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Viestoliitto has newly published a book dealing with the effects of current
population trends on society and the life of the common people. The aim of
Viestoliitto is to use this book to begin a discussion on population questions
and to direct attention to the necessity for planning authorities and decision
makers to take demographic aspects into consideration in their work.

The book discusses the effects of population aging on the public economy,
education, industry and commerce as well as on the economy of the munici-
palities. We are here reproducing an article concerning the effects of popula-
tion aging on the public economy and social expenditures. In economic theory
population trends are considered exogenous, or factors outside the economic
models. The authors, both economists, examine the link between population
development and economy, mainly the public economy. They also discuss pos-
sible ways to avoid unwanted economic development caused by population ag-
ing. We feel the article might also interest readers outside the Finnish borders.

Introduction

The image formed by Europe’s population has been revolutionalized after the
end of the 1960s. In almost all the countries on our continent, the decline in fertility,
which began with the industrial revolution, accelerated after the mid-1960s.

The impact of future population development is one of the most important rea-
sons for discussing the crisis of the welfare state, which seems to be threatening us
especially in the growth of the public sector.

Population raises several questions concerning public finance. First, how will popu-
lation development affect the development of public finance, in general? How will
public expenditures develop? What will happen to income, or in plainer terms, to
the tax burden? What problems regarding planning and policy will the balancing of
public finance be confronted with? These questions are very closely involved with
the development of the entire national economy.

Secondly, we can ask what the government should do, if we feel that population
development should be influenced more actively. If we want control over population
development, we must know how measures taken by the government influence it,
in general. What effect have they had earlier? Are there any methods available that
can still be used in the future?



As public action, family policy has customarily been considered primarily a means
of influencing fertility. People feel that low fertility is a consequence of the weak
status in society of families with children and young families, in general. The recent
economic-theory approach in studying the causes of fertility provides us with the tools
and reasons for analyzing this view more closely.

Low fertility is, in very many ways, related to the nature and structure of the
welfare state. In modern industrialized countries, the conditions governing fertility
behavior differ from what they used to be in earlier forms of society. Nevertheless,
it appears that economic factors have always held a large and crucial role, when peo-
ple are deciding about having children.

According to the economic-theory model, fertility is influenced, on the one hand,
by values and benefits, and on the other, by economic restrictions and the possibili-
ties for choice. In principle, the state can have an effect on the income available to
households, and by that means, on their interest in having children. On the other
hand, it is not at all clear how state policy could permanently lead to the emergence
of family policy values.

The problem of population development is reflected in the economy, as a whole,
as pressure toward increasing public finances. The long-term commitments of cur-
rent social policy will automatically lead to this situation. Fulfilling these commit-
ments will require continuous growth of the economy also in the future, when the
labor supply starts to decrease. Fulfilling these commitments will also require more
personnel for the public sector, in order to provide continuously increasing services.
This may prove to be quite a problem, when the growth in the labor supply slows
down during this decade and ceases altogether at the turn of the century.

At present, Finland has no official population goal that would express political
stands on the development of the total population, fertility and immigration. Popu-
lation development is considered a given factor in the various planning systems and
studies carried out in the public sector. Very little assessment has been made of the
impact of different measures on population development.

Public finance and population development in the 1960s

The supply and demand of »population-policy» expenditures

The public sector has grown rapidly during the last three decades. While total
public expenditures made up 26.5 percent of the gross domestic product in 1960, in
1985 it rose to 44.6 percent. Here, statutory private employment pension insurance
is also included in total public expenditures. The increase in the supply of so called
welfare commodities accounts for 90 percent of the growth in the share of total pub-
lic expenditures. Welfare commodities arise from welfare services and social securi-
ty. Welfare services include social and health services and education services.

In 1960 social expenditures, which can primarily be considered »population-policy»
expenditures, totaled 9.2 percent of the gross domestic product and more than one-
third of the total public expenditures.! In 1985 their share of the gross domestic

! Social expenditures here include pensions, health insurance, unemployment security, accident in-
surance, military injury insurance, family security, other income security, social services and health serv-
ices. In this article, social expenditures are called »population-policy» expenditures because their prob-
lems are most frequently linked with population development in general discussions. Later we will demon-
strate the need for an analysis of the effects of population development on public finance, encompassing
more than just the development of social expenditures. The primary source of the analyses in section 2
is Palm’s (1988) study.
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product was 22.5 percent, equaling over one-half of the total public expenditures.
In public finances, the inner structure of expenditures thus seems to be weighted more
toward »population policy» than before.

In simpler terms, the development of public social expenditures can be seen to
be caused by demand factors coming from households and supply factors and deci-
sions coming from the state. Population development is a structural demand factor
affecting the development of public expenditures. The supply and demand of public
expenditures is balanced on »the political market», meaning in budget proceedings,
and not on the usual commodity market, as in the case of the supply and demand
of private consumer commodities.

On most markets, the interaction between supply and demand is not unilateral.
Supply can also create demand. This happens especially with social expenditures.
The expansion of the supply of health services has increased the lifespan, which, in
the long run, will increase the demand for services and pension expenditures, for
example. A population’s level of education can also often be considered a factor direct-
ing demand.

Population factors explain the development of different social expenditures in
different ways. According to Palm (1988), less than one-half of the actual 10-fold
increase since 1960 in old age pension expenditures can be explained by the growth
of the older age groups. The rest is due to the rise in the level of benefits, for exam-
ple, with the growth in the number of better employment pensions. The rise in the
level of benefits is mainly due to the development of social security. In Finland, the
proportion of the population over the age of 65 has more than doubled since 1960.

In reality, the total amount of family expenditures changed from 1960 to 1985
at the same rate as the change in the size of the target population. This means that,
during this period, the population structure almost entirely explains the development
of these expenditures. On the other hand, it also means that the actual level of fami-
ly security benefits in 1985 was almost the same as in 1960 — after the recession which
continued into the early 1970s and the reforms implemented from 1974 on. The tar-
get population of family security has shrunk about one-third since 1960.

Only a small portion of the increase in work disability pension expenditures and
unemployment security expenditures is caused by the aging of the population struc-
ture. The same is true of the development of total expenditures for social and health
services. Increased access explains one-half and the rise in costs per unit about 40
percent of the growth in public expenditures allocated to services.

The aging of the population is strongly increasing the demand not only for pen-
sions but also for health services. This demand is being increased especially by the
growth of the oldest age groups.

