l_’__l
TILBURG 0}%?%_? ¢ UNIVERSITY
l‘jf’l

Tilburg University

Intercohort Heterogeneity and Optimal Social Insurance Systems
Simonovits, A.

Publication date:
1993

Link to publication in Tilburg University Research Portal

Citation for published version (APA):
Simonovits, A. (1993). Intercohort Heterogeneity and Optimal Social Insurance Systems. (CentER Discussion
Paper; Vol. 1993-49). CentER.

General rights
Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

» Users may download and print one copy of any publication from the public portal for the purpose of private study or research.
* You may not further distribute the material or use it for any profit-making activity or commercial gain
* You may freely distribute the URL identifying the publication in the public portal

Take down policy
If you believe that this document breaches copyright please contact us providing details, and we will remove access to the work immediately
and investigate your claim.

Download date: 06. Oct. 2022


https://research.tilburguniversity.edu/en/publications/d9c29b19-d8ec-4d96-be94-fbabddcc9b5a

« IR Discussion
?g; ; omt;gli{esearch Daner







CentER
for
Economic Research

No. 9349
INTERCOHORT HETEROGENEITY
AND OPTIMAL SOCIAL
INSURANCE SYSTEMS

by Andras Simonovits

July 1993

ISSN 0924-7815



TILBURG

’LV/:;;&?MK




Full version

INTERCOHORT HETEROGENEITY AND
OPTIMAL SOCIAL INSURANCE SYSTEMS

by Andras Simonovits*

June 17, 1993

* Institute of Economics, HAS,

Budapest, Budadrsi Gt 45, Hungary 1112



ABSTRACT

Aaron (1966) compared the capital reserve (CR) and the pay-
as-you-go (PAYG) social insurance systems in a special
model with two overlapping generations and many cohorts. He
found that PAYG yields higher welfare than does CR if and
only if the output growth rate is greater than the interest
rate. The paper reconsiders this result by relaxing several
homogeneity assumptions and deriving optimal quasi-
stationary paths from a homogeneous utility function (a
specific homothetic function). A further specification with
constant relative risk aversion or equivalently, with
constant elasticity of substitution shows that "everything
goes". In particular, PAYG may be preferred to CR even if
the output growth rate is smaller (rather than greater)
than the interest rate for youthful (mature) profiles with
high (low) risk aversion. This revision calls into question
the conventional explanation of the recent crisis of PAYG

Social Security system.



1. INTRODUCTION!

Since the publication of the seminal paper by Samuelson
(1958) economists, dealing with social insurance, have
devoted much attention to the comparison of the pay-as-
you-go (PAYG) system to the capital reserve (CR) system.
(At the end of the paper a list of abbreviations can be
found.) In an influential quasi-stationary model (where all
growth rates are constant), assuming two overlapping
generations and many cohorts Aaron (1966) found that PAYG
is better than CR (in a sense to be defined below) if and
only if the output growth rate is greater than the interest
rate: Aaron’s condition. (A modern treatment is to be found
in Blanchard and Fisher (1989, Section 3.2) under the
heading of dynamic inefficiency.) This result is widely
used to explain the recent crisis of PAYG Social Security
system: the growth rates are sinking while the (real)
interest rate is rising, reversing the earlier order of
PAYG and CR systems (e.g. Verbon (1988) and Peters (1991)).

The present paper reconsiders Aaron’s study and its
follow-up. For the record we list the following intercohort
homogeneity assumptions used by Aaron: (Dy) there is no
death risk, (Ko) there are no child (student) cohorts,

(Wo)=-(Co) cohort wage and consumption profiles are flat. We

1 This research was financed by the Dutch National Science
Foundation (NWO), the Center for Economic Research at Tilburg
University and was complemented by the financial support of the
Hungarian Science Foundation (OTKA). In April 1992 Eduardo Siandra and
I started to work on two joint papers, but in March 1993 we agreed to
divide the papers between us and write two one-author papers. As a
result, this paper owes much to E. sSiandra. I express my intellectual
debt to M. Augusztinovics and thanks to E. Dierker, F. X. Hof, P. Kop
Jansen, B. Martos, Gy. Molndr, W. Peters, H. Verbon and an anonymous
referee for their comments on earlier versions. None of them is

responsible for the content of the paper.



shall replace them with assumptions allowing for
intercohort heterogeneity: (D) there are death risks, (K)
child (student) cohorts either have their own consumption
or the corresponding consumption is included in the
parents’ consumption, (W)-(C) general wage and consumption
profiles. We retain, however, a basic assumption of Aaron,
namely, the profiles are time-invariant. (With a slight
abuse of terminology under a cohort consumption or wage we
mean per capita rather than total consumption or wage of
the given cohort. Profile and path refer to cross-sectional
and longitudinal description, respectively.)

Our assumptions are quite customary in certain
segments of 1life cycle modelling. Critically developing
Modigliani and Brumberg (1954), already Tobin (1967)
introduced a similar framework. In addition to the
seemingly technical assumptions D, W and C, he initiated
the striking assumption K.

"The Modigliani-Brumberg life cycle model does not allow for
children. Presumably, their consumption is assumed to be squeezed from
parents’ consumption. In this case, however, it is implausible to
assume that parents spread their consumption evenly over adult life,
independently of the number of mouth to feed. A mechanical amendment
to the model, which continues to treat individuals as individuals and
ignore their grouping into households, would simply tack the childhood
years without income on the beginning of the life cycle. Each person
would then be consuming from birth in anticipation of his future adult
earnings. He would accumulate debt during his childhood years and he
would have to use his earnings to pay back the debt as well as provide
for his second childhood" (p. 247).

In his illustrative calculations Tobin introduced
households as well, but we stay with his "mechanical
amendment". Using Tobin’s framework, Arthur and McNicoll
(1978, p. 242) criticized Samuelson (1975) for analyzing
life cycle problems without taking into account child-



dependency.? Augusztinovics (1989), (1992) also épplied
this framework in her synthesis.

Overlooking this approach, two-generation, two-cohort
models with scalar consumption still dominate the field of
pension systems. We quote an economist, who analyzed
excellently the connection between child dependency and
pension systems in another paper, but he claimed the
following: "For a theoretical analysis it is sufficient to
model an overlapping generations framework with two
generations only, the old and the young." The usual
explanation is as follows: "Balasko et al. (1980) present a
simple procedure for redefining periods and generations
that converts a model in which consumers live for any
finite number of periods into one where they live for only
two", (Peters 1991, p. 158 and ftn. 1)3. Unfortunately,
many users of this theorem forget about the second part of
the theorem: in the redefined model the number of the goods
increases in proportion to the original number of cohorts
(Reichlin (1992) also makes this point).

At this point we make a semantic remark: We prefer the
neutral word cohort to the more colorful expression
generation. In fact, we shall consider many (up to a
hundred) age groups living together, while in the original
meaning of the word only three or four generations may
overlap.

Having exposed the role of assumption K, we turn to

the issue of assumption C and optimization. We assume that

2 In his last sentence sSamuelson (1975, p. 337) at least
acknowledged the existence of the problem, but added: "childhood
dependency is intrinsically less costly relative to old-age

dependency*.

3 1t should be noted that in footnote 15 below his statement
Peters (1991, p. 169) also remarks that "a more realistic analysis
should include an OLG framework which deals with more than two

generations..." (cf. Auerbach and Kotlikoff, 1987).



the members of the society have common tastes, and our
welfare criterion will be the lifetime utility of a
representative agent. A utility function is maximized under
CR and PAYG budget constraints one after the other. We say
that PAYG is better than CR (w.r.t. the utility function)
if the first maximum is greater than the second.

