Topic 9
The impacts of economic cycles and
demographic changes
Learning outcomes
After studying this topic, you will be able to:
■ outline the short-term and long-term effects of economic cycles; and
■ understand the impact of demographic changes on personal finance.

Introduction
There are a number of economic and social factors that can affect personal
finance.
Changes in the economy over time can be unforeseen and thus difficult to
plan for. These movements in the economy are called ‘economic cycles’
(and were introduced in Topic 2). Predicting the way in which an economy
will expand or contract is difficult, because we cannot predict the future.
This makes short-term economic planning easier than planning for the long
term. Trying to plan for an uncertain future can make personal financial
decisions more difficult in terms of investing, saving and borrowing, and
makes ‘saving for a rainy day’ more important.
Suppose you take out a loan, for example, at an interest rate that you know
you can afford, but then, halfway through paying off your debt, interest
rates rise sharply, making it much more difficult – or even impossible – for
you to repay everything that you owe. An emergency fund put aside in case
of such events can help. (We discussed the features of interest in more
detail in Topic 8.)
Changes in the social make-up of society (known as ‘demographics’) can
also affect personal financial decisions. This can include where people are
living, migration between places within the UK, and into and out of the
country, which ethnic groups are prevalent in the UK, which family members
live together or alone, and how many people in the population are in
different age groups. Where people choose to live – and the impact of
internal and international migration – can affect the national economy,
because it may require changes to government services in a particular area.
This can include benefits, housing, social services, translation services,
education and so on. If a number of young families move into an area, then
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there will be a greater need for maternity and youth services, and potentially
for higher costs of social welfare in terms of schools and childcare. The
ageing population is perhaps the most significant current trend in the UK’s
demographics, because the government has to raise enough money to pay
for their needs, such as healthcare services and pensions. However, there
are advantages, as well as disadvantages, to these changes.
The effects of the economic cycle and of demographic changes can be
broken down into local effects and national effects. This topic discusses the
impact of each of these on personal financial decisions.

9.1 Economic cycles
9.1.1 What is an economic cycle?
An ‘economic cycle’ is a repeating pattern of economic growth and decline.
The pattern is fairly predictable, although the timing of the peaks and
troughs, and how large these peaks and troughs will be, are not. The
economy tends to follow a general upward trend despite some dips along
the way. The cycle tends to go up and down in a pattern, as illustrated in
Figure 9.1.

Figure 9.1 The economic cycle
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The factors that influence this cycle include:
■ gross domestic product (GDP) – ie the total value of all of the goods and
services that the UK produces, also known as ‘national income’;
■ interest rates;
■ employment rates; and
■ levels of spending.
One full economic cycle typically takes, on average, between five and ten
years (see Figure 9.2).

Figure 9.2 The economic cycle over a period of several years, showing a
general upward trend and indicating public mood

The economic aim of the government is to have fairly stable economic
growth, accompanied by stable prices (low inflation) and stable employment
(low unemployment). It is generally believed that the best way in which to
achieve this is by keeping inflation and tax low, and by encouraging people
to spend, so that production and businesses grow, and the national
economy grows, increasing GDP or national income.
There are some particular features of the peaks and troughs in the
economic cycle. During expansion, production is high, unemployment is
low, consumer spending is high, and inflation and interest rates are low.
These conditions make it much easier for people to take out loans to buy
houses and other expensive assets. As demand for credit (borrowing) – and
goods and services – increases over time, prices and interest rates rise.
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Eventually, prices and interest rates rise so high that people stop buying and
start saving instead. Production reduces, as there is less demand for
products, so GDP (national income) also falls, causing the economy to slow
down. At these times, there is increasing unemployment, interest rates go
up and there is a decrease in real income (see also Topic 8).
The usual outcome of a slowdown is recession, although that does not
always have to be the case. A recession results in high numbers of job
losses, pay cuts, reduced working hours for employees and an increase in
part-time work, because people cannot find full-time jobs. Housing and
investment prices fall, and the cost of borrowing increases. As fewer people
borrow and invest, there is less production and a reduction in overall
national wealth. The government will then use particular policies to bring
the country out of recession – and the economic cycle starts all over again.

