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Pension Drawdown
Strategies Post A-day
Income drawdown has now been with us for a full 10 years. Continuing
low annuity rates coupled with increased flexibility post A-day are sure
to keep the demand for drawdown buoyant. Furthermore, many
advisers see the removal of the age 75 limit as a ‘win/win’ situation
for them and their clients allowing existing plans to carry on indefinitely.

But the FSA will require a reassessment of ‘suitability’ before
recommending that any client should opt for an Alternatively Secured
Pension. At 75 a single life level annuity generates around 10% p.a.
while a joint life annuity (50% spouse’s pension) yields 8% p.a. Even
adding full index linking still produces a 6% p.a. starting yield. It is
simply not feasible to match these income levels net of charges by
staying in drawdown after 75.

Based on the new GAD tables, the maximum withdrawal level under
ASP will be around 7% p.a. To avoid capital erosion there needs to
be a 7% investment return after charges. That’s a tall order! Even
then, the income is at risk both in absolute terms and from the effects
of inflation.

Unless annuity rates fall dramatically it seems clear that the ‘opportunity
cost’ to clients of not converting to annuity by 75 will make ASP
unjustifiable in the vast majority of cases. Any attempt to factor in
assumptions about longevity will be dangerous and advice should
never be based on the client’s own perception of how long they will
live! The sensible approach for advisers must be to assume that their
clients, at least those in good health, will live well beyond their normal
life expectancy.

Consideration also needs to be given to the best method of deploying
‘non pension’ resources, both from an income standpoint and for
estate planning purposes. In many cases a better solution will be
achieved by taking advantage of the high yield of an annuity to reduce
the client’s reliance on non pension capital resources and thereby
facilitate lifetime gifting to reduce Inheritance Tax.

Furthermore, if ASP is unlikely to be suitable then a progressive
consolidation of the drawdown portfolio will be appropriate in the years
before age 75. Our risk-graded, negatively-correlated portfolios allow
systematic ‘profit taking’ to pay benefits and to create opportunities
to convert capital returns into permanent lifetime income streams
through selective annuity ‘captures’.

Conversely, such investment consolidation will clearly be inappropriate
for clients likely to stay in drawdown beyond 75. Accordingly, it will
be necessary to reassess each client from around 65 onwards to
ascertain whether ASP is (a) feasible and (b) suitable. Even where
it is financially feasible, suitability will depend on the client’s priorities,
in particular how important it is to preserve the retirement capital and
what is the optimum combination for IHT purposes between their
‘pensions estate’ and their ‘personal estate’.

Steve Patterson, Managing Director



and save £80,000 of Income Tax. Even
although his pension benefits automatically
‘crystallise’ at 75 he does not need to take any
benefits. He has the option to take 25% tax
free cash at 75, but the capital would simply
add to his estate and be subject to 40% tax
anyway. Although leaving it in the pension fund
it will also be taxed at 40% and the net value
passing to his heirs will be higher due to the
more favourable tax treatment of the fund.

Ignoring any investment growth, his heirs will
now inherit pension funds to the value of
£120,000 after IHT, rather than cash to the
value of £72,000. In practice, the advantage
will be much greater, due to the more
favourable tax treatment of capital held in
pension funds. However, if the extra investment
into pension takes him over the Lifetime
Allowance at 75, the 25% extra tax charge
would dilute much of the benefit.

In future issues we will look at other planning
opportunities taking advantage of the new
‘simplified’ pensions regime.

Simple for IP!

Following the introduction of Simplification, the
Chartered Insurance Institute have brought
out a new examination for pensions
professionals.  Nine of IP’s staff, including all
of our retirement analysts and Murray Waddell
our Business Development Director sat the
exam on April 24, and we are delighted to say
that all passed.

Tim Semmence joins IP as
Retirement Analyst

We have appointed Tim Semmence as a
Retirement Analyst covering the South East
of England. Tim has extensive experience in
the pensions sector, having previously worked
for Scottish Equitable in Chelmsford.

