PAGE  

Financing Retirement in Europe: Public Sector Reform and Financial Market Development
HPRN-CT-2001-00225

Duration of contract: 48 months

1st Annual Report

01/04/02 – 31/03/03
Professor Ronald W Anderson

Centre for Economic Policy Research

90-98 Goswell Road

London EC1V 7RR

UNITED KINGDOM

Tel: 44 20 7878 2900

Fax:44 20 7878 2999

Email: cepr@cepr.org
3EXECUTIVE SUMMARY

1   Research highlights
5
1.1
Scientific Highlights
5
1.1.1
Pensions, growth and risk bearing
5
1.1.2
Horizontal equity, integration and political economy
7
1.1.3
Pension reform and the development, efficiency and regulation of investment based pensions
8
1.2
Joint Publications
12
1.3
Other related publications of the network
13
1.3.1
CEPR
13
1.3.2
LSE
13
1.3.3
UNISA
14
1.3.4
UPF
14
1.3.5
CORE-LOUVAIN
15
1.3.6
IDEI
16
1.3.7
UvA
16
2
Comparison with the joint programme of work
17
2.1
Research Objectives
17
2.2
Research Method
17
2.3
Work Plan
17
2.4
Organisation and Management
18
2.4.1
Network Meetings and Workshops
18
2.4.2
Networking and Dissemination of Research Output
19
2.5
Training
20
2.5.1
Measures  taken to publicise vacant positions
20
2.5.2
Progress of recruitment to date
20
2.5.3
Comment on progress of recruitment to date
21
2.5.4
Integration of the young researchers into the research programme
22
2.5.5
Special measures being undertaken to train young researchers
23
2.5.6
Exploitation of connections to industrial/commercial enterprises through the training programme
23
3
Difficulties
24
Annex I: Network Conference
25
Annex II: Rapporteur’s summary of conference
27


EXECUTIVE SUMMARY

Research Progress

The objectives of the FINRET network are to combine the research efforts of specialists in finance and in public finance to address a wide range of questions relating to the financing of retirements in Europe. This unique combination of public economics and finance is particularly appropriate in the current environment when there is consider pressure to rethink and possibly reduce the size of the first pillar systems of Pay As You Go public sector pensions. This has spawned considerable interest in funded pensions, but there are a large number of uncertainties as to the organization of occupational pensions in Europe and the consequences of their development for financial markets and macroeconomic performance.  The specific questions covered by the project can be grouped under three areas: a)pensions, growth and risk-bearing, b) horizontal equity, integration and political economy, and c) pension reform and the development, efficiency, and regulation of investment based pensions. 

In the first year of the RTN contract, the FINRET network has made substantial progress towards achieving these objectives. Among the main analytical tasks undertaken by the teams participating in the Network, the following stand out:

Pensions, growth and risk bearing

Network researchers have made progress in understanding the impact of pension asset holding on consumption, saving, and retirement behaviour of individuals. Blake (LSE) finds that greater defined benefit pension assets appears to encourage early retirement. Japelli (UNISA) uses Italian panel data to shed new light on asset holding patterns over the life cycle. Cremer, Lozazchmeur and Pestieau (IDEI and CORE) highlight the benefits of policies aimed at extending the working lives of high-productivity, healthy workers.

Horizontal equity, integration and political economy

This was an area of very active research within the network in its first year. Alex Michaelides (LSE) studied a general equilibrium growth model incorporating DB PAYG and DC funded pensions. Under his calibration, welfare is optimised with a large funded pension system but with a small PAYG DB as well. The main benefit of the DB is in achieving a distributional objective not easily attained with a funded system. Conde-Ruiz (UPF) and Profeta studied the political economy which leads countries to adopt Bismarkian (little horizontal redistribution) or Beveridgean (high horizontal redistribution). They find that a Beveridgean system low level average replacement rate but highly redistributative is favoured when the income distribution is rather unequal and if the returns to investment are high. 

Pension reform and the development, efficiency and regulation of investment based pensions

Jappelli (UNISA) carried out an international comparison of stock market participation among investors. He finds that there is evidence of significant participation costs. This suggests that in a market development there may be ‘break-through’ phase when stock market participation rapidly increases from very low levels to substantial levels. 

One objection raised to funded pensions (as opposed to DB PAYG) is that retirees may find it difficult to achieve income smoothing mortality risk hedging with market instruments. Tonks (LSE) and Cannon find that in an analysis of UK ammuities prices, the market was surprisingly close to fairly price. Thus inefficient annuities markets do not appear to be a major obstacle to reliance on funded pensions. 

The Myner’s Report in the UK and work on development of occupational pensions in Continental Europe have highlighted the issue of governance of occupational pensions. Besley (CEPR) and Prat (LSE) carry out a theoretical study within a principal/agent framework to address the question of how responsibility for pension fund decisions should be allocated. They point out the important differences between DB and DC schemes. They argue that the fact that fund sponsors are residual claimants in DB schemes, they have considerable incentives to assure good investment performance. 

Networking

In the first year of the network research collaborations among partners were already very active. There were a large number of joint research papers involving researchers from the CORE and Toulouse teams. The first two-day network workshop in December 2002 was an occasion for team members to become acquainted with each others’ work. This has been followed by a number of bilateral exchanges (LSE-CORE, LSE-UPF, UvA-Toulouse, CORE-Toulouse…).

Recruitment

In terms of recruitment, 6 Young Researchers were hired during this reporting period.

1   Research highlights

1.1 Scientific Highlights

Twelve months into the contract, work has advanced according to plan. The research results to date are discussed below. The Network has its own website (http://www.cepr.org/research/Networks/FINRET/), hosted as part of the CEPR site. The website contains information on the people involved in the Network; research underway and papers produced; job vacancies within the Network; and dissemination of the Network’s output. It also contains links to the teams’ own sites.

The degree of interaction and integration already achieved by this Network should not be underestimated... 

Overall, the Network has progressed well in the first 12 months of its life. 18% of the total number of contracted man-months have been achieved, compared to the projected 25% at this stage of the Network’s life. 

1.1.1 Pensions, growth and risk bearing

LSE Research Work 

David Blake has been working on ‘The Impact of Wealth on Consumption and Retirement Behaviour in the UK’.  In this, housing and pension wealth were shown to be important determinants of personal sector consumption and retirement behaviour in the UK. Housing and state pension wealth have a positive effect on consumption, while private pension wealth promotes greater savings. Greater private defined benefit pension wealth encourages earlier retirement, while greater defined contribution pension wealth has the effect of delaying retirement. State pension wealth appears to have no effect on the retirement decision. Other variables relating to income, labour market and demographic status and spillovers from other sectors were also shown to be important. The consumption equation forecasted the late 1980s boom and the early 1990s slump in the UK better than other models that disregard housing and pension wealth. In addition, Blake showed that a particularly important cause of the boom was the huge private pension fund surpluses that accrued as a result of the stock market boom of the 1980s.

