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Abstract

In this paper we present the structure of OGRE, a dynamic general equilib-rium
model with overlapping generations, unemployment and a shadow economy. Based
on a parametrized version of the model, we examine the impacts of aging and
calculate multipliers of public pension and other fiscal policies. Also, we contrast
macroeconomic reactions with pay-as-you-go and fully funded pension plans. Lastly,
we highlight the role of unemployment and that of the underground sector in the
framework.

Keywords: population aging, public old-age pension reforms, pay-as-you-go, fully funded, shadow
economy, informal employment, government debt, New Keynesian model, overlapping generations,
demography, unemployment, retirement age

JEL classification: E24, E26, H55, J11, J46



1 Novelties and contribution

This paper presents a dynamic general equilibrium model with overlapping gener-
ations (OLG) and demography, unemployment and wage bargaining, and an under-
ground sector. It was developed to investigate the macroeconomic effects of a wide
range of government policies in what might be termed the “Age of Aging”. The
model is called OGRE, an acronym for Overlapping Generations and Retirement.

Classical OLG models, such as |Allais (1947), Diamond (1965) and Samuelson
(1958), have an finite number of periods; in the simplest version the number of
periods is equal to two; agents are young in period 1 and old in period 2. Moreover,
agents know when they will die. Taking a different direction, we follow |Gertler
(1999), who presents a Blanchard-Yaari-type (Blanchard (1985) and Yaari (1965))
OLG model with young and retired agents.!'? Here, agents live forever; however,
they die with some probability in each period. We distinguish two cohorts. The
first of these is the young (the workers), who® either work and pay labor income
taxes, or are unemployed and receive unemployment benefits from the government.
The second cohort is the old (the retired), who do not work, but receive public old-
age pension benefits. Population is not constant over time because young people
are born with some probability. Additionally, young people retire with a given
probability.

Unemployment is induced by hiring costs; following |Blanchard and Gali (2010)),
workers and firms also bargain over wages. The literature that takes into account
unemployment is rather limited; some exceptions include | Borsch-Supan et al. (2006 ),
Kilponen et al. (2006), [Nickel et al. (2008), Karam et al. (2010), Braz et al.
(2013)| or McGrattan and Prescott (2015)l Furthermore, Corneo and Marquardt
(1999)| conclude that unemployment is independent of social security systems. In
our view, however, it is somewhat misleading to assume full employment. The
obvious rigidities in the labor market (job hunting requires money and time on
the sides of both the employer and the employee) imply that not everyone seeking
employment will find a job, at least not in the short run. Brauninger (2005), Ono
(2007), |Ono (2010), Marchiori et al. (2011) and |de la Croix et al. (2013)| claim that
there is a relation between unemployment and social security. Like [Pierrard and
Snessens (2009), Marchiori and Pierrard (2012)| and [Marchiori and Pierrard (2015),
we include unemployment in our framework. To the best of our knowledge, besides
Berger et al. (2009)!, OGRE is the only Blanchard-Yaari-type OLG model with
unemployment.

The main novelty of our model is the inclusion of a shadow economy.® To the
best of our knowledge, OGRE is the first Gertler-type OLG model with informality.

1Unlike Berger et al. (2009), for example, we do not provide a detailed literature review on
different types of OLG models.

2We use the terms “Blanchard-Yaari-type” and “Gertler-type” interchangeably.

3We use the terms “young” and “worker” interchangeably, as we do the terms “old” and
“retired”.

4Berger et al. (2009) is itself based on |Grafenhofer et al. (2006) and lJaag et al. (2007).

2 [134

5We use the terms “shadow”, “informal”, “underground” and “unofficial” interchangeably.



We are only aware of one classical OLG model with an informal sector, which is the
two-period model of |Keuschnigg et al. (2013)l In our view, however, our questions
cannot be adequately addressed using two periods, as it is crucial to examine both
short- and long-run responses.

While on the one hand, the underground sector is modeled by tax evasion, on
the other, the level of regulation is lower in the shadow; here we follow Williamson
(1975).% Taxes are avoided in both the informal labor and goods markets. Specifi-
cally, i) labor income is only taxed in the formal sector (both that of employers and
employees) and ii) value-added taxes are only paid for goods purchased from formal
sector-producers. Then, the fact that the formal sector is more regulated than the
informal one is modeled by higher labor and product market rigidities in the former.
Furthermore, the government only buys formal goods.

We contend that, for several reasons, neglecting the shadow economy leaves a
framework markedly incomplete. First, as the shadow economy is by definition in the
shadow, public policies can only affect directly the non-shadow side of the economy.
Consequently, the larger the underground economy, the smaller the fraction of the
economy directly influenced by the government. The reason for this is that only
formal-sector firms and workers pay taxes, and only they are directly affected by
the level of regulation (unionization e.g.).

Second, the official and unofficial sectors interact. For instance, workers move
between them. Moreover, the higher the size of informality, the more workers can
potentially move out of the shadow. The same is true for goods. Furthermore, some
studies note that working in the shadow has been theorized to function as a kind
of “insurance policy”, in other words, the “shadow employment is tolerated because
its repression increases unemployment” (Boeri and Garibaldi (2007), page 125).

Third, working in the shadow is relevant not only because it affects public revenues
in general, but also because it is related to social security, in particular. In a
pay-as-you-go (PAYG or PG) regime, revenues collected today are used to finance
public old-age pension spending today; those who work informally do not contribute
to social security; hence shadow work reduces pension benefits or increases public
debt. At the same time, in a fully funded (FF) system the current social security
contributions deducted from firms and workers finance future public old-age pension
benefits of the same people. Thus, working in the shadow means no pension savings
for the period spent in the shadow. As a consequence, although in the short run
underground employment might function as “insurance”, in the long run it might
be costly for both the people and the state.

6Also, as |Schneider (2012)| (page 6) claims: “The shadow economy includes all market-based
legal production of goods and services that are deliberately concealed from public authorities for
the following reasons: 1. to avoid payment of income, value added or other taxes, 2. to avoid
payment of social security contributions, 3. to avoid having to meet certain legal labor market
standards, such as minimum wages, maximum working hours, safety standards, etc., and 4. to avoid
complying with certain administrative obligations, such as completing statistical questionnaires or
other administrative forms.”



Last, in most countries the shadow output is rather sizable (Figure 1). This is
true for many developed economies as well as for emerging economies.”
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Figure 1: The size of shadow output (Schneider et al. (2010), page 458)

OGRE is suitable for investigating the impacts of retirement age changes, thus
further contributing to the literature. To the best of our knowledge, with the ex-
ception of Fehr (2000), Kilponen et al. (2006), Diaz-Gimenez and Diaz-Saavedra
(2009), Keuschnigg et al. (2013)| and (Goraus et al. (2014), only social security
contribution rates and pension-wage replacement rates have been considered in the
research literature.® Additionally, to date, the macroeconomic reactions of pension
reforms have not been compared with those of other public policies.

OGRE’s final contribution is its rich fiscal sector. Public revenues are labor income
taxes (personal income tax, employee and employer social security contributions)
and value-added tax, while the government finances government consumption, un-
employment benefits and old-age pensions. Two pension plans are distinguished. In
the first of these pension benefits are based on previous wage stream and a pension-
wage replacement rate. According to World Bank (1994) there are two main sub-
types of PAYG plans: a “defined benefit scheme,” which fixes pensions and allocates
taxes accordingly, and a “defined contribution scheme,” which fixes taxes that are
then redistributed. Our model is closer to the first of these. In practice, however,
most systems are a combination of the two plans. By fully funded we mean a system
where each worker’s contribution is collected in a separate account and are used to
finance the future pension benefits of the account owner himself/herself.

Like Borsch-Supan and Ludwig (2011), we study both PAYG and FF pension
plans.® Most models in the literature either incorporate a PAYG plan (e.g.
et al. (2008) and Karam et al. (2010), but also the AINO, PESSOA and LOLA

"Informality can also be measured in terms of employment (Schneider (2012)).

8Moreover, impacts on output have been examined, but not those on unemployment, in
men et al. (2006)| and (Goraus et al. (2014),

"]Baksa and Munkacsi (2016)| also examine the impacts of a pension regime switch.
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models'?), or investigate a switch towards an FF system (e.g. Borsch-Supan et al.
(2006) and McGrattan and Prescott (2015))), but very few include both (exceptions
are [Marchiori et al. (2011)and de la Croix et al. (2013))).

The model’s main channels of aging are as follows. If either the mortality or the
fertility rate goes down, there are relatively fewer young and more old people. Hence,
the size of the economy shrinks, which implies that employment and thus demand are
negatively affected. Also, public debt goes up. The short- and long-run implications
of different demographic shocks differ somewhat, as do those of public policies, which
might prove pivotal in managing the consequences of aging. Importantly, labor
income tax cuts imply a rise in the unemployment rate while other fiscal expansion
policies do not distort the labor market in the long run. Furthermore, there are
short-run costs; for instance, a temporary rise in unemployment occurs after a cut
in VAT or an increase in government consumption.

Workers’ incentives differ between PAYG and FF pension plans. Hence, the paths
of public debt also differ in the two regimes. Nonetheless, we find that the long-run
macroeconomic responses of fiscal policies do not significantly differ. In the short
run, however, the composition of private consumption reacts differently; namely, in
a fully funded pension regime, a shift towards young generations usually takes place.
As regards aging, the composition of consumption reacts differently with different
pension regimes in the long run as well.

The presence of unemployment and informality is crucial for long-run responses
of household consumption and GDP of labor income tax policies; without them the
multipliers are much lower. When the shadow economy is not taken into account,
as is true in the other models, the tax base is larger, allowing an artificially low tax
reduction to induce the same size shock. In the short term, unemployment is also
impacted and so is the consumption basket. The intuition is that without a shadow
economy those who leave formal employment are considered to be unemployed in-
stead of moving into the shadow. FEven the signs of some short-run multipliers
change. Thus, a model without informality and/or unemployment might bias the
short-term reactions, which would result in incorrect policy conclusions.

In the next section we describe the model in detail. Then, based on a parametrized
economy, we present the impacts of aging and calculate fiscal multipliers. Also, we
compare macroeconomic reactions in the two pension regimes and show evidence of
the role of informality and unemployment. The Appendix provides information on
old and young generations’ optimization and details derivations related to the two
pension systems. Finally, we list all the normalized equations and show the steps we
took in calculating the model’s steady state. Throughout the paper we emphasize
long-run versus short-run differences.

10AINO: Kilponen et al. (2006), PESSOA:|Braz et al. (2013)|and |Almeida et al. (2013), LOLA:
Pierrard and Snessens (2009), Marchiori and Pierrard (2012)] and Marchiori and Pierrard (2015),
which are summarized in [Dieppe et al. (2015)



2 The model

OGRE is a dynamic general equilibrium model with overlapping generations
(OLG), unemployment and an underground sector. OGRE is an acronym for Overlapping
Generations and Retirement. OGRE’s main novelty is the distinction it makes be-
tween formal and informal labor and goods markets in an OLG setup.

2.1 Demography

Demography is modeled by |Gertler (1999), Blanchard (1985) and |Yaari (1965).
Two cohorts are distinguished: the young (the workers) and the old (the retired).
Population is not constant over time, as young people are born and old people pass
away with some probability. Also, young people retire with a given probability.

The total number of population is N; which is the sum of young/worker (NY)
and old/retired (NC) people. Young people retire with a probability of w) |, while
old people die with a probability of w? ;. Furthermore, n, is the fertility rate which
shows the birth rate of new young (worker) people. This is a net rate; we do not
model those who do not work due to their age (students), the mortality of the young,
or migration. So, the relevant demographic equations are:

N, =N} + NP
NY = (1- C"1?/—1>N1t}:1 + ntNt{1
NP = (1 —=w N2, +w  N-,

2.2 Overlapping Generations

Overlapping generations are also modeled following Gertler (1999)| Blanchard (1985)
and Yaari (1965), in a system called the Blanchard-Yaari framework. The young
(the workers) either work and pay labor income taxes, or are unemployed and re-
ceive unemployment benefits from the government. Following Blanchard and Gali
(2010), unemployment is induced by hiring costs; workers and firms also bargain
over wages. The old (the retired) do not work, but receive public old-age pension
benefits from the government. We describe the retired cohort first, and the young
cohort afterwards.

