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What they do

Positive Analysis: Start from a ‘real life’ calibrated economy
(OLG + productivity shocks) replicating existing policies.

Frictions: incomplete asset markets + incomplete tax
instruments + private information.

∼ Imrohoroglu / Aiyagari-McGrattan.
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Macro Public Finance

MPF Approach: Can we find a better combination of fiscal
policies? (tweak tax/transfers, add progressivity, etc.)
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=> shot in the dark

Reforms are not necessarily Pareto improving (pol econ
considerations)—and somewhat arbitrary—but realistic.
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New Dynamic Public Finance

NDPF Approach: compute constrained-efficient PO
allocations

Frictions: incomplete asset markets + incomplete tax
instruments +private information.

New Dynamic 
Pub Finance

W
el
fa
re
 A

Welfare B

Pareto Possibility Frontier
(constrained‐efficient)

=> utopic

Too many options, not all reforms are Pareto improving (given
starting point).
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What they do

Compute constrained-efficient PO allocations using NDPF
approach

∼ Aiyagari + Mirrlees

Search for reforms along the 45o line: everyone has the same
Pareto gain
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This paper!

=> Reforms are Pareto
improving!!
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Summary and Contribution

Bridges the gap between MPF and NDPF: BIG technological
improvement.

These two literatures can work with each other.

Opens a whole new quantitative research agenda: we can now
compute sensible and policy relevant reforms!
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Comments

Starting point: lifetime welfare of generation j evaluated at
(calibrated) policy sequence x
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[gen j]
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௝ܸሺݔሻ

t

௝ܸሺݔሻ ൌ ܧ ෍ܷ ௝ܿ௧ ݔ , ݈௝௧ ݔ
௝ା௃

௧ୀ௝

Policy sequence
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Comments

Reform: evaluated at lifetime welfare of (future) generation
born in a stationary eqn j = ss (a la Conesa-Kitao-Krueger)
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Comments

1. What about transition?

Capital adjustments as policies are changed can be costly for
current generation.
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How do we get there?
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Comments

2. How to weigh different generations during transition?

Is there discounting? Pol econ considerations are back if
middle transitions lose.

Or better to increase welfare of all generations till SS
(difficult!)
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Comments

3. Which policies would take us there?

Only allocations are characterized, but to be policy relevant
we need decentralization!
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Comments

On calibration:

4. Wealth distribution: Assumption a > 0 over-estimate gains
from smoothing w/o a reasonable wealth distribution?

5. Abstracts from growth and population ageing: must be
important for these reforms (and initial calibration!).

6. How generalizable is this when calibrated to Netherlands? Can
re-do for other countries?
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