Dynamic Incentives: Temporary Vs. Permanent Disability!
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This article extends Diamond and Mirrlees’ (1978) disability
model in a different and more detailed framework that contem-
plates both temporary and permanent disability. By introducing
different degrees of disability into this seminal framework, the
paper contributes to the recent debate among empirical scholars
on the growth of disability insurance programmes in several
OECD countries (e.g., the US, Norway, Sweden). This approach
allows us to analyse and consequently compare the consumption
paths of able, temporarily disabled, and permanently disabled
workers. Furthermore, in a numerical simulation, the analysis
demonstrates that the system of dynamic incentives should adapt
the disability benefits to the different disability statuses.
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I. Introduction

Disability can be defined in a variety of different ways according to different
contexts. In an economic framework, disability implies that individuals have a
lower ability to perform work and sustain a sufficient income. This disability can
be partial or full, temporary or permanent.!

In the second half of the last century, public disability insurance programmes
were introduced to mitigate the failure of private savings and private disability
insurance to eliminate, or at least limit, the risks associated with a permanent
loss of earnings capacity (e.g., Bound and Burkhauser, 1999; Barr and Diamond,
2009; Braun et al., 2017).

Therefore, disability insurance programmes have become a growing part of
modern welfare systems. For example, in 2012, the North American disabil-
ity insurance programme paid cash benefits three times higher than those paid
by unemployment insurance. Moreover, between 1985 and 2012, the proportion
of disability insurance beneficiaries has more than doubled (Low and Pistaferri,
2015). Similar dynamics can be found in all developed countries (e.g., Bratberg,
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IThere are several cases of disability insurance systems that allow for more than two degrees of
disability (e.g., Germany and Sweden recognize several degrees of disability). See Sim (1999) for further
details.
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1999; Brinch, 2009). This rapid growth of disability insurance programmes has
generated a stimulating debate among scholars and policymakers (e.g., Evans,
2002; Goudswaard and Caminada, 2015).2

On the one hand, this debate focuses on three main concerns: (i) the welfare
benefits and financial impact of these programmes (e.g., Stephens, 2001; Meyer
and Mok, 2013; Ball and Low, 2014; Low and Pistaferri, 2015; Braun et al.,
2017)3 and the suitability of reforming these programmes (e.g., Bound et al.,
2004, 2010)); (ii) the inefficient distortion of these programmes on the labour
supply (e.g., Hoynes and Moffitt, 1997; Brinch, 2009; Evans, 2002; Maestas et
al., 2013; French and Song, 2014; Kostgl and Mogstad, 2014; Goudswaard and
Caminada, 2015; Blundell et al., 2016; Meyer and Mok, 2016; Koning and van
Sonsbeek, 2017); and (iii) the impact of these programmes on private savings.*
On the other hand, several theoretical and empirical studies show that a disability
insurance programme can incur two types of errors: (i) type-I errors, which arise
when some disabled workers are judged to be able, and (ii) type-II errors, which
arise when some able workers are judged to be disabled.®

This article aims to contribute to this debate on disability insurance by focusing
on the distinction between permanent and temporary disability and by investigat-
ing how this distinction can influence policymakers in implementing an optimal
system of dynamic incentives.

Although disability can be permanent or temporary, a large body of literature
considers disability as a persistent and, indeed, permanent skill shock. In their
seminal paper, Diamond and Mirrlees (1978) assume that disability is a perma-
nent state.% This paper has been extended in several directions: Whinston (1983)

2Evans (2002) analyses European social security programmes, and Goudswaard and Caminada (2015)
focus on OECD countries.

3In particular, Low and Pistaferri (2015) compare the insurance and disincentive effects of disability
benefits and study how policy reforms impact welfare and agents behaviour, and Braun et al. (2017)
show that important determinants of poverty can be found in the lifetime earnings risk, longevity, sick-
ness/disability, and marital status risk.

4First, in the presence of liquidity constraints and in the case of persistent or permanent shocks
to labour earnings, private savings become completely ineffective (e.g., Deaton, 1991). Second, private
disability insurance alone is not a perfect substitute of private savings. On the one hand, similar to
all insurance policies, disability insurance programmes are affected by the moral hazard problem (e.g.,
Diamond and Mirrlees, 1978). On the other hand, these programmes are also affected by the adverse
selection problem (e.g., Whinston, 1983; Lantto, 1989). In particular, it is possible to identify two types
of moral hazard: ex ante moral hazard characterised by different probabilities of becoming disabled and
ex post moral hazard involving healthcare expenditures in the case of disability (e.g., Boadway et al.,
2003, 2006).

5 Among the empirical articles, Benitez-Silva et al. (2004) analyse the US Social Security Adminis-
tration and evaluate 20 per cent type-I errors and 60 per cent type-II ones. Among theoretical papers,
Diamond and Sheshinski (1995) and Parsons (1996) analyse optimal disability and welfare benefits in a
two-type model with an imperfect disability evaluation (i.e., they recognize the presence of both type-I
and type-II errors). In particular, Diamond and Sheshinski (1995) show that the levels of both disability
and welfare benefits affect the labour supply, and Parsons (1996) shows that it is optimal to provide able
individuals with work incentives to avoid them claiming to be disabled.

6They define a model of public insurance where individuals can be (randomly) able or disabled
and where an optimal disability insurance can be implemented, with a moral hazard constraint, by the
government. As result, the more generous the social insurance system, the higher the risk of moral
hazard. Furthermore, in this influential article, the authors aim to explore the interactions between
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introduces the presence of adverse selection caused by multiple unobservable types
associated with different probabilities of illness; Anderberg and Andersson (2000)
study an economy in which disability risk is observed but endogenous (i.e., workers
can influence their probability of disability through occupational choice); Thomas
and Worrall (2007) propose an infinite horizon version of Diamond and Mirrlees’
(1978) model where there are no moral hazard problems (i.e., ability can be ob-
served) and where the private insurance scheme is voluntary (i.e., individuals
participate if they expect long-term benefits from the scheme); and Golosov and
Tsyvinski (2006) reformulate Diamond and Mirrlees (1978) to find a tax sys-
tem that implements the optimal allocation.” Finally, Platoni (2017) proposes a
simplified version of Diamond and Sheshinski (1995) in which she assumes that
disability is temporary.®

This article introduces a further extension of Diamond and Mirrlees (1978) by
following the direction suggested by Platoni (2017). In particular, we introduce
the assumption that disability can be temporary or permanent.

Recently, the distinction among disability types has generated an interesting
debate among empirical scholars. For example, Meyer and Mok (2013) estimate
that a person reaching age 50 has a 36 per cent chance of having been at least
temporarily disabled once during his working years and a 9 per cent chance of
having suffered a chronic and severe disability.” Ward et al. (2017, pp. 707-
8), analysing the Current Population Survey (2008-2015) sponsored by the US
Department of Health and Human Services, find that

[...] the temporarily disabled is also important. A person does not
need to be permanently disabled to experience the adverse conse-
quences of a disability. Experiencing a disability for a few months a
year could affect employment, domestic responsibilities, and commu-
nity participation. Policies targeting temporary disability may focus
on employment accommodations or health promotion.

public and private insurance (i.e., the possible crowding-out effects and the optimality of a mixture of
public and private insurance). The authors find that under plausible conditions, an optimally designed
public insurance programme implies that, at the optimum, able individuals are indifferent about whether
to work, and thus they decide to work.