2.2.1 The retired cohort

Retired agent i of retired cohort a is one individual who retired a years ago. He
or she maximises the following Bellman equation:

VO(B(?_M_I(@')) -
1 1 X 1=y
= max {(1 +¢9) [ﬁ {Ca?f(@)} + —— {Ca?f(z)} } +
+ BE(1 = w?)VO(BL(0)}
subject to this budget constraint:

(1 +7)CY (@) + pl O (4) + (1 — w?) B, (i) =
= (1+7-1)BS 1, 1(i) + TR (i) + TRV O(6) + Profit?, (i) — T2,(i)

a,t a,t
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The retired agent does not work, but receives pension benefits from the government:
TRPG YO(;) in a PAYG regime and TRFF YO(7) in a fully funded regime (where YO
denotes pension benefits of those who Just retired (i.e., those who were young one
period before)). Pension benefits of the newly retired are determined in the period
in which they retire and are indexed by inflation.!* Also, some share of profits minus
lump-sum taxes are received by the retired. The agent consumes formal and informal
goods. Specifically, its utility depends on consuming goods produced by formal firms
(Cg 2F(4)) and consuming goods produced by informal firms (C’O ()). x parameter
shows that formal and informal goods are differently valued. Namely, formal and
informal goods are not perfect substitutes, because there is no warranty for informal
goods. So, one unit of an informal good implies a lower utility than one unit of
a formal good. The agent pays value-added taxes (VAT) after purchasing formal
goods; VAT is denoted by 7. Because informal goods are hidden, no VAT is paid
upon their purchase. pt is the relative price of informal goods (expressed in formal
goods’ price level), € is the preference (demand) shock and « is the relative risk
aversion parameter. Finally, besides consuming, the agent saves in Ba7 (7) risk-free
bonds and receives r;_; real interest rate (nominal interest rate is denoted by i;_1)
on the previous period’s bond holdings. The retired agent optimizes with respect to
C’O’F( ), C’O’ (i) and BY ( ), and, when optimizing, he or she also takes into account
that with probablhty w? by the beginning of the next period he or she will pass
away.

As a result, the Euler-equation for formal goods is:

EtC a+1, t—',—l( ) COF( )( +Tt) A

where

1
1+€eS, 1+7° }7

ENyy=FE
tA41 t{51+6 1172,

The Euler-equation shows the usual intertemporal substitution between periods ¢
and t + 1; it is also affected by value-added tax rates.

Then, optimization also implies that informal consumption can be expressed in
terms of formal consumption as follows:

COl (i) = T.C2F (i)

1
1+7¢Y)~
=)
Py

The higher the parameter x and the level of VAT, the larger the relative value of
informal consumption to formal consumption. The opposite is true regarding the
relative price of informal goods.

where

H\ore detail is available in Section 2.5.
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As noted above, the retired agent knows that he or she will die with a probability
9 by the beginning of the next period. As a consequence, the agent changes his or
her behavior because his or her optimization horizon becomes finite. In contrast to a
representative household framework, where, in the long run, the stochastic discount
factor is equal to the inverse of one plus the real interest rate, in an overlapping
generation setup this is not the case. Rather, the stochastic discount factor is a
weighted sum of adjacent periods’ real interest rates, where the weights are related
to the demographic environment, namely, to the probabilities of death (and the
retirement probability for the young).

For instance, in period t the probability of death today is w?; thus, the survival
probability is 1 — w?. Then, the same agent’s ¢ + 1-period survival rate today
s (1 —w?)(1 —wZ,). As a consequence, the future stream of income must be
discounted with the survival probabilities, and not only with the usual real interest
rates, because the agent might die in any period. The same is true for retirement.
Both death and retirement change the current state of the agent, and so they must
be taken into account during the optimization process. As such, discount rates, and
consequently, aggregation, are affected. In a representative agent framework there
is always only one state, thus making discounting, and thus aggregation, simple. In
an overlapping generations setup, however, both discounting and aggregation are
affected by demography.

We can show that the current-period individual formal consumption level of retired
agent (i) can be expressed as follows:

HP Oy (1) = (TR O (0) + TRy ()92 + I2,(0) + (14 1i-1) By (i)

where
0 ¢ e, o) 1 - Wto 0
Loa(i) = Profit,, (i) — To, (i) + B = Ia+1 1+1(7)
HO = (1+70) +pl T+ E(1 —wP) (1 + rt) "N HE
00 =14 B g0
t t 1+rt t+1

and T; and A, are the same as before.

Then, after aggregation, the retired generation consumes:!?
HCP" = (TR + TRIOY + 7 + (14 r0) (w1 By + BYy)
cyl =100

where

8)
1 —wy 0

7P = Profit? — TP + E 9.

t
(I4+r)(1+ grfi’?)
Profit? — TP = (1 — &)(Profit, — T))

and £ is the fraction of profits and lump-sum taxes that goes to the young.

12The aggregate informal consumption of the retired can be calculated by the informal-formal
substitution equation.
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Hence, the current level of formal consumption of the old equals the sum of the
discounted stream of current and future pension benefits and other income, and the
current level of savings. Discounting not only depends on the usual real interest
rates, however, but also on mortality rates and the number of people in the retired
cohort. A final crucial caveat is that w) | BY | is included in the consumption func-
tion because w} ; share of the young retired in the previous period. Also, g,f\_]g shows
the growth rate of the number of old people.

2.2.2 The young cohort

Young agent ¢ of young cohort b is one individual of its cohort who started to
work (ie., was born) b years ago. The Bellman-equation of a young individual is:

Vi (By_y (i) =
— max {(1 ) [ﬁ [axram} "+ T e} V] +
+ BB, (1= w )V (By(0) +wy VEL(By () }
while the budget constraint is:
(1+7)Coi (1) + Py (1) + (1= W) By (i) + wi By (i) =
=1+ I)Bb 1,t— 1 (8) + (1 - TtLW)wa{jt(i) + thLg,t(i) +
+uw, Ubt( ) + Prof@tbi(z) — Tb7t(z)

By definiton, a young person does not collect old-age pension benefits. Rather,
he or she either works and receives labor income, or is unemployed (Uy (i) denotes
unemployment) and receives w! unemployment benefits. The agent can either work
in the formal sector or in the informal sector; L}, (i) and Lj (i) denote formal and
informal employment, and w! and w! are formal and informal wages. A crucial
difference between the formal and informal sectors is that only income earned in
the formal sector is subject to taxation; those who work in the formal sector pay
a sum of personal income tax and employees’ social security contributions of T,
Also, a given share of Profit} (i) profits minus T),(i) lump-sum taxes are earned
by the young, where the share is equal to the fraction of young people in the whole
population. The probability of retiring by the next period is w}. A young agent
saves for two possible future states: first, for staying young (By (i )), and second, for
retiring (B} (i))."* The young optimize with respect to both savings, i.e. By (i)
and By (i), and, as usual, C’g/tF(z) and C’;;;I(i).

As a result, the Euler-equations are:

Cgﬁtﬂ( ) = EthYtF( )(1+ Tt) A

COt+1(‘) EtCXtF()( +7’t) A

where A;,; is the same as before. The young agent saves for two potential future
states; hence, there are two Euler-equations. These show the intertemporal substi-
tution, as usual. However, one of them relates current-period young consumption to

3This is just a technical distinction; at the end of the day, all young persons’ savings are
denoted by Bg/.
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next-period young consumption, if the agent is still young in the next period, while
the other one does the same but in relation to future old consumption.

Also, the relation between informal and formal consumptions is:
Cyy (i) = 1:Cy;" (i)

where Y, is the same as before. As with regard to the old, informal consumption
is positively affected by the weight on informal consumption in the utility function
and the rate of value-added tax, but it is negatively affected by the relative price of
informal to formal goods.

Then, individual formal consumption of the young are:

YAYF/ N _ 7Y /- Il?jto<2> Y .
H, Cyy (i) = ‘,Z:b,t(z) + 1 +(1+ Tt—l)Bb—l,t—l(Z)
’ -+ Tt
where
) . 1- )
Ig,/t(l) = ]ncw(@) + By— Ib t+1( )

1+
Incy(i) = (1 = 7" )wf Lth( )+ wy Ly, (i) +wi Upe(i) + Profity, (i) — Tyy(i)

10G) = Bw) ((TREZYOG) + TR 0)Q0 + T84 ()) +

+Et1+7‘tt l?,/tJrl(Z)
H (1+Tt ) +ptTt+Et(1+Tt) At+1 (( )Ht+1 ‘l‘wt Ht—i—l)

where T; and Ay, are the same as before.

Aggregate consumption is as follows:

IYO
HY O =T + 2 — + 1 +r)(1 —w! ) BY,
]. +Tt
cHl=r.00"
where

I) = Inc, + E, v,

(147 (1+g17)

Inc, = (1 — 7"l LE +w! Ll + wlU, + Profit} — T
Profit! —T) = &(Profit, — T;)

Y

w.
V0 = B, [ (TREGYC + TR 909, + = 79, | +
(1 + 941 ) St+1

1 — Y
+Et wt YO

t+1
(1+7441) (1 + Qﬁr}/)

and Ty, A;y1 and £ are the same as before.
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Like retired consumption, the current level of young formal consumption is equal
to the sum of the discounted stream of current and future income, and current
savings. Nevertheless, there are two future incomes, one for being young in the
future and one for being old in the future. Moreover, income denotes labor income
and other income (but not pensions). Finally, discounting takes into account not
only mortality rates and the number of retired people, but also the probability of
retirement and the number of young people.

Finally, the aggregate young budget constraint is:
(1+7)00F 4 pleX + BY = Ine, + (1 +r-1)(1 — w) ) BY |

2.3 Firms

There are two types of firms: physical-capital producing firms and goods-producing
firms; both types are owned by the household sector, and, among both types there
are formal and informal firms. Informal firms avoid paying taxes and, as they are
in the shadow sector, the level of regulation is lower (Williamson (1975)).

Physical-capital producing firms use beginning-of-period physical capital and in-
vest to produce end-of-period physical capital. Following (Christiano et al. (2005),
investment is subject to an investment-adjustment cost.

Goods-producing firms rent physical capital from capital producers and hire labor
from young households. They produce a good which is either consumed by house-
holds or purchased by the government (only formal sector goods), or one that is
used for capital production (only formal sector goods). Also, only formal firms pay
social security contributions. All goods-producing firms pay an extra cost of hir-
ing following Blanchard and Gali (2010); this hiring cost depends on the number of
newly hired people. The hiring cost is higher in the formal sector, reflecting both ad-
ministration and advertising costs. While hiring is endogenous, firing is exogenous.
Furthermore, goods producers are monopolistically competitive and set the price
level taking into account a price adjustment cost a la |[Rotemberg (1982). Finally,
goods-producing firms bargain with workers over wages, similarly to Blanchard and
Gali (2010). Formal workers have a stronger bargaining power over wages than do
informal workers, and, thanks to unions, the firing probability is lower in the formal
sector.

2.3.1 Physical capital producers

The Bellman equation of the formal physical capital producer is:**

1
V(I s KF ) = max{rtK’FKtIil — Invf + Etl V(Invf;KtF)}

Ty

while it also takes into account the physical capital accumulation equation:

Invf = K — (1 - 0)K] | — Invf'S <L>
t t t—1 t ]nvil(l +gt)

The optimization problem of the informal physical capital producer is parallel, so we only
describe the formal one.

14



Here, 1" denotes the real rental rate of capital (Rf{ " is the nominal rental rate of

. KF _ RS
capital and ;" = —Lg
t

ment, QF is the shadow price of capital and § is the depreciation rate of capital.
Also, g, is the sum of technology and population growth.

), K[, is the physical capital stock, Invf denotes invest-

Function S is the investment adjustment cost function; following (Christiano et al.
(2005), it looks like:

S( Invf ) B . < Invf >2
I”U£1(1+9t) 2 Inv£1(1+gt)

where ¢f is the investment adjustment cost parameter.

As a result, optimization can be summarized by two equations:

B, (rfS + QE(1=8)) = Qf (L4 1)
QoF S’( Invlﬂl ) ( ]mjtfil )2
e+l InvE (14 gi41) Invf (14 gev1)

LOF {1_5,( Invl ) —S/( Invl > Invl ]
' Inv{ (1 + g:) Inv{" (1 +g:) ) Inv{ (1 + g:)

The first equation is the usual no-arbitrage condition. It claims that, taking into
account the shadow price of capital QF, investing in capital and saving in risk-
free bonds yields the same return. Without this condition a sub-optimal arbitrage
could be achieved in the economy. The second equation is the usual Tobin-Q, which
describes the optimal investment strategy of the firm.

