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A common feature of efficient contracts in dynamic settings with private information is the
presence of a negative drift in consumption of the agent over time as the contract evolves
— immiseration (see Green (1987), Thomas and Worrall (1990), Atkeson and Lucas (1992)
and Phelan (1998) as examples). This arises due to the desire, by both parties, to use future
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Abstract

We use a Barro-Becker model of endogenous fertility, in which parents are subject to
idiosyncratic shocks that are private information (either to labor productivity or taste
for leisure), to study the efficient degree of consumption inequality in the long run. The
planner uses the trade off between family size and future consumption and leisure, in
addition to the usual variables, to provide incentives for workers to reveal their shocks.
We show that in this environment, the optimal dynamic contract no longer features
immiseration in consumption. We also discuss the implications of the model on the
long run properties of family size in the optimal contract and show that the long run

trend in dynasty size can be either positive or negative depending on parameters.
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payoffs as a means to provide current incentives. Having a downward drift on average, also
makes it cheaper to provide incentives in the future and hence, allows for the provision of

better insurance in the current period.

This creates a problem for trying to use these models to study some questions of interest
in welfare economics. For example: What is the optimal amount of consumption inequality
to balance incentives and social insurance? When the contracting problem features immis-
eration as a feature of the optimal contract, this question has no well defined answer —
inequality should grow without bound as time goes on and almost every member of society

should have a time path of utility that is declining over time.

One solution to this dilemma has been provided in Phelan (2006) and Farhi and Werning
(2007, 2010) (and implicitly earlier in Atkeson and Lucas (1992)) where different periods
in the contracting problem correspond to successive generations in a dynastic model. In
that setting, these authors show that if the social planner puts higher weight on subse-
quent generations than parents’ themselves do, the optimal contract features mean reversion
and hence, there is a non-degenerate stationary distribution over consumption. Implicit
in this formulation is the assumption that family size is fixed — each agent is 'replaced’ in

the subsequent period by exactly one agent — no population growth (or shrinkage) is allowed.

In this paper, we study the form of the optimal incentive contract in a dynamic setting
when fertility choice is added to the problem through dynastic altruism. This is a natural
extension of the standard model when a period is a generation. There are two, complemen-
tary, reasons for making this change. First, as (de la Croix and Doepke, 2003) have shown,
including family size in overlapping generations models is crucial to match the empirical
relationship between income inequality and mean output growth. Second, it is of interest
to know how this extra margin for incentive provision affects the long run features of the

optimal contract — e.g., consumption and labor supply.

We show that in this case, the optimal dynamic contract no longer features immiseration
even when private and social weights on children are aligned. Indeed, with Barro and Becker
(1989) (and Becker and Barro (1988)) style dynastic preferences and i.i.d. shocks, we show
that there is a stationary distribution over consumption, continuation utilities, etc., under a

variety of assumptions about the nature of private information and the costs of children.

In some cases — when the cost of children is purely in terms of consumption goods — the



result is particularly stark: there is a unique continuation utility that is given to all children
independent of the history of shocks in the family. Further, consumption, labor supply and
family size are all i.i.d. That is, all future incentives for parents are provided through family

size and none through children’s utility.

In our model, we get an extreme version of the (Farhi and Werning, 2007) mean rever-
sion result: When the cost of raising children is in terms of consumption goods continuation
utility is i.i.d. even when social and private discounting are identical. The reason for this is
that the planner has two instruments to vary future promised utility to parents: the number
of children and the promised utility to each child. Because of a homotheticity property of
the Barro and Becker dynastic formulation, it turns out that per child future utility is held
fixed while the number of children is moved up and down only as a function of the parent’s
shock to provide incentives. Equivalently, under a natural implementation of the optimal
contract, total bequests for the next generation and the number of children are moved up
and down proportionally leaving per capita bequests independent of parent’s wealth and/or

history of past shocks.

We go on to study the long run properties of dynasty size under the optimal contract. We
show that family size can either shrink or grow over time depending on the parameters of the
model. If, for whatever reason, the discount factor is less than the inverse of the (endogenous)
rate of return on capital, we show that family size shrinks over time (i.e., fertility is below
replacement) in the optimal contract. On the other hand, if, as seems to be true empirically,
the discount rate exceeds the inverse of the rate of return on capital, two additional key
factors determine the long run properties of population size: the curvature of utility and the
amount of uncertainty about ‘type.” To address this, we study a special case of the model
(goods costs for children and a taste shock to the value of leisure) and show that if either
the curvature of utility is small or the level of uncertainty is small, family size grows without

bound. Thus, in this case there is neither immiseration in continuation utility nor family size.

Finally, we study the contracting problem in the more realistic case when the costs of
children are a mixture of both goods and time. In this case, the properties of the optimal
contract are more nuanced — a mix of family size and children’s utility are used to provide
incentives and the i.i.d. property no longer holds. Rather, a limited form of history indepen-
dence is shown to hold. Formally, continuation utility for all children of a parent with the
highest shock is independent of history while for other shocks a similar property holds when

parents’ continuation utility is sufficiently low. These properties are enough to show that



a stationary distribution over per capital variables exists under some additional, technical,

assumptions.

Our paper is related to the large literature on dynamic contracting including Green
(1987), Thomas and Worrall (1990), Atkeson and Lucas (1992), Phelan (2006), Farhi and
Werning (2007, 2010) (among many others). These papers established the basic way of
characterizing the optimal allocation in endowment economies where there is private infor-
mation. They also showed that, in the long run, inequality increases without bound, i.e. the
immiseration result. Phelan (1998) shows that this result is robust to many variations in
the assumptions of the model. Moreover, Khan and Ravikumar (2001) establish numerically
that in a production economy, the same result holds and although the economy grows, the
detrended distribution of consumption has a negative trend. We contribute to this literature
by extending the model to allow for endogenous choice of fertility. We employ the methods

developed in the aforementioned papers to analyze this problem.

The paper is organized as follows. In section 2 we study our basic dynamic contracting
problem when family size is included and the costs of children are in terms of goods. In
section 3 we study population dynamics implied by the optimal contract. In section 4, we

allow for costs to be in terms of parents’ time. Finally, section 5 concludes.

2 The Model and Basic Results

In this section, we lay out the basic model that we will analyze in an infinite horizon setting
and provide some basic technical results concerning the efficient allocation. Our model is
an extension of the intergenerational interpretation of Atkeson and Lucas (1992) Farhi and
Werning (2007, 2010) with private information about preferences over leisure. The novelty

of our approach is that we include fertility choice in the model with dynastic altruism.

Time is discrete from 0 to co. At date 0, the economy is populated by N_; agents. Each
agent lives for one period. Agents, when alive, draw labor productivity shocks, can consume
and have children. The cost of raising a child is in terms of consumption good. We assume
that it takes a units of consumption good to raise each child. We will report the results with

‘time cost’ included in section 4.

1Goods and time costs of this form are best thought of as short cuts for situations in which parents care
directly about consumption of their children (the goods cost) and the amount of time they spend with them
(the time cost). This formulation is standard and simplifies the analysis.



Preferences. Following Barro and Becker (1989) and Becker and Barro (1988), we assume
that the family head has preferences over own consumption, c¢g, own leisure, ¢, own fertility,

ng, and per child utility, u; given by:

Uo = u(co, bo) + Bg(no)us,

in which ( is the intergenerational discount factor. Assuming that children are also altruistic
toward their children (i.e., the grandchildren of the family head), and so on, we obtain by

substitution:

Us = u(co, Lo) + Bg(no)uler, £1) + B2g(no)g(ni)ulcs, bo) + . ...

As in Barro and Becker (1989) and Becker and Barro (1988), this simplifies when it is
assumed that g(-) is iso-elastic, g(n) = n". In this case, it follows that g(ng)g(n1) = g(non1),

etc. Under this assumption, the utility of the family head is given by:
Uo = u(co, bo) + Bngu(cy, £1) + B*(noni) u(ca, ba) + .. ..

We will assume that utility is additively separable in consumption and leisure?, and we will
write flow utility in terms of amount of efficiency units of labor, 3's, in place of levels of

leisure:3

u(c,y) = u(c) + h(y, ).

We assume h (y, 0) is strictly decreasing and strictly concave in y, and h, = 2

v = 5y is strictly

increasing in 6.

Written in this way, € can be interpreted as a productivity shock, as well as a shock to
the value of leisure. For example, assuming that each agent is endowed with one unit of time

to work in each period and assuming that 6 is a productivity shock,

u(e) + h(y,0) = u(c) + h (1 - %) ,

in which fz() is the utility function over leisure and it is strictly increasing and strictly

2This is standard assumption in dynamic Mirrleesian models. see for example Albanesi and Sleet (2006);
Farhi and Werning (2010); Golosov et al. (2003); Golosov and Tsyvinski (2006, 2007); Kocherlakota (2005,
2010) among many others.

3 Alternatively, one can think of y = # - [ as output that is required from worker of type 6.



concave. Similarly, if # is a taste shock, assume that

u(c) + h(y,0) = u(c) + %hu — ).

Information. The set of possible types is given by © = {6; < --- < 6;}. We assume that
0, is drawn from © in each period according to the probability distribution 7(-) and that
these draws are independent across time. A history of shocks up to and including period ¢
is represented by 6 = (6, ..., 0;). We assume that the planner can observe the amount of ef-
fective labor units for each individual (y), but cannot observe §. Furthermore, for analytical
tractability, we assume that a strong law of large numbers holds so that if an individual has

n children, a fraction 7(#) of them are of type 6.

Technology. There is a constant returns to scale production function F(K,Y;) where K,
is aggregate capital and Y; = >, m (0) y; (6") is aggregate effective labor hours. The initial
level of capital is given by K. For now, we assume that the rate of return on capital, R is

fixed, i.e., the production function is given by
F(K,)Y)=RK+Y.

We consider the case of endogenous R below when we discuss the implications of the model

for population dynamics in section 3.

Allocation. An allocation is a vector {ct, yy, ni},, where ¢; : ©F — Ry, 3 : ©F — Ry and
ng : O — R,. Here, ¢ (6") is per capita consumption of a generation with history 6%; y,(6")
is the amount of per capita effective labor units this generation supplies; n; (6") is number

of children that each individual in this generation has.

