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Planning for Your Family

If planning for your own needs is difficult, planning for your family is at least twice as 

hard. Once you marry, have children, or take on responsibility for a parent or sibling, 

additional issues come into play. 

Having a will or life insurance may not be strictly necessary if you are only responsible 

for yourself, but if you have children or other dependents, these are crucial matters to 

take care of right away. 

In this chapter, we review estate-planning basics and the many ways that you can make 

the most of your wealth for your loved ones’ benefit by reducing taxes. We explain the 

key tax considerations for gifts, discuss educational savings plans, and explain many 

wealth transfer strategies.

We bring your choices to life in a case study, The Entrepreneurs’ Wealth Transfer. We 

also explain how we think about these issues in Sharing the Wealth: Potential Surplus 

Capital.

In addition, we discuss insurance and how we quantify the life insurance you may need, 

even if you will be leaving substantial wealth behind. 

Lastly, we note that wealth can create problems. No matter how much you love your 

fiancé, you may want to be careful about his future claims on your inherited or earned 

wealth, in case your marriage doesn’t work out. We also touch on the possibility that 

your children may not share your work ethic. The answer to one of the frequently asked 

questions discusses some ways to motivate the kids and instill your values.



Estate-Planning Basics

If you haven’t written a will yet, you are in good company. 
Many famous writers, musicians, and artists—such as 
Stieg Larsson, Bob Marley, and Pablo Picasso—died 
without leaving instructions about who should get their 
assets and take care of their children; an estimated two-
thirds of American adults do not have a will. 

Even those who really should know better have died 
intestate, or without a will, including eccentric billionaire 
Howard Hughes and President Abraham Lincoln.

While the possibility of dying or becoming disabled may 
seem remote if you’re young and healthy, you should 
take steps to protect your family from the mess that can 
result from failing to plan for these possibilities, including 
litigation and embarrassing publicity. Your family is not 

likely to be able to get a Supreme Court Justice to 
intervene to assure quick action, as Lincoln’s family did.

Other basic legal documents can ensure that your 
property is managed as you wish during your lifetime, 
if you become unable to manage it yourself; and that 
decisions about your own healthcare are made by the 
person(s) you choose in accordance with your own 
desires, if you become unable to decide for yourself.

Taking care to create these basic legal documents 
(Family Display 1) will spare your family from having 
to deal with a wide range of potential problems during 
a crisis, reduce the potential for family conflict, and 
preserve their privacy—and yours. 
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FAmILY DISPLAY 1 

Basic Estate-Planning Documents 

Document Purpose When Effective

Will Distribution of property; care of 
minor children or other dependents Upon death

Revocable Living Trust Distribution of property During life and at death

Durable Power of Attorney  
for Property

Distribution and management  
of property

During life, usually in the event  
of disability

Durable Power of Attorney  
for Healthcare Healthcare decisions During life, in the event of disability

Living Will Decisions on end-of-life treatment During life, in the event of disability

Source: Bernstein
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Will
A valid will provides instructions on the administration 
and distribution of the assets held in your name at death. 
The will may provide for assets to be transferred outright 
to beneficiaries or to be held in trust for them. The will 
also designates the individual(s), bank, or trust company 
that will act as executor (or personal representative) of 
your estate, and the trustees of any trusts created under 
the will. Often, the will also names the individual(s) who 
will serve as guardian for minor children.

To be effective, a will must be probated (or be proven) 
after your death in an appropriate state court, which then 
oversees the administration of your estate through the 
probate process. Your executor (or personal representa-
tive) is empowered to administer your estate (the legal 
entity that takes over your affairs after death), including 
payment of debts and taxes and the distribution of assets 
as instructed in the will. 

If you die without a will, assets held in your name at 
death will be distributed in accordance with the laws of 
the state you lived in. These laws generally provide for 
distributions among your family in stated proportions, 
depending upon who survives you. They also govern 
selection of the administrator (or personal representa-
tive) who will have responsibility for the estate. Your 
assets may be distributed in a way that you would not 
have chosen or that causes adverse tax consequences, 
or both. Such problems increase the chances of a family 
fight. 

Even if you have a will, the administration and distribution 
of your assets will be subject to the probate process, a 
state court proceeding that is open to the public. The 
potential expense, delay, and loss of privacy that the 
probate process entails makes minimizing assets subject 
to probate desirable for many people. 

Assets that are subject to probate generally include 
assets titled in your name at death.

Assets that are not subject to probate generally include: 

� Assets with designated beneficiaries, such as IRAs, 
pensions, life insurance policies, or annuities

� Property held in joint tenancy that passes by law  
to the other tenant

� Assets held in trust at the time of death 

Revocable Living Trust
Establishing and funding a revocable living trust during 
your lifetime is one of the most common ways of mini-
mizing property subject to probate and avoiding court 
guardianship if you become incapacitated. 

You can revoke or amend a revocable living trust at 
any time. You may act as sole trustee with exclusive 
authority to manage the trust assets and designate a 
successor trustee. This type of trust confers no income 
tax or estate tax benefits and does not protect your 
assets from creditors. 

If you become incapacitated, the successor trustee 
you selected can manage trust assets without court 
guardianship proceedings or a durable power of attorney. 

When you die, the successor trustee can execute your 
estate plan directly and immediately with regard to all 
assets in the trust. Hence, the revocable living trust is 
sometimes referred to as a will substitute. Like a will, it 
provides for the distribution of your property. Unlike a 
will, it is not subject to the expense, delay, and loss of 
privacy of a probate proceeding.

In practice, it can be difficult to put all your assets into a 
revocable living trust during your lifetime. Most people 
with a revocable living trust also have a basic will to 
dispose of any assets held in their own name at death. 
The basic will is often called a pour-over will, since it 
typically directs that all probate assets be poured into 
(or added to) the revocable living trust for disposition. 

Durable Powers of Attorney
Other basic documents address the possibility that you 
may become mentally incapacitated prior to death. 

If you become mentally incapacitated without the proper 
documents, your family may have to apply to a local 
court to appoint a guardian (or conservator) for you. The 
court may give the guardian authority over your financial 
affairs or personal affairs, or both. The court proceedings 
are typically costly, time-consuming, burdensome, and 
intrusive. Usually, the guardian must file regular and 
detailed reports with the court.

Executing the right durable powers of attorney might 
spare your family the guardianship process. In most 
jurisdictions, there is one type of power of attorney for 
financial and legal affairs, and one for health decisions. 
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In a durable power of attorney for property, you can 
name someone to undertake one or more business, 
financial, and legal transactions on your behalf after 
you become incapacitated. Consult with your advisors 
about how to draft and execute a power of attorney 
for property; it can confer extensive authority on your 
agent. 

In a durable power of attorney for healthcare 
(sometimes called a healthcare proxy), you may 
authorize someone to make healthcare decisions on 
your behalf if you are unable to make those decisions 
yourself. Your agent cannot make certain decisions 
that are inconsistent with any wishes that you have 
stated in a living will.  

