. Kyle Caldwell is here to help

Your perfect 
pre-retirement 
portfolio . . .

2pc, whereas other income funds 
typically offer 3.8pc. However, 
as the income is not going to be 
drawn in the pre-retirement stage, 
this should not put savers off, 
particularly given the trust’s 
strong track record over various 
periods in delivering higher 
total returns – income plus capital 
gains – than rivals.

Over five years it has gained 
120pc, against 73pc for the average 
UK income investment trust.

Mr Train holds 20 shares, a far 
smaller number than most funds, 
and favours big brands or owners 
of intellectual property. The top 
holdings include the iconic luxury 
brand Burberry and the London 
Stock Exchange.

Mark Dampier of Hargreaves 
Lansdown, the fund shop, is a big 
fan of Mr Train. “The shares he 
buys will be around for years to 

come and can weather the inevitable 
economic cycles, so this fund will 
suit pension savers who have time on 
their side,” he says.

The trust generally trades at 
the value of its assets, with 
neither premium nor discount, 
because the board manages the 
supply of its shares. The fund 
has an ongoing charge of 0.8pc a 
year. With investment trusts 
there are no share classes to 
worry about.

Witan
This fund, another investment trust, 
is designed to suit pension savers 
who want to “outsource” their 
fund-picking decisions.

This is because it employs a total 
of 11 fund managers from outside 
investment firms, who invest 
across global stock markets. In 

Black gold: the 
Liontrust Special 
Situations fund 
invests in 
Guinness maker 
Diageo

Emerging market 
trackers
With pension savers having 
the advantage of a long time 
horizon, advisers suggest 
that a portion of a pre-
retirement portfolio should 
go into emerging markets, 

which carry greater risk but 
offer potentially greater 
long-term rewards.

Vanguard Emerging Markets 
Stock Index is one the cheapest 
options, costing 0.29pc. It 
offers exposure to shares listed 
in Europe, Asia, Africa, Latin 
America and Russia.

‘Balanced’ trackers
Savers nervous about putting all 
their cash in the stock market 
can buy a tracker holding a mix 
of shares and bonds. Philippa 
Gee, who runs Philippa Gee 
Wealth Management, suggests 
L&G’s Multi-Index range (0.31pc) 
or the Vanguard LifeStrategy 
(0.24pc) range. 

‘Smart’ trackers
These trackers apply screens to 
an index to focus on shares with 
certain characteristics, such as a 
good dividend track record.

Damien Fahy, of Money to the 
Masses, picked out Invesco 
Powershares’ FTSE Rafi UK 100 
ETF (0.5pc) and Ossiam Shiller 
Barclays Cape Europe Sector 
Value ETF (0.65pc). The 
Powershares fund tracks the 
FTSE but tries to outperform it 
by using indicators of value to 
give shares different weightings 
from the index.

The Ossiam fund follows an 
index that uses a valuation 
measure called “Cape” (the 
seasonally adjusted price-to-
earnings ratio) in an attempt to 
favour undervalued shares.
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‘Advisers 
say people 
should 
put most 
of their  
money in 
funds that 
invest in 
shares’

the past it has not been afraid to 
chop and change these fund
 managers when necessary.

According to Philippa Gee, of 
Philippa Gee Wealth Management: 
“This trust’s approach is to spread 
the risk and emphasis between fund 
managers, to avoid overreliance 
on one approach. 

“The ready-made diversification 
it offers will fit in well with those 
savers who do not have the 
confidence to pick funds to save 
towards retirement.”

The trust’s yield is 1.7pc, which is 
lower than most of its peers, but it 
has an enviable track record in raising 
its dividend consistently – it has 
increased payments every year for 
the past four decades.

The fund has returned 89pc over 
five years, compared with 58pc for the 
average global investment trust. It has 
an ongoing charge of 0.96pc a year.

type over the past five years, 
returning 76pc against 44pc.
Mr Dennehy puts this down to 
the fund’s preference for small 
and medium-sized businesses, 
which tend to have greater 
potential for growth. 

“For a proactive pension investor 
who reviews his or her portfolio every 
six months, this is the pick of the 
global funds to buy and hold for the 
long term,” Mr Dennehy says.

The fund has a total cost, known as 
the ongoing charge figure (OCF) or 
total expense ratio (TER), of 0.81pc a 
year. Remember that funds normally 
come in different versions, called 
“share classes”. For this fund, look for 
the “I” share class.

Liontrust Special Situations
Jason Hollands of Bestinvest, the fund 
shop, described this fund as one to 
buy and forget about.

Managed by the well-regarded 
investors Anthony Cross and 
Julian Fosh, this fund has a good mix 
of companies of different sizes 
because it invests across the entire 
UK stock market. 

