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1 Introduction

Many industrial countries have unfunded pension systems, and an unfunded pay-
as-you-go pillar is likely to remain an important component of the future pension
mix. Economists have often pointed to the lower rates of return of unfunded sys-
tems as a potential cause of (more) unemployment, because lower returns induce
higher pension contributions and thus increase labor costs. Given that mass unem-
ployment still remains a problem in many industrial countries, this reasoning is an
important insight and suggests that exclusive reliance on unfunded pensions is not
optimal. Nevertheless, real-world labor markets are complex, and there may be
additional interactions between labor-market institutions and pay-as-you-go pen-
sion systems.

This paper explores the interaction between an unfunded pension system and
the particular type of unemployment caused by the wage-setting power of insiders.
The insider-outsider theory rests on the idea that in the presence of turnover costs
tenured workers are able to demand wages above the market-clearing level, and
this idea is an established device to explain at least some part of unemployment
in industrial countries, see LINDBECK AND SNOWER [1986]. I follow e.g. Pis-
SARIDES [1989] by viewing this as a generational conflict because insiders are
older than outsiders, which simply happens because the old generation entered
the labor market earlier. In a dynamic overlapping generations (OLG) model I
find that a pension system may alleviate the outsider unemployment burden. The
underlying idea is quite simple and intuitive: If insiders receive a reward from out-
siders, they will have an incentive to “let outsiders in” by lowering wages. Certain
intergenerational transfer schemes including a pay-as-you-go pension system may
provide such a reward from (former) outsiders to (retired) insiders. Insiders thus
forgo some of their instantaneous rents in exchange for future pension income,
and the result is that insiders effectively invest in the human capital of the young
outsider generation by letting them work. However, to be a sufficiently reward-
ing “investment project” high employment now must also raise the social security
tax base, wherefore I also assume training-on-the-job (or learning-by-doing) ef-
fects that increase workers’ incomes over time. Another intuitive requirement is
that lowering wages must lead to high enough additional employment, i.e. labor
demand must be sufficiently elastic.

Some interactions between social security transfers and human capital issues
have already been addressed in earlier literature. MERTON [1983] gives an ef-
ficiency argument for social security systems based on the non-tradability of hu-
man capital in a risky environment. KONRAD [1995] models the investment in the
young generation as the transfer of physical capital and the direct formation of hu-
man capital. The contribution on intra-family transfers by CREMER, KESSLER,
AND PESTIEAU [1992] is roughly comparable with respect to the schooling as-



pect, but (apart from other features) there the pension scheme does not provide a
strategic incentive like in the present paper because of free-rider effects; instead
the pension system’s influence is indirect via a shifted income position in another
strategic game about bequests. Finally, two contributions are worth mentioning
that show how pensions can have beneficial effects in an endogenous growth set-
ting. KEMNITZ AND WIGGER [2000] treat human capital as a public good; for its
accumulation it is important that pension transfers are related to one’s own earn-
ings history, in contrast to the present paper. In WIGGER [2001] intergenerational
transfers yield a Pareto improvement in combination with an investment subsidy
which could also relate to human instead of physical capital.

While the increase of human capital is also necessary in my model, the treat-
ment of unemployment complements the existing literature. The explicit capital
transfer or provision of education is replaced by a learning-by-doing mechanism
through which higher employment leads to higher human capital levels. Subsidies
of any kind are not needed here. In reality, of course, several strategic (as well as
non-strategic) channels could coexist, for instance if formal education, physical
capital, and on-the-job training are (partly) complements.

The remainder of this paper is structured as follows: Section 2 describes the
assumptions of the model. In section 3 the model is viewed as a dynamic game
and conditions for several interesting Nash equilibria are derived, most notably the
case of full employment. Then a stronger solution concept without game theory
and the conditions for these equilibrium types are analyzed in section 4, and finally
section 5 provides concluding comments. All proofs of the results are given in the
appendix.

2 The setup

The economy consists of an infinite sequence of overlapping generations that live
for three periods. In each period a new generation of individuals is born and
immediately enters the labor market. Its members attempt to supply labor for
two periods, followed by one period of retirement. For simplicity, there is no
population growth, so the cohort size is constant and is normalized to 1. In each
period there are three generations alive; young workers (outsiders), old workers
(insiders or outsiders, see below), and retirees. A sketch of the structure of this
OLG economy is given in figure 1.

Effective labor units are homogeneous, where the effective labor supply of
each individual is given by [ or h, with 0 < [ < h. I assume learning by doing,
so a newly employed worker can initially only supply [, whereas after one period
of experience her potential rises to i for the remaining active life span. In the rest
of this paper, h is normalized, h = 1. The learning-by-doing aspect explains the



Figure 1: The OLG structure
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(etc.)

Notes: Individuals enter the labor market immediately after birth, and they are potentially
active (“pot. active”) for two periods, after which they retire.

necessity of a three-period OLG model with two (potentially) active periods.

Output is produced by a representative firm according to a neoclassical pro-
duction function with decreasing returns to effective labor inputs, f[A,], f' >
0, f” < 0, where A; is effective employment in period ¢. (Note that I use square
brackets for the argument of this function throughout this paper.) This formula-
tion embodies some simplifications which were adopted to expose the core of the
argument: First, f is constant over time, which means that technological progress
is assumed away. Second, effective labor is the only modeled input, such that
capital accumulation does not happen in the model. These assumptions create a
stationary labor market environment in the sense that competitive wages would
not tend to change. This feature is an abstraction from reality which serves to
focus on the effect modeled in this paper.

Effective employment consists of both types of workers, whose labor supply
is identified by subscripts “low” and “high”; superscripts help to identify which
generation supplies the respective amount of labor. By construction of the model
there cannot exist young high-productivity workers, such that effective employ-
ment becomes:

(1) Ay = L(A + AP ) + A%

For simplicity, it is assumed that the centralized insider union is in a monopoly
position and sets wages accordingly.! If there are no insiders in the economy, the
labor market outcome is competitive with wages and employment at the level
compatible with full employment. Note that it is assumed that there is no wage

'Bargaining models would complicate the analysis, but would yield little additional insight.



