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TheBaby Boomers

Mega-l nheritance—Myth or Reality?

by Jagadeesh Gokhale and L aurence J. K otlikoff

The economic outlook in the United
States may berosier, but the retirement
prospects of baby boomers continue to
rest on shaky foundations. Under current
projections, Social Security and Medi-
care will experience revenue shortfalls
after 2014—soon &fter the boomers
begin retiring. And while stronger-than-
expected economic performance has led
to forecasts of substantial short-term
budget surpluses, these projectionsrely
on implausi ble assumptions about future
federal government spending restraint.
Although both Republicans and Democ-
rats are emphasizing the need to reserve
Socia Security surpluses for that pro-
gram aone, they are also advocating
large tax cuts and spending increases that
may reduce or eliminate non-Social
Security (that is, “on-budget”) surpluses
—perhaps even turn them into deficits.
If the economy dlows and tax revenues
plummet, Social Security surpluseswill
have to be used for other government
spending—as they were before on-budget
surpluses emerged.

Growth in Socia Security and Medicare
benefits during the past several decades
has caused a huge wedlth transfer from
younger toward older generations. This
transfer and the recent surgein stock
market prices have substantially
increased the economic resources of
today’sretirees. Thisrisein seniors
wealth raises two interesting questions.
First, areinheritanceslikely to increase
substantially during the next few
decades? Second, can today’s middle-
aged workers depend upon future inheri-
tancesto fund their retirement years?

One previous estimate places the sum of
inheritance receipts by 2050 at $14 tril-
lion (in 1999 dollars).t The size of this
figure suggests that boomers can look
forward to an inheritance bonanza and

can, asagroup, stop saving for retire-
ment. The truth, we believe, is quite
different. Today’s elderly generations
are wealthier because of the factors just
mentioned, but other factors, which will
shrink future bequests, have grownin
significance. Moreover, athough inheri-
tances may grow larger, whether they
will be sufficient to fulfill boomers’
retirement needs must be judged in rela-
tion to boomers' current living stan-
dards, which are determined largely by
their current labor earnings.

This Economic Commentary argues that
inheritances are unlikely to augment
boomers' retirement resources signifi-
cantly. Projections suggest that, relativeto
labor earnings, there will be no significant
risein total bequeststo later generations
until the boomers themselves begin to
bequeath during the middle of the next
century. Even though bequests are larger
today in absolute terms than they werein
the past, they have not grown substan-
tially compared to inheritors’ labor
income. As agroup, boomers cannot rely
oninheritancesto fund their retirements
any more than their parents could. Fur-
thermore, inheritances have been and will
remain very unevenly distributed among
the population, making the receipt of a
large inheritance avery improbable event.

m  TooMany SiblingsChasing
Too Few Dollars
There are several reasons to doubt that
the boomers arein for ahuge inheritance
windfall. First, the bequest pie must be
split among more peopl e because
boomers are more numerous than their
parents. That is, each boomer hasarela
tively large number of siblings. The
magnitude of this effect can be gauged
by assuming that parents are generally
25 years older than their children and
taking the ratio of those aged 3545
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Retireesareoneof thewealthiest seg-
mentsof theU.S. population, and today’s
retireeshave morewesalth than any
previousgeneration’s. Some have conjec-
tured that bequestsout of thiswealth will
sgnificantly boost the resourcesof the
baby boomer s—the next generation of
retirees—bridging the gap between their
retirement needsand resour ces. This
Economic Commentary arguesagainst
such aview and explainswhy boomers
have no alter native but to savefor ther
own retirement.

today (the boomers) to those aged 60-70
(their parents). Thisratio, whichis2.3
today, wasonly 1.8 in the 1960s.

Another factor limiting the flow of
bequests across generationsisthe
remarkable postwar increasein the
degree to which the resources of the
elderly are annuitized.? Annuitized
resources are income flowsthat cease
when the recipient dies. So, for agiven
amount of total wedlth, the larger the
share of annuitized resources, the smaller
the share of bequeathable assets. Much
of theincreasein the share of annuitized
resources in the last four decades can be
attributed to the expansion of Social
Security and Medicare. If thistrend in
annuitization continues, inheritances will
become an even smaller share of
boomers' retirement resources.

Thereisaso evidence that today’sretirees
are spending down their assetsat amuch
faster rate than their predecessors did four
decades ago. Recent research shows that
elderly Americans propensity to consume
out of their resources hasrisen dramati-
cally since 1960.% Moreover, mortality
ratesarelower now than at any timein the
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past, so the boomers' parentswill live
longer than any previous generation. But
thelonger they live, the more they will
deplete the assets they would otherwise
have bequeathed to their children.