It even buys shares listed on the 
junior Aim market, a riskier area that 
most other fund managers do not 
venture into. Top holdings include 
drinks maker Diageo and Compass, 
the world’s largest caterer.

Mr Cross and Mr Fosh will only 
buy firms that can sustain profits 
across a business cycle, perhaps 
by having high barriers to 
competition through the ownership 
of intellectual property.

“The fund has an incredibly strong 
track record of consistent, repeatable 
and significant outperformance of the 
UK stock market, with the added 
attraction of historically achieving 
this at much lower volatility,” 
Mr Hollands says. “This makes it 
ideal for savers aiming to accumulate 
value in their pension pots at the start 
and ahead of retirement.”

Over five years the fund has 
doubled in value, whereas the 
average UK growth fund has grown 
by 61pc. The fund has a total cost 
(OCF or TER) of 0.87pc a year. The 
share class to buy is “I”.

Finsbury Growth & Income
Managed by the respected Nick Train, 
a genuinely long-term investor who 
typically holds shares for 18 years, 
this fund is viewed as a solid option 
for pre-retirement pension savers 
who want a mixture of capital 
growth and income.

Rather than an ordinary fund like 
the two mentioned above, this is an 
“investment trust”. While both types 
invest in a portfolio of shares expected 
to perform well, an investment trust is 
itself listed on the stock market. 

In practice, the main differences are 
that trusts can trade at a “premium” or 
“discount” to the value of their assets 
– ordinary funds cannot – and that 
trusts are able to borrow, potentially 
magnifying both gains and losses.

The Finsbury trust’s yield is low at 
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In the new world of flexible 
pensions, a generation of 
retired savers will choose to 
manage their money instead of 
handing their capital to an 
insurance company in exchange 

for a guaranteed income. Although 
some pension savers will still buy an 
annuity, growing numbers will use 
“drawdown”, where most of the 
pension pot remains invested to 
produce an income.

How, and whether, you use these 
new freedoms depends on your other 
financial circumstances, attitude to 
risk and what you want to achieve.

For some, a reliable income will be 
the priority, whereas others will focus 
on what they can leave to their 
children. There is more on this in our 
Ask an Expert feature on page 5.

For anyone who is interested in the 
“drawdown” route, we list below 
some funds reckoned by experts to 
form sound building blocks for 
post-retirement pension portfolios.

All these funds invest only in 
shares, although many savers will 
want a balanced portfolio of various 
assets to reduce volatility in the 
event of stock market crashes. 
Others, however, will take the view 
that the stability of income is more 
important than capital values, 
especially if they plan never to sell the 
funds and will leave their pension 
assets to their heirs instead.

Generally speaking, the dividend 
income from shares is unaffected by a 
stock market crash, unless an 
economic downturn accompanies it.

Woodford Equity Income
The big dilemma pension savers face 
is how to withdraw an income safely 
while retaining the chance of decent 
growth in the future. One answer is to 
take only the “natural yield” from 
your pension pot, leaving the capital 
untouched. This can be achieved by 
buying a selection of funds that invest 
in shares which pay reliable dividends 
but also offer capital growth.

The Woodford Equity Income fund, 
managed by the respected investor 
Neil Woodford, was tipped by several 
advisers and fund analysts as a solid 
option for a post-retirement portfolio.

The fund has significant holdings in 
large pharmaceutical and tobacco 
companies, with 10pc in smaller 
British businesses, which may grow 
more quickly than blue-chip firms.

Ben Willis, an adviser at 

Whitechurch Securities, the wealth 
manager, says Mr Woodford’s 
impressive track record of 
consistently beating rival fund and the 
stock market over the past 25 years 
spoke for itself.

“His experience is second to none – 
he is a safe pair of hands for pension 
savers,” Mr Willis says.

Mr Woodford launched his new 
fund only in June last year but it has 
quickly become the most popular 
fund with the majority of investment 
shops. So far it has returned 18pc, 
whereas the average fund in the 
sector has produced zero growth 
over the same period. The fund 
yields 2.9pc and has a total cost 
(the “OCF” or “TER”) of 0.75pc a 
year. The variant or “share class” 
to buy is “C”.

Artemis Global Income
This fund, which yields 3.6pc, is 
described as a “consistent performer”.
While the fund can buy shares listed 
on any global stock exchange, 
European stocks currently account 
for around a third of its money.

Over five years it is the number one 
global income fund, returning 88pc 
versus a sector average of 47pc. It is 
also top over three years, returning 
58pc against a 27pc average.

Jason Hollands of Tilney Bestinvest, 
the advisory firm, says: “It makes 
sense for pension savers to diversify 
dividend exposure beyond Britain. 
But global income investors often face 
a conundrum as the US represents 
more than half of the global stock 
market, but offers lower yields, 
typically below 3pc.

