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1 Introduction

The aim of the technical note is to explain the set up of the General Equilibrium model with Overlapping
Generations (GE-OLG) that will later be calibrated to historical data for selected European countries and
applied to quantify the resilience of various pension reforms.

Our model is comprised of three economic agents (cf. Figure 1): households (blue circle), firms (green
circles), and a government (gray circle). To include heterogeneous households, we build on Sanchez-Romero
et al. (2023), where agents initially differ by learning ability and effort of schooling (red cloud). These two
initial characteristics produce heterogeneity in education choices, labor force participation, income, wealth
and retirement age. In addition to the initial characteristics, we extend the model of Sanchez-Romero et al.
(2023) by introducing stochastic shocks along the life cycle. In particular, individuals face unemployment,
health and mortality risks that are recurring over the life cycle of individuals (as indicated by the purple
circles contained in the yellow area on the left-hand side in Figure 1), and a one-time shock of fertility
(purple circle) that determines the family structure. Education, labor force participation and retirement
choice are endogenously determined by our heterogeneous households and will be affected by these life cycle
shocks. Hence, our model allows for the fact that households are heterogeneous in terms of their life cycle
decisions, which in turn implies that they will be differently affected by private and public policies and will
also differently react to the various life cycle risks. In addition, our framework not only allows to better
quantify distributional aspects at the macro economic scale (income distribution, etc.), but also allows to
investigate how various welfare reforms will affect different groups in our society.

Initial characteristics \ﬂ

N PREVENTIVE
One-time shock HEALTH CARE

Learning ability

Schooling effort

Higher probability of being HETEROGENEOUS feneis, puble consumpton
unemployed and staying HOUSEHOLDS

unemployed Taxes and contributions

Greater probability
of dying

Figure 1: Flow diagram (macro level).

Note: Our economic model contains three types of agents: households (blue), firms (green), and government (gray). Households
are heterogeneous based on initial differences in learning ability and schooling effort (red cloud). Moreover, households are
affected by recurrent stochastic shocks, including unemployment, health, mortality risks (purple circles), and a one-time fertility
shock (purple circle). Households will make endogenous decisions on education, labor force participation, capital accumulation,
consumption of final and intermediate goods, health care, and retirement. These decisions will differ depending on the initial
heterogeneities but also depend on the shocks experienced throughout the life cycle. Prices on wages, interest rates, and health
care will be set in competitive markets.

Individuals are constrained by their income and time when they optimally choose their consumption,



leisure, childcare, home production and medical care along their life cycle. The household framework is
explained in detail in Section 3.! Households supply labor and capital in exchange for capital income and
labor income (as indicated by the blue arrow pointing from the household to the factor market in Figure 1).
Households have to pay taxes and social contributions to the government, out of which the government
finances public benefits and public consumption (as highlighted by the blue arrow between the household
and government sector in Figure 1). Households and firms are also connected through the supply and
demand of goods (intermediate and final) and health care services (indicated by the two arrows connecting
the household and the firms). We choose the price of the final good as the numeraire (i.e. its price is equal to
one). The price of health care services Py relative to the price of the final good sector will be determined in
the market as indicated in the price-quantity diagram to the left of the health care sector with M denoting
the amount of health care services.? The arrows on the right-hand side depict the link between the demand
of capital and labor by the production sector of final goods and health care services and the supply of these
factors in the factor market. In equilibrium supply and demand of capital (K) and labor (L) will be equal
and determine the prices of labor (wages w) and capital (interest rate r) as indicated in the price-quantity
diagrams to the left and right of the factor market box.

Based on the theoretical setting summarized in Figure 1, our model will allow us to investigate various
research questions raised in the FutuRes project, for instance:

e Which groups in our society are more resilient to labor market and health shocks?

e How and by which support systems can we best target those groups that are most vulnerable to these
shocks?

Moreover, the model can be used for studying:

e Ageism. In particular, we can assume that firms discriminate towards younger and older workers by
lowering their chances of being hired.

e How resilience is related to various family types.

e How different transition probabilities of employment status and health status may impact on the
economy (sensitivty analyses).

We have organized this report into six additional sections. Section 2 introduces the notation for de-
mographic variables and demonstrates how to account for unobserved heterogeneity when it influences the
survival of individuals. It continues by presenting the population balancing equation for each gender and ex-
plaining how the kinship structure for each individual is constructed. Section 3 provides the micro-foundation
of the economic model. It details the idiosyncratic risks faced by individuals, their inter-temporal budget
constraints, and their optimal decision-making process. Section 4 specifies the budget constraints faced by
the public sector. Section 5 introduces the economic problem for the representative firms in the final goods
sector and in the health are sector. Section 6 closes the model by specifying its equilibrium conditions. Fi-
nally, Section 7 concludes the technical report. An extended appendix with additional mathematical details
is included.

2 Population

2.1 Population characteristics

We set up a discrete time stochastic-dynamic general equilibrium-OLG model with heterogeneous households.
The model is populated by overlapping generations or birth cohorts. Each birth cohort is comprised of a

10ur model follows the tradition of OLG models that use a heterogenous population and endogenize the retirement age
(French (2005), Sdnchez Martin (2010), French and Jones (2011), Fehr et al. (2012), Fehr et al. (2013), Laun et al. (2019),
Sanchez-Romero et al. (2023), Borsch-Supan et al. (2023)). However, only a few papers combine stochastic shocks along the
life cycle with a retirement choice as implemented in our set up. We thereby also account for the fact that the retirement age
could potentially be readjusted by the individual in reaction to shocks experienced prior to the retirement (French and Jones
(2011), Laun et al. (2019)).

2Note that we assume a real economy model, where inflation is set to zero.



number of heterogeneous individuals that initially differ according to their gender g € {f, m}, where f denotes
females and m males, and by a set of permanent unobservable characteristics § € ©. The set © denotes all
possible values of the unobservable characteristics. Similar to Sdnchez-Romero et al. (2023), we assume 0
is comprised of two variables (learning ability level and effort of schooling) and its distribution, p(6), is the
same across all birth cohorts. The learning ability level influences the labor income earned by individuals in
the labor market, while the effort of schooling reflects the unobservable personal circumstances that prevents
individuals to attain the educational level that maximizes their lifetime labor income (Sdnchez-Romero et al.,
2016). These two characteristics, together with the changing demographic and economic environment, will
allow us to replicate the observed distributions on income and education over time and across cohorts.

