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7 Factors That Could Cost You
Your Retirement
And the Strategies That Could Facilitate Your
Dream Retirement
Did you know that people who are retiring now are receiving around 79% less income than
they would have got for the same investment fund 20 years ago? To put this into context, in
2012 retirees could ‘expect a typical annual income of £15,300, making them around £3,400
a year worse off than workers who retired on £18,700 in 2008’ 1. This makes retirement a
daunting prospect for anyone thinking of finishing work for good. Add the current higher
cost of living and the poor returns on savings and investments into the mix, and a daunting
prospect quickly becomes terrifying.
So what can you do? Well, the first step is to ‘know your enemy’. You need to develop a
clear understanding of what you are up against, as only then can you fight for a brighter
retirement. This paper will show you the 7 factors that could cost you retirement and the
ways in which you can best arm yourself against them. More than that, we will look at
strategies that could facilitate your dream retirement, so that you can enjoy your twilight
years in comfort, experiencing the life that you aspire to.
To give you some contextual information about the authors, we are a financial planning firm
called ‘Efficient Portfolio’. Our team is made up of a group of highly qualified and
experienced individuals, who are able to give advice on a range of financial areas- whether
you are an individual, a family, a young professional or of retirement age. Our team have
over 60 years combined experience and operate in London and Rutland. We take a holistic
approach to financial planning; rather than look at specific products, we take each client
through a life planning process, which aims to indentify each individual’s personal hopes
and dreams. We then concentrate on building an approach to your financial planning that is
as unique as you are.

1

Taken from research conducted by the Prudential, published by Yahoo! UK Finance
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In our experience, many pre-retirees share similar concerns regarding their finances. Many
are worried that they are not maximising the return on their efforts and that their money is
not working hard enough for them. Others are anxious that they pay too much tax. And
some are struggling to understand how to ensure that their family are provided for in the
future. Helping these people has put is in a great place to help others in the same situation.
It is our hope that this paper will be able to help you.
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Chapter 1- What is the Real Cost of Your Pension?
When you look into the pensions industry, there are some key phrases that always seem to
crop up; Annuity Rates, Open Market Options, Gilt Yields and Drawdown. Unless you are
savvy to the peculiar planet of pensions, these terms may seem baffling to say the least!
However, they need to become phrases that you fully understand, if you want to have the
ideal retirement. In this chapter we will address each of these expressions; giving you a
definition of each of them and a clear explanation of what they entail. Neglecting to take
notice of some these factors could cost you your retirement, which is why we will also aim
to show you how careful planning around these issues could enable you to obtain the
retirement that you are dreaming of.
So let us begin starting with Annuity Rates, or rather Annuities. Annuities are the oldest
financial products around, going back as far as Roman times where ‘annuas’ existed which
promised to pay an income for a fixed period of time. Before we look at the definition of an
Annuity, we feel that is important to dispel any myths about what exactly a pension is. Many
people believe that when they take out a pension, the sum of money that they contribute to
this will automatically become available when they retire. This is not strictly the case. The
money that you have put into your pensions pot is yours, but can only be redeemed in a
certain fashion. Upon retirement, a Tax free lump sum of up to 25% of your total pension’s
savings can be drawn; the rest is used to buy an Annuity. As clarification, an Annuity, in
pension terms, is a conversion vehicle for your pension funds, Put simply, an Annuity adapts
the funds built up in your pension pot into a regular income that is payable to you for the
rest of your life. These Annuities can be purchased from any major insurance company in
the UK. Your current pension provider will usually be able to sell you an Annuity, but in most
cases you are under no obligation to purchase your Annuity from them. Annuities are
inescapable if you have a pension, but, as we will explain later, there are ways to go about
purchasing an Annuity that will facilitate a dream retirement, and there are ways to avoid!
We mentioned Annuity Rates earlier on and they now really come into play. The Annuity
Rate is the factor that really affects your Annuity- they can mean the difference between a
dream retirement and your later years being miserable and financially challenging! Ideally,
you want the highest possible rate for your Annuity. ‘You may want to think of an annuity
being like an insurance product in reverse. You loan an insurance company your capital and
they contract to pay you regular monthly instalments for the rest of your life. The amount
you get each year is dependent on the annuity rate available when you retire. Unlucky
retirees buy an annuity only to see the price they'd have received rise the next week. Lucky
5

ones will retire at the top of the market.’2 Annuity Rates determine how much of your
pension pot you receive each month, or the agreed payment frequency, so knowing what
affects them is key.
The first factor that we will look at is how life expectancy affects Annuity Rates. Your money
can only stretch so far, so the longer you are expected to live, the smaller amount you will
receive for each agreed period. ‘In the UK, a newborn boy could expect to live to age 77.4
and a newborn girl to age 81.6. If age 65 is reached then a male could expect to live to age
82.4 and a female to age 85. Annuity funds are therefore expected to last a little under 20
years if the average age at retirement is 65. Life expectancy varies by country in the UK. This
has led to some annuity providers including postcodes to determine their annuity rate.
Higher annuity rates may be offered to people with certain illnesses that are known to
reduce life expectancy – this leads to worsening annuity rates for healthy people. Advances
in medical science and improved living standards mean we are living longer than our
grandparents and parents before them. This will further erode annuity rates. It has been
said that people born today could live on average to age 100 – that remains to be seen but
would depress annuity rates further.’3 In short, as life expectancy increases, Annuity Rates
fall. This means that the healthier we become and the longer we live, the less money we
stand to receive in retirement. Hardly seems fair!
The second factor that affects Annuity Rates is Gilt Yields- you may remember that this is
one of the ‘peculiar’ phrases that we addressed in the opening of this chapter? As a
definition, Gilt Yields are the income, or return, received on the Government’s Bonds. The
Government has raised these bonds in a bid to raise money to help pay off any debt
obligations. Bonds are one of the safest ways of doing this, as they have a much lower rate
of risk than say a traditional investment that has been exposed to the market. The rate on
Gilts at the moment is at its lowest possible point of 2%. This is not really a surprise, as most
investment returns are performing as equally unfavourably. So why do these affect pensions
and Annuity Rates? Unfortunately for us, the insurance companies who provide our Annuity
use Gilt Yields in their calculation of how much you can take per annum as an income. This
means that low Gilt Yields mean low Annuity Rates.
The third cause of poor Annuity Rates will come as no surprise in the current economic
climate- low interest rates. We have already touched upon this issue, but to give you a more
in depth account of this, low interest rates cause low rates on Gilts. This in turn leads to low
Gilt Yields, which consequently all points to low Annuity Rates and pensioners with less in
their pocket each month. We do not need to explain current interest rates to you here, after
all the media has been peppered with reports of high inflation, the Euro-crisis and Global
2
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Recession for a few years now. Low interest rates are a factor that we cannot immediately
escape from. In February 2013, The Bank of England stated that ‘inflation will remain
uncomfortably high for another two years’4 and ‘Money markets still put base rate at 0.75
per cent at a shade under four years away - indicating rates will not be higher than they are
now until the end of 2016.’5 Interest rates paint a very gloomy picture at the moment, and
potentially will for the next two to three years.

Low interest rates are not the only factor that adversely affects Gilt Yields. Quantative
Easing (that is the Government printing more money to you and us) has also had a
significant impact on Annuity Rates. In 2012 the National Association of Pension Funds
undertook some research and found that ‘the first round of quantitative easing pushed gilt
yields down by around 1%, which increased the cost of funding British final-salary pension
schemes by about £180bn. It estimates further that the latest round has added a further
£90bn to that cost over the past six months, coming to a total of £270bn.’ 6 We will not go
into too much detail over this here, as we do not want to over complicate the issue, but it is
important for you to understand how a plethora of financial decisions can have a huge
impact upon your pension.
An increase in life expectancy, low Gilt Yields and low interest rates all contribute to
produce low Annuity Rates. Unfortunately, we mere mortals have little to no control over
these issues, yet we are the ones who are most greatly affected. It is vital for us to reiterate
a crucial point here; when you buy your Annuity, the rate that you received is fixed. If rates
were to increase in general, yours would not. Conversely, if they fell you would not be
affected, but chances are that the rates will not fall much lower! You must opt for the
4
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Annuity that provides the best rate for you. Choosing that Annuity at present is a daunting
task and you do not stand a particularly good chance of getting a good deal.
We would like to apologise in advance, as there is another section of ‘doom and gloom’
about to come, however it is not quite a depressing as poor Annuity Rates and we will try to
keep it short! In this next portion of the paper we will look at the ‘Closed Market Option’.
This is closely tied in Annuity Rates, but actually focuses on the Annuity itself. When you
come to sell your Annuity you have several options. One of the choices that you will face is
whether to purchase your Annuity from your current pension provider or whether to ‘shop
around’. The Closed Market Option is basically where you opt to purchase from your current
provider, without looking around the Open Market. For some, this may seem to be the most
convenient option, but it is not always the best. Very much like any insurance product, your
current provider may not be providing you with the best possible deal, in this case Annuity
Rate. Many providers do not see the need to be competitive in terms of Annuity Rates when
it comes to their existing customers, so beware of this! Some providers may have also
ceased to provide Annuities, so you might not even have the option of buying from them. It
is always worth speaking to an independent expert about your pension’s fund. They will be
able to tell you what, if anything, your current provider can offer. However, if you have
taken out a pension policy that offers a Guaranteed Annuity, the rate that your existing
provider offers may be higher than the market average. In this case, it may be worth sticking
with your current company.
So there we have it, the two main problems with pension funds- Annuity Rates and the
Closed Market. We are sure that you will agree that these issues do not make for the
cheeriest of reading, but they are important issues that you need to understand. Annuity
Rates and the Closed Market could potentially ruin your retirement plans. That is of course,
unless you take action. There is a light at the end of the dark, pension’s tunnel and there are
ways in which you can ensure that your retirement is idyllic.

