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Retirees and Inflation: Why is it 
a risk and can it be managed?
Executive summary
Inflation is a concern for all investors. There is a need to ensure that any investment is able 
to maintain the real purchasing power of its capital over time. In retirement, there is an 
additional difference. The retiree needs to generate an income stream that is protected from 
inflation as well as maintaining the real value of their capital. No longer does a retiree have a 
wage or salary that will adjust to inflation.

Managing inflation risks can also be more difficult for retirees. While retirement may last a 
long time, a retiree does not have the time to allow high expected long term real returns to 
provide the hedge. The retiree needs regular cash flows which limit the ability to allow time 
to hedge the inflation.

Inflation can be hedge by retirees in many ways. Some investment assets provide inflation 
hedging characteristics and there are some products available which include inflation-linked 
income streams. Indeed the Age Pension in Australia provides inflation protection to a large 
number of full and part age pensioners. Financial advisers can help their clients by combining 
these different strategies and ensuring that an adequate allowance is made for inflation in 
the projected cash flows to the retiree.

Retirees and real consumption
The ultimate objective in retirement is neither a level of wealth nor a dollar measure of 
income. In fact it is a level of consumption of goods and services that is sufficient to sustain 
a particular lifestyle. Following the permanent income hypothesis of Friedman (1957) and 
Modigliani and Brumberg (1954) the standard of living in retirement is expected to be the 
same as (or similar to) the standard enjoyed earlier in life. This is only possible to the extent 
that broadly the same group of goods and services (allowing for some substitution with time) 
is able to be purchased.

Inflation is the trend of rising prices for goods and services. Any retiree who wishes to 
maintain their standard of living should be fearful of inflation and the risk it brings to their 
retirement lifestyle.
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	 Retirement income 
needs to support 
a real level of 
spending.

Retirement is a stage of life that is post-work where a retiree is able to live without the need 
to generate additional income from working. The central challenge is that the standard of 
living is not too severely affected by the absence of a regular pay cheque. With inflation 
over time, the cost of the weekly shopping and utilities will increase. If the retiree wants to 
continue to consume at the same level, they will need to spend more money each year.

Retirees, like most people, don’t know what future inflation will do to prices. This is what 
creates additional inflation risk for the retiree. While the Reserve Bank of Australia (RBA) 
targets inflation in a 2-3 per cent range, Figure 1 shows that inflation has varied a lot 
historically. If Australia were to experience another period like the 1970s, 1980s, or even 
the early 1950s, retirees would face a large loss of the real purchasing power of their 
lifetime savings.

Figure 1 Annual Inflation in Australia 1949-2012
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For retirees, the other problem with inflation is related to time. Even low inflation rates can 
have a large impact on purchasing power if the time period is long enough. For example, if 
inflation averages the 2.5 per cent per annum that is the middle of the RBA’s target zone, 
then after 15 years, 31 per cent of the real value of each dollar of retirement savings has 
been lost and by year 28, half the real value is gone. This decay can be seen in Figure 2 with 
the falling value of a starting $100 over a 30-year period.
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	 Even modest 
inflation destroys 
real spending 
power over time.

Figure 2 Decay in real spending power with modest inflation
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The previous two figures demonstrate the dual reasons why inflation is a problem for the 
retiree. The retiree should really be prepared to deal with both:

•	� The ongoing erosion of spending power from just modest inflation;

•	� The risk that inflation spikes causes a dramatic loss of real wealth.

The solution to both of these problems is not necessarily the same, and we will address each 
later in this paper, but still there is a need to consider the appropriate inflation measure.