2.1 The Contracting Problem

Consider a social planner who offers a contract {c; (0"),y: ("), n; (6")},2, to each dynasty
in period ¢ = 0. Each dynasty chooses a reporting strategy o = {0}, which is a sequence
of functions o; : O — © that maps a history of shocks 6 into a current report 6; € ©.
Any strategy o induces history of reports o' = (0¢ (6p) , ..., 0. (6")) with o' : O — O

We denote the set of all possible reporting strategies by ¥,. Each person in generation ¢



in a dynasty which has a reporting strategy o receives ¢; (o; (6")) units of consumption, will

supply y; (o4 (6%)) units of efficiency labor units and will have n; (o, (6")) kids.

We study the problem of a planner that minimizes the cost of delivering utility W, to

the first generation parents and has to provide incentives for truthful reporting of types.

Define N; (0"~1) = N_; x ng (6p) x ny (6o,01) X ... x ny_1 (0*~1) as the current population
of a cohort (in date t) whose ancestors received the history of shocks of 87!, We write the

contracting problem as

min N ZZ —7T Ht Nt Gt 1) [ (Qt) + any (Gt) — Y (Qt)}

{ct(0?),y:(0Y),n:(0%)} 72, =0 ¢

subject to
ZZW (6) N (61" [ (e (%)) + D (e (6°) . 60)] = W (1)

and

Zzﬁt (6) Ne (077)" [u ex (6)) + P (e (6°) . 00)] =

Z; 20 (0) Ne s (07))" o (e (o (1)) + (e (02 (6)) . 60))
for all o € ¥ (2)

in which equation (1) and (2) are promise keeping and incentive compatibility constraints.*

Note that the objective and constraint set in the above problem my not be convex due
to terms that involve multiplication of fertility (or population) -which is a choice variable-
by other allocations. Therefore, we follow Alvarez (1999) and reformulate the problem in
terms of aggregates rather than per capita variables. For any history 6%, define C; (6") =
N; (071 ¢ (0") and Y, (0%) = N; (60"71) y, (6%) to be aggregate consumption and aggregate

effective labor unit for a generation with history 6! whose ancestors received history of

4Note that if Wy is such that the profit earned at the solution to this problem is 0, this problem is the
dual (assuming convexity) of a planning problem where agent utility is maximized.



shocks of #'~!. Using this notation, we can rewrite the contracting problem as:®

N ZZ _W (6) [Yis1 (0") — Cer (0") — aNpsa (0")] (3)

{Ce(6%),Yi( 9t Nt+1 (09)}2

subject to o
and
S e (G ()]
i 2w () N (07)" (woomm) (W)

for all o € ¥ (5)

Using standard arguments for the i.i.d. shock, this problem can be reformulated as a
dynamic programming problem with state variables W, promised utility to current parents
and N, the current population. Thus, we can show that the above problem is equivalent to

the following functional equation:

VW)= i S (0) {c (@) +aN' (6) — Y (8) + }l%v (N (8) , W' ()

(P)
> w(0) [N” {u (%) +h (#9)} + BW’ (9)} =W (6)

0

subject to

>The resulting problem may still not be convex. We need extra assumptions on preferences to guarantee
concavity of the period utility in consumption, efficiency units of labor and population. Also, it is standard
and well known that incentive constraints may not be convex. In the next section we state sufficient conditions
on preferences that guarantee the convexity of the problem.



N7 {u (%) +h <$9>} + BW' (6) > N7 {u (%) +h <$0) } + BW'(6)

in which W’ (6) and N’ () are future promised utility and dynasty population for a parent

who receives shock 6 in the current period.

It can be shown that the value function from this problem has a homotheticity property
and so, it can be equivalently be formulated in per capita terms®. That is, if we define
O(N,w) = w, 0(N,w) = v(w) will not depend on N and satisfies the following func-
tional equation (note that all choices are, once again, per capita variables):

: 1 / :
TEEN S LU OROR O RS O RO It

s.t.

D m(@)e(®) (ulc(®)+h(y©),6)+fn(0)"w (6) = w (8)

>

u(c(0) +h(y(9),60)+ Bn(9)"w () = u(c()) + h(y(6).0) + Sn(f)"w' (0)

Here, n (0) is the number of children for a parent who receives shock 6 and w’ (6) is the

expected promised utility to each of his children.

2.2 Stationary Distribution of Per Capita Variables

In this section, we show that the per capita variables from the contracting problem of the
previous section have a stationary distribution. This is in marked contrast to the situa-
tion without fertility where all endogenous variables trend to their lower bounds (see Green
(1987), Thomas and Worrall (1990) and Atkeson and Lucas (1992)) — immiseration. More-

6See Hosseini et al. (2009) for a formal proof of this result



over, from any initial condition (g, Wy) we jump to the stationary distribution in one period.
This follows because of simple characterization for continuation utilities — a property that
we call ‘resetting.” This is that the expected promised utility for every child is the same,
independent of the history of the parent. Because of this property, it also follows that the
consumption, hours and efficiency units of labor are i.i.d. Thus, when the cost of raising
children is only in terms of consumption goods and shocks are i.i.d., the optimal contract

has an extreme lack of history dependence once fertility is introduced.”

This result depends on one additional (strong) assumption on the solution to the con-
tracting problem from the previous section. This is that the solution can be derived from
the first order conditions from problem (P) (and that the solution to the FOC’s is unique).
Of course, this will follow automatically if value function V (-, +) is both strictly convex and
differentiable. In the next section, we show that in some cases, when € is a taste shock to

the utility value of leisure, these assumptions on V' can be derived from first principles.®

Under these assumptions, we can use the first order conditions from problem (P’) to

characterize the properties of the optimal contract.

Proposition 1 Assume that V (-,-) is strictly concave and differentiable and that the solu-
tion to problem (P) (and (P’)) is interior. Then,

1. n(0Y), c(6"), and y (0"), t =1,2,... are i.i.d.
2. n(0) =n(0,w), c(0) =c(f,w), andy (0) =y (0,w) are all monotone increasing in 6.

As a first step in proving part 1, we will give a partial characterization of the solution
in terms of continuation utilities, w. Let u(6,0) and A be multipliers on constraints (8) and
(9). Taking first order conditions with respect to n (6) and w’ () in problem (P’) gives us

the following two equations:
1 / 1 A ~
(6) (-t o 6)) = (00! () A 0) + 3 ut6.6) — Sou0.0) ).
040 046

n(6)0' (w (6)) = B (6)" [ Am (9) + 3 u(6,0) — 3 u(6,6)

040 60

==

"The situation is more complex when the costs of children is in terms of parental time. Although there
is still a stationary distribution over per capita variables, they are not i.i.d., so that there is more history
dependence in the optimal contract. See the more detailed discussion of the time cost case in section 4 below.

8In appendix C we show that this result holds even in a sequence formulation of the problem without
relying on convexity and differentiability. We focus on the recursive formulation here for better exposition.

10



If we divide these two equations we obtain:

atv(w @) /R _ ()
n(@)v(w (@) /R "n(d)

The right hand side is the marginal rate of substitution between number of children and
promised utility to each child. The left hand side is the marginal rate of transformation.
In other words, it is the ratio of marginal costs of having one more child, Ra + v (v’ (6)),
and marginal cost of raising promised utility of each child, n (#)v (w’ (#)). This condition

simplifies to:

Ra+ v (w'(0)) = nu' (6)v" (w' (0)). (10)

For intuition, imagine the planner who wants to deliver a certain level of utility to the
parent in the future. Once the planner decides about the level of future utility to the parent,
it needs to find the mix of the number of children and promised utility to each children that
delivers that level of utility. Let’s keep the future utility to the parent — that is Sn (6)" w’ ()
— fixed. Increasing the number children by one has the cost Ra + v (w’ (0)) in terms of the
future consumption good. On the other hand, to keep the future utility of parents constant
implies that promised utility to each child has to go down by n%. This reduction in the
promised utility to each child has a cost saving effect of n (6) v (w’ (0)) x n% in the units
of the future consumption good. The marginal cost of increasing the number of children
and the marginal cost saved from reducing each child’s promised utility must be equal at
the optimal contract. Otherwise, the planner can change the combination of n (6) and w’ (6)
and reduce the cost of delivering the same future utility to the parent. This implies that

equation (10) must hold at the optimal contract.

From our assumption that value function in problem (P), V, is strictly convex and dif-
ferentiable, it follows that nwv' (w) — v (w) is strictly decreasing.” Thus, there is a unique
solution to equation (10). Notice that in this equation, the only endogenous variable that
appears is the continuation value for the children of an adult who experienced the shock 6

in the current period, w’ ().

There are two important properties of this equation: First, promised utility to the parent,

w, does not appear in the equation. This implies that promised utility for each children,

9See appendix A
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w' (0), is independent of promised utility of the parent, w — formally, w’ (0, w) = w’ (#) for
all w. Thus, promised utility of future generations is ‘reset’ each period independent of the

history of past shocks to the family.

Second, this equation does not depend on 6 either. From this it follows there is a level of
promised utility w* such that w' (#) = w* for all § € ©. We state this result as the following

lemma:

Lemma 1 Assume that value function in problem (P), V', is strictly concave and continu-
ously differentiable and that the solution is interior. Then, there is a degenerate distribution

over per child continuation utilities at w* where w* is the unique solution to (10).

If follows immediately from this lemma that the per capita allocations are only a function
of current shock to parents and not on the history of shocks. Formally, let ¢ (6, w), y (6, w),
n (6,w) and w’ (6, w) be policy functions that are solutions to the problem P’. We construct
allocations ¢; (0), y; (6") and n; (6") using these policy functions. First, recall that v’ (6, w) =
w* for some w* and therefore w; (0%) = w' (05, w1 (0°1)) = w* for all #* and all ¢ and any

initial promised utility wy. Therefore, the per capita allocations are:

Ct (Qt) =c (9t,wt_1 (Qt_l)) = c (0, w")
y (0") =y (B wier (671)) =y (0, w")
ny (Ht) =n (Gt, Wy_1 (9'5’1)) =n (0, w")

and hence they depend only on current shock realization, 6;, which is assumed to be i.i.d.

Note that, as a result of lemma 1, if we know the value of w* and v (w*), then the efficient

allocations are the solution of the following static problem

v(w*) = min Zﬂ' (0) |:C (0) +an(0) —y (0) + }%n (0) v (w*)
’ ’ 0

s.t.

u(c(0) +nh(y0),0) + Bn(0)"w* > u(c(d)) + h(y(d),0) + fn(d)"w*, V6,0 € ©.
This problem is equivalent to a static Mirrlees problem with two consumption goods, ¢ and n.

