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 T he long-term 
impact on the 
nation’s personal 
finances of Brexit 
is uncertain, 
but for now 
the job of those 
investing for 
steady returns 

and income has been made harder. 
This, of course, means millions of 
people in or near retirement.

The Bank of England last week 
resisted a cut in interest rates that 
some had forecast as a measure to 
fend off a slowdown in the economy 
following the vote to leave the EU. 
It is too early to say a recession is 
coming, but a decline in confidence, 
an increase in uncertainty and 
reported delays to investment 
meant the bank had to weigh 
the potential economic benefit of 

Careful planning for retirement is even 
more important in the uncertain world 
after the EU vote, says  Ed Monk

Here’s how 
you can
Brexit-proof 
your savings

making borrowing cheaper against  
calming concerns by maintaining the 
status quo.

Movements by Bank ratesetters 
affect the cost of mortgages, cash 
account interest and other financial 
products. In practice, however, these 
real-world rates move of their own 
accord – and have been falling even 
without a cut in the Bank Rate. We are 
now further away from rising interest 
rates than ever, and this is bad news 
for retirees who need income from 
their pension savings.

Returns from cash accounts 
continue to get worse and that has the 
effect of forcing returns on other types 
of assets lower because investors are 
willing to pay a higher price for any 
income on offer. 

The longer-term effects of the vote 
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income. With share prices this high, it 
is harder for funds investing for 
income to maintain yields.
Below on this page we have some 
suggestions for investments that 
will pay an income. All come with risks 
but they give retirees the chance of a 
return that rivals an annuity while 
leaving their pension pots intact.

If you live off investments, 
watch income closely
Even if you are happy to take the risk 
of leaving your pension pot invested, 
and have identified some assets you 
think can pay the income you need, 
you still face the danger that your 
money can run out too soon without 
close vigilance. 

Mr Burrows said: “The effect of 
taking income in volatile markets is 
very real. People think they 
understand the risks, but it is 
completely different when you’re 

taking an income from your 
investments than it is when 
you are still saving.” While anyone 
who invests pension money will be 
aware that they can suffer paper 
losses, they may not be aware of the 
damage that can be done when assets 
are sold at depressed prices in order 
to fund withdrawals.

This effect is known as “pound cost 
ravaging”. When markets fall, more 
shares or fund units need to be sold to 
generate a given level of income, so 
there are fewer assets left to take 
advantage of a rebound in prices. 
The 15 months since the introduction 
of pension freedoms reforms have 
illustrated  the dangers that retirees 
withdrawing a pre-determined 
level of income can face.

Figures from William Burrows 
Annuities showed that savers with 
their money invested in the FTSE All 

In a falling market, 
look to investments 
that produce a 
return naturally, 
says Ed Monk

Four ways to hit your income target in retirement

 Those living with the 
help of investments 
in retirement have 
different priorities to 
those looking for 
growth in the medium 

and long term. Retirees who are 
“decumulating” retirement savings 
– which means spending them rather 
than adding to them – do not benefit 
from market falls by being able to 
buy more assets more cheaply. 

As explained in our front-page 
article, falling markets are a 
greater problem for those drawing 

money down from their pension. An 
important protection comes from 
assets that naturally produce an 
income, such as dividends from 
companies, rents from property or 
interest from bonds. The value of an 
initial investment will rise and fall as 
the value of those assets rises and falls 
but so long as investors don’t need to 
sell, they do not have to realise any 
losses. They can rely on the natural 
income the assets generate. Here are 
four investments that offer retirees a 
chance of meeting their income needs.

Equity income investment trusts
Investment trusts are similar to more 
traditional funds but they are 
structured as companies, and 
investors buy shares in them rather 
than units in a fund. Their structure 
enables them to borrow money and 
hold back dividend payments from 
one year to the next, offering smoother 
income returns than ordinary funds. 
This flexibility means well-managed 
trusts can pay dividends that rise 

and Schroder Real Estate are both 
recommended by advisers, and both 
offer a yield of 4.9pc.

Peer-to-peer
Peer-to-peer lending involves 
matching individuals wanting a 
return with individuals or businesses 
looking to borrow. The idea is each 
party gets a better rate. This is 
done through an online platform.  
Rate Setter is one of the most 
established platforms, and rates 
range from 3.5pc for the shortest 
term loans to 5.9pc for the longest. 

Retail bonds
These are issued by firms as a means 
to borrow money. If you buy them 
you receive interest every year until 
the bond matures, and then get your 
money back. The risk you are taking 
is that the company goes bust.

Bonds from household name 
companies are available such as 
Legal & General, paying 5.7pc, and 
Tesco, paying 5.1pc.

every year, and the best have records 
of doing this running to many decades.

Equity income trusts target higher-
than-normal income. Well regarded 
examples include City of London, 
which is offering a yield of 4.1pc, and 
Murray Income, paying 4.6pc.  

Commercial property
Investing in properties used for all 
kinds of business is a way to tap into 
the more stable rents available from 
commercial tenants. 

News from the sector recently has 
been negative. After the Brexit vote, 
funds that offer a portfolio of 
commercial property assets to 
ordinary investors had to lock in 
savers’ money because meeting 
redemptions would have meant the 
disorderly sale of properties.

Investing in the sector through 
investment trusts avoids this problem 
– a trust’s share price will fall if 
investors choose to exit in large 
numbers, avoiding the need to sell 
properties. F&C Commercial Property 
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to leave the EU are still uncertain, 
but savers and investors, particularly 
those near or in retirement, should 
take stock and plan to Brexit-proof 
their finances. Here’s our guide.

Income away from annuities
As expectations of a rise in interest 
rates diminish, yields on government 
bonds, also known as gilts, have 
fallen to historic lows. This has 
lowered the rates on annuities – the 
financial products that convert 
retirement savings into guaranteed 
income for life – because gilts are 
used to underpin their returns.

The chart below illustrates the 
relentless decline of annuity rates 
over almost 30 years. It shows the 
annual rate of return a 65-year-old 
man cashing in a £100,000 pension 
pot would have been able to receive 
for his money over that time. 

How today’s retirees must envy 
the near 16pc returns available to 
their counterparts from 1990, though 
the earlier generation had to cope 
with inflation of almost 10pc.