In addition to the initial heterogeneity in terms of gender and unobservable characteristics, individuals
will face four different risks: mortality risk, health risk, unemployment risk, and an education specific
realization of the number of children. Regarding the latter assumption, we assume that individuals choose
their educational level and to each educational level we assign a conditional distribution (based on empirical
data) of the total number of children. By choosing their education, individuals take into account the expected
number of children they will have. Once they have chosen their education, the actual number of children is
revealed by randomly drawing a profile from the distribution of the total number of children conditional on
their educational decision. See Sections 2.3 and 3 for a detailed explanation of the set of alternative risks.
These risks will be taken into account by each representative individual of type (g,0) € ({f, m} x ©) to make
their decisions.

2.2 Population dynamics

Given that our population is comprised of heterogeneous individuals that differ according to unobservable
characteristics, in this section we explain how we build up the demography of our heterogeneous individuals
to be consistent with the real population data. Firstly, we define the total population and, secondly, we
explain the dynamics of the population. In the following we slightly deviate from the standard demographic
notation for the sake of applying a consistent notation for all stochastic variables.

Given the gender g and the set of characteristics 8 € © for each birth cohort, we define the total population
of gender g in period ¢, N7, as the sum of the population of gender g across all ages in period 3

Ja

Jo
moN =Y /@ NY,(6)d6, (1)

where Ngt is the total population size of gender g at age j in period t, N f’t(ﬁ) is the total population size of
gender g at age j in period ¢ with initial characteristics 6, and Jgq is the maximum age that an individual can
live. To show that our population is comprised of heterogeneous agents with different survival probabilities,
we decompose N jgt(ﬁ) into the following three terms: (i) the total number of newborns in period ¢t —j of gender
g (denoted by BY_ j ), (ii) the probability that the newborns of gender g in year j — ¢ with characteristics
0 survive to age j (denoted by S7,(0)), and (iii) the probability that the newborns have characteristics ¢
(denoted by p(6)). Thus, using the fact that N7,(0) = Bf_;S%,(0)p(0), we can rewrite Eq. (1) in terms of

the total number of births and the survival probability as follows

NY —

Jo

Ja
N =X [ o= B [ st 2)

This equation clearly shows that individuals with different initial characteristics may face different mortality
schedules, which are represented by Sjgt(ﬁ). In the GE-OLG model, the survival probability will depend
not only on the year of birth, but also on the educational attainment, and on the average history of health
outcomes. However, we do not need to express the survival probability in terms of the educational attainment
and the average history of health, because the model setting implies that there exists a correspondence
between the unobservable set § and the other observables. Notice that we can still compute the total
population of gender g with standard aggregate demographic variables as follows

JQ JQ
Nf = ijo N?t = ijo Bf_jS?t> (3)

3We define aggregate variables (that do not depend on individual characteristics/heterogeneities) in bold letters.




where S?t = f@ 0)do is the (observed) probability of surviving from birth to age j in period t.

To obtain the dynamlcs of our population, we first define the conditional probability of the population
of gender g to survive from birth to age j in period ¢ with characteristics 6 as 7rSt (6). Then, we use Eq. (1)
in period t 4+ 1 and relate it to the total population of gender g in period ¢ using the following steps:

Ja
g
Ny = e N]+1 t+1 T BY

Ja
= Z / Njg+1,t+1(9)d9 + B?
Jsz
/ (6)d0 +BY

_ Zj / )p(0)do + BY
- Z S?tw) 759(0)p(0)do + BY

t 7 ]t g jt
S) Sjt

59.(6)
= Z NY, / Jstg w22 (0)p(0)do + BY
S) jt
Ja

S
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where Trftg is the conditional survival probability to age j in period ¢. By multiplying and dividing by N7
we get

s
f+1 B Z NJt th + Bg
NY g
Z =0 Ng {+ B
:Nfﬂ'tg—i-Bt, (4)
where wf 9 is the average mortality rate for the population of gender g in period .

Second we calculate the total number of birth in period ¢, B;, multiplying the total number of women at
each age by the corresponding fertility rate:

Jo 7 S]ft(e) Jo f
70 / 0)f;:(0)do = ijo N/, /@ o i (0)p(0)dl = Zj N7 £, (5)
it

where f;;(6) is the fertility rate at age j in period ¢ with characteristics 6 and f; is the fertility rate at age j
in period ¢.* For simplicity, we will assume that the fraction of females at birth (ff4p) is constant an equal
to 0.4886 (Preston et al., 2000). Hence, the total number of females born in period ¢ is B{ = Bifrap and
the total number of males born in period ¢ is B]” = B¢(1 — ffap)-

2.3 Kinship structure

Family structure is among the most important factors which influences economic decisions of households. In
the context of our model, the number of children living in a household influences the household heads labour
supply, savings decisions and retirement plans. Therefore it is important to generate fertility profiles that
resemble the household structure.

We model the age-profile of the number of children living in a household as a one-time stochastic en-
dowment, which starts at the end of mandatory education level (currently age 14 in our model). Thereby
the exact realisation of the profile is random, but its distribution depends on the parents education. Similar

4Note that the fertility rate at ages outside the reproductive ages are zero.



approaches in the literature are Fehr et al. (2017), where the total number of children is also a one time
stochastic endowment, but without age dependent profiles, or in Sanchez-Romero et al. (2013), where the
household size varies by age, but is deterministic. The novelty is a combination of these two approaches,
i.e. allowing for uncertainty in the fertility outcome but at the same time also implementing an age specific
schedule of fertility.

At age 14 (when individuals complete the mandatory lower secondary education), every individual is
assigned the total number of children he or she may have during their lifetime. Thereby, individuals will
be assigned an age-dependent profile for the household size. The distribution of profiles for the household
size depends on education (e) and age (j) of the household head, as well as the period (¢) and the total
number of children (Z¢). For a given level of education (e), fertility data provides us with an age and period
specific fertility transition matrix II;;(e). For a given educational level e, using the transition matrix II;,
we generate N random histories (over the age of the household head) of the number of children living in a
household by Monte Carlo simulation. We take into account the following factors:

e Children leave the household at age 18.
e Children may die according to child mortality rates.