Living Will
A living will states your wishes regarding end-of-life 
medical care in case you become unable to com-
municate these wishes directly. It addresses such 
subjects as whether you want your life to be artificially 
extended if you fall into a persistent vegetative state. 
Sometimes, a living will and durable power of attorney 
for healthcare are combined into a single document. In 
the absence of a living will, your healthcare providers 
may be obligated to provide medical care that you 
don’t want; the potential for disagreeable conflicts 
rises.
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I just created and executed a pour-over will and a revocable living trust. 
Now what should I do?

Put the documents in a secure place (perhaps in the safekeeping of your 
attorney) and make sure that someone other than your spouse knows that 
these documents exist and where they are located. Your attorney, another 
family member, your accountant, the executor of the will, or the successor 
trustee of the revocable living trust are good candidates to tell.

Work with your attorney to transfer assets into the trust. You may want to 
retitle in the trust’s name personal financial accounts (such as bank and invest-
ment accounts), as well as some real estate and tangible personal property.

My wife and I recently bought a house. How should we title this asset? 

That depends on what your goals are. Many couples want their first residence 
to be held in both their names, in joint tenancy, so that the property will pass 
automatically to the surviving spouse when one spouse dies. Work with your 
attorney to ensure that the title of your home fits with your wills. 

The details of how joint tenancy works vary by state. All states allow some 
form of joint tenancy with right of survivorship. 

Twenty-six states allow married couples to own a residence in a special form 
of joint tenancy known as tenancy by the entirety. In effect, this means that 
each spouse has full ownership of the property concurrently with the other. 
The death of one spouse leaves the survivor as the sole owner. Importantly, 
this form of title protects each spouse from the transfer of the other’s half of 
the property without mutual consent. It provides some creditor protection for 
the residence, since creditors of a single spouse may not attach and sell the 
debtor spouse’s interest in the home. 

Nine states have community property laws, which in general give each spouse 
a one-half interest in certain property acquired during the marriage, which 
may include the residence.

FAQsFREQUENTLY ASKED 
QUESTIONS
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If you’re in the whirlwind of planning your 
wedding and honeymoon, you may not feel up 
to dealing with these important, but prosaic, 
financial matters. If so, do your best to take 
care of them soon after. 

� Beneficiaries
Now is the time to review and amend as 
necessary your beneficiary choices for your 
401(k) and IRA accounts, as well as any life 
insurance policies. Keep in mind that this 
may apply to an insurance policy provided 
through your employer.

� Health Insurance
If you work, it’s time to review your employer 
health benefits and amend your coverage 
to include your new spouse. If you are both 
employed, you’ll want to compare policies; 
you may save money by switching to a better 
plan that your spouse’s employer offers. 
Typically, marriage is a q ualifying event 
that will allow a midyear change to health 
benefits.

� Life Insurance
Now is a good time to determine how much 
life insurance, if any, the surviving spouse 
may need, if one spouse dies. See Mind the 
Insurance Gap. 

If only one of you is working to provide for 
your new family, disability insurance may 
be advisable to replace lost income if the 
working spouse becomes temporarily or 
permanently disabled.

�Wills/Trusts
Review your estate plan (or create one) to 
ensure that there are appropriate provisions 
for your spouse if you die unexpectedly. Your 
spouse should do the same.

� Pre- and Postnuptial Agreements
If either spouse owns, or expects to receive 
or inherit, assets that the spouse would like 
to protect in the event of divorce, consult a 
lawyer about a marital agreement. Typically, 
each spouse will need separate counsel. 

Marriage C hecklist



People can be remarkably generous. Many investors 
we meet have acquired millions of dollars early in life—
from selling a business or an inheritance—and would 
like to give a large chunk to family, friends, or worthy 
causes. After all, they say, they never expected to have 
so much money, and they can’t imagine spending it 
all on themselves. When should I share the wealth? 
they ask—and How much can I give? A million dollars? 
More?

Other people find the idea of giving large sums to 
anyone outrageous. They worked for their money, they 
say, and they don’t see why anyone else should get 
so much for nothing. “I don’t want to raise a bunch of 
entitled brats” is a frequent refrain we hear. 

We admire generosity, and we wouldn’t presume 
to tell anyone how much he or she “should” give. 
Nonetheless, we generally caution younger clients not 
to give away large portions of their wealth, because 
unexpected things can happen over the decades to 
come. They may need more money in the future than 
they think, if, for example, they have more children 
than they now expect or their career is less successful 
or satisfying than they anticipate. 

Some people ask if they can make large gifts to their 
children but retain control and benefits, so that they can 
take the gifts back if they need the money. The answer 
is that there may be adverse estate tax consequences. 
In general, tax law will count the transferred property 
as part of your estate for estate tax purposes if you 
retain certain benefits or controls over it. The safest 
course of action is to have no control over or benefit 
from gifted property, but some of the advanced wealth 
transfer strategies allow you to retain an interest or 
partial control of wealth you transfer.

What’s Your Surplus?
To help young clients figure out how much of their 
wealth they can prudently share and when they should 
share it, we generally advise them to disaggregate 
their wealth into two buckets: the assets required to 
support their expected lifetime spending once they 
stop working (their target financial capital); and addi-
tional assets that can be earmarked for family, friends, 

future generations, or charities. We call that second 
bucket their potential surplus capital (see Setting Your 
Target).

For example, if you are 40 years old and have $10 
million in financial assets, and a careful wealth-
planning analysis shows that you need only $3 million 
now in target financial capital that will grow (if invested 
properly) to support you after you retire at age 70, you 
have $7 million in potential surplus capital. 

“Great,” you might say. “I’d like to put $4 million in 
a trust for my kids and give $3 million to a fund that 
protects the environment.” 

That’s when we remind you that we said “potential.” 
Your potential surplus capital is just an estimate based 
on assumptions about your life and your current priori-
ties—and both your life and your priorities may change. 
If you divorce or remarry, have additional children, or 
decide in a few years that you hate your high-paying 
job, you may regret large gifts to family or to charity. 

When you’re 70 and retired, by contrast, you’ll know 
much more about how your life has shaped up—and 
estate taxes will be looming. At that point, it would be 
far more prudent to make plans for the use of your 
entire surplus capital.

The flexibility of your gifts is another factor. It’s 
generally advisable to preserve as much flexibility as 
possible for changes in the family’s circumstances, 
such as the possibility that you may have additional 
children. A well-drafted trust can provide this kind of 
desirable flexibility.

Some split-interest charitable vehicles allow you to give 
to charity any money remaining after many years of 
distributions (see Vehicles for Split-Interest Charitable 
Gifts). 

Your philanthropic priorities may also change. Ten or 
20 years from now, you may wish you had given less 
to one cause and more to another.

When you are talking about giving large sums of 
money that may represent a significant chunk of your 
net worth, it may make more sense to preserve your 
flexibility by making large annual gifts.