"Diamond and Mirrlees (1978) design a system based on a linear tax (equal to the intertemporal wedge
in the optimal allocation) that does not implement the optimum. Differently, Golosov and Tsyvinski
(2006) propose an asset-tested disability programme (i.e., agents receive a disability transfer only if their
assets are below a specified threshold) and introduce an intertemporal provision of dynamic incentives
(i-e., the social planner rewards an agent for working by increasing the continuation utility when the
agent becomes disabled). They show that this effect encourages increased consumption for agents who
become disabled later in life.

8In particular, Platoni (2017), in a numerical simulation, compares the results of the dynamic incen-
tives model with those of a private savings model characterised by a stationary tax-transfer policy.

9Meyer and Mok (2013) use the Panel Study of Income Dynamics (PSDI), a longitudinal dataset for
the period 1968-2009 with an initial sample of approximately 4,800 US households and 18,000 individuals.
They move from Charles (2003) by dividing the disabled into three persistence groups: (i) the one-time
disabled (who report a disability once); (ii) the temporarily disabled (who have another one or two
positive limitation reports within the ten years after the initial disability onset); (iii) and the chronically
disabled (who have other three or more positive limitation reports during the ten years after the initial
disability onset).
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Temporary disability is also studied by Fevang et al. (2017), who analyse the
Norwegian temporary disability insurance (TDI) programme. Those authors ex-
plore the impacts of financial incentives on the duration and outcomes of disability
insurance spells. They find that there is an efficiency loss associated with the rel-
atively generous TDI benefit level in Norway (i.e., too low transition rates to
regular employment). In particular, they show that the 2002 reform, which in-
creased the TDI benefit scheme by approximately 14 per cent, explains the large
increase in Norwegian TDI applicants.

In contrast, to the best of our knowledge, no published theoretical paper anal-
yses both temporary and permanent disability in a unified framework. The only
exception is Rehn (2007), who extends Parsons (1996) by introducing three types
of disability (i.e., able, disabled, and partially disabled) and explores the pres-
ence of imperfect tagging in disability insurance. Rehn (2007, pp. 30) finds that
considering three types of disability implies essentially the same conclusions as
considering only able and disabled agents with imperfect tagging:

[...] it is optimal to reward individuals working in line with their
ability and that this leaves room for improved replacement rates for
the targeted groups.

Differently, in our model, able individuals are induced to work; therefore, the
problem of imperfect tagging is neutralised and the consequent screening process
is not necessary. Furthermore, we explore the impact of temporary and permanent
disability on the design of dynamic incentives.

In this article, we propose a model that extends Diamond and Mirrlees (1978) in
a more realistic framework in which different ranges of disability coexist. We ex-
tend Platoni (2017) by assuming that disability is either temporary or permanent.
This assumption helps us compare able, temporarily disabled, and permanently
disabled workers. Furthermore, we provide a numerical simulation that shows
how the system of dynamic incentives changes according different disability sta-
tuses. In particular, we aim to answer the following questions: i) Under what
conditions are able workers induced to work in the presence of publicly provided
disability insurance? ii) Are the work disincentives different in the presence of
temporary or permanent disability? iii) How does the consumption path depend
on a person being disabled? How does the consumption path depend on his being
temporarily or permanently disabled?

The remainder of the paper proceeds as follows. Section II describes the setup
of the model; that is, it outlines Diamond and Mirrlees’ (1978) model. Section
ITT incorporates a system of dynamic incentives into this framework. Section
IV analyses the consumption paths and the consumption gaps between able and
disabled individuals, both temporarily and permanently. Finally, Section V draws
some conclusions.
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II. The Disability Model: Diamond and Mirrlees (1978) Revised

In this economy, (i) there are three types of individuals, the able, A; the tem-
porarily disabled, T'; and the permanently disabled, P, and (ii) time is discrete
and finite. Hence, the life of an individual can be represented through time as

=0,...,n+ 1, where t = 0 identifies the pre-working period, ¢ = 1,...,n the
working periods, and ¢t = n + 1 the retirement period.

Let a; € {A, T, P} be the individuals ability realisation at time ¢. In the pre-
working period, all individuals are supposed to be able, and therefore, ag = A;
because no individual works during retirement, the ability realisation at time
t=n+1is ap+1 = P.

If it is assumed that the probability that an individual will be in a particular
ability state during a given time period ¢ = 1,...,n depends only on his ability
state during the previous time period, then the stochastic ability process follows
a Markov chain:

7 (AlA) 7 (T|A) = (P|A) 7 (AlA) ©(T|4) 0 1
r=| 7(AT) =(TT) =(PIT) |=|r@AT) 0o =@ |=]1
7 (A|P) «(T|P) =(P|P) 0 0 x(P|P) 1

where 7(a¢|a;—1) is the (one-step) probability of moving from ability state a;—; to
ability state a;. For each individual the transition probabilities are assumed to be
the same. Note that, as also described by Figure 1, the temporary disability state
is characterised by «(T|T") = 0, i.e., an individual can be temporarily disabled for
only one period, and the permanent disability state is characterised by 7 (P|P) =
1, i.e., the permanent disability state is an absorbing state (as in Golosov and
Tsyvinski (2006). Moreover, an individual becomes permanently disabled only
after (s)he has been temporarily disabled, i.e., 7P|A = 0 (see again Figure 1).

] ]
nonalslnolaalne

FIGURE 1. THE DISABILITY MODEL WITH n = 5

A simple disability model in the spirit of Fair (1971), Mirrlees (1971), Akerlof
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(1978), Diamond and Mirrlees (1978), Diamond and Sheshinski (1995), and Par-
sons (1996) will be analysed throughout this paper. A critical distinction between
the ability state and the disability state (both temporary and permanent) is the
ability to work; the disabled cannot work. The able have only one decision to
make: whether to work. If they work, they produce a positive quantity of output
y > 0.