Figure 2: Possible CVs of an individual
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discrimination between (employed) effective labor units. Employment levels are
set by the (otherwise passive) firm and are therefore determined by the “right-to-
manage” condition, simply equating marginal productivity to marginal costs. This
merely means that the firm implements the value of its labor demand function
given the wage rate I, (for effective labor) set by the union or determined by
competition:

2) fTA] =W,

If wages are set by an insider union at the beginning of a period, I assume
that jobs are allocated serving the tenured workers (new insiders) first, which can
be motivated by firing costs. However, some insiders may be fired if the wage
level exceeds the productivity of the marginal insider. As I also assume insider-
biased “solidarity” (or alternatively high risk aversion among insiders), the union
will set wages such that all insiders remain employed. Of course, in the absence
of strategic considerations this means that the insider union will set wages at the
productivity level of the marginal insider, which will cause all outsiders to remain
or become unemployed. With this assumption, the event tree describing a worker’s
possible curriculum vitae looks as shown in figure 2. The formalization of this
restriction is given by:

G Al = A

low,t—1

It is useful to introduce the outsider employment quota ¢; (€ [0, 1]) as the cen-
tral variable describing the evolution of the model. It is assumed that firms do
not discriminate between young and old outsiders, randomly drawing the needed
workers from the outsider supply pool. With the employment quota the various
employed labor quantities can be described as follows; note that these are not
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effective units. First, the amount of employed young outsiders in ¢, who by defin-
ition have low productivity, is given by (recall that the cohort size is unity):

“4) At = @t

low,t

Because of (3) this is also the amount of insiders in ¢ + 1, who are high pro-
ductivity workers. Next, all workers who were unemployed in their first active
period remain outsiders (1 — ¢;_1). The amount of employed old outsiders in ¢ is
therefore:

(5) A = q(1— q)

Plugging these substitutions into the right-to-manage condition (2) and using (1)
yields:

(6) Wi = f'llg(2 — q—1) + q—1]

Finally, consider a pension system with a constant contribution rate b. The
budget constraint of the pension system then reads as follows:

(7 bW Ay = O,

where total pension outlays O, must be covered by the share (b) of aggregate labor
income in the period. Assuming for simplicity equal distribution of the payments
among the retired generation (with size normalized to one) O is also the relevant
pension benefit.

As the stress in this paper is on purely egoistic motives, without any intergen-
erational altruism or solidarity, the utility of insiders in period ¢ can be indexed by
the following expression:

1
(8) Vi=(1-b)W,+ mbWtﬂAtH

The first term is simply labor income net of social security taxes for an individual
insider’s effective labor supply h (= 1). The second component is the transfer
received from the pension system, which is the equally distributed (among the
retired generation, with size normalized to one) discounted (1/(1 + r)) share (b)

2This obviously entails some intra-generational redistribution from formerly well-paid insiders
to former low-income outsiders. In reality many pension systems indeed contain intra-generational
redistributive elements, although the complete benefit equalization that I have imposed here is
clearly counter-factual. Note that insiders would have an additional incentive to increase outsider
employment —thereby enlarging the future tax base, at the initial cost of lower wages— if the pen-
sion system did not redistribute (parts of) the resulting increase of insiders’ pensions among former
outsiders.



of the future aggregate labor income, where 7 is the exogenous time discount rate.
Applying the above equalities (1), (3), (4), (5), and (6), the problem of the insiders
is given by:

) max Vi = (1=0)f[lg:(2 — q-1) + @]+
th[O,l}
b

1—+rf/[lf1t+1(2 —q) + @)(lg1(2 — @) + qr)

The relevant strategic decision is made by the insiders who set wages taking
into account the effect of this decision on the labor market equilibrium and future
consequences, especially for productivity levels of younger workers. From (9) it
is clear that the decision of the insiders in general also depends on the actions
of next period’s insiders who set ¢;11, which in turn also depends on the current
period’s action ¢;. This interdependence can be tackled in two different ways:
First the model can be viewed as an infinite game in extensive form and one can
look for (some of) its Nash equilibria. In the next section I therefore provide
a game theoretic description of the class of games corresponding to the model
setup, and I will derive conditions for the most interesting equilibria. Secondly,
one can look for conditions which ensure that the entire path of the economy is
predictable by forward induction given an initial situation ¢;. These conditions
must necessarily be stronger than the ones for Nash equilibria, because the future
must be effectively irrelevant in order to infer the choice of insiders in ¢ only from
the past, i.e. the conditions must hold for all possible values of ¢,.; € [0, 1].
For this forward induction it is an important feature of the model that only the
outcome in ¢ — 1 matters for insiders in ¢, not the entire past. The conditions for
forward induction equilibria will be discussed in section 4.

Before proceeding to find equilibria of the model, let me clarify the assump-
tion of a fixed contribution rate. At first glance this assumption seems unrealistic,
because in most unfunded pension systems the payments to retirees are set propor-
tional to some index of the economy’s average wage income (‘“‘defined benefit”),
which endogenously determines the contribution rate. However, the contribution
rates in many mature systems have hit the upper bound of economic and politi-
cal sustainability, and most recent pension reforms have intentionally broken the
link between pension benefits and labor income to keep the contribution rate from
rising any further, as can be observed for example in Germany. Therefore it is
actually more realistic to approximate future pension systems in those countries
by assuming a constant rate b rather than a constant defined-benefit ratio. Fur-
thermore, note that in this model the average net wage income of both active
generations in period ¢ is given by (1 — 0)0.5W; A;. Relating the average (per
retiree) pension benefits bW, A; to the average income yields a replacement ratio
of ¢ = 2b/(1 — b). This shows that the replacement rate is a function of the con-
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tribution rate alone, and it makes no difference whether we fix the former or the
latter.’

