
Not just pot luck
An Industry Insight which questions whether annutising pension pots is 
the best way to fund a retirement or whether in fact drawdown may be the 
better alternative

An annuity has a magnetic attraction because the 
money only runs out when you die.  But is it really 
the hedge against becoming penniless that you 
think it is and are there better alternatives? Until 
recently, nobody bothered to ask this question 
since the pension rules were clear: take the 25 per 
cent tax-free lump sum now and annuitise the rest.

In 2014, all this changed. The government announced 
radical proposals that would allow people to withdraw 
money from their pension pot from age 55, “how they 
want, subject to their marginal rate of income tax in that 
year” (see HM Treasury (2014), Freedom and choice in 
pensions). Surprisingly for some perhaps, this article 
suggests that for most people annuitising is not the best 
option and that the alternative, “drawdown”, is preferable, 
especially where there is a bequest motive and the 
individual has assets such as property to fall back on.

Drawdown can be low risk if simple rules are followed. 
There are three things to consider:

• the risk of living longer than expected and running out 
of cash, which is the main attraction of annuitisation;

•  any gift or bequest motive or plans for a large purchase 
that may affect the rate of drawdown or investment 
strategy; and

•  the volatility of investment returns in the absence of 
annuitisation, including potential tax liabilities.

Some people will find these decisions challenging, which 
is why we believe everyone should seek a financial “health 
check” first. One important issue is the interaction with 
state means-tested benefits, especially for those with small 
pension pots. Spending the pot may be the better option 
but so also is working longer and waiting until the pot 
is bigger. The priority should be to build up as big a pot 
as possible rather than to focus on being able to draw a 
certain income from a particular age.

The logic of our research suggests that people will 
start viewing their pension pot, home and other assets 
collectively as their source of retirement funds. However 

we also find that the risk of incurring costly long-term care 
in later life would dwarf most pension pots and so could 
not be relied upon for this purpose.

The basic options

Table 1 sets out the main options available to people 
and they are not mutually exclusive. There are three: (A) 
withdraw all of the pot at the outset; (B) draw down money 
each year until it is exhausted; and (C) annuitise. Each 
has various pros and cons. Only option C provides any 
income guarantees. Annuitising has the sole but important 
advantage that income never runs out, although if it is flat 
rate, inflation can severely erode its value. Nevertheless, 
on other criteria, such as the ability to bequeath, meet 
financial emergencies or switch investments, annuities are 
totally inflexible.

Table 1: Risks applying to how a pension is taken 
according to the three main options

Note: 1. Ticks indicate generally ‘applies’. Note 2 . IHT (Inheritance Tax). 

Note 3: e.g. if a person with a large pot withdraws all of it but dies before 

spending it.

Source: Author

Individual considerations

Notwithstanding the technical and financial risks above, 
there are three main reasons for choosing one strategy 
over another. These are:

•  health – poor health may lead to an individual drawing 
down their pot more quickly than a healthy person or 
buying an impaired annuity;



•  homeownership – if individuals own their home outright, 
then this can be considered as an asset that can be 
turned into cash or an annuity if their pot is exhausted, 
whereas non-homeowners still have to pay their rent;

•  bequest motive – whether a person wishes either to gift 
money when they first access their pension pot or to 
have some money to bequeath on death to a surviving 
partner, relative, friend or organisation.

Possible choices can be expressed in a simple table (Table 
2) matching financial strategies to personal objectives. This 
one has eight rows, one for each combination of the three 
factors applying, as denoted by ‘Y’. Three further columns 
indicate which financial strategy is best suited but note 
that these are not mono-solutions. For example, person 
type one, row 1, is in good health and therefore longevity 
is a risk. As a non-homeowner, they must pay rent to keep 
a roof over their head. With no bequest motive, their best 
strategy is to annuitise (unless their pot is huge). Contrast 
this with row 8, a homeowner and in poor health but who 
wants to leave something behind for their family. In this 
case, the availability of impaired annuities will influence 
whether to annuitise or not. With the home providing 
extra financial security, this person may choose income 
drawdown instead, as the table recommends. 