Salerno research work

Marcello D’Amato, in "Aggregate shocks, Political Constraints and Social Security Design", in tandem with Vincenzo Galasso, analysed the behaviour of a fully funded system (in a stochastic environment, with political constraints), whose portfolio is composed of a risk free and a risky asset. When an aggregate negative shock hits, a large share of the wealth of the elderly is wiped out and office-seeking policy-makers ‘bail them out,’ by instituting a long-lasting PAYG system. They established that under these political constraints, a fully funded system suffers from a moral hazard problem, since agents have an incentive to choose a riskier portfolio, which increases the wealth loss associated with the bad state. They found that the introduction of a mixed system reduces the riskiness of the portfolio, which remains however higher than in the case of no policy-maker’s intervention. Furthermore, the early adoption of a mixed system, previous to the occurrence of a negative shock, eliminates the policy-maker’s incentive to intervene, albeit at a high cost. In fact, its unfunded pillar would be larger than the PAYG system introduced in the case of a bad shock. In our dynamically efficient economy, this would amount to impose an extra loss on all future generations. 

Tullio Jappelli (with Luigi Guiso and Michalis Haliassos), looked at the current state of stockownership among households in major European countries, drawing parallels and contrasts with the US experience. They analysed detailed microeconomic data documents increasing stock market participation and persistent differences across countries in their sample: many more US, UK and Swedish households participate in the stock market than is the case in the Netherlands and, especially, in France, Germany, and Italy. At the individual household level, the data indicated that stock market participation correlates robustly with wealth and education, which have only small effects, however, on the asset share invested in stocks by households who do participate. These empirical results pointed to the relevance of participation costs, and they found that indicators of such costs are consistent with the observed pattern of participation across countries. Over time, higher participation was brought about by lower participation costs. In addition, they discussed the possible impact of market entry by households with different characteristics, and outline types of policies that could mitigate any undesirable stock market effects of cheaper and broader participation.

Tullio Jappelli (together with Luigi Guiso, Sassari) in "Household portfolios in Italy" , provided a detailed account of the portfolio of Italian households and its evolution, using repeated cross-sectional and panel data drawn from the 1989-98 Bank of Italy Survey of Household Income and Wealth. They offered an in-depth description of the lifetime pattern of asset holdings and their composition, the degree of asset diversification, and the propensity to invest in risky assets. The data also allowed them to address some more fundamental issues on the determinants of household portfolios. They also looked at portfolio mobility and elaborate on the relevance of entry and exit costs and also provided new evidence on the effect of income risk and information acquisition on portfolio choice.

Mario Padula Tullio Jappelli and Renata Bottazzi estimated the effect of pension reforms on households' expectations and wealth accumulation decisions. They relied on self-reported expectations to measure perceived social security benefits and to a series of pension reforms as a source of exogenous variations in pension wealth. They established that two parameters were crucial to estimate pension wealth: the age at which workers expect to retire and the ratio of pension benefits to pre-retirement income (the replacement rate). The Survey of Household Income and Wealth, a large representative sample of the Italian population, elicits these expectations from 1989 to 2000, a period spanning intense pension reforms. These reforms had different impact on different cohorts and employment groups, providing a quasi-experimental framework to study the effect of pension reforms on expectations and household saving. They found substantial offset between private wealth and perceived pension wealth. However, the Italian pension reforms of the 1990s had only limited impact on household saving rates, because people have not yet fully adjusted their expectations of future benefits.
1.1.2 Horizontal equity, integration and political economy

Political economy of social security (CORE/ IDEI)
The two teams have arrived at a number of observations:

(i) in countries such as France or Italy pension systems are twice generous: high replacement ratio and low retirement age;

(ii) their pension systems are not viable particularly in view of the rapid ageing of population;

(iii) reforms are urgently needed and yet they are most often opposed by a majority of citizens, including young workers.

During this period, they have tried to explain how we have obtained such an unsustainable system and why reforms seem to be difficult.

LSE Research Work 

Alexander Michaelides (together with Francisco Gomes, London Business School) have analysed the Aggregate implications of Social Security Reform. The authors used a general equilibrium life-cycle model with incomplete markets and heterogeneous agents to evaluate the macroeconomic and welfare implications of a Pay-as-you-go Defined Benefit (DB) versus fully funded Defined Contribution (DC) systems, and to investigate the effects of incremental reform within a particular system. Extensive calibrations illustrate the trade-off between efficiency and redistribution that a tax-financed social security system generates. They found that social welfare is maximised for small but positive levels of DB because of the redistributive value associated with this system. On the other hand, steady-state within DC system tax rate comparisons reveal that a zero level DC tax rate maximises social welfare.

UPF research

In ‘What Social Security: Beveridgean or Bismarckian?’, José Ignacio Conde Ruiz and Paola Profeta asked why are Bismarckian social security systems associated with larger public pension expenditures, a smaller fraction of private pension and lower income in-equality than Beveridgean systems? These facts are puzzling for political economy theories of social security which predict that Beveridgean systems, involving intra-generational redistribution, should enjoy larger support among low-income people and thus be larger. This paper explained these features in a bidimensional political economy model. In an economy with three income groups, low-income support a large, redistributive system; middle-income favour an earning-related system, while high-income oppose any public system, since they have access to a superior saving technology, a private system. They showed that, if income inequality is large, the voting majority of high-income and low-income supports a (small) Beveridgean system, and a large private pillar arises; the opposite occurs with low inequality. Additionally, when the capital market provides higher returns, a Beveridgean system is more likely to emerge.

Conde-Ruiz worked on a paper (with Vincenzo Galasso, IGIER) entitled ‘Early Retirement’, whose aim was to provide a positive theory of early retirement. Generous early retirement provisions account for a large proportion of the drop in the labour force participation of elderly workers. They suggested that the political support for generous early retirement provisions relies on: (i) the existence of a significant group of elderly workers with incomplete working history, who are not entitled to an old age pension; and (ii) the intragenerational redistribution built in this provision via the utility from leisure that induces low-ability workers to retire early. The majority which supports early retirement in a bidimensional voting game is composed of elderly with incomplete working history and low-ability workers; social security is supported by retirees and low-ability workers.
Giovanni Cespa and Giacinta Cestone (Salerno) worked together on ‘Stakeholder Activism, Managerial Entrenchment, and the Congruence of Interests between Shareholders and Stakeholders’, in which they argued that when stakeholder protection is left to the voluntary initiative of managers, concessions to social activists and pressure groups can turn into a self-entrenchment strategy for incumbent CEOs. Stakeholders other than shareholders thus benefit from corporate governance rules putting managers under a tough replacement threat. We show that a minimal amount of formal stakeholder protection, or the introduction of explicit covenants protecting stakeholder rights in the firm charter, may deprive CEOs of the alliance with powerful social activists, thus increasing managerial turnover and shareholder value. These results help to rationalise a recent trend whereby well-known social activists like Friends of the Earth and active shareholders like CalPERS are showing a growing support for each other’s agendas.
1.1.3 Pension reform and the development, efficiency and regulation of investment based pensions

Social security and retirement decision (CORE/IDEI)
If people retire early in a number of European countries, it is not only because of biased pension system (public and private) but also because even before the early age of retirement workers can use a number of exit routes such as disability insurance, unemployment insurance or early retirement schemes.