1
l=E—

_|_
1+Tt

2.3.2 Good producers

We now turn to goods producers in the formal sector.!® One of them is denoted
by 7.1¢ The (nominal) Bellman-equation of the formal sector goods producer is:

V(P (5), LT (7))
1414
which is maximized subject to the profit function, production function, demand

function and the labor law of motion with respect to PF(j), L¥(j), KF(j) and
H{(5):

V(PE (7). LE 1(j)) = max {pmﬂtf‘<j> LB

profity (j) = PF (DY () — RO KL () = A+ 775N WILE(5) -

~HCTHL'(j) - FYG)Y" R (zf%)))

V() = KE ()" (AFLE ()
v = () o
LFG) = (1 - prF)LE L () + HE )

5The optimization problem of informal goods producers is parallel.
16Because the number of firms is equal to 1, index j is only used for the sake of mathematical
convenience; at the end, a variable with j and without j will be the same.
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P, P,
HC’tF =kl (prtH’F> e
HF Hf
pry

Ui+ PTF’FLf—l + pTF’ILg—l

First, regarding production, the production function is the usual Cobb-Douglas
with a labor-augmenting technological process based on labor and physical capital.
Here, AF" denotes technology level and 1—a!” shows the share of labor income in total
factor income. The total amount of production Y,/ is related to firm j-production
Y,F(5) by the usual demand function, where PF(j) is the price set by firm j (P} is
the general price level) and ¢ denotes price elasticity of demand.

Second, the extra cost of hiring a new worker is denoted by HCY" (the real hiring
F
) -
turn depends on the number of newly hired people H}". k! denotes the hiring
cost parameter and aycp shows the elasticity of hiring cost with respect to the
probability of hiring. While hiring is endogenous, as the labor law of motion shows,
firing is exogenous, and the probability of firing is prf*f. Also, firms pay 77°¢F

social security contributions.

cost is hel” = This depends on the probability of hiring prf{ , which in

Finally, regarding price setting, function R is the Rotemberg price adjustment
cost. Also, the price adjustment cost parameter is ¢% and 7 is the indexation
parameter; if v = 0, there is no indexation, if v = 1, there is full indexation.

Although sectoral optimizations are similar, some differences ought to be noted.
First and foremost is tax evasion; that is, only formal firms pay social security
contributions. Moreover, formal hiring costs and bargaining power of workers are
higher, while the dismissal rate is lower. These differences can be attributed to
the higher degree of regulation in the formal as compared to the informal sector
(Williamson (1975)).

Optimization results in two demand functions (physical capital and labor) and a

pricing decision, while the last equation is the real marginal cost (mcl” = A/][D%F):
t
F FMC% y F
K= K}Y;
Ty
% hely (1 — prif)
F AL’ SSCFy, F F t+1
me, (1 —a")— — (1 + 7, w; =hc, — E
F(1= ") — (L S5Ol = hef - B

1 1 F 1 F 1 F
() R () )
p—1 (1 + 7Tt71)W (1 + 7Tt71)W (1 + 7Tt71)7

, 1—i—'/x'f+1 ) < 1—i—71'£rl >
gt v B ((mf)w )) ek




(1-aF)

al’ hef  (1—prBF
rIOF (14 TSSCF)wF + hef — hepy, (A-pr™7)
F B t t t 4 1+7s
S v AF(1— oF)
¢

Two important caveats follow. First, due to the presence of labor market frictions,
labor demand becomes an intertemporal as well as an intratemporal decision. This is
so because labor market rigidities create a link in employment today and tomorrow,
a link that is described by the labor law of motion. Second, the pricing decision is
sectoral; hence, there are two New Keynesian Philips curves, one for each sector.

Goods producers produce goods and set prices, but they also bargain over wages
with their workers. Because an agent works in the formal sector, in the informal
sector, or is unemployed, there are three worker value functions:

V=0 + B

T [(1 — prPF P EYVE

FF_ HIv I FF H,F HI\ U
+pr pr Vi Fortt (1 —priy — th+1)Vt+1]
1 H,I
Vi =w/ + Etrrt [(1 — P pr )V

HF HF H,I
+prpr Vi (=l - prt#l)v'grl]

U U H,I H,F U H,Fy,F H,Iy,I
Vi =w, + E; [(1 — Py — Py )Vt+1 +pri Vi +p7"t+1‘/;+1]

1+Tt

Today, a worker in the formal sector earns real wage w!” and pays personal income
tax and social security contributions 72". In the next period, she might keep this
job or might be fired. If fired, she could find another job either in the formal or in
the informal sector. Alternatively she might stay unemployed. A similar argument
holds for the informal worker value function. Being unemployed, nevertheless, means
that w{ unemployment benefits are received today, and tomorrow she either starts
to work in any of the two sectors or stays unemployed for one more period.

Firm value functions are equal to the hiring costs themselves because searching
does not take time (see Blanchard and Gali (2010) for more detail).

Bargaining happens separately in each sector with bargaining powers o/ and o/;
workers and firms make a common decision about wages, taking into account the
value of the job over that of the outside option (i.e., not working):

max (V" — V)7 (hef) 7"

max(V,! = V)7 (hef)' =

wy

As a result, the formal bargaining condition is:

F LW
o pl—T

LWy, F U
1— oF Ct1+TSSCF:(1_Tt Jw; —w; +
t
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(1 _ pTF’F)(l . pT’H’F> a” hel 1 — thgkl/{/ .
t+1 1— O_F t+1 1 + Tti_%CF

O'I
_<1 _ p,r,F,F)prfi{ (mh6{+1)

Note, that both employer and employee taxes affect bargaining. Also, bargaining,
like labor demand, is an intertemporal decision, due to the presence of hiring costs.!”

2.4 Monetary policy

In the short run, price rigidity matters and the central bank follows a Taylor-type
rule, similar to that of [Smets and Wouters (2007);

L+ip =14 i1)" By ((1 +7)(1+ Wg_l)pw(l*m) oct

Here, p; is the interest rate smoothing parameter, p, is the weight on inflation and
et is the monetary policy shock. We assume, for the sake of simplicity, that the
central bank sets the interest rate based solely on the formal inflation rate.

Also, the Fisher equation is:

1+i,=(1+r)E(1+7f5)

2.5 Fiscal policy

The fiscal side of our model is very rich, especially with respect to pensions. First,
we present the pay-as-you-go-plan, then we move on to the fully funded regime. We
further highlight how we model the switch between these two.

2.5.1 Pay-as-you-go pension system

The government collects revenues (Rev;) of value-added taxes (7, labor income

taxes (1) and T; lump-sum taxes:

Rev, = 7€CF + tFwl LE + T,

TtL — TtPI + (1 . E) (TtSSCW + 7_tSSCF)

FIW = pPT pSSCW
Labor income taxes are paid by young households and firms; the former pay personal
income taxes (7/7) and social security contributions (775" (7£W denotes the sum
of these two), while firms are only subject to social security contributions (7,75¢F).
= is an indicator, which is 1 in a fully funded regime and 0 in a PAYG regime, while
it can be time-variant as well. Obviously, value-added taxes are only collected after
goods purchased from formal sector producers, and, only firms and workers in the
formal sector pay labor income taxes.

"There is a similar expression for the informal sector.
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Revenues finance government consumption expenditure (Gov;), unemployment
benefits expenditure and old-age pension expenditure (T RF%):

Exp, = Gov, +thUt +TRfG

As the budget might not be balanced in each period, the government issues bonds
denoted by B;. These can be purchased by all households. Thus, the government
budget constraint is:

Bt + R@Ut = (1 + Tt—l)Bt—l + E(L’pt

Also, primary government balance (PB;) is defined as the difference between
public revenues and expenditures, while total government balance (G B;) also incor-
porates interest payments/receipts on bond holdings:

PB; = Rev;, — Exp;
GBy = PB, —ri_1By

Then, the government budget constraint becomes:

By =Bi1—GB;

Because of the presence of bonds, in order to avoid an explosive solution, similarly
to|Leeper (1991) and Anderson et al. (2013)} a rule is introduced for lump-sum taxes:

T, =nT+ (1 —-n) [pTH + (1 - p)(GB/ 79 — GBt)]

Here, 1 shows the speed of adjustment; it is a 0-1 indicator; n = 1 if lump-sum taxes
stay at the steady-state level and 0 otherwise. A similar rule is valid for all other
fiscal instruments as well (value-added tax rate, personal income tax rate, employer
and employee social security contributions and government consumption), and, all
rules target total government balance (GB; *9%).18

The starting point of the pay-as-you-go plan is that the pension of each newly
retired person depends on a pension-wage replacement rate, and on the individual’s
previous wage stream:

TRy, (i) = nI By (i)

TR,{D G’Yo(i) denotes pension received by individual ¢+ who just became retired in
period t.1 v; is the gross pension-wage replacement rate (ratio of pension to gross
wages), while IB)_, (i) is the individual’s previous years’ wage stream. To be more
precise, it is a simple average of wages received in the previous Y years:

1 Y -1
Y . F F . Y :
IBy (i) = ?wt—lLb—l,t—l(l) + v IBy 5, (i)
18Calibration implies that GBT"9¢* — GB =T.
19Y QO refers to just-retired, and stands for “young-old”.
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Then, total wage stream of all employees follows:

Y —

1 1
1B} = Gwi Ly + ——(1 —w ) IB,

Y
Hence, the total pension of those old people who just retired is:

PGYO

Last, the total pension expenditure is the sum of the pension of the just-retired
and of those who retired in any of the previous periods and are still alive:

TRF¢ = TRY9 4+ (1 —w? )TRFS

2.5.2 Fully funded pension system

The crucial difference between the two pension regimes is that in a fully funded
regime TR is no longer included in public expenditures:

Exp, = Govy + ngt

Period-t social security contributions go directly to a pension fund, and future
individual pension benefits are related to individual pension savings. The starting
point is that individual ¢ saves her social security contributions in a separate account:

By (i) = E(r75" + 775N L (1) + (1 4+ r-1) By, (0)

Here, BtY (1) denotes individual #’s pension savings. As before, only employees and
employers in the formal sector pay social security contributions; hence, informal
income does not contribute to retirement savings.

Assuming that initial wealth is zero, total pension savings look like:

BY* = S5O 4 7SNl L 4 (1 rn) (- B

When someone retires, an initial pension level is set by the government in that
period based on her pension savings and the life expectancy. Later, the pension
level will be adjusted by inflation only. It can be shown that TRFF YO( ) which is a
just-retired individual ¢’s pension in period t fulfills:

(1+ 7’t71>Blz/—’*1,t—1( )= TRFFYO( )Qto

Then, total pension expenditure of those who retired in period ¢ (T’ RFF YO) and
of all retired people (T'RIF), in the FF regime, are:

(147w’ B = TRFF’YOQO
TRFF = TRI*YC + (1 — w2 )TRFE
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Last, as people get older, their pension savings shrink. So, the following holds:
(1+ 7w B + (L4 1-1) B = TR + BY™

where Bto ™ is pension savings of previously retired people in a fully funded regime.
Finally, total pension savings are:
B =B + B

2.6 Market clearing conditions

In equilibrium, all markets clear. First, the labor market clears.?”

First, total number of workers in the formal and underground sector, and the
number of unemployed people are:

LE =) Liy =) NiLi i)
b=0 b=0

L =) Li,=> NSL,()
b=0 b=0

Uy = Z Upt = Z Nb},/tUb,t(Z')
b=0 b=0

Then, the total number of young people is equal to the sum of the number of
people employed in either the formal or the informal sector and the number of
unemployed people:

U=N-LF-1L!
Total profits is the sum of sectoral profits:
Profit, = profitf 4 profit!
Then, there is an equilibrium in the assets market:
B+ Qf K{ + Q{K{ = B + B + By

This means that the young and the retired save in risk-free bonds, and this aggregate
savings is equal to the sum of government bonds and physical capital.

Regarding the goods market, in each sector, supply must equal the relevant de-
mand and deadweight losses due to labor and product market frictions:

20Also, the physical capital market clears: capital rented by firms equals capital produced by
capital producers (this is why both are denoted by K).
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cf =cot+ oyt
Cl=Cr'+a!

Inv, = Invl + Inv!