12



Note that in this problem, the margin of choice between consumption and fertility is undis-
torted. Therefore, if ¢ () is monotone in 6, so is n (). If the utility function u (¢) + h (y, 6)
satisfies the single crossing property, using standard arguments, we can establish that y ()

and ¢ () are monotone increasing functions of #. This concludes the proof of proposition 1.

This results of proposition 1 do not hold in general, they hold because of the special as-
sumption that the cost of children (i.e., a) is completely in terms of goods — children do not
take any parental time to raise. When there is a time cost for children, the ‘resetting’ prop-
erty (lemma 1) only holds for the highest type (undistorted types) and at the very bottom of

the promised utility distribution (i.e., low w). We will discuss this in more details in section 4.

The results of proposition 1 and lemma 1 imply that the long run distribution of future
promised utilities is concentrated on w*. i.e., in contrast to the case where fertility is not
included (e.g. Green (1987), Thomas and Worrall (1990) and Atkeson and Lucas (1992)),
there is not a downward drift in future utilities (at least not in per capita terms). Note that
this does not require any particular assumptions on the social discount rate (as in Farhi and
Werning (2007, 2010)).

Unlike standard models of dynamic contracting, where incentives to parent are provided
only by changing the promised utility to each child, in our environment, incentives to par-
ents are provided using a combination of promised utility to each child and the number of
children a parent has. Given the homotheticity of the Barro-Becker formulation, the planner
will use fertility more heavily to provide incentives. Hence, promised utility is not used at

all for incentive provision.

This is an extreme result in that it says that there is no history dependence of ‘wealth’ at

all'?

— promised utility of children is independent of the shock received by the parent. This
is something that is unique to this particular example — in which there is no time cost for
raising children. As an intermediate case, it can be shown that if the goods cost of children
depends on the type of the parent — a(f) — continuation utility depends on the type of the
parent, but not on the promised utility to the parent. Thus, in this case, w’ (as well as other

per capita allocations) is MA(1).

The intuition for our result can best be understood in two steps. First, since the shock

ONote that v(w) is the different between present value of income and expenditure so it can be thought of
as wealth. Lack of history dependence in promised utility is equivalent to no history dependence in wealth

13



is only to the utility of leisure and the costs of children are entirely in terms of goods, the
optimal contract features an ‘undistorted’ choice between current consumption and future
children /future consumption for all types of parents (i.e., for all #). Second, the Barro—Becker
model of dynastic altruism has a natural homotheticity property in aggregate allocations,

ie. let U(C,Y,N,0) = N"(u(C/N)+ h(Y/N,0)), then

U (AC, \Y, AN, 6) = (AN)" (u (i—g) +h (;—}; 9))

o (o ©) 0 (L.0)) - v

Now consider the problem 3. The objective in that problem is linear in C', N and Y. This
together with the homotheticity property discussed above, implies that the aggregate allo-
cations in problem 3 are homogenous of degree one in W, (promised utility to the head of
the dynasty). Hence, the ratio of aggregate consumption C; (6*) (and Y; (6")), to the dynasty
population, N; (6*71), is independent of W, after any history §* — in particular after one
period. Therefore, the per capita allocations in the first period are independent of Wj. The

same intuition applies to future periods.

If part of the costs of children are in terms of parental time a more limited version of this
characterization result still holds. In that case there is no history dependence in continuation
utility only for types whose allocations are undistorted — typically for the highest (or lowest)

shock. We will overview this result in section 4. !

2.3 A Special Case: Taste Shocks

As can be seen from the previous section, the technical difficulty that arises is to show that
the value function is strictly concave and differentiable. Once we have these properties, our
main result — that continuation utility is reset to the same value for the children of all types

— follows directly from the first order conditions of the contracting problem.

In this section, we show that there is at least one case in which we can dispense with

these two extra assumptions. This is true when 6 is the taste shock to the value leisure:

u(c) + h(y,0) = u(c) + %v(l — ).

HFor more details we refer the reader to Hosseini et al. (2009).
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In this case, we will show that there is a simple transformation so that the constraint set

in the minimization problem P is convex and the objective function is strictly convex. Let’s

define: U0) = N (%) , H(0)=N"h (1 - #) :

For a given U (6) and H (6), we have
C(0) = Nu™' (N7U(9)) .
Also, h™"(N~"H (§)) = 1 — Y () /N, therefore
Y(0)=N-—Nh'(NTH(9)).

Under these transformations, the promise keeping constraint 6 becomes:

1
Z@:w(e) [U(9)+5H(9)+6W(9) =W

and, the incentive constraints 7 become:

U (6) + %H (0) + BW (8) > U(0) + %H(é) +BW () V6.0 €0,

Thus, the promise keeping and incentive constraints are linear in the transformed variables.

Next, we will show that the value function in problem (P) is strictly convex. If we rewrite

the objective in terms of transformed variables we obtain:
1
S5 (0) [C0)+aN' 0) =¥ 6)+ 1V (V' 0, W )] -
0

> w(0) [Nu™' (NTU (0)) + aN' (6) + Nh™' (N"H (0))
0

N+ }%v (N (0), W (0))] .

For this objective function to be strictly convex, it is necessary that the two function
Nh= ' (N7"H) and Nu~' (N7"U) be strictly convex functions. That is what we assume

from now on.

We can rewrite the transformed version of the problem (P) as:
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— -1 —n !
V (N, W) U(QLH(er)I}%GLWI(G);W(e) [Nu™ (N7"U (6)) + aN' (0)

~N(1-h"(NT"H (0))) + %V (N (0), W' (6)) (11)

subject to

S (6) [U(0)+%H(0)+6W(9) _—

and,

U (6) + %H (6) + BW (8) > U(H) + %H(é) + BW () V6,0 €0,

We state and prove the main result of this section in the following proposition:

Proposition 2 Suppose that Nh™' (N""H) and Nu~* (N~"U) are strictly convex functions
of (N,H) and (N,U) and that for some convex set A, and all (N,W) € A, there is a
solution to the sequence problem (3). Then, the solution to the functional equation (11) is

strictly conver on A and differentiable on the interior of A. Moreover, there is a function,

v:R =R, such that V(N,W) = Nuo(N~"W).

Proof. To show that V(-,) is strictly convex, we use the sequence problem version of the
recursive problem (11) and use the principle of optimality to show that V(-,-) is convex.

Consider the following sequence problem

Ut,thrj{}i}thH f; (%)t zt: (0" [Nt (Qt—l) u! (Nt (9t—1)*77 U, (91&)) ¥ aN (et)
N () (1= nt (Vo) T (0)]

subject to

S A1) [U0) 4 g EO) + 58] = w0, e

0t >pt—1

1 A 1 a A «
U(6") + H—Ht(ﬁt) + AW (0") > U,(6, 60,) + Q_Ht(et_la 0,) + BWia(61,0,), V0", 0,
t ¢

given Wy =W, Ng = N
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By the principle of optimality, the value associated with the above problem is given
by V(N,W). Now, consider two possible initial conditions (N', W) # (N? W?). Associ-
ated with each of these is a set of allocations that solve the above maximization problem
given by {UL(0%), H} (0), N, (0%), Wi, (6%)} and {U2(6%), HE(0%), N2, (6), W2, (0)}, xe-
spectively. Let (N, W) = A(N', W) + (1 — A\)(N', W?) and define the following allocations

(07 = AU (0) + (1= NU2(0"),
1,(6') = AH{(6') + (1= NHZ(6"),
Nipa(6) = AN (0°) + (1= X)NZ,(6"),
Wia(0Y) = AW/ (0 + (1= NW2,(0").

Note that, since the constraint set is linear, the above allocation satisfies promise keeping and
incentive compatibility when the initial state is given by (N , W) Let V denote the value of
objective function at the allocation constructed above. Then, we must have V/(N, W) < V.

Note also that, since the objective function is convex
V < AV(NL WY 4+ (1= A\V(N2LW?).

Moreover, since the period cost functions, Nh™' (N"7H) and Nu~' (N~"U), are strictly
convex, the above inequality is strict (provided that for some 6, either U}(6') # UZ(6"),
or H}(0") # H}(0"), or N, (0") # N2 ,(6")). Hence, the function V(-,-) must be strictly

convex. The same proof can be used to show that the optimal allocation is unique.

In order to show that the the value function is differentiable, we use a technique similar
to Benveniste and Scheinkman (1979). To do so, we also need to use results developed by
Milgrom and Segal (2002). From the argument above, we know that the value function is
strictly convex and the policy functions are unique. Now consider an interior point (N, W)
and let the optimal policy at this point be given by {U* (6),H* (6), N (), W' (6)}. For
any (N , W) close to (N, W), define the following function

G(N.W) = max, S () {N ~ Nh! (N—m (9)) — Nu? (N‘”U (e))

~aN" (9) + LYV (8), W <9>>}

subject to
> 7 (0) {U (0) + %H (0) + W’ (9)} =W

0
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and

U (0) + %H (0) + BW'™ (0) > U(0) + %H(é) + W (6) V0,0 € ©.

Note that since we have fixed future policies, we must have that G(N, W) < V(N, W) with
equality at (N, W) = (N, W). Since the cost functions are strictly convex and the set of con-
straints are linear, the solution to the above maximization problem is unique. Moreover, by
the theorem of maximum the solution is continuous in (N , W) Hence by applying Theorem
5 and Corollary 4 in Milgrom and Segal (2002), G(-,-) is differentiable. Furthermore, since
the cost functions are strictly convex, we must have that G(-,-) is strictly convex. Hence, by
Lemma 1 in Benveniste and Scheinkman (1979) , V(-,-) must be differentiable at (N, W).

In order to show the final property of the value function, we show that the transformation
associated with the functional equation (11) preserves that property. That is, if 7'(-) is the
transformation associated with the functional equation (11) and the set S is defined as the

following;:
S = {V(N, W) v :R—-R V(N W)= N’U(N*”W)} ,

then 7'(S) € S. Suppose that V' € S, then Jv such that V(N, W) = Nu(N~"W), and

TV(N,W) = P > 7 (0) [N = Nh (NT'H (0)) — Nu™" (N7"U (0))
—aN'(0) + }%V(N’ 0), W' (6))

subject to

1
> 7 (0) [U(0)+5H(0)+6W(0) =W

and,

U0)+ 5H (0) + BW (6) > U) + %H(é) + AW () V0,0 €o.

