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1 Introduction

Retirement decisions represent one of the hottest issues of the current social

security debate. Several studies - see Blondal and Scarpetta (1998) and Gruber

and Wise (1999 and 2003) among the most recent work - have suggested that

individual retirement decisions are strongly affected by the design of the social

security system. In particular, individuals tend to retire either as soon as they

are given the opportunity, i.e., at early retirement age, or at normal retirement

age. Moreover, most social security systems have been proven to provide strong

incentives - in terms of large implicit taxes on continuing to work - to anticipate

retirement. In taking their retirement decisions, most individuals prefer to enjoy

generous early retirement benefits - and the leisure associated with an early exit

from the labor market - rather then to continue working, since, in the latter

case, their additional contributions to the system would not sufficiently increase

their future pension benefits.

Several studies have made an additional step by arguing that the massive

use of early retirement provisions has come at a cost: the deterioration of the

financial sustainability of the system, already under stress because of popula-

tion aging. In fact, several international organizations - such as the European

Union at the 2001 Lisbon Meetings - have advocated an increase in the effec-

tive retirement age, or - analogously - the increase in the activity rate among

individuals aged above 55 years, as a key policy measure to control the rise in

social security expenditure. In a nutshell, the postponement of the retirement

age has become common to all social security reform’s proposals. Yet, whether

these policy prescriptions will actually be adopted depends on the politics of

early retirement (see Fenge and Pestieau, 2005, for a detailed discussion of early

retirement issues, and Galasso and Profeta, 2002, for a more general survey of

the political economy of social security).
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In this paper we acknowledge the crucial role of income effects in the individ-

ual decision of postponing retirement1, and we emphasize also their relvance for

the proposed policy measures. In particular, we suggest that reductions in life-

time income may facilitate the political sustainability of this largely advocated

policy: postponing retirement.

In a simple two-period overlapping generations economy featuring a redis-

tributive social security system, we introduce a Markovian politico-economic

model to predict the equilibrium path of social security policies. We character-

ize political equilibrium sequences of social security tax rates and the associate

use of the early retirement provisions, together with a stable social security

equilibrium. To take a long term perspective on these social security issues, we

examine the impact of aging and economic slowdowns on social security con-

tribution rates and retirement age. Comparative statics suggest that aging has

two opposite effects: it tends to decrease contributions and the use of early

retirement provisions, since it makes the public pension system less profitable,

but it makes the median voter poorer, and thus induces higher social security.

In addition to aging, our analysis highlights the crucial role of economic slow-

downs in determining the evolution of the retirement behavior and the political

decisions over social security, through negative income effects. A decrease of

the income of young people will in fact induce all young agents to postpone

retirement and to prefer less social security.

There exists a vast literature on retirement decisions. Already two decades

ago, Feldstein (1974) and Boskin and Hurd (1978) analyzing the determinants of

the decline in the labor force participation of elderly workers pointed at two key

parameters of social security systems: the income guarantee and the implicit tax

on earnings. Endogenous retirement decisions have been analyzed by showing

1Empirical support for the role of income effects in the decision of retirement can be found
in Butler et al. (2005).
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how pension systems introduce distortions in the labor supply choice (see among

others Diamond and Mirrless, 1978, Hu, 1979, Crawford and Lilien, 1981, and

Michel and Pestieau, 1999). A new literature has lately emerged on the political

economy of early retirement (see Fenge and Pestieau, 2004, Lacomba and Lagos,

2000, Casamatta et al., 2002, Cremer and Pestieau 2000, Cremer et al. 2002,

Conde-Ruiz and Galasso, 2003 and 2004), although generally neglecting the role

of income effects. Markovian politico-economic models of social security have

been recently studied by Azariadis and Galasso (2002), Hassler et al (2003),

Gonzalez-Eiras and Niepelt (2004), Forni (2005). These models however focus

on social security and neglect the role of retirement.

The paper is structured as follows. In the next section, we present a Markov-

ian politico economic model. Section 3 analyzes the effect of aging on the steady

state level of early retirement and social security, while Section 4 studies the

income effects. Section 5 concludes.

2 A Politico-Economic Model

2.1 The Economic Environment

We introduce a simple two -period overlapping generations model. Every period,

two generations are alive, we call them young and old. We consider a continuum

of individuals heterogeneous in young and old wage income. The wage income

of a type-δ old individual is wy
t = δwy

t in youth, and wo
t = δwo

t in old age,

where wy
t and w

o
t are respectively the average income of young and old workers.

Individual types δ are distributed according to some density function f(δ) over

an interval
£
δ, δ
¤
with an average equal to 1 and cumulative density function

F (δ).

Young individuals work: they receive a wage, wy, pay a payroll tax,τ ,

on labour income and save all their disposable income for old age consumption.
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There exists a storage technology that transforms a unit of today’s consumption

into 1+ r units of tomorrow’s consumption. All private intertemporal transfers

of resources into the future are assumed to take place through this technology.

Old individuals decide what fraction, z, of the second period to spend working;

in other words, they decide when to retire. An old individual who works a

proportion z of the second period receives a net labor income equal to wo(1−τ),

for the fraction z of the period, while he receives a pension p for the remaining

fraction (1− z), during which he is retired. Population grows at a non-negative

rate, n; but we abstract from wage growth, so that wy
t+1 = wy

t .

The life time budget constraint for an agent born at time t is equal to:

cot+1 = (1− τ t)w
y
t (1 + r) + (1− τ t+1) zt+1w

o
t+1 + pt+1(1− zt+1) (1)

where cot+1 is old age consumption at time t + 1 and subscripts indicate the

calendar time. Moreover, τ t and τ t+1 are the payroll taxes respectively at

periods t and t+ 1 and r is the exogenous interest rate.

Every individual’s pension benefit depends on her contribution in youth and

in old age. In particular, we assume the individual pension to be earning-related

for the contributions paid in old age, but flat for the contributions paid in youth.