Social expenditures and the state budget

The growth in social expenditures has been reflected in the state budget especial-
ly as an increase in transferred expenditures. In 1970 transferred expenditures to-
taled 45 percent of all state expenditures. In 1985 they had grown to over 52 percent
and will rise to 64 percent in the 1990 budget. These figures also include transferred
expenditures allocated to industries. The most rapid increases in transferred expen-
ditures have occurred in state subsidies and grants to education, social and health
services and social security.

Altogether, the state expenditures on direct income transfers to households have
grown more slowly than these income transfers have as a whole. For example, while
pension expenditures, in reality, grew four-fold during the last two decades, the state’s
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expenditures on pension security grew three-fold. The reason for this is, naturally,
that private pension insurance companies are providing for this rapidly developed
pension security. Half of the pension expenditures affecting the state budget are the
state’s own unfunded pensions. The rest consist of subsidies paid by the state for
funding national pensions and pension expenditures for agricultural entrepreneurs,
other entrepreneurs and seamen and of front-veteran’s pensions.

In the long run, the primary source for public income is taxation. In 1960 the
gross taxation level of the national economy, the percentage made up by all taxes,
was 25 percent. Today the gross tax level is 37.5 percent. However, one should bear
in mind that statutory earnings-related pensions are funded in the private sector with
obligatory social security payments. On the international scale, a more correct pic-
ture of Finland’s tax burden is provided by the total taxation level, which includes
these payments. The total taxation level is currently 42 percent.

In the mid-1970s the income tax burden increased, when the state income tax scales
had not been adjusted for several years in regard to inflation and income develop-
ment. The resulting increase in tax income improved the situation of the state econo-
my and helped make it possible to fund intensified family policy measures in the
1974 income policy agreement. In the period of revival at the end of the 1970s, limits
were set to the growth of the public sector, when economic policy measures were
being taken to check inflation and improve our ability to compete internationally.
This also delayed the development of social policy.

In the early 1980s, several social policy reforms were implemented which increased
social expenditures: a national pension reform, a substantial increase in the per diem
allowance for sick leave and parental leave in conjunction with their coming under
taxation, a subsistence security reform and an unemployment security reform. In
addition, the supply of children’s day care was increased.

The income-transfer society and households

In the development of a welfare state, we can also speak of the birth of an in-
come-transfer society, cf. Hjerppe (1986). For example, when twenty years ago about
16 percent of disposable household income came from income transfers from the
public sector, today the proportion is already 33 percent. In the long run, the de-
velopment of welfare expenditures has contributed to equalizing the distribution of
income, which is considered one of the central factors affecting the welfare of the
population (Figure 1).

Public subsidies to households are not confined to income transfers, however.
In practice, services which are often free-of-charge or cost only a fraction of actual
expenses markedly increase the actual total income households have at their disposal.
The taxation system contains considerable indirect support in the form of various
deductions, exemptions and the equivalent, which cannot be seen in regular budget
and statistical figures. Child deductions, for example, are clearly meant as family
policy support. Pension income deductions are an extension of pension security. State
housing loans are also subsidized, as their interest rate is, on the average, clearly
less than the market interest rate.

State expenditures to households are examined in Table 1. The public sector has
a greater effect on population development through indirect support than through
social expenditures. Tax supports are especially significant in housing policy, in
equalizing family expenditures and in health care and in caring for the ill. Cost-free
service benefits are especially pronounced in education and health care policy. They



Figure 1. Distribution of disposable household income in 1966 and 1985.
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Table 1. State expenditures on income transfers to households and state indirect
subsidies to households in 1987, in millions of marks.

Expenditures Expenditures Tax supports Financing
on income on cost-free in state support
transfers service
benefits
State total 22,200 29,200 9,900 1,600
(Total public
expenditures)’ (70,300) (50,200) (16,400) (1,700)
% of GDP (393,500) 6 L/ 3 Va
(18) (13) 4) (*2)
% of final total
of budget (111,060) 20 26 9 1
% of disposable house- 10 14 5 1
hold income (214,500) (33) (23) (8) (1)

! Includes state, municipal, The Social Insurance Institution’s and statutory pension insurance and
unemployment security (benefits).

Source: Ministry of Finance Planning Secretariat 1986—89 and TMAE 1990, Appendix 3.
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are also significant in equalizing family expenditures. Pension security is dominated
by income transfers, while in family security the role of income transfers is com-
parable to that of cost-free services.

Population development with relatively few problems

The postwar »baby boom» has been reflected in various ways in pressures bear-
ing on public expenditures: as child benefits, daycare expenditures and education
expenditures. Population development has not, however, caused any great problems
in keeping the public economy balanced as a whole. During the last ten-year period,
the population structure has, in fact, been very favorable for the development of
public expenditures and the total production of the national economy. The emigra-
tion to Sweden, which took place at the end of the 1960s and the early 1970s, solved
some of the problematic population pressures focused on the public economy.

The growth of the gross domestic product has formed the foundation for the
growth of the public sector and made room for social and other welfare expendi-
tures. During the period between 1960 and 1985, the gross domestic product actually
increased two-and-a-half-fold. From 1960 to 1973 the average annual growth in the
gross domestic product was a huge 5 percent, and in the period 1974—85 the average
was 2.8 percent. It has been estimated that the major portion of the increase in the
domestic product can be explained by an increase in productivity. As a result of the
shortening of working hours, the number of completed work hours has actually de-
creased. Modern economic growth is based mainly on know-how and increasingly
less on the quantitative growth in work input.

Population factors which have influenced production input include the increase
in the supply of labor, characterized by the rather high labor participation rate of
women, apparently the highest for the entire 20th century in Western Europe. This
has been made possible, in part, by the increase in day-care services. The change
in the family tax burden has also been seen to have contributed to the situation, when
in 1975 spouses began to be assessed separately in conjunction with a new income
and property tax system. The increase in productivity, again, is due not only to the
increase per person in capital investment but also to qualitative factors pertaining
to labor, which are affected by education and health care, for example.

Population development and public finance in the future

Long-term commitments

There is reason to believe that, in the future, demand factors resulting from popu-
lation development will have an increasing impact on public finance. Within the so-
cial security sector, commitments have been made with very long-term effects and
which will lead to future expenditures. These commitments will not be readily dis-
solved. The level reached in discretionary benefits also indicates the course of future
expenditures.