Case study: Daniel Baker lost his job in a recession
Daniel
I used to work for an insurance company called
Rospur Insurance. It’s an old company that
prides itself on offering excellent customer
service. During the last recession, Rospur lost a
lot of business to other insurers who offered
similar cover at cheaper prices, because
customers had less money to spend and were
looking for the lowest possible price. Many of
these competitor companies are online only, so
have much lower costs than Rospur.
Rospur decided that it had to reduce the level of
customer service it offered in order to compete.
This involved making some people redundant,
to lower costs and so be able to sell insurance
policies at lower prices. I was a senior manager
supervising 12 staff and earning a high salary.
Rospur reorganised the work that my team did,
so that the staff reported to other managers,
and the company made me redundant.
Luckily, I was able to find a job at a different
insurance company called Prince Policies six
months later. I agreed to be paid less than I was
earning at Rospur, to make sure that I got the
job.
Five years later, the recession was over and the
economy was growing again. I started earning
as much as I did when I was at Rospur.
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As well as the economic impact of expansion and contraction (slowdown)
in the economy, the way that people feel about these changes also affects
the economic cycle. When the economy is expanding, people are optimistic
about their finances, and therefore feel able to make large purchases and
to spend money in general. This feeling pushes the economy further along
the expansion route, because people are happy to buy goods and services,
and to take out loans.
In the same way, when the economy starts to contract, people become much
more pessimistic about the economy, and are likely to reduce spending and
investment, because they are worried about their jobs and thus their
income.

9.1.2 Financial planning and the economic cycle
Economic cycles make short-term planning much easier than long-term
planning. This is because the economy will not tend to change very
dramatically over the short term. If, for example, you want to save for a
holiday in a few months’ time, you know what your income and outgoings
are probably going to be over the period – so you can easily put aside some
money by budgeting well.
Long-term financial planning, however, is much more difficult, because you
cannot accurately predict things such as how much inflation or interest
rates will increase, or whether you will continue to have the same job. If
you want to buy a house, then you will have to make a longer-term financial
plan, because home loans are typically for 25 years. The main problem is
that you are being asked to commit to paying a particular sum of money
every month for a long period of time and the repayments may increase,
making it harder to afford them as you get older. (See Topic 11 for how
changes in the life cycle can affect personal finances.)

Case study: Lian's mortgage
Sue Baker’s friend, Lian, bought a house for £100,000 six years ago. She
took out a mortgage to be paid back monthly over 25 years. When she
agreed to the mortgage, the interest rate was 5%. She was confident that
she had enough income to be able to repay this loan.
For the first five years of the mortgage, Lian could afford to pay her
monthly repayments easily. However, now the economy has slowed down
and interest rates have doubled to 10%. At the same time, inflation has
increased significantly, but Lian’s income has not risen by the same
amount.
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Lian
I now have to spend much more of my
income on mortgage repayments than I
originally planned and my other
expenses have increased. I can’t afford to
keep repaying my mortgage at the same
amount each month.
I also had a baby two years ago, so my
budget is very different from when I took
out the mortgage.

This does not mean that it is impossible to make long-term plans.
Understanding the economic cycle – and where we are in the cycle – can
help us to make good personal financial decisions. For example, if Lian (see
the above case study) had known that the economy was in a peak period
when she took out her mortgage, then she may have been able to save or
invest differently, to ensure that she would not suffer in the downturn.
Knowing where we are in the economic cycle depends on understanding
the economic indicators – ie those things that are generally reported in the
news, such as GDP, employment figures, interest rates and inflation.
Having good economic knowledge helps us to make good financial choices
(see Topic 7) and is a key part of financial capability. If Lian had known what
to look for, she could have seen that sales figures and GDP were starting to
drop, or that unemployment rates were rising. All of these things would
have told her that a downturn in the economy was coming.
However, one of the main points is to remember that the economic cycle is
just that, a cycle: if it is going up, it will come down again, and vice versa.
Knowing that the economy will always recover should keep you optimistic for
the future and help you to make financial decisions that reflect this knowledge.

