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We have studied the effects of pay-as-you-go pension system on capital
accumulation, welfare and income inequality under a two-period overlapping generations model with
hetero?eneous agents. According to conventional wisdom, an increase in PAYGO pension size will crowd out
capital if an economy is dynamically efficient, which imply the decrease in social welfare. Our research,
however, obtained exactIK the opposite results. We examine a pay-as-you-go policy in an economy
containing heterogenous households--an increase in constant contribution financed by a decrease in
contribution rate proportional to income. We can show that the policy crowds in capital and increases
welfare. Moreover, we obtained a necessary and sufficient condition under which the policy will decrease
the inequality in life income distribution.
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