Annuity Trends
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We cannot change Annuity Rates, but we can choose the type of Annuity we purchase.
There is nothing to say that you must use all of your pension pot in one go, i.e. buy your
Annuity on your first day of retirement and expect that to last you for the rest of your life.
The solutions to combat a potentially poor retirement income, comes in the form of careful
planning, broad knowledge of the Annuity market and generally being clever with your
money.
We have only just discussed Closed Market Options, so it makes sense to look at the
opposite of this- Open Market Options. One solution that may help you to achieve a higher
Annuity Rate is to look across the board at the different Annuities which are available to
you. This means looking at providers other than your own to try and hunt down the highest
Annuity Rate possible. ‘With most pensions, you automatically have what's called an 'openmarket option' (OMO). This means you don't have to take the pension offered to you by
your pension provider, but have the right to take your built-up fund to another provider to
get a higher annuity rate. Pension providers are obliged to remind you of your right to take
the OMO. However watch out for any charges if you exercise the OMO. In general, there
shouldn't be any if you retire at the original planned retirement date. But some providers
make charges if you retire earlier or later.’7 The Open Market Option is one simple way for
you to try to receive a better Annuity Rate. However, there are also different Annuity
options which could provide even better results.
One option for you is called ‘Income Drawdown’, or an ‘Unsecured Pension’. This type of
plan allows you to ‘take income from your pension fund while the fund remains invested
and continues to benefit from any fund growth’8. You can effectively take what you need
and leave the rest exposed to the Stock Market to (hopefully) grow. In order to enter in to a
Pension Drawdown scheme you must decide how much of your pension pot you want to
use. You can use all of it at once, or you can opt to enter smaller portions as and when you
need them. This is known as partial drawdown, but operates on the same principle as
Income Drawdown. Ordinarily, you can take up to 25% of each amount you move into
income drawdown as a tax-free lump sum, as we looked at before. Once you have done this,
the remainder will be invested and you can draw an income from this. Note here that this
income is subject to Tax. ‘You continue to manage and control your pension fund and make
all the investment decisions. Providing the fund is not depleted by excessive income
withdrawals, or poor investment performance, it may be possible to increase your income
later in life. However, if you get it wrong, your income will be reduced. Income drawdown
allows you to choose the income level you wish to withdraw from your pension ranging
from no income at all up to a capped maximum income. You choose where your fund is
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invested and should review and monitor the situation regularly. Anyone age 55 or above is
eligible for income drawdown, but it is a high risk option so is not suitable for everyone.’9
Income Drawdown does not come without its flaws. Firstly, this is an incredibly high risk
scheme. Your money is being exposed to the market’s performance, so could experience
negative growth. In theory, you could lose everything if the markets crashed. This type of
product must not be entered into without the help of a Financial Advisor, ideally an
independent one. A professional advisor will conduct a ‘Risk Profile Analyser’, which will get
to the root of your attitude to risk. For some, taking a large risk is not an issue, but for some,
they simply cannot afford to do this. Income Drawdown is also a complex idea that requires
you to review and monitor the account regularly. Unless you are completely comfortable
with managing your own investments, you need to seek professional help. A professional
advisor will also work to ensure that your funds do not become depleted due to excessive
withdrawals.
Income Drawdown is definately a solution to your pension performance, but it is not an
option to be entered in to lightly. This is a complicated scheme that requires a great deal of
knowledge, consistent monitoring and an attitude to risk that is aggressive. If you are
thinking of Income Drawdown as an option at retirement, we highly recommend speaking to
an Independent Financial Advisor that specialises in retirement planning.
If you do not have a head for risk, there are still plenty of options available to you. One of
the most obvious choices for someone in this position is a Deferred Annuity. The Investment
Encyclopaedia describes this as ‘A type of annuity contract that delays payments of income,
instalments or a lump sum until the investor elects to receive them. This type of annuity has
two main phases, the savings phase in which you invest money into the account, and the
income phase in which the plan is converted into an annuity and payments are received. A
deferred annuity can be either variable or fixed.’10 This type of scheme is effectively a
savings account, where you can earn some interest on your money before receiving it as a
full Annuity. It also allows you to postpone the payment of Income Tax on your earnings for
as long as you need to. With a Deferred Annuity, you could take up to 25% of you pension
fund over the course of 5 years, but without committing to a fixed Annuity Rate. Given the
current economic climate, waiting for 5 years could be the winning ticket. Rates will
hopefully not sink any lower, so by deferring your Annuity for a few years will hopefully
mean that the rate will be higher when you opt to purchase. Again, a Deferred Annuity is
not something to be regarded flippantly. You must speak to a professional to make sure that
this scheme is right for you. Not buying your Annuity until you need to could save you a
huge amount of money in the long-term.

9
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Something else that you should look at is Enhanced Annuities. ‘An enhanced annuity is
normally available for regular smokers, but can also benefit people who are overweight. An
enhanced annuity may also be available if you have spent a good proportion of your
working life in a hazardous occupation, such as mining. An annuity provider will normally
ask for a report from your doctor. They do this to make sure that the details in your
application form are correct. If you are accepted for an enhanced annuity, your income will
be higher than from a conventional annuity because the annuity provider expects to pay
your income for a shorter period of time. This can make a substantial difference.’11 With
rising life expectancy, an Enhanced Annuity is a way in which you can receive a better
Annuity Rate. Of course not everyone is eligible for this and suitability is looked at on a case
by case basis.
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How Annuities have performed in past years
Another type of Annuity that is available is a Short Term Annuity. The majority of people
have never heard of this type of product, so you are in good company if you have not either!
A Short Term Annuity does what it says on the tin; it is conventional in the sense that the
pensioner buys their Annuity from an insurance company and receives an income in return.
However, with this type of Annuity the period that the income is paid is not for life, but for a
specified time of five to ten years. When the indicated period has come to an end, the
investor is handed back a guaranteed sum. This can then be used to purchase a new
Annuity, which hope fully has a better rate. The flexibility that this scheme offers is
evidently attractive and is the key reason as to why Short Term Annuities have increased in
popularity. But be careful, there are of course some pitfalls to Short Term Annuities; Andrew
Tully, pension’s technical director at MGM Advantage, highlights that: "Probably the first
point to note about fixed-term annuities is that they are not actually annuities, they’re
written under income drawdown legislation. This means they will be subject to three-yearly
11
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income reviews for people that are under 75 or annual reviews for people aged 75 or older,
which could result in a fall in income. Also the initial income received is generally lower than
people could get from buying a lifetime annuity."12Like most solutions to Annuities, there
are no schemes out there that suit everyone. Once again, it is vital to speak to an
Independent Financial Advisor to see if Short Term Annuities are the best solution for you.
Finally, something that you should consider is what happens if you 'too soon'? Although this
question will not get you a better Annuity Rate, it is an issue which could determine which
fund you opt for. ‘Some annuities provide a guarantee that in the event of early death the
income will continue to be paid for the balance of the guaranteed period. For example you
may apply for a 'five year' guarantee. If you died after two years of annuity payments the
annuity would continue to be paid for the next three years. At the end of the annuity
guarantee period death results in no further payments. If you buy an annuity without a
guaranteed period, the annuity income stops on your death. You can therefore work out
how long you have to live to get back in annuity income the full amount of your fund but
there is a risk here - that you die too soon. The risk to the annuity provider is that you live
too long!’13 A very important fact to consider is that prior to purchasing an Annuity, your
children would receive some of your pension fund (45% after the Tax man has taken his 55%
cut!) If you purchase an Annuity, your family could be left with nothing.
Some factors, such as Annuity Rates, are out of our control. However, in order to secure
your dream retirement, it is vital that you take control of your finances and plan for your
future. As you have seen, there are numerous options at retirement when it comes to your
pension. None of them are right or wrong; the only correct solution depends on you as an
individual. If you are approaching retirement and are thinking about whether to purchase an
Annuity, you must speak to a professional advisor. For those of you that would rather spend
their retirement enjoying a relaxing cruise in the Mediterranean, rather than a trip on a
pedalo in Skegness, speaking to a professional will help you to realise your retirement
dreams and prevent you from losing your retirement income.

