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1 

Introduc t ion [!)  

1 The a im of the paper is th r eefold : fir s t, to a t tempt to d iscover 

whether sav ing through the med ium of pr ivate pens ion funds and l ife 

assurance subs t i tu tes for other per sona l sav ing or whe ther, and to 

what extent, it r esu lts in a ne t add i t ion to per sonal sector sav ing ; 

second, to cas t some l ight on the effec t on the compos i t ion of 

pe r sonal sec tor saving of the spec ial t ax t r e atment of l ife assur ance 

and pens ion s av ing ; and th ir d, to ana lyse the impac t of unfunded 

pens ion schemes on per sonal sector sav ing . [2 ] 

2 The data on l ife assur ance and pens ion fund sav ing a r e  impe rfec t. 

I n  par t icular , it is not poss ible to separ ate pens ion from l ife 

assurance bus ine ss, nor w i th in the l ife assurance categor y to separ ate 

s ingle prem ium from cont ractual prem ium bus iness . The annual dat a  

for l ife assurance and pens ion fund s i n  t h e  Cent r a l  S tat i s t ic al 

Off ice ' s  Nat ional I ncome and Expend itur e ( the ' Blue Book ' )  a r e  

r a ther weak ly based, a s  indeed is the quar ter ly ser ies for the net 

inflows into l ife assurance and pens ion fund s .  The ma in conc lus ions 

from the t ime ser ies ana lys is in Sec t ion 3 a r e, the r efore, at bes t  

very tentat ive and mus t be treated w ith caut ion . 

[1] I should l ike to thank L . A . Dicks-M i r eaux, C . T . Ta y lor and other 

member s  of the Econom ic I nte l l igence Depar tment of the Bank, the 
I nland Revenue, the Gover nment Actuar y ' s  Depar tment and the 
Cen t r al S tat is t ica l Off ice for he lpful comments on ear l ie r  
ve r s ions of th is pape r . 

[2] Th is paper doe s not cons ider the nor mat ive issue of whe ther 
h igher or lower per son a l  sector sav ing is des irable or unde s i rable . 
Th is is a ver y d iff icul t  ar ea because the r e  is a trade�off 
between shor t-r un cyc l ica l considerat ions, whe r e by a lower 

sav ing r atio would stimulate d emand a nd output, and a longer -run 
view that a lower s av ing r ate could act as a con s t r a int on the 

growth of investmen t  and produc t ive potential . Nor does the 
paper cons ider the effect of state pens ion ar r angements on 

per sonal sector sav ing . FOr quant itat ive results in th is area, 
see Feld ste in ( 1974), and Hemm ing (1978 ) . 
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2 

Some gene r a l  cons ider a t ions 

3 I nd i v idua l s  save ( accumulate asset s )  dur ing yea r s  of peak earn ing 

potent i a l  in order to f inance later con sumpt ion because ear n ing 

capac ity decl ines beyond a cer t a i n  age and because of unce r ta i n ty 

about fu tur e  incomes. In the absence of state schemes and pr ivate 

pens ion fund s ,  ind iv idua l s  would save and accumulate wea l th for 

the i r  r e t i r e ment , and would probably attempt to prolong the i r  wor k ing 

l ife . The effect of funded pens ion schemes on agg r egate per sona l  

s av ing v is -a-v is a s i tuat ion of no pens ion schemes thus largely 

depends on : 

( i ) the impact of funded pens ion schemes on the age of 

r e t i r ement ; and 

( i i ) the ex tent of subs t i tu t ion of assets accumulated w ith i n  

pens ion funds for pr ivate accumulat ion - assum ing that 

wage s  r ece ived by the ind iv idua l would be r educed to 

reflect fu lly employer s '  cont r i but ions into the 

supe r annuat ion fund . [1] 

Effect of r e t i r emen t  age on sav ing 

4 The ear l ie r  ret i r emen t  is taken , the g r eater the sav ing that 

the ind i v idua l would r equ i r e  to make dur ing h i s  act ive wor k ing l ife in 

the absence of some for m of pens ion scheme . I n  con t r as t , later 

r e t i r emen t w i l l  mean g r e ater l ife-t ime ear n i ngs , and les s need to save 

to f i na nce future consumpt ion . 

5 I n  aggr eg ate , with a s table populat ion , and a s table age d is t r i but ion , 

the s tock of sav ings would be h igher for any g iven l evel of income , if 

ind iv idua l s  opted for ear l ie r  ret ir ement . I n  such a s teady s tate , 

the f low of sav ing - once the new h igher s tock of sav ings had r eached 

an equ i l ibr ium - would be h igher in the ear ly r e t i rement case on ly if 

[1] I f  nominal wages were not fu lly r educed , e i ther profi ts and gross 

trad ing sur pluses would be squee zed , or pr i ces ( and taxes ) would 
r is e . In the for mer case , company sec tor sav ing would fa ll , 
pr obably more th an offse t t ing the r is e  i n  per sona l  sector s a v ing . 

I n  the l a t te r  ca se , r e a l  wages n e t  of deduct ions would fa l l  to 
r eflect fully the h igher employees ' and emp loyer s '  con t r i but ions : 
the ana lys i s  would be the same as in the tex t , but in r e a l  r ather 

tha n  nom ina l te rms . 
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each successive generation wished to finance a higher real level of 

consumption during retirement. With a growing population, the 

optimum stock and flow of saving would both be higher in the early 

retirement case. Of course, the disequilibrium period during which 

the actual stock of savings adjusted towards the optimum as the 

average desired retirement age declined would be long. Thus, 

there is little doubt that the effect of a reduction in the desired 

retirement age would be for the flow of aggregate saving, at any 

given level of income, to be increased. 

6 This, however, begs the question of what would happen to aggregate 

output and income if there were a pronounced switch to earlier 

retirement. Logically, potential output and income would decline 

because earlier retirement would reduce the total labour input in 
production. But to the extent that output is constrained by the 

balance of payments rather than by the availability of resources, 

the effective maximum level of output would be unchanged. If the 

economy were working at less than full employment, actual output and 

income could be maintained by reducing underemployment and 

unemployment, [1] but in considering the long-run implications of 

structural change, it must be assumed that the economy is maintained 

at full employment. [2] The result of earlier retirement would 

therefore be a lower level of output and real income with a higher 

personal saving ratio. The exact impact on the level of saving is 

indeterminate: it depends on the precise extent of the fall in 

output which may be affected by some tendency to work longer hours 

while seeking earlier retirement, and on the nature of government 

action to maintain full employment. [3] 

Effect of pensions on retirement age 

7 The role of pension funds in encouraging earlier retirement is 

unclear. Company-based pension schemes typically specify the rate of 

[1] The switch from unemployment to employment, ceteris paribus, 
would probably be associated with a higher saving ratio. 

[2] The higher saving ratio implied in paragraph 5 would require 

fiscal or monetary action to maintain full employment, except 

in so far as the rate of interest fell and stimulated additional 

investment. 

[3] In time, potential output may be higher if people save more in 

absolute terms despite the shorter working life, because the 

higher stock of financial wealth may imply a larger physical 
stock of capital. 
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con tr ibut ions , and the ag e of r e t i r ement (or at least an upper l imit) ; 

and membe r sh ip i s  nor ma lly compu lsor y .  

8 The r e  i s  some anecdotal e v idence t o  suggest that , g iven the existence 

of the s tate pens ion scheme , pens ion scheme sav ing may be as sociated 

w i th an ea r l ier re t i rement ag e .  It is not c lear , however , whether 

the causat ion runs from earl ier re t ir ement to h ighe r sav ing , or 

whe ther the h igh saving e ncourages the adopt ion of ear l ier re t irement . 

I n  par t icular , many schemes incorpor ate compu lsor y r e t i rement for men 

at s ix ty ,  some year s be for e the s ta te pens ion is pa i d ,  and probably 

some yea r s  be for e th e average re t ir ement age of s e l f-employed per sons 

who h ave g r eater f reedom to determ ine the patte r n  of l i f e - t ime sav ing 

a nd the age of r e t ir ement . These asser t ions are not r ead i ly tes table, 

and the e f f ects of pens ion fund sav ing on re t i r ement age probably 

cannot be d isentangled from the subs t i tut ion effects d iscussed below. 

Subs t i tut ion of pens ion fund sav ing for voluntary sav ing 

9 The exte n t  of subst i tu t ion of pens ion fund sav ing for other 

( voluntary) saving would seem to depend on : 

( i) The degree of awar eness o f ,  and the valuat ion put upon , 

pens ion r ights by ind i v idua l s . The r e  may be some 

tendency for ind iv idua ls to under e s t imate the value of 

the annu i ty wh ich the pens ion funds w i ll buy for them on 

r e t i r emen t , and thus to supplement pens ion sav ing by 

other sav ing by mor e  than necessary whe n  seen ex post. 

