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ABSTRACT

The life-cycle hypothesis proposed by Modigliani and Brumberg (1954) suggests that the level of
demand for financial assets is driven by the age of householders. This research examined the life-
cycle effect on the level of demand savings accounts, unit trusts and shares in Malaysia. Variables
such as income, wealth and a series of demographic and socio-demographic variables were also
introduced in the regression models estimated. Householders’ exposure to financial planning and
their propensity to plan as well as the effect of the involvement of financial planners in household
portfolio allocation at the level of householders’ demand for financial assets are also included. The
introduction to the study on households’ preference for Islamic and conventional financial assets as
well as their level of Syariah made our research 1s a novel examination of financial asset demand

in this respect.

The results of this study indicate that all economic variables are significant in determining the level
of demand for financial assets. Gender 1s the only demographic variable that is significant in the
demand for all financial assets except in the regression for the demand of unit trusts. Levels of
education are irrelevant for the demand for financial assets except partly in the demand for shares.
Sector of employment to which householders belong serves partly to explain variations in the
demand for unit trusts and saving accounts. Households’ preferences to hold conventional or
Islamic financial assets prevail only in the demand for saving accounts. Syariah literacy only
affects the demand for saving accounts but not for the other two types of financial assets.

To further analyse the householders’ portfolio selection, data from financial planners are also
collected using questionnaire a method of data collection. Three of the seven planners stated that
majority of their clients are have medium skills in evaluating their financial goals.
Demographically, majority of financial planners reported that the age of their typical clients is
between 41-50 years old with the remaining two stated that the majority of their clients are of
younger age being 31 to 40 years old. Two of the planners stated that their clients’ financial
planning skills are poor while the remaining financial planners stated that their clients are able to
evaluate their financial goals in accordance with their current financial position. In relation to
Islamic financial planning, 3 out of 7 of them reported that the proportion of their clients who are
engaged in Islamic financial planning totals more than 50% of client-base.
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GLOSSARY

Akad

Takaful

Syariah

Bay’ bithaman ‘ajil

Bay’ al-Inah

Istisna’

: Agreement between parties involved in business
transactions. Without it, transactions cannot be regarded
as valid in the eyes of Islamic law.

. Islamic solution to risk management which means
helping each other. Participants agree in a contract to
contribute a sum of money to be put in a fund that can be
used to pay other participants in need. The fund can be
managed by the way of profit-sharing among participants
and the manager of the fund or simply by the manager
being an agent to the participants to whom the
participants pay fees.

. Literally, the Syariah means the path to water- the
source of life, the clear path to be followed and the path
which the believer has to tread in order to obtain
guidance in this world and the deliverance in the next.
Technically, it means a set of norms, values and laws that
govern Muslims’ lives.

: This contract refers to the sale of goods on a deferred
payment basis. Equipment or goods requested by the
clients are bought by the bank which subsequently sells
the goods to the client at an agreed price which includes
the bank’s mark-up (profit). The client may be allowed to
settle the payment by instalments within a pre-agreed
pertod, or in a lump sum. It is similar to a murabahah
contract, but with payment on a deferred basis.

: Sell and buy back arrangement. The financier sells an
asset to the customer on a deferred payment and then
the financier immediately repurchases the asset for cash

at a discount.

. A contract for manufacturing goods. Payment received
by the seller in advance for the manufactured goods to be
delivered in the future. The quantity and the quality of the
goods are ascertained in advance.
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Mudharabah

Maisir

Tabarru’

Qada’ and Qadar

Sukuk

Riba’

Halal
Haram

Gharar

Umum balwa

. Refers to an agreement made between a capital provider
and another party (entrepreneur), to enable the
entrepreneur to carry out business projects, based on a
profit-sharing basis of a pre-agreed ratio. In the case of a
loss, it will be borne by the provider of the funds.

: Gambling. A business transaction that involves elements
of gambling is prohibited by Syariah.

. By definition can be referred to as a contribution,
donation or offering. The instrument is used in takaful
institutions where a contribution is collected from the

participants to be managed by the funds.

. Allah’s will of occurrences; bad or good that shall
happen to all living creatures. It is one of the six articles
of faith for a Muslim.

. A certificate of ownership of right of assets. It can be
i1ssued under many instruments such as leasing and
diminishing musyarakah. By holding the certificate, the
owner 1s entitled to the rights of owning the underlying
assets such as on money receivables upon the usage of
the assets. Sukuk can be traded in the secondary markets
as i1t has an intrinsic market value that can be passed from
one party to another.

. Literally means an increase or addition. Technically it
denotes any increase or advantage obtained and accrued
by the lender in a loan transaction without giving an
equivalent counter-value or recompense in return to the
borrower. In a commodity exchange, it denotes any
disparity in the quantity or time of delivery.

: Permissible according to Syariah
. Prohibitions according to Syariah
: The root word of gharar denotes deception or ambiguity.
Bay’ al-gharar i1s an exchange in which there is an

element of deception either through ignorance about the
goods, the price or through faulty conditions of the goods.

. Activities that involve the general public
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FAST
FPAM
FPSB
GDP
GLS
GNI
IFI
[IMM
IRA
ISO
KLIBOR
KLSE
MARC
MPT
MTN

. Literally means benefit or interest. In the context of
Syariah, 1t can be referred to as public interests. One of
Syariah applications of this concept is the adoption of
“maslahah mursalah” which means unrestricted public
interest on any fatwa or ruling passed by Islamic jurists.

. Refers to a partnership or joint venture for a specific
business. The distribution of profits will be apportioned
according to an agreed ratio. In the event of losses, both
parties will share the losses on the basis of their equity
participation.

Meaning
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CHAPTER 1

BACKGROUND OF THE STUDY

1.1 Introduction

The life-cycle hypothesis developed by Modigliani and Brumberg (1954) states that
the amount of wealth owned by householders is significantly determined by their age.
Householders’ asset portfolio accumulation begins with insignificant assets when
they are young. Wealth and savings will then increase up to the point of the

retirement age and decrease substantially at retirement, posing an inverse U-shaped

pattern of wealth accumulation pattern.

