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Abstract

In many countries, both pay-as-you-go (PAYG) and funding are used to
finance pensions, although the balance between the two principles differs
a lot between countries. Over the last decades, many countries made a
gradual transition to more funding. In this paper, we develop an analytical
framework that includes three models of pension design, allowing us to study
the role of efficiency aspects, redistributional aspects and political-economy
aspects. We subsequently analyze the impact of several trends (a permanent
decline in the rate of return on financial markets, a decline in the average
rate of economic growth, decreased output volatility and increased capital
market volatility) on the optimal balance between PAYG and funding. We
argue that it may be optimal to revise the gradual transition to more funding
and to revive PAYG.
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1 Introduction

Many countries use both the pay-as-you-go (PAYG) and the funding princi-
ple to finance their pensions. The balance between the two principles differs
a lot however, not only between countries, but also over time (OECD, 2016).
In the past decades, we have generally seen a shift towards more funding.

The shift towards more funding can be regarded as a consequence of
population ageing, which directly deteriorates the relation between contri-
butions and benefits in PAYG schemes. Moreover, Rachel and Summers
(2019) estimate that the rate of productivity growth and that of potential
output have declined, which also drives down the rate of return in PAYG
schemes. On the other hand, there is also increasing evidence of a down-
ward trend in the return to funding, probably (partly) due to ageing as well
(Caballero et al., 2017; Blanchard, 2019; Rachel and Summers, 2019). Ad-
ditionally, there is evidence that capital market volatility has increased in
the past, whereas two recent global crises (the 2008 financial crisis and the
2020 Corona crisis) may have made people more aware of the risks involved
in investing pension contributions in financial markets. At the same time,
we observe a decrease of output volatility (Jorda et al., 2017).

In the future, these trends may be reversed, but they may also persist
for some time. Interest rates may continue to hover around their current low
levels, economic growth may remain low in the decades to come (Gordon,
2016) and capital market volatility and output volatility may continue to
develop in different directions. These future perspectives raise a number of
questions. What do we know about the optimal balance between PAYG
and funding? How will this balance shift if the developments we currently
observe persist? Should we revive PAYG?

More than 50 years ago, Aaron (1966) devised a simple rule to decide
what is the best principle to finance pensions: PAYG is to be preferred if
the implicit rate of return of this system (i.e., the growth rate of the econ-
omy) exceeds the rate of return on the capital market. This so-called Aaron
rule provides a nice framework to start thinking about the optimal balance
between the two principles. The rule as such is much too simple however for
a number of reasons. In particular, in contrast to what Aaron assumes, the
capital market rate of return and the rate of economic growth are not con-
stants, but vary stochastically over time. Further, any transformation from
a PAYG scheme to a funded scheme (or vice versa) exerts not only effects
upon economic efficiency, but also upon the distribution between genera-
tions. In addition, in reality decisions are taken not by a social planner,
but by governments that serve the interests of different groups of voters,



thereby creating room for all kinds of politico-economic factors and for the
possibility that policies deviate from earlier expectations due to unforeseen
changes in economic circumstances.

In this paper, we develop an analytical framework that takes into ac-
count all these three aspects: efficiency aspects, redistributional aspects and
politico-economic aspects. Using this framework, we explore how structural
changes in the economic environment change the optimal balance between
PAYG and funding. The structural changes we study match the trends we
described above: declining interest rates, a lower average rate of economic
growth, increasing capital market volatility and decreasing output volatil-
ity. This then allows us to answer the question whether the balance between
PAYG and funding should be adapted if the trends observed continue into
the future.

Our contribution to the literature is twofold. Firstly, we generalize exist-
ing models for optimal pension design. In particular, we extend the portfolio
approach to pensions (specifically, Matsen and Thggersen, 2004) by explic-
itly incorporating intergenerational redistribution. That is, we assume a so-
cial planner that weighs the efficiency effects of the pension system (as mea-
sured by the consequences for the utility of currently young and future gen-
erations) against the equity effects (as measured by the effects for currently
old generations). As the extended approach is still time-inconsistent, we
modify it further along the lines of the time-consistent approach in d’Amato
and Galasso (2010) by extending their approach with stochastic productivity
growth. The modified model allows us to study optimal pension design that
is flexible and that accounts for the sharing of financial and economic risks
between generations when the income of the old generation is lower than
expected. Secondly, we contribute to the literature by analyzing the effect
of the trends described above on the optimal balance between PAYG and
funding. In particular, we explore whether the different trends change the
optimal balance between the two financing principles in the same direction
and whether the three models that we distinguish draw similar conclusions.

The structure of this paper is as follows. The next section takes a look
at pension schemes around the world and focuses on the variety in schemes,
both across countries and over time. In addition, it presents an overview of
movements over time in the average and volatility of interest rates, of the
equity rate of return and of the rate of economic growth. Section 3 explores
the determinants of the share of PAYG from different perspectives (eco-
nomic efficiency, redistribution and political economy). Section 4 develops
an analytical framework to capture the perspectives in different models. We
use these models to, first, explore the determinants of the balance between



PAYG and funding and, second, to assess how the mix between PAYG and
funding might develop in the future. Finally, section 5 concludes.

2 The dynamics of pension systems and capital
markets

There is widespread diversity in pension systems across the world. Despite
this diversity, there is a common shift away from PAYG towards funding.
At the same time, financial and economic conditions are changing. Interest
rates have been declining as have economic growth rates, whereas output
volatility has decreased and capital market volatility has increased. This
section looks at these issues in somewhat more detail.

2.1 Variety of pension schemes in the world

There is a large variety in size and design of PAYG retirement systems. Their
early roots date back to begin 1900s but most of their expansion occurred in
the middle part of the 20th century, more specifically in the 30s and 50s (Per-
otti and Schwienbacher, 2009). These systems have in common that they
aim at reducing poverty in old age. Furthermore, consumption smoothing
and risk sharing are important objectives for PAYG plans (Hinz, 2012). The
size and design of the plans differ greatly across countries, reflecting cultural
and historical differences (Aggarwal and Goodell, 2013; Rivera-Rozo et al.,
2018).

A clear distinction can be made between the so-called Beveridge-style
PAYG plans, primarily oriented at redistribution to the lower incomes,
and the Bismarck-style plans, more oriented at insurance and featuring
a stronger link between individual contributions and benefits. Countries
with Bismarck-style plans have integrated employment-based pension enti-
tlements in the public plan structure, whereas countries with a Beveridge-
type of public plans have separated funded plans to cover private sector
employment-based pension accrual.

Figure 1 reports OECD projections of gross replacement rates from the
public and private sector plans, assuming a full career till formal retirement
age. The reported countries are listed to Bismarck-style and Beveridge-style
plans according to the classification of Disney (2004). Overall, the average
gross replacement rate is equal to 65.2%. The weights of the public and
private sector plans differ fundamentally, however. Countries with Bismar-
ckian plans derive on average 59.7% replacement rates from the public plans.



Most of these countries have no private sector plan, but in case they have,
these plans provide on average only 13.0% replacement rates. The shares
of public and private plans are very different in countries with Beveridgean
plans. These countries have on average only 28.5% replacement rates from
the public plans and 38.2% from the private plans.

2.2 Changes in pension schemes over time

Disney (2004) reports for the OECD countries a steady increase in the effec-
tive contribution rate for PAYG-financed public pension plans from 17.4%
in 1955 to 28.0% in 1995. This increase is primarily driven by higher ben-
efit generosity. The replacement rate from the public plan for the median
income increased from 47.5% in 1955 to 65.4% in 1995, whereas the de-
pendency ratio remained more or less stable. For many countries it can be
foreseen that the ongoing process of ageing will drive up the contribution
rate even more, primarily by an increase in the dependency ratio, unless the
generosity is scaled back by parametric reform measures like lower benefit
levels or a higher retirement age, or more fundamental plan reforms, like a
reset to a notional DC plan (Bonenkamp et al., 2017).

Table 1 is very instructive to reveal the immense challenge for policy
makers to tame the rise of the PAYG burden due to ageing. EU-wide ageing
will lead to an increase in the dependency ratio (measured as the ratio of
population aged 65+ over the population aged 25—64) over the period 2016-
2070 of 7.0%pt. Without reform or more labor participation, the burden
of the PAYG pension on EU GDP will increase with 7.0%pt, implying an
increase of the effective contribution rate of at least more than 10%pts. The
table also reports EU-wide intended reform plans and labor market efforts to
absorb the impact of the rise in the dependency ratio. The combined effort
of the planned increase in the formal retirement age (-2.2%pt), the lowering
of benefit generosity (-3.1%pt) and the assumed higher participation of the
labor force (-1.0%pt) will outweigh more or less the impact of relatively
more elderly on public pension expenditure as measured by the increase in
the dependency ratio.

Despite these trends in PAYG systems, funding has become more im-
portant relative to PAYG over the last few decades. Chile is probably the
most well-known example of a country that transformed its formerly PAYG
scheme into one based on funding. A number of other Latin American
countries followed the Chilean example, implying a shift away from PAYG
towards funding. But these reforms are not the only reason for this shift.



