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Abstract

The aim of this paper is to study the role of the distribution of income by age
group on the existence of speculative bubbles. A crucial question is whether this
distribution may promote a bubble associated to a larger level of capital, i.e. a
productive bubble. We address these issues in a three period overlapping genera-
tions (OG) model, where productive investment done in the first period of life is a
long term investment whose return occurs in the following two periods. A bubble
is a short term speculative investment that facilitates intertemporal consumption
smoothing. We show that the distribution of income by age group determines both
the existence and the effect of bubbles on aggregate production. We also show that
fiscal policy, by changing the distribution of income, may facilitate or prevent the
existence of bubbles and may also modify the effect that bubbles have on aggregate
production.

JEL classification: E22; F44.

Keywords: Bubble; efficiency; income distribution; overlapping generations.

*This work has been carried out thanks to the financial support of the French National Research
Agency (ANR-15-CE33-0001-01), the ECO2015-66701-R (MINECO-FEDER, UE) grant funded by the
Ministerio de Economia y Competitividad of the Government of Spain and Fondo Europeo de Desarrollo
Regional, and the SGR2014-493 grant funded by the Generalitat of Catalonia.

tCorresponding author: Universitat de Barcelona, Facultat de Ciéncies Economiques i Em-
presarials, Avinguda Diagonal 696, 08034 Barcelona (Spain). Phone: (34)934024333. E-mail:
xavier.raurich@ub.edu.



1 Introduction

Individuals have heterogeneous savings behaviors over the life cycle. This suggests that
the population size of each generation may affect the asset market and is a determinant
of the asset price. This has been studied by Abel (2001) and Geanakoplos et al. (2004),
among others, who have shown that the relative size of the different age groups affects
the price of the assets.

We adopt a complementary view taking into account that the distribution of income
by age group is an important determinant of the aggregate savings. Accordingly, we
examine whether the distribution of income by age group also affects the asset market.
Interestingly, cross-country differences in this distribution are very large. Table 1
shows a cross-country comparison of the distribution of income by age group when
we consider three age groups: young, middle age and old. This table shows that middle
age individuals generally obtain the largest fraction of total income, whereas the old
individuals obtain the smallest fraction. However, beyond this common feature, there
are large cross-country differences in the distribution of income by age group. For
example, the minimum value of the fraction of total income obtained by the young
individuals is 33%, whereas the maximum value is 30% larger. These cross-country
differences are even larger if we consider the fraction of total income obtained by the
old individuals. The maximum value of this fraction is 47% larger than its minimum
value.

We are interested in the interplay between income distribution by age group and
the value of assets without fundamental value, i.e. bubbles. Indeed, the literature has
already shown that the existence of bubbles depends on the savings decisions over the
life cycle. In particular, Tirole (1985) shows that bubbles arise when the equilibrium of
an overlapping generations model is dynamically inefficient.! This form of inefficiency is
explained by imperfections that force individuals to use productive capital to postpone
consumption. In this case, they overaccumulate capital and, hence, the equilibrium
is dynamically inefficient. Tirole (1985) shows that, in this situation, individuals may
use an asset without fundamental value to postpone consumption. Therefore, when
the equilibrium without bubbles is dynamically inefficient, an equilibrium with bubbles
may also exist.> These bubbles reduce the stock of productive capital and also gross
domestic product (GDP). However, more recently, Caballero et al. (2006) and Martin
and Ventura (2012) provide convincing evidence showing that bubbles arise during
economic booms. Obviously, this evidence suggests that GDP should be larger in the
equilibrium with bubbles. To explain this evidence, we refer to the concept of productive
bubbles, defined as bubbles that facilitate a larger accumulation of productive capital.
Therefore, we can distinguish between unproductive bubbles, that arise when the
equilibrium without bubbles is dynamically inefficient, and productive bubbles, that
may arise when the equilibrium without bubbles is dynamically efficient. Martin and

'See Abel, et al. (1989) for an analysis of dynamic efficiency in OG models.

?The existence of bubbles has been studied in OG models by Samuelson (1958), Tirole (1985) and
Weil (1987), and more recently, by Bosi and Seegmuller (2010), Caballero et al. (2006), Fahri and
Tirole (2012) or Martin and Ventura (2012, 2016). There is a large literature that also studies the
possibility of bubbles in infinite horizon models. Some relevant references of this literature are Hirano
and Yanagawa (2013), Kamihigashi (2008), Kocherlakota (1992, 2009), Miao and Wang (2011).



Ventura (2012) and Raurich and Seegmuller (2015) show that productive bubbles may
exist when there are heterogenous agents that are differentiated by their productivity
of investment.

The purpose of this paper is to contribute to the aforementioned literature by
showing how the distribution of income by age group affects dynamic efficiency of the
bubbleless equilibrium and the existence of productive bubbles. To this end, we extend
the three period OG model studied in Raurich and Seegmuller (2015) by assuming
that individuals work in the first two periods of life. As a consequence, labor income
is distributed between young and middle age individuals. We will highlight that this
assumption plays a crucial role for our results. In this model, the distribution of labor
income between young and middle age individuals and the distribution of capital income
between middle age and old individuals determine the distribution of total income by
age group. We show that the model can generate the income distributions displayed in
Table 1.

In the model, productive investment is done by young individuals and it is
a long term investment whose return occurs in the following two periods of life.
The bubble is a short term investment that facilitates intertemporal consumption
smoothing. Note that this model introduces an important distinction between young
and middle age individuals. The former invest in productive capital, whereas the later
only invest in financial assets to smooth consumption. This distinction introduces
heterogeneity across individuals that, as mentioned, is necessary to have productive
bubbles. Therefore, bubbles can be either productive or unproductive.

We first show that if a large part of the labor income is earned by middle
age individuals and a large part of the capital income is earned by old individuals
then neither the young, nor the middle age individuals are interested in holding the
speculative asset in order to postpone consumption. In this case, an equilibrium with
bubbles does not exist.

In addition to its existence, we also study how the distribution of income by age
group affects whether a bubble is productive or not. On the one hand, we show that
if a large fraction of the labor income is earned by the young individuals and a large
fraction of the capital income is earned by the middle age individuals, households
overaccumulate capital to postpone consumption. In this case, the equilibrium without
bubbles is dynamically inefficient. As in Tirole (1985), an equilibrium with bubbles
exists, but these bubbles are unproductive because they are aimed to postpone
consumption.

On the other hand, we show that bubbles can be productive in two different cases:
when the income obtained by the middle age individuals is sufficiently large and when
it is sufficiently small.® In the first case, bubbles are used to transfer consumption
from the middle age period to the other two periods of life. Young agents are short
sellers of the bubble. The larger wealth obtained by the young individuals is invested in
productive capital and, hence, the bubble is productive. In the second case, the bubble
is used to transfer consumption from the young and the old periods of life to the middle

3Note that middle age individuals obtain a large (small) fraction of total income when the fraction of
labor income obtained by the young is small (large) and when the fraction of capital income obtained by
the middle age is large (small). Thus, the two situations in which bubbles can be productive correspond
to polar cases of the distribution of income by age group.



age period. In this case, middle age households are short sellers of the bubble. Young
individuals increase savings to compensate the reduction that the bubble causes on the
level of consumption in the last period of life. Part of the increase in savings is invested
in productive capital, which explains that the bubble is productive.

The distribution of income by age group is largely modified by fiscal policy. As this
distribution determines the existence of productive bubbles, fiscal policies may facilitate
or prevent the existence of productive bubbles. To study the effect of fiscal policy, we
introduce capital and labor income taxes. We differentiate labor income taxes by the
age group of the tax payers, in order to introduce progressive taxes. Regarding the
effect that taxes have on the existence of bubbles, we first show that, depending on the
age group of the tax payers, an increase in the labor income taxes may either hinder or
facilitate the existence of an equilibrium with bubbles. We also show that an increase
in the capital income tax reduces the income of both middle age and old individuals.
As a consequence, the introduction of this tax facilitates the existence of an equilibrium
with bubbles that will be used to postpone consumption.

