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Abstract*:

The German population is aging. Since fewer children are born and simultaneously
life expectancy rises, demographic changes will lead to a double aging process. The
paper analyzes the effects of demographic changes on national debt and the public
budget by applying a cointegration analysis to global budget variables. Our proce-
dure which covers the period between 1950 and 1990 completes prevailing projec-
tions, emphasizing that low vital rates are not the basic problem but the long-run
trend of decreasing fertility and mortality rates. The estimation results of several er-
ror-correction models show that in the long-run an increase in the old age depend-
ency ratio, and a decrease in the reproduction rate will lead to higher public expen-
ditures. As regards public revenue, the results are ambivalent. The change in the age
structure results in higher tax revenue, whereas the decline of population has the op-
posite effect. Furthermore, we find empirical evidence that aging increases the debt
ratio. This development counters current efforts to reduce the public debt share of
production potential and the tax load ratio. As a consequence, more action is needed
to improve Germany’s competiveness as a business location. Compared to these
long-run effects, the short-run dynamics is only of minor importance. Significant pa-
rameter estimates can be found mainly in the model for the social security contribu-

tion rate.

*This is a revised version of a paper presented in 1997 at the 53" Congress of the
International Institute of Public Finance in Kyoto. The paper benefited from various
comments, which are gratefully acknowledged. It is also forthcoming in Finanzarchiv,
N.F. 54 (2).



1. Introduction

The German population is aging. At the beginning of this century, the age structure
had a rectangular shape with a broad base, similar to a pyramid. At present, the age
structure is similar to a fir-tree and if current projections prove to be correct, the
population will experience significant aging in the first few decades of the next cen-
tury resulting in an age structure that will come rather close to the shape of a mush-
room (cf. Sommer [1994]). The process of aging is due to low vital rates, i.e. low birth
and death rates. Birth rates have already declined markedly from their high post war
levels, and are projected to decline further. This pressure is exacerbated by the ob-
served trend to an increasing life expectancy. The effects of both processes sum up
to what is called the “double aging process* (Borsch-Supan [1991], 107)%. The aging
of the German population is particularly dramatic compared to other industrial coun-
tries. Therefore, an interesting question is whether the aging process can be stopped
or even reversed by international migration which is the third central determinant of
population growth, in addition to births and deaths. However, the rejuvenation effect
of immigration depends on several conditions, i.e. the immigrants must be in for the
greatest part of their births and their higher fertility rate should not adjust to the lower
level of the native population. Simulation results show that mass immigration can fully
offset population aging after a period of approximately 300 years (cf. Dinkel [1989],
310). However it would be wrong to conclude that immigration cannot help to allevi-
ate the burden of aging. Calculations of Borsch-Supan ([1995], 47 p.) show that a
liberal migration policy can help to stable population and to reduce the strain on the
social security system. The impact of immigration on the social security burden, how-
ever, depends on the labor market absorption of the migrants. In the light of the pre-
sent high unemployment figure, this assumption is rather controversial. Nevertheless,
the aging process of the German population is undisputable, even if there is some

uncertainty about its specific dimension.

In the discussion of the double aging process, it is often neglected that aging is not
caused by low levels of the fertility or mortality rates (cf. Ulrich [1995], 23). Independ-

ent of the level of these rates, it can be shown that the population has a constant age

! Births enter a population at age zero and hence always reduce the mean age. A rejuvenate effect
also occurs if the deaths and the emigrants have a higher age than the mean age or if the immigrants
are relatively young.



structure as long as the demographic parameters are stable over a longer period.
Populations with low fertility or mortality rates are not necessarely aging populations.
Even in this case, an invariant distribution of fertility and mortality rates will produce a
constant age structure in the long-run that is independent from the initial age struc-
ture and is determined solely by the prevailing fertility and mortality regime.? From
this point of view, it is not the low level of the current fertility and mortality rates that is

causing concern but their decreasing trend in the long-run.

By means of cointegration analysis, the paper looks at the effects of an aging popu-
lation on specific budget variables. In contrast to prevailing forecasts of the budgetary
consequences of the future demographic development, our analysis concentrates on
the development over the last 40 years.® Based on time series realizations of demo-
graphic and budgetary variables since 1952, our analysis emphasizes that aging is
not caused by the current low level of the vital rates but is a phenomenon that has
begun several decades ago. In this sense our analysis adds new insights to prevail-
ing forecasts. Analyzing the aging issue with cointegration theory has the advantage,
that the two central demographic variables, old-age-dependency ratio and net repro-
duction rate, enter the model simultaneously.* The conventional analysis of demo-
graphic change in a neoclassical model concentrates on the population growth rate
and ignores the changing age pattern, which is often viewed as the more challenging
problem (cf. Bés and Weizséacker [1989], 346). Furthermore, our analysis allows to

differentiate between short-run dynamics and long-run steady state effects.

Section 2 gives an overview over selected demographic and budgetary variables
since 1952. The following section looks at cointegration theory and its relevance for
population aging. Section 4 presents the results of our analysis. The paper concludes

with some summarizing reflections.

% This holds for a closed economy, i.e an economy without migration. The reason are the two ergodic
theorems of population dynamics. In the long-run the prevailing fertility and mortality rates determine
the development of population, whereas the present demographic structure is irrelevant (cf. Dinkel
£1989], 128).

Cf. Farber [1988], Felderer [1990], Wolfe [1993], and Boll [1994].
* We have already pointed to the importance of net immigration. Nevertheless, migration is not further
considered. The migration time series has another order of integration. For details see section 3.
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2. Demographic and budgetary time series

The paper examines short-run and long-run relations between demographic and
budgetary variables. Therefore, we distinguish lower population growth, measured by
the net reproduction rate (NRR), from population aging, measured by the old-age-
dependency ratio (DR). The net reproduction rate informs about the extent to which a
generation of daughters will replace their mothers and hence shows whether the
population grows or shrinks. A net reproduction rate equal to one is necessary to re-
place the population. In order to come to the replacement level, a woman has, on
average, to bear more than one daughter, because the children may die before their
own reproduction age.” For given mortality and net immigration rates, a lower fertility
always implies an increase in the mean age of population (cf. Coale [1972], 117 p.,
Keyfitz [1985], 243 p.). Figure 1 shows the time series of the net reproduction rate
between 1952 and 1989. The analysis concentrates on the situation before reunifica-
tion. Basically, reunification has not reversed but only slowed down the process of
population aging. Most population forecasts assume that the population of the new
Lander takes up West German reproductive behavior in a medium term perspective
(cf. Sommer [1994] 498 p.).

