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ECONOMICS OF THE WELFARE 

STATE 

Syllabus 

Róbert Gál, Márton Medgyesi 

Short content of the course 

From a cross-sectional prospective the welfare state mitigates poverty and inequalities. 

However, a life-cycle approach makes clear that poverty risks are not uniformly 

distributed over the life-cycle. By this approach institutions of the welfare state seem 

more to be means of life-cycle financing than devices of poverty alleviation. People in 

their active age transfer much more resources to people in their inactive age (children 

and the elderly) than the rich redistribute to the poor within their own generation. What is 

more, even much of the intra-generational redistribution take place between genders as 

a kind of correctional device for mitigating the shortcomings of the life-cycle financing 

system.  

The course is split to two parts. In the first part we cover the cross-sectional 

interpretation, measurement and Hungarian trends of poverty and inequality. In addition, 

we discuss the costs, effectiveness and efficiency of institutions designed in order to 

alleviate poverty and moderate inequalities. We also talk about the political economy of 

cross-sectional income redistribution.  

In the second part we will see how this landscape changes if welfare institutions are 

considered devices of life-cycle financing rather than in cross-section. We cover new 
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statistical indicators, a new family of political economy models, new cost components of 

the welfare state (redistribution across entire life-cycles, fertility effects) as well as an 

extension of ethical issues of cross-sectional redistribution to intergenerational 

problems. 

 

Weekly program of the course 

 

Weeks 1 and 2: Social inequalities 

Introduction 

The welfare state in cross-section and over the life-cycle. The welfare state: Robin Hood 

and/or piggy bank. 

Income inequalities 

Income and consumption as proxies of welfare. Visual analysis of income-distribution: 

Pen-parade, density function, distribution function, Lorenz-curve. Measuring income 

inequalities by indicators of variation (comparison of selected income groups, coefficient 

of variation). Definition of the Gini-coefficient. Axiomatic measurement of inequality: 

axioms and the family of entropy indices. Position of the middle-classes and the 

polarization of income distribution. 

Income inequalities in Hungary 

Trends in income inequalities in Hungary in an international context. 

Course reading: 

Tóth I. Gy. (2005): Jövedelemeloszlás. Budapest: Századvég, 245–85. 
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Further readings: 

Jenkins, S. (1991): The measurement of income inequality. In: Osberg, L. (ed.): 

Economic inequality and poverty: international perspectives. Armonk NY: ME 

Sharpe, 3–38. 

Medgyesi, M. (2010): Jövedelemeloszlás nemzetközi összehasonlításban. In: Kolosi T 

and Tóth I. Gy.: Társadalmi Riport 2010. Budapest: Tárki. 

OECD (2008): The Distribution of Household Income in OECD Countries: What Are its 

Main Features? In: Growing Unequal? Income Distribution and Poverty in OECD 

Countries. Paris: OECD, Ch. 1. 

 

Week 3: Poverty 

A taxonomy of poverty thresholds; absolute and relative poverty. Standard poverty 

indicators: poverty rate, poverty gap. Shortcomings of the standard indicators. Axiomatic 

poverty measurement. Axioms, the Sen-index and the family of the Foster–Greer–

Thorbecke indices. Permanent and provisional poverty. Multidimensional poverty 

indicators.  

Trends in poverty in Hungary in an international context. 

Course reading: 

Spéder Zs. (2002): A szegénység változó arcai – Tények és értelmezések. Budapest: 

Századvég, 47–97. 

Further readings: 

Hajdú O. (1997): A szegénység mérőszámai. Budapest: KSH, 13–28. 

Lelkes O. (2008): Szegénység az Európai Unió országaiban 2005-ben. In: Kolosi T and 

Tóth IGy: Társadalmi Riport 2008.Budapest: Tárki. 
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Ravallion, M. (1998): Poverty lines in theory and practice. LSMS Working Papers 133. 

Washington DC: The World Bank. 

 

Week 4: Redistributive effects of taxes and transfers in cross-section 

Universal or targeted transfers? Methods of targeting: means test, proxy test, targeting 

based on geographic or demographic characteristics, self-selection. Visual analysis of 

the progressivity of benefits: the concentration curve. Effects of transfers on inequality: 

the concentration index, the Kakwani index, Suits’ progressivity indicator.  

