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1. Introduction

The stylized facts which refer to the workers’ behavior in the U.S. labor
market show that the participation of older persons to the labor force has
been increasingly declining over the last century. If the labor force participa-
tion of men age 65-69 was around 60% in the 50’s, the same figure had fallen
to 26% in the 90’s. In many OECD countries, workers withdraw from the labor
market well before the social retirement age. Eventually, this long-term de-
cline associated with an increase in the life expectation has led to a consider-
able increase in retirement years. Otherwise, the Government expenditure
for Social Security has been skyrocketing and so has been the percentage of
workers covered by the System. This situation may become financially unsus-
tainable over the next years, unless Governments undertake the structural
reforms of Social Security Systems as required by many economists (see
Feldstein & Liebman [2001] among the others).

Over the last few years, the economic literature has been trying to give
plausible explanations to this strong change in the old workers’ lifestyle. Ac-
cording to an OECD survey [2005] financial incentives embedded into public
pensions and other assistance schemes pull old workers into retirement.
Nevertheless, the OECD makes a distinction between the pull factors of
retirement and the push factors of retirement. The former in-
clude all those financial benefits that incentive workers to anticipate their
retirement age while the latter refer to negative perceptions by old workers
about their capacity or productivity and to socio-demographic characteris-
tics.

In this paper I take the distance from the OECD’s vision, which considers
financial benefits asa pull factor of retirement. Otherwise, referring to
the single mindedness theory, I suggest that preferences of workers (espe-
cially the old) for leisure shape the modern Social Security Systems charac-
teristics. Thus, behind the generosity of the transfer by Governments there is
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a precise political mechanism, driven by individuals who use their power of
influence over the Government to obtain what they need to finance their lei-
sure.

I use an OLG model which considers a society divided into two groups of
workers: the old and the young. Furthermore, I assume that there is a politi-
cal competition among two parties which aim to maximize the share of votes
and have to decide an optimal policy vector which encompasses the labor
marginal tax rate and the optimal transfers among cohorts.

The core assumption of the model is based on the concept of “single mind-
edness”, defined as the ability of a social group to be focused on a single issue
rather than many. The idea was introduced by Mulligan & Sala-i-Martin
[1999] who assumed that the old have more needs for leisure than the young
and this necessity would explain why the old require (and obtain) generous
pensions transfer by Government and why the Social Security expenditures
in the U.S. have been increased so much over the last decades. They adopted
an OLG model with a society divided into old and young workers and showed
that

retired elderly can concentrate on issue that relate only to their age such as the pen-
sion or the health system

while the young have to choose among
age-related and occupation issues
Eventually, they concluded,

the elderly are politically powerful because they are more single minded and [...]
more single minded groups tend to vote for larger social security programs that bene-
fit them and induce further retirement.

Thus, according to this theory, there would exist in the economy a group,
the old workers, which has a sort of political superpower which enables it to
dictate the optimal taxation and transfers system, both for the young and for
the old workers (a sort of tyranny of the elder or “Gerontocracy”, to quote the
author).

Indeed, neither Demographics nor the need for assistance would explain
the skyrocketing increase in the Governments’ expenditure for Social Secu-
rity Systems and the broad reduction in retirement age over the last decades,
but preferences of the old for leisure would provide a more suitable explana-
tion to this upward trend.

Over the recent years, economists like Profeta [2002] have attempted to
formalize the single mindedness theory but, unfortunately, the empirical evi-
dence does not seem to provide robust support, at least with reference to the
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U.S. reality. In a recent work, Diamond [2005], in an attempt to describe the
linkage between the Social Security System and the retirement in the U.S.,
wrote in his conclusions:

there is clear evidence from both previous work [...] that the broad structure of the SS
program influences retirement timing. Evidence on the effects of variation in the ben-
efits provided by this program is less clear, however.

Furthermore, Sala-i-Martin himself recognized that the “Gerontocracy
models” can be applied mostly to the U.S. society, where powerful lobbies
have a great influence on the Government’s decisions; for instance, the
American Association of Retired People was evaluated by Fortune to be the
most influencial lobby of the U.S. Otherwise, in the European context, it
seems that an analogous power of influence is exerted by labor unions.

2. The model

I consider an OLG model, where individual agents live only for two peri-
ods: the first period t represents the present and the second t + 1 repre-
sents the future. At time t there are two generations coexisting together:
the young and the old. I assume that the generation of the old was born
old and had no youth. Furthermore, the generation of the young does not
have any progeny. As a consequence, the world ends at time ¢t + 1. Genera-
tions are unlinked, meaning that there is no possibility to leave any bequests.
Individuals consume all the available income earned at a given period of
time; thus, it is not possible neither to save nor to borrow money.

