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Comfortable Retirement Goes With a Crunch?
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Summary

= The credit crunch and accompanying recession have adversely affected large numbers of individuals. Falling
asset prices might have affected individuals who are approaching retirement and so might soon be looking to
convert some wealth into a stream of consumption. This thinkpiece discusses which individuals in this group
might have been exposed to the recent asset price changes.

= Those approaching retirement might have been particularly badly affected by asset price falls. A third of
wealth among older working age individuals is held in state pensions and those currently approaching
retirement still have a large amount of wealth in DB pensions. However, over a quarter of wealth among older
working age individuals is held in housing.

= Relatively little of the wealth of the older working age cohort is held in DC pensions. Most people have some
financial assets, but the majority is held in safe savings products rather than risky investments. Consequently,
only about two-fifths of wealth is directly exposed to asset price falls.

= Do people have sufficient skills and experience to manage their wealth through uncertain times? Just one-in-
seven older working age individuals can calculate compound interest. If there is cognitive decline at older
ages, “lifestyled” products may mitigate the impact of this decline in functioning.

= For a minority of those approaching retirement, the recent asset price falls will have had a substantial effect on
their stocks of wealth. This group now face some significant short-term decisions about how best to allocate
their portfolios and whether or not to delay their retirement. There may be a role here for providers of financial
products or the government to help these people make the best possible adjustments.
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Cll Introduction: Recent turbulence in the
stock market and falls in house prices could
be particularly bad news for those
approaching retirement with stocks of wealth
that they would like to use to fund their
consumption. In this article, Gemma Tetlow
and Matthew Wakefield, senior researchers at
the Institute for Fiscal Studies, consider the
extent to which the resources of those near
retirement would have been vulnerable to
asset price changes. They argue that itis a
subset of this group whose wealth would have
been particularly exposed, and these
individuals may well now be reconsidering
asset strategies and even retirement dates.

The credit crunch and accompanying recession
have adversely affected large numbers of
individuals. In this article, we focus on the impact
that falling asset prices might have had on
individuals who are approaching retirement and
so might soon be looking to convert some wealth
into a stream of consumption. We discuss which
individuals in this group might have been exposed
to the recent asset price changes.

Since the end of 2007, the FTSE All Share index
has fallen by about twenty percent and the
Nationwide index suggests an average fall in
house prices of 11%. These changes could have
a large effect on the financial security of those
who are approaching retirement. Older individuals
who have, for example, already started to draw
their pensions will often be largely unaffected.
Younger individuals will also tend to be less
affected by a direct impact of asset price changes
on wealth holdings because they have smaller
stocks of wealth on average. They will also have
more time to adjust and to recoup any losses
through,for example, higher future saving.
Furthermore, some who have not yet got on to (or
climbed) the housing ladder may actually benefit
from lower house prices. It is those who are close
to retirement who are most likely to be adversely
affected by the fall in asset values. Individuals in
this group may still have assets that are exposed
to stock market fluctuations, and will also in many
cases have lost out if they intended to draw on
housing wealth during retirement. Such
individuals may now be radically rethinking their
short-term plans in the face of sharp declines in
asset prices that they will be loathe to crystallise.

years." This thinkpiece is an assessment of
whether the crunch and the associated fall in
asset prices is the unanticipated event that
disturbs our earlier conclusion.

To make this assessment, we will look at how
many, and which types of, individuals just pre-
retirement have large proportions of their wealth
exposed to stock market (and house price)
fluctuations. We draw on household survey data
from the English Longitudinal Study of Ageing
(ELSA) to get a clear picture of the joint holdings
of different types of assets, and of how holdings
relate to other individual and family
characteristics. The data include a measure of
total net wealth, and of the value of its component
parts, namely: — financial assets, state and private
pension wealth, housing assets, and mortgage
and non-mortgage debts.

What assets do those approaching
retirement have?

There are a range of forms in which people can
accumulate and store their wealth. The main
types of wealth that people in their fifties and early
sixties hold are state pensions, private pensions
(both occupational and personal), cash savings,
investments and housing — see the figure below.

