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ABSTRACT

Unraveling Short- and Farsightedness in Politics*

The absence of the deselection threat in incumbents' last term in office can be
negative or positive for society. Some politicians may reduce their efforts,
while others may pursue beneficial long-term policies that may be unpopular
in the short term. We propose a novel pension system that solves the effort
problem while preserving willingness to implement long-term policies. The
idea is to give politicians the option to choose between a flexible and a fixed
pension scheme. In the flexible pension scheme, the pension increases with
short-term performance, using the vote share of the officeholder's party in the
next election as an indicator. Self-selection yields welfare optimality, as
officeholders are encouraged to invest in those activities that benefit society
most. We analyze the properties and consequences of such a system. Finally,
we extend the pension system with choice to non-last-term situations and
derive a general welfare result.
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1 Introduction

Motivation and Proposal

During a politician’s last term in office, the absence of dgetton mechanism may cause
inefficiencies in the democratic system. Officeholders nealyice their efforts as they no
longer need to fear removal by deselection. On the other,Fala$t-term situation also

presents an opportunity to pursue policies unpopular istioet term but beneficial in the

long term, precisely because the threat of deselection isrmger operative.

We propose a novel mechanism callgehsion system with choitkat deals with
these two situations simultaneously. This system encesragliticians to work harder
in their last term while at the same time not deterring thesmfimplementing beneficial
long-term policies that have potential negative effectthmshort term. A fundamental
feature of the system is the presence of a menu consistingaopénsion options that
officeholders can choose from. The system works as follows:

e At the beginning of the last term, the incumbent decides hdreto select a fixed
or a flexible pension scheme.

e The former scheme prescribes a fixed pension, while theneéint income under a
flexible scheme increases with the vote share of the offideslparty in the next
election.

There are various motivations for this proposal. First,ceffiolders choosing a flexible
pension scheme have an incentive to work harder in theitéast. Second, officehold-
ers choosing a fixed scheme can pursue potentially unpolemigtterm policies without
fearing adverse monetary consequences. Third, the sysiaumdsenable officeholders to
select themselves into those activities that most benefieléctorate. Fourth, the pension
system with choice does not require more information tham which is already gener-
ated by elections, namely the vote share. Fifth, the prappsasion system is robust
vis-a-vis various variations in the importance of pensiofypically, the importance of
pensions varies with the specific situation of the officebol@.g. type of executive po-
sition, wealth and outside career options, expected neéirg duration). It may be very
difficult to estimate these factors beforehand, so robgstisea desirable feature.

Model and Results

In a simple political agency model we introduce the pensidmeme described above
and explain its functioning. We assume that there are twedyjs politicians: populists
and statesmen. Populists are interested in holding offiderareiving a high income
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upon retirement. Statesmen share those interests busarmelined to pursue long-term
policies.

Our main insights are as follows: The pension system withaghsimultaneously
induces populists to work hard in their last term and presetire willingness of statesmen
to choose socially desirable long-term policies that mayriggopular at the moment. This
improves welfare. In the extension of the model to non-est situations, we outline a
pension system with choice that insures officeholders whke bhosen a flexible scheme
against low pensions if they lose their reelection bid. Evecases where there is high
probability that officeholders will run for office in the netdrm this pension scheme is
welfare-improving in the current term.

We further show that voters will unambiguously favor theadiuction of the system,
whereas current officeholders may oppose it. However, itvays possible to adjust the
level of pensions in a system with choice such that currdigasfolders are not worse off.
In their last term, all types of officeholder will favor the plementation of the pension
system with choice for subsequent terms. Finally, we carssdveral consequences the
introduction of such a pension system may have on the fumaioof elections in partic-
ular, and on democracy in general. For instance, using tteesiare as our indicator may
increase the willingness of both parties and voters to gamttad performance, which
in turn may increase the effectiveness of a pension systemalibice. Moreover, the
proposed pension system allows officeholders to signal tiyeeé and may help increase
the pool of farsighted agents running for public office.

Relation to Literature

Our proposal and analysis are motivated by the followingrsts in the literature: First,
during their last term in office some incumbents may not exigt effort, or may choose
policies that deviate from what is socially optimal durifgg last term in office, as de-
scribed by Alesina and Speak (1988), Becker and Stigler4),9Barro (1973), Carey
(1994), Smart and Sturm (2004). Second, precisely becéeseare not subject to re-
election in their last term some incumbents may initiateceffit long-term policies that
are unpopular in the short term. Smart and Sturm (2004) shatilie prospect of staying
in office can make even public-spirited politicians unwigjito embark on policies that are
in the interests of voters. Those politicians can be viewsestatesmen, as they strive to
maximize long term well-beind. Third, an incumbent proposing unpopular policies or
associated with bad economic performance in his last termdeaage his party in the
next election, even if the incumbent is not running for reeten. Empirical evidence of

ISuch politicians could also be interpreted as having cheraa theme that has been developed by
Gersbach (1999), Callender (2005), and Kartik and McAf&9@2.
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this has been provided e.g. by Fair (1996), Hibbs (2000) aacemecently by Bechtel
and Heinmueller (2011). There are also famous examplegsohéxus. In the 2008 elec-
tions the Republican Party and the presidential candiddite WicCain appeared to suffer
from the low popularity of the incumbent, George W. Bush.

Gersbach and Miller (2010) consider a pure effort problerthe last period and
examine a solution by introducing an information marketdp®ng the incumbent’s
chances of being reelected. The fundamental differenckeetgptesent paper is that we
additionally consider the implementation of unpopularjects that are beneficial in the
long term. This makes the application of information maskaioblematic (as statesmen
would then desist from embarking on such policies). Moreaveeasuring performance
by the vote share of the incumbent’s party enables broagiicapon of pension systems

as incentive and selection devices.

Structure of the Article

In the next section we introduce the basic model. The resuttsfixed and pure flexi-
ble pension schemes are analyzed in section 3. Section diesr@ur main results. In
section 6 we consider the impact of external career oppiviearon the pension system
with choice. Section 7 is concerned with implementationéssand underlying risks. In
section 8 we introduce a generalization of the proposedipersystem for application
to non-last-term situations. Section 9 reflects on the @adiconsequences that the pro-
posed pension system may have on democracy. Appendix Ainsrsialected proofs. In
Appendix B we extend the model to non-last-term situatiogpendix C outlines the
notation used in this paper.

2 The Basic Model

We consider a two-period political agency problem with asytric information regard-
ing the type of incumbent. We assume that either a populist statesman has been
elected into office and analyze the decisions the polititzaes at the beginning of his
last term in office.

There are two periods denoted by 1,2. Period 1 is the last term for the office-
holder. It is common knowledge thiat= 1 is the last term, either because the officeholder
has announced it or because there is a term fntit.period 2 the (now former) office-
holder receives a pension. The public consists of two géinesa The current (i.e. older)

2In Appendix B we extend the model to situations in which thblfaLis unsure whether the current term
is the officeholder’s last.



generation lives in periods 1 and 2. The voters in the oldaegdion outnumber those
in the younger generation. The members of the older generhive common interests
regarding the policies that the officeholder should pursdmed last term. The officeholder
may, however, select policies that hurt the current germeréiut benefit the younger and
future generation® The details of the model are set out in the next subsections.

2.1 Policy Choices

The incumbent in period 1 is risk neutral and takes two paliegisions.

First, he chooses how much effort to exert on a public projétte level of effort
chosen is denoted by We useb to denote the benefits per capita from the public project
and assume that they are proportional to the amount of giffert

b=k-e 1)

with k > 0. Exerting effort is costly for the incumbent. Effa&rin period 1 is associated

with costsce? for the incumbent. Parametercan be interpreted in several ways. It
might represent the disutility arising when an incumbemitsdo pursue a public project

with high benefits. Disutilities may be caused by reducedapei benefits, exhausting or
reducing glamorous activities when high effort is choseattérc can also be interpreted

as the competence of the incumbent. A small value ferequivalent to high competence,
I.e. undertaking a given project does not result in highréffosts for the politician.

Second, the politician can choose a policy that negativiigcts the utility of the
current generation but benefits the future generation. \Wearsabld to indicate whether
this long-term policy is undertakeh £ 1) or not { =0). If | = 1, the current generation
suffers a utility loss ofd per capita § > 0), while the discounted benefits per capita
for the future generation are denoted ByB > d. There are many examples featuring
these characteristics. For instance, slowing down glolaaiming or reducing excessive
public debt typically hurt the current generation but imgraitilitarian welfare for all

later generations.

