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Dynasty Trust

FMV of Gift to Dynasty Trust: $9,500,000
Years Between Generations: 30
Pre-Discount Value of Limited Partnership Interests Sold to Trust: $500,000
Discount Applied to Limited Partnership Interests: 15.00%
Term of Note:: 20
Applicable Federal Rate: 3.90%
Down Payment on Promissory Note: $150,000
Estate and Gift Tax Rate: 40.00%
Net Growth During Grantor's Lifetime: 7.00%
Net Growth After Grantor's Death: 6.00%
Premium Per $1M of Death Benefit (if any): $2,500

Results
Value of Partnership's Assets (No Discounts) Sold to Dynasty Trust $500,000
Discounted Value of Partnership Interest Sold to Dynasty Trust: $425,000
Total Discounted Value of Dynasty Trust Assets (with Gifts): $9,925,000
Net Value of Dynasty Trust Assets at End of Note (no Discount): $37,401,715

Amount Given to Trust: $9,500,000
Amount Removed from Estate: $37,401,715

Life Insurance
Initial Income of Trust (After Payment of Note Interest): $678,775
Life Insurance that can be Purchased with Trust Income: $271,510,000

This scenario is a hypothetical illustration based on the assumptions you entered via the inputs inside the program. It is to
be used solely as a conceptual guide to understand and quantify your planning needs. It would be wise to consider this
illustration together with all other information you deem necessary in making your investment decisions. This illustration is
not a guarantee of the performance of any specific investment. Actual performance from your investments and assets
may vary. This illustration is not legal or tax advice. You should consult with your attorney and accountant to review this
information and determine its appropriateness for your particular situation. The provider of this illustration provides no
guarantee and assumes no responsibility or liability for the accuracy of the information provided (including whether the
interest rate you have selected is in fact "reasonable") or for your reliance based on this information. 
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Economic Schedule
Beginning Income Interest Ending

Undiscounted or and Principal Undiscounted

Year Value Growth Balloon Value

1 $9,850,000   $689,500   $10,725   $10,528,775   

2 $10,528,775   $737,014   $10,725   $11,255,064   

3 $11,255,064   $787,854   $10,725   $12,032,194   

4 $12,032,194   $842,254   $10,725   $12,863,722   

5 $12,863,722   $900,461   $10,725   $13,753,458   

6 $13,753,458   $962,742   $10,725   $14,705,475   

7 $14,705,475   $1,029,383   $10,725   $15,724,133   

8 $15,724,133   $1,100,689   $10,725   $16,814,097   

9 $16,814,097   $1,176,987   $10,725   $17,980,359   

10 $17,980,359   $1,258,625   $10,725   $19,228,259   

11 $19,228,259   $1,345,978   $10,725   $20,563,513   

12 $20,563,513   $1,439,446   $10,725   $21,992,234   

13 $21,992,234   $1,539,456   $10,725   $23,520,965   

14 $23,520,965   $1,646,468   $10,725   $25,156,707   

15 $25,156,707   $1,760,970   $10,725   $26,906,952   

16 $26,906,952   $1,883,487   $10,725   $28,779,714   

17 $28,779,714   $2,014,580   $10,725   $30,783,568   

18 $30,783,568   $2,154,850   $10,725   $32,927,693   

19 $32,927,693   $2,304,939   $10,725   $35,221,907   

20 $35,221,907   $2,465,533   $285,725   $37,401,715   
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Perpetual Dynasty Trust
One Two Three Perpetual

Generation Generation Generation Dynasty

Trust Trust Trust Trust

Grantor Dies (20 yrs) $37,401,715   $37,401,715   $37,401,715   $37,401,715   

Taxes

Value of Trust $37,401,715   $37,401,715   $37,401,715   $37,401,715   

Grantor Dies (50 yrs) $214,816,422   $214,816,422   $214,816,422   $214,816,422   

Taxes $85,926,569   

Value of Trust $128,889,853   $214,816,422   $214,816,422   $214,816,422   

 

Grantor Dies (80 yrs) $740,277,733   $1,233,796,222   $1,233,796,222   $1,233,796,222   

Taxes $296,111,093   $493,518,489   

Value of Trust $444,166,640   $740,277,733   $1,233,796,222   $1,233,796,222   

 

Grantor Dies (110 yrs) $2,551,067,175   $4,251,778,625   $7,086,297,709   $7,086,297,709   

Taxes $1,020,426,870   $1,700,711,450   $2,834,519,083   

Value of Trust $1,530,640,305   $2,551,067,175   $4,251,778,625   $7,086,297,709   

 

Grantor Dies (140 yrs) $8,791,219,081   $14,652,031,802   $24,420,053,003   $40,700,088,338   

Taxes $3,516,487,632   $5,860,812,721   $9,768,021,201   

Value of Trust $5,274,731,449   $8,791,219,081   $14,652,031,802   $40,700,088,338   

 

Grantor Dies (170 yrs) $30,295,373,514   $50,492,289,191   $84,153,815,318   $233,760,598,105   

Taxes $12,118,149,406   $20,196,915,676   $33,661,526,127   

Value of Trust $18,177,224,109   $30,295,373,514   $50,492,289,191   $233,760,598,105   
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This calculation illustrates the wealth transfer power of combining several tax techniques into a single trust, here called a "
dynasty trust."