In add i t ion , the real isat ion of full pens ion bene f i ts may 

depend upon con t i nu i ty of employment, and , of cour se, 

the equ ity in a pens ion s cheme is ill iqu id. These 

char acte r is t ics may lead to a rela t ively low va luat ion of 

pens ion r ights . 

( i i ) Whether the compulsor y nature of pens ion sav ing may for ce 

some ind i v idua ls to s ave mor e  than they would otherw ise 

have done . 

( i i i) Whe ther pens ion funds a r e  able to prov ide annu i t ie s  on 

more favourable ter ms than ind iv iduals cou ld buy 

themselve s . Th is poss ib il i ty i s  not explored fur ther 

her e ,  but, i f  th i s  wer e the case , pens ion fund s may tend 

to reduce household savin g  unless the h igher rate of 

re turn encouraged mor e sav ing. 

8 



(iv) The value of tax concessions given to life assurance and 

pension fund saving as compared with private voluntary 

saving. The tax system gives a powerful incentive to 

pension fund and to a lesser extent to life assurance 

saving, and to owner-occupied housing as compared with 

most other forms of voluntary saving with the possible 

exception of some national savings and gilt-edged stocks. [1] 

10 Whether the tax concessions affect saving will depend on whether 

saving through life assurance and pension funds (LAPFs) is marginal 

or intra-marginal. If pension saving is intra-marginal, the tax 

concession results in a subsidy to saving that would have occurred 

anyway, and its only effect is to raise disposable income. Moreover, 

if it can be assumed that the tax revenue forgone by the tax concessions 

will be exactly offset by compensating higher other (income) tax 

receipts, saving may be unchanged because the compensating taxes would 

reduce disposable income by an equivalent amount to the increase 

resulting from the tax concession. If the incidence among individuals 

of the compensating tax is different from that of the tax concessions 

to LAPF saving, aggregate saving would change. 

11 If, on the other hand, saving through LAPFs is marginal, the tax 

concessions which increase the rate of return to the saver will 

encourage additional saving to some degree. [2] The compensating 

other tax receipts will reduce both consumption and saving, but the 

presumption is that saving will increase. [3] 

12 If the compensating other taxes are adjusted not to maintain 

revenue but to achieve a given level of aggregate demand, then the 

posited behaviour of saving will determine the magnitude of the 

'compensating other taxes'. If tax concessions to LAPF saving 

[1] These points are dealt with in more detail in Appendix A. 

[ 2 )  Tax concessions tend to become capitalised in asset values -

which is particularly important in relation to housing and is 
likely to affect relative post-tax returns on different assets 

and the distribution of savings. In the case of LAPF saving, 

however, the tax concessions are not capitalised, and the rate 
of return is accordingly relatively attractive. The authorities 

attach limits to the amount of saving subject to tax concessions 

to avoid too great an erosion of the tax base. 

[3) Feldstein (1977a) . 
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inc r ease aggr egate sav ing , the ex istence of the conce ss ions w ill 

per m i t  bo th h ighe r per sonal d isposable income and pe r sonal sav ing for 

any gi ven level of aggregate demand. 

13 The conclus ion is th at LAPF sav ing is l ikely to increase aggr egate 

per sonal sav ing but by s ign i f ican tly le ss than on a one- for -one 

bas is. 



3 

T ime ser ies analysis 

14 The l ife funds of l i fe assurance compan i e s  and the fund s of 

super annuat ion schemes are cons ider ed to be the col lect ive prope r ty 

of households . The revenue account o f  LAPFs g ives the fol low ing 

iden t i ty :  the net inf lows into LAPFs mus t  equal employees ' and 

employer s '  cont r ibut ions to LAPFs plus net prope r t y  i ncome rece ived by 

the funds ; [ l ]  and wages and sa lar ies a r e  measured be fore d educt ion of 

employees ' con tr ibut ions . Tot a l  per sona l  i ncome does not , however ,  

inc lude pens ions e tc. pa id by the fund s .  Sav ing i s  de f i ned as 

tot a l  per son a l  i ncome after tax and na t iona l  insurance con tr ibut ions 

less consumer s '  expend iture ( the latter inc ludes the adm in i s t r a t ive 

expenses of LAPFs)  • Per son a l  sec tor sav ing ther e fore inc ludes the 

net inflows into LAPFs , wh i le per son a l  d isposabl e  income includes 

employees ' and e mp loyer s' con t r ibut ions to the funds and the p rope r ty 

income of the funds but not pens ions and other bene f i ts pa id by 

LAPFs ( Ce n t r a l  S tat i s t ic a l  O f f ice , 1 9 6 8 ) . 

1 5  A s imple test o f  the impact o f  LAPF sav ing on aggr egate per sonal 

sav ing has been proposed by Felds te in ( 19 7 7 a) • Br i e f ly ,  the tes t is 

to i ncor por ate the net inf low into LAPFs as an add i t iona l e xplana tor y 

var iable i n  a s av ing equat ion wh ich already i nc ludes an i ncome te r m .  

I t  should be r emembe red that over the pos t-war per iod t h e  s ta te 

pens ion s cheme in the Un i ted K ingdom has pr ov ided a more or less 

adequate bas ic income to r e t ired per sons . The tes t  for th i s  coun t r y  

is thus o f  the impac t of LAPF sav ing o n  aggr egate per son a l  sav ing , 

g iven the exis tence of the s t a te pens ion scheme . [ 2 ]  

[ 1 ]  Prope r t y  income is net o f  payment o f  interest and , in the case 
of l ife assurance on ly , of tax on inte r e s t  and d iv idend i ncome . 

[ 2] Changes in the va lue of pens ion r i ghts , as opposed to s ta te 

pens ions pa i d ,  do not enter the est imated consumpt ion func t ions . 
Attempts by Hemm ing ( 19 7 8 )  to i ncorpor a t e  pens ion r ights in 

agg regate consumpt ion equat ions for the Un i ted K ingdom y ie lded 
inconc lus ive results . The i r  omiss ion is unl ike ly to b ias the 
results seve r e ly . 
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16 A simple model of the form: 

where 

S • a
0 

+ a
1 

RPDI + a
2 

z 

S • personal sector saving, at 1970 prices 

RPDI • real personal disposable income, at 1970 prices 

Z • other explanatory variables 

can be expanded to include the real net inflow into LAPFs, viz.: 

where 

NLPF = the net inflow into LAPFs 
PC c implicit deflator of consumers' expenditure. 

17 Equation 2 tests to determine the consequences for personal 

sector saving of a change in saving through LAPFs. The size and 

significance of the coefficient on the real net inflow into LAPFs 

(a
3

) will show what the response of total personal sector saving has 

been to a change in the net inflow into the funds assuming personal 

disposable income to have been held constant. The net inflow into 

(1) 

(2) 

LAPFs may change, and leave personal disposable income constant in the 

short run, when employees' contributions change, or when administrative 

expenses change, or when pensions and other benefits paid change (see 

paragraph 14) • As the last two instances are relatively unimportant, 

the analysis concentrates upon the effect of changes in employees' 

contributions. 

18 If employers' contributions or property income receipts of the 

funds change, then, ceteris paribus, both personal disposable income 

and the net inflow into LAPFs will change. The test for the response 

of total personal saving to a change in employers' contributions to 

the funds or to a change in net property income receipts of the 

funds is the size and significance of the sum of the coefficients 

(a
1 

+ a
3

) on RPDI and NLPF/PC in Equation 2. In the longer 

run, however, higher employers' contributions probably substitute 

for higher wages. In this case the test for the effect on total 

personal saving will be the same as in the case of employees' 

contributions; namely, the size of the coefficient (a
3

), assuming 

the substitution between employers' contributions and wages is complete. 

