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_ The Impact of Pensions ____
on Capital Markets

The sheer magnitude of pension moneys begs attention by
In 1984, private pension plans in the United States held $1 trillion I.n
assets; public plans held an additional $295 billion. In the year 2000,
these amounts will, together, grow in real terms to almost $3 trillion.
The chall for ists is to ider whether the tion of &
huge pension ownership class over the last half of the 20th century has
had, or will have, any significant impact on the economy and, if so,
which form it will take. What does pension growth mean for capital
accumulation and economic growth for the United States? For the al-
location of capital? For efficiencies of capital markets? And are there
any | for go lation of pension trusts? Some of
the issues related to these questions are addressed in this chapter. No
are provided, only suggestions about the research

agenda.

PENSIONS AND NATIONAL SAVINGS

Without giving it much thought, perhaps anyone's first reaction to the
pension asset numbers cited in Chapters 5-7 would be that in the
absence of pensions, the level of capital accumulation in the United
States would be markedly lower. Recall from Chapter 7 that 23 percent
of all corporate equity and 50 percent of all corporate bonds are held
by private and public pensions. How would the capital projects fi-
nanced by these instruments exist without the availability of pension
moneys?
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The first pension finance issue add 1 by i ined
precisely to this question.’ As a first-order approximation, it is utterly
unlikely that as of 1984, pensions have caused capital accumulation to
increase by $1.3 trillion. While some portion of this capital stock may
have been caused by the creation of pensions, much of it would have
been accumulated even without pensions by workers saving in vehicles
other than pensions. In fact, for reasons discussed below, it is theoret-
ically possible that pensions led to a reduction in the nation’s capital
stock! What we are really asking, then, is whether the capital stock in
1984 would have been any differsnt had pension tax law never been
enacted.

A useful way to begin thinking about this issue is to consider that
the amount Indi\rkluuls save for theu retirement is not an accident:

an element in any work-
er's lifetime budsal 1t is not legitimate ln assume that workers would
not save for retirement in the absence of pensions. Workers must retire
at some point in their lives and must consume at some level during
retirement, and hence they would presumably save some portion of
their income for retirement with or without pensions,

In short, a large portion of pension savings really represents a switch
in the vehicles used to save for retirement. If pensions have become
more popular as a means to save for retirement then perhaps life in-
surance policies and personal ownership of stocks and bonds have
become less popular. While pensions may have affected the composi-
tion of retirement savings, they have not necessarily affected total sav-
ings made for retirement. In fact, they could reduce savings.

That is to say, given the efficiency with which workers can save for
retirement through a pension, it must be true that, for any given re-
tirement age and level of retirement consumption, workers can attain
the same level of wealth at retirement by saving at a lower rate over
their lifetime. This is illustrated easily in Figure 9-1. The figure shows
the savings made by an individual through either a pension or a tax-
exposed savings vehicle to attain a total savings of $100,000 to spend
during retirement, beginning at age 65, The assumption is made that
the worker faces a 33 percent flat tax rate over his entire life,

If the worker can save tax free in a pension arrangement, and if the
interest rate is 10 percent, he can accumulate $100,000 at age 65, be-
ginning at age 35, by saving $785 per year. This gives the worker at age
B5 $150,000 which is subject to a 33 percent tax; after tax, the warker

was addressed as early as 1065, SuPNleIom,

Press, 1065); akso see George Katona, Private
No.40 (Survey Ressarch Gensor, Insiituls for Socisl Resaarch, Ann Arbor. University of
Michigan, 1965).
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FIGURE 8-1 Accumulation of Savings with and without Pensions

200,000~

Wealth §

Legend: P—Waalth using & pansion vehicle to accumulate $150K
bafore tax al age 65.

afier tax at age 65,

P—Wealtn using a pension vehicle 1o accumulate S168K
before tax at age 62

SR—Savings rato.

has $100,000 to spend during retirement. In the figure, this wealth path
is described by the schedule labeled P. In contrast, if the worker saves
in a tax-exposed vehicle and pays a 33 percent marginal tax, savings
sccumulates at a 6.7 percent interest rate, not 10 percent. Under these
circumstances, to attain the same $100,000 aftor tax at age 85, the worker
must save $1,036 per year. The worker’s wealth at any given time is
shown by the schedule labeled NP in the figure. It starts at a higher
level ($1,036) but exhibits a lower slope because the interest rate at
which the savings accumulates is lower.

