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1  Introduction

E urope stands on the cusp of a demographic revolution. Over the
next few decades,the make-up of Europe’s population will c hange
substantially. The baby boom generation — that large cohort born
between the late 1940s and mid 1960s — will gradually move into
retirement, swelling the ranks of the over-65s. The generations
behind are much smaller — a legacy of decadesof low fertility levds
in almost all European countries. Europe’s changing demographic
profile poses politic al, economic and sodal challengesthat are as
important as climate change, security and globalisation.

Mo st assesments of Europe’s demographic outlook take a deeply
pessimistic view of the continent’s future. Many commentators
warn that Euope’s changing demographic make-up threatens to
blow a hole in government budgets, derail national ecmnomies, and
leave European countries enfeebled in the face of competition from
younger countries elsewhere. American consevatives have acaised
Europe of “committing a form of demographic suicide”.? Even
European analysts have warned of an old 1 George Weigel, ‘The cube and
and decrepit continent becoming irrelevant the cathedral: Europe, America
on theworld stage? Much of their analysis and politics without God’ Basic,
shares the dismal world view of the 2095

founder of modern demo.graphic science, Philippe Colombani, ‘Le
Thomas Malthus. It is marked by commercemondial au XXI
demographic determinism — the ideathat siécle:scénariospour I'union
demography dictates human destiny. Européenne’,IFRI, 2002.

This paper sketches out a more optimistic view of Europe’s future.
Thereare two good reasons to believe that Europe’s demographic
problems are overstated. One is that the looming demographic
changes may not be assevere asmost commentators maintain. The
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g reatest challenge is posedby the passageof the large baby boom
generation into retirement. But by mid-century, dependency ratios
— that is, the proportion of workers to non-workers — will begin to
stabilise. Europeis not in any casethe only part of theworld facing
major demographic change — all developed countries, and a
growing number of developing countries, are going through the
same process.A second reason for optimism is that thereis much
that the continent can do to adapt to demographic change Pension
and healthcare systems are being overhauled and reforms to
European labour markets should help to mitigate the adverse
impact of ageng on public financesand the economy. This essay
argues that at root Europe faces a rectifiable labour market
challengerather than an insoluble demographic crisis.

This esayis organisedin three parts. Chapter 2 placesdemogragphic
change in a historical and global context and considers the
challengesfaced by differeat parts of Europe. Chapter 3 discusses
whether governments can or should seek to change underlying
demographic trends through immigration or by attempting to
stimulate birth rates. Chapter 4 examines the likely economic
impact of Europe’s demographic trends and explores how policy-
makers might seek to med the challenges that arise. The paper
concludeswith a number of policy recommendatio ns and thoughts
about the future.

2 The European demographic
challenge in context

Europe has entered a period of relative demographic decline. Its
shae of the world population has fallen s yn population Division,
from 12.5 per centin 1960 to 7.2 per cent ‘World population prospects:
now. On current projections it will fall to The 2004 revision’, 2004.
just 5 per cent by 2050.3

Share of world population
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Source: United Nations, ‘World population prospects: The 2004
revision’, 2005.



4 Growindold!gracefully

Europe’srelaive demographic decline has beendriven by a shap fall
in fertility rates, which ar e now among the lowest in the world. The
averagefertility rate in the EU-27 stood at 1.5 children per woman
in 2005, compared with 2.7 in 1965. UN figures suggestthat 14
European countries will seea declinein their population by 2050.
Thiswill bethe reailt of afall in fertility ratesbelow the replacement
rate — that is the average of 2.1 births per woman defined as
necessay to maintain a stable population — and negligible
immigration. As the fertility rate declines,the averageage of the
population will rise rapidly.

Total fertility rates 1950-2005
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Sources:Eurostat and United Nations, 2005.

Three myths about European demographics

The decline in Euope’s share of the world population, allied to the
ageing process, has led many commentators to offer gloomy
p rognoses for Europe’s future. But some of thes are based on
misconceptions about the nature of demographic change. In
patticular, it isimportant to dispelthreemyths: first, that a dedining
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fertility rate is a recent phenomenon; second, that falling bith rates
are a uniquely European challenge(or at leastthat the scaleof the
decline is markedly greaterin Europe than elsewheg); and third,
that the current highly favourable age structure of the population
representsa ‘normal’ state.

* Fertility decline is not a new phenomenon

Most discussions of declning fertility ratestake astheir starting
point the dip below replacementlevds, which occured in many
European countries between two and four decades ago. By
contrading exigting sub-replacanent lewels across Europe with
‘baby boom’ fertility rates,the impression is given that falling
ferility is a recent phenomenon. In reality, fertility in most
European countries and the US has been declining since the
industrial revolution. Fertility ratesin France for example,
peaked as ealy as 1800. Between 1850 and 1950, France had the
oldest population in the world, causing much soul-searching
amongits politica elite and prompting some of thefir st attempts
at pro-natal policies in modern times. Seen over a long
timeframe, it isthe post-war baby boom, which broke along-un
trendtowards lower fertility rates,that looks like an aberation.
Therealdepaturein recent decalesisthe fall of thefertility rate
below replacemert levels. Demographers attach great importance
to national replacement rates, but for the individuals making
ferility dedsions suchnumbers are irrelevant. Thereis nothing
unnatural about fertility rates dedining below replacement levels.

* Fertility rates are declining worldwide

A secondcommon misconception is that declining and sub-
replacementbirth rates are a specifically European problem.
Fertility is actually falling in almost all regions of the world.
According to the United Nations (UN), global fertility rates
have declined from 6.0 to 2.8 since 1972. Over half theworld’s
population now lives in regionswith fertility rates below the
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replacement levd. Sub-replacement fertility is no longer the
preserveof developedcountries and China. UN figures show
that 25 developing countries, are already at or below
replacementlevels,including Cuba, Iran, North Korea and Sri
Lanka. The UN’s projections suggest that most developing
countrieswill dip below replacementlevel by mid-century. This
seems a reasonable assumption on existing trends, but
predicting fertility ratesremainsa tricky business.There are a
handful of countries, such as Argentina and Uruguay, where
fertility rates fell sharply from pre-industrial highs but
subsequentlyremained slightly over replacementlevelsfor as
long as50 years. And fertility ratesin Israeland Malaysia have
held firm at around 3.0 for the last decade.