Figure 1: Projections gross pension replacement rates from public sector
and private sector plans (as percentage of mean individual earnings)

Sources: Classification Bismarck and Beveridge: Disney (2004); Pro-
jected figures: OECD (2017)

Note: Projections based on the assumption of full labour time career till
formal retirement age

*: Grey-marked voluntarily participation, otherwise mandatory participa-
tion private sector plans

BISMARCK-like BEVERIDGE-like

Public  Private * Total Public Private * Total
Austria 78,4 78,4 Australia 13,5 32,1 45,6
Belgium 46,7 14,2 60,8 Canada 41,0 34,2 75,2
Finland 56,6 56,6 Denmark 14,8 71,6 86,4
France 60,5 60,5 Ireland 34,1 38,0 72,1
Germany 38,2 12,7 50,9 Netherlands 28,7 68,2 96,9
Greece 53,7 53,7 New Zealand 40,0 18,8 58,8
Italy 83,1 83,1 Switzerland 24,2 17,9 42,1
Luxembourg 76,7 76,7 United Kingdom 22,1 30,0 52,2
Norway 39,2 59 45,1 United States 38,3 33,0 713
Portugal 74,0 74,0
Spain 72,3 72,3
Sweden 36,6 19,2 55,8
Average 59,7 13,0 64,0 Average 28,5 38,2 66,7




Table 1: Decomposition of gross public pension expenditure change over
2016-2070 — in pts of GDP for EU27

2016 | 2070 | Depend. | Coverage | Benefit | Labour | Cross
level | level ratio ratio ratio | market | effects

EU27 | 104 | 10.5 +7.0 -2.2 -3.1 -1.0 -0.5

Source: European Commission (2018), Table I1.1.11

This can be seen by looking at figures for the OECD area.

OECD (2019) compares 2015 with 1990. In 1990, the share of private
pensions in total pension spending was 13 percent. In 2015, this had in-
creased to 20 percent. The same picture arises when one looks at the in-
creases in public and private spending over the same period. Public spending
increased from 6.3 to 8.0 percent of GDP, an increase of about 25 percent.
The share of private spending in GDP however more than doubled, from 0.7
to 1.5 percent. For individual OECD countries like the US and Switzerland,
a similar picture arises. The UK fits also in this picture. Whereas the share
of public pension spending in GDP increased about 40 percent, the share of
private spending increased more than fivefold. The pattern is not universal,
however; for France and Italy, the picture is different.

One explanation of the shift towards funding is that many countries
reform their public schemes, anticipating an ageing population, for example
through reducing benefits or raising the pension eligibility age. The effect of
this is a reduction of public pension spending. Individuals will probably save
more via private plans to compensate for this reduction. Given that many
countries are involved into this kind of parametric reforms, one may expect
that the trend of shifting away from PAYG towards funding has continued
after 2015 and will further continue in the future.

2.3 Trends in capital market rates of return and rates of
economic growth

The evidence that the decline in interest rates across the world is a structural
phenomenon is strong. Caballero et al. (2017) show that the US interest rate
has been declining for 35 years from a level of more than 10 percent in 1980



to a low in 2015 of less than one percent. Del Negro et al. (2019) show that
the same has occurred in other countries, notably Canada, France, Germany,
Italy, Japan and the UK. Holston et al. (2017) focus on the natural rate of
interest, a measure which is free from transitory disturbances. They show
that in four regions in the world - the US, Canada, the euro area, and the
UK - the natural rate of interest has declined sizably to a historically low
level in 2016.!

Holston et al. (2017) also report substantial comovement between the
natural rates of interest in different regions. The latter is confirmed by Del
Negro et al. (2019). They find that the world interest rate - composed of
interest rates in seven advanced economies in the world - almost coincides
with the US interest rate since the late 1970s, which they attribute to an
increased level of integration in international asset markets.

The global nature of the trend in interest rates suggest that the factors
that drive these trends are also global. One candidate factor is popula-
tion ageing. Indeed, several studies (Summers, 2015; Favero et al., 2016;
Lunsford and West, 2019) find evidence that the trend to lower rates of
interest is correlated with an ageing demographic structure and the associ-
ated changes in saving and investment propensities. Carvalho et al. (2016)
calculate that demograhic changes may have reduced the equilibrium inter-
est rate with more than one and a half percentage point between 1990 and
2014. Lunsford and West (2019) further find a long-run correlation between
safe interest rates and growth in hours of labor worked. They do not find
a positive correlation with labor productivity, however, which is what one
would expect based on economic theory. Del Negro et al. (2019) also find a
role for demographics. However, they also find that since the beginning of
this millennium demographic factors have changed and have been putting
upward pressure on interest rates.

The latter suggests that there have been also other factors at work. Del
Negro et al. (2019) argue that one such factor is the convenience yield, the
premium that investors are willing to pay to hold safe and liquid assets.
According to their paper, the role of the convenience yield is large, but also
quite recent. Until 1990, the role of the convenience yield was negligible.
After 1990 (1997), changes in the convenience yield accounted for a decline
of the world safe interest rate of 120 (80) basis points. Qualitatively, these
results are in line with Caballero et al. (2017), who argue that the price of

!Schmelzing (2020) shows that the decline in interest rates goes back to much earlier
periods. He constructs global real interest rates going back to the 14th century and shows
that, since the late middle ages, real interest rates have displayed a trend decline between
0.6-1.6 basis points per year.



safe assets has increased since the 1980s, reflecting a shortage of especially
safe assets. This then implies that the trends in safe interest rates may
be disconnected to movements in the rate of return on capital. Indeed,
Caballero et al. (2017) find for the US stable returns on productive capital.
According to their study, the equity risk premium has thus increased. This
is in line with Jorda et al. (2019) who find that over more than a century
the equity risk premium is volatile and the risky return often smoother than
the safe real interest rate.

On this issue there does not seem to be full agreement, however. Blan-
chard (2019) argues that not only the interest rate, but also the marginal
product of capital may have decreased. Rachel and Summers (2019) present
evidence that during the last five decennia, variations in the equity risk
premium have been fairly modest.

Like the safe interest rate, economic growth also exhits variation over
time. Holston et al. (2017) report a declining trend in the four regions in
the world they study. The decline in the growth rate is comparable with
the decline in the safe interest rate or of smaller magnitude. Rachel and
Summers (2019) present evidence on trend growth rates of labor productivity
and total factor productivity in advanced economies. Both trend growth
rates have been declining since 1970. Combined with declining population
growth rates and declining numbers of years working, it is easy to infer that
trend economic growth rates have been decreasing as well. Indeed, Rachel
and Summers show that the trend rate of economic growth has decreased in
the 1980-2016 period, but far less than the natural rate of interest.

On volatilities, Jorda et al. (2017) demonstrate that output growth has
become less volatile over time, reflecting the well-known Great Moderation.
After WW 11, the volatility of output was only half as large as before WWII.
On the other hand, stock prices have become more volatile in the second
half of the twentieth century relative to the period before WW II. In addi-
tion, Jorda et al. (2019) show that during the last decades capital market
returns have become more correlated across countries. This holds true not
only for safe returns, but also and even more for risky returns. This sug-
gest that over time diversification possibilities have reduced, contributing to
increasing capital market volatility.

The combination of facts raises a question. Despite large differences
between countries, many of them have shown a shift towards more funding.
Population ageing and the productivity slowdown have lowered the rate of
return on PAYG schemes, whereas the structural decline in interest rates
has contributed to a lower return on funded schemes. So, should pension
plans be redesigned if these trends persist? The answer is not that simple

10



and depends on which perspective one takes.

3 The role of PAYG: different perspectives

In order to understand the role of PAYG pensions, it is useful to distinguish
between various perspectives. As almost any form of government inter-
vention, PAYG pensions cause both efficiency and redistribution or equity
effects. Often, these effects impact on welfare in opposite ways, so that a
welfare-optimizing government has to balance efficiency versus equity. In
addition, in reality decisions on PAYG pensions are made in the political
arena, where various arguments may play a role. Therefore, in this section,
we will not only distinguish between the efficiency and the redistribution
perspective on PAYG pensions, but also discuss the political-economy per-
spective.

3.1 Efficiency perspective

Aaron (1966) was one of the first to point out that the attractiveness of
funding and PAYG relates to their rates of return: the capital market rate
of return (R) in case of funded schemes and the rate of economic growth (V")
in case of PAYG schemes. Aaron’s analysis is based on two important as-
sumptions. Firstly, it assumes that the factors that determine the efficiency
of PAYG relative to funding, i.e. R and Y, are given and constant. Sec-
ondly, the decision on the level of the PAYG contribution rate is assumed to
be a once-and-for-all decision. That is, Aaron basically analyses the effect of
PAYG pensions for a generation in a steady state. Consequently, he ignores
that actual decision making on PAYG pensions may lead to contribution
rates that vary over time. As a consequence, the redistribution effects of
changes in the size of a PAYG scheme play no role in his analysis. He thus
focusses on efficiency only and concludes that countries should rely fully on
either PAYG or funding, depending on which of the two has the highest rate
of return. Obviously, in reality it is more complex to compare the efficiency
of PAYG versus funding as both the growth rate of the economy and the
rate of return on the financial market fluctuate over time. Moreover, ”the”
return on financial capital is difficult to observe as financial markets redis-
tribute the gross reward to capital into the security market with a straight
line between expected return and systematic risk.

