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Abstract

Using a polynomial cointegration technique, this paper shows that the bilateral US current account bal-
ance with China has a U-shaped relationship with the life expectancy gap between the US and China. A
narrowing gap initially increases the US deficit with China, but eventually, this increased US deficit falls
with the further catching-up of Chinese life expectancy. The life expectancy gap between the two countries
has been below the threshold level since 2013, and this demographic trend has the potential to improve the
US deficit with China. This U-shaped relationship can be theoretically reproduced. A two-country over-
lapping generations model indicates that the effect of life expectancy is decomposed into four components:
retirement savings, social security burden, the number of elderly workers, and the productivity of elderly
workers. The total effect of foreign life expectancy on the home current account balance exhibits a sign
change in the catching-up of foreign life expectancy.

Keywords: catch-up in life expectancy; US current account balance with China; international capital flows; nonlinear
cointegration
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1. Introduction

This paper addresses the following question: How is the US deficit with China affected by the
catching-up of Chinese longevity? This question is motivated by the fact that the speed of con-
vergence of life expectancy at birth between the two countries has increased substantially over
the past two decades. Figure 1 shows that the life expectancy gap (defined as US life expectancy
minus Chinese life expectancy) narrowed by 1.5 years over the period 1980-1999, while the
reduction over the period 2000-2019 was 3.7 years, indicating a convergence speed 2.5 times
faster in the latter period. As Krueger and Ludwig (2007) suggested, a rapid increase in the life
expectancy of a trading partner affects capital exports to a home country because individuals
determine savings and thus capital accumulation based on their lifespans. Therefore, the catching-
up of Chinese life expectancy is likely to have a significant impact on the US external deficit.
However, the nature of this impact remains unclear. In the literature on aging and health in China,
many studies have considered only domestic issues, such as economic growth and social secu-
rity reforms (e.g., Ebenstein et al. 2015; Li and Lin, 2016). We extend this stream of literature
using an open-economy macroeconomic framework.

To examine the international spillover effect of the rapid increase in Chinese life expectancy,
this paper focuses on the bilateral US current account balance with China (i.e., net capital flows
from China to the US). The size of this balance is a major concern for the world economy because
the associated trade tensions are expected to increase the risk of an abrupt global slowdown
(World Bank, 2019). Furthermore, its ratio to the total US current account balance increased
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Figure 1. Life expectancy at birth. The sources are the National Center for Health Statistics, the World Development
Indicators of the World Bank, and the National Health Commission. Detailed explanations of the data are provided in
Appendix A.

from 25% in 2003 to 70% in 2019. Therefore, the US current account deficit with China is closely
related to US net external liabilities that exceed 60% of US GDP (source: US Bureau of Economic
Analysis). However, in the empirical literature, little attention has been paid to the determinants
of the US current account balance with China. Although data on this variable are available only
from 2003 onward, this period includes sufficient information following China’s accession to the
WTO and is thus suitable for analyzing the cross-border effects of Chinese capital. The US deficit
with and population aging in China are timely and important issues, and their relationship is of
great interest.

Our empirical analysis is consistent with the literature on the determinants of current account
balances. Many studies have pointed out that population aging affects current account balances,
and the old-age dependency ratio is a commonly used measure of such effects (e.g., Chinn and
Prasad, 2003; De Santis and Lithrmann, 2009; Higgins, 1998; Kim and Lee, 2008). We extend
these previous studies by decomposing the old-age dependency ratio into life expectancy and the
growth rate of the working-age population, and a theoretical justification of this decomposition
is provided in this paper (see Section 6.2). Our new finding is that the former effect exhibits a
significant sign change in the process of catching-up in life expectancy.

Specifically, we find that the life expectancy gap between the US and China has a U-shaped
impact on the US current account balance with China, as shown in Figure 2. Therefore, a narrow-
ing life expectancy gap initially increases the US deficit with China, but eventually, this increased
US deficit falls with the further catching-up of Chinese life expectancy. This result is confirmed
after controlling for the major determinants of current account balances, including business
cycles, international competitiveness, financial market development, financial crises, and fiscal
balances (e.g., Arghyrou and Chortareas, 2008; Chinn and Ito, 2007; Chinn and Prasad, 2003;
De Santis and Lithrmann, 2009; Gervais et al. 2016; Gruber and Kamin, 2007; Lane and Milesi-
Ferretti, 2012; Unger, 2017). Furthermore, we obtain 130 estimation results in total and find that
the U-shaped relationship is robust for all cases.

This paper also makes econometric contributions by using a recently developed polynomial
cointegration technique (Wagner, 2015, 2023; Wagner and Hong, 2016) for the first time in the
literature. The U-shaped relationship in Figure 2 is demonstrated by this technique. We show
that polynomial cointegration holds between the US current account balance with China and the

https://doi.org/10.1017/51365100524000609 Published online by Cambridge University Press


https://doi.org/10.1017/S1365100524000609

Macroeconomic Dynamics 3

US current account with China (% of US GDP)

56 52 48 44 40 36 32 28 24 20 16 1.2
Life expectancy gap (inverted scale)

Figure 2. U-shaped impact of the life expectancy gap on the US current account balance with China. The sample period is
from the first quarter of 2003 to the fourth quarter of 2019 because of data availability. Detailed explanations of the data are
provided in Section 3.2 and Appendix A. The life expectancy gap is defined as US life expectancy at birth minus Chinese life
expectancy at birth, and a narrowing gap implies a catching-up of Chinese life expectancy. The nonlinear fitted line is derived
from the estimation results of the cointegrating polynomial regression model reported in Section 4.3 (Table 3, panel A).

life expectancy gap. This is a prerequisite for analyzing their U-shaped relationship because they
have a unit root and the rejection of cointegration means a spurious regression, which gives rise
to serious problems in statistical inference (Granger and Newbold, 1974; Phillips, 1986). Many
previous studies have used linear cointegration techniques to examine the determinants of current
account balances with a unit root (e.g., Belke and Dreger, 2013; Gervais et al. 2016; Unger, 2017).
Along this line, our model includes commonly used variables in linear form, but only the life
expectancy gap is allowed to have a quadratic polynomial relationship to the US current account
balance with China. This small nonlinear adjustment remarkably improves the performance of
our model.

The U-shaped impact of the catching-up of foreign life expectancy differs somewhat from
the hypothesis discussed in the existing empirical literature, which suggests that foreign life
expectancy has a linear positive impact on the home current account balance.! To support our
empirical evidence, this paper develops a two-country overlapping generations (OLG) model with
the elderly labor supply. The general equilibrium effect of the rise in foreign life expectancy in an
open economy is summarized as follows:

i. A higher life expectancy means a longer retirement period. Therefore, young agents in the
foreign country increase savings to finance consumption in old age. This effect promotes
capital accumulation in the foreign country and increases capital flows to the home country
(direct effect of life expectancy).

ii. An increase in life expectancy increases the social security burden because it increases the
number of pensioners. This effect reduces savings and discourages capital accumulation
in the foreign country. Thus, this effect also reduces capital flows to the home country
(indirect effect of life expectancy through the tax rate).
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iii. The number of old workers increases as life expectancy increases. In the foreign coun-
try, the capital-labor ratio decreases, and the rate of return on capital increases. Hence,
this effect discourages foreign individuals from investing their capital in the home country
(indirect effect of life expectancy through labor quantity).

iv. The productivity of old workers increases as their health status (and thus life expectancy)
improves.? Foreign individuals who expect to earn more in old age save less over their
working lives, and this decision reduces capital flows to the home country (indirect effect
of life expectancy through elderly productivity). Productivity improvement also has a labor
quantity effect because it increases the effective labor supply.

Our comparative static analysis indicates that effect (i) is dominant at the early stage of the
catching-up process of foreign life expectancy. However, the sum of effects (ii), (iii), and (iv)
exceeds effect (i) when foreign life expectancy increases further. Therefore, the current account
deficit in the home country increases at first but eventually decreases in the process of life
expectancy convergence between the home and foreign countries. Importantly, although the sav-
ings rate in China has increased for much of the past 20 years, it has started to decrease in recent
years (see Section 5). This finding is consistent with our theoretical results.

Effects (i) and (ii) are consistent with the results of Ito and Tabata (2010), and this paper extends
their analysis by incorporating the interaction effects between life expectancy and elderly labor
supply, effects (iii) and (iv), into the model. This extension is based on the fact that the labor force
participation rate of the elderly for China is 1.7 times higher than the OECD average (for more
details, see Section 6.1). Thus, the elderly labor supply has a greater macroeconomic impact in
China than in other countries. We show that, under the parameter values calculated from Chinese
and US data, effects (iii) and (iv) are essential for theoretically describing the U-shaped impact of
the catching-up of foreign life expectancy.

Importantly, our main finding is different from the impact of cross-country convergence
in per capita income discussed in the literature (e.g., Chinn and Prasad, 2003; De Santis and
Lihrmann, 2009). The stages-of-development hypothesis for the balance of payments suggests
that the catching-up of foreign income also has a quadratic polynomial relationship with the home
current account balance, with this relationship being characterized by an “inverted” U-shaped
curve. Specifically, a catching-up foreign country borrows against its future income and increases
its current account deficit at the early stage of development, while it decreases its deficit when it
reaches an advanced stage of development. As a result, a home country runs a bilateral current
account surplus at first, but eventually, this bilateral balance deteriorates during the catching-up
process of foreign income. However, this case is opposite that of the US current account bal-
ance with China, which has been negative since 2003 and has improved in recent years, as shown
in Figure 2.> Therefore, our finding for the impact of life expectancy is helpful for interpreting
the fact that several developed countries, including the US, run current account deficits against
catching-up countries, such as China. Furthermore, we extend this discussion by suggesting that
such deficits will decrease in the future if the life expectancy gap continues to narrow.

This paper is organized as follows. Section 2 reviews the related literature. Section 3 explains the
econometric methodology and the data. Sections 4 and 5 present our empirical results. To inter-
pret the empirical results, Section 6 develops a two-country OLG model, and Section 7 presents
the results of the comparative statics. Section 8 concludes this paper.

2. Brief review of the related literature

Several theoretical studies have focused on life expectancy to examine demographic impacts on
international capital flows. Using a calibrated OLG model, Ferrero (2010) found that a nonnegli-
gible and nearly permanent component of the US deficit with other G7 countries can be described
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by demographic variables, especially the life expectancy gap. Similarly, Backus et al. (2014) and
Ito and Tabata (2010) indicated the important role of life expectancy as a predictor of current
account dynamics. However, in the empirical literature, little attention has been paid to the impact
of the life expectancy gap across countries. Thus, this paper contributes to the literature in this
respect.

Since the seminal work of Chinn and Prasad (2003), many empirical studies have been con-
ducted on the medium-term determinants of current account balances. In this literature, the
old-age dependency ratio is regarded as a key determinant of national savings. Using global data
sets, Chinn and Ito (2007), De Santis and Lithrmann (2009), Gruber and Kamin (2007), and Lane
and Milesi-Ferretti (2012) showed that current account balances deteriorate in countries with a
higher old-age dependency ratio. This paper extends the important contributions of these studies
by extracting the impact of life expectancy from the old-age dependency ratio.