With comparable annuities today 
paying below 5pc, retirees have a big 
incentive to avoid them if their 

Brexit-proof your savings
circumstances allow. Pension reforms, 
which were introduced last year, make 
this possible for many more people. 
Instead of being forced to buy an 
annuity, they can leave their pension 
invested, and draw down sums when 
they need the cash.

But annuities are still the most 
appropriate option for many with 
“defined-contribution” pension 
savings as they provide a guaranteed 
level of income throughout their life.

“Those approaching retirement 
have never been faced with such 
stark choices,” according to Billy 
Burrows, of William Burrows 
Annuities. “It is probably the worst 
ever time to buy an annuity, and 
delaying a purchase if you can will 
make sense for many.”

This will not be a comfortable 
choice for some. By delaying an 
annuity purchase you are hoping that 
rates will improve in the future. This 
is very uncertain and Brexit has 
arguably pushed any rise in rates and 
gilt yields further away. It is possible 
that annuity rates will get worse 
before they get better.

Yet retirees who delay annuity 
purchase could do better even if rates 
stay the same. If their health were to 
deteriorate significantly they may be 
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able to buy an “enhanced” annuity that 
pays a higher rate on the basis that 
their life expectancy has reduced. 
By delaying, however, retirees need to 
keep their pension savings in either 
cash accounts, where rates are 
minuscule, or invested in assets where 
there is a risk of price falls. Cash rates 
are unlikely to improve in the near 
term and so more risky assets, such as 
equity funds, will be necessary if 
retirees need a return from their pot.

A world of lower returns
If retirees can delay or avoid an 
annuity purchase, they still face 
investing markets that are stretched 
and uncertain. The vote to leave the 
EU has had a profound effect on the 
stock market. The trend has been 
generally up – both the FTSE All Share 
and the FTSE 100 are higher now than 
before the referendum – but this rise 
hides great variations in the fortunes 
of different types of company. 

Those firms exposed to the UK 
economy, which have generally 
enjoyed benign conditions until this 
year, have taken a turn for the worse 
as economists predict a domestic 
slowdown and possible recession.

Meanwhile, our largest companies, 
which have spent the past year coping 
with a slowdown in the global 
economy that threatens their overseas 
earnings, have become more attractive 
to investors as their earnings enjoy a 
boost thanks to falls in the pound. For 
those investing now for retirement, 
this is a problem as those parts of the 
stock market that pay the bulk of 
dividends – typically large firms 
making goods that remain in demand 
whatever the economic weather 
– have been driven up in price.

Not only are these the firms likely to 
have been driven up by currency 
movements, but their shareholder 
payments are more attractive because 
income from cash and bonds is lower 
as interest rates have fallen, so their 
price goes higher still.

These are the companies that those 
in retirement need to pay them an 

‘it is probably the 
worst ever time to 
buy an annuity’

26 years of falling annuity returns

taking the dividends or bond interest 
produced naturally by your assets. 
This will leave the bulk of your 
capital intact, potentially until you 
die.

Some may not wish to do this 
because they either cannot afford to 
live from such little income, or else 
because they are happy to run down 
their pot in later life. That’s what it’s 
there for, after all.

In these cases, it can be better 
to set withdrawal rates as a 
percentage of the overall pot, which 
means that lower sums are taken if 
the pot has shrunk, limiting the 
damage of falling prices.

Build a cash pot
You can’t protect against falls in asset 
prices – that is the risk of investing. It 
is possible, however, to prevent 
losses being crystallised by 
withdrawals if you maintain a cash 
pot that can be used for income.

Mr Cox said: “The best long-term 
income drawdown investment 
strategy starts by building reserves 
of cash to help meet the first 
years of income plus a sum to 
allow for contingencies.” 

Share will have seen their pot dwindle 
by more than 15pc in the time since. 
The bar chart above shows the value 
of a pension pot that stood at 
£100,000 in March 2015, before the 
introduction of pension freedoms, 
and the effect that regular withdrawals 
from it would have .

Withdrawals have been set at £542 
a month, the level that an annuity for a 
65-year-old man with some health 
difficulties would pay. The pot falls as 
low as £83,364 in February 2016 
before recovering some ground. By 
the start of July the pot would stand at 
£87,910. Not all cases will be as severe. 
Equivalent annuity income would be 
lower for those in better health, and 
retirees would also be likely to split 
their investments across asset classes. 
While no guarantee against losses, 
this should reduce them.

Danny Cox, a financial planner at 
Hargreaves Lansdown, said: “The 
best way to ensure your pension 
lasts as long as you do is to stick to 
a natural yield approach. Withdrawing 
just the income generated by your 
investments leaves the underlying 
capital intact, improving the prospects 
for capital growth and a rising income 
over time.” This approach means only 

tough year takes toll on £100k fund 

Building an income: Rents from commercial tenants provide stable income
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 B uying shares 
thorugh funds is 
the default for 
most personal 
investors, who 
don’t have the 
time or know-how 
to maintain a 
portfolio on 

individual companies. They usually 
have the option of actively managed 
funds, where a manager chooses 
which shares to buy, or passively 
managed, where  investments are 
made according to the weightings of 
an index, such as the FTSE All Share.

Active funds tend to levy higher 
fees and there’s a debate about which 
is better for investors in the long run.
Active managers with the best 
records can boast they have beaten 
passive funds over many years, easily 
justifying their higher charges, while 
critics say investors cannot know 
which active funds will achieve this, 
and that most won’t. 

Something almost all agree on is 
that paying active fund charges for 
passive fund performance is the 
worst of both worlds. Funds that do 
this have been dubbed “closet” 
trackers. This is an active fund that 
behaves as a passive fund, but for the 
much higher fees associated with 
active investing. 

This normally occurs when a fund 
manager buys too many companies 
in the same proportions as the index. 

Adam Laird, head of passive 
investments at broker Hargreaves 
Lansdown, said: “Active managers 
charge higher fees because they offer 
the chance of outperformance. 
Managers can stray from the index, 
in the hunt for undervalued 
opportunities. Closet trackers hug 
closely to their index but charge the 
higher fees of an active manager.”

Identifying a closet tracker
Figuring out if a fund is a closet 
tracker requires detective work, as 
it’s not in the fund’s interest to make 
it obvious to potential investors.