What is the relevant inflation measure?
The commonly used Consumer Price Index (CPI) is based on the spending patterns of private 
households in Australian capital cities. Retirees, however, do not consume the same goods 
and services as the average household. The Australian Bureau of Statistics (ABS) recognises 
this difference and since 1998 has been producing some other statistics, called Living Cost 
Indices that relate to households of pensioners, self-funded retirees, and other household 
groups. These living cost indices address the question:

By how much would after tax money incomes need to change to allow households to 

purchase the same quantity of consumer goods and services that they purchased in the 

base period?1

It is easy to understand why there is a difference in the various measures of inflation. 
There will be differences in spending on education, medical services and utilities to name a 
few. In compiling the price indices, the ABS uses estimates of the expenditure by different 
household types on different goods and services. The weights of different categories are 
listed in Table 1.

	 Retirees and 
pensioners have 
different patterns 
of spending 
from working 
households.

1 �See main features from ABS cat No. 6467 Selected Living Cost Indexes, Australia, March 2013 released 1 May 2013 
and available at www.abs.gov.au. 
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Table 1 Average consumer spending price index weights

Pensioner
Self-funded 

retiree
CPI Household

$/wk % $/wk % $/wk %

Food and beverages 120.7   22.4 176.7   17.3   230.9   16.8

Alcohol and tobacco   36.1     6.7   68.2     6.7     96.9     7.1

Clothing and footwear   26.3     4.9   43.3     4.2     54.6     4.0

Housing   92.4   17.1 113.9   11.1   305.8   22.3

Furnishing, household 
equipment and services   59.8   11.1 119.8   11.7   124.8     9.1

Health   47.7     8.9   87.2     8.5     72.6     5.3

Transport   50.7     9.4 118.1   11.6   158.4   11.6

Communication   19.8     3.7   31.8     3.1     41.8     3.1

Recreation and culture   61.9   11.5 215.2   21.1   172.3   12.6

Education     1.5     0.3     9.1     0.9     43.7     3.2

Insurance and financial services   22.2     4.1   39.4     3.9     69.7     5.1

Total 539.2 100.0 1022.7 100.0 1371.3 100.0

Source ABS, Cat. No. 6472.0, 6530.

The data in Table 1 highlight the differences in spending patterns across the three groups. 
The level of spending varies dramatically across the three types of households. Retiree 
households mostly reliant on the Age Pension spend almost $550 a week, whereas 
households of self-funded retirees spend almost double that. The average household in the 
CPI basket spends more than both, reflecting the presence of dependent children, who are 
generally not present in retired households.

The weights of different items in the household expenditure vary substantially, as could 
be expected. Both retiree households spend relatively little on education and a lot less on 
housing, with the average CPI household still paying off their home. Health expenditure is 
another age-based difference, with the older households spending more of their budget in 
this area.

There are also some significant differences between the self-funded retirees and age 
pensioner households. Pensioners have less money to spend in total and so a greater 
proportion of their spending is consumed by the necessities of life, such as food and housing 
(including utilities). Self-funded retirees have more to spend and spend almost four times as 
much on the luxury items associated with recreation and cultural pursuits, including holidays.

Over the 15 years to June 2013, however, these spending differences have not lead to a 
large difference in the increases in the cost of living. The annual average inflation for the 
CPI has been:

•	� 2.9 per cent per annum for the standard CPI

•	� 3.1 per cent per annum for households of pensioners

•	 2.8 per cent per annum for households of self-funded retirees.

	 Average inflation 
rates are similar 
over time 
across different 
households.
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The small differences here will mostly relate to the cost of utilities, such as electricity, which 
have been experiencing higher rates of price increase in the past decade. With the means 
tests in Australia, these represent a greater proportion of age pensioners’ budget than for 
self-funded retirees, who typically have higher levels of wealth and expenditure. The total 
decline in real spending power across the three groups only varies between 33% and 36%.

While there are not large differences across the inflation measures for different household 
groups, it might be that there is another measure that is more relevant to the spending 
needs of retirees. This is clearly evident through the way that Age Pension payments are 
indexed in Australia. Payments are indexed every six months to reflect:

•	 the greater of the increase in the CPI or the Pensioner and Beneficiary Living Cost Index 
(a broader measure than the one described above that includes recipients of other 
government payments); and

•	 an amount no less than 27.7% of Male Total Average Weekly Earnings.