We also study the effect of fiscal policy on the stock of productive capital and, hence,
on aggregate production. On the one hand, in the absence of bubbles, productive capital
is used to smooth consumption and is mainly determined by the discounted incomes
received at each age. This explains that an increase in the labor income tax paid by the
young individuals reduces productive investment and that the labor income tax paid by
the middle age individuals has the opposite effect. On the other hand, in the presence
of bubbles, productive capital is determined by a non-arbitrage condition between the
returns from capital and the returns from bubbles. This implies that labor income
taxes do not affect the stock of productive capital in the equilibrium with bubbles.
Since the bubbly and bubbleless steady states may coexist, we conclude that the effect
of the labor income tax on capital depends on who is paying the tax and also on which
steady state individuals coordinate.

We illustrate numerically the effects of actual fiscal policies by comparing the tax
rates in the US and in several European economies. We show that capital income
taxes are clearly larger in the US, whereas labor income taxes are larger in European
economies. These differences in fiscal policy have two clear implications. First, the tax
burden is more concentrated on the young individuals in FEuropean countries, which
limits capital accumulation in these economies. Second, the larger capital income taxes
in the US facilitate the existence of a bubble. We illustrate these two implications by
simulating the model using the actual values of the tax rates in the US and in European
economies. We first show that only in the US economy the value of the parameters is
consistent with the existence of a bubble. We also show that if European economies
change their fiscal policy and set tax rates at the level of the US economy, then (i) the
stock of productive capital will substantially increase, (ii) several European economies
could exhibit a bubble, and (iii) this bubble will be productive in those economies where
the distribution of income is such that middle age individuals obtain a large fraction of
total income.

The paper is organized as follows. Section 2 presents the model. Section 3 studies
the equilibrium without bubbles and characterizes dynamic efficiency. Section 4 studies
the equilibrium with bubbles and obtains the distribution of income by age group for
which bubbles exist and are productive. Section 5 discusses the effect of fiscal policy



on the existence of productive bubbles. Section 6 concludes the paper. Some technical
details are relegated to an Appendix.

2 Model

Consider a three period OG economy that in period ¢ is populated by N; young
individuals. Let n = N;/N;—1 > 0 be the constant ratio between the number of young
and middle age individuals in period t. The utility of an individual born in period t is

Incis+ Blncopir + B2 Incsrya, (1)

where ¢y is the consumption when young, c2 411 is the consumption in the middle age,
¢3,¢+2 is the consumption when old and 5 € (0,1) is the subjective discount rate.

Young individuals work and obtain a labor income §;w; that they use to consume c
and invest in both a speculative asset, b1 ¢, and a non-speculative asset, a; 1. The wage
per efficiency unit is wy and £; > 0 measures the efficiency units of a young worker. We
assume that only the young individuals can invest in the non-speculative asset, which is
a long term investment that provides returns in the following two periods of life. In the
second period of life, agents also work and obtain a labor income &yw;y1, where €9 > 0
measures the efficiency units of a middle age worker. These workers also obtain capital
income from the return on the non-speculative asset, ¢;g+1. The return of one unit of
productive capital is g;+1 and ¢; are the units of productive capital that middle age
individuals obtain from one unit of investment. Finally, they sell the speculative asset,
Ry 1b1¢. The return from selling the bubble, R;,1, is the growth rate of the price of the
bubble. The income obtained by middle age individuals is used to consume, cg 1, and
invest in speculative assets, b ;1. In the last period of life, individuals are retired and,
hence, they do not obtain labor income. They sell the speculative asset, Rii2b2 41,
and they obtain ¢,q;12 from the return on the non-speculative asset, where ¢, are the
units of productive capital that old individuals obtain from one unit of investment done
in the first period of life. Old individuals consume c3 ;2. It follows that the budget
constraints of the young, middle age and old individuals are, respectively,

c1t +apr1 + by = §wy, (2)
c2,t+1 + bo 1 = LWt + @r1P1ai41 + Ripabiy, (3)
3,42 = Riyobo i1 + qrio09ai41. (4)

We note first that the investment in the non-speculative asset only when young is
a simplifying assumption aimed to introduce a relevant difference in the productivity
of the investment decisions of the different age groups. In fact, it is a reasonable
assumption once this productive investment is considered as investment in education or
investment in new companies. These forms of productive investment clearly decline as
individuals get older. We also note that the return on productive investment depends on
whether the investment has been done one or two periods before. This is a consequence
of assuming that the productivity of capital depends on the period in which investment
has been done. This is formalized through a simple form of vintage capital. This second
assumption is introduced to generate the distribution of capital income between middle



age and old individuals. Similarly, the difference in the efficiency units of labor between
young and middle age individuals is introduced to generate the distribution of labor
income between these two groups of individuals. The joint distribution of labor and
capital income will be used in our analysis to determine the distribution of total income
by age group.

Technology is characterized by the following aggregate production function:

Y; = AKPL{™®, with A > 0 and a € (0,1),

where Y; is aggregate production, L; the total amount of efficiency units of labor and
K, the stock of productive capital in the economy. Using k; = K;/Ly, Yi/Li = Ak}
and competitive factor prices satisfy:

wy = (1 — ) Akg, (5)

and
g = a Ak, (6)

We complete the characterization of the model with the market clearing conditions
for capital, labor and the speculative asset. The market clearing condition for capital
is:

Ki = Ni—1¢1ar + Ni—apai—1,

where ¢;a; and ¢ya;—1 measure, respectively, the units of productive capital owned by
middle age and old individuals. The market clearing condition for efficiency units of
labor is:

Ly = Ni&y + Ne—1&o,

where £; and £, measure, respectively, the efficiency units of labor provided by young
and middle age workers. We use these two market clearing conditions to define the
fraction of productive capital owned by the middle age individuals:

noya
0 = : 7
"7 ngrar + goar1 @

and the fraction of efficiency units of employment provided by the young individuals:

_ néy
= néy + & ®)

Note that at a steady state with a; = a;—1, the fraction of productive capital simplifies
to the following parameter:
Q- "0
ngy + ¢y
The fractions ¥ and 2 measure the distribution of labor and capital income by age
group. In Appendix E, we use the distribution of total income by age group displayed
in Table 1 and two plausible assumptions of the model, the old do not obtain labor
income and the young do not obtain capital income, to obtain the values of 3 and €2
displayed in Table 2. This table shows huge differences across-countries in the value of
Y and €. As an example, the largest value of ¥ is 58% larger than its minimum value



and the largest value of 2 is 91% larger than its minimum value. Note that these very
large differences are the consequence of both differences in the relative size of the age
groups and also differences in the average income of each age group.

From the previous two market clearing conditions, we also obtain that capital per
efficiency unit of labor is:

_ Ni_1¢1at + Ni—ogppar—1

k )
! Ni&y + Nie—1&o

which can be rewritten as:

1 )

ky = ag + at—1-
néy + &, n2&; +néy

9)

We assume that the speculative asset is supplied in one unit at a price p; in period
t. New investments in this asset by young and middle age individuals are in quantities
e; and 1 — ¢, respectively. Therefore, the values of this asset bought or sold by these
agents are By = b1 Ny = pres and Bay = bay N1 = pi(1 — €). Since this asset
has no fundamental value, it is a bubble if p; = B1; + Ba; > 0, which happens when
nbi ¢ +ba; > 0. Finally, the market clearing condition for the speculative asset at period
t+411is:

Nip1by 41 + Neboy1 = Rep1 (Nibyy + Ni—1bay)

The left-hand side of the previous equation is the value of the speculative asset bought
by young and middle age individuals, whereas the right-hand side is the value of the
speculative asset sold by middle age and old individuals. The speculative asset sold in
period t + 1 is multiplied by the growth rate of the price, R;;1, as it was purchased in
period t. This equation can be rewritten as:

Ripq

nbiir1 + b1 = (nb1g 4 bay) . (10)

From the previous arguments, it follows that there is a bubble when nby ; + by > 0,
while a bubbleless equilibrium is given by by ; = by = 0.