Formal sector goods are either consumed by households or invested to produce
physical capital. Also, the government purchases goods from formal firms. Hiring
costs and price rigidity constitute deadweight losses, and there are also investment
adjustment costs; these create a gap between production and demand. Concerning
the informal side, the government does not buy informally produced goods and
private investment only pertains to formal goods.

Finally, GDP is, as usual, the sum of household consumption, private investment
and government consumption, where total consumption is the sum of formal and
informal consumption:

GDPt = Ct ‘I— I'I'M)t ‘I— GO'Ut
Cy = Cf +p/C]

Also, production is the sum of formal and informal production:

Y =Y +pY

3 Impacts of aging

First and foremost, with a special focus on generational differences, we analyze
how demographic changes affect the economy in our framework. We do that based
on a parametrized version of the model. Parameters are shown in Tables 1 and 2; all
of them are in the range of usual values of the literature. Because we parametrize
the model (instead of calibrating or estimating it), no direct policy conclusions
can be made concerning the magnitude of impulse responses. However, our aim
is not to make such conclusions, but to describe the main channels of the model.
All the simulations are made by Dynare 4.4.3 and the IRIS Toolbox?!, and mean
(permanent) deterministic simulations, moving from the original steady-state to a
new long-run equilibrium.??

2Inttp://iristoolbox.codeplex. com
220ur notes on parametrization and simulations also hold for the other sections of the paper.
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NAME SIGN [VALUE
Discount factor B 0.99
Physical capital depreciation rate o 0.1
Formal physical capital income share a 0.3
Informal physical capital income share o 0.3
Markup (%) (0] 20
Government consumption expenditure to GDP ratio (%) 20
Unemployment benefit expenditure to GDP ratio (%) 1
Gross pension-wage replacement rate (%) v 85
Government debt as a share of GDP (%) 60
Firing probability in the formal sector (%) pr™ | 10
Firing probability in the informal sector (%) pr 20
Ratio of hiring cost in wage in the formal sector 0.25
Ratio of hiring cost in wage in the informal sector 0.25
Bargaining power of workers in the formal sector (o 0.75
Bargaining power of workers in the informal sector o 0.75
Elasticity of hiring cost wrt to hiring probability e 0.5
Value added tax revenue in GDP (%) ¢ 7
Share of personal income tax revenue in GDP (%) 5
Share of employee SSC revenue in GDP (%) 3
Share of employer SSC revenue in GDP (%) 5
Probability of becoming retired (%) o’ 1.5
Mortality rate of the retired (%) o 5
Net fertility rate (%) n 3
Technology growth rate (%) ga 1.5
Weight of informal goods in the utility function X 0.75
Fraction of young households' profit and lump-sum taxes | & 1
Table 1: Steady-state parameters
NAME SIGN | VALUE
Inverse of intertemporal elasticity of substitution Y 1
Adjustment cost of physical capital investment N 25
Autoregressive parameter of no-pension policies 0.52
Autoregressive parameter of lump-sum tax policy 0.9
Autoregressive parameter of pension policies 0.99
Autoregressive parameter of pension regime switch 0.95
Rotemberg price adjustment cost 60
Price indexation Ye 0.75
Interest rate smoothing P: 0.5
Reaction to inflation in Taylor rule Px 2

Table 2: Dynamic parameters
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Long-run effects of increasing old-age dependency ratio

Dependency ratio GDP per capita (%) Total houscholc_l corolsumpuon
increase with per capita (%)
PAYG | FF PAYG | FF
Lower mortality rate -2.8 -2.6 -3.8 -3.8
Lower fertility rate -2.6 -2.4 1.2 1.4
Dependency ratio Young con51'1mpt10n-1nc0me Ol1d consm‘flptlon-mcome
increase with ratio (pp) ratio (pp)
PAYG | FF PAYG | FF
Lower mortality rate -3.4 -1.5 -6.6 23
Lower fertility rate -5.1 10.2 9.1 -16.2
Dependency ratio Formal employment (%) Informal employment (%)
i ith
frierease wi PAYG | FF PAYG | FF
Lower mortality rate 2.5 2.4 -3.8 -3.9
Lower fertility rate -4.1 -4.1 0.3 04
Dependency ratio Unemployment rate (pp)
i ith
increase wi PAYG | F
Lower mortality rate 0.0 0.0
Lower fertility rate -1.4 -14

Table 3: Long-run (100-year) impacts of aging

We begin with the fact that if the mortality rate or the fertility rate decline, the
relative size of the two generations changes. Specifically, there are relatively more
old people and relatively fewer young people. This has labor market implications,
both in the long- and in the short runs. To show this, we present impulse responses
of a 5 pp permanent increase in the old-age dependency ratio over the next 30 years.
In this section we consider the PAYG regime; in Section 4 we will address differences
between the two regimes.

A decline in the fertility rate reduces long-run formal employment (Table 3). As
the shrinking size of potential workers increases competition, formal wages go up. At
the same time, informal employment goes up because some of the workers previously
employed in the formal sector move to the shadow (as it provides higher wages than
the value of unemployment benefits). Total employment drops, which is followed
by a drop in output. Also, firms do not invest, so the capital stock shrinks. This
is in line with a decline in savings which, in turn, is associated with an increase in
consumption. Still, the young households’ consumption-to-income ratio goes down,
because they finance the increase in public debt. The old’s consumption-to-income
ratio increases because the higher formal wages also imply a rise in pensions, so the
old consume more. Disinvestment is a gradual process; thus, in the short run, output
goes up (as consumption increases) (Figures 2 and 3). Since the accumulation of
public debt takes time, the young consumption-to-income ratio temporarily rises.

As regards the drop in the mortality rate, both formal and informal employment
reduce. Also, as formal wages remain stable (thus keeping pensions stable) and
workers can earn a higher wage in the formal than in the informal sector, some of
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Figure 2: Short-run (10-year) impacts of a drop in mortality rate
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Figure 3: Short-run (10-year) impacts of a drop in fertility rate
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them move out of the shadow. On the whole, again, total employment shrinks and
so does output. However, contrary to the fertility decline, private consumption goes
down because total (labor) income goes down. Both young and old people consume
less, compared to their income, since they prepare themselves for a longer period of
retirement. In the short run there is a rise in unemployment as more people start
to enter the labor market and it takes time until they find jobs. Also, the young
consumption-to-income ratio temporarily goes up, while that of the old immediately
drops; the agents know that they will live longer, so the old start to prepare for the
future.

4 Impacts of public policies

We now turn our attention towards fiscal multipliers. Aging decreases output and
increases public debt, which prompts some response from the government. Table
4 shows the long run, while Figures 4 and 5 present the short-run reactions. The
multipliers of no-pension policies are directly comparable as they are all 1 per cent
of steady-state GDP size. Specifically, we investigate (abbreviations on charts are in
brackets): i) a reduction in personal income tax revenue (T), ii) a drop in employ-
ees’ social security contributions (SSCE), iii) a drop in employers’ social security
contributions (SSCR), iv) a value-added tax revenue cut (VAT) and v) a cut in gov-
ernment consumption expenditure (G). Additionally, we examine a change in the
retirement probability (Ret. age) (which is a proxy for modifying the retirement
age) and the pension-wage replacement rate (Rep. rate). The probability of retire-
ment is increased by 0.04 pp, while the replacement rate is raised by 2.5 pp; these
shocks are calibrated such that they equal 1 per cent of medium-term GDP size. It
is important to note that the budgetary impacts of these two latter policies differ
in size, so they are not directly comparable as regards the magnitudes of impulse
responses. Last, all policies are permanent.

First, cutting labor income tax revenues implies a slight decline in long-run un-
employment. This is true for both employee and employer taxes. The underlying
reason for this is that the relative price of labor and capital changes, that is, labor
becomes less expensive, changing firms’ incentives. As a result, employment goes
up and so does demand, namely, both household consumption and GDP.

Other policies, however, do not affect long-term unemployment as they do not
directly influence the production side. Also, in contrast to labor income tax cuts,
a lower retirement age results in lower consumption and GDP. The reason for this
is that more people retire, which results in less income for them (because pensions
are usually lower than wages), so consumption and demand in general shrink. Fur-
thermore, even though fiscal expansion via VAT is almost output-neutral, because
the relative price of consumption goes down, private consumption increases. Addi-
tionally, the larger the public consumption, the lower the private investment, which
is the usual crowding-out impact. At the same time, a cut in VAT implies a rise in
household savings and so investment to finance the rise in public debt.
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Table 4: Long-run (100-year) effects of fiscal expansion in PAYG and fully funded
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Figure 4: Short-run (10-year) multipliers of no-pension policies in a PAYG regime
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Fiscal expansion always implies a drop in the share of young agents’ consumption
in total consumption, especially policies those which mainly affect the demand side
of the economy. The reason for this is that the young typically finance the increase
in public debt caused by fiscal expansion.

With the parameter values we picked, the size of the shadow economy does not
significantly change in the long run. Yet, this finding might be country-specific.
Indeed, Baksa and Munkacsi (2016) find, based on Portuguese and Spanish data,
that value-added tax, government consumption and sometimes even labor income
tax policies have an impact on long-run informality.

The main difference between the short- and long-run reactions is that in the short
run, cutting VAT revenues or raising government consumption increases formal GDP
and decreases informal employment; the higher demand requires more workers, who
arrive from the informal sector. Nevertheless, without a pension regime switch, the
workers’ incentives remain the same; hence, the impact is only temporary. Baksa
and Munkacsi (2016) show that a pension regime switch causes not only a short-,
but also a long-term reduction in the size of the underground sector. In the short-
run, the main driving force is the presence of rigidities, which induces the labor
markets to accommodate when relative prices change. Furthermore, there is also
a short-term shift in consumption towards the young generations if labor income
taxes are cut. This is a direct consequence of the fact that lower labor income taxes
increase the disposable income of the young. Still, because the young finance the
rising public debt by saving more, in the long run this temporary effect fades away.

5 Comparing PAYG and fully funded regimes

Pensions are calculated and financed differently in PAYG plans, on the one hand,
and fully funded plans, on the other. In the former, pension benefits depend on
the previous wage stream and a pension-wage replacement rate. In the latter, by
contrast, an individual worker’s contributions are collected in a separate account
and are used to finance pension benefits of the account owner. Hence, workers
have different incentives in the two regimes, and the path of public debt also differs
between them. In the next two subsections we compare the macroeconomic impacts
of aging and public policies within the two pension regimes.

5.1 Aging

Table 3 and Figures 2 and 3 not only show the macroeconomic reactions in a
PAYG plan, but also those in a fully funded regime.

Regarding the fertility reduction, the main difference between the two regimes is
that in the long term public debt increases less in a fully funded plan. This is so
because interest payments on the debt service are lower (because the interest rate
itself is lower as the regime is more sustainable, i.e. there is pension wealth). Hence,
young households need to finance less public debt, which implies that they save
less and consume more; their consumption-to-income ratio increases. At the same
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time, the old consumption-to-income ratio goes down, in contrast to the PAYG plan,
because consumption goes up, but pensions go up even more.

When the mortality rate declines, again, because in a fully funded regime public
debt goes up less in the long-run, the young save less and consume more, so the
young consumption-to-income ratio declines less. The old, however, consume more
relative to their income as their income significantly increases (their pension goes
down because they live longer, but they save more as they know that they will live
longer). In the short run, again because the agents know that they will live longer,
and in contrast to the pay-as-you-go regime, already the young start to save. Hence,
their consumption goes down relative to their income.

5.2 Public policies

In the long run there are only minor differences between the macroeconomic re-
actions within the two pension regimes (Table 4). One obvious exception is that
in a fully funded regime lowering employee or employer social security contribution
rates does not affect the public debt level.

Share of young household cons. (p.p of total
0.15 e of young : (p-p ‘)

Figure 6: Short-run (10-year) multipliers of no-pension policies in PAYG and fully
funded regimes

As regards the short term, however, there is a crucial distinction between the
two plans. Specifically, the composition of private consumption changes in different
ways (Figure 6). In a fully funded regime, the young temporarily consume relatively
more than the old. If taxes are reduced or the government spends more, in both
regimes, the young’s disposable income goes up. However, liquidity is larger in the
FF regime (due to the presence of pension wealth), so the interest rate is lower.
The lower interest rate implies that public debt increases less because the interest

32



payments are lower. Hence, workers can consume more as they need to finance a
lower debt service.