It would be tempting to stop and reverse this evolution towards a decline in the activity rate of elderly workers by making all social protection systems more stringent. This is indeed the position sometimes taken by the NBER and the OECD. These teams jointly showed instead that the optimal policy consists in making traditional pensions systems closer to actuarial fairness and programs such as disability and unemployment insurance less open to abuses through more effective audits. It remains that because of the redistributive nature of most European social security systems, allocative distortions towards early retirement cannot be totally removed. They showed also how they can be reduced by a better design of the tax-social security package.

LSE Research Work 

David Blake joint with Andrew Cairns (Heriot-Watt University) and Kevin Dowd (Nottingham University Business School) analysed the Stochastic Pension Plan Design During the Distribution Phase. The authors considered the choices available to a defined contribution (DC) pension plan member, at the time of retirement, for conversion of his pension fund into a stream of retirement income. In particular, they compared the purchase at retirement age of a conventional life annuity (i.e., a bond-based investment) with distribution programmes involving differing exposures to equities during retirement. The residual fund at the time of the plan member's death can either be bequested to his estate or revert to the life office in exchange for the payment of survival credits while alive. The most important decision, in terms of cost to the plan member, is the level of equity investment. They also found that the optimal age to annuitise depends on the bequest utility and the investment performance of the fund during retirement. 

Paula Lopes (Young Researcher, LSE) has been working on the development of a Dynamic Model of Nominal and Inflation-Indexed Annuities. The paper proposed a dynamic model of household behaviour that evaluates the benefits of nominal and inflation-indexed annuities to retirees. The model incorporates empirically parameterised mortality risk, both inflation and real interest rate risk, and a bequest motive. The model drew some interesting predictions. First, the welfare benefit of real annuities relative to nominal annuities is not very large, when a fair price is considered, and almost vanishes when there is a high premium for real annuities. Second, when the annual real pension that the household is endowed with decreases, the demand and benefits of real annuities increases. The model can account for low annuity demand by the individuals in the lower half of U.S. population wealth distribution. This result is even stronger in case one considers either myopic behaviour or a bequest motive. However, the model has been less successful at explaining annuity demand by wealthier individuals, even in the presence of a strong bequest motive 

Andrea Prat and Tim Besley have analysed the Governance of Private Pension Plans. The paper used contract theory to analyse the interplay of residual claims and control rights in private pensions. The residual claimant is the plan sponsor in a defined benefit (DB) plan and the pool of beneficiaries in a defined contribution (DC) plan. The main control rights they examined relate to decisions on funding, asset allocation, and asset management. Under complete contracting, governance can be shown to be neutral: The same level of vigilance by beneficiaries and sponsors can be implemented with either DC or DB. If instead contracts are incomplete, a DB (DC) plan should: (1) Assign more vigilance responsibility to the sponsor (beneficiaries); (2) Rely less (more) on trustees; (3) Tend to employ trustees that are professional experts (caring insiders); (4) Assign asset allocation rights to the sponsor (beneficiaries); (5) have strict funding requirements. 

 

Andrea Prat has also worked on the problem of Transparency in Delegated Portfolio Management, particularly the issue of how much should investors be able to observe about the composition of the portfolio that the fund manager has chosen on their behalf? The paper underscored the risk that excessive transparency leads to conformism in investment decision. Transparency appears to be one of the key issues in comparing the performance of pension funds to the performance of mutual funds.

 

 

Ian Tonks studied the Performance Persistence of Pension Fund Managers. The paper examines persistence over time in the performance of fund managers responsible for making the investment decisions of UK pension funds. Previous work on UK pension funds found little evidence of fund manager persistence, but we argue that this may have been due to survivorship bias in the construction of these data samples, which may have disguised true persistence. Using a large sample of pension funds over the period 1983-97 in which there is less survivorship bias, we find strong evidence of persistence in abnormal returns generated by fund managers over one year time horizons.

Ian Tonks has also completed a joint work with Edmund Cannon (University of Bristol) on  Annuities, Money’s Worth and Replacement Ratios: the UK Experience.  The paper constructed a time series of annuity prices from 1972-2002, and examines whether annuity rates are unfairly priced, and assess the extent to which annuitisation risks are hedged by stock market returns. The authors found no evidence that the average annuity rate is unfairly low. Depending on the assumptions about future longevity, the present value of an annuity (its money's worth) is of the order of between 90 per cent and 100 per cent of the purchase price. Compared with the typical costs of buying financial services this figure looks suspiciously good. In addition, they found no reason to suggest that individuals are worse off by annuity rates being low, since this has been off-set by increases in the value of pension funds over the last thirty years. Notwithstanding the fact that people retiring today expect to live longer, their pension income (compared to their final salary) looks as good as ever.

UPF research work

Joseph G. Altonji and Ernesto Villanueva, in ‘The Marginal Propensity to Spend on Adult Children’, examined how much of an extra dollar of parental lifetime resources will ultimately be passed on to adult children in the form of intervivos transfers and bequests. In it, they inferred bequests from the stock of wealth late in life and used mortality rates and age specific estimates of the response of transfers and wealth to permanent income to compute the expected present discounted values of these responses to permanent income. Their estimates implied parents pass on between 2 and 3 cents out of an extra dollar of expected lifetime resources in bequests and about 2 cents in transfers. The estimates increase with parental income and are smaller for nonwhites. They implied that about 15 percent of the e.ect of parental income on lifetime resources of adult children is through transfers and bequests and about 85 percent is through the intergenerational correlation in earnings, although these estimates are sensitive to assumptions about the intergenerational earnings correlation, taxes, and the number of children. The authors compared their estimates to the implications of alternative computable benchmark models of savings behaviour in order to assess the likely importance of intended bequests for the wealth/income relationship.
1.2 Joint Publications 

(Young Researchers highlighted in bold)

Cremer, H. (IDEI), A. Dellis and P. Pestieau (CORE), "Family size and optimal income taxation" , Journal of Population Economics, 6, 37-54, 2003.

Cremer, H. (IDEI), P. Pestieau (CORE) and J-C. Rochet (IDEI), "Capital income taxation when inherited wealth is not observable", Journal of Public Economics, (forthcoming).

Cremer, H. (IDEI) and P. Pestieau (CORE), "Social insurance competition between Bismarck and Beveridge", Journal of Urban Economics, (forthcoming).