3 Equilibria without bubble

We start by analyzing the model when there is no bubble, i.e. b1; = ba; = 0. In this
case, the household’s budget constraint rewrites:

Cit = §1wy — agq1, (11)
2041 = EoWii1 + 11910841, (12)
C3,t42 = Q442020441 (13)

Maximizing the utility under the budget constraints (11)-(13), we get:

Wiy = Qt+10t4+101 (ﬂ + 52) §Lw — (1 + 56+ 52) a1
" &2 (1 + 52) Ag+1 — 5251’%




From using (5) and (6), the previous equation can be rewritten as

T aar1dy | (B+B%) & (1 —a) Ak — (14 8+ 8%) arp (15)
T A-a)g (14 8%) ary1 — B2, (1 — ) Ak '

Note that using (15), we can implicitly define a1 as a function of ki1 and k.
Substituting it into (9), we deduce that k41 implicitly depends on k; and k;—;. This
explains that two initial conditions, k_1 > 0 and kg > 0, are required.

Definition 1 Given k_1 > 0 and kg > 0, an equilibrium without bubble is a path
{kt, ar};2 that solves the system of equations (9) and (15).

In the following, we restrict our attention to steady states, because our main aim
is to compare stationary equilibria with and without bubbles, and understand the role
of the distribution of income by age group.

3.1 Steady State
We use (9) and (15) to show that there is a unique steady state and, using (7) and (8),

it can be shown that the steady state values of productive investment, a*, and capital,
k*, are:

* _ Qn§1

¢1%

K, (16)

L 1

1— 1-X Q T Q a1
B — U-od-%tal ., (” > .
(-0 @ (1-%)+a (5 +7) (=) A%

Note that the capital stock at the steady state increases with the fraction of labor
income obtained by the young individuals, 3, and it also increases with the fraction of
capital income obtained by the middle age individuals, €2. On the one hand, an increase
in X rises the income obtained by the young individuals, who then increase investment
in productive capital. On the other hand, an increase in €2 reduces the income obtained
by old individuals. Young individuals then compensate this reduction by increasing the
investment in the productive asset.

The previous arguments show that the willingness to postpone consumption is large

when Y and Q are large, which suggests that in this case the equilibrium will be
dynamically inefficient. This is analyzed in the following subsection.

3.2 Dynamic efficiency

The steady state equilibrium is dynamically efficient when aggregate consumption
increases with investment. This is a direct implication of the results obtained by Abel
et al. (1989) and de la Croix and Michel (2002). As it is well known, this occurs
when the return on investment is larger than population growth. In this model, this
condition implies that (¢, + ¢5/n) ¢ > n. Using (6) and the steady state value of capital,
we obtain that the steady state is dynamically efficient when the following condition
holds:



(1-a)(1-X)+a o
((1a)ﬁ2(12)+aﬂ(ﬁ+ﬁ2) + 1) (Pa) > (18)
Using this condition, we get the following result:

Proposition 1 The equilibrium is dynamically efficient if either (i) ¥ < X1 or (i)

— 2 2
Y e (X1,%2) and Q < Q, where X1 = ﬁlgfﬁrgﬁ , Yo = ﬁlgf and

o (3) () (52)
o 2—21 5+I32 22 '

Proof. See Appendiz A.R

The result in Proposition 1 implies that the equilibrium is dynamically inefficient
when either ¥ or 2 are sufficiently large. This result is obtained because there is
a positive relationship between the savings rate and the values of both ¥ and 2. In
order to illustrate this mechanism that relates dynamic efficiency with the distribution
of income by age group and that it is based on savings, we next show the relation
between the savings rate and condition (18). We first use (5) and (6) to obtain
w/q = (1 — a)k/a. We use this equation, the expression of £* and (14) to obtain:

S (1—a)(1-%)+a2
a (1-a)(1-%)8%+aQ (8 +5?)

+1, (19)

where a/¢;w is the savings rate defined as the ratio between savings and the labor
income of the young. Using (19), condition (18) can then be written as

5 (%) >

Therefore, the steady state equilibrium is dynamically efficient when the savings
rate is smaller than o/ (1 — «). This is exactly the same condition that the literature
has obtained for dynamic efficiency. In fact, if ¥ = 1, condition (18) simplifies to
a/(l—a) > (B + 62) / (1 + 6+ 62) , which is the condition obtained in Raurich and
Seegmuller (2015). However, in this case, the savings rate and the condition for dynamic
efficiency are independent from the distribution of income by age group. In contrast,
as follows from (19), the savings rate increases with both ¥ and € when ¥ < 1. Note
that this is a crucial difference that explains that dynamic efficiency depends on the
income distribution by age group and it will also explain some of the main results in
the following section.

4 Equilibria with a bubble

We introduce in this section the portfolio decision of the consumer between a short term
speculative asset, by and ba;y1, and a long term productive asset, a;+1. Hence, the
consumer decides a1, b1 ¢ and b ;41 to maximize the utility (1) subject to the budget



constraints (2)-(4). The solution to this maximization problem is characterized by the
first order conditions with respect to by, ba 41, and as11, which are, respectively,

L B

i , 20
Ci,t C2,t+1 ( )
1 _ Rt+2 (21)
C2.t+1 C3,t+2 ’
1 qt+1 qt+2
— =B + Py —. (22)
Ci,t C2,t+1 C3,t+2

From combining (20)-(22) and using (6), we obtain the following non-arbitrage
condition between the returns from investing one unit in the speculative asset and
the returns from investing the same unit in productive capital:

¢2 OéAktC:j;

Riy1 = 0 Ak + e

(23)

In Appendix B, we combine (2)-(6), (20), (21) and (23) to obtain the following two
equations:

—a) Ak
(B+8%) €1 (1 - a) Ak — 200
b1 = 3 — Qi41, (24)
1+8+28
2¢5(1—) Ak, +8%6, (1—a) AKE R, _
boyyy = o2 t+11+6,6+212( DAL L gy (pra Ak — Rig) (25)

Definition 2 Given k.1 > 0 and ko > 0, an equilibrium is a path of
{ag, ke, b1, boy, Ri}ooq that solves the system of difference equations (23), (24) and
(25) and the market clearing conditions (9) and (10).

We proceed to obtain the steady state and then we characterize the distributions
of income for which an equilibrium with bubbles exists and also the distributions for
which these bubbles are productive, i.e. are associated with a larger level of capital per
unit of labor.

4.1 Steady state

We first use (10) to obtain R = n. Next, from (23), we obtain that the steady state
value of capital in the equilibrium with bubbles, k, is:

1
A\ T
k= .
< Qn
We use (16) to deduce the steady state value of productive investment, a. From (24),
we obtain the steady state value of the bubbles owned by the young individuals:

né + &) (1 — o) AR®

n

by = ( (E - Zbl) ’ (26)

10



where 3, = m + 2. From (25), we obtain the steady state value of the bubbles

owned by the middle age individuals:

by = (n&1 + &) aAk® (2 — (), (27)

where ), =1 — (%) ( 1+§i ,6’2) . Finally, as explained in Section 2, the price of the

bubble is Ny_1 (nby + b2), where

(0%

nby + by = (n&; + &) (1 — a) Ak <E—Zb1 + (Q—Qb2)> .

11—«

Recall that b; is used to smooth consumption between young and middle age
individuals, whereas by is used to smooth consumption between middle age and old
individuals. This explains that the sign of b; depends on X, whereas the sign of bo
depends on €. If ¥ > ¥, then a large fraction of labor income is obtained by the
young individuals. The bubble is then used to transfer wealth to the second period of
life, i.e. by > 0. In contrast, if ¥ < 3J;, then a large part of labor income is obtained by
middle age individuals. The bubble is then used to transfer wealth to the first period
of life, by < 0. Similarly, if 2 > €, then a large fraction of capital income is obtained
by the middle age individuals. These individuals use the bubble to transfer wealth to
the last period of life, i.e. by > 0. Obviously, the opposite occurs when € < €2, .

We next obtain conditions for which an equilibrium with bubbles exists.