6 The role of informality and unemployment

The inclusion of a shadow economy into a Gertler-type overlapping generations
model constitutes a vital novelty. On the one hand, informality means that taxes are
avoided in the shadow; on the other hand, the level of regulation is lower there (Table
5). As noted in the introduction, we believe that the shadow economy can reshape
macroeconomic responses to fiscal policies. The same is true for unemployment (at
least in the short run, because of the presence of rigidities). Additionally, there is
an obvious advantage of taking them into account, namely, that we can study how
they respond to various policies.

Formal sector Informal sector
Hiring costs High Low
Workers' bargaining power over wages High Low
Firing probability Low High
Taxation Yes No
Government consumption Yes No

Table 5: Rigidities in the formal and informal sectors of the model

Thus, we take two alternative scenarios with the baseline scenario presented so
far, namely, a model without the shadow economy but with unemployment and a
model without the shadow economy and without unemployment.?® Here, we present
our findings with a PAYG plan.?

Regarding the long run, both the presence of informality and unemployment are
crucial for private consumption and GDP; without them the multipliers are much
lower, but only for labor income tax policies (Table 6). This is so because if the
shadow economy is neglected, the tax base is larger (some part of informality is
treated as non-shadow). Hence, for example, a lower personal income tax reduction
is enough to induce the same size shock.

The short term presents a different view. Here, unemployment is also affected
and so is the share of young consumption in total consumption (Figures 7-9). Par-
ticularly, if labor income taxes are reduced, unemployment increases less on impact
if the shadow economy is neglected. Also, the share of young consumption increases
less. The intuition is that without a shadow economy those who leave

23Some model parameters are modified in order to disregard informality. These are the weight
on informal household consumption in the utility function, the firing probability, the hiring cost
parameter and the share of capital income in the production function (all in the informal sector);
the first of these is reduced, while all the others are increased. Then, in the model without
unemployment, the formal hiring cost parameter is lowered.

24Very similar conclusions can be made for the fully funded regime; results are available from
the authors upon request.
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Figure 7: Short-run (10-year) multipliers of labor policies without shadow economy
and unemployment in a PAYG regime
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Figure 8: Short-run (10-year) multipliers of demand policies without shadow econ-
omy and unemployment in a PAYG regime
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formal employment are considered to be unemployed rather than moving into the
shadow.

Additionally, without an underground sector, a value-added tax cut or expansion
of government consumption does not significantly modify the unemployment rate.
Furthermore, the reactions of GDP and private consumption become less pronounced
without a shadow sector or unemployment, but the signs also differ: the negative
signs might become positive. This can be traced back to the unemployment response
described above.

7 Summary

In this paper we presented OGRE, a dynamic general equilibrium model with
overlapping generations and demography, unemployment and wage bargaining, and
an underground sector. OGRE was developed to investigate the macroeconomic
effects of a wide range of public policies in what might be called the “Age of Aging.”

The main novelty was the inclusion of an underground sector. To the best of our
knowledge, our model is the first Gertler-type OLG model with informality. Addi-
tionally, we believe that, besides Berger et al. (2009), OGRE is the only Blanchard-
Yaari-type OLG model that takes into account unemployment. Moreover, OGRE;,
is suitable for investigating the impacts of retirement age changes, and those of both
reforming pension regimes and pension regime switches, thus contributing even fur-
ther to the literature.

The main channel of aging in the model is that the economy’s size shrinks, im-
plying that employment and thus demand are also negatively affected. Short- and
long-run implications of different demographic shocks differ, as do those of the public
policies. Here, a central point is that labor income tax cuts imply a rise in the unem-
ployment rate while other policies do not distort the labor market in the long run.
Short-run costs exist, including, for example, a temporary rise in unemployment
after a cut in VAT or an increase in government consumption.

Workers’ incentives are different in the PAYG plan, on the one hand, and the FF
pension plan, on the other. Hence, the paths of public debt are also different in the
two regimes. We find that the long-run macroeconomic responses of fiscal policies
do not significantly differ across the two regimes. In the short run, however, the
composition of private consumption reacts differently, namely, there is often a shift
towards young generations in a fully funded pension regime. As regards aging, the
composition of consumption reacts differently in different pension regimes in the
long run as well.

As regards the role of unemployment and informality, for labor income tax policies
their presence was crucial concerning household consumption or GDP; without them
the multipliers were much lower. Without a shadow economy, the tax base is larger;
thus, a lower tax cut induces the same size shock. In the short term, unemployment
responses also changed and so did the composition of consumption. The intuition is
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that without informality those who leave formal employment are considered to be
unemployed instead of moving into informality. Even the signs of some multipliers
reversed, not only the magnitudes were influenced. This means that without these
modeling features the short-term reactions might be biased, leading to incorrect
policy conclusions.

We are convinced that the inclusion of a shadow economy in an OLG framework
was a vital step in studying the fiscal consequences of aging. Nonetheless, our frame-
work lacks some important features. First, OGRE is a closed economy, but there
are international spillovers. Second, as inside the cohorts there was no heterogene-
ity, inequality could not be investigated. The elements of an open economy and
inequality would constitute excellent lines of future research.
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Appendix

A Overlapping generations’ optimization

First, we focus on solving the optimizing problems of the young and old genera-
tions. Then, we describe in detail pay-as-you-go and fully funded pension systems.
At the end, we list all the normalized equations, i.e. equations detrended by tech-
nology and population growth, provide the steady state calculation of the model
and show evidence of the model’s robustness.?

A.1 Demography

Total population (IV;) is equal to the sum of the number of old (retired) (N°) and
young (worker) people (N}):

N, = NP + N}
NtY =(1- wz/—l)Ngil + ntNgil
Nto =(1- Wto—l)Nto—l + oJ1?/—1N1ty—1

Like most of the general equilibrium models, we focus on the relative shares and
not on the levels. s; denotes the ratio of the number of old and young people, while
s¥ denotes the share of young people in the whole population:

5, = NP (I =w? )NZy +wil N, —(1-u° )Nt(zl N
NY N CUNE N
_}_wty_l Ntél _ (1 _thO—l) i1 + Wiy
N, (1 —w" ) +mn) (1—w | +mn)
RONE VA VS S

N, ~ NY +N? 1400 Lt
t

Then, we can express the growth rate of each cohort:

NY (1 —w? )N, +neNY,

1+g0"" = = =1-w’ ,+n
TN N, S
14 g0 = NP (1= w? )N2 | +wi N7, —(1-u?))+ Wi_q
= = = “1
Finally, population growth follows as:
N N, NY | N,
v_ NY+Ne Wt ety
1 + gt = Y o) = NY NO -
Nt 1+ Nt—l t—1 t—1 1+ 541
NN
14 oMY 4 N2 N NY NY
_ 0 TG e ksl el) g vy L
T+si1 T+s1 R Si-1

2> Regarding any other details, further information is available from the authors upon request.
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A.2 Retired generation
First-order conditions of a retired agent

Retired agent i of retired cohort a is one individual who retired a years ago. Each
agent maximises the following Bellman equation:

VO(Bf_l,t_1(i)) -
— max {(1 +€) {ﬁ {Cﬁ;F(z’)}l—v NI {Cf,gf(z')}l—q +

1—x

+ BE(1 —w)VO(Bgi(i) }
subject to this budget constraint:

(1+7)Ce () + piCL (6) + (1 — w) B, (i) =
= (1+71)BY 1, 1 (i) + TRLTYO(6) + TRLTYO(i) + Profit?, (i) — TS, (i)

First-order conditions:
-y
CoM@) L+ e {CUT M A+ =0
o) = e {20l =0

B2,\(i) : BE/(1- )v (i T B —w?)Ag, =0
One-period-ahead Envelope theorem:
EiVio i) = —BEA (1 +1)

The first-order conditions imply the Euler-equation:

(1+6t+1) (COF( )) <1+ ) 1—|—th
T o T
(+ef) (CoLm@) T

which can be rearranged:

BE;

1
) 1+ €€ 14+7¢ )7 ,
Cor B e e = BO2EL0

1+¢ Tt+1
ECOY i (i) = E,COM (i) (1 + Tt) Ay

1

1+, 147C ) 7
where EtAt+1 = Et {ﬁ 41 14T } .

1+€tc 1+TEH

Based on the Euler-equation all future retired consumptions follow:
Etc(?—(—i,t—l-n( CO " H (1 +7er-1) At—i—k
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Then, the substitution between formal and informal goods also follows from the
first-order conditions:
— 1 + TtC

a+e){corm} T =a+en{cim} =,

Y2

which can be rewritten as:
COl (i) = 1,00 (i)

1

where T, = {XH];?C }7
t

Individual consumption of a retired agent

First, we derive the intertemporal budget constraint from the one-period budget
constraint:

n O,F O,I .
5 i [Teo (1 - Wg-k—1) ((1 + Tgrn)CaJrn t4n () +ptl+nca+n,t+n(l))
t - -
= [Tei (U resi—1)

PG,YO FFYO , . .
> Hk 1( wt+k 1) (TRa+n,t+n( )+ TRa+n t+n( i) + ProfltaOJrn,tJrn(l) - ngLn,tJrn(l))

- £ +
nz=0 [Teci (T4 7eqk1)
+(1+ Tt—l)BaO—l,t—l(i)
if k >nand r =0.
Then, we plug in the formal-informal substitution equation:
n O,F O,F .
i Hk 1 wto+k:71) ((1 + th-;-n)ca—i-n t+n( ) + pg-{-nca—i-n,t-‘rn (Z)Tt‘i‘n) _
Fr [Tpe (T4 7e41)
PG,YO FEYO . . .
E i Hk 1 thrk 1) (TRa-i-n t+n( ) + TRa+n t+n( ) + PTOthaO—Q—n,t-l-n(Z) - Ttgi-n,t-l-n(z)) +
! T (U + 7e4n1)
+(1+ thl)BaOfl,tq(i)
After some rearranging:
oS n O,F .
E Z Hk:l(l - Wgrk—1)0a+n,t+n(2) ((1 + Tgl»n) +p£’+n'rt+n)
t = —
o [Tiei (T + resp—1)
PG,YO FFYO . . .
> Hk 1( wt+k 1) (TRa+n t+n( i) + TRa+n t+n( i) + meltaOJrn,tJrn(l) - ngrn,tJrn(l)) N

=F
tngo [Toci (T4 7eqk1)
+(1+ rt—l)BuO—l,t—l(i)

Now, we can use the Euler equation for future consumptions:

Z Hk 1( Wt+k 1)0 ( )Hk 1(1+7"t+k: 1)WAt+k ((1+Tg-n) +Pz{+nTt+n)
[Tiei (T +rigr—1)

n=0
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PG)YO FFYO . . .
>0 (1 - wto—l—k—l)n (TRa+n,t+n( ) + TRa+n t+n( ) + PTOthaO+n,t+n(Z) - Tao+n,t+n(z)>

:Etz

T ()
+(1+ rt—1>BaOfl,t71(i>

Finally, if we rearrange we get consumption of agent ¢ of cohort a at time ¢ as a
function of present value of pension and other income and initial wealth:

G, YO YO .
ZOO [Thoy(1— ‘*’t+k l)(TR5+H};+7L(1)+TR5fn};+TL(7')+Prof7't(l+n t+n( i)— T(?+n,t+n(2))
t [0
O,F TR Orege—1)
Coi (i) = +

Ey Z ((1 + Tt+n) + pt+nTt+n) Hk 1( wg—k—l)(l + Ttk 1) At+k
(147 1)BY -1 (9)

B> o (M +75) + 0l Yosn) Ty (T — wi ) (1 + i 1) "Avr

+

After some simplification and by introducing some additional variables, the final
version of consumption of agent ¢ of cohort a at time t is:

HP Oy (1) = (TR () + TRy (0)9 + I2,(0) + (14 1i-1) By (i)

1 —w?
o) o)
Q) =1+ E 1+7“i Qi
) . 1—w@
Ic?,t(z) = me@tao,t( ) — To( ) + By 1 +7“i Iao+1 t11(7)

HY = (1+7°)+p/ e+ E(1 —w?)(1+ Tt) N HE

Here, we would like to note that TR’ ﬁrio( ) = TRPG YO(i) ¥n > 0, and the same
is true for fully funded pensions.