Among long-term commitments, pension security is naturally the most signifi-
cant. Social insurance, as well as subsistence security, have been perfected also in
other respects, however. Reforms made in the 1980s have improved national pen-
sions, health insurance, unemployment security and security subsistence benefits. In
Finland, the coverage of systems insuring a person’s subsistence in case of a lack
or severance of regular income is so encompassing that, in practice, we already al-
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most have a system of citizen’s pay. It is true, however, that different groups receive
this pay under different headings and in different amounts (Figure 2).

Actual citizen’s pay might mean, primarily, unifying the benefit levels of the var-
ious income-transfer systems.

In the area of social and health-care services, the development of day-care and
health-care services are the most significant factors increasing expenditures. In so-
cial and health care, the Council of State ratifies personnel plans for five-year peri-
ods, and these are used to direct resources into different areas. The aim of this plan-
ning system is to guarantee an increase in the supply of services over a medium term,
but the system’s permanence insures decisions concerning the supply also over a long
period.

Figure 2. The minimal security of a person living alone, by benefits, in 1987 and
changes from the previous year. No earned income.
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So far, in estimating the expenditures caused by services, we have been able to
assume that workers will be available at the same rate as new jobs are opened. It
has been estimated that the number of jobs in social and health care will increase
by 60,000 persons by the year 2000. Under the circumstances, it no longer seems as
clear as it has in the past that this plan can be carried out, for it is estimated that
the entire labor supply will increase during the 90s by a total of about 35,000 per-
sons. There will be stiffening competition between the private and the public sector
for workers already before the turn of the century, when the supply of labor will
start to decline.

The demand for labor necessitated by social and health services will be consider-
able in the future. It has been estimated that the annual input of social and health
services, including private services, is currently 400 million man-hours (Arajirvi and
Parkkinen 1989). This is about 10 percent of the entire labor input of the national
economy. In the year 2030, the labor input demand for these services has been calcu-
lated at 700 million man-hours or 25 percent of the estimated total input of 2,800
million man-hours at that time.

One might think that, with the decrease in new age groups, society’s expendi-
tures on education will diminish. As the housing level improves and the quantitative
housing shortage disappears, it has been estimated that housing support can also be
decreased. Thus, by refocusing public expenditures, we could locate resources for
growing sectors.

Expenditures in the education sector are currently increasing faster than the gross
domestic product. The age groups of compulsory school age will not yet decrease
significantly in the 1990s. In fact, the number of comprehensive school pupils and
full-time comprehensive school teachers has increased since the mid-1980s. The lesson-
frame system carried out in comprehensive school has decreased average class size
and increased education expenditures. As a whole, education costs per student have
grown. Expenditures in the education sector have also increased because of the length-
ening of schooling, which is becoming an outright problem at the university level.

Adult education plans and demand mean that, even in the long run, education
resources will not be available to other sectors at the same rate that the school- and
college-age age groups decline. Even so, in order to reach the qualitative goals set
for the population and especially for the work force, more resources will be needed.
The need for re-education is greatest among the large postwar age groups with little
schooling. Going through two or three periods of retraining during one’s career can
just as well be a matter concerning highly trained groups. A problem entirely of its
own is the training arranged for immigrant workers and the resources it entails.

The plans of the housing sector do not reach very far into the future. Thus, they
cannot be used, for example, as a basis for estimating how the future housing de-
mand will affect the allocation of regular housing subsidy expenditures. The decrease
in household size, the rise in real income and demands concerning housing standards
— one example is the popularity of one-family houses — will keep up the need to
construct housing. Housing investments will be unusually high in the 2010s as a re-
sult of the aging of housing (Parkkinen 1990). Massive investments will also mean
growth pressures on public housing subsidies, unless the support system can be limited
by developing financing for housing. It appears that tax subsidies for housing will
continue to be quite substantial. The decision to retain state loans for private owner-
ship of housing instead of changing to an interest subsidy system may also tie more
state resources to housing policy than was intended. The rapid rise in the cost of
housing demonstrates that the market mechanism does not solve housing policy prob-
lems justly, in the social sense, at least not very quickly. If the situation continues
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to be just as difficult in the future, because of planning problems concerning land
use and the alleged lack of true competition in the construction field, it cannot help
but affect the housing subsidy systems also and, thus, total public expenditures.

The future development of social expenditures and financing

On the basis of current commitments and the official population forecast, social
expenditures will, in reality, double by the turn of the century and triple by the year
2030 (Figure 3).

The growth in employment pensions is conspicuous. If, in the national economy,
as much were to be paid out this year in pensions, in absolute figures, as in 2030,
the current state budget alone would not be sufficient to cover them.

Figure 3. Social expenditures in 1970, 1987, 2000 and 2030 at 1989 prices.
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Sources for the calculation: Ministry of Finance: Working group Memorandum 1987: VM 12 (social ex-
penditure classification and the years 1970 and 1987), Palm 1989 (growth in expenditures 1987—2030).
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The growth of the national economy must continue, if the public sector is to pro-
vide for its social expenditure commitments. Social expenditure calculations suggest
how large growth must be, so that there will be enough of the cake, not only to fi-
nance public expenditures, but also for the needs of the active population and of
production.

The latter demands mean, in practice, that
— the real income of the active population may rise
— employment can be guaranteed
— the employers will be able to provide for rising social security payments.

According to Palm’s (1988) calculations, the gross domestic product should grow
an average of 1.7 percent annually up to the year 2030, so that these goals could
be reached. During this century, the annual growth percentage should be an average
of 2.4 percent and, after that, an average of 1.3 percent.

Even if the economic growth described above were actually to occur in the fu-
ture, there will still be tangible and inevitably problematic effects concerning distri-
bution related to this development. For example, if total salaries were actually to
increase 1.7-fold by the year 2030, the total amount of social security payments paid
by the employers would rise 3.2-fold. In the national economy, the relative propor-
tion of earned income would be reduced and the proportion of pension income would
grow. This may increase the differences in income distribution between the active
population and pensioners. Even if the growth of domestic income, in itself, would
make it possible to provide for the pension expenditures, it would not necessarily
remove the problems related to the distribution of income.

In our current income tax system, pension income is, because of the pension in-
come deduction, more leniently taxed than earned income. It would be rash to guess
what the tax system will be like in the year 2030. However, if pension income con-
tinues to be relatively more lightly taxed, the tax system itself will contribute to mak-
ing income distribution more unfavorable to the active population.