To simplify the analysis, (i) the utility function over consumption and labour
of the able workers is assumed to be quasilinear in labour such that in this world
with a binary work decision, utility differs by a constant across work states for a
given consumption level, and (ii) a similar functional form exists for the utility
characterising the disabled states. Therefore, the consumption utility is state
independent:

(1) U =u(c")—d-L* ac{A D} and D € {T, P},

where d > 0 is the per-unit disutility from working and u satisfies the Inada
conditions, i.e., u/(¢) > 0 and u”(¢) < 0 with v/(¢) — oo as ¢ — 0 and u/(¢) — 0
as ¢ — 0o. In the following, it is assumed that all able workers are induced to
work; hence, LA =1 and LP = 0.1

The social insurance programme is defined by only two consumption levels, one
for able workers and another for (temporarily or permanently) disabled workers.
The problem is to maximise ex ante the expected utility using the consumption
levels as policy variables subject to a budget constraint (BC') and an incentive
constraint (IC):

EU) = max 7 [u(c®) —d - LY
a=A,D
(2) s.to Z 7 (y-L*—c*) >0 (N)
a=A,D
u(c?) —d > u(c?) (n),

with 7* = 7(a¢|a;—1), and where D = T if a1 = Aand D = P if a1 = T.
The indifference curve is tangent to the BC on the 45° line. Given d > 0, the
IC is flatter than the 45° line, and the optimum coincides with the intersection
of the BC and the IC on a lower indifference curve. Therefore, the entire set of
incentive-compatible allocations {(c?,cP)|u(c?) —d > u(cP)} is below the 45°
line; thus, ¢ > ¢P.

Rather than maximising the expected utility, it is possible to minimise resource
use (R), which is equivalent to revenue maximisation, subject to a level of ex-
pected utility E(U) = U promised to agent a, i.e., subject to a promised utility-
keeping constraint (PK). Furthermore, because the consumption required to give

10This framework would allow us to analyse partial disability (PD) as well by considering 0 < LEP < 1.
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agent a € {A, D} utility u® is c(u®) = u~!(u®), the analysis can be significantly
simplified if the utilities, rather than the consumption levels, are used as choice
variables. Therefore, the minimisation problem can be written as follows:

c(U) = mu}ln Z - Je(u®) —y - LY
a=A,D
(3) s.to > oowt(ut—d- L) >U ()
a=A,D
u(c?) —d > u(c?) (p).

As observed for the maximisation problem (2), given d > 0, the IC is flatter than
the 45° line. The optimum coincides with the intersection of the PK and the IC,
and the entire set of incentive-compatible allocations {(u?,u?)u? —d > uP} is
below the 45° line.

III. The Dynamic Incentives Model

The ability model proposed by Diamond and Mirrlees (1978), and abridged in
Section II, is reconsidered to analyse a system of dynamic incentives.

The history is defined as a sequence of ability realisations h! = (ay,...,a;) for
t =1,...,n and with A! € H'. The number of histories in each working period
N (t) can be computed on the basis of the Fibonacci sequence F as'!

NO=Ft+1)+FH)+Y Fr-1)=N{E-2)+N({t-1)+1,

T=1

where F (t + 1) identifies the number of able states in the working period ¢, F (t)
is the number of temporarily disabled states, and Zizl F (7 —1) is the number
of permanently disabled states (see Table 1 and also Figure 1 where the cases up
to t = 5 are considered!?).

Because m(a¢+1]at) is the transition probability characterising the Markov pro-
cess, the probability of the history h! being realised given the initial ability real-
isation ag = A is

7 (h') = 7 (ag1lar) . . . 7 (arao) -
Each retired individual can be considered permanently disabled a,+; = P. Hence,
the history regarding the ability realisation at n + 1 is A" = (ay,, as,, an, P),

1 The Fibonacci sequence is defined by the recurrence relation F(t) = F(t — 2) + F(t — 1). Hence,
with the seed values F(0) = 0 and F(1) = 1, the sequence is F(2) = 0+1 =1, F(3) =1+1 = 2,
F4)=14+2=3,F(5)=2+3=5,F(6)=3+5=38, F(7) =5+ 8=13, and so on.

12Note that the number of permanently disabled states with ¢ = 1 are 3.X_, F (7 — 1) = F(0) = 0,
witht =2 are Y2_ | F(r—1)=F () +F(1) =0+1=1, with t =3 are 3.°_, F(r—1) = F(0) +
F)+F(2) =0+1+1 =2, witht =dare >4 _ | F(r —1) = F(0)+F (1)+F (2)+F (3) = 0+1+1+2 =
4, and with t =5 are °_, F(r—1)=F () + F()+ F)+F@B)+F(4) =0+1+1+2+3="T.
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and then with 7(P|a,) = 1, it is possible to write 7(h"*!) = 7 (h").

TABLE 1-—NUMBER OF HISTORIES AND FIBONACCI SEQUENCE UP TO t = 5

t A T P N (t)
1 F@2)=1 F)=1 S F(r—-1)= 2
2 F@3)=2 F(@2)= S F(r-1)=1 4
3 FMA)=3 F@B) =2 SP_  F(r—-1)=2 7
4 FGB)=5 FM@A)=3 S Fr-1)=4 12
5 F@®)=8 F(B)=5 SP_  F(r—1)=7 20

With r as the real interest rate, as in Golosov and Tsyvinski (2006), it is
assumed that 3 = 17— and that the utility maximisation problem, with c(ht) as
choice variables, 1s

n+1
(4) max Do B 7w (ht) - [u(e(n)) —d-L(h")]
¢ t=1 htcH?
n+1
(5) s.to Z Z Bt ) ly-L(RY) —c(h))] >0 (\)
t=1 hteH?
n+1
(6) SN g n(h) - ule(h) —d- L (k)] 2
s=t hs|az=A
n+1
SN B en(hY) e () —d- L)) ().

s=t h5|at D

with a; € {A, T} if a;—1 = A and a4 € {A, P} if a1 = T, and where the IC
(6) states that able workers are induced to work; that is, if a worker is able in ¢
(ay = A), then he is guaranteed greater utility not only in the current period but
also in future periods (s =t¢,...,n +1).

As previously suggested in Section II, the problem can be analysed in terms
of cost minimisation, where the choice variables are the utilities u(h') instead
of consumption levels c¢(h'). Because the consumption required to give agent
ar € {A, D}leth ay € {A,T} ifag_1 = A and a; € {A, P} if a1 = T—utility
u(ht) is c(u(h?)) = u=H(u(h?)), with ¢’(u) > 0, it is possible to write

n+1

(7) mm Z Z Bt (W) - e (u(hY)) —y- L (RY)]
t=1 htcH?
n+1

®) o 3N AT w () fu W) —d- L)) 2 U ()

t=1 htcH?
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n+1
(9) o> BT ) [uh®) —d-L(h)] >
5=t hs|ar=A
n+1
Do >0 BThw ) () = d- L)) (),
s=t hs|ay=D

where in the PK (8), U is the utility that, in the optimal scheme, implies the BC'
(5) in the original maximisation problem (4) holds with equality.

A.  The Recursive Formulation

Next, a recursive formulation of the problem previously analysed is proposed.

Individuals may work in period n, i.e., the last working period of their working
life, and are retired in period n + 1. Then, the lifetime utility function is given
by the following;:

(10) EUy) = [u(cy) —d- LT+ B-u(chyq), a € {A,D},

where the choice variables are ¢; (for t = n,n + 1) with «/(¢) > 0 and u”(¢) < 0.

The government can choose the agent’s consumption in both the working period
n and retirement period n+1. Moreover, it can make consumption in both periods
conditional on the labour supply in period n.

