
Knell, Markus

Working Paper

On the Design of Sustainable and Fair PAYG
Pension Systems When Cohort Sizes Change

Working Paper, No. 95

Provided in Cooperation with:
Oesterreichische Nationalbank (OeNB), Vienna

Suggested Citation: Knell, Markus (2005) : On the Design of Sustainable and Fair PAYG
Pension Systems When Cohort Sizes Change, Working Paper, No. 95, Oesterreichische
Nationalbank (OeNB), Vienna

This Version is available at:
https://hdl.handle.net/10419/264687

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor dürfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dürfen die Dokumente nicht für öffentliche oder kommerzielle
Zwecke vervielfältigen, öffentlich ausstellen, öffentlich zugänglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfügung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewährten Nutzungsrechte.

Terms of use:

Documents in EconStor may be saved and copied for your
personal and scholarly purposes.

You are not to copy documents for public or commercial
purposes, to exhibit the documents publicly, to make them
publicly available on the internet, or to distribute or otherwise
use the documents in public.

If the documents have been made available under an Open
Content Licence (especially Creative Commons Licences), you
may exercise further usage rights as specified in the indicated
licence.

https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/264687
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/


≈√

O e s t e r r e i c h i s c h e  Nat i ona l b a n k

W o r k i n g  P a p e r  9 5

On the Design of Sustainable and Fair PAYG

Pension Systems When Cohort Sizes Change.

Markus Knell



    

 

 
Editorial Board of the Working Papers 
 
 
Eduard Hochreiter, Coordinating Editor  
Ernest Gnan, 
Guenther Thonabauer 
Peter Mooslechner 
Doris Ritzberger-Gruenwald 
 
 
 
 
 

 
 
 
 
 

 
Statement of Purpose 
 
The Working Paper series of the Oesterreichische Nationalbank is designed to disseminate 
and to provide a platform for discussion of either work of the staff of the OeNB economists or 
outside contributors on topics which are of special interest to the OeNB. To ensure the high 
quality of their content, the contributions are subjected to an international refereeing process. 
The opinions are strictly those of the authors and do in no way commit the OeNB. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Imprint: Responsibility according to Austrian media law: Guenther Thonabauer, Secretariat of 
the Board of Executive Directors, Oesterreichische Nationalbank 
Published and printed by Oesterreichische Nationalbank, Wien. 
The Working Papers are also available on our website:  
http://www.oenb.at 



    

 

 
 
 

Editorial 
 
 
 
 
 
In this paper, the author deals with the question how to make PAYG pension 

systems financially resistant to fluctuating fertility rates. The author presents 

two pension schemes that lead to a permanently balanced budget but differ in 

the mixture of changes in the contribution rates and replacement rates they 

require in order to achieve this result. After analyzing the variations in the 

central parameters (both over time and across generations) for each of the 

schemes he discusses which consequences they have with regard to 

intergenerational burden sharing and fairness. In particular, the author is 

interested in how a generation is affected by changes in the size of proceeding 

and succeeding cohorts. He introduces a “proportionality measure”(defined as 

the ratio of relative inputs to relative outputs) that can be used as an indicator to 

study this impact. The author shows that the schemes have quite different 

implications concerning how past and future cohorts influence the 

proportionality measure. Finally he discusses how suitable the formulas are to be 

implemented in either traditional PAYG or in “notional defined contribution” 

(NDC) systems. 

 

 

 

 

 

 
 
 
February 7, 2005  



    

 

 



On the Design of Sustainable and Fair PAYG
Pension Systems When Cohort Sizes Change.

Markus Knell∗

Oesterreichische Nationalbank
Economic Studies Division

February 2005

Abstract

In this paper we deal with the question how to make PAYG pension systems fi-
nancially resistant to fluctuating fertility rates. We present two pension schemes
that lead to a permanently balanced budget but differ in the mixture of changes in
the contribution rates and replacement rates they require in order to achieve this
result. After analyzing the variations in the central parameters (both over time and
across generations) for each of the schemes we discuss which consequences they have
with regard to intergenerational burden sharing and fairness. In particular we are
interested in how a generation is affected by changes in the size of proceeding and
succeeding cohorts. We introduce a “proportionality measure”(defined as the ratio
of relative inputs to relative outputs) that can be used as an indicator to study this
impact. We show that the schemes have quite different implications concerning how
past and future cohorts influence the proportionality measure. Finally we discuss
how suitable the formulas are to be implemented in either traditional PAYG or in
“notional defined contribution” (NDC) systems.
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1 Introduction

Pay-as-you-go (PAYG) pension systems have recently come under severe pressure from
demographic developments that hamper fiscal consolidation and might jeopardize long-
run fiscal sustainability. The demographic challenge has various components. First, most
industrialized countries had to observe a constant decline in fertility rates where the baby
boom of the 60’s was followed by a decrease in birth rates in the 70’s. Second, medical
progress and changes in general lifestyle have lead to a steady increase in longevity where
it is now predicted that life expectancy will increase by one year every 6 to 8 years. Re-
inforcing this development, the retirement age has decreased in many countries (mostly
as a consequence of generous early retirement programs) such that the true span that the
average person spends in pension has grown even more strongly. Finally, macroeconomic
developments and changes in labor market participation are a permanent source of fluctu-
ations in the employment level and thus also in the contribution base of pension systems.
It is forecasted that the combined impact of these changes will lead to a considerable
increase in the old-age dependency ratio (for Austria, e.g., from 22.9% in 2000 to 40.7 in
2030). All of these fluctuations have caused doubts about the sustainability of current
PAYG pension systems and have given rise to various efforts to reform these systems, ei-
ther via more piecewise, “parametric” reforms or via the introduction of “notional defined
contribution” (NDC) systems like in Sweden (cf., Disney 1999, Palmer 2000, Lindbeck
and Persson 2003).
In this paper we deal with the first component of these demographic changes, the

decline in fertility rates that is often said to be the main force behind the increase in
old-age dependency ratios and the expected financial problems of the PAYG pension
system. In Figure 1 we illustrate the size of birth cohorts for Austria from 1955 to 2000.
One can clearly see the baby boom and baby bust cycle from the 60’s to the 70’s, the
general downward trend and the non-negligible fluctuations on a year-to-year basis. We
will present a stylized model of a PAYG system that allows us to study how the system
could be made resistant to such changes in fertility rates. In particular we will present
two pension schemes that have the property that they lead to a balanced budget of the
system in every period for any conceivable pattern of cohort sizes. Thus as a first result of
the paper we show that bold statements concerning the inadaptability of PAYG systems
with respect to demographic fluctuations are unjustified. In fact, there exist a variety
of modifications and demographic adjustment factors that are simple and transparent
enough to be de facto incorporated into existing PAYG systems.

Insert Figure 1 about here

For both schemes the annual changes in contribution rates and pension levels depend
on a comparison between the size of the average active cohort and the average retired
cohort (scheme A) or a comparison between the own size of a cohort and respective average
cohort sizes (scheme B). In both cases a weighting parameter determines whether the
adjustment to demographic fluctuations is primarily achieved by changing the contribution
rates or by changing the pension levels. Scheme A resembles in fact the “sustainability
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factor” that was recently introduced into the German pension system (cf. KNFSS 2003;
Börsch-Supan, Reil-Held & Wilke, 2003).
In later parts of the paper we have a closer look at these sustainable schemes and

we discuss the consequences of choosing different weights. In particular we deal with the
crucial issue which pension scheme and which weight seems to be most appropriate to
deal with fluctuations in fertility rates. In order to answer this question we compare them
with respect to three dimensions: fluctuations in the central parameters, implications for
intergenerational fairness and aspects of implementability.
First we analyze which variation in contribution rates and pension levels are associated

with various schemes, both over time and between generations. Not surprisingly we
find out that schemes that divide the adjustment to demographic changes rather evenly
between contributors and pensioners avoid excessive fluctuations in contribution rates and
pension levels. Such in-between weights are also most appropriate to achieve certain target
levels for the two crucial magnitudes, i.e. a maximum contribution rate and a minimum
pension level at the same time. In fact, such considerations seem to have been the main
motivation behind the weight that was chosen for the German system. “The point of
departure for the reform proposals was to achieve a politically pre-defined contribution
target. [...] The sustainability factor with a weighting α of 0.25 corresponds most closely
to the targeted contribution rates. [...] [and it] will achieve the contribution rate targets
of 20 percent in 2020 and 22 percent in 2030.” (Börsch-Supan, Reil-Held & Wilke, 2003,
20ff.).
It is, however, unclear whether these criteria are the most relevant and should be given

the highest priority when deciding on the weight of a pension scheme. Large changes in
contribution rates or pension levels could be justified and regarded as “fair” if they are
related to differences in economic or social behavior between generations. One might,
e.g., argue that cohorts with smaller numbers of descendents can be expected to shoulder
a larger part of the demographic burden, both because they are partly responsible for
the drop in the size of birth cohorts and because they are in a better (financial) situation
to make good for the shortfall through private provisions. We will thus also look at the
properties of different pensions schemes under the perspective of intergenerational fairness.
This issue is often neglected and sometimes even dismissed in current debates1 which are
basically centered around questions of sustainability. Although it is understandable that
the tense financial situation of today’s systems makes this point of view the number-
one political priority one should still try not to lose sight of what the proposed reform
measures imply for the intergenerational distribution of demographic burdens and whether
this distribution could be regarded as intergenerationally fair.
We present a simple “proportionality measure” that can be used as an indicator to

study issues of intergenerational fairness. The measure is defined as the sum of relative
inputs a cohort contributes to the system divided by the sum of relative outputs it receives
from it. We can study how the proportionality measure fluctuates under each of the
proposed pension schemes. Furthermore we analyze how strong the measure for one

1Cf. on this, e.g., Breyer 2000, Börsch-Supan, 2003, Sakai 2003.
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cohort reacts to changes in the size of some other cohort. We show, e.g., that schemes
that hold the contribution rate constant are more “forward looking” (the proportionality
measure reacts stronger to the size of successor than to the size of predecessor generations)
while frameworks with fixed pension levels have a more “backward looking” character.
Forward-looking schemes thus have the property that the proportionality measure is to
a larger degree influenced by the size of cohorts for which a generation is at least partly
responsible. One could therefore argue that schemes with rather fixed contribution rates
are more in line with principles of intergenerational fairness and responsibility. Even if
one dismisses these conclusions as too strong it is nevertheless important to be aware
that every chosen pension scheme has in fact some underlying structure of “cohort size
dependencies”.
Finally, the pension schemes differ with respect to their implementability. We ar-

gue that schemes with varying contribution rates are harder to reconcile with a NDC
system than schemes with fixed rates. We also discuss how collective pension schemes
(i.e., schemes that treat all members of a cohort alike) could be modified by introduc-
ing individual-based factors thereby bringing them more in line with principles of in-
tragenerational fairness.
The paper is organized as follows. In the next section we will present a simple balance

sheet example of a PAYG system that allows us to discuss the main concepts used in the
paper. The model is introduced in section 3 and the two financially sustainable pension
schemes are presented in section 4. Section 5 then compares these schemes with regard
to what they imply for fluctuations in the main parameters, to issues of intergenerational
fairness and to their implementablity. Section 6 concludes.

2 A Simple Example

Table 1 presents the balance sheet of a stylized PAYG pension system. Each generation
is of equal size (N = 100), lives for three periods each and receives pension benefits
for one period. The generations are denoted by the first period of their working life (so
generation t starts to work in period t) and the rows of Table 1 indicate for each generation
the contribution rates τ they face in each of the first three periods (in light shading) and
also the (relative) pension level q they are awarded in the last period of their life (in
darker shading).2 The latter is defined as the ratio of the pension pt to average current
income w̄t, i.e. qt =

pt
w̄t
.

