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Introduction
The New “Normal”

In recent weeks it is 
great to hear once 
again all of your recent 
travels as the world 
around us returns 
to some element of 
“normality”. In the main 
it seems most holidays 
remain staycations 
and short haul flights 
to the likes of France, 

Spain and Greece. Unfortunately longer distance 
and more exotic locations are still on hold but they 
will eventually arrive. One of the popular trips for 
some has been the heavily promoted “North Coast 
500” to the north of Scotland, a picturesque series 
of highland roads connecting a largely barren, 
unpopulated area with the odd pretty awful hostelry 
along the way. I know the route well from my annual 
pilgrimage with the family to the Orkney Islands. The 
route has changed very little in the past thirty years 
except for one important difference – the vast mass 
of wind turbines that have appeared on every Munro 
over the past ten years. It is this which appears 
to carry much of the future for the UK’s energy 
production.

Alex touches upon energy later but for all of us 
there are some significant structural changes in 
this market, it’s not just the problem of finding 
fuel delivery drivers or UK’s creaking energy 
infrastructure or even the reliance on only six UK 
refineries. It’s also the cost of producing energy that 
is changing as we accept that wind generated power 
is more expensive to build, service, and maintain 
than traditional methods such as from a hole in the 
ground. 

Nearly 25% of electricity supplied through the UK 
in 2020 was from wind power (source: ONS), having 
overtaken coal in 2016 and nuclear in 2018. This 
is a seven fold increase since 2009 and in the UK 
we are committed to greater onshore and offshore 

expansion of wind farms. The technology involved is 
evolving quickly, generators are becoming bigger and 
more efficient each year. With this comes greater 
reliance on wind power which is fine provided as 
the prevailing wind continues to blow. At some point 
there is hope that we can store electricity in order to 
smooth out supply and demand across the National 
Grid. 

Problems can arise with insufficient wind such as 
a few days in September, coinciding with Scotland 
having its hottest day for 115 years. Wind energy 
production plummeted across the UK forcing up 
the temporary cost of electricity fivefold (source: 
Bloomberg). Faced with the power shortage the 
National Grid asked EDF to restart the West Burton 
A coal fired power station which is in the process 
of being mothballed. On the 6th September, wind 
power across the UK briefly fell to 1.9% of all 
electricity production before recovering. The crisis 
was averted only through coal, the demon of all 
things environmental. 

We are by no means on our own with this energy 
challenge – In France the electricity network RTE 
asked its customers to reduce their usage in January 
from 7am until 1pm due to supply shortages. They 
have a current problem with at least four of their 
nuclear power stations. Across the rest of mainland 
Europe souring gas prices provide huge challenges 
to consumers and manufacturing as the post 
Covid-19 recovery intensifies.

It is inevitable that for all of us the adjustment we 
must make post pandemic, coupled with a world 
of environmental change, means we are likely to 
have more mini supply crisis impacting our lives. 
Temporary shortages of fuel, labour, energy and 
mainstream agricultural products are probably 
something we all have to sadly become more familiar 
with until the economy eventually rebalances. 
How long this takes will to some extent depend on 
political interference, support and the country’s 
willingness to implement such fundamental change. 

Richard Whitehead
Chief Executive
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House View
Having positioned 
portfolios for a 
strong rebound in 
global growth and 
inflation, we have 
started to selectively 
allocate to defensive 
assets that have 
underperformed over 
this period, and help 
provide diversification 
against our continued 
overweight position 

in equities. Further to this, we continue to retain 
sizeable exposure to overseas currencies, a position 
that tends to help with overall portfolio resiliency 
during periods of weak market sentiment. 

Fixed Income
We used the weakness in government bond prices 
towards the end of the quarter to add exposure 
to longer-dated Gilts, having held an underweight 
position in this area for many years. 

The move higher in government bond yields over 
September was driven largely by the Central Bank 
responses to inflation which has proven to be more 
persistent than they had previously expected, driven 
largely by supply chain disruptions and the strong 
rebound in commodity prices. The most notable 
change in Central Bank guidance has come from the 
US and UK, with both the US Federal Reserve and 
Bank of England responding to above-target inflation 
by signalling a tapering of their Quantitative Easing 
policies and, next year, potential interest rate rises. 

From our perspective, the move higher in yields is a 
significant positive, with this response from the bond 
market fitting our expectations heading into this 
year, and our base case being that US Treasury and 
UK Gilt yields grind slightly higher over the coming 
months as the economic recovery continues and 
inflation figures remain elevated. 

However, we are also mindful that there are risks 
to this base case which in our view warrant adding 
exposure to longer-dated Gilts at these more 
attractive levels, with the yield on the 10 year Gilt 
now standing at 1% having started the year at 
0.2%. In particular, there are a number of negative 
scenarios that could halt the move higher in 
yields, such as potentially vaccine resistant COVID 
mutations, which in turn would likely cause a sudden 
weakening in economic activity over the winter 
months. Looking to the longer-term, we don’t expect 
base rates to reach high levels this hiking cycle, as 
the elevated levels of overall debt within the UK 
and global economy hamper growth and inflation, 
and Central Banks seek to keep interest rates firmly 
below the level of inflation. 