Up to the mid-sixties, the net reproduction rate run up to 1.2. After his relative maxi-
mum, the NRR falls to a level of 0.6. After 1985, there is a slight recovery. As already
mentioned, a net reproduction rate of one is necessary for replacement. Only in the
interval between 1955 and 1970 we find a value greater than one. In all other years,
Germany fails to reach the replacement level. After the end of the babyboom years,
the net reproduction rate falls dramatically, having two local minima between 1978
and 1985. In 1990, the net reproduction rate is 0.67. This value is 33 percent below
the required level for replacement and implies in the long-run that the population de-
creases. Compared to the net reproduction rate, the old-age-dependency ratio in-
forms about changes of the population age structure, which is basically determined
by an increasing life expectancy. Population aging means an increase in the relative

number of older persons, implying a shift towards the higher age groups (cf. Ulrich

® In contrast to the net reproduction rate the aggregate birth rate doesn’t consider the effect of mortal-
ity during the period of fertility. It informs about how many children 1000 women would have to bear
over their lifes, when the fertility rate is constant and no woman would die before reproduction. Taking
into account the births of boys as well, the net reproduction rate needs approximately 2.2 births per
woman (cf. Bretz [1986], 236 p.).



[1995], 22). It is best captured by the old-age-dependency ratio (DR), the ratio of eld-
erly persons to non-elderly reproductive adults.® Aging occurs, if the dependency ra-
tio increases. Figure 2 shows the time path of the old-age-dependency ratio since
1952.” Between 1952 and 1975, the dependency ratio increased steadily and
reached a local maximum at 45 percent. After this period, the baby-boom generation
broadened the population base and the dependency ratio began to decrease. In the
eighties, the dependency ratio levels out at 42 percent which is equal to an increase
of 40 percent since 1952. Compared to this development in the past, the expected
increase is almost twice as high. According to the medium variant of population fore-
cast of the German Federal Statistical Office, the dependency ratio will increase to 75

percent in the year 2040.

In addition to the demographic variables net reproduction rate and old-age-
dependency ratio, five global budgetary variables enter our analysis (all measured
relative to GDP): public expenditure ratio (PER), public debt ratio (PDR), tax load ra-
tio (TLR), total contribution rate (TCR) and social contribution rate (SCR).2

The expenditure ratio is the sum of public expenditure (federal government, states,
and communities) relative to GDP.? This ratio has a strong positive trend between
1952 and 1989. The time series reflects the main economic and fiscal decisions in
Germany in the last four decades. High expenditure ratios can be found for the years
of the oil crisis in the mid-seventies and at the beginning of the eighties. After 1982,
the consolidation efforts of the new government and high economic growth rates re-
sulted in a decline towards the 30 percent level. Parallely to the development of the
expenditure ratio, the debt ratio increased significantly since 1952. In the past four
decades, the debt ratio rose from 18 to 42 percent. Hereby, the debt ratio showed a
relatively smooth development up to 1975. Afterwards, the oil crisis caused an explo-
sion. At the end of the eighties, the debt ratio stabilized around 42 percent. The next
variable, the tax load ratio has also a positive trend, however, the development is
relatively uniform and stable. The main reason for the time pattern of

® The old-age-dependency ratio is defined as ratio of persons aged 60 and above to the number of
persons between 25 and 59 years. We have chosen the year 25 as the lower bound because the peri-
ods of qualification have steadily increased over the past decades.

"Due to differencing, the first two years are lost.

® According to STATIS BUND and the National Accounts (cf. Statistisches Bundesamt [1991]).

° For details see Ulrich ([1995], 140 p.).
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this variable is that the elasticity of tax revenue is close to one for the whole period.
The total contribution rate is the sum of tax load ratio and social contribution rate.
Since the tax load ratio developed relatively stable, the increase of the total contribu-
tion rate is caused by the increase of the social contribution rate. Within four dec-
ades, the total contribution rate has grown from 32 percent to over 42 percent. Here,
the increase of the social contribution rate from 8 percent in 1952 to 17 percent in

1989 is the central component of this rise.

3. Cointegration and error-correction model

3.1 Cointegration Theory

Cointegration is closely related to the behavior of economic time series. Many time
series are non-stationary, possessing a stochastic trend. Nevertheless, the variables
are stable in the sense that they are ,trending” together, so that a special linear com-
bination of these variables is stationary. Cointegration means that there exists a lin-
ear combination between the variables, which is stationary, so that the long-run rela-
tion between cointegrated variables can be estimated consistently. In that case, an
error-correction model can be formulated, that discriminates between short-run dy-

namics and long-run equilibrium.*

More precisely, a time series is called integrated of order one if it is non-stationary
but the first difference is stationary. This is equivalent to the occurence of a unit root
in the auto-regressive representation of the time series. Such a unit root implies an
infinite summation (integration) of past error terms with non-decreasing weights. As a
consequence, forecasts of I(1)-processes are uncertain because the variance in-
creases without limits.** Applying standard estimation techniques to such variables
conflicts with the stationary conditions of the classical regression model and may

lead to spurious regression if estimation is carried out in the levels of such vari-

% The aging issue of unemployment is studied by means of cointegration in Zimmermann ([1991], 177
p.). Welzel ([1994], 49 p.) performs causality tests between public expenditure and public revenue.
Some macroeconomic implications can be found in Erbsland and Ulrich ([1992], 534 p.).

1 A simple example for a nonstationary process with a variance function, that increases proportionate

to the sample size, is the random walk: X, =X,_; +&,, where var(xt) = 05 [ and €, is a stationary

white noise process. In this case, differentiation leads to stationary: AX, =X, —X,_; =§,.
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ables.™® Solving this problem by going on to the first differences of the variables, it is
important to realize that thereby the character of the error process is changed, and
furthermore the relationship between the original variables will be lost. Cointegration
determines the necessary conditions under which regressions in the levels of non-
stationary variables lead to consistent estimates (see Granger [1986], Engle and
Granger [1987]).