3 The game played by insider unions

3.1 The formal description

Let us consider the class of games G arising from the model setup of the pre-
vious section, with elements ¢(f; b, r,[) that are characterized by the production
function f and the parameters b, r, [. The game theoretic language I will use here
is adapted from OSBORNE AND RUBINSTEIN [1994], but I have avoided some
notational technicalities that are only needed for more complicated setups. The
infinite set of the non-negative integers represents the relevant time periods ¢ of
the economy, where t € N, N = {1,2,3,...}. T assume an initial condition of
qgo = 1, reflecting clearing markets. Obviously, this is the outcome without an
insider union and can thus be naturally interpreted as the situation that a newly
founded insider union faces. It will also be shown that without a pension system
it happens every other period. A history h; for period ¢ is given by realized em-
ployment quota developments in the economy so far: h; = {g; ;;11 The set H,
contains all possible histories of the game up to period t.* Note that h; = H; = ().

Next, the set of the insider unions of the different periods as the players in
this game is also given as /N, and an individual player is denoted as 7 € V.
The player function P(h;) that tells us which player gets to play after a certain
history is also straightforward here, because it only depends on the period, not on
the actual history: P(h;) = t for all finite ¢. The action of each insider union
t =t € N is of course the chosen employment quota ¢,, and their preferences
Viee = Vi(qi—1, qi11; q¢) over the set of possible outcomes were already given in
(9). Finally, the precise definition of strategies may be worth highlighting.

DEFINITION 1 A feasible strategy s; of each insider union v = t specifies possible
choices of employment quotas q; for all possible histories hy € H;. A specific
strategy profile s aggregates a certain combination of individual strategies and
for all players i € N this can be decomposed into the components s; (strategies
of all other players j € N satisfying 7 < i), s=; (the same for 7 > i) and s; (own
strategy). Finally I define s_; = (S;, $=;)-

3This equivalence result of course applies only to the present stylized model. In the real world
with demographic uncertainty, elastic labor supply, and pension adjustment rules with time lags,
the relationship between the contribution rate and the replacement rate becomes more complicated.

“Its closed-form description is complicated by the fact that ¢;_; = 0 leads to the absence of
insiders in ¢ and thus automatically to ¢; = 1. Therefore, using M for the set of all histories with
patterns of the form {...,0,¢q # 1, ...}, and using x for a Cartesian product, H; = x§;11 0,11\ M
holds. H in turn collects all possible histories and is given by the union H = U;c v H;.



Note that for the strategies it does not matter whether the histories will be an
equilibrium outcome or not. Since a strategy profile determines the employment
quota path outcome, the utility of players can also be written as V; = V;(s) =
Vi(s_i;s;). As is usual in extensive games with perfect information I will only
analyze pure strategies. The following definition of a Nash equilibrium is merely
an application of the standard concept to the specific setup of the present model.

DEFINITION 2 A Nash equilibrium of the described economy g(f;b,r, 1) is any
strategy profile s* that produces an outcome of the employment quota path {q; }1c N
such that for all t,

(10) Vit (sZ;,87) = Viee(sZ4 84)

must hold for all possible own strategies s;, given the other strategies s* ,.

3.2 The Nash equilibrium without a pension system

Now that the description of the dynamic game is complete and before I address
some of the possible equilibria for the general case b > 0, it is useful to consider
the benchmark case without a pension system:

Lemma 1 If there is no pension system, i.e. b = 0, then all equilibria are given
by strategy profiles that oblige all insider unions to choose q; = 0 for a history
characterized by q;_1 = 1. The equilibrium outcome determined by these strategy
profiles is unique and is given by the infinite cycle {q;};en = (0,1,0,1,0,...),
which in turn leads to the following outcome for effective labor inputs: {A;}en =
(1,20,1,20,1,...).

PROOF: Delegated to the appendix.

The intuition for this result is clear: Without a pension transfer the only re-
maining incentive for insiders is to raise their wages as much as possible without
being fired. Recall that after such an episode there are no insiders anymore and
markets clear again, and so forth. However, in the game theoretic sense as defined
above this unique outcome may be produced by different equilibria; for example
consider the following two different strategy profiles: (1) For all ¢ the first one
prescribes ¢; = 0 for a history with ¢;_; = 1, but ¢, = 1if ¢ # 1. (2) For all
t the second one simply mandates ¢; = 0 for all ¢;_; # 0 (for ¢;—; = 0 the only
feasible way is ¢; = 1, see above). It is obvious that both strategy profiles contain
mutually best responses of the players to other players’ strategies, and that they
both lead to the stated equilibrium outcome, because in this case the differences
between the strategies are irrelevant, as they only relate to ¢, 1 # 1.



3.3 The full employment equilibria

The most interesting question in the context of the present model is whether full
employment can be sustained as one equilibrium outcome. In this section I will
present conditions on the production function f where this is indeed the case.
In general there may be other equilibrium outcomes under these conditions with
different strategy profiles (for example irregular outcomes), but see section 4 for
important cases when this cannot happen. Note also that even the full employ-
ment outcome can result from several strategy profiles that will only differ with
respect to their out-of-equilibrium strategies and thus there will be multiple full
employment equilibria in the sense of definition 2. However, here I will focus on
the simplest strategy profile, namely the one that prescribes to choose ¢; = 1 for
all insider unions 7 = ¢t € N, independently of the possible histories h; € H;. For
this rule I reach the following conclusion:

Lemma 2 The strategy profile s* which for all players 1 = t € N prescribes
q. = 1 for all possible histories h, € H, is a Nash equilibrium of the game

g(f:b,7,1) if (and only if)

11 1= 1—b)f'llg +1
(11) argq{g%ﬁ]( )f[qt+]+1+r

f'lele,

where « =12 —q;) +q =20 + (1 — 1)g,.
PROOF: Delegated to the appendix.