In the following we will explain in detail how to calculate the age-dependent profiles for the household
size by averaging Monte Carlo simulations. The random histories we receive from Monte Carlo sampling are
not yet conditioned on the total number of children. But since this is the random variable we want to draw
on the household level, we first have to group the simulated histories by total number of children. After we
have collected them in separate bins, we average them.

To this end, let the N simulated histories be denoted as (njt;l,njt;g, e Mty e ,njt;N)j’t, where ny;;
represents the number of children living in household ¢ with a household head of age j, at time ¢. To average
the profiles, we condition on the total number of children Z¢ = k. First we collect all simulations that belong
to Z¢ =

Ja

It =S 0y (o —nju)s0 =k o (6)
j=1

Note, that Ig’t gives the total number of children leaving the household which of course is then equivalent
to the total number of children having ever been born in a household.

We build the age and time specific number of children living in a household of k ever born children and
educational level e by averaging across the simulations that belong to the set Z¢ = k:

mji(2° = ke m > nyti (7)
k

Ict

From the average profile m;; we calculate the average household size as:

Hyy (26 = ke) = \J1+150(Z¢ = k. ) (8)
and the distribution of Z¢ conditioned on e:
1
Z° =kle) = . 9
n(2° = kle) = k- )

Advantages of our approach are a substantial decrease in computational time compared to models which
resample fertility from period to period. Moreover our approach also offers a straightforward way to im-
plement time transfer profiles (which we directly get from National Transfer Time Accounts (NTTA) data,
see agenta-project.eu): The total available time T'(Z¢,e) will simply be a function of the total number of
children and the education choice.

The main drawback is that we will not obtain an age dependent fertility path for each individual.


http://www.agenta-project.eu/en/dataexplorer.htm

3 Households

For notational simplicity, we skip in this section the indexes for time and gender. Figure 2 illustrates the
timeline of a representative agent with a given set of characteristics (or endowments). An agent is born at
age 0 and spends the childhood period within the household of a representative parent until age a. At age a,
the agent receives an initial set of characteristics 6, leaves the parent’s home, and settles a new household.
From age a on, the agent starts making decisions. The decision made by each agent is heterogeneous in
multiple ways. This is so because agents differ in terms of their initial characteristics: learning ability and
the effort of schooling. In other words, agents are equipped with different initial endowments that give them
different preferences towards which education and employment path to choose. Secondly, even if the agents
have similar initial endowments, our model creates dynamic heterogeneity. To achieve this, we add stochastic
components (unemployment shocks, health shocks), which evolve over time. This implies that agents make
decisions under uncertainty. The exact realisation can only be anticipated by the agent, modeled through
discrete time Markov chains, but is not known in advance.

Decisions:  Household consumption (final and intermediate goods)
Home production
Health spending
Unpaid labor - leisure time - paid labor
Additional years of education (€)

Child leaves Retirement age J,
parents home
Childhood Extra Working Retirement
period edl;crgg:;)n period period
|
D — e
| | | | |
I ] I I | Age
0 a ate J ax
T age
Initial Total number of
endowments children

Unemployment shocks

Figure 2: Agents’ timeline

The first decision made by our agent is about the additional years of education, which will be chosen
based on expectations about the labor employment history, the evolution of the health status, and the
expected number of children. Once the education is chosen, the agent is randomly assigned, conditional on
the education decision, an age-profile of the number of children. The total number of children will not only
determine the evolution of the household size over the lifespan of the agent, but also the number of offspring
that may assist the agent once that she will need familial support. Familial support will be considered in
a second stage of the project, in which we plan to incorporate long term care. The long term care demand
will be based on the health care characteristics of individuals and their remaining life expectancy. The
long term care will be provided either within the family (offspring) or outside of the family, by hiring the
services on the market. To determine the number of surviving offspring linked to each parent, we will employ
the formulas developed in Sdnchez-Romero et al. (2018). From period a on, our agent will decide over the
consumption of the household, how much to spend on health care services, the retirement age, the time
devoted to housework, and leisure. While the agent is not retired, the market labor supply in each period
will be indirectly determined by the difference between the total available time (after childcare) and the sum



of housework and leisure. All the decisions will be made facing the risk of experiencing bad health as well as
being unemployed, while on the labor market. Next, we detail how the the stochastic variables are modeled.

3.1 Stochastic Variables

We model dynamic heterogeneity via Markov chains. Our individuals are subject to unemployment and
health shocks. Figure 3 shows the transition graph for these two stochastic processes. The figure is divided
in two panels. Panel A shows the states and the transition probabilities associated to employment, whereas
Panel B shows the states and the transition probabilities associated to health.

(A) EMPLOYMENT

T (U|E,e)
T (E|E,e) Employed Unemployed 7 (U|U, e)
7 (E|U, e)
(B) HEALTH
EMPLOYED 7"(G|G,m, E) = (G|G,m,U) UNEMPLOYED

@

=" (B|B,m, E) 7"(B|B,m,U)

Figure 3: Transition graph.
Note: Figure 3.A shows the states and the transition probabilities associated to employment, whereas Figure 3.B shows the
states and the transition probabilities associated to health. The purple area indicates that the individual is employed, whereas

the green area indicates that the individual is unemployed.

Employment. There are two different employment states (Z*): Employment (E) and Unemployment
(U). This approach is a simplified version of the one used in Heijdra et al. (2017) or Kindermann and
Krueger (2022), where the authors also use Markov chains to model labour states, including unemployment.
We restrict ourselves to two states in order to keep the model computationally feasible. The unemployment
transition probabilities 7' will depend on education, e, and age, j:

i (E|Ee) wi(E|U,e)

i (UlE,e) 7}(U|U,e)

e

(10)

S

where W;i‘(z;i‘+1|z;, e) denotes the probability of the transition from labour state zi at age j, to zj';, at age
7+ 1 and given the educational level e.