Course reading: 

OECD (2008): How much redistribution do governments achieve? The role of cash 

transfers and household taxes. In: Growing Unequal? Income Distribution and 

Poverty in OECD Countries. Paris: OECD, Ch. 4. 

Further readings: 

Benedek, D. and Scharle, Á. (2006): A „100 lépés” családtámogatást érintő elemeinek 

hatása a gyermekes családok jövedelmeire. In: Kolosi, T., Tóth, I. Gy. and 

Vukovich, Gy. (eds.): Társadalmi Riport 2006. Budapest: Tárki. 

Creedy, J. (1996): Fiscal policy and social welfare. Abingdon UK: Edward Elgar. 

 

Week 5: Costs of targeting transfers 

Advantages and disadvantages of targeting transfers. First order and second order 

targeting errors. Costs of targeting transfers. Individual costs, stigmatization. Counter 

incentive effects on labor supply, fertility and private transfers. Social costs: 

administrative expenses.  
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Course reading:   

Ehrenberg, R. E. and Smith, R. S. (2008): Korszerű munkagazdaságtan: Elmélet és 

közpolitika. Budapest: Panem, Ch. 6. 

Further readings: 

Firle R., Scharle Á., Szabó P. A. (2007): A rendszeres szociális segély munkakínálati 

hatása. In: Fazekas, K., Cseres-Gergely Zs., and Scharle Á. (eds.) Munkaerőpiaci 

Tükör 2007. Budapest: MTA KTI. 

Grosh, M., del Ninno, C., Tesliuc, E. and Ouerghi, A. (2008): For protection and 

promotion. The design and implementation of effective safety nets. Washington 

DC: The World Bank. 

 

Week 6: Political economy of income redistribution in cross-section 

Why is there income redistribution in democratic countries? 1. Beneficiaries have 

majority. Welfare expenditures in a direct democracy: shift of the median voter due to 

electoral reforms and demographic changes; the effect of income inequalities on the size 

of the welfare state; political economy of means-tested transfers. 2. Beneficiaries have a 

minority: why is the majority willing to give transfers to the minority? 

Course reading: 

Mueller, D. (2003): Public Choice III. Cambridge MA: University Press, 511–523 (Chs 

21.2.2 and 21.2.3). 

Further readings: 

Meltzer, A. H. and Richard, S. F. (1984): A rational theory of the size of government. 

Journal of Political Economy (89) 5: 914–927. 
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Gelbach, J. B. and Pritchett, L. (2002): Is more for the poor less for the poor? The 

politics of means-tested targeting. Topics in Economic Analysis & Policy: Vol. 2 : 

Iss. 1, Article 6. 

 

Week 7: Cross-sectional vs. life-cycle analysis 

Discrepancy between the consumption path and the labor income path. Life-cycle 

financing through resource reallocations between overlapping generations: the welfare 

state as a device of life-cycle financing. Equilibrium conditions of the sustainability of the 

intergenerational chain of resource reallocations. 

Alternative institutions of life-cycle financing. The role of welfare institutions in life-cycle 

financing in cross-country comparison. Life-cycle financing by the extended family or 

local community: the family as an incomplete market for annuities. Switch from family 

generations to generations of society: the emergence of the welfare state. Asymmetric 

“socialization”; externalities on child rearing; proportions of resources flowing to opposite 

directions become subject to political decisions. 

Course reading: 

Barr, N. (2001): The welfare state as piggy bank. Part 1. Oxford: University Press. 

Further readings: 

Lee, R. D. (2000): Intergenerational transfers and the economic life cycle: A cross-

cultural perspective. In: Mason, A. and Tapinos, G. (eds.): Sharing the wealth. 

Oxford and New York: Oxford University Press, 1–56. 

Cigno, A. (1993): Intergenerational transfers without altruism. European Journal of 

Political Economy 9, 505-518. 

Rangel, A. (2000): Forward and backward intergenerational goods: a theory of  

intergenerational exchange. NBER Working Papers 7518. Cambridge MA: NBER. 
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Kotlikoff, L. J. and Spivak, A. (1981): The family as an incomplete annuities market. 

Journal of Political Economy 89(2), 372–91. 

Gál R I. (ed.) (2003): Apák és fiúk és unokák. Budapest: Osiris, Ch. 1. 

Gál R. I., Iwasaki, I. and Széman, Zs. (eds.)(2008): Assessing intergenerational equity. 

Budapest: Akadémiai, 187–196. 