Thus whether the simple strategy profile s* : ¢y = 1 is an equilibrium
depends on the combination of the parameters b, r, [ as well as on the production
function. Since the direct own-wage effect of the first term is negative (0f’[lg; +
1]/0q; < 0 for all ¢;), the indirect pension transfer effect of the second term must
compensate, so it is necessary that the derivative O( f’[a]a) /Og; and by implication
(the absolute value of) the elasticity of labor demand must be large enough, i.e.
the inverse elasticity

f// [a] o
f'la]
must be close enough to zero.> To gain some intuition for the influence of the pa-
rameters, note that for ¢ > —1 lowering wages leads to a higher-than-proportional

(12) ela] =

<0

>That ¢ is close enough to zero must hold at least for ¢y = ¢;—1 = q:+1 = 1,1.e. foraa =1+1.
Obviously the condition must also hold for other values of ¢;, although strictly speaking there may
be parameter regions where locally the indirect pension transfer effect does not dominate the direct
own-wage effect. An important special case is obviously the situation where the former dominates
the latter for all ¢, see the sufficient condition in proposition 1 below.
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increase of employed labor and thus to a larger wage bill in the economy, and
therefore f’'[a]a will rise with ¢;. If that is the case, then it is clear that a higher
contribution rate b and a lower discount factor r favor the indirect pension transfer
effect. The same holds for lower unskilled labor productivity [, because a low [
dampens the adverse effect of a rising ¢; in the own-wage effect f’[lg; + 1] and
at the same time amplifies the rise of the future wage bill to be taxed for pension
benefits (i.e. yields a larger impact of ¢; in & = 20 + (1 — [)g). In that sense
a higher b, a lower r, and a lower [ make the outcome of full employment more
likely in this model. In the spirit of this discussion it seems that condition (11)
is perhaps too abstract, and to aid the interpretation I will now provide a set of
sufficient and thus more restrictive conditions for which the given strategy profile
is a Nash equilibrium.

Proposition 1 [f the following three conditions hold for all q, they ensure that
the strategy profile s* : qen = 1 is a Nash equilibrium (i.e. they are jointly
sufficient):

(13) ela] > —1

ela] b 2
(14 1+5[a]2_(1—b) (1+7’>(1_l)
(15) (f" > 0&1 < 0.5) or (f” <0&1>0.5)

PROOF: Delegated to the appendix.

The two inequalities (13) and (14) are the important and intuitive conditions
specifying a lower bound for € and thus a lower bound for the absolute value of
the elasticity of labor demand. The previous discussion of the comparative statics
of the parameters of course applies here as well. Condition (15) is technically
needed to ensure sufficiency of the given condition set. Note that in the special

cases [ = 0 (or [ = 0.5) sufficiency is ensured for any [ ().
A simple example for a production function where the full employment equi-
librium may existis f[z] = /= with a constant elasticity £[x] = —0.5. For the suf-

ficient conditions to hold we would need | < 0.5 since here f”[x] = (3/8)2~%5 >
0. Another example is f[z] = 2%/6 — 0.5(1.01 + [)2? + (0.5(1 +1)* + 10)x with
non-monotonous elasticity, but also with a positive third derivative: f”[z] = 1.°

%The parameter [ appears in the function to ensure that all required properties are
met over the relevant range =z € [0,1 + []. The elasticity is given by e[z] =
(2% = (1.01 + 1)x) / (0.52% — (1.01 + )z + 0.5(1 + 1)® + 10) , which is decreasing for z ~ 0
but increasing for z ~ 1 4 [.
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3.4 Nash equilibria with partial outsider unemployment

This section analyzes equilibrium outcomes where some outsiders remain unem-
ployed, but wages are lowered at least somewhat so that some outsiders are hired.
Since for irregular equilibrium outcomes the players would face a serious coor-
dination problem, steady-state equilibria with a clear focal point seem more at-
tractive. Also, it is quite difficult to provide general conditions without a fully
specified production function, and for these reasons I focus on steady-state out-
comes. Of course, a steady state with ¢, = 0 is impossible, because as described
before, there will then be no insiders in the next period and the labor market will
clear with ¢;;; = 1. Bearing in mind again that profiles which only differ in
their out-of-equilibrium strategies will lead to the same result, I will focus on the
simplest possible strategy profile which prescribes to play ¢; = ¢ for all histories.

Lemma 3 The strategy profile s* which for all players 1 = t € N prescribes
@ = q € (0,1] for all possible histories hy € H, is a Nash equilibrium of the
game g(f;b,r,1) if

w iy () (F)lEs)

with = 1q(2 — q) + q (note that € > —1 again is necessary), and if in addition:

(17) 1812 —q) = "1 +1q)

(18) <0

PROOF: Delegated to the appendix.

Note that condition (18) is not strictly necessary for the entire range of the ar-
gument, but it ensures that the utility is globally maximized. Also, condition (17)
implies that f”” < 0 must hold at least for some intervals, so the given sufficient
condition set is not very different from the necessary set. Conditions (16) and (17)
together are very restrictive but are actually necessary; the reason is that the same
employment quota choice must be optimal after the initial condition ¢y = 1 as
well as in the steady state ¢;_1~o = ¢. Thus this result with interior solutions is
not as attractive as the full employment corner solution of the previous section. An
example of the narrow class of production functions for which this result applies
is given in the proof of lemma 3 in the appendix.
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4  Forward induction solutions

In this section I will investigate the stronger solution concept of forward induc-
tion that can be applied to the model. The economy is still characterized by the
game structure g(f; b, r, 1) although no game theoretic equilibrium concepts will
be needed here. The following definition applies:

DEFINITION 3 The sequence {q{ “Yen is a forward induction equilibrium of the
economy g(f;b,r,1) if (and only if) for all t € N and q;11 € [0, 1] we have

(19) ¢l = arg max Vi, (¢, qrer; @),
g+€[0,1]

where as before the initial condition q(’;w =1 holds.

As the name suggests these equilibria —if they exist— can be found by iter-
atively solving the utility maximization problem for each period starting at the
initial condition qgw = 1. However, we can only avoid the problem of form-
ing expectations about the respective future ¢, if there is a unique maximizer
qf “ for all possible values of ¢,,;. Therefore this solution concept is quite a bit
stronger than a Nash equilibrium. The advantages are that we only need the as-
sumption of individual utility maximization and that there can only be one unique
equilibrium outcome. I will address the same outcomes that I analyzed with game
theory, namely the case of no pension system, the full employment equilibrium,
and steady-state equilibria with partial outsider unemployment. It turns out that
the latter is impossible, and in addition I will show that irregular equilibria with
partial outsider unemployment are also impossible.

