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By Dr Lester Wills

Looking at retirement from  
a different perspective

Whilst completing my PhD thesis I was asked why I was studying the 
retirement savings decision. The question was based in the notion of 
why would I study something as boring, uninteresting and 

insignificant as retirement!

I answered by pointing out that every person on the planet is ageing. Whether we 
like it or not, no matter what we do to disguise it, we are all getting older. Every 
day brings us closer to that point in our lives when we will have to stop working. 
Consequently, I was researching something that will potentially affect every single 
person alive today and likely every person yet to be born.

To put it another way I think the Retirement Savings Decision is something 
pretty important!

Sadly, despite the fact that we are in the 21st century, our approach to retirement is 
still anchored in the thinking of the 19th century. So, in this piece I am going to 
consider retirement from a different perspective by referring to an article published 
in the Journal of Investing1 in 2004.

This article takes a very different approach to the whole issue of retirement and 
suggests some novel solutions. Whilst the analysis is based on the US, the issues are 
exactly the same as those faced in Australia and indeed in virtually all countries with 
an ageing population. The article makes very interesting reading as it illustrates the 
problem in a very simple manner and then discusses a novel approach to solving the 
issues involved. You can make you own judgement as to whether it is feasible, 
practical, or just plain necessary.

Age Pension Funding Crisis?
Arnott and Casscells, the authors of the Journal of Investing article, point out that a 
great deal of discussion is occurring via the media and in various political forums, 
about the potential crisis in funding for social security systems.
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These issues are confronting many countries that have an ageing 
population that is combined with a declining birth rate and the 
subsequent fall in the number of workers in society.

As they explain, solutions to the problems usually include 
financial fixes such as raising taxes or increasing savings and/or 
the returns earned on those savings. They argue none of these 
ideas can actually work. Instead, they suggest that we should 
take time to consider a very simple model of the demographic 
conundrum facing such countries.

The TroPiCAl islAnd FAble
In order to crystallise thinking, they conceptualize the situation 
in a simple fable:

Once upon a time, there was a family that lived on a remote 
tropical island. As no ships had come to visit, the family had to 
be self-sufficient. It grew its own food, made its own clothing, 
chopped wood for fuel and even made medicines from roots 
and bark.

In the first generation on the island, there were two  
couples who had four children each. The children in-
termarried, and as their parents grew older, each couple  
took turns in helping to take care of the old people. As 
the parents lived only a few years after they stopped  
working, this was a comfortable arrangement, especially 
since they had saved up little trinkets, seashells, wood 
carvings, and semi-precious stones that they passed along 
to their children in exchange for the food, shelter, and 
care they received. The children just assumed something 
similar would happen when they grew old.

But other things happened along the way. The first thing 
was that each couple in the second generation had only 
two children. The second was that one of the families 
found a new kind of bark that made wonderful medicines. 
This medicine had two amazing properties. The first was 
that it extended people’s life spans by many years; the  
second was that it extended the years of vitality, so that a 
65 year old was often as vigorous and full of life as a 50 
year old of the previous generation.

When the second generation approached the age when 
their parents had stopped working, the conversation was 
a little different from the one 30 years before. One of 
the mothers remarked to her daughter, “I’d like to stop  
working next year, and I expect you will take care of me 
the way I took care of your grandmother.” Her daughter 
replied, “I’m happy to do my share, but you weren’t the 
only one taking care of grandmother. You had brothers 
and sisters who helped. Besides, grandmother was very 
frail when she stopped working and lived only a few years. 
But with the new medicine, you are vigorous and strong, 
fully capable of working, and you will probably live for 
another 20 years. I’m not going to wait on you hand and 
foot for 20 years when you can do your share. Why, if I 
did that, I would never have any leisure time.”

Her mother replied, “Well, surely I can compensate you. 
Remember your grandmother’s pearl necklace? And then 
there are the opals that I found and polished. How about 
if I give them to you? Only the necklace came to me, so 
this is twice what I got from my mother.” Her daughter 

answered, “I do like the necklace and the opals, but they 
are not worth 20 years of work to me, maybe 15. Why 
don’t you keep working for another 5 years, and then I’ll 
agree to swap my taking care of you for the necklace and 
the opals.”

