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HL FOREWORD

The national conversation about retirement has often been dominated by the narrative that people are
not saving enough, and the answer is to simply save more. Saving matters, but this report shows it is only
part of the story. For most households, the decisions they make when drawing their pensions will dictate
if they can spend enough when they are fit and healthy to do so, while still having sufficient throughout
all of their retirement.

Three findings stand out:

e The essentials are largely covered: 92% of households can meet their essential spending in
retirement through the state pension and an inflation-linked annuity bought with their pension
pot.

e What people do with their pot matters enormously: a cautious fixed-percentage drawdown
leaves little more than half of households on track to meet their expected total spending, while
those who draw flexibly in early retirement and secure a guaranteed income later fare
consistently better.

e The tax-free lump sum is a bigger decision than most people realise: spending it rather than
keeping it invested cuts the share of households on track by around eight percentage points.

We need to start with how we talk to people preparing for retirement. The state pension and more than a
decade of auto-enrolment have built a foundation this country should be proud of, with 95% of the
lowest-income households on track to cover their essential spending in retirement. The combination of
the State Pension plus auto-enrolment is an incredibly powerful foundation upon which to build and
ensure a good quality of life in retirement. Yet industry retirement standards continue to present ever-
rising adequacy benchmarks that bear little resemblance to how retired households actually spend. While
some groups do face genuine gaps, renters and higher earners among them, many households are on
track when measured against real spending. Measured against inflated absolute benchmarks, people are
simply left with no other conclusion that they are failing. Fear does not create a platform for good
financial decisions. Confidence and clarity in those decisions do.

These findings should also change how people approaching retirement think about what comes next. For
someone nearing the end of their working life with the essentials largely secure, the biggest gains no
longer come from simply squeezing more into the pot; they come from using the pot well. The decisions
made at and after retirement carry enormous weight. Choosing a withdrawal strategy well or keeping a
tax-free lump sum invested rather than spending it, can have a major impact on someone's retirement.

Spending is highest in the active early years of retirement before starting to fall back. The declines are
only relatively modest among lower earners and single person households but are greater for those with
higher incomes and for couples. This is due to the increased ability to reduce discretionary spending as
needed. In the case of couples they also share essential costs. It means that such households will have a
greater need for flexibility when planning for their retirement income. Supporting people to adapt their
plans over time, rather than locking into a fixed approach at retirement, is therefore central to delivering
better long-term outcomes.

But better outcomes will not happen on their own, and that is the challenge for the industry and for
government. The lump sum decision is among the largest and most irreversible financial choices most
people ever make, and too many make it with no support at all. This is why we championed Targeted
Support, live since April, which lays the groundwork for firms like HL to step in at the moments that
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matter, when someone is weighing up their lump sum or deciding how to draw an income. The findings
show the difference that support could make.

| would like to thank Oxford Economics for their rigorous and thoughtful analysis. Their work ensures this
report offers a robust and credible evidence base for a policy debate that will shape the UK’s financial
outcomes for decades to come.

Helen Morrissey

Head of retirement analysis, Hargreaves Lansdown
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EXECUTIVE SUMMARY

Households with defined contribution (DC) pensions entering retirement face a complex set of financial
decisions that will shape their living standards going forward. At the core of this is a balance between
achieving a desired living standard, ensuring that financial resources do not run out in later life, and
maintaining financial flexibility. The Second Pensions Commission’s recent report highlights the growing
importance of these choices.’

While conservative pension drawdown strategies limit the risk that households will run out of money in
retirement and allows households to maintain financial flexibility, they result in lower levels of consumption in
retirement. More aggressive drawdown strategies allow for higher levels of consumption but increase the risk
that households will run out of savings in their later years. Annuities provide an alternative that protects
against running out of money later in life. However, they reduce financial flexibility and come with a further set
of decisions related to the value of annuitised income, the timing of annuity purchase, and whether to protect
against inflation.

This report explores the extent to which households across the nation are on track to achieve their expected
level of spending in retirement—based on their income, age, tenure, and relationship status—under different
financial strategies. The key findings from this analysis are:

Household spending falls gradually across retirement, and this matters for annuity planning. For a high-
earning household aged 75 to 87, average annual expected spending in retirement is 5.3% lower than for a
similar household aged 67-74. This fall is smaller for low-earning households, at just 2.1%, reflecting that their
spending is more concentrated on essentials, and therefore there is less scope to cut back as they age. As
expected, spending declines only modestly in real terms over retirement, inflation means it is unlikely to fall in
nominal terms. As a result, a non-inflation-linked annuity covering expected spending needs at the start of
retirement risks being unable to cover expected spending needs later in retirement.

Around nine-in-10 households can cover their expected essential spending by combining the State
Pension with an inflation-linked annuity purchased using their pension pot. Almost all low earners (95%)
are able to cover their expected essential spending through this approach, as it is largely covered by the State
Pension. This figure falls to 87% for high earners, as a smaller proportion of their expected essential spending
is covered by the State Pension.

Under a conservative drawdown strategy, only 56% of households are on track to cover their expected
total spending, compared with 70% under an aggressive drawdown strategy. However, the aggressive
strategy risks households exhausting their pension savings later in life and being left to rely solely on the State
Pension, exposing them to a drop in living standards.

Purchasing an inflation linked annuity at 67 allows 61% of households to cover their expected total
spending. This strategy protects against the risk of running out of money in later life, and a pooling of risk
allows for a 5-percentage-point increase in affordability relative to the conservative drawdown strategy.

