INTRODUCTION TO THE SERIES

The aim of the Handbooks in Economics series is to produce Handbooks for various
branches of economics, each of which is a definitive source, reference, and teaching
supplement for use by professional researchers and advanced graduate students. Each
Handbook provides self-contained surveys of the current state of a branch of economics
in the form of chapters prepared by leading specialists on various aspects of this branch
of economics. These surveys summarize not only received results but also newer devel-
opments, from recent journal articles and discussion papers. Some original material is
also included, but the main goal is to provide comprehensive and accessible surveys.
The Handbooks are intended to provide not only useful reference volumes for profes-
sional collections but also possible supplementary readings for advanced courses for
graduate students in economics.
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PREFACE TO THE HANDBOOK

Field and methods

The field of the Handbook is the analysis of non-market voluntary transfers of scarce
resources, of the reasons for their existence including notably the motives of the agents
involved, and of their relations and interactions with market allocation and public fi-
nance. It includes the measurement of the magnitude and share of non-market voluntary
transfers and their evolution over time; and the assessment of the importance of moral
conducts in market exchange for the good functioning of markets. It also includes the
developing, and systematic use for the purposes of economic analysis, of descriptions
and abstract representations of the “social man” significantly more realistic, accurate
and complete than the conventional representation of the “economic man” often as-
sumed in the economics of the nineteenth and twentieth centuries. From this latter
aspect, the Handbook extends and renews a continuous tradition of economic science,
notably represented in the works of most of the founders, from the late eighteenth cen-
tury (Adam Smith) to the early twentieth (notably Pareto). Applications include family
transfers, gift-giving and volunteering in charities and other non-profit organizations,
cooperation and reciprocity in labor relations, social transfers, public redistribution
and international aid. Methods cover a wide spectrum, in relation to the variety of
considered phenomena, notably: psychological and normative analysis, including the
relevant branches of moral and political philosophy; models of economic equilibrium
and growth; game theory, including its evolutionary variants; laboratory experiments in
psychology and game interactions; and econometric and statistical assessment of trans-
fers and transfer motives.

Purpose

The Handbook of the Economics of Giving, Altruism and Reciprocity aims to provide a
definitive source, reference guide, and teaching supplement for its field. It surveys, as of
the early 2000’s, the state of the art of the economic theory and of the econometric and
statistical study of its object, and it also provides extensive reviews of the contemporary
contributions of the other disciplines concerned by the domain, such as anthropology,
psychology, philosophy, political science, sociology, biology and socio-biology. In ad-
dition to its use as a reference guide, the Editors hope that this Handbook will assist
researchers and students working in a particular branch of this vast field to become
acquainted with other branches. Each of the chapters can be read independently.

Xi



xii Preface to the Handbook

Organization

The Handbook includes 26 chapters on various topics in the field. Chapter 1 intro-
duces the subject and proposes a first overview of the field. The following chapters are
arranged into four parts. Part I treats Foundations, including reviews of economic theo-
ries and empirical findings relative to gift-giving, reciprocity and their motives, and also
surveys of similar contributions from within anthropology, philosophy, psychology and
evolutionary theory. The next three parts concentrate on applications to the three sectors
of society where non-market voluntary transfers are particularly significant: the family,
with Part II relative to Family Transfers, including microeconomic and macroeconomic
theories of family transfers and of their taxation, and corresponding econometric analy-
ses; the third sector, with Part IIl on Third Sector and Labour, including theoretical
and empirical analyses of philanthropy, non-profit organizations, cooperatives and co-
operation in labor relations, and organ donations; and the State, with Part IV covering
The Political Economy of Voluntary Transfers, including reviews of the theoretical and
empirical analyses of the welfare state and of international aid.

Level

All the topics presented are treated at an advanced level, suitable for use by economists
and social scientists working in the field, or by graduate students in both economics and
the social sciences.
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Abstract

Standard homo economicus lives in a world of complete markets and maximizes utility
which is a function of his personal consumption. This approximation cannot account
for parents making transfers to adult children, children taking care of old parents, nor
for gifts, inheritance and many other services exchanged within families. Such behav-
ior can be derived from three main mechanisms. Firstly, in the so-called pure altruism
model, the parent’s utility is augmented by the utility of his child. This leads to transfers
from the parent to his child. An important feature of this model is the strong property
of redistributive neutrality: since parents and child pool their income, any government
transfer to one will be undone by the other adjusting his transfer. In a second model, al-
truism is impure as the parents want the child to behave in a certain way: exchange and
strategic considerations enter the picture, as both parents’ and child’s income become
endogenous. Thirdly, in a non-altruistic setting, with imperfect credit market, transfers
to children and to old parents correspond to a reciprocity contract and are an investment
for old age. Families embody long term and widespread commitments: born as a needy
child, one becomes a parent and ultimately a (perhaps) needy grandparent. Moreover
for much of what is exchanged within families, there is no market substitute. These fea-
tures explain why the network of reciprocities can be large both in time and space, why
those transfers change but do not disappear as market or public insurance develop, and
why displacing them can have perverse side effects.
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Family transfers influence intra- and inter-generational inequality, hence the impor-
tance to assess their motivation. Tests usually conclude that the income pooling pre-

dicted by pure altruism is not observed, but family transfers are also far from being
entirely motivated by direct exchange considerations.

Keywords
altruism, exchange, reciprocity, intergenerational transfer, redistribution

JEL classification: D1, D64, J14, J22, R2
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More blessing come from giving than from receiving
Acts, 20:35.

1. What families are made of

Transfers are the very fabric of families. The English word ‘relative’, for family mem-
bers, stresses the primacy of relationship. The means and ways of transferring within
families are varied. They go from bequests, inter vivos gifts or presents, to education and
all kind of help and services flowing between parents and children. There is a contin-
uum of actions, from making a child’s bed, lodging a would-be child-in-law for months,
to lending a summer house to grand-children, paying the rent of a student, temporarily
housing a divorced son, lending money for a downpayment, helping fix the kitchen cab-
inets or visiting an ailing parent. What is really a transfer to a different household and
what is just part of the household’s consumption?

Family transfers are different from those taking place on the market in that there is
no immediate or defined counterpart. Services, such as child care or loans between
generations, may have market substitutes. But their exchange within families takes
place ‘outside the market’. The exchange may not be perceived as such (on receiv-
ing a present, the rule is not to give back immediately but later and differently, and
one may never give back), or is very indirect (an entrepreneur marries a public servant
‘in order to’ mitigate their income variability). Usually there is no written contract,’
as would be the case with market insurance for example, although some internal favor
may be expected: parents invest in education, expecting that the children will eventually
become independent, or hoping further that they will help them when they are old. But
no parent would ever go to court to make a child reimburse his tuition fees. In some
instances, there is no market for those services because they have many dimensions: the
grand-mother who looks after her grand-child would not do it for a neighbor’s. What is
‘bought’, and at what price, is not known exactly. Finally those transfers include goods
such as affection, caring, which clearly have no market substitutes.

Moreover, family transfers are loaded with more or less hidden characteristics. Even
if the exchange is explicit, such as in a family credit operation with an interest rate
and schedule of payment, the very fact that it takes place within a family may create
gratitude, sentiment of duty, but also envy, jealousy that would not exist between banker
and clients.

Thus intergenerational transfers, while sometimes closely resembling market trans-
actions, are essentially different in their non-written, non-formalized, unpredictable

I This is also the case in many day-to-day market transactions between non-family members: turning to the
legal system is a rare event. However it remains a possibility when social norms of cooperation are absent.
This possibility is much rarer between parents and children.
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nature. This makes the study of their economic motivations more difficult to grasp and
model. It is nevertheless what is attempted in this chapter.?

The economic motivations of family transfers may be seen through three main types
of models. Firstly, according to the pure altruism model, the welfare of an individual, the
parent, is influenced by the utility level of another one, the child, which is an argument
of his own utility function. The parent is then said to be altruistic (section 2). The main
prediction is that of ‘income pooling’ or ‘redistributive neutrality’: an increase in the
non-altruistic child’s income, matched by a decrease in his altruistic parent’s income,
does not change parent’s and child’s consumption. This has important consequences in
terms of the effect of public redistribution between generations. We shall follow the
Ariadne’s thread of the redistributive neutrality prediction along the whole chapter. In
particular we show that it only holds under very restrictive assumptions. Secondly, altru-
ism becomes ‘impure’ as soon as the altruist is interested not only in his child’s utility
but in a particular element of his consumption vector, leisure time for instance; then
exchange considerations enter the picture (section 3). Thirdly, in a non-altruism setting,
called here the mutuality model, transfers to children and to old parents correspond to
explicit reciprocities, for instance they are an investment for old-age (section 4). Then
the effects of public redistribution are very different than under redistributive neutrality.
Since all three types of models rely on different forms of more or less inter-related pref-
erences, and since families are the very place where tastes are transmitted, we devote
a section to preference formation (section 5). The models are archetypes, that go along
with specific assumptions. We try to make them explicit, along with the mechanisms
that allow them to work. The testable predictions of the models are finally summarized,
along with the most conclusive empirical tests (section 6).

2. Altruism, or the power of families

We start from the basic one-sided pure altruism model. There are only one commodity
and one period; transfer goes from a single altruistic parent to a single non-altruistic
child,? incomes are exogenous (section 2.1). These assumptions are then gradually
relaxed. The child will be allowed to be simultaneously altruistic toward his parent (sec-
tion 2.2). Allowing for multiple recipients introduces the possibility of unequal transfers
(section 2.3.1); multiple donors turn the recipient into a ‘public good’ (section 2.3.2).

2 Relations within couples and exchanges between non-related households are left aside. Masson and
Pestieau (1991, 1997) provide a review of inheritance models. Laitner (1997) also reviews intergenera-
tional and inter-households economic links. Bergstrom (1997) encompasses both nuclear and extended family
economic theories. Laferrere (1999, 2000) are short surveys on which the present chapter draws. In this Hand-
book, Arrondel and Masson (2006) is closely related.

3 The conclusions obviously apply to the case of an altruistic child and non-altruistic (presumably old)
parents, or to relationships between siblings.
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Table 1
The eight pillars of the pure altruism model

Assumption Basic pure altruism Extended pure altruism

Al One parent, one child Relaxed in section 2.3

A2 Utility normal good Not relaxed

A3 Perfect information of parent Relaxed in section 2.4

A4 One good (monetary transfers only) Relaxed in section 2.4

A5 One period Relaxed in sections 2.4 and 3
A6 Child non altruist Relaxed in section 2.2

A7 Parent leads the game Relaxed in sections 2.2 and 3
A8 Exogenous income Relaxed in sections 2.4 and 3

Finally, a second commodity, time, will be introduced and the exogenous income as-
sumption will be relaxed (section 2.4)4

2.1. The eight pillars of pure one-sided altruism, and redistributive neutrality

The altruism model was made famous by Barro (1974) and Becker (1974, 1991). There
are two generations (assumption A1), one parent labeled with subscript p and one child
labeled with subscript k. The parent is a pure altruist, that is the child’s utility is a
normal good for him (assumption A2). Let U be the parent’s utility function and V
the child’s (both monotonous and strictly quasi-concave), V is perfectly known to the
parent (assumption A3).> There is only one normal good (or equivalently, transfers are
only monetary) (assumption A4) and one period, thus no uncertainty (assumption A5).

Table 1 summarizes the main assumptions of the pure altruism model with two gen-
erations: only assumption A2 on the form of utility is necessary for the model to remain
altruist. However, as will become clear below, all assumptions are necessary to draw the
main conclusions of the Beckerian altruism model.

The parent maximizes his utility, an increasing weakly separable function of his own
consumption denoted by C,, and of the child’s utility:

néax U(Cp, V(Cp) (1)

with U, > 0. The intensity of altruism is measured by the derivative U,, such that
0 < Uy < 1, also called the caring parameter. The child is not altruist, his utility
V = V(Cy) is only an increasing function of his consumption Cj and does not depend
on U (assumption A6).

4 Parental investment in the children’s education is left out. The interactions between human capital invest-
ment and financial transfers are thoroughly discussed in Behrman (1997) and Laitner (1997).

5 Next to one’s own preferences, the best known are likely to be one’s child’s. Preferences are here exoge-
nous. Sections 2.5, 3, and especially 5, briefly deal with endogenous altruism.
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This specification means that individuals are not isolated: one cares for another sep-
arate entity, and knows his utility function. The other may receive a transfer from a
separate entity for which he does not care. Note that pure altruism refers to a model
where the child’s well-being, and not only one element of the child’s consumption vec-
tor, is an argument of the parent’s utility.® The parent is assumed to be in a dominant
position (assumption A7). This assumption about the mechanism by which parent and
child interact, the game they are playing, is important. The parent observes the child’s
income and then decides on a transfer. The child is passive and accepts without bargain-
ing his parent’s transfer.

Here, the term altruism has no moral connotation. An altruistic person maximiz-
ing her utility behaves as ‘selfishly’ as any homo economicus. To put it bluntly, she
consumes her child’s utility. Following Becker (1991), the aim of the model is just to
explain consumption decisions within the family, with no pretension to attain their real
motives.” Pollak (2003) recently suggested to drop the term altruism and call this form
of preferences deferential. This rightly stresses the characteristics of altruism, from an
economist’s point of view.

Each generation is endowed with an exogenous income (assumption A8), Y, for the
parent, and Y} for the child. Let 7 be the amount of financial transfer from parent to
child. This transfer cannot be negative: the parents cannot commit their child to make
them a transfer, even if his income is high compared to theirs. The budget constraints
are given by:

Cp=Y,-T (2)
Co=Yi+T 3)
T>0 4

At each date, knowing his own income and the child’s, the parent chooses his own
consumption, thus the transfer to the child, and the child’s consumption, by maximizing
(1) under the constraints (2) to (4), that is he maximizes:

r%lag)( U, -T,VX,+1)) (5)

which yields the first-order condition:

_Uc+Uva SO (6)

6 With only one commodity, the distinction does not make much formal difference here, but will be important
below. In a simpler model the parent’s level of satisfaction is only function of the quantity and/or quality of
the children. Such a framework is also called altruism by Becker (1991). For instance parents maximize the
child’s human capital or earnings (Behrman, 1997).

TA parent reluctantly settling on a long and difficult journey to help nursing a sick child is altruistic if
he is compensated in terms of utility, even if he does it more on the grounds of moral responsibility than
enthusiastic love.
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Two cases are to be considered. First, when there is a positive transfer (constraint (4) on
T is not binding, for instance when the parental income is high enough compared to the
child’s), the optimal transfer equalizes the parent’s and the child’s marginal utilities of
consumption, as seen from the parental point of view:

U =U,V, )
where U, indicates the rate at which the parent is ready to give up his consumption for
the child’s. Altruism improves welfare without any change in total income. In that case,
the two budget constraints can be pooled into one:

Co+Ce=Y,+ Y 3)
and the levels of consumption C,, and Cy can be written as functions of total family
income (Y, + Yx):

Cp=cpY,+Yp)

Cr = cr(Yp + Yi).

A key feature of the model is the effects of income on the optimal transfer. They can
be easily derived by rewriting (3) as T = cx (Y + Yi) — Y%, and noting that the function
¢ 1s increasing in income, and that the good is normal. Then:

aT
— =, >0 )
aY,
aT
A =¢—1<0 (10)

Hence, the parent is expected to partially compensate the child for a decrease in in-
come. For example, in case of child’s unemployment that would cut his income by half,
the parent would raise his transfer to partially compensate his child’s loss of income, by
diminishing his own consumption C,. Conversely, a rise in the child’s income is ben-
eficial for an altruistic parent, even when the child is absolutely not altruistic, because
the parent is able to lower the amount of transfer to the child, thus raising his own con-
sumption. In the same vein, the gift value is positively related with the parent’s income.
Subtracting (10) from (9) gives:

oT oT
— —— =1 an
Y, X
This result is known as income pooling, or as the difference in transfer-income deriva-
tives restriction, or else as the redistributive neutrality property.® It is the core of most

8 Or simply as the derivative restriction (McGarry, 2000). It was mentioned for the first time by Cox (1987,
p. 514). Others mention the compensatory nature of altruistic transfers.
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empirical tests of altruism.® Consider a small change in the income distribution such
that dY, = —dY}, with dY, > 0. The parent adjusts his transfer T' to cancel the de-
crease in the child’s income. The rise in the parent’s income is also cancelled, he does
not increase his own consumption. A change in the distribution of income between in-
dividuals linked by altruism does not modify their consumption, if there is an effective
transfer from parents to child. This neutrality property is the basis of Ricardian equiva-
lence: in a world where families are linked by positive monetary transfers, government
monetary redistribution between them is neutralized by family action. More precisely,
a government subsidy to adult children, say a housing subsidy, raises Y, and benefits
the altruistic parent if he was previously paying for his child’s rent by a transfer 7. He
is able to lower his transfer. Then the public transfer (the housing subsidy) is said to
crowd out the family transfer. If the subsidy is exactly financed by a tax on the parent’s
income, the parent will exactly reduce his transfer by the tax amount, and the public re-
distribution has no effect, thus the term neutrality for the property. It also lies at the root
of Becker’s Rotten Kid theorem by which the selfish child has an incentive to maximize
total family income.
The second case to be considered is when T = 0. Then,

U, > UV, (12)

While the parent and the child pooled their resources in case of positive transfers, each
generation consumes its own income in case of corner solutions characterized by T = 0.
Two remarks are in order. First, from the parent’s point of view, there might be cases
when it would be optimal to receive a transfer from the child (T < 0). However, as the
child is not altruistic, he does not make any transfer to his parent. Second, altruism can
make the parent worse off. If the child has an exogenous negative income shock when
the parent is at a corner, the child’s utility is lowered, and so is the parent’s.

Cox (1987) notes that the parent decides in two steps: first, whether he makes a
transfer, second, given the transfer occurs, what amount he transfers. As shown by the
previous first-order condition, the first decision is taken by comparing the marginal
utility of own consumption (U.,)7=0 to the marginal utility of child’s consumption
(U¢ ) T=0, at the point where C,, = Y, and Cy = Yy (with U, = U, V,). A transfer will
occur if the latent variable t = (Uc,,)T=0 — (U, ) T=0 s negative. Assuming diminishing
marginal utility of consumption for parent and child implies that

ot

— <0
0Yr

and
ot

— >0
Y,

9 1t stems from the mathematical properties of the problem: the fact that consumption only depends on the
sum (Y, + Y).
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The existence of a transfer increases with Y, and decreases with Y. Individual incomes
Y, and Y} have the same impact on both the occurrence of a transfer and its value.

Using a separable logarithmic utility function and an intensity 0 < B, < 1 for
the strength of the altruistic feelings!® allows to explicitly compute the transfer and
consumption levels. Given the utility function

U(Cp,V(C) =InCp, + B,InCy 13)
the altruistic maximization program leads to the transfer value:
1

The transfer is an increasing function of the degree of altruism parameter (37 /98, > 0)
and the transfer is positive only if Y, > Yi /B, thatis parent’s income is high enough.!!
The optimal transfer is more sensitive to the child’s income than to the parental income

(because B, < 1). When T > 0, C = 13- (¥, + o), C = 71%-(¥, + Yi), and the
child’s consumption is a fraction of the parent’s:

Cr = B,Cp (15)

T = max| 0

(14)

2.2. Two-sided altruism

A straightforward way to enlarge the model is to assume that altruism can be two-
sided and that the child is also an altruist (relaxing assumption A6). This seemingly
small change, just two individuals caring for each other, leads to some puzzles. Some
examples are given at the end of this section.'> Moving one step further, it seems natural
to assume that the parent p not only cares for the child &, but also for his own parent
gp; symmetrically, the child k cares not only for his parent p, but for his own child gk.
Thus generations become linked together to infinity both to their offsprings and to their
parents. The case was examined by Kimball (1987) and Hori and Kanaya (1989).13 The
main conclusion is that inefficiency cannot be eliminated in the dynamic of models that

10 1¢ Bp = 1, the altruistic parent would give more or equal weight to his child’s marginal utility than to
his own. While this can surely happen (for instance in the extreme case when a parent is ready to die for his
child), it is left aside here. In a dynamic setting, it would lead to non-bounded dynastic utility (Barro and
Becker, 1988).

1 Or the parent is very altruistic, 8 > Y /Y. For instance if the child’s income is half the parent’s, 8, has
to be above 1/2.

12 According to Hori (1999), the first formal analysis of utility interdependence is due to Edgeworth (1881).
Collard (1975) revives Edgeworth’s results.

13 Kimball (1987) considers the linear utility case. Hori and Kanaya (1989) extend it to non-linear utility.
Bergstrom (1999) also looks at the same kind of models. The seminal paper on dynastic altruism is due to
Barro (1974), who proves that the neutrality result holds as long as a chain exists, whatever the direction of
altruistic feelings. He does not however consider both backward and forward altruism.
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incorporate externalities due to two-sided altruism.'# This is because of recursiveness,
what Becker calls infinite regress, and Kimball a ‘Hall of Mirrors Effect’: the translation
from my preferences into a set of optimal allocations is complicated by your reaction to
my allocation through your own preferences, making me react though my preferences
which are linked to yours.!> We stick here to a simple model, where time does not play
any role, as analyzed by Bergstrom (1989b) and Stark (1993). Note that assumption A3
of perfect information on mutual preferences holds.

There is again one parent p and one child k, but now each generation is altruistic
towards the other. Let U and V be the utility functions of parent and child respectively.
For simplification, we assume additive utilities and that # and v are the corresponding
felicity (instantaneous utility, or sub-utility) functions, and that the altruism parameters
B are not too high.!” Preferences are then given by:

UCp, V) =u(Cp) + BpV(Cy,U)
V(Ci, U) = v(Ci) + BU(Cp, V)

where the 8; € ]0; 1[ are the parent’s and child’s degree of altruism. System (16) can be
put in the following equivalent form:

(16)

1 By
U= g u(Cp) + =4 —5u(C
1‘,3’3" Sou(Cp) B v(Cy) .
V= Cp) + C
T g5 o T (0

Each generation maximizes its utility function given a fixed level of family income C =
Cp + Cy. Assuming logarithmic utilities (# = v = In(C)), the optimal consumption
from the parent’s point of view is:

Cp= % > Cy
Bp
as found before in (15) under one-sided altruism.'® From the child’s point of view, it is:
Cy = S > C,
B

14 Even when one simplifies the situation by assuming that all generations have the same utility function, and
that each parent has only one child.

15 Bramoullé (2001) shows that the mathematical property of contraction of the utility functions helps having
non-multiple and non-infinite solutions. The intuition of contraction is that a change in the utility of others
translates into a proportionally smaller change in one’s own utility.

16 One has to know the others’ preferences in order to defer to them. Hori (1999) rightly insists on this being
a strong assumption. It is more likely to hold within the family context.

7 When altruism is too strong, it leads to a conflict in the optimal allocation since each generation wants the
other to have a larger share of family income. See for instance Bergstrom’s reflections on Romeo, Juliet and
spaghetti (Bergstrom, 1989b).

18 The above logarithmic utilities are the same as (13), but for a multiplication by a constant (1 — ﬂpﬁk)*l s
which does not change the transfer and consumption levels.
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Thus two-sided altruism does not eliminate a possible conflict. Each, in spite of altruism,
wants to consume more than the other. If there is a transfer, either it is from parent to
child, or from child to parent. The parental transfer 7}, is again given by (14). It is

positive if parent’s income is high enough compared to the child, i.e. ¥, > ﬁ =Y,

or child’s income low enough, ¥} < % = Y. Symmetrically, the child transfers
p —
Ty = %Yk — ﬁYp if his income is high enough: Y > % = Y, or the parent’s

income is low enough: Y, < % =Y p- It can be shown that those conditions give
income zones where there is a transfer from parent to child, or from child to parent,
and also zones where nobody transfers. But a case with two transfers, from child to
parent and from parent to child, can never occur. To fix the ideas, assume that p > B,
the parent is more altruistic than the child. Then it follows that: Y; < ¥ p <Y, <Y

When parent’s income is higher than ¥ p and lower than Y , there is no transfer, whatever
the altruism parameters.
Or to put it in an even simpler way, if we have at point (Y, Y),
Uc
— <
Ve Py
the parent is willing to transfer 7}, > 0. Conversely, if at the point (Y, %),
U 1

A
Uc Bk

the child is willing to transfer Ty > 0. The parent is better off than when the child is not
altruistic. But he would like a transfer as soon as u./v. > B, which is sooner than the
child wants, since 1/8; > B,. In terms of income (in the logarithmic case), the parent
wants to receive a transfer as soon as Y, < Yj/B, but the child waits for Y, < B Y10

Comparing the two-sided case with altruism going in one direction only, it is clear that
the area with positive transfers is larger (since they can be either upward or downward),
thus both generations reach a higher utility level. And the more altruism, the less conflict
on allocations. However, there is still a zone of conflict where both generations would
prefer a higher share of consumption. Hence, while two-sided altruism reduces conflict,
it does not eliminate it altogether.

Bernheim and Stark (1988) and Stark (1995, chap. 1) wonder what happens in terms
of utility (and not only of allocation of consumption) if the parent’s degree of altruism
increases, for instance following an exogenous event. They take the derivative of (17)
with respect to 8 p.20 It turns out that it is a function of parent’s and child’s felicity. Thus
in some cases a higher 8, can lower both parent’s and child’s levels of satisfaction. The
intuition for this first paradox is that altruism makes one feel unhappy from the other’s

19 The only way to reconcile them is for 8, and By to be close to 1, which would mean that parent and child
are but one entity, and eliminate transfers, and our problem altogether.
20 In the logarithmic case, but they claim the results are robust.
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unhappiness. Consider a child whose parent’s felicity level is high enough compared to
his own. Then, the child would rather have a less altruistic father, who would rejoice
more in his own felicity rather than be sad of the low level of the child’s felicity. The
same situation happens when the altruistic child faces a low enough felicity level: the
more altruistic the parent, the lower his utility.

Second paradox, transfers are an increasing function of the intensity of altruism, but
the level of well-being does not necessarily increase with transfer received. This hap-
pens in a setting where both father and son engage in an on-going relationship (which
forces to relax assumption A5). Indeed, in response to higher transfers, the possibility
of exploiting the partner arises: altruism limits the credible retorting measures since
threats by an altruistic and indulgent parent are not taken seriously (see the discussion
in Bernheim and Stark, 1988). Therefore altruism entails possible exploitation, and the
occurrence of mutual beneficial arrangements is reduced.

Thirdly, in a slightly modified context, where for instance the child’s utility would
be convex at low level of parent’s utility and concave at high levels of parent’s utility,
and where C is low, both parent and child can be stuck in a misery trap where they are
worse off than without altruism.?!

Finally, there are three regimes for transfers (T, > O and Ty = 0, T, = 0 and
Ty > 0, T, = 0 and T = 0), therefore for a given case, two-sided altruism is anal-
ogous to the one-sided model. Hence, the redistributive neutrality or income pooling
property remains valid. It is even more likely to be verified than in the case of one-
sided altruism because more transfers can take place. However, it holds for a specific
flow of transfers, either upward or downward. As pointed out by Altonji et al. (1992),
a marginal redistribution of resources between the generations is likely to affect the di-
rection of private transfers, with shifts from interior solutions to corner solutions with
zero transfers, thereby involving a local breakdown of the neutrality property.

2.3. Multiple recipients or multiple donors

So far, the issue was inter-generational redistribution of income between one parent and
one child. With more than one child or more than one parent, relaxing assumption Al,
the issue of intra-generational redistribution enters the picture.

2.3.1. Where altruistic fairness leads to inequality, and the Rotten Brother theorem

We focus first on the case of several potential recipients. For the sake of simplicity, we
assume there are one parent and two children i, i = 1,2 (extension to the case with
n children leads to analogous conclusions). Individual consumption and income are
respectively Cy; and Yy;, and there is a specific utility function V; for each child, again
perfectly known to the parent (assumption A3). The parent maximizes the following

21 See the discussion in Bramoullé (2001).
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utility:

max U(Cp, Vi(Ck1), V2(Cr2)) (18)
71>0,7,>0

with U, > 0,U,, > 0, and U,, > 0. The exogenous altruism parameters may be

different for each child (U,, # U,,). There are now three budget constraints, one for

the parent, C,, = Y, — T1 — T2, and one for each child, Cy; = Y}; + T;, along with the

two non-negativity constraints, 7; > 0. When both are non-binding, the pooled budget

constraint is the following:

Cr+Cu+Cr=Y,+Yu+Y

According to the first-order conditions, U, = Uy, Vi and U, = U,, V2, the parent’s
marginal utility from transferring resources is equal to each child’s marginal benefit,
from the parent’s point of view. Hence, at the optimum:

le Vlc = UU2V2C (19)

This important result means that the parent adjusts his transfers 77 or 7> to compensate
the inequalities of resources between siblings from his own point of view.??

As in the only-child case, the consumption of each family member is a function of
total family income (as long as 77 > 0 and 7> > 0). Thus, the transfer received by each
child not only depends on the parent’s income and the own child’s income, but is also
affected by his sibling’s. The transfers can be written as:

Ti = cki(Yp + Yir + Yio) — Vi (20
Hence, assuming that consumption is normal,

aT;

L= i >0

Y,

oT; ,

— =c¢,;—1<0

0Yki

which means that the transfers are compensatory. It follows that 07; /dY, —07; /0Yy; =
1, the redistributive neutrality result is still valid. Intergenerational variations in re-
sources between the parent and one of the children are perfectly compensated by
changes in transfer amount, even when the parent cares for many children, as long as he
can make a transfer to this child.

Given the interplay between all the incomes, the multiple-recipients framework leads
to three additional comparative statics results. First, the transfer to one child is an in-
creasing function of the other child’s income since

oT; / .
Ty =i >0 G # D)
kj
22 It is only if Uy; = Uy, (same level of altruism towards the two children) that Vi, = Vj.. Then the

marginal utilities of children’s consumption are made equal through T7;. It could be that Uy, > Uy, (the
parent prefers child 1), then the transfers will be adjusted so that Vi, < Vj..
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Starting from a situation with transfers 77 and 7>, if child 1’s income increases, the
parent will lower 77, so that he can devote more resources to child 2: 7> increases.
Second, the difference in transfer-children’s income derivatives is equal to minus one:

aT; aT; o
— =1 21
W 9 i ] 2n

The interpretation is as follows. For a fixed family income (Y, + Y1 + Yx2), when one
euro is taken away from the first child and given to the second child, the parent perfectly
adjusts their transfers, so that the first child who is poorer receives one additional euro.
This result may be seen as an intra-generational neutrality result, and complements
the previous intergenerational neutrality result. Even if the children are not altruistic
towards each other, it is as if they pooled their resources: this can be labeled the Rotten
Brother theorem, a natural corollary of the Rotten Kid.

A third result is that a shift of resources between the parent and one of the chil-
dren does not affect the optimal transfer to the other child. Indeed, we observe that
0T;/0Y, = 0T;/0Yy; which implies that the difference in derivatives 97;/dY, —
07T;/0Yy; is nil. Hence, when redistributing money, the parent accounts both for the
individual and relative economic position of his children.??

With many recipients, the transfers to each child are substitutes since 37;/3Y;; > 0
and 07;/0Y; < 0. As siblings can be expected to have different levels of income, the
model predicts the prevalence of unequal transfers or unequal sharing of inheritance.
For instance, in the case of additive logarithmic utility, and equal altruism, 7> — 71 =
—(Y> — Y1) and the children consumption levels are equalized. If parents’ altruism is
different for each child, it can also lead to unequal transfers (or mitigate inequality).
This, as before, holds only in the very specific context of perfect information, passive
siblings, non-constrained parent, and exogenous children’s incomes.

Psychological costs may limit the occurrence of unequal transfers (Menchik, 1988;
Wilhelm, 1996). For instance, if the children are not convinced that their income is the
exogenous fruit of the lottery of genetics, but feel it is the endogenous result of their per-
sonal hard work, the ground of the equalizing purpose of unequal sharing may be lost
to them.?* Then the parent may choose an equal sharing, in spite of his altruism. This is
likely to be the case with bequests. First they occur at a dramatic moment when family
ties may be fragile;> second they are more public than gifts: if social norms command

23 As before, the validity of the neutrality result, both from an intergenerational and intra-generational per-
spective, remains only local. The non-negativity constraints are more likely to bind if income redistribution
takes place within a larger family.

24 This is linked to the merit goods and the deserving poor questions. Here the parent would be convinced
that all children are deserving, but some of the children would not be. See section 2.5 of this chapter and
Bowles et al. (2006) in this Handbook for more.

25 When asked, parents say that they help their children according to their needs (that is altruistically) when
they are alive, but an overwhelming majority condemns unequal inheritances (Laferrére, 1999). Empirically,
inter vivos gifts are found to be more unequal than inheritances (Laferrere, 1992; Dunn and Phillips, 1997).
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equal sharing of bequests, the parent will comply, to save his post mortem reputation
(Lundholm and Ohlsson, 2000). Besides, the income inequality between children may
not be public knowledge, and family pride may command to hide it. Finally if the divi-
sion of bequests is interpreted by the children as a sign of parental affection, the parent
will be induced to divide equally (Bernheim and Severinov, 2003). Stark and Zhang
(2002) imagine a situation with two children receiving transfers from an altruistic par-
ent. One child is an efficient investor, the other is not. The more efficient child invests
the gift received from parents, and pays back to them with interest, allowing them to
give more net transfer to the less well endowed. Such behavior makes it more difficult
to test for altruism in the absence of empirical data on all lifetime transfers, to and from
all family members. In the first period the parent may give more to the better endowed
child.?®

Note also that unequal transfers equalize marginal utilities, from the parent’s view-
point, not consumption levels. Imagine two brothers, for a given C, one is of the ‘easily
happy’ type, the other ‘always unhappy’ (Vi > Va.). To equalize marginal utilities
the parent makes unequal transfers; the children may resent it, even if made to equalize
marginal utilities. Their final happiness is likely to depend on their knowledge of their
brother’s preference, and how they feel about it.

2.3.2. Free-riding on the other’s altruism

There can also be more than one donor. In real life the ‘parent’ is often a father and a
mother. A child and her spouse can have as many as four parents and in-laws, or many
more, if grandparents, or step-parents are included. Each may be more or less altruistic,
and know more or less about the others’ income and transfer behavior. Symmetrically
an elderly parent is likely to receive help from more than one altruistic child. The case
of multiple donors is more complicated than the above case of multiple beneficiaries,
because there are several decision makers in the game instead of one.

Suppose one child and two altruistic parents p; and p;, with separate income Y, and
Yp,, each having a utility of the form (1). Assume further that the two parents know the
child’s utility and income. Let us first focus on the timing of the intergenerational game.
There can be many situations. First, both altruistic parents can move at the same time,
not knowing that the other is an altruist. This is not unrealistic if one thinks of divorced
parents, and fully grown-up children. If the parents observe only Y, the child can get
either zero (both parents are constrained), one (only one parent is constrained) or two
transfers (no parent constrained), expressed as functions 71 (Y, , Yx) and T5(Yp,, Yi). In
that case the parents do not know the real final income of the child and assumption A3
may be considered violated. Since the (non-altruist) child may get two transfers instead
of one he has no incentive to tell one parent about the other’s altruism.

26 When one considers a model where altruism is endogenous, the predictions may also be modified. See
section 5.2.2.
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Second, let us change the situation by assuming one parent, p, knows the existence
of the other and the fact that he may be altruistic. Conversely, the other parent p; is
not aware of it. Let us further assume that p; acts first. Observing Yy, he decides on
the same transfer 77(Y,,, Yx) as in case 1. Then the parent p; enters the picture. She
observes (Yix+T1), the child’s real income, and, being altruistic, she decides on a transfer
T (Yp,, Yr + T1). Again, this is not unrealistic: a severe father decides on a level of
allowance for a student child, an indulgent mother supplements it, without the father’s
knowing. Obviously parent p, gives less than in the first situation and she gives less
if parent p; has given more (37,/0T] < O).27 Also the child cannot receive less than
in the case of only one altruistic parent. Straightforward calculations (in the case of
additive logarithmic utilities) show that in general the total transfer received by the child
depends on which parent moves first. For identical levels of altruism (or identical levels
of income), the child will get more if the richest parent (or the more altruistic) moves
last.”® Only if both parents have the same income, and the same level of altruism, or if
one’s high altruism compensates for the other’s low income (for instance, p;’s income
is half of p,’s but his altruism is twice p,’s), is total transfer not modified by who moves
first.

But imagine a third case, where both potential donors are aware of the other’s ex-
istence. For instance, the severe altruistic father knows about the indulgent altruistic
mother. The parent who moves first, knowing that the child will receive another trans-
fer, has an incentive to give less, and even to wait for the second parent to start first.
The situation evokes the provision of a public good, and the possibility of multiple con-
tributions leads to standard free-riding problems. As usual in the public good literature,
the optimal choices of transfer depend on the donors’ behavior and the game they are
playing (see Lam, 1988). The outcome differs if they play a Nash non-cooperative equi-
librium or cooperate to reach a Pareto efficient situation.

In a Nash non-cooperative equilibrium, each parent independently chooses the
amount of money that he provides to the child, taking as given the transfer made by
the other parent. The maximization program for each parent is given by:

max Ui(Ci,VIC)) =U;(Y; = T;, VX + T; + T)))
st. T,>0 i=1,2 i 22)

What they will give depends on their relative incomes and altruism parameters. Thus,
each parent is induced to choose the level of full transfer 77 + 7> since he takes into
account the transfer made by the other parent. The non-negativity constraint 7; > 0
means that a parent can never lower the global contribution to the public good. Thus,

27 For instance, in the case of additive logarithmic utilities, she subtracts li—i’b from her former transfer of
case 1.

28 The difference between Ty (p1 moves first) and T, (pp moves first) is given by — Fpy Py
2 1
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at an interior equilibrium, the marginal rate of substitution between the parental con-
sumption and the child’s consumption is equal to one since U;./U;, V. =1 (i = 1, 2).
Two main properties characterize this problem of provision for a public good (Warr,
1983; Bergstrom et al., 1986). First, the Nash equilibrium exists and it is unique. Sec-
ond, the full contribution to the public good is not affected by a small change in the
redistribution of resources between the donors, even when the parents have different
levels of altruism for the child.?? With interior solutions, the pooled budget constraint
is Cp1 + Cpa + Cr = Yp1 + Ypo + Y and the optimal transfer can be expressed as
TT = Yp1 — cp1(Yp1 + Ypo + Yi). It follows that d77/9Y,1 — d71/3Y,2 = 1 and
0T1/3Yp1 — 0T1/3Yr = 1, which is the neutrality result. However, as emphasized in
Bergstrom et al. (1986), significant changes in the distribution of family incomes are
likely to modify the set of positive transfers and thus the optimal provision of the public
good.¥

What if the two parents cooperate for a Pareto efficient outcome? In a situation where
the donors know each other well and have a consensus on what are all the utility func-
tions, it may seem appropriate to think they will want to cooperate. In this situation 4,
they may decide on the following weighted sum of their utilities:

max pUi(Cpy, V(CO) + (1 = 1)) U2(Cpy, VI(Ch)) (23)
1,42

with 0 < u < 1. Note that it amounts to a form of horizontal two-sided altruism
between the donors. The situation is radically changed. From the corresponding first-
order conditions for an interior solution, we now have uUi. = (1 — w)Use = (uUqy +
(1 — w)Usy) V. at the equilibrium. The optimality condition is such that:

Uiy Ve + U Ve
Uie Use

Condition (24) involves three levels of consumption, the private consumption of both
potential donors Cj1 and Cj, and the ‘public’ child’s consumption Cy. It follows that
the distribution of income between the donors now matters for the provision of the
public good even in the presence of interior solutions. However, for special forms of
the utility functions, the neutrality result may hold. Samuelson (1955) finds that income
distribution is neutral with quasi-linear preferences U; = C; +u; (Cy), a result extended
to the family of quasi-homothetic preferences U; = A(Cy)C; + u;(Cy) by Bergstrom
and Cornes (1983). But in the general case, maximizing the weighted sum of individual
utility functions no longer leads the parents to pool their resources.

=1 (24)

29 If both parents make a transfer, any redistribution of income between parents such that none looses more
than his/her original transfer induces every parent to change the amount of his/her transfer by precisely the
amount of the change in his/her income.

30 Konrad and Lommerud (1995) show that the redistributive neutrality may cease to hold when one accounts
for time allocation between market work and the family public good. In particular, lump-sum redistribution
between participants in a Nash game are no longer neutral in a situation where each has a different productivity
in contributing to the public good. But this is dropping assumption A4 of a single good.
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The public good aspect of intergenerational relationships may occur in various con-
texts. Schoeni (2000) studies the case where altruistic parents and parents-in-law make
transfers to their adult children. Wolff (2000a) considers grandparents and parents pro-
viding money to young adults. Jellal and Wolff (2002a) examine how altruistic siblings
care for their elderly parents when parental needs are random.?! In Hiedemann and Stern
(1999), the altruistic siblings and their elderly parent play a two-stage non-cooperative
game. Each child first announces whether he offers care for the parent, then the parent
chooses his preferred arrangement. The framework is extended to bargaining among
children and side payments by Engers and Stern (2001). Comparing monetary transfers
and transfers in the form of co-residence, Eckhardt (2002) also accounts for financial
compensation of the sibling living with the elderly parent. Konrad et al. (2002) study the
residential choice of siblings who are altruistic towards their parents. Location choices
become endogenous: transfers take the form of a service, measured by the distance to
the parent’s home. In this setting, the eldest sibling, choosing first, shifts part of the
burden of caring for the parents to the younger sibling who locates nearer to the parents.

2.4. Extending the model to endogenous incomes

Starting with the pure one-sided altruism model and its correlative assumptions we re-
laxed, in turn, A6 by introducing two-sided altruism, and A1 by allowing more than one
giver or beneficiary. But we stuck to the crucial assumptions that incomes were exoge-
nous, that the beneficiary is passive, takes the transfer as given, and does not change
his behavior as a consequence of the gift (A4, A8), that his utility function is perfectly
observed (A3) and accepted without discussion by the ‘blind” deferential or altruistic
parent (A2). We now relax the assumption that the child’s income is exogenous and
perfectly observed by the parent. This is a first step towards introducing time into the
picture (relaxing AS5). The problem was raised by Bergstrom (1989a) who first stated
the necessary assumptions to Becker’s Rotten kid theorem. The theorem is an attractive
reformulation of the neutrality property (11) and states that no matter how selfish, the
child acts to maximize the family income. Bergstrom®? points that it holds if there is
only one commodity, money (all goods are ‘produced’) (A4), if the child’s consumption
is a normal good for the parent (A2); the model is static (AS5); the parent chooses after
the child in a two-stage game (AS8); and he makes positive transfers.

The other face of the Rotten kid is the Samaritan dilemma (Buchanan, 1975). In the
Gospel parable a traveler, attacked by robbers, is rescued by a foreigner to the country,
a Samaritan. There is no hint that the victim organized the attack and robbery himself
in the hope of being taken care of by the passing Samaritan. However if it turns out that

31 Comparing the Nash non-cooperative equilibrium to the case when all altruistic children maximize the sum
of each child’s utility, they show that each contributes more under cooperation, because it offers no possibility
of free-riding. In addition, while the more donors, the less each transfers under a Nash equilibrium, the effect
can be either positive or negative under the Pareto efficient solution.

32 And Becker in his introduction to the Treatise on the Family (1991, p. 9).
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he enjoyed the care, he may be less prudent in his next journey, knowing that passers-by
are helpful and generous. In families, a child may become rotten or prodigal, should the
parent be known as a passive pure altruist.>3

This sub-section is divided into three parts. In the first, a second commodity, time, is
introduced in the child’s utility and budget constraint, under the form of child’s effort e
to earn wage wy, (section 2.4.1). Then we mention some related considerations on future
uncertainty, in which it is not the child who reacts but the parent who lacks information
on Y (section 2.4.2). The partly symmetric situation where time is introduced in the
parent’s budget constraint and in the child’s utility, under the form of a service S given
by the parent (whose wage is w),) to the child is addressed in section 2.4.3.

2.4.1. Where the child may become rotten

Assume that the child’s income is no more exogenous, but a function of his choice
of working hours; in other words, there are now two goods in the economy: money
and leisure time (A4 is dropped). This simple and natural extension changes the model
significantly, because of the new importance of timing.

The parent now maximizes:

Up =U(Cp, V(Cy, €)) (25)
where e is the child’s effort level, U, > 0, U, > 0, V. > 0 and V, < 0. The budget
constraints are:

Co=Y,—-T, T=>0 (26)

Cr=Yr+wre+T, e>0 27

We start from a situation where the parent knows Y, Yi, V, and wy. He decides on
the optimal values of 7' and e from his own viewpoint. Assuming separability for U (to
simplify the presentation), the parent’s program is:

n%axU =UX,-T)+ BV +wre+T,e)
e

Let us assume both T" and e positive, then the first-order condition 8, V. = U, defines
the transfer function T = T (Y, Yx + wge). The optimal effort level el = el (v, 1),
from the parent’s point of view is defined from:

Ve = —wi Ve (28)

T(Yy, Y, wy) and el(Y,,, Yk, wi) can be computed. If the parent is able to impose
on the child to exert effort e!, he will transfer T, and the situation is exactly the same
as when the child’s income is exogenous. The parent, by making a transfer induces his

33 This is also the dilemma of benevolent governments designing transfers to the poor. See Besley and Coate
(1995) among others.
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(perhaps) rotten kid to share his extra wage income through a smaller 7. Of course, as
before, if T = 0, the parent cannot commit his child to make Aim a transfer even if
BpVe < Ue. Thus the neutrality conditions holds, if the parent is able to endogenize the
child’s new source of income, namely if he is making the transfer after the child has
decided on his effort level. The parent is ‘having the last word’, as Hirschleifer (1977)
puts it.

Is e! the effort level that would be spontaneously chosen by a child knowing that his
parent is altruistic, that is, knowing the transfer function? The child’s program is the
following:

max Vy = V(Y +wre + T (Yp, Yi + wie), e) 29)
e

If e > 0, the child’s optimal work effort e, from his own viewpoint, is given by the
first-order condition:

oT
Voo = —wi Ve[ 1 + e (30)

It is easy to check that V,« > V,1.3* The marginal cost of effort as seen from the
child’s viewpoint is higher than as seen from the parent’s viewpoint. This is because
the parent lowers his transfer when the child’s revenue increases, thus taxing away part
of the child’s effort. If the parent announces his transfer function before the child has
decided on his effort level and if his transfer is a function of the effort level the child
will not choose effort e! but e < ¢!.3> He would definitely behave ‘rotten’.3® And the
Samaritan would like to be able to induce him to work more. The neutrality condition
does not hold.?’

Thus there might be a conflict between parents and child, even in the pure altruism
setting. Either the parent is able to impose the first-best solution and choose both posi-
tive transfer and effort level e!, and we are still in the neutrality property world where

34 Because 9T /de < 0, from the parent’s first-order condition defining 7.

35 1t is the case as long as the parent is a blind altruist, or a blind Samaritan, who is altruist enough or rich
enough to transfer, and as long as the child knows the parent’s utility function.

36 The situation is different in Chami (1996), where the parent announces a level of transfer that is not a
function of the child’s effort level. Chami sees the child’s situation as a chance event, a good or bad draw of
income. In that case the child works harder when he moves last, because the parent does not compensate him.
37 Kotlikoff et al. (1990) change the rules of the game relaxing A7 and assume that parent (who is no longer
dominant) and child each have a threat point U and V and negotiate. Parent and child maximize:

max[U (Cp, V(Cy)) — UV (Cy) — V]

under a collective budget constraint. There is no child’s effort, but they show that the neutrality condition
never holds under this Nash bargaining solution. As often in this kind of game, the definition of the threat-
point is problematic. They define the threat by a going-alone strategy. However, it seems difficult to imagine
a menacing altruistic parent. How an altruist can credibly threaten not to make a transfer?
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rotten kids are well-behaved, or the parent has to yield to the child who is going to
work less than the optimum. The situation will depend on the relative marginal utilities
of effort and consumption for the child and the parent, and on their bargaining power.
Problems are likely to arise when the parent gets close to a corner solution where he is
no more able to make a transfer and exert a pressure on the child.

A solution for the parent would be to hide his altruism, or to announce a transfer as
computed in his first-best solution and stick to it (97 /de = 0) even if the child chooses
his own favorite effort level in the (false) hope that the parent will yield. In the next
period, the child would realize that he would have the same utility level by complying.
But it might be difficult for a pure altruist to punish his child even for one period and,
again, he may not be able to do so if his income is not high enough.

This is still under assumptions A3 (perfect information of parent) and A7 (the parent
dominates the game). As soon as the child’s income is endogenous, two things can
happen. First the child has an incentive to hide from his parent the real amount of his
income in order to get a higher transfer. If wy, varies, de/dwy > 0, the child exerts more
effort if his wage rate increases, and 07 /dwy < 0. Then it is natural to think that the
parent does not fully observe wy and cannot decide on an efficient transfer scheme. The
child has an inventive to hide the information, trading-off effort for a parental transfer.
Second, the child may have an incentive to work less, in order to get the protective
transfer from his altruistic parent.

Some recent papers have formally developed this idea and explicitly stated the con-
sequence of the introduction of leisure on the neutrality conditions in this imperfect
information setting. Gatti (2000) introduces endogenous child effort and incomplete
information of parents. The parent faces a trade-off between the insurance and the dis-
incentive to work that his transfer provides the child. If he can pre-commit to a level
of transfer, he chooses not to compensate as much as predicted by pure altruism. When
there are many children, this is another instance where the parent can choose to com-
pensate only partially or not at all for earning differences. In Fernandes (2003), part
of the child’s income is exogenous, part is endogenous, through his choice between
consumption and leisure, and, again his choice is not always part of the information
set of parents. This allows her to prove that the neutrality result does not hold in all
cases. Kotlikoff and Razin (1988) and Villanueva (2001) raise the same questions. For
Villanueva, the endogenous part of income is likely to come from children who have a
high labor supply elasticity, for instance from the secondary earner in a couple, while
the exogenous part is income of the primary earner. There are two goods, money, and
leisure of the secondary earner. Parents observe incomes, and know the child’s prefer-
ence. Thus they know all about exogenous income (that of the primary earner), but they
do not observe the market opportunity, nor the effort of the secondary earner. He shows
that altruism may distort the effort decision of the child’s household, so that the altruis-
tic parent provides transfers that do not respond much to the earnings of the secondary
earner but more to those of the primary earner who has a lower labor supply elasticity.
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2.4.2. The Samaritan dilemma and future uncertainty

Others have considered the Samaritan dilemma in a two-period framework, with saving
or human capital accumulation. There might be more in child’s effort than leisure fore-
gone. Becker (1991) and Lindbeck and Weibull (1988) put forward the negative effect
of early inheritance on human capital formation and accumulation. A child who relies
on parental transfer may put less energy in his education, or not save enough, knowing
that his parents will provide. The same intuition was already present in Blinder (1988)
who pointed that bequests may affect labor supply in the context of imperfect capital
market. If transfers are postponed or made in kind, children cannot shirk at the expenses
of their parents and are less likely to waste their talents.>® This may explain why par-
ents’ (and governments’) largest transfer to children is in the form of education, or why
parents often provide loans or collateral to buy a house rather that money for vacations,
or for drugs. Inheritance may be a chain which entraps the spirit of enterprise.>® Not to
make a poisonous gift may be one of the reasons for tardy inheritance. Bruce and Wald-
man (1990) show that government debt policies (redistributing from parent to child)
may not be neutral in a two-period framework where child’s action influences both his
and his parent’s income, and where the parent can choose to make a transfer after the
child has decided on his income, but before he has decided on his consumption. This
happens if there are capital market imperfections and because the government transfer,
unlike second-period parent’s transfer, cannot be manipulated by the child’s first-period
consumption decision. Much hinges on the child’s anticipations.

The possibility of a reaction of the child’s income is formally close to another real
world feature which we have overlooked up to now, namely future uncertainty. Altonji
et al. (1997) extend the pure altruism model in a two-period framework. In McGarry
(2000) the parents, not knowing their child’s second period income, are caught between
the desire to postpone transfer until they really know about their child lifetime income
(assumption A3 of perfect information of parent) and the necessity to help liquidity
constrained children in the first period. When the parents know only about the distri-
bution of the child’s future income, she shows that the derivative restriction does not
hold, when the child’s second period income Y2 depends on the first period income
Y1. Then alow Yg1 not only increases the first period transfer 77, but the probable need
of T», the second period transfer, thus inducing the parent to save more, and increase 71
less than he would otherwise. Actually what she shows is not so much the failure of the
restriction, as, again, the strong assumptions underlying it, which are not likely to be
met in real life. In the basic model, the altruistic parent wants to take into account the

38 Cremer and Pestieau (1996, 1998) rely on adverse selection and moral hazard arguments to explain why
parents postpone their transfers.

39 See Stark (1995, chap. 2). On the other hand, some have found that parental transfers help credit-
constrained individuals to start new enterprises (Blanchflower and Oswald, 1990).
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life-time income of his child, and his own life-time income, when deciding on a life-
time transfer. In real life-time course, future uncertainty makes assumption A3 shaky,
and assuming only one period (A5) seems restrictive.*’

2.4.3. Parents can’t be rotten, but two goods complicate the picture

If time is used by the parent to provide a service to the child, instead of being used
by the child to augment his income, the conclusions are close. However the underlying
problem is slightly more complex since the service is at the same time a source of
disutility to the parent and of satisfaction to the child.

Assume that the child’s utility increases both with the private monetary consumption
Cy and with the amount of services S that only the parent can perform (money cannot
buy it). The two forms of transfers, money 7 and service S, are separate arguments of
the child’s utility V (Cy, S). Transfers are normal goods (V. > 0 and V; > 0). The
parent is indifferent between the two forms of support and maximizes the following
utility function (Sloan et al., 2002):

nTlanU =U(Cp, V(C, S)) (€29)

Since services are non-marketable, the child’s budget constraint is still given by (3):
Cr=Yr+T.

But parental resources are the sum of an exogenous income Y, and labor income. As-
suming that the parent is endowed with one unit of time, (1 — S) is time devoted to the
labor market at wage rate w), and his budget constraint is:4!

Cp=Y,+wy(1—8)—T (32)

There are now two first-order conditions. For financial transfers, we again find con-
dition (6) and U, = U, V, holds. For time-related transfers, the condition is:

—w,Up + U, Vs =0 (33)

meaning that the marginal utility of attention received by a child from the parental per-
spective equals the parent’s weighted marginal utility of consumption at the equilibrium.
Combining (7) and (33), the child’s marginal utility from financial transfer equals his
marginal utility from services, in terms of the parental wage:

1

Ve =—V; 34
Wp

40 It could however hold for myopic parents. Feldstein (1988) also shows that in a world where second period
incomes are uncertain, so are the second period transfer, and that it is a contradiction to Ricardian equivalence.
41 Note the paradoxical situation: the service has no market substitute (for instance, in the case of baby-
sitting, nothing comes close to what happens between grandparent and grandchild) but it has a market value
to the grandparent in terms of lost income. This is central to many models of family transfers. See section 3,
and Cox (1996).
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When this equality does not hold, at least one generation can reach a higher level of
well-being by reallocating the two types of transfers.

This extension leads to interesting comparative statics conclusions, with different
effects of endogenous and exogenous incomes on financial and time transfers. Using
the pooled budget constraint and taking S as a parameter,

Ce+Cpr=Y,+wp(1 =95 +Y; (35)
the consumption Cy is a function of total family income, and the transfer T is:

T =Yy +wy(l— )+ ) — ¥ (36)

Again, only the total income Y, + Y matters for the allocation of resources between
parent and child and the predictions of the altruism model with only one good are re-
trieved (given §). A wealthy or high wage rate parent provides higher financial transfers
to the child (dT/3Y, > 0, dT /0w, > 0). Also, arise in the child’s income diminishes
the transfer (07 /0Y; < 0), at least when consumption and service are assumed to be
complements (see Sloan et al., 2002). Finally, the redistributive neutrality holds only for
the exogenous non-labor income and 37 /0Y, — 0T /3Y; = 1. Indeed, when his wage
changes, the parent adjusts his labor force participation, thus the service to the child,
and his consumption does not remain constant.

Predictions are different for the service S. A wealthier parent transfers more time-
related resources to the child,

395/8Y, > 0

but the effect of his wage rate is ambiguous, 0S/9dw, may be positive or negative be-
cause there are two offsetting effects. On the one hand, an increase in the wage rate
increases the parent’s income, and thus the service value. On the other hand, it also
increases the parental opportunity cost of time, which reduces the contribution to the
child. Also, a richer child is expected to receive more services from the parent:

3S/0Y; > 0

In response to a larger child’s income, the parent lowers his financial help and provides
more services to complement the rise in the child’s consumption. Finally, when there
are interior solutions for both § and T, comparative statics lead to what we call the
redistributive invariance result.*? It stems from the pooled budget constraint (35), which
implies:

Cr+Cr—Y,-Y;
w

S=1-

Recalling that when T is positive, Cj, and Cy depend on the aggregate family income
(Yp + Yy), it follows that the marginal effects of the parental and child’s income on the

42 This prediction is mentioned for the first time in Cox (1987), in a different context, see our section 3.1.
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level of services are equal:

05 _ 98 =0 37

Y, dXx
When 7T and S are positive, the distribution of intergenerational exogenous income
should not affect the amount of time-related resources provided to the child, which
only depends on total family income. Let us consider a change in the exogenous income
distribution. From the neutrality result, when 7 > 0, we know that taking one euro from
the parent and giving it to the child is compensated by a decrease of exactly one euro in
the initial transfer. This means that for a fixed family non-labor income (Y, + Y%), both
parent’s and child’s level of consumption remain constant, which also imply a constant
level of services (see Cox, 1987, p. 514). That the provision of family services is not
affected by modifications in the distribution of (exogenous) family incomes, has so far
never been tested. When 7 = 0, (37) does not hold because the two generations do not
pool their exogenous resources.