Staying with the dual approach, suppose that the government guarantees the
agent expected utility U, over the two periods. Therefore, the government’s
objective is to minimise the (discounted) resource use required to provide the
agent with the guaranteed expected utility U,. Because the consumption required
to give agent a € {A, D} utility u¢ (for t = n,n + 1) is c(u$) = u~!(u$), with
’(u) > 0, the utilities u{ in these two periods (current utility and promised future
utility), rather than the consumption levels, can be used as controls. Thus, the
government’s problem can be written as follows:

Cpn=t (Un) = min > 7 lanlan-1)- { [C (qu"‘“"*) _

an|a, _ an|a, _
Uy, n—1 n—1

7un+1 an:A,D
Y- L““] +8-c (Uﬁ'f"_l) }

(11) s.to Z W(an‘an—l) . [(ugLn\an—l —d- La”> e uzﬂ?n_l] >
an=A,D

Un (A7)
(uglan—l —d- LA> + Bl > (u{?‘an—l —d- LD) +

Dian— n—
/B'un_!_al ! (/’L?L 1)7
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where a,—1 € {A, T}, a, € {A, T} if ap—1 = A, and a,, € {A, P} if ap,—1 =T (in
other words, D =T if a,-1 = Aand D = P if a,_1 = T'). Because the solution
is binding at both the PK and IC (see Appendix A), the FOC's related to the
able, temporarily disabled, and permanently disabled workers are, respectively:

Alan—1Y _ s (,Alan—1) _ A"l w(Alan—) 4T
d (un =c (U1 = A with a,—1 € {A, T},
TIAY _ s (, TIAY _ Adn(T|A)+us
(12) (un" ) = (u,iy ) = )
1, PITY _ s PIT _ AL m(P|T)+ug
C\Un )= Y1) = 7 mPT)

Thus, the solution entails

A n— Alan— .
||A 5 ﬁnﬁ t =yt with a, 1 € {A,T},
T T
(13) Up = Uy = UT‘Aa
PIT _ PIT P|T
Up' = Uy =u |

Because the multipliers p, uX > 0, the disequalities ¢ (u44) > ¢(u”14) and
d(u AlT) d(u P‘T) hold; hence, u44 > uAT and 4™ > wPIT. The government
provides incentives to work in period n by offering individuals who work a higher

utility (and therefore consumption) in the retirement period n + 1 as well.

In the previous working periods (¢t = 1,...,n — 1), the consumption level re-

. . . at|at—
al%-1 i the current working period ¢ is c(utt‘ Y =

quired to give agent a; utility w,

uH(u ?”at ") with ¢’(u) > 0. With reference to future working periods (i) if a;—1 €
A, T the cost level required to give able agent a; = A utility U, Alar=1 1) the future
working periods and in the retirement period is Ct+1<U£i|Tt h = Utjrll(Uﬁ?“l),
with CA” (Ugr1) > 0; (ii) if a;—1 = A the cost level required to give temporar-
ily disabled agent a; = T utility U, +‘1 in the future working periods and in the
retirement period is C’Hl(Uﬁf) = Ut+1(Utﬂ114) with CT” (Ugg1) > 0; and (iii) if
ay—1 = T the cost level required to give permanently dlsabled agent a; = P utility

Znﬂ gt () PlT —d-LP) = 1pri Dt (u ﬂ:f —d- LP) in the future work-

1-8
ing periods and in the retirement period is 7~ BT (t+1) . Je(u PlT) y- LP] =
1— B+t PIT
LA e(u]) —y - LP)B3

As for period n, the utilities in these periods (rather than the consumption
levels) can be used as controls. Therefore, if an individual was able in the previ-
ous period a;_1 = A, the government’s problem can be written as the following

13Note that ugg takes the same value for r =¢t+1,...,n+ 1.
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Bellman equation (see Bellman, 1957):

CtA (Uy) = at‘rgun Z 7 (ag] A) - {[c (utatIA> —y- Lat} i

A
uy U‘lt|

t+1 ar=A,T
» e (o)}
sto Y wl(alA)- [(ujt'A—d-Lat) 8- Uf;‘;“} > U (A
ar=A,T

(' —d- L) +8- U > (u™ —d- L) + 8- U ().

In addition, if an individual was temporarily disabled in the previous period

at—1 = T, the government’s problem can be written as the following Bellman
equation (see Bellman, 1957):

T = ) allTy o ra
o=, g, . > @) ey =y L] +

t+1 % U1 ap=A,P

AT
m(A|T) - 8 Ct+1 (Ut—f—‘l > +

n+1
r(PIT)- 6+ S e (uf]) —y - 17
T=t+1
s.to w(aT) - (v —d- L) + 7 (AIT) - 8- UAT +
(15) Z;P ( ) ot
n+1
r(PIT)- 8- > B0 (uflf —a-LP) = U, (A)
T=t+1

(uf"T d- LA>+B ;‘sz(P'T d- LD)
n+1

g3 g (T —dzP) (),

T=t+1

n n —
where Z pgr—t+l) — % As in the minimisation problem (11), in the
T=t+1
minimisation problems (14) and (15), the solutions are binding at both the PK
and IC (see Appendix A); hence, the FOCSs related to the able, temporarily
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disabled, and permanently disabled workers are, respectively, as follows:

(o Ala1 _ (Al AT (Al )4yt
c | uy =C{ (U = Al D) w/ a1 € {A, T},
1 TIA _ ~1 TIAY _ A (T|A)—pf
(16) ' (u, ") =Cliy (Upr ) = “igma -
i (,PITY _ s, PIT\ _ A -w(P|IT)—puf PIT _ PIT _  p|T
c\U )= \Wp )= " em . W = upy; = oI

Because the multipliers pf', il > 0, the disequalities ¢/ (uf lA) > (utT‘A) and
c’(uflT) > ¢ (uPI) hold; hence, uf“A > u’flA and uf'T > uPIT. Moreover, if

up —d- 1A < u[ —d-LP then UL > U and if up' T —d- LA < wPT —d- L,
then Ut’illT > % (uPIT —d-LP). Thus, the government provides incentives

to work in period ¢ by offering individuals who work a higher utility level also in
future periods.

dinabled alaio

able state

Cests fram

% fram temporarily

Cask

Utllitics Utilitics

Coeta fram able

(¢) n =10: FROM ABLE STATE (d) n = 10: FROM TEMPORARILY DISABLED STATE

FIGURE 2. CoST FUNCTIONS AT a = 2, d = 0.05, r = 0.03, 7414 = 0.8, anp 74T = 0.5

The model is investigated and clarified by means of numerical simulations (see
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Appendix B), in which individuals are assumed to have CARA preferences (see,
e.g., Shimer and Werning, 2007; Platoni, 2017). The cost functions derived on
the basis of this simulation in the cases of n = 5 and n = 10 are represented
in Figure 2. Due to the concavity of the utility function, the cost functions are
convex; the curves are lower when the retirement period is closer; that is, the cost
of guaranteeing a certain level of utility decreases when the retirement period is
closer. Moreover, if n = 5, then C£A(+) < CF(:) with CA'(-) > CI'(+), and if
n = 10, then CA(+) > CF'(-) for t = 3...6 and CA(-) < CL(-) for t = 7...10
with CA'(+) > ¢ (+).