* Europe’s current demographics are unusually favourable

A final misconcepion is that the current age structure of the
population — particularly the ratio between workers and the
retired—is ‘normal’. M any commentators make anurflattering
comparison betweenthe dependencyratio of workersto retired,
which currently stands at around 4:1 in Europe, with a
projected rate of 2:1 by 2050. Commentators and some
govemments have used thes statistics to warn of a looming
pensions and public spending ‘time bomb’ and to insist on
u rgent fiscal and other reforms.

Thereare two objedions to basing the needfor radical policy
changessdely on thesedependency ratio measures. First, a
significant part of the worsening trend is specific to the
demographics of the baby boom generation, the large
geneational cohort born betweenthe end of the war and the
mid-1960s. At present, the working age population is swollenby
this group. As they move into retirement, the non-working
population is setto increase shamply — while the numbers of
working agewill decine. But asthe baby boomersgradually die
off, the proportion of workers toretired will dowly stabilise. In
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Gemany, for example, the ratio of workersto retiredisforecast
to improve dightly after 2040 while in the UK it i s projected to
be broadly static. Second, the emphads on the ratio between
workers and retired givesan incomplete picture of dependency
rates. Childrenare also dependants. Dedining fertility rateshave
resulted in a fall in the proporion of dependentchildren within
the population. The ratio of children and retiredto those of
working age —thetotal dependency ratio —will not rise as steeply
in the coming deades The rise in the numberof retired will be
parially offsd by a decinein the number of dependant children.

In many countries, total dependencyratios in 2050 will look more
lik e those of the 1960s — when the majority of the baby boom
generation were still children — than the 4 Gary Burtless, ‘Does

present day. In the US, for example, the population ageing repreert a

dependency ratio peaked in 1965, when oissfor rich saeties?’, Brookings

there were 95 dependants for every 100 '"Sitution, Jaary 2002.

adults. By 2050 the figure will be 80 dependants for evey 100
work ers — admittedly much higher than the uniquely favourable
figure of 49 in 2000, but still markedly lower than in 1965.# Even
this measure of dependency fails fully to capture the balance
between working and dependent populations — especially in
European countries where rates of employment are low. Adults of
working agewho do not work can also be thought of asdependants.
An increase in labour force participation, allied to a rise in
employment, can therefore help to reduce the ratio of economic
dependantsto workers.

Europe: one demographic challenge or many?

There are certain demographic factors common to all European
countries. Every EU member-state has a fertility rate below the
replacement level and will experience asharp rise in the number of
people in retiranent over the coming decades. But there are also
striking diffe rences in individ ual countries’ demographic outlooks.
Even small differences in fertility or immigration levels now can
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have major consequencesby mid-century, aspopulation projections
for Europe over the next 50 years illustrate. Although the
population in three EU member-states— France, Ireland and the UK
—is setto rise between 2005 and 2050, it is already falling in many
of the EU’s Central and Eastan European member-states. Other
countries will soon follow, including Germany and Italy. National
differences will have an important bearing on EU countries’ policy
responses.In the UK, for example, the current politic al debate is
morefocusedon concerns abaut population growth resulting from
high ratesof netimmigration.

Total dependency ratios 1950-2005

-:U - France - LsA, China
L - UK m Germany Jagan N India

2
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1920 19ed 1970 19a0 1990 2000 2010 2020 2030 J040 2050
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Source UN, ‘World population prospects The 2004 revision’, 2005.

‘Lowest-low fertility’

Demogaphers hawe recenty coined theterm ‘loweg-low fertility’ to
referto countrieswhere the total fertility rate (TFR — seebox) has
droppedto 1.3 or lower. Lowes-low fertility is a recent phenomenon
which first beame apparent in countries such as Sain and Italy at the
begnning of the 1990s. Thesecountrieshave now been joined by a
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number of others, including Gemany. The population of a country

with a TFR of 1.3 would halvein just 45 years. To put thisin context,

Gemany has had below replacenent lewel fertility ratesfor over 30
years but its population is only now on the cusp of decline. If

G emany maintains its fertil ity rate at its 2005 level of 1.32, its
population — without net immigration — would halve in 46 years. By
contrast, at current fertility ratesit would take 200 yearsfor Frances
population to suffer the samededine. Lowed-low fertility also has a
marked impact on the age sructureof the population. At present
ferility levek, the median age in Italy is projectal to risefrom 42.2

now to 52.7 by 2040. This compaes with a projeded increae from

39.1 to 44.4 in France ower the sane peaiod.

Total fertility rate

The total fertility rate (TFR) is the standard demographic measure of the
average expected number of births in a woman'’s lifetime. It is constructed
using the recorded births in the previous year, which are then adjusted to
take into account the individual’'s age. From this data, the estimated total
number of births during childbearing years is calculated. The TFR is thus a
projection of the fertility rate, rather than the actual measure, called the
completed fertility rate, which can only be calculated once a generation of
women have passed their childbearing years. This means that the TFR can
fall rapidly if women choose to postpone births — even if the decline in the
completed fertility rate is ultimately more modest.

Demographers are divided as to whether lowest-low fertility
represerts a temporary shock — and fertility rates will rise back
towards levelsseenelsewherein Europe — or whether it will prove
more enduring. As the box above explains, the TFR measure
sometimespaints too pesémistic a picture of the longer run trend. In
Central and Eastern Europe the dedine in fertility rates closely
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correlates with the end of communism, when many of the child
support structures collapsed, including nurseries and family
allowances. Women may have chosen to postpone birth s due to
economic and social uncertainty. Consequently the birth rate may
rebound as prosperity and security returns. In somecountries there
is tentative evidence of a bounce back in fertility. In the Czech
Republic and Estonia, for example, fertili ty rates haverisenover the
pas five years. However, the TFRs of other Central and East
European countries, such as Lithuania, Poland and Slovakia, have
continued to decline.

In the old EU-15 countries, the picture is equally mixed. Italy and
Spain have seena pick up in their fertility ratesfrom their troughs
in the mid-1990s while Germany remains only just above its low
point. But evenin those countries with an improving trend, thereis
no certainty about how far or how long this revival will continue.