Let x; be a vector, whose components Xy;, X2t and xs; are all integrated of order one.
The variables xi;, Xor and Xz; are cointegrated if there exists (at least) one parameter

vector A # 0, such that

@®  z=A%x ~1(0)

where A is the cointegration vector. Cointegration implies that the three I(1)-variables
X1t, X2t @and Xz must be able to explain an [(0)-variable. This is not obvious because
linear combinations of 1(1)-variables are normaly again integrated of order one (see
Wolters [1990], 159). From an economic point of view, this is of particular interest
because if cointegration holds, the relationship between the original variables x; (i =

1, 2, 3) is stable in the long-run since the deviation z; from the equilibrium A'x, =0 is

an 1(0)-variable. If one is not only interested in long-run equilibrium but also in short-
run dynamics towards equilibrium, the following dynamic regression may be fitted

successfully , which can be reparameterized as an error-correction model:

X1t =ag +ay Xqt-1 a2 X1 t-2 +bg Xpr +b1 Xp 1 +ho Xo ¢ o

(2)

Co X3t +C1 X3¢-1+ Co X312 T&1¢

where €y is a white noise error term.*® The corresponding error-correction model is

given by:

AXl’[ :aO +alAXl,t—l +ﬁ0AX2t + +ﬁlAX2t—l +yOAX3t +ylAX3t—l

3)

51 (Xl,t—l - /\2 X311 _/13 X3,t—1) tE, -

12 Spurious regressions results from the fact that time series with trend have an increasing variance,
i.e. the auto-correlation coefficient of the residuals tends against one (see Granger and Newbold
[1974])).

¥ The lag order is chosen in such that €, is a white noise process, which by assumption is given by a
lag order of 2.



with

a,=3a,, B,=-b,, 0,=-(1-a, -a,),
b,+b,+b
a,=-4a,, Yo=0Co, /]2:_( ° 51 2),
1
(c,+c, +cC
By =Dy, y.1=-C,, /‘3:_%2)
1

In equation (3) the long-run multipliers (A2, A3) appear directly as parameters of the

error-correction model.

3.2 Econometric method

3.2.1 Estimation of a vector auto-regressive process

The estimation follows directly equation (2). The basic model of cointegration theory
is a p-dimensional vector auto-regressive (VAR)-process (see Johansen [1988], 232,
Johansen and Juselius [1990], 170):

4) Xt =A1Xto1 A2 Xiop +... A X +C +&¢, t=1,...,T,

where x; is a (p X 1) vector of stochastic variables, whereas the vectors X, ..., Xo are
predetermined, c is a constant term and the error terms g are independently and
identically distributed. In the following, it is assumed that the vector x; is integrated of
order one (x; 11(1)). Similar to equation (2), equation (4) can be transformed such
that Ax; is explained by both lagged differences and lagged original variables (see
Latkepohl [1991], 356).

(5) AXy =M X +T1AX g+ 4T AXp g +C +&¢, t=1,..,T.

Relation (5) is the error-correction representation of the VAR-process in equation (4).
If in (4) x; JI(1) and hence is non-stationary, the matrix 1 in (5) cannot have full rank.
From x; O1(1) it follows that Ax; O1(0) and also & is I(0) by assumption. If M had full
rank, it would be possible in (5) to solve for x..; and hence to explain a I(1)-variable by
a finite number of 1(0)-variables. If in the VAR-model of equation (4), r roots are equal

to one, the M matrix in equation (5) has r roots equal to zero**. Consequently, the

1 Adding x..; on both side of (5) leads to:
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hypothesis of a reduced rank of the N-matrix is equivalent to the hypothesis of coin-

tegration. The null-hypothesis of r cointegration vectors can then be written as:

(6) Ho(r):M=aA’,

To obtain stationary variables for the estimation, we have to drop the zero roots in I1.

In (6) we consider only the nonzero roots included in the transformation aA’. Hence,
the term Mx.1 in equation (5) can be replaced by the r canonical variables aA'x,_, or
az,_,. The columns of A are the r cointegrating vectors, which can be used to obtain

stationary variables.
3.2.2 The method of Johansen

To estimate the cointegrating vectors A we apply attechnique proposed by Johansen
(Johansen [1988], Johansen [1995], Johansen and Juselius [1990]). The maximum

likelihood estimation of model (5) is equivalent to the solution an eigenvalue problem
and gives estimaters for the cointegrating vectors A and the parameters a . Hereby,

the estimators A are the r largest characteristic roots of [ (see Johansen and
Juselius [1990], 177). Compared to the method of Engle and Granger or Stock, the
main advantage of this method is, that is does not require to assume that just one
cointegrating relationship exists.'®> The problem of determining the number r of coin-
tegration vectors can be solved by a likelihood ratio test. A comparison of the maxi-
mum likelihood function under the hypothesis of r cointegration vectors with the unre-

stricted maximum vyields the following ratio:

N -

P
7 LR= N (1-i)

i=r+l1

If the null-hypothesis holds, the p-r smallest eigenvalues in (7) are close to zero since

Xt =A Xt _1F1Axt _1+...+Fk —1 tC+&¢. The model is non-stationary if some roots of A are
equal to one. Since N = (A-l), the zero roots correspond to the unit roots of A.

'*> The methods of Engle and Granger [1987] or Stock [1987] require the assumption that there is ex-
actly one cointegrating relation.
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the rank of I is equal to the number of nonzero eigenvalues. Hence, the likelihood
ratio (7) tends to one. Johansen ([1988] and together with Juselius [1990]) has tabu-
lated the distribution of the following test statistics, which is called the trace test:

p
(8 -2InLR=-T Zln(l—,&i).

i=r+1

The null-hypothesis of r cointegration vectors will be rejected if the p-r smallest roots
are large enough to make (8) greater than the critical value. An alternative test statis-
tics (eigenvalue statistic) compares the two greatest eigenvalues and hence the hy-
pothesis Hy(r-1) against Hi(r), i.e. the model has r-1 or r cointegrating vectors, re-

spectively:
9) -2InLR = =TIn(A-/4,).

Having estimated the cointegrating vectors, they can be used to build the stationary
variables z; of the error-correction model (5), whose coefficients I',...,I",_, can then

be estimated consistently.