‘What is noteworthy about the figure is that the worker's savings
rate is higher without & pension than with a pension [compare $1,036
and $785). This is so because 1o attain the same retirement after-tax
wealth, the nonpension worker must save consistently at a higher rate
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than the pension worker. This is to be distinguished from the accu-
mulated value of savings (wealth) at any given paint in time. Pensions
reduce wealth at early ages and increase it at later ages (see figure). For
all workers, the effect of pensions on overall lated (pretax) wealth
is ambiguous,

For example, if the density of workers is equal at all ages between
30 and 65 then in the example depicted in the figure, pensions increase
the level of accumulated retirement savings, and hence the capital stock.
Assuming one worker at each age and integrating appropriately, total
retirement savings with pensions is $1.25 million; without pensions,
$1.0 million. D ding on the age distrit of workers, the interest
rate, and other variahl jons could either i or di
capital accumulation. But “other things constant, pensions should re-
duce the overall savings rate.

This, however, is not the whole story. Recall that in Chapter & it
was argued that because pensions made retirement less costly, workers
would demand more of it; they would tend to retire at earlier ages and
consume at higher levels during their retirement. These behavioral re-
actions will have secondary effects on capital acoumulation. To illus-
trate, suppose that the introduction of pension law ultimately causes
the worker in our example to retire two years earlier at age 63. If death
occurs ot age 80, this means that to maintain the same level of con-
sumption over two additional years of retirement, savings must be in-
creased by roughly $13,000. Also suppose that, given the availability
of pensions, workers decide they can “afford™ o consume at & 10 per-
«cent higher rate during retirement; thus, at retirement (now age 63), the
worker in the example must save $113,000 plus 10 percent ($11,300),
a total of approximately $125,000.

To attain this level of wealth by age 63, the same worker must save
$1,204 per vear through a pension, This yields $186,000 at age 63 before
the 33 percent tax, $125,000 after tax. The wealth schedule generated
by this retirement savings policy Is shown by the doltnd line labeled
P in the figure. Thus, in this the b ions induced
by pensions are sufficiently strong to increase the overall savings rate.
In addition, the overall impact of pensions on accumulated savings is
positive, In the example, assuming one worker at each age, and inte-
grating appropriately, it turns oul that overall retirement savings for all
workers is $1.5 million at any point in time compared to $1.0 million
in the no-pension world.

To summarize, the impact of pensions on the overall retirement
savings rate is ambiguous. On the one hand, pensions make savings
more efficient, and hence the individual needs to save at a lower rate
to ultimately accumulnle the same wealth at retirement. On the other
hand, because make € fon less “costly”
workers demand mare of it: this causes workers to increase their savings
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rate dnring work years. T‘he net impact of pensions on the savings rate
is I p the savings rale, tlmir impact on
and roti ion must be

The impact of pm[nm on nccumn!a!z:d nnvings—-nd henee the
nation’s capital stock—i hut more likely to be
positive. Even without behavioral mar.tlnns. pensiuns could well in-
crease the capital stock: the beh [more d d for

i the positive infl But the actual effect is not
necaswily positive: it depends on the age density of warkers, the sav-
ings rate over the lifecycle and the interest rate. Do pensions actually
cause bigger capital stocks? The issue must be answered empirically.

Unfortunately, while it is easy to ask the question, it is not so easy
to answer It Among other factors, it is hard to obtain good estimates of

juals’ pension and pension wealth. In addition, individuals
covered by pensions may be more likely to be “savers” than “spenders,”
wh!ch mlmdl.u:as a s'pnm:rus positivn relation between all types of sav-
ings, incl ding these difficulties, sludlaa
generally support the notion that pensions offset some nong
ings but not on a one-to-one basis. Studies show that the r.rade-uﬂ is
closer to 50 cents: for each $1 of pension wealth, workers reduce their
nonpension wealth by 50 cents.? Thus, based on research completed to
date, pensions appear to increase the level of national savings.