Table 2

Each row represents a different combination of considerations: Ticks are 
shown against the most likely financial options applying to each person 
type identified by their situation Key to table: (A) Withdraw all or part of pot; 

(B) Drawdown; (C) Annuitise  

Source: Author

This is not the end of the story because there are 
many other behaviour-altering factors to consider (e.g. 
continuing to work while drawing a pension). For example:

•  A person with a defined benefit pension may take more 
investment risks with their pension pot.

•  Those with large pension pots have most flexibility and 
so may focus on choosing tax-efficient options, including 
the timing of withdrawals across tax years.

•  For a person working beyond normal pension age, it 
is likely they will opt for flexible drawdown so they can 
continue to benefit from the tax advantages of saving 
within a pension fund.

•  In pooled income couple households, it is more cost 
effective to use the fund that attracts least tax and to 
delay taking the second pension.

•  Some may have debts such as a mortgage to pay off 
first and so need the flexibility.

Any of the above is predicated in some way on life 
expectancy. If we knew our date of death, personal 
finances could be planned more precisely. There would 
be no need for an annuity or  indeed a life insurance 
market. Life expectancy has been increasing rapidly in 
recent decades and is projected to continue doing so and 
therefore pension pots must stretch further. Increasing 
longevity is hugely significant because it informs not only 
annuity rates but also how much to draw down.

We calculate that for a person with a pension pot of 
£100,000 on retirement at age 65, an annual inflation-
proofed annuity is worth £4,328.82 per annum using 
unisex mortality rates. Suppose a person decided 
to drawdown this income level from his pot instead 
of annuitising. What would happen? We used 5,000 
computer simulations allowing for the ups and downs in 
annual investment returns. We assumed a real return of 3 
per cent per annum (ie in excess of price inflation) with a 
standard deviation of 6 per cent per annum (ie a moderate 
risk investment strategy focused on government bonds 
and blue-chip equities). We consider two cases: fixed 
drawdown and flexible drawdown.

Fixed income drawdown

Figure 1 shows the median residual wealth at each future 
age, assuming a level annual drawdown of £4,328.82 and 
a starting pot of £100k. At each age, the residual pot is 
adjusted to allow for the net impact of withdrawals and 
investment returns. The dotted curves either side of 
the median line represent the risk margins involved by 
showing the 25th and 75th percentiles for the fund value 
at each age, ie the range of fund values within which half 
of all possible outcomes will arise. 

Fig. 1 Residual pension wealth

Figure 1: Median residual pension wealth based on fixed income drawdown 

equivalent to an amount that can be obtained on annuity purchase 

Source: Author

0 

20,000 

40,000 

60,000 

80,000 

100,000 

65 70 75 80 85 90 95 100 

Re
sid

ua
l p

en
sio

n 
we

alt
h,

 £
 

Age 

median 25th percentile 75th percentile 

A 

B 

C 



We can see that by age 100 the median pot is worth 
approximately £12,000, although there is a 25 per cent 
probability that the fund will be completely exhausted 
by age 95. We also overlay what the value of an annuity 
would be if the residual pot is used to buy an annuity 
at three later ages instead of at age 65. At age 75 (point 
A), the median value of the residual pot would be worth 
£83,139.30 which would buy an annuity worth £5,370.76 
p.a.; by age 85 (B) it is £60,557.47 (worth £6,728.61 p.a.); by 
age 95 (C) it is £30,738.29 (worth £8,110.37 p.a.). 

The key conclusion here is that deferring taking an annuity 
until a later age can be financially advantageous. How 
material is the risk of pot exhaustion? Actually it is small, 
only about 7 per cent at age 90. Of course, choosing a 
higher income is riskier and results in a “cliff edge”. Since 
this is predictable, a person can take steps to fill the gap in 
advance, for example by using other assets or reducing 
consumption.