Discuss
■ How much emergency money do you
think someone should try to save? For
example, which expenses should they try
to cover and for how long?
■ In a recession, many people lose their jobs
or earn less than before. If you were a
Member of Parliament (MP), with which
expenses would you help people first? How would you
decide who to help?
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9.2 Demographic changes
‘Demography’ is the study of a population and its different groups (by age,
ethnicity, gender, family type, income bracket, and so on) and how these
groups change over time.
The demographic make-up of the country affects how we plan to use our
money, because the government will provide particular resources
depending on the needs of different groups and we may have to provide
more for ourselves. Also, our wants and needs (as discussed in Topic 7) are
different depending on who we are and the area in which we live. For
example, what we can afford to buy depends on our income, and the
proportion of different age groups in our area will have an impact on the
government services provided, what local shops sell and whether there are
bank branches.

Discuss
Think about the street where you live.

■ How many older people are there?
■ How many single parents?
■ How many different nationalities?
■ How many families with more than one child?
■ How many people moved into the street within the last
year?
■ How much money might the different people earn?
■ How many babies are there?
■ How many children?
■ What jobs do people have?
Bearing such questions in mind, talk about the demographic
make-up of people on your street.
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Just as in the case of your street, different numbers and groups of people
mean different things for society as a whole. Demography studies this
structure and its implications for society.
Three of the demographic factors that have a particularly significant impact
on the economy and on the financial decisions that we make include:
■ geographic distribution (or where people live);
■ patterns of migration; and
■ an ageing population.

9.2.1 Geographic distribution: Where do people live?
The majority of the UK population live in cities, and these are the areas in
which the population tends to grow the fastest owing both to internal
migration (ie people moving to cities from other parts of the UK) and to
international immigration (ie people moving to the UK from other countries)
(see section 9.2.2 below).
The term for people moving to cities is ‘urbanisation’. Growth in urban
areas is higher than that in rural areas as a result of higher population
levels, so there is a high demand for goods and services, such as food and
leisure activities. People living in the country also tend to be older, because
the younger people have moved to the cities to find work.
As people have children and move closer to retirement age, they tend to
move out of the city, because their priorities tend to be about quality of life
rather than being close to work. As the cost of living grows, people may
also move out of the city in an attempt to reduce their costs.
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Many people who work in the city may live just outside the city centre and
travel to work (or ‘commute’). These kinds of places are called the ‘commuter
belt’, because people who live there do not usually tend to work there.
Personal finance can be affected by this kind of population structure in
several ways.
■ The closure of retail stores in smaller towns can have a greater effect on
the local economy than if the same store were to close in the city, where
there are a number of other options from which to choose. Not only
would the local economy suffer from the closure of a retail store (or, say,
a bank), but individuals may also end up with increased costs. They may
have to travel further for the same goods and services, resulting in higher
transport costs.
■ In very remote areas, people may have to rely much more on the internet
and on delivery services, which can also increase costs.
■ Equally, for people living in the commuter belt, costs can increase. Not
only will people have to pay higher transport costs for living further away
from work, but they will also be subject to price rises and higher living
costs, as the population rises in the area and demand for property and
particular goods and services increases.

Sue and Daniel Baker’s plans to move
Sue
Daniel and I live in one of the suburbs of
the city at the moment. We chose the
location because it’s quick and easy for
us and our children to get a bus into the
city, to shop and to meet friends.

Daniel
In the future, when the children have left
home, Sue and I plan to move to the
country, where it’s quieter. There’ll be
fewer local services, such as shops and
buses. We know we’ll have to drive to a
nearby town for our shopping, banking
and doctors’ appointments. Being able to
afford to run the car will therefore be
important when we are older. We’re
planning how much pension we will need
in order to afford these transport costs.
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9.2.2 Migration
As well as people moving between towns and cities within the UK – or
‘internal migration’ – there is also a significant effect on personal finance
resulting from international migration patterns. This includes people
‘immigrating’ – or moving to the UK from other countries – and ‘emigrating’
– or moving out of the UK.
Any increase in the number of working-age people in the UK will lead to an
increase in the labour force as a whole. Contrary to the idea that more
people mean fewer jobs, more people can actually mean more jobs. Where
there are more people, there is more need for goods and services, and
therefore growth in business. If people immigrate to the UK and then set
up their own businesses, that can also serve to stimulate the economy and
therefore raise overall GDP. More people working also leads to more tax
revenue for the government and more money to fund services.
Of course, more people can also put a strain on existing services and will
often mean that more money has to be spent to ensure that everyone is
cared for. More benefits will also have to be paid to people who cannot – or
cannot find – work.
Also, while immigration can help to stimulate the UK economy in terms of
job creation and the demand for more goods and services, when the
immigrant population gets older, they will become dependent on the state
in the same way as will the indigenous population (ie those people born
here).
It is also important to remember that people emigrate as well as immigrate,
creating a degree of balance in the workforce. For example, many British
citizens choose to retire in the south of Spain, and many younger people
also live and work abroad.