Now, let V(N, N="W) = N~'TV(N, W) and define h (§) = N~"H (0), u (0) = N~"U (0),
n(0) = N"'N'() and w’ (§) = N (6)"" W’ (#). Then the above maximization can be written

as

Y _ -l -1
TV(N,W)_H(ew(gr)r,lﬁ;%o)w/w)]\f;ﬂ(@) [1—h7 (h(0) —u " (u(h))

~an (6) + 5 (6) o(w' (9))
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subject to

> w(0) [u (0) + L (0) + Bn (0)"w' (0)| = N7"W.

- 0
and,
1 1 . A . ~
u(f) + Eh (0) + Bn (0)"w' () > u(f) + éh(G) + Bn(6)"w'() V6,0 € O.
Clearly, V(N , N~1W) is independent of N and solely depends on N="W. Hence TV € S.
|

From this proposition, it follows that the result of proposition (1) will hold as long as the

solution to the contracting problem is interior. In order to guarantee that this holds we will

make the the following standard assumptions!?:

Assumption 1 Period utility function satisfies the following:

1. w is unbounded below and negative and n < 0.

2. h is unbounded below and negative.

Under these conditions, the solution will be interior and thus, we have:
Corollary 1 Under assumptions (1):

1. The solution to problem (P’) has the property that w'(0,w) = w* for all § and w.

Hence, there is a stationary distribution over continuation values (a point mass at

w*).

2. The allocations n (0"), ¢ (6"), and y (6") are i.i.d. and monotone increasing in current

shock 0.

3 Population Dynamics

In this section, we study the population dynamics that are implied by the optimal contract
discussed in the previous section. First, we show that aggregate population is a random
walk with drift. We show that under certain conditions it is possible to determine whether
the drift is downward — implying immiseration in population — or upward — implying no

immiseration in either population or per capita variables.

2In addition to this assumption, we have made two extra assumptions on v and h in the statement of
Proposition 2. It can be checked that all of these assumptions are satisfied for the following specification:

i h(f) = P with 1< 0,00 < 1 — 7

1—0y

c_°
l1—0.

u =
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We provide two types of results. In the first, we show that in certain cases, N; — 0 a.s., a
property we call ‘population immiseration’. In this case, although there is a non-degenerate
stationary distribution over per capita consumption, the overall size of the dynasty shrinks
over time and hence, N/~ (u(c;) + h(ys, 0;)) = —00, a.s. Therefore, although the flow utility
for each individual is bounded below, the flow utility from the dynasty head’s perspective —
which is adjusted by population size — is shrinking almost surely. We show that this is true
whenever R is exogenously set to be less than or equal to the inverse of discount factor, i.e.,

BR < 1.

However, the condition SR < 1 is not typically an outcome in Barro-Becker type fertility
models when the return on capital, R, is endogenous. Indeed, if model parameters are chosen
so as to match empirical (and positive) population growth, it must be true that SR > 1. For
this reason, we go on to study the population dynamics of the model in the long run when

R is determined endogenously.

Our goal is to present sufficient conditions for no ‘population immiseration” when R is
endogenous. To this end, we first study population dynamics when there is full information.
In this case we can fully characterize population dynamics in the long run. In particular, we
can determine the population growth rate. Under certain sufficient conditions the population
growth rate under full information can provide an appropriate upper (or lower) bound for
population growth rate in the private information model. We specify these conditions in

proposition 6 below.

3.1 An Inverse Euler Equation

To begin, we extend the results in Golosov et al. (2003) to our environment with endogenous

fertility and derive a version of Inverse Euler Equation. We summarize this as a Proposition:

Proposition 3 If, in the optimal contract, consumption is always interior, the optimal al-

location satisfies a version of the Inverse Euler Equation:

E ! 0| = ok
'+ t+1 - - t :
A Cray N0yt (40,
Hence, if PR <1, L 1S a non-negative super-martingale.
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Proof. Let C; (6") be N, (') part of the efficient plan and let ¢; (%) = %

consumption at history 6*. Consider decreasing per capita consumption of each parent parent

be per capita

with history #* and saving that unit. There will be R units available for next generation which
can be distributed among the descendants. We increase consumption of each descendant of
type 6! by €(0;,1) such that:

Niwr (69 w0 )e(brn) = Ni(0HR

gt+1

Ne1 (09" (c1(0%,0))e(0) = Nipa (0" (e (6%,6"))e(0') = A for all 0,6

The first equation is the resource constraint implied by redistributing the available resources.
The second equation makes sure that the incentives are aligned by insuring that utility of
all descendants increase by the same increment regardless of their ability shock 6,,,. This
implies that the change in the utility of all types is the same — there is no incentive to lie.

The above equations imply that

S () -
N, (097 (o1 (6, B1))

gt+1

= Nt(et_l>R

Since the change in utility from this perturbation must be zero, we must have SA =
N (0710 (¢4(6")). Replacing A in the above equation implies the claim of the proposi-

tion. m

This result must hold independent of the cost and shock structure as long as utility
function is separable between leisure and consumption (See Hosseini et al. (2009) for the
derivation in the case where cost of child rearing is in terms of parents time). When, SR < 1,
we see from above that X, = Nyq (097 /u/ (¢ieq (8711)) is a non-negative super-martingale.
Thus, the martingale convergence theorem implies that there exists a non-negative random
variable with finite mean, X, such that X; — X a.s. As is standard in this litera-
ture, to provide incentives for truthful revelation of types, we must have ‘spreading’ in
Nipr (0977 /i (¢r41 (07F1)) as long as some incentive constraints are binding. Thomas and
Worrall (1990) have shown that in an environment where incentive constraints are always
binding, spreading leads to immiseration. Intuitively, the planner is relying heavily on overall
dynasty size to provide incentives and less on continuation utilities. This is something that

sets this model apart from the more standard approach with exogenous fertility.

We present the argument in the context of our model as the following corollary.
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Corollary 2 Assume only local downward constraints are binding. If SR < 1, then N; (0*~1) —

0 a.s.

Proof. It follows from the above that N, (6"1)'™" /u’ (¢, (")) is a non-negative super-
martingale and therefore it has to converge almost surely to a non-negative random variable
Xo. We will show that X, must be zero.

Consider the first order conditions in problem (P’) . First note that

t\1-7 v t 1
n ()7 W () = g

Also, for the highest and lowest types (recall that we assume only local downward constraints

are binding)

n (01,0,) " (w (01,0))) = ﬁRHﬁR—EZﬁ’f]el; > BRA
n (071,0:) " (W (60°1,61)) = BRA — 5R—“(éf2’19;i) < BRA.

Note that if either of the constraints (on 6; or 6,) is binding we must have

P (000" (! (07,00)) =0 (671,07 (! (0,01)

Therefore

1 - 1
W (c (081,07)) ~ ! (e (641,60))

Multiplying both sides by N, (671)""", we get

N, (9&1)1—77 y N, (91&—1)1—77
w (e (081,07)) © ! (e (641,601))

Note that when the cost of child rearing is only in terms of consumption goods ¢; (6")
is i.i.d. and hence, does note converge to any limit. Therefore, the only possibility for

N, (071" /! (¢, (61)) to converge to a finite non-negative number is N, (01) — O a.s. m

The fact that Niy1(6") — 0 a.s. does not mean that fertility converges to zero almost

surely, rather, it means that it is less than replacement (for example, n,(6") < 1 most of
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the time). In fact, N;11(0") — 0 a.s. does not even imply that F(Ny1(6")) — 0. In com-
puted examples, it can be shown that for certain parameter configurations (with SR = 1),
E(Nyy1(0Y)) — oo even though Ny 1(0*) — 0 a.s.. The reason for this apparent contradic-

tion is that V; is not bounded — it converges to zero on some sample paths and to oo on others.

When SR > 1, the situation is more complicated. Even though a stationary distribution
over per capita variables still exists, it need not follow that Ny 1(6") — 0 a.s. In fact,
numerical examples can be constructed in which Ny 1(6") — oo a.s. (see Hosseini et al.
(2010b) and the discussion below where R is endogenous). However, it can be shown that
almost every path converges to zero relative to a trend. In some sense, there is always
population immiseration ‘relative to a trend’. The next proposition is a formal statement

1—
and proof of this. To see this note that X; = %v’ (wy) is always a non-negative martingale.

Proposition 4 If SR > 1 and cost of child rearing is only in terms of consumption goods,
t+1
then Ml — 0 a.s.
(BR)1=n

Proof. Consider the inverse Euler equation

1 d OR
s [Ntﬂ(‘gt)"_lu' @)’ } N ()

and recall that when the cost of child rearing is only in terms of consumption goods, ¢; (6")

is i.i.d. Therefore taking expectations over 6 we will have

P T o v L R v ] e Ll

and hence
F [Ntﬂ(@t)l*"\@t*l} = ﬂRNt(Htfl)k". (12)

Dividing both sides by (6R)" we get

5 {Nt+1(9t)l_"| t—1:| A o
(BR)' (BR)™"
Therefore, X; = %ﬁ;w is non-negative martingale and by the Martingale Convergence
Theorem there exists a non-negative random variable with finite mean, X, such that X; —
X a.s. To establish the claim of the proposition we need to show that X, = 0. Note that
equation (12) implies
E[n(0)"] = 8R.
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By Jensen’s inequality

E[log (n(0)'™")] < log (E [n(6)'""]) = log (BR) .

Recall that n; (6") is i.i.d and we can apply the Law of Large Numbers to show that

lim log (X,) = lim (log (Ner (60)' ") = tlog (3R) )

— lim ¢ Yizolog <" (Qi)lin>

t—o00 t

—log (BR)

= lim ¢ (E [log (n (6)'"")] — log (6R))

= —OQ.

This implies that X, has to be zero. m
The discussion above indicates the importance of R in determining the limiting behavior
of overall population size as well as population of each dynasty. Next, we study the case in

which R is endogenously determined in the model.