A respite for the public sector in the 1990s

If the current financing of social expenditures continues, it appears that the growth
of expenditures in the public sector will still be quite restrained in the 1990s. After
2030, however, the change in the population structure will begin to cause marked
pressure also on the national economy.

Population development is reflected as almost direct growth in total public ex-
penditures, which also include statutory pension expenditures. Similar developmen-
tal trends can also be observed between the gross and the total taxation level. In financ-
ing social security, the proportions financed by the state and by the insured/the users
will decrease, while the proportions paid by the municipalities and by private em-
ployers will increase by the year 2000.

The pressure caused by financing social expenditures will be reflected most rapidly
in the social insurance payments made by employers and especially by private em-
ployers. These employer expenditures will increase by one-and-a-half by the end of
the century and more than triple by the year 2030. Employer expenditures will in-
crease in the 1990s especially because the funding level of the earned pension system
will be raised rapidly, partly due to earlier payment reliefs. The funding level will
be raised again in the 2000s, so that the reserves will start being lowered around the
year 2015.
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Table 2. The estimated development of social expenditures, public finance and the
taxation level up to the year 2030.

Proportion of the GDP, percent

1987 2000 2030
Social expenditures 22.8 27.0 33.3
Public sector expenditures 41.6 42.0 46.0
Total public expenditures 45.5 47.6 56.0
Gross taxation level 37.0 38.3 42.0
Total taxation level 41.0 45.0 51.0

Source: Palm 1989.

In the year 2030, social expenditures would equal exactly one-third of the gross
domestic product (Table 2). It is has been assumed that public expenditures other
than social expenditures will grow, in the long term, so that their share of the gross
domestic product will remain on the current level.

Services — paid for with taxes or with fees

A considerable portion of social expenditures result from no fees being charged
for public social and health services or from the fee covering only a fraction of the
service’s cost. For some social services and for long-term care the fee depends on
the client’s income. The reports prepared for the 1990 state budget proposal, on the
costs of various services and the proportion covered by fees, demonstrate that the
fees charged for social and health services cover an average of about ten percent of
the costs. The rest is financed by the public sector, which means substantial indirect
support given to households.

The social expenditure calculations are based on the assumption that the social
and health service payment systems will remain unchanged in the coming decades.
This will mean that 90 percent of the growth in services would be paid for by in-
creased taxation. However, the citizens’ real income will increase and the pension-
ers’ average subsistence improve markedly, in the long run. Discussion about future
alternatives for financing social and health services — the extent to which taxes or
fees should be used — has been almost nonexistent in the 1980s.

Evaluating social expenditure calculations

Arajarvi and Parkkinen (1989) have arrived at the conclusion that, in 2030, the
proportion of the gross domestic product made up of social expenditures would be
37 percent. This differs quite markedly from the results of Palm’s study, mentioned
earlier, and can mainly be explained by the fact that their calculation also includes
income from user fees for social and health services. Their calculation is a broader
measure of social expenditures in the state economy than the usual social expendi-
ture concept, which is confined to examining public expenditures. Nevertheless, both
social expenditure calculations mentioned here provide very similar views of the fu-
ture development of social expenditures. Some areas of household support, such as
the tax benefits and deflated interest on state housing loans mentioned earlier, have
not been taken into account in these calculations.

According to the social expenditure reports examined above, public finance will
not be expanding very substantially in relation to the domestic product. No insur-



16

mountable problems are expected in balancing the public sector. This view is based
(Arajarvi and Parkkinen 1989) on the fact that pensions, which have a crucial effect
on the growth of social expenditures, and which will be increasingly larger in the
future, on the average, will partially revert to the public sector in taxes. The rise in
the level of taxation may, in itself, cause problems. These problems could be alleviated
by raising the proportion covered by user fees, as presented in the report. However,
the unavoidable increase in the tax burden would cause effectiveness losses, which
have not been assessed in either calculation and which, according to some new inter-
national studies, are quite notable, for example, in Sweden. The difference between
the employer’s wage costs and the wage earner’s actual take-home pay will continue
to grow markedly. The report assumes that the growth of other public expenditures
will also be quite moderate.

Both social expenditure calculations are quite optimistic about the future. Ac-
cording to these calculations, the development of the population structure does not
seem to be leading to any serious problems in public finance.

In principle, we have both the time and the possibility to prevent the problem
from becoming too serious. But will society still have enough time to adjust? The
labor shortage prevailing in the current boom period indicates that the development
of the population structure is not only a problem concerning social expenditure de-
mands. The decreasing labor supply may cause uncertainty already in the coming
decade, regarding the very long-term goals for the growth of the gross domestic prod-
uct. Can productivity be increased in order to induce growth? Improving the produc-
tivity of public services is at least as important an issue as developing the productivi-
ty of the entire economy. Large investments are required to increase productivity,
but in financing them we come up against the decline in the savings rate. This prob-
lem in financing investments will also have to be considered in the total assessment
of the national economy.

The coming change in the population structure will be historically unique. Not
all of its consequences have yet been clarified. Some indication of the future society
can be seen in municipalities where the population’s age structure already corresponds
to the structure predicted for the whole country in 2030. The problems these munici-
palities are facing in public finance cannot tell us, however, what will happen to fu-
ture public expenditures in the state economy, because these municipalities receive
marked outside state subsidies. The national economy cannot be subsidized from
the outside like this.

On February 22, 1988, the Council of Ministers of the European Community,
on France’s initiative, expressed its deep concern about future population develop-
ment in Europe: ». . .the alarming population development occurring in Europe
means that Europe cannot retain its political, economic and cultural position in the
world without renewing its population dynamics.»?

