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"Aging and the Welfare State: The Politico-Economic Conflict between
Young and Old, and between Rich and Poor"*

Assaf Razin and Efraim Sadke, April 2005

An income tax is generally levied on both labor and capital. The working young
bear mostly the tax on labor income, whereas the retired old, who already
accumulated savings, bear the brunt of the capital tax. Therefore, there

arise two types of conflicts in the determination of the income tax: the

standard intra-generational conflict between the poor and rich, and an
intergenerational conflict between the young and the old. The paper

studies how aging affects the resolution of these conflicts, and the
politico-economic forces that are of play: the changes in the voting pivots

and the fiscal leakages from taxpayers to transfers recipients.
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Competition over Agents with Boundedly Rational Expectations
Ran Spiegler, August 2005

A market model is presented, in which firms and consumers differ in their
nmarket understanding”. In the model, rational firms compete in cumulative

distribution functions over consumers with bounded ability to grasp statistical
data. Increased competition causes firms to increase their effort to obfuscate,
instead of increasing their effort to be more competitive. As a result, consumer
welfare is not enhanced and may even deteriorate. Specifically, when firms
determine the distribution of both price and quality, and the technology for
producing quality is convex, increased competition implies an efficiency loss

which is entirely borne by consumers.
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"The Israeli Labor Market: A Framework for Policy Analysis"" 5-05

Darina Vaisman and Eran Yashiv, July 2005

The paper studies an optimizing policymaker in a model of the labor market with
search costs and matching frictions. We assume that the policymaker cares both
about unemployment and about match asset values, which are part of firms'
market value. This set up allows us to explore the tradeoffs between the
unemployment rate and firms' assets values.

We show that even when the policymaker cares about unemployment,
optimization may lead the economy towards a steady state with a relatively high

rate of unemployment.
Quitting 6-05
Chaim Fershtman and Uri Gneezy

Many tournaments are played over time with repeated strategic interaction
between the players. In such tournaments, quitting (or dropping out) is an
important strategic option. The paper uses a field experiment to examine
tournaments with different levels of rewards and different designs. Surprisingly,
the results show a tradeoff between performance and quitting. Strong incentives
(high rewards) induced players to exert more effort but, at the same time, to quit
more often.

7-05
"'Efficient Bidding with Externalities""

Ines Macho-Stadler, David Perez-Castrillo, David Wettstein

We implement a family of efficient proposals to share benefits generated in
environments with externalities. These proposals extend the Shapley value to
games with externalities and are parametrized through the method by which the
externalities are averaged. We construct two slightly different mechanisms: one
for environments with negative externalities and the other for positive
externalities. We show that the subgame perfect equilibrium outcomes of these
mechanisms coincide with the sharing proposals.



""Has Debt Restructuring Facilitated Structural Transformation on Israeli
Family Farms?"'*

Ayal Kimbhi

The debt crisis in Israeli agriculture, which erupted in 1985, was triggered by the
rapid rise of real interest rates as part of the anti-inflationary policy. Farmers
entered that period under very unfavorable conditions, with little to no equity
and with mostly short-run liabilities. Farmer cooperatives, which channeled most
of the credit, collapsed, and farmers were forced to quit or adjust to a very
different and more hostile economic environment. In order to protect farmers
(and perhaps also banks) from bankruptcy, a law was passed in 1992 to establish
a Debt Settlement Administration for cooperative villages, with the aim of
determining the level of debt that is directly related to agricultural activity,
assessing the repayment potential of each farm, rescheduling the repayable
portion of the debt and forgiving the remaining portion.

In this paper we evaluate the impact of debt and the debt settlement

legislation on structural transformation in cooperative villages. We examine the
evolution of three interdependent structural farm characteristics: farm size, farm
exits, and off-farm labor. Intuitively, debt is hypothesized to limit farm growth
and increase farm exits and the reliance on off-farm labor. Implementation of the
debt settlement legislation is expected to ease the burden of the debt and hence to
have the opposite effects on the structural characteristics. The purpose of this
paper is to examine these effects empirically at the micro (village) level.

The paper uses longitudinal village-level data for the years 1992-2001,

coupled with information on the size of the agriculture-related debt and the time
in which a debt settlement agreement was reached. A dynamic panel GMM
model is applied to the system of simultaneous equations, including the existence
of a debt settlement agreement as an endogenous explanatory variable and the
level of the debt as a shifter of the autonomous rate of change in each dependent
variable. The estimation results reveal that debt and debt settlement do not affect
farm exits and off-farm labor significantly. However, there is a significantly
positive effect of reaching a debt settlement agreement on farm size, of almost
9%. This finding implies that the debt settlement legislation served its goals, at
least to some extent. Moreover, these micro-level effects are likely to be
underestimated relative to the overall impact of the debt restructuring legislation,
because of the expectation of debt settlement agreements even in villages that
were late to reach such an agreement.
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"Temptation-Driven Preferences' 2-06

Eddie Dekel

What behavior can be explained using the hypothesis that the agent faces
temptation but is otherwise a "standard rational agent"? In earlier work, Gul--
Pesendorfer [2001] use a set betweenness axiom to restrict the set of preferences
considered by Dekel, Lipman, and Rustichini [2001] to those explainable via
temptation. We argue that set betweenness rules out plausible and interesting
forms of temptation including some which may be important in applications. We
propose a pair of alternative axioms called DFC, desire for commitment, and
AIC, approximate improvements are chosen. DFC characterizes temptation as
situations where given any set of alternatives, the agent prefers committing
herself to some particular item from the set rather than leaving herself the
flexibility of choosing later. AIC is based on the idea that if adding an option to a
menu improves the menu, it is because that option is chosen under some
circumstances. From this interpretation, the axiom concludes that if an
improvement is worse (as a commitment) than some commitment from the
menu, then the best commitment from the menu is strictly preferred to facing the
menu. We show that these axioms characterize a natural generalization of the
Gul--Pesendorfer representation.



