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Everything you need to
know about annuities when
creating a retirement income
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When you retire, you will often have a range of choices available to you
about how you take your income. One such method is an annuity.

An annuity could provide you with a way to create a guaranteed
income once you retire. As a result, they may offer financial security
and peace of mind over the long term.

Yet, research suggests many approaching retirement don't understand
how annuities work. Getting to grips with annuities could be important
when you're deciding how to access your pension. So, read on to
discover the essentials you need to know.
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You can purchase an annuity, which will
then provide a guaranteed income

An annuity is something you buy, often with the
money saved in your pension. In return, you'll
receive a regular income.

Usually, retirees choose an annuity that will
provide an income for the rest of their life. This
could create financial security throughout your
later years. You may also opt for an annuity
that pays an income for a defined period.

If you have a defined contribution (DC) pension,
an annuity is one way to create a guaranteed
income in retirement.

Factors including your age, your health, and
the annuity rate you're offered by a provider
determines the income it'll deliver. Annuity
rates are usually shown as a percentage, which
you can then use to calculate how much you'd
receive based on the amount you pay.

For example, in a simple example, if you were
offered an annuity rate of 5% on a lump sum of
£100,000, the annuity would pay out an annual
income of £5,000.

The income you receive from an annuity may
be liable for Income Tax. The amount of tax due
will depend on your individual circumstances
and other income, including other pension
withdrawals.

Annuity rates have soared 54% since
2022

There's good news for those nearing retirement
- over 2022 and 2023, the average annuity rate
increased by around 54%, according to Canada
Life research, thanks to rising interest rates.
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The data suggests a 65-year-old retiree with no
health or lifestyle conditions to declare, with
£100,000 to purchase an annuity, would have
received an annual income in the region of
£4,540 if they purchased it at the start of 2022.

However, at the end of 2023, the same person
would have received an annual income of
around £7,000.

Over a 20-year retirement, the difference in the
annuity rates in the figures above could add up
to almost £50,000.

You should also keep in mind that annuity rates
are linked to interest rates. So, if the Bank of
England cuts its base interest rate, the income
you could receive when purchasing an annuity
may fall. It's important to look at annuity rates
when you're reviewing how to create an income
in retirement to assess if it's the right option for
you.
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https://www.canadalife.co.uk/news/in-just-two-years-annuity-rates-have-risen-by-record-amounts/
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Annuity options you may want to weigh up

It's not only the annuity rate you may want to consider when comparing different options either -
there are different types of annuities.

Two key decisions you might want to weigh up are:

A level annuity would usually pay you the same annual income from commencement. In contrast,
the income from an inflation-linked annuity would increase as the cost of living rises.

An inflation-linked annuity could help preserve your spending power. The rising cost of living might
mean your income needs are very different in your later years, even if your lifestyle remains the
same.

However, you should keep in mind that the initial annuity rate offered on an inflation-linked annuity
will typically be lower than comparable level annuities.

The graph below shows how your income could change throughout retirement if you had an
inflation-linked annuity that paid an initial income of £4,000 that grew by 3% each year compared
to a level annuity paying an income of £6,000.
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Understanding your retirement expenses and how they might change over the years could help you
select an annuity that's right for you.
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If you're retirement planning with a partner,
understanding single life and joint annuities
could be important.

A single life annuity would provide an income to
one person. If you took out a single life annuity
and passed away, your partner would generally
not continue to receive an income from it.

A joint-life annuity could deliver peace of mind.
If you passed away first, this type of annuity
could continue to pay a regular income to

your surviving partner. As a result, it could be

a valuable option for retiring couples. Yet, a
Standard Life survey revealed only 27% of over-
50s are familiar with joint-life annuities.
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The valuable benefits of using an
annuity to create an income in
retirement

A guaranteed income could provide long-
term financial security

One of the most attractive features of annuities
for many retirees is the certainty of income it
provides. For some, a reliable income could
mean they approach retirement feeling more
confident and less stressed about their long-
term finances.

Other ways to access your pension might
mean you need to consider how to ensure your
savings last a lifetime or risk running out of
money in your later years.

In contrast, if you choose an annuity that will
pay an income for the rest of your life, this isn't
something you need to worry about.

You can choose to link your income to
inflation

Even when inflation is stable, it can reduce your
spending power. Linking your retirement income
to inflation could be more valuable than you
think.
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According to the Bank of England, the average
rate of inflation between 2012 and 2022 was
2.4% a year. If you retired in 2012 with an
income of £40,000, it would need to have
increased by more than £10,000 over a decade
just to preserve your spending power.

Choosing an inflation-linked annuity could
help you manage your finances throughout
retirement and mean you could continue to
enjoy the same lifestyle in your later years as
you did at the start.