19 Two alternative extreme hypotheses are tested: 

12 

(i) The add-on hypothesis 

This hypothesis states that the largely contractual saving 

through the medium of LAPFs results in a one-for-one increase 



in total per sonal sav ing . In other words , pe r sons ' voluntary 

or non-contractual sav ing is not affec ted a t  the mar g in by 

changes in the i r  pens ion or l ife as surance ar r angements . I f  

th is w e r e  t h e  case , the expec ted value o f  a
3 

m ight be 

expec ted to be un i ty ,  but because a
1 

is typ ically pos i t ive 

it is most unl ikely that a
3

, and (a
1 

+ a
3

) ,  could both 

be unity . For h igher employer s '  contr ibut ions and net 

proper ty income of the fund s (wages unchanged) to add on on a 

one- for -one bas is , the sum of the coe ff ic ients ( a
1 

+ a
3

) 

would need to be un i ty ,  imply ing tha t a
3 

= (1 - a
1

) ,  and 

tha t  h igher employees ' con tr ibut ions d id not add on to 

per sonal sec tor sav ing on a one- for -one bas is . I t  thus 

seems appropr iate to spec i fy th is hypothes is in ter ms 

of employer s '  contr ibut ions and net proper ty i ncome of the 

funds ( imply ing i ncomple te add ing on in the case of employees ' 

con tr ibut ions) . Under th i s  hypothes is the expec ted value of 

a
3 

is ( 1 - a
1

) • 

( i i) The subs t i tut ion hypothe s i s  

The second hypothes is holds tha t  total per sonal sav ing i s  

una ffec ted by changes i n  net inflows into LAPFs : households 

perce ive accura tely the changes in con tr ac tual sav ing a nd i n  

saving w ith i n  the funds o n  the i r  behalf and adjus t th e i r  

voluntary sav ing accord ingly . Total pe r sonal sav ing i s  

determ ined b y  demogr aph ic factor s ,  wealth and i ncome , and i s  

una f f ec ted by changes in any one element o f  sav ing for 

contr actual or oth e r  reasons . The expec ted value of a
3 

under th is hypothes i s  is zer o .  Th is impl ies tha t  the sum o f  

the coe ff ic ients ( a
1 

+ a
3

) i s  pos i t ive ( = a
1

) s o  that 

complete subs t itut ion would not be expec ted i n  the case of 

h igher employer s '  con t r ibut ions or h ighe r ne t prope r ty 

income of the fund s . [l ) 

[ 1 )  An alte r nat ive approach is to def ine per sonal d isposable income 
net of LAPF elements , and i ncor por a te NLPF/PC sepa r a tely .  Th i s  

doe s n o t  per m i t  the d is t i nc t ion , say , be tween the ef fec t s  of 
employees ' and employer s '  con t r ibut ions ( the coe f f ic ient on 
NLPF/PC would apply to changes in LAPFs for whatever reason) . 

One set o f  r e sults is g iven in Append ix B .  To isolate fully 
the d if fe r e n t i al e f fects o f  the var ious componen ts o f  the 
revenue account of LAPFs on sav ing , each componen t  would h ave to 
be incorpor a ted sepa r ately ( and RPD I de f ined n e t  of the rele vant 
elements) . Th is w as not attempted , pr imar i ly because of the 
lim it a t ions of the data but also because of probable mult i­
coll inea r ity problems . 
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20 The method used in this paper was to estimate consumption 

functions - partly because the existing Bank short-term model[!] has 

disaggregated consumption into durables and non-durables expenditure, 

and the counterpart saving equation would be unwieldy and very 

difficult to estimate. However, the implied estimate of 

a1 and a3 in Equation 2 can be easily derived from the 

consumption function. [2] Appendix B gives detailed results of 

various estimated consumption functions, but the results using 

consumption equations of the type incorporated in the Bank model are 

given in Table A opposite, and the essentials summarised in Table B. 

Table B 

Implied coefficients on (NLP F/PC) and real disposable income in saving 
Equation 2 as derived from Equations (2) and (4) in Table A[a] 

�D CD Total 
equation equation[b] saving 

a3 current period +0.27 -0.27 
long run[c] +0.51 -0.27 +0.24 

a
l 

current period +0.75 +0.02 +0.77 
long run[c] +0.53 +0.06 +0.59 

(a
l 

+ a3) current period +1.02 -o.25 +0.77 
long run[c] +1.04 -0.21 +0.83 

(a] For derivation of the numbers in Table B from Table A see 
footnote [2] below. 

[b] YCDL in the durable equation is defined as: 

0.3(YD - YJG)/PCD + 0.7 YCDL_
1

• 

[c] Ignoring long-run feedbacks through saving and the acquisition 
of liquid assets which, if included, would tend to reduce the 
saving coefficients. The long run in this context is the 
effect after two or three years; the adjustment coefficient, A , 
in the CND equation (see Appendix B, Equation 6) is 0.53. 

21 The results for the durables equation are surprising and 

disappointing: the coefficient a3 is wrong-signed, and the size of 

the coefficient is such that taken at face value it, together with 

[l] The form of the durables equation used in this paper is slightly 
different from that currently in the Bank model. Copies of 

[2] 

the model listing are available from the Economic Intelligence 
Department of the Bank on request. 

S = a1 RP DI + a3(NLP F/PC) 

S RP DI - C 

c 

(3) 

(4) 

(5) 
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the coefficient in the CND equation, implies that in the current 

period increased saving through higher employees' contributions to 

LAPFs, ceteris paribus, has no effect on total saving. It seems 

implausible that net inflows into LAPFs could have equal and opposite 

impact effects on expenditure on non-durables and on durables. 

Even so, the size of the coefficient on (NLPF/PCD) was largely 

unaffected by the inclusion or exclusion of other minor variables from 

the equation. But the chief effect on the durables equation of 

including (NLPF/PCD) was to reduce the coefficients on disposable 

income and mortgage advances quite substantially. As the (NLPF/PCD) 

series increased most rapidly during the period 1971-73, 

coincidentally with a consumer durables expenditure boom, this suggests, 

perhaps, that the correlation of (NLPF/PCD) and CD is spurious. 

Indeed, when the coefficient on (NLPF/PCD) is set at zero the standard 

error of the equation is little changed, and the coefficient on the 

income term appears more plausible. In Equation (3) in Table A the 

marginal propensity to consume durables (MPCD) is close to the average, 

whereas in the equation with (NLPF/PCD) included, the MPCD out of 

household income is only about two thirds of the average. OVer time 

the average propensity has tended to rise slowly so that the expected 

value of the MP CD is close to or a little above the average propensity 

to consume durables. Setting a3 in the durables equation at 

zero, therefore, results in a more plausible equation. This assumption 

is carried forward throughout the subsequent analysis. [1] 

22 The results for the non-durables equation on their own conform 

closely with those expected under the add-on hypothesis: the sum of 

the coefficients a
1 

and a3 is unity. The propensity to save 

out of income (coefficient a
1

) after two or three years, as derived 

from the CND and CD equations, appears high ( 0 . 6 ) , but it does exclude 

feedbacks from saving through the accumulation of liquid assets to 

consumption. 

23 These results suggest that an increase in LAPFs resulting from 

higher employees' contributions (as indicated by the value of a3
) 

[1] An alternative way of viewing the results would be to regard 

16 

real personal saving as given by [(YD/PC) - CND]. That is, 
'saving' includes the purchase of durables. To be theoretically 
correct CND should include the implied rental value of durable 
goods, but this omission is unlikely to affect the fit of the 

CND equation very much. 



will result in some offsetting reduction in other saving. The 

point estimates of Equation (2) in Table A [l] indicate that, after 

two or three years, for every £1 increase in employees' contributions 

and premium payments to life assurance companies, other saving of 

persons will fall, ceteris paribus, by just over £0.5. The model 

does not explicitly pick up very long-run influences such as 

those due to changes in income distribution, to changes in pension 

arrangements, or to large changes in the coverage of private pension 

schemes, all of which are assumed to be zero in the time series 

analysis. 

24 Where, however, the inflow into LAP Fs is due to higher employers' 

contributions (wages unchanged) or to higher (net) interest and 

dividend income accruing to the funds etc. (as indicated by the 

sum of the value of coefficients a
1 

and a
3 

in the CND column in 

Table B) there appears to be no discernible substitution for other 

saving; instead there appears to be a virtual one-for-one addition 

to personal sector saving, even after two or three years. Where 

higher employers' contributions are associated with lower wages, 

other saving will fall by just over half of the increase in 

contributions. 

25 The estimates should be treated with extreme caution, not 

only because of the problems with the dur�bles equation, but also 

because the results have been obtained from quarterly data covering 

only a short period of fourteen or so years. In addition, the real 

net inflow into LAP Fs is clearly highly correlated with various 

components of disposable income [2] - both the wage and the property 

income elements - and the danger of spurious estimated relationships 

is great. Appendix B attempts to test the hypothesis using other 

models - with limited success. 

26 For the United States, Feldstein (1977a) using a much longer run 

of annual data - from 1929 to 1974 - derived an insignificant point 

estimate of a
3 

in Equation 2 of +0. 35. While this result is 

[1] Other models using similar data give a range of estimates (see 
Appendix B ) . In addition there is some evidence to suggest 
that the point estimates are not very stable over time. 