Sharing the Wealth: Potential Surplus Capital
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Sharing the Wealth: Potential Surplus Capital

The next step in planning a wealth transfer is to evaluate 
its likely tax impact. The US government imposes three 
transfer taxes that can take a big bite out of money you 
give to other individuals:

� Gift tax is imposed upon gifts during your lifetime.

� Estate tax is imposed upon transfers at death.

� Generation-skipping transfer (GST) tax is 
imposed upon gifts made during your lifetime or at 
death to, or for the benefit of, grandchildren, more 
remote descendants, and individuals more than 
37½ years younger than you are, in addition to any 
applicable gift or estate tax.

There are many exemptions, deductions, and credits  
to transfer taxes (Family Display 2). When they are 
exhausted or unavailable, the top transfer tax is 40%.1

The same unlimited marital deduction and unlimited 
charitable deduction are allowed with respect to estate 
tax due at death. The applicable exclusion amount not 
used during your life is available with respect to estate 
tax at death. If your estate doesn’t need your applicable 
exclusion amount to avoid tax, the unused portion can 
be transferred to your surviving spouse. 

A special form of the annual exclusion and of the 
educational/medical (ed/med) exclusion is available for 
computing GST tax. There is also a $5.43 million GST tax 
exemption, which is similar to the applicable exclusion 
amount and indexed to inflation. 

What's the Tax Hit?
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1While the gift tax and estate tax have the same 40% rate, there is an important difference. The estate tax is tax-inclusive, meaning that the 40% tax is 
applied to the entire taxable estate, including the amount subject to tax. Gift tax, on the other hand, is tax-exclusive: The 40% rate is calculated only 
on the amount transferred by gift, and not on the amount of gift tax paid. For example, assuming no exemptions or deductions are available, if you 
have $140,000, it is possible to make a lifetime gift of $100,000, which would leave you with $40,000 to pay the 40% gift tax calculated on that gift. 
But if you die with $140,000, your estate owes 40% of the entire $140,000, which comes to $56,000, leaving only $84,000 after taxes. In other words, 
the gift tax has an effective rate of 28.6% ($40,000/$140,000), a big drop from the 40% effective rate of the estate tax ($56,000/$140,000). Few people 
making estate plans take advantage of the lower effective rate of gift tax, for a variety of reasons, including simple reluctance to pay gift tax during life.

FAmILY DISPLAY 2

Transfer Tax Exemptions, Deductions, and Credits 

Type Description

Marital Deduction Transfers to one’s spouse for the benefit of that spouse, if he or she is a 
US citizen, are unlimited.

Annual Gift Tax Exclusion Individuals may give away $14,000 a year, and married couples, $28,000, 
inflation-adjusted, to as many individuals as they desire without incurring 
gift tax or using any of their lifetime applicable exclusion.

Lifetime Applicable Exclusion Individuals may give $5.43 million in 2015 dollars, indexed for inflation 
($10.86 million for married couples), during their life or at death without 
incurring tax, in addition to the $14,000 annual gift tax exclusion.

Educational/Medical Exclusion Individuals can pay an unlimited amount for someone else’s tuition or 
healthcare directly to the education or healthcare provider, without using 
any of the annual exclusion or lifetime applicable exclusion. Tuition may 
be for any level of educational program.

Charitable Deduction Transfers to qualifying charities are exempt from gift tax and may result in 
a charitable income tax deduction and the avoidance of capital gains.

Source: IRS and Bernstein
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FAMILY DISPLAY 3
Impact of Inflation on How Much Tax-Free Wealth You Can Transfer 

Based on increases in inflation, rounded to the nearest $10,000. The applicable exclusion amount shown is for an individual, based upon 10th (“High”), 
50th (“Median”), and 90th (“Low”) percentile outcomes for the inflation-adjusted applicable exclusion amount. Based on Bernstein’s estimates of  the 
range of  returns for the applicable capital markets as of  December 31, 2014. Data do not represent past performance and are not a promise of  actual 
future results or a range of  future results. See Notes on Wealth Forecasting System in the Appendix.
Source: Bernstein
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State Transfer Taxes
Many states, but not all, impose transfer taxes. Florida 
and California don’t impose transfer taxes. New York 
and Washington impose relatively high estate tax rates, 
reaching 16% at the highest marginal rates. The federal 
estate tax, however, allows a deduction for state estate 
taxes paid, which softens their impact. New Yorkers thus 
face a top blended federal and state estate tax rate of 
only 49.6%, not 56% (40% + 16%). At least one state 
(Connecticut) imposes a gift tax on lifetime transfers. 

More on the Applicable Exclusion Amount
The applicable exclusion amount—currently $5.43 million 
and indexed for inflation—shelters most Americans from 
paying any federal transfer tax on a transfer of their 
wealth, particularly since married couples effectively 
receive the benefit of two full exclusion amounts. This is 
very generous versus history.

We estimate that the federal estate tax exclusion will 
grow from $5.43 million to $12.2 million over the next 
30 years, in the median case for inflation (Family 
Display 3). If inflation is very low, the exclusion will 

increase less, but if inflation is very high, the exclusion 
could increase to almost $40 million per person in the 
same time frame.

With the inflation adjustment, the applicable exclusion 
amount is likely to continue to shelter most Americans 
from transfer taxes. Investors who don’t expect to have 
estates above the threshold needn’t worry about federal 
transfer tax considerations when planning their legacy. 
Of course, they must still keep an eye on the possibil-
ity that Congress might change the transfer tax law. 
They may also want to pay attention to some important 
income tax issues in planning their legacy, not to mention 
the possibility that their estates may be exposed to state 
estate taxes. 

Individuals with greater wealth that could exceed the 
inflation-adjusted exclusion amounts in the future may 
want to begin focusing on whether they can afford to 
make lifetime gifts, and, if so, whether there are any 
tax-efficient ways to transfer money to their family, their 
children, or charities. They may want to explore education 
savings plans or one or more tax-efficient wealth transfer 
strategies or tax-efficient charitable strategies. 
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FAMILY DISPLAY 4
Funding a 529 Plan Early Results in More Savings 

*$28,000 per year for 10 years.
†140,000 in the beginning of  year one and $140,000 at the beginning of  year six.
The assets are invested 70% in globally diversified equities and 30% in fixed income when the child is age 8, and become more oriented toward bonds over 
time, until reaching 25% globally diversified equities and 75% fixed income at the child’s college age. Stocks modeled as 21% US diversified, 21% US 
value, 21% US growth, 7% US small- and mid-cap, 22.5% developed international and 7.5% emerging markets. Bonds modeled as intermediate-term 
diversified municipals in the taxable account and intermediate-term taxables in the 529 accounts. Taxable account assumes top marginal federal tax rates 
and a 6.5% state income tax rate. 
Based on Bernstein’s estimates of  the range of  returns for the applicable capital markets over the next 10 years as of  December 31, 2014. Data do not 
represent any past performance and are not a promise of  actual future results. See Notes on Wealth Forecasting System in the Appendix.
Source: Bernstein

Median Inflation-Adjusted 529 Plan Assets
After 10 Years  
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for 10 Years*
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Taxable Account 529 Account 529 Account

$270
$296

$325

Given the high cost of education, it’s important to make 
the most of available income tax deductions while paying 
attention to federal transfer tax rules. Educating your 
children isn’t just an expense: The Internal Revenue 
Service sees it as a gift. 