“A fund that squares this circle is 
Artemis Global Income, which has 
materially smaller exposure to US 
companies than its benchmark and 
has a great track record.” The fund 
has a total cost of 0.84pc a year. The 
share class to choose is “I”.

Acorn Income
For savers who want to leave a legacy 
for their children it is tax-efficient to 
leave pensions untouched and spend 
the money in other savings vehicles, 
such as Isas.

Pension money bequeathed by 
those who die before 75 is tax-free, 
while above that age beneficiaries will 
have to pay tax on withdrawals at 
their highest (or “marginal”) rate. In 
either case no inheritance tax is 
payable. Savers need to invest with a 
view to growth as well as income.

One fund that aims to produce 
both is Acorn Income, a little-known 
investment trust (the difference 
between investment trusts and 
ordinary funds is explained on px). 
Darius McDermott of Chelsea 
Financial Services, the fund shop, 
pointed out that this small trust, 
which manages just £87m in 
assets, compared with about £6bn 
for Woodford Equity Income, 
has delivered spectacular 
performance over various periods. 
Over the past five years, for example, 
it has returned 191pc, against 

The funds that meet 
your needs while 
you’re building up 
your savings will 
need changing after 
retirement, explains 
Kyle Caldwell

. . . and how to change it once you retire

portfolio, savers should look to buy 
funds with contrasting investment 
styles, to help limit losses in the event 
of a heavy stock market sell-off.

In practical terms, holding a 
fund that tends to hold up well 
during a crash allows an investor 
who needs to raise a large sum at such 
a time to sell fund units without 
crystallising a loss. Advisers therefore 
suggest holding a portion of a 

post-retirement portfolio in 
some of the small number of funds 

that are run in an extremely 
cautious manner with the aim of 
preserving capital when stock 
markets fall.

RIT Capital Partners, an 
investment trust set up to manage 

some of the wealth of the 
Rothschild family, 

is regarded as one 
of the best funds 
for wealth 
preservation. It 
is a global 
portfolio of 
shares, bonds, 
currencies, 
real assets and 
private equity 

investments. 
By spreading 

its bets across various assets, the fund 
has the potential to perform well in 
various conditions, smoothing out 
returns. Mark Dampier of Hargreaves 
Lansdown, the fund shop, says: “This 
fund would complement Woodford 
Equity Income thanks to its 
completely different approach. With 
the trust under the chairmanship of 
Lord Rothschild you are investing 
alongside the very best.”

The fund has a total cost of 1.25pc a 
year. It has returned 49pc over five 
years, below the 58pc achieved by the 
average global fund.

The other income options
There are plenty of other income 
options to consider, including 
multi-asset and multi-manager 
income funds, which are 
ready-made portfolios that 
offer exposure to a range of 
investments. Often designed with 
pensioners in mind, these funds 
aim to preserve capital and 
provide an income.

Funds favoured by advisers include 
JP Morgan Multi-Asset Income, 
Henderson Multi Manager Income & 
Growth and Jupiter Income.
! Peer-to-peer lending (P2P),

which involves using an online 
marketplace to lend directly to 
individuals and businesses that 
want to borrow, is another option for 
income-hungry retirees.
! Zopa, the largest P2P company, pays 
4.8pc a year on loans lasting up to five 
years. Other big providers include 
Ratesetter and Funding Circle.
! Retail bonds, which have become 
immensely popular in the past couple 
of years, are another income option. 
Here companies borrow money from 
investors in return for regular interest 
payments, with the bond redeemed 
on a predetermined date.

The income on offer is relatively 
high, typically 5pc to 7pc.

It is important to do your 
homework and assess the financial 
strength of the business before 
lending because if things go 
wrong and the company goes 
bust you are unlikely to get your 
money back.

Also check whether the bond 
is listed on a special market 
known as Orb, which is part of 
the London Stock Exchange. 
Bonds not listed on this market 
cannot be traded and go by the 
name of “mini-bonds”, which 
carry much greater risks.

91pc for its average rival. The fund 
invests 70pc of its money in smaller 
British businesses, with 
the remainder in bonds.

“It might seem a bit racy, but the 
managers who run the fund are 
specialists in both areas,” Mr 
McDermott says. “Thanks to their 
expertise the overall volatility of the 
fund tends to be much lower 
than that of the UK stock 
market as a whole.”

The fund has a total 
cost of 0.7pc a year. 
Investment trusts do 
not have share classes.

RIT Capital 
Partners
To achieve 
diversification
 in a post-
retirement 
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Acorn Income 
investment 
trust and Lord 
Rothschild’s 
RIT Capital 
Partners are 
two of savers’ 
choices
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