[2] For example, the simple correlation coefficient of (YD-YJG)/PCND 
on (NLP F/PCND) is 0. 93. 

17 



consistent with the substitution hypothesis (a3 not significantly 

different from zero), the point estimate is close to the estimates 

given in Table B and in Appendix B. 

2 7  Thus, the very tentative conclusion of the time series analysis 

is that aggregate personal saving has been increased by LAP F saving, 

more or less on a one-for-one basis, except when the increase resulted 

from higher empldyees' contributions or premium payments on life 

assurance policies or when higher employers' contributions were 

associated with lower wages, in which cases aggregate saving was 

increased by less than one half. 

1 8  



4 

Cross-section studies 

28 Time series analysis - particularly with a short run of data 

has severe limitations. An alternative approach, and in theory 

at least, a more fruitful one, is to test for the influence of 

pension fund and life assurance contributions and rights on other 

saving using standard cross-section analysis techniques. This 

section first reviews the literature - wholly North American in 

origin - and then briefly discusses the feasibility of undertaking a 

cross-section study using UK data. 

Survey of the literature 

29 Early papers by Cagan(l965) and Katona(l965) concluded that 

persons covered by private pensions may save more than persons not 

covered by pensions. Cagan analysed data generated by a postal 

survey of US 'Consumer Union' subscribers - by no means typical 

consumers. A regression equation implied that an increase in the 

individual's rate of pension contribution was associated with a higher 

level of direct or discretionary saving. Katona analysed data 

collected by a University of Michigan survey of randomly selected 

households and also found that participation in a pension plan raised 

other saving when age and current income were taken into account. 

30 Cagan defended his results in terms of a 'recognition effect': 

when an individual is 'forced' to participate in a pension plan , he 

recognises for the first time the importance of saving for his old 

age. Katona(l965, p. 4) added a second explanation: according to 

the psychological research 'goal gradient' hypothesis, 'effort is 

intensified the closer one is to one's goal'. However, Feldstein(l974) 

argues that these findings can be explained by extending the life-cycle 

hypothesis of saving to make the extent of retirement endogenous. 

Persons covered by pensions have an incentive to retire earlier than 

they otherwise would, but at the same time need to increase their 

other saving to finance consumption over the longer retirement period 

(see Section 2 of this paper). 

31 Despite the intellectual effort involved in explaining the 

apparently perverse results of Cagan and Katona, later work -
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particularly by Munnell - has tended to throw up results more in 

line with the time series results reported for the United Kingdom in 

the previous section of this paper. Indeed, Munnell(l974) reanalysed 

Cagan' s data using a multiple regression model which incorporated 

demographic and economic characteristics and found a very weak and 

completely insignificant negative effect of pension saving on other 

saving. 

32 Work on Canadian data by Schoeplein(l970) found that lower and 

middle income classes do substitute - albeit imperfectly - pension 

contributions for alternative forms of (contractual) retirement 

saving. [1] Other forms of ' retirement' saving in Canada, and 

pension contributions, are tax-deductible when invested in one or 

more of several savings media, up to various ceilings: there are 

restrictions both on the forms of saving and penalties for withdrawal 

prior to retirement age. Licensed annuities (including the annuity 

element of life assurance policies), special life assurance contracts 

and special federal government old age income bonds are eligible. 

However, he found that other retirement saving complemented pension 

saving in the highest income groups which, because of tax inducements, 

have high propensities to save in all forms. 

33 Munnell(l976) using longitudinal panel data found that male 

employees over forty-five years have a lower stock of direct or 

discretionary savings when they have private pension rights, although 

not lower by as much as the net present value of the benefits. The 

evidence suggests some substitution between discretionary and 

contractual saving. 

34 Thus, on the basis of North American data, the cross-section 

econometric evidence is inconclusive, though the later evidence -

and the more sophisticated treatment of earlier studies - does point 

to there being a small substitution effect. 

Possible research using UK data 

35 The Department of Employment Family Expenditure Survey (FES) 

collects information on expenditure, and income, and, in addition, 

separates out life assurance premiums and contributions to private 

[1] In equations for the various lower to middle income ranges with 
other ' retirement' saving as the dependent variable, the 
significant coefficients on pension contributions ranged from 
-o.12 to -0.56 although most fell in the -0. 25 to - 0. 45 range. 
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pens ion funds , by household. I t  should , therefor e ,  be poss ible to 

run cross-sect ion regress ions , probably for each income br acket , 

w ith household discret ionary sav ing specif ied as a funct ion of age 

and sex of head of household , number and age of ch i ldren and other 

member s  of the household , income , type of hous ing tenure , employment 

status , and the amount of contr ibut ions to life assur ance and/or 

pens ion funds. But , the sur vey is pr imar ily a sur vey of expend iture 

on goods and ser v ices by households , and income infor mat ion is only 

collected to enable the class if ica t ion of households into income 

groups. The d i f ference between repor ted expend iture and repor ted 

income is not a rel iable measure of sav ing or d issa v ing . Although 

most o f  the income informat ion obt a ined is on a cur rent bas is ,  

income f rom investment , sel f-employment and some other sour ces 

r elates to a prev ious twelve-month per iod , so that all the informat ion 

does not r elate to a common t ime per iod . Infor mat ion on changes in 

f inanc ial and other assets is not collected . For these reasons any 

test for the influence of LAPF sav ing on other sav ing us ing the FES 

is unl ikely to be rel iable. 
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5 

Imp l ica t ions of the for m  o f  pens ion scheme ar r angements 
for per sonal sector sav ing 

36 The ver y  tentat ive conclus ion to be dr awn f rom the t ime ser ies 

ana lys is , and from the rev iew of Nor th Amer ican cross-sect ion s t udies , 

is th at there is less th an f u l l  subs t i t u t ion of sav ing thr ough LAPFs 

for other sav ing . Where sav ing i s  made exp l ic i t  to the ind iv idual 

through mar g ina l  changes in employees ' contr ibut ions and premiums on 

l ife assu r ance pol ic ies , or where emp loyer s '  con t r ibut ions to pens ion 

funds subs t i tu te for wages pa id,  subs t i t u t ion is about one ha l f .  

H igher employer s '  con t r ibu t ions and net proper ty income of the f unds , 

ceter is par ibus , increase per sona l sector s a v ing a lmos t pound for 

po und . [1 ] [2 ] 

3 7  The spread o f  fu nded pens ion schemes to cover a lar ger propor t ion 

of the wor k ing popu lat ion wou ld incr ease aggregate per son a l  sector 

sav ing qu ite s ign i f ican t ly .  The scope for extend ing the membersh ip 

of pr i vate f u nds is , however , relat ively l im i ted . Exc l ud ing the 

2 1/2 m i l l ion or so publ ic sector emp loyees in ' pay-as-you-go ' s chemes , 

probably a lmos t  h a l f  of a l l  employees are in p r i vate f u nded schemes . 

Of the 1 0  m i l l ion wor ker s not covered , probably 4 m i l l ion are ine l i g ible 

for a funded scheme because of age , insu f f ic ien t  ser v ice or par t- t ime 

or tempo r a r y  emp loyment .  

3 8  The net inf low into LAPFs has r isen f r om about 4 3/4 %  o f  per son a l  

sector d isposable income in t h e  l a te 1 9 6 0 s  t o  about 6 1/2 % in the 

mid- 1 97 0 s . Th is increase is probably due more to the enhancement 

of schemes , and to the need s ince 1 9 7 5  to make good both the f a l l  i n  

the v a l ue of assets held a n d  d i v idend and interest income rece ived by 

the f u nds relat ive to the s a l a r ies o f  fund member s ,  than to the w ider 

cover age of schemes . 

[ 1] I f  these mar g in a l  coef f ic ients are appl ied to t he tot a l  net 

inf low into LAPFs , wh ich is stretch ing cred ib i l ity to the 
ext reme , and assuming a l l  i n f lows subs t i tu te for wages in the 

lon g  term ,  the fol low ing picture emerges . I n  1 97 7 , the net 
inf low into LAPFs w as £6 b i l l ion ( 4 5 . 2 % of per son a l  sector 

sav ing) : w ithout LAPF saving , per son a l  sector s a v in g  wou ld have 

been about 2 5 %  lower . 