The combination of these two instruments induces an element of within-cohort

redistribution, from the rich to the poor. As in Tabellini (2000) and in Conde-

Ruiz and Galasso (2005), this feature is crucial in our political game, since it

may induce low ability young to support the social security system2. Moreover,

the use of an old age earning related component allows to model the incentive

effect created by current contributions and pension benefits in the retirement

decision. The total pension benefits obtained by an individual in her old age at

time t+ 1 can thus be divided into an earning related and a fixed component.

2Evidence in favor of the existence of this within cohort redistribution can be found in
Boskin et al. (1987) and Galasso (2002).
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pt+1(1− zt+1) = τ t+1w
o
t+1zt+1 + pt+1 (2)

Since we concentrate on budget balanced PAYG social security systems, this

fixed component is

pt+1 = τ t+1(1 + nt+1)w
y
t+1 (3)

with

wy
t+1 =

Z δ

δ

δwy
t+1f(δ)dδ (4)

In fact, in the aggregate, a balanced budget pay as you go (PAYG) social

security system requires the sum of all pension transfers to equal the sum of

all contributions. Thus, the aggregate social security budget constraint can be

written asZ δ

δ

pt+1(1−zt+1)f(δ)dδ = τ t+1

Z δ

δ

δwo
t+1zt+1f(δ)dδ+τ t+1(1+nt+1)

Z δ

δ

wy
t+1f(δ)dδ

(5)

Agents maximize a logarithmic utility function, which depends on old age

consumption and leisure:

U(ct+1,zt+1) = ln c
o
t+1 + φ ln(1− zt+1) (6)

where φ < 1 measures the relative importance of leisure to the individuals.

Hence, an old agent at time t + 1 maximizes eq. 6 with respect to zt+1

subject to the budget constraints at eq. 1.

The solution of the maximization problems yields the following optimal in-

dividual labor supply decision:

bzt+1 = 1

1 + φ
− φ

1 + φ

(1− τ t)w
y
t (1 + r) + pt+1
wo
t+1

(7)

or, equivalently,

bzt+1 = 1

1 + φ
− φ

1 + φ

(1− τ t)(1 + r)wy
t

wo
t+1

− φ

1 + φ

τ t+1(1 + nt+1)w
y
t+1

δwo
t+1

(8)
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This individual retirement decision displays standard properties: an increase

in the net labor income in youth induces all agents to retire early — due to a

positive income effect — wheare an increase in the net labor income in old age,

or a decrease in the pension benefits, would push them to postpone retirement

— due to a positive substitution effect. Aging — by increasing the dependency

ratio, thereby decreasing the pension benefits, for a given contribution rate —

would lead to later retirement.

To ensure that no type-δ agent will end up either working the entire old

age or retiring at the end of the youth — that is, to avoid corner solutions in

the individual labor supply decision — some conditions have to be imposed. In

particular, with no social security system in place, i.e., if τ t = 0 ∀t, no agent

will even want to work the entire old age, and all agents will work for some

period if 1 + r < wo
t/w

y
tφ. We shall hence assume that this condition holds,

also in a dynamically efficient economy (r > n). For positive contribution rates,

the condition that individual labor supply decisions lead to interior solutions,

i.e., bzt ∈ [0, 1] ∀t, amounts to impose some restrictions on the dynamics of the
contribution rates. In particular, we have that

τ t+1 <
δ (wo

t − φwy
t (1 + r) (1− τ t))

(1 + nt+1)w
y
t

. (9)

The mass of employed elderly in the economy3 at time t + 1 can easily be

obtained by aggregating all individuals’ retirement decisions:

Zt+1 =

Z δ

δ

ẑt+1f(δ)dδ (10)

which can also be written as

Zt+1 =
1

1 + φ
− φ

1 + φ

(1− τ t)(1 + r)wy
t

wo
t+1

− φ

1 + φ

τ t+1(1 + nt+1)w
y
t+1
bδ

wo
t+1

(11)

3Clearly, 1− Z defines the mass of (early) retirees.
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with bδ = Z δ

δ

1

δ
f(δ)dδ (12)

Since individuals with different income display different retirement behav-

iors, the mass of retirees will depend on the distribution of income in the econ-

omy. In particular, due to the incentive effect embedded in the model, high

income elderly workers will be induced to retire later than low income workers.

Yet, this effect is not linear, and tends to magnify the importance of the agents

who enjoy very low income in old age and hence have an incentive to retire

very early. The parameter bδ captures this effect by weighting the mass of these
low-income elderly with their retirement behavior. The larger — for instance —

the share of low-income elderly, the larger this bδ; and hence the larger the mass
of (early) retirees (1− Z).

Finally, by substituting the individual decision at eq.7 and the social security

budget constraint, we can easily derive the indirect utility respectively of a type-

δ young and old individual at time t, which we denote by vyt (τ t, τ t+1; δ) and

vot (τ t−1, τ t; δ).

2.2 The Political Equilibrium

The purpose of this paper is to propose a theoretical framework in which to

analyze the link between early retirement provision and the size of the social

security system. As already showed at eq. 7, early retirement behavior may

be induced by specific features of the social security system, such as the size

of contribution rates and pension benefits. Here, we study the determination

of this social security contribution rate within the political arena. Elections

take place every year in which the current social security contribution rate is

determined. All young and old agents participate at the elections. Yet, their

preferences over the contribution rate may differ — typically according to their

income (δ type) and age. We follow a well established tradition in political
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economics by concentrating on the median voter decision. Moreover, due to

the intergenerational nature of the system, we allow for some interdependence

between current and future political decisions. In particular, we analyze Markov

perfect equilibrium outcomes4 of a repeated voting game over the social security

contribution rate. Since we want to examine the possible link between the use of

early retirement provisions and the size of the social security system, we base our

notion of Markov equilibrium on the idea that current voters — in taking their

policy decisions — expect future policy-makers to base their political decisions

on social security on the mass of early retirees — or employed elderly — in the

economy. These expectations will clearly be validated in equilibrium.