4. Empirical results

4.1 Cointegration Tests

To deal with the possible non-stationarity of the time series, the first step is to find the
number of unit roots in the auto-regressive process. Therefore, we determine the or-
der of integration of the time series. The most commonly used test is the Augmented-
Dickey-Fuller (ADF)-test (see Fuller [1976], Dickey and Fuller [1979], Said and
Dickey [1984]), which is based on the following regression:

p
(10) AX =a,+a. X+ zaziAXz—/ ol +u,,
=

The normal t-value can be used to test the hypothesis a; = 0 in (10). Nevertheless,

its distribution is non standard and the critical values are derived from monte carlo

12



methods. The ADF-test may be applied with (y =0) and without (y # 0) a determinis-

tic trend. As a result, we find that all seven time-series are integrated of order one

and hence I(1)-variables.*®

Having determined the order of integration, the next step is testing for cointegration.
In our specific case, cointegration means, that there is a long-run equilibrium be-
tween each budget variable and the two demographic variables net reproduction rate
and old-age-dependency ratio.’” Therefore, we estimate five models: the public ex-
penditure model, the public revenue model, the public debt model, the social contri-
bution rate model, and the total contribution rate model. Each model consists of three
time series, i.e. one budget variable and the two demographic variables net repro-

duction rate and old-age-dependency ratio.

18 A detailed description of the test-results can be found in Ulrich ([1995], 157).

A problem may be that rates are bounded between zero and one and hence cannot have a sto-
chastic or deterministic trend. However, this is not true for rates, where the numerator is not a part of
the denominator, i.e. the debt ratio. Nevertheless, even in the case of genuine rates, there exists a
transformation that solves the boundary problem without modifying the cointegrating relationship (Al-
len [1994], 15). In an paper on aging and unemployment rates, Zimmermann ([1991], 188) uses the
notion of long-run only in a local sense.

13



Table 1: Eigenvalues and eigenvectors of the five models
Variable Model: PER, NRR ,DR
Eigenvalues
Hy H; H3
0.4244 0.2066 0.0940.
Eigenvectors
Al AZ /\3
PER 1.000 1.000 1.000
DR -0.993 -0.235 0.198
NRR 2.595 6.713 124.185
Variable Model: PDR, NRR, DR
Eigenvalues
Hy H; H3
0.6648 0.13807 0.0269
Eigenvectors
A A, As
PDR 1.000 1.000 1.000
DR -3.151 1.193 0.111
NRR 34.390 82.095 -5.153
Variable Model: TLR, NRR, DR
Eigenvalues
My M, Hs
0.4698 0.3063 0.0994
Eigenvectors
A A, As
TLR 1.000 1.000 1.000
DR -0.174 0.234 0.142
NRR -0.192 0.844 19.294
Variable Model: TCR, NRR,DR
Eigenvalues
H Hs Hs
0.4542 0.1728 0.0943
Eigenvectors
Al AZ /\3
TCR 1.000 1.000 1.000
DR -0.841 -0.257 -0.901
NRR 7.707 10.900 -55.969
Variable Model: SCR, NRR,DR
Eigenvalues
Hy H; H3
0.5794 0.2408 0.0679
Eigenvectors
A A, As
SCR 1.000 1.000 1.000
DR -0.546 -0.007 -0.445
NRR 9.118 12.974 -13.131

Source: own calculationsusing CATSin RATS.
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Table 1 shows the eigenvalues and the normalized eigenvectors of the five models.
In order to determine the number of cointegrating vectors, the eigenvalues of table 1
are inserted into the equations (8) and (9). The resulting test statistics are given in
table 2. According to the trace statistic'®, the null-hypothesis of no cointegration be-
tween the budgetary and the demographic variables (r=0) is rejected at the 5 percent
level of significance.'® Having rejected the hypothesis of no cointegration, we next
ask for the exact number of cointegrating vectors. Between three variables, all inte-
grated of order one, there are up to two cointegrating relationships. The hypothesis of
exactly one cointegrating vector cannot be rejected for the expenditure model, the
debt model, the social contribution rate model, and the total contribution rate model
(see table 2).2° Only for the tax load ratio model, the hypothesis of one cointegration
relation can be rejected. Here, the critical values from table 2 indicate that two coin-

tegrating vectors occur.

8 For the problem of a small sample, the trace test is more robust against violations of the normal
distribution assumption (see Cheung and Lai [1993], 322 p.).

!9 The critical values of the test statistics are taken from table B3 of Hansen and Juselius ([1995], 81)
or from table 1 of Osterwald-Lenum ([1992], 468), respectively. The following example illustrates the
calculations. Under the null-hypothesis of no cointegration (r = 0), the trace statistic for the public ex-
penditure model is:

—36i In(1-1;) = -36[In(1 -0.4244) +In(1 -0.2066) +n(1 -0.0940)] =3177.
1=1

Since 31.77 is greater than the critical value 29.38 (Hansen and Juselius [1995], table B3) or 29.68
(Osterwald-Lenum [1993], table 1), the hypothesis of no cointegration can be rejected at the 5 percent
level. Next, the trace statistic for the hypothesis of one cointegrating relation (r < 1) is:

3
~36 ' In(1- ;) = -36[In(1 ~0.2066) +In(1 ~0.0940)] =1188.
j=r+l

Here, the null hypothesis cannot be rejected (the critical values are 15.34 or 15.41). Taken together,
the tests come to the result that exactly one cointegrating vector exists between the public expenditure
ratio, the net reproduction rate and the old-age-dependency ratio.

%0 Both the trace test and the eigenvalue test are only asymptotically valid and hence a small sample
problem may arise. Simulations of Reimers [1991] point to this problem. He concludes, that in small
samples, the hypothesis of no cointegration is rejected too often. In our specific case, however, the
application of his proposed corrections leads only to marginal modifications.

15



Table 2:

Tests of cointegration

Number of cointegrating PER, NRR, DR
vectors r Trace statistic eigenvalue statistic
r<2 3.55 3.55
r<i 11.88 8.33
r=0 3177 19.89”
PDR. NRR, DR
Trace statistic eigenvalue statistic
r<2 0.98 0.98
r<i 6.33 5.35
r=0 45.68° 39.35°
TLR, NRR, DR
Trace statistic eigenvalue statistic
r<2 3.77 3.77
r<i 16.93% 13.17%
r=0 39.78” 22.84”
TCR, NRR, DR
Trace statistic eigenvalue statistic
r<2 3.57 3.57
r<i 10.40 6.83
r=0 32.19” 21.80°
SCR, NRR, DR
Trace statistic eigenvalue statistic
r<2 2.53 2.53
r<i 12.45 9.92
r=0 43.67% 31.22%

a) 5 percent level of significance.
b) 10 percent level of significance.
Source: Own calculations.

