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This working paper examines how the desire to give away wealth at the death of the first
spouse —a “side bequest motive”’—affects retired couples’ optimal choices of consumption,
annuities, and life insurance. It also studies the extent to which life-contingent products can
help couples balance side bequests with the livelihood of the surviving spouse.

The authors develop a life-cycle model of retired couples with investment in annuities and life
insurance. The model includes side bequests at the death of the first spouse and a final
bequest at the death of the surviving spouse. The model is first solved analytically in a
complete-market setting and is then calibrated using the U.S. Health and Retirement Study
for four quartiles of permanent income. The quantitative analysis focuses on married couples
consisting of a husband and wife; assumes ‘“actuarially fair” life-contingent products; and
reports monetary values in 2014 U.S. dollars. For the baseline simulation, the authors
consider a couple in the second permanent income quartile with $300,000 in initial wealth
when the husband is age 65; the wife is assumed to be three years younger.

This working_paper finds that:

. Life-contingent products allow couples to smooth their side bequests so that, at a given point in
time, the optimal side bequest is independent of which spouse dies first. Without these products,
side bequests depend more strongly on differences in income and longevity between the
spouses; in the baseline simulation, the side bequest is about $37,000 (or 15%) lower early in
retirement when the husband dies first compared to when the wife dies first.

. Stronger side bequest motives lower the wealth left to the surviving spouse while raising the
demand for life insurance, or reducing the demand for annuities. The couple devotes a larger
share of its wealth to the side bequest, reducing the resources available to the surviving spouse.

. For the baseline couple, side bequest motives lower annual consumption by approximately
$3,400, or about 7%, while having little effect on the overall wealth profile. The reduction in
consumption is accompanied by a substantially higher demand for life insurance, or a lower
demand for annuities.
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Expected portion of couple’s retirement period (%)

In the aggregate, when introducing side bequest motives, the expected portion of the couple’s
retirement period during which it holds an annuity on the wife’s life falls from 61% to 33%, while
the corresponding share for an annuity on the husband’s life falls from 49% to 8% (see figure).
The expected present value of income through private annuities is 73% lower for married women
and 95% lower for married men.

The resources of surviving spouses also fall substantially with side bequest motives. On
average, they are about $126,000 lower after the wife’s death and $120,000 lower after the
husband’s death. The wealth-to-income ratio of surviving spouses is more than 37% lower when
side bequest motives are present.

Access to life-contingent products generates an average welfare gain of about 6% of wealth, but
side bequest motives substantially change the distribution of these gains. For couples in the
lowest quartile of permanent income, willingness to pay for access falls from 18% to 7% of

wealth, while it increases in the two upper quartiles, where the demand for life insurance is
stronger.

Incorrectly omitting side bequest motives when designing financial strategies carries large
welfare costs. Retired couples are willing to pay, on average, 15% of their wealth to obtain
consumption-investment strategies that align with their side bequest preferences. In addition,
36% of couples would prefer no access to life-contingent products over following a strategy that
does not account for side bequest motives.

Expected portion of the couple’s retirement period with annuity holdings on
each spouse’s life, with and without side bequest motives
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CONCLUSION

The results show that side bequest motives can substantially alter retired couples’ financial decision-
making. Life-contingent products do not only help protect the livelihood of the surviving spouse; they
also allow couples to make side bequests less dependent on which spouse dies first. At the same
time, stronger side bequest motives reduce consumption and the resources retained for the surviving
spouse, while increasing the demand for life insurance and reducing the demand for annuities. These
mechanisms can rationalize part of the low annuity demand observed among retired couples. The
quantitative results are based on a model calibrated using U.S. data, actuarially fair life-contingent
products, and a framework that abstracts from stock investment, divorce, and remarriage.

POTENTIAL POLICY IMPLICATIONS

The findings suggest that retirement income planning and the design of life-contingent products
should explicitly account for side bequest motives rather than focus only on consumption and the
provision motive for the surviving spouse. Financial planning tools could separately elicit preferences
for side bequests, final bequests, and the desired resources of the surviving spouse. The results also
support considering combinations of annuities and life insurance that reflect household income and
wealth. Low annuity participation should not automatically be interpreted as a financial mistake, since
it may reflect coherent bequest preferences. Additional analysis using Canadian data and products
with real-world loading factors would be needed before drawing specific regulatory conclusions.
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