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A Rent-Seeking View of the Ageing Problem in Developed Countries

1 The generd terms of the problem

1.1 Patterns of income redistribution

Especidly snce the end of the Second World War governments have become involved in
various forms of economic activity, which have gone far beyond the provi Son of public goods, induding
assistance to those affected by deprivation. Although the growth of government intervention has been
less acute in some economies (such as the USA), the figures bdow show tha this phenomenon has
been common to most developed countries. In Itdy, Germany, France, Japan and Canada, for ingtance,
the sze of government consumption doubled between the early 1950s and the mid 1960s, and then
doubled again by the early 1970s. Many of these arguable activities are generdly known as "redigtribu-
tion". In this respect, three broad patterns have emerged, leading (1) to gross transfers within gen
erations (among tax-payers)” by means of progressive taxation and socia expenditure’; (2) to net trans-
fers from tax-payers to bureaucrats and policy makers, which have been enjoying more opportunities
for rent-seeking; (3) to net transfers - or trandfer commitments - across gererations, enhanced by more
or less pervadve pay-as-yougo (PAYG) dements in sae-managed pendon schemes The firg
category will henceforth be referred to as the "wdfare date’, while trandfers across generations will be
designated as "state penson” polides®,
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Redidribution of income by the State surdy leads to some net transfers when the public role is
modest. However, as the role of State intervention becomes larger and larger, the exisence of
sonificant net transfers is doubtful, gpart from those which benefit the bureacracy and the policy
makers (see for indance De Jouvend, 1952). In this light we fed judtified in making our argument both
smpler and dearer by assuming that the intra- generation transfers associated with the welfare state are
not very relevant once the weight of wefare state has become large.

2 According to the Internationd Monetary Fund "socid experditure’ is defined to include [..]

medical care, education, pensons, welfare payments, unemployment insurance, and family
benefits (see Heller et d., 1986, p.1). For our purposes, we shal consder socid expenditure as the
sum of the wdfare gate and Sate-persion tranders. In turn, socid expenditure plus the monetary flows
relaed to industrid and trade policies form government expenditure.

® Some distribution across generations is also present when socid expenditure is fi nanced by issing
Treasury Bonds to be repaid in the future. For the sake of smplicity the implications of debt-finandng
will neverthdess be neglected in the remaining part of this paper.
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This paper focuses on this lagt agpect, dthough it will be dlear that the andyds of inter-
generation redistribution aso depends on the political economy of the welfare Sate.

Surdly, the gate should have no extensve role in providing pendons. Legidation in thisdomain
may indeed be judtified by the need for some sort of conpulsory retirement program, ether because
people may be irraiond (shortsghted), or because they may be tempted to consume too much during
working age and then teke advantage of poverty-rdief schemes when old. But of course this does not
imply thet the maregement of compulsory retirement schemes should be public, for thereis no reason to
bdieve that date managers conagently outperform private managers. In fact, the incentivestypica of
both categories suggest thet the reverse may be more likely. Nor does this imply that such schemes -
goat from poverty rdief - should be run on a PAYG bass, whereby current pensions are paid by
current taxation, rather than by past savings”.

* See James (1996) for the three-pillar pension scheme proposed recently by the World Bank: one
totdly private and voluntary, one private but compulsory, and one managed by the Sate for
redistributive purposes.

Contrary to this conception, Becker and Murphy (1988) have argued that Sate pensons do
play an efficient role, snce they enable low-income parentsto invest "optimaly” in young human cgpitd
(ther children), by making sure that today’'s young will be paid back in the future, in the form of
pensdons. From such a point of view, sate pensons financed on a PAYG criterion would be fair.
Posner (1995, p.48) mentions some of the ambiguities of this view. More generdly, it isfair to say thet
Becker and Murphy do not present a theory, because ther article fals to make dear how would-be
students and parents strike a dedl and empower the sate with its enforcement. Rather, the authors make
a datement about the efficiency of a Stuation, without redly questioning how the Stuaion came abouit.
Y, it is here believed that the vdidity of this Satement is questionable on three accounts. Fird, Snce
tranders to the young are financed by means of taxes levied on medium- and high-income parents, the
outcome looks more likely an income-redistribution pettern from one group of familiesto another, rather
than to a fair, quesi-voluntary contract between generations. In addition, dthough this "fair contract”
theory implies thet poor families should be less numerous then rich families, the red world offers an
opposite picture. Findly, it is not dear why those countries where public education is more pervasive
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Y, it isafact that in most developed countries the Sate is deeply involved in running retirement
schemeson PAY G principles. In this light, the following sections try to explain why the government is so
keen on redigributing resources across generations, why it was dlowed to do o in the pagt, and how
redigributive policies as awhole may develop in the future within the framework of the so-cdled "ageing
problem”.

1.2 The ageing problem in a public-choice perspective

This lag term refers to the range of issues rased by the interaction between "adverss”
demographic change and the redigtributive policies in place. In particular, Snce sate pensons usudly
trandfer income from the working (tax paying) population to the ederly, an increase in the ratio of the
retired to the working population - the so-caled elderly-dependency ratio® - causes a growing
imbaance between governrment expenditure and taxation. As a consequence, ceteris paribus, ether
taxation needs to be increased, or policies revised. Thisis what is happening in these years. The size of
the ageing problem thus depends on three variables: the nature of the demographic phenomenon, the
intengty of the exidting redigtribution policies across generaions, the possibility of raising taxation above
current levels.