More specifically, at every period t, the median voter in each generation of

voters — hence typically a young individual — decides her most favorite social

security system (i.e., the tax rate τ t). In taking her decision, she expects her

current decision to have an impact of future policies. In particular, her expec-

tations about the future social security tax rate — and hence about her pension

benefits — depend on the current level of employed elderly, according to a func-

tion τ t+1 = qe(Zt). Hence, future contribution rates depend on the current

level of labor force participation by the elderly, which is in turn affected by the

current voter’s decision over the social security contribution rate. Therefore,

the median voter´s optimal decision can be obtained maximizing her lifecycle

utility with respect τ t and given expectations on the next period policy function

τ t+1 = qe(Zt) = Q(Zt(τ t)):

max
τt

vyt (τ t, τ t+1;δ) = max
τt

vyt (τ t, Q (Zt (τ t)) ; δ) (13)

We can now define the Markov political equilibrium as follows

Definition 1 A Markov political equilibrium is a pair of functions (Q,Z), where
4For examples of Markov equilibria, see Krusell et al.(1996), Grossman and Helpman

(1998), Bassetto (1999), Azariadis and Galasso (2002), Hassler et al. (2003), Gonzalez-Eiras
and Niepelt (2004), Forni (2005).
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Q : [0, 1] → [0, 1] is a policy rule, τ t = Q(Zt−1), and Z : [0, 1] → [0, 1] is an

aggregation of private decision rules, Zt =
R δ
δ
ẑtf(δ)dδ, such that the following

functional equations hold:

i) Q(Zt−1) = argmax
τt

vyt (τ t, τ t+1; δ) subject to τ t+1 = Q(Z(τ t)).

ii) Z(τ t, τ t+1) = 1
1+φ −

φ
1+φ

(1−τt)(1+r)wyt
wot+1

− φ
1+φ

τt+1(1+nt+1)w
y
t+1δ

wot+1

The first equilibrium condition requires that τ t maximizes the objective func-

tion of the median voter — a type-δm young individual — taking into account that

the future social security system tax rate, τ t+1 depends on the current social

security tax rate, τ t, via the mass of elderly employed and thus the private

labor supply decision of the elderly. Furthermore, it requires Q(zt−1) to be

a fixed point in the functional equation in part i) of the definition. In other

words, if agents believe future benefits at any time t+ j to be set according to

τ t+j = Q(zt+j−1), then the same function Q(zt−1) has to define the optimal

voting decision today. The second equilibrium condition requires that all old

individuals choose their labor supply optimally.

In order to compute the Markov political equilibrium, we have to consider

the optimal social security tax rate chosen by the median voter at time t who

maximizes the indirect utility function with respect to τ t and subject to τ t+1 =

Q(Zt(τ t)).

The corresponding first order condition is:

−wy
t (1 + r) +

∂τ t+1
∂τ t

(1 + nt+1)w
y
t+1 = 0 (14)

where the first element represents the current cost to the median voter in terms

of higher contributions, while the second term may represent the future ben-

efits corresponding to a higher pension, if a higher current contribution leads

to a higher contribution rate also tomorrow: ∂τ t+1/∂τ t > 0. The redistribu-

tive design of the social security system yields the usual result that — in perfect
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financial markets — the most preferred contribution rate of a young individual

is decreasing in her income; whereas the elderly most preferred social security

contribution rate does not depend on their type and is always larger than any

young’s. These features command the usual distribution of social security pref-

erences among the voters, which is displayed in the next proposition.

The solution of the maximization problem of the median voter yields the

optimal fiscal policies, as summarized in the following proposition.

Proposition 2 The set of feasible fiscal policies {τ∗t }
∞
t=s ∈ [0, 1] which can be

supported by a Markovian politico-economic equilibrium satisfies:

τ t+1 = Q(Zt) = A− (1 + φ) δmt (1 + r)wo
t

φ(1 + nt)(1 + nt+1)bδwy
t

Zt

where δmt the identity of the median voter at time t solves the following equation

1 + (1 + nt)F (δ
m
t ) = 1 + nt/2

and A, the free parameter pinned down by the first median voter’s expecta-

tion of future policies, is restricted to the support A ∈ [ wot δ
m
t

φ(1+nt)(1+nt+1)δw
y
t

, 1 −
(1+r)δmt
(1+nt+1)

³
1 + 1

(1+nt)δ

³
1 + r − wot

φwyt

´´
]

Proof. See Appendix.

The result in the above proposition points to the existence of a positive link,

in the political arena, between the current use of the early retirement provisions

— that is, the mass of (early) retirees (1 − Z) — and the future social security

contribution rate. This link complements the economic channel running from

the social security contribution rate to the current labor supply decision of the

elderly, as described at eq. 7. In particular, a current increase in the social

security contribution rate — by reducing the opportunity cost of retirement —

leads to more current retirees, which in turn creates expectations of higher future

social security contributions — and hence more early retirees in the future.
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By exploiting this double link between contribution rate and mass of retirees

— given the expression of Zt at eq.11 — the dynamics for the equilibrium policy

function can be described as follows:

τ t+1 =
δmt (1 + r)

(1 + nt)(1 + nt+1)
τ t +

δmt (1 + r)2

(1 + nt)(1 + nt+1)bδ (1− τ t−1) +

+A− wo
t δ

m
t (1 + r)

φ(1 + nt)(1 + nt+1)bδwy
t

(15)

Interestingly, the dynamics of the contribution rate involves more than just

one period, as the contribution rate at time t+ 1 depends — positively — on the

tax rate at time t; but negatively on the tax rate at time t− 1. This is due to

the impact that the contribution rates at time t and t−1 have on the retirement

decision at time t, which represent respectively a positive substitution effect and

a negative income effect.

It is now convenient to consider a constant demographic dynamics, with

nt = nt+i = n ∀i, and to define α = (1 + r) / (1 + n) as the performance of the

PAYG social security system relatively to the saving (storage) technology; since

we assume the economy to be dynamically efficient, then α > 1.

The next proposition examines the dynamic properties of the sequence of

contribution rates.

