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Introduction  

 

This is a guide to retirement options for those with company money purchase or 

personal pensions. If you have any defined benefit pension arrangements (also 

known as final salary schemes, please contact us for further details)   

Historically, the only option at retirement was to take a tax-free cash sum* and to 

invest the rest of the pension fund to purchase an annuity. 

An annuity is a contract with an insurance company that pays you a guaranteed 

income for life no matter how long you live. Whilst this contract is suitable for many 

people it is important that you are aware of other options that provide more 

flexibility and choice. These are explained in more detail in this document. 

This report explains and examines all the options that might be appropriate for your 

circumstances.  It is for guidance purposes only.  This report is not making any 

specific recommendations.  Specific advice will be given only after we have discussed 

your personal circumstances with you and considered the issues, options, and risks 

for your situation. 

Before examining each of the options there are a number of issues that should be 

considered, as these will help you analyse each option in turn, and decide upon their 

ŀǇǇǊƻǇǊƛŀǘŜƴŜǎǎΦ  ¢ƘŜǎŜ ŀǊŜ ŎƻǾŜǊŜŘ ƛƴ ǘƘŜ ŦƛǊǎǘ ǎŜŎǘƛƻƴ ŎŀƭƭŜŘ ΨYŜȅ /ƻƴǎƛŘŜǊŀǘƛƻƴǎΩΦ 

 

* In нллсΣ ǘƘŜ ǘŜǊƳ ΨǘŀȄ ŦǊŜŜ ŎŀǎƘΩ ǿŀǎ ǊŜǇƭŀŎŜŘ ōȅ ΨtŜƴǎƛƻƴ /ƻƳƳŜƴŎŜƳŜƴǘ [ǳƳǇ 

{ǳƳΩ ƻǊ t/[{Φ  We will use the new terminology throughout the rest of this 

document.  PCLS is the amount of benefit you can take from a pension scheme 

(usually a maximum of 25%) currently free of any tax. 
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Key Considerations  

× Retired investors are exposed to a number of different risks 

 

Typically when we talk about risk we are thinking about the risk linked to 

ƛƴǾŜǎǘƳŜƴǘǎ ŀƴŘ Ƙƻǿ άǳƴƛǘǎ Ŏŀƴ Ǝƻ Řƻǿƴ ŀǎ ǿŜƭƭ ŀǎ ǳǇέΦ  IƻǿŜǾŜǊ ǿƘŜƴ ǿŜ ŀǊŜ 

considering your retirement income structure we need to consider a number of 

different risks that apply to this particular investment, these are: 

¶ The Risk of Inflation 

¶ The Risk of Annuity Rate movements 

¶ Longevity Risk  

¶ Investment Risk  

¶ The Risk that your personal circumstances may change 

 

The Risk of Inflation   

Although in 2009 we have seen the rare occurrence of deflation in the economy, it is 

far more common for us to experience a constant level of inflation.  The Government 

sets a target inflation rate for the economy and tasks the Bank of England to manage 

interest rates and other economic factors to meet the target. 

¢ƘŜ ƛƳǇŀŎǘ ƻŦ ƛƴŦƭŀǘƛƻƴ ƛǎ ǘƻ ŘŜǾŀƭǳŜ ŀƴ ƛƴǾŜǎǘƳŜƴǘ ƛƴ ΨǊŜŀƭ ǘŜǊƳǎΩΦ  ²ƘŜƴ ǿŜ ŎƻƴǎƛŘŜǊ 

income this means a reduction in the spending power of the annuity.  You will be 

able to buy less in the future than you can today if inflation is maintained through 

this period.  

LŦ ƛƴŦƭŀǘƛƻƴ ǿŀǎ ǘƻ Ǌǳƴ ŀǘ ŀ Ŏƻƴǎǘŀƴǘ н҈ ǇŜǊ ŀƴƴǳƳΣ ǿƘƛŎƘ ƛǎ ǘƘŜ DƻǾŜǊƴƳŜƴǘΩǎ ǘŀǊƎŜǘ 

raǘŜΣ ǘƘŜƴ ǘƘŜ ǊŜŀƭ ǾŀƭǳŜ ƻŦ ŀ ϻмлΣллл ƛƴŎƻƳŜ ǘƻŘŀȅ ǿƻǳƭŘ ōŜ ϻтΣоус ƛƴ мр ȅŜŀǊǎΩ 

time.  That is more than a 25% reduction in real terms 

Many people are attracted to the higher income from a level annuity and although in 

the short term this might meet their requirements, in the longer term they will see 

the spending power of their income reduce significantly because of the effects of 

inflation. 
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Risk of Annuity Rate movements  

The timing of an annuity purchase can have a big impact upon the level of income 

available.  Annuity rates are priced in relation to the yields available on long dated 

gilts.  Rates fluctuate from time to time and can have a significant impact on the level 

of income available between one month and the next. 

Predicting annuity rate trends is becoming increasingly complex.  Not only is it 

important to monitor changes in gilt yields but also to take into account changes in 

life expectancy and the effect of more sophisticated pricing models. 

Several retirement income options allow you to defer the purchase of a Lifetime 

Annuity to a future date.  Whilst these options provide much needed flexibility there 

is a risk that when you eventually purchase an annuity rates may be lower than at 

present. 

 

Longevity Risk 

Longevity risk is effectively the risk of living too long!  Life expectancy has 

significantly increased over recent decades.  According to the Office for National 

Statistics, the average life expectancy in the UK currently for a male at the age of 65 

is 17 years, and 19 years for a female 

(source: http://www.statistics.gov.uk/cci/nugget.asp?id=168 10.01.10)     

Some options described in this report remove longevity risk by promising to pay an 

income for the remainder of your life, and that of you partner, where selected.   

Other products leave you exposed to longevity risk, and the potential of a depleted 

pension fund with several years of income still required.  In the worst cases this will 

mean that income levels are reduced significantly in retirement.  This risk is closely 

related to Investment Risk, and can be managed through appropriate investment 

strategies.   

Your own health is closely related to longevity risk.  There can be some advantages 

gained by deferring a Lifetime Annuity until later in life, as life expectancy becomes 

more predictable.  In addition as our health begins to fade it may be possible to take 

advantage of impaired or enhanced annuity rates rather than the normal Lifetime 

annuity rates.   

 

 

 

 

 

http://www.statistics.gov.uk/cci/nugget.asp?id=168
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Investment Risk 

Several of the options described provide you with the opportunity to continue 

investing your funds for future growth.  This will therefore continue to expose your 

fund to your chosen level of investment risk.   

It is possible to invest these funds in a manner that is designed to limit the downside 

of any economic turbulence.  However we will need to consider the level of return 

required to make such a plan a success.   

Typically as we target higher levels of return we may build up a higher level of risk on 

the fund.  This can mean that there is potential for a higher upside, which is matched 

by the potential for a greater loss on the downside.   

