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Political economy of intergenerational 

resource reallocation  

Topics 

− Political economy of resource reallocation among generations: new questions 

− Some important features of pension systems 

− Models based on age variation of voters: Browning (1975) 

− Models based on age and income variation: Tabellini (2000) 

− A simple pressure group theory: Olson (1971) 
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Political economy of resource reallocation 

among generations: new questions 

Political economy of redistribution in cross-section: 

• Question of departure: why do not we have 100% marginal tax rate in 

democracies even if the median voter’s choice is the 100% marginal tax rate 

(simple income redistribution program, majority voting, exogenous incomes )  

• Increasing tax rate eventually decreases the volume of the cake 

• Not every poor people wants extended redistribution if they have the perspective 

of upward mobility. 

• It is not median income, which determines the outcome  is not determining in all 

cases. 

Voters differ in their income in these models.  

An alternative question 

Why is the majority willing to provide transfers to the minority in majority voting? 

Special application: the introduction of a ”pay as you go” pension system 

 Number of people authorized to vote 

 Number of pensioners 

The question is difficult to answer in a cross-sectional context but easy by a 

longitudinal approach  

In these models voters differ from each other in their age → median voter is in 

some cases the median-age voter 
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Pension systems 

1st question: Why does old age inactivity exist? Why is labor income lower than 

consumption in old age?  

The difference (life-cycle deficit) is significantly smaller in traditional societies: many 

people work until death (they live as long as they work) (see next slide). 

In industrialized societies the difference between consumption and labor income is 

substantial in old age, and the inactive period is longer 

Why? 

Per capita lifecycle deficits in selected 

South-Southeast Asian countries  

and Hungary 

(Lifecycle deficit: difference of consumption and wage) 

 

Source: Calculation by Gal, Gergely and Medgyesi; (NTA database, www.ntaccounts.org) 
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Per capita lifecycle deficits in selected 

European countries and Hungary 

(lifecycle deficit: difference of consumption and wage) 

 

Pension systems 

1st answer:  

In a traditional society labor activity is determined by physical condition.  

In an industrial society earning capacity depends on not only physical condition, but also 

on labor market position → pension insurance is mixed with health insurance. 

In the statistical system it surfaces as fugitives of the labor market hiding in the disability 

pension system. 

Deficit of the Hungarian pension system in selected years by different definitions: 

 

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

balance

All social 

security 

pensions

Life-cycle finance 

pensions

1992 -0,3 0,3 -0,8

1997 0,1 -0,2 -0,7

2002 -0,1 -1,4 -1,4

2007 0,0 -0,9 -1,0  

But! 

Chart 4a: Composition of male retirement from the labor market by age,  

1962–2002, France 

 

Source: Calculation from the Statistical Yearbooks of the Central 

Administration of the National Pension Insurance Fund. 
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Source: Calculation from the OECD Labor Statistics database. 
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Chart 4b: Composition of male retirement from the labor market by age,  

1962–2002, Japan 

 

Differences between life expectancies do not explain the difference between the French 

and the Japanese patterns. 

2nd answer: differences of the labor market, pension system or politics 

2nd question: Why do we have public pension systems? 

• What is the microeconomic answer?   

 We demonstrate that there exist potential efficiency gains by the creation of a 

public pension system and that the way to get to its creation is an equilibrium path or it 

can be made one.  

 ”Search for the subgame perfect equilibrium” 

What kind of risks are managed by the pension system? Why individual saving is not 

optimal? 

• By-pass: Main dimensions of the taxonomy of pension systems: 

 a) Voluntary vs. compulsory participation (moral hazard) 

 – government paternalism and myopia 

 – exploitability of altruistic feelings and majority voting 
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Source: Calculation from the 

OECD Labor Statistics database. 

Male life expectancies at age 55

1967 1995

France 19,5 23,0

Japan 18,9 24,6
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Political business cycle in the Hungarian pension system y-o-y change in average 

benefits (%) 

 

Main dimensions of the taxonomy of pension systems: 

b) funded vs. pay as you go chart: contributions, benefits and wealth-accumulation 

Equilibrium contributions during the maturation period of the public PAYG scheme, Hungary

1950 1955 1960 1965 1970 1975 1980 1985 1990

6,0 5,4 7,8 10,7 10,6 16,8 23,6 27,7 28,8
Source: Bod (1995).

Note: equilibrium contributions: contribution rate, which finances benefits with no surplus or deficit.  

Source: Calculation from the Statistical Yearbooks of the Central 

Administration of the National Pension Insurance Fund. 
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Amendments:  

debt-financed vs (human capital) funded pay as you go systems; Bommier et al. (2010) 

c) Defined benefit (DB) vs. Defined contribution (DC) systems 

 → pay as you go DB and funded DC → pay as you go NDC: Swedish model 

Return to the opening questions:  

We clarified the microeconomics argument for the emergence of public pension 

systems.  

