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Abstract

This paper extends the heterogeneous agent overlapping generations model with
bequests in Nishiyama (2000) by adding two-way intergenerational altruism and inter
vivos transfers. Calibrating the model to the U.S. economy, the paper measures time
preference and intergenerational altruism consistent with the ecéamanyital-output
ratio and the sizes of intergenerational transfers. In the model, households in the same
dynasty play a Nash game in each period to determine their optimal consumption, work-
ing hours, inter vivos transfers, and savings. The model suggests that when deciding the
level of bequests, a parent household considers the future utility of its child households,
on average, about 20 percent less than it considers its own future utility. But, the parent
households motive for inter vivos transfers is much weaker than its motive for altruistic
bequests. The model replicates the wealth distribution of the United States fairly well
in terms of the Gini codicient although the top 1 percent of the population holds pro-
portionately less wealth than is observed in the data. The paper also analyzes the effect
of intergenerational transfers on wealth accumulation and distribution.

1 Introduction

Macroeconomic analyses usually rely on either dmite horizon model or an overlapping
generations model. Those analyses implicitly assume a household is either perfectly altruistic
or completely sdish. But, when economists evaludiscal policies that involve income
redistribution between generations, the policy implication depends critically on the extent to
which the Ricardian Equivalence proposition holds. In other words, we need to know to what
extent households within a dynasty are altruistic toward each other and how those households
react when the government introduces a new policy.

*Prepared for the North American Winter Meeting of the Econometric Society, New Orleans, January 2001.
The title of my presentation fSMeasuring the Degree of Intergenerational Altruism by a Heterogeneous OLG
Model with Bequests and Inter Vivos Transférdzor their valuable comments and suggestions, | would like
to thank José-Victor Rios-Rull, Andy Abel, Richard Rogerson, and Deborah Lucas. | am responsible for any
remaining errors. The analysis and conclusions expressed herein are solely mine and should not be interpreted
as those of the Congressional Budgefi €.



Table 1: The Features of the Two Models

Nishiyama (2000) Present Paper
Intergenerational Altruism One-Sided Two-Way
Lifetime Uncertainty 3 or 4 Periods 3 or 4 Periods
Fertility Shock None 0 orn Children
Bequests Altruistic and Accidental  Altruistic and Accidental
Inter Vivos Transfers None Two-Way (Altruistic)

In my previous paper (Nishiyama, 2000), | developed a heterogeneous agent overlapping
generations model with altruistic and accidental bequests, and | measured time preference
and parental altruism in the U.S. economy. That model considered both parental altruism
and lifetime uncertainty, and it captured the strategic behavior between a parent household
and its child households by assuming a Nash game. The result of the calibration showed that
a parent household, on average, cares about its adult child households roughly 30 percent
less than it cares about itsélf.

However, several panel data sets (e.g., Gale and Scholz, 1994) showfiaaymumber
of inter vivos transfers between a parent household and its child households, which the pre-
vious model did not consider. This simfadiation is justied if the capital market is perfect.

But, if a borrowing constraint exists, then it is also biécial for an altruistic parent house-
hold to make transfers before it dies. Also, the possibility of adult child households making
gifts to their parent household affects both of their life-cycle saving schedules.

If we relax the model to allow households to make inter vivos transfers in each period,
how will the wealth accumulation and distribution in the United States change? This paper
extends the heterogeneous agent overlapping generations model by adding two-way inter-
generational altruism, lifetime uncertainty, a fertility shock, and borrowing constraints, and
it measures time preference and intergenerational altruism through the calibration of the
model to the U.S. economy (see Table 1). The paper also analyzes, based on the obtained
parameters, the effect of bequests and gifts on wealth accumulation and inequality.

One of the features of this extended model is that it involves both famténhorizon
economy (with borrowing constraints) and a pure life-cycle economy as two opposite cases.
It is likely that the economy has imperfectly altruistic households, and it can be shown as an
economy located between those two extremes.

Similarly to the previous paper, the main parametersme preference and two-way in-
tergenerational altruism- are obtained simultaneously. This is done through the calibration
of the model so that the steady-state equilibrium is consistent with the key statistics observed
in the United States: the capital-output ratio and the relative sizes of bequests and inter vivos
transfers. For the steady-state economy to be consistent, a parent household would have to
consider the future utility of its adult child households about 20 percent less than it considers
its own future utility? But, the parent household is actually less willing to make inter vivos

YIn that calibration, | included a half of inter vivos transfers to children or grandchildren in bequests from
parents to children as disguised bequests to avoid estate taxes.
2The discount rate is lower in this paper than in the previous one (20 percent instead of 30 percent), partly



transfers to its adult child households, discounting the current utility of its adult children by
more than 50 percefit.

The model also replicates the wealth distribution of the United States fairly well. The
Gini coeficient of wealth distribution of the baseline economy turns out to be ¢. 78\,
the share of wealth of the top 1 percent of households is 14.6 percent in the model, still lower
than the 29.6 percent in the d&tZhe effects of bequests and inter vivos transfers on wealth
distribution are not very large. Under the parameter setting in this paper, those transfers, in
total, increase the inequality in a closed economy, but decrease it in a small open economy.

The rest of this paper is laid out as follows: Section 2 discusses previous literature about
bequests and inter vivos transfers, Section 3 describes the economy and the extended model,
and Section 4 shows the calibration of the model and the obtained main parameters. Section
5 uses policy experiments to examine the effects of altruistic and accidental bequests as well
as inter vivos transfers on wealth accumulation and inequality, and Section 6 concludes the
paper. The appendixes to the paper explain the algorithm of computing household decision
rules and the welfare measures.

2 Previous Literature

In this paper, | construct an altruistic model of bequests and inter vivos transfers based on the
strategic behavior between a parent household and its adult child households and measure
the degrees of altruism between those households. To my knowledge, except for Nishiyama
(2000), few analyses try to measure the degree of intergenerational altruism using a dynamic
general equilibrium model.

Lord and Rangazas (1991) used a partial equilibrium model to evaluate the effect of be-
guests on wealth accumulation by explicitly assuming their altruistic parameter to be unity,
i.e., parents care about their descendants as much as they care about themselvelsn+uster,
rohoraglu, andimrohorgjlu (1999) introduced lifetime uncertainty and inter vivos transfers
as well as bequests to their dynamic general equilibrium model, but they assumed perfect
risk sharing between parents and children. De Nardi (1999) introdutedr glow’ be-
guest motive to her dynamic general equilibrium model and chose the parameters to create
a reasonable size of bequests. But, since her model does not consider the state of recipients
(child households), it cannot measure the degree of parental altruism exactly.

The Share of Transfer Wealth. Many other papers have tried to measure the shares of
life-cycle wealth and transfer wealth. On the one hand, Kotlikoff and Summers (1981) con-
structed a measure of transfer wealth and showed that it accounts for at least 80 percent of
total wealth in the United States. On the other hand, Modigliani (1988) and others estimated

because | distinguish the elderly households with and without children in this paper.

3The parent household may behave as if it is less altruistic when its adult child households are relatively
young, so that the parent will not discourage the children from working. | will discuss this result more in Section
6.

“For example, according to the 1989 wealth data from the Panel Study of Income Dynamics (PSID), the
wealth Gini coeficient of married households is 0.71.

5See Diaz-Giménez et al. (1997), Table 6.



that the share of bequeathed wealth is at most 20 peta@ate and Scholz (1994) examined
inter vivos transfers, college expenditures, and trusts and life insurance purchases, and they
concluded that intentional transfers account for at least 20 percent of total wealth and more
than 50 percent if bequests are included.