2.2 Utility of Politicians and Welfare

We assume that — just like every citizen — the politician reeeper capita benefits= ke
in period 1. In period 2 he receives a pensiorfm > 0). There are two possible types

3We consider only one future generation, but the extensiottter future generations is straightforward.



of officeholder. We usé& to denote a statesman politician aRdo denote a populist
politician. The utility functions of each type of politiciaare given by

U(P) = ke—ceé®+dm—dlI 2)
U(S = ke—ce+d(m+pl), (3)

wheref (B > 0) quantifies the net personal benefit the statesman derwesthe long-
term policy. Future benefits are discountedyt > & > 0). Although the statesman also
suffers a loss when he chooses 1 — as he himself is a member of the current generation
and has to exert effort to undertake a long-term policy — keganto account the utility
gains of future generations. We assume that the net persiitglgain is positive and is
represented bl.

The populist does not consider the well-being of future gatn@ns and like all other
citizens suffers the utility losd when he selects When the size of generations 1 and 2
is N1 andNy, respectively, utilitarian welfare is given by

W = Nib— Nqdl + NyIB, (4)
which we normalize by dividing bx,m and rewrite as
W=ab+(1-a)l, (5)

wherea is the weighting factor given by

N1

a= .
NoB — Nid + Ng

(6)

We assumé,B — N;d > 0, which implies O< a < 1.

2.3 Elections

As discussed in the introductiofthe election replacing the current officeholder at the
end of period 1 is assumed to be influenced by the past penfmenaf the officeholder
(retrospective voting). In a reduced form, we assume tleavthing outcome in terms of
the received vote share for the governing party can be suinedsas follows?

s:(ﬁb+s:(ge+s, (7

4See Fair (1996), Hibbs (2000), and Bechtel and Heinmueli@i 1) for empirical evidence on this
matter.

SWe note that we essentially consider a two-party race. Thusndidate needs more than 50% of the
votes to win the election.



where(ﬁ = %; (ﬁ and@ are constants for each value lofe is a random variable uni-
formly distributed with suppori—¢,€] and mean 6. Equation (7) links together three
factors that influence the voting prospects of the incunibguatrty. First, higher effort
and hence larger benefits for the current generation falyoedfect voter support for the
party in power. Second, we assume< @ as a long-term policy in this context hurts
the current generation and is thus unpopular. As a consequ#re expected vote share
declines when the incumbent chooses 1, as voters will punish the party. Third, from
the perspective of the incumbent selecting his policies,affiects described above are
uncertain. This is represented by the random variable

Our formulation of the voting outcome is quite flexible. Itoals voting behavior
to be influenced by performance and other characteristids asi the type of politician.
The only essential assumption is that a statesman suffeslass of the share of votes if
he adopts a long-term policy.

2.4 Pensions

As the officeholder is in his last term, deselection is notradh so pensions are one of the
only devices the public has to influence his actions. Werdistish two pension schemes:

e Standard (fixed) pension schemnich prescribes a fixed pension level denoted by
Miix (Mix > 0). Myix is independent of any action taken by the politician durirgy h
terms in office. This is the system currently implementedracpce.

e Flexible pension scheme&vhich contains a fixed pension paymeny combined
with a flexible paymenpistied to the vote shargthat the politician’s party obtains
in the next election (when the officeholder is replaced):

Miiex = Mo+ US= Mg + H(P e+ €), (8)

wheres= @ e+ ¢ is as described abovpjs a positive constant. It follows that the
expected value afyey IS

E(Mhex) = Mo+ @ €. 9)

The vote share and hence the level of pension under a flexibense depends on
the amount of effort invested by the politician and on whetteehas implemented a

6An alternative formulation is to assume instead that the sbare is additively separable in effort and
the long-term policy by settings = @e— @I +¢. Our results would still hold gualitatively as long Rss
not too small.

’One could expresg in dependence of the type of a politician by writing esy= @ re+¢& = (& +
b'T —c'l)e+¢, whereT is eitherP or Sandc’ > 0.



long-term policy. Higher effort raises the pension, impérting a long-term policy
lowers it.

We are now ready to define the pension system with choice.

Definition 1 (Pension System with Choice)

A pension system with choiég a menu consisting of two options which politicians can
choose between at the beginning of their last term in officée ®ptions are a fixed
pension scheme and a flexible pension scheme as defined abitwvachemes are fully
specified by the three parameteng,, mo, |, and this parameter combination is denoted
by PSG myy, Mo, 1). If the politician steps down early in his term, then he wél $ubject

to a fixed scheme.

2.5 Utilities under Pension System With Choice

Under a pension system with choice, politicians simultaisgoselect their preferred pen-
sion scheme, their effort level and whether or not to implement a long-term policy.
Suppose that 8SQmxx, Mo, 1) is offered. We use flex (flexible pension scheme) or fix
(fixed pension scheme), to denote the pension choice. Thextgutility for politicians
depends on all the above-mentioned choices and on their type

E(U(P)|fix& | =0) = ke— ce®+ dmy (10)
E(U(P)|flex& 1 =0) = ke—ce® +d(mg+ Lgoe) (11)
E(U(S)|fix); = ke—ce®+d(mgy+Pl) (12)
E(U(S)|flex)) = ke—ce +d(mo+ ppe+pl) (13)

Note that the populist has a strict incentive to cholose0 as he would otherwise suffer
lossd as given in equation (H.We assume that the value of the outside option — i.e.
renouncing pensions — is zero, and thus the participatiostcaint is fulfilled for every
feasible problem parameterization, i.e. officeholdersenstep down and renounce pen-
sions. The assumption concerning the outside option doesestict the generality of
our analysis. If the outside option has a utility larger tkzano, we can reformulate the
model into an equivalent one where the outside option hasuéity.

8Assuming a net losd for P if | = 1 is not necessary for the analysis. The assumputiorD highlights
the fact that it is impossible to motivaketo choosd = 1.



2.6 Information Structure

We assume that voters are able to perfectly observe the galuandb on election day
at the end of period 1 and can perfectly in&r Neitherl, e, nor the welfare change
caused by these policies are contractable, so they cannatdukin pension schemé&s.
Politicians observe their types and are informed of the iperfsamework they are subject
to. If they are subject to the pension system with choicey e informed of parameter
combinationPSGmy, 4, Myix ), which completely specifies the options from which they
can choose.

2.7 Summary

If politicians are subject to the pension system with choiben the timing of the game
is summarized in the following figure:

| | |
I I I
Election Choice of pension, Vote share is realized
decision long—term policy
and effort
Officeholder Output is realized Officeholder receives pension
learns his type
Figure 1

Under a fixed or flexible pension scheme, the time line of thees the same except for
the fact that the pension choice is omitted.

We now look for perfect Bayesian equilibria of this game. &ngral, we will ob-
tain and focus on separating equilibria in which statesnmehpopulists make different
choices regarding the long-term policy and thus reveal gedves as statesmen and pop-
ulists to voters. We will construct the pension system witbice so that statesmen and
populists choose different pension schemes and seleetetiff effort levels.

9The model could be extended by allowing that effort canndnfeered precisely, e.g. by expressing
ash = ke+ x, wherey is a random variable witit(x) =0

10/f policy actions were contractable, monetary incentiieesnes could in principle induce both politi-
cians to exert high effort and to undertake unpopular l@rgitpolicies, following the logic of political
contracts surveyed in Gersbach (2012). However, suchaxstrequire more information, and they also
require other performance measures than election results.



3 Standard and Flexible Pension Schemes

It is useful to start the analysis with the outcomes that @Wauise if only the fixed or the
flexible scheme were available. The initial results follommediately.

Proposition 1
If politicians are subject to &ixed pension schemeéhen both populists and statesmen
choose an effort level &= % Additionally, statesmen choose- 1.

Proposition 1 follows directly from the specifications oétlitility functions of politi-
cians, as given in equations (10) and (12). Optimal effodich is obtained from max-
imizing ke— c€?, which yieldse = 2—"C A fixed scheme preserves the statesman’s incen-
tive to choose the socially desirable long-term policy, ket populist and the statesman
chooses a comparatively low effort level. The latter candmeadied by a flexible pension
scheme, which yields Proposition 2.

Proposition 2
If politicians are subject to thexible pension schemthen we distinguish two cases: If

(K + Bpigo) — (k+ Bpepy )

crit.
B<p™i= 45¢ ’

(14)
both populists and statesmen choose an effort Iewekoi‘*z% andl = 0. If

B> B,

: k+0
then the populist exerts effogt= ~—;

_ k4-0ug _
e= "% andl = 1.