[2 ] I n  the very lon g  r un ,  of cour se ,  h ig her con tr ibut ions w i l l  be 
matched by h igher pen s ions pa id and w i l l  thus be consumed . 
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3 9  To the extent that the cont inued enhancement of pr i vate pens ion 

schemes may offset the ef fect of abandonment by some compan ies 

of the ir own schemes in f avour of th e new sta te scheme , the level of 

net inf lows into LAPFs is l ikely to be ma intained relat ive to persona l 

d isposable income . I f  th is proves to be the case , the persona l 

sector sav ing r a t io cou ld be about th ree quar ter s of one per centage 

po int or , on extreme assumpt ions about the degree of subst i t u t ion of 

contr ibut ions for wages , [ 1 ]  1 3/4 percentage points h i gher than the 

aver age of the 196 0 s  ( about 8 1/2 %) . 

4 0  The resu l ts of the t ime ser ies ana lys is may be used a lso to 

cast some l ight on the impl icat ions for persona l sector sav ing of a 

sw itch from a funded to a state unfunded pension ar r angement . [ 2 ]  [ 3 ]  

Under an unfunded scheme , contr ibut ions by or on beh a l f  of cur rent 

employees more or less match cla ims by r e t ired per sons . Given the 

secur i ty af for ded by the s tate ,  an ind iv idual sho u ld be ind i f ferent 

as be tween a state unfunded scheme , and a funded scheme wh ich of fered 

s im i lar benef i ts .  Init ially ,  cont r ibut ions and sav ing wou ld be less 

under an unfunded scheme s imply because there is no need to accumu late 

the f und . [ 4] Later in the l ife of the scheme , cont r ibut ions wou ld be 

less in a funded scheme because of the f low of income f r om the 

accumu lated assets in the fund .  Tot a l  contr ibut ions ( emp loyees ' and 

employer s ' )  for and on beh a l f  of an ind iv idual over h is wor k ing and 

pens ionable l ife wou ld be ident ica l under the two schemes , if the rea l 

inter est r a te were zer o ,  and real f ina l sa lar ies and thus real i n i t i a l  

[ 1 ]  Assum ing a l l  o f  the net inf low into LAPFs to be the res u lt o f  
h igher employer s '  contr ibut ions (or proper ty income) pa id for 
ou t of prof i t s  r a ther than wages . 

[ 2] The w ider issues , and par t icular ly the dynamic problems o f  

mov ing from fund ing to pay-as-you-go pensions a r e  dea l t  w ith in 
two papers ( as yet unpubl ished) subm i tted to the Comm i ttee to 
Rev iew the Func t ion ing of F inanc ia l  I ns t i t u t ions ( the W ilson 
Comm i t tee) : a note by HM Treasury on ' Economic imp l icat ions o f  
sw itch ing pension schemes from fund ing to pay-as-you-go ' ,  and 
ev idence by the Government Ac tuar y ' s  Depar tment on ' The f inancing 
of occupationa l pens ion schemes ' .  

[ 3 ]  The effects o f  a sw i tch to a company unfunded scheme ar e dea l t  
w ith i n  paragr aph 4 2 .  

[ 4 ]  I n  the United K ingdom a t  present , contr ibut ions to a state 
unfunded scheme wou ld be about £2 b i l l ion as compar ed w ith the 

ex ist ing contr ibut ions of £4 . 4  b i l l ion (see HM T r eas u r y ,  ' Economic 

imp l icat ions of sw i tch ing pension schemes from fund ing to 
pay-as-you-go') . 
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pensions were con stant. [ 1 ]  If the r a t e  of gr owth of r ea l  final 

salaries and real initial pensions exceed the real inte rest r a te , the 

unfunded state scheme wou ld have lower contribu tions. [ 2 ]  With a 

gr owing popula tion , agg regate con tribu tions under an unfunded state 

scheme would tend to be lower because the r e  is a lways a re latively 

high wor ker/pensione r ratio as compared with a situa tion in which both 

popu la tion and age dis t ribu tion wer e  s table. 

41 It seems r easonable to assume that some reduction in discr e tionary 

saving r esu lts from an unfunded s tate pension scheme compar ed with a 

sit uation of no for mal pension ar r angements . [ 3 ] This assumption , 

together with the tenta tive conclusion ear lier that net in flows into 

LAPFs tend to augment total per sona l  saving , sugges ts th at a switch 

from funded pension schemes to a state unfunded scheme (ignor ing the 

pr oblems of tr ansition ) wou ld r esu lt in a fall in per sonal sector 

saving at any given level of income. A mos t  impor tant qualifica tion 

is that the mar ginal coe fficients deduced ear lier in the paper ar e 

assumed , per h aps unjus tifiably, to hold for a change in the whole 

s tr uct u r e  of pen sion a r r angemen ts . 

4 2  A switch from fu nded to unfunded company or indus t r y  pension 

schemes would tend to have br oadly the same in fluence on per sonal 

sector s aving as a switch to a s tate unf unded scheme with two poten tially 

impor tant provisos. 

(i) The s ecurity provided by a priva te u nf unded scheme based 

as it is on the f u t u r e  viability of the company or ind us t r y  

is poor e r  than for a s t a t e  scheme . 

may tend to be higher as a resu lt . 

Discr e tionary saving 

(ii)  The company could adapt it s policies in a numbe r of ways , 

one of which wou ld be the dis tribution of its initially 

[ 1 )  Pensions in payment held constant in nomina l terms , at the 
leve l given by the r eal initial pension . 

[ 2] I ndexation , or any enhancement o f  pensions in payment, swings 

the argument even f u r ther in favou r  of an unfunded s tate s cheme . 

[ 3 ] This is based on the evidence presented e a r lie r in the paper on 

the impact o f  cont ribu tions , a lbeit to f u nded schemes, on s avings 
and on the results o f  inves tiga tions o f  the mar ginal propensity to 
consume 'socia l secu rity wealth ' which indicate that the mar g inal 
propen sity to consume this for m of wealth cou ld be as high as for 

othe r  wea l th . See Feld stein (19 7 4 ,  1 9 7 6 a , 1 97 6 b, and 1977b) , 
Munnell (19 7 4  and 1 97 6 )  and Hemming (1978 ) . 

2 4  



reduced wages b i l l  as h igher div idends. [ 1 ]  The equ ity 

mar ket , if fu lly in formed , would r ecogn ise that these h igher 

div idends d id not r epre sent a per manent incr ease in the 

company ' s  prof i tabi l i ty bu t only a postponement of employee 

compensat ion unt i l  the pens ion is pa id. Shar eholde r s  

shou ld save all o f  the div idend to maintain t h e  ne t present 

va lue of the ir ne t wor th but they are unl ikely to do so. If 

the in it ia lly reduced wages b i l l  is pas sed on in lower pr ices, 

rea l  incomes , real consumpt ion and r e a l  sav ing wou ld incr ease , 

bu t the increase in real sav ing would be smal l  r e lat ive to 

the fall assoc iated w ith the in it ial cut in the wages b i l l  

beca use the mar g ina l propens i ty to save out o f  r ea l  wages is 

low , say 0 . 1  or 0.2 .  

[1 ] One alte rnat ive is tha t  companies cou ld save the reduced wages 

bill : that is , the pens ions wou ld be infor mal ly funded by 
re inve s t ing in the bus iness . 
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6 

Summary 

4 3  The tentat ive conclus ions o f  the paper are th at inflows into LAPFs 

( g iven the ex is tence of the s ta te pens ion scheme) result in a net 

add it ion to per sonal sector s av ing . Where an increase results from 

h ig her employees ' contr ibut ions or f r om h igher employer s '  contr ibu t ions 

assoc ia ted w ith lower wages , per sonal sector sav ing r ises by p robably 

about half of the h igher contr ibut ions . In the case of an increase 

result ing f rom h igher proper ty income or employer s '  contr ibut ions , i t  

may be almos t  fully reflected in h ig her per sonal sector sav ing . The 

relevant tax a r r angements , outl ined in Append ix A, appear to g ive a 

strong incen t i ve towar ds th i s  type of ins t it u t ional sav ing , although 

the tax sys tem also d iscr iminates in favour of other forms of sav ing -

notably through the t rea tment o f  owner -occupied hous ing . On the 

bas is of present tax a r r angements and assum ing no s i z able switch from 

pr ivate pens ion s chemes to the new s ta te scheme , th is paper s ugges ts 

tha t  LAPF sav ing is l ikely to help ma inta in the s av ing r a t io at a 

sl ightly h igher level than in the late 1 960s . F inally, a sw i tch f rom 

funded to unfunded pens ion schemes ( ignor ing the problems of trans i t ion) 

would probably be as soc ia ted w ith a f all in per sonal sector s a v ing . 
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Introduct ion 

Append ix A 

Tax a r r angemen ts for life assurance 
and pens ion fund sav ing 

44 The UK income and cap i tal taxat ion system has evolved over a 

number of yea r s :  concess ions have been g iven t o  var ious outlets for 

sav ing and investment wh ich at some po int in t ime have been regar ded 

as wor thy of spec ial encouragement .  For example, concess ions have 

been g iven to owner -occupied hous ing, to g ilt-edged secur i t ies, to 

nat ional sav ings, to industr i al and agr icultural investment, as well 

as to sav ing through life assurance and pens ion funds ( LAPFs) • 

Concess ions to one for m of sav ing/ investment are l ikely in some 

degree to counterbalance concessions to another for m. I t  could be 

misleading to s ingle out only the concess ions to LAPFs. Those for 

owner -occupat ion - the tax deduct ibility of in ter est payments on the 

f ir st £25,0oo of mor tgages when the imputed rent on owner -occup ied 

houses is not taxable, [1 ] and the exempt ion of owner -occup ied hous ing 

from cap ital gains tax - are clear ly impor tant counter weights to any 

concess ions g iven to LAPF sav ing . However, the concessions to 

industr ial investment tend to inter act w ith, and r e in for ce, the 

effects of the concess ions to LAPFs . 