On average about one-third of the wealth of those
aged between 52 and the state pension age is
accounted for by state pensions — in other words,
future entitlement to draw a non-means-tested
pension from the state. This form of wealth will not
be directly affected by fluctuations in asset prices.
There may, however, be political risks attached to
the actual amount of income an individual will
receive from the state in future; we return to this
question below.

A third of wealth among older working age
individuals is held in state pensions.

Those approaching retirement might have been
particularly badly affected by asset price falls

In a piece of research written just before the credit
crunch took hold, we argued that “in the absence
of unanticipated shocks or macroeconomic
events” the asset positions and needs of those
reaching retirement in the next ten to fifteen years
were likely to be relatively similar to those of
individuals who have retired in the last ten of so
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Figure 1: Composition of total net wealth of
those aged 52-64
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Source: Authors’ calculations using ELSA data for 2002/3.

! Banks, J., G. Tetlow and M. Wakefield, Asset ownership,
portfolios and retirement saving arrangements: past trends
and prospects for the future, Financial Services Authority
Consumer Research Report 74,
http://www.fsa.gov.uk/pubs/consumer-research/crpr74.pdf.

Page 2 of 5


http://www.fsa.gov.uk/pubs/consumer-research/crpr74.pdf

Though there has been a well-publicised decline
in the number of private sector employers offering
defined benefit (DB) pension schemes, this more
often reflects schemes closing to new members
but not to existing members. Therefore, those
now approaching retirement are a cohort for
whom occupational DB pensions remain a
significant proportion of total wealth. However,
this is unevenly distributed across the population,
with just one-in-four (27.7% of) individuals aged
between 52 and the state pension age currently
contributing to a DB pension scheme. As with
state pensions, the pension income that an
individual will receive from a DB scheme is not
directly affected by fluctuations in asset prices.
The bigger risks to the wealth of this group are
perhaps: (i) that their employer will go out of
business leaving a pension scheme deficit, and
(ii) that they will be made redundant. In the former
case, much of individuals’ entitlement would be
protected by the Pension Protection Fund. But in
either case, the individual will cease to accrue any
further pension entitlement, which may result in
him having a lower annual pension than he had
anticipated.

On average, 13.8% of wealth is held in the form of
pensions to which individuals are no longer
contributing. The vast majority of it is in pensions
— both DB and already annuitised DC funds —
from which an income is already being derived.
Such wealth will not be directly affected by asset
market fluctuations.

This leaves (just) 41.9% of individuals’ total
wealth potentially exposed to movements in the
stock market and to house-price changes. Over
half of this (or 26.2% of total net wealth) is owner-
occupied housing; about four-in-five of those aged
between 52 and the state pension age own their
own home, either outright or with a mortgage.
Previous cohorts of pensioners seem to have
made little use of their housing to fund their
retirement consumption. Use of equity release —
for example, through formal home reversion
products — has been low. What evidence there is
on down-sizing suggests that in the past
individuals have done this to only a very limited
extent.’

On average only 3.1% of total net wealth in this
age group is held in DC pensions to which the
individual is currently contributing. The generation
in question includes quite a large number of
individuals with DB occupational pension wealth
and would have had the opportunity to make
pension saving choices before personal pensions
exploded onto the scene in 1988.

2 Banks, J., Blundell, R. and Smith, J. (2007) “House price
volatility and downsizing in later life”, NBER Working Paper
13496, October 2007, forthcoming in Wise, D. (ed.), Studies in
the Economics of Ageing, Chicago University Press.
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Over a quarter of wealth among older working age
individuals is held in housing. Relatively little of the
wealth of the older working age cohort is held in DC
pensions

The proportion held in DC pensions is lower than
the 5.1% held in physical assets such as business
assets, buy-to-let property, antiques and
jewellery. Business assets and buy-to-let property
are both likely to be exposed to asset price
fluctuations, and the value of businesses and
business assets may also have been adversely
affected by general economic weakness.

The remaining 7.5% of total net wealth is held in
financial assets — cash savings or investments
valued net of non-mortgage debt. Most people
hold the majority of their financial wealth in cash
savings rather than investments: more than four-
in-five of those aged between 52 and the state
pension age have some form of cash savings
product, while only half have any investments
However, amongst those with at least some
investments, on average just under half of gross
financial wealth is held in investments rather than
savings accounts.®

Most people have some financial assets, but the
majority is held in safe savings products rather

than risky investments. Only about two-fifths of
wealth is directly exposed to asset price falls.