Proposition 2 A steady state with a bubble exists if ) > Q where

?2:(1;"‘)(23—2),

42
and L3 = 750 + 1%

Proof. A bubble exists when its price is positive, which occurs when nb; + by > 0.
Using (26) and (27), the previous inequality implies that © > Q.

From Proposition 2, it follows that a bubble does not exist when either X or
are sufficiently small. A bubble may only exist if either the young individuals buy
the speculative asset (by > 0), or the middle age individuals buy this asset (by > 0).
As already explained, the young individuals buy the speculative asset if they obtain
a sufficiently large income, which requires large 3. Similarly, middle age individuals
buy this asset when they obtain a sufficiently large amount of income, which requires
a sufficiently large value of (2.

4.2 Productive bubbles

Bubbles are a financial instrument that facilitates consumption smoothing and, hence,
individuals do not need to use productive capital to smooth consumption. As a
consequence, the introduction of bubbles modifies the stock of productive capital,
which may either increase or decrease. More specifically, bubbles are productive when
k > k*. From the comparisons between these two stocks of capital, it is easy to show

11



that the bubble is unproductive if and only if the equilibrium without bubbles is
dynamically inefficient. In this case, as in Tirole (1985), the bubble is used to postpone
consumption and, as a consequence, productive investment declines. The bubbly steady
state corresponds to the golden rule.

We have shown that a bubble may exist when the young generation obtains a
large fraction of the labor income and when the middle age generation obtains a
large fraction of the capital income. We have also shown that if these two fractions
are not too large then the steady state without bubbles is dynamically efficient and,
hence, the bubble is productive. The following proposition summarizes these findings
and provides a complete characterization of the conditions implying the existence of
productive bubbles.

Proposition 3 The steady state equilibrium satisfies the following properties:

1. If ¥ < Xy, then (i) the bubble exists and is productive when > Q and (ii) the
bubble does not exist when ) < €.

2. If ¥ > X1, then (i) the bubble exists and is not productive when € > max {ﬁ,ﬁ} ,
(ii) the bubble exists and is productive when ) € (Q,ﬁ) and (iii) the bubble does

not exist when Q < Q.

Proof. From Proposition 2, it is immediate to show that the bubble exists if
Q > Q. From Propositions 1, it is easy to show that the equilibrium without bubbles
is dynamically efficient and the bubble is productive if either ¥ < ¥; or ¥ > ¥; and
Q) < Q, where the expressions of  and ¥; are defined in Proposition 1.1

Proposition 3 provides the main result of the paper. It shows that the distribution
of income by age group crucially determines the existence of productive bubbles. It
extends the analysis provided in Raurich and Seegmuller (2015), where it is already
shown that bubbles can increase the stock of productive capital when productive
investment is a long term investment. However, that paper restricts its attention to
the case where ¥ = 1 and, hence, productive bubbles only arise if ¥; > 1. Therefore,
the existence of productive bubbles does not depend on the distribution of income
by age group. Here, this distribution plays a crucial role, not only on the existence
of productive bubbles but also their features, i.e. whether they are characterized by
b; < 0 or b; > 0. This is studied in the following proposition.

Proposition 4 We distinguish among the following parametric regions:

o (1-82)(8+28%) _ p2 <B/2+62 B+25 ) :
1 If 25 € (17615%) (2+0)" 11517 U 15157 11615 then productive bubbles

satisfy by < 0 and by > 0. It requires ¥ < Xy, .

_ 132 2
2. If 12 € <max (1-6%) (5+25%) g2 B/2+5° then productive bubbles

(1+8+8%)(2+8)" 1+B+5° [ 7 1+5+5
satisfy by < 0 and by > 0 when ¥ < Xy, and by > 0 and by < 0 otherwise.
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o g (1-8%)(B+257)
3. 1f 125 € (1+f3+52’ (1+8+87)(2+8)
by < 0. It requires ¥ > Xy, .

) then productive bubbles satisfy by > 0 and

o o omind 82 (1=A%)(8+267) o o B2 —_
4. If 125 < mln{1+ﬁ+52, (116167)215) or 125 > 16157 then the equilibrium

does not exhibit productive bubbles.
Proof. See Appendix C.

This proposition implies that, depending on the values of a and 3, we can distinguish
among four possible regions. In the first region, bubbles are productive only when by < 0
and by > 0. Panel a of Figure 1 shows this case by displaying the relationship between
Q) and ¥ implied by the functions £ and © when b; < 0 and by > 0 is the only possible
productive bubble.? Observe from Panel a that productive bubbles emerge when ¥ is
small and €2 is large. This implies that productive bubbles arise when b; < 0 and by > 0
if the middle age individuals obtain a sufficiently large fraction of total income. In this
case, individuals use the bubble to transfer wealth from the middle age to the other
two periods of life. On the one hand, middle age individuals postpone consumption,
which implies that by > 0. On the other hand, middle age individuals transfer wealth
to the young individuals, which implies that b; < 0.

In the second region, bubbles can be productive when either b; < 0 and b > 0 or
when b; > 0 and b < 0. This case is displayed in Panel b of Figure 1. This figure
shows that, as in the previous case, bubbles are productive when b; < 0 and by > 0
if the middle age obtains a sufficiently large fraction of income (X small and 2 large).
The figure also shows that bubbles are productive when b; > 0 and by < 0 if the
middle age individuals obtain a small fraction of income (X large and Q small). In
this case, consumption smoothing implies that wealth is transferred from the young
and old individuals to the middle age individuals. In the third region of the previous
proposition, bubbles can be productive only when b; > 0 and by < 0. This case is
displayed in Panel c of Figure 1. As in the second region, this productive bubble arises
when the middle age individuals obtain a small fraction of total income. Finally, the
last region is displayed in Panel d of Figure 1. In this region, productive bubbles do
not exist for any income distribution.

From inspection of Figure 1, we obtain clear insights about the effects of non-
marginal increases in % and €2 that change the characteristics of the equilibrium. On
the one hand, an increase in ¥ facilitates the existence of an equilibrium with bubbles.
These bubbles can be productive or unproductive, depending on the value of ). A large
value of ¥ implies that the fraction of income obtained by young individuals is large
and, hence, young individuals are willing to hold the bubble to postpone consumption.
On the other hand, an increase in 2 also facilitates the existence of an equilibrium with
bubbles. A larger value of ) increases the income obtained by middle age individuals.
These individuals are then willing to hold the bubble to postpone consumption.

Proposition 4 shows that bubbles can be productive in two very different situations:
(i) when by < 0 and by > 0, and (ii) when b; > 0 and be < 0. In the first situation, the

*The productive bubbles obtained in Raurich and Seegmuller (2015) are a particular example of the
bubbles obtained in Case 1.
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bubble is productive as it is used to transfer wealth to the young, who then increase
productive investment. In the second situation, the bubble reduces the consumption of
the old individuals and, as a consequence, young individuals increase savings in order
to keep their consumption when old. If the increase in the savings of the young is large
enough, productive investment increases even though part of the savings are used to
transfer wealth to the middle age individuals (b; > 0). In order to show more explicitly
this argument, we compare the savings rate in the economy with bubbles with the
savings rate in the economy without bubbles. The savings rate is defined as the ratio
between assets accumulated when young and the income of the young individuals. We
first use (5) and (24) to obtain the savings rate in the economy with bubbles,

at+b B+ -2
&w 1+ 8+ 32

Note that in the economy with bubbles young individuals accumulate both productive
assets and speculative assets. Using (19), we obtain the savings rate in the economy
without bubbles, where the young individuals only accumulate productive assets, i.e.:

a _ (1-a)(1-%)8%+aQ (8 + 57
Srw  (1-a)(1-3)(1+8%) +aQ(1+8+ 8%

Note that both expressions of the savings rate are different when ¥ < 1, whereas they
coincide when ¥ = 1. As a consequence, when ¥ = 1, productive capital is larger with
bubbles if and only if b < 0. On the contrary, when > < 1, capital can be larger with
bubbles even if b; > 0, as the savings rates can be larger in the economy with bubbles.
From the comparison between the two savings rates, it follows that the savings rate of
the economy with bubbles is larger when the following condition on the distribution of
income by age group holds:

2
Q<<E— 1+ >1a

1+8+p6%) «

This condition implies that the savings rate is larger in the economy with bubbles
when either ¥ is sufficiently large or when 2 is sufficiently small. Therefore, these two
conditions show that the savings rate is larger when the middle age individuals are
poor, which is precisely the condition that makes bubbles be productive when b; > 0
and be < 0.