Treatmen t of l i fe assurance and pens ion funds 

4 5  The tax a r rangements for LAPF sav ing a r e :  

( i) Trea tment o f  ind ividuals ' con t r ibut ions t o  pens ion fund s .  

( a) Subject to cer tain l imitat ions, [2 ] sav ing out o f  ear n ings 

of an employed person ( includ ing employers ' con t r ibut ions) 

wh ich is placed w ith approved pension schemes is not 

subject to t ax. 

[1 ] I n  terms o f  f iscal pr inc iple, mor tgage interest would be a p rope r 
deduct ion if imputed owner -occup ier rent was included in taxable 

income. Th is was the case under Schedule A. In the absence of 
a char ge on imputed r ent, the jus t i f icat ion for the deduct ibi l i ty 
of mor tgage interest is less clear . 

[ 2 ]  The rules o f  approved schemes are requ ired to limit employees ' 
contr ibut ions to 1 5 %  o f  ear n in gs. 
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(b) Self-employed persons ' sav ing , subject to a d if ferent and 

more restr ic t ive set o f  l imitat ions, [l ] wh ich is used for 

the purchase of an approved ret ir ement annu i ty, is similarly 

exempt from income tax. 

(c) Tax is cha r ged on the full amount of the pens ion or annu i ty, 

wh ich is trea ted as ear ned income, when received by the 

ret ir ed per son. However,  about one quar ter of the total 

value of an ind iv idual ' s  r et i rement benef i t, [2 ] under some 

approved schemes, may be commuted as a lump sum, wh ich 

is tax- free. 

{ i i ) Treatment of pens ion funds and ' pension bus iness ' of l ife 

assurance companies. The investment income and capi tal ga ins 

wh ich acc r ue to the pens ion or ret irement annu i ty fund a r e  

exempt from tax, as also are underwr i t ing comm iss ions. 

is no exempt ion f rom development land tax. 

{ i i i) Trea tment o f  ind iv iduals ' sav ing through l ife assur ance. 

There 

( a) Sav ing through premiums for l ife assurance, subjec t to 

cer t a in l imitat ions, [3 ] qual if ies for income tax r elief, 

but th is r el ief is l imi ted to h alf the bas ic ra te. From 

197 9/80 onwar ds, th is r el ief w ill be g iven by reducing 

qual i fy ing premiums by 1 7 %  and so w ill not enter into the 

ind ividual ' s  tax r eturn. 

{b) Pol icyholder s are not taxed on the proceeds o f  the pol icy. 

The amount paid on matur i ty of a l i fe assu rance pol icy 

can be regar ded as a retur n of premiums, plus income and 

cap i tal gains earned on the p remiums by t he l ife assurance 

company, less the costs of prov id ing the pol icy ( including 

the l ife assurance element). 

[1 ) Con t r i bu t ions up to 1 5 %  of net ear nings ( or in the case of 1 9 7 7/7 8 
and subsequent years £3, 000 per annum if smaller )  only a r e  exempt. 
In ear l ier yea r s  the spec i f ic limit w as lower. 

[ 2 )  About one quar ter commutat ion is poss ible where bene f i ts in 
pens ion and cash are at or about the max imum the Inland Revenue 
pe r mit. The cash l im it is, however ,  up to 1 1/2 t imes f inal 
remunerat ion and where benef i ts are modes t the propor t ion in cash 

form can be greater than one quar ter ,  even up to 100% . 

[ 3 )  Quali fy ing l ife assurance pol ic ies o f  ten yea r s  or more att ract 
rel ief on total premiums not exceed ing one s ix th o f  total income 

for the yea r .  From 1 9 7 9/80 , the rel ief must not exceed £1, 500 
per annum or one s ix th o f  total income, wh ichever is the greater. 
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(c) S ingle premium and other non-qual ify ing pol icies do 

not at t r act r el ie f  at ( a) above , and the excess of pol icy 

proceeds over prem iums ( un indexed) may be l iable to h ighe r ­

rate tax . 

(d) Te rm insurance cover (unde r wh ich noth ing is pa id by 

the insu rance company if the pol icyholder surv ives to 

a st ipu lated da te) attrac ts concess ions unde r ( a) and 

( b) above , and ( i v) be low. 

( i v) Treatment o f  the 'non-pension bus iness ' of l ife assurance 

companies. The rate of tax on income rece ived by insur ance 

compan ies [ l ]  wh ich is earmar ked for the bene f i t  of pol icy­

holder s  is r estr icted to 3 7 . 5 % ( not too d iss imilar f r om the 

standar d  r ate of income tax) • Comb ined w ith ( i i i) ( b) ,  th is 

effect ive ly exempts pol icyholders from h igher r ates of income 

tax on income ea r ned on the i r  premiums. 

46 The gene r a l  t r e a tment of sav ing unde r an income tax system is 

that sav ing takes place ou t of tax-pa id income , and incomes de r ived 

from sav ings are by and lar ge subjec t  to income tax, [ 2 ]  augmented in 

the Uni ted K ingdom by an investment income su rchar ge. The tax 

t re atment of pens ion prov is ion , in effec t  regar ds the pens ion as 

de fe r r ed pay , and spec i f ica l ly exc l udes from tax the var io us stages 

in the fund ing process. Thus , the contr i but ions , both by employers 

and employees ,  are excluded from tax and , in the case of a funded 

scheme , so is the investment income of the fund. The pens ion pa id 

out is taxed as earned income , al though i t  is poss ible to prov ide 

for about one quar ter of the tot al v a l ue of an ind iv idual ' s  r e t ir ement 

bene f i t  to be ta ken in the for m of a tax- free lump sum. M the 

Meade Cornm i t tee (l978) has pointed out , th is tax t r e atment can be 

r egarded as be ing cons istent w ith an expend i t u r e  tax, whe r e  sav ing 

is exempt from tax. In th is instance the pens ion pa id out , wh ich 

[ 1 ]  Under sect ion 2 6 ( 2) ( a) of the 1 9 7 4  F inance Act ,  the pol icyholde r ' s  

sha r e  of l if e  assu r ance cap i t a l  ga ins is char ged a t  3 0% .  Because 
of the operat ion of the alte r nat ive charge for ind iv iduals 

(Sect ion 2 1 ,  1 9 6 5  F inance Act) , th is is a h ighe r rate than would be 
char ged to an ind iv idual w ith a mar g inal income tax r ate of less 

than 60% , and/or if the ind iv idual was able to ava i l  h imsel f  of 
the small d isposals exempt ion. 

[ 2 ]  Some nat ional sav ings int e r est is tax- f r ee. 
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is used presumably almost wholly for consumpt ion is taxed . The 

exempt ion f rom tax o f  any commuted lump- sum payment would no t be 

cons is tent w ith an expend iture tax . 

4 7  The present treatment o f  approved life assurance pol ic ies is 

more cons is tent w ith an income tax , r a ther than an expend i t ure tax : 

prem iums are paid out of taxed income , income ar is ing w it h i n  the 

company f r om the premi ums is taxed , and mat u r ing pol ic ies are not 

t axed . Dev iat ions from cons is tency in th is trea tment are : 

(a) that premium payments enjoy h alf r em iss ion of bas ic 

rate income tax, and 

(b) that income and cap i tal ga ins accr u ing w ith in the 

compan ies are taxed a t  only 3 7 . 5 % r a ther than the pol icy­

holder s '  marg inal income tax r a te . 