So, across the whole population of individuals
aged between 52 and the state pension age, only
about two-fifths of total wealth is financial assets
(including stocks and shares, DC pensions and
business assets) or housing. In other words, the
majority of wealth is not directly exposed to asset
price changes. But these averages reflect some
individuals holding most of their wealth in stocks
and shares (and housing), whilst others have
none.

Who might be particularly affected by
asset price falls?

There is a small group who are heavily exposed
to stock market fluctuations. 22.6% of those aged
between 52 and 64 have a DC pension fund that
they have yet to annuitise. One-in-four people in
this age group with a current DC fund had at least
£30,000 in it (see the table). To the extent that
people have their DC wealth invested in ‘life-
styling’ pension funds, some of this wealth may
have been in less risky assets, but some is likely
to have been invested in stocks and shares and,

® These figures are based on data collected during 2002—-03.
Though there will no doubt have been growth in the value of
investments between 2002-03 and the start of the credit
crunch, more recent data (collected in 2006—07) suggests that
the proportion of net non-pension wealth made up of financial
assets was very similar in 2006—07 to the 2002—03 proportions
cited here.
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even if individuals hold their entire fund in assets
which have not lost value, they may still have
been affected as the rates offered by annuity
providers fell in the wake of the credit crunch.

Only about two-fifths of wealth is directly exposed
to asset price falls

Amongst all those aged between 52 and the state
pension age, the median level of wealth held in
investments was £2,500 in 2004. But one-in-four
people held more than £24,500 in investments.

The group of people who are heavily dependent
on wealth held in DC pensions and other types of
investments may well be reconsidering their short-
term options. To avoid crystallising their losses by
annuitising their pension funds or selling their
investments immediately, they may decide to
delay their retirement while they either wait for
their investments to recover or attempt to use the
additional years of labour income to save
additional amounts. They will also need to think
carefully about how to manage their portfolios in
the short-term to minimise their losses. Some of
these decisions are quite complex, so a key
question is: will this group of individuals be able to
make the appropriate choices? All these
individuals, by definition, have prior experience of
more complex financial products. Thus they have
some experience of making portfolio investment
choices that they could draw on when making
current decisions.

Do people have sufficient skills and experience to
manage their wealth through uncertain times?

Table: How much wealth do people have in
investments and DC pensions?

one-in-seven (13.5% of) know how to calculate
compound interest. Whilst there are many ways to
learn about the differences between financial
products or product types, and not all individuals
need to be highly numerate in order to utilise
these mechanisms, a low level of basic
understanding of interest and compounding might
still be thought to be a barrier to efficient
outcomes in markets for financial products.
Somewhat more reassuringly for the group with
substantial holdings of DC pension wealth and
investments, holdings of these types of products
are associated with significantly higher than
average levels of education and numeracy.

Just one-in-seven older working age individuals
can calculate compound interest.

% with Amongst all those aged 5264 ...
any

Y have less than... % have less than... % have more than...

Investments 522 £0 £2,500 £24.500

Amongst those currently contributing to a DC pension...

% have less than... % have less than... Y have more than...

DC pension | 22.6 £1.800 £10.000 £30.000

Source: Authors’ calculations using ELSA data for 2002—-03.

Alongside experience, greater formal education
and higher levels of numeracy might be good
indicators of better ability to make financial
portfolio decisions. A large number of those aged
between 52 and the state pension age have only
a limited amount of formal education, with just
under half (44.6% of) having no more than a
compulsory level of schooling, which was up to
age 15 for this cohort. Fewer than one-in-five
continued into tertiary education.

The ELSA survey asks respondents to answer a
series of ‘everyday’ mathematical questions.
Somewhat surprisingly, given that four-in-five
individuals aged 52 to the state pension age have
some form of savings account, only just under
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The data on numeracy also indicate that those in
their fifties currently seem to be more numerate
than those in their sixties. This may be
problematic in the present circumstance since it is
perhaps most important that those who are
nearest to their planned retirement (i.e. in their
sixties rather than their fifties) are able to make
decisions to take account of recent events.