To daify maters, a typica developed country will be assumed to be composed of four
categories of people, according to their pogtion vis-avis the sate. For three of them, the criteria for
differentition are their right to vote, ther right to be a recipient of transfers, their obligation to pay for
such trandfers (through taxation). Thus, the dderly are those who vote, recaive state pensions, do not
work and therefore pay no taxes. Workers vote, pay taxes today, will receive state pensions tomorrow.
Youth do not vote, do not pay or receive anything today, but will work and be taxed tomorrow’.
Findly, there are paliticians and bureaucrats, the purpose of whom is to increase ther rent-seeking
opportunities by expanding the role of the sate and of socid expenditurein particular.

Y oung people play agpecid role in the argument presented here. As will be explained in grester
detall in the paper, the exduson of the youth from the law-making process alows the voting population

are a0 those countries where state- pensions schemes are larger and more generous. In fact, such two
schemes should be subgtitutes, not complements.

® The current use of this term is not entirdly accurate, Since the criterion to define dependency is
usudly age, sometimes retirement. In fact, Posner (1995, p.40) points out thet people do not necessarily
become dependent at a fixed age, not does retirement per se implies dependency. The definition of
"old" mede use of in this paper is provided in the following paragraphs of the text.

® It is hard to deny that young people do benefit from transfers - education is perhaps the main
example But given the rdle of the family in our culture, it may ill be plausble to consder such trandfers
to the young as a consequence of their being part of a housshold, rather than the result of their
"contract” with the Sate.
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and the politicians to agree on a ded which benefits both, a the expense of the young. On the one hand,
politicians and bureaucrats try to acquire or to maintain opportunities for rent-seeking. On the other,
workers may condder trangferring resources to the policy maker, and thus accept an expansion in the
wefare gate, only if thelr overdl consumption is enhanced or days the same. Given that the wdfare
date is an imperfect subditute for private consumption, thisis acceptable when workersfed that such a
trandfer implies areduction in their savings requirements for future needs, without much influence on ther
private consumption. Thet is, if in return for the cregtion or expangon of the wefare Sate today, the
politicians guarantee that somebody ese will be forced to finance their consumption in old age. Thisis
the role played by gtate pensions financed through a PAY G sysem. State pensions make sure that the
elderly do not need to rely on their past savings The PAYG sysem makes sure that a any given
moment in time such pensons are pad by somebody d<sg, i.e. by those who a that time are working.

If the paliticians future coercive power in this repect is credible enough, Sate-pension policies
end up by making the welfare Sate to seem "chegp” for current workers, dmost a free lunch to be paid
by the next generation. This explains why workers may be willing to cooperate with policy makers. Of
course, this requires that the current e derly-dependency retio be "low enough®, so that current workers
are not required to spend too munch on the old; and the current youth dependency retio "high enough”,
50 that there will be enough future workers to support current workers in old age. These conditions are
usudly met during a baby boom. The whole proposition becomes however doubtful during a baby bug,
for paliticans can hardly be credible in fulfilling such a promise to a large number of future beneficiaries,
when tomorrow's workers and taxpayers are limited.

The andyds of this set of incentives, and of the unfair dedl between voters and paliticians, forms
the core of the paper’. The "ageing problem” will then be considered as if composed of two different
sts of issues The firg (section 2.) refers to the demographic phenomena a work, which provide the
outline of the benchmark case, free of government intervention. The second (described in section 3))
condders the trandfer problem, as well as the nature of the initid contract which dlowed therole of the
date to expand. The two sets of problems are of course to some extent interdependent, for the latter
aso depends on the former. But it is perhaps preferable to examine them separately, to smplify and
clarify the argument. Sections 4. and 5. suggest the implications for the future of the problem and draw
some condusions.

7

In paticular, we shdl neglect the problems concerning the correation between an ageing
population on the one hand, productivity and savings on the other. In both cases the available empiricd
evidence is raher ambiguous - see Pritchett (1996) on productivity and the evidence quoted in
Roseveare et d. (1996) on savings.



2_About population

Population in developed countries is aging for two reasons. On the one hand, there has been a
fdl in birth rates, so that the weight of the young people ot of total population is now getting smaller®
Ceteris paribus, this can be congdered a temporary phenomenon, bound to vanish some years after
the birth rate has reached its new level. By that time the age distribution will have gone back to itsorigi-
na shape, and the only consaguence of the permanent fdl in the birth rate would be a permanent fdl in
the Sze of the population, not in its age digtribution. Of course, the oppasite would betrue in the case of
ababy boom.

The other part of the Sory is that the average life period of the typicd individud hes increased
sgnificantly. Changes in living sandards (on average, people are better off and less eqposed to intense
physica labour), and perhaps even in preferences’, have led to higher expertiture on heslth. The typica
individul now lives better and - more importantly for the purposes of these pages- lorper. If the age a
which the young enter the labour force remains roughly congant, and the same gpplies to the aye of
retirement, then alonger lifeimpliesthat individuds qudify as"old" for asgnificantly longer period.

In short, a typica developed country would undergo temporary adjustment: for a number of
years the ederly ratio increases, as the number of young people, and then of workers, shrinks. And it
would aso undergo a permanent change, as people would tend to remain in the "old" segment for a
larger number of years The ageing problem is therefore going to evolve according to a fairly smooth
long-run path, with a temporary pesk due to the recently-observed low birth rate.