Then, let a population of size equal to one be partitioned into two discrete
groups of workers, the young and the old, each of them endowed with
a unity of labor time. Thus, the space of groups is G = {Y, O}, where Y denotes
the group of young workers and O the group of old workers. I will use index
I to denote a social group, capital letters to indicate the group and small let-
ters to indicate single individuals belonging to the I-th group. The two groups
have different size. That is: n° # n¥ where n! denotes the size of group I. The
size of a group does not change over time.

Each worker has to decide how to divide his time between work and lei-
sure, denoted by . I assume also that leisure can be employed to attend sev-
eral activities, such as relaxing, taking care of family, participating in politi-
cal activities and many others. Thus, the leisure can be seen as a vector of N
activities [ =1(l,,l,,...,Ly), where [,, = 0.

Furthermore, I introduce one of the core assumptions of the model. I as-
sume that the old and the young are identical in every respect except one:
the intrinsic value of the old workers for leisure is as-
sumedtobe greaterthanthe samevalueoftheyoung work-
ers. Thatis,y° >> y¥, where Greek letter psi denotes the intrinsic value for
leisure. Thus, the two social groups have different preferences with respect
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to the choice between work and leisure. This assumption is also supported by
the empirical evidence. In fact, the economic science has produced many
works which provide possible explanations to the existence of a difference in
preferences. Moreover, over the last years, other social sciences like Sociol-
ogy and Psychology added some very useful contributions. This is why I dis-
tinguishthe economicreasons fromthe non-economicreasons.

The economic reasons are summarized in the work by Mulligan and
Salai-Martin [1999].

Differences in Labor Productivity. Since the labor productiv-
ity is declining in age, the old are less productive than the young and, as
a consequence, they earn a lower wage. This theory would explain the will-
ingness by the old to retire: less productive workers in the labor market find
it profitable to devote relatively more of their time and effort to the political
sector as to gain monetary transfers that they would not get if they relied on
labor market. Nevertheless, for the theory to hold it is important to assume
that leisure time devoted to political activitiesisa normal good. Thatis,
an increase in the total leisure time provokes an increase in leisure time de-
voted to political activities, due to the income effect.

Differences in Human Capital Accumulation. The young
are more engaged in self-financed human capital accumulation while they
work than the old. As a consequence, the value of time for the young may be
higher than their average hourly wage (see Stafford and Duncan [1985]).

Long-term employment contracts. The empirical evidence
shows that due to the Lazear-type contracts, labor productivity for workers
aged 60+ is significantly lower than wages.

As for the non-economic reasons, I refer to a work by Hershey, Henkens
and Van Dalen [2006]. In comparing the Dutch with the U.S. Social Security
System, the authors discovered that

the Americans had significantly longer future time perspectives, higher level of retire-
ment goal clarity and they tended to be more engaged in retirement planning activi-
ties.

Thus, these findings are able to explain the existence of socio-cultural differ-
ences in the preferences for retirement. They go on affirming that

American workers think, prepare and save more for retirement... beginning in early
adulthood,

focalizing on the difference among societies, where there exists a major dif-
ference in financial responsibility, different level of uncertainty for future
pension payouts and different psychological pressures. Finally, in conclud-
ing that the success of political initiatives depends in part on




changing the dimensions of the psyche that motivate individuals to adaptively pre-
pare for old age,

they implicitly recognize that the preferences of individuals for leisure may
endogenously change over time, again due to cultural and psychological fac-
tors.

Finally, I assume that each worker has a personal ideological bias for po-
litical candidates, and this ideological difference generates heterogeneity
among groups. The ideological bias is exogenously given.

Old workers’ preferences can be represented by a quasi-linear utility
function!. A representative young worker at time ¢t has the following lifetime
utility function:

U° =c® +y°logl’ VYo€O &)

where c¢; is the consumption at time ¢,1; is the leisure at time ¢ and y° is a pa-
rameter representing the intrinsic preference of the old worker for leisure
(y° € [0, 1]). The old worker consumes all his income:

of =wi (-7}, )(1-17)+by +7(S7) 2

where w; is the unitary wage per hour worked, z; is the tax rate on labor in-
come, b’ is an intergenerational transfer and r(S?) represents the return
which the old worker gains at the end of time t over an amount of money he
accumulated. I assume that the intergenerational transfer is represented by
a typical pay-as-you-go pension program, whilst T(Sf) represents a quote of
a mutual fund. The last day of work, the old workers withdraw the amount of
money invested. Without loss of generality, I assume that the same day, the
individual consumes all this amount of money and dies. Similarly, the prefer-
ences of a representative young worker y are given by the following lifetime
utility function:

UY =c! +y"logl! +¢"logl’ +p*(c!, +y*logl! ) VyeY ®3)

t+1 t+1

wherec/ and ¢/, represent the consumption attime tand ¢t + 1,1/ andl/ the
leisure at time ¢ and ¢ + 1, §Y is the time preference discount factor of the
young worker, y¥ is the intrinsic preference of the young worker for leisure
(@Y €10, 1]) and ¢¥ represents the intrinsic preference of the young for the lei-
sure of the old (¥ € [0, 1]). Thus, the leisure of the old represents a positive
externality for the young. This latest assumption is reinforced by the exis-

tence of social beliefs which consider the leisure of the old as a merit good. In

1 A quasi-linear utility function entails the non existence of the income effect.
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modern societies, individuals believe that the old deserve to retire after hav-
ing spent an entire life to work. Furthermore, retired grandparents often pro-
vide their sons with a true help in the children babysitting, in carrying on
some useful activities in sons’ place, such as house cleaning, payment of bills
and so on. Finally, the intrinsic value of leisure for the old worker is assumed
to be strictly greater than the intrinsic value for the young: v° >> y¥. Since
the young know that at time ¢ + 1 will be old, their utility function includes the
leisure of the next period, weighted by a discount factor ¥ € [0, 1]. The young
worker’s inter temporal budget constraint is given by:

¢, +p'c;, _wty(l_rzr)(l_ly)-l_by-l'

#1(80)+ 8" (wl, (1-1, ) =71, ) +0(SL)

Note that the young worker’s budget constraint does not contain the term
which refers to the intergenerational transfer at time ¢ + 1, bf’+1 since at pe-
riod t + 1 there exists only generation Y and, by definition, it cannot exist any
intergenerational transfer. Furthermore, I introduce the following budget
constraints:

“)

r(sy)=T; ©)
r(S!)=T1/ (6)
r(sm) 0

n°b’ +n'b’ nyb;’\=0

®)

(7))} )<0

Since revenues are proportional to the amount of labor supplied, the taxa-
tion entails inefficiencies, since it distorts workers’ decisions on the amount
of labor supplied and determines the quota of pre-funded savings. T’ repre-
sents total revenues generated by the taxation of the old at time ¢t and it is
equal to n’r], w (1 - l") while T, Y represents the total revenues generated by
the taxatlon ofthe young at tlme t+1anditisequalton? Lm (1 t+1 ) The
condition n°b} +n'd/ +amn yby‘ =0 assures that an 1ntergenerat10nal
transfer ex1sts while the COIldlthl’l (b )(b )<0 shows that the situation
where both generations either get a positive transfer or suffer of a negative
transfer is impossible to achieve. In other words, if one generation obtains
a positive transfer, the other one has to finance for it. The term on n”bﬂ
represents an efficiency loss which takes place via a redistribution process
and can be measured by the amount of resources wasted during this process.
For instance, one may think that this loss is due to the existence of bureau-
cracy costs or to rent grabbed by politicians. The parameter « € [0, 1] repre-
sents the measure of the loss which is quadratic in the transfers. To avoid the

11



case in which a difference in wage levels is the solely responsible for the ex-
istence of retirement I impose that wages are exogenously determined w; =
= wty = wty+1 = w. Furthermore, without loss of generality, I normalize the
wage rate to the unity.

2.1. The Government

The literature has used different formulations for the Government’s ob-
jective function. A typical normative approach considers a benevolent Gov-
ernment which aims to maximize a Social Utility Function by choosing the
optimal tax rate on labor, subject to a budget constraint where tax revenues
are equal to public good expenditures. Otherwise, some authors such as Ed-
wards and Keen consider a Leviathan model where, referring to the famous
milestone paper by Brennan and Buchanan [1980], they examine a Govern-
ment which is concerned in part with maximizing the size of the public sec-
tor. Furthermore, the Edwards and Keen model assumes that the Govern-
ment retains some degree of benevolence, perhaps because it has re-election
concerns. Nevertheless, these concerns were not formally modeled. In this
paper, I provide a possible explanation to this issue, introducing a political
economy model where politicians act in order to maximize the probability of
being re-elected. A public policy vector is given by G =(z},,7;,,b?,b/), com-
posed of two tax rates and two intergenerational transfers. Finally, the Gov-
ernment is committed to clear the budget constraint; this means that it can-
not transfer more resources than those collected by taxing individuals at ev-
ery period of time. Thus, I assume that the Budget Surplus (Deficit) must be
equal to zero. Since the Government cannot issue bonds to collect more fi-
nancial resources and can only rely on taxation, the increase in a social
group’s welfare entails the decrease in the welfare of the other social group,
since the latter has to pay for the transfer.