To the extent that the difference in numeracy
across age groups reflects cognitive decline
rather than differences across cohorts, this may
also highlight a need for product designers and
policy makers to build “lifestyled” products so that
financial decisions taken in early or middle
working life are robust to shocks that occur nearer
retirement when decision making abilities may be
less sharp. Good data on how numeracy and
cognitive function relates to retirement choices
has only become available recently and so
research relating to this topic is still ongoing.
Research by colleagues at IFS suggests that
while cognitive function predicts the level and
composition of wealth,” it is a less strong predictor
of how well individuals smooth their consumption
and income across retirement.® This indicates that
the existing institutional setting may give some
degree of protection to those with low cognitive
skills. However, further research is needed to
examine more carefully the mechanisms involved.

If there is cognitive decline at older ages,
“lifestyled” products may mitigate the impact of
this decline in functioning.

“ Banks, J. and Z. Oldfield (2007), “Understanding pensions:
cognitive function, numerical ability and retirement saving”,
Fiscal Studies 28(2)
(http://www3.interscience.wiley.com/journal/117977106/abstra
ct).

® Banks, J., C. O'Dea and Z. Oldfield (2009), Cognitive
function, numeracy and retirement saving trajectories, mimeo,
Institute for Fiscal Studies.
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Concluding Thoughts

Recent falls in the stock market and house prices
present clear risks to at least the short-term
financial security of those people approaching
retirement who have a large proportion of their
wealth held in these assets. However, as we have
discussed above, among the cohort currently
approaching retirement it is actually a relatively
small group who might be heavily affected in this
way. Indeed, an important factor highlighted by
the evidence we have discussed is that the asset
price falls cannot be described as generally
affecting given generations in a certain way, but
rather they affect different people within each
generation in somewhat different ways. For the
pre-retirement age group a relatively small
proportion will have had their wealth particularly
adversely affected by recent events. These
individuals are likely to be considering their
financial portfolio decisions, and perhaps even
rethinking their planned retirement date. It is a
challenge for policymakers and providers of
financial advice to support them in making good
choices at a crucial time.

Given a general policy shift towards increased
personal saving for retirement, it may seem
surprising that falls in house prices and
(particularly) in the stock market, have not had a
broader impact on those approaching retirement.
The reason why they have not is that, since the
accumulation of retirement resources takes many
years, trends in provision also take many years to
feed through into outcomes. Thus the drift away
from DB pensions has not substantially affected
the current over 50s. Rights accrued in DB
pensions will not have been directly affected by
recent falls in asset prices.

On the other hand, knock on effects, particularly
on state provision, could mean that the crunch

does eventually have a broader impact on the
resources of future (and even current) pensioners.
One third of all wealth for those in their fifties and
early sixties is comprised of promised future
pension income from the state. So one risk to the
living standards of pensioners is the extent to
which future state support for pensioners falls
victim to budgetary cutbacks by the government in
the wake of the recession. Difficult decisions
about spending priorities will face whoever wins
the upcoming General Election and it remains to
be seen whether the 2006 promise to relink the
basic state pension to earnings growth in 2012
will be fulfilled. Many current and future
pensioners are, or expect to be, heavily reliant on
state support in retirement. Thus, these are
groups who are potentially vulnerable to a crunch
on the public purse.

For a minority of those approaching retirement,
the recent asset price falls will have had a
substantial effect on their stocks of wealth. This
group now face some significant short-term
decisions about how best to allocate their
portfolios and whether or not to delay their
retirement. There may be a role here for providers
of financial products or the government to help
these people make the best possible adjustments.
However, given the nature of retirement provision
for the majority of those currently approaching
retirement, most will not be directly affected (to
any large extent) by the asset price falls. The
bigger risk for this group may be political.

If you have any questions or comments about
this publication, and/or would like to be added
to a mailing list to receive new Thinkpieces by
email, please contact the Cll Policy & Public
Affairs team by email: thinkpiece@cii.co.uk or
by telephone: 020 7417 4783.
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Cll Thinkpieces are a part of our ongoing commitment to promoting new thinking within the financial sector.
Each Thinkpiece is a short paper contributed by an expert and covering topics as diverse as pensions,
Islamic finance, terrorism, recruitment, claims, consumer psychology, and more.

