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Immediate Needs Annuities: Their role in funding care

Executive Summary

Immediate needs annuities are used by ‘self-funders’ in residential care who are paying
for the costs of care themselves privately ‘out-of-pocket’. They are principally a form
of ‘asset protection’ against the potential costs of living in residential care for many
years. Around 5000 such policies are in force, which represents around 4% of the
120,000 self-funders in residential care. Supply-side barriers to the market include the
limited supply of qualified independent financial advisors, but demand-side barriers
are likely to be a bigger constraint. These include cost: such annuities are not suitable
for all self-funders in residential care. All types of annuity products also suffer from
behavioural tendencies in consumers such as ‘loss aversion’, which contribute to the
so-called ‘annuity puzzle’ found in many overseas annuity markets.

An optimistic ‘growth scenario’ might see take-up of immediate needs annuities
increase to 30% of the 120,000 self-funders in residential care; around 36,000 policies.
But, this should be put in context of the 400,000 older people in receipt of
community care, and one million needing help with one or more activity of daily
living. Even under this scenario, many people would experience ‘catastrophic costs’
and the fiscal pressures on the social care system would remain intense: those selffunders in residential care most likely to fall back on state funding are also those least
likely to have benefited from purchasing an immediate needs annuity. Such products
can only ever therefore be considered an extremely small part of the wider policy
response necessary to improve outcomes in the long-term care funding system.

The long-term care funding debate has been
a live policy debate in the UK for over a
decade. Various financial products have been
cited as relevant to this debate including prefunded insurance, equity release schemes
and disability-linked annuities. However, this
report is focused on one particular type of
financial product: immediate needs annuities.

! To what extent can immediate needs
annuities help policymakers achieve key
strategic policy objectives for social care?
The costs of long-term care may comprise:
personal care in the home; telecare and
home adaptations; personal care in a
residential setting; and, the ʻaccommodation
costsʼ (or ʻhotel costsʼ) of residential care.

This report seeks to answer two questions:
! What potential roles could immediate
needs annuities take in funding long-term
care?

Immediate needs annuities (INAs) are
typically purchased in relation to the costs of
residential care, comprising personal care
costs and accommodation costs.
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INAs are typically used by ʻself-fundersʼ in
residential care, who are paying for the costs
of care themselves privately ʻout-of-pocketʼ.
This is because public funding of residential
care is rationed on the basis of a means-test.
Individuals with more than £23,000 in
ʻassessable capitalʼ are liable to meet the
costs of their residential care fees. Unless a
partner remains living in it, a personʼs home
will be classed as assessable capital by local
authorities.
INAs are a type of insurance product
purchased at the point-of-need, rather than
before the onset of need, and protect selffunders in residential care from ʻlongevityriskʼ: uncertainty over how long they will live
in residential care for and what their
accumulated fees will be. INAs are principally
a form of ʻasset protectionʼ against the costs
of living in residential care for many years.
At present, around 5000 INA policies are in
force, which represents around 4% of the
120,000 self-funders in residential care.
The cost of an INA depends on factors such
as: the age of the user, their gender, their
health condition and the cash benefits to be
paid out. A typical premium for an INA is
around £80,000 for a £25,000 annual benefit.
Supply-side barriers to the growth of the INA
market include the limited supply of
independent financial advisors qualified to
4

sell INAs, and wariness among some
potential providers of the uncertainty
surrounding the longevity-risk of individuals in
residential care.
However, although proponents of INAs as a
response to the challenge of long-term care
funding have frequently cited a shortage of
qualified financial advice as being the
principal barrier to the growth of the market, it
is much more likely that demand-side factors
are a greater barrier to the take-up of INAs.
The principal demand-side barrier is cost:
individuals have to have a defined level of
wealth for it to be in their financial interest for
them to purchase an INA. For example, it
would never likely be in someoneʼs interest to
spend more on an INA than the value of the
capital they would effectively be protecting.
The second key demand-side barriers is the
widely noted aversion among consumers
toward purchasing annuities – often called
the ʻannuity puzzleʼ – which is a key reason
that the UK pension system is characterised
by compulsory annuitisation.
Behaviour attributed to consumers in
research into the ʻannuity puzzleʼ includes
ʻloss aversionʼ (“what if I die shortly after
purchase?”) and ʻregret aversionʼ. The
distinct ʻlook and feelʼ of annuities may also
be a deterrent.
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Other demand-side barriers include financial
capability and the obligation to obtain
independent financial advice.
Thus, although it is important not to treat life
annuities and INAs as interchangeable – they
are sold in very different contexts and
confront different barriers – the insurance
industry may struggle to sell INAs just as it
has struggled to make life annuities ʻpopularʼ
with consumers.
Potential policy levers to increase the take-up
of INAs include improved availability of
financial advice, ʻmoney-back guaranteesʼ,
and financial incentives.
Nevertheless, an optimistic ʻgrowth scenarioʼ
might see the take-up of INAs increase to
30% of the 120,000 self-funders in residential
care, which would represent around 36,000
policies.
This should be put in the context of the
400,000 older self-funders in receipt of
community care and one million older people
who need help with one or more activity of
daily living. As such, even under a very
optimistic ʻgrowth scenarioʼ, INAs might in
future be used by just under 4% of the older
population who require care and support.
Evaluating the appropriate role for immediate
needs annuities in funding long-term care
means asking: to what extent can immediate

needs annuities help policymakers achieve
key strategic policy objectives for social care?
At present, around 4% of residential care
users have an INA, and the natural ceiling on
take-up will limit the growth of the market,
even in the context of policy interventions to
improve take-up. INAs are therefore limited in
their potential to address so-called
ʻcatastrophic costsʼ. Indeed, from the
perspective of many households, the typical
premium associated with an INA would itself
be considered a ʻcatastrophic cost.ʼ
Crucially, purchasing an INA would not be in
the financial interest of many self-funders in
residential care, and as such, the operation of
the INA market, even at a take-up rate of
30%, would still leave many individuals
exposed to costs that for them could be
characterised as ʻcatastrophicʼ.
INAs do not stop people being forced to sell
their home to pay for care: many are
purchased with the proceeds of a home sale.
Although it is possible to fund the purchase of
INAs via equity release schemes, this is
simply an alternative mechanism for
liquidating the value of a home.
In terms of creating a social care funding
system that is politically sustainable –
delivers outcomes across the board which
remove the political clamour for reform –
INAs, with their limited take-up and only
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limited suitability among households, would
not neutralise long-term care funding as a
political issue.
The limited size of the INA market will limit
the extent to which INAs may reduce fiscal
pressures on the long-term care funding
system, or relieve pressures on public
spending.
Nevertheless, some stakeholders have
argued that the cost of self-funders falling on
to local authority support could be reduced
through the greater use of INAs. However,
this observation is sometimes presented in a
very misleading way and it needs clarification.
Those individuals most likely to fall back on
state funded residential care are also those
least likely to have benefited from purchasing
an INA. As such, the potential for INAs to
reduce costs for local authorities should not
be overstated.
In the context of the multi-faceted long-term
care funding challenge confronting England
and Wales, encompassing fiscal pressures,
ʻcatastrophic costsʼ and other problems, INAs
can only ever therefore be considered an
extremely small part of the wider policy
response that is necessary.

the one million older people in need of care
and support in England and Wales.
For the small group of self-funders for whom
purchasing an INA may be to their financial
advantage, there is an argument for
policymakers to encourage the use of INAs.
However, it is critical not to present this fact
as in any way representing an adequate
response to the problem of long-term care
funding in England and Wales, whether in
terms of political sustainability, financial
sustainability or – most importantly - the
outcomes of people in need of care and
support.
Nevertheless, it is useful to explore other
potential scenarios in which INAs could play a
useful role.
Given the stock of housing wealth that so
many individuals possess and which can be
used to fund accommodation costs, it could
be that as part of a broader strategic
response to the challenge of long-term care
funding, and given a strategic need to
prioritise, policymakers could focus on riskpooling for accommodation costs to be at the
point-of-need rather than pre-funded, through
mechanisms such as immediate needs
annuities.