Some contracts offer a facility to limit the downside of the investment risk.  This 

works by providing you with an underpin of either a minimum income, and/or a 

minimum fund value. Where these are available we will discuss this with you.  Where 

such an option exists it will come with additional charges.  We will need to consider 

whether the payment of such a charge is worth the potential benefit this provides. 

We have tried to make it very clear in this report where investment risk applies.  In 

the formal advice process we will be very clear with you about the level of 

investment risk we believe you are taking onboard.   

 

The risk that your personal circumstances may change 

Your circumstances have no doubt changed throughout your life, and it is likely that 

things will continue to evolve and there is still the chance of dramatic changes in life. 

It is important to consider how you see your retirement developing and life changes 

that may occur.  Managing our finances during this time is very important.   

Understanding how the decisions you are about to make with your retirement 

income will impact the way your income is structured is also very important.  Some 

options offer no future flexibility or possibility of change; others offer the 

opportunity to change a certain points in time; and others offer full flexibility.  

However each option comes with its own set of risks, and compromises may need to 

be made in order to find the most suitable structure for you. 

Ċ It is important for you to understand these options and for us to 

understand your needs.  Our advice process will start by discussing your 

objectives in retirement and any specific needs you may have. 
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× Death benefits 

How you provide for your spouse, or partner, should you pre-decease them is a very 

important consideration in selecting the most appropriate option(s) for your 

retirement income provision.  There are a number of ways you can provide income 

or a lump sum payment to your spouse, partner or family if you pre-decease them, 

and provide your desired peace of mind. 

If you arrange an annuity you can select to have a joint life option and or a guarantee 

income period which ensures that income payment continue to your beneficiaries. 

If the priority is to leave a lump sum on death, this option is available with contracts 

ǿǊƛǘǘŜƴ ǳƴŘŜǊ Ψ¦ƴǎŜŎǳǊŜŘ tŜƴǎƛƻƴΩ ǊǳƭŜǎΦ  ¢ƘŜȅ ƛƴŎlude Income Drawdown, and Fixed 

Term Annuity. 

Further information on the death benefits of each option is contained within each 

section. Understanding, and deciding which option provides the most appropriate 

death benefit, is one of the most important decisions that you will make when 

deciding which option is best for you. 

 

× The type of income 

 

Many people concentrate on the amount of income that a particular option will pay 

rather than the type of income. 

The main types of income are: 

V An income that will remain level but where the spending power is reduced by 

inflation 

V An income that will increase in line with inflation 

V An income that has the potential to grow 

V An income that is paid for a fixed period of time 

V An income that can be changed from year to year 
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The Range of Options  

Over recent years, as a result of changes in legislation, more modern and flexible 

alternatives have appeared - alternatives that allow you to take control over your 

future income needs, death benefits and the investment of your pension fund. You 

now have a number of different options.  This report considers these in some detail 

to ensure that you understand the nature and significance of the advantages and 

disadvantages of these. It may transpire that, due to your personal circumstances 

and/or the size of your pension fund, some of the options may not be available or 

suitable.  The current main options available are: 

1. Deferment 

2. Buying a Lifetime Annuity (Secured Pension). 

3. Buying an Investment linked Annuity 

4. Buying a Fixed Term Annuity 

5. Phased Retirement buying Annuities 

6. Scheme Pension 

7. Unsecured Pension ς Income Drawdown 

 

By considering each of the options in turn, we will be able firstly eliminate unsuitable 

options, and then, to identify the most suitable choice for you and ensure that your 

retirement income will be tailored to meet your needs over the coming years. 

Ċ Things you should also be aware of: 

If you are a member of an occupational pension scheme and can 

control/influence how your pension benefits are taken you may have an 

additional alternative to the above options. Please contact us for further 

information. 

Triviality ς if your TOTAL pension funds are currently less than £17,500 

(2009/2010 tax year) you may be able to access all of the funds ς subject 

to income tax on 75% of your fund value 
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1.  Deferment 

We should always consider the option of deferring your pension income payments to 

a future date if this is possible.  Sometimes pension benefits are taken simply 

because we think they have to be taken.   People are often still healthy and active at 

the normal age of retirement, and may actually want to continue to work.  It is often 

ǇƻǎǎƛōƭŜ ǘƻ ŘŜŦŜǊ ΨŎǊȅǎǘŀƭƭƛǎƛƴƎΩ όōȅ ǿƘƛŎƘ ǿŜ ƳŜŀƴ ŘǊŀǿƛƴƎ ǎƻƳŜ ƻǊ ŀƭƭ ƻŦ ȅƻǳǊ 

pension fund benefits) the pension fund and using other investments or income 

sources to cover expenditure requirements. 

Pension funds are highly tax efficient investment vehicles.  Monies invested in a 

pension fund are largely tax free.  The investment strategy in deferment should be 

carefully considered to ensure that the fund is not exposed to inappropriate risk.  

{ƘƻǳƭŘ ȅƻǳ ŘƛŜ ōŜŦƻǊŜ ȅƻǳǊ ŦǳƴŘ ƛǎ ΨŎǊȅǎǘŀƭƭƛǎŜŘΩ ȅƻǳǊ ǇŜƴǎƛƻƴ ŦǳƴŘ ƳƻƴƛŜǎ Ŏŀƴ 

generally pass to your spouse, partner, or indeed your estate without inheritance tax 

being applied.  This allows a surviving spouse for instance to use the whole fund to 

secure a lifetime income, or invest these monies for income purposes. 

Advantages of Deferment 

¶ The pension fund remains fully invested in an appropriate environment. 

¶ At any point in time, annuity rates are better for older lives.  

¶ Deferring annuity purchase may allow the investor to take advantage of a future fade 

in health. 

¶ An alternative income stream may provide greater tax efficiency. 

¶ Social security benefits may still be available. 

 

Disadvantages of Deferment  

¶ Future annuity rates cannot be guaranteed. 

¶ You will not receive the benefit of the income stream that would otherwise have 

been created. 

¶ If the funds remain invested in higher risk investments the fund could fall in value in 

the deferment period. 

Ċ It is also possible to defer your State pension benefits. This results in a 

small increase to your weekly State pension benefits, or the payment of 

a lump sum equivalent to the income that would have been paid plus 

interest. Whether you receive the lump sum or the increase in State 

benefits, both are treated as income for tax purposes. 
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2.  Buying a Lifetime Annuity (Secured Pension) 

Historically, the most common way to take retirement benefits under Pension Plans 

is to take the maximum Pension Commencement Lump Sum (PCLS) available and use 

all of the balance of the Fund to buy a conventional Lifetime Annuity. The income is 

provided as a level or increasing income for the rest of your life and is taxed as 

earned income. 

Lifetime Annuities simply provide an income based on the AƴƴǳƛǘŀƴǘΩǎ ŀƎŜΣ ƴƻǊƳŀƭ 

life expectancy and the level of gilt and fixed interest yields upon which Annuity rates 

are based. 