The so-called portfolio approach in pension plan design (Dutta et al.,
2000; Wagener, 2003; Matsen and Thggersen, 2004; De Menil et al., 2016)
explicitly takes into account that rates of return are stochastic. As a result,
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this approach advocates a mix of PAYG and funding as a better alternative
above either full funding or full PAYG. The best mix will not only depend
on the expected rates of return of both finance methods, but also on their
risk aspects and the risk tolerance in society. This approach can thus be
viewed as an extension of the analysis of Aaron. However, just like Aaron,
most papers within this approach assume a once-and-for-all decision on the
size of the PAYG scheme and neglect the effects of changes in the size of the
scheme.

3.2 Redistribution perspective

The efficiency perspective focusses on the effects of PAYG in steady state
and neglects the fact that a PAYG pension scheme always implies inter- and
often also intragenerational redistribution. It is well known that introducing
or extending PAYG pensions implies a windfall gain for the first generation
of elderly: they receive a pension benefit without having paid for it. In fact,
this redistribution towards the elderly was an important reason to introduce
PAYG pensions in many counries after WWII. Perotti and Schwienbacher
(2009) explain the international diversity in pension systems by the impact of
severe economic shocks in the interwar period on the then prevailing political
preferences. Large inflationary shocks devastated middle class savings in a
number of countries, among them typically the countries in Continental
Europe with nowadays a large call on PAYG financing and government-
based insurance (Germany, France, Italy, Spain). The political majority in
these countries shifted support away from pension savings and free markets
towards social insurance and a strong role for state intervention.? The mirror
image of this windfall gain appears when a pension system is reformed and
PAYG pensions are (partly) replaced by funding: without additional policy
measures, this leaves the elderly at the time of the reform with no (or lower)
pensions.

Taking these intergenerational redistribution effects of PAYG pensions
into account reveals that the efficiency perspective focussing on the steady
state is too narrow and provides a false image. For example, it is well-
documented that for the textbook case of a dynamically efficient (i.e. R >
Y') overlapping generations economy without risk, the efficiency gain of mov-
ing from a low-returning PAYG scheme to high-returning funded pensions

*However, causality may also run the other way, as argued by Scharfstein (2018).
Pension system choices drives financial system performance and institutional structure.
Overall, the size and depth of a country’s financial system has been stronger, the larger
the call on funding instead of PAYG.

12



is fully absorbed by the burden to compensate all those with accrued rights
in the old setting (Breyer, 1989; Verbon, 1989; Feldstein, 2005; Sinn, 2000).
Hence, a Pareto-improving transformation is not possible, i.e., the existing
PAYG scheme is Pareto efficient. Likewise, it can easily be shown that in
this textbook case the loss for current and future young generations resulting
from the introduction of a PAYG scheme is the annuity of the windfall gain
for the first generation of elderly. Therefore, one cannot say that the PAYG
scheme is inefficient. More generally, the conclusion is that, abstracting from
risk and taking redistribution into account, there are no real efficiency effects
of adjusting the size of a PAYG scheme. It is primarily intergenerational
redistribution, and these redistribution effects should not be ignored when
modelling the optimal mix of PAYG and funding.

Changes in the size of the PAYG scheme may have additional effects,
however. It is, for example, well-documented both for closed economies and
small open economies (Krueger and Kubler, 2006) that the introduction of
more PAYG may be accompanied with a lower fertility rate and lower labor
supply. It is sometimes argued that, due to these effects, a Pareto-improving
reform to more funding in a world without risk may still be possible. For
example, Homburg (1990) shows that a Pareto-improving reform may be
possible when the PAYG contribution rate is perceived as a tax on labor
income. In that case, the move to funding may imply higher labor supply so
part of the reform burden can be borne from the increase in higher (taxable)
labor income. However, this reasoning ignores the reason why the PAYG
scheme is financed by a tax on labor income, namely in order to affect the
intragenerational distribution. If the government wants to retain this intra-
generational redistribution effect, it will have to use another distortionary
tax instrument which offsets the welfare increase resulting from abolishing
the PAYG scheme (Fenge, 1995). Likewise, Van Groezen et al. (2003) show
that even if a PAYG scheme leads to a suboptimally low level of fertility, the
scheme is still Pareto efficient as replacing the implicit debt of the PAYG
scheme by explicit government debt in order to compensate the elderly at
the time of the change will not improve fertility.

The conclusion, assuming dynamic efficiency and taking redistribution
into account, that there are no real efficiency effects of adjusting the size of
a PAYG scheme, is not necessarily true if one allows for risk, however. As
noted by Matsen and Thggersen (2004), the portfolio-diversification model
allows for a Pareto-improving extension of the PAYG scheme as long as the
size of the scheme is below the level that is optimal for young and future
generations.

13



3.3 Political-economy perspective

Taking into account all redistribution effects above, a benevolent social plan-
ner may decide to introduce a PAYG scheme. A number of seminal contri-
butions have defined a role for the government in setting up a PAYG scheme
as a kind of insurance which provides a stable income in good and bad eco-
nomic times in the form of public benefit for the retirees (Enders and Lapan,
1982; Merton, 1983; Verbon, 1989). The role for a benevolent government
is then to bind current and future generations to a risk-sharing contract,
including yet to be born generations. In these models, the initialization of a
public pension plan typically will occur in bad performing financial markets,
like the interbellum period, or a period of widespread poverty as in the 30s
and 50s.

In a representative democracy however, election-oriented politicians may
provide too much social security compared to the welfare-maximizing benev-
olent government. They gain political support from the elderly by providing
them a generous pension. The costs of this for the young working gener-
ation (and thus the loss of their political support) will be small as these
generations can lower savings for retirement, anticipating the continuation
of a generous PAYG scheme by the next generation of politicians (d’Amato
and Galasso, 2010). Moreover, the elderly form an important interest group
with a lot of time to defend their interests.

In a direct democracy, the reduced time horizon of the median voter
implies that, once granted, a generous benefit structure has a strong ten-
dency to preserve (Browning, 1975). Downscaling a too generous public
pension plan is increasingly difficult with an ageing electorate. Reform will
be blocked by the median voter, who will become older and older, so sur-
passing the age of indifference at which the benefits and costs of reform
exactly match (Sinn, 2005).

Generally speaking, the intergenerational redistribution effects form an
important element in explaining political decision making on PAYG pen-
sions. However, also intragenerational redistribution may play an important
role in understanding the politics of PAYG pensions (Hansson and Stuart,
1989; Tabellini, 2000). If a PAYG scheme redistributes from high to low in-
comes, as is often the case, low-income young people may support a PAYG
scheme, even if it hurts their generation.?

3For an overview of the literature on political decision making with respect to PAYG
pensions, see Galasso and Profeta (2002).
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4 Modelling the optimal mix between PAYG and
funding

In the previous section, we presented three perspectives that are relevant
for determining the optimal balance between PAYG and funding: the effi-
ciency perspective, the redistribution perspective, and the politico-economic
perspective.

In this section, we focus on the welfare-maximizing design of the pension
system and develop an analytical framework that takes the three perspec-
tives into account. Using this framework, we sketch the effects of the trends
that we described above upon the optimal balance between PAYG and fund-
ing.

In order to keep the framework as simple as possible, we make some
assumptions. Our analysis distinguishes two overlapping generations, i.e.
we build on the well-known Samuelson-Diamond framework. It abstracts
from intragenerational heterogeneity and, in line with papers like Matsen
and Thggersen (2004), assumes that members of each generation consume
only in the second period of life. In order to allow for time-consistent decision
making by a social planner as in d’Amato and Galasso (2010), our analysis
assumes a quadratic utility function.?

Another assumption is that there is only one type of financial asset. This
can be thought of as a market portfolio consisting of riskless bonds and risky
equity. We argue that there is little need to distinguish explicitly between
bonds and equity in case one wants to study the effects of a downward
trend in the interest rate and in the rate of return on equity, as suggested
in Blanchard (2019) and Rachel and Summers (2019). If only the interest
rate decreases over time and the average rate of return on equity is more
or less a constant, as suggested in Caballero et al. (2017), our assumption
deserves more attention. Theoretically, it is possible that a decline of the
interest rate induces such a big portfolio shift towards equity that on net
the portfolio rate of return increases. We think that such a large portfolio
shift is unlikely, however. This is even more true if at the same time capital
market volatility is increasing. In this analysis, we will abstract from this
possibility and assume that a downward trend in interest rates is reflected
in a decline of the rate of return on the only financial asset in our model.

Finally, as we will show below, the PAYG contribution rate that is opti-

4 Apart from the part on time-consistent decison making, our framework could also be
based on a CRRA utility function as in Matsen and Thggersen (2004). This would not
significantly change most of our results. Derivations available upon request.
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mal in the three models that we study is not restricted to the (0, 1) domain.
A contribution rate higher than one is meaningless in our framework how-
ever as it would imply negative income for the young generation. Similarly,
a contribution rate below zero is also meaningless as it would imply trans-
fers from the old towards the young. Hence, we assume that the set of
exogenous variables and parameters that determine the level of the optimal
contribution rate in the three models is such that this contribution rate is
non-negative and not higher than one.

4.1 The joint return-growth distribution

All the models we study include moments of the joint return-growth distri-
bution. At some points, we need to have an idea about the signs of these
moments and of some statistics that are based on these moments. Statistics
of the means and variances based on annual data are not that meaningful,
given that our unit period covers half the economic life of a generation.
Therefore, we adopt an approach based on variation across countries.® Us-
ing data of 15 countries from the database in Jorda et al. (2017, 2019),°
we calculate for each country the average rate of economic growth and the
average real capital market rate of return in the 1991-2015 period.” Taking
the calculated return and growth realizations of the 15 countries as draws
from the same joint return-growth distribution, we can use these realizations
to estimate the moments of the return-growth distribution.