Insert Table 1 about here

The income of the pension system in period t is given by the product of the average
contribution rate τ̄ t, the average wage rate w̄t and the total number of workers Lt. The
total outflows in period t are given by the product of the average pension level q̄t (in this
example this is equal to qt since we have only one generation of pensioners), the average

2We will introduce more precise notation in the next section.
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wage rate w̄t and the total number of pensioners Rt. A balanced budget thus requires
that τ̄ tLt = q̄tRt. The pension system in Table 1 is balanced in every period which can
be seen from the fact that the column sum is always zero. In period t, e.g., the system
takes in 60 wage units ([0.2× 100 + 0.1× 100 + 0.3× 100] ∗ w̄t)3 and pays out also 60
wage units ([0.6× 100] ∗ w̄t).
While the fiscal properties (the “sustainability”) of the PAYG system can be read

from the column sum of the balance sheet in Table 1, the engagement with question
of intergenerational distribution and fairness requires a look at the rows. In the last
columns of Table 1 we have calculated for each generation the sum of relative inputs (the
contribution rates) and relative outcomes (the pension levels) and in the last column we
report the ratio of these two magnitudes. Inspecting these figures shows that the picture
here is less balanced than it was for the period budgets in the last row of the table. The
sum of relative inputs and also their ratio is different across the cohorts and generations
t − 1 and t have ratios of 1.2 and 0.86, respectively, while all other generations have a
ratio of 1. Most people would argue that the pension system in Table 1 is unfair since
it does not treat generations equally, favoring generation t− 1 and penalizing generation
t. By the same token most people would prefer a pension system where the contribution
rate is 0.2 and the relative pension level is 0.6 in every period and for each generation.
This is in a nutshell the measure of intergenerational fairness (we will call it the “pro-

portionality measure” PMt) which we will frequently use in later parts of the paper to
study distributional consequences of various pension schemes and pension formulas. We
will discuss later the concepts underlying this proportionality measure and the circum-
stances under which it is useful to employ. There we will deal with cases where the
population size differs between cohorts (thus causing intergenerational heterogeneity).

3 The Model

3.1 Set-up

Generalizing the example of the last section we assume that each generation works for
G periods and receives a pension for H periods. G and H are assumed to be constant
across generations.4 The average member of a cohort earns real wages w1,t, w2,t+1, . . .,
wG,t+G−1 and pension payments p1,t+G, p2,t+G+1,. . ., pH,t+G+H−1. The first subindex in
these expression stands for the period g of the working career (or the period h of the
retirement phase) which a generation lives through while the second subindex refers to the
point in time when this payment is received. In each working period the representative
member of a cohort faces a contribution rate τ g,t. We denote a generation by its first
working period, which means that in period t generation t earns w1,t, generation t − 1

3We assume here, as in the rest of the paper, that all workers that are active in period t earn the same
wage, i.e. w̄t = wt.

4Without doubt increases in life expectany are an important source of demographic fluctuations that
are also responsible for the current financial pressure of PAYG pensions systems. The treatment of this
issue in the current paper would, however, go beyond its scope.
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earns w2,t etc. The size of generation t is denoted by Nt.5 The cohort growth rate nt+1 is
given by:

Nt+1 = Nt(1 + nt+1) (1)

The total number of workers Lt and the total number of retired persons Rt at time t is
thus given by:

Lt =
GX
g=1

Nt−g+1 (2)

Rt =
HX
h=1

Nt−G−h+1 (3)

and the average number of workers (pensioners) is denoted by: L̄t =
1
G
Lt (R̄t =

1
H
Rt).

The average wage w̄t and the average pension p̄t in period t can be written as:

w̄t =

PG
g=1Nt−g+1wg,t

Lt
(4)

p̄t =

PH
h=1Nt−G−h+1ph,t

Rt
(5)

In addition we define the (relative) pension level qh,t by:

qh,t =
ph,t
w̄t

(6)

The magnitude qh,t thus indicates which fraction of average income w̄t the representative
member of a generation receives in his or her h’th year of retirement.
Finally we define the average contribution rate τ̄ t and the average pension level q̄t by:

τ̄ t =

PG
g=1Nt−g+1τ g,t

Lt
(7)

q̄t =

PH
h=1Nt−G−h+1qh,t

Rt
(8)

This completes the basic structure of the model. In the rest of the paper we will abstract
from seniority wages, i.e. we will assume that:

wg,t = wt,∀g (9)

It thus follows that w̄t = wt and that q̄t =
p̄t
wt
. The growth rate of wages γt+1 is given by:

wt+1 = wt(1 + γt+1) (10)

5We do not distinguish between population and labor force in this paper and thus Nt stands inter-
changeably for both magnitudes.
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3.2 The Budget of the Pension System

Using assumption (9) and equations (2) to (8) the income INt, expenditures EXt and the
deficit Dt of the pension system in period t can be written as:

INt =
GX
g=1

Nt−g+1τ g,twg,t = wtτ̄ tLt (11)

EXt =
HX
h=1

Nt−G−h+1ph,t = p̄tRt = wtq̄tRt (12)

Dt = EXt − INt (13)

The balanced budget condition (BBC) is given by Dt = 0 which implies the following
relation:

τ̄ tLt = q̄tRt (14)

3.3 Steady State Values

In this subsection we will look at the “demographic steady state” of this model economy,
that is a state where the working population is constant: Nt = N , ∀t. From (2), (3) and
(14) it follows that the BBC reduces to: τ̄ tG = q̄tH. The “reference values” (or “steady
state values”) bτ and bq are given by values for the contribution rate and the pension level
that are constant over time (i.e., τ s,t = bτ and qs,t = bq, ∀t, s) and that fulfill the BBC (14).
We thus have the steady state relation:

bτG = bqH (15)

The values for bτ and bq can be freely chosen as long as (15) fulfilled.6 In the example of
section 2 we have assumed, e.g., that bτ = 0.2 and bq = 0.6. The preferences of a society
will determine which combination of bτ and bq is chosen. This might depend, inter alia,
on the life-cycle patterns of needs and necessities, on political and electoral processes and
on preferences concerning intertemporal substitution and risk-aversion. We will not delve
further into this issue here and we will simply assume that some values for bτ and bq are
chosen that fulfill condition (15).

3.4 The Proportionality Measure

In this section we want to take up the discussion of the beginning about the question of
intergenerational fairness and the availability and suitability of indicators that allow for
reasonable statements and comparisons in this area. To this end we suggest the use of

6In principle also G
H could be regarded as a political choice variable that can, e.g., be influenced by

legislation about (early) retirement age etc. As said before, however, we abstract from these issues in
this paper.
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a proportionality index that captures – as we will argue – fairness aspects of pension
systems and that is useful in judging how different schemes affect the distribution between
generation. In particular we propose a proportionality measure PMt that is defined as
the sum of (undiscounted) pension levels allocated to generation t divided by the sum of
contributions rates paid by this generation. Expressed in formal terms:

PMt =
eqteτ t , where (16)

eτ t = GX
g=1

τ g,t+g−1 (17)

eqt = HX
h=1

qh,t+G+h−1 (18)

We do not claim that the proportionality measure is the best and only indicator for
intergenerational fairness let alone for the quality and desirability of a pension scheme in
general. We do believe, however, that the measure offers an interesting perspective on this
highly controversial issue and that it is helpful in trying to figure out the distributional
properties of various actual or proposed pension systems.
The measure PMt is related to a number of existing theories and concepts. In order

to justify its use we want to discuss two of them more extensively in the following.

3.4.1 The Proportionality Measure and Equity Theory

There exists a close connection between the proportionality measure and the “equity
theory” that was developed by sociologists and social psychologists (Adams 1963, Walters
et al., 1973) and later extended to the economic context (Selten 1978, Güth 1994).7

According to the equity theory an allocation or distributional rule will be regarded as fair
if for two persons A and B the ratio of input to outcome is identical.8 The proportionality
measure can be seen as the natural extension of this concept to an intergenerational
context. A generation that has contributed a larger share of their wage income to the
pension system should also be rewarded a larger fraction of average income when they
are in pension.
Equity theory was criticized on various accounts, e.g. that one has to distinguish

between inputs and outcomes that are under the control of the agent, that contexts with
multiple inputs and outcomes might require more differentiated formulas and that exist-
ing differences in abilities might give rise to different preferred allocation rules serving

7A good survey of various fairness theories is Konow (2003). There it is also noted that equity theorists
typically trace the origins of their approach to Aristotle’s Nicomachean Ethics, where a theory of justice
based on proportionality was introduced.

8This is normally expressed in the “equity formula”: OA
IA
= OB

IB
. “Inputs [I] are usually thought of as

a participant’s contributions to an exchange and outcomes [O] as the consequences, potentially positive
or negative, that a participant has incurred in this connection.” ( Konow 2003, 1211).
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distributional objectives. These criticisms partly carry over to the intergenerational con-
text. There might exists, e.g., differences between generations or in generational behavior
that justify intergenerational differences in PMt. As we will argue later (cf. section 5)
this is especially relevant if cohorts differ with respect to the number of their descendants
which alters their respective abilities and which could also be interpreted as a situation
with multiple inputs (contributions and offsprings).
Furthermore, one has to be careful not to inappropriately “universalize” the propor-

tionality measure as a criterion to judge the relative performance and quality of different
pension schemes. Pension systems have other functions besides the creation of intergen-
erational fairness (or – as one might call it – “equitable intertemporal consumption
smoothing”). Intergenerational risk-sharing, e.g., is another important property and role
of pension systems (cf. Gordon & Varian 1988) and a deviation from strict proportionality
might be justified by a reference to this task. In fact, a pension system that is proportional
ex-ante will most likely lead to non-proportional outcomes ex-post once it also contains
insurance elements that lead to redistribution to negatively affected individuals (or gen-
erations). Since in this paper we work in an environment of certainty we can disregard
these issues and directly use the proportionality measure as an appropriate indicator of
intergenerational fairness.

3.4.2 The Proportionality Measure and “Money’s Worth Measures” of Pen-
sion Systems

There exist various “money’s worth statistics” to evaluate the properties of existing pen-
sion schemes and the effects of proposed pension reforms (cf. Geanakoplos, Mitchell &
Zeldes 1999, 84). Four widely used measures are the internal rate of return, the present
value ratio, the net present value and the implicit tax rate (on the latter cf. Fenge &
Werding 2003).
The proportionality measure is most closely related to the present value (or bene-

fit/tax) ratio PV Rt which is defined as the ratio of the present value of benefits to the
present value of contributions. In formal terms:

PV Rt =

PH
h=1 ph,t+G+h−1

³QG+h
j=2

1
(1+δt+j−1)

´
τ 1,twt +

PG
g=2 τ g,t+g−1wt+g−1

³Qg
j=2

1
(1+δt+j−1)

´ (19)

=
wt

PH
h=1 qh,t+G+h−1

³QG+h
j=2

(1+γt+j−1)
(1+δt+j−1)

´
wt

h
τ 1,t +

PG
g=2 τ g,t+g−1

³Qg
j=2

(1+γt+j−1)
(1+δt+j−1)

´i
where (for j > 0) δt+j is the discount rate between periods (t + j − 1) and (t + j) and
δt = 0.9

The discount rate is often assumed to be equal to the (expected) real interest rate,
i.e. δt+j = r for j > 0. Assuming a constant growth rate of wages γ equation (19) thus

9The second line in (19) uses (10).
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simplifies to: PV Rt =
PH

h=1 qh,t+G+h−1(
1+γ
1+r )

G+h−1PG
g=1 τg,t+g−1(

1+γ
1+r )

g−1 . For this case it is thus not in general true

that PMt = PV Rt (only if γ and δ coincide). It is, however, not clear whether the real
interest rate is in fact the appropriate discount rate to use in expression (19).
First we want to stress that we use the present value ratio to judge the intergenerational

fairness of a pension scheme. Thus we need some intergenerational discount rate. There is
a long debate about “discounting and intergenerational equity” and the most appropriate
values to use.10 In a different context Arrow (1995) argues for a social discount rate
between 3% and 4% and similar or even lower values are proposed by other authors.
These are figures that are considerably below the conventionally used measures for the
real interest rate of around 6% and they are much closer to the growth rates of real wages.
In addition, however, it is questionable whether interest rates should be used as social

discount factors in the context of intergenerational equity and fairness. Capital markets
are in a way alien to the PAYG system and they do not appear at all in the set-up
of our model. An individual will most likely use some interest rate as an opportunity
rate to value future income streams but from the perspective of a “neutral observer” (or
“intertemporal social planner”) who wants to judge the intergenerational distribution this
is less obvious. Finally we want to note that most of our main results (in particular how
different pension schemes lead to different importance of cohort sizes) are qualitatively
unaffected by the choice of the discount factor.
Summarizing the discussion of this section we believe that the proportionality measure

is a good concept to study the intergenerational fairness of pension schemes. This is in
particular true if one wants to assess the distributional consequences of various pension
schemes in some stylized model economy. If a pension scheme shows strange properties in
this artificial world one cannot expect that it will manage real-world demographic changes
in a reasonable manner.