This Annuity gives you payments at agreed intervals (such as monthly) until your 

death.  

You pass your pension fund either to the pension provider with which you have built 

up your funds or to another on the open market, to purchase as large an income as 

possible. There are different types of Lifetime Annuity, and a variety of options which 

need to be considered.  Each of these options, or variations, will have an impact on 

the income levels payable.  These are discussed below: 

 

An Impaired Life, or Enhanced Annuity:   

An impaired or enhanced annuity offers you a potentially higher rate than normal, 

based upon your own health and lifestyle.  If you are on any medication, or for 

example smoke, it can be possible to gain a higher income than normal.  It is 

necessary to complete a simple health questionnaire to proceed on this basis. 

An impaired life annuity is a little like a life insurance policy in reverse. When you 

take out life assurance, the healthier you are, the cheaper the cost for the cover.  

However, with an annuity, the less healthy you are the more likely you are to be able 

to enjoy a better annuity rate; which ordinarily means that more income will be 

payable.  The Annuity provider is expecting you to have a shorter period in 

retirement than the average person of the same age in the UK and is therefore be 

prepared to pay you a higher level of annuity income.  

 

Maximising Lifetime Annuity Income 

After considering your personal health and lifestyle, we can maximise income by 

limiting the number of additional options we select when purchasing your annuity.  

An annuity with no options will stop when you die, and never increase in value.  It is 

therefore very likely to erode in real terms as the years progress. i.e. YOUR 

SPENDING POWER WILL DECLINE. 
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Guaranteeing your income payments 

Lifetime Annuity income is already guaranteed, however this simple option 

guarantees the income payments in the event of your early death.  Income will 

continue to be paid at the full amount for the given period.  This is normally 5 or 10 

years from the date of annuity purchase.  Note that the guarantee period does not 

start from the date of death. 

 

Increasing your Income year on year 

In order to protect the real value of your income, it is necessary to establish the plan 

with annual increases.  This is normally set at 3%, 5%, or at a level to match the Retail 

Price Index (RPI).  Increases will take effect on the annual anniversary of the plan. 

Establishing an annuity with an increasing income will have a significant impact upon 

the level of starting income offered.  This can be by as much as a 30% reduction for a 

3% increasing income.  This means that consideration should be given to the amount 

of time needed to catch up with the income that would have been paid from a level 

annuity, see chart below: 

A level income is particularly exposed to inflation risk.  This means that the buying 

power of your income will be impacted as each year progresses and the cost of goods 

Notes to Chart: The chart is based upon annuity rates for a male, aged 65, with a five year guarantee in 

payment; single life.  The rates are sourced from The Retirement Partnership ltd @ 9th January 2010.   
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and services rise.  The above chart shows a level annuity income compared to a 3% 

escalating income. 

You will firstly see that the starting income is much lower for the escalating income.  

This takes approximately 13 years to catch up with the level annuity, at the break 

point.  It takes approximately 19 years in total before the same amount of total 

income has been paid.  This makes no account of interest that could have been 

earned on the difference in income if it had been saved.     

 

¶ RPI is the Retail Prices Index and is an accepted measure of inflation. 

¶ LPI is Limited Price Indexation, and follows RPI up to a cap of 5%.  An LPI annuity has 

a higher starting income than RPI because of this limitation. Widow/ers Pension 

 

If you are married or have a financially dependent partner, the annuity can be set up 

to continue paying the income after you have died to your partner.  This can be at 

the full rate, or a reduced level of say, two thirds, or a half.  Selecting this option will 

reduce your starting income, and is irrevocable, i.e. if your partner predeceases you 

your income will remain on the same basis. 

 

 

 

 

 

Value Protection 
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Some annuity contracts offer, upon your death, to pay back to your estate the value 

of your original investment less the total of any income paid to date.  This ensures 

that overall you, or your estate will at least receive your money back over the 

contract period, subject to a potential tax charge of 35%. 

 

Income Frequency 

Typically annuity income is paid monthly; however it is possible to have income paid 

at a different interval, such as annually, half yearly, or quarterly.  Income can also be 

paid at the beginning of each time period, or at the end.  This is commonly known as 

Ψƛƴ ŀŘǾŀƴŎŜΩΣ ƻǊ Ψƛƴ ŀǊǊŜŀǊǎΩΦ  LŦ ƛƴŎƻƳŜ ǿŜǊŜ ǘƻ ōŜ ǇŀƛŘ ŀƴƴǳŀƭƭȅ ƛƴ ŀǊǊŜŀǊǎΣ ŀ ƘƛƎƘŜǊ 

level of income would be payable, than annually in advance.  

 

 

 

Ċ IMPORTANT POINTS TO NOTE WITH LIFETIME ANNUITY 

 

Irrevocable Choice  

These options are available at outset only, and cannot be changed once the contract 

has been established.  You must consider these options carefully and understand 

that a Lifetime Annuity income cannot be altered in the future to match changing 

circumstances.  

Guaranteed Annuity Rates 

There are ΨGuaranteed Annuity RatesΩ that are written into some older Retirement 

Annuity and Personal Pension Plans that provide potentially higher annuity rates 

than current terms available.  You may have to take your benefits in the structure 

dictated by the contract.  Such terms are often very attractive and we will consider 

these closely. 

 

 

 

Prevailing Rates 
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Annuity rates fluctuate.  Annuity rate levels affect the amount of pension that can be 

bought.  Your pension fund will buy a larger pension if annuity rates are high than if 

they are low. Annuity rates have fallen along with interest rates and gilt yields over 

the last few years and this has resulted in a reduction of the purchasing power of 

annuity contracts. This is illustrated in the chart below. 
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£100,000 for a man aged 65, level pension, payable monthly in advance. 

 

Ċ These figures go back to 1990 and give you an idea about the long-term 

trend in annuity rates. 

This chart also shows the level of the FTSE 100 index.  There is no 

relationship between the stock market performance and annuity rates, 

however the value of your pension fund may well be linked to the 

stock market, so the timing of an annuity purchase is important. 

 

 

 

 

Advantages of a Lifetime Annuity 

¶ You have immediate access to all of your PCLS. 

http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
http://www.retirement-partnership.co.uk/
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¶ You can choose between a level or increasing income for life, which is guaranteed.  

This means you have no exposure to investment performance risk. 

¶ The income is guaranteed to be payable for at least the rest of your life and is 

protected as a long-term contract of insurance under the Financial Services 

Compensation Scheme.   

¶ The risk of you living a long time is transferred to the insurance company. 

¶ Your Pension income can be guaranteed for a certain period so that your income will 

continue to be paid for balance of the fixed period after your death. 

¶ Depending on how long you live, you may get back more than you used to buy the 

Annuity in the first place. 

¶ They are relatively simple plans and usually do not involve ongoing planning and 

costs. 

Disadvantages of a Lifetime Annuity 

¶ Annuity rates may not be favourable when you buy your annuity. The pension you 

receive is dependent upon the value of your fund and annuity rates at the time of 

purchase. 