12
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Chapter 2- What Will You Trust to Leave?
Whilst you are working and receiving an income, the chances are that you are able to
provide for your family. We all want the best for our loved ones and hope that they can lead
a comfortable, secure and happy life, but what happens when you retire? If you have a
family, one of your key concerns is undoubtedly about how they will cope when you cease
to earn an income or even when you have gone. But how can you put your mind at ease and
be safe in the knowledge that your family and loved ones will be provided for? The answer
is that you must leave a legacy.
A legacy is money or property bequeathed to another by will. They are effectively legal
mechanisms that allow you to leave an asset or a sum of your money to a nominated
individual. That is the technical term anyway, but in reality a legacy is a device that gives you
and your family peace of mind. You can be safe in the knowledge that when you retire, and
eventually pass away, your family will be cared for financially. The most effective way to
leave a legacy is through a Trust.
Most of you will have heard of Trusts, but what exactly are they? ‘A trust is a legal
arrangement where one or more 'trustees' are made legally responsible for holding assets.
The assets - such as land, money, buildings, shares or even antiques - are placed in trust for
the benefit of one or more 'beneficiaries'. The trustees are responsible for managing the
trust and carrying out the wishes of the person who has put the assets into trust (the
'settlor'). The settlor's wishes for the trust are usually written in their will or set out in a legal
document called 'the trust deed.'14 Trusts are a fantastic way of holding money, or property
for people who may not be able to currently manage the assets- for example children.
Trusts are also a great way of ensuring that your loved ones will receive the financial benefit
of your estate. ‘Used alongside a Will, trusts are a way of ensuring your assets are passed on
as you would wish. Alternatively, you can use a trust to pass on your assets while you are
still alive.’15
There are many reasons why you may want to consider setting up a Trust. The most obvious
motivation, as we have already touched upon, is for your family. Trusts are an excellent
medium that will make provisions for your family now and in the future. The benefit of using
a Trust to do this is that you can set out certain conditions. For example, you can specify
when your loved ones will benefit from and the Trust, e.g. once they have reached a certain
age, when you reached a certain age, when they have finished their education or when they
14
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want to purchase a property. The great thing is, is that you chose these conditions, so you
can opt for the most relevant conditions to your family’s situation. You can also protect
assets that you do not want the beneficiary to have full and free access to, e.g. your prized
sports car will not end up in the hands of your 17 year old grandchild! Some Trusts even
have certain tax advantages, for example reducing your Inheritance Tax bill. In short, Trusts
enable you can enjoy your retirement, without having to worry about what will happen to
your loved ones.

There are two main ways in which you can create a Trust; however in both cases we would
strongly recommend that you seek professional advice. Solicitors and Independent Financial
Advisors will work together to set up a Trust for you, so seeking their advice is a must. These
professionals will set up your Trusts in one of two ways; Firstly, they will assist you in writing
the Trust into your Will. In this scenario, the executors of the Will automatically become
trustees of the Trust (we will touch upon these terms shortly). This will stand unless you
instruct otherwise. Secondly, you can execute a ‘Trust Deed’. This is a separate legal
document which appoints your nominated trustees.
As you may have already gathered, Trusts uses a great deal of terminology! Whilst the
majority of this does not need to be explained here, the main terms that you should become
accustomed to are;
Settlor - The settlor creates the trust and puts 'property' into it at the start, often adding
more later. This 'trust property' can be anything, including land or buildings, investments,
money, antiques or other valuables. The settlor says in the trust deed how the trust's
property and income should be used.
14

Trustee - Trustees are the 'legal owners' of the trust property and must deal with it in the
way set out in the trust deed. They also administer the trust. There can more than one
trustee and if your affairs are particularly complex, you can use a professional trustee.
Beneficiary - This is anyone who benefits from the property held in the trust. The trust deed
may name the beneficiaries individually or define a class of beneficiary, such as
grandchildren or children.16
Trusts also come in many shapes and forms. Whilst it is not our intention give you an
inexhaustible list here, below are the basic types of Trusts that are available to you;
Bare trust
This is held in the trustee's name, but the beneficiary can take possession of both the income and
the trust property whenever they want. For example, you could use this type of trust to pass gifts to
children whilst still alive.

Interest in possession trust (also known as a Life Interest trust)
This is a legacy left for one or more people for the duration of their lives, but which goes to someone
else after they die. The beneficiary has legal rights to all the trust's income (after expenses) but not
to the trust property. For example, you could set up this type of trust in your Will, to leave income
from the trust property to your partner for life and to your children when your partner dies.

Discretionary trust
This enables trustees to decide how much income or capital, if any, to pay to each of the
beneficiaries, but no beneficiary has an automatic right to either. For example, you could use this
type of trust to as a way to pass on property and still keep some control over it through the terms of
the trust deed. Other benefits of this type of trust:
Enables part of an estate, principally property or investments to be put into trust on behalf of the
beneficiaries.
Any income paid to the beneficiary is treated as if 40% tax has already been paid.

Accumulation and maintenance trust
This can be used to provide money to look after children under 18. Any income that isn't spent is
added to the trust property which passes to the children when they become 18.
In England and Wales, the trust turns into an interest in possession trust at that point.
In Scotland, once a beneficiary reaches 16 they could require the trustees to hand over the trust
property.

Bereaved Minors Trust
This is a special type of Accumulation & Maintenance Trust that can only be created on death of a
parent - or the Criminal Injuries Compensation Board - for a minor child who will become absolutely
entitled to the assets at age 18.
16
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Disabled Persons Trust
Allows trustees to attend to the needs of a person with disabilities.
As we are sure you can see, Trusts can be somewhat of a complex beast. That said, you should not
be deterred by this. Most reputable Independent Financial Advisors and Solicitors will be able to
assist you. They will look at you personal needs and goals and be able to provide a Trust that is ideal
for you. At Efficient Portfolio, we work closely with some of the top law firms in our area to provide
the best advice possible on Wills and Trusts for our clients.
Aside from Trusts, there is another way in which you can leave a legacy- Income Drawdown, or
Unsecured Income. In Chapter 1 we looked at this method as an alternative to purchasing an
Annuity, however Unsecured Income can also enable to you to leave your loved ones a sum of
money. Rather than repeat what was said in Chapter 1, let us briefly just look at the benefits of
taking an Unsecured Income:

By taking an Unsecured Income, you can spend what you need to in your retirement and then the
rest can be left for your children. It is worth noting here that the lump sum which is left will be
subject to tax. Despite this, the remainder will at least, if only in part, go to your loved ones. This is
unlike an Annuity, where any unused funds go straight to the Annuity provider.
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There is nothing preventing you from implementing both ‘legacy leaving’ devices that we have
mentioned here. As a rule, Unsecured Income will enable you to live out your retirement without
any financial worry, as there will always be funds available to you. With this method, your family will
also be left the remaining funds. With a Trust in place you are protecting your funds, property and
other assets and specifying the terms of how and when your legacy is used.
Both of the discussed tools here are designed to provide for your loved ones and are geared towards
helping you to enjoy your retirement and give you peace of mind. This is quite a complicated subject,
so professional guidance is always recommended.
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Chapter 3- Know Your Numbers
Understanding your numbers is an important factor in any aspect of your financial life.
When it comes to retirement, however, understanding the amount of money you need in
order to achieve your goals and lead a comfortable life could not be more important. In this
chapter we will look at your Financial Security and Financial Freedom Numbers. Although
these two concepts are related in terms of their calculation and meaning, the products and
effects of the two concepts are completely separate.
We all need a degree of money in order to live the life that we do. At the end of the day,
(unless you are 100% self sufficient and live on your own island and do not have to pay for
any services) we all have bills to pay, mouths to feed and costs to meet. Your Financial
Security number is the figure that represents the sum you need in order to finance all of
these costs. In short, the number reflects how much you need to earn or save in order to
pay for the essentials. This becomes particularly relevant when you begin to consider
retirement and how much you need to earn during your working life in order to support
yourself and your family. Always bear this figure in mind- it is the minimum amount that you
need to make. If you earn less than this number, your retirement dreams could be at risk if
you do not make any necessary changes.
So now we move on to you Financial Freedom Number. I mentioned earlier that this and
your Financial Security Number are closely connected. They certainly are linked, in the sense
that they are unique to you and represent the sum that you need. However, your Financial
Freedom Number is not about necessity, it focuses more on how much you need to realise
your dreams. Many people focus on Financial Freedom as an exact figure, or a net worth,
which they wish to achieve. In ‘The Millionaire Next Door’17 the following is suggested as a
formula for calculating your target net worth:
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It is important to consider that with a Financial Freedom Number, your income is almost
irrelevant- it is your expenses that count. For example, if you earn £100,000 each year you
have a high income. But, if you spend £90,000 per year that money would not last very long
if you were to retire.
So why exactly do you need to understand these numbers? Well, knowing your Financial
Security and Financial Freedom Numbers will change your focus and drive whilst you are in
the working world and thinking about your retirement. Without them, you are simply
attempting to earn as much as possible, but without any real reason. Mitch Stephen, a Real
Estate Investor from Texas gives a great explanation of this in his blog; 'Financial Freedom
happens when your wants and your needs are exceeded by your passive income. Once I
heard that definition, everything changed… everything became crystal clear to me. I had
been chasing money but know exactly why or how much I needed. How much was enough?
I had nothing to measure by. Until I heard that definition I had always assumed that people
who were ‘financially free’ were rich. After hearing that definition my life changed
completely because I finally understood that being financially free and being wealthy were
two completely different things.’18
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To summarise this, a nominal figure that may sound like a huge sum may not be sufficient
for your personal needs. Equally, it may be more than you will ever need. To ensure that
you and your family will be supported by the income that you have generated, you need to
calculate your personal Freedom Security Number. Likewise, if you want to be able to fulfil
all of your dreams, have a perfect retirement or be in a position to give your children the life
that you idolise, knowing your Financial Freedom Number is a must. They are different
numbers for all of us, but are key motivators for anyone approaching retirement. Knowing
your numbers gives you a clear goal.
To conclude this short chapter, it really is all about knowing your numbers. Make sure you
know what you are working towards- there is no point in over working your business if you
do not need to.
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Chapter 4- Do You Know What You Are Being Charged?
If there is one thing that unifies the Great British public, it is our hatred of charges. It seems
that for every service we receive, an underlying charge will at some time become payable.
Unfortunately, when it comes to services and products that are centred on retirement,
charges can be rife. This chapter will focus on Pensions and Investment Bonds and the
charges which you could be faced with. We will also concentrate on the methods which
could reduce any unnecessary expenditure, thus increasing your Pension fund.
So let us start by looking at the most traditional vehicle for retirement saving- Pensions.
Before we begin, it is important to note that not all Pension funds incur charges. In fact
some have guaranteed bonuses if you see them through to the end. So it is worth checking
your own individual policy before looking at solutions of how to avoid excessive fees. The
people who are worst hit by Pension charges are those who took out their Individual
Pension policies in the 1980s and 1990s. In actual fact, any policy taken out prior to 2001
could be at risk. Individual Pensions taken out before 2001 typically involved a range of
charges which incorporated the costs of setting up and administering the policies. As a
general rule of thumb, if you have an Individual Pension policy which was issued before
2001, you are probably paying too much. Note here that we are talking about Individual
Pension policies; Company Pension Schemes usually get a better deal, as your employer
would have normally negotiated a lower fee structure. Also, in this type of Pension, you
would have benefitted from employer contributions.
In 2001 Stakeholder Pensions were introduced and brought with them a cap of 1.5% on
annual charges. Stakeholder Pensions are also far more flexible and transparent than their
predecessors and also levied any weighty set-up fees. The introduction of these Pensions
also meant that Exit Penalties were abolished, which means that Pensions taken out post
2001 would enable you to transfer your retirement savings to another provider without
incurring any charge. The introduction forced some Pension companies to bring the charges
of their old Pensions in line with the new Stakeholder Pensions. This could be great news if
you have an old style Pension, as it could mean that the charges which you would have
faced have now been reduced. However, many companies did not adjust their charges, so it
is paramount that you check the details of your policy if you entered into it prior to 2001.
Stakeholder Pensions certainly helped to bring down the cost of having a Pension, which is
definitely a positive. But what are the factors that could lead to you being charged? Well,
one of the key things to look out for is who is providing your Pension.
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Many of the older Pension companies have now closed for business, or rather, they are
inactive. This means that any policy which they have sold in the past is still valid, but the
provider is not taking on any new business. This is bad news, as when a provider is no longer
a key player in the Pensions market, they stop trying to be competitive. Examples of these
companies are Old Mutual, National Mutual, Abbey Life and Allied Dunbar. Many of these
companies have been taken over by other companies such as Phoenix and Resolution, who
make their profits out of the exorbitant charges from the old Pension policies. Funds such as
this have been termed ‘Zombie Funds’ as they are effectively dead but still present. The
general performance of ‘Zombie Funds’ is dire. Many are now largely invested into bonds
and gilts rather than shares, meaning that any future growth prospects are stunted. And if
that is not a bitter enough pill to swallow, the managers of these funds rub a little more salt
into the wound by still collecting their monthly fee.

Another factor which could lead to you being overly charged is if your pension is an old style
SIPP (Self Invested Pension Plan). As a brief overview, SIPPs are Personal Pensions which
allow you to chose where you want your retirement funds invested. With traditional
Pensions, the Pension provider will make the decision as to where your money will be
invested, but SIPPs hand you back the control. You can hold a huge variety of investments in
a SIPP, from shares to commercial property. Nowadays SIPPs a becoming increasingly
popular due to their flexibility and the level of control and are suitable for a range of people.
However, if you invested into a SIPP between 1989 and 2001, you need to wary. In their
early days, SIPPs were only suitable for these with a very large Pension fund. Because of
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this, this type of fund was incredibly expensive. The charges on this type of Pension can be
astronomical, so reviewing your SIPP could be the key to you retiring when planned or
having to work for an additional 10 years!
Old style Pensions have certainly managed to damage our faith in this type of retirement
planning. It is no surprise really, when you consider that some old funds chare annual fees
of 4%. When you put this into perspective, a 4% charge each year could lead to your Pension
pot begin eroded by 40% overall! For many this has meant that their planned retirement
age has been forced back and their dreams have been destroyed. The crippling annual
charges of old Pensions and the eye-watering exit penalties, sometimes up to 20% of the
investment, have caused many people a great deal of heart ache. Unfortunately, charges on
old Pension funds are not the only factor which could ruin your retirement.
Charges on Investment Bonds, just like the old Pension, could be the obstacle that prevents
you from achieving your ideal retirement. Investment Bonds are effectively old-fashioned
insurance policies, which were created as a long-term resting place for your cash lump sum.
They can be issued by insurers, banks and Independent Financial Advisors.
In January 2013 the FSA introduced the Retail Distribution Review, a measure which aims to
stop any incentives for advisors, regardless of which institution they work for, to push
clients into potentially unsuitable investments. RDR will eliminate commission on these
products and will hopefully prevent people from losing money through poor investment
recommendations. Unfortunately, prior to January 2013, some unscrupulous advisors
pushed some clients into unsuitable and high commission paying, investments, especially
Investment Bonds.
‘The high charges on these bonds mean savers could be as much as £3,000 worse off after
five years compared with what they might have earned had they invested in an ordinary
stocks- and-shares fund. And anyone who wants to get out their money could face a £4,500
penalty. ’19 The charges on Investment Bonds are structured so that an advisor will get a
huge commission payout up front, but this is blended into the overall charges structure, so it
appears that you are not really paying anything! The charges seem to be designed to
confuse the investor.
Very much like the old style Pension, Investment Bonds also have painfully high Exit Fees.
You can, in most instances, withdraw up to 5% of your initial investment per annum without
incurring a charge, and this allowance can be carried over e.g. if you do not withdraw in the
first year, you can withdraw 10% in the second year. Of course this will affect the amount of
interest you receive. However, if you want to leave the fund, the Exit Fee could really sting
you!
19
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The other charge to watch out for with Investment Bonds is tax. A typical Investment Bond
is taxed at 20% before anything is paid out. This means that even non-tax paying pensioners
can escape! High-rate taxpayers are even further hit when they are slapped with another
tax bill of 20% when the bond is cashed in. The wealthiest earners could end up paying an
additional 30% more! To put this into perspective, an ISA, where savers receive tax free
growth, may perform better than an Investment Bond:

Remember that Investment Bonds lock your money away for long periods. If interest rates
were to increase over this period, you would not benefit.
Charges are a factor that could really cost you your retirement. Some charges are so well
concealed and obscure, that they could easily decimate your retirement funds without you
even knowing. At worst, charges could end up eroding more than half the value of your
retirement fund. This is an incredibly scary prospect and one which we hope never befalls
you. You cannot help it if you have an old Pension nor if you have invested into an
Investment Bond, however there are steps which you can take in order to safeguard your
retirement.
One of the most important steps that you can take in order to achieve your dream
retirement, is to review your Pensions and Investment Bonds. We hope that this paper has
highlighted the fact that you could be facing charges which you were not aware of, but that
is not enough. Check your documents and then check again. Paying through the nose for
unnecessary fees is not acceptable and it should not be the factor that costs you your
retirement. If you are struggling to determine whether or not you are being charged, always
consult a professional.
Another step to take is to switch providers and transfer your money to funds with a better
level of performance and lower charges. Exit Fees may become payable if you do this, but it
is often the case that the increased level of performance will easily recoup this loss and
build your retirement pot to a far greater level than before. It is important to mention here
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that old pension companies also have unnecessarily complex rules, archaic data processing
systems and trustees who have to give unanimous permission before a transaction can go
through. Some of these trustee groups only meet once a month, meaning that response
times can be slow. Patience certainly required with some providers!
The final step to take, and one that actually covers all of the moves to make, is to talk to an
Independent Financial Advisor. After the introduction of RDR, IFAs cannot offer you
products which benefit them more than you. Ideally chose an Independent Financial Planner
who has always worked on a fee paying basis, rather than commission. This is a sign that the
firm has a history of putting the customer’s needs first. At Efficient Portfolio, we have
always been independent and have always worked on a fee basis.
A good Financial Planner will help you to transfer any funds that you need to. They will also
recommend the most suitable funds for you. For example, Investment Bonds are not
suitable for everyone, but they can be useful for Inheritance Tax Planning in certain
situations. If you are concerned that charges are standing in the way of your dream
retirement, make sure you talk to a professional. Do not let charges prevent you from
realising your dreams.
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Chapter 5- The Credit Crunch and Your Retirement
It will come as absolutely no surprise to hear that the current economic climate is putting
your retirement at risk. Interest rates are at a depressing low and any hope of growth on
your funds seems like an unrealistic wish. So why is this happening and more importantly,
what can you do to reduce the risk to your retirement and increase your returns? It may
seem bleak at the moment, but this chapter will show you the light at the end of the tunnel.
We will cover three main funds in this chapter; pensions, bonds and ISAs. We will look at
how poor growth and low interest rates affect these and what steps you can take in order to
ensure that your retirement is not put into jeopardy.
Let us begin with a quick overview of what exactly interest rates are, how they are affected
by inflation and why this means poor growth on your funds. Interest rates are simply the
percentage of a sum of money charged for its use. So, if you borrow money, say in the form
of a loan, you will be charged a percentage of that sum in order to use it. Conversely, if you
invest your money into an ISA, for example, you will be given money, as the company which
you purchased the product from is using your money. Inflation is closely linked to this.
Inflation refers to the rate at which prices for goods and services rises, something that we
have seen a huge increase in during the past couple of years. Interest rates can affect the
rate of inflation and the rate of economic growth. Typically, if interest rates are high,
inflation should also be high. Likewise, a fall in interest rates and lower growth means a
drop in inflation. ‘The Bank of England changes the 'base' interest rate to try and target the
government's inflation rate of 2% +/-1 .Nominal interest rates are 1 - 2 % higher than
inflation. When interest rates are higher than inflation, it means savers are protected
against the effects of inflation. However, in 2008 and 2011, we had a period of negative real
interest rates. This meant the inflation rate was higher than the base rate. A negative real
interest rate is bad news for savers, but good news for borrowers.’20
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This can become quite a complex subject, but try not to worry about the intricacies and
technical jargon. Instead, take heed of this; we are currently in a situation where interest
rates are low and inflation is high. This of course puts a strain on everyday living, but it also
affects your fund performance. Low interest rates mean poor growth, so your retirement
savings could be at risk.
In an ideal scenario, you want to be able to gain the optimum growth on your retirement
fund, but without taking a great deal of risk. Like all idylls, the reality is not that easy, but we
will show you that there are most definitely options available to you. The clearest way to
illustrate this is by looking at how different types of ISAs are affected by growth and how
choosing the right one can affect your level of risk and the returns you receive.
Whenever you think of ISAs, their tax free nature is the first feature that shines through. The
second factor to consider is that Cash ISAs are incredibly low risk. Historically, ISAs have
been an excellent savings vehicle, whatever you may be saving for. There are two types of
ISAs- Cash and Stocks and Shares. Cash ISAs are simply savings accounts. However, unlike a
traditional savings account where a percentage of the interest accrued is taxed and given
straight to the Government, Cash ISAs are Tax free. This means that it is rare for a standard
savings account to pay a higher rate of interest than an ISA. Unfortunately, in recent years,
the rates on Cash ISAs have become smaller and smaller. Figures from Moneyfacts state that
the average Cash ISA rate was 5.29% five years ago. A year ago it was 2.55% and in 2013 it is
1.79%.21 Low interest rates are in direct correlation to poor growth rates, so if you are using
a Cash ISA as a savings vehicle for your retirement, poor performance could mean that you
need to rethink your plans .With pitiful rates like this it is not just low growth you need to
worry about; Current Cash ISA rates are below the rate of inflation. This means that your
cash is becoming devalued and you are actually losing money if you put your cash into an
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ISA! ‘The estimated inflation rate for the next two years has been raised to 2.6%.’22 Any ISA ,
or any other savings account for that matter, that offers you a rate below this is pointless,
dangerous and will almost certainly mean that you will lose money. Anyone who has studied
history will clearly understand this idea- in the post war Weimar Republic, hyper-inflation
took hold. Inflation rates became so high, that cash became worthless. Whilst we doubt that
the UK will be hit in quite such an extreme way, the principle is still the same. Cash ISAs are
losing you money!