The story, however, still does not end here. Recall from Chapter 4
that [defined benefit) pension plans are typically underfunded: on av-
erage, 25 percent of promised pensions are not held in the pension
trust. Thus, if workers offset privale savings in response to anticipated
benefits, but firms do not actually deposit all workers' implicit “de-
posits” lnlo rhe pension plan, nnlionnl savings may be reduced by the

act of ling. But the ling effect could itsell be offset
if stockholders react by mmg I'unds [perhaps alswhem in the firm)
to offset the ive savings i from ding.* Actual

tests of the stockholder savings offset have not been performed.

‘While measurement problems make it difficult to estimate a precise
impact of pensions on savings, certainly there is little in the data to
suggest that pensions have reduced private savings. More strongly, the
data generally support the notion that pensions have led to at least

mmwmm“ Alicia H. Munnedl, “Private Pensions and
Saving: New Evidence,” Joumnal nlwsmyumummmmts—m Peter
A. Diamond and Jerry A. Hausman, “Individual Riotirement and Savings Bohavior.” Journal
dﬁﬂ:mﬂlwlwl:ﬂ 81114 and Louts Dicks-Mireaux and Menvyn
King, “Pension Wealth and Housshold Sevings: Tests of Fobusiness.” Joumal of Public
Eowunua{hhu-y!mj.w 115-40.

The slockholder reaction 1o underfunding is discussed in Marlin 5. Feldstein, “|
mmmwmrmamsmm:m
1678), pp. 277-63,
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TABLE 8-1 Net Purchases, Equity, Selectad Years, 1950-1863: Households and
Ponsion Plans ($ Hloﬂll

Net Purchases Nt New
Yiar Households Pensions® Issuns®
1850 £ A 3 5 15
1955 1 7 19
1960 =21 &1 18
1965 -53 as 3
1970 4.6 T4 7T
1975 -57 w07 10.9
19680 -158 254 170
1983 =311 409 aso

aduced, accordegly. Those holdings ara ke from e Federss Financial Examnascn Counei
mmwmmmm Wishington, . C., 1802
*Data i of mutual doutie count of

wnu-mnrm
Reserve Board, Sector Slaimments of Savings and imvestmpnis, Anual Flong
1848 rmmuwn C. 1984

some increased savings, though it is difficult to say how much with
any degree of precision. If the 50-cent trade-off holds up, $650 billion
of private-plus-public pension assets could represent capital stock in
1984 that otherwise would not have existed without the advent of
pensions,

SWITCHING THE FORM OF SAVINGS

Whetl ions have replaced private savings on precisely a one-to-
one basis or not, one fact appears clear: to a large extent, pension assets
are replacements for private savings for retirement. That is, in the ab-
sence of pensions, a substantial portion of assets held by pension plans
otherwise would have been owned by workers directly to finance re-
tirement. Does the switch from privately held assets to assets held
collectively by pension plans hold any implications for the allocation
fas distinct from the magnitude] of capital in the United States?
Certainly, the aggregate capital ownership data confirm the switch
in asset ownership from households to pension plans. Such data are
shown for selected years from 1950-1883 in Table 8-1. The data show
that h holds have been sheddi hip of equity
securities while pension plans have been anquirl ng them. The net result
of this switching process is ized in pension plans’ ownership
shares of corporate equities and bonds. These data were summarized
in Chapter 7 (see Table 7—4); in 1950 pension plans owned less than 1
percent of all corparate equity, 13.1 percent of corporate bonds. In 1984,
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TABLE 8-2 Pension Share of ol LS
i @ 3 L [ (L]
Share of all Equity* Share of N.Y.SE*

nciudes pulshc and pvade Pension s sAsets

A portion of npan
from the 1904 Life insurance Fact Book, Amevican Council of Life Inswrance; a major poron of equites.
it by il

these same shares were 23 and 50 percent. In 1955, pensions owned

less than 2 percent of the stock traded on the New York Stock Exchange;
in 1880, they owned 19 percent.