It is obvious that in the absence of government intervention there is very little materid for a
"socid problem”. In paticdar, there is no inter-generationd redistribution, because the above merdly
implies that working people a time 1. defer consumption to old age (time 2.). Such deferred
consumption is made possible by the creation of fixed capital, which during time 2. dlows old people to
contribute to the production of consumption goods for those who will then be working. Part of these
goods is going to be consumed by the old, who are thus conmpensated for ther fixed-capitd
contribution. In other words, the "young" are paying for fixedcapitad services, and are rot trandferring
income to ather layers of the population. In afree-market world thiswould be the end of the Sory.

Of course this does not meen that individua behavior is independent of demography. Changes

® Births have been dedliring because the costs of having a child have increased considerably. Parents
have changed therr preferences and now tend to congder ther children's living and educatiord
sandards aso as a reputationd good. In addition, the opportunity costs of child care have risen, follow-
ing the deep rise in women's red wage rates.

® In most developed countries life per se is probably considered more important today than in the
past.
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in the age digribution of the populaion may carry with them changes in the gbility to work. For ingtance,
atypicd individud may live N years longer, and the number of years during which he is unable to work
may dso change by N. In such a case his consumption prafile will be modified, and an increasein
savings during working age follows®. On the other hand, the number of years during which the individ-
ua chooses not to work may remain condtant, so that afdl in yearly savings during working age would
take place.

These are rather extreme satements. An intemediate outcome is more likdy to prevail, with
ambiguous effects on savings™. Nevertheless, the point made here is that a problem may ariseif people
sysematicdly fal to adjust their saving/consumption profiles, so as to take into account demographic
change, future capita/labour ratios, future rates of return on labour and capitd. Such abias, if redidic,
might perhaps require government intervention. Such intervention should however be limited to
informetion - as long as there isreason to believe it to be of higher qudity than that provided by private
SOUIrces.

el cisribut thebud

By focusing on the behaviour of bureaucrats and paliticians on the one hand, of vaoters on the
other, the remaining part of this paper suggests a public-choice explanation of today's socid-security
patterns, and thus a new view of the aging problem. The core of the argument is that ageing is not a
problem per se; rather, it gems from the fact that the current pattern of income redidribution was
developed within - and could be sustained by - a given populaion dructure. As this sructure has
changed for demographic reasons, the exigting redistribution feetures no longer gpped. Paliticians and
buresucrats commitments have kecome less credible, a time-inconggtency problem has come to the
aurface, and conflict among the four categories of actors mentioned in the introductory section has
become manifest.

When and why did it dl sart? Sodid security is of course avery ancient issue, which during the
higory of mankind was usudly taken care of a the family - possbly enlarged - level. The accepted
generd rule was very smple: the young had to take care of the old.

1% This can be achieved in three different ways Either people decide to work more, given a constant
working-age period; or they decide to consume less, or - findly - decide to increase invesment in
education, s0 as to increase income during working age (which in this lagt case is going to be
shortened). Of course, these three possibilities would be equivaent in a perfect-world eguilibrium.

' But see Cutler et 4. (1990) for a different gpproach, where savings are assumed to vary in order
to keep fixed capitd in line with a Seadydate capita-per-worker requirement. When the working
population gets smdler, savings would then tend to fal during the adjusment period, because tota
fixed-capitd requirements decrease.
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More recently, family ties have weekened, and voluntary transfers of resources within the family
have been replaced by compulsory trandfers from household to household - mediated by the govern
ment. This probably owes agreat ded to the perverse outcome of three phenomena.

The end of World War 11 left many countries with centralized decisonrmeking sructures and
high public expenditure, which in most cases had been necessary to run a war economy™. Unfortu-
nately, as pointed out in Tullock (1993), a the end of the conflict both bureaucrats and politicians were
uwilling to reduce ether, and strived to maintain their former power.

Sacondly, sustained and relatively fast growth was common to many developed countries. Thet
made it possble for coditions and policy makers to discuss aout a different redigtribution of wedth,
without being forced to reduce the living gandards of any of the parties involved. In paticular, as the
relatively poor became better off, they found it eesier to organize, form coditions, and exercise pressure
on the paliticians, o as to achieve greater income equdity. Ideology aso took itstall, as predicted in
Schumpeter (1994). The efforts of such new groups were successful. The very rich were bought off (by
means of sate subsdies to industry, trade protection, dow liberdization, legd cartels) or just voted with
their feat (capitd flights). The upper middle dass and the middle dass turned out to be paying mogt of
the bill, possibly under the threat of soda unres.

Findly, the baby boom made it tempting to engage in some kind of socid contract which could
make dl the voters - ederly, workers and paliticians - heppier by shifting the burden to the next
generation. Politicians and bureaucrats were to monitor and enforce the contract. As a reward, they
were given the responghility and privilege of running sodd-expenditure programmes, in paticular the
welfare gate. Of course dl this required that those who were going to be harmed had no power to
oppose the contract a the moment when legidaion was lEing passed, nor to renege upon it in the
future. Both requirements seemed to be met in the two decades after WWII. The young had no voting
power, by definition; and were unable to gavanize into an effective interest group. Findly, expectations
asregards future compliance with the contract were encouraging.

