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The economic and financial implications of world demographic trends is an important agenda item for this week’s Melbourne meeting of the G-20 Finance Ministers and Central Bank Governors. 

The basic facts of world demographic trends are well established. 

Developed countries have rapidly ageing populations, with dependency ratios (of those aged over 65 to those of working age) increasing from around 25 per cent currently to over 50 per cent by 2050. The median age will increase from under 40 to around 45. Population growth will be miniscule or negative.

In contrast, developing countries face a “demographic dividend” over the next few decades, as their dependency ratios fall and their populations continue to expand. They account for all of the projected increase in world population from 6.5 billion currently to 9 billion in 2050.

The economic and financial implications of these trends are less well established, despite a plethora of economic studies addressing the topic.
Global macroeconomic implications is one of the issues for debate. Developed countries are likely to face a lower growth rate, as a result of the increasing dependency ratio. Reduced household saving, as the retired run down accumulated wealth to finance consumption, may depress asset prices, worsen the current account balance, and require capital inflow.

But this is not a simple issue, and is confounded by other important trends. It is highly unlikely, for example, that the G-20 delegates will not be drawn into discussion about the impacts of climate change. How its anticipated negative effects on economic growth will interact with those of demographic change is a subject not yet given much attention.

And for many of the non G-20 (and some G20) countries, the issues are substantially different, with rapid population growth combining with economic development to substantially increase their potential contribution to carbon emissions. International economic and environmental diplomacy (including negotiations over carbon trading schemes) between the developed past polluters and their potential imitators is indeed going to be a fascinating subject.

A particular risk hangs over international trade relations. Theory suggests that developed, ageing, economies should be exporting capital (investing in) developing countries. But the opposite situation currently prevails, creating suspicions that exchange rate and trade policies in many countries are creating payments imbalances antithetical to those needed for coping with demographic change.

Managing government fiscal positions will also be a matter for debate. Government budget outcomes are predicted to worsen, as increased expenditures on pensions and health care for the elderly interact with a declining proportion of the population working and thus subject to taxes on wage income. 
Many (but not all) governments have already taken action to moderate those effects, by shifting responsibility to the individual for making provision during their working life for retirement income. But few schemes generate sufficient accumulated wealth to ensure most retirees of an adequate income replacement ratio, and social and political pressures mean that taxpayer funded health care costs for the elderly is highly likely to continue to increase with increasing longevity of the population.

Those budgetary pressures raise some important questions for the design of schemes to encourage privately funded retirement. Short term horizons mean that individuals, left to their own devices, will generally fail to commence saving soon (and sufficiently) enough to generate an adequate provision. 

Since financial education seems inadequate to rectify this situation, compulsion, and/or tax incentives are needed. Unfortunately, tax concessions reduce the government’s tax base and unless carefully designed may worsen future fiscal outcomes. 

In this regard, the recent Australian superannuation tax changes (removal of RBL’s, temporarily high contribution allowances, and zero tax on superannuation payouts), while warranting applause on the grounds of simplifying a complex system, raise some major concerns. Not only do they disproportionately benefit the middle-aged, well-off, population, the cannibalization of the future asset-income tax base must raise concerns about long run fiscal sustainability.

Placing the onus for providing for retirement income onto individuals also has some significant economic, social, and financial sector consequences. In Australia it has stimulated the growth of enormous financial advice and funds management industries, and led to the development of new financial products and techniques for use by those industries.

That development undoubtedly has generated economic benefits for Australia, but these are industries full of inherent contradictions which raise potential policy concerns. Most customers unfortunately, are, not financial sophisticates, and rely on advisers who may have conflicting incentives. There is a fund manager focus on short-term performance, despite the overriding long-term investment goal, which does not necessarily bode well for the economic allocation of resources. 

It is an industry where high fees have made many wealthy, even though there is little firm evidence that fund managers can regularly generate “alpha” to add value for investors. Given how much the continual application of fees reduces the long term wealth accumulation of investors, governments who force or induce investors into being customers of the funds management industry have a right and duty to be concerned about the size of such fees. In his opening remarks at a G-20 Workshop on this topic earlier this year, current RBA Governor Glenn Stevens, raised the question of the efficiency of the intermediation process as one warranting further study.

Perhaps the hardest issue facing the G-20 delegates is that of how demographic change will interact with cultural change in affecting economic outcomes. Smaller families, changes in attitude towards responsibility for caring for elderly relatives, changing expectations and attitudes towards inheritance, all complicate the prediction of the future economic consequences.
The political consequences are also fascinating. Governments face the difficult challenge of reconciling generations of voters who are anticipating earlier retirement with the need to work longer to finance retirement income expectations. And as the age of the median voter increases, the challenge for politicians with short-term election horizons to commit to retirement incomes policies involving intergenerational equity is likely to become increasingly difficult.