Mr Laird said: “You need the 
fund’s ‘active share’ – the percentage 
of a fund which is different to its 
benchmark. If a fund’s active share is 
less than 25pc, you’ve probably got a 
tracker. Many closet trackers don’t 
publish these figures, but you can 
find a lot from a fund’s factsheet.”

He suggested looking at the top 
holdings of a fund, to see if they are 
the same as the index. “Look at a 
performance chart – it’s a warning 
sign if the fund is performing in line 
with the index over time.”

If you identify a closet tracker but 
still want exposure to the sector, look 
for other actively managed funds in 
the sector and apply the same 
methodology to check they don’t fall 
into the trap too. If there are no funds 

A mix of the two may help you 
get the best returns, says 
James Connington

Active or passive? It’s a balancing act

offering the level of performance 
required to justify the fees, gaining 
exposure through a cheap index 
tracker may be the best option. 

How much is too much when 
it comes to fees?
The goal of any investor should be to 
minimise fees as they can eat into 
returns over the long run. There needs 
to be a good reason to pay more than 

0.9pc as a total charge (look at the OCF 
or ongoing charge figure). A top fund 
manager with a consistent record 
of outperforming the benchmark 
index over a long time horizon may 
be justified in charging more.

The case for active investing 
and identifying a good manager
The active versus passive investing 
debate has raged for years, although 

to provide cheap market access, with 
a group of satellite active funds to 
add potential for outperformance.”

Mr Stevenson said investors 
should look for managers who 
consistently outperform the wider 
market. “A good starting point is a 
quantitative approach to identify 
evidence of repeatable manager skill. 
That will include looking at how a 
portfolio is constructed, performance 
over different time periods, what 
has contributed to performance in 
the past and in different market 
conditions, relative performance, 
consistency of ranking against peers, 
and other statistical measures.” 

But there were more qualitative 
elements to consider, such as if the 
manager has a well-resourced 
team, their philosophy and ability 
to handle information.

 Investing platforms – the websites 
through which investors buy funds – 
generally offer guides, analysis and 
tip lists. “Markets aren’t always 
completely efficient... not all 
investments are priced fairly. So 
there are opportunities for active 
investors to exploit irrational peaks 
of optimism and pessimism to buy 
shares when they’re undervalued 
and sell them when they become 
overpriced,” said Mr Stevenson. 

A case for passive investment
Passive investment options, which 
include tracker funds and exchange 
traded funds (ETFs), have become 
increasingly popular.

According to Mr Laird, this is due 
to the simplicity and cost of such 
investments. He said: “Over time 
your fund should mirror the rises 
and falls of the index – you won’t 
outperform but nor should you 
substantially underperform. This 
makes tracker funds easy to monitor. 

“They follow the rules of the index, 
which dictate what they invest in. 
Tracker funds don’t need to hire 
teams of analysts on the lookout for 
new opportunities to outperform.”

For most investors, passive 
investing is the easiest and cheapest 
route, although they need to properly 
build and manage a portfolio, unless 
they buy a pre-packaged one.

Mr Laird said the most successful 
investors often don’t stick to one 
style but blend different funds to suit 
their circumstances. The efficacy of 
active and passive investments 
depends on the market. Passive funds 
work better in more developed 
markets, as active managers struggle 
to find hidden gems.

Mr Laird said: “The US is a great 
example of this – the world’s largest 
market is very well researched, it’s 
hard for a manager to find cheap 
opportunities and invest in them 
before others. Gilts are another 
good example – with interest rates 
so low, it’s hard for an active manager 
to add much value and justify their 
fees. But there are areas that suit 
active managers, like smaller 
companies. These can be under-
researched and difficult to trade – 
meaning lots of value for the right 
active manager.”

Fine line 
A diverse portfolio 
using both fund 
types may be 
the best option

the majority of investors will hold both 
passive and active investments.

Tom Stevenson, investment director 
for personal investing at investment 
and pensions provider Fidelity, said: 
“You can believe in the value of 
fundamental, research-based 
stock-picking without shunning the 
passive approach completely. One 
solution is to build a diverse portfolio 
that combines a core of passive funds, 
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‘It’s a 
warning 
sign if 
the fund 
performs 
in line 
with the 
index’
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Here’s how to get 
value for money 
from a self-managed 
pension, says 
James Connington

Shopping for your 
Sipp: a DIY guide

The cost of administering a pot

Cheap doesn’t always mean good value - check your Sipp will meet your needs
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 G etting a good deal 
when choosing a 
self-managed pension 
is crucial to 
maximising 
investment returns, 

but establishing which is best value 
can be time-consuming. There is a 
huge range of platforms, each with 
pages of material to plough through. 
Opening a self-invested personal 
pension (Sipp) through a platform, 
such as those detailed 
here, provides a wide choice of 
funds and shares, in addition to 
easy switching, administration 
and online management. 

The question of which platform 
(otherwise known as a fund shop, 
investment shop or fund 
supermarket) to invest through 
can be just as important as choosing 
what to invest in. Each comes 
with different fees, depending on 
the portfolio size, that  significantly 
eat into returns if you are not careful. 

We have just the help you need. 
The table below, using data from 
specialist consultancy Lang Cat, 
details the cost of administering 
different pot sizes in both percentage 
terms and in pounds. The figures 
assume a saver makes two fund 
switches each year.

At a glance, it will show you 
whether your existing investment 
shop is cheap, expensive, or 
somewhere in the middle. The table 
reveals striking differences between 
the cheapest and most expensive 
firms, with savers potentially paying 
thousands of pounds over the odds 
to administer their portfolio.

For instance, an individual with a 
£500,000 Sipp portfolio could pay 
as little as £200 a year for its 
administration, or as much as 
£2,900, depending on the fund shop 
chosen. To find the best deal 
available, look for the cheapest 
option in the column closest to the 
amount that would be administered. 
If you’re going to be adding money to 
your Sipp, aim for the amount your 
Sipp will ultimately contain.

Why the big differences?
Providers have different pricing 
structures, and so there is no one 
provider that offers the best value 
for all portfolio sizes. For instance, 
a provider with a flat fee in pounds 
might be highly expensive for a 
smaller portfolio size, but 
would then be far cheaper in 
percentage terms for someone 
with a large portfolio. 

Those with a flat percentage fee 
are likely to be cheaper for smaller 
pots, but considerably more 
expensive for larger amounts. 