Even if the INA market were to see significant
growth to 30% of self-funders in residential
Not only are individuals most exposed to the
care, this would still represent less than 5% of costs of personal care in the home or
residential care setting, it would arguably be
6
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undesirable for policymakers to facilitate prefunded insurance against accommodation
costs, given the value of enabling flexibility in
the location in which individuals receive care,
such as ʻextra careʼ and ʻhousing with careʼ.
Critically, if individuals in residential care
already had their personal care costs funded
through another mechanism such as social
insurance or taxation, what remained of their
residential care fees would be lower, thereby
reducing the cost of an INA and increasing
significantly the number of people who could
benefit from the purchase of an INA.
Such a strategic trade-off between different
types of risk-pooling against different costs
associated with long-term care clearly merits
consideration by policymakers.
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1. Introduction
This report is focused on one particular type of financial product cited
as relevant to the long-term care funding challenge in England and
Wales: immediate needs annuities…

The question of how to fund long-term
care has been a live policy debate in the
UK for over a decade.
Throughout this debate, a number of stakeholders
have consistently advocated a central role for the
financial services industry as being the best possible
solution to this policy challenge. Different types of
financial products are cited as being relevant,
including:

barriers associated with consumer aversion to
purchasing annuities.
The fourth chapter seeks to evaluate the role of INAs
in funding long-term care, exploring their relevance for
a range of strategic policy objectives.
The Conclusion sets out key messages for
policymakers.

Key points:

! Pre-funded insurance;
! Equity release schemes;
! Disability-linked annuities.
However, this report is concerned with one specific
type of financial product: immediate needs annuities.
This is a type of insurance product purchased after the
onset of need, which protects individuals already in
receipt of paid care from ʻlongevity-riskʼ: the
uncertainty regarding how long they will live for and
what their total accumulated costs of care will be.

! The long-term care funding debate has been a live
policy debate in the UK for over a decade.
! Various financial products have been cited as
relevant to this debate, including pre-funded
insurance, equity release schemes and disabilitylinked annuities.
! However, this report is focused on one particular
type of financial product: immediate needs
annuities.

This report seeks to answer two questions:
! What potential roles could immediate needs
annuities take in funding long-term care?
! To what extent can immediate needs annuities help
policymakers achieve key strategic policy
objectives for social care?
The next chapter sets out the different types of cost
associated with long-term care, the key relevant
features of the current system of long-term care
funding in England and Wales, and the current state of
the market in immediate needs annuities (INAs).
Chapter 3 examines the demand and supply-side
barriers to the growth of the INA market, in particular,
the limited availability of qualified financial advice, the
limited suitability of INAs to the population of selffunders in residential care, and the various demand8
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2. Immediate Needs Annuities: The current picture
Immediate needs annuities are used by self-funders in residential care
in relation to the personal care and accommodation costs of
residential care…

In the absence of a market in pre-funded
long-term care insurance in the UK,
attention has increasingly focused on a
different sort of financial product:
immediate needs annuities.
This chapter reviews the current picture in relation to
immediate needs annuities (INAs) in England and
Wales, exploring the type of long-term care costs for
which INAs are used, how INAs function, and the
current state of the market.
The chapter begins by reviewing the different types of
cost associated with long-term care and the costs
relevant to the use of immediate needs annuities
What is “long-term care” that requires funding?
It is important to recognise that INAs are only deployed
in relation to certain types of costs associated with
long-term care.
There are a number of specific and divergent potential
costs associated with the onset of care needs and
receipt of formal care, which can each be measured in
terms of current average expenditure, unit cost, and an
ʻidealʼ expenditure that would be reflective of a betterfunded system. These different costs are:
! Personal care in the home
! Telecare and home adaptations

it is actually cheaper for individuals to receive
residential rather than home care.
! Accommodation costs
These are the so-called ʻhotel costsʼ associated
with individuals living in dedicated residential
facilities, such as nursing homes and care homes,
and comprise costs such as rent, food, heating,
laundry and cleaning.
The average expenditure on residential care for older
people entitled to public funding in 2008-9 was £498
per week, incorporating both accommodation costs
1
and residential care costs. However, this figure is
likely to be reflective of the lower costs for residential
care negotiated by local authorities - to some extent
cross-subsidized by private-payers – and so a more
accurate ʻmarket-priceʼ may be higher.
The INA market in the UK is focused on older people
in residential care who are self-funding ʻprivatepayersʼ, i.e. they do not qualify for public funding and
must meet the costs of residential care themselves.
Individuals typically purchase immediate needs
annuities in relation to the fees payable after they have
entered residential care, which cover both the costs of
personal care and ʻaccommodation costsʼ.
As such, the experience of the INA market is that their
use is focused on the personal care and
accommodation costs of residential care, rather than
the costs of personal care in the home, telecare or
home adaptations.

! Personal care in a residential setting
Individuals with high-level or specialized care needs
may move from their own homes into residential
care facilities, where they receive personal care.
This may be because they are unable to cope in
their own home even with the provision of home
(domiciliary) care. Alternatively, it may be because

However, many individuals in residential care actually
have their fees paid for by the state: around 170,000
older people are in this category compared to 120,000
2
ʻself-fundersʼ. It is therefore important to review the
current arrangements for public funding of residential
care in England and Wales.
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Self-funders in residential care must pay for their care fees ‘out-ofpocket’ because of the means-test used to allocate public funding of
residential care…

Public funding of residential care in England and
Wales
At present, public funding of social care is distributed
by local authorities and rationed on the basis of a
needs-assessment and means-assessment. Current
guidance for local authorities in England for allocating
support is contained in Prioritising need in the context
of Putting People First: a whole system approach to
3
eligibility for social care.
In the ʻneeds-testʼ, local authorities are required to fully
determine the extent of ʻpresenting needʼ of a person
regardless of whether and how they are being met. If
an individual cannot perform several personal care
tasks, but can do so without difficulty with the help of a
carer, and the carer is happy to maintain their caring
role in this way both currently and in the longer-term,
then local authorities will record such needs on a
personʼs ʻcare planʼ, but that they are being fully met
by the carer.
Entitlement to care funded by local authorities is also
assessed on the basis of a personʼs means, i.e. their
income and wealth. Within certain bands of income
and wealth, individuals may be charged for the care
they receive. Every local authority has different rules
on charging for services whether residential or home
care, particularly related to income.
The ʻupper capital limitʼ across England and Wales is
£23,250. If a person has more than this amount in
ʻassessable capitalʼ, they may be asked to pay the full
cost (up-front or deferred) of any care organised by the
local authority, whether via direct provision of care by
the council or through the use of a Personal Budget. If
a person has capital of between £14,250 and £23,250,
it is assumed for the purposes of the meansassessment to provide an income of £1 per week per
£250 of capital.
A critical issue is what types of household wealth
10

