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Abstract

This paper examines the association between retirement wealth and inter-generational transfers received over the life course. Motivated by recent evidence suggesting the increasing significance of parent-to-child bequests, this study asks how the accumulation of such transfers over decades affects the financial position of the recipients when they reach retirement age. Drawing on the Panel Study of Income Dynamics, this paper disaggregates the finances of retired Americans over time and in detail: weighing the impact of pensions and private savings against that of inherited wealth. Regression analysis of the PSID’s wealth data, which currently ranges from 1984 to 2005, reveals a surprisingly important role for inheritance among the middle class. While inheritance appears to play a very small part in the aggregate (representing only 1% of the wealth of all retired households in the sample), closer inspection reveals that the picture is distorted by stratification: though inheritance indeed has a negligible impact for both the poorest and wealthiest American households, it is surprisingly significant for those in the middle, accounting for 7.5 to 8 percent of their retirement wealth. This challenges previously-held theories of inheritance as a phenomenon relevant only to the very rich, or only to those with family farms and businesses to bequeath. The paper concludes with implications for future research and policy, particularly with regard to firms’ pension obligations, proposals to privatize the Social Security trust fund, and the impact of the federal estate tax.

Introduction

This paper uses data from the Panel Study of Income Dynamics on the wealth of American households to examine the scope of inter-generational transfers within those families, as well as the impact such transfers have on Americans’ retirement finances. This analysis contributes to the assessment of financial well-being among the retired and soon-to-retire, whose levels of savings and pension income have been the subject of concern among both scholars and policy makers. By some estimates, two-thirds of Americans in this cohort have inadequate retirement wealth, as measured by personal savings, private pensions and Social Security (e.g., Woolf 2007). In this context, the role of inheritance in retirement wealth is particularly interesting, since several recent studies suggest that elderly parents are increasingly leaving large inheritances that will substantially alter their children’s finances, enabling some to exit the workforce before 65 and others to live comfortably in retirement despite their undersaving and overspending (e.g., Avery and Rendall 2002).

Yet understanding of the contribution of inheritance to retirement finances has been limited. While the topic has long engaged the attention of economists (e.g., Laitner 1979, 2001), inheritance remains a “sociological lacuna” (McNamee and Miller 1989), even within the sociology of wealth and finance (Keister 2000). This is due to limited data availability as well as theoretical controversy over the significance of inter-generational transfers. On the one hand, lack of precise and reliable estimates of the frequency and amount of inheritance in America makes the phenomenon “a black box in most studies of wealth accumulation and distribution” (Keister and Moller 2000: 76). Compounding the data problem has been skepticism about whether bequests are common enough or substantial enough in the U.S. to alter  economic conditions for anything beyond a tiny elite. On the one hand, inter-generational transfers have historically been an important source of wealth accumulation (Hendricks 2001), and the “bequest motive” has been treated in the economics literature as one of the four fundamental motives for saving (Dynan, Skinner and Zeldes 2002; Kotlikoff and Summers 1981). On the other hand, Modigliani (1988) and others have argued that bequests occur so infrequently and involve such small sums as to be negligible for analyses of wealth distribution and accumulation over the life course. 

However, the question seems worth reexamining in light of increasing economic inequality in the U.S. and the destabilizing of traditional sources of retirement wealth, such as pensions, stock portfolios and real estate investments. As I have documented elsewhere, the past two decades have seen a dramatic upswing in stock market participation by Americans, outside of employer-sponsored pension programs; more recently, the investment boom was followed by speculation in real estate, leading to another cycle of boom and bust (Harrington 2008). At the same time as the traditional “parking places” for retirement wealth have become subject to unprecedented volatility and loss, an increasing number of U.S. firms have responded to their own financial crises by reducing or reneging on pension obligations (Brannick 2004). In this context, inheritances on the scale suggested by Avery and Rendall’s analysis (2002) may have started to play a more significant role in retirement wealth in recent years. Fortunately, the PSID provides the opportunity to examine these trends in inter-generational transfers within families; the data are particularly rich and detailed on the subject of inheritance for the years 1984 through 2005, which will be the focus of this analysis. 