4 8  The ar r angements cover ing pens ions and l ife assurance are therefore 

not wholly cons i s tent w ith any sys tem of pe r sonal t axat ion , although 

the trea tment of pens ions is br oadly s im ilar to that under an 

expend i t u re tax , wh ile l i fe ass ur ance is treated more or less as 

under an income tax. The present personal t ax sys tem treats most 

other sav ing as under an income tax . [1 ] 

4 9  The tax t rea tment of much fixed inves tment conver ts an apparent 

income tax as far as trea tment of sav ing is concerned into a tax 

w i th many of the at t r ibu tes of an expend i t u re tax . For example , 

inves tment in plant and mach inery i s  ent i tled to lOO% i n i t ial year 

cap i t al allowance aga inst cor por a t ion tax and income tax. The 

Meade Comm i ttee spells out the f ull implicat ions , but prov ided 

that the bus iness mak ing the inves tment has other ( s u ff i cient) 

[ 1 ]  The treatment of owner -occup ied hous ing ( both imputed r ent and 
interes t cha r ges on mor tgage tax exempt) is incons i s tent w ith 
either an expend iture tax or w i th an income tax. The Meade 
Comm i ttee ( 19 7 8  pp . 2 2 1- 2) v iew the appropr iate expend i t u re tax 
trea tment as be ing the taxat ion of impu ted rent as consumpt ion , 

3 0  

and the allowance of mor t g age interes t and r epayment a s  deduct ions . 
Under an income tax, imputed r ent would be taxed as income and 
interes t payments would be deduct ible . 



tax liabilities it is able to invest the full amount saved before 

tax. (1] 

Table C 

Hypothetical example: investment in plant and machiner y  

£ 

1 Saver : [a] 
(i) saving pre-tax 200 

(ii) saving after tax (tax r ate 50% ) 100 
2 Investor : [ a] 

(i) funds available from saver lOO 
(ii) tax saving if investor invests 

200 ( 50% tax r ate) 
(iii) investment in plant and machinery 

3 Investment yields 10% per annum : [b] 
(i) return to investor , pre-tax 

(ii) return to investor , after tax 
( 50% tax r ate) 

lOO 
200 

20 

10 

10% (of 

10% (of 

200) 

200) 
(iii) return to saver , pre-tax (after tax 

cr edit of 50% of 200) 20 2 0% (of lOO post-tax 

(iv) return to saver ; post tax 
( 50% tax r ate) 

saving) 

10 10% ( 5 % of pre-tax 
saving) 

[a] In the case of an unincor por ated business the saver and investor 
may well be one and the same person. 

[b] The symmetr y of r ates of r eturn follow from the fact that the 
rate of advanced cor por ation tax is assumed to be the same as the 
individual saver' s marginal income tax r ate. 

[1] The chief allowances on capital expenditure are as follows : 

(i) Plant and machinery : lOO% initial year capital allowances , or 
at the discretion of the taxpayer , a lower initial year 
percentage with the balance written off at 2 5 %  on the written­
down cost. Sale proceeds of such assets are taxed as income. 

(ii) Industr ial buildings : 50% initial year capital allowances of 
the cost of the str ucture (not the land) , plus an annual 
allowance of 4 %  of the cost. The full cost is written off 
over twenty-five years r egardless of subsequent sale proceeds,  
although if sold within the twenty-five year s adjustments ar e 
made on sale to equate allowances with actual expenditure 
suffered. 

(iii) Agricultural and forestry buildings and works : 20% initial 
year capital allowances , and the balance written off over 
eight year s with no adjustments on subsequent sales. 

(iv) Hotels : 20% initial year capital allowances , plus an annual 
allowances of 4 % .  The treatment of sales etc . is similar to 
that for industrial buildings. 

(v) Other commercial buildings and rented houses : no depreciation 
allowances. 
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5 0  I f  the saver pays no tax - as in the case of sav ing through a 

pens ion fund - and the invest ing company has other tax l iab i l it ies 

aga inst wh i ch to offset th e cap i t a l  allowances , the hypothet ica l 

example shows tha t the investor would be able to invest 400 in p lant 

and mach ine r y ,  for every 200 saved (pre-tax) . Assum ing a 10% 

r e turn pre- tax to the investor , the pens ion fund would r ece ive (no 

tax payable) 40 for every 200 saved ( i . e .  a 20% r e turn) , compared 

w ith 10 ( i . e .  a 5 %  r e turn on pre- tax sav ing) for a taxpayer w ith a 

ma r g ina l tax r at e  of 50% . When the pens ion is pa id (w ith tax 

lev ied at 50% ) the rate of r e turn on sav ing through the pens ion fund 

would drop to 10% (on pre- tax sav ing) . To the extent that the 

pens ion is tax exempt , as in the case of a commuted lump-sum pens ion , 

the r a t e  of r e turn w ill be 20% . 

5 1  The illustrat ive example on the prev ious page shows the g r e a t  

incent ive t o  d ir ec t  sav ing through pens ion schemes ; the incent ives 

for l i fe assur ance sav ing a r e  not qu i te so mar ked,  although the 

r e m iss ion of half the bas ic rate tax on prem iums , and the v ir tual 

exempt ion of proper ty income accru ing w ith in the company f rom h ighe r 

r ates of income tax make l if e  assurance relat ive ly a t tr ac t i ve -

par t i cular ly to the ver y h igh mar g inal r ate income tax payer . 
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Appendix B 

Consumption functions: regression results 

52 Bank model type equations[! ] 

The Bank equations for personal consumption of non-durable goods 

(CND) [Townend 1 976] and durable goods consumption (CD) were re­

estimated using data for the periods 1963 4th quarter - 1977 2nd 

quar ter, and 1963 3rd quarter - 1977 2nd quarter respectively . The 

CND equation was freely estimated, with no constraint on the 

coefficient of lagged r eal net liquid assets being imposed . 

The two equations on the Bank model are: 

CND = >.a + 
0 

t 
. 6 ( YJG

) + O 3 ( YJG
) PCND • PCND - 1 

( YJG
) J + 0 . 1 PCND _ 2 

YD YJG NLAJ_ 1 NLAJ_2 
- .\a l  ( P �D 

) + a2 ( PCND ) - ( l  - .\ ) a2 (PCND ) 
- 1 

+ ( 1 - A l fo - t · 6 (PY��l + o . 3 ( PY��l _ 1 
+ o . 1 (PY�l _J} 

+ se asonal and other dummy vari ab les + u - ( 1 - .\ ) u_ 1 ; 

CD 

SCD$_ 1 LHZN 
+ 0 ( ) + 0 (--) + dummies + u .  �-'5 PCD �-'6 PCD 

The durables equation actually r un incorpor ated two extr a 

explanator y  var iables, namely (PCD/PCND), and [ (RCBR + 2) - PEXP ]. 

[1] For further details see the Bank model listing, available on 
request from the Economic Intelligence Depar tment, Bank of 
England . 

( 6 )  

(7) 
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Whe r e  
YJG 

PCND 
YD 

NLAJ 
YCDL 

PCD 
RMD 

DRML 
SCD$ 
LH ZN 
RCBR 

PEXP 

c u r r e n t  grants from gene r a l  gover nment to pe r son s 
= impl ied de f lator of non-d u r ables consumpt ion 
= pe r son a l  d isposable income 

net l iqu id assets of per sons 
= a con str ucted smoothed ser ies of per sona l  d isposable 

income def lated by PCD 
imp l ied def lator of durables consumpt ion 
m in imum HP depos i t  r a t e  
constr ucted s u m  o f  changes in RMD 
s tock of con sumer d u r ables 

= f low of bu i ld ing soc iety mor tgage advances 
= c lear ing banks ' base rate ( Bank r a te pr ior to 

compe t i t ion and cred i t  con trol) 
= a con s t r ucted p r i ce expectat ions ser ies . 

53 D i saggregated income non-dur ables consumpt ion funct ion 

The fol low ing equat ion was e s t imated for the per iod 1968 l s t  quar ter -

1 9 7 7  2nd quar ter : 

whe r e  
1 

CND 

PCND
1 

RTSM 
YDPW 

YGRS 

RYOE 

INF 

NLAJ
_ l  8 1 YDPW + 8 2 RTSM + 8 3 YGRS + 84 RYOE + 8 s ( 
l 

) 
PCND 

+ 86 INF + s e ason a l  and other dummies + u 

= 
= 

= 

r e a l  non-d ur ables consumpt ion exc lud ing owne r ­
occup ier impu ted r e n t  and e s t imated income in k ind , 
pl us household interest payments , less r ea l  d isposable 
cu r r e n t  g r a n ts ( us ing lag d i s t r ibut ion as in the 

Bank model - see above) 
impl ied def lator of non-d u r ables consumpt ion 

exc l ud ing owner -occup ier impu ted r e n t  
r ea l  per sona l  tax a l lowance s 
r e a l  d isposable wage and pens ion income exc l ud ing 
income in k ind and cu r r ent g r ants but w ithout al lowance 
for RTSM 
exponen t i a l ly smoo thed , r e a l  d isposable s e l f-employment 
income ( be fore deduct ing depr eciat ion and s toc k  
appreciat ion) 
r ea l  disposable g r oss income f r om prope r ty of per son s 

1 
r at e  of change of PCND over p r e v ious fou r  quar ter s . 