Childlessness and one-child families

Another distinctive feature in parts of Europe is the rise in the
number of people without children. In severalcountries, notably
Austria and Gemany, childlessnesss a key cause of thefalling birth
5 Herwig Birg, ‘Auswirkungen rate. In Germany, for example, the shae of
und Kostender Zumwanderung  childlesspeople hasrisen from 11 per cent
nach Deutschland’, Institut fir 3 mong those born in 1940 to 32 per cent
Bevolkerungsforschungund for thoseborn in 1965.5
Sozialpolitik’, 2001.
Therisein childlessnessis not directly correlatedwith fertili ty rates.
In Italy and Spain, for example, the low birth rate is assogated
with the prevdenceof one-child families In Span, the proporton of
women with only one child rosefrom 7.5 per centfor women born
in 1940 to 28 per centin 1965. By the sametoken, somecountries
with relatively high fertility rates also have high levels of
childlessnesslreland has the secondhighesttotal fertility rate in
Europe with 1.88 children per woman, but childlessnesshasrisen
from5 to 16 per cent Similarly, the UK hasa TFR of 1.84 while the

The!Europeanidemographicichalengein!context m

percentage of women without children has almost doubled fom 10
per centamong women born in 1945 to 18 per centfor thoseborn
in 1959. The percentage of childless women remains low in
relatively high fertility France(8 per cent) aswell asin low fertility
Sain, whereit hasonly risenfrom 8 to 10 per centdespte the sharp
fall in the birth rate.

The growth of childlessness in countries such as Austria and
Germany poses fresh challenges for policy-makers. Some
demographers are concerned that childlessness is gradually
becoming a sodal norm in many European countries. The fear is
that the practice will carry over into the next generation in even
g reater numbers, causing far more rapid population dedine. At the
vely least, the growth of childlessness raises questions about the
p rovision of social policies, such aslong-term care for the elderly.
The rise in childlessress could, for example, lead to a collapsein
‘infor mal’ care by relatives, leaving a substantial body of the
population potentially more reliant on the state.



3 Can governments alter long-term
demographics?

In theory at least, European govemments could try and fix their
demographic difficulties by altering the underlying dynamics of
population growth. Over the past few years, there has been a
growing debatewithin Europe about whether governmentsshould
favour policies that seekto achievethis goal. Suchpolicies broadly
take two forms: ‘pr o-natal’ policies — that is, measures such as fiscal
incentives designed to stimulate a rise in the birth rate; or a
relaxation of immigration policies so as to boost the influx of
younger workers and consequentlythe population of working age.
This chapter discusses whether either option represents a viable
answerto Europe’s demographic challenge.

The return of pro-natalism

Pro-natal policies have a long and often unsavoury history.
Ancient Babylonian, Greek and Roman civilisations all used laws
to strengthen the family in an effort to increasefertility . In the last
century, authoritarian regimes tainted pro-natalism by employing
coercive and illib eral measures in an effort to boost the national
population. N evertheless, pro-natalismis enjoying something of a
political rehabilit ation acrossmuch of Europe. Proponents of pro-
natal policies include political conservatives who want to
reintroduce “traditional values’. However, most of the debate
now focuses on the desirability of “family friendly” measures
which would make it easier for parents to combine work and
children, along with financial incentives such as tax reductions
and childcare benefits.
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Theliberal casefor pro-natalismrestspartly on survey evidence that
suggestghat many women are not having the number of children
they would like. In the UK, the Institute for Public Policy Reseach
(IPPR), a think-tank, has estimated that women in aggregateare
having 90,000 fewer children each year 7 ke Dixon and JuliaMargo,
than they would ideally like.” In the EU, a ‘Population politics’, IPPR, 2006.
Eurobarometer survey found that while
women wanted 2.36 children on average, ° Eurobarometer €5.1, ‘Child-
the actual rate is below replacementieves8 De21ind preferencesand family
issuesin Europe’, October 2006.
Several observers have concluded from
such evidence that policy-makers should devote more effort to
removing the barriers that preventwomen from having their desred
number of children — soraising fattility . Thetrouble is that it is hard
to draw firm conclusionsfrom this evidence.

Pro-natal policies in Europe

France, which has one of the highest birth rates in Europe, has also long had
the most developed panoply of pro-natal policies in the region. One feature of
the French system, which is steadily gaining attention elsewhere, is its focus
on encouraging women to have three or more children. This reflects the fact
that it is the decline of larger families, rather than the rise of families with one
or no children, that explains most of the decline in fertility in France. The
French system includes income tax reductions, based on the number of
children in a family, allied to other generous subsidies such as the carte famille
nombreuse which reduces travel costs on public transport. A reform in 2005
6 Olivia Ekert-Jaffe et al, doubled child benefit levels to S1,000 a month as
‘Fertility, timing of births and an incentive for women to stay at home and look
socio-economicstatusin France  after a third child. This focus on the third child
and Britain: social policies and appears to be paying off. A recent comparative
occupational popularisation’, study of British and French fertility rates found
Population vol 57 (3), that all social groups in France were more likely to

To start with, it is not clear how much of the gap betweendesired
and realised fertility canbe influencedby public policy. Womentend
to overestimatetheir desired number of children when young. The
responseof somewomen may reflect the expectations of society,
which in most of Europe remainsto have two or more children,

May-June 2002. have a third child than in the UK.6

France's relatively high fertility rate by European standards has attracted the
interest of some of its neighbours. The German government, for example, has
warned that unless the birth rate picks up, the country will have to “turn the
lights out”. It has introduced a series of reforms designed to boost the birth rate,
including a requirement that men take two months off work to look after new-
born children if they want to qualify for state-funded welfare support. New
state-funded maternity/paternity payments, which came into force in January
2007, compensate two-thirds of previous income, up to a maximum of S1,800
a month. Parents can also offset up to S3,000 of childcare costs each year
against tax. Sweden does not pursue an explicitly pro-natal policy as such, but
its ‘family friendly’ measures are often held up as a model for a liberal form of
pro-natalism: one which increases the choices available for women to combine
work and children. Sweden has introduced generous maternity and paternity
provisions, in addition to a well-developed system of universal childcare. These
measures helped to lift fertility rates in the late 1980s, but the boom in
childbirths petered out in the 1990s.

rather than their real desres. The recent Eurobarometer survey
found that fertility problems related to health or lifestyle issues,
suchasthe failure to meeta suitable partner, are the most common
reasorsfor not achieving the desred number of children. Also, men
on average want fewer children; and they have an important
influence on fertility decisions.