Hybrid strategies offer more financial flexibility than an annuity purchased at the start of retirement
and allow a larger proportion of households (64%) to achieve their expected spending. The hybrid
strategy combines drawdown in early retirement with an inflation-linked annuity later in life. However, this
approach increases the risk that assets are depleted too quickly, leaving households unable to purchase the
annuity they require later in retirement.

" Department for Work and Pensions, “Pensions 20250: evidence and future priorities — interim report”, May 2026.
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Alongside decisions around drawdown strategies and annuitisation, how households use their tax-free lump
sum withdrawal can have significant implications for their living standards in retirement. As highlighted by the
Second Pension Commission, the tax-free lump sum is not always used to generate a sustained stream of
income in retirement. This analysis shows that the proportion of households on track to cover their expected
total spending in retirement falls by around 8 percentage points when the lump sum is used in this way. This
has a disproportionate impact on higher earners who experience a larger reduction in affordability (around 10
percentage points), as they rely more on their pension wealth and less on the State Pension to support their
spending.

Taken together, the analysis provides a national-level perspective on how decision making in retirement can

impact pension adequacy. It generates insights that can inform policies and advice aimed at helping
households to balance living standards, financial security, and flexibility in retirement.
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SECTION 1. INTRODUCTION

1.1. RETIREMENT SPENDING AND PLANNING CONSIDERATIONS

Households entering retirement face a complex set of financial decisions that shape their future living
standards. At the core of this is a balance between achieving a desired living standard, ensuring that financial
resources do not run out in later life, and maintaining financial flexibility.

The risk of running out of money, driven by uncertainty around lifespan and market volatility, can lead
individuals to respond by adopting conservative pension drawdown strategies to preserve their assets. While
this provides protection against longevity risk, it can also result in lower living standards than necessary.
International evidence, particularly from countries with longer experience of flexible defined contribution
systems, suggests that many retirees do not fully decumulate their pension wealth and instead prioritise
financial security over consumption.?3

An annuity can protect against running out of money in later life, but it reduces financial flexibility. Individuals
considering an annuity must decide not just whether to annuitise, but also how much spending to target, the
timing of annuity purchase, and whether to choose inflation protection. These decisions are particularly
important because declines in real spending as retirees age tend to fall more slowly than inflation, making the
preservation of purchasing power critical.

A key feature of the UK pension system is the ability to withdraw up to 25% of savings as a tax-free lump sum.
While this supports financial flexibility, it also creates another important retirement decision regarding how to
use the lump sum. Evidence shows it is often used for one-off expenditures and gifts to families rather than
generating ongoing income.* Spending the lump sum, rather than using it to generate a sustained stream of
income in retirement, reduces resources available to fund consumption later in life.

Recent work from the Second Pensions Commission highlights the growing importance of these choices.® As
defined contribution pensions increasingly dominate the pension landscape, individuals are increasingly
responsible for managing pension decumulation. The Commission notes that many individuals may lack the
engagement or expertise required, raising concerns about both underspending and the risk of depleting assets
too quickly.

This report focuses on defined contribution households and how retirement outcomes change based on
different financial decisions. It provides valuable insights for households trying to find the correct balance
between achieving their desired living standard, ensuring that financial resources do not run out in later life,
and maintaining financial flexibility.

2 Australian evidence indicates that retirees tend to draw down their savings slowly, with many reluctant to access capital due to
uncertainty and risk; as a result, "“most people die with the bulk of the wealth they had at retirement intact” - Australian Treasury,
"Retirement Income Review", November 2020, accessed May 2026

3 US evidence shows that retirees decumulate assets only slowly, with many retaining most of their wealth well into retirement and a
substantial share even increasing their assets - Employee Benefit Research Institute, “Asset Decumulation or Asset Preservation?
What Guides Retirement Spending?”, accessed May 2026

4 Financial Conduct Authority, Financial Lives 2024 survey, accessed May 2026

® The Second Pensions Commission, Pensions 2050: Evidence and future priorities — Interim Report, 2026, accessed May 2026.
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SECTION 2. SPENDING DURING
RETIREMENT

2.1. MODELLING OVERVIEW

To assess how financial decision-making influences households’ outcomes in retirement, this report employs a
structured three-stage modelling framework. The analysis draws on the Living Costs and Food Survey (LCFS),
which provides detailed information on household expenditure, alongside the Barometer dataset, which
contains data on households’ wealth, pension holdings, and demographic characteristics.®

In the first stage, retirement spending profiles are estimated for different household types based on
combinations of income, age, housing tenure, and relationship status characteristics. These estimates
distinguish between total, essential, and non-essential spending, providing a granular view of how
consumption needs in retirement vary across household types. Essential and non-essential spending are
distinguished by separating core living costs from more discretionary expenditure. Essential spending includes
items such as housing, utilities, food, transport running costs, and clothing, while non-essential spending
covers items such as leisure activities, holidays, eating out, and home improvements.” 8

In the second stage, these profiles are mapped onto non-retired households in the Barometer dataset,
assigning expected retirement spending based on anticipated retired characteristics, such as retirement tenure
and income group. The analysis focuses on households that only have defined contribution (DC) pensions,
reflecting their growing importance.’

The final stage assesses whether households are on track to meet different retirement outcomes by comparing
current pension wealth with projected spending under a range of financial scenarios. These scenarios reflect
key decisions, including annuitisation, drawdown behaviour, and use of the tax-free lump sum. This allows the
analysis to capture the central role of decumulation strategies in shaping retirement outcomes.