4.2 Weak exogeneity

Johansen’s estimation method allows for testing of exogeneity. For our analysis, a
test for (weak) exogeneity between the demographic and the budgetary variables is
of particular interest. Obviously, demographic conditions have an impact on public
expenditure and public revenue. Public pensions or statutory health insurance are
good examples. On the other hand, the decision to retire or the decision to have chil-
dren depend also on public budget variables, i.e. the conditions of early retirement or
the size of family subsidies. Our model allows to test, whether demographic variables
are exogenous in the long-run, or whether there is an expected simultaneous rela-
tionship. Because exogeneity is only referred to the long-run steady state, we talk

about weak exogeneity.

We start with the error-correction representation of equation (5). If the model in
equation (5) has weakly exogenous variables, the vector x, = (x,l,....,x,p) can be parti-
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tioned as follows (see Juselius [1991], 271, Harris [1994], 1233):

I

11 x =(,.z),

with y; as stochastic variables and z; as the subset of weakly exogenous variables.
Consider k=2 (order of the process) and r=2 (two cointegrating vectors) as in our

model, equation (5) can be written:

Ayt myt 1D 17 O12 A1 A1p O €10 Eqt O

12 =
(12) HXZtE %Ztlﬂ @21 GzzH%zﬂ\zzmtlJr&zHrEzt

If the parameters a, =(a,,a,)=0, z is (weakly) exogenous for the long-run pa-

rameters A;. In this case, the z-variables are of no relevance for the estimation of the
cointegrating vectors. Here, the long-run equilibrium relationship A’ x,_,is not included
in the i-th equation. Then, equation (12) can be conditioned on the marginal distribu-

tion of Az,, and the parameters a and A can be estimated by the conditional model

(see Johansen [1995], 122):

(13) Ayt:AOAZt +A1AXt_1 +A /"Xt—l +C +¢9t, t:l,,T

Equation (13) shows that only the short-run parameters (Ao, A1) are changed in the
case of (weak) exogeneity but not the long-run parameters A, which are used to form
stationary or canonical variables. The test for (weakly) exogenous variables in the
model is based on the following likelihood ratio statistic (Johansen [1995], 126):

(14) —2InLR:Tiln{(l—ﬁi)/(l—ﬁi)} ,

where [ are the eigenvalues of the constrained model and [ are the eigenvalues of

the unconstrained model. The test statistics follows asymptotically a x2-distribution
with r(p-m) degrees of freedom (Johansen [1995], 126). We apply this procedure to
test whether the old-age-dependency-ratio (a, = 0), the net reproduction rate (a3 = 0)

or both demographic variables together are exogenous. Table 3 shows the result of
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the exoneneity tests.

Tabel 3: Test for (weak) exogeneity of the demographic variables”

Model Hypothesis
DR exogenous NRR exogenous DR and NRR
a,=0 a3=0 exogenous
a,=03=0
PER, NRR, DR 1.31 (1) 3.66 (1)? 4.45 (2)
r=1
PDR, NRR, DR 4.03 (1)” 6.67 (1)” 11.18 (2)”
r=1
TLR,NRF\Z’), DR 3.67 (2) 7.92 (2)¥ 15.10 (4)”
r=2
TCR, NRR, DR 4.16 (1)” 4.03 (1)” 7.99 (2)¥
r=1
SCR, NRR, DR 1.74 (1) 3.33 (1)? 4.58 (2)
r=1

a) 10% level of significance.

b) 5% level of significance.

1) Degrees of freedom in brackets. The 10% level of significance with 1 degree of freedom is 2.71,
with 2 degrees of freedom 4.61, and with 4 degrees of freedom 9.94. The figures for the 5%-level
are 3.84, 5.99 and 11.14.

2) For two cointegrating vectors the restriction is a,; =0, a3; = 0,i =1, 2.

Source: Own calculations.

As expected, the results in table 3 indicate that the exogeneity assumption does not
hold in all cases. It is interesting to notice the differences between the net reproduc-
tion rate and the dependency ratio. In most cases, the old-age-dependency ratio (a;
= 0) is (weakly) exogenous, while the net reproduction rate is endogenous (a3 = 0),

having a feed back relationship to the global budget variables.

Since nearly all population forecasts give more weight to the dependency ratio in the
next three to four decades, there will be an interesting difference between the past
and the future demographic development and the resulting budgetary effects of

demographic change in the long-run.

According to these results, we assume the net reproduction rate and the age-
dependency ratio to be exogenous in the expenditure model and in the social contri-
bution rate model. In the tax load ratio model, only the the old-age-dependency ratio
is (weakly) exogenous. Finally, in the debt ratio model and in the total contribution
rate model both variables are endogenous. In case of exogeneity, the cointegrating
vectors are reestimated (table 4). The reestimated cointegrating relations are used to

form the stationary variables z (table 5).
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The cointegrating vector of the first model (Z1) shows that the double aging process,
i.e. a decreasing net reproduction rate and an increasing old-age-dependency ratio,
will rise public expenditure in the long-run. For the models 4 (TCR) and 5 (SCR),
these changes imply that the financial strain on the social security and tax system will
further increase. In the long-run, double aging worsens the situation of Germany as a
business location because of the increasing indirect labor costs. As regards public
debt, double aging implies an increase in the debt ratio (see table 5, model 2 (PDR)).