Those estimates have two limitations, howeVest, the transfer wealth measure is sen-
sitive to the assumption of a steady-state interest rate and growttsegtend, even if we
know the exact share of transfer wealth, we still cannot estimate to what extent national
wealth would be reduced if there were no intergenerational transfers. For example, if a 100
percent estate tax were introduced to eliminate all bequests, forward-looking child house-
holds would increase their life-cycle savings because they would not expect bequests from
their parents.

Intergenerational Transfer Motives. Other papers have examined to what extent bequests
are intentional or accidental, and if they are intentional whether bequests and inter vivos
transfers are altruistic, $edh, or strategic. Hurd (1987) compared the dissaving pattern of
old households with children with that of households without children and concluded that
bequests are mostly accidental. Wilhelm (1996) showed that parents tend to leave equal
bequests to each of their children even if the chiltsexarnings differ sigficantly, and he
concluded that bequests are not altruistic.

In contrast, Menchik and David (1983) showed that elderly households do not dissave
and concluded that bequests are intentional. Bernheim (1991) used the same data set as Hurd,
the Longitudinal Retirement Household Survey, and concluded that bequests are intentional.
According to Bernheins paper, households adjust their level of bequeathable wealth by
reducing their private annuity or increasing their life insurance when their public pension
increases.

Altruistic Hypotheses. This paper considers both intentional transfers (bequests and inter
vivos transfers) and accidental bequests due to lifetime uncertainty. Regarding the question
of whether the intentional transfers are altruisticfish| or strategic, this paper assumes that
intentional transfers are motivated by altruism, although a part of bequests and gifts may be
sefish or strategié.

One of the main criticisms of the altruistic bequest model is that bequests are in many
cases divided equally by parents even if the earnings of their children diffefisartly.
According to Wilhelm (1996), 76.6 percent of parents divided their estates almost equally
(within +2 percent). This does not contradict the altruistic model, however, if we consider
the psychic cost of making unequal bequests. Stark (1998) introduced the notion of the
“relative deprivatiotiin childreris utility function to show that the equal division of bequests
and the altruistic bequest model are not mutually exclusive.

6See Modigliani (1988) for several estimates of others. The difference between those two conclusions is due
in part to different dénitions of transfer wealth and bequeathed wealth.

"To what extent the savings of child households would change depends partly on how the government would
use the revenue from a 100 percent estate tax on accidental bequests.

8Sefish bequests are sometimes callgy-of-giving” bequests ofbequests-as-consumptivmlso, “warm
glow” bequests belong to that category. Strategic bequests are sometimesgiétHexchangé& bequests. Inter
vivos transfers may be due to risk-sharing arrangements between households.



Another criticism of altruistic hypotheses is that inter vivos transfers from parents to chil-
dren do not completely compensate for the income changes of parents and children. Altoniji,
Hayashi, and Kotlikoff (1997) showed that parents increase transfers by only 13 cents when
their income increases by one dollar and that of their children decreases by one dollar. But, in
the presence of asymmetric information about chiltrevorking ability and efforts, it may
be optimal for parents to offer the partial insurance on childgrémcome shocks to avoid
moral hazard. In fact, empirical analyses by Altonji et al. (1997) and Wilhelm (1996) show
that inter vivos transfers and bequests, respectively, are decreasing in the recipoemhe
and imply that intergenerational transfers are at least partially motivated by altruism.

Implicit Insurance Contracts. Intergenerational transfers may be motivated by the in-
come shock and lifetime uncertainty of households in the absence of perfect insurance and
annuity markets. Even if parents and children are not altruistic toward each other, it is bene-
ficial for them to make a risk-sharing contract if they can avoid enforceability problems and
adverse selection. But, if parents and children are not altruistic at all, the sum of insurance
payments should be close to that of insurance fisné\ccording to Gale and Scholz (1994),

inter vivos transfers from parents to children are about ten times larger than those from chil-
dren to parentdf we consider other transfers- such as bequests, trusts, and life insurance

— that difference becomes much larger.

Those net transfers from parents to children are not explained solely by the risk-sharing
motive. Also, for the implicit annuity contract between parents and children, it is enough
to distinguish accidental bequests from other intentional transfers. This is because the price
of the annuity that parents have to pay is, on average, not very different from the amount of
accidental bequests.

Strategic Bequest Motive. Parents may want to keep their wealth in a bequeathable form,
even in the presence of perfect annuity markets, to attract their chiddattention (e.g.,
Bernheim, Shleifer, and Summers, 1985). In that case, pafeeqsiests and other transfers

to their children are the payments for their childseservices, such as telephone calls and
visits? But, as | mentioned before, Wilhelm (1996) showed that a majority of bequests
are divided equally. Also, Behrman and Rosenzweig (1998) showed that the relationship
between the amount of bequests and the number of visits across children is riixtasigni

and rejected the framework in which parents use threats of disinheritance to elicit more visits
from their children.

3 Model

This section describes a four-period heterogeneous agent overlapping generations model with
bequests and inter vivos transfers. The model differs from the previous one (Nishiyama,
2000) in the following three ways. First, child households are also altruistic toward their
parent househojdecond, both a parent household and its child households make inter vivos

®Strategic bequests and altruistic bequests are not mutually exclusive because parents may value telephone
calls and visits by children only when the parents are altruistic.



transfers based on their degrees of altruism and an estate and gdinththird, a house-

hold receives a fertility shock, i.e., some households hawhild households and others
have none. Similarly to the previous model, this model considers both altruistic and acciden-
tal bequests. Also, households in the same dynasty behave strategically to determine their
consumption, working hours, gifts, and savings.

3.1 Two-Way Intergenerational Altruism

Before moving on to describe the modelfiist want to show how to measure the degree
of intergenerational altruism, using a simple two-period overlapping generations economy
without uncertainty and population growth.
When there is no altruism, the lifetime utility of a generatiphousehold, which lives
two periods, is shown as

u? = u(c]) + Bu(c), 1)

whereu(c!) denotes instantaneous utility from the consumption atiaged 3 is a usual

time preference parameter of this household. Suppose that a child household (a generation
g + 1 household) is born to the household at the beginning of age 2 and that a household is
altruistic toward its descendants with a discount fagtper generation. Then the total utility

of a household of generatignis defined as the ifinite sum of the lifetime utility of each
generation, i.e.,

OF = w4 (@) w + (F0)* w4 () P
u! + (8n) UF T,
wheren > 0 andj3n < 1. Using (1), we can arrange this total utility as thémite sum

of instantaneous utility of the dynasty, which is a combination of a parent household and its
child household, i.e.,

07 = w(e)+ 8 Y (8 {ule™) + nu ()}
i=0

The total utility of a generation household of age 2 is also shown as

0§ =3 (Bn)' {ules™) +nu ()}
i=0
In this papery, is the degree of parental altruism because it shows the relative importance of
the adult childs utility to its parent household.
Suppose that the degree of parental altruism differs when the parent is degeaskd
when the parent is alivg,. The total utility of an age 2 parent househdl, becomes

U = {u(c) +nou ()} +Bn UL )

In other words,;, represents the paréstinter vivos transfer motive ang represents its
bequest motive.



Suppose that the child household is also altruistic toward its parent household with a
discount factop. | call p the degree of the child altruism toward its parent household. The
total utility of this agel child household is written as

ot = {puld) +u ()} +pUEH,

where the regularity condition js> 0,7 > 0,1, > 0, pny < 1,andgn < 1.

Notice that the discount factor of the parent household on its’shiliity from age 1 to
age 2,6n/ny, is different from the chilts own discount factof. Still, equation (2) shows
that this is a time consistent probléefh.

Whenpn, = 1 andr, = 7, we havel’{ = nU?™", and this model becomes arfiirite
horizon model (a dynasty model) as long as inter vivos transfers are allowed. But, when
p =n = ny = 0, this model becomes an overlapping generations model (a pure life-cycle
model) in which households are completelyfisél.