Given the cost functions as represented in Figure 2, the multi-period minimi-
sation problem with n working periods can be solved: from ¢t =1,...,n — 1, the
government’s problems are (14) and (15), and in the last working period n, the
government’s problem is (11).

B. The Properties of the Optimal Allocation

The aim is to explore the properties of the optimal dynamic allocation. Specif-
ically, the analysis considers how an individuals utility allocation depends on his
being disabled and the difference between temporary and permanent disability.

Tables 2 and 3 report the results of the simulation with five working periods
(n = 5). Table 2 displays how the government saves in the working periods
t=1,...,4 to finance consumption in the last working period n = 5 and in the
retirement period n + 1 = 6.

TABLE 2—GOVERNMENT BALANCE (n = 5)

t=1 t=2 t=3 t=4 t=25 t=26
Y 0.8000 0.7184 0.6334 0.5597 0.4944  0.0000  3.2060
c 0.5751 0.5581 0.5416 0.5257 0.5102  0.4953  3.2060
Y -C 0.2249 0.1603 0.0918 0.0340 -0.0157 -0.4953 0.0000

Table 3 displays the discounted promised future utility 3 - Uf,, and the sum
of the discounted utilities S~ - U2 (i.e., the sum of the discounted current utility
Bt1 (uf —d- L*) and discounted promised future utility 5¢- 1) for each possible
history (with n = 5, the number of histories is V'(5) = F(6) +F(5) + Y.°_, F(1 —
1) =8+ 5+ 7 = 20, where F(6) = 8 is the number of able states, F(5) = 5 the
number of temporarily disabled states, and 3.°_, F(7 — 1) = 7 the number of
permanently disabled states).

THEOREM 1 (Binding IC): The IC (9) will bind, i.e., will be satisfied with

equality, for the optimal solution.

PROOF:
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TABLE 3—UTILITIES AND CONSUMPTION WITH n =5 AT a = 2, d = 0.05, r = 0.03, 7414 = 0.8, anp 74T = 0.5

A
U, —1.931
Y =cC 3.2060
A T
:M —0.313 —0.332
uf — d- L% —0.363 —0.332
Us —1.615 —1.647
B-U§ —1.568 —1.599
Q% —1.931 —1.931
cf 0.5809 0.5517
Ac 0.0292
A T
ug —0.309 —0.329
B (u§ —d- L) —0.349 —0.319
v —1.294 —1.325
B® - Ug —1.219 —1.249
B-US —1.568 —1.568 .
c§ 0.5870 0.5560 0.5761
Ac(hl) 0.0309 0
A T 7 A T

:m —0.305 —0.326 —0.312 —0.333
B2 (u§ —d- L) —0.335 —0.307 —0.341 —0.314
QM —0.967 —0.997 —0.986 —1.016
B° U —0.884 —0.912 —0.903 —0.930
B2 . U§ —1.219 —1.219 —1.244 —1.244
c§ 0.5934 0.5604 0.5802 0.5306 0.5824 0.5501
Ac(h?) 0.0330 0.0496 0.0323

A T A T A T Z
:m —0.301 —0.323 —0.309 —0.331 —0.308 —0.330 0.
B2 (u§ —d- L) —0.321 —0.296 —0.329 —0.303 —0.327 —0.302 0.:
Qm —0.634 —0.663 —0.650 —0.679 —0.647 —0.676 —0.
L. uUg —0.563 —0.589 —0.577 —0.603 —0.575 —0.601 0.
B3 . ug —0.884 —0.884 —0.906 —0.906 —0.903 —0.903
cq 0.6003 0.5649 0.5869 0.5525 0.5891 0.5545
Ac(h3) 0.0353 0.0344 0.0346

A T p\ A T A T A

:m —0.296 —0.322 —0.307 —0.332 —0.304 —0.330 —0.303 —0.328 —0.313
B (ug —d- L% —0.308 —0.286 —0.317 —0.295 —0.315 —0.293 —0.314 —0.292 —0.323 —0.301
:m —0.296 —0.322 —0.307 —0.332 —0.304 —0.330 —0.303 —0.328 —0.313 —0.339
B° - ud —0.256 —0.277 0.290 —0.264 —0.286 —0.263 —0.284 —0.261 —0.283 —0.270 —0.292
gt U —0.563 —0.563 0.589 —0.581 —0.581 —0.577 —0.577 —0.575 —0.575 —0.593 —0.593
cg = c@ 0.6082 0.5671 0.5449  0.5911 0.5513 0.5947 0.5546 0.5969 0.5567 0.5801 0.5412
Ac(ht) = Ac(h®) 0.0411 392 0.0397 0.0400 0.0402 0.0389
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A proof by contradiction is used to show that the IC' (9) will bind. If
SIS e B w(h) < [u(h) — d - L)) > S B () -
[u(h®) —d- L(h®)], then the gap between the sum of current and future utilities of
a worker able in ¢ and the sum of current and future utilities of a worker disabled
in ¢t can be lowered by an amount J:

n+1

S a ) ) - d L) >
5= ths\at A

n+1

Do () fu(ht) —d- L))+,
s=th®|ar=D

and this makes it easier to satisfy the PK constraint:
n+1
SN g m (B [u(bf) —d-L(h)] +6>T.

s=t htcH?!

Therefore, the utilities can be lowered by an amount &:

n+1
Yo phew (b [u(h') —d-L(h') —e]+6>T,
s=t htcH?
but then, the original solution was not resource use minimising. g

In fact, from Table 3, it is possible to verify that the IC' (9) binds along each
working history both from the able state,
g=1.yAA — g1, TIA
Ut | UT\A7
AlA AlA T|A T|A
(ut‘ —d-LA)JrB vt = ol e =1, n,

)

and from the temporarily disabled state,

t—1 . A|T i—1 1-gn+th—(t=1)  P|T
B =8 Bli.ut 7
UA|T 1-gntH—--1) GF17

- 1-8 U

(n+1
(utAlT—d-LA) 6-U, ﬁf— P‘T—J—BL i{,tzZ,...,n

that is, int = 1, U{* = U{ = —1.931, in t = 2, 3- Uz = 8- U5'T = —1.568 and

R UQTA =3 % uQTP —1.599, in t = 3, followmg the first path 2 - UAAA
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B2 U§4AT = —1.219 and following the eighth path 52 - U§4TA = 2. % -u?TP =
—1.249, in t = 4, following the first path 52 - U444 = 3. yA4AT = _0.884 and
following the fifth path 53 - UE‘;‘ATA =433 % -quTP = —0.912, and, finally, in
t = 5, following the first path 8- U;‘AAAA = p4. U{‘AAAT = —0.563 and following
the third path 54 - UgAAATA =p4. % . u?AATP = —0.589.

Hence, the system of dynamic incentives implies that in each working period
t =1,...,n able individuals are indifferent between working and not working and
consequently able individuals are induced to work.