 

Week 8: Intergenerational resource reallocations and the (welfare) state 

intervention 

The various programs of the welfare state do not simply alleviate poverty or mitigate 

inequalities but finance the inactive sections of the life-cycle. The welfare state 

intervenes into a system of institutions long time existent: positive and negative effects 

of the intervention. 

Changing proportions of opposite flows of resource reallocations financing the life-cycle. 

Political economy of resource reallocations if voters are in different age. Redistribution 

across entire life-cycles. Spending future generations’ resources: missing representation 

of children and future generations in the electoral procedure. Debt and social security: 

implicit and explicit debt. Proposals for institutional reform. 

Course reading: 

Mason, A. and Lee R. D. (2011): Population aging and the generational economy: Key 

findings. In: Lee, R. D. and Mason, A. (eds.): Population aging and the 

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

http://www.ntaccounts.org/web/nta/show/Population%20aging%20and%20the%2

0generational%20economy%3A%20A%20global%20perspective 
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Further readings: 

Poterba, J. M. (1998): Demographic change, intergenerational linkages, and public 

education. American Economic Review 88, 315–320. 

Persson, T. and Tabellini, G. (2002): Political economics and public finance. In: 

Auerbach, A. J. and Feldstein, M. (eds.): Handbook of public economics Vol. 3. 

Amsterdam: Elsevier, 1549–1659. 

Hills, J. (1995): The welfare state and redistribution between generations. In: 

Falkingham, J. and Hills, J. (eds.): The dynamic of welfare. The welfare state and 

the life cycle.  Hemel Hempstead: Prentice Hall/Harvester Wheatsheaf, 32–61. 

Bommier, A., Lee, R., Miller, T. and Zuber, S. (2010): Who wins and who loses? Public 

transfers accounts for US generations born 1850–2090. Population and 

Development Review 36 (1): 1–26. 

Holzmann, R., Palacios, R. and Zviniene, A. (2004): Implicit pension debt: issues, 

measurement, and scope in international perspective. Social Protection 

Discussion Paper Series 0403. Washington DC: The World Bank. 

Gál R. I. and Tarcali G. (2003): Nemzedékek közötti újraelosztás. In: Gál R. I. (ed.): 

Apák és fiúk és unokák. Budapest: Osiris, 87–102. 

 

Week 9: Human capital investments in the welfare system 

Human capital investments by households. To what extent does parental income 

influence human capital investments to children? Effective budgetary limits vs. “parental 

stress”.  Difficulties of empirical analysis. Policy options: unconditional cash transfers, 

conditional cash transfers, in-kind services (provision of early-childhood development 

programs). 
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Course reading: 

Kertesi G. and Kézdi G. (2005): A foglalkoztatási válság gyermekei. Munkagazdaságtani 

Füzetek 2005/5. Budapest: MTA KTI. 

Further readings: 

Becker, G. and Tomes, N. (1986): Human capital and the rise and fall of families. 

Journal of Labor Economics vol. 4. part 2. S1–S39. 

Carneiro, P. and Heckman, J. J. (2002): Human capital policy. NBER Working Papers 

9495. Cambridge MA: NBER. 

Fiszbein, A. and Schady, N. (2009) Conditional cash transfers: Reducing present and 

future poverty. Development Research Group Policy Research Report Series. 

Washington DC: World Bank. 

Mayer, S. (1997): What money can’t buy. Family income and children’s life chances. 

Cambridge MA: Harvard University Press.  

 

Week 10: Externalities on child rearing; fertility effects of the welfare system 

Resource reallocations of opposite directions in the welfare state and in the household. 

Cost allocation of child rearing activities: the child as private good and as public good. 

The child as durable consumption good vs. savings vehicle: the old-age security 

hypothesis. The Caldwell-hypothesis. Fertility effects of public pensions, child-related 

benefits and education: theories and empirical results. Golden rules, individual optimum 

and optimal population growth: overpopulation and the aging society. A positive theory 

of child-related benefits: alleviation of poverty of fertility incentives. Intra-generational 

redistribution by the number of children. 

Course reading: 
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Cigno, A. and Werding, M. (2007): Children and pensions. Cambridge MA: MIT Press, 

xvii–xxiii (Introduction). 

http://mitpress.mit.edu/books/chapters/0262033690intro1.pdf 

Further readings: 

Demeny, P. (1987): Re–linking fertility behavior and economic security in old age: A 

pronatalist reform. Population and Development Review 13(1), 128–32. 