Note that Aaron assumed rather than derived assumption
Co from any optimization framework. However, it can be
shown that his result can be deduced from the constrained
maximization of the Leontief-Rawls utility function. (This
is not the case with the very general model of Verbon
(1988, Appendix 7A), where the assumption of common
contribution rate for PAYG and CR excludes optimization.)
Other researchers applied Cobb-Douglas utility functions
(e.g. Verbon, 1988) or ACRRA (Additive Constant Relative
Risk Aversion) utility functions (Blachard and Fisher,
1989) or general ones (Arthur and McNicoll, 1978).

Unfortunately, the use of general homothetic utility
functions are undermined by the presence of death risks.
Thus in this paper first we shall consider homogeneous
utility functions (special homothetic functions), then
specify them as ACRRA. Homogeneous functions are not only
more general than ACRRA functions, but do not require
parametrization. Note that the family ACRRA, i.e. CES*
contains both the Leontief-Rawls and the Cobb-Douglas
utility functions.

In an optimization framework Aaron’s condition is
transformed by the indirect utility function: the value of
the function at the output growth factor is greater than
the corresponding value at the interest factor. (Factor is
equal to rate plus unity.) Since this function is generally

not increasing for all positive values, there may be

4 Obviously an ACRRA function is a non-linear but monotone
transformation of a CEs (Constant Elasticity of Substitution)

function. We shall use both terminologies.



intervals where PAYG is worse than CR though Aaron’s
condition holds. In contrast, in the two-cohort scalar
model the indirect utility function is increasing,
independently of the utility function.$

In addition to the assumptions D, K, W, C and the
macroparameters, the ranking generally also depends on the
chosen utility function. The coefficient of relative risk
aversion, or equivalently, the elasticity plays a decisive
role.® For example, for utility functions yielding C,, the
indirect utility functions, as functions of the interest
factor, are locally concave and convex functions around the
growth rate for lower and higher elasticities,
respectively.

The paper is closely related to Augusztinovics (1992).
Our frequent references to her work only serve as
acknowledgment of priority but its prior knowledge is not
requested. In a related paper Siandra (1993), considering
three cohorts, no death risks and homothetic utility
functions, obtained similar results.

Table 1 displays the different sets of assumptions
made by foregoing authors. We only underline the most
important three dimensions: (i) realism, (ii) generality of
the utility function and (iii) globality of the analysis.
The present paper combines the advantages of all the three
directions: a rather general utility function is analyzed
globally in a realistic framework.

5 The situation is quite similar to that arising during the
capital controversy when neoclassical economists overlooked
complications (like reswitching) appearing when vintages in capital

are distinguished.

6 This fact contradicts the ambivalence of numerous writers
(e.g. Tobin, Arthur and McNicoll and Augusztinovics) as to

optimization.



Table 1

Finally, we remind the reader to an implicit
assumption: the growth rates of population and
productivity, the real interest rate and the activity rate
are not only time-invariant but independent of the ruling
social insurance system, too. We also confined the analysis
to the (unique) quasi-stationary paths, neglecting
stability problems studied by Gale (1973) and others. A
couple of researchers do not accept this approach (referred
to as the case of a small open economy), but we have found
it a useful first approximation.’

The structure of the paper is as follows. Section 2
presents the model of optimal social insurance systems. In
Sections 3 and 4 PAYG and CR are compared for homogeneous
utility functions, and the more special ACRRA utility
functions, respectively. Sections 5 and 6 contain special
local and global results, respectively. Section 7 draws the
conclusions. Proofs are relegated to the Appendix.
Sacrificing simplicity, we have tried to obtain sharp
results, and display their complex relations to the
literature. Following Tobin, we aim at numerical and

graphical illustrations as well.

2. OPTIMAL SOCIAL INSURANCE SYSTEMS

In this section we shall consider an optimization model of
the social insurance systems.
Generations and cohorts

Following Aaron (1966), Gale (1973), Arthur and McNicoll
(1978), Augusztinovics (1989) and (1992), we shall consider

7 For a combination of classical growth theory and overlapping
cohorts models, see Auerbach and Kotlikoff (1987), Blanchard and
Fisher (1989) and Peters (1991).



Table 1. Models and assumptions

Tobin,

Arthur Verbon Auguszti- Siandra,
MODELS Samuelson Aaron McNicoll novics Simonovits
ASSUMPTIONS
Number of 2
generations 2 2 3 2 3 3
Number of 0/1/2 0/2/3
cohorts 0/2/3 0/R/D L/R/D 0/1/2 L/R/D L/R/D
Death 3
risk - - + +- + +
Time-variant
factors - - - + + -
Productivity - + - + + +
increase
Non-flat X - + X + +
wage profile
Utility G LR CD CD LR HT, CES
function G CD HG, CES
Global
analysis + + - + & +

Remarks. Signs + and - mean that the foregoing assumption
or its negation is valid, respectively. Sign x refers to a
case where the assumption is either automatically satisfied
or mot used. Concerning utility functions, G, HT, HG, LR
and CD refer to general, homothetic, homogeneous, Leontief-
Rawls, Cobb-Douglas functions, respectively. In the last
column the upper signs refer to Siandra (1993), while the
lower ones to the present paper.



a model with overlapping cohorts rather than generations.
A multi-cohort model is a much better description of the
economy and is capable to check the validity of results
obtained for overlapping generation models.

At time t the population consists of three age-
groups®: children, workers and pensioners. Each age-group
consists of several cohorts, L child cohorts, R-L working
cohorts and D-R pensioner cohorts, altogether D cohorts
numbered as k=0,1,2,...,D-1.° To reproduce traditional
childless populations, we shall not exclude L=0. Since we
concentrate on pension systems, we shall assume that at
least one working and one pensioner cohorts exist: R=z1,
Dz2. Suppose that in time t B: "babies" are born, and
Ni,esk=SxB: persons of them survive age k: 12s028;...
=s5p_1>sp=010, (The survival probabilities are time-
invariant.) Total population Ny is given by

N¢=20<k<pSkBt-k«

We assume that the growth factor of the number of
newborns is time-invariant and is equal to b: B¢=bBi_;.!!

8 Following Augusztinovics (1992), we shall not identify
generations with <childhood, working age and retirement. For a

technical definition, see Section 6.

9 We assume that every member of every working cohort works and
no member of any child and pensioner cohort does so. Arthur and
McNicoll (1978) and Lee (1980) introduce age-specific participation
rates, but in the context of pensions it would raise other questions.

10 In a related model, Blanchard and Fisher (1989, sSection 3.3)
assumes D=~ and sx=(l-m)nk, k=0,1,2,..., 0<n<l. Although 1life
expectancy is finite, (1/m), the assumption of unbounded random length
of life is quite unrealistic.

11 of course, in a time-variant demographic system working with
cohorts rather than generations, a birth-law Bg=btBt-1 should be
replaced by Bt=Zysks<kOk,tSk,tBt-k, Where ox's are the age specific birth
coefficients. However, in our time-invariant system, b can be uniquely

determined from 1=Zy<kx=kOkSkb7X.



Then the growth factor of the population!? is also equal to
b and

(2.1) N¢=BtZosk<oPx Where py=sxb-k.

Here px shows the weight of cohort k in the population, and
we shall refer to {px} as P profile.

