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ABSTRACT

This paper builds a simple but complete model of a political system to analyze the effects of
intergenerational conflicts on capital and labor income tax rates, transfers, and government spending.  I
show how the different nature of tax liabilities for the young and the old can explain why the old receive
large gross lump-sum transfers through social security, while the young receive little or none.  I also show
that there is a natural link between the size of the government as a provider of public goods and the mag-
nitude of transfers that the same government will implement.
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Figure 1 − Stationary government policy as a function of current capital

11



0.05 0.1 0.15 0.2 0.25 0.3 0.35 0.4
−0.15

−0.1

−0.05

0

0.05

0.1

0.15

0.2

0.25

0.3

0.35
Figure 2 − Net contribution to the provision of the public good

k
t

Young

Old

12



0.05 0.1 0.15 0.2 0.25 0.3 0.35 0.4
0.095

0.096

0.097

0.098

0.099

0.1

0.101

0.102

0.103

0.104

0.105
Figure 3 − Transition function for capital

k
t

k t+
1

13



0 2 4 6 8 10
0.144

0.146

0.148

0.15

0.152

0.154

0.156

0.158

0.16

0.162

0.164
Provision of the public good

t

g t

0 2 4 6 8 10
0.25

0.255

0.26

0.265

0.27

0.275

0.28

0.285
Tax rate on labor income

t

τl t

0 2 4 6 8 10
0.203

0.2035

0.204

0.2045

0.205

0.2055
Tax rate on capital income

t

τk t

0 2 4 6 8 10
0.23

0.235

0.24

0.245

0.25

0.255
Transfers to the old

t

T
o t

Figure 4 − Government policy in the transition, unanticipated case

14



0 1 2 3 4 5 6 7 8 9
0.285

0.29

0.295

0.3

0.305

0.31

0.315

0.32

0.325

t

Young (left axis)

Figure 5 − Net contribution to g
t
, unanticipated case

0 1 2 3 4 5 6 7 8 9
−0.09

−0.085

−0.08

−0.075

−0.07

−0.065

−0.06

Old (right axis)

15



0 1 2 3 4 5 6 7 8 9
0.08

0.09

0.1

0.11

0.12

0.13

0.14

0.15
Figure 6 − Generational accounting, unanticipated case

Period in which the generation dies

P
V

 o
f p

ay
m

en
ts

 le
ss

 P
V

 o
f b

en
ef

its

16



0 2 4 6 8 10
0.14

0.145

0.15

0.155

0.16

0.165

0.17

0.175
Provision of the public good

t

g t

0 2 4 6 8 10
0.25

0.255

0.26

0.265

0.27

0.275

0.28

0.285
Tax rate on labor income

t

τl t

0 2 4 6 8 10
0.203

0.2035

0.204

0.2045

0.205

0.2055

0.206

0.2065

0.207

0.2075
Tax rate on capital income

t

τk t

0 2 4 6 8 10
0.23

0.235

0.24

0.245

0.25

0.255

0.26

0.265
Transfers to the old

t

T
o t

Figure 7 − Government policy in the transition, anticipated case

1@



0 1 2 3 4 5 6 7 8 9
0.285

0.29

0.295

0.3

0.305

0.31

0.315

0.32

0.325

t

Young (left axis)

Figure 8 − Net contribution to g
t
, anticipated case

0 1 2 3 4 5 6 7 8 9
−0.095

−0.09

−0.085

−0.08

−0.075

−0.07

−0.065

−0.06

Old (right axis)

2<



0 1 2 3 4 5 6 7 8 9
0.1

0.1005

0.101

0.1015

0.102

0.1025

0.103
Figure 9 − Capital over time, anticipated case

t

k t

2'



0 1 2 3 4 5 6 7 8 9
0.07

0.08

0.09

0.1

0.11

0.12

0.13

0.14
Figure 10 − Generational accounting, anticipated case

Period in which the generation dies

P
V

 o
f p

ay
m

en
ts

 le
ss

 P
V

 o
f b

en
ef

its

20



0 0.02 0.04 0.06 0.08 0.1
0.16

0.17

0.18

0.19

0.2

0.21

0.22
Provision of the public good as a fraction of GNP

k
t

πg (k
t)/

F
(k

t,l(
k t))

0 0.02 0.04 0.06 0.08 0.1
0.23

0.24

0.25

0.26

0.27

0.28

0.29

0.3

0.31
Tax rate on labor income

k
t

πl (k
t)

0 0.02 0.04 0.06 0.08 0.1
0.1

0.15

0.2

0.25

0.3

0.35

0.4

0.45

0.5
Tax rate on capital income

k
t

πk (k
t)

0 0.02 0.04 0.06 0.08 0.1
0.08

0.085

0.09

0.095

0.1

0.105

0.11
Transfers to the old as a fraction of GNP

k
t

πo (k
t)/

F
(k

t,l(
k t))

Figure 11 − Stationary government policy as a function of current capital with endogenous prices
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Figure 12 − Factor prices as a function of current capital with endogenous prices
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Figure 15 − Government policy in the transition, unanticipated case with endogenous prices
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Figure 16 − Factor prices in the transition, unanticipated case with endogenous prices
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Figure 18 − Government policy in the transition, anticipated case with endogenous prices
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Figure 19 − Factor prices in the transition, anticipated case with endogenous prices
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Figure 20 − Net contribution to g
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, anticipated case with endogenous prices
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