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Abstract

Within an OLG framework we study a perfectly balanced Pay-As-You-Go (PAYG) pension
scheme: in spite of its depressive impact on national saving, PAYG is implemented for operating
intergenerational transfers. With international capital mobility, the national adoption of PAYG
determines a spill-over effect through the world capital stock. This creates a situation of
interdependence among national pension policies, that we model as a n-countries dynamic game. In
contrast with previous literature, it is shown that in general the international coordination of pension
policies does not boost world savings and capital accumulation.
© 2002 Elsevier B.V. All rights reserved.
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1. Introduction

It was recently argued that the international coordination of national pension policies
tends to reduce the intergenerational transfers operated through Pay-As-You-Go pension
systems (PAYG), thus boosting world savings and capital accumulation (Pemberton,
1999). We claim that, in general, this is not true: the purpose of this paper is to model the
international spill-over effects of national pension policies in a standard overlapping
generations setting (OLG), showing that only under implausible assumptions about the
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authorities’ objectives the international coordination of these policies leads to a higher
steady-state stock of capital.

In this work we take as given the joint operation of both a PAYG and a fully funded
pension scheme (purely voluntary savings for retirement purposes)' in most industrial
countries. A possible reason for the implementation of PAYG is that it is used to
redistribute income among living generations: a system which can be viewed as the
result of some political process aimed at building social consensus. As individuals
display no intergenerational altruism, it is realistic to assume that the policy makers
managing national pension schemes care only about the living generations’ welfare. In
accordance with this view, in the OLG model presented in this paper, we attribute to the
national authorities a welfare function that also reflects the way in which the
consumption possibilities are distributed among living individuals belonging to different
cohorts.

Consistently with the prevailing econometric evidence suggesting that PAYG pension
schemes depress national saving,” we model a situation in which national pension policies
affect the country’s saving rate, thus exerting some impact on the world capital stock even
if the current budget of the public pension scheme is always perfectly balanced. In this
context, one could argue that the operation of PAYG schemes would excessively depress
world capital formation if each country decided its pension policy in full autonomy, since
the capital available for productive investment within each country with full access to the
world capital market only marginally depends on its national saving rate. Indeed, this is the
conclusion reached by Pemberton (1999, 2000). In reality, this is not generally true: for
the case in which the pension authorities care only about the welfare of the living
generations we show that the international coordination of pension policies pushes upward
the world interest rate.

The intuition underlying our conclusion relies on the channels through which each
country’s pension policy can exert an influence on other countries’ welfare. Indeed, as a
country raises its social security taxes to finance higher pension benefits to its old-age
citizens, we have three different effects on the welfare of the young generation: (i) a direct
depressive effect on the disposable (after-social security tax) labor income of the young
generation; (ii) an indirect depressive effect on future wages—due to the lower capital
stock—that reduces future pension benefits financed through social security taxes; (iii) an
indirect boosting effect on the rate of return on assets that increases the yield obtainable on

' By ‘fully funded’ pension scheme we mean an institutional set-up in which households can freely
determine the amount of their saving for retirement earning the market interest rate. For ‘laissez-faire’ regime, we
mean an institutional set-up in which no mandatory social security system exists and individuals rely solely on
“fully funded’ pension schemes.

2 See Feldstein (1974, 1996).

3 Previous literature addressing the effects of national pension policies in the context of an internationally
integrated capital market (see, e.g. Breyer and Wildasin, 1993) either deals with small open economies that take
the world interest rate as given or with large open economies but within a static partial equilibrium framework.
Moreover, our discussion about the coordination of pension policies is based upon arguments that differ from
those considered in that literature on the international effects of pension systems, which highlights the labor
market distortion arising from different social security legislation (see, e.g. Homburg and Richter, 1993; Breyer
and Kolmar, 1995).
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