Table 2 below summarizes the information. Here, we use py to denote
the average rate of economic growth and oy to denote the corrsponding
standard deviation. Similarly, we use ur and ogr to refer to the average
and the standard deviation of the capital market rate of return respectively.
Further, we use p to denote the correlation between the two variables. The
rest of the variables will be defined when we discuss the models.

A few points are worth mentioning. First, the world economy is dy-
namically efficient (in the sense that ur > py, see below), the capital mar-
ket rate of return is far more volatile than the rate of economic growth
(cr > oy) and the two variables are positively correlated (p > 0), al-
though far from perfect. In line with these results, the unhedged risk of

5This approach differs from the one in Matsen and Thggersen (2004) and De Menil et
al. (2016) who allow the return-growth distribution to be different for different countries.

SWe did not use data for Belgium and Canada, as data on the rate of return on wealth
(see footnote 7) were missing for these countries.

" We use Jorda et al. (2017)’s rate of return on wealth, defined as a weighted average
of the rates of return on housing, equity, bonds and bills.
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funding (Xg = 0% — 0%y ) is much higher than the unhedged risk of PAYG
(Xy =0} — 0%y)-

Table 2: Data (1991-2015)

uy 0.6
HR 4.5
oy 0.2
OR 2.8
p 0.2
n 0.6
Xy -0.1
Xn 7.6
Sy 2.6
Sr 38.3
Sry 8.9
Sp—y | 23.1
Sa 1.0

4.2 Efficiency: a portfolio diversification model

As discussed above, the Aaron rule is simple: finance pensions fully on the
basis of PAYG (funding) if the rate of economic growth exceeds (falls below)
the capital market rate of return. But, as we argue, it is too simple as it
does not recognize that both rates vary over time. The so-called portfolio
approach in pension plan design explicitly takes this into account. Therefore,
we start building our framework by setting up a portfolio diversification
model that fits with this approach.

We assume an agent who lives two periods, earns labour income W in
the first period of his life and consumes ¢ in the second period of his life.
Hence, the utility function for the agent born in period ¢ reads as

1 =2
up = *§Et(0t+1 — Ct11) (1)
where ¢;y1 refers to the bliss point of consumption. We assume that this
bliss point is proportional to wealth in the previous period: ¢;41 = YWr.
This formulation has some association with the concept of habit formation.
A given amount of consumption is valued less the higher one’s income in
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earlier times. In order to ensure that the marginal utility of consumption is
always positive, we choose v sufficiently high. To see what this means, we
formulate the consumption equation.

Consumption when old is made up of two components: income that
equals savings plus the returns from investing these savings in the financial
market (i.e., funding) and income that comes from transfers by the young
at that time (i.e., PAYG):

1= 1 =)W (1 + Rpy1) + e i Wi (1 4+ Vi) (2)

Here, R;11 denotes the rate of return on the capital market which we assume
has maximum value R. Y;,; denotes the rate of economic growth with
maximum value Y. From this consumption equation it follows that the
maximum of ¢;1/Wy is 1 + R or 1+ Y, whichever is highest. Hence, v >
max(1+R,1+Y) is a sufficient condition to ensure that the marginal utility
of consumption is always positive.®

As regards the rate of return on the capital market and the rate of
economic growth, we introduced in the previous subsection ug, ogr, uy and
oy, the mean and standard deviation of the rate of return on the capital
market and the rate of economic growth respectively. We also introduced
p as the coefficient of correlation between the two variables, so that we can
define U%Y as their covariance. Taken together, these variables define the
time-invariant joint distribution of the rate of return on the capital market
and the rate of economic growth, to which we will refer below as the return-
growth distribution.

We make two further assumptions as regards the moments of this dis-
tribution. The first is that output is positive: 1 4+ py > 0. The second is
that of dynamic efficiency. We take the economy to be dynamically efficient
in the sense that on average the rate of return on saving exceeds the rate
of economic growth: pupr > py. Given that the processes for R and Y are
imperfectly correlated, this leaves open the possibility that the rate of return
is lower than the rate of economic growth in a particular state. To explain
this assumption more precisely, it is important to recall our interpretation of
the financial asset in our model as a basket of bonds and equity. Assuming
dynamic efficiency thus does not mean that we assume the interest rate to
be higher than the rate of economic growth (which would be an assumption

8The requirement that the marginal utility of consumption is always positive is the
only reason that we make the assumption that ¥ and R are bounded from above. Note
that this is entirely consistent with the stochastic nature of the distributions of the two
variables, as long as the right tails of these two distributions are bounded.
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hard to defend). It does mean that we assume that the rate of return on
the portfolio of bonds and equity exceeds the rate of economic growth on
average.” The results in Jorda et al. (2019) suggest this is a very mild as-
sumption. That paper finds that the rate of return on wealth has exceeded
the rate of economic growth across most countries over the past 150 years.

Throughout the paper, we will also use the expected value of the square
of the rate of return on the capital market (Sg) and of the rate of economic
growth (Sy). Hence, Sg = (1+ug)*+0% and Sy = (14+puy )*+0%. Similarly,
we define Sy as (1+ ug)(1+ puy) + 0%y and Sg_y as (ug — py)2 +0%_y
(where 0% _y = 0% + 0% — 20%y).

Finally, we decompose economic growth into non-stochastic population
growth (n) and stochastic productivity growth (G). Hence, the distribution
of 1+ Gy = (14Y:)/(1+ n) is proportional with that of economic growth:
1+ pe=1+py)/(1+n), 0% =02 /(14 n)? and Sg = Sy /(1 +n)?.

In line with Aaron (1960) and Matsen and Thegersen (2004), we optimize
the size of the PAYG scheme for a generation in the steady state. That is,
we assume that the contribution rate is constant (i.e. 7, = 741 = 7) and
maximize utility in equation (1) with respect to this contribution rate.'®
This yields the following expression,

«  —(v=(0Q+ugr))(pr — py) Xr 3
Tpd _ 2 _ 2 (3)
(kr — py)? + Xr+ Xy (kR — py)? + X+ Xy

where subscript T;d refers to the optimal contribution rate in the portfolio
diversification model and X = 012% — U%;LY and Xy = 032/ — U%;LY stand for
the unhedged risk of funding and PAYG respectively.!!

As in Dutta et al. (2000) and Matsen and Thggersen (2004), the ex-
pression in equation (3) has two components, an ezxcess return component

9 As we include bonds in the portfolio, our concept of dynamic efficiency seems stronger
than the assumption tested in the literature on dynamic efficiency that the average
marginal product of capital exceeds the rate of economic growth (Abel et al. 1989).
It seems less strong as we impose the inequality between the rate of return and the rate
of growth to hold only on average. It is not possible to draw a strong conclusion on this,
however, given the difficulties that are inherent to measuring the marginal product of
capital (Blanchard, 2019).

10We assume that the wage rate when young is known and focus on traditional risk
sharing, in contrast to Rawlsian risk sharing where the stochastic wage rate when young
is assumed not to be realized yet. Given that we assume that the trend in income growth
is stochastic, the difference between traditional and Rawlsian risk sharing is small and
and only stems from the correlation of wage growth and returns on the financial markets
(see Matsen and Thggersen (2004), section 4).

10One can easily derive that the second-order condition of the optimization problem
holds true: 8%u;/(91)% < 0 for all values of 7.
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and a hedging component. The excess return component echoes the Aaron
condition. Indeed, if we abstract from risk (i.e. 0% = 0% = 0),'? we find
that 77, = 0 (funding dominates PAYG) if pug > py and 7, = 1 (PAYG
dominates funding) if pr < py.'*> However, in a dynamically efficient en-
vironment with risk as we assume here, the optimal share of PAYG is a
continuous and decreasing function of ur — puy. In particular, a higher
expected growth rate py increases the optimal PAYG contribution rate,
whereas a higher expected rate of return on the capital market ur decreases
the optimal PAYG contribution rate (See appendix A for the elaboration of
the relevant derivatives).

The hedging component indicates which portfolio, i.e. which shares of
PAYG and funding, minimizes the variance of the portfolio rate of return.
The share of PAYG is increasing in the unhedged risk of funding Xg, i.e.
in the variance of return on savings as far as this return is not correlated
to the return on the PAYG scheme. Similarly, an increase in the unhedged
risk of PAYG Xy decreases the optimal size of the PAYG scheme. Related,
the optimal contribution rate is increasing in capital market volatility. The
impact of a change in output volatility cannot be unambiguously signed,
however, when Xy < 0, as borne out by the data.

Increasing the correlation between the rate of return on the capital mar-
ket and the rate of economic growth (for given variances 0% and 0%) lowers
both the unhedged risk of funding and that of PAYG. This raises or reduces
the share of PAYG in case the initial contribution rate T;d is higher respec-
tively lower than 50 percent.!* The latter corresponds with the numerical
results in Matsen and Thogersen (2004).

