Predicting the effect of the

retirement of the baby boom

generation on the economy is

not a straightforward matter.

JANICE F. MADDEN

Population Changes
and the Economy

soME EcoNomMIc forecasters have
suggested that the retirement of the baby
boom generation will precipitate a
decrease in aggregate spending, leading
to various market collapses in housing,
the stock market, and even the entire
economy. This view is strongly rejected
by the vast majority of economists and
demographers. The bases for this rejec-
tion are that the aging of the baby boom
generation is fully anticipated by mar-
kets, and that markets smooth the price
effects of anticipated changes.

The notion of projecting the future
of a market on the basis of future popu-
lation shifts is attractive because many
population changes can be predicted
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successfully. Future population size and
characteristics are determined by the size
of the current population and the
changes due to births, deaths, and in- or
out-migration. The current population
size and its characteristics are known.
Births and deaths (although problematic
to predict into the future) have little
effect on the size and characteristics of
the national population who are of work-
ing age—20 to 65—for 20 years into the
future. Therefore, the size and character-
istics of the national working-age popu-
lation can be predicted with substantial-
ly less error than most other variables
that affect the economy. Because the size
and composition of the working-age
population is known relatively accurately

Figure 1: Live births by year, 1910-2000
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for at least two decades in advance, it is
tempting to use this knowledge to pre-
dict shifts in the stock market, housing,
and commercial real estate.

However, there are three concerns
that arise when using population to pre-
dict economic outcomes. First, how
accurate is the prediction of the future
population size and characteristics?
Second, how do population size and
characteristics correlate with economic
outcomes? And third, to the extent that
population influences are foreseeable
and their economic effects are pre-
dictable, will markets incorporate this
information so as to mute the anticipat-
ed links, thus rendering predictions
inaccurate?

4,500,000

4,000,000

3,500,000 /
3,000,000

2,500,000 7\/

Live Births

2,000,000

1,500,000

1,000,000

500,000

0

1910 1920 1930 1940

1950 1960 1970 1980 1990 2000

Source: Department of Health and Human Services, National Center for Health Statistics.

42 ZELL/LURIE REAL ESTATE CENTER

Figure 2: U.S. population by age and gender, 1990
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PREDICTING POPULATION

Population predictions require data on
current population, as well as predic-
tions of births, deaths, and migration.
Figure 1 illustrates the number of live
births by year in the United States
throughout the 20th century. The two
peaks are periods when there were more
than 4 million births per year; they
include the 1946 to 1964 post-World
War 11 baby boom and the baby “echo
boom” that started in 1982. The two
troughs include the Great Depression,
when births fell below 2.5 million, and
the 1964 to 1980 period, when births
dropped below 3.2 million.

Percent Female

Figures 2, 3, and 4 display age pyra-
mids for the U.S. population in 1990 and
2000, as well as the predicted population
in 2025 (which is based on actual births for
the age groups older than 25, and on pre-
dicted birth rates for those younger than
25). The left side of each chart shows the
percentage of the male population in each
age group for the year and the right side
shows the percentage of the female popula-
tion. Note that on Figure 2, the age pyra-
mid for 1990, the “indentation” of the
pyramid for the 10- to 14-year old group,
reflecting the baby bust of birth years 1976
to 1980 in Figure 1, and the “bulges” for
the 25- to 34-year-olds, reflecting mostly
baby boomers born between 1956 and
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Figure 3: U.S. population by age and gender, 2000
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Figure 4: U.S. population by age and gender, 2025
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Source: Figures 2, 3, and 4 were prepared by the U.S. Census and are available at
http://www.census.gov/population/www/projections/natchart.html.
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Figure 5: Observed and U.S. Census predicted crude birth rates, 1964-1999

25
23 %\
N /__\
e ——
19 W—/ \
17 \ P // e o e
15 . — R,
13 ]
1
9
7
5 vl T wl T wl T oI T NI T vl T wl T wl T oI T NI T vl T ‘DI T wl T oI T NI T vl T wl T wl
© © © ~ ~ ~ ~ ~ o] [} [es] [ee) (oo} [*2] [o2] [o2) (o2} [*2]
2 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2
Forecast Period Year
=+ Observed —=- 1969 —+ 1974 —+ 1986 —+ 1994
—== 1963 1970 —= 1976 1991
—4- 1966 == 1972 —=- 1982 —4- 1992

Source: Tammany J. Mulder, “Accuracy of the U.S. Census Bureau National Population Projections and Their Respective
Components of Change,” U.S. Census Population Division Working Paper Series No. 50, July 1, 2002.

