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THE ECONOMICS OF DEMOGRAPHICS
How the biggest demographic upheaval in history is affecting global development
David E. Bloom and David Canning
The world’s most populous continent must prepare now for an aging population
Peter S. Heller
Two centuries of mass migration offers insights into the future of global movements of people
Jeffrey G. Williamson
Can Europe Afford to Grow Old?
Giuseppe Carone and Declan Costello
Reform in Europe: What Went Right?
Successful reformers can offer valuable lessons for the rest of the EU
Anthony Annett
Pension Challenges in an Aging World
Except where fertility rates are very low, needed pension system adjustments look manageable
Adair Turner
With the right investments, developing countries can turn their large youth populations into a boon
Emmanuel Y. Jimenez and Mamta Murthi
W. Todd Groome, Nicolas Blancher, and Parmeshwar Ramlogan
Why population aging is not the main cause of rising government health expenditure in New Zealand
John Bryant and Audrey Sonerson
Need to boost aid to the private sector
Ahead of His Time
Laura Wallace interviews economist
Robert Mundell
Global Demographic Trends
What Is the Demographic Dividend?
Ronald Lee and Andrew Mason
Global Capitalism: Its Fall and Rise in the Twentieth Century, Jeffry A. Frieden
Emerging Capital Markets in Turmoil: Bad Luck or Bad Policy? Guillermo A. Calvo
From Paternalistic to Enabling
India needs to adopt a style of government that unleashes the people’s entrepreneurial zeal
Raghuram Rajan
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BETWEEN now and 2050, the world is expected to gain another 2.5 billion people, mostly in developing countries, before the global population stabilizes at around 9 billion—a huge leap from 2.5 billion in 1950. For economic policymakers, allowing for this increase will require enormous skill. But that’s only the tip of the iceberg. The age structure of the population is also projected to change dramatically, possibly altering education, retirement, and savings decisions. In developed countries, where the balance is already shifting from young to old, the proportion of the population aged 60+ is expected to jump from 20 percent currently to 32 percent by 2050. In developing countries, the figure could zoom from 8 percent to 20 percent in the same period.
This issue of F&D explores not only the many facets of the impact of demographic change on the global economy, but also the policy adjustments that countries will need to make. We have the IMF’s Peter Heller and Harvard University’s David Bloom to thank for helping us pull together such a diverse grouping of articles by top experts in their fields.
In terms of regions, we highlight Asia (the world’s most populous continent) and the European Union (where the working-age population is expected to fall some 16 percent by 2050, and the elderly population aged 65+ to rise by about 77 percent). In terms of topics, we examine the fiscal impact of aging, from health care (case study of New Zealand) and labor markets to pensions and financial markets, and look at cases of successful reform in Europe. The U.K.’s Adair Turner shares insights gained from chairing the U.K. Pensions Commission from 2003 to April 2006. And Harvard’s Jeffrey Williamson offers a glimpse into future migration patterns by examining two centuries of global mass migration.
* * * * *
In “People in Economics,” we feature Nobel Prize winner Robert Mundell, who carried out some of his path-breaking research on open economies at the IMF in the early 1960s. In a chat with F&D, he fiercely defends the euro’s track record (he’s been referred to as its “intellectual father”) and sketches out monetary options for small and large countries alike, until the entire world is ready to become “one big optimum currency area, sharing a global currency.”
In “Straight Talk,” Raghuram Rajan warns that India’s spectacular economic rise over the past 25 years masks two areas of serious concern: not enough jobs are being created and inequality is rising. For India to grow quickly, he argues, it must exchange its “directive, paternalistic government” for one that creates an enabling environment—“willing to unleash the entrepreneurial spirit of the people.”
Laura Wallace
Editor-in-Chief
We enjoyed your series on “Understanding Growth” (March 2006), but a crucial element is missing: stronger support for the private sector. In the past two decades, the international community has focused on infrastructure financing, debt cancellation, and the provision of social services—health care and education in particular. As for the private sector, support by the major bilateral and multilateral funding institutions focused on strengthening the business climate. The approach has been to improve the macroeconomic and institutional environments, reduce the cost of doing business, reform investment codes, and build up infrastructure. While no one can doubt the need for these actions, an increasing number of development partners today acknowledge the importance of channeling more resources, more directly, toward the private sector.
The private sector plays a crucial role in development. Global experience demonstrates that a dynamic local private sector is the basis for fast-growing economies. But the private sector in developing countries needs better access to finance. The solution is for donors to make capital more directly available. Although the international development community has put substantial effort and funds into financial sector development, as well as into small and medium-size enterprises and microfinance, there is still a long way to go. Direct refinancing mechanisms for local private financial institutions have to be further promoted, and new instruments like regional microfinance initiatives, local currency financing, guarantees, and insurance products should be introduced and extended.
The private sector can also be more directly involved in the provision of public goods through public-private partnerships (PPP) that transform private businesses into contractual agents in the implementation of public infrastructure, social services, and environment-related projects (such as the management of national parks and forestry schemes). New methods of PPP financing have become available and deserve support from the international development community, both through financial sector development and direct lending and cofinancing schemes. Aid can and should also be used to increase incentives for businesses to be responsible corporate citizens.
While the private sector is a much-talked-about category of international aid, more resources need to be dedicated to it, including support for new instruments to help private businesses. The time has come for the international community to reassess its assistance to business and make it as vital and structured as its assistance to states.
Philippe de Fontaine Vive
Vice President, European Investment Bank
Wolfgang Kroh
Member of the Board of Managing Directors, KFW
Bankengruppe
Jean-Michel Severino
CEO, Agence Française de Développement, jms@afd.fr
In allocating scarce resources for public health it is essential that decisions be based on unambiguous epidemiology. While the fiscal data that Maureen Lewis uses in her article on “A War Chest for Fighting HIV/AIDS” (December 2005) are trustworthy, the data from UNAIDS on case numbers are not. The World Health Organization, at Bangui in 1985, devised an AIDS definition for use in countries lacking facilities for diagnosis. This definition does not require an HIV test and allows AIDS to be diagnosed with weight loss of more than 10 percent, and fever and cough for more than one month. These are symptoms of diseases of poverty. Thus, the huge totals reported from developing countries are largely unvalidated. In all the developed countries of North America, Europe, and Asia the spread of AIDS is completely different and consistently linked to high risk homosexual, bisexual, and drug-related behaviours.
Registrations of HIV/AIDS as a “single, devastating disease” in developing countries, on the Bangui definition, comprise a considerable proportion of the 40 million cases for whom antiretroviral drugs are deemed needed. Alternative wisdom, that its spread can be minimized or arrested by condom use and avoidance of risky behavior, is still ignored by UNAIDS and most health authorities, while resource allocation continues to be prioritized based on inaccurate information.
B arrie Craven
Reader in Public Accountability, University of Northumbria
Gordon Stewart
Emeritus Professor of Public Health, University of Glasgow
It was interesting to read Raghuram Rajan (March 2006) on microfinance. Essentially, he says, do not kill the industry with “kindness.” Surprisingly, he doesn’t quote World Bank studies that show that microfinance institutions do not reach the very poor. But that isn’t even the real problem. Because of all the hype, many countries (often supported by donors) have used microfinance when it is not necessary. It’s worthwhile to quote an extract from Paul Streeten’s review of Dr. Yunus’s biography Banker to the Poor. “I have observed a project in which the poor underwent training in the hope of obtaining credit afterward, but later found the credit to be unnecessary. With the knowledge of simple bookkeeping and cost accounting, they were able to increase the profits of their microenterprises enough to dispense with credit.” So we have to be sure that we are barking up the right tree.
Padmanabhan Iyer
Former Rural Finance Advisor to the Government of India,
New Delhi
We welcome letters. Please send no more than 300 words to fanddletters@imf.org or to the Editor-in-Chief, Finance & Development, International Monetary Fund, Washington, D.C, 20431, USA. Letters will be edited.
IMF Managing Director Rodrigo de Rato has recruited two top names to join the Fund. John Lipsky, previously the Vice Chairman of the JPMorgan Investment Bank, will take over as First Deputy Managing Director from Anne Krueger, who steps down on August 31. Jaime Caruana, the former Governor of the Banco de España, Spain’s central bank, will take the position of Counsellor and Director of a new IMF department that will be responsible for all aspects of the Fund’s financial, capital market, and monetary work.
Lipsky, who earlier held senior positions at Chase Manhattan Bank and Salomon Brothers, Inc., had chaired a Financial Sector Review Group, set up by former Managing Director Horst Köhler in 2000, to provide the IMF with an independent perspective on how the Fund should organize its financial sector and capital market work. The new department headed by Caruana will be created from the merger of two existing departments, the International Capital Markets Department (ICM) and the Monetary and Financial Systems Department (MFD).
Caruana, who had been head of Spain’s central bank since 2000, was also the Chairman of the Basel Committee on Banking Supervision and, in that capacity, a member of the Financial Stability Forum. Prior to joining Banco de España, Caruana served as Director of the Spanish Treasury and headed investment services and fund management companies for some 10 years.
IMF gold by the numbers
103.4million fine ounces IMF gold holdings
$8.5billion (SDR 5.8 billion) value on IMF books
$63.4billion (at $613.5 /oz.) market value
Scheduled passenger traffic on the world’s airlines is expected to show robust growth over the next three years. With the anticipated good performance of the world economy, airline traffic is expected to rise by 6.1 percent in 2006, 5.8 percent in 2007, and 5.6 percent in 2008, the UN International Civil Aviation Organization said in July. The Middle East will show the highest average annual growth rate of about 10.7 percent (12 percent for 2006, 10.5 percent for 2007, and 9.5 percent for 2008).
Events in 2006
September 14–15, New York, United States
United Nations Conference on Migration and Development
September 19–20, Singapore
Annual Meetings of the IMF and World Bank
November 9–10, Washington, D.C.
Jacques Polak Seventh Annual Research Conference, IMF
November 17–18, Rio de Janeiro, Brazil
Rio 6: World Climate and Energy Event
November 18–19, Hanoi, Vietnam
14th Asia-Pacific Economic Cooperation Economic Leaders’ Meeting
Although farm production is expanding faster in developing countries than in developed economies, the poorest nations will increasingly depend on world markets. They will thus be more vulnerable to price fluctuations because their own growth is not keeping pace with their population increase, according to a United Nations report.
The joint study by the UN Food and Agriculture Organization (FAO) and the 30-member Organization for Economic Cooperation and Development (OECD) of industrial countries calls for greater investment in education, training, and infrastructure in these countries to improve production capacity.
In developing countries as a whole, rising incomes and increasing urbanization are changing people’s diets, increasing the demand for, and imports of, meat and processed foods in particular, but also for the animal feed needed for their production, according to the OECD-FAO Agricultural Outlook 2006-2015.
Growing market opportunities in certain developing countries are coupled with a shift in production and exports of farm commodities away from OECD countries toward other developing economies. This trend is expected to increase over the next 10 years and, as a result, global competition among exporters will get tougher, the report says.
With likely strong energy prices, production of bioenergy from cereals, oilseeds, and sugar is expected to grow, creating additional demand, especially for coarse grains to produce bio-diesel as a substitute for oil-based fossil fuels.
Laura Wallace interviews economist Robert Mundell
WHEN Robert Mundell received the Nobel Prize in economics in 1999, the Royal Swedish Academy of Sciences cited his “uncommon—almost prophetic—accuracy in predicting the future development of international monetary arrangements and capital markets” back in the 1960s. He’s widely regarded as a pioneer of modern international economics. In the same field, he’s the economist who developed the modern theory of optimal currency areas, and many observers include him among the fathers of the euro.
Mundell’s Nobel Prize had long been expected and was welcomed by his peers. Maurice Obstfeld commented at a 2000 IMF conference honoring the former IMF economist that, had Mundell’s achievement been entirely technical, it might have had little impact. “Instead, through a rare combination of analytical power and Schumpeterian ‘vision,’ Mundell distilled from his mathematical formulations important lessons that permanently changed the way we think about the open economy.” Michael Mussa—a student of Mundell’s at the University of Chicago and later IMF Economic Counsellor and head of research—tells F&D that Mundell’s enormous impact on the field came about “not because of any single idea but because of the approach he took to thinking about international economics.” He notes that Mundell was “in the forefront of the analysis of the importance of international capital movements and its role in international economic interactions.”
Although the Canadian-born economist’s work during the 1960s has now become mainstream, a number of policies that he’s advocated at various times have not been embraced by the vast majority of his peers. These include his call for a return to a gold standard when U.S. inflation hit double digits in 1980; a return to the post-World War II (1946–71) Bretton Woods fixed exchange rate system, modified to correct its defects; and the creation of a global currency. Even his championing of “supply side” tax cuts, which gained most attention during the Reagan administration and made him a hero of U.S. political conservatives, has puzzled many economists. Most recently, his outspoken advice to China on its exchange rate regime is causing unease among policymakers in the major industrial countries and their advisors at international organizations like the IMF.
Is there an inconsistency between pioneering modern international macroeconomics and supporting so many nonmainstream notions? Mussa says no. “Bob has always been an enormously stimulating and unorthodox thinker. So there has been a consistency. His contributions were related partly to his willingness to think outside the box.” Actually, Mundell doesn’t see himself as a maverick economist, insisting that his work has stayed steadfastly in the tradition of the great economists from Adam Smith through the founders of the IMF, including Keynes, who believed in fixed exchange rates based either on gold or on a world currency. As for the issues on which he doesn’t garner much peer support, he doesn’t mind being in the minority. And he doesn’t object to The Economist magazine’s portrayal of him as “the great eccentric.” Little surprise that he serenaded his Nobel Prize banquet guests in 1999 with the fourth verse of Frank Sinatra’s signature song “My Way.”
Mundell was born in 1932 in Kingston, Ontario, where he started his academic life in a one-room schoolhouse. He received his bachelor’s degree in 1953 from the University of British Columbia in Vancouver, with a joint major in economics and Slavonic studies. For his graduate work, he did a year at the University of Washington in Seattle, then a year at the Massachusetts Institute of Technology (MIT), where he was influenced by Paul Samuelson and Charles Kindleberger. Then he spent a year at the London School of Economics (attracted by the work of Lionel Robbins and James Meade), where he finished his Ph.D. thesis for MIT in 1956 on international capital movements under the supervision of James Meade—who had recently published his classic, pioneering books on the theory of international economic policy (which won him a joint Nobel Prize in 1977)—and with advice from fellow Canadian Harry Johnson. After that, he was a postdoctoral fellow for a year at the University of Chicago.
Over the next few years, Mundell taught at the University of British Columbia, Stanford University, and the Johns Hopkins Bologna Center of Advanced International Studies in Italy (where his lifelong love affair with Italy first took root). He lectured and published papers on international trade, optimum currency areas, and monetary and fiscal policy tradeoffs under fixed and floating exchange rates—attracting the attention of the IMF’s Research Department, then headed by Jacques Polak. Polak recalls going to great lengths to recruit Mundell, whom he considered “courageous” for studying floating exchange rates at a time when the topic was “taboo.”
One of Mundell’s first assignments during his two-year stay (1961–63) at the IMF was to address the problem of the appropriate mix of fiscal and monetary policy, a subject that was being debated with respect to the United States. The result was the paper “Appropriate Use of Monetary and Fiscal Policy for Internal and External Stability,” which refuted the prevailing U.S. doctrine of easy money to lower long-term interest rates and a budget surplus to siphon off inflationary pressure. “I argued that, under fixed exchange rates, monetary policy had to be devoted to the balance of payments and fiscal policy to stimulating the economy,” he explains. “This caused a revolution in thinking about the policy mix,” he says, leading to the reversal of the U.S. economic policy mix and the 1964 tax cuts. He says that it was a critique of this paper by economists at the U.S. Federal Reserve Board that led him to an even stronger assumption of perfect capital mobility.
Mundell also worked on the theory of inflation, showing that, contrary to the theories of Irving Fisher and Abba Lerner, an increase in expected inflation would raise interest rates, but by less—later known as the Mundell-Tobin effect. And he worked on the monetary approach to the balance of payments, a subject that Polak had pioneered. Mundell says he developed a theoretical framework that was the foundation of an alternative to the Keynesian framework for balance of payments equilibrium. He notes that it was further developed by his University of Chicago students, including the late Rudi Dornbusch, Jacob Frenkel, and Mussa, all of whom later influenced the IMF.
Mundell considers his major breakthrough to be his 1960 journal article that introduced a model of an economy dominated by two markets: one for goods and services and one for foreign exchange. Before that, he says, there weren’t any models of what today we call international macroeconomics. Many spin-offs followed, including the Mundell-Fleming framework (also named after his IMF colleague, Marcus Fleming, a British citizen, who had been working along similar lines independently). The model shows that under a floating rate and perfect capital mobility, monetary policy becomes powerful, and fiscal policy powerless, in affecting output, whereas the opposite is true when the exchange rate is fixed. It also shows that if a country has a fixed exchange rate, it cannot in the long run have an independent monetary policy, and that if it has an independent monetary policy, it cannot have fixed exchange rates. This result holds whether or not there is capital mobility. Indeed, he considers that the “impossible trinity,” which implies that a country can have a fixed exchange rate and an independent monetary policy if it also has capital controls, is erroneous. And making matters worse, in his view, the trinity’s “irrelevant focus on capital movements has been the spurious raison d’etre of the shift in the 1970s to flexible exchange rates.”
In Mundell’s Nobel citation, the academy praised him for establishing “the foundation for the theory which dominates practical policy considerations of monetary and fiscal policy in open economies.” It said that his work on monetary dynamics and optimum currency areas had inspired generations of researchers. His analysis of the appropriate policy mix anticipated the idea that the central bank should be given decentralized responsibility for price stability—the case now in most countries. On exchange rates, he posed a new and fundamental question: in what circumstances is it advantageous for a number of countries to relinquish an independent monetary policy or even their monetary sovereignty to join a monetary union or a fixed exchange rate international monetary system?
Mundell’s insights into currency area formation were later used to create a common currency in Europe. Did Europe fit the definition of an optimum currency area? For him, the answer turned on factor mobility, modified by the need to utilize as fully as possible the convenience of money as a unit of account and a medium of exchange. Although Europe didn’t meet all of his stated criteria (such as high labor mobility), he has been a stalwart supporter (see box). And he insists that the monetary union has been a great success. “Some say that Europe has performed badly compared with the U.S. over the past 10 years, but they forget that Europe has zero population growth and that European per capita income growth isn’t much below the U.S. figure.”
He also stresses that the euro was never expected to be a panacea. Like many others, he believes that much of Europe has overindulged in its social model, relying on high, steeply progressive tax rates and protective labor laws. Does he think part of the euro area’s problem hinges on its lack of labor mobility? “Labor mobility is an important escape valve,” he says, “but it isn’t the end-all of the theory of optimum currency areas. Even if every European were completely immobile, rooted in one place, it wouldn’t mean that Europe should have 300 million currencies, one currency for each person!”
But he does acknowledge that the European Union (EU) has suffered a setback as a result of the recent French and Dutch votes against the proposed new constitution, although he sees this as a signal to develop a better political model—not a disaster. “Maybe it isn’t possible to create a European government that is modeled after an existing government. Academic political scientists, including well-wishers for Europe all over the world, may have to invent something new, a new political structure for Europe.” As the EU absorbs its 10 new members, with lower-than-average per capita incomes, he says, there will be growing pains and a need for an interim system of government for a colossus of 25 nations. “But it will be achieved because, for Europe, it isn’t just the best game in town, it’s the only game.”
How about the rest of the world? Actually, if Mundell could have his way, the entire world would be one big optimum currency area, sharing a global currency. But he admits that political rivalries make it difficult for this to happen because a necessary condition for the creation of a monetary union—global or otherwise—is the creation of a security area. He believes that, in a world where war is a possibility, an international monetary system based on a fiat world currency wouldn’t work unless it were backed by one or more of the precious metals. Gold could still be used as a reserve asset in a reformed international monetary system in the 21st century, but it would be a far cry from the international gold standard that prevailed before World War I.
So where does that leave us? Mundell would be thrilled if the governors of the IMF would give more thought to finding an arrangement to get back to the goals of Bretton Woods. “There was nothing fundamentally wrong with the kind of monetary system we had in the postwar world.” It was a system in which other countries fixed their currencies to the dollar, while the U.S. fixed the price of gold. Gold was convertible but only for foreign monetary authorities. Mundell regards it as having been an ingenious accommodation to the reality of the United States as an economic superpower. In that regard, he quotes Joan Robinson as having once called the IMF an “episode in the history of the dollar.” Mundell argues that the system broke down in the early 1970s because the U.S. rejected the idea of increasing the price of gold—and thus made gold’s relationship with the dollar untenable—not because fixed exchange rates were wrong. In fact, had the U.S. revalued gold, the system could have sailed along for another two or three decades. Mundell believes the best way for a smaller country to achieve monetary stability is to fix its currency to a large and stable currency area. He also feels that the IMF is playing a “divisive role” by encouraging countries to move to flexible exchange rates, “balkanizing the monetary world into a ridiculously large number of tiny currency areas.”
“If Mundell could have his way, the entire world would be one big optimum currency area, sharing a global currency.”
Mundell argues that the best system for both small and large countries would be a stable international monetary system based on fixed exchange rates. A second-best, interim, arrangement would be for the smaller countries to fix credibly to the dollar or the euro, in this way participating in the stability of the larger currency area. However, the solution would be even better if a basket of the dollar, the euro, and the yen—what he calls the DEY—were to become the nucleus of a new global currency issued by a revamped IMF.
He also supports a strong multilateral surveillance role for the IMF—particularly, closely monitoring global economic developments to spot potential crises and to try to fend them off. But he doesn’t want surveillance to become a code for giving the IMF power to determine exchange rates in a world without an international monetary system. And he disagrees strongly with what he regards as global pressure to force China to appreciate its currency—insisting that a large yuan appreciation wouldn’t help resolve global current account imbalances, but would devastate China, causing drastic deflation, impoverishing the rural sector, and cutting its growth rate by as much as half. Mundell hopes China will keep its exchange rate fixed to the dollar while continuing to move toward currency convertibility. And he hopes it will turn its attention to huge challenges in health, education, the environment, and agriculture. As for reducing the income divergence between rural and urban China, he says, the best plan would be “to give the farm people the same rights to own property that city people have.”
What is Mundell up to these days? Given his fascination with China—its people and the pivotal role that the giant economy has begun to play in the global economy—he has recently become a “citizen” of the Municipality of Beijing, a legal nicety (no visa needed to enter and exit China) that facilitates his considerable involvement in the country’s economics, education, and even business. He’s an honorary professor at 30 universities in China and an honorary dean, president, or chairman of several research institutes. He has set up some scholarships for students, founded the “Best Young Economist” award, and turned over the royalties from his six-volume Collected Works in Chinese to fund a literature award. A new university has just been named after him (the Mundell International University of Entrepreneurship) in Beijing’s Zhongguancun area, known as the “Silicon Valley of China.”