A similar approach was used by Li et al. (2007), who analyzed the determinants of savings and
distinguished the impact of life expectancy from that of the old-age dependency ratio. Using a
panel of 149 countries, they showed that life expectancy has a positive impact on savings. Inagaki
(2021) also extracted the impact of life expectancy from the old-age dependency ratio and indi-
cated that life expectancy decreases the US current account balance with the other G7 countries
through the improvement in productivity in old age. We extend these analyses by allowing for
nonlinearity in the impact of life expectancy.

De Santis and Lithrmann (2009) examined the determinants of net flows in equity securities
and in debt instruments (i.e., components of current account balances). They found that the
old-age dependency ratio is associated with net inflows in equity securities and net outflows in
debt instruments. Our approach is similar in terms of the use of disaggregated data. Although
commonly used data on current account balances with all trading partners are useful for com-
prehensively describing the direction and size of capital flows, our empirical analysis based on
bilateral data provides more specific information on the impact of Chinese life expectancy on the
US economy.

Time series and panel cointegration techniques are applied when current account balances
and their determinants are found to have a unit root. Unger (2017) used a panel of 11 member
countries of the euro area. The cointegrating regression model for the current account bal-
ance included credit growth as a key variable, and the coefficient on the total dependency ratio
(the sum of the youth and old-age dependency ratios) was found to be significantly
negative.

Cointegration techniques are also used in examining global and regional current account
imbalances. Belke and Dreger (2013) found that international competitiveness measured by real
exchange rates is a key factor for explaining the regional imbalance in the euro area. Gervais
et al. (2016) indicated that real exchange rate depreciation reduces current account imbalances
in emerging-market economies. Our analysis is related to these studies because the catching-
up in life expectancy leads to the initial expansion of and subsequent reduction in the bilateral
imbalance between China and the US.

Although the abovementioned studies used linear cointegration techniques, Arghyrou and
Chortareas (2008) investigated the nonlinear adjustment of current account balances toward coin-
tegrating relationships. They used the logistic smooth threshold error correction model based
on time series data and demonstrated that nonlinearity holds for most euro area countries. Our
approach is similar in terms of its examination of nonlinearity. As Choi and Saikkonen (2010)
pointed out, nonlinear cointegration techniques are classified into the following two types of
approaches: the first approach focuses on nonlinear adjustment mechanisms to deviations from
cointegrating relationships, and the second approach assumes that cointegrating relationships
themselves are nonlinear. Arghyrou and Chortareas (2008) used the first approach, while our
analysis is based on the second approach.
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3. Econometric methodology and data
3.1. Cointegrating polynomial regression

Our empirical analysis aims to demonstrate that the U-shaped relationship between the US
current account balance with China and the life expectancy gap shown in Figure 2 is a statisti-
cally valid result. For this purpose, we use the polynomial cointegration technique developed by
Wagner (2015, 2023) and Wagner and Hong (2016), which enables us to examine nonlinear coin-
tegrating relationships involving integrated regressors and their powers and is particularly useful
when economic theories predict that underlying variables have nonlinear relationships and/or
linear models have poor predictive accuracy.
We estimate the polynomial regression model based on time series data as

2zt = Bo + Buxe + Praxi, + Baxar + - - -+ BnXome + tir, (1
where By, -, Bm are coefficients to be estimated. An explained variable z; and explanatory
variables in linear form xi¢, - - - , X+ are integrated of order one. Only x;; is allowed to have a

polynomial relationship with z;, which represents the most empirically relevant case, as noted by
Wagner (2023). (1) is regarded as a cointegrating polynomial regression if an error term u; is
stationary.

The existence of polynomial cointegration is a prerequisite for the successful modeling of
the U-shaped relationship between the US current account balance with China (z;) and the life
expectancy gap (x);) because the rejection of the stationarity of u; means that (1) is a spurious
regression. Note that standard tests for linear cointegration cannot be applied to (1) because pow-
ers of integrated variables are not integrated variables (Wagner, 2012); thus, x1; and x?, cannot
be separately treated as integrated regressors. This problem is resolved by using the polynomial
cointegration technique.

The testing procedure for polynomial cointegration involves two steps. First, the fully mod-
ified ordinary least squares (FMOLS) method developed by Phillips and Hansen (1990) is used
to estimate (1), and the FMOLS residual 7" is obtained.* This estimation method is designed to
nonparametrically correct for endogeneity and serial correlation biases. Next, we calculate the test
statistic for the null hypothesis that u; is stationary as

2
T

1 1 .
CT_T&)Z ﬁZuj X 2)
t=1 j=1

where T is the sample size and & is a consistent estimator of the long-run variance of i1,”. Wagner
and Hong (2016) showed that the CT test statistic has a nuisance parameter-free limiting distri-
bution and, thus, that the corresponding critical values can be calculated in the special case where
only one integrated regressor has a polynomial relationship with an explained variable, such as in
(1). The critical values are tabulated in Wagner (2023). If the CT test statistic is not significant,
then (1) is regarded as a cointegrating relationship with a nonlinear impact of x1;.

3.2. Data

The sample period is from the first quarter of 2003 to the fourth quarter of 2019 because the
bilateral US current account balance with China is only available beginning in 2003. In addition,
it is likely that the pandemic crisis affected macroeconomic variables after 2019, especially life
expectancy; thus, the sample period has the advantage of eliminating possible biases due to the
pandemic crisis. The estimation results for the periods 2003-2016 and 2003-2019 are very similar.
Therefore, the impact of the life expectancy gap is robust to the recent trade tensions between
China and the US. The details of the data are reported in Appendix A. The empirical analysis
incorporates the US current account balance, the life expectancy gap, and six control variables, as
discussed below.
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3.2.1. Current account balance
The bilateral US current account balance with China is used as the explained variable. Following
the literature, this variable is expressed as a percentage of US GDP.

3.2.2. Life expectancy gap

The life expectancy gap is defined as US life expectancy at birth minus Chinese life expectancy
at birth and is assumed to have a quadratic polynomial relationship to the US current account
balance with China. To increase the sample size, we follow the suggestions of IMF (2017) and use
the proportional Denton method (Denton, 1971) to convert the annual data on Chinese and US
life expectancy into quarterly data. This interpolation method determines quarterly observations
as the solution to the constrained optimization problem. Specifically, quarterly observations are
derived by minimizing the sum of squared quarterly differences subject to the constraint that each
actual annual observation is equal to the last quarterly observation for the same year. Furthermore,
we use the modification technique proposed by Cholette (1984) to remove transient movement at
the beginning of the interpolated series and assume a constant indicator. This conversion seems
to be a good approximation in the case of this study because, as shown in Figure 1, it is clear that
the life expectancy for each country exhibits a strong trend and is less volatile around that trend.
Indeed, the estimation results remain unchanged if we use annual data (Section 4.3, Table 4).
Similarly, the results are robust if we use alternative methods such as cubic spline interpolation.

3.2.3. Real domestic demand

Real domestic demand is an important determinant of the US current account balance (e.g., IME
2018) and serves as a measure of business cycles. Nominal domestic demand is calculated as nomi-
nal GDP minus nominal net exports of goods and services and is divided by the GDP deflator (US)
or the consumer price index (China) to obtain real domestic demand. The data are converted into
percentage changes from the previous year. Similar to the life expectancy gap, the Chinese data
are subtracted from the US data. This variable is expected to have a negative coefficient because
weak domestic demand depresses imports and improves the current account balance (e.g., IMF,
2014; Lane and Milesi-Ferretti, 2012).

3.2.4. Real exchange rate

To measure international competitiveness, we use the real exchange rate. The nominal exchange
rate (units: Chinese yuan to one US dollar) and the consumer price indices for China and the US
are used to calculate the real exchange rate. An increase in this variable means a real apprecia-
tion of the US dollar and thus is negatively associated with the US current account balance (e.g.,
Gervais et al. 2016). This variable is converted into natural logarithms.

3.2.5. Volatility index

Our regression model includes the S&P 500 volatility index (VIX) to control for the effect of
the global financial crisis. This variable is commonly used as a leading indicator of market risk.
The inclusion of this variable is important because the financial crisis and the resulting increase
in market risk had a large impact on countries with large external deficits, including the US
(Forbes and Warnock, 2012; Lane and Milesi-Ferretti, 2012). Given that a higher degree of
market risk increases the risk aversion of investors, it reduces capital flows and improves the
current account balance. Therefore, the expected sign of the coefficient on the VIX is positive.
The data are converted into natural logarithms.
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3.2.6. Financial development

The ratio of stock market capitalization (SMC) to GDP is used to measure financial development.”
The US data are divided by the Chinese data and then converted into natural logarithms. Financial
development involves reducing information acquisition and transaction costs, overcoming or
managing information asymmetries, and improving corporate governance (Ito and Chinn, 2009).
Hence, such development promotes both savings and investment, and its coefficient is regarded as
anet impact (Chinn and Prasad, 2003). For example, Gruber and Kamin (2009) indicated that the
SMC-to-GDP ratio is positively associated with current account balances in industrial countries.

3.2.7. Working-age population

The working-age population (aged 15-64 years) is included in our regression model as another
demographic factor.® The US data are available at a quarterly frequency, and the annual Chinese
data are converted into quarterly data using the same interpolation method as that explained
above. The quarterly data are used to calculate percentage changes from the previous year, and
then, the Chinese data are subtracted from the US data. Gruber and Kamin (2007) suggested that
the working-age population obtains wage income and increases its savings, and therefore, the
cohort size has a positive coefficient.

3.2.8. Fiscal balance

To control for the impact of the government sector, we use the fiscal balance as a percentage
of GDP. The Chinese data are subtracted from the US data. This variable is expected to have
a positive coefficient because, in the absence of a full Ricardian offset, an increase in the fiscal
balance leads to an increase in national savings (Chinn and Prasad, 2003).

4. Empirical results
4.1. Unit root test

Before estimating (1), it is necessary to examine the stationarity of each of the variables introduced
in Section 3 because the polynomial cointegration technique is applicable when the variables are
integrated of order one. This paper uses the unit root test developed by Elliott et al. (1996), which
is a modification of the Dickey-Fuller test (Dickey and Fuller, 1979).

The results are reported in Table 1. The test does not reject the null hypothesis of a unit root for
the variables in levels. However, the null hypothesis of a unit root is rejected for the variables in
first differences. Therefore, all the variables are integrated of order one.” This finding is consistent
with those of previous studies (e.g., Arghyrou and Chortareas, 2008).