1965. Figure 3, the age pyramid ten years
later, shows a similar indentation for those
10- to 14-year-olds in 1990 who are now
20 to 24 and a bulge for those aged 35 to
44. For those age groups born before the
date when the predictions are prepared, the
predicted population proportions for each
gender depend on known past birth rates
and predictions of deaths and migration.
The predicted “bulge” of the 2025 pyra-
mid, shown in Figure 4, for the 60- to 69-
year-olds reflects the known baby boom of
1956 to 1965 and the predicted “indenta-
tion” for the 50- to 54-year-olds reflects the
known “baby bust” of 1971 to 1975.

It is important to understand that the
track record on the accuracy of birth pre-
dictions, which is the critical component
in predicting the size of the population in
those ages not yet born, is not promising
even for the best demographers. Figure 5
shows the crude birth rates (per 1,000 peo-
ple) for 1964 to 1999 and the U.S. Census
predictions for those birth rates.

Overall, the Census (an excellent
group of demographers) tended to over-
predict population based on its projec-
tions of birth rates. The predictions
made from 1963 to 1974 (the start of the
baby bust period), were far off the mark,
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Figure 6: Life expectancy by age group and sex, in years, 1900-1997
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consistently over-predicting births. Since
1974, when birth rates have fluctuated
less, the predictions have been closer to
the actual birth rates. What is obvious is
that even the U.S. Census has not been
able to accurately predict exactly when
changes in birth rates will occur. For
example, the decline in birth rates that
started in 1964 was never predicted; nei-
ther was the trough of 1975-76, or the
slight rise in birth rates between 1987
and 1990.

Figure 6 illustrates how life expectancy
has changed in the 20th century. The chart
includes changes in the life expectancy at
birth, which increased from about age 50
in 1900 to about age 80 in 1997. The time
path of the change in life expectancy is far
less variable than the time path of the
change in births. The largest rate of change
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on the figure is the increase that occurred
roughly during the 1970s.

Predictions of death rates, while more
accurate than predictions of birth rates,
also have a poor track record. Figure 7
shows the crude death rates (per 1,000
people annually) for the 1964 to 1999
period, and the U.S. Census predictions
for those death rates. Overall, the Census
tended to over-predict death rates, result-
ing in an under-prediction of population.
Census predictions appear to be amplifica-
tions of short-term trends. The relatively
rapid drop in the death rates between
1969 and 1979 was not predicted by the
Census, although the 1963, 1966 and
1970 predictions were for a less dramatic
decrease in death rates. Interestingly, the
1969, 1972, and 1974 predictions were
for mild increases in death rates. Since

Figure 7: Observed and U.S. Census predicted crude death rates, 1964-1999
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Source: Tammany J. Mulder, “Accuracy of the U.S. Census Bureau National Population Projections and Their Respective
Components of Change,” U.S. Census Population Division Working Paper Series No. 50, July 1, 2002.

1975, there has been little change in the
actual death rate, as it moved between
8.5 per thousand and 8.8 per thousand
in the population. However, the predic-
tions did not reflect this stability until
1982. The inaccurate predictions of
death rates have had less effect on overall
population projections than did the inac-
curate predictions of the birth rates.
Although the over-prediction of death
rates and the over-prediction of birth
rates somewhat offset one another in
terms of projected population size, they
amplified errors in the prediction of age

structure: errors in birth rate predictions
over-predicted the sizes of younger pop-
ulations, and errors in predictions of
death rates under-predicted the size of
older populations.