3.1 Theterms of the implicit contract between voters and policy maker

Put differently, the working (and vaoting) populaion agreed to stisfy policy makers requests to
cregte and run the rent-seeking game by means of an overgrown wefare date. In return, the median
worker asked for a digposable income over hislifetime higher than the vaue judtified by his productivity.
The incoragency between rdaively high consumption during working age ad rdaivey high
consumption during old age was to be financed through two channels. The firg was intrageneration,

12 Seefor instance Hayek (1990, p.217): Even the most fundamental principles of a free society,
however, may have to be temporarily sacrificed when, but only when, it is a question of
preserving liberty in the long run, asin the case of war.
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through progressive taxation and the wdfare sate. The second was inter-generation, through dae
pensions financed on aPAY G criterion.

Both schemes were redigtic. Post-war rdatively high growth rates (and ideology) mede intra:
generationd trandfers acceptable, especidly in those countries where socidigt political pressure was
high. Moreover, the baby boonm® and the dedlining elderly-dependency ratio made transfers across
generdions extremely atradive. The time-inconsstency problem was percaved as infinitely remote a
bed, alight burden and a rdaively easy palicy to enforce at word. If the "good" scenario had become
trug, the workers of the Ffties and of the Sixties knew that some twenty years later the necessary trans-
fers could be accomplished by little or no increase in the taxation of a rdatively large number of sgni-
ficantly more affllent workers. In the "bad" scenario - low growth and/or a drop in birth réates - the
bdance of dectord power would have shifted in favour of the pendoners and would-be pensioners of
the Eghties anyway. Podliticans would have been dected accordingly, thereby making it difficult to
change the rules of the game, i.e. to renege on the promise,

The above is not necessaxily in contrast with an dtruigtic view of parenta behaviour. By fixing a
caling on sate pendons and relying on progressive taxation the median voter made sure that his children
would pay reldively little to finance the PAY G programme, and receive rdaive large dae pensonsin
their old age. In addition, there is no sgn that bequests dedlined as a consequence of the introduction of
date pensons This may indicate that the beneficiaries of the inter-generaion transfer may have left a
leest part of the benefit to their children, a the expense of the more affluent™; or that the intensity of
dtruiam declined. Affluent workers would of course oppose thet, but in their case the threat of socid
unrest often turned out to be convincing enough™®.

It is dso far to say that a the beginning the expanson of the wefare Sate was probably
independent of date-penson legidaion. For quite some time in the second part of this century,
redigribution within generations was not perceived as an unsugtainable burden. Many thought thet it
fulfilled amord obligation towards the poor, and thet it was an affordable price to pay to avoid socid

> This covers the 20-year period from World War 11 until the mid-Sixties. The baby bust extended
over the following twenty years, gpproximately. However, snce fertility rates continued to rise until the
mid-Sixties, pressure for an expanded wefare date continued for quite some time after the baby boom
had reached its peak. On te other hand, snce the youth-dependecy ratio stayed high well into the
Seventies, the demographic and budgetary implications of the baby bust were gppreciaied a a much
later sage.

14

In this light, one may argue that the trandfer across generations was a way to enhance income
redigribution across households over time. This line of thought will however be ignored in the following
sections, in order not to blur the digtinction between the intra and the inter-generaion dements in the
redligributive programmes.

> More on that in section 3.3.
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unrest. Of course, such an expansion should have stopped when public opinion fdt that the cogt had
become higher than the benefits. But cutting it back turned out to be difficult, though; for the various
interest groups opposed those cuts passibly harnful to them. In short, piecemed reductionswould have
met a collective-action problem; whereas large cuts would have been opposed by everybody. Hence,
the welfare gate could grow or remain congant; it could hardly go back. At that point, State pensgons
became crucid in pushing the sze of wefare sate beyond its otherwise acceptable leve. In mogt
developed countries the policy makers managed to pursue further wefare-sate growth by induding the
welfare date in asSngle socia-expenditure ded with Sate pensions, so asto make others pay the cost.

As a reault, suiteble legislation was passed, the wefare sate took off, financed by progressve
taxation; and Saeretirement schemes were enhanced, whereby current taxpayers would finance
current pensions™.

3.2 Subsequent devel opments

In fact, the dedl turned out to be successful, especidly in Western Europe. During the 1950-
1980 period and beyond the redistributive machine became larger and larger, dthough less than
trangparent. Until the mid-1990s socid-security sysems withstood dl mgor atempts to reduce
reditribution.

Surely, the power of the politicians and of the bureaucracy increased sgnificantly in the process.
On the one hand, they were cdled upon to run a larger and larger welfare gate. On the other, inter-
generaiond tranders dso implied the need for a stable palitica dlite, aswell asfor a stronger and long
|lagting bureaucracy, if the unfair deal had to be enforced on presunmebly reluctant future tax payers™ .

As a consequence, the ded of the post-war years made the policy maker and the bureaucrat
the centra figure of dl coditionsto come. State pensions gradudly became the crudid ingtrument for this
purpose, for they made the growth in rent - seeking and law- bargaining acceptable. The working popula
tion became more and more bridled by the paliticians and bureaucrats, which in turn were srongly
supported by the dderly and would-be elderly, eager to receive the transfers promised under the Sate
pension schemes.

However, as ime went by, two partidly predictable events took place. The expanson of the
rent-seeking activities and of the wdfare date brought with it a dowdown in economic growth. In

16

Ideology took its tall dso in determining the built-in dynamics of the inter-generationd transfers,
for ingtance in those cases where pensions were linked to the nomina wage rate, so thet the distribution
of income between the typica worker and the typica date retiree would satisfy the socidigt notion of
equdity and socid judtice.

