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This paper studies saving and capital accumulation in an economy where population is ageing 
due to a decline in fertility to a permanently lower level and a gradual increase in longevity 
(given the below reproduction level fertility rates and the projected increase in longevity over 
the next 50 years or so in Europe and elsewhere). Private agents are assumed to work and then 
retire at a certain age (which can change). Public pension system provides benefits financed 
from pension contributions collected from wages. People optimise their lifetime consumption 
path, taking into account the consumption needs of the household when their children stay at 
home and the fall in their disposable income when they retire. They may receive and leave 
behind bequests. A simple overlapping generations (OLG) model is used for simulations, with 
the emphasis on the transition path. 
 
One motivation of the paper is that the literature on the effect of population ageing on saving 
and capital stock is extensive but inconclusive: even the sign of the effect is often ambiguous. 
Here, we try to find explanations for the diverging results and to understand the issues better.  
 
It is shown that under plausible assumptions for European welfare states, the result that 
population ageing (decrease in fertility and increase in longevity less than fully compensated 
by increase in retirement age) increases saving and leads to an increase in capital to income 
(or more broadly interpreted, capital to output) ratio. The saving rate first significantly 
increases and then decreases and settles at a level that is in most scenarios slightly lower than 
the initial saving rate.  
 
The first positive effect on the saving rate is highlighted and contrasted with results in 
previous literature. The ultimately lower saving rate should be understood as reflecting the 
lower GDP growth rate brought about by the permanently lower fertility rate (via the lower 
growth rate of the labour force): a lower than initial saving rate is sufficient to maintain the 
increased capital to income ratio under the new steady growth. 
 
Broadly speaking, the results in this paper are in line with the OLG models developed in 
1960s-1970s for steady state analysis. The selective survey of the literature, including a few 
large-scale simulation models, provides the generally accepted result that, under population 
ageing and plausible assumptions regarding people's behaviour and government policy, the 
capital to income ratio increases. Also, quite robustly, the ultimate saving rate is somewhat 
lower than initially.   
 



It is less clear from the literature what happens to the saving rate during the transition: in 
many studies it decreases monotonically; in others it is not clearly spelled out. We show that a 
significant increase in the saving rate over two-three decades is quite plausible. Critical 
reading of the literature reveals that the reasons why the positive transitory effect does not 
come out from most studies seem to be related to issues concerning the use of the 
conventional perfect foresight assumption and possibly to assumptions regarding the change 
in retirement age. We argue that improvements in dealing with these factors in the large-scale 
simulation models are both required and possible, and that the positive transitory effect would 
then be confirmed.  
 
With a simple model we reiterate the standard result in an OLG model that, for a given 
demographic structure, public pension benefits decrease aggregate saving and capital stock. 
Under population ageing, cutting pension benefits increases saving, while an increase in 
retirement age has the opposite effect, as less saving is needed for retirement. We also go 
beyond the standard assumption of a pure PAYG system and show that moving to partial 
funding in the public pension system (a positive item in government balance) increases total 
saving by roughly one-to-one. This result admittedly stems from the structure and calibration 
of our model, but it should give insight into the factors that probably determine the 
effectiveness of public policy with regard to long-term determinants of saving.  
 
In particular, our framework is capable of dealing with questions about intergenerational 
equity. It links population ageing, i.e. producing fewer children and enjoying a relatively 
longer share of life in retirement, to saving and capital formation. Any social norm making 
this link can only be the result of a political process, but this process can be facilitated by 
providing an analytical framework for posing the right questions. 
 