Fortunately, direct tuition payments to elementary and 
secondary schools fall under the educational/medical 
exclusion. You can pay unlimited current tuition, or 
medical expenses, on behalf of one or more beneficia-
ries, without incurring gift tax. 

As a result of the exclusion, tuition payments do not 
count against your $14,000 annual exclusion or the 
$5.43 million applicable exclusion amount. Payments 
for room and board and other non-tuition expenses do 
not qualify for the exclusion. 

There is also a tax-advantaged way to invest to fund  
future college or graduate school expenses: a Section 
529 plan. Contributions to a Section 529 plan made with 
annual exclusion gifts grow free of federal income tax, 
and earnings can be withdrawn tax-free as long as the 
funds are used for qualified higher-education expenses. 
 

Contributions to a 529 plan do not qualify for the unlimited 
ed/med exclusion but may cover a much wider array of 
expenses, including tuition, fees, books, supplies and 
equipment, and special-needs services required to enroll 
in or attend an eligible educational institution, as well as 
room and board, for students attending at least half-time. 

How a 529 Plan Works
Individuals can make gifts of up to the $14,000 annual  
exclusion amount (married couples, up to $28,000) per 
year to a 529 account for the benefit of any number of 
individuals. The 529 program allows you to front-load 
five years of annual exclusion gifts, and thus give up to 
$70,000 in one year ($140,000 for a married couple) per 
beneficiary.

Front-loading a 529 plan can be a great way to avoid 
income taxes on the future growth of funds earmarked 
for higher-education expenses. Family Display 4 shows 
the advantages of 10 years of annual or front-loaded 
contributions to a 529 plan versus taxable savings. 

For more detail on 529 plans, see The Bernstein Income  
Tax Playbook, Bernstein, 2014.

Get Smart About Education Savings
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Preparing for the birth or adoption of your first 
child involves more than choosing healthcare 
providers, buying a crib, and learning about infant 
care. You also need to tend to various financial 
and legal matters—particularly if you will be a 
single parent.

� Beneficiaries
Now is the time to review and amend your 
beneficiary choices for your 401(k) and IRA 
accounts, as well as any life insurance policies, 
to ensure that the child will be included. Keep 
in mind that this may apply to an insurance 
policy provided through your employer.

� Health Insurance 
If you work, it’s time to review your employer 
health benefits and amend your coverage to 
include dependent coverage for your new 
child. Typically, having a child is a q ualifying 
event that allows a midyear change to health 
benefits.

� Life and Disability Insurance
Now is a good time to determine how much 
life insurance, if any, the surviving spouse and 
child may need, if one spouse dies. (See Mind 
the Insurance Gap.) 

If only one of you is working to provide for 
your new family, disability insurance may be 
advisable to replace lost income if the working 
spouse becomes temporarily or permanently 
disabled.

�Wills/Trusts
Review your estate plan (or create one if 
you haven’t already) to ensure that there are 
appropriate provisions for the child, including 
appointment of a guardian, if both you and 
your spouse die unexpectedly.

� Child Care 
Many parents require child-care assistance, 
particularly if they work. Identify the types and 
price of child care available (day care, nanny, 
family) and which you prefer. 

Factor the cost of child care into your financial 
plan to ensure that you stay on track to reach 
your target financial capital.

� College Savings 
If you plan on funding your child’s college 
education, a 529 college savings plan can be 
very effective. The earlier you can establish 
the account, the better, due to longer tax-
deferred growth. Your parents and other family 
members may also want to contribute to the 
fund, or establish one of their own. (See Get 
Smart About Education Savings.)  

First Child C hecklist
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Once you and your spouse have determined that you 
have potential surplus capital that you want to give to 
your children or other individuals, you have a number 
of tax-efficient strategies to explore.  

Starting wealth transfers early often increases the 
long-term benefits to both you and the recipients. 
The recipients get to invest or use the money sooner, 
while you move future income and appreciation on 
the transferred property out of your estate. For assets 
likely to appreciate, the earlier the funds are moved, 
the greater the transfer tax savings should be. 

There are five categories of lifetime gifts that are 
not subject to gift tax, as shown in Family Display 2. 
For transfers to children, only three categories are 
relevant: the annual exclusion, the ed/med exclusion, 
and the lifetime applicable exclusion amount. Of these, 
your first task is to make sure that you take appropri-
ate advantage of the annual exclusion.

Annual Exclusion
The annual exclusion, at $14,000 (adjusted for 
inflation), may strike some readers as too small to 
worry about. But a married couple has two annual 
exclusions ($28,000) available for as many donees 
as they want every year. Making use of the annual 
exclusion for a decade or more to several children has 
a stunning power to transfer wealth over time. If you 
have five children, you could give them $140,000 a 
year; with inflation, that could amount to $1.6 million 
in a decade.

It is worth consulting professional advisors about 
how best to use annual exclusion transfers to 
minor children. Outright transfers (e.g., in custodial 
accounts) may result in their receiving too much 
money at a relatively young age, such as 21.2  
Failure to make annual exclusion gifts during a calendar 
year represents a wasted opportunity, since these gifts 
constitute a use it or lose it proposition. If you have  
 

potential surplus capital that you want to give to your 
children, it generally makes sense to maximize the use 
of annual exclusion gifts, even if your estate is unlikely 
to be subject to estate tax at death.

Using IDGTs to Maximize Gifts 
If the recipient doesn’t need the money for immediate 
consumption, a donor can make annual exclusion gifts 
to an intentionally defective grantor trust, or IDGT. 
(See Tax-Efficient Wealth Transfer Techniques.) With 
an IDGT, the trust assets are excluded from the 
donor’s estate for estate tax purposes, but the income 
generated is included in the donor’s income for income 
tax purposes. Because the donor is legally responsible 
for paying the income tax on the trust income, he can 
further reduce his estate while letting the trust assets 
grow tax-free for the eventual recipient.

We estimate that in typical markets, annual exclusion 
gifts to an IDGT for one beneficiary can transfer more 
than $400,000 in inflation-adjusted dollars over 20 
years (Family Display 5). Over 30 years, that figure 
grows to over $800,000. About $180,000 came from 
the donor paying income taxes on the trust’s income.

A single lifetime gift to an IDGT, using a portion of the 
donor’s $5.43 million applicable exclusion amount, can 
allow a donor to transfer significant wealth because 
all the future appreciation on the gift and the future 
income taxes will be outside the donor’s estate. The 
donor could also use a portion of his lifetime applicable 
exclusion to make a single lifetime gift to an IDGT to 
benefit his grandchildren and more remote descen-
dants, without incurring transfer tax. We illustrate the 
advantages of the IDGT in The Entrepreneurs’ Wealth 
Transfer.

