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The Importance
of Rebalancing
Proper Allocations Key 
for Weathering Volatility

By Stacey Marino
State Street Global Advisors

Market volatility was a fact of life across all 
asset classes in 2008. Virtually no asset class 
was unscathed last year, leaving investors 
searching for a strategy that could help pro-
tect their investments from extreme down-
ward movements. Today, emerging markets, 
corporate bonds and even commodities 
continue to experience sharp dislocations 
relative to their historical valuations. Many 
investors are wondering how to best posi-
tion their portfolios should these extreme 
market conditions persist.

Volatile markets can test the nerves of even 
the most seasoned investor. While there is 
no crystal ball to tell us which markets may 
rebound or when such rebounds may even 
occur, history suggests that a disciplined re-
balancing strategy as part of a comprehensive 
investment policy can provide some downside 
protection over long periods of time.

Lessons from the Internet Bubble

When markets trend upward, as they did dur-
ing the two-decadelong equity bull market 
that ended in March 2000, institutional inves-
tors who chose not to rebalance their port-
folios were rewarded with outsized returns 
compared to their peers who periodically 
rebalanced portfolios back to policy target 
weights. During this extraordinary period, 
overweights to U.S. equity allocations paid off 
for passive buy and hold investors because it 
gave them greater exposure to rising markets.

Since 2000, however, the picture has changed 
dramatically. Markets have essentially gone 
sideways. The outsized returns once enjoyed 
by those same un-rebalanced portfolios have 
largely been neutralized while volatility inher-
ent within the portfolio has increased sub-
stantially. Research shows that investors who 
do not have a rebalancing policy in place may 
be putting their assets at significant risk when 
market conditions suddenly change course.

Investors who do not employ some kind of 
rebalancing strategy are, in essence, letting 
the markets dictate their asset mix. Betting 
that markets will continue to trend in the 
same direction over long periods of time 
and that correlations among different asset 
classes will always remain constant is a risky 
proposition. A buy and hold “momentum” 
strategy may work well in an up market, 
as was the case during the Internet bubble 
when un-rebalanced portfolios regularly 
outperformed asset classes such as small-
cap growth stocks. By virtue of “letting it 
ride,” the portfolio mix became overweight 
to these same outperforming investment 
classes. And when the bubble burst, the 
price to pay was heavy, particularly for inves-
tors overweight in technology stocks.

When Returns Crisscross

By letting markets dictate an asset mix 
rather than defining allocation weights in an 
investment policy statement, the portfolio 
may be more exposed to risk than necessary. 
This was particularly true for un-rebalanced 
portfolios during the 1980-2000 time frame, 
as these portfolios became heavily weighted 

toward equities. When the bubble burst and 
the bull market ended, most major equity 
indices severely underperformed the Barclays 
Capital Aggregate Bond Index (formerly the 
Lehman Brothers Aggregate). In 2000, for 
example, the only major equity index that 
beat the Barclays Capital Aggregate was the 
Russell 2000 Value Index. The same held 
true in 2001 and 2002 when the Barclays 
Aggregate was the top-performing index in 
a group of widely followed indices. This was 
especially painful for investors who were 
overweight stocks and underweight bonds 
during this period.

The most critical juncture for long-term 
investors happens when the performance of 
broad asset classes, such as equities and fixed 
income, crisscross in opposite directions.

If we look at the performance of the 
S&P 500 Index and the Barclays Capital 
Aggregate since 1990, we can identify four 
major crossover events, as shown by the 
shaded periods in Chart 1.

To help put the importance of rebalancing 
into perspective, SSgA tracked the relative 
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performance of two hypothetical portfolios 
during four distinct market environments 
over the past three decades. Each portfolio 
began with a 50/50 allocation to the S&P 500 
and the Barclays Capital Aggregate Index. 
The difference, however, was that Portfolio 
A was never rebalanced while Portfolio B 
was rebalanced on a monthly basis back to 
its original 50/50 target weight. The perfor-
mance results are summarized in Chart 2.

During the 343-month bull market from 
January 1980 to March 2000, Portfolio A 
drifted to an 80/20 mix and solidly out-
performed Portfolio B by 110 basis points. 
However, during the relatively brief 30-
month peak-to-trough period from April 
2000 to September 2002, this overweight to 
stocks exasperated the underperformance of 
Portfolio A. Not only did equity returns turn 
sharply negative but bond returns acceler-
ated in the low interest rate environment. 
During this crossover period, Portfolio A un-
derperformed Portfolio B by 710 basis points.

Portfolio A was able to make up 
approximately half the lost ground 
during the subsequent market 
recovery from October 2002 to 
September 2007, when another 
more severe crossover period 
favored stocks over bonds, gen-
erating a 15.5 percent gain for Portfolio 
A and a 11.8 percent gain for Portfolio B. 
But perhaps the most compelling period 
for promoting the virtues of rebalancing 
is the period of extreme volatility between 
October 2007 and September 2008. In just 
12 months, the returns of stocks and bonds 
crisscrossed five times. This wreaked havoc 
on un-rebalanced Portfolio A, which lost 
15.4 percent for the period, versus a 9.7 
percent loss for Portfolio B.

Based on the hypothetical example above, 
one way to limit downside exposure when 

such crisscrosses occur is through a rebal-
ancing policy that maintains targeted asset 
class weights. These crossover periods in 
asset class performance can occur without 
warning as events over the past year have 
shown. It is also interesting to note that 
throughout the entire investment horizon, 
Portfolio A experienced more than 21 per-
cent greater return volatility than Portfolio 
B, a level of risk that is higher than many 
investors can tolerate.