2.2 A three-stage game

I consider a three-stage game where two candidates, say A and B, wish to
maximize their number of votes to win elections?. Both of them have an ideo-
logical label (for instance they are seen as “Democrats” or “Republicans”).
I assume that this label is exogenously given. In the first stage of the game,
the two candidates, simultaneously and independently, announce a policy
vector, ¢* and G?; at this stage, they know the voters’ policy preferences and
also know their distributions, but not their realized values. Each voter in
group I votes for candidate A if and only if the candidate A’s policy vector pro-
vides him with a greater utility than that provided by the candidate B’s policy
vector. That is:

2 Lindbeck and Weibull [1987] and Dixit and Londregan [1996] demonstrated that the Nash
equilibrium obtained if candidates maximize their vote share is identical to that obtained when
candidates maximize their probability of winning.
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Vi@ )+Ec+E >V(G?) )

where the term ¢ reflects the candidate A’s general popularity among the
electorate. It is not idiosyneratic and it is uniformly distributed on the inter-
val (-3, 3-) with mean zero and density h. Otherwise, the term & represents
an idiosyncratic component of voter’s preferences for candidate A and I as-
sume that voters are uniformly distributed on (—ﬁ, 217), again with mean
zero and density sI. The assumption that voters care not only about transfers
but also have unobserved exogenous preferences for one candidate assure
the existence of a Nash equilibrium to the electoral-competition in a multi-
-dimensional model, according to Lindback & Weibull [1987] and Dixit &
Londregan [1994]. In fact, the social choice theory states a negative result
when affirms that any division of resources among cohorts can be beaten in
a pairwise vote by some other division. The existence of preferences with re-
spect to policies over which the parties cannot easily change position from
election to election, or evaluations of the parties with respect to characteris-
tics such as honesty and leadership which are valued by all voters (the so
called valence issues) rules out the non-existence of an equilibrium. In
each social group there are some swing voters, who are those individu-
als that do not have any particular preference for one of the two candidates.
This category of voters is fundamental to evaluate the effect of a change in
the equilibrium policy vector. In fact, suppose to start from a situation of
equilibrium, where the candidate A’s policy, g* is exactly equal to the candi-
date B’s policy, G?; a candidate knows that, should it deviate from that policy
some swing voters will be better off whilst some other will be worse off. Thus,
in choosing a policy, a candidate should calculate the number of swing voters
which he would gain and compare it with the number of swing voters he
would lose; intuitively, a change in a policy should be made if and only if
a candidate evaluates that the number of swing voters gained is greater than
the number of swing voters lost. Swing voters in group I are identified with
the following expression:

£ =Vi(g®)-v'(g*)-¢ (10)

This expression affirms that a swing voter is indifferent between candi-
date A and candidate B; otherwise, all the voters with &I < x! vote for candi-
date B and all the voters with &I > £l vote for candidate A. I indicate the share
of votes of candidate A in group I with:

. 1
4= E n'stE" + — 11
7 T E 281 ( )
and substituting (10) into (11) I obtain:
A I.I i (=B i (7 A 1
= %4 -V -Cl+= 12
7 EI n's'[Vi@G")-vi@G*)-¢] 5 (12)
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Note that #4 is a random variable since it depends on ¢ which is also a ran-
dom variable. Thus, the candidate A’s probability of winning is:

1 [ 1]
Pr* =P1"_nA 2§_=Pr_§;n [V @G")-vi@@)- g].|.2>5
and rearranging the terms I obtain:

=

Prt =Prjz* =P Sals[Vi@G®)-vi@)]= D n's't
L I I i

Candidate B wins with probability PrE =1 - Pr4. In this model, the proba-
bility of winning is thus a function of the distance between the two electoral
platforms. In the second stage of the game elections take place. A candidate
wins elections if and only if it obtains the majority of votes; in the case of a tie
a coin is tossed as to choose the Government which will come to power. Fur-
thermore, I assume that each party prefers to stay out from the competition
than to enter and lose, that prefers to tie than stay out and it prefers to win
than to tie. Another core assumption of the model affirms that the density
of asocial groupisendogenously determined and itis afunc-
tion of the amount of leisure devoted to political activities. In other words,
the higher the leisure time spent in political activities by a social group, the
higher the power of influence of that group on politicians and the higher the
probability of being successful. Describing more in details the basic ele-
ments of the workers’ decision problem, I assume that the leisure is a vectorl
of N activities which can be undertaken in the spare time (indexed by n = 1,

., N). The consumption set is givenby: L=1€%Y:l, =0forn =1, ..., N where
L isa convex set. Formally, I also assume that undertaklng each activity
entails a cost, represented by the price vector p=[p,...p,] €RY. Fur-
thermore, the Walrasian or competitive budget set is given by
Bp =le ERN pe ! <1. Thus the endogenous density function may be written as
s= s(l(l1 oy ly 2 Assuming that the political activity [, is a normal
good at (p, l) entails that M >0. Figure 1 shows the wealth expansion
path for p.