Recent articles in the series:

Financial Regulation: What Good Really Looks Like? by Karl Snowden (Published 10 November 2009)

How much financial services regulation is appropriate to protect the public while promoting a free
market has been a key debate within the industry and government in recent years, especially after
the financial crisis and on the eve of a general election. Karl Showden examines various aspects of
regulation, including what can and cannot be done to avert crises and produce the best outcomes.

What are the Chances for Success in Copenhagen? by Colin Challen, MP (Published 26 October)

After a long year of detailed negotiations preparing for the U.N. climate change conference in
Copenhagen, Colin Challen MP gives an honest assessment of where we stand. He outlines three
risks which could threaten the success of any agreement in Copenhagen, and calls for a coherent
framework to help us meet the targets we so desperately need to agree.

Solvency |lI: Enabling Transformation Through Regulation, by Richard Jones, John Smith and Brid Meaney
of IBM (Published 8 October)

Outlines the key decisions that need to be made now to design the appropriate Solvency |l
programme. Insurers need to understand the drivers that could influence both the scale of
investment and the value to be derived from their Solvency Il Programmes.

Risky Business: Rethinking Risk, by Clare Sheikh of RSA Insurance Group (Published 1 October)

The economic downturn has affected people in many ways. One such example is the impact on
perceptions towards risk, both in terms of businesses and individuals. This last in the Risky Business
series on insurance and risk the ways in which attitudes have shifted and what this might mean for
the future.

Risky Business: “Nudging” You to Make the “Right” Choices, by Elizabeth Truss and Nick Bosanquet of
Reform (Published18 September)

One of the top reads in Whitehall and Westminster last year was the Thaler & Sunstein book that
described how to “nudge” customers towards making “better” choices on complex subjects. In this
third article in our series on insurance and risk, provides one perspective on nudge theory, exploring
its potential rewards and risks.

Emerging Markets: Upwardly Mobile Economies and New Consumerism (International Series No.6), by
Vanessa Rossi of Chatham House (Published 18 September)

In this sixth in the series looks at the prospects of the emerging markets after the recession. She
argues that the fast rising ownership of consumer durables and property will enhance the demand
for services such as bank accounts, credit and personal insurance.

Risky Business and the Politics of Risk: Is the Insurance Industry Promoting Itself? (“Risky Business” Series
No.2), by Jonathan Swift, Post Magazine (Published 15 September)

On the one hand, insurers are feeling the recessionary pinch in the form of a capital squeeze and a
hardening market, but they can still benefit from escaping the contagion in global banking. Despite
these facts, insurance still risks exposure to wider financial services regulatory sanctions and the
current effort is to avoid this.
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Progress on the Skills Agenda: Are We Making Enough? by Steve Besley, EdExcel (Published 4 September)

Despite the economic downturn the issue of skills has remained at the top of the political agenda,
highlighting its importance to the prosperity of the nation. The present Government has invested in
skills, but the landscape is a crowded one. This article looks at the skills system, its development
since the Leitch report and what might happen in the future.

Women and Financial Advice: The New Model Financial Health Plan, by Carole Nicholls, FCII, FPFS
(published 28 July)

Carole Nicholls, former President of the Personal Finance Society, challenges the industry to evolve
from the traditional ‘product’ driven offering to one based on ‘outcomes’ in this thinkpiece, suggesting
a new model based on the massively popular WeightWatchers health plan. She highlights findings of
recent Cll research which show that women feel less confident and knowledgeable about making
financial decisions than men, and recommends a model offering personalised financial plans to
remedy this, making the connection between the product and the result in real-life terms.

Forthcoming subjects:

= Too Big to Ignore: The Protection and Perception Gaps for Life and Health Insurance by Ron
Wheatcroft and Stephen Bake of Swiss Re

= Something Must Be Done! Sir Humphrey Writes: Reshaping Financial Regulation by Richard
Hobbs

= Climate Change and Geo-Engineering, by the Met Office
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