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Introduc�on
As we men�on within the SimplyRe�rement
website, annui�es are fundamentally a simple
product, involving the upfront payment of a
capital sum to purchase a future income stream.

However, there are a huge range of op�ons
available with respect to annui�es that provide
enormous flexibility, but also introduce
considerable complexity - par�cularly when it
comes to making an assessment of whether a
product or service meets your specific
requirements, and especially whether it
represents “value for money”.

We believe that annui�es, par�cularly because
they offer “set and forget”, guaranteed rates of
income regardless of the market or general
economy, have the poten�al to play a much
larger role in the Australian re�rement market.
But any par�cipa�on in annui�es should be
based on a prior discussion with experienced,
independent financial advisors, and re�rees
should have a thorough understanding of the
product. This is primarily because you typically
entering into very long term commitments, o�en
with substan�al sums at stake.

Types of Annuity
Annui�es offer considerable flexibility to meet
individual circumstances; consider just some of
the op�ons/choices available:

Period: an annuity can be paid for a fixed term
(e.g. 10 years) or for your life�me.

Immediate or deferred: annuites can commence
immediately or can be deferred for a par�cular
period – for example, they can commence on
your 70th birthday.

Indexa�on: an annuity can include a provision
which sees the payment increase to cover
infla�on, or by a specific % amount each year.

Residual value: an annuity can provide for a full
or par�al return of your upfront payment at the
end of the payment period, no residual value or
a full repayment should you die within a
prescribed period.

Impaired annui�es: if you have a reduced life
expectancy because of an illness, or other
circumstances, it may be possible to access an
impaired annuity – one that provides for higher
payments because of your reduced life
expectancy.

Minimum payment term: if you have a
“minimum payment term then, if you die before
the term of the annuity, your spouse or
dependents can con�nue to receive payments
for the rest of the term, or they may be paid a
lump sum. This is some�mes called a
“guaranteed death benefit”.

Reversionary annui�es: you can buy a
reversionary (or joint owner) annuity, which
means that your spouse or partner will receive
the income payments should you die during the
annuity period, but o�en at a reduced rate.

Just remember that there are explicit or implicit
costs a�aching to almost all these op�onswhen
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it comes to annui�es. Some of them are obvious
- for example, with a life�me annuity the annuity
provider takes a risk in terms of how long you will
live and this needs to be reflected in the product
price; whilst a reversionary or guaranteed death
benefit either increases the chance that a benefit
will be paid, or that it will be paid over a longer
period, and therefore is an added expense to the
provider.

Similarly, op�ng to be paid monthly rather
annually will increase administra�on costs and
reduce provider investment returns. In short,
choosing more op�ons means that you will
normally receive a lower income stream in
rela�on to any lump sum payment you make.

This doesn’t make choosing par�cular op�ons
wrong, quite the contrary. However, you need to
ensure that any annuity fits your circumstances
as far as possible; it is just a case of ensuring that
you understand “what you paying for”, and
receive value.

For example, we think that individual’s
purchasing life�me annui�es should normally
opt for some form of indexa�on to provide
protec�on from infla�on and their spending
power. We have lived through periods of high
infla�on and seen the adverse impact on
individuals with fixed incomes.

Some Examples
We believe that the best way to understand how
annui�es work and the impact of choosing
op�ons is to provide some worked examples.

The examples below are based on quotes
provided by a leading Australian annuity provider
as at April 2019, and are illustra�ve only. Note
par�cularly that Adviser Service fees have not
been included in these figures.

Example One

Annuity: Variable term: no indexa�on: no
residual capital value (RCV = 0)

An annuity can be paid for either a fixed term (a
“term” annuity) or un�l the holder dies (a
“life�me” annuity). Table 1 provides some
examples of annuity op�ons with different terms.

Note that in these examples the term annui�es
offer zero “residual capital value” (RCV); meaning
that there is no return of your upfront capital
payment at the end of the annuity. In effect the
capital is paid back to you over the term of the
annuity as part of your income; hence why in the
Table you can see that the regular income
received reduces as the term or dura�on of the
annuity increases.

Table 1 - Variable Term, No Indexation, No Residual Value

Details Type of Annuity Scenario Monthly Income

Ini�al Investment
$100,000
RCV = 0

Term Annuity 10 Years $994

RCV = 0 Term Annuity 15 Years $726

RCV = 0 Term Annuity 20 Years $545
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Example 2

Annuity: Life�me term; with and without
indexa�on and no residual capital value

Indexa�on allows an annuity to be linked to
infla�on (preserving the “spending power” of the
annuity payments), or not, as shown in the
example in Table 2 below.

