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More and more people drawn to high risk retirement strategies in wake of tumbling annuity rates, warns Annuity Direct

Critical yields ‘unrealistic’ - Bullivant

· Many being caught out by unrealistic ‘critical yields’ quoted by insurance giants

· Desperation to avoid traditional annuity trap leads many down blind market alleys

More and more people are taking a high risk with their retirement income when entering into so-called ‘drawdown’ annuity arrangements, according to research by retirement advice specialist Annuity Direct.

The risks could result in someone thinking that this represents a low risk approach whereas if the calculations were accurate it would be extremely high risk, warned the company’s Bob Bullivant.

As annuity rates have continued to fall in our low interest, low inflationary environment, people in or approaching retirement have increasingly been examining alternative options to the traditional annuity route.

“The problem is that the pensions’ watchdog, the Financial Services Authority, insists that before a drawdown is done a ‘type A critical yield’ must be calculated,” said Bullivant. 

“This effectively means an assessment of the growth required on the pension fund to enable it to support the traditional type annuity that could have been bought at the beginning.
“Obviously, the reason for going for a ‘drawdown’, or unsecured pension option, is to delay swapping for that irreversible annuity – the pension fund can stay invested in the markets until age 75, when the holder has to buy an annuity which then pays a set income for life. 

“But the depletion of a pension fund can be incredibly rapid if, say, the maximum income is withdrawn in a falling market,” said Bullivant.

“In our view, the higher the annuity rate that could be bought, the higher the determining critical yield - and the higher the critical yield the more investment  risk that must be taken with the drawdown fund.

“The type A critical yield therefore gives an indication of the level of investment risk that a client needs to take to maintain the drawdown at a level equal to the annuity that could have been bought at outset – and if a client is eligible for an enhanced/impaired/smoker rate or a guaranteed rate this will increase the critical yield,” he added.

“The problem we have today is that insurers quote critical yields based on their own rates which may not be the best available in the open market. 

“Our research shows that insurers cannot change the annuity rate to enable an accurate type A critical yield to be calculated – which means that many people are buying unsecured pensions, and the investment risk they need to take to maintain income is a lot higher than that implied by the critical yield quoted by the insurer,a” said Bullivant.

“Given these factors, it is crucial to get specialist advice from a company which will first find the best annuity rate and will then arrange for the type A critical yield to be calculated based upon that bespoke annuity rate. 

“We would strongly caution against accepting a quote from one of the insurance giants based on their type A critical yield, as it may not be accurate and which is likely to understate the yield needed,” he added.
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Editor's notes

Annuity Direct is one of the UK’s best known retirement income specialists. Established in 1991 to help consumers maximise their pension income, the company has pioneered the provision of education and advice about the open market option that allows people to shop around for the best possible deal on their retirement income. 

As Chartered Financial Planners, Annuity Direct is committed to the highest possible standards of service and ethics.

Annuity Direct CEO Bob Bullivant is one of the annuity industry’s leading figures with many years of board level experience in the pensions world. He has written widely on a variety of pension topics and has published two research papers on the future of retirement. He is a Fellow of the Chartered Insurance Institute, an Associate of the Personal Finance Society and a Chartered Financial Planner. Before joining Annuity Direct Bob was deputy CEO of the Chartered Insurance Institute where he was responsible for the development of professional qualifications.

The company is based in Newport on the Isle of Wight.

