








Avoid drawing wrong inferences form inevitable uncertainties of statistical analysis.

Those thoughts in relation to the developed and developing world separately, however,
also suggest the overall global issue, which is whether the world will achieve the
population stabilization which is likely to be optimal, or whether the long-term pattern will
be either perpetual and harmful growth or significant and suboptimal decline. While the
latter threat may at some time emerge and require policy responses, the dangers of the
former are clearly more pressing today, and may continue to be more pressing even in
the second half of the 21st century.

The long-term path of global population growth is shown in Figure 33:
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After only gradual and irregular growth from 1000 — 1700, a rapid takeoff began in the
18" century, initially concentrated in Western Europe and its offshoots and in China, and
more recently in India, Africa and Latin America. That growth has been unleashed by
falls in infant and child mortality, which increased “effective” fertility rates,*® and by falls
in later life mortality, which extended life expectancy post childhood. Those falls have
been made possible by economic progress, and have interacted with that economic
progress in a complex way — in some ways and in some circumstances helping to
stimulate it, in others undermining it.

Economic growth has in turn, however, stimulated social changes which brought a
decline in fertility in the developed rich countries of the world, which on average are now
approaching population stability. In addition one developing country, [FIGURE 34] China,
has pursued an active policy to accelerate birth rate decline, and is as a result also
approaching stability.

46 By “effective fertility” rate | mean the fertility rate times the percentage survival to child-bearing age, which
therefore determines long-term population growth.
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Figure 34:

World population to 2050: UN medium variant
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The global population, however, continues to grow rapidly due to high birth rates in many
developing countries: birth rates which are in many countries impeding economic
progress and in turn therefore delaying the transition to lower fertility. There is therefore
no certainty that the global population will approach stability in the late 21 century as
the UN’s medium forecast assumes.

This continued rapid growth in global population has major and adverse consequences
for the global environment, increasing the pressure on natural habitats and scarce
resources (such as water). In particular it greatly increases the long-term challenge of
achieving adequate CO, emission reductions to mitigate potentially harmful climate
change, given the simple arithmetic that total global emissions are equal to the global
population times emissions per capita, so that the higher the level at which the global
population eventually (if ever) stabilizes the lower the level to which emissions per capita
need to be reduced. To achieve both economic progress in poor developing countries
and global environmental balance, rapid reductions in fertility rates in the high fertility
countries would be highly desirable.

Despite rapid global population growth, however, a significant body of writing has
emerged, which argues that fertility rates in the developed world are too low to sustain
an aging population, and that birth rate increases would be desirable. If these policies
were pursued, the total population of the developed world [which on current trends will
stabilize but not reduce] would increase. And while the rates of population increase
likely to arise from feasible increases in developed world fertility rate are much lower
than those seen in developing countries, they would still, in order to make a significant
difference to dependency ratios, be non trivial. If for instance it was argued that the
whole of the developed world would be better off over the very long term if it shared the
UK’s current demographic outlook, this would imply population growth (as in the UK) of
10- 16% over the next 50 years, and perhaps 20- to 30% each century.*” Even if the
whole developing world achieved economic success and as a result converged to
developed world fertility levels by 2050, this would still imply a global population growing

*" The 10-16% range represents the impact of either the GAD 2003-based scenario (10% growth) or the
2004-based scenario (16% growth).
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from 9 billion in 2050) to 11 - 12 billion by 2150, with 20-30% growth each century
thereafter.

This consequence of still significant population growth would follow inevitably if the
“mechanistic” logic outlined in Figure 15 were pursued. This logic in its extreme form
assumes that the ratio A to B must be preserved (or at least any increase minimized)
and thus that it is essential to re-expand the base of the demographic pyramid. For the
reasons set out in section one of this paper, | believe the case for this expansion has
been greatly overstated, and that many developed countries face a quite manageable
challenge of pension reform rather than a demographic crisis, given present
combinations of fertility rate and immigration and their likely medium term evolution.
Broad population stability in the developed world in general, consistent with Combined
Replacement Rates at or slightly below 2.0, and thus with fertility rates significantly
below 2.0 (e.g. 1.7), is not only manageable in economic terms but likely be preferable to
a scenario of more rapid population growth. Some specific countries with very low fertility
rates and little prospect of significant immigration, may face serious problems if neither
fertility nor immigration rises, but in general population stabilization in the developed
world is surely to be welcomed rather than decried.