Let us first briefly look at the case of no pension system again (b = 0), which
produces a rather obvious result:

Lemmad4 [fb = 0, the Nash equilibrium outcome is identical to the forward
induction solution.
PROOF: Delegated to the appendix.

A more interesting question concerns the condition under which full employ-
ment could be inferred without resorting to game theory. To this end I first apply
the above definition to our concrete model structure to obtain:

Lemma 5 [f (and only if) for all ;1 € [0, 1] it holds that
(20)
b

1 =arg max (1—0)f'[lgt+ 1]+ ——flgt+1(2 — @) + @] (@1 (2 — @) + @),
q:€[0,1] 1+7r

then the full employment path {q; = 1} n is also the forward induction solution.
PROOF: Delegated to the appendix.
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As a second step, since for a given f it will often be difficult to establish
the abstract condition (20) directly, the following result is useful, which provides
some relatively straightforward sufficient conditions to check whether a specific
economy g( f; b, r, 1) will display full employment as the unique forward induction
solution:

Proposition 2 If an economy g(f;b,r, 1) satisfies the sufficient conditions for
the full employment Nash equilibrium given in proposition 1, and if in addition
the production function is such that € is a non-increasing function, then the full
employment outcome is the unique equilibrium and could also have been derived
by forward induction.

PROOF: Delegated to the appendix.

As an example consider again f[z] = \/z with e[z] = —0.5, so if parameter
values satisfy the sufficient conditions for a full employment Nash equilibrium,
this would be the forward induction equilibrium as well. Note that the special
case f"” < 0 implies de/dx < 0, so only functions with f” > 0 may lead to full
employment Nash equilibria that are not forward induction equilibria. To sum up
what we can learn from the sufficient conditions with respect to the existence of
full employment equilibria figure 3 presents the various criteria in a form similar
to a decision tree. The term “Nash” indicates that the forward induction sufficient
condition does not apply, but there also may or may not be such an equilibrium.
Recall that on the other hand the forward induction equilibrium implies the Nash
equilibrium.

Finally it remains to be checked if there are conditions which lead to a forward
induction equilibrium that is not a corner solution, i.e. such that for all £ we have
qf “ € (0,1). Already by intuition it is clear that because q{ “ must be optimal for
any possible ¢;+1 and also both after the initial condition ¢y = 1 and afterwards
for ¢;_1 < 1, such a solution is very unlikely to exist. The following proposition
confirms and strengthens this intuition.

Proposition 3 A forward induction equilibrium with partial outsider unemploy-
ment does not exist.
PROOF: Delegated to the appendix.

Note that the proposition covers steady-state as well as irregular equilibria.
Thus for b # 0 the economy either has full employment as the forward induction
equilibrium, or no forward induction solution at all. (But of course it may have
Nash equilibria in the latter case.)

Finally, let me briefly explain why the analysis of the standard Nash equilib-
rium refinement concept of subgame perfection was omitted in this paper. In prin-
ciple, subgame perfection is desirable because it explicitly takes into account the
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Figure 3: Full employment equilibrium implications of the technical conditions

forward induction

forward induction Nash

Notes: This tree is applicable if condition (14) holds. It shows which full employment
equilibrium is known to exist based on the sufficient condition (15) and proposition 2. A
question mark indicates that neither sufficient condition applies, and there may or may
not be an equilibrium.

sequential nature of extensive games and requires the strategies of the players to
be optimal after any conceivable history, and not only along the equilibrium path.
In the present game, the relevant history for any period ¢ is just ¢;_1, so subgame
perfection would formally require that V;—;(q¢;—1, qe1 = 1;1) > Vicy(q—1, qra1 =
1;¢q;) for all ¢;_; and ¢;.” However, it turns out that in our case subgame perfec-
tion of the full employment equilibrium requires f”/ < 0.2 But f” < 0 implies
that ¢ is a decreasing function, such that we know from proposition 2 that a Nash
equilibrium that satisfies the conditions in proposition 1 automatically produces
the unique forward induction solution, which must correspond to the outcome of
some subgame perfect equilibrium. Hence little would have been gained by sepa-
rately analyzing subgame perfect equilibria.

"In terms of the formal game description, ¢;_; here is sufficient to capture all possible histories
hy € Hy, and q;1 = 1 represents the relevant equilibrium strategies of future players (s% ;). The
equilibrium strategies of past players (s%;, determining g;_ in equilibrium) are irrelevant here,
since for an analysis of subgame perfection we have to check the condition for all possible histories
G¢—1 anyway.

8More precisely, the sufficient condition set that I was able to find includes the restriction
f""" < 0; see the appendix for the proof.
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5 Conclusions and discussion

This paper presented a highly stylized OLG model combining insider-outsider
unemployment theory with a generational conflict due to the earlier arrival of
older workers on the labor market, which gives them insider power. It was also
assumed that workers’ productivity is enhanced through learning by doing. Then
it could be shown that a pay-as-you-go pension system can induce insiders to
prevent outsider unemployment, because the pension system lets them participate
in the increased earnings potential of (former) outsiders. However, this effect
outweighs the necessary reduction of wages only if labor demand is sufficiently
elastic.

At first sight it may seem possible to apply the argument of this model to
an individually funded pension system as well: Higher employment levels could
raise the marginal productivity of capital and therefore lead to higher interest rates,
which could provide the necessary incentive for insiders who are accumulating
funds for their retirement. A closely related and rigorous version of this argument
can be found in WIGGER [2001]. However, the major caveat is that this effect
would only work in a closed economy, because long-run real interest rates of an
open economy are mainly determined in the world capital market rather than at
home.’