4.2. Test for polynomial cointegration

We can now examine the presence of polynomial cointegration. Following Wagner (2015, 2023),
the CT test statistic for the null hypothesis of polynomial cointegration is calculated from the
model with m =18

The test results are shown in Table 2. The CT test statistic for the null hypothesis of quadratic
polynomial cointegration between the life expectancy gap and the US current account balance
with China is well below the 5% critical value of 0.2927, indicating that they have a nonlinear coin-
tegrating relationship. It is also found that the other explanatory variables do not have nonlinear
impacts on the US current account balance with China. Therefore, there is evidence in favor of our
model in (1), in which only the life expectancy gap (x;;) has a quadratic polynomial relationship
to the US current account balance with China (z;).
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Table 1. Unit root test

Level First difference
US current account balance with China —0.857 —3.276*
iLlfeexpectancygap - - ‘ ‘—‘1.193 ‘ >—2 193*>
“Growth rate dlfferencem realdomest|c demand R .—1 556“ R .—2 470* b
= exchange rate e ;0 830 e ;3 .
e e . om0 . I 671**,
s SMC eop rat|o e e = 795,. e _2 s
WGrowth rate d|fference in workmg age populatlon D 72 504 R 5 018**m |
ileferencem flscal balance—to—GDP ratio - —1.316 D —3 674**>

The Dickey-Fuller test with GLS detrending developed by Elliott et al. (1996) is used. The lag length of the regression
is selected by the modified Akaike information criterion developed by Ng and Perron (2001). The test includes a linear
trend and a constant term for variables in levels and a constant term for variables in first differences. The results remain
unchanged if the test includes only a constant term for variables in levels. ** and * indicate significance at the 1% and 5%
levels, respectively.

Table 2. Test for quadratic polynomial cointegration

Null hypothesis CT-Stat
The life expectancy gap has a cointegrating quadratic polynomial relationship with the US current 0.120
account balance Wlth Ch|na

The growth rate d|fference in real domest|c demand has a comtegratmg quadratlc polynom|al 0.299*
relatlonshlp Wlth the US current account balance Wlth Chlna

Thereal exchange rate has a comtegratmg quadratlc polyn0m|al relat|onsh|p W|th the US current 6.838**
account balance Wlth Ch|na

The VIX has a cointegrating quadrat|c polynom|al relat|onsh|p W|th the US current account balance 0.401*
W|th Chlna

The relat|ve SMC to GDP rat|o has a comtegratmg quadratlc polyn0m|al relat|0nsh|p W|th the US 0.315*

current account balance W|th Chma

The growth rate d|fference in worklng age populatlon has a comtegratmg quadratlc polyn0m|al 0.664**
relatlonshlp W|th the US current account balance Wlth Chlna

The d|fference in the flscal balance to- GDP ratio has a comtegratmg quadratlc polyn0m|al 0.341*
relationship with the US current account balance with China.

** and * indicate that the null hypothesis of quadratic polynomial cointegration is rejected at the 1% and 5% significance levels, respectively.
The critical values are tabulated in Wagner (2023).

4.3. Estimation of polynomial cointegrating regression

Using the FMOLS method, we estimate (1) with all possible combinations of the control vari-
ables to check for the robustness of the nonlinear impact of the life expectancy gap. By doing
50, we obtain 64 estimation results for this impact.” Similarly, (1) with m =1 (basic model) is
estimated using both annual and quarterly data to check for robustness, while the larger models
are not estimated using annual data because of their small sample size. Furthermore, follow-
ing Wagner (2015), we use the dynamic ordinary least squares (DOLS) method developed by
Saikkonen (1991) and Stock and Watson (1993) to estimate the same models for reference pur-
poses.'? Consequently, we obtain 130 estimation results in total, and the nonlinear impact of the
life expectancy gap is robust for all cases. These results do not suffer from endogeneity and serial
correlation biases because the FMOLS and DOLS methods are designed to correct for these biases.

For space reasons, Table 3 reports the complete estimation results of only the basic and full
models, and the results for the other models are summarized in Table 4.!! For all cases, the
FMOLS estimation results show that the coefficients on the life expectancy gap and its square
are significantly negative and positive, respectively. Therefore, the life expectancy gap has a
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Table 3. Cointegrating polynomial regression model for the US current account balance with China

Coefficient S.E.

(A) Basic model

L|fe expectancygap(us chma) TR Y.Y[O 298]
. squared - expectancygap S 0201**.. [0 043]
. Constantterm SR ..[0 478]
. Threshold ofl|fe expectancygap S
(B) e s

A expectancygap(US chma) P

Squared llfe expectancy gap - D 0269** - d
o rated|fferenc inrea déﬁﬁéstm demand (Us chm e e
; vRea[exchange e P
e e e e 0087**
e SMc o rat|o (Us/chma) e o e
. vGrowth rate dlfference in Worklng age populatlon (US Chlna) - 0 287**” © [0.020]
v Dn‘ferencemﬁscal balance to-GDP ratlo (US Chma) D 0 016**
G e 5 815**.. G
S expectancygap i

The estimation method is the FMOLS. Numbers within parentheses are heteroskedasticity and autocorrelation consistent
(HAC) standard errors. The long-run variance is estimated by the quadratic spectral (QS) kernel, and the bandwidth param-
eter is selected by the procedure described in Andrews (1991). ** and * indicate significance at the 1% and 5% levels,
respectively.

U-shaped relationship with the US current account balance with China. A similar U-shaped rela-
tionship holds if we use the DOLS method; the estimation results are reported in Supplementary
Material B.

The fitted line of the basic model is presented in Figure 2.!? The threshold level of the life
expectancy gap is calculated as —f11/2p12 based on (1) and is approximately 3.2, as shown in
Table 3. Hence, the sign of the impact of the life expectancy gap is reversed when the gap narrows
by 3.2 years or less, and this case is applied to the period after 2013. In other words, the catching-
up of Chinese life expectancy first worsens the US deficit, but eventually, the increased US deficit
is improved by the further catching-up of Chinese life expectancy after 2013. A more detailed
discussion on this threshold level is provided in Section 5.

These findings are obtained after controlling for the major determinants of current account
balances. The estimation results for the full model show that the US current account balance is
improved by weak domestic demand, a real depreciation of the US dollar, higher market risk,
a higher degree of financial market development, an increased working-age population, and an
improved fiscal balance. These results are consistent with those in the existing empirical literature
(e.g., Belke and Dreger, 2013; Chinn and Prasad, 2003; De Santis and Lithrmann, 2009; Gervais et
al. 2016; Gruber and Kamin, 2007, 2009; Lane and Milesi-Ferretti, 2012; Unger, 2017).

4.4. Other analyses

For further robustness checks, this paper conducts three analyses. First, the fertility gap (defined
as the US total fertility rate minus the Chinese total fertility rate) is added to the cointegrating
polynomial regression model to control for fertility policies and related household behaviors.
The U-shaped impact of the life expectancy gap is robust if the model includes the fertility gap.
Second, we compare the performances of the linear and nonlinear models. The model perfor-
mance improves remarkably by allowing for nonlinearity in the impact of the life expectancy gap.
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Table 4. Robustness checks for the U-shaped impact of the life expectancy gap

Nonlinear impact of life expectancy gap (x1)

Control variables X1

2
A

Threshold of x;

(A) Annual data

None (ba5|c model) 71 313** [0 298]

(B) Quarterly data
. _1197** [0229
! X3 e [0 o
.,.X4,. e e _1383**[0208
x5 _1‘189** [0.261
x5 S [0 s
. X7,. e e _1306**[0140

X2, X7 71 213** [0 187
X3,X4 —l 580** [0 155
X3, X5 —l.416** [0.178
X3, X6 71 717 [0.162
X3, X7 —l 618** [0 147
Xa, Xs —1 294+ o. 064
Xa, X6 71 644** [o. 235

71.334** [0 230
X2,X3, X6 —l 533** [0 236
X2, X3, X7 —1 589+ [0.226
X2, Xa, X5 71 276" [o. 104
X2, X4, X6 —l 428*)k [0 185
X2, Xa, X7 —1 223% [0.134
X2, X5, X6 l 351** [0 258
X2, X5, X7 —l 207** [0 190
X2, X6, X7 —1.402** [0.216
X3, Xa, X5 71 442 [0.075
X3, X4, X6 —l 804** [0 149
X3, Xa, X7 —1 605" [0.121
X3, X5, X6 71 688" [o. 172
X3, X5, X7 —l 550*)k [0 160
X3, X6, X7 ©_1.828* [0.150

O 192**
0 248** 0 026]
0.225** O 029] 5

0 218**
0 191**
0.228** O 034]
0 222** O 012]

0.201%* [0.043]

0 203** 0 020]
0 197** O 022]
0.228** O 043]
0 272** O 027]
O 197** O 009]

[
IC
!
I
IC
!
I
IC
!
I
IC
!
I
IC
!
I
[
0.202** [0 017]
o.
IC

0 248** 0 039]

O 259** O 028]

O 198** O 015]

”0228** 0029] R .

0.191** O 019]

0 287** 0 025]

O 258** O 020]

O 273** O 029]

0.251** 0 026] d

[
IC
!
I
[
!
I
[
!
I
IC
!
I
[
!
[

0. 300** 0.025]

0()41] S
0 028]

o 189** o 033]

o 233% o 027]

o 210** o 030] ;

0.183** 0.038]

0.239% o 054]

0. 213% 0.035] )

o 182** o 033] .
o 027]

0. 261** o 024] J

0257 [0. 037]

o 194** o 022]

0 213** O 037]

3.240
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Table 4. (Continued)

Nonlinear impact of life expectancy gap (x1)

Control variables X1 x2 Threshold of x;
Xay X55 X6 ~1.508" [0.070] 0.238** [0.011] 3.166
i
XXX —1.522" [0.132] 02417 [0.021] 3161
e
G
X2, X3, Xay X6 —~1.530" [0.236] 0.247"* [0.039] 3.101
T ™
L aome omeoom som
X0 —1590* [0.236] 10.260** [0.039] 3058
T T ™
et
Xo XayXs X1 ~1.209** [0.069] 0187 [0.010] 3227
T T
i A
X3, X4, X5, X6 1622 0.033] 0.258"* [0.006] 3.149
T ™
S nen ameson som
Xoxs,xexr  —L797*[0.142] 10,293 [0.024] 3068
T ™
e awomn ameoos s
Xay X3, Xay X5 X1 —~1.323" [0.070] 0206 [0.012] 3217
T e T ™
i
X2, Xa,X5,X6,X7 55** ] 0. 234** [0 2] 3.111
et by 265]. e e

X3 is the growth rate difference in real domestic demand, x3 is the real exchange rate, x4 is the VIX, xs is the relative SMC-to-GDP
ratio, X is the growth rate difference in the working-age population, and x7 is the difference in the fiscal balance-to-GDP ratio. The
FMOLS method is used. Numbers within parentheses are HAC standard errors. ** indicates significance at the 1% level.

Third, we estimate the error correction model that includes the error correction term calculated
as the residual in (1). The adjustment coefficient is significantly negative, and thus, the error cor-
rection mechanism works appropriately. These results are reported in Supplementary Materials
D, E,and F.

5. Chinese savings rate

The empirical analysis in Section 4 indicates that the U-shaped impact of the life expectancy gap
is a statistically valid result because polynomial cointegration holds and the coefficient on the
squared term of the life expectancy gap is significant after controlling for the major determinants
of current account balances and after correcting for endogeneity and serial correlation biases. To
interpret the mechanism of this U-shaped impact, we focus on the savings rate in China. Given
that Chinese life expectancy has a nonlinear impact on capital exports to the US, its impact on
domestic savings is likely to also be nonlinear.
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Figure 3. Savings rate in China. The household savings rate is the ratio of household savings (household disposable income
minus household consumption expenditure) to household disposable income. The adjusted household savings rate is based
on household disposable income adjusted by adding social transfers in kind receivable and by deducting social transfers in
kind payable. The domestic savings rate is calculated as the ratio of gross domestic savings (GDP minus final consumption
expenditure) to GDP. The first two measures are available until 2018 in the present study. The source is the China Statistical
Yearbook 2020.