In this paper, | do not use the model wittwo-sided altruism, in which the total utility
of a household can be nested toward both its ascendant side and its descendant side, to avoid
the complexity from thé&hall of mirror” effects!! In other words, a household does not care
about its ascendants that have already died.

This simplfication is justiied for the following reasons: First, in this setting, the model
involves both an ifinite horizon model and a pure life-cycle model as two polar cases, and
this is enough to analyze the Ricardian Equivalence proposition. Second, in Section 4, | will
show that the parameteris very small, and the difference between the results from this
model and &two-sided altruism model is negligible.

3.2 Economy

The model is based on a standard growth economy that consists of a large number of house-
holds, a perfectly competitivérm, and a government. Each household is assumed to act as
a single persof?

In each period, new households are born without any wealth. The life span of each
household is either three or four periods. One period in this model corresponds to 15 years
starting from the actual age of 30. A household dies either at the end of age 3 or at the end
of age 4. When a household reaches age 3; @hild households of age 1 arborn” with
probability £, and the former becomes a parent household (See Figure 1).

When a household is age 1 or 2, its working ability (labor productivity) at each age is
stochastically determined. It receives labor income (earnings) according to the market wage
rate, its working hours, and its working ability. A household of age 3 or 4 is assumed to

*The total utility of a generatio parent household i = >°> (8n)° ™ {u(c3) + nou (™)},
and the total utility of its child household (generatign+ 1) is U{*' = {pu(c)) +u(c{*")} +
BT ([5‘77)5‘9‘_1 {u(c;) +mou(citt)}. Whenn, # 7, there is a cofiict of interests between the par-
ent household and its child household about the &hitdnsumption. Still, this model can be solved as a time
consistent problem.

UHere, | use the terrfitwo-way’ altruism to distinguish it fronttwo-sided altruism. For‘two-sided altru-
ism, see Kimball (1987).

12|n the calibration of the model, a household is assumed to be a married couple, but their decisions are made
jointly. Also, there is assumed to be no strategic interaction between siblings.



Figure 1: The Life Cycle of a Household

Age 1l Age 2 Age 3 Age 4
(30-44) . (45-59) . (60-74) . (75-89)
I U I L
A household T It becomes It dies with It dies with
is ‘born.’ Its parent dies a‘parent’  prob. 1. prob. 1.
with prob. 1-A. (its children
are ‘born’)
Its parent dies  with prob.&.
with prob. 1.

be retired. Though it can work at home to produce a limited amount of consumption goods
and services, its working ability is assumed to be low and deterministic. A household can
hold only one kind of assets. It receives capital income according to its wealth level and the
market interest rate. The wealth of each household must be nonnegative.

A household pays federal income tax according to its total income. A household that
inherits any wealth from its parent also pays federal and state estate Yaxeaddition, a
household of age 1 or 2 pays payroll tax for Social Security and Medicare. A household of
age 3 or 4 receives Social Security btse The Social Security system is assumed to be the
defined bengt type and, for simplicity, the size of the bdtiés assumed to be the same for
all households.

At any time, there are two types of dynastiesthe dynasties with both a parent house-
hold and its child households (Type I), and the dynasties without any overlapping generations
(Type 11). Figure 2 shows two types of dynasties in this economy. Every parent household
is assumed to be equally altruistic and cares about its child households. In Type | dynasties,
both a parent household and its child households are altruistic, but to a different extent.

Beginning-of-period wealth of a parent household and its child households, and the work-
ing ability of the child households, are known to each other. A parent and its children choose,
simultaneously, their own optimal consumption, working hours, gifts (to each other), and
end-of-period wealth.

3.3 Households Problem

For Type | dynasties, the state of each dynasty is shown by the ages of a parent household
and its child household§3,1) , (4,2)}, the beginning-of-period wealth of the paregtc

A = [0, anmax) @nd that of its childrem;, € A, and the labor productivity (which determines
hourly wage) of the childres;, € E = [Enin, Emax] - FOr Type Il dynasties, the state of

each dynasty is shown simply by the age of a housef@ld, 4}, the beginning-of-period

3In the baseline economy, the gift tax on inter vivos transfers is not considered and the tax rate is assumed to
be 0 percent. A couple (two parents) can avoid the federal gift tax on gifts of up to $20,000 per child per year.



Figure 2: Two Types of Dynasties

Type | (= 2)
NN, Type Il (i = 2, no parents

Generation O: | i ( . J .
L W X )/\./ﬁ/ Type ll (=3 or4
Generation 1: f T T i i ’
u X J /\/_74 no childrer)

Generation 2: Type I Q — 1) |\\/|v /X ¢ )I
Generation 3(not born) \-/IUI I 1

wealtha € A, and the working abilitye € E. But, for the households of age 3 or 4, since
their working ability is assumed to be deterministic, their states are shofu -a$ instead
of (a,€). In the calibration, the working ability of ageey, ; or e;, is a member ofe}, e?, e?
for households of age 1 or 2, and it follows a Markov process.

For notational simplicity, les; ands;; denote the states of a Type | dynasty and a Type
Il dynasty, respectively, where

851 = (ap7ak7€k)7 811 = (ave) or (a7_) .

Then the value function of a Type | household of age denoted as; ; (s7), and that of a
Type Il household of ageis denoted as;;; (s17)-

3.3.1 Type | Households

An Age 3 Parent and Its Age 1 Children. Letc,, hy, g,, anda;, denote the parent house-
hold’s consumption, working hours, inter vivos gifts to its child households, and the end-of-
period wealth level, respectively. Similarly, let, 2k, gx, andaj, denote each of its child
householés consumption, working hours, inter vivos gifts to the parent household, and the
end-of-period wealth level, respectively. Also, €} denote the parent househ@donjec-

ture about its child househofddecision» denote the number of child householdgienote

the survival rate at the end of ager3denote the rate of return on the capitaldenote the
wage rate per étient unit of labory denote the growth rate of the economy(.) be a fed-

eral income tax function; ¢(.) be a payroll tax function for Social Security and Medicare,
Tr(.) be a federal and state estate and gift tax function, tapg denote Social Security
bendits.



The value function of an age 3 parent household is shown as

vrs(sr; @) = e, {U(Cpa hp) + no nu(ck, )
+BE vrals)) + (1= N nnvis(sh) lex] } (3)
subject to
a, = ﬁ {wephy +(1+7)ap +trss — Tr(rap) —cp
—(gp —ngr)} =0, (4)

wheres; is the state of this dynasty,

S5 = (ap707ek)v

®,. is the pareris conjecture of its child householddecision,

(I)k = (Ck7 hkvgk7 a?@)7

and the law of motion of the state of this dynasty is
sy = (ap, ah, e )

shy = <a§€+a;/n—TE (a}/n),e'). (5)

The parent household chooses its optimal consumpfjpworking hours (housework
only) h,, inter vivos transferg,, and end-of-period wealth level (normalized by the eco-
nomic growth)a;,, taking the decision of its child householdg; as given. It discounts the
utility of each ofrn child households by, when it is alive. At the end of age 3, the parent
household dies with probability — A. The value of this household at the beginning of the
next period is the weighted average of its own future vajug(when this household is alive)
and itsn childreris future valuex vy; » discounted by) (when this household is deceasét]).
The termE [ . | ex] denotes a conditional expectation given that the current working ability
of an age 1 child householddsg, i.e.,

E [vra(sy)lex] = /EUIA(S/I) m1,2(e), | ex) ey,

wherem »(€) | er) is a conditional probability of the working ability being, in the next
period. The equation (4) is a budget constraint of this parent household, where gy,
denotes the net gifts given to its child households. In the baseline economy, gift tax is not
considered. When the parent household dies, its end-of-period wgattlsplit equally and
bequeathed to each afchild households.