Alexander George, CFA
Associate Director 
of Research
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Whilst we have been adding to our government 
bond exposure, we have become increasingly wary 
of lower quality corporate bonds given the very 
expensive valuations available across much of the 
credit market. As a result, we maintain no direct 
exposure to High Yield bonds across our portfolios, 
with Strategic Bond funds used to carefully select 
issuers within this area of the market. 

Equities
As we have touched upon in this space previously, 
over the final quarter of 2020 we shifted our equity 
blend to a more cyclical stance in order to benefit 
from the rebound in global economic growth and 
inflation which we expected to take place throughout 
this year. As noted below, whilst we believe there 
remains significant value within this theme, we have 
started to pare back holdings in some areas, such 
the UK small cap and India, where we believe share 
prices have broadly caught up with fundamentals, 
with some of this capital re-directed towards 
opportunities where we have higher conviction. 

UK
Given ongoing concerns over UK politics, it is 
important to remember the international nature of 
the UK equity market, with around 75% of the FTSE 
100 and 50% of the FTSE 250 revenue coming from 
overseas. Having said that, we have scaled back our 
exposure to the UK market over recent years, as 
we seek to diversify the sector composition of our 
equity allocation and increase the prospective profit 
growth of our equity exposures. Having taken a 
high conviction position in UK smaller companies in 
January following the Brexit deal at the close of 2020, 
we scaled this position back towards the close of the 
quarter, as strong capital flows into this area of the 
market – along with high levels of M&A activity - have 
helped close some of the valuation gap with US and 
European small-cap markets.

  UK 10 Year Gilt Yield 
Source: Refinitiv Datastream
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US
We have retained a distinctly large-cap bias within 
our direct US equity exposure since the onset of 
the pandemic last March, along with the strong tilt 
towards mega-cap technology stocks this position 
brings with it. One area we are keeping a close 
eye on is established tech-software companies, 
such as Adobe and Intuit (an accountancy software 
provider), which, whilst sitting outside of the FAANG 
group, tend to make up core holdings for many US 
& global growth strategies. Whilst these businesses, 
which have high profit margins and attractive growth 
prospects may look like safe investments, we do 

note that investors are now paying roughly 3x 
the valuation multiple (relative to each company’s 
current level of profits) for these stocks than they 
were a decade ago, which will inevitably weigh 
on prospective returns in coming years. These 
businesses are priced at such elevated valuations 
that they must grow their revenues and profits 
exceptionally strongly for the next 10-15 years in 
order for investors to realise reasonable returns 
from here, therefore we would like to see a greater 
margin of safety before directing more capital to this 
area of the market. 

  S&P IT Index Price to Sales 
Source: River & Mercantile

Our UK 
smaller 
companies 
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their US and 
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We have been monitoring opportunities further 
down the market cap spectrum where valuations 
are – in some cases – markedly lower. Whilst we 
were reticent to add to US smaller companies when 
they were rallying strongly at the start of the year, we 
believe the opportunity is more attractive now that 
prices have largely moved sideways for six months 
and much of the “hot money” which was piling 
into this area has returned to the large-cap part 

of the market. Following meetings with a number 
of managers within this space and extensive due 
diligence, we allocated to De Lisle America across 
higher risk strategies, funded by reducing exposure 
to some outperforming UK holdings. The fund 
provides a differentiated, quality biased exposure 
to this area of the market, with these characteristics 
making the fund an attractive complement to our 
sizeable US large-cap weighting.

Europe 
In sharp contrast to the technology-driven industries, 
such as software and cloud computing, which 
dominated much of the 2010s and where Europe 
has few leading businesses, the continent is a leader 
in environmentally friendly solutions and is thus set 
to benefit as growing investor attention turns to this 
area. As a result, we believe it was a natural home for 
us to allocate to a fund which directly incorporates 
environmental themes into its stock selection 
process, as we did with the addition of the recently 
launched R&M European fund in April of this year.

One core factor we believe will provide a tailwind 
for the fund is that investors will start to place 
higher valuation multiples on those lesser known 
businesses which are involved in making the 
production of essential goods less carbon intensive, 

as they become more integrated into global supply 
chains. One such businesses is glass bottling firm 
Verallia, held by the R&M fund, whose production 
methods emit far less carbon than other traditional 
methods. In addition to benefitting from the move 
away from less environmentally-friendly plastic 
bottles, Verallia are set to benefit from the EU’s plans 
to heavily tax carbon-intensive imports into the 
trading bloc, a move which helps negate competition 
from low cost Asian competitors, and should prove 
to be beneficial for their profit margins over time. 
Notably, we believe that backing businesses such 
as this is more effective in reducing global carbon 
emissions than simply standing to one side and 
avoiding carbon intensive industries entirely as some 
environmentally-minded investors are currently 
doing. 