In any case, thee are grounds for doubting the effectivenessof pro-
natalist policies It is true that Frances birth rate rose in the late
1990s, following a refomof the ‘allocation parentale d’éducation’,
a benefit paid to motherswho chos not to work after the birth of the
secondchild. One study concludesthat around half of the increase in
births between 1995 and 2000 can be 9 Guy Laroque and Bernard
diredly related to this reform.® But it is too Salanié, ‘Doesfertility respond to
early to assess whether the latest surge finandalincertives?, CEPR
re p resentsa sustaned increa® in fertility .

disausson paper 5007, April 2005.
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Evidence from Sweden cettainly invites caution on this front. The
family friendly measuresintrod uced in Swveden during the 1980s
pushedup fertility ratesto 2.14 in 1990, but the effed was short-
lived. By 2000, the birth rate had slipped back to 1.54. Similarly, a

Canpovernmentslaler!long-term!demographics? 7

who already have children sesk out jobs with flexible working
hours? Evidence of a positive relationship between fertility rates
and the availabil ity of child careis no more conclusive. One study

10 paul Demeny;

‘Policy challengesof Europe’s
demographic changes:From past
perspectiesto future pospects’,
The New Demographic Regime,
United Nations, 2005.

study of Quebec found that pro-natalist
policiesintroduced in the 1980s had only a
short-termimpact on birth rates. Fettility

levelsremain among the lowestin Canada
and there seemsto have been little long-
term beneft .1°

Studies of individual measures cast further doubt on the

e flectivenessof pro-natalist policies. Child-contingent cash benefits
or tax credits, by raising parental income, could lead to increased
prefemnces for children. But the evidence suggests that raising
child benefits has at best only a modestimpact on fertility rates. A
comparative study of 22 industrialised countries found that tax

11 Anne Gauthier and Jan
Hatzius, ‘Family benefitsand
fertility: An economicanalysis’,

measues have a positive impact on the
birth rate — but that it is small. It estimates
that a 25 per cent increase in family

of 21 OECD countries found a positive
relationship between the provision of
childcare and aggregate fertility .13 But a
separate study of childcare and fertility
in Sweden found no evidence that high
levels of childcare provision increased the
probability of second or third births.'*
Similarly, a Norwegian survey found that
a 20 percentage point increase in
childcare provision caused a rise of just
0.05 children per woman in a completed
fertility cohort.*® In short, while there is
some evidence that a broad array of pro-
natal policies could raise fertility rates,
the impact is likely to be modest at best.
The empirical evidence suggests that large
public outlays, combined with family

13 Francis Castles, The world
turned upside down: Below
replacementfertility , changing
preferencesand family friendly
policy in 21 OECD countries’,
Journal of European Social
Policy, vol 13 (3), 2003.

14 Gunnar Anderson et &, ‘Do
childcare characterigtics influence
continued childbearing in Sveden?,
Max-Planck Ingtitute for

D emographic Research, 2003.

15 Oystein Kravdal, ‘How the
local supply of day-care centres
influencesfertility in Norway: A
parity specificapproach’,
Population Researchand Policy
Review;, 15(3), 1996.

Population Studies,51 (3), 1997 gj|owances results in an increase of just

0.07 children per woman.'! Or, to put it another way, a £2.5
billion annual increase in public spending on child benefits would
only raisefertility ratesin the UK from 1.84 to 1.91. Other studies
indicate that the impact may be weaker still — wit h tax incentives
providing a short-term boost but having littlelong-term impact on
fertilit y rates. For example, a US study on tax exemptions for low

12 Joslle Skeeos,

‘Low fertility ratesin OECD
countries: Fads and policy
reponses’, OECD, October 2003.

income households with dependants found
a strong positive impact on family birth
decisions. But the greatest impact appears
to have been on the timing of births.?

It is even harder to quantify the impact of ‘family friendly’
policies on fertility rates. In particular, there are difficulties
establishing the direction of causality — are women having
children because of flexible working arrangements, or do women

friendly policies, usually have only a
small impact on fertility rates —and that thisis often short-lived.

The demographic limits of immigration

An oft-mooted solution to Europe’s demographic problem is to
accepthigher levelsof immigration. Pro-immigration groups argue
that new arrivals are neededin order to lower the averageageand
increase the size of the population. The median age, they point out,
is rising more slowly in the US than in Europe or Japan, partly
becauseof that America’s high rate of immigration. Europe, they
imply, should follow the US’ lead. Leaving asde humanitarian
considerations, there are undoubtedly economic benefitsassociated
with immigration — notably the fillin g of skills gaps in the host
country. But is immigration really a panacea for Europe’s
demographicproblem, asproponentsallege?
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Thereare grounds for doubting so. In the short term, immigration
has two positive effeds. It increases the size of the working age
population and it raisesthe birth rate (becausefertility ratesamong
immigrants tend to be above the replacement rate). Over time,
however, these advantages dissipate. Not only do immigrantsagein
their turn, but their fertilit y levelsnormally decline towardsthat of
the indigenous population. And when immigrants retire, they
contribute to the worsening dependency ratio — requirin g countries
to attract ever larger numbers of new arrivals to keeg the ratio
stable. Based on 1995 levels, UN figures show just how many
immigrants European countries would have to attract to keep
dependency levels constant through to 2050. Germany, for
example, would require 188 million immigrants to maintain a
stable dependency ratio, resutingin a population of 299 milli on by
2050 (up from 82 millio n at present).

The UN figuresare admittedly a litt le misleadng, asthey are basal
on the unrealistic goal of maintaining the highly favourable
dependency ratios of the mid-1990s. Even so, the underlying lesson
remains: it is impossble to see any country willing or able to
permit immigration on the scale needed to fix Europe’s
demographic problem over coming decades. It is important to
stressthat this is not an argument against immigration. There are
plenty of sound reasons for supporting some immigration. But
casting immigration as a solution to Europe’s long-term
demographic problem is not one of them.

4 The economic impact of
demographic change

Population growth is normally regarked as esential for ecoromic
growth. The American writer Philip Longman puts it bluntly:
“ Capitalism has never flourished except when accompanied by
population growth and it is now languishing in those parts of the
world where population is stagnant.” '® Europe as a whole has
benefited from an  economically ' Philip Longman, ‘The global
advantageous age structure in recent Pabybust, Foreign Affairs,
L . May/June 2004.
decadesput this is coming to an end. The
working age population will soon start to shrink while the numbers
of retiredwill jump, provoking a rise in the dependercy ratio (see
p revious chapter). This chapter discuseshow demographic change
will influencethe Europeanemnomy, focusing on threecrucial areas
of economic activity: the labour market, productivity and
govemment spending.