Reducing Portfolio Risk

Research has shown that periodic rebalanc-
ing of investment portfolios may help reduce 
market risk over time. This may be especially 
true during volatile periods when overex-
posure to some asset classes due to policy 
drift can cause wide swings in risk exposure. 
Today, investors are well aware of the poten-
tial upsides and downsides of not rebalanc-
ing. A buy and hold approach works well 
when markets move in a single direction but 

poorly when markets swing wildly in many 
directions. While it may seem counterintui-
tive to rebalance a portfolio during an up 
market, it is now apparent why investors 
would be wise to do so. Market volatility 
can increase and decrease much faster than 
it takes for an investment committee to 
set a meeting and draft new policy, leaving 
portfolios vulnerable to fits of volatility and 
widely inconsistent returns.

There are several ways to approach the 
building of a disciplined rebalancing policy, 
including techniques based on the calendar, 

percentages and cash flows. Calendar-based 
programs typically target a specific date to 
rebalance, usually the last day of the month, 
quarter or year. Percentage-based policies 
rebalance when target weights deviate from 
a pre-defined range around the strategic 
allocation targets and let the magnitude 
of the market shifts determine the timing 
of the rebalance. A cash-flow approach 
coordinates rebalancing activities with the 
timing of cash inflows and outflows in an at-
tempt to minimize the costs associated with 
portfolio trading. The overall tracking error 
and transaction costs associated with the 
rebalancing program will vary depending on 
the approach implemented.

Markets have a history of turning quickly 
and overreacting to short-term news. 
Institutional investors, however, should be 
more concerned with meeting long-term 
investment objectives than daily market fluc-
tuations, especially during volatile periods. 
While it may seem counterintuitive to “give 

up” some returns by rebalanc-
ing a portfolio when markets are 
moving in a single direction, the 
long-term investor who does re-
balance will be potentially better 
suited for volatile times, particu-
larly when asset classes move in 
opposite directions.  

Stacey Marino is senior portfolio manager, 
global asset allocation, for State Street 
Global Advisors, the world’s largest 
institutional asset manager. SSgA is also the 
investment management arm of State Street 
Corporation, one of the world’s largest 
custodians. For more information, visit the 
firm’s website at www.ssga.com.

By letting markets dictate an asset mix rather 
than defining allocation weights in an investment 

policy statement, the portfolio may be more 
exposed to risk than necessary.

Source: Ibbotson, December 2007
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Environment Never Rebalanced Always Rebalanced Di�erence

Bull Market: 1/1980 to 3/2000
Return 15.1% 14.2%
Standard Dev. 10.3

Peak to Trough: 4/2000 to 9/2002
Return –12.9% –5.8%
Standard Dev 7.1

Recovery: 10/2002 to 9/2007
Return 15.5% 11.8%
Standard Dev. 7.3

Volatile Market: 10/2007 to 9/2008
Return –15.4% –9.7%
Standard Dev. 9.2 7.0

The above chart is based hypothetical scenarios and is used for illustrative purposes only.
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One Man’s Plan 
for His Legacy
Use Life Insurance
To Create Wealth

By T. Hunter Ewing and Walt Helms
Nease, Lagana, Eden & Culley Inc.

(Note: Identifying information has been 
changed to ensure confidentiality).

Mr. Smith, now 72 years old, grew up 
working in the automobile parts supply 
business started by his father. He accepted 
the reins of the family business and grew it 
significantly during the 1970s and 1980s. 
In 1993, he took the company public but 
preserved family control by maintaining a 
majority share.

Like many patriarchs, Mr. Smith values control 
and legacy. These key values will resonate 
throughout this case study, which explores 
how proper estate planning, together with 
a focus on preserving Mr. Smith’s estate 
and legacy, transformed into a wealth 
enhancement story in a highly volatile 
economic environment.

Under Mr. Smith’s leadership, the company 
thrived after going public, and by 2002 Mr. 
Smith’s net worth exceeded $500 million. 
Although other assets existed, most of the 
family’s net worth was tied to the company. 
The company was prospering, and times were 
good for the family.

Flash forward to 2009: The current economic 
conditions have impacted the company’s 
stock price significantly and Mr. Smith’s net 
worth has plummeted below $100 million, 
threatening one of Mr. Smith’s 

core values – 
his family’s 
legacy. 

However, Mr. Smith feels secure that his 
family’s wealth will be restored and his ability 
to establish his legacy remains. Why? To 
paraphrase his words: “Because my wealth 
preservation strategy, based on estate 
planning, is now an effective wealth creation 
strategy.”

Mr. Smith has more than $160 million of 
insurance coverage on his life, coverage that 
was initially secured to eliminate the need 
to liquidate assets to pay estate tax liabilities 
upon his death. However, in the wake of 
the market downturn, the death benefit has 
a new purpose: it will replace a significant 
portion of Mr. Smith’s wealth. Although this 
scenario was not discussed during the estate 
planning process, Mr. Smith now views his 
insurance portfolio in a completely different 
light: life insurance is an asset he can count 
on to create his legacy, even in the face of a 
declining net worth.

 The Team Approach

How did Mr. Smith end up with $160 million 
of life insurance coverage? As with most 
estate planning processes, it took some 
time. In fact, as of 2002 when his net worth 
exceeded $500 million, Mr. Smith had $25 
million of life insurance. One $15 million 
policy was owned by a trust and another $10 
million policy was a corporate split-dollar plan. 
Both policies were purchased through one 
of Mr. Smith’s fraternity brothers, a common 
occurrence when purchasing life insurance.

With Mr. Smith’s net worth – and potential 
estate tax bill – growing at a rapid pace, the 
family’s advisors, including an attorney and 
certified public accountant, stressed that 
serious estate planning should be a priority. 
These advisors also advocated the involvement 
of an experienced insurance advisor to 
provide expertise on plan design and product 
selection. It was important to select an 
insurance advisor using the same criteria 
used to select other family advisors, focusing 
on traditional skill sets including reputation, 
demonstrated ability and objectivity.