In line with the hypothesis, Bodie ef al. (1992) reported that young householders are
more flexible in term of their labour supply making them more susceptible to save
less or even to borrow money. Information hypothesis proposed by King and Leape

(1987) supports the fact that the demand for financial assets 1s maximised during the
middle-age stage. As information needs time to be acquired and digested, middle-
aged households are more confident to invest more than their younger counterparts.
At retirement age, householders will have to consume their savings due to the
significant reduction in their labour income. In order to have enough savings for the
retirement purpose, they have to maximise savings during earlier periods of their
lives. The pattern of humped-shape wealth accumulation also accommodates the

prediction of a permanent income hypothesis which is sometimes called the habit

formation hypothesis; Duesenberry (1949).

The prediction of the traditional model states that the total wealth of households

peaks at middle age and start to decrease in older age. Poterba and Samwick (1997)

found that the reverse pattern applies to the demand for financial assets. Since their




studies took into account both financial and non-financial assets, the difference in the
pattern of demand for both types of assets can be examined. The holding of financial
assets 1s higher for younger householders, reduces during the middle age and
increasing again at older age. When they are younger, householders hold more of
financial assets when real assets are too costly to be considered. Subsequently, when
householders have enough funds to purchase their houses, they will tend to hold
fewer financial assets. On the other hand, older houscholders tend to hold more
financial assets since these types of assets are able to meet their objectives of liquidity
during their later years. They particularly need liquid assets to replace their labour
income flow to spend on their current consumption as well as to pay for health related

expenses which may be significant in their costs.

In contrast, Jagannathan and Kocherlakota (1996) state that the age factor is not the
main factor determining the level of demand for financial assets. Investment

decisions are very much specific to an individual investor’s risk and return

consideration as well their background risk such as the correlation of an individual’s

income to the return on his/her investment.

The economic background of householders, especially their level of net wealth, also

significantly affects the amount of financial assets they own. Two other measures of
financial ability are income and wealth. Research examining the effect of these

economic variables on the demand for financial assets has been done by, among
others, King and Leape (1984), Wolff (1979), Hochguertel et al. (1997) and

Modigliani and Brumberg (1954).

The marginal propensity to save of householders is not only affected by objective
factors but also by subjective factors (Keynes; 1936). As marginal propensities to
save directly affect the demand for financial assets, Tin (2000) uses Keynes’ insights

to examine whether changes in socio-economic conditions have a significant impact

on the demand for financial assets. His study includes factors such as age, number of



children, level of education, marital status, gender, and race as demographic variables

tested as factors to influence the level of asset demand.

In relation to levels of education, Hochguertel et al. (1997) found that higher
educated householders invest more in stocks than less educated people. This might be
due to the fact that they are able to tolerate a higher level of risk compared to their
less educated fellows owing to higher income and the stable nature of their income.
Again, on education, some authors suggest that educated householders tend to hold
more risky assets due to the higher level of information they possess. King and Leape
(1987) suggest that educated people have better information about various investment

opportunities so that they can manage their investment ventures better.

Ameriks et al. (2002), in their study reveal a strong relationship between financial
planning and wealth accumulation. Their survey data suggest that individuals with a
low propensity to plan are unable to monitor their spending and are unlikely to be
able to accumulate wealth. In order to devise a financial plan, householders need to
have an adequate level of financial literacy. Regular monitoring of financial activities

and a reasonable level of financial exposure are one of many aspects to be observed

by householders during the process of wealth accumulation they embark.

This research will explain the variation in the demand for three types of financial
assets, namely savings accounts, unit trusts and shares using micro-data obtained
from participating householders. The effect of income, wealth and net wealth will

' modelling for the demand for each

first be tested in order to find the best regression
type of financial assets. Upon the establishment of the best regression for each type,
the existence of a life-cycle effect will be examined. In addition, the effect of sets of
demographic variables will also be tested following the approach of Tin (2000) on

propensities to save and the demand for financial assets. Furthermore, the effect of

' The best regression in this respect is referred to the regression model that has highest value of R-
Squared.



the financial planners’ involvement will also be included following the study of

Joannide (1992). In addition, several construct variables measuring householders’

exposure to personal financial management and the propensity to plan will be
devised. This is to evaluate the relationship between householders’ levels of financial

exposure and their propensity to plan with the levels of their demand for financial

assets.

This research will extend research in this area which was previously considered on
the level of demand for conventional® financial assets. With different risk and return
characteristics characterised by the Islamic financial asset (financial assets issued

under the provision of Islamic Syariah law), studies taking into account both types of

financial assets are vital. Using a dummy variable to distinguish the effect of a
householder’s preference for Islamic or conventional financial assets, the research
will test whether such a preference significantly affects the level of demand for

financial assets under study. This research will be among the first research taking into

account the life-cycle hypothesis as a factor affecting the level of demand for Islamic

financial assets as Islamic banks were introduced relatively recent in Malaysia.’

Householders’ level of Syariah-compliancy literacy will also be examined in order to
complete our analysis on this matter. By doing so, our study is a unique examination
which takes into account Islamic financial asset holdings where only conventional

financial asset demand has been previously examined.

Micro-data® analysis will be used in this research as this method of data collection
helps eliminate identification problems which usually experienced by researchers
when using values of macro data in specific estimations they are working on. If

macro-data sources are to be considered, problems of identifying which aggregate

2 Financial assets that do not comply with the Syariah law

3 All Islamic banks are governed by the Islamic Banking Act 1983 (IBA) and guided by guidelines
issued by BNM.

* Micro data analysis involves data collected from the primary source. In our case, micro data on the
demand for financial assets will be collected from households that own such assets.



data are best to suite housecholders’ demand for financial assets may occur.
Identification of such data is important in order to reflect the correct data to be
assigned to income, wealth, net wealth and the amount of financial assets holding
analysed. To avoid such complication, this study collected its own primary data from
the main sources. This approach, more importantly, will lend originality to the

research in the area and contribute massively to further research.