Equation (3) makes clear that it is crucial to account for the time-varying
nature of both the rate of return on the capital market and the rate of
economic growth. In contrast to what the Aaron rule prescribes, in general it
will be optimal to rely on a mix of PAYG and funding, with the composition
of the mix depending on the expected returns and the unhedged risks of both
ways of financing.

This conclusion remains valid if we change our utility function and as-
sume that the bliss point ¢,y is proportional to wealth in the current pe-
riod instead of the previous period, i.e. ¢ir1 = VregWer1, where we define
Yrel = 77/ (1 + pg) so that the expected value of the bliss point remains the

12For obvious reasons, for this exercise we do not impose dynamic efficiency and do not
require that the interior solution of the model lies between zero and one.

3Note that v > maz(1+ R,1+Y) implies v > 1+ pr.

1 Note that Tpa refers to the share of contributions to the PAYG scheme in total collec-
tive and individual pension contributions.
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same. This changes the association with habit formation into an association
with relative utility. A given amount of consumption when old is valued
less the higher the wealth of the current young generation. The optimal
contribution in that case equals:

o= A+ pr)) ey = pr) Xr+7Xy
pdrel = iy —ur)?2 + X+ Xy | (uy —pr)2 + Xp+ Xy

(4)

Comparing equations (3) and (4) shows that 7, ., > 77, if Xy > 0. That
is, if unhedged income risk is positive, relative utility makes PAYG more at-
tractive as it provides a hedge against changes in the value of the benchmark
income (i.e., the income of the young). In other words, it insures pensioners
against the risk of being outperformed. This conclusion is in line with Knell
(2010).1°

The portfolio diversification model is an important step forward com-
pared to the Aaron setup. However, it suffers from a serious drawback: it
analyses the optimal size of the PAYG scheme for steady-state generation
and does not pay attention to redistribution between generations, which
may be as relevant as the efficiency considerations that are accounted for
by the portfolio diversification model. Indeed, the portfolio diversification
model cannot explain cross-country differences in the share of PAYG financ-
ing that relate to the (lack of) income of retired generations at the time the
PAYG scheme was set up. Therefore, we will now add redistribution con-
siderations to the portfolio diversification model and thus construct a model
that combines equity and efficiency perspectives.

4.3 A combined efficiency-redistribution model

In order to account for the interests of successive generations, we assume
that the contribution rate for the PAYG scheme is set once-and-for-all by a
benevolent social planner that takes into acount the effects on all current and
future generations. That is, the social planner maximizes a social welfare
function that consists of the (discounted) utilities of the generation who is
old when the size of the PAYG scheme is chosen, of the generation who is
young at that time and of all successive generations:

15Bilancini and D’Antoni (2012) point to another potential effect: relative consumption
may make the PAYG system less effective in hedging financial market risk. Therefore,
they argue, in general the net effect is ambigous. As is evident from equations (3) and
(4), in our model the net effect of changing from habit formation to relative utility is
unambiguously positive, as long as Xy > 0.
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SWE, = _%(Ct —&)? — %(1 + n)AEt<(Ct+1 - 5t+1)2> (5)

1 ~ -
- S0+ n)2A2Et((ct+2 - ct+2)2) — .

Note that 14+n measures the size of generation ¢ relative to that of generation
i —1. A indicates the social discount rate.'® We define A as A/Sg. We
correct the pure discount rate A for expected productivity growth in order
to avoid the counterintuitive outcome that the policymaker chooses a low
contribution rate such as to compensate the young and future generations for
the utility losses that are due to productivity growth (productivity growth
produces an efficiency loss as the bliss level of consumption is dynamic in
our framework, i.e. increases if the economy grows).

The time-invariant nature of the return-growth distribution allows us to
derive a more compact expression for the social welfare function. As always,
we need the assumption that A is not too large in order for the infinite sum
of terms in equation (5) to converge. Here, this implies that A < 1/(1+n).

We adopt the same specification for the bliss level of consumption as
before, i.e. ¢i41 = YWy, Hence, ¢¢ — ¢, which refers to the old generation,
reads as ¢ — YW;_1. However, we prefer to write this expression in terms
of a PAYG part and the rest, i.e. ¢ —yWi—1 = Wi(7(1 + n) + w), where
wy is the relative wealth level of the old, defined as (1 —7—1)(1 4+ Ry)/(1 +
Gt) —v/(1 + Gy), i.e. the financial wealth of the old (minus the bliss point
of consumption), compared to the human capital of the young. In order to
ensure that the marginal utility of consumption is always positive, we need
to assume now that v > 24+ R+ Y.'7 Note that this assumption implies
that wy < 0.

Using this expression for ¢; — ¢; and the assumptions regarding the joint
return-growth distribution, the social welfare function can be written as

YThe Benthamite utility function in equation (5) implies that the effective discount
rates applied to successive generations differ a factor (1—|—n)A. The Millian utility function
does not attach a higher weight to future generations just because these generations are
bigger, thus replacing the factor (1 +n)A with A (Canton and Meijdam, 1997). Such a
change of utility function would not change our results fundamentally. Effectively, moving
from a Benthamite to a Millian utility function would increase the weight the social planner
attaches to the interests of the generation that is old at the time of introduction of the
scheme relative to the weight of all other generations if n > 0. If n < 0, the opposite holds
true.

'"This is different from the condition in the previous section (y > maz(l + R,1 +Y)),
as the model in this section features two PAYG contrbution rates (the optimal rate and
the historical rate), which can be different.
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follows:
1
SWE, = —§Wt2(r(1+n)+wt)2 (6)

1 R . A
— §WE ((1 +n)A + Sg(1 +n)2A? + S4(1 +n)3A3 + ) X

X

(=0 + )+ 7+ y) =)

((1 — 7')20123 + 7'2012/ +27(1— T)J%Y)}

where we have used A as a shortcut for A/(1 — ASy /(1 + n)).

Note that the fact that the social welfare function can be rewritten as
in equation (6) implies that the contribution rate that would be optimal for
future generations is exactly the same as the rate T;d that is optimal for
the current young generation. This is remarkable as the wage rate for the
current young is known, while the wage rate for future generations is still
uncertain. The fact that future generations face a wage risk affects their
weight in the social discount factor (as can be seen from the Sy in A) but
not their preferred contribution rate. In other words, in contrast to, for
example, Matsen and Thggersen (2004), Rawlsian risk sharing plays no role
in our model. It can easily be checked that this relates to the quadratic
specification of the utility function we use. Adding an additional term for
risk aversion'®, for example, would imply that the social welfare function
cannot be rewritten as in equation (6). Consequently, in that case there
would be a role for Rawlsian risk sharing and the contribution rate that is
optimal for future generations would be different from the optimum for the
current young.

It follows from equation (6) that the contribution rate 7* that optimizes
the social welfare function can be written as a weighted average of the con-
tribution rate that maximizes utility of the current old 7 and the rate that
maximizes the utility of the current young and future generations T;dl

Tor = 075 + (1 = B)7pa (7)

where the subscript er refers to the combined efficiency-redistribution model,
B defines the weight given to the current old generation, i.e. 5 = (1+
n)/((1+n)+ ASg_y), and 7 = —w;/(1 +n).1?

18Tn that case the utility function would look like u; = — %Et (ce1—Crq1 V2 —BVary (ce41—
¢t+1) where Vars(ce41 — Ce+1) stands for the variance of consumption.
9Strictly speaking, 7 and 7. should carry a time index t. We omit these time indices

23



This result shows that, although a change from funding towards PAYG
is a zero-sum game in financial terms, i.e. it is merely redistribution be-
tween generations as stressed by Sinn (2000), there is a unique level of the
contribution rate that maximizes social welfare. One reason for this is that
our model not only looks at the returns of PAYG and funding, but also in-
cludes risk factors. But even if we abstract from these risk factors, there is
a well-defined optimal contribution rate. The reason for this is that, even if
it is merely redistribution, a social planner can decide to introduce a PAYG
scheme, depending on the relative weights of the various generations in the
social welfare function and their marginal utility of income. For example, in
case of a relatively poor generation of elderly, for example due to a low wage
income in the past and/or a low return on their savings (and a correspond-
ingly high marginal utility of income), the social planner may decide to offer
some wealth of young and future generations (with relatively low marginal
utility of income) and introduce a PAYG scheme in order to give the old a
decent level of consumption. Actually, this may have been the primary rea-
son that countries introduced PAYG schemes after the great depression and
WWIL. Indeed, our result shows that the expected rate of return on savings
and the expected rate of economic growth, their volatilities and their corre-
lation, as well as the relative wage income and the realized rate of return on
saving of the old are all relevant.

In order to explore how the contribution rate that is optimal according
to the combined efficiency-redistribution model relates to the moments of
the return-growth distribution, we again employ differentiation. We use
the expression in equation (7) to write dr;, /dz as (1 — B)07,,/0x + (75 —
T;d)ﬁﬁ/(‘):c for x = pg, py,0r,0y. Given that 0 < § < 1 and making the
plausible assumption that 75 > 7., it then follows that d7, /dz and 07, /0x
will have the same sign if the signs of 93/0z and 0T /Ox are equal.

