Creeps Up

Old Age

The great economic and socid
roblem of the next four decades will
e the ageing of Britain's population.

The recent row over Lawson's

pensions leak is small beer compared

with what isto come. Thisis going to

be abig one. Paul Johnson peersinto
the future
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This graph shows the number of people over 65 as a proportion of
those aged 15-64 over the next 50 years.

The rapid ageing of the

populations of al indust-

rial countries over the

next 40 years will be an

economic and socid trans-
. formation of vastly grea
ter magnitude than the 1970s ail price
shock or the 1980s recession. Unlike
the economic difficulties of the last two
decades which arose suddenly and with
little warning, the problem of popula
tion ageing is amost entirely predict-
able, because we know within narrow
boundaries how many people of work-
ing age and how many elderly will be
alivein 20 or 30 years'time.

This process of population ageing will
have a profound impact on may
established socia customs and indtitu-
tions such as the pattern of work and
retirement, the functioning of welfare
systems, and the nature of family
relationships. Yet these consequences
of population ageing have to dae
attracted  little  public  attention,
perhaps because the issues are un-
familiar, but aso because politicians
and others concerned with public poli-
cy seldom have the opportunity or the
desire to look more than a few years
ahead.

In this article, however, | will suggest
that altering welfare systems will have
only a limited and transitional impact
on the economic cost of population
ageing, and that if we are to face up to
the long-run costs of this demographic
change, we need to think of policy
options that extend wel beyond the
boundaries of the welfare state. In
order to explain why the issue is much
broader than a smple concern with
welfare policy, | will first sketch in
some familiar detail about demog-
raphic trends, then place these trends
in the context of current welfare and
labour market structures, before going
on to consider the range of policy
options which governments need to
consider now.

The demographic problem

The essence of the demographic prob-
lem is quite simple - the proportion of
old people in the population of indust-
rial societies is increasing and the
proportion of people of hormal working
age is faling. All developed countries
have seen an increase in average life
expectancy over the course of the 20th
century as nutrition has improved and
medical advances have increased the
survival chances of the young. In the
UK, for instance, life expectancy at
birth for males in 1990 was 66.5 years,
by 1979 this had risen to 70.7 years; for
females the figures rose from 713 to
775 over the same period. Furth-
ermore, life expectancy among the
elderly has aso increased so that more
70 year olds now surviveto 80 and more
80 years olds live to 90 than ever
before. Ye despite these impressive
increasesin longevity, the root cause of
population ageing lies not in our
success in extending the life course,
but in our failure to produce enough
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children.

In 1950 the total fertility rate, which
measures the expected number of
births per woman aged 15-44, was well
over 21 (the population replacement
rate) in al the countries of Western
Europe and North America. Today only
Ireland continues to experience above-
replacement fertility, while in West
Gemany and Denmark total fertility
has fdlen to the unprecedented level of
14 Large changes in fertility rates
have been experienced before - the
baby boom' of the 1950s followed two
decades of low fertility during the
1930s depression and the second world
war - and the very low fertility rates
evident in some countries today are not
expected to continue indefinitely,
dthough few population projections
suggest a return to above-replacement
fertility rates in the foreseeable future.
Even if fertility does return to some-
thing approaching the replacement
rate by the year 2000 or shortly after,
there will nevertheless be an enormous
trangitional problem by the third de-
cade of the next century as the 'baby
boom' generation enters retirement
and turns to the small cohorts of
working age adults for economic sup-
port. In Britain, the projected old age
dependency ratio (the number of per-
sons aged 65+ to those aged 15-64) is
stable at around 23:100 until 2010, but
then rises sharply to reach 33:100 by
2040. The pattern is similar in the US,
but in West Germany the low fertility
rate will cause the old age dependency
ratio to begin its rise in 1990 and to
reach a much higher level of around
48:100 by 2040.

hatever the reason for the

fertility decline - and

there is no consensus - its

effect will be to increase
sharply the proportion of older people
over 65 in the populations of developed
countries. It is anticipated that the
percentage of the population in the
OECD countries aged 65 and over will
rise from 12.2% in 1980 to 21.9% in
2040. Why does this matter? An in-
crease in the average age of the
population need not engender any
economic problems. There is nothing
sacrosanct about the age 60 or 65 to
meke it the dividing line between
productive and unproductive phases of
life. Indeed, the long-run improve-
ments in nutrition and hedlth care that
have worked to increase life expectan-
cy over the course of this century
suggest that on average a 65 year old
men today is likely to be physically
more capable of sustaining employ-
ment than a somewhat younger man 60
or 70 yearsago.