The impact of the three measures is that, over time, pension payments will rise with 
higher wages. This is because wages have tended to increase more than prices, reflecting 
improvements in productivity. For the average household, the real wage gains represent 
improvements in the absolute standard of living. A retiree household that wants to maintain 
their relative standard of living will need income that grows in line with wages, not just 
inflation. The required growth can be seen in Figure 3, which shows the relative increases 
in the potential inflation measures since 1998.

Figure 3 Different inflation measures for retirees

80

100

120

140

160

180

200

Jun-98 Jun-99 Jun-00 Jun-01 Jun-02 Jun-03 Jun-04 Jun-05 Jun-06 Jun-07 Jun-08 Jun-09 Jun-10 Jun-11 Jun-12

CPI Pensioners Self-funded retirees Wages

Jun-13

Source, Challenger, ABS data.

In practice, this distinction might be more representative of desired spending, rather than 
actual spending. The stereotype of the retiree who buys a new car at retirement, but then 
doesn’t upgrade and keeps the status quo of household maintenance and furnishings, 
would suggest that consumption in retirement does not keep up with everyone else’s 

	 Living standards 
tend to increase 
with wages 
which increase 
more than price 
inflation.
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standard of living. There is also a clear distinction between what is known as the active; 
passive; and frail stages of retirement.2

Regardless of how it is measured, retirees need to address the impact of inflation on their 
retirement incomes. It would appear that senior Australians are aware of the impact of 
inflation with 82.9 per cent of Australians over 50 being very or somewhat worried about 
being able to afford utilities in the future.3

Real wage gains don’t come to retirees
The growth in wages in Figure 3 provides another indication of why retirement is different. 
Workers earning a wage or salary get inflation protection from the way that real wages tend 
to increase over time. The growing gap in Figure 3 illustrates this point. Even through most 
of the high inflation periods of the 1970s and 1980s in Australia, wages growth outpaced 
that of broader inflation. It was only when the Accord was used by policymakers to target 
real wages directly that the gains were limited. Generally, while working, the usual way to 
manage higher prices is through a wage increase.

This option is not available for retirees.

A retiree who has built up a retirement nest egg needs to be able to produce cash flows 
from those savings that can pay for a standard of living above that afforded by the Age 
Pension. As noted already, the Age Pension in Australia is indexed to both wages and 
inflation so retirees will at least have a safety net that is maintained in real terms. However, 
this safety net currently does not even support a modest standard of living.4 A retirement 
plan that was based on the Age Pension being more favourable would be very hard to 
justify. Therefore, in order for your clients to enjoy a comfortable standard of living during 
their retirement, the impact of inflation on their retirement savings will have to be managed.

Managing inflation risk
There are essentially three ways that you can help your retiree clients to manage their 
exposure to inflation. Each approach can be used to deal with both the ongoing impact of 
inflation and the risk of an inflation spike. The methods can be described as:

•	 Asset class hedging

•	 Insurance

•	 Drawdown strategies

The three approaches are not mutually exclusive, and for many retirees, using all three 
approaches might be the best approach to managing their inflation risk.

	 Retirees generally 
don’t have an 
outside income 
source that 
can adjust with 
inflation.

2 �Higgins and Roberts (2011) provide evidence that this holds for older Australians.

3 �See Table 14 in National Seniors Australia, (2012).

4 �As at September 2012, the ASFA modest standard for a couple is $32,511 a year compared to the maximum 
$30,285 available from the Age Pension.

	 Some assets can 
hedge against 
movements in 
inflation.
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Asset class hedging
The concept of asset class hedging is simply for the retiree to invest their savings in asset 
classes that are expected to increase in value to provide the retiree with a hedge against 
inflation. This is the inflation hedging that is typically discussed with investments and 
generally considers the impact through the total return of the asset class.