He also stays strongly rooted in academia, much beloved by generations of students who have deeply valued how much he has been willing to give of himself to help them grow. He was a professor at the University of Chicago (where he was also Editor of the Journal of Political Economy) from 1966 to 1971—a time famous for its economic talents, including several other future Nobel Prize winners. “As a teacher, he was both stimulating and irritating,” says Mussa, explaining that Mundell liked to tease his students with “intelligent questions that weren’t entirely well structured and therefore didn’t have clear answers.” Since 1974, he has been a professor at Columbia University.
A defense of the euro
Despite recent troubles in the euro area on a number of economic policy fronts and questions about whether the creation of the currency has been worthwhile, Mundell fiercely defends its track record. “In all the aspects in which it was expected economically to make an improvement, it has performed spectacularly.”
He argues that every citizen in the euro area has a better currency than before, one that vies with the dollar in its prestige and stability. Every firm now has access to a capital market that is continental in scope. With the elimination of exchange rate uncertainty between members of the euro area, there aren’t any more speculative capital movements within the euro area, and interest rates have become equalized. (Note that instead of double-digit interest rates for many of the countries, they are now at or below 5 percent.) Every country in the euro area has a better monetary and fiscal policy mix than before. The possibility of a surprise inflation-cum-devaluation has been ruled out, and hedge funds can’t make a dime between euro countries. And information and transaction costs have plummeted, Mundell says, clearing a path for a vast increase in the most beneficial type of intra-area trade and payments.
David Bloom, Harvard professor of economics and demography and a former Columbia colleague, recalls that the most interesting conversation he ever had with Mundell was about the effect of cross-country demographic imbalances (in age) on international capital flows—a topic that Mundell isn’t normally associated with but finds enormously important for macroeconomic performance. In fact, Mundell developed a four-generation model that shows that if one country has a demographic shock, it creates a wave of interest rate changes that bring on, in an open economy, compensating capital movements. The model also highlights the role that the U.S. baby boom has played in U.S. balance of payments and budget deficits, as there was high demand for resources (some of which were internally generated and some of which flowed in from abroad) associated with investing in children.
Plus, he continues to do research. Mundell says finding a way to stop inflation without bringing on a crisis tops his list. As he explains it: “Disinflation under inflation targeting works by monetary restriction, higher interest rates, returning confidence, capital inflows, current account deficits, and an appreciating currency. The appreciating currency then fosters more disinflation and helps the country to meet its new inflation targets. But after the new low-inflation equilibrium has been reached, the currency is overvalued and recognition of this brings on a speculative crisis.”
When Mundell isn’t in Manhattan or Beijing—or traveling around the world lecturing and advising policymakers or international institutions—he and his family (wife Valerie, 8-year-old son Nicholas, and three children from a previous marriage) find refuge in the 12th-century castle in Siena, Italy, that he bought in 1969 for only $20,000 as a hedge against inflation. It is here, at the “Palazzo Mundell,” that he organizes yearly academic conferences—begun in the early 1970s—on the burning economic issues of the day. And it is here that he can relax and enjoy the finer things in life, like art and music (especially opera).
When Mundell received $975,000 for the Nobel, he announced that most of it would go to restoring his Italian villa, which initially lacked running water and electricity. He estimates that the restoration is 75 percent finished. “That’s enough. We have to leave something for the next generation to do,” he says, and he hopes that, besides finishing the restoration project, his children will make their mark in life “their way.” But just to make sure little Nicholas gets a head start, he’s being tutored in Chinese.
Laura Wallace is Editor-in-Chief of Finance & Development.
David E. Bloom and David Canning
FOR MUCH (and perhaps most) of human history, demographic patterns were fairly stable: the human population grew slowly, and age structures, birth rates, and death rates changed very little. The slow long-run growth in population was interrupted periodically by epidemics and pandemics that could sharply reduce population numbers, but these events had little bearing on long-term trends.
Over the past 140 years, however, this picture has given way to the biggest demographic upheaval in history, an upheaval that is still running its course. Since 1870 death rates and birth rates have been declining in developed countries. This long-term trend toward lower fertility was interrupted by a sharp, post-World War II rise in fertility, which was followed by an equally sharp fall (a “bust”), defining the “baby boom.” The aging of this generation and continued declines in fertility are shifting the population balance in developed countries from young to old. In the developing world, reductions in mortality resulting from improved nutrition, public health infrastructure, and medical care were followed by reductions in birth rates. Once they began, these declines proceeded much more rapidly than they did in the developed countries. The fact that death rates decline before birth rates has led to a population explosion in developing countries over the past 50 years.
Even if the underlying causes of rapid population growth were to suddenly disappear, humanity would continue to experience demographic change for some time to come. Rapid increases in the global population over the past few decades have resulted in large numbers of people of child-bearing age (whose children form an “echo” generation). This creates “population momentum,” where the populations of most countries, even those with falling birth rates, will grow for many years, particularly in developing countries.
These changes have huge implications for the pace of economic development. Economic analysis has tended to focus on the issue of population numbers and growth rates as factors that can put pressure on scarce resources, dilute the capital-labor ratio, or lead to economies of scale. However, demographic change has important additional dimensions. Increasing average life expectancy can change life-cycle behavior affecting education, retirement, and savings decisions—potentially boosting the financial capital on which investors draw and the human capital that strengthens economies. Demographic change also affects population age structure, altering the ratio of workers to dependents. This issue of F&D looks at many facets of the impact of demographic change on the global economy and examines the policy adjustments needed in both the developed and the developing world.
The global population, which stood at just over 2.5 billion in 1950, has risen to 6.5 billion today, with 76 million new inhabitants added each year (representing the difference, in 2005, for example, between 134 million births and 58 million deaths). Although this growth is slowing, middle-ground projections suggest the world will have 9.1 billion inhabitants by 2050 (see “Global Demographic Trends” on page 14).
These past and projected additions to world population have been, and will increasingly be, distributed unevenly across the world. Today, 95 percent of population growth occurs in developing countries. The populations of the world’s 50 least developed countries are expected to more than double by the middle of this century, with several poor countries tripling their populations over the period. By contrast, the population of the developed world is expected to remain steady at about 1.2 billion, with declines in some wealthy countries.
The disparity in population growth between developed and developing countries reflects the considerable heterogeneity in birth, death, and migration processes, both over time and across national populations, races, and ethnic groups. The disparity has also coincided with changes in the age composition of populations. An overview of these factors illuminates the mechanisms of population growth and change around the world.
Total fertility rate. The total world fertility rate, that is, the number of children born per woman, fell from about 5 in 1950 to a little over 2.5 in 2006 (see Chart 1). This number is projected to fall to about 2 by 2050. This decrease is attributable largely to changes in fertility in the developing world and can be ascribed to a number of factors, including declines in infant mortality rates, greater levels of female education and increased labor market opportunities, and the provision of family-planning services.
Chart 1 Smaller families
Fertility rates are tending to converge at lower levels after earlier sharp declines.
(total fertility rate; children per woman)
Source: United Nations, World Population Prospects, 2004.
Infant and child mortality decline. The developing world has seen significant reductions in infant and child mortality over the past 50 years. These gains are primarily the result of improved nutrition, public health interventions related to water and sanitation, and medical advances, such as the use of vaccines and antibiotics. Infant mortality (death prior to age 1) in developing countries has dropped from 180 to about 57 deaths per 1,000 live births. It is projected to decline to fewer than 30 by 2050. By contrast, developed countries have seen infant mortality decline from 59 deaths per 1,000 live births to 7 since 1950, and this is projected to decline further still, to 4 by 2050. Child mortality (death prior to age 5) has also fallen in both developed and developing countries.
Life expectancy and longevity For the world as a whole, life expectancy increased from 47 years in 1950–55 to 65 years in 2000–05. It is projected to rise to 75 years by the middle of this century, with considerable disparities between the wealthy industrial countries, at 82 years, and the less developed countries, at 74 years (see Chart 2). (Two major exceptions to the upward trend are sub-Saharan Africa, where the AIDS epidemic has drastically lowered life expectancy, and some of the countries of the former Soviet Union, where economic dislocations have led to significant health problems.) As a result of the global decline in fertility, and because people are living longer, the proportion of the elderly in the total population is rising sharply. The number of people over the age of 60, currently about half the number of those aged 15 to 24, is expected to reach 1 billion (overtaking the 15–24 age group) by 2020 and almost 2 billion by 2050. The proportion of individuals aged 80 or over is projected to rise from 1 percent to 4 percent of the global population by 2050.
Chart 2 Living longer
Life expectancy is continuing to rise, but there are big differences between rates in well-off and poorer countries.
(life expectancy in years)
Source: United Nations, World Population Prospects, 2004.
Age distribution: working-age population. Baby booms have altered the demographic landscape in many countries. As the experiences of several regions during the past century show, an initial fall in mortality rates creates a boom generation in which high survival rates lead to more people at young ages than in earlier generations. Fertility rates fall over time, as parents realize they do not need to give birth to as many children to reach their desired family size, or as desired family size contracts for other reasons. When fertility falls and the baby boom stops, the age structure of the population then shows a “bulge” or baby-boom age cohort created by the nonsynchronous falls in mortality and fertility. As this generation moves through the population age structure, it constitutes a share of the population larger than the cohorts that precede or follow. This creates particular challenges and opportunities for countries, such as a large youth cohort to be educated, followed by an unusually large working-age (approximately ages 15–64) population, with the prospect of a “demographic dividend,” and characterized eventually by a large elderly population, which may burden the health and pension systems (see Chart 3 and “What Is the Demographic Dividend?” on page 16).
Chart 3 Tracking the bulge
Developing countries are nearing the peak of their opportunity to benefit from a high ratio of workers to dependents.
(ratio of working-age to non-working-age population)
Source: United Nations, World Population Prospects, 2004.
“A new UN report says that in 2007 the worldwide balance will tip and more than half of all people will be living in urban areas.”
Migration. Migration also alters population patterns. Globally, 191 million people live in countries other than the one in which they were born. On average during the next 45 years, the United Nations projects that over 2.2 million individuals will migrate annually from developing to developed countries. It also projects that the United States will receive by far the largest number of immigrants (1.1 million a year), and China, Mexico, India, the Philippines, and Indonesia will be the main sources of emigrants (see “Global Migration” on page 23).
Urbanization. In both developed and developing countries, there has been huge movement from rural to urban areas since 1950. Less developed regions, in aggregate, have seen their population shift from 18 percent to 44 percent urban, while the corresponding figures for developed countries are 52 percent to 75 percent. A new UN report says that in 2007 the worldwide balance will tip and more than half of all people will be living in urban areas. This shift—and the concomitant urbanization of areas that were formerly periurban or rural—is consistent with the shift in most countries away from agriculturally based economies.
The existence and growth of megacities (that is, those with 10 million or more residents) is a late-20th-century phenomenon that has brought with it special problems. There were 20 such cities in 2003, 15 in developing countries. Tokyo is by far the largest, with 35 million people, followed by (in descending order) Mexico City, New York, São Paulo, and Mumbai (all with 17 to 19 million). Cities in general allow for economies of scale—and, most often, for a salutary mix of activities, resources, and people—that make them centers of economic growth and activity and account, in some measure, for their attractiveness. As continued movement to urban areas leads to megacities, however, these economies of scale and of agglomeration seem to be countered, to some extent, by problems that arise in transportation, housing, air pollution, and waste management. In some instances, socioeconomic disparities are particularly exacerbated in megacities.
The economic consequences of population growth have long been the subject of debate. Early views on the topic, pioneered by Thomas Malthus, held that population growth would lead to the exhaustion of resources. In the 1960s, it was proposed that population growth aided economic development by spurring technological and institutional innovation and increasing the supply of human ingenuity. Toward the end of the 1960s, a neo-Malthusian view, focusing again on the dangers of population growth, became popular. Population control policies in China and India, while differing greatly from each other, can be seen in this light. Population neutralism, a middle-ground view, based on empirical analysis of the link between population growth and economic performance, has held sway for the past two decades. According to this view, the net impact of population growth on economic growth is negligible.
Population neutralism is only recently giving way to a more fine-grained view of the effects of population dynamics in which demographic change does contribute to or detract from economic development. To make their case, economists and demographers point to both the “arithmetic accounting” effects of age structure change and the effects of behavioral change caused by longer life spans (see box, page 12).
Arithmetic accounting effects. These effects assume constant behavior within age and sex groups, but allow for changes in the relative size of those groups to influence overall outcomes. For example, holding age- and sex-specific labor force participation rates constant, a change in age structure affects total labor supply.
As a country’s baby-boom generation gets older, for a time it constitutes a large cohort of working-age individuals and, later, a large cohort of elderly people. The span of years represented by the boom generation (which determines how quickly this cohort moves through the age structure) and the size of the population bulge vary greatly from one country to another. In all circumstances, there are reasons to think that this very dynamic age structure will have economic consequences. A historically high proportion of working-age individuals in a population means that, potentially, there are more workers per dependent than previously. Production can therefore increase relative to consumption, and GDP per capita can receive a boost.
Life-cycle patterns in savings also come into play as a population’s age structure changes. People save more during their working-age years, and if the working-age cohort is much larger than other age groups, savings per capita will increase.
Behavioral effects. Declining rates of adult mortality and the movement of large cohorts through the global population pyramid will lead to a massive expansion in the proportion of elderly in the world population (see the projections for 2050 in Chart 4). Some simple economic projections show catastrophic effects of this aging. But such projections tend to be based on an “accounting” approach, which assumes that age-specific behavior remains unchanged and ignores the potentially significant effects of behavior change.
Chart 4 Retiree boom
The number of people living past 80 is projected to rise sharply, but labor shortages could drive up living costs for retirees.
(world population, aged 80+; millions)
Source: United Nations, World Population Prospects, 2004.
The aging of the baby-boom generation potentially promotes labor shortages, creating upward pressure on wages and downward pressure on the real incomes of retirees. In response, people may adjust their behavior, resulting in increased labor force participation, the immigration of workers from developing countries, and longer working lives. Child mortality declines can also have behavioral effects, particularly for women, who tend to be the primary caregivers for children. When the reduced fertility effect of a decrease in child mortality is in place, more women participate in the workforce, further boosting the labor supply.
Demographic effects are a key missing link in many macroeconomic analyses that aim to explain cross-country differences in economic growth and poverty reduction. Several empirical studies show the importance of demographics in explaining economic development.
East Asia’s baby boom. East Asia’s remarkable economic growth in the past half century coincided closely with demographic change in the region. As infant mortality fell from 181 to 34 per 1,000 births between 1950 and 2000, fertility fell from six to two children per woman. The lag between falls in mortality and fertility created a baby-boom generation: between 1965 and 1990, the region’s working-age population grew nearly four times faster than the dependent population. Several studies have estimated that this demographic shift was responsible for one-third of East Asia’s economic growth during the period (a welcome demographic dividend).
Labor supply and the Celtic Tiger. From 1960 to 1990, the growth rate of income per capita in Ireland was approximately 3.5 percent a year. In the 1990s, it jumped to 5.8 percent, well in excess of any other European economy. Demographic change contributed to the country’s economic surge. In the decade following the legalization of contraceptives in 1979, Ireland saw a sharp fall in the crude birth rate. This led to decreasing youth dependency and a rise in the working-age share of the total population. By the mid-1990s, the dependency burden in Ireland had dropped to a level below that in the United Kingdom.
Two additional demography-based factors also helped fuel economic growth by increasing labor supply per capita. First, while male labor force participation rates remained fairly static, the period 1980–2000 saw a substantial increase in female labor force participation rates, particularly among those aged between 25 and 40. Second, Ireland historically had high emigration levels among young adults (about 1 percent of the population a year) because its economy was unable to absorb the large number of young workers created by its high fertility rate. The loss of these young workers exacerbated the problem of the high youth dependency rate. The decline in youth cohort sizes and rapid economic growth of the 1990s led to a reversal of this flow, resulting in net in-migration of workers, made up partly of return migrants and also, for the first time, substantial numbers of foreign immigrants.
Continued high fertility in sub-Saharan Africa. Demographic change of a very different type can account for slow economic development. Much of sub-Saharan Africa remains stalled at the first stage of a demographic transition. Fertility rates actually increased a bit from the 1950s through the 1970s and only recently have begun a slow fall. As swollen youth cohorts have entered the labor force, an inadequate policy and economic environment in most countries has prevented many young people from being able to engage in productive employment. The existence of large dependent populations (in this case, of children) has kept the proportion of working-age people low, making it more difficult for these economies to rise out of poverty.
Based on the indicators that are available, we can make a few important points:
All signs point to continued but slowing population growth. This growth will result in the addition of roughly 2.5 billion people to the world population, before it stabilizes around 2050 at about 9 billion. Managing this increase will be an enormous challenge, and the economic consequences of failing to do so could be severe.
The world’s population is aging rapidly. The United Nations predicts that 31 percent of China’s population in 2050—432 million people—will be age 60 or older. The corresponding figures for India are 21 percent and 330 million. No longer can aging be thought of as just a developed-world phenomenon.
International migration will continue, but the extent is unclear. The pressures that encourage people to migrate—above all, the lure of greater economic well-being in the developed countries—will undoubtedly persist, but the strength of countervailing policy restrictions that could substantially stanch the flow of migrants is impossible to predict.
Urbanization will continue, but the pace is also hard to predict. Greater economic opportunities in the cities will surely continue to attract migrants from rural areas, but environmental and social problems may stymie growth.
How much can the human life span be stretched?
In most of the world, children born today can expect to live for many decades longer than their ancestors born in the 19th or early 20th centuries. In Japan, life expectancy at birth is now 82 years, and other regions have also made great progress as medical and public health advances, improved nutrition, and behavioral changes encouraged by improved education have combined to reduce the risk of death at all ages. But how far can these increases in longevity go?
Continuing increases in life expectancy in low-mortality populations have led some demographers to forecast further gains. Kenneth Manton, Eric Stallard, and H. Dennis Tolley, for example, estimate that populations with extremely healthy lifestyles—that is, with an absence or near-absence of risk factors such as infectious disease, smoking, alcohol abuse, and obesity, and the presence of health-promoting behaviors such as a healthy diet and exercise—could achieve a life expectancy of between 95 and 100 years.
But others have reached different conclusions. Nan Li and Ronald Lee estimate that life expectancy in the United States will rise from a 1996 figure of 76.3 to 84.9 by 2050, with that in Japan rising from 80.5 to 88.1. S. Jay Olshansky, Bruce Carnes, and Aline Desesquelles predicted in 1990 that life expectancy at birth would not surpass 85 years, even in low-mortality settings. Death rates, they argued, would not fall sufficiently for life expectancy to rise rapidly, and earlier increases were driven largely by dramatic reductions in infant and child mortality, which could not recur (Samuel Preston, on the other hand, observes that 60 percent of the life expectancy increase in the United States since 1950 is due to mortality declines in people over the age of 50). Perhaps more important, they saw no reason why the future should necessarily mirror the past—new threats to health such as influenza pandemics, antibiotic resistance, and obesity could reverse gains made in recent decades; technological improvements could stall and the drugs needed to counter the diseases of aging might not be found; and environmental disasters, economic collapse, or war could derail health systems at the same time that they weaken individuals’ ability to protect their own health.
Rapid and significant demographic change places new demands on national and international policymaking. Transitions from high mortality and fertility to low mortality and fertility can be beneficial to economies as large baby-boom cohorts enter the workforce and save for retirement. Rising longevity also tends to increase the incentives to save for old age.
The ability of countries to realize the potential benefits of the demographic transition and to mitigate the negative effects of aging depends crucially on the policy and institutional environment. Focusing on the following areas is likely to be key:
Health and nutrition. Although it has long been known that increased income leads to improved health, recent evidence indicates that good health may also be an important factor in economic development. Good nutrition in children is essential for brain development and for allowing them to become productive members of society. Health improvements—especially among infants and children—often lead to declines in fertility, above and beyond the heightened quality of life they imply. Focusing on the diseases of childhood can therefore increase the likelihood of creating a boom generation and certain positive economic effects. Countries wishing to accelerate fertility declines may benefit from focusing on access to family-planning services and education about fertility decisions.
“The ability of countries to realize the potential benefits of the demographic transition and to mitigate the negative effects of aging depends crucially on the policy and institutional environment.”
Education. Children are better able to contribute to economic growth as they enter the workforce if they have received an effective education. East Asia capitalized on its baby boom by giving its children a high-quality education, including both general schooling and technical skills, that equipped them to meet the demands of an ever-changing labor market. Ireland also profited from its baby boomers by introducing free secondary schooling and expanding tertiary education.
Labor market institutions. Restrictive labor laws can limit a country’s ability to benefit from demographic change, particularly when they make it unduly difficult to hire and fire workers or to work part-time. International outsourcing, another controversial subject, may become an increasingly important means of meeting the demand for labor.
Trade. One way that East Asian countries provided their baby-boom cohorts with productive opportunities was by carefully opening up to international trade. By providing a new avenue for selling the region’s output, this opening helped countries avoid the unemployment that could have arisen. We have found that open economies benefit much more from demographic change than the average, and that closed economies do not derive any statistically significant benefit from age structure changes.
Retirement. Population aging will require increased savings to finance longer retirements. This will likely affect financial markets, rates of return, and investment. In addition, as more people move into old age, health care costs will tend to increase, with the expansion of health care systems and growth in long-term care for the elderly. As nontradable, labor-intensive sectors with a low rate of technical progress, health care and elder care may slow economic growth. The ability of individuals to contribute to the financing of their retirement may be hampered by existing social security systems, many of which effectively penalize individuals who work beyond a fixed retirement age.
* * * * *
Although demographic changes are generally easier to predict than economic changes, the big picture outlook is nonetheless unclear. Indeed, many forces that affect the world’s demographic profile are highly unpredictable. Will an outbreak of avian flu or another disease become pandemic, killing many millions and decimating economies? What happens if these diseases are, or become, drug-resistant? Conversely, scientific advances in areas such as genomics, contraceptive methods, or vaccines for diseases such as AIDS or malaria could save and improve millions of lives. Global warming and other environmental change could completely alter the context of demographic and economic predictions. Or—to take things to extremes—wars could result in massive premature mortality, thereby rendering irrelevant most predictions about demographic and related economic changes.
David E. Bloom is Professor of Economics and Demography and David Canning is Professor of Economics and International Health at the Harvard School of Public Health.
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DURING the past 50 years, the world’s population has increased dramatically—a trend that is projected to continue. Most future growth will occur in less developed countries, where the population is increasing more than five times as fast as that in developed countries.
The world’s population is expected to reach 9.1 billion by 2050, with virtually all population growth occuring in less developed countries.
(population, billions)
The phenomenal growth in world population has occurred despite a marked decline in the growth rate of the world’s population—which fell to 1.2 percent a year in 2000–05, and is expected to drop further to 0.38 percent a year by 2045–50—because of the large number of women of childbearing age, a phenomenon known as “population momentum.”
Even so, the growth rate of the world’s population has been on a downward trend and, in developed countries, will turn negative by 2030.
(average annual increase, percent)
Birth rates have fallen and are expected to drop further in less developed countries, whereas in more developed countries, they are expected to remain fairly constant. At the same time, death rates are holding fairly steady.
Slower growth of the world’s population is largely due to the decline in birth rates—particularly in less developed countries—over the past 50 years.