Hence, the aging and shrinking German population puts further burden to future gen-

erations.
Table 4: Estimated cointegrating vectors
Cointegrating relations
Model No a,=0,=0 a,=0 a,=0
PER 1.0000 1.000 1.000 1.000
-0.993 -0.700 -0.941 -0.730
=1 2.595 3.928 1.738 4.600
Model No a,=a,=0 a,=0 a,=0
PDR 1.0000 1.000 1.000 1.000
r=1 -3.154 -2.458 -3.125 -2.590
34.390 38.660 31.738 40.654
Model No o,=0,=0 ai=0 a,=0
i=1,2 i=1,2 i=1,2
TLR 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
r=2 -0.174 0.234 -0.132 0.108 -0.144 0.440 -0.143 0.903
-0.192 0.844 -0.363 12.164 -0.464 4.298 -0.039 -28.719
Model No a,=a,=0 a,=0 a,=0
TCR 1.000 1.000 1.000 1.000
-0.841 -0.656 -0.896 -0.737
r=1 7.707 7.540 6.451 9.384
Model Keine a,=a,=0 a,=0 a,=0
SCR 1.000 1.000 1.000 1.000
-0.546 -0.485 -0.531 -0.497
r=1 9.118 9.429 8.950 9.598

Source: Own calculations.
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Table 5: Estimated long-run relationships

Model 1: Variables:PER, NRR, DR; Restrictions: r =1, a, = a3 = 0.
Cointegrating relation: Z1 = PER - 0,700 DR + 3,928 NRR

Model 2: Variables: PDR, NRR; DR; Restrictions: r = 1.
Cointegrating relation: Z2 = PDR -3,154 DR + 34,390 NRR

Model 3: Variables: TLR, NRR; DR; Restrictions: r = 2, a, = 0,i=1, 2.

Cointegrating relation 1: Z31 = TLR - 0,144 DR - 0,464 NRR
Cointegrating relation 2: Z32 = TLR + 0,440 DR + 4,298 NRR

Model 4: Variables: TCR, NRR; DR; Restrictions: r = 1.
Cointegration relation: Z4 = TCR - 0,841 DR + 7,707 NRR

Model 5: Variables: SCR, NRR; DR; Restrictions: r = 1, a, = a3 =0

Cointegration relation: Z5 = SCR - 0,485 DR + 9,429 NRR

Source: Own Calculations.

In the tax load ratio model we found two cointegrating vectors. The first long-run rela-
tionship (Z31) has the consequence that both an increasing dependency ratio and a
rise in the net reproduction rate will rise public revenue and hence result in a higher
tax load ratio. The second cointegrating vector has exactly the opposite implication.
Consequently, there is no clear cut interpretation of the long-run effects. In the next
section 4.3 we will see that the second cointegrating vector is insignificant in the er-
ror-correction model, implying that the relationship Z31 gives the correct long-run re-
lationship between public revenue and demographics. Then, a shrinking population
goes along with declining public revenue and the increasing share of older people

rises public revenue.?

4.3 Error-Correction Model

From section 3 we know that in case of cointegration an error-correction model can
be formulated that comines short-run dynamics and long-run equilibrium. The error-
correction model combines both long-run relations and short-run dynamics. The
short-run dynamics is the direct and immediate reaction of the budget to demo-
graphic changes, whereas the long-run equilibrium is the steady state relationship in
the levels of the variables. Estimation follows equation (5). To obtain stationarity, Mx:

1 In equation (5) is replaced by the canonical cointegrating vectors. Table 6 contains

na study for the Netherlands, Goudswaard and van de Kar ([1994], 58) found that for the period
1987 to 2010 the increasing share of elderly people will rise tax revenue by 27 percent.
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the estimation results of the different error-correction models.?

All parameters of the cointegrating vectors (Z1 to Z5) are highly significant, indicating
that there is a long-run relationship between demographic and budgetary variables.
As regards the the error-correction model for the tax load ratio, only the first cointe-
grating vector (Z31) is significant. This explains the above interpretation that the sec-
ond relationship is irrelevant. Concentrating on Z31, double aging has different and

variable effects on the left hand side of the budget.

Turning to the estimation results of table 6, the most striking result is that short-run
dynamics is only of minor importance compared to the long-run equilibrium relation-
ship between demographic and budgetary variables. For example, short-run dynam-
ics shows an immediate adjustment of both public debt and social security contribu-
tions to changes in the net reproduction rate (ANRR(-1)). More precisely, an increase
in the fertilitiy rate rises both public debt and the contribution rate. A possible expla-
nation is that an increase in the net reproduction rate directly increases the number
of dependent and hence subsidized young people, implying additional social expen-
diture. Additionally, we find that an increase in the dependency ratio (ADR) rises pub-
lic expenditure in total and social expenditure in particular. Here, aging causes addi-

tional burden even in the short-run.

The conclusions from the estimated error-correction models are, that in the past
demographic change had mainly brought about additional burden on the right-hand
side of the budget. The double aging process of the next three to four decades will
lead to additional pressure on public expenditure and public debt. Especially the old-
age-dependency ratio will rise quickly because the number of the elderly in the nu-
merator increases due to the rising life expectancy while at the same time the num-
ber of the younger people in the denominator shrinks due to the declining fertility.
According to the pevailing pay-as-you-go systems, financing of public goods and so-

cial services will be more difficult. This development counters current efforts

?2 Because all variables of the error-correction model are stationary, the t-value can be used to test the
significance of the parameters.
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Table 6:

Estimation of different budget models with cointegration

Explanatory Dependent variables
variables APER APDR ATLR ATCR ASCR
Constant 1.775% -4.7417 15.253? 2.634% 0.500?
(4.238) (-3.631) (4.496) (3.728) (6.186)
Z1(-1) -0.3787 | e | e | e ] e
(-4.391)
Z2(-1) | e -0.0732 | e | e [ e
(-4.043)
Z31(-1) | e | e -0.724° | e | e
(-5.208)
Z32(-1) | e | e -0.038 | e | -
(-0.811)
2T T — -0.2407 | —emeeee-
(-3.616)
VL I I e - A i fhfi -0.287%
(-6.281)
APER(-1) ) B I e e B B
(1.722)
APDR(-1) | - 0.353% | s [ e | e
(3.162)
ATLR(-1) | | e 0194 | e | -
(1.471)
ATCR(-1) | - | e | s -0.044 | -
(-0.323)
ASCR(-1) | =m0 e [ e ] e 0.238”
(2.093)
ADR 1.187% | - 2 -0.452 | eeeeee- 2 0.546
(3.016) (-1.540) (4.189)
ANRR 5081 | @ - A B A B 2 -0.575
(1.460) (-0.508)
ADR(-1) -1.022" 0.291 -0.255 0.278° -0.194
(-2.459) (0.705) (-0.747) (1.709) (-1.430)
ANRR(-1) 2.415 18.771 -4.2389 3.387 5.335%
(0.643) (2.730) (-1.699) (0.995) (3.816)
R? 0.443 0.500 0.514 0.368 0.683
R?2 0.328 0.435 0.413 0.287 0.618
Q(9) 9.697 6.987 5.431 4.300 8.6856
SK 0.600 0.085 -0.471 -0.189 -0.3879
KU 0.807 -0.171 0.118 -0.020 0.2529

a) 1% level of significance.
b) 5% level of significance.
c) 10% level of significance.