The advisor team reviewed various 

alternatives, implemented several estate 
freeze techniques and then concluded that 
life insurance was the family’s best option 
to preserve Mr. Smith’s assets from estate 
tax erosion. One of Mr. Smith’s sons was 
designated to spearhead the project and, 
together with the family’s advisors, selected 
a specialty life insurance advisory firm to 
determine how best to purchase additional 
insurance coverage without incurring gift 
taxation. The selected firm is experienced 
not only in diverse product selection and 
policy implementation but also in situations 
like Mr. Smith’s where prior estate planning 
techniques had exhausted gift tax exclusions.

In 2002, the insurance advisory firm began 
to work closely with the family attorney and 
accountant, becoming a key member of the 
family’s advisor team. After discussing and 
modeling many alternatives, the family chose 
to have an existing family limited partnership 
acquire life insurance on Mr. Smith’s life with 
cash inflows from various business ventures. 
Mr. Smith supplemented the partnership’s 
inflows with private loans to provide sufficient 
premium funding, and the insurance advisor 
successfully negotiated with three insurance 
carriers to effectively diversify risk across 
multiple carriers. The result: a net death 
benefit of $18 million,  99 percent of which 
would be excluded from Mr. Smith’s estate.

In addition, $10 million of coverage was 
purchased on each of Mr. Smith’s adult 
children. This coverage was diversified 
between two carriers and two product types 
– variable universal and current assumption 
universal life, an approach similar to asset 
allocation models used in investment 
portfolios.

In 2005, as Mr. Smith’s net worth continued 
to grow, the family continued the estate 
planning process, asking their insurance 
advisor to review the insurance coverage 
previously purchased from the fraternity 
brother. After a thorough assessment, the 
advisor concluded the $10 million corporate 
split-dollar plan was appropriately designed 
and performing well. However, the $15 
million policy owned by a 1983 trust was 

not performing at 
an acceptable level. 
This policy was, at 
that time, projected 
to lapse when Mr. 
Smith turned 91, and 
because Mr. Smith 

With legal, accounting and insurance experts 
focused on effective, efficient and flexible 

solutions, Mr. Smith was able to achieve his 
objectives: provide a family legacy and continue 

to run his business.
continued on page 118
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	 Explore the insurance marketplace 
for competitive proposals

	 While there are only a handful of major 
health insurance carriers, it is wise 
to get a professional opinion from a 
trusted third party, such as an insurance 
broker or consultant. While insurance 
premiums provided by carriers don’t 
vary by broker, having another advisor 
evaluate a plan may provide fresh ideas 
and deeper market knowledge.

	 Provide employees with multiple 
health plan options at various cost 
levels

	 More than 75 percent of all companies 
provide multiple health plans to their 
employees, which is typically done 
with the same carrier. This “high/
low” program is an outstanding 
way for an employer to fix its cost of 
insurance while providing alternatives 
to employees.

	 Review alternative contribution 
strategies

	 401(k) plans typically have a five-year 
period before an employee is fully 
vested, so why don’t employers take a 
similar approach with their health and 
other benefits? After clear advice is 
provided by a definitive tax authority, 
many employers have decided to 
provide different levels of benefits to 
their various classes of employees.

	 Extend the plan’s waiting period 
and add a lower cost plan option to 
bridge the gap

	 Most turnover at a company occurs 
during an employee’s first six months of 
employment. However, most employers 
provide benefits after 30 days of 
employment. This dichotomy creates 
the potential for former employees to 
choose COBRA on a company’s health 
insurance program. By extending the 
waiting period, a company can mitigate 
this risk and reduce both its premiums 
and administrative burden. Limited 
medical plans are an inexpensive way 
to provide basic benefits during the 
waiting period; the premiums are only 
20 percent of major medical plans.

	 Add a health reimbursement 
account

	 A health reimbursement account, or 
HRA, is part of the IRS Code Section 
105 that allows an employer to fund 
an account that can be directed toward 
an employee’s out-of-pocket costs. An 
employer can greatly reduce premiums 
by purchasing a health plan with 
increased co-payments, deductibles 
and co-insurance. The employer can 
then set up a “shadow plan” for 
employees by funding an HRA. The 
HRA provides a debit card to each 
person to pay for qualified medical 
expenses between the shadow plan 
and the actual insurance plan. The risk 
is minimal for an employer, and the 
savings can be as great as 20 percent.

	 Use a professional employer 
organization or co-employment 
arrangement

	 A professional employer organization 
offers small and mid-size employers the 
opportunity to provide the same types 
of human resource, payroll and health 
insurance services that large corporations 
offer their employees. Because 
professional employer organizations 
band together thousands of employers, 
they are able to achieve economies of 
scale that can result in savings for all 
lines, including health insurance.

	 Bundle multiple lines of coverage 
with one insurance carrier

	 Carriers offer significant discounts 
when a company buys more than 
one line of insurance from them. By 
combining dental, life or disability 
together or with medical, companies 
can realize significant savings.

	 Separate the prescription plan and 
self-insure through a third-party 
vendor

	 Pharmacy is a major profit center 
for insurance companies. By driving 
employees to pick drugs in formularies, 
insurers receive millions of dollars 
in rebates from pharmaceutical 
manufacturers, yet they rarely share 
this revenue with employers. Employers 

with as few as 100 employees can 
use an outside vendor for pharmacy. 
Pharmaceutical management 
companies will channel as much as 
100 percent of the rebates back to the 
employer.

	 Teach employees to lead healthier 
lives and to be wise healthcare 
consumers

	 Employees must take charge of their 
own health by making healthier 
decisions, such as quitting smoking 
and losing weight. Smoking is the 
leading cause of preventable death 
in the United States, while obesity is 
the second leading cause. Obesity has 
a direct correlation to heart disease, 
stroke, high blood pressure, blindness, 
kidney disease, nervous system disease, 
pregnancy complications and diabetes. 

