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            A few years ago I attended a conference in Seoul, Korea. It was sponsored by the United Nations Fund for Population Activities.  The conference focused on the fact that fertility rates are so low in some countries around the world that their populations will eventually begin to decline.


 
The experts at this conference were all demographers.  I was the only economist.  They were all worried by this demographic development.  But when I asked them why they were worried, I was not able to get a good answer.  There was vague talk of declining numbers of workers, rising numbers of retired older people relative to workers, and declining national power.



Worrying about a declining population is certainly a new idea.  For decades, national and international organizations have worked to slow population growth.  China, for example, undertook a major program to move to a one child per family policy.  Other countries undertook various types of population planning programs.  Why?


In China’s case, demographers warned the government that the nation was headed for economic disaster.  With population growing so rapidly, predictions of possible famine were voiced, based on the fear that the rapid growth of the Chinese population would outpace agricultural production.  

But it was not just China that worried about the Malthusian specter of population growth.  Many countries undertook to reduce population growth to deal with food shortages and to break the prevailing “cycle of poverty.”  And there were others who worried about the depletion of the world’s natural resources.

Despite the success in many countries of reducing fertility rates, our planet is still witnessing an unprecedented loss of its forests, a rising scarcity of water, and the threat of global warming.

When you entered this room, you may not have been sure that you had come to the correct lecture.  The pictures that were being shown on the screen were taken by me in New Zealand, Australia, and Hong Kong.  I hope they reminded you of the incredible beauty and diversity of nature and wildlife on our planet – wildlife threaten by extinction as a result of rapidly disappearing habitat.  The disappearance of our natural heritage is being caused by the spread of Homo Sapiens, the clearing of forests for farm land, and the destructive extraction of timber and other natural resources.

If you go to the Hong Kong Botanical Gardens, as I recently did, you will see some of the incredible birds, reptiles and mammals that still live on our planet.  Unfortunately, however, most of the wildlife in the Hong Kong Zoo are endangered species threaten with extinction.

But what does this all have to do with my lecture tonight, the impact of demographic aging on economic growth?  Quite simply, our success in reversing rapid population growth is now seen as a problem.  In fact, it is seen as a crisis demanding major changes in government policy. And one major part of that crisis is the fear that demographic aging will interfere with economic growth. Before addressing this concern, we must always remember that the ecological threat to our planet  still remains and that the growing numbers of people around the world is a direct threat to international peace, our standard of living, and the future standard of living of our children.  So remember that our future still depends on sensible population policy and population planning.

Today some people are saying something different.  They assert that a growing percentage of older people in the population will lower the standard of living.  For example, the chief economist of the OECD, Ignazio Visco, reporting on an OECD study of this issue, concluded,  “Not only will the aging of population significantly affect living standards [negatively], but [will] also creates critical problems for fiscal policies.”



Contrast this with the conclusions of a major Australian study by Ross Guest of Griffith University and Ian McDonald of the University of Melbourne.  Based on their modeling and economic research, they write: “Our answer to the question … would a decrease in fertility be a threat to living standards is a clear ‘no.”


Who should we to believe?


Countries around the world are experiencing what has been called a “demographic transition,” with the average age of the population rising and the demographic structure of the population changing (in some cases dramatically fast).  Of course, we know that the driving force behind this transition is a decline in the fertility rate and, to a lesser extent, increases in average life expectancy.  Added to these two factors in some countries is a bulge in the population resulting from the post World War II “baby boom.” 


Another factor is equally important.  We have seen in country after country a sharp decline in the average age of retirement.  But I want to point out that this trend is very significant in the context of the population transition discussion.  Concern about the new demographic profile that is emerging focuses on its economic impact.  So what is important is not just how many people are in the older age groups but also how many of them are working.  One obvious impact of early retirement is to reduce the available labor force.


The population aging we are seeing today is a new phenomenon, never before witnessed on a wide scale anywhere on the planet. When one looks at the statistics, there is no doubt that a very significant change is taking place.  Fertility rates in Hong Kong and the rest of Asia, for example, are at historically low levels. 

