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Demographics are going to cause crises in all of our countries. What are the root
causes of the demography-induced problems? The concrete problem we are facing
with demographics is that in many countries, we already face the situation that only
one economically active person is working to sustain every two pensioners. While this
is still an extreme case, society is facing a challenging situation where a declining
number of younger workers have to support more and more senior citizens, who at the
same time are expecting benefits from the government. Since most governments
nowadays transfer money from younger people to the elderly, we are faced with a
Ponzi scheme. As long as there is a population pyramid comprised of many young
workers and a large proportion of children with only a few elderly benefits recipients,
this Ponzi scheme works.

However, the reality is that on the one hand, people are living longer while having fewer
children. This means that the top of the pyramid is becoming broader while the bottom
is becoming thinner, turning the population pyramid into a population cylinder. This
problem is not limited only to the Western European countries. Even Asian countries
like China will face an enormous demographic problem in 50 years due to the
introduced one-child policy.

The reason why demographics is so important is its close linkage to the welfare state,
which includes pension programs, welfare programs, and the healthcare system. The
demographic problem will put enormous pressure on society due to the increasing
costs, which brings us to the issue of fiscal policy. The fiscal problem that countries
face is not the debt, which is just the symptom of the problem. The main problem is
government spending irrespective of how it is financed. Taxing money out of the
productive sector of the economy has as bad ramifications as borrowing money from



the productive sector of the economy. Likewise, printing money affects the economy
even worse.

Government spending is by definition misallocating labor and capital. Since these two
factors are the determining ones for production, their misallocation leads to lower
growth. The reason is that government does not spend money efficiently because
politicians allocate resources based on political pressure and preferences, and not on
economic value. In fact, the different ways of financing governments have different
effects. Continuous and repeated taxation can be compared to smoking multiple
packages of cigarettes per day. It might not kill you the first day or year, but eventually,
it will cause significant health problems. Thus, it is possible to tax an economy into
stagnation. Similarly, printing money is a way of financing a government, since it is
nothing else than a different way of taxation. The difference to prolonged taxation is
that inflation leads to poor results rather quickly. Government debt is in the middle of
those two options. However, spending remains the problem because any type of it has
different sectoral effects, depending on the way of financing, which in turn usually
relies upon the bond market.

The bond market determines when a country faces a fiscal crisis. For instance, Greece
got into financial troubles at 110% debt to GDP. However, Japan is well above 200% debt
to GDP. The difference is that the portion of international creditors in Japan is relatively
low compared to the domestic ones, who can be better controlled by the government.
Nevertheless, the economic stagnation, which prevails in Japan already for decades
due to government intervention, has led to a highly unproductive state of the
economy. A noteworthy country in Europe is Italy since it has been propped up by the
European Central Bank for decades while having enormous debt levels and a very
slow-growing economy. Under the bottom line, having these high debt levels, it will be
almost impossible for all these countries to succeed in the future.

Additionally, all countries are part of business cycles. This means that in times of
recession, government debt as a share of GDP expands. The reason for debt in relation
to GDP to increase lies, on the one hand, in tax revenues decrease while more people
rely on government benefits, and, on the other hand, in the GDP declines. An example
of how overburdening bureaucracy can seriously harm an economy, especially in
times of recession, has been Greece. Back in 2005, Greece seemed to do relatively well.
The economy was growing by 4% a year, Greece had become part of the Euro zone,
interest rates were falling, etc. However, calls by libertarians, who were concerned
about the rapid growth of the government and the debt levels, were not heard or taken
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seriously. When the big crises hit Greece in 2008, the effects of the crisis were
exacerbated by the high debt levels and too big government, which caused a rapid
decline in living standards from which Greece could not recover for over 15 years. While
the news is trying to present the slow recovery as a full success story, e.g. by claiming
that the PIGS countries (Portugal, Italy, Greece and Spain) are driving the European
recovery, in fact, there has not been a European recovery. These are only the
Mediterranean countries that are growing at a slow rate while the rest of Europe
demonstrates no growth. What Greece is still suffering from today would have an even
bigger impact if Italy was about to get into financial distress, given that Italy has ten
times higher debt levels than Greece.

The problem is that even if countries like Italy were about to reform the pension system,
recapitalize the banking system, etc. the demographics would make it extraordinarily
hard to fix the fiscal policies. Even the U.S. is not immune to these trends due to the
huge increase in government debt as a share of GDP. This debt increase is not due to
an inadequate taxation, since tax revenues as a share of GDP are in a long-run
average, but due to increased government spending over the last couple of years. In
addition, we have more than 10,000 baby boomers retiring every day. Looking at a 30-
year projection by the Congressional Budget Office, government spending is to be
expected to increase even further over the next 10 years, and then will stay at a very
high level. Even raising taxes would not remedy the situation, since the increase in
spending over those 10 years is expected to reach USD 5 trillion, while an increase in
taxation is projected to yield only USD 3 trillion. All what an increase in taxes does, is to
wake the appetite to spend even more.

Depressing evidence comes from Western Europe: looking at the 5-year average of
the 15 EU countries up to the late 1960s, i.e. 1965 to 1969, the average level of taxes was
about 29% of GDP, while the level of debt was on average about 45% of GDP. After the
1960s, governments in Europe began to finance their welfare states by increasing
taxes and their debt levels. Every time the governments raised taxes, they triggered
the need to be fiscally responsible by raising new taxes and reducing the deficit to
control debt. This led to the introduction of new taxes such as the Value Added Tax,
new energy taxes, etc.

Therefore, over the years the tax levels increased by more than 10% to 40% of GDP.
However, contrary to the government'’s claims of fiscal responsibility, government debt
increased to an average of 100% of GDP. Thus, instead of reducing the debt, as was
claimed, they increased it even though tax revenue increased.



This shows that raising taxes only incentivizes governments to spend even more. The
solution would be to copy Switzerland, which has a debt brake. The debt brake puts a
hold on spending by looking at the 5-year average of what the projected revenue is
and limiting spending at this rate. Thus, spending cannot exceed the level of tax
revenue. Ever since the Swiss debt brake was adopted, government spending has
grown by only 2.2% per year. In contrast, government spending in the U.S. has grown
by more than 5% per year. Also, in other European countries, spending exceeds by far
2.2% per year. Therefore, the only instrument, which works is a fiscal expenditure cap,
either it is population growth plus inflation, or a nominal revenue cap. Any set of rules
is better than discretionary spending.

Control of spending exposes the real problem of government spending: Deficit and
debt are the symptoms. To conclude, overextended government is the problem.
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