4 Methods to Deal With Fluctuations in the Size of
Birth Cohorts

In this section we want to discuss how PAYG systems can be designed that remain bal-
anced even in the wake of fluctuations in the cohort growth rate nt. The challenge is to
design a pension scheme that has desirable properties under these circumstances.
The clause “desirable properties” in the last sentence is important. Otherwise one

could fill in the boxes of the PAYG balance sheet with any numbers (as long as τ < 1 and
q > 0) and this would constitute a pension scheme – most likely one with unbalanced
budgets in every period and strange distributional results. In a way the design of a pension
scheme can be compared to one of the most popular fields of “recreational mathematics”:
magic squares. For both purposes one has to fill in numbers into a matrix subject to
certain constraints. For the simplest case of magic squares this amounts to inserting the

10An interesting discussion of matters of discounting in the area of pension systems can be found in
Homburg (1990, chap. 4).
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positive integers 1, 2, . . . , n2 such that the sum of the n numbers in any horizontal, vertical,
or main diagonal line is always the same number.11 The design of a pension scheme is
similar only that the “magic square” is of infinite dimension and that one has more possible
and potentially conflicting constraints. A balanced budget constraint, e.g., means that
the column sum has to be equal to zero in every period. Other constraints could for
example be that the contribution rate should be constant for all generations at some time
t (i.e. τ g,t = τ t, ∀g) or for each generation across time (i.e. τ g,t+g−1 = τ 1,t, ∀g) or the
parallel constraint for the pension level (i.e. qh,t = qt, ∀h and qh,t+G+h−1 = q1,t+G, ∀h,
respectively). Still other constraints could refer to the proportionality measure requiring,
e.g., that PMt = 1, ∀t or that it is only a function of certain characteristics Xt of
generation t, i.e. PMt = f(Xt). In general one would like to have a small set of simple
and comprehensible formulas that determine the values for τ and q.
The actual choice between the different possibilities will depend on a variety of factors,

including the preferences of society and policymakers, the availability of certain data,
characteristics of the political system and other factors and concerns outside our model
(e.g., the general tax system). In order to make an educated choice between the different
possibilities it is, however, useful to know the effects and possible hidden properties of
these schemes. This is the topic of the present section, where we will discuss two classes
of pension schemes.12 Since the requirement of sustainability is one of the most crucial
demands in the current pension debate we will only consider pension systems that have
a balanced budget in every period (i.e. condition (14) is fulfilled).

4.1 Case A: Comparing the average size of active and retired
cohorts

First we want to look at a case where in each period all workers pay the same contribution
rates (i.e. τ g,t = τ t, ∀g) and all pensioners receive identical pension levels (qh,t = qt,
∀h). Both magnitudes are determined by a comparison of the average cohort size of the
working and the one of the retired population where a parameter α reflects the weight of
adjustment borne by the two groups.

τAg,t = τAt = bτ ·1 + (1− α)
R̄t − L̄t

L̄t

¸
(20)

qAh,t = qAt = q̂

·
1 + α

L̄t − R̄t

R̄t

¸
(21)

Using the definitions (2), (3) and (14) one can easily show that a pension system that is
characterized by formulas (20) and (21) leads to a balanced budget in every period (see
appendix). Since bτ , q̂, Lt and Rt are known in period t these expressions unambiguously

11There exist many extensions and refinements of magic squares. Information can be found on the
internet pages: http://mathworld.wolfram.com/MagicSquare.html or http://www.magic-squares.de.
12Alternative schemes can be found, e.g., in Lindbeck and Hassler 1997.
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define the contribution rate and pension level for each generation.13. Equations (20) and
(21) state how the adjustment to a drop in the average size of active cohorts L̄t relative
to the average size of retired cohorts R̄t is borne by workers and pensioners. If α = 0 the
pension level is held constant at q̂ for all time and for all cohorts and thus the full burden
of adjustment to demographic fluctuations is shouldered by the working population via
changes in the contribution rate. The reverse is true for α = 1 where the contribution rate
stays constant at τ̂ and solely the pension level is varied to achieve a balanced budget.
In general α determines how the “demographic burden” is shared between contributors
and pensioners. In fact, a scheme like this was introduced recently into the German
pension system. The “sustainability factor” closely mirrors equations (20) and (21) and
the relative adjustment weight was set equal to α = 0.25.14

Using (20) and (21) and the definitions in (16) to (18) we can derive the proportionality
measure for generation t:15

PMA
t =

PH
h=1

·
(1− α)G

H
+ α

PG
g=1Nt+G+h−gPH
j=1Nt+h−j

¸
PG

g=1

·
α+ (1− α)G

H

PH
h=1Nt−G+g−hPG
j=1Nt+g−j

¸ (22)

In Table 2 we illustrate the working of this pension scheme for a situation with G = 3,
H = 1, α = 0.5 and where there is a drop in cohort size from Ns = 100 for s < t to
Ns = 50 for s ≥ t.16 In the example 6 generations are affected by this drop and they
have a proportionality measure that is smaller than 1. The reduction is highest for the
generation that immediately proceeds the first smaller cohort (the “parent generation”)
and it decreases with the distance from this cohort (in both directions). In general the size
of cohort t affects the proportionality measure of the generations (t−G−H+1) to (t+G+
H − 1). Or equivalently, as can be seen directly from equation (22), the proportionality
measure of generation t depends on the cohort sizes Nt−G−H+1 to Nt+G+H−1. We come
back to this issue later when we will compare the properties of the various pension schemes.

Insert Table 2 about here
13Note that the pension can be easily calculated since pAh,t = qAh,twt.
14Cf. KNFSS, 2003 and Börsch-Supan, Reil-Held & Wilke (2003, 15). In the actual formula the

adjustment factor is lagged by one period which is necessary due to problems of contemporeneous data
availability. This is only a minor difference to the case we consider here and we could easily change our
formulas to account for this lag. Also it depends on additional specificties of the German pension system
which are not present in our model.
15The expressions for the sum of relative inputs eτAt and the sum of relative outcomes eqAt are stated in

the appendix. For the calculation of PMA
t we make use of (15).

16This example is, however, only used for illustrative purposes and all our results are of course valid
for general patterns of Nt (as, e.g., the one for Austria from section 1).
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4.2 Case B: Comparing the size of the own cohort to the average
cohort size

Next we want to turn to a pension scheme that has the property that neither the contri-
bution rate nor the pension level is necessarily identical for all cohorts at some point in
time. It is characterized by the following two expressions:

τBg,t = bτ ·1 + (1− β)
R̄t −Nt−g+1

Nt−g+1

¸
(23)

qBh,t = q̂

·
1 + β

L̄t −Nt−G−h+1
Nt−G−h+1

¸
(24)

Equations (23) and (24) say in fact that the contribution rate paid by a working cohort
g in a certain period does not depend on the relation of the average size of the pension
cohorts (R̄t) to the average size of the working cohorts (L̄t) as in case A but rather on
the size of R̄t compared to the size of the own (working) cohort Nt−g+1. Similarly the
pension level of cohort h depends on how the size of the own (retired) cohort Nt−G−h+1
deviates from the size of the average working cohort L̄t. Thus this scheme implies that
each cohort is directly and fully affected by its own size. This differs from case A, where
the use of average cohort sizes L̄t and R̄t leads to some intergenerational smoothing and
where therefore all active cohorts and all retired cohorts “mutually insure” themselves
against fluctuations in cohort size.
Assuming that the pension system is defined by the formulas (23) and (24) again leads

to a budget that is balanced in every period (see appendix). The proportionality measure
comes out as:

PMB
t =

PH
h=1

·
(1− β)G

H
+ β 1

H

PG
g=1Nt+G+h−g

Nt

¸
PG

g=1

h
β + (1− β) 1

H

PH
h=1Nt−G+g−h

Nt

i (25)

Table 3 illustrates this pension scheme for the same stylized demographic structure as
was used for Table 2. In this example again 6 generations are affected by the one-time
drop in population growth. The reduction is now highest for generation t, the first smaller
generation and the reduction decreases for generations both preceding and succeeding this
generation. As in case A the proportionality measure for a certain generation t depends
on cohort sizes ranging from Nt−G−H+1 to Nt+G+H−1. We will discuss these patterns more
extensively below.

Insert Table 3 about here

5 Comparison of Different Pension Schemes

The pension schemes that were presented in the last section differ along various dimen-
sions. In this section we want to discuss these differences and deal with the relative merits
of schemes A and B (for different values of α and β).
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First we want to emphasize again that the one dimension along which the schemes
are identical is fiscal sustainability. For both A and B it is true that the balanced budget
condition (14) is fulfilled in every period. In addition to this, however, there are differences
between the schemes that are related to fluctuations of the contribution rate and the
pension level, to the characteristics of the proportionality measure and to aspects of
practical implementation. We will deal with them in turn.

5.1 Fluctuations of τ , q and of PM

For a policy maker but also for the insured population it is important to know what
implications a certain pension scheme has on the development of the contribution rates
and the pension level over time. There are three types of fluctuations that are relevant:
(i) Fluctuations of the average values τ̄ t and q̄t over time; (ii) Fluctuations in a certain
time period t between different generations (i.e. differences in τ g,t and qh,t for g = 1, . . . , G
and h = 1, . . . , H, respectively); (iii) Fluctuations of the rates over the lifetime of one
specific generation (i.e. of τ g,t+g−1 and qh,t+G+h−1 for g = 1, . . . , G and h = 1, . . . , H,
respectively). These types of fluctuations are of course related but together they provide
one characterization of the different pension schemes. Related to this aspect one could
also judge the quality of a specific pension scheme by investigating whether or under what
conditions it exceeds certain “target values” (e.g., a minimum pension level or a maximum
contribution rate).
We want to study these properties for simulated sequences of birth cohorts that are

based on two demographic scenarios. In the first scenario (D1) we assume that the size
of cohorts fluctuates around a constant mean of 100 and that the standard deviation is
10.17 Thus under D1 we have: Nt = 100 + εt, where εt ∼ N(0, 100). This is of course
a rather “conservative” (or “optimistic”) scenario since in most countries the cohort size
has shrunken over the last decades. The second demographic scenario (D2) is therefore
modelled in a way that reflects the Austrian development (cf. Figure 1). In particular we
estimate an AR(1) process for the Austrian cohort growth rate from 1955 to 2000. The
estimated equation is then used as the data-generating process for the simulated series
of cohort sizes. We get: nt = −0.00237 + 0.6 ∗ nt−1 + ut, where ut ∼ N(0, 0.000686).
This scenario is also extreme since the negative expected value of the growth rate means
that the cohort size will approach zero over time. Nevertheless it mirrors the real-world
development over the last decades and it can be regarded as a second interesting reference
case besides D1. The data presented below are based on 10000 observations from these
simulated series.

Insert Table 4 about here

In Table 4 we report important descriptive statistics for the average contributions rate
τ̄ t and the average pension level q̄t for the two demographic scenarios. Using this table
and formulas (20), (21), (23) and (24) we can make the following observation.

17This corresponds to the standard deviation of the de-trended Austrian time series for cohort sizes
from 1955 to 2000 (Mean=102236, SD=9728.7).
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Observation 1 Fluctuations of τ̄ t and q̄t.
(i) For α = 1 and β = 1 there is no variation in the average contribution rate τ̄ over
time. The standard deviation of τ̄ increases as α and β get smaller.
(ii) For α = 0 and β = 0 there is no variation in the average pension level q̄ over time.
The standard deviation of q̄ increases as α and β get larger.
(iii) At one point in time all cohorts pay the same contribution rate and receive the same
pension level in pension scheme A but not in B (except for β = 1)
(iv) The amount of variation is similar in A and B under both demographic scenarios.
(v) The variation of tax rates and pension levels can get large. Under scenario D2 con-
tribution rates can range from 6% to 53.6% (for A and α = 0) and 7.4% to 61.2% (for B
and β = 0) and pension levels from 0.224 to 1.992 (for A and α = 1) and 0.231 to 2.025
(for B and β = 1).
(vi) If one wants to guarantee a maximum contribution rate of around 40% one must have
that α ≥ 0.5, β ≥ 0.5. For a guaranteed minimum pension level of, e.g., q ≥ 0.4 (in order
to prevent poverty) one must have that α ≤ 0.5, β ≤ 0.5.