1.2 Research Aims

The aim of the research is two-fold. The first aim is to identify and analyse sets of

factors driving the variation of demand for financial assets. Identification of relevant
factors affecting the level of demand for financial assets, thus, is the main aim of this
study. This research will further analyse how identified factors affect the level of
demand for financial assets. In other words, the degree of effect of individual factors

can be determined by observing the value of the coefficients of the variables in the

regression model.

The second aim of the research 1s to examine further the issue of financial planning
and financial knowledge in Malaysian householders. As established by Ameriks et al.
(2002), individuals who plan their finances are more likely to have more savings and
wealth compared to individuals who do not. Their findings motivate us to concentrate
more on the characteristics of individuals who plan extensively i.e. by hiring the
service of financial planners. By conducting interview in assembling primary data
with financial planners, other subjects will also be covered. Of concern to this
research will be information on the scope and practices of financial planners, such as
their qualifications, the range of services they offer and their fees. Particular emphasis
will be given to the level of financial knowledge of individuals engaged in financial

planning. Financial planners will be asked to rate their clients’ level of financial



literacy such as their knowledge on financial products, risk management planning, tax

and retirement planning. The information obtained can then be used to be compared

to data obtained from householders on their level of financial literacy.

1.3 Research Objectives

a) To investigate the effect of economic factors such as income, wealth and net

wealth on the demand for financial assets;

b) To ascertain whether a life-cycle effect exists for every types of financial
assets,

¢) To investigate whether demographic variables have a significant effect on the
level of demand for financial assets;

d) To ascertain whether the preference for conventional assets and Islamic

financial assets and their level of Syariah literacy significantly affects

householders demands for financial assets;

e) To ascertain whether the difference in risk tolerance levels significantly affect

the demand for financial asset;

f) To investigate whether householders’ engagement or abstention significantly
- affects the demand for financial assets;
¢) To study the effect of financial exposure experienced by householders on the
level of demand for financial assets;
h) To study the effect of householders’ propensity to plan on the level of
demand for financial assets; and
i) To examine various issues related to the practice of financial planning in

Malaysia by conducting semi-structured interviews with certified financial

planners.



1.4 Research Questions

In line with the first research aim, the following questions were formulated:

(1) What are the factors that affect the level of demand for financial assets?

(2) How do the following factors affect the level of demand for financial assets?

a) Income

b) Wealth

c) Net wealth

d) Age of respondents

e) Gender of respondents

f) Marital status of respondents

g) Race of respondents

h) The level of education of respondents

i) Job sector of respondents

i) Race of respondents

k) Risk tolerance attitude (bonds or stock preference)
) Certified financial planner engagement

m) Preference to hold Islamic financial assets and conventional financial assets
n) Syariah literacy

o) Financial exposure

p) Propensity to plan (regularity of monitoring of personal financial matters)



As for the second aim of the research, semi-structured interviews conducted with
participating financial planners. Financial planners are professionals who advise their
clients on how to create financial goals according to their current financial position
and future expectations and subsequently give advice on financial instruments that
suit their clients’ goal. Data obtained from the interviews summarised in suitable
forms of descriptive statistics. Among data to be collected from financial planners are
the characteristics of householders who actively manage their financial portfolios via
engagement with certified financial planners. Data on financial planners’ clients such
as their financial position and their financial planning behaviour were also collected.
As financial planners are trained professionals in the area of financial assets demand

and portfolio allocation they lend us good and credible data to work on with.

1.5 Scope of the Research

Any findings of this present study, however, must be observed with cautions due to
limitations emanating from the research procedures used. The research relates to only

the analysis of financial assets demand. Certain emphasis might be placed on the
ownership of real assets such as properties (known as the substitution effect) when

households allocate their portfolios, but in this research we will not be dealing with

them.

The subjects of this study are respondents from a single geographic area in Kuala
Lumpur, the capital city of Malaysia. Although only one geographical area had been
selected, the richness and the quality of diversity of a big capital city offers a
heterogeneous set of responses which includes respondents from householders who
invest in different types of financial assets, i.e. saving accounts, shares and unit trusts,

as well as including respondents from different economic and socio-demographic

backgrounds.



Data of high quality often lends credibility to the findings of a research. Using the

questionnaire as a way of data collection may be imprecise to the extent that

householders may not always convey their true feelings. A low response rate is also a
concern 1n survey research (Fowler 1984; Sekaran 2003). To mitigate the problem,
we encouraged the respondents to answer the questions as accurately as they could by
assuring them of total confidentiality for their answers. To increase the response rate,

one of the data collection methods we adopted was to personally hand out the

questionnaires at the selected research locations so that respondents would be more

inclined to fill in the questionnaires.

1.6 Outline of the Thesis Contents
The remaining chapters are organised as follows:

Chapter 2 reviews the literature on the demand for financial assets. The introduction
to the life-cycle hypothesis prediction to the level of demand for financial assets is
provided in the chapter. Selections of important factors that drive the demand for
financial assets are also recognised. Important works on the life-cycle hypothesis

performed by other researchers have been reviewed in this chapter.

Chapter 3 offers an introduction to the demand for various financial assets in
Malaysia. In this chapter, the review of the current state of demand and supply for
demand for financial assets such as transaction accounts, certificate of deposits,

saving bonds, bonds, shares, unit trusts, retirement accounts and life insurance is

provided.



Chapter 4 provides a review on financial planning, financial literacy and Islamic

financial planning in Malaysia. In that respect, we will write about the Financial
Planning Association of Malaysia (FPAM) and its functions. A review of the
frameworks and areas in which financial planning operates will also be provided.
Finally the chapter will review aspects of financial literacy, financial education and

Syariah literacy especially concerning the current development in Malaysia.

Chapter 5 consists of the research methodology including the theoretical framework,
the hypothesis development and model specification for the study. The measurement,

sampling and instrumentations and procedures of the study are also discussed in the

chapter.

