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A Welfare Analysis of Social Security
in An Economy with Income Inequality:
Based on An Overlapping Generation Model
of Endogenous Growth
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Abstract This paper studies the effects of social security on economic growth and in-
come redistribution. We construct an endogenous growth model with heterogeneous individu-
als that differ in income levels. We show that a pay-as-you-go (PAYG) system has adverse
effects on growth in the steady state, but has positive effects on income redistribution within
generations. Our numerical simulation suggests that the adverse effect of the PAYG system is
weaker when income inequality is larger. This paper suggests that the redistributive effects of
the PAYG system should be fully recognized in China’s social security reform.
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