The inflation hedging characteristics of different asset classes have been the subject of 
many academic papers. An International Monetary Fund working paper by Attie and 
Roache (2009) references some of this research and they use a framework that is helpful in 
considering the two different risks from inflation. The risk of an inflation shock is captured by 
the short term dynamics of Attie and Roache. If there is a sharp increase in inflation, a good 
inflation asset hedge will be one where there is an adjustment to the asset price in the short 
term. They also consider the impact on the asset class over the long run. This is not quite 
the same as the ability to offset the ongoing impact of inflation, but the concepts are closely 
related as will be shown below.

Commodity investments
The concept of using commodities as an inflation hedge is not a new idea. Bodie (1980), 
considered the benefits of using commodities for retirement portfolios. The basic concept 
is that buying commodities is just buying a bundle of goods today. When you want to buy 
other goods and services in retirement, you just swap one bundle of goods (and services) for 
another. As long as the prices of both rise a similar amount, a retiree will be protected.

There is a problem, however, for retirees in relying on commodities as an inflation hedge. 
They do not necessarily produce the best result for retirees with a long term horizon. 
Commodities do not provide an ongoing return in order to offset the expected gradual 
increase in price over time. Modest inflation eats away at the real value of the commodity. 
The Reserve Bank of Australia (RBA) argued that the gradual decline in real commodity prices 
over time reflects this erosion of spending power, RBA (2007). Figure 4 is an extract from this 
paper.

	 Commodities are 
a good hedge 
against a surprise 
increase in 
inflation.

	 Commodities are 
a good hedge 
against a surprise 
increase in 
inflation.
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	 Speculation may 
already include 
future inflation in 
commodity prices.

Figure 4 Long-run decline in real commodity prices

Sources: Global Financial Data; Grilli and Yang (1988), IMF; Pfaffenzeller et al (2007).

A related issue for using commodities as an inflation hedge in retirement is that there is 
often a level of speculation in the price. Increases in the gold price in recent years have been 
related to expectations of higher inflation, which are yet to appear. The purchase price of the 
commodity thus reflects some expected inflation, which creates the potential for a market 
adjustment downwards if inflation does not materialise. While there are clear advantages in 
having some commodity exposure to hedge unanticipated inflation shocks, it would not be 
prudent to invest your clients’ retirement portfolios solely on this basis.

Equities
Whether or not equities provide a suitable hedge against inflation has been an unresolved 
academic debate since the 1970s. In theory, as claims on real assets, equities should provide 
protection against rising prices. In practice, markets in the 1970s5 demonstrated that equities 
do not provide any immediate hedge against inflation.

The key advantage for equities is that they are expected to provide the highest real return of 
the major asset classes. Over time, higher returns will compensate for the increase in prices. 
A key risk is that the period of high returns may not line up with the period of inflation. The 
Australian experience in the 1970s and 80s provides a good example of how this can create 
problems for your retiree clients. Using data published by Brailsford et al. (2012) we are able 
to illustrate the mis-match in timing. Consider the columns in Figure 5. The grey column 
is the annual average return for the Australian equity market, while the light blue is the 
average inflation rate. The dark blue indicates the average annual real return.

	 Equities are 
expected to 
provide a high 
real return over 
time …

5 �Attie and Roache (2009) refer to many aspects of this debate.
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	 … but equities 
are not a good 
inflation hedge: 
timing can be a 
long way out.

The spike in inflation is clear over the period 1969-1982. (These 13 years were the worst 
period for Australian real equity returns in recorded history and the story was very similar 
in the United States). Average equity returns were actually subdued and, in average terms, 
real capital decline by 3.6 per cent per annum. In the next 13 years, the equity market 
picked up with inflation falling and real returns on Australian equities surging to 11.3 per 
cent per annum. In the subsequent 13 years, which ended poorly with the global financial 
crisis, average returns were in line with long term trends with a 5.0 per cent per annum real 
equity return.