Chapter 6 presents the empirical findings and results from the multiple regression
analysis. Descriptive results on important aspects of the data are provided. In
addition, reliability and validity tests as well as diagnostic tests also presented in

addition to the regression analysis.

Chapter 7 is an extension of Chapter 6. It discusses the multiple regression results on

the factors that affect the level of demand for financial assets in Malaysia especially

on the effect of age on such demand.

Chapter 8 relates directly with Chapter 4 that discusses financial planning, financial
literacy and Islamic financial planning in the light of the evidence produced from the

primary data analysis. The chapter mainly reports on the interviews with the financial

planners.

Chapter 9 is the concluding chapter. It provides the summary of the findings of this
research. In addition, how the findings from this study may contribute to the body of

knowledge and other parties such as policy makers and the financial institutions that

10



offer financial products is discussed. Research limitations are also discussed with

suggestions for better research in the area which could be conducted in the future.

11



CHAPTER 2

THE LIFE-CYCLE HYPOTHESIS AND DEMAND FOR FINANCIAL
ASSETS: A SURVEY

2.1 Introduction

Householders save either for precautionary purposes or to prepare themselves for

retirement. Precautionary savings are usually triggered by labour income uncertainty

faced by housecholders during their working periods. Savings for retirement, on the
other hand, will result in income smoothing during the lifetime. In other words,

householders will allocate portions of their current income to be used in the future
when their income drops significantly, in order to have steady income inflow to retain
their standard lifestyle. The income smoothing behaviour among householders is a

result of the phenomenon of the life-cycle effect upon savings and wealth

accumulation.

One of the most prominent frameworks for savings and wealth accumulation was
developed by Modigliani and Brumberg (1954). It states that householders
accumulate and decumulate their level of wealth in accordance to their age.
According to them, the amount of savings and wealth accumulated is insignificant
during the youth age before continuing to grow to a middle age peaking as they near

retirement. After retirement, the phase of decumulation will begin in which

householders convert their capital into income flow to be used to maintain the

lifestyle that they used to have before retirement.

Among the factors that affect the amount of accumulated wealth is the portfolio
allocation, i.e. how householders manage their portfolio to give the highest returns at
their assumed level of tolerable risk. Bertaut and Mc-Cluer (2000) state that studies

on portfolio allocation are important at the national and individual level for various

12




reasons. Firstly, savings and portfolio allocation is important because the way
householders allocate their funds will affect the adequacy as well as the distribution
of their retirement income. Another is that returns generated from various types of
investment are different, so that they will have a different effect on the pace of wealth
accumulation. At the national level, householders’ spending and saving may inspire
the tax policy formulation. Portfolio decisions also give an indication of the effect of
macro economic variables on householders’ spending and saving. At the theoretical
level, portfolio decision studies provide deeper insight into theories of consumption

and saving behaviour.

The empirical literature on portfolio allocation has sought to find observable variables
that explain the cross sectional differences in the portfolio allocation behaviour. Early
literature was based on static models which suggested that individuals choose their
portfolio to maximise expected utility and the risk-return pattern of available assets as
in Tobin (1958) and Mossin (1969). Similar studies were later extended arriving at
the development of dynamic models for wealth allocation which aim to maximise
expected lifetime utility as compared to the previous approach of maximising single
period utility. Among factors related to the maximization of lifetime expected utility
are human capital uncertainty (Heaton and Lucas, 1997), labour income flexibility
(Bodie, Merton and Samuelson, 1992), an uncertain lifetime horizon (Foldes, 2000)
and the role of incomplete portfolios (King and Leape, 1998). With the establishment
of the dynamic models for wealth accumulation, the process of portfolio allocation

and wealth accumulation will be continuously changing in response to householders’

condition which may be due to demographic, socio-economic or purely economic

factors.

In the wealth accumulation studies, researchers consider only the total effect of the
wealth accumulation process aiming to maximise wealth at the end of the investment

period. In contrast, portfolio allocation studies provide answers to the problem of

choosing an efficient set of investment strategies in order to generate maximum

13



returns for wealth generation. King and Leape (1984) discuss both issues taking into
account the life-cycle effect. Lamenting in both of their papers in 1984 and 1987,
they stressed the fact that most studies on householders wealth was more interested in

the examination of total wealth accumulation rather than the composition of assets in

portfolios.

Studies on asset composition are useful since they provide an indication to the

specific form of asset demand under the consideration. On top of that, the specific

aspect of risks tied up with the holding of specific types of assets can be examined in

detail. On the other hand, the macro view on household wealth accumulation is
equally important in picturing the general behaviour of households in accumulating
their assets. Hochguertel ef al. (1997) deal with both issues by examining the total
financial wealth and analysing the composition of risky assets and risk-free assets.
They examined possible variables considered to be the determinants of householders’
asset accumulation strategy such as the level of financial wealth, the marginal tax

rate, age and education levels.

Studies on demand for financial assets may be concentrated on to the narrow demand
for money to be used for transaction purposes or focusing on the broader demand for
money which includes current and savings accounts which are being held for the
purpose of asset holding. Thus, two approaches may be used in quantifying the
demand for financial assets: the transaction approach and the asset approach. The
theoretical framework for the transaction approach was developed by Baumol (1952)
and Tobin (1956). Broader definition of money demand, which is the asset approach,
usually followed the pattern developed by Friedman (1956). Barnett (1978) and
Barnett et al. (1990) are among other researchers using the asset approach. Studies on

demand for broader definition of money such as M2’ and M3 are performed in cases

of research aimed at greater levels of wealth.

> M1 is the most liquid assets that includes all coins, currency in circulation, traveller’s cheques,
checking account balances, NOW accounts in the US (which is equivalent to checking accounts but
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On both areas of study on demand for narrow and broad money, a small number of
studies were conducted in the past at the level of the individual or householders. This
poses problems since the macro data tend to inherit an identification problem.

