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O
ne of the biggest worries for savers in defined
contribution (DC) pension schemes is what
happens when saving stops and retirement

begins. Our research shows that this is a period full of
uncertainty for most people. Few give much thought
to how exactly they will secure an income when they
give up work. As a result, when the day arrives, they
tend to jump for the first thing put in front of them,
which is overwhelmingly likely to be a flat-rate
single-life annuity. But with life expectancy for 65-
year-olds now nearly 25 years, is an annuity which
offers no inflation protection nor any safety net for
dependents still fit for the job?
We think not. To take one simple example: modest

annual inflation averaging 2.5% over that typical 25-
year remaining lifespan would effectively halve the
retiree’s income in real terms. And, despite inflation’s
obviously corrosive effects, there is plenty of evidence
that savers are not making the best of the limited
choices they already have. According to the National
Association of Pension Funds, the typical annuity
buyer could be losing out significantly by failing to
shop around at retirement. 
We think they deserve better. Our research

suggests people would be happy to take a little more
risk than an annuity in exchange for something
which offered more growth potential, while allowing
any remaining savings to be passed on at death.
Giving retirees greater choice at retirement could, 
we believe, not only give them more breathing space
to take the tough decisions that confront them, but
also let them opt for potentially better alternatives to
immediate annuitisation. Innovative DC savings
vehicles could be used to give savers just the choice
they need. That’s why we have developed what we
call a ‘Retirement Bridge’ (RB). 
Our aim with RB is to smooth the transition 

from work into retirement for savers. Instead of
immediately buying an annuity, retirees would use 
the drawdown rules to take an income from their
retirement ‘pot’. This would give them time, either 
to choose the best annuity available now, or wait until
later to buy. Indeed, we would argue that later might
be better. Given the relatively low risk of death in the
first ten or so years of retirement, the benefits of an
annuity’s lifetime income insurance only really kick
in when a person reaches their late 70s. Moreover,
because RB could maintain some exposure to
equities, the retiree’s savings would have the potential
to grow, thereby offering them some protection
against inflation.

Unfortunately, up to now, high costs mean that
drawdown has been the preserve of the wealthy. But
by using the age-based approach of the target date
funds we use for the saving phase of DC schemes, 
our RB can offer the benefits of drawdown at a
much more affordable cost. This means drawdown
can now become a realistic choice for the vast
majority of retirees, whose typical pension pot is 
only worth about £25,000.
The individual would use their accumulated

savings to buy into a professionally-managed RB
fund whose investment strategy would be set
according to the risks and needs of their particular
retiree age group. It would reflect the likely number
of years for which they would need to draw an
income from their fund. And it would take account 
of the likelihood that at some stage they may want 
to convert their savings into an annuity. 
We’ve tested how a simplified RB might have

performed over ten-year periods from 1920 to 2012.
The results show that, even in bad markets, the
reduction in income compared to an annuity bought
at 65 was less than 20%. In good markets, the annual
income gained could be as much as 25% or more by
the age of 75. And, having analysed current economic
and market conditions, we believe we may be on 
the cusp of a particularly promising period. If the
market cycle is typical in the next few years, we
believe retirees could ultimately be enjoying a 
quarter more income, compared with annuitising 
at 65.
All in all, we think an RB which gave retirees 

a period to draw prudently from their savings and
annuitise in their late 70s would provide them 
with more choice, more breathing space and more
retirement income on average. In other words, a 
real choice.
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