¶ The level and structure of income is fixed at outset. Once the shape of income is 

established it cannot be changed, regardless of future eventualities.  Your decisions 

upon investment are irrevocable. 

¶ Income cannot be altered to account for changes in your personal circumstances, 

such as widowhood, secondary income receipts, or additional income needs. 

¶ You may benefit from improved annuity rates in later life, which may be generated 

by fading health.   

¶ You are exposed to the risk of inflation eroding the value of your pension income.  A 

level annuity presents the greatest risk.  The real value of a level annuity can reduce 

by 25% over 15 years with just a 2% level of inflation.  

¶ This option may represent poor value for money should you die early and do not opt 

for value protection, as explained above.  

¶ Options selected at outset which will have reduced your starting income, may not be 

ǳǎŜŘ ƛƴ ǇǊŀŎǘƛŎŜΣ ŜΦƎΦ ƛŦ ȅƻǳ ŎƘƻƻǎŜ ŀ ǎǇƻǳǎŜΩǎ ƻǊ ǇŀǊǘƴŜǊΩǎ tŜƴǎƛƻƴ ƻǇǘƛƻn and your 

spouse/partner predeceases you, then the cost of this benefit has been lost. 

¶ The more features you choose, such as: guaranteed periods; inflation proofing; 

spouses benefit - the lower your starting income will be. 
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3. Buying an Investment Linked Annuity 

Investment Linked Annuities typically invest in unit-linked investment funds or with 

profit funds and the levels of income received are linked to how well the investments 

perform.  Good investment conditions may produce an increasing level of income.  

Poor investment returns are likely to have a negative effect on the level of future 

income available.   

Investment linked annuities are like conventional lifetime annuities in many respects.  

You will need to make some decisions that are irreversible such as whether you wish 

ǘƻ ƛƴŎƭǳŘŜ ŀ ǎǇƻǳǎŜΩǎ ǇŜƴǎƛƻƴ, and establishing a guaranteed income period.   

The income that you receive each year is not guaranteed and will be directly 

influenced by investment returns achieved.  The negative impact of investment risk 

means that your income could be less than would be provided via a conventional 

annuity.  Nevertheless, potentially there may be sufficient investment reward to 

produce an income that is higher than a conventional annuity. 

As the investment linked annuity provides the opportunity for increasing income 

benefits, comparison should be made against an increasing Lifetime Annuity as well 

as a level annuity. 

{ƻƳŜ LƴǾŜǎǘƳŜƴǘ ƭƛƴƪŜŘ ŀƴƴǳƛǘƛŜǎ ŀǊŜ ŀƭǎƻ ƳŀǊƪŜǘŜŘ ŀǎ ΨŦƭŜȄƛōƭŜ ŀƴƴǳƛǘƛŜǎΩΦ  ¢ƘŜǎŜ 

contracts are fundamentally the same, however may offer the investor an increased 

level of flexibility on the level of income available, and when and how this can be 

paid.  In the most flexible, income frequencies can be changed, and the level of 

income drawn from the contract can sit between a wide band of income levels, 

equivalent to 50% and 120% of prevailing annuity rates.  This allows considerable 

flexibility in setting the appropriate income levels for each year.   

In order to establish the starting level of income it is often necessary to make an 

assumption as to what the investment returns achieved are likely to be (the bonus 

rate declared by the with profit fund and the growth rate achieved by the unit linked 

funds).  Depending on the assumptions made, the initial amount of income received 

from a with-profits or unit-linked annuity may consequently be lower than that from 

a level Lifetime Annuity. The greater the level of assumed return achieved, the higher 

the starting level of income. The higher the level of assumed investment return, the 

greater the risk that your future income may fall, if the assumed investment return is 

not achieved. 

There is a range of contracts available in this sector with different variations in 

structure.  Contracts often offer a mechanism to limit the level of downside. Some 

offer a Ψworst case scenarioΩ income level built in as well, which means that your 

income cannot fall indefinitely; this is normally significantly below the Lifetime 

Annuity income that you could have secured.   

With profit-backed annuities offer a smoothed level of investment returns and 

therefore a structure to limit the downside of the contract.  The investment returns 
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are typically declared each year by the with profit fund actuary, or is calculated by a 

sophisticated formula based process.  Investors should consider the strength of the 

underlying fund, and the ability of the investment managers of the same fund.  

Investment Linked Annuities offer the opportunity to remain fully invested and take 

advantage of long-term investment returns.  These plans can continue for the rest of 

your life, although some do insist upon a disinvestment by the age of 90.  Most of the 

investment linked annuity contracts offer the opportunity to convert to a Lifetime 

Annuity at any stage up to your 90th birthday.   

Establishing the initial income level and the appropriate assumed return on 

investments must be considered carefully.  A high income that is not matched by the 

appropriate investment returns will have a negative impact on future income levels.  

The investor should be prepared to consider a lower income level if targeted 

ƛƴǾŜǎǘƳŜƴǘ ǊŜǘǳǊƴǎ ŀǊŜ ƴƻǘ ŀŎƘƛŜǾŜŘΦ  ¢Ƙƛǎ Ƴŀȅ ōŜ ǊŜŦŜǊǊŜŘ ǘƻ ŀǎ ȅƻǳǊ ΨŎŀǇŀŎƛǘȅ ŦƻǊ 

ƭƻǎǎΩΦ  

Ċ IMPORTANT POINTS TO NOTE WITH INVESTMENT LINKED ANNUITIES 

¶ Investment Risk 

Investment risk should be fully understood.  The value of funds can go down as well 

as up 

¶ Financial Reviews 

Investment linked annuities require a varying level of financial review dependent 

upon the investment complexity.  As an investor it is important to both understand 

this product, and engage in the on-going review and management of investments. 

¶ Exit Strategies 

Although it is possible with most products to switch to a Lifetime Annuity at a future 

date some restrictions may apply.  It is important to understand the specifics of the 

product used in these circumstances. 

¶ Contract Differences 

Unlike Lifetime Annuities, investment linked annuity contracts differ in structure and 

type.  Advice and guidance with these contracts is essential. 

 

 

 

Advantages of an Investment Linked Annuity 

¶ You have immediate access to all of your PCLS. 
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¶ You can typically choose the level of income that you will receive, and can fluctuate it 

in line with investment returns. 

¶ Investment linked annuities offer the opportunity to grow your retirement income in 

line with investment returns.  

¶ In some contracts you may vary your level of income allowing you to match income 

tax bands; offset other incomes; or take ad hoc income payments. 

¶ Your Pension income payments can be ΨguaranteedΩ for a certain period so that your 

income will continue to be paid for the balance of the fixed period after your death 

(subject to the risks outlined above). 

¶ Depending on how long you live, you may get back in income more than you invested 

in the annuity in the first place. 

