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How Does Pension Wealth Affect Asset Composition,

Savings and Retirement Behaviour?

This paper examines the impact of pension wedth on the UK persond sector’s asset composition,
savings and retirement behaviour.

1. Theimpact of pension schemes on asset composition

Table 1 shows how the asset composition of the UK persond sector has changed over the last 40 or
0 years. There has been agteady fdl in the share of net financid assetsin totd assets snce the 1950s.
This was exacerbated by the high inflation of the 1970s, but the share has Sabilised as aresult of the
low inflation environment of the 1980s and 90s. Housing assets have been on arising trend over the
period, athough there have been three booms over the period (the one in the mid 1970s is clearly
discernible in the table). The share of consumer durable assets has been on a steady downward trend
over the period. But the dtriking feature of the table is the phenomend growth in the share of pension
astsin totd wedth snce the war. It has doubled from 23 per cent to 46 per cent, with the growth in
private sector pension assets being particularly noticesble. Pension assats are now the largest single
category of assets held by the UK personal sector.

What explains the growth in the share of pension assets and does the existence of pension assets
influence the size of other asset holdings? A study by Blake (20008) usng an asset demand system
based on the AIDS mode of Deston and Mud|bauer (1980) sought to find out. It might appear from
thefind column of Table 1 that part of the explanation liesin the very high red returns generated by an
investment in penson assets: as aresult of both the generous tax breaks and employer contributions,
UK pengon schemes generated average red returns on employee contributions of  between 10 and 12
per cent over the period 1948-1994. Thisis even higher than the red return on housing at 7 per cent
and much higher than the red returns on net financid assets which was below 3 per cent and consumer
durables at —10 per cent (due to depreciation). However, Table 2 shows that none of the own-yield
dadidtiesis ggnificantly different from unity, with the exception of occupationd schemes for which the
eadicity at 0.95 is actudly sgnificantly below unity. Rather it appears that risng per capita wealth
explains much of the trend changes in dl the asset categories over the post-war period: the wedth
eadicitiesof demand equd or exceed unity for both housing and the penson assets and are significantly
below unity for net financid assets and consumer durables (which istreated as the resdud asset inthe
modd). If there are liquidity condraints, then it is possible thet current income will have an independent
influence on portfolio behaviour. We find that persond pensions are luxury assets, net financid and
housing assets are normal, and the basic state pension and human capita (measured by the expected
present vaue of remaining lifetime earnings) are inferior assats.

Next, we examine the cross-yied dadticities, noting thet postive figures denote complements, while
negative figures denote subgtitutes. Financid assets and housing are subgtitutes, as are housing and
persona pensons. The basic state penson is a complement to both financial assets and a persond
penson, but a subgtitute for building up human capital. The SERPS pension is a subgtitute for financia
assets, but a complement for an occupationa pension, suggesting that workers would, if they were able



3

to, choose to have both an occupationd and a SERPS pension, even though they are obliged to choose
between them as subgtitutes. Occupationad pensions are a subgtitute for both housing and persond
pensions, and a complement to human capita.

2. The effect of pension schemes on savings and r etirement decisions

We know that, under certain conditions, private pensons should have a neutra effect on individua
behaviour. If the assumptions of the life cycdle modd of individud economic behaviour hold (no
uncertainty, no taxes, perfect capita markets, workers paid wages plus employer pension contributions
equd to the vaue of their margind product in a spat labour market, and no compulsory retirement), then
the exisence of private penson schemes will not affect consumptior/savings decisons or
work/retirement decisons. The reason is tha in such a mode, consumption depends only on the
present vaue of lifetime income, not its sources or timing, so individuas can fully offset pendon saving
with lower discretionary saving or by borrowing. It is dso irrdevant whether the private pensgon
schemeis funded or unfunded. If pendon contributions are made to a pension fund or reinvested in the
gponsoring firm (asin book reserve schemes), thiswill have no effect on aggregeate savings. In the latter
case, even if the pension contribution is paid out as a dividend to shareholders, then shareholders will
save thewhole of it if they recognise the consequential unfunded pengon liability has reduced their net
worth, so again there will be no effect on aggregate savings. Furthermore, aggregate savings are
unchanged by the introduction of private pensonsif: employers and employees correctly percaive that
the penson promise increases future income and so accept correspondingly lower wages today,
employees reduce discretionary saving by the amount of the pension promise, and employersfully fund
the pension scheme or shareholders reduce current savings to reflect the unfunded pension lighility.
However it is possible for unfunded state pensions to have non-neutra effects. For example, if state
pension savings (in the form of contributions into the Sate penson scheme) areinframarging (i.e., below
the individud’ s optima savings leve), unfunded state pensions reduce aggregate savings because the
taxes the government needs to raise to pay for the pensions reduces persond savings pound for pound.
But unfunded date pensions will have no effect on aggregate savings if Sate penson savings are
margind which is likely to be the case for poor people, since the additional forced savings of these
people exactly offset the extra taxes raised by the government.