Two adequacy benchmarks are used in the modelling. The essential spending benchmark assesses whether
households can meet core living costs, while the total spending benchmark evaluates whether a household can
sustain their current living standard. The model also accounts for how spending evolves over the course of
retirement. This enables more realistic projections of income needs and is particularly important for strategies
involving delayed annuitisation, where annuity costs are adjusted to reflect lower spending at older ages.

Overall, this framework provides a comprehensive basis for analysing how spending needs, pension wealth,
and financial decisions interact to determine retirement outcomes.

6 For more information on the Barometer dataset, see Barometer methodology documentation.

7 Care costs are excluded, as they are not captured in the LCFS. These costs can vary significantly across households and locations,
and should therefore be considered separately, reflecting individual circumstances when assessing overall retirement spending.

8 See the appendix for more details on the classification.

° In stages 2 and 3, the analysis includes only households that hold defined contribution pensions and no other type of pension.
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Figure 1: Retirement spending modelling overview

Stage 1 Stage 2 Stage 3
Estimate total, essential, and Map expected spending to Assess pension outcomes based
non-e:fsentlal pensioner households in the Barometer on financial decision making in
spending by household data set. retirement.

characteristic.

2.2. CHANGE IN SPENDING DURING RETIREMENT

Understanding how spending evolves through retirement is central to financial planning. Decisions about how
pension wealth is converted into income, particularly the timing and structure of annuitisation, depend on
expectations about how expenditure will change over time. If spending declines significantly with age, retirees
may favour front-loaded consumption strategies. Conversely, if expenditure remains relatively stable,
maintaining real income becomes more important, with implications for inflation protection and longevity risk.

At first glance, cross-sectional data suggest the median spending falls substantially with age, with snapshot
comparisons indicating a decline of around 20% between those aged 65-74 and 75-87. However, this pattern
can be misleading as it conflates generational differences with changes within a cohort over time.

Once cohort effects are considered, the decline is much less pronounced, as shown in Figure 2. Analysis
tracking spending within cohorts shows only modest reductions. The apparent steep decline largely reflects
lower lifetime incomes and wealth among older cohorts. As a result, younger retirees typically spend more, not
because spending falls sharply with age, but because they start from a higher baseline.

This distinction has important implications for retirement planning. It suggests large reductions in spending
should not be the default planning assumption. Instead, spending is likely to remain relatively stable from year
to year and decline gradually over time. Strategies that assume sharp declines may therefore underestimate
the income required to sustain living standards later in life.
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Figure 2: Total median weekly expenditure by birth cohort and age
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2.3. PREDICTING THE RETIREMENT SPENDING OF HOUSEHOLDS IN THE
BAROMETER

To capture how spending evolves through retirement, expected expenditure is estimated across two age
bands: 65-74 and 75-87. This reflects evidence that spending changes gradually over the retirement lifecycle
and allows the analysis to distinguish between early and later retirement when assessing income strategies,
such as annuitisation, at a later stage in retirement.'”

Figure 3 shows that spending declines with age across all income groups, though the scale of the decline
varies. Higher-income households experience larger spending reductions in both absolute and percentage
terms, reflecting their greater share of discretionary spending, which is typically cut back to a greater extent as
households age. In contrast, lower-income households see smaller declines, as their spending is more
concentrated on essential items, which are more difficult to cut back on. Incorporating essential and total
spending into the analysis ensures that financial decisions in retirement are evaluated against multiple
retirement living standard benchmarks.

' The modelling requires representative spending estimates for each household type. These are based on observed spending for a
typical 65-year-old today, projected forward to reflect expected changes with age while controlling for cohort effects.
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Figure 3: Average retirement spending for ages 67-74 and 75-87 by income quintile
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per hh, £ 2025 prices -5.3%
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Source: Oxford Economics

The total household spending estimates in Figure 3 are based on a weighted average of expected spending for
single and couple households."" However, analysing these groups separately highlights important differences
in spending patterns by relationship status over retirement.

As shown in Figure 4, couple households tend to experience larger declines in spending as they age compared
with single households. This reflects their ability to adjust expenditure without affecting essential consumption.
For couples, many essential costs, such as housing, utilities, and basic living expenses, are shared, reducing the
cost per person and creating an inherent saving. This leaves greater scope for discretionary spending, which
can be scaled back as they age. In contrast, single individuals face many of these costs on a per-person basis,
leaving less room for discretionary adjustments.

" The weight used to combine couple and single-household spending is based on the proportion of single and couple households
in retirement. Spending is calculated for each adult in the household before being aggregated to the household level. See the
appendix for more details.
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Figure 4: Spending difference between ages 65-74 and 75-87 for singles and couples
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Source: Oxford Economics

Renters not only spend less overall but also allocate a larger share of their spending to essentials (Figure 5).
This reflects the higher housing costs from rental payments, which reduce the scope for discretionary spending
and make essential spending a larger proportion of total consumption. Renters tend to experience a smaller
overall decline in spending, as a larger share of their expenditure is already concentrated on essential items,
leaving less scope to reduce discretionary consumption compared with homeowners.

Figure 5: Average retirement spending for ages 67-74 and 75-87 by expected retirement tenure

Annual retirement spending, M Essential B Non-essential ® Total
per hh, £ 2025 prices -4.8%
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Source: Oxford Economics
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SECTION 3.

PENSION COVERAGE

AND WITHDRAWAL STRATEGY

3.1.

MODELLING PENSION COVERAGE

The ability of households to achieve their expected spending in retirement using their pension pot depends on
three key factors: the level of that spending, the financial decisions made when accessing pension wealth, and
the size of the household’s accumulated pension pot. Each element plays an important role in determining
whether available resources can be converted into a sustainable income that supports desired living standards

over the course of retirement.

