Population aging reduces the sustainable level of consumption, other things equal, as is shown by falling support ratios
(see Chart 2). But other things will not be equal.
First, consider the second dividend. If the national saving
rate remained the same, the slower labor force growth that
accompanies population aging would mean more capital or
asset income per worker, offsetting much of the increased
support burden. Longer life may lead individuals and institutional pension providers to raise life cycle saving to provide for consumption during a longer retirement, unless
they instead choose to work longer, which would offset the
declines in the support ratio. Because people who have fewer
children tend to spend more on themselves and want to continue spending at that level even after retirement, lower fertility may require higher savings. However, increased public or
private transfer obligations might also cause national savings
to decline.
If these various adjustments to labor supply and assets are
not enough to offset the decline in the support ratio, other
adjustments must be made. One option is to reduce consumption further, thereby increasing saving rates and assets. Another
is to further increase labor effort, perhaps by postponing retirement in response to changing public pension incentives or in
response to increased difficulty in funding retirement at the
desired level from personal savings (see box).
Yet another possibility is to increase investment in the
human capital of workers. Low fertility has been the main
driver of population aging, and low fertility has been found,
in theory and in empirical analysis, to go hand in hand with
increased public and private investment in human capital per
child (Lee and Mason, forthcoming, and 2010). In this case
there are fewer workers but each is more productive.
Population aging will certainly challenge public and private
budgets in many ways, but through a combination of reduced
consumption, postponed retirement, increased asset holdings, and greater investment in human capital, it should be
possible to meet this challenge without catastrophic consequences. n
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Geriatric Deadbeats
Old folks may be less willing to repay sovereign debts

Ali Alichi

A

S THE NUMBER of older voters relative to younger
ones increases around the globe, the creditworthiness
of borrowing countries could decline—resulting in less
external lending and more sovereign debt defaults.
Because lenders cannot easily confiscate a government’s
assets in the case of a default, they must rely almost completely
on the creditworthiness of a sovereign in deciding whether to
make a loan. To the many factors affecting a nation’s creditworthiness—such as macroeconomic strength and past debtpayment record—lenders must add aging.
Studies have shown that a country’s willingness to repay
is as important as whether it has the resources to repay. This
willingness deteriorates as voters age because they have a
shorter period to benefit from their country’s access to international capital markets and become more likely to opt for
default on current debt. Moreover, older voters generally benefit more from public resources—such as pension and health
care benefits—which could shrink if debt is repaid. If the old
are a majority, they might force default, even if it is not optimal for the country as a whole. Lenders will take this into
account and reduce new lending to an aging country.
There is some empirical support for the notion that aging
increases the probability of default on sovereign debt, but
more work is needed to draw strong conclusions. Alichi
(2008) uses a panel of about 75 countries that have had at least
one episode of sovereign default during 1975–2003 and shows
that, on average, younger countries (those with a higher percentage of people ages 15 to 59 years) are less likely to default.
Now if the old are altruistic and care about their children
as much as themselves, they will not vote for default with its
negative consequences for future generations. But Altonji,
Hayashi, and Kotlikoff (1997) have shown that altruism does
not hold at the overall level in the United States—although
there are few studies of this sort for most other countries.
How can countries with aging populations improve their
credit profile? They can collateralize more of their debt, using
assets in the lending country or a third country; lower the
external debt ceiling, which would reduce the incentive to
default; or move toward a fully funded structure and reduce
the dependence of social security and old-age health benefits
on public resources.
They should do so as soon as possible—before their populations age! n
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