An annuity may provide financial security
for your partner

If you choose a joint annuity, it could also
provide peace of mind that your partner would
continue to receive a reliable income if you
passed away.

For retirees who are planning with a partner,
ensuring the long-term financial security of
their loved one may be a priority. As well as
leaving other assets to them, an annuity may
help ensure they can cover essential outgoings,
such as utility bills, and maintain their lifestyle.

Your income is protected from market
volatility

As the income an annuity provides is confirmed
at the outset, it could shield you from the
effects of investment market volatility.

With other options, your pension may remain
invested during your retirement. This means

your pension could be affected by short-term
movements, which may impact your income.

You may also choose to combine an annuity
with a flexible income. This could help you
create a reliable core income that might provide
you with peace of mind, even during periods of
market volatility.
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https://www.bankofengland.co.uk/monetary-policy/inflation/inflation-calculator

The potential drawbacks of choosing
an annuity

An annuity may not be as flexible as
alternatives

An annuity isn't the only way you can turn
your retirement savings into an income and,
compared to some alternatives, an annuity
may provide less flexibility.

For example, if you choose to access your
pension through flexi-access drawdown, you'd
be able to adjust your income to suit your
needs. So, you might increase the amount you
withdraw to fund a home renovation project,
a holiday, or simply to boost your disposable
income.

As a result, if your income needs may fluctuate
throughout retirement, an annuity might not be
the right option for you.

A pension is a long-term investment. The fund
value may fluctuate and can go down, which
would have an impact on the level of pension
benefits available. Your pension income could
also be affected by the interest rates at the
time you take your benefits.

The tax implications of pension withdrawals will
be based on your individual circumstances, tax
legislation and regulation, which are subject to
change in the future.
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Your wealth doesn’t have an opportunity to
grow further

One of the benefits of an annuity is that your
money isn't exposed to market volatility.
However, on the other hand, you also miss a
potential opportunity for your pension to grow
further.

Usually, your pension is invested. Throughout
your working life, this provides an opportunity
for your pension to grow over the long term.

If you don't purchase an annuity, the money

in your pension will often remain invested
until you withdraw it, so it has the potential to
deliver returns.

Of course, retirement savings that remain
invested could also fall in value and experience
periods of volatility.

According to the Office for National Statistics
(ONS), a 65-year-old man retiring today will
spend on average 20 years in retirement

and has a 1in 4 chance of reaching his 92nd
birthday. A 70-year-old woman has an average
life expectancy of 87 and a 1in 4 chance of
celebrating turning 94.

Purchasing an annuity, as with other
alternatives such as flexi-access drawdown,
may come with a cost.
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https://www.ons.gov.uk/peoplepopulationandcommunity/healthandsocialcare/healthandlifeexpectancies/articles/lifeexpectancycalculator/2019-06-07

4 useful questions to answer if you decide to purchase an annuity

As many retirees want to create long-term
financial security when they retire, it's common
to choose an annuity that would provide an
income for the rest of your life.

However, in some circumstances, an annuity
that would provide an income for a defined
number of years could be valuable too - for
example, if you had other assets you've
earmarked for your later years. Alternatively,
you might find that a flexible income is better
suited to your plans.

Over a retirement that may span several
decades, inflation could have a huge effect
on your income needs. Yet, it's a factor many
nearing the milestone overlook.

A report in FTAdviser found that half of savers
aged over 40 planning for retirement haven't
factored in the impact of inflation.

High inflation throughout 2022 and 2023 has
highlighted why it's important to consider how
outgoings could change. Retirees who didn't
consider inflation might find that an income
that provided a comfortable lifestyle just a few
years ago no longer stretches as far.
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If you're retirement planning with a partner, the
decision of whether to choose a joint annuity
could be an important one.

It can be difficult to think about you or your
partner passing away, but it's a step that may
ensure the surviving partner is financially
secure.

If you decide to purchase an annuity, you don't
have to use all your pension to purchase one -
you may choose to leave a portion of savings

in your pension to access flexibly or as a lump

sum.

As part of your retirement plan, you might want
to understand what a certain, regular income
would provide you with peace of mind and

how other priorities could affect how you want
to access your savings. For instance, would a
long-term retirement goal rely on being able to
withdraw a lump sum from your pension in the
future?
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https://www.ftadviser.com/retirement-income/2023/11/06/half-of-savers-fail-to-factor-inflation-into-retirement-planning/

Annuities are just one option to consider when you're retiring. We can help you understand whether
an annuity could be right for you, as well explain the alternatives you may also want to consider.

Please contact us to arrange a meeting to talk about your retirement goals and how you may use
your assets to create an income.
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This guide is for general information only and does not constitute advice. The
information is aimed at retail clients only.
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