3.2 Population Growth Rate with Endogenous Return on Capital

As we can see from the previous discussion, whether or not there is immiseration in popu-
lation depends, in part, on whether SR is larger or smaller than unity. In this section, we
consider a more general version of the model in which R is determined endogenously through
general equilibrium effects. To simplify the analysis, we focus on the case where the cost
of children is in terms of the consumption good and individual types are taste shocks to
parent’s leisure. We also make a specific simplifying assumption about the utility function

over consumption and leisure and its curvature.

We show that whether or not there is population immiseration in depends on two factors.
The first has nothing to do with private information and can be summarized by the return
on capital in full information economy, which we refer to as Rp;. In the economy with full
information, fertility, n (), is the same across all realizations of § and therefore, the growth
rate of population is directly connected to the value of BRpr;. For different parameter con-
figurations, any of the three possibilities: i) fRp; < 1; ii) fRp; = 1; or iii) SRp; > 1 may
arise under full information. In the first case, N; — 0, in the second case N, is constant and
in the third case, N; — oc.
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In the case where uncertainty is in the form of a taste shock to leisure we can show that
return on capital in the private information economy, Rp; is equal the return on capital
in the full information economy. However, in this case fertility depends on the realization
of # for each parent. The inverse Euler equation establishes a connection between average
of n.(6)"™" over realizations of # and the value of SRp;. The second factor affecting the
growth rate of population shows up here. This is the curvature of the utility function. Us-
ing Jensen’s inequality in the Inverse Euler equation, it follows that increases in uncertainty

(or increase in curvature) causes mean growth rates to fall when n < 0 and rise when > 0.1

Whether population grows or shrinks in the economy with private information depends
on the interplay of these two factors: return on capital and the degree of uncertainty in 6.
Our goal in this section is to identify conditions under which we can determine the overall
effect. We start by studying the problem with full information and develop, in special cases,
expressions for Rp; based on the parameters of the model. We go on to re-introduce private
information and study the extent to which the interplay of return on capital and the degree

of uncertainty in # can be sorted out.

3.2.1 The full information economy with endogenous R

Here, we extend the model discussed above to allow for the endogenous determination of
the interest rate. We assume that capital fully depreciates in each period and that the

production function is given by:

F (K, L) = AKML®

where L, = >, m(6")Y;(6") is the aggregate quantity of efficiency units of labor provided by

households in period ¢. In this environment, the sequence planning problem is given by:!*

w3 oo o (55 + i )|

t=0 gt
subject to

S (0) [Cu0) + aNear (0] + Ko < FUKL Y m(0)Y:(01)

ot ot

13This is the opposite of the usual effect of uncertainty on growth rates because it is coming from the
Inverse Euler Equation rather than the Euler Equation (See Jones et al. (2005)).

14\We are writing this problem as utility maximization problem rather than cost minimization problem for
simplicity. It is easy to show that the full information economy has nice properties that make these two
problems identical.
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To simplify the problem, we make the following assumption:

Assumption 2 Utility over consumption and leisure are CRRA and have the same curva-

ture:

- l1-0o
u(c) = 101 and h(y,0) = 2&

— 0

andn=1—o

These assumptions will simplify the algebra below. Hence, period utility is simplified to:

S ey | SO L N vt

m 1—0 0, 1—0

From above, it can be seen that this model can be interpreted as a model with two types
of capital, > g1 7w (0""1) N; (071) and K, ie., aggregate population and physical capital.
Since there are no frictions, the planner will be indifferent between investment in population
and investment in physical capital. That is, there should not be any arbitrage opportunity
between physical capital and population.'® The return to physical capital is simply given by
Fy (K1, Lit1). At the optimum, the planner should be indifferent between investment in
physical capital and investment in any dynasty’s population. A unit increase in population,
Niy1 (0Y), costs the planner a units of consumption good at date ¢, and has the benefit
of increasing household’s utility from leisure in the future. Since households labor supply
decisions are not distorted, the marginal utility of leisure in terms of consumption goods
is simply given by Fp, (Kyy1, Li+1). Hence, the return to investing in children is given by
Fp (K1, Liy1) /a. Therefore, no arbitrage implies that

Fp (K1, Liya)

Fx (Kt+1, Lt+1) = a :

Using the Cobb-Douglas formulation for F', we have

1 —a K

a Ly

Hence, the return on capital is given by

L l1—a 1 -«
Rrr = aA ( tH) =aA ( a)
Kt+1 ax

15See Jones and Schoonbroodt (2010) for a more detailed study of this model with a representative agent.
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With full information, the Euler equation holds and hence, the population growth rate on
the balanced growth path (where consumption, total hours worked, as well as capital stock

all grow at the rate of population growth), g, satisfies:
BRerp; = 1.

Thus,

_1
Yrr = (BRpr) ™.
Note that from above argument, on the balanced growth path, the capital-labor ratio is
constant and independent of time. Hence, we can solve for population growth rate in terms

of primitives:

From this, we can see that population will be growing whenever the technology is suf-
ficiently productive (i.e., A is large) or children are cheap enough (i.e., a is small) or the

representative parent is sufficiently patient (i.e., 5 is close to 1).

3.2.2 The private information economy with endogenous R

We now turn to the problem of characterizing the optimal contract with private information
and an endogenous R. Ideally, we would like to characterize the limiting properties of NV;
when R is endogenous to match up with the discussion in section 3.1. This turns out to
be difficult however. Because of this, we will focus on mean population growth rates in-
stead. Accordingly, in this section, we discuss conditions when mean population is growing

or shrinking.

To do this, we begin by characterizing the solution to the problem of a representative
insurance firm taking rental rate of capital, Rp; = Fk, and wage, pp; = Fp, as given (the
subscript refers private information economy). The solution to this problem will give rise
to aggregate quantities of capital, K; and labor supply, L;. At the optimum, on a balanced
growth path, it must be true that the resulting shadow prices for capital and labor are con-
stant over time and satisfy Ry = Fi (K, L;) = Rp; and p, = F.(K;, L;) = ppr. Finally,
it must also be true that W, (promised utility to the head of the dynasty) is such that
Vo(No, W) = roKy — zero profits for the typical insurance company.
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Consider the problem of cost minimization of the insurance firm taking Fx = Rpy, fixed

and Fj, = ppr fixed (assuming that n = 1 — ¢) with private information:

/ 1 / /
VN = ST R(6) |C6) ' 6) = praY (6)-+ 5 VIN'6). W ()
(13)
subject to
>0 |G o )| -
0

and
C0) 1 (N-Y (@) ooy 1 (V@) T

PR —— HOW(0) 2 T ——+ 50— +BW (6),Y0,0 € ©

As in the case in the full information economy, the solution to this problem will satisfy
a no-arbitrage condition. This condition can be characterized by focusing on the first order
condition with respect to N’(#) in the above problem and the Envelope condition with

respect to N. These two conditions are given by

RLPIVN (N'(6), W' (8) = a (14)
Ve (NI) = AN w(0) 50 (N - Y (0) 7 (15)
+ 3w (9, é) %gb [(N @) — Y () — (N - Y(é))(qm)

6,0,0+6

The first equation is first order condition with respect to N’ (). The second equation is the
Envelope condition with respect to N, where A\ is the Lagrange multiplier on the promise
keeping constraint and p(6, é) is the Lagrange multiplier on the incentive constraint. Next,
we show that the right hand side of the Envelope condition must be equal to pp; (the
efficiency wage rate in the private information economy). To see this, notice that the first

order condition with respect to Y (6) is given by

sl =

T@)p=d(N—Y(6)° w<e)xg+zu(9,é)%—zu(é,e)

, - 0
66 040
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A summation of the above equations over all # implies that the right hand side of (15) must

be equal to p. Hence, on a balanced growth path, Viy (N, W) = pp;.

It follows from this discussion that ’% = Rp;. We showed in the previous section that

a similar equality holds in full information economy — 22 = Rp;. Thus, it must be the case
prr _ ppr _ FL(K.L) ital ios Krr Kpr

that Rrr = Rer = Fe(RL)" It follows that the capital-labor ratios A and Ik in both

economy must be equal. Therefore, the return on capital in both economies must be equal,

i.e., Rpr = Rpr. We summarize this discussion in the following proposition:

Proposition 5 Suppose the source of heterogeneity is a shock to the taste for leisure and
assumption 2 holds. Then, the return to capital in both full information and private infor-

mation economy are equal, i.e., Rpr = Rpy.

As the above analysis shows, introducing private information in the taste shock model
does not affect the balanced growth path capital-labor ratio. To see the intuition for this
result, consider an infinitesimal increase in family size at date t. The benefit of this increase
comes from the increase in utility of the parents from their children’s leisure. The consump-
tion equivalent (at date t+1) of this increase in welfare is given by —ppr1 E[M RSy, , | Ny, ],
where M RSy n is the marginal rate of substitution between income Y and family size N.
The cost this increase in family size is given by aRpr41 in terms of consumption goods lost

(also at date ¢ + 1). Hence, we must have

—pprr+1E; [MRSYtH,NtH] = alRpri41-

Notice that in the model with a taste shock, the marginal rate of substitution between Y,
and Ny is equal to —1. This is true independent of whether there is private information
or full information, since in (13), N and Y (#) always appear together. In the model with
productivity shocks however, this is not necessarily true. When there is no friction, the above
no arbitrage condition implies that the capital-labor ratio is the same as the one with the
taste shock model (since M RSy, y = 6). In the presence of private information, however, this
marginal rate of substitution changes and it is affected by how tight the incentive constraints

are as well as the ratio of the productivities.

We can now turn to studying the properties of population dynamics when private infor-

mation is present. First, recall our version of the Inverse Euler Equation:

1 . BRPI
b [U’(Cm)] oy ()
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Since the 6, are i.i.d., and we have ‘resetting property’ (i.e., per capita promised utility
to each chile is w* and allocations are i.i.d), it follows that m

E, [,(;] =F [m] — the left hand side of this equation doesn’t depend on ¢. Hence,

are also i.i.d.. Thus,

u'(ct41)

the same must be true of the right hand side. It follows that n; "u/(¢;) = B is independent

of t. Substituting u/(ciy1) = Bn/| we have:

Next, using our assumption that n = 1 — o, it follows that when o > 1, n < 0 (i.e., n'™"

is convex). Hence, in this case, Jensen’s Inequality implies:

BRpr = E [n7] > [B(nen)] " = 7p,".