It is interesting to examine whether, under the optimal dynamic incentives
scheme, a worker is better off if his disability occurs early versus late in his lifecy-
cle, in the case of both temporary disability and permanent disability. Because it
is important to consider whether the disability spell is closer to or further from re-
tirement, as in Shimer and Werning (2007), the analysis is phrased in terms of the
number of working periods remaining before retirement, defined as ¢ = n —t¢ + 1.

RESULT 1 (Early versus late disability): Whereas (a) late temporary disability
is worse than early temporary disability (that is, the dynamic incentives scheme
increases with time), (b) early permanent disability is worse than late permanent
disability (that is, the dynamic incentives scheme decreases with time).

PROOFS:

(a) The focus is on the cases with one temporary disability spell at ¢ = 3 and
precisely on the sum of the discounted utilities of a temporarily disabled individual
when ¢ = 4 working periods remain (at ¢t = 2) before retirement 32 - U§4T“3 and
the sum of the discounted utilities of a temporarily disabled individual when
q = 5 working periods remain (at t = 1) 2. U:;‘FA‘“”. From Table 3, because

B2 - U§4Ta3[—1.249] < B UgAh3[—1.244], the sum of the discounted utilities of
an individual disabled when g = 4 working periods remain is lower than the sum
of the discounted utilities of an individual disabled when ¢ = 5 working periods
remain. 0
(b) The focus is on the cases with one permanent disability spell at t = 4 and
precisely on the sum of the discounted utilities of a permanently disabled individ-
ual when ¢ = 3 working periods remain (at ¢t = 3) before retirement 33 - U f TPay
and the sum of the discounted utilities of a permanently disabled individual when
q = 4 working periods remain (at t = 2) - U4T PPai  From Table 3, because
B3 UfTPea_0.923] > 53 UFPP4[—0.931], the sum of the discounted utilities of
an individual permanently disabled when ¢ = 3 working periods remain is higher
than the sum of the discounted utilities of an individual permanently disabled
when ¢ = 4 working periods remain. O

When the time horizon is shorter, the dynamic incentives are restricted in the
case of temporary disability and expanded in the case of permanent disability.
Consequently, the system of dynamic incentives guarantees higher disability ben-
efits if the temporary disability occurs in the early periods of the working life,
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i.e., if younger temporarily disabled individuals are better insured than older
temporarily disabled individuals, and higher disability benefits if the permanent
disability occurs in the late periods of the working life, i.e., if older permanently
disabled individuals are better insured than younger permanently disabled in-
dividuals. Therefore, late temporary disability is worse than early temporary
disability, and late permanent disability is better than early permanent disabil-
ity.

Result 1 confirms the findings of both Platoni (2017) in the case of temporary
disability and Golosov and Tsyvinski (2006) in the case of permanent disability.
Thus, this system of dynamic incentives implies that, if disability is a temporary
state, then the intertemporal provision of dynamic incentives encourages higher
consumption for agents who become disabled early in life; therefore late disability
is worse than early disability. A possible interpretation is that older individuals—
supposedly more skilled and more efficient workers thanks to their longer work
experience—are more encouraged to work thanks to lower disability benefits (see,
e.g., Platoni, 2017). In contrast, if disability is a permanent state, then the
intertemporal provision of dynamic incentives encourages higher consumption for
agents who become disabled later in life; therefore, late disability is better than
early disability. A possible interpretation is that older individuals—supposedly
less healthy and less productive workers because of their age—are less encouraged
to work because they will receive higher disability benefits.

C. The Consumption Paths and Gaps

The purpose is to analyse the consumption paths and the consumption gaps
between able and disabled individuals, both temporarily and permanently.

Table 3, where n = 5, not only displays the discounted promised future utilities
and the sums of the discounted utilities but also the consumption gaps. A worker
who is able in period ¢, i.e., a; = A, and a worker who is disabled in period t, i.e.,
ag=T ifa_1=Aora =Pif aqq_1 =T, are considered. The able worker has a
higher level of consumption, and the gap in consumption is as follows:

Ac(agp=A)=clar=A4)—c(la1=T), t=1,
(17) Ac(htYa1=A)=c(ht Y a,=A) —c(h Y0, =T), t=2,...,n,
Ac Eht_l;atl = T; =c Eht_l;at = A; —c(htla = P; ,t=2,...,n,
where (h!~!;a; = A) is the period t history when the worker is able in ¢ and
(ht=Y;a; = T) and (h'~';a; = P) are the period t histories when the worker
is, respectively, temporarily or permanently disabled in ¢. As observed from
Equation (17), if t > 1, this consumption gap generally depends on the history in
the periods preceding ¢, i.e., ht~1.

RESULT 2 (Temporary disability): In the case of temporary disability, the con-
sumption gaps (a) not only increase when the retirement period becomes closer
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(b) but also increase if the disability spell is further from retirement.

PROOFS:

(a) From Table 3, in ¢t = 5, the consumption gaps along the working life of a
constantly able individual are Ac(A, A, A, A)[0.0411] > Ac(A, A, A)[0.0353] >
Ac(A, A)[0.0330] > Ac(A)[0.0309], those of an individual temporarily disabled in
t =1 are Ac(T, A, A, A)[0.0402] > Ac(T, A, A)[0.0346] > Ac(T, A)[0.0323], and,
finally, those of an individual temporarily disabled in t = 2 are Ac(A,T, A, A)
[0.0400] > Ac(A, T, A)[0.0344]. 0
(b) From Table 3, in ¢ = 3, the consumption gaps of temporarily disabled indi-
viduals are Ac(A4, A)[0.0330] > Ac(T, A)[0.0323], in t = 4 they are Ac(A, A, A)
[0.0353] > Ac(T, A, A)[0.0346] > Ac(A, T, A)[0.0344], and, finally, in ¢t = 5, they
are Ac(A, A, A, A)[0.0411] > Ac(T, A, A, A)[0.0402] > Ac(A,T, A, A)[0.0400] >
Ac(A, A, T, A)[0.0397]. 0

RESULT 3 (Permanent disability): In the case of permanent disability, the con-
sumption gaps (a) not only decrease when the retirement period becomes closer (b)
but also decrease if a sporadic temporary disability spell (i.e., temporary disability
not followed by permanent disability) occurs closer to retirement.'*

PROOFS:

(a) From Table 3, in ¢t = 5, the consumption gaps of individuals able in ¢t = 1
and permanently disabled in ¢t =5, t =4, and t = 3 are Ac(A4, A, A,T)[0.0392] <
Ac(A, A, T)[0.0470] < Ac(A,T)[0.0496], and, those of a temporarily disabled in-
dividual in ¢t = 1 and permanently disabled in ¢t =5 and ¢t = 4 are Ac(T, A, A, T)
[0.0384] < Ac(T, A, T)[0.0461]. O
(b) From Table 3, in ¢ = 4, the consumption gaps of permanently disabled in-
dividuals are Ac(T, A,T)[0.0461] < Ac(A, A,T)[0.0470], and, in t = 5, they are
Ac(A, T, A, T)[0.0383] < Ac(T, A, A,T)[0.0384] < Ac(A, A, A,T)[0.0392]. O

In summary, the disadvantage of being temporarily disabled rises (i.e., the
disability benefits decrease) with the age of the individual, and the disadvantage
of being permanently disabled diminishes (i.e., the disability benefits increase)
with the age of the individual; hence, Results 2(a) and 3(a) confirm Result 1.
Moreover, Results 2(b) and 3(b) state that a sporadic temporary disability spell
increases the disadvantage of being both temporarily and permanently disabled
if this disability spell is further from retirement.