Her mother said “but that’s not fair. Your father and I 
developed this new fishing net, which makes your life 
so much easier. You already have more leisure time than 
when we did when we were your age.” Her daughter  
replied, “well, it made your life easier too. Besides, your 
parents came up with the new kind of boat that made it so 
much easier for you to get out to the fishing cove. Every 
generation comes up with something new. I hope I’ll be 
able to contribute something new and better to make my 
life and my children’s lives easier still.”

The mother was upset. “I’ve saved this necklace and the 
opals all this time, and they seem to me worth 20 years. I 
supported your grandmother for 10 years, and I only got 
the necklace. I’ll go and talk to your brother and see if he 
will agree to this arrangement.”

Her daughter replied, “he already has an agreement with 
his mother in law. She agreed to work 6 years more. 
So, basically she’s getting about 14 years of support for 
her things. I thought I was being nice in offering you a 
year more than she got. It’s funny, growing up, I always 
thought these necklace and opals were so precious, but 
they can’t feed you or clothe you or take care of you when 
you are sick. Only people can do that.”

living longer buT insuFFiCienT Provision
When I first read this fable I thought it was a great illustration of 
the basic problem we are looking at today, namely, people living 
longer and fewer people around to provide for them.

The more I have read it the more I have realised it encompasses 
a great number of the issues we are staring at.

There is an unusually large generation, the baby boomers, 
followed by a stabilising of the population, so that successive 
generations are no longer reliably larger than the generation 
they follow.

We have enjoyed dramatic advances in medicine that have 
extended both our life expectancy and the quality of life older 
people can experience. This has resulted in a dramatic increase 
in the number of people in then population over 65 and that rate 
of growth of that segment of the population is itself increasing.

However, it seems that there is little debate over the “normal” 
retirement age of 65, which is accepted in many countries 
around the world.

bismArCk’s nATionAlism
As I have previously pointed out elsewhere, Otto von Bismarck 
invented the state pension in Germany in 1889. Germany’s 
Emperor put the idea forward in 1881 at Bismarck’s behest, in a 
groundbreaking letter to the German Parliament.

The Emperor wrote “those who are disabled from work by age 
and invalidity have a well grounded claim to care from the 
state.” Bismarck introduced social insurance to promote the well 
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being of workers and to keep the German economy operating at 
maximum efficiency.

Why did Bismarck select age 70 for the introduction of Europe’s 
first pension plan? He had to pick an age at which people would 
be considered too enfeebled to work and therefore eligible for 
state support and entitlement.

The life expectancy at that time was around 45 so not many 
people actually reached retirement age and therefore qualified 
for the payments. The original age of 70 was lowered to 65 
some 27 years later in 1916 and has since become the benchmark 
for others.

APPlying bismArCk’s logiC To The 21sT CenTury
The relevance of Bismarck’s policy today compared to back 
then has to be questioned, which is exactly what Arnott and 
Casscells have done.

As they point out, retiree’s don’t actually consume money, they 
consume goods and services, and as the allegory suggests, we can 
never really be sure how much in the way of goods and services 
our savings will buy when we retire.

Whether those savings are jewels, stocks or cash, their purchasing 
power will reflect some rate of exchange, established through 
some form of negotiation. The price will therefore be set by 
supply and demand for whatever savings we’re trying to sell.

If there are many people willing to offer goods and services, the 
terms of trade will favour those who hold savings. If there are 
fewer people available to offer goods and services, more savings 
will have to be exchanged for a given amount of goods and 
services. These are the basic laws of supply and demand.

Much of the discussion about the problems facing societies 
with the demographic scenario we are now all familiar with 
relates to dependency ratios. That is the ratio of those who do 
not work and therefore depend on the work force for the 
goods and services that they want to consume relative to those 
who do work.

Often this is simplified into a ratio of people over 65 to those 
under 65. The presumption is generally that an increase in the 
dependency ratio requires imposing higher taxes on the working 
population, unless there is a pool of money that will supplement 
the required payments.

But is this the best way to consider the issue?

As Arnott and Casscells suggest, suppose an increase in 
dependency ratios beyond some level is not possible?

Suppose that at some point there are so few workers that they 
refuse to produce enough goods and services to support all the 
rest of the population?