%I this model, | assume that the utility the parent household receives from its child households is linear in
the number of child households.

10



Let &, denote the child househd#dconjecture about its parent houser®ldecision.
The value function of an age 1 child household is shown as

vrai(sr; ®y) = ck,;?,}f;f,a; {u(ck, hi) + pntu(cp, hy)
+BE Nvra(sy) + (1= N vrra(sir) | ex] | (6)
subject to
a, = ﬁ{w exhi + (L +7)ap — Tr(weghy +rag) — Ts(weghy) — ¢
—(gx —gp/n)} 20, (7)

where®,, is the childs conjecture of its parent househsldecision,

(I)p = (Cp7 hp7 9p; a;),

and the law of motion of the state is (5).

The child household chooses its optimal consumptigrworking hourshy, inter vivos
transfersy;, and end-of-period wealth leve},, taking the decision of its parent household
&, as given. It discounts the utility of its parent householdpbyThe value of the child
household at the beginning of the next period is the weighted average of its own future value
when its parent is aliveyr 2, and its future value when its parent is deceaseg;. The
equation (7) is a budget constraint of this child household, @nd g, /n denotes the net
gifts given to its parent household.

Let d, andd;, be the set of decisions of a parent household and each of its child house-
holds, respectively, i.e.,

dp = (vahpvgpaa;))a dk = (Ck,hkygkyak)-
Solving equations,
Ry (dg;sr) =dp,  Ri(dpssy) = dg,

whereRs (dy; sr) andR, (dy;sy) are the best response functions of a parent and its chil-
dren, respectively, Nash equilibrium decision rules are obtained as

dri(sr) = (cri(sn), hr(sn), gri(sr) aj i(s1) )

fors; € A% x E,wherei =3 or1.

An Age 4 Parent and Its Age 2 Children. An age 4 parent household is assumed to die at
the end of this period, and its child households become parent households with probability
£ at the beginning of the next perio8o, the value function of an age 4 parent household is
shown as

vra(sr;®) =  max {u(cp,hp) + ng nu(ck, hy)
cp,hp,gp,ay,
+B8nn B [Eora(sh) + (1= ) vrrs (S) lex] | 8

11



subject to (4), where the law of motion of the state is

s = (aj, + ap/n — Tr(ay/n), 0, &),

Spp = (ak +ap/n—Ti(ay/n),—) . ©)

The parent household considers its childseralue at the beginning of the next period, which
is the weighted average efv; 3 (when the child household becomes a parent)ang 3
(otherwise), discounted by'®> Similarly, the value function of an age 2 child household is
shown as

vra(sr; ®p) = max {u(ck, hi) + pn_lu (cp, hp) (20)

Cr e, Gk, 0,
+BE [Curs(s)) + (1—€) virs (sr) ex] |

subject to (7), where the law of motion of the state is (9).
The decision rule of an agehousehold is obtained as

dri(sr) = (era(s) huilse),gra(sn). afi(s1)

fors; € A% x E, wherei = 4 or 2.

3.3.2 Type Il Households

The value function of an age 2 household without its parent household is simply

1}[[,2(8[[) = %&gg {U(C, h) -+ ﬁE [51}[73(811) -+ (1 — 5) ’UII,3 (S/II) |6] } (11)
subject to
a = —1‘51‘M {weh+ (1+r)a—Tp(weh+ra)—T1g(weh)—c}t >0, (12)

where the law of motion of the state is
S/I:(a’,7 07 e?ﬂ)? S,II:(CL,7 _)

The value function of an age 3 household without its child households is

U[[,g(S[I) = gla;g {U(C, h) -+ ,6)\1)[[,4 (SIII) } (13)
subject to
a/:%{weh—l—(l—l—r)a—l—trgg—ﬁr(ra)—c}20, (14)
I

where the law of motion of the state is

S/II:(alv _)’

5T0 avoid introducing grandchildren into the model, | assume that a household does not know whether it will
be a parent household until the beginning of age 3.
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Finally, the value function of an age 4 household without its child households is

vrra(sir) = ir}baggu(c, h) (15)

1Yy

subject to (14).
The household chooses its optimal consumptioworking hoursh, and end-of-period
wealth leveld’. The household decision rules are obtained as

drri(sir) = (CII,i(SII)a hiri(srr), a/II,i(SII)>

fors;r € Ax Eandi € {2,3,4}.

3.4 The Measure of Households

Let z; ;(s;) denote the measure of Type | households ofiage{1,2}, and letz;; ;(s;r)
denote the measure of Type Il households of age {2,3,4}.1° Also, let X} ,(s;) and
Xr1.:(sr) be the corresponding cumulative measures. The population of age 1 child house-
holds is normalized to be unity, i.e.,

/ dXLl(S[) =1.
A2xE

Let1;,_,; be an indicator function that returns Lif= y and O ifa’ # y. Then, the law
of motion of the measure of Type | households is

A
! ! _ /
901,2(51) =1 "y /42><E 1 [a;:a,lyg(sl)] 1 [a;c:all,l(sf)] 71'1,2(6% | ek) dXI,l(SI)7 (16)
and
! —
zpa(sp) = (1+v) { /Amﬂ Yay—a) y(s0)+a) 4 (s1)/m—rs (a) 4 (s1)/n)]
X 7'('271(69f | ek) dXI,Q(SI)

+ ma1(€) | e) dXH,z(SH)} . (17)

i =y (o)

The law of motion of the measure of Type Il households is

/ ’ . 1-—AX X
.%'II,Q(SH) 14w {/42><E [a/:a’l.l(sI)+a'I’3(sI)/n_7—E (a,153(51)/n)]
x m12(e’ | ex) dXI,l(SI)}, (18)
/ / . 1— 5
I'II,S (SII) - 1 + v /AZXE 1 [a’:alI,Q(SI)JFO”I,AL(SI)/TL*TE (0’1154(5[)/71)] dXI,Q(S])
+ AXE 1[0/20’/11,2(511)] dXII72(SII)} ” (19)

BFor Type | households, since the number of child households per parent houselned i®n, we dorit
need the measute ; (s;) fori = {3,4} .
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/A I SII dX ’ ( )’
v a’ aII ,3( ) 11,3 511

The steady-state condition is

rrra (8hy) =

a7 (1) = wra(sy) forie {1,2},
x,]Li(S]]) = l’]Li(S]]) fori e {2,3,4}, (20)

foralls; € A2 x Eands;; € A x E.

3.5 The Firm’s Problem

There is only one perfectly competitifiem in this economy. In a closed economy, the stock
of fixed capitalK is equal to the sum of total private wealth and the government net wealth
W,. Total labor demand. is equal to total labor supply of households ifi@éncy units.

2 4
K = Z/ (ap/n—i—ak) dXI,i(SI) —I—Z/ adX]Lz’(S]])“‘Wg, (21)
io1 JAZXE i—p JAXE

2
L = ;/Aw (ephriva(sr)/n+ephri(sr)) dX (sr)

4
+/ ehrro(srr) dXrra(sir) +Z/ ehrri(srr) dXrri(srr)- (22)
AxE i—3 A

In a closed economy, the gross national produds determined by a production function,
Y = F(K, AL).