It is obvious that the variation in τ̄ t is largest for α = 0 and β = 0 where the whole
burden of adjustment is imposed on changes in the contribution rate. The opposite is
true for α = 1 and β = 1 where the adjustment is solely done by variations in q. Note that
for pension scheme B the variation in the average magnitudes is not equal to the total
variation, since here the rates and levels mighty also vary across cohorts at some point in
time. The range of possible values for τ̄ t and q̄t is certainly extreme under scenario D2,
while on the other hand the variation under D1 is quite likely to be too conservative.
If the quality of a pension system is primarily judged with respect to the variations it

implies for the key parameters then observation 1 suggests a number of conclusions. The
first is related to the question whether it is desirable to have different values for τ and q for
different cohorts in some period. One could argue, e.g., that an age-based differentiation
of contribution rates is politically and psychologically problematic since these rates are
quite visible figures and people might have difficulties in understanding such a pattern.
Furthermore, an age-based differentiation of contribution rates could have unwanted and
unforeseeable consequences for hiring and firing behavior and one might prefer a pension
scheme that does not have this property. Turning to the pension level one has to note that
most real-world pension systems are in fact characterized by cross-generational differences
in q at a certain point in time. Two persons X and Y that have identical working careers
but are members of different generations mostly get different pension levels in the same
calendar year. This is due to the definition of various adjustment and revaluation factors.
The German point system is an exception in this respect since it leads to equal pensions
for persons with the same number of points independent of the identity of their birth
cohort. In general, people seem to be rather willing to accept changes in q than in
τ (which could of course also be a consequence of the often quite intransparent pension
calculations). Summing up we can conclude that the avoidance of age-based differentiation
of contribution rates suggests the introduction of a pension scheme of type A or of system
B with β = 1.
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In addition to this there is, however, the crucial aspect of the variations in τ and q. As
is shown in Table 4 and stated in parts (i) and (ii) of observation 1 the standard deviations
of the average contribution rate and the average pension level are inversely related. It
increases in α and β for q̄ and decreases for τ̄ . If one wants to prevent excessively strong
fluctuations in any of the two variables then one should choose an in-between value around
1/2. Such a value is also likely to guarantee that the contribution rate stays below some
maximum and the pension level above some minimum (poverty) level (cf. part (vi) of
observation 1).
In fact such considerations seem to have been the dominating concern in Germany

when the weight in the sustainability factor was set equal to α = 0.25. In the Riester
reform legislation from 2001 it was written down that the contribution rate should not
rise above 20% by the year 2020 and above 22% by the year 2030. Furthermore it was
stipulated that the government has to intervene if the pension level will fall below 67% of
net earning. The sustainability factor and the precise weight were proposed with regard
to these exogenous targets. “The weighting factor α implicitly sets the target contribution
rate to be achieved. By setting α to 1/4, the Riester targets will be met.” (Börsch-Supan,
Reil-Held & Wilke, 2003, 16).
Despite the political and public emphasis on the variations in τ and q this is certainly

not the only (and quite likely not even the most important) criterion one should take into
consideration when choosing between different pension schemes. As a first extension of
focus one can look at fluctuations in the proportionality measure itself. Accepting its role
as an indicator of intergenerational fairness one could be inclined to prefer schemes that
are characterized by small fluctuations in PMt. We can look again at the properties of
this measures for the two demographic scenarios D1 and D2 as shown in Table 5.

Insert Table 5 about here

Observation 2 Fluctuations of PMt.
(i) The standard deviation of the proportionality measure PMt is lower for in-between
values of α and β. For case A it is lowest for values around α = 0.25 and for B for values
around β = 0.5.
(ii) The variations of PM can be large. Even for the in-between values they range –
under scenario D2 – from 0.477 to 1.961 (for A and α = 0.25) and 0.43 to 2.196 (for B
and β = 0.5).

For the first demographic scenario the fluctuations in PM are again considerably lower
(0.97 to 1.036 for α = 0.25 and 0.97 to 1.033 for β = 0.5), although this is – as ar-
gued above – most likely an unreasonably stable scenario. Note that for the second
demographic scenario with an expected downward trend in the size of birth cohorts also
the mean (or expected value) of the proportionality measure is smaller than one.18 The
standard deviation of the proportionality measure is larger for α = 1 and β = 1 than for

18In the simulation-based results of Table 5 it lies around 0.85. If we assume the same data-generating
process (i.e the same downward trend) but without uncertainty then we get a value of 0.839.

16



α = 0 and β = 0, since in this case only q is varying and there are fewer retired than
active cohorts.
So considered from this angle one could again come to the conclusion that a value of

α or β around 0.5 or maybe even below might be preferable. This could even be regarded
as a justification for the German choice of α = 0.25.
It is, however, not clear whether one should prefer the pension scheme with the smallest

fluctuations of PMt.19 The principle should rather be that differences in PM between
generations – should they occur – have a pattern that can be explained and defended
by differences in their social and economic behavior. The crucial issue in our context is
how differences in the cohort sizes and in reproductive behavior should be related to the
proportionality measure and which of the pension schemes is closest to a framework that
accords to generally accepted notions of intergenerational equity and fairness.

5.2 Properties of the Proportionality Measures

The question that was so far neglected in our discussion and that is also mostly neglected
in the public debate is whether larger fluctuations in the proportionality measure (i.e.
in the mix of contributions and benefits that different generations pay into and receive
from a pension system) might perhaps be justifiable by reference to their reproductive
or “birth-promoting” behavior. On an individual basis there exists in fact an ongoing
debate where some economists argue that a PAYG pension system that does not include
the number of children in the benefit formulas must be regarded as misconstructed. “In
order to be able to consume in old age and enjoy a decent retirement life, a working
generation has to save or to raise children who will later be able to pay them a pension.
Or, to put it more bluntly, the working generation has to invest in real or in human
capital. If it does not invest in either real or in human capital it will have to starve
because nothing breeds nothing.” (Sinn 2000, 24). On an individual level this would then
amount to link the contributions and benefits to a person’s number of children. “Instead
of placing collective responsibility on a whole generation, the necessary pension cuts and
the compensating new savings plan should be concentrated on the childless. Whoever has
not raised children can be expected to take a pension cut of one half.” (Sinn 2003, 1).
This proposal is regarded as justified from the viewpoints of both the causation and the
ability principle. The childless have caused the decline in cohort sizes and should bear
the consequences while at the same time being in a position to be able to afford this since
they do not face the costs of child rearing.
This view is, however, challenged on various grounds. Besides ideological reservations

that are related to disreputable historical precursors of such proposals20 it is often argued
that it is hard to tell which persons are exactly to be held responsible for the size of a
succeeding cohort. In modern societies it is not true that the natural parents are the

19In a different context Kifmann & Schindler (2000) argue for smoothed implicit tax rates. They note
that it needs generation-specific contribution and replacement rates in order to achieve this which is
similar in our framework for the proportionality measure.
20Cf. Barbier (2003).
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only – or sometimes not even the main – sponsors of their offsprings. The welfare and
tax systems know many channels by which the society as a whole shoulders part of the
costs for the upbringing and the education of younger generations.21 More generally the
reproductive behavior is heavily influenced by the legal system and by common rules and
norms. This system of incentives and disincentives is, however, shaped by the society
at large (via electoral and political behavior and via general social activities) such that
every individual and every generations bears at least some responsibility for the size of
the succeeding generations.
Under a collective, cohort-based perspective22 the question then becomes on which

cohort sizes the proportionality measure of generation t should depend such that the
underlying pension scheme can be regarded as a reasonable and equitable system. First
one could argue that it should primarily reflect the size of the cohorts of generation t’s
prospective children, i.e. approximately of generations t+ 20 to t+ 40. In Austria 93.5%
of all women and 87.5% of all men become parents when they are between 20 and 40. The
negative financial consequences of a declining cohort size should be borne by the parent
generation while – vice versa – the latter should also accredit gains from a possible
increase. Alternatively and in addition one could, however, also take up the argument from
above that each (politically and intellectually) mature cohort has an influence on the size
of succeeding cohorts, either directly (through their reproductive behavior) or indirectly
(through their voting behavior and their impact on the general social conditions). Thus
it would be defendable that the proportionality measure depends on the cohort size of
generations that are at least 20 years younger (or – strictly speaking – younger by 18
years, the voting age).
On the other hand it is more difficult to find convincing arguments why generation

t should be held responsible for the size of their parents’ and grandparents’ generations.
Time’s arrow only points forwards and a cohort shouldn’t be charged (or rewarded) for
decisions that were taken before they were born. Certainly one could argue that such
backward-looking dependency is part of intergenerational risk-sharing or that it is the
compensation for other accomplishments or gifts that are valuable for today’s population
while they have shaped their parents’ reproductive behavior. Admittedly these are dif-
ficult questions that cannot be addressed in a satisfying way in this paper. This would
require at least a specification of the utility and cost of child-rearing and of the general
tax and welfare system.23 Nevertheless, as an additional piece of information one might
want to know in as far a certain pension scheme implies a proportionality measure that
is influenced by the size of succeeding vs. preceding cohorts.
In order to assess the dependence of the proportionality measure of generation t on

the sizes of these particular groups of cohorts (t + 20 to t + 40; t + 20 and younger) we
have loglinearized the highly non-linear expressions for PMt given in (22) and (25). This

21For Germany, e.g., it was calculated that the public sector pays about 40% of all related costs
(Werding 1999).
22We will talk more about individual aspects in section 5.3.
23In our set-up we do not even specify what happens with the after-contribution wage wt(1 − τ) and

under which conditions the new cohorts entering the labor market were raised.

18



allows us to write the proportionality measure in the following form (see appendix):

lnPMt =
(G+H−1)P

s=−(G+H−1)
δs
Nt+s −Nt

Nt
=

(G+H−1)P
s=−(G+H−1)

δs ln

µ
Nt+s

Nt

¶
(26)

The δs depend on G, H, α and β where the precise expressions are given in the appendix.
They are in fact the elasticities of the proportionality measure with respect to the deviation
of cohort size Nt+s from the size of the own cohort Nt. A δ20 = 0.05 indicates, e.g., that
the PMt is 0.05% higher (ceteris paribus) if cohort Nt+20 is 1% larger than cohort Nt.
Figure 2 reports the pattern of these elasticities for pension scheme A and 5 different
values for α when G = 45 and H = 15. Figure 3 does the same for scheme B and 5
different values for β. Two characteristics of these figures immediately catch the eye.
First it is quite surprising how different the patterns look and second, it seems to be the
case that a pension scheme is more “forward-looking” (i.e. more based on the size of
succeeding cohorts) when α or β is larger.