¶ {ƻƳŜ ŎƻƴǘǊŀŎǘǎ ǇǊƻǾƛŘŜ ǘƘŜ ōŜƴŜŦƛǘ ƻŦ ΨaƻǊǘŀƭƛǘȅ /ǊŜŘƛǘǎΩΦ 

¶ Most contracts allow the investor to convert to Lifetime Annuity a future date.  Some 

allow this on an open market basis giving the advantage of future changes in 

personal circumstances. 

Disadvantages of an Investment Linked Annuity 

¶ Investment returns may be negative and can seriously impact the level of future 

income available.   

¶ Your income may fluctuate on occasions, since the income payable in any one year is 

dependent on the rate of investment return achieved and the initial assumptions 

made.  

¶ It is possible that you may not get back the amount of money you invested in the 

annuity if you die early. 

¶ They are more complex plans and require ongoing advice with regard to any changes 

that you may require. 

¶ Ongoing advice costs may be incurred. 
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4. Buying a Fixed Term Annuity 

Since the introduction of Pensions Simplification in 2006 it is now possible to secure 

a new style of retirement income, one that provides a guaranteed level of income for 

a specific term.  This approach enables people retiring to enjoy certainty with regard 

to their income payments, as they would with a Lifetime Annuity, but this time only 

for the term selected, rather than throughout life.  

At the end of the term a guaranteed maturity value is provided with which a further 

Fixed Term Annuity can be purchased (up to the age of 72 which is the latest age to 

establish such a plan), a conventional or investment linked annuity.  Other options 

may also be allowable at this point dependent upon the pension legislation in force. 

At the end of the specified term of the fixed term annuity the income can be reset 

according to requirements at that time.  The fixed term annuity provides future 

flexibility by offering the ability to change the amount and shape of income at agreed 

intervals in retirement.  

Fixed Term Annuity can be free of investment risk.  The income payments are 

guaranteed, as well as the level of maturity fund available at the end of the term.  

The level of annuity rate available at the maturity date is not known and presents the 

key risk to future income levels. 

At the end of the fixed term, should your health have changed, it may be possible to 

purchase an impaired or enhanced annuity.  This may mean that a much higher level 

of income is available at this stage.  

There are two common approaches to setting up a Fixed Term Annuity: 

¶ The simplest approach is to establish the planΩǎ ǘŜǊƳ to age 75. The amount of 

income received from the point of retirement until age 75 is likely to be comparable 

to that of a conventional Lifetime Annuity but the income will cease at age 75.  

At this point, the guaranteed maturity value will be available for you to reinvest in 

another type of annuity (Fixed Term Annuities are currently not available beyond age 

75.)  The guaranteed maturity value is free of any investment risk and is known at the 

outset of the arrangement. It is set at the level that aims to provide you with a 

comparable level of income for the rest of your life, assuming that underlying annuity 

rates do not change.  

¶ Alternatively a shorter term can be selected from 3 years or more.  Once again at the 

end of this term the guaranteed maturity value becomes available for reinvestment 

in a new fixed term annuity or alternative retirement income product. 
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At the end of the fixed term, should your health have changed, it may be possible to 

purchase an impaired or enhanced annuity.  If you are in good health at present 

there may be a benefit in seeking to delay the purchase of a conventional Lifetime 

Annuity until age 75 in order to seek to capture the benefits of health fade.  

You are more likely to contract a medical condition that results in your health fading 

(whether this be to a very limited or significant extent) later on in retirement 

between the ages of 65 and 75 than in the years leading up to this point.  Impaired or 

enhanced annuities can provide a significant increase in annuity income. The 

availability of such annuities in the future is dependent on the willingness of 

providers to offer them.  

 

Death Benefits 

A range of options is available on the death of the investor during the contract term, 

which includes: 

Value Protection:  This returns the original purchase price ǘƻ ǘƘŜ ƛƴǾŜǎǘƻǊΩǎ ŜǎǘŀǘŜΣ 

less the monetary value of any income paid to date.  This effectively provides a 

ΨƳƻƴŜȅ ōŀŎƪΩ ǎǘǊǳŎǘǳǊŜ ǘƻ ǘƘŜ Ŏontract.  This lump sum will be subject to a 35% tax 

charge unless it is reinvested in another appropriate pension product, in which case 

the tax charge does not apply. 

Widow/ers Income Payments:  It is possible to continue the same level of income 

payments for the remaining term of the contract.  The guaranteed maturity value is 

then available for reinvestment by the surviving partner in their own name. 

Guaranteed Income Payments:  In a similar way to a Lifetime Annuity it is possible to 

structure the Fixed Term Annuity contract to ensure that the income will be paid for 

a specified number of years from the start of the contract, even if the investor dies in 

the early years. 

Selecting the appropriate structure for death benefits should be handled in 

conjunction with a professional retirement adviser.  

Ċ IMPORTANT POINTS TO NOTE WITH FIXED TERM ANNUITIES 

 

¶ Annuity Rate Risk: 

Future annuity rates are an unknown.  The rate available at the future maturity date 

may be lower, or higher than current rates. 

¶ Contract Reviews: 

Fixed Term Annuity is written under USP regulations that require a review of 

maximum income levels every five years.  If your plan term is fixed for longer than 
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five years a review of the maximum incomes is required by regulation.  This may 

cause a reduction in the level of income that can be paid, particularly if the maximum 

income levels have been selected. 

¢ƘŜǎŜ ƭƛƳƛǘǎ ŀǊŜ ǎŜǘ ōȅ ǘƘŜ DƻǾŜǊƴƳŜƴǘ !ŎǘǳŀǊȅΩǎ 5ŜǇŀǊǘƳŜƴǘ όD!5ύΦ 

¶ Future Advice: 

Financial advice will be required at the end of the fixed term to ensure that the most 

appropriate income structure at that time is selected. 

¶ Exit Strategies: 

Fixed Term Annuity contracts expire at the end of the agreed term and offer the 

investor the opportunity to review and select the most appropriate income structure 

at the time.  It is not possible to exit the contract during the fixed term. 

 

Advantages of a Fixed Term Annuity 

¶ You can receive all of your PCLS at outset  

¶ Investing in a Fixed Term Annuity is straightforward, with minimum paperwork.  

¶ You receive a fixed income for the duration of the term of the plan, which cannot fall 

provided that it remains within Government ActuarȅΩǎ Department limits 

¶ You have no exposure to investment performance risk as your income, and maturity 

amount is guaranteed for the term of the annuity. 

¶ At the end of the term you can use the guaranteed maturity value available to 

purchase the amount and shape of income that is appropriate to you at this point, 

subject to the prescribed limits and depending on the underlying annuity rates 

available to you.   

¶ You may be eligible for an enhanced or impaired life annuity if your health has faded 

in the period between establishing the fixed term annuity and the maturity date of 

the plan. This may lead to a significantly higher income. 

¶ Should you die within the fixed term period a number of options are available for the 

payment of benefits, or investment value. 