Other Strategies
An alphabet soup of other, more complex strategies 
may be appropriate and appealing for some investors. 

Wealth Transfer Strategies

2Transfers into a trust for a child require some special features to qualify for the annual exclusion. Please consult your professional advisor.
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FAMILY DISPLAY 5
Boost the Benefit of Annual Gifts by Using IDGTs

Initial annual gift is $14,000, indexed for inflation. All accounts are invested 100% in stocks. Stocks are modeled as 21% US diversified, 21% US value, 
21% US growth, 7% US small- and mid-cap, 22.5% developed international, and 7.5% emerging markets. If  the assets were liquidated, additional 
capital gains or losses would be realized that are not reflected here. Based on Bernstein’s estimates of  the range of  returns for the applicable capital 
markets as of  December 31, 2014. Data do not represent past performance and are not a promise of  actual future results or a range of  future 
results. See Notes on Wealth Forecasting System in the Appendix. 
Source: Bernstein

Cumulative Value of Annual Exclusion Gifts
Median Inflation-Adjusted Forecast

US$ Thousands Benefit of  Tax-Free 
Growth in IDGT

Investment Growth
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Tax-Efficient Wealth Transfer Techniques (Family 
Display 6) provides key features of some that younger 
investors are now using. Appreciation strategies, such 
as GRATs and installment sales to IDGTs, can be par-
ticularly effective ways to give an asset with significant 
expected growth in low-interest-rate environments. 
For an investor who feels comfortable “giving when 
times are good,” these strategies can be particularly 
appealing. 

No single strategy is likely to meet all of a wealthy 
family’s objectives, but a combination of strategies  
 

may do so. Key variables to understand include the 
pace at which a strategy can move funds to the 
recipients, how much wealth it can move, its overall 
efficiency in meeting a particular transfer objective, 
and its flexibility to move funds to multiple generations 
or be adjusted over time.

A well-crafted wealth transfer plan leaves ample room 
for later adjustments, if the family’s goals change 
or market returns are better than expected. The 
Entrepreneurs’ Wealth Transfer provides an example 
of how we apply this framework.
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FAmILY DISPLAY 6 

Tax-Efficient Wealth Transfer Techniques  

Grantor Retained  
Annuity Trust 

(GRAT)

Installment Sale  
to Intentionally Defective 

Grantor Trust (IDGT)* 
Generation-Skipping Trust or 

Dynasty Trust

Purpose To transfer to a younger generation 
any appreciation in the trust assets 
over the Section 7520 rate,† with low or 
no transfer tax cost; the grantor retains 
the annuity payments.

To transfer to a younger generation 
both the amount of the initial outright 
gift to the trust and any appreciation 
in the sale assets over the interest rate 
on an accompanying promissory note, 
while retaining the purchase-price 
value. 

To transfer assets to multiple 
generations with the least possible 
transfer-tax cost, typically by combining 
exemptions for gift or estate tax with 
GST tax exemption.

Description The grantor contributes assets to 
the GRAT. The grantor receives a 
fixed-dollar annuity from the GRAT for 
a number of years (the annuity term). 
After the end of the annuity term, 
the remainder typically passes to the 
children or trusts for their benefit.

Typically, the grantor makes a gift of 
at least 10% of the overall transfer 
to the IDGT. The grantor then sells 
the remainder of the assets to the 
IDGT in exchange for a promissory 
note bearing interest at a federally 
determined rate. The trust is designed 
to pass assets to the children or other 
beneficiaries.

Typically, the trust is designed to last 
for multiple generations and provide 
for discretionary distributions to family 
members. 

Income Tax 
Considerations

A GRAT is a grantor trust.‡ The grantor 
pays any income tax generated by the 
assets in the trust. Annuity payments 
are considered a return of principal to 
the grantor.

The IDGT is a grantor trust.‡ Initial sale 
and interest payments to the grantor 
are ignored for income tax purposes. If 
the grantor dies during the term of the 
note, the income tax consequences are 
uncertain, and capital-gains taxes may 
be due on the sale as of the grantor’s 
death.

The trust can be designed to be a 
grantor trust‡ during the grantor’s 
lifetime; otherwise, it is a taxable trust.

Estate/
Gift Tax 
Considerations

The grantor can create a GRAT with 
no gift tax cost if the present value of 
the annuities equals the contribution. If 
the grantor survives the annuity term, 
any amount remaining in the GRAT 
passes to the remainder beneficiaries 
free of gift or estate tax. However, if 
the grantor dies during the annuity 
term, part or all of the trust assets 
are included in the grantor’s estate 
for estate tax purposes, reducing or 
eliminating the benefit of this vehicle.

The initial outright gift to the IDGT is 
a taxable gift that requires use of the 
grantor’s gift tax exclusion, or, if none, 
payment of gift tax. The sale will not 
result in a taxable gift if the value of 
the promissory note equals the value 
of the assets sold and if the promissory 
note bears an interest rate sufficient 
to avoid an imputed gift. Generally, 
gift/sale assets are excluded from the 
grantor’s estate. If the grantor dies 
during the note’s term, the outstanding 
note balance is included in the grantor’s 
estate. Appreciation of the trust assets 
exceeding the interest rate on the note 
passes to the remainder beneficiaries 
free of gift or estate tax.

Assets retained in the trust will not be 
subject to estate tax.

GST Tax 
Considerations

Typically not exempt from GST tax. This trust can be designed to be 
exempt from GST tax.

The trust is designed to be exempt 
from GST tax.

*This vehicle is not described in any tax authority. Accordingly, some income and transfer tax consequences remain uncertain, and the strategy may be subject to IRS 
challenge. Hence, this technique requires substantial guidance from knowledgeable tax and legal advisors.  
†The Section 7520 rate is determined monthly based on Treasury-bond yields; the rate in effect at the creation of the trust is used to calculate the present value of the annuity 
(and acts as the hurdle rate for certain trusts like GRATs and CLATs). 
‡A grantor trust passes through income for tax purposes to an individual (usually the grantor) who is taxed on all trust income.

Continued on the following page



60

FAmILY DISPLAY 6

Tax-Efficient Wealth Transfer Techniques—continued

Irrevocable Life Insurance 
Trust (ILIT)

Family Limited Partnership 
(FLP)**

Qualified Personal Residence 
Trust (QPRT)

Purpose To allow a spouse to benefit from 
life-insurance death benefits as needed 
and also allow those benefits to pass 
to younger generation with low or no 
transfer tax cost.

To consolidate management, 
investment, and disposition of assets 
in a single business entity, and transfer 
economic interests in the assets to 
younger generations without providing 
recipients with direct control over 
assets. 

To transfer to a younger generation 
a personal residence at a reduced 
value for transfer tax purposes and all 
subsequent appreciation.