However, increased longevity has not
been matched by an extension of the
working phase of life; the trend has
been for the age of retirement to fal
rather than rise. Furthermore, the
typica age for commencement of work
in the labour market has risen over the
last century as a larger proportion of
children have been educated for a

‘The rapid
ageing of the
population
will be an
economic and
social trans-
formation of
vastly greater
magnitude
than the
1970s* oil
price shock or
the 1980s
recession’
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This graph gives the percentage of men aged 55-64 who do paid

work.

greater number of years. These long-
run changes in the nature of the
employment contract, with work start-
ing later and finishing earlier, have led
to a shortening of the productive phase
of life despite the improvement in
health and extension in lifespan which
together have worked to increase the
productive potentia of the individual.

An inevitable corollary of this reduc-
tion in the number of years spent in
work is an increase in the length of life
spent dependent on the effort and
output of that section of the population
currently engaged in what is normaly
defined as productive work. Many
mechanisms have evolved to ensure
that resources are redistributed from
the working to the non-working sectors
of society - the family and the private
savings market being two obvious ones
- but in most developed countries it is
the state pension and welfare system
that has assumed the primary role in
this process of redistribution.

This is a recent phenomenon. These
state welfare and pension systems
evolved during the 1950s and 60s when
economic growth was high and when
the immediate cost of increasing be-
nefits or including more beneficiaries
was dight. The postwar experience of a
chesp and generous state pension
system forged a popular perception of
the welfare contract as an unbeatable
bargain where the payout was much
larger than the input. But the ageing of
the population, a (possibly temporary)

brake to the rate of economic growth,
and changes in the nature of the
employment contract that have re-
sulted in areduction in the length of the
average working life, together serve to
make expectations of the welfare con
tract derived from the experience of
the recent past no longer viable. To see
exactly why these expectations cannot
be fulfilled, we need to examine more
closely the nature, function and evolu-
tion of both the welfare contract and
the employment contract in modern
industrial societies.

The welfare contract

Any tax-funded welfare system oper-
ates on the basis of an implicit contract
between generations which involves
people paying contributions during the
productive phase of their life-cycle,
and drawing benefits during childhood,
in periods of sickness, and after
retirement. This is anadogous, a a
societal level, to the implicit contract
that exists within families, with work-
ing age adults providing care ad
support both to their children and to
their elderly parents. These implicit
contracts work in the long run only if
each generation is prepared to honour
its moral obligations to both the preced-
ing and succeeding generations. If the
contract is broken by one generation
that refuses to pay during its produc-
tive phase, there is then a srong
incentive for succeeding generations to
break the contract and put their faith in
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'The root
cause of
population
ageing lies
not in our
sSuccess in
extending the
life course,
butin our
failure to
produce
enough
children’

sdf-help.
he scde and direction of
welfare transfers between
generations that is projected
for the early years of the next
century is a cause for concern, because
the coincidence of adverse demog-
raphic trends and the maturing of
many Western welfare systems means
that tax contributions from workers
will need to rise sharply in order to
sustain the welfare systems. In Britain
the ratio of national insurance contri-
butors to pensioners is expected to fdl
from its current level of 2.3:1 to around
161 by the third decade of the next
century, which implies that total
national insurance contributions will
have to increase from the present level
of 125% of the wage hill to 18% by
2030. The additional cogt in the future
of accumulated pension rights under
the state earnings related pension
scheme (SERPS) will amost certainly
force this national insurance figure
upwards. In the country with the most
unfavourable demographic structure,
West Germany, it is projected that the
payroll tax needed to sustain the
current penson system will have to
rise from its current level of 185% to
around 42% by 2030. If, as seems
amost certain, real expenditure on
health care for an ageing population
increases over the same period, then
the necessary redistribution of income
from workers to non-workers will
become even more pronounced.