They might demand an increase in wages, or they might bid 
down the price they are willing to pay for financial assets. Either 
action would mean that would be retirees either face a lower 
standard of living in retirement or that they would have to 
postpone their retirement until they could afford to pay for their 
desired lifestyle.

If you consider later retirement, how much later must people 
retire so that the dependency ratios remain where they are today?

The answer again lies in the law of supply and demand. If 
dependency ratios rise, this will put downward pressure on asset 

values and upward pressure on the goods and services that are 
sought by retirees, especially medical care.

This drop in asset values and rise in prices will inevitably force 
people to defer retirement plans thereby bringing dependency 
ratios back down again.

Consequently, equilibrium may well be defined in terms 
of a stable dependency ratio rather than a stable 
retirement age.

In the US, between 1940 and 2040, life expectancy increased by 
about 17 years, very similar to what occurred in Australia.

However, most people did not live long in retirement in 1940. 
Most of those who did survive to age 65 typically spent a brief 
retirement in failing health. Today a substantial number of people 
survive to age 65 and equally importantly, a significant number 
maintain quite a good quality of life for many years after age 65.

The imPACT oF The bAby-boomer generATion
The Baby Boom generation is different in all sorts of ways. As 
the boomers reached working age, the work force surged at 
nearly the same rate as the numbers of people over 65 surged.

This resulted in a relatively slow growth in the dependency ratio 
of retirees to workers. However, with more Baby Boomers 
approaching retirement and with no new baby boom to bolster 
the work force in the next 30 years, the dependency ratio is 
likely to increase dramatically.

What Arnott and Casscells did next is novel in many respects. 
They point out that over the 20 years from 1980 to 2000, an 
average of 13 per cent of the US population was over 65 
(virtually identical to that in Australia).

They say, “suppose that this is the ‘right’ percentage for society 
to carry in retirement. Suppose that society has always been and 
will always be content to provide goods and services to the 
oldest 13 per cent of the population”.

As they point out this measure may be too simplistic but its 
consideration tells an interesting story.

If the dependency ratio is to be kept at 13 per cent, then as the 
numbers of people aged 65 soars in the years ahead, the retirement 
age would have to rise to 72 and beyond by the year 2035.

imProving The simPlisTiC dePendenCy rATio
However, this simplistic ratio (i.e. the proportion of those over 
65 to those under 65) can be improved.

With the end of the Baby boom Generation in 1965 (roughly), 
there are fewer and fewer new people entering the typical 20-65 
year old working age population. This therefore points towards 
a more useful dependency ratio of retirement age people, above 
65 to working age people, aged 20 to 65.

In the US between 1980 and 2000 there were almost four 
working people, between aged 20 and 65, for each person over 
65. It is highly likely that Australia would have had an almost 
identical ratio. If it were assumed that society could comfortably 
carry this dependency ratio, then in order to maintain it, 
retirement would have had to occur at 63 in the year 1960. By 
2012 this would rise to 65 (give or take a year) and up to 72 by 
the year 2023.
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dePendenCy rATio Also inCludes Children
However, the working population supports not only retirees but 
also children, which leads to a second dependency ratio of how 
many dependents each worker must support. This is called the 
aggregate dependency ratio.

A worker can support more retirees if there are fewer children 
to feed and vice versa.

While the proportion of retirees in the population has grown 
over the last 40 years, the proportion of the population in its 
working years has also increased. This is because the number of 
children per working age person has fallen. In fact it has fallen at 
twice the rate that the number of retirees has increased. This 
ratio is likely to bottom out at or around 2010 and then is 
expected to rise steadily until around 2050.

This aggregate dependency ratio can be maintained at a set level 
and then converted into a corresponding retirement age.

However, Arnott and Casscells make a slight but important 
adjustment. The goods and services consumed by the average 
retired person is roughly three times that consumed by the 
average child. Consequently they counted the dependency 
cost of each child at one third that of the retirees and then 
converted that adjusted dependency ratio into a socially 
accepted retirement age.

In order to maintain this adjusted dependency ratio, the boomer 
generation will see normal retirement rise from the age of 65 to 
age 72 in the years between 2009 and 2035.

However, as it always the case when dealing with 
demographics, things are not that simple as the above makes 
two fundamental errors.