2.5. Daddy knows best

At this stage, one is lead to reflect on the essence of the altruist’s utility function. Even
if he is a (benevolent) dictator, the parent of model (1) is somewhat blind. On the one
hand, he is assumed to know his child’s utility function perfectly, but on the other how
can he remain an altruist if he disapproves of the child’s preferences? The model of
section 2.4.1 took the example of child’s effort, but it could also be the child’s smoking,
drinking, becoming a drug addict or a terrorist. There might be limits to the parent’s
deference. It soon does not make sense to assume pure altruism. A discussion of Adam
Smith’s notion of sympathy/empathy is found in Khalil (1990, 2001). He translates
Smith’s idea of altruism into the following maximization problem:

max Wy = W(U(Cp)7 V(Cy))

Cp.Ck
The new function Wy, expresses the altruist’s empathy, that is his capacity to step
out of his shoes and see the situation from a third exo-centric station. Khalil stresses
three conditions for this kind of altruism to exist: familiarity, propriety, and approval. In
the terms of this survey, familiarity amounts to a knowledge of the child’s preference.
Propriety is the fact that the beneficiary’s response to the gift is adequate. In the family
context, approval means the parent has to approve of the child’s choice. The child has
to deserve the transfer.*> It could go to the point of a parent knowing better than the
child what is good for him. Without the negative connotation of paternalism, the altruist
may give in kind, rather than the monetary equivalent which would be dissipated in
smoke, because he knows best. Becker and Murphy (1988) mention college education

3 we already mentioned this question of deserving in the context of multiple beneficiaries. In order for
altruism to be accepted by the siblings, they have to approve of it.
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or down-payment on a home (see also Pollak, 1988). Not only, as in section 2.4.1, does
the child react to the transfer, but the parents want a particular reaction. Such reflections
naturally lead to leave pure altruism (assumptions A2, A4) for impure altruism or the
endogenous formation of altruism (section 3). Before that, let us summarize the main
results of section 2.

1.

Redistributive neutrality: providing parent and child are linked by positive trans-
fers, redistributing at the margin income from parent to child or from child to
parent is neutralized by a family transfer in the opposite direction, under pure
altruism. In that (restrictive) case public transfer may totally crowd-out private
family transfers. The occurrence of a transfer and its size are positively related to
parent’s income and negatively related to child’s income.

Two-sided altruism raises the occurrence of intergenerational transfers but does
not automatically eliminate conflict over consumption allocation. Nor does a
higher altruism intensity unambiguously increase well-being.

In case an equal altruism is directed towards many children, transfers will be more
important towards the one with the lower income. When the parents make positive
transfers to all children, a transfer to one is an increasing function of the other
child’s income, and redistributing income from one sibling to the other does not
change their consumption, since the transfers adjust in consequence.

Results (1) and (3) lead to an important effect of altruism on inequality. Private
transfers can reduce inequality between individuals linked by altruistic relations:
within a cohort, since they tend to benefit those whose level of utility is the lowest;
between cohorts, since they flow from rich to poor. However the reduction occur-
ring within families may be small compared to the inequality existing between
families or groups that are not related by altruism.

. In the case of many altruistic parents, there could be free-riding on the others’

altruism.

When the child’s income reacts to the transfer, the redistributive neutrality prop-
erty may or may not break down, depending on the information of parent and child
about each other’s preferences and endowment. It is also the case when there is
more than one period and when second period income is uncertain or with credit
market imperfection.

. Invariance: in the pure altruism model, redistributing exogenous income from par-

ent to child or child to parent does not change the non-monetary transfer provided
to the child by the parent.

3. Impure altruism: merit good and transfers as a means of exchange

The parent’s utility function is now changed slightly, by introducing again a second
commodity ‘produced’ by the child, which directly influences parental utility level and
can be viewed as time (effort e or service S provided by the child). We take two exam-
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ples. In both the parent’s utility function is of the following form:
U = U(Cps es V(Ckv e)) (38)

with U, > 0, U, > 0, V, < 0. The first case is exposed in Chami (1998). The only
formal difference with model (25) above is that e appears twice in the parent’s prefer-
ences, both directly and indirectly through its effect on the child’s utility. The parent is
an altruist, but his altruism is impure: it is polluted by an interest in an element of the
child’s consumption vector, his effort e, that is costly to the child. This is what Becker
calls a merit good. In our first example, taken from Chami’s model (Chami, 1996), the
cost to the child of introducing a merit good is mitigated because effort increases his
income, as shown by the child’s budget constraint, the same as (27). In the second ex-
ample, drawn from Cox (1987), the merit good is the child’s service S that the parent
wants to enlist.** It does not enter the budget constraint.

3.1. Child’s effort as a merit good

The budgets constraints are still given by (26) and (27). With separable utility and as-
suming the parent is a benevolent and omniscient dictator, he maximizes:

n%ax UY,—T,e) +B,V(Yr+wre+T,e)
e

From the first-order conditions, the transfer function is as before 8,V,. = U, (note
however that parent’s preferences have been altered). However, the condition on effort
level is different from (28):

Ue
Bp

The marginal disutility of effort e” (m standing for merit good) is lower for the child
than in the case with no merit good (V,1), from the parent’s viewpoint, because his effort
raises the parent’s utility. He gets less transfer as a compensation for a higher level of
effort. The parent’s impure altruism induces his child to exert effort, in other words the
child knows that the parent will not be carried away by his altruism. But let us stress
that the parent’s preferences have changed.

This is still under assumptions A3 (perfect information of parent) and A7 (the parent
dominates the game). As above, as soon as the child’s income is endogenous, he has an

Ver = —wi Ve — (39)

44 In Hobbes’ Leviathan and in many traditional societies, the following contract is found: P makes a transfer
to K on the condition that K will give it to GK, the grand-child. This would apply to a capital, such as land,
to be maintained and to be handed down from generation to generation, because it was received (not made)
in the first place. This way of tyeing the transfer to a particular action of the recipient (here, transmitting it
in turn) can be seen as a merit good entering the altruist’s utility function. In that case the child lowers his
consumption (formally isolated here by S in (43)), in order to increase his parent’s utility. What Arrondel and
Masson (2006, in this Handbook) call indirect reciprocity seems close to this model of impure altruism, and
may have the same predictions.



Ch. 13:  Microeconomic models of family transfers 917

incentive to hide the real amount of his income in order to get a higher transfer, and to
work less, take risk, squander, etc. Information may be imperfect in the case of more
than one child, if one cries louder than the others.

In this first example of a merit good, the child benefits from his own effort through
a higher income, even if this income is taxed by parental impure altruism.*> We take
now a second example, where effort e becomes a service S flowing from the child
to the parent, as in the model originally proposed by Cox (1987). This service is not
‘produced’, in the sense that it does not enter the budget constraints. It can be seen
as extra leisure time of the child, which could not be used to increase its earnings,
but can be turned into non-market services, such as attention or visits to the parents.
There is a natural development of the market at the expense of non-market activities as
people become better off. From barter to money, from family help to salaried services,
from village loans to sophisticated credit system, the progress and progression seem
inevitable. But some non-market goods may become more important at a higher level
of development, being richer leaves more time for affection.*® Besides the development
of leisure time could lead to a revival of the exchange of non-produced goods. In our
model, the child could not sell his services to anyone else, and the parent could not buy
them elsewhere.*’ But they may find it mutually beneficial to ‘trade’.

3.2. Buying or extorting the child’s services or the parent’s inheritance

The parent’s utility remains the same as in (38), replacing e with S, but the child’s
budget constraint is the same as in (3), the effort/service level does not enter it. The
child’s utility is as before V(Cy, S), with Vi < 0: helping his parent is costly, as was
effort. The parent maximizes:

rrTlaSXU(Yp =T, + BV +T,8) (40)

His transfer function does not change, but again the child’s marginal cost of ef-
fort/service is modified:
U
Vi=——" (41)
Bp
It is obviously even higher than before (V,»), because the child does not derive any
income from his effort.
A game is played between the parent, who wants the child’s time consuming ser-
vices, and the child, who receives a transfer of money in exchange of his service. Three

45 On the top of the usual tax on a higher income through a lower transfer (but it leaves the child’s on the
same utility level), there is this second tax of the merit good.

46 See for instance Zeldin (1995) on affection for children appearing at the turn of the 20th century in the US
among the poorest classes of the population.

47 In that the model differs slightly from the above endogenous parent’s income model (section 2.5) where
his time was used to produce consumption, via earnings.
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main cases may be considered. In the first, the parent is an (impure) altruist and the
non-altruistic child is more than compensated for his effort in helping the parent. In
the second, the child is just paid for his effort: neither parent nor child is altruistic,
the child exchanges his service for a transfer. In the third case the child is altruistic
towards his parent. The first two cases are considered in Cox (1987), the second and
third by Victorio and Arnott (1993). The second case, where both parent and child are
non-altruists, is also studied by Bernheim et al. (1985). They assume that the parent
uses the threat to disinherit to extort attention from his children. The structure of the
game between parent and child is important: the leader can extract the gains from the
exchange.

3.2.1. From transfer to transaction

Let us start with the first case: an altruistic parent wants his non-altruistic child to render
some services S. Cox (1987) introduces an incentive compatibility constraint: the child
enters the relationship only if it does not lower his utility. Denoting by V0 = V (¥}, 0)
the child’s utility when no exchange takes place (T = 0, S = 0), his threat point, the
participation constraint is:

V¥ +T,8) = V(¥ 0) (42)
Assuming that the parent is dominant in the game (A7 again, along with A3), the

problem viewed from the parent’s perspective can be expressed as:

rrTlasx UY,—-T,5 V¥ +T,5S)) (43)

under the participation constraint (42). If X is the associated Lagrange multiplier, the
first-order conditions for 7" and § are:

U +U,V. +AV. <0
Us + Uy Vs + AV <0

with equality if 7 > 0 or § > 0. Assuming that the parent is effectively altruistic,
let us consider the case where the participation constraint is not binding (. = 0); the
child derives some satisfaction when effectively helping the parent and receiving some
money. For interior solutions, 7 > 0 and S > 0, the first-order conditions are:

U =U,V,
Us =-U,V;

As before, the transfer equates the parent’s and child’s marginal utility of consump-
tion; the level of service equates the parent’s marginal utility and his child’s marginal
disutility of service. The neutrality property is retrieved and so are all the properties of
the model of section 2.1 for financial transfers.

However comparative statics in terms of the level of attention S yield different results
(see Cox, 1987). There is no definite prediction concerning the sign of 9.5/9Y), nor that
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of 0.5/0Y. But the difference in services to income derivatives is equal to zero:

s 3S
Y, Y

The level of upward service does not depend on the intergenerational distribution of
family income: this is the invariance result (37) of section 2.4.2. The parent’s motivation
is purely altruistic since the child is more than compensated for the disutility incurred
by the time he devotes to his parent. As already mentioned, service to the parent exists,
but has no market value and does not enter the child’s budget constraint. The fact that
the parent transfers and the child helps is not part of any reciprocity mechanism, there
is no direct link between the two decisions.

Assume now that the participation constraint is binding: there is no altruistic parent-
to-child transfer. This situation is more likely to occur when the child’s income is high
compared to the parent’s or when the parent is not altruistic enough. Financial transfer
from the parent is exchanged for the child’s services. The parent can no longer influ-
ence the child’s utility, and the marginal financial help no longer equalizes the marginal
utilities of consumption (U, > U,V,). When the parent leads the game, he is the only
beneficiary from the gains of exchange, since the child has the same utility level whether
he participates in the exchange or not. The fact that the child receives no benefit from
the family exchange may seem problematic. If he derives no satisfaction, there is no
clear reason for him to devote time to the parent.

In this second case, called the exchange regime by Cox, the parent’s two decisions,
whether to transfer or not, and how much to transfer, are not taken in the same manner
as in the first altruism regime. Strictly speaking, the decision is not one of transfer, but
one of transaction. It occurs when the difference in parent’s and child’s money-services
marginal rates of substitution is strictly positive. The demand price of the parent’s first
unit of services is greater than the supply price of the child’s first unit of services.
Thus, the existence of a transaction is positively related to the parent’s income, but
negatively related to the child’s income, as was the existence of transfer in the altruism
case. Indeed, the compensation for the child’s disutility has to be higher for a richer
child, and thus the exchange is less likely. The transfer/transaction value, T, perfectly
compensates for the services S given by the child.

The comparative statics results are as follows. First,

as
220
3y,

and

aS

— <0

oYy
the child’s supply of services is an increasing function of the parent’s income, but it
is lowered when the child’s income is higher. A richer child is characterized by an



920 A. Laferrére and F. Wolff

increased disutility when he devotes time to his parent. Since

or >0
Y,

the parental income exerts a positive impact on the service payment to the child. Again,
this prediction is a common feature of the altruism framework. But the effect of the
child’s income on T is unclear. It depends on the pseudo elasticity of the parent’s
demand for services, thus it can be positive or negative (see Cox, 1987). However, re-
member there is by assumption no market substitute for the child’s attention, so that the
demand for services by the parents is likely to be inelastic; thus the relationship between
the child’s income and the payment is likely to be positive (Cox and Rank, 1992; Cox,
1996).4

That the transfer amount can rise with the child’s income in the case of exchange
stands in contrast to the altruism model, where a richer child receives a lower gift.
While a negative derivative d7 /dY} is compatible both with the exchange and altruism
motives, the empirical finding of a positive effect of Y; on T indicates the existence of
exchange, or reciprocity, within the family. Indeed, if the child’s income increases, so
does his threat point V (Y, 0) and the parent may have to increase his payment to get
the same level of services.*

Note that at the limit U, = 0 (the parent is not only a constrained altruist, but a
non-altruist) and this second regime of non-altruism can be written in the following
way:

maxU =U(Y, =T, ) (44)

under the participation constraint (42). If A is the associated Lagrange multiplier, the
corresponding first-order conditions for 7" and § are:

U, +AV, =0
U+ AV =0
Hence,
Us/Ue = =Vi/ Ve (45)

At the optimum, the marginal cost of attention from the child equals the marginal benefit
of attention to the parent.>”

48 To show why Cox (1987) writes the optimal payment as 7 = P S, where P may be seen as the price of a

. . oT oP . L. . .. .
unit of services. Then Bdi = SéTk( 1+ % %). This derivative can be either positive or negative. But when

S is fixed, - = S 2 > 0.

49 This is more likely to occur for personal attention (such as contact and visits) than for other types of time-
related services with closer market substitutes and cheaper to get on the market. It is an additional prediction
of the exchange model.

50 Feinerman and Seiler (2002) extend the model to the case of two children and a parent who does not
observe the children’s cost of service. Jellal and Wolff (2003) also considers an exchange model with financial
transfers, services and co-residence, where the parents do not observe the privacy cost of children.
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3.2.2. The case of a dominant child

To solve the paradox of the passive child entering in this game with his parent, one has
to drop assumption A7 of a dominant parent. One could assume a Nash bargaining solu-
tion. This is what is done by Cox (1987, p. 517 and note 11). He defines the parent’s and
child’s threat points as U = U(Y,, 0, V(¥k,0)) and VO = V (¥, 0). In this setting,
both the parent and the child seeks to maximize the joint product (U — U OV —Vv9.
Then the child can be above his threat point utility. The comparative statics results are
the same as under the exchange regime with A7, but the child gets a share of the joint
‘production’.

What if one assumes that the child is the leader in the game and keeps the parent at
his threat-point utility U (Y, 0)? The child’s program is the following:

rrTlagi V=VXr+T,S) (46)

under the parent’s participation constraint:

U(Cp. S) = U(Y,,0) (47)

The child is not altruistic in the strict sense, yet he does not want his parent’s level of
well-being to fall below a certain threshold. We assume 7 > 0. If A is the Lagrange
multiplier associated to the parent’s participation constraint (47), the corresponding
first-order conditions for 7" and S are:

Vs + AU =0
V, —AU. =0

Condition (45) is verified at the optimum.

However, the comparative statics results are somewhat different from the dominant
parent case. We still find that 37 /0Y, > 0 (if a richer parent demands more attention,
i.e. if attention is a normal good to him, he pays more for it) but 95/9Y, > 0 or < 0,
contrary to the dominant parent case, where a richer parent would attract more attention.
Here a richer parent could attract less attention from an egoistic dominant child. This
is because attention is a normal good to the parent and an inferior good to the child. A
richer parent demands more service and offers a higher remuneration: since the child
gets a higher transfer, he is richer. Thus he increases his supply price (the marginal cost
of attention is higher to him).>! There can be a negative relationship not only between
parent’s income and service, but between financial transfer and service.

Finally one can consider a third case where the child is altruistic and maximizes:

max V = V(Cr. S, U(Cp. $)) (48)

51 Also, 8T /9Y} can be positive or negative, as in the dominant parent case, but 9.5/9Y} can be positive.
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under (47) and parent’s and child’s budget constraints.”” If the child is sufficiently al-
truistic so that his parent’s participation constraint does not bind, the child’s program
is:

rrTla;( V=VX+T,S,UX,—-T,5)) 49)
The first-order conditions are:

Vs + V,U; = 0
Ve = V,U: =0

This case is considered by Victorio and Arnott (1993). Comparative statics give:
0T /0Y, >0

but
08/0Y, 20

An altruistic child does not always devote more attention to a poorer parent (if money
was needed, the altruistic child would give more money to a poorer parent).

This money-service model can be extended. Ioannides and Kan (2000) assume two-
sided altruistic feelings within the family, so that financial help and time-related re-
sources can flow both upward and downward.>? This leads to three regimes of family
redistribution. In the pure altruism case, the price of both parent’s and child’s attention
is null and financial transfer does not depend on the receipt of service. In the altruistic
exchange regime, there is still two-sided altruism and a financial transfer includes both
an altruism component and a pure payment of services. Finally, in the pure exchange
model, the generations are no longer altruistic and the transfer is the exact payment of
the service provided to the other generation. Transfer has become a transaction.

As this series of models shows, a crucial point is the distribution of power between
parent and child. Despite its importance, the issue of decision within the family is often
neglected. If there is no a priori on who is dominant in the transfer game, it could be
useful to consider a general Nash setting (U — Up)’(V — Vp)' =% and try to recover the
parameter § that measures the parent’s power in the transfer decisions.

Table 2 summarizes the results; it is easy to see that to draw any conclusion on the
alternative motives of children’s attention to their parents or parents’ transfer to their
children demands detailed data on family types and resources.

52 This case is half way between impure altruism, and altruism with two goods, as in section 2.4.2. The
money transfer is negative (as seen from the altruist’s point of view), and the time transfer does not enter the
altruist’s budget constraint.

33 Under a Nash equilibrium, each generation takes as given the other’s level of well-being. In this setting,
both the parent and the child may derive utility from a family exchange.
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Table 2
Impure altruism: comparative statics predictions

Transfer T' from p to k Transfer S from k to p
aT /3Yp aT /9Yy 9S/3Yp 9S5/0Yy
Altruistic parent
V>V
Up =U(Cp, S, V(Ck, S)) >0 <0 ? ?
Non-altruistic dominant parent
V=W
Up =U(Cp, S, V(Ck, S)) >0 ? >0 <0
Non-altruistic dominant child
U =10
Vi = V(Ck, S) >0 ? ? ?
Non-altruism Nash bargaining
WUp — Up) (Vi — Vo) >0 ? >0 <0
Altruistic child (see note 52)
U > U
Vi = V(Ci, S, U(Cp, S)) >0 <0 ? >0

3.2.3. A strategy to buy the children’s services

Bernheim et al. (1984, 1985) suggest that attention or services provided by the children
to a parent are motivated by their expecting an inheritance. The parent gets his desired
level of attention by threatening to disinherit his children if they do not comply. The
amount of the bequest and a sharing rule between the children are fixed in advance by a
non-revocable will. By this threat, the parent plays the children out against each other,
letting them know he will leave more or all of his wealth to the siblings who best take
care of him.

The differences with the previous model of exchange with a dominant parent are the
explicit timing of the transfers (the exchange is not simultaneous), and the information
sets of the parent and children (the sharing rule is written down).

The parent’s utility U is defined over private consumption C, and the different
amount of services provided by each child S; (i € {1,...,n}). The parent’s wealth
Y, finances C, and a global bequest T to the n children. The maximization program for
the parent is:

max U =U(Cp.S1.....5) st.Cp=Y,~T (50)

Lseees ns
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The parent manipulates his children and uses the promised inheritance to influence ex
ante their decisions (Hoddinott, 1992). When the children’s incomes are exogenous,s4
each potential heir accounts for the costly provision of services and maximizes his utility
Vi:

. Vi=Vi(Cii, Si) st.Cixi =Yii +puiT (€29)

with Vs < 0. Each child i receives a fraction pg; of T in exchange of the attention
devoted to the parent. The sharing rule px; may be expressed as:

n
Pri = Pi(Sto-o o S0, Yok =1 (52)
i=1
There are two periods in this game (a Stackelberg equilibrium). First, the parent chooses
his level of consumption C,, thus what is left for bequest 7', and the sharing rule px;.
Second, conditional on pg;, each child chooses his optimal attention S; and receives the
predetermined financial transfer at the death of the parent.

Again, it is easy to show that a child who accepts the parent’s contract derives no
satisfaction and Vl.O = V;(Yki, 0). The parent extracts all the surplus. Bernheim et al.
(1985) expect a positive relationship between parental wealth and the mean level of
attention provided by the children. However, as shown above, there may be offsetting
effects since a higher expectation of inheritance increases the child’s price of services
(see Table 2, and Victorio and Arnott, 1993).

At first glance, the strategic mechanism may seem clever. By giving early to the
children, a parent loses a means of getting attention and affection from them.>> Nev-
ertheless, the main focus in the strategic model is not so much the early transmission
as the rivalry established between siblings by the means of the sharing rule. Like an
altruistic parent compensating unequal exogenous income draws of his children, the
strategic parent compensates unequal services from the children. But the risk is that the
children forget about the unequal income draws, or unequal services, and only remem-
ber the unequal bequest, thus becoming rivals. It is likely that a child takes part in the
game not only because he receives money in exchange of his attention, but also because
inheritance is shared between his siblings if he does not comply. The issue of jealousy
is not directly raised in the model, but because of it (and for the reasons exposed at the
end of section 2.3.1), a parent is rather unlikely to leave unequal inheritances, be it for
fear of destroying the family or his reputation.

5 Itis important to know whether the child’s supply of attention only affects leisure time, as in the previous
model (Cox, 1987), or his labor supply (Lord, 1992). If labor supply is fixed, attention only decreases the
leisure time and the child’s income remains exogenous. If the child works less to care for his parent, his
income becomes endogenous, the expected inheritance may be seen as a delayed income. The delay would be
especially harmful to liquidity constrained children.

55 From an historical perspective, the 19th century is full of parliamentary discussions (especially in France),
which saw in the mere existence of the hereditary reserve and of equal sharing prescribed by the Civil Code,
the end of fathers’ authority and the decline in old age status (Gotman, 1988).



Ch. 13:  Microeconomic models of family transfers 925

There is also a possibility of coalition among siblings deciding to share equally the
parental inheritance. In that case, the level of service received from children is not set at
its maximum value. Also, the strategy does not work for parents with only one child
(as mentioned by Bernheim et al., 1985), neither for parents who do not leave any
inheritance, or for parents whose children do not need any inheritance.>® In addition,
a benevolent parent may find it hard to stick to his threat of disinheritance, and the
freedom to testate is limited in certain countries. Finally, the assumption that the size of
the sibship is exogenous is questionable. Cremer and Pestieau (1991) show that if the
parents only care about total attention (and not about the care received by a particular
child) they will want as many children as possible.

The question of care to old parent is an important one both in countries with no
pension system, and in modern societies where life expectancy has risen and a higher
income makes individuals more demanding in care. The models presented so far do not
seem fully satisfactory. Before we turn to other kind of models, let us reflect a little
more on the timing of transfers, in the altruism setting. So far, the timing of transfer
has no explicit role, except in the last strategic model. Obviously, if capital markets are
perfect, both parents and child are indifferent about the timing of the transfer.’” It is
the same to receive a punctual help to pay for a consumption good, the means to attend
college, or an inheritance at the parent’s death. We now definitely relax assumption A5
(one period) and attempt to shed light on the role of age and time on the structure of
family reciprocities.

3.3. Transfers as family loans

In the same setting with one commodity and two transfers, one upward and the other
downward, we now examine the situation in which the parents give money to the child,
who pays them back in a second period. Interestingly, the fact that transfers flow in both
directions does not preclude altruism. When the child is constrained on the borrowing
credit market, he is induced to enter into the exchange.’® The model also applies to
the case where parents cannot save for retirement because there is no capital market.
In fact, it is very similar to the one in which parents bought the child’s services. The
effect of liquidity constraints can be described in a pure altruism framework (see Cox
and Raines, 1985; Kan, 1996), but we present instead the mixed model of transfers

56 High-income children have less time-related resources to devote to their parents. Hence, parents may
expect to receive more attention from poorer children with more leisure time, who would have cared for their
parents even in the absence of strategic considerations (95/dY; < 0 according to the dominant parent model
of section 3.2).

5T We already mentioned that in the presence of merit good, the altruistic parent had an incentive to make a
tied transfer to its child. As we now see in more details, it is directly related to the introduction of dynamics
into the model.

58 The role of the child’s liquidity constraint on the provision of parental transfer is further examined by
Laitner (1993, 1997). Cox and Jappelli (1993) and Guiso and Jappelli (1991) point to the important share of
parental transfers in children’s resources at young age.
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proposed by Cox (1990) and Cox and Jappelli (1990), in which the motives are either
altruism or exchange.””

In an inter-temporal framework, the altruistic parent takes into account the well-being
of his child at each of the two periods 1 and 2. He maximizes the following time-
separable utility function:

1
max U = Uy (Cp1, V1(Ck1)) + mUz(sz, V2(Ci2)) (53)

where § is a fixed family discount rate. The parent has access to the capital market, and
his lifetime budget constraint may be expressed as:

C T Y
c,,1+%+n+ﬁ:¥p1+ lfr
where r is the market interest rate and 77 > 0 and 7, are the first and second-period
transfers. The child cannot borrow against his future income, hence his two budget
constraints, one per period:

(54)

Cri =Y +T (55
Coo=Yn+ 1T (56)

The second period transfer 7> may be positive or negative if the child pays back 7.
Hence T is either a subsidy or a loan. The participation constraint for the child can be
described in two different ways, over utilities or over transfer value, without affecting
the conclusions on the impact of income on transfers. In Cox (1990), the child accepts
the parental loan only if it raises his utility above what it would be without transfers, his
reservation level V9:60

1 1
Vo(Crp) > VO(Y —VIY) = VO 57
T3 2(Cr2) = 1(k1)+1+8 > (Yi2) (57)

Under (57), the credit constrained child may want to borrow at a family interest rate
above that of the financial market, for instance when he is impatient enough (§ > r).
There are again two regimes, altruism or exchange, depending on the comparison of V
and the reservation utility. When the participation constraint is not binding, the parental
transfer increases the child’s utility and the transfer is altruistic. Conversely, in the ex-
change case, the parental transfer 77 is a loan reimbursed in period 2 by the means of
a negative transfer 7,. Both under altruism and exchange, the Euler condition holds for

Vi(Cr1) +

the parent who can access to the capital market:®!
1+r
Uic = 1—+8U2c (58)

39 See also Cox et al. (1998) for a two-sided altruism model of family loans.

60 Alternatively, in Cox and Jappelli (1990), the child participates in the family exchange when the inter-
temporal sum of transfers is non-negative: 71 + 7> /(1 +r) > 0.

61 Additive separability between U and U; is not required for the Euler condition to hold.
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The Euler equality also holds for the child, if the parental altruism parameter is constant
over time (Ury, = Upy,). At the optimum, the transfer also ensures proportionality
between each period child’s marginal utilities of consumption:

Vie = Ly, (59)
lce — 1 T s 2c¢
When the child is constrained, the financial transfer occurs when the difference in the

child’s marginal utilities of consumption per period (;T‘:'I)T:o - E%ig;(%h:o is

strictly positive. From the concavity of V; it follows that the occurrence of a trans-
fer, whatever the regime, is positively related to Y), and Y2, but negatively related to
Yi1. The amount of the loan/gift is also positively related to the child’s second period
income. The more liquidity constraints, the higher the amount transferred to the child
to finance the optimal first-period consumption.

To discriminate between altruism and exchange, the effect of the child’s current in-
come on the transfer amount has again to be examined. While a poorer child receives
a higher amount of money under altruism, the relationship between 7 and Yjj can be
negative or positive under exchange, at least when the participation constraint is defined
by (57). A rise in Y increases the child’s threat point V', so that the first-period trans-
fer has to be higher in order to make the participation constraint binding. In addition,
a richer child benefits from more attractive borrowing opportunities since the family
interest rate is a decreasing function of Y;;. Conversely, for a fixed permanent income
(Yx1+Yr2/(147)), the child becomes less liquidity constrained as Y rises, which leads
to a lower parental transfer. Finally, depending on the strength of these two effects, the
effect of Y| on T} remains unclear.®?

This model may be seen as a generalization of the exchange mechanism proposed
by Cox (1987). In the exchange regime, if the child pays back the parental loan with
services, then the loan model is analogous to the money for services model, with two
periods instead of one. However, under altruism, there is a possibility that no transfer
ever flows from child to parent in period 2, if the parent is rich enough. The main prob-
lems are the enforcement of the child’s repayment, and uncertainty. While the parent is
induced to lend money, since he may benefit from an above-market rate of return, there
is no clear reason for the child to honor his debt in period 2. Relying on altruistic family
values and care of good reputation, Cox (1990, p. 191, note 7) assumes that the child
will pay back. The side-issue of uncertainty is linked to endogenous child’s income and
merit good and has been discussed above: the safety-net provided by parents’ altruism
may have adverse effect on child’s work effort or his human capital investment (see
Laitner, 1997, pp. 222-227).

62 The negative impact through the child’s permanent income is more important when Yy is low. If altruistic
parents use the first period income to predict the second period income and if they save, the altruist’s reaction
to first period income may be somewhat mitigated (McGarry, 2000). This makes it difficult to distinguish
between altruism and exchange motives.



928 A. Laferrére and F. Wolff
3.4. Family insurance and banking

In the presence of altruism, exogenous income shocks are smoothed by transfers from
(to) altruistic (selfish) parents toward (from) selfish (or altruistic) children. Altruism acts
as a means of insurance within families.> We have also seen that the altruistic family
can function as a bank.

Why would family arrangements be adequate? Are not they deemed to disappear as
market insurance and banking develop or as public social insurance gets more common?
It could be argued that mutualizing risk over a larger population (for example a village,
a country, or the whole world) is more efficient that doing it over a family. Besides,
a positive correlation between all family members’ income (or ability) makes family
insurance less effective. Moreover, families are not always stable structures, and may
become less and less so. Geographical mobility may also weaken family ties. The more
conflict and instability within families, the less efficiency as compared to market insur-
ance. The correlatives of love and affection are envy and jealousy, that are not likely to
exist between a banker or an insurance company and their customers, or between gov-
ernment and citizens, but could plague family relationships. Finally, love and affection
themselves can sustain exploitation and free-riding. Despite all this, the family offers
other advantages.

First, the family incurs less transaction costs than the market since many arrange-
ments remain informal. Second, it has more complete information on the real situation
of its members, more mutual supervision and trust, thereby reducing agency problems
such as moral hazard and adverse selection (see Ben-Porath, 1980; Pollak, 1985). Con-
sumption is hard to hide among people living close by, even if, as we have shown, the
Rotten kid theorem does not always hold. This stems from the fact that family relation-
ships are durable, freedom of entry and exit is limited. This provides opportunities to
sanction and reward, and lowers the cost of information. Family is also partly the fruit of
a choice: one does not choose one’s parents, but one chooses one’s spouse. The fact that
families are likely to be homogeneous in tastes facilitates day to day interactions.%* Fi-
nally as already mentioned, some goods have no market equivalent, and moreover some
risks are not (or not yet) covered by insurance.®> One may think of weather fluctua-
tions and their consequences on agricultural income in less developed agrarian societies.
Even in rich countries, widows (or orphans) are still poorly protected against the loss
of a spouse’s (or a parent’s) income, and divorce has adverse consequences on income
that cannot be insured on the market. The uncertainty about the length of life leads to
the risk of outliving one’s resources in absence of an efficient annuity market.

63 Jtis even a perfect insurance, since the optimal transfer perfectly compensates any change in the distribu-
tion of family income (for a fixed family income).

64 See Bowles (1998) on what he, following biologists, terms segmentation in the context of evolution of
traits in a population.

65 Stark (1995) stresses the fact that it is not only because market institutions do not exist that families
engage in altruistic transfers, but that it is because of the efficiency of those transfers that market transactions
or insurance do not necessarily emerge.
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Kotlikoff and Spivak (1981) present a model where non-altruistic individuals protect
themselves against the risk of poverty in old age by an implicit or explicit contract of
transfers. When a market for annuities exists such protection can be done efficiently,
otherwise involuntary transmissions due to precautionary savings may be important.
The gain in risk sharing may be large, in particular when pooling income with a spouse.
Such an insurance system seems especially suitable for analyzing marriage (with the
mutual care it yields) and marriage contracts, that define the surviving spouse’s portion.
But it is less likely to apply in an intergenerational context, since parents and children
have different probabilities of surviving and thus face non-symmetric risks. Then, the
key issue is to find a successful mechanism to induce a child to take care of his parents
in old age. The problem is solved in Kotlikoff and Spivak (1981) by altruism, combined
with trust and honesty. Although each generation does not care about the partner’s utility
and just wants insurance, its purely selfish motive needs an altruistic mechanism in order
to work.

Foster and Rosenzweig (2000, 2001) also stress that the Pareto efficient allocation of
risk must overcome some information and enforcement problems. How family members
can commit to insure one another when they cannot enter into binding contracts? In
their model, transfers respond both to contemporary income shocks and to the history
of previous transfers, and the response varies with the degree of altruism. As in a market
credit transaction, a past debt to the family affects current borrowing possibility from the
family.®® To Foster and Rosenzweig (2001, p. 405) ‘commitment issues may also play
arole in childbearing and parental investment in human capital in developing countries
to the extent that children cannot commit to provide parents with a secure source of
support in old age’. This is precisely the question to which we turn in section 4. We aim
to show that it is far from being only a developing countries issue.

3.5. Decisions within the family: altruism and collective models

The use of altruism to explain family transfers has been attacked on two fronts: from
within and from outside. We have dwelt so far on the inside attack. It hangs mainly
around merit goods. The outside attack comes from using the word altruism in the
context of the so-called collective (or bargaining) models. Since collective models
sometimes involve bargaining (usually between spouses, but it could be between parent
and child), and parent and child can bargain when merit goods are introduced in the
altruism model, there is ground for confusion. Therefore, before leaving altruism, we
try to clarify the two approaches.

66 Attanasio and Rios-Rull (2000) imagine an isolated village, where self-enforcing contracts partly insure
the villagers. Introducing an institution that would insure them against a common shock affecting village
income seems likely to improve welfare. They show however that such well-intended policy interacts with
the functioning of private markets and can destroy the social fabric that weaved the village arrangements, and
reduce welfare. See Docquier and Rapoport (2006) in this Handbook for more.
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Table 3
Collective models and altruism: a comparison

Collective model C

Pure altruism A

2 individuals p and k
Live together

Up = Up(cps Lp): Uy = Up(Cy, Ly)
2 goods: private consumption and leisure
Exogenous non-labor income y

Only y = Yp + ¥ observed

Only C = Cp + Cy observed
wp, Lp, wi, Li observed
Cooperative solution

Exogenous bargaining or power index
Sharing rule on non-labor income
Pareto efficiency

2 individuals p and k
Live apart

Up = Up(cps Vi), Vie = Vi (Cy)
1 good: private consumption
Yp and Y exogenous observed

Cp and Cy observed

Non-cooperative equilibrium, last word to p

Exogenous altruism parameter
Transfer T from p to k
Efficiency only if 7 > 0

The altruism model A was developed as a reaction against a purely individualistic
view of utility. The idea was to go from U (Cp) to U(C,, V(Cy)). We have seen that,
under some (restrictive) hypotheses, it leads to income pooling between two households.
The collective approach C started as a reaction against the assumption of income pool-
ing within one household. The idea of altruism is to link separate households, whereas
collective models were created to individualize and separate utility functions, consump-
tion and decisions within a household. Table 3 summarizes some of the differences.
Bargaining models were initiated by Manser and Brown (1980) and McElroy and Hor-
ney (1981), but we follow here the collective approach developed in Chiappori (1992).

Models A focus on the transfer function, models C focus on choice of leisure and on
the sharing rule. We have seen that model A is quite transformed if choice of leisure is
introduced, but it can be accommodated. Collective models assume Pareto efficiency: p
and k always share. The altruism model may lead to inefficiency if the parent is ‘at a
corner’ and T = 0, or if he would like T < 0.

In the collective model C, the maximization program for a person p can be written
as follows:

max U, (L p, Cp) + B(wp, wi, Ui (Lg, Ci)
s.t.Cp+ Cr=wy(1 —Lp) +wp(1—Lg)+y

where U is separable over consumption and leisure, y is an exogenous non-labor in-
come, w, and wy are the wage rates of p and k, 1 is the total time endowment and 8,
the pre-determined non-observable bargaining rule or power index, is a function of the
environment (w,, wi and y).
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This program can be given a sharing rule ¢ interpretation and written as (Chiappori,
1992):

max Ui(L,',C,')

S.t. Ci = wl(l - Ll) +¢l(y’ wpv wk)

fori = pandi = k, with ¢, = ¢; and ¢, = y — ¢;. For the comparison, the altruism
model A can be expressed as:

max U, (L,, Cp) + BUr(Lg, Cr)

ot Cr=wp(1-Ly+Y,-T
TN Cr=wr(—=Ly)+ Y+ T

We introduce leisure in the altruism model to stress the similitude, but as we have seen,
the choice of leisure is not well accommodated by the model, except when p is a benev-
olent dictator. Model A could also accommodate two-sided altruism. What should be
stressed is the difference in $, the degree of altruism: it is fixed in the altruism model
(the parent’s taste makes him more or less altruistic), whereas it may depend on wages
(prices) in the collective model.%” If it is fixed, the two models look very much alike.

The collective model will aim at getting the sharing rule ¢ and its partial derivatives
from the observation on leisure choices, under certain conditions. In model C, ¢ may
increase with w; (i has more power) or decrease (i has less need). In model A, T in-
creases with w,, (p richer) and decreases if wy increases (k has less need). An increase
with wy is the sign of an exchange regime (assimilating here w; to Y;).

We have shown that model A predicts income pooling when 7' > 0. Model C typi-
cally predicts that the partial derivatives ¢y, ¢, e ¢wf # 0, that is to say the share of an
extra euro gained by p at the expense of k could be different from 0. Actually it could
be one, or even negative, that is, k could get less than before.?8

In the context of pure altruism (and positive transfer) a government transfer to p or
k is welfare neutral, when under the collective model a transfer to p has not the same
welfare effect as a transfer to k (see Ward-Batts, 2003, and Attanasio and Lechene,
2002, for recent applications). If empirically one does not find a one to one neutral-
ity, is it because altruism is impure (in all the ways we underlined: endogenous child’s
or parent’s income, uncertainty about the future, merit goods...) or because individuals
collectively bargain? In other words, the empirical finding of imperfect income pooling
is interpreted as a rejection of pure altruism by those studying inter-households rela-
tionship; it is interpreted as a rejection of the unitary model in favor of the collective

67 Section 5 introduces a model where altruism is endogenous and depends on prices, to a certain extent.

68 Ina simplified (yet complicated enough) setting, Blundell et al. (2002) find that an extra pound gained by
p (the husband) is totally consumed by p, an extra pound gained by k (the wife) means 0.1 pound less for p
(she gets 1.1 out of it), and an extra pound of non-wage income increase p’s consumption by 0.24 and k’s by
0.76. In the case dwy = —dwp it would mean the husband consumes 1.1 (1 + 0.1) more when he earns 1
more and his wife 1 less.
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model by the growing body of those studying intra-household relationship. It is often
interpreted as a rejection of altruistic preferences in favor of a collective model. How-
ever when one finds that giving child benefit to the mother rather than to the father,
increases expenditure on children’s clothes (Lundberg et al., 1997) and decreases those
on father’s tobacco (Ward-Batts, 2003), is it more interesting to conclude that father and
mother do not pool their income, or that mothers are more altruistic towards children
than towards husband, and fathers are less altruistic than mothers towards children? We
mentioned free-riding problems in the presence of more than one altruistic parent. It
seems collective models could be applied to inter-household relationships (when they
are close enough), as have been done by McElroy (1985) to study the nest-leaving be-
havior of young adults, and impure altruism model could be applied to intra-household
relationships (when individuals are individualistic enough).

On the one hand, model C seems to include model A. On the other, it cannot look at
inefficient outcomes since it assumes efficiency (an issue linked to transferable utility
and binding commitment); and it overlooks multi-period games when altruism is most
interesting: the life cycle of a family where one starts as k and then becomes p.% In
any cases, there is still room for models encompassing at the same time inter-related
preferences, endogenous choices of leisure and some form of game between households.

3.6. Pure and impure altruism

We finally summarize the main results of section 3, contrasting pure altruism (one good
and exogenous income) with impure altruism (two goods, endogenous income or merit
good) (Table 4). We have shown in section 2 that as soon as child’s income becomes
endogenous, the child has an incentive to become rotten (work less, hide his income
from the parent). In that case,

1. The parent has an incentive to become an impure altruist, that is impose the con-
sumption of a merit good to the child.

2. As soon as the parent becomes an impure altruist (interested in the child’s con-
sumption of a merit good), family transfers may turn into family transactions,
resembling market transactions.

3. If the parental transfer is positively related to the child’s income, the relationship
is no more altruistic, but one of reciprocity or exchange (therefore, it is more
a transaction than a transfer). Then the neutrality property breaks down. In this
context, the introduction of a public transfer may have no effect on the private
transfer and could even increase it. Suppose that the giver is paying a service, at
the current wage rate, and consider a tax on the young, that diminishes his net
wage, to the benefit of the old generation: the donor parent may now compensate
the beneficiary child at a lower rate.

4. If the parent transfer is negatively related to the child’s income, the relationship
may be either altruistic or one of reciprocity or exchange.

9 For dynamic models of collective choices, see Ligon (2002).
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Table 4
Main assumptions and results of the pure and impure altruism models

One sided altruism

Parent’s utility and [information set] Child’s utility Budget constraints

Pure altruism, one good, exogenous incomes

Up =U(Cp, V(Cy)) U = V(Cy) Cp=Y,—T,T>0
U:.>0,U, >0 Ve>0 Co =Y +T
or _ oT _
[Yp, Y&, V] 3Y, v = 1 After exogenous shock
Redistributive neutrality on exogenous incomes

Pure altruism, two goods, one non-produced, endogenous child’s income [Villanueva (2001)]

Up =U(Cp, V(Cyg,e)) U = V(Cg, e) Cp=Y,—-T,T>0
U.>0,Uy, >0 Ve <0,Ve >0 Cr=Yr+wre+T,e>0
[Yp, Yk, V, wie] Redistributive neutrality May not hold

(endogenous income)

Pure altruism, two goods, one non-produced, endogenous parent’s income [Sloan et al. (2002)]

Up =U(Cp, V(Ci, S)) U = V(Cg, S) Cp=Yy+wp(l—=5)—T,T>0
U:.>0,U, >0 Vg >0 Ce =Y +T,5>0
[Yp> Wp, Yi, V]
oT oT N S _
Ve >0 m—m_l m—m_o
Redistributive neutrality Redistributive invariance

on exogenous incomes

Impure altruism, two goods, one non-produced, exogenous income [Cox (1987)]

Up =U(Cp, S, V(Ck, S)) U = V(C, S) Cp=Y,—-T,T>0
Ues>0,Uy >0,Us >0 Ve >0,V <0 Cr=Yr+T,e>0
Yp, Yk, V]

or _ T _ 4 ds 95 _

v, A v, Y

Redistributive neutrality Redistributive invariance

Impure altruism, two goods, one merit good, endogenous child’s income [Chami (1996)]

Up =U(Cp, e, V(Cy, e)) Ui = V(Cy, e) Cp=Y,—T,T>0
U.>0,U, >0,U, >0 Ve>0,V, <0 Cr=Yr+wre+T,e>0
or _ oT _ 4
v, ~ A —

Redistributive neutrality
on exogenous incomes

4. Non-altruism: transfers as old-age security

Parental altruism may seem natural. After all, the adult child has been taken care of
when he was an infant and altruism may stem partly from the fact that babies are born as
dependent who cannot survive without parental care. Helping grown-up children would
come out of the habit of having taken care of them as infants. There is nothing of the sort
with old-age support. Hence the fifth biblical commandment demanding to honor one’s
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parents, while there is no need of an equivalent command to honor one’s children.”?
The exchange models presented above awkwardly tackled with this issue of parental
support, and the mechanisms behind them are not fully convincing. A model of family
transfers that could do without exogenous altruism would seem stronger. We now con-
sider such an inter-temporal exchange model. Time is introduced more explicitly: the
parent remembers that he has been a child in the past, and, more important, he knows
that he will be a grandparent in the future. There are three generations instead of two.

4.1. The mutuality model or how to glue the generations together

The context is one of need of the old grandparents, either because there is no capital
market to save, no pensions of a pay-as-you-go type, or because they demand care
or attention without market substitute. In all cases, the family acts as a substitute or
a complement to the credit market and transfers are a means of improving the inter-
temporal allocation of resources. But the mechanism is different from the exchange that
was previously discussed. Transfers are no longer a substitute for private consumption
as in the altruism model, where the child’s consumption is a normal good to the parent.
They are instead a form of investment, like a portfolio-choice operation. Each family
member has a credit when deciding to make a transfer, while the debt is reduced when
paying back.

The model is known as the ‘child as old-age security’ or ‘family constitution’ model;
we call it the mutuality model to stress the system of reciprocity and solidarity it im-
plies. Samuelson (1958), Shell (1971) and Hammond (1972) propose a game involving
retirement benefits paid by one generation to its predecessor, that requires a kind of
social contract between generations.”! However, there is no explicit investment of one
generation in the next. While Shubik (1981) and Costa (1988) present a general solu-
tion, for glueing the generations together (as Shubik puts it), a detailed analysis is due
to Cigno (1991, 1993, 2000), who examines the sustainability of selfish transfers within
three-generation families.”?

In an overlapping generation model, egoistic individuals live for three periods and
only derive satisfaction from their own consumption. An individual born at date ¢ re-
ceives an exogenous income in the middle age period 2, but has no resources during the
childhood and retirement periods. Denoting by C!, Cé and Cg the consumption levels

70" Another dissymmetry is the following: a parent transfers to a child (young adult), hoping that the child
will be able to become independent, that is, not needing a transfer any more (and therefore survive when the
parent is dead). A parent transferring to a grandparent has no such hope. The transfer stops, not when the
beneficiary is self-sufficient, but when he is no more.

71 Such family contracts were effectively written among peasants in Europe up to the 20th century. The
demographic consequences of the old-age security model are examined by Lee (2000).

72 Ehrlich and Lui (1991) is close. For a detailed exposition, especially for a comparison with the Barro and
Becker (1988) altruism model with endogenous fertility, which we have left aside her, see Cigno’s chapter in
this Handbook.



Ch. 13:  Microeconomic models of family transfers 935

of each period, his utility function is:
U'=U(C], Ch, CY) (60)

Since U is supposed to be strictly quasi-concave, the individual can be better off trans-
ferring resources from period 2 to periods 1 and 3. What happens when there is no credit
market? The structure of the model is as follows (subscripts d and u respectively stand
for downward and upward). In period 1, the child who cannot borrow receives a fixed
amount of transfer T;_l from his parent. In period 2, the adult earns the income Y’,
transfers n’ T} to his n’ children, and makes a transfer 7} to pay back the loan previ-
ously received from the parent. The number of children per individual from generation
t is endogenous. Finally, in period 3, the retiree receives the transfer n' T +1 from the
next generation ¢ + 1.

The family transfers 7", 7%, T and T/*! are fixed, and the only choice is of the
number of children.”®> The maximization for an adult may be expressed as max,: U’
subject to the fertility constraints 0 < n’ < 1 and the following budget constraints:

ch=T1;" 61)
Cé — Yt n Td Tt (62)
Cl = n'TiH! (63)

Noting p’ the rate of return of the parent-to-child transfer such that p' T} 1= T7 the
inter-temporal budget constraint becomes:

., G C; Y! "

A o

From the corresponding first-order conditions, the ratios of marginal utilities of con-
sumption equal the family interest factor at the optimum (Cigno, 1991):

/,t—1 /,t
U2 _ Ul

nt—1 = gyt
U; U,

_ ) (65)

This system of selfish family loans leads to Pareto efficiency. The central assumption
is the existence of a family constitution which prescribes at each date ¢ the transfers 7))
to young children and the transfer 7 to the parent. The rule of the constitution is that
defectors, and defectors only, are punished. If the adult does not transfer to his parent
(T! = 0), and decides to go it alone instead of complying to the family constitution, he
is punished and his children are exempted from transferring to him in the next period
(T/*! = 0); the children are not punished themselves since they have rightly punished a
defector in the family game. Under certain conditions, the family constitution defining

73 If one assumes that both the transfers and fertility are endogenous, there is an infinity of solutions. It would
be equivalent for an adult to have n children and give each child a transfer T, or to invest n7; in only one
child.
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all transfers and the rule of the game is self-fulfilling and the optimal strategy is a Nash
subgame perfect equilibrium (see Cigno, 1993). The following assumptions are made:
parents and children have the same preferences; when the contract is violated, the result
is that all siblings punish the defecting parent; the consumption of young and adults are
sufficiently non-substitutable; and the horizon is infinite. Either all generations are in-
terested in complying with the family rules, or else the system of transfers breaks down
(and thus the family, since consumption in youth and in old-age is only made of trans-
fers). If one generation anticipates the family credit network to break down in the future,
no generation would have a reason to transfer resources. Guttman (2001, pp. 143-144)
points that no optimal rule can be implemented if changes in future economic conditions
(for instance the market interest rate) are foreseen. Much depends on the probability of
those exogenous future shocks for the current deciding generation.”* Moreover, nothing
prevents the constitution to be made environment-conditional.

If a credit market is introduced in the model, an adult has the choice between having
children and lending to them at the family interest rate p’*! — 1 or investing on the
market at the interest rate 7! — 1. In that case, the family interest rate must be above
the market rate of interest. There is a fixed cost because the adult’s income is diminished
by his debt to the parents, therefore the family interest rate must be set a very high value.
When an adult decides not to have any children, the family mutualization breaks down
and the inter-temporal budget constraint becomes:

t

C
Cot =Y (66)

When a family member complies with the contract between generations, his budget
constraint is:

Cf nt Tt+l
t 3 _ oyt t tt u
C2-|-rt+1 =Y -T,—n Td+—rt+1 67)
It follows that an adult will comply only if the following inequality holds:
t tt
t+1 TM +n Td rt-i—l - rt-i—l (68)

t Tt
n'T,

In order to invest in children, what they will repay must outweigh what has been dis-

charged to one’s own parents instead of being invested in the market at the interest rate
1+1
ritt —1.

Lagerlof (1997) notes that interior solutions to the utility maximization program can
yield lower utility than corner solutions. In particular, fertility and saving cannot be

74 In fact, there are two different decision units in the mutuality model. On the one hand, the rule of transfers
is set by the whole family, which includes all the succeeding generations. On the other hand, a particular
generation decides to accept or refuse the family contract with its fixed amount of transfers. In a steady-state
equilibrium, the family is able to implement an optimal system of family transfers which maximizes the well-
being of all the generations. See Cigno (2006) in this handbook, on the selection of a constitution, and Cigno
(2000) on heterogeneity and the consequence of a changing environment.
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positive in an optimal steady state. However, the model may apply even when interest
rate is high or retirement benefits comfortable, if one assumes that what the elders expect
from their children is care and attention for which no market exists (Cigno and Rosati,
2000). In Ehrlich and Lui (1991), parents invest in their children’s human capital not
only because it brings them material security in old age but because they will need their
companionship.”> Therefore, the parent receives both material transfers that depend on
the children’s human capital, which is an investment, as in Cigno (1991), and affection
that is a function of the number of surviving children. Here, the child’s probability of
survival is a function of the parents’ investment. The selfish parent invests so that the
child repays in the next period. As material transfers and affection coexist, the family
constitution is even more efficient. If a parent can do without material transfers from the
children by saving, there is no market substitute for affection. The physiological ceiling
on fertility and future uncertainty (such as the premature death of a child) are also a
reason to save. Besides, there obviously are other reasons to have children than old age
support.

Some testable predictions of the mutuality/constitution model are different from those
of altruism (Cigno et al., 1998). First, financial assistance should be little affected by the
incomes of the donors and the recipients. This result stems from the exchange motive
and the fixed cost of participating in the family network. Even if a donor is poor, he
has to give money to his children if he wants to be paid back during old-age.”® If both
money and services are exchanged, individuals are more likely to give money if they
have a high income, and to render personal services if their time is less valuable (low
wage rate), which is the same prediction as the exchange model. But another prediction
is unique to the mutuality model. Parents facing credit market constraints are more likely
to give assistance to the children, a paradox due to the high value of the family interest
rate. Investing in children lowers the donor’s present consumption, but allows a higher
consumption in the next period when the children discharge their debt, hence globally a
higher inter-temporal utility (Cigno, 1993). Finally, there is a chain of solidarity between
the generations. The receipt of a parental transfer increases the occurrence of help to
the children, and transfers made by the parents to the grand-parents are a condition of
transfers received in the next period from the children (except if the grand-parent was a
defector). Finally a person without children would not make any upward transfer since
she may defect without being punished.

An interesting feature of the model is its macroeconomic predictions. The introduc-
tion of an actuarially fair pension system (or the development of the credit market), that
had no effect on the consumption of households linked by altruistic transfers, changes

75 Ehrlich and Lui (1991) call such a need conditional altruism. But strictly speaking there is no altruism
here, since the children’s utility is not an argument of the parent’s satisfaction. As in Cox, services given by
children are an argument of the parent’s utility function, and attention is not included in the budget constraint.
76 In addition, a small positive variation of the transfer in period 2 is rather offset by saving than by consump-
tion.
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the behavior of mutualistic families. Some will be induced to default and not com-
ply with the family constitution, because the family rate of return is not large enough
to recover the fixed cost of complying. The number of children will also diminish as
public transfers take care of old age support, except if non-monetary need remain im-
portant.”’

4.2. Old age support: other mechanisms

To account for old age support, the family mutuality model with its family constitu-
tion stresses the importance of parents paying back the grand-parents, and the necessity
for their children to be aware of it. Otherwise they could opt out of the system with-
out being punished. But some other mechanisms can be thought of. They hang around
the formation of preferences: since childhood is the time for education, there might be
externalities to the parents’ actions if being altruists they induce their child to become
SO.

In the case of upward-altruism, the trick is that the middle-aged altruist will become
old and needy, and has a self-interest in his child being an upward altruist in the future.
The altruist is not only, as we said before, maximizing his own utility (that happens to
be of an altruistic form), but in the case of ascending altruism he may also take into
account the fact that his own utility will enter his child’s utility function in the future.
Parents may invest to make their child altruistic towards themselves. Becker (1996) sug-
gests they teach their children the desired behavior by instilling in them culpability if
they do not conform to the norms. A small g, for guilt, is introduced in the child’s util-
ity function and makes it costly for him not to help his parents. Providing they invest
properly in this ‘education’, the parents gain. The child feels less guilty when making
more upstream transfers. Another suggestion is that parents invest in their old parents’
care because there is an exogenous probability that their children will imitate and do the
same for them in the future (Cox and Stark, 1996, 1998b). The parent’s investment in
the child’s preference takes the form of setting an example. We dwell on this ‘demon-
stration’ mechanism in section 5.1.

In the case of descending altruism, the parent may be aware that a gift creates grat-
itude or sentiment of obligation towards the giver, which might be useful in the future.
There is a positive externality to being an altruist, when time enters the picture. In Stark
and Falk (1998), the very transfer to the child modifies the child’s preferences. He will
help his parents in the future out of gratitude. This is in line with the huge anthropol-
ogy literature on gift-giving, initiated by Mauss (1923). The prediction of the model is

77 On the economic value of children see Caldwell (1976). Balestrino (1997) studies education policy in a
mutuality/constitution model with endogenous fertility. Anderberg and Balestrino (2003) extend the model by
accounting for endogenous education, assuming an exogenous growth rate of the population n. Middle-aged
adults provide financial transfers to elderly parents and support the education of children. Wages in the second
period are no longer exogenous, but depend on education received. They find that self-enforceable education
transfers can be achieved if and only if n > r. However, lack of commitment may cause too little family
provision for education.
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the same as the pure altruism model 97 /0Y; < 0, whereas it was more likely to be
0T /0Y; > 0 in the exchange model. This is because the altruistic parent is not buying a
service from the child in the period he is making the transfer (as in the exchange model)
but ‘inadvertently’ buying future gratitude. This could be called the ‘upward altruism as
a side-effect of downward altruism’, or the reciprocal altruism model. We show below
that those mechanisms are not always observationally different from the family mu-
tuality model, making the clear empirical distinction between altruism, exchange and
reciprocity somewhat blurred.

To summarize, not only is the rotten kid well-behaved, but he will become a parent
in due time. The interaction between parents and children is the place and time for
preferences formation or transmission (be they genetic or acquired) and it opens the
door to the literature on endogenous preferences.

5. The formation of preferences

We begin by describing the mechanism of what is called the demonstration effect (sec-
tion 5.1). Then, we give examples of dynamic probability models of preference forma-
tion (section 5.2). A characteristic a (for altruism) has a given exogenous frequency in
the population at the beginning of time. Individuals mate, reproduce, exchange, accord-
ing to their type. The models predict the prevalence of the a type after some generations.
The results depend heavily on the rules of transmission and on the relative advantage of
altruism over egoism in reproduction (section 5.2.1). Finally, a model where the degree
of altruism B is endogenous is presented (section 5.2.2).

