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S
hould annuities come with risk warnings
similar to those we often see on cigarette
packets? Having spent recent years speaking to

people who have bought an annuity and hearing
their concerns about features which were not
highlighted before their purchase, we certainly think
there is a good case to be made. 

Whilst most seem aware of the good features of
annuities, such as their guaranteed income for life,
the risks are much less well known. With the cost of
annuities increasing significantly in recent years, we
believe that now more than ever these risks should
be clearly stated to the buyer at the time they sign
up for their annuity. 

So what warnings would we recommend that
annuities carry? Based on what the people we spoke
to said, we have come up with a few ideas.

This annuity will not protect your future
wealth from inflation
Most annuities purchased today have no inbuilt
protection against future inflation.
Consider this: for someone retiring at 65, an
inflation rate of 2.5% a year (less than half the
current rate) will turn a steady income of £1 now
into just 78p in today's money by the time they are
75 and only 61p when they reach 85. Were that
inflation rate to double (to still somewhat less than
today’s level) the speed of decay would also double,
so the saver’s £1 would become 61p at 75 and a
mere 38p by the time they hit 85. Unfortunately,
unless the retirees were prepared to accept a much-
lower annuity rate at the outset, their annuity would
provide them with no shelter from rising prices.       

This annuity may seriously damage your
family’s wealth
The majority of annuities purchased today provide
no benefits on the death of the purchaser. It is clear
from this that most savers do not know there is a
60% probability that one member of a couple will
outlive the other by at least ten years in retirement. 

What they might also not know is that, even if
they do purchase an annuity which pays a
reversionary benefit, typically this benefit applies
only to the named beneficiary and cannot be
transferred on re-marriage or be used to provide 
for other dependents.  

This annuity is a lifetime commitment ‘til
death do us part
Unfortunately, unlike those entering a modern
marriage, the vast majority of those buying annuities
- often in haste at the point when they retire - may
be forced to repent at leisure. Once purchased, a
buyer is lumbered with that annuity literally for life:
neither can the terms be changed nor the contract
surrendered.

This annuity will reward the provider
handsomely
Annuities, unlike most modern financial products,
are not transparent as to what the purchaser is
paying for, which makes a comparison with the
alternatives far from fair when it comes to costs.
Typically pensioners can expect to hand over 10% 
to 20% of the cost of their annuity either to pay the
annuity provider’s administrative costs or for it to
keep for its shareholders. This ‘benefit’ may not be
obviously apparent to the buyer, if indeed they are
made aware of the cost at all.

We do think annuities have some genuine
benefits. Their lifetime guarantee is not something
to be dismissed lightly, although given the very 
high probability that someone retiring today at 65
will still be alive at the age of 75 why hurry to buy
this insurance?  

The benefits to a pensioner of delaying are
potentially substantial. By avoiding making the
purchase in haste, the purchaser has time to fully
understand what they are buying. Additionally, they
will be in possession of more information about
their retirement needs and therefore better
positioned to make the right decision.  Not only
that, but by keeping the fund invested for a longer
period of time, issues such as inflation, protecting 
the wider family’s wealth, ‘purchaser’s regret’ and
market pricing are far better managed.

Target date funds, with their built-in benefits 
of low costs and sophisticated age-based risk
management in the accumulation stage, can ease 
this process by allowing a retirement income to be
paid when the target date is reached, be it the date
of retirement or any time thereafter.  We believe 
this is the solution to the current, often ill-advised,
rush into annuitisation as pensioners enter the
decumulation stage at retirement. 

So we favour a twin-pronged approach to
retirement income: more information, particularly
about the risks, but also more flexibility to allow better
choice and, with luck, higher income in retirement.

Annuities can seriously damage your wealth
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