Having begun his career in the financial
services industry with Sun Life in 1984, Tim
has also worked for Axa, Norwich Union and
National Mutual. He holds the AFPC G60, K10
and K20 qualifications and brings to Intelligent
Pensions a wealth of experience.

IHT Planning Using The ‘Pensions
Estate’

Following clarification by HMRC of the
Inheritance Tax treatment of pensions in
drawdown, many advisers will have been
relieved that the position on death before 75
is unchanged. However, for investors intending
to stay in drawdown after 75, the advice
becomes a lot more complex.

On death after 75 the value of the pension
plan will be assessed as part of the member’s
estate for IHT purposes. That will generally
mean a 40% IHT charge on the fund.
Nevertheless, in spite of this there will still be
many valuable estate planning opportunities,
particularly for clients who are well below the
Lifetime Allowance. The following scenario is
just one example.

The client is semi retired but still does
consultancy work. He has a healthy final salary
pension from his previous employment and,
combined with investment income and his state
pension, he pays tax at 40% on his consultancy
earnings. He also has a large house and an
investment portfolio, both of which are jointly
owned with his wife.

He and his wife use their annual gift exemptions
every year and their wills provide that the nil
rate threshold for IHT passes to the children
on first death. They have made significant
lifetime gifts into trust but no longer wish to do
this following the FA2006 changes to the tax
treatment. As things stand, there will be an
IHT charge on second death.

He expects to continue his consultancy work
for another five years, earning around £40,000
p.a. which, after tax, gives him £24,000 p.a.
on top of his pension and investment income.
Over five years he will therefore add a further
£120,000 to his estate, resulting in a £48,000
additional IHT liability, ignoring interest. His
descendants would therefore inherit an
additional £72,000 after tax.

In this case the planning opportunity is to take
advantage of the ‘simplification’ rules that allow
him to invest all of his earnings into a pension
plan. Over five years he can invest £200,000

Tim Semmence
Retirement Analyst

Murray Waddell
Business Development
Director



Simplification
Arrives – or does
it?

So, 6 April 2006 came and went, and A-Day
happened. But are we now living in a simpler

pensions world?

Looking at the lower
end of the scale, all
p e o p l e  t a k i n g
retirement benefits will
have to complete
forms to demonstrate
that their funds are
worth less than £1.5
million. If their total
funds are worth less
than £15,000 they will

be able to take them as cash. However, if they
have an occupational scheme worth more than
£15,000, and a personal pension worth only a
few hundred pounds they will have to try to
find an annuity provider for the personal
pension, as ‘trivia’ cannot now be applied on
a plan by plan basis.

In theory most people retiring from final salary
schemes will be able to take 25% of their
pension as a pension commencement lump
sum (what we knew as tax free cash before
simplification). However all changes to
Occupational Schemes are subject to suitable
rule amendments, so if the rules have not yet
been changed they will either have to accept
less, or wait until the rules are changed.

For those lucky enough to need it, transitional
protection has proved far from simple. People
will have three years to apply for protection,
but what happens if they want to take benefits
in the meantime? The Revenue has said that
providers have the option of deducting tax and
refunding it later when the Protection Certificate
is received, or they can pay gross on the
assumption that the Certificate will be
forthcoming. The Revenue has pointed out that
the tax is not due until 45 days after the end

of the quarter in which it becomes payable.
But hardly surprisingly providers have said that
they do not intend to gamble on getting the
certificate before the tax is due.

This does highlight a real problem for those
who have already activated £1.5m of benefits
(don't forget that this could be a NHS pension
of £60k p.a., rather than a SIPP). The Revenue
has said that it expects to issue certificates in
90% of cases within 15 working days of receipt
of correctly completed forms. But in a newsletter
issued recently it said that nearly a third of all
forms received to date have been rejected due
to errors in completing them!