	 Shift a portion of the plan costs 
to employees through benefit 
changes

	 Redesign plans to accurately represent 
the expenses incurred by various 
medical providers. The average visit to 
a primary care physician is $70, yet the 
average visit to an emergency room 
is more than $500. The co-payments 
in the plan need to reflect this cost 
differential so that employees will think 
about the best place of treatment not 
only for quality but also for cost.  

Thom Mangan is president of the employee 
benefits consulting division of HUB 
International, a leading North American 
insurance brokerage that provides a broad 
array of property and casualty, life and 
health, employee benefits, reinsurance, 
investment and risk management products 
and services. For more information, visit the 
firm’s website at www.hubinternational.com.

Keeping Benefit Costs in Check
Given the current state of the economy, it is more important than ever for businesses to carefully evaluate their employee benefit programs 
to find ways to manage costs. Double-digit health insurance renewal increases should not be an annual ritual as businesses have a number 
of options for saving money without sacrificing the quality of healthcare offered to employees.
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Prenup Talks
Without Drama
Begin the Discussion
Long Before Proposal

By Jill Shipley and David Bokman
GenSpring Family Offices

Prenup does not have to be a dirty word. 
Prenuptial agreements are not right for 
everyone, but they can offer powerful 
benefits that make them worth considering. 
They provide a forum for couples to talk 
openly about their financial pictures, their 
attitudes and beliefs about money, their 
spending and saving habits and their goals 
for the future.

Money is a leading cause of divorce, so 
hashing out differences in philosophies 
before the walk down the aisle can help to 
avoid issues further down the road. Prenups 
also give couples a voice in what would 
happen in the event their marriage does not 
last, instead of leaving the outcome to a 
stranger – state law.

In addition, prenuptial agreements provide 
a couple’s families an avenue to protect 
their assets from being commingled 
during the marriage so that each child’s 
inheritance stays in the family in the event 
the relationship fails. Despite the fact many 
parents feel strongly that their children need 
to have a signed prenup before getting 
married, they are often reluctant to address 
the topic and, thus, wait until the last 
possible moment.

Waiting Until the Last Minute

Given the sensitivity parents have to talking 
about prenups, the “planning” is often little 
more than a last-minute call by the parents 
to the family’s estate planning attorney 
asking for an agreement for a child to sign 
shortly before the big day. A child can feel 
this indirect approach is heavy-handed, and 
instead of asking questions and learning 
about the benefits of a prenup, he or she 
may undermine the process. Or, on the other 
hand, children may feel so pressured by 
their parents that they comply with the last-
minute request and later feel resentful.

In either case, not having an open, honest 
discussion about the importance and benefits 
of a prenup can leave the assets vulnerable to 
being misdirected in the event of divorce and, 
even worse, undermine both the marriage 
and the relationship of the parents with their 
child and his or her spouse.

A Process – Not an Event

In the ideal case, parents talk to their 
children about money matters throughout 
their lives so that the issue of how to handle 
sharing wealth with a new spouse is a logical 
extension of the family’s well established 
wealth philosophy. It is recommended that 
parents talk openly with their children about 
their wealth –the meaning behind the 
money, the family’s values and the source 
of the family’s wealth (including all of the 
hard work that went into creating it). This 
process can begin with parents instilling 
financial responsibility through teaching 
children about the value of a dollar, setting 
expectations and boundaries, and role 
modeling appropriate behaviors.

Parents should consider the following 
questions:

•	 What messages did we give our child 
about money? Are there any unresolved 
tensions about those messages that 
need to be addressed?

•	 Do we feel our child has expressed 
appropriate gratitude for past gifts and 
any likely inheritance? Does our child 
have any guilt or shame about the 
family’s wealth?

•	 Does our child resent any explicit or 
implicit “strings” attached to receipt 
of the family’s wealth? Will a marriage 
introduce any new expectations on our 
part?

•	 Was our child appropriately informed 
about the family’s wealth? Is any 
additional disclosure appropriate?

•	 Has our child received a sufficient 
education around financial matters? 
What shortfalls in such training still 
need to be addressed?

Parents almost always question why it is 
necessary to address these uncomfortable 
questions, especially at a time when 
everyone’s emotions are already running high. 
The answer is that more harm than good 
comes from failing to address these issues.

For example, if a child feels resentment 
about money messages received while 
growing up, he or she may feel a natural pull 
to “side” with the intended spouse rather 
than seeing the prenuptial agreement as an 
opportunity to reasonably balance two valid 
objectives: the parents’ desire to protect the 
family’s wealth in the event of divorce and 
the couple’s desire to adopt a generous and 
cooperative attitude in the marriage.

Similarly, if the parents are imposing 
conditions on future transfers, and if the 
marriage impacts those conditions or 
adds new ones, it is best that they are 
understood by all parties and incorporated 
in the prenuptial discussions. If the parents 
haven’t yet fully disclosed relevant financial 
information, it should be revealed before 
the agreement is signed because full 
disclosure is critical to the enforceability of 
such agreements. If the child needs more 
education, involving other parties such as 
the family’s accountant and investment 
professionals in the prenuptial planning can 
make the process far more useful to the 
couple.

Prenuptial planning can be a learning 
opportunity that draws the family closer as the 
result of the communication and information 
exchange that occurs during the process.

A trusted third party (such as a family 
counselor, family office advisor and/
or an unconflicted financial advisor) 
can give guidance on implications and 
recommendations based on the answers to 
the above questions.
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Once these questions are considered and 
addressed, the topic of a prenup will likely 
be more easily broached. The following are 
a number of recommendations on how to 
bring up the subject:

•	Consider making a prenuptial 
agreement a prerequisite to have 
ownership in the family’s wealth and 
involvement in its management. This 
way, it is seen in a business rather than 
emotional light. The child’s intended 
spouse will know that the topic is 
being raised not because of doubts 
about who he or she is or his or her 
personal motives but because it is 
required by the governance of 
the family as documented in 
its family constitution.