Furthermore, since the leisure vector directly enter into the density func-
tion, it can be seen that:

s (U1, 1y, s 1)) 011, 5 1y s L) o
a1y, 1y) al
Equation (13) says that the density function is monotonically increasing in
leisure devoted to political activities. By the meaning of the chain rule we
can divide the expression in two terms. The first term al(l“g’“"l”) represents
the effect of an increase in leisure devoted to political activities on total lei-
st (111, 1y, .onn Ly

sure time and it is positive. Otherwise, the term W represents the
effect of an increase in total leisure on the density function, which represents
an indicator for the cohesion and the political power of a group. This term is

13)
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positive, since an increase in time devoted to political activities is likely to
increase the power of influence of a group. In this view leisure spent by indi-
viduals in political activities can be seen as an investment in time, whose re-
turn is represented by the monetary transfer they get from politicians. The
size of the transfer is an increasing function of groups’ density. Thus, I define
the transfer b as a function b = b(sY, s°), with b’ > 0 and b’ < 0. Finally, I as-
sume that if groups’ density is the same no transfer occurs; thatis s¥ = s° = d*
implies that b(d*, d*) = 0. In this case, the two groups have the same political
power. Summarizing, the endogenous density may be seen as a measure of
the group’s single mindedness; the higher the density of the group, the higher
the single mindedness. This assumption would explain why those issues (or
preferences) that are more commonly shared by individuals are politically
more successful. Thus, I conclude that for the single mindedness theory to
hold some requirements must hold:

¢ the existence of individuals with similar preferences toward one or more
issues;

* the existence of institutions such as lobbies, labor unions or whatever,
where individuals who share similar preferences can unite to increase
their political power and influence politicians;

¢ the realization that, eventually, social groups which are able to focus on
the smallest number of issues are more likely to get what they require and
thus to shape Social Security Systems.

A
L—p
w'>w >w
Bp,L"
Ep
BPL.
p
BpLI
Lp

The wealth expansion path

L, = hours of leisure spent in political activities L_, = hours of leisure spent in other activities
E, = Engel’s curve
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Finally, in the third stage of the game, workers choose their work and lei-
sure level, given the marginal tax rates and transfers chosen by the Govern-
ment.

2.3. The equilibrium
I solve the game by backward induction, starting from the final stage.
A representative old worker solves the following optimization problem:

maxU° =c¢; +y° logl;
stel =(1-19,)(1-12)+b? +7(S?)

Solving with respect tol’ I obtain an expression for the optimal labor supply:
=V (14)
(1 - TLt)

and substituting into (1) I obtain an expression for the Indirect Utility Func-
tion:

Ve=(1-10)—y°+bl +7(S°)+y° logy® —y°log(l-7¢, (15)

I do the same for the representative young worker:

maxU® =c! +y"logl! +¢p"logl’ +p*(c!, +y"logl!,) (16)
S't‘cry +ﬁycty+1 =(1_th )(l_lty)+blty +T(Stl;)+ﬂy((l_lty+1 )(1_th+1)+r(sty+1 ))
% =+
t (l_fzt

VV=(1-7)—p?+b! +7(S!)+y"logy? —yp'log(1-7! ) +¢" logy° —
—<pyIOg(l—Tgt)+ﬁy(l—1/)y)(1—Tgtﬂ)'l'ﬁywy(logwy +ﬂy7‘(Sty+1\ )) am

2.4. Deriving a formula for the optimal labor taxation

In the second stage of the game elections take place. It is easy to verify that
the elections’ outcome is a tie. The proof arises from the resolution of the first
stage, where it will be demonstrated that in equilibrium, both parties choose
an identical policy vector. In the first stage, the two candidates choose their
policy vectors. They face exactly the same optimization problem and maximize
their share of votes or, equivalently, the probability of winning. The resolution
is made for candidate A, but it also holds for candidate B.

maxx” =%+ Sals'[vi@*)-vi@)]
I={o, v}

st.T, =r(S0)=T,
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TZ = T(Sry) = Tty
- T(SHI) t+1

T, =n°b; +n'b/ +an nybty‘=0

T, =b/b/ <0
In Appendix 1 I provide a complete resolution to the problem.