Proposition 3 If αδm < 1 and α < bδ, the Markovian politico-economic equi-
librium path converges to a stable steady state corresponding to

τ =
wyφ (1 + n)bδA− woδmα+ α2δmφ (1 + n)wy

wyφ (1 + n)bδ ³1− αδm + α2 δ
m

δ

´ .

At this steady state, the mass of employed elderly is

Z =
1

1 + φ
− φ

1 + φ

(1 + r)wy

wo − φ(1 + n)

1 + φ

wy

wo

hbδ − α
i
τ

Proof. See Appendix.
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The above proposition suggests that — even in this dynamically efficient

economy — a stable steady state with a positive level of the social security con-

tribution rate may emerge as an equilibrium of the Markovian political game, if

two conditions are satisfied. The first condition, αδm < 1, is relatively standard

in the social security literature and requires the young type-δm median voter

to obtain a better deal from social security than from alternative assets, due to

the redistributive nature of the social security system. In order for this condi-

tion to be satisfied, together with a highly redistributive social security system,

the economy has to feature a high level of income inequality, as measured by

the density function f(δ). Yet, unlike most systems analyzed in this literature,

here we allow the agents to choose their retirement age. The second condition,

α < bδ, amounts to assume that a large number of individuals will retire early. In
particular, as shown by the equation in the proposition above, if this condition

is satisfied, the impact of the (steady state) contribution rate on the (steady

state) mass of employed elderly is negative, as higher taxes lead to more early

retirees; thereby validating — even at steady state — the result of the current

contribution rate at eq. 11. In the remaining sections, we will hence assume

that these two conditions are always satisfied.

3 Aging, Social Security and Early Retirement

The equilibrium policy function obtained in the previous section allows us to

analyze the effects of aging on the social security tax rate and on the use of early

retirement. In our model, aging has economic and political effects on the steady

state social security tax rate. First, aging reduces the profitability of the PAYG

pension system with respect to alternative savings; second, for a given contri-

bution rate, an increase in the share of elderly in the population reduces the

pension benefits, thereby inducing the elderly to postpone retirement. Finally,
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aging tends to change the identity of the median voter, who becomes poorer,

and may decide to modify her political decision on social security.

The first economic effect and the political impact of aging identified in our

model arise also in other standard political economy models of social security

(for a survey, see Galasso and Profeta, 2002); and typically push in opposite

directions. In fact, while a decrease in the profitability of the social security

system may convince the median voter to downsize the system — in order to

increase her private provision of retirement income through alternative private

assets- aging will also reduce the income of the median voter, who will hence be

keener on increasing the contribution rate.

The additional economic impact of aging featured in our model goes in the

same direction as the previous economic effect, thereby reinforcing it. In fact,

in our Markovian political system, the increase in the retirement age due to the

negative incentive effect of a lower pension benefit will lead to a reduction in

the mass of (early) retirees and thus to a reduction in the contribution rate. As

suggested by the next two propositions, our model delivers similar predictions

to the ones traditionally obtained by the political economy literature on social

security, despite the introduction of an additional — political — link between

the retirement decisions and social security. While these results validate the

empirical plausability of the model, the next section will explore additional

interesting implications of our theoretical framework to address the long run

feature of social security and early retirement.

The next proposition summarizes the impact of these economic effects, by

addressing the effect of aging on the steady state social security contribution

rate, for a given median voter type.

Proposition 4 For a given median voter type, δm, if bδ ∈ (0, wo/ (wyφ (1 + n))),

aging (corresponding to a reduction in the populatoin growth rate) decreases the

14



steady state social security contribution rate, ∂τ/∂n > 0, and increases the mass

of employed elderly at steady state, ∂Z/∂n < 0.

Proof. See Appendix.

Hence, aging has the expected impact on the social security contribution

rate at steady state, provided that bδ is below a threshold, and thus the mass
of (early) retirees is not too large. As the population growth rate drops, the

implicit return from a PAYG social security system decreases as well. Median

voters will modify the policy function by making it more responsive — in absolute

terms — to the mass of employed elderly. Eventually, at the new steady state,

the contribution rate decreases leading to fewer early retirees.

Yet, aging has also a political effect, which we now turn to. An increase in

the share of elderly in the voting population modifies the identify of the median

voter, who becomes poorer. The next proposition shows that — in accordance

with the existing literature — a poorer median voter will prefer more social secu-

rity if bδ is small — i.e., below the same threshold as in the previous proposition
— and hence the mass of (early) retirees is not too large.

Proposition 5 If bδ ∈ (0, wo/ (wyφ (1 + n))), the equilibrium steady state social

security contribution rate depends negatively on the income type of the median

voter: ∂τ/∂δm < 0.

Proof. See Appendix.

These two propositions suggest that the political effect of aging on the iden-

tity of the median voter is opposed to an economic effect of aging. Which effect

will dominate remains an empirical question to be settled (for instance, Galasso

and Profeta, 2004, simulate the political effect to prevail).
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4 Income effects, Social Security and Early Re-
tirement

In this section we highlight the role of income effects on retirement decisions

and thus on the social security equilibrium tax rate. Many studies on retirement

have uniquely concentrated on the role of the incentives (substitution effects)

provided by the impact of the labor tax on continuing to work. Possible income

effects — leading poorer individuals to work longer, i.e., to retire later — have

typically been abstracted from. Yet, several authors (see for instance Costa,

1998) have suggested that the long lasting decreasing trend in the retirement

age may — at least partially — be due to the major improvements in economic

conditions that increased the demand for leisure, and hence for early retirement.

In a recent empirical paper, Butler et al. (2005) find evidence for the existence

of income effects in the retirement decisions in Switzerland.

Our model includes the role of income effects on early retirement and social

security through the impact of wy
t on Z and τ .

Proposition 6 A decrease of the wage income in youth leads to a reduction of

the steady state social security contribution rate ∂τ/∂wy > 0 and to an increase

in the steady state mass of employed elderly ∂Z/∂wy < 0.

Proof. See Appendix.