The intended contributions of this study are twofold. The primary objective will be to update assessments of the economic impact of inheritance, particularly with regard to trends in the amount and composition of retirement wealth. Secondly, the study will shed light on families’ financial behavior, particularly as they pertain to strategies of wealth accumulation and the giving and receiving of bequests. As Chiteji, Gouskova and Stafford (2006) point out, there is wide variation in the composition of retirement “portfolios” in the United States, and the components of that wealth can change dramatically both across demographic groups and over time. Given how much Americans’ economic behavior has changed in the past 20 years—for example, rates of stock market participation more than doubled in the 1990s, but the savings rate declined dramatically, falling to negative one percent in 2007—it is not surprising that there is already preliminary evidence that strategies and practices for the accumulation of retirement wealth have also undergone significant changes (see Harrington 2007a and b). Thus, this would seem an opportune moment to re-examine the composition of Americans’ retirement finances.

In this effort, the paper will present results from a regression analysis on all PSID households in which the heads were at least 65 years old and listed their employment status as “retired.” The analysis spans all years for which data on inter-generational transfers between PSID households were available: 1984, 1989, 1994, 1999, 2001, 2003 and 2005. The results indicate that while inheritance plays a small role in retirement wealth for the sample taken as a whole, the aggregate results mask a surprising pattern: though private transfers contribute little to the finances of retired households in the bottom and top quartiles of the wealth spectrum, bequests make up 7.5 and 8 percent respectively of the wealth held by households in the second and third quartiles. This challenges the commonly-held view that inheritance matters only for the very wealthiest American families, or to those with family farms or businesses to pass down to future generations.  

Previous Research on Inheritance and Retirement Wealth

A household’s wealth constitutes the store of resources from which a family can draw in order to sustain and reproduce itself. It represents a household’s ability to consume across the life course. One way families accumulate wealth is through private transfers from one generation to the next; half of middle-aged Americans routinely engage in such transfers (Hogan, Eggebeen and Clogg 1993). Previous research has examined how these practices affect the wealth of families with dependent children (Hao 1996), or those who are nearing retirement (Woolf 2007). However, the cumulative effects of inheritance on later stages in the life course remain unexplored, perhaps because retired persons are treated in the literature primarily as sources of bequests to others. Thus, the present study will take a novel approach by examining the impact of inter-generational transfers on (rather than by) retired Americans. It seeks to answer the question: how much does the accumulation of inheritances over the life course affect the financial position of households in retirement? 

The panel structure of the PSID is uniquely well-suited to addressing this question: by following the same households since 1968, the PSID makes it possible to trace the path of accumulated wealth across generations, including the magnitude, frequency and intended allocations of the transfers. Specifically, the dataset takes a detailed inventory of household’s debts and assets, including equity in real estate, vehicles, businesses and farms, as well as the traditional pillars of retirement wealth: securities, private savings and pension accounts. Finally, by following “splitoff” families—the new households formed by members of the original 1968 sample—the PSID makes it possible to match parents to their adult children, and thus find answers to questions about the role that inheritance plays in retirement planning across the life course.

The insights on inter-generational wealth transfers provided by the PSID dataset are of growing importance as the U.S. population ages, creating more occasions for inheritance and more opportunities to observe the effects of bequests on the recently retired. As Federal Reserve data indicates, an unprecedented transfer of unconsumed material wealth from elderly parents to the recently-retired is already well underway; over the next 20 years, a total of about $4 trillion in bequests is expected to more than double the wealth that the recently-retired and soon-to-retire have acquired over the life course, altering both patterns and conditions of retirement (Greenwood and Woolf 1992; Avery and Rendall 2002). While for most Americans, inheritances have been relatively uncommon events of small economic magnitude, fully 60 percent of the baby boom generation can expect “a substantial inheritance or transfer over their lifetimes” (Avery and Rendall 2002: 1319), amounting on average to more than the mean inheritances of the past two generational cohorts combined. 