Usually generalisation cannot be made using macro-data since householders are
heterogeneous in their expectation of return and risk both of which can affect their
portfolio allocation. In the area of study for narrow demand of money, Barnet (1997),

Cuthbertson (1997) and Mizen (1997) had called for micro foundations of aggregate
money demand to be closely examined at the micro environment level in order for
such studies not to inherit the problem of aggregate money demand. Gorman (1953)
showed that the difficulty in this assumption is that it is quite restrictive and requires
the marginal propensity to save to be constant across all individuals, regardless of

differences in their socio-economic characteristics.

Taking into consideration the above scenarios, this study aims to provide a useful
reference point for the demand for financial assets by Malaysian householders. It
provides an examination of the allocation process made by these householders in
relation to the demand for financial assets. Besides collecting the data on the amount
of householders’ holdings of various types of financial assets, this research at the
same time collect the data pertaining to housecholders’ demographic, socio-economic
and economic background. This will allow us to examine for possible factors driving
householders demand for financial assets. Further analysis of the effect of the life-

cycle effect on the demand for various types of financial assets is conducted by

segregating householders into several distinctive age groups.

carries interests on the balance), automatic transfer service accounts, and balances in credit unions. M2
consists of M1 and savings, small time deposits, overnight repos at commercial banks and non-
institutional money market accounts. M2 is a key economic indicator forecasting inflation in an

economy. In addition, M3 is M2 plus large time deposits, repos of maturity greater than one day at
commercial banks and institutional money market accounts.
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This study employ the asset approach of demand for financial assets in order to be
able to reflect the broader demand for financial assets in the wealth accumulation
process. Micro-data from a questionnaires survey will be used to eliminate the
identification problem as discussed above. Further than that, following the rapid
development of Islamic financial institutions such as Islamic banks, fakaful and
Islamic unit trust companies, we are interested to examine whether households are

holding less, the same or more of Islamic financial assets offered by these institutions

in contrast to their conventional counterparts.

2.2 Savings and Wealth Accumulation

According to permanent income hypothesis, individuals need to maintain their
current consumption pattern during their retirement. This requires them to save a
proportion of their current income as savings. The hypothesis suggests that
individuals are used to their current level of consumption and will try to smooth their
pattern of consumption over their life-cycle. Thus, the wealth accumulation pace will

be inverse U-shaped as younger individuals use a large amount of their income to
finance repayment of their education, housing consumption and other costs to settle
down. This then leaves them with the need to make up for lost time when they are in
their midlife. The highest point of savings or wealth accumulation takes place most
likely among individuals’ in their forties and fifties. Later individuals will use their

stock of accumulated wealth during retirement years to maintain the lifestyle they

were used to during their working years.

There are various ways that may be used by individuals in order to accumulate

wealth. Examples are to engage in investment activities such as investing in shares,
bonds, unit trusts and investment linked insurance units. Current income may be used

to finance these activities although credits are possible alternatives. Another source of

finance is existing savings in the hands of individuals. With limited income and
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constraints on borrowings, savings are the most promising source of finance to

accumulate wealth.

2.2.1 Theories of savings

Savings literature for wealth accumulation consists of two major competing

propositions. One reason to save is for retirement or the life-cycle motive. The other

is to protect consumption against unexpected shocks caused by income uncertainty.

These savings are usually referred as to the precautionary savings.

Savings inspired by the life-cycle motive are based on the practice of individuals to
maximise their consumption lifetime utility rather than at any specific time period.
Due to lifetime maximisation, a rational consumer will consume at a stable rate that
corresponds to their expected average consumption over their life-cycle. This will
result in an inverse U-shaped pattern of saving and wealth accumulation process
which peaks when individuals are in their middle age. The rationale is that younger
individuals are likely to face other high financial commitments such as house
purchase and education loan payback. Thus they will save less or even engage in
borrowing activities. Individuals of retirement age, on the other hand will start to
consume their savings and wealth accumulated due to significant reduction in their
income, since they are no longer in full-time employment. In order to match their
former average consumption levels, they have to maximise their saving and wealth
during their midlives. This concept is closely related to the hypothesis of habit

formation or permanent income hypothesis which was long ago proposed by

Duesenberry (1949).

The thinking which believed that life-cycle or age exert a large impact on individuals’
savings and wealth accumulation behaviour offered a promising explanation for
savings to be as low during individuals’ early lives as during their retirement years.

Bodie et al. (1992) proposed that the labour supply flexibility experienced by young
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individuals induces them to save less or even borrow money. Young individuals also
face higher prospects of growing their income compared to older people, although it
may be argued that income levels are not certain. The information hypothesis
proposed by King and Leape (1987), in another but related argument, proposed that
demand for financial assets is maximised during mid-working life due to the
information factor. Information seeking activities take some time so that individuals

in the middle period of life are more likely to be confident to invest compared to their

younger counterparts.

Saving and wealth accumulation, on the other hand, may be inspired by the motive of
precaution. One major and influencing work was by Carroll and Samwick (1992),
which is on the importance of the motive of precaution in savings. They found that
wealth is higher for individuals who are experiencing higher income uncertainty than
those who are not. The precautionary effect introduced by the uncertainty of labour
income in their view will significantly motivate wealth accumulation. Caballero
(1991) is more convinced in his believe that the precautionary savings motive due to
labour income uncertainty alone is responsible for more than 60% of the observed net
U.S total stock of wealth. He argues that his prediction is robust in the presence of
lifetime uncertainty regardless of whether annuity markets exist or not. He attempted
to isolate the savings produced by precautionary reasons due to labour income
uncertainty as the insurance for labour income uncertainty is often limited or does not
exist (Cagetti, 2003). This 1s due to a high coefficient of risk aversion and human
wealth uncertainty and lifetime uncertainty which is associated with labour income
uncertainty. Lifetime uncertainty, in addition, may possibly enhance the effect of
savings inspired by precautionary motives over those inspired by the certainty of
permanent employment, Caballero (1991) successfully proved that wealth originating
from precautionary motives due to uncertain labour income accounts for more than
60% of the observed U.S net wealth. His results do not conflict with Skinner’s (1988)
study that stated that 56% of life-cycle wealth accumulation is due to this

precautionary motive.