•	Discuss the basics of a prenup 
– the benefits and limitations 
(See accompanying box).

•	Share that a prenup allows 
a couple to determine 
what will happen to their assets in 
the event of a death or divorce and 
thoughtfully decide what outcome they 
would prefer as an alternative to the 
“default” provisions of state laws.

•	Share personal stories of your 
experience or that of your friends or 
other family members. It is helpful to 
talk freely about how money affected 
your own marriage and openly answer 
any questions that the child might have 
about your experience – the good and 
the challenging.

A healthy dialogue about these issues, 
without blame, can set the stage for 
inclusion of the child’s intended spouse in a 

broader communication. First, the child can 
speak with the intended spouse to address 
such questions as:

•	Do the parents already worry that 
the marriage will fail? (And do the 
fiancés?)

•	How will we define equality and 
fairness in this marriage – how are they 
the same and how are they different?

•	What implications will money have on 
control issues between us?

•	How have our past experiences 
affected our thinking about the best 
agreement to strike?

Parents also should encourage the child and 
future spouse to discuss each other’s assets, 
income, debts, beliefs and attitudes about 
wealth, spending and saving habits, and 
long-term financial goals. Not only is this 
required to draft the prenuptial agreement, 
but also, because the majority of divorces 
stem from financial issues, bringing any 
disagreements to the surface and resolving 
discrepancies before the trip down the aisle 
can facilitate a happier marriage.

These discussions can address the parents’ 
expectations about how any assets they give 
the child as further gifts or by inheritance 
will be commingled with the couple’s assets 
or, alternatively, segregated for the child’s 

separate use. The process works most 
smoothly when these issues are discussed by 
the family in a general way, before asking 
the lawyers drafting the agreement for a 
technical description of how such assets are 
treated under the law.

In Conclusion

Families should talk to their children about 
money matters throughout their lives and, 
ideally, introduce the concept of a prenuptial 
agreement before their child comes home 
with the love of their life. Seizing the 
opportunity makes sense precisely because 
this type of planning exposes sensitive issues 

of emotions and money and the 
relationship between them.

Individuals who are concerned 
that these discussions might strain 
the marriage before it even occurs 
should consider that these issues, 
especially unresolved childhood 

resentments, will not go away simply 
because they are ignored in the interest of 
not offending anyone.

Having the discussion, even if it seems 
to interfere with the desire for a smooth 
wedding in the short run, may be the best 
way to facilitate a successful marriage in the 
long run.  

Jill Shipley is director of next generation 
education within GenSpring’s Innovation 
& Learning Center. She is responsible for 
developing and delivering next generation 
learning through a variety of educational 
programs, case studies, white papers and 
events that focus on preparation for the 
responsibilities of wealth.

David Bokman is chief wealth advisory 
officer and head of GenSpring’s family 
wealth advisory practice. He is responsible 
for the firm-wide delivery and support 
of all non-investment aspects of the 
wealth management process and provides 
leadership to the family wealth advisor 
community.

Prenuptial planning can be a learning opportunity 
that draws the family closer as the result of the 
communication and information exchange that 

occurs during the process.

A Prenup Is Not Needed To Protect:

•	 Assets for a child that are held 
separately in a trust or family limited 
partnership

•	 A child’s interest in a family business 

A Prenup Is Needed To Protect:

•	 Assets distributed outright to the 
child from a trust or family limited 
partnership

•	 Dividends to the child from the family 
business

Even a Prenup May Not Protect:

•	 Assets distributed to the child that are 
commingled with his or her marital 
assets

•	 Salary the child receives by working 
for the family business or any increase 
in the value of the business resulting 
from the child’s efforts
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Personal Risk
Management
The Strategic Role
of Asset Protection

By Jason Cain
Calamos Wealth Management LLC

Wealth preservation strategies are 
receiving increased attention as market 
volatility, tax landscape uncertainty and an 
increasingly litigious society have combined 
to place a premium on integrated wealth 
management planning. Personal risk 
management, commonly referred to as asset 
protection, has become a necessary and 
vital component of an integrated wealth 
management plan.

Asset protection plans aim to protect 
a family’s assets from unforeseen 
circumstances related to business, 
investment or personal affairs. When these 
plans are integrated with effective business, 
estate and tax planning, their benefits can 
be enhanced significantly.

The first step in integrating asset 
protection strategies with a family’s wealth 
management plan is to determine sources of 
liability. The following questions often arise:
•	 Are the sources of liability derived at the 

business level or at the personal level?
•	 If at the personal level, are there 

multiple automobile drivers, homes, 
pools, water craft, snowmobiles or all-
terrain vehicles?

•	 Does a family member sit on public or 
private boards?

•	 Do family members travel abroad?
•	 Is any family member the trustee of a 

trust?

All of these potential avenues of exposure 
can be adequately protected with liability 
coverage.

Most families start with coverage by 
mass-market insurance companies. These 
companies usually serve initial coverage 
needs well and are economical, but as a 
family accumulates significant wealth, it may 
benefit by shifting to private client liability 
coverage.

Initial Wall of Protection: 
Liability Insurance

Insurance coverage become more complex 
as a family accumulates a diverse pool of 
assets. Having coverage with companies 
that are experienced in representing wealthy 
families becomes a necessity. Several highly 
regarded insurance companies have created 
private client groups to offer best-of-class 
service to families. At a minimum, a family 
should review the benefits of coverage 
through these companies as due diligence in 
adequately protecting itself.
Whether the 
coverage is property 
and casualty excess 
liability, malpractice 
or officer and 
director insurance, 
industry sources 
estimate that 
most claimants 
settle disputes 
within liability 
insurance coverage 
limits. Therefore, 
determining 
appropriate 
coverage amounts 
becomes an 
important part of 
the analysis.