(births/deaths per 1,000 population)
Male/female sex ratios are typically around 105/100 at very young ages because naturally more boys than girls are born, with sex ratios tending to equalize by adulthood, as more males than females die. However, in some countries, female infanticide, neglect of female newborns, and selective abortion of female fetuses have resulted in male/female ratios of over 108/100 at very young ages.
Very high male-to-female ratios in some countries suggest that baby girls are being killed or allowed to die, and female fetuses selectively aborted.
(number of countries)
Declining birth rates, combined with increases in life expectancy, are leading to population aging. The number of people in less developed countries aged 60 or over is expected to exceed the number of 12- to 24-year-olds by 2045, a phenomenon that occurred in more developed countries in the late 1990s.
The world’s population is aging and, in developed countries, the size of the elderly population has already surpassed that of the 12–24 age group.
(billions)
Increases in the median age—the age at which 50 percent of the population is older and 50 percent is younger—are another way of looking at population aging. The current 13-year difference in median age between developed and developing countries is much larger than it was 60 years ago.
Today, just 11 countries have a median age above 40 years. By 2050, it is projected that there will be 89 countries in that group, 45 in the developing world.
(median age, years)
As countries develop, people tend to move from rural to urban areas. The world’s urban population is expected to grow by 1.8 percent a year between 2000 and 2030, almost twice as fast as global population growth. By 2007, the majority of the global population will be urban and the number of urban dwellers will rise from 3 billion in 2005 to 5 billion in 2030.
The move from rural to urban areas will continue …
(percent of population living in urban areas)
People are also continuing to move from one country to another, with developed regions gaining 2.6 million immigrants annually during 1990–2000. About half of that flow was to North America. Asia was by far the largest source of migrants (1.5 million a year), followed by Latin America and the Caribbean (0.8 million a year) and Africa (0.3 million a year).
…as will the move to more developed countries.
(net migrants per 1,000 population)
Based on United Nations, World Population Prospects 2004. Prepared by Larry Rosenberg and David Bloom (Harvard University).
Ronald Lee and Andrew Mason
INDUSTRIAL countries have largely completed what is called the “demographic transition”—the transition from a largely rural agrarian society with high fertility and mortality rates to a predominantly urban industrial society with low fertility and mortality rates. At an early stage of this transition, fertility rates fall, leading to fewer young mouths to feed. During this period, the labor force temporarily grows more rapidly than the population dependent on it, freeing up resources for investment in economic development and family welfare. Other things being equal, per capita income grows more rapidly too. That’s the first dividend.
This dividend period is quite long, lasting five decades or more, but eventually lower fertility reduces the growth rate of the labor force, while continuing improvements in old-age mortality speed growth of the elderly population. Now, other things being equal, per capita income grows more slowly and the first dividend turns negative.
But a second dividend is also possible. A population concentrated at older working ages and facing an extended period of retirement has a powerful incentive to accumulate assets—unless it is confident that its needs will be provided for by families or governments. Whether these additional assets are invested domestically or abroad, national income rises.
In short, the first dividend yields a transitory bonus, and the second transforms that bonus into greater assets and sustainable development. These outcomes are not automatic but depend on the implementation of effective policies. Thus, the dividend period is a window of opportunity rather than a guarantee of improved standards of living. The dividends are sequential: the first dividend begins first and comes to an end, and the second dividend begins somewhat later and continues indefinitely. They certainly overlap. The first and second dividends both had positive effects between 1970 and 2000 (see table), except in sub-Saharan Africa.
Developing countries are still working their way through the demographic transition (as illustrated by Thailand’s age pyramids in Chart 1). The horizontal lines mark the conventional working-age boundaries (ages 20 to 65). During the early stage, the number of children rises rapidly as mortality falls. Later, at an intermediate stage, fertility begins to decline, reducing the number of children, and the share of the working-age population increases. During the late stage, low mortality and fertility increase the share of the older population, a process known as population aging. Countries at the intermediate stage have the opportunity to exploit the first demographic dividend. The second dividend begins toward the end of the intermediate phase and extends through the late phase, but the policies for realizing the second dividend are best established during the intermediate phase.
Chart 1 Thailand’s demographic transition
Thailand has just begun the intermediate stage, its chance to seize the demographic dividend.
Source: UN World Population Prospects, 2004 revision.
The size of the dividends depends on how much people produce and consume at each age. In Thailand, people produce more than they consume only between ages 26 and 59 (see Chart 2); in the United States, these ages are 26 and 57; and in Taiwan, 26 and 55—these three cases are quite different from the conventional working-age boundaries. Multiplying the population age distribution by these age profiles of production or consumption, we find the effective numbers of producers and consumers; the ratio of producers to consumers is the “support ratio.” During the dividend phase, the support ratio rises. A 1 percent increase in this support ratio allows consumption at each age to rise by 1 percent with no increase in the share of GDP consumed.
Chart 2 Economic life cycle of a typical Thai worker
Each individual has only 33 years to build the dividend.
(per capita labor income and consumption per year; 1998, thousand baht)
Source: Amonthep Chawla, 2006, “National Transfer Account Estimates for Thailand,” www.ntaccounts.org.
Among developing countries, the support ratio began to increase first in four regions of the world: East and Southeast Asia, Latin America, the Middle East and North Africa, and the Pacific Islands. The effect was to raise the annual rate of growth of output per effective consumer by about 0.5 to 0.6 percentage points annually between 1970 and 2000 (see table, first column). The first dividend phase did not begin in South Asia until the mid-1980s and in sub-Saharan Africa until 2000. Indeed, the first dividend was negative between 1970 and 2000 in sub-Saharan Africa because the survival of more children led to a decline in the support ratio.
The second dividend—increased capital accumulation—is larger (second column) than the first dividend, and the combined effects of the two (third column) range as high as 1.9 percent a year in East and Southeast Asia. In that region, the demographic dividends were equal to 44 percent of the actual growth in output per effective consumer (fourth column). Demographics can account for a major part of the rapid growth in East and Southeast Asia. Some regions, however, did not successfully exploit their demographic dividends. In Latin America, the dividends could have contributed economic growth of 1.7 percent a year, but actual growth fell well short of that opportunity.
How much of the first dividend is realized during this demographic window of opportunity hinges on key features of the economic life cycle. The productivity of young adults depends on schooling decisions, employment practices, the timing and level of childbearing, and policies that make it easier for young parents to work. Productivity at older ages depends on health and disability, tax incentives and disincentives, and, particularly, the structure of pension programs and retirement policies. On the consumption side, some countries, like those in East Asia, place a high value on education expenditures for children. Other countries, like the United States, devote a large share of resources to health care for the elderly.
How big are the dividends?
The second has typically been even larger than the first.
Source: Andrew Mason, 2005, “Demographic Transition and Demographic Dividends in Developed and Developing Countries,” United Nations Expert Group Meeting on Social and Economic Implications of Changing Population Age Structures (Mexico City).
1 Actual growth in GDP per effective consumer (GDP/N), 1970-2000, in percent a year. The effective number of consumers is the number of consumers weighted for age variation in consumption needs.
2 Albania, Armenia, Azerbaijan, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Hungary, Kazakhstan, Kyrgyz Republic, Latvia, Lithuania, FYR Macedonia, Moldova, Mongolia, Poland, Romania, Russian Federation, Serbia and Montenegro, Slovakia, Slovenia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan.
How much of the second dividend is realized depends on how a society supports its elderly. In the developing world, the elderly are supported by their families and the public sector, but, in addition, they depend on assets they have accumulated during their working years—housing, funded pensions, and personal savings, among other things. As populations age, the support burden placed on families and governments will increase relative to GDP, a matter of great concern in many countries. But through the second dividend, increased numbers of middle-aged workers may substantially raise capital relative to GDP if policies encourage workers to save for their retirement.
To the extent that countries meet the challenge of aging by expanding unfunded familial or public transfer programs, asset growth will be reduced, and the second dividend will be diminished. By contrast, if workers are encouraged to save and accumulate pension funds, population aging can boost capital per worker, productivity growth, and per capita income. Thus, policymakers, especially in developing countries, will need to focus on establishing financial systems that are sound, trusted, and accessible to the millions who wish to secure their financial futures. The time to do so is now so that, as a population ages, its growth-inducing potential will be realized.
Ronald D. Lee is a Professor of Demography and Economics at the University of California, Berkeley, and Chair of the Center on the Economics and Demography of Aging. Andrew Mason is a Professor of Economics at the University of Hawaii and a Senior Fellow at the East-West Center.
Peter S. Heller
THE CHALLENGES faced by industrial countries in the West and Japan with the prospective retirement of the “baby-boom” generation are well recognized. Governments face a growing financial burden from pension costs, medical care, and possibly long-term care, implying either sharp increases in taxes or a reneging on the promised level of benefits. But less appreciated is the fact that many Asian countries also face their own demographic “time bomb.” Although they lag two decades or so behind the industrial countries, the sharp decline in fertility rates and rising longevity will result in a growing proportion of elderly people, relative to both the overall population and the number of working-age people, by 2020–30.
Asian countries sit astride the “demographic transition” at various points (see chart). Some, such as Korea and Singapore, are much more advanced in the process, with the elderly dependency rate (EDR)—the ratio of elderly to the working-age population—converging to industrial country levels by 2030 and with further dramatic increases forecast in subsequent years. Korea, for example, is said to have the fastest rate of aging in the world. China and Thailand follow, with the so-called demographic dividend period (when there is a large share of working-age population) lasting through about 2035–40, but with the proportion of elderly rising quickly thereafter. Malaysia is close behind, with its demographic dividend period lasting through 2045. India, Indonesia, and the Philippines will see a high EDR beginning to emerge only sometime after 2050.
Prime time
Most Asian countries will be in a “second wave” of aging societies that follows the aging of industrial countries, including Japan.
(old-age dependency rate)1
Sources: Population Division of the Department of Economic and Social Affairs of the United Nations Secretariat, World Population Prospects: The 2004 Revision and World Urbanization Prospects: The 2003 Revision.
1Data refer to projected shares of the population aged 65 and above relative to the population aged 15–64 under the assumption of medium levels of fertility rates.
2EU average refers to the simple average of data for the following six countries: Belgium, France, Germany, Italy, the Netherlands, and the United Kingdom.
China’s situation is unusual in several respects. Its elderly population already dwarfs those of many industrial countries. But, more important, the pace of aging in its urban centers (where about a third of the population lives) has been far greater than in the rural areas, reflecting both sustained lower fertility and higher longevity. Even with migrants to the urban areas included in the urban population, the end of the demographic dividend period may emerge much earlier in urban China (say in 2025–30) and much later in rural China (2035–40). Many critical policy issues will rest on how urban-rural differentials are addressed (across and within provinces), at both the family and the policy level. The oft-mentioned gender gap—the shortage of women relative to men (because of differences in the birth and survival rates of boys and girls)—will also be an important issue to be reckoned with in China.
A higher EDR poses important challenges. Unless the elderly are prepared to work longer, they will either need to have accumulated retirement assets or receive financial support. In Asia, this is becoming increasingly relevant, with the gradual weakening of the traditional role of the family as caregivers for multigenerational support. The elderly will also require more access to medical care and, for many, long-term care services. How Asian countries are positioned to face these future challenges is a bit of a mixed bag. Certainly, decisions taken now could have a major impact on the scale of the problems to be faced later on. This article examines the state of readiness of Asian countries and discusses the issues they need to address to successfully cope with the demands of an aging population.
The boom in Asia’s economies has positioned it to take advantage of the demographic dividend and tap the region’s high levels of savings (the focus here is on Asia’s more developed economies outside of Japan: China, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the Philippines, Singapore, and Thailand). The opportunities afforded by high savings and investment rates relate both to achieving a higher per capita income (PCI) by the time the population becomes aged and to building up a stock of assets, both real and financial (and both internal and external), that can be drawn upon to help finance the consumption needs of an elderly population.
Several Asian countries (for example, Hong Kong SAR, Korea, Malaysia, and Singapore) have successfully pursued a development strategy built on exploiting their demographic dividend. China, coming from much further behind in economic terms and despite its extraordinarily rapid growth and high savings and investment rates, is still challenged to create productive jobs for its large labor pool in coming years.
Looking ahead, Asian countries face a “double imperative” in considering their appropriate macroeconomic policy stance. Policies should continue to support rapid economic growth, given that growth rates will fall with a slowing, if not declining, labor force in the later stages of the demographic transition. Labor market pressures, reflected in higher real wages, will require new strategies to maintain external competitiveness. Policies should also be framed by the recognition that governments will eventually have to address the pension, medical treatment, and long-term care challenges associated with a substantial increase in the EDR. This underscores the importance of having a sound fiscal position, with low public debt levels, at the time the potential demands of an elderly population become particularly acute. The relative importance of each of these imperatives depends both on how close a country is to the time when its EDR rises and on the extent of its convergence to industrial PCI levels.
But there is also a microeconomic dimension to the aging problem. When a society ages, how will it meet the financial needs of its elderly? Will the elderly be dependent on their own accumulated savings, on the support of individual family members, on the general taxpayer, or on payroll contributions from the workforce through government social insurance schemes (as in the industrial countries)? Or will they be forced to work longer? How will the needs of the very elderly be met, since they frequently require either long-term care or substantial medical or social support?
Virtually all the Asian countries under discussion have wrestled with the issues involved in developing social insurance systems to manage the risks associated with retirement income and medical care. The variety in the observed strategies principally reflects differences in national perspective. Only three—Korea, Singapore, and perhaps Malaysia—can be said to have social insurance systems whose coverage is broad enough that their design features can be evaluated in terms of their robustness or adequacy in addressing the needs of a future aged population.
Starting with pensions, across Asia, two approaches stand out. The first is that of the Central Provident Funds (CPF) of Singapore and Malaysia (and, to a limited extent, Thailand), as well as the recently established (in 2000) Mandatory Provident Fund of Hong Kong SAR. Each is essentially a defined-contribution (DC) approach. These contrast with the various civil service and private employer–based defined-benefit (DB) schemes of India, Korea, the Philippines, and Thailand.
For the DB schemes, the coverage of the labor force ranges from very low (India), to 30 percent (Thailand), to largely universal (Korea). Replacement rates for covered workers—the ratio of average pension benefits to wages—range from 30 percent in Thailand to 50–60 percent in the Philippines and Korea. Because most of the DB systems are pay-as-you-go (PAYG)—with pension benefits financed from current contributions—they rely heavily on their capacity to raise workers’ contribution rates in the event of future operational deficits. They may thus be prone to the same financial pressures as industrial countries once the EDR rises.
The CPF approach essentially prefunds certain large expenditure obligations before retirement (for housing, education, and, in some cases, medical care), as well as income needs during retirement, with commensurately higher national saving rates implied. High mandatory saving rates in the CPF schemes (in the mid-30 percent range up to a wage ceiling), coupled with investment strategies for the accumulated assets, provide for a lump-sum payment at retirement (where the eligible age ranges from 55 to 62). However, the income stream that can be realized by purchasing an annuity with this lump sum is not generous, ranging from 20 to 40 percent of average wages. Such systems entail the potential risk for households of using funds too soon after retirement.
Relative to the others, China’s pension system is very much in a state of flux. In the urban areas, the government is replacing the fragmented system of pension system responsibilities of state enterprises and the government (as employer) with a three-pillar system involving a mandatory DB/PAYG first pillar, a mandatory funded DC second pillar, and a voluntary third-pillar savings scheme. The government is largely responsible for the pension liabilities of existing retirees and those with vested rights. However, the new schemes cover less than half the urban workforce. Pooling of the contributions and payments of the schemes rarely extends beyond the municipal level, rather than being at a provincial or national level. Noncompliance is rife among employers (particularly in the private sector). The funds associated with the DC system have largely been used by municipalities to finance pension payments to existing retirees. Indeed, the pension system appears in deficit. Optimistic estimates of the implicit “legacy debt” associated with the earlier urban pension system range from 50 to 150 percent of GDP. In China’s rural areas, the commune system, which previously provided retirement benefits to its members, has fallen apart, being replaced, if at all, by minimal social safety net transfers.
In effect, fewer than one-fourth of China’s workers are covered by the new pension scheme. High individual saving rates by Chinese workers may thus, in part, reflect the limitations of the still-evolving pension system. China’s authorities are well aware of the challenges posed by an aging population. Yet, for the bulk of China’s population, a coherent national strategy for addressing the retirement needs of the future large group of elderly remains to be put in place (see Box 1).
Box 1 China needs to tackle emerging problems early
Unless China acts soon on a number of fronts, it may find it more difficult to resolve many of the challenges associated with an aged population. In rural areas, the elderly essentially rely for their old-age support on private savings, some transfers from the state, and family support (children still in the rural sector or working as urban migrants). With only limited social pooling within rural areas and a rising EDR, the prospects for significant government support appear limited unless derived from the central government, possibly in connection with some form of minimum income guarantee or social safety net scheme.
One possible option might be to transfer to rural households the ownership rights to rural land, thus endowing these households with additional assets to finance their retirement. For some rural areas, the value of the land might be significant. Even for the many parts of China where rural land is of limited value, better ownership rights might facilitate consolidation of rural land plots (raising returns to the labor remaining in the rural areas) as well as fostering further rural-urban migration.
Although operating at a higher income level, China’s urban areas confront perhaps even more difficult pressures. The worsening demographic balance is more acute in the urban areas, particularly for those who are urban residents as opposed to migrants. Current experiments with prefunded DC schemes, in fact, have amounted simply to an intergenerational transfer scheme (akin to a PAYG system) whereby the contributions, while notionally contributed by working-age individuals and saved, are actually used to finance payments to existing retirees previously employed in the civil service or state enterprises.
As the urban population becomes more aged, and the EDR worsens, the relevant policy alternatives are likely to require some mix of higher contribution and higher tax rates on those formally working in the urban sector; a broadening of the coverage (and contribution base) of such schemes to include young urban migrant workers (deferring somewhat the point at which the fiscal squeeze becomes more acute); greater central government subsidies to urban social security schemes (possibly by transferring state assets to the system); less generous benefits; an increased eligibility age for pensions, thus effectively delaying the retirement age; introducing the possibility of a phased retirement; and a strengthening of the financial sector to enhance the productivity (and return) of savings.
High payoff
Confronting current health challenges—the effective cost barriers to accessing adequate medical care, excessive tobacco consumption, and a polluted environment—may be critical interventions with high payoff in future years in terms of the capacity of workers to participate longer in the labor force. This is particularly of concern given the arduous working conditions of many workers. Looking ahead, rising incomes (affecting diets and increased obesity) and the rapid pace of urbanization (with higher rates of hypertension) will increase the prospective burden and expense of future illness.
The financial sector needs strengthening to facilitate the productive use of savings. Strengthening of financial institutions and markets would allow greater productivity to be achieved on the capital accumulated by households saving for retirement. Some encouragement of migration may allow some segment of the elderly population to be supported by remittances from family members.
In sum, most Asian countries are still far from establishing a financially sustainable pension system that will provide a basic level of retirement income for the bulk of the elderly when the EDR rises. The three-pillar system remains the most viable approach for framing a strategy for retirement income. For most Asian countries, what will be critical is to ensure that the system is realistic in terms of the promises that can be financed. This underscores the importance of a first pillar to address the needs of the elderly destitute and a third pillar to promote individual and household savings. It also points to the importance of strengthening the functioning of the financial system both to absorb an increasing volume of household saving and to channel it effectively to high-quality investments and loans.
Across Asia, the aging of the population will progressively put added strains on health care systems. Already, with rising incomes and urbanization, these countries are experiencing a rise in such chronic diseases as cancers, diabetes, and cardiovascular diseases. The financial burden of treating and managing these illnesses will become heavier as the population age structure shifts and as globalization intensifies the demand for costly modern technologies and drugs.
Health care systems are particularly difficult to categorize. Some countries are heavily reliant on public systems (Hong Kong SAR, Indonesia, and Malaysia), with universal access to care in principle, but with the quality of effectively available services varying widely according to a household’s income and place of residence. Even where care may be formally available in terms of public facilities, in some cases, the fact that most costs must be borne out of pocket effectively limits access. China’s once-vaunted universal medical care system collapsed in the 1980s with the introduction of the market economy and, as with pensions, the cost, availability, and system of financing differ dramatically between and within urban and rural areas.
In some countries, the private sector may also be a key provider—this might reflect the inadequacies of the public health care system (India), or it might be an intrinsic element in the design of the medical care system (Thailand). In other cases, the private sector caters largely to a narrow segment of the population. Korea (see Box 2) is currently debating the prospective role of the private sector in medical care.
Singapore, Malaysia, and China provide useful cautionary lessons on the medical care issues that will emerge as the demand for treatment and care management increases. Malaysia, like several other Asian countries, still has a largely budget-financed medical care system, one that has been relatively effective. It is now considering allowing a greater role for private health insurance. The existing system allows for considerable government control in determining the quality and quantity of available services and technology. But budget-financed systems can also be subject to administrative challenges and political economy pressures in setting budgetary aggregates, leaving many households dissatisfied with the standard of care available in public medical facilities. The opening up of the system to private insurance may give rise to considerable cost-push pressures. Indeed, Malaysia already has experienced significant brain drain from the public to the private sector, with adverse effects on the quality of care in the public system.
Similar pressures are emerging in Singapore’s largely private system. The key operative assumption is that restrictions on supply, coupled with demand restraint by households (which are required to bear a significant proportion of costs out of pocket), will limit cost inflation and demand pressures. By mandating savings for medical care, the government has forced individuals to prefund, to a limited extent, some of the cost of catastrophic incidents. But medical cost pressures are nevertheless emerging in Singapore as well. These have not been reflected in a rising medical expenditure share yet only because of Singapore’s rapid economic growth.
In China, medical spending has risen rapidly in the past two decades, fueled almost entirely by uncontrolled, largely supply-induced spending in both public and private urban sector units. This has involved the acquisition of high technologies, financed largely by the out-of-pocket spending of households. There is a network of public hospitals and clinics in both the urban and rural areas, but because they are dramatically underfunded, effective access to most medical services for much of the population is contingent on an individual’s ability to pay. In urban areas, a basic employee medical insurance scheme has been introduced that involves a combination of a medical savings account system, limited risk pooling, and health insurance. But coverage is only gradually being extended to the private sector, there is little coverage of urban migrant workers, the benefit coverage remains limited, and there is costly cross-subsidization of many elderly retirees. In the rural sector, government medical units provide care, but most of the costs must be borne directly by households. A new rural cooperative medical scheme is now being developed and aggressively expanded, but it is poorly funded and is likely to cover only an additional 20 percent of the rural population.
Box 2 Can Korea be used as a model?
In principle, Korea’s largely PAYG pension and social health insurance system with universal coverage might appear the most responsive to the challenges of an aged population. Korea has even introduced a scheme for long-term care as of 2008. Yet like many industrial countries, its pension promises, in terms of replacement rate at the current age of eligibility for retirement, are too generous. Some estimates suggest that Korea’s pension fund will be exhausted by 2041, forcing painful choices about higher contribution rates, lower benefits, or delayed retirement. Moreover, for many of Korea’s working population, their lack of participation in the National Pension System, combined with the absence of any additional minimum benefits scheme for the poor, means that many elderly will fall into destitution in the absence of any family support.