Source: JP Morgan – *Bottom-up P/E calculation using most recent index price 
divided by consensus estimates for next 12 month earnings (Factset)
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ESG
With regards to ESG more broadly, we try and take a 
nuanced approach which reflects the ever-changing 
landscape. Our third-party fund managers have long 
taken into account company governance (the G in 
ESG), whilst environmental and social factors have 
also become a greater consideration over recent 
years. Below we’ll touch on the environmental part 
of the acronym as this is arguably the most topical 
of the three factors currently, in particular the push 
to “decarbonise” the global economy over coming 
decades. 

We believe it is important to note that whilst the 
overall amount of investment required to fund 
the decarbonisation agenda will eventually run 
into the tens of trillions of Dollars, this does not 
ensure strong returns for shareholders investing in 
this area and, in our view, investors should retain 
some valuation control. This is demonstrated by 
taking the example of a wind farm maker, such as 
Vestas Wind Systems. Building a wind farm is very 
capital intensive, with high levels of initial capital 
investment and intermittent up-keep required. This 
high capital intensity means that taking on new 
projects will likely require raising more capital, be 

it equity (which dilutes existing shareholders) or 
debt (which increases the company’s overall level of 
risk and sensitivity to broader market movements). 
Further impacting expected returns is the fact that 
the bidding process is increasingly competitive with 
the winners of said bidding processes often winning 
new contracts at low implied IRRs (an internal rate of 
return measure based on forecasted revenues and 
costs of any given project). 

Japan
Despite some uncertainty around the future Prime 
Minister following the resignation of outgoing 
leader Taro Aso, Japanese stocks continue to look 
attractive on a relative basis, as the combination of 
strong balance sheets, low valuations and improving 
corporate governance provide a solid base for 
future returns in our view. Further to this, the sharp 
decline in COVID cases and continued vaccination 
programme provides a catalyst which we believe may 
drive investors to re-appraise the Japanese market. 

Japanese corporates 
have very 
strong balance 
sheets, at a time 
when corporate 
management is 
becoming slightly 
more investor 
friendly 

  Cash 
  % Net Cash Non-Financial Companies

Source: Bloomberg
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Emerging Markets
Valuations across Emerging Markets remain relatively 
depressed, with China’s recent moves to curb the 
power of their large technology companies, including 
index heavyweights Tencent and Alibaba, certainly 
not helping sentiment, nor the winding down of 
large property development firm Evergrande which 
has over extended itself and requires a government 
bailout. Whilst the above certainly provides reason 
for concern, we only retain a modest exposure 
to China, however, we do note that the Chinese 
administration have strong incentives to try and 
avert a prolonged period of weakness for the 
domestic economy and the discontent amongst the 
populous this would inevitably bring, particularly as 
President Xi seeks an extension to his Presidency 
next year. 

The most notable exception to the 
underperformance of Emerging Asian markets this 
year has been India, which has benefitted from 
some traders reducing exposure to China amidst 
the aforementioned regulatory concerns. Where we 
had persevered with our exposure to India last year 
during the peak of its COVID-induced challenges as 
we felt that the sufficiently cheap valuation made up 
for the country’s challenges at that time, we can no 
longer say the same now that the market is up over 
120% from its April 2020 lows and valuations are 
looking more stretched. In contrast to the buoyant 
performance of the Indian market, we are concerned 
that India is, as a net commodity importer, exposed 
to rising energy and food prices, and this may 
eventually sour investor sentiment towards the 
country. On the back of the above, we decided to sell 
down the direct exposure we hold across higher risk 
strategies. 

Indian stocks 
have been 
a notable 
outperformer 
this year, 
with share 
prices moving 
ahead of 
fundamentals

  A - MSCI India TR in GB (43.37%)

  B - MSCI AC Asia Pacific ex Japan TR in GB (17.05%)

Data from FE fundinfo 2021
31/12/2019-21/09/2021
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Property
Valuations across the listed property sector remain 
highly dispersed; with pure-play industrial real estate 
investment trusts (REITs) often trading at large 
premiums to their net asset value (NAV), whereas 
there are a number of funds with more diverse 
sector exposures – which own a mixture of offices, 
retail and industrial - that trade on large discounts. 
Our favoured Trust in the sector, BMO Commercial 
Property Trust, sits firmly in the latter camp, trading 
on an over 20% discount despite management’s 
sale of almost £200m of assets at well above their 
quoted book value, and carrying out a sizeable share 
buyback scheme. 

Commodities
Alongside the new holding in long-dated Gilts, gold 
plays a defensive role within portfolios, whilst also 
acting as a long-term store of value in a world of 
aggressive monetary expansion by Central Banks. 
Although industrial metals, such as copper, were 
weak over the quarter in large part due to concerns 
over weaker demand from the Chinese property 
sector, we believe the longer-term outlook remains 
supportive as the marginal buyer shifts from China 
to the US and Europe, who are heavily investing 
in metal-intensive infrastructure in an attempt to 
decarbonise their economies. Set against this is 
constrained supply, with not enough new projects 
that can make up for the depletion of mines 
currently in use. This backdrop is set against large-
cap mining companies, such as Anglo American, 
which have spent the last 5 years rebuilding their 
balance sheets, and would remain profitable even at 
far lower metal prices.