This paper uses three measures of the savings rate. The first measure is the household sav-
ings rate. Following Coeurdacier et al. (2015), this measure is calculated as the ratio of household
savings (household disposable income minus household consumption expenditure) to house-
hold disposable income.'* The second measure is the adjusted household savings rate. Compared
with the first measure, household disposable income is adjusted by adding social transfers in
kind receivable and by deducting social transfers in kind payable of the household sector (China
Statistical Yearbook 2020). The third measure is the domestic savings rate, which is calculated as
the ratio of gross domestic savings (GDP minus final consumption expenditure) to GDP.!* The
data source is the China Statistical Yearbook 2020. The sample period is from 2003 to 2019 to
maintain consistency with the empirical analysis in Section 4, while the first and second measures
are available until 2018 in the present study.

Figure 3 shows that all measures increased during the 2000s but thereafter decreased. To exam-
ine these fluctuations, we again use the polynomial cointegration technique. However, the results
of this analysis are only suggestive because all the data are available at an annual frequency and the
sample size is very small. The savings rate is regressed on life expectancy, its square, and a constant
term.'> The life expectancy data are the same as those used in Section 4. The CT test statistics for
the null hypothesis of quadratic polynomial cointegration are 0.117, 0.119, and 0.255 for the first,
second, and third measures of the savings rate, respectively, and these results are not significant at
the 5% level.

The estimation results are reported in Table 5. We find that the relationship between the savings
rate and life expectancy in China is characterized by an inverted U-shaped curve. Therefore, given
the continued increase in Chinese life expectancy over the sample period, the savings rate first
increases and then decreases. Furthermore, Chinese life expectancy has exceeded the threshold
level of approximately 75 since 2012. These results are almost consistent with the U-shaped impact
of the life expectancy gap between the US and China. Specifically, the catching-up of Chinese
life expectancy first increases domestic savings, which promotes subsequent capital accumulation
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Table 5. Nonlinear impact of life expectancy on savings in China

Coefficient S.E.
(A) Household savings rate
S e‘)v(peé‘tah‘cy” T [0318]
- squared l|feexpectancy P [0002]
S [11875]
Threshold of life expectancy 74535
(B)Adjustedhousehold savmgs L
; L|feexpectancy i e

Squared life expectancy . .

Constant term

ThreShOld 6f.iifé. expectancy O ST

(C) Domestic savings rate

I, it
BT s e
S IRy AR s
i D oy SRR

The estimation method is the FMOLS. Numbers within parentheses are HAC standard errors.
** indicates significance at the 1% level.

and thus capital exports to the US. However, the savings rate starts to decrease as Chinese life
expectancy exceeds the threshold level. Consequently, the narrowing life expectancy gap between
the two countries now reduces capital exports to the US.

In terms of the abovementioned threshold level, we also find that China has been at a more
advanced stage of population aging since 2012. Figure 4 shows the share of the elderly popula-
tion (aged 65 years and over) to the total population, which reflects the impact of life expectancy
because it increases as people live longer. This variable has exhibited a much faster growth rate
since 2012. For example, the regression coefficients on a linear trend before and after 2012 are
0.112 and 0.468, respectively (unit: %), and are significantly different.'® Therefore, the average
annual growth in the share of the elderly population after 2012 is approximately four times higher
than that before 2012. From a theoretical perspective, this new demographic trend increases the
social security burden, and this effect leads to lower savings (Ito and Tabata, 2010). A further
theoretical discussion is provided in Section 7.

To combine these results with the empirical analysis in Section 4, we examine the impacts of
Chinese and US life expectancy separately in the regression model for the US current account
balance with China instead of using the life expectancy gap between the US and China. The esti-
mation results are reported in Supplementary Material H. Chinese life expectancy has a U-shaped
impact on the US current account balance with China and has been above the threshold level of
75.29 since 2013. These results are consistent with the impact of the life expectancy gap reported
in Section 4.3.17 However, US life expectancy does not have a significant impact. Therefore, it
is suggested that the U-shaped impact of the life expectancy gap arises from China’s population

aging.

6. Theoretical model
6.1. Motivation and background

There is empirical evidence that the catching-up of Chinese life expectancy has a U-shaped impact
on the US current account balance. Therefore, we address the next question: What is its underlying
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Figure 4. Change in China’s demographic trend. The source is the World Population Prospects of the United Nations (the
2019 Revision), and the data include the projections from 2020 to 2030 (medium variant). The trends are calculated using the
estimation results of the regression coefficients on a linear trend. The share of the elderly population to the total population
is regressed on a constant term, a linear trend, and constant and trend dummy variables. All the coefficients are significant
at the 1% level. The regression coefficients on a linear trend for the periods 1980-2011 and 2012-2030 are 0.112 and 0.468,
respectively (unit: %).

mechanism? Because our findings are new in the empirical literature, theoretical support is useful
for better understanding the U-shaped impact. Our theoretical analysis uses an open-economy
OLG model that is consistent with the literature on the macroeconomic impact of life expectancy
(e.g., Aisa et al. 2012; Backus et al. 2014; Hirazawa and Yakita, 2017; Ito and Tabata, 2010; Li et al.
2007).

This analysis aims to provide a possible theoretical explanation for the U-shaped impact of
the life expectancy gap. Therefore, we examine only the general equilibrium effect of foreign life
expectancy in an open economy. Although a replication of the full dynamics of the US current
account balance with China is also of great interest, our empirical analysis assesses the impact of
the life expectancy gap separately from the other impacts by using many control variables. Hence,
the theoretical analysis focuses on the mechanism of the U-shaped impact, and our model consists
of variables closely related to life expectancy. This model is analytically tractable and serves to
provide a clear understanding of the mechanism of this U-shaped impact.

The existence of such a U-shaped impact suggests that life expectancy has both positive
and negative impacts on savings, and these impacts were discussed by Ito and Tabata (2010).
Specifically, agents who live longer have an incentive to save more for their retirement, while this
effect is offset when population aging increases the social security burden and reduces disposable
income. To extend their model, this paper uses model elements developed by Aisa et al. (2012)
and Ludwig and Vogel (2010) and incorporates elderly labor supply into the model. We show that
this extension is essential for theoretically describing the U-shaped impact.

A principal feature of the elderly is lower productivity because declines in physical health and
cognitive ability generally occur in old age (Fries, 1980). As Aisa et al. (2012) pointed out, given
that better health mitigates a decline in elderly productivity, life expectancy has yet another nega-
tive impact on savings because agents who earn more in old age save less over their working lives.
Furthermore, improved elderly productivity increases the aggregate labor supply. Consequently,
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life expectancy affects both capital and labor inputs in our model, and this composite effect low-
ers the capital-labor ratio, which determines the rate of return on capital and thus international
capital flows. This effect is expected to be greater in China and the US, where elderly people work
longer, compared to other countries. For example, in 2010, the labor force participation rate of
those aged 65 years and over was 21.1% for China and 17.4% for the US, both values of which
were higher than the OECD average of 12.5% (source: OECD).!8

Krueger and Ludwig (2007) also used an open-economy OLG model with an elderly labor
supply and presented simulation results for the welfare effects of population aging. Although our
model is consistent with their model, a welfare analysis is not conducted in this paper because
our focus is on the U-shaped impact of the life expectancy gap. Instead, to better understand our
empirical results, we derive an analytical expression for the general equilibrium effect of foreign
life expectancy on the home current account balance.

A theoretical analysis of the US current account balance with China was conducted by Eugeni
(2015). The analytical results based on a two-country OLG model showed that China’s social
security reform reduces the US deficit. We extend this study by examining the impacts of
life expectancy and the elderly labor supply, which are also important from a social security
perspective because these variables affect the social security burden in China.

Coeurdacier et al. (2015) used an open-economy OLG model with household credit constraints
and indicated that the divergence in savings (and thus current account balances) between China
and the US is strongly explained by heterogeneous household credit constraints and their interac-
tion with growth differentials. Our analysis is complementary to that of Coeurdacier et al. (2015).
Although our model does not include financial frictions, it provides a theoretical foundation for
the U-shaped impact of the life expectancy gap, which is also an important determinant of the US
current account balance with China, as shown in Section 4.

6.2. Basic setup

We use a two-country, one-good, two-period OLG model with lifetime uncertainty. The world
consists of a home country and a foreign country, and they are linked through an integrated com-
modity market and an international capital market. However, the domestic labor market is closed.
Although the structure of the home country is explained in this section, the structure of the for-
eign country can be discussed in the same way as that of the home country. The foreign variables
and parameters are denoted by an asterisk.

Our model assumes that a new generation, called generation ¢, is born in each period
t=1,2,3,.... Generation t is composed of a continuum of N > 0 units of identical agents. In
period 1, there are Ny units of initial old agents who live only in period 1. Let n > 0 be the popu-
lation growth rate, and thus Ny = (1 4 n)N;_;. The length of lifetime of agents is uncertain, and
they live for a maximum of two periods, young and old age. An agent in the home country survives
to old age with a probability of p € [0, 1] and dies at the beginning of old age with a probability
of 1 — p. Therefore, in each period, there are N; units of young agents and pN;_; units of old
agents. A rise in the survival probability p leads to population aging in the home country because
it increases the share of old agents. Hence, the survival probability corresponds to life expectancy
(e.g., Aisa et al. 2012; Ferrero, 2010; Hirazawa and Yakita, 2017; Li et al. 2007). Indeed, the correla-
tion coefficient between the survival rate to age 65 years and life expectancy at birth for the period
1960-2018 is 0.999 for China and 0.992 for the US (source: World Development Indicators of the

World Bank).
Under these assumptions, the old-age dependency ratio is given by
N;—
rol- 2 ()
t 14+n
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Therefore, the effect of the old-age dependency ratio can be decomposed into the effects of life
expectancy and the growth rate of the working-age population.!® For this reason, our empirical
analysis uses these two variables instead of the old-age dependency ratio.

The theoretical model is used to examine how the home current account balance responds
to the reduction in the life expectancy gap p — p* caused by an increase in p*. To describe the
catching-up process of foreign life expectancy, we restrict our analysis to the case where the
parameter condition p* < p holds. We also assume that the home and foreign countries have the
same population growth rate. This assumption is helpful for obtaining clear analytical results for
the impact of the life expectancy gap.?”

6.3. Households

Households derive utility from their own consumption in young and old age. In this paper, the
expected lifetime utility of the representative agent in generation ¢ is defined as

ur=1In (cl,t) +pln (C2,t+1) > 4)

where ¢1; and ¢;,141 denote consumption in young and old age, respectively.

Young agents in generation ¢ have one unit of time endowment. They inelastically supply one
unit of effective labor and obtain wage income wy. Part of the wage income is devoted to current
consumption c;; and the payment of taxes t;wy, where 7 is the rate of tax levied on wage income,
and the rest is devoted to savings s;.