For medical care, Korea’s system does not overpromise the benefits generally available. The operative question is more whether it can respond to the intensified financial pressures that may arise as the population ages. A higher proportion of elderly will give rise to demands for more care (in part because of the higher costs of dealing with chronic conditions), as will the pressures of demand for available productive and sophisticated medical technologies. Yielding to these demands will strain the finances of Korea’s social health insurance system, increasing the burden on taxpayers and forcing higher contribution rates.
Looking ahead, the challenge remains as to how to ensure that the elderly in China will have adequate basic treatment and long-term care in the absence of the assets or income to afford the current requirements for large out-of-pocket payments. The growing gender gap may result in a shortage of caregivers for the very elderly.
Thus, overall, Asia’s report card on its preparedness for an aging population is decidedly mixed. Most countries have pursued, and are pursuing, policies supportive of rapid income growth that will enlarge the size of the income pie available to finance higher living standards at the time the populations become increasingly aged. Most have also pursued a policy of fiscal consolidation, reducing public debts and providing flexibility for governments to absorb some of the potentially higher burdens of public spending in connection with an aging population. This also provides fiscal space to deal with the inevitable uncertainties as to the pace of aging and its prospective fiscal consequences. With the exception of China and perhaps Korea, most face only a limited level of implicit debt associated with existing social insurance obligations.
It is in the sphere of social insurance and welfare schemes that much effort is still needed to lay down a policy framework that can accommodate the challenges of an aging population. Since most of the social insurance systems that have emerged in Asia have not been designed with the anticipation of a relatively aged population, there is a need not only to extend coverage, over time, to existing social insurance systems but, more important, to ensure that the expanded systems are affordable. This argues for an emphasis on reforming the key policy provisions of existing systems, with affordability as a key concern.
Pension reforms should include a gradual deferral in the age of eligibility for retirement benefits, lower replacement rates, actuarial neutrality in linking benefit levels to the length of the prospective retirement period, a move to payout methods that provide for income rather than lump-sum payments, and restrictions on the use of funds before retirement. Some minimal social safety net scheme is needed to address the potential problem of the indigent elderly.
In the medical sphere, the challenge will be to facilitate provision and access to a basic level of care for all elderly at reasonable co-payment rates while avoiding the potential cost pressures and significant inequalities that can arise in a medical care system that lacks the regulatory or budgetary capacity to impose a global budget ceiling.
The contrast between India and China as they consider policy alternatives is worth noting. India’s social insurance system is minimal, whether in its still-limited coverage of the population for pensions or in the dominance of a largely private medical care system. Because its population is aging more slowly, India has an enormous window of opportunity in terms of the amount of time available before the population becomes aged. China has far less time to develop a solution to its aging problem. Perhaps because of the collapse of its previous social insurance system, and the acute awareness of the rapidity of its aging process, it is in China that one sees most clearly the effort to grapple with these issues. And yet China also highlights how difficult this can be and the looming deficiencies that need to be addressed.
In closing, it is also worth remarking on two final strategic policy options for confronting an aging population. First, some industrial countries are seeking a more pronatalist policy framework in their labor market policies, facilitating earnings replacement for mothers after childbirth, and subsequent child care arrangements. Singapore, Malaysia, and Korea are notable among the Asian countries for introducing some incentives to promote marriage and a larger family size.
Second, industrial countries are now recognizing that the fiscal sustainability of social insurance systems will require a longer working life commensurate with increased longevity. With the exception of Singapore, there is little evidence in Asia of policies to create incentives for a longer participation in the labor force. (Singapore is seeking to provide incentives to employers to hire the elderly, including policies to reduce wages for workers above age 60.) Indeed, in China, the overwhelming priority to address unemployment pressures has led to pressures for workers to retire early (with the retirement at age 55 for women and 60 for men). Asian countries cannot be faulted too seriously for this neglect since Western industrial countries themselves are only slowly removing the disincentives for working longer. But Asian countries should now be moving early to ensure that social insurance systems, the labor market policy framework, and the health care delivery system support incentives for workers who choose to work longer and for enterprises to take advantage of the skills of elderly workers. Increasing female labor force participation or encouraging immigration are additional policies to be encouraged.
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Jeffrey G. Williamson
WORLD MIGRATION has been going on for centuries, and free mass migration—of those not coerced, like slaves and indentured servants—has been going on for the past two. The reasons people move are no big mystery: they do it today, as they did two centuries ago, to improve their lives. What has changed is who is migrating and where they come from.
Both the demand for long-distance moves from poor to rich countries and the ability of the potential migrants to finance those moves have soared over the past two centuries. As the gap in living standards between the third world and the first world widened in the 20th century, the incentive to move increased. At the same time, improved educational levels and living standards in poor parts of the world—and falling transport costs globally, thanks to new technologies—have made it increasingly possible for potential emigrants to finance the move.
Thus, over time, poorer and poorer potential migrants, those who live the farthest from high-wage labor markets, have escaped the poverty trap. This emigration fact implies an immigration corollary that has important political backlash implications: relative to native-born host country populations, world immigrants have declined in “quality” over time—at least as judged by the way host country markets value their labor.
Adding to the rising demand for emigration, the population pool of the most mobile young adults increased as poor countries started the long process of economic modernization. Every country passes through a demographic transition as modern development unfolds: improved nutrition and health conditions cause child mortality rates to fall, thereby raising the share of surviving children in the population. After a couple of decades, this glut of children becomes a glut of young adults, exactly those who are most responsive to emigration incentives.
These demographic events were important in pushing poor Europeans overseas in swelling numbers in the late 19th century and even more important in pushing poor third-world workers to the first world in the late 20th century. At the other end of this demographic transition are the rich industrial countries, where population aging contributes to a scarcity of working adults and thus to a first-world immigration pull that reinforces the third-world emigration push.
Thus, the dramatic rise in world mass migration after the 1960s should have come as no surprise to any observer who has paid attention to history. But to truly understand world mass migration—and what might lie ahead—it is not enough to look at only the past few decades. We must assess the present relative to a past that stretches back over two centuries.
The discovery of the Americas stimulated a steady stream of voluntary migration from Europe. High transport costs and big risks ensured that only the richest and most fearless made the move. Furthermore, distance mattered: the longer the move, the bigger the cost, and the greater the positive selection. These voluntary migrants, however, were dwarfed by those who came under contract and coercion. About 11.3 million journeyed to the New World before 1820, of whom 8.7 million were African slaves. Another large European emigrant group consisted of indentured servants and convicts, whose migration costs were financed by others. Thus, coercion and contracts were the chief means by which the labor-scarce New World recruited workers before the 19th century.
However, once started, the transition to free migration—which marks a decisive shift in the history of intercontinental migration—was spectacular: the share of free migrants in the total jumped from 20 percent in the 1820s to 80 percent by the 1840s. The combination of incentives, constraints, and policies that underlie the transition speak directly to the global migrations of today.
In the first three decades after 1846, the numbers of emigrants averaged about 300,000 a year; they more than doubled in the next two decades; and, after the turn of the century, they rose to over a million a year (see chart). Their countries of origin also changed dramatically. In the first half of the century, emigrants came predominantly from the richer parts of Europe—the British Isles, followed by Germany. By mid-century, they were joined by a rising tide of Scandinavian and other northwestern European emigrants and, in the 1880s, by southern and eastern Europeans.
The overwhelming majority of these emigrants headed for the Americas, the United States in particular. U.S. immigration from 1846 until the imposition of quotas in the 1920s follows closely the total European emigration pattern. After the mid-1880s, significant numbers of emigrants also went to South America, primarily Argentina and Brazil, and to Canada after the turn of the century. Another stream linked the United Kingdom to Australia, New Zealand, and South Africa. Still, between 1906 and 1910, the United States absorbed 64 percent of all emigration to the Americas (the main competitor being Argentina, which took in 17 percent).
On the go
The number of European emigrants rose from 300,000 a year in 1846 to over a million a year by the end of the century, before plummeting with the U.S. imposition of quotas.
(five-year average; thousands)
Source: I. Ferenczi and W.F. Willcox, 1929, International Migrations, Vol. 1 (New York: National Bureau of Economic Research).
Important migrations also took place within Europe. Spurred by the first industrial revolution, the Irish migration into Britain yielded an Irish-born share of almost 9 percent in British cities by 1851. In the 1890s, more than half of all Italian emigrants went to European destinations, chiefly to France and Germany. A third example is offered by the movement from eastern Europe to Germany, and from east Germany to west, patterns repeated even today. As the cost of migration from rural Europe to the gateway cities of the U.S. east coast fell, return migration soared. The U.S. authorities estimated that, between 1890 and 1914, return migration amounted to 30 percent of the gross inflow.
How large were these mass migrations for the sending and receiving countries? Rates exceeding 50 per 1,000 each decade were common for Britain, Ireland, and Norway throughout the late 19th century, and for Italy, Portugal, and Spain by the end of the century. The lower rates achieved by other countries are still high by modern standards. New World immigration rates were even larger than the European emigration rates, an inevitable arithmetic consequence of the fact that the sending populations were bigger than the receiving populations. In every New World country except Brazil, immigration rates far exceeded 50 per 1,000 in the decade of the 1900s.
Migration rates of this size imply significant economic effects on sending and receiving labor markets. This is especially so when we recognize that migrations tended to self-select those who had most to gain from the move, namely young adult males. Thus, the migrants had far higher labor participation rates than did either the populations they left or the ones they joined. It follows that the labor migration rates were even higher than the already-high population migration rates.
What was the resulting foreign-born share of Europe’s and the New World’s population in the late 19th century? Just before World War I, the highest foreign-born shares were for Argentina and New Zealand, about 30 percent, while the share was 14.7 percent for the biggest immigrant economy, the United States (see Table 1). These proportions are considerably higher than today, with migrant stocks now much more evenly spread around the greater Atlantic economy (Europe, the Americas, Australia, New Zealand, and South Africa). And Western Europe and Latin America are changing roles.
Table 1 Mixing bowl
Western Europe’s desirability as an immigrant destination is rising while Latin America’s draw is declining.
(share of foreign-born population in percent)
Source: Williamson and Hatton, 2005.
1 Number of foreign nationals in 1900.
Most of the 60 million Europeans who emigrated to the New World in the century after 1820 did so to escape poverty, and they did it without government assistance or guest worker status. Famine and revolution may have helped push the first great mass migration in the 1840s, but it was the underlying economic and demographic fundamentals that made each subsequent surge bigger than the previous one. If our only purpose were to explain why so many Europeans emigrated in the first global century, this essay would be very short indeed: after all, living standards were a lot higher in labor-scarce host countries.
But why did emigrating countries typically trace out a life cycle pattern? That is, emigration rates typically rose steeply from low levels as economic development took place in poor sending countries, after which the rise began to slow, and emigration rates peaked and subsequently fell off. This stylized fact—an emigration life cycle—has been documented in the first global century again and again. What accounts for it?
“Country emigration histories typically pass through two regimes—the first constrained by the supply of emigrants, and the second constrained by the demand for emigrants.”
In preindustrial episodes, low emigration rates and low home wages coexisted: those who had the most to gain from migrating were trapped in poverty. Thus, enormous wage gaps between industrializing, resource-rich, high-wage countries and agrarian, resource-poor, low-wage countries were quite consistent with low emigration rates. As industrialization took place in the poor sending countries, real wages rose and the supply constraints on emigration were gradually released: more and more potential emigrants could finance the move. As this trend continued, the backlog of potential migrants was slowly exhausted.
The demographic transition also played a role. The fall in infant mortality rates tended, after a 15- or 20-year lag, to create a fatter cohort of mobile young adults, thus contributing even more to the emigration boom. In addition, remittances from previous emigrants helped finance the move of family members left behind. When the demographic transition reached a crescendo, when remittances leveled off, and when industrialization at home had raised wages and unlocked the migration poverty trap, further increases in the real wage at home caused the emigration rate to decline from the peak.
The first global century thus shows us that country emigration histories typically pass through two regimes—the first constrained by the supply of emigrants, and the second constrained by the demand for emigrants. The first regime was consistent with rising emigration and rising home wages. But, at some point, home wages were high enough that financial constraints became less binding: further increases in the home wage relative to the foreign wage then reduced the incentive to emigrate, the emigration rate fell, and the demand-constrained regime prevailed.
The emigrant life cycle implies that the source and quality of immigrants change over time. The spread of the transport and industrial revolutions, which reduced the cost of long-distance moves and the ratio of migration cost to annual income at home, extended the reach of global migration. More potential emigrants from the hinterland of western Europe and from distant parts of eastern and southern Europe could make the move. Thus, migrant origins shifted toward the countries that came late to modern economic growth. In addition, as each of these countries went through its own emigration life cycle, the share coming from the poor countries soared.
The powerful positive self-selection that had characterized the global migrations early in the century disappeared, and negative selection began to emerge. This dramatic shift obeyed economic and demographic laws of motion and implied a decline in the quality of immigrants—that is, the value of their skills in host country labor markets—and an even bigger decline in the quality of immigrants relative to the native born, who were accumulating human capital at a fast pace. There has never been any unambiguous evidence to suggest that immigrants face discrimination in U.S. labor markets, but they earned less than the native born before 1913 and, again, since 1970 have earned less. Why? On average, immigrants have less formal schooling and on-the-job training and poorer English-language skills and knowledge about jobs than do the host country native born. The number of immigrants increased markedly in the decades up to 1913 and has increased even more markedly since 1950.
This deterioration in relative and sometimes absolute immigrant quality had a great deal to do with rising negative attitudes toward immigration in the United States. Rising immigration also helped reinforce anti-immigrant feelings, with the native born feeling crowded out by the newcomers, and anti-immigrant sentiment intensified in the 1890s. Responding to constituent complaints, the House of Representatives proposed the Literacy Act to filter out immigrants from poor source countries; the Literacy Act finally became law in 1917. After the Great War ended, it was an easy matter for Congress to add the more restrictive Quota Acts of 1921, 1924, and 1927, as well as the ban on Asians. Other high-wage immigrant countries followed the U.S. lead, and the first global migration century came to an end.
Annual immigration to North America and Oceania rose gradually after World War II until the mid-1970s before surging to a million a year in the 1990s. The absolute numbers were, by then, similar to those of a century earlier but were smaller relative to the population and labor force that had to absorb them. Thus, the annual U.S. immigration rate fell from 11.6 per 1,000 in the 1900s to 0.4 per 1,000 in the 1940s, before rising again to 4 immigrants per 1,000 in the 1990s. The proportion of the foreign-born U.S. population fell from a 1910 peak of 15 percent to an all-century low of 4.7 percent in 1970. The postwar immigration boom increased the foreign-born share to more than 8 percent in 1990 and more than 10 percent in 2000. After a half-century retreat, the United States has reclaimed the title “a nation of immigrants.”
What happened to the United States after World War II also happened worldwide. The foreign-born share increased by about a third in Oceania between 1965 and 2000 (from 14.4 to 19.1 percent), more than doubled in North America (from 6 to 13 percent), and more than tripled in Europe (from 2.2 to 7.7 percent). Of course, the addition of undocumented immigrants would raise these foreign-born shares and would probably even raise their measured increase over time.
What is amazing about this modern boom in world mass migration is that it has taken place in such a hostile policy environment. Before World War I, most mass migrations took place without visas, quotas, asylum status, smuggled illegals, or security barriers. Since World War II, all mass migrations have taken place under those circumstances. Imagine how much bigger world mass migration would be today were we still living in the age of unrestricted migration that characterized the first global century before 1913. Twice as big? Three times? Five times?
While world migration has surged, the labor market quality of these immigrants has declined. For example, U.S. immigrant males earned 4.1 percent more than native-born males in 1960 but 16.3 percent less in 1990. Immigrants always suffer an earnings disadvantage before they assimilate, but their initial wage (relative to that of the native born) deteriorated by 24 percentage points between 1960 and 1990. Although the average educational attainment of immigrants improved, it did not increase as rapidly as that of the native born. The percentage of newly arrived immigrants with only a high school education or even less schooling was 5.6 percentage points higher than the better-educated native born in 1970, but 20.4 percentage points higher in 1990, an almost fourfold increase.
Most of this decline in immigrant quality was due to changes in the source country composition (Table 2), and it reflects four massive shifts in world migration patterns over the half century since World War II. The first shift involved the decline of European emigrants, part of which can be explained by the resurgence of migration within Europe (including Turkey): foreign European nationals increased from 1.3 percent of the western European population in 1950 to 10.3 percent in 2000. The rise would be even higher if it included the foreign born who had become naturalized.
Table 2 Where U.S. immigrants came from
Almost half of U.S. immigrants now come from Latin America, up sharply from about one-fifth in the 1950s.
(percent of total)
Source: U.S. Citizenship and Immigration Services, 2003.
Notes: National origin based on country of last residence. Totals include 2.7 million former illegal aliens receiving permanent resident status under the U.S. Immigration Reform and Control Act, 1986. Of these, 1.3 million fall in the decade 1981-90 and 1.4 million in the decade 1991-2000.
More recently, western and southern Europe have become destinations for immigrants from Asia, the Middle East, and Africa. And, since the collapse of the Soviet Union in the 1990s, western Europe has also absorbed immigrants from the east, including from the former Soviet republics. As a result, annual net immigration into the European Union has soared since the 1980s: it now surpasses that of the United States and would exceed it by even more if illegal immigrants were included.
The second shift involved emigration from eastern Europe. This traditional east-west European flow has a long history but was stopped cold by postwar emigration policy in the centrally planned economies. Things changed dramatically in the 1980s when Poland and Romania opened up and even more dramatically when the Berlin Wall fell in 1989. Emigration from these transition economies increased fivefold between 1985 and 1989 and exceeded a million a year until 1993, when it eased a bit. In any case, Europe seems to have reestablished its old east-west migration tradition.
The third shift involved the transformation of Latin America from a major emigrant destination to a major immigrant source. The first global century leads us to expect that poor, low-wage, agrarian countries should send out more emigrants as they industrialize, but at some point they should start to retain their own and receive immigrants as they continue to industrialize and wages rise. Latin America is an exception to the rule: in 1960, it hosted 1.8 million (net) immigrants; in 1980, it sent abroad 1.8 million (net) of its own. The explanation for this unique regime switch appears to be Latin America’s much richer and faster-growing northern neighbor.
The fourth and biggest postwar shift—which repeats the migration life-cycle experience of the first global century—involved Asian, African, and Middle Eastern immigrants, whose numbers rose from a trickle to a flood. Early industrializations and demographic transitions unlock the migration poverty trap and unleash a surge of emigration. Thus, the East Asian “miracle” first fostered an emigration surge, which then slowed, peaked, and subsequently declined as modern development ensued. The Middle Eastern life cycle has been delayed, as has the region’s development. In Africa, where per capita income growth over the past half century has been so disappointing, the life cycle has been delayed even more.
“Population aging in the postindustrial part of the world may increase the demand for immigrant labor, but a growth slowdown in host countries is likely to offset it.”
In the first global century, demographic booms and early industrial revolutions generated an emigration surge from poor countries, and demographic busts and mature industrial revolutions generated a fall in emigration from now-richer countries. Falling transport costs and the effect of remittances amplified these forces, which slowly reduced positive selection: the really poor could finance the move only late in the first global century, as their incomes at home rose and as the cost of passage fell. Exactly the same forces have also been at work in the modern era although they have been strengthened by policies. In the United States, policies included the 1965 abolition of the country-of-origin quotas (and Asian bans), the shift to a worldwide quota, and the emphasis on family reunification as a key criterion for admission. Australia, Canada, and other industrial countries also leveled the source country playing field, but the effects on immigrant composition were not quite as dramatic as in the United States.
Do the two global centuries of migration—before 1913 and since 1950—offer any insights into the future of global migration? It seems to me that they do.
While the poorest have never been part of any mass migration, it is clear that the European emigration of the 19th century diminished poverty there. Indeed, the living standards of host and sending countries converged during those decades, and the mass migrations did most of the convergence work. That is, world mass migration was much more important in contributing to convergence than were booming world trade and booming world capital markets in the first global century. If the same cannot be said of modern Asia, Africa, the Middle East, and Latin America, it is not because the impact of world capital markets and world trade are any more powerful, but rather because the emigrations are so much smaller relative to the huge populations that send their citizens to high-wage host countries. That is, compared with host countries, third-world sending countries have vastly bigger populations than did sending European countries before 1913. Thus, the same host country immigration rates today imply much smaller sending country emigration rates than they did a century ago.
In the first global century, emigration raised living standards in poor sending countries a lot. In the second global century, emigration could raise living standards in poor sending countries, but typically it does not. Why? First, successful development in poor countries today depends far more on rapid productivity growth and catch-up at home; second, today’s rich countries no longer have open borders.
If more can be gained from world mass migration today than in the first global century, why are so many potential migrants kept out of industrial countries? In large part, the answer has to do with economic adjustment in the host countries and who is doing the adjusting. Thus, it has to do with the economic damage done to low-skilled native-born workers and their political clout. These factors played a central role when the United States, Australia, Argentina, and other overseas high-wage countries retreated from unrestricted immigration before World War I. They play the same role today. Modern immigration restriction also has to do with immigrants’ net fiscal impact, who pays for it, and the political clout of those taxed. This issue did not arise during the immigration debates of the first global century because the welfare state did not yet exist.
Still, migrant demand for entrance into high-wage economies will not grow unabated. Indeed, it is unlikely to grow as fast over the next quarter century as it did in the previous quarter century. As the underlying transitional forces that have driven the surge in third-world emigration—their demographic and industrial revolutions—die out, so will the pressure to emigrate. That stage has already been reached in most of East Asia and much of Southeast Asia, regions that have completed their growth miracles. And spectacular growth in China and India ensures that it will soon be reached in Asia’s two most populous countries. I believe that this stage will soon be reached even in slower-growing Latin America and the Middle East. Africa has yet to release a mass emigration on world markets and remains a wild card. Population aging in the postindustrial part of the world may increase the demand for immigrant labor, but a growth slowdown in host countries is likely to offset it.
My guess is that the next major shift in global migration will be a pronounced relative rise in migration within the third world (south-south migration) and a pronounced relative fall in migration between the third world and the west (south-north migration).
Jeffrey G. Williamson is Laird Bell Professor of Economics at Harvard University. This article draws heavily from his 2005 book with Timothy J. Hatton, Global Migration and the World Economy: Two Centuries of Policy and Performance (Cambridge, Massachusetts: MIT Press).
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THE POPULATION of the 25-member European Union (EU) in coming decades is set to become slightly smaller—but much older—posing significant risks to potential economic growth and putting substantial upward pressure on public spending. The region’s old-age dependency ratio (the number of people 65 and over relative to those between 15 and 64) is projected to double to 54 percent by 2050, meaning that the EU will move from having four persons of working age for every elderly citizen to only two. In addition, upward pressure on spending has fueled concerns that unsustainable public finances could jeopardize the smooth functioning of the single currency, the euro.