Health. We follow Fonseca et al. (2021) (while excluding additional risk factors) to model the health of
our agents. There are two different health states (Z"): Good (G) and Bad (B) health. We assume the
transition probabilities ﬂ;-l to depend on healthcare expenditures m;, the employment status Z}* and on age

J:

h . Zu h . gu
W%(G|G7mJ,Z]u) w%(G|B,mJ,Z]u) (11)
T (B|G,mj,Zj) ﬂj(B\B,mj,Zj)

J

where W?(z;’+1|z§b, mj, Z]“) is the probability to transit from health state zf at age j to zﬁ_l at age j + 1 for

health expenditures m; and employment status Z;'. We furthermore assume:

- Unemployed individuals have a higher probability to stay in and transit into the bad health state, i.e.

m(B|B,m;,U) > 7}(B|B,m;,E) and /' (B|G,m;, E) < a(B|G,m;,U) (12)

- Spending money on health care m; has a preventive effect, so individuals can increase their probability
to stay in good health:

m>m = 7/ (G|G,m,Z") >} (G|G,m, Z") (13)
and it also increases the probability to recover from bad health:

~ h u h ~ u
m>m = w;(G|B,m,Z") > n}(G|B,m,Z") (14)

We assume the conditional survival probability depends on the health status of individuals. In particular,
household heads with bad health status face a lower conditional survival probability 73 than household
heads with good health state; i.e. 73(G) > m3(B)Vt. We may assume that those individuals who become

unemployed face a negative health sﬁock.

Considering the existing literature on modelling retirement decisions and pensions, several models also
include health shocks (French (2005), French and Jones (2011), Fehr et al. (2013), Laun et al. (2019)).
What sets our approach apart is that we allow individuals to influence their health through health spending.
A different approach of modelling health in the context of pension reforms can be found in Borsch-Supan
et al. (2023), where the authors assume the agents to be a priori of different health, and hence they exclude
transitions between the health states over the life time. More details on how we model health transitions
can be found in section D in the appendix.

Besides the age dependent shocks of employment status and health, individuals receive a draw of their
total number of children Z¢ dependent on their educational attainment, i.e. individuals choose their edu-
cational attainment e* € E and afterwards they are randomly assigned a total number of children. Let the
probability of having Z¢ = k children conditional on the educational attainment e € E be 7¢(Z¢ = kle) (de-
tails on kinship structure can be found in the previous section). Finally let us denote by Z; = (Z}, Z;-L, Z°)
the vector of the three random variables.

As it is common practice in probability theory we will use the notation (€2,.4, P) to capture the entire
randomness of our model: w € Q will denote specific realisation of the stochastic components, P(w) its
probability and A the set of measurable events. This notation will be useful as soon as we need to calculate
averages in order to transfer from the microeconomic level to the entire economy (e.g. labour and capital

supply).

3.2 Household Optimisation Problem

Individuals make their decisions in the following order: At the beginning of period j they are aware of
their state variables (W;, B;), where W) denotes wealth and B; the amount of pension benefits at the
beginning of period j. Then they face a health shock Zjh € {G, B}. If individuals are employed, they may
face an unemployment shock, i.e. Z} € {U, E} is realized. Taking their health and employment state into
account, individuals then maximize their expected remaining lifetime utility by choosing consumption (c;),
intermediate goods for household production (i;), health-care services (m;), unpaid labor supply (h;), and
leisure (¢;). If they are above the minimum retirement age J, they also decide on whether to retire or not.



The retirement choice is described by (;, which takes the value 0 for being in the labour force and 1 for being
retired. Once individuals are retired, i.e. (; = 1, they cannot return to the labour market, so automatically
(j+1 = 1 and there is no more retirement choice to be made by the individual. We will denote by m; and
xj = (¢j,15,hj,{;) respectively, individual health spending and the vector of control variables other than
health at age j.

We recursively solve the household optimisation problem at each age j € {a,--- , Jo}, given each initial
state, using the Bellman equation®

, Uj(ziZ;,¢,e,0)+ }
V;(W;,B;, Z0', Z¥,(j|Z¢ e,0) = max PN "
j( A Cj‘ ) mwwaHl{ 5Emj [Wj+1(Z§L+1)‘/j+l(Wj+17Bj+17Zgh-s-laZj+17<j+1|Zc7€a9)|Zj]

subject to
Wi = ]‘:L)jo +(1- Ct)[ﬁ)ijj(Zjv e, 0) + 1U(Z]y)t1‘j] + (¢ By —]55(6]‘ + ij) — ﬁzn m;

Bt = {ﬁjd)irl(e)Bj + <pj+1(e)7j$wijj(Zj,e,9) for {; =0,

15
/ Bj for Cj = 1, ( )

and the boundary conditions Wy = Wy, 41 = Bo = 0. The term 75, ,(Z ") denotes the conditional survival
probability, which depends on the current state of health Z”, and

Wjyr;(Zj, e.0) = wgape; (e, 0)1p(Z}) (1 = 6"1p(Z})(T(Z°, ) — £; — hy) (16)

is the labor income received at age j. Labor income at age j is compound by several factors. The term
w; is the effective wage rate at age j net of contributions and taxes, gapg denotes the gender wage gap at
age j and €;(e, ) is the age- and education—specific productivity of an individual of type . Further we
assume that individuals with bad health are less productive by a factor of §" and receive a transfer tr; when
unemployed. An important fact is that the expectation operator E,,; depends on the amount of health
spending m;, since individuals can reduce their probability to be in bad health by investing m;. B; are the
pension benefits claimed at age j. The terms p; and p7* denote the prices for market good and purchased
health care services, respectively.

While individuals are not retired (i.e. ¢; = 0), their pension benefits increase for three reasons. First,
pension benefits increase because they are capitalized according to the rate of return of the pension system
R;. Second, pension benefits may increase because of changes in the pension replacement rate formula due
to working one additional year, which is captured by the function gzﬁf +1(e). And third, pension benefits also
increase at a rate ¢;11(e) because of additional contributions paid to the pension system. The term 7']5 is
the social contribution rate at age j, and w; is the effective wage rate at age j. Once individuals are retired,
their pension benefits remain constant.

3.3 Productivity

For each individual with education level e and initial characteristics § € ©, their productivity at age j is
denoted by €;(e, ), and it is defined as follows:

ej(e,0) = exp (Bole, 0) + Br(e)(j — Je) + Bale) (j — Je)?) (17)

Here, J. = a+ e represents the age at which an individual enters the labor market. The returns to education
Bo will depend on the educational choice e and the initial endowments 0, whereas the returns to experience
parameters ;1 and B2 only depend on the educational choice e.