Following Ito and Tabata (2010), we assume the existence of an actuarially fair insurance com-
pany developed by Yaari (1965). This company collects funds and invests them in firms or foreign
countries. Because individuals do not migrate, the insurance contracts between the two coun-
tries differ. Returns on investment are distributed uniformly among insured surviving old agents.
Therefore, those in the home and foreign countries receive payments Ry41s;/p and Ry4157 /p* in
exchange for s; and s}, respectively.?! R, is the gross rate of interest, and an insurance contract
is more attractive to agents as long as the survival probability is less than 1.

Old agents in generation ¢ also have one unit of time endowment and consume their entire
wealth. Following Ludwig and Vogel (2010), this paper assumes that old agents work a given
fraction w of their time. For the rest of their time (1 — w), they are retired and receive pension
benefits ;1. Hence, @ can be regarded as a measure of retirement age, and the length of the
working period in the lifetime is given by 1 + w. Another interpretation of w is that it is the pro-
portion of old agents who work (i.e., the labor force participation rate of the elderly) because of
the assumption of identical agents. Either way, w operates as a policy variable (Ludwig and Vogel,
2010), and a similar assumption was used by Echevarria (2004), Inagaki (2021), and Krueger and
Ludwig (2007).

Let § be the fraction of young productivity maintained in the second period of life. Old agents
in generation t inelastically supply w units of effective labor, obtain wage income wwyy1, and
pay taxes T;+18ww;y. In this paper, § is specified as

s=p", (5)

where y is a positive parameter. This specification is essentially the same as that developed by Aisa
et al. (2012) and Hirazawa and Yakita (2017). Because § < 1, productivity in old age is lower than
that in young age. However, the productivity decline in old age is mitigated by an increase in life
expectancy p (i.e., improvement in health). This phenomenon is consistent with the theory of the
compression of morbidity developed in the field of health and medical sciences (e.g., Fries, 1980).
Furthermore, we show that this assumption holds empirically (Appendix B).
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Based on these settings, the lifetime budget constraints of the representative agent in generation
t are expressed as

ct+se=01—1) wy, (6)

Ritq

41 = st + (1 — 1) Sowe1 + (1 — ) by 1. (7)

Maximizing (4) subject to (6) and (7) gives the following savings equation:

p [(1 C)w— { (1 = 7141) Sowip + (1 — ®) by ” .
Ritq

(8)

This equation shows that a higher life expectancy p increases savings because it means a higher
probability of enjoying consumption in old age. However, a greater earning ability in old age §
decreases savings, which suggests that young agents who expect to earn more in old age do not
have incentives to save more.

6.4. Government

The government runs a social security system. The government budget is assumed to be balanced
in each period. Therefore, total contributions by workers are equal to total pension payments as

TwiNt + TwiSwpN—1 = by (1 — @) pN—1. 9)

Following Barany et al. (2018), Ito and Tabata (2010), Krueger and Ludwig (2007), and Ludwig
and Vogel (2010), our model incorporates a pension scheme where the calculation of payments
uses a replacement rate. Let us assume that by = ¢(1 — 7:)wy, where ¢ € [0, 1) is the replacement
rate.?? Then, the tax rate is given by

1—
T = (1~ ) ép =T. (10)
1+n+dwp+ (1 —w)dp
From this equation, we have that
-+

~

dv 9t at 96
= + — —. (11)

dp— op " 95 dp

An increase in life expectancy increases the tax rate because it increases the number of pensioners,
while an improvement in elderly productivity eases the tax burden per worker and decreases the
tax rate. Using (5) and (10), we obtain the following:

dt  (1+n—ydop)(1-w)¢

— = . (12)
dp 14 n+swp+(1- ) ¢p]

Life expectancy is positively associated with the tax rate unless y in (5) is large enough. The
numerical analysis in Section 7 shows that the positive sign in (12) holds.

6.5. Firms
Firms produce output using standard Cobb-Douglas technology as

Y, = AKYL; ™%, (13)
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where Y; is aggregate output, A is a technology parameter, K; is aggregate capital, L; is aggregate
labor, and « € (0, 1). Following Ludwig and Vogel (2010), L; is given by the sum of effective labor
inputs supplied by young and old agents as

&
L[=Nt+8(l)pNt_1 = (—) Nt, (14)
1+n

where ¢ = 1 + n + dwp. Therefore, we have that Ly = (1 4+ n)L;_;.

The existing capital stock is fully used for old-age consumption, and the gross interest rate
R; contains a 100% depreciation rate. Assuming that firms operate in perfect competition, the
first-order conditions for profit maximization are

wr = (1 — ) Ak, (15)

thaZk?_l, (16)
where k; = K;/L;.

6.6. Equilibrium

Assuming the free mobility of capltal the rates of return on capital in the home and foreign coun-
tries converge to one world price Rt , where R}'V = R; = R}. This means that k; = k} and w; = w}
from (15) and (16).

Let NJY =N;+ N} and L)Y =L, +L;". Because Ny, Nf, Ly, and L} grow at the same rate n,
we have that N, W—(@1+nN Wl and L =(1+ n)L 1- The market clearing condition for world
capital is Kt b1 = StN; + 5 TN}, where Kt =K1 + Kt - Dividing both sides of this condition by
NtW gives

kY [e60 +e* 1 —0)] =560 +sF 1—0) =5, 17)

where k}V =K}V/L}" and 6 =N,/N}¥ =Ny/N;'. The world share of the home population
6 is derived using the facts that Ny = (1+ n)'Ny and N}¥ = (1 + n)'Ny". Furthermore, from
the definition of KtW , we have that k)Y =6k, + (1 — 0)k}. Therefore, k; =k} = kW holds when
k=K.

Lettus assume that firms in the home and foreign countries have the same production technol-
ogy. Then, by substituting (8), (10), (15), (16), by = ¢(1 — t:)w;, and those of the foreign country
counterparts into (17) and taking k; =k} = ktW into account, we can describe the dynamics of

k" as
k=T (KY)", (18)
where
F:9A+(1—9)k*
T ou+(1—-0)pt’
- 4_ — VA
x_1+p(1 ) (1—a)A,
p l1l—«
w=— 1—1) 6w+ (1—w)e]+es,
1+p «
* p* * T
= 1— 1—w)A,

N Pt 1—«
14+p* «

n (1—7%) [6*0" + (1 — 0*) ¢*] + "
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Therefore, the steady-state capital-labor ratio in an open economy k" is given by
KV =rra, (19)

If 6 =1, the world economy consists of only the agents of the home country. In this case,
(19) is interpreted as the steady-state capital-labor ratio in the closed home economy k., which is
expressed as

ke=WTa, (20)

where W = X /. Similarly, when 6 = 0, the steady-state capital-labor ratio in the closed foreign
economy k' is determined as

k:= \y*ﬁ, (21)

where W* = A*/u*.

6.7. Current account balances

When the economies are opened to trade, the current account balance in the home country equals
the change in net foreign assets as

Gt = (A1 — Kep1) — (A — Kp) s (22)

where A;=s,_1N;_; denotes the wealth in the home country, which includes opportunities
to acquire claims on foreign capital (Geide-Stevenson, 1998). Using (6), (7), and (9) and the
assumption of perfect competition, (22) can be rewritten as

Gi=Zi+ R — 1) (A —Kyp) (23)

where Z; =Yy — ¢1tNy — c2¢tpN;t—1 — K¢y is the trade balance in the home country. Hence, the
current account balance in this model consists of the trade balance and net primary income.

Let gt = G;/L; and a; = A;/Ly. Then, the steady-state value of the current account balance per
unit of effective labor g is given by

g:n(a—kw), (24)

where a = s/¢ is the steady-state value of a;, and s is the steady-state value of s;.2>

7. Comparative statics
7.1. Analytical results

The comparative static analysis based on the steady-state equilibrium provides useful information
on the properties of our model, which can be effectively used to understand the mechanism of
the U-shaped impact of the life expectancy gap on the home current account balance.?* In the
model, the pattern of international capital flows is determined by the difference in the capital-
labor ratio in the closed economies. For example, k} > k. means that R* < R from (16). Thus, after
the economies are opened to trade, young agents in the foreign country invest part of their savings
in the home country to obtain a higher rate of return. The home country imports capital from the
foreign country and runs a current account deficit in its equilibrium (i.e., g < 0). Similarly, g > 0
holds when k! < k.. Therefore, to examine the impact of p* on g, we first calculate the change in
k? based on the derivative of k! with respect to p*. Then, the resulting level of k' is compared with
the level of k.. This procedure is the same as that used in Ito and Tabata (2010).
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Table 6. Parameters for numerical analysis

Parameter Home country Foreign country
Capital share of output («, ™) 0.409 0.409
Populauonshare(@l_e) e 0175 e 0825
Populat|on growth rate (n’n*) e ettt 0435 e 0435 —
Technologyparameter(ﬁ,ﬁ*) et 10000 e 10000 —
. b fcep PR o e . 0 -

Pension replacement rate (¢, ¢*) 0.494 0.455

Productivity parameter for the elderly (y, y*) 3.394 3.394

To solve the model analytically, the capital share, technology parameter, and population growth rate are assumed to be the same
between the home and foreign countries. To calculate the capital share, the average of the US labor share of income (1 — «) for
the period 2000-2016 is used, and the source is Giandrea and Sprague (2017). Population share 6 is defined as the ratio of the
US population aged 25-64 years to the sum of the Chinese and US populations aged 25-64 years, and the average value over the
period 2003-2019 is used. The average of the annual growth rates of the population aged 25-64 years for China and the US over the
period 2003-2019 is 0.0091, and the parameter is calculated as 1.00914° — 1. The source of these data is the World Development
Indicators of the World Bank. The technology parameter is the same as that used in Ito and Tabata (2010). For the labor force
participation rate of people aged 65 years and over, the data for China (foreign country) in 2010 and the US (home country) in
2019 are used because of data availability. The source of these data is the OECD. The US pension replacement rate in 2018 is used
because of data availability, and the source is the OECD. Similarly, the pension replacement rate for urban employees in China in
2015 is used, and the source is Gongcheng (2017). Because Chinese data for estimating y* are not available, the numerical analysis
assumes that y = y*. The estimation procedure for this parameter is explained in Appendix B.

Taking the derivative of k! with respect to p* gives
- 4+ - 4 -+ - o+ o+
~ " A~ A A
dkf  oky  Ok;dt* ~ OkP de* | Ok; d§*  OkP 0e* do*
dp*  dp* At dp* = de* dp*  38* dp* = de* 38* dp*’

—— —
+ — — —

(25)

The proof is provided in Appendix C. This equation shows that foreign life expectancy affects
the home current account balance through four channels. First, from (8), higher savings promote
capital accumulation and increase the capital-labor ratio (first term: savings effect). Second, from
(12), an increased tax rate (t*) leads to lower savings and thus a lower capital-labor ratio (sec-
ond term: tax effect). Third, from (14), aggregate labor (a linear function of £*) increases as the
number of old workers (w*p*N;_,) increases, which decreases the capital-labor ratio (third term:
labor quantity effect). Fourth, from (5), (8), and (14), an improvement in elderly productivity
(8*) decreases savings (fourth term) and increases aggregate labor (fifth term), and this composite
effect decreases the capital-labor ratio (sum of the fourth and fifth terms: productivity effect). The
total effect dk} /dp* varies in accordance with the sizes of these effects.