Having defined the demographic relations, we turn to
the economic relations. We assume that the wage share in
output is time-invariant. Then per capita (real) average
wage Wt grows parallel with per-capita output
(productivity), their joint time-invariant growth factor is
denoted by g: wi¢=gwe.;.13

It is well-known that wages significantly differ
across cohorts (Mincer, 1974). We assume that their profile
is time-invariant, i.e.

(2.2) Wk, t=gWk, t-1, k=L, o o pR=1s
For convenience, we shall sometimes use the convention that
children and pensioners earn zero "wages":

wk, =0, k=0,..,L-1 and k=R,...,D-1.

We shall denote the per capita (real) consumption of

cohort m born in time t (in time t+m) by Cp,tim.

Utility function

To derive and rank optimal consumption paths for different
social insurance systems (represented by different budget
constraints), we need a utility function. To be precise,

we shall denote the variables of this function as co,.,cp.1,

12 considering a two-cohort time-variant system, Verbon (1988,
p. 58) identifies population growth factor ny and generation growth
factor by. Even if we neglect children and cohorts, ne=be_;(be+l)
/(bt-1+1) generally differs from by and bt.;. Of course, in a time-

invariant system n=b.

13 The neglect of productivity growth (e.g. sSamuelson, 1975)
might have a strange consequence: it reduces Aaron’s condition to
"population growth rate is greater than real interest rate", which is
much less likely to hold than the original one.



dropping the calendar time. Since the length of the life of
our representative agent is a random variable (n), we have
to introduce his conditional utility U,(co,...,Cn.1). Then
the expected (Neumann-Morgenstern) utility function is

U(Cos «++Cp-1)=Z0osn<oMaUn(Coy + + « ,Cp-1)
where m,=s,-s,.1 is the probability of death at age n.

We assume that all U,’s are locally insatiable and
strictly concave, thus U is also locally insatiable and
strictly concave. To obtain homotheticity of U, we have to
assume more than homotheticity of Un's; namely
homogeneity: there exist constants o (-©<0<0 or 0<o=<l) and
€0,+++,€p-1>0 such that for any B>0 either
(2.3a) Un(Bcos«+«,BCp-1)=P°%Un(Cos++,Cp-1); N=1,...,D,
or
(2.3b) Un(Bco, .- ,Bcp-1)=Un(Co;--,Cp-1)+€nlog(B), n=1,...,D.

Remark. In Section 4 we shall see why we separated
the zero-homogeneity case and added the logarithms in
(2.3b).

By (2.3), the expected utility function satisfies
(2.4) U(Bco, «++BCp-1)=B°U(Co, + - ,Cp-1) +Zosn<dMn€nlog (B) .
Hence U is homothetic.

The objective function of a person born in period t is

U(co,trs«+rCp-1,t4p-1) =Z0sn<dMnUn(Co,t, + + » yCn-1,t4n-1) +

CR system (r)

We first consider a capital-reserve (CR) system.
Heroically, we assume a perfect annuity market, namely
where any baby can sell his stream of future income to an
insurance company which pays him a (possibly non-
homogeneous) income stream, while he is alive. At the end
of his life his expected total net wealth, his bequest

will be zero.!¥ Although a baby cannot write an insurance

14 Blanchard and Fisher (1989, sSection 3.1) demonstrate that in
a steady state with positive bequest the interest rate is equal to the

modified golden rate.
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contract, we assume here that his parents manage his assets
until he becomes independent (cf. Tobin (1967), Blanchard
and Fischer (1989) and Augusztinovics (1992) .

Considering a cohort born in t, we have the following
budget constraint (indexed by r):

(2.5x) No, tZo<n<pSnX ™Cn, t+n=<No, t BLsk<rSk L *Wk, t+k +

In fact, the L.H.S. and the R.H.S. of the inequality
represent the expected present values of the 1lifetime
consumption and earning taken in time t, respectively.

We shall call a consumption path optimal CR path if
it maximizes the expected utility function under CR budget
constraint (2.5r). Observe that because of concavity, there
is a unique optimum, and equality holds in (2.5r).

Taking into account (2.2), (2.5r) can be rewritten as
(2.6r) Z0m<pSnL ™Cn, t+m=g ELek<rSKE KWy, i «

Since the utility function is homothetic, the optimal
CR consumption profile is time-invariant, or equivalently,
the age-controlled consumption vector increases at a rate
g-1:

(2.7x) Cm, t+m!")=gCn, t-14n'*) .+

Using (2.7r), we shall mostly confine the analysis to

t=0 and introduce the notation

(2..81) Cu(X)=Cg,n'".
Then
(2.9x) Cu, t+n'T'=gtog(x) .

PAYG system (h)

The study of the pay-as-you-go (PAYG) system is more
involved. We have the following intercohort (cross-
sectional) budget constraint (indexed by h):

(2.5h) No, tZosn<pSnD™Cn, t =No, t Zrsk<rSxb Wy, ¢

To replace the cross-sectional social constraint by a
longitudinal (intertemporal) individual one, we assume that
the consumption profile is time-invariant, or equivalently:

(2'7h) Cm,tu\(h)=gcn,t-l+n(h)-
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Note that while (2.7r) is a result, (2.7h) is an
assumption. Furthermore, while (2.7r) refers to an optimum,
(2.7h) applies to any feasible path to be considered.

By taking wy,e=g**wy,x for k=L,..,R-1, Cp,t=g"Cp,t+n
[(2.7h)] for m=0,1,...,D-1 and substituting the newly
gained expressions into (2.5h), we obtain

Z0sm<pSnb ™G ™Cn, t+nSLLsk<rSkD*G KWy ko
Introduce the output growth factor
(2.10) h=bg
and simplify the budget constraint:

(2.6h) Z0sm<pSnh™Ctsm,n=g Srsk<rSkh*wy, k

The optimal PAYG path maximizes the expected utility
function under PAYG budget constraint (2.6h). Note that the
PAYG optimum is obtained from the CR optimum by replacing r
by h. Hence
(2.9h) Cm,t+n'M=gtcn(h).

3. COMPARISON OF PAYG AND CR

In this section we start the comparison of the two optimal

social insurance systems.

Welfare ranking

As usual, we shall evaluate each insurance system through
the indirect utility function defined as the value of the
utility function at the optimum. Because of homotheticity,
we can confine our attention to t=0.

(3:1) BXY=U(X%;Co(X) s s ¢5Cp-1/(X) ) s

Accordingly, we say that PAYG is better tham CR with
respect to the utility function U if

(3.2) A(h)>A(r).

Aaron’s generalized proposition

As was already remarked above, in his pioneering paper
Aaron (1966) had not derived the optimal PAYG and CR
consumption path from a utility function. Nevertheless, we
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can attribute him an appropriate utility function and show
(see Theorem 5 below) that the corresponding A(x) is an
increasing function on the entire interval (0,©). Thus
(3.2) is equivalent to the so-called Aaron condition:

(3.3) h>r.

In the remaining part of the paper we shall analyze
some conditions under which (3.2) holds or (3.2) and (3.3)
are equivalent.

First we give two formulations of Aaron’s proposition:

Theorem 1 (Aaron’s strong generalized proposition).
If the indirect utility function A(x) is increasing on
the interval (0,»), then PAYG is better than CR if and
only if h>r holds.

Remarks. 1. This conclusion appears in the literature
for the celebrated but somewhat abused two-cohort scalar
case (L=0, R=1, D=2). In fact, now the budget sets (2.6r)
and (2.6h) collapse to

SoCo,t (¥ +s1x71Cy, e41(¥)=g*soWo,0, X=r,h.