3.4 Time Constraint

The total available time T;(Z° e) of an individual is the amount of time left after childcare. Therefore
T;(Z°, e) is a function of age, gender, the number of children and education.® The sum of home production
hj > 0 and leisure £; > 0 must always be smaller or equal to Tj(ZC7 e):

5The Bellman equation is used for solving optimization problems over time where decisions are made sequentially, and the
optimal decision at each step depends on the state of the system Heer and Maufiner (2009).
6Note that for notational convenience, in this section we skip the indexes time and gender.

10



Time Constraint: h; + ¢; < T;(Z¢, e) (18)

The time spent in the labor market [; is indirectly calculated as the difference between the total time
available and the sum of the time devoted to unpaid labor and leisure

lj=Tj(Z%e) = t; — h; (19)

Whenever T;(Z° e) = £; + h; holds, a corner solution, where the individual completely withdraws from
the labour market, is realized.

3.5 Preferences

An agent with a given set of initial characteristics § € © and education (e) is assumed to have preferences in
state Z; over the consumption of final goods (c), home-produced goods (ch), and leisure (¢). For simplicity, we
assume preferences are separable and logarithmic in consumption. This assumption is imposed to guarantee
the existence a steady state when individuals have preferences for consumption and leisure (p. 427, Barro and
Sala-i Martin, 2004). The utility is assumed to decrease because agents incur a cost for attending schooling
’UjE<€,9) = 1yj<144¢}n (Oreopoulos, 2007; Restuccia and Vandenbroucke, 2013; Le Garrec, 2015; Sanchez-
Romero et al., 2016), where 1 € 6 is an initial endowment. On the contrary, individuals are assumed to gain
utility from being retired v]R(e, 0). We assume the utility from being retired to depend on the education and
the characteristics of individuals. The period utility of an agent has the following functional form:

. h. Qe
Uj(z;|Z;,¢5,e,0) = H;(Z¢, e)log [(H(CZJC e)) (H(CZJF e)) } + aglogt; —vf(e,&) +ij]R(e,9), (20)
J ) J )

where H;(Z¢,e) is the household size (see Eq. (8) in section 2.3).” We have chosen this particular way of
representing the household size because it takes into consideration economies of scale that are decreasing
in the household size. The parameters a,. and ay denote preferences for home-produced goods and leisure
relative to final market produced-goods, respectively. To produce home-goods agents combine intermediate
goods (¢) and unpaid labor (h) using a Cobb-Douglas technology:

chy =4} (hy)' 77, (21)

where v is the intermediate goods share in the total home-production. Similar to Sanchez-Romero et al.
(2023) the parameter affecting the cost of attending schooling UJE (e, ), together with other parameters, will
be calibrated to replicate the educational distribution of the specific country that is studied. It represents
the marginal cost of each additional year of schooling and can be considered as a proxy for the socioeconomic
background of the agent.

3.6 Household Decisions
3.6.1 Consumption of Market Goods, Home—Produced Goods, Unpaid Labor and Leisure

Optimal values for the control variables are solved period-wise via first order conditions. This leads to the
standard Euler condition under uncertainty

N P

. c Ujt1(xj+11Zj41, 41, €,0)
p s dc; JHIEj+1145+1, 5415 &

BRj 1 =B, | 7541 (Z]11) =5 Zj| =1 (22)
DPi+1 @Uj(xﬂzja@‘,eve)

"In an economic setting in which agents can insure all their risks and the (net) market interest rate exceeds the subjective
discount factor (8), the chosen functional form of the utility from consumption guarantees that the consumption of the household
head increases monotonically with age.
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the equations for optimal health investment and intermediate goods:

d 5 u (6]
0= %Emj [7T;+1(Z;I+I)Vj+1(Wj+1, Bj+17 Z.;:LJrl’ Zj+1’ Cj+1 |Z » €, 9) ’ZJ’} (23)
J
0 0
aTjUj(ij\Zj»Cj,eﬁ) = aTjUj(ijZj,Cj,e,H) (24)

and equations for paid labor, unpaid labor, and leisure:

0 0
%Uj(lezja%ev@) = %Ug‘(%lzja@’eae) (25)
d _
5 Ui(w1Z5,C5,e,0)  avsgaplei(e,8)(1 — "1 (20
ag, I _ Wieap; i )EC 5(Z;) for (; =0 and Z}' = E, (26)
3e;Ui(@31Z;,Gjr e, 0) Pj
U =T;(Z%e) — h; otherwise. (27)

The first order conditions indicate that health investments are proportional to the value of life and that
higher wage rates reduce leisure and unpaid labor. In contrast, a higher wealth increases leisure and unpaid
labor. In section E in the appendix the derivation of the policy functions of households is explained in more
detail.

3.6.2 Retirement Decision

Following the existing literature we endogenize the age at retirement (Sdnchez Martin, 2010; Fehr et al., 2012,
2013; Laun et al., 2019; Sdnchez-Romero et al., 2023; Borsch-Supan et al., 2023). One period before reaching
the minimum retirement age 7 > J — 1 and while not yet being retired, individuals have the possibility to
choose whether to retire in the next period or not. They compare their expected remaining lifetime utility
when retired, i.e. ¢; =1 for all j > J, to the case when not retiring ({; = 0). Individuals retire as soon
as there is a an age where the discounted expected lifetime utility when retiring exceeds the discounted
expected lifetime utility when not retiring. When reaching the maximum retirement age j > J, individuals
have to retire mandatorily.

3.6.3 Education Decision

Individuals decide upon their education by taking into account that it influences their fertility. A longer
education period may lead to later parenthood and a lower total number of children. Individuals are aware of
these correlations and consider them when making their education decision. Therefore the following expected
lifetime utility is maximized:

* N h 7u c(r7c
e*(f) = arg max Zz:O Vo(Wo, Bo, Zy, Z§, Col 2, €, 0)m¢(Z€ = zle) (28)

where the superscript * denotes that the decision is optimal and 7¢(Z¢ = z|e) is the conditional probability
to have z children during life when choosing education e. It is important to note here that the random
variable Z¢ (number of children) is realised after education e*() is completed. Put differently, individuals
only have expectations about the role of education on the number of children, but the exact number of
children (i.e. the realization of the stochastic fertility process) is unknown to them until they completed
education. It could therefore potentially be the case that their education choice is not optimal with respect
to the realisation of Z¢, although it was optimal with respect to their expectations.