Population aging in Europe is occurring because of the interaction of four demographic developments. First, fertility rates in all EU countries are, and are projected to remain, below the natural population replacement rate. Second, the recent decline in fertility rates followed the postwar baby boom, and the impending retirement of these cohorts will lead to a transitory increase (albeit lasting several decades) in the old-age dependency ratio. Third, life expectancy at birth, having increased by eight years since 1960, is projected to rise by a further six years for males and five years for females by 2050, with most gains resulting from longer life spans. Fourth, large net migration inflows are projected up to 2050: although cumulating to close to 40 million people, they will not offset low fertility and growing life expectancy.
Indeed, according to official projections, between 2004 and 2050, the number of young persons in the EU (aged 0–14) will drop by 18 percent (see table). The working-age population (15–64) will fall by 48 million, or 16 percent, whereas the elderly population aged 65+ will rise sharply, by 58 million (or 77 percent), and the fastest-growing segment of the population will be the very old (aged 80+).
Governments have not been idle in the face of the aging challenge. At the European level, the European Commission has worked with national authorities in the Economic Policy Committee (EPC) to develop more comparable long-term projections to assess how population aging will affect EU labor markets, economic growth potential, and public finances. Published in early 2006, the projections—which assume no change in current policies and follow up on an assessment published in 2001—point to the need for substantial policy reform and adjustment.
Although most of the debate on aging concerns the budgetary cost, the most immediate impact will be felt in the labor market. EU projections, however, point to a mixed picture, with improvements in employment delaying somewhat the on set of the economic repercussions of aging.
For the EU as a whole, the employment rate is projected to rise from 63 percent of the potential labor force in 2004 to 67 percent by 2010 and to 70 percent by 2020 (see Chart 1). This improved performance results mainly from higher female employment rates, which are projected to rise from just over 55 percent in 2004 to almost 65 percent by 2025 and is explained by the gradual replacement of older women by younger women who have higher educational attainment and a stronger attachment to the labor market. In addition, the employment rate of older workers (ages 55 to 64) is projected to increase substantially, reversing the trend toward earlier retirement and reflecting the positive effects of recent pension reforms.
Chart 1 Expanding workforce
More women and older people will help boost employment rates temporarily before the working-age population contracts.
(projected chang es in the EU emplo yment rate; percent)
Source: EPC and European Commission (2005).
1Set at 2000 EU summit in Lisbon.
Rising employment rates, however, can provide only a temporary cushion; the weight of demographic change eventually prevails. Three distinct periods can be observed (see Chart 2). Until 2011, the size of the EU’s working-age population and overall employment levels will continue to rise: this can be viewed as the tail end of the demographic dividend of the baby-boom generation where the bulge in the size of the working-age population is conducive to growth. Between 2012 and 2017, rising employment rates will offset the projected decline in the size of the working-age population brought about by the baby-boom generation entering retirement. After 2018, the trend toward higher female employment rates will have come to an end, and, in the absence of further pension reform, the employment rate of older workers is projected to reach a steady state. Having increased by some 20 million between 2004 and 2017, employment during this last period is projected to contract by almost 30 million, giving a reduction of 9 million over the entire 2004–50 time horizon. Taken as a whole, the labor force projection indicates that Europe has a fast-closing “window of opportunity,” when conditions will be relatively favorable to enacting structural reforms.
Chart 2 Breathing space
Countries have a window of opportunity for enacting reforms.
(millions)
Source: EPC and European Commission (2005).
For the EU as a whole, the annual average potential GDP growth rate is projected to decline from 2.4 percent during 2004–10 to only 1.2 percent between 2031 and 2050. For the 10 newly acceded members (EU10), the fall is much steeper, in part because of their less favorable demographic prospects. The sources of growth will alter dramatically. Employment will make a positive contribution to growth in both the core EU15 and the EU10 up to 2010, but becomes neutral during 2011–30 and turns significantly negative thereafter. Over time, labor productivity will become the dominant—in some countries, the only—source of growth (see Chart 3).
Chart 3 Seeking an antidote
With the labor force shrinking, improved productivity may be the only way to raise GDP growth.
(projected labor productivity growth and employment growth; percent)
Source: EPC and European Commission (2005).
Underlying projections
The EU’s old-age dependency ratio is projected to double to 54 percent by 2050, even as the per capita growth rate slides.
Source: EPC and European Commission (2005).
Note: EU25 = the full EU membership; EU12 = the 12 members of the euro zone.
1 TFP = total factor productivity.
Coupled with the decline in the potential rate of GDP growth, the aging of the EU population is projected, on the basis of current policies, to lead to increases in public spending in most member states by 2050, although there are wide differences across countries (see Chart 4). For the EU as a whole, age-related spending in the baseline scenario is projected to increase by between 3 and 4 percentage points of GDP between 2004 and 2050, which would be equivalent to a 10 percent increase in the size of the government sector.
Chart 4 Costing more
Public spending is projected to rise sharply in most EU member states to pay for pensions and increasing health costs.
(projected change in public spending on total age-related expenditures between 2004 and 2050; percent of GDP)
Source: EPC and European Commission (2005).
Note: PL=Poland, EE=Estonia, LV=Latvia, AT=Austria, MT=Malta, LT=Lithuania, IT=Italy, SE=Sweden, DE=Germany, SK=Slovakia, FR=France, UK=United Kingdom, DK=Denmark, NL=Netherlands, FI=Finland, BE=Belgium, HU=Hungary, CZ=Czech Republic, IE=Ireland, LU=Luxenbourg, ES=Spain, SI=Slovenia, PT=Portugal, and CY=Cyprus.
The bulk of the projected increase in public spending would go toward pensions, health care, and long-term care (see Chart 5). The potential savings on unemployment transfers and education are relatively small: it is arguable that in practice they may not materialize on education given pressures on governments to increase the quality of education and to develop life-long learning and training strategies to sustain productivity throughout longer working lives.
Chart 5 Difficult choices
Savings on unemployment and education will not offset the steep projected rise in the cost of pensions and health care.
(projected changes in age-related public expenditures; percent of GDP)
Source: EPC and European Commission (2006).
The projected change in public spending on pensions between 2004 and 2050 ranges from a decrease of 5.9 percentage points of GDP in Poland to an increase of 12.9 percentage points of GDP in Cyprus. Interestingly, very small increases in spending on pensions are projected in Sweden and (in the longer run) Italy because their schemes offer a notional rate of return tied to the growth in overall wage contributions, with individual benefits based on effective working-life contributions. Relatively moderate increases (between 1.5 and 3.5 percentage points of GDP) are projected in many other EU countries. Larger (more than 5 percentage points) increases are projected for Belgium, Cyprus, the Czech Republic, Hungary, Ireland, Luxembourg, Portugal, Slovenia, and Spain. The projected decreases in Estonia, Latvia, and Poland, as well as small projected increases in Lithuania and Slovakia, stem partly from pension reforms enacted during the past 10 years involving a partial switch from the public old-age pension scheme to privately funded schemes.
Regarding health care, the effect of an aging population alone would increase public spending by some 2 percentage points of GDP by 2050. But non-demographic factors also drive spending. For example, if healthy life expectancy evolves broadly in line with change in age-specific life expectancy, then the projected increase in spending on health care resulting from aging would be approximately halved. On the other hand, neither the effects of technology nor the prospects of demand for better-quality health care services have been modeled, and the projections may be significantly underestimating future pressures on spending coming from these sources.
Public spending on long-term care is even more sensitive to population aging than that on health care as disability rates rise very sharply with age, especially among those aged 80+. The EU rate is projected to rise by just under 1 percentage point of GDP by 2050 because of the aging of the population alone, but the increase varies across countries by between 0.1 percentage point of GDP in Poland and 2.4 percentage points in Sweden. This reflects hugely different approaches to the provision and financing of formal care. Countries with very small projected increases in public spending currently have limited formal care systems within the public sector. With an aging population, a widening gap may emerge between the number of elderly citizens with disabilities who need care and the supply of formal care services. This pressure for more formal care linked to aging may be further exacerbated by the reduced availability of informal care at home as more women participate in the labor market.
So what are the main implications of these economic and budgetary projections? We would like to draw six main conclusions on how the policies of EU member states need to be adapted and also on how future common projections at the EU level could be improved.
First, the projections support the current thrust of the EU’s economic policy strategy, as defined in the Lisbon agenda (laid out by the European Council in Lisbon in 2000). The strategy focuses on policies to raise labor utilization with an emphasis on older workers and extending working lives, as well as on measures to increase labor productivity. However, the projections also underline the dangers of the gap between commitments to undertake reform and concrete actions. Moreover, the window of opportunity during which employment and demographic trends are set to remain broadly favorable to reform is fast closing.
Second, pension reforms appear to be working. This conclusion is based on the recent upsurge in the employment rates of older workers in many European countries, plus a comparison of the recent pension projections with those made in 2001, which point to much lower projected increases in spending on pensions in countries that have instituted reforms, for example, Austria, France, and Germany. While some reforms may not be sufficient to cope with the economic and budgetary consequences of aging populations, real progress has been made in recent years. But there is an ever-present danger of backsliding as governments face constant pressure to enact special, more favorable pension or early retirement schemes for special interest groups.
Third, pension systems should be designed to be sustainable in the face of uncertain economic and demographic developments. Recent measures in countries such as France, Germany, Italy, and Sweden to link pension entitlement to future changes in life expectancy are an interesting step in this direction and can help prevent the need for frequent reforms to pension systems. Carone and others (2005) illustrate the dynamic nature of the challenge posed by continuous increases in life expectancy: although the EPC and European Commission (2006) project the average exit age from the labor market to increase by one year by 2050, life expectancy at retirement will increase by three years. Hence, even on the basis of reformed pension systems, additional reform to raise the average exit age by a further two years would be needed to stabilize the share of adult life (15+) spent in retirement at its 2004 level.
Fourth, aging may pose even more complex policy challenges in the area of health care and long-term care than pensions, especially when the effects of non-demographic drivers of spending, such as investment in medical research and in modern technologies, and the increasing demand for most advanced treatment are also considered. The control of public spending through aggregate cost-containment measures (controls on volume, prices, and wages, as well as budgetary caps) is likely to remain a key element of member states’ comprehensive health care strategies: however, their effectiveness may diminish over time. Voters are growing older, making this older age group a constituency for higher spending that is difficult to resist. Suppliers may alter their behavior, and they risk introducing distortions that could lead to costly inefficiencies. Measures to improve cost efficiency, create incentive structures that encourage rational resource use, and achieve an effective management of technological advancement will be of critical importance.
Fifth, and of a more methodological nature, uncertainty in demographic and budgetary projections should be addressed more systematically. Like other organizations that make long-run forecasts, the EPC and the European Commission deal with uncertainty via deterministic sensitivity tests. But these provide no indication of the probability of future outcomes or confidence intervals based on past forecast errors. Despite the lack of consensus among demographers and economists on how best to deal with uncertainty (for example, through the use of stochastic projections), the issue warrants attention in future common projection exercises.
Finally, even though full data comparability has not been achieved, long-run cross-country projections can provide a valuable tool to facilitate the conduct of difficult policy debates. Nonetheless, efforts should be made in future projection exercises to improve comparability and transparency. Regarding comparability, particular attention could be paid to improving the underlying data on migration flows and on health and long-term care spending. For transparency, more information could be made available on the different models used by national authorities to project pension spending.
* * * * *
In sum, the aging of populations will have large repercussions for EU labor markets, economic growth, and public finances. Aging, however, is not a tsunami that will overwhelm public finances when the baby-boom generation starts to retire. It is a slow-moving, largely predictable process that is therefore manageable, provided policymakers act in an efficient and timely manner.
The authors are Economists working in the European Commission’s Directorate General for Economic and Financial Affairs. Servaas Deroose, Nuria Diez Guardia, Gilles Mourre, Bartosz Przywara, and Aino Salomäki contributed to this article.
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Anthony Annett
ACLOUD hangs over continental Europe’s future. Its economic and social models, reflecting a penchant for egalitarianism and social solidarity, are increasingly under pressure. Notwithstanding progress on reform, unemployment remains persistently high, and per capita income has been stuck at about three-fourths of the U.S. level since the mid-1970s. More recently, productivity also suffered a protracted slowdown, as countries found it difficult to adapt to ongoing technological change and globalization. The upshot is sluggish growth, with limited prospects for improvement in light of the impending onset of population aging. In the unfolding debate, many point the finger at Europe’s welfare states, arguing that high levels of taxes and transfers hurt employment, while underlying rigidities hinder an effective reallocation of resources. Nobody denies that some kind of reform is necessary, but there is no consensus on what to do.
So how should these countries approach reform? And to become more efficient and prosperous, will they need to abandon their comfortable social models? In an effort to answer these questions, the IMF analyzed the reform strategies pursued by four countries—Denmark, Ireland, the Netherlands, and the United Kingdom (U.K.)—that have succeeded in reducing unemployment and stimulating output growth over the past two decades despite their widely differing economic conditions. Although they had diverse starting points and in many regards followed different paths, what binds these countries together is that they all adopted winning combinations of fiscal adjustment and labor and product market reform.
By the start of the 1980s, these countries faced severe macroeconomic crises in the face of persistent policy errors and a global downturn. Symptoms included declines in real GDP, rapid inflation, rising unemployment (reaching more than 16 percent in Ireland), dwindling international competitiveness, and mushrooming social expenditures. Wages spiraled out of control in some countries, with the wage share of GDP in the Netherlands hitting 95 percent, and belligerent unions in the U.K. winning large wage increases despite slow growth in labor productivity. Not surprisingly, public finances also deteriorated, with large fiscal deficits emerging in Denmark (8½ percent of GDP), Ireland (13 percent), and the Netherlands (6 percent). Policymakers responded by using combinations of labor market, product market, and fiscal reforms that complemented and reinforced each other, and all but Denmark set the stage for long-term cutbacks in the government’s economic role (see table).
Labor market reform. The cornerstone of the reforms was a desire to moderate wage rates and expand employment. Based on a model in which unions and employers bargain over wages, wage moderation can be interpreted as a structural change in unions’ approach to wage bargaining. Several factors can cause such a change: shifts in the attitudes of unions and workers, with a greater emphasis on the numbers of jobs than on the size of pay packets; lower labor taxation, allowing workers to accept lower gross wages for the same net wage; a reform of unemployment benefits; or a reduction in government employment or government wages, given that government employment is an alternative to private sector employment.
In the Netherlands and Ireland, wage moderation was abetted by coordinated agreements between governments, employers, and labor unions. The U.K. program focused on progressively reducing the power of the unions throughout the 1980s, and Denmark also adopted a confrontational approach to unions. Some have argued that a cooperative approach would not have succeeded in the U.K. because its union structure was too decentralized. But the same could have been said about Ireland. Perhaps the large size of the U.K., including a high degree of ideological polarization, played a greater role in hindering the emergence of a consensus-based approach.
To boost labor supply, the case study countries also undertook a variety of institutional reforms. Despite vastly different starting points and preferences, they reduced taxes on labor to some extent, bucking the trend in Europe at the time. In Ireland and the Netherlands, this step was a core component of the coordinated agreements and was intended to compensate for wage moderation. To varying degrees, these countries also engaged in welfare reform, cutting the level or duration of benefits and imposing stronger eligibility requirements (especially Denmark, the Netherlands, and the United Kingdom). Some expanded the use of active labor market policies—such as employment subsidies, labor market training, and measures to promote jobs for disabled workers and youth—and some reduced employment protection. But especially by European standards, these countries (particularly Ireland and the United Kingdom) tended to have relatively unrestricted labor markets with little recourse to employment protection legislation.
Product market reform. Another key area of reform, favored by all four countries, was enacting less stringent product market regulation than the average among European Union (EU) countries—a step that has been shown to spur liberalization in the labor market by freeing up competition and easing the entry of new firms into the market. According to OECD indices, these countries are all among the most deregulated in Europe despite diverging preferences pertaining to the role of government in other areas.
Fiscal policy reform. In tandem with the shifts in labor supply, the four countries undertook extensive fiscal adjustments. The fiscal turnaround in Denmark, Ireland, and the Netherlands, in particular, is impressive (see Chart 1). The most successful episodes of fiscal adjustment tended to be expenditure-based. In Ireland, whose stabilization program included a freeze on the public sector wage bill, public employment fell by more than 10 percent in two years. The Netherlands held down the government wage bill by containing both salaries and employment, cutting social benefits, and freezing the nominal minimum wage. The mid-1990s adjustments in Denmark and the U.K. were also expenditure-based, with government transfers dwindling in both countries and government wages declining in the latter. Taking a longer-term perspective, three of the countries (Ireland, the Netherlands, and the U.K.) reduced their expenditure and revenue ratios substantially over two decades—this went against the grain in the EU at this time. Denmark’s initial expenditure consolidation was reversed until a second adjustment phase took off in the mid-1990s.
Chart 1 Getting finances under control
The size of government declined while public outlays were reined in (except in Denmark).
Source: Organization for Economic Cooperation and Development.
Note: Average 10 is the average of the remaining EU countries (excluding Luxembourg and the new member states).
A mix of reforms
Tighter fiscal stances went hand in hand with measures to boost the labor supply.
Source: Author’s estimates.
Note: xx=significant reform; x=moderate reform; 0=no reforms but low legislation to start with.
Another lesson is the difficulty of basing fiscal consolidation on labor tax increases. Although Denmark cut spending substantially during its first adjustment episode in the early 1980s, its equal reliance on labor tax increases eventually led to wage pressures in 1987 and an end to the accompanying growth boom. Similarly, in Ireland, an early 1980s consolidation episode based prominently on labor taxes was not successful. But reducing expenditures (especially transfers and government wages) and labor taxes simultaneously actually reinforced the wage moderation strategy that underpinned the outward shift in labor supply.
In all cases, growth accelerated in the wake of the reforms. The countries also enjoyed employment booms, especially Ireland and the Netherlands, which benefited from catch-up in participation rates (see Chart 2). Because they began with higher participation rates, employment growth in Denmark and the U.K. was less sharp. But all four countries scored solid successes in increasing their employment—labor force ratios over a two-decade horizon and, as a result, now have four of the five lowest unemployment rates in the EU15.
Chart 2 Creating jobs
The reforms produced rapid growth in employment.
(total employment; 1980=100)
Source: Organization for Economic Cooperation and Development.
Note: Average 10 is the average of the remaining EU countries (excluding Luxembourg and the new member states).
Why did reform occur in some countries and not others? And why did they continue reforming over long periods of time? Certainly, these countries had their backs to the wall, as real GDP contracted for two consecutive years in Denmark, the Netherlands, and the U.K., and debt dynamics were clearly out of control in Ireland. But, although the reforms were initially in response to crises, their continuation depended on favorable macroeconomic circumstances and the muting of potential opposition. The initial successes heralded strong growth and provided the political space for the reforms to continue. Policymakers overcame the well-known obstacles to reform by staying committed to a consistent and mutually reinforcing set of policies on both labor supply and fiscal management. Success also depended on allowing different groups to buy into the reform process, as evidenced by the trade-off between slow wage growth and tax cuts in Ireland and the Netherlands, and the Danish policy of guaranteeing high unemployment benefits in the face of tougher requirements and a flexible labor market. As a result, all types of government—single-party, coalition, majority, and minority—were able to start and sustain the reform engine.
In all cases, the reforms were launched by a new government in a decisive break with the past. But the governments tended to win reelection following the reforms. In Denmark, the government was forced to call elections following a budgetary defeat in 1984, when the opposition parties refused to back cuts in benefits. But after an election victory, it continued the adjustment program. The Irish, Dutch, and U.K. governments also secured reelection. Interestingly, once a reform program succeeded, it tended to be emulated by future governments, even those of a different ideological hue.
What happened on the social front as a result of the reforms? Countries like Denmark and the Netherlands have consistently outperformed when it comes to indicators like inequality and poverty (see Chart 3). Gini coefficients, which measure the degree of inequality in terms of household disposable income, show Denmark as the most equal country in Europe, with the Netherlands not far behind. Although the U.K. and Ireland are located at the other end of the scale, they still score better than Southern EU countries. Poverty rates display a broadly similar pattern.
Chart 3 A social trade-off
Successful reformers show that social cohesion need not be sacrificed.
Source: Organization for Economic Cooperation and Development.
Note: Average 10 is the average of the remaining EU countries (excluding Luxembourg and the new member states).
1The Gini index is a measure of inequality, with 0 representing perfect equality and 100 representing complete inequality.
2Measured as the proportion of individuals with equivalized disposable income less than 50 percent of the median income of the entire population.
While the outcome is mixed, the reform experience shows that social cohesion need not necessarily be sacrificed. Denmark and the Netherlands remained in favorable positions after their reforms. While inequality nudged up in the U.K. over the period in question, it declined a little in Ireland. And although poverty rates increased in three of the four countries (except Denmark), the relative positions were again broadly unchanged.
But social problems persist in all of these countries, even the most equitable ones. Poverty rates remain elevated in Ireland and the U.K. And, despite the success of reforms, labor inactivity is still pervasive in some countries—the cost of disability leave is about 4 percent of GDP in both the Netherlands and Denmark. Denmark has also had a hard time integrating immigrants, whose jobless rates are much higher than those of native-born Danes. The U.K. has particular problems with the coexistence of unemployment and poverty among jobless households: 17 percent of households had no adult working by the late 1990s.
There is no single recipe for success. Responding to different circumstances and challenges, countries adopted different reform programs. Nonetheless, a number of common threads weave through the experiences of the successful reformers: they undertook both expenditure-based fiscal adjustment alongside policies to boost labor supply, and they favored relatively deregulated product and labor markets. Looking at a broader sample of reformers, using event studies and econometric analysis, points in the same direction—wage moderation is associated with reductions in expenditure (especially transfers and government wages) and lower labor taxation, and is more successful at creating jobs when product and labor markets are flexible.
How can present-day policymakers emulate the success of these early reformers? A starting point would be to follow a set of basic guidelines:
Make policies internally consistent. The countries that did best adopted a mix of labor market, fiscal, and product market reforms that complemented and reinforced each other. Cutting government spending and reducing labor taxes increased the labor supply and supported prudent wage setting. Relatively free product and labor markets allowed labor supply reforms to translate into more jobs rather than higher rents. In turn, job growth generated further revenue, which paved the way for further tax cuts and continued wage moderation—a virtuous cycle.
Pursue consistent policies. Once reforms are started, keep backtracking to a minimum. In the most successful cases, the same mix of fiscal and labor market policies continued unabated over two decades, and the principle of boosting labor supply through moderating wage demands became entrenched.
Up-front fiscal adjustment adds credibility. Aside from providing macroeconomic stability, fiscal adjustment can create space for labor market reforms by laying the groundwork for labor supply increases and making the adoption of complementary tax cuts credible.
Coordination and competition can both succeed. The experiences of Ireland and the Netherlands show that a consensus-based approach, trading outright wage moderation for fiscal probity and tax cuts, can be highly successful both politically and economically. But this approach may work best only in smaller countries. The U.K. successfully used an approach based on competition, curbing the power of unions and rewarding workers with tax cuts. But, as noted, inequality rose in the U.K. but not in those countries that relied on coordination and social partnership.
Neutralize the opposition. The different parties and vested interests must be given a stake in the process by using, for example, labor tax cuts to reward responsible wage-setting behavior by unions.
