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In this issue we focus on:
l What is a pension annuity?
l What determines the annuity rate?
l What impact is Quantitative Easing having on Annuities?
l Will annuity rates improve as the recession eases?

What is a pension annuity?
In my last bulletin I spoke briefly about the merits of Flexible Drawdown – and explained how full use of the rule
book enables those seeking to take benefits by drawdown avoid locking into the dire effects of rock bottom gilt
yields and all time low annuity rates for the rest of their life.

In my next bulletin I shall delve further into the merits of Drawdown – but because Drawdown is the principle
alternative pension route to Annuity purchase, I thought that we should first brush up our basic understanding of
annuities – to enable proper comparisons to be made. 

A pension annuity is the means by which the members of most Personal Pension arrangements and many insured
Occupational Pension Schemes convert a member’s accumulated pension fund into a guaranteed income for life.
Annuities are purchased by means of a single payment of the member’s accumulated pension fund (after first
settling the member’s 25% Pension Commencement Lump Sum (PCLS) to the selected annuity provider. The
annuity provider then guarantees to pay the member a pension income for as long as they live. This guaranteed
lifetime pension may be established on a ‘level’ or an ‘indexed’ basis – meaning that the income paid will remain
either unchanged (‘level’) or will increase by a given percentage each year (‘indexed’), for the entirety of the
Member’s lifetime.

What determines the ‘annuity rate’?
There are many variations on this basic annuity theme but throughout all permutations, the annuity rate applied to
the Member’s pension fund will always be determined by the following factors:

l Age.
l Amount of annuity purchase price (the pension fund less the Member’s PCLS entitlement.
l Annuitant’s gender (refer to legislation mentioned later on) and geographical location.
l Whether the annuitant is a smoker or not and any adverse medical history. 
l Annuity income structure (‘level’ or ‘indexed’), payment frequency (monthly/quarterly/half yearly/yearly) and

whether payments are ‘in advance’ or ‘in arrear’.
l The proportion of contingent spouse’s/dependent’s benefits (if any) included within the annuity income

guarantees.
l Any guaranteed minimum payment period (that would maintain annuity payments, in the event of the early

death of the annuitant/s).
l The annuity providers assumed rate of return within their low risk annuity fund (predominantly determined by

the yield to redemption of long dated gilts).

Principal amongst these basic annuity rate components, are expectation of life and prevailing long dated gilt yields. 
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Average expectation of life has moved steadily upward for many years. A 65 year old male, retiring this year, may
statistically look forward to 18.7 years of retirement. His 65 year old wife does rather better, with 21.2 retirement
years. These life expectancy periods are drawn from national mortality experience for the period 2008-2010. This
historic data is however drawn from ‘age at date of death’ statistics – and therefore fails to take into account the
continuous lengthening survival period of those in their older years. Today’s 65 year olds may therefore live much
longer than those born 20 years earlier and which formed the 2008-2010 mortality statistics.

What impact is Quantative Easing having on Annuities
Quantitative easing has driven down gilt yields to all-time lows. The yield to redemption of a 10 year gilt has fallen
from 5% five years ago to less than 2% today. Annuity providers must underpin their guaranteed terms by investing
in long-dated Government stocks – and are therefore unable to avoid the economic impact of rock-bottom gilt
yields. 

It’s therefore clear to see why current private sector retirees are in such a fix with their lifetime pension income
options. Should they defer annuity purchase? Will their accumulated personal cash savings buy time? Can they
afford to take their pension tax-free Cash Lump Sum? Or, is it possible to carry on working? The necessity to
consider these future income options are often an unwelcome development for those with well defined retirement
plans – and coming so late in the day, will steadily add to the casualty list of the economic recession and of
Government strategy.

Will annuity rates improve as the recession eases?
So, are annuity rates likely to improve when the recession eases? Well, interest rates and gilt yields are certainly
at the mercy of Government economic strategy. At some point, it’s reasonable to assume that both interest rates
and gilt yields will rise – although if and when this might happen is anyone’s guess. Average life expectancy also
seems likely to improve thanks to advances in the diagnosis and treatment of many life threatening conditions.
Annuities not only reflect this but are also subject to the growing competitiveness and segmentation of the annuity
market - brought about by the development of individual case underwriting, and the changing mortality experience
of general annuity providers. Many shorter life-span annuitants are now being lifted out of the ‘average’ annuitant
pool by ‘underwritten annuities’, consequently lengthening the survival period of the average general market
annuitant.

And if this isn’t enough, we must consider the effect of the EU Gender Directive, which comes into force on 21st
December 2012. With effect from that date, UK insurers may no longer price products differently between men
and women. Annuity rates will no longer be gender specific – which should mean that male life annuity terms will
fall and female annuity terms increase. How this change works in practice will be difficult to follow. Will the cost of
purchasing an annuity increase for men and decrease for women? Although these changes are still 2 months
away, most would-be pensioners will find that they’re already here, because of the time period involved in
considering and selecting an appropriate annuity option, extracting the funds from the ceding arrangements –
and placing them with the selected annuity provider.

Perversely there’s a bright side for many potential annuitants with health issues. Remember that one of the factors
used in determining annuity rate is ‘life expectancy’? Well, gender is certainly one factor within life expectancy
calculation - but for those with health issues, individually underwritten annuities can have a far greater effect upon
available annuity terms. Ill health and lifestyle issues may reduce life expectancy but a shortened life expectancy
will often produce significantly increased annuity terms – and interestingly, lessen the effect of current gilt yields,
because a shortening of the projected annuity payment period diminishes the impact of the gilt yield annuity rate
component.

The opinions expressed are those of the author. The material provided is for general information only and does not constitute
investment, tax, legal or other form of advice. You should not rely on this information to make (or refrain from making) any
decisions. Links to external sites are for information only and do not constitute endorsement. Always obtain independent
professional advice appropriate to your own particular circumstances.
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Now where does this leave us?
It seems wrong to fix an income for life upon today’s near-zero interest rate climate; particularly when these
economic circumstances have been deliberately contrived to steer the country away from economic meltdown.
Once recovery gains hold, interest rates will rise and the imbalance between the prudent and the formerly profligate
will be corrected. Annuity rates might be expected to improve, along with the investment return upon capital funds.

That’s what should happen. It may not, we may be in for a long period of stagnation, with inflation eroding value
and negative ‘real’ interest rates adding to the gloom. Under these circumstances annuity rates may fall further –
and any deferment of annuity purchase will further erode the wealth of the reluctant retiree.

As an incurable optimist, my money is on recovery and brighter times ahead. Bulletin No. 25 will be all about
Drawdown! 

Geoff Stait
8 October 2012
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