It seems inevitable that the interac-
tion of current demographic trends and
current welfare policies will impose a
large, growing and possibly unsustain-
able fiscal burden on the productive
populations in developed nations. Since
there can be no immediate change in
the population age structure, it may
seem that an obvious way to cope with
the rising financial burden of an ageing
population is to alter in some fur-
damental way the welfare contract that
operates to transfer resources from the
young to the old. This is what was
hinted at in the Green Paper on Socid
Security in 1985, and what has been
recommended in a recent OECD report
on Ageing Populations. Such a re-
drawing of the welfare contract is
certainly possible, but it is far from
clear that this sort of reform is aone
sufficient to restrict the economic
costs of population ageing.

Whether retired people receive in-
come from the state via the tax transfer
system or whether they live off the
interest and dividend payments from
their past savings, the goods and
services they consume are part of the
current output of the currently em-
ployed population. A doubling in the
size of the elderly population will, other
things being equal, double the financia
burden of support on the working
population regardless of how the re-
tired population exercises a claim on
current output. A sudden curtailment
of state support for the elderly would
reduce tax burdens at the cost to the

retired population of an immediate
decrease in welfare, but in the long run
if private income rose to replace the
diminished state pension, there would
be no net change in the proportion of
current output consumed by the non-
productive elderly.

An immediate reduction in state sup-
port for the elderly would, therefore,
relieve the short-run problems of a
heavy fisca burden on one particular
generation, but it would do little to
solve the long-term economic problems
of population ageing. To do this, it is
necessary to change patterns of work
rather than welfare, and the scope for
action here is determined by the nature
of the labour contract.

The labour contract

It has aready been noted that the
extension of the physical lifespan in the
20th century has been accompanied by
a contraction of the productive lifespan
because the average age of entry into
the workforce has risen as educational
opportunities and requirements have
increased, and the average age of
labour-force exit has declined. In Bri-
tain the proportion of men aged 5564 in
work has fallen from 93% to 67% in the
20 years from 1965, and this trend
towards earlier retirement has been
common to al developed countries. The
change has occurred independently of
any alteration in the age limits for the
receipt of state old-age pensions or
other welfare benefits. If this trend
towards earlier retirement could be
reversed the effect on inter-
generational transfers between work-
ing and non-working sections of the
population would be immediate and
significant, because the additions to the
working population would adso be
subtractions from the dependent
population.

To see what scope exists for reversing
the trend towards early retirement, we
need to examine the factors influencing
the labour force participation of older
people. People may opt for early
retirement because they no longer need
or want to work, or they may be forced
into retirement because they lose the
mental or physical capacity for em-
ployment. Improvements in the fitness
and nutrition of the population over the
course of the 20th century indicate that
the reduction in the average age of
retirement has not occurred because of
an absolute decline in the health of
older people.

It seems more likely that the labour
force supply of older people has fallen
over time because their increasing
wedlth and pension entitlements have
reduced their need for an employment
income. Whet proportion of the retired
population has consciously opted-out of
the labour market because of relative
affluence is difficult if not impossible
to determine, but it can be said with
confidence that not al retired people
have left employment from choice.
High rates of unemployment among
older workers who have not reached

retirement age are a sure sign that the
declining labour force participation of
the elderly isin part a consequence of a
fal in the demand for older workers.

Why have employers curtailed their
demand for older workers? Recent
research into the inter-industry labour
force participation of older workers
suggests that employers shed older
workers because of rigid pay scdes. In
large, modern corporations the fixed
costs associated with hiring and train-
ing a worker are substantial and in
order to minimise these costs em
ployers attempt to restrict saff turnov-
er. One effective way to do thisisto pay
seniority increments to saff with a
certain number of years service. These
bonuses are not related to the specific
job done by the worker or to his or her
productivity - their purpose is to
establish an earnings gradient which
will provide an incentive for workersto
stay with their employer.