54 L i fe cycle hypothes i s  equat ion 

An annual equat ion was e s t imated ove r 1 9 6 7  to 1 9 7 6 : 

34 

( 8) 

( 9 )  



where 
c

1 = r ea l  con sumers ' expend itu re , adjus ted to include 
the value of r ental ser v ices of durable goods , to 
exc lude consumpt ion by non-pro f i t-mak ing bod ies 
ser v ing persons and l ife assurances and pens ion f und s ,  

and to include household i nter est payments 
PC imp l ied def lator of tota l  consumer s '  expend iture 

RYDW = rea l d isposable household wage and current gr ant 
income ( incl uding contr ibut ions to l ife ass u r ance and 
pens ion f unds) , i . e .  exc l ud ing d isposable income 
from proper ty 

NW = net wor th (CSO per sona l  sector ba lance-sheet es t imates) • 

55 HM Treasur y non-dur ables consumpt ion equat ion 

Fol low ing wor k by Dav idson and Hendr y,  the Treasury h ave recent ly 

incorpor ated in the ir model a new non-d urables consumpt ion equat ion 

of the fol low ing logar i thmic for m (Bean 1978) : 

where 

CND
2 

RPDI
2 

PCND
2 

UR 

2 2 3 2 
l n  CND = ln CND + a 6 4  ln RPDI 

- l  i�O i t-i 

= 

= 
= 

- a ln ( CND2 /RPDI 2 ) - a 6 4  ln PCND2 
5 -

4 
6 

- a 7 6 6 4 ln UR + dummies + u 

rea l non-d urables consumpt ion exclud ing owner ­
occup ied rent 

r ea l  per sona l d isposable income exc l ud ing owner ­
occup ied r en t  and s tock

2
apprec iat ion 

impl ied def la tor of CND 
u nemployment r ate . 

56 LBS ' sav ing ' equat ion 

The London Bus iness School have an equat ion for sav ing ( LBS 1 9 7 8), 

where ' sav ing' is def ined as includ ing expend i t u re on d u r ables : 

wher e  

YD - YJG - CND$ + 0 . 6YJG + 0 . 3YJG_ 1 
+ O . lYJG_ 2 

a 
0 

+ 
2 
E 

i =O 

YD 

a .  1 

- YJG t ( YD YJG) . / ( YD - YJG) . �
l t-1 t-1- � 

l 2 
+ a4 

3 
E ( Y JO/YWS ) t- i

- a5 (NLAJ/YD ) _ 1 + u 
i =O 

YJO • per sona l  income other than income f r om employment and 

current gr a n ts 
YWS c wage and salary i ncome . 

( 10 )  

( 1 1 )  
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5 7  These var ious consumpt ion f unc t ions were s u bsequent ly re-es t imated 

w i th the value of the ne t inflow into l ife as surance and pens ion f und s 

(NLPF) included as an extra explanator y var iable (see par agr aphs 1 4  to 

1 8 )  • Res u lts are g iven in Table D on pages 3 6  and 3 7 . The c r uc i a l  

resu lts for t h e  present purpose a r e  the long- r un coe f f icients o n  the 

income terms , and on the net inf low into l ife as surance · ana pens ion 

fund terms . The se are summar i sed i n  Table E .  The appa r e n t ly 

imp laus ible r e s u l ts for the Bank- type d u r a bles equat ion ar e d iscussed 

in par agr aph 2 1 .  

Table E 

( 2 )  

( 4 )  

( 6 )  

( 8 )  

( 1 0 )  

Bank CND equat ion 

Bank CD equat ion 

D isaggr egated income , cr�n
1 

equat ion [ b )  

L i fe cycle C 
1 

equat ion 

2 0 
HM Treasury CND equat 1on 

( logar i th m ic )  

Mar g in a l  ' long­
run ' propens i ty to 
consume income [ a )  

0 . 4 7 

0 . 06 

0. 6 7  

o .  7 0  

0 . 5 8 [ c )  
(f'\.= 0 . 4 9 )  

( 1 2 ) London Bus iness School ' sa v ing ' 
equat ion ( s igns r ever sed ) 0 . 7 6 

Long- r un 
coe ff ic ient 
on real NLPF 

-o . S l 

� . 2 7 

-o . 3 7 

-o . 3 4 

-o . l 7 [ c )  
(rt=-0 . 0096 ) 

-o . 6 8 

[ a )  Exc l ud ing c u r r e n t  g r a n ts whe r e  appropr iate , and exc lud ing 

feed-bac k s  through net l iqu id assets or wea l th te rms . 

[ b )  The income var i able is de f ined as wage and pens ion income . 
I t  is an est imate us ing the Bank mode l  t ax equat ions etc . 
of household d isposable income . 

[ c )  At 1 970 values . 

58 Al though the range of e s t imates is w ide , and some ar e not 

s ign i f icant , [ 1 )  a f a i r ly common p ic t u r e  emer ges from the d if ferent 

equa t ions . Pos i t ive inf lows into LAPFs - w i th income f ixed - tend 

to be assoc iated w ith a dec l ine in non-d urables consumpt ion , such 

that sav ing is incr eased by s ign i f icant ly les s  than the net inf low 

into LAPFs . Whe r e  income incr e ases by the same amount - as wou ld 

occ u r  when NLPF changes r e s u l t  f rom increased emp loyers ' con t r i but ions 

[ 1 )  At the 5% probab i l ity leve l .  

3 8  
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or f r om h igher proper ty incoroe - agg r e ga t e !' :w i  g 1o10u ld incr ease 

substan t i a l ly : in the Bank and Ll3S type equ a� i o::: .> a lmos t  on a 

one- for -one bas is , and in the othe r s  by wel over O , S ,  and us u a l ly 

by about 0 .  7 .  However , th ese r e s u l t s  are par t icu lar ly unrel iable 

because tes ts have not been thorough ly appl ied to s ee whe ther income 

sho u ld or cou ld be d isaggr egated to obt a i n  a prc>pe r est imate of the 

mar g inal propens i ty to consume out of employer s ' con t r i but ions or 

out o f  prope r ty income of LAPFs . [ 1 )  

5 9  An alter nat ive approach ( ment ioned i n  a footnote to paragr aph 1 9 )  

wou ld be t o  def ine per son a l  d isposable income ne t of i t s  LAPF component 

in the conve n t ion a l  consumpt ion/sav ing equat ions and to include i t  as 

an ex t r a  explana tor y var i able . In a consumpt ion equat ion , the 

expe c ted value of the coe f f ic ient on NLPF under the add-on hypothes is 

is zero and under the s u bs t i t u t ion hypothes is u n i ty ( see paragr aph 1 9  

for deta i l s )  • Th is approach does not d if fer ent i a te between i n f lows 

into LAPFs due to employees ' con t r i but ions , and those d ue to employers ' 

con t r ibut ions and prope r t y  income of the fund s .  The resu l ts us ing a 

Bank - type non-du r a bles consumpt ion equ a t ion ar e g i ven in Table F on 

the prev ious page , and con f i r m  the resu lts r epor ted e l sewher e  in t h i s  

paper . The coe ff ic ient on the r e a l  net inf low into L�PFs is ver y  

sma l l  and negat ive , and i s  ver y ins ign i f icant . 

6 0  Da ta sources 

The bas ic data are con s i s ten t w i th those publ ished by the Cent r a l  

S ta t is t ical O f f ice in Econom ic Tr ends and F i nanc ial Stat i s t ics up 

to March 1 9 7 8 . [ 2 )  Ser ies der ived w i th i n  the Bank from other source s  

o r  f r om man ipu lat ion of equat ions i n  t h e  Bank shor t-term mod e l  may be 

obta i ned on reques t .  

[ 1 )  For f u r ther qu a l if icat ions see paragr aph 2 5 . 

( 2 ]  The Bank mode l  e quat ions wer e ,  in fac t , r un w i th data ava i lable 
in August 1 9 7 8 . 

4 0  
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