In appendix B, we formally derive expressions for 93/0ur, 08/0uy,
0B /0o and 0 /0oy . There we find that 06/0ur < 0. A higher expected
capital market rate of return raises the opportunity costs of a marginal
increase in the PAYG contribution rate for the young and future generations,
calling for a lower PAYG contribution rate. Hence, a permanent decline in
the expected rate of return on the capital market raises the optimal PAYG
contribution rate in the combined efficiency-redistribution model, just as in
the portfolio diversification model.

to stress that the PAYG contribution rate calculated in equation (7) is set at a value that
is supposed to last forever. Obviously, this is time-inconsistent, an issue we will return to
below.
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The effect of a change in py upon f is opposite: 95/duy > 0. A higher
expected growth rate reduces the weight attached to the young and future
generations, calling for a higher PAYG contribution rate. Again, the two
models have qualitatively the same result: lower expected economic growth
calls for a lower PAYG contribution rate.

The same cannot be said about a change in capital market volatility.
Appendix B derives that 038/0dor < 0. Higher capital market volatility
increases the expected square capital market rate of return and thus in-
creases the opportunity costs of an increase in the PAYG contribution rate
for young and future generations. This calls for a lower PAYG contribution
rate. Hence, the effect of higher capital market volatility in the combined
efficiency-redistribution model is ambiguous. Efficiency calls for a higher
PAYG contribution rate, redistribution for a lower one.

Furthermore, 08/00y > 0. Given that we derived that the effect of a
change in output market volatility on the PAYG contribution rate is am-
biguous in the portfolio diversification model, the corresponding effect is
ambiguous in the combined efficiency-redistribution model as well.

The combined efficiency-redistribution model developed in this section
assumes that the social planner sets the contribution rate once-and-for-all.
This is a strong assumption, however. Reoptimizing the same welfare func-
tion at a future moment in time will only lead to the same outcome if the
relative wealth position of the old generation is identical to that of the old
at the moment the initial decision was made. This will in general not be
the case, as the PAYG-scheme affects savings and both wage growth and
the return on savings are stochastic. In other words, the solution of the
efficiency-redistribution model is time-inconsistent. To resolve this problem,
we will in the next section adopt a time-consistent approach as in d’Amato
and Galasso (2010).

4.4 A time-consistent efficiency-redistribution model

The model in this section generalizes the benevolent government model
in d’Amato and Galasso (2010) by accounting for stochastic productivity
growth. We use the same utility function and social welfare function as in
the previous sections (see equations (1) and (5)). But instead of assuming
that the social planner sets the contribution rate to the PAYG scheme once-
and-for-all, we now assume that the planner in period ¢ only decides about
the contribution rate in that period. The contribution rate in period ¢ + 1
will only be chosen after period ¢ + 1 has arrived. Consequently, for the
decision by the benevolent government about the period-¢ contribution rate
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only the utilities of the two generations alive in period t are relevant. This
approach involves finding a policy function that relates the optimal PAYG
contribution rate in a period to the state at the beginning of that period,
i.e. the relative wealth position of the elderly as indicated by wy.

In the previous section, we assumed that v > 24 R+ Y. In this section,
we follow d’Amato and Galasso (2010) and also assume that v > Sgr/(1+ur)
to ensure that a higher contribution rate for the young without any higher
benefit in the future lowers the expected utility of the young. Combining
the two assumptions, we thus impose that v > max(2+R+Y, Sr/(1+pug)).

The policy function can then be shown to read as follows (see appendix
C for the derivation),

o _ (0 +pr) = Sp)(1+n) —ASk) 1 " -
et ASR(Sr — Sry) ASp

where we use subscript tc to refer to the time-consistent model.?"

As in the combined redistribution-efficiency model, the expression for the
optimal PAYG contribution rate consists of a time-invariant part and a part
that is responsive to the state of the economy. The time-invariant part is
strictly negative if we impose that A > Sy /(Sgr(14+n)). We impose this con-
dition for two reasons. Without it, first, the marginal utility of consumption
of the old generation would become non-positive. Second, intergenerational
risk sharing would be more than 100%, i.e. dc /dwt‘n:n*c,t < 0, whereas
dct/dwt\n:o > 0.

Starting with the state-dependent part (the last term at the RHS of
equation (8)), the impact of the state of the economy upon the optimal
PAYG contribution rate is negative. The state of the economy relates to
the relative wealth position of the old generation. The lower its relative
wealth, the higher will be the PAYG contribution rate. Both a higher value
for the expected square of the rate of return on the capital market and a
higher social discount rate increase the weight of future generations in the
social welfare function, making the optimal PAYG contribution rate less
responsive to a change of the state.

It is interesting to compare the slope of the policy function, dry.,/dw;,
with the corresponding slope in the combined efficiency-redistribution model,
dr}./dw, in equation (7). We derive that the former slope is larger than the

20The expression in equation (8) generalizes the one in d’Amato and Galasso (2010).
One can easily derive that the result obtained by d’Amato and Galasso (2010) emerges if
productivity risk and productivity growth in equation (8) are put to zero.
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latter (in an absolute sense).?! Our interpretation is as follows. When the
social planner sets the contribution rate once-and-for all, any change in the
contribution rate is permanent. As the interests of the old generation on the
one hand and the young and future generations on the other hand diverge,
it is generally suboptimal to set a higher contribution rate in period ¢ and
all other periods in order to compensate for a relatively low wealth position
of the elderly in period t. In the time-consistent model, the perspective
for the social planner is different as he does not decide on the contribution
rate in future periods, but only indirectly affects decision making in these
periods via the effect of PAYG contributions on savings. Hence, the social
planner has more freedom to compensate a relatively low wealth position of
the elderly in a particular period by setting a higher contribution rate for
that period.

The intercept in the equation for the optimal contribution rate (the
first term on the RHS of equation (8)) is also a function of the expected
rate of growth, the expected capital market rate of return and capital
market volatility. In appendix D, we elaborate the derivatives 07 /0x
for x = pgr,py,oRr,0y, where 7}, denotes the intercept. We find that
07;./0pr < 0. A higher expected capital market rate of return increases
the opportunity cost for the young generation of an increase in the PAYG
contribution rate, calling for a lower PAYG contribution rate. In this re-
spect, the time-consistent model is similar to the combined redistribution-
efficiency model. The same holds true with respect to the impact of a higher
expected rate of economic growth. Again, higher expected economic growth
reduces the weight of the young generation and brings the social planner to
choose for a higher PAYG contribution rate.

The impact of higher capital market volatility is ambiguous in both mod-
els. In the time-consistent model, an additional mechanism plays a role.
Higher capital market volatility makes the future policymaker less respon-
sive to a change in the state variable w;y1. This implies less insurance for
the currently young when they become old, for which the current policy-
maker wants to compensate them in the form of a lower contribution rate.
This mechanism also explains that higher output volatility increases the

2n particular, we derive that |d7s.,+ /dwe| > |d7,/dw,| as long as the following condition
holds true: (Sr—vy/Sr) > (1-Sy/((1+n)ASr))(1—(1+n)A). This will be the case if A—
Sy /(Sr(1+mn)) is not too large (see appendix D, where we use the same argument to sign
derivatives of the intercept of the policy function). Suppose that we would impose for the
sake of argument that A — Sy /(Sr(14+n)) = 0. Then the RHS of this inequality condition
would be zero and the condition would hold true. Invoking a continuity argument, the
same result applies as long as A — Sy /(Sr(1 4+ n)) is not too large.
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optimal contribution rate. Higher output volatility makes the future poli-
cymaker more responsive to shocks in the state variable, thereby increasing
the insurance for the currently young in the following period.

5 Concluding remarks

We started this paper with a question: do the worldwide trends that we have
observed in the past imply that we should consider reviving PAYG? More
precisely, should we consider to increase the share of PAYG in the financing
of nationwide pension schemes? Obviously, the future is unknown and we
cannot be sure that the trends observed will continue. So, let us rephrase
our question in a conditional sense: should we consider reviving PAYG if
the low average rate of economic growth, the low average capital market
rate of return, the low volatility of economic growth and the high volatility
of the capital market rate of return persist in the coming decennia?

Table 3: Results

Portfolio Combined Time-consistent
diversification | efficiency-redistribution model
model model
oT*/Our - - -
or™ /Oy + + +
or* / Jdor + ? ?
oT* /0oy ? ? +

Table 3 summarizes the results of the three models studied in this paper.
The results may be a bit puzzling at first sight, as the three models give
different answers on the impact of trends on the optimal size of PAYG.
Looking closely, the results are more informative. The three models differ
in their assessment of the impact of changes in volatility. The trends in
capital market volatility and output volatility look less dramatic than the
other trends however, particularly that of a declining interest rate. On the
impact of the other trends, those of declining average growth rates and
capital market rates of return, the three models give the same assessment,
despite their differences in focus.

One may approach the results in table 3 also from a different angle.
Given that of the three models studied in this paper, only the time-consistent
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efficiency-redistribution model incorporates efficiency, redistributional and
political-economic aspects, one might give this model a larger weight in
evaluating the impact of the four trends. What we then notice is that
the overall impact of the four trends is unclear. The decline in the average
capital market rate of return points in the direction of a larger PAY G scheme,
whereas the trends of lower average growth and lower output volatility point
in the other direction.

Given these ambiguities in results, it is difficult to draw a sharp conclu-
sion. The fact that the trend of a decline in interest rates is more dominant
than the other trends (occurring over a longer period of time and stronger in
relative terms) suggests that this trend could be given a larger weight, how-
ever. And on this trend, the three models draw a similar conclusion. Hence,
we conclude that, despite the differences between models and trends, there
is a case for reconsidering the role of PAYG in pension schemes.