Closing thoughts
Despite elevated valuations within certain pockets 
of equity markets, we continue to find opportunities 
which possess an attractive combination of strong 
fundamentals and reasonable valuations. Within 

fixed interest, we continue to shift towards higher 
quality bonds, which can provide some protection 
should the global economic recovery falter. 

Debt levels 
across the 
large-cap 
mining sector 
are far lower 
than within 
most other 
sectors

Source: Datastream, Blackrock
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Market 
Commentary - 
Q3 2021

UK
The UK economy has 
slowed somewhat 
from its very strong 
pace in the second 
quarter. Survey data 
released over the 
quarter continued to 
indicate that business 
and household activity 
remains firmly in 

expansionary territory, although it should be noted 
that it is yet to be seen how the fuel shortages of 
late September and the ending of the furlough 
scheme have affected household sentiment. The 
labour market has also remained firm, with the 
unemployment rate declining further to 4.6% in the 
three months to July, although the aforementioned 
closure of the furlough scheme in September is 
expected to place upward pressure on the number 
of people out of work. September’s meeting of the 
Bank of England’s Monetary Policy Committee saw 
a distinct change in tone, with the MPC signalling an 
end to the Quantitative Easing programme by early 
next year, with most analysts now projecting an 
increase in base rates later in 2022. The “hawkish” 
pivot in policy is largely based on the outlook for 
inflation, which they expect to be more sustained 
than previously expected – and rose to 3.2% in the 
August figures - with the MPC forecasting inflation 
to hit 4% by the end of the year as measured by 
the Consumer Price Index (CPI). On the back of this, 
Gilt yields rose towards the end of the quarter, with 
the 10 year Gilt yield rising 30 basis points ending 
at 1.02%. UK equities, as represented by MSCI UK 
All-Cap, gained 0.9% in capital return terms over the 
period.

US
In similar vein to the UK, the American economy 
slowed from its unsustainable pace of the second 
quarter, with survey data from both the services and 
manufacturing sectors indicating a moderation of the 
economic expansion. The inflation figures remained 
elevated over the entirety of the quarter, with the 
latest figures showing year-on-year inflation in the 
12 months to August coming in at 5.3%. September 
saw the Chairman of the Federal Reserve, Jerome 
Powell, clarify the expected timeline of the tapering 
of the Fed’s asset purchase (QE) programme, with 
the tapering (reduction in bond purchases) expected 
to start in November and conclude by the middle 
of next year. Corporate results across the US were 
generally strong over the second quarter earnings 
season, although there was some weakness from the 
consumer defensive sector as companies struggled 
with cost pressures. The S&P 500 ended the quarter 
up 0.2% in US Dollar terms (although this increased 
to 2.7% in sterling terms owing to the weakening of 
the Pound towards the end of the period). 

Europe
The data emanating from the Eurozone economy 
was broadly encouraging over the period, with 
GDP during the second quarter of 2021 posting a 
final figure of 2.2% quarter-on-quarter, confirming 
that easing of lockdown restrictions has spurred 
economic activity across the currency bloc. The 
labour market has firmed on the back of the 
rebound in the economy, with data released over the 
quarter indicating unemployment continued to fall 
to 7.5% in August, just 0.4% above its pre pandemic 
low, although – as in the UK – the rolling off of job 
protection schemes may well put upward pressure 

Alexander George, CFA
Associate Director 
of Research
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on the unemployment rate over coming months. 
Despite the improved outlook for the economy, the 
European Central Bank (ECB) have signalled that 
they are not comfortable letting government bond 
yields rise significantly until the economic recovery 
becomes more firmly entrenched, even as they 
reduce the size of their monthly bond purchases. As 
a result, the move up in Eurozone government bond 
yields was far smaller than in the UK and US, with the 
10 year German Bund yield ending the quarter still 
in negative territory at -0.19%. Continental European 
stocks, as measured by MSCI Europe ex-UK, ended 
the quarter flat in local currency terms. 

Asia
The quarter started with growing government 
intervention concerns, with the Chinese 
government’s cautious language on Chinese 
companies choosing to list in the US, soon followed 
by a crackdown on the “for profit” education 
training sector, combining to cause a broader 
sell-off across the market. The dominant internet 
businesses Alibaba and Tencent joined in the sell-off, 
falling 34% and 19% over the period respectively. 
Further damaging sentiment was the Evergande 
property company, which again hit the headlines 
over September, as it became increasingly clear 
that the company – which is one of China’s largest 
property developers – was nearing bankruptcy. 
The company had been in a state of distress for 
several months, with mis-management and over-
indebtedness, leading to the firm being unable 
to meet its obligations. From here, we expect the 
Chinese government to seek an orderly wind down 
of Evergrande, with state-owned companies taking 
on key parts of the business, and whilst some 
bondholders will not be paid back in full we don’t 
expect this to be a systemic event which rocks the 
global economy. MSCI China H ended the quarter 
down 7% in local currency terms. 