1) t-values in brackets. R2 ist the coefficient of multiple determination and R?is the adjusted coeffi-
cient. Q(9) is the Q-statistic with 9 degrees of freedom of Ljung Box. The statistic is not significant in
any of the error-correction models. SK is the estimated skewness and KU the estimated kurtosis of the

residuals. For all models the hypothesis of normal distributed residuals cannot be rejected.

2) DR and NRR are endogenous and hence are excluded as right-hand-side variables.

Source: Own calculations.

to reduce the public-debt share of production potential and the social contribution
load ratio. As regards the revenue side, we found a positive impact of demographics
on the tax load ratio. Here, it is difficult to forecast the future development. On the

one hand, total population is decreasing and on the other hand, there will be a sig-
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nificant change in the tax structure since the ratio of consumers to working individu-

als increases.

5. Summary

The expected change in the size and the age structure of the German population is
dramatic. The Federal Statistical Office forecasts a decline from 82 millions to 72 mil-
lions over the next four decades. The paper analyzes the effects of the double aging
process on the public budget. On the revenue side of the budget, there will be
changes of tax payment and tax structure since the relation between working popula-
tion and consumers will be altered. On the right-hand-side of the budget, size and
structure of public expenditure will change. Here the increasing number of dependent
people is a real danger for the social security system because the prevailing pay-as-

you-go system works only with a stable population.

The paper analyzes the effects of demographic change on selected budget variables
by applying cointegration theory. Our procedure, which covers the period between
1950 and 1990, completes prevailing projections of demographic change, em-
phazising that low vital rates are not the basic problem of aging but the long-run trend

of decreasing fertality and mortality rates.

Two demographic variables, the net reproduction rate and the old-age-dependency
ratio enter the analysis together with five budgetary variables (all measured in per-
cent of GNP): expenditure ratio model, debt ratio model, tax load ratio model, total
contribution rate model and social contribution rate model. The cointegration analysis
shows the importance of the long-run relationship between budgetary and demo-
graphic variables. The long-run equilibrium is highly signifcant in all five models. In
the long-run, the increase of the old-age-dependency ratio and the decrease in the
net reproduction rate will lead to higher public expenditure. As regards the social and
the total contribution rate, we find similar effects. For the debt model, demographic
change will lead to a higher public debt. On the left-hand side of the budget, the es-
timated cointegrating vector shows a positive relation between tax load ratio and the
two demographic variables. An aging but initially still growing population produces

higher tax revenue. Compared to these long-run adjustment effects, short-run dy-
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namics is less important. Here, we found a short-run adjustment mainly in the social

contribution rate model.

The future demographic development differs substantially from the analyzed devel-
opment in the past. Double aging will lead to a sharp increase of the social contribu-
tion rate. Together with income taxes, the total payroll tax burden will exeed any rea-
sonable limit, impeding the willigness to work and supporting the exodus from the
market into the shadow economy. However, despite of this rather pessimistic view, it
should be emphasized, that the government has many instruments to absorb the
shocks of demographic change and to guide the economy in a better direction. In-
deed, a liberal immigration policy, an increase in labor hours, in retirement age, in
female labor force participation, a reduction of periods of training or an active family
policy can help to reduce or even to offset the macroeconomic effects of population
aging. Furthermore instead of raising employment in an aging country capital can be
brought to countries with less scarcity of labor and hence to allocate capital and labor
to their most efficient allocation. However, even if we are able to solve the aging
problem, we should not be too optimistic because of the danger that policy makers
choose the wrong instruments. Here, the implementation of a pay-as-you-go system

for long-term care in Germany is a good example.

24



References

Allen, C. [1994]: A Supply Side Model of the UK Economy: An Application of Non-
Linear Cointegration, Centre for Economic Forecasting, London Business
School, Discussion Paper No. DP 19-94, London.

Borsch-Supan, A. [1991]: Implications of an Aging Population: Problems and Policy
Options in West Germany and the United States, in: Economic Policy, Vol. 12,
103-139.

Borsch-Supan, A. [1995]: The Consequences of Population Aging for Growth and
Savings, in: Bovenberg, L. und van Ewijk, C. [Eds.]: Lecture Notes on Pensi-
ons and Aging, forthcoming.

Bds, D. und von Weizsacker, R. H. [1989]: Economic Consequences of an Aging Po-
pulation, in: European Economic Review, Vol. 33, 345 - 354.

Boll, S. [1994]: Intergenerationale Umverteilungswirkungen der Fiskalpolitik in der
Bundesrepublik Deutschland, Frankfurt/M.

Bretz, M. [1986]: Bevolkerungsvorausberechnungen: Statistische Grundlagen und
Probleme, in: Wirtschaft und Statistik, 4/1986, 233-260.

Buslei, H. [1995]: Vergleich langfristiger Bevolkerungsvorausberechnungen, ZEW
Dokumentation, Nr. 95-01, Mannheim.

Cheung, Y.-W. and Lai, K. S. [1993]: Finite-Sample Sizes of Johansen’s Likelihood
Ratio Tests for Cointegration, in: Oxford Bulletin of Economics and Statistics,
Vol. 55, No. 3, 313 - 328.

Coale, A. J. [1972]: The Growth and Structure of Human Populations. A Mathemati-
cal Investigation, Princeton.

Dickey, D. A. and Fuller, W. A. [1979]: Distribution of the Estimators for Autoregressi-
ve Time Series with a Unit Root, in: Journal of the American Statistical Asso-
ciation, Vol. 74, 427-431.

Dinkel, R. [1989]: Demographie, Bd. 1: Bevolkerungsdynamik, Minchen.