29



References

1]

2]

[10]

[11]

[12]

Aaron, H. (1966). The Social Insurance Paradox, The Canadian Journal
of Economics and Political Science 32, 371-374.

d’Amato, M. and V. Galasso (2010). Political intergenerational risk
sharing, Journal of Public Economics 94, 628-637.

Abel, A.B., N.G. Mankiw, L.H. Summers and R.J. Zeckhauser (1989).
Assessing Dynamic Efficiency: Theory and Evidence, Review of Eco-
nomic Studies 56, 1-20.

Aggarwal, R. and J.W. Goodell (2013). Political-economy
of pension plans: Impact of institutions, gender, and cul-
ture, Journal of Banking and Finance 37, 1860-1879,
http://dx.doi.org/10.1016/j.jbankfin.2012.05.008.

Bilancini, E. and M. D’Antoni (2012). The desirability of pay-as-you-go
pensions when relative consumption matters and returns are stochastic,
FEconomics Letters 117, 418-422.

Blanchard, Olivier (2019). Public Debt and Low Interest Rates, Amer-
ican Economic Review 109, 1197-1229.

Bonenkamp J., L. Meijdam, E. Ponds and E. Westerhout (2017).
Ageing-driven pension reforms, Journal of Population Economics 30,
953-976.

Breyer, F. (1989). On the Intergenerational Pareto Efficiency of Pay-
as-you-go Financed Pension Schemes, Journal of Institutional and The-
oretical Economics 145, 643-658.

Browning, E.K. (1975). Why the social insurance budget is too large in
a democracy, Economic Inquiryl3, 373-388.

Caballero, R.J., E. Farhi and P.-O. Gourinchas (2017). The Safe Assets
Shortage Conundrum, Journal of Economic Perspectives 31, 29-46.

Canton, E. and L. Meijdam (1997). Altruism and the Macroeconomic
Effects of Demographic Changes, Journal of Population Economics 10,
317-334.

Carvalho, C., A. Ferrero and F. Nechio (2016). Demographics and real
interest rates: Inspecting the mechanism, Furopean FEconomic Review
88, 208-226.

30



[13]

[14]

[15]

[16]

[17]

[18]

[19]

[20]

[21]

[22]

[23]

[24]

Disney, R. (2004). Are contributions to public pension programmes a
tax on employment? FEconomic Policy 19, 267-311.

Dutta, J., S. Kapur and J.M. Orszag (2000). A portfolio approach to
the optimal funding of pensions, Fconomics Letters 69, 201-206.

Enders, W. and H.E. Lapan (1982). Social Security Taxation and Inter-
generational Risk Sharing, International Economic Review 23, 647-658.

European Commission (2018). The 2018 Ageing Report: Economic and
Budgetary Projections for the EU Member States (2016-2070), Brussels.

Favero, C.A., A.E. Gozluklu and H. Yang (2016). Demographics and
the behavior of interest rates, IMF Economic Review 64, 732-776.

Feldstein, M. (2005). Structural reform of Social Security, Journal of
Economic Perspectives 19, 33-55.

Fenge, R. (1995). Pareto-efficiency of the pay-as-you-go pension system
with intragenerational fairness, Finanzarchiv 52, 357-363.

Galasso, V. and P. Profeta (2002). The Political Economy of Social
Security: A Survey, European Journal of Political Economy 18, 1-29.

Gordon, R.J. (2016). Perspectives on the rise and fall of American
growth, American Economic Review 106, 72-76.

Groezen, B.J.A.M. van, T. Leers and A.C. Meijdam (2003). Social secu-
rity and endogenous fertility: Pensions and child allowances as Siamese
twins, Journal of Public Economics 87, 233-251.

Hansson, I. and C. Stuart (1989). Social security as trade among living
generations, American Economic Review 79, 549-559.

Hinz, R. (2012). The World Bank’s pension policy framework and the
Dutch pension system: a paradigm for the multi-pillar design?, in L.
Bovenberg, C. van Ewijk and E. Westerhout (eds.), The Future of Multi-
Pillar Pensions, CUP, 46-89.

Holston, K., T. Laubach and J.C. Williams (2017). Measuring the nat-
ural rate of interest: International trends and determinants, Journal of
International Economics 108, 559-575.

Homburg, S. (1990). The Efficiency of Unfunded Pension Schemes,
Journal of Institutional and Theoretical Economics 146, 640-647.

31



[27]

Jorda, O., M. Schularick and A.M. Taylor (2017). Macrofinancial
History and the New Business Cycle Facts, in M. Eichenbaum and
J.A. Parker (eds.), NBER Macroeconomics Annual 2016 31, Chicago,
Chicago University Press, consulted 19-04-2020.

Jorda, O., K. Knoll, D. Kuvshinov, M. Schularick and A.M. Taylor
(2019). The rate of return on everything, 1870-2015, Quarterly Journal
of Economics 134, 1225-1298.

Knell, M. (2010). The Optimal Mix Between Funded and Unfunded
Pension Systems When People Care About Relative Consumption, Eco-
nomica 77, 710-733.

Krueger, D. and F. Kubler (2006). Pareto-Improving Social Security
Reform when Financial Markets are Incomplete!?, American Economic
Review 96, 737-755.

Lunsford, K.G. and K.D. West (2019). Some Evidence on Secular
Drivers of US Safe Real Rates, American Economic Journal: Macroe-
conomacs 11, 113-139.

Matsen, E. and . Thggersen (2004). Designing social security - a port-
folio choice approach, Furopean Economic Review 48, 883-904.

Menil, G. de, F. Murtin, E. Sheshinski and T. Yokossi (2016). A ra-
tional, economic model of paygo tax rates, Furopean Economic Review
89, 55-72.

Merton, R.C. (1983). On Consumption Indexed Public Pension Plans,
in Z. Bodie and J.B. Shoven (eds.), Financial Aspects of the United
States Pension System, Chicago: UCP, 259-290.

Negro, M. Del, D. Giannone, M.P. Giannoni and A. Tambalotti (2019).
Global trends in interest rates, Journal of International Economics 118,
248-262.

OECD (2016). OECD Pensions Outlook 2016.
OECD (2017). Pensions at a Glance 2017; OECD and G20 Indicators.

OECD (2019). Pensions at a Glance 2019; OECD and G20 Indicators,
OECD Publishing, Paris, https://doi.org/10.1787/b6d3dcfc-en.

Perotti, E. and A. Schwienbacher (2009). The political origin pension
funding, Journal of Financial Intermedation 18, 384-404.

32



[40]

[41]

[42]

[43]

[44]

[45]

[46]

[47]

[49]

Rachel, L. and L.H. Summers (2019). On Falling Neutral Real Rates,
Fiscal Policy, and the Risk of Secular Stagnation, Brookings Papers on
Economic Activity, Spring.

Rivera-Rozo, J.A., M.E. Garcia-Huitrén, O.W. Steenbeek and S.G. van
der Lecq (2018). National culture and the configuration of public pen-
sions, Journal of Comparative Economics 46, 457-479.

Scharfstein, D.S. (2018). Presidential Address: Pension Policy and the
Financial System, Journal of Finance 73, 1463-1512.

Schmelzing, P. (2020). Eight centuries of global real interest rates, R-
G, and the ‘suprasecular’ decline, 1311-2018, Bank of England Staff
Working Paper 845.

Sinn, H.-W. (2000). Why a Funded Pension System is Useful and Why
It is Not Useful, International Tax and Public Finance 7, 389-410.

Sinn, H.-W. (2005). Europe’s Demographic Deficit, a Plea for a Child
Pension system, De Economist 153, 1-45.

Summers, L.H. (2015). Demand Side Secular Stagnation, American
Economic Review 105, 60-65.

Tabellini, G. (2000). A Positive Theory of Social Security, Scandinavian
Journal of Economics 102, 523-545.

Verbon, H.A.A. (1989). Conversion Policies for Public Pension Plans
in a Small Open Economy, in B.A. Gustafsson and N.A. Klevmarken
(eds.), The Political Economy of Social Security, Contributions to Eco-
nomic Analysis 179, Elsevier, 83-95.

Wagener, A. (2003). Pensions as a portfolio problem: fixed contribution
rates vs. fixed replacement rates reconsidered, Journal of Population
FEconomics 16, 111-134.

33



Appendices

A Determinants of the optimal PAYG rate in the
portfolio diversification model

Recall the expression of the optimal contribution rate in the main text,
equation (3):

o _ (0= (L4 pr))(py — pr) Xr
PET (uy —pr)?2+ X+ Xy (uy — pr)? + Xg + Xy

Further, recall our assumptions that v > max(1 + R, 1 +Y), pr > py
and 0 < T;d < 1. We can then derive the following about the signs of the
derivatives of this optimal contribution rate with respect to ur and py:

—(v= (U4 ur) = (R — py)) = 2754 (1R — py)
Sr-vy

OTpq/O1r =

If we further assume that v > (1+ pr) + (ur — py), 07,,/0pr < 0.

(v = (L4 pr)) + 275, (kR — pv)
Sr-vy

8T;d/auy =

Without any further assumptions, we note that 977, /Ouy > 0.

2(1 = 7)) (XR/oR) + poy
Sr-vy

OTpq/00R =

If we further assume that Xp > 0 and p > 0 (see Table 2), 07,,/0or > 0.

