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Although recent research suggests that intergenerational transfers
play an important role in aggregate capital accumulation, our under-
standing of bequest motives remains incomplete. We develop a sim-
ple model of strategic bequests in which a testator influences the
decisions of his beneficiaries by holding wealth in bequeathable
forms and by conditioning the division of bequests on the benefi-
ciaries’ actions. The model generates falsifiable empirical predictions
that are inconsistent with other theories of intergenerational transfers.
We present econometric and other evidence that strongly suggests
that bequests are often used as compensation for services rendered
by beneficiaries.

Tell me, my daughters
(Since now we will divest us both of rule,
Interest of territory, cares of state),
Which of you shall we say doth love us most,
That we our largest bounty may extend
Where nature doth with merit challenge.
[Shakespeare, King Lear)
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Much recent research suggests that intergenerational transfers play
an important role in aggregate capital accumulation. Kotlikoff and
Summers (1981) estimate that about four-fifths of U.S. wealth ac-
cumulation is due to intergenerational transfers.' Several other stud-
ies, including Brittain (1978), Mirer (1979), and Bernheim (1984b),
have found that the savings behavior of retirees is inconsistent with
strong forms of the life-cycle hypothesis.” While intergenerational
transfers appear to be of central importance in understanding pat-
terns of capital accumulation and familial behavior, relatively little is
known about what motivates individuals to leave bequests.

In this paper we develop a model of “strategic” bequests and pre-
sent some preliminary empirical tests of it. The central premise
underlying our formulation is that testators use bequests to influence
the behavior of potential beneficiaries. Such influence may be overt,
as when parents threaten to disinherit miscreant offspring, or more
subtle, as when parents reward more attentive children with family
heirlooms. As we discuss below, models of strategic bequests have
very different implications for the effects of institutions such as social
security and private pensions on the rate of capital formation, and
individual behavior more generally, than do alternative models. In
our model, the Ricardian equivalence theorem of Barro (1974) does
not hold.

In our theoretical formulation, we envision a testator who, though
altruistic, is also affected by actions taken individually by a number of
potential beneficiaries (he may, e.g., enjoy receiving attention from
his children). We argue that, in such circumstances, the testator will
necessarily wish to influence his beneficiaries’ decisions by condition-
ing the division of bequests (perhaps through informal means) on
actions they take. However, he is constrained in this regard by consid-
erations of credibility: he cannot, for example, credibly threaten uni-
versal disinheritance. We show that as long as there are at least two
credible beneficiaries, it is possible for the testator to devise a simple,
intuitively appealing bequest rule that overcomes the problem of
credibility and allows him to appropriate all surplus generated from

' The significance of intergenerational transfers is still the subject of much debate.
Tobin (1967) and Davies (1981) present simulation results that indicate that pure life-
cycle motives are sufficient to account for the bulk of U.S. capital.

2 Brittain (1978) and Mirer (1979) document continued accumulation of wealth after
retirement. Shorrocks (1975), Diamond and Hausman (1982), and King and Dicks-
Mireaux (1982) find limited evidence to dispute this claim. Bernheim (1984b) confirms
this finding but demonstrates that behavioral responses of rates of decumulation to
nondiscretionary annuities are inconsistent with the predictions of simple life-cycle
models.
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testator-beneficiary interaction. This surplus provides an incentive
for the testator to forgo other forms of consumption or, alternatively,
to hold his wealth in bequeathable rather than annuitized forms.

No single tractable analytic model can capture as varied a phenom-
enon as intergenerational transfers. We believe, however, that the
model of strategic bequests presented here is a valuable supplement
to conventional formulations that rely on ad hoc bequest motives or
intergenerational altruism. In particular, our model helps to explain
several empirical observations that seem inconsistent with other for-
mulations. Furthermore, it generates falsifiable empirical predictions,
thereby lending itself to econometric testing.

The notion that anticipated bequests may influence the behavior of
potential beneficiaries has previously received varying amounts of
attention from Sussman, Cates, and Smith (1970), Barro (1974,
p.- 1106, n. 14), Becker (1974, 1981), Ben-Porath (1978), Adams
(1980), Kotlikoff and Spivak (1981), and Tomes (1981). However,
with the exception of Becker’s work, these studies lack a complete
model of the exchange process. Typically, it is implicitly assumed that
unwritten agreements between family members are perfectly enforce-
able. By explicitly modeling the strategic choices of parties to such
agreements, we generate sharp, empirically testable predictions con-
cerning the circumstances under which these agreements are enforce-
able.

Becker considers a world in which enforceability is not an issue. His
“rotten kid theorem” establishes that under certain circumstances
automatic changes in an altruistic parent’s transfers to selfish children
provide these children with optimal incentives. Thus the parent has
no strategic motive—he does not wish to precommit to some alterna-
tive compensation scheme. A further consequence of this environ-
ment is that forced transfers between children or between children
and parents have no ultimate effects and that the Ricardian equiva-
lence theorem holds. However, the rotten kid theorem depends criti-
cally on the assumption that monetary income alone determines each
agent’s well-being. In our more general framework, automatic trans-
fers are insufficient and strategic behavior comes into play.