é“"o and choosé = 0, while the statesman chooses

Proposition 2 follows directly from the the maximization thie politicians’ utility
functions with respect te andl. Proposition 2 shows how effort levels for all types of
politician can be increased by such flexible schemes, wiealetits the current electorate.
Proposition 2 also reveals the problem of flexible pensitreses. On the one hand they
increase the effort level of both types of officeholder, vilhbenefits the public. On the
other hand, if the long-term policy is quite unpopular ggd- ¢, is large, only statesmen
with a pronounced interest in such policies choose theme@ike, the statesman de-
sists from choosing) = 1 even if it is socially desirable. iy — ¢ is sufficiently small,
this inefficiency of flexible pension schemes does not arisesuch cases, the problem
of motivating incumbents to choosge= 1 is small. The situations in which significant
popularity losses deter incumbents from choosing socitkirable long-term policies is
the drawback of the flexible system.
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For the remainder of the paper, we assUne Bt and that for society welfare is

k+dugo
2c

for all possible values ofl, i.e. p € [0,1], wherefl is the upper bound for any feasible

higher when the statesmen chookesl ande= % over and againdt=0 ande=

flexible scheme. Hence, formally we assume that

Assumption 1

akeﬁex,lzo < ok ix+(1_a)

-~ 2
KOGy ak—c+(1—a). (15)

ak
< 2c 2

If assumption 1 does not hold, the flexible pension schemeédtemble to the fixed
scheme and to the system with choice from the welfare petispec

4 Properties of Pension System With Choice

We start by examining the behavior of the populist.

Proposition 3
Suppose &SQmyix, Mo, ) is offered.

() If
2k + & 2
Mo > My, — 2<H%0 4C(u<po> 7

the populist chooses the flexible pension scheme and exedditional effort of

&2‘—0“’0 compared to the effort under the fixed pension scheme.

(ii) If
2k + & 2
Mo <y — 2XH00 4C(u<po> 7

the populist chooses the fixed scheme.

The proof of Proposition 3 is given in the appendix. Proposit3 provides the
condition under which a populist exerts higher effort unal@ension system with choice
than under a fixed scheme. The idea behind our next steps ésiginda pension system
with choice in which statesmen achieve higher benefits uadiged pension scheme and
choosd = 1, while populists find the flexible scheme more profitableis gives them an
incentive to exert higher efforThe next proposition establishes necessary and sufficient
conditions.

11



Proposition 4
Suppose theSQ mg, W, My ) is offered. The populist chooses the flexible scheme and the
statesman chooses the fixed scheme and implements a lomgaécy if and only if

2k + 6 2 2k, + & 2
s — ucpo4 (L) My <mp_ XM (Vo) 7 (16)
c 4c
&2 21 28k
B > (Ho) W | (Mo — My ). (17)

43¢

The proof of Proposition 4 is given in the appendix. It is rastive to compare
conditions forP in Propositions 2 and 4. While condition (14) in Propositbdepends
on the voting behavior of the public whée= 1, the right-hand side of condition (17) does
not depend on any assessment of how long-term policies ffeltiavoting behavior.

Corollary 1

Suppose thaty is equal to the lower bound given in Inequalit}) of Proposition 4.
Then, for any value o the statesman chooses the fixed scheme and implements a long-
term policy. Hence, there exists a separating equilibrianitfe political agency game.

Corollary 1 arises by substituting into condition (17) tbevér bound fomg given
in Inequality (16). We could hence choose a valuerpfthat is only minimally higher
than the lower bound fary and be sure that only statesmen wjttaery close to zero will
select a flexible pension scheme. We next show that theresexigension system with
choice that is welfare-increasing compared to the curreetlfpension system even under
the requirement that expected pension costs be equal unttesystems, i.e. expected
budget neutrality holds.

Theorem 1
For every feasible problem parameterizatirc, 8, @o, ¢1, ), there exists BSQ Mgy, Mo, L)
such that

() Schooses the fixed schemes 1 (implementation of long-term policy), and effort

a_ k
levelé = -

(if) P chooses the flexible schemes: 0, and effort levet = k*gg‘m > 6

(iii) expected expenditures under the pension system withice and under the fixed
pension system are equal (expected budget neutrality).

The proof is given in the appendix. Theorem 1 shows that wislnitably chosen
pension system with choice, officeholders self-selecttindse activities that, given their
types, are most beneficial for society. The characteriaatioTheorem 1 and budget
neutrality allow us to make welfare comparisons.

12



Corollary 2
The pension system with choice is welfare-enhancing

e with respect to théixed pension schenfas populists work harder) and

e with respect to thlexible pension schenfas all statesmen implement a long-term
policy).

We next establish that the pension system with choice asctesized in Theorem 1 ex-
hausts all possible welfare improvements that can be aethiby pension systems under
the following conditions: first, only election results cae bsed to provide incentives;
second, the system has to be budget-neutral in expected;térird, the weight of the
long-term policy is not too low (i.e. assumption 1 holds og@4a1). We formalize this
insight in the next section.

5 Optimal Systems

In addition to considering arbitrary pension systems witbice, we work in this section
with weaker conditions on the vote-outcome function (7) ides to establish the opti-
mality in more general terms. In particular we allow for abitary functions defined
as

s(e,1,€):[0,00] x {0,1} x {—¢,€} — [0,1], (18)

€ being the random variable introduced in subsection 2.3.0ftgassumptions we make
are

(i) w >0, foree [0,], | € {0,1} ande € {—¢, €}, i.e. the expected vote share
is increasing in effort;

(“) dES(e,l ,8“ Zl)

dEs(e|,g|1=0)
de < de

,foree [0,], | € {0,1} ande € {—¢,€}, i.e. the exer-

tion of effort causes a smaller increase in the vote sharenwkel compared to
| =0.

We next define th&eneral Pension System with Choicewhich features two pen-
sion schemes, both containing a fixed and flexible part:

m = my+ugel,eg) (29)
m = my+Us(el,e). (20)

13



Without loss of generality, we assume that scheme (19) pessea higher degree of
flexibility and features greater returns from popularitgldhe exertion of effort, but has
a smaller fixed pay, i.e. we assumg > mp andp < p. 11

We examine whether the general pension system with cholgeas higher welfare
than the system with choice we considered in the precedrtgss. As long as pursuing
long-term policies is sufficiently important for societizet next proposition shows that
this is not the case.

Proposition 5

Suppose that choosing= 1 is sufficiently important for society and that the vote share
function satisfies assumptiofig and(ii). Then, the system with choice characterized in
section 4 achieves the highest possible welfare for voters.

The proof of Proposition 5 is given in Appendix A. Propogitid shows that it is
sufficient to offer the politician a choice between a fixed anfiexible scheme. Such
a system exhausts all possible welfare gains that can bewvachby allowing choices
among schemes in which pensions increase with the vote shéne party in power in
future elections. We therefore return to the pension systéim choice introduced in
section 2.4.

6 Career Opportunities

In this section we extend our findings to encompass situsitidrere politicians may have
access to alternative career opportunities once they td&ee. If the career opportunities
are unrelated to the effort choice in the last period, ounltesontinue to hold. These
opportunities may, however, also depend to a certain ertetiie popularity politicians
have achieved upon leaving office. This may further deteitip@ins from undertaking
an unpopular policy, even if it can be expected to yield largeal benefits in the future.
Such career opportunities could be integrated into our mbgedding an additional
popularity factolgsin the utility function of the politicians, whergis again the vote share
of the incumbent’s party in the next election. We consider tases: career opportunities
that only affect the populists and career opportunitiesdffact both types of politician.

Career Opportunities for Populists only

HAs tie-breaking rule, we assume that the populist choo®gder (20) if he is indifferent between the
schemes.
12In terms of exogenous parameters this meansiiiats to be above some critical value.
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In this case, the utility of the populist becomes
U (P) = ke— c& +8(m+gs) —dI. (21)

Assuming this modification applies to the populist only (meg that the statesman’s
utility function is unchanged), the additional feature bé& tmodel does not impair the
mechanism under the pension system with choice given infEned and can even im-
prove it. In this case, the parametens or u specifying the flexible scheme might be
chosen at a lower level than before, as the populist has agnan overall higher in-
centive to work hard. Alternativelyrkx might be chosen at a higher level than before.
This simple intuition can be readily translated into forrteains. The interval of values
for mg for which P chooses a flexible scheme aB@&hooses a fixed scheme as given in
Proposition 3 becomes

2K + O( o )2 + 29 2Ky + (e )?
~ 2kipo (uz) ugtpé<nb<mﬁx_ wpl4c(ucp1>_

(22)

Mix

The upper bound fomg is unchanged, as the statesman’s utility has not changetg wh
the lower bound is smaller and can be obtained from the loaend given in Proposition
3 by subtracting the positive ter%g%.