Engle, R. F. und Granger, C. W. J. [1987]: Co-Integration and Error-Correction: Re-
presentation, Estimation and Testing, in: Econometrica, Vol. 55, 251 - 276.

Erbsland, M. and Ulrich, V. [1992]: Simultane Gleichungssysteme und Fehler-
Korrektur-Darstellung, in: Jahrbicher fur Nationalokonomie und Statistik, Vol.
210, 533 - 551.

Farber, G. [1988]: Probleme der Finanzpolitik bei schrumpfender Bevdlkerung,
Frankfurt/M und New York.

Felderer, B. , Hrsg. [1990]: Bevdlkerung und Wirtschaft, Berlin:

Fuller, W. A. [1976]: Introduction to Statistical Time Series, New York.

Goudswaard, K. and van de Kar, H. [1994]: The Inpact of Demographic Change on
Tax Revenue, in: Atlantic Economic Journal, Vol. 22, 52 - 60.

25



Granger, C. W. J. [1986]: Developments in the Study of Cointegrated Variables, in:
Oxford Bulletin of Economics and Statistics, Vol. 48, 213 - 228.

Granger, C. W. J. and Newbold, P. [1974]: Spurious Regressions in Econometrics, in:
Journal of Econometrics, Vol. 2, 111 - 120.

Greene, W. H. [1993]: Econometric Analysis, New York et al., 2nd. ed.

Hansen, H. and Juselius, K. [1995]: CATS in RATS. Cointegration Analysis of Time
Series, Evanston.

Harris, R. I. D. [1994]: Cointegration Analysis Using the Johansen Procedure: A
Practitioner’s Guide to the Software, in: The Economic Journal, Vol. 104, 1227
-1238.

Johansen, S. and Juselius, K. [1990]: Maximum Likelihood Estimation and Inference
on Cointegration - With Applications to the Demand for Money, in: Oxford
Bulletin of Economics and Statistics, Vol. 52, No. 2,. 169 - 210.

Johansen, S. [1988]: Statistical Analysis of Cointegration Vectors, in: Journal of Eco-
nomic Dynamics and Control, Vol. 12, 231 - 254.

Johansen, S. [1994]: The Role of the Constant and Linear Terms in Cointegration
Analysis of Nonstationary Variables, in: Econometric Reviews, Vol. 13, No. 2,
205 - 229.

Johansen, S. [1995]: Likelihood-Based Inference in Cointegrated Vector Autoregres-
sive Models, Oxford et al.

Juselius, K. [1991]: Manual to Cointegration Analysis of Time Series, Cats in Rats,
Kopenhagen.

Keyfitz, N. [1985]: Applied Mathematical Demographie, Scd. Ed., New York et al.

Latkepohl, H. [1991]: Introduction to Multiple Time Series Analysis, Berlin et al.

Osterwald-Lenum, M. [1992]: A Note with Quantiles of the Asymptotic Distribution of
the Maximum Likelihood Cointegration Rank Test Statistics, in: Oxford Bulletin
of Economics and Statistics, Vol. 54, No. 3, 461 - 471.

Reimers, H.-E. [1991]: Analyse kointegrierter Variablen mittels vektorautoregressiver
Modelle, Berlin.

Said, S.E. and Dickey, D.A. [1984]: Testing for Unit Roots in Autoregressive-Moving
Average Models of Unknown Order, in. Biometrika, Vol. 71, 599 - 607.

Sommer, B. [1994]: Entwicklung der Bevolkerung bis 2040. Ergebnis der achten ko-
ordinierten Bevdlkerungsvorausberechnung, in: Wirtschaft und Statistik,
711994, 217-222.

Statistisches Bundesamt [1991]: Volkswirtschaftliche Gesamtrechnungen, Fachserie
18, Reihe S. 16, 1950 - 1990, Stuttgart.

Stock, J. H. [1987]: Asymptotic Properties of Least Squares Estimators of Cointegra-
ting Vectors, in: Econometrica, Vol. 55, 1035 - 1056.

Ulrich, V. [1995]: Bevolkerungsentwicklung und Staatshaushalt, Mannheim.

26



Welzel, P. [1994]: Zur zeitlichen Kausalitat von oOffentlichen Einnahmen und Ausga-
ben, in: Finanzarchiv, N.F., Bd. 50, 94 - 76.

Wolfe, B.L., Ed. [1993]: On the Role of Budgetary Policy During Demographic Chan-
ges, Proceedings of the 48th Congress of the International Institute of Public
Finance, Seoul 1992, Supplement to Public Finance, Vol. 48.

Wolters, J. [1990]: Zur 6konomischen Modellierung kurz- und langfristiger Abhangig-
keiten, dargestellt am Beispiel der Zinsstruktur, in: Nakhaeizadeh, G. und
Volimer, K. H. [Eds.]: Neuere Entwicklungen in der angewandten Okonome-
trie, Heidelberg, S. 155 - 176.

Zimmermann, K. F. [1991]: Ageing and the labor market, in: Journal of Population
Economics, Vol. 4, 177 - 200.

27



Ernst-Moritz-Arndt-Universitat Greifswald
Rechts- und Staatswissenschaftliche Fakultat
Wirtschaftswissenschaftliche Diskussionspapiere

Bisher erschienen:

1/97

2/97

3/97

4/97

1/98

2/98

Ole Janssen/Carsten Lange: ,Subventionierung elektronischer Geldborsen
durch staatliche Geldschopfungsgewinne*

Bernd Frick: ,Kollektivgutproblematik und externe Effekte im professionel-
len Team-Sport: 'Spannungsgrad’ und Zuschauerentwicklung im

bezahlten FuRball*

Frauke Wilhelm: ,Produktionsfunktionen im professionellen Mannschafts-
sport: Das Beispiel Basketball-Bundesliga

Alexander Dilger: ,Ertragswirkungen von Betriebsraten/Eine Untersuchung
mit Hilfe des NIFA-Panels

Volker Ulrich: ,Das Gesundheitswesen an der Schwelle zum Jahr 2000

Udo Schneider: ,Der Arzt als Agent des Patienten — Zur Ubertragbarkeit
der Principal-Agent-Theorie auf die Arzt-Patient-Beziehung

28



	Table 1:	Eigenvalues and eigenvectors of the five models
	Table 2:	Tests of cointegration