Similarly, when ¢ < 1, 0 < < 1 and so n'~" is concave. In this case:

BRpr =F [n;ﬂ < [E(ne)] " =p,"

As shown above, with full information, we have the property SRp; = fy},}" in all cases. Also,

as we have shown in proposition 5 Rp; = Rp;. Using these facts, we obtain:
Proposition 6 In the case with a goods cost and taste shocks:

1. Ifc =1—n <1, then ypr > vrr with equality only if n is degenerate. Thus, in this

case, if ypr > 1, there is no ‘population immiseration;’

2. If o =1—mn>1, then vp; < vpr with equality only if n is degenerate. In this case, if

vrr < 1, there is ‘population immiseration;’

3. Ifco=1—n>1, and ypr > 1 whether vp; >< 1 depends on the distribution of 6. If

the amount of uncertainty is small enough, vp; > 1.

Remark 1: the no ‘population immiseration’ results in this proposition refer to immisera-
tion in an absolute sense. As we saw in proposition 4 whenever SR > 1 there is immiseration
in population relative to the trend (ﬁR)t/ (=)

Remark 2: As noted above, although vp; >< 1 is related to the asymptotic properties of
N; (i.e., =» 00,0 a.s.), they are not identical. (since NV, is a geometric random walk with
drift, the asymptotic behavior of N; is governed by E (log(n)) not E(n).)
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From this, we can see that population grows on average as long as yg; > 1, i.e., as long as
there population growth under full information, provided that either o < 1, or uncertainty

is not too large (this is essentially a continuity argument).

Remark 3: When the shock is to productivity (as opposed to taste for leisure), the rela-
tionship becomes even more complex because it is no longer true that Ry = Rp;. It can be

shown that with productivity shocks, we still have

—ppri+1E [MRSmH,NtH] = aRprit1.

However, contrary to the case with taste shocks, we have —M RSy, n,., > 1. This implies
that the capital labor ratio has to be lower with private information and therefore, Rp; >
Rpy. Thus, in this case, it is even more difficult to obtain any concrete results. Of course,
if population is growing under full info (yz; > 1) and uncertainty is not too large, the
continuity argument behind proposition 6 will still hold, but it is difficult to say much more

analytically.

3.3 Numerical Example

In this section we present a numerical example. Our goal is to show that for reasonable
parameter values it is possible to have population growth in the model (not all dynasties
vanish). Thus, there is no immiseration either in per capita terms, or in population. In
our example the size of all dynasties grow (regardless of their shock history). To prove the
propositions in the previous section we made the restrictive assumption that the private
types of parents are taste shock to leisure. In the numerical example we are not constrained
by this. Thus, in the example we use the more realistic setting in which the types are

productivity shocks. We continue to assume the period utility function is

AR Gk ) N
l—0o

u (e y;0) = T— o

where y is efficiency units of labor service and thus, § is hours worked. We assume production

function is of the standard Cobb-Douglas form:
F(K,L)=AK*L'" “+(1-6§) K

where ¢ is the depreciation rate.
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Figure 1: Panel (a) Population growth under full information (sold line) and private infor-
mation (dashed line). Panel (b) Fertility for high (red) and low (blue) productivity shocks.

Following Jones and Schoonbroodt (2010) we choose 8 = 0.96%*, ¢ = 3, n = 1 — o,
a=033and d =1— (1—0.088)*". We pick A = 2 and then choose ¢ = 0.5, and a = 1.1
such that the Frisch Elasticity of labor supply is 0.5 (with parents working on average 40% of
their time). Finally, for simplicity, we assume that there are only two shocks, 0, < 0. We
assume that 7(0) = 7(f0y) = 0.5. We choose the values for 6, and 05 so that we match the
variance of log-income in the U.S., at 0.6, in the private information version of the model.
For this, we use ;, = 5 and #y = 15. For these parameter values, the annual population
growth is 1.11% per year in the private information model, close to the actual rate of growth

in the U.S. (The growth rate is 1.13% per year under full information).

The results of this exercise are contained in Figure 1. In panel (a) we plot the annualized
population growth for different values of the curvature parameter (risk aversion, o). As we
see, for this range of parameters population always grows under both full and and private
information. In panel (b), we plot fertility for parents who receive a low shock (blue line) and
those who received a high shock (red line). We see that for all values of the utility parameter
fertilities are higher than one. Thus, fertility is higher than replacement (i.e., higher than

n = 1.0), meaning that regardless of history of shocks, all dynasties grow in size.

4 Time Costs of Kids

In this section, we consider a variant of the model presented in the previous sections by

assuming that the cost of children is primarily in terms of the time of parents. This version
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of the problem, though more realistic in some ways, does create some technical difficulties.
The first of these is that there is no simple transformation of the problem, even in the taste
shock case, which makes the contracting problem convex. Because of this, we will need to
make assumptions directly on binding incentive constraints (which are binding and which

are slack at the solution) as well as convexity and differentiability of value functions.

The second difficulty comes about because the version of the ‘resetting equation’ that we
derive only holds in certain circumstances — always for the highest (undistorted) type, and
for low enough continuation values for other types. The resetting property at the top has
important implications about intergenerational social mobility. In fact, it makes sure that
any productive parent will have children with a high level of wealth (if we consider promised

utility as a proxy for wealth).

The fact that only a limited version of resetting holds here has two other important
implications. First, it implies that the stationary distribution over continuation values is no
longer degenerate. Second, we also lose a result from the previous sections: the per capita
allocations are i.i.d.. Thus, what we take away is that in more complicated and realistic
versions of the model, there is still a stationary distribution over the key variables, but their

dynamics are more complicated than suggested by the goods cost case.

4.1 The Contracting Problem

Consider the model studied in section 2 (that is with a fixed, exogenous, return on capital).
We focus on the version of the problem in which #’s are productivity shocks and we add the
assumption that each child that is born requires b units of time from the parent as well as
a units of the consumption good. It follows that the relevant amount of leisure per parent
is given by 1 — %ft) — bny(6"). Thus, the contracting problem in its recursive form is given
hy:16

n(@)v(w'w))] (Pt)

==

v(w min > w(6) [0(9) +an(0) — y(0) +

{el0)5(0)n(0).0 (0} 4

s.t.

> w(0) [u (c() + h <1 - 9(99) - bn(0)> + 571(9)”11/(9)] =w

0

16The reduction of the problem from aggregate to per capita and its recursive formulation is identical to
the goods cost case. So we omit that step.
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u(c(0)) +h <1 _ o) bn(9)> + Bn(6)"w'(0) >

0
u (C(é)) +h (1 ) bn(é)> + (@) () v <0

For technical reasons, we will assume that only downward incentive constraints are binding.

Including a time cost in the model, introduces further complications. In particular, it
is possible for some types never to work. This happens when it is more efficient for an
individual to produce goods through an indirect method of having children with the children
working in the future. This will hold when 6 < f—}g. We will rule out this situation by making

the following assumption:
. E[]
Assumption 3 Assume that for all§ € ©, 0 > 2.

Note that this assumption does not guarantee that hours are always positive. The fact
that fertility enters leisure implies that Inada condition on hours will be never be satisfied and
therefore, it might be optimal for an agent with a very low marginal utility from consumption
not to work. However, when marginal utility from consumption is high enough, it is optimal

for an agent to work.

4.2 The Resetting Property

We have shown that children’s utility is independent of parent’s promised utility when the
cost of children is in terms of goods. In this section, we show that this result extends to
the time cost version of the model, but only for the highest type, i.e., # = ;. This can be

derived from the first order conditions of the recursive formulation.
The analogue of the resetting equation for this version of the model is:
v(w (0, w)) +bRO; + aR = nuw' (07, w) v (w' (0, w)). (17)

Note that that this equation is very similar to equation (10). The only added term is bR6;,
which is the value of time used by the highest type to raise a child in terms of future con-

sumption good.
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In equation (17), w’ (67, w) is the par capita promised utility to child of a parent who
has current promised utility of w and has received the highest productivity shock, #;. Using
the same argument as before, we can see that w' (67, w) is independent of promised utility to
the parent, w. That is, w’ (0;,w) = w’ (0;,w) for all w, w. We denote this level of promised

utility by w; = w' (67, w).

The resetting property, in this environment, means that once a parent receives the highest
productivity shock, the per capita allocation for her descendants is independent of the parents
level of wealth — an extreme version of social mobility holds. We summarize this in a
proposition.!”

Proposition 7 Assume that v is continuously differentiable and that there is a unique so-
lution to (17). Then, there exists a wy such that the continuation utility for the parent who

receives the highest shock has the ‘resetting’ property, w' (07, w) = wy for all w.

Intuitively, the reason that the resetting property holds here mirrors the argument given
above in the goods cost case. That is, since no ‘type’ wants to pretend to have 6 = 0;, the
allocation for this type is marginally undistorted. Again, due to the homogeneity properties
of the problem, per capita variables (i.e., continuation utility) are independent of promised

utility.

Because of this, it follows that there is no immiseration in this model, under very mild
assumptions, in the sense that per capita utility does not converge to its lower bound. To
see this, first consider the situation when n (6, w) is independent of (6, w). In this case, from
any initial position, the fraction of the population that will be assigned to wy next period is
at least m(0;). This, by itself, implies that there is no a.s. convergence to the lower bound
of continuation utilities. When n (6, w) is not constant, the argument involves more steps.
Assume that n (6, w) is bounded above and below — 0 < n < n(w, ) < n. Then, the fraction
of descendants being assigned to wy next period is at least %. Again then, we see
that there will not be a.s. immiseration. Thus, the key property that must be shown is that

0<n<n(w,0) <n.

To show this, we show that a version of the resetting property holds when continuation
utility is low enough for any type. That is, even as promised utility, w, gets lower and
lower, continuation utility, w’ (6, w), is bounded below. From this, it follows that n (6, w)

is bounded below in the relevant range of continuation utilities. (That this bound can’t be

1"For a detailed derivation and proof of this proposition see Hosseini et al. (2009)
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zero follows from promise keeping,.)

To this end, we show that as w — —o0, the optimal allocation converges to ¢ (6, w) = 0,
[(6,w) =1, n(A,w) = 0. None of the incentive constraints are binding at this allocation
and hence, the optimal allocation has properties similar to those that hold for the highest

type. Formally:

Proposition 8 Suppose that V' is continuously differentiable and strictly convex. Then there
exists a w; € R, such that

wgrzloo wl(w’ 01) U

Proof. See Appendix B.1. m

A key step in the proof is to show that when promised utility is sufficiently low, distor-
tions, as measured by the values of the multipliers on the incentive constraints, converge to
zero. An important part of the proof uses the fact that utility of leisure, A (-), is unbounded
below. From this, it follows that as long as w’ (6, w) is continuous, w’ will be bounded below

on any closed set bounded away from 0.