Aggregate consumption of the retired cohort

Aggregate consumption is equal to the sum of total pension and other income and
initial wealth:

Z (D) Cai" (MY = i N0 (TREGYO () + TREF ) ) 9 +

+Z + (L4 re1) Z B:?ltl(@)

First, the number of old people declines over time:
N¢?+1,t =(1- Wto—1)N£t—1
Nao+2,t =(1- Wg1)(1 - Wtofz)Ngtq

and
Y.
a=0
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Now, we can express aggregate pension income in period t of those who retired
today, one period before, etc.:

TR{CYO £ TREPYO = NO(TRIE () + TR 00)
(1=l NTRIGTO + TRI) = (1 - wf NG (TREEYO() + TRETO ) =
= NU(TR{ (i) + TR (D))

using TRﬁtGJg;O( ) = TR[I)DtG YO(i) Vn > 0 again.

Then, adding up all pensions implies:

+u.—w30(1 thXTRf%YO+ZYfTYO)+”.

Similarly, we can express the aggregate value of all other incomes:

I?:ZNOIO Z . (ProfitQ,(i) — T2,(i)) +

1+7,t Zo a+1t+1()

o
e} O .
. § Na+1,t+1Ia+1,t+1 (4)
t
a=0

= Profit? — TP —i—Etl n

Where we note, because ZC refers to those who are already retired in period ¢,
that

Etz a+1, t+1 a+1t+1( ) = Etzg—l EtN t+1Ia t+1(Z)

Plugging this back to the recursive formula results in:

Ito — Profzto TO —+ Etl T (Ig_1 NCLOt+1IczOt+1( ))

Then, the law of large numbers implies:

10 — Profit? — 10 + B——12, (1 - Neres
. = Profity =T, + t1+ t+1 - Ntal

We rearrange the last term:

(@] YNY NY NO
|- Bt o pAi g g
Nty Nt Ny N
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Y 1 Y 1 Wi

w
_1_Et —:].—Et—t—:]_—Et—St -
st 14 g47 Stl—w?—l—% 1—wto+%
1_wt0_|_£_£ 1_wO 1_wO
St St t t
= L o, w' = Lk 19) wY:Et N,O

Finally, total other income is:

1 —wy 0
41

70 = Profit® — TC + E,
t o (1+7)(1+gy7)

where we can define a rule how to divide the aggregate profits and lump-sum taxes
among the retired and young cohorts:

Profity =T = (1 —&)(Profit, — T)

and £ is a parameter between zero and one, that shows the fraction of profit minus
lump-sum taxes that goes to young cohort.

Now, aggregate consumption of the retired cohort is defined as:

ZNOCOF

while total savings of the retired is:

[e.e]

ZNoBat 1():N(§?tBOO,t 1 ZNOBaOt 102

a=0

Here, we need to be careful with the just-retired agents, who were young one period
before and had different savings then. We can use the law of large numbers, and
the following expression: N§, = w} N ;:

O RO . 0] Ylast Y _
No,tBo,t 1 ( NOtE :Bbt 1 —Wt N1

where the last refers to the fact those who retired today spent their last year in the
young cohort during the previous year.

Then, from ¢ — 1 to ¢ it is easy to see that: Y ° | NZ, =5 (1 —wp)NZ,, ,
which implies that

ZNOBaOt (1) = wi_ 1BtY1+Z 1_% l)NaOlt lBaOt 1(2)
a=0 a=1

Here, the second term means that only those retired agents accumulate savings who
expect to survive the next period. Hence, the amount of aggregate old-age savings
from the previous period is BZ | = 372 (1 —w )N, B, (7). Then, overall
savings of the retired cohort in period ¢ can be expressed easily by adding just-retired
savings from the previous period’s young cohorts:

ZNOBaOt (1) =w By + B,
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As a last step, we combine all parts of the equation, so, the aggregate consumption
of formal goods of the retired cohort is:

HOCP" = (TRFC + TRIF)QC + 70 + (14741 (w B, + BZ,)
Also, informal consumption is:
col =100
A.3 Young generation

First-order conditions of a young agent

Young agent ¢ of young cohort b is one individual of its cohort who started to
work (i.e., was born) b years ago. The Bellman-equation of a young individual is:

VtY(Blz/—l,t—l(i)) =
1 1—v 1—v
_ cy |+ Y,F . L Y,I,.
_max{(l—i—et) [1 — oo} T+ - e} ] +
+ BE; (( — Wy )Vtil(B ( )) + wy ‘431(313@0( )))}
while the budget constraint is:

(1 +th)c ( )"’ptcl}/tl( )+ (1 _wf)Bbt( )+Wt Bzﬁo( ) =
=(1+ rt—l)Bb_Lt_l( i)+ (1 - TtLW)wath( ) +w; ngt(.)
+wEUb,t(i) + Profit{t(z') — T,};(z’)

First-order conditions:
-
G - e {GF O} AL+ =0

CiG) A+ {ai)  + Nwl =0
Bl{t(i) o BE(1 —w; )V Y + Ei(1 —w, )/\
Bl?,/to (i) : BEwV, BYO + Etwt /\Zt =0

One-period-ahead Envelope theorem:

EiVpy, = — BNy (14 7)

Also, from the retired agent’s optimization we know that:
EtVBl{tO = _Et)‘()o,t—l-l(l + 1) = _Et/\bo+1,t+1<1 +7¢)

O o O . . .
where Ei\g; 1 = B\, 441 because someone who was young in ¢ retires in ¢ + 1.

46



Thus, the Euler equations of the young individual are:

N\
1+ ) (G ) e
BE; y(Itr)—p =
L+ 7

(1+¢f) (C£€t+1(i)>

YF v
(1+ €ft) (Cbt > 1 + Tt
7
(1+€t ( Ot+1 ) 1+Tt+1

BE;

Rearranging:

EthH (1) = CYF( )(1+ Tt) BN

00t+1(') EtOZ/tF( )(1+7’t) Aea

Also, we can express each period’s consumption as a function of period-t con-
sumption and the discount rate:

Etclﬁi,mn(i) H 1 + Tk 1 At+k

Furthermore, the first-order conditions also imply a substitution between formal
and informal goods:

e {arnl = arn{aimn) Rk

Dy

or with more simple notations:
Coi (6) = .Gy (3)
Individual consumption of a young agent

Care ought to be taken when deriving the young agent’s individual consumption
because old-age incomes and expenditures must be taken into account, too. More-
over, young agents also consider the probability of retirement, for instance, in period
t the probability that a young agent retires in period ¢+ 1 is w; , while the probabil-
ity that the same agent retires in period ¢ + 2 is (1 — w} )w},,. So, the first term of
the left-hand side of this equation shows the stream of lifetime consumption if the
agent stays young. From the second term onwards she retires with some probability
in each period:

Y, . Y, I .
. i TR0 — w0l D+ 78 )8 )+ P Codh g () N
t
n=0 Mo O+ regr—1)
) (o] O,F I O,I .
By i Mpoo( =@l DO+ 75,000 O +ph O (D) .
n=1 Mo (T4 repr—1)

C CO I
+E¢(1— wz/)wz;_l (Z Ik 31— wt+k D _lt[Tf+Tzi +nT 2, t+n§1) + pt+n n—2, t+n(l)))> +
n=2 k=1 t+k—1

3 Y L F F . I I : U :
oo [Te=1(1 —wiyp_yq) [(1 = T4 ) Whin b Lotn, t4n () + Wotn t4nLbgn,t4n () + wb+n.t+nUb+”yt+n(Z)}
> Ty (L F rern 1) -
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+(1+ Tf,—l)Brz/_1,t_1(i) +

oo
y PG,YO FF,YO 70 Mioo(—w@y_y)
+FEiw TR i)+ TR i) + Pro zt [ i) ——mMmM8M
twy 712::1( n—1,t4n () n—1,t4n () fitn 1 4n (D) = T 1t+n()) T, (L resey)
RPG,YO FF,YO 0 N MRes( = wBiy)
FE(1 = w) ity Z ( 2 t4n () + TR, 25 7 (6) + Profitd o 4, (6) — T 2,z+n(l)) = T T
n=2 M (T regr—1)

o
Y Y Y PG, YO FF,YO
FE (1 —wy )1 = wiywig S (TRn 3500 ) + TREEY D () + ProfitS 5 (i) = TS 5,40 ))

o
Mr—a(l —wiip_q)

n=3 M1+ regpr—1)

It is easier to express all consumptions in terms of formal goods:

Y C Y.F : I Y, F .
> HZ:1<1 - Wt+k-71)((l + Tt+n)cb+,,,,t+n(l) + Pt+ncb+nyt+n(l)'rt+n) L

Ey -
ﬁgo Mo A+ regr—1)
o c O,F ) T o,F )
tEwY i Mm@ — il A+ 750)C0 0 () + Py nCrn 2y pyn (D Tign)) N
= M A+ 7 k—1)

(@) . (o} .

voy (& TRos(—w@y DA+ 78,0005 0 )+ pEn O 0 (D egn))

+Et,(1—"-’t )“’H»l Z - +
n—=2 Mo A+ 7 k—1)

y L F F ) 1 1 ) U )
oo M1 = wiyp_q) {(1 ~ Tt ) Whhn b4 Logn,t4n (D) + Woin t4n Logn 140 (8) + wb+n,t+nUb+7l,t+TL(Z)}

- B :
nz::o Mo A+ 7re4k—1)

+(1+ Tt—1)Bg,_1,t—1(i) +

oo
y PG,YO FF,YO 70 TR —w@p )
+FEiw TR + TR 2) + Pro 'Lt 7)) ———— =
tW nX::l( n— 1f+n() n—1 f+n() fity, 1t+n() T, _ 1,t+n()) Hk:1<1+rt+k—1)

Y Y e PG,YO FF,YO 70 TR —w@ )

+E(1—w wlyy > (TR, )+ TREEY Q)+ Profitd o (i) = T 5 44 (i) o tHE=LS

n=2 Mo A+ 7ripk—1)

Based on the Euler-equations, we can express expected future consumptions. Let’s
consider an agent who is young in period ¢; her consumption functions in the next

periods after retiring are:

n

EC, t+n+1< i) = ECy t+1(-) H(l + Ppe—1)7 Mg

k=2

However, if the agent stays young in period ¢ + 1 and retires after that, then her

future old-age consumptions look like:

n

ECoil o ia(i) = EiCRity i) H(l + Tepk—1)7 Miyi

k=3

Now, we plug them into the intertemporal budget constraint:

y C (Y. F . I Y .
= i M1 (= DO+ 7 0)Ch 1 (D) + P n Oyl pn (D Tem) N
! = Mo A+ regk—1)

+Ew) Z M=o — "Jf+ls—1)c() t+1(l)(1+'r1+k 1)"’Af+k(((1+7t+n)+pt+n"ft+n)) N
~ \n=1 Mo O+ reqr—1)

+E (1 — wty)w?;l (Z

n=2 re1 I+ rigp—1)

=B,

N

1
o Mies(—w@ g CET A+ 7ipkm1) T A (L4 75 ,) +p{+n"rt+n>>) .

s y L F F ) I I ) U )
oo [Tr=1(1 —wiyp_1) [(1 = T4 ) Whin b Lotn, t4n () + Wotn thnLbgn,t4n () + wb+n,t+nUb+"yt+n(Z)}

n=0 Mo A+ 7 k—1)
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F( e )BY_y () +
oo n O
[Ti—o (I —wit o)
+Ew! Y (TRIGNS, () + TR, (6) + Profit (i) = TO_ (1)) =E=2 kol
t ( n—1,t+n n—1,t+n n—1,t+n n—1,t+n > HZ:1(1+Tt+k—l)

n=1
o
FF,YO [Ti—s(1 - wt+k—1)

oo
Ei(1 - w) )l (TRPG’YO ) + TR i) + ProfitQ_ ) — 1O )—
+E(1 — wi Jwiyq Z e tn (8 + TR, 2510 (0) + Profity g 41y, (4) n—2,t4+n (1) T (L + resrt)

n=2

After that, we use the other Euler-equation (the one that shows the substitution
between period ¢ young and period ¢ + 1 old-age consumption):