A drag on economic growth?

The pesdmistic view of the impact of demographic decline on
econanic growth canbetracedback at leag as far as John Maynard
Keynes. The British economist worried in the 1930s that falling
fertility would harm the economy becauseof its adverseimpact on
the number of consumersavailable to support demand. Suchsimple
detemminism has not beenfully borne out by the facts. Although they
have started to suffer from population decline, Central and East
European countries, such as the Czech Republic and Estonia, are
among the fasteg growing economesin Europe. After a decale-long
dump, Japan’s economyis now growing again evenasits population
has started to fall.
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Contemporalry economists have tended to stressthe importance of
a country’s age structureto growth, in preferenceto trendsin the
overall size of the population. Economies, for example, can
potentially benefit from a ‘demographic dividend’ —a dedine in the
fertilit y rate which reaultsin afall in the overall dependency ratio.
At the same time, the labour supply can increaseas more women
enter the workforce. This large working age population saves for
retirement, providing resources for further invesiment and offering
a boost to the economy. By some estimates, up to a third of the
East Asian economic ‘miracle’ can be attributed to this
phenomenonl? Similarly, Ireland’s recent economic successcan be
attributed partly to the impetus provided
its belated baby boom ‘bulge’

and emnomic sgnificance’, generation, following a decline in birth
Harvard Initiative for Global rates throughout the 1970s and 1980s.'8
Health, April 2005. However, favourable demographics canrot

trigger growth in isolation: governments
must adopt sensible economic policies,

virtuous growth circle.

Europe’s changing agestructure will undoubtedly act asa drag on
GDP growth in the coming years. The Organisation for Economic
Co-operation and Development (OECD) estimates that the
shrinking workforce will reduce overall economic growth in Europe
by 0.4 percentage points a year until 2025 and by 0.9 percentage
points thereafter The effect will be for trend annual growth to
dedine from 2.2 per cent at present to 1.8 per cent between 2011
and 2030, and to just 1.3 per cernt in 2031-50. Those European
countries with the worst demographics are at risk of the sharpest
slowdown in growth. Trend GDP growth in the Central and East
European member-statesis se to drop from 4.3 per cent curently
to just 0.9 per cent by 2050 — although part of this slowdown will

reflect a gradual fall in the pace of productivity growth as the
period of economic ‘catch-up’ draws to a close Across the EU as a
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L . 19 Joslle Skvos,
whole, per capitaincome growth will slow , = fertility rates in OECD

from 1.7 per cent at presert to 1.1 per cent cqyntries Facts andpolicy

by 2050.1° responses, OECD, October 2003.

Europe’s ageing population structure will have an adverseimpact
on economic growth, therefore But it does not follow that Europe
is doomed to a future of penury. This pessimistic forecast of future
growth still represents a doubling of per capita GDP from current
levels over the next half century — even asthe number of peoplein
retirement also doubles. A more comprehensive measure of
economic welfare than GDP per head would also consider the
prospects for further risesin health standards and longevity.

Labour markets

Thereis much that European governmentscan do to mitigate the
impact of a contracting population of working age on ecanomic
g rowth. For example, many European econamies remain striki ngly
i n e fficientin their use of labour. In such countries,there is plenty of
scopeto raise labour force participation and rates of employment.
For many EU countries,simply meding the EU’s ‘Lisbon target’ of a
70 per centemployment rate would substantally reducedependermy
ratios. If all EU countriesreachedthis target,it would go along way
to offsetting the negative impact of ageing Evencountrieswith high

employmentrates such as the Denmark, Swedenand the UK, still

havesubstantial pocketsof inactivity — suchasthe large numberson
incapacity benefis —that could be further reduced. So Europe faces
moreof a labour market challenge than a demogrghic crisis. This
essay is not the place to make detailed presaiptions for labour

market reformms But two geneal points are worth making.

First, policy-makers should pay greater attention to ‘total
economic support ratios’. These include not just dependent
children and the retired, but also all adults of working agenot in
employment. The merit of this broader measure of dependency is
that it helpsto highlight the problem of under-employment —which
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govemments can do something about — rather than the seemingly
intractable problem of demographic change.

Secom, policy-makers should seek to increasethe number of people
agedover 64 in work. According to the EuropeanCommisgon, just
5.6 per cent of 65-74 year-olds are in work in Europe, compared
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numbers of people in employment and the total amount of hours
worked) and changes in the rate of productivity growth. As
European countries’ workforces start to shrink, their economies
wil | become increasingly reliant on advances in productivity to
generate growth. Productivit y will not just 2 EU Economic Policy

be the main source of emnomic growth; in Committee, ‘impact of ageing

with 18.5 per cent in the US. European governments should reduce some countries it could be the only source F’:";E‘r‘ﬁogzgg public spending’,
20 Eyropean Commission, incertivesto early re tiremert and make the of growth.?3 y e
‘Economic and financial transition into re tiremert more flexible. An
consequencesf ageingpopula-  increasein the effedive retiranent age by
tF':’e’:/?é E;rOpeagEczoggzmy sewen years would have the sameeffect as a drag on productivity growth. David Willetts, a British

W Rovember ' raising employment rates to 70 per cent.?° Conservativepolitician, hasarguedthat ageingsocietieswill “have
21 john Caldwell et al, ‘Policy The dependency ratio s of the 1960s can be fewer Picassos” — youthful entrepreneurs responsible for
responsego low fertility andits  re cteated by delaying retirement to 72 for productivity-enhancing innovations.?4 2 David Willetts, ‘Old Europe?
consequencesA global survey’,  countries with TFRs of 1.6, and to 75 for Similarly, Philip Longman has claimed that Pemographic changeand

Journal of Population Research  , 5sewith TFRs of 1.3.2 “we are living in a world of declining Pensionreform’, CER pamphlet,
vol 19 (1), 2002. October 2003.