Career Opportunities for all Politicians

Imagine now that both types of politician have access toréuttareer opportunities if
their popularity remains high upon retirement from officee Btatesman’s utility is hence
transformed analogously:

U(S) = ke—c€® 4+ 3(m-+gs+PI). (23)

Solving the model with the new utility functions under thenp®n system with choice
leads to an analogous version of Proposition 4:

Proposition 6
Assume politicians are subject to the pension system withiceh Let

2K o + (o) + 28 2kppy + Sy )% + 258
20 (“ﬁ{'ﬁ) R (u;pé) Mol

and

B

02 (epo) 2 + 28K o + 287 LgPR
- 44c

+ (Mo — Myix ).

Then the populist chooses the flexible scheme and the statesmoses the fixed scheme
and implements a long-term policy? chooses effore = % andl =0 andS
chooseg = % andl = 1. Hence, under the above conditions, there exists a separati
equilibrium for the political agency game.

15



Proposition 6 follows the same logic as Proposition 4 anddda analogous versions
of Corollary 1 and Theorem 1. In this case as well, the pensystem with choice
can be shown to be budget-neutral with respect to the stdridad pension scheme.
The interval of values fomy in Proposition 6 is larger compared to the one obtained
in Proposition 4. Both the upper and lower boundsrfgrare smaller than the bounds
obtained in Proposition 4. If we replao® by its lower bound given in Proposition 6, the
lower bound forf3 is again zero.

We conclude that the introduction of popularity-depend=meer opportunities for
both types of politician induces both of them to invest higé#ort and enables the de-
signer to construct a pension system with choice where theipe amount under the
flexible scheme can be chosen to be lower than it would have taitthout career oppor-
tunities.

7 Implementation and Practical Considerations

In this section we discuss how the pension system with choight be implemented.
Moreover, we assess potential risks and identify pracissales connected with the intro-
duction of a pension system with choice.

7.1 Possibility of Implementation

We approach the possibility of implementing the schemer¢em the perspective of voters
and (b) from the perspective of politicians.

Interest of Voters

We observe that in comparison with the fixed pension schentie dpenerations profit
from the new system. Populists exert higher effort and stagsm behave in the same way
as under the standard fixed scheme by chookiagl ande = % Note that pensions
with choice do not influence the behavior of statesmen (vé#ipect to status quo). The
new system does not give any additional incentive to stagasimimplement long-term
projects, which may or may not be high-risk and welfare-¢asing. Therefore, voters

would unanimously support the introduction of a pensionesyswith choice.

Interest of Politicians
In contrast to voters, both types of politician have lowelitytunder the pension system
with choice as summarized in the next proposition.
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Proposition 7
Both types of politician have lower utility under a pensigstem with choice if budget
neutrality is required with respect to the standard fixedsmanscheme.

The proof of Proposition 7 is given in the appendix. We codelthat officeholders
have no incentive to introduce the pension system with éh@o a campaign promise
in favor of the new pension system is not credible. The rascs of officeholders can
be overcome in several ways. For instance, officeholders imaentives to introduce the
pension system with choice with some delay as set out in @ehshnd Kleinschmidt
(2009). Officeholders in their last term have strict incessi to introduce the pension
scheme with choice that becomes effective in subsequanstas they will benefit from
it as citizens. Another way of easing the introduction of ystem with choice is to
increase pension levels by allowing more money to be spepeasions than under the
fixed scheme.

7.2 Risks of Implementation

Power of Pensions as Incentive Devices

Pensions may be more or less relevant for politicians dapgrah the type of executive
office (president, chancellor, minister, mayor of a cithgit wealth and outside options,
and the expected retirement duration. Such differencesotipase a problem for the
pension system with choice. To see this, we modify the wtilihctions for a politician
to

U(P) = ke—ce+dym—dl (24)
U(S) = ke—ce+d(ym+pl), (25)

wherey is a random variable witfi[y] = 1, measuring the importance of the pension, i.e.
the power of the pension as an incentive device. Assymaot known in advance and
that thePSCwas chosen for the cage= 1. If yturns out to be lower than 1, all politicians
choose the fixed scheme. In this case the pension system aitechas no effect.

is higher than 1, it might be the case that statesmen choedtekible scheme. Then the
effort levels of both populists and statesmen are very hgich tends to compensate for
the loss of not choosinig= 1.

Choice of Pension Parameters

Could the pension system with choice perform worse than téwedsrd fixed pension
scheme, when either the parameterd?BQ myy, Mo, ) are chosen erroneously or the
assumptions about the politicians’ parameters have begressimistic or too optimistic?
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There are two fundamental causes for potential downsiéle Sigsppose first that for
populists the fixed scheme is more attractive than the flexabheme. This may occur if
the expected pension gains do not outweigh the higher efésts. Then, both types of
officeholder would choose the fixed scheme, and the intrasluct the flexible scheme
has no effect.

Suppose next that for statesmen the flexible scheme promigesr utility than the
fixed scheme. This may occur if the interest of the statesmanrisuing long-term poli-
cies is small or if the expected rise in pensions with thelflilscheme is large. In the first
case, the risk for society is small, but it may be higher ingbeond case as the flexible
scheme may crowd out intrinsically motivated policy cheic&o if society is interested
in avoiding the downside risk from the pension system withioh, the expected pension
gains in the flexible system should be kept moderate. Thideaachieved by choosing
pension parameters in such a way that the statesman’s edggains with3 = 0 are equal
under the flexible and fixed schemes (Theorem 1).

Risk Aversion of Politicians

If politicians tend to be risk-averse, the populists in jgatar need some insurance to keep
them disposed to choosing the flexible scheme. This couldhiesed by increasing the
parametemy (withstanding the fact that some statesmen with sipatiay now choose
the flexible scheme) or by designing the flexible scheme sbitilsavitches to a fixed
scheme after a specific number of ye&ts.

Overall, the risks of implementing a pension system withioh@ppear to be rela-
tively small.

7.3 Public Disclosure of Pension Choice

According to Theorem 1, there exists a pension system witicehfully specified by the
3-tuplePSG mix, Mo, 1), under which all statesmen choose a fixed scheme and implemen
a long-term policy, while populists choose a flexible scheffi¢he pension decision is
announced publicly, the type of politician in office is relsgbat the beginning of the term.
However, even if voters do not know the pension choice mad#fineholders, voters are
able to observe the choice regardingt the time of elections at the end of period 1
and can hence infer the type of incumbent. Accordingly,dpanency requirements for
pension decisions are redundant in this setting. In seétiva take up this topic again in

13such a system would at the same time have the positive effemisuring the government against
very high realizations of the vote shaseln general, the potential higher volatility in expendésrin the
context of the pension system with choice can be controfgtiégovernment through a range of insurance
options.
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connection with the eventuality of imperfect knowledges@indl .

8 Reelections and Pension System with Choice

So far, we have focused on pension choices in the last terrfiicg oln this section we
extend the pension system to situations in which it is nadrcéepriori how many terms
the officeholder will stay in office. The term may be the last ipecause of term limits or
personal reasons) or the officeholder may be successfellgated. The formal treatment
of this extension of the model, which we refer to astmadel with reelections given in
Appendix B.

8.1 Complication

A straightforward application of the pension system witloick to non-last-term situa-
tions is not feasible. Two potential problems arise.

e Populists choosing the flexible scheme may have low pensitivey/ are deselected
as in such cases the vote share is necessarily low. This nitakese difficult to
motivate populists to choose the flexible scheme in the fiessigp As a consequence
the flexible scheme has to made more attractive to popubksasive to the fixed
scheme.

e Statesmen angling for reelection with only little inter@stthe long-term policy
cannot be motivated to choose this policy with a pensioresystith choice as the
popularity loss is too costly in comparative terms.

The above insights are formalized in Appendix B, in paréicuh Proposition 9. The
bottom line is that when the officeholder may be reelectegl nlodel the existence of a
welfare enhancingCSis not guaranteed for all feasible problem parameterinatio

Concerning the first of the above two points, we note that uadéexible scheme
the expected pension levebnditional on losing the electiois lower than the level con-

ditional onnot runningfor reelection:

“Politician has lost reelection’< E[nyex|“Politician has stepped dowh” (26)

E[miex

The reason is that the vote share is necessarily low if thiigah is deselected (even if
he has chosen a high level of effort). Indeed, in Appendixd&je30, we show that

i . 1
[E [mpex|“Politician has lost reelection™= mgp + éu(g e, (27)
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while the unconditional expected value from equation 9 is

E [Mhex] = Mo+ ppre.