It is clear that the central argument in this paper should not be interpreted as the
simplistic belief that a pay-as-you-go pension scheme is good and funded systems
are bad. For instance, demographic changes were assumed away, including those
that are presently putting pressure on unfunded pension schemes in industrial
countries. I do not claim, either, that the effect described in this paper accounts
for the virtual omnipresence of pay-as-you-go pension systems in insider-plagued
economies. Apart from the case of dynamically inefficient economies, these insti-
tutions with intergenerational transfers are typically installed in times of imminent
urgency, i.e. when older generations face poverty because the economy’s capital
stock has been wiped out, be it because of wars or after natural catastrophes. This
distributional aspect of pension systems is clearly more important than any of the
efficiency reasons one can find. However, there is an ongoing discussion about the
future of unfunded pensions in industrial countries, and thereferore it is useful to
shed some light on the effect that pension systems can have in mature economies
with otherwise persistent insider unemployment problems. Also, note that the

9The analysis could also relate to a smaller economic entity. The owner of a small firm could be
induced to hire somebody who could become his successor, even if the worker were not profitable
initially. The acquisition of firm-specific human capital on the part of the worker would increase
his reservation utility of taking over the firm. Hence the owner could charge a higher price, re-
warding him for the earlier implicit employment “subsidy”. (This interpretation was pointed out
by Hans Friederiszick.)
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phenomenon called “unemployment” in the present paper need not imply that a
part of the labor force is completely unused. Instead, adopting a dual labor market
framework, “employment” could be interpreted as employment in the “good jobs”
sector, whereas “unemployed” workers would have to conduct tasks in the “bad
jobs” sector, where they cannot acquire any skills.

It should be noted that an essential assumption is that the decisions of central-
ized (or coordinated) insider unions affect the entire labor force. Thus I described
effects arising in a corporatist economy, otherwise the argument would be weak-
ened by free-rider incentives. But other interpretations of the general setup are
also possible: In this model insiders were rewarded for not causing outsider un-
employment through higher pensions, but other elements of the welfare state that
are financed by insiders’ taxes could in principle serve a similar purpose. How-
ever, whereas pension systems usually have their own budget, it is probably more
difficult to link lower unemployment to lower taxes at some point in time. In
general, the whole issue is related to the popular argument by CALMFORS AND
DRIFFILL [1988], claiming that centralized institutions take their possibly adverse
(side) effects better into account than less coordinated institutional arrangements.

Appendix: Proofs

PROOF of lemma 1: With b = 0 the utility of insiders reduces to V;—; = f'[l¢;(2—
qi—1)+q:—1], and the choice variable ¢; enters positively into a decreasing function.
Therefore it is optimal to choose ¢; = 0, and this determines the equilibrium
outcome for every second period with existing insider unions. Recall that after a
period with ¢; = 0 there are no insiders and the economy is restricted to clearing
markets, i.e. ¢,1 = 1. This completes the cycle, and the cycle for A; follows
directly. Q.E.D.

PROOF of lemma 2: The stated condition is the direct application of the definition
of Nash equilibrium. For the analyzed strategy profile the given strategies of the
other players sZ, and s%; lead to ¢;—1 = ¢;+1 = 1, and therefore it has to be
the case that ¢ = 1 maximizes V;—;(1, 1;¢;) which is just the right-hand side
of equation (11). This also encompasses the first player’s situation because for
1 =1t =1 we have ¢y = 1 by construction, as discussed before. Q.E.D.

PROOF of proposition 1: The idea behind the sufficient condition set is to ensure
that insiders’ utility for given ¢,y = qv1 = 1, i.e. Vi—(1,1;q), is increas-
ing for all ¢; which makes the corner solution ¢; = 1 the optimal choice. (It
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is of course not necessary for the existence of a full employment Nash equilib-
rium that V;—,(1, 1; ¢;) is monotonous.) An equivalent problem is to ensure that
(1/f'[a])0Viet(1,1; q:)/Dg: > 0 for all q;, which is given by:

F"llg + 1] b
f'ld Lt

1 avz':t(la 1%%)
f'la] Og

Since the first summand is negative, £[a] > —1 is necessary to make the entire
expression positive. Furthermore we can write

f'lig +1) _ f"lo]
Pl Flal

where A = (f"[lq; + 1] — f"[a])/ f'[], so I can now write the restriction on the
derivative of insiders’ utility as:

(AD)

— (1-1)

(1—=1)(1+¢la])

(A2) + A,

(A3) (1-0) (%—I—A)Hrl—f_r(l—l)(lJre[a]) >0

A few rearrangements lead to:

Ad) 8[106];;[2]& = (1Eb) (1Jlrr) <1_ll)2 (12—lz +qt)

To arrive at the stated conditions, note the following properties: First, the
critical value for (g[a] + Aa)/(1 + €[a]) depends on ¢;. This is admissible but in-
convenient. It can easily be seen that the maximum of the critical value is attained
for ¢, = 0, wherefore I choose that value for the sufficient condition. Second, if
A > 0 then Aav > 0 (remember « = [(2 — ¢;) + ¢;), and in that case it will be
sufficient if e[] /(1 + ¢[a]) exceeds the critical value, since the left-hand side of
(A4) will be even larger. Thus it is useful to determine in which cases A > 0
holds. Assuming a monotonous function f”, a comparison of the arguments of
the functions in the numerator of A makes it clear that the stated condition (15)
names all possibilities for this, because l¢; +1 > o < 0 > (20 — 1)(1 — ¢;). This
implies that conditions (13), (14), and (15) are sufficient for (A4) to hold, which
ensures optimality of ¢; = 1. Q.E.D.

PROOF of lemma 3: Using the given strategies of the stated strategy profile the
utility of all insiders except in the first period is given by Vi—4~1(q, ¢; ¢;). In the
first period insiders face the initial condition ¢y = 1, and their utility is thus
Vi(1, g; ;). Hence both these utilities must be maximized for the choice ¢; = ¢ to
ensure this steady state equilibrium.
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I start with the first-order condition for the bulk of insiders:

a‘/i:t>1(Q7 Qa Qt) o . 7 = _ =
4, =1=0fle2-a9) +ql2-a) +

(f"lla2 — @) + )1 =) (a2 — @) + @) + f'la(2 — @) + ¢](1 — 7))

- |(Zt:f7 0

*

(A5)

Replacing ¢; with g, using the definition 5 = [§(2 — q) + g, and dividing by f’[]
yields the following relation:

e[s] _
A6 1—-0)—I1(2 - —
46 (=)D
Again it is clear that 1 4 €[] > 0 must hold, and thus dividing by (1 + ¢[5])(1 —
b)I(2 — q)/ 3 and re-substituting 3 leads to (16).