5.1. To imitate or to demonstrate?

In the basic model, selfish parents P take care of their elders G in order to elicit the
same support from their children K in the future (Bergstrom and Stark, 1993; Cox
and Stark, 1996, 1998a). They set an example of good conduct, hoping they will be
imitated by their children. Contrary to the exchange model of section 3, the parents do
not help the grandparents in the hope of a future inheritance, but, as in the mutuality
model, they do so in order to be helped in the future. In a direct exchange, the giver is
paid back by the beneficiary. Here, the mechanism involves the extended family and the
exchange is indirect: there is a time to give, when adult to the old parent, and a time to
receive, when old, from one’s adult children. As in the mutuality model, the idea of a
demonstration precludes upward transfers from parents to grandparents when there are
no children around. Hence the predictions that individuals will have contacts with their
parents when they have young children around by the virtue of the importance of early
childhood experiences on future attitudes, and that the donor will favor transfers which



940 A. Laferrére and F. Wolff

his own children will be aware of: time-related help rather than hidden cash gifts, visits
rather than discreet letters or phone calls.’®

There are three generations, one passive grandparent G, one parent P and n children
K . In the basic model the children are clones, supposed to behave all in the same man-
ner. They blindly reproduce the observed parental actions with an exogenous probability
7 (0 < < 1), but they may also adopt a different maximizer attitude, with probability
1 — 7. The parent P is characterized by a twice-differentiable, strictly quasi-concave
utility function U (X, nY), where X indicates the transfer from P to G and nY the trans-
fers from K to P. The parent maximizes the expected value EU (X, Y, , n):

max EU(X.Y.w,n) =7U(X.nX) + (1 = m)U(X,nY) (69)

Let U! = U(X, nX) be the utility of the parents if the children are imitators and US =
U (X, nY) their utility if the children are short-sighted maximizers. Providing care is
costly, but expected care from K increases the level of satisfaction (U; < 0, Uy > 0,
U < 0). The optimal value for X is such that:

~[zUl + 1 =) Uf] = n7U] (70)

meaning the marginal cost —[r U 11 + (1 -mU IS ] of transfers from P to G is equal to
the marginal expected benefit nw U2’ of the symmetric assistance from K to P, at the
equilibrium. It is easy to show that X is positively correlated with the exogenous prob-
ability of imitation since X /dm = UIS/T[EUXX > 0. Jellal and Wolff (2000) extend
the model by introducing uncertainty in the life expectancy of the parent, and a time
discount rate. They prove that the longer the parents’ life expectancy (or the higher the
rate of time discount), the more they can expect to reap from their children. In many so-
cieties, wives are younger than their husbands and outlive them. Thus they have a lower
rate of time preference, higher need for old-age support than their husbands who in ad-
dition can rely on their wife for assistance (see Browning, 2000), and will be induced
to transfer more to their parents. This suggests that individuals with an important ex-
pected need of old-age support, whether female, isolated or disabled, have an incentive
to provide more assistance to their elderly parents.

Contrary to intuition,”® the demonstration is not necessarily more productive in the
presence of more children (Jellal and Wolff, 2005). This stems from the assumption
that all children behave in the same way. On the one hand, the marginal benefit of the
expected reciprocity is greater with many children. But on the other hand, investing in
elders’ care may be seen as a risky investment, and the loss, in case the children behave

78 Parents also know that they will be able to rely on the support of their children only if the latter themselves
have children. Cox and Stark (1998b) suggest that parents make tied transfers to their children in order to
encourage the production of grandchildren.

79 And the claim of Stark (1995) and Cox and Stark (1996).
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as selfish maximizers, increases in 7.80 The more risk adverse the parent, the more he
fears not to be helped in turn by the children (dX/dn < 0). Conversely, a risk-lover
parent with more children is expected to provide more help because he gives a higher
weight to the expected utility from imitative behaviors (d X /dn > 0). If the assumption
of clone children is relaxed, the model becomes more realistic and the parent’s expected
gain is in general higher if they have more children.

The assumption that the probability of imitation is exogenous also seems problematic,
since setting an example is precisely intended to induce the children to imitate. Jellal
and Wolff (2005) suggest a dynamic model with an endogenous likelihood of imitation,
growing with the stock of assistance provided by the parent in the past. Then, the parent
invests more in the demonstration.

The demonstration mechanism is open to at least one strong criticism. Each genera-
tion solves an optimization problem but the possible child’s incentive to induce imitation
in his own children is left out. Thus even if he does not imitate, he may nevertheless help
in order to be helped (be a far-sighted rather than a short-sighted maximizer). However,
not helping the parent may also be optimal. After all, there is always a chance that the
grandchildren will start the game again and help. The third generation has exactly the
same incentive to start setting a good example as the second. Thus, an agent will be
better off not helping his parent and this should not affect his children’s behavior. If one
generalizes this free-riding attitude, the whole intergenerational sequence of transfers
breaks down. There is a logical puzzle: it is optimal to help and not to help.

Cigno’s mutuality model circumvents this problem with the family constitution. Chil-
dren are allowed not to help their parents only if they (the parents) have defected, and
this will not prevent them (the children) from being helped in the future, since only
defectors are punished. There is no demonstration in the sense of a probability of imi-
tation, but parent’s action leads to similar children’s action, by demonstrating the value
of the family mutualization. That the parents behaved in a certain way informs the child
about the consequences of certain types of actions and increases his and the family so-
cial capital (Becker, 1996).8! Thus the efficiency of the demonstration mechanism may
stem from the fact that it is an information device.

Finally, the process of imitation remains to be explained. Selfish maximizers act as if
they were altruists, so that their children be altruistic. Why should not they be altruistic
in the first place (Kapur, 1997)? If imitating individuals have truly become altruistic,

80 The sign of the derivative d X /dn may be positive or negative since U2] > 0, but Uzl2 <0

dX __nUj +naXUp + 7 XUl +Y( —mUj
dn EUxx

Clearly, d X /dn is negatively related to relative risk aversion o, = —nX U212 / U21 . For instance, with U 112 =0
and UIS2 = 0, one obtains dX/dn = 7JTU21(1 —or)/EUxx.

81 For instance, the relative price for a loan made by parents to the children would be lower because parents
have themselves received such a loan in the past, so that both parents and children know how to behave.
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they should devote resources to the grandparents without evoking a further demonstra-
tion effect. In that case, they will help even if they do not have children of their own.
Demonstrating and imitating are intertwined and there is a positive externality in being
or pretending to be an altruist. Indeed, true altruists may be more efficient than pure
selfish maximizers in transmitting their altruistic preferences to their children. Again,
as in the insurance model of Kotlikoff and Spivak (1981), the mechanism is unlikely to
hold with egoistic agents: the selfish motive requires some form of altruism to perform

properly.
5.2. Cultural transmission and endogenous preferences

In his Nobel Lecture, Becker (1993) argues that economists have excessively relied on
altruism to explain family behavior when discussing how to enforce contracts between
generations. He suggests instead to account for the rational formation of preferences
within the family (Becker, 1993, 1996). The key feature of the preference shaping the-
ory is that parents attempt to influence their children during the formative early years
because of the correlation between childhood experiences and adult behaviors.

But the idea of parents instilling a sentiment of culpability into their children if they
do not conform to the norms seems slightly ad hoc. Besides, Becker (1993) indicates
that the rational formation of preferences replaces altruism by feelings of obligation and
affection. But the final objective of preference shaping is that children behave as altruists
toward their parents as they grow older. Chased by the door, altruism comes back by the
window. The issue seems the necessity to account for endogenous altruism. This is not
really a new argument. For instance, Akerlof (1983) and Frank (1988) claim that the
best way to appear altruistic is to actually behave like one, and such genuine altruism is
likely to rub off on children. The mutuality model seems to fare better because it does
not need any altruism. As Cigno (2000, p. 239) puts it: ‘an altruistic parent will endow
his descendants with just such a (efficient self-enforcing family) constitution. It is not
that self-interested individuals behave as if they were altruists in a repeated game (as
rotten kids do), but rather that altruists behave as if they were self-interested in a game
played only once’.

The issue of the transmission of preferences is tackled more by biologists than by
economists. Cavalli-Sforza and Feldman (1981) study cultural transmission and evolu-
tion and compare it to genetic transmission and evolution. To simplify a complicated
subject, while genetic transmission is only vertical (from mother and father®? to child),
cultural transmission is also horizontal (one learns from peers) and oblique (from
teacher to pupil). Thus cultural evolution can be more rapid than genetic evolution.
Another difference is that it is not always easy to see how cultural changes increase

82 With the added complication of assortative mating.
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Darwinian fitness, that is, how they prove an advantage in survival probability.3*> Going
back to altruism, the main questions are:

1. is altruism a genetic innate trait or a cultural learned trait?
2. is there an evolutionary advantage to being an altruist?

3. what is the equivalent of a genetic mutation for the evolution of altruism?

The answer to the first question seems to be that altruism of parents towards children
is at least partly innate if ‘the genes are selfish’ (Dawkins, 1976). Altruism toward chil-
dren is then a means to increase one’s genes survival probability. A parent ‘naturally’
wants to help a child who carries half of his genes. The so-called Hamilton rule would
then predict a value of 1/2 for the altruism parameter between parent and child.3* But
altruism is also partly cultural, thus the education effort of parents and society.

Several models have been suggested to assert the evolutionary advantage of altruism.
The most convincing hang around the advantage of cooperation in games of the pris-
oner’s dilemma type (Axelrod, 1984; Bergstrom and Stark, 1993). A related question
is how altruism is transmitted. We refer the reader to Bergstrom’s chapter in this book,
but give a flavor of such models through section 5.2.1. The tenants of the demonstration
or of the gratitude effect feel that parents shape their children’s preferences to obtain
commitment in the absence of family contracts. Then altruism is not important per se,
but acts like oil in the mechanics of family relationships. It is as if the family mutual-
ity/constitution model was sufficient, but altruism made it easier to apply in real life.
Also if altruism is found to prevail in family relationships, one can bet that maximiz-
ing an altruistic form of utility both gives pleasure (a tautological way of saying that
it maximizes utility), and increases selection fitness (the non-altruists have been elimi-
nated). ‘Utility mirrors fitness’ (Hansson and Stuart, 1990, quoted by Mulligan, 1997,
p.- 261). Put differently it is hard to distinguish between teaching altruism to children
(demonstration, guilt), and their acceptance of altruism.

The third question may be the most interesting to an economist. Becker (1996, p. 18)
refers to Karl Marx and Adam Smith and their belief that the economic process affects
preferences.86 In that classical view, for instance, governments transfer more to the old
than in the past because countries are richer (an external positive shock in productivity
is redistributed through pensions), with the side-effect that it diminishes ‘altruistic’ ties:

83 Besides, the notions of mutation, or random drift, usual in biology and natural selection, pose problem
in cultural evolution and selection. See Sethi and Somanathan (2003) for a survey on the evolutionary game
theoretic literature on reciprocity in human interactions.

84 The parameter would be 1/4 between parent and nephew, or grand-parent and grand-child [Hamilton
(1964)]. On this and related topics, see for instance Hirschleifer (1977), Bergstrom (1996), and Bergstrom
(2006) in this volume. Case et al. (2000) study resource allocation in step-households, and empirically find
strong influence of blood relationships on benevolence.

85 See Lévy-Garboua et al. (2006) in this Handbook for more on psychology.

86 Bowles (1998) also suggests that economic institutions influence motivation and values.
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parents have less need of their children, thus invest less in them, therefore children
feel less gratitude or imitate less, thus they take less care of their parents; therefore their
own children get less altruistic imprinting, etc. An exogenous economic shock induces a
cultural change: altruism is endogenous. And the whole mechanism is reinforced by the
fact that behaving altruistically increases altruism and vice-versa. Sociologists would
rather see a decline in altruism as a cultural change, that forces the governments to step
in and take care of the old, or induces individuals to save more through banks than
through their children. Mulligan (1997) addresses the question of endogenous altruism.

5.2.1. Cultural transmission

Models of cultural transmission of altruism have recently been developed by economists
(Bergstrom and Stark, 1993; Jellal and Wolff, 2002b). They distinguish between a ver-
tical transmission where children learn from their parents, and an oblique transmission
where they learn from other members of the parents’ generation (see Bisin and Verdier,
1998, 2001; Boyd and Richerson, 1985; Cavalli-Sforza and Feldman, 1981).

Consider an overlapping generation model with a continuum of agents for each gen-
eration. Each individual lives for three periods, young, adult and elderly, and decisions
of transfers are only made by adults. Each adult has one child. Individuals are either al-
truistic or non-altruistic. As in Jellal and Wolff (2002b), altruistic adults k of type a care
about their parents’ utility and make financial transfers 7¢ to them. They maximize the
utility function U¢ = U (Y — T“, V (Y, 4+ T%)). Conversely, adults of type s are selfish
and maximize U* = U (Cy) with Cx = Y. Then only adults of type a provide financial
resources to the parents (7¢ > 0) and may be seen as cooperators, while egoistic agents
are defectors, as in Bergstrom and Stark (1993).

The rules of transmission of preferences are the following. First, there is a possible
vertical transmission. The child adopts parental preferences of type a or s with proba-
bility 7% (i = a, s), which is a function of parental attitude such that 7¢ = 7(7'%), with
7' (T%) > 0 and 75(T*) = 7°(0) = 0. Second, there is some horizontal transmission.
With probability (1 — 7z'), the child does not inherit the parental attitude and adopts the
preferences of an adult with whom he is randomly matched. How do preferences for
filial care evolve in such a society? If n; is the proportion at time ¢ of altruistic adults,
the transition probabilities P;’ that a type-i adult has a child adopting the type-j of
preferences are:

P =nt 4+ (1 —a%n,
PH¥ =(10—-nm%1—ny)
PP =1—-n;

Ptsa = N

(71)

The altruistic parent’s child is altruistic with probability 7¢ (the child imitates his altru-
istic parent), plus (1 — 7%)n, (the child imitates an altruistic adult), etc. The dynamics
of behavior for an agent of type a is defined by:

niy1 = I’l[Ptaa + (l — l’lt)Ptsa (72)
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so that the long term dynamic equilibrium is given by:
nept —np = n (1 — ) (Tf) (73)

Hence the cultural system converges in the long run to an homogeneous population char-
acterized by ascending altruism®’ and, in this special case, only the altruistic preferences
endogenously survives evolutionary selection. This occurs because the probability of
cultural transmission increases in 7%, parents who make more transfers are more likely
to have altruistic children and to be helped by them. Importantly, the model predicts an
intergenerational correlation in the transfer behavior, not because of a family contract
as in the mutuality model, nor because of pure probability of imitation, but because al-
truism is inherited. While the focus is here on child-to-parent altruism, the same model
could be applied to downward transfers.

The model can be enriched so that both cooperators and defectors coexist in the long
run (see Bergstrom and Stark, 1993; Bergstrom, 1995). A similar conclusion is reached
and cooperation is likely to persist and flourish over time. For instance, Bergstrom and
Stark (1993) consider models in which behavior is acquired by imitation. In a setting
where each individual has two siblings and plays prisoners’ dilemma games with each
of them, they assume that reproduction depends on the average payoff received in the
games played with siblings. Parents can be a two-cooperator couple, a cooperator-
defector couple, or a two-defector couple, and it can be shown that the number of
surviving individuals for each generation increases with the number of cooperators in
the parents’ generation. Thus, cooperative behavior is more likely to prevail when chil-
dren have a high probability to imitate their parents.

In Bisin and Verdier (1998, 2001) intergenerational transmission of preferences is the
result of deliberate inculcation by rational parents, who evaluate ex ante the well-being
of their children by using their own preferences (imperfect empathy). Their model as-
sumes what they call cultural substitution, that is, the vertical and oblique transmissions
are substitutes, which amounts to 7/ (1,) being a strictly decreasing function in 7, and
7' (1) = 0. Parents belonging to the population minority will devote more energy than
those belonging to the majority in the transmission of their own traits to their children
because the children are less likely to catch the trait obliquely. They show that this
substitutability is sufficient (but non-necessary) to assure heterogeneity in the long run
stationary distribution of preferences in the population.

5.2.2. Endogenous altruism, prices and interest

We already mentioned that altruism could be endogenous. First, when evoking Adam
Smith’s notion of approval as a condition for empathy, then when drifting from pure

87 There are two steady states for the dynamics of the preferences distribution,n = 0andn = 1,butn =0

d(ng41—nr)
dn

is locally unstable since ln=0> 0.
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blind altruism to merit goods, finally when filial altruism grew out of parental altru-
ism, or when cooperation proved to be a long-term winning strategy. Now, we turn to
Mulligan’s idea that the formation of altruism is a function of income and prices.

Instead of considering the spreading of altruism as the result of an evolutionary game,
Mulligan (1997) concentrates on the degree of altruism (our U, or 8) and remarks
that the intergenerational inequality in earnings depends on parents’ human capital
investments (and their sensitivity to parental income) and on the intergenerational trans-
mission of ability. If altruism differs across families and especially if it is related to
income, it changes the dynamic of inequality.

In Mulligan’s model, parents accumulate altruism 8 by consuming child-oriented re-
sources, for instance spending time with their children. Their incentives to do so depend
on three parameters: the total family resources A, the interest rate r, and the price p; of
child-oriented resources. Altruism 8 depends on the amount of resources g; devoted to
altruism accumulation. The model includes three goods: parents’ and child’s consump-
tion, and the resources devoted to children. The intergenerational budget constraint is
the following (in a dynamic setting):

Cl‘+1 Yt+1
=A=(1 X Y,
]+r+Pt¢]t I+nrX, + t+1+r

where ¢ is the period when the parent consumes, and ¢ + 1 is the period when the child
consumes, X; is the parental inheritance. The objective function of the parent is

C + (74)

max Uy(Cy, Cry1, B) = min(f(B)Cr, g(B)Cit1) (75)
ﬂ;CtsCHl

f(B) and g(B) are functions that determine the effect of altruism on preferences. For
a given degree of altruism g, indifference curves in the C;, C;41 plane are L-shaped.
To study the formation of altruism, he writes the quantity of child-oriented resources as
a function of altruism ¢, = 6(8).3% At the equilibrium, the marginal cost of accumu-
lating altruism p6’(8) equals the willingness to pay for altruism. The model predicts
that altruism is positively related to the resources A of parent and child, but negatively
related to the price p; of child-oriented resources, that is mainly with cost of time. This
negative ‘substitution’ effect offsets the positive resource effect, a parent with a high
wage rate invests less in the formation of altruism. Finally, a high interest rate increases
altruism. It lowers the price of the child’s consumption C; 1, thus lowers the price of the
complementary child-oriented resources. The model is silent on the return to altruism
for parents in terms of old age resources.®’

88 For the precise assumptions of the model see Mulligan (1997, chapter 4, appendix B, p. 124). His ap-
pendix C, p. 134, generalizes the utility function to Up (Ct, Cyy1, B) = U(Ct) + B(q:)U(Cyy1). The same
results obtain under the assumption of a constant elasticity of substitution of parental consumption for child
consumption.

89 Only descending altruism is considered. To account for both upward and downward transfers, a tri-
generational framework is required.
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That altruism is endogenous modifies some of the conclusions of the preceding sec-
tions. For instance the neutrality result may not hold. A positive exogenous shock on the
parent’s wage increases his value of time. Therefore the cost of accumulating altruism
increases, relative to the increase in total family resources and parents may allocate a
smaller fraction of their resources to their children.”® What if the positive exogenous
shock affects the child’s income? Total family resources are increased, the cost of ac-
cumulating altruism is constant, parental altruism increases and parents devote a larger
fraction of total family resources to the child. Parent’s consumption increases less than
in the exogenous altruism model. Thus when altruism is endogenous it may not provide
full insurance for the family members.

Endogenous altruism also gives an additional incentive for parents to treat their chil-
dren differently. Mulligan mentions four reasons; only two of them seem specific to his
model. First children may differ in ability: this will change the price of giving through
different rates of return to human capital investment. This can be accommodated within
the exogenous altruism model, that assumes a perfect knowledge of the child’s resources
by the parent. Y; has to be understood as total lifetime resources of the child. In a multi-
period model where the child invests the transfer with more or less ability (be it in
human capital or on the stock market), the omniscient altruist parent may well give
more to the better endowed child. This is close to Stark and Zhang (2002). Second,
children may differ in the price of their consumption (for instance some live in the city,
others in the country, thus the same transfer would not buy the same quantity of housing
for each). Again this question of quantity and price is accommodated in the exogenous
altruism model where parents equalize children’s marginal utilities (and not consump-
tion). Thirdly, children may differ in the price of child oriented resources: for instance
some children live close by and it is cheap to spend time with them, thus increase altru-
ism toward them. This clearly could explain a difference in U,, and Uy, in the model of
section 2.3.1. Fourthly the parental willingness to pay for child oriented resources in-
creases in child’s happiness, therefore parents will be more altruistic towards a happier
child and make him more transfer.”! In terms of the merit good model, a child consum-
ing more merit goods lowers the price of merit goods to his parents, which encourages
parents to accumulate altruism.

What about the effect of government transfers to families in such a model? To the
extent that they increase family resources, they will increase altruism. But if they are
financed by taxes on the same families, the net effect may be to decrease altruism.
In the Barro world, that is under the neutrality condition, a transfer such as pay-as-
you-go social security taxing the young to give the proceed to the old, will have no

90 In the pure exogenous altruism with two goods, 97 /dw > 0 but 9.5 /0w could be negative because of an in-
crease in the parental cost of time. The child could suffer, not through less altruism (altruism was exogenous),
but through less total transfers (see section 2.4.3).

91 We have seen that Becker (1991) mentions the case of child’s merit goods that may affect the parental
utility. But Mulligan’s model goes further. Going in the opposite direction but with the same result, a child
could make his parent altruistic by being a nuisance: the transfer is then made to silence him.
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effect on family resources, therefore no effect on altruism. However, more tax by the
young decreases their value of time (they want to work less), so decreases the price of
child-oriented resources, so may encourage the formation of altruism, thus savings and
long-term growth.%?

Note that this conclusion runs counter to that of the family mutuality model, where
selfish parents treat their children well because they need them. In that model, gov-
ernment transfers to the old lower the transfer to the child because the parents have
less need of them. Therefore they may have adverse effect on the parent’s treatment of
children, an idea also suggested by Becker (1996, p. 128). Then government transfers
are not neutralized by family actions, but government transfers may neutralize family
transfers, by destroying their necessity.”>

6. Tests of family transfer models

We announced three main types of models, three branches of a tree, but on the way we
also followed some smaller ramifications. So let us trim the boughs and summarize. In
the pure altruism model (1), altruist P gives to K without condition, providing P cares
enough for K’s well-being or P’s income is high enough compared to K’s. K does not
bargain. The gift becomes an exchange (2) if P gives to K on the condition that K will
give back to him, sooner or later, something equivalent in value or in utility. Time has
an influence only in that it induces P or K to enter the game, for instance P is old (and
needs care) or K is credit constrained. In the mutuality model (3), time is crucial, G is
P’s parent and K’sis P’s child. Then, P gives to G and to K, because he received from
G (when he was a child) and wants to receive from K in the future.

To test the models, one needs to specify who is giving, what is given, and to whom. As
stated in our introduction, there are many types of transfers and the tests require precise
measurement. In this section, we first dwell on measurement issues and the importance
of observing both family and institutional context, then turn to the main empirical tests
of altruism and non-altruism models.

6.1. Who gives what, and to whom?

For a transfer to exist, there have to be separate entities. If parents live with their young
children and feed them spaghetti (to borrow the image from Franco Modigliani) they
are no separate entities (or one would enter the field of collective bargaining models)
and therefore no transfer occurs. However, in real life, the separation from parents takes

92 If taxes are payed by rich families and government programs are targeted to poor families, then the gov-
ernment transfer will increase both consumption and altruism of poor families and decrease altruism and
consumption of rich families. Thus the effect of targeted programs may be large.

93 In reality it strongly depends on the way the public pensions are financed. See Cigno’s chapter (Cigno,
2006) in this Handbook.
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place gradually, and the bulk of intergenerational infer vivos transfers occurs around
the time when the household splits, when the children leave home. Around that period,
spaghetti eating gradually becomes receiving a transfer (think of college tuition in the
USA or student housing in countries where tuition is free). Besides, the widespread
practice of providing children with pocket money has been found in line with transfer
models (Furnham, 1999, 2001; Barnet-Verzat and Wolff, 2002). And did not parents
giving an allowance to their 20 year old student child, prepare her to use it properly
by providing her with pocket money when she was younger, and still at home? Is then
pocket money a transfer, when spaghetti was not? Are students really separate?

Later in life, the student marries, maybe she divorces. She temporarily comes back
to live with her parents. Co-residence provides her with a transfer, which has much in
common with the parents paying her rent, but is also different. She marries again, gets
a collateral from her parents when she buys a house, she begets children who spend
the school vacations at their grand parents. Her father dies, all the family comes to live
in the parent’s home and take care of her invalid mother. She inherits the house at her
mother’s death. This simple example (two parents, one child, no in-laws) shows the dif-
ficulty of defining the actors (the ‘whos’) and the direction of the transfers (the ‘what’).
Clearly, there exists a continuum, from pocket money to bequest, through financial gifts,
services, care and co-residence, and one of the main empirical issue is to observe and
record the transfers, and evaluate them in a common unit.

Economists have first focused on bequests. Challenging the altruism explanation de-
veloped in Becker (1974), Bernheim et al. (1985) suggest that bequests correspond to
the payment of the child’s attention. However, transfers at death are not necessarily
voluntary.®* If bequests arise only because of uncertainty on life expectancy, they are
accidental (Davies, 1981). However, parents who do not want the children to inherit
have the option to make a will. Since the vast majority do not disinherit their children,
this is a contrario a proof if not of active altruism, then at least of passive acquiescence
to altruism towards children: there is no outside preferred option for benevolence. By
contrast, inter vivos transfers are always voluntary. But their empirical study may be dif-
ficult, since they are generally smaller in value than bequests and not always registered.

Some suggested to infer about the motive from the way the gifts or bequest were
shared between siblings, since altruistic parents should provide more to their less well-
off children. In the United States of America, bequests tend to be equally shared among
siblings, while gifts rather go to poorer children (Dunn and Phillips, 1997; McGarry,
1999, 2001; Wilhelm, 1996). It could be that parents can be more altruistic with inter
vivos gifts because they can handle siblings jealousy more easily while they are alive.
Besides as we have shown (see section 2.3.1), several theoretical models can accommo-
date equal sharing of bequests and altruism.

Bequests and formally registered inter vivos gifts are important masses, but are less
frequent than other smaller money transfers. In survey data, parents may be tempted to

94 Fora survey on bequest motive, see Laitner and Ohlsson (2001) and Masson and Pestieau (1997).
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report only large transfers, that occur only rarely. Thus, for a given year, the probability
to observe a transfer is low. A solution would be to record the transfers over a longer
period of time. But retrospective questions have to be carefully phrased to overcome
memory problem (and the models require information about the donor’s and recipient’s
characteristics at the date of each transfer), and diaries kept over shorter periods usually
yield better results. It is also necessary to induce the individual to recall all forms of
monetary transfers, including loans and their rate of interest, down-payments, the pay-
ing of a rent, etc. Some transfers may be in-kind: food, meals, the lending of a house,
etc. Time-related services (visits, telephone calls, baby-sitting, letters, care, help, sup-
port...) may seem easier to record because they occur fairly frequently, but they are so
varied that few surveys can combine information on all types of transfers, both given
and received, by all the members of a household. Besides, time and money transfers are
difficult to evaluate in a common unit.”

Measuring time spent together may not provide the right information on who is really
the recipient of assistance. For instance, both in the United States of America and in
France, parents of young children are more likely to have contact and to visit their
parents than childless couples. Cox and Stark (1996) interpret this as attention given to
the parents, according to their demonstration mechanism. However, Wolff (2001) shows
that adults with children are more likely to visit their parents because the latter look after
the grandchildren. Then visits to parents are not an upward transfer of leisure time, but
a downward help to grandchildren’s which benefits their parents and the interpretation
in terms of demonstration is misleading. Even when the true recipient of time transfers
is not questionable (as for care given to an old parent), parents and children may have
the double role of donor and recipient.96 How should the net transfer be measured, if
both gain from the exchange?

In home-sharing (McElroy, 1985; Rosenzweig and Wolpin, 1993; Ermisch and Di
Salvo, 1997), who benefits, parents or children, may be unclear. Co-residence is dif-
ferent from other transfers in many aspects. First, do parents and children share all
expenses? Home-sharing is likely to go along with many services flowing in both di-
rections. Second, it is a cheaper than paying for another independent home because of
the public good nature of housing. This is linked to the question of the price of trans-
fer, that is overlooked in models with one consumption good.®’ Finally, home sharing
entails a privacy cost for both generations. If poorer children are found to stay longer at
the parental home (Dunn and Phillips, 1998; Wolff, 1999), it is compatible with altru-
ism toward the less well-off child, but also to his having a lower privacy cost than his
siblings, if privacy is a normal good.

95 The true value of a gift to the beneficiary may anyway be problematic (see Prendergast and Stole, 2001).
96 Taking care of an old cantankerous person is surely a high valued time transfer. If this person is full of
wisdom and interesting stories, it may be a pleasure to push her wheelchair.

97 1f parents are reactive to the tax system, it proves that they take into account the price of transfer. Arrondel
and Laferrere (2001) find that inter vivos gifts and bequests strongly react to change in taxation. See also
Poterba (2001).
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Not only transfers are to be recorded, but the model requires good control variables,
especially on incomes of both givers and potential beneficiaries. If most surveys inform
about the income of the respondent, few ask about relatives living outside, be they chil-
dren who left, old parents or in-laws. It is the very nature of models of inter-related
utilities or family reciprocities to be very demanding on the data. Many tests are not
conclusive for lack of contextual information.

6.2. Institutions and family transfers

Our section 5.2 on cultural transmission and endogenous preferences raised the ques-
tions of the influence of the exogenous institutions (credit, pension, insurance) on family
transfers motives and of the possible endogeneity of those institutions. Families, public
and market services interact. In other words, when differences in altruism are found be-
tween countries, do they stem from differences in preferences (for instance a Japanese
is less altruistic than an American, see Horioka et al., 2000) or from differences in con-
straints and institutions?

In countries without public pension schemes, there are no alternative forms of support
for the elderly than relying on their children’s assistance. In those with little unemploy-
ment insurance for the young, parents provide a safety net. If there is no possibility to
borrow to buy a house, children stay home longer. In developed countries, the living
standard is higher for the older generations than for the youths, transfers flow down-
wards and no financial repayment from middle-aged adults to the elderly is observed.
The latter receive care and services from their children but no money transfers. But
the presence of market substitutes for care tends to decrease the provision of attention.
Looking at monetary transfers, one is likely to find altruism or family insurance mecha-
nism in poor countries, and not in rich ones. On the other hand, the reverse may be true
for transfers in care and visits if being richer leaves more time for such activities, more
demand for goods with no market substitutes, and more leverage to buy the children’s
attention.

For instance, comparing Spain and Italy (the South) to Germany, Britain and the US
(the North), Bentolila and Ichino (2000) find that an increase in the duration of un-
employment spells of male household heads is associated with smaller consumption
losses in the South. Given that both social welfare institutions and credit and insur-
ance markets are more developed in the North, the result is puzzling. They conclude
that extended family networks are stronger in the South than in the North and provide
insurance against unemployment in Southern countries.

There are interactions between preferences, constraints, institutions and behavior. It
may be that preferences are the same, but that endowment constraints yield different
behaviors, either geographically between countries with different institutions, within a
country between families with different wealth levels, or along the life-cycle for a given
family. A change in institution may affect the very pattern of private transfers, thus
apparently the preferences. As altruism is a morally loaded word, before ruling it out,
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or concluding to its prevalence, one should be aware of the institutional context where
families evolve.

6.3. The limited scope of pure altruism

The most clear-cut prediction of the pure altruism model is the neutrality result, the

difference in transfer-income derivatives:%%
oT or
Y, YV

It provides an effective way to test the presence of altruism. However, it is not straight-
forward to implement. First, it requires information on the amount given, the current
incomes of both the parents and the beneficiary child, and non-beneficiary siblings, and
also the levels of their permanent income if they enter the parent’s information set at
the time of the transfer decision.”® Altonji et al. (1997) mention that not controlling
properly for the income of one generation may introduce a bias against altruism. Two
datasets provide (at least part of) the necessary information: the Panel Study of Income
Dynamics (PSID) for the US, and the cross-sectional Trois Générations CNAV survey
for France (on a sub-sample of middle-aged households with old parents and adult chil-
dren). Second, the test itself raises some econometric problems (Altonji et al., 1997).
One is due to the non-observability of the altruism parameter, the distribution of which
influences the existence of positive transfers (through the ratio of incomes Y, /Yy, in
a logarithmic setting). Not taking it into account, leads to a bias against altruism since
families with richer children have to be relatively more altruistic for transfers to appear
(see section 2.1). The problem can be solved by integrating over the intensity of altru-
ism.'% Another econometric problem stems from the fact that the transfers have to be
positive for the test to be valid (the parent is not ‘at a corner’). Altonji et al. (1997)
propose a sophisticated way to correct the selectivity bias, using a selection-corrected
derivative estimator for non-separable limited dependent variables (see also Altonji and
Ichimura, 1999). Thus, the econometrician evaluates the expectation of the difference
E@T/dY, — 0T /oYy | T > 0). Ideally, to test the neutrality result, one should use
data providing ‘derivatives’ across time: how a change in parent’s income matched by a
change in child’s income coincides with a change in transfer. It could be likely that sig-
nificant changes in incomes affect the decision of transfers, with new families engaging

98 Compensatory gift probabilities are compatible with both altruism and exchange motive.

99 This question of possible imperfect information of parent is a problem, both in theory, and empirically
(what are the right variables to ‘control for’?). See our section 2.4.1 and also the discussion in Villanueva
(2001). Note that in-laws could also enter the picture. And should an annualized value of expected bequest be
added to the current measure of inter vivos parent-to-child transfers?

100 A the difference in derivatives is always equal to one whatever the degree of altruism, the equality still
holds when the caring parameter is above the threshold value corresponding to interior solutions (see Altonji
etal.,, 1997).
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in private redistribution, others becoming constrained. Instead of such ‘within’ family
derivatives (that could be obtained from natural experiment or from panel data), one
only uses cross-section data and compares ‘between’ households derivatives of income.

The first measure of the difference in transfer-income derivative is due to Cox and
Rank (1992) who find a very low value (around 0.003), but use an imputed measure for
parental income. Using the PSID, Altonji et al. (1997) find a positive but low difference
estimate. With regard to the child’s income, the transfer derivative is equal to —0.09,
while it is 0.04 for the parent’s income. This leads to a difference of 0.13, far from
the unitary value requested by pure altruism. Following the same econometric method
on French data, Wolff (2000c) finds a selection-corrected transfer derivative equal to
0.009 for the parent’s income and to 0.012 for the child’s income, so that the difference
is negative and of very low magnitude (—0.003).1°! Parents seem not to react much
to variations of their own and their children’s income. This finding is consistent with
evidence that American parent’s and child’s households do not pool their resources for
(food) consumption (Altonji et al., 1992). However, a third test conducted by Raut and
Tran (2005) on Indonesian data, in a totally different institutional context, estimates a
difference of 0.956 which is consistent with altruism of children towards their parents.

As shown in McGarry (2000), a small or negative difference in the transfer-income
derivative can be compatible with altruism in a dynamic setting where parents are not
fully informed about their child’s future income. Villanueva (2001) shows using simu-
lation that not only imperfect information but an endogenous child’s effort could also
explain why parents provide transfers that do not respond much to both child’s and
parent’s incomes. He finds that for the household of a married child the probability to
receive a transfer is higher if the primary earner looses some income than if the more
flexible secondary earner does. This is consistent with parental imperfect information
or endogeneity of the secondary earner’s income.

The empirical conclusions of Altonji et al. (1997) are similar to the results of many
other less econometrically precise tests. In general, the strong predictions of pure altru-
ism are not supported, but evidence of impure altruism can be found. Using an estimated
income for the potential donor, Cox (1987) finds a positive relationship between the re-
cipient’s income and the transfer amount after controlling for selectivity bias: this rules
out altruism. Cox and Rank (1992) go one step further, by showing that not only do
earnings affect positively the gift received, but that the probability to receive a trans-
fer is positively related to measures of child’s services. Even if the validity of the test
is challenged by Altonji et al. (1997), these results are more consistent with exchange
than altruism. Cox (1990) reflects on the recipient’s permanent income. While the trans-
fer decision only depends on the marginal utility of consumption from current income
under altruism, the gift value should be negatively related to the child’s current income

101 11 both studies, accounting for non-linearities in incomes, child’s endogenous income or changing the

econometric specification (using least absolute deviations for instance) does not affect the result and the
unitary value is always rejected.
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and positively to his future income if the exchange mechanism is motivated by liquidity
constraints of the child. Empirically, the decision to transfer seems strongly linked to
liquidity constraints of the beneficiary, but the amount of the transfer is not (Cox, 1990;
Cox and Jappelli, 1990).

The timing of transfers is closely related to the motive. For instance, under altru-
ism, the parents should transfer when the children are in a needy position, especially
when entering the adult life. However, bequests are larger than inter vivos transmis-
sions. Besides, Poterba (2001) and McGarry (2001) find that Americans do not take full
advantage from the legal tax-avoiding device of inter vivos gifts, that could reduce the
price paid for transferring their wealth. This could be explained by precaution for old-
age long term care, but also by concern about the adverse effect of gift on the children.
This would mean the pure altruism model is mitigated by consideration of endogenous
child’s work incentives problem, and merit goods.

Rather than relying on these income effects, which leads to an apparent rejection of
altruism, some authors incorporate both time and money transfers, and in both direc-
tions. Using the PSID, Ioannides and Kan (2000) find that parents’ and adult children’s
behavior is consistent with altruism, but that there is a significant dispersion of the al-
truism parameter among parents. Altonji et al. (2000) and Schoeni (1997) also find that
transfers decrease income inequality, poorer family members receiving higher amounts
of transfers. In addition, time transfers are neither related to income, nor to financial
assistance. Such a result rules out the strategic exchange motive. In the United States,
time-related assistance to the elderly is mainly devoted to those in poor health, thus
comforting altruism (see Sloan et al., 1996, 2002). Perozek (1998) finds that the sensi-
bility to the parent’s wealth is very dependent on the econometric specification and the
available control variables. But she finds no effect of parent’s wealth on care. Again,
children’s services do not seem to be made in order to get the parents’ bequests.

Another empirical strategy is to focus on the distribution of transfers among siblings.
McGarry and Schoeni (1995) assign each child a ranking based on his relative income
position among siblings and one based on the parental gift value, and show that the
correlation between the two ranks is negative. After controlling for unobserved hetero-
geneity in parental altruism, McGarry and Schoeni (1995) and Dunn (1997) find that
the child’s income is negatively related to the magnitude of gift value, and that liquidity
constrained children are more likely to be recipient (McGarry, 1999).19% This nega-
tive relationship also holds for specific family sizes. In addition, McGarry and Schoeni
(1997) provide additional evidence that intra-family financial gifts to the less well-off
children are not linked to an exchange of upstream care, controlling for unobserved dif-
ferences across families. That parents give more either to the less well-off children or
elderly parents is consistent with altruism.

102 Family fixed effects control for the time invariant characteristics of the parents and home environment

that do not vary for all the siblings within the family, and provide an unbiased estimate of the effect of the
recipient’s income.
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In France however, cross-section data cast doubt on the altruistic motive. For in-
stance, Arrondel and Masson (1991) and Arrondel and Wolff (1998), controlling for
selectivity bias, show that richer children receive higher amount of donations from par-
ents. However, the gifts add all transfers received up to the date of the survey, and the
beneficiary’s characteristics at the date of survey are not necessarily those at the date
of the gift. This timing problem is corrected in Arrondel and Laferrére (2001) who use
adequate measures of both current and permanent beneficiary’s income. Again they ex-
hibit non-compensatory effects for the child’s resources. But they use only proxies for
the parents’ income and wealth. Wolff (2000c) controls both for the parent’s and the
child’s income and wealth. He finds that the occurrence of a gift is compensatory, but
that young and middle-aged children receive significantly higher amounts of transfer
when they are richer. Jiirges (1999) reaches the same conclusion in Germany, with a
small positive effect of the child’s income on gift value.

With numerous co-authors, Cox tests altruism on microeconomic data from various
poorer countries. Family transfers are large and widespread in Eastern Europe during
the transition to capitalism. Focusing on Russia in 1992 and 1993, Cox et al. (1996)
find that private transfers help to equalize the income distribution within families and
significantly diminish poverty. In Poland, private transfers act as safety nets and flow
from high to low-income households, even if the response slightly declines over time
(Cox et al., 1997). In Vietnam, private transfers tend to be targeted towards vulnerable
low-income households. However they are also disproportionately given to the well-
educated family members (Cox et al., 1997), and in Peru transfers received increase
with the recipient’s pre-transfer income (Cox et al., 1998). All in all family transfers
seem more altruistic (in the sense that they benefit less well-off recipients) in poorer
economies, but they are also compatible with family insurance mechanism.'?3

As pointed out by Cox et al. (2004), non-linearities income may lead to an erroneous
rejection of altruism. Altruism should be present when the beneficiary is poor. But as
soon as the child’s income rises above a certain threshold, transfers are likely to be
an exchange. Treating the knot point as an unknown parameter, Cox et al. (2004) find
such a non-linear relationship between transfers and recipients’ incomes for the Philip-
pines. In France, Wolff (1998) also finds such non-linearities: the gift value received by
adult children first decreases when their income increases, then the transfer derivative
for the recipient becomes positive. These findings suggest that altruism is not the only
motivation for family transfers.

Different motives are likely to coexist in the course of the life cycle or across differ-
ent populations. Various forms of help respond to specific parental purposes. Arrondel
and Laferrere (1998) show that wealth transfers of the moderately wealthy conform to
‘family models’, but the transfer behavior of the very affluent neither is altruistic, nor

103 1n France, a survey of homeless shows that the early absence of all family ties and roots is a strong factor

of marginalization, which a contrario proves that family economic links are important, if no proof that they
are altruistic (Marpsat and Firdion, 1996).
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motivated by exchange, nor stems from a mutuality model.'** Studying pocket money,
Barnet-Verzat and Wolff (2002) reject the assumption of a unique motive. Regular al-
lowances fit in an inter-temporal framework, irregular payments depend on the need of
the recipient and are closer to altruistic motives. But among them, some are a means of
payment of services while others reward the children for their results at school (merit
goods). School effort is then endogenous and parents may shape their children pref-
erences (Weinberg, 2001). Dustmann and Micklewright (2001) note that children are
likely to reduce their willingness to participate in the labor market when parental cash
transfers increase.

6.4. Tests of family mutuality models

According to the mutuality model, family transfers from parents are a form of invest-
ment that the children pay back later. The fact that transfers flow from the middle-aged
adults both to the elderly and to the young is compatible with the model. However, it
is also consistent with two-sided altruism if parents are richer than both their children
and the grandparents. Conversely if the transfers only flow from the old to the young
generations it is problematic for an inter-temporal exchange since the previous receipt
of assistance would never be repaid. Finally, if family transfers are only ascending, they
may be interpreted as preference shaping of the young generation. But as one attempts
to combine monetary help, services and affection, the interpretation is less clear.

Although the family constitution model needs both upward and downward assistance,
some tests only focus on transfers from parents to children. Using cross-sectional data
from Italy, Cigno et al. (1998) point to three results consistent with the self-interest
hypothesis of parents investing in young adult children. First, the probability of trans-
ferring resources is positively related to the parents’ level of income, either transitory
or permanent, but the marginal effects are very low (the beneficiary’s income is not
controlled for). This low sensitivity contradicts altruism. Second, having received cash
transfers from one’s parents at any time in the past significantly influences the proba-
bility of making a transfer to one’s child. This may be seen as a credit network used
by all the succeeding generations. Thirdly, they find a positive influence of being credit
constrained on the probability of making a transfer to somebody outside the household,
which clearly is not a prediction of altruism but is compatible with a high family rate of
return.'®

Looking at transfers in kind (providing a house, acting as collateral) or in cash (pay-
ing for the rent, making money gifts or loans) to non-co-resident children in France,

104 Tax considerations, dynastic motives or firm survival are relevant factors. The strong reaction to tax
incentives of inheritance and gifts is compatible with a simple joy of giving model (Arrondel and Laferrere,
2001). The affluent hold a large proportion of the wealth, therefore their behavior has a strong influence on
some empirical tests.

105 See the discussion in Cigno and Rosati (2000), and also Cigno et al. (2004). Rather than using household
data, Cigno and Rosati (1996) focus on macroeconomic time series on fertility, interest rate, savings and
public deficit, with results in favor of the mutuality model.
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Laferrere (1997) finds that each form of transfers corresponds to a different motive.
Helping an adult child with housing is not linked to credit constraints of the helping
parents, and may stem from altruism. While similar in certain respects, money transfers
are made more frequently by parents who are or have been constrained in the credit
market, which is in line with the family mutuality model. Finally, loans and collaterals
are closer to a family credit system.!%0

Do middle-aged adults ever repay their parents for transfers received earlier? A brief
look at aggregate data reveals that upstream flows of money remain rare. For example,
in France, the sum of inheritance, gifts and financial help to children is more than ten
times greater than upward monetary assistance (Laferrere, 1999, Table 1, p. 21). Either
ascending altruism is low, or the repayment of the parental transfers in the family self-
interested network does not exist, or upstream assistance takes a non-monetary form.
Because the current level of retirement benefits make the parental income high com-
pared to the children’s, elderly parents are more likely to need services without market
substitutes such as affection and attention than money. Clearly, survey data shows the
importance of time-related assistance compared to upstream financial transfers (Soldo
and Hill, 1993; Attias-Donfut, 1995).

In a joint study of downstream and upstream transfers, Wolff (2000b) shows that
financial help from middle-aged adults to children mainly corresponds to investment
in human capital. Thus, if the mutuality model holds, one should observe that more
educated adults provide more care to their elders. However, education has no signifi-
cant effect on upstream transfers (either financial or time-related). 107 Similar results are
found for the United States (McGarry and Schoeni, 1997; Schoeni, 1997; Sloan et al.,
2002), so that the presence of a repayment is not warranted. As already mentioned, care
is mainly devoted to parents in poor health and characterized by low incomes. That less
well-off parents receive more is rather consistent with child’s altruism. In the mutual-
ity model, the situation of the elderly recipient should not really matter in the transfer
decision. '8

However, the well-documented strong heritability of transmission practices is not
predicted by altruism nor exchange models, but more in accordance with the existence
of family constitutions of some demonstration or education mechanism (Arrondel and
Masson, 1991; Laferrere, 1997; Arrondel and Wolff, 1998; Cigno et al., 1998). Parents
help their children when they have been helped in the past by their own parents and the
result holds when both the donor and recipient’s incomes are controlled for (Jellal and
Wolff, 2002c). In the upward direction, parents are more likely to care for their elders

106 Using the same data, Arrondel and Wolff (1998) separate wealth transfers between generations (inheri-
tance, donations, some of the gifts and help) from education spending. Different motives are also associated
to different types of assistance.

107 Others results for descending transfers are rather consistent with the mutuality model: individuals who
suffered from financial difficulties in their youth are more likely to help their children (Wolff, 2000b).

108 Such an empirical strategy is used by Cigno et al. (1998, 2004) who however only account for the donor’s
characteristics when explaining family transfers.
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when the latter have themselves provided care to their own parents (Jellal and Wolff,
2002b). In the family mutuality model, care-giving is a signal to the children that the
family contract is accepted, so that they will go on with their own children. For the
parents, the belief that investing in the children is better than investing on the market is
encouraged by the fact that they have been helped themselves by their parents, so that
family investment looks less risky than other options. Preferences are thus shaped by
the receipt of a transfer and information goes along with transmission.

There is some evidence that people act towards their parents as they would like their
children to act towards themselves: in France, women and adults in poor health are more
likely to provide time-related assistance to their parents.'%” Finally, a way of repaying
the parents is to do it through one’s own children, the grand-children (Rosati, 1996).
If an adult is not able to repay the parents because of a premature death or a too high
parental income, the debt would be paid by transfers to the grandchildren in the very
way the parents had behaved when the adult was in the child’s position.

Using data on time and money transfers between generations in Malaysia, Bommier
(1995) wonders whether children can be relied on to look after their parents in their
old age. The data do not support the strategic model: for a given child, the decision to
transfer money to the parents does not depend on the other siblings’ choices. He and
Lillard and Willis (1997) find evidence that children are an important source of old-age
security. Clearly, children repay for earlier parental investment in education in countries
with no pension system. Also, parents and children engage in the exchange of time help
for money. However, as noted by Bommier (1995), it is difficult to reject altruism since
the transfers are directed towards the parents who need them most. One has to keep in
mind that the altruism and insurance motives lead to similar predictions.

Thus, while some predictions of the exchange motive and of the self-interest model fit
with the data according to some authors, the stronger test of pure altruism seem rejected,
especially for financial transfers. However less stringent implications of altruism are
clearly verified. The altruistic model may be a victim of its simplicity, the other models
offering less clear cut testable predictions. Table 5 offers a summary of empirical results,
concentrating on evidence on transfer amounts in developed countries.

7. Conclusion: homo reciprocans, or living in a world of externalities

Identifying the motives of family intergenerational transfers is important because of
their potential effect on inequality,!'? their relation to public transfers (whether they

109 Arrondel and Masson (2001), Wolff (1998), Kotlikoff and Morris (1989). However, Byrne et al. (2002)
find no sex differences in the care for old parents, once individual wages (thus the opportunity cost of time)
have been taken into account. Another result is that the number of children increases the probability that
parents make cash gifts to their elders, and they are also more likely to expect money from their children if
they themselves make financial transfers to their parents (Cox and Stark, 1998a; Arrondel and Masson, 2001).
110 See Cremer and Pestieau (2006) in this Handbook on the optimal taxation of family wealth transfers.
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Table 5
Motives for inter vivos transfers in developed countries: evidence from transfer amounts

Authors Date Data dT/ dT/ A dS/ dS/ Econometric Transfer
dYy; dYr (dT/dY) dY; dY, model motive
United States
Altonji et al. 1997 PSID + - 01 Non-linear ~ Reject
altruism
Altonji et al. 2000 PSID + - n.s. n.s. Tobit Reject
exchange
Bernheimetal. 1985 LRHS +  Two-stage Strategic
least squares exchange
Cox 1987 PCPP + + Two-step Exchange
selectivity
Cox 1990 PCPP +  + Two-step Exchange
selectivity (liquidity
constraint)
Cox and Jappelli 1990 SCF - — Tobit Exchange (liq.
const.)
Cox and Raines 1985 PCPP - Tobit Altruism
Cox and Rank 1992 NSFH ns. +  0.003 Generalized Exchange
Tobit (payment of
services)
Cox and Stark 1996 NSFH — OLS Demonstration
(grandchil-
dren)
Dunn 1997 NLS + - Tobit Altruism
Hochguertel and 2003 HRS + - Tobit Altruism
Ohlsson
Toannides and 2000 PSID +  + - +  Tobit 2-sided
Kan altruism
McGarry 2000 HRS — OLS Altruism
(lagged and
future
incomes)
McGarry and 1995 HRS + - OLS Altruism
Schoeni
McGarry and 1997 AHEAD + - OLS Altruism
Schoeni
Perozek 1998 NSFH n.s. Two-stage Reject
least squares ~ strategic
exchange
Schoeni 1997 PSID + - - n.s. Tobit Altruism
Sloan et al. 1997 NLTCS - n.s. Two-step Reject
selectivity strategic
exchange
Sloan et al. 2002 HRS + - n.s. n.s. Tobit Altruism
Villanueva 2001 PSID + - 022 Non-linear  Altruism
(asymmetric

information)
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Table 5
(Continued)
Authors Date Data dT/ dT/ A dS/ dS/ Econometric Transfer
dYy dY, dT/dY) dY; dY, model motive
France
Arrondel and 2001  Actifs + Two-step Reject
Laferrere Financiers selectivity altruism
Arrondel and 1991  Actifs + Two-step Reject
Masson Financiers selectivity altruism
Arrondel and 1998 Actifs + Two-step Reject
Wolff Financiers selectivity altruism
Jellal and Wolff 2002a 3 Générat. n.s +  Tobit Cultural
transmission
of altruism
Wolff 2000b 3 Générat. + 4+ —0.003 Non-linear ~ Reject
altruism
Germany
Bhaumik 2001 GSOEP - Tobit Altruism
Croda 2000 GSOEP + OLS Altruism
Jiirges 1999 GSOEP + ns. Generalized Reject
Tobit altruism
Italy
Cigno et al. 1998 Bank of Italy + Two-step Reject
selectivity altruism and
exchange
Cigno et al. 2004 Indagine + Tobit Mutuality
Multiscopo model (credit
rationing)

Note: PSID: Panel Study of Income Dynamics. LRHS: Longitudinal Retirement History Study. PCPP: Presi-
dent’s Commission on Pension Policy. SCF: Survey of Consumer Finances. NSFH: National Survey of Fam-
ilies and Households. NLS: National Longitudinal Survey; HRS: Health and Retirement Survey. AHEAD:
Assets and Health Dynamics of the Oldest-Old. NLTCS: National Long-Term Care Survey; Actifs Financiers:
French National Institute of Statistics and Economics Studies survey on wealth. 3 Générations: Caisse Na-
tionale d’ Assurance Vieillesse Survey. GSOEP: German Socio-Economic Panel.

crowd-out, crowd-in or have no effect on private transfers), and the link between the
services and credit provided by the family and those provided by the market. To those
reasons, which are mostly analyzed from the point of view of the giver, or the passive
beneficiary, another should be added: the effects of the gift on a reactive beneficiary.
The most recent developments of the models are concerned with the reactions of the
object of philanthropy. Especially how he modifies his time allocation, work effort or
human capital investment. It is not only government transfers that may or may not be
displaced by private transfers, but effort and other time use, that can be ‘displaced’” by
both private and public transfers. This is particularly important at the beginning of an
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adult life, when a new household, i.e. a new potential recipient of transfer, is created,
and at the very end of life, when elders need help that the market cannot provide, and do
not want to be a burden on their children. The question of incentives, or in biblical terms,
the Samaritan dilemma, becomes central in the study of intergenerational transfers.

The insight of sociology, psychology and anthropology that any transfer implies reci-
procity (the gift and counter-gift of Marcel Mauss) is absent from altruism models. In
that sense, the exchange or mutuality models seem more satisfactory. Without taking
directly into account phenomena such as the power of the giver over the receiver, these
models can incorporate reciprocal actions. Their insight into the timing of exchange,
and the long term investment characteristics of help, conforms to intuition. Helping is a
form of insurance to be helped in return if and when needed. A precious good is stored.
And this good, a part of social capital, is transferable to a third party member of the
network.'!! What is put forward by the inter-temporal exchange model is also the se-
quence of generations, with the successive roles everybody occupies: as a beneficiary
child, as a giving parent, then as helped grandparent. The coexistence of three genera-
tions is crucial to the model. In comparison, altruism needs only two generations or two
partners, and one does not have to occupy each of the different roles.

However the intuition of altruism that ‘each of us is made of a cluster of apparte-
nances’, as Henry James wrote, has a very strong appeal. How could it be denied that
our utility is influenced by others’ utility, and not only by what they can give or ask
from us? And the sign of the derivative of U, the altruist’s utility, with respect to V, the
non-altruist’s utility, is, without doubt, not always positive. Envy, jealousy, the desire
to protect oneself, and altruism, are intertwined. Thus in spite of the many reasons for
altruism to be impure, the simple basic model remains an interesting benchmark.

The models are simplistic. However, with simple specifications, they provide differ-
ent predictions, that are testable to a certain extent. In an age of crisis, of both family
and public transfers, be it of the retirement system facing the demographic pressure of
the baby-boomers, rising life expectancy and lower fertility, or of the health benefit sys-
tems faced with the costs of care to the very old, or of unemployment insurance, it is
important to know how private, market and public transfers between the generations are
connected.
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Abstract

Most models of family transfers consider only two generations and focus on two mo-
tives: altruism and exchange. They also assume perfect substitution between inter vivos
financial transfers and bequests to children. On the contrary, this survey of recent de-
velopments in the literature emphasizes the strong heterogeneity of downward financial
transfers and motives for these transfers over the life-cycle. In face of the empirical
failure of standard models in developed countries (these models may perform better in
less developed countries or in old Europe), it also advocates “mixed” motivations of
transfers, such as strategic altruism, models with endogenous heterogeneous behavioral
regimes (Becker, Cigno), and especially indirect reciprocities between three genera-
tions, which lead to the replication of the same type of transfer from one generation
to the next. Indirect reciprocities appear able to accommodate several empirical puz-
zles: they are thus compatible (against altruism) with small compensatory effects of
transfers both between and within generations, and (against exchange) with the lack of
parents’ observable counterpart to financial or time support given by their children. They
also predict “3rd generation effects”—transfers between parents and children being de-
termined by grandparents’ transfers or again grandchildren’s characteristics—which
appear corroborated by (mainly French or U.S.) available evidence. We thus face the
challenge of innovative modelling of indirect reciprocities within the framework of in-
dividual forward-looking rationality.

Keywords

intergenerational transfers, intergenerational redistribution, wealth transmission
motives, family altruism, family exchange, 3-generations indirect reciprocities

JEL classification: D10, D31, D63, D64, J14
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1. Introduction

The economic literature on intergenerational transfers within the family has consid-
erably developed since the last thirty years, or so. “Standard” models in this field
emphasize two main competing motives for infer vivos transfers (i.e. between living
members of the family):

e altruism towards children, especially in a Barro-Becker form: parents care for the
well-being of their offspring;

e self-interested (inter-temporal) exchange between parents and children, meaning
that the implicit contract where (e.g.) parents trade prior education, or the promise
of future inheritance, for children’s support in their old age, is expected to be mu-
tually advantageous—if enforceable.

Moreover, bequests (post-mortem transfers) may also reflect a precautionary motive
against lifetime uncertainty in the absence of efficient annuity markets (the ownership
of durable, illiquid, indivisible assets, such as homes, is another reason).

There are several theoretical and/or empirical surveys of this literature, which dis-
tinguish various forms of altruism and exchange—as well as their recent extensions
based upon processes of imitation or cultural transmission (such as children’s “prefer-
ence shaping”)—, and compare the predictions derived with observed transfer behavior
in the U.S. and elsewhere. Their general conclusions tend to emphasize the poor empir-
ical performances of altruistic and exchange-motivated models, regarding equally the
determinants of inter vivos transfers and those of bequests.!

In comparison with these studies, our own review, which focuses on modern devel-
oped countries, does not intend to be exhaustive and may look slightly oriented. Its main
objective is threefold. First, we try to grasp better why the predictions of standard mod-
els of altruism or exchange fail to apply in previous tests. A key reason is the perfect
substitution that these models assume between financial help, various gifts and bequests
to children: it does not accord at all with the observed strong heterogeneity of downward
financial transfers and motives for these transfers over the life-cycle (see section 3).

Second, we show more precisely where models of altruism and exchange fail, empir-
ically, using new (French) data to design more powerful tests and to underline stylized
facts about transfers which are generally overlooked or unexplained (see sections 5
and 7).