9.2.3 The ageing population
The most influential demographic change of the twenty-first century is
perhaps the ageing population. This means that the number of older people
is growing and the number of children being born is decreasing.
The population is ageing for a number of reasons, but the two main factors
are:
■ improved life expectancy (ie better healthcare means that people are
living longer); and
■ a falling birth rate (ie people are having fewer children).
The change in the age structure of the UK population over time is illustrated
in Figure 9.3. This figure shows the traditional pyramid population structure
that was common more than 100 years ago and the current pear-shaped
structure that has become more usual in many countries across the world.
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Figure 9.3 Change in the age structure of the UK population, 1901–2010

Source: Hawkins (undated)

Figure 9.3 shows that, in 1901, the largest
age group was young children; now, it is
people in their 40s.
The Office for National Statistics
(ONS, 2012) predicts that if trends
continue, by 2035 more than one in
five people will be aged over 65.
Around 5% of the population is
expected to be aged over 85 by 2035
(see Figure 9.4).
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Figure 9.4 Percentage of older people in the UK 1985, 2010, 2035

Source: ONS (2012a)
9.2.3.1 The implications of an ageing population
Having increasing numbers of older people in a community has a range of
implications for the economy, including:
■ an increased pensions bill;
■ an increased need for particular services, such as healthcare; and
■ cuts in tax revenue because fewer people are of working age.
The working population pay income tax and National Insurance
contributions (NICs), which the government uses to pay for social services
and welfare, such as pensions. When a person retires, they stop paying
these taxes and start claiming State Pension. This is a cost to the
government that is paid from incoming tax revenue. As the working
population becomes a smaller part of the population and retired people
become a larger part of the population, the amount of money available to
pay for State Pension decreases at the same time as the demand for State
Pension increases.
As people get older, they also require more healthcare, which has to be
added into the national budget. A higher proportion of older people means
a need for a greater number of healthcare services and healthcare workers,
but with fewer workers either to work in the healthcare industry or to pay
taxes to fund it.
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One of the biggest questions for government is how to fund the needs of
an ageing population.

Did you know?

You can arrange for people to get telegrams from the Queen
on the following birthdays:
■ 100th;
■ 105th; and
■ every birthday from their 106th onwards.
This service is free.
(Source: GOV.UK, 2015)

9.2.3.2 Funding the ageing population
The government has put forward a number of solutions to solve the funding
issue, including:
■ increasing the retirement age;
■ compulsory savings;
■ higher taxes; and
■ greater levels of immigration.
All of these are politically tricky, because many people disagree with them.
However, the suggestions would ease some of the funding problems of an
ageing population.
Because we are living for longer and with increasingly good health, the
requirement to work longer into our old age seems a sensible solution.
Many people these days would not consider 65 or even 70 to be old, and a
significant proportion of people in this age group are both working
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(because they want to) and leading active lives. This is evident in the
increase in holiday packages and activities aimed at an older age group.
The government is therefore increasing the age at which people are entitled
to State Pension, so that it will be 68 for both men and women by October
2044 (NI Direct, 2014). There is a possibility that this age will increase in
future, because people are expected to live even longer.
The use of compulsory savings (also called ‘superannuation’) has been
introduced in some countries, such as Australia, New Zealand and Canada,
to ensure that people have enough money to provide a decent income for
their retirement. In the UK, money can be taken from your pay before tax
to be put into a pension fund (a workplace pension). This pension payment
is not compulsory, because people can ‘opt out’. This means that everyone
pays into a pension fund automatically, unless they specifically say that they
do not want to do so. In this way, the government is able to ensure that
people have income from personal workplace pensions, as well as State
Pension, when they retire.

Did you know?

According to the ONS (2013), one in three of all babies born
in the UK today is expected to celebrate their 100th birthday.