IV. Longer Working Life

Let us now extend our analysis to a sufficiently long working life. Hence, it is
now appropriate to present a simulation with ten working periods (n = 10). The

141n other words, in the case of permanent disability, as in the case of temporary disability (see Result
2), the consumption gaps increase if a sporadic temporary disability spell occurs further from retirement.
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number of histories is N'(10) = F(11) + F(10) + 321% | F(7 —1) = 89 +55 88 =
232, where F(11) = 89 is the number of able states, F(10) = 55 is the number of
temporarily disabled states, and 210:1 F(r—1) = 88 is the number of permanently
disabled states.

Table 4 indicates that the government saves in the working periods t =1,...,5
to finance consumption in the working periods t = 6,...,9 in the last working
period n = 10, and in the retirement period n + 1 = 11.

TABLE 4—GOVERNMENT BALANCE (n = 10)

t=1 t=2 t=3 t=4 t=5 t=6 t=7 t=8 t=9 t=10 t=11
Y 0.8000 0.7184 0.6334 0.5597 0.4944 0.4368 0.3858 0.3409 0.3011 0.2660 0.0000 4.9366
C 0.5186 0.5034 0.4886 0.4742 0.4603 0.4468 0.4336 0.4209 0.4086 0.3966 0.3850 4.9366
Y — (' 0.2814 0.2151 0.1448 0.0855 0.0341 -0.0100 -0.0478 -0.0801 -0.1075 -0.1306 -0.3850 0.0000

Whereas Figure 3(a) compares the consumption paths of individuals suffering
from only one temporary disability spell when ¢ working periods remain before
retirement, Figure 3(b) compares the consumption paths of individuals suffering
from a permanent disability spell when ¢ working periods remain before retire-
ment. Note that an individual who suffers from a permanent disability spell when
q working periods remain before retirement suffers from a temporary disability
spell when ¢ + 1 working periods remain before retirement.'?

(a) TEMPORARY DISABILITY (b) PERMANENT DISABILITY

FIGURE 3. CONSUMPTIONS PATHS WITH n = 10 AT o = 2, d = 0.05, r = 0.03, 7414 = 0.8, axp 74T = 0.5

The consumption path of a temporarily disabled individual when ¢ working

15Hence, an individual who is permanently disabled with 9 working periods remaining before retire-
ment is temporarily disabled when 10 working periods remain before retirement, an individual who is
permanently disabled with 8 working periods remaining before retirement is temporarily disabled when
9 working periods remain before retirement, and so on.
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periods remain before retirement is higher than the consumption path of a tem-
porarily disabled individual when ¢ — 5 (with j = 1,...,q — 1) working periods
remain (see Figure 3(a)). In contrast, the consumption path of a permanently
disabled individual when ¢ working periods remain is lower than the consump-
tion path of a permanently disabled individual when ¢ —j (with j =1,...,¢—1)
working periods remain (see Figure 3(b)).

In addition, the findings obtained analysing the consumption paths are cor-

roborated by the findings obtained examining the consumption gaps (see Figure
4).

e " ';'
¥R
iy L i
B M e M T N g / ! r F, * ! N
d i
o [ A Y O L
7T " 3 ¥ = 0 A a8 3 % ]
Time 1o MHetirement (q) Time 1o Hetirement (q)
(a) TEMPORARY DISABILITY (b) PERMANENT DISABILITY

FIGURE 4. CONSUMPTIONS GAPS WITH n = 10 AT o = 2, d = 0.05, » = 0.03, 7414 = 0.8, anp 74T = 0.5

Note that in the case of temporary disability, the gaps are computed as the dif-
ference between the consumption path of an individual who faces one temporary
disability spell in ¢ and the consumption path of an always able individual (see
Figure 4(a)). Put differently, in the case of permanent disability, the gaps are
computed as the difference between the consumption path of an individual who
faces a permanent disability spell in ¢ and the consumption path of an individual
who faces one temporary disability spell in ¢ + 1 (see Figure 4(b)).

Whereas the gap between the consumption path of an individual who faces
one temporary disability spell and that of an always able individual is larger
when the temporary disability spell occurs closer to the retirement period (see
Figure 4(a)), the gap between the consumption path of an individual who faces
a permanent disability spell in ¢ and that of an individual who faces only one
temporary disability spell in ¢ + 1 is smaller when the permanent disability spell
occurs closer to the retirement period (see Figure 4(b)).

Therefore, the results obtained in the simulation with ten working periods (n =

10), as shown in Figures 3 and 4, confirm the findings obtained in the case of five
working periods (n = 5), as stated in Results 1, 2, and 3.
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V. Conclusions

The article compares able, temporarily disabled, and permanently disabled
workers. The study of the dynamic incentives model, which extends Diamond
and Mirrlees (1978) and Platoni (2017), makes it possible to answer the research
questions stated in the introduction.

i) Under what conditions are able workers induced to work in the presence of
publicly provided disability insurance? In line with the previous literature, we
find that able workers are guaranteed the highest utility to reduce their work
disincentives (i.e., Theorem 1); moreover, they receive the highest utility also in
future periods (i.e., also in the retirement period).

ii) Are the work disincentives different in the presence of temporary or per-
manent disability? To answer to this question, we must specify that there are
differences between temporary and permanent disability and that these differ-
ences are related to timing, specifically when disability occurs (further from or
closer to retirement). In particular, if disability occurs in the early periods of
a persons working life, then the system of dynamic incentives guarantees higher
(lower) disability benefits in the case of temporary (permanent) disability; hence,
late temporary disability is worse than early temporary disability, and late per-
manent disability is better than early permanent disability (i.e., Result 1). In
other words, we find that in the presence of temporary (permanent) disability, it
is better that agents become disabled early (late) in life.

iii) How does the consumption path depend on a person being disabled? How
does the consumption path depend on his being temporarily or permanently dis-
abled? In the model, we find that an able worker is guaranteed a higher level of
consumption than a disabled one is, and this consumption gap generally depends
on the history in previous working periods. Finally, we show that the closer the
temporary disability spell is to the retirement period, the larger the gap between
the consumption path of an always able individual and that of an individual facing
one temporary disability spell (i.e., Result 2). Further, the closer the permanent
disability status is to the retirement period, the lower the gap between the con-
sumption paths of an individual who, from a temporary disability spell, either
comes back to able status or becomes permanently disabled (i.e., Result 3).