To capture the impact of financial decision-making, we have modelled seven distinct scenarios that reflect
different ways in which households may choose to access and use their pension wealth. These scenarios, set
out in Figure 6, are designed to represent a range of plausible strategies, including variations in drawdown
behaviour, annuitisation strategies, and consumption benchmarks.

By comparing outcomes across these scenarios, the modelling provides a view of how different retirement
strategies perform at a national level in supporting households’ spending needs. This highlights that the ability
of households to achieve adequate retirement outcomes varies depending on how pension wealth is used, not

just its size.

Figure 6: Financial decision-making scenarios

Spending

Financial Strategy
coverage

Description

Inflation annuity Essential spending

An inflation linked annuity is purchased at 67 to cover essential
spending.

Drawdown by 87 Total spending

Households drawdown their entire pension between 67-87.

Total spending

G

Following a general rule of thumb households drawdown 4% of their
pension each year.

4

Inflation annuity from 67 Total spending

An inflation linked annuity is purchased at 67.

Total spending

9 Non-inflation annuity from 67

An non-inflation linked annuity is purchased at 67.

@ Drawdown from 67-74 and

Total spending

Drawdown pot to level required for annuity purchase between ages 67
and 74 and then purchase an inflation linked annuity with remaining
pot at 75.

Drawdown from 67-74 and non-
inflation annuity from 75
onwards

Total spending

inflation annuity from 75

Drawdown pot to the level required for annuity purchase between ages
67 and 74 and then purchase a non-inflation linked annuity wit
remaining pot at 75.

onwards
Source: Oxford Economics

The modelled scenarios illustrate the key trade-offs households face when converting pension wealth into
retirement income. These centre on balancing income security, flexibility, and affordability, and reflect the
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increasing complexity of decisions highlighted by the Second Pensions Commission as responsibility has
shifted towards individuals.'

+ Income certainty vs. flexibility: Annuities provide a guaranteed income for life, protecting against
longevity risk but limiting flexibility. Drawdown approaches offer greater control over withdrawals and
spending but create uncertainty for households.

« Drawdown strategy and risk of depletion: Strategies that draw down more aggressively support higher
consumption but risk leaving households with insufficient income if they live longer than expected. More
conservative approaches, such as the 4% rule, reduce this risk, but they can result in lower spending and a
higher likelihood of unspent pension wealth.

+ Inflation protection trade-off: Inflation-linked annuities maintain purchasing power and help sustain
living standards but require larger pension pots. Non-inflation-linked annuities offer higher initial income at
a lower cost, but real income declines over time, potentially reducing later-life consumption.

« Timing of annuitisation: Delaying annuity purchase allows for flexibility and potential investment growth
in early retirement, aligning with higher discretionary spending. However, it also increases exposure to
market risk, meaning outcomes depend on both investment performance and the timing of annuitisation
decisions.

3.2. PENSION AFFORDABILITY BY WITHDRAWAL SCENARIO

The modelling indicates that most households are able to meet their essential spending needs in retirement.
As shown in Figure 7, roughly 92% of households can cover essential expenditure by combining the State
Pension with income from an inflation-linked annuity purchased using their defined contribution pension pot.
However, excluding the State Pension, this falls to 42%, highlighting its important role as a foundational source
of income in retirement, particularly when supplemented by private pension savings.

Coverage varies across the income distribution. Lower-income households have the highest levels of coverage,
with 95% able to meet their essential spending needs through the State Pension and the purchase of an
inflation-linked annuity. This largely reflects the fact that the State Pension alone is often sufficient to cover the
majority of essential expenditure for these households. In contrast, coverage is lower among higher-income
groups, falling to 87% for the highest quintile. This is driven by their higher expected essential spending in
retirement, which requires a higher level of income beyond the State Pension.

Differences are also evident by housing tenure. Renters have lower levels of coverage, at 89%, compared with
94% for homeowners. This gap reflects the additional and ongoing housing costs faced by renters in
retirement, which increase their essential spending, making it more difficult to meet this through pension
income alone. Homeowners, particularly those without mortgage costs, benefit from lower essential
expenditure and therefore achieve higher levels of coverage, emphasising the important role homeownership
plays in shaping retirement outcomes.

The results suggest that the current structure of the UK pensions system provides a relatively strong
foundation for covering essential spending in retirement. The combination of the State Pension and private
savings through automatic enrolment means that most households are on track to meet this benchmark.

12 The Second Pensions Commission, Pensions 2050: Evidence and future priorities — Interim Report, 2026, accessed May 2026.
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Figure 7: Essential spending is largely covered
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Source: Oxford Economics

The remainder of this report focuses on the extent to which households are on track to meet their expected
total retirement spending, including both essential and discretionary components, under different financial
decision-making strategies.

Among the strategies that are maintained throughout the entirety of retirement, the 4% drawdown rule
performs worst in terms of affordability. Only around 56% of households are on track to achieve their expected
total spending under this approach (Figure 8). This reflects the conservative nature of the strategy, which is
designed to manage longevity risk at an individual level by limiting withdrawals.' While this reduces the
probability of running out of money, it also constrains consumption throughout retirement.

In contrast, an inflation-linked annuity purchased at 67 enables a higher proportion of households to meet
their expected spending, with coverage rising to around 62%. This reflects the pooling of longevity risk across
individuals, which can allow issuers to provide higher sustainable income compared with self-managed
drawdown strategies. The inflation linkage also helps maintain purchasing power over time, aligning income
more closely with spending needs that decline more slowly than prices.