Third, to solve the empirical puzzles encountered by standard models, we advocate
“mixed” motivations for transfers, including “strategic altruism”, Becker’s or Cigno’s
models with several endogenous behavioral regimes (section 5.4) and, especially, indi-
rect (serial) reciprocities between three generations, which lead to the replication of the
same type of transfer from one generation to the next (see sections 6 and 7). In the ab-
sence of satisfactory economic models of indirect reciprocities, the important part of the
paper devoted to these mechanisms is bound to be more tentative and to have a dominant

1 See Masson and Pestieau (1997), Arrondel et al. (1997), or Laferrere and Wolff (2006).
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empirical orientation; one of its objective, however, is to make a link between the mod-
els of family intergenerational transfers and the approaches to reciprocity developed, in
other contexts, in this handbook.

1.1. Motivations: transfers governed by indirect reciprocities

Standard models of transfers rely indeed on a simplistic view of the intergenerational
family: either no apparent family, for the selfish life-cycler who leaves “accidental”
bequests owing to random life duration; or the unified Beckerian family, headed by a
benevolent patriarch driven by altruism towards his progeny; or even pure self-interested
family relations, where intergenerational exchanges act as (imperfect) substitutes for
private exchanges or contracts that should exist on ideal markets. Drawing on anthro-
pology, the concept of reciprocity, based upon the gift-return-gift relation, should lead
to a more satisfactory view of family linkages, providing new motivations for transfers
and more realistic norms of behavior between kin generations.’

More specifically, we shall try to convince the reader that indirect forms of reciprocity
between generations may be viewed as appropriate dynamic syntheses of altruism and
exchange allowing, with minimal deviations, the introduction of “intermediate” moti-
vations for transfers which better fit the data.

Note first that our approach to reciprocity will be quite specific by comparison with
other analyses in this handbook. Instead of being applied to general human sociality, or
to explain reciprocity between strangers by a norm of “fairness” leading to retaliation
behavior in experimental games, or again to foster cooperation within small commu-
nities,* it concerns family and kinship, i.e. blood relationship and asymmetric links
between parents and children. Moreover, the concept must be adapted to the succession
of generations, taking a particular form which has been introduced by the French anthro-
pologist Mauss (1968): namely, indirect (serial) reciprocity, involving three successive
generations at a time and leading to infinite endless chains of descending or ascending
transfers between parents and children.

Reciprocity differs from market exchange in that it proceeds from a set of “internal”
obligations—to give, to receive, and to give back—, whether driven by norms or col-
lective values, group or social pressure (Kolm, 2000). Moreover, if direct reciprocity
looks still like standard quid pro quo exchange between two parties, indirect reciprocity
implies either that the beneficiary generation gives back to a third generation (e.g., pro-
vides bequests to one’s children “in return” for inheritance received from one’s parents),

2 1f central to anthropology, the concept of reciprocity has in fact an earlier and broader origin: as shown by
Kolm (1984), it was already introduced by philosophers of the 18th and 19th centuries, and has been used by
sociologists (Sorokin, Gouldner), and also by economists since the 1970s.

3 See Fehr and Schmidt (2006).

4 Inan evolutionary perspective, strong reciprocity corresponds, thus, to a pro-social norm that aims at the
survival of small communities in case of crisis: the individual applies a tit-for-tat strategy in all cases—
independently of the probability of extinction of the community—, that is even against her own interest, when
rewards and punishments become costly to her (see Fong et al., 2006).
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or that the giving generation will be paid back by a third generation (e.g., will receive
support given by her children in return to past support given to own parents):> in each
case, it leads to the replication of the same type of transfer along the intergenerational
chain. For instance, the way to pay back my parents for the education I received is to
give myself proper education to my own children, and so on; of course, this process will
often work through imitation or transmission of norms.

Our initial motivation for extending exchange or reciprocity to three generations
within this encompassing framework came from French evidence on parent-to-child
transfers: strong and highly significant retrospective effects, both qualitative and quan-
titative, have been systematically found for downward transfers and transmission prac-
tices on different data sets by different authors (Arrondel et al., 1997). Hence, what is
left in bequest (and declared gifts) to children appears commensurate to what has been
received from parents, the life propensity to bequeath out of inheritance being much
higher than the one out of human resources. Moreover, transmission patterns and be-
haviors tend to be reproduced from one generation to the next: everything being equal
(especially the amount of wealth owned), inheritance received through a will increases
the probability to make a will, recipients are more likely to become donors, etc. (sec-
tions 7.1 and 7.2).

These results refer to transmission practices and downward transfers influenced by
corresponding behaviors of the previous generation. For that reason, they will be in-
terpreted as a backward-looking (i.e. retrospective) and downward indirect reciprocity.
Likewise, Barro-Becker dynastic altruism—where parents care about their child’s util-
ity and expect their children to exhibit a comparable degree of altruism and to adopt a
similar bequeathing behavior towards their own children, and so on—may be seen as a
particular variant of forward-looking downward indirect reciprocity, where agents are
endowed with an infinite horizon.® Four types of these reciprocities will then be consid-
ered, according to the orientation of time (backward or forward), and the direction of
the transfer considered: upward (child-to-parent) or downward. Thus, examples of up-
ward and forward-looking ones are so-called “demonstration effects”, where effective

5 The first case is a form of (what we shall call) the propagation effect—or “helping behavior” in Kolm’s
(Kolm, 1984) terminology; the second case is a form of the rebound effect—or “Descartes effect” for Kolm,
see section 6.

6 This interpretation of dynastic altruism as indirect reciprocity is in line with the view of Barro (1974,
p. 1100): parents’ choice of bequest takes into account not only the effect of children’s attainable utility on
their own utility, but also the “chain dependence” of children’s utility on grandchildren’s attainable utility, of
grandchildren’s utility on great-grandchildren’s attainable utility, etc. The problem is that dynastic altruism is
an equilibrium concept: it says nothing about the process of transmission of altruistic preferences, or about
bequest choices when the “chain dependence” is broken—e.g., when there is no grandchild or when children
will leave no bequests (see section 6.3).
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support of elder parents is assumed to favor, by one way or another, later support by
own children during one’s old age.”-3

1.2. Outline of the paper

Section 2 provides a quick reminder of theoretical models of family transfers, relying
on three main explanations: precautionary savings against lifetime uncertainty, leading
only to accidental bequests; altruism and exchange, in different forms, that should also
account for the determinants of inter vivos transfers, whether from parents to children
or, especially in the case of exchange motivations, from children to parents.

A major source of misunderstanding and confusion in the literature comes from the
lack of a proper definition and classification of inter vivos transfers. Section 3 claims
that this identification problem is of central importance for parent-to-child, financial
transfers. Their strong heterogeneity is not enough acknowledged, as if college fees
to a 20-year old child and major (official, declared) gifts received some 25 or 30
years later as anticipated inheritance were perfect substitutes. We propose a typology
of transfers according to their timing and their objective (whether they add to child’s
income, consumption or wealth). This typology has an obvious bearing on the lively
Kotlikoff-Modigliani debate concerning the share of received wealth in total existing
accumulation, as well as on the related issue about the quantitative importance of inter
vivos transfers with respect to bequests.

Section 4 sums up existing tests of standard transfer models, with rather negative
conclusions for developed countries: in particular, pure altruism cannot account for the
observed absence, or limited importance, of compensatory effects for parent-to-child
transfers, either between generations, or among siblings.’ Indeed, we emphasize the
dominant feeling of disillusion in the profession about the explanatory power of these
models.

Section 5 adds to previous empirical studies in several directions. Most models of
transfers, including recent ones based on values transmission or preference formation,
assume a unique family composition of either two or three generations: data show, how-
ever, that the most frequent one is rather with four overlapping generations (with two
working ones); also, there is no such thing as a “representative” family but a large diver-
sity of compositions—a result which has implications for policy design and inequality
of well-being between families.

7 See for instance Cox and Stark (1996, 1998). In this demonstration process, children may as well be simple
imitators as rational choosers, trying to induce grandchildren to adopt similar helping behavior (see Bergstrom
and Stark, 1993, and section 6.3).

8 In this new field, the terminology may vary a lot from one author to another. Thus, Ribar and Wilhelm
(2002), who follow the Anglo-Saxon literature on social exchange, call “downward tit-for-tat chains of reci-
procity” our backward-looking indirect reciprocities...

9 The fact that equal sharing seems the dominant pattern, even in countries where there is freedom to be-
queath, appears especially difficult to reconcile with altruism, but also with exchange.
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Furthermore, while adopting a restrictive definition of time transfers and using richer
data sets, with detailed information on services and financial support given to old par-
ents, we show precisely at which steps most forms of exchange fail empirically in
modern occidental countries—and incidentally why exchange motivations might be
more relevant in old Europe or in less developed countries. First, support of old par-
ents by their children appears the only significant (time or financial) upward transfer
in developed countries. Second, the latter transfers cannot be explained—in French or
U.S. data—by any observable, past, present or expected counterpart, from parents to
children: helpers have not received more than non helpers, and do not expect higher in-
heritances, but smaller ones. This empirical puzzle is solved by two non-standard forms
of exchange and altruism, with heterogeneous behavioral regimes: the self-enforcing
family constitution model (Cigno, 1993); and the model of either free or constrained al-
truism (Becker and Tomes, 1986).!% It can also be explained by indirect reciprocity: in
helping children expect then to be paid back not by parents, but by similar help received
later from their own children.

Section 6 first emphasizes that reciprocity encompasses mixed or intermediate
(“other-oriented””) motivations between (strategic) exchange and pure altruism, while
allowing for richer relations within the family, especially through the notion of gift “am-
bivalence”: a gift is both a positive act of sharing, and a negative one of domination ex-
erted on the receiver. Indirect reciprocity is then introduced as a form of “general” reci-
procity, a concept already analyzed at length by Kolm (1984), who has identified its two
basic ingredients: the “rebound effect”—one gives to the givers—and the “propagation
effect”—the helped help in turn. Applied to family transfers between three generations,
this analysis leads to four types of serial reciprocities: backward- or forward-looking
ones, for upward or downward transfers. Upward transfers are governed by the rebound
effect, downward ones by the propagation effect; whatever the specific motivation at
work (imitation, habits, education, social approval, etc.), backward-looking reciproci-
ties typically reflect the obligation to comply to the relevant effect, and forward-looking
ones the intentional desire to provoke it.!!

Section 7 reports preliminary tests, performed on French or U.S. data, concern-
ing specific predictions of indirect reciprocities, i.e. “3rd generation effects”: transfers
between parents and children depend on grandparents’ or grandchildren’s characteris-
tics/behavior. Parent-to-child transfers appear strongly influenced by the corresponding
behaviors or transmission practices of the previous generation. In fact, estimated ret-
rospective effects appear not only very significant and robust but also highly selective:
thus, wealth gifts bestowed on children depend specifically upon wealth gifts received,
not so much upon other receipts, whether inheritance or financial help. Moreover, in

10 Both Cigno’s and Becker’s models predict that child’s support goes preferably to less well-off parents, as
empirically observed. Albeit somewhat ad hoc, reverse (child-to-parent) altruism might also explain support
of old parents: but it should lead to crowding out effects that neither French nor U.S. evidence confirm (if
anything, public and private transfers to the elderly appear rather complementary, see section 5.4).

T The same typology of chain reciprocities appears already in Kolm (2000, p. 30).
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favor of demonstration and related effects, observed (time or financial) support given
to old parents could be motivated by the expectation of receiving comparable assis-
tance from one’s own children during old days—although the possibility of alternative
interpretations of the findings cannot be ruled out.

Section 8 deals briefly with the macroeconomic and policy implications of alterna-
tive motivations of transfers, including: Cigno’s self-enforcing family “constitutions”,
where the agent has the choice to “go-it-alone” (life-cycle saving) or to “comply” to
a family norm of extended exchange between three generations; Becker’s parental al-
truism with investment in a child’s human capital under two regimes, either free with
operative transfers a la Barro that crowd-out public transfers, or constrained by the
interdiction of negative bequests; and indirect reciprocities, introducing specific links
between three successive generations. We consider in turn the impact of government
redistribution policy on growth, saving and education; the interaction effects between
public and private transfers; and distributive issues, such as the effect of transfers on
income inequality, on wealth concentration and inter-generational mobility. In particu-
lar, altruism may paradoxically give complementary roles to the family and the State,
since more public transfers towards the elderly—pensions, health—should entail more
private transfers to (grand) children—education, gifts, bequests.!?

Section 9 sums up the main conclusions drawn in this survey and indicates some
directions for future research. Especially welcome would be a more thorough compar-
ison of the features and motives of family upward and downward transfers in modern
developed countries and in less developed countries (LDCs thereafter), or in old Europe.

2. Altruism, exchange, and other motives: a quick reminder

A theorist not familiar with the topic might be scared by the impressive blossoming of
miscellaneous models and motivations introduced in the literature in order to explain
bequests and other family transfers between generations: capitalist (or entrepreneur-
ial) bequests; precautionary (or accidental) bequests; transfers motivated by parental
altruism, using different specifications—pure (Beckerian) altruism, retrospective (or
golden-rule) bequests, paternalistic, “joy of giving” or “warm glow” bequests; mod-
els of upward or mutual altruism; transfers motivated either by pure or by “strategic”
exchange (in different forms); intergenerational risk sharing; and so on...

A brief historical perspective may help to understand why there has been such an
accumulation of different ideas, leading to a real patchwork of bequest models, and
also to explain the shift of interest towards inter vivos transfers: being “voluntary”—i.e.
presumably due to a family bequest motive—, the latter allow an emphasis on only two
main competing motives, namely altruism and (self-interested) exchange.

12 A general lesson, however, is that economic and policy implications will not only depend on the motivation
of transfer, but also on other elements in the model, as well as “non-economic” factors, such as the externalities
engendered by family transfers, as well as mating patterns, fertility differentials, estate sharing rules, etc.
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2.1. “Involuntary” transfers: accidental or entrepreneurial bequests

To quote Modigliani (1988), “in the early Keynesian period [...], although there was
little concern as to what led people to save, whether to increase income, to increase their
power, or to leave bequests, the basic view of the saving process unavoidably implied
that all of the accumulation, or nearly all, would finally wind up as bequeathed wealth”.
This view led to wealth-motivated, capitalist or entrepreneurial bequests, usually made
by well-to-do people, whose prime saving motive is neither retirement needs nor family
considerations, but accumulation for its own sake, prestige, power, control...13 On the
other hand, such bequests have a significant economic importance, owing to the high
degree of wealth concentration: the typical figures for developed countries show that
the top one percent of wealth holders own roughly a quarter of total national wealth,
and the top 0.1% still more than one tenth.

The life-cycle model introduces another motive for accumulation, namely hump sav-
ing, when wealth is run down during retirement. Extensions to a random age of death
have shown that a risk-averse consumer, who cannot purchase fair annuities on im-
perfect private insurance markets in order to cope with lifetime uncertainty, may leave
considerable accidental or precautionary bequests (Davies, 1981; Kotlikoff and Spivak,
1981). The latter represent deferred consumption, had he lived longer: in other words,
there are consumption-motivated bequests made by presumably less well-off individu-
als, who do not want to trade with their children (if they have any) and do not want to
make inter vivos transfers. Such bequests are determined only by personal characteris-
tics or situation: their amount should be proportional to life resources (with homothetic
preferences), should decrease with age, pension coverage or private annuities, but be
independent of the existence and income of children, as well as of the level of estate
taxation. '

This dichotomy between entrepreneurial and accidental bequests was reminiscent of a
two-class approach, featuring the “perpetual saver” of the capitalists’ class, and the pure
wage-earner of the working class (see Brezis, 2000). The development of the economics
of the family in the seventies has modified the picture by introducing family-motivated
transfers—by altruism or exchange.

13 Since it does not take into consideration the social dimensions of large fortunes—an example would be
Veblen’s conspicuous motives for accumulation—, the assumption that wealth has direct, present utility may
seems a bit ad hoc, but see Hurd (1990) or Caroll (2000): the marginal utility of consumption is assumed to
decrease sharply at high levels of consumption, or at least more rapidly than the marginal utility of wealth
(relative satiation of consumption needs).

14 These conclusions need further qualification: Friedman and Warshawsky (1988, 1990) have shown that
a pure life-cycler should still fully annuitize her wealth, despite the unfavorable terms offered by the thin
market of private annuity. Other capital market imperfections, such as the illiquidity and indivisibility of
durables and homes, may be part of the answer. Moreover, parents may not have a bequest motive, but may
still desire not to deprive one’s children from any inheritance intentionally: for the actual low level of estate
taxation, precautionary savings is the dominant motive at the margin; but much heavier taxation (such as
partial or total confiscation of inheritance) could actually lead to the purchase of additional life annuities and
to a reduction of bequests.
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2.2. Altruism

Pure altruism assumes that parents care about the well-being of their progeny, using
bequests and other gifts to obtain the desired distribution of resources within the fam-
ily, between themselves and their children, as well as among their children: altruistic
transfers have thus a double compensatory effect, both between and within generations
(Becker, 1991). Moreover, when transfers are “operative”, the model leads to Ricardian
equivalence and full neutralization of public policy: in particular, a rise in social secu-
rity benefits should lead to an equivalent increase in altruistic parent-to-child transfers
(Barro, 1974).

From a theoretical perspective, pure altruism is a very efficient working hypothesis.
It is a clear-cut alternative to self-interest, assumed to prevail on the market. Besides,
another form of neutrality, the “rotten kid” theorem, allows consideration of only single-
headed families and implies “income pooling”, as if the head of the family held all the
resources of its members (Becker, 1974): whenever the transfers of the pater familias
are operative—i.e. when he owns enough of the family resources not to want to receive
transfers from other family members—the selfish child has no better way than to max-
imize total family income, which determines her own income. Moreover, “dynastic”
altruism, when parents expect their children to care in turn about their offspring in a
comparable way (a form of indirect reciprocity), allows to endow agents with an infi-
nite horizon: consumption smoothing and Ricardian equivalence then concern all future
generations of the family. And last but not least, many economists think that altruism
towards one’s progeny is essential in order to obtain optimal high levels of parental
investments in the human capital of their children.

At this stage, some extensions or variants of pure and operative altruism are already
worth mentioning, since their predictions agree better with empirical observation, and
especially with three challenging stylized facts relative to parent-to-child transfers.

2.2.1. Zero bequests and inter vivos transfers

The fact that a significant fraction of the population does not seem to make significant
transfers to their progeny can be explained by constrained altruism and non operative
transfers. Liquidity or borrowing constraints prevent altruistic parents to borrow against
child’s expected income, leaving then negative bequests: they wish to, but cannot die in
debt, so they leave no (planned) bequests at all—an inefficient solution. To determine
which families will be constrained requires the analysis of the trade-off faced by parents
between a child’s education and material transfers—a hallmark of Beckerian altruism
(see section 5.4). But in any case, the fact that bequests are a luxury and that zero-
bequests leavers are concentrated among low-income families, is clearly in favor of this
constrained regime of altruism.
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2.2.2. The limited importance of inter-vivos transfers relative to bequests

Altruistic parents should transfer their wealth mainly in the forms of gifts, when
liquidity-constrained children need them most, rather than much later, through bequests.
But notwithstanding the fact that their quantitative importance has been for a long time
underestimated, inter vivos transfers do not appear to strongly dominate bequests in de-
veloped countries (see section 3.4). To account for this deferred transmission of wealth,
other extensions of the altruistic model build on the rotten kid theorem, considering the
possibility of child’s shirking. To cope with “lazy” or “prodigal” rotten kids, as well as
with the uncertainty about child’s future income, parents want to have the last word and
have a preference for delaying transfers as long as possible, in order to prevent the child
from overconsuming. '

2.2.3. Altruism and the “equal division puzzle”

Finally, proponents of altruism have tried to cope with the puzzle of estate equal shar-
ing, which appears to be the overwhelmingly dominant behavior, even in countries like
the U.S. where there is freedom to bequeath with a non distortionary estate tax (see sec-
tion 4.2). The puzzle comes from the substantial income inequality between siblings,
meaning that bequests are not at all compensatory. A lot of tricks have been used to
overcome this difficulty, and we shall review them more throughly.

Some specifications try to minimize deviations from pure altruism. Behrman et al.
(1982) propose a somewhat ad hoc ““separable earnings-bequest” model, where parental
utility depends separately on the human capital of each child and on the amount of in-
heritance she will receive much later: decreasing marginal utility of bequest received by
each child implies equal sharing. Wilhelm (1996) invokes the costs of unequal division,
either financial (unequal sharing requires making a will) or psychic, due to a kind of par-
ents’ aversion to the inequality of bequests; his use of a constant fixed cost to represent
the disutility derived from unequal division seems again a bit arbitrary. More recently,
McGarry (1999) has drawn on the interaction effect between inter vivos compensatory
transfers and later bequests: assumed to be targeted towards liquidity-constrained chil-
dren, inter vivos transfers should be negatively related to the current income of children;
but altruistic bequests, depending solely on the permanent income of the child, could be
positively correlated to the child’s current income.'®

Impure forms of altruism, implying more substantial departures from Becker’s formu-
lation, have also been proposed. “Joy of giving” or “warm glow” models, for instance,

15 See, among others, Bruce and Waldman (1990), Lindbeck and Weibull (1988), Altonji et al. (1997).

16 1f the child’s income increases, implying that she is less liquidity-constrained, parents will make lower
inter vivos transfers to her, so that they will have more resources left both for their own consumption and for
bequests.
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assume that parents obtain satisfaction, not from the well-being of children per se, but
from the very act of giving, their utility rising with the (post-tax?) amount given.!’

We shall concentrate, however, on two other routes used to resolve the equal shar-
ing puzzle, because they introduce new insights developed at large in this survey. Both
assume still that original preferences are purely altruistic, but rely on additional consid-
erations, concerning imperfect information, transfer observability, or incentives.

In so-called retrospective or golden rule bequests, of which Bevan and Stiglitz (1979)
propose a variant, parents have only an approximate knowledge of the income of chil-
dren (and even less so with grand-children...), knowing only the process of intergenera-
tional regression towards the mean in income. It follows that bequeathing patterns tend
to be reproduced from one generation to the next: what is left is commensurate to what
has been received. This implicit rule “do unto your children as you would have liked
your parents to have done unto you” appears rooted in norms of (backward-looking)
indirect reciprocity, as if bequests were made to one’s children “in return” for received
inheritance from one’s parent. In equilibrium, such family norms lead in general to so-
cial optimality, if not the golden rule; otherwise, they may be interpreted as a form of
limited rationality (see section 6.3 and Masson and Pestieau, 1997).

2.2.4. Equal bequests but compensatory gifts?

A more recent track, usually with a game theoretic component, addresses a stronger
version of the puzzle: if bequests are most often equally divided, inter vivos gifts of
financial or tangible property are not, advantaging the less well-off children—even if the
compensation is quantitatively modest. In order to explain this differential treatment, the
only way out is to introduce a source of heterogeneity between gifts and bequests. The
main issue invoked is observability: gifts are more likely to be private information to
the donor and the recipient, while bequests are public information known to all siblings.
Laitner (1997) and Lundholm and Ohlsson (2000) thus interpret estate equal sharing
as a way, for parents, to insure post mortem “reputation” and to preserve family links
while avoiding conflicts between children. Bernheim and Severinov (2003) view rather
estate equal division as a “signal” about parents’ indifferent altruistic preferences: even
if it is not true, parents wish children to believe that they love them equally, in order not
to hurt the feelings of the less cherished child...

Besides observability, however, there may be other, perhaps better ways to sepa-
rate inter vivos transfers from bequests.18 If directed towards children in need, gifts

17 This type of altruism allows an escape from the free-riding problem raised by pure altruism, where the
consumption of a common descendent is a public good (Bernheim and Bagwell, 1988; Andreoni, 1989; Kolm,
2000).
18 Indeed, transfer observability is not always a relevant issue. In France, unequal estate division occurs
mainly through declared gifts which are yet public information: a lot of them concern indivisible professional
assets.
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are potentially distortionary owing to a child’s response (reduced labour supply, under-
reporting...), while bequests come too late in life to be an efficient redistributive tool.
It could be also that financial gifts are compensatory because they are substitutes to
downward time transfers (e.g. caring for grandchildren), which are more likely to ben-
efit higher-income siblings.!® All in all, our essential argument will be that early gifts
and bequests, made and received at very distant dates over the life-cycle, do not simply
serve the same purposes (section 3.2).

2.3. Exchange

Among other considerations, the predicted substantial size of “wasted” accidental be-
quests and the lack or limited importance of estimated compensatory effects for down-
ward financial transfers (see section 4.2), prompted the development of transfer models
alternative to altruism, based upon an (intertemporal) exchange between self-centered
parents and children. There is a large variety of models, according to the nature of each
transfers: as well as education, parents may use previous help or gifts, loan or insurance
given to their offspring, or again the promise of an inheritance, as a payment for child’s
services—whether insurance, support or “attention”—expected to be received mainly
during their old age.

Different forms of exchange have also been considered. Pure exchange concerns
“fair” transactions run to the mutual advantage of parents and children (e.g., Kotlikoff
and Spivak, 1981). Strategic types of exchange characterize bargaining or even ma-
nipulative relations between family members, between parents and children, but also
between spouses having different propensities to bequeath—as assumed by the “collec-
tive” approach to household’s behavior—, or again between siblings striving for a larger
share of education or inheritance or for a smaller share of parental support (see e.g. Lee
etal., 1994, for references). In each case, a key issue concerns the possibility of credible
and enforceable commitments.

In the case of strategic parental transfers, the generic assumption is that parents reap
entirely the gain from trade (Cox, 1987). A noteworthy variant of strategic bequests is
the model of Bernheim et al. (1985). Parents use the threat of disinheritance to manipu-
late their children, playing each one off against the other in order to get the maximum of
attention, mainly in the form of non pecuniary services; of course, there must be at least
two children. Parents are assumed to prevent the formation of any coalition between
siblings, and to successfully pre-commit to a publicly known rule of division of their
“locked-in” bequeathable wealth, according to the level of attention provided by each

19 This rather straightforward explanation does not seem to be supported by the (U.S.) data. In the 1988
PSID, Altonji et al. (2000) find that parents who provide money transfers also tend to provide time transfers;
but time transfers do not preferably go to higher-income children, and there is little sign that time and money
transfers are substitutes (in particular, distance has a strong negative effect only on time transfers).
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child.?? Moreover, since having the last word is absolutely crucial for them, parents
make only bequests, not gifts, to their children.

Anyhow, an important contribution of these models has been to draw the attention of
economists on child-to-parent transfers—more often time transfers rather than cash—
which had been largely ignored before, perhaps also owing to data limitations and to
the difficulty in evaluating, empirically, the quantitative importance of time transfers
and services.

Besides the obvious fact that they need the presence of children, models of exchange-
motivated transfers have often ambiguous and perhaps too flexible predictions, de-
pending on the specific type of exchange considered and, moreover, on the nature of
children’s services, their implicit price as well as the substitutes or complements exist-
ing on the market or in the public sector. Thus, bequests may well be a necessity (their
share decreases with the size of life resources), if the service provided by children, such
as “attention”, is assumed to be so. Likewise, the effect on transfers of a rise in so-
cial security benefits is not clear, depending notably on the degree of substitutability or
complementarity between parental consumption and children’s services.?!

On the other hand, models of bequests as a mean of exchange generally predict that
richer parents should get more reverse transfers, since they have more to offer in return.
In addition, transfers may be often anti-compensatory, perhaps among siblings but es-
pecially between parents and children. According to Cox and Rank (1992), for instance,
“public transfers need not ‘crowd out’ private ones [and indeed] can actually reinforce
rather than offset the effects of public income redistribution”; more precisely, public re-
distribution will have a negative impact on the probability of existence of a transfer (as
in the altruistic case), but a positive one on the amount of the transfer, whenever the im-
plicit price of child’s services provided in exchange increases with child’s pre-transfer
income.

Finally, the observed prevalence of estate equal division is again difficult to reconcile
with models of bequests-as-exchange (see Menchik, 1988): since the share received by
each child will depend on her personal characteristics, equal division should be again
considered, as Bernheim and Severinov (2003) put it, a knife-edge, “measure zero”
event.

2.4. Summing up: distinctive predictions of basic transfer models

Table 1 summarizes the predictions of the basic models of transfers—accidental be-
quests; pure altruism; “warm glow”; retrospective bequests; exchange—concerning the

20 The hypothesis that parents can prevent any coalition between children is crucial. Cigno (1991) makes
the point that children could agree among themselves that only one of them will give (minimal) attention to
parents and then pre-arrange, contractually, the distribution of bequests. As the only heir, the helping child
would keep a given, pre-agreed part of the inheritance for himself and share the rest equally with his siblings.
In this case, it is the children who would extract the whole surplus from the game—not the parents, as in
Bernheim et al. (1985).

21 The reader will get additional insights on these issues in Laferrere and Wolff (2006).
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Table 1
Predictions of basic models: determinants of parent-to-child transfers

Type of Effect on transfers of... Form Counterpart to

transfers or Givers’ income Children of‘;ransfers trar?sfers given
bequests (necessity/luxury) Presence  Quality (gift/bequest) (existence/nature)
Accidental Proportionality None None Bequests only None
Equal sharing
Altruistic Luxury good Positive  Prob.: — Gifts and bequests None
(pure form) Size: — Gifts: needy child
Unequal sharing
‘Warm glow’ Luxury good Positive  None Gifts and bequests None
(paternalistic) Equal sharing
Retrospective1 Luxury good Positive ~ Prob.: (—) Gifts and bequests  Transfers received
Size: (—) from own parents
Equal sharing
Exchange May be Positive ~ Prob.: — Strategic: no gifts  Some child’s
a necessity Size: 4+ or — Pure: also gifts counterpart

Unequal sharing

1( —): limited compensation.

individual determinants of parent-to-child transfers (for policy implications, see Ta-
ble 6).

With respect to the level of parental resources, bequests are normally a luxury good
for the different forms of altruism (pure, warm glow, retrospective), most likely a neces-
sity in exchange models, and proportional to resources if they are accidental.>> Except
when they are accidental, family transfers presuppose the existence of children, but only
those motivated by pure altruism or exchange should also depend on each child’s char-
acteristics, which implies that estate equal division is obtained—by default—in all other
cases.”

22 We shall not go into details here, but it should be noted that models of accidental or altruistic bequests
can explain elasticities inferior to 1 for less wealthy households. The income elasticity of bequests will thus
be nil for constrained altruistic parents leaving no bequests. And it will remain small for accidental bequests
whenever the latter result more from capital market than annuity market imperfections, that is to say for
life-cycle savers whose wealth is mainly held in homes and durables.

23 Only (pure or retrospective) altruism requires transfers to be compensatory in amount as well as in proba-
bility. But retrospective altruism predicts equal sharing and only /imited intergenerational compensation, since
parents’ choices are solely based on expectations of children’s incomes—inferred from own income and the
degree of intergenerational regression towards the mean in income (see Bevan and Stiglitz, 1979). Note finally
that no basic model predicts that the probability of a transfer could increase with child’s current income.
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Accidental bequests and strategic exchange do not allow for the existence of inter
vivos transfers, all other basic models do; pure altruism even predicts that inter vivos
transfers, directed towards children in need (being liquidity-constrained, insufficiently
insured against risks of unemployment, etc.), should be the dominant form of transmis-
sion. Finally, only retrospective and exchange-motivated transfers require a counterpart
given to parents, in the former case by grandparents, in the latter by children.

3. Heterogeneity of (financial downward) transfers

The shift of interest in the literature from bequests to infer vivos transfers has created
a difficulty: as opposed to the former, the latter encounter theoretical and empirical
problems of definition and typology which are far from innocuous but have been largely
overlooked so far. We shall first give a general idea of these conceptual pitfalls before
focusing on the case of parent-to-child financial transfers, which has the most important
implications.

3.1. Foreword: how to define “transfers” between living generations?

In order to identify and classify inter vivos transfers in an appropriate way, one has to
answer three kinds of intertwined questions at the same time, namely:

e To whom? Intergenerational transfers may go downwards, from parents to children,
or upwards, from children to parents. They may also skip a generation, and occur be-
tween grandparents and grandchildren in both directions.

As far as downward transfers are concerned, an important preliminary issue deals
with the relevant dividing line between transfers to children as such and outlays required
to bring up young kids at home. It is generally assumed that the beneficiary child must
be an adult, both for theoretical and empirical reasons: inter vivos transfers must be
free, resulting—to a certain extent—from a parental choice (the baby must be fed and
taught to talk and walk...); and they must be relatively easy to observe and to evaluate.

However, the definition of an “adult” child—whether she must be above a minimum
age of 18 or 22 and/or living in an independent household, for instance—varies from
one author to another.?* In any case, one should remember that the inevitable separation
introduced between kids’ education and formation process on the one hand, and inter
vivos transfers per se on the other, is in part arbitrary.>

e What? Inter vivos transfers may as well consist of financial or time transfers.

2 Assuming that any child aged 18 or over is an adult, as does Cox (1987), is thus bound to increase the fre-
quency of inter vivos transfers, which additionally include food, accommodation and pocket money provided
to late teenagers.

25 One convention is still required: the care of young grandchildren (generation skipping) is exceptionally
considered as a (time) transfer, which is however assumed to benefit her parents (see below section 5.2).
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Financial transfers, especially those from parents to children, cover a large range of
transactions. They may take the form of gifts of various assets, cash transfers made
once or regularly, alimony, and so on. But they also include in kind transfers, such as
the payment of a rent, free disposal of a home, college fees, loans, co-signature for
home mortgage, etc., which may not have an obvious equivalent cash value. Moreover,
there is considerable variation in the literature as to the minimal amount required for
the transfer to be recorded.?®

Time transfers, which concern a priori any non financial help or services, including
co-residence, raise greater problems of identification. They seem too loosely defined in
the literature, incorporating as well anecdotal, temporary or infrequent services (such
as occasional gardening...). Also, the alleged direction of some time “transfers” may
be questionable. For instance, contacts and visits and other similar parent-child rela-
tions, which are generally considered as “attention” given to elderly parents, may rather
represent simultaneous, mutually profitable exchanges, or even services going by and
large in the opposite (downward) direction: as shown by Wolff (2001) on French data,
many contacts and visits are first motivated by grandchildren care—to the benefit of
children...”” Co-residence of adult generations may create similar difficulties, regarding
the very direction of the transfer.

e When? This is the most neglected question on which we shall concentrate below.
In short, financial gifts received at distant dates over the life-cycle, e.g. while a student
and when close to retirement, do not take the same form, nor do they lead to comparable
implications.

3.2. Three types of financial inter vivos transfers

Most models of parent-to-child transfers assume indeed that various inter vivos transfers
(made and received at different stages of the life-cycle), as well as inter vivos transfers
and bequests are quasi-perfect substitutes: besides the choice of the right timing, only
the present total value of these financial transfers has to be taken into consideration.”®

3.2.1. Theoretical considerations

While making modelling and predicting far easier, this view appears quite unrealistic
owing to the strong heterogeneity of inter vivos transfers. Free disposal of a home or

26 A related issue concerns the choice of the period of reference over which transfers are collected: the shorter
it is, the smaller the average size of transfers recorded.

27 Bernheim et al. (1985) go as far as to include into “attention” given to parents letters which are written to
them. To take an extreme example, this means that letters asking parents repeatedly for money help should be
considered as transfers given to them!

28 Altruistic parents face thus a trade-off between the desire to help liquidity-constrained children when
young and a preference for flexibility which induces them to postpone transfers and avoid irreversible deci-
sions.
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payment of college fees for a 20 years old independent child may be substitutes for co-
residence with parents. But major gifts, received some twenty or thirty years later, play
the role of an anticipated inheritance and are more likely to be substitutes for bequests.
The two types of transfers have different determinants and may correspond to altogether
different motives, even for the same parents.

This heterogeneity of inter vivos transfers leads us to propose a division into three
types according to the main objective pursued: education, assistance or transmission.

(a) Education transfers. Investments in the human capital of the adult child, such as
college fees, are received at the very beginning of her economic life; as a close
substitute for parental earlier investment in a pre-adult child’s human capital,
these transfers add presumably to her present and future income.

(b) Financial assistance, often due to imperfect capital or insurance markets. Par-
ents help liquidity-constrained children by increasing their present resources or
extending their access to credit, especially for the purchase of a home; they may
offer a partial insurance against their offspring’s risks of unemployment, divorce,
etc.; they may also care for their young grand-children. These transfers, which
are mainly received by children still in the first part of their working life, add
primarily to the consumption (including services of durables) of their household.

(c) Wealth gifts. Inter vivos transfers that are part of the wealth transmission process
are often received later in life, and take most often the form of official, declared,
and taxable stocks rather than regular flows. Generally interpreted as anticipated
inheritances, they add presumably to child’s wealth.

A number of predictions allowing us to disentangle the three types of transfers are
worth mentioning. First, since one of the parents’ motivations is to reduce taxation,
the probability of wealth gifts should increase with their wealth, or better still, taxable
wealth (Poterba, 2001); but this latter variable should have little bearing on other trans-
fers.

Consider next the distribution of transfers among siblings. Being more likely to be
substitutes for bequests, wealth gifts should be, most of the time, shared equally among
siblings; moreover, exceptions should be concentrated among self-employed, having to
transmit an indivisible asset, and rich parents, who will be more willing to pay the finan-
cial and other costs associated with a testate unequal division (especially in countries
like France where taxation is highly distortionary). On the other hand, unequal sharing
is likely to be more common for education transfers, which depend on child’s relative
ability, and financial assistance, which in turn depends on children’s respective needs—
and in this latter case, only wealthy parents will be able to afford equal division between
grown-up children.

Third, consider the effect of a child’s current income on the probability of transfers.
This effect appears dubious for education transfers, owing to income endogeneity (re-
flecting reverse causation). If our typology has any economic relevance, the probability
of financial assistance, given to children in need, is the most likely to be compensatory,
almost by definition. But the effect for wealth gifts remains undetermined, depending
on the alleged dominant motive of transmission: it will be negative under pure altruism
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or exchange (Cox, 1987), nil under paternalistic or retrospective transfers, and could be
positive if other motivations prevail (e.g. advantaging well-endowed children in order
to perpetuate the family social rank or enterprise: see Chu, 1991).

3.2.2. French and U.S. evidence in favor of the heterogeneity of financial transfers

A reexamination of French and U.S. data gives some empirical support to this ternary
division of inter vivos transfers.

French household surveys (Insee in 1992 and 1997, Cnav in 1992) provide comple-
mentary cross-sectional and recall information on a wide scope of financial transfers,
made or received over a minimum of the last five years—or even over the entire past
life-cycle for (wealth) gifts: typically, they do not allow for a precise test of intergen-
erational compensation, which requires reliable estimates of both parents’ and child’s
incomes at the time of the transfer—a difficult challenge for gifts received or given more
than ten years ago.?? Most of the empirical literature on inter vivos transfers in devel-
oped countries is based on several U.S. household surveys (PSID, HRS, AHEAD...),
where such information is available; but the period of reference considered is usually
short—concerning transfers given or received during the last year or so—, and the min-
imum threshold moreover quite low (100, 200 or 500$).39 On the other hand, estate data
in both countries give information about bequests and declared (wealth) gifts.

French household surveys record parents’ transfers in the following categories: sig-
nificant (wealth) gifts on the one hand, and “financial help” on the other, divided into
four items: housing, i.e. payment of a rent or providing a separate home rent-free;
money, including regular payments or financial help for an important purchase; loan,
meaning a money loan; co-signature for a mortgage and other help for its repayments.
Arrondel and Masson (2001) find that housing and money transfers correspond more
often than not to education transfers: their probability of occurrence increases with the
levels of a child’s and parents’ education, and is higher for non-working, compared to
wage-earning children. Loans and co-signatures are more likely to correspond to finan-
cial assistance: the probability of these transfers neither increases with a child’s educa-
tion, nor with parents’ education, but is significantly higher if the child is self-employed
(especially farmers), who need a back up for professional investments. Finally, the prob-
ability of gifts (presumably a component of wealth transmission) has very different
determinants: education variables and parental income have no effect at all, whereas

29 There is one exception, however: both parents’ and child’s current incomes are available in the Cnav
survey, allowing to test for compensatory effects of transfers other than wealth gifts (see Wolff, 2000, and
section 4.2).

30 Cox (1987), on the PCPP, considers any payment made during January—August 1979 between “family
units”, where any child above 18 forms a separate family unit. Altonji et al. (1997, 2000), Dunn (1997),
McGarry (1999), on the PSID, define as transfers total financial help over 100$ given to non-coresident
children in the past year; the same definition is used in AHEAD and in the HRS, but with a threshold of 5008$.
Only Cox and Rank (1992), on the NSFH, consider transfers (above 200$) made during the last five years.
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wealth, and even more taxable wealth have, as predicted, a strong and significant posi-
tive influence;3! gifts are more often made by self-employed parents to self-employed
children (including farmers and professionals), being used as a privileged means of en-
suring an efficient transmission of professional assets; also, the highly positive effect of
being a widow shows that a lot of gifts are made as anticipated inheritances, after the
death of the first spouse.

In U.S. households surveys, financial transfers, being recorded over a short period
and above a low minimum threshold, correspond mainly to financial assistance.>> The
usual findings in the U.S. of rather compensatory inter vivos transfers (see section 4.2),
benefiting more (often) less well-off children, should be interpreted with these qualifi-
cations in mind: they do not apply to major, declared gifts.

To the extent that wealth gifts coincide with taxed or taxable inter vivos transfers,
the recent strand in the literature concerning the effect of gift and estate taxation on the
timing of transfers has also some bearing on our typology. Both in France (Arrondel
and Laferrére, 2001) and in the U.S. (Bernheim et al., 2004), estate data show that
the frequency or amount of gifts with respect to inheritance is highly sensitive, over the
short run, to the relative tax advantage granted to gifts relative to bequests or inheritance;
yet, Poterba (2001) and McGarry (2001) claim that most U.S. households fail by a
substantial margin to exploit the advantages of gifts to the full extent permitted by law.
This is evidence that wealth gifts and bequests are considered by parents as substitutes,
but only as partial substitutes, for a number of reasons: uncertainty concerning future
health or longevity, desire to monitor children and to have the last word, etc. Anyhow,
it is significant that no study has tried, to our knowledge, to evaluate the effect of the
rate of gift and estate taxation on other, untaxed, parent-to-child transfers (i.e. financial
assistance or education transfers), as if it was agreed that the possibility of substitution
between the former and the latter transfers were negligible.??

Finally, sharing practices among siblings depend, as predicted, on the nature of the
transfer. In France, registered gifts, when mentioned in the estate, are equally shared in
more than 90% of the cases, unequal sharing concerning mainly the rich and the self-
employed. For financial help, French results in households surveys are, on the contrary,
quite in agreement with Hochguertel and Ohlsson (2000) conclusions on American data
(Health and Retirement Survey): equal sharing remains the exception and is concen-
trated among wealthy parents.

31 France has an inheritance tax with an exemption threshold, so that taxable wealth depends on the amount
of wealth but also on marital status and on the total number of children (see Arrondel and Laferrere, 2001).
32 One may hope that they do not too often correspond to “education transfers” (otherwise, the endogeneity
of child’s income would become a main issue).

33 Yet, contrary to this view, one explanation often given for typically small rates of estate or inheritance
taxation is that an increase of these tax rates would make parents shift to untaxed inter vivos transfers (see
Lundholm and Ohlsson, 2000).
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3.3. The importance of “inherited” wealth in total wealth accumulation

This ternary division of financial inter vivos transfers has an obvious bearing on the
Kotlikoff-Modigliani debate, relative to the share of “inherited wealth” in total existing
accumulation.?* Kotlikoff and Summers (1981) claim and Kotlikoff (1988) maintains
that this share is close to 80% in the U.S., while Modigliani (1988) estimates the same
ratio below 20%—it would be equal to zero if there was only saving for retirement. How
does one account for such a huge discrepancy which shows that empirical measures are
“theory laden”? There are two main sources of disagreement: the first one concerns the
definition of an inter vivos (financial) transfer, the second the way to evaluate the actual
contribution to wealth accumulation of a transfer received in the past (see Kessler and
Masson, 1989; Kessler et al., 1991).

On the first point, Modigliani retains only inheritance and “major” gifts (that “add
to children’s wealth, not to consumption”) between independent households, that is to
say wealth gifts (case (c)), whereas Kotlikoff wants to add all transfers received above
18 years of age, including “minor” gifts (case (b)) as well as college education fees and
other parents’ spending (case (a)), which means for the U.S. twice as much transfers.3>
Although the dividing line drawn by Modigliani between “minor” and “major” gifts
seemed somewhat artificial, most authors side here with his position, advocating the
limited degree of substitutability between financial help, on the one hand, and wealth
gifts, on the other.

On the second point, Modigliani imputes to the contribution of bequests only the sum
in real terms of received transfers, whereas Kotlikoff adds to this the accumulated inter-
est on transfers—once again doubling the figures (hence the discrepancy in the results,
in the order of one to four). Who is right? Apparently no one since each convention relies
on an arbitrary, accounting decomposition of wealth in inherited and self-accumulated
shares (Blinder, 1988). Moreover, each solution begs the question of the importance of
the bequest motive since it is only appropriate when a specific motive for accumulation
dominates: thus, Kotlikoff’s convention is best suited for Rockefellers. On the other
hand, if a pure life-cycle saver has received, at the eve of retirement, an inheritance
equal in amount to self-accumulated savings, one would like to say that transfer-wealth

34 Not surprisingly, when asked directly about the approximate share of received gifts and inheritance in
current net worth (Insee 1997), French households tend to underestimate the contribution of capital receipts:
even among those who have lost their parents, nearly 40% claim to have received almost nothing, and only a
good third of the others declare a share of received wealth superior to 25% (and 17% more than half).

35 Kotlikoff considers that all transfers received after 18 years of age, from pocket money or college fees up to
bequests, are perfect substitutes. Against this overall aggregation, Blinder (1988, p. 70) argues that the relevant
issue is the origin of non-human wealth and that college fees presumably build human wealth: if the latter is
included into the accounts, then many more expenses on child rearing should be taken into consideration, so
that 100% of wealth could well be inherited: ‘Where would I be without my genes?’. But this does not mean
that Modigliani’s conception is entirely satisfactory: e.g., according to a “neo-Marshallian” view (shared by
Becker, among others), parents’ investments in children’s human capital remain the most productive form of
“saving” and are partially substitutable to investments in non-human wealth.
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and life-cycle wealth are equal during her retirement: in this case, both authors will
overestimate transfer wealth...

Using Modigliani’s conventions, estimates of the contribution of bequests are now
available for a number of developed countries. Laitner and Ohlsson (1997) find a share
of inherited wealth of 51% in Sweden (in 1981), but only of 19% in the U.S. (in 1984).
Cigno et al. (1998) estimate a share up to 58% for Italy (in 1991). Using different
waves of the Survey of Consumer Finances, Gale and Scholz (1994) find that transfer
wealth accounts for approximately half of aggregate U.S. wealth in 1986, but Brown
and Weisbenner (2002) reduce this figure to 20-25% in 1998 while correcting for the
wealth—mortality correlation.

Yet, the right question to ask would concern the reduction of total saving engen-
dered by a confiscation of bequests, or a uniform reduction of x % of their amounts. To
perform such a thought experiment, one needs a behavioral and “comprehensive” simu-
lation model of accumulation, that is capable of reproducing the aggregate level and the
distribution of wealth over time, from one generation to another. Estimates derived with
this method are comprised between 35 to 40% for France (Kessler and Masson, 1989).
Davies and St. Hilaire (1987), applying a comparable method to Canadian data, find a
35% share for inherited wealth.

All in all, the contribution of bequests and wealth gifts to wealth accumulation ap-
pears therefore substantial but not overwhelming; moreover, it should be more important
in most countries in continental Europe and in Canada than in the U.S.3

3.4. The importance of “gifts” (inter vivos transfers) relative to bequests

Differences of definition and coverage help also to explain the conflicting estimates
concerning the importance of inter vivos transfers relative to bequests; but there are,
obviously, other sources of discrepancy.

The topic has been a controversial issue in the U.S. Tomes (1988) thinks that gifts
are only of minor importance, with the possible exception of the wealthiest individ-
uals. Bernheim et al. (1985) see “the apparent insignificance of gifts” as an element
supporting strategic bequests. But Cox (1987) and Cox and Raines (1985) claim that
an enlarged conception of inter vivos transfers, including in kind or in cash transfers
received by any “adult” child (above 18) even in the same household, make them more
important than inheritance (in the ratio of 3 to 2). More surprisingly, Gale and Scholz
(1994), considering only inter-household transfers worth more than $3000, find yet that
inter vivos transfers “account for at least 20 percent of U.S. wealth and possibly more”
(and inheritances for roughly 30%).

36 s likely that the contribution of bequests has declined over time in France (presumably a representative
example of continental Europe). In the 19th century, it was more difficult to build a fortune without a size-
able inheritance. Things changed after the destruction caused by the first World War and the steady growth
following the second one, although the last twenty years may have altered this secular trend.
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In France, estate duty statistics indicate that the total amount of declared (wealth)
gifts represented approximately one third of the one of declared inheritances during the
1970s and 1980s (or one quarter of total transfers); but there was clearly an upward
trend.>” The reinforcement of tax advantages of gifts since the 1990s led to a sharp
increase of the ratio, the gifts/inheritance trade-off being highly sensitive to changes
in taxation, especially among the rich who make a very large proportion of gifts. The
most recent figures, including financial help (education transfers and financial assis-
tance), concern 1994: in billions of French Francs, the aggregate amount of financial
help was then around 100, wealth gifts rose to 111, and inheritances amounted to 122.
In interpreting these figures, one should remember that small inheritances are excluded,
and that the year was very favorable to declared gifts (the main tax reform occurred in
1992). But all in all, recent French figures seem to show that total inter vivos transfers,
of which perhaps half are wealth gifts, may have become quantitatively more important
today than bequests, a result not too far from recent U.S. estimates.>8

4. Previous tests of transfer models

Keeping in mind this heterogeneity and distribution of financial parent-to-child trans-
fers, we may now give a brief appraisal of existing empirical tests, which have been
performed (for a large majority of them) on various U.S. data sets, including panel data.
French and other European evidence will also be considered for comparison. These tests
lead to rather jaundiced conclusions for the three broad types of transfer models consid-
ered in the literature: precautionary savings against lifetime uncertainty, (pure) altruism,
and exchange, mainly considered on an intertemporal basis, when parents want to se-
cure old age needs.

4.1. Accidental bequests do not apply to the richer part of the population

The model of accidental bequests leads to three striking, almost unique, predictions:
transfers do not depend on the existence of children; there should be only bequests, no
inter vivos transfers; finally, bequests should never be a luxury good (see Table 1).

37 See Arrondel and Laferrere (2001). Note that small inheritances are not declared; many “gifts”, especially
those handed over directly, get also unreported, but these correspond mainly to financial help—not wealth
gifts.

38 In the Insee 1997 survey, the ratio of gifts to inheritance is in the order of 1 to 3.5 for households with no
more inheritance expectations. This low measure should be corrected for the fact that gifts rose sharply in the
nineties. More importantly, households surveys typically miss the top 1% of wealth holders, who make some
20% of total bequests but up to 50% of official gifts. Correcting for the higher degree of concentration of gifts
leaves a ratio of cumulated gifts to inheritance in the right range of magnitude, between (say) one half and
two thirds.
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4.1.1. Do bequests depend on the existence of children?

Surprisingly enough, few studies deal specifically with the effect on transfers of the ex-
istence of children, although most authors would agree that this effect is presumably
positive (against accidental bequests), once the cost of bringing up children has been
appropriately taken care of. There is one noticeable exception. On the Longitudinal Re-
tirement History Survey (LRHS), Hurd (1987, 1989) finds that most people dissave at
old age, leaving typically small amounts of “desired” (i.e. not accidental) bequests, and,
more importantly, that couples with independent children dissave on average during re-
tirement proportionally more than childless couples—everything being equal, including
the amount of wealth and annuities at retirement eve.

These striking conclusions in favor of accidental bequests are not entirely warranted,
however, for three possible reasons: first, the LHRS panel survey excludes rich house-
holds; second, couples without children may continue to save for precautionary motives
against major catastrophes (illness, invalidity), whereas children may provide a “safety
net” in other families; third, altruistic parents could decumulate more rapidly during
their retirement period because they make (partly unobserved) inter-vivos transfers to
their liquidity-constrained children rather than passing on their wealth only at death
(Bernheim, 1991).

4.1.2. Inter vivos transfers and the precautionary motive

The fact (for a long time neglected) that inter vivos transfers could be at least of the same
quantitative importance as bequests runs clearly against the existence of precautionary
motives. The high sensitivity of the timing of transfers to changes in taxation is also
bad news: actual bequests decrease significantly with the relative tax advantage given
to gifts, whereas accidental bequests are predicted independent of the level of estate or
gift taxation. On the other hand, the very high concentration of the amount of declared
(wealth) gifts among wealthy households means that accidental bequests still have their
chance for the remaining bulk of the population.

4.1.3. Are bequests a luxury good?

The question amounts to assessing whether the elasticity of bequests (or of received
inheritance) with respect to parental life resources is superior or inferior (or equal) to
one.

For the U.S., estimates of this elasticity are fairly scattered but generally superior
to one: on household cross-sectional data, 1.3 for Adams (1980), 1.7 for Tomes (1981),
who both compare the amount of inheritance received to a proxy for parental permanent
income; a wide range from 0.9 to 2.9 for Tomes (1982)—depending on the functional
form used to evaluate intergenerational savings. Using estate data statistics, Menchik
(1980b) finds a higher elasticity of 2.5 for intergenerational savings, while on the LRHS
panel data, Kotlikoff (1989), who substitutes bequeathable wealth for bequests, is the
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only one to find a much lower elasticity, in the range of 0.5 to 0.8 (depending on per-
manent income estimation).

Methodological and empirical pitfalls aside, such a difference in estimates seems to
reflect the heterogeneity in income of the populations studied: e.g., Kotlikoff focuses on
the middle class to the exclusion of the well-off, while only the latter are represented in
Menchik’s sampling. Hence the idea that the elasticity of bequests may increase along
the income scale. Menchik and David (1983), the most reliable study in this field, do
corroborate this hypothesis while merging estate duty files and social security files: in
each cohort, bequests are of a limited amount and of an elasticity inferior to one for
the 80% lower incomes, but become much larger for the top 20% in permanent income,
with an elasticity comprised between 2 and 3. A similar procedure has been applied for
French data, with comparable, although less striking results.”

Interestingly enough, these results may receive different interpretations. They are
roughly compatible with (free or constrained) altruistic behaviors throughout the entire
population (see section 2.4), but could also reveal heterogeneity in accumulation pat-
terns, as suggested by Modigliani (1986): the bottom 80% in income would be mainly
life-cycle savers, whereas the top 20% would have a longer horizon that extends to
future generations.

All in all, the dominant view in the profession is that accidental bequests in occidental
developed countries should be mainly concentrated among lower and middle-income,
self-centered households.*?

4.2. Parental altruism cannot explain non-compensatory gifts or bequests

As far as models of parent-to-child altruism are concerned, the main empirical issues
are twofold. The first one focuses on the predicted compensatory effects of downward
transfers, especially bequests, both between generations, i.e. parents and children, and
within generations, i.e. among siblings; the second issue deals more specifically with
inter vivos transfers that should dominate bequests and be primarily given to children in
need, whether liquidity-constrained, jobless, etc. We shall just underline the main con-
clusions here, according to the type of financial transfer distinguished in section 3.2, and
refer to other surveys for further details and comments (Arrondel et al., 1997; Laferrere
and Wolff, 2006).

39 Estimates have been derived both on a sample survey (Arrondel and Masson, 1991) and on estate data
(Arrondel and Laferreére, 1991). In this latter case, the dividing line obtained is again between the 80% lower
incomes and the top quintile of bequest leavers, with an elasticity of bequests between 0.6—0.7 for the first
group, and around 1.6 in the second one.

40 On the other hand, accidental bequests may have gained diffusion in LDCs, following the loosening of
traditional (extended) family networks—the lack of appropriate data does not allow to check this conjecture.
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4.2.1. Compensatory bequests?

In several papers, Tomes (1981, 1988)—see also Becker and Tomes (1986)—obtains
strong and consistent results in favor of altruistic compensatory bequests, either between
or within generations. But most other authors, whether in the U.S. or elsewhere, reach
opposite conclusions, finding no evidence of significant compensations by bequests, to
the contrary.

Consider first inter-generational compensation. Do bequests—or bequeathable
wealth at old age—decrease with a child’s income, or more precisely with the average
pre-transfer income of children? On U.S. estate data, Tomes (1981) finds a significant
compensatory effect, both for the probability of (a minimal) bequest and its amount:
however, the negative correlation between bequest and children’s average earnings
depends crucially on the (not very reliable) proxy used to estimate parents’ income.
Wilhelm (1996) is the only study to have direct information on current incomes of the
deceased as well as of all his or her children. Dealing with well-to-do families with
several children, he concludes that the amount of bequests is actually more likely to in-
crease with the average level of children’s resources, but estimated effects are small and
often not significant. Laitner and Ohlsson (2001) also find limited support for the altru-
istic model, both in Sweden (LLS) and in the U.S. (PSID): inheritances are positively
related to the donors’ lifetime resources and negatively related to the heirs’ earning
potentials, but the magnitude of the estimated effects is again much smaller than the
theory would predict.

French studies, using sample surveys as well as estate data, reach a uniform con-
clusion: as far as intergenerational differences in resources are concerned, bequests or
bequeathable wealth are (slightly) anti-compensatory: for given parents’ income, the
latter increase with the average level of education or income of children.*!

Consider next intra-generational redistribution. As we have seen, it is quite difficult
to reconcile altruism with the observed dominant practice of equal sharing of bequests,
in the U.S. as well as in France. It remains to be seen whether, in the infrequent cases
of unequal estate division, the less privileged child gets advantaged. In the U.S, there
is some indication that girls, assumed to receive less education or to care more for
parents, are slightly advantaged (Menchik, 1980a; Bennet, 1990). Otherwise, evidence
is again two-sided: Tomes (1981, 1988) obtains significant compensatory effects, but
other authors (Menchik, 1988; Wilhelm, 1996) find no correlation between children’s
observable characteristics and the relative amount of inheritance received,*? a conclu-
sion shared by Arrondel and Laferrere (1992) working on estate French data. Indeed,
French and American studies—apart from Tomes’—can explain why unequal estate di-
vision occurs illiquid or indivisible bequests, professional assets, etc.), but much less
the rationale underlying the distribution observed.