3.7 Supply of Capital and Labour
Let N jgt be the population size of gender g at age j in year t. The total private wealth (W) is then given by

Ja S9 (9)7
W, — g Jjt g
1= 2 et 2 Nj’t/@ SH Wi Op(O)d6 29)
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where

/ W5,(0,w)dP () (30)

is the average wealth of an individual of gender g and characteristics 6 at period ¢t and age j. To calculate
the average wealth we integrate ngt(Q, w) over all possible realisations of the stochastic components w with
respect to the distribution after private policy functions are taken into account, denoted by P(:). This
probability measure captures the entire observed randomness of our model.

In an open economy, we have W; = K; + D; + F};, where K; is the capital stock, D; is the public debt,
and F} is the net foreign asset position. Analogously labor supply is given as

Jo 59 (9)7
L= N L g9 (e (0), 0)p(0)do 31
0= D e Do N [ g v (e (0).0)p(0) (31)

where

yi%, (e (0),0) = / (1= C%(0.0))yn% (e (9),6,0)dP(w)

is the average labor income of individuals of gender g with initial characteristics 6 at period ¢ and age j.

4 Public Sector

The government will provide in each period ¢ public goods and services (G¢), subsidies (S;), unemployment
benefits (B}*), and pension benefits (BY). The total amount of unemployment benefits and pension benefits
claimed by 1nd1v1duals are

o s (0)
! ZQE{f,m} Zj:o L [ Sj+1 " r5:(0)p(0) (32)
Jo S (0) —
By = NY / 25 L BT 9),(0)d6. 33
F= 2 ey 2o Nisnenn [, "7 =B 0)0(0) ()
where tr = [o(1 = (7 (0,w))trd,(0,w)dP(w) is the average unemployment benefit received by a person
of gender g w1th initial characteristics 0 at age j in period ¢ and B fQ 9.(0,w) Bg (0, w)dP(w) is the

average pension benefit of an agent of gender g with initial characterlstlcs 0 at age jin perlod t. Notice in Eq.
(33) that if individuals who receive higher benefits also have a greater survival, the pension system becomes
more costly, since the ratio SY,, ;,,(0)/S7,,,,, is greater (vesp. lower) than one for Bg (0) greater (resp.
lower) than the average. To finance all the unemployment benefits, the government collects contributions to
finance the total cost of the unemployment insurance

TtthLt = By, (34)

where 7V is the unemployment contribution rate in period ¢, w; is the wage rate per effective hour worked,
and L; is the total labor supply measured in effective units of labor. Since in some countries a fraction
of the total pension benefits are financed by general taxes (Sénchez-Romero et al., 2023), we assume the
government collects contributions to finance a fraction ¢p € [0, 1] of all the pension benefits claimed

wi Ly = ¢pBY, (35)

where 7% is the social contribution rate in period ¢. To finance all the public goods and services, subsidies,
and the fraction 1 — ¢ of the remaining pensions claimed, the government levies taxes and can also issue
debt. The budget constraint of the government in period ¢ is

Diy1 =RD+G+ S+ (1— ¢B)Bf - T (36)
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where D; is the debt in period ¢, R; is the compound interest rate in period t paid on debt, and T} is the
total tax base. The total tax base is comprised of taxes levied on financial wealth, consumption, and labor
income

Tt = TtKTtWt + TtCCt + ’TtL(’tht — (]. — d)B)Bf) (37)

where (7, 7€, 7F) is the set of taxes on the interests from holding financial wealth, on consumption, and

on labor income, respectively.

5 Firms

5.1 Production: Final Good

We assume one representative firm that produces a final good by combining capital (K/) and effective labor
(L'). Final goods can either be saved or consumed. The production function, that exhibits constant returns
to scale, takes the following form

Y/ = (&) (A L) (38)

where th is output of the final good, oy is the capital share of the final good, and A; is labor-augmenting
technology, whose law of motion is A;11 = (14+g{*)A; with g* being the productivity growth rate. Aggregate
capital stock evolves according to the law of motion th+1 = th(l —0K) + Itf, where x is the depreciation

rate of capital and Itf is aggregate gross investment. The quantities L{ and th are calculated by aggregating
the labour and capital supply at the individual level across all individuals currently living in our economy.

We assume our representative firm maximizes the net cash flow by renting capital and hiring labor from
households in competitive markets at the rates r; and w; respectively. Capital and labor inputs are chosen
by firms according to the first-order conditions:

ath th
—_— =N f—— =T —|— 5 5 39
o Tkl TTE (39)
ay;f Y;f

=1 -oay)—F =w. (40)
oL! L!

5.2 Production: Health Care

Like in the final good sector, we assume one representative firm that provides health care services by com-
bining capital (K™) and effective labor (L™). Unlike final goods, health care services can only be consumed.
Let the price per unit of health care service be pj”. The production function, that exhibits constant returns
to scale, takes the following form

Yy = () (A L), (41)

where Y™ is the total health care services provided, a,, is the capital share in the health care sector.
Similarly, aggregate capital stock evolves according to the law of motion K[, = K;"(1 — éx) + I}, where
0x is the depreciation rate of capital and Ij" is aggregate gross investment.

We assume our representative firm maximizes the net cash flow by renting capital and hiring labor from
households in competitive markets at the rates r; and w; respectively. Capital and labor inputs are chosen
by firms according to the first-order conditions:

) S

by 8ng” = D¢ OémKtitm:TtJr(SK, (42)
i Y

pt aL;’l = pt (1 — Ozm) L%n = Wt¢. (43)
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5.3 Labor and capital supply across sectors
Individuals can freely work in both sectors, which implies that the wage rate and the interest rate in both
sectors coincide. Hence, the following relationship is satisfied:
ro+ o OV oK oy oKy oy L am LY
we  oavijorf YLy T 1—ar k] 1 am Kt

To calculate the capital shares (s, oy ), we collect information on the share of the final good sector in total

production Y /Y: and the share of the health care spending relative to the total production pj*M,;/Y;. See
the appendix C for the derivation of the input shares.

6 Recursive competitive equilibrium

Let (2,4, P) be the probability space of all possible realizations of our random processes. Let &€, G, J, T,
O be the sets of educational groups, genders, ages, time periods, and of initial endowments, respectively.