Non-inflation-linked annuities appear more affordable at the point of purchase, with around 72% of
households able to meet their expected spending initially. However, this comes at the cost of declining real
income over time. As shown in Section 2, retirement spending tends to fall more gradually than inflation,
meaning that fixed nominal income streams can lead to a deterioration in purchasing power and reduced
consumption in later life.

Full withdrawal strategies also perform relatively well in terms of affordability, with around 70% of households
able to meet their expected spending. However, this approach carries significant financial risk. By depleting
pension wealth more rapidly, households that live beyond the assumed horizon—such as age 87 in this
analysis—may be left relying solely on the State Pension, exposing them to a substantial drop in income and
living standards in later life.

'3 The 4% rule is typically calibrated using historical simulation to ensure a low probability of portfolio depletion over a 30-year
retirement horizon, assuming adverse sequences of market returns. This makes it inherently conservative, as it prioritises guarding
against worst-case longevity and investment outcomes rather than optimising expected lifetime consumption.
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Figure 8: Differences in affordability across financial strategies
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Source: Oxford Economics

Hybrid strategies, which combine drawdown in early retirement with annuitisation later in life, offer an
alternative approach and tend to result in a higher share of households being on track to achieve their
expected level of spending in retirement. Drawing down assets in the initial years of retirement allows
households to maintain higher levels of spending when discretionary needs are greatest and provides flexibility
to respond to changing circumstances. Transitioning to an annuity at older ages then allows households to
lock in a stable income stream, helping to reduce longevity risk and ensure a more reliable income in later life.

However, these approaches also introduce additional complexity and risk. They require households to make
well-timed decisions about when to annuitise, which can be difficult given uncertainty around investment
performance, life expectancy, and future spending needs. During the drawdown phase, households remain
exposed to market and sequencing risk, meaning that adverse returns early in retirement can significantly
reduce future income. The Second Pensions Commission highlights that these types of decisions are
particularly challenging for individuals and that many may lack the financial capability or engagement to
manage them effectively, increasing the likelihood of less favourable outcomes.™ There is also a risk that assets
are depleted too quickly before annuity purchase, leaving insufficient resources to secure an adequate income
later in life.

Within hybrid strategies, affordability outcomes are better when non-inflation-linked annuities are purchased,
with around 69% of households on track to meet their expected spending compared to 64% when
inflation-linked annuities are purchased (Figure 9). However, this again reflects the lower upfront cost of
non-inflation annuities and increases the risk of falling purchasing power and reduced living standards in later
retirement.

' The Second Pensions Commission, Pensions 2050: Evidence and future priorities — Interim Report, 2026, accessed May 2026.
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Figure 9: Differences in affordability under hybrid strategies
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Source: Oxford Economics

Given the challenges associated with non-inflation-linked annuities and full drawdown approaches, these
strategies are excluded from the subsequent analysis. While they may appear more affordable in the short
term, they entail significant risks to long-term retirement outcomes.

As with the essential spending-based benchmark, the ability to achieve total expected expenditure in
retirement varies by income group. Figure 10 shows that lower-income households are more likely to meet
resilience thresholds, largely because the State Pension covers a significant share of their essential spending.
Higher-income households face larger shortfalls, as their expected expenditure is higher and a greater
proportion of their income must be generated from defined contribution pension wealth. This dynamic is
particularly pronounced under more conservative drawdown strategies, such as the 4% rule, which increases
the level of pension wealth required to sustain spending in order to manage longevity risk.

Figure 10: Affordability differences across withdrawal scenarios by income group
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Source: Oxford Economics
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SECTION 4. LUMP SUM USES

4.1. IMPACT OF TAX-FREE LUMP SUM

Individuals can access up to 25% of their pension savings as a tax-free lump sum from retirement age. While
this provides a valuable source of flexibility at the point of retirement, evidence suggests that many
households do not retain these funds to support ongoing retirement income. Instead, the lump sum is often
used for a range of immediate purposes, which reduce the resources available to sustain spending over the
longer term.

Common uses for the tax-free lump sum include large one-off expenditures such as home improvements, car
purchases, and special occasions, as well as transfers to family members. A portion is also sometimes held in
cash savings or used to repay outstanding debts. While these uses may improve short-term financial wellbeing,
they are not typically structured to generate a sustained income stream. As a result, this behaviour can create a
gap between the level of income implied by total pension wealth and the income that is actually realised in
retirement.

The Second Pensions Commission highlights that this pattern is widespread and reflects the broader risks
associated with pension decumulation under the current system.' High levels of early access to pension
wealth, including lump-sum withdrawals, mean that individuals may draw down resources too quickly or use
them inefficiently. Combined with limited guidance and the complexity of retirement decisions, this increases
the risk that households enter later retirement with insufficient income, reinforcing the need for stronger
support and clearer guardrails around how pension savings are accessed and used.

1> The Second Pensions Commission, Pensions 2050: Evidence and future priorities — Interim Report, 2026, accessed May 2026.
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Figure 11: Use of tax-free lump'™ "

For those who bought an annuity or partially encashed a DC pension in the last four years, what have they done

or plan to do with their tax-free cash lump sum(s)?, 2024
0% 10% 20% 30% 40% 50% 60%

Large expense

Current account / cash savings
Pay off debts

Invest

Have not taken any cash lump sum
Other

Don’t know

Saved or invested at least some money

Saved or invested all money

Summary

Put all money into current account / cash savings

Source: Financial Lives Survey, Oxford Economics

Excluding the tax-free lump sum from retirement income has a materially different impact depending on the
measure of adequacy considered. For essential spending, the effect is relatively limited, reflecting the role of
the State Pension in enabling many households to meet their basic needs.

