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Abstract In this article, we investigate the effect of demography on wealth
inequality. We propose an economic growth model with overlapping generations
in which individuals are altruistic towards their children and differ with respect to
the age of their parent. We denote the age gap between the parent and their child
as generational gap. The introduction of the generational gap allows us to analyze
wealth inequality not only across cohorts but also within cohorts. Our model predicts
that a decline in fertility raises wealth inequality within cohorts and, simultaneously,
it reduces inequality at the population level (across cohorts). In contrast, increases
in life expectancy result in a non-monotonic effect on wealth inequality by age and
across cohorts.

1 Introduction

The share of total wealth owned by the top 10% of the population has increased
during the last decades in Britain, France, Sweden, and US (Piketty 2014), among
many other countries. Inequality, in general, and wealth inequality, in particular,
have become of main concern among policymakers and researchers, given that it
can create political instability and prevent long-run economic growth (Alesina and
Perotti 1996).

According to Piketty demography is one of the most important factors explain-
ing wealth inequality. Specifically, demography can influence wealth inequality
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through: (1) changes in fertility, (2) changes in longevity, and (3) shifts in the age
structure of the population. The first factors are related to the evolution of savings
over the life cycle, the capital intensity of the economy (Bloom and Williamson
1998), and inheritances. Inherited wealth is frequently associated to the privileged
and the lack of meritocracy, which prevents innovation (Piketty 2014). However, the
effect of demography on inheritances (or bequeathed wealth) is not straightforward.
On the one hand, if people live longer, wealth will be based largely on human
capital (rather than on inheritances) and hence population aging will reduce wealth
inequality. On the other hand, as rising longevity increases life cycle savings, wealth
will be more unequally distributed across age groups and hence population aging
will increase wealth inequality (Goldstein and Lee 2014). Also, the impact of
fertility on wealth inequality is a priori ambiguous. If people have less children, the
share of young individuals with low savings will fall and thus wealth inequality will
be reduced (Vandenbroucke 2016). However, if people have less children, freeing
up household’s resources, savings will increase and, consequently, wealth inequality
will rise.

Given the myriad of offsetting effects, in this article, we are interested in
disentangling the effect that demography has on wealth inequality through bequests.
In particular, should we expect greater or lower wealth inequality in the face of
population aging? What is the effect of demography on intergenerational wealth
transfers and how will these transfers change wealth inequality? Answering these
two questions requires a well-founded economic and demographic model. However,
many models give more importance to the economic assumptions and oversimplify
the demographic assumptions. Indeed, in many economic models the population is
divided into a finite number of age groups, typically only two, and childhood is
either neglected or assumed to be optimally chosen by children according to their
own budget constraint. As a consequence, much of the age variation that occurs in
real life is neglected and, therefore, many of the results, which often depend strongly
on such assumptions, can be flawed.

To improve our understanding of the effect of demography on wealth inequality,
we introduce more realistic demographic features in a standard continuous-time
overlapping generations (OLG) models. Specifically, we characterize individuals
not only by their age and time (cohorts) dimensions, but also through the age gap
between parents and children (from now on generational gap). The introduction of
the generational gap, as a third dimension, helps to better analyze wealth inequality,
since we consider explicitly the existence of different types of individuals that differ
according to the time and quantity of inheritance received. As recently acknowl-
edged by Alvaredo et al. (2017), this is an important feature for understanding the
aggregate wealth accumulation process, given that it avoids the unrealistic results
of the representative agent approach (Kotlikoff and Summers 1981; Kotlikoff 1988;
Modigliani 1988).! As far as we know, this is the first time that heterogeneity by

1 Alvaredo et al. (2017) cope with the representative agent approach by assuming a dual population
model with ‘savers’ and ‘rentiers’.
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generational gap is introduced into a theoretical OLG model. Further, following
Tobin (1967) and Lee (1980), we consider that individuals face a probabilistic
lifespan and two distinguishable periods over their life cycle. A first period of
dependency, or childhood, in which individuals rely on the consumption decisions
made by parents and a second period, or adulthood, in which individuals build up
their own household, have children, determine the consumption of the household,
and save. To compare our results to the recent paper by Onder and Pestieau (2016),
we also assume individuals save for retirement motives and for the joy of giving
bequest. In line with empirical findings, we consider parents are altruistic and
maximize the bequest per capita left to each child (see section 2.2.3 in Arrondel
and Masson 2006). To keep the model computationally tractable, while maximizing
the available demographic information, we assume each household head represents
the average individual within a cohort with a given generational gap.> Thus, under a
perfect annuity market and the joy of bequeathing, the fraction of wealth annuitized
by each individual will be associated to the probability of having children.? As the
macroeconomic framework we assume a small-open economy in which wage rates
and interest rates are determined in international markets.

We should stress that in this paper we abstract from other important channels
(besides fertility, mortality, and the age structure) through which demography may
affect inequality. In particular, wealth inequality can also be driven by differences
in the population composition; e.g., gender. For instance, Greenwood et al. (2014)
show for the US that the increasing positive assortative mating together with the
increasing labor force participation of women explains the increase in house-
hold income inequality from 1960 to 2005. Another important source of increasing
inequality is the rising proportion of single parenthood, whose children generally
face later in life a disadvantaged position (Chetty et al. 2016). However, moving
from a one-sex model to a two-sex model requires many additional assumptions
and complex interactions that would prevent us to obtain unique results. For this
reason we opted for excluding population compositional effects. We restrict our
analysis on wealth inequality and its relation to demographic factors. We therefore
exclude the effect of labor income inequality and the effect of pension systems
on our decision variables, which trigger inequality when there are compositional
changes in the population (Greenwood et al. 2014; Chetty et al. 2016).

Given the non linear properties of our optimality conditions, we cannot ana-
lytically solve the model and we need to rely on numerical simulations. Our
results are based on the following principle: individuals whose parents are older
receive their bequest earlier and capitalize it over a longer period of time. Thus,
demography causes wealth inequality (within cohorts) because individuals with a
greater generational gap, or age gap between parents and children, have a higher

2 A more realistic model, but also more complex and computationally burdensome, would be to
assume a stochastic setting in which each individual also faces a probabilistic family size.