41 See Arrondel and Laferrére (1991) or Arrondel and Masson (1991).

42 More precisely, Wilhelm does find that large earnings differentials between siblings make an unequal estate
division more likely and, moreover, that unequal inheritances may provide some compensation to children
with low earnings, but both effects are not always significant and in any case very small.
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4.2.2. Wealth gifts and taxation

As an intermediate step, consider then declared wealth gifts. Their responsiveness to
tax schemes favoring inter vivos transfers, in France and in the U.S., is at least ev-
idence of “voluntary” transfers. They are, however, highly concentrated among the
rich. Moreover, they are bestowed only a limited time span before inheritance (seven
years on average in France, with mean ages of reception of 38 for gifts and 45 for be-
quests): households fail to exploit a large proportion of the tax advantages associated
with gifts (for the U.S., see section 3.2). Although parents may have reasons to postpone
transfers—so as to have the last word or to cope with unforeseen future contingencies—,
altruistic motivations should lead to an earlier timing of transfers, not only to take bet-
ter advantage of tax avoidance but also to help children when they need it most, being
liquidity-constrained or still insecure in their professional carrier.

Wealth gifts appear most often equally shared among siblings, albeit to a lesser ex-
tent than bequests.*> Regarding the effect of (average) child’s income, few U.S. studies
deal with wealth gifts per se, but the guess is that the probability of such transfers is
slightly compensatory (e.g., Cox and Rank, 1992). French results appear even less clear
cut: depending upon households surveys, the correlation between the probability of a
transfer and a child’s income may be slightly negative (Arrondel and Masson, 1991),
or rather positive, meaning anti-compensation against both exchange and altruism pre-
dictions (Arrondel and Laferrere, 2001); moreover, the amount bestowed is generally
anti-compensatory.

4.2.3. Financial assistance leads at best to limited compensatory effects

We have noted that most household U.S. data on inter vivos transfers are typically candi-
dates for financial assistance, acting as a proxy for missing credit or insurance markets
for children; moreover, the short span of reception considered allows the use of par-
ents’ and children’s current incomes for a test of compensatory effects (section 3.2).
A distinctive prediction of pure altruism is that both the probability and the amount of
transfers should be negatively correlated with the level of child’s resources, with more-
over strong compensatory effects.

Most U.S. studies find a negative income correlation in the probit model, but evi-
dence on amounts is mixed. Cox (1990) and Cox and Japelli (1990) claim that transfers
are meant for liquidity-constrained children, insofar as their permanent income (i.e.
consumption needs) exceeds their current resources (income or assets): for a given per-
manent income of the child, the probability of receiving a transfer decreases both with
current income and the ratio of financial assets to income; but these variables have no
significant effect on the amount of the transfer received. However, when there is no con-
trol for a child’s permanent income, Cox (1987), and Cox and Rank (1992) conclude

B 1 France, for instance, unequal estate division, which concern less than 8% of the estate declarations,
occurs in 80% of the cases only through unequal previous gifts, bequests remaining equally divided.
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that the transfer decision is compensatory, but the transfer amount anti-compensatory,
increasing with child’s current income.

On the other hand, McGarry and Schoeni (1995, 1997) find using HRS data that par-
ents give more to less well-off children. Likewise, Hochguertel and Ohlsson (2000),
using the same data set, conclude that transfers are compensatory “in the sense that a
child is more likely to receive a gift if she works fewer hours and has lower income
than her siblings, and that the results carry to the amounts given”. What then about
the quantitative importance of these compensatory effects on amounts (when transfers
are positive)? Altonji et al. (1997), using PSID data, give the most reliable estimates,
correcting for different biases against the altruism hypothesis: “redistributing one dol-
lar from a recipient child to donor parents leads to less than a 13-cent increase in the
parents’ transfer to the child, far less than the one-dollar increase implies by [pure]
altruism”.

French results show even less evidence of compensatory effects for financial assis-
tance. In some cases (loans, co-signatures), parents may give more often to better-off
children (Arrondel and Wolff, 1998). Moreover, Wolff (1998, 2000), replicating Altonji
et al. (1997) method on the Cnav 1992 survey, finds that shifting one unit incurrent in-
come from the parents (of the middle generation) to their child leads to no reduction,
but rather to a small increase in the transfer.

To conclude, how to interpret these mixed results? If one admits that altruism is a
reasonable and necessary hypothesis to explain large investments in children’s human
capital, a bold answer would be that the explanatory power of altruism decreases grad-
vally with the age of children: if it is still working fairly well for undeclared, untaxed
inter vivos transfers, its performances deteriorate in the case of wealth gifts, and become
poor for bequests, which do not appear at all compensatory, either between or within
generations.

Surprisingly enough, its typical field of application—which are the typical altruis-
tic families in the population?—remains also a controversial issue. Cox et al. (2004)
claim that altruism works best for poorer households in LDCs with limited public redis-
tribution, but far less in developed countries with substantial public transfers.** But a
majority of authors hold opposite views. For Becker and his colleagues, operative altru-
istic transfers are concentrated among richer families. Indeed, for a “neo-Marshallian”
view, parental altruism should have risen over time with “civilization” and the increase
of well-being, the development of the welfare state and higher investments in education;
presumably, it was much lower in old Europe—when children were mainly considered
as a resource for retirement, education remained low, and child labor was quite wide
spread—, and remains limited in poor LDCs.

44 Cox et al. (2004) advocate a non-linear (Spline) relationship between the amount of private transfers
received and the resources of the beneficiary household. They find that crowding out effects created by gov-
ernment public redistribution—a major implication of altruism—are very small in developed countries, like
the U.S., but more important in developing countries with extremely limited public redistribution, such as
the Philippines; moreover, in the latter country, they find strong crowding out effects only among the poorest
households.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1001

4.3. Parent-child exchange: non specific predictions, weak attention-bequest
correlation

Empirical tests of models of exchange have concerned two different kinds of predic-
tions. The first are often ambiguous and do not appear specific to these models, but play
a strategic role insofar as they may accommodate stylized facts which run against the
altruistic view of transfers. On the contrary, the other predictions concern the existence
of a specific quid pro quo (intertemporal) exchange, where parents trade expected be-
quests or gifts for children’s earlier support during their old days, whether insurance,
financial or time assistance.

4.3.1. Can exchange motivations be a remedy to the failures of altruism?

A first difference in predictions between altruism and exchange concerns the way the
beneficiary’s income should affect received transfers: while the probability of a transfer
is compensatory in both types of models, the amount of the transfer should decrease
with a child’s income if altruism prevails, but is more likely to be anti-compensatory
under exchange, provided that the implicit price of a child’s services increases with her
earnings—which will be the case if they are time consuming, or if the market offers only
poor substitutes. Thus, Cox and colleagues have interpreted (somewhat too hastily) “in
favor” of exchange their findings of anti-compensatory amounts of financial assistance,
notwithstanding the fact that other U.S. studies reach opposite conclusions. In fact, the
small size of estimated effects of a child’s income, whatever their sign, can only be
viewed as clear evidence against the full compensation predicted by pure altruism.

On the other hand, as Menchik (1988) emphasizes, the prevalence of estate equal
division is, if anything, more difficult to reconcile with exchange than with altruism,
where several ways out have been proposed in the recent years (section 2.2).

Consider next the parents’ income elasticity of bequests. The fact that bequests appear
a necessity for lower incomes and a luxury good for higher incomes—often interpreted
in favor of the existence of (free and constrained) altruism (section 4.1)—may be rec-
onciled with the flexible predictions of exchange models, albeit in an ad hoc way, while
assuming that attention and other services desired by old people are altogether different
goods according to their financial means: they should be a necessity for low-income
parents, but a luxury for richer parents looking for more specific personal services, such
as affection or respect, which cannot be provided by the market or the State.

Finally, models of (self-interested) intertemporal exchange predict a later timing of
parental transfers than altruism, i.e. a smaller importance of inter vivos transfers relative
to bequests: enforcement problems and children’s potential ingratitude make it essential
for parents to have the last word if they want to be looked after during old age—the
strategic bequests of Bernheim et al. (1985) being just an extreme example, allowing
for no gifts at all. In view of the observed substantive but not overwhelming importance
of gifts, it may then well be that altruism predicts too many inter vivos transfers, but
most forms of exchange too little.
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4.3.2. Are levels of aid/attention to parents and gift/inheritance expectations positively
correlated?

Exchange-motivated models predict a specific relation between the amount of services
provided to parents and the size of inheritance and gifts received or still expected. A
preliminary distinction should be made between strategic bequests, left in return for
“attention”, and insurance bequests, left in exchange for “aid” at old-age. Strategic
inheritance aims at obtaining attention foday, in return for expected inheritance, i.e.
bequeathable wealth; moreover, in the extreme case of Bernheim et al. (1985), it is only
truly operative if there are several children (there should be virtually no link between
attention and inheritance expectations if there is a sole presumed heir). Insurance be-
quests occur in families with one heir as well as many, but guarantee only potential aid
(whether financial or in kind), should parents be in need: for that reason, they may be
more difficult to test.

Up to recently, results were available only for the U.S. and for bequests or bequeath-
able wealth, but not for inter vivos transfers. As far as “aid” is concerned, Menchik et
al. (1986) recall that the NLS survey asked households whether they thought they could
call on their children in case of need for financial or other assistance. The authors ob-
tain no relation between “the intention to bequeath” and the fact of counting on one’s
children for financial or other help. This result seem to contradict the insurance model
but should be confirmed on more reliable data.

Consider next the case of “attention”. In Tomes (1981), the frequency of visits has a
significant negative effect both on the amount of the inheritance received and on the
child’s human capital income. Similarly, an equation which attempts to explain the
number of visits by the characteristics of both the deceased and the beneficiary re-
veals that the amount of the inheritance received by the child enters with a negative
but not significant coefficient. On the other hand, Menchik et al. (1986) obtain, in favor
of exchange-motivated bequests, a positive correlation between the parents’ intention
to bequeath and the frequency of their children’s telephone calls and visits; yet, these
results do not directly pertain to the (extreme version of) strategic bequest model, since
they do not distinguish between single and multiple heirs.*>

The reference study on strategic bequests is that of Bernheim et al. (1985) on the
LRHS panel. The authors compare the average amount of attention provided by chil-
dren, in the form of telephone calls or visits, with parents’ bequeathable and non
bequeathable wealth, while controlling for the age and state of health of parents and
whether they were retired or not. In families with two or more children, bequeathable

45 Moreover, Menchik et al. (1986) point out that a positive correlation between the volume of attention and
the intent to bequeath may be given an entirely different interpretation (than that of an exchange), based upon
the heterogeneous quality or intensity of relations within families: the intent to bequeath and the attention
received would then only be the concomitant signs of harmonious and close families. Anyhow, comparing
behaviors in families of one and more than one child would allow for a more convincing test of strategic
exchange.
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wealth is found to have a decisive positive influence on the amount of such attention,
while the effect of (non bequeathable) retirement or pension rights is negative but not
significant. In one-child families, the effect of the size of bequeathable wealth on the
level of attention is on the contrary not significant (and negative).

These conclusions are very favorable to the strategic model but have been questioned
since. Perozek (1998), replicating Bernheim et al. (1985) test on richer American data
(1987 NSFH: National Survey of Families and Households), finds thus that bequeath-
able wealth looses any significant effect on attention when additional child and family
characteristics are included in the specification and/or a more comprehensive measure
of attention is used.

More recently, Altonji et al. (2000), using the 1988 wave of the PSID panel, have
focused on infer-vivos time and money transfers running both ways between parents
and children. Their thorough study allows thus for an alternative test of exchange mod-
els of transfers. The conclusions are worth mentioning (see section 5.3): “in contrast
to simple exchange models of transfers, there is little evidence that parental income or
wealth raises time transfers from children, or that time transfers from the children are
exchanged for money transfers from the parents, and vice versus”. Time transfers de-
crease sharply with geographical distance but are otherwise weakly related to income
differences within the family or to the existence of money transfers from parents. On
the other hand, money transfers do not depend on distance; they are not an implicit pay-
ment for services but tend to reduce inequality in household incomes (“richer siblings
give more to parents and receive less”). But the authors claim once again that these
equalizing effects are too small to fit a simple (and unidirectional) altruism model.*®

In conclusion, it appears fair to say that standard models of (dual) exchange have not
proved fully convincing as an alternative explanation to altruism of private transfers in
modern, developed countries. This does not mean, however, that the introduction of a
component of trade or bargaining in the relations between altruistic parents and children
would not help (see previous note).*’

4.4. Negative conclusions on the empirical front?

At this stage, it may be useful to check whether our overall jaundiced assessment about
existing tests (in developed countries) of standard transfer models of private transfers

46 Among the alternative models that may account for such limited compensatory responses of transfers to
differences in incomes, Altonji et al. (2000) advocate a so-called “strategic altruism”, which would incorpo-
rate the problems of information and control faced by parents who are uncertain about their own future and
the needs of their children, and who want to have the last word while preventing conflict or jealousy among
siblings (see also Bernheim et al., 2004). Using the same 1988 wave of the PSID, Ioannides and Kahn (2000)
point, likewise, to the absence of an exchange motive in intergenerational transfers; they suggest, rather, a
kind of mutual but unbalanced altruism between parents and children.

47 On the other hand, it is still possible that exchange models work better for extended families in old Europe
or in less developed countries (see section 5).
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does not reflect too personal views. As a matter of fact, many economists studying the
determinants and the role of bequests and other family transfers, seem to adopt today
quite skeptic views about the predictive power of altruism, exchange and precautionary
savings—as well as about the empirical knowledge accumulated over the years on these
topics.*®

4.4.1. Skeptic views today in the profession?

Just for illustration’s sake, consider the informal opinion poll obtained by a selection of
statements made by representative experts in the field at a recent conference, edited by
Munnell and Sunden (2003).

Gale and Potter (2003), reviewing the Kotlikoff-Modigliani debate (section 3.3), con-
clude that “estimates of the magnitude of life-cycle wealth have proven difficult to pin
down empirically. [...] The methodology used appears to be unlikely to resolve cur-
rent disputes concerning the motivation for household saving and transfers, nor those
regarding the impact of government policies on wealth accumulation.”*® Kopczuk and
Slemrod (2003) consider the effects of taxation on the timing of transfers in the U.S.
(section 4.2): “The responsiveness of estate planning to the price of intergenerational
transfers is consistent with altruism. But some of the new evidence deepens the puzzle
over why, if transfers are motivated by altruism, they seem to be postponed to an ex-
tent that, for tax reasons, significantly reduces the eventual after-tax transfer”. Pestieau
(2003), comparing the role of gifts and bequests in the United States and in Europe, re-
grets that “there are very little precise findings [...]. Even in the United States, where the
academic debate over the motives and the implications of inheritance is more intense
than anywhere else, most questions are still widely open”. And E. Wolff (2003), using
data of the U.S. Survey of Consumer Finances, is somewhat puzzled by his finding “that
inheritances and other wealth transfers tend to be equalizing in terms of the distribution
of household wealth [...]. These results are counter-intuitive...”.

If our evaluation of existing tests of transfer models may seem at times as pessimistic
as this sample of disillusioned assessments, it remains nevertheless clear to us that sig-
nificant progress has been made, both on empirical and theoretical grounds, since (say)
the early seventies. No one can thus claim today, like Tomes (1981) or Bernheim et al.
(1985), who had little information on that matter, that U.S. gifts to children are “ap-
parently insignificant”. And upward transfers, especially in a non-financial form, have
been introduced in models, so that family links between overlapping generations are
now more fully taken into consideration.

48 Evidence on transfers appears inconclusive even in the macroeconomic literature: in a debate relative
to the consequences of public deficits, Bernheim (1989) asserts not to know of any test favorable to the
altruistic Ricardian model, while Barro (1989) considers that the Ricardian equivalence principle is borne out
by American data, even if the latter do not lead to definitive conclusions...

49 The last argument is justified by the fact that the effects of government policies depend mainly on the
motives for transfers at the margin, not so much on the aggregate level of different wealth components.
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4.4.2. Opposite views on transfers or heterogeneous transmission motives along the
wealth scale?

There are indeed lessons to be learned from the failures of standard exchange and altru-
istic models. We know more precisely what we are looking for: bluntly stated, a model
with an altruistic component that leads, nevertheless, to small compensatory effects of
transfers—be it an extended form of either exchange or altruism (see section 5.4), or an
elaborate mixture of both motives (such as 3-generations indirect reciprocities). Also,
more attention given to the heterogeneity and timing of financial parent-to-child trans-
fers has helped to resolve several puzzles, such as the existence of unequal gifts and
equal bequests (section 2.2), the relationship between the timing of transfers and taxa-
tion (section 4.2), and the large discrepancies in empirical estimates of the quantitative
importance of gifts and bequests (sections 3.3 and 3.4).

To illustrate further, consider the following exchange. Hurd (2003), at the same
conference, tries to assess whether American AHEAD data are more consistent with
accidental bequests or with the existence of large planned bequests—whether driven by
altruism or by exchange. Looking at the determinants of households wealth accumula-
tion patterns, he concludes that:

“the results here and the prior results [he has] reviewed in this paper show no

evidence for an important bequest motive for saving”.>°

On the other hand, Bernheim et al. (2004), using American SCF data to evaluate the
effect of estate and gifts taxes on the timing of transfers, claim that:

“the responsiveness of transfers [...] provides additional evidence that bequests
arise intentionally [among high-wealth households] and are likely due to altruism,
strategic interplay between family members, or some combination of the two”.

These two statements seem at first hard to reconcile and to convey a distressing, in-
conclusive message. But Bernheim et al. (2004) conclusion concerns potential donors
of wealth gifts, that is to say only the top five percent or so of the richest households in
the U.S. (the proportion is markedly higher in continental Europe); on the other hand,
this privileged subgroup owns almost half of total bequeathable wealth. Hence, the
two statements appear both important and roughly compatible whenever one makes the
reasonable hypothesis of heterogeneous motives of bequests and other transfers along
the income or wealth ladder (see section 4.1). Moreover, Hurd’s quotation applies only
to bequests: otherwise, this author claims that infer vivos parent-to-child transfers are
partly compensatory (both in probability and amount) in the U.S., being driven by some

50 Hurd attributes the existence of large estates to wealth-motivated bequests, not to a (family) bequest motive.
Incidentally, Arrondel and Laferrere (1998) find on French estate data that the presence and/or the number
of children do not explain the size of bequests only among the very rich (see also section 5.4, empirical
statement 5).
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altruism, thus assuming that not only transfers, but also motives for transfers are hetero-
geneous over the life-cycle—a position that was not common until recent years but has
since gained many adepts in the profession (see section 3.2).

5. More on inter vivos transfers in developed countries

In order to pinpoint further specific shortcomings of standard models and to decide
which extensions may better work, we shall take a closer look at three characteristics
of observed family transfers (section 3.1): their timing—at which stage of the life-cycle
are they received or given; their direction—the relative diffusion and quantitative im-
portance of upward and downward transfers; their nature—whether in financial form or
time transfers: the ultimate goal would be to get an overall picture of the “circulation”
of private transfers between generations. The analysis leads to several so-called “em-
pirical statements” (ES) of imprecise status, some of them being merely stylized facts:
they are expected to be valid in most modern and developed countries, but do not seem
to apply in less developed countries, neither in old Europe. The extended 3-generations
variants of exchange (Cigno, 1993) and altruism (Becker, 1988), each composed of two
behavioral regimes, appear already more compatible with these empirical statements
than standard models of transfers.

5.1. New demographic insights

An adequate treatment of the timing of inter vivos downward financial transfers would
in fact lead to a typical division of the life-cycle in four periods, rather than the usual
ternary decomposition (childhood, activity, retirement). Would it be worthwhile to in-
troduce a family with four overlapping generations in an OLG model? The question
leads first to assess the degree of realism and representativeness of this specific family
intergenerational composition.

5.1.1. A four-period life-cycle (three overlapping adult generations)

A key difference in the different types of financial downward transfers—education
transfers, financial assistance, wealth gifts and bequests—is their timing (section 3.2):
the grown-up child is expected to receive education transfers, or even financial assis-
tance, much earlier in life than wealth gifts; however, even wealth gifts and inheritance
are most often received largely before retirement. Hence, the idea to divide working
life in two stages, C (Child) and P (Parent): education transfers and most of financial
assistance are received at age C, when you become independent; wealth gifts, and even
more inheritances, may be received at age P, when your parents are already old and
retired.

The “representative” life-cycle is thus appropriately divided in four periods, accord-
ing to a KCPG scheme. G represents old age (Grandparent) and K (Kid) pre-adult



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1007

childhood at parents’ home, two periods of economic dependency. C corresponds to the
beginning of adult life, when you leave parents, start to work and create your own fam-
ily, and have the highest probability to be liquidity-constrained; P represents mature
age, with no more births, where the bulk of saving for retirement—"“hump saving”—
takes place for the typical consumer.>’

Families will have four overlapping generations, with three adult ones and a middle
generation at stage P, which may give (receive) transfers both to (from) her old par-
ents and adult children: Altig and Davies (1993), Ribar and Wilhelm (2002) use this
composition.

5.1.2. The diversity of family intergenerational compositions

We have thus two candidates for a theoretical description of the family in OLG mod-
els: either three overlapping generations, KPG, where P represents total working life,
or four, KCPG, where P is restricted to mature age (K may be omitted). The choice
is first empirical: what are, at a given time, the relative frequencies of these two inter-
generational compositions, and of other existing ones, in order to get an idea of how
“representative” they are. This is often a neglected issue. When studying intergenera-
tional transfers, it is still important to know, for instance, the proportion of childless
individuals or couples.

Moreover, models of transfers rely often, if implicitly, on the existence of specific
family compositions. The model of strategic bequests (Bernheim et al., 1985), which
brings parents at the beginning of retirement face to face with their children starting their
working life, assumes a (K)PG family composition—the existence of kids K to children
does not matter. But Cox and Stark (1998) specific “demonstration effect” requires a
complete KPG composition for the mechanism of preference formation to work: parents
(P) help their own parents (G) in the presence of their young child (K), in order to set
an example for her, the idea being to inculcate in her the values or feelings—guilt,
obligation, filial love or respect...—that would later secure their old-age support; but
this “preference” shaping process can only work if the child is young enough to be
modeled, i.e. in position K, not C.

To assess the relative frequencies of family compositions, consider, e.g., the French
case depicted on Table 2. The reference individual, ego, is in position P, around fifty
years old. A family branch to which ego belongs may then have any of the following
eight compositions: KCPG: four generations; CPG: idem, but ego has no grand-children
on the branch considered; and so forth for KPG, PG, KCP, CP, KP and finally P—ego
has no living ascendants or descendants. But ego may belong to several family branches
of different composition owing to the spacing of her children, some being of age C,

51 To illustrate, Gokhale et al. (2001) use such a four-period life-cycle, with age K before 22 years old, age
C from 22 to 43, age P from 44 to 65, age G thereafter (until 88 at the most). Note that this division is more
appropriate for the U.S., with a legal retirement age of 65, than for France, where this age is only 60...



1008 L. Arrondel and A. Masson

Table 2
Relative frequencies (%) of family generational compositions for individuals of age P between 49 and 53

Composition % %

One 3 adult generations branch (CPG):

- KCPG 17.2
- CPG* 31.9

Total (K)CPG** 49.1
Parent(s), no adult child (no C):
- KPG 8.8
_ PG* 6.8

Total (K)PG** 15.6
No parents, adult child (no G):
- KCP 9.6
- CpP* 16.9

Total (K )CP** 26.5
No parents, no adult child (no G, no C):
- KP 5.1
_ p* 3.7

Total (K)P** 8.8
Total cohort age 49-53 100.0 100.0
Parent(s), one kid at home (KPG): 35.7

Source: French survey: Insee “Patrimoine 1997”.
*No K: only this composition.
**(K): may or may not have grandchildren.

others of age K: if she has living parents, she may thus belong to three types: KPG,
CPG and KCPG.

Derived from the Insee 1997 wealth survey, Table 2 shows that 35.3% (26.5 + 8.8)
of 49 to 53 years old egos have lost their two parents, 24.4% (15.6 + 8.8) have no
adult child, 10.5% (6.8 4 3.7) no child at all. The three-adult generations compositions
(K)CPG—with or without grand-children K—are clearly the most frequent one, con-
cerning almost half of egos (49.1%). By comparison, only 8.8% of the 49-53 years old
cohort belong to a KPG family branch while having no adult child; however, there are
35.7% who are members of a KPG branch (a majority of them having therefore also an
adult child). Hence, there is still a good third of the families where the Cox and Stark
pure demonstration effect could potentially work; but in a majority of cases, children
are already all adults when parents face the choice whether to help or not their own
parents...52

52 Results were similar in the Insee 1992 wealth survey (see Arrondel and Masson, 2001).
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In any case, these figures mean that there is no such thing as a representative family
with n overlapping generations. Indeed, the multiplicity of intergenerational compo-
sitions constitutes another factor of inequality in family support, besides the level of
income or wealth, the geographical distance between family members, or the hetero-
geneity in preferences and family links: some individuals are thus “lucky” to be early
orphans, not having to spend a lot of time and money, of energy and stress, in order to
support their old and dependent parents... This multi-dimensional heterogeneity should
be taken into account when designing new family policies or when contemplating a
withdrawal of the welfare state.

5.2. The asymmetry of (financial) transfers given mainly to younger generations

The dominant direction of financial and time transfers, that is to say the relative diffusion
and amounts of upward and downward transfers, is by itself quite informative about
the motivations of household behaviors and may help to rule out specific models of
transfers, especially in the context of a long period of economic growth.

Whether we use, as the family composition of reference, a 3-generation one, KPG, or
a 4-generation one, KCPG, P represents the middle generation. Remember also, from
section 3.1, that we consider only transfers between adult generations, K being never
the direct beneficiary (the care of young grandchildren is, in any case, considered as a
time transfer benefiting the child).

5.2.1. A restrictive definition of time transfers

In this perspective, however, time transfers raise serious problems of identification that
may greatly influence the conclusions obtained, e.g. concerning the dominant direction
of intergenerational flows. Time transfers may include co-residence as well as various
services and non financial help between independent households. But clearly, love and
affectionate relations between members of the family, which are time-consuming, are
not “transfers”.

Contrary to Bernheim et al. (1985) and other authors, we shall thus not include “at-
tention” given to parents in the form of contacts and visits, unless parents have health
or invalidity problems: as emphasized in section 3.1, these family links often repre-
sent simultaneous exchanges, going both ways, or even downward transfers. Other time
transfers present similar pitfalls, albeit to a smaller degree, or appear too anecdotal.
Also, decisions concerning time transfers are heavily constrained, depending strongly
on the distance between family members...

For all these reasons, we have decided to retain only those time transfers of significant
diffusion and importance, which benefit pre-adult grandchildren and other (physically
or economically) needy individuals—as this is especially the case with disabled or ill
old parents.
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5.2.2. The only significant upward transfers are received by old retired parents from
their children

With these restrictive qualifications, upward time transfers received by the middle gener-
ation from an adult child should be of negligible importance in most occidental, modern
societies. In any case, this result is warranted on French data (Cnav 1992 survey): C to
P time transfers are quite seldom, and also limited. American data seem to convey a
comparable message.>> Moreover, among other possible upward time transfers, child-
to-grandparent (C to G) support seems of a much smaller diffusion and magnitude than
parent-to-grandparent (P to G) support; only the latter seems to have a significant quan-
titative importance.>*

Consider then financial upward transfers. French (Cnav) data show again that we can
safely disregard those given by the young adult generation (C). Less than 2.7% of adult
children report to have given financial help to their parents of the middle generation—
and even fewer parents report to have received one: this is only one fourth of the
proportion of middle generation households helping their own parents (10.8%), and
the amounts given are also much smaller. Furthermore, only 0.3% of children help(ed)
their grandparents (C to G transfers). Similar conclusions can be drawn for the U.S. and
Germany.

Provided that comparable results—which need much further qualifications—can be
derived elsewhere in modern and developed occidental countries, we thus obtain:

EMPIRICAL STATEMENT 1 (ES1). The only upward transfers of economic importance,
whether in time or financial form, are given to the old, retired generation (G) by their
children of the middle generation (P): adult children (C) do not make any significant
transfers.

Apparently, this conclusion ES1 does not extend to less developed countries: the best
counter-example is perhaps given by the development of the economics of migrants’
remittances, sent to their parents by grown-up children who have left home to work in
urban areas, i.e. C to P transfers (see Lucas and Stark, 1985; Rapoport and Docquier,
2006). Neither was ES1 valid in France a century ago: especially in working classes

53 On German data, Kohli (1999) finds more important C to P time transfers, but uses a very different
definition: time transfers correspond to “any help with household tasks” (instrumental support), excluding
care-giving.

54 Consider French evidence. The Cnav 1992 survey contains similar information as the PSID survey about
time transfers received or given over the last five years, but considers only (K)CPG families. A quarter of
middle generation households give support to their elderly parents (or parents-in-law), but only 5.7% of the
young generation declare to help their grand-parents. Moreover, the help given by the middle generation is
much more important: when the spouse is not the “principal” helper, the latter is a child (P) in more than 90%
of the cases, but a grand-child C in less than 2% of the cases (the remaining 8% being friends, neighbours, or
other relatives). Comparable findings are found in the U.S. and in Germany, albeit with different definitions
of time transfers.
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(e.g. in the coal mine industry), young adult children had to “pay back” their parents for
their upbringing.>

5.2.3. The overwhelmingly downward direction of financial transfers

Surprisingly, most studies on the U.S. do not much enlighten a major stylized fact: the
very strong downward direction of financial transfers.>® One noticeable exception is Lee
and Miller (1994), who evaluate the (undiscounted) balance sheet of all interhousehold
gifts and transfers between parents and children, in both directions, as well as bequests.
Using CES 1987 data, they find that the average ner payments in transfers from parents
to adult children amount to about $25 000 per child, one reason for this unbalance being
that young households at phase C “make no transfers at all but receive a considerable
amount”—that is to say ES1. In addition, Lee and Miller estimate average child rearing
costs at $81 000 per child.

Surveys of three adult generations—(K )CPG—families in European countries bring
related evidence on the relative importance of upward and downward flows of trans-
fers. On the German Aging Survey, Kohli (1999) obtains that among 40-55 years old
respondents (P generation), with at least one living kin in the respective group consid-
ered below, more than 40% have made a financial transfers to adult children, but less
than 12% to their parents(-in-law).

This asymmetry is even more striking in the French (Cnav 1992) survey: in 28%
of the three-generational “family units”—composed of the interviewed adult child, her
parents, and her (up to) four grandparents—, there was no financial transfers; in 10.8%
of the cases, the P generation made a financial transfer to parents(-in-law) during the
last five years—but more than half of these givers also made a financial transfer to their
children; finally, only downward transfers (G to P, P to C, or G to C) occurred in the
remaining 61.2% families.>’

Hence, the following conclusion, assumed to hold in most industrial nations:

55 On the logic of family transfers in different social classes in France in the 19th century, see Brezis (2000).
56 According to McGarry (1999), 29% of the families in the HRS (51-61 years old) have made a cash transfer
(of $500 or more) to an adult child during the past 12 months, and 25% in the AHEAD survey (70 years
old and over); on the 1988 wave of the PSID, Altonji et al. (2000) report similar figures: 24% of parents
made money transfers to their children (average amount: $1850), whereas only 1.8% of adult children made
money transfers to their parents (average amount: $1320); on the same data, Ioannides and Kahn (2000) find
comparable, although less striking results (22.4% of parents made downward money transfers, only 4.1% of
children made upward money transfers). Both studies, using a loose definition for time transfers, find a much
more balanced distribution: 30% of parents made time transfers and 27% of children.

57 All in all, G-to-P and P-to-C financial transfers are roughly twice as frequent (concerning around 45%
of the beneficiary generation) than G-to-C transfers (22% of children); as expected, wealth gifts are mainly
(G-to-P) transfers (see Arrondel and Masson, 2001). Moreover, French Insee 1994 data give the following
rough decomposition for the amount of 100 billion francs (or so) given to the next generations in the form of
financial help (not wealth gifts): 50 billion from P to C, 30 billion from G to C, but also 20 billion from G to
P—each type of transfers having thus significant diffusion and quantitative importance (Barry et al., 1996).
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EMPIRICAL STATEMENT 2 (ES2). There is a very large asymmetry in inter vivos finan-
cial transfers between generations: the bulk of these transfers goes downwards, towards
children and grandchildren. (On the other hand, time transfers are surely more bal-
anced).

If true, these empirical findings already cast doubt on views of generalized, undiffer-
entiated risk sharing, credit expansion and/or redistribution between generations, which
cannot easily explain that family upward financial transfers are far less frequent than
downward ones, despite past sustained economic growth benefiting younger generations
in developed countries. They give weight to the idea of a strong asymmetry of altruism,
being much more powerful from parents to children than in the reverse direction.

This conclusion ES2 is related to the debate raised by Caldwell (1978) conjecture
about the inversion of net intergenerational wealth flows (including a child’s upbringing)
after the demographic transition: previously an overall profitable investment, children
should have become costly. Although controversial (see Bergstrom, 1996; Lee, 2000),
this hypothesis shows at least that net intergenerational—private—transfers between
adult generations might have run from younger to older generations in old societies,
such as hunter-gatherer groups or peasant agricultural societies, and could still do so in
less developed countries with low social protection at old age and limited accessibility to
borrowing and lending markets.>® In industrial nations such as the U.S., on the contrary,
family transfers run downwards, but may be now, according to Lee (2000), “more than
offset by capital accumulation which reallocates consumption to older ages, and by
strong upward transfers through the public sector”.

5.3. Time or financial assistance to elderly parents: not a dual exchange

The result ES1 allows for a more precise test of models of family exchange. We have
found that significant upward (time or financial) transfers go only from middle genera-
tion P to G. The question is then to know if the motivation of these transfers could be
to repay their parents for the education or transfers previously received from them, or
for expected gifts and bequests. The test will thus concern the existence of such past or
expected G to P counterparts to actual transfers given to their old parents by the middle
generation: it refines and extends previous tests of “dual” exchange, between the same
two generations over their life-cycle (see section 4.3).

Table 3 gives the answer, the dependent variable being the probability of time or fi-
nancial transfers given by the middle generation (P) to their old parents (G). Figures
on the left hand side concern the French (Cnav 1992) data—see Arrondel and Masson
(2001) for details. Columns on the right hand side reproduce the results of Cox and

58 Lucas and Stark (1985) emphasize the existence of substantial remittances made by young migrants in
traditional African societies. Lee et al. (1994) find evidence in Taiwan of a widespread pattern of financial
support to elders, including both cash and in-kind gifts, from adult sons and daughters.
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Table 3
Probability of transfers given to elderly parents

Arrondel and Masson (2001) Time Financial Cox and Stark (1998) Financial
Wolff (1998) transfer®  transfer® transfer
Variables Coef.2 Coef.? Coef.? Variables Coef.®  Coef.?
Old generation’s Old generation’s
characteristics characteristics
Support of own parents (+) —
in the past
‘Woman alone + 0 0 —
Professional help ++ —
Bad health ++ 0 0 No. of parents with health 4 +
problems
Wealth —— — (=) —
Income (Log.) (+) 0 0 Number of low-income ++ ++
parents
Number of high-income - -
parents
Number of children alive — —— 0 0 Number of siblings 0 0
Gift to children 0 —
Past grandchildren care 0 0 0 —
Distance from children - —
Middle generation’s Middle generation’s
characteristics characteristics
Sex (female: 1) ++ 0 0 Single female - +
In couple - 0 0 Married - -
Years of education 0 0 + Years of education + ++
Number of children 0 —
at home
Number of children 0 —
not at home
Number of children 0 + Number of children 0 ++
Children x education - Children x education ——
Some health problems + —
— Percent female earnings (+) (+)
Income (Log.) 0 + (+) Household income ++ ++
Wealth 0 (+) 0 Net worth + +

Source: French survey: Cnav survey 1992; US survey: Health and Retirement Survey.
34+ or ——: coefficient statistically significant at 1%; + or —: coefficient statistically significant at 5%; (+)
or (—): coefficient statistically significant at 10%.

Time transfer: Help given to parents owing to health problem or old age.
CFinancial transfers include inter vivos gift, alimony, regular payments, money help, loan and housing help.



1014 L. Arrondel and A. Masson

Stark (1998) for financial transfers, which are derived from the U.S. Health and Re-
tirement Survey. In the French case, the two first columns concern a bivariate probit
model for time and financial transfers (with our restrictive definition of time transfers),
and the last one the results for financial transfers of the bivariate probit, when adding
a cross-effect between the education level of the middle generation and the number of
her children—a specification explained below (section 7.4). In the U.S. case, the two
columns represent the results of a simple probit for financial transfers: the difference
concerns the introduction of the mentioned cross-effect.>

Can transfers to old parents be explained in France either by education and transfers
received in the past, or by the expectation of future gifts and inheritance? The answer is
clearly negative. In particular, helped grandparents, whether in financial or non financial
form, have actually less bequeathable wealth, meaning that their children have lower
inheritance expectations: the result is the opposite to the one of Bernheim et al. (1985).
Gifts and other financial transfers made to children of the middle generation do not
increase the probability of being helped, neither does past care of grandchildren. Finally,
helpers are not any better educated—as long as the cross-effect (children x education)
is not introduced in the regression. There is therefore no sign, whatsoever, of a dual
exchange, to the contrary.

The U.S. data for financial transfers reveal that grandparents are more likely to be
helped if they have a low income: their wealth being not recorded, low income may
actually be a proxy for low wealth. Anyhow, there is again no evidence of a bequest-
as-exchange motivation. On the other hand, the fact that more educated children are
more often helpers could be interpreted as preliminary evidence reflecting an exchange
mechanism. Finally, as in the French case, the probability of financial help to parents
increases with the level of available resources, whether earnings or net worth. All in
all, these HRS results appear in line with those derived from other American data (sec-
tion 4.3): Perozek (1998), on NSFH data, Altonji et al. (2000) or Ioannides and Kahn
(2000), on the PSID, reject the hypothesis of a quid pro quo intertemporal trade between
parents and children; Ioannides and Kahn conclude typically that “children’s decisions
are determined only by their parents’ needs and their own ability to make transfers”.

From these French and U.S. studies, we draw the following conclusions, which need
further qualification and should be replicated for other modern occidental countries:

EMPIRICAL STATEMENT 3 (ES3). Financial and time transfers made to old parents
cannot be explained by any observable (past, present, or future) counterpart, given or
promised to their children: helpers have not received more than others and do not ex-
pect higher inheritances—helped retired parents are actually poorer in (bequeathable)
wealth and in income.

On the other hand, the conclusions of ES3 do not seem to apply so much in less de-
veloped countries. There is thus ample evidence of bequests as a mean of exchange,

59 In both cases, some explanatory variables, generally with no significant effect, are not reported in Table 3.
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inheritance being used as an enforcement device in securing remittances (Rapoport and
Docquier, 2006). Likewise, the implications of several “natural-as-if experiments” re-
veal a kind of family intergenerational bargaining contract, as for the black community
in South Africa, where sizeable public transfers have been suddenly given to retirees
(Duflo, 2003): having gained in power through received social security payments, old
black parents were able to attract additional family transfers (such as increased co-
residence with children); but grandmothers—if not grandfathers—also helped, in return,
to finance grandchildren’s education.

Moreover, it is likely that bilateral exchange between parents and children was much
more widespread in old Europe, especially in the form of gifts or bequests given as a
“payment” for old age support. In France, past official contracts of gifts allowed pre-
cisely this: parents alienated most of their property, dividing it between siblings; in
return, the latter had to fulfill a number of obligations carefully specified in the contract
(food, shelter, wood for the fire in winter, etc.)—if not, the gift was cancelled. Such
contracts, which tried to avoid King Lear’s blunders, are not available any more today.

5.4. Introducing extended 2-regimes forms of altruism and intertemporal exchange

If true, ES3 cast doubt on the relevance of any kind of simple exchange between parents
and children in modern occidental countries, and call for alternative motives of transfers.
To simplify, we shall concentrate on the last proposition in E£S3: how to explain that,
ceteris paribus, children tend to give time or financial transfers more often to poorer,
especially lower-wealth parents?

An obvious candidate is reverse, child-to-parent altruism, or again mutual (two-
sided) altruism. Such hypotheses remain nevertheless somewhat ad hoc (but see
Kimball, 1987; Stark, 1993); also, they do not easily account for the dominant down-
ward direction of co-residence and financial transfers (ES2), especially under sustained
economic growth. Finally, if upward altruism prevailed, formal care, either profession-
ally or publicly provided, should “crowd out” informal, familial care. This prediction
does not seem warranted. On French data, the existence of professional help increases
the probability that the older generation will benefit from child’s support, as if profes-
sional and family helps are “complementary”.%% Cox and Stark (1998) report similar
evidence for the U.S., claiming that “large increases in publicly provided home care
for disabled elderly in the United States from 1982 to 1985 resulted in practically no
reduction in familial care” (see also Pezzin et al., 1996).

While being more realistic, the following two extended versions of downward altru-
ism and exchange also predict that transfers preferably go to less well-off old parents.
Both of them use a three-generations framework and lead to two heterogeneous behav-
ioral regimes.

60 See Table 3, first column: this conclusion needs much further qualification, however, since the specific
conditions required to obtain professional help are likely to create a selectivity bias.
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5.4.1. Parental altruism, liquidity constraints, and investments in child’s education

The existence of liquidity constraints prevent parents leaving negative bequests: they
cannot borrow against a child’s expected income, nor are available private intergen-
erational contracts which would allow to pre-commit the young child to reimburse the
education received from parents by offering assistance or insurance during their old age.
This so-called “generation dilemma” leads to two regimes of altruism: free altruism,
with a Barro—Becker “operative” system of positive transfers to children, neutralizing
any intergenerational public redistribution; and constrained altruism, inducing parents,
for lack of anything better, to leave no (voluntary) bequests at all, so that public policy
may become effective again.

Following a neo-Marshallian vein, Becker (1988, 1991) extends this analysis of the
two regimes of altruistic transfers, while introducing parents’ investments in child’s hu-
man capital in a three KPG periods framework. Parents have now two ways of raising
child’s resources: either human capital transfers or material transfers to adult children.
The two types of transfers being assumed to be perfectly substitutable, parents always
choose the most efficient one at the margin: since human capital transfers are further-
more assumed to have initially very high but decreasing (marginal) rates of return, they
first invest in child’s education up to a given threshold, X*, which depends only, for
a given market rate of interest, on child’s endowed ability and the level of parental
efficiency—often proxied by their level of education; when this threshold is reached,
they make inter vivos transfers and bequests.

In this setting, constrained altruism means that the level of investment X in a child’s
human capital will be lower than X* and will depend also on family size and the level
of resources and degree of altruism of parents. The gap (X* — X) measures the loss
occurring for constrained families, who fail to fully exploit the surplus generated by
efficient human transfers: parents underinvest in the human capital of children and get
suboptimal protection when old. Hence, there is room for public intervention, any policy
allowing parents to reach X* being welcome. By contrast, unconstrained families make
optimal transfers, stopping human investments at X* and giving additional material
transfers.6!

Consider now the implications of the two regimes of altruism for upward transfers. In
the free regime, parents planned to leave positive bequests; if the latter are large enough,
Becker and Murphy (1988, p. 369) claim that “parents get excellent protection against

61 Tomes (1981) tests the implications of this 2-regimes model on U.S. estate data, comparing the deter-
minants of parental human capital investments according to whether material transfers are positive or zero.
Tomes (1982) looks at the hypothesis of substitutable human capital and material transfers: since they are more
efficient at producing learning or earning skills in their children, “more educated parents, holding income con-
stant, are predicted to make lower material wealth transfers to them”. Becker and Tomes (1986) focus on the
predictions regarding the level of intergenerational mobility in earnings, consumption and wealth. Empirical
results obtained in these studies give support to the extended altruistic model but have not been replicated by
other authors.
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[old-age and other] hazards through the opportunity to reduce bequests [...]; in effect,
children [indirectly] help support their parents in old age, although their support is not
fully voluntary”. Liquidity-constrained parents, leaving no bequests, do not have such
an opportunity: hence, the prediction that the probability of being helped at old age
should increase with lower (bequeathable) wealth. This is precisely what French data
show (see Table 3).

Constrained altruism and “inoperative” transfers may however lead to strong ineffi-
ciencies in the allocation of family resources. Public intergenerational redistribution is
one possible remedy for these failures (Becker and Murphy, 1988). The other solution
available to parents is the—unfortunately costly—formation of child’s preference, used
as a commitment device to secure support in old age. When Becker claims in his No-
bel lecture that “many economists, including me, have excessively relied on altruism
to tie together the interests of family members”, he has precisely in mind this process
of intergenerational transmission of family values or norms, in particular during early
childhood.®?

The extended 2-regimes model of altruism, incorporating investments in children’s
education, brings thus new realistic insights into the understanding of upward family
transfers, as well as downward ones. Still, it does not solve several empirical puzzles
concerning, e.g., the small compensatory effects, the heterogeneity and the timing of
parent-to-child inter-vivos transfers and bequests. Incorporating the suggestions made
earlier to cope with these shortcomings (in sections 2.2, 4.2 and 4.3), one may conclude
this analysis of altruism by the following, albeit too vague statement, that should apply
to modern developed countries:

EMPIRICAL STATEMENT 4 (ES4). The 2-regimes model of parental altruism is a good
start to explain downward family transfers—large investments in children’s education,
especially—as well as upward ones. But it should incorporate new elements regarding
uncertainty and imperfect information (about transfers or children’s needs), the forma-
tion and control of children’s preferences, costs of unequal sharing, etc.

In any case, this model of altruistic transfers appears less adapted to past or present
traditional societies, since the latter appear notably characterized by: low investments in
a child’s general human capital; early child labor and specific training, so as to ensure
the survival of the family and/or its business (Brezis, 2000); closer (economic and other)
family links, allowing parents to commit more successfully children to helping them out
in old age; low social protection in old age (health, pensions).

5.4.2. Self-enforcing family constitutions of three-generations exchange

Cigno’s 2-regimes model of extended exchange with endogenous fertility involves three
presumably self-interested generations. In the basic version, which does not consider

62 See Becker (1993, p- 400): “parents worried about old-age support may try to instill in their children
feelings of guilt, obligation duty, and filial love that [...] can commit children to helping them out”.
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human capital investments nor bequests, the third generation is already grown up, so
that the reference framework is a (K)CPG one. Instead of altruism or simple qguid pro
quo exchanges, the existence of inter vivos transfers is assumed to depend on a crucial
choice, made at period C, in order to circumvent the generation dilemma and to secure
old-age: namely, whether to enter or not into the “round dance” of a full system of
family obligations and expectations; i.e., whether to obey a set of rules or norms of
transfers, or to stay out and manage on one’s own. Cigno calls the two available options
the “comply” and “go-it-alone” strategies.

In the “comply” case, where you rely on family intergenerational solidarity”, the
contract takes the form of a self-enforcing constitution (Cigno, 1993): after having been
brought up, you first receive transfers from your parents at age C, mainly in a financial
form; then, as the middle generation (P), you give transfers and services both to chil-
dren and old parents; otherwise, you will not receive support at old age G from your
children—mainly through personal services. Transfers to parents are a fixed entry cost,
insofar as they depend only on parents’ previous transfer behavior; and you provide
for old age by investing optimally in children, according to the marginal rate of return
of this implicit investment (in Cigno, 1993, you choose only the number of children,
transfers per capita being fixed).

In the “go-it-alone” case, you simply use borrowing and lending markets to self-
finance your retirement consumption by life-cycle saving—planned bequests normally
being ignored in that model; consequently, you should have few children (in principle
none).

The model has a straightforward implication regarding upward transfers. Old parents
with less wealth are more likely to be compliers than life-cycle savers; consequently,
their probability of receiving a transfer should be higher, in agreement with ES3.

Two other series of predictions of this type of model are worth mentioning (Cigno et
al., 2001). The first ones deal with the effects of public upward redistribution or funded
pension schemes. An increase in benefits makes complying less profitable, inducing
a number of agents, who no longer recover the fixed cost of complying, to shift from
family networks and transfers to life-cycle self-accumulation: hence, even an actuarially
fair, non distortionary pension system will have a macroeconomic impact—increasing
total saving).

The second set of predictions concern relations to borrowing or lending markets: the
more limited the accessibility to credit, the more attractive the comply strategy. They
have immediate bearing in LDCs with strongly imperfect markets, but have also strik-
ing implications in highly developed market economies: credit rationed households (in
position P) may have a higher probability of making transfers to parents and children,
family solidarity acting as a remedy for market failures. Standard exchange or altruistic
models predict, on the contrary, a negative effect of rationing on transfers given.

Cigno et al. (2001) provide a test of the latter prediction on Italian data. The Bank of
Italy survey has information both on money transfers given—although the beneficiary
is not known—and on credit rationing: i.e., whether any household member was denied
(or believes that would have been denied if she tried) credit by a financial institution.
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Since transfers are made in the family constitution essentially during the P-stage, the
authors divide the sample in two: the first sub-sample includes households with children
and head under the age of 65 (a proxy for the P-stage), the second childless and/or
above 65 years old households. Their results give strong support to the constitution
model: on the P-sample, the effects of credit rationing are positive and large, both for
the probability and for the amount of transfers; on the other sub-sample, they are not
significant. Moreover, the effects of the donor’s resources are small on the P-sample,
once again as predicted by the constitution hypothesis.

We have replicated this test on French data (Insee 1997 wealth survey) with
some adjustments. Dependent variables are the probabilities of making different
types of transfer to children, distinguishing wealth gifts and four forms of finan-
cial help—housing; “money”; loans; co-signature and other non monetary help (see
section 3.2). Probit regressions are run on two sub-samples of households with
independent children, according to whether the head is under 60 years old (P-
sample) or over. Information on credit rationing is similar to that used in the Italian
study.®3

French results are not so in favor of the family constitution model. A dummy variable
for credit rationing is never significant in the P-sample (the coefficient is positive at
11% only for the probability of co-signature), but has positive significant effects on
the other sample for the probability of financial help altogether, and for two forms of
help (loans and co-signature). When the credit ration variable is instrumented, results
get worse for the model: in the P-sample, being credit rationed has now a negative
impact on the probability of giving “money” and for financial help altogether—but still
no effect for wealth gifts. Moreover, the probability of giving money (cash transfers)
increases strongly with donor’s income—although less in the P-sample. On the other
hand, the fact that credit rationing has often no significant effect at all on the probability
of making transfers to children may be already interpreted as an encouraging sign for
the constitution hypothesis.

5.4.3. Different models of transfers for different incomes (again)?

That the constitution model works better in Italy, where family (intergenerational) sol-
idarity is likely to be much stronger than in France, should not come as a surprise,
however. And, in any case, this type of results reminds us that intra-family transfers
are not always luxury goods—indeed, they appear to play a major role in developing

63 The French survey allows for a rich set of explanatory variables, concerning both parents’ and children’s
characteristics. The two questions about credit rationing—whether the consumer is a “discouraged borrower”
or a “turned down applicant”—, are those used in the SHIW Italian survey (Guiso et al., 1996). In the P-
sample, 15% of the French households declare to be credit rationed, compared with only 6% in the Italian
case. To correct for a potential endogeneity bias, the instrumental procedure first estimates the probability
to be liquidity-constrained, as in Cigno et al. (2001). The results are unpublished but can be obtained upon
request.
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countries. Even in highly developed countries, there may be a wide range of transfer
motives and behaviors according to available resources, preferences and binding con-
straints, as illustrated by the 2-regimes models of extended exchange (Cigno) and of
altruism (Becker).

“Combining” in a loose way the predictions of these two models and previous dis-
cussion (see sections 4.1 and 4.2) leads hence to the following suggestions:

EMPIRICAL STATEMENT 5 (ESS). There is likely to be a large heterogeneity in mo-
tivations for private transfer and in observed behaviors, especially along the income
scale: at the bottom, most transfers might obey rules of family constitution; then life-
cycle saving and accidental bequests might prevail; then altruistic, policy neutralizing
transfers—and at the top, wealth-motivated, entrepreneurial bequests.

Of course, this summary is a simplification: in the constitution and altruistic models,
the transition between the two regimes depends on other factors than the level of family
resources. Moreover, the implicit assimilation of constrained altruism with autonomous
life-cycle saving and accidental bequests is not entirely warranted.

In fact, this large heterogeneity of transfer motivations and behaviors seems likely to
prevail not only within occidental countries, but also across time and between societies.
Hence, in less developed countries and in old Europe, transfers might be often deter-
mined by family rules of exchange, although the type of intergenerational exchange
enforced by family norms might differ from Cigno’s self-enforcing constitutions: in
particular, C-to-P transfers, from young adults to their middle age parents, would be
quite common (against ES1); moreover, transitions to other stages would be made eas-
ier by the development of financial markets, the expansion of social security, and higher
investments in general human capital.

5.4.4. The two extended models of exchange and altruism linked to particular forms of
reciprocity

As a description of family transfers in developed countries, the two models of Becker
and Cigno perform much better than simple exchange or altruism: they are more com-
patible with facts ES1 to ES3; and still more elaborate versions of these models could
accommodate ES4 and ESS. Also, the two models appear, in a sense, “complementary”:
Cigno’s model does not treat parental investments in child’s education, which are at the
center of Becker’s analysis; on the other hand, downward altruism pays limited atten-
tion to upward transfers towards old parents, which play a key role in the constitution
hypothesis.

The constitution model pictures a “general” form of family intergenerational reci-
procity. In essence, the constitution is a system of obligations and expectations that you
are free, however, to accept or to refuse: you may feel an “internal” obligation to return
the gift, but you are under no “external” obligation to “comply”, as is the case in a mar-
ket exchange when agreed (Kolm, 2000, p. 8). Moreover, in the comply strategy, you
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first have to make it even with the previous generation: this represents the fixed cost of
entry into the constitution; then, you may trade in the optimal way with the next gener-
ation in order to secure old age. Therefore, a central implication is that an increase in
social security or pension coverage, or better financial markets, should weaken family
ties (substitution effect).

Dynastic altruism a la Barro—Becker relies on a mechanism of transmission that can
be viewed as a specific form of downward and forward-looking indirect reciprocity:
I do for my kids what I expect them to do in turn for their own kids. As a matter
of fact, the (early) formation of child’s preferences appears a hidden but crucial issue
in both altruistic regimes: dynastic altruism presupposes that the benevolent patriarch
is fully able to model children’s preferences and control their transfer behavior—as
if they were his clones; and liquidity-constrained altruistic parents have to resort to a
costly process of transmission of family values and norms in order to secure old-age
needs.

6. Indirect reciprocities between generations: theory

Cigno’s and Becker’s 2-regimes models represent one way to remedy for major empir-
ical failures of standard exchange and altruistic models, while only introducing a few
changes or extensions. In the same spirit, indirect reciprocities between generations
constitute another, also with minimal deviations from standard models.

At the theoretical level, they can be seen as a reconciliation of exchange and altruism,
that blur somewhat the distinction between the two generic motivations for transfers:
they are norms of three-generational exchange but require, in the case of education and
transfers to children, some kind of altruism in order to be self-enforcing. Moreover,
they bear some relation to the burgeoning literature on imitation, transmission of norms
and cultural traits, education and preference formation (Becker, 1993, 1996), but some
relation only: again, they must first be viewed first as a reciprocal exchange, where
the replication from one generation to the next of the same kind of transfer or action
contributes to the perpetuity of the family chain and “values”, while enhancing mutually
beneficial cooperation.

From an empirical point of view, indirect reciprocities present a number of advan-
tages. Against altruism, they are compatible with small or non-existent compensatory
effects, since their prime objective is not income pooling and consumption smoothing
between generations, but the participation to chains of transfers, perceived as systems of
obligations (towards previous generations) and expectations (towards following ones).
Also, they can explain the lack of any bilateral counterpart for the support of elderly
parents (section 5.3): the return-gift should come not from their parents but from their
children. Finally, they allow to introduce new explanatory variables of observed trans-
fers between parents and children, which are relative to a third generation, and we shall
see that these variables show significant predictive power: transfers given to children
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appear strongly influenced by transfers received from own parents (so-called “retro-
spective” effects), and support or help given to parents depend upon expectations of
similar transfers, received at old age from one’s children (e.g., “demonstration ef-
fects”).04

We shall first recall some basic features of reciprocal behavior as such, especially
when applied to generations within the family. Following Kolm’s approach, we shall
then introduce general reciprocity, which is bound to have some holistic component.
This analysis will be used to propose a typology of intergenerational indirect reciproci-
ties (see Table 4).

6.1. Reciprocity between generations in the family

Up to now, most economists of the family tend to explain transfers between parents
and children, either by the existence of a counterpart, already given or expected by the
donor generation [exchange], or directly by the psychological gain that the donor gets
from the gift itself or the increased well-being of the beneficiary [altruism]. Reciprocity,
the touchstone of anthropology, offers a third route.

6.1.1. Homo reciprocans

Loosely speaking, “reciprocal exchange” means some chain of gifts and return-gifts
encapsulated in a full system of expectations and sanctions (and “internal” obligations),
where affectivity, “emotions”, a sense of justice, etc. play important roles, and where
failure to comply with the rules may place oneself in an intolerable position, especially
in a family context: “opting out” may not always be an acceptable option, and group
survival is often a crucial issue.

A central theme of this handbook concerns the ways economists have imported
and adapted this concept, especially in experimental games and relations. Very bluntly
stated, a Homo reciprocans will follow tit-for-tat strategies of “cooperation”, even when
the folk theorem (valid in indefinitely repeated, non cooperative games) does not apply:
an extreme case occurs between “strangers” playing only once. Agents are assumed to
share a similar sense of justice, or rather fairness, indicating which behaviors or re-
sponses can be considered “benevolent”, and which behaviors “malevolent”: the first
ones should be rewarded, and the second ones punished, even if these rewards and sanc-
tions appear costly and thus against pure self-interest (see Fehr and Schmidt, 2006). Of
course, in the specific context of strangers meeting once, a Homo oeconomicus would
not give any weight to her “emotions” and would not embark in such expensive reac-
tions that bring nothing to her.

64 See section 7. It should be noted that Cigno’s and Becker’s models have indirect ways to accommodate
these “3rd generation effects”, although the predicted effects would be too small and not enough selective.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1023

This schematic example shows why reciprocity introduces an intermediate, hybrid
motivation between altruism and exchange, as clearly pointed out by the French an-
thropologist Mauss (1950) through his concept of échange-don (gift-exchange): costly
rewards bear some similarities with (reciprocal) generous altruism, whereas costly re-
taliation (when it is not simply motivated by revenge) seems at first due to a form of
elaborate strategic or manipulative exchange.