A reduction in the wage income at youth induces individuals to postpone re-

tirement, through a negative income effect — since their lifetime income decreases

— and a substitution effect — since the pension benefits, which are based on the

workers’ wage, decrease as well. Although the overall profitability of the social

security system needs not to change due to a drop in wage income in youth, and

the identity of the median voter is not affected, the steady state social security

contribution rate decreases, since most individuals tend to postpone retirement,

thereby reducing the share of (early) retirees. Interestingly, the magnitude of

16



the adjustment in the retirement age driven by a change of the young income

is decreasing in income, thus implying that low income workers will react more

actively to a negative income effect. In our political equilibrium, this increase

in the overall fraction of employed elderly will command a lower contribution

rate. The reduction of early retirees at steady state depends instead both on the

direct negative income and substitution effects driven by the reduction of wy
t

and on an indirect substitution effect due to the decrease of the social security

tax rate, which leads to fewer (early) retirees.

This proposition provides an interesting insight on the future of the early

retirement provisions, which complements the results obtained in the previous

section. When the effects of changes in income or wealth on the retirement

behavior are taken into account, a reduction in the young wage income induces

individuals to postpone retirement. We argue that — to the extent that this

reduction in the young wage income may proxy for a drop in the life-time labor

income — this may prove a crucial result to understand the future evolution of

the early retirement provision. Societies characterized by economic stagnation or

raise in lifetime inequality that increase the share of low-income individuals may

thus be associated with a less pervasive use of these early retirement provisions.

5 Conclusions

Since recent studies by Blondal and Scarpetta (1998) and Gruber and Wise

(1999 and 2003) provided evidence that individual retirement decisions are

strongly affected by the design of the social security system, measures to post-

pone the effective retirement age have become a milestone in all social security

reform’s proposals.

We concentrate on the long term determinants of the retirement decisions

and the evolution of social security system and early retirement provisions. In

17



our politico-economic Markovian environment, every period a young low-income

median voter determines the social security contribution by considering the

evolution of the early retirement behavior. We emphasize the role of substitution

and income effects in these retirement decisions. The incentive effects have been

analyzed by a large empirical literature, which shows how (at the margin) non-

actuarially fair pension systems may induce rational agents to retire early, by

reducing the opportunity cost of leisure. Income effects have instead generally

been neglected in models of retirement and social security, despite the empirical

evidence suggesting that variation in lifetime income may modify retirement

decisions.

In line with the implications found in the political economy literature (see

Galasso and Profeta, 2002), we found that aging — through its negative impact

on the profitability of PAYG social security systems — is expected to lead to

lower social security contributions and to less use of early retirement. However,

as aging also modifies the identity of the median voter, who becomes poorer,

an opposite effect arises, leading to higher social security. The overall effect of

aging will hence depend on which effect dominates. Our model also suggests

that a decrease in the wage income in youth leads to lower social security tax

rate and fewer early retirees. To the extent that this change in young wage

income may proxy for a change in the net life-time income, we believe that

this may represent a suggestive result for the evolution of the early retirement

provisions, since it represents an additional channel that reduces the use of early

retirement provisions and hence postpones retirement.
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6 Appendix

6.1 Proof of proposition 2

The first order condition of the median voter is:

−wy
t (1 + r) +

∂τ t+1
∂τ t

(1 + nt+1)w
y
t+1 = 0 (16)

or, equivalently

−δmt w
y
t (1 + r) +

∂τ t+1
∂τ t

(1 + nt+1)w
y
t = 0 (17)

where
∂τ t+1
∂τ t

= Q0 ∂Zt
∂τ t

(18)

with

Q0 =
∂Q

∂Zt
(19)

and
∂Zt
∂τ t

= − φ

1 + φ

(1 + nt)w
y
t

wo
t

Z δ

δ

1

δ
f(δ)dδ = − φ

1 + φ

(1 + nt)w
y
t

wo
t

bδ (20)

Substituting eq. 20 and eq. 19 into eq. 18 and using it into the first order

condition at eq. 17 we obtain

Q0 = − (1 + φ) δmt (1 + r)wo
t

φ(1 + nt)(1 + nt+1)bδwy
t

(21)

Integrating the above equation with respect to Zt we obtain

τ t+1 = Q(Zt) = A− (1 + φ) δmt (1 + r)wo
t

φ(1 + nt)(1 + nt+1)bδwy
t

Zt (22)

where A is a constant of integration.

Since τ t+1 = Q(Zt) represents a tax rate, it has to be that Q ∈ [0, 1]. Using

eq. 11 for Zt, it is easy to see that a sufficient condition for τ t+1 to be positive

is that τ t+1 is positive for τ t−1 = 1 and τ t = 0 which implies to have

A > A =
wo
t δ

m
t

φ (1 + nt) (1 + nt+1)bδwy
t

> 0. (23)
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Moreover, it is easy to see that a sufficient condition for τ t+1 < 1 is to have

τ t+1 < 1 for τ t = 1 and τ t−1 = 0, which implies to have

A < A = 1− (1 + r) δmt
(1 + nt+1)

Ã
1 +

1

(1 + nt)bδ
µ
1 + r − wo

t

φwy
t

¶!
(24)

It is easy to check that, given the assumption (1 + r) <
wot
φwyt

, it is A < A if

1+r
1+nt+1

δm < 1,which is a condition required by the next proposition 3 for the

stability of the system.

Finally, to determine the identity of the median voter, notice that — by

equation 17 — the most preferred social security contribution rate among the

young is weakly decreasing in their income; and that the old always command a

higher tax rate than the any young. For non-negative population growth rates,

the median voter is among the young and has a type δmt , which divides the

distribution of preference in halves: 1 + (1 + nt)F (δ
m
t ) = 1 + nt/2.