3 At the individual level, this result is equivalent to say that only childless individuals annuitize
their wealth, which is consistent with Yaari (1965) framework.
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financial wealth over the life cycle. Moreover, wealth inequality diminishes with
age given that wealthier individuals also have higher consumption.

The results are divided into the effect that demography has on wealth inequality
at the individual level (within cohorts) and at the population level. At the individual
level, our simulations suggest that a decline in fertility is associated to an increase
in wealth inequality within each age group, while an increase in life expectancy
has a non monotonic effect on wealth inequality at each age. At the population
level, however, our simulations suggest that a decline in fertility reduces wealth
inequality, while an increase in life expectancy has a small non monotonic effect on
wealth inequality.

The paper is organized as follows: Sect.2 introduces the demographic char-
acteristics of each household, the different sources of wealth accumulation, and
the preferences of the household head. In Sect. 3, we analytically solve the model
and provide the intuition for wealth inequality. Section 4 introduces the population
model and the aggregate physical capital wealth of the economy. In Sect. 5, we solve
the model numerically and show how population aging reduces wealth inequality.
We conclude and give suggestions for further research in Sect. 6.

2 Model

2.1 Households

The approach used here to represent the optimal household head’s decisions over
the life cycle borrows from the model proposed by Yaari (1965). We extend this
model in two dimensions. First, by taking into consideration the average number
of children that a cohort bears over the life cycle and, second, by introducing an
additional time dimension in the analysis: the age difference between the parent and
the child or generational gap. We denote with the letter / the generational gap.

Individuals face death and a changing family size along their life span based
on age-specific mortality and fertility rates, which vary across birth cohorts. Let us
denote age by x and the year of birth by t. We represent the individual lifetime
uncertainty by the survival function

S(x,r):exp{—/ox M(a,r)da}, @))]

where S(x, 7) is the probability that an individual born in year t survives to age x.
The probability of surviving satisfies that S(0, ) = 1 and S(w, ) = 0, where w is
the maximum age, and w(a, ) > 0 is the mortality hazard rate at age a by the same
individual. To account for the fact that households are comprised of a household
head and dependent children, while household heads may also have non dependent
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children living in a different household, we build the following two demographic
measures:

nx,t) = / Sx =1, t+Dm(, t)dl, (children/heirs)
0
(2)
* S, 1) )
hix,7) =1 —i—/ S(x =1 m(l,t)S(x — 1,7 +1)dl, (household size)
x—A S(-xv T)
(3)

where n(x, t) represents the total number of heirs, or offspring, of an individual
born in year 7 at age x. h(x, t) is the size of the household measured in terms of
equivalent adult consumers. The first term after the integral sign in Eq. (3), §(x — 1),
reflects the equivalent scale of a child at age x — [ relative to the consumption of
the household head. Notice that due to the existence of mortality risk households are
formed not only by offspring but also by orphans. For simplicity, we assume orphans
are raised by surviving household heads belonging to the same cohort, which is
being taken into account through the fraction g((i?) 4 The function m(l, 7) is the
fertility rate of an individual born in year 7 at age / and S(x —/, v 4) is the survival
probability of a child born in year t 4 [ to age x — [. Letter A represents the age at
which individuals become independent and build up their own household.

Suppose there are three sources of wealth accumulation. Let us denote by
k(x, T, 1) the wealth held by an individual born in year t at age x whose parent is /
years older. The first is the revaluation of the existing wealth via the sum of interests
received on existing wealth, rk(x, t,[), plus the mortality risk premiums received
from annuitizing a fraction 6(x, t) of the total wealth, 6 (x, T)u(x, v)k(x, 7,1).
Given a laissez-faire economy, we assume for consistency that 8 (x, ) reflects the
fraction of individuals at age x, born in year 7, who do not have children. This is
equivalent to say that the fraction of individuals who have children, 1 — 6(x, 1),
transfer all their wealth to their heirs, whereas the fraction of individuals who do
not have children, 6 (x, ), fully annuitize their wealth. From Eq. (2) the probability
of an individual born in year t of not having children at age x is’

O(x,7) =exp{—n(x,1)}. (Y]

4 i((jrr)) denotes the probability of individuals to survive up to age x given that they have been alive

at [ (at the age of childbearing). The reciprocal value thus divides the orphans to the surviving

individuals of the same age-group. Note that g((i?) =l M@ da 5 | for ¢ [x — A, x].

SFor the derivation of (4) note that the fraction of x-year old individuals without children is reduced
at age 7 (t < x) by the fertility rate times the corresponding probability that the children survive
up to age x — ¢ (corresponds to age x of the individual). These dynamics can be formalized as
é(t, ) = —0(t, v)m(t, v)S(x —t, v) with ¢ € [0, x] and 6(0, ) = 1. The solution yields (4).
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The second source of wealth accumulation is the bequest received from the death of
the parent, which we denote by B(x, t,/). We assume parents split their wealth
among their surviving offspring equally.® The amount of wealth received as a
bequest by an individual born in year t at age x from a parent who is / years older is

Sx+1,t-1)
Bx,t,)=ux+1,t-10) kx+1lL,t—Dnx+1,t—1)forx <w-—1I.
S, t—=1)
(%)

The first two terms on the right-hand side of Eq. (5) denote the probability that the
parent dies at age x 4 . The third term is the amount of wealth left by the parent at
death, k(x 4+, T — ), and the last term is the fraction of wealth that corresponds to
each offspring, which is given by

=0+t
nx+1lLt—-10)= n el —1) (6)

The numerator of (6) is the probability that an individual born in year t — [ at age
x + [ has at least one child (i.e. 1 — 6) and the denominator reflects the total number
of living offspring (or siblings). For illustration, Fig. 1 shows the fraction of wealth
annuitized as a function of the number of children within the cohort () and the share
of wealth that an individual receives as function of the number of offspring from the
parent (). From Fig. 1 we can see that an individual belonging to a cohort with an
average of two offspring per adult (n = 2) annuitizes around 13.5% of her wealth
and leaves around 43% of her wealth to each offspring. If an individual belongs to

Fig. 1 Fraction of annuitized 1
wealth (6) and fraction of )
wealth received according to \
the number of children within 0.8 '\‘
the cohort (1) '

06 \\

04f NI= S

K =e n\\
02 L . ——
0 1 2 3 4 5

Number of children within the cohort (n)

SIf the bequest is received before reaching the age A, we assume the household head raising the
orphan commits to invest the inheritance and to pass it on to the orphan once the child reaches the
age A.
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a cohort with an average of four offspring per adult (n = 4), she annuitizes around
2% of her wealth and leaves close to 25% of her wealth per child.”