qualify as ʻassessable capitalʼ. If a person requiring
care still lives in their home, it is disregarded in the
means-test. For individuals entering residential care,
their home may only be counted as assessable capital
in relation to the means-test for care as long as no
spouse or eligible dependent is living there.
As such, some individuals in residential care may have
their fees by paid for by local authorities despite being
in possession of significant housing wealth, but
because their partner remains in the home, it is
disregarded in the local authority means-test.
What are immediate needs annuities?
The effect of the needs-test and means-test used by
local authorities to ration and allocate public funding of
care is that many individuals in residential care are
funding their care fees ʻout-of-pocketʼ. It is these
individuals that represent the target market for INAs.
INAs and their subset, ʻdeferred needs annuitiesʼ, differ
from most consumer insurance products. INAs are a
type of annuity, which is an insurance product that
pays out a regular income (per week/month/year) until
a person dies, in return for a lump sum payment at the
point of purchase.
Rather than being purchased before the onset of care
needs, INAs are purchased when care is already
required. INAs do not therefore insure individuals
against the risk of needing care as ʻpre-fundedʼ
insurance would, but rather, against longevity-risk, i.e.
the uncertainty regarding how long residential care will
be required for and what the eventual accumulated
cost of residential care fees will be. More than anything
else, INAs are a form of ʻasset protectionʼ.
ʻDeferred needs annuitiesʼ differ from INAs in that
rather than paying a benefit from the point of purchase,
the start of benefits is deferred to some pre-agreed
point in the future, for example, after two years of
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A typical premium for an immediate needs annuity is £80,000 paying
an annual benefit of around £25,000…

residential care. DNAs provide less cover than INAs,
but are consequently cheaper, while nevertheless
covering the ʻtail-riskʼ associated with a personʼs
ʻlongevity-riskʼ, thereby protecting individuals from the
worst ʻcatastrophic costsʼ. However, take-up of
deferred needs annuities is much lower than for INAs.
Immediate needs annuities in the UK
The market for INAs in the UK is small. The market is
reported to be worth around £100 million with the
average cost of premiums for policies purchased being
4
around £80,000. At present, around 5000 INA policies
are in force, which represents around 4% of the
5
120,000 self-funders in residential care. This figure is
broadly in line with the number of INA policies in force
6
in 2003, which was reported to be around 3,600.
The cost of an immediate needs annuity depends on:
the age of the user, their gender, their health condition
and the cash benefits to be paid out, i.e. the factors
correlated with their life expectancy.
To demonstrate these dynamics, the following tables
show the indicative costs of a premium required to
provide an annual income of £12,000 for residential
care, varying according to age and gender. The tables
show premiums for men and women of different ages.
The first table shows premiums for a ʻlevel annuityʼ, i.e.
annuities that will pay the same amount in perpetuity.
The second table shows the cost of annuities that
increase the amount paid out by 5% each year,
thereby providing a user some protection from inflation
in the unit costs of residential care.

7

the typical costs of residential care. However, these
tables are provided for illustrative purposes.
! Level Annuity
Age
Male 70
Male 75
Male 80
Male 85
Male 90
Female 65
Female 70
Female 75
Female 80
Female 90

Premium
£67,058
£62,893
£56,130
£47,584
£39,386
£82,696
£77,673
£69,303
£58,468
£46,857

! 5% Escalation Annuity
Age
Male 70
Male 75
Male 80
Male 85
Male 90
Female 65
Female 70
Female 75
Female 80
Female 90

Premium
£77,129
£71,487
£62,692
£52,468
£46,857
£100,020
£92,293
£80,318
£65,859
£51,392

Source: http://www.sharingpensions.co.uk

It should be noted that with average expenditure on
residential care amounting to at least £498 per week in
2008-9, or £26,000 per year, incorporating both
accommodation costs and residential care costs, an
annual income of £12,000 would cover less than half
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Around 5000 immediate needs annuities are currently in force,
representing around 4% of the 120,000 self-funders in residential
care…

Key points:
! The costs of long-term care may comprise:
personal care in the home; telecare and home
adaptations; personal care in a residential setting;
and, the accommodation costs of residential care.
! INAs are typically purchased in relation to the costs
of residential care, comprising personal care and
ʻaccommodation costsʼ.
! INAs are typically used by ʻself-fundersʼ in
residential care who are paying for their fees
themselves privately ʻout-of-pocketʼ. This is
because public funding of care and support is
rationed on the basis of a means-test. Individuals
with more than £23,000 in assessable capital will
be liable to meet the costs of their care. Unless a
partner remains living in it, a personʼs home will be
classed as ʻassessable capitalʼ by local authorities.
! INAs are a type of insurance product purchased at
the point-of-need, rather than before the onset of
need, and protect self-funders in residential care
from ʻlongevity-riskʼ: uncertainty over how long they
will live in residential care for and what their
accumulated fees will be. INAs are principally a
form of ʻasset protectionʼ.
! At present, around 5000 INA policies are in force,
which represents around 4% of the 120,000 selffunders in residential care.
! The cost of an immediate needs annuity depends
on factors such as: the age of the user, their
gender, their health condition and the cash benefits
to be paid out.
! A typical premium for an INA would be around
£80,000 for a £25,000 annual benefit.

12
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3. Barriers to the growth of the immediate needs
annuity market
Supply-side barriers, particularly the limited availability of qualified
financial advisors, have been cited as a barrier to the growth of the
market…

At around 4%, only a small minority of
ʻself-fundersʼ in residential care use
immediate needs annuities.
This chapter examines why this is the case. The
chapter explores:
! What are the supply and demand-side barriers to
the growth of the INA market?
! What policy levers are available to increase take-up
of INAs?
Supply-side barriers to the immediate needs
annuity market
Two principal supply-side barriers to the growth of the
INA market exist.
! Financial advice system
The limited number of independent financial advisers
(IFAs) qualified to advise on the purchase of INAs is a
constraint on the growth of the market. This limited
supply may be because IFAs feel there is insufficient
demand for advice on INAs, or opt instead to advise on
ways to invest wealth in financial vehicles that will not
exclude individuals from local authority funding for
residential care, i.e. they advise on how to ʻgameʼ the
local-authority means-test for long-term care. Some
advisers may be put off by the CF8 Chartered
Insurance Institute exam required to sell the product.
! Longevity-risk
It is possible that some potential INA providers have
been wary of entering the market, owing to uncertainty
around the longevity of individuals in residential care,
and potential improvements in life expectancy owing to
new treatments, etc. However, two providers are
currently active in the INA market suggesting this is not
a major supply constraint.

Demand-side barriers to the growth of the
immediate needs annuity market
Although proponents of INAs as a response to the
challenge of long-term care funding have frequently
cited a shortage of qualified financial advice as being
the principal barriers to the growth of the market, it is
much more likely that demand-side factors are a
greater barrier to the take-up of INAs.
As ʻpoint-of-needʼ products, INAs overcome many of
the demand-side barriers afflicting pre-funded longterm care insurance - which have in fact seen the exit
of all providers from this market in the UK - for
example, when people move into residential care, the
costs of care are clear, understandable, and there is
no question of individuals or families displaying ʻinertiaʼ
because they prefer not to think about needing care.
Nevertheless, the INA market suffers a set of demandside barriers that are distinctive to the productʼs
characteristics and design.
This section first reviews some basic demand-side
barriers to the market, such as the limited suitability of
INAs to the population of self-funders. It then situates
INAs in the context of the widely-noted and researched
tendency for individuals not to purchase annuities,
even when it is apparently in their interest to do so: the
so-called ʻannuity puzzleʼ.
! Cost
The cost of INAs means that they are not appropriate
for all individuals. As a form of asset-protection, INAs
are only suitable for individuals with a substantial level
of assets to protect.
Consider the following example: Mrs Smith is 75 and
moving into residential care, costing £25,000 per year.
Given her age and condition, she is offered an INA
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However, demand-side barriers are likely to be a bigger barrier,
notably cost and the fact that immediate needs annuities are not
suitable for all self-funders…