So what do you do if you have a Cash ISA with a low interest rate associated to it? A great
deal of people are faced with this problem each Tax Year. There are a huge amount of ISAs
on the market that offer good introductory rates, which fall to pitiful percentages after a
designated period (usually 12 months). Banks tend to be the biggest culprits in all this, just
for a change! The vast majority of high street banks lure customers in with attractive Cash
ISA rates, to then slash them to near nothing after a year. A great deal of people in this
situation then transfer their ISA to another provider, for the same scenario to crop up the
following year. For some, this rigmarole is accepted, but to be honest it is a real pain! Not
only that, but in recent years it has become increasingly difficult to find a cash ISA with a
decent rate that will accept transfers in. This is largely due to the Funding Lending Scheme,
which allows banks to get cheap cash from the Bank of England. In doing so, the banks have
little to no incentive to attract ordinary savers with decent rates.
This is a quandary for anyone with a Cash ISA. Either leave the money where it is and lose
cash, or transfer to an equally poor ISA with another provider? We would recommend that
you do neither, but be prepared that there is some risk involved. Whilst the Cash ISA market
has seen increasingly poor performance and stunted growth over the past few years, their
Stocks and Shares siblings have experienced somewhat of a renaissance. From January
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2013, Stocks and Shares ISAs have shown some exceptionally strong performances. The
great news too, is that you can transfer Cash ISAs into the Stock Market and still enjoy the
Tax free benefits. This, however, is not the solution for everyone. The first thing that you
need to consider is your attitude to risk. Can you afford to gamble on the Stock Market?
When do you need access to your funds? As a general rule, those of you who need cash in
the short term should look at other alternatives to Stocks and Shares ISAs. But, if you are
looking for a longer-term investment, this could be a very appealing and rewarding
prospect.
Stocks and Shares are fairly complicated and you should only administer them yourself if
you truly know what you are doing. You also need to fully understand the risks that you are
taking- you must be prepared to lose money, as there are no guarantees. If you are
interested in moving from a Cash ISA to a Stocks and Shares but are unconfident and lack
knowledge of how the Market works, we would highly recommend seeking professional
advice. Also, if you are concerned about the level of risk that you are taking, a professional
will make suitable suggestions that are in line with your views. We will look at risk later on,
and how taking some risks could pay off.
Now let us move on to pensions, the most traditional of retirement savings vehicles. Very
much like ISAs, the interest rates on pension pots have severely dropped in recent years.
The Bank of England has maintained the Base Rate at 0.5% since March 2009, meaning that
many pension funds have been decimated and shown hardly any growth. It is not just the
investment returns which have been affected; ‘Pension investors and people buying
annuities are being hit by low long-term rates and pensioners suffer from low short-term
rates as well, as their savings income having fallen and they cannot make that up. In
addition, they have been hit by high inflation, so they can no longer protect the value of
their capital. We already see signs of rising inflation and this has damaged pensioners
significantly already. Their savings income has not kept up with inflation, most annuities are
being purchased without any inflation protection and a continued increase in inflation will
plunge more pensioners into poverty in future.’23As an aging population that is living for
longer, this is a scary prospect. There will be less money to spend and consumption will
become depressed, leading to stunted economic growth. It really could not be any bleaker!
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Low interest rates have had a negative impact on pension pots, especially in terms of
Annuity Rates. ‘Low interest rates and Quantative Easing have also hit annuity rates, which
analysts say has resulted in more than a million pensioners buying an annuity which will pay
less for the rest of their lives. When they retire, workers use their pension pot to buy an
annuity from an insurer, a decision which sets the size of their pension for life. Annuity rates
are linked to the yields on government bonds, called gilts, which have been dramatically
reduced by QE over the last three years. Analysts have found that a 65-year old man with
£100,000 could have bought a level income of £7,855 in July 2008, but someone in the same
situation this year would only receive an income of £5,923, a drop of just under 25 per
cent.’24
This is coupled with the interest rate which you are, or are not, receiving on your pension
pot prior to buying an Annuity. So what is the solution? Well, there are a couple of options.
Firstly, as we have discussed earlier in the paper, you may consider looking at alternatives to
purchasing an Annuity, namely Income Drawdown. This type of plan allows you to ‘take
income from your pension fund while the fund remains invested and continues to benefit
from any fund growth’25. You can effectively take what you need and leave the rest exposed
to the Stock Market to (hopefully) grow. In order to enter in to a Pension Drawdown
scheme you must decide how much of your pension pot you want to use. You can use all of
it at once, or you can opt to enter smaller portions as and when you need them. This is
known as partial drawdown, but operates on the same principle as Income Drawdown.
Ordinarily, you can take up to 25% of each amount you move into income drawdown as a
tax-free lump sum (see Chapter 2 for more on this).
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The second option is to transfer your pension. Different providers offer different structures,
all with varying degrees of risk. We have discussed this earlier in the paper, so it is worth
looking over Chapter 4. Transferring your pension is not something to be taken lightly, as
you must ensure that you are moving your money to a suitable fund. We recommend
talking to an Independent Financial Advisor about this. They will be able to look at the whole
of the market and suggest the best fund and type of fund for you. If you talk to a
representative from a pension company, it is worth bearing in mind that they will only be
able to give you details about their schemes, which may not be the best out there.
Finally we will look at the effect of low interest rates on Bonds. Unlike ISAs and Pension
Pots, Bonds react slightly differently to interest rates. When interest rates fall, the price of
existing bonds rises. Of course this works both ways; if interest rates were to increase, the
price of the Bond would fall. ‘Bonds generate "fixed income" payments, so when markets'
interest rates change, a bond with a fixed payment will be worth more or less by
comparison. When interest rates change, the price of long-term bonds change faster than
those of shorter-term bonds—something to remember if you think interest rates are
heading up.’26 So whilst interest rates affect Bonds, low interest rates are actually beneficial
in this scenario. However, there is a larger degree of risk involved.
Interest rates today are close to the lowest that they have ever been. Interest rates have flat
lined at a depressingly low rate, but we all know that they will not stay low
forever. ‘Regardless of whether interest rates rise or fall (now or at any time), changes in
interest rates mean changes in bond prices, as well. This won't be an issue if you plan to
hold your bonds to maturity and don't need to sell before then (more on this later), but it
will impact the value of your bonds on your statements and, more importantly, how much
you'll likely receive if you do need to sell before maturity.’27
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Bonds a certainly an option in this current climate, as they can potentially offer better
returns than ISAs or traditional pension savings funds. However, tying your money away for
a long period could have a detrimental outcome if interest rates were to begin to rise. It is a
high risk option for you as an investor, so carefully consideration must be given before
entering into a bond.
High inflation and low interest rates are not a happy couple. With the current rate of
inflation at 2.2%, the cost of living shot up. To put this into context, the average food bill has
increased by 6.6%28 in the past year alone! The base rate is still at an all time low of 0.5%, so
the rate of returns on investments and savings is pitiful. Cash is also becoming devalued. All
of these factors, coupled with the news that children in the UK are outnumbered by the
over 60’s, is frankly a terrifying prospect. These facts certainly do not bode well for your
planned retirement. But there is hope, believe it or not.
We have already touched upon some of the steps that you can take in order to ensure that
you achieve your dream retirement. Just to recap, you could move your Cash ISA into a
Stocks and Shares ISA to gain a better return, or transfer your pension fund to a new
provider. You could also look at different options at retirement, such as a Drawdown
Pension rather than purchasing an Annuity. Bonds are also an option, but do come with a
great deal of risk. These steps are only part of the story.
The true key to achieving your financial dreams lies in having a diversified portfolio. Having a
range of investment choices, in a range of markets, is a method which could help you to
retire with the funds you need. The old phrase ‘don’t put all your eggs in one basket’ could
not be truer here. By holding a selection of funds with different levels of risk is a way of
‘hedging your bets’. Of course, these investment choices need to be carefully selected and
reviewed on a regular basis. They also need to reflect your own attitude to risk. This can be
a complex balancing act for anyone who is unfamiliar with finance. In order to combat poor
levels of growth, and protect your retirement savings from becoming devalued, it is
definitely worth while speaking to a professional Independent Financial advisor. An
independent professional will have access to funds from the whole of the market. They will
also be able to review your portfolio on a regular basis and assess your level risk to make
sure it is appropriate to your investment choices. So if you are worried that your cash
savings are becoming eroded or that your Pension Investments are not performing, talk to
Efficient Portfolio.
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Chapter 6- Don’t Overpay the Tax Man!
Tax. The word that strikes fear into even the most honest and hard working of us. It is
something that we would all like to avoid, but it is inescapable in most situations and a
factor which could serious hamper your retirement dreams. Despite tax being a ‘universal
truth’, there are ways that you can reduce your tax bill. In this chapter we will look at how
Tax will affect your retirement and the methods and techniques which you can implement
in order to reduce the Tax blow. Remember though, Tax evasion is illegal, Tax avoidance is a
legitimate tactic!
Before we begin to look at your future retirement, we need to focus on the present and
consider how much money you earn. Income, in more ways than one, can shape your future
and the ways in which you save for your retirement. The more tax you pay, the less you will
have to retire on. The ideal principle here is that you maximise your retirement fund whilst
minimalising the amount of Tax you pay. Paying less tax is easily achievable if you earn
under £100,000 per annum, as the rate of tax you pay is, whilst still frustrating, manageable.
However, what happens if you are not a basic-rate tax payer? If you earn between £100,
000 and £116,210 you could be faced with a 60% effective rate of tax! This is calculated as
follows:
Income of £100,000
If you have income of £100,000 you'll be taxed as:
Income = £100,000
Personal allowance -£8,105
Taxable income = £91,895
Basic rate tax £34,370 @ 20% = £6,874
Higher rate tax £57,525 @ 40% = £23,010
Total tax payable = £29,884
Now compare this with someone who earns £116,000.
Income of £116,000
They'll pay tax of:
Taxable income (no personal allowance) £116,000
Basic rate tax £34,370 @ 20% = £6,874
Higher rate tax £81,630 @ 40% = £32,652
Total tax payable = £39,526
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Therefore on the additional £16,000 you are subject to additional tax of £9,642. This
equates to an effective income tax rate of 60%.29

A scary prospect to say the least! So how can you reduce the amount of tax you pay and
boost your retirement income? One of the main ways that you can achieve this ideal is
through Salary Sacrifice.