Figure 8 illustrates how legal migra-
tion into the United States has changed
in the 20th century. Migration in the
1990s was large relative to any other time
in our history and similar in magnitude
to the flows early in the 20th century.
Unfortunately, the U.S. Census’s predic-
tions of net migration rates are as prob-
lematic as its predictions of birth and
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Figure 8: Immigrants to U.S. (in thousands) 1900-2001
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death rates. Figure 9 shows the actual net
migration rates for 1964 to 1999 as well
as the Census predictions for those rates
made at various times. Overall, the
Census tended to under-predict the net
migration rate, and thus under-predict
population. The relatively rapid increases
in the net migration rates in the 1990s
were also not predicted by the Census.
The 1986 prediction for 1991 was a
little over half the actual rate. The 1991
prediction for 1992 (formed with knowl-
edge of the 1991 increase) was much
higher, but still a substantial under-pre-
diction. The predictions made in 1992
and in 1994 for future years reflected the
higher rates occurring in 1992 and 1994,
but still under-predicted the actual rates.
Unlike births and deaths, migration
levels strongly affect the size of populations
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in the 20- to 64-year-old groups. Figure 10
shows age pyramids for the foreign-born
and native-born populations in the United
States in 2002. The immigrant population
includes substantially fewer persons not of
working age, and substantially more per-
sons of working age than the native-born
population. Therefore, international
migration has compensated for the
“bulges” and “indentations” in the age pyr-
amids for the native-born population.
Furthermore, inaccurate prediction of
migration resulted in under-predictions of
the population aged 20 to 44.

In summary, the track record for the
accuracy of predictions of the components
of population change—nbirths, deaths, and
migration—is poor. While the accuracy of
predictions of the size of the working age
population 20 years into the future is not

Figure 9: Observed and U.S. Census predicted net immigration rates, 1964-1999
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Figure 10: U.S. Population by nativity, age and gender
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strongly affected by inaccurate predictions
of births and deaths, it is influenced by
inaccurate predictions of migration. Even
more problematic is the fact that migra-
tion can be a response to anticipated
changes in the age composition of the
population, as the government may
admit more migrants in periods of labor
shortages, and fewer in periods of unem-
ployment. Also, since changes in popula-
tions at the margins affect economic out-
comes, the errors in predicting births,
deaths, and migration are problematic for
anticipating the economic effects of
demographic changes.

POPULATION AND
ECONOMIC OUTCOMES

Microeconomics studies individuals and
households, either at a point in time or as
cohorts over time, and measures how the
ages of individuals, or of household heads,
have affected their income, their probabil-
ities of retiring, their savings and invest-
ments, and their expenditures on housing,
health, and other goods and services.
Macroeconomics empirically examines
how the size and structure of the popula-
tion at different times correlate with the
nation’s aggregate income, savings, invest-
ments, and expenditures on housing,
health, and other goods and services.
Because the population age structure
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changes very slowly, the measurement
problems are greater in macroeconomic
studies than in microeconomic studies.
There is not much variation by year in the
composition of the nation’s population to
analyze. Furthermore, the correlation
between the relative sizes of particular age
groups for different time periods makes it
difficult to isolate the effects of particular
age groups accurately.

For the next two decades, as the baby
boom generation reaches retirement age,
and as the labor force participation of
women levels out, all economists expect
labor force growth to slow considerably.
While there is debate about future growth
in female labor force participation, rates of
female labor force participation are now
close enough to those for men that large
increases seem impossible. Thus, future
growth in the labor force will be primarily
the result of the entry of the young and of
migrants, or of delayed retirement by older
workers. But migration is not easily pre-
dicted, and can even be manipulated by
policymakers to increase labor force
growth. The same is true of retirement.