Japanese stocks enjoyed a stronger quarter, as falling 
COVID cases and hopes for further fiscal stimulus 
helped bolster sentiment that had been weak up 
until the end of August. MSCI Japan gained 4.4% in 
Yen terms. 

Indian stocks enjoyed a particularly strong quarter, 
aided by strong capital flows as investors have 
bought into the economic recovery and, perhaps, 
shifted some of their Emerging Market exposure out 
of China and into Indian markets. MSCI India gained 
12.1% over the period in local currency terms.

Commodities
The oil price pushed higher late in the quarter amidst 
strong demand across the US, Europe and Asia, 
and supply disruption, the price as measured by 
Brent Crude ending the period $4 per barrel higher 
at $79. In contrast, amidst an expected weakening 
of demand from the Chinese property sector, the 
copper price – which many view as a bellwether for 
the strength of the global economy - declined 4.9% 
in US Dollar terms. Despite this, medium-term supply 
of the red metal remains relatively constrained, with 
new mining projects taking up to a decade from 
approval to producing output, whilst demand is set 
to be bolstered by growing use in wind turbines 
and solar panels across developed economies, and 
electrifying the grid in Emerging economies such as 
India. 
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Fund Spotlight - 
De Lisle America 

The De Lisle America 
fund was added to 
Risk Strategies 4 and 
above towards the 
end of September 
looking to capture an 
attractive opportunity 
within the US small cap 
space where appealing 
valuations and fiscal 
intentions make for a 

supportive backdrop. Following a pullback in yields 
towards the latter part of May, the fund – and 
smaller companies more generally - underperformed 
on a relative basis when compared to the large-cap 
S&P 500 index as the environment, in a similar vein 
to much of the last decade, proved more conducive 
towards larger cap growth stocks. Despite this, 
fundamentals in underlying holdings remained 
strong with many continuing to deliver solid earnings 
growth through the period which in our view 
provided an opportunistic entry point. The manager, 
Richard De Lisle, has a rich 40- years’ experience 
within the US small-cap sector, having previously 
worked at Merrill Lynch and Dean Witter and has a 
history of good stock-picking within the area. 

The fund offers a different exposure when 
compared to other traditional US equity funds, 
focusing on the lesser-covered areas of the small 
cap market resulting in a relatively low correlation 
to other strategies. This, in itself, not only offers 
exposure to exciting companies which can often 
be underappreciated by the wider market due 
to inefficiencies, but also provides diversification 
benefits. Despite Richard categorising many of his 
stocks as micro-cap, the average market cap of 
underlying holdings held in the fund is more akin to 
a UK smaller companies strategy due to US small-
cap categorisation being notoriously larger in size 
than other markets. 

Richard likes to combine an eclectic mix of top-
down factors including sociological, macroeconomic, 
cultural and demographic themes to help determine 
favourable areas to invest. This ultimately leads him 
towards certain sectors and industries within the US 
market. Once he has a gauge on themes, he employs 
bottom-up, company specific analysis to identify 
those companies who exhibit the most favourable 
characteristics in their respective industries. This 
leads him towards a more concentrated pool of 
stocks where he will then conduct further analysis 
such as director dealings and management 
ownership before selecting companies fit for the 
portfolio. Given the small-cap nature of the portfolio, 
Richard is cognisant of liquidity and as a result 
does not feel comfortable taking more than a 4% 
ownership in a single company. This subsequently 
means holdings at the lowest end of the market cap 
spectrum will naturally have a lower weight in the 
portfolio.

Richard De Lisle

Launch Date: 06/08/2010

Fund Size: £90m

Asset Class: US Equity

Manager: Richard De Lisle
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As a result of the process, Richard has identified 
several themes which he believes will manifest 
as economies re-open and consumer confidence 
returns. These include great outdoors, experiences, 
migration and change in discretionary spend. 
Consequently, the fund is naturally geared towards 
an economic recovery environment with portfolio 
constituents likely to benefit from a reversion to 
normality. One stock example of this being Johnson 
Outdoors, a top ten holding, which is a leading 
global innovator of outdoor recreational equipment 
for activities such as fishing, diving and camping. 
Business performance has been strong as of late 
with a healthy balance sheet and as a result the 
business have recently announced a 43% increase in 
its quarterly cash dividend. 

Despite the general underperformance of US 
small cap vs large cap over the last decade, the 
fund has broadly tracked the S&P 500 in absolute 
performance terms highlighting the success of 
Richard’s stock-picking. Moving forward, we view 
the market environment as being more conducive 
towards small-cap companies as economic 
growth and supportive fiscal stimulus provides a 
positive backdrop. With the fund providing a highly 
differentiated exposure to that of the larger S&P 
500 index, we believe the fund compliments existing 
exposures in higher Risk Strategies whilst providing 
an attractive entry point.