The prdit maximizing condition of théirm is
r+8=Fg(K,AL), w(l+7y) =FL(K,AL), (23)

where¢ is the depreciation rate of capital anglis the marginal payroll (Social Security and
Medicare) tax rate.
In a small open economy, the gross national pro@igds ddined as

Ys=rK+wl,

whereK is the sum of total private wealth and the government net wealth; @ndw are
international factor prices.
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3.6 The Governments Policy Rule

Government tax revenue consists of federal incomeiaxpayroll taxTs, and federal and
state estate taxds;. These revenues are calculated as follows:

Tp = ;/AQXE {tr(ray) /n+71r (wephri(sr) +rag)} dXr(ss)

+ Tr(wehrra(sir) +ra) dXrra(sir)
AXE

4
+Z-Z3/47-F (ra) dXyri(srr), (24)

2
Ts = ;/AQ“E Ts (wey hri(sr)) dXr;(sr)

+ Ts(wehrra(sir)) dXrr2(sir), (25)
AXE
Ty = (1-)) 71 (afs (1) /n) dX11(s1)
A2xE
+ TE <a'L4 (S[) /n) dX[,Q(SI)
A2xE
+(1=2) /A ars (s1r) dXpr3(sr). (26)

For simplicity, the wealth left by Type Il households is assumed to be included in estate
tax. Total tax revenue is the sum of these three tax revenues and Social Security tax from
employers, i.e.,

T=Tp+2Ts+ T

The law of motion of the government wealth (debt if it is negative) is
1
Wg/:w—_’_y{(l—FT)Wg—I—T—Cg—tT‘SSNOLD}, (27)

whereC|, is government consumption anéb . p is the population of households of age 3 or
4, i.e.,

1 A
N, =—11 .
OLD n<+1+y>
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3.7 Recursive Competitive Equilibrium

The ddinition of a steady-state recursive competitive equilibrium (which is also a Markov
perfect equilibrium) of this model is as follows:

Definition 1 Steady-State Recursive Competitive Equilibriuroets; ands;; be the state
of a Type | dynasty and that of a Type Il dynasty, respectively, where

s; = (ap,ax,er), s = (a,e)or (a,—).

Given the time invariant government policy rules,
W = {7p(.),78(.),TE(.),trss, Cq, Wy} ;

factor prices;~ andw;, the value functions of households,
{vr, (SI)}?:l and {vrr; (SII)}?:Q ;

the decision rules of households,

4 4
{Cl,i (s1),hri(s1),gr,i(s1), aII,i (s1) } 1 and {CII,z' (srr),hir(sir), alH,i (sr1) }

. i
1= i=2

and the measures of dynasties,
{2r: (s1)}7, and {zrr; (811) )5y

are in a steady-state recursive competitive equilibrium if, in every period,

1. ahousehold solves the utility maximization problem~@)1), taking its counterpdst
(either its pareris or childs) decision as given,

2. thefirm solves the priot maximization problem, and the capital and labor markets
clear, i.e., (21)- (23) hold,

3. the government policy rules satisfy (24§27),
4. the goods market clears, and

5. the measures of dynasties are constant, i.e., (20) holds.

4 Calibration

The four main parameters- the degree of time preferengeand those of parental altruism

and childs altruism,n, n,, andp — are determined simultaneously so that the steady-state
equilibrium of the model replicates the U.S. economy in terms of four key statistics: the
capital-output ratio and the relative sizes of bequests and two-way inter vivos transfers. The
functional forms and other parameters are chosen so as to be consistent with macroeconomic
and cross-section data in the United States.
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4.1 The Choice of Functions and Parameter Values

The model uses the following Cobb-Douglas utility function with constant relative risk aver-
sion (CRRA),

a/pmax _ }, \l—« 1*7_
S

and the Cobb-Douglas production function,

F(Ky, ALy) = K (AtLt)lie )

where4; = e#*A andL; = e¢"'L. Table 2 summarizes the choice of parameters. The model
also uses a progressive federal income tax function and a progressive estate tax fnction.
The working ability in this model corresponds to the hourly wage of each household. Three
levels of abilitye®, e?, ande? and their probabilitieg’ andp? are chosen so that the earnings
distribution is consistent with the U.S. data. The correlation of hourly wages of age 1 and
age 2 is assumed to be 0.80, and that of an age 2 parent and an age 1 child is assumed to be
0.40%8 For the fertility shock, | simply assumed that 90 percent of households have about
three children and that 10 percent of households have no chitéiféor more details about

the choice of functions and parameter values, see Sections 3.1 to 3.3 in Nishiyama (2000).

Table 2;: Parameters

0.765
2.0

Share Parameter for Consumption «Q
Coeficient of Relative Risk Aversion  ~y

Capital Share of Output # 0.32
Depreciation Rate of Capital Stock 6 0.046*
Long-Term Real Growth Rate p 0.011*
Population Growth Rate v 0.010*
Survival Rate at the End of Age 3 A 0.546
Fertility Rate at the Beginning of Age 3¢ 0.9

* Annual Rate

4.2 Target Variables

The target value of the capital-output ratio is 2.81. The capital stock used here is measured
by ‘fixed reproducible tangible wealtiminus‘durable goods owned by consumerEhese

data are taken from the Survey of Current Business (1997). For the output data, the nominal
gross domestic product is used. So, the average capital-output ratio in 1990-96 is 2.81.

"Based on the formula by Gouveia and Strauss (1994).

8| this calibration, education spending paid by parent households is not included in inter vivos transfers,
since the model does not consider the households of age 29 or younger. The correlation of hourly wage of the
parent household and its child households, 0.4, is partly due to the parental investment in the’sisittheling.

¥This setting makes the population growth rate 1 percent per year.
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For the relative sizes of bequests and inter vivos transfers, the model uses\tidata
from Gale and Scholz (1994) based on the 1986 Survey of Consumer Finance (SCF) in
which each head of household was asked if he or she contributed $3,000 or more to other
households during 1983-85. Table 3 shows the anfioats of intergenerational transfers
and their relative sizes as a percentage of net wé&lth.

Table 3: The Annual Flows of Intergenerational Transfer&ale and Scholz (1994)

Annual Flow
Transfer Category In Billions of Dollars As a Percentage
of Net Weallth

Support Given to:

Children or Grandchildren 37.74 0.32

Parents or Grandparents 3.44 0.03
Trusts 14.17 0.12
Life Insurance 7.84 0.07
Bequests 105.00 0.88
College Payments 35.29 0.29

*Aggregate net wealth in the 1986 Survey of Consumer Finance was $11,976 billion.

Table 4 shows the target values used in this calibration. First, both trusts and life insur-
ance are included in bequests from parents to children. The relative size of bequests becomes
1.06 percent of total private wealth. Second, the gifts to grandchildren are included in the
gifts to children, and the gifts to grandparents are included in the gifts to parents. Then, the
relative size of the inter vivos transfers from parents to children becomes 0.32 percent and
that from children to parents becomes 0.03 percent.

Table 4: Target Variables and Values on Bequests

As a Percentage  Adjusted

Transfer Category of Net Wealth (x17/20.8)

The Annual Flow of Bequests, Trusts,

Life Insurance, and a Part of Gifts 1.06 0.87
Inter Vivos Gifts to Children 0.32 0.26
Inter Vivos Gifts to Parents 0.03 0.02

*Adjusted to remove the effects of the supplemental high-income subsample of the SCF.

According to the estimate by Gale and Scholz, the stock of inter vivos transfers as a
percentage of net wealth declines from 20.8 percent to 17 percent if they do not include
the supplemental high-income subsample of the SCF. To avoidftnerice of very wealthy

DExcerpted from Table 4, p. 152, Gale and Scholz (1994), and rearranged.
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households, the same rate of reduction is simply applied thavedata. The second column
of Table 4 shows the target variables used in this calibration.
4.3 Obtained Main Parameters

Table 5 shows the main parameters obtained through the calibration. For the altruistic pa-
rameters;, n,, andp, thefirst column shows the parameters per recipient and the second
column shows the parameters per donor.