paying out £25,000 in cash benefits per year, which
will cost her a premium of £80,000.
However, Mrs Smith has assets of £98,250, which is
precisely £75,000 above the means-tested threshold
for local authority support (£23,500). So, it would not
be in her interest to purchase the INA offered to her: if
she purchased it, she would have capital leftover lower
than the threshold of means-tested support. The local
authority would gain, but not her.
Instead it is proposed that Mrs Smith spend £75,000
on an INA. This would pay out less than £25,000 per
year, and having used up her assets down to the
threshold of local authority support, the local authority
would have to meet the difference between the cost of
the fees and the benefits payable by the INA. Mrs
Smith would have gained nothing from purchasing the
INA.
Finally, it is suggested that Mrs Smith spend £40,000
on an INA, paying out £12,500 per annum, i.e. 50% of
the cost of her fees. With £35,000 left in capital above
the threshold of local authority support, Mrs Smith
would have to fund the remaining difference in her
residential care fees for 2.8 years, before her assets
would have been run down to the £23,500 local
authority means-tested threshold. Thus, if Mrs Smith
purchases this ʻ50% INAʼ, and survived for 2.8 years or
more, she would have gained nothing. If she were to
die after 2 years, £10,000 of her capital would have
been protected, and could be left as a bequest to her
relatives. However, enabling this inheritance transfer of
£10,000 would have cost her £40,000. If she hadnʼt
purchased the INA and had survived for two years
paying the care fees out-of-pocket, she would have
had £30,000 to transfer as an inheritance.
This case study shows how the effective form of
ʻcapital protectionʼ provided by means-tested local
authority support shapes the value of INAs to poorer
households. Calculating precisely what proportion of
14

the older population would potentially benefit from
INAs is difficult given that it depends on a personʼs
wealth, the cost of their residential care, and their
health condition at the point of purchase.
Nevertheless, the fact that residential care typically
costs at least £25,000 per year, and the average
premium paid for an INA is around £80,000 can be put
in context by noting that the median household wealth
of individuals in the 75-84 age-group is around
8
£182,000. For individuals in this age-group – for
example, surviving partners – assessable capital is
typically £182,000 - £23,500 = £158,500.
Given the average cost of a premium for an INA is
£80,000, someone in this group who paid this much for
an INA would only have £78,500 left in capital, i.e. they
would be paying more for the INA than the value of the
capital they were protecting.
However, as the above example shows, a ʻpartial INAʼ
is unlikely to be a good option; and anyway, as an
ʻofferʼ for consumers, the prospect of making a very
large lump-sum payment and subsequently having to
pay for costs out-of-pocket is not an attractive one.
The key implication for policymakers is that INAs are
only relevant and suitable for wealthier households
(although not the ʻsuper-wealthyʼ who may have no
trouble paying for all their residential care from their
income).
This suggests that, all other things equal, there will be
a natural cap on the potential size of the INA market.
Quite besides other demand-side barriers, a take-up
rate of INAs of around 100% among ʻself-fundersʼ in
residential care – currently numbering 120,000 in
England and Wales - will simply never happen as INAs
are actuarially unsuitable for many households in
residential care.
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Low voluntary take-up of annuities – the so-called ‘annuity puzzle’ –
has been observed around the world…

However, it is worth noting, as the above examples
demonstrate, that the purchase of INAs can in some
instances result in savings for local authorities, even
when it is not in the interest of individuals to purchase
them. This point is explored further below.

The ʻannuity puzzleʼ

! ʻCrowding outʼ by public support

Economic theory has long suggested that rational
individuals should annuitize their wealth. For example,
as far back as 1965, Yaari demonstrated that under
some basic conditions, a rational person would
9
annuitize all of their wealth.

One argument put forward to explain low voluntary
take-up of life annuities is the effective extent of
annuitised income provided by welfare systems, e.g.
the State Pension, which may crowd out potential
demand for annuities. This form of ʻcrowding outʼ may
also occur in relation to INAs, as a result of the basic
cover against care costs provided by the state, as
reflected in the case study above.
! Financial capability
Limited demand for purchased life annuities is
sometimes attributed to low levels of financial
education and ʻfinancial capabilityʼ in the population. In
relation to INAs, it is reasonable to speculate that
these are less likely to be considerations, given that at
the point of purchase, the decision may be taken by
family members, and occur as part of an advice
process and framework around placing someone into
residential care, in which family members are likely to
be accessing advice and guidance on a range of topics
from a number of sources.
! Obligation to obtain independent financial advice
Some households may be deterred from purchasing
INAs by the obligation to obtain independent financial
advice in order to purchase the product. However, this
is less likely to be a factor given the fact that families in
the care system may already be engaged with an
advice framework, and therefore accustomed to
obtaining information and advice.

This section situates the apparently low take-up of
INAs in England and Wales in the context of the socalled ʻannuity puzzleʼ.

However, in countries where annuity purchase is not
compulsory in the pension system, annuity markets
have remained small, to the bafflement of many
economists and insurers: individuals do not behave as
economic theory predicts they should. As academic
research has noted, problems in some overseas
annuity markets may be due to higher than actuarially
fair premiums for annuities, but by no means all of the
10
low demand can be ascribed to this factor.
The result has been a significant volume of academic
and other research into the so-called ʻannuity puzzleʼ.
This has been defined as the fact that in “financial
markets where annuity purchase is not mandatory,
volumes written appear relatively small compared with
11
the predictions of many of the models.”
Discussion of the annuity puzzle in the UK among
policymakers and the financial industry has been
limited owing to the UKʼs system of compulsory
annuitization of defined-contribution (DC) pension
funds: policymakers and the financial industry have
simply not had to think about the issue.
Although life annuities can be purchased ʻout-ofpocketʼ by individuals in the UK using money not
accumulated in a DC pension scheme such as
inheritances, few households choose to take this route.
In recent years, the purchased life annuity market in
the UK, i.e. life annuities bought using cash, has

Immediate Needs Annuities: Their role in funding care

15

The most commonly cited explanation is a behavioural tendency
among individuals toward ‘loss aversion’…

averaged around 800 new policies per year.

12

By contrast, in those countries afflicted with systems
characterised by non-compulsory annuitisation for
personal pensions, the ʻannuity puzzleʼ is very much a
live topic and source of concern for policymakers and
providers.
Although INAs differ from life annuities in significant
respects, the potential for growth in take-up of INAs, as
a form of voluntary annuities, must be examined in the
context of the ʻannuity puzzleʼ, and the existing
literature on apparent consumer aversion to
purchasing annuities.
Why is there such low voluntary take-up of life
annuities and INAs?
! Loss aversion
Arguably the most popular explanation for consumer
aversion to annuities, and one that is often cited by
financial commentators, is ʻloss aversionʼ. On this
account, potential annuity buyers perceive that if they
die before they receive back the value of their
premium, they will make a ʻlossʼ, and given a
behavioural bias toward aversion to losses, they opt
not to purchase the annuity.
13

In academic research into this issue, Hu and Scott
identify a ʻbroad frameʼ in which a consumer values the
fact that an annuity guarantees income even when he
has lived well beyond life expectancy, and at the other
extreme a ʻnarrow frameʼ in which the annuity is
evaluated purely as a gamble in itself. As the authors
note, the complexity of ʻinter-temporal consumption
planningʼ – i.e. planning how much to consume in
different periods such as now and the future – mean
that many potential purchasers of annuities will see the
decision in a ʻnarrow frameʼ and simply ask: “will I live
long enough to make back my investment?” Within this
framework, the ʻgambleʼ represented by an annuity
16

only appears a good decision if the total discounted
value of payouts exceeds the initial investment,
whereas losses occur if total payout is less than the
initial cost of the annuity.
Crucially, as widely noted in the behavioural
economics literature on financial behaviour,
consumers display a tendency toward loss aversion,
i.e. they weigh the chance of loss more heavily than an
equal chance of gain. As such, faced with an annuity,
which has a 50% chance of being a ʻgood gambleʼ on
a narrow consumption frame, consumers will be more
concerned with the downside risk of dying before their
ʻaverage life expectancyʼ, thereby making a ʻlossʼ,
compared to the upside risk of living longer than
average and therefore being a winner.
In more prosaic language, as many IFAs have
experienced, consumers ask: “what if I die early?”
Extending this attitude toward annuities across from
life annuities to INAs, many families given the option to
purchase an INA may ask themselves: “what if our
relative dies quickly in residential care?”, rather than
“what if our relative survives for ten years in residential
care?”, and will weigh the risk of the former more than
the latter.
Thus, as found in voluntary annuity markets around
the world, loss aversion is likely to be a major demandside barrier to the growth of the INA market. Some
providers of INAs have sought to address loss
aversion through offering ʻmoney-back guaranteesʼ,
and these are explored below.
! Regret aversion
As a subset of loss aversion, academic research has
posited ʻregret aversionʼ as a barrier to the purchase of
annuities: individuals are wary of purchasing an
annuity and subsequently regretting the decision upon
learning negative news about their survival
14
prospects. It is argued that even if the probability of
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The ‘look and feel’ of annuities is also new to many consumers…

this outcome is relatively small, individuals may inflate
the probability when choosing to purchase an annuity.
It is noted that research in psychology has shown that
adverse events that can more easily be imagined - for
example, death following just after the purchase of an
annuity - may excessively influence the decision
15
process.

forms of gambling, such as betting on horse racing.