In November 2011 we saw up to two million teachers, civil servants, council staff, NHS
employees and other workers engaged in a walkout in protest at increased contributions
and lower pensions. In the same year, it was announced that the average single or married
man or woman (who qualify with their National Insurance contributions) would expect to
receive only £102.15 per week in the form of a state pension. With the continued media
coverage, and our own experience from 2011, it certainly was, and continues to be, a time
to focus on pensions.
We all work hard to ensure that we can achieve a comfortable standard of living, and there
should be no reason that this does not continue into our retirement. Unfortunately, it is
highly unrealistic to think that The State Pension pot alone will enable us to live a trouble
free retirement. That is why pension planning should be at the forefront of your mind. You
need to take action now, in order to safeguard your future. We are all looking to cut pension
costs, especially at a time when pension liabilities are showing a rapid growth, so which way
should you turn?
One of the most tax effective options available to you is ‘Salary Sacrifice’ or ‘Salary
Exchange’, which is a way to cut the cost of saving for your retirement. Typically people pay
into their pensions in one of two ways;
29
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1. They pay by direct debit straight into a pension they organised themselves. This
usually applies to any pension you set up yourself, whether you are employed or you
run your own company.
2. Their employer takes some of their salary and pays into the pension on behalf of the
employee, and some caring employers will also match this contribution (making an
employer contribution).
In both of the above instances, the money is deemed to be coming into the pension as an
‘employee contribution’. The income tax is reclaimed by making the pension contribution,
but the National Insurance paid on earnings cannot be.
‘Salary Sacrifice’ is where the employer and employee agree to sacrifice part of their gross
income in exchange for a pension contribution paid directly by the employer as an
‘employer contribution’ instead. Both parties can enjoy tax efficient benefits, as employees
will pay less Employee National Insurance, a saving of either 12% for basic rate tax payers or
2% for higher rate tax payers. In addition, the National Insurance bill of the employer is
significantly reduced by 13.8% of the pension contributions.
National companies have already started to reap the benefits of this scheme, including
British Airways, BAE Systems, Lafarge Group, which includes Blue Circle, train and jet
manufacturer Bombardier Transportation and software company Coda. Group pension’s
manager at British Energy Graeme Robertson says: “This is simply a more tax-efficient way
to make pension contributions. British Energy is paying all the NI saved into the scheme to
make good the deficit, and employees take home slightly more in their pay packet.”
There are a number of options on what the employer and employee can do with the savings
generated through a ‘Salary Sacrifice’ scheme. Graeme Robertson, above, mentions how he
gives back the savings to his staff, in the form of an increased salary. However, the most
common method is to structure the arrangement so that the employee’s overall salary bill
remains unchanged, with the employee taking home the same net pay. If the employer is
willing to reinvest all of their NIC savings, the employee will also benefit from increased
pension contributions- a profitable solution for everyone. It is worth mentioning here that
all employers have their own selected method and preference of what to do with the NIC
savings, so it is worth consulting your company’s pension manager directly.
A Salary Sacrifice arrangement can prove to be beneficial to those on a broad spectrum of
salaries. For basic rate tax payers, an extra 68.35% increase to pension contribution can be
expected to be paid by the employer, and up to 91.2% for a higher those paying the higher
tax rate. The process of sacrificing a proportion of your salary will also prove to be an
incredibly effective tax planning strategy for those earning over £100,000 per annum, as the
reduction of salary will prevent the sting of the higher tax brackets taking a large percentage
of your wage.
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In short, ‘Salary Sacrifice’ has several benefits, for example as an effective tax planning
vehicle, an aid to reduce your National Insurance costs and a proactive method of saving for
your future. With the sum that you have ‘sacrificed’ you can buy non-cash benefits, such as
child-care vouchers, a lease car or a pension. Because these are regarded as non-cash
benefits, both the employee and the employer can make National Insurance savings (i.e. this
sum is deducted from your salary, so you pay a lower percentage of tax). The employer can
also pass on the savings that they have made by having a lower National Insurance bill as a
bonus contribution to their employees’ pension plan. This is a great scheme for the
employee and employer alike, as both save tax and the overall amount contributed to your
pension pot will rise, but you will not be faced with a huge Tax bill.

Aside from Salary Sacrifice, there are other methods which you can employ in order to
reduce your Tax bill and build upon your retirement funds. Remember, Tax is unavoidable in
most situations, so there is no ‘miracle cure’ which will completely prevent you from paying
it! However, you can defer your Tax payments until you have retired by using tools such as
pensions and investment bonds. By the time that you retire, the rate of tax that will have to
pay will be significantly lower. We look at age allowances shortly, so that you can get a
better picture of how waiting until you are older to pay Tax will help to reduce the rate
payable. However, before looking at that, here is an overview of how certain Tax wrappers
will help you to reduce the amount of Tax that you pay.
Pensions are a highly tax-efficient vehicle for long-term retirement investments. However,
‘in April 2006, a streamlined pension regime introduced a number of extra benefits,
including the potential to contribute larger sums into your pension fund when the timing is
right for you.’30This means that you can ensure that you have enough money put away for
your retirement, and minimalise your Tax bill. Until the end of the 2015/16 tax year you can
potentially save 100% of your income into your pension, up to a maximum of £255,000, and
still benefit from tax relief. You should note that there are some restrictions on tax relief to
30
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those who have incomes above £130,000. The definition of ‘income’ is very broad so if your
earnings are near this amount you should check your position with a financial adviser.
Pensions are a fantastic way of putting away money as a backup plan for your future, but
you need to ensure that you are receiving the best rate and are invested into the correct
pension for you.
When you retire you can get access to 25% of your pension pot as a tax free lump sum. The
remainder has to provide you with a taxed income. This highlights an important point.
Pensions provide tax deferral, not tax free income. This does however mean a higher rate
tax layer can defer income to a point where they are a basic rate tax payer, and likewise a
basic rate tax payer can draw out some of their income tax free as a result. Whilst they are
not completely tax free, when you also add in the growth on the tax you would have
otherwise paid, they are extremely tax efficient long term savings vehicles. Just make sure
you invest in a decent one. There is a lot of rubbish in this sector, and particularly those
pensions set up prior to 2001, so before you plough lots more money into a subordinate
scheme, it might be worth seeking advice on the best pension pot to use.
Investment Bonds are also useful savings vehicles for your retirement, however they have
the added benefit of an Annual Withdrawal Allowance. ‘Investors can withdraw up to 5% of
their initial investment a year without incurring an immediate higher or additional-rate tax
charge (for those with earnings of more than £150,000 a year).If you don’t use some or any
of your 5% allowance in a given year, the allowance is carried over to the following year –
i.e. if you made no withdrawals in one year, you could draw up to 10% the following year
without paying any tax at the time.’31 This allowance rule does not, however, make
Investment Bonds Tax free. Instead, Investment Bonds are tax-deferred. When the bond is
cashed in, the withdrawals are added to any profit that it has made and taxed as income
during that tax year. Be warned though, if the profit that you make from this investment
pushes you into a high rate Tax bracket, you may have additional Tax to pay. However,
there is a solution to this too!
A method called ‘Top Slicing’ can be employed, resulting in you not having to pay an
additional Tax. Basically, your profit from the investment is divided by the lifetime of the
bond and the length of time that the investment has been open for. If the resulting figure,
when added to your other income for the tax year, is below the higher-rate tax threshold,
there is no extra tax to pay. However, if the top-sliced profits still push the investor over the
higher rate tax threshold for the year, then additional tax must be paid on the entire gain. It
is paramount that you seek the help of a fully qualified Independent Financial Advisor with
this, as the calculations can be slightly tricky and must be accurate.
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Salary Sacrifice and deferring your Tax bill until retirement are certainly excellent methods
of reducing your tax bill but still increasing your retirement funds. However, there are other
scenarios that may enable you to reduce the amount of Tax you pay. ‘If you are aged 65 or
over you may be able to take advantage of increased tax-free allowances. Everyone who
earns under £100,000 has the same basic tax allowance (the amount of income you are
allowed to receive each year before you pay tax), irrespective of their age. The tax free
allowances for under 65s are as follows:
£7,475 for the 2011/12 tax year
£8,105 for the 2012/13 tax year
Once you turn 65, your allowance could increase substantially above the basic amount. If
you qualify, you receive the increased allowance for the whole of the tax year in which you
have your 65th birthday, regardless of when this is.
If you're aged between 65 and 74 and your income is below a certain limit, your tax free
allowances are as follows:




£9,940 in the 2011/12 tax year
£10,500 in 2012/13 tax year
For anyone over the age of 75, your tax free allowances are as follows:




£10,090 in the 2011/12 tax year
£10,660 in the 2012/13 tax year
These higher allowances are income-dependant, however, so not everyone over 65 is able
to claim them.’32 There are some exceptions to these rules, so it is worth speaking to a
professional advisor before to assess exactly which rate of Tax you are required to pay. ‘or
example, if your income was £24,000 or less during the 2011/12 tax year (£25,400 or less in
2012/13) you'll receive the full age-related allowance. Above this limit, you start to lose the
higher allowance at the rate of £1 for every £2 that your income exceeds £24,000 (£25,400
in 2012/13). If your income is above £100,000, you will lose basic personal allowance,
irrespective of age. Above£114,950 (£116,210 in 2012/13) you receive no tax-free
allowance.’33In addition to Age Allowance, once you reach the age of 65 you also become
eligible for an extra Tax-free allowance, as you will no longer be obliged to make National
Insurance contributions.
Age Allowances will not come into play until you retire, but they are certainly something to
consider. Another way of minimalising your Tax bill during your retirement years is through
Pension Drawdown. We have already looked at Pension Drawdown in Chapter 1, but it is
worth reiterating the benefits of this type of Pension here; This type of plan allows you to
‘take income from your pension fund while the fund remains invested and continues to
benefit from any fund growth’34. You can effectively take what you need and leave the rest
exposed to the Stock Market to (hopefully) grow. In order to enter in to a Pension
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Drawdown scheme you must decide how much of your pension pot you want to use. You
can use all of it at once, or you can opt to enter smaller portions as and when you need
them. This is known as partial drawdown, but operates on the same principle as Income
Drawdown. Ordinarily, you can take up to 25% of each amount you move into income
drawdown as a tax-free lump sum, as we looked at before. Once you have done this, the
remainder will be invested and you can draw an income from this. Note here that this
income is subject to Tax. ‘You continue to manage and control your pension fund and make
all the investment decisions. Providing the fund is not depleted by excessive income
withdrawals, or poor investment performance, it may be possible to increase your income
later in life. However, if you get it wrong, your income will be reduced. Income drawdown
allows you to choose the income level you wish to withdraw from your pension ranging
from no income at all up to a capped maximum income. You choose where your fund is
invested and should review and monitor the situation regularly. Anyone age 55 or above is
eligible for income drawdown, but it is a high risk option so is not suitable for everyone.’ 35

Income Drawdown does not come without its flaws. Firstly, this is an incredibly high risk
scheme. Your money is being exposed to the market’s performance, so could experience
negative growth. In theory, you could lose everything if the markets crashed. This type of
product must not be entered into without the help of a Financial Advisor, ideally an
independent one. A professional advisor will conduct a ‘Risk Profile Analyser’, which will get
to the root of your attitude to risk. For some, taking a large risk is not an issue, but for some,
they simply cannot afford to do this. Income Drawdown is also a complex idea that requires
you to review and monitor the account regularly. Unless you are completely comfortable
with managing your own investments, you need to seek professional help. A professional
advisor will also work to ensure that your funds do not become depleted due to excessive
withdrawals.
35
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Income Drawdown is definitely a solution to minimalising the amount of Tax you pay, mainly
because it allows you to manage your income. However it is not an option to be entered in
to lightly. This is a complicated scheme that requires a great deal of knowledge, consistent
monitoring and an attitude to risk that is aggressive. If you are thinking of Income
Drawdown as an option at retirement, we highly recommend speaking to an Independent
Financial Advisor that specialises in retirement planning.
Investment Bonds and Pensions are only two of the Tax Wrappers that are available to you.
Ideally, if you hold a diversified range of funds, which reduce your Tax bill, you will be able
to draw differing amounts depending on how the tax environment changes- which it is
constantly doing! As we have mentioned before, a diversified mix of funds will also increase
your chances of financial success. Live by the motto- ‘Don’t put your eggs in one basket’!
Tax is something that all of us despise and it could be one of the biggest risks to your
retirement. However with careful planning and implementation of schemes, such as Salary
Sacrifice, and Tax efficient funds, such as Pensions and Investment Bonds, you can achieve
your retirement dreams. Remember to keep a diverse portfolio and always look to the
future, as certain tax breaks, such as Age Allowance, will become available to you in later
life. Careful preparation, forward planning and an expert knowledge of Tax will enable you
to retire with a sufficient fund. If you are concerned that you do not have any of these skills
yourself, seek the professional help of an Independent Financial Advisor, particularly one
that specialises in Tax Planning.
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Summary
An old military adage tells us that ‘prior planning prevents poor performance’. In terms of
retirement, for military personnel and civilians alike, this could not be truer. Once we reach
retirement age, we all want to have achieved financial security, to be safe in the knowledge
of how much we are going to receive each month. Planning for your retirement should be a
crucial part of your financial strategy, but this path can be confusing and overloaded with
information. Moreover, there are risks which you could be faced with which could severely
hamper your retirement dreams. Make sure that you prepare by for your retirement by
reducing, if not eradicating, the amount of risks that could stand in your way. We have
covered the seven biggest risks to you in this paper, which we hope has been of a benefit to
you. To summarise, let us look at those risks again:

1. Chapter 1- What is the Real Cost of Your Pension? – Annuity Rates
When you reach retirement, you may be in a position where you need to purchase
an Annuity. The Annuity Rate is the factor that really affects your Annuity- they can
mean the difference between a dream retirement and your later years being
miserable and financially challenging! Ideally, you want the highest possible rate for
your Annuity. The biggest risk is purchasing something which has a poor rate and
does not give you a sufficient retirement income. Annuities are fixed, so whatever
the rate is when you purchase it, this will remain. You should consider Income
Drawdown as an alternative to purchasing an Annuity, as this gives you more
flexibility and has tax advantages.

2. Chapter 1- What is the Real Cost of Your Pension? – Closed Market
Option
This is closely tied in Annuity Rates, but actually focuses on the Annuity itself. When
you come to sell your Annuity you have several options. One of the choices that you
will face is whether to purchase your Annuity from your current pension provider or
whether to ‘shop around’. The Closed Market Option is basically where you opt to
purchase from your current provider, without looking around the Open Market. For
some, this may seem to be the most convenient option, but it is not always the best.
Do not risk missing out on a good Annuity Rate because you did not bother to
explore the entire market.

41

3. Chapter 2- What Will You Trust to Leave?
We all want the best for our loved ones and hope that they can lead a comfortable,
secure and happy life, but what happens when you retire? If you have a family, one
of your key concerns is undoubtedly about how they will cope when you cease to
earn an income or even when you have gone. But how can you put your mind at
ease and be safe in the knowledge that your family and loved ones will be provided
for? You must leave a legacy- it is the best way to reduce the risk of your family and
loved ones being left with nothing.

4. Chapter 3- Know Your Numbers
Knowing your Financial Security and Financial Freedom Numbers will change your
focus and drive whilst you are in the working world and thinking about your
retirement. Without them, you are simply attempting to earn as much as possible,
but without any real reason. Do not let poor preparation cost you your retirement.
At the end of the day, you need to have the exact figure in your mind of how much
you will need in order to enjoy retirement- it is no use guessing!

5. Chapter 4- Do You Know What You Are Being Charged?
Many old Pensions and Investment Bonds come with steep charges. In some cases,
the charges are so high that they end up eroding more than half of your entire
retirement fund! Do not be a victim of this. One of the most important steps that
you can take in order to achieve your dream retirement, is to review your Pensions
and Investment Bonds and employ the help of a professional to show you how to
reduce your charges and increase the growth of your investments.

6. Chapter 5- The Credit Crunch and Your Retirement
Inflation, pitiful interest rates, increasingly devalued cash and an aging population
seem to be affecting everything. You retirement is not exempt for this. Current
economic and sociological factors are huge risks to your retirement, but there are
many ways that you can fight back against them. The main ways are to review your
current investments, move away from cash products and diversify your portfolio.
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7. Chapter 6- Do Not Over Pay The Tax Man!
Paying tax unnecessarily will cost you your retirement. So do not do it! Make sure that your
pension and retirement savings are tax efficient and that you take full advantage of Age
Allowances. Deferring paying tax until you reach retirement age will also help you. The key
to a successful retirement is to plan ahead. Save yourself Tax whilst you are still working,
with schemes like Salary Sacrifice, and you will reap the rewards in later life.

If you would like to talk to us about any of the issues raised in this document, we would be
delighted to hear from you.
Efficient Portfolio
Seaton Grange Offices, Grange Lane, Seaton, Rutland, LE15 9HT
01572 898060
enquiry@efficientportfolio.co.uk
www.efficientportfolio.co.uk

This document was produced by the team at Efficient Portfolio Ltd. At no point in the document is
advice given to any reader.
Efficient Portfolio Wealth Management Ltd. is authorised and regulated by The Financial Services
Authority (522512). Registered in England No. 7194008. Registered office; Seaton Grange Offices,
Grange Lane, Seaton, Rutland, LE15 9HT. Non Regulated and generic work, including tax planning and
wealth protection is undertaken by Efficient Portfolio Ltd. Registered in England No. 5812385.
Registered office; Seaton Grange Offices, Grange Lane, Seaton, Rutland, LE15 9HT
Any future advice will be provided through this company following the agreement of terms. The value
of investments and the income produced by them can fall as well as rise.
This document is based on our understanding of the legislation, regulation and precedents at the time
of production. No liability can be taken for errors and omissions. This document does not constitute
advice under the terms of the Financial Services act. No liability can be taken for actions taken based
on the information given in this document.
Full details of our terms of business will be provided to you prior to a first meeting. Written
recommendations will be provided based on your specific circumstances in The Wealth Management
Plan.
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