Table 5: The Obtained Main Parameters

Per Recipient Per Donor
Annual Time Preference I} 0.934 8 0.934
Parental Altruism (for Bequests) 7 0.529 nn 0.792
Parental Altruism (for Gifts) Mo 0.323 NN 0.484
Child’s Altruism P 0.025 p/n 0.017

Preference on the Next Generation 337 0069  3Y%n  0.103
Note: 7y (the coeficient of relative risk aversion) = 2.0.

The annual time preference parameteturned out to be 0.934. In other words, the
annual discount rate of a househisldwn future utility is 6.6 percent.

The degree of parental altruism on the chilavell-being after the death of the parent
household; is 0.529. This number shows the relative importance of the future utility of each
of the child households to the future utility of the paremwn household and determines the
level of altruistic bequests. Since a parent household is assumed to have 1.5 child households
in this calibration, the degree of altruistic bequest motive is 0.792 in total. This means that a
parent household cares about its child households 21 percent less than it cares about itself.

The degree of parental altruism on the cHildrell-being while the parent household is
alive ng is 0.323. This number determines the level of inter vivos transfers from a parent
household to each of its child households. Considering the number of child households per
parent household, the degree of inter vivos transfer motive is 0.484 in total.

The degree of chifd altruism on the pareist well-beingp is 0.025. This calibration
considers only tangible gifts and bequests. Since the arffayalof inter vivos transfers
from child households to their parent household is only 0.02 percent of total private wealth,
the degree of chil@ altruism turned out to be a very small number. That number would be
higher if we also considered the transfer from child households to their parents in the form
of services.

In the main calibration, the cdéfient of relative risk aversion is assumed to be 2.0.
Table 6 shows the results under different assumptionsfiidm 1.0 to 4.0. Ify were higher
(lower), both the parameter of time preference and the degree of altruism would be lower
(higher) to keep the capital-output ratio and the relative sizes of bequests and inter vivos
transfers at the same level.
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Table 6: Obtained Parameters Under Different Assumptions of

Coeficient of Relative

Risk Aversionry
1.0 2.0 4.0
Annual Time Preference 3 0945 0.934 0.906

Parental Altruism (for Bequests)n ~ 0.707 0.529  0.341
Parental Altruism (for Gifts) ng 0522 0.323 0.127
Child’s Altruism p 0117 0.025 0.001

4.4 The Comparison with Other Dynamic Models

Table 7 compares the obtained parameters with other conventional dynamic models. The
first column shows the result of the model developed in this paper (the extended life-cycle
model) the second, third, and fourth columns show the results of famitia horizon model

with liquidity constraints, an overlapping generations (OLG) model with accidental bequests,
and a pure life-cycle model, respectively.

Table 7: The Comparison with Other Dynamic ModelsObtained Parameters

Infinite Hori- OLG

Extended Pure
. zon Model Model w/ .
Life-Cycle  Liquidity  Accidental e CYele
Model Constraints Bequests Model
Annual Time Preference) 0.934 0.942 0.939 0.946
Parental Altruisn(n) 0.529 1.000 0.000 0.000
Parental Altruisn(7) 0.323 1.000 0.000 0.000
Child’s Altruism(p) 0.025 1.000 0.000 0.000
Capital-Output Ratio 2.81 2.81 2.81 2.81
Bequests 0.87% 2.75% 0.64% 0.00%
Parental Gift§ 0.26% 1.05% 0.00% 0.00%
Child’s Gifts* 0.02% 4.91% 0.00% 0.00%

* Annual Flow as a Percentage of Net Wealth

The model in this paper becomes afinite horizon model with liquidity constraints
when the parameters of altruism are changed to be unity. It becomes an OLG model with
accidental bequests when those parameters are changed to zero. Furthermore, it becomes
a pure life-cycle model when a perfect annuity market is introduced to the economy and
accidental bequests are eliminated.

The infinite horizon model predicts too high a percentage of bequests and inter vivos
transfers. The percentage of gifts from children to parents is especially high compared with
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Table 8: The Comparison with Other Dynamic Modeldnequality

Extended Infinite Hori- OLG Pure
Life-Cycle zon Model Model w/ Life-Cycle u.s.
w/ Liquidity Accidental Datd!)
Model . Model
Constraints Bequests
Gini Coeficients
Earnings 0.610 0.622 0.606 0.605
Earning$?) 0.381 0.400 0.375 0373 ®os51
Income 0.496 0.511 0.496 0.495
Wealth 0.701 0.782 0.687 0.680 (40.78
Share of Wealth (%)
Top 1% 14.6 17.0 13.3 12.9 29.6
Top 5% 30.1 38.0 28.6 28.1 53.5
Top 10% 46.5 57.1 45.0 44.3 66.1
Top 20% 71.0 82.0 69.5 67.8 79.5
Top 40% 93.2 97.7 92.2 92.4 92.9
Top 60% 99.0 100.0 98.6 98.7 98.6
Top 80% 100.0 100.0 100.0 100.0 100.4

(1) Sources: Diaz-Giménez et al. (1997), Tahl®6adrini et al. (1997), Tables 1 & 2.

(2) Households of age 1 and 2.
(3) For household heads ages 35-50.

(4) For married couples only, the number is 0.71 according to the PSID 1989 wealth data.

the U.S. econom$* The overlapping generations model with accidental bequests replicates
the level of bequests fairly well. Of course, it cannot explain any inter vivos trarféfers.

To show the performance of the extended life-cycle model, | also compare the distribu-
tions of earnings, income, and wealth produced by these four models in Table 8.

In the calibration, the distribution of the working ability of a household is similar to

that of the hourly wage of a married couple. The discrepancy between the earnings Gini
coeficient of the model and the U.S. data is partly because the U.S. data include the single
households. The wealth Gini céieient generated by the extended model is 0.701, which

is lower than that of U.S. data (0.78) but almost the same as that of married couples in the

ZHowever, the 4.91 percent predicted by thriite horizon model may not be too high if we consider services
such as informal eldercare.
22The results under different assumptionsyadre as follows:

Infinite Horizon OLG Pure Life-Cycle
Y Y Y
1.0 4.0 1.0 4.0 1.0 4.0
8 0.950 0.920 0.950 0.912 0.953 0.920
Bequests (%) 3.07 259 050 069 0.00 0.00
Parental Gifts (%) 111 1.02 0.00 0.00 0.00 0.00
Child’s Gifts (%) 5.34 469 0.00 0.00 0.00 0.00
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Panel Study of Income Dynamics (PSID) data (0.71).

If we look at the wealth distribution, thefimite horizon model seems to best explain the
inequality. The top 1 percent and 5 percent shares of wealth are, however, still much lower
than those of the U.S. data. But, the extended model explains the wealth shares of the top
40 percent, 60 percent, and 80 percent of households better thafitiite imorizon model.

Also, it produces better wealth distribution compared with the two overlapping generations
models (the OLG model with accidental bequests and the pure life-cycle model).

The results also imply that both the bequest motive and the inter vivos transfer motive
tend to intensify inequality. For example, if we compare tHmite horizon model with the
pure life-cycle model, the wealth Gini cdglient in the former is higher by about 0.1 than
in the latter. But those intergenerational transfers and life-cycle savings cannot fully explain
the skewness of the wealth distribution in the United States if we look at the top 1 percent
share of the household wealth. We need to add some other forms of assets, such as chunky
assets as well as risky assets.

5 Policy Experiments

In this sectionfirst, a 100 percent estate and gift tax is introduced to the economy to show

the effects of altruistic bequests and gifts on wealth accumulation and inequality. Next, a
perfect annuity market is introduced to show the role of accidental bequests due to lifetime
uncertainty. Finally, both a 100 percent estate and gift tax and a perfect annuity market are
introduced to show the total effect of intergenerational transfers.