Cremer, H. (IDEI) and P. Pestieau (CORE), "The double dividend of postponing retirement", International Tax and Public Finance, (forthcoming).

De Donder, P. (IDEI) and J. Hindriks (CORE), "The Politics of Redistributive Social Insurance", Journal of Public Economics, (forthcoming)

De Donder, P. (IDEI) and J. Hindriks (CORE), "Majority Support for Progressive Income Tax: the Importance of Corner Preferences", Public Choice, (forthcoming)

Working Papers
Casamatta G (IDEI), C. De Paoli (CORE), "Ex post inefficiency in a political agency model" unpublished 2003.

Giovanni Cespa (UPF) and Giacinta Cestone (Salerno), ‘Stakeholder Activism, Managerial Entrenchment, and the Congruence of Interests between Shareholders and Stakeholders’, UPF Working Paper 634.

Cremer, H. (IDEI), J-M. Lozachmeur and P. Pestieau (CORE), "Disability, preference for leisure and retirement decision", unpublished, 2003.

Cremer, H. (IDEI) and P. Pestieau (CORE),, "Wealth transfer taxation: a survey of the theoretical literature", unpublished, 2002.

Cremer, H. (IDEI) and P. Pestieau (CORE),, "Intergenerational transfer of human capital and optimal income taxation", unpublished, 2002.

Cremer, H. (IDEI) and P. Pestieau (CORE),, "Factor Mobility and Redistribution: A Survey", unpublished, 2002.

De Donder, P. (IDEI) and J. Hindriks (CORE), "Wittman Political Equilibrium and Distortionary Social Insurance", unpublished, 2003.

Jousten, A. (CORE), B. Lipszyc (IDEI), M. Marchand and P. Pestieau (CORE), "Long term care insurance and optimal taxation for altruistic children", unpublished, 2003.

Book chapters
Casamatta, G., H. Cremer (both IDEI) and P. Pestieau (CORE), "The political economy of social security", in C. d'Aspremont, V. Ginsburgh, H. Sneessens and F. Spinnewyn eds, Institutional and Financial Incentives for Social Insurance, Kluwer Academic Publishers, 2002.

De Donder, P. (IDEI) and J. Hindriks (CORE), "Voting Over Social Security With Uncertain Lifetimes " in C. d'Aspremont, V. Ginsburgh, H. Sneessens and F. Spinnewyn eds, Institutional and Financial Incentives for Social Insurance, Kluwer Academic Publishers, 2002.

1.3  Other related publications of the network

(Young Researchers highlighted in bold)
1.3.1 CEPR

There are none to report for this period.

1.3.2 LSE

Alexander Michaelides, London School of Economics, CEPR and FMG, Francisco Gomes, London Business School, October 2002.  Optimal Life-Cycle Asset Allocation: Understanding the Empirical Evidence, 

Frederic Palomino and Andrea Prat, Risk Taking and Optimal Contracts for Money Managers, RAND Journal of Economics Volume 34, No. 1, pp. 113-137, 2003

Blake, David and Allan Timmermann "International Asset Allocation with Time-Varying Investment Opportunities (FMG DP 424 )" August 2002

Blake, David, Allan Timmermann and Bruce N. Lehmann "Performance Clustering and Incentives in the UK Pension Fund Industry (FMG DP 425)" August 2002

Blake, David and Allan Timmermann "Returns from Active Management in International Equity Markets: Evidence from a Panel of UK Pension Funds (FMG DP 426)" August 2002

Ian Tonks & Mark Hon, “Mommentum in the UK Stock Market” FMG Discussion Paper No. 405 February 2002

Ian Tonks, Daniella Acker and Mathew Stalker, “Daily Closing Inside Spreads and Trading Volumes around Earnings Announcements”, FMG Discussion Paper No. 404

Ian Tonks, Daniella Acker and Jo Horton, “The Impact of FRS3 on Analysts Abilities to Forecast Earnings per Share" , Journal of Accounting and Public Policy, Vol. 21, no. 3, Autumn 2002, 193-218.

Ian Tonks, Daniella Acker and Mathew Stalker, "Daily Closing Inside Spreads and Trading Volumes around Earnings Announcements" Journal of Business Finance and Accounting, Vol. 29, nos 9&10, November/December 2002, 1149-1180.

Ian Tonks, Sylvain Friederich, Alan Gregory and John Matatko "Stock Price Patterns around the Trades of Corporate Insiders on the London Stock Exchange", European Financial Management, Vol 8, no. 1, March 2002.

Book Chapters 

Ian Tonks, Invited submission to “The Future of UK Pensions House of Commons Work and Pensions Committee”, First Report of Session 2002-2003, Volume III HC 92-III, December 2002 (London: The Stationery Office Ltd.).  pp. Ev267-272.

1.3.3 UNISA

Marcello D’Amato, "Aggregate shocks, Political Constraints and Social Security 

Design", CEPR Discussion Paper n. 3330 (with Vincenzo Galasso)

Tullio Jappelli, "Household stockholding in Europe: where do we stand, and 

where do we go?" (with Luigi Guiso and Michalis Haliassos), Economic Policy 36, 

April 2003, vol. 18, n. 1, 123-170

Tullio Jappelli, "Household portfolios in Italy" (with Luigi Guiso), in Household Portfolios, Luigi Guiso, Michalis Haliassos and Tullio Jappelli eds. Cambridge: MIT Press, 2002.

Mario Padula, "Retirement expectations and pension reforms" (with Tullio Jappelli and Renata Bottazzi), CSEF Working Paper n. 92.

1.3.4 UPF

J.Ignacio Conde Ruiz and Paola Profeta, ‘What Social Security: Beveridgean or Bismarckian?’, Universitat Pompeu Fabra working paper 633, 2002.

J. Ignacio Conde-Ruiz and Vincenzo Galasso, ‘Early Retirement’, Review of Economics Dynamics, 6, pp. 12-36, 2003-06-17

Joseph G. Altonji and Ernesto Villanueva, ‘The Marginal Propensity to Spend on Adult Children’, Universitat Pompeu Fabra Working Papers Series, 2002.

1.3.5 CORE-LOUVAIN

Articles
Hamilton, J., J-M. Lozachmeur and P. Pestieau, "Rawlsian government and the race to the bottom", Economic Bulletin, 2002.

Jousten, A. and P. Pestieau, "Labor mobility, redistribution and pension reform in the European Union", in M. Feldstein and H. Siebert, eds, Pensions Reforms. Where does Europe stands?, University of Chicago Press, NBER, Chicago, 2002.

Marchand, M. and P. Pestieau, "Le traitement fiscal des retraites complémentaires", Revue belge de Sécurité sociale, 43, 2001.

Michel, Ph. and P. Pestieau, "Optimal taxation of capital and labor income with social security and variable retirement", FinanzArchiv, 59, 2003.