The bad news is that 
most families who 
have accumulated 
significant assets are 
underinsured on the property and casualty 
side. The good news, however, is that 
increasing excess liability coverage from the 
typical $1 million level to more appropriate 
$5 million to $10 million levels can cost as 
little as $150 for each additional $1 million 
in coverage per year. This is a small price to 
pay for the initial defense mechanism in a 
successfully integrated asset protection plan.

Once the right insurance company and the 
appropriate liability coverage are in place, 
the family should consider reviewing and 
implementing additional strategies for asset 
protection. A successfully integrated asset 
protection plan combines multiple strategies 
with varying purposes. These most likely 
include estate, tax, retirement, insurance 
and business planning. 

The primary purpose of implementing 
these various strategies is not asset 

protection. However, when these 
strategies are integrated into a carefully 
developed wealth management plan, the 
benefits can be significant from an asset 
protection perspective. An effective asset 
protection plan has multiple strategies that 
offer potential safeguards if unforeseen 
circumstances occur. No one strategy should 
be singularly responsible for protecting the 
family’s wealth.

If a family’s assets come under attack, a 
multiple-strategy plan has a much higher 
likelihood of preserving assets than a 

single-strategy plan. The goal of any asset 
protection plan isn’t to avoid creditors or 
claimants. Instead, it is to preserve family 
wealth by creating significant safeguards 
that encourage creditors and claimants to 
settle for pennies on the dollar.

Initial asset protection strategies to consider 
include relatively minor efforts as well as 
tried and true techniques that often are 
exempted from creditors’ claims by federal 
and state laws. These include:

•	 Retirement Planning
	 Retirement plans are wonderful asset 

accumulation tools and effective tax-
deferral vehicles, and they also offer 
significant asset protection benefits. 
ERISA-sponsored plans are protected 
from creditor claims, and a growing 
number of states have extended 
that protection to IRAs (and some to 

The goal of any asset protection plan is to preserve 
family wealth by creating significant safeguards 

that encourage creditors and claimants to settle for 
pennies on the dollar.
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state 529 college savings plans). Few 
strategies can match the efficiencies 
of retirement plans in tax and asset 
protection planning. While assets 
accumulate inside these plans, they may 
be protected from creditor claims. A 
thorough review of existing retirement 
plans and corresponding contribution 
limits is a necessity, given the generous 
tax, wealth accumulation and asset 
preservation benefits available.

•	 Tenancy by the Entireties
	 An asset held in tenancy by the 

entireties between a husband and a 
wife is not subject to either spouse’s 
individual claims, but only to joint 
claims. While limited by each state, this 
technique can be an effective planning 
tool for married couples, particularly 
in protecting wealth held in personal 
residences. A thorough review of this 
legislation in the couple’s resident state 
is necessary prior to tenancy by the 
entireties planning.

•	 Life Insurance and Annuities
	 While protection varies from state to 

state, the cash value of many insurance 
and annuity policies is protected from 
creditors if the policies’ designated 
beneficiaries are spouses, dependents 
or both and if the assets are held 
in irrevocable trusts. The wealth 
replacement and tax-deferral benefits 
of insurance and annuity products, 
combined with the added benefit 
of asset protection, can enhance 
the attractiveness of these products. 
However, a careful economic analysis 
of any proposed life insurance product 
should be conducted before its purchase.

As a family continues to develop an effective 
asset protection plan, its members may want 
to review and possibly implement more 
advanced planning tools. Those techniques 
may include:

•	 Limited Liability Businesses
	 Organizing business activities into 

distinct entities with limited liability 
can protect assets in the event of 
problems within a particular business. 
Entrepreneurs often build businesses 
within a single entity, or with no 
entity planning at all, resulting in a 
situation where one entity’s assets may 
be subject to the claims of another 
entity’s creditors. Structuring businesses 
as separate operating entities can 
protect related but not interdependent 
businesses, as well as personal assets 
of the owners, from this unintended 
cross-collateralization. A thorough 
review of a family’s business and real 
estate holdings, whether operating or 
passive, is a necessary component of an 
effective risk-management strategy.

•	 Traditional Trust Strategies
	 Moving wealth to trusts for the 

benefit of spouses or children, or 
both, even during one’s lifetime, can 
have significant benefits for estate 
tax planning and can protect the 
specific assets (and appreciation) from 
creditors. When properly drafted, 
trusts can provide effective and 
ongoing protection for the assets 
with very flexible investment and 
distribution options. Every family that 
has accumulated significant wealth 
should consider integrating current and 
future planning strategies with trusts. 
Trusts have been time tested like no 

other risk-management tool. However, 
not every trust provides optimum 
risk-management protection. Specific 
provisions and terms are required to 
insulate the assets within the trust from 
creditors’ claims.

•	 Contemporary Trust Strategies
	 Several states and many foreign 

countries have enacted legislation 
over the last decade that provides the 
benefits of traditional trust strategies 
while allowing the individual creating 
the trust to retain an interest in the 
trust. While significantly untested, these 
jurisdictions provide an additional layer 
of planning that may be appropriate 
for some families. Combined with 
traditional trust strategies, these tools 
can provide an even higher level of 
protection for a family’s wealth.

Many strategies and techniques have been 
designed to insulate a family’s wealth from 
unforeseen circumstances. The key to an 
integrated wealth management strategy is to 
plan now for protection later. Using multiple 
strategies and blending techniques with 
effective business, tax and asset management 
tools can result in an effective wealth 
management plan that preserves the wealth 
a family has worked so hard to create.  