You can choose a fixed percentage indexa�on, or
for CPI (consumer price index) adjustments to
apply, with your regular
annuity payments increased
by your chosen mechanism
each year.

If you do not choose
indexa�on, or CPI
adjustments, then your
payments will remain the
same through the period of
your annuity - with the result
that the purchasing power of your regular
payments will be eroded during any periods of
infla�on. By choosing indexa�on, your ini�al
regular payments will be lower than if you buy an

annuity without indexa�on; however, the
payments should increase over �me - depending
upon the level of infla�on.

Whether, and to what degree, indexed payments
exceed those payable under a non-indexed
annuity obviously depends on the level of
infla�on during the term of the annuity. Just to
provide some backdrop, the average annual
infla�on rate in Australia since 2000 has been
about 2.7%.

Life�me annui�es can of
course stretch over very
significant periods of �me -
some�mes over 30 years -
and consequently there is
very real scope for infla�on to
reduce the earning power of
any payments.

Our view is that the issue of
indexa�on, unless the
annuity is very short term,

should always be the subject of a discussion with
your advisor before you commit to any annuity,
and the impact of infla�onmust not be ignored in
any analysis.

Careful thought needs to be given
to the indexa�on or “infla�on

proofing” of long term annui�es.
Even an infla�on rate of 2.5% per
annum can significantly reduce the
purchasing power of money over
�me; the real value of an income
stream reducing by 22% over 10
years and 39% over 20 years.

Details Type of Annuity Scenario Monthly Income

Ini�al Investment
$100,000
RCV = 0

10 Year Guaranteed
Period

Life�me
(Female aged 65)

Indexed
Full Infla�on protec�on

$299 pm
$3,583 pa

Increased annually by
full CPI

Life�me
(Female aged 65)

No Indexa�on
No infla�on protec�on

$394 pm
$4,725 pa

No increase throughout
the annuity period

Table 2 - Lifetime Annuity, No Residual Value, With and Without Indexation
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Example 3

Annuity: Fixed term, no indexa�on and a
variable residual capital value (RCV)

An annuity can be designed to return a residual
amount (RCV) at the end of the term, or
otherwise, and the decision will have a significant
impact on the monthly payment.

As Table 3 below illustrates, an RCV = 0 annuity
will give you higher regular payments, but no
capital at the end of the term - effec�vely
because you have your capital returned to you
progressively over the period of the annuity.

In contrast, a RCV = 100 annuity will give you
lower regular payments but with all your capital
returned at the end of the annuity period.

Buying with Superannua�on
and Non-Superannua�on Money

You can buy an annuity with money from within
or outside the superannua�on system; although
you cannot buy a joint annuity using
superannua�on money. If you buy an annuity
with money rolled over from super then are
some addi�onal considera�ons and restric�ons
which should be the subject of discussion with
your advisor.

For example, when an annuity is bought with
super money and you are aged 60 or over, then
regular payments will be tax free. However, there
is a limit on how much of your superannua�on

can be converted into a (tax free) income stream
- this is a known as the “transfer balance cap” and
the limit is currently $1.6M.

Note also that if you buy an annuity with super
money your reversionary can only be your
spouse.

Contras�ng Annui�es and Account
Based Pensions

In an Australian environment, it is useful to
contrast the differences between account based
pensions (previously referred to as “allocated
pensions”) and annui�es. O�en these exercises
are cast in terms of individuals needing to choose
between either product. In contrast, we see
individuals as typically using both products; with
annui�es providing a base level of guaranteed
income and account based pensions allowing
some scope for investment in growth assets to
protect total assets over what can be a very long
period in re�rement.

This is o�en referred to as taking a “layered” or
“sandwiched” approach to structuring your
re�rement income.

What are Account Based Pensions?

Once you have reached preserva�on age and
met a “condi�on of release” you have access to
your superannua�on and can start to draw from
an account based pension - which is usually
established with money transferred from your
super accumula�on account.

Details Type of Annuity Scenario Monthly Income

Ini�al Investment
$100,000 15 Year Term Annuity RCV = 0 $726

15 Year Term Annuity RCV = 100 $300

Table 3 - Fixed Term Annuity, No Indexation and Variable RCV
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Age
Minimum Annual
payment as % of
account balance

55-64 4%

65-74 5%

75-79 6%

80-84 7%

85-89 9%

90-94 11%

95+ 14%

Regular payments can be made on a monthly,
quarterly or annually basis from your super fund
and the only restric�ons applying to withdrawals
are that you make a minimum percentage
withdrawal every year - the amount varies
depending on your age, as in the Table below. In
effect, you can draw on your account based
pension like a bank account un�l funds are
exhausted - including making lump sum
withdrawals .