Werding, M. (2008): The economics of the family and its policy implications: Why should 

we care about fertility outcomes? Munich: CESifo, manuscript. 

Letablier, M.-T., Luci, A., Math, A. and Thévenon, O. (2009): The costs of raising 

children and the effectiveness of policies to support parenthood in European 

countries: A literature review. Brussels: European Commission. 

Gábos A (2003): A családtámogatási rendszer termékenységi hatásai – vizsgálati 

módszerek és nemzetközi kutatási eredmények. In: Gál R. I. (szerk.): Apák és 

fiúk és unokák. Budapest: Osiris, 51–65. 

 

Week 11: Political economy of intergenerational resource reallocations 

Questions formulated in a cross-sectional and in a life-cycle context. Models based on 

current age vs. remaining lifetime: the Browning-model. Models with voters varying in 

one dimension (age) vs two-dimensions (age and income): the Tabellini-model. 

Application of a simple model of pressure groups (Olson) on politics of the welfare state. 

Further readings: 

Browning, E. K. (1975): Why the social insurance budget is too large in a democracy. 

Economic Inquiry 13(3): 373–388. 

Galasso, V. and Profeta, P. (2002): The political economy of social security: A survey. 

European Journal of Political Economy 18: 1–29. 
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Olson, M. (1965): The logic of collective action: Public goods and the theory of groups. 

Cambridge MA: Harvard University Press.  

Tabellini, G. (2000): A positive theory of social security. Scandinavian Journal of 

Economics 102: 523–545. 

 

Week 12: Special problems of intergenerational justice 

Special problems raised by the intergenerational chain of transfers. The most important 

schools of justice and their answers to these special questions. Golden rules of 

intergenerational transfers. An asymmetry: people born later have no influence on the 

decisions of people born earlier. Does fairness compel us to take into account the 

interests of future generation? The optimal discount rate. May a generation share the 

fruits of future growth: is indebtedness justifiable under the conditions of expected 

economic growth? Rawls: the principle of fair savings. The fair interest rate. Who should 

pay for the demographic transition? Intergenerational constitution. 

Further readings: 

Medgyesi M. (2005): Az intergenerációs transzferlánc speciális etikai kérdései. 

Budapest: Tárki. Kézirat. 

Gosseries, A. and Meyer, L. (2009): Introduction: Intergenerational justice and its 

challenges. In: Gosseries, A. and Meyer, L. (eds.): Intergenerational justice. 

Oxford and New York: Oxford University Press.  

Buchanan, J. M. (1987): The ethics of debt default. In: Buchanan, J. M., Rowley, C. K. 

and Tollison, R. D. (eds.) Deficits. Oxford: Basil Blackwell, 361–73. 

Rawls, J. (1997/1971): Az igazságosság elmélete. Budapest: Osiris, 342–52. 
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Week 13: Statistical indicators of life-cycle financing 

Special indicators of intergenerational issues. Cross-sectional and life-cycle statistics. 

Projections from cross-sectional data. National transfers accounts. Generational 

accounting. Lifetime returns and returns in cross-section in pay-as-you-go pension 

systems.  

Further readings: 

Auerbach, A. J., Gokhale, J. and Kotlikoff, L. J. (1991): Generational accounts – a 

meaningful alternative to deficit financing. NBER Working Paper 3589. 

Cambridge MA: NBER. 

Settergren, O. and Mikula, B. D. (2005): The rate of return of pay-as-you-go pension 

systems: A more exact consumption-loan model of interest. In: Holzmann? R and 

Palmer, E (eds.): Pension reform, 117–42. Washington DC: The World Bank. 

Mason, A., Lee, R, Tung, A-C, Lai, M-S and Miller, T. (2006): Population aging and 

intergenerational transfers: introducing age into National Accounts. NBER 

Working Papers 12770. Cambridge MA: NBER. 

Fenge, R. and Werding M (2003): Ageing and fiscal imbalances across generations: 

Concepts of measurement. CESifo Working Papers 842. Munich: CESifo. 

Gál R. I., Törzsök Á., Medgyesi M., Révész T. (2005): Korosztályi számlák 

Magyarországon, 1992–2001. PM Kutatási Füzetek 14. Budapest: 

Pénzügyminisztérium. 

 

 