From Proposition 8, it follows that as long as w'(w, ) is continuous, w’ will be bounded

below on any closed set bounded away from 0 or we have the following corollary:

Corollary 3 Suppose that v is continuously differentiable and that nwv'(w) —v(w) is strictly
decreasing. Then for all W < 0, w'(w,0) is bounded below on (—oo,w| there is a w(w) such
that w'(w, ) > w(w) for allw < @ and all 6.

4.3 Stationary Distributions

The results from the previous section effectively rule out a.s. immiseration as long as fertility,
n, is bounded away from 0. This, however, is not quite enough to show that a stationary
distribution exists. This is the topic of this section. There are two issues here. First, is there
a stationary distribution for continuation utilities and is it non-trivial? Second, because the
size of population is endogenous here, it could be growing, or shrinking, in a non-stationary
way. Hence, we must also show that the growth rate of population is constant. We deal with

this problem in general here.
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Consider a measure of continuation utilities over R, W. Then, applying the policy func-

tions to the measure W, gives rise to a new measure over continuation utilities, TW:

T(U)(A) = / > 1 (O0) 10wy 0.y (w, 0)n (0, w)dT (w) (18)
]
VA : Borel Set in R

For a given measure over promised values today, W, T'(¥)(A) is the measure of agents with
continuation utility in the set A tomorrow. The overall population growth rate generated

by ¥ is given by:

_ Je 2o mO)n(0,w)d¥(w)  T(¥)(R)
V(R) ¥(R)

Now, suppose ¥ is a probability measure over continuation utilities. ¥ is said to be a

7(¥)

stationary distribution if:

T(W) = () - .

This is equivalent to having a constant distribution of per capita continuation utility along

a balanced growth path in which population grows at rate (7(¥)—1) x 100 percent per period.

To show that there is a stationary distribution, we will show that the mapping ¥ — %

is a well-defined and continuous function on the set of probability measures on a compact
set of possible continuation utilities. To do this, we need to construct a compact set of

continuation utilities, [w, w], such that:

1. For all w € [w, W], there is a solution to problem Pt;
2. For all w € [w,w], w'(w,0) € [w, w];
3. n(w,0) and w'(w,d) are continuous functions of w on |[w, W[;

4. v() is bounded away from zero for the probabilities on [w,w].

The construction of the interval [w,w], is relegated to the Appendix.

Now, we are ready to prove our main result about the existence of a stationary distribu-

tion. Let M (Jw,w]) be the set of regular probability measures on [w, w].

Theorem 1 Assume that for allw € [w, W], there is a solution to the functional equation and

that it is unique. Then there ezists a measure ¥* € M (Jw,w]) such that T(V*) = ~(¥*) - U*,
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Proof. See Appendix B.2. =

This theorem immediately implies that there is a stationary distribution for per capita
consumption, labor supply and fertility. Moreover, since promised utility is fluctuating in a
bounded set, per capita consumption has the same property. This shows that there is no
immiseration in per capita variables. However, since full resetting does not hold, it follows

that per capita allocations will not be i.i.d. in general.

5 Conclusion

In this paper, we have provided results concerning the form of the optimal contract in a
dynamic setting with dynastic altruism and fertility choice. We show that in this case the
optimal dynamic contract no longer features in immiseration in consumption under a wide
variety of assumptions about the costs of children and the nature of private information.
Indeed, with Barro—Becker style preferences, goods costs for children and i.i.d. shocks, we
have shown that there is a unique continuation value for children. Because of this feature,

it follows that consumption, labor supply and fertility are i.i.d.

We have gone on to show that there may or may not be immiseration in dynasty size,

depending on the specifics of the problem. Examples are given where each is shown to hold.

The model can also be used to study the form of the optimal subsidies to family size
and the efficient provision of incentives for bequests and how these two interact with labor
income taxes. Some preliminary work has been done along these lines (see (Hosseini et al.,

2010a)), but more work needs to be done.
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Appendix

A Relationship between v (w) and V (N, W)

Lemma 2 Assume that V(-,-) is twice differentiable. Then v(w) is conver and strictly

increasing and v(w) — nwv'(w) is increasing.

Proof. We know from above that V(N,W) = Nu(N~"W). Strict concavity of V(N, W)
implies that Viyw > 0, Vyy > 0, Vigw Van > ViZy. We have

Vipw = N7/ (N7"W) = N'= 21/ (w)
Vien = (1 = )N/ (N""W) —nN"2*"Wo"(NT"W) = N~ ((1 — n)v'(w) — nuwv” (w))
Van =n(n — DN TWY' (NTTW) + > N2 T W2 (N7

=nN"w ((n — o' (w) + nuwv”(w))

After some algebra, we have
Viw Vivy = Vipw = N7 ((n — 1)v' (w) + nuv” (w)) (1 = n)v (w)
Therefore, the strict convexity of V(-,-) implies that:

v (w) >0

(7= 10/ () + mnf"(w) = = ! (w) — v(w)) > 0

v'(w) >0

B Main Proofs

B.1 Proof of Proposition 8

We first prove the following lemma:

Lemma 3 Suppose that the value function in Pt is differentiable and 3 hold, then the value

function and the policy functions satisfy the following properties:
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lim n(f;,w) = 0
w—r—00
lim [(0;,w) = 1
wW——00

Moreover define the following mapping on S as

To(w) = minZﬂ (60;) {c (0;) — 01 (6;) + %n (6:)
0;

S>
—~

g\
~~
S
N
N~—

[

S.t.
> w (0:) [u (e (8:) + h (L= 1(0;) — bn (6;)) + B (6:)" w' (6:)] > w

0;

w(e(6)) + (L —1(8) — b (68)) + Bn (6’ (6) > u(c(6,)) + b (1 -Gy, <ej>)

+ Bn (6;)" w' (6;),Vi > j

o~
—
s
~—
+
=
S
—
s
~—
IN
—_

We first show that the solution to the above program has the claimed property for the policy
function and that T'0 satisfies the claimed property. Then, since S is closed and T preserves

S, by Contraction Mapping Theorem we have that the fixed point of T" belongs to S.
Now, suppose the claim about policy function for fertility, does not hold. Then there

exists a sequence w, — —oo such that for some 0;, n(w,,0;) — n; > 0. For each j # 1,

define n; = liminf,_,, n(wy, d;), then we must have
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1_
llnrr_1>£fTv Wy, 2; 0;(1 —bn;) + ok |:Z7T(9k)9k]
Note that by Assumption 3, we have

1 .
bo; > E;w(ek)ek Vj

and therefore, if n; > 0, we must have
_ 1_
—0; + byt — 7 ;w (6r) O > —b;
k

with equality only if n; = 0. This implies that

n—o0

liminf T0(w,) > — ZT(
0;

J

since n; > 0. Now, we construct a sequence of allocation and show that the above allocation

cannot be an optimal. Consider a sequence of numbers ¢, that converges to zero. Define

cm(0;) = u_l(—e?n)
nn(0:) = (I —i)ien

If A (-) is bounded above and below, define

By construction,
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Moreover,

ulem(0;)) + Brm (6;)"w), (0;) — ulcm(0:) — Brim (0:)"w;, (0:) = Brey, (i — j),: Vj > i

This expression converges to oo and therefore, since h (-) is bounded above and below for m

large enough, the allocations are incentive compatible.

When, h is unbounded below, since the utility of deviation is bounded away from —oo,

it is possible to construct a sequence for [,,, that converges to 1. Find [,,(6;) such that

h(1 — 1y (6:) — b (6;)) = %we;

Hence, we have that

ulem(0;)) 4 (1= 1n(0;) = b (05)) + B ()", (05)
1

(e (0)) — B (B0 (60) = el (i~ + 3)

converges to co. Moreover, by definition /,,(6;) converges to 1 and n,,(6;) converges to zero

and therefore the deviation value for leisure, h(1 — 9"1’;—_(91') —bn,,(6;)) , converges to h(1 — %).
J J

This implies that for m large enough

u(enm(6;)) 4+ h(1 = 1,(05) — bng(0;)) + Bnm(6;)"w!, (0])

J

— bny(0:))

and for m large enough the allocation is incentive compatible. Therefore, The utility from

the constructed allocation is the following:
— [ 1+ 83 Ald ] +Zﬂj (1= L (6;) — b (6,))]

It is clear that w,,’s converge to —oo and the allocation’s cost converges to — > ;505
Now since w,,and w, converge to —oo, there exists subsequences w,,, and w,, such that
Wy, > Wy, and therefore by optimality:

1 o~ .
D (i (05) = O3ty (05) + G (6:)0() | > To(w,)

J
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and therefore,

- Z 0 > liminf T0(w,,) Z 10k

n—o0

and we have a contradiction. This completes the proof. m
Since h (+) is unbounded below, given the above lemma for w € R_ low enough, allocations
should be interior and since we assume v is differentiable, positive Lagrange multipliers

A, 11(0;,05)|i>; must exists such that

u'(c(0;,w)) [ﬂ(&i)A(w) + Z/L(Giﬂj;w Z,u (0;,0;;w)| =m(6;)

7<t >t

Bn(0;, w)"! [wwi)x(w) 37 b, 050) = 37 i, 050) | = 7 (6)

J<t 7>t |

v (w'(6;, w))

==

W(L—1(6;,w) — bn(@i,w))[ +Z/~L9 0:;w)

=S 0, 055 w) 2 (1 — %J“’) — bn(6s, w)) = 7(6:)6;

J>i

{=bh'(1 = 1(6;,w) — bn(6;,w)) + Byn(b;, w)" W' (65, w) } | 7(0:)A(w) + Z,u(@,-, Hj;w)]
— Z,u(@j, 0;;w) {—bh'(l — %;,w) —bn(6;,w)) + Bnn(@,w)"_lw'(&,w)}

= w(60) ol (05, )

By Lemma 3, we must have:

wglzloo c(d;,w) = 0
lim n(d;,w) = 0

w—r—00

wgrzloo (0, w) = 1
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Then for every e > 0, there exists W such that for all w < W, we have u'(c(6;,w)) >
MW (1= 1(6;,w) — bn(f;,w)) > X, for some large number M. This implies that*

7Tj €

Aw) = z]:uf(c(ej,w)) <M
w(0) €

7(01)Mw) + ;M(Onﬂj;w) = Vo) M
€
= p0r.0w) < 4
In addition,
7T(0[) €
T(0r_1)Mw) + Z p(Or-1,0;;w) — p(Or, 0_1;w) = m < M

j<I—1

= p(0r-1,05;w) <

By an induction argument, we have

Zi€

w85, 053w0) < 77

where z; 1 = 1,21 0 =227 s =211+ -+ 21441 + 1. If we pick M so that z; < M, we
have that
w(b;,05;w) < e, Yw < W.