Paddison, O., Ph. Michel and P. Pestieau, "Old age consumption and pension policy in a two-tier developing economy", Finnish Economic Papers, 2003. (forthcoming)

Pestieau, P., "Relever l'âge du depart à la retraite: une mesure nécessaire et équitable", Revue d'Economie Financière, 2003.

Working papers
Benninga, S., P. Pestieau and U. Possen, "Tax implications of delaying reforms", unpublished, 2003.

Boadway, R., M. Leite-Monteiro, M. Marchand and P. Pestieau, "Social insurance and redistribution with moral hazard and adverse selection", unpublished, 2002.

Desmet, R., A. Jousten, S. Perelman and P. Pestieau, "Microsimulation of social security reforms in Belgium", unpublished, 2002.

Lozachmeur J.M. "Three period optimal income taxation", unpublished, 2002.

Marchand, M., Ph. Michel, Oliver Paddison and P. Pestieau, "The optimum tax treatment of earnings in an endogenous growth model with education", unpublished, 2002.

Pestieau, P. and U. Possen, "Macroeconomics implications of portfolio adjustments of government run pension funds", unpublished, 2002.

Piaser, G. "Labor mobility and income tax competition", unpublished, 2002.

Book chapters
Boadway, R., M. Marchand, M. Leite Monteiro and P. Pestieau, "Social insurance and redistribution", in S. Cnossen, ed., Public Finance and Public Policy in the New Millennium, Mc Millan, 2002. (forthcoming)

Pestieau, P., "The role of gift and estate transfers in the United States and in Europe", in A. Munnell and A. Sunden, eds, Death and Dollars, Brooking Institution, Washington, 2003.

Pestieau, P., "Indirect taxation and redistribution: the scope of the Atkinson-Stiglitz theorem", in Imperfect Economics: Essays in Honor of Joseph Stiglitz, edited by R. Kanbur and R. Arnott, MIT Press, 2003. (forthcoming)

Pestieau, P., "Social insurance and redistribution", in Alternatives for welfare policy. Reconciling policy goals with demographic change and internationalisation, Torben Andersen and Per Molander, eds, Cambridge University Press, Cambridge. (forthcoming)

1.3.6 IDEI

See joint publications with CORE.

1.3.7 UvA

None to report for this period.

2 Comparison with the joint programme of work

2.1 Research Objectives

The research objectives remain as they were at the beginning of the project. 
2.2 Research Method

The methodological approach remains as it was in the original proposal, while the work plan also remains on track.

2.3 Work Plan

The work plan has been divided into the following tasks:

· Pensions, growth and risk bearing

· Horizontal equity, integration and political economy 

· Pension reform and the development, efficiency and regulation of investment based pensions 

All participating teams have been carrying out research under all the tasks outlined above and the work plan has progressed well in the first twelve months of the network’s contract.

2.4 Organisation and Management

The Network is co-ordinated by Professor Ronald Anderson from the Centre for Economic Policy Research. Together with CEPR staff, Professor Anderson ensures that communication among the participating institutions is effective and monitors the network’s progress in achieving its objectives. 

2.4.1 Network Meetings and Workshops

The Network structure has been very instrumental in fostering collaboration in research and scientific interaction. Network members have met at various workshops and conferences during the course of this project, including: 

Planning Meetings

A network ‘kick-off’ meeting took place at CEPR on 28th March 2002, where general administrative issues were discussed, but more importantly, the teams spoke at length with one another on matters concerning hiring activities, the network’s training programme, networking events such as workshops and conferences (see below), and the setting up of a Steering Committee through which the teams could establish collaborative links with industry and policymakers. 

Workshops and Conferences

The first network workshop took place at Universitat Pompeu Fabra, Barcelona  on 13- 14 December 2002. 

This was attended by members of all teams, and at least one paper was presented by each. In fact, three of the Young Researchers, Barbara Lipzsyc (CORE), Paula Lopes (LSE) and Paul Sengmüller (Amsterdam) presented papers and another, Francesco Franzoni (UPF) was asked to be a rapporteur for the event. A copy of his report on the event can be found in Anne]x II.

It was agreed during discussions in Barcelona that the second network workshop would be hosted by the Salerno team on May 9-10, 2003. 

Several teams hosted visits from other team members during the first 12 months of the project.

Date
Person visiting
Place of visit

7-9 February 2002
Pierre Pestieau (CORE)
Toulouse (IDEI)

7-9 March 2002
Pierre Pestieau (CORE)
Toulouse (IDEI)

13-15 June 2002
Pierre Pestieau (CORE)
Toulouse (IDEI)

21-24 October 2002
Philippe de Donder (IDEI)
Louvain (CORE)

13-14 Dec 2002
Ron Anderson (CEPR)
Barcelona (Universitat Pompeu Fabra)

13-14 Dec 2002
Guillaume Plantin (LSE)
Barcelona (Universitat Pompeu Fabra)

13-14 Dec 2002
Paola Lopes (Young Researcher, LSE)
Barcelona (Universitat Pompeu Fabra)

June 2002
S. Casamata (IDEI)
Amsterdam (UvA)

Jan-Mar 2003
L. Ratnovski (UvA)
Toulouse (IDEI)

22-24 January 2003
Pierre Pestieau (CORE)
Toulouse (IDEI)

2.4.2 Networking and Dissemination of Research Output 

The dissemination of the research of the Network was planned to take place in the first instance through CEPR’s Discussion Paper Series, in order that papers receive the widest possible professional scrutiny, both in the research and the policy communities. On average 500 copies of each Discussion Paper are circulated throughout Europe and the rest of the world. CEPR Discussion Papers are also abstracted widely, and summaries of the papers are also distributed on a monthly basis by electronic mail to over 3,000 individuals. Each Discussion Paper appears on CEPR’s webpage. Highlights of the Centre’s research are featured in its newsletter European Economic Perspectives, which is distributed to over 10,000 members of the policy community and the private sector world-wide. 

During the first twelve months of the Network’s activities, three Discussion Papers emanating from the Network were circulated. 

The Network also has its own website, which appears as part of the CEPR page, at the address http://www.cepr.org/research/networks/FINRET/. The web page contains details of the Network’s research, publications and meetings, in addition to a full list of the people involved at each node.

Summer Schools

A summer school has been planned to take place before the second network workshop and will be held for all Young Researchers employed or to be employed by the network.

Training

2.4.3 Measures  taken to publicise vacant positions

Advertisements of vacant positions within the network have been 

· published in Financial Economics Network (FEN) job opportunities service,

· published in Job Openings for Economists,

· printed in The Economist

· publicised throughout the CEPR research network.
In addition, network teams have publicised vacancies through their own web-sites:
The CORE team has published all its job opportunities the address http://www.core.ucl.ac.be/news/job.openings.html.