For instance, Close Brothers 
charges 0.35pc for every portfolio 
size. For Sipp portfolios up to the 
£50,000 mark, it is among the 
cheaper providers, but becomes the 
second most expensive by the £1m 
point. Interactive Investor, iWeb and 
Halifax are the three providers which 
are consistently cheap between the 
£50,000 and £1m marks.

For a £500,000 portfolio, the 
first two charge just £200 a year, 
and the latter charges £250. This is 
compared with the most expensive, 
Chelsea Financial Services, which 
charges £2,900.

Don’t miss out on the 
pension boost
Many people choose to save in Sipps, 
as the tax relief and annual 
allowances are more generous than 

on Isas. A basic-rate taxpayer putting 
money into a Sipp benefits from 
an immediate 25pc uplift, as the 
Government automatically adds 
20pc tax relief.

So an £8,000 contribution would 
be topped up to £10,000. Higher-rate 
taxpayers can claim an additional 
20pc via their tax return, meaning a 
£10,000 Sipp contribution could 
cost as little as £6,000. Only those who 
pay enough tax at the higher rate are 
eligible for the full additional 20pc. 

An additional rate taxpayer can 
claim back up to an additional 25pc via 
a tax return, on top of the initial 20pc 
relief. That means adding £10,000 to a 
Sipp could cost as little as £5,500. 

The money that’s claimed back by 

higher and additional rate taxpayers 
through their tax return could then be 
re-invested into the Sipp, attracting 
another round of tax relief. 

As with other pensions, Sipps 
cannot be accessed until the individual 
turns 55, and the money is subject to 
tax on the way out, apart from a 
25pc tax-free lump sum.

Is the change worth it?
The best solution is to choose the 
cheapest provider for your 
circumstances from the outset - but 
if you want to switch, watch out 
for extra costs.

If you decide to switch providers, 
there are a number of elements you 
should consider. If you are already a 
customer of one of these companies, 
the question is whether you could save 
by switching and whether it would be 
worthwhile. The tables will answer 

the first question but the response 
to the second is less clear-cut 
and depends on how great the 
savings would be and your exact 
circumstances. If you have both 
Isas and Sipps, then it’s worth 
remembering that some fund shops 
levy separate charges on the two 
accounts while others don’t.

It is far simpler to make a switch 
while you are still saving, rather 
than moving a pension you are 
already drawing from, but there are 
still costs to watch out for. Some 
fund shops will charge you to 
transfer investments to another 
provider, and the receiving shop 
may charge too. For instance, 
AJ Bell Youinvest charges £25 per 
holding plus £75 to transfer out. 

Transferring can also be a drawn- 
out process, potentially taking weeks 
or months, and the new provider 
may not offer all of the investments 
in your existing plan.

Another option is to sell all of 
your shares and funds at the existing 
provider, and transfer the money 
across to the new provider as cash. 
This could be cheaper, depending 
on the providers; AJ Bell Youinvest 
charges £75 to transfer out in cash. 
However, this will take you out of 
the market for some time, although 
the transfer will be faster than 
moving holdings. 

This could lead to you missing out 
on good days in the market, which 
can significantly affect total returns, 
although clearly if there is a 
downturn you will do well by having 
the money temporarily in cash.

Switching an account that 
is already in drawdown is far 
more complicated, and is something 
that is rarely done. This is because 
transferring the account triggers 
an income recalculation and 
forces future reviews.

£50,000  £100,000  £250,000  £500,000
AJ Bell youinvest 0.44% £220.00	 0.32%	 £320.00	 0.13%	 £325.00	 0.06%	 £300.00
Alliance trust Savings 0.53%	 £265.00	 0.27%	 £270.00	 0.11%	 £275.00	 0.05%	 £250.00
Aviva Consumer Platform 0.40%	 £200.00	 0.38%	 £380.00	 0.36%	 £900.00	 0.31%	 £1,550.00
Barclays Stockbrokers 0.35%	 £175.00	 0.35%	 £350.00	 0.35%	 £875.00	 0.35%	 £1,750.00
Bestinvest 0.30%	 £150.00	 0.30%	 £300.00	 0.30%	 £750.00	 0.25%	 £1,250.00
Charles Stanley Direct 0.49%	 £245.00	 0.37%	 £370.00	 0.30%	 £750.00	 0.27%	 £1,350.00
Chelsea Financial Services 0.60%	 £300.00	 0.60%	 £600.00	 0.60%	 £1,500.00	 0.58%	 £2,900.00
Close Brothers A.M. Self Directed Service 0.35%	 £175.00	 0.35%	 £350.00	 0.35%	 £875.00	 0.35%	 £1,750.00
Fidelity Personal Investing 0.35%	 £175.00	 0.35%	 £350.00	 0.20%	 £500.00	 0.20%	 £1,000.00
Halifax Share Dealing 0.28%	 £140.00	 0.23%	 £230.00	 0.09%	 £225.00	 0.05%	 £250.00
Hargreaves Lansdown 0.45%	 £225.00	 0.45%	 £450.00	 0.45%	 £1,125.00	 0.35%	 £1,750.00
Interactive Investor 0.35%	 £175.00	 0.18%	 £180.00	 0.07%	 £175.00	 0.04%	 £200.00
iWeb 0.22%	 £110.00	 0.20%	 £200.00	 0.08%	 £200.00	 0.04%	 £200.00
James Hay Modular iPlan 0.57%	 £285.00	 0.38%	 £380.00	 0.18%	 £450.00	 0.18%	 £900.00
Saga Investment Services 0.30%	 £150.00	 0.30%	 £300.00	 0.30%	 £750.00	 0.25%	 £1,250.00
Selftrade 0.59%	 £295.00	 0.42%	 £420.00	 0.32%	 £800.00	 0.23%	 £1,150.00
Strawberry 0.61%	 £305.00	 0.43%	 £430.00	 0.32%	 £800.00	 0.29%	 £1,450.00
tD Direct Investing 0.78%	 £390.00	 0.54%	 £540.00	 0.40%	 £1,000.00	 0.30%	 £1,500.00
telegraph Investor 0.49%	 £245.00	 0.30%	 £300.00	 0.12%	 £300.00	 0.06%	 £300.00
the Share Centre 0.41%	 £205.00	 0.30%	 £300.00	 0.12%	 £300.00	 0.06%	 £300.00
trustnet Direct 0.52%	 £260.00	 0.34%	 £340.00	 0.13%	 £325.00	 0.07%	 £350.00
Willis Owen 0.66%	 £330.00	 0.48%	 £480.00	 0.31%	 £775.00	 0.23%	 £1,150.00

Cheap         Expensive

‘Tax relief is more 
generous in Sipps 
than in Isas’

* * *

* * * * * *
* * *
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Pensions doctor
 A lison Place 

has been a 
freelance 
professional 
singer since 
1980. At 64, 

she works up to 60 hours a 
week as an extra chorister 
with the Royal Opera House 
and gives singing lessons. 
She does not want to stop 
working yet, but recognises 
she may need to “wind it 
down” at some point. Ms 
Place says her aim is not to 
“run out money before 
she runs out of life”.