Influencing population development

Economic theories concerning population development

Can public policy measures be used, then, to influence population development?
Economic theories regarding population development are attempting to analyze the

2 Communication from the Commission on family policies, COM (89) 363 finel, Brussels, August
8, 1989, Commission of the EC.
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effect of economic factors on this phenomenon.? Most population policy measures
specifically try to influence the family’s finances, so that an economic analysis may
provide us with more insight into this question, which in itself is a very difficult one.
For the national economy, the key problems in the current population develop-
ment are the following:
— the aging of the population structure is increasing the public sector
— the decline in the birthrate is decreasing the labor supply absolutely necessary for
economic growth
— the development of the population structure does not favor saving, which is re-
quired for funding investments necessary for the growth of the national economy.
According to forecasts, the population of Finland will continue to grow up to
the turn of the century, but after that it will begin to decline. One internal factor
in the population structure affecting the situation is that the fertile age groups are
increasingly smaller. In addition, fertility is declining, because people are having chil-
dren at an ever later age, and the average number of children per family has decreased.
The rejuvenation of the population’s age structure requires an increase in fertili-
ty. If this occurs, it means, at the least, a rise in the demand and need for child-care
services, education services and family housing. The pressure on increasing public
consumption is great, because the income of young families is smaller and their buy-
ing power less than in older families. A permanent rise in fertility permanently in-
creases the demand for these commodities. In a society with an aging population
structure, it is the demand and need for welfare for the aged and health services that
increase. Such a society would probably have more affluent people with buying power.
The relation between population development and economic growth is one of the
focuses of interest in population economics. By placing population factors in eco-
nomic models, Simon (1986) has reached findings according to which population
growth has a positive influence on economic growth. Simon’s analyses are based on
the idea that population growth creates a greater labor supply and a broader base
for talent reserves, which increase the probability of reforms. Inventions have been
key factors in the growth of productivity and the national income. Inventions arise
by combining new ideas with old ones, and in principle there is no limit to their growth.
In the 1990s, smaller age groups will be in their prime renewal stage. If the
Easterlin-hypothesis* holds true, fertility would then be greater than indicated by the
official population forecasts. These forecasts have not taken theories like this into
account. The most recent empirical research, however, questions the Easterlin-theory’s
ability to explain the issue. The theory is perhaps too rough in character to provide
regular population forecasts with essential additional information or to act as a ba-
sis for population policy measures (Wright 1989). Macroeconomic approaches have
not appeared, up to now, to have come to the aid of population policy with any oth-
er very practical results, either.

A microeconomic model for fertility in the modern society

The goal of current family policy measures is to compensate at least part of the

3 It must be noted, however, that after Malthus economics has dedicated very little attention to popu-
lation development. Usually, the population has been included in economic models as a given outside
factor.

4+ According to the Easterlin-hypothesis, the level of fertility affects the size of the fertile age groups.
The fertility of the large age groups is low, because during their lifespan they have to fight a tighter »bat-
tle», in making their career, for example, than the smaller age groups. Life will be easier for the latter,
which would later be visible also in a higher fertility (Ohlsson 1988).

2
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additional economic burden of having a child. It is believed that having or not hav-
ing a child is, at least partially, an economic question.

Even though one goal of social policy has been to care for the position of chil-
dren and thereby fertility, population development is still considered a given factor.
This is even truer in economic policy planning.

In economics, several branches of research focusing on specific issues have de-
veloped and are continuing to develop. In fertility economics theory the child is ex-
amined as a »commodity», for which there is a certain demand. Decisions concern-
ing demand are made independently by each family. The child competes with other
commodities. The child can also be examined as a focus of investment, with alterna-
tives to be found to making investments in a child (for example, Eriksson 1989). An-
other aspect is examining the time spent on child care as part of the family’s optimal
use of time.

In a modern society, the state directs the economy through numerous direct and
indirect measures. Outright directives, direct benefits, indirect subsidies and taxa-
tion affect the economic decisions made by households and enterprises. Because having
children is at least partially an economic decision, this direction made by the state
also affects the decision. What is essential is that the effect does not arise solely by
means of so called family policy. Without too much exaggeration, one could say that
almost all the features of the welfare state must be taken into account in fertility
economics.

Fertility often remains low in the welfare state because (Demeny 1989):

— The child the family is considering having, and especially an additional child, will
cause the parents decreasing additional benefit and increasing costs. In a traditional
society, the child participated in work from an early age and, at least in the long
run, affected the family’s income. The modern society demands a long and broad
investment in psychological capital, before it allows entry into the labor market. Even
though the government bears a large share of the costs of education, the long schooling
period adds to the costs of providing for the child.

— An increasing alternative cost is associated with the child. In the western world,
also in Finland, women participate extensively in the labor force. The economic com-
pensation for work exceeds the benefit obtained in caring for one’s own child. Even
if caring and bringing up one’s child would be satisfying and a challenging job, even
monotonous line work can assure more secure economic prospects. In addition, the
workplace often provides a more stimulating social environment, a factor valued to-
day.

— By creating pension systems, modern society has taken over almost the entire
responsibility for guaranteeing old-age subsistence. The income-transfer society does
not leave the arrangement of subsistence during old age to the individuals themselves,
instead it carries out very extensive income transfers between active age and old age
(funded pensions), on the one hand, and between the active-aged population and
the pensioned population (unfunded pensions and other income transfers and serv-
ices), on the other. The need to have a large family in order to provide for one’s
old age has become history. Old-age security has not been able to develop, nor is
it likely that it will in the future, without affecting fertility. The pension systems have
created the illusion that young people are no longer needed to insure one’s old age.

The significance of the society’s level of development for fertility is shown con-
cisely in Figure 4. In an agricultural society, increasing the number of children has
favorable effects, from the parents’ point of view, on both production and subsis-
tence, as well as on old-age security. Child care is no special added burden. In an
industrial society, the immediate favorable impact of children on production and
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Figure 4. The impact of having more children on the parent’s (the previous gene-
ration’s) situation in an agricultural and an industrial society.

Agricultural society Industrial society
Impact on Helps, children participate No impact. Parents at work,
work input in household production children at home
Impact on Grandparents or older More difficult, childcare costs
child care children care for children increase
Impact on Helps, the more children, The effect is cut off at the microlevel
social the more certain security is because of the social security systems;
security illusion that pension security is not
dependent on the population structure

old-age security disappear. Child care becomes an additional economic burden or,
at least, having children faces strong competition from other choices.

The development of the population structure also affects political institutions.
In a democracy of adults, based on the principle of »one man, one vote», the aging
of the population structure transfers power to increasingly more elderly population
groups. There has been discussion of the concentration of political power to pen-
sioners, but, in reality, interest in benefits related to being pensioned arises much
earlier, perhaps already before one’s 50th birthday. Current population development
may lead to a future situation, where more weight is given to the needs of the more
elderly population groups. In allocating resources, measures aimed at improving the
welfare of the more elderly groups and, on the other hand, the aim of maintaining
sufficient fertility may be contradictory, unless the cake being divided up is big enough.