Vacant positions available at the Financial Markets groups were advertised through the CEPR and FMG, LSE website. They were also published in the News and Views weekly LSE newsletter and the FMG Quarterly Review, which is mailed to around 2000 members in Europe. Advertisements were also e-mailed to the 1500 UK and European members of the FMG electronic database.

2.4.4 Progress of recruitment to date

Participant
Contract deliverable of Young  Researchers to be financed by the contract (person- months)
Young Researchers financed by the contract so far (person-months)


Pre-doc (a)
Post-doc (b)
Total (a+b)
Pre-doc    ( c)
Post-doc (d)
Total (c+d)

CEPR
0
0
0
0
0
0

LSE
24
24
48
0
7
7

UNISA
12
28
40
0
0
0

UPF
12
32
44
0
9
9

CORE-LOUVAIN
24
12
36
6.5
7
13.5

IDEI
12
25
37
6
0
6

UVA
12
22
34
0
8
8

TOTAL
96
143
239
12.5
31
43.5

2.4.5 Comment on progress of recruitment to date

2.4.5.1 LSE

We have recruited one post-doctoral researcher to work in the context of the RTN on Financing Retirement in Europe: Dr Paola Lopes (Portugal), who graduated from Boston University in January 2002. We have recently renewed Dr Lopes’ contract for one more year until October 2004. We are also currently in the process of recruiting another post-doctoral researcher.

2.4.5.2 UNISA

A post-doctoral contract for 28 months starting October 2003 was offered to Thomas Steinberger (Austria).

2.4.5.3 UPF

Francesco Franzoni (Italy) has been hired for 12 months from September 2002.

2.4.5.4 CORE-LOUVAIN

In term of recruitment 2 young researchers were hired during this reporting period.

· Gwenael Piaser (France), from September 2002 to August 2003, Post-doctoral position for 7 person-months;

· Carolina De Paoli (Italy) from September 15th, 2002 to June 15th, 2003, Pre-doctoral  position for a period of 6.5 person-months.

2.4.5.5 IDEI

One young researcher was hired during the reporting period.

Barbara Lipszyc (Belgium) was offered a contract from April 2002 to June 2003, initially Pre-doctoral, then Post-doctoral from October when she received her PhD.

2.4.5.6 UvA

We hired a post-doctoral researcher, Paul Sengmuller (Austria) starting August 2002, until 2004 (22 months on the project). The UvA team is still trying to find candidates for the pre-doc position, but it has so far proved difficult to find people that qualify (non-Dutch EU citizens).

2.4.6 Integration of the young researchers into the research programme

The methods used to integrate the young researchers into the work of the Network have been discussed elsewhere in this report, but they include:

· cross-node supervision

· visits of researchers to other Network partners 

· participation in Network workshops; young researchers have been encouraged to chair sessions and act as discussants in addition to presenting their own research

· encouragement to participate in international conferences, including non-Network CEPR events which are related to the young researchers’ work joint research initiatives 

· opportunities to gain teaching experience

· summer schools (first one scheduled for May 2003 network workshop).  

2.4.7 Special measures being undertaken to train young researchers

Young Researchers who become affiliated to the Network also gain from their inclusion in other CEPR activities, including workshops, conferences and the possibility to submit Discussion Papers to the CEPR series. Furthermore, through this inclusion they gain exposure to the high-level international academic economists who participate in CEPR events.

Over the last 6 months, the CORE team has organised a bimonthly seminar on pension issues catering to PhD students.

· Throughout the period, the IDEI team has been organising a workshop on pension issues catering to PhD students, junior faculty, post-doctoral fellows, etc. 

· The weekly lunch seminar is also specially targeted towards junior researchers; several presentation were on pension issues (e.g. there were presentations by Georges Casamatta, Barbara Lipszyc (Young Researcher, IDEI), E. Thibault)

· Pierre Pestieau has given two lectures (6 hours) on network topics; these were formally included in an advanced graduate class and have been attended by graduate students at any level as well as junior faculty and post-docs.
2.4.8 Exploitation of connections to industrial/commercial enterprises through the training programme

The proposed summer school to take place in May 2003 will invite people from industry and policymakers to present papers and interact with young researchers hired by the network in informal and formal discussions. We have invited representatives from Bureau Fédéral du Plan, Pioneer Asset Management, UK Department for Work and Pensions, amongst others, whom we have already approached to participate formally in a Practitioners’ Advisory Committee to interact and collaborate with researchers in the network teams.

Difficulties

There are no difficulties to report at this stage.

Annex I: Network Conference

First Workshop of the RTN Project on Financing Retirement in Europe: Public Sector Reform and Financial Market Development

Barcelona, 13/14 December 2002

Hosted by Universitat Pompeu Fabra

Each session will comprise of a 40 minute presentation of the paper by the author, a 20 minute comment by the discussant and a 10 minute general discussion including responses from the author.

Friday 13 December
Session One

Chair:


Marco Pagano (Università di Salerno and CEPR)

09.00 – 10.10

Social Security, Retirement Age and Optimal Income Taxation
*Helmuth Cremer (Universite des Sciences Sociales de Toulouse and CEPR)


*Jean-Marie Lozazchmeur (CORE, Universite Catholique de Louvain)

*Pierre Pestieau (Université de Liège and CEPR)

Discussant:

Edmund Cannon (University of Bristol)

10.10 – 11.20

Aggregate Risk, Political Constraints and Social Security Design
*Marcello D’Amato (Università di Salerno)

Vincenzo Galasso (IGIER, Università Bocconi, Universidad Carlos III de Madrid and CEPR)

Discussant:

Georges Casamatta (Université de Toulouse)

11.20 – 11.40

Coffee

11.40 – 12.50

The Politics of Redistributive Social Insurance




Jean Hendriks (CORE and Queen Mary, University of london)




*Philippe de Donder (Université de Toulouse)

Discussant:

Paula Lopes (London School of Economics)

12.50 – 15.00

Lunch and Team Leader’s Co-ordination Meeting

Session Two

Chair:


David Webb (London School of Economics)

15.00 – 16.10

Long-Term Care Insurance and Optimal Taxation for Altruistic Children




Alain Jousten (Université de Liège and CEPR)




*Barbara Lipszyc (Universite de Toulouse)




*Maurice G. Marchand (Universite Catholique de Leuvain)




*Pierre Pestieau (Université de Liège and CEPR)

Discussant:

David Webb (London School of Economics)
16.10 – 16.30

Coffee

16.30 – 17.40

Company Stock in 401 (k) Plans




Gur Huberman (Columbia Business School)




*Paul Sengmueller (University of Amsterdam)

Discussant:

Alain Jousten (Université de Liège and CEPR)

21.00 


Dinner at Set Portes

Saturday 14 December

Chair:


Ronald W Anderson (London School of Economics and CEPR)