Ms Place converted a 
private pension worth 
£90,000 into an annuity 
two years ago as she felt 
rates would get worse. Her 
annuity pays £5,000 a year 
before tax. She was entitled 
to a state pension in May 
2014 at 62 but deferred it 
and plans to defer it again. 
When she takes it, it will 
be £800 a month.

Ms Place is singing in 
Verdi’s Il trovatore at the 
Royal Opera House. She has 
had at least three contracts 
every season, paying 
£3,000 each. She also gives 
singing lessons at a private 
school and from her home, 
which she estimates brings 
in another £12,000. Her 
income is unpredictable 
but she estimates she will 
earn £37,000 this year. She 
saves £200 a month into a 
stocks- and-shares Isa and 
£400 a month into a Club 
Lloyds monthly saver that 
pays 3pc.

She has £50,000 in her 
Isa and other stock market 
vehicles and the same 
amount in cash – £20,000 
of this is invested in a Castle 
Trust bond that pays 3.9pc. 

Ms Place has no debts and 
owns her home in Hampton, 
south-west London. She 
estimates the two-bed 
Sixties Wimpey house is 
worth £350,000. Her family 
“has enjoyed an active long 
life on both sides” and she 
intends to keep working 
for as long as she can. She 
has another year of work 
guaranteed with the ROH.

Ms Place thinks she 
can retire comfortably on 
an income of £25,000 to 
£30,000, which would allow 
her to run her car, travel 
and provide a “cushion” 
if the “roof falls in”. 

Danny Cox, head of 
financial planning at 
Hargreaves 
Lansdowne, said:
Ms Place’s primary objective 
sums up the need for 
financial security as she 
heads into retirement. 
She holds £50,000 in a 
stocks-and-shares Isa and 
other share vehicles
which, if converted to 
income-paying, could 
generate about £2,000 a 

From 6 April all bank and 
building societies now pay 
interest without deducting 
tax. Basic-rate taxpayers do 
not pay tax on the first 
£1,000 of interest and 
higher-rate taxpayers do not 
pay tax on the first £500.

If Ms Place remains a 
basic-rate taxpayer, the first 
£1,000 of interest will be 
tax-free. The rest is subject 
to income tax at 20pc. She 
should use a cash Isa to 
shelter £15,240 of savings 
from tax this tax year and 
£20,000 – the new Isa limit 
from April 2017 – next year.

When the Castle Trust 
bond matures, the interest 
rate is likely to drop and Ms 
Place needs to decide if the 
inflexibility and risk of this 
product are worth the 
interest rate offered. I don’t 
think they are. Holding 
£50,000 in savings and 
bonds feels like a good 
amount to keep relatively 
liquid and at least £15,000 
of this should be easily 
accessible (broadly six 

Amelia Murray helps 
a freelance singer 
and music teacher 
plan for an annual 
retirement income 
of up to £30,000

year. Planning to deliver Ms 
Place’s income target needs 
to take into account tax 
paid. Income tax is payable 
at 20pc on the annuity and 
state pension income once it 
exceeds the personal 
allowance of £11,000. This 
would cut income by £720.

Income from an Isa is 
tax-free, meaning the 
potential for £16,640 a year, 
ignoring her savings. This 
leaves a shortfall of £8,360 
to £13,360 a year.

Ms Place’s annuity is 
likely to be a fixed and level 
income, meaning its 
spending power will 
devalue over time. The state 
pension is inflation-proof, 
and you would expect the 
income from stocks-and- 
shares Isas to rise over time.

For the foreseeable 
future, Ms Place will work 
to keep her income above 
her outgoings. Building her 
savings and investments in 
the meantime is a good plan. 
She should focus on her 
investments, which are 
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Playing on Alison Place 
is happy to keep working 
for as long as she can

months’ expenditure).
Anna Sofat, founder 
and managing director 
of Addidi Wealth, said:
On the face of it, Ms Place 
has a good lifestyle, with no 
debt and enough income to 
live as she chooses. But she 
might not have enough 
savings if she stops work. If 
possible, she should work to 
70. It’s unlikely she could 
continue to earn at current 
levels until this age but she 
can afford to scale back by 
taking her state pension 
between 65 and 76. 

She would then have a net 
income of £1,200 per month 
and a shortfall of £700 to 
£1,000. She could generate 
this income from earnings 
of £10,000 to £15,000 per 
year – about 35pc to 50pc of 
what she is earning now.

At present she has 
£100,000 in savings and is 
adding a further £5,000 to 
the pot each year. So by the 
time she is 70, her savings 
should be at least £137,000, 
even if she takes no risk and 
earns just above inflation. 

If she then earns £10,000 
per annum then her savings 
should last until she is about 
83. At that point she will 
need to access some equity 
from her home. At current 
values she should be able 
to release up to £140,000 
(40pc of the value) which 
could provide income for 
another 15 years.

Assuming her needs 
remain relatively stable, Ms 
Place should have sufficient 
assets. Her main risk is if she 
stops work too early or if her 
need for income increases.

Ms Place can pay to top 
up her state pension by £25 
per week at a cost of around 
£22,830. This equates to an 
annuity rate of 5.6pc for an 
indexed-linked pension of 
about £86 per month net of 
tax. This is a good rate, but 
of course she would need to 
give up all that capital. 
Assuming the triple-lock 
guarantee for the state 
pension rises continue and 
we see annual rises of at 
least 2.5pc a year, the break-
even point for Ms Place is 
about 14 years. After this she 
would be better off having 
bought the state pension.

