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Introduction 
 
Around 95% of individuals are forgoing inflation protection for their retirement income by opting for 
fixed rather than inflation-linked annuities1. This leaves them open to inflation risk. If there were to be 
a substantial rise in inflation, the real value of their retirement benefits could be severely eroded. The 
question is; can DC members afford to ignore inflation? And is there anything they can do to protect 
themselves? 
 
We conclude that: 
 
— Pensioners should not ignore the possibility of inflation rising significantly in the coming years. 
— A rise in inflation would erode the real value of a fixed rate annuity, as living costs would rise, 

while nominal annuity income would remain the same. 
— Behavioural biases may underlie the widespread selection of fixed over inflation-linked annuities 

by DC members upon retirement. However, inflation-linked annuities also seem to be expensive 
relative to fixed annuities.  

— In our modelling, the ‘payback period’ of inflation-linked annuities exceeded the expected lifespan 
of our example member unless inflation was between 5% and 6% (significantly higher than 
market estimates of breakeven inflation of 3.46% over the same period).2  

— The solution to the problem is therefore not as simple as persuading members to purchase 
inflation-protected annuities.  

— Delaying annuitisation for as long as possible, or avoiding it entirely and investing instead in an 
inflation-linked income fund (with some degree of principal protection to ensure its suitability for 
low risk investors) both appear to be appealing alternatives. However, there are various issues 
associated with these solutions. 

— Delaying annuitisation reduces the length of time for which members are fully unprotected from 
inflation risk and could provide optionality benefits by allowing them to wait for rates to improve 
before making their purchase (however there is of course no guarantee that annuity rates will not 
worsen!). 

— With regards to avoiding annuitisation entirely, the minimum requirements for guaranteed annual 
income (currently £20,000) mean that only a small proportion of DC members are eligible for the 
flexible drawdowns they would need to allow them to invest a sufficient amount in an income 
fund. Many pensioners are therefore left with no alternative but to annuitise at unfavourable rates, 
and without adequate inflation protection. 

— The absence of a feasible solution to the problem highlights the need for regulatory change in the 
DC space (in particular a relaxation of the minimum income requirement rules) and for the 
development of new funds with suitable characteristics to provide DC members with a retirement 
income (i.e. high income, inflation-linked, principal protection). 

  
                                                      
1From a UK parliamentary publication on Quantitative Easing, November 2012 
http://www.publications.parliament.uk/pa/cm201213/cmselect/cmtreasy/writev/qe/m05.htm 
2 Based on annuity rates at 4 February 2013 and 18 year breakeven inflation at 1 February 2013 (from the Bank of England 
implied inflation curve) 
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The problem: Lack of inflation protection for UK pensioners’ retirement benefits 
 
According to a recent parliamentary publication3, 95% of annuities have no inflation protection. This 
leaves the majority of annuity-holders exposed to the risk that high inflation could erode the real value of 
their annual benefit over time.  

 
Do pensioners need inflation protection? 
 
The past two decades have seen low and declining inflation in the UK, and many people find it hard to 
envisage a return to a higher inflation environment like that of the 70s and 80s. However, there are a 
number of factors which could drive a rise in inflation in the medium term, and the consequences of 
this for fixed annuity holders could be severe.  
 
Why could we see a rise in inflation? 
 
a) High and rising government debt: 
 
At the start of 2012, UK government debt was more than 85% of GDP. This debt burden is forecast to 
increase, and the European Commission expects gross UK government debt to surpass 94% of GDP 
by 20144.  
 
Figure 1: UK government debt as a percentage of GDP 
 

% 

 
Source: Datastream, March 2013 
 
With the UK government struggling to tackle their debt problem through the implementation of 
austerity measures, one could argue that they would welcome an extended period of higher inflation 
as a means of helping them get their debt problems under control. 
 
b) The Bank of England is focusing on growth rather than inflation: 
 
Recent years have seen the Bank of England placing an emphasis on economic growth at all costs, 
with drastic measures being taken to encourage lending and consumption. Since March 2009, the 
Monetary Policy Committee has authorised £375 billion of asset purchases through the Quantitative 
Easing programme, while interest rates have been held constant at an historic low of 0.5%5. 
                                                      
3 From a UK parliamentary publication on Quantitative Easing, November 2012 
http://www.publications.parliament.uk/pa/cm201213/cmselect/cmtreasy/writev/qe/m05.htm 
4 http://ec.europa.eu/economy_finance/publications/european_economy/2012/pdf/ee-2012-1_en.pdf 
5 Bank of England website 
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With the Bank of England seemingly willing to tolerate a significant level of inflation in order to 
promote economic recovery (and with incoming governor Mark Carney suggesting that he may scrap 
the UK’s inflation target in favour of a nominal GDP growth target), the chance of a systemic rise in 
inflation is a risk which cannot be ignored.  
 