Jason Cain, a wealth strategist for Calamos 
Wealth Management LLC, counsels ultra-high 
net worth clients on tax, business succession, 
estate, trust administration and charitable 
giving strategies. For more information, visit 
the firm’s website at www.calamos.com.
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Jet Costs
Under Control
Alternative Operations
for Today’s Economy

By Michelle Wade and Dillon Strohm
Jackson, Wade & Blanck LLC

In today’s economy, many ultra-high net 
worth individuals who own corporate jets 
are looking to minimize costs and want 
to take on “partners” or “sell hours” to 
friends. There are several options to help an 
owner achieve this goal, but most aircraft 
owners are unaware of the Federal Aviation 
Administration, Internal Revenue Service, state 
Department of Revenue and insurance issues 
that must be considered each time a change 
is made to an aircraft operating structure.

The FAA does not allow an aircraft owner to 
provide “transportation” to others, unless the 
aircraft owner has obtained governmental 
authority by obtaining an operating 
certificate from the FAA and Department 
of Transportation. What this means is that 
the FAA does not allow “flight department 
companies” that are established solely for the 
purpose of operating aircraft and providing 
“transportation” to a parent corporation, 
subsidiary, individuals or other entities, unless 
that sole purpose entity has obtained an 
operating certificate. This is also generally 
true if the owner’s aircraft is registered 
outside the United States.

Insurance policies purchased to cover only 
a personal/company flight operation may 
not cover these alternative operations, or 
any operation involving any reimbursement 
or consideration for a flight, especially if 
the operation violates U.S. Federal Aviation 
Regulations, or FARs. Operational control of 
the aircraft (which is important to the FAA) 
as well as possession, command and control 
of the aircraft (which is important to the 
IRS) can be deemed to be held by different 
parties than one might expect under various 
operating structures. An owner needs to 
review the aircraft’s insurance coverage, 
operations and documentation for those 
operations to make sure the insurance covers 
all of the aircraft’s operations and all of the 
relevant parties.

Charter Certificate

Many companies want to allow their aircraft 
to be chartered to third parties to offset the 
costs of owning and operating an aircraft but 
do not want to incur the time and expense 
of obtaining their own charter certificate. 
Charter companies often add private aircraft 
to their charter certificate so that the charter 
company can charter the aircraft to third 
parties. This allows the aircraft owner to 
take advantage of the operating experience 
and marketing connections of the charter 
company while receipts from charter 
operations may help to offset costs.

Some of the factors to consider include 
increased governmental oversight and 
paperwork for maintenance and operations, 
increased training requirements for the crew 
and other record-keeping issues. A charter 
company must have operational control over 
its aircraft and control over the crew for 
charter flights. In other words, the charter 
company is responsible for issues such as 
maintenance decisions and crew rest and 
duty information at all times, regardless 
of whether the aircraft is operated by the 
owner for itself much of the time. State 
sales tax issues in connection with the lease 
of the aircraft to the charter company, 
passive activity issues, and federal excise tax 
issues on both charter flights to third parties 
and owner flights should be considered.

Joint Ownership

Under FAR 91.501(c)(3) “A joint ownership 
agreement means an arrangement whereby 
one of the registered joint owners of an 

airplane employs and furnishes the flight 
crew for that airplane and each of the 
registered joint owners pays a share of the 
charge specified in the agreement.”

This option is generally only available to 
larger aircraft as FAR 91.501 applies to U.S. 
registered large (more than 12,500 pounds 
maximum certificated take-off weight), 
turbojet-powered multi-engine civil airplanes 
in operations not involving common carriage.

Joint ownership requires that each party 
own an interest in the aircraft. An individual 
is not a “joint owner” in the eyes of the FAA 
if he or she owns an interest in the limited 
liability company that owns the aircraft. 
Before jointly owning an expensive asset like 
a corporate jet an individual will want to 
look at the tax consequences. These include 
transfer taxes, any capital gains/depreciation 
recapture if an individual is selling an interest 
in a current aircraft. An owner also should 
consider scheduling issues, whether each of 
the joint owners is willing to comply with 
the FARs, and the ability of each of the joint 
owners to “work and play well with others”.

Dry Leasing

Under a structure utilizing a dry lease, the 
aircraft could be owned by the owner and 
leased to a third party. The FAA defines a 
dry lease as the lease of an aircraft without 
crew, as opposed to a “wet lease” which 
involves the lease of aircraft with a crew. To 
provide aircraft and crew from one entity 
to another for compensation, the operator 
must obtain an operating certificate, 
unless it fits within an exception, such as 

Many ultra-high net worth individuals who own corporate jets are looking to 
minimize costs and want to take on “partners” or “sell hours” to friends.
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time-sharing. Generally, under a dry lease 
structure, a lessee can lease an aircraft and 
must hire pilots from an independent entity, 
which is not owned by the shareholders/
members of the aircraft owner. The owner/
lessor cannot require that the lessee use any 
specific pilot or pilot company.

The issue of possession, command, and 
control and operational control must be 
addressed to ensure that the flights are not 
subject to the federal excise tax and that they 
are operated in compliance with the FARs. 
The truth-In-leasing requirements in FAR 91.23 
will apply to a dry lease. Each state may have 
different state sales/use tax results for this type 
of operation. Federal tax issues, such as passive 
activity losses, also need to be considered.

Time-sharing

Time-share is defined in FAR 91.501(c) as 
“an arrangement whereby a person leases 

his airplane with flight crew to another 
person, and no charge is made for the 
flights conducted under that arrangement 
other than those specified in paragraph 
(d) of this section”. This option, like joint 
ownership, is also generally available only 
to large aircraft. An owner may still be 
able to utilize a time-share arrangement 
if it complies with the special “NBAA 
exemption” to FAR 91.501 (available to 
NBAA members who also otherwise meet 
the requirements of the exemption).

FAR 91.501(d) limits the amount an owner 
can charge for a time-share flight. The 
charge is limited to a list of 10 items, which 
in the past usually did not fully reimburse 
the owner for the full cost of the flight. 
Basically, the owner can charge two times 
the cost of fuel for that flight plus some 
miscellaneous trip expenses. The truth-In-
leasing requirements in FAR 91.23 also will 
apply to a time-share.