Insert Figures 2 and 3 about here

In order to grasp the intuition behind the shape of the elasticities we want to focus first
on the case with α = 1. Since the contribution rate is fixed at bτ for all times, generation t
does not care about the total size of the labor force Lt and the total retirement population
Rt while they are working. This changes, however, once they retire in period t+ 45 (i.e.,
t + G) since then the relative sizes of L and R have an impact on their pension levels.
When they reach retirement age there are 14 older generations that are already in pension.
The more numerous these pensioner cohorts are the lower will be the relative pension and
the proportionality measure of generation t. If the size of the pensioners aged 79 (cohort
t− 14) is large then this is not so dramatic since they will only be around for one more
year and will thus only depress the pension level for one year of the total retirement span.
This is different, however, for the cohort that is only one year older (generation t − 1).
They will be alive almost the whole pension period of generation t and will accordingly
lower the pension level for 14 years. This is the reason why for case A the negative impact
is largest for cohort size Nt−1.
Possible negative effects can of course be counterbalanced if the work force is large

during generation t’s retirement period. This is, however, a double-edged sword. If cohort
t+ 1 is large, e.g., this is of not much help since generation t will gain nothing from this
large size until they are retired. Then, however, they have only 1 year to benefit from the
large size of cohort t+ 1 since a year later the latter will retire themselves from when on
they will depress the relative pensions of generation t for 14 additional years. As shown in
Figure 2 the net effect of a large cohortNt+1 is clearly negative. In fact this net effect stays
negative up to cohort t+12.24 Generation t will prefer a situation where the large cohorts
are the ones that contribute to the pension system for a long time while being at the

24For which cohort the balance between positive and negative effects of large succeeding cohorts turns
positive depends on the relative sizes of G and H.
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same time young enough such that they will only reach retirement age when generation t
is already dead and gone. Cohorts t+15 to t+44 will pay contributions for the entire time
when generation t is in pension and thus their impact on the proportionality measure is
largest and identical as shown by the straight segment in Figure 2. For generations that
are still younger (t + 45 to t + 59) this positive impact weakens since generation t will
die before it can reap the full benefits of eventual larger cohort sizes. For this case there
exist thus some incentives for generation t to leave enough offsprings since it will directly
benefit from any self-induced baby boom.
We now turn to the opposite case with α = 0 where the pension level is fixed at bq.

When generation t starts working there are 15 cohorts that are already in pension and
will never pay any contribution while t is part of the pension scheme. Since their pension
level is fixed the required contributions of generation t will increase with their size. This
negative impact is largest for the cohort that just reached retirement age when generation
t has started to work, i.e. for cohort t−45. All cohorts between t−44 and t−14 are partly
contributors and partly pensioners while generation t is working. As in case A there is
thus a trade-off involved. As shown in Figure 2 the net effect stays negative until cohort
t− 11, i.e. only for cohorts that are 31 or younger generation t will benefit from a large
size. The “kink” at t− 14 stems from the fact that this is the first cohort that generation
t does not have to support through their whole retirement period since sooner or later
t will itself reach pension age at which point the “burden” is left to the then working
population. The best thing that can happen to generation t is when generation t + 1 is
large since this will attenuate any possible upward pressure on the contribution rate for
almost all of the working life of t. Large cohorts that are younger than t + 1 are also
positive for t’s proportionality measure although they will shoulder the common burden
for a shorter period of time and thus the positive impact decreases with the youth of the
cohort. As soon as generation t retires it does not have to care anymore about cohort
sizes since its pension level is guaranteed. This explains why the elasticities for cohort
sizes t + 45 and above are zero. Note that in this case with α = 0 generation t has less
incentive to reproduce since the positive impact of cohort sizes t + 20 to t + 40 is much
smaller than in the case with α = 1. The intuition for the other cases follows a similar
logic.

Insert Table 6 about here

In Table 6 we try to summarize the “hidden cohort dependence structure” of the ten
pension schemes in a way that allows us to assess which one is more in line with alleged
patterns of responsibility and fairness. In the first two rows of Table 6 we report the total
sum of elasticities for the two prominent cohort groups mentioned above: the “children
generations” (20-40, i.e. t+20 to t+40) and the “influenced generations” (20+, i.e. t+20
and younger). We see that the sum of elasticities of the 20-40 and the 20+ generations
increases in α and β. In fact, for α = 1 and β = 1 they are identical. In this case the
numbers in the table indicate that if all cohorts that are between 20 and 40 years younger
are 10% larger than generation t then its proportionality measure is – ceteris paribus –
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4.67% higher. All else equal this means that the sum of their relative outcomes from the
pension system will be 4.67% higher than the sum of their relative inputs (cf. (16)).
In the last two rows of Table 6 we report how important the elasticities of these

special cohorts are for the total proportionality measure. Thereby we look at the sum of
the elasticities divided by the total sum of (the absolute value of) elasticities.25 Again
we see that in pension schemes with a rather fixed contribution rate (high α and β) the
proportionality measure is to a larger degree influenced by the cohorts for the size of which
generation t bears some responsibility. In case B and β = 1, e.g., the relative weight of
the children generation (20-40) is 46.7% and the one of the influenced generation (20+)
is 73.3%. If one wants to strengthen the link between the PM and the size of cohorts for
which a generation is in some way or another responsible then one must choose a high
value for α in scheme A or – which is even more recommendable – a high value for β
in scheme B.
At the same time, however, we see that none of the pension schemes is “perfect” in

the sense that its proportionality measure depends only on these special generations. For
example, all schemes except B with β = 1 imply a dependence of PM on preceding cohorts.
As discussed above it is, however, hard to find convincing arguments why one should be
held responsible for the size of cohorts that was determined before one was even born.
This is a consequence of the general structure of schemes A and B. Of course one could
think of additional schemes that lead to a balanced budget in every period and that avoid
such “unwanted cohort dependencies”. We have not been able, however, to find a balanced
budget pension scheme that has, e.g., the property that PMt = f(Nt+20, Nt+21,..., Nt+40).26

To sum up, in this section we have tried to analyze how different pension schemes
distribute the burden of demographic fluctuations between different cohorts and in which
respect they can be regarded as reasonable and equitable. Even if we could not give
a definite answer to the question which of the schemes is optimal with respect to in-
tergenerational fairness we could at least show in a systematic way which dependencies
between different cohorts are created by them and how they combine forward-looking
and backward-looking elements. We have argued that schemes with a rather fixed con-
tribution rate (high α and β) look more attractive from a perspective that focuses on
issues of intergenerational fairness and responsibility. Finally we want to emphasize the
obvious point that this “hidden cohort dependence structure” is present in pensions sys-
tems irrespective of whether one thinks about it or not. Every choice of a scheme and a
weight is at the same time also a decision for a certain pattern of elasticities and cohort
dependencies. The analysis of this section provides a framework that allows to take these
issues into consideration when making the choice between different demographic adjust-

25That is, the measures “Share: 20-40”, “Share: 20+” and “Share: 1+” are calculated as:
P40

s=20|δs|P59
s=−59|δs|

,P59
s=20|δs|P59
s=−59|δs|

,
P59

s=1|δs|P59
s=−59|δs|

.
26In an earlier version of this paper we have, e.g., presented two alternative schemes that have the

properties that PMt = f(nt+1) and PMt = 1, respectively. Although these schemes, especially the latter,
might look attractive at first sight, they have other undesirable properties that make them impractible
and unreasonable.
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ment mechanisms. Since the public and academic discussion still focuses mostly on issues
of fluctuations we think that such information can be quite useful.

5.3 Implementation

In this section we want to deal with two questions of implementation. First, how can
a scheme that is regarded as intergenerationally fair be designed such that it also obeys
principles of intragenerational fairness? Second, how can schemes A or B be implemented
in existing PAYG systems or in notional defined contribution (NDC) systems.
So far we have looked at the issue of fairness from an intergenerational perspective. In

the previous section we have analyzed how various pension schemes distribute the burden
of demographic fluctuations among different cohorts and we have argued that it is justi-
fiable to hold cohorts (at least partially) responsible for their own reproductive behavior.
This collective responsibility masks, however, the fact that not every member of a cohort
acts in the same way. While a considerable number of people has no descendants, some
have three or more children. If these differences in reproductive behavior are neglected
by a pension scheme and all members of a generation are treated alike then this could
also be regarded as an unfair set-up. These considerations bring us back to the above-
mentioned discussion whether individual pension benefits should be linked to a person’s
number of children.27 In the following we will show that one cannot create a sustainable
pension scheme by simply including the number of children into otherwise standard for-
mulas for pension benefits. Furthermore we will discuss a method to adapt the collective
equations (20), (21), (23) and (24) in a way that brings them more in line with notions
of intragenerational fairness.
First we have to introduce some notation. Each member i = 1, . . . , Nt of generation

t faces individual contribution rates τ ig,t+g−1 and individual pension levels q
i
h,t+G+h−1 and

has Ki
t children. It holds that:

τ g,t =
1

Nt−g+1

Nt−g+1X
i=1

τ ig,t (27)

qh,t =
1

Nt−G−h+1

Nt−G−h+1X
i=1

qih,t (28)

Depending on the fertility age of the cohort members the number of children defines the
size of the succeeding generations. For the sake of simplicity we will first assume that
there is a fixed fertility age F that is identical for all (male and female) members of a

27One could of course also ask, whether the contribution rates should be linked to the number of
children. This aspect, however, is less frequently mentioned in the literature. The reason is perhaps that
the number of children is uncertain for a good part of the working life while it is practically determined
for pensioners.
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generation. Then we have that:28

Nt+F =
1

2

NtX
i=1

Ki
t (29)

The proposals of a “child-pension” now recommend that the benefit formula includes the
number of children and that, e.g., childless people have to accept “a pension cut of one
half”. In the language of our model this amounts to an expression like:

qih,t = q̂

·
1 + µ

µ
Ki

t−G−h+1
2

− 1
¶¸

(30)

For µ = 1
2
we have in fact the result that a childless person (Ki

t−G−h+1 = 0) receives
q̂
2
, i.e.

half the regular pension level, while a “fully reproducing individual” (Ki
t−G−h+1 = 2) gets

the benchmark pension level q̂. Using (28) and (29) we can calculate the average pension
level:

qh,t = q̂

·
1 + µ

Nt−G−h+1+F −Nt−G−h+1
Nt−G−h+1

¸
(31)

Contrasting this expression to (21) and (24) one sees that while scheme A determines
qh,t by comparing R̄t and L̄t and scheme B by comparing L̄t and Nt−G−h+1, this scheme
is built on a comparison between the own size Nt−G−h+1 and the size of the cohort of
the direct descendents Nt−G−h+1+F . We can now also calculate the average pension level
in period t as (cf. (8)) q̄t = q̂

h
(1− µ) + µ 1

R̄t

PH
h=1Nt−G−h+1+F

i
. By inspection of this

equation and of (14) it becomes evident that the use of an individual pension benefit
formula like (30) does not automatically lead to a balanced budget. One can show, e.g.,
that even if the contribution rate formula incorporates the number of children this will
not give rise to a financially balanced pension system. The basic reason for this is that
the parents of generations (t−G− F ) to (t−G) are not alive anymore in period t and
so there is no one to take on the (financial) responsibility for their size. We can conclude
that the simple use of child-related deductions and surcharges to a targeted pension level
q̂ does not automatically lead to a balanced budget.
There exists, however, a straightforward method that can be used to make individual

adjustments to the collective formulas (21) and (24) and that increases the degree of
intragenerational fairness. For the two cases c ∈ {A,B} the individual formulas are:

τ c,ig,t = τ cg,t (32)

qc,ih,t = λit−G−h+1q
c
h,t, (33)

where λit−G−h+1 is the individual weight that determines which fraction of the collective
pension level qAh,t or q

B
h,t an individual is awarded. This weight is related to the number of

28The 1
2 in equation (29) stems from the fact that every child is counted twice in the summation

formula.
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children in the following way:

λit =

µ
1 + µ

Ki
t − K̄t

K̄t

¶
(34)

where K̄t is the average number of children of all cohort members: K̄t =
1
Nt

PNt

i=1K
i
t .