Comparing (4) to (6), and as illustrated in Fig. 1, it is worth stressing that for any
number of children n > 0 the fraction of wealth received (1) is always greater than
the fraction of wealth annuitized (6).

The third source of wealth accumulation is savings out of labor income. We
denote by y(x, t) the labor income generated by the household head born in year
T at age x. The total consumption of a household run by a household head born
in year T at age x, whose parent is / years older, is denoted by c(x, t, /). Let the
labor income of an individual born in year t at age x be given by I'(t + x)y(x),
where I'(t 4 x) is the labor-augmenting technological progress and y(x) is the labor
income profile which has an invariant shape over time with respect to age.

Adding all three sources of wealth accumulation we can represent the average
change in wealth of a cohort born in year 7 at age x, whose parent is [ years older,
as follows:

[r +0(x, t)u(x, t)lk(x, t,01) + B(x,7,l) forx <A,
ok(x,t,l)
ox T Ir+60G, Hulx, lk(x, 7,1 + B(x, t,1)
+yx, 1) —clx,7,0)

(N

forx > A.

The first period in Eq. (7) corresponds to the accumulation of the average wealth
before age A, while the second period represents the accumulation of the average
wealth during adulthood. As it is standard, we assume individuals are born with zero
wealth, i.e. k(0, 7,]) = 0.

2.2 Preferences

Suppose household heads have additively separable preferences that are represented
by isoelastic functions U (that satisfy the Inada conditions: U’ > 0, U” < 0,
with U being continuously differentiable, U’(0) = oo, and U’(c0) = 0) of their
own consumption and the average bequest left at death to each child. Assuming
no subjective discounting, the expected utility of a household head born in year t,
whose parent is [ years older (generational gap), is

@ S 9 9 7l
EU(c):/A S((Z?) {U(C}(l)(cx’tr))>+au(x,r)U(n(x,t)k(x,t,l))}dx.
(8)

7One should notice that by assuming a one-sex model, we are forced to unrealistically double the
proportion of wealth annuitized. However, this is not the case for the fraction of wealth received,
since the higher number of siblings, as a result of using a two-sex model, is offset by the fact that
individuals receive the bequest from two parents.
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Note that Eq. (8) extends Yaari (1965) expected utility by introducing the household
size and the number of offspring. Parameter « > 0 controls for the degree of
altruism towards the children; that is, the subjective weighting for giving bequest.
The second term inside the brackets represents the fact that the household head
not only takes into account the amount of wealth bequeathed to each offspring,
n(x, T)k(x, 7, 1), but also the time at which the bequest is given, g((fx”?)u(x, 7).
This last demographic function is the probability of dying at age x, conditional on
having survived to age A, for the cohort born in year 7.

It is worth noting that the instantaneous utility functions used for consumption
and for bequest are the same in (8). This specification guarantees the existence of
a stable consumption path once that we consider an exogenous productivity growth

in a general equilibrium model.

3 Analytical Solution

The consumption path ¢ that maximizes the expected utility (8) subject to the
constraint (7) is the one that solves the Hamiltonian®

H(k, c, 1, x) = SU(c/h) +auSU (nk) + A ([r +0ulk +B+y —c), 9)

where A is the adjoint variable related to k and S denotes the probability of survival
conditional on being alive at age A. We obtain the following first order condition
(FOC)

Ho = S[h1™'U'(¢/h) — » = 0. (10)
Equation (10) determines the optimal consumption path. The dynamics of the

adjoint variable is given by

A -
or = —[r +0ulr —auSnU’ (nk) . (11)

Suppose from now on U (c) = log(c). Then, the optimal consumption path can be
characterized by the system of equations:

A -

5 =—[r+0ulr —auS/k, (12a)
x

dk -

) = lr+0ulk+ B +y =5/, (12b)

8Evely pair (c(-), k(-)) that fulfills the necessary optimality conditions (10)—(11) are a unique
optimal solution of the household problem (9), since the Mangasarian sufficiency conditions (see
Theorem 3.29 in Grass et al. 2008) are fulfilled. Note that the discontinuity of the dynamics of k at
A is no contradiction since the time horizon of the household is [A, w]. The behaviour during the
period [0, A)is assumed to be determined by the parents.
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and the boundary conditions
k@, 7,l) =0and k(w, 7,1) = 0. (12¢)

The above system of equations is clearly non-linear. Nevertheless, analyzing the
dynamics of the average consumption per adult we can give some insight about
the implications of introducing children into the model. Differentiating (10) with
respect to x and using (11) we obtain the dynamics of consumption

10dc

Caxzr—i—,u’a;—(l—O)}. (13)

The first term in the right-hand side of (13) is the standard Euler condition when
individuals purchase actuarially fair annuities and there is no subjective discount
factor. The second term reflects the degree of impatience that arises from having
children, whose size depends on the degree of altruism towards the children. For
a positive second term, household heads become more patient. This is because
household heads reduce their consumption in the present and postpone it to later
periods. However, if the second term is negative, then household heads become
more impatient.