Question of microeconomics: Why do we have public pension systems?  

Question of the political economy: Why is the majority willing to provide transfers to the 

minority in majority voting? 

Source: Jurth, 1987 and 

budget legislation. 
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Net pension profile in cross-section and the 

related headcounts, Hungary, 2005 

 

Models based on age variation of voters 

Browning (1975)  

Verbal model; formalized version: Galasso and Profeta (2002) 

Median voter by age (health care, pension, education, etc.). Voters are ordered in one 

single dimension, age: hence the median voter is the median-age voter.  

Voting occurs once and for all.  

In cross-section, the number of beneficiaries is below the number of net contributors. 

Taking the remaining lifetime, the number of net lifetime contributors remain below the 

number of net lifetime beneficiaries. 

The question which is unanswerable in cross-section, can be answered by a longitudinal 

approach. 

Source: Calculation from the Statistical Yearbooks of the Central 

Administration of the National Pension Insurance Fund. 
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Example: 

Voting once for all 

3 cohorts live at every point in time, two of them work, one of them is retzired 

a 10% pension contribution is introduced in the 2nd period 

g = 100%  

 

IRRs by cohorts: 

 B:     0 (1 + r) = 100 → r = ∞ 

 C:   50 (1 + r) = 200 → r =3 

 D:   50 (1 + r)2 + 100 (1 + r) = 400 → r =1 

 E: 100 (1 + r)2 + 200 (1 + r) = 800 → r =1 

 D: 200 (1 + r)2 + 400 (1 + r) = 1600 → r =1 

→ r = g 

(Benefit tax ratio? Net present value?) 

→ the system will be introduced because B and C vote for it, and D is in minority  

What seems to be a minority in cross-section proves to be the majority if the remaining 

lifetime is considered. 

(How is this statement related to our previous prediction that in Hungary practically every 

living cohort lose on the pension system?) 

 

1 2 3 4 … 

A 0 

B 250 100 

C 250 500–50 200 

D 500–50 1000–100 400 

E 1000–100 2000–200 

F 2000–200 
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Net pensions for the remaining lifetime by 

cohort and the related headcounts Hungary, 

2005 

 

Backdrops of the Browning-model: 

Once for all decision: the decision cannot be modified; in reality promises can be 

canceled. 

Attempts to correct: search for the subgame perfect equilibrium: Hammond (1975), 

Cigno (1993, 2005), Rangel (2003) 

Browning-model:  

No income heterogeneity, no altruism 

Commitment and foresight 

Source: Calculation from the Statistical Yearbooks of the Central 

Administration of the National Pension Insurance Fund. 
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Models based on age and income variation 

Tabellini (2000): income heterogeneity, weak altruism within the family, no commitment, 

static 

Voters differ in two dimensions: age and income 

– Income distribution is skewed to the left (lognormal) both in case of the old and the 

active 

– (life expectancies are independent of income)  

→ many of the net contributors pay less then their parents take out: the ratio of net 

contributors to net winners is different from the ratio of net contributor families to net 

winner families 

– intra-family altruism is weak in that no private transfers are produced 

→ the coalition of pensioners and low-income actives can exceed the number of high 

income actives. 

A simple pressure group theory 

Olson (1971): (in a static model) due to transaction costs, the chance for successful 

collective actions is inversely proportional to group size 

Pressure-group theory 

Key-parameters of the model explaining the optimal size of an interest-group:  

 – group size (influences costs and benefits per capita (costs: organizational and 

information costs → rational ignorance of voters 

 – inequality of participants (big vs. small fish)  

→ taxonomy of groups: 1st privileged group, 2nd oligopolistic group, 3rd big latent 

group. 
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Some general implications 

• Privileged groups are capable of realizing public goods: welfare programs in small 

communities and in the traditional family (il padrone). 

• Large privileged groups can be created by government regulations and 

monopolies; however, privatization decapitates the privileged group → 

competition can make the former monopoly more sluggish (e.g cream skimming 

in health care privatization). 

• Groups do not have the same chance to realize common interests (in longitudinal 

setting: it takes shorter or longer for different groups to realize their common 

interests): producers are frequently able to realize their interests against 

consumers and tax-payers.  

• Other items 

Some special implications for the welfare 

system 

• Different capability of pensioners vs. families with children to realize their interests 

• Political economy of the (explicit and implicit) debt: spending at the expense of 

future generations; how many generations in the model: two (the active and the 

old), or three (not-yet-born/children, the active and the old)? 

• Increasing explicit and implicit debts in modern societies. 
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Two questions 

In which country is the replacement rate of pensions higher? In the country with many or 

with few pensioners? 

How do taxes/contributions and public spending on health care, pensions, housing, and 

families with children evolve in an aging society?  