But this phenomenon is worldwide. The United States Bureau of the Census has created an indicator of demographic structure based on the changing number of children and old people
  The index for Italy in the year 2030 is projected to be 261; Italy will have the oldest population structure in the world.  Japan with an index of 231 follows closely behind.  These indices shows that by 2030, many countries will have more people over the age of 64 than they will have under the age of 15 – a dramatic reversal from the past.  

Another important demographic change that is occurring is the gender differences among the old.  With female life expectancy greater than for males, there is a growing number of women who are living without a spouse.  For example, data show that in South Korea, 65 percent of women ages 65 to 74 have no spouse – as compared to 11 percent for men.  At ages over 74, the percent rises to 88 percent for women and 28 percent for men.

What are we to make of these changing demographics?  It is a question asked with increased frequency.  Before focusing on economic growth, I want to warn you that much of what is being said today about this question is political, not economic.  That is, the dire predictions you hear today about demographic aging are not based, for the most part, on economic research but rather are ideological assertions.  There is a widespread effort around the world to push a particular political agenda with regard to demographic change and the economics of old age. These efforts are mainly the product of three factors.  First, there is the historic hostility of conservatives toward non-market solutions (such as social security) for dealing with the economic problems of old age.  Second, financial institutions (such as banks and insurance companies) have a monetary self-interest in promoting solutions that use their services (such as Hong Kong’s Mandatory Provident Fund).  And finally, governments around the world, when faced with large budget deficits, have become increasingly enthusiastic about moving the costs of old age income security off the public budget. Today, as we anticipate a significantly older population in the years to come, these people are saying that the only solution to the potential problems of population aging is to minimize government programs for the elderly and to emphasize individual self-reliance, traditional family supports, and private pension schemes.


To give just one example, an international panel of 85 leaders from government, business, academia, and the non-profit sector issued a report in 2002.  The experts were chosen by The Center for Strategic & International Studies, a conservative think-tank based in the United States.  The report uses population aging as the main justification for calling upon nations of the world to cut-back public pension benefits and to gradually reduce social security programs (in favor of private pensions).
  Representatives of this conservative think-tank recently came to Hong Kong to deliver this message and recommendations.


Let me make a second preliminary remark.  The problems of the elderly that need to be confronted are much more than the issue of the kind of pensions a society will have and who will pay for them.  The list of topics related to the economics of aging is long and the issues are very complex.  Hong Kong has many challenges to face related to its increasing number of older people. I will mention a few of them at the end of my lecture.


However, my main focus tonight is on one major question: the impact of population aging on economic growth.  For those of you who seek information on the other topics, my book entitled The Economics of Aging provides a good introduction.


And now to the main question.  As I previously indicated, it is now a common argument or assertion that population aging and its costs will reduce economic growth and will reduce living standards unless countries take drastic action.  For example, in Hong Kong, a recent  inter-governmental task force  looked at the matter of population change and  concluded that there might be “a prolonged  period  of slower economic growth, frustrated expectations and declining competitiveness against other economies with a younger population.”  And the report bluntly stated that unless population policy changes, “economic growth will taper down and possibly turn negative.”

These conclusions in Hong Kong and elsewhere are based on demographic analysis.  But what does research in economics have to say about the matter?


Every article on the so-called “crisis” of population aging dramatizes the demographic shift with a measure called the dependency ratio.  Statistics for most countries show, for example, a steady rise in the ratio of older persons to persons of prime working ages.  Thus, it is projected that for Hong Kong, the ratio may rise from 16 in 2001 to 36 in 2031.  The rise is much more dramatic for Japan and the United States.


Although dependency ratios continue to be the main statistic presented to dramatize the crisis of population aging, I would argue that in actuality these ratios are of little use for policy making.  They are purely demographic, devoid of economic content.  The ultimate determinant of a country’s general standard of living is the rate at which the economy, not its population, grows.  Even though population structure and the size of the labor force are two factors influencing the amount of economic growth, one must remember that there are many other determinants of growth.


For example, we now know that economic growth generally flourishes in a competitive, market environment, that is, in an institutional setting where market forces drive incentives and promotes production efficiency. While population size and composition matter, their impact is puny compared with the other factors.  