Future bequests may also be reduced by
one other factor: Thedesireto leave
something for the next generation seems
to be weskening over time.

m  TheDeclining Bequest Ethic
Bumper stickers proclaiming “ Retired—
Spending My Children’s Inheritance”
provide soft evidence of adiminishing
bequest ethic. It'sdifficult to imagine
such bumper stickers being displayed
back in 1960. Surveys of household atti-
tudes toward saving and bequestsyield
more concrete evidence. Among all
households, the percentage of those who
believeit isimportant to leave an estate
for one’s heirs has declined from

52.5 percent to 48.4 percent during the
1990s alone.* The declineis even greater
among those older than 65—from

55.5 percent to 46.8 percent. According
to the latest data, only 27 percent of al
households and only 22 percent of
households headed by someone over 65
expect to leave asizable bequest.>

Additiona indirect evidence suggests
that the bequest ethic isdeclining in the
United States. Specificaly, the elderly
have chosen not to reverse the increased
annuitization of their wealth. To alarge
extent, increased annuitization is
imposed on retirees because employer-
provided defined-benefit retirement plans
and government transfer programs pay
out benefitsin the form of annuities
rather than as lump-sum amounts at
retirement. If the elderly were concerned
that the forced annuitization of their
wealth would lower their bequests, they
would fully or partially offset it by pur-
chasing additional life insurance. How-
ever, over thelast several decades, insur-
ance purchases by the elderly have
actually declined asafraction of their
total resources.®

Identifying the precise causes of the
declining bequest ethic is beyond the
scope of this Commentary, but changes
in family structure caused by divorce
and geographical dispersion seem worth
mentioning. The dispersion of American
families seemsto be occurring not only
within generations, but also across
them—in terms of parent—child living
arrangements: Back in 1940, the major-
ity of noninstitutionalized elderly lived
with their children, but only 40 percent

did so by the mid-1980s.” Among those
aged 85 or older, the fraction living with
their children dropped from 87 percent
to 43 percent over the same period.®
Some argue that the declinein joint liv-
ing is due to the increasing economic
independence of the elderly. However,
recent research suggeststhat it is not the
elderly but their children who prefer
independent living arrangements.® The
declinein thewillingness or desireto
bequeath may be a consequence of the
fact that independent living is costlier.
Alternatively, it may reflect astrategic
response of older parentsto their chil-
dren’s unwillingness to house themin
their old age.

m TheSizeof Cross

Generation Bequest Flows
Assuming that parentsleave all of their
bequeathable wedlth to their children,
how much can baby boomers expect to
inherit? Unfortunately, direct and reliable
data on inheritances and bequests are not
available and, indeed, may not be collec-
table. So we must estimate the data
needed to address this question. To do
this, wefirst estimate average levels of
bequeathable wealth by age and sex.
Bequeathable wedlth is the sum of net
worth (bank accounts, stocks, bonds, and
houses, minustotal liabilities such as
mortgage balances and outstanding credit
card debt) plus outstanding term life
insurance.1® Next, we use the constructed
profiles of average net worth and term
lifeinsurance by age and sex to calculate
annual bequest flows as the sum of
deaths per year by age and sex multiplied
by average bequeathable wealth by age
and sex.!t

Table 1 showsthe resultsin constant 1999
dollars. Under our assumptions, the cross-
generation bequest flow for 1997 is esti-
mated at $179.4 billion. Thisisjust over
threetimesthe $54.8 billion bequest flow
estimated for 1962. These numbers show
that inheritances have grown robustly
over the past four decades and that
boomers, asagroup, will receivealarger
inheritance than thelr parents did three
decades earlier. The moreinteresting
question, however, is not whether
boomerswill inherit more asagroup, but
whether this larger inheritance represents
agreater share of their economic
resources than was the case for their par-
ents. To answer that question, we com-
parethe growth of inheritancesrelative to
that of recipients’ labor compensation—
the main source of income for working-
ageindividuals.’? Table 1 showsthat

bequests equaled 3 percent of labor
compensation in 1962. In 1997, they were
3.7 percent of labor compensation, sug-
gesting that inheritance flows have been
more or less stable in comparison to labor
compensation; relativeto their labor earn-
ings, boomers are inheriting only dightly
morethan their parents.