Tao be sure, the switch from privately held assets to pensions has

bated the growth of i I holdings of corporate securities,

This influence is clearly shown in Table 9-2. In 1950, institutions held

15.3 percent of equity securities; in 1983, 39.5 percent. In 1950, pen-

sions accounted for 15.3 pemant of in.sliluliunai holdings; in 1983, 58.5

parcent. Similar I hip of stock traded on
the New York Stock Exchange. Thus, penslon p!ans can be implicated
in issues fing the of i | control of corpo-
rate America, Much has been written about the role of institutions in
capital markets and many i ing issues 1 these devel

ments. So far, convmcing evidence has not been uncovered that would
suggest that institutional control of securities has fundamen-

tally altered the capital flow in the economy.* But this is still considered
virgin territory for research.

In the same vein, it is also to jer whether i
as such, represent a “special” institution, whether pensions and pen-

“This is For gxamplo, see U.S. Securities and
Exchangs 0a! Invtmir Skl Peg D.C.: US. Govemn-
The impact of ERISA on Priv

Efficiancy. Study submitted 10 the LS. Department of Labor, 1978,
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sion law bring new d ions to i ing issues. The
sheer size of pensions is what beckons these inquiries: if pensions are
influenced to undertake poruulin chaices that are inconsistent with
otherwise the ramifications for the
economy as a8 whole and for lhe well-being of pension participants in
the long term could be significant.

PENSION PUZZLES
The plausibility of the argument that pensiuml may encounter “special”
problems in their capital allocati isions finds its from
Hm 1nl.mducﬁnn of another level of fiduciary responsibility. That is,
and are subject to mnstriinls imposed
by common trust law and ities laws and In the case
of pensions, these MONBYs carry Ihe same regulatory controls and the
same trust that i money have with

any other moneys they manage. But, in addition, fiduciaries of the
pension plan—designated corporate officials and registered money
‘managers—are also subject to other government regulations, and in
particular, the “prudent man” rule® and prohibited transactions rules®
set out in ERISA. They must also recognize that the right of suit rests
not with ici who are icted to a icular state court but
(under ERISA) with the federal g titself and participants who
can file suit in any federal court in the nation. Do these aspects of
ERISA influence pension plans’ decisions in ways that ultimately affect
capital allocation in America?

At this point, no one knows the answer to this question. But re-
search results in related areas have uncovered several puzzles which
suggest that some apy ly peculiar fi ial decisi are being
made in the pension plan, It is not known whether these puzzles will
ultimately be explained by factors not yet considered by economists
who mldy ponskms or whether Iasnl and regulatory influences are

for y bizarre pension characteristics.

The Underfunding Puzzie

In the previous section, the tax benefits of pension plans were discussed
and, in particular, it was shown that the tax-exempt status of the pension
plan means that pension benefits can be financed with a lower level of

mwaummmhmmmimm But ERISA infroduced
more fleackility, appiying
{lmmmmm Arguably, fiduciares and the courts are il rying to
datermine which investment practioes violate the more general, more ambiguous standard.

*Comman Trust Law prohibits seff-dealing. But ERISA adds & layer of parties-n-intorest
1o the pension with wham the licuciary cannot deal withoul an exempson from the U.S.
Department of Labor.
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ib i to ion vehicles. In I.ha pnn.'-lnn plan,
all earnings in pension assets are available to pay b
outside the pension plan are subject to corporate taxation. Recall that
a savings rate of $785 per year in a pension plan over 30 years would,
ol @ 10 percent rate of interest, generate $100,000 in present value
benefits at age 65; lo accumulate the same benefits by saving outside
the pension plan (assuming a 33 percent effective corporate tax rate),
an annual contribution of $1,038 would be required. The tax impli-
cation of pensions is simple: firms should fully fund, or even overfund,
their pension plans.”