De Lisle’s 
strong relative 
performance 
over the recovery 
period has 
pared back in 
recent months 
despite resilient 
earnings growth 
in its underlying 
holdings

De Lisle 
America Market 
Cap Allocation

  A - S&P 500 TR in GB (105.93%)
  B - IA North America TR in GB (99.97%)

  C - VT - De Lisle America B GBP in GB (97.77%)

Average Market Cap: USD 402m 

Micro Cap $50m - $300m

Small Cap $300m - $2bn

Mid Cap $2bn - $10bn

Large Cap >$10bn

Data from FE fundinfo 2021
30/09/2016-01/10/2021

Past performance is not necessarily a guide to future performance.

Source: De Lisle Partners as at 30/06/2021
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The Lifetime 
Allowance

There is no absolute limit on the value of pension savings that can be 
built up over time however, there is a maximum limit on the level of 
benefits that you can draw without triggering certain tax charges. This 
limit is known as the Lifetime Allowance (LTA) and drawing benefits above 
this level will incur a Lifetime Allowance Tax Charge (LTA Tax Charge), with 
the exception of those with Enhanced Protection.

The basics
The LTA was introduced on 6 April 2006 however, it has not remained 
at the same level. Certainly, over the last ten years, the allowance has 
largely been cut from its high of £1.8 million and it is currently frozen at 
£1,073,100 until April 2026.

Clare Hough
Senior Paraplanner

Changes to 
the Lifetime 
Allowance
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When the LTA was introduced in 2006 (as part of 
‘pension simplification’), two forms of protection 
were put into place so that those who had already 
saved larger amounts into pensions before the 
allowance was introduced would not be penalised 
when they came to take benefits. These are referred 
to as ‘Primary Protection’ and Enhanced Protection’.

On three separate occasions since April 2006, there 
have been further cuts to the LTA and, each time, 
new protections have been made available to protect 
those who had saved based on the expectation of a 
higher LTA. These are Individual Protections 2012, 14 
and 16 and Fixed Protections 2012, 14 and 16.

Those who hold protection have a ‘personal’ LTA 
that is based on the year in which they applied. A 
condition of the Fixed Protections is that no further 
contributions can be made into pensions.

The Lifetime Allowance 
Tax Charge (LTA Tax 
Charge)
There are two rates of LTA Tax Charge and which 
one applies depends on how the excess is paid. Any 
charge is deducted from the pension itself rather 
than coming from your own pocket.

If the excess is paid as a lump sum before age 75, an 
immediate tax charge of 55% is deducted before it is 
paid out.

If the excess is used to provide a pension, an 
immediate tax charge of 25% applies to the excess. 
Any income then drawn will be subject to tax at your 
highest marginal rate for income tax. If the funds are 
designated to income drawdown, no income tax is 
deducted until funds are actually withdrawn from the 
scheme.

Taking benefits & the 
LTA
Pension funds are initially tested against the LTA 
each time you bring funds into payment (often 
referred to as crystallisation). Any funds left 
untouched, or uncrystallised, will be tested against 
the LTA at your 75th birthday or, if earlier, on 
your death. There is also a further test of funds in 
drawdown at age 75, with any investment growth in 
excess of the rate of income withdrawal and charges 
being tested.

When valuing your pensions for LTA purposes, the 
value of the fund depends on the type of pension 
held. For defined contribution pension schemes, 
such as a personal pension or SIPP, the value of your 
benefits is the value of the fund on the day you draw 
benefits. 

For defined benefit schemes, a final salary or career 
average scheme, the value of your benefits is the 
pension income available on day one x20 plus any 
tax-free cash lump sum. For example, if your final 
salary scheme pays an income of £15,000 gross per 
annum, and assuming no tax free cash, the fund 
value for LTA purposes would be £300,000 (£15,000 
x 20).

There are also calculations for those of you who 
drew benefits prior to 6 April 2006, which are 
dependent on both the type of scheme and the 
benefits taken. These ‘pre-commencement pensions’ 
are treated as being crystallised immediately prior 
to your first post A Day crystallisation and effectively 
reduce the amount of LTA available. 

The following scenarios illustrate how this might 
work in practice but please remember the value 
of investments and the income from them are 
not guaranteed and can fall as well as rise. Where 
investments have particular tax features, these 
depend on individual circumstances and tax rules 
are subject to change in the future. The information 
provided is based on our current understanding of 
Inland Revenue rules and pensions legislation, which 
will change from time to time.
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Scenario 1 – Crystallise 
the whole pension 
John, age 65, has a pension worth £1.1 million in 
2021/22. He decides to take his full tax-free cash 
entitlement from the plan, leaving the remaining fund 
in his pension to provide an income of £25,000 per 
annum. The standard LTA is £1,073,100.
John’s pension exceeds the LTA by £26,900. As 
he is electing to keep the excess in his pension for 
later use, he will be subject to an immediate LTA Tax 
Charge of 25% or £6,725.
He can draw the lower of 25% of his untouched 
pension fund or 25% of his LTA as a tax free lump 
sum. In this case, John can draw £268,275 as tax-
free cash, which is 25% of the standard LTA.
Once the tax-free cash has been withdrawn the 
remaining fund, £825,000 will move into flexi-access 
drawdown to provide the annual income.