What is possible, however, is that in the very long-term developed countries might face a
more general problem of sub-optimally low fertility. Thus while | have argued that most
European countries, and the European Union in total, probably face manageable old
age dependency burdens given the likely combination of fertility and immigration rates,
the story would be different if no net immigration were possible. A long term TFR of
substantially below two, combined with no immigration, would likely to be suboptimal
even once youth dependency, capital inheritance, and wider welfare benefits were taken
into account.

If and when the whole (or at least the greater part) of the developing world does achieve
economic prosperity and lower fertility rates, the potential for net immigration to the
developed world will fall and eventually disappear. A whole world of below 2.0 fertility will
not be able to replenish the base of its demographic pyramid through immigration from
other planets. There is therefore a long-term issue of whether fertility rates in rich
developed countries will tend towards the sort of values which would be manageable
without immigration (e.g. the 1.85 which the UN’s medium variant assumes), or whether
they will settle substantially below two.*®

The study of the determinants of very low fertility rates is therefore important.*® And the
possible policy responses to very low fertility, for which today there is a pressing need in

* The biggest challenge of a TFR far below 2.0 combined with minimal immigration may well arise not in
Europe but in China. One of the biggest demographic uncertainties for the mid 21st century is the long-term
path of Chinese fertility. There is a significant chance that this might move far lower than today’s 1.8, and
could stay very low even if and when the one child policy is relaxed. China is a densely populated country
which is rapidly concentrating its population in high-rise and very densely packed cities, with small average
size of apartments. It seems unlikely, even when they have free choice, that China’s increasingly rich and
urban population, aspiring to western standards of consumption and perhaps of living space, will revert to
large families, and possible that China’s birth rates will fall towards the very low levels (e.g. about 1.0-1.1)
seen today in Hong Kong and Singapore. While China’s high population density means that even a TFR of
significantly below 2.0 might be optimal (the welfare benefits of a slightly declining population offsetting the
higher old age dependency ratio) there is a risk for the long-term that the TFR may be so low as to be
severely sub optimal.

* The study of the determinants of low fertility can also provide important insights about individual fertility
preferences and constraints, quite separate from the issue of optimal fertility rates at the overall society level
(e.g. why do surveys reveal that preferred/intended fertility rates at the onset of adult life are often higher
than actual completed family sizes.) And policy measures to enable parents more easily to combine work
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only a few countries, may in the long-term be more generally important. In today’s
world, however, the greater problem is rapid population growth in many developing world
countries, not low fertility in the developed world.

and child rearing can be justified in themselves rather than by reference to a supposed national need for
higher fertility.
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APPENDIX A: COMPLEXITIES RELATING TO THE CAPITAL INHERITANCE EFFECT

In general, the lower the birth rate, the higher is the per capita inheritance of capital
stock, including in particular housing. And this greater inheritance, as discussed in the
main text, creates resources which reduce the need for individuals to rely on pensions
(whether unfunded or funded) to support consumption in retirement. In practice,
however, there are multiple complexities which need to be taken into account before
deciding how much weight to attach to housing inheritance in pension system design.
Three in particular are covered here.

1. Distributional issues. The UK Pensions Commission key task was to recommend
whether Britain should introduce, in addition to its basic PAYG state pension, a tier of
compulsory funded pension provision. In fact, it concluded in favour of strong
encouragement (automatic enrolment with the right to opt out) rather than full
compulsion, but the issue still remained: to what level, expressed as a replacement
rate relative to earnings, should this encouragement apply. The Commission
recommended in favour of a system which would strongly encourage people to
achieve at least a 45-50% earnings replacement rate, which falls short of the 65-70%
rates (two-thirds) often used as benchmarks in discussions of pension adequacy.
This lower proposed target reflected in part the importance of housing asset
inheritance, where both its aggregate level and its distribution are important.