¶ The Value Protection death benefit, if selected, ensures that you or your spouse 

and/or dependents receive the full value of the purchase price of the annuity, by the 

repayment of the amount originally invested, less the value of any income payments 

actually made (although this benefit will be subject to a tax charge of currently 35% 

unless reinvested in another appropriate pension product) 

¶ The alternative death benefit structure can ensure that the income continues to be 

paid to your surviving spouse and the guaranteed maturity value is made available at 
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the enŘ ƻŦ ǘƘŜ ŦƛȄŜŘ ǘŜǊƳ ǘƻ ǇǊƻǾƛŘŜ ŀƴ ŀƴƴǳƛǘȅ ƛƴŎƻƳŜ ōŀǎŜŘ ƻƴ ȅƻǳǊ ǇŀǊǘƴŜǊΩǎ ƻǿƴ 

requirements and circumstances.        

¶  This style of annuity enables you to reinvest the guaranteed maturity value in any 

form of allowable pension product (i.e. a conventional annuity, another Fixed Term 

Annuity ς if under aged 72, an investment linked annuity, or an Income Drawdown 

plan written under unsecured pension or alternatively secured pension rules). As 

such it provides considerable flexibility.   

Disadvantages of a Fixed Term Annuity 

¶ Your pension options are fixed for the term of the annuity at outset and cannot be 

altered to take account of changes in personal circumstances, during the term.    

¶ Your pension cannot be altered in value during the term (except for any contractually 

agreed increases in payment) to take account of fluctuations in supplementary 

sources of income or to take account of the effect of inflation. 

¶ The pension you receive is dependent upon annuity rates at the time of purchase - 

which are currently low when compared to historical rates ςsee previous chart.  

¶ Whilst the maturity value of the plan is guaranteed the actual amount of income in 

the future will be dependent upon the prevailing annuity rates at the time. Your 

future income may be lower or higher than the current level of income.  

¶ Since the maximum income you can take through a fixed term annuity is restricted 

ōȅ ǘƘŜ DƻǾŜǊƴƳŜƴǘ !ŎǘǳŀǊȅΩǎ 5ŜǇŀǊǘƳŜƴǘ όD!5ύ ǊŀǘŜǎΦ  Lt is possible that your 

income level may have to be restricted at the 5 yearly GAD review. Should this 

happen, any income that cannot be paid because of the limit will be added to the 

maturity value of your plan to increase the guaranteed maturity amount, thereby 

ensuring that its value is not lost to you.  There is a greater chance of this happening 

if you choose to take a high income above the default level. 

¶ The income is exposed to inflation risk for the term of the contract.  This means that 

the spending power of the income received can be reduced by the increasing cost of 

living. 
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5.  Phased Retirement  

ΨtƘŀǎŜŘ wŜǘƛǊŜƳŜƴǘΩ ƛǎ ŀ ǇǊƻŎŜǎǎ ƻŦ ΨŎǊȅǎǘŀƭƭƛǎƛƴƎΩ ȅƻǳǊ ǇŜƴǎƛƻƴ ŦǳƴŘ ǊŀǘƘŜǊ ǘƘŀƴ ŀ 

contract. 

This method uses only a part of the accumulated pension fund each year, and in 

particular uses the Pension Commencement Lump Sum amounts for income 

purposes.  This means that, particularly in the early years, it is possible to create a 

highly tax efficient income stream.   

As only part of the pension fund is being used for income purposes, the remaining 

funds continue to be invested, and remain under pre-retirement rules for death 

benefits. 

Phased retirement can be conducted through sophisticated encashment processes, 

or alternatively by simply breaking down the pension fund into a number of 

segments.   

The phasing process must cease at the age of 75 under current regulations, when all 

income should be secured.   

If the transfer payment or part of it, has come from an occupational pension scheme 

the PCLS may be restricted due to transfer regulations.  

By the nature of the arrangement a series of small income streams are established 

each year.  This can be through the purchase of an annuity, or the transfer into an 

unsecured pension.  The annuity can be lifetime, or investment backed, and will only 

be restricted by contract terms on minimum premiums.  Normal annuity options will 

apply.   

It is possible to use Fixed Term Annuity under this structure, and the process to 

construct this will be the same as using an unsecured pension, with partial transfers 

being made from the personal pension fund.   So for example a series of fixed term 

annuities to the age of 75 can be used, allowing consolidation of income contracts at 

this later date. 

You can decide when you wish to phase in the value of your pension plan.  Each 

element of phasing will provide the option of another PCLS, and will increase your 

pension income by the value of the annuity purchased.  This will continue until your 

entire pension fund has been crystallised. 

You may continue to make contributions to your plan to build up future pension 

income during this period.  
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Ċ IMPORTANT POINTS TO NOTE WITH PHASED RETIREMENT  

 

¶ Complexity 

Phased retirement can involve a complex series of contracts and should be 

understood by the investor.   

¶ Investment Risk 

Funds that have not been encashed remain invested and are exposed to normal 

investment risks.  Funds moved into unsecured pension may also be invested.  Advice 

should be taken on the appropriate investment strategy. 

¶ On-going Advice 

This is a complex arrangement that will need annual management and advice, as well 

as ongoing reviews of the investment strategy. 

¶ Split Funds 

It is important to understand that the pension funds that have been used to generate 

an income, or PCLS, are treated as having been crystallised.  These funds are treated 

ŘƛŦŦŜǊŜƴǘƭȅ ǘƘŀƴ ǘƘŜ ǊŜƳŀƛƴƛƴƎ ΨǳƴŎǊȅǎǘŀƭƭƛǎŜŘΩ ŦǳƴŘǎ ƛƴ ǘƘŜ ŜǾŜƴǘ ƻŦ ŘŜŀǘƘΦ  

 

Advantages of Phased Retirement 

¶ You can draw benefits from your Pensions gradually with just some of the Fund 

buying an annuity in the earlier years. 

¶ !ǎ ǇŀǊǘ ƻŦ ǘƘŜ ΨƛƴŎƻƳŜΩ ƛǎ ǇǊƻǾƛŘŜŘ ōȅ PCLS, the level of income tax paid is minimised. 

¶ The balance of your Pension Fund continues to be invested in a favourable tax 

environment. This allows you to take advantage of investment opportunities as they 

arise with the possibility of a higher future income. 

¶ The older you become, the better the underlying annuity rates are likely to be. 

However, the actual amount of annuity income payable to you, will depend upon the 

rates available at the time, and may be higher or lower than the rates currently 

available. You are exposed to annuity rate risk. 

¶ The uncrystallised pension fund can be returned to your beneficiaries on your death, 

and are in normal circumstances this is free of inheritance tax.  

¶ You can vary the level of income each year according to your needs and tax position, 

although once you have bought a Lifetime Annuity this income will continue for the 

rest of your life. 
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¶ You can choose to buy the type of annuity which suits your personal circumstances 

on each occasion that you crystallise your pension fund, subject to the terms of each 

contract. 