This makes it particularly difficult to motivate populistsgelect the flexible scheme. To
circumvent this problem, we could add an additional paremétto thePCSand use it
to define a different flexible pension scheme when the palititoses reelection. In other
words, if the politician chooses a flexible scheme, either

“Politician has lost reelection™ my + (s,

Miex(S

or

Myex(S|“Politician has stepped dowh= mp+ Us

will be applied withu # . We could choosg’ so that Inequality (26) holds as an equality.
Then, from Equation (27) it follows

W =2u

Continuing along these lines does not solve all problenmydgh. Even if the expected
pension level is set to be independent from the decision oning for reelection, it is
still not possible to ensure the existence of a welfaregiasing system in all casés.

In the following, we adhere to a three parameters pensiaesywith choice. How-
ever, we develop a modified pension system that is univgraalifare-improving.

8.2 Extending the Pension System with Choice

In this section we introduce a modified version of the pensigstem with choice that
insures an agent against a low pension if he receives a lanshatre in his reelection bid.
This scheme also prescribes the pension rules for all cealalel contingencies that may
occur in an arbitrary term.

Definition 2 (Extended Pension System with Choice)
Theextended pension system with chammks as follows:

(i) In each period he is in office, the officeholder decidesveen a fixed pension and
a flexible pension according BSQ My, Mo, ).

(ii) If, at a later stage, the politician decides to run faglextion and is rejected, he will
be subject to the fixed pension scheme.

14Details are available upon request.

20



(i) If the politician doesnot to run for reelection or is in his last possible term, he will
be subject to the chosen scheme.

(iv) If the politician steps down early in his term, he will babject to a fixed scheme.

Officeholders have the right to choose (or to change) theffepred scheme at the
beginning of each term they are in office.

8.2.1 Results

The formal analysis of the extended pension system withcehisi given in subsection
10.3 of Appendix B. Here we summarize the main results. Ifgfabability of running

for reelection is low — in the extreme case zero — the extepdadion system with choice
replicates the main results from section 4. If the probgbdf running for reelection is
high, the choices oé and| are driven by the reelection concern and the fixed pension
scheme. In the case of a reelection chance equal to 1, thedextesystem is in fact
equivalent to the current fixed scheme. Beyond these twa pakses we find that the
extended system with choice can be designed to be welfgyeinmg for any 0< g < 1
(Theorem 2). Additionally the system can be universallyligopin all terms and under

all problem specifications.

9 Discussion

A pension system with choice is expected to have a varietyfiér consequences on
the way elections impact on democracy. Here are some example

Vote Share as an Indicator

The use of the vote share to determine the size of the penstbe flexible scheme might
trigger further behavioral changes. For instance, paitis may have a stronger interest
in the functioning of their party and hence in the performeatother members of their
party, and also in their public perception as represemsitdf the party. Voting behavior
might also be affected. Casting votes simultaneously tethe officeholder for the next
term but it may also determine the level of the pension fomptst officeholder if he has
chosen a flexible scheme. This might increase the willingmesanction performance
that would increase the effectiveness of the pension sysiémchoice.

Signaling Character
In section 7.3 we argued that public disclosure of the choicpension by the office-
holder is redundant. However, if voters do not obsexamd| separately but only joint
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performance, transparency regarding pension choicestiméyle an impact on voting be-
havior if voters value the type (or character) of officeholuelependently. In this case,
the voters observe only the general state of the economghvdain either be high or low.
A low state could be connected with the implementation ofhaterm policy or with low
effort. Then the choice of a fixed pension scheme will sigsghtesman” and could po-
tentially reduce the popularity loss the politician incbyschoosing = 1 if voters value
his character independently.

Selection of Candidates for Office

Allowing officeholders to choose their pension and signalrttype may affect the will-
ingness of agents to run as candidates for office. In paatichigher expected pay might
attract candidates with higher abilitie¥ In our context, there might be a concern that
imposing budget neutrality — and a decline of fixed pension®tld undermine the in-
terest of citizens and in particular of statesmen in runfamgpublic office. This could be
remedied by increasing the level of pensions for statesmdrile expected pension for
populists in the same way (i.e. giving up budget neutrality)

10 Conclusion

We have proposed a pension system with choice for politiciaBuch a system only
requires information generated in the normal course oftieles. Pensions with choice
could be applied more generally. Managers in the privatemsean be offered the choice
between a fixed and a flexible pension scheme, the latter daygeon the performance of
the company. To avoid manipulation by the managers, pedoo® would be measured
some time after the manager has stepped down, and the pevishothoice would also
only become effective after this time lag. These and sinafgplications of the pension
system with choice deserve further scrutiny in future resea

15A recent empirical study supporting this view is Gagliarcitand Nannicini (2009).
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Appendix A: Proofs

Proof of Proposition 3

By Proposition 1 and 2 we know that the populist choceses% under a fixed pension
scheme anck = % under a flexible pension scheme. In both cases, he does not
implement a long-term policy as he would suffer lassHence, if given the choice?

opts for a flexible scheme if and only if

E(UP|flex & | = 0)) > EU™(P|fix& | =0)).
Using equation (10) and (11) and inserting optimally chasigort levels yields

K+ Sl K+ 3o \ 2 K+ SUgo k k2 |
k( 2c )_C< 2c 0o+ 0Hgo | 2c) ~\ag ) +Omx

=~

K2+ kdppo\ (k4 dugp)? Ko + 82 ()2 k2 k2
@( 2c )_ i Tomo 2c > g0 ac oM
A C — _ 2
em > Mix C — 2KLipo 6(‘-1@0)‘
4c
|

Proof of Proposition 4
If the statesman decides not to implement a long-term pdiisyutility function is identi-
cal to that of the populist, and he chooses the same effat. lelence, by Proposition 3,
' Mo > 4mﬁx0—2kupo—5(u¢o)2,

4c
the statesman chooskes- 1 if and only if one of the following inequalities holds:

EUM™(Sflex & | =0)) = EU™(P|flex & | =0)) < E(UM™(Sflex & | =1))

o WD iy < ETO . imo4) (28)
or
EU™(Sflex & | =0)) = EU™(Plflex & | =0)) < EU™XSfix& | = 1))
@“(%Wﬂm < Z—Z+6(mﬁx+8). (29)

Inequality (28) is satisfied if
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(K+ o) * — (K + B )

B> 44c (30)
Inequality (29) is satisfied if
K+ dpgp)? — k? & 24 25k
g KHADITZIC () — LR 2D (1 1) (aY)

43¢ 40c

The lower bound fof in (30) depends on the differengg — ¢ and is zero if and only
if nis zero, which would mean that the flexible scheme reducedit@d scheme. We
see here that a flexible scheme can never moterateystatesman to implement a long-
term policy. On the contrary, as outlined in Corollary 1, tberer bound for3 in (31)
can be brought down to zero if we replawg by its lower boundmyy — %C(W in
Proposition 3 (i), which we denote here ™.

Let B satisfy equation (31). Then the statesman chooses the fereign scheme if

Amiix C — 2Kupr — O(Hepr )2 :
Mo < Mix tfpl (M) - mglgh.
c
This results from comparing the right-hand sides of Ineigjeal (28) and (29) and pro-
ceeding as in Proposition 3. Singg > ¢, it holds that

<
Hence, the interval
high
(mg".mg ") (32)
is not empty, and each value o contained in this interval incentivizes the populist to
choose a flexible scheme and the statesman to choose a fixadesgbrovide fulfills

equation (31). It remains to be shown that interval (32) amstat least one feasible, i.e.
positive value to be assignedn®. This follows by noting thanfg""’(u: 0) = mxx and

d ow
du
interval (32) is positive and each value contained in irde82) is feasible.

< 0. Hence, we can choose the paramgtar such a way that the lower bound of

Proof of Theorem 1

Part (i) and (ii)

Let mp be equal to its lower bounnl%"’" given in Proposition 4, Inequality (16). At this
level of mp, the populist is indifferent between the flexible and thediseheme, so we
can assume that the populist chooses the flexible schemeartd kigher effort. On the
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other handmg = m" gives the statesman an incentive to choose the fixed schetine an
implement the long-term policy for evef/> 0. This results from substitutingg = n’{?‘”
in the lower bound fof given in Proposition 4, as stated in Corollary 1.
Part (iii)
We want the pension system with choice to be budget-neuithlrespect to the fixed
pension scheme, which is the one currently implementedaaotiwe. Hence, it must hold
that

M = Wiy + (1 — W) Mpex,

wherew is the probability that the officeholder is a statesman @rid the government
budget for pensions under the current scheme. Substitiatirige separating equilibrium

value
2K + 6 2 k+ 8

mﬁg( _ mlé)w 4+ Il(POeOpt — My — HPo i (H(PO) + 1o ZCLKPO
yields

R 2Kkppo + 0 2 k+ 0

M= WiTkx + (1 —w) (mfix— H 7 (o) + o utpo).