" Of course, this would have been rdlevant especialy in the "bad" scenario, with low growth and/or
adramdtic fdl in birth retes.
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addition, the baby boom came to an end, and sarting from the late 1970s the vision of trouble to come
gradudly became clearer. In many developed countries it was nhow understood that the workers born
during the baby-boom period would have been unable- let done urwilling - to bear the burden of large
negative tranders of income for the benfit of Sate pensoners. Since they could not rely on future
generations because of the drop in the birth rate - there wouldn't be enough workers to support baby
boomersin their old age - baby-boom workers redized that they had to take care of themsdves. There
wouldn't be resources they could spare to finance PAY G schemes, too. Therefore, as more and more
baby boomers entered the Iabour force and then gpproached old age, pressure to change the initia

PAY G ded intendfied.

On the other hand, the god of the dderly was to dday the revison of legidation for aslong a
time as possble. This is conggent with public-choice theory, which predicts that in such a "bed"
scenario the old-people codition would not act in order to improve the Stuation in a long-term
perspective, but rether to avoid the possihility that the future could be anticipated and incorporated into
the behaviour of a high-enough number of workers. In fact, pensgoners and would-be pensioners
successully gavanized into a highly motivated codition which avoided reform, and in some cases even
managed to anticipate retirement age™®. By doing o, they reduced uncertainty about possible future
changes in the rules of the game, they increasad the return on the socid-security contribitionsthey had
been paying so far, and dso enlarged the codition.

Unsurprigngly, in many countries such an enlarged codition turned out to be extremey
powerful. That explains why when the ageing problem sarted to come to the surface the short-term
(perverse) reaction was a marked rise in socid expenditure - the welfare date expanded further,
average retiranent age fdl, perdons increased. In other words, the response to the bad scenario was
not to get fundamentass right, but to shorten the time horizon of the mgority by strengthening the short-
gghted codition.

In away, this made the socid problem worse. The cohesion of the enlarged codition rested on
the necessity to buy off more and more workers born in the baby-boom period in order to persuade
them to respect the ardient, one-sded, inter-generationd contract and avoid pressure to change the
rules of the game. But as more and more workers joined the codition, the day of crigs for socid
expenditure approached a a fagter rae, and the margins for a rdativdy smooth solution became
narrowe.

'8 Would-be pensioners were obvioudy the driving force. To achieve their god, they formed alarge
codition with the existing pensioners (who were often bought off with an increase in current pensions),
and dso with a sgnificant part of the workers, which were offered advanced-retirement opportunities
and theilluson of more"freelunches' via socid expenditure.
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3.3 Adiagrammatic analysis

The interaction between demography and sustainbaility of the welfare date is described in the
fallowing figures, which refer to atypica deveoped country.

The demand and supply schedules for the wdfare sate (WS) are shown in fig. 1. Let usignore
date pensions, for the moment, and suppose that WSis financed by atax on consumption. The demand
schedule in fig. 1 shows the net bendfits of the welfare gate, which are the result of a "consumption
effect” and of a"turmoil effect”. As regards the former, the welfare date is an imperfect subdtitute for
private consumption; Thus, an increase in WS reduces individud well-being, Snce the margind utility of
one dollar spent on private consumption is greater than that of one dollar goent to finance the welfare
date. As regards the second effect, modest quantities of WS are deemed to be effective in reducing
political turmail and uncertainty. In other words, the benefits are an increesing function of the wdfare
dae, wheress turmail itsdf is a decreasing function of the welfare state (see ds0 the Appendix for a
formd presentation of the figures in this sections and in the following). It is therefore plausible to dam
that the demand for WS is dways downward doping and positive, as long as the consumption effect
does not preval on the turmail effect. Clearly, as the wdfare Sate expands, net margind bendfits
approach zero.

The supply shedule describes the percelved margind cost curve of WS, which is upward
doping, 9nce an increeangly large wdfare date involves a rise in income-dissipating activities and
inefficdeties Aggregete income (or income growth) will be negaively affected, whereas the burden of
socid expenditure will rise, in particular for the tax paying workers.

Let us now congder the "unfar” inter-generation contract mentioned earlier in this section. As
argued, state pensions reduce the perceived cost of the welfare sate in that they reduce the need to
finance the increase in WS with a reduction in private consumption. However, thisreduction is effective
up to a point. If the contract becomes too hard to enforce on future workers, it is no longer credible.
The free lunch becomes expengve again. In short, the "free-lunch effect” resultsin an upward shift in the
net-benefit schedule in fig. 1, Snce taxation no longer affects private consumption, but savings. Y, the
sze of the shift is at least partialy dffset by the credibility of the deal™.

Therefore, given the age dructure of the population, there exis a whole set of WS demand

' There dso exists another possibility. As the deal becomes less and less credible, its reliability may
be kept condant by increesing the power and the ability of the ruling coditions. More powerful
paliticians, in turn, engage in more intensve and harmful rent- seeking. As aresult, the downward shift in
the marginabenefit schedule would be limited; but it would be replaced by an upward shift in the
marginal-cost schedule.