Given an initial population distributions { ]to( e)}jer,geg,cce and time-series of mortality and fertility
rates {77, (e), fji(e)}eee geg.je s teT, a recursive competitive equilibrium is defined as

a set of government policy functions U, = {G, 7%, 7/, 75,75} that satisfies (32)-(37);

sets of households decision rules

{ngt(evw)vB?t(97w)7 gt(e w)7 ]t(a w) ?t(ovw)7h]t(9 LU), jt(6 w) C (9 LU) et j( )}geg,jEJﬂE@,wEQy

that satisfy (22)—(27);

a set of prices {rs, ws, pi"} that equal the marginal productivities (39)-(40) in the final good sector and
the marginal productivities (42)-(43) in the health care sector;

a stock of capital and a stock of effective labor

]sz
K, = ( / W50, w)dP( )) p(0)d0 — D, — F, (44)
g€{f,m} j=0
S (9) .
L; = Z ZN§+1,t+1/ % (/ (1-— Cft(e,w))ngt(et_j(H),9,w)dP(w)> p(0)do, (45)
ge{f,m} =0 © J+1,t+1 Q

that clear the market of final goods and services (health) at all ¢t € T,
Y/ 4 'Y = Co+ Gt L, (46)

where C; is aggregate consumption in period ¢

g S7(0)—
Cu _de{f’m}z Njt1,041 . S-" C5(0)p(0)do (47)
with
Cf?t(@)z/ﬂ( L(0,w) +i%,(0,w) + p{"m,(0,w)) dP(w),

G, is the aggregate consumption of publicly financed goods in period ¢, and I; = Itf + I;* is the total
investment in period t.
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7 Conclusion

To study the resilience of pension systems we need to account for the increasing heterogeneity in aging
populations together with the fact that individuals are exposed to several risks over their life cycle.

In this technical note we present a discrete time stochastic-dynamic general equilibrium model populated
by overlapping generations that extends our previous work Sénchez-Romero et al. (2023) (where we have
already accounted for heterogeneous agents) in several dimensions.

First, we assume that individuals face mortality risk and idiosyncratic risks with respect to their employ-
ment status and health status. Second, to prevent experiencing negative health care shocks, which reduce
labor productivity and decrease survival, individuals can invest in health care. Third, individuals are ran-
domly assigned an age-specific fertility rate profile that depends on their educational attainment. Fourth,
given that individuals face idiosyncratic risks, the retirement age is contingent on the realized life cycle path.
Fifth, at the macro level, we assume two production sectors: a final good sector and a health care sector.
Sixth, the economy will be open to foreign capital and the government is allowed to issue debt.

Beyond economic considerations, our population includes two genders, and individuals exhibit diverse
kinship structures. These two characteristics will enable us to better study the economic impact of alternative
policy reforms on each gender.
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A Demographic Notation

N Total population of age j in period ¢

N, idem of gender g

N3 (0) idem and characteristics 0

B, Total number of births in period ¢

BY idem of gender g

St Probability of surviving from birth to age j in period ¢
S, idem of gender g

57,(0)  idem and characteristics 0

™5 Total mortality rate in period ¢
s Conditional probability of surviving to age j in period ¢
ﬂ'ftg idem of gender g

7:7(0)  idem and characteristics 0

£ Fertility rate at age j in period ¢
fjt(0)  idem and characteristics ¢

B Stochastic Variables Notation

Z]h Health state at age j

Z]ht Health state at age j in period ¢

Z} Employment state at age j

Z3 Employment state at age j in period ¢

zZ¢ Total number of children

Zj = (Z]’-"L, Z},Z°¢)  Vector of stochastic states at age j

Z; Vector of stochastic states at age j in period ¢

(|- e) Transition probabilities of Z* conditional on education e

ah( -] - ,mj, Z") Transition probabilities of Z h conditioned on health spending m; and employment Z*
(- |e) Distribution of Z°¢

P(-) Common distribution of all stochastic variables (after private policy functions)
w realisation of entire randomness of the system

Q state space of w

A o-algebra on )

C Production sector: Capital shares

Combining the first-order conditions (FOCs) and dividing by the total production in the economy Y, the
following relationships are satisfied:

th{ B 1 ((rt + ) Ky B tht) oy — (1l —ay)
Y, B Vf — TYm Y; o Y, B V£~ Im
(re+0)K] _  wilL _ypay —ypym(1 - ay)
v, v~ Yf = m

Qm

where vy = ﬁ—gf, Ym = 1o2—, and ay is the capital share in the total gross domestic product. Adding both
shares in the final good sector gives

\ we L ay — Ym(l —ay
Y ) (1) 1= ay)

(48)
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The share of health care spending on the total output is

q M, _ 1 weLy B th{ _ 1 | ay - ay —ym(l —ay) . (49)
Y; 1—ap Y; Y; 1—an Vf— Ym

Thus, using the last two equations we can determine the values of . and «,, that correspond to the studied
economy.

D Health Transitions

To model the health status transitions we follow Fonseca et al. (2020). For simplicity let Z¢ and Z}' behave
independently. Therefore the transition probabilities are given by:

eéoik+6lkj+62k log(m;)+d3x1u(Z5)

7r§-b(z]}-ﬁr1 = k|z;’ = LZ;,mj) = (50)

Zk/ eO0ik? F0147 5 +02p0 log(m;)+03y0 10 (Z5)

where i,k € {Good, Bad} and j is the age of the individual. Note that only dgs account for the origin and
the destination. Differentiating the probability of transiting from state ¢ to state k at age ¢t with respect to
m; gives

aﬂ;?(z?H = k|z]h =1i,25,m;) 1

o = p— (b2r — d2—1) W?]q,j(l - thk,j)a (51)
j J

Note: To shorten the expression we abbreviated W?(z]’ql = k|z§Z =1i,25,m;) = w?k’j and by —k the opposite
state of k (e.g. if K = G, then —k = B).