One factor stands out among all others influencing growth – technological change and innovation.  The role this factor plays in the growth process cannot be overstressed.  As observed recently by The Economist magazine:

Governments worship at the altar of innovation these days for good reason.  Far from being simply some missing factor in the growth equation, innovation is now recognized as the single most important ingredient in any modern economy, accounting for more than half of economic growth in American and Britain.  In short, it is innovation– more than the application of capital or labor  – that makes the world go round.  


Saving and investment are two other key factors influencing the growth process.  Economic theory hypothesizes that if saving is reduced by population aging, then economic growth will be adversely affected. But unfortunately there has been relatively little effort among economists to prove this theory or empirically measure its magnitude.  Now in recent years a related hypothesis has been posed: that pay-as-you-go social security retirement programs reduce potential saving. That is, contemporary calls for privatization of social security are motivated in part by a desire to ensure that retirement pension programs do nothing to diminish saving and growth.


A lot of research has been done on this question.  In general, however, the consensus is that empirical studies to date on this question have been inconclusive.
  That is, at this point in time we still do not know the impact of social security on saving in various countries.  What we can say, however, is that even if social security programs reduce saving, the research to date indicates that the magnitude of the effect is probably very small.


Another way that demographic aging could reduce aggregate saving is if individuals, when they are old, generally save less (and consume more) than people in other age groups.  Economists have long theorized that people would accumulate savings for old age and then spend down most or all those savings before the end of life.  This is the so-called “life-cycle hypothesis.”  If the hypothesis is true, the aging of a population should be associated with a reduction in aggregate saving (all other things held constant).  However, the empirical evidence for the United States is very mixed.  Many studies show that “savers” continue to save for most or all of their retirement years. However, there are a few research studies that have found the opposite.  So based on the research to date, no definitive conclusion can be drawn.


But the lack of “hard evidence” and the consequent uncertainty with regard to the impact of population aging on saving has not stopped some economists who are advocates of pension privatization.  They argue that social security is a big part of the explanation for the currently low saving rates in the United States and part of the reason why economic growth rates have not been higher. They voice grave concern and make dire predictions about population aging and entitlements.  They focus on only one factor (saving) and offer it as the determinant of our  economic growth future.  For example, the World Bank has been vocal in promoting this viewpoint.  Their publication, Averting the Old Age Crisis, calls for a shift to funded retirement programs and a shift away from social security to promote growth.

Why is so much attention being given to saving?   It is because economists are generally unanimous in pointing to the need to increase saving in order to promote economic growth.  The emphasis given by many economists to saving ( as opposed to other factors) in promoting growth results in part from a long tradition in economics.  Both traditional neoclassical growth theory and more recent growth theory focus on the role of saving and investment in factories and equipment.  Economist Robert A. Blecker points out in a review article that: “Since the late 1970s, mainstream macroeconomics has been dominated by a conservative policy consensus, which emphasizes raising national saving rates and avoiding government intervention in financial or labor markets.”
 (p. 131) Thus, it is not surprising to find that social security programs are viewed hostilely by many economists who see them as government programs that reduce the saving needed for growth. 


However, in reality there are many important factors determining the rate of growth of a nation’s economy.
  To imply that saving is the only one, or that it is the most important one, is simply bad economics.


But first, let me elaborate or why most economists think saving is so important.  It is because the act of saving in any economic system releases economic resources from consumption and allows them to be used to promote greater economic production in the future.  

Saving is necessary if there is to be investment by businesses in new factories and equipment.  Economists define saving as the amount of current income that is not spent on final goods and services. The economic resources of a nation (its land, labor, and capital) are limited and can be used to produce goods that are consumed and used up or, alternatively, to produce goods that can be used to produce greater quantities of goods in the future.  Saving is necessary for investment, and investment can potentially result in new productive capacity that can be the basis for economic growth in future years.  So from an economic growth perspective, saving is a good thing.  Clearly it is better than no saving or low saving.  And that is what we hear day after day from economists and many policy makers.


