
 

 

 

clarityRESEARCH 
 

Phased Retirement 
 
 
Summary 
 

• Phased retirement is not a different type of retirement income as such. A traditional annuity, or 
drawdown pension, is purchased, but only with a portion of the pension fund. This is repeated over 
several months or years.  

• This strategy may be suitable for those who do not need the tax-free cash lump sum available when 
drawing benefits. 

• The aim is to improve the overall level of income received, compared to a single traditional annuity 
purchase, by achieving increased investment growth in the pension fund (by leaving it invested for 
longer), and an averaged annuity rate. In addition, the tax free cash is used to provide a portion of the 
pension income free from income tax. 

• The death benefits available under phased retirement can be superior to those under a single traditional 
annuity purchase.  

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

Most modern pension contracts are “segmented” into several identical policies, which allows for benefits to 

be taken at different times from different contracts. Older contracts may not have this facility but can be 

transferred into modern pension contracts, although charges and existing guaranteed annuity rates should 

always be considered. 

 
To judge the correct timing for the implementation of any pension annuity strategy is difficult. It is, 
however, possible to implement the annuity purchase over a period of months or years, which is known as 
"phased retirement". For example, many policies are split into 10 or more equal segments, each of which can 
be used to purchase an annuity at different times. 
 
The premise of phased retirement is that you take your tax-free cash lump sum for each segment but use it 
as part of your overall income requirement, as explained below. 
 
 
Phased Retirement – An Example 
 
Assume a fund of £1,000,000 at a time when the single life annuity rate is 10%, for simplicity, and that you 
are a higher rate taxpayer.  If you took all benefits at that stage as income (because you had no use as such 
for the tax free cash) then the annuity would be £100,000 per annum. However, assuming this would be 
taxed at 40% if you were a higher rate taxpayer, this would leave a net income of £60,000 per annum.   
 
However, it may be that taking tax-free cash as opposed to annuity income is considered a more efficient 
use of the funds. In this case, as you would have no use for the tax-free cash as capital, you could use it to 
supplement your income by ‘spending’ it over 12 months.  If the fund in the example above were to be 
divided into 1000 segments of £1,000 each, then you could use a surrender of a certain number of the 
segments to achieve a £60,000 net income, this time using tax-free cash as income in the first year. 
 
In order to achieve this, you would surrender 204 policies out of the 1000 (each valued at £1000) to give a 
fund of £204,000.  25% is paid as tax-free cash i.e. £51,000, and the remaining 75% buys the annuity at 10%, 
giving an income net of 40% tax of £9,180.  Combine the two (i.e. £51,000 plus £9,180) and you have your 
net income target (just over) with £60,180 in the first year.   
 
The remaining 796 policies you still have "working" for you, invested in your chosen pension fund. 
 
The second year you will still have the annuity running paying the net £9,180 so this is set against your target 
of £60,000 first.  You then work out again, how many policies out of the remaining 796 you need to make up 
the balance. This process is repeated until all the segments are vested. 



 

 

 

 
In each case, however, when you are selecting the annuity, you are still choosing between the other annuity 
options (e.g. traditional annuity vs. drawdown pension).  Phased Retirement is not another annuity or 
income option as such, just a mathematically clever way of taking existing policies (or parts thereof), 
assuming you are happy to give up tax-free cash. 
 
 
Advantages of Phased Retirement 
 

• The main advantage of this strategy is that it allows the un-vested pension policies to continue growing 
in an income and capital gains tax efficient environment.  

• An average annuity rate over the period of the phased retirement is achieved, which potentially avoids 
the risk of a single annuity purchase when rates are unusually low. 

• Using the tax-free cash as income also enhances the level of net income received. 

• In addition, should the annuitant die, any money remaining in the pension policy can be passed down to 
their beneficiaries. 

• The plan is flexible in terms of the ability to vary the level of income to a certain extent, and the level 
of spouse’s benefit purchased if family circumstances change over the phasing period. 

 
 
Risks of Phased Retirement 
 

• Annuity rates could fall in the years you defer taking some of the policies. 

• The annuitant is exposed to investment risk on the funds still "invested" i.e. those policies deferred, until 
the time they are matured. The level of risk depends upon the fund selected; however, a certain level of 
risk will need to be taken if mortality drag is to be overcome (see the Research Note on Retirement 
Income Options for further details). 

• The annuitant is open to changes in legislation such as restrictions on tax-free cash. 

• The additional costs and administration involved could outweigh the advantages for some individuals. 
 
 
 
 
 
 
 
 
 
 
 
 
 
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. 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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