It is obvious that the PAYG budget line is higher than
the CR budget 1line if h>r. Assuming that c;,.,(%>0,
A(h)>A(r). However, inserting a second worker cohort or a
child cohort, the simplicity disappears.

2. In practice we calculate a consumption path from an
underlying profile with the help of the growth factor g.
The same applies to the demographic parameters sy=pybk.
Therefore we often fix b and g, hence h, and vary r. This
leads to

Theorem 2 (Aaron’s weak generalized proposition).
Suppose h is fixed and the indirect utility function
satisfies
(3.4) A(r)<A(h) if r<h and A(r)>A(h) if r>h.

Then PAYG is better than CR if and only if h>r
holds.

Remark. Note that for fixed h, it is conceivable that
Aaron’'s proposition holds but A(x) is only locally

increasing around r=h. Figure 1 illustrates Theorems 1 and
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2: the increasing A curve represents the former; the non-
monotone curve, crossing line A=A(h)=1 at the trivial root
r=h, corresponds to the latter. (Computer simulation shows
that there is no crossing in the interval (0,0.95), which
is not shown in the Figure). Note that the non-monotone A
curve, also crossing A=1 at a non-trivial root, displays a
case where neither the strong nor the weak version holds.
(For reasons to be discussed below, transformations of A
and r are displayed in Figure 1.)

Figure 1

Youthful and mature profiles

We shall refer to r=h as the golden root. In fact, in this
case not only the two optimal solutions but also the budget
sets coincide. Note that the optimal golden CR path
(profile) is the PAYG path (profile).

To clarify the behavior of A(x) at least in the
neighborhood of h, we shall introduce Augqusztinovics’
youthful and mature profiles (cf Gale’s Samuelson and
classical cases, respectively). First we shall define the
mean age of earning as average age of workers weighted by
the cohorts’ shares!® and wages:

ZL<k<rPkWk, 0k

(3.5) e
Zp<k<rPkWk, 0

Now define the mean age of consuming as weighted
average age of consumers:
Zosk<oPkCk, 0K

£ 560 Pt i
Z0<k<pPkCk, 0

15 In Augusztinovics (1992) there are no cohort shares, because
she neglects individual (per capita) consumption and wages.
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Next we shall call a PCW profile either youthful or
mature or symmetric if the mean age of earning is higher
or lower than or equal to the mean age of consuming,
respectively:

(3.7) either Q>T or Q<r or Q=r.

Local validity

We shall analyze the validity of Aaron’s proposition
locally, around r=h. We shall prove

Theorem 3 (Local version of Aaron’s proposition, cf.
Arthur and McNicoll (1978)). Assume that the expected
utility function U is differentiable and the optimum is
an interior point and r=h. a) For mature PAYG profiles
PAYG is better thamn CR iff h>r. b) For youthful PAYG
profiles PAYG is better than CR iff h<r. <c¢). For
symmetric PAYG profiles, if A(r) is concave at h, then
PAYG is locally better than CR; if A(r) is convex at h,
then PAYG is locally worse than CR.

Remarks. o The following observations (cf
Augusztinovics, 1992, Proposition 10 and Siandra 1993,
Propositions 3 and 4) may illuminate Theorem 3: If a PCW
profile, which is optimal under PAYG, is mature, then the
expected bequest for any person is positive when h<r and is
negative when h>r. Similarly, if a PCW profile, which is
optimal under CR, is mature, then the expected social
saving for any period is negative when h<r and is positive
when h>r. For youthful profiles, both statements are
reversed.

2. In practice, profiles are youthful (cf Arthur and
McNicoll.) Even an aging population may yield a youthful
PAYG profile.

3. Although the Neumann-Morgenstern utility function
is determined up to affine transformations, at least in the
special case of no-death-risk, the monotone transformations

of U=Up., become legal. Unlike monotonicity, convexity is
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not invariant to monotone transformation T. However, for
A’(1)=0, [TA]"(1)=T’(1)A"(l), i.e. sgn[TA]"(1)=sgnA"(1).

Iso-utility roots

Obviously, comparing PAYG and CR, it is very important to
know at what interest factors they yield the same indirect
utility. By definition, this happens if and only if

(3.8) A(r)=A(h).

Since we are not interested in the trivial root r=h, we
exclude it, unless it has a multiplicity 2: A’ (h)=0. Under
this restriction, the roots of equation (3.8) will be
referred to as iso-utility roots.

We have no results on the number and location of iso-
utility roots for general utility functions. Let us denote
the iso-utility roots closest to h from the left or from
the right by r; and rg, respectively. If rp or rr do(es) not
exist, then write r; =0 or rzg=w, respectively.

Combining Theorems 2 and 3 we obtain

Theorem 4 (Iso-utility roots). The local results of
Theorem 3 can be extended to the interval r <r<rg.

4. ACRRA UTILITY FUNCTIONS: EXPOSITION

Having finished the comparison of PAYG and CR for
homogeneous utility functions, we turn to the analysis of a
special class. In this way we can sharpen the more general

results obtained in the previous section.

Constant relative risk aversion

Additive constant relative risk aversion (ACRRA) utility
functions are still quite general and they play an
outstanding role in the analysis of life cycle problems.
Let o be a real number, -»=<g<l, 1-0 is referred to as the
coefficient of relative risk aversion. We shall need two
series of weights in the utility function. Let &0,®1,...,

®,., and To,Ti,.--,Tp.1 be positive numbers. Call their
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double series an FT path. Then the conditional utility of
a consumption path cq,..,cs.1 is given by
(4.1a) Un(Cos+++sCn-1)=Lon<n®u0 ! (TnlCn)® if 0=0,-;
(4.1b) Un(Cos++«sCn-1)=Eosmcn®Pnlog(cn) if o0=0.16

Note that in (4.la) ®utx® shows the relative weight of
utility due to cg. Note that in (4.1b) &,'s are cumulated
discount factors, if &%, for m=0,...,D-2.

Now we can also define the conditional no-risk
utility function:
(4.1c) Un(Coy e+ sCn-1)=MiNgspen(Tn~lCn) 1if o=-.17

Remark. Note that (4.la) and (4.1c) satisfy (2.3a);
(4.1b) satisfies (2.3b) with €,=Zosn<n®n- Hence ACRRA utility
functions with joint coefficients are homogeneous. The
example of U;(co,c1)=coetc,+min(ce,c;) shows that there are
homogeneous function beyond the ACRRA family.

Observe that formulas (4.1) can be simplified to

(4.2a) U(Coe+,Cp-1)=Z0<n<pSn®Pu0~! (TmiCpn)® if 0=/=0, o=/=-w;
(4.2b) U(Coy » 1Cp-1) =Losn<pSnPnlog (Cn) if o0=0;
(4.2c) U(Co, « 4 Cp-1) =MiNosp<p ( Tn~'Cn) if o=-w,

We can normalize and unify the three branches of (4.2)
as follows [CES utility]:

(4.3) Bosn<pSn®n=1, 2Z=UY°, i.e. G=Al/°
(4.4) Z(Cos ¢ » 1Cp-1) =[Bosu<pSuPun (Ta~lCn) 2] 1%,

As is known, the R.H.S. of (4.4) is not defined for
either 0=0 or -», but both limits exist and yield (4.2b)
(in fact, less Zoswm<pSn®Pnlog(tm)) and (4.2c), respectively.

We shall frequently use the following transformation

of o

16 According to Peters (1987), this is the wunique utility
function which would be consistent with our framework, if the labor

participation rate were also endogeneous and time were continuous.