The discusson of these effects would cdl for an in-depth andyss of a number of mgor
inditutiona issues which for the sake of darity and succinctness will be ignored in this paper. See on this
Colombatto, Macey (1997).
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schedules. Each of such schedules corresponds to a different combination between the Size of the Sate
pension programme and its future sugtainability. For smplicity, fig. 1 has only one, which corresponds to
the "best" combination, i.e. to the combination which generates the highest possible margind benfits

Costs/Ben.
of WS

Marginal
Costs

Margiral
Benefits

WS(E) WS
Fig. 1

Asthe figure illugrates WS(E) is the "optimd" amount of welfare Sate that individuas want to
have, ether because it makes life eeser by defusng socid tensgons and/or because its cost can be
"concavably" shifted to future generations.

Of course, the two schedules in fig. 1 change their position and shgpe according to economic
fundamentds, induding demogrgphy and dependency ratios. In particular, there is going to be one
equilibrium point for eech combination of the youth- and ederly-dependency ratios, because these
ratios determine the best amount - interms of Sze and credibility - of inter-generation transfer.

Fgures 2.1 and 2.2 examine how the optima amount of wefare date - described in figure 1
and now indicated on the vertical axis - varies following demogrgphy, defined by the ederly-
dependency ratio (ED) and by the youth-dependency ratio (YD)™. Figure 2.1 presents a family of
(continuous) 'Y outh- Dependency (Y Di) schedules which show, for each vaue of the youth-dependency
ratio, the optimal quantity of WS as a function of the ederly-dependency ratio. Each YD schedule
dopes downwards, snce if YD remans condant an increase in ED increases the cost or reduces the
credibility of the date-penson programme. More power mugt be assgned to the policy makers, at a
cost of greater rent-seeking: or the net bendfits of the wefare Sate decrease. In terms of fig.l this

" Henceforth, the youth-dependency ratio (YD) is defined as the ratio between young non-working
people and the rest of the population.
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implies either a downward shift in the WS demand schedule or an upward shift in the WS supply
schedule. Under both cases the optima amount of WS fdls;, hence the negetive dope of the YDi
scheduleinfig. 2.1.

Welf. 5. Welf. 5.

WSE) |- K E
WS(B) J

\A
WS(E) Y0,

YD

Fig. 21 Fig. 2.2

Smilarly, ababy boom or ababy bugt provoke a shift - upwards or downwards, repectively -
in the YD; schedules. In fig. 2.1 the baby-boom case is described by a movement from E to B, where
the dderly-dependency ratio is congant and the youthdependency ratio increases from YD1 to YDz
WS(B) is of course higher than WS(E), because after YD has risen current voters can enforce- sy - a
more credible ded at the expense of future generations, and thus sustain alarger welfare Sate.

Demogragphic change usudly affects both the youthr and the dderly-dependency ratio.
Therefore, when such change takes place, the dedred (optima) amount of welfare dae varies
accordingly. In thislight, the dotted line in figure 2.2 describes the desired quantities of WS for different
combinations of YD and ED vaues Of course, countries are not necessarily dways in equilibrium, that
is & any given moment the actua amount of WS may differ from the desired amount. For ingance, if a
country has too much welfare ate, it is going to be above the dotted line in fig. 2.2., for the amount of
socid expenditure it desires is lower than that it actudly experiences. If ED=ED, and YD=YD: and the
economy isin B, people are experiencing the amount of welfare sate they would have liked to have if
ED had been the same (because ED(B)=ED:), but with a higher youth-dependency ratio
(YD(B)=YD2z>YD1)*". In other words, in B the welfare sate would be dl right if perceived as rdlatively
cheagp (many babies around). But since the benefits of WS are actudly lower, then the amount of WSin
B isexcessve

Let us pursue this example alittle further, and imagine that this economy reaches equilibrium at
E. Afterwards, the total-dependency ratio is assumed to remain condant & Y D1, while ED gartstorise
(ED>EDs). Thisimplies that the dotted locus coincides with the Y D1 schedule, by congruction. Astime

2 Orif YD were the same and ED lower.
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goes by, the negetive dope of YD1 makes sure that WS(E) turns out to be above the dotted locus:
workers become unwilling to undergo dradtic cuts in digoosable income in order to maintain the previous
leve of socid expenditure. In fact, such workerswould very much want to see their disposable income
rise, in order to have enough resources to fund their own private penson schemes, for fear that Sate
pensions might be inadeguate.

The andytica framework described above is generd enough to gpply to any country. However,
it should be emphadized that countries which are identica from the demographic point of view may
display different postions and shapes for the dotted locus. This follows from the indtitutiond and cultura
features of each country and dso from their economic fundamentds in terms of income levds and
anticipated growth rates,

4. Towards asalution of the old-age problem

The dotted locus in fig. 2.2 has been drawn S0 as to roughly describe the post-war history of
many developed countries. As is known, the ederly-deperdency ratio initidly rose fairly dowly; while
the youth-dependency ratio rose Sgnificantly until the late Sixties, and then dropped. Under the andlyss
presented here, the dotted locus therefore shows that the perceived margind net benefit of the wefare
date initidly rose, and so0 did the optimal/desired amount of WS (conpare points D and E); and then
dedlined (see the dotted line to the right of F)?.

In fact, at the beginning of the baby-boom period many countries were in a Stuation Smilar to
D. Astime went by, demography led the economy up aong the dotted line, and pressure developed to
increase socid expenditure. Of course, adjustment was fast and easy.

At some point, however, the dope of the dotted line turned negetive, and the economy found
itsdf above the dotted line. In those countries affected by this phenorrenon, public opinion at large hed
agreed on the need for adjusment. In this light, three different solutions were and are available.