Annui�es and the Age Pension

How annui�es are treated for both the pension
income and assets tests can be complicated, and
dependent on a range of factors, including
whether they are term or life�me annui�es, and
whether there is any reversionary.

Generally, however, the income test would
include any life�me annuity income, less that
part of the payment that represented a return of
capital, and the asset test would include the
purchase price of the annuity, reduced by any
accrued capital payments. Term annui�es would
be treated much like other investments, with a
deemed rate of return.

Historically, some annui�es have also been
exempt from the assets tests, either en�rely or
par�ally, and these are "grandfathered" within
the system. Hence the need for specific
professional advice in this area.

Importantly, however, new means test rules for
life�me annui�es come into effect from July 1,
2019. For qualifying products, these rules will see
the income test assess 60% of all payments as

Account Based Pensions - Minimum
Annual Withdrawals

Account Based Pensions Annuities

Guaranteed Income No Yes

Ability to vary income Yes, subject to meeting certain
minimum drawing requirements No

Flexible access to capital Yes Dependent on product

Choice of underlying assets Yes No

Purchase with non-
superannuation savings No Yes

Death Benefit Yes, remaining balance of
account

Depends on the annuity;
whether there are guarantee
periods and reversionaries

Comparing Annui�es and Account Based Pensions
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income and the assets test
assess 60% of the nominal
purchase price as an asset
un�l the individual reaches
the life expectancy of a 65
year old male (currently
age 84)—or a minimum of
five years—and then 30% of the purchase price
for the rest of the individual’s life. Let’s look at an
example provided by the DSS:

These new rules should now make life�me
annui�es a product which individuals - who
currently qualify for only a par�al aged pension,
or just fail to qualify for a pension - consider as an
op�on very carefully - with 40% of any purchase
price immediately exempt from the assets test.
This may be a much be�er op�on than inves�ng
money in exempt assets - by renova�ng your
family home for example - or simply spending on
discre�onary purchases.

How Annui�es are Taxed

In very general terms:

• Annui�es purchased with super money are
tax free from age 60

• Annui�es purchased with super money

before age 60 will have
the “taxable por�on” of
any payment subject to
tax at your marginal rate,
but you will be able to
claim a 15% offset (which
reflects tax paid within

the fund).

• Only the income component of an annuity
purchased with non-super money is taxable -
the rest is regarded as a return of capital.

In Summary

Account based pensions are simpler in nature
than annui�es and quite transparent in their
opera�on. However, there is no guarantee that
the funds will last you through re�rement and
effec�vely address what is called “longevity risk”.
That, subject to the annuity being indexed to the
consumer price index (CPI) , is the main
difference between annuity and account based
pensions.

As men�oned previously, we see considerable
scope for the products to be used in tandem -
with individuals having an annuity providing a
base level of income and account based pensions
providing more flexibility and the ability to invest
in selected growth assets over what can now be
a long re�rement period.

Hopefully, in the not too distant future, other
products may also be available to assist in
managing re�rement income and longevity risk -
including the CIPR (Comprehensive Income
Product for Re�rement) - which unfortunately is
li�le more than an unwieldy acronym at present
- and perhaps ton�nes to assist in targe�ng
financing longevity risk more efficiently.

In the mean�me, professional advice is strongly
recommended to ensure that any products you

“A person purchases a life�me income stream
at age 65 for $200,000. At purchase, the life
expectancy of a 65-year-old male is 19 years.
Ini�ally, 60 per cent of the purchase price
($120,000) is assessed as an asset under the
assets test.

60 per cent con�nues to be assessed for 19
years, a�er which point 30 per cent ($60,000)
of the purchase price is assessed as an asset
under the assets test. 30 per cent is then
assessed for the rest of the dura�on of the
life�me income stream”.

“These new rules should now make
life�me annui�es a product which

individuals - who currently only qualify
for only a par�al aged pension, or just
fail to qualify for a pension - consider

as an op�on very carefully”.
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purchase work together within any broader
re�rement strategy and that you fully appreciate
the legal aspects of the product. The costs
associated with making a mistake or later

“changing course” because a product has
inadequate flexibility can obviously be very
substan�al and it is clearly important to get the
strategy “right first �me”.
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