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Investment Linked Annuities 
 
 
Summary 
 

• A With-Profits/Unit-Linked annuity is an annuity linked to the performance of the chosen investment 
fund of the annuity provider. 

• Income from this type of annuity can fall as well as rise. The annuity is pegged to a particular rate of 
return, if this is exceeded the annuity income rises, if not the annuity income falls. 

• The annuity provider can now be changed after the annuity has been purchased, although the selected 
level of income generally cannot. 

• The annuitant remains exposed to the market whilst in retirement. This is therefore only suitable for 
that portion of retirement income with which the annuitant is prepared to take a higher level of risk. 

• This Research Note should be read in conjunction with the Research Note on Retirement Income Options. 
 

With-Profits and Unit-Linked Annuities 
 
This form of annuity allows the investor potentially to remain invested in the markets throughout retirement 
(note: drawdown pensions also allow this and should be considered as an alternative). The way they work is 
that the increases in annuity payments each year are linked to the returns of a chosen fund, either with-
profits or unit-linked.  
 
If the investor believes that equities continue to have the potential to outperform gilts over the longer term, 
then an equity based annuity fund may be a sensible choice.  However, there are periods when this has not 
been the case, and the investor needs to be comfortable with the additional risk of this type of annuity 
before investing. 
 
To date the number of investors taking advantage of this type of annuity has been relatively low. There is 
also a more restricted choice of insurance companies that offer this option. 
 
The Mechanics of the Annuity 
 
A simple explanation of the mechanics is that the purchase money is placed into the ‘annuities fund’.  The 
insurance company assumes a certain amount of the principle capital is withdrawn each year, which 
predominantly reflects the ages of the annuitants. The maximum initial payment is a set percentage of a 
level annuity, and the minimum payment is a proportion of the maximum.   
 
At the inception of the contract the company ask you to agree to a specific investment return (e.g. 0% - 5%), 
which allows them to calculate how much overall income you can withdraw each year.  If the fund performs 
better than expected the annuity payments will rise, and conversely if the funds underperform then the 
annuity payments will fall.  Therefore, you are exposed to the volatility of the fund in which you are 
invested.  
 
In theory, poor years and good years should even out over the lifetime of the annuitant, to provide a better 
annuity than with a traditional, gilt-based, annuity. However, a long-term bear equity market would severely 
impair the benefits of this type of contract.  
 
Fund Choice 
 
Unit-Linked 
 
The simplest arrangement invests in unit-linked funds, where you are directly exposed to the rises and falls 
in the investment markets.  These would typically be a managed style of fund, giving exposure to cash, gilts, 
bonds, property and equities. A contract can also be linked to an index, e.g. the FTSE All Share. 
 



 

 

 

With-Profits 
 
A potentially less volatile option is the with-profits fund, which invests in the same asset classes as a 
managed fund, but the returns are not directly related to the performance of the underlying assets.  The 
relative percentages in each asset class vary between companies, based upon their financial strength, 
business mix and view on the investment markets.  The returns are added to the profits of the overall 
business.   
 

A portion of the overall profit is distributed in form of an annual bonus, which historically did represent the 

income generated by the underlying portfolio.  More recently, with reducing investment income yields, 

insurance companies have turned to use some of the capital gains from the underlying investment portfolio 

to maintain the bonus payments. 
 
The balance of the investment profits is retained within the company to build up the reserves, which can be 
called upon in future years.  Therefore, if investment returns are too low, the company can maintain the 
bonus rates.  The idea is to smooth out the returns over a period of time.  The selection of company will 
take into account the level of reserves as well as historic bonus rates in assessing the most appropriate 
company.   
 
Out of the two investment options, with-profits funds have historically been the most popular.  The investor 
secures a managed fund with a theoretically lower risk profile than if investing directly; however, issues over 
lack of transparency and control mean that we would advise clients to consider their choices here very 
carefully.   
 
Death Benefits 
 
An investment linked annuity can be purchased with the usual add-ons available with traditional lifetime 
annuities – e.g. a spouse’s benefit/minimum payment period guarantee/capital protected element (where 
the balance of the fund not paid out can be returned at death, less any applicable tax).  
 
Summary 
 
In summary, this type of annuity aims to avoid the historically poor returns of gilts verses equities and 
property, in return for the annuitant accepting some of the investment risk.  However, the increased risk 
profile over a traditional annuity means that this would generally not be suitable as a stand-alone provision 
for retirement income.  
 
If you are considering this type of pension provision, you should also consider whether a drawdown pension 
might be suitable (please refer to the relevant Research Notes for full details). In both cases, the fund can 
remain invested in an equity oriented portfolio throughout life. However, the level of income drawn under a 
flexi-access drawdown pension can be varied, whereas with an investment linked annuity it is related to the 
assumed returns and fund performance, and cannot be varied beyond these parameters. In addition, the 
level of charges paid for the ‘guarantees’ surrounding the investment linked annuity may exceed those 
incurred under a drawdown contract. 
 
 
 
 
Risk Warning: The past is not necessarily a guide to future performance.  The value of your investment and the income from it can fall 
as well as rise and is not guaranteed. You may not get back the full amount invested.  

 
Our views are based upon our understanding of current legislation in England & Wales. Levels and bases of, and reliefs from, taxation 
are subject to change and their value to you will depend upon your personal circumstances. You should not act on any of the 
information without seeking professional advice. 
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