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Traditional Lifetime Annuities 
 
Summary 
 

• An annuity is the traditional method of providing retirement income.  

• There are various types of annuity, the cheapest being a single life annuity with no escalation in 
payment. Additions such as escalation in payment and spouse’s benefit will increase costs. 

• Whilst a level annuity provides the maximum initial income, inflation has the potential to devalue the 
income in real terms within a relatively short period of time.  

• Once purchased, a traditional lifetime annuity cannot generally be changed or surrendered.  

• Index-linked annuities provide a “safe” option, in terms of inflation protection, by increasing the annuity 
payments in line with an index - typically RPI. 

• This Research Note should be read in conjunction with the Research Note on Retirement Income Options. 
 
What Is An Annuity? 
 
Annuities are purchased using a lump sum, for example your pension fund at retirement, and provide a 
guaranteed regular income for the rest of your life. (For more details on other options at retirement, please 
see our Research Note on the subject.) This income is taxed as earned income. Annuity rates are dependent 
upon three main factors: the age at which you purchase your annuity; mortality experience; and the general 
level of long-dated gilt yields at this time, upon which annuity rates are based. In turn, gilt yields are 
influenced by general interest rate and inflation levels. 
 
Annuities are easy to understand, and can be good value if you live longer than the average. However, you 
do need to identify the best time to buy your annuity, which can be difficult and may require expert advice. 
Annuities have also traditionally been seen as inflexible, as once purchased the benefits typically cannot be 
varied. If you die soon after the annuity purchase, or if you purchase spouse’s benefits (see below) and your 
spouse dies before you, they can be poor value.  Without the benefit of hindsight, it is difficult to tell which 
scenario may apply to you.  
 
However, annuity products are slowly becoming more flexible. Since April 2006 capital protected annuities 
have been available, which will return any capital not already received as income on death, but at a cost. In 
addition, the pensions freedoms introduced from April 2015 allow insurers to offer more flexible annuities – 
for example, which decrease in payment, provide longer guaranteed periods, or are for a fixed term only.  

 
Pension Annuity Options 
 
There is a wide range of annuity options available for any retiree, including: 

• purchase of a widow/er’s pension, typically 50%, 2/3rds or 100% of the annuity received at death; 

• guaranteed minimum payment periods, typically 5 years or 10 years.  The guaranteed payments 
are taxable as income on the recipient, and can no longer be commuted for a lump sum; 

• variations in the timing of the pension payments, e.g. monthly in arrears;  

• capital/value protected annuity – the original annuity cost less income payments made can be paid 
on death. 

 
Clearly, the more ‘add-ons’ you choose, the lower the initial annuity rate received is likely to be. 
 
It is also possible to receive significantly larger annuity payments if you are in ill health (e.g. diabetic, or 
have a heart complaint), or meet certain ‘lifestyle’ criteria (e.g. smoker) at the date of purchase.   These 
are termed impaired life annuities or enhanced annuities.  
 
  



 

 

 

Together with the various choices above, one of the main decisions is whether the annuity will increase in 
payment, and if so by how much. The main options include: 
 
1. Traditional Level Annuity 
 
The annuity is a regular payment, which remains level throughout the term of the contract.  The annuity 
rate will be partly dependent upon the yields available in the fixed interest gilt market.  There is no 
protection against inflation, and while inflation remains subdued this form of annuity can be attractive, with 
a high initial return on capital.  However, it is a brave person who assumes that high inflation will never 
return.   
 
2. Traditional Escalating Annuity 
 
To avoid the problem of inflation eating away at the value of the annuity, there are escalating annuities, 
which are able to increase by fixed percentages, typically 3% or 5% per annum.  The insurance company is 
effectively taking the amount of money it would have paid over your normal life expectancy and 
rescheduling the payments.  Therefore, in theory, if you achieve the average life expectancy, you should 
receive the same total payout as a level annuity, with a small improvement to reflect the fact the insurance 
company paid out smaller sums at the beginning.   
 
3. Traditional Index Linked Annuities 
 
When the Government starting issuing index linked gilts in 1981, insurance companies were able to start 
issuing annuities that fully protected the annuitant against inflation.  These are the most suitable annuity 
type for those who wish to ensure their annuity maintains its value in real terms throughout their lifetime. 
 
4. Investment Linked (With-Profit/Unit-Linked) Annuities 
 
This form of annuity allows the investor to potentially remain invested in equities throughout retirement. 
This type of annuity is considered further in the Research Note on the subject.  
 
Guaranteed Annuity Rates (GARs) 
 
Although the best annuity rates are usually obtained from a different provider to the current pension policy 
provider, some policies include GARs, which can be extremely valuable in comparison to current low annuity 
rates. This should always be considered before Open Market Options or Transfers. 
 
 
 
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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