Why are DC members forgoing inflation protection when selecting an annuity? 
 
There are a number of behavioural biases that could be responsible for pensioners’ decision to forgo 
inflation protection in their annuity purchase:  
 
1.  Preference for present rather than future consumption 
The tendency of individuals to place more value on current versus future consumption is a common 
behavioural bias. For pensioners, this preference could also reflect a desire to draw down more income 
while ‘able to enjoy it’: they may prefer the idea of receiving the bulk of their real annuity income during the 
earlier years of retirement, perhaps feeling that they will have more to spend it on (travel, entertainment, 
etc.). Pensioners may spend more time picturing themselves enjoying their money in early retirement than 
envisaging the need for income further in the future (medical costs, care home, etc.), due to the less 
pleasant nature of the latter costs and the fact that the earlier costs demonstrate better continuity with 
their pre-retirement spending patterns. 
 
2. Recency bias: placing too much weight on the recent past when building expectations for the 
future 
The recency bias captures the inclination of individuals to place more weight on recent conditions 
(compared to those from the more distant past) when building their expectations for the future. After two 
decades of low inflation, the high inflation environment of the 70s and 80s is a distant memory, and many 
people have downwardly biased expectations regarding future inflation. However, there is no logical 
reason that inflation in the coming decades will be low simply because this has been the case in the 
preceding twenty years. 
 
So, should investors be purchasing inflation-linked annuities? 
 
While the tendency of DC members to overlook inflation protection in their annuity purchase decisions 
may be largely due to behavioural biases, it does not necessarily follow that inflation-linked annuities 
are a better option than fixed annuities. 
 
The simplest way to judge the relative worth of index-linked and fixed annuities is to look at the 
payback period under different inflation assumptions. The payback period is the length of time it 
would take for the cumulative value of inflation-linked annuity payments to exceed that of the fixed 
annuity payments.  
 
We used a 65 year old man with a pension pot of £100,000 as our example member.  
 
In England, the remaining life expectancy of a 65-year old man is 18.0 years6 (giving them a total life 
expectancy of 83 years). At 1 February 2013, breakeven inflation7 over 18 years is 3.46%8. However, 
with inflation at this level, the model shows that it would take around 28 years for the value of the 
index-linked annuity to reach that of the fixed annuity – far exceeding the expected life expectancy of 
our annuity purchaser. 
  
                                                      
6 ONS (2011). UK Interim Life Tables, 2008-2010. 
7 Breakeven inflation is a measure of market expectations of the average inflation over a given time frame 
8 Bank of England implied inflation spot curve at 1 February 2012 
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Figure 5: Cumulative annuity income for inflation-linked and fixed annuities assuming 
breakeven inflation (3.46%) 
 

 
 

 
 
 
 
 
 
 

 
 
 
 
 

 
 
 
 
  
Source: Bank of England, February 2013  
 
In fact, we found that inflation would need to be between 5% and 6% for our example annuity holder 
to benefit from an escalating annuity within his expected lifetime9. 
 
Figure 6: Payback period for an inflation-linked annuity under different inflation assumptions 
 

Inflation assumption Payback period Age at ‘payback’ 
1% n/a n/a 
2% 39 104 
3% 32 97 
4% 24 89 
5% 20 85 
6% 16 81 
7% 14 79 
8% 13 78 
9% 11 76 
10% 10 75 

Based on fixed and inflation-linked annuity rates for a 65 year old* with a pension pot of £100,000 
*Annuity rates are gender neutral, following the EU Gender Directive ruling, effective from 21 December 2012. 
Source: www.find.co.uk annuity calculator, 4 February 2013.   
 
Why are inflation-linked annuities over-priced? 
 
The life expectancy of a 65-year old man is 8310, so the expected time horizon over which the annuity 
will be paid is 18 years. At 1 February 2013, breakeven inflation11 over 18 years is 3.46%12. However, 
from the annual payments in Figure 7 overleaf (representing the best market rates obtained from an 
online annuity calculator) it is clear than the insurance company has priced in inflation closer to 5% 
than 3% over the life of the annuity. 
 
  
                                                      
9  Based on annuity rates at 4 February 2013 
10 Based on a 65 year old man living in England. ONS (2011). UK Interim Life Tables, 2008-2010. 
11 Breakeven inflation is a measure of market expectations of the average inflation over a given time frame 
12 Bank of England implied inflation spot curve at 1 February 2012 

Cumulative annuity income (nominal) 
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Figure 7: Market quoted annual annuity payments for our example member 
 

Fixed 3% escalation RPI escalation* 5% escalation 
£5717 £3996 £3450 £3076 

*i.e., inflation-linked  
Source: www.find.co.uk annuity calculator, at 4 February 2013.  
 