Propositionl. In equilibrium both candidates’ policyvectors
converge tothe same platform; thatis ¢* =q°=q*

Proof: q * represents the policy which captures the highest number of swing
voters. Suppose instead there exists other two policies ¢' and ¢’; in moving
from g * to ¢’ (or ") a candidate loses more swing voters than those he/she is
able to gain. Thus, suppose a starting point where candidate A chooses ¢ and
candidate B chooses @’ such that by choosing ¢’ and ¢’ the elections outcome is
a tie. If one candidate moved toward q *, he/she would be able to gain more
swing voters than those he/she loses and thus, he/she would win the elections.
So, choosing any policy but g * cannot be an optimal answer. The only policy
which represents a Nash Equilibrium is g * since it is the intersection be-
tween the optimal answers of the two candidates and no candidate has an in-
centive to deviate. Since each candidate maximizes his/her share of votes, in
equilibrium the two candidates receive both one half of votes; if one candi-
date should receive less than one half of votes he/she would always have the
possibility to adopt the platform chosen by the other candidate and get the
same number of votes.

Corollary 1: The utility levels reached by workers are the
same; thatis: VA=V

Proposition 2. The marginal tax rate on labor is positive for
the old and equal to zero for the young workers. That is,
the young workers are taxed lessthanthe old workers.

Proof: From the First Order Conditions (see Appendix), we obtain s o

_nsru

Lt

" and finally we get an expression for the optimal marginal tax rate of

the olof
o1
v =1 rm (18)
with m =25 ”’ . The same for the optimal marginal tax rate of the young:
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(i)
L (1_th 2)

which gives a marginal tax rate equal to zero

nysy

! =0 19)

Equations (18) and (19) represent the structure of the optimal taxation in
a political economy framework with social groups characterized by the pres-
ence of swing voters. Furthermore the comparative statics shows that - T <,
[”“ <0, j’” >0, 2’“ >0, - o e + <0. Thus, the political economy framework suggests
that tax rates should be differentiate. Equations (18) and (19) tell us that so-
cial groups in society must be taxed with different tax rates. But unlike a typi-
cal normative approach, it also suggests that tax rates should be lower for
those social groups which are more numerous, in turn, for those social groups
who have the highest ability to drive the elections outcome. Indeed, if the
normative approach suggests that in an ideal world Governments should
tax less the poorest social groups, the political economy approach suggests
thatin a real world Governments t a x less social groups which are more able
to threat politicians in the electoral competition. Note that the result show-
ing that the old are taxed heavier than the young is interesting. Usually, one
may think that individuals who hold the greater power in society should be
able to be taxed with lower marginal rates. Instead, this result is completely
in syntony with the single mindedness theory. Why should the old accept
higher marginal tax rates if they have more political power? The answer is
twofold. First of all, a high tax rate entails a greater pre-funded savings for
the old. Otherwise, the pre-funded savings for the young is equal to zero,
since the marginal tax rate is also equal to zero. This is perfectly rational; the
young prefer to spend their labor income and thus are more prone to accept
lower tax rate, while the old attribute more importance to the pension trans-
fers, since they will represent the only income once they retire. Secondly, by
assumption, the old attach a higher weight to leisure than the young; thus,
higher tax rates forces them to anticipate retirement and enjoy leisure. An
important conclusion I suggest is that more single mindedness drives higher
tax rates. The explanation is very subtle and stands in the following terms.
The old know that once retired their only income source is represented by
pension transfers. They also know that to force the Government to increase
their pensions, they have to spend a fraction of their leisure in political activ-
ities. At this point, a free-riding problem arises. If no one incentive existed,
nobody would voluntary retire to promote political initiatives, whose
benefit would be shared among all the members of the group. Thus, an incen-
tive is necessary as to force the old to retire and this is represented by keep-
ing marginal tax rates high so that the individual are discouraged to work and
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prefer to leave the labor force. Then, I conclude that the old accept higher tax
rates as a system to solve a free-riding problem among the members of the
group.

Proposition 3. The old offer a lower supply of labor than the
young due to the difference between !’ and [/.

Proof: Sincet{, >7/, =0, and y° >> £¥ by hypothesis, thenl’* = >1* =yt

(- u)
Corollary 2. The old workers are more single minded than
the young (s°>sY).

Proof: Since ru = 0and y° >>y¥ thenl* >1'*. Since s is a positive func-
tion of I, then s° —s(l )>s' =s(1!).

Proposition4. There exist Social Security transfers from the
young tothe old. Thatis: b/ >0 and b/ <0.

Proof: From the first order conditions with respecttob? and bf, it follows that
£ = 11 Zy: . From Corollary 2, s* =s(1°)>s" =s(1') it must be 1-a'n'b! >
>1—-« n"b" for the workers. Since aln”bf >1-an’b/, under conditions
b/b/ <0, and a,n°, n¥ it must beb? >0andd, <0. The equilibrium levels of the
transfers between the young and the old are the following:

1 —

bl =% 20)

-5
b} = p (21)

an
b!, =0 (22)
Given the budget con§tura1nt n°b; = ~ l,bu taking into account the equilib-
rium conditions <- 11 - :o, it is
g%: 1-an?b! _(1 omyby)

an?

