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Active membership of private sector occupational pension scheme by 
benefit structure (UK, 2008 to 2016)
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Almost four years ago, the then 
Chancellor of the Exchequer, George 
Osborne, announced sweeping 
changes to pension rules, often now 
referred to as ‘pension freedoms.’ One 
of the predominant areas affected by 
these changes, which took effect from 
the start of the 15/16 tax year, was 
the options open to individuals who 
invested into ‘defined contribution’ 
pension schemes, sometimes known 
as ‘money purchase’ schemes. 
The changes reflected a long-held 
Conservative rejection of the ‘Nanny 
State’, empowering pension investors 
with more flexibility. However, with 
that flexibility comes responsibility. 
Before we examine the situation as we 
find it now, let’s recap very briefly the 
UK pension market.

Benefit vs contribution

In days gone by, the majority of 
workplace pension schemes were 
established to provide a pre-defined 
proportion of an employee’s salary 
on retirement until death. The precise 

terms differed and related sometimes 
to the final year’s salary; on other 
occasions to an average of certain 
years’ earnings. There was normally 
an element of inflation protection 
built into the income and spousal 
benefits for the scheme member in 
the event of their death. However the 
attractions of such an approach are 
clear, for the employee in particular: 
certainty over the future has a value, 
albeit one that is hard to quantify. 
For the employer, there is some value 
to this also, for the same reason. 
However steady increases in life 
expectancy soon ruined the party.

The promise to deliver an inflation-
linked retirement income to a cohort 
of workers who were living longer 
and longer became an increasingly 
heavy burden on public and private 
sector employers alike. Privatised 
national businesses such as BT and 
British Airways are high profile 
examples of those struggling with 
this legacy. The latter is sometimes 
mockingly derided as a pension fund, 
with an airline subsidiary. These 

pressures led to many employers 
closing such schemes to new 
members and instead promoting 
defined contribution pensions; a trend 
self-evident at a national level:

In such schemes, the employer 
(often accompanied by an employee 
contribution) pays into a portfolio 
which is invested in markets and is 
designed to grow into a sum which 
can provide for that member on 
retirement. The element of certainty 
is reduced from the employee’s 
perspective and the risks effectively 
transferred from employer to 
employee. Until the introduction of 
the ‘pension freedoms’ mentioned 
above, members of such schemes 
were compelled to purchase an 
annuity with the proceeds of their 
portfolio.

Annuities

An annuity is simply a contract with 
an insurance company which in return 
for a capital consideration provides 
an income for life, with a number 
of slight variations. The benefits of 
such an approach are again certainty 
for the retiree and importantly also 
for the state, in that said retiree is 
less likely to run out of money and 
potentially become a burden on 
its resources. The drawbacks are 
a distinct lack of flexibility and a 
perception of having lost out if the 
retiree in question dies in the early 
stages of the contract. Increasing 
life expectancy and low bond yields 
have compounded these detractions 
by making for low annual returns 
received by purchasers of annuities in 
the last decade or so. Again, the risks 
seem to lie largely with the retiree.
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Annuity rates chart for £100,000 fund, aged 65, level and single life

Source: Office for National Statistics
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find budgeting hard and run out of 
money.

Added to these numbers are those 
who transfer out of defined benefit 
schemes. This is a heavily regulated 
area, but in essence – faced with 
increasing liabilities owing to life 
expectancy and low investment 
returns – many employers are offering 
to buy members out of such schemes. 
Some are being offered capital sums 
equivalent to 30 or 40 times the 
annual pension income promised 
under the terms of the scheme. Again 
those who take this approach are 
faced with the challenge of what to 
do with the capital sum. Whatever 
one’s taste is in cars, the issues 
remain the same. So let’s look at three 
possibilities, assuming each of our 
three fictional clients ‘blows’ their 25% 
tax free sum on a new set of wheels.

How do these three clients make their 
investable sum work the hardest for 
them and provide for them in their 

Lexus, Land Rover or
Lamborghini?

For obvious reasons, there are now 
increasing numbers arriving at 
retirement age, not with a guaranteed 
income for life ahead of them, but with 
a capital sum with which they are to 
provide for themselves. In both the 
pre and post-Osborne era, investors 
in this position have been entitled to 
withdraw 25% of this sum tax free 
immediately. The principal difference 
relates to the remainder. Thanks to 
Mr Osborne investors are no longer 
compelled to purchase an annuity 
with the bulk of their pension savings 
pot. This led to widespread fears of 
financial recklessness, with the then 
pensions Minister Steve Webb claiming 
that “If people do get a Lamborghini, 
and end up on the state pension, the 
state is much less concerned about 
that, and that is their choice.” Clearly, 
the concern was that removing the 
annuity requirement and with it the 
element of certainty, retirees would 

retirement, which may well be over 30 
years in length; and importantly what 
are the pitfalls?