6.2 Proof of proposition 3

Eq..15 can be rewritten as

τ t+1 − αδmt τ t + α2
δmtbδ τ t−1 = A− wo

t δ
m
t α

φ (1 + n)bδwy
t

+ α2
δmtbδ (25)

It is easy to see that three cases arise in the solution of this second order dif-

ferential equation, depending on the sign of the determinant of the associated

characteristic equation

b2 + a1b+ a2 = 0 (26)

with

a1 = −αδm, a2 = α2
δmbδ . (27)

In fact, we obtain

b1, b2 =
−a1 ±

p
a21 − 4a2
2

=
αδm ±

q
α2 (δm)

2 − 4α2 δm
δ

2
=

αδmt
2
±α

s
δm
µ
δm

4
− 1bδ

¶
(28)
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Depending on the sign of ∆2 = δm
³
δm

4 −
1

δ

´
,there are 3 possible cases: (i) real

and distinct roots b1 and b2; (ii) real and equal roots b1 = b2; and (iii) complex

roots b1 and b2. If αδ < 1 and α < bδ, then, regardless of which of the three
cases apply, the condition for a stable convergence towards the steady state are

always satisfied.

Case i) A sufficient condition to guarantee stability is that b1 < 1 and b2 < 1.

b2 =
αδm+ α2(δm)2−4α2 (δm)

δ

2 < 1 if αδm+
q
α2 (δm)2 − 4α2 δm

δ
< 2. If αδm < 1,

then both terms are less than 1. Moreover, b1 =
αδm− α2(δm)2−4α2 δm

δ

2 < 1

because 0 < b1 < b2 < 1.

Case ii) The stability property depends on −a12 = αδm

2 . For αδm < 2 the

system converges to the steady state.

Case iii) The stability property depends on R =
√
a2 = α

q
δmt
δ
=
q
αδmt

α

δ
.

If R < 1 the system converges to the steady state, through fluctuations. Clearly,

this is satisfied for αδm < 1 and α < bδ.
The steady state value of the tax rate corresponds to the particular solution

of eq.15 τ t+1 = τ t = τ t−1 = τ

This becomes

τ − αδmτ + α2
δmbδ τ = A− woδm

φ (1 + n)bδwy
α+ α2

δmbδ (29)

τ =
A− woδm

φ(1+n)δwy
α+ α2 δ

m

δ

1− αδm + α2 δ
m

δ

(30)

recalling that α = (1+r)
(1+n) , we have

τ =
wyφ (1 + n)bδA− woδmα+ α2δmφ (1 + n)wy

t

wyφ (1 + n)bδ ³1− αδm + α2 δ
m

δ

´ (31)

Notice that the denominator of τ is always positive since 1 > αδm(1− α

δ
), while

the numerator is positive because A > A, as defined at Eq.23
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Imposing τ t+1 = τ t = τ t−1 = τ Eq.11 leads, after some simple manipulation,

to the expression of the steady state level of employed elderly:

Z =
1

1 + φ
− φ

1 + φ

(1 + r)wy

wo − φ(1 + n)

1 + φ

wy

wo

hbδ − α
i
τ (32)

It is easy to show after some algebra that Z ∈ [0, 1].

6.3 Proof of proposition 4

In order to prove propositions 4 and 5, it is covenient to introduce the following

lemma.

Lemma 7 if bδ ∈ (0, wo

wyφ(1+n) ), K = wo−αφ(1+n)wy

wyφ(1+n)(δ−α)
> A.

Proof: Substituting nt = nt+1 = n and the definition of α into the expression

for A at 24, we need to show that

K =
wo − αφ (1 + n)wy

wyφ (1 + n)
³bδ − α

´ > A = 1− αδm − αδmbδ (α− wo

φ(1 + n)wy )

After some algebra this condition can be rewritten as

(1− αδm)

Ã
wo

wyφ(1+n) − αbδ − α
− 1
!
+ α2δm

⎛⎝ wo

wyφ(1+n) − αbδ ³bδ − α
´
⎞⎠ > 0 (33)

Since we assumed that wo

wyφ(1+n) − α > 0 and bδ − α > 0 , a sufficient condition

to guarantee the above inequality is that bδ < wo

wyφ(1+n) .Q.e.d.

We can not turn to to studying the sign of ∂τ/∂n.

Call β = α(1 + n),the steady state level of the tax rate becomes

τ =
A(1 + n)2 − woδmβ

wyφδ
+ β2 δ

m

δ

(1 + n)2 − β(1 + n)δm + β2 δ
m

δ

.

It is easy to see that the sign of (∂τ/∂n) is equal to the sign of the following

expression:
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2A(1+n)((1+n)2−β(1+n)δm+β2 δ
mbδ )−

µ
A(1 + n)2 − woδmβ

wyφbδ + β2
δmbδ
¶
(2(1+n)−βδm)

(34)

which can be written as

A(1 + n)2bδ (2α− bδ) + (wo − α(1 + n)wyφ)(2− αδm)
1 + n

wyφbδ > 0 (35)

where we define B1 = 2α − bδ, B2 = wo − α(1 + n)wyφ, and B3 = 2 − αδm.

Notice that B3 > 0 since αδ < 1 and B2 > 0 since α <
wot

(1+n)wyt φ
. Therefore we

have two possible cases:

• for α > bδ/2 (and B1 > 0), ∂τ
∂n > 0 if A > − B2B3

B1(1+n)wyφ
(< 0), which is

always true since A > A > 0.

• for α < bδ/2 (and B1 < 0) ∂τ
∂n > 0 if A < − B2B3

B1(1+n)wyφ
=M (> 0). Clearly,

A < M if M > K =
wot−αφ(1+n)w

y
t

wyt φ(1+n)(δ−α)
, where K was defined in the lemma

above, and K > A, which is satisfied — according to the lemma above — ifbδ ∈ (0, wo
t/ (w

y
tφ (1 + n))). After simple algebra we have that M > K if

(2− αδm)

(bδ − 2α) >
1³bδ − α
´ (36)

or

α2δm + bδ (1− αδm) > 0 (37)

which is always satisfied, since we assumed 1 > αδm. Thus ∂τ/∂n > 0.