18



Mixed results were found in the work of Cagetti (2003). The precautionary motive of
savings was found to be significant during the early working lives of individuals who

were concerned about their life in retirement. In addition, he found that wealth

created at retirement implied by the model of precautionary savings (with uncertain

labour income) is twice as high as that implied by the pure life-cycle model without

uncertainty.

In relation to theories of savings, this study examines the effect of the life-cycle or the
age effect towards a savings and wealth accumulation strategy adopted by
individuals. This 1s to prove or reject the ‘folk’s wisdom’ which has been a famous
strategy of asset allocation suggested by independent financial advisors in the
industry. 5 According to majority opinions of financial planners, householders should
invest in less risky assets if they are mature householders while they should be

investing in more risky assets if they are young householders.

2.2.2 Determinants of Savings

Householders save for reasons such as for precaution, liquidity, consumption and in
preparation towards retirement which is the heart of the life-cycle hypothesis. At the
regional level, Suruga and Tachibanaki (1991) tested various theories of savings on
the data set of Japanese householders. Among other theories included in their studies
is the life-cycle hypothesis and permanent income hypothesis. Their primary model
was designed to measure variables possibly affecting Japanese saving. Particular
interest was concentrated on variables such as the number of family members, age of
householders head, profession, home ownership status, size of residential area and

income. Variables listed were derived from various theories of savings. They looked

at the age of householders’ head of the family as dealt with in the life-cycle saving

® See Jaganathan and Kocherlakota (1996) for the complete argument.
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hypothesis and the effect of peoples professions as related to the permanent income

hypothesis. Their examination take into consideration the effect of bonus payments in

different professions involving both employees and self-employed.

Suruga and Tachibanaki (1991) used different models on savings so that they
increased the chance of finding the significant determinants for savings in developing

Asian countries. For example, income was decomposed into various sources namely

labour income, property income and transfers which could be possible determinants

of savings. Examination on these sources of income can enlighten possible

determinants of savings so that we may be able to learn which income sources are
more important than others. For example, if labour income is the most significant

factor in generating personal savings, any disruptions or uncertainties associated with

labour income will significantly alters the level of savings.

To illustrate the determinants for savings, Table 2.1 depicts various reasons for
savings given by the participants in the Survey of Consumer Finance by families 1n
the U.S. It can be observed from the table that the major reasons stated by the

respondents are retirement and liquidity, which also means precaution.

Table 2.1: Reasons Given by Respondents as Most Important for Their Families’
Saving Distributed by the Type of Reason

‘Reasons (Percentage) 1992 1995 1998 2001 |
Education |91 J108  |11.0  }109 |
Purchases 12.8 9.7 9.5

Retirement 23.7
Liquidit 33.0

3
Investments 4.2

No particular reason

When asked for a reason, | 12.0
reported do not save

Total 100 | 100

Source: “Recent Changes in U.S Family Finances: Evidence from the 2001 and 2004 Survey of
Consumer Finances”, Bucks, Kennickell and Moore, Federal Reserve Bulletin, 2006.

33.0
29.8
2.0
1.3
4.9

32.1
31.2
1.0
1.1
4.9

—
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2.2.3 The Life-Cycle Hypothesis as a Model for Savings and Wealth

Accumulation

The concept of life-cycle savings and wealth accumulation was introduced by
Modigliani and Brumberg (1954). It suggests that the propensity to consume and the
propensity to save are different at various stages of individuals’ live. In the
Modigliani and Brumberg’s model, the exclusive motive for saving and wealth
accumulation 1s to provide sufficient resources for retirement (Wolff, 1979). Figure
2.1 illustrates the Modigliani and Brumberg model and Tobin’s model (1967) which,
in contrast, suggests that an individual’s net worth begins at zero level then starts to
decrease to a negative level due to many commitments during young age. After that
net worth increases along with age and reduces at a certain point of time, usually
during retirement age. In comparison to Modigliani and Brumberg, Tobin suggests
the possibility of householders incurring debt in their early working life due to study
loan repayments, house purchase and other durables. The later model reflects reality

more, since it considers the possibility of debt occurrence among households in their

early employment period.
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Life-Cycle Wealth Profiles

Modigliani and Brumberg (1954)

Age

v Ar

Tobin Model (1967)

Figure 2.1: Modigliani and Brumberg’s (1954) and Tobin’s (1967) Models of Life

Cycle Hypothesis
Source: Wolff, Edward N. (1994)

Figure 2.1 demonstrates that householders net worth increases as their age increases
and reduces steadily after retirement. This is due to the fact that householders
consume their stock of wealth after retirement in order to maintain the lifestyle
adopted during their working period. The total level of net worth is considered in the
model and includes wealth held in the form of real and financial assets after

consideration of all financial obligations has been made.

Poterba and Samwick (1997) highlighted the point that neither model explains the
notion of portfolio allocation though they explained the total wealth holdings of

individuals. In other words, Poterba and Samwick’s model does not contain any
indication on how householders allocate their assets or decide on the proportions of
their risk and risk-free assets. To be able to explain the pattern of wealth

accumulation is important because a householders’ choice of asset holding

contributes to the amount of accumulated assets that had can be prepared for
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retirement. The choice of assets held steers the rate of returns generated by the
householders’ investment fund. Both the Modigliani and Brumberg (1954) and the
Tobin (1967) model fail to explain the distinctive characteristics of the different types

of assets: real and financial, and the differences in the degree of liquidity and rate of

returns among the various financial assets.