An individual that has less offsprings than the average cohort member will get a smaller
fraction of qch,t than a person with many children. For the extreme case with µ = 1 a
childless person will not get any pension and will have to rely completely on savings in
order to finance his or her retirement. Note that 1

Nt

PNt

i=1 λ
i
t = 1 and so using (33) and (28)

we can conclude that such an individual system has a balanced budget in every period
just as the collective schemes A and B on which it is based. Using expressions (17) and
(18) we can also derive that:

PM i
t =

eqiteτ it =
PH

h=1 q
i
h,t+G+h−1PG

g=1 τ
i
g,t+g−1

= λit
eqteτ t (35)

This means that the individual proportionality measures are weighted with λit, meaning
that within each cohort there is a positive correlation between the proportionality measure
and the number of children. In this sense the use of formulas (32) and (33) leads to a
situation that is arguably more in line with notions of intragenerational fairness than if
all members are treated alike. At the same time the use of these formulas does not require
information about the average and individual fertility ages etc., just the knowledge about
the average number of children of a generation. A disadvantage of this individual scheme
is, however, that the individual proportionality measures (35) are not completely in line
with certain specific aspects of intragenerational fairness. It does not hold, e.g., that
a “fully reproducing person” (i.e., one with two children) automatically has a unitary
proportionality measure as one might want to require from a pension system. If, e.g.,
every member of cohort t has exactly two children while all cohorts before and after t
have a smaller average number of descendants then the PM i

t will be lower than 1 under
all schemes A and B. We leave it as a topic of future research to investigate whether it is
possible to find a pension scheme that has the property that PM i

t = 1 for K
i
t = 2, ∀t, i

and that is characterized by a constantly balanced budget.
Next we want to abstain again from these intragenerational questions and ask our-

selves, how the collective values for τ g,t and qh,t can best be implemented in a real world
pension system. Typically pension benefits are not calculated in a way that follow the
formulas for qAh,t and qBh,t. The pension level is not determined as a certain percentage q
of actual average wages29 but they are calculated in a “backward looking fashion”. Nor-
mally the first pension is derived from the revalued wages (or contributions) of the worker
and the following pensions are derived by adjusting this initial pension for changes in the
cost of living (using, e.g., the rate of inflation or of wage growth). The revaluation and

29The exception is again Germany (and to a lesser degree France) where the point system implies this
property.
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adjustment factors thus play a crucial role in most countries’ pension systems. This is
even more important in “notional defined contribution” (NDC) systems, where the an-
nual contributions to the PAYG system are credited to an individual (notional) account
which increases in value over time according to some determined (notional) interest rate
(which corresponds to the revaluation factor of classic PAYG systems). The question then
is whether and how the formulas for (20), (21), (23) and (24) can be replicated in such
“backward looking” calculative frameworks. Without going into too much detail here we
want to stress two important points.
First one can show (cf. Lindbeck & Persson 2003, 86f.) that it is not possible to design

a pension system that has (i) a fixed contribution rate, (ii) a fixed relative pension level
and that (iii) uses either the growth of average wages or of the growth rate of the wage sum
as indexation method and that leads to a balanced budget for a fluctuating demographic
structure. Although this result is repeatedly mentioned in the literature it seems to be
often forgotten in the political discussion. In fact it runs counter to the often heard claim
that a revaluation with the growth rate of the wage sum will automatically make a PAYG
pension system resistant to demographic fluctuations since this corresponds to its internal
rate of return. This misstatement probably stems from the widespread use of two-period
OLG models where the claim is in fact true.
It is clear from this result that if the cohort sizes fluctuate the traditional revaluation

practices are not compatible with a sustainable PAYG system that has constant contribu-
tion rates and constant regulations for the determination of the pension level. In order to
prevent financial crises one can either change the crucial parameters of the system from
time to time in a discretionary manner (which was the common practice in many coun-
tries over the recent years) or one can try to introduce adjustment factors that explicitly
account for these demographic gyrations. This brings us back to the pension schemes A
and B and the question how these demographic adjustment factors can be implemented.
Here one has to note that it seems hard to frame schemes A and B with α < 1, β < 1

as NDC systems. In these cases the contribution rate varies every period and thus an ever
changing portion of earnings is credited to the notional account each period (cf. Valdés-
Prieto 2000). It is difficult to see how a transparent notional interest rate regulation could
be designed that would translate these indexed credits into the pension level q1,t. Such a
practice would mean that the value of the accumulated balances on the notional accounts
will be changed every period in a way that is hard to understand by the insured persons
and that do not resemble anymore the practices that are known from conventional savings
accounts. In fact this seems to contradict one of the alleged advantages of a NDC system
– increased transparency and predictability.
The cases with a fixed contribution rate (α = 1, β = 1) seem to be better suited for a

NDC system. It can be shown that there exist fairly simple and transparent frameworks
that mimic traditional savings accounts and exactly lead to the formulas (21) and (24).
Thereby the notional interest rate (or revaluation factor) is set equal to the growth rate of
the wage sum and there is a one-time adjustment to the amount credited to the notional
account that depends on a comparison of average and/or individual cohort sizes.
To sum up. We have shown in the second part of this section that, first, the commonly
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used indexation practices (with either average wage growth or the growth of the wage sum)
are not suitable to keep a PAYG system with fixed τ and q but fluctuating N in fiscal
balance. Some sort of demographic adjustment factors have to be incorporated into the
system. In addition we have argued that schemes that have varying contribution rates
(α < 1, β < 1) are harder to reconcile with a NDC system than schemes with fixed
contribution rates.

6 Conclusion

In this paper we have analyzed sustainable pension schemes that are capable of dealing
with fluctuations in the fertility rate. For each of the schemes we have presented formulas
that state how the contribution rates and/or the pension levels have to be adjusted in
order to have a balanced budget in every period.
Depending on the weights the schemes have different properties concerning the fluc-

tuations of the crucial parameters (both over time and across generations), concerning
the intergenerational burden sharing of demographic changes and the ease with which
they can be implemented in a transparent way. Viewed solely from the perspective of
intergenerational smoothing one should opt for in-between values of the weights. Thereby
it is also most likely that a certain maximum contribution rate or a minimum pension
level target will be fulfilled. Furthermore a weight between 0.25 and 0.5 will also lead to
the smallest fluctuations in the proportionality measure–an indicator we have proposed
to assess the implications of different schemes on the intergenerational distribution of the
demographic burden.
The drawback of such in-between values is, however, that it is not clear that the inter-

generational distribution implied by these schemes can be regarded as intergenerationally
fair. We have shown that the proportionality measures of schemes with rather fixed
pension levels are more strongly “backward looking”, indicating that people are obliged
to shoulder the burden of changes in the size of cohorts that have been determined be-
fore they were even born or before they were part of the electorate, the labor force and
thus of the potential parent generations. Schemes with fixed contribution rates on the
other hand are more forward-looking and one could thus say that they are preferable as
far as intergenerational fairness and as far as (implicit) incentives for reproduction are
concerned.
The latter property holds, however, only under a collective perspective, i.e. for a cohort

as a whole. We have shown that there exists a modification to the collective formulas that
considers individual reproductive behavior and that is more in line with general notions
of intragenerational fairness. Finally we have shown that schemes with fixed contribution
rates are more easily framed in NDC systems than systems with fluctuating rates and the
latter should better be implemented in a traditional manner (as, e.g., the German point
system).
As this paper has shown the choice of a pension scheme and an appropriate weight

is a difficult and multi-faceted issue. Certainly we cannot give a definite answer or sug-
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gestion since this will depend on the political and social preferences, the specific national
situation etc. The purpose of the paper was rather to argue that these decisions should
not only be taken with regard to sustainability, intertemporal smoothing or the adherence
to some exogenously given target, but also with regard to questions of intergenerational
fairness and responsibility. Since the eventual introduction of automatic demographic
adjustment factors is high on the reform agenda in various countries we believe that these
considerations will become even more important over the coming years.
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7 Appendix

Case A: Using (20), (21) and the definitions (7) and (8) we can calculate that: τ̄ t =

τ̂ L̄t+(1−α)(R̄t−L̄t)
L̄t

and q̄t = q̂ R̄t+α(L̄t−R̄t)
R̄t

. Inserting these values into the balanced budget
condition (14) and using (15) we get: αL̄t + (1 − α)R̄t = αL̄t + (1 − α)R̄t and thus the
budget is balanced in every period. For the sum of relative inputs and outcomes we get:

eτAt = bτ GX
g=1

·
α+ (1− α)

R̄t+g−1
L̄t+g−1

¸
= bτ GX

g=1

"
α+ (1− α)

1
H

PH
h=1Nt−G+g−h

1
G

PG
j=1Nt+g−j

#
(A1)

eqAt = q̂
HX
h=1

·
(1− α) + α

L̄t+G+h−1
R̄t+G+h−1

¸
= q̂

HX
h=1

"
(1− α) + α

1
G

PG
g=1Nt+G+h−g

1
H

PH
j=1Nt+h−j

#
(A2)

From this equation (22) for the proportionality measure PMA
t follows.

Case B: Similarly we can calculate: τ̄ t = τ̂ βLt+(1−β)RtG
Lt

and q̄t = q̂ (1−β)Rt+βLtH
Rt

. Inserting
these values into the balanced budget condition (14) and using again (15) we get: βL̄t +
(1− β)R̄t = βL̄t + (1− β)R̄t and thus the budget is again balanced in every period. ForeτBt and eqBt we get:

eτBt = bτ GX
g=1

·
β + (1− β)

R̄t+g−1
Nt

¸
= bτ GX

g=1

"
β + (1− β)

1
H

PH
h=1Nt−G+g−h

Nt

#
(A3)

eqBt = q̂
HX
h=1

·
(1− β) + β

L̄t+G+h−1
Nt

¸
= q̂

HX
h=1

"
(1− β) + β

1
G

PG
g=1Nt+G+h−g

Nt

#
(A4)

Log-linearization of the proportionality measure:
For both cases A and B the proportionality measure is a non-linear function of the

various cohort sizes, i.e.

PMt = f(Nt−G−H+1, Nt−G−H+2, . . . , Nt+G+H−2, Nt+G+H−1)

We can take the logarithm of this expression and then linearize lnPMt at Ns = Nt for
(t−G−H + 1) ≤ s ≤ (t+G+H − 1). This leads to the following expression:

lnPMt ≈
(G+H−1)P

s=−(G+H−1)
δs
Nt+s −Nt

Nt
=

(G+H−1)P
s=−(G+H−1)

δs ln

µ
Nt+s

Nt

¶
(A5)

The δs are thus the elasticities of the proportionality measure with respect to the deviation
of cohort size Nt+s from the size of the own cohort Nt. For case A these can be calculated
as:
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For δs

−(G+H − 1) ≤ s < −G −(1− α)G+H+s
GH

−G ≤ s < −H −(1− α) 1
G
+ (1− α)G+s

G2

−H ≤ s ≤ −1 (1− α) s
GH
+ (1− α)G+s

G2
− αH+s

H2

1 ≤ s < H α s
GH
+ (1− α)G−s

G2
− αH−s

H2

H ≤ s < G α 1
G
+ (1− α)G−s

G2

G ≤ s ≤ (G+H − 1) αG+H−s
GH

For case B they come out as:

For δs

−(G+H − 1) ≤ s < −G −(1− β)G+H+s
GH

−G ≤ s < −H −(1− β) 1
G

−H ≤ s ≤ −1 (1− β) s
GH

1 ≤ s < H β s
GH

H ≤ s < G β 1
G

G ≤ s ≤ (G+H − 1) βG+H−s
GH
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Table 1 
 

A Simple Example for a PAYG Pension System 
Generation ↓  ←  Time  → Sum of Ratio 

  3t −  2t − 1t −  t  1t +  2t +  3t +  4t +  Rel. 
Inputs 

Rel. 
Output 

Rel. Out/ 
Rel. In 

             

3−tN : 100 0.2 0.2 0.2 0.6     0.6 0.6 1 

2−tN : 100  0.2 0.2 0.2 0.6    0.6 0.6 1 

1−tN : 100   0.2 0.1 0.2 0.6   0.5 0.6 1.2 

tN : 100    0.3 0.2 0.2  0.6  0.7 0.6 0.86 

1+tN : 100     0.2 0.2 0.2 0.6 0.6 0.6 1 

2+tN : 100      0.2 0.2 0.2 0.6   

3+tN : 100       0.2 0.2    
         0.2    

Budget in Year y:    0 0 0 0 0    
/y yEX w :    60 60 60 60 60  

  

/y yIN w :    30+10+20 20+20+20 20+20+20 20+20+20 20+20+20  
  

Contribution Rate (τ) in Red (Light Shading); Relative Pension Level (q) in Blue (Dark Shading). 
 