Despite this obvious implication, it is well known—and substan-
tiated by funding data presented in Ch.upter 4—r.hal mnst pensiun p].ul:s
are not fully funded or funded: th
The tax implications of not fully lundlng the pension plan are stag-
gering, and hence a natural question that arises is, why don’t plan
sponsors fully fund their pension plm" Thisisa gunuino puzzle which

eads most to begin the that lay behind
firms’ pension funding decisions. Are firms unwilling to l‘nnd beyond
legal liabilities for fear of signaling to workers that the pension promise
is real? An affirmative answer could call into queaﬂon the conclusions

of Chapter 3 at least for some firms. Al y, could IRS
funding rules mual!y cunslnln some ﬂrms from Ia.king full tax advan-
tage of T ls in industries charac-

terized h_v low effective corporate tax rates? Are some firms able to sarn
supernormal returns by using the funds in the firm, a practice not
allowed pension funds (beyond 10 percent of the plan's holdings) by
ERISA? Or, are pension plan sponsars ill-informed or irrational?

The ensu!ng chapter i is devmd lusively to the devel of
a theary u[ a theary i w:lh rational
corporate bek and ind jent of g But

inguiries along these lines will mnlinuu in attempts to uncover the
rationale that lay behind financial decisions in the pension plan.

The Bonds Puzzle

Mot only are pension plans underfunded, they also hold portfolios that
undsn:tillm the full tax advantages uniquely available to them. To

this point, we equilibrium in the
capital markets. Taxpaying individuals hold the majority of all stock
and corporate bonds.® It is therefore reasonable to assume that they
determine marginal rates of return in the economy. These individuals

"Sea Irwin Teppor and A. Affleck, “Ponsion Plan Liabilifies and Corporate Financial
Strategies.” Joumnal of Finance 29 (December 1974), pp. 154964,
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TABLE 9-3  Equilibeium Across Fisk-Adusted Rates of Retum

Bongds Equity
Gross rate of retumn 10.0 1o
Corporate ta rate (33%) =00 =33
Fate after corporate tax 0.0° 77
Porsonal income tax rate (33%) -33 -o0
Capital gans tax (13.2%) 00 =10
Fate of return net of taxes 67 57

“Duncte fates of retam sccnng 1o 1ax-axempt srstios.

are not concerned with rates of return gross-of-taxes; they look at returns
after all taxes are paid. In equilibrium, all (risk-adjusted) rates of return
in an expected sense must be equated across securities: otherwise,
investors will drive up the price of p i to do particularl
wall and vice versa. For example, adjusting for risk and maturity, mu-
nicipal bonds typically pay a rate of interest approximately one half as
high as corporate bonds, reflecting the fact that investors in the 50
percent tax bracket have equalized after-tax interest rates.

A characterization of such an equilibrium is presented in Table
9-3, The illustration assumes that taxpaying investors face a 33 percent
personal (flat) tax rate and that corporations also pay an effective (flat)
tax at the corporate level equal to the same 33 percent rate. In this case,
we know that the capital gains tax will be 13.2 percent (40 percent
times the 33 percent personal marginal rate). We also know that bonds
and stock must yield the same {expected) risk-adjusted rate of return
after all taxes. In the example shown in the table, the risk-adjusted net
rate of return is set at 6.7 percent for stocks and bonds. But the inter-
esting exercise is to work backwards to derive the pretax rates of return
required to ensure that net rates of return are equalized. This is im-
partant when considering the optimal investment strategy of an entity
like a pension plan that is not subject to personal taxes.

It turns out that if the rate of return before all taxes is 10 percent
for bonds nnd 11 percent for equity, the net rates of return after all mxes

lized across both ities. That is, tax is

on corporate bond interest (interest is deductible for corporate tax pur-
poses) bul a 33 percent corporate tax is assessed against the firm's profits
[equity return). Thus, after corporate laxes, the bond rate of return to
individuals is left intact at 10 percent; the equity rate of return is 7.7
percent. To a tax-paying individual, this inequality in rates of return is
soon erased by a p 1 tax the individual must pay a
33 percent marginal tax on bond income, leaving 6.7 percent after tax;
and must pay a 1.0 percent capital gains tax on equity earnings [= .132
* 7.7 percent), which leaves an identical 6.7 percent net return.
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TABLE 8-4 Share of Bonds in Pension Portiolos, 1678