In theory, the smplest solution is of course to cut down the welfare State, S0 as to get back to
the dotted locus. Thiswould not necessaxily affect the exidting State pension schemes. A reduction in the
wefare sate enhances income and income growth, and thus the sugtainebility of tranders across
generations. A downszing of the wefare sae, however, would reduce the power of politicians and
bureaucrats, who are likdly to react by suggesting arise in taxaion. This can atempted by persuading
workers that the opportunity costs of socid unrest has become higher, so that the "turmoil effect” has
intengfied, and the margind bendfit of WS increased.

% Of course, the shape of the locus may vary significantly across countries, subject to the consti-
tutiond posshilities to carry out inter-generaiond transfers and extengive redigtribution policies, and
a0 to the individud desire and haste to replace increesngly uncertain date pendons with private
schemes
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It is not dear which of these two possibilitiesis more likdly to prevail. Surely, much dependson
the strength of the bureaucracy and the politics as an interest group, aswell astheir cgpacity to influence
public opinion about the sodid dimate.

Welf. 5. Welf. S.

ED ED
Fig. 31 Fig. 3.2

Figures 3.1 and 3.2 portray the choice described above. A cut in WS implies a move from a
point aove the dotted line in fig. 3.1 (say C, where the economy wants a lower amount of socid
expenditure) towards the dotted line (see point E). On the other hand, arise in taxation presupposes a
hift in preferences, for thisis vigble only if people accept alower disposable income (or alower growth
rate) for the sske of socid tranquility. That implies an upwards shift of the YD schedules (from YD1 to
YDz in fig. 3.2), and thus of the dotted line, for people now percelve socid expenditure as more useful
than before.

It isinteresting to obsarve that in the light of the theory of the ageing problem presented here, an
increase in taxation is by and large equivdent to a cut in date pensons, dnce in both Stuaions
individuds would be accepting a lower dispossble income over their lifetime. In both cases, this
corresponds to an upward shift in the dotted locus, so that fig. 3.2 goplies d<o to the cut in Sate
pensons. Bureaucrats and politicians may actudly drive to pursue both policies @ the same time. By
cutting date persons and increesing taxation, they may even succeed in incressing the Sze of the
welfare gate, and thus acquire additiond opportunities for rent-seeking, and yet kegp the ageing prob-
lem under control, so that amgjor shock can be averted™.

2 It is here assumed that bureauicrats and paliticians enjoy more discretion and rent-seeking
opportunities in managing the wdfare date than Sate pensons.
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A find prospect is to reform the Sate-pent
welt. . son sysem by shifting forward retirement age, i.e.

by reducing the ederly-dependency ratio, say from
------- T ED: to EDo in fig. 33. This implies thet the

A economy (and the doted line) shifts to the left, as

i the elderly-dependency ratio falls and YD remains
BN consant (the youth-dependency ratio hes not

changed). The equilibrium locus now goes through

o E", Snoe ED(E')=EDo. E' is necessarily to the left

of E. It may be obsarved tha by shifting retirement
age foward, the policy makers can actudly replicate the result whereby more room is created to
expand the wdfare date. For ingance, if the economy garts from C in fig. 3.3, a subgtantid enough
reduction in ED - s0 that ED<ED, - the optima amount of WS turn out to be higher than WS(C). This
is actudly a very gppeding palicy, for an increesng amount of welfare sate can thus be proposed as
compersation to workers when they are asked to delay retirement age, i.e. when they are forced (or
fooled) into changing thelr preferences.

5 _Conduding remarks

As is known, developed countries are experiencing a marked increase in ther dderly-
dependency ratios, and a fdl in the share of the young. There is no doubt thet this is going to affect
socid expenditure. Traditiondly, the variables which have been conddered are theinitid waght of socid
expenditure, its structure, and the gpeed with which demography runs its course. This paper does not
intend to belittle the importance of dl these factors but it suggests that their weight should be rdated to
the way they influence the underlying contract between tax- payers and other coditions, induding the bu
reaucracy and the politicians.

In particular, this contract implies a sysem of income trandfers enforced by a codition of
present and future nontworkers upon present and future workers. The contract loses credibility when
too many workers see themsdves as "present workers', rather than as "future non-workers' with a
guarartee of a future more or less lavish sate penson. When this occurs, an old-age problem arises.
Two sets of solutions may be pursued.

If enough pressure builds to leave state pensions programmes unscathed, then the welfare Sate
IS reduced, and the Structure of socid experditure shifts from the wdfare date to Sate pengons This
solution ismore likely to occur if the problem istackled relatively late, so that more people belong to the
old-age cadlition or fed doseto it*”. Or in countries where socid expenditure and the welfare State are

" Qupport could aso come from young workers, who might believe that the lower cost of asmaller
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relatively modest to start with”, for that impliesthat bureaucrats and politicians are not strong enough to
oppose the shift.

On the other hand, if the bureaucracy and the rent-seeking codlitions benefitting from the
welfare state have grown too powerful to be overcome, expenditure is more likely to be stabilized by
increasing taxation or by cutting retirement schemes™, either by reducing the amounts paid out per year
to the retired person, or by shifting forward the age of retirement.

From a public-choice point of view, the reduction of the annua amount paid to each dderly
person is not very agopeding. By doing so workers would wish to save more without lowering
consumption. Pressure for lower taxation would build up, the public deficit would increase, and pressure
to axe the wdfare gate would ultimately become unsudainadle. This is of course contrary to the
interests of the policy makers, bureaucrats and politicians dike.

