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BRIEFING NOTE



Income Drawdown

Annuity – regular income payments from an insurance company in return for a single up front payment.

An Income Drawdown plan – provides flexibility as regards income, date of retirement and asset selection but (in its basic form) with no guarantees.

This paper has been prepared by the Actuarial Profession to explain how income drawdown works. It defines income drawdown, compares it with annuities and examines in some detail the risks associated with this type of plan. Comments on tax and legislative restrictions are current at the Review Date.

Introduction

Many people save into a personal pension or company-sponsored money purchase plan throughout their working lives to provide, in addition to any cash lump sum, an income when they retire. The money they receive in retirement is paid to them from these savings either by use of an annuity
 or an income drawdown plan. 
An annuity provides regular income payments from an insurance company in return for a single up front payment. This allows the pensioner to continue to enjoy a guaranteed income from their accumulated pension savings without the risk of running out of capital in old age.

An income drawdown plan comprises an investment fund from which pension payments are drawn. This provides greater flexibility as regards income; date of retirement and asset selection but with no guarantees in respect of pensions benefits.
This note focuses on the basic form of income drawdown

How an income drawdown plan works

At retirement, as an alternative to purchasing a conventional annuity, the accumulated pension plan’s assets are invested in an income drawdown fund which is set up under trust or deed poll insurance policy.   The pensioner then may draw an income from the fund.  If the pensioner can demonstrate that he or she has “secure” earnings of at least £20,000 per annum from other sources, then there are no restrictions on the income which may be taken from the fund. Secure earnings include lifetime annuities paid by an insurance company, state pensions and pensions paid by company pension schemes which pay pensions to at least twenty members, but do not include income drawdown arrangements or limited term annuities. Such an arrangement is known as flexible drawdown. A pensioner in receipt of flexible drawdown is unable to pay further contributions to a pension scheme or have such contributions paid on his or her behalf or to continue to accrue benefits under a defined benefits occupational pension scheme.

If the pensioner is unable to meet the above requirements for flexible drawdown then the maximum income (there is no minimum) which may be taken is capped at 100% of the amount derived from standard tables prepared by the Government Actuary’s Department. These tables are linked to current interest rates. The income limit is reviewed every three years prior to attainment of age 75 and annually thereafter, based on the fund value at the review date and the relevant rate derived from the then standard table and the age attained.

The pensioner is liable to income tax on each payment of income. This reflects the fact that the pension fund was originally built up with contributions that received full relief from income tax.  The insurance company administering the drawdown will usually deduct tax at source, in the same way as an employer deducts tax from income under the PAYE scheme.

On death the fund can be used to provide an income to a dependant either by purchase of an annuity or a continuation of an income drawdown plan to the dependant. If income is not taken in this way, there is a 55% tax charge on the pension fund with the balance then available being outside of the deceased’s estate.

Factors to be considered with an income drawdown plan

Before deciding on taking an income drawdown plan people should consider whether their pension plan is likely to be the primary source of income and the overall level of resources that they will have in retirement. 

People with substantial resources, or whose pension plan is less material to their overall level of income in retirement, are more likely to be attracted by the additional investment freedom available under income drawdown as they will be in a better position to bear any associated risks.

Before deciding whether to opt for an income drawdown plan or an alternative (e.g. annuity), the pensioner will need to judge the rate at which income is taken from the fund having regard to how long they might live, the likely  investment performance of the fund and the ongoing charges levied by the product provider. The product provider will make a charge for the investment of the funds and for the administration of the fund in accordance with the terms and conditions. The pensioner may also need to pay separately for advice in relation to how much income should be taken from the fund and the appropriate investment mix.

If, prior to the purchase of any annuity, assets remain on the pensioner’s death, these would be for the benefit of their dependants. It is possible that the fund may be exhausted before the pensioner dies.

Therefore the key risks inherent in an income drawdown plan are:-

1. Investment 
While one objective of an income drawdown plan is the investment freedom and opportunities afforded, there is the risk that investments in stocks and shares may not perform as well as expected and that the fund will be eroded with the consequent reduction in future income. Under conventional annuities, investment risk is taken by the insurance company; liabilities are supported by their assets.  This may result, on average, in lower investment returns than from a basket of shares but the individual is protected from falls in the stock market.   Where the intention is to purchase an annuity at some future date, the income drawdown plan is also exposed to the risk of bond yields falling at the time of the desired annuity purchase.  Such a fall would affect the annuity rate available at the relevant time.

2. Longevity

The lifespan of an individual is not predictable. If he/she dies early, the fund’s assets will be available to provide dependant’s benefits. If, conversely he or she lives to an old age, then income may need to be reduced to avoid the risk that the fund could be exhausted. Added to this individual–specific risk is the increasing longevity of the population which could mean an increased risk of  annuity rates falling by the time an annuity is eventually purchased.  Where an annuity is purchased at outset, the insurance company/annuity provider takes on this risk.

3. Annuity purchase 

There is no legal requirement to purchase an annuity at any time. However, many pensioners who are outside the flexible drawdown regime may wish eventually to stabilise their income by the purchase of an annuity. The terms available for the purchase of an annuity at some future date are unpredictable and therefore the amount that could be purchased may be higher or lower than the pension that could have been purchased at retirement. Those who eventually purchase an annuity will also have lost the cross-subsidy benefit available under an annuity from those dying before that age and will need to have achieved a higher investment return to compensate for this. This phenomenon is commonly referred to as “mortality drag”; its impact increases gradually for each year that the purchase of an annuity is postponed.

The requirement (not relevant to flexible drawdown) to re-calculate the maximum income periodically is intended to reduce the risk of the fund running out due to either poor investment performance or greater than expected longevity.
Summary

An income drawdown plan enables pensioners to avoid locking their pension fund into annuity rates when investment conditions may appear unfavourable.  However, they are exposed to the risks of both longevity of life and unfavourable financial conditions.  For those not in flexible drawdown these risks are partially controlled through certain restrictions on the maximum amount of income that may be withdrawn from the fund each year.  

Comparison of relative value for money between income drawdown plans and conventional annuities is difficult and requires expert advice.  Income drawdown plans may be particularly suitable where an individual need only take a restricted income for a period following retirement, perhaps because of the receipt of income from other sources. New rules on prohibiting gender as a rating factor for annuities from December 2012 will tend to improve annuity rates for females whilst making rates for males slightly less attractive. Females reaching retirement before December 2012 may find income drawdown attractive whilst they await the impact of the new rules on the annuity rates available to them.

This note is for information purposes only and should not be regarded as providing formal advice to any individual or group of individuals.
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� Briefing note on annuities: 


� HYPERLINK "http://www.actuaries.org.uk/sites/all/files/documents/pdf/annuitiesbriefnoterevised201002.pdf" �http://www.actuaries.org.uk/sites/all/files/documents/pdf/annuitiesbriefnoterevised201002.pdf�


� It is now possible to obtain some form of guarantee with some income drawdown plans �for an additional, explicit charge however this is not within the scope of this paper. 
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