But the proposition that “saving always equals investment always equals growth” is too simplistic to base policy decision-making on.  Certainly this view of savings is a far cry from what we see in the real world.  The famous economist, John Maynard Keynes, over 50 years ago pointed out the error of such thinking.  In fact, some economic research suggests that increasing private saving, other things equal, does little to increase private investment.  Econometric analysis by David Gordon supports the view held by a sizeable minority of economists that investment generates savings, not vice versa.


These economists argue that there is no simple or determinant link between an increase in the flow of money into financial securities (such as bank deposits, pension funds, and mutual funds) and increased investment creating new physical capital.


Most important of all, ladies and gentlemen, is the fact that there is not just one factor (saving) or two factors (saving and investment) that are determinants of growth.  While saving and investment are necessary, they alone are not sufficient for us to be sure that the rate of growth will be adequate to achieve any set of goals.  There are many other factors that are as important.  Paradoxically, all economists know this, which makes one wonder why so many have chosen to ignore the other factors when the question of population aging comes up.  As economist Richard Nelson points out, “the key intellectual challenge to …[understanding the process of economic] growth lies in learning how to formally model entities that are not easily reduced to a set of numbers, such as the character of a nation’s education or financial system or the prevalent philosophy of management.”
  (p. 55) One of the historic giants of economics, Alfred Marshall, wrote:  “Knowledge is the most powerful engine of production; it enables us to subdue nature and satisfy our wants.”
  His statement reminds us that the job of dealing with any economic problem arising from population aging does not rest solely on increasing saving.  Other factors, like education and knowledge, are very important.  


All one has to do is look around at businesses that succeed and fail to see that saving is only one of many factors important for growth.  Let us look at the example of the American automobile tire industry.  Twenty-five years ago the United States was the leader in tire production around the world, and the city of Akron, Ohio was the tire capital – home of four of the five biggest tire companies in the world.  Today only one of those tire firms, Goodyear, remains both American and a market leader.  The city of Akron’s prominence was undermined by the American consumer’s enthusiasm after the 1973 oil shock for newly developed, longer-lasting radial tires.  “The problem was not that Akron’s firms did not know how to make radial tyres [sic]; the technology was decades old.”  [As analysts have pointed out,] “what [these companies] … were unable to do was adjust their business model, which relied on short-lived tyres.”
 (p. 16).  


The American tire industry did not decline because of a lack of available saving; these companies were huge, had been profitable for decades, and had lots of retained earnings (that is, business savings).  What was missing was the right combination of entrepreneurial spirit, risk-taking, and successful managerial skills.  

The early neo-classical growth models in economics were based on a primitive, unsophisticated view of business organizations, technological change, and innovation.  Over the years, the writings of economist Richard R. Nelson have pointed out the complexities of growth and the key role played by factors other than saving.  In his view, many economists’ models treat businesses like machines, ignoring empirical research that clearly documents the fact that businesses are social systems that are often resistant or unresponsive to management commands.
  Thus, as in the case of the tire industry, “management style,” can make a big difference in the success or failure of a firm.  


And what about knowledge – that is, the education of people for the work force and the development of a scientific base for facilitating and stimulating the use of new technologies?  As pointed out by Alfred Marshall and many other economists, it is vitally important to spend sufficient society resources on the skills and ability of workers (what economists call investment in human capital).
  “All over the world it is taken for granted that educational achievement and economic success are closely linked -- that the struggle to raise a nation’s living standards is fought first and foremost in the classroom”
 (p. 15)  Investment in intangible and human capital, excluded from conventional measures of saving and investment, far exceeds in magnitude (and very likely in importance) the private saving in tangible capital.
 


Knowledge, education, technological change and entrepreneurship together form a powerful link to economic growth.  Many years ago, the Austrian School of economists (such as Schumpeter, von Mises, and Hayek) recognized this.  This emphasis continues among economists in Austria today, with a strong emphasis on the role of knowledge and discovery (what the Austrians call “entrepreneurial discovery


It is not that economists in the United States have ignored entirely the role of technology, risk-taking, and entrepreneurship.  Rather, the importance of these factors is almost always missing from most policy discussions about the impact of population aging on economic growth and on issues related to population aging and social security.  This may be difficult for you to believe, but the sad fact is that most economists writing about population aging focus exclusively on the need to increase saving so that economic growth will be higher.  I think this can in part be explained by the strong tradition in economics, which has emphasized and linked savings with economic growth.  But I also think that it demonstrates a loss of scientific objectivity when some economists enter the world of public policy debates.