Next, we define the type specific resetting values, w;, as the values of w that solve the

following equations:
nwv' (w) — v (w) = aR + bRY;.

Under our convexity assumptions, the left hand side — nv'(w)w — v(w) — is strictly increasing

in w, so that if a solution exists, it is unique.

>From Proposition 7 we know that there is a w; such that:
nv'(w)w — v(w) = aR + bRO;.
Moreover, from the first order conditions, we know that

' (w'(6;, w))w'(6;, w) — v(w' (6;, w)) < aR + bRY;.
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Therefore, by the intermediate value theorem, there exists a unique w, > —oo which satisfies
' (w;)w; — v(w;) = aR + bR;.
Moreover, by substituting first order conditions, we get

7 (6:) S (! (65, w) ) (65, w) — 7 (65) 0w (65, w)

= w60 =0 (13 ) w681 = S (0, 0)
7>

Since hours worked converges to 1, the term multiplied by e in the above expression is

bounded away from oo as w — —oo. >From this it follows that

lim no'(w'(6;, w))w' (6;,w) — v(w'(0;,w)) = aR + bRE;.

wW—r—00
Continuity of v" implies that

lim ' (6;, w) = w;.
w—r—00

This completes the proof.

B.2 Proof of Theorem 1

Before we prove the theorem, we need to construct a compact set of continuation utilities,

[w, W] such that:
1. For all w € [w,w], there is a solution to problem Pt;
2. For all w € [w,w], w'(w, ) € [w,w];
3. n(w,d) and w'(w, ) are continuous functions of w on [w, w];
4. v(V) is bounded away from zero for the probabilities on [w, ).

We proceed by defining w and w. For any fixed w < 0, consider the problem:

max h(l —bn)+ fn'w.
nef0,1/b] ( )+ 5
Note that there is a unique solution to this problem for every w < 0. Moreover, this

solution is continuous in w. Let g(w) denote the maximized value in this problem and note
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that it is strictly increasing in w. Because of this, lim, o g(w) exists. In a slight abuse
of notation, let ¢(0) = lim,, o g(w). Further, since w < 0, it follows that g(w) < h(1) and
hence, g(0) < h(1). In fact, g(0) = h(1). To see this, consider the sequences wy, = —1/k, ny =
k'/@n) Then, for k large enough, ny, is feasible and therefore, g(wy,) > h(1 — bny) + Bnjwy.

Hence,

h(l) = lim h(1 —bng) — k=12

k—o00

= lim A(1l — bng) + fnjwy, < lilgng(wk) = ¢g(0) < h(1).

k—o00

Thus, in a neighborhood of w =0, g(w) < w.

Assume that b < 1 (thus, it is physically possible for the population to reproduce itself).
Then, it also follows that for w small enough, g(w) > w. Hence, there is at least one fixed
point for g. Since g is continuous, the set of fixed points is closed. Given this there is a
largest fixed point for g. Let @ be this fixed point. Since g(w) < w in a neighborhood of 0,

it follows that w < 0. Following Corollary 3, choose w = w(w).

With these definitions, it follows that, as long as a solution to the functional equation

exists for all w € [w, W], w'(w, ) € [w,wW|. i.e., requirement 2 above is satisfied.

As noted above, we have no way to guarantee from first principles that the requisite
convexity assumptions are satisfied to guarantee that a unique solution to the functional
equation exists and is unique (i.e., 1 and 3 above). Thus, we will simply assume that this
holds. Given this assumption, 4 can be shown to hold since n must be bounded away from
zero on |w,w| for the promise keeping constraint to be satisfied (i.e., n = 0 would imply

expected discounted utility is —o0).
Now we can proceed with the proof of theorem 1.

Proof. Since [w,w] is compact in R, by Riesz Representation Theorem (Dunford and
Schwartz (1958), IV.6.3), the space of regular measures is isomorphic to the space C*([w, @]),
the dual of the space of bounded continuous functions over [w,w]. Moreover, by Banach-
Alaoglu Theorem (Rudin (1991), Theorem 3.15), the set {¥ € C*([w,w]);||¥|| < k} is a
compact set in the weak-* topology for any & > 0. Equivalently the set of regular measures,

U, with ||[¥]| < 1, is compact. Since non-negativity and full measure on |[w,w| are closed
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restrictions, we must have that the set

{U : ¥ a regular measure on [w,w|, V([w,w]) =1,V > 0}

is compact in weak-* topology.

By definition,

T(T)(A) = / S ml {w!(w,0,) € A} nlw, 6,)d(w).

[w,@] ;—{

The assumption that the policy function is unique implies that it is continuous by the
Theorem of the Maximum. It also follows from this that n is bounded away from 0 on [w, W]
(since otherwise utility would be —oc). From this, it follows that T is continuous in W.

Moreover,
is a continuous function of ¥ and is bounded away from zero.
Therefore, the function

T(V) = —o=  M([w, w]) = M([w, @])

is continuous. Therefore, by Schauder-Tychonoff Theorem (Dunford and Schwartz (1958),
V.10.5), T has a fixed point ¥* € M([w,w]). m

C An Alternative Proof for Proposition 1

In this section we state and prove the main result of section 2 (proposition 1) without relying

on convexity and differentiability.

Suppose the size of the initial dynasty is N_; and the promised utility to the head of

dynasty is Wy. Consider the minimization problem (P) in section

- £ t
{C(6%),Y3( 0t Nt+1 (0} ; ; Rtﬂ- Yt 0 ) Ce (9 ) N1 (9 )] (19)
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subject to

and
S5 | (S) 0 (s )
tf; 2P (0) Mo (07))° {“ (Nfi;fi Egi))m) h (Nfa(:i ((99?)1)) ’ 9)]

for all o € X

Let C; (0", N_1, W), N (6", N_1, W) and Y;*(0*, N_1, W) be the solution to this problem.

We call this solution the constrained efficient allocations. Define

Ct* (6t7 N—17 WO)

C:(9t>N—1,W0) N{k(et_l,N,l,WO),

Y (6, N_q, W)
Nt*(etfl,Nfl, Wo)

y;fk(eta N—la WD)

and .
N:—&—l(e ) N—l> WO)

Nt*<9t_17N—17 Wo)

to be per capita consumption, effective unit of labor supply and per capita fertility for

n:<9t7N717W0)

generation after history 6'. We first prove that after the initial generation, the per capita
allocations of consumption and effective labor supply do not depend on W (the promised

utility promised to the initial generation).

Proposition 9 Let ¢ (6", N_1,Wy), y; (0", N_1, W) and n; (0", N_1, Wy) be constrained effi-
cient per capita consumption, effective unit of labor supply and per capita fertility. Then,
ci(0', N_1, Wh), v (0%, N_1, Wo) and n; (0", N_1,Wy) are i.i.d. and are independent of Wy for

any generation t > 0.

Proof. Let Cf (6", N_1,Wy), Y;* (6", N_1, Wy) and Ny, (6", N_1, W) be solution to the prob-
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lem (19). For any history #*~! define

CH(6°, N_1, Wp)
Qt 1 s 93 N* 95 1 N_ s ) )
W Wo ;05%;15 I’WO) |: (N:<05_17N—17W0)

Yy (0%, Noa, Wo)
i (e e

The allocation {C(6°, N_1, W), Y (6°, N_1, Wy), NZ 1 (6, N_1, W) } gejgr—1 MUSt be a so-

lution to the following cost minimization problem for any history 6*~:

{CS(GS),YS(GS)I,I]I\}SI}A(93)}05‘“ l—aN1 90 +;es|§l—ﬂ' 03 05) Cs (95) _CLNS-H (93>]
(20)
subject to
s (6°) Y, (6°) . (pt—
01 (ALY e (O]
P Mewe ) M \we FET W
and
S 03 6)3 1 |: ( CS (08) > h( }/;(05) ’93>:| >
;93%15 ) NS (9871) * Ns (9871) n
s (05 s—1gt—1\\" CS (0'3 (95’97&71)) Y;(Us (98‘92‘/71))
;Gb%;lﬁ (0°) Ny (051 (0°71[0"71)) [u <Ns CmGET= ) A b e

for all o € .

Suppose not. Then we can replace the solution to (19) (after each history #*~') by the so-
lution to this problem (for each history #'~!) and reduce the cost to the planner in problem
(19). Note that this allocation satisfies promise keeping in problem (19) by construction. It

is also incentive compatible. This is a contradiction.

The objective in (20) is homogenous of degree one and the constraint set is homogenous

of degree 1/n. Tt is straight-forward to show that after any history 0~
C2(6°, Ny, Wo) = Cu(6°, N_) Wy (61, W) "

Y205, N_y, W) = Ya(6°, N) Wy (61, W) "

s+1 (95 Nfla WD) Ns+l(087 Nfl)Wt* (9t_1> VVO)I/77 .
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Therefore after any history 0'=!:

(957 Nfl)

O, N_| W) = =1~
s (0%, N_1, Wp) N0 N )

ys (07, N_y, W) = N}i(ngvjvl)l) ’

and _

Nyy1(0°, N_1)

Ny(65-1, N_y)

Note that the problem (20) depends on history #*~' and W, only through W (=1 Wj).
Therefore, its solution depends on history 6'~! and W only through W} (6'~!,W;). This
implies that ¢* (0%, N_y, Wy), y2(6°, N_1, Wy) and n%(6°, N_y, W;) do not depend on §*~! and
W, for s > t. In particular ¢ (6", N_y, Wy), y; (0", N_1, Wy) and n; (6", N_1, W) depend only
on 0; (and N_), i.e., they are i.i.d. =

n:(e‘“’?N,l,Wo) =
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