7.2. Numerical analysis based on the analytical results
Because it is very difficult to analytically specify the sign of the total effect in (25), this paper
adopts a numerical comparative static analysis. The parameters based on the data for China and
the US are reported in Table 6.2° To describe the catching-up process of foreign life expectancy,
the initial conditions are given by p = 0.87 and p* = 0.81, and then, only p* is increased to 0.86.
This assumption is based on the fact that the survival rate to age 65 years in China was 80.37%
in 2003 and increased to 86.16% in 2018 (source: World Development Indicators of the World
Bank). Using these parameters, we obtain the numerical results for the analytical expressions of
the four effects in (25).

The results of the numerical comparative static analysis are presented in Table 7. The total effect
is positive for p* < 0.84 but negative for p* > 0.84. Hence, k' increases at first but then decreases
when the life expectancy gap p — p* is narrowed by an increase in p*.2® Corresponding changes in
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Table 7. Numerical comparative statics: effect of p* on k¥ based on (25)

p* 0.81 0.82 0.83 0.84 0.85 0.86
Savings effect 1.454 1.427 1.401 1.374 1.348 1.323
Tax effect —0.321 —0.314 —0.306 —0.299 —0.291 —0.283
| Labor quanmyeffect e _0145 e _0150 e _0156 e _0162 I _0168 I _0173
| Pmductlv'tyeﬁect e _0821 s _0850 I _0890 I _0909 I _0939 I _0969
Total effect 0.167 0.113 0.058 0.004 —0.049 —0.103

The parameters reported in Table 6 are used. The initial condition is given by p* = 0.81, and then, only p* is increased
to describe the catching-up process of foreign life expectancy.
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Home current account per unit of effective labor

B
-.0132
.060 .055 .050 .045 .040 .035 .030 .025 .020 .015 .010
(p*=0.81) (p*=0.82) (p*=0.83) (p*=0.84) (p*=0.85) (p*=0.86)

Life expectancy gap (p-p*; inverted scale)

Figure 5. Catching-up of foreign life expectancy and its impact on the home current account balance. The parameters
reported in Table 6 are used. The initial conditions are given by p = 0.87 and p* = 0.81, after which only p* increases.

the home current account balance (per unit of effective labor) g are described in Figure 5, in which
p — p* has a U-shaped relationship with g.2” Using these results, we can provide a theoretical
foundation for the impact of the life expectancy gap as follows.

First, the savings effect is dominant (Table 7); thus, k¥ increases as p* increases, which means
that an increase in p* leads to an increase in s* from (8) and promotes capital accumulation. A
subsequent decrease in R* leads to larger capital flows to the home country, and thus, g decreases
as p* starts to catch up with p (point A in Figure 5). Next, g reaches the turning point when p*
is approximately 0.842 (point B in Figure 5). Finally, k! decreases in the middle of the conver-
gence process of p* because the sum of the tax, labor quantity, and productivity effects exceeds
the savings effect (Table 7). Consequently, further narrowing of the life expectancy gap p — p*
improves g (point C in Figure 5). Importantly, the survival rate to age 65 years in China exceeded
the threshold level of 0.842 in 2013. This result is consistent with the empirical evidence that the
life expectancy gap has been below the threshold level since 2013 (see Section 4.3).

It is also found that the elderly labor supply is an essential factor for the reversal of g because
the total effect in (25) is always positive if the labor quantity and productivity effects are excluded
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Figure 6. Relationship between g and p — p* under the assumption that w = @™ = 0. The labor force participation rates of
the elderly in the home and foreign countries (w and w*) are assumed to be zero. The other parameters are the same as those
in Table 6. The initial conditions are given by p = 0.87 and p* = 0.81, after which only p* increases.

from the model (see Table 7). To examine the importance of the elderly labor supply, we calculate
g under the assumption that @ = ™ =0 (i.e., zero participation of old workers). The results are
presented in Figure 6. We find that ¢ does not improve even though the life expectancy gap p — p*
is narrowed by an increase in p*. Therefore, the threshold level of the life expectancy gap depends
on the labor force participation of the elderly. The empirical analysis for the impacts of w and
* is of interest but is very difficult in the case of this study because the data on the labor force
participation rate of the elderly in China are available per 10-year period, and the sample size is 1
for the period 2003-2019.

7.3. Discussion on savings and productivity effects

The numerical comparative static analysis in Table 7 indicates that the sizes of the savings and
productivity effects are particularly large among the four effects of life expectancy in (25). Because
the signs of the savings and productivity effects are opposite, the U-shaped relationship between
p — p* and g suggests that these effects have different timings of their peaks. Specifically, given a
continuous increase in p*, the savings effect works immediately, and g increases at first. However,
in the late stage of the catching-up process, the productivity effect becomes apparent, and g starts
to decrease. The difference between the two effects is shown in Figure 7 (Panel A). A discussion
on this difference is helpful for better understanding the mechanism of the U-shaped relationship
between p — p* and g.

From Table 7, it can be seen that the productivity effect is a major cause of the reversal of g.
Elderly productivity is determined by (5), and we obtain an estimate of 3.394 for y (see Appendix
B). Therefore, the relationship between elderly productivity and life expectancy is described in
Figure 7 (Panel B). Because elderly productivity remains low for a while after life expectancy
starts to rise, the productivity effect does not work immediately. Conversely, elderly productiv-
ity improves remarkably when life expectancy becomes sufficiently high. This situation holds in
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(a) Savings and productivity effects
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(b) Elderly productivity based on Eq. (5) with y = 3.394
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Figure 7. Savings and productivity effects. The parameters reported in Table 6 are used.

the late stage of the catching-up process of life expectancy, and improved elderly productivity
amplifies the productivity effect. Intuitively, this means that good health is required for elderly
people to work well.

In contrast to the productivity effect, the savings effect peaks when life expectancy is sufficiently
low (Figure 7, Panel A). Young agents have little savings if their life expectancy is extremely low.
Therefore, the results in Figure 7 suggest that young agents who save less have incentives to save
more in response to an increase in life expectancy. Given a continuous increase in life expectancy,
the savings effect is positive but decreases, which implies that savings increase at a decreasing
rate, with other things being equal. Therefore, in the late stage of the catching-up process of life
expectancy, young agents have more savings, and the savings effect becomes much smaller than
its peak. This characteristic is opposite that of the abovementioned productivity effect, and this
difference promotes the reversal of g in the case of our model.
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Figure 8. Prospects of the life expectancy gap between the US and China. The forecast data on Chinese and US life
expectancy at birth after 2030 are obtained from the World Population Prospects of the United Nations (the 2019 Revision;
medium variant). The life expectancy gap is calculated as US life expectancy at birth minus Chinese life expectancy at birth.

8. Conclusions

There is sufficient evidence that the life expectancy gap between the US and China has a U-shaped
impact on the US current account balance with China, and the threshold level of the life
expectancy gap is successfully estimated. Therefore, the catching-up of Chinese life expectancy
worsened the US external deficit until 2012, while thereafter, the direction of this effect was
reversed. The latter period corresponds to a more advanced stage of China’s population aging
because the average annual growth of the elderly population share during this period was approx-
imately four times higher than that during the previous period. Similarly, the U-shaped impact
of the life expectancy gap is consistent with the fact that the savings rate in China increased in
the 2000s but decreased in the 2010s, and this trend reversal is also associated with the nonlinear
impact of Chinese life expectancy. Furthermore, these empirical results are obtained by using the
recently developed technique of polynomial cointegration. Therefore, the U-shaped impact of the
life expectancy gap is a statistically valid result.

These empirical findings are new in the literature, and a theoretical foundation is needed. This
paper develops an analytically tractable OLG model that is consistent with the literature on the
macroeconomic impact of life expectancy. We show that the U-shaped impact can be theoretically
explained by decomposing the effect of foreign life expectancy into four components—retirement
savings, social security burden, the number of elderly workers, and the productivity of elderly
workers—and that a key factor allowing the replication of the U-shaped impact is the elderly
labor supply.

Next, we remark on the implications of these findings for the China-US trade relationship. The
United Nations predicts that the life expectancy gap between the US and China will decrease over
the next 60 years, as shown in Figure 8. This demographic trend will lead to a persistent improve-
ment in the US current account balance with China, with other things being equal, because the life
expectancy gap is below the threshold level. Consequently, their trade tensions may be partially
resolved. This implication is consistent with Ferrero (2010), who indicated that most of the perma-
nent component of the US trade balance with the other G7 countries is described by demographic
variables.

Finally, we discuss directions for future research. Although this paper focuses on the China-US
trade relationship, which is a major concern for the world economy, a similar U-shaped impact
of the life expectancy gap may hold for other pairs of countries. One example of such a country is
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South Korea. The average annual growth rate of life expectancy at birth for the period 1980-2019
was 1.6 times higher in South Korea than in China (source: World Development Indicators of the
World Bank). The labor force participation rate of the elderly in South Korea has exceeded 25%
every year since 1980; it was 34.0% in 2019, which was the highest among the OECD member
countries (source: OECD). Therefore, the labor quantity and productivity effects are expected
to be large in South Korea. Furthermore, the savings rate in South Korea peaked in 1988 and
thereafter started to decrease (source: OECD). These characteristics are similar to those of China,
and the impact of South Korea’s life expectancy on its trading partners is thus of interest.

Importantly, the applicability of the U-shaped relationship between the home current account
balance and the life expectancy gap is likely to depend on the selection of pairs of countries. In
particular, the theoretical analysis in Section 7.2 shows that the U-shaped relationship holds for
countries where elderly people work longer, and both China and the US satisfy this condition.
However, the labor force participation rate of the elderly is very different across countries. For
example, the participation rates for Belgium, Luxembourg, and Spain in 2019 (the three lowest
countries in the OECD group) were 3.0%, 2.3%, and 2.5%, respectively, which were much lower
than those for China, South Korea, and the US (source: OECD). In general, the labor quantity and
productivity effects are expected to be small in countries where few elderly people work, which
means that their catching-up in terms of life expectancy contributes little to the reversal of the
current account balances of their trading partners, as suggested in Figure 6. Therefore, to exam-
ine the applicability of the U-shaped relationship, the estimation for each pair of countries in
question is useful. Important criteria for sample selection are the growth speed of life expectancy
and the level of the labor force participation rate of the elderly. We leave this issue for future
research.

Similarly, the theoretical analysis of this paper can be extended in several ways. For exam-
ple, our model assumes an exogeneous retirement age w, whereas Bloom et al. (2014) treated it
as endogenous and demonstrated that higher life expectancy leads to a higher retirement age.
Taking this result into account, the application of the endogenous retirement age in our model
is expected to increase the effective elderly labor supply. This intuitively means that elderly peo-
ple work longer with higher productivity when their health improves sufficiently. An increased
effective elderly labor supply amplifies the negative effects of foreign life expectancy on the home
current account balance; thus, an endogenous retirement age will make the U-shaped relationship
more robust. We leave this extension for future research.