This presents a puzzle of some consequence, both for scholarly research and public policy. On the one hand, much of the available research on the wealth of the soon-to-retire has portrayed baby boomers as “grasshoppers,” whose undersaving, overspending habits may precipitate a crisis of underfunded retirement in the coming decades (see Hurst et al. 1998). But if, as Gale and Scholz (1994) estimate, 80% of Americans’ household wealth originates in transfers from older generation, the retired and soon-to-retire may benefit so handsomely from the frugality of their parents that inheritances could significantly narrow or even fill the shortfall between personal wealth and retirement needs. While PSID data on parents’ intent to bequeath unconsumed wealth to their children is not yet available (data collection on this topic began with the 2007 wave), there is abundant data on inheritances received by participating households between 1984 and 2005, including bequests from all sources to all household members. This presents an unusually rich opportunity to examine the impact of inheritance on retirement wealth. 

Methodology

The sample selection strategy was designed around the time frame of the PSID wealth supplement, 1984 through 2005. So analysis began with selection of households in which heads gave their employment status as “retired,” and who were at least 65 years old by 2005; the goal was then to examine how the previous 21 years’ worth of inheritances they had received, if any, had affected their retirement wealth. Merging cross-sectional household-level data across years produced a sample of 903 households and 18, 750 individuals (including heads, spouses and other household members who received inheritances between 1984 and 2005). 

An OLS regression analysis was conducted on the retirement wealth held as of 2005 by the sample of retired households described above. The independent variables included all the items surveyed in the PSID wealth supplement, using the 2005 figures, plus the amount of inheritances received by the household since 1984. I tried several specifications, but the basic model was as follows: 

[image: image17.emf]
RW stands for the retirement wealth of households in the sample. Coefficient b1 represents total inheritances received into the household since 1984; b2 represents the value of employer-sponsored and Veteran’s Administration pensions; b3 represents cash held in savings and checking accounts, as well as certificates of deposit and other liquid assets; b4 represents equity in real estate; b5 represents the present sale value of all vehicles owned by household members; b6 represents the value of any business or farm owned by a household member; b7 represents the value of households’ stock holdings outside of IRAs or employer-sponsored pension plans; b8 represents the value of any Individual Retirement Accounts held by the household head and/or spouse, provided the spouse qualifies to withdraw from the account without penalty; b9 represents the value of any bonds or insurance policies held by household members; and b10 represents total short-term debts. 

Variables b3 through b10 represent households’ net worth as defined by the PSID (variable S717 in the PSID 2005 codebook). Adding inheritances and pension income to net worth produces measure of retirement wealth, which is the total amount of resources available for consumption by households in which heads have left the paid labor force. Means, standard deviations and correlations for all the independent variables are shown in Table 1.

[INSERT TABLE 1 ABOUT HERE]

Since previous research has documented wide variations in the distribution of wealth across American families (see Chiteji, Gouskova and Stafford 2006), I conducted further analyses by subdividing the sample of 903 PSID households into quartiles based on their net worth as of 2005 (defined by variable S717 in the PSID codebook). For the sample as a whole, average net worth was $331,610 with a standard deviation of $623,317, and a range between -$40,700 and $13,801,600. See Table 2 for complete means, standard deviations and ranges for each net worth quartile in the sample. 

[INSERT TABLE 2 ABOUT HERE]

Finally, inheritances supplemented net worth for only 323 households in this sample; the vast majority (64.2%) received no bequests from any source for the entire period 1984-2005. This makes the significance of the inheritance variable in the regression results shown below all the more remarkable. Among those that did receive inheritances, the cumulative per-household total for the 21-year period ranged from $9 to $1.5 million. The median dollar value per household was $27,000; the mean was $29,486.60 (sd = $103,664.68). Both the value and frequency of inheritances increase with household wealth: while the average household in the sample received 1.56 bequests between 1984 and 2005, the wealthiest quartile inherited approximately six times as often as those at the bottom of the distribution. So while US households indeed receive inheritances rather infrequently (Modigliani 1988), the pattern of inequality in the number and dollar value of the bequests (as shown in Table 3, below) supports the view of inter-generational transfers as key mechanisms in the reproduction of economic inequality. 

[INSERT TABLE 3 ABOUT HERE]

Results

As the standardized OLS regression coefficients shown in Table 4 indicate, inheritance accounts for only 1% of retirement wealth in American households with heads 65 and over. Stock holdings, followed by equity in real estate, constitute almost two-thirds (65%) of the resources available to those households, followed by IRAs, liquid accounts (such as savings, checking and CDs), income from employer-sponsored pensions, shares in a business or farm, and bonds and insurance. In fact, inheritances are near the bottom of the list: only the value of a household’s vehicles plays a smaller part in its retirement wealth. 