3 Y C Y,F . I Y, F .
IME=1 (= DA+ 7500 L gn (D) + Py Oyl ign (D Titn) N

oo
Ey
7,,2:20 M A+ reqp—1)
1 1
e Moo — w2 DT @+ 7)Y A1 (L F rep k1) T Mg (L4 75) + Phpn Ten))
+Erw) > k=2 tHk—177b,t t+ tk— t+ t4n t4n Tt+n
n=1 M L+ reyk—1)
o o1 — @ DONE L )1+ )T Apga(l T Al 4 78) + Pl T
v v k=3 t+k—1)Cp 1 41 t41) Y Mpqp2(M+regp—1) Y Apyg + 7in) + Piin Titn))
+E (1 —wi i | D no (1
n—2 M A+ 7 k—1)
y L F F ) I 1 ) U )
5 i [Te=1 (U —wiigq) [(1 —Tt+n)wh+n,t+an+n,t+n(’)+wb+n,,t+nLh+n,t+n(1)+wb+n,t+nUh+n,t+n(l)] N
= t
n=0 My (T +7reqpk—1)

+(1+ 7‘1,71)3;,71,t71(i) +
[Th=2(1 — w?+k—1)

o
Y PG, YO . FF, YO . el . O .
+Ew, 2 (TRnlet*,n(l) + TRn71,t+n('L) + Profltn—l,t«#n(l) - Tnfl,t+n(1)) 1t k1)
n=1 k=1 t+ 1
( Y) Y io: ( PG, YO (4) FF, YO (1) o (4) o ( )) 1_[7:73(1 — wf()+k—1>
+Ei(l —w; w TR i)+ TR, . i) + Profit _ (1) — T _ o 4 i)) —/————————
t t+1 n—2,t4n n—2,t4+n a+n—2,t+n n—2,t4+n 1—[2:1(1 + Tt+k—1)

n=2

Concentrating on consumptions:

Y,F .
Moy (L= w0l )G i A+ 7) + Pl Tegn) .

oo
Eq
nE::o re1 (At regpp—1)
oo TIP_,(1 — w, crFiya e Ta 1+ 7C I
cwl | S Mo —wZ )G DA+ 7)Y A1 (Ut 7o k—1) Y A (U4 75 ) + Py Tegn)
tw
R et M (T4 reyk—1)
o Y, F i 1 c 1
FE( - W) Y, i Mg (X — w101 e (DA reqp1) Y Ao (T reqpe—1) ¥ Mgk (U + 7 0) + Py Tedn)
t(1— 1
B TRy (U + repn—1)

+...

We rearrange:

O F @O +70) +p{Te) +

1 1

o 7 (1 — w@ 1+7)7 A 147, 1)7 A 1478 Y+pl,. T

+C’bY’tF(i)Etw2/ an,z( i k—1)( 1) Y Appa( tk—1) 7 Mg (( tn) T Pian Litn) N
" re1 (At regpk—1)

n=1
-+ 7)) +piaTery) |
(1 +7¢)
o) 1 1 C I
Y,F . Y, Y & HZ=3<1 *Wt+k71>(1+'rt+1)’yAt+2(1+7”t+k—1)'yAt+k((1+Tt+n)+pf,+nTt+n)
+B:C Y (D — 0wl | n
R (Lt repn—1)

Y, F )
FEC, 17 141 (D

n=2
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Simplifying before recursive substitution:

cOF M@+ 7) +pire) +

1 1
+CVF (DE wl (L4 re) 7 Apga i": Mo — @ DO+ regr—1) 7 Aegn (L +75,) + pFy , Tegn) N
t
bt 147 oy’ Mo+ 7eqk—1)
(1 LD+ 75 0) +pla Tean)
b+1 t+1 (1+r0)

+EtC’

+Etc;ﬁr};,t+1<i)<1 - wf>

1 1
Wl (U 1) Y Ago [ & TTRes(l— w2 )+ rige—1) Y A (L4 75,) + Pia n Tigen) .
(A +7e)(X+7eq1) ne=2 Mg+ 7eqpk—1)

Now, we can use HtOH from retired agents’ optimization:
C;/tF( ) [(1 +78) +pi T+ Bl (14 re) T At+1/Ht+1}

1—w) 1_
( 0) [(1 +751) P Yot + wipg (14 7041)7 1At+27'lto+z] +

+Eth+1 e (0 )W

And, using the Euler-equation again (to have period-t consumption only):
. . & 1
Cb+n pan(t) = sz{eF(Z)Et H(l + k1) 7 Mgk
k=1

Last:

1,
o () [(1 +70) + P Te + Eth/(l +r)7 At+1H§)+1] +

a

i 1+ "t+1) + Pt+1Tt+1 + le(l +7i41) “’ At+2H?+2 +

1
C;}F(i)Et(l +r) T A —————

(1—w! (- Wt+1)

(478 + ol g Ters 4w+ rera) T “AeraHCy] +
A +re) X+ reqgn) 2 Pet2 Ti42 2 o+ 3748

1 1
C;f’tF(i)Et(l +re) Y App1 (14 reg1) ’Y Atq2
which is equal to:
Y,F [ \aY
Cb,t ()M,
where

H =0+70)+p{ T+ E(1+ 7ﬁt) A (( )HtJrl + Wy %tJrl)

Similarly to consumption above, the young agent’s budget constraint contains
old-age income items, i.e. expected revenue from the pension fund, profits from
firms and lump-sum taxes.

o
T2 —wi 1) e
770 (1) = Byw) <(TRPG YO )+TRfFvYnO @, + k=20 PRl (profitQ i () = TS 1 1 ()
b,t t 0,t+1 t+ t+1 T,,Zl H (1 + Tt+k—1) ( 1,t+ 1,t+ )

(1 —w) )wiyy PG,YO FF,YO i —wdi_y) 0
+EB; BT (TRy S5 () + TRY15° )90, 5 + Z FyTACE (Profzt” 2tin (D =TI, t+n(z))
¢ n=2 llk=3s -

(1 —wHA—wlDwls
I+ regp1)(X +req2)
(- -y )wds < Mp_s( = wPp1)

(T +7rep1)(X +7e42) m=3 Hp—g L+ repr—1)

+E:

((rRg &5 @) + TR 5 ()9 s) +

+E¢

(meitg—s,f,+n(i) - T7?—3,f,+n<i))> +

Again, we use that TR’ fﬁo( ) = TRPG YO () Wn > 0, and, the same is true for
fully funded pensions.
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Then, using the definition of Z2,(7) we can rewrite total old-age income as:
1Y06) = Bl ((TREGYO() + TR @0)00, +T2()) +
(1 — w)wy PG,YO FFYO ,
FE o (PRI W) + TRIEE )02 + T0a(i)) +

(1 — w1 — wyyy)wyys

+FE
) (1 + i)

((TREZEOG) + TRESEC)O s + Tos(i)) + .
which in a recursive way looks like:

L0 = Bwl ((TREGYO) + TR (0) Qi + T () +

(1 — W ) YO (Z)

T S
t<1 + Tt+1) b+1,t+1

Furthermore, young-age income is (using a new variable Inc;(i))

oo TIRZ (U= wi ) [( — T O L (D) w0 Ly o (8) wgtnUb+n»t+n(i)]

I}, (i) = E Z

n=0 [T A+ repn—1)
B i [Tz (1 - t+k D" [me’tw-n tn (D) — Tb+n,t+n(i)]
4 =
"0 [Thei (A +regk—1)

1—

) LY . w )
=1 =" wf Lf (i) + w{ L , (i) + wf Us 1 (i) + Profity (i) — Ty, (i) + EtﬁL};LtH(l) =

= Incp,(i) + EtTIb+l t+1 ()

Thus, the individual consumption function of agent i of cohort b in period t is:

IYO(Z')
Y,F . ) bt
MG ) = T + T

+(1+ Tt—l)Bzz/—1,t—1(i)
Aggregate consumption of the young cohort

In the first step we need to express the total number of young people. If N}, bt 1S
the number of b-year old workers, the total number of workers is:

o0
Y _ Y
N = E N, bt
b=0
Following the previous idea, we sum up all consumptions, incomes and savings:
oo
Y Z YF Z
Ht Ob t Nb t
b=0

+(1+71) Z Nl};Bg/—Lt—l(i)
b=0

Y YO
bt bt
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where we note that the new young workers in time ¢t have zero savings from the
previous period.

HtYZszth, Z bt bt

Ny 1o
+(1+rea) Z BINY By 44(7)
b—1,-1

S ONSTO() +
A

Rearranging
1 [e.e]
Y.F( .
HYZNbYtht Z pi Ly (i mZNg;IIftO(Z) +
b=0 b=0

H(1 4 rea) (1 —wy) Z le/—l,t—lBlzf—l,t—lu)
b=1

Aggregate values are defined as:

o0
F_ Y.F
= Z Nyy Gy (i)
b=0

(o)
Yy _ Y Y .
B/, = E Nbfl,tlebfl,tfl<Z>
b=1
o

' =Y NI
b=0

70 =) NLLPG)
b=0

It is important to note that in each period, independently from the survival prob-
abilities, each young agent saves for the next period. Hence, the overall savings
BY | =302 Ny 1By, (i) is divided among those who remain young and re-
tire.

As a result, the aggregate consumption functions are:

Yo
Hy O =T 4 e (L re)(L - wl) B

Y, I Y, F
Ct T = TtCt ’

Now we need to aggregate the supporting variables as well. First of all, we rename
individual contemporary income:

Ineye(i) = (1= 7" )wy Ly (i) +w; L, (0) + w) Us(8) + Profity, (i) — T,(i)
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Aggregating
Inc, = (1 — M"Yl LY + w! LF + wP U, + Profit) — T
where

Profit! —T) = &(Profit, — T;)

Aggregating and rearranging

0 ‘ 0 ‘ (1 . CL)Y) fo'e)
STNNTY) =Y N Ine, () + EtTTtt > NS 6)
— b=0 b=0
oo 1 oo
= Z Ny Incy, (i) + Ey Z b+1, t+1Ib+1 141(7)
P— 1+ Tt [

Because 7}, ++1 contains the income of the new-born people as well, the last term
can be rearranged, using the law of large numbers, as:

Eq Z Nlﬁ-l,t—i—lzb-&-l t+1( ) EtIt+1 EtNl},/tHIb t+1(.> =
b=0

N, nNY
=BT, (1 B ]\I;yl) = B}, (1 B ]i[yt )
t+1 t+1

Then, total young income is:

1—wy
(T 47)(1+ 9t+1 )

IY

I) = Inc, + E, S

A similar exercise can be done for pension benefits. First, we define Z}© which
can be rearranged:

o0
FFEYO PGYO ,
= ZNg/JfII},/t = By Z bt ( TRy (1) + BT Ry (i )N +Ioo,t+1(l)) +
(1—-w) & NYT B.NO TRFFYO TREGYO (MO 4 T
+7)Z b+1t+1() tNogr ((TRy 1 (0) + TRy 47y (4) 25 + 0t+1() +
b=0

[e.e]
Y
) Z Nb+1,t+1Ib+1 t41(%)
b=0

Now, similarly to total young income, the last term can be expressed as:

o0 1 wY

Y . YO

E Y Ny g () = E v i
b=0 1 + Gt+1
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Also we know that

FFYO PG,YO FFYO | ppPGYO
E/Ng 1 ((TRO i1 (@) +F TRy (i ))QtOJrl) =E(TR, 7"~ + TR, Y )Qt0+1
NfYIo ] sz
o lin=fk—Fxy
Nt+1 (14 9i41 )se41

o) o) N o)
EtNo,t+1IO,t+1 (i) = Tita

Finally, the expected income of the young after retiring is

Y Y
o PG, YO FF,YO\~O w o 1—w o
/9 = Be(TR 7" © + TRy ©)Q + B <Nt’yIt+l+> Ey RS
(1+gt+1 )3t+1 (1+T‘z+1)(1+gt+1 )

Aggregating the young households’ budget constraints

The individual budget constraint of a young agent is

(1+ TtC)C ( ) +Pt05/t1( )+ (1 - th)Blft(i) +w2/Bl¥t*(i) =
= Incyy(i) + (1 +70-1)By_1 41 (4)

Aggregating

Mg

Nt((1+Tt )sz/tF(HPtCZtI +Zth wt Bbt +ZN tYB

o>
Il

0
oo

o0
Inct + (14 ri—1) ZthBb 1-1(
b=0 b=1

where the definition of aggregate savings is:

o

oo
Y pY
Nb,tBb—Lt 1 E Wt 1 Nb 1,t— 1Bb 1,t— ()
b=1 b=1

After aggregation, there is no difference between the BY and B)Y*. So, we can
easily express the aggregate budget constraint:

1+ 7P +plel" + BY = Inc, + (1 +7-1)(1 — w} )B4

B The public old-age pension systems
B.1 Pay-as-you-go pension system

In a PAYG regime, all public revenues finance all public expenditures (also pension
benefits):