5 Fiscal Policy

Fiscal policies cause large changes in the distribution of income by age group. The
analysis in the previous sections suggests that these changes may affect both the
existence of bubbles and also the effect of bubbles on production. The purpose of
this section is to study a fiscal policy that consists of taxes on capital income, 7, taxes
on labor income paid by the young individuals, 7}, and taxes on labor income paid by
the middle age individuals, T%U.5 We assume that tax rates on labor income depend on

5 Taxes on bubble returns could have been introduced. If they were introduced, the after tax return
from the bubbles would be R =1+ (R —1)(1 — 73), where 73 is the tax rate on bubble returns. As
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the age group of the tax payers to introduce progressive taxes. Finally, we assume that
government revenues are used to finance a useless government spending, G;. Thus, an
increase in the tax rates will cause a variation in this government spending that will
not affect individuals decisions, as government spending is assumed to be useless. The
government budget constraint is:

TLE W Ny + T2 Ewi N1 + Tk (@rd1a: Ni—1 + qrdoar—1N;—2) = Gi.

The budget constraints of the individuals, equations (2)-(4), are modified as follows:

crpta + b= (1- 7’%,]) §1we, (28)
Copp1 + b = (1—72) Ewirt + (1 — 74) gr1¢1ae41 + Regabuy, (29)
c3p2 = Ripobap1 + (1 — Tg) qry20oai41- (30)

5.1 Steady state

We start by analyzing the equilibrium of the model when there are no bubbles. In this
case, the household maximizes the utility under the budget constraints (28)-(30) when
b1t = by = 0. We get:

1 _ (1—7k) N B
Q=7 &we—arr (1-73) &y + (1 —7h) a1 ar

In order to obtain the steady state without bubbles, we substitute in the previous
equation (5), (6), and (9), and we use the expressions of ¥ and 2 to obtain the steady
state value of capital:

1
1 ( Q2 >al1 (148+82)a(l-14)Q+(14+8%) (1-a)(1-73 ) (1-%) | *~F (31)
~ \Ag (I-a)(1-7E)S (B+8%)a(1—74)Q2+B(1-a)(1-72)(1-%) '

In this section, 2 and ¥ still measure the distribution by age group of before taxes
labor and capital income.

We proceed to obtain the steady state of the equilibrium with bubbles. To this
end, we assume that the consumer can smooth consumption using bubbles. Hence, the
consumer maximizes the utility function subject to (28)-(30). The first order conditions
of the household problem are:

Cot+1 = 5Rt+101,t (32)
32 = BARiiaRiviciy (33)
1 1—71)q 1—7) queo
L g Lo (LT G (34)
Clt C2t+1 C3,t+2

From combining (32)-(34) and using (6), we obtain the following non-arbitrage
condition between the returns from the speculative asset and the returns from

R=nthen R=1+ (n—1)(1—7) =n— (n— 1)7s. However, these taxes will reduce the increase of
the price of the bubble if n > 1 and, hence, they would be a subsidy when the household is a short-seller
of the bubble. To avoid this problem, we do not introduce these taxes.
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productive capital:

(1 — 71) o AKZ
Riqo ’

We use (9), (28)-(30), (32), (33) and (35) to obtain the following steady state values

(see Appendix D):
L= <(171€)¢1AO‘) = : (36)

Rey1 = (1 —7p) draAkI T +

(35)

Qn
b= EEELAE (g o) RGO oy, )
and
b= (04 €) Ak (1 - @) DGR nya o), o

The steady state price of the bubble is positive if nb; 4+ b2 > 0, where
nby + by = AE® (&, + &) F,

and
B(1+2B)(1-7},)2—(1-p%)(1-72 ) (1-3)
1+8+5°
A steady state with a bubble exists if the price of the bubble is positive, which
requires that F > 0. Therefore, the effects of fiscal policy on the existence of bubbles
are obtained from a simple comparative static analysis on the function f. The results
obtained from this analysis are summarized in the following proposition:

F=(1-a)

—a(l—7)(2-Q).

Proposition 5 The following fiscal policies facilitate the existence of an equilibrium
with bubbles: (i) a reduction in the labor income tazes paid by the young individuals;
(ii) an increase in the labor income tazes paid by the middle age individuals; (iii) an
increase in the capital income taxes.

Proof. The results follow directly from using the function F.H

Labor income taxes paid by young individuals reduce their income after taxes.
This limits the possibility to postpone consumption using bubbles. Labor income taxes
paid by middle age individuals reduce their income after taxes. As a consequence,
individuals use bubbles to postpone consumption towards the middle age individuals.
Thus, an increase in this tax facilitates the existence of an equilibrium with bubbles.
Finally, capital income taxes reduce the after tax income of both middle age and old
individuals. Since capital has a lower return, traders have more incentive to invest in
the speculative asset. Therefore, an increase in these taxes facilitates the existence of
bubbles that will be used to postpone consumption.

We distinguish between the labor income taxes paid by young and middle age
individuals to introduce progressive taxes in the analysis. The average labor income
of middle age individuals is generally larger than the average labor income of young
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individuals and, thus, it is reasonable to assume that 72, > 71 . However, we could have
assumed the same tax rate. In this case, the effect of an increase in the labor income
tax on the existence of bubbles depends on the value of ¥. If ¥ is large, the labor
income tax is mainly a tax on the income of the young and, hence, an increase in this
tax hinders the possibility of bubbles. The opposite occurs when 3 is small.

5.2 Analysis of the effects of fiscal policy

We proceed to study the effect of fiscal policies on production both in the economy
without bubbles and in the economy with bubbles. This will allow us to characterize
those fiscal policies that promote productive bubbles. At this point, it is important to
clarify that the effect of fiscal policy on production follows directly from the effect that
fiscal policy has on the stock of productive capital.

Using equation (31), it can be shown that the steady state stock of productive
capital of the economy without bubbles, k*, decreases when (i) the tax rate on the labor
income of the young individuals increases; (i) the tax rate on the labor income of the
middle age individuals decreases; and (7i7) the tax rates on capital income increases.
The effects of labor income taxes are explained because, in the absence of bubbles,
productive capital is used to smooth consumption. Therefore, an increase in the labor
income tax paid by the young individuals reduces their income net of taxes, which
causes a reduction in productive investment. An increase in the labor income tax
paid by the middle age individuals reduces their after tax income. Young individuals
then increase investment in productive capital to postpone consumption. Finally, taxes
on capital income reduce the return from productive capital, which implies a raise of
the discounted income. Therefore, young households consume more, which causes the
reduction in productive investment.

Using (36), we can easily see that the steady state stock of productive capital of the
economy with bubbles, k, decreases following an increase of the tax on capital income.
This result follows from the fact that this tax reduces the return from productive
investment and there is a no-arbitrage condition between holding capital and the
bubble. As a direct implication, this stock of productive capital does not depend
on the different taxes on labor income.

The previous results imply that the effect on the stock of capital of taxes on labor
income depend on the existence of bubbles. As a consequence, fiscal policy may make
bubbles productive or unproductive. To study the effect of fiscal policy, we compare
the stocks of capital £ and £* and we show that k* < k when ¥ > 0, where

14 (1—04)(1—7121])(1—2)+a(1—7k)9 _(l—a)(l—quu)E
1+B)Ba(l—1p)Q+B2(1—a)(1—-72)(1-X) a(l—71p)

Straightforward comparative statics on the function ¥ show that bubbles may become
productive as a consequence of the following fiscal policies: (i) an increase in the labor
income taxes paid by the young individuals and (iz) a reduction in the labor income
taxes paid by the middle age individuals. As explained before, an increase in the labor
income taxes paid by the young makes individuals use bubbles to transfer wealth to the
first period of life. As a consequence, bubbles either disappear or become productive.
Obviously, the effect is the opposite when the fiscal policy consists of increasing the
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taxes paid by the middle age individuals, either existence of bubbles is facilitated or
bubbles become unproductive. Finally, an increase in the taxes on capital income has
an ambiguous effect on the existence of productive bubbles. This is explained by the
fact that these taxes reduce the stock of capital both when the equilibrium exhibits
bubbles and when it does not exhibit bubbles.