[INSERT TABLE 4 ABOUT HERE] 

Since previous research indicates that pension income reduces inequalities in retirement wealth (Woolf 2003), I tested an alternative model specification by excluding the pension variable from my regression analysis. While the findings were virtually unchanged for the sample as a whole, the impact of inheritance for households in the second quartile nearly doubled in the alternate model—to 14.1% of retirement wealth—while being reduced in the other three quartiles. I also checked to see whether it would make any difference to include in the sample all PSID families in which the head listed his or her employment status as “retired,” regardless of the head’s age. However, only negligible changes were observed in the model coefficients and variance explained.
 The components of households’ retirement wealth, as well as the relative contributions of each asset, remained as shown in Figure 1. 

[INSERT FIGURE 1 ABOUT HERE] 

However, Figures 2 through 5, which break out the composition of households’ retirement wealth by quartiles, tell a very different story. Perhaps most striking are the huge differences in the components of retirement wealth between the top quartile of households and all the rest. For example, while Table 4 and Figure 1 indicate that stock holdings make the biggest contribution to Americans’ retirement wealth overall, it turns out that only the wealthiest quartile of households get any significant benefit from stock ownership: 43.2% of the wealth in fourth-quartile households comes from stocks, compared to 3.3% in third-quartile households and just .7% in second-quartile households. We observe the same pattern with real estate equity, which appears in Table 4 and Figure 1 as the second-most financially significant component of retirement wealth overall: while it represents 20.3% of assets for the wealthiest households, its contribution drops to just 3.2% in the next-wealthiest group and to a mere .7% for second-quartile households. Stocks and real estate contribute nothing to households in the bottom quartile. 

[INSERT FIGURES 2 THROUGH 5 ABOUT HERE.]

The disparities are even more profound than these data points on the financial impact of stocks and real estate suggest. Another distinguishing feature of the wealthiest American households is that virtually all of their wealth comes from four sources, all of them private: after stocks and real estate equity, the next largest components are IRAs (13.8%) and savings accounts (9.2%). In contrast, pension income makes up the lion’s share of retirement wealth for every other segment of the socio-economic spectrum: 72.8% for households in the third quartile, 73.1% for those in the second quartile, and a whopping 97.3% for those at the bottom. And while inheritance contributes virtually nothing to the richest households—a mere (1%), trailing insurance (2.1%)—it is the second-largest source of retirement wealth for all the others. 

In third-quartile households, the second-richest group in the sample, inherited wealth constitutes 8% of all retirement assets, about three times the value of those households’ private savings. In second-quartile households, inheritance holds a similar place, contributing 7.5% of retirement wealth; but in this group, that represents eight times the value of their private savings. In the poorest households, the miniscule contribution of inheritance (1.4%) to retirement wealth is not surprising: given long-standing evidence of the strong relationship between parents’ socio-economic status and that of their children (Hao 1996), we would not expect inter-generational transfers to occur in the bottom quartile, where accumulated surplus is a rarity. Even so, it is worth noting that inheritance is virtually their only source of independent wealth outside employer-sponsored and Veteran’s Administration pensions, and that however small the amounts involved, bequests still contribute almost five times as much as private savings to the finances of bottom-quartile households—an important consideration, given that these households also carry the largest burden of debt, proportionally. 

Discussion and Implications for Policy

Among the findings of this analysis of the contribution of inter-generational transfers to retirement wealth, surely the most surprising is how much inheritance matters, and for whom. Despite receiving the lion’s share of bequests in terms of both dollar value and frequency, the wealthiest households reap less benefit than even their first-quartile counterparts in terms of retirement finances. Instead, inheritance has the greatest significance for families in the middle of the socio-economic spectrum, contributing 7.5% of retirement wealth for those in the second quartile, and 8% for those in the third quartile—in both cases, making a financial impact second only to pension income, and several times that of private savings. 