* * * * *
One final word: it took dire economic circumstances to launch the reform programs in the most successful countries. Although these conditions—typically two consecutive years of falling output—do not exist in Europe today, the level of unemployment in those countries that have not engaged in sustained reforms does not differ much from that seen in the crisis countries at that time. This, plus the imminent onset of population aging—with its adverse implications for labor utilization, potential growth, and fiscal policy—ought to provide the needed urgency for new reform efforts.
Anthony Annett is a Senior Economist in the IMF’s European Department.
Adair Turner
PENSIONS are high on the policy agenda in many developed countries and, increasingly, in developing countries also. This reflects the challenges that demographic changes are creating for pension systems, whether pay-as-you-go (PAYG) or funded. The broad directions of that demographic change are common, but the precise nature of the pension policy challenge in each country reflects two uncommon factors—the severity of demographic change and the pension systems with which countries start. In some countries, relatively modest adjustments to existing pension systems can ensure their sustainability; in others, more radical change is required.
Two fundamental demographic trends are at work in the world. In countries that are achieving reasonable economic success and are free from the extreme effects of AIDS, life expectancy is increasing, possibly without limit. And in all economically successful economies, irrespective of apparent cultural differences, fertility rates have fallen or are falling to replacement level and, in many cases, well below. The United Nations medium projections suggest that, within 15 years, the total fertility rate will be about 2.0 or fewer children per woman in countries as diverse as Brazil, Iran, and Turkey. (A birth rate of a little more than 2.0 is required to ensure that each generation is at least as large as that of its parents, with the required increment above 2.0 driven by the proportion of children who die before reaching child-bearing age.)
A similar trend is seen in the economically successful states of southern India and in China, whose fertility rate, at 1.74, is well below replacement level. That trend, of course, partly reflects the one-child policy, but low fertility rates in Hong Kong SAR, Singapore, and Taiwan suggest that the Chinese policy has simply brought forward an otherwise naturally occurring phenomenon. Indeed, the East Asian pattern suggests that, as China becomes more prosperous, its fertility rate could fall further.
Longer lives and lower fertility rates are dramatically increasing the proportion of the population above the ages we typically associate with retirement (see table). In the United Kingdom, the ratio of people older than 65 to those between the ages of 20 and 65 will almost double between now and 2050. In Korea, that ratio could increase more than four times.
The implication for countries with PAYG state pension systems (where contributions from current workers fund payments to current beneficiaries) is that some combination of three adjustments will be unavoidable: higher levels of tax or of compulsory contributions to pay for state pensions, lower pensions relative to society-wide average earnings, or higher pensionable ages. But it is important to note that moving to a funded private pension system (where workers save a part of their wages and draw on the accumulated funds after retirement) does not provide a complete and certain escape from this demographic challenge.
All pension systems, PAYG or funded, involve the transfer of resources to pensioners (who consume but do not produce) from workers (who produce more than they consume). As a result, in a funded system a change in the ratio of pensioners to workers must affect rates of return and asset prices. If people attempt to finance a longer retirement by saving at a higher rate, that will tend to generate a higher capital output ratio and therefore come at the expense of lower returns on capital. If a high-saving generation is followed by a generation smaller in number, asset prices must tend to fall (relative to a higher fertility scenario) as the first generation attempts to sell its accumulated assets. The theoretical magnitude of these demographic effects on returns and asset prices is extensively debated: the empirical analysis of correlations is hampered by the limited availability of data and multiple other factors. And, ultimately, in a global capital market, it is global demography that matters to the economics of funded systems, whereas for PAYG systems national demography dominates. But it remains unwise to see funded approaches as providing a full and certain answer to demographic challenges.
Longer lives
Populations in many regions are aging rapidly.
(ratio of people over 65 to those aged 20–65, in percent)
Sources: For United Kingdom, U.K. Government Actuaries Department. For other countries, UN Medium Projection.
Faced with these demographic challenges, many countries have announced significant changes to pension policy or appointed policy commissions to propose solutions. The U.K. Pensions Commission, which I chaired from 2003 to 2006 and whose recommendations the government largely accepted in its May 2006 White Paper, is one example among many. Some countries have focused on reforming their PAYG systems; others have introduced a greater element of funding in the overall system. The appropriate way forward needs to reflect each country’s starting point. But one common policy, a gradual rise in retirement ages, makes sense in all countries.
An “aging world” creates pension system challenges in both PAYG and funded systems. But it is important to understand that aging itself—that is, people living longer—is not the key problem.
Indeed, if the only demographic change at work were increasing longevity, there would be no fundamental problem of pension policy design. Instead, there would be one straightforward, simple, though sometimes politically difficult, solution. If longevity increases, but fertility stays stable, a proportional rise in pensionable ages (that is, a rise that keeps stable the proportions of adult life spent working and in retirement) will balance a PAYG system, with no need for either higher contribution rates or lower pensions relative to average earnings.
The U.K. government, following the Pensions Commission’s recommendations, has now committed itself to the principle of a proportionally rising state pension age. This principle should be a central feature of PAYG pension reform in all countries. In a funded system, it is also easy to illustrate that an analogous condition applies. If increasing longevity were the only factor at work, and if intertemporal discount rates and preferences as to the proportion of life spent in retirement were stable between generations, there would be no reason to anticipate that demographic factors would affect rates of return or asset prices.
The far more fundamental problem is falling fertility. All 20th century PAYG pension systems were in a sense “ponzi schemes,” or pyramid selling schemes: for the mathematics of the relationship between contributions paid in and pensions paid out to work, there must be more people in the next link of the chain, the next generation. And the population pyramids are coming to an end. That is good news for world environmental sustainability but creates a major challenge for pension systems. And the severity of the demographic challenge to pension systems is a direct function of the fertility rate or, more precisely, of the combined fertility plus permanent immigration rate (immigrants being, to the pension system designer, functionally equivalent to new citizens who are born, on average, in their mid-20s).
If the combined fertility plus immigration rate is equivalent to a fertility rate close to or greater than 2.0, the affordability problems of PAYG pension systems are easily manageable. This is clearly the case in the United Kingdom (see box), which is likely to have a slowly growing population, and would be the case even if the outlook were for population stability or a very gradual decline. Pension system sustainability does not therefore require that the world reject the environmental benefits of population stability. But for countries with very low fertility rates, the challenges will be severe. Unless fertility rates rise or large-scale immigration is allowed, Italy (fertility rate 1.4), Korea (1.2), and Japan (1.4) will have to accept some mix of major increases in the percentage of GDP devoted to state pension expenditure, increases in the pensionable age that rise more than proportionately with rising life expectancy, or significant falls in pension income relative to average earnings.
A fiscal snapshot of the U.K. pension system
How manageable is the U.K.’s pension system? A key measure is the combined population replacement rate, which can be calculated by taking the estimated total fertility rate and grossing it up to treat permanent net immigration as if it were an increase in the number of births. The United Kingdom has about 710,000 live births a year and a fertility rate of about 1.75. But with official net immigration running at an underlying rate of 145,000 a year, the total number of “new residents” every year is about 855,000, and the combined ratio is 2.1 (855 ÷ 710 × 1.75). This figure is reflected in the official base case projection that the U.K. population will continue to grow. In fact, for the last several years, actual net immigration to the United Kingdom has been running significantly above the official estimate and long-term projection.
Given this ratio, the United Kingdom can have a clearly sustainable state pension policy that avoids the need to cut pensioner incomes relative to average earnings, combining instead a proportionally rising state pension age and a small manageable increase in the percentage of GDP—rising from 6.2 percent today to 7.7 percent in 2050—devoted to state pensions.
Fertility rates and permanent immigration levels thus determine the severity of the pension challenge. But the starting point of the pension system, state and private combined, in different countries determines the nature of the challenge. Across the rich developed world, there are major differences in the generosity of the state PAYG promise and in whether the system seeks solely to keep people out of poverty in retirement (through a flat-rate earnings-independent pension) or aims to provide earnings-related pensions in return for earnings-related contributions (see chart).
Most countries in Western Europe start with similarly generous earnings-related PAYG pension systems and therefore face a common challenge—how to reform those promises to make them affordable and sustainable in the face of demographic change. The severity of that challenge varies with the fertility rate (it is more manageable in Sweden than in Italy), but the nature of pension reform debates is the same. But in other countries, such as the United Kingdom, the problem is not one of fiscally unaffordable state pension promises. Rather, the U.K.’s problem is that the state pension system would, under current policies, do no more than keep people out of severe poverty; that people are failing to save enough in private pensions to achieve what they would consider adequate pensions; and that the means-tested nature of the state pension provision (with cash targeted at the poorest pensioners) itself impedes private saving. The U.K.’s future potential problem is not a fiscally strained state but poor pensioners. The Pensions Commission’s proposed solution combines a slight increase in the generosity of the state pension system with strong encouragement to people to save in addition. The solution relies on automatic enrollment to overcome the barriers of inertia and myopia that make an entirely free market approach to pension savings untenable. In developing countries like China and India, starting with even more limited state systems, that balance of policies may well be required.
But the proposed U.K. state pension system, though more generous than currently planned, will still play a far smaller role in total pension provision than, for instance, Sweden’s PAYG system. The United Kingdom will have only a flat-rate antipoverty state pension, whereas Sweden will have a reformed but still fairly generous earnings-replacement system. Both solutions, however, have been chosen after extensive analysis and cross-party debate, driven by independent policy commissions. Should we then conclude that one commission must have got the answer right, the other wrong? The answer is no, because pension policy solutions need to reflect the political context and culture. The appropriate balance between funded and PAYG solutions is not precisely given by economic theory.
Both types of systems, as argued earlier, are ultimately challenged by changing demography, and many of the supposed advantages of funded systems can be achieved within a PAYG environment. If an increase in the national saving rate is appropriate, adjustments to PAYG contribution rates can achieve that as easily as compulsory savings, and under both systems the increase is attainable only if someone sacrifices current consumption. And PAYG systems, as Sweden’s reforms have demonstrated, can be made robust in the face of uncertainty over both future longevity and future fertility. The risk of unexpected future changes in longevity can be shifted from the government to individuals by moving to a notional defined-contribution approach, where the state credits each individual’s compulsory contributions to an account whose value increases with a defined rate of return and delivers a capital sum at retirement age that it converts into an annuity. And the risk of unanticipated future changes in fertility can be managed through devices such as Sweden’s “automatic balance mechanism,” which can adjust contribution rates and pensions paid in response to a slowdown in overall economic growth. The only inherent advantage of funded approaches is that they allow for the expression of diverse individual utility preferences between different combinations of risk and return; conversely, PAYG systems have the inherent advantage of very low administrative cost.
How generous?
Pensions related to individuals’ earnings are likely to be more generous than those based on a flat rate.
(gross pension, percent of average earnings)
Source: Monitoring Pension Policies, Annex: Country Chapters.
Note: The Netherlands’ figures reflect the impact of the quasi-mandatory private savings systems as well as the PAYG pension. The Australian figures reflect the impact of the mandatory private pension savings system as well as the PAYG pension.
As a result, the choice of a balance between PAYG and funded elements of the system, and thus the appropriate generosity of the PAYG system, needs to reflect a country’s political culture and, in particular, the acceptability of different levels of taxation and compulsory contribution. The solution proposed by the U.K. Pensions Commission reflected a judgment that British political culture would not accept the taxation or contribution levels required to support a continental-style earnings-related PAYG system. It therefore makes sense to focus the state’s limited fiscal firepower on doing flat-rate provision well rather than (as for the past 30 years) combine an inadequate and means-tested flat-rate pension with an inadequate and overly complex state earnings-related scheme.
Sweden’s solution has been to reform the PAYG earnings-related system to make it sustainably affordable and fair between generations (the system also includes a small compulsory funded element). This implies devoting a considerably higher level of tax and contributions as a percent of GDP to pensions than in the United Kingdom, but that level is acceptable in the Swedish political culture. Both solutions are sensible within their specific context. In other countries, the appropriate balance should also reflect specific starting points and political cultures. But in all countries, the principle of proportional rises in pensionable ages will be appropriate to cope with increasing longevity. And in all, to different degrees, systems will need to make the more difficult adjustments necessitated by the shift to replacement or below-replacement fertility rates.
Adair Turner is Vice Chairman of Merrill Lynch Europe, a Director of United Business Media plc, and a Visiting Professor at the London School of Economics and CASS Business School, City of London. From 2003 to April 2006, he was Chairman of the U.K. Pensions Commission.
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RAPIDLY FALLING fertility rates in most developing countries have led to a “youth bulge”—the largest in history—that will be the next generation of workers, parents, citizens, and leaders. The number of young people aged 12–24 stands at 1.3 billion and is expected to rise to about 1.5 billion in 2035 and decline gradually thereafter (see Chart 1). This trend results from the interplay between declining fertility and what demographers call population momentum—that is, the inertia in population growth from having large child-bearing populations. Currently, the fertility decline is balanced by the still-growing numbers of people of child-bearing age. But over the next two to three decades, as the fertility decline becomes stronger and population momentum slows, the number of young people will peak and begin to drop.
Chart 1 Leveling off
The number of young people is approaching a historic plateau, representing a fresh opportunity for economic growth.
(youth aged 12–24, billions)
Notes: Least developed countries refers to the 50 poorest countries in the world. Less developed countries refers to all developing countries.
Source: United Nations, World Population Prospects: The 2004 Revision (medium variant).
Of course, there is a huge variation across developing countries. In many middle-income countries and transition economies, the fertility transition is fairly advanced and the number of young people is actually declining (as in China and Thailand). In others, which are not as far along (for example, Brazil and Vietnam), numbers are currently swelling to a peak or a long plateau. In still others, which are even less advanced in this transition (as in India and the Philippines), the peak will be experienced in the next one to two decades. In yet others (as in Niger and Sierra Leone), the numbers are expected to grow continuously into the foreseeable future.
What does the youth bulge imply for growth and poverty reduction? How can countries minimize the risks and seize the opportunities for this cohort? This article highlights some lessons from the World Bank’s upcoming World Development Report 2007 (World Bank, 2006) especially relating to investments that facilitate the transition from school to work.
Some see the large numbers as a risk. For low-income countries, the cost of expanding access to post—primary schooling can be prohibitive. Achieving universal primary and secondary education in low-income countries would require an incremental cost of $34–69 billion a year, or about 3 percent of GDP (Cohen and Bloom, 2005). Add to that the cost of addressing HIV/AIDS—a disease to which young people are particularly prone, given youthful sexual experimentation—and noncommunicable diseases, and financing the fiscal burden, difficult at the best of times, can be daunting. In the case of HIV/AIDS, inaction could lead to levels of income by 2050 that are two-thirds 1960 levels in real terms—a “spectacular descent into backwardness,” according to one estimate (Bell, Devarajan, and Gerbach, 2006).
Another concern is the risk of unemployment. Young people make up one-fourth of the working-age population but nearly half of the unemployed. Survey data from 60 developing countries show that young people spend nearly a year and a half in joblessness or intermittent work before entering stable employment—costly to individuals in terms of forgone learning. For example, in Guatemala, experience in skilled jobs increases reading comprehension and cognitive skills, which are lost to those unable to get these jobs. Unemployment also risks social unrest, which can hurt a country’s climate for investment.
Yet large numbers of young people present countries with an unprecedented opportunity to deepen their human capital. Declining fertility means that countries have a larger proportion of people of working age relative to the proportion of children and elderly people, making more income available per dependent. In a country whose ratio of children and elderly people to workers declines by 25 percent, every real or rupee collected in taxes can finance a 33 percent increase in spending per dependent that could be used to develop and maintain their human capital (assuming per worker tax rates are constant). Within families, a decline in the number of siblings means more resources available per child. Thus, the economic conditions for investing in children and dependent youth have never been better.
With the right policies and institutions, a rising share of working-age people in the population can boost economic growth. One study attributes more than 40 percent of the higher growth in the East Asian “tigers” versus that in Latin America during 1965–90 to the faster growth of the tigers’ working-age population, combined with their better policies on trade and human capital development (Bloom and Canning, 2004). Indeed, the skills of the labor force, built largely during childhood and youth, are an important determinant of a country’s overall investment climate. Skill shortages, a feature of all developing countries, tend to be smaller where enrollments in post–primary education are high.
How can countries address the challenges posed by the youth bulge? Countries can help by broadening opportunities for the young to develop human capital; by helping them choose among those opportunities; and by providing second chances when the choices are missed or don’t work.
Many countries still don’t provide enough avenues for young people to build their human capital, whether through access to learning of sufficient quality or through smooth entry into jobs in which they can develop skills. To make the most of their demographic window of opportunity, many countries need to do more.
Improve the quality of basic education. Even though there has been dramatic progress in the numbers of young people who are completing primary school, poor quality is a constraint. In several African countries, fewer than half the young women aged 15–24 can read a simple sentence after three years of primary school—and fewer than 60 percent even after six years in countries such as Ghana and Zambia (see Chart 2, left panel). Many young women do not know certain basic facts that could save their lives (Chart 2, right panel).
Chart 2 Mind the gap
Many young women in Ghana and Zambia lack book and life knowledge.
Source: World Bank (2006).
To improve basic education, a key requirement is to measure quality well—for example, by applying standardized tests, comparable across schools and countries. Countries need to take this monitoring seriously and act on the findings. They also need to emphasize the nutrition, health, and psychosocial development of preschool-age children. In countries as diverse as Jamaica, the Philippines, Turkey, and the United States, enriched child care and preschool programs have led to higher achievement test scores, a higher graduation rate fom high school, and lower crime rates for participants, well into their 20s.
Meet demands for higher skill levels. For many middle-income countries that educate their young people adequately, the challenge is to meet the demand for skills in the global economy. Current trends belie the expectation that expanding trade will raise the demand for unskilled workers. Instead, developing countries face a growing demand for workers with higher skills. As a result, workers with secondary and more advanced education have seen their earnings rise sharply in a wide range of countries, even as their numbers have increased (National Research Council and Institute of Medicine, 2005).
To produce more post—basic school graduates with the right skills requires solving both demand and supply problems. On the demand side, for many young people, especially those from poor families, further schooling is too costly, in terms of both money and the opportunity cost of time. Policy can stimulate demand through incentives such as conditional cash transfers, which provide monetary compensation to households conditional on school attendance. Mexico’s conditional cash transfer program, Oportunidades, has significantly increased secondary school enrollments among young people from poor families by reducing grade repetition and lowering dropout rates, particularly in the critical transition from primary to secondary school (World Bank, 2006).
Constraints on the supply side can be met by expanding the number of upper secondary and tertiary places while maintaining the quality of education. Countries where private contributions are still relatively small have scope for charging fees and developing public-private partnerships.
Ease labor market entry. Many skills are acquired on the job. But young people everywhere have a hard time getting started (see Chart 3). Some wait a long time for a job; others take low-paying jobs that teach them few new skills. While ensuring that economic growth increases demand for workers of all ages, it is important that young people be able to compete on a more equal basis. In many middle-income countries, labor market regulations penalize new entrants. Policies that limit flexibility and mobility across sectors, such as overly rigid employment protection laws or excessively high minimum wages, tend to constrain young people more than others and lengthen the transition to work. Partial reforms, as in Europe, that introduce flexibility only for the young and unskilled, are unlikely to succeed because they do not offer improved prospects for graduating to more stable and secure jobs (World Bank, 2006).
Chart 3 Short on experience
It’s harder for young people than for those over 24 to find jobs.
Source: Authors’ calculations based on World Bank (2006).
Note: Data and regional averages are from a sample of countries for each region.
Many young people find their first jobs in the informal sector. Providing literacy and basic education, practical occupational training, and general behavioral skills for apprentices and certifying their skills on completion can improve their prospects of moving up the skill ladder in informal sector jobs. In Kenya’s Jua Kali program, vouchers provide master craftsmen with access to new technologies and allow them to upgrade their skills, improving the quality and relevance of the training they can offer their employees.
Many young people enter adulthood without the information, resources, or experience to choose well among life’s opportunities. Governments can help them become more capable decision makers.
Information. Simple and relatively cheap interventions that inform young people of the payoffs of further schooling can improve decision making. In the Dominican Republic, a survey of boys in the final year of primary school showed that they underestimated the returns to completing secondary school by up to a factor of 10. Boys at randomly selected schools who were told about the “true” earnings premium to secondary education then went on to complete more years of secondary school than those who had not been told. School-based career guidance services have shown promise in Chile, the Philippines, Poland, Romania, Russia, South Africa, and Turkey. Because the success of such interventions depends on the information available to counselors, emphasis needs to be placed on training trainers.
Resources. Higher education can be expensive for students. For the half of all university students in private universities in Argentina, Brazil, Chile, and Colombia, out-of-pocket costs range from 30 percent to 100 percent of GDP per capita. Even for students in free public universities, the opportunity costs are substantial. Credit schemes for poor students could not function without government support, and many such schemes have foundered because of low repayment rates. Australia’s system makes repayment contingent on graduates’ incomes, as tracked in tax systems. Middle-income countries such as Thailand are starting to try such schemes, which are worth monitoring and evaluating. In countries with poorly developed income tax systems, mechanisms such as targeted school vouchers and individual learning accounts that encourage savings for education may be a better choice.
Decision-making ability. Despite the big gains in enrollment rates, very few education systems emphasize the thinking and behavioral skills—motivation, persistence, cooperation, team building, ability to manage risk and conflict—that individuals need to process information and make wise decisions. Methods of teaching these skills have been well tested in developed country settings and are now beginning to be tried in developing countries. They are well worth pursuing.
Young people may also need incentives to make the right choices about schooling and working. The Bangladesh Female Secondary Stipend Assistance program targets girls aged 11–14, transferring a monthly payment to bank accounts in the girls’ names, contingent on their performing well enough to advance in school and staying unmarried.
Invariably, some young people will not be able to avail of opportunities open to them. They may drop out of school, enter work too early, end up with jobs that lead nowhere, or be unable to find any job at all. This can result in an enormous missed opportunity for society as a whole.
Policies that help young people recover from bad choices or poor circumstances can provide a safety net that benefits society well into the future. They include youth rehabilitation programs, treatment programs for people with communicable diseases, and retraining programs for school dropouts. Bangladesh’s Underprivileged Children Education Program helps 10–16-year-olds who have dropped out of primary school, providing three years of schooling and channeling the youth into vocational programs that it runs. The program, which served 36,000 students in 2002, costs roughly the same per student as regular schooling.
Some of the policy directions recommended here require a reallocation of resources. The biggest bill may be for the cost of expanding access and improving the quality of basic education—and expanding the definition of basic to include at least some secondary education. While making both primary and secondary education universal in low-income countries can cost as much as 3 percent of national income, this figure falls to about 0.5 percent of national income when both low- and middle-income countries are considered (Cohen and Bloom, 2005). Although indeed large, these sums are within the capability of many countries. For the poorest countries, these burdens would be manageable if richer countries shared the costs.