However, the very nature of seniority
payments means that at some point an
older worker is likely to be paid awage
or sdary greater than his or her
marginal product - in other words she
will be a net cost to the employer. At
this point the employer needs to shed
the worker, but dismissa of older
workers would serve to undermine the
employee loyalty which it is the pur-
pose of the earnings gradient to prom-
ote. The sociadly acceptable way to
shed older workers is, therefore, to
offer them early retirement with an
advantageous pension arrangement. As
long as the cost to the employer of the
early retirement settlement is less than
the cost of the continued employment
of the unproductive worker up to
normal retirement age, early retire-
ment is the employer's preferred
choice.

arly retirement seems, there-

fore, to be in the interest of

everyone directly involved in

jt, if not for the bulk of the
working population who have to sup-
port the cost of generous penson
arrangements either through increased
taxes, increased private penson cor+
tributions, or increased prices for the
products of the companies that prom-
ote these expensive early retirement
policies. Greater labour force parti-
cipation among older people, which
would appear to be in the long-run
interest of al Western societies now
facing the problems of population
ageing, seems not to be in the short-run
interest of any of the parties involved
in the decison - a clear case of the
public good and individual sdlf-interest
in conflict.

Policy options

The working of both the wdfare
contract and the employment contract
in modern industrial societies servesto
exacerbate the economic and socid
problems that are a concomitant of
population ageing. Low fertility will
produce a declining population and a
small workforce in the early part of the
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'If no action
is taken, the
competition
for resources
between
workers and
pensioners
may break
the fiscal
basis of
modern
welfare
systems'

next century, the spread of early
retirement will further diminish the
size of the available workforce, and the
scale of welfare transfers will impose
high tax burdens on those in work. The
problems are manifest and obvious, the
solutions are less straightforward.

If no action is taken to deal with the
incipient crisis of populaion ageing,
then it seems certain that Western
societies will experience mgjor socid
and economic didocation, and they may
experience it relatively soon. Although
demographic ratios and welfare sys
tems may in aggregate change relative-
ly dowly over two or three decades, the
practical consequences of these
changes are already noticeable in the
education and health services as we
become over-supplied with schools and
under-supplied with nursing homes.
The time lag on new investment in
these areas means that planning for
future changes needs to begin now.

There is a further reason for action to
be taken now, even if the most pressing
economic consequences of population
ageing do not emerge until the next
century. As life insurance and pension
companies aways stress in their adver-
tising, it is never too early to start
thinking about and planning for retire-
ment. Few people have the opportunity
and resources to change their pension
plans and pattern of asset accumulation
after their mid-forties, so their socid
and economic expectations of retire-
ment tend to be set at least 20 years
before normal retirement age. If new
attitudes to retirement will be needed
by the third decade of the next century
to cope with the cost of an ageing
population, then it is the expectations
and actions of today's 20 and 30 year
olds that should be the focus of
attention.

he most obvious area for

immediate government action

is the wefare contract.

Changing the nature of this
contract will not reverse the long-term
problem of a relative decline in the
productive capacity of the population,
but it can ease some of the transitional
problems associated with unfair fiscal
burdens. There can be little justifica-
tion for a pension scheme that takes
from poor parents and children and
gives to rich pensioners. Of course,
many of today's pensioners are poor,
and there will be poor pensionersin 50
years' time, but current trends indicate
that pensioners as a whole are getting
wealthier. A move in the future from a
universal to a needs-related pension
system would seem to be both fair and
efficient; fair in the sense that it could
reduce the burden of taxation on the
abnormally small (and fiscdly dis
advantaged) working population, and
efficient in that it could direct higher
pensions to poorer pensioners. But
because selective benefits have a
notoriously poor take-up rate the best
way to achieve effective targeting is by
universal pensions coupled with a
negative income tax scheme operating