Population policy measures

Regarding the entire economy, the whole structural change taking place is what
is problematic in population development. The decline in fertility is one structural
factor, a key one in the long term. Thus, population policy measures must be evalu-
ated in relation to this whole. On the macrolevel, one can assume that a population
structure could be found, which would be ideal regarding supply and demand. Fin-
land’s population structure today and in the decade to come is perhaps closer than
ever to being ideal.

It is not exaggerating too much to claim that almost all public measures affect
the welfare of the population and population development. Despite the »wide» ar-
ray of measures available, we do not know very much about the exact impact of these
measures. This makes it more difficult to choose measures in formulating an effec-
tive population policy. It is essential to remember, however, that population policy
is not only social policy, but most fundamentally also economic policy.

In the regular planning of economic policy, population development is consid-
ered an exogenic factor, determined outside the economic models. This is probably
primarily due to the fact that, in formulating economic policy and its models, the
emphasis is on predicting and directing cyclical development. Nevertheless, each main
economic policy goal has a demographic aspect of its own, in the long run. On the
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other hand, the goals of economic policy, in themselves, are not contradictory to
population policy goals.

Maintaining economic growth is population policy, because the sufficiency of
funding for social expenditures depends on it, and also because population growth
and structure affect the domestic product. The significance of employment for the
welfare of the population is clear. Balancing income distribution is not only an eco-
nomic policy goal but also a fundamental social goal affecting the welfare of the
population. There are population policy aspects to the stable development of prices:
one example is the rapid rise which has occurred in the cost of self-owned housing
in the last few years. Its impact on the possibilities for forming a family and having
children can only be surmised at this stage.

As a basis for evaluating family policy income transfers and services, the follow-
ing four assumptions can be condensed from fertility microtheory:

— The less society compensates marginal costs arising from children, the weaker
fertility will be.

— The higher the salary women will lose and the smaller their chances to return to
work and to further their career, the lower fertility will be.

— The more the culture demands from education, clothing, nutrition, housing and
leisure time, the weaker fertility will be.

— The more funding is needed for pension insurance, either funding through taxa-
tion or as a funding system, the weaker fertility will be.

If these assumptions are true, fertility can be improved by increasing child benefits,
parental leave per diem allowances, support for education and studying, and hous-
ing policy support to families with children. What is essential is the scope the mea-
sures will take. A fundamental problem is, first, that our knowledge about the mag-
nitude of the effects is almost negligible. Very little quantitative research on effects
has been done. Another problem is how these measures will be financed and who
will do the financing, because these decisions will affect both income distribution
and, through the tax burden, efficacy losses in the entire national economy.

The effects of developing health care are not unequivocal. It is clear that health
services improve the quality of the population by decreasing morbidity. On the other
hand, health care competes with other sectors for workers and investments. In de-
mand, health care may compete, to some extent, with other commodities affecting
welfare.

Education and re-education improve the quality of the population. However, it
is somewhat unclear how problems relating to population structure can be mended
by improving the quality of the population. There are perhaps two aspects where
the effects of education favorable to the national economy can be observed: through
education, the correspondence between the supply of labor and demand can be im-
proved, and (re-)education can be used to decrease premature retirement. It has been
suggested that the talent and ability reserves in the population limit the extent to which
education can compensate the decline in the quantitative supply of labor. On the
other hand, it has been estimated that especially the increase in the demands on the
education and work tasks of women will weaken fertility considerably.

Pension security is financed partly by the individual’s own active age employ-
ment, partly by the taxes paid by younger generations or by employer payments. The
pension systems may create the illusion that old-age security is not dependent on one’s
own decisions about having children. Thus, apparently, the pension systems them-
selves have a weakening effect on fertility.

Although Finland’s housing conditions, on the average, are beginning to be satis-
factory, the current supply of housing is not sufficient in many areas, and the prices
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are high. The problems faced especially by new households in finding housing and
the high housing costs in the early part of the lifespan increase the economic burden
of having children. As long as housing support is capitalized in the price of housing,
the situation of people purchasing their first home becomes more difficult, because
the support is not focused on the time when housing is being purchased, instead it
is distributed over a longer period. The significance of housing policy as a means
of population policy will probably continue to be a current issue in Finland for a
long time.

In Finland, we are finding ourselves, for perhaps the first time in history, in a
situation where immigration might be needed to solve the economic problems caused
by the population structure. This will happen, if the decline in fertility continues
throughout the 1990s as predicted and the labor demand forecasts come true. If fer-
tility development does not change, it is estimated that, in the coming decades, Fin-
land will need an annual net immigration of as many as 25,000 persons, so that the
population would not begin the decline predicted for the beginning of the next cen-
tury (Soderling 1989). This number corresponds to about 40 percent of the annual
number of births in the last few years. The country would gain permanent new in-
habitants equal in number to about two rather large rural municipalities, with gross
immigration even more extensive as a result of return migration among the arrivals.

Continuing to lower the voting age could be one way to balance political power
between young and old age groups, as the population structure ages. Is there some
way to estimate what the political consequences will be, however? Would a better
alternative be that parents would have an additional vote for each child who is a
minor?

The effects on fertility of decisions already made

Is it possible to influence fertility? If the answer is affirmative, how substantial
must the measures be before there are any significant results? A rather common opin-
ion in population research appears to be that intensifying family policy only tem-
porarily affects fertility. This opinion is based on Hungary’s and France’s experiences,
which are often referred to in this connection.

In Finland, fertility declined sharply after the 1950s and was at its lowest in the
early 1970s. In 1973, the total fertility rate was 1.5, while it had still been 2.14 in
1968. Since 1968, fertility in Finland has not reached the level necessary for renewal
(Figure 5).

In the 1960s, the significance of family support in relation to the income availa-
ble to households diminished. This may be one reason why fertility declined. It is
probably not very easy to estimate its effect, because many other phenomena oc-
curred at the end of the 1960s and the early 1970s, which decreased rather than in-
creased fertility, such as rural depopulation and emigration to Sweden.

Family policy support was increased in the 1974 income distribution agreement.
The Child Day-Care Act had already been enacted earlier. In fact, starting then, family
support has grown, both relatively and absolutely, as a result of decisions which have
been repeated quite often. The timing of the most important decisions is presented
in Figure 5.