However, while regret aversion has been analysed in
the context of life annuities, it is worthwhile considering
this potential factor in the context of INAs. The family
of someone moving into residential care will typically
have experienced regular health updates regarding
their relativeʼs condition for some time as their
condition has progressively worsened. As such, a
family may be attuned to the likelihood of receiving
negative news about the prognosis of their relative
from health professionals, and expect to receive
further bad news in the future: they have observed a
downwards trajectory in the ability and functioning of
their relative, and may not be attuned to the potential
for their relativeʼs condition to now remain constant for
many years. In this context, families may be
particularly susceptible to ʻregret aversionʼ as a barrier
to the purchase of INAs.

So, considered as a set of value amounts at the point
of sale, annuities intuitively look like poor value, even
though there is usually no cap on the regular payments
someone receives from an annuity, and someone
spending £80,000 on an annuity could ultimately
receive back significant sums, e.g. £500,000, if they
survive for long enough.

! The ʻlook and feelʼ of annuities
Various commentators have noted that consumers
may be averse to annuities – both life annuities and
INAs - because for individuals who are thinking about
annuities for the first time, their characteristics are not
16
those of typical insurance products.
For a basic ʻpre-fundedʼ insurance product, such as
home insurance or car insurance, individuals pay a
small premium to receive a large pay-out if and when
an adverse event occurs. Viewed from the point-ofpurchase, the potential pay out is much larger than the
premium. This equation – small premium for a large
potential pay-out – is actually the same equation
offered to consumers by national lotteries, and other

In contrast, for life and immediate needs annuities, this
equation is effectively reversed: individuals are asked
to pay a large premium, but the pay-out they next
receive as part of a regular income – the visible value
that they compute – is far smaller than the premium.

Such outcomes are inherent in the nature of annuities:
by protecting against longevity-risk, they can
potentially represent extremely good value to
individuals who survive the longest. However, the real
ʻprotectionʼ afforded by annuities is not the prospect of
a significant accumulated pay-out, but rather,
protection from the risk of running out of money
because of unexpected longevity. Nevertheless,
annuity providers can never say precisely to
consumers what they will get back in return for their
premium; only that it is likely to be within a certain
band.
Hence, it has been suggested that for both life
annuities and INAs, a key reason for low-demand is
their distinctive ʻlook and feelʼ as insurance products.
Academic commentators have also noted other factors
that may make consumers dislike annuities, such as
loss of control, dislike of ambiguity, or dislike of
thinking about unpleasant events, such as growing old
17
or dying. A UK survey of 3511 individuals aged 50-64
regarding purchased life annuities revealed that just
over half the sample would, given the option, never
annuitise, regardless of whether a person had defined
contribution pension savings or not. The most

Immediate Needs Annuities: Their role in funding care

17

‘Money-back guarantees’ for immediate needs annuities have been
deployed as a mechanism to overcome ‘loss aversion’, but it is unclear
how effective they can be…

dominant reason for not wanting to annuitize was a
18
preference for flexibility.
It is for all of these reasons that - given their essential
role in helping households smooth consumption during
retirement – UK policymakers continue to see
compulsory annuitisation as a key building-block of
pensions policy.
! Gambling on the life of the relative
When the decision to purchase an INA must effectively
sit with family members, it has been speculated that
some families may feel uncomfortable with the
implications of purchasing an INA.
When someone enters residential care, they will
typically spend down their wealth until it reaches the
threshold of means-tested state support, at which point
the state will take over financing. As such, the INA
really serves and protects the interests of family
members to whom a personʼs wealth will be
bequeathed, rather than the recipient of care. In effect,
families purchase an INA in order to protect their
inheritance from the risk of another family member
living too long; put another way, they gamble on the
life of a relative. Despite the clear logic for purchasing
INAs in many situations, it is possible that some
families feel uncomfortable with these implications of
purchasing an INA, even while it may be entirely
sensible and logical for a family network to protect their
collective wealth.
Comment
The analysis above suggests that significant demandside barriers may exist to the growth of the INA
market. Nevertheless, it is important not to overstate
these barriers, nor to treat life annuities and INAs as
interchangeable. Various factors ensure that the
demand and supply-effects for INAs are different. In
particular, individuals considering INAs do confront
18

real and immediate expenditure on residential care,
unlike potential purchasers of life annuities who may
prefer to maintain savings in light of other sources of
annuitized income, such as the State Pension.
In addition, whereas potential consumers of life
annuities may display behaviour characterized by
inertia – there is no particular ʻpromptʼ for them to go
and convert savings into an annuity – INAs can be
presented to families as part of an advice process
associated with family members moving into
residential care, and the various choices and financial
decisions that must be made in this process. More
pertinently, the immediate expenditure imposed by
residential care fees represents a significant ʻpromptʼ
to individuals to consider their financial options.
Policy levers to increase take-up of immediate
needs annuities
In the context of the supply and demand-side barriers
to the take-up of INAs identified above, what levers
could be deployed to increase take-up of INAs among
self-funders in residential care from the current rate of
around 4%?
! Improved availability of qualified financial advice
Various measures could be deployed to increase the
availability of qualified financial advisors, for example,
subsidising advisors for the costs of studying for and
taking the relevant qualifications. In addition, the
availability of financial advice and ʻsignpostingʼ toward
it could be improved in the context of the advice
framework provided to families of those moving into
residential care.
! Money-back guarantees
Some INA providers have experimented with ʻmoneyback guaranteesʼ as a mechanism to combat loss
aversion among potential INA purchasers. On this
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There may be a case for policymakers to explore financial incentive to
increase take-up among some self-funders…

approach, an INA is structured such that if a care
recipient dies within a set period – e.g. six months - of
the purchase of an INA, a percentage of the cost of the
initial INA premium is returned to the family, with the
income paid out deducted from the capital returned.
For example, indicative amounts of how much is
returned and when might be:
-

Month 1: 100% of the value of the premium.
Months 3-4: 50% of the value of the premium.
Months 5-6: 25% of the value of the premium.

There is no independent academic research into how
effective money-back guarantees are at overcoming
loss aversion in relation INAs. However, several
comments can be made.
First, by reducing the amount of capital remaining in
the insurance pool than can be used to fund the
payouts of surviving annuitants, money-back
guarantees ultimately push up the premiums that all
INA purchasers must pay.
Second, the clear risk with money-back guarantees is
that it does not eliminate loss aversion among potential
consumers, but merely reframes it around a series of
temporal ʻcliff-edgesʼ. For example, instead of asking
“what if our relative dies soon after purchasing the
INA?”, a family may instead ask “what if our relative
dies three months and one day after the point of
purchase?... That extra day will cost them half the
price of the premium.”
As such, money-back guarantees remain an uncertain
lever for increasing the attractiveness of INAs, and
there would not be a case for the government to
compel all providers to adopt them as a product
feature, although providers themselves may benefit if
they were to collectively standardise the money-back
guarantees available across their INA products.