High up the list of concerns for this 
modern pension investor should be 
what is known as ‘sequencing risk.’ 
This risk is particularly acute with 
many markets trading at all-time 
highs. This, in simple terms, is the 
risk of the investor committing their 
investable sum into markets which 
suffer an immediate setback. This 
risk is most pronounced at the very 
time of retirement itself. Consider 
our three clients above, with each 
investing their available sum (post-
car purchase) immediately for ten 
years, withdrawing 5% per annum 
of annual income. If we assume that 
all of their portfolios deliver a return 
of 4% per annum for each of those 
ten years except one, in which the 
portfolio suffers a 30% negative 
return but merely change the timing 
of that 30% drop, the differences are 
startling (see below).

25% tax 
free lump 

sum

Available 
investment 

sum

Portfolio value 
after 10 years with 

immediate 30% fall

Portfolio value 
after 10 years with 
30% fall in year 10

Difference

Lexus RX 450h 3.5 F-Sport CVT £54,145 £162,435 £64,326 £93,550 -£29,224

Land Rover Range Rover 
Autobiography 5.0 V8 
Supercharged

£109,530 £328,590 £130,126 £189,242 -£59,116

Lamborghini Aventador LP 
750-4 Superveloce ISR 

£348,753 £1,046,259 £414,332 £602,562 -£188,230
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Thesis

At Thesis we have considered the 
changing pensions landscape and 
recognise both the challenges and 
opportunities which this presents. 
For some, pension freedoms have 
rendered pension investments as tax-
efficient inheritance tax avoidance 
vehicles which will not be touched 
in the lifetime of the investor who 
created them. For those who need 
them for the purpose for which 

they were intended however, the 
future needs careful consideration. 
We recommend robust financial 
advice, including long term cash flow 
planning, and an investment strategy 
which reflects both the risks and 
liberties associated with the modern 
pension world. If you do not already 
have access to sound independent 
financial advice, we can point you 
in the right direction. Equally, if you 
do, our imminent Managed Income 
Service should address many of the 

challenges outlined in this article, 
providing our clients with the peace 
of mind to enjoy their retirement and 
lifestyle choices, whether automotive 
or otherwise.
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News and views

Overall, most investors will have 
enjoyed a remarkably smooth and 
rewarding 2017 as equity markets 
ended the year near all-time highs 
amid solid corporate earnings and 
accelerating economic growth. Whilst 
we think the fundamental backdrop 
remains constructive for equities in 
2018 we are mindful that consensus 
is overwhelmingly bullish and the 
positioning is already long. 

Central banks will continue to play 
an import part in the length of this 
business cycle and we think they are 
unlikely to want to upset the apple 
cart whilst much needed healing is 
still taking hold. They do however face 
the more difficult task of withdrawing 
stimulative measures and normalising 
interest rates.  

Rising equity values, low interest 
rates, dollar depreciation, narrowing 
credit spreads, and easier bank 
lending standards have resulted in 
near perfect financial conditions 
which could lead to future financial 
instability. Valuations of many assets 
and individual instruments have risen 
to elevated levels that will be hard 
to justify if the cost of capital rises 
too fast. Central banks will therefore 
continue to tread a cautious path, 
but will ultimately have to keep their 
foot on the gas until we start to see 
evidence that rate hikes are having 
their intended effect of keeping the 
economy from overheating. 

Given this scenario, we continue to 
favour equities over fixed income 
investments. Within the equity 
market, we continue to believe that 
the overvaluation is most apparent 
in consumer staples and other 
perceived defensive sectors such as 
utilities. Whilst avoiding these areas 
of the market we continue to seek out 
quality dividend-paying stocks that 
offer an attractive relative yield with 
the chance to participate in a growing 
economy and a rising stock market. 

UK
December was a particularly strong 
month for UK equity markets as oil 
and industrial metal prices continued 
to rally, supporting outperformance 
in the oil, gas and mining sectors.  

James Nield
Investment Manager

Email: james.nield@thesis-plc.com

Completion of phase one of the 
Brexit negotiations also provided a 
helpful backdrop, with the market 
assuming that a transitional deal 
now looks more likely than it 
did at the start of the year, even 
though many challenges remain. 
Whilst the announcement was 
necessary, details of the transition 
are required to underpin business 
investment and GDP outlook. We 
also had confirmation that the UK 
manufacturing sector performed 
strongly in the fourth quarter of 2017, 
with the Purchasing Managers’ Index 
(PMI), a private sector activity survey 
and leading economic indicator, 
posting a three-year high for the 
three months to December.