Somecommentatorsworry that the ageingprocessitself will act as

There may also be a casefor increasinglabour force participation
among the young. This ambition would needto be balanced against
the pressing needto raise education levels But comparisonswith the
US are instructive. The percentageof young men active in the EU
labour market has fallen from 60 per cent of 15-19 years-oldsin

22 Eyropean Commission, 1970 to around 33 per cent at present??
‘Report of the high level group For womenthe decline has beenfrom 50 to
on the future of socialpolicy in - 25 per cert. However the employment rate

an enlargedEuropean Union’, _ . . .
May 2004, for 15-24 year-olds in the EU is 13.4

permentage points lower than in the US
which has similarly high rates of participation in tertiary education.
This gap suggests there is room to improve employment rates
with out jeopardising education — notably by curbing excessivdy
long university courses and by educing high youth unemployment.

Productivity

Over the long term, an economy’s growth rate is determined by
two factors: changes in the use of labour (both in terms of the

inventiveness”?® This argumentis basedon

a straightforward assumption: that older 25 philip Longman, ‘The global
workers are lessinnovative and adaptable baby bust', Foreign Affairs,
and consequently contribute less to May/June2004.

advancesin productivity. Longman supports his claim by pointing to
evidencefrom the Global Entrepreneurship Monitor (GEM) that
most entrepreneurial activity is undertaken by educatedindividuals
between25 and 44 yearsold.

Although thereis some evidencethat countrieswith a higher median
age exhibit lower growth rates, the arguments in support of
declining productivity in an ageing society are not entirely
convincing. For one, they tend to confuse the related, but not
identical, conceptsof innovation and productivity. Economiescan be
productive without being innovative — particularly if they excel at
perfecting innovations from elsewhere and embedding them in
working practices.For another, while there doesseemto be evidence
that risk-taking declineswith age,asthe GEM report suggestsit is
unclear whether it is age per se that matters or proximity to
retirement. If retirement agessteadily increase,the period during
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which peoplefeel able to take risks could conceivably be extended.
In short, there is no straightforward correlation between a
population’s agestructure and its record on innovation.

Studiesof the impact of demographic changeon productivity are by
no means all pessimstic. Two recent studies, for example, have
concluded that ageing per se does not have a particularly strong
impact on productivity.?® Others have
stressedhat it is not agebut the amount of

innovation and productivity

growth in Europe’, European

Commission, 2006. Joaquim
Martins et al, ‘The impact of
ageingon demand, factor

markets and growth’, OECD

Working PaperNo. 420, 2005.

27 Inter national Labour
Organisation, ‘Protected

mobility for employment and

decentwork: Labour market

security in a globalisedworld’,

2005.

Public finances

time spentin ajob that mattersin terms of
improving productivity. An individual's
productivity continuesto increaseup until

around 13 yearsin one job and then goes
into decine.?” Ratesof productivity growth

might evenintensify becausea scarcity of
labour will encouragea more efficient use
of resources. Economic historians, for
example, havedrawn attention to the surge
in productivity and innovation that helped
redressthe labour shortagescausedby the
Black Death in medieval Europe.

28 EU Economic Policy : 4 g _
Committee, ‘Impact of ageing have curtailed the projected increase in

populations on public spending’,  public spending significantly in half of all
February 2006. EU-15 memberstates” 28

M any commentators have painted a very negative view of the outlook
for European public finances They argue that EU govemments are
saddled with open-endedpenson commitmentsand spiralling hedth
cogs which could leave some countriesfacing insolveng. However
the latest EU assessment presents a more benign view of the impact of
ageing on public finances following governments efforts in recent
yearsto contain penson and heakhcare costs. In 2006, the EU’s
Economic Policy Committee concluded that ‘reforms enacted in
severd EU countriessince.. 2001 appea to
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Any future projection of public spending must of course carry
caveats. The EU foecasts rely on a number of key assumptions that
could prove wrong. In particular, they build in arisein participation
ratesfor older workers (those aged between55 and 64) from around
40 per centat presentto 59 per centby 2025. Furthermore, the EU
assumesthat governmentswill further reducethe eligibility and level
of welfare benefis. The impact of theseassumptionsis to offset 70
per centof the expectedincreasein public spending—if suchchanges
fail to materialise, the impact will be greater

Rise in age-related expenditure as a share of GDP

‘ 2030 2050
Spain 3.3 8.5
France 2.0 3.2
Ireland 3.3 7.8
Italy 1.0 1.7
The Netherlands 3.8 5.0
Portugal 4.3 10.1
Finland 4.7 5.2
Sweden 1.3 2.2
UK 2.2 4.0
Czech Republic 1.8 7.2
Hungary 3.1 7.6
Poland -6.1 -6.7
Slovakia 4.4 9.7
EU-25 1.6 3.4

Source: Adapted from EU Economic Policy Committee, ‘Impact of
an ageingpopulation’, 2006.
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Despite recent improvements, therefore, European governments
cannot be confident that they have placed their public finances on
a sustainable footing. The European Commission published a
b roader assessmenof the long-term health of public financeswhich
concluded that six member-states — Cyprus, the Czech Republic,
Greece, Hungary, Portugal and Slovenia — were at “ high risk” of
29 Eyropean Commission, budgetary problems in the longer term.2°
‘The long term sustainability of ~ Thereportemphassedthat many countries
public financein the European  had made progress in reducing the risks to
Union’, 2006. their budgets from demographic change.
But too many countries start from a position of large existing
deficits (which are not age+elated) and are vulnerable to diffi culties
in the medium term. Even the UK is regarkd as a “ medium risk”
country Uncertainties about future dependency ratios and further
rises in lif e expedancy mean that no government can afford to be
complacent about the outlook for public finances.

That said, there is no reason to despair. Take healthcare.
Commentators often paint a dystopian future of public health
systemsoverwhelmed by increasingly decrepit baby boomers. Age
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expectancy hasrisen precisdy because overall hedth hasimproved.
People live longer becausethey are hedthier. The quality of health
of most individ uals at age 60 is equivalent to thoseaged45 to 50
half a century ago. Disabilit y-free life expedancy is accderating
faster than overall life expectancy. The period of ill-health that
people suffer ahead of death has remained constant. People do
incur extra healthcare costs before they die — but the amount is
broadly the same whether they do so aged60 or 90.