But there is more than this: generally overlooked by economists, two key lessons can
be learnt from (especially French) anthropological studies: they have a specific bearing
on the analysis of transfers and relations between generations within the family.

6.1.2. The “ambivalence” of gifts

The first one, which has been underlined by Mauss (1950) in his famous Essay on Gift,
concerns the inherent ambivalence of any gift, which induces a double relation between
donor and recipient: a positive relation of sharing and solidarity on the one hand; but
also, a negative relation of superiority, domination, coercion or violence, the recipient
becoming in debt to the giver and, to a certain extent, subordinate to her.%3

This statement has strong implications in the case of parent-to-child gifts. Their pri-
mary objective should be to favor and speed up wealth transmission, while strengthening
family links. Instead, they have been repeatedly accused, through history, of destroy-
ing family links and generating conflicts, with children showing ingratitude, or parents
wanting to manipulate and control children—all the more so when the gift was, like a
will, revocable (see below). Economic models of transfers use to tackle this issue only
incidentally—the “rotten kid” is first an ungrateful child. Bernheim et al. (1985) intro-
duce manipulative transfers only in the form of strategic bequests (for parents to have
the last word), and refer to King Lear’s strategic gifts as the “King Lear’s blunder”, as
if it was meaningless or insane behavior.%°

This pessimistic view about gifts however accords with the historical change concern-
ing its legislation (Toubiana, 1988). Thus, up to the 16th century in France, a declared
gift was reversible, leading to many abuses and pressures on children. The law had to
be changed, making now gifts irrevocable, except in very specific cases (when the child
is too ungrateful): consequently, their number decreased very significantly.%’

This latent violence in family relations could still explain other “puzzles” in transfer
behavior that will not be pursued here. Hence, the dominant practice of estate equal
sharing could be interpreted as a way to avoid conflict between siblings and to pre-
serve harmonious family links (see section 2.2). Likewise, the increased popularity of

65 See, e. g., Godelier (2000). Incidentally, a gift may also correspond to a relation of inferiority, being a way
to show one’s submission to the beneficiary, to ask for her protection, etc. (see Kolm, 1984, p. 79-81).

66 Byt King Lear had personal reasons to act the way he did. His gift to his three daughters is generally
interpreted as a disguised “incestuous” proposal to his youngest and preferred daughter, Cordelia, still a
virgin, who had to choose between her two suitors the very same day... (Toubiana, 1988).

67 Anyhow, French parents are still trying to make only “partial” or half-reversible gifts: they often keep the
usufruct of the asset given, or else give only the usufruct of the asset (see Arrondel and Laferrere, 2001).
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“gifts to the surviving spouse” (in France at least) may be due, in part, to the limited
reliability parents attach to children’s support in modern nuclear families. Also, the
fact that old household owners rarely sell their homes on an installment payment to
be provided with a life annuity cannot be entirely explained by the well known draw-
backs of annuity markets: the operation would often remain profitable both to parents
and liquidity-constrained children. Here again, the family taboo not to deprive children
from one’s inheritance may be part of the answer.

As we have seen, a recent move in the literature tries to incorporate more fully such
elements in an altruistic framework in order to account for empirical puzzles, such as
estate equal division, or the significant but limited effects of taxes on the timing of
parent-to-child transfers (Bernheim et al., 2004); Altonji et al. (2000) also invoke a kind
of parents’ “strategic altruism” in order to explain limited compensatory effects of inter
vivos transfers (section 4.3).

6.1.3. Negative reciprocities between family generations

The second lesson taught by anthropology comes from the importance of harmful recip-
rocal behaviors that cannot be interpreted as sanctions or retaliation in response to
failures to comply but correspond, on the contrary, to the very observance of rules.
This is especially true in the case of indirect reciprocities. According to Mauss (1968),
the best illustrations of indirect reciprocities, which occur often between generations,
deal with ragging, hard rituals of initiation and the like, “to which we must very of-
ten comply, even nowadays”. These are examples of negative downward forms where,
typically, it is impossible to “give back” to the malefactor, i.e. to get even with him.

Negative, upward forms of indirect reciprocity may seem less common. But consider
the following quotation from Montaigne’s Essais (book I, chapter XXIII):

“He that was seen to beat his father, answered that it was the custom of their family:
that his father had beaten his grandfather, his grandfather his great-grandfather, and

b}

pointing to his son: ‘and this will beat me when he comes to age’ .

Of course, a Homo oeconomicus will try to break this tradition. How then to interpret
this equilibrium of abusive chain behaviors? Imitation effects, endless retaliation, the
prevalence of (unconsciously instilled) habits, the transmission of social norms, etc. are
only part of the answer. Apparently, in the society considered, there was no cheaper way
to guarantee the succession of generations, i.e. the passage of authority from father to
son: in other words, this harmful tradition aimed at reproducing the symbolic murder
of the father, and should be interpreted as a kind of reverse ragging, a transition ritual
to elders’ retirement. Yet, the ritual appeared a crucial condition of the functioning and
reproduction of that society.

6.2. General reciprocity: “rebound” and “propagation” effects

Indirect reciprocity is a form of general reciprocity, which involves more than two
agents. Gifts and return-gifts are still driven by a process of debt creation and payment,
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but the principle at work has now some “holistic” dimension, referring to the group
within which reciprocal exchanges take place (strangers to the group are excluded from
this game of reciprocity). Namely, by making a gift to B, A acquires a claim on the
group and expects one of its member (not necessarily B) to pay it back to her; likewise,
the beneficiary B becomes in debt to the group, and will be “obliged” to redeem it while
giving, in turn, to another member (not necessarily A), and so forth. This is how links of
reciprocal debts and claims, escaping the prison of dual relations, can spread all over the
group and strengthen solidarity ties, all the more so that return-gifts can now be made
in a visible comparable form.

Such a possibility is especially important in our case, where the group is assimilated
to the family lineage and relations between generations are strongly asymmetric, im-
plying that quid pro quo exchanges between parents and children may not be always
appropriate. Thus, an heir becomes in debt to the family, with an obligation to give back
that cannot be fulfilled to the deceased: the only way to redeem the debt is to pay it
back to one’s children, as if bequests were made in return for received inheritance from
one’s parents. Likewise, in the Cox and Stark demonstration effect, parents, by helping
their own parents, acquire a claim on their children, as if they could pre-commit their
offspring to support them in their old days (as in pay-as-you-go retirement systems).

If we want to remain within the framework of methodological individualism, we have
to determine how these mechanisms of general reciprocity can work at the level of
personal motivations. Kolm (1984) addressed this issue already some twenty years ago,
bringing to light the existence of two human (universal-?) features:

(i) experimental studies and observations by socio-psychologists find that people
tend to give to a third party when they have been given to, even when they do not
know their benefactor or the beneficiary—an effect labeled “helping behavior”
by Kolm;

(ii) also, people tend to give to those who have given (to a third party)—a phenom-
enon already emphasized by Descartes, and hence referred to as the “Descartes
effect”.%

We will briefly comment on these two basic ingredients of general reciprocity, while
using other denominations and emphasizing the fact that such effects may take the form
of malevolent as well as benevolent behaviors. The problem may be stated simply as
follows. A gives to B. The direct return-gift should be: B gives back to A, but B may
have little incentive to do so, especially in games with sequential players (such as gen-
erations). How can, then, a third party (X or Y) be introduced in the return gift. There
are only two possibilities, which rely on the holistic dimension of reciprocity through
the Maussian obligation to give back (see Table 4):

e Having received from A, B becomes in debt to the group, and redeems it by giving

in turn to a third party X, and so on. Call this the propagation effect (helping

68 The quotation of Descartes (Euvres complétes, Paris, Vrin, 1964, IV, p. 316) is reproduced in Kolm (1984,
p- 108-109).
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effect), which modifies and extends the responsibility of one’s deeds: for better
or for worse, one’s actions may have far-reaching chain consequences, beyond the
effect on the situation of the initial beneficiary. On the positive side, this means that
“helped people will help in turn”, whereas the negative side corresponds rather to
“evil engenders evil” or more precisely: “torturers are often former victims”, e.g.,
parents beating children have often been beaten by their parents.

e Having given to B, A has acquired a claim on the group, which will be reimbursed
by a third party Y, giving in turn to A, and so on. This rebound effect (Descartes ef-
fect) expresses a norm of immanent justice: “you shall reap what you have sown”,
meaning, in positive variants: “one gives to the givers”, and in negative ones: “un-
kind people get punished”.

Well documented by socio-psychologists and anthropologists, the propagation ef-
fect provides the rationale for ragging and many rituals of initiation: Godelier (1982)
gives the example, in the Baruya tribe (in New Guinea), of elder young men, still
unmarried and virgin, giving their “uncontaminated” sperm in the mouth of younger—
unrelated—men (this transmission between successive male generations is meant to get
rid, symbolically, of any previous female influence, and to deprive women of their initial
power, i.e. to make children).

The strange custom reported by Montaigne—sons beating fathers in turn — has clearly
the structure of a rebound effect. Yet, anthropologists have not paid much attention to
this effect, although Ekeh (1974), building on Lévi-Strauss’ work, describes a kind of
generalized social exchange which has close relations with a linear rebound effect.®

This discussion leads to a primary classification of general reciprocities in four cate-
gories, according to whether they rely on the rebound or on the propagation effect, and
according to their position in the gift-return-gift process (see Kolm, 2000, p. 30):

e reciprocities will be called backward-looking, when they entail a final obligation to
give back, i.e. an obligation to comply to the relevant effect, to respond to a third
party behavior: for instance, in the case of the propagation effect, I should help
people if I have been previously helped;

e reciprocities will be called forward-looking, if they entail an initial obligation to
give in order to provoke the desired effect, to “force” the return-gift in one’s own
favor (rebound), or in favor of somebody else (propagation): according to Kolm
(1984, p. 109), Descartes was thus well aware that by acting generously, one could
gain others’ favor and profit in the end from the whole operation—in other words,
selfish people may behave as if they were altruistic in order to take advantage of
the rebound effect.

69 Ribar and Wilhelm (2002) provide an analysis of Ekeh’s work on social exchange. Many anthropologists,
such as Lévi-Strauss (1958), come to rebound effects only in circular indirect reciprocities: A gives to B, who
gives to X ... who gives to Y, who gives back to A.
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6.3. Four types of intergenerational indirect “serial” reciprocities

Four types of serial reciprocities between generations have been introduced in sec-
tion 1.1, concerning upward or downward transfers, and being either “backward-
looking”, when transfer decisions are influenced by parents’ behavior, or “forward-
looking”, when transfers are made in expectation of similar behavior on behalf of
the next generation. Clearly, the two approaches of backwardness and forwardness are
equivalent, and the two typologies coincide: rebound effects apply to upward transfers,
and propagation effects to downward transfers.

Table 4 reproduces the main characteristics of each of the four types. As expected,
forward-looking types will appear more familiar to economists: pay-as-you-go retire-
ment schemes follow a forward and upward reciprocity (type II); forward and downward
forms allow an endowment of agents with a longer, if not infinite horizon, as with dy-
nastic altruism (type IV). Of course, in dynamic equilibrium, types I and II should be
viewed as the two connected phases (backward and forward) of the rebound effect, and
likewise, types III and IV as the two moments of the propagation effect. In each case,
the act of transfer represents the entry cost into the indefinite chain of beneficial coop-
eration—do as your predecessor did—, and gives, at the same time, the right to expect
the same treatment from successor(s).

To achieve optimality, such norms of reciprocity should follow Rawlsian rules of
justice between generations: the initial obligation to give corresponds then to the choice
of a principle, such that you would like all succeeding generations to adopt it in turn;
and the final obligation to give back comes to the choice of a principle, such as you
would have liked all previous generations to have followed it. Yet, the second rule relies
on a pious hope, since it is not possible to rewrite history: enforcement conditions are
more severe in the case of backward reciprocities, requiring some kind of “generosity”.

The problems of modelling and enforcement of these four types of indirect reciproc-
ities is clearly beyond the scope of this paper. We shall only, on given examples,
underline typical pitfalls encountered by each type.

Hammond (1975) “pension game” is an example of a backward and upward type,
which anticipates some elements of Cigno’s family constitution model. It is a non-
cooperative game of sequential players representing selfish overlapping generations
who have to decide whether or not to give a (fair) pension to the previous generation.
A history dependent rule allows to reach an equilibrium of mutually beneficial cooper-
ation where each generation gives a pension as if she was altruistic. The rule considers
the number n of periods in which no (or an unfair) pension has been paid, since a (fair)
pension was last paid: if n is odd, the present generation gives no pension to punish
ascendants; if 7 is even or nil, she rewards the previous generation by giving her a fair
pension.

This model points out two revealing difficulties. First, a tit-for-tat strategy is hard to
adapt to a chain of generations: if I cooperate generously although my father did not,
my son cannot punish me or he will not receive himself a pension. Also, what should
be done if the five previous generations have not paid any pension: to punish my father,
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Table 4
Types of serial indirect reciprocities between family generations

Time orientation

Direction of Backward-looking Forward-looking
transfers Final obligation to give back Initial obligation to give
Upward Type I Type 11

(Child-to-parent transfers)

Objective: Self-survival

Rebound effect! Backward—upward Forward—-upward
Descartes—Montaigne

(4): “One gives to the givers”
(—): “Unkind people get punished”

= example Hammond: Cox-Stark:
The pension game The demonstration effect
Downward Type 111 Type IV

(Parent-to-child transfers)

Objective: Perpetuation
of the family

Propagation effect? Backward—downward Forward—downward
Mauss—Godelier

(+): “The helped ones help in turn”

(—): “Evil engenders evil”

= example Bevan-Stiglitz: Barro-Becker:
Retrospective (or golden-rule) Dynastic (Ricardian)
bequests altruism

IRebound effect or “Descartes effect” (Kolm). Ritual: transition to retirement, loss of (economic) power.

2Propagation effect or “helping effect” (Kolm). Ritual: initiation, passage to adulthood (hazing...).

I should be able to distinguish between disguised defections and genuine sanctions...
The second difficulty comes from the fact that cooperation requires that every gener-
ation holds appropriate beliefs about all future generations: no one, including herself,
should have a better choice than to comply to the rule. Of course one may wonder how
such common beliefs can be sustained in a family context in the absence of institutional
obligations, i.e. how collective norms may emerge.

Cox and Stark’s demonstration effect, where adults help their parents in the presence
of their young children in order to imprint on them a corresponding behavior pattern, is a
forward and upward type. The problem of enforcement concerns the appropriate mean,
by one way or another, to pre-commit future generations in a long-term contract. The
model has interesting predictions: people with (several) young kids should give more
help to their parents; children will give more help if they expect to need themselves
more support, when old; and grandparents will have a strong incentive to subsidize the
birth and education of grandchildren.
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The demonstration effect encounters, however, several difficulties. First, it works well
only in a KPG context: in a CPG context, the adult child C is too mature to be modeled
when grandparents need support (see section 5.1). More importantly, the intergenera-
tional chain of upward transfers has key features of a public good: every generation is
better off if the chain of transfers has always existed, but would prefer the chain just to
begin with her (i.e. to be the first to receive support), all the more so that her children
will have, anyhow, to use the demonstration effect for their own children. This creates
problems of free-riding and time inconsistency.”®

Bevan and Stiglitz’s (Bevan and Stiglitz, 1979) retrospective (or golden rule) be-
quests, where bequeathing patterns tend to be reproduced from one generation to the
next, can be interpreted as a form of backward and downward indirect reciprocity. As a
matter of fact, they correspond to altruism under imperfect information and, especially,
limited rationality (see section 2.1).

Finally, Barro-Becker dynastic altruism may be viewed as a variant of forward and
downward indirect reciprocity, whenever one considers identical preferences and trans-
mission behavior from one generation to the next, not just as a simplifying assumption
but rather as the outcome of parents’ formation of children’s preferences, of the edu-
cation and transfers given to their offspring. Yet, if this is the case, one may question
the universal success of this transmission process of tastes and assets, and wonder why
each generation does not have to struggle to make up her mind in the trade-off between
received “family values” and multi-dimensional inheritance on the one hand, and own
projects and personal desires on the other.

These illustrative examples lead to a preliminary conclusion. Apparently, to explain
mechanisms of indirect reciprocity between generations, economic models have to in-
voke some form of limited rationality and/or imperfect knowledge. One solution to these
problems of enforcement could be to combine upward and downward indirect reciproc-
ities together, or else to combine direct and indirect reciprocities together, e.g. adding
child’s education in Hammond’s model (to get a pension, people should first give one
to their own parents and properly educate their children). Such views are developed in
Cigno’s (Cigno, 1993) constitution model or in Ribar and Wilhelm’s (Ribar and Wil-
helm, 2002) approach to the transmission of intergenerational assistance attitudes.

7. Indirect reciprocities: preliminary French and U.S. evidence

Precise predictions of indirect reciprocities are difficult to formulate because of the
lack of completely specified and articulated models. Nevertheless, three kinds are easy

70 One way out would be to assume that the current generation consciously chooses how to help parents
while her offspring simply copy their parents, a problematic solution indeed. Bergstrom and Stark (1993)
resolve the difficulty by assuming that, with given probabilities, a child will either copy its parents’ actions or
choose rationally on its own self-interest. The helping decision of the current generation will then depend, in
equilibrium, upon the proportions of imitators and choosers (see also Bergstrom, 1996).
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to state and have been already emphasized: the first two ones give indirect reciproci-
ties an empirical advantage over altruism and exchange; the last ones—*3rd generation
effects”—provide specific tests of these reciprocities.

First, contrary to pure altruism, indirect reciprocities should entail at most limited
compensatory effects, since the prime motivation for the (downward) transfer is not to
increase relatives’ well-being, but to keep on the intergenerational chain in order to ben-
efit in turn from it. Thus, retrospective bequests lead to equal sharing of estate and only
to partial compensation between generations, since parents are assumed not to know
the actual level of children’s resources and to base their choice only on expectations on
that level (derived from their own income and the degree of intergenerational regression
towards the mean in income).

Second, contrary to simple (dual) quid pro quo exchange, the payment for services or
financial assistance to parents comes, in a comparable form, from one’s own children.

Third, indirect reciprocities predict strong 3rd generation effects, meaning that trans-
fers between parents and children depend on the characteristics or transfer behavior of
either grandparents or grandchildren. In what follows, we shall concentrate on prelimi-
nary tests of:

e ‘“retrospective effects” (backward-looking reciprocities): financial transfers to chil-
dren, as well as time and money transfers to old parents, should be largely influ-
enced by corresponding behaviors of own parents (probability, form or amount of
the transfer);

e “expectations effects” (forward-looking reciprocities): transfers to children should
advantage siblings more able to continue the family chain of transfers (e.g., having
children); likewise, support given to parents should be motivated by demonstra-
tion and related effects, which depend both on the characteristics of, and specific
demands on one’s own children.

7.1. “Retrospective effects” on parent-to-child inter vivos transfers and bequests

Consider first “quantitative” effects. French and U.S. results, albeit quite tentative, show
that the propensity to bequeath out of capital receipts is significantly higher than the one
out of life earnings. Hence, on the basis of somewhat flimsy composite data, Menchik
(1980b) obtains an elasticity of bequests with respect to human resources of approx-
imately 2.5, compared with an elasticity of 0.33 to 0.38 with respect to inheritance
received; since the total wealth received represents typically less than 10% of human
resources—even for the rich American sub-population considered—, complete sub-
stitutability between the two components of resources would lead to an inheritance
elasticity of bequests below 0.25, much lower than the one observed. Arrondel and
Masson (1991) have applied the same methodology on French household data, using
bequeathable wealth in old age as a proxy for bequests. They find an elasticity of wealth
with respect to inheritance and gifts of 0.5 to 0.6 for all households—and still between
0.35 and 0.4 for households with children—, whereas the corresponding one with re-
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spect to human resources is only 1.5: the first elasticity appears at least twice as high as
the one that would be obtained under complete substitutability.”!

More convincingly, Arrondel et al. (1997) systematically report, on various French
data sets, strong and significant retrospective effects on a “qualitative” basis. In addition,
the latter appear highly selective: i.e., the existence of transfers received from one’s
parents increases above all the probability to make the same kind of transfer to one’s
children. Thus, heirs have not only a higher propensity to bequeath, but also to make
a will if their parents have made one; likewise, having benefited from a given form of
financial help increases the probability to make the same form of help, but not so much,
or not at all, the probability of making other transfers (i.e. gifts or bequests) to children.

To document further the high degree of selectivity of qualitative retrospective effects,
we have analyzed the differential rates of intergenerational reproduction of specific
transfer patterns, distinguishing financial help from wealth gifts, and again various
forms of financial help: “housing”, “money”, and “loan”. Using the Insee 1992 wealth
survey, Arrondel and Masson (2001) find strong and selective retrospective effects on
the probabilities of making each type of these transfers to children (see also Wolff, 1998,
on French Cnav data).

As a further illustration, Tables 5a and 5b report similar Probit results obtained from
the more recent Insee “Patrimoine 1997” survey. The top of Table Sa compares the esti-
mated probabilities of giving financial help and wealth gifts to children, using dummies
for the existence of various transfers received. The estimated probability of making
a wealth gift is twice higher for recipients (10.9%) than for non beneficiaries (5%),
whereas it does not depend on the existence of financial help received, and less on in-
heritance received (7.4% against 5.3%). The probability of helping (or having helped)
children is 61.1% for households who have been themselves helped by their parents,
but only 46.4% among non helped households—a 15% gap compared with a 5% or so
difference in the probability of helping between beneficiaries and non-beneficiaries of
other receptions (gifts or inheritance).

Table 5b gives equivalent results for the probability of making different forms of
financial help. Once again, the probability of a given form of help depends strongly on
the existence of the same form of help received, whereas the effects of the reception of
other transfers are less important and not always significant.

7.2. Discussion: robustness of retrospective effects on parent-to-child transfers

These striking observed effects of the existence of a given transfer received on the
probability of making the same kind of transfer could prove an important empirical

71 Once again, a ratio of capital receipts to life resources of 10% can be considered an upper bound. Data
of the more recent Insee survey (“Patrimoine 1997”) give a smaller elasticity of (bequeathable) wealth with
respect to inheritance, around 0.15. For the top decile of wealth, the elasticity of wealth with respect to
income is 1.2; for the 90% lower incomes, this elasticity is 0.7. In any case, the elasticity of wealth with
respect to inheritance remains markedly higher than the one that would be obtained if there were complete
substitutability.
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Table 5a
Parent-to-child transfers: retrospective effects; any help or wealth gift

Effect of transfers Probability of helping Probability of making a wealth
received (in %) gift (in %)
Non beneficiary Beneficiary Non beneficiary Beneficiary

e With dummy variables (0—1) for transfers received

Inheritance 46.4 52.6 5.3 7.4
Gift 48.1 52.6 5.0 10.9
Financial help 46.4 61.1 Non pertinent variable
Average 49.6 5.9
probability

o With instrumental variables for wealth
Inheritance Non pertinent variable 5.6 8.4
Gift Non pertinent variable 5.6 10.5
Financial help 46.4 64.1 Non pertinent variable
Average probability 49.7 6.4

o With instrumental variables for transfers received™®
Inheritance Non pertinent variable Non pertinent variable
Gift Non pertinent variable 44 12.0
Financial help 429 69.4 Non pertinent variable
Average 49.9 5.7
probability

Source: French survey: Insee “Patrimoine 1997”.

Note: probabilities are calculated everything being equal (other individual characteristics are fixed to their
average value: age, social status, education, income, wealth, marital status, children’s characteristics...).
*Probabilities of helping or giving for beneficiary are calculated for a maximum (instrumented) probability
of receiving a transfer.

Table 5b
Parent-to-child transfers: retrospective effects; different forms of help

Effect of Probability of helping in Probability of giving money Probability of making a loan
transfers housing (in %) (in %)
received (in %)

Non beneficiary Beneficiary Non beneficiary Beneficiary Non beneficiary Beneficiary

Gift Non pertinent variable ~ 43.6 45.7 Non pertinent variable
Inheritance Non pertinent variable ~ 43.1 47.0 Non pertinent variable
Same help 6.6 11.7 423 58.0 5.6 14.6
Other help 6.4 8.9 43.6 51.0 Non pertinent variable
Average 6.8 44.4 6.0
probability

Source: French survey: Insee “Patrimoine 1997”.
Note: probabilities are calculated everything being equal (other individual characteristics are fixed to their
average value: age, social status, education, income, wealth, marital status, children’s characteristics...).
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contribution to the understanding of the motives for parent-to-child transfers. However,
they have been obtained mainly on French data and, with a few exceptions, have not
been replicated elsewhere. It is therefore worthwhile to check, at least on French data,
whether they are not a pure artifact. Indeed, such estimated effects could be spurious
(being due to omitted variables) or again not robust, for a series of different reasons that
we examine briefly in turn.

®

(ii)

(iii)

Measurement error in the household declaration of receipts. The information
used regarding the existence of transfers received from parents is built on the
declaration of the possible beneficiary. But those households which actually
give a transfer in a specific form to their own children may have a better re-
call of similar transfers received earlier from parents, or may be more willing
to acknowledge such receipts. The Cnav “three-generations” survey, where both
parents’ and children’s declarations about transfers given or received are avail-
able, allow a check on the importance of this potential bias.

Replacing children’s by parent’s declaration shows that this bias is likely to

be small: although there are differences in declarations between generations,
neither the size nor the degree of significance of retrospective effects change
much in the Probit regressions.
Mismeasurement of other variables (wealth). The coefficient for transfer receipts
could capture in part the effects of other quantitative explanatory variables that
are often underestimated, such as the value of net worth. There are two simple
ways of controlling for these measurement errors.

First, omitting altogether in the regressions variables concerning transfers re-
ceipts does not greatly modify the estimated effects of other factors, especially
of parents’ net worth.

Second, results shown at the bottom of Table 5a show that retrospective ef-
fects are robust to the instrumentation of wealth or of transfer receipts (replacing
dummy variables by estimated probabilities of reception). Indeed, retrospective
effects on the probability of helping become quantitatively more important and
“perfectly” selective, the existence of other types of transfers received being no
longer significant.”?> The same happens for the probability of gifts with instru-
mented transfer receipts: the probability of making a gift is almost three times
more important for recipients (12%) than for other households (4.4%).
Intergenerational correlation in heterogeneous preferences. Suppose that par-
ents making transfers have a higher degree of altruism towards children and
that tastes are (partially) transmitted to children. In this case, households having
benefited from parent transfers would have a higher probability of making trans-
fers to their own children simply because they are more altruistic towards their

progeny.

72 The significant effects of “other” transfers that are obtained without instrumentation seem indeed to capture
part of the wealth and retrospective effects.
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An indirect way to test for this alternative scenario is to check whether transfer
recipients are more altruistic than non recipients. In the Insee “Patrimoine 1997
survey, an additional questionnaire has allowed us to build a qualitative (ordinal)
“score of altruism” for a sub-sample of interviewees. We find only a weak—
although significant—positive correlation between the score and the existence
of transfer received, that cannot account for the quantitative importance and the
selectivity of estimated retrospective effects.”>

(iv) Heterogeneity in family values and “culture”. Instead of the heterogeneity in
individual parameters of preferences such as the degree of altruism, sociologists
and anthropologists will rather invoke the heterogeneity in family values or cul-
ture, a “holistic” concept that involves a whole set of do’s and don’ts concerning
a large range of behaviors and practices besides transfer decisions (relative to
marriage, children, etc.)—the idea being to secure the socio-economic and sym-
bolic survival of the family across generations. Economic household data are not
really tailored for a test of this hypothesis which appears, however, largely inop-
erative in accounting for the high selectivity of qualitative retrospective effects.

In short, retrospective effects obtained on French data appear compatible with indirect

reciprocities, where transfers received and given are part of an extended “balanced”
exchange between three generations (possibly due to bounded rationality or imperfect
information). Other explanations are of course conceivable, but we have been able to
rule out or limit the most obvious ones.

7.3. Dynastic transmission behavior (forward-downward type)

Forward-looking and downward indirect reciprocities appear less obvious to test: here
especially, we lack specific predictions derived from explicit models. Unequal sharing
gives some indication of such reciprocities, however.

Arrondel and Laferrere (1992) have analyzed the rare cases of unequal sharing of
French estates (8%), which occur mainly in rich or self-employed families, and through
gifts rather than inheritance (in more than 80% of the cases). They find that the only reg-
istered variable that explains the discrepancy between the amounts received by siblings
is demographic: namely, the advantaged children are the ones who have themselves
children. Presumably, these privileged beneficiaries will be more able to perpetuate the
family lineage or enterprise and to replicate the same transmission process in favor of
their own offspring.

On U.S. data, corresponding evidence is mixed. On the Estate Income Tax Match,
Wilhelm (1996), who has information only on bequests (not on gifts), finds a positive
correlation between the amount of inheritance received and the fact of being married;

73 The main determinants of the score of altruism are income level, level of education and number of children;
it has a slightly positive effect on the probability of making transfers to children (see Arrondel et al., 2004).
A full test of this scenario would have to measure the intergenerational correlation in the degree of altruism
(or in attitudes towards transmission), a correlation for which we know of no empirical evidence.
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however, unequal sharing does not appear to be explained by the presence of grandchil-
dren. And Tomes (1988), analyzing a sample of probate records from Cleveland, obtains
with a similar econometric specification opposite results regarding the effect of marital
status...

7.4. Child-to-parent transfers: demonstration effects and other indirect reciprocities

Let us turn again to regressions, such as those in Table 3, concerning the probability
of time or financial transfers given by P-households to old G-parents. What happens if
one adds, beside traditional explanatory variables (including income and wealth of the
two generations), the existence of support given in the past by the old generation (G) to
her own parents—a positive correlation being predicted by backward-looking forms of
indirect reciprocity? Or if one adds relevant characteristics of the young generation (K
or C) to test, especially, for various forms of (forward) demonstration effects?

We will address these two questions in turn on French and American data, looking
successively at the determinants of time transfers and at those of financial transfers.

7.4.1. Time transfers

For a test of backward-looking indirect reciprocities, consider the first column of Ta-
ble 3, which concerns, on French data, the determinants of upward time transfers other
than co-residence. The retrospective effect is almost significant at a 10 percent level:
grandparents who helped their own parents tend to receive more support during their old
days. But this effect does not appear robust to alternative specifications (see Arrondel
and Masson, 2001).

On the other hand, the retrospective effect concerning co-residence with old (needy)
parents is much more significant and robust, according both to French and U.S. evi-
dence. On the French Cnav survey, Wolff (1998) finds that aged respondents whose
own parents had moved in with them in the past, have a significantly higher probability
to be now part of a child’s household. Similar findings have been emphasized by Cox
and Stark (1998) on U.S. data: “the incidence of sharing housing with parents was 27
percent higher for respondents whose grandparents had moved in when the respondents
were children.”

Consider next variables relevant for a test of forward-looking indirect reciprocities. In
the first column of Table 3, the number of children, and in particular the number of those
still at home, has no influence whatsoever (notwithstanding upbringing and education
costs) on the probability of helping old parents: this can already be interpreted as a weak
sign of the presence of a demonstration effect.

More importantly, the probability of transfers is higher for egos who are daughters,
single children, or those who have some health problems. These results may be viewed
as indirect evidence in favor of Cox and Stark’s demonstration effect: those helpers
are more likely to themselves need support in their old days, respectively because they
have a longer life expectancy, are alone, or have already some health problems. But
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other explanations are possible. Social norms may account for the fact that daughters
give more of their time to their parents—in fact most often to their widowed mothers.”*
Single persons may have more free time and are more sensitive to parental pressure.
And helpers, undergoing painful physical and psychological stress, are more likely to
have some health problems (reverse causation).

Also, especially in the case of demonstration effects, estimated results are likely to be
less robust than those found for downward transfers. There is thus no satisfactory cor-
rection for the endogeneity of the number of children, which could be an indicator of the
degree of household altruism towards children... but also towards parents. Moreover, as
acknowledged by Cox and Stark (1998) themselves, “cultural forces might be expected
to play a greater role in determining transfers from young to old [than for parent-to-
child transfers]”, but it is indeed difficult to control for heterogeneity in family values
or culture.”

7.4.2. Financial transfers

Interestingly enough, tests of backward-looking reciprocities appear rather inconclu-
sive. In French (Cnav) data, the old generation (in position G) has apparently a very
bad recall of financial transfers given to their parents. For Mexican-Americans (S3GM
survey), Ribar and Wilhelm (2002) find almost no significant intergenerational correla-
tion in attitudes regarding the provision of financial assistance to old parents.

Table 3 sums up French and U.S. Probit results regarding demonstration effects rel-
ative to financial transfers given to parents. In both countries, the coefficient of the
number of ego’s children is positive, though small and imprecisely estimated. Cox and
Stark (1998) argue that it is already favorable to their demonstration effect, owing to
child rearing costs. In order to take these costs into account, these authors suggest that
better educated egos will “commit more resources to their children’s human capital,
leaving less to give to parents”. Hence the prediction that, holding income constant,
ego’s education “will interact negatively with children, reflecting budget constraints”,
while the coefficient of children will be positive, reflecting the demonstration effect.
This is precisely what the results of Table 3 show, both in the U.S. and in France. This
is preliminary evidence “in favor” of the demonstration effect; but, once again, much
more will have to be done to check its robustness.

This analysis of French and U.S. evidence leads to our last empirical statement:

EMPIRICAL STATEMENT 6 (ES6). Transfer motives seem driven in part by indirect
reciprocities. Co-residence with old parents tends to be reproduced from one generation

74 In favor of this interpretation, the probability of helping remains significantly higher for working daughters.
75 No wonder, then, that interpretations in terms of indirect reciprocities cannot be easily disentangled from
other close explanations, based upon a socialization process that would ensure the transmission of assistance
attitudes towards one’s parents. On a survey of three generations of Mexican-Americans, Ribar and Wilhelm
(2002) do indeed find for women a positive intergenerational correlation of attitudes regarding co-residence
with parents.
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to the next. Each form of parent-to-child financial transfers appears strongly influenced
by, and only by, the same form of transfer received. There is also (less robust) evidence
that upward transfers are explained by demonstration effects made in expectation of
similar support at old age.

Together with ES2—the dominant downward direction of (financial) transfers—, ES6
means that simple forms of undifferentiated intergenerational risk sharing or redistrib-
ution, that may prevail in some LDCs, do not apply (anymore?) in modern developed
countries. Some of the empirical findings in ES6 can be accounted for, or at least ac-
commodated with, several models existing in the literature: e.g., Cox and Stark (1998)
demonstration effect, Bevan and Stiglitz (1979) golden rule bequests. But there is ap-
parently no way that these models can explain our most striking results, i.e. the high
selectivity and robustness of strong retrospective effects relative to financial parent-to-
child transfers. Obviously, more has still to be done on this issue, both at the empirical
and theoretical levels.

8. Economic implications of family transfers (prolegomena)

The theoretical and empirical analysis of the motivations for private intergenerational
transfers is not only of interest for family micro-economists. These motivations are
even more important for their economic implications concerning the interactions be-
tween public and private transfers and the effects of public policies on growth, saving
and education, as well as distributive issues, such as the effect of transfers on income
inequality or on the concentration and intergenerational immobility of wealth.

These economic implications of transfer models will be very briefly tackled in this
study.”® The central message of this literature is that key policy issues, such as the fu-
ture of social security and the debate between pay-as-you-go retirement schemes and
private pension funds, cannot be analyzed only by comparing the relative efficiency of
the State and the market in securing old-age needs: family intergenerational relations
and specific motives for transfers do also matter when assessing the effects of govern-
ment transfer policies. Although partially warranted, this view needs, however, much
further qualification: economic and policy implications of private transfers do not de-
pend only on their motivation, but also on other elements considered in the model (e.g.,
capital market imperfections, heterogeneity of agents, behavior towards risk...), as well
as other demographic and socioeconomic factors, such as fertility differentials, mating
patterns, estate sharing rules, etc.

We first recall the basic policy implications of standard transfer models—altruism,
exchange, accidental bequests—that will soon appear in textbooks. We then consider the

76 In this handbook, Cigno analyses the political economy of intergenerational public and private transfers;
Cremer and Pestieau deal especially with transfer taxation.
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Figure 1. The circuit of intergenerational public and private transfers.

economic implications of more elaborate and realistic models: Cigno’s family constitu-
tion model; Becker and Murphy 2-regimes of parental altruism; and indirect reciproci-
ties.

A KPG three-overlapping generations framework is best suited for this purpose:
public transfers go from the middle generation P to its retired parents G (health, pen-
sions) and its young children K (education), raising crucial issues concerning their total
amount but also the relative shares of upward and downward transfers. Family down-
ward transfers (including children’s upbringing) may go as well from G to P, P to K,
and from G to K (see Figure 1).

8.1. Standard views

Table 6 sums up the main policy implications of standard models of transfers: acciden-
tal bequests; unconstrained altruism; and intertemporal exchange, when parents trade
education or promised bequests for a child’s services in old age (see section 2).

An increase in estate taxation should have no bearing on accumulation patterns when
bequests are accidental. If behaviors are driven by unconstrained altruism, parents will
try to share the burden of the tax between themselves and their children, so that both
parents’ and children’s consumption will be similarly reduced: the before-tax transfer
will then increase, but the after-tax inheritance will be reduced. Finally, the tax increase
is likely to be most distortionary if bequests are motivated by exchange: the before-tax
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Table 6
Policy implications of standard models of parent-to-child transfers

Type of Unexpected increase of Public transfers to poor Rise in social security
transfers or  the estate tax rate (adult) children benefits

bequests

Accidental ~ No effect on given No effect on bequests Negative effect on bequests

(before-tax) bequests

Altruistic o Positive effect on given Negative effects on Positive effect on transfers
(operative (before-tax) transfers Parent-to-child transfers (Ricardian equivalence)
transfers) o Negative effect on received  (crowding-out effect)

(after-tax) transfers

Exchange Possibly negative effect on o Negative effect on the Ambiguous effect
before-tax transfers probability of a transfer (depending on the form and
o Likely positive effect on the  nature of exchange)
amount of the transfer

transfer may actually decrease if parents can now find cheaper ways on the market to
secure old-age needs.

A welfare transfer program targeted at indigent grown-up children should, likewise,
have no impact on accidental bequests driven by precautionary motives. Altruistic par-
ents would cut transfers to indigent children who can tap government aid (crowding-out
effect). But the effect on exchange-motivated gifts or bequests would be ambiguous:
private transfers, being more likely anti-compensatory (especially if the price of child’s
services increases with her income), may reinforce public income redistribution (see
section 2.3).

Finally, an unexpected rise in social security benefits would reduce precautionary
needs and accidental bequests, but increase the amount of transfers made by altruistic
parents in order to neutralize public redistribution (Ricardian equivalence). And one can
show that the effect on exchange-motivated transfers or bequests would, once again, be
ambiguous, depending on the specific forms of exchange or of child’s services consid-
ered.

In each scenario, the effects of government policy on private transfers could in prin-
ciple allow a discrimination between the three alternative models. Note especially the
implications of operative altruism regarding the interactions between private and public
transfers: i.e., complete substitution for transfers received by the same beneficiary (as in
the case of a social program targeted to indigent children); but perfect complementarity
between public pensions and family downward transfers—generating the frictionless
“circuit” of intergenerational transfers depicted in Figure 1 (see section 8.3).
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8.2. Social security, education and growth (more elaborate transfer models)

In order to analyze the policy implications of more appropriate motivations for trans-
fers, we shall adopt a three overlapping generations KPG framework both for public
and private transfers, thus assuming—despite the empirical findings in section 5.1—the
existence of a “representative” family with a KPG intergenerational composition.

8.2.1. Family constitutions

Self-enforcing family constitutions and public redistribution appear directly compet-
ing ways of insuring old-age consumption needs. Therefore, a common implication of
constitution models is that an increase in social security should lead to a reduction of
family inter vivos transfers, meaning that public pensions and all private transfers are
substitutes (see section 5.4).

This is not the end of the story, however: the precise formulation of the model still
matters. Cigno’s (Cigno, 1993, 2000) original model has endogenous fertility, two
regimes (life-cycle saving and family constitution), and no specific investment in a
child’s human capital. A rise of public pensions has two effects: it reduces the sav-
ing of already life-cycle savers, but makes also complying less profitable, so that the
number of parents who self-finance retirement needs rises. Cigno has shown that the
outcome of these opposite effects is an increase in total savings. In addition, fertility is
reduced. If you further believe in the positive externalities of investments in non human
capital, the rise in old-age security increases per capita income and “is likely to be of
stimulus, rather than hindrance, to economic growth”.

On the other hand, Anderberg and Balestrino (2003) propose an adapted version of
the constitution model which focuses on investments in children’s human capital. How-
ever, to avoid analytical difficulties, fertility is exogenous and only the determinants of
transfers in the “comply” case are considered (for stationary equilibria). A rise of public
pension coverage will still reduce the efficiency of family informal constitutions, but the
consequence will be now a decrease in private financing of human capital. If you hold
the neo-Marshallian view that (general) education is the main contributor to technical
progress and, moreover, that the family plays an essential role in the accumulation of
human capital, it follows that an expansion of the social security system is bad for per
capita income and growth, the exact opposite of Cigno (2000) conclusions.”’

77 Incidentally, Anderberg and Balestrino raise another important issue: in their KPG framework with purely
self-interested generations, family transfers are likely to be sub-optimal, because the children (in position K)
have no bargaining power. Indeed, each generation makes her transfer decisions when an adult (in position P),
having already received education, an incorporated human capital which is difficult to take away from her!
She will then have a permanent temptation to renegotiate the contract with the old generation (of age G),
and to reduce education transfers to the detriment of the young generation. In a way, this caveat shows that
parental altruism constitutes a necessary condition for optimal investments in children’s education.
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8.2.2. Two altruistic regimes with educational investments

Becker and Murphy (1988) adopt such a neo-Marshallian approach of inter-generational
redistribution that does not only rely on (free and constrained) altruism but shares also
the two general views on education just mentioned: education is the supreme good, the
main engine for endogenous growth, with (initially) increasing rates of return on human
capital investments; and these investments must be done in part by parents—the family
cannot be entirely replaced by the market, the State or any social organization (e.g.,
Kibbutz).

Moreover, constrained altruism, leading parents to underinvest in children educa-
tion, is likely to prevail in highly developed countries, where such human investments
become costly, owing to the high levels of education required by sustained technical
progress, the limited possible gains in productivity in this time consuming activity, and
the rising costs of opportunity linked to the increased (female) wage rate. In other words,
the likely importance of liquidity constraints (preventing parents to leave negative be-
quests), “inoperative” transfers and incentives problems (to pay back old parents) gives
room for State intervention, with public intergenerational transfers “mimicking” opti-
mal arrangements on ideal perfect markets. Becker and Murphy (1988) indeed claim
that:

“Taxes on adults help finance efficient investments in children. In return, adults
receive pensions and medical payments when old. This social compact tries to
achieve for poorer and middle level families what richer families tend to achieve
without government help; namely, efficient levels of investments in children and
support of elderly parents”.

In that representative agent framework, public redistribution between generations,
which is assumed to be innocuous for unconstrained, usually richer families (Ricardian
equivalence), appears thus both Pareto-improving and more equitable, and also favor-
able to economic growth—a real jackpot...

8.2.3. Indirect reciprocities between three generations

Policy implications of indirect reciprocities as well as predicted interaction effects be-
tween public and private transfers remain largely an open question in the absence of
well-articulated reference models. However, some general guesses can be made, espe-
cially in comparison with altruism.

For instance, the specific links introduced between three successive generations imply
that neutrality and Ricardian equivalence do not hold any longer: households reactions
to policy measures or changing environments should be slower and more limited than
under Barro—Becker compensatory altruism, indirect reciprocities leading to a partial
inertia in family transfer behavior. Hence, in the Cox and Stark framework, transfers to
old parents will not be sensitive to short term changes in (retirement or health) policies,
the middle generation reacting only to expected changes in the long run which concerns
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herself. Likewise, transfers to children, strongly influenced by family background, will
not fully respond to policy changes and may only adapt with long lags.

On the other hand, policy reforms could have unintended far-reaching consequences
in the very long run, especially on young and future generations, if they contribute to
disrupt family intergenerational links and ““solidarity” (whether it should be welcomed
or deplored).

More generally, in an anthropological perspective, (indirect) reciprocity needs to take
also into consideration the intrinsic ambivalence of any family gift or bequest, while
analyzing their impact on family relations and vice versa—as in the case of “strategic
altruism” (section 6.1). This is another reason why neutrality does not apply, that we
further explore below.

8.3. The circuit of intergenerational private and public transfers: which Welfare State?

There is a potential flaw in the Becker and Murphy (1988) altruistic model, whenever
the latter is taken too literally: the level of public pensions could be as high as desired,
since parents will give back sums of excess (at no costs) to their descendants through
increased private inter vivos transfers and bequests to children and grandchildren. Albeit
a caricatured implication of Ricardian equivalence, this frictionless circuit of upward
public redistribution and downward private transfers, represented in Figure 1, raises
nevertheless an important issue: instead of giving directly to the young through the
State, what are the advantages and drawbacks of this defour arrangement via the family,
public transfers to the elderly being (optimally) channeled back to the young trough
private transfers (see Kohli, 1999).

Let us ignore obvious causes of frictions or losses in this circuit of transfers, making
the detour via the family costly or inefficient, such as administrative and information
costs of policy redistribution, distortions engendered by non lump-sum public transfers,
or even the high diversity of family intergenerational compositions (how can the young
generation get back the surplus of pensions given to rich and childless old people?). A
first way out is to question the overall relevance of compensatory altruism, allowing for
heterogeneous transfer motives. Thus, if transfer decisions include an exchange compo-
nent, old parents may still increase transfers to their descendants in response to a rise
in public pensions; however, they will probably ask their children for something in re-
turn, e.g. increased attention or co-residence. Also, if indirect reciprocities prevail, old
parents’ responses to an increase in social security are likely to be somewhat delayed or
limited.

The ambivalence of family transfers offers an alternative, complementary solution.
Under Ricardian equivalence, the two ways of redistribution—giving directly public
transfers to the young children, or giving to the old and using the detour via the family—
are indeed equivalent. But few family sociologists or anthropologists will believe that
this detour via the family is such a blank operation: the increase in private transfers to
children and grandchildren is likely to have a specific impact on the relations within the
family, i.e. to engender positive or negative externalities, concerning family cohesion,
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the status and bargaining power of each generation, etc. Following Barro (1974), most
economists have been, until recently, rather agnostic (in their models) on this issue,
letting the field be treated by others...

Indeed, in the French version of his book, The Three Worlds of Welfare Capital-
ism, Esping-Andersen (1999, p. 293) does claims that this detour via the family is
“a perverse, second-order, redistribution system [...] which favors rich families and
disadvantages poorer ones”. On the other hand, Kohli (1999) minimizes these anti-
redistribution effects and sees, otherwise, only positive effects in the resulting increase
of family “solidarity”.”® Deserted by economists, this debate has yet immediate bear-
ing on the issue concerning the optimal relative shares of upward and downward public
transfers. But it is also important to see that the position of each author depends on his
preconceptions regarding the welfare state.

Just to give an idea, consider in an intergenerational setting Esping-Andersen’s well-
known division into “neo-liberal”, “social-democratic” and “familial-corporatist” wel-
fare states. A neo-liberal, who believes in the free market, may be indifferent between
the two options: giving directly to the young through the State, or indirectly via the fam-
ily. A social-democrat—such as Esping-Andersen himself—, who believes in equality
of opportunity engendered by a generous welfare state, but trusts neither the market
(and its unequal property rights) nor the traditional family (and its authoritarian male
“head”), wants to give less to old people and more to young children and also to young
working women, in order to help them to reconcile a professional career and a family
life. Finally, proponents (like Kohli) of a familial-corporatist view favor “Birmarkian”
social insurance and “social acquired rights”, and want to enhance “solidarity” at dif-
ferent levels, within the family, the corporation, the nation...: no wonder, then, that they
will first trust “family heads” or parents to do the best for their children, a paternalis-
tic attitude justifying high levels of public transfers targeted towards the elderly (see
Masson, 2001).

8.4. Distributive issues

Distributive issues, such as the effect of family transfers on income inequality within
and between families, or the role of inheritance and major gifts on the concentration and
intergenerational immobility of wealth, are clearly beyond the scope of this paper—see,
e.g., Davies and Shorrocks (1981) for developments on the distribution of wealth.

A key question would be to know whether the main results obtained (for developed
countries) in this survey, such as the strong heterogeneity of the types and motivations
of financial parent-to-child transfers, the quantitative importance of inter vivos trans-
fers, the high diversity of family intergenerational compositions, and the dominant part

78 The detour will improve the position of the elderly in the family and allow them to exert additional control
over the young, all welcome changes since the parents know best what is good for their children and hold
private information not available to the State...
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attributed to indirect reciprocities among transfer motives, could help for a revaluation
of these hot issues.

For instance, the fact that financial or time assistance to old parents is made by
higher income households and appears targeted towards needy, poorer parents, means
that family upward transfers may lead to a positive intergenerational redistribution of
resources—all the more so if public and private transfers to parents are complements,
as preliminary evidence seems to show. On the other hand, the observed high diver-
sity of family compositions is a potential source of inequality between (helping and not
helping) children.

Moreover, motivations governed by indirect reciprocities are likely to create a di-
chotomy between two heterogeneous types of families: those making sizeable chain
transfers, and those who do not make any, or only small ones. Hence, downward trans-
fers, especially, could strengthen intra-generational inequalities, between “heirs” and
“non heirs”, and also through the specific link introduced between what is received
from parents and what is left to children (see Arrondel et al., 1997).

In any case, much more work would be needed to assess the relevance of our contribu-
tion for the debate on the role of inheritance on income and wealth inequality. According
to the “received” view, inheritance was income unequalizing; appeared a major factor
of wealth concentration among the top-wealth holders but played a more limited role
for the remaining part of the wealth distribution; and strongly reinforced the degree of
wealth immobility (predicted significantly higher than that of income).”

But this view has been challenged since. Thus, Becker and Tomes (1986) claim that
altruistic bequests could well be income equalizing, mainly because they act, among
richer families, as a “buffer” against the intergenerational regression towards the mean
in income. Other authors still maintain the opposite: e.g., Atkinson (1988) advocates
the view of inheritance of the “man in the street [who] thinks of the Rockefellers, the
Rothschilds, and the Dukes of Westminster”—whose dynastic accumulation behavior
could be captured by a variant of downward and forward-looking indirect reciprocity.
In any case, it is now largely acknowledged that the role of inheritance depends strongly
on demographic and other factors, such as estate sharing rules, mating patterns, fertil-
ity differentials, or even spacing of children, which require extensive micro-simulation
techniques.®’

79 See Davies and Shorrocks (1981) for references.

80 The issue is even more tricky than this. Take thus a life-cycle model with homothetic preferences and
purely accidental bequests, which presumably underestimates the unequalizing effects of inheritance on in-
come and wealth distributions. Yet, the model could lead in certain cases to income equalizing inheritance,
simply owing to the intergenerational regression towards the mean in income (inheritance expectations de-
crease with the level of income). Moreover, Gokhale et al. (2001) claim that, in such a model, inheritance
could well be (slightly) wealth equalizing: the main reason for their findings is that they use quasi-Leontief
preferences which lead to very high precautionary savings and complete ignorance in savings choices of in-
heritance expectations (since the latter have a positive probability to be nil). Of course, the model may appear
too unrealistic for the richest households, who make sizeable inter vivos transfers, own mainly stocks and
shares, and owe their fortunes at least partly to risk-taking behavior and entrepreneurial activity.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1045
9. Conclusions

To conclude this empirical survey devoted to the types and motives of family intergen-
erational transfers in developed countries, five points are worth being (re)emphasized.

9.1. Heterogeneity of transfers and motives for transfers

The multiplicity of intergenerational transfers, post-mortem or inter-vivos, financial or
time transfers, upward or downward ones, etc. is bound to create problems of typology
and definition. We have argued that the timing of transfers is another relevant dimen-
sion: e.g., financial transfers received at a young age and later wealth gifts or bequests
are likely to have different determinants and to serve different purposes. Another cru-
cial issue concerns the identification of time transfers (including co-residence with old
parents or young adult children): we have retained only services or assistance given to
needy individuals—such as pre-adult grandchildren or unhealthy old parents—because
the existence and direction of the transfer can be clearly stated in these cases.

Other methodological choices are of course possible. This is why studies of family
transfers should indicate right from the start, besides the type of data used (estate sta-
tistics or household surveys; cross-sectional, recall or panel data), precisely which inter
vivos transfers do they retain—including the period of reference for transfers given or
received, the minimum amount for cash transfers, etc. This will allow a better assess-
ment of the usual conclusions obtained—*that such or such model is corroborated or
rejected by the data”.

All in all, the heterogeneity of the characteristics and motives of transfers, both along
the income or wealth scale and over the life-cycle, is more and more acknowledged.
Heterogeneous inter vivos transfers and bequests to children could thus help to solve
several empirical puzzles, such as: bequests seem “involuntary” (accidental) for many
households, although gifts are of a significant importance and tend to be compensatory;
bequests are most often equally shared whereas inter vivos gifts are not, advantaging
once again the less well-off children; the timing of financial transfers does not fully
respond to changes in relative tax advantages of gifts over bequests.

9.2. Looking for models of mixed motivations

Considering the overall failure, in developed countries, of standard models of transfers
based on simple exchange or altruism, these puzzling facts call for new theoretical de-
velopments. A promising direction is the introduction of so-called “mixed” motivations,
accounting for the fact that family relations are neither totally harmonious (altruism) nor
totally self-interested (exchange).

Variants of strategic altruism, where parents care about the well-being of their
progeny but may face problems of reputation, incentives, imperfect information on chil-
dren, uncertainty regarding one’s own or children’s future, control and monitoring of
children, etc., have thus been proposed in recent years, precisely in order to account
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for previous puzzles as well as for the observed limited size of compensatory effects of
transfers.8!

Models with several endogenous regimes offer another route. In Becker’s model of
free and constrained altruism, the control of a child’s behavior remains a crucial is-
sue: in the constrained (inefficient) regime, especially, parents have to resort to a costly
and risky process of formation of child’s preferences. In Cigno’s constitution model,
extended exchange between three generations is governed by a self-enforcing norm of
cooperation: the latter leads to an efficient allocation of resources while urging self-
interested generations to behave—to a certain extent—as if they were altruistic.

Indirect reciprocities, such as retrospective bequests or demonstration effects, may
be seen as a further attempt in the same direction. Their purpose is to enforce indefinite
chains of mutually beneficial cooperation between generations through the replication
of the same kind of transfers. Hence, they offer a middle way between altruism and ex-
change that tends to blur the distinction between these two basic motivations. Moreover,
they emphasize the ambivalence of any gift, implying at the same time an act of sharing
and solidarity and a relation of domination or violence.

9.3. Reproducing the circulation of private transfers between generations

As part of an agenda for future research, a worthwhile goal would be to obtain a full pic-
ture of the “circulation” of private transfers between generations in different countries,
that would inform of the frequency and quantitative importance of transfers, according
to their direction (from who to whom?), their timing (when, over the life-cycle?), their
nature (financial or time transfers), as well as their likely dominant motivation.

To begin with, one has to choose a representative intergenerational family composi-
tion: we argue that a four-generation composition with three adult ones (corresponding
to a four-periods life-cycle) is best suited for modern developed countries. We then ob-
tain a number of empirical results—or rather conjectures—expected to be valid in these
countries, such as:

e upward time or financial transfers are of significant importance only from mature
age households to their old retired parents, and cannot be explained, contrary to
simple exchange, by any observable counterpart already given or promised by old
parents;

o the bulk of financial flows goes downwards, towards children and grandchildren;

e granted that some form of altruism may be necessary to explain large and costly
investments in children’s education and some earlier assistance to adult children,
and notwithstanding the high heterogeneity of motives according to age or to the
level of resources, most transfers seem driven, at least in part, by indirect reciproc-
ities: co-residence with old parents tend to be reproduced from one generation to

81 In the related literature on migrants’ remittances, Lucas and Stark (1985) also invoke mixed motivations
of “tempered altruism or enlightened self interest”, which lead to a “far richer array of predictions”.
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the next; each form of financial downward transfers appears strongly and selec-
tively determined by the same form of transfer received earlier; and demonstration
effects play a role in securing support during old age.

9.4. What about family transfers in less developed countries?

A striking remark, only alluded in this paper in often too vague or impressionistic para-
graphs or footnotes, is that most if not all of these results do not seem to apply in the
majority of less developed countries—nor in old Europe.

In particular, simple forms of exchange and/or bargaining between parents and chil-
dren seem to work much better in LDCs than in occidental industrial nations. Of course,
these differences can be partially explained by the existence, in developed countries, of
more elaborate financial and insurance markets, of a higher level of education and so-
cial protection, and especially, of large public transfers to the elderly. But this is only
part of the story, and a detailed comparison of the determinants and the “circulation” of
intergenerational private transfers in the two types of nations should be really welcome.

In any case, it implies that transfer policies may have quite different effects in occi-
dental countries and in LDCs. Against Caldwell’s hypothesis, Lee (2000) for instance
claims that the resulting sum of all (public and private) transfers goes upwards in in-
dustrial nations (such as the U.S.), but still downwards in previous times and in the
Third World, and emphasizes the implications of these differences “for capital accumu-
lation, for fertility theory, for externalities to child bearing, and for the consequences of
population aging”.

9.5. Intergenerational indirect reciprocities as an outcome of individual rationality?

Indirect reciprocities seem to bring a valuable contribution to the understanding of fam-
ily transfer behavior observed in developed countries such as France or the U.S. They
are compatible (against altruism) with small compensatory effects of transfers both
between and within generations, and (against exchange) with the lack of parents’ coun-
terpart to financial or time support given by their children. They presuppose a given
ambivalence of transfers and the existence of tensions in family relations that help to
explain other puzzles, such as the equal division of estate, or the low degree of annuiti-
zation of private wealth. And they predict “3rd generation effects”—transfers between
parents and children being determined by grandparents’ transfers or again grandchil-
dren’s characteristics—which appear corroborated by available evidence in France or in
the U.S.