For the first-period insiders the first-order condition is a little different:

8‘/;:t=1 (17 Q) Qt) 1
=(1-=0b)f"]l 1]l

(f"la(2 = ) + @] =19 (1q(2 = ¢) + &) + 172 — q) + ¢:](1 - 17))

- ‘Qt:’j 0

(1 —1g)(1 +e[f]) =0

(A7)

*

Since the second summand is unchanged it is clear that the first one must also
be equal for ¢ = q: f"[B](2 — q) = f"[lg + 1]. Note that the inequality 3 =
1q2—q) +q = 2lg— 13>+ q < lg+ 1 becomes q(1 — 1g) < 1 — Iq after
subtracting 2(q and thus is true. It follows that f” must at least “on average”
be negative between (3 and /g + 1. I impose the slightly stronger condition that
f"" < 0 everywhere, also with a view to the second-order condition, where for
brevity I suppress the arguments of the various derivatives:
PVie1 (T, T @1)

7

(1= PR = @R+ (1= 19 (" * (92— a) +a) + 21"

It is clear that f”” < 0 is a sufficient condition to ensure that this expression is

negative. For [ < 0 the second-order condition also shows that V;—;~1(q, ¢; ;)

is strictly concave in ¢;, and thus an interior maximum will also be a global one.

The second-order condition for the first-generation insiders is as follows:
OVie=1 (1, G 1)

R

b
(1= DR + (1= 10 (7 = (42 — ) + @) + 2f")
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It can be seen that " < 0 also ensures concavity of V;—,—1 (1, q; q;)-

An example can be constructed from (17) by treating the right-hand side f”[1+
[@] as a constant parameter, letting ¢, ; vary in the left-hand side f”[2l§ + (1 —
14)qi-1](2 — g:—1), and integrating twice. The result is

(A10) flo] = —ks(lg — 1) (2 - ﬂ) (m (2 - ﬂ) — 1) +

1—1g 1—1q

_ —2lq x—2lq
_1)2 (22 In(2— 1
far k(g = 1) ( 1—lc7)<n( 1—1(1) )

which satisfies f, f’ > 0 for sufficiently large values of ko > 0 as well as f[0] =0
and f”, f” < 0 for k3 < 0; the parameter k3 is just another name for f”[1 + [g].
The function is written in such a way that for given economy parameters b, r, [
and a choice of k», k3 the equilibrium value ¢ (if it exists) can be found by solving
condition (16) with numerical methods. For example, setting ko = 25, k3 = —10,
[ =0.5,b=0.2,r = 0.3 (remember that the discount period is an entire gener-
ation) yields an equilibrium value of ¢ =~ 0.18. Having ¢ (and /) in the function
definition is necessary to restrict its shape such that an equilibrium is possible, but
this also makes it obvious that the conditions are extremely demanding.  Q.E.D.

PROOF of lemma 4: Since the value of ¢, is irrelevant in the proof of lemma 1
and the utility function is the same, that proof directly applies here as well.
Q.E.D.

PROOF of lemma 5: Note that condition (20) uses the insider union’s utility for
given ¢;_1 = 1, i.e. Vi—(1, q21;q;). First consider the starting period ¢t = 1,
where gy = 1 by construction as before. Under condition (20) the insider union
in period ¢ = 1 will therefore set ¢; = 1, no matter what it expects for ¢, (or if
it forms any expectation at all). Hence the insider union of the next period ¢ = 2
faces exactly the same problem and therefore also chooses ¢» = 1, and so forth
for all ¢ € N. For this proof no game theory was used. Q.E.D.

PROOF of proposition 2: To see that de[x]/dx < 0 together with the conditions of
proposition 1 is sufficient for the forward induction condition (20) note the follow-
ing: The sufficient conditions in proposition 1 guarantee that OV;—;(1, 1; q;)/0q; >
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0 for all ¢; which makes ¢; = 1 optimal. If for all ¢, it can be shown that for any
given ¢;; < 1 the slope of the utility function is even bigger,

OViet (1, qes1: @) /O > OViey (1,15 G4) /Oy,

it would strengthen the optimality of the corner solution ¢;. A sufficient condition
for this is that the slope of the utility is decreasing in ¢;, 1, and therefore I have to
check whether 0*V;—;(1, ¢i41; q:)/0q:0qs+1 < O for all g;. This is given by

O*Vie (1, qey1; @) _ b

(A1) - %
0¢:0G1+1 147

de

(-taar+a=ta) (Fe-anr+ a+are-a)),

where the function argument l¢:+1(2 — ¢;) + ¢: has been suppressed to improve
readability. Given that f/ > 0, f” < 0 and 1 + £ > 0 is necessary for a Nash
equilibrium, it is easy to verify that de/dx < 0 (over the relevant range of = €
[0, 1 + []) is sufficient for the entire cross-derivative to be negative. Q.E.D.

PROOF of proposition 3: For ease of exposition the proof proceeds in two steps:
First I show that a steady-state forward induction equilibrium with partial outsider
unemployment is impossible, then I extend the analysis to the general interior
case.

The steady-state step: Recall that to infer the path {G};cy by forward induc-
tion, it must hold that g is the maximizer of the utility V;—;(q;—1, ¢:+1; ;) for all
possible values ¢;11 € [0, 1] as well as for the two possible values ¢;_; € {q,1}.
Let us first suppose that for some pair (¢, = ¢, ¢}, 7 q) it is indeed optimal
to choose ¢; = ¢, which above all means that the relevant first-order condition
holds: OVi—(q, ¢;11; )/ 04 = |q,=g 0. Then I would need to show that this con-
dition still holds for varying ¢;,;. Since ¢;;; does not affect the first summand
of the derivative of (9) (w.r.t. ¢;), the remaining term must not change, either:
0*v/(0:0q1+1) = |4=q 0, where the second summand of (9) is abbreviated by
y=0/(1+7)(f'[lg=1(2 — q¢) + @) (lg1(2 — q¢) + q¢)). Writing out this condi-
tion in full and dividing by b/(1 + r) yields the following equation, where again
the function argument lq; 1 (2 — ¢) + ¢ is suppressed for readability:

(A12) (1= 1ge1)*(f" * (g1 (2 = @) + @) + 2f") -
W[ (lgn2-9)+q+f)=0
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Dividing by f’ yields:

ef" e
& (1 ZCIt+1)2 ( /

+ — -
1" lg1(2—q)+ ¢

<f_”/ + ° > (1 - ZQt+1)2 =1

I+e \ f" lg1(2—-9 +4q

But a necessary condition for this is that the term in big parentheses is negative,
since £/(1 + ¢) must already be negative. Therefore it must be true that

A1) g2 — @)+ 7 * (lg1(2—9) +q) > —2f"lgg1(2—q) + 7 > 0

for all possible values of ¢;,1. However, picking ¢;11 = ¢ and comparing this to
the second-order condition (A8) reveals that this implies

PViees1 (T, T )/ 04} >[,=40-

Hence the choice ¢; = ¢ cannot be optimal for ¢;; = ¢, given optimality for any
other ¢;.1 # ¢ (and the history ¢;_; = ¢), and a forward induction equilibrium
with constant partial unemployment is thus impossible.

The second step covering irregular equilibria as well: Here I start from the
initial condition gy = 1. Suppose that for insiders in ¢ = 1 it were indeed op-
timal to choose ¢; < 1 for any possible value g», given the history ¢p = 1. As
should be clear from the first step of this proof, apart from the first-order con-
dition OVi(1, g2;q1)/0q1 =|,,,— o 0 we would have the analogue to the necessary
forward-induction condition (A14):

(A15) f"llga(2 — q7) + ;] * (lg2(2 — qf) + ¢F) > —2f"[lg2(2 — ¢7) + ¢;] > 0

for all values of g». Next suppose that also for insiders in ¢ = 2 there is some
(possibly different) optimal choice ¢; for any possible value of g3 given the history
¢;. Note that picking this value ¢; for ¢; in (A15) implies f”[lg3(2—q7)+¢;] > 0.

The second-period analogy to (A15) implies that f"'[lg3(2—q3)+ g3 * (lg3(2—
@)+ a5) +2f"[lgs(2 — ¢3) + ¢3] > 0 must hold for all values of g5. Now let us
check the second-order condition for optimality in ¢ = 2:

O*Va(qi, g3 ¢2) ) . . .
aqg :|QQ:q§ (1 — b)l f///[lq2(2 — ql) + ql] —+ m*

(1—1g3)* (f"llgs(2 — 3) + 3] (las(2 — @3) + @5) + 2f"[lg3(2 — ¢5) + ¢5])

It is now obvious from the previously derived necessary conditions that the
expression in (A16) is positive rather than negative. Thus ¢; cannot be optimal, in
contradiction to the assumption, and I conclude that a forward induction equilib-
rium path with partial outsider unemployment is impossible. Q.E.D.

)—l(1+5):0

(A13) &

(A16)
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PROOF of the requirement mentioned in footnote 8: This proof is much like the
one for the Nash equilibrium in proposition 1. A sufficient condition that the
strategy profile of proposition 1 is also subgame perfect is to ensure that insid-
ers’ utility is monotonously increasing in ¢ for all ¢,_, given s%; : ¢ = 1.
Formally, OV (¢:—1,1;¢:)/0q: > 0 < (1) f'[a])OV (qi-1,1;q:)/Oq; > 0, and this
latter inequality evaluates to:

F"lqe(2 = qe—1) + 1] b
(1—b) f/[a] (2—qt71>l+m(1—l)<1+€[@]) > 0
A1) (elo] + 800) (2 - go) > —aq o LA

In analogy to the sufficient condition for the Nash equilibrium I have used a new
Ao = (f"lge(2 — qt—1) + @—1]) — f"[e])/ f'[e] here, and again I restrict A, to be
positive, this time for all ¢;_;. Picking ¢;_1 = 0 then means that f”[2l¢,] — f"[a =
2l + (1 — 1)g;] > 0 should hold. Since 2lg; < 2l + g;(1 — [), this implies that
f" < 0 (assuming a monotonous ) is required as part of this sufficient condition
for subgame perfection.

O.E.D.

References

CALMFORS, L. AND J. DRIFFILL [1988], “Bargaining structure, corporatism and
macroeconomic performance,” Economic Policy, 6, 14—61.

CREMER, H., D. KESSLER, AND P. PESTIEAU [1992], “Intergenerational trans-
fers within the family,” European Economic Review, 36, 1-16.

KEMNITZ, A. AND B. U. WIGGER [2000], “Growth and social security: The role
of human capital,” European Journal of Political Economy, 16, 673—683.

KONRAD, K. A. [1995], “Social security and strategic inter-vivos transfers of
social capital,” Journal of Population Economics, 8, 315-326.

LINDBECK, A. AND D. SNOWER [1986], “Wage setting, unemployment, and
insider-outsider relations,” American Economic Review, 76, 235-239.

23



MERTON, R. C. [1983], “On the role of social security as a means for efficient
risk sharing in an economy where human capital is not tradable,” in: Z. Bodie
and J. Shoven (eds.), “Financial Aspects of the United States Pension System,”
pp- 325-358, U of Chicago Press.

OSBORNE, M. J. AND A. RUBINSTEIN [1994], A Course in Game Theory, MIT
Press.

PISSARIDES, C. A. [1989], “Unemployment consequences of an aging popula-
tion, an application of insider-outsider theory,” European Economic Review,
Papers & Proceedings, 33, 355-366.

SCHREIBER, S. [2001], “Pensions and strategic prevention of unemployment,”
Discussion Paper 6, Freie Universitit Berlin Dept. Economics.

WIGGER, B. U. [2001], “Pareto-improving intergenerational transfers,” Oxford
Economic Papers, 53, 260-280.

Sven Schreiber

Faculty of Economics and Business, Department of Money & Macro
Goethe University Frankfurt

Mertonstr. 17, PF 82

D-60054 Frankfurt

Germany

E-mail:

sschreiber @ wiwi.uni-frankfurt.de

24