5.1 A 100 Percent Estate and Gift Tax

How much would national wealth be reduced if altruistic bequests and gifts were eliminated?
How would the distribution of income and wealth change? In this experiment, the tax rate
was raised to 100 percent on both bequests and gifts. Government expenditure and wealth
level were assumed to be unchanged, and the increase in tax revenue (from a 100 percent tax
on accidental bequests) was transferred to all households in a lump-sum manner. The results
are shown in Table 9.

If there were no altruistic bequests and gifts, national wealth would be reduced by 11.1
percent in a closed economy and 16.4 percent in a small open ecéhdmg.closed econ-
omy, the interest rate would rise by 1 percentage point.

Earnings inequality would be slightly lower because the estate tax would discourage
high-income households from working. Income and wealth inequalities would not change in
a closed economy but would be higher in a small open economy. This happens because of
the lump-sum transfers. Low-income households would save less as the lump-sum transfer
increases. The share of the wealth held by the top 1 percent of households would fall from
14.6 percent to 13.5 percent in a closed economy and to 14.2 percent in a small open econ-
omy. That result implies that altruistic bequests and transfers account only slightly for the
skewness of wealth distribution in the United States.

ZIn a small open economy, the interest rate and the wage rafixegeat the levels of the baseline economy.
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Table 9: When a 100 Percent Estate and Gift Tax Is Added to the Economy

Baseline Closed Small Open
Economy Economy Economy
%A National Wealth —-11.1 —16.4
%A Labor 0.2 0.5
%A GNP —-3.6 —-4.9
A Interest Rate 1.0 no change
%A Wage Rate —3.7 no change
Gini Coeficients
Earnings 0.610 0.605 0.605
Earnings (Ages 1 & 2) 0.381 0.373 0.374
Income 0.496 0.498 0.510
Wealth 0.701 0.700 0.712
Share of Wealth (%)
Top 1% 14.6 13.5 14.2
Top 5% 30.1 29.4 30.5
Top 10% 46.5 46.1 47.8
Top 20% 71.0 71.0 72.8
Top 40% 93.2 93.5 94.2
Top 60% 99.0 98.9 99.0
Top 80% 100.0 100.0 100.0

5.2 A Perfect Annuity Market

If accidental bequests- instead of altruistic transfers- were eliminated from the economy,

how much would national wealth be reduced? And, how would the income and wealth in-
equalities change? In this experiment, a perfect annuity market is introduced to the economy
to eliminate precautionary savings for the uncertain life span. Table 10 shows the results.

National wealth would be reduced by a modest 0.2 percent in a closed economy and 1.0
percent in a small open economy. The change in the interest rate is negligible. The effect
of a perfect annuity market on earnings and income inequalities is very small. But, wealth
inequality would increase sidicantly. The Gini codicient would rise about 0.02 points.

The share of wealth held by the top 1 percent of households would rise from 14.6 percent to
18.7 percent in a closed economy and to 18.8 percent in a small open economy.

The introduction of a perfect annuity market would reduce precautionary savings for
uncertain life span. But, at the same time, it would increase the marginal value of wealth at
the beginning of age 3 when the life-cycle saving is highest for most households. This result
implies that accidental bequests (and lifetime uncertainty) do not explain the skewness of
wealth distribution in the United States.

Even though the steady-state wealth level and GNP are lower than those of the baseline
economy, the introduction of a perfect annuity market would improve welfare. Table 10
also shows the welfare changes based on the compensating variation wealth measure and the
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Table 10: When a Perfect Annuity Market Is Added to the Economy

Baseline Closed Small Open
Economy Economy Economy
%A National Wealth -0.2 -1.0
%A Labor 0.4 0.4
%A GNP —-0.2 0.0
A Interest Rate 0.1 no change
%A Wage Rate -0.2 no change
Welfare Changes (%)
Compensating Variatio® 3.9 2.6
Equivalent Variatiof®) 4.0 2.7
Gini Coeficients
Earnings 0.610 0.608 0.608
Earnings (Ages 1 & 2) 0.381 0.379 0.379
Income 0.496 0.499 0.500
Wealth 0.701 0.720 0.721
Share of Wealth (%)
Top 1% 14.6 18.7 18.8
Top 5% 30.1 33.7 33.8
Top 10% 46.5 49.4 49.5
Top 20% 71.0 73.0 73.1
Top 40% 93.2 94.2 94.2
Top 60% 99.0 99.2 99.2
Top 80% 100.0 100.0 100.0

(1) (Total Wealth / Compensating Wealth) X 100
(2) (Equivalent Wealth / Baseline Total Wealti) <100

equivalent variation measure. Households would be on average better offdy03p@rcent
in a closed economy and 2&.7 percent in a small open economy. For the computation of
these welfare measures, see Appendix B.

The effect of a perfect annuity market would be much larger if households were not al-
truistic or, equivalently, if a 100 percent estate tax were introduced. In the economy without
any altruistic transfers, the introduction of a perfect annuity market would reduce national
wealth by 3.4 percent in a closed economy and by 4.6 percent in a small open economy. In
the presence of intergenerational transfers, both altruistic bequests and inter vivos transfers
would be a buffer for the risk of uncertain life span. If these altruistic transfers were prohib-
ited for some reason, the risk of lifetime uncertainty would be larger, so the effect of perfect
annuity markets would be larger.
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5.3 A Perfect Annuity Market with a 100 Percent Estate and Gift Tax

In total, how much would national wealth be reduced if there were no intergenerational
transfers? How much would they affect income and wealth inequalities? Table 11 shows the
effect of both a perfect annuity market and a 100 percent estate and gift tax.

Table 11: When a 100 Percent Estate and Gift Tax and a Perfect Annuity Market Are Added
to the Economy

Baseline Closed Small Open
Economy Economy Economy
%A National Wealth —-14.1 —20.3
%A Labor 0.3 0.7
%A GNP —4.6 —6.0
A Interest Rate 1.3 no change
%A Wage Rate —4.8 no change
Gini Coeficients
Earnings 0.610 0.603 0.604
Earnings (Ages 1 & 2) 0.381 0.371 0.372
Income 0.496 0.491 0.507
Wealth 0.701 0.687 0.704
Share of Wealth (%)
Top 1% 14.6 13.1 13.8
Top 5% 30.1 28.8 30.4
Top 10% 46.5 45.3 47.5
Top 20% 71.0 68.9 71.4
Top 40% 93.2 92.7 93.6
Top 60% 99.0 98.7 98.9
Top 80% 100.0 100.0 100.0

National wealth would be reduced by 14.1 percent in a closed economy and by 20.3
percent in a small open economy. The interest rate would rise 1.3 percentage points in a
closed economy. Earnings inequality would be slightly lower, but income and wealth Gini
coeficients would fall in a closed economy and rise in a small open economy. The share
of wealth of the top 1 percent of households would fall from 14.6 percent to 13.1 percent
in a closed economy and to 13.8 percent in a small open economy. This result implies that
intergenerational transfers account to some extent for the skewness of wealth distribution in
the United States.

6 Concluding Remarks
Through the calibration of the model to the U.S. economy, | obtained the degrees of intergen-

erational altruism. The pareatmotive for inter vivos transfeng, turned out to be smaller
than its altruistic bequest motive There are several possible explanations for this result.
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First, a parent household may discount its child housésdidure utility less than the
child discounts its own future utility. In that case, even though the child household cares
about its current consumption relatively strongly, the parent household does not want to
make a gift to allow the child to consume as much as it wants. Second, in the real economy,
the working ability and the effort level of a child household may not be fully observable by
its parent. In that case, the parent household would transfer less in the form of inter vivos
transfers in order to avoid the moral hazard problem caused by intergenerational risk sharing.
Third, this result seems to support the altruistic model of transfers rathefjtyaof-giving”
type models because if the gift motive wereis#l, parents would make more gifts while they
were alive.