However, the impact becomes significantly more pronounced when total spending is considered. Across the
different retirement strategies, the proportion of households able to afford the required pension pot falls by
around 8 percentage points when the lump sum is excluded from retirement income. This underscores how
decisions about the lump sum taken at retirement shape households' living standards.

'® Financial Conduct Authority, Financial Lives 2024 survey, accessed May 2026

7 The summary ‘'those who saved or invested all of their money’ includes adults whose only responses were related to savings or
investments (i.e., they did not also say they had spent some of their money or used it to pay off debts). Likewise, the summary
‘those who put all their money into their current account or cash savings’ includes adults whose only responses were related to
savings (i.e., they did not also say they had invested, spent, or used it to pay off debts).
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Figure 12: Impact on the proportion of households that can afford the required pension pot if the lump sum
is spent on one-off expenses

% of households who can
achieve their retirement
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inflation annuity 75+
Essential Total

Source: Oxford Economics

Excluding the tax-free lump sum from retirement income has a disproportionate impact across the income
distribution. Higher-income households experience a larger reduction in affordability, as they rely more heavily
on defined contribution pension wealth to support both essential and discretionary spending. Removing the
lump sum therefore significantly reduces their available resources and increases the likelihood of shortfalls
relative to expected consumption. In contrast, lower-income households are less affected by the exclusion of
the lump sum. This reflects the role of the State Pension as a stable income floor, which covers a substantial
share of their essential spending and reduces their dependence on private pension wealth.

Figure 13: The reduction of the proportion of households that can afford the required pension pot is largest
for higher-income households
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Source: Oxford Economics
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SECTION 5. METHODOLOGY
APPENDIX

5.1. OVERVIEW

This document outlines the methodology used to construct the Hargreaves Lansdown Retirement Expenditure
Model, which estimates annual spending for retired households based on a range of demographic and
financial characteristics. This document provides details of the data used, modelling steps, assumptions, and
outputs underpinning the model. The modelling draws on the Living Costs and Food Survey (LCFS) dataset,
which provides empirical spending patterns across birth cohorts of retired households, and the Wealth and
Assets Survey (WAS), which is used to assess the proportion of households that can afford the predicted
retirement spending based on their pension wealth.

5.2. DATASET AND EXPENDITURE CATEGORISATION

The first step in the methodology is the construction of two expenditure categories—essential and non-
essential—shown in Figure 14. Classification of Individual Consumption According to Purpose (COICOP)
expenditure codes are grouped into six broad spending groupings to support this classification: food and
household items; housing and utilities; transport and travel; leisure and lifestyle; healthcare and insurance; and
other expenses. Within these groupings, individual expenditure items are classified as either essential or non-
essential to distinguish core day-to-day spending from more discretionary consumption. The essential
expenditure classification is underpinned by an Australian Bureau of Statistics study of discretionary and non-
discretionary inflation.' Total household consumption is defined as the sum of all included essential and non-
essential expenditure components.

Figure 14: Expenditure categories

Category Essential spending Non-essential spending

Food and household items

Food, tea, coffee, and items for routine household Sugary food, fruit juice, alcohol, tobacco, and

maintenance other household goods and services
. eee Housing (including rent and mortgage payments Capital expenditure on homes (home
Housing and utilities g( 9 gage pay ) pra’ &xp (
and utilities alterations)
Transport and travel Car maintenance, fuel, and insurance Purchase of vehicles
. . Communication, public transport, subscriptions, Restaurants, recreation and culture, hotels,
Leisure and lifestyle .
and pet food and travel insurance
Healthcare and insurance Health expenses and other insurance -

Accessories, dry cleaning, and other

Other Expenses Clothing, footwear, personal care, and debts . .
miscellaneous goods and services

18 Australian Bureau of Statistics, Non-Discretionary and Discretionary Inflation, 2020, accessed May 2026
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The analytical sample consists of retired households aged between 65 and 87 drawn from the LCFS, belonging
to birth cohorts born between 1924 and 1948. Following the approach adopted in IFS analysis, individuals are
grouped into five-year birth cohorts to facilitate lifecycle comparisons.’®?° Retirement status is identified using
LCFS labour-market variables, with survey weights applied throughout to maintain representativeness. As the
publicly available LCFS data are top-coded at age 80, we estimate the age distribution for households above
this threshold using observed patterns in vehicle ownership, holiday expenditure, and spending on domestic
services, alongside relationship status factors associated with ageing. In addition, the proportion of households
in each age band is aligned with population distributions from the 2011 and 2021 Census.?' All estimates are
based on the age of the household reference person, reflecting the assumption that spending decisions within
couples are made jointly.

To ensure cohort profiles are based on sufficient longitudinal coverage, only age and birth-cohort
combinations observed in at least five distinct survey years are retained. The sample is restricted to survey
years prior to 2020 to avoid distortions in household spending patterns associated with the Covid-19
pandemic.

5.3. MODELLING APPROACH

The model used to generate the expenditure of a retired household by characteristics is built in two stages.
First, total median expenditure is estimated using a 50th-percentile quantile regression, creating the central
spending anchor for different household types across birth cohorts and age bands. Second, the model
determines how this total is split between essential and non-essential spending by estimating budget shares
based on the same characteristics. Predicted values are then applied to a population of current working-age
households from the WAS.