17 Note that this utility function is not strictly concave but
has a unique maximum. Similarly, it is not differentiable, but the
corresponding A(x) is smooth.
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= (-w=0<1)

where 1-u is the intertemporal elasticity of

substitution.

Explicit formulas

Here we shall display optimal paths and indirect utility
functions for ACRRA functions. To do so we need the

following notations:

(4.5) Sn=®n! HTuH,

(4.6) W(X)=EL<k<rSkWk, kXX,

(4.7) C(Xx)=Zosk<pSkOkXHK,
_W(x

(4.8) H(x)-c(x).

Lemma 1. For utility function (4.4) the optimal
consumption paths are
(4.9) Cu,atX)=6gx(1-M®"H(x), x=r,h
and the indirect utility function belonging to (4.4) is
(4.10) G(xX)=W(x)C(x)-/n,

Remark. Although the ACRRA utility functions are
concave for the entire parameter interval oe(-»,1), we
shall drop the interval (0,1), i.e. we shall exclude u<0
and maintain 6, as a logarithmic convex combination of @,

and Tg.

Path versus profile

To simplify exposition, we shall replace intertemporal
paths with cross-sectional profiles in (4.6)-(4.7):

(4.11) W (X )=Zp<k<rSkb~¥wy,ob*gkxk,

(4.12) C(X)=Zo<k<pSk (Px!"“b Hk) (Txg~*)H (bkgkx-k)K,

To simplify these expressions, in addition to the P
profile, we shall introduce the FT profile, its mixture
profile
(4.13) Pk, 0=Pkb¥, Tk,o=Tkg™*, 6k,o=%Pk,o! HTk,o

and the relative interest factor
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(4.14) u=ﬁ.

Now (4.11)-(4.12) can be rewritten as
(4.15) WO (u)=Zp<x<rPkWk,ou¥,
(4.16) C°(u)=Zo<k<pPxOk,ou " *.
We shall normalize the W, F and T profiles by Zr<k<rRPkWk,0=1,
Zosk<oPk®k,0=1 and Zosk<pPxTk,0=1, i.e. W°(1l)=1 and C,°(1l)=1, p=1
and 0. Introducing H°(u)=W°(u)/C°(u), H,°(l)=1 for p=1 and
0.

Here are the optimal consumption profiles:
(4.17) Cm,0(")=6y,oull-#ImHo(u),

Using profiles, G°(u)=W°(u)C°(u)-# and the relation
‘PAYG is better than CR’ can be restated as
(4.18) Go(u)<Ge(1).

Special cases

We record the optima of two distinguished special utility
functions.

a) Leontief-Rawls, u=1:

(4.19) Cm,0'")=Tp,oH°(u) and G;(u)=H(u).

b) Cobb-Douglas, p=0, then we can use the fact that
the limit of the power means is equal to the geometrical
mean, when the exponent converges to zero:

(4.20) cp,o!")=®n,ou™H°(u), Go(u)=[mosk<pTk®*] W(u)ure
where

T'0=Z0<m<pSnPnM=20<m<pPnPm, oM«

Remark. It can be checked that the optimal solution
under p=1 is the limit of the optima under pp<l, limpup=1.
The same applies to u=0.1%

18 Augusztinovics (1992) refers to the solutions occurring in
cases a) and b) as the direct and the indirect approach, respectively.
Note that the profile is independent of u in the direct approach. At
this point we also underline that her notion of path has a special
meaning: in our notations it is {cp,ou™}, which is independent of u in
the indirect approach.
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As a benchmark, we shall consider very special
profiles studied by Aaron. Under a flat SCW profile we
mean if cohort survival probability, consumption and wage

profiles are flat:

(4.21) s=1, k=0,...,D-1,
(4.22) Ck,0=Co,0, k=1,...,D-1,
(4.23) Wk,0=Wo,L, k=L+1,...,R-1.
We shall speak of a flat FT profile if
(4.24) ®x,0=%0,0, k=1,...,D-1,
(4.25) Tk,0=To,0r k=1l,...,D-1,
and of a flat SFTW profile if the FT and SW profiles are
flat, i.e. (4.21), (4.23)-(4.25) hold. Note that (4.24)-
(4.25) imply 6&k,o=80,0 for k=1,...,D-1, regardless of pu.

By (4.17), a flat FT profile implies a flat C profile
for any u if p=1 or for any p if u=1. Of course, a flat FTW
profile results in a flat CW profile under the same
conditions.

First we present a basic result for flat SFTW
profiles.

Theorem 5 (hAaron’s original proposition
reformulated). For every childless flat SFTW profile and
p=1 PAYG is better than CR if and only if Aaron’s
condition h>r holds, or equivalently
(4.26) u<l.

Remarks. 1. Aaron (1966) proved an equivalent
statement without explicit optimization: For every
childless flat SCW profile (3.2) and (3.3) are equivalent.

2. We shall prove a generalization of this Theorem (cf

Theorem 7) below.

5. LOCAL ANALYSIS FOR ACRRA

We return to the local analysis started in Section 3, but
now confining the attention to special utility functions
ACRRA.
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Mean age of consuming

According to Theorem 3 local behavior is determined by the
difference between mean ages of consuming and of earning.
Since the latter is given, we shall study the former,
namely, the mean age of consuming at the golden profile
{Cm, 0V}

Bo=k<PkOk, oK

Py,
Eosk<bpk6k,o

Note that our definition still depends on the partial
elasticity of substitution, at least for non-flat FT
profiles, and on the P profile.

As an 1illustration, we shall consider flat PCW
profiles, or equivalently, deterministic and stationary
(b=1) flat PAYG profiles. Evidently
(5.1) Q=(L+R-1)/2,

(5:2) r=(D-1)/2.

A flat PAYG profile is mature if and only if the
retirement period is longer than the childhood period:

D-R>L.

Remark. (5.1)-(5.2) highlight a deficiency of two- or
three-cohort models: the mean ages of consumption and
earning are too low. For example, for D=2 periods (say 60
years) I'=1/2 period (15 years), although the correct result
would be 1 period (30 years)! This distortion is weaker in
multi-cohort models and disappears in Arthur and McNicoll'’s

continuous-time model.

Symmetric elasticity

I1f T', depends on u, we want this dependence to be monotone.
First of all we need

Lemma 2. Let ax,Bx,xx be non-negative real numbers,
k=0,...,D-1 and let
(5::3) {Bx/ax} and {xx} be non-decreasing series.
Then



|

21

ZxokXk ZkBrXk

(5= 4) ‘Eﬁiisiiﬁi_'

Remark. If neither {ax/Bx} nor {xx} is constant, then
strict inequality holds in (5.4).
We shall speak of a non-decreasing FT profile if

¢n,° @-ﬂl,o
S

(5.5)

’ m=0,1,---,D-2.

Tm,0 Tm+l,0

Remarks. 1. Flat FT profiles are non-decreasing.

2. Condition (5.5) can be replaced by a stronger and
simpler one:

(55" Tm+15gTp and ®p412®n/b, m=0,...,D-2.
Indeed, (4.13) and (5.5’) imply <Tm1,05Tm,0 and Dun+1,02Pn, 0/
which in turn imply (5.5).

Now we can present

Lemma 3. If the FT profile is non-decreasing
[(5-5)], then I', is a non-increasing function of u.

For non-decreasing FT profiles with TI';<Q<I';, we can
define the symmetric elasticity l-pu, by
(5.6) Fje=Q.