The paper is organized as follows. Section I presents our model of
strategic bequests and characterizes its solution. In Section II we pre-
sent econometric evidence on bequeathable assets and beneficiary be-
havior that supports the model. Section III discusses the ability of
various bequest theories to account for certain stylized facts. Finally,
in Section IV we examine some implications of our model for issues
such as the effect of social security, government debt, and private
pensions on capital formation and family behavior.
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I. Theoretical Framework

The notion that rules governing the division of bequests may in-
fluence actions taken by potential beneficiaries is not a new one. In-
deed, Becker (1974, 1981) has argued that variations in transfers to
selfish children force these children to consider their parents’ inter-
ests. "This is the basis for his rotten kid theorem, which establishes that
each beneficiary, no matter how selfish, maximizes the total family
income available to the altruistic benefactor. In effect, the benefac-
tor’s welfare is maximized even though he does not design a rule for
dividing his estate with the intent of providing incentives for beneficiaries.

In this paper, we advance and test a theory of bequests in which
the testator intentionally manipulates the behavior of his beneficiaries
through his choice of a rule for dividing his estate. The fundamental
difference between Becker’s model and ours is that in our model
influence is strategic, while in Becker’s it is nonstrategic. As we shall
see, this distinction may be of profound importance in a variety of
policy-related contexts.

It may appear that there is no need for a theory of strategic in-
fluence: if the rotten kid theorem holds, an altruistic testator cannot
improve on the incentives created by automatic (nonstrategic) varia-
tions in his bequests. Thus Section I4 is devoted to an analysis of the
following question: When would a testator wish to improve on these
automatic incentives (i.e., behave strategically)? We observe that the
validity of Becker’s theorem is limited to cases in which the welfare of
testators and beneficiaries alike depends only on monetary income. In
particular, if an altruistic testator also cares directly about some action
taken by a potential beneficiary (as seems inevitable), nonstrategic
incentives will not produce an efficient outcome, let alone maximize
the testator’s well-being.

Having established a motive for the exercise of strategic influence
on the part of testators, we turn to a second question: When can
testators successfully manipulate behavior, and how do they do so?
We argue in Section 1B that success in this regard requires the testator
to have at least two individuals (or institutions) whom he could cred-
ibly name as beneficiaries. When this condition is satisfied, testators
can design a rule for dividing bequests that extracts the full surplus
generated from interactions with beneficiaries. Otherwise the testator
cannot successfully precommit himself to any scheme that improves
on automatic incentives.

A.  Altruism and Strategic Interaction

We begin with a brief exposition of the rotten kid theorem. Suppose
there are two agents, a parent (p) and a child (k). The child is selfish in
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the sense that his utility is a function only of his own consumption, ¢.
The parent, on the other hand, is altruistic in the sense that he cares
both about his own consumption, ¢,, and about his child’s utility. We
write these utility functions as Ux(ck) and Up[cy, Ug(cy)], respectively.

Suppose that agent i (i = £, p) has income y;. Suppose also that the
child takes some action that affects both y, and y,; subsequent to this
choice, p makes a utility-maximizing transfer to k. The rotten kid
theorem states that £ will choose an action that maximizes total family
income, y = y; + y, (and therefore that maximizes the parent’s wel-
fare).

We illustrate this principle in figure 1. Let y' and y* be two distinct
levels of family income. Each defines an opportunity set for the par-
ent in terms of achievable levels of ¢, and ¢,. As long as the parent is
not at a corner (his transfer to the child is positive), the allocation of
consumption between p and k is determined as the tangency between
these budget constraints and the parent’s indifference curves. Thus,
assuming ¢ is a normal good for the parent, the child maximizes his
own welfare by choosing an action that maximizes y. In this context,
the parent has no need to manipulate his child’s decision since auto-
matic adjustments in transfers create optimal incentives. It should
also be apparent from figure 1 that a forced transfer from p to & will
have no effect on either’s level of consumption as long as the par-
ent is not at a corner. This is the basis of the Ricardian equivalence
theorem.

However, even if testators care about the well-being of their
beneficiaries, they may not be perfect altruists. Examples abound: An
individual might desire more attention from his own children, object
to a relative’s choice of spouse, or want to be cared for by a sibling or
grandchild. Institutions (such as universities) commonly treat wealthy
patrons particularly well, perhaps to encourage further support in
the form of gifts and bequests. In such cases, the rotten kid theorem
does not hold.

For concreteness we consider our previous example, modified as
follows. First, y, and y are fixed. Second, the child takes some action,
a, which we will think of as attention given to the parent (visits, care,
etc.). Both the parent and the child care about a directly. Thus,
utilities are given by Uy(ck, a) and U,lc,, a, Ur(ck, a)].

We assume that the child’s utility first increases and then decreases
in a. The parent’s utility, with U kept constant, always increases in a
initially, though it may decline in a for high enough attention levels.
In fact, we assume something stronger, namely, that parents tire of
attention only after children do, if at all (i.e., 9U,/da > 0 when aU,/0a
= 0). Finally, in this exposition, we also suppose that the parent’s
overall utility (i.e., allowing for the effect of a on U,) declines in a for