within an integrated tax and benefit
system. Everyone would receive the
basic state pensions, but this together
with other incomes would be taxable.
Whether any Western government has
either the will or the strength for this
move towards a targeted system re-
mains to be seen. Recent retrenchment
in welfare spending has impinged little
on the retired population, despite the
fact that pension expenditure is the
most costly element in al Western
welfare states, and the furore about the
means-testing of pensions created by
Nigel Lawson's notorious press brief-
ing shows how difficult it will be to
promote considered discussion of this
issue.
ny action to alter the
nature of the employment
contract will be even more
difficult, because, as ex-
plained above, al parties concerned
with the decision seem to prefer early
retirement. The legidation enacted in
the United States by President Reagan
to raise in steps the normal age of
receipt of the OAS pension from 65 to
67 by the year 2027 does not seem to
have had any effect on the downward
trend in the actua age of retirement
from paid work. It may be possible to
encourage the employment of older
workers through tax concessions to
companies who take on people over the
age of 55, but these would have to be
large to overcome the effect of the
earnings gradient. This widespread
prejudice against the employment of
older people is a odds with the findings
of industrial psychologiststhat in many
types of work older people are as
reliable, efficient and productive as
younger employees. Perhaps the shor-
tage of young workers over the next
decade will begin to undermine ageist
employment policies, and force em-
ployers to adopt a more open attitude to
job sharing and flexible retirement,
both of which are clearly favoured by
many ol der people.

It might be argued that there will be
no real economic problem if a high rate
of economic growth can be sustained -
when there is more in the pot for
everyone, there are fewer squabbles
about how the contents of the pot are
divided - but growth prospects them-
selves are limited by the projected
decline in the size of the workforce.
This shortage of young workers, the
essence of the demographic problem,
could also be affected by government
policy. A short-term response to labour
shortage would be immigration, but
governments are now more aware of
attendant socia costs of immigration
than they were during the postwar
years of labour shortage, so it is
unlikely to become a widely adopted
policy.

An alternative long-term approach is
to attempt to raise the domestic fertil-
ity rate. Again it is 20 and 30 year olds
who would be at the forefront of any
such policy, and until the reasons for
the fdl in fertility are fully understood,

any pro-nataist policy must be some
what speculative. However, the high
rates of married female labour force
participation mean that childbirth and
care involve a substantial and immedi-
ate cost in terms of lost earnings for
many women. Financial compensation
for this loss, or free and comprehensive
childcare facilities, would be two poss-
ble ways of raising fertility from the
disastrously low levels of today. While
the private cost of having children
remains so high, there is little likeli-
hood of active citizens responding in
sufficient numbers to the public need
for ariseinthe fertility rate.

The expected decline in the propor-
tion of the population of working age
also makes it Imperative that Western
countries make use of this humen
capital in the best way possible. Inless
developed  countries  demographic
trends of a different sort mean that the
early decades of the next century will
see a sharp increase in the proportion
of their populations of working age. In
less developed countries, unskilled
l[abour will be cheap and plentiful. If
Western countries are to compete in
international markets, they will have to
ensure that their small labour force is
highly skilled and highly adaptable.
This implies that more effort and
resources will need to be devoted to
education, training and retraining.

he economic and socid prob-

lems associated with popula-

tion ageing in indudrid

societies are not short-run
phenomena like balance of payments
crises or periods of inflation which can
be corrected with a touch of monetary
or fiscal policy. Even if fertility rates
could be brought back towards the
replacement level in al countries
within a decade, the problems of
population ageing would till be gppa
rent in our demographic structure for
the next 50 years. It is this long-term
aspect which makes population ageing
such an unpalatable issue for govern-
ments and administrations which are
interested in solutions rather than
problems, and which like to parade the
effectiveness of their solutions at
appropriate points in the eectord
cycle.

Yet it is the long-term nature of the
problem that makes it imperative that
action is taken now to cope with the
costs of population ageing that will
become most apparent in 30 yearstime.
If no action is taken, the competition
for resources between workers ad
pensioners may break the fiscad bads
of modern welfare systems. | fear,
however, that policymakers hereand in
other countries may follow the line of
David Stockman, Director of Reagan's
Office of Budget and Management in
1981 when he said, 'I'm not going to
spend a lot of political capital solving
some other guy's problem in 2010 This
isavery dangerous stance, because the
solutions to the problems outlined here
become less palatable and more costly
the longer they are delayed. °
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