09.00 – 10.10

The Effect of Parental Income on Wealth and Bequests




Joseph Altonjii (Yale University)




*Ernesto Villanueva (Universitat Pompeu Fabra)

Discussant:

Etienne de Villemeur (Université de Toulouse)

10.10 – 11.20
Annuity Prices, Money’s Worth and Replacement Ratios: UK Experience 1960-2002

*Edmun Cannon (University of Bristol)

Ian Tonks (University of Bristol and London School of Economics)

Discussant:

*Paul Sengmueller (University of Amsterdam)

11.20 – 11.40

Coffee 

11.40 – 12.50
Pensionmetrics 2: Stochastic Pension Plan Design During the Distribution Phase



*David Blake (Birkbeck College, London)




Andrew J G Cairns (Herriot-Watt University, Edinburgh)




Kevin Dowd (Nottingham University Business School)

Discussant:

Philippe de Donder (Université de Toulouse)

12.50 – 15.00

Lunch

Session Four

Chair:


Pierre Pestieau (Université de Liège and CEPR)

15.00 – 16.10

A Dyanmic Model of Nominal and Inflation-Indexed Annuities



*Paula Lopes (London School of Economics)

Discussant:

Ernesto Villanueva (Universitat Pompeu Fabra)

* Denotes speaker

Rapportour: Francesco Franzoni (Universitat Pompeu Fabra)

Organizer: Giovanni Cespa (Universitat Pompeu Fabra)

Annex II: Rapporteur’s summary of conference

Report on the “First Workshop of the RTN Project on Financing Retirement in Europe: Public Sector Reform and Financial Market Development”

By Francesco Franzoni and Juan Pedro Gomez
The first workshop of the RTN project on Financing Retirement in Europe (FINRET), by the title Public Sector Reform and Financial Market Development, was held in Barcelona on 13/14 December 2000. The workshop was hosted in the buildings of Universitat Pompeu Fabra. The papers that were presented can be downloaded from the CEPR web-site. Here is a summary of the authors’ presentations, and of the discussions that took place.

Helmut Cremer (Université des Sciences Sociales de Toulouse and CEPR) presented the opening paper in the conference. The title of the paper is “Social Security, Retirement Age and Optimal Income Taxation”, and the other authors are Jean-Marie Lozazchmeur (CORE, Université Catholique de Louvain), Pierre Pestieau (Université de Liège, and CEPRE). Their work moves from the observation that a trend towards early retirement is currently observed in most European countries. Combined with an increase in life expectancy, this trend puts pressure on the financing of health care and pension schemes. The literature has interpreted this evidence as the consequence of payroll marginal tax and forgone benefits from the social security system, which induce elderly workers to retire even if the marginal productivity of work is higher than the marginal benefit of leisure. Therefore, early retirement has been so far considered as a distortion introduced by social security systems. The point made in this paper is that the distortion towards early retirement is not necessarily due to bad design the social security system. It can be due to the desire by public authorities of using social security for redistribution purposes, when the government cannot fully observe individual productivity levels and health status. In this context, the authors show that the optimal second best policy is to induce highly productive and healthy workers to retire efficiently, while less productive and less healthy workers are induced to retire earlier.

The ensuing discussion by Edmund Cannon (University of Bristol) proposed some extensions to make the assumptions of the model closer to the empirical evidence. These suggestions include: introducing a tax-incentive to save, letting the pension be contingent on life-time earnings, and studying the outcome of a repeated game interaction, in which the workers can vote the government out of office, if it does not provide social security.

Marcello D’Amato (Università di Salerno) presented the paper “Aggregate Risk, Political Constraints and Social Security Design”, which he co-authored with Vincenzo Galasso (IGIER, Università Bocconi, Universidad Carlos III de Madrid, and CEPR). This work places itself into the debate on the costs and benefits of switching from an unfunded (pay as you go, PAYG) system to a fully funded one. The standard costs of a fully funded system that have been studied in the literature, are the high portfolio volatility to which agents’ portfolios are exposed, and the large administrative costs. The authors point out an additional source of inefficiency connected to funded systems in the presence of office-seeking policy makers. If a negative shocks hits the economy, the elderly in a funded system are deprived of a large share of their consumption. A government that wants to stay in power has an incentive to “bail the elderly out” by transferring resources from the young to the old. This course of action brings to the institution of a permanent PAYG system, which in the model is an inefficient way to transfer wealth intertemporally. The government intervention creates a moral hazard problem for the young in a funded system, who can benefit from a free portfolio insurance, and choose more risky allocations than the ones they would choose if no public system existed. As a consequence, the wealth loss in a negative state becomes larger. A mixed system, which combines a fully funded system with a PAYG one, would not solve the problem, as the minimum size of the PAYG pillar that would eliminate the moral hazard, is larger than the one that would be created after a negative shock and the bailout.

Georges Casamatta (Université de Toulouse) was the discussant for this paper. He pointed out that two technical assumptions of the model need to be weakened: the non-negativity constraint on savings, and the homotetic utility function. Moreover, he suggested that a desirable equilibrium concept for this model is the subgame perfect Nash equilibrium, which would take into account the incentive of young generations to depress their savings in order to attract transfers when old.

Philippe de Donder (Université de Toulouse) presented the paper “The Politics of Redistributive Social Insurance”, which is co-authored with Jean Hendriks (CORE and Queen Mary, University of London). They start from the observation that most OECD countries rely heavily on the public sector to provide insurance. This evidence is partially puzzling, given that insurance is a private good. The paper is an attempt to shed light on this issue. The authors analyze the political support for a social insurance that includes elements of redistribution, when there exists an imperfect private insurance alternative. Adopting a non-expected utility model, they show that there is a general majority support for social insurance, and that this support is increasing with risk aversion. In their model, a mixed insurance is politically impossible, regardless of the degree of redistribution of social insurance and the joint distribution of risk and income in the population. Paula Lopes (London School of Economics) in her discussion provided empirical content to the above analysis by presenting an interesting calibration exercise with data from the Panel Study of Income Dynamics. The results of this exercise seemed to be consistent with the assumptions on the distributions of income and risks that are made in the model.

Barbara Lipszyc (Université de Toulouse) presented the paper “Long Term Care Insurance and Optimal Taxation for Altruistic Children” of which she is a co-author with Alain Jousten (Université de Liège and CEPR), Maurice G. Marchand (Université Catholique de Leuvain), and Pierre Pestieau (Université de Liège and CEPR). This work studies the problem of a government that faces the organization of a simple long-term care structure, in a model where some adult children are altruistic towards their parents, while others are not. As the public care system is assumed to be inefficient, the optimal solution is that altruistic children take private care of their parents. However, if there is asymmetric information on the level of altruism, there may be an incentive for altruistic children to mimic the behavior of the non-altruist and delegate the care of the old to the public system. In such a case the government has to correct their incentives by making the provision of public care low enough, so that altruistic children prefer to take private care of their parents. In this interaction the parents of the non-altruist are the losers, as they have to resort to the low quality public system. On the other hand, the non-altruistic children are the winners, since they achieve the highest consumption levels.