What happens at age 75?
John has fully crystallised his pension so will be 
subject to the second test on drawdown funds. The 
value of the fund at 75 is compared with the original 
amount that went into drawdown (after tax-free cash 
and charges have been taken) - £825,000.
Assuming growth at 4% net per annum and annual 
income withdrawals of £25,000 gross per annum, 
John’s pension will be worth c£909,000 at age 75. 
As the value at 75 is higher, the difference 
(essentially the growth), is tested against any 
remaining allowance. As John has already exceeded 
the LTA, the full difference will be subject to the LTA 
Tax Charge.
£909,000 - £825,000 = £84,000
£84,000 x 25% = £21,000 LTA Tax Charge
If John’s annual income was increased to c£32,000 
per annum from day one, the value of the fund would 
fall below the original drawdown value and there 
would be no further LTA Tax Charge. However, he 
will have been paying income tax on the withdrawals 
from the beginning.

Scenario 2 – Crystallise 
up to the value of LTA
John decides to crystallise up to the value of the 
LTA to draw the maximum tax-free cash. This will 
crystallise £1,073,100 of the pension fund, releasing 
the maximum tax-free cash of £268,725. 
As the LTA has not been exceeded at this point, 
there is no LTA charge to pay. The remaining 
crystallised fund of £804,825 will move into 
drawdown to provide income and £26,900 will 
remain untouched.

What happens at age 75?
As he has already used 100% of the LTA, John will 
be subject to the LTA test on both the growth of his 
drawdown fund and the remaining uncrystallised 
fund. 
Crystallised fund: £879,179 - £804,825 = £74,354
Uncrystallised fund: £39,819 (assuming growth at 
4% net per annum)
Excess over the allowance: £114,173
LTA Tax Charge: £114,173 x 25% = £28,543
If John increased his income to £32,000 gross per 
annum from day one, there would be no further 
charge on the crystallised fund however, the test for 
the uncrystallised fund would still apply. This would 
equate to a LTA Tax Charge of £9,955.
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Scenario 3 – Pre-
commencement pension 
(pre-A Day benefits)
As in the first scenario, John wishes to draw his full 
tax-free cash entitlement from his SIPP, worth £1.1 
million, leaving the remainder in his SIPP to draw an 
income of £25,000 gross per annum. However, he 
also has pension benefits that were in drawdown 
before 6 April 2006. This pension is in capped 
drawdown and can currently provide a maximum 
income of £15,000 gross per annum.
Rather than use the fund value at the point John 
originally drew benefits from his first pension, for 
LTA purposes, the fund value is based on the capped 
drawdown income limit at the point John draws from 
a pension post 6 April 2006.
In 2021/22, the maximum income is £15,000 gross. 
As he is taking further benefits after 5 April 2015, the 
calculation is 80% x 25 x £15,000 or £300,000. This 
immediately uses up c28% of John’s LTA, leaving 
him a remaining allowance of c£773,100 and total 
tax free cash of £193,275.
If he then fully crystallises his SIPP, he will exceed 
the LTA by c£326,900. As he is electing to keep the 
remaining fund in his SIPP to provide income, he is 
subject to an immediate LTA tax charge of 25% or 
£81,725

What happens at age 75?
Pre-commencement pensions are not subject to a 
second LTA test at age 75. 
However, as John has fully crystallised his SIPP, he 
will be tested on the value of the drawdown funds. 
As previously noted, the value of the fund at 75 is 
compared with the original amount that went into 
drawdown (after tax-free cash and charges have 
been taken) - £825,000.
Assuming growth at 4% net per annum and annual 
income withdrawals of £25,000 gross per annum, 
John’s pension will be worth c£909,000 at age 75. 
As the value at 75 is higher, the difference 
(essentially the growth), is tested against any 
remaining allowance. As John has already exceeded 
the LTA, the full difference will be subject to the LTA 
Tax Charge.
£909,000 - £825,000 = £84,000
£84,000 x 25% = £21,000 LTA Tax Charge

Are there other options?
The continuing reductions in the LTA means that it is 
likely to affect more people than it previously would 
have and there have been many articles about how 
to avoid paying the LTA Tax Charge. 

However, changing your investment strategy or 
drawing more from your pension to avoid a LTA Tax 
Charge of 25% may not be a prudent path to take – 
would you worry about, or turn down, a new role in 
your working life if it meant you would move into the 
next income tax band?

Income Tax
To mitigate any future LTA charge, an annual income 
could be drawn each year to reduce the fund value 
at age 75. 

Once your full tax-free cash entitlement is taken, 
any additional withdrawals from the pension will 
be subject to tax at your highest marginal rate for 
income tax. So, whilst you are reducing the potential 
LTA tax charge of 25% in the future, you will be 
subject to income tax in the intervening years, which 
may actually result in more tax being paid.
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Scenario 4
Mary, age 64, has fully crystallised her pension fund 
moving £500,000 into drawdown and using 62% of 
the LTA. Assuming growth of 4% net per annum, this 
fund will be worth c£747,523 at age 75. 

If Mary left the drawdown fund untouched, any 
growth in excess of her remaining LTA would be 
subject to the 25% LTA tax charge. Based on her 
situation, this would result in a charge of £43,705 at 
age 75.