In addition to the increase in family policy benefits, changing over to the sepa-
rate taxation of spouses in 1975, which decreased the tax burden on families, may
have increased fertility, to some extent, by improving the expectations families had
concerning their income. At the same time as being employed became more advanta-
geous to women in regard to taxation, the prospects of finding day care also started
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Figure 5. Live births in Finland in 1960—2030.

Live births Housing support reform Live births
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1 1 1 1 1 1

0
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\— Development and forecast - »Strategy to prevent population loss»l

(SOVE = increase in sick leave and parental leave per diem allowances along with their taxation)

Sources: Population statistics and the Social Insurance Institution 1989 forecast.

to improve. On the other hand, the increase in the participation of women in the
work force may also have had the opposite effect on fertility.

Family support, which improved in the 1970s, has remained about the same, in
proportion to the gross domestic product, throughout the 1980s (Table 3). Its inter-
nal structure — including raises in parental leave per diem allowances and the in-
crease in daycare places — has perhaps become more »effective», however, regard-
ing the decision to have children.

In examining how the quantity of family support and the timing of family policy
measures have developed, the question arises about what aspect of family policy really
has an effect. The actual level of family support has a great significance, of course.
The kibbutzim of Israel have been mentioned as an extreme example of this, because
there the community takes the entire responsibility of caring for the children. There
the total fertility rate is 0.5 percentage points higher than elsewhere in Israel.

In estimating the actual level of family support in historical time series, one should
be aware of the situation entitling one to benefits. The actual economic significance
of child benefits today is smaller than in the 1950s. This is true both numerically
and, also, because now that we live more purely in an exchange economy, the addi-
tional advantage obtained from child benefits is smaller than when we were still liv-
ing mainly in a natural economy. This was still the case in the 1950s.

On the other hand, the impressiveness and regularity of family policy measures,
their recurrence, may be significant, as may be the visibility of the support to fami-
lies. In the latter respect, income transfers and services may have a greater effect
than tax subsidies.

Family support is not only limited to the measures described in Table 3. For ex-
ample, there are family policy components connected to housing benefits, such as
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grading according to the number of children. It has been estimated that, if these were
taken into consideration, the amount of family support would increase by as much
as one-half, compared to the total presented in the table.

In Finland, the total fertility rate has remained at about an average of 1.7 since
the mid-1970s. It is extremely difficult to estimate the effects of family policy on
fertility during this more than ten-year period. One rough estimate is obtained in
the following manner: while the total fertility rate in other Western European coun-
tries comparable to Finland declined during this period by about 0.2—0.3 percent-
age points, one could assume that the development of Finland’s family policy and
other social policy has had this large an effect, assuming that the level of benefits
has not changed in the other countries. Finland, in the 1980s, has been almost the
only Western European country, where social expenditures have been increased rather
than reduced. It is clear, in any case, that the current total fertility is not enough
to renew the population in the long run. The decrease in the size of the age groups,
again, will result in a decline in the number of births, as shown in Figure 5. An in-
teresting question is how much more family support would be needed for a success-
ful »strategy of prevention against population loss» (Sneck et al. 1989).

The impact of population and economic development on future social expenditures

According to Palm’s (1988) calculations, social expenditures in the national econ-
omy would thus, on the basis of »reasonable initial assumptions», consist of one-
third of the gross domestic product in the year 2030. Changes in the initial assump-
tions, some of which concern population change factors, will not affect the future
proportion of social expenditures in the gross domestic product very much (Table 4).

Table 3. Family policy support in 1960—1989, in millions of marks.

1960 1970 1975 1980 1985 1989
Child benefits 210 300 700 1.430 2.480 3.460
% of GDP 1.3 0.7 0.7 0.7 0.7 0.7
% of d.h.i. 2.1 1.1 1.2 1.3 Y 1.4
% of d.h.i. in families
with children! — — 23 2.5 27 —
Other family policy
income transfers 20 110 800 1.100 3.300 4.750*
% of GDP 0.1 0.2 0.8 0.6 1.0 1.0
% of d.h.i 0.2 0.4 1.3 1.0 1.8 1.9
% of d.h.i in families
with children! —_ — 2.5 1.9 3.7 -
Family policy tax subsidies — — 630 1.610 2.250 3.020*
Family policy cost-free service
benefits - — 1.200 2.230 3.740 5.900*
Total support — — 3.330 6.370 11.770 17.130
% of GDP — — 3.2 33 3.5 3.5
% of d.h.i. — — 5.6 5.9 6.4 6.9
% of d.h.i. in families
with children! — — 10.6 11.3 13.3 —
d.h.i. = disposable household income according to national economy accounts
- = preliminary estimate

! The calculation is based on estimates of the income available to families with children from the house-
hold surveys of 1976, 1981 and 1985
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Table 4. The impact of various alternatives for development on the proportion of
social expenditures in the GDP in the year 2030.

Social expenditures
Percent of GDP

Basic alternative 33.3
Lifespan does not increase 333
Faster growth of the GDP 32.5
Pension age rises by one year 33.0
Fertility increases 33.5
Fertility decreases 33.8
Pension age decreases by one year 33.8
Lifespan increases 34.1
Slow growth of the GDP 35.6

The differences between the various alternatives for the development of social
expenditures seem slight, when measured as a proportion of the gross domestic prod-
uct. In absolute figures, these are rather large sums, however. In the basic alterna-
tive presented by Arajarvi and Parkkinen (1989), the gross domestic product would
be about 800 billion marks, at the current rate, in 2030. This would mean, for exam-
ple, that if the growth of the lifespan stops where it is now, according to Palm’s
calculations, this would lead to 14.4 billion marks less in social expenditures than
in the basic alternative in the year 2030. On the other hand, the increase of fertility
to the level necessary for renewal by the year 2010 would only increase social expen-
ditures by 1.6 billion marks, but a decrease in fertility would increase them by 4 bil-
lion marks. These calculations concerning different alternatives have not estimated
what measures and what kind of an increase in family policy expenditures would
be needed to increase fertility. At least on the basis of these assumptions, an increase
in fertility would be a more favorable alternative for the national economy than its
decrease. The result of the formal calculation would appear to support Simon’s the-
oretical conclusions, mentioned earlier, concerning the positive correlation between
population growth and economic growth.