Increased levels of immigration also help to balance the demands of the
ageing population, as more working-age people migrate here, seeking
employment. This means that the falling birth rate in the UK is balanced by
the increase in immigration, providing more taxpaying workers.
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9.2.3.3 The financial considerations of an ageing population
An ageing population impacts on our individual financial planning. With the
population ageing at its current rate, it is highly likely that the government
will not be able to afford to fund full State Pension for older people in the
future. This means that our personal finances will have to include some kind
of saving or investment, to ensure a future income and to plan for retirement.
If we are living longer, we will also have to spend money for longer, meaning
that our savings will also have to be greater to cope with this increase.
This could mean a range of things, including that we work for longer into
our retirement, or plan to pay higher taxes, or increase our savings. These
changes could result in a greater proportion of our income being spent on
safeguarding a future income and therefore less disposable income being
available to us in the present.
We also have additional financial considerations as we get older. These may
include:
■ healthcare bills;
■ the costs of retirement homes or nursing homes;
■ life insurance;
■ making a will; and
■ planning inheritance.

Discuss
Jacob
I want to save up and buy a second-hand
car, so that I can get between work and
university more quickly, and I’ve worked out
that I’d actually be able to work more hours
because of the time I’d save. I’ve sought
advice from my older neighbour, George.

George
I’ve just retired and I’m having to live on
much less than when I was working,
because my pension is so low. I think
Jacob should start putting money into a
pension fund, so that he has a good
income when he retires.

Jacob does not know whether to save for a car now, so that
he can work more efficiently in the next few months, or to
save money for a pension that he will not need for many
years. He feels that he has a lot of time to be able to save for
his retirement, but George insists that it is worth it.
What do you think?
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Summary
Finally, we can recap what we have learned in this topic.
■ Perhaps the biggest impact on our personal financial planning is the
relationship between short-term and long-term planning. Our present
needs can sometimes be outweighed by the need to put
money aside for the future. Two of the most important
reasons to factor long-term savings into our budget
plans are the economic cycle and demographic
changes.
■ Despite government attempts to maintain
a stable and growing economy, the
economic cycle shows that it is inevitable
that there will be a downturn at some
point. Knowing that, and understanding
the indicators that point to change, can
help us to plan for future financial
difficulties.
■ The demographic trend towards an
ageing population also has a bearing on
our
personal
financial
decisions,
particularly given the move towards an
active retirement and the fact that the
government will not necessarily be able to
afford to pay out full State Pension in the
future.
■ Although we cannot predict exactly how the
ageing population will affect individuals and the
economy, we can make plans for the future in terms
of our personal finances and what we know about
economic cycles.

Thinking points
■ What solutions are there to the problems raised by an
ageing population?
■ How can we make good financial decisions about an
unpredictable future?
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Key terms
Birth rate – the numbers of children born in a year, compared to the
population total.
Commuter belt – an area just outside a city, in which people live and
from which they travel into the city to work each day.
Demography – the study of the structure of a human population.
Economic cycle – the regular up-and-down movement of the economy.
Economic growth – a situation in which the economy is expanding, as
measured by increasing national income, low interest rates and low
unemployment.
Economic indicators – statistics that tell us something about the
economy, eg interest rates or unemployment rates.
Emigration – movement out of one country to another country.
Gross domestic product (GDP) – the total value of goods and services
made in a country in a particular year.
Immigration – movement into one country from another country.
Indigenous population – those people who are born in a country, also
known as its ‘native population’.
Internal migration – movement between cities or towns within a country.
Life expectancy – how many years the average person is expected to live.
Migration – movement of people between places, generally between
towns or cities and countries.
Niche market – a small section of the total market that focuses on a very
specific section of the population, eg a holiday company that caters only
to those over the age of 65.
Recession – technically defined as two successive periods of economic
decline; a situation in which the economy has experienced a downturn
twice in a row, rather than the up-and-down movement of the usual
economic cycle.
Retirement – the point at which a person can stop work and claim a
pension from the government (if at State Pension age) or their employer.
State Pension – the money paid by the government to people over
retirement age.
Superannuation – a compulsory savings programme in countries such
as Australia, New Zealand and Canada.
Urbanisation – the growth of cities as people move to them.
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