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A series devoted to the issues that face investors in retirement.

over various holding periods under three different return 
scenarios. There is a big difference in terminal values be-
tween the 3% return assumption—reflecting a conser-
vative, income-oriented portfolio—compared with the 
two higher-return assumptions, reflecting higher equity 
exposure.

There are additional things to consider when invest-
ing amounts intended to be left for heirs. Here’s a brief 
overview.

Set Up a Separate Account
If this fits your situation and you agree with the strat-

egy, your first inclination might be to set up a separate “in-
heritance” account that would be invested differently than 
the money you’re going to rely on.

That approach, while elegant, probably isn’t necessary. 
Instead, you can simply change your overall investment 
diversification to increase the percentage you allocate to 
growth securities.

Preferred Investments
If you inherited low-basis stocks from your own parents 

or other family members, chances are they were shares of 
well-known blue-chip companies. That was wise invest-
ment and estate planning at the time. With the advent of 
tax-efficient exchange-traded funds (ETFs) and index mu-
tual funds, much more choice is available for the portion of 
your investments residing in brokerage accounts that will 
be earmarked for inheritance.

You can now invest tax efficiently (see below) not only 
in large-cap stocks, but also in other important stock sec-
tors like small companies and foreign equities. Stock ETFs 
and index mutual funds hold many—scores, if not hun-
dreds of—stocks. You have the best of both worlds: similar 
tax advantages to holding individual stocks but with better 
diversification.

Tax Matters
In addition to investing the intended inheritance to 

maximize growth, the money should also be invested to 
minimize income taxes if the money will be held in cur-
rently taxable (as opposed to tax-deferred) accounts. (The 
question of whether the intended heirs actually deserve an 
inheritance may also be relevant, but it is beyond the scope 
of this article, lest the author get in trouble with his own 
heirs.) The tax rules favor buying and holding individual 
equity investments as well as tax-efficient ETFs and index 
mutual funds, since taxes on undistributed capital gains 
are not due until the investments are sold.

Seniors—For Whom 
Are You Investing?

Individuals and couples who have accumulated fairly 
sizable estates are unlikely to spend it all. The same may 
happen to those with more modest resources. After all, 
most who built up their estates have done so the old-fash-
ioned way, by living modestly. Despite my entreaties to 
“spend it all before you die,” these seniors are unlikely to 
suddenly become big spenders in their later years.

Of course, it’s important to consider how your estate 
should be passed on. Rare is the family where all children 
and other heirs are in fine financial fettle, and this may in-
fluence how an inheritance should be structured. For ex-
ample, giving a spendthrift child an inheritance outright 
may do more harm than good.

While estate planning tends to emphasize matters that 
arise after death, you should also consider whether the way 
your money is invested now reflects the age of those who 
are likely to receive it later on. All too often, retirees invest 
money that is likely to be passed on to younger-generation 
family members—children, grandchildren, nieces or neph-
ews, for example—the same way they invest money that 
they’re going to need for retirement. So, the money might 
be invested in Treasuries, utility stocks and other income-
producing securities. But shouldn’t they be investing this 
money not like, say, a 75-year-old, but more like a 45-year-
old (an adult child) or a 20-year-old (a grandchild nearing 
adulthood) would be investing it? In effect, they should in-
vest the portion of their wealth that is likely to be passed 
on to their heirs more aggressively, emphasizing growth 
investments rather than income-producing securities.

Table 1 illustrates how much might be accumulated 

TABLE 1

Growth of $100,000 Earmarked for 
Inheritance

By allocating assets intended to be passed on to heirs in a 
manner intended to realize higher returns, retirees can pass 
along more wealth.

		  After Tax Return
Holding Period	 3%	 5%	 7%
10 years	 $135,000 	 $163,000 	 $197,000
20 years	 $181,000 	 $265,000 	 $387,000
30 years	 $243,000 	 $432,000 	 $761,000
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ultimate reward potential of an equity-heavy portfolio justifies 
the risk.

Lifetime Gifts
Parents, grandparents, aunts and uncles who are in a 

position to move some money down to lower generations 
may want to consider whether to do so during their life-
time, via annual gifts in addition to or in place of postmor-
tem transfers. As long as lifetime gifts are easily affordable, 
the money can probably go to better use sooner rather than 
later. But the elders need to avoid setting unrealistic ex-
pectations with the gifts. Here’s one couple’s plan:

We have concluded that we can afford to make annual gifts 
to our three adult children. We had always intended to pass on 
an inheritance to them, but they could certainly benefit from 
receiving some of the money now rather than 20 or more years 
hence.