Blake (2000b) tested some of these propositions for the UK personal sector using the
representative agent modd of Merton (1971). The modd implies that consumption is solely alinear
function of aggregate wedth (including human capitd). However, capitd and labour market
imperfections may mean that the components of wedth have differentid effects and that other variables
such as those relating to income, |abour market or demographic status and spillovers from other sectors
aso have important influences. For example, if consumers face liquidity congdrants, then current
consumption will be largely congrained by the level of current income, in which case the coefficient on
current income in a consumption equation regresson is ameasure of the proportion of the population
who were liquidity-condrained over the sample period (1). In addition, wedth can influence the decison
about when to retire, which, in turn, can affect consumption.

(1) Ravin (1985), Zeldes (1989).
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Table 3 showsthe long run dadticities from the mode of consumption and the age participation
rate (which measures the proportion of workers working after norma retirement age). Examining first
the consumption equation, we find that both the naive lifecycle mode and the smple verson of the
Merton modd arergected. Wefind, in terms of State penson wedth, smilar results to those found in
the origind work of Feldstein (1974, 1976, 1979), namely that state pensions have a strong savings
replacement effect and reduce the need to save privately for retirement. Occupational pensions, in
contradt, have a direct effect in increasing savings (reducing consumption), but an indirect effect in
lowering savings via their effect on lowering the ederly participation rate (which helps to rase
consumption). The net effect on savings is pogtive however, with a long run eadticity of 0.0577.
Persond pensions dso have a direct effect in increasing savings and this is reinforced by the podtive
effect that persond pensons have in raising the ederly participation rate, with along run dadticity of
0.0217. Occupationd pension fund surpluses have a effect in rasing consumption (as a result of
contribution holidays). So part of the explanation for the consumer boom in the late 1980s liesin the
growth in gate (especialy SERPS) penson wedlth and the occupationa pension fund surpluses that
arose from the 1980s stock market boom. The table aso shows that financial assets, basic Sate
pension assets, and corporate and government savings dl provide substitutes for persona sector
savings. The coefficient on the income variable revea's a high average proportion of liquidity-constrained
consumers over the sample period, dthough the proportions have been fdling over time as credit
markets have improved.

Turning to the ederly participation equation, state pensons appear to have no induced
retirement effect (or a least an effect in reducing the elderly participation rate). However, occupationa
and persond pendons have opposite effects, in the firgt case hdping to induce earlier retirement, in the
second case delaying retirement, as does housing wedlth. These results indicate that the kind of people
who join persond penson schemes and build up housing assets dso seem to prefer to dday their
retirement beyond normal retirement age and this preference dominates any wedlth effect that higher
persond pension and housing wedth may have in endbling earlier retirement. Findly, thereis a pogtive
income effect and a negative wedth effect on the ederly participation rate. An increase in income delays
retirement, dthough the dadticity is less than unity. In contragt, an increase in human capita brings
forward retirement. This can berationdised asfollows: recaling thet this a representative agent modd,
the representative agent will be partly young and partly old. If the part that is young experiences an
increase in human capita, this will induce the part thet is old to retire earlier.

3. Conclusion

We have shown that the existence of pension assets can influence your portfolio behaviour, your pattern
of dlocating your lifetime income between consumption and savings, and your decision about when to
retire. There has been arisng share of penson assetsin tota persond assets over the post-war period.
Part of the explanation for thisis that they act as subgtitutes for some of the other assets (eg, SERPS
isasubdtitute for financid assats and occupationd pengions are asubgtitute for housing). But the greater
part of the explanation lies in the wedth effect: as people get richer, they invest a greeter part of their
increasing wedth in pendgons. Risng ate penson entitlements were found to encourage consumption
during the working lifetime because they reduced the need to save privately for retirement. In contrast,
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the effect of private penson assets was to encourage more savings. State pendon assets appear to have
no influence on the retirement decision, but private DB and DC pension assets have opposite effects.
DB pension wedth helps to induce retirement, while DC pension wedlth helps to delay retirement.
Two important policy conclusons emerge from thisandyss. Firg, if governments wish to
increase nationd savings, they should consider both privatisng and establishing funds for Sate pension
schemes. This has been recommended by , inter dia, Feldstein (1978,1997)(2). Second, if
governments wish to encourage later retirement, they should encourage the development of DC
schemes.