Firstly it assumes that there is only one dependency ratio that 
is important. Secondly it assumes that society, retirees and the 
capital markets will look into the future. This suggests that the 
problem of deferring retirement plans is not going to start until 
after 2010 and will not be a serious issue until somewhere 
around 2020.

Arnott and Casscell consider that society responds to a number 
of dependency ratios. They believe that the two most important 
ones are, the ratio of retirees to workers and the adjusted 
dependency ratio that takes account of children, assuming one-
third the social burden of retirees. It is not unreasonable to 
assume that both will be of concern. Consequently, they utilise 
an average of the two.

They get even more sophisticated by looking ahead at the 
average ratio over the next 15 years. This recognises the fact that 
the capital markets generally anticipate possible future economic 
conditions and that prospective retirees should also be expected 
to look ahead to economic conditions that may prevail for their 
remaining years. This analysis illustrates a steady normal 
retirement age of approximately 65 from 1950 until 2005. Then 
the retirement age rises to reach age 70 by 2018 and 73 
by 2050.

What all this means, is that unless society can tolerate far higher 
dependency ratios in the future than it has done in the past, the 
normal retirement age will inevitably rise.

This analysis also assumes is that all adults aged 20–65 are 
working, which clearly they are not. Some are unemployed, 
some are ill and/or incapacitated, some are in education, and 

some are home keepers. As a result, the analysis may be 
conservative meaning that the retirement ages required may 
actually be higher.

Another issue is longevity. If longevity keeps rising so that 
people live to 100 years of age then it becomes an issue of 
whether people would be willing to work for 40-45 years and 
then retire for 35?

signiFiCAnT negATive inFluenCe on invesTmenT 
reTurns over nexT 25 yeArs
Arnott and Casscell argue that the way society can and will 
impose a stable support ratio is simple supply and demand.

More sellers of assets and more non productive buyers of goods 
and services should reduce asset values and raise the values of 
goods and services to a new market clearing relative price.

This change in the real value of assets can be sharp enough to 
force support ratios to be stable.

If society needs people to retire later, and if poor returns are 
necessary to force the issue, can society make this happen? 
According to the Arnott & Casscells, yes, with the basic laws of 
supply and demand.

If younger workers are scarce, they will have more bargaining 
power and can increase their real wages. With fewer people of 
an age to accumulate assets, asset prices fall, giving workers a 
bigger slice of the economic pie.

If retirees are common, they will inevitably bid up service wages, 
medical costs and prices required goods and services. With many 
sellers of assets, asset values fall, giving retirees a smaller slice of 
the economic pie.

As a result, real returns from investments can be low enough to 
induce the necessary number of people to delay retirement and 
bring the proportion of workers to retirees into balance.

Arnott and Casscells argue that this has the potential to be a 
significant negative influence on investment returns over the 
next 25 years.

However, the authors suggest that although pre-funding the 
retirement of the baby boom generation does not make any 
difference in aggregate, it does not obviate an individual’s 
responsibility to prepare for their own retirement. If a person 
saves more than the person next door, they can retire earlier or 
with a better lifestyle.

This unfortunately does not alter the fundamental dynamic of 
the situation, namely that in retirement people consume goods 
and services produced by people who are working at that time.

The more retirees there are and the more assets they have, the 
less those assets will fetch in order to procure the goods and 
services they want.

Conversely, the fewer workers there are, the more the goods 
and services that they produce will fetch when they are sold to 
the growing number of retirees.

Under this scenario, the only solution would appear to be to 
increase the number of workers relative to the number of retirees. 
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immigrATion is noT The Answer
Immigration unfortunately is not the answer. To correct any 
imbalance the number of immigrants required each year would 
be so high that it is unlikely to be socially acceptable, let alone 
the fact that such immigrants would have to have no dependents 
and the extremely high levels of immigration would have to 
continue for something like 30 years.

Arnott and Casscells argue that, the simple fact is that as people 
live longer, they will have to work longer and it is difficult to 
argue with their reasoning. As they point out, we have all 
benefited tremendously from the medical discoveries that have 
extended our lives. However, there is a price to pay, i.e. we will 
all have to work longer as a result.

Given the choice being able to retire at 65 but with a 60 per cent 
chance of dying before reaching that age, as our great grandparents 
did in 1940, or retiring at 72 with a 60 per cent chance of living 
to enjoy our retirement, I know which I would prefer.