Based on the transfer data in the Survey of Consumer Finance, théschtler vivos
transfer motivep turned out to be very small. But, there are other unmeasured gifts by
children that should be considered, such as informal caregiving. According to Arno, Levine,
and Memmott (1999), the national economic value of informal caregiving was estimated
at $196 billion in 1997. If we consider a part of that caregiving as the gifts from child
households to their parent households, the degree of'ghilttuism will be much higher
than the result obtained in the modél.

The introduction of inter vivos transfers and two-way altruism does not change the effect
of intergenerational transfers on wealth accumulation very much. The results are similar
to those in the previous paper (bequests only). National wealth would be reduced by 14
percent in a closed economy and by 20 percent in a small open economy if there were no
intergenerational transfers.

Regarding the wealth inequality, the effect of these transfers is not very strong. Based
on the parameters chosen and obtained in this paper, eliminating transfers would lower the
wealth Gini coeficient in a closed economy, but increase it slightly in a small open economy.
When we look at the share of wealth held by the top 1 percent of households, a 100 percent
estate and gift tax (to eliminate altruistic transfers) would reduce that share, but a perfect
annuity market (to eliminate accidental bequests) would rather increase inequality. In other
words, bequests and inter vivos transfers seem to contribute to the skewness of the wealth
distribution in the United States, but are not likely to be the main cause of it.

Appendixes

A The Computation of Equilibria

The equilibria of the model are obtained numerically. The state space of a dynasty is dis-
cretized. Tdind the optimal end-of-period wealth, the model uses the Euler equation method
and bilinear (for Type | households) or linear (for Type Il households) interpolation of mar-
ginal value functions in the next period.

In this appendix, | only explain how tiind the decision rule of households. For other
detatils of the computation, see the appendix to Nishiyama (2000).

2annualflow of $196 billion in 1997 corresponds to 0.86 percent of the (estimated) total private wealth. If
we consider 70 percent of this amount as inter vivos gifts from child households to their parent households, the
degree of childs altruism,p, becomes 0.158.
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A.1 The Decision Rule of Households

The algorithm tofind the decision rule of Type | households is as follows. For simplic-
ity, the explanation is abstracted from population growth, productivity growth, and lifetime

uncertainty.

1. Set the initial numbers of marginal valugsy; (1) } 1.

2. For each(8;,i) € A2 x E x {1,2,3,4} find the decision rule of all households,
d;;(sy) = dj, or dg, taking government policy rule§ = {7x(.),7s(.), 7(.),trss,
Cy, Wy}, factor pricegr?, w), and the marginal values as given.

(@) Settheinitial values on the decision of the child housetle: (¢, 19, g9, al?).

(b) Given the decision of the child househal), find the optimal decision of its
parent household) = (¢, 1Y, g0, a))).

Set the initial value of the parestend-of-period wealth”(d}) and the gift

to its child householgy (a;), dy).

Find the level of consumption and working hourg) (g9, a.),d}) and

hd(gs,al?, dp), using the marginal rate of substitutiondiffor 19 and after-

tax marginal wage rate.

iii. Compare the marginal utility of consumption of its own and of its child

household. Ifuy(c), b)) > nou1(cf, b)) with equality holds whemy > 0,
go to Step (iv). Otherwise, repla@§ with g; that solvess = argmin
Inow (¢ +¢e,hY) —u (cg —, hg) | subject tog, = gj) +¢ > 0, and return
to Step (ii).
Check the Euler equation of the parent household. If
Ex2vri(8))  (ifi=3

T NI S S

Jcp ﬁEna—%vLi,g(sI) (if i = 4)
with equality holds when;? > 0, go to step (c). Otherwise, repla@’ﬁ with
a,t where

S arg min ‘BE%ULZ-_H@’I) - a%pu(cg, hg)‘ (if i = 3)

arg min ‘ﬁEna%,pv”,g@’I) - %u(cg, hg)‘ (if i = 4)

subject toa;; > 0, and return to step (ii).

(c) Similarly, given the decision of the parent househdﬁcbbtained in step (bfind
the optimal decision of its child househald = (c}, ki, g}, a}l).

(d) Compare the new decision of the child househajd with the old oned}. If the
difference is sufciently small, then go to step (€). Otherwise, repld{avith
d}. and return to step (b).

(e) Compute the marginal valuge/, (s;), v7',(81)) or vi'5(8;) using(dyp, dy).

3. Compare the new marginal valugs;'; (87) }i—, with {v7;(81)}i,. If the difference
is suficiently small, then stop. Otherwise, replajpe’;(s;)}i_, with {v},(81)}i,
and return to step 2.
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B The Computation of Welfare Measures

Since the labor supply of households is endogenous in this paper, | constructed the following
welfare measures based on the wealth level of households and the government. The results
are shown in Section 5.2.

B.1 The Compensating Variation

Let v} ;5 (ap, ax, ex), vY, (ap, ar, ex), andvy; ; (a,e) be the value functions of a Type |
parent household, a Type | child household, and a Type Il household, respectively, in the
baseline economy, whetes {1,2} andj € {2,3,4}. Let X}, (a,,ar, ex) andX7; ; (a,e)

be the cumulative measures of Type | households and Type Il households, respectively, in the
baseline economy. Lef , ., (ap, ax, ex), v ; (ap, ax, ex), andvy, ; (a, ) be the correspond-

ing value functions in the alternative economy. Suppose that the funoﬁb ns(ap, ak, ex),

agi (ap,ag,ex), andan’j (a,e) solve

1 C C _.0

VI,i+2 (al,i+27al,i7€l€> =Vrit2 (ap, ar, ex)
1 C c _.0

Ur,i (al,i+27 ar i elc) =1 (ap,ak, ex),
1 c _.0

Urr,j (aII,ja 6) =Vrr,j (a,e)

for all (ap,ax,ex) € A% x E and(a,e) € A x E. Then the compensating wealti® is
defined as

2 4
= Z/ (a€¢+z/n + alc,i) dXIO,i(SI) + Z/ a?],j dX?I,j(SH) + Wg07
1 JAZXE o JAXE

WhereW0 is the government wealth in the baseline economy.A kbe the total wealth (in-
cluding the government wealth) in the alternative economy. The welfare change (in percent)

measured by the compensating variation i§robed as(Kl/KC — 1) x 100. The alternative
economy is potentially Pareto preferred to the baseline econokiy if K.

B.2 The Equivalent Variation

Let X7, (ap, ax, ex) andX}; ; (a,e) be the cumulative measures of Type | households and
Type Il households, respectively, in the alternative economy. Suppose that the functions
a?wz (ap,ag,ex), afi (ap, ag, ex), anda%}d (a,e) solve

0 E E .1

Ul,i+2 (al,i+27al,i7€l€> = UlLi+2 (ap, ak.€x) ,
0 E E 1

Ur,i (al,i+27 arg ;- elc) = V1 (ap,ak, ex),
0 E .1

Urr,j (aII,ja 6) =Urr,j (a,e)
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for all (ap, ax, ex) € A?> x E and(a,e) € A x E. Then the equivalent wealthi  is defined
as

2 4
KE — ;/142XE(GIE;7:+2/TL+G£Z') dXIl7Z'(S[) -+ ZQ/AXE CL?IJ dXIle(S[[) +ng,
i= j=

WhereWg1 is the government wealth in the alternative economy. A &tbe the total wealth
(including the government wealth) in the baseline economy. The welfare change (in percent)
measured by the equivalent variation idided as(KE/K0 — 1) x 100. The alternative

economy is potentially Pareto preferred to the baseline econoiiy it K°.
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