Description The grantor contributes assets to the 
ILIT, and the trustee purchases an 
insurance policy on the life/lives of the 
grantor and/or the grantor’s spouse. 
Alternatively, the grantor may transfer 
an existing policy to the ILIT. The 
ILIT trustee owns the insurance policy 
and receives the proceeds upon the 
insured’s death, which may be held in 
further trust.

One or more family members 
contribute assets to the FLP. The FLP 
has two classes of owners: general 
partners (GPs) and limited partners 
(LPs). GPs own controlling interests and 
are subject to FLP liabilities. LPs do not 
participate in management of the FLP 
and are not subject to FLP liabilities. 
Depending on the restrictions in the 
partnership agreement and the nature 
of the assets contributed to the FLP, 
certain discounts may be appropriate in 
the valuation of the LP units. 

The grantor contributes a personal 
residence to the QPRT and retains the 
right to occupy the residence for a 
number of years. After the end of the 
term, the remainder typically passes to 
children or trusts for their benefit.

Income Tax 
Considerations

Typically, the ILIT is a grantor trust‡ 
during the grantor’s lifetime and 
becomes a non-grantor trust upon the 
grantor’s death.

FLP partners are taxed on their 
respective pro rata shares of 
partnership income/gains. Dispositions 
of partnership interest and the funding 
or dissolution of the FLP may trigger 
capital gains or other income tax 
consequences in certain circumstances.

Typically, the QPRT is a grantor trust.‡

Estate/
Gift Tax 
Considerations

Typically, ILITs are designed to qualify 
annual contributions for the gift tax 
annual exclusion. A contribution to the 
ILIT exceeding the annual exclusion 
may result in a taxable gift that 
requires use of the grantor’s gift tax 
exclusion, or, if none, payment of gift 
tax. The insurance policy is excluded 
from the grantor’s gross estate.§

Any discounts properly reducing the 
value of the LP units reduce the gift 
or estate tax exclusion used, or gift or 
estate tax paid, in transferring those 
units.

The contribution to the QPRT results in 
a taxable gift that requires use of the 
grantor’s gift-tax exemption, or, if none, 
payment of gift tax. However, the 
taxable gift is based only on the value 
of the remainder beneficiary’s interest, 
not the full value of the residence.

If the grantor survives the term, then 
the value of the residence exceeding 
the taxable gift (including all apprecia-
tion in the residence from the time 
of the gift) passes to the remainder 
beneficiaries free of gift or estate tax. 
However, if the grantor dies during the 
term, the residence is included in the 
grantor’s taxable estate, eliminating the 
benefit of this vehicle. 

GST Tax 
Considerations

This trust can be designed to be 
exempt from GST tax.

Any discounts properly reducing the 
value of the LP units reduce the GST 
tax exemption used, or GST tax paid, in 
transferring those units. 

Typically not exempt from GST tax.

§If the trustee purchases the insurance policy, it is excluded from the grantor’s gross estate from the point at which the ILIT was created. If the grantor contributes a preexisting 
policy to the ILIT, the policy will be excluded from the grantor’s gross estate beginning as of the third anniversary of the contribution.
**In many states, a limited liability company (LLC) is an alternative to an FLP. LLCs and FLPs have slightly different structures, but similar purposes and benefits. 
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How do I give to my kids without demotivating them?

Giving through trusts can be a good way to establish boundaries and conditions around your children’s receipt 
of money. Trusts offer an alternative to giving to your children directly, as well as protection from creditors 
(which can include future spouses of your children).

Education about financial markets, investing, and budgeting can be invaluable lessons for children and can 
begin at a young age. A family fiscal policy, which details expectations and requirements for allowances and 
expenditures, can be a good way to learn more about each child’s relationship with money and to enforce 
consequences for poor behavior.

How can I give money to my children without putting my own future financial security at risk?

The decision to transfer assets relies on your target financial capital and potential surplus capital and should 
be carefully considered. Our wealth forecasting tools can help you build confidence that your gifting program 
will be consistent with your own financial security and can weather periods of market turmoil. 

To increase confidence further, you might focus on strategies, like GRATs and installment sales, that transfer 
wealth to your children only if the assets appreciate. These strategies give when times are good in the capital 
markets. 

Some strategies, such as rolling short-term GRATs, are easily discontinued if you decide that you’ve transferred 
enough assets or if you become concerned about your own financial security.

Our parents make annual gifts to us each year. How do these gifts affect our taxes and theirs?

There are two types of taxes to consider: gift tax and income tax.

In general, the person making the gift, not the recipient, is responsible for paying gift taxes. Your parents, as 
the donors, need to determine whether to file a gift tax return and whether they owe gift tax. Some gifts of 
artwork or other hard-to-value assets may need to be professionally appraised. 

In general, receipt of a gift doesn’t represent taxable income, so you don’t have to report the gift on your 
income tax return. But, if your parents give you appreciated property, and you subsequently sell the asset, 
you will owe capital-gains tax on the increase in value since your parents acquired the asset. This makes a gift 
of appreciated property less valuable to you than an equivalent gift of cash. 

The rule that a lifetime gift includes a carryover of the asset’s cost basis does not apply to transfers at death 
subject to the estate tax, when there is usually a step-up in cost basis, or to a lifetime gift of property held 
at a loss.  

FAQsFREQUENTLY ASKED 
QUESTIONS



FAMILY DISPLAY 7
How a $1 Million Gift Today Could Grow over Time

Assumes the gift is made to a grantor trust with no distributions over the 20-year period. Allocation is 80% stocks/20% bonds. Stocks 
modeled as 21% US diversified, 21% US value, 21% US growth, 7% US small- and mid-cap, 22.5% developed international, and 7.5% 
emerging markets. Bonds modeled as intermediate-term in-state municipals. 
If  the gift was made with cash using $1 million of  applicable exclusion, median estate tax savings would be approximately $1 million. 
If  the gift was made with private company stock discounted by 30% and using only $700,000 of  applicable exclusion, median estate 
tax savings would be $1.12 million. Assumes assets not gifted are subject to 40% estate tax.
Based on Bernstein’s estimates of  the range of  returns for the applicable capital markets, as of  December 31, 2014. Data do not represent 
past performance and are not a promise of  actual future results or a range of  future results. See Notes on Wealth Forecasting System 
in the Appendix.
Source: Bernstein

Irrevocable Intentionally Defective Grantor Trust (IDGT) Values (Median) 
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Case Study

How Much to Commit
We advised Eric and Eleanor not to commit their full 
potential surplus capital right away. Their potential 
surplus capital might turn out to be needed to meet 
higher-than-expected living expenses. Eric and 
Eleanor were only 40; in the decades ahead, their 
earnings power, accumulated wealth, lifestyle, and 
obligations could change dramatically. (See Sharing 
the Wealth: Potential Surplus Capital.)

Given their particular circumstances, we 
suggested that Eric and Eleanor give (or 
commit to give) just over $2 million, and think 
of the remaining $700,000 as an emergency 
buffer to their target financial capital. (For 
another couple, an immediate gift of $1 million 
or $2.5 million of their surplus capital might be 
appropriate.) As their financial circumstances 
and requirements become more certain, 
they could add to their giving commitments.