Assats
Bond Shae  Plans  ($ biions)

< 25% 1.041 3304
25-49% 2,038 482
50-T4% 1,306 125
75-100% 1.266 63

Total 5.654 $85.4

L wcmwwmmmummm Annual 5500 Pansion Plan
Fasport flod with tha LS. Deparment of

While the tax-paying individual expects the same net risk-adjusted
rltu of mlum from stocks and bonds, the same expectation does not
t pt entities. If taxpa are indifferent between
bonds and equities, it must be true that tax-exempt entities will prefer
bonds because gross of personal taxes, the bond rate of return exceeds
the equity rate of return. In the example in Table 9-3, the bond rate of
return gross of the personal tax is 10 percent; the gross equity rate of
return is 7.7 percent. The implication for pension plans is clear: they
should hold all-bond portfolios.

Yet the facts clearly show they do not. The share of pension plan
portfolios held in bonds is shown in Table 9-4 for the year 1978, While
22 percent of plans (holding 7 percent of pension assets) held portfolios
comprised of 75 percent or more in bonds, the majority did not. Fully
54 percent of plans (holding B0 percent of pension assets) held less
than one half of their portfolios in bonds. Clearly, pension plans are
not acting in a way that maximizes the advantages of their tax exempt
status. While at first it might appear risky to hold an all-bond portfolio,
the firm sponsar should be able to balance this risk by holding equity
securities at the firm level. Alternatively, stockholders could hold more
equity at the personal level *

In general, it is hard to understand why pension plans forgo their
maximum potential rate of return. Do they perceive an all-bond port-
folio as imprudent? Do equity T in the pension confer some
other type of as of yet unrecognized advantage to the plan sponsor?
Are equities held in the plan to explicitly convey the notion to workers
that they will ultimately receive a pension that is tied to the weighted
rate of return in the pension portfolio? Research to date simply cannot
explain this apparently peculiar tendency of pension plans to eschew
the all-bond prescription.

*See, for example, Fisher Black, “The Tax Consequences of Long-Flun Pension Policy.”
w&mmum‘m PP 3-10; and Irwin Toppar, “Taxation and Cor-
porate Pension Policy,” Journal of Finance 36 (March 1881), pp. 1-14.
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TABLE 9-5 Pansion Rates of Return on Equity

m @ o
Pensions® Mutual Funds®
Poriod {Porcant = 100)  (Percent = 100)
1961-1981 67 73
1972-1981 43 76
1977-1881 a1 127
19751881 156 18.2
18681 -50 -8
Pensions funds rates of rtumn vabiatg
by A G. Bocker Securtes.
ot fund rates of mnmmmmw

SouRce: Alicin H. Munnel, “Who Should Manage S Assels of Colectvely Bargained Persion
wmﬂmmmﬂlmnw 48-54, Tatko 8. Murnsl's et in mmwhm

Pension Rates of Return Puzzie

Perhaps the most intriguing puzzle of all is the apparent fact that pen-
sion plans somehow manage to earn lower rates of return than other
types of investors. The data that support this notion are shown in Table
9-5. The data report the rate of return earned on actively managed
equity accounts for pension plans; these returns are compared against
rates of return earned by a broad range of mutual funds. The facts speak
for themselves: for all periods of comparison, pensions earned a lower
rate of return on their equity accounts than on mutual funds. Over the
entire period 1961-1981, pensions earned a 6.7 percent rate of return
on their equity accounts; mutual funds earned a 7.3 percent rate of
return, 9 percent higher than pension funds. During the period 1972
1981, the wedge is much higher: mutual funds earned rates of return
76 percent higher than pension funds’ equity accounts.
It is not known what accounts for the wedge between the rate of
retum in_pensions and mutual funds. Do pensions hold lower risk
fees and ions cost? Do
the results mask social i.nvsslin; tendencies? Less than arm's-length
(i.e., illegal) transactions between some plans and plan sponsors or
their affiliates? There are no answers to any of these questions. But
again, the rate-of-return puzzle raises suspicions that, somehow, finan-
cial decisions in pension plans result in performance that is lower than
it otherwise could be.
Some insight and verification of the problem is available in a recent
case study of portfolio performance of 119 pension plans over the period
1974-1979. The study showed that virtually all plans in the sample

#See Donnis E. Logue and Flichard J. Rogalskl, Managing Comporate Pension Plans:
The impacts of inflation Washington, D.C.: {American Enterprise Institute, 1884).