Except for the trivial case that « = 0, a priori, nothing guarantees that the second
term in the right-hand side of (13) will be either positive or negative. Indeed, given
that the set of variables {c, k, n} evolve over the life cycle, we can expect periods
in which household heads are patient and periods in which household heads are
impatient. To illustrate this point, we show in Fig. 2 the degree of impatience at a
given age x as a function of the number of children and the value of o, which is
a weighted measure of the consumption to capital ratio. The negative relationship
between the ratio ; and the number of children, n, is embedded in the expected
utility. Indeed, we have from (8) that individuals maximize the value function

Fig. 2 Degree of impatience 2
by number of children within
the cohort ary
Patient
1-46
1 [T---_ -
\\\\\\\fl\lf
Impatient Tes
0 1 2 3 4 5

Number of children within the cohort (n)
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according to the bequest received per offspring. Thereby, an increase in the number
of children, n, leads to a fall in consumption, and hence an increase in savings, in
order to maintain the same level of bequest per offspring. For any value of o} above
1 — 6 individuals become more patient (see the white area). In contrast, values of
o below 1 — 6 imply that individuals become impatient (see the gray area).

Bequest also affects household head’s behavior—i.e. consumption and saving—
through a wealth effect. The wealth effect refers to changes in consumption due
to changes in lifetime income. Assuming a fixed labor income profile for all
individuals, then consumption and savings heterogeneity within a birth cohort can
only be explained by the difference between the bequest given and the bequest
received. This is clearly seen analyzing the lifetime budget constraint at birth.
From (7) and using the boundary conditions (12c), the lifetime budget constraint
of an individual born in year t whose parent is / years older is’

w w
/ e "S(x, t)elx, T, Ddx =/ e "S(x, 1)y(x, T)dx + Tg(0, 7, 1), (14)
A A

where T (0, t,/) is the bequest wealth at birth; that is, the expected present value
at birth of the difference between the bequest received and the bequest given

Tp(0,7,0) = /wef”S(x, D {B(x,7,l) — ulx, D[1 = 0(x, D)lk(x, 7, D)} dx.
0
15)

A positive (resp. negative) Tp (0, t, [) implies that individuals will not only consume
more (resp. less) than they expect to earn over their lifetime from work, but they will
also start at age A with a higher wealth. Multiplying (15) by e"4/S(A, 1) gives

rA

k(A t,l) = S(: 2 Tg(0,7,l) =Tp(A, 7,0). (16)

Therefore, wealth inequality at age A is explained by differences in bequest wealth.
Moreover, under the assumption that all individuals born at time ¢ face the same
fertility and mortality rates, differences in bequest wealth at birth are explained by
the generational gap. In order to clearly see whether a greater generational gap
positively impacts on bequest wealth, we differentiate B(x, /) with respect to [/,
see Eq. (5). Note that for expositional clarity we get rid of the time of birth. Thus,
we have

8B(x l) r’),u((;cl-i-l) Bk(glJrl) 3n(§l+l)
= B, —[ux+D—pnd]+ + .
al OO\ ey D= Oy T e+

a7

91n order to get (14) it is necessary to add and subtract u(x, t)k(x, 7, /) in (7).
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According to (17) the impact on the bequest received of an increase in the
generational gap depends on three components: (1) the evolution of the mortality
rate of parents; (2) the rate of change in the financial wealth profile of parents;
and (3) the rate of change in the share of wealth that each surviving heir receives.
Note that the first component and the third component are frequently neglected in
models that assume a constant mortality hazard rate and a fixed number of heirs.
First, given that the mortality rate is an increasing function with respect to age when
individuals are adults, the sum of the first three components inside the parenthesis
is initially positive and it turns negative as the individual ages.'? As a consequence,
ceteris paribus (2) and (3), bequest received initially rises with an increase in the
generational gap, since the senescence rate is greater than the probability of dying
of the parent, and then it falls due to the increasing mortality rate of the parent. With
respect to the second term in (17) that reflects the rate of change in the financial
wealth profile, we know from the life cycle theory of saving that the financial wealth
will be hump shaped with age. Therefore, an increase in the generational gap will
reduce the effect of the rate of change in the financial wealth on bequest. And third,
we have from (4) and (6) that the sign of the rate of change in the share of wealth
that each surviving heir receives is equal to the sign of the inverse of the rate of
change in the total number of heirs

an(x+1) on(x+I)
. a1 . ol
si1gn = —S1gn
¢ [n(erl)} £ [n(xw)}

= sign /X—HM(X_H_Q) S(x 41 —aym(a) da— m(x +1)
0 Sl —om@dz - nE+D |

(18)

Equation (18) implies that when the number of heirs starts declining (resp.
increasing) a greater generational gap / will have a positive (resp. negative) impact
on the bequest received. Hence, when n increases (18) will decrease, whereas when
later in life n does not change, the mortality effect (as represented in the first term of
Eq. (18)) dominates and thereby the rate of change in the share of wealth that each
surviving heir receives increases.

To illustrate the combined effect of the three components in (17), or the effect
of increasing the generational gap on bequest, Fig.3 shows the average bequest
received over the life cycle of two representative individuals, that belong to the same
birth cohort but differ with respect to the age of the parent, who are 22 and 45 years

10Assuming a Gompertz-Makeham law of mortality, with p(x) = ae®™ + ¢ where a, b, ¢ > 0, the
sum of the first three components inside the parenthesis of (17), denoted by f (x), is approximately
equal to b — ael! (ehx — 1). Thus, we have that f(x) > 0forx < xg and f(x) < O forx > xo,
with xg > 0.
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Fig. 3 Per capita bequest given (dashed) and received (solid) by generational gap. Notes: Units
relative to the average labor income between ages 30 and 49. The first term in B(x, /) and k(x, /)
denotes the age of the individual, x, while the second term denotes the generational gap, /. Both
bequest profiles are derived using an annual interest rate of 3%, and fertility and mortality rates
with an average TFR of 2.5 and a life expectancy of 65 years

older, respectively. Comparing both bequest profiles, we observe that individuals
with older parents receive their bequest earlier. This demographic characteristic
is key for explaining wealth inequality since those individuals who receive their
bequest at young ages can capitalize it over a longer period of time. Moreover, the
area below each bequest profile is fairly similar. Thus, wealth differences between
individuals belonging to the same birth cohort are driven by the age at which the
bequest is received, and not by the amount of bequest left.