Eric and Eleanor agreed, and decided to commit 
$1 million to charity and another $1 million to 
their children. For the gifts to charity, see The 
Entrepreneurs’ Charitable Gifts.

Structuring the Wealth Transfer
Eric and Eleanor’s wealth transfer goal was to put 
away money that could give their children a head 
start, perhaps allowing them to buy homes or start 
their own businesses. Like many relatively young 
investors, they hadn’t thought much about estate 
taxes yet. 

We analyzed four potential structures: an irrevo-
cable intentionally defective grantor trust (IDGT), 
an installment sale to an IDGT, a grantor retained 
annuity trust (GRAT), and a refinement to the 
GRAT strategy known as a series of rolling GRATs.

A gift to the irrevocable IDGT would move $1 
million outside the estate, along with all the future

The Entrepreneurs’ Wealth Transfer
Eric and Eleanor, the 40-year-old couple discussed in The Entrepreneurs, want to use the $2.7 million in potential surplus 
capital from the $34 million sale of their business to meet two secondary goals: donating to charity and transferring wealth to 
their children tax-efficiently. Should they commit all their potential surplus today? and How should they structure the gifts?
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Case Study

growth and income on that $1 million, since the 
couple would pay any income taxes the trust 
owed. We estimate that if they invested the $1 
million in a growth-oriented portfolio suitable 
to the time horizon and risk tolerance of the 
children, its nominal value would grow to $3.5 
million in 20 years in typical markets; its real 
(inflation-adjusted) value would grow to $2 million 
(Family Display 7). 

In the unlikely case that the couple died by the end 
of 20 years, the trust would reduce estate taxes 
due by about $1 million. If they lived longer, as is 
reasonable to expect, the trust would grow even 
more—and so would the estate tax savings that it 
would generate. Eric and Eleanor found a strategy 
that could tax-efficiently transfer $3.5 million to the 
kids over 20 years very appealing. 

The three other strategies would allow the couple 
to retain the principal but give the children any 
appreciation in its value above a stated interest 
rate. The gift would thus be smaller, and possibly 
nil. However, when interest rates are very low, 
the likelihood of transferring some wealth is high. 
Before you adopt any of these strategies, consult 
with an attorney familiar with the legal details and 
any potential risks of these strategies.

In the installment sale strategy, the couple 
would set up an IDGT that would buy financial 
assets from the couple in exchange for a note. 
In this case, the $1 million, 10-year note would 
pay interest annually at 2.91%, the long-term 
applicable rate that the IRS sets in the month of 
the proposed transfer. At the end of the trust’s 
10-year term, the IDGT would make the final 
interest payment and pay off the note in full. Any 
appreciation in the assets above the interest rate 
would result in a wealth transfer free of estate 
and transfer taxes to a trust for their children. 

In the GRAT strategy, the couple would contribute 
money to a trust that makes annuity payments 
of principal and interest to them over its term. In 
this case, the couple considered a 10-year term 
GRAT with an interest rate of 2.2% (the 7520 rate 
mandated by the IRS at that time). Any apprecia-
tion over and above the interest rate would result 
in a wealth transfer free of estate and transfer 
taxes to a trust for their children.

The risk in a GRAT and an installment sale to an 
IDGT is that one or two years of extremely bad 
performance in the trust portfolio could cause 
the trust’s return to underperform the mandated 
interest rate over the course of the trust’s term. 
If this occurs, the remainder beneficiaries (the 
couple’s children) would receive nothing at the 
end of the term. 

A rolling GRAT strategy reduces this risk by setting 
up a series of two-year GRATs over a 10-year 
horizon, rather than a single 10-year GRAT. In this 
case, the couple would contribute $1 million to a 
two-year GRAT, and at the end of the first year, 
when the first annuity payment is due, the couple 
would commit the annuity payment to another 
two-year GRAT. At the end of the second year, they 
would commit both the second annuity payment 
from the first GRAT and the first annuity payment 
from the second GRAT to fund a third GRAT. This 
would continue for as long as the couple wants to 
continue the strategy. 

Any GRAT can succeed or fail. The advantage of 
the rolling GRAT strategy is that it gives you many 
shots at success. A single long-term GRAT strategy 
offers only one, which can be derailed by even a 
brief, but severe, decline in the asset’s value. In 
addition, the short term of each GRAT in the series 
gives the couple the flexibility to stop funding new 
GRATs if their situation changes, or they become 
comfortable with the amount of wealth transferred.

The Entrepreneurs’ Wealth Transfer



FAMILY DISPLAY 8
Comparing Potential Outcomes When Retaining Principal

All strategies are funded with $1 million invested 100% in stocks. Stocks are modeled as 21% US diversified, 21% US value, 21% US 
growth, 7% US small- and mid-cap, 22.5% developed international, and 7.5% emerging markets. GRAT strategy assets/remainders and 
installment sale assets are assumed to be held in intentionally defective grantor trusts (IDGTs). Wealth transfer amount for rolling GRAT 
strategy includes the aggregate value of  the assets received from the GRAT and the subsequent growth in the IDGTs. For comparability, 
the installment sale strategy does not include a seed gift. All GRATs have been “zeroed-out” for gift tax purposes. All GRAT annuity 
payments grow by 20% each year. The initial GRATs are assumed to be funded when the 7520 rate is 2.2%. The installment sale is 
assumed to be funded when the long-term AFR is 2.91%. Based on Bernstein’s estimates of  the range of  returns for the applicable capital 
markets as of  December 31, 2014. Data do not represent past performance and are not a promise of  actual future results or a range 
of  future results. See Notes on Wealth Forecasting System in the Appendix.
Source: Bernstein

Inflation-Adjusted Median Remainder Values in Year 10
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Case Study

Family Display 8 shows our forecasts for each of 
the three strategies in typical markets. For their 
$1 million contribution to the trusts, the couple 
could expect to transfer about $393,000 with an 
installment sale, $356,000 with the term GRAT, 
and $647,000 with the series of rolling GRATs. 

Eric and Eleanor decided that they preferred to 
make a $1 million gift and establish the IDGT 
for their children. Their attorney suggested that 
there may be time before the sale to fund the 

IDGT with their company’s private stock and 
pay the income taxes on the trust’s behalf.  
The couple kept open the possibility of using 
rolling GRATs and perhaps an installment sale 
to transfer to their children the future payouts 
from escrow and earnouts on the sale of their 
business, as well as any wealth that their new 
venture might create. Thus, in the future, their 
estate plan might contain three of the wealth 
transfer strategies available to them, each 
designed for a s pecific purpose and with a 
different investment strategy.

The Entrepreneurs’ Wealth Transfer



Investing involves uncertainty; financial planning 
seeks to manage uncertainty. But sometimes, it’s 
worth paying to transfer uncertainty to someone or 
something else. That’s essentially what you do when 
you buy insurance. 