Finally, the impact of aging on the steady state level of early retirement

depends on the direct effect of n and on the change in τ induced by n:

dZ

dn
= − φ

1 + φ

wy

wo

hbδ − α
i
τ − φ

1 + φ

wy

wo

hbδ − α
i ∂τ
∂n

(38)

which is always negative since we assumed that bδ − α > 0 and we have just

proved that ∂τ/∂n > 0.
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6.4 Proof of proposition 5

Using the definition at Proposition 3, we can define the steady state social

security contribution rate as follows:

τ =
wy
tφ (1 + n)bδA(1/δm)− wo

tα+ α2φ (1 + n)wy
t

wy
tφ (1 + n)bδ ³(1/δm)− α+ α2 1

δ

´ = g(1/δm) (39)

Thus,
∂τ

∂δm
=

∂g(1/δm)

∂(1/δm)

Ã
− 1

(δm)
2

!
(40)

and the sign of ∂τ/∂δm is the opposite of sign of ∂g(1/δm)/∂(1/δm). Simple

algebra delivers the following expression:

∂g(1/δm)

∂(1/δm)
=

φ (1 + n)
³
Aα2 − bδAα− α2

´
+ wo

wyα
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δ

´2 (41)

Thus, ∂τ∂δ > 0 if

φ (1 + n)
³
A
³bδ − α

´
+ α

´
− wo

wy < 0 (42)

with the above inequality being satisfied for

A < K =
wo − αφ (1 + n)wy

wyφ (1 + n)
³bδ − α

´ . (43)

Using the lemma above, we know that K > A, and thus A < K always, ifbδ ∈ (0, wo
t/ (w

y
tφ (1 + n))).

6.5 Proof of proposition 6

From the equation for τ at proposition 3, it is immediate to see that ∂τ/∂wy > 0.

Whereas from the equation for Z at proposition 3, we have that

∂Z

∂wy = −
φ

1 + φ

(1 + r)

wo −φ(1 + n)

1 + φ

1

wo

hbδ − α
i
τEE−

φ(1 + n)

1 + φ

wy

wo

hbδ − α
i ∂τ

∂wy < 0

(44)

since all terms are negative, because bδ−α > 0 by assumption and ∂τ/∂wy > 0.

27



CESifo Working Paper Series 
(for full list see www.cesifo-group.de)
 

___________________________________________________________________________ 
 
1509 Jean Hindriks and Ben Lockwood, Decentralization and Electoral Accountability: 

Incentives, Separation, and Voter Welfare, July 2005 
 
1510 Michelle R. Garfinkel, Stergios Skaperdas and Constantinos Syropoulos, Globalization 

and Domestic Conflict, July 2005 
 
1511 Jesús Crespo-Cuaresma, Balázs Égert and Ronald MacDonald, Non-Linear Exchange 

Rate Dynamics in Target Zones: A Bumpy Road towards a Honeymoon – Some 
Evidence from the ERM, ERM2 and Selected New EU Member States, July 2005 

 
1512 David S. Evans and Michael Salinger, Curing Sinus Headaches and Tying Law: An 

Empirical Analysis of Bundling Decongestants and Pain Relievers, August 2005 
 
1513 Christian Keuschnigg and Martin D. Dietz, A Growth Oriented Dual Income Tax, July 

2005 
 
1514 Fahad Khalil, David Martimort and Bruno Parigi, Monitoring a Common Agent: 

Implications for Financial Contracting, August 2005 
 
1515 Volker Grossmann and Panu Poutvaara, Pareto-Improving Bequest Taxation, August 

2005 
 
1516 Lars P. Feld and Emmanuelle Reulier, Strategic Tax Competition in Switzerland: 

Evidence from a Panel of the Swiss Cantons, August 2005 
 
1517 Kira Boerner and Silke Uebelmesser, Migration and the Welfare State: The Economic 

Power of the Non-Voter?, August 2005 
 
1518 Gabriela Schütz, Heinrich W. Ursprung and Ludger Wößmann, Education Policy and 

Equality of Opportunity, August 2005 
 
1519 David S. Evans and Michael A. Salinger, Curing Sinus Headaches and Tying Law: An 

Empirical Analysis of Bundling Decongestants and Pain Relievers, August 2005 
 
1520 Michel Beine, Paul De Grauwe and Marianna Grimaldi, The Impact of FX Central Bank 

Intervention in a Noise Trading Framework, August 2005 
 
1521 Volker Meier and Matthias Wrede, Pension, Fertility, and Education, August 2005 
 
1522 Saku Aura and Thomas Davidoff, Optimal Commodity Taxation when Land and 

Structures must be Taxed at the Same Rate, August 2005 
 
1523 Andreas Haufler and Søren Bo Nielsen, Merger Policy to Promote ‘Global Players’? A 

Simple Model, August 2005 
 

http://www.cesifo.de.)/


 
1524 Frederick van der Ploeg, The Making of Cultural Policy: A European Perspective, 

August 2005 
 
1525 Alexander Kemnitz, Can Immigrant Employment Alleviate the Demographic Burden? 

The Role of Union Centralization, August 2005 
 
1526 Baoline Chen and Peter A. Zadrozny, Estimated U.S. Manufacturing Production Capital 

and Technology Based on an Estimated Dynamic Economic Model, August 2005 
 
1527 Marcel Gérard, Multijurisdictional Firms and Governments’ Strategies under 

Alternative Tax Designs, August 2005 
 
1528 Joerg Breitscheidel and Hans Gersbach, Self-Financing Environmental Mechanisms, 

August 2005 
 
1529 Giorgio Fazio, Ronald MacDonald and Jacques Mélitz, Trade Costs, Trade Balances 

and Current Accounts: An Application of Gravity to Multilateral Trade, August 2005 
 
1530 Thomas Christiaans, Thomas Eichner and Ruediger Pethig, A Micro-Level ‘Consumer 

Approach’ to Species Population Dynamics, August 2005 
 
1531 Samuel Hanson, M. Hashem Pesaran and Til Schuermann, Firm Heterogeneity and 

Credit Risk Diversification, August 2005 
 
1532 Mark Mink and Jakob de Haan, Has the Stability and Growth Pact Impeded Political 

Budget Cycles in the European Union?, September 2005 
 
1533 Roberta Colavecchio, Declan Curran and Michael Funke, Drifting Together or Falling 

Apart? The Empirics of Regional Economic Growth in Post-Unification Germany, 
September 2005 