These results on the effect of fiscal policy on the stock of capital are summarized
in Figure 2, that shows how both stocks of productive capital depend on the taxes on
labor income. Panel a shows that if the tax rate on the labor income of the young is
sufficiently small, then the bubble will be used to postpone consumption and, hence,
it will be unproductive. To see this, note that k < k* for low values of this tax rate.
As the tax rate increases, the bubble becomes productive and, eventually, the bubble
disappears. Panel b shows the effects of the tax rate on the income of the middle age
individuals. These effects are the opposite from the ones displayed in Panel a. When
this tax rate is sufficiently small, the bubble may not exist. When the tax rate increases,
a productive bubble exists. Finally, for sufficiently large values of the tax rate, k* > k
and, hence, the bubble becomes unproductive.

Figure 2 introduces an important implication for fiscal policy. It shows that
marginal increases in the labor income taxes that do not affect the existence of bubbles
have no effect on the stock of productive capital in the economy with bubbles. However,
a non-marginal increase in the tax rate on the labor income of the young that makes the
bubble disappear will cause a dramatic reduction in the stock of capital since the only
long run equilibrium is the steady state without bubble. A large decline in the stock
of productive capital would also occur if we instead consider a non-marginal reduction
in the tax rate on the labor income of the middle age individuals that also eliminates
bubbles. These results point out an important discontinuity in the effects that fiscal
policy has on production.

The effects illustrated in the first two panels of Figure 2 are obtained when fiscal
policy makes a productive bubble disappear. However, for a different distribution
of income by age group, the same fiscal policy may cause the disappearance of an
unproductive bubble. This possibility is illustrated in Panels ¢ and d of Figure 2, that
display, respectively, the effects of taxes on the labor income of the young individuals
and the effects of taxes on the labor income of the middle age individuals. These two
panels show that in this case a non-marginal change in the tax rates that eliminates
the bubble will cause an increase, instead of a decrease in the stock of capital once the
economy reaches the bubbleless steady state.

We conclude that the effects of fiscal policies crucially depend on the distribution
of income by age group. It follows that in order to obtain clear insights on the
effects of fiscal policy we need to perform a numerical analysis based on a plausible
parametrization. This is the purpose of the following section.

5.3 Numerical Analysis

We fix the value of the parameters as follows. First, without loss of generality A and
¢, are normalized to one. Second, a = 0.3, which implies a labor income share equal
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to 70%.5 Third, 8 = 0.93, which implies a savings rate of 7%.” Apart from these
parameters that are assumed to be common across countries, we consider two sets of
country specific parameters. First, the values of > and ) are displayed in Table 2
and they are computed as it is explained in Appendix E. Second, tax rates and the
population growth rate are obtained from the OECD data set and they are displayed
in Table 3.8

The results from this calibration are displayed in Table 4.° This table shows the
value of the capital stock in both economies (bubble and no bubble) and the value
of F. The sign of F determines the existence of the bubble, with a negative sign
implying that the economy does not exhibit a bubble. As it is clear from this table,
only the US economy may exhibit a bubble. This bubble is productive, as follows from
the comparison between the two capital stocks. In contrast, none of the European
economies may exhibit a bubble according to this analysis. From the comparison
between the fundamentals of the European economies and those of the US economy,
displayed in Tables 2 and 3, it follows that the main difference is fiscal policy. In fact,
there are no relevant differences between US and European economies in the population
growth rate, nor in the distribution of income by age group. The only clear difference
with respect to European economies are the larger taxes on capital income and the
smaller taxes on labor income. This different fiscal policy implies that the tax burden
in European economies is more concentrated on the young individuals, which limits
investment in productive capital and prevents the existence of an equilibrium with
bubbles.

The results in Table 4 suggest that if European economies change their fiscal policy
then productive capital should increase. This is studied in Table 5, where we set the
value of the tax rates in the European economies at the level of the US. In this table,
we distinguish between three groups of European economies. The first group, formed
by 6 countries (Belgium, Denmark, Finland, France, Germany and Italy), does not
exhibit bubbles with this new fiscal policy. These economies are characterized by very
low values of €2, which, as follows from the analysis of the previous section, hinders
the existence of bubbles. The second group, formed by 4 economies (Czech Republic,
Greece, Norway and Poland) may exhibit unproductive bubbles. These are economies
characterized by large values of both ¥ and €2 and, hence, individuals in these economies
use the bubble to postpone consumption. Finally, the last group of countries, formed
by 7 countries (Austria, Hungary, Netherlands, Portugal, Spain, Sweden and United
Kingdom) may exhibit productive bubbles. These seven economies are characterized

SThere is not a consensus in the literature on the value of the labor income share. In a recent paper,
Koh, Santaeulalia-Llopis and Zheng (2016) show that in the US the labor income share is stable and
close to 70% if intellectual property capital is not considered as a form of capital income. We choose
this stable value of the labor income share for our steady state analysis.

"Using the OECD savings rate, we obtain that the average savings rate in the period 1970-2015 in
the countries displayed in Table 1 is equal to 7%. The average savings rate for these countries obtained
from our simulation is also 7% when 8 = 0.93.

8The population growth rate n is obtained from the OECD data set as the ratio between the size of
the young population and the size of the middle age population. In Table 3, we provide a unique tax
rate on the labor income.

9The results in Table 4 cannot be used for cross country comparisons in the level of the GDP per
capita, as countries may differ in both the efficiency units of labor and in the technology.

19



by intermediate values of both ¥ and (). This distribution of income together with
the fiscal policy facilitates that individuals use the bubble to smooth consumption by
placing resources from the middle age towards the young and the old. The increase in
the disposable income of the young makes the bubble productive.

An interesting remark is obtained from the comparison of the stocks of capital
in Tables 4 and 5. From this comparison, it follows that the proposed change in
fiscal policy will cause a substantial increase in the stock of capital of the Europeans
economies.'? The results in Table 5 show that the average increase in the stock of capital
of these European economies would be 25% if the economy remains in an equilibrium
without bubbles. At this point, it is important to introduce some words of caution on
the large effects of fiscal policy obtained in the previous analysis. First, the changes
in the stock of capital are obtained by comparing two different steady states. Thus,
these effects of fiscal policy may only occur in the long run. Second, the effects of
fiscal policy crucially depend on the value of ¥ and 2. To obtain these values, we have
introduced assumptions on the distribution of labor and capital income by age group
that, as explained in Appendix E, may introduce biases on the actual values of both 2
and Y. Therefore, the results in Table 5 should only be considered as illustrative of the
large effects that fiscal policies may have when they modify the distribution of income
by age group.

6 Concluding remarks

We are interested in the interplay between distribution of income by age group and
productive bubbles. We have studied a three period OG model where productive
investment done in the first period of life is a long term investment whose return
occurs in the following two periods. The bubble is a short term speculative investment
that facilitates intertemporal consumption smoothing. Our main result shows that the
distribution of labor and capital income by age group determines both the existence of
bubbles and their effect on production. We first show that if a large part of the labor
income is obtained by middle age individuals and a large part of the capital income
is obtained by old individuals then the equilibrium does not exhibit bubbles. We also
show that if the fraction of labor income obtained by the young individuals is large and
the fraction of capital income obtained by the middle age individuals is also large then
an equilibrium with unproductive bubbles exists. These bubbles are used to postpone
consumption. Finally, we show that the equilibrium exhibits productive bubbles in
two different situations: when the middle age individuals obtain a large fraction of
total income and when these individuals obtain a small fraction of total income. In
the first case, bubbles are productive because they are used to transfer wealth to the
young individuals, who then increase investment in the productive asset. In the second
case, bubbles are productive because the savings rate is larger in the equilibrium with
bubbles.