Other measures that have been mentioned here may not require financial, as much as political, capital. The returns on investing in young people would be substantially enhanced by trade and labor market reforms that deploy human capital more efficiently, but these may threaten the entitlements of older workers. For example, employment protection laws in Latin American and some industrial countries increase the unemployment rate of relatively unskilled young people by inhibiting the incentives to create jobs. Balancing the need to broaden opportunities for young people while providing adequate protection is difficult but necessary. Spain’s partial labor market reforms, which lowered firing costs only for entry-level jobs, failed because the policy reinforced labor market segmentation. It was only when Spain moved to broader reforms that increased the flexibility of the entire labor market that unemployment fell (World Bank, 2006).
“The biggest bill may be for the cost of expanding access and improving the quality of basic education.”
Similarly, improving the investment climate for human capital requires targeting the benefits, costs, and risks perceived by young people. This, too, may be controversial, because some societies see responsibility in the hands of the young as a threat. But there are now more examples that successfully targeting the capability of young people by giving them the right incentives has strengthened their own future and that of society as a whole. One is a merit scholarship program for girls in Kenya that boosted the test scores not only of girls, but of boys as well, perhaps through the result of peer influence (Kremer, Miguel, and Thornton, 2004).
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THE IMPLICATIONS of population aging for financial markets, and for macroeconomic and financial stability, are getting greater attention as the baby-boom generation approaches retirement. For governments, threats to fiscal sustainability have been brought to the fore in recent years, and pension and health care reforms are increasingly high on the policy agenda. Similarly, the weak financial position of many pension funds has highlighted the need to secure financial resources and improve risk management practices to meet retirement needs, triggering a variety of reform efforts.
Financial markets can play an important role in the management of aging-related risks. For this reason, governments should seek to encourage and influence market developments in this area, and policymakers may need to reconsider the appropriate sharing of risk between the public, private, and household sectors. In some cases, governments may simply provide a framework or otherwise influence market participants to address incomplete markets. In other cases, governments may need to intervene directly to provide some minimum level of insurance coverage. Some risks may be best managed by the household sector, although shifting more risk to households will likely require additional measures to ensure they have some ability to manage such risks. The selection of any combination of these alternatives will be influenced by the sophistication and depth of domestic or regional financial markets and institutions, as well as by cultural and social considerations.
Governments should also act as long-term risk managers, pursuing proactive and comprehensive risk management strategies. In doing so, they would likely benefit from greater market inputs and risk management instruments. So far, few governments have approached aging-related challenges in this manner. However, given the focus that, for example, rating agencies are increasingly applying to sovereign long-term fiscal issues and related risks, and the potential for rating downgrades if such risks are not addressed, greater action may soon be required. Indeed, although the typically shorter-term focus of politicians and much of society may often inhibit more immediate efforts to address these long-term challenges, greater scrutiny from public auditors and legislators, the financial media, and international financial institutions and investors, and possibly even domestic households, is likely to increase the policy emphasis on aging-related challenges.
This article looks at the nature and size of the financial challenges facing aging societies today, the potential role of financial markets in addressing these challenges, and the role of governments as managers of key long-term risks related to aging, drawing on policy work we have done for the IMF’s Global Financial Stability Report, the Group of Ten, and a Group of Twenty workshop on demography and financial markets.
As populations age, the relative size of pension fund liabilities grows, but the total theoretical level potentially dwarfs levels recognized thus far (see Chart 1). The adverse impact of aging on defined-benefit pension plans has been compounded since 2000 by lower equity market returns and (even more important) low interest rates. As a result, many such plans have become significantly underfunded, although funding ratios appear to have stabilized somewhat in the past two years. This growing pressure on defined-benefit pension plans may lead to lower replacement rates for retirement income, and has accelerated the trend toward defined-contribution and hybrid pension plans in the United States, Europe, and Japan. However, contribution rates in defined-contribution plans tend to be lower; and where participation in such plans is voluntary, many countries have found that participation rates also tend to be low. Both of these factors adversely affect retirement saving.
Chart 1 Growing liability
Potential pension liabilities are likely to be much larger than currently estimated, but will vary depending on life expectancy and how much people work beyond retirement age.
(Group of Ten industrial countries, billion dollars)
Sources: OECD, World Bank, and IMF staff estimates.
1Total liability based on total annual wages in G-10 countries adjusted to reflect target replacement rates (x axis) and life expectancy after age 65 (y axis).
2Based on estimates of (i) total public pension liabilities (see Holzmann, Palacios and Zviniene, 2004) and (ii) private pension benefit obligations (see OECD, Global Pension Statistics).
3Replacement rate = retirement income as percent of previous salary.
80 (a) = liability based on 80 percent of previous salary, no one working beyond retirement.
80 (b) = 80 percent + ⅓ of population over age 65 working full-time.
80 (c) = 80 percent + ⅓ of population working over age 65 full-time and ⅕ of population over age 65 working part-time.
70 = liability based on 70 percent of previous salary, no one working beyond retirement.
Households in some countries may not be adjusting their saving levels to achieve expected replacement rates. In the United Kingdom, the 2006 Pensions Commission Report warned that many households are significantly undersaving. In the United States, a newly developed national retirement risk index shows that almost 45 percent of working-age households are at risk of ending up with inadequate retirement income. Of particular concern may be the impact on those in the middle-income and middle-age bracket, who tend to rely disproportionately on traditional private and public benefit schemes, which are in decline.
The shift from defined-benefit to defined-contribution pension plans effectively transfers risks to households from governments and pension funds. Such risks include market risks (for example, interest rate, equity, and credit), inflation risk (as indexation is reduced or removed), investment planning, and longevity risk (outliving retirement resources). Aging also exposes households, insurers, and governments to substantial health care risks. In recent years, health care costs have risen well in excess of household incomes and general inflation in many countries, largely reflecting advances in medical technology.
From the government’s perspective, the increasing financial pressures on pension and health care plans pose substantial long-term challenges. Aging-related costs represent latent but certain liabilities of the state, associated with its role as employer and provider of public social services. Furthermore, the responsibilities of the state may go beyond explicit commitments and encompass a role of “insurer of last resort.” This is a source of additional and possibly significant implicit and contingent liabilities.
Over the coming decades, the share of public expenditure related to population aging (pensions, health care, and long-term care) is likely to increase dramatically relative to GDP. Absent further reforms, spending reductions elsewhere, or changes in the distribution of risks, the financial costs of aging and related government liabilities have the potential to generate intense pressure on public finances and sovereign ratings (see table, next page). Moreover, there is considerable uncertainty regarding the estimates and extent of these aging-related liabilities.
A variety of financial instruments are required to raise long-term saving and investment, as well as manage long-term risks and obligations. However, many of these instruments and markets remain underdeveloped or will need to be created.
Pension fund managers routinely stress that new instruments, and a greater supply of certain existing securities, are needed to help them better manage duration, longevity, and inflation risks. The availability of such instruments would complement the introduction of more market-oriented or risk-based regulatory frameworks. These instruments include long-dated (30 years and longer) and inflation-linked bonds. In many countries, authorities have sought to further develop the markets for such bonds but they remain small relative to the potential demand of pension funds and insurance companies (see Chart 2).
Chart 2 Unsatisfied demand
Outstanding volumes of long-term nominal and inflation-linked bonds are small relative to potential pension fund demand.
(percent of global pension fund assets)
Sources: Merrill Lynch; Watson Wyatt; Organization for Economic Cooperation and Development; International Financial Services, London; and IMF staff estimates.
For households, a crucial element of retirement planning is the ability to convert long-term savings into a dependable income stream during retirement through annuitization. Increasingly, academics and policymakers conclude that an individual’s greatest retirement risk may be that of outliving retirement assets. However, annuity markets are generally underdeveloped, or at least underutilized, particularly for individuals. Given the generally large share of housing assets in household net worth (see Chart 3), the availability of home equity release products, such as reverse mortgages, may help households realize this form of long-term saving and obtain an annuity-like income stream.
Chart 3 Tapping home equity
Housing wealth, which constitutes a large part of total household wealth, could be tapped better.
(real estate and mortgage debt in percent of total household assets, 2004)1
Sources: U.S. Board of Governors of the Federal Reserve System; U.K., National Statistics Office; Japan, Bank of Japan, Economic and Social Research Institute; and Netherlands, Statistics Netherlands, DNB, European Mortgage Federation; OECD Economic Outlook; and Australian Bureau of Statistics.
1Total assets are the sum of financial assets and nonfinancial assets. For the United States and Canada, data refer to 2005.
In countries where capital markets are less developed, the range of saving and investment instruments available to households and institutional investors may be limited. The further development of capital markets in these countries—including credit markets—would introduce opportunities for greater portfolio diversification while improving the risk-return profile of households and institutional investors.
Even in more advanced economies, new products and markets, including risk-transfer markets, may need to be developed to expand the range of long-term saving/investment and risk management instruments available to institutions and households. These include, among others, markets to manage longevity, health care costs, and house price risks, all of which are important in the context of aging populations.
Longevity risk Annuities provide a longevity risk hedge for consumers, and longevity bonds could do the same for insurance companies and pension providers. However, the development of the annuities market has been hindered in part by the limited availability of suitable long-term hedges for annuity providers, including against inflation risk, and by lackluster consumer demand.
Mounting pressures
Aging and related government liabilities could result in downgrades of sovereign ratings.
(hypothetical long-term sovereign ratings, base-case scenario)
Source: Standard & Poor’s 2006.
Note: Non-IG = Non-Investment Grade.
Health care coverage and costs. Reinsurance is used to a very limited extent to manage health care coverage and costs, and there is no capital market activity for health care—related risks. Private insurers and the government manage these risks largely by shifting them to households and/or health plan sponsors, primarily through repricing mechanisms or, in the case of the government, increases in taxation and/or reductions in benefits.
House price risk. Housing wealth is an increasingly important source of retirement income in the United States and Europe. Declines in house prices could therefore significantly affect retirees’ consumption, making the ability to hedge price movements increasingly relevant. In May 2006, indices of house prices in 10 U.S. cities started trading on the Chicago Mercantile Exchange. Some countries also have developed, or are looking to develop, broader real estate products, including more conventional real estate investment trusts. However, except in the United States, the market to hedge house price risk is nascent or nonexistent.
Overall, regulation, technology, and data quality and availability are very important influences on market development and innovation. In particular, market participants and academics emphasize the need for more consistent supervisory frameworks. For example, the Basel regulations since the late 1980s have encouraged banks to sell credit risk and create more liquid balance sheets, and technology advances allow banks to better evaluate credit risks. The forthcoming Solvency II principles regarding insurance supervision in Europe may similarly be used to promote new risk management practices in the insurance industry, including greater risk-transfer activity.
Ongoing reforms of pension and other benefit systems have increased public awareness of these issues in some countries, but that is only a first step. Particularly because many of the risks associated with aging are long term and systemic, governments should increasingly view themselves as risk managers. To do this, they may consider three broad, possibly complementary, approaches:
using various policy levers to encourage the private sector to address incomplete markets for the management of aging-related risks;
acting as the “insurer of last resort” and directly assuming, perhaps temporarily, some of these risks; and
determining whether households are best positioned to bear and manage these risks.
Governments can influence the flow of risks in the financial system and encourage the development of new products and risk-transfer markets by using the policy levers described below.
Regulatory frameworks. Some countries, most notably the Netherlands, have recently made significant strides in strengthening pension fund regulation, particularly through more risk-based supervision. Such efforts should improve the risk and asset-liability management focus of pension fund and insurance company managers, and encourage product and market developments to meet related demand.
Accounting standards. While fair value accounting may bring more discipline to pension reporting, the volatility associated with it may not accurately reflect a pension fund’s risk profile or properly focus risk management on long-term pension obligations. Indeed, an important question is whether such reforms may not diminish pension funds and insurers’ long-term orientation, which has typically enhanced financial stability.
Tax policy. Taxation is often the determining factor in setting annual pension contributions. Tax regimes for pensions should encourage prudent, possibly continuous, funding policies and, ideally, seek to build reasonable funding cushions (two or three years of normal contributions, for example).
Data availability. The availability, reliability, and timeliness of data required to decompose, price, and trade individual risks are broadly cited as crucial for the improved management of certain aging-related risks—but are often missing. Governments may have a comparative advantage and interest in improving the availability of data, which may be seen as a relatively lower cost method to support market-based solutions.
Compulsion. The need to pool diversified risks is an important feature of insurance, including annuities and health care coverage. For example, to reduce adverse selection and bias, governments may impose a degree of compulsory annuitization, possibly as a proportion of tax-privileged pension savings. Mandatory annuitization may also encourage the emergence of more “vanilla” annuity products and potentially improve households’ understanding and acceptance of such products.
By assuming certain types of risk (such as extreme longevity), governments may increase the capacity of market participants to provide more products and thereby facilitate the development of broader markets. For aging-related risks, an important consideration is the extent of state health care and pension provision, since where such provision is low or being reduced, some capacity may be freed up for governments to take on aging-related risks, ideally in a way that may also attract private capital and capacity.
In all cases, government interventions should be part of a comprehensive strategy, taking into account expected costs and benefits (that is, the impact on the public sector balance sheet), the time horizon, and the existence of potential financial market solutions. Government interventions may thus be tailored to very specific risks or those of limited duration and removed as private financial services develop.
Households, as the “shareholders” of the system, have always been the ultimate bearers of financial and other risks. However, they are increasingly facing additional risks more directly as public and private benefits are reduced or restructured. Policy considerations regarding the desirable risk profile of the household sector involve important cultural, social, and political issues, which may be addressed differently across countries or regions. Nevertheless, a greater transfer of risks to households raises the question of how well equipped households are to bear such risks.
Depending on policy considerations, various ways of encouraging savings or achieving a desired level of risk sharing are possible. With regard to savings, the workplace may be the most efficient location to organize and accumulate retirement savings. Through occupational pension schemes, employers can most effectively organize the funding of employees’ retirement savings. Moreover, employees seem more prepared to contribute wages at source to work-related pension schemes. More generally, traditional defined-benefit schemes and principles should not be uniformly discarded, and hybrid occupational pension plans may provide a useful risk-sharing approach.
In considering the allocation or sharing of risks, policymakers need to measure the impact of ongoing and proposed changes in pension and welfare systems on households. In particular, they may develop statistical tools to capture the distribution of risks across population subgroups, especially age and income cohorts, and efforts to improve the collection, timeliness, and comparability of household sector data are needed. Policymakers may also look to develop broader, more forward-looking measures of household wealth. In Sweden, for example, the Sveriges Riksbank has sought to assess the financial margin of Swedish households and their ability to service their obligations when faced with potential benefit adjustments or economic shocks (a rise in interest costs, for example, or a decline in income).
Issues related to aging are relevant to all countries and are not going to fade away. On the contrary, risks tend to cumulate and, with time, may well exacerbate a number of related social, economic, and financial challenges. Moreover, governments, domestic businesses, and financial markets compete globally for investment capital, and the potential economic effects of aging may adversely influence their competitive positions, as well as macroeconomic and financial stability.
These and other factors should compel policymakers to build greater support for more immediate policy initiatives to mitigate such adverse impacts. Given the multigenerational nature of the challenges and most of the likely reforms, it is important to start such efforts now. Delay in addressing these challenges may only increase their ultimate economic cost and financial impact.
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John Bryant and Audrey Sonerson
THE AVERAGE person aged 65 or older costs New Zealand’s public health system five times as much as the average person under 65. Over the next 50 years, the proportion of the population aged 65 and over is expected to double. Naturally, numbers like this suggest that population aging will put pressure on government health spending in New Zealand and, based on global statistics, in many other countries as well. However, it is reasonable to be skeptical about the close link between population aging and spending pressures.
Econometric studies have produced mixed findings on the relationship between changes in age structure and changes in health expenditure. In fact, the focus on age structure may be misplaced. The first reason is that underlying health status, rather than age itself, explains why old people require more health care—in other words, ill health, rather than age, is what matters for health expenditure. Indeed, the relationship between health status and age is changing because illness and disability rates among old people are falling. The second reason is that “non-demographic” expenditure drivers—such as higher wages for health workers, rising administrative costs, new treatments, and better coverage of the population—outweigh demographic expenditure drivers. Population aging accounts for only a small proportion of growth in health expenditure.
To explore the implications of these issues for New Zealand, the New Zealand Treasury collaborated with the Ministry of Health in 2002–04 to build a health expenditure model. The model shows how the demographic and health profile of the New Zealand population is changing and how these changes create pressures for increased government health expenditure. The results suggest that future demographic changes may be less threatening than is often assumed. But maintaining the current growth rates of government health expenditure would mean substantial increases in the ratio between expenditure and GDP.
Our model has two components. The first, the population and health component, was built on a conventional population projection showing the predicted population, by age and sex, up to the year 2051. For a person of a given age and sex, health care spending tends to be higher if that person is disabled or in the last year of life (the “distance to death effect”). Older people require more spending than younger people because older people are more likely to be disabled or close to death. The second component of the model, expenditure, translated the trends in age structure and health status into trends in health expenditure. We focused exclusively on government health care expenditure, which, including long-term care, accounts for about 80 percent of all health expenditure in New Zealand. A key variable was “non-demographic expenditure growth,” which captured expenditure growth not attributable to changes in age structure and health. We also made assumptions about labor productivity growth, which allowed us to project trends in expenditure as a proportion of GDP.
Our model followed an approach developed by other researchers (Cutler and Sheiner, 1998; and, Jacobzone, Cambois, and Robine, 2000), which we modified to suit New Zealand data and policy settings. The model differs from standard fiscal models because it allows for the improving health status of the population over time and for the large proportion of lifetime costs associated with the last year of life. Both of these factors should work to reduce demographic pressure on health spending. There were gaps in the available data, which forced us to indirectly estimate the differences in expenditure on the disabled and nondisabled. But experiments confirmed that taking this approach should not have significantly affected our principal results, meaning that the model could prove useful for other countries with similar data gaps.
Most health expenditure models, including ours, include a link from health status to expenditure, but not from expenditure to health status. These models imply that variation in the growth rate for health expenditure does not show up in health trends. Model builders have little choice but to take this approach, since there is no research consensus on the strength of the relationship between health expenditure and health. However, the loss of accuracy is probably small, provided the variation in growth rates is not too large.
We started out by asking what the main drivers of health expenditure were between 1951 and 2000. Our analysis revealed that non-demographic factors—rather than demographic factors—have dominated expenditure growth (see Chart 1). In the 1950s and 1960s, government health outlays grew extremely rapidly, though demographic conditions were, if anything, reducing the need for spending. However, real per capita expenditure fell several times during the 1980s and early 1990s, just as demographic change started to absorb extra expenditure. Spending has increased quickly since the early 1990s, because growth in non-demographic factors has risen to 3–4 percent a year. The growth rates of future health outlays are also likely to hinge predominantly on non-demographic factors. Our model suggests that average demographic expenditure growth in the period 2001–51 will be about 0.5–0.75 percent a year, with the results depending greatly on assumptions about disability trends. The largest increases in growth rates occur around 2015–20, when the baby boomers start to turn 70. Unless growth rates for non-demographic factors become much lower and more stable in the future than they have been in the past, they will overwhelm the effects of aging.
Chart 1 What is the driver?
Non-demographic factors like technology, rising wages for health care workers, and administrative costs have dominated rising health care costs and matter more than demographic factors.
(percent)
Source: New Zealand Treasury.
Note: The growth rates for non-demographic and total expenditure growth are five-year moving averages. All growth rates are inflation-adjusted.
“Non-demographic factors—rather than demographic factors—have dominated expenditure growth.”
So what drives the all-important non-demographic expenditure growth? This is a difficult question that we did not try to answer in depth. However, Chart 2 provides a hint. Expenditure growth tends to be high when the economy is doing well, and low when the economy is doing badly. This suggests two possible mechanisms: governments may respond to increases in tax revenues by putting more money into the health sector, and pressure to raise health workers’ wages may be highest during periods of rapid economic growth. The projection model used in the New Zealand Treasury’s first Statement on the Long-Term Fiscal Position includes an explicit link between health expenditure growth and GDP growth.
Chart 2 Moving together
Non-demographic expenditure growth tends to rise and fall with economic growth.
(percent)
Source: New Zealand Treasury.
Note: The growth rates are five-year moving averages and are inflation-adjusted.
Second, we asked to what extent improvements in health status could offset the extra cost pressures produced by population aging. To answer this, we constructed two expenditure projections. One projection incorporated plausible improvements in health, while the second did not. Expenditure growth over the period 2002–51 was about one-third lower in the first projection than in the second. This means that plausible improvements in health could offset about one-third of the extra expenditure pressures resulting from population aging. This conclusion is not affected by our assumptions about non-demographic expenditure growth. However, it does depend heavily on our assumptions about future health trends. We assumed that disability rates within each age group would decline at about 0.5 percent a year. Faster declines would produce a larger offset; slower declines would produce a smaller offset.
Third, we asked how expenditure would be distributed among different age groups. We found that even if the health of older people improves, the share of total health outlays going toward older people is projected to grow substantially over the coming decades. In 1951, people aged 65 and over comprised 9 percent of New Zealand’s population but, by 2051, will comprise almost 25 percent. It is not surprising that older people’s share of total health spending is rising. Nevertheless, the results shown are striking. Our model suggests that by 2051, older people will account for over 60 percent of total health spending (see Chart 3). Their share is predicted to be twice that of the working-age population and 10 times that of children.
Chart 3 More of the pie going to the elderly
It is projected that by 2051 those above the age of 65 will account for over 60 percent of health expenditure.
Source: New Zealand Treasury.
Fourth, we asked how quickly expenditure could grow in the future. That is, how fast can expenditure grow, net of what is required to offset population aging? The answer depends on what proportion of national resources New Zealanders are willing to devote to health care. We looked at what would happen if expenditure in 2051 were kept at its 2002 level of 6.2 percent of GDP. We then tried two alternative hypothetical targets of 9 percent of GDP and 12 percent of GDP. Even to keep expenditure at the upper target of 12 percent of GDP would mean holding growth in health expenditure to 2.1 percent a year (see table). In the five years up to 2002, the growth rate was almost 4 percent a year. Clearly, growth rates in health outlays have to fall in the long run, or New Zealanders will have to accept very large proportions of national income going toward health expenditure.
Future expenditure growth
How fast we can go depends on where we are willing to get to.
Source: New Zealand Treasury.
Note: This is the growth rate of health expenditures, net of that required to offset demographic change.
In sum, the number of older New Zealanders will grow rapidly over the coming decades, but future generations of old people may well be healthier than current generations. Even if improvements in health are relatively modest, they could offset about one-third of the extra health care costs imposed by population aging. Once health effects are taken into account, future demographic change is likely to add 0.5 to 0.75 percentages points to annual growth in government health expenditures. This is not trivial, but it is far short of a crisis. The main causes of expenditure growth have been, and will continue to be, non-demographic factors. These have dominated New Zealand’s health expenditure growth in the past and are likely to do so in future.
New Zealand’s demographic outlook—a likely doubling in the proportion of elderly people by 2050—is similar to that of many countries. Moreover, health care studies in other countries have reached similar conclusions about past and future expenditure growth (Newhouse, 1993; Cutler and Sheiner, 1998; Jacobzone, Cambois, and Robine, 2000). Internationally, aging is likely to exert the same consistent, but manageable, pressure on health expenditure. Thus, if health expenditures reach unsustainable levels in coming decades, it will not be because of population aging.