- Itis possible to imagine a hypothetical distribution pattern which would almost
entirely remove the need for a pension system tier beyond basic flat rate
PAYG provision. If all family sizes were roughly the same; if all families
owned houses (or if the ownership of houses was negatively correlated with
the ownership of voluntarily accumulated pension rights); and if people held
housing assets in proportion with their income; then provided the aggregate
value of the capital stock to be inherited were sufficiently large, housing
inheritance could be considered a close to complete solution to retirement
provision.

In fact, the Pensions Commission observed that (i) housing assets are more widely
distributed than any other class of asset, but not all people own them; (ii) housing
assets are held roughly, but not precisely, in proportion to income, except at low
income levels, with about 20% of the population owning no housing assets; (iii)
housing assets are neither negatively nor positively correlated with other asset
holdings. The Commission therefore concluded that while it could not consider
housing ownership and inheritance as removing the need for any
mandatory/encouraged pension provision beyond the poverty avoidance minimum,
house ownership and inheritance meant that the optimal level of
mandatory/encouraged pension provision was lower than it would otherwise be; and
that if mandatory/encouraged pension provision were set so as to achieve traditional
benchmarks (e.g. 65 to 70% of earnings replacement rates) many people would be
mandated/encouraged to over-save relative to an optimal level. See UK Pensions
Commission Second Report (2005, chapter 1.3.)
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2.

Inheritance Tax. On inheritance tax note that in theory different tax regimes do not
change the conclusion that wide ownership of housing (or other assets) combined
with reduced fertility offsets the adverse impact of lower fertility on the affordability of
P.A.Y.G. provision. The greater the impact of inheritance tax, the lower reliance that
individuals can place on inherited assets to fund retirement, but the higher the
government’s tax revenues, which, everything else equal, could allow any given level
of P.A.Y.G. pension provision to be funded with a lower pension contribution rate.

Real house price inflation. The complexities arising from real house price inflation
are numerous. More rapidly rising population will tend to produce more rapid house
price inflation, which might seem to beneficially increase the capital inheritance
effect. But it is important to understand that a rise in the price of existing assets such
as housing represents simultaneously a windfall gain for those who already own
housing assets and a windfall loss for those who do not, and thus is quite correctly
not included in national savings aggregates (see W. Gale and J. Sabelhaus
“Perspectives on the household savings rate”, Brookings Papers on Economic
Activity, Vol. 1, 1999, for a discussion of this issue). Thus for an individual the fact
that he or she may inherit a more valuable asset which can be used to fund
retirement, is offset by the fact that he or she will have to make greater consumption
sacrifices to buy a housing asset during working life. Specific individuals, depending
on their preferences, could however gain from increased house price inflation
induced by rising population, and could do so in ways which avoid the welfare
detriments of rising population density. For instance, people who do not feel
emotionally attached to living in their country of origin, and who feel that their utility
would be diminished by rising population density in that country, can nevertheless
gain welfare from population growth by accumulating a housing asset in a region of
high density and rising population (e.g. Southeast England) and selling it to move to
a lower house price region (e.g. Spain) in retirement.
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APPENDIX B: UN COUNTRY GROUPS

Eastern Europe Belarus
Bulgaria
Czech Republic
Hungary
Poland
Republic of Moldova
Romania
Russian Federation
Slovakia
Ukraine

Northern Europe Channel Islands
Denmark
Estonia
Faeroe Islands
Finland
Iceland
Ireland
Isle of Man
Latvia
Lithuania
Norway
Sweden
United Kingdom

Southern Europe Albania
Andorra
Bosnia and Herzegovina
Croatia
Gibraltar
Greece
Holy See
ltaly
Malta
Montenegro
Portugal
San Marino
Serbia
Slovenia
Spain
Former Yugoslav Republic of Macedonia

Western Europe Austria
Belgium
France
Germany
Liechtenstein
Luxembourg
Monaco
Netherlands
Switzerland
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