Fiscal policies cause large changes in the distribution of income by age group and,
as a consequence, they modify the effect that bubbles have on production and they can

10United Kingdom is an exception. Taxes are substantially lower in this country and, hence, the
change in fiscal policy will increase taxes and reduce productive capital.

20



either facilitate or hinder the existence of bubbles. In particular, we show that large
capital income taxes facilitate the existence of an equilibrium with bubbles. We also
show that the effect of an increase in the labor income taxes depends on the age group
of the tax payers. We conclude that the same fiscal policy may have very different
effects on production depending on the distribution of income by age group. This
conclusion is illustrated numerically by showing the effect that a fiscal policy has on
several European economies.

Our analysis can be used to study the effects of shocks that modify the distribution
of income by age group. An interesting example is population aging that will increase
the size of the oldest age group. As a consequence, it will reduce the value of € in
the following years, which will reduce the stock of productive capital. Our results
suggest that population aging can be particularly harmful in those economies where
productive bubbles finance a large stock of productive capital, as these bubbles, due to
the reduction in €2, may not be sustainable.
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Appendix

A Proof of Proposition 1
We rewrite condition (18) as
(1—a)(1-%) 82(Z2 — £) > aQ (B+ B2) (S — Tn),

where Yo and Y are defined in the main text.

As (1 + 52) /6% > (1 + 6+ 62) / (B + 62) , there are only three possibilities: (i)
¥ > 35 and condition (18) is not satisfied; (i) ¥; < ¥ < ¥y and condition (18) is
satisfied when 0 < Q, where Q is obtained from the above equation; and (iii) ¥ < ¥4
and condition (18) is always satisfied.

B Equilibrium with bubbles

We first use (2), (3) and (4), to rewrite equations (20) and (21) as

(B4 B2) (1w — arsn) — G — gy + 2 0n| 5t

Rit1
bl,t = 1+ ,6 n 52 ’ (39)
B2 Eawii1+B2qr 1 b1ar-+1+8% (Erwi—art1) Rep1 —(148) 22 dpar i
b27t+1 = 1+B+B2 Ry . (40)
From using (5) and (6), equations (39) and (40) can be rewritten as
o @ A a—1 @
(8+87) (€1 (1=a) Ak —au 1)~ 20200 g kg, + R g, | S

(1+/3)aAk?+_21¢2 arp1

Bt {42)

B2y (1—a) Ak, +B2a ARy T ¢y ar i1 +82 (61 (1—) Ak —ar 1] Rey1—
b27t+l - 1+6+62

We use (23) to rewrite (41) and (42) as (24) and (25) in the main text.

C Proof of Proposition 4

We recall that a bubble exists iff:

Q> ) = (1;0‘> (55— %)

Note that Q(X) is a strictly decreasing line (€ (X) < 0), € (23) = 0 and Q (X') = 1,

. o 1-p2
with ¥/ = T + 1%
We also recall that a bubble is productive iff ¥ < ¥; or ¥ € (X1, ¥2) and:

reoe - (555) (55) (1)
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It can be shown that ¥ < g, Q (X1) = 400, 2 (Z3) = 0 and Q (1) = 0. Moreover,

. 1 1+ 52
)= Yo(X —%1)2 3 + 52

for all ¥ € (X1, min{3y;1}). In addition,

(1 =32)(1-%) - (B2 —-%)(X-3%1)] <0

1+6% (25 -2)01-%) 2(%—%)
(8 +5%)%s (X —%1)? (X —%)?

ﬁﬁ (E) _

for all ¥ € (X1,1). Hence, Q(X) is a convex function, decreasing for all 3 such that
Q%) >0 N B

We further note that Q (35,) = O, and Q (Xy,) = ,. This means that Q() and
Q (X) crosses once at the point (3, Q) = (3p,,Q,). Since Q(X) is a line and Q () is
convex, they cross at most twice.

We know that, on the one hand, b; > 0 if ¥ > ¥}, and by > 0 if > €, and, on
the other hand, a bubble is productive if Q < Q(X). Since Q = Q(X) goes through
(3p,,,) and is a convex function, decreasing for all ¥ such that Q(X) > 0, a bubble
cannot be productive if by > 0 and by > 0, whatever the values of ¥, and 2,. Hence,
a bubble is productive if either by < 0 and by > 0 or b; > 0 and by < 0.

The existence of productive bubbles with b; < 0 and by > 0 requires either 37 > ¥/,
which is equivalent to:

a« (=) B+
l—-a”  14B8+p5

or Y1 < ¥ and Q (YY) > 1, i.e.

(1—52)(5+52)> @ (1-5°) (8+26%
1+ 3+ p? l—a™ (1+B8+8%)(2+5)

Moreover, ¥’ < 1 if and only if:

« B+ 282
l—a " 1+8+p5°

When these inequalities are satisfied, there is a non-empty set of > such that there
exists a productive bubble for 2 = 1. By continuity, this result holds for 2 < 1 but
sufficiently close to 1. We deduce the existence of productive bubbles with b; < 0 and

2 2
be > 0 for 2= € (Ei+§+)ﬁ(§)t§fﬁ))’ ﬁ?f;) This occurs if ¥ < 3, .

To show the existence of productive bubbles with b; > 0 and by < 0, we first prove

that X3 < 1 is equivalent to:

a B/2+ B
< 2
l—a 146+0

and X3 < Yo iff:
2
« S 15} i
l—a 148+5
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If these two inequalities are satisfied, there is a non-empty interval for X such that
there exists a productive bubble for 2 = 0. By continuity, this result holds for €2 > 0
but sufficiently close to 0. We deduce the existence of productive bubbles with b; > 0

and by <0 for 2= € (1+giﬁ2’ ﬂ;ﬂ;) This occurs if ¥ > ¥y, .

We deduce the different cases of Proposition 4 comparing the two intervals

(1-6%)(8+26%) pt2p° 8> p/2+p° L
((1+6+62)(2+5)’1+5+52 and <1+B+B2’1+B+f32> and taking into account that

(1-p%)(5+25%) g2 B/246% _ B+26?
e { (1+5+6%)(2+5)" 148+5° S 8187 < 11848

D Equilibrium with bubbles and taxes
We use (28), (29) and (30) to rewrite equations (32) and (33) as

¢
B2 (1=72) ) owit1+B8% (1=71)at41gs4+1 6148 Reir [(1-75 )y wi—ap 1] —(148) (1—7x)as 41 ‘“};;%

627t+1 - 1+B+B2 ’
(43)
1772111 Saw —T)a
by = (345°) (1-rb eyue—acn |- LRI (s 1) (44)
ot (1+5+52) ‘
From using (5), (6) and (35), equations (43) and (44) can be rewritten as
77_2 —a @
5(1+3)(1*T11H)§1(17a)Akgf(1 “’)ii(ll VAR 1
b17t = 1+6+62 + _a’t+1’
B2(1—72))¢5(1—a) ALY, +6%Rep1 (1—7L)) €1 (1—) ARY _
b2,t+1 _ ( T ) 2(1—-a) t+11+ﬂ+ﬂ2t+1( T ) 1(1—a) Akg +at+1 [(1 _Tllg) ¢1OZA]€?+11 o Rt+1] )

In a steady state, R =n and a = n[(n§; + &) / (ng + ¢o)] k. We deduce:

o o [B+B (-7 -(1-72)%2  [n& + & n
by = (1 —a) Ak [ 146+ no, + ¢y ) (1 —a) Ake—1]’

and

by = (1 — a) Ake | PLO0-R)Et(-rb)ne] | (nfl + & ) n[(1 = 7x) gk —n] ] _

e noy + b (1—a) Ak

From (35), we also obtain:

2
Ak = n ) LI
<n¢1—|—d>2 (1—7p)

We use the last three equations to obtain (37) and (38) in the main text.