E Solving the Household Problem

Since we will solve the problem recursively, we will denote the total expected utility of the agent at ¢ with cap-
ital W, pension benefits Bj, state of the Markov chain Z; = (Z]h, Zj), conditional on being in state (; in the
current period, with the total number of children Z¢, and initial characteristics 6 by V;(W;, B;j, Z;,(;|Z¢, e, 6).
The maximization problem is divided in three stages:

e j < J—1 (below minimum retirement age):
Vj(Wj, Bj, Zj, Cj = 0|ZC, e, 9) = max {Uj(xj, Cj = O|ZC7 e, 0)
+ BEm, [75:1(Z} )Vie1(Wit1, Bjga, Zis, G = 012, €,60)| Z]
+Ulh; + Vi + V(T (2%, e) — 4 — hy) } (52)
e J<j<Jand (; =0 (not yet retired):
ViW;, By, Z5,(j12% e,0) = max  {Uj(z;,(;12%¢,6)
™m;,%5,C541
+ BEm, (751 (20 )Vt (Wis1, Bia, Zji1, Gl 2, €,0)| Z]
+Ulh; + V5 + V(T (25, ) — 4 — hy) } (53)
e J<j<Jand ¢ =1 (individual is already retired) or j > .J:
V](W]7 B]a Zja Cj = 1|an €, 9) = max {Uj(x_ﬂ C_] = 1|ZC7 670)
+BEm, [1541 (2} )Vier Wi, Bjrr, Zjn, G = 112°,€,0)| Z5]
+Ulh; + Vi + V(T (2%, e) — 4 — hy) } (54)
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The optimization problem is subject to the inter temporal budget constraint:
Wi = RyWj + (1= G)[djyr;(Zs, e,0) + (23] + By — 55 (cs + i) — B} my (55)
and the dynamics of pension benefits:

B = R;¢3 1 (e)Bj + @jyi(e)miwiyr;(Z;,e,0) for ¢ =0, (56)
it Bj fOI‘ Cj = 1

The remaining constraints are given by

h; >0
;>0
Tj(ZC7€)7£j7hj 20
VIhj =0
Vfgj =
Vi (Tj(Z¢,e) — ;= hj) =0
hol ol
vi,vi,v; >0

which results from the limited total time available, and 1/]’?, Vf, uj» denote the Kuhn-Tucker multipliers neces-

sary to solve the constrained optimization problem. Further, income is given by
yr;(Zj,e.0) = gapfe;(e,0)1(Z) (1 — " 1(Z})(T(Z°,e) — £; — hy) (57)

We derive first-order conditions (FOCs) by differentiating (52) with respect to every control variable.
Before the individual reaches the minimum retirement age, i.e. j7 < J, the FOCs only have to be solved for
¢; =0. Assoon as j > J, FOCs for both {; = 0 and ¢; = 1 have to be calculated and both sets of optimal
control variables have to be compared. Then the set of controls with highest expected lifetime utility is
chosen. If G=1 for some j, then ¢j=1forall j > 7, so the FOCs have only to be calculated for ¢ =1

> 2

87rh(Z]h+1, Z;L\Z;,t,mj)

(24 |Z;'L)7T;+1(Zg}‘l+1)

8mj
Zy,,€L 2", €{G,B}
e X Vigr(Wyga, Biyr, Zi4 1, 2141, Gl 2, €, 0)
o Vi1 (Wi, Bisr, Zji, Cion| 26, €, 0)
_ m : h JH1I\VYV g +1, Py+1, £5415 55+1 » &y h r7u
= R;p;'Enpy, |:7T;+1<Zj+1) oW1 43,75
= . s OVix1(Wii1,Biy1,Zi11,(11]Z¢, e, 0 u
c: Uc(zj’Cj‘Zj7e,0) — ijjBEmj |:7Tj+1(Z]}'L+1) ]+1( Jj+1 Jgév J+1 J+1| ) Zjhvzj:|
J+1
. D _~C s % W; 7B‘ 7Z' 7C' aneve u
it Ui(xj, (il Zs,e,0) = RipSBEy, [wjﬂ(zjhﬂ) i1 (W Jg%/;“ 1l ) ZJ’-‘,ZJ.]
j

Un(x5,i1Z,e,0) = (1= ¢;)gaple;(e, 0)1(Z) (1 — 6"1p(Z}))

s h \OVie1(Wit1,Bj+1,Z541,64+112% €,0) ~
L SE T541(Z541) oW, 11 wj + g
: X . h
by c 1779
s h \OVit1(Wit1,Bj41,Z5+1,(+11Z%e,0) S,
+7501(Z4) 98,11 pj+1(e)Tyw;
h l
VY
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Ui, i1 Z5,e,0) = (1 = (j)gapie;j(e, 0)1p(Z;)(1 - 6h1B(ZJh))

Vi1 (Wit1,Bi41,Z541,Ci1112°%,e,0) ~
T (2 ) PO B R G L0
J
C: X BEn, ANA
s h \OVit1(Wjt1,Bi41,Z5+1,6+112°%,¢,0) S
+ i (Z5) B} Frva—— pi+1(e)7y w;
¢,
Vj-i-l/j

C: (= argcggf}(Uj(xj,C\ZC,e,ﬁ) + BEm, [751(Z0 )Vis1t (W1, Bjgr, Zj41,¢1 2% €,0)|Z5])  (59)

Further we obtain the envelope condition (EC) by differentiating (52) with respect to Wj:

oV;(Wj, By, Zj, (1 Z¢,e,0) _ s on Vi1 (Wis1, Biv, Zj, G126, e, 0)
W o = R; BEn, 7Tj+1(Zj+1) W11 Zj| (60)
= s Vi1 (Wis1,Bjr1,Z5411Ci41,%%,e,0
B oV;(W;, Bj, Z;,(|Z¢, e, 0) R; 6711(¢) FEm, [Fj“(ZJhH) pe (e ]a%jﬁl“l o )‘Zj} for ¢; =0
: aB = . . . P " e
7 ﬂEm] [W§+1(Z;L+1)6‘/_7+1(WJ+1;B]gé;iJl‘FlnCJ‘Fl‘Z ,e,0) ’Zj:| for Cj =1
(61)

F Parametrization and Calibration

Most parameters of the model will be estimated combining information from the existing literature, the
optimal conditions, and data provided by Work Package 3. To estimate the parameters governing the unob-
servable variables, the model will be structurally calibrated. In particular, we will replicate the educational
distribution and the income distribution of several European countries. The calibration will be done applying
the Bayesian melding method (Poole and Raftery (2000)) with the incremental mixture importance sampling
(IMIS) algorithm (Raftery and Bao, 2010). Within our model framework we will then study how different
pension reforms may induce a redistribution across different SES groups.

The model will be implemented with economic and demographic data from various sources, including
SHARE, EU-SILC, National (Time) Transfer Accounts, National accounts, WIC Human Capital Explorer,
Furostat, and others, for a specific group of European countries.
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