The fact that economists for a long time have been reluctant to consider indirect
reciprocities is not surprising: at first sight, the latter simply imply the replication of
the same transfer behavior from one generation to the next, leaving the field to psy-
chologists (and their concept of imitation) or to sociologists (and their notion of social
reproduction). But indirect reciprocities imply much more than this: their prime issue
concerns the participation to, and the perpetuation of endless intergenerational chains
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of transfers, which may as well involve the formation of preferences, the emergence of
norms, the transmission of family values or cultural traits, evolutionary imperatives...
They may also include more specific prerequisites: e.g., for the demonstration effect to
work best, grandparents should devote time and money to subsidy grandchildren’s birth
and education.

This paper will be most useful if it helps to convince more economists of the field
to face the challenge of innovative modelling of indirect reciprocities within the frame-
work of individual forward-looking rationality—a key issue being that the mutually
advantageous chain of transfers must be viewed much alike a public good between gen-
erations. In any case, the ultimate goal will be to produce more precise and specific
predictions, allowing for more powerful tests.

References

Adams, J.D. (1980). “Personal wealth transfers”. Quarterly Journal of Economics 95, 159-179.

Altig, D., Davies, S.J. (1993). “Borrowing constraints and two-sided altruism with an application to social
security”. Journal of Economics Dynamics and Control 17, 467-494.

Altonji, J.G., Hayashi, F., Kotlikoff, L.J. (1997). “Parental altruism and inter vivos transfers: theory and evi-
dence”. Journal of Political Economy 105, 1125-1166.

Altonji, J.G., Hayashi, F., Kotlikoff, L.J. (2000). “The effects of income and wealth on time and money trans-
fers between parents and children”. In: Mason, A., Tapinos, G. (Eds.), Sharing the Wealth: Demographic
Change and Economic Transfers between Generations. Oxford University Press, Oxford, pp. 306-357.

Anderberg, D., Balestrino, A. (2003). “Self-enforcing intergenerational transfers and the provision of educa-
tion”. Economica 70 (1), 55-71.

Andreoni, J. (1989). “Giving with impure altruism: application to charity and Ricardian equivalence”. Journal
of Political Economy 97, 1447-1458.

Arrondel, L., Laferrere, A. (1991). “Successions et héritiers a travers les données fiscales”. Economie et
Prévision 100-101, 137-159.

Arrondel, L., Laferrere, A. (1992). “Les partages inégaux des successions entre fréres et sceurs”. Economie et
Statistique 250, 29-42.

Arrondel, L., Laferrere, A. (1998). “Succession capitaliste et succession familiale: un modele econométrique
a deux régimes endogenes”. Annales d’Economie et de Statistique 51, 187-208.

Arrondel, L., Laferrere, A. (2001). “Taxation and wealth transmission in France”. Journal of Public Eco-
nomics 79, 3-33.

Arrondel, L., Masson, A. (1991). “Que nous enseignent les enquétes sur les transferts patrimoniaux en
France?”. Economie et Prévision 100-101, 93-128.

Arrondel, L., Masson, A. (2001). “Family transfers involving three generations”. Scandinavian Journal of
Economics 103, 415-443.

Arrondel, L., Masson, A., Pestieau, P. (1997). “Bequest and inheritance: empirical issues and French-U.S.
comparison”. In: Erreygers, G., Vandevelde, T. (Eds.), Is Inheritance Legitimate? Springer-Verlag, Hei-
delberg, pp. 89-125.

Arrondel, L., Masson, A., Verger, D. (2004). “Préférences de I’épargnant et accumulation patrimoniale”.
Economie et Statistique, 374-375.

Arrondel, L., Wolff, E.C. (1998). “Les transferts inter vivos en France: investissements humains, aides finan-
cieres et transmission du patrimoine”. Economie et Prévision 135, 1-27.

Atkinson, A.B. (1988). “Comments on redistribution, inheritance and inequality: an analysis of transitions of
J. Davies and P. Kuhn”. In: Kessler, D., Masson, A. (Eds.), Modelling the Accumulation and Distribution
of Wealth. Oxford University Press, Oxford, pp. 144—145.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1049

Barro, R.J. (1974). “Are government bonds net wealth”. Journal of Political Economy 82, 1095-1117.

Barro, R.J. (1989). “The Ricardian approach to budget deficits”. Journal of Economic Perspectives 3, 37-54.

Barry, C., de Eneau, D., Hourriez, J.M. (1996). “Les aides financieres entre ménages”. Insee Premiere, (441),
1-4.

Becker, G.S. (1974). “A theory of social interactions”. Journal of Political Economy 82 (6), 1063—1093.

Becker, G.S. (1988). “Family economics and macro behavior”. American Economic Review 78 (1), 1-13.

Becker, G.S. (1991). A Treatise on the Family, enlarged edn. Harvard University Press.

Becker, G.S. (1993). “The economic way of looking at behavior”. Journal of Political Economy 101 (3),
385-409.

Becker, G.S. (1996). Accounting for Tastes. Harward University Press.

Becker, G.S., Murphy, K.M. (1988). “The family and the state”. Journal of Law and Economics 31, 1-18.

Becker, G.S., Tomes, N. (1986). “Human capital and the rise and fall of families”. Journal of Labor Eco-
nomics 4 (part 2), S1-S39.

Behrman, J., Pollack, R., Taubman, P. (1982). “Parental preferences and provision for progeny”. Journal of
Political Economy 90 (1), 52-73.

Bennet, S.K. (1990). “Economic and non-economic factors motivating bequest patterns”, mimeo, Trinity
University.

Bergstrom, T.C. (1996). “Economics in a family way”. Journal of Economic Literature XXXIV, 1903-1934.

Bergstrom, T.C., Stark, O. (1993). “How altruism can prevail in an evolutionary environment”. American
Economic Review 83 (2), 149-155.

Bernheim, B.D. (1989). “A neoclassical perspective on budget deficits”. Journal of Economic Perspectives 3,
55-72.

Bernheim, B.D. (1991). “How strong are bequest motives? Evidence based on estimates on the demand for
life insurance and annuities”. Journal of Political Economy 99, 899-927.

Bernheim, B.D., Bagwell, K. (1988). “Is everything neutral?”. Journal of Political Economy 96 (2), 308-338.

Bernheim, B.D., Lemke, R.J., Scholz, J.K. (2004). “Do estate and gift taxes affect the timing of private
transfers?”. Journal of Public Economics 88 (12), 2617-2634.

Bernheim, B.D., Severinov, S. (2003). “Bequests as signals: an explanation for the equal division puzzle ™.
Journal of Political Economy 111 (4), 733-764.

Bernheim, B.D., Shleifer, A., Summers, L.H. (1985). “The strategic bequest motive”. Journal of Political
Economy 93, 1045-1076.

Bevan, D.L., Stiglitz, J.E. (1979). “Intergenerational transfers and inequality”. Greek Economic Journal 1 (1),
8-26.

Blinder, A.S. (1988). “Comments on Modigliani (chap. 1) and Kotlikoff and Summers (chap. 2)”. In: Kessler,
D., Masson, A. (Eds.), Modelling the Accumulation and Distribution of Wealth. Oxford University Press,
Oxford, pp. 68-76.

Brezis, L. (2000). “Population, social classes, and economic growth during industrialization”, mimeo, Bar-
Ilan University.

Brown, J.R., Weisbenner, S.J. (2002). “Is a bird in hand worth more than a bird in the bush? Intergenerational
transfers and savings behavior”, NBER Working Paper No. 8753.

Bruce, N., Waldman, M. (1990). “The Rotten Kid theorem meets the Samaritan dilemma”. Quarterly Journal
of Economics 105, 1165-1182.

Caldwell, J. (1978). “A theory of fertility: from high plateau to destabilization”. Population, Development
Review 4 (4), 553-577.

Caroll, C.D. (2000). “Why do the rich save so much”. In: Slemrod, J.B. (Ed.), Does Atlas Shrug? The Eco-
nomic Consequences of Taxing the Rich. Harvard University Press, pp. 463—485.

Chu, C.Y.C. (1991). “Primogeniture”. Journal of Political Economy 99 (1), 78-99.

Cigno, A. (1991). Economics of the Family. Clarendon Press, Oxford.

Cigno, A. (1993). “Intergenerational transfers without altruism: family, market and state”. European Journal
of Political Economy 7, 505-518.



1050 L. Arrondel and A. Masson

Cigno, A. (2000). “Self-enforcing family constitutions: implications for saving, fertility and intergenerational
transfers”. In: Mason, A., Tapinos, G. (Eds.), Sharing the Wealth: Demographic Change and Economic
Transfers between Generations. Oxford University Press, Oxford, pp. 232-255.

Cigno, A., Giannelli, G.C., Rosati, F.C. (1998). “Voluntary transfers among Italian households”. Structural
Change and Economics Dynamics 9, 435-451.

Cigno, A., Giannelli, G.C., Rosati, F.C. (2001). “Is there a family constitution? A test based on credit ra-
tioning”, mimeo, University of Florence.

Cox, D. (1987). “Motives for private income transfers”. Journal of Political Economy 95 (3), 508-546.

Cox, D. (1990). “Intergenerational transfers and liquidity constraints”. Quarterly Journal of Economics 104,
187-217.

Cox, D., Japelli, T. (1990). “Credit rationing and private transfers: evidence from survey data”. Review of
Economics and Statistics 72, 445-453.

Cox, D., Raines, F. (1985). “Interfamily transfers and income redistribution”. In: David, M., Smeeding,
T. (Eds.), Horizontal Equity, Uncertainty, and Measures of Well-being. University of Chicago Press,
Chicago.

Cox, D., Rank, M.R. (1992). “Inter vivos transfers and intergenerational exchange”. Review of Economics
and Statistics 74, 305-314.

Cox, D, Stark, O. (1996). “Intergenerational transfers and the demonstration effect”, mimeo, Boston College—
Harvard University.

Cox, D., Stark, O. (1998). “Financial transfers to the elderly and the “Demonstration effect”, mimeo, Boston
College—Harvard University.

Cox, D., Hansen, B., Jimenez, E. (2004). “How responsive are private transfers to income? Evidence from a
Laissez-Faire economy . Journal of Public Economics 88, 2193-2219.

Davies, J.B. (1981). “Uncertain lifetime, consumption and dissaving in retirement”. Journal of Political Econ-
omy 89 (3), 561-577.

Davies, J.B., Shorrocks, A.F. (1981). “The distribution of wealth”. In: Atkinson, A.B., Bourguignon, F. (Eds.),
Handbook of Income Distribution, vol. 1. North-Holland, Amsterdam, pp. 605-675.

Davies, J.B., St. Hilaire, F. (1987). “Reforming capital income taxation in Canada”, Minister of Supply and
Services of Canada, Ottawa.

Duflo, E. (2003). “Grandmothers and granddaughters: old age pension and intra-household allocation in South
Africa”. World Bank Economic Review 17 (1), 1-25.

Dunn, T.A. (1997). “The distribution of intergenerational income transfers across and within families”,
mimeo, Syracuse University.

Eheh, P.P. (1974). Social Exchange Theory: The Two Traditions. Harvard University Press, Cambridge.

Esping-Andersen, G. (1999). Les trois mondes de 1’Etat-providence. PUF, Paris. French translation of: The
Three Worlds of Welfare Capitalism, Cambridge, Polity Press, 1990.

Fehr, E., Schmidt, K.M. (2006). “The economics of fourness, reciprocity and altruism: experimental evi-
dence”, this volume.

Fong, C., Bowles, S., Gintis, H. (2006). “Strong reciprocity and the welfare state”, this volume.

Friedman, B.M., Warshawsky, M. (1988). “Annuity prices and savings behavior in the United States”. In:
Bodie, Z., Shoven, J., Wise, D. (Eds.), Pensions in the US Economy. University of Chicago Press, Chicago,
pp. 53-77.

Friedman, B.M., Warshawsky, M. (1990). “The cost of annuities: implications for saving behavior and be-
quests”. Quarterly Journal of Economics 94, 135-154.

Gale, W., Potter, S. (2003). “The impact of gifts and bequests on aggregate saving and capital accumulation”.
In: Munnell, A.H., Sunden, A. (Eds.), Death and Dollars: The Role of Gifts and Bequests in America.
Brookings Institution Press, Washington. Chapter 9.

Gale, W.J., Scholz, J.K. (1994). “Intergenerational transfers and the accumulation of wealth”. Journal of
Economic Perspectives 8, 145-160.

Godelier, M. (1982). La production des Grands Hommes. Pouvoir et domination masculine chez les Baruya
de Nouvelle Guinée. Fayard, Paris.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1051

Godelier, M. (2000). “Things you don’t give or sell but which you keep: valuable and social objects”. In:
Gérard-Varet, L.A., Kolm, S.C., Mercier-Ythier, J. (Eds.), The Economy of Reciprocity, Giving and Al-
truism. MacMillan, London, pp. 182-195.

Gokhale, J., Kotlikoff, L.J., Sefton, J., Weale, M. (2001). “Simulating the transmission of wealth inequality
via bequests”. Journal of Public Economics 79, 93—128.

Guiso, L., Jappelli, T., Terlizzese, D. (1996). “Income risk, borrowing constraints and portfolio choice”. Amer-
ican Economic Review 86, 158-172.

Hammond, P. (1975). “Charity: altruism or cooperative egoism?”. In: Phelps, E.S. (Ed.), Altruism, Morality
and Economic Theory. Russel Sage Foundation, New-York.

Hochguertel, S., Ohlsson, H. (2000). Compensatory inter vivos gifts. Dept. of Economics, Goteborg Univer-
sity. Working Paper No. 31.

Hurd, M.D. (1987). “Savings of the elderly and desired bequests”. American Economic Review 77, 298-312.

Hurd, M.D. (1989). “Mortality risk and bequests”. Econometrica 57, 779-813.

Hurd, M.D. (1990). “Research on the elderly: economic status, retirement, and consumption and saving”.
Journal of Economic Literature 28, 565-637.

Hurd, M.D. (2003). “Bequests: by accident or by design?”. In: Munnel, A.H., Sunden, A. (Eds.), Death and
Dollars: The Role of Gifts and Bequests in America. Brookings Institution Press, Washington. Chapter 4.

Ioannides, Y.M., Kahn, K. (2000). “The nature of two-sided altruism in intergenerational transfers of money
and time: an empirical analysis”. In: Gérard-Varet, L.A., Kolm, S.C., Mercier-Ythier, J. (Eds.), The Econ-
omy of Reciprocity, Giving and Altruism. MacMillan, London, pp. 314-331.

Kessler, D., Masson, A. (1989). “Bequest and wealth accumulation: are some pieces of the puzzle missing?”.
Journal of Economic Perspectives 3, 141-152.

Kessler, D., Masson, A., Pestieau, P. (1991). “Trois vues sur léritage: la famille, la propriété, 1’Etat”.
Economie et Prévision 100-101, 1-29.

Kimball, M.S. (1987). “Making sense of two sided altruism”. Journal of Monetary Economics 20 (2), 301-
326.

Kohli, M. (1999). “Private and public transfers between generations: linking the family and the state”. Euro-
pean Societies 1 (1), 81-104.

Kolm, S.C. (1984). La bonne économie: la réciprocité générale. PUF, Paris.

Kolm, S.C. (2000). “Introduction: the economics of reciprocity, giving and altruism”. In: Gérard-Varet, L.A.,
Kolm, S.C., Mercier-Ythier, J. (Eds.), The Economy of Reciprocity, Giving and Altruism. MacMillan,
London, pp. 1-44.

Kopczuk, W., Slemrod, J. (2003). “Tax Consequences on Wealth Accumulation and Transfers of the Rich”.
In: Munnell, A.H., Sunden, A. (Eds.), Death and Dollars: The Role of Gifts and Bequests in America.
Brookings Institution Press, Washington. Chapter 7.

Kotlikoff, L.J. (1988). “Intergenerational transfers and savings”. Journal of Economic Perspectives 2, 41-58.

Kotlikoff, L.J. (1989). What Determines Savings. Cambridge, MIT Press.

Kotlikoff, L.J., Spivak, A. (1981). “The family as an incomplete annuities market”. Journal of Political Econ-
omy 89, 372-391.

Kotlikoff, L., Summers, L. (1981). “The role of intergenerational transfers in aggregate capital accumulation”.
Journal of Political Economy 89, 706-732.

Laferrere, A. Wolff, F.-C. (2006). “Microeconomic models of family transfers”, this volume.

Laitner, J. (1997). “Intergenerational and interhousehold economic links”. In: Rosenzweig, M.R., Stark, O.
(Eds.), Handbook of Population and Family Economics, vol. 1A. North-Holland, Amsterdam, pp. 189—
238.

Laitner, J., Ohlsson, H. (1997). “Equality of opportunity and inheritance: a comparison of Sweden and the
U.S.”, Paper presented at the conference “Wealth, Inheritance and Intergeneration Transfers” 22-23 June
1997, University of Essex, U.K.

Laitner, J., Ohlsson, H. (2001). “Bequest motives: a comparison of Sweden and the United States”. Journal
of Public Economics 79, 205-236.



1052 L. Arrondel and A. Masson

Lee, R. (2000). “A cross-cultural perspective on intergenerational transfers and the economic life cycle”.
In: Mason, A., Tapinos, G. (Eds.), Sharing the Wealth: Demographic Change and Economic Transfers
between Generations. Oxford University Press, Oxford, pp. 17-56.

Lee, R., Miller, T. (1994). “Population age structure, intergenerational transfers, and Wealth”. Journal of
Human Resources 29 (4), 1027-1063.

Lee, Y.J., Parish, W.L., Willis, R.J. (1994). “Sons, daughters, and intergenerational support in Taiwan”. Amer-
ican Journal of Sociology 99 (4), 1010-1041.

Lévi-Strauss, C. (1958). Anthropologie Structurale. Plon. In English: Structural Anthropology, 1958 publ.
Allen Lane, The Penguin Press, 1968.

Lindbeck, A., Weibull, J.W. (1988). “Altruism and time consistency: the politics of fait accompli”. Journal of
Political Economy 96, 1165-1182.

Lucas, R.E.B., Stark, O. (1985). “Motivations to remit: evidence from Botswana”. Journal of Political Econ-
omy (1985) 93, 901-918.

Lundholm, M., Ohlsson, H. (2000). ‘“Post mortem reputation, compensatory gifts and equal bequests”. Eco-
nomics Letters 68 (2), 165-171.

Masson, A. (2001). “Economie du débat intergénérationnel: points de vue normatif, comptable, politique”.
In: Véron, J., Legaré, J., Pennec, S., Digoix, M. (Eds.), Le contrat social a 1’épreuve des changements
démographiques. In: Dossiers et Recherches de I'Ined, vol. 104, pp. 15-51.

Masson, A., Pestieau, P. (1997). “Bequests motives and models of inheritance: a survey of the literature”. In:
Erreygers, G., Vandevelde, T. (Eds.), Is Inheritance Legitimate?, pp. 54—-88.

Mauss, M. (1950). Sociologie et anthropologie. PUF, Paris.

Mauss, M. (1968). Essais de sociologie. Editions de Minuit, Paris.

McGarry, K. (1999). “Inter vivos transfers and intended bequests”. Journal of Public Economics 73, 321-351.

McGarry, K. (2001). “The cost of equality: unequal bequest and tax avoidance”. Journal of Public Eco-
nomics 79, 179-204.

McGarry, K., Schoeni, R.F. (1995). “Transfer behavior in the health and retirement study: measurement and
the redistribution of resources within the family”. Journal of Human Resources 30 (Supplement), S185—
S226.

McGarry, K., Schoeni, R.F. (1997). “Transfer behavior within the family: results from the asset and health
dynamics survey”. Journal of Gerontology 52B, 82-92.

Menchik, PL. (1980a). “Primogeniture, equal sharing and the U.S. distribution of wealth”. Quarterly Journal
of Economics 94, 299-316.

Menchik, P.L. (1980b). “Effect of material inheritance on the distribution of wealth”. In: Smith, J.D. (Ed.),
Modelling the Distribution and Intergenerational Transmission of Wealth. University of Chicago Press,
Chicago, pp. 159-185.

Menchik, P.L. (1988). “Unequal estate division: is it altruism, reverse bequests, or simply noise”. In: Kessler,
D., Masson, A. (Eds.), Modelling the Accumulation and Distribution of Wealth. Oxford University Press,
London, pp. 105-116.

Menchik, P.L., David, M.H. (1983). “Income distribution, lifetime savings, and bequests”. American Eco-
nomic Review 73, 672-690.

Menchik, P.L., Irvine, F.O., Jianakoplos, N.A. (1986). “Determinants of intended bequests”, Discussion Paper
A-197, Michigan State University.

Modigliani, F. (1986). “Life cycle, individual thrift and the wealth of nations”. American Economic Re-
view 76, 297-313. (Nobel Lecture).

Modigliani, F. (1988). “The role of intergenerational transfers and life cycle saving in the accumulation of
wealth”. Journal of Economic Perspectives 2, 15-40.

Munnell, A.H., Sunden, A. (Eds.) (2003). Death and Dollars: The Role of Gifts and Bequests in America.
Brookings Institution Press, Washington.

Perozek, M.G. (1998). “A reexamination of the strategic bequest motive”. Journal of Political Economy 106,
423-445.



Ch. 14:  Altruism, exchange or indirect reciprocity: what do the data on family transfers show? 1053

Pestieau, P. (2003). “The role of gift and estate transfers in the United States and in Europe”. In: Munnell,
A.H., Sunden, A. (Eds.), Death and Dollars: The Role of Gifts and Bequests in America. Brookings
Institution Press, Washington. Chapter 3.

Pezzin, L., Kemper, P., Reschovsky, J. (1996). “Does publicly provided home care substitute for family care?
Experimental evidence with endogenous living arrangements”. Journal of Human Resources 31, 650-676.

Poterba, J. (2001). “Estate and gift taxes and the incentives for inter vivos giving in the united states”. Journal
of Public Economics 79, 237-264.

Rapoport, H., Docquier, F. (2006). “The economics of migrant’s remittances”, this volume.

Ribar, D.C., Wilhelm, M.O. (2002). “Socialization, exchange and the intergenerational transmission of elder
support attitudes: evidence from three generations of Mexican-Americans”, mimeo.

Stark, O. (1993). “Nonmarket transfers and altruism”. European Economic Review 37, 1414-1424.

Tomes, N. (1981). “The family, inheritance and the intergenerational transmission of inequality”. Journal of
Political Economy 89, 928-958.

Tomes, N. (1982). “On The intergenerational saving function”. Oxford Economic Papers 34, 108-134.

Tomes, N. (1988). “Inheritance and inequality within the family: equal division among unequals or do the
poor get more?”. In: Kessler, D., Masson, A. (Eds.), Modelling the Accumulation and Distribution of
Wealth. Oxford University Press, London, pp. 79—104.

Toubiana, E. (1988). L’héritage et sa psychopathologie. PUF, Paris.

Wilhelm, M.O. (1996). “Bequest behavior and the effect of heirs’ earnings: testing the altruistic model of
bequests”. American Economic Review 86, 874-892.

Wolff, E.N. (2003). “The impact of gifts and estates on the distribution of wealth”. In: Munnell, A.H., Sunden,
A. (Eds.), Death and Dollars: The Role of Gifts and Bequests in America. Brookings Institution Press,
Washington. Chapter 10.

Wolff, F.C. (1998). Altruisme, échange et réciprocité, These, Nantes.

Wolff, F.C. (2000). “Transferts monétaires inter vivos et cycle de vie”. Revue Economique 51 (6), 1419-1452.

Wolff, F.C. (2001). “Private intergenerational contact in France and the demonstration effect”. Applied Eco-
nomics 33, 143—-153.



Chapter 15

INTERGENERATIONAL ALTRUISM AND NEOCLASSICAL
GROWTH MODELS"

PHILIPPE MICHEL
GREQAM, Univ. Aix-Marseille Il and EUREQua, Univ. Paris I, France

EMMANUEL THIBAULT
GREMAQ, University Toulouse I, Toulouse, France

JEAN-PIERRE VIDAL

European Central Bank!, Frankfurt am Main, Germany

Contents
Abstract 1056
Keywords 1057
1. Introduction 1058
2. The behaviour of altruistic households 1060
2.1. The two-period overlapping generations model 1061
2.2. Modelling the bequest motive 1061
2.3. Expectations and optimal choices 1063
2.3.1. The associated infinite horizon optimisation problem 1064
2.3.2. The dynasty’s founding father 1066
2.4. Small open economy 1067
3. The intertemporal equilibrium 1068
3.1. Definitions 1069
3.1.1. Production and firms 1069
3.1.2. Intertemporal equilibrium 1069
3.1.3. Characterisation of the intertemporal equilibrium 1070

* We thank Sabrina Buti, Bertrand Crettez, Louis Gevers, Nicola Giammarioli, Pierre-André Jouvet, Serge-
Christophe Kolm, Jean Mercier-Ythier, Pierre Pestieau, Gilles Rotillon and an anonymous referee of the ECB
Working Paper Series for their comments and suggestions.

! The views expressed in this chapter are those of the authors and do not necessarily reflect those of the
European Central Bank.

Handbook of the Economics of Giving, Altruism and Reciprocity, Volume 2
Edited by Serge-Christophe Kolm and Jean Mercier Ythier

Copyright © 2006 Elsevier B.V. All rights reserved

DOI: 10.1016/51574-0714(06)02015-X


http://dx.doi.org/10.1016/S1574-0714(06)02015-X

1056

9.

3.2. The Cobb-Douglas case
3.3. Comparison with the social optimum
3.3.1. The central planner’s problem
3.3.2. Decentralisation of the social optimum
3.3.3. Infinitely lived agents versus altruistic agents
Steady state
4.1. Steady state with positive bequests
4.2. Steady state with zero bequests
4.3. Existence and multiplicity of steady states

. Fiscal policy

5.1. Neutrality of government debt
5.2. Neutrality of pay-as-you-go social security
5.3. Nonneutrality of estate taxation
5.4. Neutrality of high debts
Heterogenous altruistic dynasties
6.1. Steady state
6.2. Government debt
6.3. Pay-as-you-go social security and estate taxation
Other forms of altruism
7.1. Others forms of pure altruism
7.1.1. Ascending altruism
7.1.2. Two-sided altruism
7.2. Ad hoc altruism
7.2.1. A model with debt neutrality
7.2.2. Paternalistic altruism
7.2.3. Family altruism
Extensions
8.1. Altruism and education
8.2. Altruism and environment
Conclusion

References

Abstract

Ph. Michel et al.

1071
1074
1074
1075
1076
1077
1077
1080
1081
1082
1082
1084
1084
1085
1086
1087
1089
1090
1091
1091
1091
1092
1094
1094
1095
1095
1097
1097
1100
1103
1104

This chapter surveys intergenerational altruism in neoclassical growth models. It first
examines Barro’s approach to intergenerational altruism, whereby successive genera-
tions are linked by recursive altruistic preferences. Individuals have an altruistic concern
only for their children, who in turn also have altruistic feelings for their own children.
Through such a recursive relation all generations of a single family (a dynasty) are
linked together by a chain of private intergenerational transfers, countervailing any at-
tempt by the government to redistribute resources across generations. This offsetting of
public by private transfers operates only if bequests are positive. This is an important
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qualification to Barro’s debt neutrality result. The conditions under which the Ricardian
equivalence (debt neutrality) theorem applies are specified. The effectiveness of fiscal
policy is further analysed in the context of an economy populated by heterogeneous
families differing with respect to their degree of intergenerational altruism.

We also examine other forms of dynastic altruism consistent with Barro’s recursive
definition of altruism, ascending altruism and two-sided altruism. These forms could
be expected to deliver debt neutrality unconditionally, as families leaving zero bequests
could be families characterised by child-to-parent gift under ascending altruism. We
find that this is not the case and no form of dynastic altruism therefore ensures debt
neutrality without condition. Even under two-sided altruism there are cases, in which
both bequests and gifts are constrained and fiscal policy remains effective. We then
review ad hoc forms of altruism and their implications for the debt neutrality results.
Only one specific form of ad hoc altruism always guarantees debt neutrality; this form
departs from the recursive approach underpinning dynastic altruism, with its objective
function being formally equivalent to that of the social planner. Extensions to the fields
of education and environmental are presented in a final section.

Keywords
neoclassical general aggregative models, altruism, fiscal policy, Ricardian equivalence

JEL classification: C60, D64, E13, E62
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1. Introduction

How do altruistic sentiments in the family affect economic outcomes and policies?
This largely self-contained chapter surveys the macroeconomic literature on intergener-
ational altruism, examining the assumptions underpinning altruistic growth models and
their consequences for both the macroeconomic equilibrium and fiscal policy.

Private sector’s reaction to fiscal policy is a key determinant to the effectiveness
of fiscal policy in stimulating economic activity and growth. Modern macroeconomic
theory is based on the assumption of highly rational and reactive economic agents,
who are farsighted and rely on rather complex calculations to take their consumption-
saving decisions. However, the two main macroeconomic paradigms—the overlapping
generations model and the infinitely lived agent model—entail opposite conclusions re-
garding the impact of fiscal policy on economic activity. Whereas public debt crowds
out private savings and results in a lower level of capital accumulation in the Allais
(1947)-Samuelson (1958)-Diamond (1965) overlapping generations model, it is neu-
tral in the Ramsey (1928) infinitely lived agent model. Key to the neutrality result is the
overlap between the period of time over which the government reimburses public debt
by levying taxes and the period of time over which the consumer’s budget constraint
extends. If consumers die before public debt is redeemed, the financing of a given level
of public expenditure from the issuance of public bonds increases their net wealth com-
pared with an equivalent financing from taxation, as death allows them to escape future
taxation and to leave the tax burden to future generations. More generally, Buiter (1988)
and Weil (1989) proved that the cornerstone of the neutrality result is whether or not new
agents enter the economy. Infinitely lived individuals would not support the entire tax
burden associated with increases in public debt, were new individuals to be born tomor-
row, regardless of their life span. The set of taxpayers must remain the same over time
for the neutrality result to apply.

Intergenerational altruism reconciles finite lifetimes and infinite horizons. Family af-
fections extend one’s economic decision making beyond one’s finite lifetime. The view
that wealth is stored up for the purposes of enhancing children’s welfare has been ad-
vocated by neoclassical economists. In his Principles of Political Economy, Marshall
points to the concern for children as the main reason for saving. This concern is mainly
expressed by intergenerational transfers, such as bequests. Altruistic families or dynas-
ties, exactly as infinitely lived agents, are able to counter the effects of fiscal policy.
If a government takes one euro from children and gives it to their parents, it affects
neither parents’ nor children’s consumption profiles, since the parents compensate for
this transfer by increasing their bequests to their beloved children by exactly one euro.
This offsetting of public by private transfers is at the heart of the debt neutrality debate,
which dates back to Ricardo and has been revived by Barro (1974). Barro’s approach to
intergenerational transfers is in line with Becker’s (Becker, 1974) theory of social inter-
actions, according to which redistribution between family members is neutral, when the
head of the family makes positive gifts to all the members of the family. Barro applies
the same logic to the complete sequence of descendants.
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Barro’s analysis of debt neutrality is based on an assumption that individuals are mo-
tivated by a special form of intergenerational altruism, which we refer to as dynastic
altruism. Individuals have an altruistic concern for their children, who also have al-
truistic feelings for their own children, and so on. Through this recursive relation, all
generations of a single family—or a dynasty—are linked together by a chain of private
intergenerational transfers. This view of altruism is consistent with the succession of
generations within a dynasty and therefore fully reconciles finite life and infinite hori-
zon. In this respect, dynastic altruism seems to provide a fully fledged microeconomic
foundation for the infinitely lived agent model, insofar as the infinitely lived agent can be
interpreted as a dynasty of altruistically linked individuals. A dynasty, however, clearly
differs from an infinitely lived agent, insofar as it is a succession of distinct—albeit
altruistic—individuals, who are endowed with their own preferences and freedom of
choice. This entails serious qualifications to the debt neutrality result—also known as
the Ricardian equivalence theorem.! Assume for instance that parents are so poor that
despite their strong altruistic feelings they cannot afford to leave bequests to their chil-
dren. If the government takes one euro away from these now relatively wealthy children
and gives it to their needy parents, the parents would use this sum to increase their
consumption, not to increase their bequests, and the children would end up with a life-
time income lower than prior to the policy intervention. Importantly, this suggests that
parents fully agree with this redistributive scheme and would even implement it them-
selves in the family by leaving debt—negative bequests—to their children, if inherited
debt were enforceable.

The non-negative bequest constraint plays a crucial role in the definition of the eco-
nomic equilibrium and in the analysis of fiscal policy in the dynastic model. Even
though it formally resembles a liquidity constraint in the infinitely lived agent model,
there is a clear distinction between non-negative bequest conditions and liquidity con-
straints. While there is no reason for forbidding individuals to borrow over their life-
cycle, using future earnings as collateral, children’s future labour income—or human
capital—is no valid collateral for parents’ private borrowing. Altruistic feelings do not
always trigger positive transfers between generations. Poor parents love their children
but may leave no bequests, which has direct implications for the effectiveness of fiscal
policy. Fiscal policy is effective, when successive generations are not linked by a chain
of positive private transfers.

Modelling the bequest motive requires several crucial assumptions in a dynastic
framework, as described by Barro (1974). When presenting the altruistic individual’s
utility function in Section 2, we pay particular attention to the modelling of expecta-
tions and to the first individual of the altruistic dynasty, two aspects which are usually
disregarded in the literature. The behaviour of altruists is illustrated in the case of a

! The Ricardian view has often been associated to Barro, whose seminal paper has rejuvenated the debt
neutrality debate. See Seater (1993) and Elmendorf and Mankiw (1999) for an excellent analysis of this both
theoretical and empirical debate.
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small open economy. In Section 3 we examine the closed economy version of altruis-
tic models and characterise the intertemporal equilibrium, which generically features
either zero bequests (bequest-constrained equilibrium) or positive bequests (bequest-
unconstrained equilibrium). We also compare the intertemporal equilibrium with the
social optimum. In Section 4 we characterise the steady state equilibria of the dynastic
model, focusing on existence and multiplicity. The neutrality of fiscal policy—public
debt, social security and estate taxation—is thoroughly analysed in Section 5, where we
provide a theoretical exposition of the Ricardian equivalence theorem.

The baseline altruistic model of economic growth presented in Sections 2-5 is built
upon the assumption of a representative family or dynasty, in this respect very much
similar to the infinitely lived representative agent model. The coexistence of bequest-
constrained and bequest-unconstrained families is worth enquiring and seems to be
a more appropriate abstraction of real economies, where heterogeneity of behaviours
clearly prevails. In Section 6 we consider the altruistic growth model with heteroge-
neous individuals. It is shown that Ricardian equivalence still holds from a macroeco-
nomic viewpoint, as capital accumulation, which is driven by the saving behaviour of
the more altruistic individuals, is not affected by fiscal policy, but that there are impor-
tant distributional effects of fiscal policy.

Other forms of altruism, which have been investigated in the literature, are also re-
viewed in Section 7. First, we review models of ascending altruism and models of
two-sided altruism, which stretch Barro’s intuitive formulation of dynastic or pure al-
truism towards its limits. Second, we survey other forms of altruism, which we refer
to as ad hoc altruism. They are ad hoc to the extent that the benefactor’s utility does
not directly depends on the beneficiary’s utility, in contrast to Barro’s description of
family affections. Extensions of the baseline altruistic growth model to the fields of ed-
ucation and of environmental economics are provided in Section 8. A brief conclusion
is gathered Section 9.

2. The behaviour of altruistic households

The overlapping generations model is appropriate for the analysis of intergenerational
transfers, owing to its demographic structure. Altruistic transfers are therefore inves-
tigated in a dynastic framework underpinned by the baseline two-period overlapping
generations model, in which a new generation is born in each period, so that two gen-
erations are alive in each period. First, we briefly outline the two-period overlapping
generations model, a thorough exposition of which is provided by de la Croix and
Michel (2002). Second, we introduce the bequest motive in this model, setting out the
utility function of altruistic individuals. Third, we characterise the optimal decisions
taken by altruistic individuals. Finally, we consider the small open economy case with
a view to illustrating the behaviour of altruists.
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2.1. The two-period overlapping generations model

Consider an economy where time is discrete. Individuals who are identical within as
well as across generations are indexed by their date of birth, . An individual’s life-
cycle consists of two periods, which we refer to as youth and old-age. The number of
individuals born in period ¢ is Ny = (1 + n)N;_1, where n > —1 is the exogenous
population growth rate.

Young agents born in period ¢ supply one unit of labour, receive the market wage wy,
consume c; and save s;, therefore facing the budget constraint: w; = ¢; + s;. When old,
they consume the proceeds of their savings, d;+1 = R;115:, where R, is the factor of
interest.

Agents are selfish and maximise their life-cycle utility”> U, = U(c;, dy+1). Their
saving function s is given by:

s = argmax U(w; — 5, Riy1s) = 5P (wy, Rig1)
s
Their optimal consumptions are:

Ct = Wy — SD(wn Riy1) = CD(wz, Ri+1)
di+1 = Rey15P (wr, Reg1) = dP (wy, Risr)

With a neoclassical production sector, the equilibrium of the overlapping generations
economy may be dynamically inefficient (see Diamond, 1965). Saving decisions are
decentralised and individuals may save more than necessary to maintain the golden rule
capital stock, defined as the stock of capital maximising net output. In such a case, the
economic equilibrium is not Pareto-optimal. There is then room for fiscal policies such
as public debt financing or pay-as-you-go social security, which improve welfare by ab-
sorbing saving in excess of the golden rule, thereby increasing net output. Regarding the
long-run equilibria of the overlapping generations model, standard assumptions on the
utility and production function are not sufficient to ensure uniqueness or even existence
of positive steady states. Galor and Ryder (1989) have shown that, under fairly standard
assumptions, this model can experience no or more than one positive steady state.

2.2. Modelling the bequest motive

Young altruists born in period ¢ supply one unit of labour, receive the market wage wy,
inherit x;, consume ¢; and save s;. When old, they consume part of the proceeds of their
savings, d;+1, and bequeath the remainder, (1 + n)x;41, to their 1 + n children. The

2 We assume that the function U(c, d) is strictly concave and twice continuously differentiable over the
interior of the set RY x R%. Moreover: U/(c,d) > 0, Uj(c,d) > 0, limy_,qU/(0,d) = +00 and
limF,_>0 Ul(c,0) = +00. We -al‘so assume that the‘ Hessian of U is negative definite, i.e. U..U}, — UC”d2 >0,
which ensures the differentiability of saving functions.
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budget constraints that individuals face over their life are therefore:

Xy +wy =c¢p + 8¢ (1)

Riv1se = dry1 + (1 +n)xs4 2

Bequests® are private intergenerational transfers from the old to the young. Since
children are exempted by law from responsibility for parental debts, credit institutions
do not accept children’s future earnings as collateral for parents’ private borrowing. In-
herited debt are not enforceable. In bequest models, it is therefore assumed that parents
face the following non-negativity constraint:

X412 0 3

If this constraint is binding, bequests are zero and bequest motive said to be inopera-
tive. Altruistic households behave as if they were selfish, when the non-negative bequest
constraint is binding. The evolution of bequests is obtained by eliminating s; in the bud-
get constraints (1) and (2):

Xr+1 = L[R,_H(x, +w; —¢r) — dry1] “4)
14+n
Parents are assumed to have an altruistic concern for their children. According to
Barro’s (Barro, 1974) recursive definition of altruism,* parents care about their chil-
dren’s welfare by weighting their children’s utility in their own utility function V;.
Denoting with V4 the well-being of each of their 1 + »n children, the utility of in-
dividuals born in period ¢ is given by:

Vi=U +yViy1 (%)

where U; = U (c;, d;41) is the utility from life-cycle consumption.’

Parents have two sources of utility: (i) they derive (selfish) utility from consumption;
(ii) they derive (altruistic) utility from the welfare of their children. We refer to the pa-
rameter y as the degree of intergenerational altruism.® Equation (5) relates the utility of

3 The structure of the model is such that parents’ and children’s life-cycles overlap. It results that bequests
could also be interpreted as inter vivos gifts. In the absence of incentive and information problems, there is
no difference between both types of transfers and we shall only refer to them as bequests.

4 Most authors, including Bevan and Stiglitz (1979), Buiter (1979) and Carmichael (1982), who examine
Barro’s formulation of dynastic altruism, assume separability with respect to the attainable level of children’s
utility.

5 Initially Barro (1974) proposed the following compact formulation of altruism: V; = G(Uy, V;41). This
intuitive formulation leads to complex mathematical problems (for example, non convergence of V, non
optimality of first order conditions,...). On these issues, see Hori and Kanaya (1989) and Hori (1992) or the
survey of Bergstrom (1999). To avoid these mathematical problems, economists usually assume separability
of Barro’s (Barro, 1974) recursive definition of altruism (V; = Ur + y Vi 41).

6 An alternative specification consists in writing ¥ (1 4+ n), where y is the factor of pure altruism and 1 4 n
the number of children. These two formulations are equivalent, when the number of children per family is
exogenous (Buiter and Carmichael, 1984). A refinement of this approach considers that altruism influences
fertility (Barro and Becker, 1988).
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parents to the utility of each of their children. Although parents have altruistic feelings
only for their own children, these children are also concerned for their own children, i.e.
Vir1 = U1 + v Vego. Tt results that parents’ utilities depend—albeit not directly—on
the utilities of their grand-children, i.e. V; = U, + yU,+1 + y*V,12. We can substitute
children’s utilities forward for all T > ¢:

T—1
Vi=Y vy vr

j=t
If the following condition holds,

lim yT~'vy =0
T—+oo
we can express V; as a weighted infinite sum of the life-cycle utilities of current and
future generations:

+00 )
V=Y yIT'U; 6)
j=t

Altruistic individuals take into account the infinite stream of their descendants’ util-
ities. Their altruistic utility is equal to the discounted sum (with a discounting factor
y) of their own life-cycle utility and the life-cycle utilities of all their descendants. The
degree of intergenerational altruism y is assumed to be smaller that 1. This reflects
weights diminishing with the social distance between the altruists and those to whom
they are altruistically related, as parents discounts less the utility of their children than
that of their grand-children. This also implies that the infinite sum (6) is convergent,
when life-cycle utilities are bounded.

2.3. Expectations and optimal choices

Individuals belonging to generation 8 > ¢ choose cg, sg, dp+1 and xp41, take prices
wy, Roy1 as given and maximise their utility Vy subject to their budget constraints (1)
and (2) and to the non-negative bequest condition (3) evaluated in period t = 6. To
decide how much to leave to their children, they need to forecast the choices of all their
descendants, whose decisions and utility levels hinge on the bequests they will receive.
Individual choices are therefore based on forecasts of all current and future prices.

In each period ¢, an individual’s information set is denoted with P; = {(wg, Rg+1);
6 > t}. This notation makes clear that the expectations of all successive cohorts are
compatible, since we have Py = P11 U (wy, Rs+1). By definition the maximum utility
of an individual is given by the following recursive relation:

Vi, Py= max {U(c, dig) + vy Vi st Prg) ) (7)

CtsStydi1, X141

subject to (3) and (4).
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Vi (x;, P;) stands for the maximum level of utility that can be attained by individuals
who have inherited x; from their parents. Importantly, this level depends on the sequence
of all current and future prices, {wg, Ro+1 };:f, which is the individual’s information
set. This is the level of utility individuals attain by maximising the sum of the utility
they derive from their life-cycle consumption and the utility, y V%, they derive (out
of altruism) from leaving a bequest x;4 to each of their 1 4 n children. Equation (7)
is a recursive relation, the solution of which {V;*(.)};>¢ is the sequence of utilities of
all members of the altruistic dynasty. This is also the Bellman equation of an infinite
horizon problem, relating the value function of parents, V*, to the value function of
children, V. Two remarks are here in order. First, the value function is generally not
independent from the period where it is evaluated, and is therefore indexed by time.
Second, recursive utilities are well defined only if the expectations of all generations
are compatible. Compatibility of the expectations of successive generations is a crucial
assumption of the altruistic model, which is usually not stated in an explicit manner.

2.3.1. The associated infinite horizon optimisation problem

Consider the following infinite horizon problem with an initial state xop > 0 and an
exogenously given sequence of positive prices Py = {w;, Ri+1}s>0:

Z y'Uler. 1) ®)
{er, dt+1 Xt}, =0 t=0
. 1
Sub_]ect to: Vi > 0, Xi41 = T[Rt+] (wt =+ x; — Ct) — dt+]]
n

Vi>1, x>0

To characterise the solution of this maximisation problem,’ we set up the Lagrangean
L; of period ¢, which is equal to the sum of the life-cycle utility U (c;, d;+1) and the
increase in the shadow value (in terms of utility) of x; over one period,8 YDi+1X141 —

Pt Xt:

=U(cr, diy1) + D1 [Rep1 (s +wr — ¢;) —dig1] — pexs

1 +
For all + > 0, maximising the Lagrangean with respect to ¢; and d;| gives:

Ulcy.df ) = ——piy1Rig 9

1+

Ug(ef,dfy ) = ——pr+1 (10)

1+

7 Fora thorough presentation of discrete time optimisation, see Mc Kenzie (1986).
8 The current shadow price p;41 of bequest x;4 in period ¢ 4 1 is discounted by the factor y in order to
calculate the increase in the shadow value in period 7.
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For all + > 1, maximising £, with respect to x; subject to the non-negative bequest
condition gives:

—pt + 1 -I- —— PR =0 (=0if x7 > 0) an

The transversality condition states that the limit of the shadow value of bequests tends
to zero when time goes to infinity:

hm yYipx} =0 (12)

t—+
These conditions, along with equations (3) and (4), are necessary and sufficient con-

ditions for optimality.9 Equivalently, in addition to (3) and (4), the following conditions
are necessary and sufficient:

Vt > 0, UL(c}, dfy ) = R Uj(cl, df ) (13)
1
Ve > 1,Ulc}, dfy ) — tn ——U)(cr_;,d) <0 (=0ifx} > 0) (14)
. —1
Jim (1L n)y! Ué<cf_1,d,*> =0 (15)

Equation (13) is obtained by merging equations (9) and (10) and eliminating the
shadow price p;+1. Equation (14) results from plugging (10) into (11). The transversal-
ity condition (15) is also obtained by substitution of p;.

Equations (13) and (14) characterise the optimal life-cycle consumptions and the op-
timal bequest x;". In period ¢, old individuals can reduce their own consumption by one
unit, suffering a utility loss of U} (c}_,, d}) and can increase their bequest x; to each of
their children, increasing the utility of their children by U’ (et d; 1) /(1 + n). This in-
crease in the utility of their children raises their own utility by y U (c, Jdf /(M +n). I
bequests are positive (x;° > 0), the utility loss from a reduction in parental consumption
equals the utility gain from increased bequests. If the utility loss from reduced con-
sumption exceeds the utility gain from increased bequests, altruists leave no bequests
(x; = 0). Lastly, the transversality condition (15) means that the limit of the shadow
value of bequests is equal to zero.

If the optimisation problem (8) has an optimal solution from any date ¢+ onwards and
any level of x;, the associated sequence of value functions, V;(x), which is by definition
the maximum of the objective function (8) from ¢ to o0 starting at x; = x, satisfies
the Bellman equation.'” Thus, this sequence of value functions'! is the solution to the
altruistic problem (7).

9 The necessary condition is satisfied when the objective is finite along a path with zero bequests. See
assumption A.2 in Michel (1990a).
10 The Bellman equation, which defines the behaviour of altruistic individuals, corresponds to an infinite
number of optimisation problems.

11 Standard assumptions ensure that these functions exist; see de la Croix and Michel (2002).
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2.3.2. The dynasty’s founding father

Despite the fact that the bequest left by the first old generation, xy, is usually considered
as given and treated as an initial condition of the economic dynamics, it is actually
an economic decision taken by the first old generation born in period t = —1. The
N_; first old agents receive the proceeds of their savings Rps—1, which they use to
consume dp and leave the remainder (1 + n)xq to their children. In period ¢ = 0, the
first-period consumption of the first old individual c_ is given, as it belongs to the past.
Old individuals in period O therefore solve the following maximisation problem:

max{U (c_1, do) + v V{ (x0. Po) } (16)

do.xo
subjectto: Ros—_; =dop+ (1 +n)xg and x9 >0
Previously, we have resorted to the optimisation problem (8) to solve (7). Similarly,

we set up a new optimisation problem to solve (16), the objective function of which,

fzofl y'U(ct, dr+1), is maximised under the following set of constraints (c_j, s_1,

Rp and Py are given):

1
= —[Ros—_1 — d
X0 1_'_n[oS1 o]

1
Vi 20 xep1 = 7 [Rep1(wr +x¢ — ) — di41]
14+n

Vi>0 x>0

The Lagrangeans of periods t > 0 are unchanged and the first-period Lagrangean L
is:
Lo =y 'U(c=1,do) + Ulco. dr) + polRos—1 — do — xo]
_l’_

1_|_nl71[1?1(xo+wo—Co) —di]

By maximising £ with respect to dg and x¢ subject to xg > 0, we obtain:

14
Uh(c_1,d}) = — 17
a(c-1.dg) = 7 P 7)
y . *
—po + R <0 (=0ifxj >0
pot o piRs ( xy > 0)
Note that the first condition corresponds to equation (10) evaluated in period t = —1

and the second to equation (11) evaluated in period 0. Eliminating the shadow prices in
these two conditions, which characterise the optimal behaviour of the first old altruists,
gives equation (14) for r = 0.
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2.4. Small open economy

It is more difficult to characterise the behaviour of altruists than that of selfish in-
dividuals, as an altruist’s economic decision making requires relatively sophisticated
expectations. In this section, altruistic behaviour is illustrated in the simple case of a
small open economy with a constant world interest rate or, alternatively, of an economy
where production occurs according to a linear technology. Such an assumption simpli-
fies the maximisation problem a great deal, since (given the wage rate w and the interest
factor R) the value function V;(x) is independent from time:

V(x)) = max {U(c,dry1) +yVi(xeen))

Ctodip 15X 41

. 1
subject to:  x;q1 = r[R(x, +w—c)—di+1] and x4 =0
n
The maximisation problem faced by each generation is the same, which should come
as no surprise, since it is assumed that the dynasty’s macroeconomic environment is
stationary. For any bequest x > 0, the optimal consumptions ¢ = ¢(x) and d = d(x),
and the bequest passed on to the next generation 7 = z(x) are the solutions to:

Vix) = m;xx{U(c, d)+vyV()}

1
subjectto: z=——[R(x+w—c)—d] and z>0.
1+n
Let us further assume that the value function is concave and differentiable.'? For an
interior solution (with positive bequests z > 0), the two following optimality conditions
are obtained by differentiation:

vied =R ye (18)
Cd) = VO
U@ d) = ﬁv/(z) (19)

Comparing these two conditions with the optimality conditions (9) and (10) shows
that the shadow price p;1 is equal to the marginal value of bequests x7, ;. The optimal-
ity analysis with the Lagrangean £; corresponds to a “marginal form” of the Bellman
equation applied to one particular solution. The Lagrangean method is more powerful,
because it requires no assumption on the (unknown) value function. Moreover, provid-
ing an analytical form of the value function is feasible only in very special cases. In the
following example, we calculate a closed-form solution of the value function in the case
of log-linear life-cycle utilities.

12 For the concavity and the differentiability of the value function, see Stokey and Lucas (1989) and de la
Croix and Michel (2002).
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Indeed, in the case of a log-linear utility U (¢;, d;+1) = Inc; + BInd;41 with 8 > 0,
we prove that, under some conditions, there are positive constants a, b, m such that
V(x;) = a + bln(x; + m) is the unique solution of the Bellman equation. With this
form of the value function, equations (18) and (19) imply:

(I +n)Z+m) md  de (1 +nm)BE+m)
ybR N yb

c =
By substitution, the maximum M of U (c,d) + y V(z) satisfies:
M=0+p+yb)InGE+m)+ya—(1+p)Inb+&

where £ = (1 + B8)In((1 +n)/y) — In R and Z is given by:

vbR ¢! +n)m]
(1+n)(1+B+yb) R

The condition M = V (x) = a + b In(x +m) is then equivalent to the three following
conditions, which pin down m, b and a:

Z+m= [x+w+

() In(x +m) =In(x +w + %) implies m = 7,?71({11”“).
148

(2) b=1+ B+ ybimplies b = 5
(3) The identification of the constant term gives:

AN R 14 B)Inb + £]
a_l—)/ n(l—l—n)_( +B)Inb+§&

b is positive (y < 1), and m is positive!? if and only if R > 1 + n. In addition, the
condition for an interior solution (Z(x) > O for all x > 0) is equivalentto y R > 1 + n.
One can show that, under these assumptions, the value function V (x) = a+b In(x +m)
is the unique solution to the Bellman equation. When y R = 1 + n, the optimal bequest
is always equal to the received bequest,'* Z(x) = x. When the degree of altruism y is
greater than (1 + n)/R, Z(x) is greater than x. When it is smaller than (1 + n)/R, the
optimal bequest is necessarily equal to zero from a finite date ¢ onwards.

3. The intertemporal equilibrium

Until now we have focused on the behaviour of altruists, considering prices as given. In
this section, we examine the intertemporal equilibrium of the dynastic model, assuming
that production occurs according to a neoclassical production function. After charac-
terising the competitive intertemporal equilibrium in the general case, we thoroughly

13 The function V is defined for x > 0 and the consumptions ¢ and d are positive for z > 0 if and only if m
and b are positive.

14° As we shall see in Section 3.2, where prices are endogenous, the steady-state equilibrium is characterised
by y R = 1 + n (the modified golden rule) when the bequest motive is operative.
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analyse the economic dynamics under the assumption of a Cobb—Douglas production
function. We then consider the social optimum and its decentralisation. We finally spell
out the main differences between the infinitely lived agent and the dynastic model.

3.1. Definitions
3.1.1. Production and firms

Production occurs according to a neoclassical technology F(K, L) using two inputs,
capital K and labour L. Homogeneity of degree one of the function F allows us to write
output per young as a function'? of capital per young: f (k) = F(k, 1)+ (1 — u)k where
k = K /L is the capital stock per young (or worker) and u € [0, 1] the depreciation rate
of capital.

In each period, there is one representative firm, producing one good, which is either
consumed or invested. For given prices, wage rate w; and interest factor R;, the maxi-
mum of profits, [T, = F(K;, L;) — w;L; — R;K;, is obtained when marginal products
are equal to prices. The factor prices are given by:

we = Fr () = fke) = ke f' (ki) = wike)
Ri=Fr()+1—p=f'(k) =Rk (20)

3.1.2. Intertemporal equilibrium

Given the initial capital stock K¢ and the initial wealth of the first old altruists s_; =
Ko/N_1, an intertemporal equilibrium with perfect foresights is a sequence of prices
{ws, Ri}i=0, of value functions {V;*};>0, of individual quantities {c;, s, d;, x;};>0 and
of aggregate quantities {K;, L;, Y;, I;};>0 such that in each period ¢:
e Firms maximise their profits (equation (20)).
e Individuals maximise their utility (equation (16) for the first old and equation (7)
for the individuals born in period ¢ > 0).
e The next period’s capital stock K, is equal to investment /; or the sum of indi-
vidual savings N;s;:

Kiv1 =1 = Nsy
e The labour and the good markets clear:

L;=N, and Y, = F(K;, N) = Ni¢; + Ny1d; + I

15 The function f is assumed continuous on R and twice continuously differentiable on Rj_. Moreover, we
assume that for all positive k: f(k) > 0, f/(k) > 0 and f” (k) < 0.
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In an economy with dynastic altruism, the assumption of perfect foresights is more
stringent than in models with selfish individuals, such as the Diamond (1965) model,
where individuals only need to forecast next period’s prices, namely the rate of interest.
As altruistic individuals have to forecast all future prices to take decisions today, the
characterisation of the economic equilibrium entails an infinite dimensional fixed point
of the sequence of prices {w;, R;};>0. Sequences of value functions {V;*};>0 and of indi-
vidual optimal decisions {c}, d}', s}, x;'};>0 are associated with the sequence of prices,
while the aggregation of individual optimal decisions determines the macroeconomic
variables and ultimately the sequence of prices.

3.1.3. Characterisation of the intertemporal equilibrium

Assuming that an intertemporal equilibrium with perfect foresights exists, a simple
method of characterisation consists in replacing the equilibrium prices with their expres-
sions (w; = w(k;) and R, = R(k;) = f'(k;)) in the individual optimality conditions.'®
Under standard assumptions, equations (9) and (10), together with R,1 1 = f/(k;11),
define the optimal consumptions as a function of the capital stock and of the shadow
price of bequests:

¢ =Clkisr, prs1)  and  dfyy = Dlkirr, pret)

We also have d} as a function of pg and the initial conditions (see equation (17)). Plug-
ging the optimal consumptions into the equation describing the evolution of bequests
and that driving the dynamics of capital, we obtain the two following relations:

(L + ki1 = 57 = x{ +w(ke) — Ckit1, prv1)

A +nmxyy = fky)s] — D(kig1, pra1)
Bequests thus are a function of the capital stock and the shadow price:
D(ki+1, Pr+1)

1+n
Using this equation in period ¢, we obtain the dynamic equation of capital:

(I + ki1 = Eky, po) +w(ky) — Clheg1, prt1) 2D

When characterising the intertemporal equilibrium, we must distinguish two cases
depending on whether or not the optimal bequest in period ¢ is positive.
If the optimal bequest x; is positive in period ¢, the optimality condition (11) implies:
14

Pt = mf/(ktH)Pt—H (22)

X = f kg Dkipr — = Eket1, Pre1)

16 Since these optimality conditions are necessary and sufficient, the conditions obtained by substitution are
also necessary and sufficient for an intertemporal equilibrium.
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Equations (21) and (22) implicitly define a two-dimensional dynamics of k; and p;.
The initial capital stock kg is given, but not the shadow price py. These equations define
the forward—backward dynamics of the dynastic model. The same expressions hold in
each period, provided that bequests are positive all along the transition path. In this case,
the following transversality condition pins down the optimal path:

lim y'p; Etks, pr) =0 (23)
t—400

If the optimal bequest is equal to zero in period ¢, the dynamics in period ¢ can be
described by a one-dimensional dynamic equation. Indeed, when x; = 0, the equation
D(ks, pr) = (1 +n) f'(k¢)k; implicitly defines p; as a function 7 of k;, and we obtain:

(A +n)k; = x| +w(ki—1) — Clky, w(ky)) (24)

We can distinguish two cases depending on whether or not x}*_, is positive.
If x}_, is positive, equation (22) in period ¢ — 1 gives:

_ v (ke)
Pt—1 = 1+n

Together with x}_| = £(k;—1, o (k;)), equation (24) implicitly defines (for one period)
a one-dimensional dynamic equation.