Insurance companies are very cautious investors – they are obligated to meet their liabilities and are 
therefore unwilling to take excessive risks – so they add a margin to their inflation expectations when 
calculating the fair value of index-linked relative to fixed annuity payments. Additionally, their inflation 
assumptions tend to be based on historical data, with periods of high inflation (such as the 1970s) 
often included in the calculations.  
 
The increasing scarcity (and high demand relative to supply) of index-linked gilts also drives the 
relatively poor value of inflation-linked annuities, by making it expensive for insurance companies to 
hedge inflation-linked liabilities. This has resulted in a dramatic widening of the difference in initial 
annual payment for fixed and inflation-linked annuities in recent years.  
 
If annuity providers are all pricing their inflation-protected annuities in a similar way, competition will 
not necessarily push them to a fair value (i.e. the market for index-linked annuities is inefficient). It is 
therefore necessary to think of a different means by which DC members can protect the real value of 
their annuity income. 
 

Delaying (or avoiding) annuitisation: a potential solution to the problem? 
 
Rather than purchasing an annuity with their pension pot at the point of retirement, members could delay 
annuitisation until 70 or 75. As well as reducing the numbers of years for which members are fully 
unprotected from inflation risk, delayed annuitisation would also provide benefits in the form of optionality, 
as pensioners could hold out for favourable annuity rates before making their purchase. However, there is 
a danger that interest rates could continue to decline and annuity rates to worsen, so optionality may not 
always produce a positive outcome. 
 
The abolition of compulsory annuitisation also presents some DC members with the possibility of forgoing 
annuitisation entirely. By investing their pension pot in an income fund with an ‘inflation plus’ target and 
some form of principal protection instead, they could hope to achieve inflation-linked income at a more 
reasonable cost. 
 
However, drawdown rules limit the ability of most pensioners to follow such a strategy, as only those with 
a guaranteed income of over £20,000 a year are able to draw down unlimited funds from their pension pot 
(with which they could invest in such an ‘inflation plus’ fund). For all other pensioners, drawdowns are 
limited to 100% of the value of a comparable annuity a year, which means that many are effectively forced 
into purchasing annuities (regardless of the unfavourable rates and limited options for inflation protection 
currently associated with annuitisation). 
 
The abolition of compulsory annuitisation is a step in the right direction, but does not go far enough. The 
regulator needs to take further steps towards increasing the range and flexibility of solutions for DC 
members and to offer affordable options for members seeking to protect themselves from inflation risk. 
 
At the same time, the market needs to develop suitable income products (with income protection and a 
similar yield to annuities) to provide DC members with feasible alternatives to annuities. This is not a 
simple task, as there are various complications associated with designing these products. Tax 
considerations mean that any fund designed to provide a retirement income for pensioners would need to 
be contained in a suitable wrapper, while the need for principal protection further complicates matters by 
necessitating the involvement of insurance companies. 
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Conclusion 
 
— More than 95% of individuals choose to purchase fixed rather than inflation-linked annuities, 

leaving them exposed to the risk that inflation will rise significantly in the future and that the real 
value of their annuity income will be eroded. 
 

— While this disregard for inflation protection is most likely due to a combination of behavioural 
biases, at the same time, inflation-linked annuities actually seem to represent poorer value for 
money than fixed annuities. In our modelling, the ‘payback period’ of inflation-linked annuities was 
found to exceed the expected lifespan of the example annuity-holder unless inflation was 
between 5% and 6% (much higher than the breakeven inflation of 3.46% over the same time 
period)13. 
 

— One alternative means of achieving better inflation protection could be for DC members to forgo 
annuitisation. However this solution is only available to pensioners with a guaranteed annual 
income of at least £20,000 a year, which means that most DC members are still forced to 
annuitise by the age of 75. 
 

— The lack of options available to DC members seeking a reasonable level of inflation-protected 
retirement income highlights the need for regulatory reform and for the development of new 
products designed to see retirees comfortably through their old age. 
 

— Given the low average level of DC pension contributions in the UK, members are heavily reliant 
on growth through investment returns in order to deliver an acceptable retirement income. 
 

— Over the long term, equities should generate the required level of growth over inflation and can 
be accessed at a low cost – meeting two key requirements of the DC investor – so it is not 
surprising that equity lifestyling has been so widely adopted in the relatively immature DC market. 
However the third, and perhaps most crucial, requirement of a DC investor is certainty of their 
retirement outcome. Ultimately there is nobody else to pick up the bill if investments do not 
deliver as hoped and the member bears all of the risk. This will become increasingly worrying as 
the DC market matures. 
 

If you would like to discuss any of the topics raised in this paper please contact your Client Director or a 
member of the UK Strategic Solutions team. 

www.schroders.com/ukpensions
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13 18 year breakeven inflation at 1 February 2013 (from the Bank of England implied inflation curve) 


