Annuities

People contribute to pension schemes in order to secure an income
for when they retire. This income can be taken as an annuity. An
annuity is an investment that provides a series of pre-specified,
periodic payments over a specific term or until the occurrence of a
pre-specified event. In the case of a pensions annuity, this event is
usually death.

The exact amount that the annuity will pay when the individual
purchases it will depend upon the annuity rates that are being
offered at the time by annuity providers. In turn, these rates are
very closely related to prevailing government bond yields, since
the company offering the annuity will usually back this liability by
buying government bonds.

There is a wide range of annuity providers who all compete for
annuity business. These providers also offer a variety of annuity
types, each with a different annuity rate. Annuity rates will vary
according to the characteristics of the annuity purchaser:

Sex: Annuity rates are typically higher for men because, on
average, they are not expected to live as long as women and
therefore are not expected to draw the annuity for as long.

Smokers: Annuity rates are higher for smokers since they are
expected to die sooner.

Spouse benefits: Within the annuity contract the buyer, or
annuitant, can specify their spouse as beneficiary, so that the
spouse can then continue to receive some portion of the annuity
payment on the death of the annuitant. The rate for an annuity of
this kind would therefore partly depend upon the risk characteristics
of the named beneficiary too.

Index-linked: Annuity rates can be linked to the rate of inflation
so that the real value of the annuity payment is, to some extent,
inflation-proofed. Because the burden of generating a real payment
stream is more difficult for the company offering the annuity, the
initial annuity payment rate will be lower than for an equivalent
non-indexed annuity.

Impaired health: If an individual has an illness, such as cancer, that
will lead to premature death, then an impaired annuity rate may be
offered, with a correspondingly higher annuity payment to reflect
the shorter than average period over which the annuity payments
are expected to last.

Guarantees: Annuitants can choose to have the annuity payments
guaranteed for a pre-specified period so that if the annuitant dies
within that period the payments will continue unchanged for the
remainder of the pre-specified period.
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With profit annuities: The annuitant invests their pension ‘pot’
into a with profit fund, the income from which will fluctuate with
the reversionary and terminal bonuses declared by the fund.

Other issues: Annuity payments are treated as earned income and
are therefore taxed as income, subject to the enhanced income tax
allowance given to those aged 65 and over. Although the pension
provider will normally offer an annuity payment, it is now possible
to purchase an annuity from any annuity provider. This is known

as the open market option, and it allows pensioners to identify

the provider offering the best annuity rate and to purchase their
annuity from them. Finally, although annuities come in very many
different varieties (see above), research has shown that most people
opt for the annuity type that gives them the highest initial payment.

Income drawdown

Some people prefer not to buy an annuity on retirement and
instead opt to effectively draw an income directly from their
pension fund. This is known as income drawdown. The Inland
Revenue’s rules governing the amount of income that can be taken
in this way are relatively complex, but people who choose this
option do so for a number of reasons:

e upon reaching retirement age, the scheme member may have
other sources of income and may not need pension payments
immediately on retirement;

e the scheme member may expect government bond yields to
rise and may therefore wish to wait to secure a higher annuity
payment when bond government yields are higher;

e by delaying the date at which an annuity is bought one can
potentially maximise the annuity rate later on (since the rate will
rise with the age of the annuitant other things being equal) and
in the meantime benefit from investing in those assets expected
to generate returns in excess of those from government bonds.

Income drawdown is, however, not without risks and disadvantages:

e if government bond yields fall during the period of income
drawdown, the annuity rate finally secured may be lower than
when the annuity was initially deferred,

e the assets in which the income drawdown fund is invested may
underperform government bonds,

¢ income drawdown investors do not benefit from ‘mortality drag’.
That is, annuity rates benefit from a cross subsidy effectively paid
by annuitants who die “early” to those that die “late”.
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