In fact, T, is a continuous function of pu, thus by
Bolzano-theorem, pu, exists if I'<Q<I,. Furthermore, u,=0-0
if I'e<Q, and pe=1+0 if TI';>Q.

Combining Theorem 1 and Lemma 3, we obtain

Theorem 6 (Symmetric elasticity). Comnsider a non-
decreasing FT profile. a) For pu<p, PAYG is locally better
than CR iff h>r. b) For pu>u, PAYG is locally better than
CR iff h<r.

Example 1. The simplest non-flat FT profile arises
for a flat FT path: sk=1, &=® and tx=t,. Note that
®c/tk=h®y_,/Tk-1, i.e. if the economy grows (h>1), then the
FT profile 1is non-decreasing and (by Lemma 3,) Ty
decreases.

As a numerical illustration, let us consider L=15,

R=55, D=75, and b=1, h=g=1.03. Numerical calculations yield
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Ho=0.14. Figure 2 displays three curves for p=0.28; 0.14
and 0. We shall see later that Go.;4 is a separatrix, and
curves below and above it resemble G; and Gy, respectively.

Figure 2

Critical elasticity!®

Until now we have struggled with the complications arising
from the dependence of T on u. However, for flat PAYG
consumption profiles Iy, is independent of u. Thus we can
speak of youthful, mature and symmetric PFTW profiles, if
the FT profile is flat and the resulting PAYG profile is
youthful, mature and symmetric, respectively. Note that in
practice the C profile is much flatter than the P and W
profiles, thus this assumption is acceptable.

Under normal conditions, for every flat FT profile and
arbitrary PW profile there exists a real number p*, 0O<u*<1,
such that around the golden root (u=1l) for u>u* Gy°
resembles G,° (both are concave) and for u<u* G,° resembles
Go° (both are convex). We call 1l-uy* critical elasticity,
and it is implicitly defined by

Gus®" (1)=0.

Remark. Leaving the realm of symmetric profiles,
where sign[TA]’(1l)=signA’(l), the invariance to monotone
transformations becomes problematic. With Lemma 5 (below)

z=ul/® is the natural

we shall demonstrate that
transformation, hence G is the appropriate indirect utility
function.

Before embarking on its analysis, we combine Theorem 3
c) and this concept in

Theorem 7 (Symmetric profiles). Consider a symmetric

PFTW profile, where FT is flat. (i) If p>u*, then PAYG is

19 This part may be skipped at first reading and taken up only
at the end of the next Section.
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locally better than CR; (ii) if pu<pu*, then PAYG is
locally worse than CR.

The value of the critical elasticity can be determined
in terms of the first and second moments of the consumption
and wage distributions. We shall need the notations
(5.7) Wo=ZxpxWk,0=1, Wi=Zxpixwx,ok, W,=ZxpxWk,ok?,

(5.8) Co=6Zkprk=1, C1=6Zxpxk, W,=86Zypkk2.

Lemma 4 (Critical elasticity). For any flat FT
profile and any PW profile the critical elasticity 1-pu*
(if exists) is given by

Wo+W, - (2W,-C1+1)C,

(5.9) pu*=12 :
D2-1

Remarks. 1. For every flat PFTW profile (5.7)-(5.8)

reduce to

L+R-1 R-1)R(2R-1)-(L-1 2%-1
(5:10)  Woml, W=y, W= (6(R-I).-)( (21,
(5.11) Co=1, C]"D;l, Cz—iD_é)(zD‘ll.

2. Table 2 displays the dependence of critical
elasticity on the triple (L,R,D) for flat PFTW profiles.

Table 2

3. Probably critical elasticity also exists for non-
flat FT profiles without symmetric elasticities, but its
definition seems to be difficult.

To illustrate the situation, in Figure 3 we shall
consider a youthful flat PFTW profile and depict three
indirect utility curves of 1low, critical and high
elasticities, respectively. We assume that L=20, R=60 and
D=73, where pu*=0.336. We shall choose p;=1 and u,=0.

Figure 3



Table 2. Critical elasticities for flat PFIW profiles

Entering Leaving Death 1-Critical
the labor force elasticity
L R D u*

0 40 50 0.736

0 40 60 0.744

10 50 60 0.444

10 50 70 0.375

20 60 70 0.400

20 60 80 0.250
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Continuous time

To avoid absurd results which arise with insufficient time-
desaggregation (e.g. for 0/2/3), at this point we introduce
continuous time modeling.

Let x=k/D, a=L/D, B=R/D, 0<a<l1l/2<B<l, f£f(x)=p(x)wo(x)
where D is large. Then (5.7)-(5.8) reduce to

(5.7") W°=pr(x)dx=1, w1=.r;f(x)dx, Wo= Jpxzf(x)dx
a a a

(5:87) Co=1, C;=1/2 and C,=1/3.
Substituting (5.7')-(5.8’) into (5.9), and dropping the
negligible terms, we obtain
(5:9% ) U*=12W,-12W,;+3.
It can be shown that u* lies between 0 and 1.

6. GLOBAL ANALYSIS FOR ACRRA

Having finished the local discussion for ACRRA utility
functions, we turn to their global analysis.

To begin with, we reformulate the iso-utility root r*
as u*=r*/h, which satisfies
(6.1) Ge(u*)=G°(1l) if u*=/=1 unless G°’(1)=0.

Generations

To avoid complication in the global analysis, we shall
introduce the notions of generations and further special
profiles (Augusztinovics, 1992, Section 5).

A set of subsequent cohorts k=K;,....,K; is called a
generation if each of its cohorts either saves (wy, >cy,)
or dissaves (wg,tSCk,c) and both cohorts K,-1 and K,+1 (if
exist at all) make the opposite than Kj,....,K; do.

A CW profile is said to have the GBR property if it
has the following three Ggenerations: 1. gestation
(including children and Jjunior workers), 2. breeder
(including senior workers) and 3. retirement (including

old part-time workers and pensioners).
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A CW profile is said to have the BR property if it
has the following two generations: 1. breeder and 2.
retirement (no gestation).

Remark. It can be shown that a CW profile with the BR
property always satisfies the so-called cash-constraint:
the corresponding wealth is positive for any time except
for death.

Leontief-Rawls utility function

To begin with, we shall study the simplest case, that of
Leontief-Rawls utility function. Now G;°(u)=H(u), 1i.e.
(6.1) is equivalent to H°(u*)=H°(1l), which implies =zero
bequest for PAYG systems. Augusztinoviecs (1992) calls the
corresponding roots singularity roots and presents several
propositions concerning them which we generalize below.

For pwp=1, wusing (4.19) and H°(l)=1], GBR and BR
properties can be transferred from PAYG profiles to TW
profiles: A PAYG profile has the GBR property if there
exist positive integers L* and R* (LsSL*<R*=<R) with the
following conditions:

(6.2) Wk,0<Tk,o for k=0,...,L* or R*,...,D-1;
(6.3) Wk,0>Tk,0o for k=L*,..., R*-1.

A TW profile has the BR property if (6.1)-(6.2) hold
for L*=0.

Remarks. 1. In the definitions of GBR and BR, the P
profile does not play any role.

2. It is evident that any flat TW profile has the GBR
(or BR) property where L*=L(=0) and R*=R.

3. The celebrated two-cohort case (0/1/2) has the BR
property.

The example below will illustrate the meaning of BR
profiles in the simplest non-trivial case:

Example 2 (BR TW-profiles in three-cohort models).
L=0, R=2, D=3. The TW profile has the BR property if and

only if Ho(w)z1l, i.e. Wo,o/To,0=1.
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If the T profile is flat, then wo,021/3, wi,0=1-Wo,0-
(Since in practice wg,0Sw;,0, the condition is 1/3=w,,051/2
=w;,052/3.)