Ms Place is deferring her 
state pension and so is 
getting an increase of 10.4pc 
per annum, which is very 
good. She should defer the 
pension as long as she can. If 
Ms Place was pressed for 
income or had to stop work 
next year, then she should 
also consider renting out 
her spare bedroom. Under 
the “rent-a-room” scheme 
she can earn rent up to 
£7,500 per annum without 
paying tax. Or she could 
rent her home for holidays 
via Airbnb and use the funds 
to travel.

‘I want to avoid 
running out of 
money before I 
run out of life’

likely to outperform cash. If 
she has to give up work, an 
option would be to use her 
home’s value to support her 
lifestyle by downsizing or 
equity release. Downsizing 
is expensive. It involves the 
sale of her home, then 
purchase, with fees, legal 
costs and tax in the form of 
stamp duty.

With equity release, Ms 
Place would borrow against 
her home’s value. This is 
also expensive as interest is 
added to the loan annually. 
But what is owed is repaid 
on death from the sale 
proceeds at the expense of 
her beneficiaries.

A drawdown-type equity 
release scheme would allow 
Ms Place to supplement 
her income with regular 
capital withdrawals of, say, 
£1,000 a month. The capital 
is not taxed and would avoid 
the need to move house. 
Her Castle Trust bond is a 
fixed-interest, fixed-term 
investment in which the 
interest is paid gross. 

* * *

* * ** * *

* * *
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Pensions and isas sPecial rePort

F or 84 years, California’s 
public sector workers 
have relied on the state’s 
giant pension scheme to 
fund their retirement 
and healthcare. The 

scheme – which is now known as 
Calpers – has 1.6 million members, 
comprising current workers, retired 
people and their families.

The fund has a record of 
producing enviable investment 
returns – an annualised rate of 
9.4pc over 30 years – but has found 
this more difficult to maintain 
recently. In a story that too many 
investors will recognise, Calpers is 
having to reassess its approach in 
the face of lower returns.

What can its history and current 
methods teach individual investors?

Origins of Calpers
In 1930, an amendment to 
California’s constitution was passed 
that enabled the state to provide  
retirement benefits for employees 
for the first time. Two years 
later Sers was created – the state 
employees’ retirement system. 
In 1992 this was changed to Calpers 
– the California public employees’ 
retirement system.

The scheme’s safety-first approach 
was evident from its first investment 
mandate, which allowed only bonds 
to be held. By 1953, a greater 
emphasis on diversification started 
to take hold and the state passed a 
law that allowed Sers to invest in 
real estate as well as bonds.

In 1966, Sers was allowed to invest 
in stocks – but this was limited to 
25 pc of the portfolio until 1984, 
when it started to investigate 
international opportunities. 

Today, Calpers invests in more 
than 10,000 public companies 
worldwide and more than 60 pc of 
the total fund portfolio is invested 
in private and global equities.

California’s politicians had a say 
in the investment decisions made 
by the scheme until 1992, after 
which the board was given complete 
autonomy over investments. 
Campaigners said that it was to 
prevent Governor Pete Wilson 
using the fund to cover state debts 
at the time. Successs followed and, 
by 1996, the portfolio hit the 
impressive mark of $100bn.

A significant change came in 
1999, when a Senate Bill gave state 
workers enhanced retirement 
benefits on the assumption that 
the estimated cost of $600m a year 
would be easily covered by 
investment gains.

Strong returns in the preceding 
years encouraged that view. In 1990, 
Calpers was 71 pc funded – meaning 
that it had the money to match 71pc 
of its liabilities. By 2000 this figure 
had reached 116 pc. 

This was during the dotcom 
boom, however, and rosy economic 
times had given investors a false 
sense of security.

Recent history – and a 
squeeze on returns
The 21st century so far has been 
harder for investors, including 
Calpers. The fund had grown to  
$260.6bn on 31 October 2005. In 
2008, the worldwide financial 
collapse sent it plummeting 32pc 
to $179.2bn in the years that followed. 

The fund has recovered in size 
since, to about £290bn, but was just 
73.3 pc funded by 2015. The scheme’s 
investments returned 2.4 pc that year 
–far below its 7.5 pc annual target. 

Ted Eliopoulos, chief investment 
officer at Calpers, said recently: “We 

The state’s giant 
pension scheme has 
an enviable record 
over many decades.
Diversification
is its secret, 
says Amanda Leek

Invest like... the State of California

Working model 
A California state 
employment office 
in 1939. The 
forerunner of 
Calpers was 
created in 1932

‘A recent 
dalliance 
with 
hedge 
funds was 
ended’

A recurring theme among experts 
is that investors should take a 
long-term view. And few can 
match the centuries-old record 
of the Church of England’s 
investment arm.

The church’s £7bn fund, which 
provides about 15pc of its income 
(the rest is from worshippers), has 
been run since 1948 by the 
Church Commissioners. But 
the two bodies that merged to 
form the commissioners, 
Queen Anne’s Bounty and the 
Ecclesiastical Commissioners, 
go back much further – to 
1704 and 1836 respectively.

In those early days, 
even though a fledgling 
stock exchange already 
existed in London, the 

H ow to i n ve st li k e
t H e C H u rC H o f e n gl A n d

are now in an era at Calpers, in 
contrast to previous eras, in that we’re 
paying out more in benefits than 
we’re taking in contributions. The 
investment office is responsible for 
making up that shortfall.”

Part of the problem has been that, 
as interest rates have come down over 
the past 30 years, what used to work 
in the scheme – a large proportion of 
interest-bearing assets like bonds 
– can no longer be relied upon.

In response to critics who have 
claimed that Calpers’ 7.5 pc assumed 
rate of return was unachievable, the 
fund has been defiant, saying that it 
has earned an average of 7.6 pc 
annually over the past 20 years – and 
9.4pc over 30 years. 

Mr Eliopoulos said: “That is the 
first time the fund has outperformed 
both of these time periods since 2007, 
which represents another milestone 
in the recovery of our portfolio since 
the financial crash of 2009.

“The strength of our long-term 
numbers gives us confidence that 
our strategic plan is working.”

How is Calpers doing it?
The pension fund’s strategy can be 
summed up in a word; diversification. 
It is on record as saying that the 
starting point, and the most essential 
element, of achieving a successful 
return on investment is diversification 
among stocks, bonds, cash, and other 
investments. 