 
1534 Kai A. Konrad and Stergios Skaperdas, Succession Rules and Leadership Rents, 

September 2005 
 
1535 Robert Dur and Amihai Glazer, The Desire for Impact, September 2005 
 
1536 Wolfgang Buchholz and Wolfgang Peters, Justifying the Lindahl Solution as an 

Outcome of Fair Cooperation, September 2005 
 
1537 Pieter A. Gautier, Coen N. Teulings and Aico van Vuuren, On-the-Job Search and 

Sorting, September 2005 
 
1538 Leif Danziger, Output Effects of Inflation with Fixed Price- and Quantity-Adjustment 

Costs, September 2005 
 
1539 Gerhard Glomm, Juergen Jung, Changmin Lee and Chung Tran, Public Pensions and 

Capital Accumulation: The Case of Brazil, September 2005 
 
1540 Yvonne Adema, Lex Meijdam and Harrie A. A. Verbon, The International Spillover 

Effects of Pension Reform, September 2005 



 
1541 Richard Disney, Household Saving Rates and the Design of Social Security 

Programmes: Evidence from a Country Panel, September 2005 
 
1542 David Dorn and Alfonso Sousa-Poza, Early Retirement: Free Choice or Forced 

Decision?, September 2005 
 
1543 Clara Graziano and Annalisa Luporini, Ownership Concentration, Monitoring and 

Optimal Board Structure, September 2005 
 
1544 Panu Poutvaara, Social Security Incentives, Human Capital Investment and Mobility of 

Labor, September 2005 
 
1545 Kjell Erik Lommerud, Frode Meland and Odd Rune Straume, Can Deunionization Lead 

to International Outsourcing?, September 2005 
 
1546 Robert Inklaar, Richard Jong-A-Pin and Jakob de Haan, Trade and Business Cycle 

Synchronization in OECD Countries: A Re-examination, September 2005 
 
1547 Randall K. Filer and Marjorie Honig, Endogenous Pensions and Retirement Behavior, 

September 2005 
 
1548 M. Hashem Pesaran, Til Schuermann and Bjoern-Jakob Treutler, Global Business 

Cycles and Credit Risk, September 2005 
 
1549 Ruediger Pethig, Nonlinear Production, Abatement, Pollution and Materials Balance 

Reconsidered, September 2005 
 
1550 Antonis Adam and Thomas Moutos, Turkish Delight for Some, Cold Turkey for 

Others?: The Effects of the EU-Turkey Customs Union, September 2005 
 
1551 Peter Birch Sørensen, Dual Income Taxation: Why and how?, September 2005 
 
1552 Kurt R. Brekke, Robert Nuscheler and Odd Rune Straume, Gatekeeping in Health Care, 

September 2005 
 
1553 Maarten Bosker, Steven Brakman, Harry Garretsen and Marc Schramm, Looking for 

Multiple Equilibria when Geography Matters: German City Growth and the WWII 
Shock, September 2005 

 
1554 Paul W. J. de Bijl, Structural Separation and Access in Telecommunications Markets, 

September 2005 
 
1555 Ueli Grob and Stefan C. Wolter, Demographic Change and Public Education Spending: 

A Conflict between Young and Old?, October 2005 
 
1556 Alberto Alesina and Guido Tabellini, Why is Fiscal Policy often Procyclical?, October 

2005 
 
1557 Piotr Wdowinski, Financial Markets and Economic Growth in Poland: Simulations with 

an Econometric Model, October 2005 



 
1558 Peter Egger, Mario Larch, Michael Pfaffermayr and Janette Walde, Small Sample 

Properties of Maximum Likelihood Versus Generalized Method of Moments Based 
Tests for Spatially Autocorrelated Errors, October 2005 

 
1559 Marie-Laure Breuillé and Robert J. Gary-Bobo, Sharing Budgetary Austerity under Free 

Mobility and Asymmetric Information: An Optimal Regulation Approach to Fiscal 
Federalism, October 2005 

 
1560 Robert Dur and Amihai Glazer, Subsidizing Enjoyable Education, October 2005 
 
1561 Carlo Altavilla and Paul De Grauwe, Non-Linearities in the Relation between the 

Exchange Rate and its Fundamentals, October 2005 
 
1562 Josef Falkinger and Volker Grossmann, Distribution of Natural Resources, 

Entrepreneurship, and Economic Development: Growth Dynamics with Two Elites, 
October 2005 

 
1563 Yu-Fu Chen and Michael Funke, Product Market Competition, Investment and 

Employment-Abundant versus Job-Poor Growth: A Real Options Perspective, October 
2005 

 
1564 Kai A. Konrad and Dan Kovenock, Equilibrium and Efficiency in the Tug-of-War, 

October 2005 
 
1565 Joerg Breitung and M. Hashem Pesaran, Unit Roots and Cointegration in Panels, 

October 2005 
 
1566 Steven Brakman, Harry Garretsen and Marc Schramm, Putting New Economic 

Geography to the Test: Free-ness of Trade and Agglomeration in the EU Regions, 
October 2005 

 
1567 Robert Haveman, Karen Holden, Barbara Wolfe and Andrei Romanov, Assessing the 

Maintenance of Savings Sufficiency Over the First Decade of Retirement, October 2005 
 
1568 Hans Fehr and Christian Habermann, Risk Sharing and Efficiency Implications of 

Progressive Pension Arrangements, October 2005 
 
1569 Jovan Žamac, Pension Design when Fertility Fluctuates: The Role of Capital Mobility 

and Education Financing, October 2005 
 
1570 Piotr Wdowinski and Aneta Zglinska-Pietrzak, The Warsaw Stock Exchange Index 

WIG: Modelling and Forecasting, October 2005 
 
1571 J. Ignacio Conde-Ruiz, Vincenzo Galasso and Paola Profeta, Early Retirement and 

Social Security: A Long Term Perspective, October 2005 


	Abstract