You buy health insurance because you can’t know how 
healthy you will be, and you don’t want to be ruined 
by huge doctor and hospital bills.

You buy life insurance because you can’t know how 
long you will live and be able to provide for your 
children or other dependents; and disability insurance 
because you can’t know how long you will be able to 
work. 

You buy long-term care insurance for yourself or your 
parents because you can’t know if you or they will 
need personal care at home or in a nursing facility.

You buy an umbrella insurance policy with your auto 
or home insurance to protect yourself from litigation 
arising from accidents.

Quantifying the amount of insurance you need may be 
difficult, and it could change over time. For example, 
once your children are nearly grown, you may not need 
as large a life insurance policy (adjusted for inflation) 
as when they are infants, since the benefit needn’t 
support them for as long. In addition, you will have 
likely saved more when they are older and may be able 
to provide some financial support from your savings 
until they can support themselves. 

We encourage clients to put in place an insurance 
plan that meets their family’s particular needs, rather 
than trying to find a one-size-fits-all policy. Mind the 
Insurance Gap demonstrates how we help clients 
decide how much insurance they need.

You’ll need to talk to a licensed insurance agent about 
the cost and features of the policies available.

Insurance: When It Pays to Buy Protection
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FAMILY DISPLAY 9
How Much Insurance Do You Need?

Median portfolio value is based on the growth of  an initial portfolio of  $300,000 in a 401(k) plus maximum contributions to the 401(k), 
grown with inflation, along with an employer matching contribution of  3% of  salary and any net savings to the taxable portfolio 
resulting from $247,000 salary net of  taxes and $100,000 annual spending, both inflation-adjusted. Allocation is 65% stocks/35% bonds. 
Required core capital is the amount needed to support the surviving spouse’s lifetime spending of  $100,000, inflation-adjusted, assuming 
a confidence level that glides up as human capital declines so that it will support sustainable future spending after taxes and inflation. The 
insurance gap is the death benefit needed for the portfolio value to equal the required core capital. Based on Bernstein’s estimates of  the 
range of  returns for the applicable capital markets as of  December 31, 2014. Data do not represent past performance and are not a 
promise of  actual future results or a range of  future results. See Notes on Wealth Forecasting System in the Appendix.
Source: Bernstein
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Case Study

Larry and Layla want to know if they are on 
track to meeting their retirement goals and how 
much insurance they might need. Larry earns 
about $247,000 a year and expects his salary to 
grow by inflation annually. He and Layla spend 
about $100,000 a year after taxes. Layla has 
$50,000 in her former employer’s 401(k). Larry’s 
balance is currently $250,000. Both balances are 
invested in portfolios with moderate-growth 
asset allocations. 

Larry plans to continue to contribute the 
maximum amount each year to his 401(k), which 
is $18,000 today and will grow with inflation 
(including a catch-up payment at age 50 of 
$6,000); and he expects his company to continue 
matching his contributions up to 3% of his annual 
salary. With help from their parents, the couple 

has been able to save what they expect will be 
enough for their children’s college education. 
We determined that if Larry and Layla stick 
with their current spending and saving rates, 
they should hit their target financial capital 
when Larry is 66, allowing him to retire then. 
But what if something happens to Larry? The 
couple has disability insurance through Larry’s 
employer. But Layla’s best friend recently died in 
a car accident; that made them wonder if they 
might need life insurance, too. 

We provided an analysis that illustrates two key 
values: the value of Larry and Layla’s growing 
savings over time; and the assets that they would 
require over time to support future spending. We 
refer to the difference in these two values as the 
insurance gap.

Larry and Layla are a married couple, age 42 and 39, respectively. They have a five-year-old daughter and recently had 
another daughter. Larry’s job in software sales supports the family. After the birth of their first daughter, Layla left her position 
in marketing to be at home full-time.

Mind the Insurance Gap



FAMILY DISPLAY 10

Multiple Term Insurance Policies Can Secure Target Financial Capital

Represents the total death benefit amount of  the staggered term policies that is needed to achieve the core capital required to support the 
surviving spouse’s lifetime spending of  $100,000, inflation-adjusted. Assumes a confidence level that glides up as human capital declines 
to support sustainable future spending after taxes and inflation. Based on Bernstein’s estimates of  the range of  returns for the applicable 
capital markets as of  December 31, 2014. Data do not represent past performance and are not a promise of  actual future results or a 
range of  future results. See Notes on Wealth Forecasting System in the Appendix.
Source: Bernstein
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Case Study

Because the life insurance would provide for Layla 
and the children immediately if Larry were to die 
unexpectedly, we solved for the insurance amount 
that would allow Layla to continue spending 
$100,000 in today’s dollars, assuming she didn’t 
return to work. Family Display 9 shows that
if Larry were to die later this year, Layla would be 
left with about $400,000 but would need $3.9 million
in nominal dollars in order to support the family’s 
inflation-adjusted spending of $100,000 for the rest 
of her life. So she would need $3.5 million from a 
life insurance policy to fill the insurance gap. 

As you might expect, the longer Larry is able to work 
and save, and the longer the couple’s investments 
grow, the less insurance is needed to fill the gap.

Ten years from now, the couple would require
$3 million in coverage. Twenty years from 
now, they would need only $1.4 million. 
Larry and Layla constructed a plan that included 
several insurance policies with different terms to 
fill the gap (Family Display 10). The longest policy 
has a 25-year term and a $1.4 million death benefit. 
The shortest has a five-year term and a $0.2 million 
death benefit.  

They worked with an insurance agent to find a 
package with attractive pricing. Because term life 
policies are generally inexpensive,3 this coverage 
did not add meaningfully to their living expenses 
but provided enormous comfort to the family. 

Note: It is important to discuss your potential 
insurance needs with a licensed insurance agent. 

3A 20-year term life insurance policy typically costs between $1,000 and $1,500 a year per $1 million in coverage, depending on your age 
and health conditions.
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How does a universal life insurance cash-value account compare with my  
other investment portfolios?

The cash value of your life insurance policy should not substitute for a non-
insurance investment portfolio, in our view, because the internal costs of 
insurance policies generally make them expensive ways to invest, even though 
the insurance policy is generally exempt from income tax. Think of the cash 
value as a potential way to supplement the death benefit you seek.

Is a whole life policy an attractive fixed-income substitute?

Despite their income-tax-exempt status, whole life policies tend to be an 
expensive way to invest. Also, the attractive dividend rate they may pay today is 
subject to change over time, and those changes generally lag related changes 
to bond yields. With rates likely to rise at the time of this writing, a whole life 
policy does not look advisable.

More broadly, we think, life insurance should never be viewed as a substitute 
for liquid bond investments because bonds play a very important risk-mitigating 
role relative to the stocks in your portfolio: Their value tends to rise when 
stocks fall, smoothing fluctuations in your overall portfolio’s value. Even when 
bond yields are low, bonds remain an important part of a diversified investment 
allocation, in our view.
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