To see the impact on financial wealth of receiving the bequest early in life,
Fig. 4 shows the bequest wealth and the financial wealth by generational gap. In
Fig. 4a it can be seen how bequest wealth at age A rises as the generational gap
increases. Given that the area below the bequest profiles in Fig. 3 are roughly equal,
the positive relationship between the bequest wealth, see (15), and the generational
gap is explained by two discounting factors: the survival probability S(x) and the
interest rate r. The higher the value of r and the lower the survival probability
S(x), the more the bequest is discounted, and hence the lower the bequest wealth.
Figure 4b shows how the financial wealth rises with increases in the generational
gap between ages 25 and 65. The positive relationship between financial wealth and
the generational gap persists over the life cycle, although the difference diminishes
as individuals age.
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25 30 35 40 45 25 30 35 40 45
Generational gap (I) Generational gap (I)

Fig. 4 Impact of the generational gap on bequest wealth and financial wealth. (a) Bequest wealth,
Tp(A, ). (b) Financial wealth, k(x, ). Notes: Units relative to the average labor income between
ages 30 and 49. First age of making decisions, A, is set at 22. Like Fig. 3 all profiles are derived
using an annual interest rate of 3%, age-specific fertility rates with an average TFR of 2.5, and
mortality rates with a life expectancy of 65 years

4 Aggregation

Before aggregating the optimal life cycle decisions of our individuals and obtaining
the aggregate measures, it is necessary to know the age distribution of the pop-
ulation. Under the assumption of a closed population, we will consider the same
demographic information as explained at the household level (i.e. age-specific
fertility and mortality rates). We will also consider that all individuals born at time
t face the same fertility and mortality rates.

4.1 Demography

Let us denote by N (0, t, ) the total number of births at time t born from a parent
of age [. Hence, the number of people born at time t, from a parent / years older,
that survive to age x =t — t, with 7 > 7, is

Nt—-—t,7,) =St —7,t)NQO, 7,I). (19)

From (19) we can calculate the size of the population of age x = ¢ — t at time ¢ as

N(t—‘[,T):/wN(t—'C,‘L',l)dl. (20)
0
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Using the age-specific fertility rate, we can then calculate the birth sequence from a
parent of age x =t — T at time ¢ as

N@O,t,t —1) =m(t — 1, T)N({ — 1, 7). 1)

Integrating over all ages of parents, and using (20) and (21), the renewal equation
becomes

13 13 w
/ NQO,t,t —t)dt = / mE—1t,7)S(t —1,7) {/ NQ,, l)dl} drt.
t—w t—w 0
(22)
Note that if we substitute fttfw N, 1,1 —1)dt for N(0, 1) and [y’ N(0, T, 1)dlI for
N(0, 1), Eq. (22) is the standard renewal equation.

Integrating over all birth cohorts and generational gaps, the size of the population
at time ¢ is

t [0)
N(t):f f Nt — 7,7, Ddldt (23)
t—w JO

and the dynamics of our population in year ¢ is

dAN(t)

t w
f {[m(t—t,r)—,u(t—t,r)]/ N(t—r,t,l)dl}dt, (24)
dt —w 0

which is also the standard balancing equation of a closed population.

4.2 Aggregate Physical Capital Wealth

To obtain the law of motion for aggregate physical capital, we define aggregate
stock of physical capital at time ¢, K (), aggregate consumption at time ¢, C(t),
and aggregate labor income at time ¢, Y;(#), by integrating the financial wealth,
consumption, and labor income over all ages (i.e. x =t — ) and generational gaps

t w

K1) :/ / k(t—t,7,)N(t — 1, 1,DdldT, (25)
t—w JO
t—A w

C() =/ / ct—t,t,h)N({t —7,7,D)dldr, (26)
t—w 0

t—A w
Yi(t) = f / y(t — 7, T)N(t — 7, 7, Ddldr. 27)
t—w JO
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Differentiating (25) with respect to time yields

dK (¢ CrO kG —1, 1,1
@) =[ / =00 D e — v e Ddldr
dt —w JO ot

! @ ONt—1,1,1)
+ kit —7,7,0) dldt
t—w JO ot

+/ k(O,t,l)N(O,r,l)dl—/ k(w, 7, )N (o, 7, )dl. 28)
0 0

From (7) and given the boundary conditions k(0, t,/) = k(w, 7,[) = 0, it follows

1 [0}
dK (1) :/ / ([V—F@(I_Tyt)ﬂ(t_‘[??:)]k(t_T’T’l)
dt t—w JO

+ Bt —t,7,D))N(t — 7,7, Ddldt

t—A w

~|—f / (y(t—t,r)—c(t—r,t,l))N(t—r,t,l)dldr
t—w JO
t

—/ uit —t,71) /wk(t—T,‘E,l)N(t—‘L',T,l)dldl’. 29)
t—w 0

From (25)—(27) and after rearranging terms, we have

dK (1)
=rK@®)+Y,(@)—C()
dt
t w
+/ / Bt —rt,t,DN(@ —1,71,l)dldt
t—w JO

t w
—f w(t — 7, o)l —9(t—1:,t)]/ k(t — 7,7, Nt — 7, T, )dldx,

t—w 0
(30)

where the sum of the last two components of (30), which represents respectively the
total bequest received and the total bequest given, is equal to zero. See a detailed
proof in appendix section “Total Bequest Given Equals Total Bequest Received”.
Note that (30) is the standard law of motion of the aggregate stock of capital in
a closed economy. Hence, as it should be expected, the aggregate stock of capital
increases over time when the total income generated in the economy—asset income
plus labor income—exceeds total consumption.
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5 Impact of Demography on Wealth Inequality

5.1 Data

Demographic Data In order to understand the impact of demography on wealth
inequality, we will set up scenarios with different combinations of life expectancies
(LEs) and total fertility rates (TFR). To have a clear result—without mixing changes
in the age-shape with changes in levels—, we calculate the life expectancy and the
total fertility rates using the same underlying vital rates as follows'!

w X -
LE = / e~ Jo Beita)da g, (31)
0

TFR = /w B i (x)dx, (32)
0

where [t(x) and m(x) are, respectively, the average mortality hazard rate and the
average fertility rate at age x observed in the selected years 1900, 1925, 1950,
1975, and 2000 in the US; and where 85 and B are, respectively, scaling factors
that adjust the mortality and fertility profiles so as to match the life expectancy to
ages ranging from 50 to 90 years old, and the total fertility rate from 1.5 to 5 births
per woman. The population size of each age group will be derived by applying (31)
and (32) to the population model presented in Sect. 4.1.