 
 
 

Table 2 
 

A One-Time Drop in Cohort Size: Case A (α = 0.5) 
Generation ↓  ←  Time  → Sum of Ratio 

  3t −  2t − 1t −  t  1t +  2t +  3t +  4t +  Rel. 
Inputs 

Rel. 
Output 

Rel. Out/ 
Rel. In 

            (1.00) 

3−tN : 100 0.2 0.2 0.2 0.55     0.60 0.55 0.92 
2−tN : 100  0.2 0.2 0.22 0.50    0.62 0.50 0.81 
1−tN : 100   0.2 0.22 0.25 0.45   0.67 0.45 0.67 

tN : 50    0.22 0.25 0.30 0.6  0.77 0.60 0.78 
1+tN : 50     0.25 0.30 0.2 0.6 0.75 0.60 0.80 
2+tN : 50      0.30 0.2 0.2 0.70 0.60 0.86 
3+tN : 50       0.2 0.2 0.60 0.60 1.00 
         0.2    

Budget in Year y:    0 0 0 0 0    
/y yEX w :    55 50 45 30 30  

  

/y yIN w :    11+22+22 12.5+12.5+
25 

15+15+15 10+10+10 10+10+10  
  

Contribution Rate (τ) in Red (Light Shading); Relative Pension Level (q) in Blue (Dark Shading). 
 



Table 3 
 

A One-Time Drop in Cohort Size: Case B (β = 0.5) 
Generation ↓  ←  Time  → Sum of Ratio 

  3t −  2t − 1t −  t  1t +  2t +  3t +  4t +  Rel. 
Inputs 

Rel. 
Output 

Rel. Out/ 
Rel. In 

            (1.00)  

3−tN : 100 0.2 0.2 0.2 0.55     0.6 0.55 0.92 

2−tN : 100  0.2 0.2 0.2 0.50    0.6 0.5 0.83 

1−tN : 100   0.2 0.2 0.2 0.45   0.6 0.45 0.75 

tN : 50    0.3 0.3 0.3 0.6  0.9 0.6 0.67 

1+tN : 50     0.3 0.3 0.2 0.6 0.8 0.6 0.75 

2+tN : 50      0.3 0.2 0.2 0.7  (0.86)  

3+tN : 50       0.2 0.2    
         0.2    

Budget in Year y:    0 0 0 0 0    
/y yEX w :    55 50 45 30 30  

  

/y yIN w :    15+20+20 15+15+20 15+15+15 10+10+10 10+10+10  
  

Contribution Rate (τ) in Red (Light Shading); Relative Pension Level (q) in Blue (Dark Shading). 
 
 
 
 
 
 



Table 6 
 

Summary of Elasticties for Special Groups of Cohorts 
 

 Case A 
Value for α 

Case B 
Value for β 

 0 0.25 0.5 0.75 1 0 0.25 0.5 0.75 1 
Sum: 20-40 0.156 0.233 0.311 0.389 0.467 0.000 0.117 0.233 0.350 0.467 
Sum: 20+ 0.160 0.304 0.447 0.590 0.733 0.000 0.189 1.000 2.333 0.875 
Share: 20-40 12.7% 23.3% 26.8% 27.5% 27.7% 0.0% 11.7% 23.3% 35.0% 46.7%
Share: 20+ 13.1% 30.4% 38.5% 41.7% 43.5% 0.0% 18.3% 36.7% 55.0% 73.3%
Share: 1+ 39.8% 50.0% 57.9% 66.2% 72.3% 0.0% 25.0% 50.0% 75.0% 100% 

Note: The numbers in the first two rows gives the sum of the elasticities sδ  for (s=20, … , 40) and (s=20, … , 59), 
respectively. The last two rows contain relative measures (see FN 25). 

 
 



Figure 2 
 

Elasticities of the Proportionality Measure 
w.r.t. Different Cohort Sizes - Case A
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Note: The lines give the elasticity of tPM  with respect to the deviation of the size t sN +  of 
cohort (t+s) from its own size tN . The elasticity for s=0 is not meaningful since the 
deviation of tN  from itself is obviously always zero. 



 
Figure 3 

 

Elasticities of the Proportionality Measure 
w.r.t. Different Cohort Sizes - Case B
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Note: See Figure 2.  



Table 4 
 

(A) Fluctuations of tτ  
 Demographic Scenario 1 (Constant average cohort size) 
 Case A Case B 

tτ  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 0.200 0.200 0.200 0.200 0.200 0.202 0.202 0.201 0.201 0.200 
SD 0.006 0.004 0.003 0.001 0.000 0.006 0.005 0.003 0.002 0.000 

Min – Max 0.185-0.221 0.18-0.216 0.19-0.211 0.195-0.205 0.2-0.2 0.182-0.223 0.186-0.217 0.191-0.212 0.195-0.206 0.2-0.2 
 

 Demographic Scenario 2 (Decreasing average cohort size) 
 Case A Case B 

tτ  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 0.250 0.237 0.225 0.212 0.200 0.260 0.245 0.230 0.215 0.200 
SD 0.069 0.052 0.034 0.017 0.000 0.075 0.056 0.037 0.019 0.000 

Min – Max 0.06-0.536 0.095-0.452 0.13-0.368 0.165-0.284 0.2-0.2 0.074-0.612 0.105-0.509 0.137-0.406 0.168-0.303 0.2-0.2 
 

(B) Fluctuations of tq  
 Demographic Scenario 1 (Constant average cohort size) 
 Case A Case B 

tq  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 0.600 0.600 0.600 0.600 0.600 0.600 0.602 0.603 0.605 0.606 
SD 0.000 0.004 0.009 0.013 0.018 0.000 0.005 0.009 0.014 0.018 

Min – Max 0.6-0.6 0.586-0.617 0.571-0.634 0.557-0.651 0.543-0.668 0.6-0.6 0.587-0.618 0.573-0.637 0.56-0.655 0.547-0.673 
 
 
 



Table 4 (cont.) 
 

 Demographic Scenario 2 (Decreasing average cohort size) 
 Case A Case B 

tq  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 0.600 0.581 0.562 0.543 0.523 0.600 0.582 0.564 0.546 0.528 
SD 0.000 0.043 0.087 0.130 0.173 0.000 0.044 0.087 0.131 0.174 

Min – Max 0.6-0.6 0.506-0.948 0.412-1.296 0.318-1.644 0.224-1.992 0.6-0.6 0.508-0.956 0.415-1.312 0.323-1.669 0.231-2.025 

 
Table 5 

 
Fluctuations of tPM  

 
 Demographic Scenario 1 (Constant average cohort size) 
 Case A Case B 
tPM  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 1.000 1.000 1.000 1.000 1.001 1.000 0.999 1.000 1.004 1.010 
SD 0.014 0.011 0.012 0.017 0.024 0.100 0.051 0.010 0.052 0.104 

Min – Max 0.963-1.039 0.97-1.036 0.961-1.044 0.941-1.061 0.921-1.083 0.601-1.452 0.77-1.205 0.97-1.033 0.836-1.286 0.694-1.667 
 

 Demographic Scenario 2 (Decreasing average cohort size) 
 Case A Case B 
tPM  ↓  0α =  0.25α =  0.5α =  0.75α =  1α =  0β =  0.25β =  0.5β =  0.75β =  1β =  

Mean 0.845 0.847 0.851 0.860 0.872 0.848 0.839 0.841 0.853 0.880 
SD 0.214 0.193 0.200 0.231 0.279 0.289 0.218 0.197 0.227 0.299 

Min – Max 0.45-2.517 0.477-1.961 0.501-2.306 0.483-2.747 0.386-3.196 0.346-3.323 0.379-2.014 0.43-2.196 0.485-2.713 0.366-3.576 
 



 32 
 



 33 
 

Index of Working Papers: 
 
 
August 28, 
1990 

Pauer Franz 
 
 
 

11)
 Hat Böhm-Bawerk Recht gehabt? Zum Zu-

sammenhang zwischen Handelsbilanzpas-
sivum und Budgetdefizit in den USA2) 

March 20, 
1991 

Backé Peter 
 
 

2
1)

 Ost- und Mitteleuropa auf dem Weg zur 
Marktwirtschaft - Anpassungskrise 1990 

March 14, 
1991 

Pauer Franz 
 
 
 

3
1)

 Die Wirtschaft Österreichs im Vergleich zu 
den EG-Staaten - eine makroökonomische 
Analyse für die 80er Jahre 

May 28, 1991 Mauler Kurt 
 

4
1)

 The Soviet Banking Reform 

July 16, 1991 Pauer Franz 
 
 
 
 
 
 

5
1)

 Die Auswirkungen der Finanzmarkt- und 
Kapitalverkehrsliberalisierung auf die 
Wirtschaftsentwicklung und Wirtschaftspolitik 
in Norwegen, Schweden, Finnland und 
Großbritannien - mögliche Konsequenzen für 
Österreich3) 

August 1, 1991 Backé Peter 
 
 
 
 

6
1)

 Zwei Jahre G-24-Prozess: Bestandsauf-
nahme und Perspektiven unter besonderer 
Berücksichtigung makroökonomischer 
Unterstützungsleistungen4) 

August 8, 1991 Holzmann Robert 
 
 
 

7
1)

 Die Finanzoperationen der öffentlichen 
Haushalte der Reformländer CSFR, Polen 
und Ungarn: Eine erste quantitative Analyse 

January 27, 
1992 

Pauer Franz 
 
 
 

8
1)

 Erfüllung der Konvergenzkriterien durch die 
EG-Staaten und die EG-Mitgliedswerber 
Schweden und Österreich5)  

October 12, 
1992 

Hochreiter Eduard 
(Editor) 

9
1)

 Alternative Strategies For Overcoming the 
Current Output Decline of Economies in 
Transition 
 

November 10, 
1992 

Hochreiter Eduard and 
Winckler Georg 

10
1) Signaling a Hard Currency Strategy: The 

Case of Austria 
 

1) vergriffen (out of print) 
2) In abgeänderter Form erschienen in Berichte und Studien Nr. 4/1990, S 74 ff 
3) In abgeänderter Form erschienen in Berichte und Studien Nr. 4/1991, S 44 ff 
4) In abgeänderter Form erschienen in Berichte und Studien Nr. 3/1991, S 39 ff 
5) In abgeänderter Form erschienen in Berichte und Studien Nr. 1/1992, S 54 ff 
 



 34 
 

March 12, 1993 Hochreiter Eduard 
(Editor) 

11 The Impact of the Opening-up of the East on 
the Austrian Economy - A First Quantitative 
Assessment  
 

June 8, 1993 Anulova Guzel 12 The Scope for Regional Autonomy in Russia
 

July 14, 1993 Mundell Robert 13 EMU and the International Monetary Sy-
stem: A Transatlantic Perspective 
 

November 29, 
1993 

Hochreiter Eduard 14 Austria’s Role as a Bridgehead Between 
East and West 
 

March 8, 1994 Hochreiter Eduard 
(Editor) 

15 Prospects for Growth in Eastern Europe 
 
 

June 8, 1994 Mader Richard 16 A Survey of the Austrian Capital Market 
 

September 1, 
1994 

Andersen Palle and 
Dittus Peter 

17 Trade and Employment: Can We Afford 
Better Market Access for Eastern Europe? 
 

November 21, 
1994 

Rautava Jouko 18
1) Interdependence of Politics and Economic 

Development: Financial Stabilization in 
Russia 
 

January 30, 1995 Hochreiter Eduard 
(Editor) 

19 Austrian Exchange Rate Policy and 
European Monetary Integration - Selected 
Issues  
 

October 3, 1995 Groeneveld Hans 20 Monetary Spill-over Effects in the ERM: The 
Case of Austria, a Former Shadow Member 
 

December 6, 
1995 

Frydman Roman et al 21 Investing in Insider-dominated Firms: A 
Study of Voucher Privatization Funds in 
Russia 
 

March 5, 1996 Wissels Rutger 22 Recovery in Eastern Europe: Pessimism 
Confounded ? 
 

June 25, 1996 Pauer Franz 23 Will Asymmetric Shocks Pose a Serious 
Problem in EMU? 
 

September 19, 
1997 

Koch Elmar B. 24 Exchange Rates and Monetary Policy in 
Central Europe - a Survey of Some Issues 
 

April 15, 1998 Weber Axel A. 25 Sources of Currency Crises: An Empirical 
Analysis 
 



 35 
 

May 28,1998 Brandner Peter, 
Diebalek Leopold and 
Schuberth Helene 

26 Structural Budget Deficits and Sustainability 
of Fiscal Positions in the European Union 
 

June 15, 1998 Canzeroni Matthew, 
Cumby Robert, Diba 
Behzad and Eudey 
Gwen 

27 Trends in European Productivity: 
Implications for Real Exchange Rates, Real 
Interest Rates and Inflation Differentials 
 
 

June 20, 1998 MacDonald Ronald 28 What Do We Really Know About Real 
Exchange Rates? 
 