Flexible income drawdown

With high-risk investment strategies coupled with fixed 
annual drawdown, a person runs the risk of what is 
colloquially termed as “pound cost ravaging”. Such 
withdrawals exacerbate the drop in share values by 
crystallising the losses and so make future recovery more 
difficult. 

One solution is to flex income levels according to the size 
of the pot remaining. For example, one could elect to draw 
down a fixed percentage of the remaining pot each year 
so as not to die penniless, but income is not level. Another 
way is to divide the pot each year by future life expectancy. 
We call this the flexible drawdown strategy. If continued 
each year, this will also ensure that the pot never runs out, 
although it can still end up being very small. In practical 
terms, the income achievable by this method up to age 
100 will be greater than £4,382.28 p.a., at least initially. This 
is because the level of income benefits from superior 
investment returns, which lasts until roughly age 90.

For a woman, the initial income is lower than that from 
buying an annuity, but, by deferring income and benefiting 
from investment returns, income should rise quickly before 
gradually declining as for a man. In other words, increased 
life expectancy for women results in lower income initially 
and more in later life. It is theoretically possible to put 
one’s personal finances on a “glide path” so that income 
matches future needs, which are often less at, say, age 80 
than they were at retirement. Clearly, this would require an 
article of faith in the government to maintain a safety net if 
things went wrong.

What if it does not work out? Homeowners, the great 
majority of retirees, have the additional advantage of being 
able to generate replacement income by downsizing 
homes, with the presumption that trading down will 
provide a surplus, although stamp duty, legal fees and 

moving costs could cancel out any profit. Equity in the 
home can be exchanged for a lump sum, a regular 
payment or an annuity, with the debt being repaid on 
death or sale of the property, so it is a good “Plan B”. 
Equity release, as it is called, is often seen as expensive 
but, importantly, at older ages borrowing costs are much 
reduced and so the money borrowed is significantly 
cheaper.

UK pensions rules changed dramatically on 1 April, 2015. 
The effect has been to provide individuals with far more 
spending flexibility than before. The new rules do not 
apply to the diminishing number of people with defined 
benefit occupational pensions but only to those with 
defined contribution or personal pensions. Traditional 
annuities have developed a somewhat tarnished 
reputation in recent years. Part of the reason for this is 
greater longevity and the high cost of inflation-proofing, ie 
some people downplay the value of the income guarantee 
provided by annuities.

Regulation also plays a big part by forcing annuity 
providers to invest in low-yielding government bonds, 
which increases the prices charged to policy-holders. 
The introduction of unisex pricing from 2013 has only 
exacerbated the problem. However it is not all gloom. 
At older ages, say over 80, the purchase of an annuity 
may provide much better value for money. By this age 
the bequest motive will tend to lessen in importance 
as dependants become independent and the need for 
income security is greater. It is technically possible to make 
annuities attractive again if certain regulations are relaxed, 
in which case new types of products could emerge – 
for example, with-profits annuities with a guaranteed 
minimum income with the rest based on stock market 
performance – but there are many others.

Our conclusions, however, point strongly towards the 
flexibility of drawdown but also to building up a large pot 
in the first place. Unsurprisingly, the options are strictly 
conditional upon personal circumstances and retirement 
aims. We saw that income drawdown makes more 
financial sense and provides much greater flexibility if 
circumstances change so long as simple rules are followed 
– ie the cliff edge that comes with aggressive drawdown is 
avoided or pre-planned. Most of the risks of drawdown are 
“tail end” (ie towards the end of life), such as living longer 
than you had expected. An annuity bought at age 80 
may be the answer, but the same effect is achievable by 
releasing equity from the home. 

All of the above require careful planning and advice, but 
the greater flexibility that is the result of the new pension 
changes makes these options more feasible and practical. 
The central message is not to rush into buying an annuity 
before reviewing all the options.

     



This Industry Insight has been repurposed from the 
article  ‘Not just pot luck’ by Les Mayhew, part-time 
professor of statistics at Cass Business School, which 
was first published in Financial World, February/March 
2016.
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