There will undoubtedly be some additional costs to the public
purse—the growth in the number of people retiring will produce
an inevitable spike in health spending as this cohort reaches the
end of its life. Countries such as Italy and Spain face especially
largeincreases in spending in the future becauseof the pace of the
transition from a young to an old population. The OECD
estimates that direct demographic factors could push medical
spending higher in these countries by 4 percentage points of GDP
by 2050. But demographic change will not have the devastating
impact on health budgets that some commentators imply.

pessimists,suchas Philip Longman, have arguedthat a generalrise Demographic change may not in any case 32 FegeralReserveBank of San
in disability levels,allied to arise in obesity, will vastly increasethe be the most important factor driving Francisco,Mor elife versusmore
pressueon health resoues. At first glance, the evidencein support increasing health costs. Recent economic 9goods: Explaining rising health

of this view looks compelling. In the UK, for example, over 65s
make up around 16 per cent of the population but consume30 per
cent of healthcare resources,according to the Office for National
Satistics. The OECD has estimated that average spending in
member countries on public health and long-term care could

3 OECD, ‘Economic outlook’, increaseto 13 per cent of GDP by 2050,

May 2006. from 7 per centat present3°

31 Tim Callen et al, ‘How will

demographic changeaffect the However, the more pessimistic forecasts

global economy?’, Internatioanl  oftentake a linear view of health sperding.

Monetary Fund, February 2004.  They jgnore the relative improvement in
health in recent decadesand assurre that people will spend more
years ill and/or disabled even as longevity increases’! But life

work has sought to explain increases in ©xpenditures’,May 2005.

spending on healthcare in terms of individuals placing greater
value on the extra years of life delivered by good healthcare over
other forms of consumption.®?2 One of the most valuable and
productive opportunities for spending is to purchase better
health, and consequently longer lives. The law of diminishing
returns suggests that the additional utility from increasing
consumption falls as consumption rises. But life itself is less
influenced by diminishing retums — the vast majority of us still
place a high value on extra years of life. Hence, as societies
become richer they tend to devote proportionately more money
to health, in preference to other forms of consumption. One
recent report has estimated that this trend could push health
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33 Robert Hall and CharlesJones,

‘The value of life and the risein spending towards 25 to 35 per cent of
hedth spending, National Bueau  GDP by 2050 — dwarfing demographic-
of Economic Reserch, Working related increases33

Papea No. 10737, Sepember 2004.

Could inter-generational conflict be an obstacle to reform?

How difficult will policy-makersfind it to enactthe requiredrefoms
to pensions and healthcare systems in the future? Many
commentators claim that demographic change could spark an inter
generational conflict asthe large cohort of baby boomers seeksto
presewe its economic privile ges, such as pension and healthcare
rights, at the expenseof the much smaller youngergenerdion. David
Willetts, for example, haswritten that: “A
baby boomers: securingequity yOL.mg person COU|d. be f_orglven fo_r
acrossthe generations, believing that the way in which economic
in Roger Gough ed. 2025: what and social policy is now conductedis little
future for Maggie’s children?’ lessthan a conspiracy by the middle aged
Policy Exchange,2006. againstthe young"' 34

34 David Willets, ‘Heirs to the

British proponents of the inter-generational conflict argument point
to the introduction of student tuition fees,high levelsof personal
indebtednes and a more competitiv e job market as evidencethat the
generationleaving education now is facing a more difficult start to
adult life. In contrast, their parents are enjoying the fruits of rising
property prices,and the legacy of gererousfinal salary pensons not
availableto their offspring. Govemment, meanwhile, is exacerbaing
the problem by issuing debt to fund increasesin public spending,
including off balancesheetinnovations such asthe private finance
initiative, which will leavethe younger generationto foot the bill.
Elsewheein Europe, economic liberals criti cise the baby boom
gereration for introd ucing high payroll taxesto fund their gererous
welfare provisions, and rigid labour market laws to protect those in
work at the expenseof the young entering the job market.

Thereare two problemswith this thess. First, thereis little evidence
that any inter-generational conflict is actually emerging. Voting
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patterns show limited correlation with age (although the young are
less likely to vote). Indeed, all the evidence suggests that inter-
genestional solidarity remans strong. Parentsand grandparentsare
aslikely to be motivated by the needsof their family astheir own.
For every baby boomer ‘squandering’ the family inheritance,
another is investigating how to minimise inherit ance taxes. An
opinion poll in the USfound that nine out of ten people believethat
older Americans receive about or less than their fair share of
govemment benefits and have the right s ypiversity of Southem
amount of influence or too little.35 california, ‘Inter-generational
Meanwhile, a surveyin the UK found scant conflict? Think again’,
evidence that the votes of the baby boomer November 2004.
geneation weredetermined solely by issues
that directly affect their own age cohort.  cqncem England, ‘Winning in
Education and affordable housing, for 2009: The importance of the
example, remain major concernsevenfor baby boomers’, October 2005.
the baby boom generation 36

Secom, the inter-generdional conflict thess ignoresthe fact young
people are on average more educated, enjoy a higher rate of
employment and ae richer than their parents were at the sane age.
Unemployment among the under 25’s has fallen in the UK from
closeto 20 per centin the early 1980sto around 13 per cent now. As
for student tuition fees, they have been introduced to fund the

expansion of higher education. Far more 37 julian Astle, ‘O pen universities

people attend university than a generation A funding strategyfor higher
ago. The introd uction of feeshasnot had a €ducation’, Cente Form, 2006.
major adverseimpact on participation rates because the rates of
retum to higher education continue to rise.3” And while young
people face many challenges,such as spiralling house prices these
can only partly beattributedto the baby boom effect. The young will
bear some extra costsas the large baby boomer generdion ages—
whether this is borne directly through taxation to fund the welfare
system o indirectly through a transfer of private re s o u ices But the
vast majority of the younger generaton can still look forwardto a
wedthier and longer-laging life than their parents.

36 Opinion Leader Research/Age



5 Conclusion and policy
recommendations

Rising life expectancy and low fertility rates are radically
transforming Europe’s demographic profile — with major
consequencegor the region’'s economy and society But the most
pessmistic predictions about Europe’s demographic future overgate
the problem in most of the continent and ignore countries potential
to adapt. The presumption that Europeis destnedfor economicand
social calamity representsan unjustified loss of confidencein the
ability of our societiesto reactto a changingworld.