Indices
Value as at 

29/12/2017
% Change 
on month

% Change 
2017 year 

to date

% Change  
on 12 

months

FTSE 100 Share 7687.77 4.93% 7.63% 7.63%

FTSE All Share 4221.82 4.66% 9.00% 9.00%

S&P 500 2673.61 0.98% 19.42% 19.42%

Dow Jones 24719.22 1.84% 25.08% 25.08%

Euro Stoxx 50 EUR 3503.96 -1.85% 6.49% 6.49%

Nikkei 225 22764.94 0.18% 19.10% 19.10%

MSCI Emerging Markets 1158.45 3.36% 34.35% 34.35%

UK Treasury 4.25% 2027 128.59 1.01% -0.82% -0.82%

Sterling/US$ 1.35 0.11% 9.95% 9.95%

Sterling/Euro 1.13 -0.97% -3.85% -3.85%

Source: Bloomberg
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Important Information This update is for information only and is not an invitation to engage in investment activity. Issued 
by Thesis Asset Management Limited, Exchange Building, St John’s Street, Chichester PO19 1UP. Authorised and regulated by 
the Financial Conduct Authority (registration number 114354). Investors should be aware that the value of their investments 
and the income from them can fall as well as rise and they may not receive back the full amount they invest. Past performance 
is not a guide to future performance. Investments denominated in foreign currencies are subject to fluctuations in exchange 
rates which can be favourable or unfavourable. TAM1801_10.

Ryan Paterson
Research Analyst 

Email: ryan.paterson@thesis-plc.com

US
The US equity market posted fresh 
all-time highs in December boosted 
by President Trump’s end-of-year tax-
cutting package. Congress approved 
a bill that has been described as the 
biggest overhaul of the US tax system 
for 30 years. It includes a broad 
reduction in the domestic tax rate 
paid by companies from 35% to 21%. 
Other measures include changes to 
how companies can deduct interest 
on debt and expense spending. The 
US Federal Reserve (Fed) increased 
interest rates, as was widely 
anticipated, and raised its outlook for 
economic growth in 2018, although 
minutes from the meeting showed 
tension between persistent below-
target inflation and rising growth 
expectations, with new tax legislation 
expected to provide fiscal stimulus. 

Eurozone
Eurozone markets petered out into 
a damp squib, with profit-taking 
after this year’s gains and a stronger 
euro in part to blame for the 
downward move in December. On the 
macroeconomic front, the Eurozone 
ended the year on a strong footing, 
driven by a booming manufacturing 
sector (Eurozone manufacturing PMI 
rose to a record in December). The 
improvement was broad-based across 
major subcomponents. New orders 
edged higher, while new export orders 
held steady around the high reached 
in November, suggesting strong 
domestic and external demand. 
Accelerating growth has yet to 

translate into higher prices, justifying 
the European Central Bank’s (ECB) 
decision in October to prolong its 
asset purchase program for nine 
months. The ECB did not change its 
message at its December meeting, 
despite a much better growth 
outlook. However, continued growth 
in domestic demand and falling 
unemployment suggest rising core 
inflationary pressures as we move 
through 2018. 

Japan
Japan’s equity market ended 
December higher to produce strong 
returns over 2017. During the month, 
investor sentiment was enhanced 
by a recent solid quarterly earnings 
season and a supportive global 
macroeconomic backdrop. Nearly 
all the data released in December 
exceeded expectations. The 
unemployment rate declined to 2.7%, 
a new low for this cycle, while the 
number of people employed extended 
the rising trend seen throughout 
2017. Inflation data also unexpectedly 
improved and industrial production 
and retail sales were comfortably 
ahead of forecast. 

Emerging markets
2017 was the best year for emerging 
markets versus developed ones since 
2009. Asia came top from a regional 
perspective, driven by China, South 
Korea and India. Several factors 
have contributed to their strong 
performance. A weak dollar has been 
supportive and EM equities have 

benefited from a rebound in earnings 
off a low base. Furthermore, the rally 
in tech stocks, the best performing 
sector over the year was beneficial. 
On the macroeconomic front, 
China’s official NBS manufacturing 
confidence edged lower to 51.6 in 
December from 51.8, but stayed 
firmly in the expansionary territory. 
New export orders and import indices 
recorded increases, suggesting 
favourable external and domestic 
demand conditions.

Fixed income 
The UK moving to the second stage of 
Brexit negotiations did little to upset 
the year-end rally in gilts to 1.20%. 
US treasuries were little changed 
at 2.45% and remained within their 
2017 narrow trading range despite 
the Federal Reserve embarking on its 
fifth rate hike. Elsewhere, European 
bond markets remained stable too, 
albeit Bund yields looked poised 
to move higher into year-end as 
hawkish comments from ECB officials 
suggested the ECB might wind down 
its QE programme in 2018. Corporate 
bonds capped a good year with 
positive total returns, outperforming 
government bonds.