! Financial incentives
As described above, in many instances, local
authorities may gain – potentially more than
consumers – from the purchase of an INA. This raises
the interesting policy question of whether the state and
local authorities should use some of the potential
financial gain they would experience from residential
care recipients purchasing INAs to subsidize the cost
of INAs. Given the complexity of the topic, it may be
difficult to marshal enthusiasm for such an idea among
local and national politicians. Nevertheless, there may
be some merit in policymakers exploring this
approach.
! Compulsory annuitisation
Finally, given the UK life annuity market has been so
successful and effective in terms of public policy
objectives owing to rules on compulsory annuitisation,
and in the context of the ʻannuity puzzleʼ and apparent
consumer aversion to annuities, it is worthwhile
exploring the scope for implementing compulsory
purchase of INAs.
On this approach, someone moving into residential
care would be legally compelled to purchase an INA
following the offer of an INA by a provider, and a
review by a local authority that it would be actuarially
appropriate and in the financial interest of a person to
purchase an INA.
Besides clearly being politically challenging, the key
issues for a model of compulsory annuitisation in
relation to INAs would be individuals whose wealth is
at the threshold for whether it would actually be in their
clear interest to purchase an INA, and the associated
potential for dispute.
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An optimistic ‘growth scenario’ might see take-up of immediate needs
annuities increase to 30% of the 120,00 self-funders in residential care
– around 36,000 policies…

Comment

Key points:

This chapter has reviewed the demand and supplyside barriers to the growth of the INA market. Around
4% of the 120,000 self-funders in residential care
currently use INAs.

! Supply-side barriers to the growth of the INA
market include the limited supply of independent
financial advisors qualified to sell INAs, and
potential wariness among providers of the
uncertainty surrounding the longevity-risk of
individuals in residential care.
! Although proponents of INAs as a response to the
challenge of long-term care funding have frequently
cited a shortage of qualified financial advice as
being the principal barriers to the growth of the
market, it is much more likely that demand-side
factors are a greater barrier to the take-up of INAs.
! The principal demand-side barrier is cost:
individuals have to have a defined level of wealth
for it to be in their financial interest for them to
purchase an INA. For example, it would never likely
be in someoneʼs interest to spend more on an INA
than the value of the capital they would effectively
be protecting.
! Other basic demand-side barriers include financial
capability and the obligation to obtain independent
financial advice.
! However, the other key demand-side barriers is the
widely noted aversion among consumers toward
purchasing annuities – often called the ʻannuity
puzzleʼ – and a key reason that the UK has a
compulsory annuitisation framework in its pension
system.
! Behaviour attributed to consumers in analysis of the
ʻannuity puzzleʼ includes loss aversion and regret
aversion. The distinct ʻlook and feelʼ of annuities
may also be a deterrent.
! Thus, although it is important not to treat life
annuities and INAs as interchangeable – they are
sold in very different contexts and confront different
barriers – the insurance industry may struggle to
sell INAs just as it has struggled to make life
annuities ʻpopularʼ with consumers.
! Potential policy levers to increase the take-up of
INAs include improved availability of financial

In light of the analysis above, it is worthwhile exploring
what would be the likely ʻcapʼ on the size of this
market, i.e. what proportion of self-funders in
residential care might realistically use INAs in the
future?
Assuming that policymakers were to take steps to fix
barriers arising from the limited availability of qualified
independent financial advice, the key brakes on the
market are likely to be:
! The limited suitability of INAs among self-funders
given the need for individuals to have substantial
levels of wealth in order for INAs to be worthwhile;
! Consumer aversion to purchasing annuities.
As such, for the purposes of this analysis, an optimistic
growth scenario might be for the take-up of INAs to
increase to 30% of the 120,000 self-funders in
residential care, which would represent around 36,000
policies.
To put this figure in context, there are 400,000 older
self-funders in receipt of community care, and one
million older people who need help with one or more
19
activity of daily living.
As such, on an optimistic ʻgrowth scenarioʼ, INAs might
in future be used by just under 4% of the older
population who require some form of care and support.

20
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However, 36,000 should be put in the context of 400,000 older
people receiving community care, and one million older people
requiring some form of care and support…

advice, ʻmoney-back guaranteesʼ, and financial
incentives.
! Nevertheless, an optimistic ʻgrowth scenarioʼ might
see the take-up of INAs increase to 30% of the
120,000 self-funders in residential care, which
would represent around 36,000 policies.
! This should be put in the context of the 400,000
older people in receipt of community care, and one
million older people who need help with one or
more activity of daily living.
! As such, on an optimistic ʻgrowth scenarioʼ, INAs
might in future be used by just under 4% of the
older population who require some form of care and
support.
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4. Evaluating the role of immediate needs annuities
in funding long-term care
The limited take-up of immediate needs annuities will always limit
their usefulness to policymakers responding to the challenge of longterm care funding in England and Wales…

The previous chapters have explored the
current state of the immediate needs
annuities market, as well as supply and
demand-side barriers to its growth.
This chapter explores a different question:
! To what extent can immediate needs annuities help
policymakers achieve key strategic policy
objectives for social care?
This question is explored both in relation to the current
INA market in which around 5000 policies are in force,
as well as a potential future market in which 30% of
the 120,000 self-funders in residential care purchase
INAs. Four sets of criteria are used:
! Evaluation against the usual rationale for marketbased solutions to public policy objectives;
! Potential to achieve the objectives of long-term care
funding reform, for example, the elimination of
‘catastrophic costs’ for care among households;
! Coherence with the achievement of wider social
care policy objectives, such as integrated care and
personalisation;
! Effect on wider public policy objectives.
Each of these criteria is examined in turn.
! Rationale for market-based solutions to public
policy objectives;
As a market-based solution to the public policy
challenge of long-term care funding, the value of INAs
will be limited by take-up rates for the product.
At present, around 4% of residential care users have
an INA, and the cost of INAs means they are not
suitable for many individuals of more modest means.
As such, the natural ceiling on take-up that will limit the
growth of the market, even in the context of policy
interventions to improve take-up, such as measures to
22

boost the availability of qualified financial advisers.
Does choice and innovation provide a rationale for
policymakers to encourage the INA market? Given that
INA purchases can take place in the context of an
advice framework around individuals moving into
residential care, there is scope for individuals to benefit
from choice and innovation in the design of INAs.
Direct price comparison across different INA providers
is feasible, so it is reasonable to expect the INA market
to be competitive, although competition would clearly
be enhanced if more providers were to enter the
market.
! Long-term care funding policy objectives
The public policy challenge represented by long-term
care funding relates to a number of specific outcomes.
Can INAs help achieve these outcomes?
A key challenge for the long-term care funding system
in England and Wales is to reduce the incidence of
ʻcatastrophic costsʼ, i.e. individuals being compelled to
shoulder very high accumulated costs for paid care.
How should the effect of INAs on the incidence of
catastrophic costs in the system be evaluated?
It is first important to point out that - as academic
economists have noted - the ʻwelfare gainʼ from prefunded insurance exceeds that for point-of-need
annuities, so in policy terms, INAs should be
considered inferior to forms of pre-funded insurance for
care, albeit superior to no insurance at all. Point-ofneed risk-pooling is economically inferior to pre-funded
risk-pooling - whether via private or social insurance,
or taxation – so INAs can in this sense be seen as a
second–best form of insurance.
This point is made eloquently by Barr (2010), who is
20
worth quoting in full:
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Those self-funders in residential care most likely to fall back on local
authority funding are also those least likely to have benefited from the
purchase of an immediate needs annuity…