(2) National savingsincreased sharply in Chile following the privatisation of pension provision in 1981 (Holzman
(1997)), dthough as Gale and Scholz (1994) have shown, any tax breaks used to encourage private pensions will tend
to reduce public saving. Feldstein and Bacchetta (1991) have shown that policies that rai se domestic savings also
succeed in raising the capital stock: at most one-third of any increment |eaks abroad.






Table1l UK Personal Sector Portfolio Composition in Various Y ear s (Per centages)

Asset category: 1954 1964 1974 1984 1994 Average red return
(*0)

Net financid assets | 47.1 40.9 21.6 174 19.5 2.7

Housing assets 17.5 18.4 40.0 27.0 25.4 7.1

Consumer durable | 12.6 115 9.8 7.2 5.8 -10.0

assets

Basic state penson | 18.6 215 27.3 23.9 194 119

assets

SERPS assets 0.0 0.0 0.0 3.0 5.6 0.6

Occupationa 4.6 7.6 10.2 20.4 20.5 10.1

pension assets

Persond pension 0.0 0.2 0.2 1.0 3.9 10.1

assets

Notes:

1. Non-human capital components of persona wedlth.

2. Column sums may not add up to 100% due to rounding.

3. Average red returns caculated over the period 1948-1994 (except for persona pensions which began in 1956 and SERPS which began in
1978).

4. The returns on the state and occupationd schemes are internd rates of return.

5. The red return on durable assetsis equa to the (negative) of the assumed depreciation rate.

Source: Blake and Orszag (1999, Table 12)
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Dependent variable: Share in total wedlth of:

Net financid Housing assets | Basic Sate SERPS assets Occupationa Persona pension | Human capita
assets pension assets pension assets assets
Elasticity:
Wedlth 0.92 (2.73) 1.08 (4.35) 1.01 (0.80) 1.01 (0.16) 1.19 (2.88) 1.00 (0.07) 1.00 (1.06)
Income - 0.15 (3.65) -0.12 (6.91) - - 1.24 (9.46) -0.03 (3.56)
Yied on:
Net financid 1.005 (2.05) -0.004 (2.69) - - - - -
assets
Housngassts | - 1.000 (0.26) - - - -0.070 (6.99) -
Consumer - - -0.004 (2.43) - - 0.024 (2.39) -
durable assets
Basic gate 0.168 (3.88) - 1.027 (1.24) - - 0.713 (4.24) -0.052 (5.72)
pension assets
SERPS assets -0.017 (3.55) - - 1.681 (1.90) 0.093 (8.19) - -
Occupational - -0.019 (3.21) - - 0.947 (2.43) -0.126 (4.17) 0.004 (3.68)
pension assets
Persond pension | - - - - - 1.008 (1.11) -

assets




Notes:

1. Sample period: 1948-1994.

2. Theresdua asset is consumer durables.

3. Human capitd is the expected discounted vaue of remaining lifetime earnings using ared discount rate of 3 per cent.

4. t-raios in parenthess (for the wedth and own-yidd dadticities, the null for the t-test is that the dagticity isunity; in al other casesthenull is thet the
eadicities are zero.

5. - not sgnificantly different from zero.

6. Theyidd eadticities are uncompensated.

7. Long-run symmetry was rejected and so was not imposed.

8. Negative/postive crossyied dadticities imply subgtitutes’complements.
9. The dadticities are evauated a the sample means.

Source: Blake (2000a, Table 3.5)
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Table3 LongRun Elagticitiesin the Model of Consumption and Retirement Behaviour

Dependent variable:

Consumption Age participation rate
Eladticity:
Wealth component:
Housing assets 0.0847 (8.07) 0.1534 (3.89)
Basic state pension assets 0.0459 (2.43) -
SERPS assets 0.0962 (4.73) -
Occupationa pension assets -0.0995 (4.33) -0.4839 (14.50)
Occupationd penson surplus | 0.0015 (1.86) -
Persona pension assets -0.0068 (6.27) 0.0682 (10.17)
Human capita - -0.5148 (3.09)
Yidd on:
Net financia assets 0.0005 (4.04) -
Basic state pension assets 0.1077 (3.45) -
Other variables:
Income 0.7761 (19.41) 0.7058 (4.11)
Age participation rate -0.0863 (3.84) -
Government savings 0.0021 (4.73) -
Corporate savings 0.0221 (2.31) -
Notes:

1. Sample: 1948-1994.

2. Human capitd is the expected discounted value of remaining lifetime earnings using aredl

discount rate of 3 per cent.

3. t-ratios in parenthesis.

4. - not sgnificantly different from zero.

5. The dadticities are evauated a the sample means.

Source: Blake(2000b, Tables 4.4 and 4.8)
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