Conclusions

In the future, more attention will have to be paid to population development in
the planning carried out in the public sector than in the past decades. The aging of
the population and decreasing fertility mean that the labor supply will diminish, over
the long run. At the same time, the demand for public expenditures will grow. The
growing portion of the national income needed for financing public expenditures will
have to be achieved with a decreasing input of labor.

It seems that the population is, literally, becoming a scarce resource, over which
the private sector — basic production — and the public sector — welfare services
— will end up competing intensively with each other.

In the future, the analysis of population development effects must be intensified
in public sector planning. We especially need information about how different mea-
sures affect population development and what means can be used to alleviate the
problems caused by the aging of the population structure.

Today, it already appears that the insufficient supply of labor is leading to the
need to import foreign labor. Should attempts be made to increase fertility, in order
to prevent the real labor shortage threatening us in the next century? In the light
of economic theories on population growth — in contrast to so-called Malthusian
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views — this seems fully justified. But is increasing fertility any longer a self-evident
and an only alternative to reaching a more balanced population development. In-
creasing fertility requires augmenting public family policy expenditures. But how
much? The settling of fertility in the 1980s somewhat higher, on the average, than
the level at the end of the 1970s may be due, in part, to the joint effect of various
consecutive family policy measures. If the effect on the total fertility rate would have
been 0.3 percentage points, for example, would even doubly intensified solutions have
led to or lead in the future to renewal of the population. It is very possible — con-
sidering that international development is very similar — that it is not possible to
raise family policy support so high, that fertility would reach the level of population
renewal.

Another problem in family policy is how much time we have in the current situa-
tion to aim for fertility leading to population renewal, without having so-called tran-
sition period problems. For example, the »instantaneous» rise of fertility to the level
required for population renewal would also lead to an undesirable »baby boom» in
the 2010s—2020s. The large age groups will be retired then and will need increasing
services. Then antiquated housing would also necessitate larger than normal invest-
ments (Parkkinen 1990).

One problem is choosing the right measures. Direct income transfers may be more
impressive than indirect benefits, for example, tax deductions for families with chil-
dren. No reliable empirical data can be found to support this assumption, however.
If family policy is to be intensified, more expenditures will clearly be needed than
the social expenditure calculations indicate. In order that family policy does not cause
additional pressure on the public economy, public expenditures should be allocated
and financed differently than now. But will the politicians be able to reach an agree-
ment?

In an overpopulated world, one can demand, of course, that in addition to fami-
ly policy, and as an alternative, an increase in immigration should be allowed or even
encouraged. In weighing the alternatives, we may find ourselves making really diffi-
cult cost-benefit comparisons, which the objective analysis of the issue would require.
A country with no experience with migration may be faced with many new prob-
lems, purely as a result of inexperience. In the future, social expenditures will cer-
tainly be increased more by a Finn born in 1990, who in the year 2013 joins the labor
force, than by a person of the same age migrating that year to Finland, who is possi-
bly even a skilled immigrant. If we leave out questions concerning race and national-
ity, we can ask how much value should be placed on the native’s better knowledge
of the conditions and the language of the country and his ability to cope here. Will
more public funds have to be focused on the immigrant, in order for him to cope,
than on the native, when they arrive on the job market? What costs have to be taken
into account then? In an integrating world, assessing the intrinsic and practical value
of being a native, beforehand, may be quite a difficult task.

The social expenditure calculations presented above are based on the assumption
that the Finns will retire at the same age as now, on the average. Decreasing the pen-
sion age would increase the proportion of social expenditures in the domestic prod-
uct in two ways. Pension expenditures would rise and the more rapid withdrawal
of the population from the labor force would slow down economic growth.

According to some surveys published recently, the goal of the majority of the
Finns seems to be to retire already at the age of 52—54, or about ten years before
the official pension age. Voluntary pension insurance is the only means in 1990, which
allows the individual to decide, completely for himself, to speed up his retirement.
It has grown rapidly in popularity. Being able to retire sooner than expected, on the



26

average, has definitely been influenced more, in the current situation, however, by
the early retirement pension systems, whose popularity has exceeded preliminary es-
timates made when these reforms were being formulated. More rapid retirement builds
up new pressure on the employed — this new fashion may be contagious.

Even if the surveys reveal verbal attitudes more than real attitudes, there is no
reason to underestimate the results. Is a three-phase lifespan — childhood and basic
schooling, participation in the labor force, enjoying retirement — too formal and
stressing? Why do people want to stop working? Education has been emphasized
as a means of raising the quality of the population, so that it will be better able to
meet the demands of changing technology in production and the aims for produc-
tivity. It seems, however, that different ways of participating in the work force should
also be developed, so that people would accumulate the number of working years,
which were the aim when the current decisions about pension age were made. What
one does at work should be made meaningful and seeking to retire less attractive.

Many so-called sector planning systems in the public domain are based on future
population development. Forecasts form the basis for the social expenditure calcula-
tions of the Ministry of Social Affairs and Health and in the national plans concern-
ing services. The quantitative planning of the education sector utilizes population
forecasts. Estimates concerning the development of households and predictions con-
cerning housing needs are based on population forecasts.

On the national level, population development is included in planning as a given
factor. Goal-directedness can be seen mainly in the population plans of the Ministry
of the Interior’s regional planning department, where these plans help direct region-
al development and coordinate measures according to regional policy. These plans
do not take a stand on the level of fertility or on population renewal, instead, the
total population figure included in the plans corresponds to the official forecasts.
In planning economic policy, population development is even more purely an exo-
genic factor, a factor determined outside the planning models, than in planning the
functioning of the public sector.

Finland has no officially stated population policy aims. Regardless of whether
such aims will be set in the future, it seems necessary to intensify the treatment of
the population issue in public sector planning. To begin with, we will need more in-
formation about the effects of population development in regard to the public econ-
omy and the national economy. Above all, however, we will need information about
the effectiveness of population policy measures. If we take these steps, we will be
better prepared than now to handle the population question in making political deci-
sions.

The frame of reference presented in this article could be one starting point for
improving readiness on the information level. This would essentially entail the de-
velopment of a theoretical and methodological approach, including the endogeniza-
tion or incorporation of population factors into economic models. Research should
be applied research, however, and concentrate on the structural problems arising from
population development, in view of the current situation. This research could be
modeled as a long-term program of investigation, and it might be suitable as the ba-
sis for long-term projections made at the Government Institute for Economic Re-
search founded in October 1990.
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