Ceterisparibus, changing the retirement age is a more atractive policy, possibly coupled with a
raise in taxes, sy, for the sske of "nationd solidarity”’. By shifting retirement to the future, desired
savings Say roughly congtant, and the propensity to save may even fal. Pressure to increase digoosable
income would be wesker, and the same would hold true as regards the eventua dashing of the wdfare
date. Within this framework, the lavish retirement origind promise would indeed be reneged upon by
the policy makers, but the very bresking down of the old-age codition would make sure that nobody
complains too much. Policy makers would not lose power. Their role could actualy be enhanced by the
fect that they could present themsalves as a successful barrier againg the destruction of the protection
schemes for the dder as well as for the "disadvantaged” - whatever that means in today's developed
countries.

Put differently, if the old-age codition is strong enough rdaive to the bureaucrats, and thefdl in
the birth rate not too sharp, then the retirement bill becomes indeed higher than expected, but it could be

welfare Sate coupled with a better ded on state pensions might be suitable compensation. On the other
hand, one should not overlook thet the claim on public goods and services increases with age (see
for ingance van Dden, 1996, p.160). The preference of the old for State pensons rather than for the
welfare state might thus be wesker than expected.

 The difference between Western Europe and North America, where the elderly dependency ratio
is dso much smdler, is driking in this respect. The inditutiona framework aso plays arole, of course,
and may go along way in explaning why this rent-seeking game has not been equdly widespread and
successful (or harmful) in dl developed countries.

% In dl developed countries the growth rate of expenditure on pensions (in red terms) is much lower
today than in the 1960-1980 period (see Heller et d., 1986, table 6, p.33).

" This was in fact possbly the most frequent the ctchphrase of the present Italian govermment
during the 1996 dections and afterward.
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accommodated by cutting the welfare sate. However, this may not be very redidic. For if the welfare
daeislarge enough o that the resources it sets free are enough to finance retirement schemes, then the
interest groups opposing such cuts may aso be too large to overcome. More likdy, reforms will be
addressed at reducing inter-generationd trandfer quickly, @ther by shifting retirement age forward, or by
phasing out such trandfers dtogether.

Sdtidactory empirical evidence to test this theory will not be available before some ten years
from now. But if our predictions come true, many developed countries are bound to lose a good
opportunity to take advantage of the imbal ances created by inter-generdtion transfersin order to reduce
the 9ze of rent-seeking and of government intervention a large.
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APPENDIX

Let the demand for the welfare state be WS’. The net-benfit function B depends on the
amount of wefare sate and on the fear of socid unrest (T). Since wdfareisfinanced out of taxation and
is an imperfect subdtitute for private consumption, individua well-being is a decreasing direct function of
the welfare date. Socid unrest is aso a decreasing function of the welfare state, Snce this assumed to
weeken tensons within the society:

It istherefore possible to write

WS = B(WSTWS)], with B,<0, B,>0, T;<0

Therefore
dB=(B:+ B2T1) dWS
and
—dB = Bt BT
dVVS 1 211>

which isthe dope of the WS’ function, dways negative

If RS denotes the income-disspeting function, and C the cogt of income disspation in terms of individual
wdl-being, the supply scheduleis

WS® = C(RYW9)), with C;,RS, > 0

The optimal (desired) amount of welfare state is then WS, such that
B(WS', T(Ws )= C(R(WS"))

If a gtate-penson programme is introduced, the net benefits of the wefare date increase
according to the SP function. Following what argued in the text, SP isa postive function of the present

and future (expected) youthdependency ratios (YD), and a negative function of the present and future
elderly-dependency ratios (ED). .
Thus the optima amount of welfare Sateisnow WS, defined by the solution of

B(wsS', T(WS)) +SP(YD, YD*, ED,ED®) = C(RS(WS))

Since SH() is nontnegative and C is upward doping, it followsthat WS 3 WS

Thefamily of YDi schedulesin figures 2.1 and 2.2 are downward doping because they originate
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from the solution of
B(WS,T(Ws)) +SP(YD, yD*, ED, ED®) = C(RS(WS))
where Bi<0, B>71<0, C1RS;>0, SP3<0 and YD, YD®and ED® are kept constant™®.
When WSisat the optimdl level, the following holds
(Bt Bz T1-C1* RS, )dWS+ Sp,dED=0

Hence, the dope of the YD; schedulesfigures2.1and 2.2 is

dws_ P, <0
dED (B.*+ B, T:-C:* RS:)

while the dotted linein fig. 2.2 isthe WS locus of solutions for
B(WS, T(WS)) +SP(YD, YD, ED, ED) = C(RS(WS))

Figures 3. refer to Stuations where adjustment occur, or where the net- benefit function changes,
or where the YD-ED combination is changed (fig. 3.3). In particular, in fig. 3.1 the movement from
paint C to point E describes the movement to the eqilibrium situation which satisfies the equiation above
(note thet in fig. 3.1 WS(C)>WS ), whilefig. 3.2. refers to aan upward shift in the net- benefit function
(changein preferences), so thet the WS locus dso shifts upwards

28

One may note that Snce the solution is provided by combinations of optima welfare date and
elderly-dependency ratios, given YD, it would have been more gppropriate to use the WS  notation on
the verticd axisin figure 2.1 and &fter.