Figure 15: Modelling approach

Stage 1 Stage 2
Total median Share of spending Spending by
spending by category category
We model the median The share of spending by Once combined, this gives
total spending based on category is modelled the spending by category
the households' using total median for a household based on
characteristics expenditure and the median total
household characteristics. spending.

53.1. STAGE 1: TOTAL EXPENDITURE

The first stage models the total median expenditure using a 50th-percentile quantile regression, with total
spending expressed as a function of income, household composition, birth cohort, age band, income decile

19 Institute for Fiscal Studies, “How does spending change through retirement?”, 2022, accessed May 2026

20 |t should be noted that the Institute for Fiscal Studies includes an adjustment for mortality when estimating spending profiles
over retirement. However, they find that this has a limited impact on spending estimates, and it is therefore excluded from the
modelling.

21 Census data are reported at the individual level, whereas this analysis is conducted at the household level. However, the age
distribution of individuals and households is expected to be highly correlated, meaning this alignment provides a reasonable
approximation for the purposes of the modelling.
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within cohort and composition group, tenure, and a set of demeaned survey-year indicators to control for
year-specific effects. The median is used instead of the mean because it provides a more representative picture
of typical spending and remains stable when expenditure patterns are skewed. This is a standard approach for
this type of analysis and makes it a more reliable anchor for assessing the spending needs of retired
households.

An interaction between age band, income decile within cohort, and household composition is included to
capture how spending profiles evolve across the two stages of retirement across these groups. Consistent with
the IFS analysis, birth cohort fixed effects and survey-year indicators following the Deaton and Paxson (1994)
method are included.?* 23

5.3.2. STAGE 2: SHARE OF EXPENDITURE BY CATEGORY

The second stage allocates total spending between essential and non-essential consumption using a standard
Engel curve-based budget share model, a widely used approach in applied consumption analysis. Separate
share equations are estimated for essential and non-essential spending using the same demographic and
economic characteristics as the total spending equation, with the logarithm of total consumption included to
capture how the proportions change as households spend more.?* This structure reflects well-established Engel
curve behaviour where essential items such as Food and household items decline as a share of the budget as
total spending rises, while more discretionary areas such as Leisure and lifestyle and Other expenses account for
a growing proportion of expenditure.

5.4. PREDICTING THE RETIREMENT SPENDING OF HOUSEHOLDS IN THE
BAROMETER

Once the two modelling stages are complete, predicted expenditure values are generated for a population of
current working-age households in the WAS. Retired tenure and relationship status are modelled first, followed
by retirement income.

« Retirement tenure: Since retirement tenure is unknown, this has been modelled based on future expected
homeownership and the probability of purchasing a home for each renting household. Current
homeowners are assumed to remain homeowners in retirement. The expected future homeownership rates
are based on Resolution Foundation projections, which estimate that 65% of those currently aged 25, 66%
of those aged 35, and 74% of those aged 45 will be homeowners by State Pension age.?® For renters, the
probability of purchasing before retirement is estimated using a logit model with log household income,
parental tenure, and education level as predictors. The proportion of homeownership is aligned with these
proportions within the respective age groups.?® Individual households are identified as being homeowners
in retirement and are used when generating retirement spending predictions.

« Retirement relationship status: As the relationship status of a household at retirement is not known, an
average spend for an individual has been calculated based on a weighted average of the single and couple
spending. The weighting used has been estimated based on the proportion of individuals who are single or
in a couple for the age cohort 65-69.2” These data show there is a higher proportion of households that are

22 Survey-year indicators are demeaned and orthogonalised against a linear time trend before inclusion, removing systematic year-
to-year variation in spending levels that is unrelated to the characteristics of interest. When generating predicted values, these time
indicators are set to zero, so that predictions reflect the average spending profile of a given household type stripped of transient
annual influences.

23 |nstitute for Fiscal Studies, “How does spending change through retirement?”, 2022, accessed May 2026

%4 The share models remove the top and bottom 5% of data to reduce sensitivity to extreme outliers.

2% Resolution Foundation, Perfectly adequate?, 2024, accessed May 2026

26 Age groups include: 16-34, 35-44, 45-54, 55-64.

272019 marital status and living arrangements data published by the ONS.
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living in a couple compared with being alone. Furthermore, there is a slightly higher probability of an
individual being alone if they are currently single. This is due to some individuals not currently living in a
couple in this age cohort and having never been in a couple, which does not apply to an individual who is
currently in a couple.

« Cohort effect: The cohort-specific effect has been set to the cohorts born between 1944-48. Evidence
suggests similar spending patterns across adjacent cohorts at overlapping ages, supporting the use of this
cohort as a representative baseline.

« Retirement income: Retirement income is modelled in two stages. Firstly, retirement income is modelled
using a relative ranking approach. In the WAS data, households are assigned to income deciles within
detailed age groups and relationship status (single vs. couple), based on total household income. These
deciles are assumed to be broadly preserved into retirement, meaning households are mapped to the
equivalent position in the retirement income distribution. Second, lifecycle income profiles are estimated
using LCFS data for retired households, focusing on the cohort born between 1944-48, consistent with the
cohort effect. Because this cohort is not observed across the full retirement period, average income for
early (ages 65-74) and later retirement (ages 75-87) is estimated. This is calculated based on historical
trends in income between these two periods, controlling for cohort and year effects in a manner consistent
with the spending model.

Predicted total consumption, essential spending, and non-essential spending are generated separately for each
household under two retirement-age scenarios—early retirement (ages 65-74) and later retirement (ages 75—
87)—and under both single- and couple-household assumptions. To align with 2025 consumption patterns,
the predicted series has been scaled using macroeconomic consumption trends.?