The discussion by David Webb (London School of Economics) suggested that a possible extension of this work consists of looking into the political economy implications of the interactions between altruist and non-altruist, and between young and old. In particular, the old could overturn their losing position, as they represent an important part of the population, and therefore they have a determinant voting influence.

Paul Sengmueller (University of Amsterdam) talked about “Company Stock in 401 (k) Plans”, which is joint work with Gur Huberman (Columbia Business School). The paper is concerned with a particular stylized fact of the American private pension system. The system is based on defined contribution plans, labeled 401 (k), in which employees are required to invest part of their salaries in the way they prefer. The striking fact is that a significant fraction of the assets in the plan are held in the employer’s equity. Using a panel of S&P500 firms, the authors study the determinants of investment flows in and out of company equity. They find evidence that is apparently at odds with the basic principles of diversification, as these investment flows are insensitive to basic measures of risk such as beta and volatility. Moreover, they show that equity returns up to three years in the past are positively related to investments in company stocks. The sensitivity to past returns is asymmetric, with investors reacting more strongly to positive and above-S&P500 returns.

Alain Jousten (Université de Liège and CEPR) in his discussion underlined the relevance of the empirical evidence presented in this paper. He also expressed the necessity to confront the data with a more clearly specified structural model, so that it is apparent which theoretical prediction is rejected by the data. Other participants suggested that tests could be performed using different measures of company risk, such as the book-to-market ratio and market capitalization.

Ernesto Villanueva (Universitat Pompeu Fabra) presented the first paper in the second day of the conference. The title of the paper is “The Effect of Parental Income on Wealth and Bequests”, and it is joint work with Joseph Altonjii (Yale University). The authors examine what fraction of an extra dollar of parental permanent income will ultimately be passed down to children in the form of bequest. They use two complementary data sets to address this question: the Panel Study of Income Dynamics and the Asset and Health Dynamics. Their strategy is to estimate models of the age profile of wealth as a function of permanent income of the parents and children, allowing the link between wealth and income to depend on parents’ age. The main results are: the wealth at age 70 of white married couples rises by about $6.00 for each additional dollar of permanent annual income. That implies that parents pass down between 2 and 3 cents out of an extra dollar of expected lifetime resources in bequests. These estimates are smaller for nonwhites and widows. The discussant was Etienne de Villemeur (Université de Toulouse). He pointed out that the paper assumes consumption preferences to be independent from income thus inducing a bias in the evaluation of permanent income. Moreover, there is a lack of “micro foundation” for the altruism behind the bequest motive. Another comment concerned the interest rate of 4% assumed in the model: how does it compare to the growth rate of yearly income? The discussant suggested that the results could be better understood in the presence of uncertainty. Finally, Etienne suggested comparative statics exercises with respect to the number of children.

The second paper, “A Dynamic Model of Nominal and Inflation-Indexed Annuities” was presented by Paula Lopez (London School of Economics). Several explanations have been suggested in the literature to rationalize the low demand for both nominal and inflation-indexed annuities among retirees. Concretely, Bernheim (1991) provides empirical evidence suggesting that state pensions have provided most of longevity risk that retirees required. In order to investigate the plausibility of this explanation, the paper proposes a dynamic model of household behavior that will be used to evaluate the benefits of nominal and inflation-indexed annuities to retirees. The model incorporates mortality risk, inflation and real interest rate risk, and bequest motive. In particular the author studies how the value of accumulated financial wealth affects the demand for annuities. The discussant, Ernesto Villanueva (UPF), found puzzling than an increase of 11% in the price of the annuity lowers the demand for annuity only 10% whilst a decrease of 50% in (state) pension benefits does not increase the demand for annuity more than 10%. The discussant suggested a different approach to the question: try first to match the stylized facts on annuity demands given bequest and public pension benefits and then, conduct policy experiment within the model. He also suggested a higher volatility in the change of interest rates over time. Another interesting extension would be to calibrate the impact of adverse selection (heterogeneity in mortality rates across wealth distribution) in the demand for annuities. Marco Pagano (Università di Salerno and CEPR) commented that it would be interesting to include alternative investment products (equity) into the model.

David Blake (Birkbeck College, London) presented the third paper in the session: “Pensionmetrics 2: Stochastic Pension Plan Design During the Distribution Phase” joint work with Andrew J. G. Cairns (Herriot-Watt University, Edimburg) and Kevin Dowd (Nottingham University Business School). The authors consider the choices available to a defined contribution (DC) pension plan member at the time of retirement for conversion of his pension fund into a stream of income in retirement. In particular, they compare the purchase at retirement age of a conventional life annuity with the distribution programs that involve differing exposures to equities during retirement. The tests predict that the optimal choice depends on the plan member’s attitude to risk. For plan members with different degrees of risk aversion, the paper quantifies the cost of holding a sub-optimal portfolio. The discussant, Philippe de Donder (Université de Toulouse), wondered whether the results where sensitive to changes in the utility functions and the parameters’ calibration. For instance, what would happen when using a CRRA instead of a CARA utility function? Another point was the difficulty to asses the right benchmark value for the parameter that measures investors’ bequest sensitivity. He also drew the attention to the fact that in the USA there exists a lower demand for annuities and wondered what the motives might be. There seem to be few changes when mortality changes; is there an adverse selection issue? What is the impact of load factors in the demand for private annuities? Finally, there is a need to address the consequence/convenience of mandatory annuitization. The audience wondered why the investment in equity is limited to UK assets. Giovanna Nicodano (Università di Torino) pointed out the potential inconsistency between the assumed risk-aversion coefficient and the postulated utility function in the light of the equity premium puzzle.

The last paper in the second day was presented by Edmun Cannon (University of Bristol): “Annuity Price, Money’s Worth and Replacement Ratios: UK Experience 1960-2002” joint work with Ian Tonks (University of Bristol and LSE). In this paper the authors construct a time series of annuity prices from 1972-2002, and examine whether annuity rates are unfairly priced, and asses to which extent annuitisation risk is hedged by stock market returns. The authors find no evidence that the average annuity rate is unfairly low. The discussant, Paul Sengmueller (University of Amsterdam) praised the (often underestimated) value of manually collecting data. He does not find it surprising that annuities are fairly priced since they are a simple financial instrument. He wondered about the reason behind the low demand for private annuities given the model’s finding about their fairness. He suggested that as an alternative to the model’s methodology the authors may also want to test directly the existence of correlation between long-horizon returns and annuities. It was asked what information does the average retiree have about annuities in relation to other financial products. Lack of knowledge, especially among the less educated, may account for the low demand for this product. 
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