However, a childless flat T profile would assign zero
consumption to children living with their parents. It is
more realistic to assume that t,0=T1,0>T:2,0, for example,
T0,0=T1,0=1.5T2,6, 1i.€. Tg,0=T1,0=0.375 and t,,,=0.25. Then
Wo,020.375 or in a practical setting, 0.375=wg,,<0.5=<
w1,050.625.

If Wo,0/To,0<1l, then we obtain a GBR TW-profile in a
childless population, what Augusztinovics (1992, p. 45)
calls trick of congruence.

Specifying Theorem 4 we have

Theorem 8. (cf. Augusztinovics, 1992, Section 5).
Leontief-Rawls utility function: a) For every GBR TW-
profile PAYG is better than CR if and only if one of the
following three alternative conditions holds:

(6.41) either u<l or u>u*(>1l) for a mature profile,
(6.4ii) either u<u*(<l) or u>l for a youthful profile,
(6.4iii) wu=/=1 for a symmetric profile.

b) Every BR TW-profile is mature and (6.4i) holds
with u*=w,

Remarks. 1. Theorem 8b is a generalization of Theorem
5 from flat childless STW profiles to BR TW-profiles, which
can be further extended to u’'s close to 1.

2. In his multi-cohort model Verbon (1988, Appendix
7A) assumed flat contribution rates which were also
independent of the type of social security system. In our
notations: cg,o(")=(1-6)Wn,0, m=L,...,R-1. In this framework
he found a generalization of Aaron’s condition. We only
note that his assumption is inconsistent with optimization
in general. Indeed, substituting it to (4.17), 6=1
=8m,oull"#IMHo(u) /Wg,0 is obtained. To have a flat 6, 6&u,o=0wWn,o
and p=1, i.e. Ty, o=Wm,0 (mM=L,...,R-1) should hold. The
resulting 6=1-QH°(u) still depends on u, i.e. on the type

of social security.
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Cobb-Douglas utility function

Now we shall consider the other extreme case, the Cobb-
Douglas utility function. We shall assume that I'(>L. (This
assumption is automatically satisfied for <childless
profiles and reduces to D-1>2L for flat PF profiles.)

Remark. Note that in the border-line case TI'(=R-1=L
G°(u)=1 for every u. The simplest realization of this case
is the flat FT profile 1/2/3.

Specifying Theorem 4 again, we have

Theorem 9. (cf. Gale, 1973) Cobb-Douglas utility
function: a) For every PFW-profile, satisfying L<Io,<R-1,
PAYG is better than CR if and only if one of the two
alternative conditions holds:

(651 u*<u<l for a mature profile,
(6+511) l<u<u* for a youthful profile.
PAYG is never better than CR for a symmetric profile.

b) Every PFW-profile, satisfying I',=R-1>L, is mature
and (6.5i) holds with u*=0.

Remarks. 1. Note the duality between the Leontief-
Rawls and the Cobb-Douglas case.

2. Observe that the validity of Aaron’s proposition,
considering the original childless flat SFTW profiles,
depends on the elasticity. While by Theorem 5, Aaron’s
proposition holds for p=1; by Theorem 9, this is not the
case for pu=0. Indeed, for L=0, I'c<R-1 reduces to (D-1)/2<R-
1, which 1is satisfied for R=3, D=4, and 0O<u<u* 1is not
empty.

Because of its importance, we present

Example 3. For a flat PFTW profile 0/3/4 and Cobb-
Douglas utility, CR is better than PAYG not only for high
but also for sufficiently low relative interest factors.

Numerical calculation yields the iso-utility root
u*=0.15 which is around 0.89 per annum, assuming that each
cohort consists of 13 year-groups. Note that Figure 1 above
depicted almost this situation (0/40/53).
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Table 3 displays the iso-utility roots for certain
flat PFTW profiles and p=1 and 0, respectively.

Table 3

General elasticity and flat FT profile

Having analyzed the two extreme cases of uy=1 and 0, we turn
to the general case 0=suys<l. Unfortunately, we have to
confine the analysis to flat PAYG consumption profiles
(with general PW profiles) already used in connection with
critical elasticity.

We first prove

Lemma 5 (Monotonicity). Suppose that FT is a flat
profile, u=/=1 and p,<p;<1. Then
(6.6) Gu1® (1) <Gz°(u) -

We close this Section with a

Conjecture. For flat FT profiles and reasonable u’s,
the critical elasticity p* divides the interval (0,1)
into two parts: any function G,° with low pu resembles G,°,
while any function with high p resembles G,°.

The analysis is confined to a reasonable interval, J,
say 0.95=u=l1.15. There are two reasons to do so: (i) In
practice the relative interest factors are in J. (ii) Gy°
has a jump in p=0: G,°(0)=0 for >0 and G¢°(0)=w. Thus for
youthful PFTW profiles there are at least two iso-utility
roots in the interval (0,1), one in the vicinity of uo*,
and the second in (0,ue*), since G,°' (ue*)>0, and G,°(0)=0.

Gy°(u) may have two iso-utility roots even for u far
from 0, however, we think that between them the indirect
utility function hardly changes, i.e. they are inessential
roots. (For example, for L=9, R=50, D=60 and u=0.4 there
exist two inessential iso-utility roots: 0.91 and 0.93.)

Returning to Figure 3 we can check our conjecture that
the critical case separates two worlds. For pu, (zero

elasticity) PAYG is preferred to CR if u<0.975 or 1l<u; for



Table 3. Iso-utility roots as function of L, R and D,
for p=1 and 0.

A G E at Iso-utility
Starting Retiring Death root for
to work
L R D u=1 u=0
15 55 65 0.976 1.059
15 55 70 1.000 1.000
15 55 75 1.016 0.958
20 60 70 0.961 1.108
20 60 75 0.984 1.059
20 60 80 1.000 1.000
25 65 75 0.949 1.178
25 65 80 0.974 1.108

25 65 85 0.988 1.059
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M2 (unit elasticity) PAYG is preferred to CR if u<l or if
1.056=u.

For additional illustration, Table 4 displays the iso-
utility roots lying in the relevant interval, for L=15 and
25, R=55, D=75, for u=0, 0.1,...,0.9, 1.

Table 4

7. CONCLUSIONS

We have analyzed the status of Aaron’s proposition in a
rather general framework. It turned out that logically the
validity of Aaron’s proposition is quite limited, since it
is based on a number of additional assumptions 1like a
Leontief-Rawls utility function, a BR TW-profile (implying
the neglect of children). The empirical validity is quite
another question. The traditional argument prefers CR to
PAYG because of aging population and high relative interest
factor and implicitly, low elasticity (Verbon, 1988). 1In
our framework this may be reversed: PAYG is to be preferred
to CR because for youthful PFTW profiles and high
elasticity Aaron’s generalized condition may require high
rather than low relative interest factor, when the problem
of dynamic inefficiency (Blanchard and Fisher, 1989) is

ruled out.