5.5. SCENARIO ANALYSIS

5.5.1.  HOUSEHOLD PENSION POT

In addition to the income to support the retirees' spending, households will also need to cover any income tax
that must be paid. Individuals currently get £12,570 tax free allowance, so an individual will need to pay tax on
the income needed above this threshold. In Section 3, we assume households use the tax-free pension lump
sum withdrawal. Therefore, 25% of their pension is tax-free and used to supplement their income during their
retirement, and the rest is subject to a 20% tax rate.

These costs will need to be met by the State Pension and pension savings. It is assumed that the State Pension
is available to all individuals and equals £230.25 per week. Individuals will need to cover the remaining
expenses with pension savings, and the total pension pot required is estimated under each decumulation
scenario.

To evaluate how well households are doing in terms of their current pension savings, the total pension pot
required has been distributed over the working life of the individuals within the household, enabling
comparison with observed DC wealth at a given age. Where households are assumed to take the 25% tax-free
lump sum at retirement and spend it on a one-off expense as discussed in Section 4, the required pot is scaled
up accordingly to reflect the reduced pot available to generate retirement income.

28 ONS, Consumer trends, accessed May 2026
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Figure 16: Assessing the pension savings of households

Required
retirement income

We calculate the required
retirement income based on the
expected household
characteristics in retirement.

This is based on the expenditure
modelling from the LCFS and in
2025 prices.

Source: Oxford Economics

5.5.2.

Pension pot
required

The pension pot must cover any

income requirements exceeding

the state pension and factor in
applicable income tax.

The total size of the pension pot
will depend on the scenarios run

SCENARIO ASSUMPTIONS

Pension pot by age

The pension pot is calculated
based on expected average
lifetime earnings distributed

across an individual's working

years.

A 3% annual rate is applied until
retirement to reflect the real
investment returns.

Assessment

The pension pot by age is
compared to the total household
pension for those with only a

DC pension.

The pension pot value is based
on the modelled DC pension in
2025.

Seven decumulation scenarios are modelled, varying by financial strategy and spending coverage, as
summarised in Figure 17. These scenarios span the main strategies available to households at retirement—
annuitisation, drawdown, and hybrid approaches—and are designed to reflect a range of real-world retirement

behaviour.

Figure 17: Financial decision-making scenarios

Spending

Financial Strategy Description

coverage

An inflation linked annuity is purchased at 67 to cover essential

Inflation annuity spending.

Essential spending

Drawdown by 87 Total spending Households drawdown their entire pension between 67-87.

Following a general rule of thumb households drawdown 4% of their
pension each year.

1% rule Total spending

Inflation annuity from 67 Total spending An inflation linked annuity is purchased at 67.

Non-inflation annuity from 67 Total spending An non-inflation linked annuity is purchased at 67.

Drawdown from 67-74 and
inflation annuity from 75
onwards

Drawdown pot to level required for annuity purchase between ages 67
and 74 and then purchase an inflation linked annuity with remaining
pot at 75.

Total spending

Drawdown from 67-74 and non-
inflation annuity from 75
onwards

Drawdown pot to the level required for annuity purchase between ages
67 and 74 and then purchase a non-inflation linked annuity wit
remaining pot at 75.

Total spending

QOBGOORQ

Source: Oxford Economics

The annuity-based scenarios use the most recent best-buy rates, assuming purchases at ages 67 and 75. A
weighted average of single-life and joint-life (50% survivor benefit) annuities is applied, with weights aligned to
the distribution of household types at retirement. The joint-life annuity is included to reflect the provision of
continued income to a surviving partner, ensuring that part of the income stream is maintained in the event of
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death. For Scenarios 3 and 4, the annuity purchase assumptions are based on the income required in the early
years of retirement, rather than an average across the two age groups modelled. This ensures that income is
sufficient to meet spending needs during the higher-spending phase of retirement.

The annuity pricing is summarised in the table below:

Figure 18: Annual income from a £100,000 pension used to buy an annuity

RPI linked Level
Age Single life Joint life Single life Joint life
67 £5,732 £5,083 £8,197 £7,588
75 £7,647 £6,646 £9,937 £8,901

Source: Hargreaves Lansdown, Oxford Economics

Two pure drawdown scenarios are modelled against total expected spending. The full drawdown scenario
assumes households draw down their entire pension pot evenly between ages 67 and 87, with required
spending calculated as a weighted average of early retirement (42%) and late-retirement (58%) expenditure—
reflecting the share of years spent in each phase of a 21-year retirement. The required pot is calculated using a
present value formula assuming a nominal investment return of 5% and real asset growth of 2%. The 4% rule
scenario instead assumes households withdraw 4% of their pension pot annually throughout retirement.

Two hybrid scenarios combine drawdown and annuitisation. In both cases, households draw down pension
wealth between ages 67 and 74 before purchasing an annuity at age 75 using the remaining pot. The annuity
income at age 75 is based on an average of early and later-retirement spending needs, ensuring that income
remains sufficient through the initial years of later retirement. The annuity pot required is then discounted back
to age 67 at a rate of 3% per annum, reflecting assumed real growth in the pension assets used to fund the
annuity purchase.

For each scenario, a consistent set of estimates is produced under the assumption that the 25% tax-free lump
sum is withdrawn at retirement and used for one-off expenditure, leaving a reduced pot to fund ongoing
retirement income. This allows the impact of lump-sum withdrawal behaviour on retirement affordability to be
quantified.
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