Because both the incomes and health
of older people have improved, microeco-
nomic theory provides ambiguous predic-
tions about changes in retirement age. On
the one hand, as incomes rise, workers
should retire earlier. On the other hand, as
the health of older workers improves (or
alternatively, as the physical requirements

of jobs diminish), workers should retire
later. Whether the income effect or the
health/physical demands effect will be
greater in determining retirement age in
the future is unclear. For several decades,
the income effect has dominated, causing
the retirement age to decline. But in the
last few years, there is evidence that the
trend may be reversing, with the health
effect dominating the income effect.
Figure 11 displays labor force participation
rates for men and women over 70, from
1963 to 2001. While the rates remain sub-
stantially lower than at the beginning of
the period, they have increased slightly
since the mid-1990s. Some researchers
have attributed this rise to the changing
age requirements for Social Security bene-

fits. Because Social Security policies affect
retirement ages, the rules for qualifying for
Social Security are important (and difficult
to predict) policy variables.

The oldest of the baby boom genera-
tion, born between 1946 and 1964,
reached 58 this year. Those born in 1964
will reach 67 in 2031. By 2032, the baby
boom generation will be almost entirely
retired. But it is not clear exactly when
most of the baby boomers will retire,
although there is certainly no reason to
expect anything other than a gradual move-
ment of the generation into retirement.

Perhaps the most simplistic statement
of microeconomic theory is the life-cycle
theory of consumption, which holds that
spending and savings decline after 65.

Figure 11: Labor force participation rates of men and women over age 70, 1963-2001
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The expectation is that people spend
more of a lower income when they retire.
Between 20 and 65, people have higher
incomes and savings. Extrapolating this
life-cycle theory of individual behavior to
the economy suggests that as the propor-
tion of the population over 65 increases,
aggregate spending and savings will
decline. But this popular theory is sup-
ported neither by empirical studies of
individual behavior nor by studies of
aggregate market behavior.

Empirical studies of individual behav-
ior have found that people over 65, at
least those who hold most of the assets,
continue to save. Although some studies

suggest that retirees spend less and draw
down their assets during retirement, the
evidence is that the retirees who own the
vast majority of assets held by the elderly
population do not behave in the manner
described by the life-cycle theory of con-
sumption. Perhaps this is because they
want to leave bequests or because they are
risk-averse and seek to maintain high
asset levels in order to maintain their
lifestyle should they live to a very old age.
In either case, they continue to spend
their income and do not spend down
their assets in their old age.

Past data on household spending and
asset accumulation do not provide a good

Figure 12: Median net worth by age: Cohort versus cross-section, 1984-2001
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indicator of how baby boomers will save
and spend as they age, since this genera-
tion is substantially wealthier than any pre-
vious generation. At any point in time,
there will be a tendency in the data for
older people to save less and spend less
than younger people simply because they
have had less overall income or wealth.
Data on savings or income by age in any
particular year include the effects of both
age and the prior income history of the age
group. Figure 12 illustrates the difference
between measuring net worth by age at a
point in time (1984) versus measuring the
net worth of a cohort of the population as
it ages. The figure shows the 1984 (cross-
sectional) median net worth of households

by age (in 2001 dollars). Figure 12 also dis-
plays the median net worth for households
who were aged 45 to 54 in 1984 (again in
2001 dollars), the median net worth for
these same households when they were
aged 55 to 64 in 1994, and their median
net worth (in 2001) when they reached
ages 65 to 74. Because these households
were wealthier than the households who
were 55 to 64, or 65 to 74, in 1984, their
net worth will be much higher when they
reached these ages than was the case for
previous generations. A similar pattern is
observed for the cohorts who were 55 to
64 and 65 to 74 in 1984.

Figure 13 plots the results of a study of
the relationships between age and assets

Source: Prepared by author from data reported in Federal Interagency Forum on Aging-Related Statistics, Older Americans
2000: Key Indicators of Well-Being (Washington, DC: Government Printing Office).