In fact, Calpers believes that more 
than 90 pc of the variation in 
investment returns for any large, 
well-diversified pool of assets can 
be attributed to asset allocation 
decisions, rather than exactly what 
investments are chosen within those 
asset classes. Asset allocation targets 
and ranges are set by a committee with 
the objective of exceeding expected 
returns over rolling five-year periods, 
and to minimise or buffer the risk of 
loss in any single investment.

Calpers has been compared to 
endowment-investing models used 
by other public bodies, such as  
Harvard and Yale universities. These 
consist of roughly 70 pc traditional 
asset classes, including public and 
private equities, bonds and cash, 
and 30pc in alternative asset classes, 
such as real estate, infrastructure 
and even timber forests. 

Calpers, though, has more than 
90pc invested in traditional asset 
classes. A recent dalliance with hedge 
funds – the complicated funds that 
try to beat the markets with 
idiosyncratic investment theories 
– was ended in 2014. Hedge funds 
underperformed Standard & Poor’s 
500 stock index for five years, 
leading to the $4bn of Calpers cash 
invested in them being redirected to 
other investments.

Calpers said that it would have had 
to increase hedge fund investments to 
at least 10 pc of the total portfolio 

for the returns to have a material 
impact, but that the fees made the 
option unfeasible.

“Hedge funds are certainly a 
viable strategy for some, but at 
the end of the day, when judged 
against their complexity, cost and 
the lack of ability to scale at Calpers’ 
size, the hedge fund programme 
doesn’t merit a continued role,” 
Mr Eliopoulos said in 2014.

Ethical approach
Calpers has led the way in sustainable 
and ethical investing.  It divested its 
tobacco holdings in 2000 and also sold 
investments in two gun-makers in 
2013. Each year, a number of 
companies are selected as part of its 
Focus List programme and the board 
of Calpers uses its might as a 
shareholder to influence them. 

It aims to improve the companies’ 
corporate governance practices 
and environmental and social 
sustainability. The motivation is not 
only to make more benevolent 
companies, but also higher returns.

This has been described as “the 
Calpers effect”. In 1994, a study in 
the Journal of Applied Corporate 
Finance found companies on the 
list tended to trail the S&P 500 
before inclusion, but outperformed it 
after being added.

It is now Calpers’ policy to increase 
investment in companies 
on the Focus List, on the basis that 
they tend to outperform. 

The lessons from Calpers
Perhaps the biggest lesson for 
individual investors is to diversify. 
This is more important because 
the scheme’s approach also means 
taking on more risk in order to achieve 
its stated aims. It is harder than ever to 

get an income from bonds, so 
investors should consider moving 
some of their bond holdings to 
equities that yield income. 

Equity income investment trusts 
are popular among investors looking 
for income. Their structure means 
that income payments can be 
maintained with cash reserves, or 
even borrowing, in periods when 
dividends from underlying 
companies fall away. Many have 
records of increasing their dividend 
running to several decades. City 
of London, for example, will 
have raised its dividend for 50 
years in a row in 2016.

Calpers is diversified, but has 
moved away from complicated 
investments such as hedge 
funds. Individuals should do the 
same and resist funds or other 
investments if they don’t 
understand how they work. 

It is also a reminder that cost 
can be the difference between 
hitting your investment goals and 
not. Low-cost, “passive” funds 
that track indices may return 
more than more complicated 
funds in the long term because 
their costs are lower.

Finally, consider an ethical 
approach – not simply because 
you may feel better, but also 
because companies willing to 
become more sustainable from a 
social, environmental and corporate 
point of view often go on to perform 
better than those that do not. 

The iShares MSCI USA ESG Select 
Index is an exchange-traded fund 
which is bought and sold like a 
share in a company. It tracks large 
and mid-cap stocks screened for 
positive environmental, social and 
governance characteristics.

church’s assets consisted almost 
entirely of property. 

Although the two bodies also later 
invested in government bonds – the 
Ecclesiastical Commissioners’ 
reports to Parliament of 1845 and 
1858 point out that “some income 
was generated from exchequer bills 

and government securities” – it 
was not until the Forties that the 

commissioners began to invest 
seriously in the stock 
market.

The commissioners 
now run a diversified 

portfolio that includes 
shares, bonds, property, 
cash and alternative 
assets such as private 
holdings in unquoted 

firms.

Sir John Templeton’s greatest 
weapon as an investor was 
his optimism – especially 
at times when most other 
investors felt that there was 
little reason for it.

He believed in buying shares 
at the point of maximum 
pessimism. For example, when the 
Second World War broke out, 
Templeton, who was born in 
America, used borrowed money 
to buy shares in more than 100 
US companies.

Only four turned out 
to be worthless, and he 
made large profits on the 
other holdings. Buying 
when other investors were 
selling was only one 
aspect of his belief that 

H ow to i n ve st li k e
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the only way to succeed 
as a stock market investor was 
to do the opposite of what other 
people were doing.

Investors are always being told to 
“buy low”, he pointed out, but if 
you do this you are automatically 
going against the crowd – prices of 
shares, like anything else, are low 
when there is little demand for 
them from other buyers.

In his obituary, The Wall Street 
Journal said: “As an investor, 
he always had confidence 
that his picks would improve 

over the long term. 
Appropriately, the same 
‘enthusiasm for progress’, 
as he put it, also made him 
one of the world’s great 
philanthropists.”

Thirty-nine years after he launched 
the world’s first tracker fund, the 
many fans of John C Bogle – who 
is known as Jack – still discuss 
his teachings and encourage 
new converts.

These self-proclaimed 
“Bogleheads” follow the 
strictly passive approach to 
investing advocated by the 
87-year-old founder of 
The Vanguard Group.

It can be summed up 
in a line from his 2007 book, 
The Little Book of Common 
Sense Investing: “Don’t 
look for the needle in 
the haystack. Just buy 
the haystack.”

At its heart is a view 
that genuine investing 

H ow to i n ve st li k e
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returns are merely the proceeds 
of value created by companies 
when they produce goods or 
provide services. Owning a 
little slice of those companies 
gets you a slice of the proceeds, 
which can grow over time.

