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In this issue we focus on:
l Five years on from ‘Pension Simplification’ – what’s changed?
l The effect of inflation
l The Eurozone Debt Crisis – When will it end?
l UK Gilt Yields, GAD Rates and their effect on pension income
l The new Flexible Drawdown rules – what do they mean?

Five years on from ‘Pension Simplification’ – what’s changed?
More than five years have now elapsed since pension income drawdown became accessible to members of
Occupational Schemes. It was on the 6th April 2006 that the Government’s ‘Pensions Simplification’ regulations
cleared the way for SSAS scheme members to segment their benefits and phase in their cash lump sum and
drawdown pension uplift. These changes meant that members could, for the first time, retain active scheme
membership and simultaneously draw benefits. An ideal solution for many.

We’re now five years on – and performing many compulsory reviews for those who first entered benefit uplift five
years ago. A great deal has changed since 2006. An ‘economic permafrost’* seems to have descended upon
most western economies; property has lost value; equities have delivered losses and sovereign debt yields are at
an all time low. Meanwhile inflation marches on, eroding value and silently chipping away at the wealth of most UK
taxpayers.

The effect of inflation
We hear that the current inflation rate of 5.6% (RPI) may represent a peak – as the home grown element of increased
VAT, falls out of the equation in January. Furthermore certain imported elements of inflation (energy prices and raw
material costs) may have peaked – reflecting worldwide economic slowdown.

We look forward to a reduction in the growth rate of inflation – but even at 5% per annum, inflation will halve value
over 14 years. This unsettling reality is well understood by those who rely on current dismal deposit yields to bolster
income or protect the value of invested capital. But for the indebted, rising inflation and rock bottom interest charges
can be a good news story – and for those who remain in command of a reliable and perhaps increasing income,
inflation may offer the only long term solution to the size of the debt mountains, so wilfully built up over the last
decade. 

The Eurozone Debt Crisis – When will it end?
Last week’s Euro Summit produced a sticking plaster fix to the Eurozone debt crisis. The ‘fix’ may have bought
time for the Eurozone – but little else. The contradiction that is the Euro can never be put right without centralised
fiscal union – and the necessity for every Euro member nation to surrender national economic independence.
Indeed this ambition for ‘closer economic union’ emerges, in the terms of the offered Greek rescue package, as
the installation in Athens of an EU inspectorate to ensure ‘full implementation’ of Greece’s austerity policies. Now
if that’s not the surrender of national sovereignty then I don’t know what is!

At some point soon, the extraordinarily misguided experiment that is the Euro must come to an end. The countries
of Southern Europe need financial freedom. They need to escape from the inevitability of debtors’ prison, issue
national currencies and start the fight back to economic solvency and full employment. The Euro will survive – but
not in its present form nor for its current members. My guess is that it will become the currency of the stronger
Northern Eurozone countries alone. 

* “HSBC Global Research Report – The New Economic Permafrost” 23rd August 2011. 
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And yet whilst these billowing economic storm clouds encircle Europe, the international value of the Euro remains
largely unchanged. Germany is of course the key player. The perceived strength of their economy is demonstrated
in their Bond yields. German 10 yr Bonds, for example, deliver a yield of only 2%, whereas yields of closer to 6%
apply to similar issuances from Spain and Italy. Elsewhere, amongst Europe’s really bad boys, yields are well into
double figures – whilst at the far end, the yield on Greek 10 yr Government Bonds is currently over 24%!

For ‘high yield’ read ‘high risk’. We now know that Greece will be permitted to default upon their bank debt –
provided that they meet the ECB’s penal fiscal requirements. Papandreou’s decision to hold a referendum on the
EU bailout package is indicative of his fears for the country’s acceptance of the full austerity package. What the
leaders want is not necessarily what the people will accept.

UK Gilt Yields, GAD Rates and their effect on pension income
This brings me back to UK Gilt yields and Government Actuary Department (GAD) rates. This month, yields on 15
year Gilts look likely to drop below 2.75% - the lowest recorded rate in post-war history. Compare this with the
4.75% rate of five years ago. Small differences perhaps but generators of big reductions in pension income –
whether that pension is taken through drawdown or by annuity purchase. Gilt yields and GAD rates clearly matter
a lot.

The next question is how much longer the artificially low yields on UK Government stock are likely to prevail. It
makes little sense in these inflationary times, for investors to commit funds to yields of only 2%, for any reason
other than an overriding need for safety. And, just now, safety is what it’s all about but at some point, Gilt yields will
start to rise. The present sub 2.75% territory has not been visited for more than 60 years – but as long as we remain
in recession and Base Rates remain near zero, no significant yield rise looks likely in the near term. I think we will
have to wait at least 2 years.

The new Flexible Drawdown rules – what do they mean?
For members in drawdown and in receipt of State Pension, Flexible Drawdown has much appeal. This year’s new
Flexible Drawdown rules are now available to all of those in receipt of a ‘Secure Pension’ of £20,000 per annum.
State Pension may already account for half of this amount – the rest may be made up of private pensions and
pension scheme annuities in payment. Once the qualifying line for ‘Flexible Drawdown’ has been crossed, a
Member may set aside the constraints imposed by GAD rates and take such income as is needed – or as seems
appropriate, from crystallised funds. Of course any acceleration to current drawdown income increases the risk of
exhausting the fund whilst life and health still remain. Think on. 

In the circumstances where existing pensions in payment amount to less than £20,000 per annum, some measure
of annuity purchase may be worthwhile to enable the member to cross the Flexible Drawdown starting line. The
downside here is the familiar impact of low Gilt yields and annuity rates. We’re back to that again! Talk to your
advisers.

More on this next time.
Robert Taylor 
2 November 2011
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