Source: Prepared by author from calculations made by James Poterba, “Demographic Structure and Asset Returns,” Review of
Economics and Statistics, vol. 83 (2001), Table 2, p. 570.
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that adjusts the data to reflect the experi-
ences of cohorts as they age. The figure
shows cohort wealth over the life cycle for
three asset categories. Average common
stock holdings are defined as all common
stocks including shares held through
defined contribution pension accounts;
net financial assets add assets other than
common stocks (but subtract consumer
and investment debt from gross financial
assets); and net worth is the sum of net
financial assets and the value of house net
of mortgage, and holdings of other, non-
financial, assets such as investment real
estate net of any mortgages. The data

reported in the figure are based on data
collected between 1983 and 1995 by the
Survey of Consumer Finance, and are
expressed in 1995 dollars to capture how
assets change over the life cycle for the
same cohort of individuals.

Figure 13 reveals that, while age is asso-
ciated with asset holdings even after con-
sidering the cohort effects described above,
assets do not decline substantially during
retirement. Younger adults (those under
40) have substantially lower asset holdings
than those over 40. After 65, net financial
assets and common stock holdings reach a
plateau, moving neither up nor down with

Figure 14: Projected inflation-adjusted assets per capita, persons over age 15, based on

asset by age patterns in Figure 13
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age, while net worth decreases after 69.
The decline in net worth during retire-
ment, however, is less than the increase in
middle age. (Note that persons over 75
hold more assets than persons under age
50.) Having more persons over 75 and
fewer under 50 will not, therefore, lead to
a decrease in aggregate asset demand.

The macroeconomic effects of the
population’s age composition on asset
holdings and asset prices are difficult to
measure. Figure 14 shows how aggregate
asset demand shifts with the age compo-
sition of the population if the patterns of
asset demand by age held in each year and
age composition were the only determi-
nant of asset demand that changed.
Figure 14 shows that, if the patterns of
demand for assets by age for recent
cohorts persist into the first half of the
21st century and these are the only fac-
tors affecting asset demands, the aging of
the American population will actually
increase demand for assets.

Studies that attempt to measure the
correlation between the historic age com-
position of the population and demand for
assets have generally found smaller effects
than those implied by the “age-asset simu-
lation” in Figure 14. The results differ
across studies and are sensitive to the par-
ticular way that age effects are measured.
The strongest evidence for age composi-
tional effects on market outcomes is for
returns on Treasury bills and long-term

government bonds. There is weaker evi-
dence that the ratio of the price of corpo-
rate equities relative to corporate dividends
is correlated with age composition.
However, none of these empirical findings
support the view that asset returns will
decline when the baby boomers retire.

There are at least three important rea-
sons why the age structure of the popula-
tion has been found to have so little effect
on aggregate asset holding and prices.
First, there is so much volatility in savings
and spending across households and across
time, that age effects are simply too small
to be important. Second, since the age
composition of the population changes
very slowly, markets anticipate its effects.
Finally, as markets are increasingly globally
integrated, the demand for assets is less
tied to the age composition of the U.S.
population.

Will an aging population affect the
aggregate demand for housing? At the
individual or microeconomic level, the
life-cycle theory of consumption holds
that households are expected to occupy
smaller housing units during retirement
than during their child-raising years,
decreasing the demand for housing.

Figure 15 shows the relationship
between homeownership rates and age for
each of the census years of 1980, 1990,
and 2000. The pattern of homeownership
by age in 1980 is consistent with the life-
cycle consumption theory, as homeown-
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Figure 15: Homeownership rates by age, 1980-2000
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ership rates increase with age, peak for
45- to 54-year-olds, and then decline.
But the patterns shift for 1990 and 2000.
In fact, by 2000, the rate of homeowner-
ship is greatest for the 65- to 74-year-
olds. The increases in homeownership
rates between 1980 and 2000 are due to
increased ownership rates among the
over-55 population (which had more
income and assets in 2000 than they did
in 1980), with people of younger ages
actually experiencing decreasing rates of
ownership. As was the case for financial
assets, the lower 1980 homeownership
rates appear to be due to the elderly’s less-
er wealth, not their age.