C 2c

Solving for gy yields

(1—w)3(pgo)?
4c '

M = M (33)

As both dziiw and dgEQ are negative and{®"(u = 0) = myx and (W= 0) = M,
we deduce that for each feasible parameter combinakon d, g, @1, M) we can find
aPSQmxy, mo, 1) that fulfills the budget constraint.

Maximizing welfare means maximizing, as the increase in effort for the populists is
expressed b% and does not depend om. In a separating equilibrium, a high value
of purequires a low value afy. If mg > 0, feasible values fau are

—k+ /K2 + 4dmgixC
009 '

0<u<

Hence we can choose a valugudhat is as close as possible to its upper bound, provided
that the right-hand side of equation (33) is positive andvtite shares < 1.
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Proof of Proposition 5
Step 1

Given the assumptions of Proposition 5 and the imposgitiditmotivate the populist to
undertakd = 1, a welfare-optimal system provides the highest possilidetencentive

for P, and induce$to choosd = 1. Thus, we first establish conditions on parameters of
the system defined in (19) and (20) such tRathooses the most flexible scheme (which
induces the highest possible effort level # 0) andSimplementd = 1.

The populist prefers scheme (19) over (20) if

EUM™XP|(19) &1 =0)) > EUM(P|(20) &1 =0))
_ 2
<k+5udEs(e’é’;'“ 0)) <k+6u/dEs(e,é§\l_0))

>
& = +omp > T +0m
(1) (6<dEs(e,(lj,s|l_0)> (M) + 2kEse el 0))
e
S M—Mmy < 45¢

(34)
To establish the condition th&choosed = 1, we assume that (34) holds. As
E(UM(S(19) & | =0)) = E(U™{(P|(19) & | =0)),
the statesman will choose= 1 if and only if one of the inequalities below holds:

E(U™X(S(19)&1=0)) < EUM™X(S(19)& =1))

<k+ spdEstel <l o))2 (k | pudEsteleli= 1))2

& o) <
4c TOomo = 4c

+0(mo+B)  (35)
or

EU™(S(19)&1=0)) < EUM™XS(20)&I =1))

Kt & dEs(el,g|l=0)2 Kt & 1dEs(e|l.g|l=1)\2
o (ka2 =) 5 (k+ 3 =g —)?

e < 7 +3(mo+B).  (36)

Inequality (35) is satisfied if

L (ke opdEselel=0y2 (g gy dEsElEli=D) )2

B=fi= = 37)

Inequality (36) is satisfied if

(“dEs(e,(lj,ée\I:O) Y dEs(e,(Ijg\l:l)) (6 <udEs(e,(lj,:\I:O) Y, d]Es(e,(lj,esu:l)) 4 2k)

o 43¢ *

— (mp—my). (38)

=
AV
w™»
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Hence, all statesmen wifh> min{ﬁ, ﬁ} will choosel.

Step 2

We next determine the parameténg, my, i, 1), such thaSchoosed = 1 for all p > 0,
ie. eitherfi orfﬁ has to be equal to zero. This ensures that every statesnamplgément
a long-term policy and hence maximize welfare.

We start by examining the lower bound frin (37). In this casef& depends on the
dEs(el.g[l=0) dEs(el,g|l=1)
de de

difference and is zero if and only if = 1 causes no popularity
loss, which is contrary to our assumptions. We thus turn émurlity (36) and look
for conditions under whicl& is zero. We can decrease the lower boung @i (38) by
increasing the differencey, — mp. The maximal difference occurs when inequality (34)
holds as an equality, i.e. the populist is indifferent begwéhe schemes. As the populist
continues to choose (19), such a procedure has no effecteoeffibrt choice ofP for
given parametensy, L of (19). It will turn out that this is indeed the only optionabtain

feasible solutions for parameters which will ensure ®ahoosed for all 3 > 0.

Substitution of (34) into the right-hand side of (38) and sduent simplification

lead to:
T ((dEs(e,lo;jl 20))2_ (dEs(e,Id,jl = 1))2> .
dEs(e l,g]l =0) dEs(el,¢g|l =1)
+ 26ka< o — e ) (39)

The above expression is the lower bound fiaand only depends og. We now search
for feasible values gft such thaﬁ = 0. Solving with respect t@' yields

—2k

5 (d]Es(e,(Ij,:H:O) 4 d]Es(e,(Ij,(;s\l:l)) ’

=0 or Y=

(40)

The nonzero solution is not feasible, as it is negative. idlliy the same holds for all

values in the interval

—2k 0
5 (d]Es(e,(Ij,és\I:O) n d]Es(e,(Ij,:H:l)) ’

We infer thaty’ = 0 is the only feasible solution. By using the same procedume,can
verify that no feasible solution fqi' exists if condition (34) is a strict inequality. The
reason is that for low values @ (and3 = O in the extreme case), the statesman has a
negligible direct utility loss (zero i = 0) if he choose$ = 0. If | > 0, a statesman with

a very low value o3 could benefit from higher pensions by choosing 0.
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As the solutiont = 0 implies that the pension scheme (20) reduces to a fixed sghem
we conclude that it is not possible to achieve higher weltarder the general pension
system with choice if assumptioitg and (ii) hold. The welfare-optimal choice of the
remaining parametersng, ny,, 1) follows the same considerations as in Theorem 1.

Proof of Proposition 7
As in the proof of Theorem 1, the budget neutrality requiretie expressed as
M = Wikix + (1 — W) Mfex,

wherew is the probability that the officeholder is a statesman @irid the government
budget for pensions under the current scheme. Substitigtirige equilibrium value

2K + B( o) 2 K+ 3o
B 4c THR—,

e = M 4 goe®Pt = i

(as determined by the value of = n’{?‘” in Theorem 1) in the budget neutrality equation
yields

2k + & 2 k+ 0
Mo + O( o) . H(Po)

M= Wy + (1 —w) <mfix— Ic 2

Solving for i yields

2
mEQ — (1 Wli(utpo) ‘

Thus, it holds thatnt 2 < M. The effort that the statesman exerts under the current fixed

scheme and under the fixed schemithin the pension system with choisequal. Hence,

it follows that for the statesman the utility is lower undee fpension system with choice.

As in the equilibrium valuez;nf'?xQ and me|§< the populist is indifferent between the two

schemes, i.e. he achieves the same utility. The populitaesrrse off under the pension

system with choice than under the current pension schente.t ?g( is larger thamm,

but the resulting utility under the flexible scheme withie gpension system with choice

is lower than the utility under the fixed scheme. This is beeauﬁg( has to compensate

for the loss of utility brought about by the cost of higheroetf
N

28



Appendix B: Reelections and Pensions with Choice

In this section we generalize the model described in se2teomd assume that at the end of
period 1 the officeholder can run for reelection. We startligracterizing the reelection

probability.

10.1 The Set-Up

10.1.1 Reelection Probability

The officeholder is reelected if his vote share is larger tloarequal to,%. As in the
basic version of the model the vote share is modeles-byp e+ €, wheree is a random
variable uniformly distributed with suppoft-¢, €] and mean 0. We usg to denote the
probability that the officeholder will be reelected (comatital on a specific level of effort),
which depends on whether the incumbent chobsed orl = 0. We thus obtain

1 1 1
leP[SZE e} ZIP’[(ne—i—sZé e] :P[szé—cﬂe e]
:/8 ;dszi—%_iﬂezg__%_km__e
1 ge€—(—¢) 2¢ 2¢ 2¢ €
=V+ae, (41)

1
E_— . . . .
forv= -2 anda = ‘2“—8. We focus on constellations where interior solutions candssl

and formula (41) can be applied, which requires

_ 1 _
s>§—(p|e>—s. (42)

This condition can be expressed in exogenous parametersadasl in particular if the
ratio of k to the effort cost parameteris sufficiently small. Moreover, to simplify the
analysis we set = % which yieldsv = 0 anda; = @¢. Hence, under these assumptions
and parameter choices, it holds that @ e.

10.1.2 Sequence of Events

We study the following sequence of events:

e At the beginning of the term, the incumbent decides on hisioenscheme, his
effort levele, and whether or not to undertake a long-term policy, i.e. le@oses
| € {0,1}.
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e With probabilityq the incumbent observes that his benefit from having anosner t
is high and equal to\b. 16 With probability 1— g he observes that the benefit from
being in office in the next term is negative and thus will nat for reelection.