“Let us return to the [example], where care costs
!30,000 per year and one in six people needs longterm care and, if so, needs it on average for two years.
Thus, ignoring transaction costs:
• Buying insurance when young: if the probabilities are
known, a representative person needs care for onethird of a year, and so can buy insurance for !10,000,
i.e. one-third of !30,000.
• Buying insurance when care is first needed: a person
entering long-term care typically needs it for two years,
so that the relevant annuity costs !60,000, i.e. two years
at !30,000 per year...
• With no insurance, the person has to save for (say)
20 years, i.e. !600,000. This is true whether we are
talking about simple private savings or such devices as a
long-term care savings account, and whether or not
there are tax incentives towards such saving activities.
In comparing these options, the welfare rankings are
clear: Case 1 is superior to case 2, which is superior to
no insurance. Wider risk-pooling dominates narrower
risk-pooling; and insurance dominates self-insurance.”
More specifically, INAs are limited in their potential to
address so-called ʻcatastrophic costsʼ. Indeed, from
the perspective of many households, the typical
premium associated with an INA would itself be
considered a ʻcatastrophic cost.ʼ
As described above, purchasing an INA would not be
in the financial interest of many self-funders in
residential care and as such, the operation of the INA
market, even at a take-up rate of 30%, would still leave
many individuals exposed to costs that for them could
be characterised as ʻcatastrophicʼ.
More pertinently to political debate, INAs do not stop
people being forced to sell their home to pay for care:
many are purchased with the proceeds of a home sale.
Although it is possible to fund the purchase of INAs via
an equity release schemes, this is simply an

alternative mechanism for liquidating the value of a
home.
In terms of driving more money into the social care
system to improve outcomes and quality, INAs make
little impact, and as a solution focused on residential
care, make no impact to outcomes in domiciliary care.
INAs also have provide no mechanism to reduce or
eliminate means-testing in the social care system.
In terms of creating a social care funding system that
is politically sustainable – delivers outcomes across
the board which remove the political clamour for reform
– INAs, with their limited take-up and only limited
suitability among households, would not neutralise
long-term care funding as a political issue. Even under
optimistic scenarios for take-up such as 30% of selffunders in residential care, it is likely many self-funders
would continue to be exposed to seeing a large
proportion of their wealth used to pay fees.
It is widely acknowledged that demographic trends are
creating significant demand-driven fiscal pressures on
the sustainability of public spending on long-term care.
Can INAs relieve this pressure?
The limit on this outcome occurring is always likely to
be the small size of the market, and the fact that
among purchasers of INAs, only a small proportion
would eventually have run down their wealth on
residential care costs to the threshold of local authority
support. As such, the INA market will likely have
limited impact on public spending.
Nevertheless, some stakeholders have argued that the
cost of self-funders falling on to local authority support
could be reduced through the greater use of INAs.
However, this observation is sometimes presented in a
very misleading way and it needs clarification. Those
individuals most likely to fall back on state funded
residential care are also those least likely to have
benefited from purchasing an INA. By definition, an
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Given limits on their suitability for self-funders, immediate needs
annuities confront difficult questions around equity of outcomes…

individual must have a certain level of wealth in order
for it to be in their interest to purchase an INA.
However, it is individuals with lower levels of wealth
that are most likely to spend down their wealth and rely
on local authority funding. As such, the potential for
INAs to reduce costs for local authorities should not be
overstated.
! Social care policy objectives
The social care system has in recent years been
characterised by a number of ongoing reform agendas,
such as integrated care, prevention and
personalisation.
However, as a financial product focussed on
residential care, INAs have little relevance for
policymakers pursuing this wide variety of social care
policy objectives.

to purchase an INA. As such, it can be argued INAs
fail to advance equity in the social care system.
Comment
This chapter has examined the potential role of INAs in
funding long-term care. At present, around 4% of selffunders in residential care use INAs to protect their
wealth from the risk that they will survive so long that
their assets will be spent down, potentially to the
threshold of means-tested local authority support:
£23,250.
The analysis suggests that in the context of the multifaceted long-term care funding challenge confronting
England and Wales - encompassing fiscal pressures,
ʻcatastrophic costsʼ, reliance on ʻexcessiveʼ informal
care provision among households, and other problems
- INAs could only ever be considered an extremely
small part of a wider policy response.

! Wider public policy objectives
To what extent could the market in INAs help
policymakers achieve broader public policy objectives?
It is worthwhile giving some consideration to the issue
of equity.
A desirable feature of outcomes in the social care
system is equity, whether considered in terms of social
care related outcomes, equity of asset-protection
(percentage of wealth protected from being run-down
to pay for care and support), and equity of opportunity
to protect assets.
In this context, it could be argued that the limited
suitability of INAs for less wealthy households does not
cohere with objectives for equity in the social care
funding system. For example, a policy response to the
challenge of long-term care funding that gave a central
role to INAs would see some families protected from
the catastrophic costs of residential care and others
not, because it was simply not in their financial interest
24

Indeed, as described above, even if the INA market
were to see significant growth to 30% of self-funders in
residential care – which represents a very optimistic
assumption - this would still represent less than 5% of
the one million older people in need of care and
support in England and Wales.
It is important to underline the fact that even within the
sub-group of self-funders in residential care, INAs will
only ever be suitable for a limited proportion.
For this small group, purchasing an INA may be to
their financial advantage, and given this potential
ʻwelfare gainʼ, there is an argument for policymakers to
encourage the use of INAs. However, it is critical not to
present this fact as in any way representing an
adequate response to the problem of long-term care
funding in England and Wales, whether in terms of
political sustainability, financial sustainability or – most
importantly - the outcomes of people in need of care
and support.
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Key points:
! Evaluating the appropriate role for immediate needs
annuities in funding long-term care means asking:
to what extent can immediate needs annuities help
policymakers achieve key strategic policy
objectives for social care?
! At present, around 4% of residential care users
have an INA, and the cost of INAs means they are
not suitable for many individuals of more modest
means. As such, the natural ceiling on take-up that
will limit the growth of the market, even in the
context of policy interventions to improve take-up,
such as measures to boost the availability of
qualified financial advisers.
! INAs are limited in their potential to address socalled ʻcatastrophic costsʼ. Indeed, from the
perspective of many households, the typical
premium associated with an INA would itself be
considered a ʻcatastrophic cost.ʼ
! Crucially, purchasing an INA would not be in the
financial interest of many self-funders in residential
care, and as such, the operation of the INA market,
even at a take-up rate of 30%, would still leave
many individuals exposed to costs that for them
could be characterised as ʻcatastrophicʼ.
! INAs do not stop people being forced to sell their
home to pay for care: many are purchased with the
proceeds of a home sale. Although it is possible to
fund the purchase of INAs via equity release
schemes, this is simply an alternative mechanism
for liquidating the value of a home.
! In terms of creating a social care funding system
that is politically sustainable – delivers outcomes
across the board which remove the political
clamour for reform – INAs, with their limited take-up
and only limited suitability among households,
would not neutralise long-term care funding as a
political issue.
! The limited size of the INA market will limit the
extent to which INAs may reduce fiscal pressures

!

!

!

!