Solving with respect to b ty and bf we obtaln the optimal values. Furthermore,
since at time ¢t + 1 only the young generation exists, there does not exist any
intergenerational transfer, by definition. Note that when densities of both
groups are the same, transfers are equal to zero; that is if s° = s¥, then b° = b¥ = 0.

Proposition 5. A transfer in the I-th group decreases with an
increase in the amount of resources distorted by govern-
ment and with an increase in the density of the other
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group, whilstitincreases with an increase inthe density
of hisown group.

Proof: Calculating total differentials, we obtain ibf <0, ;if >0, ;bfl, <0. Proposi-
tion 5 supports the single-mindedness theory: the higher the homogeneity
among a group, the higher the power of influence of that group on the Govern-
ment and the higher the transfer that the group gets.

Proposition 6. The optimal Lagrange multiplier assumes the
following value:

A =+s’s? (23)

Proof: A=——"0— =55 =% substituting the optimal intergenera-
tional transfers value we obtain: A*. The Lagrange multiplier represents the
increase in the probability of winning for a candidate, if he/she had an addi-

tional dollar available to spend on redistribution.

3. Conclusions

I introduced a political economy model which analysis the optimal taxa-
tion problem when candidates are supposed to be voter seekers which aim to
maximize the probability to win elections in a society characterized by differ-
ent social groups. I derived the optimal taxation structure in a framework
characterized by overlapping generations; I demonstrated that the optimal
taxation on labor depends on the numerosity, density and single mindedness
of groups. Furthermore the old receive a net transfer from the young. I sug-
gested also a counter-intuitive result: the marginal tax rate levied on the old
is higher than that levied on the young, which is equal to zero. Although this
result is surprising, I demonstrated that it is perfectly rational in a political
economy model based on the single mindedness theory: the old group force
candidates to elevate their marginal tax rates because they recognize that
this is a system which enables them to solve a free-riding problem between
members of the group, who are forced to leave the labor market and to start
the lobbying activity once they retire. Finally, I demonstrated that this sur-
prising result actually holds also in reality; the U.S. situation shows that the
retirement age has increasingly reduced over the last decades; furthermore,
the implicit marginal tax rate on labor was evaluated to be very high espe-
cially for the old and low-wage workers. Nevertheless, studies on the applica-
tion of the single mindedness theory to the labor market are at the very begin-
ning and they open new interesting fields of research. This model is far from
being able to explain the relationship between social groups’ behavior and
labor market characteristics. For instance, it would be interesting to analyze
more in detail the role of institutions, such as labor unions or associations of
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retirees in the political outcome; another field of research could study the
conflicts among unions and employers endogenizing the bargaining power of
the two social groups according to the single mindedness theory’s assump-
tions. Finally, this model does not take into account any issue which refers to
savings; it would be useful to analyze the effect of savings in different pen-
sions schemes, such as the PAYG or the Fully-Funded systems. I hope that
these issues could be analyzed in future works.

4. Appendix 1

In this Appendix I provide a complete resolution to the candidates’ prob-
lem. The two candidates face exactly the same optimization problem; they
maximize their share of votes or, equivalently, the probability of winning.
The resolution is made for candidate A, but it also holds for candidate B.

maxz* =;+1_{;£131[W@A)—W@3)]
st.T, =r(S0)=T,
T,=r(S!)=T/
T, =r(S!,) =T,

t+1

T, =n°b] +n"'b/ +q

07,0
n°b;

n'b!|=0
T, =bb! <0

where: s! = sT (I(ry, w)).
I substitute Ty, Ty and Ts into the IUF of individuals and I write the
Lagrangian function:

L=;+I={z?isi[Vi((jA) -Vi@")]+AT,)

I obtain the following first order conditions:

0 o Yy
L e 8 L (o —V°B)+n°s°(aVO )+nysy(avo ):0 8
ary, oL Ty, ) ary, ) ary,
oL _ yﬁii(vw —V¥)+ns? 9 =0 2
) o
L
0 —=ns" =M(n" —n’n'ab!) 3)
ab:
aabLo =n's’ =i(n’ —n'n’ab!) (€))
t
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According to the result stated in Corollary 1, FOC’s can be re-written in
the following manner:

o Y
al:': En"s"(avo]+nysy(avo)=0 1
T, T, aT,,
o), o,
al; =n’s° =/1(n° —n"nyabty) 3)
ob
oL
—— =nYsY = Un? —n'nab? 4
7 ( a t) (€]
A=0
and after some easy calculations, I obtain:
L =n°s°(—1+ U +[1_ v’ ]L n's'e” o
o 0 o 2
0T k (1 _TLt) (1 _TLt) (1 _th J (1 _th
Yy VY y
aaly, E’I’Lysy(—l'i‘ 11/) - ”wy 2+[1— 11/1 " ]LO )
T ( _TLt) (1—1’” ( T
oL
= 0.0 =i o __ 0p, Y by 3
27 n°s (n nnat) 3)
oL
—=nls? =Mn?! —n'n’ab’ (€]
A=0
IL En"s"(— T \+ n's'y” =0 )
o}, | (-e)) (-,
oL Enysy(—itztwy \=0 )
Ty, L (1-7! 2J
Lt Lt
oL
=s’=M1-n"ab’ 3
oL
—=s'=M1-n"ab’ 4)
abty ( t)
A=0
From FOC (1) we obtain ”ly_sffo = "(:’”)’ﬁ and finally we get an expression
for the optimal marginal tax rate for the old r¢, =%, with m = Zyzy'i
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From FOC (2) it is easy to verify that the optimal marginal tax rate for the
young is equal to zero.

5. Appendix 2

In this Appendix I show that the single mindedness theory assures the ex-
istence of a positive transfer from the young workers to the old workers even
inthe absence of a positive externality in the utility of the young generated by
the leisure of the old (i.e. when ¢¥ = 0). I write again the first order conditions
to the maximization problem of candidates which are not changed:

aI: = 0 98" L —VE)+ns VO =0 1)
oy, oL ar° L iy,
Y Yy
aI; Enyai—aly' (V™ —V*®)+n's? aVy =0 2
aTLt aL aTLt Lt
aabLo =n’s® =A(n° —n’n’ab?) 3)
t
aabL" =n's’ =i(n’ —n'nab?) (€))
t

A=0
According to the result stated in Corollary 1, FOC’s can be re-written in
the following manner:

0
I sV g &)
aT,, aT,,
Y
oL =nls? i =0 2)
), ar;,
aLO =n’s" =4(n° —n°n'ab!) 3
ab;
al; =n's' =M(n’ —n'nab?) @)
ab;
A=z=0
and after some easy calculations, I obtain:
oL ns( v LY ( B, ]Lo 8
aTLt L (1 _rLt) (1 _TLt) (1 _TLt) J

oL ( p’ Ltw ( p’ ]1
=n's? -1+ — =0 (2)
aTI:Lft k (1 _TLL) (1 _TLt) (1 _TZ )
L _ ogo =Un° -n'n'ab!) 3)
aby
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R Y @
A=0
oL _ oso(_ito 1)
ar;, L (1—1,‘;)2J
oL _ [ | @
T T
oL — o _ _ y
b =g —/1(1 nyabt) 3)
0L _ o,
0 =5 =2(1-n’ab?) @)
A=0

It is easy to verify, from FOC’s (1) and (2) that both the marginal tax rates
are equal to zero. Thus, neither the old nor the young workers invest in
pre-funded pension schemes. Nevertheless, even in the absence of distorsive
taxation, the leisure of the old is still higher than the leisure of the young, due
to the difference in the parametery; again, the older result to be more single
minded than the young, and from FOC's (3) and (4) we can easily verify that
the intergenerational transfers are exactly the same as before. Indeed, the
old receive a positive transfer which is financed by the old. Unlike the previ-
ous case, the young do not get any benefit from the leisure of the old. They are
worse off while the old are better off. A Pareto improvement is impossible to
achieve, since if the Government desires to win elections it cannot reduce the
amount of resources from the young to the old; otherwise it would lose swing
voters in the group of the old and eventually it would lose the political com-
petition.
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A bstract The central purpose of this paper is to introduce a new political economy ap-
proach which explains the characteristics of Social Security Systems. This ap-
proach is based on the Single Mindedness Theory, which assumes that the
more single minded groups are able to exert a greater power of influence on
Governments and eventually obtain what they ask. Governments are seen as
voting-maximizer policy-makers, whose unique goal is winning elections.
Using an OLG model and a probabilistic voting approach, I analyze a society
divided into two groups, the old and the young, which only differ as for their
preferences for leisure. I show that, to win elections, the Government sets the
marginal tax rates taking into account the numerosity and the density of
groups; eventually, the old receive a positive transfer, whose burden is en-
tirely carried by the young. Furthermore, the more single minded group (the
old) is taxed with higher tax rates; this result can be explained by the necessity
that the group of the old have to find a way out to solve a free-riding problem
among its members. Indeed, higher tax rates induce the old to retire earlier, so
that retirees may have more time to participate in political activities and sup-
port the old group’s goals.
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