We assume thal\ is sufficiently high for the incumbent to always prefer to riam
reelection in all circumstances we will consider. Hencehatbeginning of his term, the
incumbent expects to run for reelection with probabitjt§fd < q < 1).

10.1.3 Expected Pensions

Under a pension system with choice, politicians simultaisgoselect their preferred pen-
sion scheme, their effort leveland whether or not to implement a long-term policy at the
beginning of their term in period 1. In the model with reeilectpresented here politicians
make these choicesder the uncertainty of running for offie@dunder the uncertainty
of reelection The pension scheme politicians choose in period 1 will h@ieg to them

in period 2 if they do not run for office af they lose electionsin the latter case, their
pension with a flexible scheme will be based on the vote slmaethemselves received
in the election and not on the vote share of their party altey have stepped down. This
entails that — ifg = 1 — the expected pension level with a flexible scheme is cromaik

on the vote share being less th]?'—xn

s< 3
2

=E[rrb+u(<ne+8>

E[mex|q=1]=E [mO‘HJ-S

s<3
2

1
S< E} +E {ps

s<3
2

s<%—(p|e}. 43)

v e

S

16\, is assumed to be sufficiently higher than
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For the indicator functio, it holds that’

The probability of not being reelected, iB[s< 3] =P [e < 5 —pe| = 1—@e, follows
from the result on reelection probability given in subsactl0.1.1. We assume that
1— @eis strictly larger than zero (i.e. there is always a chanceabdfoeing reelected).
We note that

1— 1 1 2
A | — —
<0 & > _(2 CHE)

4
1 2
& 2> (é—(ne)

<~ £>E—(p|e (45)

)

which holds by definition, as set out in subsection 10.1.25!3_9% (as chosen in subsec-

tion 10.1.2) it follows that:
3G+ —qe) —3
1-@e
+39%¢ —Spe— 3
1-@e
2K — 30
1-@e
—30e(l-qe
1-@e

= —%(p.e (46)

ool

Summarizing,

1
E [Mhex|q = 1] = mo+ sHpe< Mo+ p@ e = [E [Mhex|q = O], (47)

1'The general rule for solving the particular type of conditibexpectation arising in the following
calculation is given byE [X|Bj] = [ X dP|[ - |Bj] = ﬁ -E[®g - X], whereX is a random variableB; €
o(w), and®d is the indicator function.
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asE[e|g=0] =E[e] =0.
10.1.4 Utilities of Politicians

In the following we list the modified expected utility funetis of the politicians, taking
into account the possibility of reelection. To simplify th&bsequent analysis, we set both
the discount factod and the effort cost parameteequal to 1.

E(U (P)[fix & | = 0)

= (1—q)(ke— &+ mix) + d(ke— & + e, + (1 — goe) i)

— ke— €% 4 My + q@oe(\Ws — My

= —€ + (K-+ qgo(VWa — Mix ) )&+ Miix (48)

E (U (P)|flex & | = 0)
— (1-0) (ke— €+ Mo+ igoe) + 0 (ke— & + oWl + (1 oe) E [Mhexlq = 1

N 1
= (1—q) (ke— € + Mo+ Hgoe) +q <ke—e2+cpoe\/\/2+(1—(poe) (mo+ Eucpoe))
~ 1 1
=ke— € +my+ Hpoe — qupoe+ qcpoe(\/\/z — mo) + Equoe— EQW%QZ

:—(H%qw%)e%<k+u<po+q<po(\ﬂlz—mo)—%qum) e+ mo (49)

E(U(S)|fix),

= (1—q)(ke— € + My +BI) +q(ke— &+ qre(Wa + Bl) + (1— @e) (Mix +Bl))

= ke— €+ My + Bl + g e(Wa — M)

= &+ (K+ @ (Wo — M) )&+ M + Bl (50)

E(U (S)|flex),

= (1—-0q)(ke— €+ mo+ ppe+Bl) +q(ke— €+ @e(Wo+ Bl) + (1— &) (E [Mhex|a = 1] +BI))
= (1—q)(ke—e2+mo+ucne+[3l)+q<ke—e2+cge(\K/2+Bl)+(1—qqe) <mo+%ucge+[3l))
=ke— € +my + pupe—qupe+pl +q<ne<\ﬂlz—rrb)+%qune— %qunzez

=—<1+%qu¢n2)ez+<k+u<n +q<n<\ﬂ/z—mo)—%qun>e+rrb+Bl (51)
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Maximizing utility with respect to effort leads to:

(5% EU™(R)) = <k+ W~ ts) (- (s M) mﬁx>

K+ Hgo(1— 30) + ago(Wb — my) (k+u<po(1—%q)+q<po(\ﬂlz—nb))2+%
2+ qUgB ’ 2(2+ )
K+ a@ (We — i) (K+ @ (Wa — iy )

)~
(e?pLS E(UmaX(S' )I)) _ ( + _|_[3|>
ix,| X 2 ’ 4 3
)

<e32>t<'P> E(U maX(PﬂeX)) =

K+ o (1— 20) + 9@ (Wo — o) (k+ b (1— 30) + g (Wa — mp))?
2+ quef ' 2(24 quep)

(0557 E(U™(Srex)1) +mo+Bl )

10.2 Pension System with Choice

In the model with reelection, it is no longer trivial that thepulist exerts higher effort
under a flexible pension scheme. The critical conditionvegin the following Proposi-
tion.

Proposition 8
If the incumbent is a populist, effort is higher under a fléxibcheme if and only if

. _ o _ 02 o — M
ITb<mSmlcaIZ: 21— qu+ 20qmyx qkzi;m q U(P(Z)(VVZ mfIX). (52)

Proof of Proposition 8
The effort exerted by the populist under a flexible pensidreste is higher than the effort
exerted under a fixed scheme if and only if

P P
e > e
K+ Hgo — 20190 + d@o(Wo — o) K+ q@o (VW — My )
= >
2+ qugp 2
am < 2l1— qu+ qu‘ix - qkllPo - qzllq’cz)(wz - mfiX) — mgriticaI.

2q

Next we look for a welfare improvin@SCfor which the populist is indifferent be-
tween the flexible and fixed scheme, as this generates theesteabndition or3 under
which the statesman implements a long-term policy. The pegosition shows that such

aPSCdoes not always exist.
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Proposition 9
A PSQmyix, Mo, W) with the following properties:

(i) PSQmyyx, mo, W) is feasible;
(ii) the populist is indifferent between the flexible and tbh&cheme;

(i) PSQQmyyx, Mo, ) is welfare-enhancing with respect to the fixed scheme if the i
cumbent is a populist;

can be constructed in a neighborhoodef 0 but does not always exist in a neighborhood
ofq= 1

Proof of Proposition 9

Step 1

W.l.o.g. we assume @ g < 1. The populist is indifferent between the fixed and flexible
schemes if and only if

E(U max< PerX)) . E(U maX(PfiX)) -0

(K+ 1o — Sapepo + o (VWo — mp) ) (k+ q@o(Wa — My )2
- 22+ qugd) e ( Z
high,

Solving the above equality w.riyg yields two solutionsrﬁ""’ <my°

+mfix> =0

QPR — 1)+ 20kgo — 4 /22 auR)/ (PUBWe — ) + akigo — 2)2 — 2agg(1 - )

low

2025
and
high _ OPGg(2W, — 1) + 2akgo — 4+ \/2(2+ qH95) \/(qzq)cz)(wz — Mix) + gk — 2)2 — 2q@(1—q)
My~ = PR .
For a givenmyx andp, the populist only chooses the flexible schemenifis either

lower than or equal tm'é’w or if mg is larger than or equal tmgigh. This property can
be explained as follows: As the effort exerted by the poaticdecreases iy increases,
there are small values oy that induce high effort resulting in higher utility undereth
flexible scheme than under a fixed scheme, as reelection ebane high. On the other
hand, low effort is connected with high valuesmd (when the indifference requirement
holds for a fixedrky). This flexible scheme is attractive for the populist as thedipart is
high. In the intermediate range of values g, the optimal effort choice of the populist
does not provide sufficient benefits for the populist eitlmeterms of higher reelection

chance or higher pension benefits.

Step 2
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The above values are well defined if

2 (PQB(Wa — mix) + akgo — 2))% .
3163 2q¢p(1—q) '

The functions defined by andm{)®" are continuous fog € (0, 1]. It holds that

lim mg% = —oo,

g—0*

<u<

(53)

which indicates tham® is not a feasible choice for smaj| as in such caseg?" will
be negative. Taking the limit oﬁgigh for g towards zero yields the solution fag found
in the basic model.