Economic Data To complement our model with economic information, we assume
individuals become independent and set their own household at the age of 22 (A)
and live for a maximum of 110 years (). In order to generate in our model realistic
age-specific saving and thus wealth profiles, we take the labor income per capita in
the US in year 2003 from the National Transfer Accounts project (Lee and Mason
2011). Figure 5 shows the labor income profile normalized to the average labor
income between ages 30—49. To have clear results about the effect of demography
on the accumulation of capital, we assume the same labor income profile in all our
simulations, i.e. y(x, 7) = ['(t + x)y(x) with I'(t +x) = 1 forall 7, x.

The interest rate, r, is set at 3%, which roughly corresponds in a Cobb-Douglas
production function to a capital-output ratio of 4 with capital share of 0.33 and a
depreciation rate of 5% (Piketty and Zucman 2014). Finally, we set the degree of
altruism towards the children, «, at 1.5 in order to get an average capital-to-output

I Along the demographic transition age-specific fertility and mortality rates have not only
decreased, but also changed in shape. Ceteris paribus, changes in the age shape of both
demographic rates have an important impact on the generational gap (mean-age of childbearing)
and the mortality variance. Hence, these two demographic processes also influence the bequest
received and hence wealth inequality. However, given the limited space, we opt for investigating
in this article only changes in level.
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Fig. 5 Labor income per capita in USA, 2003. Source: www.ntaccounts.org

ratio of 4 in the median case scenario with a LE of 65 years and a TFR of 2.5
children per women.

5.2  Wealth Inequality

Our model works for any population structure and dynamics, however the results in
this section are derived for a stable population. The model accounts for two sources
of wealth inequality. At the cohort level, the inequality caused by the age at which
individuals receive bequest and, at the aggregate level, the inequality caused by the
age distribution of the population. First, we will focus on within cohort inequality
and we will analyze the same effect across cohorts.

To analyze wealth inequality we will use the coefficient of variation

VVIk]

clk] = E[k] °

(33)

where V[k] is the variance of financial wealth and E[k] is the average financial
wealth.

5.2.1 Within Cohorts

A novel characteristic of our model is the possibility of analyzing within cohort
inequality driven by different fertility and mortality patterns. As we explained in
Sect. 3, wealth inequality within the same birth cohort is caused by the fact that
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individuals receive their bequest at different ages (see Fig. 3). Children with older
parents receive, on average, their bequest sooner than children with younger parents.
As a consequence, the former group of children invest their inheritance over a
longer period of time than the latter group, which has the potential to create large
differences in wealth between individuals belonging to the same birth cohort.

To calculate wealth inequality within birth cohorts, we will use the coefficient of
variation, cc[k(x)] = ~/Velk(x)1/ Eclk(x)], using the following definitions:

Y 2N (x, 1)

Velk(x)] = fo (k. — Ecliol)” " Val (34)
e NG D)

Eclk(x)] = fo LN (35)

where V¢ [k(x)] is the variance of the financial wealth at age x and Ec[k(x)] is the
average financial wealth at age x.

From Sects. 2 and 3, we can identify four direct effects of an increase in fertility
on the financial wealth profile and bequest. First, an increase in fertility lowers the
bequest received given that the fraction of wealth that corresponds to each offspring
falls (see Egs. (5)-(6)). Second, since the proportion of childless individuals, that
are assumed to fully annuitize their wealth, declines with the number of offspring,
an increase in fertility is also accompanied with a reduction in the average interest
on wealth due to the lower proportion of wealth annuitized (see Eq. (7)). Third, the
increase in the number of children leads individuals to become more impatience (see
Eq. (13) and Fig. 2). And, fourth, since the bequest given increases with the number
of offspring, an increase in fertility leads to a decline in bequest wealth, i.e. Tp (see
Eq. (15)). Notice that the sum of the third and fourth effect reduces consumption
early in life and increase it at old age. Thus, an increase in fertility implies a rise in
savings early in life, which yields a higher average financial wealth, i.e. Ec[k(x)].
In contrast, an increase in fertility reduces the variance of the financial wealth
because of the fall in the bequest received. Therefore, an increase (resp. a fall) in
fertility unambiguously leads to a reduction (resp. an increase) in wealth inequality
within cohorts, given that the average financial wealth increases (resp. falls) and the
variance decreases (resp. increases).

An increase in life expectancy has two major effects. First, a rise in life
expectancy shifts the average age at death of any individual born in year 7
towards older ages—i.e., u(x, v)S(x, v) peaks at older ages—. Second, according
to the life cycle model, an increase in life expectancy also increases savings for
retirement motive in order to finance the additional years lived during retirement.
As a consequence, an increase in life expectancy yields an increase in the average
financial wealth. Combining both the demographic effect and the economic effect,
we have that an increase in life expectancy not only raises the expected bequest,
due to the increase in savings for retirement motive, but it also postpones the age at
which the bequest is received (see Eq. (5)), which will imply an increase and a shift
in the variance of financial wealth towards older ages.
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Fig. 6 Impact of changes in life expectancy (LE) and fertility (TFR) on financial wealth inequality
at selected ages. (a) Fixed LE = 50. (b) Fixed LE = 80. (c¢) Fixed TFR = 1.5. (d) Fixed TFR = 3.0

Figure 6 shows the impact of changes in life expectancy and fertility on wealth
inequality over a cohort’s life cycle. The contour lines denote the combination of age
and either life expectancy or fertility values that provide the same level of financial
wealth inequality. Higher contour values indicate a higher wealth inequality.