APPENDIX A: BINDING PROMISED UTILITY-KEEPING AND INCENTIVE CONSTRAINTS

THEOREM A1l (Binding PK): The PKs in the minimisation problems (11), (14),
and (15) will bind, i.e., will be satisfied with equality, for the optimal solutions.

PROOF:
A proof by contradiction is used to show that the PK in the minimisation problem

(11) will bind. If the multiplier Ap" ™" = 0, i.e. if Z%:A,D 7(an|an_1)- [(uzn|an_1 _

d-L)+3- uiﬂ?”_l] > U, then there exists an amount & by which the current
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utilities of able and disabled workers can be lowered without violating the PK
constraint:

Z ™ (an|an71) : [<u2n|an71 —d- L — 5) + ﬂ : uziﬂtllnil} > Un-
an=A,D

It is straightforward that the IC will hold as well

(o~ 2A =) el > (w1t 29— ) 4 Bl

= <u£‘anfl _ d LA> +ﬁ . uﬁff71 Z <u£|an71 _ d LD> +ﬁ . ufjralnfl.

Because both the PK and IC still hold, the current utilities can be lowered by ¢,
which violates the assumption that the solution was resource use minimising in
the first place. The proof of the binding PK in the minimisation problems (14)
and (15) is equivalent and thus omitted. O

THEOREM A2 (Binding IC): The ICs in the minimisation problems (11), (14),
and (15) will bind, i.e., will be satisfied with equality, for the optimal solutions.

PROOF:
A proof by contradiction is used to show that the IC in the minimisation problem
(11) will bind. If the multiplier uy,"~' = 0, i.e., if (u;?‘a”*l —d-LY+3- uﬁf{“l >

(ufl)lan_1 —d-LP)+ 8- uﬂral"_l, then the gap between the sum of current and

future utilities of an able worker and the sum of current and future utilities of a
disabled worker can be lowered by an amount d:

(uilen-t — g LAY 4 Bt > (Pl — g LP) 4 8 4,

and this makes it easier to satisfy the PK constraint:

> wanlan-) - [(uglor = d- L) 4 Beuinlin ] 46> U,
an=A,D

Therefore, the current utilities can be lowered by an amount &:

Z 7 (an|an—1) - [(uﬁ”la"—l —d- L% — E) +4- uffjrl'f”_l} +0 > U,,
an=A,D

but then, the original solution was not resource use minimising. The proof of the
binding IC' in the minimisation problems (14) and (15) is straightforward and
thus omitted. O
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APPENDIX B: THE SIMULATION ON THE DYNAMIC INCENTIVES MODEL

The model is analysed by means of numerical simulations.'® In line with the
previous literature (e.g., Shimer and Werning, 2007), consumption preferences are
assumed to exhibit constant absolute risk aversion (CARA) u(c) = —exp(—a-c),
where « is some positive scalar.!” The CARA preferences allow us to abstract
from wealth effects, and then the individual’s decision to work or not to work is
independent of his wealth level and solely dependent on the system of dynamic
incentives.

Because the purpose of this simulation is to investigate and clarify the model
and since the outcomes do not depend on the value of the parameters, the param-
eterisation is primarily selected for numerical convenience. Thus, an income value
y = 1 and the parameter values a« = 2, d = 0.05, and » = 0.03 are considered.
Moreover, the transition probabilities of the Markov chain are as follows:

T (AJA) = (T|A) 0 0.80 020 0 1
r=|7AT) 0 aPT)|=]05 0 050]|=]|1
0 0 w(P|P) o 0 1 1

an—1

The first step is to compute the cost function C,," '(U,) related to the last
working period minimisation problem. In the last working period n, the govern-
ment’s problem (11) is as follows:

_ufr’;n\an—l
min Z T (an‘an—l) . { [_ln<a>_

an—1
Cin=1 (Up) e, L
Uy, u
lan_
+8- tn(—un " 1)}

141 Qn, :A,D
(03

y- L

(B1)
s.to Z T (an|an—1) : [(uanan—l —d- La"> + 8- ufzz-l(llnil} >

an=A,D
Un (A7)

A n— A|an71 D n— Dlanfl n—
(o= = @) + By = WPt gl (i),

where a,—1 € {A, T}, a, € {A, T} ifap—1 = A, and a,, € {A, P} if a1 =T, the
solution to which entails (13). Then, it is possible to compute the cost functions
C(Uy) and CF (Uy) recursively from ¢ = n — 1 to t = 2.18 In the working period

16The simulations are performed using the GAUSS software.
17The properties of CARA utility functions are u’(c) = a-exp(—a-c) > 0 and v/’ (c) = —a
u// (C)
u/(c)

2. exp(—a-

¢) < 0. Thus, the degree of absolute risk aversion is constant A(c) = — = a, and as A’ = 0, the

absolute risk aversion is independent of wealth.

181n the working period ¢ = 1, the consumption level required to give agent a1 = A, T utility u‘lll 14 in
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t, the government’s problems (14) and (15) are as follows:

In —u?t‘A
CA(U;) = min Z 7 (at|A) - { —%—y-ﬂ“ +
uat|A Uat\A =
t Y1 a=AT
a a |A
- g-cin (v
s.to Z 7 (at]A) - [(uftlA —d- L‘”) + 8- Uffrlfl] > U (A
ar=AT
AlA AlA T|A T|A
(“tl _d> +/3'Ut+|1 Zut‘ +5'Ut+|1 (1) »
and
cT (U,) = i Z (as|T) - _M_ Lo | 4
t AT = UA%HHP\T PIT Tiat @ Y
Up H5Uppr U SUpq g =AP
AT
m(AIT) - 8- iy (UAT) +
n+1)— In —uP‘T>
(B3) ﬂ-( | ) /8 1,5 a

sto Y wlalT) (uf" —d L) +r(Am) - 8- U+
at:A,P

_gn+D)—t  p|T
m(PT)- B ==l = v (M)

AT AlT P|T 1-gntH—-t PIT (T
(ut‘ —d>+ﬂ~Ut+|1 > a4 5 BT (W)

the FOCs of which (16) entail the following:

1 1 _ Al A\at,1 .
—b e = o (UA) with g € {A,T),
Uy
1 1 _ AT T|A
(34) Ta utT"“ - Ct+1 (Ut+1 )
1 11 1 PIT _  PIT _  P|T
“a PT T o o PT W —“t+1—“‘-
Uy Upiq

the current working period is c(u{* |A) =u~(ul? |A) and the cost level required to give agent a; = A, T
utility Ugl‘A in the future working periods and in the retirement period is Cg* (U;”A) = U{l(UgllA).
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Therefore, the envelope condition is as follows:

C?(Ut):gi(ﬁot:)‘fv
(B5) 7 oc|” _ 1
Cy (Up) = TUtopt:)\t'

The cost functions are represented in Figure 2. Given the cost functions, the
multiperiod minimisation problem with n working periods can be solved: from
t =1,...,n —1, the government’s problems are (B2) and (B3), and in the last
working period n, it is (B1).
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