The problem is, and we see it from many of our contempo-
raries, that once a gift is made it risks being perceived as an 
annual annuity. So, we plan to put some discipline into our lar-
gesse by making the amount of the annual gift, if any, contin-
gent upon how we, the parents, and our money have fared over 
the previous year.

If we haven’t suffered any financial hiccups and the invest-
ments have performed well, a more generous holiday gift can 
be made to each child. On the other hand, if we now have or 
anticipate extra expenses and/or the investment markets took 
a drubbing, the amount of the annual gift will be reduced if not 
eliminated.

That way, the kids will not feel that they are entitled to the 
money and they learn a valuable lesson that if times are tempo-
rarily tough, we all have to tighten our belts.

Pay Attention to Tax Legislation
One final note: While the tax regulations are generally 

advantageous for those who pass on appreciated securi-
ties, there has been talk in Washington, D.C., about tight-
ening the rules—e.g., limiting the time over which inher-
ited IRAs can be held and even restricting step-up basis on 
inherited non-retirement securities.

It’s important to keep abreast of any developments in 
the regulations that may make intergenerational transfers 
somewhat less attractive. ▪

—Jonathan D. Pond

Jonathan D. Pond is president of Jonathan D. Pond LLC. Find 
out more at www.aaii.com/authors/jonathan-pond. Pond spoke 
at the recent AAII Investor Conference in Orlando. If you were 
unable to attend, you can purchase audio of his presentation 
and other conference sessions at www.aaii.com/store/
conferenceaudio.

Those who inherit appreciated securities held outside 
retirement accounts receive the so-called “step-up in basis,” 
which is the cost basis as of the benefactor’s date of death. 
For example, consider someone who inherits stock that 
had a cost basis of $4,000. But the date of death value of 
the shares is $10,000, which becomes the cost basis for the 
heir. Thus, passing on low-cost-basis securities can be very 
advantageous to your heirs.

With respect to IRAs that are likely to be passed on, to 
the extent you can afford to convert traditional IRAs to 
Roth IRAs, the Roth IRA is a very effective way to maximize 
wealth transfer to heirs. As long as the Roth IRA has been 
opened and initially funded for five years prior to your de-
mise, your heirs will owe no federal income taxes on inher-
ited Roth IRA holdings.

Here’s an example of one person’s plan for passing on 
wealth:

I recently reviewed my overall financial status and conclud-
ed that I was unlikely to spend all of my investment money over 
the remainder of my life, hopefully 20 or more years. I’d like 
to set aside this “extra” money to pass on to my children and 
grandchildren. Since I first retired, I have been somewhat more 
cautious with my investments, but it seems that I should take 
more risk with the money that probably won’t be needed for at 
least a couple of decades.

So, my plan is to invest the long-term money almost entirely 
in equities, just as I had done in my earlier working years. The 
total amount to be earmarked for the heirs is $200,000, divided 
equally between investments in a traditional IRA and holdings 
in a brokerage account.

Roth conversion: I want to convert the traditional IRA 
money into a Roth IRA over a period of a few years. (I would 
like to convert more to a Roth, but this level is all I can pru-
dently afford to convert.) The conversion will cost some money, 
of course, but the Roth has some big advantages. First, I won’t 
have to make required minimum distributions from the Roth; 
second, a Roth is a great asset for the kids to inherit, since no 
taxes will be due on the money eventually withdrawn from the 
inherited Roth. The icing on the cake with respect to both Roth 
and traditional IRAs is the ability to actively trade in the ac-
count without incurring capital gains taxes.

Brokerage investments: In order to minimize income taxes 
on the $100,000 in the brokerage account, the plan is to invest 
in individual stocks and tax-efficient ETFs—holdings that can 
likely be held indefinitely. While it’s unrealistic to think that 
there will be no trading in the account, I want to keep trading to 
a minimum to maximize total return without sacrificing a lot 
of it on the capital gains tax altar.

I’m confident that holding equities over a multi-decade pe-
riod will prove beneficial for my heirs. Should the stock market 
go through a long funk, I’m not jeopardizing my own financial 
well-being. But for younger-generation family members, the 