Figure 5 Equity returns and inflation 1969-2008
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Source Challenger estimates using Brailsford, Hanley, Maheswaran (2012) data.

If you take the long term perspective, the average real return from 1969 to 1995 was 
quite reasonable. However, a retiree drawing on their capital faces sequencing risk6 and it 
is unlikely that their portfolio would have lasted long enough to benefit from eventual lift 
in the market. It is easy to fall into the trap of looking backwards at one very favourable 
period for a particular asset class and extrapolating it forwards.

The conclusion from the historical data is that eventually equities should provide a high 
enough return to offset the impact of inflation. However, a retiree who is looking for regular, 
inflation-protected consumption may not have enough time to rely on equities as an inflation 
hedge. There is a high expected real return from equities, but the inflation risks remain.

The other thing to remember is interest rates. In times of inflation, central banks tend to 
raise interest rates. This has the effect of increasing the discount rate with which future 
cash flows (expected dividends) are valued, causing the equity risk premium to rise and 
prices to fall. 

6 We have previously discussed this retirement income risk in Cooper et al (2012).
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	 Directly held 
property provides 
an inflation-linked 
income stream.

Property
Property investments are generally regarded as hedging the impact of inflation.7 This is the 
case for directly held investments, but not necessarily true for listed property securities, 
often know as real estate investment trusts (REITs).8 REITs are like equities in that the capital 
adjustment for inflation does not necessarily occur at the same time that the inflation occurs.

Direct property holdings are a much more effective hedge against inflation. This is related to 
the valuation process. Illiquid direct property assets do not trade frequently and owners rely 
on valuations to measure their performance. A key input into any valuation will be the level 
of rent on the property and the expected inflation rate. Rents generally rise with inflation 
due to clauses that provide for this in leases, and expected inflation will be included in 
future rents so that the property valuation will reflect most aspects of inflation.

For your retiree clients, property investments will still have some drawbacks:

•	 Lot size. Inflation protection comes from direct ownership of assets. This usually requires 
a substantial investment and results in increased market risk due to an undiversified 
portfolio;

•	 Divisibility. Property investments are generally not divisible. This makes it difficult for a 
retiree to spend their investment capital in retirement. The property could be used as an 
asset for a bequest, but only for those retirees with substantial savings; and

•	 Illiquidity. There are significant transaction costs and property can be illiquid. Again, this 
makes property only suitable to provide inflation-protected income in retirement, where 
your clients can afford to keep the property for a bequest.

Cash
Cash investments have historically been a surprisingly good hedge against inflation. This 
was first observed by Irving Fisher in the 1930s when he noted that interest rates on short 
term investments increased as a result of expected inflation. An increase in inflation tends 
to produce an increase in expected future inflation and thus interest rates adjust relatively 
quickly. As noted in Attie and Roache (2009), this does not mean that cash protects against 
inflation shocks, but it will protect against the ongoing erosion of spending power from 
inflation. The key for retirees to remember is that spending above the real rate of return on 
cash will start to eat into their capital and that returns on cash are historically lower than 
other asset classes. 

Additional support for cash as an inflation hedge is the focus on monetary policy of inflation-
targeting. Policy objectives to increase interest rates to maintain low inflation when nominal 
growth becomes too strong serve to reinforce the role of cash as an inflation hedge. The 
linkage between cash and inflation can be seen in Figure 6, with a closer relationship since 
inflation targeting in the early 1990s.

7 For a detailed discussion see Bond and Seiler (1998).

8 �Hoesli, Lizieri and MacGregor (2006) demonstrate how both US and UK REITS react adversely to unexpected 
inflation shocks.

	 Cash investments 
can provide a 
reasonable hedge 
if central banks 
have an inflation 
target.
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	 Fixed interest 
investments 
fare poorly with 
inflation shocks.