Table 4. Iso-utility roots for flat PFTW profiles
(R=55 and D=75)

Entering 1- Iso-utility
the labor elasticity roots
force
L H u*
15 0.0 0.96
0.1 0:93
0.4 1.10
0.5 1.06
0.6 1.04
0.8 1.03
1.0 1.02

25 0.0 1.08

3 0.92
4 0.95
5 0.96
6 0.97
8 0.98
0 0.98
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APPENDIX: PROOFS

Proof of Theorem 3. Now the utility function is
differentiable and the optimum is an interior point, the
method of Lagrange multipliers (where a(r) denotes the
multiplier) yields the following D optimality conditions:

5
(A'l) znleDnnFUn(Co,o,-..,Cn-l,n_l)
m,m
=a(r)Ir™Znsm<pln, for m=0,...,D-1.
Take the total derivative of the indirect utility

function according to r:

5
A’ (r)=205n<0nn205n<nT”Un(c0.ol +++sCn-1,n-1)Cn’ (T).

Reversing the order in the double summation

[
A’ (r)=205m<0[znsn<0nn 5C Un(co,OI L Icn-l,n-l) ]C-' (r)

m,m
and making use of (A.l), we obtain

A’ (r)=Zosm<pl (X )Snr™Cn’ ().
Taking the derivative of the budget constraint (2.6r) at
t=0, we obtain

Z0sm<pSnE ®{-Mr-![Cn(X)-Wn,m]+Cn’ (X)}=0.
Combining the last two formulas yields

A’ (r)=a(r)r'ZosmcpSar ™M[Cn(T)-Wn,n] -
Taking into account that a(r)>0, (2.5r),

A’ (h)=a(h)h " ZosncoPum[ Cn, 0" =Wn,0]
Thus A’ (h)>0 if and only if I'>Q, etc.

Proof of Lemma 1. a) Specifying the optimality
conditions for (4.la), we obtain

OuTn °Cp,n® '-a(r)r=™=0,
DE
(A.2) Cm,x®'=a(r) Py 1z,°r™.
Taking into account that o=-p/(1-p), 1l-0=1/(1-p), 1/(1-0)
=1l-p, (A.2) results in

(R.3) Cn(r)=a(r)H-1,r(1-1m
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where &6, is the weighted geometrical mean of &, and Ta's
Although for any given pu, {®} and {ta} are replaced by
{6n}, 6mn generally depends on u.
Substituting (A.3) into (2.6r) yields
Zrsk<rSkWk, kXK

(A.4) Al E i — e
Zo<k<pSkOxL MK

Using the notations (4.6)-(4.8), (A.3)-(A.4) yield
(4.9).

b) Inserting the definition of &, into (4.9),
substituting the new form into (2.4) and separating the
common factor H(r) yields the indirect utility function

G(r)=H(I)[ZosncpSn®nl*(1-H)10T,~(1-H)or (1-p)ma]1/o,

By -(l-p)o=p, the base of the second factor is equal to
C(x), i.e. the second factor is equal to C(x)®-1)/¥, Taking
into account H=W/C yields (4.10).

Proof of Lemma 2. With rearranging, (5.4) is
equivalent to (ZxakxXk)(ZjB8;)-(Zkax) (Z3Bnx3)<0. If k=j, then
oxBjxk appears with plus and minus, cancelling each other.
If k=/=j, then oxBjxk-axBsx; can be combined with a;Bkx;
-a;fkxx, their sum is equal to (axBj-a3Bx)(Xk-Xj), which is
non-positive by assumption (5.3). If neither of the two
series is constant, then (ap-180-0tofBp-1)(Xp-1-X0)>0, etc.

Proof of Lemma 3. Let u,<y; and apply Lemma 1 with
0c=Pk®Pk, o' H1Tk, 0", Bk=PxPx,o!M?Tk,o*2, xk=k, it is (5.5) that
implies the conditions in (5.3), and by the formula of Ty,
(5.4) results in I};STy,.

Proof of Lemma 4. Calculate G°’(u) and G°"(u):
(A.5) Ge’ (u)=Ce(u)=1/¥1{We’ (u)C°(u)-pu~tWe(u)Ce’ (u)},
(A.6) GO"=Co-l/k-2{Wo"Co2-2~1WOCOCO ' +p~1 ( 14u-1)WeCo’ 2_p-1yecoCco"}
Substituting (A.6) into Gu.°"(1)=0 and wusing the
abbreviations (5.7) and (5.8), we obtain (5.9).
Continuous time. Combining (5.7’) and (5.9’) yields
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(A.7) p*=12j-p(x—l/2)2f(x)dx.

By (A.7), p*>0. To prove u*<l, we have to prove that the
integral in (A.7) is less than 1/12. Taking into account
that cross-sectionally wages increase till the middle of
life (x=1/2) and then stagnate, while survival
probabilities stagnate till x=1/2, then start to diminish,
we may assume that f(x) increases till 1/2, then decreases.
Replacing f(x) by 1/(B-a), the integral increases, i.e.
u*<4 (a?+ap+p?)-6 (a+B)-3.

By an elementary calculation, one can show that p*<l.

Proof of Theorem 8. Relying on Theorem 4, we have to
determine the location of the iso-utility roots.
Introducing the notation D°(u)=W°(u)-C°(u), we have Ho(u)=1
is equivalent to D°(u)=0. As is evident, the number of
changes in signs of coefficients of polynomial D°(u) is at
most two, hence, by Descartes-rule (Pélya and Szegd, 1976),
this polynomial has at most two positive roots (cf. Gale,
1973). On the other hand, D°(1)=0, D°(0)=wp.1,0-Tp-1,0<0 and
D°(®)=wg,0~To,o0 is (a) negative if L*>0 and (b) positive if
L*=0. In case (a) D° and H° have two roots, in case (b)
they have one root. Dropping the golden root, there is one
or zero iso-utility root, respectively.

a) GBR: (i) By Theorem 3, if a TW profile is mature,
then H°’(1)>0. Thus u*>1, i.e. PAYG is better than CR if
and only if either u<l or u>u* holds. Cases (ii) and (iii)
are similar.

b) BR: H°(0)=0, H°(l)=1, H°(u)=1 has no other root,
i.e. H°’(1)>0, thus by Theorem 3, the TW profile is mature.
etes

Proof of Theorem 9. Similarly to the proof of Theorem
8, first consider

Go®’ (u)=Zpsk<r (To~k ) pxWi, our0-k-1,

a) If L<Io<R-1, for small u’s uf-R-1 dominates G¢°’ (u)
(with a negative coefficient) and for large u’s ufo-L-!

dominates G¢°’'(u) (with a positive coefficient): Ge°(u) is
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U-shaped. In addition to the trivial golden root, equation
(6.1) has at least another root. Again relying on
Descartes-rule, this polynomial has at most two positive
roots, etc.

b) IE T'yzR-1>L, then Go°’ (u)>0, hence Go° is
increasing, etc.

Proof of Lemma 5. The proof is based on the well-
known theorem: the power mean is an increasing function of
the exponent u (Pélya and Szegd, 1976). (4.10) implies
Gyo(u)=w°(u)/Cy°1/”‘, where the denominator [cf. (4.16)] is
the p-th weighted power mean of (u'k} with weights {sy/Tg}.
(Note that for a non-flat FT profile, the weights would
change with p.) Thus Cyol/“ is an increasing function of pu

and Guo(u) is an increasing function of 1-pu.



LIST OF ABBREVIATIONS

CR=capital reserve system

PAYG=pay-as-you-go system

ACRRA=additive utility function with constant
coefficient relative risk aversion

F=weight path in the utility function

T=weight path in the utility function

S=survival path

C=consumption path

W=wage path

P=population profile

GBR=gestation-breeding-retirement (property)

BR=breeding-retirement (property).
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