There are unexpected FAA issues that can 
trip up an unsuspecting owner. One of these 
is that a company that has no other business 
purpose than operating the aircraft cannot 
time-share an aircraft to another person 
or entity. Generally, time-share flights will 
be subject to the federal air transportation 
excise tax, which must be collected and 
remitted by the owner. Each state may have 
different state sales/use tax results for this 
type of operation.  

Michelle Wade and Dillon Strohm are 
attorneys with the law firm of Jackson, 
Wade & Blanck LLC and counsel clients on 
the acquisition, financing and operation of 
corporate jets operated under Part 91 and 
Part 135 of the Federal Aviation Regulations. 
For more information, visit the firm’s 
website at www.jetlaw.com.

was in excellent 
health, he did not 

want to risk outliving his coverage. On behalf 
of Mr. Smith, the insurance advisor was able 
to negotiate with the current carrier to waive 
surrender charges on the existing policy and 
execute an internal exchange to a new policy 
with a higher death benefit guaranteed to age 
125. No additional premiums were required.

By 2006, Mr. Smith’s net worth had grown 
to $700 million, but his total death benefit 
was approximately $50 million. Driven by 
this imbalance, Mr. Smith determined that 
it was time to more fully fund his estate tax 
liability by using life insurance to preserve 
his family’s wealth for future generations. 
An existing corporate entity was chosen 
to acquire additional life insurance on Mr. 
Smith, providing liquidity for a family buy-
sell agreement, which again enabled the 
acquisition to avoid gift tax exposure. Over a 
period of five months, the insurance advisor 
led a negotiation process involving more 
than 20 major life insurance carriers and 
reinsurance companies to obtain the best 
possible pricing in the market. The result was 
$120 million of death benefit, issued on a 
best underwriting basis by six life insurance 
carriers, guaranteeing coverage on Mr. 
Smith’s life to age 120.

The process: four years. The result: a total net 
death benefit of $160 million. At the peak of 
Mr. Smith’s net worth of approximately $700 

million in 2006, the insurance coverage and 
other estate planning techniques positioned 
Mr. Smith to fully fund the estate tax and 
preserve his net worth for his children. With 
efficiency, teamwork and focus, both of Mr. 
Smith’s goals – passing on a legacy to his 
family while maintaining control during his 
lifetime – were met.

The Importance of Flexibility

In 2008, the financial crisis took its toll on the 
company’s value and Mr. Smith’s net worth. 
The company’s stock price was in free-fall 
during most of the fourth quarter, and Mr. 
Smith’s net worth plummeted to $100 million 
at year-end. Despite the declining stock price, 
the business remains successful and produces 
positive cash flow for the family. During 
the past 12 months, Mr. Smith could have 
reduced cash outflow by reducing his life 
insurance coverage. The design of his plan 
always allowed for adjustments in the face of 
changing objectives or circumstances.

However, he decisively chose the opposite 
approach: stay the course to protect and 
maintain his current coverage. Mr. Smith 
was the first person to recognize that his life 
insurance coverage had been transformed 
from an estate preservation plan to a wealth 
creation device. The protection provided by 
his life insurance portfolio is allowing him to 
preserve his ability to leave a lasting legacy 
and focus on the business he loves – 

something all entrepreneurs enjoy. He also has 
encouraged his children to implement estate 
plans utilizing life insurance. As a result, the 
insurance advisor is currently working with 
the third and fourth generations of the Smith 
family to formulate a comprehensive estate 
plan that will pass along the family’s legacy for 
future generations.

Life insurance plays an important role in the 
estate planning of many affluent families. It 
is clear the initial emphasis should be on the 
estate planning process. By implementing a 
sound, flexible estate plan, Mr. Smith retained 
an invaluable sense of comfort, especially in a 
turbulent market cycle.

In addition to seeing that life insurance is a 
unique asset that can play a valuable role 
in a complex estate plans, the Smith family 
also saw the value of the team approach. 
With legal, accounting and insurance experts 
focused on effective, efficient and flexible 
solutions, Mr. Smith was able to achieve 
his objectives: provide a family legacy and 
continue to run his business.  

T. Hunter Ewing is a partner and Walt Helms 
is vice president of case design at Nease, 
Lagana, Eden & Culley Inc., a specialty 
insurance advisory firm. For more information, 
visit the firm’s website at www.nlec.com.

One Man’s Plan for His Legacy

continued from page 48
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Events

FOX Regional Roundtables and Wealth Advisor Briefings provide an opportunity for networking 
and in-depth discussion with fellow FOX members.

Investor Network Dinner (family office members)

May 12	 New York, NY

Regional Roundtable (family office members)

May 13	 New York, NY

Investor Network Dinner (family office members)

June 2	 Chicago, IL

Regional Roundtable (family office members)

June 3	 Chicago, IL

Wealth Advisor Briefing (for advisor members)

June 4	 Chicago, IL

Education & 
Networking

Member Meetings

Webinars

Financial Executives Forum
Chicago, Illinois
July 14-15, 2009

Global Executive Forum
Zurich, Switzerland
September 23-24, 2009

Wealth Advisor Forum
Miami, Florida
May 20-22, 2009

FOX webinars focus on the critical issues and challenges facing the private wealth management 
community. Each program includes an in-depth presentation by a subject matter expert plus time 
for questions and discussion.

April 30	 Credit Crisis: Opportunities and Challenges in the Fixed Income Markets

May 13	 Corporate Due Diligence and Fraud Detection: What Families Must Know Now

May 27	 FOX Research Read Out: The Economics of Talent

June 3	 Stepping in Without Overstepping:  
	 Managing Roles and Boundaries When a Family Member Is in Trouble

For a full listing of upcoming webinars, please visit the Calendar of Events section of the 
FOX private website (www.foxexchange.com).
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