Any attempt by governmentsto ‘fix’ Europe’sdemographic problem

will to a large extent be futile, becausefalling fertility is heavily
influenced by factors that cannot be changed by policy. These
include economic development and urbanisation, both of which

have reducedthe needfor childrento help till fields and provide food

and support to their parentsin their old age;and declining infant

mortality, which meansthat fewer children are neededto ensire that

somereachmaturity. Mor e recently, the birth rate hasfallen due to

factors such as improved education levels among women, ineased
female participation in the labour market, and the widespread
availability of contraception. There is broad agreementabout the
range of factors influencing fertility rates, but little about their

relative weight. There is still little understanding, for example, as to
why the samefactors have causeda gentle fall in fertility in some
countries and a precipitous drop in others.

In theory at leag, there are two waysin which European countries
might try to alter their underying demogiaphics. Thefirst would be
to boost the birth rate by pursuing pro-natalist policies. However,
most of the empirical evidence available casts doubt on the
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e ffectivenesf pro-natalist measires.Over the last40 years France,
which haslong adopted explicit pro-natal policies has averaged a

% Olivia Ekert-Jaffe et al, -LFR ju(? (.)'01 I‘I)ercent?gepomts. hlgheLtEaslg

‘Fertiity , timings of birth and the traditiona y non-lnter\_/enuonlst .

socio-economicstatusin France A secondconceiable solution would beto

and Britain: social policiesand ~ rely on increagdimmigration. The problem
occupational popularisation’, with this option is that while it increases

Population Vol 57 (3), the worki ng age population and the birth

% Ratesof participation in the labour for ce should be increased.
This will require several segments of the population to be
targeted: women who are discouragedfrom looking for work
by family responsibilities or the interaction of the tax and
benefits system (which arguesthe needfor improvementsin
childcare facilities); the long-term unemployed who have
becane discouraged and cease looking for work; people on
disability benefits(whose numbersare unusualy highin the UK

May-June 2002. rate in the short term, over the longer term
theseeffects tend to weaken:immigrants agein their turn and their
ferility ratesgenerdly dedine towards those of the host population.
As immigrants retire,moreover the dependency ratio deteriorates—
unlesseverhigher numbersof new arrivals enterthe host countryto
keepthe ratio in check. The levelsof immigration that EU countries
would needto attract to keepdependercy levels constant through to
2050 would almost certainly be beyond their social and political
capacity to absorb. To repeat, this is not an argument against
immigration, which is an essential component of an open and
competitive economy It ismerely to point out that immigration does
not realy provide a long-term fix to Europe's demagraphic chdlenge

So Europe faces a rapidly ageing population and there is little it can
do to changeits underlying demographic dynamics. But this essay
hasarguedthat the ecnomic consequences of ageing are overstated
and that thereis much that countriescando to counterits effects.At
root, Europe faces more of a labour market problem than a
demographic crisis. There are severalways to soften the adverse
impact of a falling working population:

% The working age population can be increasal by raising the
retirement age. Greater flexibility can also be introduced to
allow people who are over the statutory age of retireament to
continue working if t hey would lik e to do so. Are f o rmof this
naturewould have social, fiscd and psychological benefits as
people would not be obliged to move from economic activit y
to dependency.

and Nor dic countries); the young, whose entry into the labour
force is often delayed by ill-adapted (or excessivelylengthy)
educational coursesand by regulations that privilege labour
market insiders; and older workers temptedby eatly re ti rement.

% A risein the participation rate will solvenothing unlessthe rate
of job creation is strong enoughto absorb the resuting increase
in the labour force. European governments must therefore also
push through supply-side measuresto raise the employment
rate. This is admittedly not an area in which all European
govemments have excelled. But several EU countries have
shown what supply-side reforms to the labour market can
achieve.This is not the placeto offer a detailed blueprint for
reform. However, the best-functioning labour markets in the
EU are usually marked by liberal policies on hiring and firing;
low non-wagelabour costs;and a benefit systemthat provides
incentivesto the unemployedto re-skill and actively seekwork.

% Mon ey currently spenton early retiremnt could bere-directed
to mid-life training to encourageindividuals to upgrade their
skills throughout their working lives.

Demographic trends could have significant social consequertes.The
declinein the nuclear family, for example, could have an important
bearing on social interactions. A growing number of people will not
experiencesibling relationships and their support networks, while
many who enter old age with no children may miss out on the
benefits of informal care. Demographic change could even influence
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socialvalues.One commentator has evenclaimed that demographic
changethreatensto turn Europe into a more religious and socially

% Eric Kaufmann, ‘Breedingfor  consevative continent.3® Again, however,
God', Prospect,November 2006. gy ch theories often rest on a hefty dose of

demographic determinism. They assume,among other things, that
high fertility rates among religious conservativesand low fertility
rates among secular segments of the population will continue
indefinitely. But there are plenty of examplesof conservativeand

religious societieswith declining birth rates— witnessIran. Besides,

such theories assume that values are constant and easily transfed
between generations;they also preclude the possibility that religious
valuesmight change and splinter. This seemsno more likely than the
now discredited assumption that secularliberalism is destined to
becomethe unchallengedbedrock of westernsociety.

What does seem inescapable is that European society is sd to
become more heterogeneous. Family structures will become more
diverseas the two-child family continues to dedine in importance.
The well-educated will be best placed to adapt successfully to a
longer workin g life. Longevity will ¢ ontinue to rise, but the gap in
the life expectancy of rich and poor could widen further.
Immigration, meanwhile, will continueto alter the social and racial
mix of the European population. Without compensating policies,
demographic change could therefore exacerbate social and
economic inequalities.

g
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Growing old gracefully
How to ease population ageing

in Europe
Alasdair Murray

Europe standson the cusp of a demographic revolution. Rising
life expectancy and low fertility are radically transforming
Europe’s demographic profile. Ageing populations pose
profound political, economic and social challengesfor Europe.
Many commentators are deeply pessimistic about the
consequence®f population ageingfor the social and economic
fabric of Europe. But Alasdair Murray’s essaytakes a more
optimistic view. He arguesthat although pro-natal policies or
increasedimmigration cannot be relied on to reverseEurope's
long-term population trends, demography is not destiny.
There is much that governmentscan do, particularly to their
labour markets, to counter the economic effects of ageing. At
root, Europe facesmore of a labour market problem than an
intractable demographiccrisis.

Alasdair Murray is director of CentreForum, a liberal think-
tank, and is a former deputy director of the CER.
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