_2T;d(XY/UY) _ POR
Sr—y Sr-y

OT,q/ 0oy =

If we further assume that p > 0 Xy <0 (see Table 2), 97,,/0cy cannot be
signed.

—(1— QT;d)O'RO'Y

Sr-y

aT;d/ap =
If we further assume that 7., > 0.5 (7, < 0.5), 97,/9p > 0 (97,,/9p < 0).
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B Determinants of the weight of the old gener-
ation in the combined efficiency-redistribution
model

Recall the expression of the weight of the old generation in the main text,

(14+n)

= (14+n)+ASr_y

which, given the definition of A, can be written as

(1+n)Se(l — A(1l +n))
(1 + n)Sg(l — A(l + n)) + ASR,Y

B =

Further, recall our assumption that pur > py. We can then derive the
following about the signs of the derivatives of this weight with respect to ug
and py:

—2BA(pr — py)
(1 + n)Sg(l — A(l + n)) + ASp_y

9B/0ur =

Without any further assumptions, we note that 95/0ur < 0.

2(1 = B)((A + py) /(A +n))(A = A(1 +n)) + 268A(pr — py)
(1 + n)Sg(l — A(l + n)) + ASR_Y

0B/0uy =

Without any further assumptions, we note that 93/0uy > 0.

—28A(XR/oR)

96 /dor = (14+n)Sa(1 — A(1+n)) +ASg_y

If we further assume that Xz > 0 (see Table 2), 98/0dor < 0.

2(1 — Boy (1 — A(1+n))/(1 +n) — 2BA(Xy /oy)
(1+n)Sg(l—A(l+n))+ ASgr_y

98/doy =

If we further assume that Xy < 0 (see Table 2), 98/9cy > 0.

2BAcRroy
(1+n)Sq(l —A(l1+n))+ ASgr_y

9B/0p =
Without any further assumptions, 93/9p > 0.
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C Derivation of the policy function of the benev-
olent social planner model
In order to find the policy function that maximizes the social welfare function
in equation (6), we have to take three steps. First, we derive the first-order
condition for optimal policies, 0SW F;/01; = 0, where the values of the
policy instrument in other periods, 7y4; ¢ # 0, are all taken as given:
Tt(1+Tl)+wt (Cl)
- A(E [Te41(1+ Y1)+ Rey1)] + (1 —7)Sp — (1 + NR)’Y)
=0
The second step is to make a guess for the functional form of the policy func-

tion 7¢(w;). Given the quadratic nature of the utility function, we assume a
linear form:

7t = &o + &1we (C.2)

This implies that the expectations term on the second line of equation (C.1)
can be elaborated as follows:

E[ry1(1+ Y1)+ Rey)] = (C.3)
§oSry +&(1+n)(1 —7)Skr — &y (L +n) (1 + pg)

Substituting this result in equation (C.1) and rearranging terms gives the
following expression for 7:

(1+n) +ASp + (1 +n)61ASR) 7 = (C.4)
— wi+ASp — A(1+ pg)y + Aé&Sry
+ A&L(1+n)Skr— A&y(1+n)(1+ pr)

The third step is to match this expression with our earlier guess (equation
(C.2)), which yields the following expressions for the two coefficients of the
policy function:

ASk — A1+ pr)y + A& Sry

o = (1+4n)+ASg + (1 +n)é1AaSk
A& (1+n) (Sp— (1 + pg)) (C.5)
(1+n) +ASg + (1+ )& ASR |
6 = —1 (C.6)

(1+n)+ ASg + (1 +n)&ASg
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Equation (C.6) is a quadratic equation for &; with two candidate solutions
of which only one yields that & # 0: & = —1/(ASR).
The corresponding expression for &y reads as follows:

ASg — (1 +n)+~(1 + pg) ((1;;;) — A>

§o = X(Sn— Snr) (C.7)

Substituting the expressions for {y and & into equation (C.2) and rewriting
gives us the expression of the policy function in the main text (equation

(8)):

o (7(1+M1§)*5R)((1+n)*ASR) _ L W (C.8)
test ASg(Sk — Sry) ASR |

D Determinants of the optimal PAYG rate in the
time-consistent model

We rewrite the expression for the optimal PAYG rate in the benevolent
social planner model (equation (8)) by substituting A(1 + n)?/Sy for A,

(L+n)Sy(v(1 +pr) — Sr)(1 — A(1 +n)Sk/Sy)

Ttet = A(l + n)QSR(S’R — SRy)
) G
A(1+n)2Sg
= ﬁ; — Wt (D.1)

where the last line defines implicitly 74, and @;.

In order to sign the intercept, 7., note that we assumed in the main text
that v > max(2 + R+ Y,Sg/(1 + ug)) and that A > Sy /(Sg(1 +n)). If
we further assume that Sp > Sgy and X > 0 (see Table 2), the intercept
is negative: 7, < 0.

In order to find out how the moments of the return-growth distribution
affect the optimal contribution rate, we again employ differentiation. Note
that equation (D.1) implies that J7f.,/0r = 07, /0r — 0w /0 for x =
LR, by ,0R, 0y, p. Let us focus first on the case * = pp. Note that, since
wy < 0, 0¢/Oug > 0. Hence, a sufficient condition for d7y.,/0ur to be
negative is that 07;./0ur < 0.
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Upon differentiation of the intercept with respect to ug, we find the

following expression:

ot foup = -2 +uR) Y1+ n)((1 + pr)® - op)
ke (Sr — Sry) AS%(Sr — Sry)/Sa
%t*c(Q(l +pr) — (1+py))
(Sr — Sry)

In order to sign this derivative, we make three additional assumptions. First,
we assume that Y > up, which, given that we already assumed v > 2+R+Y,
implies that v > 2(1 + pg). Second, we assume (1 + pg) > ogr (see Table
2). Thirdly, we assume A — Sy /(Sr(1 +n)) not too large. Then, 07;./0ur
is strictly negative.

The expression for 077, /0ur shows clearly the role of the assumption
that A — Sy /(Sr(1 + n)) is not too large. If we would impose for the sake
of argument that A — Sy /(Sr(1 +n)) =0, 7. would be zero and 07;./0ur
would be strictly negative. Invoking a continuity argument, the same result
applies as long as A — Sy /(Sgr(1 + n)) is not too large.

For the other derivatives, the reasoning is similar. The derivative with
respect to the average rate of growth is as follows:

2(1+ py) (v(L 4+ pr)/Skr — 1) pe (1+ pr)
(l—l-n) A(SR—SR)/) tC(SR—SRy)
The first term on the RHS is positive, the second one negative. As long
as A — Sy /(Sr(1 + n)) is not too large, 97 /0uy is thus positive. Since
0wt /Opy < 0, this ensures that 7. ,/Ouy is positive.
The expression for the derivative with respect to the standard deviation
of the capital market rate of return is more complicated:

(Sy/(1+mn)— ASR) (v(1 + pugr) — Sgr)

87275’2/6#1/ =

07}, /0or = —20 — 20
e/ 00r R ASR(Sk — Say) B Sr(Sr — Sry)
-+ (20rR(SR — Sry) + 0rSk + Sr(XR/0R))
fe Sr(Sr — Sgry)

We make the further assumption that X > 0 (see Table 2). We then have
that the first and third term on the RHS are positive and the second one
negative. Even if A is not too large, we cannot conclude anything about the
sign of 07} /00 g.
The derivative with respect to the standard deviation of the growth is
simpler:
(20y /(1 4+ n))(v(1 + pr) — Skr)

8A* b — A%
th/ oy ASR(SR o SRY) + T

POR
(Sr — Sgry)
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We assume that p > 0 (see Table 2). Again, if A is not too large, 97;./Joy
is positive. Since diwy/doy < 0, this ensures that 7/ ,/0oy is positive.

Finally, the impact of the degree of correlation on the contributon rate
is negative, even without assuming that A is not too large:

~ A% OROY
O07y/0p = thm

Since 0wy /dp = 0, this ensures that 97y, ,/0p is negative as well.

Summing up, we can thus in general say something about the signs of
the various derivatives if we make some additional assumptions. The above
reasoning leaves open the question however whether the derivatives change
sign if A—Sy /(Sr(14n)) turns relatively large since we analyzed a sufficient
condition, not a necessary condition. To find this out, we adopt a numerical
approach. We evaluate the various derivatives of the optimal contribution
rate, i.e. 3Tt"‘c7t/8x for x = pgr, uy,oR, 0y, p, using values for the moments
of the return-growth distribution as displayed in table 2, using R = 6.75
and Y = 2.85, using values for v over a wide range that obey the inequality
condition v > maz(2+ R+Y,Sg/(1+ ug)) (specifically, v should be higher
than 11.6 and the values used are in between 16.6 and 156.6), using values
for A over a wide range that obey the minimum and maximum condition,
A > Sy /(Sr(14n)) and A < 1/(1+4n) respectively (specifically, A should be
higher than 0.04 and lower than 0.63 and the values used are in between 0.05
and 0.52), and using three different values for the state variable: 14+ R — 7,
0.5(1 + ug) — 7, and —v. In general, we find that the results found under
the condition that A is not too large, extend to higher values of A, except
for the case of the derivative of 7, with respect to og: the sign of this
derivative remains ambiguous.
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