!

on the long-term care funding system, or relieve
pressures on public spending.
Nevertheless, some stakeholders have argued that
the cost of self-funders falling on to local authority
support could be reduced through the greater use
of INAs. However, this observation is sometimes
presented in a very misleading way and it needs
clarification. Those individuals most likely to fall
back on state funded residential care are also those
least likely to have benefited from purchasing an
INA. As such, the potential for INAs to reduce costs
for local authorities should not be overstated.
In the context of the multi-faceted long-term care
funding challenge confronting England and Wales,
encompassing fiscal pressures, ʻcatastrophic costsʼ
and ʻcost-shiftingʼ, INAs could only ever be
considered an extremely small part of a wider policy
response.
Even if the INA market were to see significant
growth to 30% of self-funders in residential care,
this would still represent less than 5% of the one
million older people in need of care and support in
England and Wales.
For the small group of self-funders for whom
purchasing an INA may be to their financial
advantage, there is an argument for policymakers
to encourage the use of INAs.
However, it is critical not to present this fact as in
any way representing an adequate response to the
problem of long-term care funding in England and
Wales, whether in terms of political sustainability,
financial sustainability or the outcomes of people in
need of care and support.
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5. Conclusion
Nevertheless, as part of a fundamental reform of the long-term care
funding system which saw individuals participate in ‘pre-funded’ riskpooling for personal care, there could be a strategic argument for
focusing on immediate needs annuities for accommodation costs…

This report has set out to explore the
potential role of immediate needs
annuities in funding long-term care.
The report has provided answers to two questions:
! What potential roles could immediate needs
annuities take in funding long-term care?
! To what extent can immediate needs annuities help
policymakers achieve key strategic policy
objectives for social care?
The analysis presented here suggested that the
ongoing market in INAs is only ever likely to play a
very small role in funding long-term care in England
and Wales.
At present, around 4% of self-funders in residential
care use INAs, representing around a half of 1% of the
older population in need of care and support. Even if
take-up of INAs were to grow significantly from 4% to
30% of self-funders in residential care, this would still
represent a very small number in terms of the wider
social care system, and the problems of the long-term
care funding system. In this sense, INAs are a niche
product for a very small part of the population
experiencing care needs.
Given these observations, are there other ways to
think about the potential role of INAs in funding longterm care?
Immediate needs annuities and domiciliary care
One scenario worth exploring is the potential for
individuals to purchase INAs against the costs of paid
care in the home, i.e. in a domiciliary setting. Figures
on private household expenditure on domiciliary care
are limited. In relation to public expenditure on
domiciliary care, the average cost of home care to
21
older people in 2008-9 was £145 per week.
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Most care received in the home is informal care.
Among the 50+, household survey data suggests that
33.8% report receiving informal help, 3.8% receive
domiciliary care purchased out of pocket (although
54% of this group also receive informal support), and
3.9% report receiving formal care paid for by the
22
state. Other research has suggested that 400,000
individuals aged 65+ receive privately purchased
formal care.
The critical feature of out-of-pocket private expenditure
on formal care in the home is therefore the close
overlap and interaction with informal care, and the fact
that many individuals who receive paid care in the
home will also receive informal care.
In this context, the various dynamics affecting how
families cope with the onset of care needs and the
variable availability of informal care will potentially
complicate any decision to purchase an INA: the
formal care that someone requires in their home will
vary according to the availability of informal care.
It is also unclear whether INA providers would be keen
to provide annuities for individuals with lower levels of
need in receipt of home care. Given such individuals
will typically live longer than individuals in residential
care, and the path and development of their care
needs will be affected by a range of external factors,
providers may have more difficulty pricing the
associated risk for ʻdomiciliary INAsʼ.
Immediate needs annuities and ʻaccommodation
costsʼ
Chapter two explored the different types of expenditure
associated with social care: personal care in the home;
telecare and other preventative interventions; personal
care in a residential setting; and, the ʻaccommodation
costsʼ of residential care.
The challenge of improving the funding of long-term
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Indeed, given the growing role of ‘extra care’ and ‘housing with care’,
it would arguably introduce undesirable inflexibility for individuals to
engage in pre-funded risk-pooling for accommodation costs…

care in England and Wales has been linked to
increasing the funding available for each of these
forms of expenditure. At present, undesirable rationing
is observable in each of these domains.

Put simply, as part of a comprehensive long-term
funding reform strategy, INAs may play a useful role in
relation to the accommodation costs of residential
care.

However, given the constraints around how much
households may be willing or able to contribute to riskpooling mechanisms, whether taxation, private or
social insurance, there may be a need to prioritise
what types of expenditure households are encouraged
to ʻrisk-poolʼ for.

It is important to underline that the effectiveness of
such a role for INAs would be dependent on there
being wider reform of long-term care funding for
personal care. Reform cannot simply amount to
encouraging households to fund the accommodation
element of their residential care fees through an INA.
As explored above ʻpartial INAsʼ are not effective.

In this context, the accommodation costs of residential
care could be considered a lower priority given that the
housing wealth that individuals possess can itself be
seen as a form of ʻself-insuranceʼ against future
housing costs, with the funds potentially available to
fund accommodation costs when individuals move into
residential care.
On this approach, there is a compelling argument for
encouraging older households to direct their limited
income and wealth to contribute to pre-funded riskpooling in relation to personal care costs across both
domiciliary and residential settings, rather than the
accommodation costs of residential care.
Such an approach was broadly embodied in the Green
23
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Paper and White Paper of the previous Labour
government, which set aside the accommodation costs
of residential care, in favour of facilitating greater riskpooling in relation to personal care costs.
The clear implication, given the stock of housing
wealth that so many individuals possess and which
can be used to fund accommodation costs, is that as
part of a broader strategic response to the challenge of
long-term care funding, and given a strategic need to
prioritise, policymakers could focus on risk-pooling for
accommodation costs to be at the point-of-need rather
than pre-funded, through mechanisms such as INAs.

Another constraint is the fact that for residential care
providers, the distinction between the personal care
and accommodation costs of residential care is not
meaningful. Arguably, therefore, it would be fare better
for individuals to be covered against the costs of
personal care across domiciliary and residential
settings, with risk-pooling in relation to accommodation
costs occurring at the point individuals move into
residential care.
A further argument in favour of focusing on ʻprefundedʼ risk-pooling for personal care costs – but not
accommodation costs - in long-term care funding
reform, is the growing number of care options situated
between domiciliary and residential settings, such as
ʻextra careʼ, ʻhousing with careʼ etc., and the value of
individuals have the flexibility to take up these options.
These forms of care are likely to have a greater role in
the future, and can be highly effective in terms of
outcomes and costs, and it would therefore be illogical
for long-term care funding reform to proceed in a way
that precluded their use. However, this is in effect what
pre-funded risk-pooling in relation to accommodation
costs, whether via taxation or pre-funded insurance
products, would do.
This analysis suggests that as part of wider long-term
care funding reform, INAs could have a strategic role
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If individuals in residential care already had their personal care costs
funded, this would lower the cost of the residential care fees they paid
out-of-pocket, reduce the cost of immediate needs annuities, and
increase the number of people who could benefit from them…

in relation to the accommodation costs of residential
care. As economists note, this form of risk-pooling is
better than no risk-pooling at all, and given the value of
ensuring individuals retain flexibility in the housing in
which care is provided to them, pre-funded risk-pooling
for accommodation costs may introduce an
undesirable inflexibility into the system.
Critically, if individuals in residential care already had
their personal care costs funded through another
mechanism such as social insurance or taxation, what
remained of their residential care fees would be lower,
thereby reducing the cost of an INA and increasing
significantly the number of people who could benefit
from the purchase of an INA.
Such a strategic trade-off between different types of
risk-pooling against different costs associated with
long-term care clearly merits consideration by
policymakers.

Key points:
! Given the stock of housing wealth that so many
individuals possess and which can be used to fund
accommodation costs, it could be that as part of a
broader strategic response to the challenge of longterm care funding, and given a strategic need to
prioritise, policymakers could focus on risk-pooling
for accommodation costs to be at the point-of-need
rather than pre-funded, through mechanisms such
as immediate needs annuities.
! Critically, if individuals in residential care already
had their personal care costs funded through
another mechanism such as social insurance or
taxation, what remained of their residential care
fees would be lower, thereby reducing the cost of
an INA and increasing significantly the number of
people who could benefit from the purchase of an
INA.
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