Returns on top of this, on the 
other hand, are speculation and 
a zero-sum game. One investor 
beating the benchmark means 

that another somewhere 
else must lose. For those who 
are looking to invest like 
Jack Bogle, the advice is 

simple – get the best 
tracker fund you can 
on the cheapest terms 
you can. Get just one 
for each market you 
want to invest in.
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pensions & isas special report

Pooling pensions
Could you tell me if I can 
claim back tax taken from 
my private pensions on the 
grounds that my wife has 
only a basic pension with a 
maximum income of well 
below the tax free allowance?
Can I pool our state pensions 
and my private pensions and 
then divide by two?
GH

Married couples are now 
treated as separate units 
under pension rules. This 
hasn’t always been the 
case, according to James 
Hender, head of private 
wealth at the accountancy 
firm Saffery Champness. 
“It is only since 1990 that 
wives began to be legally 
treated as economically 
independent. Before 
that, income within a 
marriage was pooled and 
the husband would then 
file a joint tax return.

“Since 1990, everybody’s 
income and allowances have 
been treated individually,” 
he said. This means that 
you won’t be able to pool 
your income with your 
wife’s, because of tax 
advantages or anything else.

Marriage does still allow 
for some limited tax breaks. 
The generosity of these 
depends on how old you are, 
and they are somewhat 
fiddly to claim.

Mr Hender explained: 
“While you can’t pool 
pension pots to get a joint 
tax advantage, there are 
options on the table that 
provide some support for 
married couples. The 
marriage allowance, which 
was first introduced in the 
2015-16 tax year, allows for 
a certain amount of the 
annual personal allowance 
to be shared by a couple.

“If one partner in the 
marriage is a basic-rate 
taxpayer and the other 
partner earns below the 
personal allowance 
threshold of £11,000, then 
a portion of the personal 
allowance – 10pc in 2016-17 – 
can be transferred to the 
higher earner. This can 
reduce the higher earner’s 
tax bill by £220 a year.”

Older couples benefit 
from the more generous 
married couple’s allowance, 
which can be worth more 
than £800 a year, as long as 
one spouse was born 
before 6 April 1935.

.
Will I be tax-free?
My pensions income for 2016-
7 will be less than the £11,000 
personal allowance.
However, my income from 
savings will be in excess 
of £1,000, so I will exceed the 
personal savings allowance.
If my total income is £13,000, 

You are unlikely to qualify 
for benefits, so your plan 
depends on whether or 
not you are able to work. 
Your options are somewhat 
narrower because of 
extremely low annuity rates.

In the past you could have 
considered a purchased life 
annuity with guaranteed 
income, part of which was 
tax-free, but this is unlikely 
to be worth it even with 
the extra you would get 
because of ill-health.

Jeannie Boyle, chartered 
financial planner at EQ 
Investors, said making sure 
you have enough to live on 
should be the first thing to 
consider. “If your ill-health 

Olivia Rudgard finds 
answers for readers 
on managing a 
couple’s pensions, 
staying tax-free and 
making the best of 
a lump sum after 
early retirement

will I remain tax-free even if 
I exceed the £12,000 made by 
adding together these two 
allowances?
CM

Because your income is less 
than £16,000, the personal 
allowance and starting rate 
band for savings work 
together to make your total 
income tax-free.

The starting rate band for 
savings was cut from 10pc to 
0pc in the 2014 Budget from 
April 2015. This means that 
anyone with income of less 
than £15,500 will not pay 
tax on their savings.

You used to have to apply 
for the starting-rate band, 
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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

the starting-rate band for 
savings, which provides 
0pc rate of tax on the first 
£5,000 of savings income.

“In addition, you should 
also be entitled to the 
£1,000 personal savings 
allowance due to your 
basic-rate tax status.”

Lump sum options
I am 43. I had to take medical 
retirement from the prison 
service. I will walk away 
with a lump sum of £28,000 
and a pension of about £380 
per month. What can I do 
with this to maximise it?
GR

ask an expert
means you are no longer 
able to work then your first 
priority will be to ensure 
you have enough to live on: 
£380 a month is unlikely to 
be sufficient, particularly if 
you’re living alone.

“Most benefits are only 
available if capital or savings 
are less than £16,000. The 
first £6,000 is ignored, 
after which there’s a 
reduction of £1 per week for 
every £250 up to £16,000.

“There are strict rules 
about deliberately depriving 
yourself of assets, so don’t 
be tempted to blow £12,000 
in order to qualify for state 
benefits. Your ill-health 
may mean you can claim 
personal independence 
payments to help with 
additional costs,” she said.

In this situation you 
should hold your money 
in cash because investments 
would be too risky, Ms 
Boyle added. Look out for 
high-interest-paying 
current accounts to 
maximise your income. 
Many have restrictions so 
make sure you qualify.

“Without any other 
assets to fall back on, you 
would not be able to deal 
with investment losses, so 
cash deposits are the most 
appropriate way to hold 
your money.

“Tax is not an issue in this 
instance – your income is 
well within the £11,000 
personal allowance.”

However, if you can 
continue to work in an 
alternative job, low-risk 
investment could be 
considered, either in the 
stock market or in a 
structured deposit.

Ms Boyle said: “After 
leaving aside enough 
money to cover financial 
emergencies, either a 
low-risk portfolio or 
a structured deposit 
could help.

“Typically, structured 
deposits last for five years 
with the returns linked to 
the performance of an 
index, usually the FTSE 100.

“Deposit-based structured 
products generally come 
with a capital guarantee so 
you get your money back at 
the end of the term, even if 
the stock market hasn’t 
performed as expected. 
But bear in mind that the 
capital guarantee is only as 
good as the company that 
issues it.

 “These products can be 
quite complex, so a low-risk 
portfolio invested in a 
portfolio of absolute return 
funds, fixed interest and a 
small allocation to equity 
funds could be preferable.

“The aim would be to 
provide better returns 
than a deposit account 
while taking minimal risk 
in order to preserve capital.”

but since interest began to 
be paid gross in April this 
year it should apply 
automatically.

Gary Smith, financial 
planner at investment 
company Tilney Bestinvest, 
said: “If we assume that 
your total income will be 
£13,000 for the current tax 
year and that your pensions 
account for at least £7,000 
of this income, then you 
should remain tax-free.

“Your pension income 
will fall within your 
personal allowance of 
£11,000 with no tax payable.

“Furthermore, as your 
earnings are below £16,000 
you should also qualify for 
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