The near-stability of inheritance flows
relative to labor compensation through
the mid-1990s may be significantly
altered in future decades. Therelative
size of the elderly population will bal-
loon as boomers grow older and
longevity increases at al ages. To see
how such demographic changes might
affect future bequest flows, we estimate
them using projected population and
mortality data, assuming that the
age—sex patterns of wealth holding and
term lifeinsurance remain asin 1997,
but that average bequests aswell as
average earnings by age and sex grow
with labor productivity. Figure 2 shows
that the flow of cross-generation
bequests as a share of projected labor
compensation per year is expected to
rise from about 4 percent today to more
than 8 percent by the middle of the next
century. Therate of increase will be
modest during the next 15 years but then
will begin to accelerate. By 2015, the
ratio will be only 0.8 percentage point
higher than it istoday. Between 2015
and 2030, bequests as a share of labor
compensation will increase by almost

2 percentage points and, in the following
15 years, they will increase by another
1.5 percentage points. This suggests that
it isthe boomers’ offspring—not the
boomers themselves—who can expect to
reap a bequest bonanza.

m TheDistribution of Bequests
Not only will inheritances represent very
minor additionsto boomers' resources,
but their distribution across the recipient
population isaso likely to be highly
unequal. This substantially negatesthe
view that inheritances will redressthe
shortfall in boomers' retirement
resources. Table 2 shows the size of
inheritances received by those in various
income ranges. The vast mgjority of
households (92 percent) reported receiv-
ing no inheritances. Most of the house-
holdsthat reported positive inheritances
said they received less than $100,000.
Table 2 shows that the frequency of
inheritanceis highest for those in the
lowest earnings category. However, the
receipt of substantial bequests—those
exceeding $100,000—islimited to a



B /5.t 1 COMPONENTSOF BEQUEATHABLE WEALTH: 1962 AND 1997

Bequestsasa
Labor Net Life Cross-generation shareof labor
Year compensation? worth? insurance? bequests® compensation®
1962 1,800.1 11,497.9 3,734.7 54.8 30
1997 4,828.0 35,085.7 13,862.9 179.4 37
a. Billionsof 1999 dollars

b. Percent
SOURCES: Economic Report of the President, 1999; estimates from the 1998 Survey of Consumer Finances; and American Council of Life
Insurance Life Insurance Fact Book, variousissues.

TABLE 2 PERCENT OF POPULATION RECEIVING INHERITANCES

Inheritance
Wage $0 $1-25,000 $25,000-50,000 $50,000-100,000 M orethan $100,000
$0-10,000 54.9 20 04 0.5 0.7
$10-25,000 6.4 0.5 0.1 0.0 0.2
$25-50,000 14.1 0.7 0.2 0.2 0.2
$50-75,000 9.0 0.5 0.1 0.2 0.2
$75-100,000 3.9 0.3 0.2 0.1 0.1
Over $100,000 3.6 0.3 0.1 0.1 0.2
Total 91.9 4.3 11 11 1.6

SOURCE: Calculated from the 1998 Survey of Consumer Finances.
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SOURCE: Authors' calculations based on the 1998 Survey of Consumer Finances and the
Social Security Administration’s projections of the U.S. population.

miniscule fraction of the population (less
than 2 percent). Evidence shows that
mean inheritances for the majority of
recipients are fairly small; large inheri-
tances are limited to avery few lucky
individuals. This suggests that although
the flow of inheritances will eventually
increase significantly relative to labor
compensation, its distribution may
remain highly unequal.

m Conclusion

Although baby boomerswill inherit
more as agroup than their parentsdid,
inheritances will be roughly the same as
those of their parents when considered
relative to labor earnings. Our estimates
show that the size of the aggregate flow
of U.S. bequests, measured relative to

labor compensation, has not changed
muchinthelast 35 yearsand islikely to
remain near its current level for the next
decade and a half.

While boomer parents have more wealth
than previous generations of retirees,
much of that wealth isannuitized, so that
asmaller shareisbequeathable. And
whatever resources remain to bequeath
will be split among more recipients
because the boomers have, on average,
more siblingsthan their parents had. The
amount boomer parents haveto leave
their children may be reduced further
because parentswill live longer than any
previous set of retirees, spending down
their wedlth. Evidence shows that many
boomer parents neither expect to leave

significant bequeststo their children
nor believeit isimportant to do so.

Our calculations also suggest that
bequest flows will increase markedly
asafraction of recipients’ labor earn-
ingsonly after the boomersretire
and begin to bequeath their own
weslth to their children. Sinceitis
uncertain whether Social Security
and Medicare will deliver dl their
promised benefits and boomers are
unlikely to inherit much from their
parents, they would be wise to fund
their retirement the ol d-fashioned
way—they’ |l haveto savefor it.
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10. These dataare based on the 1998 Survey
of Consumer Finances; they pertain to 1997.

11. Annual desthsfor malesand females
older than 50 are estimated using population
and mortality data. All of nonmarried individ-
uals wealth and 15 percent of married indi-
viduals' isincluded when calculating cross-
generation bequests.

12. Therelevant issue iswhether inheri-
tances will enable boomersto maintain or
increase their lifetime living standard by a
greater proportion than was the case for their
parents. Theideal comparison would be
between growth in bequests and growth in
living standards between the early 1960s and
late 1990s. Because data on living-standard
improvement are not available, we use
growth in labor compensation instead.
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