THE IMPACT OF PENSIONS ON CAPTTAL MARKETS | 163
The copyright for “Pensions, Economics & Public Policy”
by R. Ippolito is held by The McGraw-Hill Companies, Inc.

failed to earn any positive real rate of return over the period, and they

also performed worse than a whole array of market indexes. Perhaps

more revealing, the study found that the pension plans with the worst

performance were the ones that were not patient investors. Plans ex-

hibiting tendencies to “time the market” incurred large losses during

the period of the study. Given the long horizon of pension investors

and the damning implications of the efficient market theary," it can

legitimately be asked whether pension plans should be anything else

but long-term patient investors, Advances in this area await results of
& more exhaustive study of pension rates of return.®

The underfunding puzzle, the bonds puzzle, and the rate of return

pluzz!e. together with other facts—for example, pensions’ use of large

of money and their avoid: of mutual funds and

index fund, bine to form & P of behavior which suggests

that either the economic functions of pension plans are more complex

than commonly understood or legal and regulatory constraints are more

ining and more influential than iousl idered

CONCLUSION

Probably the most startling aspect of the role of pensions in capital
markets is that we know so little. It is difficult to establish whether
pension tax law has exerted a positive or negative impact on the su\-'inga
rate, and capital acc 1 in the The i

efficiency with which workers can save for retirement mrouns that Il‘w
same reti ion can be atiained with a lower savings rate.
But the “reduction” in the cost of and reti

tion no doubt has led workers to demand more retirement, which in
turn suggests that pensions work to increase the savings rate for retire-
ment. Other factors also influence the impact of pensions on accu-
mulated savings for retirement. Research to date appears to support the
notion that pensions have augmented the nation's capital stock but not
on a one-for-one basis,

What is less controversial is that pension law has caused a switch
in the form of retirement savings: assets in pension plans for the most
part would o&em:ne have been held by households directly. House-
holds have been shedding c and pensions have been

""The efficient market theory merely says (et oA svaiabée nformation is incoporated
in the masket; hence, it is very difficult for any investor 1o “beat” he broad perlormances of
the: market itsolf. As such, the theory implies that patient (passive) investing will yioid the
oy risk:
Iransactions costs and management loes,

mmmummh&mkmwmé Logua.
Covporate Persion Fund Labaor, Spring 1968,
forthcoming.
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The copyright for “Pensions, Economics & Public Policy”

by R. Ippolito is held by The McGraw-Hill Companies, Inc.
accumulating them for over 40 years, Bul what does this mean for
capital markets?

‘The reshuffling of moneys into pension plans means in general that
another level of fiduciary responsibility has been created. Pension fi-
duciaries [as well as the registered money managers they hire) are sub-
ject to trust law, and since 1674, ERISA. No one knows if this extra
level of potential regulatory and legal impact has had any effect. Cer-
tainly, there are many behaviorial characteristics of pension plans that
make it appear that pension plans and their sponsors are making pe-
culiar financial decisions. Despite large tax penalties, most pensions
neither fully fund nor hold p pally bond p the
rales of return I.hay num are pocn]iurly low mT.ulwe to other investors.

The sheer ions makes it and i
to understand Hm affect of Ilna institution on capital malkalx Yat very
little is known about the pension-capital markets relation, This is to
be contrasted to labor market issues surrounding pensions, about which
‘much is known. But while much study has been devoted to the impact
of pensions on labor markets, the capital market side has received much
less systematic attention. This will be an important and exciting area
of economic research over the next 10 years,
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