Our simulations show three important results. First, in Fig. 6a,b it can be seen,
for a given age x, that a decline (resp. increase) in fertility has no effect on wealth
inequality when the LE is low. In contrast, when the LE is 80 years, a decline
in fertility raises long run wealth inequality, while an increase in fertility reduces
long run wealth inequality. The latter result is similar to that recently obtained
by Onder and Pestieau (2016). As already explained, the greater wealth inequality
associated to a fall in fertility is caused by a simultaneous decline in the average
financial wealth and an increase in the variance. Second, in Fig.6c¢c,d it can be
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seen, for a given age x, that the effect of an increase in life expectancy on wealth
inequality is non monotonic. In particular, when the initial life expectancy is low
an increase in LE raises wealth inequality, while an increase in life expectancy
reduces wealth inequality when the initial LE is high. The non monotonic behavior
arises because of the postponement towards older ages of the bequest received. In
particular, the highest variance is reached at the age equal to the difference between
the life expectancy and the average generational gap. Thus, for instance, for a life
expectancy equal to 65 and a generational gap of 25, we can see in Fig. 6d that the
highest wealth inequality is reached around age 40. And third, it is worth noting that
in all panels in Fig. 6 the wealth inequality decreases with age when the only source
of inequality is driven by the generational gap. This is because the average financial
wealth increases over the life cycle. This result implies, when all individuals face
the same fertility and mortality, that the persistence in wealth inequality over the life
cycle is not due to the generational gap.

5.2.2 Population

Our model also allows to analyze the population wealth inequality taking into
consideration a realistic demographic structure. To calculate the wealth inequal-
ity of the whole population (N) through the coefficient of variation, cy[k] =
'V y[k]l/Ey[k], we use the following definitions:

)ZN(x,l)

VN[k]=/w /w(k(x,l)—EN[k] dldx, (36)
0 0

En[k] = K/N, (37)

where Vy[k] is the variance of financial wealth of the population, Ey[k] is the
average financial wealth of the population, K is the total assets held by the
population, and N is the total population size.

The impact of demography on population wealth inequality is explained by
the inequality both within and across cohorts. Recall that in Sect.5.2.1 we have
dealt with wealth inequality within cohorts. The impact of changes in fertility and
mortality on the financial wealth across age groups can be well accounted through
the change in the mean-age of the population. Figure 7 shows the mean-age of the
population that results from combining the alternative mortality and fertility rates
using the population model introduced in Sect.4.1. On the one side, we can see
in Fig.7 that for a given LE the mean-age of the population increases with lower
fertility levels. For instance, with a LE of 60 years, a decline in TFR from 4 to 1.5
raises the mean-age of the population from 25 to 40 years. On the other side, for
a given TFR, the mean-age of the population increases with higher life expectancy
levels. However, it should be noted that the mean-age of the population is affected
to a lower extent by a change in LE than by a change in TFR. For example, with
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a TFR close to population replacement, an increase in LE from 50 to 90 raises the
mean-age of the population from 35 to 45 years.

Combining the results in Sect.5.2.1 with Fig.7, we can explain the impact of
changes in fertility and mortality on the total wealth inequality. Our simulations
indicate that a decline in fertility decreases the financial wealth inequality, regardless
the life expectancy value (see Fig.8). This result is explained by the fact that,
although a decline in fertility yields an increase in the financial inequality within
cohorts, the mean-age of the population increases significantly, as Fig.7 shows,
which is associated to lower financial wealth inequality (see Fig. 6). Figure 8 also
indicates that the effect of a change in life expectancy on financial wealth inequality
depends on the mortality level on the one side, and its impact on the financial wealth
inequality which is rather small on the other. In particular, for a TFR level of 3,
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an increase in life expectancy, when LE is below 70 years, yields an increase in
financial wealth inequality. In contrast, an increase in life expectancy above age
70 reduces the financial wealth inequality.'”> Applying the same strategy as with
fertility, looking at Fig. 6¢ it can be seen that an increase in LE has a non monotonic
effect on wealth inequality within cohorts, which is reinforced with the increase in
the mean-age of the population.

6 Conclusions

In this paper we have estimated the impact that changes in fertility and life
expectancy have on wealth inequality. We have implemented a small-open economy
model populated by overlapping generations (OLG) in which individuals are
characterized by three time dimensions: age, cohort (time), and generational gap
(the age gap between the parent and the child). The last time dimension allows
us to demographically generate wealth inequality within cohorts, since individuals
receive their bequest at different ages, and to consider explicitly the fact that in
reality people in the same cohort have different wealth trajectories.

Our results suggest that a decline in fertility increases wealth inequality, at the
individual level. This is explained by the fact that the decline in fertility increases
the proportion of bequest received, which raises the difference in financial wealth
between those individuals who have already received their bequest and those
individuals whose parents are still alive. At the population level, however, a fall
in fertility reduces wealth inequality. This result is explained by two factors. First,
wealth inequality diminishes with age given that individuals become wealthier
with age. Second, the fall in fertility increases the share of older individuals. The
combined effect of these two factors at the population level dominates the higher
inequality at the individual level. Moreover, our simulations show that changes in
life expectancy have a small non monotonic effect on wealth inequality.

The results should be interpreted with caution, since our model is based on
key, but necessary, assumptions in order to focus on the effect of demography on
wealth inequality. In particular, in this paper we have abstracted from changes in
the population composition, such as gender, and from non demographic sources of
inequality, such as income inequality, which might be positively correlated with
wealth inequality at the individual level. However, even in this particular case,
Goldstein and Lee (2014) have shown for the US, see Table 2, that a decline in
fertility leads to a reduction in wealth inequality.

To conclude the paper, it is worth mentioning that the current version of the
model is ready for analyzing the impact of demography over the demographic

12The age threshold from which the effect of mortality on financial wealth inequality changes
shouldn’t be considered as a fixed age. Indeed, using different age-specific mortality rates would
result in a shift in the age threshold.
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transition, and not just under different steady-state scenarios. Nonetheless, this
model should be considered as a first step towards a full demographic-economic
model that will allow us to better understand the consequences of population aging
on inequality. In this direction, we plan to extend the model in order to analyze
the effect that alternative transfer systems, such as the pension system, might
have on our results. Moreover, we believe it is necessary to consider the impact
of demographic heterogeneity by socio-economic status, such as education, on
inequality, and to consider the effect of compositional changes in the population.
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Appendix 1: Number of Offspring and the Fraction of Wealth
Received

Number of Offspring Similar to the foundation of the stable population theory by
Lotka (1939), we will consider the total number of heirs of an individual at age x is
a convolution of the fertility function with the survival probability. To simplify the
notation and without loss of generality, in this proof, we get rid of the time at birth.