If bequests are not positive in period 1 — 1 (xt*_1 = 0), equation (24) defines (for one
period) a one-dimensional dynamic equation, which is similar to the dynamics of the
baseline overlapping generations model—the Diamond model presented in Section 2.1.
To check whether this occurs along the dynamic path of the altruistic economy, one
must examine equation (11):

(k) = o (ky)

)4
14+n

which holds when x/ = 0.

In practice, it is only possible to characterise either intertemporal equilibria along
which bequests are always positive or equilibria along which bequests are always zero.
Analysing dynamics switching between a temporary equilibrium with positive bequests
and a temporary equilibrium with zero bequests is an issue for future research.

-pr + P f key1) <0

3.2. The Cobb-Douglas case

We analyse the dynamics of the altruistic model in the Cobb—Douglas case. We look
for a solution satisfying (21) and (22) in all periods (i.e., a dynamic path along which
bequests are positive) and the transversality condition (23). With a Cobb—Douglas pro-
duction function f(k;) = Ak} (A > Oand @ € (0, 1)) we have:

w=wk)=1—-a)Ak® and R, = f'(k) = a Ak*"!
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With a log-linear utility function U (¢;, di+1) = Inc; + Blnd;41 (B > 0) we obtain,
according to (9) and (10), the following functions C(k;+1, p;+1) and D(ks+1, pr+1):

1+n
c; =Clkiy1, pry1) = ——————
! e YPi+1 [ (ke1)
. d+mp
diyy = Dlki1, pr1) = ———
YPr+1
We can then calculate x;:
. _ _ o« B
Xy = g(k;, pt) - aAkz - T
Pt
By multiplying equation (21) by p; we obtain:
p (1+n)p
I+ mprkisr = Apiki = = — ———" (25)

Y ypia Ak
When the bequest motive is operative, condition (22) holds:
. )’aAk;xﬁlptH
N 14+n
Substituting the expression of p; in equation (25) gives:

Pt

p
ay Aky  piv1 = Apiky — (1 + ;

Let us define v; = Ap,k}, the implicit value of output (for the dynasty). The previous
equation is linear in this new variable:

1 B
Uiyl = — v — 1 — =
ay 14
This equation admits a unique bounded solution, the constant solution:
1
(1+7)
1 —ay 1%

It is the unique solution satisfying the transversality condition lim,_, 40 ¥ px} = 0.
Indeed, we have:

pix; = e ApkY — b = av — b
14 14

Since p; = v/(AkY), we obtain:

x,*:(a—M>Ak;’
y+8



Ch. 15:  Intergenerational altruism and neoclassical growth models 1073
Thus, bequests are positive if and only if the degree of altruism y is sufficiently high:
A —a)

> = 7
a(l+pB)

Here again we must distinguish two cases depending on whether or not bequests are
positive. In the Cobb—Douglas case, the condition for positive bequests only depends
on parameters characterising preferences and technology.

=y

Positive bequests (y > y)

When bequests are positive, the dynamics (k;, x;) of the economy can be fully charac-
terized analytically.

ay
kiv1 = Ton +nAk;¥
Ify > y, thenforallt > 0, we have: B(1 —ay)
o e

These dynamics converge to the capital stock k and the level of bequests X:

1 o
~ A\ T—« 1— A\ -«
k=<‘” ) and )E=A<a—’3( "‘”)(“V )

1+n y+8 1+n

When y is larger than 1 or individuals are not sufficiently altruistic to leave bequests
(y < ), optimal bequests are zero, and we have D(k;, p;) = (1 + n) f'(k;)k; and
pr = w(k;) = B/(ayAky). The intertemporal equilibrium with altruistic individuals
is then equivalent to that of an economy consisting of selfish individuals, consuming
entirely their life-cycle income. When individuals leave zero bequests, the dynamics of
the economy can also be expressed in an explicit manner.

_ (-aAp
T (d+n(1+p)"

.tho

If y <y, thenforall r > 0, we have: 141

The capital stock capital converges to k”:

1
D [ (1—)Ap ]
1+nd+p)
To conclude this example, note that the possibility to switch from a temporary equi-

librium with positive bequests to a temporary equilibrium with zero bequests along the
transition path is excluded in the Cobb—Douglas economy.
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3.3. Comparison with the social optimum
3.3.1. The central planner’s problem

Consider a social planner with a utilitarian objective, that is a discounted sum of gener-
ational utilities, with the discount factor reflecting social time preference. What should
be the objective function of a central planner in an economy with altruistic individuals?
When individuals are altruistic, one faces the issue of whether or not the social planner
should ignore this dimension in designing the social objective. In other words, the ques-
tion is whether or not the social planner should ignore individuals’ altruistic feelings,
and simply adopt as social objective the discounted sum of generational utilities, after
laundering their altruistic components.

In studies on dynastic altruism,'” the social objective usually only includes the selfish
component of each generation’s utility. If this were not the case, there would be double
counting and the social weights would increase over time, thereby leading to a time-
inconsistent optimisation problem (see Bernheim, 1989). The most usual specification
assumes that the central planner mimics the founding father of the dynasty, but without
taking account of non-negative bequest constraints. It is equivalent to the problem of
a central planner combining life-cycle utilities. Hence, the central planner problem can
be interpreted in two ways. It can be considered either as the command optimum of an
economy with selfish agents or as the command optimum of an altruistic economy.

We consider the problem of a benevolent planner, who can allocate the resources of
the economy between capital accumulation, consumption of the young and consumption
of the old. The resource constraint F (K;, L;) = N;c;+ N;_1d; + K;4+1 can be expressed
in intensive form f(k;) = (1 + n)ks+1 + ¢ + d; /(1 4+ n). The objective of the social
planner is to maximise the discounted sum of the life-cycle utilities of all current and
future generations with the social discount factor y under the resource constraints of the
economy:

+00
max Z YU (s, diir)

{Ctsdt+1}?—:031 t=—1

d;

subjectto: Vi >0 f(ky) = +n)kiy1 +cr + =
n

ko and c_1 given

17" As noted by Michel and Pestieau (2004), the same approach can be adopted with other types of altruism,
in line with Harsanyi (1995) who wants to “exclude all external preferences, even benevolent ones, from our
social utility function”. Using a model where bequests are motivated by joy of giving, Michel and Pestieau
(2004) compare the case where utilities are purged from their altruistic component with the case where they
are unaltered. Social discounting may also result from uncertainty. See the discussion of social discounting in
Arrow and Kurz (1970) and in Michel (1990b).
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To characterise the optimal solution, we make use of the method of the infinite La-

grangean:'®
oo +o0 P
L= Z th(Ctv dt+l) + Zytqt[f(kt) — (l +I’l)kt+1 —C; — I _;njl
1==1 =0

For all ¢+ > 0, the maximum with respect to ¢;, d; and k; is attained when:

Uyt dfy ) = aq (26)
* * YVt
Ug(e;_y.di) = l+tn (27)
!

k
= V%-i—llf( i+1) (28)

+n

The transversality condition is:

lim y'qiki1 =0 (29)

t——+00

We can now compare these optimality conditions with those of the altruistic problem
((9)-(12)), thereby analysing the decentralisation of the social optimum.

3.3.2. Decentralisation of the social optimum

The social optimum can be decentralised in a market economy with non-altruistic indi-
viduals by means of lump-sum taxes and transfers. This is the Second Welfare Theorem
applied to the overlapping generations model—see Atkinson and Sandmo (1980). The
optimal transfer 7; to each young individual in period ¢ is financed by a tax equal to
(1 4+ n)7; paid by each old at the same period. Since old individuals consume the profit
net of taxes, the condition for decentralisation,

df = Risi—1 — (1 +n)n = (k)1 +n)k — (1 +n)7,

defines the optimal lump-sum tax:

*

d
:/kk_ !
o = f (ke )k 1 +n

If all optimal taxes t; paid by the old are non-negative, the optimal path is the in-
tertemporal equilibrium of an economy with altruistic individuals; the level of bequests
is equal to the lump-sum tax x; = ;.

To prove this result, assume that for all t, x = 7, > 0 and p; = ¢;. Hence,
the optimality conditions (9)—(11) are satisfied. Moreover, x| = flkee ki1 —

18 The two consumptions ¢; and d; | appear in two different resource constraints (in # and ¢ + 1). In order
to apply the method of the Lagrangean £; of period 7, one can define a modified state variable as in Michel
and Venditti (1997).
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d,*+1/(1 +n) < f'(ki+1)k;11. Since we have 0 < Pt+1xz*+1 < prp1 fl ki Dkip1 =
(1 +n)piki+1/y = (1 + n)giki1/y, the transversality condition (29) of the planner’s
problem implies the transversality condition (12) of the altruist’s maximisation prob-
lem. Hence, the solution of the planner problem is an intertemporal equilibrium of an
altruistic economy with positive bequests.

The intuition of this result is simple. When t; is always positive, altruistic agents,
who have the same utility as the social planner, choose to leave bequests equal to the
transfers implemented at the command optimum.

If all bequests are positive and if the transversality condition (29) is satisfied, the
intertemporal equilibrium of the dynastic model coincides with the planner’s optimal
solution. Indeed, since the intertemporal equilibrium satisfies x; > 0 in every period,
replacing g; by p; allows to obtain equations (26)—(28) from equations (9)—(11).

Since {c}, d, kr+1},—¢ > is the optimal allocation chosen by the planner with a social
discount factor y, the founding father of the dynasty behaves as a family planner, real-
locating the resources of the dynasty across generations. A dynasty in which individuals
are altruistic and are linked to future generations through a chain of positive bequests
can be interpreted as an infinitely lived individual. Alternatively, the altruistic model
can be thought of as a realistic interpretation of the infinite horizon representative agent
model.

3.3.3. Infinitely lived agents versus altruistic agents

Even though the overlapping generations model with dynastic altruism can be thought of
as a microfoundation for the infinite horizon representative agent model, four significant
differences between these two models need to be stressed.

First, bequests must be positive. The old generation can never take resources away
from future generations; they could do so if inherited debt were enforceable. Such a
restriction does not make much sense in a model with infinitely lived agents. In the
absence of credit constraints, one can borrow against one’s own future labour income,
thus shifting resources from the future to the present. It is not always possible to interpret
an infinitely lived agent as a dynasty of altruists.

Second, there is the condition that the indirect utility functions of each generation (the
value functions) must be defined, as each generation takes their life-cycle decisions,
being aware of the effects of their bequests on the welfare of the next generation. In
contrast, infinitely lived agent determine their entire consumption path at the outset of
their lives, taking prices as given.

Third, in contrast to the standard assumption of time-additively separable utility func-
tions in models of infinitely lived agent, we consider a more general formulation of
preferences, which are represented by a non-separable life-cycle utility function. This
has implications for the intertemporal substitution effects, which are reinforced, when
the current marginal utility depends on future consumption. As shown by Michel and
Venditti (1997), this difference may have important consequences for the equilibrium
dynamics.
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The fourth difference relates to the transversality condition. In the altruistic model,
the discounted value of bequests tends to zero. In the infinitely lived agent model, the
discounted value of wealth tends to zero. The wealth of a representative infinitely lived
agent includes all the assets of the economy. On the contrary, the bequest of an altruistic
agent, who lives a finite number of periods, only includes the wealth transmitted to the
next generation. Whereas the transversality condition (29) of an infinitely lived agent
implies the transversality condition of an altruist (12), the converse is not true.'

4. Steady state

In this section we confine the analysis to steady states. There are two types of steady
states: steady state with positive bequests and steady state with zero bequests. After
spelling out the steady state equilibrium conditions, we specify the condition under
which bequests are positive and address the issue of existence and multiplicity of steady
states in the model of dynastic altruism.

In steady state, the marginal utility U} (c, d) can be eliminated in equation (13) and
the optimality condition (14) becomes yR < 1 + n (= if x > 0). The following
conditions are necessary and sufficient for a steady state equilibrium:

XxX+w=c+s and Rs=d+ (1+n)x 30)
Ul(c,d) = RU(c,d) (31
yR<l14n (=ifx >0) (32)
I+nk=s (33)
w = w(k) and R = R(k) (34)

These conditions fully characterise the steady states of the dynastic model.?? The
transversality condition is fulfilled, since the degree of altruism y is smaller than 1. In
a steady state with positive bequests (x > 0), the interest factor R is equal to R =
(1 + n)/y. The steady state capital intensity k is the so-called modified golden rule,

k=k=f"""A+n/y).
4.1. Steady state with positive bequests

When bequests are positive, the intertemporal equilibrium is Pareto-optimal, since it
coincides with the social optimum (see Section 3.3). As the condition for non-negative
bequests plays an important role in the effectiveness of fiscal policy, many economists

19 See, for example, Michel and Thibault (2006).
20 These conditions imply the equilibrium condition of the good market, since we have: f(k) = R(k)k +
w(k), ROk = R 135 = 14 +xand w(k) = c +5 —x = c+ (1 + )k — x.
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have investigated the determinants of bequests. In his seminal paper, Barro (1974) men-
tioned the factors that are likely to influence bequests, and pointed to the need for further
analysis:

“The derivation under which the solution for intergenerational transfer would be
interior appears to be a difficult problem and would seem to require some special-
ization of the form of the utility functions in order to make any headway. However
it seems clear that bequests are more likely to be positive the smaller the growth
rate of the wage rate, the higher the interest rate ...”

However, Barro considered an overlapping generations model with exogenous wage
and interest rate (see also Drazen, 1978), thereby disregarding significant general equi-
librium effects. Carmichael (1982) analysed a model of dynastic altruism with a neo-
classical production sector and emphasised the role of the underlying utility function
in the bequest behaviour. Abel (1987) and Weil (1987) were the first to establish a for-
mal condition for the existence of a steady state with positive bequests. Both of them
assume?! that the underlying overlapping generations economy—the Diamond model—
has a unique and stable positive steady state capital intensity k”. The dynamics of the
Diamond model are:

kit = P (wke), R(kes1))

where sP (., .) is defined Section 2.1.

Abel (1987) and Weil (1987) show that bequests are positive if and only if the steady-
state equilibrium of the Diamond model, kP, is smaller than the modified golden rule
capital stock k. Since k is equal to f/~1((1 + n)/y), the Abel-Weil condition can be
stated as follows: y > (1 4+ n)/f’(kP), i.e. bequests are positive if the bequest motive
is sufficiently strong. This condition implies that over-accumulation of capital in the
Diamond model®? rules out positive bequests in the model of dynastic altruism.

Although the Abel-Weil condition is intuitive, it is obtained under some restrictive
assumptions on the Diamond model. Importantly, the characterisation of equilibrium
is based on the assumptions of existence, uniqueness and stability of the steady state
of the Diamond model. According to Abel (1987, p. 1042) and Weil (1987, footnote
8—p. 385), these assumptions seem sufficient to avoid counterintuitive results. However,
Thibault (2001) shows with a simple example that an increase in the degree of altruism
can result in a decrease in the steady state level of bequests even under the assumptions
made by Abel and Weil. To rule out this counterintuitive result, an assumption on the
curvature of the production function is needed.??

21 Weil (1987) assumes that the life-cycle utility function U (¢, d) is additively separable.

22 Qver-accumulation of capital occurs when kP is greater than the golden rule k9 = Vil =1(1 4+ n), and thus
also greater than the modified golden rule: kP > kG > k.

23 When f "(k) is sufficiently close to 0, a small increase in k results in no significant change in the interest
factor and an increase in the market wage. Children’s labour income increases, while parents’ saving income
Rs remains broadly constant. Therefore, parents reduce their bequests, although they are more altruistic (see
Thibault, 2001).
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Thibault (2000) has established a necessary and sufficient condition for the existence
of a steady-state equilibrium with positive bequests, which holds regardless of the num-
ber and the stability property of steady states in the Diamond model. This condition is
obtained by expressing savings as a function of bequests. The steady-state conditions
(30) and (34) imply:

c+i:w(l€)+(l— l—tn>x=w(l€)+(1—y)x5§2
R R

The consumptions only depend on the disposable-for-consumption life-cycle income
Q, and satisfy the arbitrage condition (31), i.e. U, = RU ;- Thus, the first-period con-
sumption can be expressed as follows: ¢ = Q — s (R, R). This leads to an expression
of savings as a function of bequests:

s=w(k)+x—c=sP(wk) + 1 -y)x, R) +yx=ox)

An equilibrium with positive bequests exists if and only if ¢ (x) = (1 + n)k admits a
positive solution X. Assuming that the second-period consumption d is a normal good,
sPw, R) is increasing with respect to w and, therefore, ¢ (x) is increasing. The exis-
tence of a positive x solution to ¢ (x) = (1 + n)l? is then equivalent to ¢ (0) < (1 + n)/%,
or:

sP(w(k), R) < 1 +n)k (35)

This condition means that, at the modified golden rule, savings in the underlying
overlapping generations economy would not be sufficient to maintain the capital stock
of the golden rule modified by the degree of altruism y . Given a level of bequests x, the
steady-state consumptions are determined by (30):

é=i+wk)—A+mk and  d=(1+n)(Rk- %)

A graphical rule can be used to determine whether or not bequests are positive. Al-
truists choose to leave positive bequests in the long run if and only if, evaluated at
the modified golden rule k, the curve representing the saving function in the Diamond
model divided by 1 4 n (i.e. k — SP(k) = 55 (w(k), R(k))) lies below the 45°
line.

To illustrate the graphical rule, let us consider four degrees of altruism yi, y», ¥3
and y4 arranged in ascending order. For each degree of altruism y;, we define ki =
=Y ((14n)/y;), the capital stock of the golden rule modified by the degree of altruism
y;. Let us further assume that Figure 1 depicts the saving function in the Diamond
model.

The graphical rule indicates that the model of dynastic altruism does not experience a
steady state with positive bequests if the degree of altruism is y; or 3. Since S” (k2) and
SD (ky) are respectively smaller than ky and kg, the dynastic model has an equilibrium
with positive bequests when the degree of altruism is either y, or y4. Interestingly, if
the Diamond model has no positive steady state, the dynastic model has a steady state
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SP(k)

Figure 1. The graphical rule.

SP(k)

0 k

Figure 2. No positive steady state in the Diamond model.

with positive bequests, as the Diamond savings function always lies below the 45° line
(see Figure 2).

Furthermore, we remark that the necessary and sufficient condition (35) on s for the
existence of a steady state with positive bequests can be equivalently expressed using the
life-cycle utility function. This condition is equivalentto y > (14+n)U)(c,d)/U.(c, d),
where the marginal utilities are evaluated at ¢ = w(lz) -1+ n)l% andd = (1 + n)Iél%.
As the function ¢(s) = Uc’(w(lg) — 5, Rs) — IéU&(w(l?) — s, Rs) is increasing in s
because ofA the strict concavity of U, ¢((1 + n)S D (IE)) = 0 and (35) are equivalent to
o((1+n)k) > 0.

4.2. Steady state with zero bequests
Altruists who are not sufficiently wealthy to leave a bequest to their children behave as

if they were selfish. Any steady state with zero bequests of the economy with dynastic
altruism, therefore, is a steady state of the Diamond economy. The zero-bequest steady
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SP(k)
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Figure 3. Multiplicity of equilibria.

states of the model of dynastic altruism feature a capital stock which is greater than
that of the modified golden rule, since equations (32) and (34) imply that a steady state
with zero bequests satisfies the following inequality: yf'(k) < 1 + n, or equivalently
k > k. Since the modified golden rule capital stock k is smaller than that of the golden
rule k¢ = f'~1(1 + n), regardless of the degree of altruism, dynamically-inefficient
equilibria of the Diamond model are equilibria with zero bequests of the dynastic model.
The only dynamically-efficient Diamond equilibria, which are also equilibria of the
dynastic model, are located between the modified golden rule capital stock k and the
golden rule capital stock k¢ . According to the graphical rule, the zero-bequest equilibria
of the dynastic model are the Diamond equilibria located on the right-hand side of the
modified golden rule, k. Whereas the steady state with positive bequests is unique, there
can be a multiplicity of steady states with zero bequests.

4.3. Existence and multiplicity of steady states

The steady state with positive bequests can coexist with bequest-constrained equilibria,
which are formally equivalent to those of the Diamond model.>* To illustrate multiple
equilibria, let us assume that the function S? (k) is represented in Figure 3.

The economy depicted in Figure 3 experiences three steady states. The equilibrium
with positive bequests k coexists with two bequest-constrained equilibria kD and kD
The steady-state equilibrium kl , which would be a steady state of the Diamond model,
is not an equilibrium of the dynastic model, as it is smaller than the modified golden
rule (le < k). In contrast to the Diamond model, the model of dynastic altruism always
experiences at least one steady state with positive capital. We consider two cases. First,
if the Diamond model has no positive steady state, we have proved in Section 4.1 (see
Figure 2) that the dynastic model has a unique steady state, the modified golden rule

e Aiyagari (1992) obtains a similar result in a pure exchange economy.
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k. Second, if the Diamond model has several positive steady states, either the highest
of these equilibria, kgax, is greater than, or equal to, k and it is a steady state with
zero bequests, or k2 is smaller than k and the dynastic model has a steady state with
positive bequests, because (35) is satisfied.>

This result can be extended to a more general setting with endogeneous labour sup-
ply, where the population consists of individuals endowed with heterogeneous degrees
of altruism. In this setting, Thibault (2004) establishes that the presence of an agent
with altruistic preferences (but not necessarily leaving positive bequests) is sufficient to
guarantee the existence of at least one non-trivial steady state.

Finally, using the graphical rule, it is straightforward to establish that the dynastic
model has a unique positive steady state only in two cases:

e If the Diamond model has no positive steady state greater than k, the dynastic

model has a unique steady state, the modified golden rule.

e If the Diamond model has a unique steady state k” greater than k and if (35) is not
satisfied, kP is the unique equilibrium of the dynastic model.

5. Fiscal policy

Any dynamic path of the economy with dynastic altruism coincides with the social
optimum, provided that bequests are positive all along the equilibrium path (see Sec-
tion 3.3). This means that fiscal policies aimed at redistributing resources between
generations have no impact on the intertemporal equilibrium, as long as fiscal policy
choices remain compatible with the existence of an equilibrium with positive bequests.
Public debt is neutral, as public intergenerational transfers resulting from the issuance
and redemption of government bonds are offset by private intergenerational transfers of
an equivalent amount. In this section, we illustrate the neutrality of fiscal policies by
analysing their effects on the steady state of the dynastic model. First, we present the
debt-neutrality result. Second, we extend the neutrality result to unfunded or pay-as-
you-go social security schemes. Third, we analyse the effects of estate taxation on the
equilibrium of the dynastic model. Finally, we reconsider public debt and its neutral-
ity property, when the bequest motive is inoperative before, but not after government
intervention.

5.1. Neutrality of government debt

We consider a public debt scheme along the lines of Diamond (1965). The relation
between savings and capital accumulation is modified, as savings finance both physical

25 We have limy_, 400 S0 = 0 (since SP (k) < W&)) Thus, for k > kB2, we have SP (k) < k.

26 Bernheim and Bagwell (1988) criticise dynastic altruism, arguing that it is not a suitable assumption for
analysing redistributive policies. They point out that family linkages result in complex networks, where each
individual may belong to many different families. These linkages give rise to additional neutrality results,
including the irrelevance of redistribution.
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capital and government bonds:

Ki11 + By = Nys;

In each period the government reimburses the capital and interest of the outstanding
debt by issuing new bonds and levying taxes on the young. The government budget
constraint is:

By = R/B;—1 — N7y

B; denotes the total level of debt and 7; is a lump-sum tax paid by each young. We
further assume that the debt issued in period 0 was distributed to the old in period 0 and
that there is no public spending. We define the debt per young individual b; = B;/N;_|
and assume that it is constant, b, = b. The path of taxes necessary to maintain this
constant debt ratio is given by: 7; = (R; — (1 + n))b. Henceforth, we restrict the
analysis to steady state with a view to explaining the debt neutrality result in a simple
framework. In steady state, we have:

t=[R—-(1+n)]b

In the absence of government intervention (b = 0), {c, d, x, k} is a steady state of
the dynastic model if and only if the optimality conditions (30), (31), (32), (33) and
(34) are satisfied (see Section 4). When bequests are positive (x > 0), equation (32)
pins down the steady state capital stock, the modified golden rule k = k, and the long-
run equilibrium is {¢, d , X, IG}. To extend the baseline model to public debt, only two
optimality conditions have to be modified in steady state.

e The first-period budget constraint becomes:

wH+x—1=c+s where 7 =[R— (1+n)]b

e The relation between the capital stock and savings reads now:

s =(1+n)k+Db)

Given k = k and x = £ + Rb, the consumptions are ¢ = X + w(lg) —(1+nk=2¢
andd = Rs — (1 4+ n)x = d. The condition for positive bequests x > 0 results from
% > 0, when debt is positive.”” Hence, consumption and production are not modified
in the long run with a constant debt per young individual. The Ricardian equivalence
theorem applies to the model of dynastic altruism, when the bequest motive is operative
before debt is issued. The only changes concern the decision variables s and x. Altruists
counter the government intervention by reallocating their bequests and their savings.
Increasing their bequests by Rb allows them to leave their consumption path and their
utility unaffected, when the government issues public bonds amounting to b.

27 Neutrality is also obtained with a negative debt, i.e. public investment, as long as X + Rbis positive.
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5.2. Neutrality of pay-as-you-go social security

An increase in social security benefits makes parents richer and children poorer, since
children pay taxes to finance the social security system. Altruistic parents, who leave be-
quests to their children before the increase in the scale of the social security programme,
are aware of the transfer of resources operated by the pension system and react to this
policy change by increasing their bequests. Any increase in the scale of the social se-
curity programme is thereby offset by an equivalent increase in bequests, provided that
bequests are positive before the policy change.

To simplify the exposition, we consider the steady state of an economy without a pay-
as-you-go social security system (r = 0), which we denote with {¢, d, %, k). In steady
state, the optimal bequest x satisfies equation (31):

Ul(w(k) +% — 5, R§ — (1 + m)%) = RU)(w(k) + % — (1 +n)3, RS — (1 + n)3)
where § = (1 4 n)k is the level of savings at the modified golden rule.

Let us consider an unfunded pension scheme consisting of a payroll tax t paid by the
workers and a pension benefit 8 given to the retirees. The budget of the public pension
system is balanced in each period:

0 =(+n)t

If bequests are positive, the steady state capital stock is given by the modified golden
rule. The incomes of the young and the old are x +w —t and Rs+ (1+n)t, respectively.
The steady-state bequest x must then satisfy the optimality condition:

Ulx+w—1t—s,Rs+(1+n7t—(14+n)x)
:RU(;(x—l—w—t—s, Rs—(1+nx+{A+n)t) 36)

Whenk = k, w = w(k), R = Rands = §, x = £ + 7 is the solution to equation
(36). Given a level of bequests x = X + 7, the consumption of parents, d = R§ +
A+mr—-—>04+nx = R§ — 1 +nx = d, as well as the consumption of children,
c=wk)—1t+x—3§=wk) + % —§ = ¢, are not affected by the pension system.

The neutrality of a pay-as-you-go system is valid in the dynastic model, provided
that bequests are positive before its introduction. The private intergenerational transfers
from parents to children exactly offset the public intergenerational transfers operated
by the pension system, and the optimality conditions defining the consumption path of
the dynasty remain unchanged. Altruistic agents increase their bequests exactly by the
amount of taxes paid by the young to finance the social security scheme.

5.3. Nonneutrality of estate taxation
Estate taxation affects the intertemporal equilibrium, since it distorts individual choices.

A proportional tax rate t, applies to bequests, and the tax revenue is redistributed in a
lump-sum manner, 6,, to the young individuals. Thus, the first-period budget constraints
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are modified as follows:

lI—-t)x4+w+6,=c+s
The optimality condition regarding bequests (i.e. equation (32)) becomes:
1
_ T o (= ifx>0)
(I -1y

If bequests are positive, the steady-state capital stock ke is given by:

N 14+n )
ke=1 (a—nw

Assuming that the government budget is balanced in each period, we have: 6, = 7,x.
Estate taxation reduces the capital stock (/Ee < 12), while increasing the interest factor
(i.e. R(ke) > R(k)). As the net product per young agent (available for consumption)
f (l%e) -1+ n)l%e is diminished, estate taxation reduces the steady state welfare of
altruistic individuals.

5.4. Neutrality of high debts

The neutrality of government debt or public pension hinges on the assumption that
bequests are positive all along the equilibrium path. If bequests are constrained before
government intervention, the Ricardian equivalence theorem does not hold, and fiscal
policy affects the economic equilibrium. Let us reconsider the case of public debt. The
steady-state equilibrium with a constant debt ratio, b, is characterised by the following
equations:

rwt—r =+ and Rbsbzdb—i—(l—i—n)xb
Ul(cb,d") = R°U)(c, d)
YR <14n (= ifx? >0)
(1+n)(k> +b) = 5"
w’=wk?) and R’ = R(K’)
t=[RC - +n)]b
There are two possibilities depending on whether x? is positive or equal to zero.
o If x? = 0, the steady state {cb , d’ , xt = 0, kb } is a steady state of the Diamond
economy. .
o Ifxt is positive, the steady state is given by the modified golden rule, with kP =k,
R’ = R, w’ = w(k) and s” = (1 + n)(k + b).
The optimal solution {¢, d, k} corresponds to the steady state obtained by ignoring
the non-negative bequest condition x > 0. When there is no debt, we denote with:

o Rs—d
1+n
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the transfer (positive or negative) which is desired by the parents. Taking into account
the non-negative bequest condition, the optimal bequest chosen by an altruist is given
by:
%0 = max{O, 20}
Given a debt level b, the transfer (positive or negative) which is desired by a parent

becomes:

ib:é(1+n)x(1€+b)—& 1+n

14+n

=i+ b

When the government issues a positive debt b, the optimal bequest chosen by an
altruist is:

%P = max {0, ib}

To examine the effects of public debt, we distinguish different cases depending on the
level of debt and the degree of altruism y. When the desired parent-to-child transfer is
non-negative (¥’ > 0), a positive debt implies ¥ > 0 and we obtain the neutrality result
showed in Section 5.1. When the desired intergenerational transfer is negative (¥° < 0)
in the absence of public debt, altruists choose to leave no bequests (i.e. x* = 0). Altruists
then behave as pure life-cyclers and fiscal policy—public debt or social security—is
effective.

When fiscal policy is effective, its effects depend on the size of public debt, b. Con-
sider the threshold level of debt b equal to —yx%/(1 + n). When the size of debt b
is sufficiently low (b < b), public debt does not affect bequests. As bequests are con-
strained before and after the government intervention, the effect of public debt is the
same as in the Diamond model.

However, when b is greater than b, bequests x? become positive. The bequest motive
is inoperative before the introduction of debt but not afterwards. Importantly, an increase
in b from above b has no further effect on the equilibrium. This property has been
studied by several authors in voting models (see, e.g., Cukierman and Meltzer, 1989).
In this framework, the amount of debt preferred by old agents is the level b, which
makes individuals free from the non-negative bequest constraint.

6. Heterogenous altruistic dynasties

Mankiw (2000a) has highlighted several empirical findings, supporting the view that
neither the Barro (1974) model of intergenerational altruism nor the Diamond (1965)
model are consistent with available empirical evidence. In place of these two standard
models, Mankiw (2000a, 2000b) puts forward a macroeconomic framework, also ad-
vocated by Michel and Pestieau (1998), which seems to be more attune to empirical
heterogeneity in consumers’ behaviours. Some altruistic people (the savers) have long
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time horizons, which is consistent with the great concentration of wealth and the im-
portance of bequests in aggregate capital accumulation. Others (the spenders) have
short time horizons, as evidenced by the failure of consumption smoothing and the
prevalence of households with near zero net worth. The savers-spenders theory, writes
Mankiw (2000b), takes a small step toward including this microeconomic heterogeneity
in macroeconomic theory. As we shall see, this setting which combines both agents a la
Diamond and agents a la Barro yields new conclusions regarding the effectiveness of
fiscal policy (see also Smetters, 1999).

In line with this approach, we consider an economy consisting of two types of altru-
istic agents. They have the same life-cycle utility function U (c, d), but different degrees
of altruism: y; > y». In each dynasty, all agents have the same degree®® of intergenera-
tional altruism y;, i € {1, 2}. We denote with p; the exogenous proportion of individuals
of type i. First, we study the steady state of this economy. Second, we characterise the
effects of fiscal policy.

6.1. Steady state

In steady state, the optimality conditions (30), (31) and (32) apply to both types of in-
dividuals with x;, ¢;, s;, d; and y;. The equilibrium prices satisfy (34), but the relation
between the capital stock and savings needs to be amended to take account of individu-
als’ heterogeneity:

(1 +n)k = p1s1 + pas2 (37)

As we have y» < y1, the optimality conditions imply y»R < y1R < 1 + n. Since
condition (32) holds for both types, a positive bequest in the less altruistic dynasty (x2 >
0) is ruled out. Only individuals belonging to the dynasty endowed with the higher
degree of altruism can leave bequests. In steady state, the less altruistic individuals leave
no bequests (xo = 0) and their saving function is similar to that of selfish individuals:
s2 = sP(w(k), R(k)).

If bequests are positive in the more altruistic dynasty (x; > 0), condition (32) implies:
y1R(k) = 1 + n. The steady-state capital-labour ratio is that of the modified golden
rule corresponding to the degree of altruism of the more altruistic agents (k = ki =
£~ 4 n)/y1)). The steady state capital-labour ratio is determined by the degree
of altruism of the more altruistic individuals, regardless of their relative number. The
society is divided into two classes: those who are linked with their children through
bequests and those who behave as if they were selfish.

28 In this chapter we assume that each dynasty is characterised by a given degree of altruism: children are
as altruistic as their parents. Another approach referred to as imperfect altruism assumes that there are two
possible types of children within each family: altruistic or selfish (see Dutta and Michel, 1998 or Gevers and
Michel, 1998).
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When interpreting (see Mankiw, 2000a, 2000b) the degree of altruism as a degree
of patience or a propensity to save,?’ this result is consistent with Ramsey (1928) and
Becker (1980). If different individuals discount future utility at different rates, equilib-
rium, writes Ramsey (1928), would be attained by a division of society into two classes,
the thrifty enjoying bliss and the improvident at the subsistence level. In an economy
with heterogeneous infinitely lived agents,>® the most patient ones drive the long-run
capital accumulation. Vidal (1996a) extends this result to heterogeneous dynasties in a
closed economy, while Vidal (2000) studies capital mobility under the assumption that
degree of intergenerational altruism differs across countries. When labour supply is en-
dogeneous, the most altruistic individuals who inherit can behave as rentiers, provided
they choose not to work. Thibault (2005) establishes the conditions under which rentiers
emerge and analyses their characteristics (proportion, wealth, propensity to save).

Let us calculate the savings of the more altruistic individuals, s, in the case of pos-
itive bequests x; > 0. In steady state, the life-cycle budget constraint of the more
altruistic individuals is:

14+n N
]2 )>)C1 = w(kl) + (A —y)x =Q
1

1+

= w(ky) + (1 -
1
In addition to their wages, altruists consume the difference between the bequest they
receive from their parents and the bequest they leave to their children. This, along with
condition U/(cy,d1) = R(l%l)U(;(cl,dl) implies: ¢; = Q) — s2(Q, R(ky)). Their
consumptions only depend on their disposable-for-consumption life-cycle income. By
substitution in the first-period budget constraint, we obtain:

st = w(ki) +x1 — 1 = s2(wlki) + (1 — y)x1, R(kD)) + y1x1 = $1(x1)

Under the assumption that the second-period consumption is a normal good,

sP(w, R) is increasing in w, and thus ¢1(x1) is increasing in xi. Moreover, ¢; in-

creases from ¢ (0) = sD(w(kl) R(kl)) to 400, when x| increases from 0 to +oc0. The
equilibrium condition (37) is at the steady state k1

p1g1(x1) = (1 +n)ky — pas® (w(ky), R(ky))

and there exists a solution x; > 0 if and only if the right-hand-side of this expression is
greater than p1¢1(0):

(14 nmky > sPw(ky), R(kr))

This is exactly the condition we would have in the model of homogenous altruistic
agents with degree of altruism y;. At the modified golden rule k; the Diamond saving

29 Falk and Stark (2001) analyse the roles of altruism and impatience in the evolution consumption and
bequests. See also Drugeon (2000) on the role of long-run endogeneous impatience in homothetic growth
path.

30 Nourry and Venditti (2001) study the determinacy of perfect foresight equilibrium near the steady state of
the model with heterogeneous dynasties.
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function lies below the modified golden rule capital stock. In this case, there exists
a unique steady state with positive bequests x; in the economy with heterogeneous
altruists. The more altruistic individuals’ bequests compensate for the less altruistic
individuals’ insufficient savings. This clearly appears when studying the effect of p;
on the equilibrium. Even though the capital-labour ratio ki of the modified golden rule
does not depend on the share of more altruistic individuals in the population, the level
of bequests does. Interestingly, x| is a decreasing function of pi, as well as the life-
cycle income €21. The lower the proportion of the more altruistic agents, the more they
consume and the higher their utility.

6.2. Government debt

We consider the case of a government debt b that is constant per young individual.
The first-period budget constraint of individuals of type i needs to be amended to take
account of taxation:

w+xi—T=c¢ +5i

Physical capital and government bonds are financed by savings of both types of indi-
viduals:

(I +n)(k +b) = p1s1 + p2s2 (38)

The analysis developed in Section 6.1 still applies. We have x, = 0, s = s?(w —
7, R) and if bequests are positive in the more altruistic dynasty (x; > 0), we obtain
k =k, Q) =w(ki) — 7+ (1 — y1)x1 and:

T = (R(ki) — (1 + )b = e (k)b
The savings of the more altruistic individuals are:

s1 = ¢1(x1,b) = y1x1 +SD(w(/€1) — 8(/21)[7 + (1 = yp)x1, R(l;l))

Equation (38) becomes:

p1¢1(x1, b) = (1+n) (ki +b) — pas® (w(kr) — e(ki)b, R (k1))

Bequests x are positively related to government debt b. When x7 is positive, public
debt is neutral from the aggregate point of view, since it does not modify capital, output
and total consumption. In the economy with heterogeneous agents, it has redistributive
implications, reducing the income, consumptions and welfare of the less altruistic indi-
viduals. Since total consumption is unchanged, increasing public debt results in higher
levels of consumption and welfare for the more altruistic individuals. This stems from
the increase in the bequests of the more altruistic individuals x1, compensating for the
lower savings of the less altruistic individuals. Public debt has no redistributive impli-
cations only in the case of homogenous agents (p; = 1), provided that bequests are
positive.
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6.3. Pay-as-you-go social security and estate taxation

A pay-as-you-go social security system with lump-sum taxes and benefits entails the
same effects as government debt. When bequests are positive in the more altruistic dy-
nasty (x; > 0), the economy is in a situation of under-accumulation of capital with
k = ki. The life-cycle income €27 of the less altruistic individuals is reduced by an in-
crease in the scale of the social security programme. With a lump-sum tax t paid by the
young, the benefits received by retirees amount to & = (1 4+ n)t, and the steady-state
life-cycle income of the less altruistic individuals is given by:

+ —F—=wlk) - -yt <wlk) =9
R (k1) — A =y (k1) 2

Aggregate variables and prices are unchanged in the long run, whereas there is a
welfare loss for the less altruistic individuals and a welfare gain for the more altruistic
individuals.

Estate taxation with heterogeneous individuals has been studied by Michel and
Pestieau (1998).>! A proportional tax rate 7, applies to bequests and the tax revenue
is redistributed in a lump-sum manner 6, to young individuals. Thus, the first-period
budget constraints are modified as follows:

(1 —7t)xi +w+06, =c;+s;
The optimality condition regarding bequests (32) becomes:

14+n
(I -7y
This implies that the less altruistic indiviguals do not leave bequest (x, = 0), and if
X1 1is positive, the steady-state capital stock k. is given by:

ro_ pr—1 1+n )
ke=1 ((I_Te)yl

Assuming that the government budget is balanced in each period, we have: 6, =
7, p1x1. Estate taxation reduces the capital stock (i.e. 128 < 121), while increasing the
interest factor (i.e. R (l%e) > R(lgl)). The net product per young agent (available for
consumption) f (Ige) -+ n)lge is diminished.

Estate taxation has three effects on the welfare of the less altruistic individuals who
do not leave bequests: a negative effect on their labour income wke), a positive effect
resulting from the redistribution of estate tax revenues 6, = p17.x1 and a positive effect
stemming from the decrease in the relative price 1/ R(k,) of old-age consumption. For
the more altruistic individuals, there are two additional effects, the tax on bequests and

<0 (= ifx; >0)

31 They consider the case in which the less altruistic individuals are pure life-cyclers (i.e., y, = 0). The value
of y» (< y1) has no impact on the steady-state equilibrium; see Vidal (1996a).
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the induced changes in bequests. Michel and Pestieau (1998) show in a simple case with
a log-linear utility and a Cobb—Douglas production function that the negative effects
dominate for a sufficiently low level of the estate tax rate 7., and that estate taxation
worsens the steady-state welfare of both types of agents.

7. Other forms of altruism

The neutrality of fiscal policy hinges on individual reactions. The motive for intergen-
erational transfers is therefore crucial in analysing the effects of fiscal policy. Dynastic
altruism guarantees the neutrality of fiscal policy when bequests are positive, but results
are less clear cut, when other motives underpin intergenerational transfers. In this sec-
tion we present several models of intergenerational altruism and analyse fiscal policy in
each of them, thereby making clear the conditions for the neutrality of fiscal policy.

We distinguish two strands of models. In the first one, the utility of the beneficiary is
an argument of the utility of the benefactor. Since we have already examined the model
of descending dynastic altruism, we focus on others forms of pure altruism: ascending
and two-sided altruism. In the second one, altruism is said to be ad hoc. Either the
altruistic argument in the benefactor’s utility function is only some part of the utility of
the beneficiary (Burbidge, 1983; Abel, 1987) or some other variables such as the level
of bequests (paternalistic altruism) or the level of income (family altruism).

7.1. Others forms of pure altruism
7.1.1. Ascending altruism

Barro (1974) stresses that the neutrality result depends on the existence of positive
transfers between parents and children. These transfers can be from parents to children
(descending) or from children to parents (ascending). The model of ascending inter-
generational altruism is formally similar to the model of descending altruism. Children
have an altruistic concern for their parents and face the following budget constraints:

Cr+ 8+ 8 = w

diy1 = Rip15: + (1 +n)grv1

where g; denotes the gift that individuals born in period ¢ give to their parents and
(1 + n)g;+1 the gifts that they receive in period ¢ 4+ 1 from their 1 4 # children. Gifts
are private intergenerational transfers from the young to the old and are restricted to be
non-negative in each period:

& >0

We again consider a recursive definition of altruism. Children care about their par-
ents’ welfare by weighting their parents’ utility in their own utility function v;. Denoting



1092 Ph. Michel et al.

with v;_ the well-being of their parents, we assume that the utility of individuals born
in period ¢ is given by:

v = U(cr, dry1) + vy

where § € (0, 1) is the degree of ascending altruism. This formulation is based on
several implicit assumptions. We can substitute parental utilities backwards to obtain an
infinite sequence of past life-cycle utilities (from t = 0 to ¢ = —o0). The optimality
conditions are therefore similar to those prevailing in the case of descending altruism
((13) and (14)). Equation (13) is the arbitrage condition driving consumption choices,
whereas reversing the direction of transfers leads to replacing (14) with the following
condition:

—Ul(cr, dr1) + 80 +m)Uy(ei—1,dr) <0 (= if g > 0) (39)

Since ascending altruism is based on calculations regarding past utilities, this formu-
lation raises some modelling concerns:

e Past variables are given and cannot be modified. In this context, what is the signif-

icance of a backward dynamics of the capital stock?

e Assuming that all generations have the same behaviour, the intertemporal equilib-
rium goes from t = —oo to ¢ = 400 and has no initial condition.

e From (13), (20) and (39), the steady state capital stock of the economy with positive
gifts satisfies: f'(k) = R = (1 + n)8. The steady state with positive gifts is
characterised by over-accumulation of capital.3?

Along the same lines as those we developed when analysing descending altruism, one
can show that government debt or pay-as-you-go social security do not affect steady-
state consumptions, when long-run gifts are positive. Individuals can counter fiscal
policies by adjusting gifts. Ricardian equivalence holds, as long as the chain of posi-
tive intergenerational transfers is not broken. Since public debt is an ascending public
transfer between generations, an increase in the level of public debt is offset by an equiv-
alent decrease in gifts. There therefore exists a level of public debt, such that gifts are
driven down to zero. When public debt is sufficiently high, parents become so wealthy
that there is no longer a need for gifts. As gifts are no longer positive, families cannot
counter fiscal policy, which then becomes effective.

7.1.2. Two-sided altruism

Neither descending nor ascending altruism can ensure debt neutrality, which holds only
if bequests or gifts are positive. Some authors have therefore combined both ascending
and descending altruism, leading to a new form of altruism known as two-sided or
reciprocal altruism.

32 O’Connell and Zeldes (1993) analyse the model of ascending altruism under the assumption of strate-
gic behaviours. When parents save less to receive more, the steady state may be characterised by under-
accumulation of capital.
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Since intergenerational transfers operate in both directions, from children to parents
(gifts g;) and from parents to children (bequests x;), an individual born in ¢ faces the
following budget constraints:

¢+ 5+ g = wr +x¢

dip1 + A +n)xi41 = Rey1ss + (1 +n)giq1

In each period, private intergenerational transfers are assumed to be non-negative:
& >0 and x>0 (40)

Assuming that individuals have an altruistic concern for both their parents and their
children, one can represent their utility function as follows:

v =6v—1 + U(cr, drg1) + Yurg

where 6 € (0, 1) and y € (0, 1) are the degree of ascending altruism and the degree of
descending altruism, respectively.

The formulation of two-sided altruism deserves some comments:

e Analysing two-sided altruism is difficult, because the life cycle utility U (c;, di+1)
is both in v;_1 and in v;41, and two key questions therefore arise. When does a
solution exist? What is the relation between the degree of ascending altruism and
the degree of descending altruism? Kimball (1987) shows that strong assumptions
on the degrees of altruism are required to guarantee that an infinite sum of life-cycle
utilities is the solution to the functional equation defining the utility of altruists.>?
Some parametric restrictions are also necessary to ensure that intergenerational
transfers are positive.

e Since the intertemporal equilibrium goes from —oo to 400, there are no initial
conditions.

e In a model where individuals leave bequests to their children and support their
parents, three types of steady-state equilibrium are possible. Because of the two in-
equality constraints (40), there are two first-order conditions (14) and (39), which
are not mutually compatible in steady state. The steady state cannot therefore be
characterised by both positive bequests and positive gifts. Either bequests are pos-
itive and gifts zero, or bequests are zero and gifts positive, or both are zero. There
is a wide range of parameters leading to zero intergenerational transfers (see Vidal,
1996b).

Concerning fiscal policy the results are straightforward extensions of those obtained
under one-sided altruism. The neutrality of government debt is again guaranteed only if
the same type of transfers (either gifts or bequests) is positive both before and after the
change in the level of government debt.

33 Kimball (1987) shows that the sum of both degrees of altruism must be smaller than 1,i.e. § +y < 1.
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7.2. Ad hoc altruism

There always are restrictions to the neutrality of public debt in models of dynastic altru-
ism. In the literature there is only one specification of altruism ensuring that Ricardian
equivalence always holds. This specification departs from the recursive definition of al-
truism proposed by Barro and belongs to ad hoc forms of the altruistic utility function,
which we review in this section. First, we examine the specification of the altruistic
utility function ensuring debt neutrality and highlight its caveats. Second, we present
paternalistic altruism, whereby bequests are broadly equivalent to consumption goods
in the utility of parents. Third, we briefly expound family altruism, which departs from
paternalism, but still does not assume that families are infinitely lived decision makers.

7.2.1. A model with debt neutrality

Burbidge (1983) has proposed a particular form of altruism, which always results in
government debt neutrality. He suggests adding a term of ascending altruism, which
relates to an altruistic concern for parents, to a term of descending altruism:

1 = .
vy = ;U(Ct—l, di) + U, diyr) + Z VJU(C[+j1 dri1yj)
j=1
This utility function is the sum of the utility of dynastic altruists born in ¢ (see expression
(5)) and the life-cycle utility of their parents, which is weighted by an altruistic factor
1/y. Given c;—1, this implies that the welfare function of the young in ¢ coincides with
the central planner’s objective:

+o00
vi= Y VUi digr4i)

i=—1
The intertemporal equilibrium of this model coincides with the social optimum. Trans-
fers to the young are interpreted as bequests and transfers to the old as gifts. Fiscal
policy, therefore, is ineffective. Importantly, note that the component of descending al-
truism appears in the central planner’s objective, but not the component of ascending
altruism of future generations.

Abel (1987) has extended Burbidge’s analysis by assuming that the altruistic con-
cern for parents is weighted by §, which can differ from 1/y. For § # 1/y, fiscal
policy is not always neutral, because the objective of an altruist, v; = U (¢;—1, d;) +

/+;><1> iU (cry jadiy1yj), differs3* from that of the social planner.

This form of ad hoc altruism strongly departs from the notion of dynastic altruism.
Both Burbidge and Abel make a distinction between the concern for parents and the
concern for children, as if future generations had no concern for their parents.

34 In contrast to the model of two-sided dynastic altruism, it is sufficient to assume that the product y§ is
smaller than 1 to guarantee that optimal decisions made by two successive generations are mutually consistent.
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7.2.2. Paternalistic altruism

We examine one of the most popular specification of ad hoc altruism. Bequests are said
to be paternalistic, when parents derive utility not from their children’s utilities, but from
the size of the estate they leave to them. The utility function of a paternalistic altruist,
who is born in ¢ and consume ¢; and d; |, can be represented by the following function:

v = U(cr, dig1) + @ (xi41) (41)

where x;1 is the level of bequests and separability is assumed for the sake of simplicity.
® is defined on the set of non-negative values of x;4; and the non-negative bequest
constraint still applies to this model. With an infinite marginal utility of zero bequests
(i.e., limy_ o ®'(x) = +00), optimal bequests are always positive. As the objective
function (41) does not depend on the decisions and budget constraints of children, fiscal
policy (government debt or pay-as-you-go social security) is effective.

Paternalistic bequests are related to altruistic bequests. Paternalistic parents also ac-
cumulate savings for the purposes of leaving bequests to their children. Nevertheless
the amount and structure of bequests are not related to their children’s preferences, but
rather to parental views on what is good for their children, or to the pleasure they derive
from giving. Models dealing with paternalistic bequests are therefore often referred to
as “bequest-as-consumption models” or “joy-of-giving models”, because bequests en-
ter in the parental utility function as a consumption good (see, for example, Abel and
Warshawsky, 1988 or Andreoni, 1989).

Since paternalistic altruism is analytically more tractable than dynastic altruism, it is
often used to study inequality, wealth distribution or social mobility (see, for example,
Galor and Zeira, 1993, Aghion and Bolton, 1997 or Benabou, 2000).

7.2.3. Family altruism

Models of dynastic altruism consider the family as an infinitely lived entity. By contrast,
models of pure life-cyclers feature another extreme view on the family, according to
which parents and children are fully distinct economic units. Following Becker (1991),
one can envisage a less drastic approach to modelling economic relations within the
family.

Models of family altruism assume that a family is neither a dynasty nor an isolated
household. Each individual starts a new household, when he becomes adult. In turn,
each of an individual’s children will also establish a new household, and so on. Individ-
uals are members of two family units: the family founded by their parents and their own
household. They play a different role in these two households. They belong to the for-
mer during both their childhood and adulthood, where they play the role of children, and
to the latter when adult and old, where they play the role of parents. In the former they
make no decision, being completely passive when young and being only a descendant
and possibly heir when adult. In the latter they are fully fledged decision makers.
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Family altruism refers to the sentiments between these two successive households.
Altruists born in ¢ take account of their children’s adult disposable income denoted with
wy+1. The budget constraints of individuals born in ¢ are the following:

w; = Wy +xr =c¢; + 8¢
Rit185: = dpy1 + (1 +n)xp41
W41 = X1 + Wrt]

X+1 >0

The utility of altruists depends on three arguments: their first-period consumption c;,
their second-period consumption d; 4 and their children’s disposable income w; 1 dur-
ing adulthood:

v =U(cr, dig1) + V(wry1)

Altruists can influence the starting position of their grown-up children. They are non-
paternalistic, since intergenerational transfers aim at providing children with a good
starting position in life. The idea® behind family altruism is that parents only care
about the income of their children and not about how they use their income.

The concept of family altruism leads to interesting fiscal policy conclusions. It can
be shown that the introduction of a pay-as-you-go social security system has no real
effects, when bequests are positive. In contrast to the model of dynastic altruism, such
a neutrality property does not hold for public debt.

To illustrate the neutrality of a pay-as-you-go pension system, we assume that the
government levies a social contribution 7,41 on each young and distributes revenues
to the old, born in ¢, who receive 6;41. Balancing the pension system in every period
implies N;0;4+1 = N;4+1Tr+1, or 6,41 = (1 +n)7,41. Following the method developed in
Section 5.2, the new optimal bequest is x; , ; = x;41 4 7;4-1.The consumption of parents

1+
and the income of children are not altered by the social security scheme, as we have:

dt/—H =Rpsi + (1 +n)tp — (1 + n)xtl+1 = Riy15: — (1 +n)xp 1 = di
/ /
Wy ] = Wil — Tl T X = Wil + X1 = @141

This proves that bequests exactly offset intergenerational transfers operated by the pay-
as-you-go social security system.

The non-neutrality of government debt is straightforward. Assume that government
bonds, issued in period ¢ 4 1, are distributed to the old in # 4+ 1 and is reimbursed by
the young in ¢ 4 3. Since altruists born in ¢ do not take into account the utility of their
descendants, they do not care about the situation of individuals born in ¢ + 3. As in

35 Some growth models with human capital are based on a similar concept of altruism. For example, the
preference of altruists in Glomm and Ravikumar (1992) depends on the quality of schools. This variable is
directly linked to the adult disposable income of children (see Section 8).
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the Diamond model, but in contrast to models of dynastic altruism, public debt has real
effects.

The model with family altruism>® leads to conclusions regarding the effectiveness of
fiscal policy, which are less clear-cut and more realistic than those obtained with either
the standard overlapping generations model or the model of dynastic altruism.

8. Extensions

Intergenerational altruism significantly influences the economic equilibrium and the ef-
fectiveness of fiscal policy. It is worth enquiring, as it most likely underpins a wide
range of economic decisions. Selfishness is certainly not a fully satisfactory assump-
tion for the analysis of bequests, gifts, or private education. Altruistic behaviours may
also drive economic decisions which have an impact on future generations, such as en-
vironmental policy. In this section, we consider two issues that can be analysed under
the assumption of altruistic behaviours. First, we consider a model of education, where
parents’ educational choices are driven by altruism. Second, we turn to environmental
economics and present a model, where there is an intergenerational external effect of
pollution.

8.1. Altruism and education

In growth models, education is closely related to the concept of human capital, which
represents a quantity of efficiency units of labour. The production function, F, uses
two inputs, physical capital K; and efficient labour or human capital H;. This function
is assumed to be linearly homogenous and each production factor is paid its marginal
product:

Rt = FI/((K[, H[) = f/(k[) Where f(k) = F(k, 1) and k[ == K[/Ht

wy = Fy (K¢, H) = f(ke) — ke f' (ki) = wiky)

The labour income of an individual that supplies 4, efficiency units of labour is equal
to wyh,. The human capital of individuals born in ¢ depends on their parents’ human
capital, &, and their parents’ educational spending, e;:

hiy1 = @hy, er)

36 T ambrecht et al. (2006) analyse the equilibrium dynamics of the model with family altruism and show
that its dynamical properties are halfway between the overlapping generations model with pure life-cyclers
(Diamond, 1965) and the model of dynastic altruism (Barro, 1974). For an analysis of pay-as-you-go social
security in a model of family altruism, see Lambrecht et al. (2005).
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Altruistic parents, who maximise V; = u(c;, d;+1) + Vi4+1, choose how much to spend
on their children’s education, along with their consumptions, ¢; and d;1, and the be-
quest they leave to their children, x;41. We can then write the altruistic maximisation
problem as follows:
Vt* (x7, hy) = max Uler, diyr) + V,TH (X141, hig1)
Crier,drp1, X141
subject to:  x; + why = ¢ + (1 +n)e; + 54
Riv1sy =drp1 + (1 +n)x49
hiv1 = o(hy, er)

Parents take into account the impact of their educational spending on the welfare of their
children, which depends on their level of human capital, 4,41, and their bequests. This
model has two state variables and is therefore more intricate than the baseline model of
dynastic altruism. Most authors have assumed that there is no physical capital or that
parents have an altruistic concern only for the level of human capital of their children.

Glomm and Ravikumar (1992) have for example developed a simplified altruistic
model of education, in which parents are only concerned for their children’s human
capital, focusing on the distribution of income in the economy. Parents decide on the
education of their children. In each period ¢, children devote u, units of their time en-
dowment to educate themselves, whereas their parents pay e; for their education. They
also benefit from the level of human capital of their parents, /,, so that their own level
of human capital in period ¢ + 1 is:

hior = Au®ePn) ™" with >0 and 0<p <1 (42)

With their income in period # + 1 (h;41) individuals finance their consumption and
the education of their children:

hit1 = i1 + erg1 43)

The life-cycle utility is assumed to be log-linear:

Uy =In(1 —u;) +Inciyq +1neqg 44)

Individuals choose u;, ¢;+1 and e;+1 so as to maximise (44) subject to the constraints
(42) and (43). In period ¢, h; and e; are given. The solution to this maximisation problem
is:

* o

ST

1
=€y = Ehﬂrl
By substituting the optimal decisions into (43), we obtain the dynamics of human capi-
tal:

Inh*

b* + Inh* here b —tnfAf —2—) (! ’
- n whnere = In —
+1 f a+1/2) \2
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If human capital is initially distributed according to a log-normal distribution of mean
1o and variance 002, human capital in period ¢ is distributed according to a log-normal

distribution of mean j, and variance o;:

Wiyl = b + g and o =0/ =-=0;

The average level of human capital, /,, is defined by:

_ 12
lnht=ﬂt+§;

When education is publicly financed, all individuals benefit from the same level of
educational spending, e;, which is financed 