Step 3
Properties (ii) and (iii) hold together if and only if

m(c)ritical _ mglgh >0

., 20981 — aPgki— 290k + 4 — g gfu(Wo — mix) — 20PgB(Wo — i)
2025
202+ aug) /(PGB — )+ ako — 22— 20pgB(1— q)
- 2072 g

wherem§™@ is as defined in Proposition 8. We study the function

_|_

0,

iti high
() = mg™ () — my @ (1)
w.r.t. . The functionf is continuous int if (53) holds. The roots of are

p=0

and
2

H:—%~

: : o . 2
Consider the interval := (0, t*). As the functionf is continuous for—% <p< pt, for

any given parameter combinatic(k, @, q,\ﬂlg, mﬁx> f will be either positive or negative
onC.

Step 4
We examine the extreme casges 0 andg = 1. It holds that

lim f = oo. (54)

g—0*

As f is continuous irg € (0, 1], we conclude that in a neighborhoodgp# 0 we can find

high

parameters that fulfilingical — my¥" > 0.
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We now turn to the casgg= 1. Consider the derivative dfwith respect tqu evaluated

in u= 0. If for a given parameterization of the problem this valsipasitive, therf will

high

be positive orC. This would mean thar§™c@ — m3'9" > 0 can be satisfied for a feasible

value ofp. It holds that

df 3 3 3 ~
il gy 2 8@ g#8(Wemm) >0
if )
. 2_
Wo — iy < q%qb (55)

Only in this case is it possible to fulfithg i — mo > 0, otherwise not. If
2 —(plgcpo <

then requirement (55) contradicts the assumpﬁ@m Mix .

0,

The proof of Proposition 9 reveals that if the reelection hagism is taken into ac-
count it is not always possible to design a welfare-increapension system with choice
where the populist is indifferent between the schemes. simgahe indifference require-
ment entails more than technical simplification P&Csatisfying this condition enables
statesmen with relatively lof to implement long-term policies, while ensuring that pop-
ulists increase effort by choosing the flexible scheme. dehe indifference condition
offers the best opportunity for tHeSCto increase welfare.

10.3 Extended System with Choice

Proposition 9 gives a formal account of the complicatiorhvifiie pension system with
choice. In section 8 we introduced the extended pensioesysiith choice. We proceed
here by formalizing the observations listed there. The eege of events is as described
in subsection 10.1.2.

Theorem 2

If

. 2 - k -
B> B = qz((P% — @) (Wo — my )2+ %(% — @) (Wo — My ),
then there exists BSCX(my;y, mo, W) for everyfeasible problem parameterization
(k,c: 1.6= 1,(po,(pl,q,\ﬂ/2) such that

K+ @ (V/\\/Z —Mfix) Qoptext.

(i) Schooses the fixed schemer 1 ande = > =€
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(if) P chooses the flexible schemes 0 and

- K+ upo(1—0q) + quo(Wz — Mix) . _optext.
e= > = Ciex

(iii) effort exerted under a flexible scheme is higher thadema fixed scheme for all
0<g<l;

(iv) expected expenditures under the extended pensiormysith choice and under
the current standard fixed pension system are equal.

Proof of Theorem 2

Parts (i), (ii), and (iii)

W.l.o.g. we assumg # 0. The effort levels exerted by andS solve the maximization
problems of the respective utility functions w.retgiven the pension schemes within the
extended pension system with choice. The expected Wuifibiethe populist are given as

(U(P)[fix®* & | =0)

= (1—q)(ke— € + M) +dl(ke— € + s+ (1 — Qoe) Mix),

and

E(U (P)|flex' & | = 0)

= (1—q)(ke— € + Mo+ He) + q(ke— € + Qe + (1 — @e)Miix ).

The expected utilities for the statesman are given anakig@as

E(U(S)[fix®),

= (1—q)(ke— €+ myx +BI) +q(ke— &+ @e(Wa+ Bl) + (1— @re) (i + Bl))

and

E(U (S)|flext),

= (1—0q)(ke— &+ mo+upe+Bl) +qke— €+ qeMo+Bl) + (1— @) (M +Bl))

Note that the populist always exerts higher effort undeflthable scheme than under the
fixed scheme. Effort levels are equal between the schemgsuwbiging = 1, i.e. when the
officeholder will stand for reelection with certainty.

The populist chooses the flexible scheme only if the regylérpected utility is
higher than with the fixed scheme. This holds when

20098 (Wa — My ) + (1 — Q)28 + 2k

Mo > Mix — 2

(56)
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which follows from comparing the expected utilities in bathses. Analogously, the
statesman chooses the fixed scheme if

2GpE (Wo — miix ) + (1 — ) p2G# + 2kpigy
4 )

Mo < My — (57)

where we have assumed tifiais so large that he choosks- 1. Asqy > @, there exists a
non-empty interval ofng values such that the two types of officeholders choose diiter
schemes, providefl is sufficiently high. By settingny equal to its lower bound in In-
equality (56), we make the populist indifferent betweentthe pension schemes. In this
setting, the lower bound db ensuring that the statesman implements a long-term policy
has to satisfy

(U™ (S5 )10 = E(U™(PRSY) = EU™(PEY) < BUM(SE)) 1

- (k+q%(v4v2—mfix)>2+mix _ (k+q<p1(\/Zz—mﬁx)>2erﬁXJrB
2 ~ o~ .
< B> qz((l’%—(@(\/\/z—nkix)2+q—zk(%—(Pl)(Wz—mﬁx) = B2,
Part (iv)

Budget neutrality can be shown in the same way as in Theorem 1.

We note that if a reelection mechanism is taken into accatistno longer possible
in this setting to motivatevery statesman to implement a long-term policy, but only
those that have a sufficiently high value [pbr a sufficiently low value ofj, meaning
that they do not wish to stand for reelection. This occursabee choicé = 1 impairs
their reelection chances and this loss can only be comp=hést. Once again, the
indifference requirement for the populist ensures thatitn B < B2 is the weakest
possible condition. It arises under a pure fixed schemedotistandard scheme) as well.
Hence the extended pension system with choice does notatgtenore statesmen from
choosingl = 1 than the pure fixed scheme and gives populists an incergiveigher
effort.

The characterization in Theorem 2 and the budget requirenegrable us to make
welfare comparisons.

Corollary 3
The extended pension system with choice is welfare-enhgnci

e with respect to théxed pension schemas populists work harder in their last term,
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e Wwith respect to thélexible pension schemas all statesmen implement a long-term
policy if g=0,

e with respect to th@ension system with choicas the system can be applied to all
problem parameterizations.

Restricted to last-term situations, the extended pengistes with choice is equiv-
alent to the pension system with choice, which is welfaaasing by Corollary 2. If
g =1, the impact of the extended system with choice is equivakethat of a fixed

scheme. The effort exerted in this case is

o k+(P|(VV2—mfix>, (58)
2
which is larger than the effort
o KTHO
2

exerted in a last term under the flexible scheme within theipansystem with choice if
and only ifWs — myx > L.

Note that if the incumbent is rejected in the elections, @agon level is equal
to msx. Even in the case af = 1, an extended pension system with choice creates higher
effort incentives, as the fixed pension level under the systéh choice is lower than the
pension amount in the current fixed scheme because of budgghlty as in Proposi-
tion 7. We note that fog = 1 the incumbent is indifferent between the fixed and flexible
scheme, as he will never be subject to the flexible scheme.
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Appendix C: Notation

=h - O X T M @ D
x'@ 3 ) D]

flex

Mkix
Mex

617 $R Q3 3 "ET v 32 E
g =

politician’s level of effort

maximum level of effort

level of effort under the fixed pension system

utility of a representative voter

constant coefficient in the per-capita benefit equatienke
constant coefficient defining the cost of exerting effort
pension level

indicator variable| = 1 stands for the implementation of the long-term policy
future benefit for the statesman if he implements the long+-{olicy

fixed scheme under the pension system with choice

flexible scheme under the pension system with choice

pension amount under current scheme

pension level under the fixed pension scheme

pension level under the flexible pension scheme

welfare function

weight of the level of effort in the welfare function

fixed pension payment under the flexible pension scheme

vote shares= @e+¢

coefficient determining the level of flexible payment witlie flexible scheme
coefficient in the vote share dependingloit holdsqy > @1

random factor in the vote share

upper boundary of the support interval for the random véeiab

value ofmg for which P is indifferent between fix and flex

value ofmg for which Sis indifferent between fix and flex

coefficient giving the benefit deriving from future careepogunities
probability that the incumbent is a statesman

probability that the politician wishes to stand for reeieat

benefit for the politician of holding office in period 2

probability of reelection in period 2 in dependencé of

type of officeholder$or P)

indicator function
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