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Economics of the welfare state 

Week 8  
Intergenerational resource reallocation 
in a traditional society and the (welfare) 

state intervention 

 

Róbert Gál, Márton Medgyesi 



Topics 

Where are we in the train of thoughts?  

Lifecycle financing (”welfare functions”) in 

traditional and modern societies 

The consequences of switching from small-

community generations to national or larger 

generations: advantages and disadvantages 

 



Where are we in the train of thoughts?  

Revenues and expenses of government reveal a 

characteristic age structure: active aged people are net 

payers, children and the elderly are net beneficiaries → 

the welfare system (social expenditures) primarily sustains 

lifecycle financing by the reallocation of resources 

between overlapping generations. 

 

Government intervention to the reallocation of resources 

partly suppresses and rearranges the reallocation system 

of traditional societies.  



Lifecycle financing in traditional and modern 
societies 

Source: Mason and Lee (2011), Ch 1 in Lee and Mason (eds.): Population aging and the 

generational economy: A  global perspective. Abingdon UK: Edward Elgar. 



Aggregate age profiles of labor income (YL), consumption (C) 

and the lifecycle deficit (C – YL), Hungary, 2005  

(million HUF; age 0-79) 

Source: Calculation by Gal, Gergely and Medgyesi; (NTA database,  www.ntaccounts.org) 



Channels of financing the per capita lifecycle deficit (C – YL), 

Hungary, 2005 

Source: Gal (2011) and NTA database,  www.ntaccounts.org 

Note: FABR: private asset based reallocations; GABR: public asset based reallocations; TG: public 

transfers; TF: private transfers 



Channels of financing the per capita lifecycle deficit (C – YL), 

Taiwan, 2004 

Source: Gal (2011) and NTA database, www.ntaccounts.org; permission to present the figure by 

An-Chi Tung and Nicole Mum Sin Lai is gratefully acknowledged. 

Note: FABR: private asset based reallocations; GABR: public asset based reallocations; TG: public 

transfers; TF: private transfers. 



Source: Gal (2011) and NTA database, www.ntaccounts.org; permission to present  the figure by 

Gretchen Donehower is gratefully acknowledged. 

Note: FABR: private asset based reallocations; GABR: public asset based reallocations; TG: public 

transfers; TF: private transfers. 

Channels of financing the per capita lifecycle deficit (C – YL), 

USA, 2003 



Resource reallocation between generations of the traditional 
society: insurance performance of the family as the organizer 

of ”welfare programs” 

Low costs of monitoring and enforcement but small risk 

pool: 

imperfect information (→ moral hazard) is less of a 

problem within the family; however the number of family 

members involved in the risk pooling is generally small, 

therefore family risk-sharing arrangements constitute an 

incomplete annuities market . 

 

→ Kotlikoff and Spivak (1981) simulation model: 

 



The family as the organizer of ”welfare programs”: insurance 
performance 

In absence of insurance markets, social security or family everyone 

accumulates as if they lived for a maximum lifetime. Pooling risk with 

others increases the utility for participants. 

The willingness to pay for actuarially correct annuities (the utility gain 

due to the creation of a risk pool) can be determined. 

In absence of an insurance market spouses pool their resources and 

mutually name each other as heirs. A risk-pool, created this way, 

reduces involuntary savings, increases utility the value of which can be 

calculated.  

Kotlikoff and Spivak estimate the value of willingness to pay for a 

marriage (pooling risks of individuals of the same generation) 

benchmarking to the value of initial assets and an actuarially fair single-

person annuity. Calculation is repeated to a marriage and a three-

person polygamy too. (Mayakovsky, Osip and Lili Brik; Jules and Jim). 

The calculation takes into account different ages and levels of risk 

aversion.  



The annuity gains from marriage and three-person polygamy 

Age Risk 

aversion 

(γ) 

Annuity gains from 

marriage three-person polygamy 

compared to the monetary value of 

initial assets of a single 

person (%) 

actuarially correct 

annuity (%) 

initial assets of a single 

person (%) 

actuarially correct 

annuity (%) 

30 0,75 11,7 47,8 15,8 64,5 

55 20,0 42,6 28,0 59,7 

75 25,4 35,7 37,2 52,2 

90 28,2 28,3 43,1 43,2 

30 1,25 13,0 42,9 18,0 59,4 

55 22,3 37,7 32,1 54,2 

75 30,1 31,0 45,2 46,6 

90 37,1 24,3 58,2 38,1 

30 1,75 13,6 39,2 19,3 55,6 

55 23,5 34,1 34,5 50,1 

75 33,2 27,9 50,7 42,6 

90 43,0 21,6 68,7 34,5 

Source: Kotlikoff and Spivak (1981). The table is based on American male 

survival probabilities; identical survival probabilities of spouses. 



•  All values are positive: marriage can offer substantial risk-pooling 

opportunities. 

• Columns 2 and 4: all values are below 100: marriage or 3-person 

polygamy are not capable to fully reproduce market output. 

• Columns 2 and 4: the higher the risk-aversion, the better to have a 

market-based insurance, hence the less compensation is offered by 

the familial risk-pooling. 

• The value of an actuarially fair annuity grows faster by age than the 

value of marriage (marriage is a better substitute for fair annuities at 

younger ages) because in younger age the ratio of the expected life 

period spent alone to the total remaining lifetime is lower than in 

older age.   

• The older the individual, the higher the risk of his/her death, hence 

the more his/her family is worth to him/her compared to his/her 

wealth.  

• The expansion of the risk-pool (marriage → 3-person polygamy) 

increases its value. 

The family as the organizer of ”welfare programs”: insurance 
performance, cont. 



A further calculation considers risk-pooling between individuals of different 

generations. Parents name their children as heirs, children commit 

themselves to take care of their parents. 

Family as the organizer of ”welfare programs”: insurance 
performance 

Gains from incomplete annuity arrangements in the family, between 

generations: 

Source: Kotlikoff és Spivak (1981). Initial wealth of parent(s) is $ 20,000. The children are of age 30 and 

the parents are of age 55. The table is based on American male survival probabilities; γ=0,75. 

• The richer the children, the higher the gain for parents.  

• The richer the children, the less the arrangement is worth for them. 

 



Consequences of switching from small-community 
generations to social generations:  

advantages and disadvantages 

•  Deviation from the optimal ratios of expenses spent on 

children and old people 

 –  redistribution among entire lifecycles 

 –  the political economy of public intergenerational 

 resource reallocation 

•  Family generations and national generations 

 –  ”Beyond GDP” and the concept of pension benefits 

 –  intra-generational redistribution by the number of 

 children 

•   Incentive effects 

  –  fertility 

  –  tax evasion 

  –  savings 

  –  labor supply 