Let ¥ (/) be the number of children born from an individual of age /. Let us
assume that ¢ (/) is an independently distributed random variable defined on the
non-negative integers. Further let z; (a), withi = 0, ..., ¢ (I), denote the ith child
of age a. Let z;(a) be a Bernoulli distributed independent random variable with
probability S(a) (i.e. S(a) denotes the probability that the child survives up to age
a). Then Z(a, [) defining the total number of children of exact age a born from an
individual of age [ can be defined as

2@ =Y 5. (38)

Assuming 9 (I) is distributed at the population level according to a Poisson with
parameter m(l), where m(l) is the age-specific fertility rate at the exact age /. Then,
the distribution of Z(a, ) is a convolution of the fertility function with the survival
probably

P{Z@ ) =0}=P {Zi(ll) zi(a) = a}

:Z::lP’Zj:lZi(a):O‘]P{ﬁ(l):n}, (39)
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To find the distribution that results from (39) we use the characteristic function of
Z(a,l) as follows

(pz((l l)(t) =E I:eitz(a’l):l = E I:eit Zl;(l()) Zj (a)i|

M

B [enz';zo zj<a>] P{#() = n}

3
Il
=}

ﬁ E [e”zf(“)] P{3() = n)

o

3
Il
=}

(‘/’z,(a)(t)m(l))n =m0

n!

Mg

(%(a)(f)) P(9()=n}= i

Il
=}

n

a0 Z (‘/’z/ (a)(t)m(l)) _ ) ey @mD) _ em(l)(¢2j(a)(t)71).

(40)
Given that the characteristic function of the Bernoulli distribution is
¢ =E [e”zf'@] —¢'S(@) + 1 — S(a). (41)
Substituting (41) in (40) gives
92 (1) = "OS@E1) 42)
which is the characteristic function of a Poisson process. Thus, we have
Z(a,l)iPo(m(l)S(a)). (43)

If we define the random variable total number of children of an individual with exact
age x as

Nx) = /x Z(x —1,Ddl. (44)
0

Then, from probability theory we have that the sum of Poisson processes is also a
Poisson process. Hence, from (43) and (44) it follows

N2 Po ( / S — l)dl) , (45)
0
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where the mean of AV (x) is equal to the total number of heirs, see Eq. (2), given that
n(x) = [y m()S(x —lydl.

Fraction of Wealth Received In order to derive (6) we must answer the question:
what will be the expected fraction of wealth that corresponds to an individual if the
parent dies at the exact age x ? If the parent leaves one monetary unit as bequest, the
wealth will be equally split between our individual and all the remaining siblings.
From (45) we know that the number of offspring from a parent of x is a random
number distributed according to a Poisson process. Therefore, the expected number
of offspring from a parent of exact age x is, in this case, given by

1 00
EWOIW@ 1= o0 o> 0P W) =o)
o=1

[n(x)]” )
= 1 — e—n(x) Z

n(x)
= | (46)
Given that each unit of wealth will be split equally among the expected number of
offspring, the fraction of wealth received by any offspring from a parent of age x
becomes the inverse of (46),

[ — e

nx) = ne) (47)

which coincides with (6).

Appendix 2: Total Bequest Given Equals Total Bequest
Received

For convenience we integrate with respect to age and generational gaps. Let us
define all wealth transfers given at time ¢ as

/w wx,t —x) /w Nx,t —x,Dk(x,t —x,D[1—60(x,t —x)]dldx. (48)
0 0

Equation (48) is the integral over all ages and generational gaps of the capital left as
bequest at each age x in year ¢ by individuals whose parents were / years older at the
time of birth, i.e. k(x,t — x,[) [l — 6(x, ¢t — x)], times the total number of people
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dying with those demographic characteristics, p(x,t — x)N(x,t — x,1). Also, let
us define all wealth transfers received as

w w—X
/ / B(x,t —x,)N(x,t —x,)dldx. 49)
0 0

Equation (49) is the integral over all ages and generational gaps of the average
bequest received at age x in year ¢ from the death of their parent at age x+/. From (5)
we have that the bequest received only takes non zero values for / € [0, w — x).

In order to prove that all wealth transfers given equal all wealth transfers
received, we show that by substituting terms in (49) we get (48). The inverse is
completely analogous and we leave it to the reader.

Proof First, by substituting (19) and (21) in (49), we get
w w—Xx
/ / Bx,t —x,D)S&x,t —x)ym(,t —x —D)N(,t —x — Ddldx. (50)
o Jo
Using (5), defining a = x 4 [, and rearranging terms in (50), we have

/w /w ula,t —a)N(a,t —a)k(a,t —a)n(a,t —a)Sx,t —x)m(a — x,t — a)dadx.
0 Jx
(51)

Changing the order of integration in (51) and leaving outside of the inner integral
those variables that do not depend on x gives

/w ula,t —a)N(a,t —a)k(a,t —a)n(a,t —a) /a S(x,t —x)m(a — x,t —a)dxda.
0 0
(52)

Expressing the inner integral of (52) in terms of the generational gap = a —x gives

/w u(a,t —a)N(a,t —a)k(a,t —a)n(a,t —a) /a Sa—1,t—a+Dm(,t —a)dlda.
0 0
(53)

According to (2), the inner integral of (53) equals the average number of births of
an individual born in year t — a at age a. Then, using (6) in (53), we have

/w ula,t —a)N(a,t —a)k(a,t —a)[l —0(a,t —a)lda. (54)
0

Next, using the fact that N(a,t — a)k(a,t —a) = [y’ N(a,t —a,Dk(a,t —a,l)dl
in (54), and assuming a = x, we have

/w wx,t —x) /w Nx,t —x,Dk(x,t —x,D[1 —0(x,t —x)]dldx, (55)
0 0

which is equivalent to (48). |
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