Figure 6 Australian cash rates and inflation
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Fixed Interest
Although cash offers reasonable protection against inflation, the same is not true of longer 
duration fixed interest (i.e. bonds). It is true that longer term yields, like short term interest 
rates, adjust relatively quickly to inflation. The problem with bonds is the impact on the 
original capital. The capital price of a bond is based on the discounted value of the future 
(expected) coupon payments (just like our rent example above). But, unlike CPI-adjusted rent, 
future coupon payments on a bond, including the principal repayment at maturity, are fixed 
in nominal terms, so an increase in inflation, which is reflected in yields (ie the opposite of 
price movements), will quickly reduce the value of the bond.

Bonds have the sharpest distinction between unexpected shocks and expected inflation. 
The negative impact of unexpected inflation is greatest on long duration fixed interest 
investments. The ability to protect against expected inflation, by demanding a higher interest 
rate, means that fixed interest can be used to offset the erosion in spending power related to 
inflation that can be expected over the long run.

Inflation-linked bonds
Inflation-linked bonds are a special form of fixed interest investment that are designed to link 
returns with inflation. While fixed interest normally fixes a nominal amount for coupon and 
capital repayment, inflation-linked bonds fix real amounts for all cash flows. Each payment 
is adjusted by a measure of inflation (usually the standard CPI) so that the real value is 
maintained. The final capital repayment is also adjusted for the increase in prices over time. 
Figure 7 provides an example of what the payments of a bond would have looked life with a 
3 per cent real coupon and using the CPI over the 20 years to June 2013. The rising coupon 
payments can be clearly seen and the final repayment of capital reflects the 70 per cent 
increase in prices over the 20 year period.

	 Expected inflation 
is embedded in 
bond yields.
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Figure 7 Example of cash flows for an inflation-linked bond
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The automatic linking of cash flows to inflation makes the inflation-linked bond the ideal 
asset to protect a pool of capital against inflation. There is not a large supply of inflation-
linked bonds in Australia for investors to own. Partially as a result of this scarcity, the real 
return on offer is very low. For example, in Australia real returns are all less than one per cent 
per annum. In the United States, the current real return on inflation-linked bonds is negative 
for maturities less than 10 years. 

The limited availability of inflation-linked bonds leads to another issue for your retiree clients. 
Like property, a large amount of capital is tied up in the investment. While the amount is 
protected from inflation at maturity, selling some of the bond prior to maturity involves 
market risks related to changes in the yield curve. If real interest rates rise between purchase 
and sale, the inflation-linked bond can result in a loss of capital value, even with inflation 
protection. Your retiree clients might not be able to rely on the investment to provide a 
stream of inflation-protected income unless they are certain they will not need liquidity prior 
to maturity.

Risk-return trade-off among asset classes
The low returns available to investors highlight the risk-return trade-off that investors face. In 
the current economic environment, there is essentially no return in real terms for a risk-free 
investment. For a retiree without significant savings, there is a need to take some form of 
risk in order to generate a positive expected real return. 

Other ways to manage inflation risk
The approach to managing inflation risk is often considered in the portfolio context as 
described above. When you consider how to help your retiree clients manage their inflation 
risk, it is important to remember that retirement is different. There are other options that can 
help your clients manage their exposure to inflation.

	 Inflation-linked 
bonds are the only 
assets to hedge 
all aspects of 
inflation.
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Swaps and other derivatives
A direct way that inflation risk can be managed is through the use of swaps or other 
derivative instruments. The basic swap in an inflation context is one where a fixed nominal 
payment is swapped for a payment that will be fixed in real terms. In practice, this is 
generally done on the basis of no interest on the nominal payment and is just an inflation 
swap, or sometimes called a ‘break-even inflation swap’ as the payment set for the fixed side 
is the rate of inflation at which the swap will break-even.

Trade sizes in the swaps market generally make this option prohibitive for individual retiree 
investors, but there are options for investors that will include inflation swaps alongside 
other investments so as to provide inflation protection. Another issue is the general need 
for collateralisation. In order to limit the credit risk exposure to both sides of the swap, it is 
necessary to have collateral available.