My discussion tonight has only skimmed the surface of the many factors important to promoting economic growth.  The list of factors is very long.
  If increased saving were the only requirement for growth, there would be many fewer underdeveloped countries in the world today.  Ask, for example, the former leaders of the Soviet Union (or the current leaders of Russia) why the USSR’s planned economy with lots of forced saving ended up as a disaster.


Not only is most of the population aging literature overly simplistic, it encourages us to look for solutions in the wrong places.  Increasing economic growth rates is a very complex task and one still not fully understood.  Yet, good public policy requires that we recognize and articulate to the general public those complexities.


Today, as in the past, the most important determinants of the future economic welfare of people (of all ages) are the many factors we have alluded to that influence the rate of growth: technological change, entrepreneurial initiatives and risk-taking, managerial skills, government provision of infrastructure, saving, investment in human and business capital, labor-force participation levels, a facilitating culture, and so on.  The debate over how best to run an economic system is not primarily an aging (or social security) discussion.  In fact, the aging of populations (and social security) has relatively little to do with the outcome.


So what about social protection efforts in a world of significant demographic aging? The industrial revolution created many social welfare problems.  Around the world, redistributing income to the unemployed and poor became a major activity of governments.  There was a need to deal with the poverty that arose in old age as a result of older people’s inability to work, the inability of individuals to save adequately for retirement, and finally as a result of the deterioration of traditional family support mechanisms.



What became known as the “welfare state” is now under attack.  As economist Andrew Glyn argues, there has been a profound shift in industrialized countries of the West with regard to economic goals and policies — including those concerning income distribution.
  A new conservative orthodoxy promotes the view that “... the equalitarian trends represented in government welfare spending …[needs] to be halted, if not reversed.  Glyn sees this lurch in the stance of policy making throughout the capitalist world … [as representing a concerted effort] to claw back from workers some of the gains that the long period of high employment [during much of the 1950s and 1960s] had brought them in terms of wages, working conditions, and welfare.” (p. 18)


Thus, in the 1980s and 1990s, along with an exaggerated concern about saving rates, there has been a tendency to view with alarm the increasing amount of income that is redistributed each year through transfer programs -- especially social security.  Many observers have forgotten the basic reasons for various government income redistribution programs for older people.  In my country, social security was first developed in the depression decade of the 1930s.  But the main rationale for its existence is just as relevant today as it was then.
  The need for such programs grows out of the manpower problems arising from the successful and “efficient” operation of a market economy.
  


Economic development has raised living standards around the world.  And certainly, economic development decreased absolute poverty throughout much of the world.  The problem with development and the use of market mechanisms to promote growth is the uncertainty generated with regard to the effects of markets on people’s livelihood and welfare — especially with regard to employment.  With market incentives that promote efficiency, innovation, and growth also come shifting demand for products, mergers, “downsizing,” job obsolescence, early retirement incentives, unemployment, inequality, bankruptcy, community decay, and social disruption.  Social security in western countries has been an important mechanism over the years in helping market economies to thrive by “buffering” changing employment needs and dealing with social disruption.

Thus, the development of social security and other pensions should be seen as one of society’s ways of dealing with the growing problems individuals have in finding work as they age.  But more importantly, these developments should be seen in the national context of ever changing employment needs and the chronic unemployment characterizing market economies.
  


Evolving pension and retirement policies around the world reflect in a significant way the changing economic views with regard to labor force needs and the changing macroeconomic situation.  And the “early retirement” phenomenon we have witnessed over past decades in most industrialized countries should be viewed as part of an uncoordinated market solution to the stagflation of earlier years, the high unemployment during most of the years following the OPEC oil crisis, and, more recently, the new demands of global competition and economic interdependency.  The case for public programs that deal with social inequity and insecurity has never been stronger.  Population aging does not diminish this critical need.