Due to the failure of the general life-cycle models to explain the portfolio allocation
issue, Poterba and Samwick (1997) embarked on a study that provides foresight on

how households may actually allocate their portfolio. Results of their study show that
the older householders prefer to have liquid assets for them to realise for consumption
purpose. Investment In real estate and business equity among these older
householders reduces for the same reason. But the reduction in real asset ownership
does not apply to owner occupied housing due to the fact that householders do not

actually sell them to finance the retirement. The findings are as follows (Poterba and

Samwick, 1997: 24):

“One question that our results address is the degree to which the standard
life cycle framework of asset accumulation can be applied to different
components of wealth. The life cycle model posits a hump-shaped pattern
of asset accumulation as householders age; they accumulate assets during
their working years and spend down those assets during their retirement
years. QOur results suggest that the hump- shaped pattern is not uniform
across all assets. For example, as a percentage of total assets, financial
assets show just the opposite pattern; they decline as householders age,
and then begin to increase at advanced ages. Investment in real estate and
equity in privately-held businesses do display a hump-shaped pattern, as

in the life-cycle model, but owner occupied housing does not, since there

is no evident in financial asset ownership at older ages”.
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Thus, the notion of an inverse U-shaped wealth accumulation pattern among
households cannot be generalised to all types of assets; real and financial and among
financial assets themselves. This is due to the degree of liquidity as well as the risk

and returns characteristics. The reverse pattern of real and financial assets’

ownership is evidenced in their studies. Hence, a study taking into account the
ownership of real and financial assets is important in order to understand the portfolio
allocation behaviour of householders; whether people switch to hold real assets as
against financial assets when they age or vice versa. Furthermore, other than

studying rates of ownership for financial assets (percentage of financial asset holding

to total assets), the amount of ownership of every financial asset has to be taken into
account. Alessie et al. (2000) carried out such studies to consider rates of ownership

as well the amount of different types of financial assets in Netherlands.

Various other authors write about life-cycle effects on the behaviour of householders
during wealth accumulation. More specifically, they write about how householders
allocate their wealth by investing in specific type of assets. Veceira (1999) writes on
optimal portfolio choice for long horizon investors concentrating on the non-tradable
labour income as the source of funding. Bodie et al. (1992) collectively analyse the
effect of life-cycle demand for financial assets concentrating on the effect of labour
supply flexibility. Jan Tin’s two-volume study (year 1998 and 2000) concentrates
exclusively on the demand for financial assets according to the life-cycle hypothesis
and the propensity to save of householders. The latter study adopts Friedman’s
theory on several factors that affect households’ propensity to save, which in turn
tests for the possibility of a life-cycle effect on the demand for financial assets. In
addition, King and Leape’s (1987) paper 1s useful for further examination on
householders asset allocation over the life-cycle if any researcher would like to
further examine the role of information in the life-cycle hypothesis. For further
investigation of demand of financial assets over the life-cycle, the constraint on
housing consumption is worthwhile considering. Nevertheless, this issue was

discussed thoroughly in the paper of Flavin and Yamashita (1998).
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As noted earlier, Poterba and Samwick (1997) specifically examined the effect of
householders’ portfolio allocation over the life-cycle. As portfolio allocation directly
affects householders’ wealth during retirement, it affects their general level of wealth

and the amount of liquid assets that they hold. Poterba and Samwick studied the
increasing discretion in the hands of householders in managing their own portfolio
holding. The fact enhances the importance of householders making effective choices
in their portfolios. They focused both on the probability that households at different
times in their lives allocate their wealth to specific types of assets and in varying
proportions. Their study establishes the point that the life-cycle effect upon
householders cannot be generalised for every type of assets. That is every financial
asset has its own pattern of increasing and later decreasing as householders age. For
example, there is some decline in the reliance on traditional bank accounts and
certificates of deposit with age. The notions that older householders are simply
reluctant to invest in risky financial assets is not particularly true. In a nutshell, every
financial asset has its own pattern of accumulation and decumulation as
householders’ ages change. Another point the authors make is that the standard life-

cycle model stating that individual wealth accumulation poses a hump-shaped pattern

to the right is not true for the holding of financial assets.

The prediction of the traditional model states that the wealth level of householders
peaks at middle age and start to decrease in older age for both financial and non-
financial assets. Whilst the Poterba and Samwick model makes a distinction between
both types of assets and found that the standard pattern does not hold for financial
asset holding, they did find , on the other hand that the financial asset holding pattern
takes the reverse pattern of the standard life-cycle model. That is, the holding of
financial assets is higher for younger householders, reduces during the middle age
and increases again at older age. This 1s because financial asset holding is simply the
complement to holding non-financial assets. At younger ages, householders held

more financial assets where real assets were too costly to be considered. As time goes
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by, householders have enough funds to purchase a house and tend to hold fewer

financial assets. On the other hand, older householders tend to hold more financial
assets since these types of assets are able to meet their objectives of liquidity in their
old age. They particularly need liquid assets to replace their former labour income

flow to spend on their current consumption as well as to pay for health related

expenses which may be significantly costly.

In addition, Tin (1998) and Bodie ef al. (1992) have offered various factors to explain

the relationship between age and asset allocation decisions. These are mostly
concerned with the demand for financial assets. Bodie et al., for example proposed
that the age related ditferences in the demand for financial assets were linked to the
flexibility of the labour supply of households. According to them, young
householders, who have more flexibility in adjusting their labour supply compared to

older householders, hold more risky assets. This fact induces the life-cycle pattern on

their demand for financial assets.

Further analysis of the life-cycle effect has been done by authors such as Flavin and
Yamashita (1998) and Bruechner (1997). They were using the mean-efficient

portfolio framework in their studies on financial assets and the constraint involved in
owner-occupied hous;ing demand. Flavin and Yamashita (1998) showed great insight
in proving that the level of nsk tolerance and attitude towards risk and returns
consideration is the same among both young and older investors when consideration
of owner-occupied housing demand was taken into account. Every rational investor is
ex-ante identical in their pattern of demand for financial assets so the life-cycle effect
actually enters the demand pattern for financial assets through the housing constraint.
So the policy makers then have to be sensitive to changes in the housing market while
at the same time be sensitive to changes in economic and demographic situations of

householders is they were to promote the growth of financial asset holdings among

householders.
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This section referred to various studies dedicated to examining wealth accumulation
and allocation among householders. This study is concerned with various factors
affecting the holding of financial assets which might help us to predict factors related

to our case. By examining the studies, this study became an informed research with

the awareness of various factors which affect demand for financial assets.