Revy = 1CCEF + 7lwf L + T,
7L = £PT 4 (1 — E)(rS5CW 4 7SSCF)

Exp, = Gov, +thUt —|—TRfG

where = is 0 in a PAYG regime, 1 in a fully funded regime, but it can be time-variant
as well.
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The number of the just-retired agents (those who were young one period before)
is

Individual ¢’s pension in the year of retirement ¢ is based on replacement rate v,
and the average of the last Y years’ income:

TRy (i) = By, (i)

where

1 . Y -1 ,
fo_l,t( )= th 1Lb 1,t— 1 (4) + TIBIE/—zt—l(Z)

Aggregating the last expression implies

IBI?/ = ZNIB/—l,t—lle/—l,t(i) =

b=1
Y
wt 1ZNb Lot L1 1()+—2Nb Limt By ()
It is also true that
1 Ny 2,42 .
1B = ?wf—lLf ZNb Li-1 Y [BZZ/—Q,t—l(Z)
b—2,t—2

which can be rearranged

Y —1 - ,
IB) = ?wf—lLf—l + T(l —wy) Z le/—z,t—szz/—Q,t—l(w
b=2
Then
1 Y -1
1By = ?wilLil + (1~ w ) IB,

We need this to aggregate the just-retired pension benefits

G,YO .
N(?tTRP v ()—VtNOtIBb 1t()—VtWt 12Ng/1t 1[Bl§/1t()
b=1

Total pension expenditure of the just retired is simple with the new notations

TRV = ! [ IBY

Furthermore, the total pension expenditure of all retired people is
which can be rewritten as

TRF¢ = TRFYC 4+ (1 — w2 )TRFS

95



Fully funded pension system

In the fully funded regime, pension benefits are not financed from the public
budget, but are based on individual savings:

Exp, = Govs + w?Ut
Agent 7 has a private account, where she can accumulate her own pension wealth:
Blg,/t*(i) = E( S tSSCF) tFLlft(i) + (1 + 7“lt—l)Bz/—*l,t—l(i)
Aggregating

o0 oo oo
y Y pYs(\ _ =( SSCW , _SSCF\ F Y 1 F Y pY »
BY* =Y N),BY (i) = E(rf + 7 ywi > ONFLE () 4+ (L +reo1) > Ny By, ()
b=0 v=0 b=1

Then the last term can be rearranged small

ZNbYtBb 1,t—1 (4) = (1—% 1 ZN() 1,t— 1Bb 1,t— (1) = (1—Wt 1)BtY*1

b=1

Hence

B =E(r W + 7w L+ (14 ) (1= wi ) B

At the moment of retirement, the just-retired’s benefits are calculated based on
pension wealth that has been accumulated thus far, projected life expectancy and
discount rates. In each period the pension fund transfers this amount, while the rest
remains on the account.

1— O
(At rn) By i) = TREYO () + By
T

(1-w?)(1—w?)
(L4 7)1+ 7re41)

FEYO .
TRy, ;@) +

TRy 59 (0) + ... = TRy O()Q2

Aggregating and rearranging
(1+ rt,l)Ngthi*Ltj( ) = N(?tTRFFYO( )Qto _ TRfF,YOQtO

* . FFYO
(14 7-1) Z WtilNl}/fl,tlezil,tfl(Z) =TR, Qto
b=1
(1+ren)w) B = TRIYOQP

Overall total pension expenditure in the fully funded regime can be given in a
recursive way, like that of the PAYG regime, as

TRFF = TRFFYC 4+ (1 — w2 )TRIE
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Finally, we can express savings in each period after pension benefits were deducted

O,* . YO/ - O,*
(L4 7e-1) B 1 (6) = TRa 2 (0) + (1 —wf) By (0)
Aggregating and rearranging

(1+7-1) > NOBY, ZNOTRFFYO +(1-w?) ZNOBO* =TRI'Y 4+ BO*

The left-hand side of the above equation can be rearranged as

o0

ZNOBao*lt 1():N8thiTt 1 ( ZNOBaO*lt (1) =

a=0

O,* . O,*
:N[?tB—l,t—l() 1_% 1 Z T Bali 1(2)

Last, we use that BY}* (i) = B lf *"* (i) because the initial old pension wealth
is equal to pension savings accumulated over the lifetime. Also, we rewrite NN, gt. So
the first term of the above equation becomes

pYilastx . o, .
Wi 12Nb 118y fitj() 1_% 1 Z “1-1B, *lt (1)

Finally the market clearing equations for old-age pension savings are

(1470w B + (L+ ) B2y = TR + BY”
B; = B/* + BY*

C Normalized equations

Each variable must be detrended; individual variables are normalized with tech-
nology (A;) and aggregate variables are normalized with technology and population
(Ny), because technology and population growth are included in the model. This
section lists all the final equations of the model; the detrended variable x; is denoted
by ;.

Demography:
s = (1- ng) N w4
(T —wy +mny) (1T —w)y +mn)
1
Y _
% = 1+ St

1+giv’y:1—wty,1+nt

w.
1+gM%=(1-w?))+ Stt_ll

y) 1+St

1+g) =(1+g" Tis,,
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Overlapping generations:

1 _ ~ ~
HOCOF (TRPG—I—TRFF)QO —}-IO-I—M (Wf_1312/_1+3t0_1>
I+ g

1 + gt+1 1— (J)to é
L4 l—l— fﬁ’? t
HO = (1 +710) +pl Ty + B (1 — P )(1+rt) "N HE

Y0 N (1+7r1)(1—wy))

70 = (1-¢) (Profztt ) +E,

Y ?,F Y t Y
C," =1 B
O =T+ o i1

1 —w@
O t OO
0% =1+ E, T o,

0,1 O,F
cyr =107

1

1+, 147 )7
&mﬂzﬂ{ﬁ — .
L+e 1+7,

14 7¢ ¥
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Labor market with wage bargaining:
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26There is a similar rule for all other fiscal instruments, not only for lump-sum taxes.
2TIBY in the third and fourth equations is normalized by A; 1 N;_.
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D Steady state of the model

The steady state is solved numerically. First, we specify initial guesses for the
following variables: r, p’, YTF, prit and pri’!. Then, as a function of initial guesses,
we can determine the variables of production, labor market and bargaining and those
of the government and pension systems. Finally, we turn to the consumption and
savings functions. At the end, using the market clearing equations and some other
leftover equations, we can check whether our initial guesses are correct. First, we
calculate each variable in terms of production, then, after calculating Y itself, we
can find the steady-state levels of the variables. Now, we describe the steps we use
to calculate the model’s steady state in detail.

First, the demographic equations are:

oY
. (1—wY +n)
- (1-w9)

L - (1—wY +n)

1

SY =
1+s

1+ =1-w +n

(.UY
1+gN’O:(1—(JJO)+?
1+s
1+s

Additionally, the balanced growth trend can be given by:
(1+9)=1+gH1+g")

where g4 is the exogenous productivity growth.

L+g" =144V

Then, we need to guess an initial value for 7, p/, Y7I, pritF and prf! which are
verified by the Newton-Raphson algorithm. Assuming 7 = 0 in the steady state
implies:

1=7

In the steady state the quadratic adjustment costs are zero, so:
Q" =1
Q' =1
and from the no-arbitrage conditions:
R

Pl =46

Then, we can calculate the marginal costs from the Phillips-curves:

F p—1



Because we have a guess for Y7I and p’, formal production share is given by:
YF Y1
—_ = 1 — pIT
Y Y

Also, we can express the capital-output ratios from the capital demands:

F FyvF
B rmc’ Y

I Iy
B yme’ Y

and then the investment-output ratios are:
Invf  KF 1
oo (1 —(1- 5)—)
Y Y l+g

In! K 1
ad 27(1—(1—5)—)
Yy v 1+g

As a next step, from the marginal cost functions we calculate the gross wages
(assuming that AF =1 and Al =1):

ol
rK I
()
Now, we know the ratios of hiring costs to wages (W age_Ratio™ and Wage_Ratio"),
so we can endogenously determine x and x!:
he” = Wage_Ratio™ (1 4+ 35T )wF
he! = Wage,Ratiolu;I

hel Ohe
kI =

priF

J Che
ol he
pril

Then, using the labor demand equations we can calculate the labor-output ratios:

LF  YF mcf' (1 — o)

Y'Y (14 7SSCF)F 4 heF — %(1 +g4)
L B Y1 mc! (1 — af)

o v~ ~ I (1—prFoI

Y le_}_hcf_%(l_FgA)
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Now, the hiring-output ratios are:

Y 1+4+g
HI LT L’
—_ = —= 1—(1-— TF7I

And, the unemployment-output ratio can be given by using the pr*f' equation:

i HE LF Lt
(14N _ g BFE I
(I+g") E P T

The remaining three labor market equations (prf+f" and the two wage bargaining
equations) are used by the Newton-Raphson algorithm to verify the initial guesses

I
for Y7, prif and pril.

Next, we can calculate profits in total production:

rofitF YF KF 1 ~ L - HF

P g - pF7 - TK’F7—1 T g - (1 + TSSCW)UJF7 - hCF7
profit _ YT il L SEU i
Y Y Y 1+yg Y Y

Using the goods market clearing conditions, we can express formal and informal

consumption as a share of total production:

CF  YF Inv Gow - HF
T:T_?_T_thT
Y Y Y Y Y
ol vyl - I
—_ = —= — NC" ——
Y Y Y

As a result, total consumption-output ratio is:

c cr T

Y Y Y

Because all variables are thus far expressed as a share of production, we need the

GDP-production ratio:

GDP_CN’ ]ﬁv+G~ov
Y Y Y Y

We observe all distortionary tax revenues as a share of GDP; hence, we can
calculate the effective tax rates, which are consistent with the model’s labor and

goods markets.

64



Now we can express all other fiscal variables (the initial calibration is done with
a PAYG pension plan):

B twrk
Y 1— Y;1 (11—ng)
TRPGYO Y |BY
Yy l+g Y
R TR
o

Taking into account the data on the government debt to GDP ratio, we calculate
the lump-sum tax to GDP ratio:

G~B_( 1 1)3
y \l+yg Y

PB GB 1 B
— = —— 47 =
Y Y l+gY
REU_P~B+E5;p

Y Y Y )
T Rev CF - LF

e N e

Y Y

Now we express all supporting variables of the households:

o (-9 (5 -1)
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1 — (1-w¥)(1+g)
(147) (1+g">Y)

Using the young agents’ consumption function, budget constraint and the remain-
ing first-order conditions, we can express the savings to total production ratio:

yOWF v B2 L (Lna-w)BY

Y Yy 147 l+g Y
oY1 CY.F
Y Y i i i
CYF OV BY  Inc (147 BY
(]_"—7_0) = +pIT+T:T+( )( _WY)T
Y Y Y Y 1+g Y

where we plug in the informal consumption to production ratio, in order to express
the formal consumption to production ratio:

1+g
Y (1+79) +pIT

CY.F % + (M(l —wY) — 1> BY

Then, plugging this back in the consumption function:

Ine 4r) (1 _ Yy _ 1) BY ~ %
I e ) b o
(1+79)+p'T

N (14+r)(1 —wy)g

Yy 147 l+g Y

So, the steady-state savings as a share of production are:

- YO
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BY HY Y 1+r Y
Y

Y

(1+7) (14+79)+p! T (14r)(1—wY)
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As a next step we can express the steady-state formal and informal consumptions:

I};O

- v | 5= (4n(1-w) B
cYF 52 11 + 1+g g?l
Y HY
oY1 OY.F
— =T
Y Y

and, using the formal goods market clearing condition, the old households’ formal
and informal consumption functions are:

COF (F (Y.F
Y v

0.1 CO.F
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Finally, the retired savings-to-production ratio looks like:

~ 0 CO.F TRPG | TRFF\nO 10  (14r), v BY
0] e 2 L - =
BC H % ( vy Ty )2 % g Y 7
Y (14r)
Y 1+g

In the last step we calculate total production based on the unemployment equa-

tion:

=

=
Il

Now, the levels of all variables can be finally expressed. The five remaining equa-
tions (see below) are used to verify the initial guesses for r, p, Y7I, priF and prit!,
If the guesses are correct, the left- and right-hand sides of the remaining equations
are equal. Otherwise the Newton-Raphson method chooses new initial values for
these five variables; this process goes on until no new initial values must be chosen.
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