In addition, from (3), we can discuss foreign population aging as a consequence of a decrease
in the foreign fertility rate n*. Although the exact impact of the foreign fertility rate on the home
current account balance cannot be examined in our model because it assumes that n = n*, we can
expect the sign of this impact on the basis of the capital-labor ratio in the closed foreign economy
k. This is the same as in (25). Specifically, dk /dn* consists of two competing effects. From (18),
a decrease in the fertility rate leads to an increase in the capital-labor ratio through a decrease in
€*, and this effect reflects a decrease in aggregate labor. However, at the same time, a decrease in
aggregate labor increases the tax rate from (10), and this effect decreases the capital-labor ratio.
The numerical analysis indicates that the former effect dominates the latter effect and that the
total effect does not exhibit a sign change (the results are available from the author upon request).
Based on these results, it is expected that the rate of return on capital decreases in the foreign
country as the fertility rate decreases. If this effect holds in the China-US trade relationship, a low
fertility rate in China worsens the US current account balance. However, Aaronson et al. (2021)
demonstrated the negative impact of fertility on mothers’ labor supply, but such an impact on
parental labor supply could not be captured by our theoretical model. Therefore, there is room for
the further investigation of the impact of fertility rates on current account balances. We leave this
issue for future research.
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Notes

1 In short, because old agents draw down their savings, an increase in the foreign life expectancy (or the resulting increase in
the foreign old-age dependency ratio) worsens the foreign current account balance, thus leading to an equal improvement in
the home current account balance.

2 This assumption is based on the model developed by Aisa et al. (2012). For details, see Section 6.3.

3 Chinn and Prasad (2003) also pointed out that the evidence supporting the stages-of-development hypothesis is weak for
18 industrial and 71 developing countries.

4 Although Wagner and Hong (2016) proposed the new FMOLS estimator for cointegrating polynomial regressions, Stypka
et al. (2017) showed that this estimator has the same asymptotic distribution as the standard FMOLS estimator. Therefore,
both estimators are applicable to the test for polynomial cointegration. This paper uses the standard FMOLS method because
it is easier to implement.

5 If we use the M2-to-GDP ratio instead of the SMC-to-GDP ratio, the estimation results remain unchanged. The results are
not reported in this paper but are available from the author upon request.

6 If the difference in the fertility rate between the US and China is added to the model, the estimation results remain
unchanged. For details, see Section 4.4.

7 The results remain unchanged if we use the unit root test developed by Ng and Perron (2001). For details, see
Supplementary Material A.

8 Although our full model consists of seven integrated regressors including the life expectancy gap (m =7), as explained in
Section 3, the critical values for the models with m > 4 were not reported in Wagner (2023). However, as shown below, the
estimation results of the coefficients on the life expectancy gap and its square are little affected, even though we add the other
six integrated regressors to the model.

9 Because six control variables are used, the total number of combinations is counted as follows: (a) 6C0 =1, (b) 6C1 =6,
(c) 6C2 =15, (d) 6C3 =20, (e) 6C4 = 15, (f) 6C5 =6, and (g) 6C6 = 1.

10 For the extension of the DOLS method into nonlinear cointegration, see Choi and Saikkonen (2010).

11 The estimation results for the coefficients on the control variables are not reported in Table 4 for space reasons but are
available from the author upon request.

12 Although the constant term in the basic model is not significant, its estimate is used to derive the fitted line in
Figure 2. However, the fitted line remains essentially unchanged if this estimate is excluded because it is approximately zero
(i.e., 0.03%). For details, see Supplementary Material C.

13 If we use the net household savings rate published by the OECD, the following results remain unchanged. The results are
reported in Supplementary Material G.

14 If the domestic savings rate is calculated based on gross disposable income instead of GDP, the following results remain
unchanged. The results are reported in Supplementary Material G.

15 Although the savings rate in China may also be affected by the one-child policy, the following results remain essentially
unchanged if we use the data on fertility rate and working-age population to control for other demographic factors.

16 Each coefficient is also significant. This analysis uses a dummy variable technique for the period 1980-2030. The results
are robust if the data exclude the projections from 2020 to 2030 (source: World Population Prospects of the United Nations;
medium variant). Furthermore, if the trend coefficient is assumed to change in 2013, the results remain unchanged.

17 Although the threshold levels of the nonlinear impacts of Chinese life expectancy on the savings rate and the US current
account balance are observed in 2012 and 2013, respectively, this difference seems not to be serious because the threshold
levels themselves are the estimation results based on the regression coefficients, and slight errors are inevitable.

18 The labor force participation rate of the elderly for China is available only in 2010 for the sample period.

19 As mentioned below, we assume that all young agents work. Hence, the population growth rate is identical to the growth
rate of the working-age population in this model.

20 Eugeni (2015) used the same assumption on the basis of the data for China and the US. For the period 2003-2019, the
average annual growth rates of the working-age population for China and the US are 0.64% and 0.68%, respectively. As Ito
and Tabata (2010) pointed out, if the population growth rate differs between the two countries, the low-fertility country
becomes a small country in the steady-state equilibrium and its demographic changes are not reflected in world factor prices.
This implies that life expectancy in the low-fertility country does not affect international capital flows, and our theoretical
analysis becomes complicated.

21 The coexistence of the actuarially fair private annuity and the publicly provided social security can be justified as a hedging
strategy against different risks in the capital and labor markets that are not modeled here explicitly (Ito and Tabata, 2010).
22 Ito and Tabata (2010) assumed that b; = ¢w;. If we use this assumption, the U-shaped relationship between the home
current account balance and the life expectancy gap can be derived.

23 If we use G/ Y instead of g;, the following results remain essentially unchanged.

24 The results of the transitional analysis are available from the author upon request.

25 If we assume that the parameters except for p and p* are the same in the two countries, the following results remain
essentially unchanged.
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26 This result remains unchanged if we calculate the total effect for the parameter region 0.10 < p* < 1.00. Hence, the total
effect is positive for 0.10 < p* < 0.84 and negative for 0.84 < p* < 1.00.

27 Although the lifetime budget constraints in (6) and (7) hold, g has nonzero values because population growth leads to
additional asset accumulation. Indeed, from (24), g=0if n=0.

Acknowledgements. I am extremely grateful to Martin Wagner for his kind help. I also thank Akira Yakita, Masanori
Kashiwagi, Lijian Sun, Eiji Okano, Hayato Nakata, and participants at the Annual Meeting of the Japan Society of
International Economics, the Annual Meeting of the Japan Society of Monetary Economics, the Annual Meeting of the Japan
Association for Applied Economics, and the Fudan-Nanzan Seminar on Financial Shocks and Systemic Risks for their useful
comments and discussions. Furthermore, this paper owes much to the helpful comments and suggestions of two anonymous
reviewers and the associate editor. This work was supported by JSPS KAKENHI (grant number 20K01760), and there are no
conflicts of interest. I am solely responsible for any errors.

Supplementary material. The supplementary material for this article can be found at https://doi.org/10.1017/
$1365100524000609.

Competing interests. The author declares none.

References

Aaronson, D., R. Dehejia, A. Jordan, C. Pop-Eleches, C. Samii and K. Schulze (2021). The effect of fertility on mothers’ labor
supply over the last two centuries. Economic Journal 131(633), 1-32.

Aisa, R., F. Pueyo and M. Sanso (2012). Life expectancy and labor supply of the elderly. Journal of Population Economics 25(2),
545-568.

Andrews, D. W. K. (1991). Heteroskedasticity and autocorrelation consistent covariance matrix estimation. Econometrica
59(3), 817-858.

Arghyrou, M. G. and C. Chortareas (2008). Current account imbalances and real exchange rates in the euro area. Review of
International Economics 16(4), 747-764.

Backus, D., T. Cooley and E. Henriksen (2014). Demography and low-frequency capital flows. Journal of International
Economics 92, 94-102.

Bérany, Z. L., N. Coeurdacier and S. Guibaud (2018). Capital flows in an aging world. Available at https://sites.google.com/
site/zsoflabarany (accessed 24 August 2018).

Belke, A. and C. Dreger (2013). Current account imbalances in the euro area: Does catching up explain the development?
Review of International Economics 21(1), 6-17.

Bloom, D. E., D. Canning and M. Moore (2014). Optimal retirement with increasing longevity. Scandinavian Journal of
Economics 116(3), 838-858.

Chinn, M. D. and H. Ito (2007). Current account balances, financial development and institutions: Assaying the world
“savings glut”. Journal of International Money and Finance 26(4), 546-569.

Chinn, M. D. and E. S. Prasad (2003). Medium-term determinants of current accounts in industrial and developing countries:
An empirical exploration. Journal of International Economics 59(1), 47-76.

Choi, I. and P. Saikkonen (2010). Tests for nonlinear cointegration. Econometric Theory 26(3), 682-709.

Cholette, P. (1984). Adjusting sub-annual series to yearly benchmarks. Survey Methodology 10(1), 35-49.

Coeurdacier, N., S. Guibaud and K. Jin (2015). Credit constraints and growth in a global economy. American Economic
Review 105(9), 2838-2881.

Corbae, D. and S. Ouliaris (1988). Cointegration and tests of purchasing power parity. Review of Economics and Statistics
70(3), 508-511.

De Santis, R. A. and M. Lithrmann (2009). On the determinants of net international portfolio flows: A global perspective.
Journal of International Money and Finance 28(5), 880-901.

Denton, F. T. (1971). Adjustment of monthly or quarterly series to annual totals: An approach based on quadratic
minimization. Journal of the American Statistical Association 66(333), 99-102.

Dickey, D. A. and W. A. Fuller (1979). Distribution of the estimates for autoregressive time series with a unit root. Journal of
the American Statistical Society 74(366a), 427-431.

Ebenstein, A., M. Fan, M. Greenstone, G. He, P. Yin and M. Zhou (2015). Growth, pollution, and life expectancy: China from
1991-2012. American Economic Review 105(5), 226-231.

Echevarria, C. A. (2004). Life expectancy, retirement and endogenous growth. Economic Modelling 21(1), 147-174.

Elliott, G., T. J. Rothenberg and J. H. Stock (1996). Efficient tests for an autoregressive unit root. Econometrica 64(4), 813-836.

Eugeni, S. (2015). An OLG model of global imbalances. Journal of International Economics 95(1), 83-97.

Ferrero, A. (2010). A structural decomposition of the US trade balance: Productivity, demographics and fiscal policy. Journal
of Monetary Economics 57(4), 478-490.

https://doi.org/10.1017/51365100524000609 Published online by Cambridge University Press


https://doi.org/10.1017/S1365100524000609
https://doi.org/10.1017/S1365100524000609
https://sites.google.com/site/zsofiabarany
https://sites.google.com/site/zsofiabarany
https://doi.org/10.1017/S1365100524000609

Macroeconomic Dynamics 29

Forbes, K. J. and F. E. Warnock (2012). Capital flow waves: Surges, stops, flight, and retrenchment. Journal of International
Economics 88(2), 235-251.

Fries, J. (1980). Aging, natural death, and the compression of morbidity. New England Journal of Medicine 303(23), 130-135.

Geide-Stevenson, D. (1998). Social security policy and international labor and capital mobility. Review of International
Economics 6(3), 407-416.