¶ The lump sum death benefits can be higher with phased retirement than with 

annuities or income withdrawal/unsecured pension (described later). 

¶ You have the option to continue to contribute to your pension fund subject to the 

legislative limits applicable at the time.  

 

Disadvantages of Phased Retirement 

¶ The PCLS entitlement is utilised for income purposes and is therefore not available 

for other expenditure.  It is possible to encash the remaining funds in one event if 

required. 

¶ Future investment returns are unknown and the value of units remaining invested in 

your pension plans will fluctuate over time, and this may not be to your advantage. 

¶ Annuity rates are not guaranteed and may decrease in future in line with yields on 

Gilts and other fixed interest investments and changing life expectancy. 

¶ You will have to secure your income at the age of 75 regardless of the level of 

Annuity rates at the time.  It may be possible to invest in an investment linked 

annuity; scheme pension, or alternatively secured pension.   

¶ The value of your remaining Pension Fund when added to the Annuities you have 

already bought may not finally give you the same income as an Annuity would have 

given you at the outset. 

¶ They are complex arrangements usually involving annual decisions on what income is 

required. 

¶ Ongoing advice is needed, which is an additional cost to you or your fund, as agreed. 
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6.  Scheme Pension 

Scheme Pension has been available for many years, although typically only through 

occupational pension schemes.  This is now a more widely available option.  It is a 

complex option, which needs both initial and on-going advice. 

Scheme pension is unlike other forms of annuity, in so far as the pension income is 

drawn directly from the fund, in a similar way to unsecured pension. 

The pension fund remains fully invested, typically in a self invested environment and 

will therefore carry the associated risks involved.  This also allows you to explore a 

range of investment opportunities in the future. 

The income payable is agreed with the scheme actuary and set according to the 

personal circumstances of the investor.  This may change over time to reflect 

changing health and circumstances.  A key principle of the scheme pension is to allow 

the fund erode over time. 

Scheme PŜƴǎƛƻƴ ƻŦŦŜǊǎ ŀ ōŜǎǇƻƪŜ ǇŜƴǎƛƻƴ ƛƴŎƻƳŜΣ ǇŀȅŀōƭŜ ŦǊƻƳ ǘƘŜ ƛƴǾŜǎǘƻǊΩǎ ƻǿƴ 

fund.   

This is not a guaranteed income, although some guaranteed investments could be 

built into the investment strategy. 

 

Ċ IMPORTANT POINTS TO NOTE WITH SCHEME PENSION 

 

¶ Complexity 

Scheme pension is a complex proposition and should only be considered with a 

professional retirement adviser. 

¶ Investment Risk 

The funds can continue to be invested in a wide range of assets.  An appropriate 

investment return will be required to cover the income and charges from the plan. 

¶ Risk of Longevity 

Income levels are established having made certain assumptions on life expectancy.  

Living longer than these assumptions may mean that incomes have yet to be reduced 

in the future. 
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Advantages of Scheme Pension 

¶ Income levels are set according to personal circumstances 

¶ Income can be higher, particularly post 75 

¶ Fund depletion is a factor of the assumptions 

¶ Income payments can be guaranteed for a predetermined 10 year period, and are 

reviewed every three years to ensure sustainability. 

¶ Spousal benefits can be paid up to previous income levels  

¶ The client continues to remain invested and can benefit from excess returns 

 

Disadvantages of Scheme Pension  

¶ Investment returns may be negative and can seriously impact the level of future 

income available.   

¶ Your income may fluctuate on occasions, since the income is dependent on the rate 

of investment return achieved and the initial assumptions made.  

¶ These are more complex arrangements and they will require ongoing advice and 

review. 

¶ You are not participating in the mortality pool available under annuities  

¶ Ongoing advice costs may be incurred. 
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7.  Unsecured Pension ς ΨLƴŎƻƳŜ ŘǊŀǿŘƻǿƴΩ 

Unsecured pension is the technical term used to describe this type of contract and 

the rules that govern them.  Income Drawdown is the more common name and 

perhaps better describes how this product works.  This is a facility that has been 

allowed since the mid 1990s.  This option allows the full PCLS entitlement to be taken 

at the outset of the plan. 

Income is taken directly from the fund, as with Scheme Pension, however the level of 

income to be paid can be chosen by the investor.  The actual income levels can 

change, and vary according to needs and personal circumstances.  There is no 

minimum level of income that needs to be taken, which means that the investor can 

take the PCLS alone and defer income to a later time. 

¢ƘŜ ΨǇŀǊΩ ƭŜǾŜƭ ƻŦ ƛƴŎƻƳŜ ƛǎ ǎŜǘ ōȅ ǘƘŜ DƻǾŜǊƴƳŜƴǘ !ŎǘǳŀǊȅΩǎ 5ŜǇŀǊǘƳŜƴǘ όD!5ύ ƛƴ 

predetermined rates that are set at the start of your plan, and reviewed every five 

years thereafter, until the age of 75.  This rate is set to roughly equate to a single life 

annuity.    The maximum level of income that can be taken in one year equates to 

мнл҈ ƻŦ ǘƘŜ D!5 ΨǇŀǊΩ ƭŜǾŜƭΦ  

The pension fund remains fully invested throughout this period.  It is important to 

consider the level of investment returns required to meet the income being 

generated from the plan, and to cover the charges of the plan.  In addition to this an 

additional level of growth is required if at say age 75, the same level of annuity were 

ǘƻ ōŜ ǇǳǊŎƘŀǎŜŘ ŀǎ ŀǘ ǘƘŜ ŜƴǘǊȅ ŘŀǘŜΦ  ¢Ƙƛǎ ƛǎ ŎŀǳǎŜŘ ōȅ ǘƘŜ ΨƳƻǊǘŀƭƛǘȅ ŘǊŀƎΩΦ 

In a Lifetime Annuity the purchase premiums are all pooled together to provide the 

annuity incomes.  When an individual dies, part or all of their fund is used for the 

provision of other incomes.  An investor in a Lifetime Annuity therefore gains from 

the mortality of others.   

In order to make up for this advantage, the Income Drawdown investor needs to 

achieve an additional level of investment return over and above the level to cover 

income and charges. 

On death, before 75, the Income Drawdown contract offers a number of options. 

¶ The remaining fund can be used by the surviving spouse/partner to purchase a 

Lifetime Annuity, or other income product, in their own name. 

¶ The remaining fund can be paid to the surviving spouse/partner, or the estate, as a 

cash lump sum, with a 35% tax charge. 

¶ The Spouse/partner can continue to draw an income from the plan itself for a period 

of two years and then decide on the route to take.  

It is important to note that Income Drawdown is only available until age 75, at which 

point, whilst you may be encouraged to buy an Annuity (and many people choose to 

do so depending on their personal circumstances) your income may continue to be 
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paid from the Fund via what is known as Alternatively Secured Pension - ASP. The 

income limits change to between 55% and 90% of the GAD limit for a 75 year old, 

and continue to be reviewed every five years.  They will always remain at the level 

appropriate for a 75 year old.  