June 30, 1998 Campa José and Wolf 
Holger 

29 Goods Arbitrage and Real Exchange Rate 
Stationarity 
 

July 3,1998 Papell David H. 30 The Great Appreciation, the Great 
Depreciation, and the Purchasing Power 
Parity Hypothesis  
 

July 20,1998 Chinn Menzie David 31 The Usual Suspects? Productivity and 
Demand Shocks and Asia-Pacific Real 
Exchange Rates 
 

July 30,1998 Cecchetti Stephen G., 
Mark Nelson C., 
Sonora Robert 

32 Price Level Convergence Among United 
States Cities: Lessons for the European 
Central Bank 
 

September 30, 
1998 

Christine Gartner, Gert 
Wehinger 

33 Core Inflation in Selected European Union 
Countries 
 

November 5, 
1998 
 

José Viñals and  Juan 
F. Jimeno 

34 The Impact of EMU on European 
Unemployment 
 

December 11, 
1998 

Helene Schuberth and 
Gert Wehinger 

35 Room for Manoeuvre of Economic Policy in 
the EU Countries – Are there Costs of 
Joining EMU? 
 

December 21, 
1998 

Dennis C. Mueller and 
Burkhard Raunig 

36 Heterogeneities within Industries and 
Structure-Performance Models 
 

May 21, 1999 Alois Geyer and 
Richard Mader 

37 Estimation of the Term Structure of Interest 
Rates – A Parametric Approach 
 

July 29, 1999 José Viñals and Javier 
Vallés 

38 On the Real Effects of Monetary Policy: A 
Central Banker´s View 
 

December 20, 
1999 

John R. Freeman, Jude 
C. Hays and Helmut 
Stix 

39 Democracy and Markets: The Case of 
Exchange Rates 
 
 



 36 
 

March 01, 2000 Eduard Hochreiter and 
Tadeusz Kowalski 

40 Central Banks in European Emerging 
Market  
Economies in the 1990s 
 

March 20, 2000 Katrin Wesche 41 Is there a Credit Channel in Austria? 
The Impact of Monetary Policy on Firms’ 
Investment Decisions  
 

June 20, 2000 Jarko Fidrmuc and Jan 
Fidrmuc 

42 Integration, Disintegration and Trade in 
Europe: Evolution of Trade Relations During 
the 1990s 
 

March 06, 2001 Marc Flandreau 43 The Bank, the States, and the Market,  
A Austro-Hungarian Tale for Euroland,  
1867-1914 
 

May 01, 2001 Otmar Issing 44 The Euro Area and the Single Monetary 
Policy 
 

May 18, 2001 Sylvia Kaufmann 45 Is there an asymmetric effect of monetary 
policy over time? A Bayesian analysis using 
Austrian data. 
 

May 31, 2001 Paul De Grauwe and 
Marianna Grimaldi  
 

46 Exchange Rates, Prices and Money. A Long
Run Perspective 
 

June 25, 2001 Vítor Gaspar,  
Gabriel Perez-Quiros   
and Jorge Sicilia 
 

47 The ECB Monetary Strategy and the Money 
Market 
 

July 27, 2001 David T. Llewellyn 
 

48 A Regulatory Regime For Financial Stability 
 

August 24, 2001 
 

Helmut Elsinger and 
Martin Summer  
 

49 Arbitrage Arbitrage and Optimal Portfolio 
Choice with Financial Constraints 
 

September 1, 
2001 

Michael D. Goldberg 
and Roman Frydman 
 

50 Macroeconomic Fundamentals and the 
DM/$ Exchange Rate: Temporal Instability 
and the Monetary Model 
 

September 8,  
2001 

Vittorio Corbo, 
Oscar Landerretche 
and Klaus  
Schmidt-Hebbel 

51 Assessing Inflation Targeting after a Decade
of World Experience 

September 25,  
2001 

Kenneth N. Kuttner and 
Adam S. Posen  

52 Beyond Bipolar: A Three-Dimensional 
Assessment of Monetary Frameworks 



 37 
 

October 1, 2001 Luca Dedola and 
Sylvain Leduc  

53 Why Is the Business-Cycle Behavior of 
Fundamentals Alike Across Exchange-Rate 
Regimes? 
 

October 10, 2001 Tommaso Monacelli 54 New International Monetary Arrangements 
and the Exchange Rate  
 

December 3, 
2001 

Peter Brandner, 
Harald Grech and 
Helmut Stix 

55 The Effectiveness of Central Bank 
Intervention in the EMS: The Post 1993 
Experience 
 

January 2, 2002 Sylvia Kaufmann 56 Asymmetries in Bank Lending Behaviour.  
Austria During the 1990s 
 

January 7, 2002 Martin Summer 57 Banking Regulation and Systemic Risk 
 
 

January 28, 2002 Maria Valderrama 58 Credit Channel and Investment Behavior in 
Austria: A Micro-Econometric Approach 
 

February 18, 
2002 

Gabriela de Raaij 
and Burkhard Raunig 
 

59 Evaluating Density Forecasts with an  
Application to Stock Market Returns 
 

February 25, 
2002 

Ben R. Craig and  
Joachim G. Keller 
 

60 The Empirical Performance of Option Based 
Densities of Foreign Exchange 
 

February 28, 
2002 

Peter Backé,  
Jarko Fidrmuc, Thomas 
Reininger and Franz 
Schardax 
 

61 Price Dynamics in Central and Eastern 
European EU Accession Countries 
 

April 8, 2002 Jesús Crespo-
Cuaresma,  
Maria Antoinette Dimitz 
and Doris Ritzberger-
Grünwald 
 

62 Growth, Convergence and EU Membership 
 

May 29, 2002 Markus Knell 63 Wage Formation in Open Economies and 
the Role of Monetary and Wage-Setting 
Institutions 
 

June 19, 2002 Sylvester C.W. 
Eijffinger 
(comments by: José 
Luis Malo de Molina 
and by Franz Seitz) 
 

64 The Federal Design of a Central Bank  
in a Monetary Union: The Case of the 
European System of Central Banks 
 



 38 
 

July 1, 2002 Sebastian Edwards and 
I. Igal Magendzo 
(comments by Luis 
Adalberto Aquino 
Cardona and by Hans 
Genberg) 
 

65 Dollarization and Economic Performance: 
What Do We Really Know? 
 

July 10, 2002 David Begg 
(comment by Peter 
Bofinger) 

66 Growth, Integration, and Macroeconomic 
Policy Design: Some Lessons for Latin 
America 
 

July 15, 2002 Andrew Berg,  
Eduardo Borensztein, 
and Paolo Mauro 
(comment by Sven 
Arndt) 
 

67 An Evaluation of Monetary Regime Options  
for Latin America 
 

July 22, 2002 Eduard Hochreiter, 
Klaus Schmidt-Hebbel 
and Georg Winckler 
(comments by Lars 
Jonung and George 
Tavlas) 
 

68 Monetary Union: European Lessons, Latin 
American Prospects 
 

July 29, 2002 Michael J. Artis 
(comment by David 
Archer) 
 

69 Reflections on the Optimal Currency Area 
(OCA) criteria in the light of EMU  
 

August 5, 2002 Jürgen von Hagen, 
Susanne Mundschenk 
(comments by Thorsten 
Polleit, Gernot 
Doppelhofer and 
Roland Vaubel) 
 

70 Fiscal and Monetary Policy Coordination in 
EMU 

August 12, 2002 Dimitri Boreiko 
(comment by Ryszard 
Kokoszczyński)  
 

71 EMU and Accession Countries: Fuzzy 
Cluster Analysis of Membership 

August 19, 2002 Ansgar Belke and 
Daniel Gros (comments 
by Luís de Campos e 
Cunha, Nuno Alves and 
Eduardo Levy-Yeyati)  
 

72 Monetary Integration in the Southern Cone:  
Mercosur Is Not Like the EU? 
 

August 26, 2002 Friedrich Fritzer, 
Gabriel Moser and 
Johann Scharler 
 

73 Forecasting Austrian HICP and its 
Components using VAR and ARIMA Models 
 



 39 
 

September 30, 
2002 

Sebastian Edwards 74 The Great Exchange Rate Debate after 
Argentina 
 

October 3, 
2002 

George Kopits  
(comments by Zsolt 
Darvas and Gerhard 
Illing) 
 

75 Central European EU Accession and  
Latin American Integration: Mutual Lessons 
in Macroeconomic Policy Design 
 

October 10, 
2002 

Eduard Hochreiter, 
Anton Korinek and 
Pierre L. Siklos 
(comments by Jeannine 
Bailliu and Thorvaldur 
Gylfason) 
 

76 The Potential Consequences of Alternative 
Exchange Rate Regimes:  
A Study of Three Candidate Regions 

October 14, 2002 Peter Brandner, Harald 
Grech 

77 Why Did Central Banks Intervene in the 
EMS? The Post 1993 Experience 
 

October 21, 2002 Alfred Stiglbauer, 
Florian Stahl, Rudolf 
Winter-Ebmer, Josef 
Zweimüller 
 

78 Job Creation and Job Destruction in a 
Regulated Labor Market: The Case of 
Austria 

October 28, 2002 Elsinger, Alfred Lehar 
and Martin Summer 
 

79 Risk Assessment for Banking Systems 

November 4, 
2002 

Helmut Stix 80 Does Central Bank Intervention Influence 
the Probability of a Speculative Attack? 
Evidence from the EMS 
 

June 30, 2003 Markus Knell, Helmut 
Stix 

81 How Robust are Money Demand 
Estimations? A Meta-Analytic Approach 
 

July 7, 2003 Helmut Stix 82 How Do Debit Cards Affect Cash Demand? 
Survey Data Evidence 
 

July 14, 2003 Sylvia Kaufmann 83 The business cycle of European countries. 
Bayesian clustering of country-individual IP 
growth series. 
 

July 21, 2003 Jesus Crespo 
Cuaresma, Ernest 
Gnan, Doris Ritzberger-
Gruenwald 
 

84 Searching for the Natural Rate of Interest: a 
Euro-Area Perspective 

July 28, 2003 Sylvia Frühwirth-
Schnatter, Sylvia 
Kaufmann 
 

85 Investigating asymmetries in the bank 
lending channel. An analysis using Austrian 
banks’ balance sheet data 



 40 
 

September 22, 
2003 

Burkhard Raunig 86 Testing for Longer Horizon Predictability of 
Return Volatility with an Application to the 
German DAX  
 

May 3, 2004 
 
 

Juergen Eichberger, 
Martin Summer 
 

87 Bank Capital, Liquidity and Systemic Risk 
 

June 7, 2004 Markus Knell, Helmut 
Stix  

88 Three Decades of Money Demand Studies. 
Some Differences and Remarkable 
Similarities 
 

August 27, 2004 Martin Schneider, 
Martin Spitzer 

89 Forecasting Austrian GDP using the 
generalized dynamic factor model 
 

September 20, 
2004 

Sylvia Kaufmann, Maria 
Teresa Valderrama 
 

90 Modeling Credit Aggregates 

 

Oktober 4, 2004 Gabriel Moser, Fabio 
Rumler, Johann 
Scharler 
 

91 Forecasting Austrian Inflation 

 

November 3, 
2004 

Michael D. Bordo, Josef 
Christl, Harold James, 
Christian Just 
 

92 Exchange Rate Regimes Past, Present and 
Future 

December 29, 
2004 
 

Johann Scharler 93 Understanding the Stock Market's Response
to Monetary Policy Shocks 

Decembert 31,  
2004 

Harald Grech 94 What Do German Short-Term Interest Rates 
Tell Us About Future Inflation? 
 

February 7,  
2005 
 

Markus Knell 95 On the Design of Sustainable and Fair 
PAYG - Pension Systems When Cohort 
Sizes Change. 
 

 