We need to remember that the social welfare debate is really about the issue of unemployment, about the many factors influencing growth, and about equitable income distribution -- issues that go back many years before the current rapid aging of populations.  We are told that there is a population aging crisis that necessitates a rollback in social welfare programs.  What I have argued tonight is that the economic justification for that rollback is too simplistic and totally misleading. 


British economist Richard Disney recently undertook a comprehensive and careful review of the relevant economic literature to date on aging and economic growth.  He concludes  that “there is no ‘crisis of aging.’  Although many countries now exhibit dramatic demographic transitions, talk of a ‘crisis of aging’ is overblown...” And “there is no evidence of adverse effects of aging on aggregate productivity.  Microeconomic and macroeconomic studies have failed to uncover any convincing evidence that differences in demographic structure between countries and over overtime are a major factor in determining productivity levels.”
 (p. 307)


I am convinced that over the long run we can look forward to significant economic growth in almost all industrialized countries and regions of the world.  But if it does not happen, I have tried to show you why it will not be the demographic transition that will be the main factor responsible for that unwelcome result.

Many people in Hong Kong are worried about the future, given the recent decline in economic growth and deflation.  So I hope that you will be cheered a little by the news that population aging is not the great threat to economic prosperity that some people are arguing.  As Hong Kong continues to develop economically, however, there are some major aging issues that must be faced.  Before ending my lecture I want to very briefly comment on three of those issues.  

One consequence of improving life expectancy is a large increase in the very old population, that is, people over the age of 70.  We know that people at these ages often require large amounts of long-term care. In the United States, most of this care is given by the family, as is the case in Hong Kong.  But the Hong Kong family of the future is likely to have less intergenerational cohesion and, given fertility rates, a smaller family size with fewer people available to give care.  How then will the family deal with the needs of the very old?


We know that in the future, increasing numbers of older people will require institutional care.  This care will be very costly and often beyond the financial means of the older persons and their families. We are not just talking only about poor people. The costs of long-term care threaten to wipe-out the savings of many families who are middle-class. Moreover, the Hong Kong government is increasingly reluctant to assume the burden of these costs. So Hong Kong must begin now to plan for this need.  It must decide on some adequate and equitable means of financing long-term care. The planning for this problem cannot wait.


Another issue Hong Kong must address is the need for policies that will help deal with the problems of older workers. This is the age of computers, robots, and information technology.  To compete effectively in global markets, Hong Kong must continuously shift its labor force into new, high tech product and service areas where it can generate a competitive edge. This will inevitably result in the skills of various workers in the old industries becoming obsolete.  Hong Kong cannot continue to deal with job obsolescence and the need for restructuring its labor force by retiring workers at increasingly earlier ages. Instead, Hong Kong must develop work opportunities and retirement policies that keep older workers productive and minimize the economic burden arising from workers living longer but working less.  There is a need to rethink work and retirement policies and to encourage employers to put aside their prejudices against older workers.  And there is a need for both the private sector and government to develop a variety of part-time and volunteer opportunities that will appeal to older workers.


Finally, Hong Kong cannot continue to ignore the fact that providing adequate income in old age cannot be solely a function of individual self-reliance and family supports.  No other industrial country or region of the world has found that to be a viable long-term solution.  Such an approach will only result in escalating welfare payments.  In this area, Hong Kong has made a good start with its Mandatory Retirement Fund, where all employers and workers join together in contributing money into personal retirement accounts designed to provide retirement income. in future years.  But most experts and policy makers in Hong Kong agree that the present program is only a start.  Kong Kong must review the inadequacies of the existing program and come up with a more adequate approach to retirement income security.


These are dark days for the Hong Kong economy.  But I am convinced that the future can be bright if you continue with the actions of the past that have made Hong Kong a leader in global competition: hard work, lots of entrepreneurial spirit and risk-taking, high saving rates, large investments in human capital, and a society ruled by effective, reliable, and equitable laws.  If these practices continue, the growing numbers of older people in Hong Kong society should not interfere with a bright economic future for all.  Research clearly shows that old people around the world want to remain an active part of society and engage in useful and meaningful activities.  They do not want to be a burden on anyone.  The challenge facing all societies is to develop policies that allow older people to continue to contribute, while recognizing the limitations and expectations associated with the final stage of life.
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