What we used to know as Drawdown is now
known as Unsecured Pension and all existing
plans must be switched to the new limits within
two years, after which the limits will only change
every five years, which is simple, but hardly
sensible!

Maximum employer contributions to an
employee’s pension will be £215,000 for ITY
2006/07. This will be an increase for many,
but the complication is that employer
contributions must be “wholly and exclusively
for the purposes of the trade” if they are to
attract corporation tax relief – previously this
was assumed if it was actuarially justified. So
some employers may be faced with paying
and then hoping they will get tax relief.

The earliest retirement age from April 2010
will be 55 which means that those of us who
were 50 after April 2005 can draw pension at
the moment under phased retirement plans,
but will not be able to vest any new segments
between April 2010 and our 55th birthdays.

Oh, and I am not even going to mention
prohibited investments or unauthorised
payments, nor will I touch on benefit
crystallisation events or second crystallisation
events.

Simplification:  nice idea, shame about the
practicalities!

David Trenner, Technical Director

David Trenner
Technical Director



The Continuing Story Of
Our First Client - Rufus
T Firefly
Rufus is now 66 and at his last annual review we explored
the option of him staying in drawdown after age 75. He was
interested in taking advantage of the introduction of "alternatively
secured pensions" to preserve his pension fund for his next
of kin on his eventual death. Having explained to him that the
level of income that could realistically be sustained from
drawdown after 75 was  significantly lower than could be
provided through annuities, he agreed to give more thought
to his income requirements after 75.

Rufus has been very pleased with the performance of his
pension fund over the last two years. He has noticed that for
the last two quarters we have recommended withdrawals from
overseas equity funds to meet his benefits. He understands
that part of our risk management process is to capitalise on
gains wherever possible. He has asked whether we are likely
to recommend further 'profit taking' from equity linked holdings
and whether this will lead to the overall equity content of his
plan being reduced over the next few years.

His query highlights why it is important to have some indication
from Rufus whether or not he is likely to want to stay in
drawdown permanently or convert to annuities at or before
age 75. Prior to the introduction of ASP the only option was
to buy an annuity and that had to be done by age 75 at the
latest. Our standard investment strategy was therefore geared
to a progressive switch out of equities into lower risk asset
classes in the years before age 75. This would include a
phased process of annuitisation that in some cases might start
before age 70. It was explained to Rufus that if the intention
was to stay in drawdown beyond age 75 then this approach
would no longer be appropriate.

Rufus wanted to know why we might recommend that annuities
start being bought even before age 70 for some clients. Our
analyst explained that the age at which annuitisation should
start is based on a range of factors. Most important of these
is the level of priority which the client gives to the security of
his pension income as opposed to other factors, such as
having the opportunity to achieve ongoing investment growth,
or preserving the pension capital in the event of premature
death, or having the flexibility to vary the pension income to
suit changing needs and circumstances. While traditional
annuities provide a secure pension income, they don't meet
these other objectives. That is why at each annual review we
ask clients to rank their objectives in order of priority.

The higher the priority given to security of pension income the
earlier would the annuitisation process begin. Other factors
that are taken into account are the client's attitude to risk and
the extent to which they are dependent on the benefits from
the pension plan we look after for them, as opposed to other
resources, including state pensions and any other pension
benefits, as well as personal investments and cash.
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Rufus is keen to preserve as much of his pension fund for his
next of kin as possible, but accepts that to stay in drawdown
after 75 will mean taking a lower income than he could get by
buying an annuity. He now understands that we would like
some indication of his intentions as this will have a bearing
on the investment strategy. He agrees that his previous
estimates of his post 75 income requirements were not given
much thought, and that the first step to allowing us to assess
the feasibility of him staying in drawdown is for him to examine
this in more detail.

In the next issue we will see how Rufus got on with his
calculations. We will also examine the Inheritance Tax
implications of ASP, and what alternative approaches might
be adopted taking the overall estate planning position into
consideration.