E Empirical strategy to obtain ¥ and (2

In this appendix we describe how the data in Table 2 on the distribution of gross labor
and capital income by age has been obtained. The data sources used are the US census
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and the Eurostat. US government census provides average income and total population
in 2015 for the following age groups: young (age 25-44), middle age (age 45-64) and
old (65 and over). Eurostat provides the same data in 2015 for the different European
economies shown in Table 1 and for the following age groups: young (age 25-49), middle
age (age 50-64) and old (65 and over). As the number of years people belong to each
age group is different with the Eurostat data, we divide total income of each age group
by the number of years individuals belong to each age group.'! This normalization
makes the different age groups comparable. From using these data, we obtain the total
income of each age group and the total income of the economy is obtained as the sum
of the income of each age group. The fraction of total income obtained by each age
group is displayed in Table 1.

We use the labor income share and total income to obtain for each country the
labor income and the capital income.'? Consistent with the assumptions in the model,
we assume that (i) the young individuals do not obtain capital income and (ii) the old
individuals do not obtain labor income. Based on these assumptions, we obtain X as
the ratio between the income of the young and the total labor income in the economy
and we obtain 2 as the difference between one and the ratio between the income of the
old and the total capital income of the economy. The values of ¥ and Q are displayed
in Table 2.

The value of ¥ and  are obviously biased because of the two aforementioned
assumptions. To measure how problematic are these two assumptions, we use the US
census data to obtain that the fraction of labor income obtained by the old individuals
is only 4% and the net worth owned by the young is only 9.4%. These small numbers
imply that the two assumptions are not too strong and, hence, the bias in the measures
of ¥ and O should be small.

A more serious problem with the data is that the income of the old also includes
the pensions they receive, which should not be considered as capital income. Using the
notation introduced in Section 5 and the definition of 2, we obtain

8, =1 Gt+2020141 + Pri2
Q419104411 + Q2090141 + Dit2’

where p;12 are the pensions received by individuals when old. Note that ﬁt is the
difference between one and the ratio between the income of the old and the total
capital income. As follows from the data, pensions are included in the income of the
old and also in the total income. (Alt at the steady state simplifies as

0= noy -
ney + ¢+ 5
where p is the steady state value of the pension. Let o the replacement rate of pensions
and, hence, p = oc€,w. Using the replacement rate, (5), (6), and (9), we obtain
1—a)

0=d|1+a-n2t=9]
an

'We consider that 20 is the number of years individuals are old. This is approximately the value of
the life expectancy at 65 in the economies considered.
12The labor income share in 2014 is obtained from the Penn World Table.
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where 2 = n¢, / (ng; + ¢,) is the fraction of capital income obtained by the middle age
individuals and that we have used in the main text of this paper. The previous equation
clearly shows that Q is a biased measure of the distribution of capital income by age
group when pensions are introduced. In the last step of our empirical strategy, we use
this equation to obtain the value of €. To this end, we must obtain the values of o, «
and n. The value of ¢ is obtained from OECD data set 2014, where the replacement
rate is defined as the gross pension divided by the gross pre-retirement wage and, hence,
it corresponds to our definition of o. The value of « is obtained from the labor income
share in the Penn World Table 2014 and the value of n is obtained from OECD data
as the ratio between total population age 45-64 divided by total population age 65 and
over. The value of € obtained from this analysis is displayed in the last column of
Table 2.
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F Figures and Tables

Table 1. Income distribution by age group'?
Young Middle Age Old

Austria 0,36 0,40 0,24
Belgium 0,38 0,40 0,22
Czech Republic 0,43 0,37 0,20
Denmark 0,36 0,42 0,22
Finland 0,35 0,42 0,23
France 0,33 0,39 0,28
Germany 0,36 0,40 0,24
Greece 0,37 0,36 0,27
Hungary 0,39 0,37 0,24
Italy 0,34 0,38 0,28
Netherlands 0,37 0,41 0,22
Norway 0,38 0,40 0,22
Poland 0,41 0,39 0,20
Portugal 0,37 0,37 0,26
Spain 0,39 0,37 0,24
Sweden 0,36 0,40 0,24
United Kingdom 0,40 0,38 0,22
United States 0,36 0,45 0,19

Source. US census data and Eurostat.

13The second column is the fraction of income obtained by young individuals, the third column is
the fraction of income obtained by middle age individuals and the last column is the fraction of income
obtained by old individuals.
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Table 2. Income distribution by age group'*

by Q Q
Austria 0,62 0,44 0,55
Belgium 0,61 0,42 0,49
Czech Republic 0,84 0,60 0,63
Denmark 0,56 0,38 0,01
Finland 0,57 0,40 0,49
France 0,53 0,26 0,33
Germany 0,57 0,36 0,42
Greece 0,78 0,48 0,52
Hungary 0,65 0,41 0,48
Italy 0,63 0,39 0,47
Netherlands 0,61 0,44 0,56
Norway 0,72 0,54 0,59
Poland 0,74 0,55 0,58
Portugal 0,64 0,38 0,47
Spain 0,66 0,42 0,52
Sweden 0,63 0,45 0,55

United Kingdom 0,66 0,44 0,47
United States 0,60 0,52 0,58

Source. See Appendix E.

4%} is the fraction of labor income obtained by the young individuals. Q is the fraction of capital
income obtained by the middle age individuals when pensions are considered part of the capital income
of the old. Finally, € is the fraction of capital income obtained by middle age individuals when pensions
are not considered as capital income of the old.
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Table 3. Taxes and population growth'®

Tw Tk n
Austria 0,50 0,25 0,96
Belgium 0,55 0,34 0,98
Czech Republic 0,43 0,19 1,14
Denmark 0,36 0,23 0,94
Finland 0,44 0,20 0,89
France 0,48 0,38 0,97
Germany 0,49 0,30 0,84
Greece 0,39 0,26 1,13
Hungary 0,49 0,19 1,07
Italy 0,48 0,31 0,99
Netherlands 0,36 0,25 0,91
Norway 0,37 0,27 1,08
Poland 0,35 0,19 1,10
Portugal 0,42 0,29 1,02
Spain 0,40 0,28 1,16
Sweden 0,43 0,22 1,01
United Kingdom 0,31 0,20 1,05
United States 0,32 0,39 1,00

Source. OECD Data base.

5The population growth rate is obtained from the ratio between the population in the interval
25-44 years and the population in the interval 45 to 64. The population growth rate is obtained for
all countries in the year 2013, except for Belgium, France, Greece, Netherlands and Poland that it is
obtained in the year 2012.
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Table 4. Results from the simulation

Austria
Belgium
Czech Republic
Denmark
Finland
France
Germany
Greece
Hungary
Italy
Netherlands
Norway
Poland
Portugal
Spain
Sweden
United Kingdom
United States

i+ k F
0,12 ——— —0,55
0,12 ——— —0,63
0,16 ——— —0,07
0,17 ——— —0,50
0,16 ——— —0,65
0,19 ——— —0,74
0,19 ——— —0,70
0,20 ——— —0,09
0,14 ——— —0,63
0,16 ——— —0,50
0,18 ——— —0,32
0,16 ——— —0,05
0,18 ——— —0,13
0,18 ——— —0,39
0,15 ——— —0,27
0,14 ——— —0,46
0,23 ——— —0,30
0,15 0,19 0,01
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Table 5. Results from the simulation

Austria
Belgium
Czech Republic
Denmark
Finland
France
Germany
Greece
Hungary
Italy
Netherlands
Norway
Poland
Portugal
Spain
Sweden
United Kingdom
United States

i+ k F
0,18 0,22 0,05
0,20 ——— —0,05
0,20 0,14 0,69
0,18 ——— —0,16
0,21 ——— —0,14
0,28 ——— —0,42
0,20 ——— -0,21
0,23 0,19 0,42
0,20 0,23 0,06
0,22 ——— —0,01
0,19 0,23 0,04
0,18 0,17 0,34
0,19 0,17 0,38
0,22 0,25 0,02
0,17 0,18 0,13
0,18 0,21 0,07
0,22 0,24 0,06
0,15 0,19 0,01

We assume that 7, = 0,39 and 7, = 0, 32
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Figure 1. Bubbles and the distribution of income
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Figure 2. The effect of fiscal policies on capital
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