2.3 Factors Affecting the Demand for Financial Assets

Various studies have been conducted predicting factors affecting the demand for asset
holding. Among other variables rated important are economic factors such as income
and wealth and several demographic and socio-economic factors such as age and
education levels. More advanced research takes into account house, real estate and
pension wealth as conditional factors affecting the demand for financial assets on top
of the standard economic, demographic and socio-demographic factors. Other issues

such as the health status of householders also have been considered.

2.3.1 Economic Factors

Economic variables are the major variables in the study of asset allocation and the
demand for financial assets. Three major economic variables are current income of
householders whether in form of labour income or business income, the level of

wealth, in the form of real and financial assets, and the level of net wealth, which can

be defined as the difference between total assets and total liabilities.

It should be noted that expected financial wealth increases with income. It is a major
determinant of consumption and the demand for real or financial assets. The income
factor has been examined in a specific manner by the introduction of human capital
and labour income theory by authors such as Bodie ef al. (1992) and Heaton and
Lucas (1997).

27



Beside the income generated during the employment period, existing wealth level i1s a
valid factor for asset demand. Existing wealth after considering total liability held
may generate demand for assets holding. One of the important research objectives of
King and Leape’s 1984 paper on wealth portfolio and portfolio composition was to
measure how wealth’s elasticity of demand may affect the demand for a range of
assets and liabilities. Their studies which used the micro-data from householders to
study the subject on various assets and liabilities were desirable due to the lack of

research on the demand for assets other than money demand.

In relation to wealth, Wolff (1979) also used micro data in conducting an interesting
study to examine the validity of the classical model for savings and wealth
accumulation of Modigliani and Brumberg (1954) and Tobin (1967). The classical
model states that householders start with an insignificant level of wealth and
accumulate it during their life time before starting to spend their holdings in the later
period of their lives. He found that the model cannot be generalised neither to wealthy
groups of householders which he considered to be the capitalist group nor to the
‘second class labour’, i.e. the very poor who do not accumulate assets except in the
form of durables. The model 1s only valid for middle-income class householders who
usually begin with zero or insignificant wealth and accumulate it in the course of their
employment period and decumulate it in retirements. The reason for the very rich
group of householders does not follows the classical model 1s due to the insignificant

effect of labour income in comparison to their existing wealth acquired through

inheritance, gifts and other sources.

Hochguertel et al. (1997) examined the total wealth of householders in Netherlands.
They categorised their choice of financial assets into risk and risk-free assets, life
insurance contracts and primary residence ownership. They found that 8% held none
of these assets above and 30% held assets in one category. 34% and 25% of them

held assets in two or three categories respectively. Only 3% held assets in all four

28



categories. In the same study, they investigated possible determinants for the
portfolio structure of the respective households. The portfolio structure they
examined was the choice of holding risk and/or risk-free assets. Risky assets included
were shares in domestic and foreign companies, mutual funds, options, bonds and
mortgage bonds while risk-free assets were used savings accounts including balances
in time deposit accounts, saving certificates and certificates of deposit. They proposed
variables such as levels of financial wealth, marginal tax rates, age and education
levels as possible determinants. They found that the levels of financial wealth and the

marginal tax rates are major determinants for the choice of risk and risk-free assets
holdings for the 3,704 households under their study. Practically this means that more
of higher income individuals prefer risk to risk-free assets. This is due to the fact that
they face higher level of marginal taxes. Their study however, does not take into
account one major component of financial assets common to the majority of
householders which is retirement accounts that always form a significant portion of
their total financial wealth. For example, in the case of U.S householders, 52.2%
held retirement accounts. This had been revealed in the 2001 Survey of Consumer
Finances. Non-inclusion of this type of financial assets might compromise their

results. However, other types of financial assets typically held by householders

figured in the framework.

Net wealth, on the other hand, may be defined as the difference between total wealth
and total liabilities. In the classical model for savings and wealth accumulation

developed by Modigliani and Brumberg (1954) net worth was considered as the
reference point for the two subjects. This variable is a more powerful tool for
examining asset accumulation and allocation among householders because it reflects
the actual ability of householders to dispose resources in investment ventures because
it takes into account their obligation toward all types of liabilities such as collateral
and non-collateral liability. Net worth, hence, is a better measure than labour income
and wealth in projecting the ability of demand for the financial assets of

householders.
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2.3.2 Demographic Factors

Demographic variables are other important variables in determining the level of
demand for financial assets. Keynes’ (1936) concept of marginal propensity to save
and Friedman’s (1956) theory of asset demand had placed a major concentration on
the effect of demographic factors in their framework. Keynes in his general theory on

employment, interest and money stated that the marginal propensity to save and
consume is influenced by a set of subjective and objective factors, and the degree to
which both sets of factors affect householders are different with divergent socio-
economic conditions. The objective quality includes sets of economic variables such
as income and wealth discussed above. As for the socio-economic variables, sets of

demographic variables may be studied to quantify their effect towards behaviour on

savings as well as the demand for financial assets.

Tin (2000) considered the insights of Keynes (1936), which concentrated on both
objective and subjective factors affecting his concept of marginal propensity to save

in order to examine whether changes in socio-economic conditions have a significant

impact on the demand for financial assets under his analysis. The set of subjective
motives identified by Keynes includes motives of precaution, foresight, calculation,

improvement, independence, enterprise, pride and avarice (Keynes, 1936: 107-109).

Studies examining the effect of demographic variables were conducted in another
related subject to savings which is the consumption level. This study was well
documented in Hall and Mishkin (1982), Zeldes (1989), and Lusardi (1996) among
others. However they concentrated less on studying the effect of demographic

variables on the levels of savings, asset allocation and demand for assets by

householders.
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Tin (2000) suggests that since the equilibrium demand for a financial asset 1s a
function of income or wealth (which influenced by the demographic condition of an
individual), changes in the demographic variables would also affect the demand for
financial assets. The study on the effect of changes in demographic variables on
income and wealth has long b