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In this issue we focus on:
l Interest Rates – to raise or not to raise?
l Stagflation revisited – high inflation and low economic growth
l High inflation and low interest rates – what effect do they have on pensions?

I committed most of my last bulletin to the coming challenge of Workplace Pensions. It’s since been suggested
that it didn’t qualify as a rollicking good read – in fact, it seems it was just perfect for those who have difficulty in
sleeping! So although Workplace Pensions will be with us next year (and will be the biggest change to private
sector pensions for a generation) I will now hold back further comments for another month or two – for fear of
losing you! I’ll, therefore, devote this bulletin to the rather more topical matters of interest rates and inflation.

Interest Rates - to raise or not to raise?
The decision two weeks ago by the Monetary Policy Committee of the Bank of England to keep interest rates at
0.5% was no surprise and will doubtless have pleased Mervyn King. He had, after all warned of the “severe
consequences” of an interest rate rise, when he addressed the European Parliament in Brussels only a couple of
days earlier.

The Governor’s modified stance on interest rates now seems to be more strongly influenced by the continuing
recession (and the indebtedness of the economy) than it is by the Government’s mandate to use interest rates to
control inflation. Two and a half years ago the Bank was coerced into virtually zeroing interest rates and printing a
great deal of money, to save the Economy. In the period since then, RPI inflation has climbed from a comforting
minus 1% to a disturbing plus 5.2%.  

The Mandate given to the Bank by Government, charges the Bank with the duty of controlling inflation. The only
tools at the Bank’s disposal are money supply and interest rates. In times of rising inflation, conventional wisdom
would normally compel the Bank to increase interest rates to stem demand. But these are far from conventional
times – and the Bank has concluded that, in the absence of a meaningful economic recovery, any increase in
interest rates risks bringing about a double dip recession.  

The Bank’s justification for holding Base Rate at 0.5% is its view that quickening inflation is not a product of excess
demand – but the result of higher domestic taxation and higher (imported) commodity costs. This is undoubtedly
true but in March, the Bank blamed a “late Easter” and in February, the unseasonal weather! At some point, these
excuses will lose credibility and when that happens, the Bank will be forced to raise interest rates to maintain
overseas confidence in the currency.

For the moment, the view is that interest rates seem likely to remain unchanged for the remainder of this year.
Comfort for borrowers but bad news for investors – and all with a dependence upon yield on deposit capital. With
inflation at over 5% and deposit interest at around 2%, loss of real value of invested capital is the inevitable
consequence of the necessity to tackle the country’s excessive indebtedness.

Stagflation revisited – high inflation and low economic growth
In economic terms, the combination of high inflation and low economic growth is known as “stagflation”, an
expression coined by Ian McCleod, Conservative Leader of the House 45 years ago when describing the prevailing
economic climate as “the worst of both worlds”. At that time, stagnating growth and rising prices raised an
economic dilemma: action designed to lower inflation risked worsening economic growth – whilst action designed
to improve economic growth worsened inflation. Then, like now, steeply rising oil prices exacerbated the problem.
Budgetary austerity was the answer – but it was a long time coming.  
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Are we in danger of revisiting the economic floundering of the 1970’s? Over the last 12 months, the politicians
have given us many fine words on deficit reduction – and yet despite these, the Office of National Statistics still
reports a continuing rise in Public Sector debt. For the 12 months to April 2011, the ONS recorded a year on year
increase in (adjusted) net debt, from £765bn to £910bn - some 3 x the figure it was 10 years ago. And still it grows.
Public Sector net (additional) borrowings for the single month of April 2011 was a smarting £10bn! At some point,
the borrowing must stop and debt repayment begin. Until then, stagflation seems likely to blight the economy,
leaving inflation unrestrained and interest rates vulnerable to significant increases.

High inflation and low interest rates – what effect do they have on pensions? 
Now, what has all this got to do with pensions? Present and future pensions are deeply rooted in prevailing
economic conditions. Scheme Trustees must accommodate the economic present and hold a view on the
economic future. Pension costs rise as interest rates fall. The Government Actuary’s Department (GAD) and the
annuity providers determine their annuity rates using a combination of mortality risk and long term interest yield.
This means that the greater life expectancy of retirees, combined with current record low interest rates, result in
annuity rates being only half what they were 20 years ago.

The average life expectancy of a 65 year old male is now nearly 19 years. Current GAD rate for a 65 year old
provides for an income of around £6,400 per annum per £100,000 of fund. Market driven, single life, level annuity
rates deliver similar terms. But far lower figures emerge when RPI inflation protection is required. Here, market
terms deliver a gross inflation protected annuity income of only £4,000 per annum per £100,000 of purchase price. 

So, as the baby boomers of the post war years begin their retirement, many are finding that the pension income
generated by their accumulated pension funds is very much less than they might earlier have estimated. The
lessons to be drawn from these uncomfortable circumstances must surely be that of the necessity to place pension
funding at the very top of the list of long term financial provision. Either that or place those retirement plans on
hold for a while – and keep working! 

Robert Taylor
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