Inflation indexed payments
While swaps are a direct way to have someone else manage your inflation risk for you, 
having a series of cash payments that are automatically indexed to inflation is a simpler 
option. There are a few common ways that this can be achieved:

•	 Age Pension

•	 Defined benefit superannuation

•	 Annuities

The Age Pension, as mentioned previously, is automatically adjusted to inflation. Indeed, 
through the link to wages, the Age Pension adjusts to changes in the average standard of 
living across the population. It is, however, only designed as a safety net and some of your 
clients will not receive any Age Pension due to the means test. For those who do receive 
something, it might only cover a portion of their expenses so the remaining expenses will 
need to be protected from inflation.

The indexation benefits for Australians who receive a part Age Pension are slightly different 
due to the way that the means test is effectively implemented. The means test is applied to 
both assets and income, with the assets test resulting in a part Age Pension when a couple 
who own their own home have assets between $279,000 and $1,092,000.9 The means test 
operates by subtracting an amount from the full pension payment.

As indexation is applied to the full pension, a retiree who receives a part pension will actually 
receive the inflation protection from the full pension. This reduces the need to fully protect 
their other income payments from inflation. They do not need to pay the (opportunity) costs 
involved with over-protecting against inflation.

Most defined benefit pensions in Australia are linked to inflation. Payments typically increase 
with the CPI and will last for the life of the pensioner (and often for a surviving spouse). 
Access to defined benefit plans are now limited, with very little exposure outside public 
service roles, and even these are in decline.

	 Derivatives are 
available for large 
investors looking 
to hedge inflation.

	 Some payments, 
such as the 
Age Pension are 
automatically 
adjusted for 
inflation.

	 Part age pensioners 
receive the same 
indexation benefit 
as full pensioners.

9 As at 1 July 2013.
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Annuities can represent another way for your clients to get some of the benefits of a defined 
benefit pension. It is possible for your clients to buy an income stream through an annuity 
that is indexed to inflation for life. This will preserve the real value of the payments to meet 
their living expenses. This protection can be achieved using either lifetime or term annuities. 

There is also flexibility with how annuities protect against inflation. Historically, many 
annuities were fixed and provided no protection against inflation. The best protection comes 
from those that are fully linked to an inflation measure such as the CPI. This will protect your 
client against both the gradual erosion in prices over time and also the risk of any sharp spike 
in inflation. Another option is to index the payments by a set amount, such as say 3 per cent 
per annum. This will counter the gradual erosion from rising prices over time, but would not 
protect against a one-off sharp increase in prices. 

Managed drawdown
Your retiree clients have one final way that they can deal with inflation. They can simply 
increase their spending every year to match the amount of goods and services that they wish 
to consume. This protection against inflation will last as long as they still have capital in their 
account-based-pension. The only problem is that such a strategy will deplete their capital 
quickly, so unless they have a large level of savings in the first place, this approach is unlikely 
to be suitable for their whole retirement. At some point, they will have to cut their level of 
spending to something that they can afford.

Managing your clients’ inflation risk
Inflation can be either a gradual erosion of real spending power or a large, sharp impact 
from a jump in prices. Both forms of inflation can have a devastating impact on retirees and 
thus any portfolio that is being used to support a retirement income stream should have a 
strategy to protect it against inflation risks. This paper has discussed several ways of assisting 
your clients to manage these risks.

For some clients, it might be the case that one particular solution will be the ideal way for 
them to manage inflation risk. For most clients, you are unlikely to find a perfect solution, so 
considering several different approaches is likely to be beneficial for them. After all, inflation 
is not the only risk that they will have to manage throughout their retirement. They still need 
to manage longevity and various market-related risks.

 

	 Some products 
such as annuities 
also increase 
income payments 
with inflation.
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