Figure 16 displays the difference
between the 1980 cross-sectional relation-
ship linking age and homeownership rates,
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and the rates of homeownership experi-
enced by each of the 1980 cohorts over the
following 20 years. Consistent with Figure
15, the 25- to 34-year-olds in the 1980
cohort had lower rates of homeownership
when they turned 35 to 44 in 1990 (or 45
to 54 in 2000) than did the cohort that
was 35 to 44 (or 45 to 54) in 1980. The
45- to 54-year-olds in the 1980 cohort had
much higher rates of homeownership at
ages 55 to 64 in 1990, and at ages 65 to 74
in 2000, than did the cohorts who were
the same ages in 1980. As was the case for
financial assets, Figure 16 shows the rate of
home ownership leveling out as people
reached retirement ages. The plateau
occurred because even though the elderly
are less likely than younger cohorts to pur-
chase homes, they typically occupy larger

Figéjore 16: Homeownership rates by cohort and age, 1980-2000
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housing units. It is also clear that due to
the greater incomes and wealth of baby
boomers, their housing outcomes during
retirement differed from those of earlier
generations.

The willingness to pay for housing is
a measure of housing demand, but it
may also vary over the life cycle. One
study first examined how the willingness
to pay varies by age at a point in time,
with no consideration of the effects of
wealth and income, and then examined
how age affected willingness to pay
when only households with the same
income and education were compared.
Figure 17 shows the relationship
between aging and willingness to pay for
housing found in that study. The lower,

55-64 65-74 75+

Age

dotted, line maps the willingness to pay
for a given quality of house over age
groups, with no consideration of other
characteristics. The higher line isolates
the true “age” effect of willingness to pay
for housing by comparing people who
differ by age, but who otherwise have
the same income, education, household
type, and race. The “isolated” age effect
shows that the willingness to pay for a
given quality of housing unit actually
increases with age. The “uncontrolled”
dotted line shows the opposite, because
the elderly had less income than younger
household heads. It was the lower
income and education of older people
that decreased their willingness to pay
for housing, not their age. But because
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Figure 17: Willingness to pay for housing unit by age
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baby boomers have more income and
substantially greater wealth than previ-
ous generations, the “isolated” age effect
line in Figure 17 is a more relevant indi-
cator of post-retirement housing
demand. The greater economic
resources of baby boomers will increase
their pre-retirement and post-retirement
housing consumption far beyond that of
previous generations.

Baby boomers are not yet over age 65,
and will not be so for the next decade.
They have continued to be active partici-
pants in the housing market. One meas-
ure of their demand for real estate is their
numbers of repeat buyers. As Figure 18
shows, the older baby boomers, aged 45 to
54 in 2000, accounted for a substantial
share of the homeowners who moved over
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the last decade. Half of the homeowners
in this age group moved, with the majori-
ty moving to larger houses with more
amenities. While the aging of the baby
boomers means that they account for a
smaller proportion of predicted movers in
2000 through 2010, their sheer numbers
mean that they will continue to account
for a sizeable share of repeat buyers.

There is more uncertainty about the
echo baby boomers who will reach their
mid-20s in 2010. Although there is no
reason to believe that this group will not
continue to postpone marriage and child-
bearing into their late 20s and early 30s,
it is hard to know how much the expecta-
tions of increased income and gifts from
parents or bequests from grandparents
might increase housing demand.

Figure 18: Millions of homeowners moving at least once in the decade, by age, 1990-
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DEMOGRAPHY AND
ECONOMIC OUTCOMES

Future population size and age structure
are not known with certainty, but are more
accurately predicted than are most other
social and economic variables. Can these
“relatively more accurate” predictions fore-
cast economic outcomes? Determining the
historic connections between demography
and economic outcomes and using these
connections to assess how predicted
demography will predict future economic
outcomes is very difficult because there are
large feedback effects. Feedback occurs
when household decisions about invest-
ments, savings, stock market participation,
and housing depend on their needs

(reflected in age and family size) as well as
prices and income. Prices and incomes, in
turn, change in reaction to current demo-
graphics and in anticipation of future price
changes and demographics, muting the
effects of population shifts, and complicat-
ing prediction. Government policies also
change, as do tax structure, inflation rates,
interest rates, overall levels of spending, the
size and nature of immigration from
abroad, and spending for particular age
groups.