If Mary drew an income of £20,000 gross per annum 
from now until age 75, this would remove the 
amount of LTA Tax Charge however, she would be 
subject to income tax.

Assuming her income falls entirely in the basic rate 
tax band, by age 75, this relates to a total income 
tax liability of c£44,000.

If Mary’s income was taxable at the higher rate 
of 40%, the total income tax liability increases to 
£88,000.

In addition to income tax, drawing an income that is 
not spent could have future IHT implications. Also, 
drawing an income that moves you into a higher rate 
tax band could have a knock on effect on the amount 
of capital gains tax you would be subject to on the 
sale of unwrapped assets or property.

Inheritance Tax (IHT)
Personal pensions currently fall outside of your 
estate so you won’t pay IHT on them. Therefore, it 
may be better to pay the 25% LTA Tax Charge rather 
than move the money into your estate and pay 40% 
especially if you already have significant non-pension 
assets.

In the previous scenario, if Mary had no real need 
for the income and was accumulating cash, she is 
potentially building a greater future IHT liability for 
her estate.
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Unwrapped investments 
& Capital Gains Tax (CGT)
A common strategy is to withdraw the tax-free 
cash from your pension, leaving fewer funds in the 
pension to grow. Unless you are using the funds for 
something specific, the question arises as to what to 
do with the cash. You may choose to retain it as cash 
however, its value will reduce if the return of your 
savings account is less than the rate of inflation.

We often recommend that clients reinvest any 
tax-free cash into an investment account (outside 
of any unused ISA allowance), especially if they do 
not already hold significant non-pension assets. 
If a portfolio is highly reliant on one particular 
investment vehicle, such as a pension, it is sensible 
to consider other accounts so that the portfolio is 
not skewed towards one particular tax vehicle and 
would therefore be significantly impacted by any 
significant changes in tax legislation. 

Whilst the funds in an investment account are 
potentially subject to income tax and CGT, which 
is not the case whilst they remain in the pension, 
it does allow you to use your CGT allowance each 
year where possible, which can be a useful source 
of additional income. The current CGT allowance is 
£12,300.

The tax charge on gains in excess of the CGT 
allowance is currently less than the LTA Tax Charge 
of 25%.

If you are a higher or additional rate taxpayer, any 
investment gains in excess of your CGT allowance will 
be subject to CGT at 20%. For basic rate tax payers, 
if the net gain falls into the basic rate band once 
added to your taxable income, CGT is 10%. 

Whilst the CGT allowance has been frozen until 
April 2026, in the last Budget it was expected 
that CGT rates would change with rumours that it 
would be brought in line with income tax bands as 
recommended by the Office for Tax Simplification 
(OTS). Whilst this did not come to fruition, CGT is 
still a prime target for increases. Tax increases are 
never popular with the voting public however, CGT 
does not fall on the majority of UK citizens – in the 
2019/20 tax year, there were 265,000 CGT taxpayers 
with a total liability of £9.9 billion (source: HMRC 
Capital Gains Tax Commentary, updated 5 August 
2021).

Should CGT be aligned with income tax rates in the 
near future, a LTA Tax Charge of 25% may become 
more ‘attractive’.

Each person has their own objectives and 
considerations (and personal opinion about tax) 
when making retirement decisions and there is no 
right or wrong answer; imagine how boring it would 
be if we all felt the same!

Should you have any concerns regarding the LTA or 
if you are considering your retirement options, your 
Investment Manager will be happy to discuss this 
with you.



20

Dart Capital
61 Queen Street London EC4R 1EB 
Tel: 020 7283 1117 
Fax: 020 7283 0891

Dart Capital Limited is registered in England and Wales. Company number: 2146006 
Dart Capital Limited is authorised and regulated by the Financial Conduct Authority. FCA registered number: 137569

Investment 
Managers

Richard Whitehead
richard.whitehead@dartcapital.com

Chris Bellchambers
chris.bellchambers@dartcapital.com

Andrew Savage
andrew.savage@dartcapital.com

Anna Whittle
anna.whittle@dartcapital.com

Research 
Team

Alexander George
alexander.george@dartcapital.com

Joe Healey
joe.healey@dartcapital.com

Daniel Patterson
daniel.patterson@dartcapital.com

This document does not constitute advice or a personal recommendation or take into account the particular investment objectives, financial 
situations or needs of individuals. This document is not intended for further distribution. This document has been prepared with all reasonable 
care and is not knowingly misleading in whole or in part. The information herein is obtained from sources which we consider to be reliable but 
its accuracy and completeness cannot be guaranteed. No responsibility is taken for any losses, including, without limitation, any consequential 
loss, which may be incurred by anyone acting on information in this document. The opinions and conclusions given are those of Dart Capital 
Limited and are subject to change without notice. The value of investments and the income from them are not guaranteed and can fall as well as 
rise and clients may not get back their original investment. It should be remembered that past performance is not necessarily a guide to future 
performance. Where investments have particular tax features, these depend on the individual circumstances of each client and tax rules are 
subject to change in the future.