Gervais, O., L. Schembri and L. Suchanek (2016). Current account dynamics, real exchange rate adjustment, and the exchange
rate regime in emerging-market economies. Journal of Development Economics 119(C), 86-99.

Giandrea, M. D. and S. A. Sprague (2017). Estimating the U.S. labor share. Monthly Labor Review, U.S. Bureau of Labor
Statistics, February 2017. https://www.bls.gov/opub/mlr/2017/article/estimating-the-us-labor-share.htm.

Gongcheng, Z. (2017). Evaluation of social security policies in China. EU-China Social Protection Reform Project Report.
https://www.inps.it/content/dam/inps-site/pdf/istituto/progetti/eu-china-archive/1668KEY-evaluation_of_social_security
_policies.pdf

Granger, C. W. J. and P. Newbold (1974). Spurious regressions in econometrics. Journal of Econometrics 2(2), 111-120.

Gruber, J. W. and S. B. Kamin (2007). Explaining the global pattern of current account imbalances. Journal of International
Money and Finance 26(4), 500-522.

Gruber, J. W. and S. B. Kamin (2009). Do differences in financial development explain the global pattern of current account
imbalances? Review of International Economics 17(4), 667-688.

Higgins, M. (1998). Demography, national savings, and international capital flows. International Economic Review 39(2),
343-369.

Hirazawa, M. and A. Yakita (2017). Labor supply of elderly people, fertility, and economic development. Journal of
Macroeconomics 51(C), 75-96.

IMF (2014). Are global imbalances at a turning point? In World Economic Outlook: Legacies, Clouds, Uncertainties, Chapter
4. Washington, DC: International Monetary Fund.

IMF (2017). Quarterly National Accounts Manual: 2017 Edition. Washington, DC: International Monetary Fund.

IMF (2018). External Sector Report: Tackling Global Imbalances amid Rising Trade Tensions. Washington, DC: International
Monetary Fund.

Inagaki, K. (2021). How are the international capital flows of rapidly aging countries affected by the elderly working longer?
Economic Modelling 97(C), 285-297.

Ito, H. and M. Chinn (2009). East Asia and global imbalances: Saving, investment, and financial development. In Ito, H. and
M. Chinn. (eds.), Financial Sector Development in the Pacific Rim, East Asia Seminar on Economics. vol. 18, pp. 117-150,
University of Chicago Press.

Ito, H. and K. Tabata (2010). The spillover effects of population aging, international capital flows, and welfare. Journal of
Population Economics 23(2), 665-702.

Kim, S. and J.-W. Lee (2008). Demographic changes, saving, and current account: An analysis based on a panel VAR model.
Japan and the World Economy 20(2), 236-256.

Krueger, D. and A. Ludwig (2007). On the consequences of demographic change for rates of returns to capital, and the
distribution of wealth and welfare. Journal of Monetary Economics 54(1), 49-87.

Lane, P. R. and G. M. Milesi-Ferretti (2012). External adjustment and the global crisis. Journal of International Economics
88(2), 252-265.

Li, H., J. Zhang and J. Zhang (2007). Effects of longevity and dependency rates on saving and growth: Evidence from a panel
of cross countries. Journal of Development Economics 84(1), 138-154.

Li, S. and S. Lin (2016). Population aging and China’s social security reforms. Journal of Policy Modeling 38(1), 65-95.

Ludwig, A. and E. Vogel (2010). Mortality, fertility, education and capital accumulation in a simple OLG economy. Journal
of Population Economics 23(2), 703-735.

Miyao, R. (1996). Does a cointegrating M2 demand relation really exist in the United States? Journal of Money, Credit, and
Banking 28(3), 365-380.

Ng, S. and P. Perron (2001). Lag length selection and the construction of unit root tests with good size and power.
Econometrica 69(6), 1519-1554.

Phillips, P. C. B. (1986). Understanding spurious regressions in econometrics. Journal of Econometrics 33(3), 311-340.

Phillips, P. C. B. and B. E. Hansen (1990). Statistical inference in instrumental variables regression with I(1) processes. Review
of Economic Studies 57(1), 99-125.

Saikkonen, P. (1991). Asymptotically efficient estimation of cointegration regression. Econometric Theory 7(1), 1-21.

Stock, J. H. and M. W. Watson (1993). A simple estimator of cointegrating vectors in higher order integrated systems.
Econometrica 61(4), 783-820.

Stypka, O., M. Wagner, P. Grabarczyk and R. Kawka (2017). The asymptotic validity of “standard” fully modified OLS
estimation and inference in cointegrating polynomial regressions. IHS Economics Series Working Paper 333.

Unger, R. (2017). Asymmetric credit growth and current account imbalances in the euro area. Journal of International Money
and Finance 73(PB), 435-451.

Wagner, M. (2012). The Phillips unit root tests for polynomials of integrated processes. Economics Letters 114(3), 299-303.

https://doi.org/10.1017/51365100524000609 Published online by Cambridge University Press


https://www.bls.gov/opub/mlr/2017/article/estimating-the-us-labor-share.htm.
https://www.inps.it/content/dam/inps-site/pdf/istituto/progetti/eu-china-archive/1668KEY-evaluation_of_social_security_policies.pdf
https://www.inps.it/content/dam/inps-site/pdf/istituto/progetti/eu-china-archive/1668KEY-evaluation_of_social_security_policies.pdf
https://doi.org/10.1017/S1365100524000609

30 K. Inagaki

Wagner, M. (2015). The environmental Kuznets curve, cointegration and nonlinearity. Journal of Applied Econometrics 30(6),
948-967.

Wagner, M. (2023). Residual-based cointegration and non-cointegration tests for cointegrating polynomial regressions.
Empirical Economics 65(1), 1-31.

Wagner, M. and S. H. Hong (2016). Cointegrating polynomial regressions: Fully modified OLS estimation and inference.
Econometric Theory 32(5), 1289-1315.

World Bank. (2019). Global Economic Prospects: Darkening Skies. Washington, DC: World Bank.

Yaari, M. E. (1965). Uncertain lifetime, life insurance, and the theory of the consumer. Review of Economic Studies 32(2),
137-150.

Appendix A. Data

Data

Source

US current account balance wrth Chrna SA

L|fe expectancy at b|rth
GDP,SA

Domestic demand (calculated as GDP minus

net exports of goods and services), SA

\GDP deflator, SA
Consumer prlce |ndex SA

Chma/US forergn exchange rate

”s&p 500 Volatmty mdex O

Wllshlre 5000 total market full cap |ndex SA

US Bureau of Economlc Analy5|s

Nat|0nal Center for Health Statlst|cs

World Development Indicators

Natronal Health Comm|55|on

US Bureau of Economlc Analy5|s

Natlonal Bureau of Statlst|cs of Chlna

US Bureau of Economlc Analysrs

State Adm|n|strat|on of Forelgn Exchange

US Bureau of Economlc Analysis

OECD, Maln Econom|c Ind|cat0rs

Board of Governors of the Federal

Reserve System

Chlcago Board Optrons Exchange -

Wilshire Associates

China’s stock market capitalization of stock Datastream
exchanges SA

OECD, Main Economic Indicators
World Development Ind|cators

Population aged 15 64 years SA

US Bureau of Economlc Analysrs
National Bureau of Statistics of China

Government net lending/borrowing, SA
Government revenue minus expenditure, SA

SA indicates seasonally adjusted data. Seasonal adjustment is not applicable to the data on life expectancy because the annual
data are converted into quarterly data. The estimation results remain unchanged if we use annual data (see Section 4.3, Table 4,
Panel A). For Chinese life expectancy, the sources are the World Development Indicators for the period 2003-2018 and the National
Health Commission for 2019. If the data for 2019 are excluded, the estimation results remain unchanged. The results are not
reported in this paper but are available from the author upon request.

Appendix B. Test for the relationship between elderly productivity and life expectancy

From (5), our model assumes that better health mitigates a decline in elderly productivity. As
mentioned in Section 7, this relationship is a key component of comparative static analysis. To
empirically examine its validity, this paper uses cointegration techniques because the existence of
cointegrating relationships is a useful criterion for evaluating the validity of model assumptions
(e.g., Corbae and Ouliaris, 1988; Miyao, 1996).

(5) is rewritten as the following regression model:

In(6) =n+yn(p) +ve» (B1)
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Table B. Estimation results for (B1)

Coefficient S.E.
Life expectancy at age 65 years 3.394** [0.394]
Constant term —0.029 [0.024]

The FMOLS method is used. Numbers within parentheses are HAC standard errors. The long-run variance
is estimated by the QS kernel, and the bandwidth parameter is selected by the procedure described in
Andrews (1991). ** indicates significance at the 1% level.

where 7 is a constant term and v; is an error term. The structural parameter y is estimated as a
coefficient on In (p;). Similar to the empirical analysis in Section 4, we use the US data for the sam-
ple period from the first quarter of 2003 to the fourth quarter of 2018 (the data on life expectancy
at age 65 years explained below are available until 2018 in the present study).

From (6) and (7), the wage rates for young and old people are w; and §;w;, respectively.
Therefore, this paper uses the wage rate for old people relative to that for young people as a
measure of §;. The data consist of seasonally adjusted weekly nominal earnings for full-time work-
ers aged 35-44 years and 65 years and over, and the characteristics of workers are the same for
both age groups (all industries and occupations, both sexes, all races, and all educational levels).
The values of the relative wage rate are less than one over the sample period, which is consistent
with the assumption that 0 < §; < 1. The estimation results remain unchanged if we use the earn-
ings data for full-time workers aged 45-54 years and the average data for two age groups (35-44,
45-54). Life expectancy at age 65 years is used for consistency with the earnings data. Although
this variable is converted to a quarterly frequency using the same interpolation method as that
explained in Section 3.2, the estimation results are robust if we use annual data. Both variables are
standardized by their own initial observations because the data units are different. The sources are
the US Bureau of Labor Statistics and the National Center for Health Statistics.

We find that the relative wage rate and life expectancy at age 65 years have a unit root and are
cointegrated. The results are reported in Supplementary Material I. Therefore, (B1) is regarded as
a cointegrating relationship.

The estimation results for (B1) are indicated in Table B. The FMOLS method is used to correct
for endogeneity and serial correlation biases. We find that y is positive and significant and that
n is not significantly different from zero. These results are consistent with the model assumption,
and thus, (B1) is successfully estimated.

Furthermore, the estimation result for y remains unchanged after controlling for educational
attainment. This analysis is presented in Supplementary Material J.

Appendix C. Proof of (25)

From (21), the steady-state capital-labor ratio in the closed foreign economy is given by
1
* A\ T Lk [k ok ok ok
kK= o =k (p*,t%, %, 6%).
We obtain the following derivatives:

*
aki = ;2 (l — t*) e*Q* >0,
0" (1+p*)

ok} _ p*

dt* 14 p*

e*Q* <0,
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der = T (L TT)ES0
K P\’ ) Jl-a
e _ 1—7* * o* 0,
95* <1+p*) (=) ot — =" <

where QF EZ()C")ﬁ (,u*)%. In addition, dt*/dp* >0, de*/dp* >0, d§*/dp* >0, and
de*/ds* > 0 hold from the foreign counterparts of (5), (12), and (14), respectively.
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