This suggests that those who have dismissed inheritance as an infrequent and economically trivial event for most American households are right on the first count but wrong on the second. Inter-generational transfers are indeed rare, occurring just once or twice over the life course, and then only in 36% of households. But while the sums at stake may seem small (a lifetime total of $29,486.60 per household, on average), they are nonetheless meaningful for the vast majority of households headed by retired persons, who are otherwise almost entirely dependent upon pension income. 

Thus, the data presented in Table 4 and Figure 1, which show the relative contributions of each component of the retirement wealth held by the whole sample, are misleading in the way they present the financial status of those households (903 in all). In fact, that Table and Figure reflect the sources of retirement wealth in the top quartile of American households; their unequal share of the wealth distorts the findings for the rest of the sample, whose positions are quite different. For the wealthiest, private savings and investments dwarf the contributions of pensions and inheritances to their retirement finances. For everyone else, the situation is reversed: private savings and investments are negligible, while pension income is their mainstay, with inheritance playing a supporting role. Despite research indicating that pension income reduces financial inequalities in retirement (Woolf 2003), it appears that wealth distribution remains extremely stratified among households with heads 65 and over, even when their pension benefits are taken into consideration. In consequence, inter-generational transfers, while small, have been surprisingly meaningful in reducing wealth inequalities within this sample. 

These findings should be considered in light of some important limitations in the data. On the one hand, the PSID does not provide any information on households’ Social Security income after 1992; since this analysis spans only 1984 through 2005, Social Security had to be excluded as a component of retirement finances due to missing data. However, given the redistributive aims of the program, accounting for Social Security payments would likely reduce the inequalities this study found in retirement wealth, along with the relative contribution of inter-generational transfers. On the other hand, this limitation may be offset by another: the very wealthiest American households have virtually no representation in the sample frames of any publicly-available datasets (Keister and Moller 2000). This means that the findings of this study probably err on the conservative side, understating the full extent of the differences in the sources of retirement wealth across the socio-economic spectrum. More recently, the collapse of the US financial markets, following quickly on the heels of a steep decline in property values, will have dramatic effects on those whose retirement wealth is tied up stocks and real estate—that is, the wealthiest households in this sample. The full effects of these crises may not be known for years, and the sources of the problems so complex that it is difficult even to guess how they might influence the components and inequality of retirement wealth. 

From a policy perspective, the evidence presented in this study suggests an urgent need to enforce firms’ pension obligations: with the economy in crisis, the temptations will be stronger than ever for firms to use bankruptcy law and other legal maneuvers to avoid paying both defined-benefit and defined-contribution pensions (Brannick 2004). Given the overwhelming extent to which all but the wealthiest Americans depend on pension payments when household heads retire, allowing the trend to continue of firms reneging on those obligations would be socially and economically disastrous. And while the contribution of Social Security payments to retired households cannot be determined in this study, the loss of 40% of its value by the Dow Jones Industrial Index in the past 12 months certainly adds to the compelling array of data militating against exposing any part of the Social Security trust to the volatility of the stock market (Harrington 2007a, 2007b). Finally, this study should not be interpreted as evidence in support of reducing or eliminating inheritance taxes; this follows from the fact that the net worth of retired American households (who are most likely at that stage in the life cycle to make bequests, either inter vivos or mortis causa) is, at $331,610, still far below the threshold of $2,000,000 at which estate tax becomes payable.
 The more important question raised by this study is: given that inter-generational transfers contribute in a non-trivial way to households’ retirement wealth, what can policymakers do to help families accumulate enough surplus to make those transfers more often and in larger amounts? 
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Figure 1: 
2005 Components of Household Wealth, Whole Sample
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Figure 2: 

2005 Components of Household Wealth, Bottom Quartile
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Figure 3:
2005 Components of Household Wealth, 2nd Quartile
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Figure 4:

2005 Components of Household Wealth, 3rd Quartile
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Figure 5:

2005 Components of Household Wealth, Top Quartile
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	� Complete results for both alternative analyses are available from the author.





	�The exclusion from federal taxes of estates valued at $2 million or less remains in place until the end of calendar year 2008, after which the exclusion rises to $3.5 million for 2009, and continues to increase until the tax ceases to be levied on estates of any size in 2010. What will happen in 2011, when the tax law becomes eligible for reinstatement or revision, is anybody’s guess.
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