Income Drawdown presents a number of risks for the investor.  In particular 

investment risk, which could mean that the annuity available at age 75 is less than 

the Lifetime Annuity equivalent that you could have purchased at entry to the plan.  

On death there may also be less money in the fund than originally invested. 

Product options have now been developed to mitigate some of this risk.  Please note 

that it is now possible to build in guarantees in relation to your death benefits, and 

income levels within Income Drawdown plans. These guarantees do increase the 

charges on the plan, however may provide the peace of mind required to be able to 

take advantage of the investment opportunity, income flexibility, and death benefits 

otherwise not available through a Lifetime Annuity. 

Ċ IMPORTANT POINTS TO NOTE WITH INCOME DRAWDOWN 

 

¶ Investment Risk 

Investment risk should be fully understood.  The value of funds can go down as well as 

up. The impact of underperformance can mean that there will be insufficient funds at 

age 75 to buy the same level of Lifetime Annuity that could have been purchased at the 

entry to the plan. 

¶ Financial Reviews 

Income Drawdown plans require a varying level of financial review dependent upon 

the investment complexity.  As an investor it is important to both understand this 

product, and engage in the on-going review and management of investments.   

Income levels, as well as investment strategies should be reviewed on an annual basis.  

It may be appropriate to take a reduced income for a period of time to allow the fund 

to recover. 

¶ Exit Strategies 

It is possible with most products to switch to a Lifetime Annuity at a future date, 

although some restrictions may apply.  It is important to understand the specifics of 

the product used in these circumstances.  As the plan must cease, or convert to ASP at 

age 75, it is important to be prepared for this and if appropriate exit at an earlier date. 

¶ Contract Differences 

Income Drawdown contracts differ in structure and type.  In particular the level of 

investment structure and risk in the contract can vary significantly.   
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Advantages of Income Drawdown 

¶ Immediate access to all of your PCLS. 

¶ Income Drawdown avoids the need to purchase a Lifetime Annuity 

¶ Income may be taken from your plan between a minimum and maximum figure each 

year.  

¶ The minimum income is zero.  This allows a high level of flexibility in income streams.  

Most plans will also allow you to change income levels, and even take ad hoc 

payments. 

¶ You can plan in advance the level of income you wish to take each year and influence 

the level of tax you pay on that income. You do not have to receive a fixed income 

and are able to vary it to suit your personal circumstances between prescribed limits 

to supplement other sources of income. 

¶ Your Pension Fund (less the plan charges and income taken from it) remains fully 

invested, allowing the potential for capital growth in a tax efficient environment. 

¶ The potential death benefits are generally better than under an Annuity (but usually 

not as good as phased retirement). 

¶ Difficult decisions on the type of Annuity you need can be deferred until your 

personal circumstances/objectives become clearer 

¶ The full fund value is available to a surviving spouse on death before 75 to provide an 

income on his/her own personal profile, and circumstances. 

¶ Future legislation changes may be of benefit to you  

 

Disadvantages of Income Drawdown 

¶ There is no guarantee that your income will be as high as that provided by an 

Annuity. 

¶ Future investment returns are unknown and the value of Funds remaining invested in 

your plans will fluctuate over time. 

¶ A combination of poor investment returns and high income withdrawals can reduce 

the value of your remaining Pension Fund. Withdrawing too much income in the 

early years may have an adverse effect on preserving the pension purchasing power 

or preserving the capital value of your fund. 

¶ The value of the remaining Pension Fund may not be enough to maintain income at 

the same level to that from an Annuity bought at the outset. 
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¶ Currently you will have to buy an Annuity at the age of 75 regardless of rates at the 

time and these may be lower than anticipated unless you convert to ASP. 

¶ Death benefits payable as a lump sum will be subject to tax at 35%. However, the 

Inland Revenue have advised that in most circumstances no Inheritance Tax will be 

payable. 

¶ Reductions in Government ActǳŀǊȅΩǎ 5ŜǇŀǊǘƳŜƴǘ (GAD) rates in future could reduce 

the maximum income you are allowed to take. In this respect the allowable 

maximum and minimum income levels are recalculated every five years. 

¶ The Income Drawdown plan does not benefit from the mortality of others.  This 

ŎǊŜŀǘŜǎ ŀ ΨƳƻǊǘŀƭƛǘȅ ŘǊŀƎΩΣ ǿƘƛŎƘ ƳŜŀƴǎ ǘƘŀǘ ŀƴ ŀŘŘƛǘƛƻƴŀƭ ƭŜǾŜƭ ƻŦ ƛƴǾŜǎǘƳŜƴǘ ǊŜǘǳǊƴ 

is required, over and above what is required to cover income and charges, to ensure 

that an equivalent Lifetime Annuity can be bought at age 75. 

¶ Income Drawdown can be a complex arrangement requiring annual reviews, and 

decisions to be made on desired income levels. Ongoing advice is needed, which is an 

additional cost to you or your fund.  
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Risk Warnings and Important Information  
  

All the alternatives to conventional and Fixed Term Annuities involve some 

investment risk. You should be aware that: 

¶ The value of your invested pension fund can fall as well as rise. 

¶ Past performance is not a guide to future investment performance or returns. 

¶ High income levels may not be sustainable. 

¶ Taking withdrawals may erode the capital value of your fund and result in lower 

income in the future. 

¶ The level of maximum withdrawal is reviewed every five years (one for ASP) in line 

with Government ActuaryΩǎ 5ŜǇŀǊǘƳŜƴǘ ƎǳƛŘŜƭƛƴŜǎ ŀƴŘ ǘƘƛǎ ŎƻǳƭŘ ǊŜǎǳƭǘ ƛƴ ǘƘŜ ƭŜǾŜƭ 

of income you receive being reduced in the future. 

¶ Actual returns on investment funds may be lower than those shown in the examples 

in this guide. 

¶ When and if you eventually purchase an annuity, the actual rates  may have reduced 

to a lower level than at present. 

This document is based on our current understanding of legislation, which may be 

subject to changes in the future. This document is for information only and should 

not be taken as advice or acted upon. We recommend you take advice before making 

an important decision. 

All income is treated as earned income and subject to income tax at your highest 

rate. 

Where we have referred to tax in this document please note: 

Tax treatment depends on individual circumstances and may be subject to change. 

Updated January 2010  

 

Ċ Recommended additional reading 

 

¶ The Financial Services Authority ς FSA ς have produced useful publications such as: 

¶ ΨwŜǘƛǊŜƳŜƴǘ hǇǘƛƻƴǎΩ  ΨLƴŎƻƳŜ ²ƛǘƘŘǊŀǿŀƭΩ  ΨaŀƴŀƎƛƴƎ ƛƴ wŜǘƛǊŜƳŜƴǘΩ 

These may be downloaded from the following web address: 

http://www.moneymadeclear.fsa.gov.uk/tools/publications/publications.html 
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