In 1989, on the basis of demographic
theory, Gregory Mankiw, President
George W. Bush’s chair of the Council of
Economic Advisors, and David Weil pre-
dicted a 47 percent decline in housing
prices between 1987 and 2007. They
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attributed the 1970s increases in housing
prices to the entry of the baby boomers
into the housing market, and predicted
that the entry of the 1965-81 baby bust
generation would have the reverse effect.
They forecast that demand would grow at
a slower rate during the 1990s than at any
time in the prior 40 years. Already, prior to
their prediction, 47 of the largest 100 met-
ropolitan areas had experienced a decrease
in prices.

Of course, we know that home prices
did not fall, and there were substantial
increases in housing prices during the
1990s. Where did the predictions go
wrong? In short, the approach was overly
simplistic. One important problem was
the failure to consider that the amount of
housing produced responds to anticipated
housing prices. In the real estate market,
changes in demand are accommodated by
reductions in quantity produced (develop-
ment), and not only, or even principally,
by changes in prices. When homebuilders
anticipate a decrease in demand, current
housing prices are lower, smoothing future
price changes. Mankiw and Weil’s predic-
tions did not consider the effects of expec-
tations on either current or future prices.

Attempts to predict prices are notori-
ously unreliable because many factors
that influence price changes are either not
considered or considered incorrectly.
While the age structure of the nation’s
working-age population can be predicted
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with relative accuracy for a 20-year peri-
od, other important factors that serve to
smooth the price effects of relatively slow,
and easily anticipated, demographic
changes cannot be predicted with accura-
cy. Productivity changes are critical to
economic performance and to the flow of
investments, but are basically impossible
to predict. No empirically established
connections between the rate of produc-
tivity increase and the age structure of
population exist. While younger workers
are, on average, more dynamic and flexi-
ble than are older workers, the productiv-
ity of older workers is higher than that of
younger workers because of the effects of
their greater experience, more specialized
skills, lower supervisory costs and absen-
teeism, and better match between their
skills and their job requirements. In
short, the young have more energy, but
less skill and judgment, and skill and
judgment are highly productive.

Tax and regulatory changes are also
critical to economic outcomes. Both the
level and structure of Social Security bene-
fits and of private pensions will influence
when workers retire and their retirement
behavior. Estate taxes affect the size and
timing of bequests by the elderly. Bequests
appear to be an important reason why the
elderly continue to save in retirement, and
also affect the savings behavior of heirs at a
sufficient level to show up in aggregate sav-
ings. In addition, immigration policy

determines the number of immigrants
allowed into the country and their charac-
teristics, including their age and skills. Any
“shortages” of working-age people to sup-
port retirees can be resolved, at least in
part, by more liberal immigration policies.
Finally, the behavior of the population
within any age group may change, under-
mining predictions based on the behavior
remaining the same as the proportion of
the age group changes. We have reviewed
evidence that birth patterns, savings
behavior, and home ownership by age has
changed within the last 15 years, and that
retirement age may be reversing its long-
term decline. Also, asset allocation may
change by age as baby boomers, who did
not experience the Great Depression,
replace the elderly, who did.

In sum, the relationships between the
foreseeable future demographic composi-
tion of the population and future asset
prices are impossible to predict. To the
extent that the market anticipates demo-
graphic changes, prices, income, and
behavior changes in response to that antic-
ipation. If anticipated demographic
changes are expected to lower prices in the
future, then current prices—which
include the expectation of future prices—
are decreased because current prices fully
reflect expectations of future change. Price
changes over time are “smoothed” by mar-
ket behavior. The bad news is that any pre-
diction or forecast must credibly consider

how expectations are created and acted
upon. No one has been able to do this.
The good news is that market processes
themselves assure that market changes aris-
ing from anticipated changes in demogra-
phy will occur smoothly.
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