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Jeffry Frieden has written a lucid and fast-flowing account of what is now almost the standard orthodoxy about globalization over the past hundred years. He describes a movement, resembling the letter U, in which substantial integration in labor, goods, and capital markets occurred in the late 19th century and was subsequently reversed as a result of the Great War and the Great Depression. After the Second World War, globalization slowly began to revive but has picked up more quickly since the 1970s, bringing a rapid diffusion of technological innovation and substantial improvement in well-being.
As a political scientist, Frieden is also profoundly interested in the politics of globalization. In any process of change, there are winners and losers, and the sustainability of the system depends—in his eyes—on how the losers are handled. Before the First World War, the losers were the old landed elites of Europe and perhaps workers, who had to bear the costs of adjustment under the monetary regime of the gold standard.
Frieden, like Karl Polanyi, sees gold standard adjustment as difficult or even impossible in an environment of political responsibility or democratization. The interwar years thus saw both a collapse of democracy and an attempt to restore the gold standard. In the years immediately after 1945, however, Frieden said that democracy was rescued in many states (primarily in Western Europe, he means) by their adoption of Keynesian-inspired welfare policies. Such policies were viable in a national setting but became less so as the costs of adjustment rose with the real wave of globalization that occurred after the 1970s.
Frieden ends with a survey not only of the failures of globalization—especially for very poor states that remain outside the framework of open goods, labor, and capital markets—but also of the increasing challenges to the world posed by globalization that emanate from rich countries whose citizens believe that trade and immigration have adversely affected their income. Frieden’s story of the political response to globalization is a tour de force. His surveys of the explanations offered by such theorists as Eli Heckscher, Bertil Ohlin, Wolfgang Stolper, and Paul Samuelson for the effects of trade on incomes are easy to understand.
“This book is much more a history of globalization than it is of global capitalism.”
But Frieden’s account raises puzzles that are never really solved. At some points, he seems to adopt a quite rigid form of economic determinism, although the effects of economic structures on political outcomes sometimes run in different directions: he insists on page 196 that, in the 1920s and 1930s, “every debtor country went the way of fascist or nationalist autarky; every creditor country remained democratic and committed to international economic integration.” It is easier to see this mechanism, in which populist hostility to an externally imposed debt burden turned voters and politicians away from internationalism, than it is to follow the logic of the claim that, in other circumstances, debt crises promoted democracy (for example, in the Latin American crunches of the 1980s). In that case, the logic that links debt to democratization is not fully spelled out. But in each case, economics pushes politics.
At other moments, however, Frieden gives a great deal of autonomy to policy choices: countries are poor above all because their elites have made the wrong political choices; or (perhaps more astonishing in the light of the debt and dictatorship thesis for the 1930s) he tells us that in Germany—the most important and destructive collapse of interwar democracy—“even modest measures to stimulate the economy, subsequent analysis has shown, would have been enough to stop the Nazis’ electoral advances” (p. 177). He does not really address the central question, at least of the 20th century, of what room politicians had for maneuver. Consequently, it is hard to see how the general worry about the uncertainties and discontents of globalization should be mapped into concrete policy proposals.
In addition, the reader should be warned that this book is much more a history of globalization than it is of global capitalism. Little time is spent discussing national differences in capitalism or debating whether there are separate regional models. The book assumes rather than demonstrates that one form of capitalism is in accordance with the logic of history—namely, the form that is dominated by large, management-run, and diversely owned multinational corporations that operate on much the same principles of corporate governance in any country. At a time when the chief executive of IBM has proclaimed that the age of the multinational corporation is over, it might be worth questioning the usual narrative of the existence of only one form of capitalism.
Harold James
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At the beginning of the 1990s, the Brady Plan, under which nonperforming commercial bank loans were restructured into tradable bonds, inaugurated the most recent wave of capital flows to emerging markets. This year, as one Latin American country after another retires its Brady bonds, there is a sense that an era is drawing to a close. Throughout this period, Guillermo Calvo has been at the center of the debate over the character and efficacy of those capital flows, at the IMF, at the Inter-American Development Bank, and in academia. Timing is everything in comedy and scholarship. One cannot imagine better timing for this book’s publication.
Collected in this book are all of Calvo’s important articles on capital flows and crises, starting with his prescient work with Leiderman and Reinhart that, as early as 1993, questioned the sustainability of the new wave of capital flows. These articles observed that capital tended to flow equally to emerging markets that had traveled far down the road of structural reform and to others whose journeys had barely begun. This pointed to the role of conditions in global financial markets—ample liquidity, the carry trade, and investors’ growing tolerance for risk—in influencing the pattern of capital flows. And, if global conditions were so important for the direction of capital flows, Calvo warned, it was possible that as interest rates rose in the United States and global financial conditions tightened, the direction of flows might reverse, bringing the entire house of cards tumbling down. Parallels anyone?
Many of us tend to forget, perhaps because of Calvo’s soft-spoken nature, the number of intellectual and policy debates over the last 15 years to which he has made fundamental contributions. He was one of the first to question the applicability of familiar first-generation models of the monetary and fiscal roots of crises to the wave of 21st-century financial crises that began in Mexico in 1994. He was one of the first to highlight the role of financial factors such as high levels of short-term debt and currency mismatches. Similarly, he was among the first to link so-called second-generation models with multiple equilibriums. He saw how a bridge could be built from these models to popular discussions of contagion and how this last concept could be given analytical rigor. And he drove home his points by showing their applicability to the Mexican crisis, the Russian crisis (1998), and the Argentine crisis (2001–02).
His impact on policy was slower in coming. In a series of new commentaries, Calvo describes how his pioneering papers, written while he was an Advisor at the IMF, were greeted with skepticism. Officials did not like to be told that investors’ new willingness to lend to developing countries was not testimony to the miracles of Fund-supported structural reform programs. They were less than sympathetic to the idea that even countries with low inflation and balanced budgets were still vulnerable to crises. Having done a stint at the IMF myself, I can attest that not a few high-level staff members saw this attention to contagion and self-fulfilling crises as merely the fashion of the day and thought that the institution’s preoccupation with financial fragilities represented a dangerous diversion from more fundamental monetary and fiscal matters. It is thus all the more striking how many of Calvo’s core ideas are now conventional wisdom in the IMF and integral to its day-to-day operations.
The one point in the analysis that is less than fully convincing is when Calvo considers the implications of these ideas for reform of the international financial architecture. He argues that the vulnerability of emerging markets, even those with strong monetary and fiscal fundamentals, to sudden stops and reversals in the direction of capital flows creates an argument for a global rescue fund administered by an international lender of last resort. One suspects that this idea will be more warmly received than some of Calvo’s earlier brainstorms in the upper echelons of the IMF. In practice, however, it raises serious issues of moral hazard for both emerging market governments and international investors.
Collections, even of papers as significant as these, often elicit a mixed reaction. Rereading them is not unlike watching a favorite old movie: the element of surprise is missing, but the viewer is better able to appreciate the director’s craft. And Calvo is, indeed, attempting to teach us something about the economist’s craft. He explains that most economists occupy extreme points on the methodological spectrum: they work either on discovery or on applications. The profession includes skilled theorists capable of building elegant abstract models formalizing new ideas and applied economists fundamentally concerned about understanding economic data, but few economists with the intellectual breadth and the capacity to function without sleep, which are the prerequisites for working in both areas.
Calvo has made fundamental contributions to both theory and policy. More impressive still, he made them not serially—theory when young, policy work when not so young—but in tandem over the course of a long career. The most powerful message of Calvo’s book is that the rest of us should sleep less and, like him, work closer to the center of the methodological spectrum.
Barry Eichengreen
University of California, Berkeley
William Easterly
Penguin Group, New York, 2006, 400 pp., $27.95 (cloth).
William Easterly divides the world of aid into “planners” and “searchers.” The lead planner is Jeffrey Sachs, who argues that The End of Poverty (his recent book) requires only directing a lot of money and applying the latest technologies to the problem. Sachs’s underlying premise is that countries are caught in a “poverty trap,” with poverty begetting poverty. His solution is for the United Nations to coordinate a massive effort, with the assistance of donors and international financial institutions (including the IMF), to help countries formulate comprehensive plans to meet the Millennium Development Goals by 2015.
Easterly argues engagingly that this approach is hopelessly flawed. In his review of aid and development, with a section on colonization and foreign military intervention thrown in for good measure, he combines sometimes moving on-the-ground anecdotes with well-chosen country examples and authoritative reviews of the economic and development literature.
Among his key points are that, although today’s poor countries have received substantial aid over the decades, it doesn’t seem to have done them much good; aid agencies are generally unaccountable, especially to the intended beneficiaries; there is little actual evidence of the poverty-trap view of the world—today’s poor countries are not those of previous decades; and the impulse required to generate sustained development must come from within, not from foreigners.
The book is longer on criticisms than on solutions. In fact, Easterly takes pains to emphasize that he has no alternative grand solution to the development problem. But he argues for a dramatic scaling down of expectations about what aid, and foreign involvement more generally, can achieve: foreigners cannot bring growth and development, but they can, if they avoid grandiose illusions, help some very poor people. In this spirit, he proposes another way of thinking about aid: donors should be “searchers,” who experiment with ideas, get lots of feedback from the proposed beneficiaries, and keep an open mind about what works. Of course, being a planner is more exciting—just talking about ending poverty makes people feel good, even if nothing good comes of it.
In the end, the book is more powerful in its condemnation of outside solutions than of planning. Easterly does not seriously engage in the debate about the role of major state-led initiatives or other manifestations of planning in, say, the success of many East Asian miracle economies. Nor does he entirely squeeze out the thought that, in some countries and in some circumstances, there may be scope for big, coordinated investments to help ignite development. But he is more convincing in showing the ease with which donors (and military interveners and colonizers) have been able to fool themselves about the prospects for radical outside solutions. For this reason alone, Easterly’s voice belongs inside the head of anyone practicing development, not only as a counterweight to Sachs’s voice, but also to remind us, when we do something Easterly might ridicule, to think twice.
There is one common thread to the Easterly and Sachs views: aid institutions, including the IMF, behave almost mysteriously badly. For Sachs, these institutions are insufficiently ambitious, while to Easterly they are too caught up with planning top-down solutions. That these two could disagree so spectacularly about the reasons for the failures of these institutions suggests that they may both be missing something. The planning that Easterly denigrates dominates the discourse of Sachs, Bono, and other top stars of the development universe. Most development practice, however, recognizes the need to find locally owned solutions and to test them on the ground. But that is hard to achieve. Faced with a huge and desperate problem, a desire to help, and the occasional partial success, people understandably keep trying. Sebastian Mallaby’s The World’s Banker, published last year, describes with more understanding how we have arrived where we are, and The Macroeconomic Management of Foreign Aid: Opportunities and Pitfalls, published by the IMF last year, provides in one volume a balanced, if more technical, overview of current aid debates.
The urge to synthesize Sachs’s and Easterly’s ideas or to find some common ground between them is dubious—their perspectives are so different—but impossible to resist. For our own work at the IMF, we might consider two Easterlyesque points. First, economists do not know much about how to get growth going, and, second, solutions imposed from the outside rarely work. Thus, we must carefully weigh our reaction when a recipient country wants, say, to massively scale up public investment. We should be cautious about saying that this will not work; as searchers, our job is to help design a plan to make the best of this approach. On the other hand, when a country chooses a strategy of export-led growth and reduced aid dependency, we need to support that as well, even if it means taking some hits from planners like Sachs.
Andrew Berg
IMF Policy Development and
Review Department
Raghuram Rajan
THE RECENT volatility in the Indian stock market seems to mirror a worldwide reassessment of emerging markets, rather than reflect specific concerns about India’s future growth. There is an underlying strength to the Indian economy that will likely continue. Nevertheless, it is a good time to reflect on what might constrain India’s future growth. While much attention has been focused on the need for government action here or there, what is less commented on is the nature and purpose of government. In my view, it will be increasingly important for India to exchange its paternalistic, directive government, which seeks to remedy every wrong through a subsidy, a quota, or a scheme, for one that creates an enabling environment for the people and unleashes their entrepreneurial zeal. This will require a change in the mindset of the people, a change that is happening but will have to accelerate.
Why do I argue in this way? Does a poor country not need a directive government to redress past wrongs and inequities? Indeed, India’s government has always tried to direct the path of economic growth. Invariably, the path realized has been different from the one intended, with mixed consequences. Even today, the government is being pressed to push the economy in this direction or that to achieve this outcome or that. But increasingly, such direction will come into conflict with the outcomes dictated by the market. Something will have to give, and if it is the market, it will come at the expense of economic growth, as India has discovered time and again. Instead, a focus on creating an enabling environment that provides access for all to education, health care, finance, and, yes, a minimum safety net—indeed, a focus on spreading opportunity rather than mandating outcomes—will be a better way to achieve both growth and social justice.
Why do I think the change in mindset is overdue? Because of past government policies that had unintended consequences, India, unlike the typical developing country, has world-class capabilities in information technology (IT), pharmaceuticals, and finance, as well as increasingly in skill-intensive manufacturing. Its young population, and the growing share of the population in the labor force, will surely prove an asset in the years to come. But its growth and success stories of the past 25 years mask two areas of serious concern.
First, India is not creating enough jobs. The conventional wisdom is that the path to creating jobs is through East Asian-style, labor-intensive growth. The conventional wisdom is a recipe for direction—to identify the priority sectors, protect them from competition, and throw resources at them, for example, so that they can upgrade technology.
But could the path lie elsewhere? For instance, it may be easier for India to build on its strengths and develop a strong and well-paid export sector in finance, business processes, IT, and other skill-intensive industries than to foster export-oriented labor-intensive manufacturing. Domestic demand-led growth, including through providing services to these well-paid employees—that is, jobs in restaurants, hotels, tourism, construction, and retail—may be India’s idiosyncratic path to development.
I am not implying that labor-intensive manufacturing is unlikely to be the answer, only that the enabling government would not latch onto a particular solution as the answer. Instead, it would ask what prevents a vibrant private sector from creating jobs in such a labor-abundant country and then go on a war footing to remove the constraints.
Much of the blame for the lack of job growth lies with archaic labor laws that protect a few at the expense of the many, creating the paradox of a poor country with excess unskilled labor specializing in skill- and capital-intensive sectors. If an industrialist knows that every time he hires, he hires for life, he simply is not willing to take a chance. He would rather forgo expansion unless he is absolutely certain of continued demand. And, indeed, when he expands, he would rather rely on machines, or more easily fired skilled workers. The result? Recently, Bajaj Auto opened a new factory with virtually no unskilled workers: why bother dealing with unions and the labor they represent?
But changing labor laws is not just a matter of statutory change. Social justice demands that workers have redress against arbitrary dismissal—indeed, if they have no such redress, they will seek it through extralegal means. Job flexibility is much less unattractive for workers when they know they have rapid and low-cost access to courts that can protect them against arbitrary termination. In the absence of a well-functioning judicial system, is it any wonder that workers prefer a prohibition against firing?
And, clearly, workers will resist change unless there is a minimum safety net that holds them above water when they lose jobs and helps them find new jobs. It is the government’s role to create such a safety net, a net that protects individuals, not firms.
In sum, achieving true labor market flexibility, while creating a fairer, more growth-friendly environment for all workers—and not just the minority who are currently in the organized sector—will require systemic change. Let me now turn to other proximate causes for slow job growth.
Labor market flexibility will not compensate fully for poor infrastructure. In the highly internationally traded industries that typically hire unskilled labor, margins are very thin. Because poor infrastructure increases costs—if it takes 10 days to load cargo, that is 10 days more that inventory has to be carried on the books—low-margin, labor-intensive industries may continue to be uncompetitive in India unless infrastructure improves. Similarly, value-added agricultural production will also remain a pipe dream. Improved infrastructure will allow greater access to markets and, thus, to jobs, and is an essential ingredient for job growth.
Another reason for low unskilled employment may be that all available labor is not of the right quality. Workers who haven’t had adequate nutrition or health care are more prone to illness and are therefore less productive. Better health care and universal primary education are necessary complements to labor market reform and improving infrastructure.
Here again, a directive government would focus only on resources. It should instead ask why, on any given day in a government school, 25 percent of teachers are playing truant, only 45 percent of teachers are teaching, the poor are willing to pay hundreds of rupees a month for a private school while avoiding the free government school, and private school teachers show up to teach as often as government school teachers even though they earn only one-eighth to one-fourth the salary. While resources are part of the answer, the government must also focus on how to improve incentives—to enable, which means, for example, confronting powerful teachers’ organizations.
Also, even though the excessive past government funding of tertiary education was an aberration, industry and services have specialized in such a way as to need a steady input of qualified students. As India redresses its previous neglect of primary education, it needs to multiply institutions like the Indian Institutes of Technology and regional engineering colleges, on which its current success is based. This does not mean opening more government-aided institutions. Instead, it means enabling, by encouraging more entry by private and foreign institutions while maintaining standards through a transparent system of accreditation. Unfortunately, in India, higher education continues to be one of the last bastions of the “license-permit raj,” where entry continues to be restricted and government regulations strangulate. This has to change.
My second, and related, concern is rising inequality between rural and urban areas, fast-growing and slow-growing states, forward castes and backward castes. Before the economy was liberalized in the 1980s, states and communities grew at the same inefficient and sedate pace. With a more market-driven economy, economic disparities have naturally increased, bringing to the fore the concerns of those who have political power but little economic power.
These tensions result in greater fear of, and antipathy toward, market-oriented reforms, as well as a variety of demands—from populous but lagging states for a greater share of the tax revenue, from obsolete firms for subsidies to invest in new technologies, and from disadvantaged groups for more quotas in colleges and jobs in private sector firms, to name just a few. The reaction of a directive government is to give in to demands—but that is only a temporary populist solution, though it has the advantage of good optics and of being immediate. The deeper problem is that these demands will only increase in an unbounded way unless the root cause of inequality is tackled. And that is unequal access to education, to health care, to finance, to markets, and even to justice—in short, unequal access to opportunity. Inequality creates a desire to level the playing field down by mandating outcomes or socialism. That is the easy option and one that India has tried before. The best counter is to level the playing field up by expanding access to opportunity, and this is indeed a role for an enabling government.
Why is government in India so directive? I can offer only conjectures. Perhaps it is a result of India’s colonial government viewing its citizens as untrustworthy children, to be minded and provided for, and the “brown sahibs” that followed, inheriting this mindset of government as mai-baap (mother and father). Or perhaps it is because the Soviet economy was the exemplar of development when India obtained independence. Whatever the historical reason, a directive government generates constituencies that want it to be directive, a society that sees government as distributing resources rather than as enabling, a society that Anne Krueger famously referred to as the rent-seeking society.
Even as some parts of Indian society have changed to embrace a market economy, large parts have not, which is why the nature and mindset of much of Indian government has not changed. Indeed, as democracy becomes ingrained in Indian society, government is becoming of the people, in that people vote to install it. In its early days, Indian politics was dominated by a few elite groups, but this is changing, so government is becoming by the people. What is less widespread is the belief that the purpose of government is to expand opportunity for all—government for the people. Instead, the purpose of capturing government is to direct its benevolence and its purse toward one’s own community or group. First the elite did it; now it is the turn of the others.
“I see a more evolutionary change: as more and more people in India obtain access to, and see opportunity in, the market economy, they will press for a more enabling government, and Indian democracy will respond.”
Let me offer two examples of how this focus on special interests is still affecting policy in India. Consider the large fiscal deficit, which interferes with much-needed public investment. The deficit is bloated by misdirected subsidies, of which those for gasoline are the most recent egregious example. Who consumes gasoline? Largely the rich and the vocal middle class; the poor consume kerosene, which remains heavily subsidized. If subsidies for gasoline have to continue, how will they be paid for, given the limits to the fiscal deficit? By cutting back on the much-needed public investment that would benefit all. Even though key government figures recognize the costs of these subsidies, it is all too easy for politicians to accuse those who favor withdrawing them of being anti-poor. The public, it would appear, simply doesn’t do the full calculus and understand that gasoline subsidies are truly anti-poor. Or segments of the public understand too well the nature of Indian polity—that it is still about rents rather than public investment—and would prefer that they capture the subsidies rather than give them up to someone else.
Consider next a laudable recent scheme to create export promotion zones where firms will have an environment, including infrastructure, that will allow them to be internationally competitive. This is indeed praiseworthy. Yet even here interest groups are pushing for tax holidays, which are being supported by some segments of government. Not only will such holidays make the government forgo revenue it can ill afford to lose, they also offer firms an incentive to shift existing production to the new zones at substantial cost to society. Of course, the government says that only new investment will benefit, but who is to judge what new investment is? The poorly paid tax inspector? And will firms not also shift all investment that would have taken place outside the zones to the new zones, thus depriving the government of revenues? India must absorb the lessons of its own past: if you create perverse economic incentives and then rely on bureaucrats to stand in the way of businesses exploiting those incentives, the outcome will be little more investment than would otherwise have happened and a lot less revenue, but much richer bureaucrats.
Let me conclude with lessons I draw from India’s highly regulated past. First, India’s past policies relating to science and education, no matter how distorted, gave it capabilities in skilled manufacturing and in services, where its comparative advantage now lies. India should not sacrifice this advantage in a blind attempt to follow the East Asian path of unskilled, labor-intensive manufacturing. In particular, it should remove distortions that hold back its areas of strength: the overregulated higher education system and the sclerotic legal system. But it also needs to remove the disincentives for the creation of unskilled jobs, not just by getting rid of archaic job protections while building a genuine safety net for all workers but also by improving infrastructure, especially in laggard states and rural areas so that they connect better to the larger economy.
Second, the government can’t simply legislate outcomes or achieve them by offering resources or subsidies, especially as the economy becomes more market-oriented. Indeed, such direction can be counterproductive. What the government intends and what materializes can be very different because of the way people react to policy. The government must focus instead on getting the environment right and thereby spread opportunity.
Third, the government, by and large, will not refocus in a vacuum. I do not believe that there will be a revolutionary change in government attitudes because Indian society is not ready for it. Instead, I see a more evolutionary change: as more and more people in India obtain access to, and see opportunity in, the market economy, they will press for a more enabling government, and Indian democracy will respond. The sooner this happens though—and reformers in government can play a role in expanding access—the better it will be for India: better governance and wider opportunity—rather than turning back from market-oriented reforms—will be the way to social justice and a more prosperous, fairer India.
Kazakhstan’s economy has performed strongly over the past half decade. A rapid expansion in hydrocarbons production, supported by a prudent macroeconomic policy framework, has led to major economic and social gains.
Real GDP growth has averaged about 10 percent a year since 2000, with especially rapid expansion in construction and services.
…and there has been a marked improvement in poverty indicators.
Rising oil revenues have led to widening fiscal surpluses and lower public debt, implying significant room to further expand spending to meet social and infrastructure needs.
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1The Gini index is a measure of inequality, with 0 representing perfect equality and 100 representing complete inequality.
As a result, per capita income has tripled, the unemployment rate has declined …
Increasing oil production and the rise in world oil prices have translated into higher export earnings.
Inflation fell sharply in 1999–2001, but recent developments point to mounting risks in the banking sector and the need for a tighter monetary policy.
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