"Defective" Trust
A "defective" trust is a trust in which the grantor (or in certain cases, the beneficiary) is treated as the "owner" of the trust
for income tax purposes, but not for estate, gift, or generation-skipping transfer tax purposes. This means that the grantor
is taxed on the trust income and gets the benefit of all the deductions and credits attributable to the trust. IRC Section
671. Many practitioners believe that one of the benefits of a trust in which the grantor pays the income tax is that the
payment of the tax is the equivalent of a tax-free gift to the trust to the extent no reimbursement is made (unless the trust
instrument or state law requires reimbursement to the grantor from the trust). This benefit is important if the trust is
purchasing life insurance because the trust can grow free of income tax and be able to pay larger premiums.

The Leverage of Market Discounts 
Another technique used by many practitioners is the intra-family transfer of closely held business interests, family limited
partnerships, and other types of fractional or minority interests for which the fair market value (determined by reference to
a hypothetical willing buyer and willing seller in accordance with Treasury regulations and court rulings) will be less than
the proportionate value of the underlying assets owned by the corporation or partnership, due to discounts for lack of
control and lack of marketability. By selling a discounted minority interest to a defective trust, the grantor can increase the
"leverage" of the sale, providing additional value to the beneficiaries without gift tax.

Sale to a "Defective" Trust - How the Technique Works 
The first step is for the grantor to make a gift to the trust as initial "seed money" or equity so that the trust is not under-
capitalized and the transaction is a real sale and not a "sham." (If the sale is too highly leveraged, the seller is totally
dependent on the asset itself for the payment of the purchase price, would could lead the IRS and the courts to conclude
that the transaction was not really a sale at all.) The grantor subsequently sells interests in a limited partnership (or other
entity) to the trust in exchange for an interest-only promissory note with a balloon payment at the end of the term. The
sale is income tax free because the trust is "defective" for income tax purposes. (See Rev. Rul. 85-13.) The interest rate
for the sale is a market rate of interest determined under IRC Section 1274(d). Because the minority interest transferred
represents a discounted value from the proportionate share of the business or assets owned by the partnership or other
entity, the income from the minority interests should be higher than the income from other assets with the same fair
market value. If the trust is "defective" and does not pay income tax, the income will be able to accumulate more rapidly.
The difference between the trust income and the interest on the promissory note may therefore accumulate tax-free for
the beneficiaries of the "defective" trust.

Why Use a Dynasty Trust 
A dynasty trust is an irrevocable trust drafted to last for multiple generations without any estate, gift or generation-skipping
transfer taxes at the death of the grantor's children and in some cases without any such taxes at the death of lower
generations as well. Unlike most trusts that require distributions to be made to the children at certain ages, the dynasty
trust instead gives the children and other descendants the use and control over the trust property as trustee upon
reaching the age at which most standard trusts would otherwise distribute the trust property to the beneficiaries free of
trust. This gives the beneficiaries control over and enjoyment from the trust assets as if they owned the property outright,
but without causing inclusion in their taxable estates and without subjecting their property to their personal creditors,
including ex-spouses.

The federal estate tax applies to the net estate of a decedent at death, and federal estate tax rates have been as high as
55% for estates of $3,000,000 or more, with an additional 5% payable (or a total of 60%) for estates between
$10,000,000 and $17,184,000 but are scheduled to decline to 50% in 2002 and by 1% annual decrements to 45% in
2007, and the estate tax is supposed to be repealed in 2010. In order to prevent the avoidance of the estate tax through
long-term trusts, Congress also imposed a generation-skipping transfer tax equal to the maximum federal estate tax rate
on each generation-skipping transfer, payable from a generation-skipping trust at the death of each generation. However,
there is a generation-skipping tax exemption for each person, and it is possible to "leverage" that exemption through life
insurance, so that a multi-generation dynasty trust can be created that can benefit each generation free of federal estate
tax and generation-skipping tax.

A major limitation on multi-generational dynasty trusts is the traditional "rule against perpetuities," which states that each
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trust must "vest" (or terminate for tax purposes) twenty-one years after the deaths of all lives in being when the trust was
created. That means that a trust can always last at least until all of the grandchildren are twenty-one, and careful drafting
can usually allow a trust to last 100 years or more without violating the rule against perpetuities.

Perpetual Trusts 
The choice of state law to apply to the dynasty trust is a decision that can affect the wealth of the grantor's descendants
for many generations. Several states (twelve as of 6/1/00) have repealed or modified the common law "rule against
perpetuities" to allow trusts to continue forever without any additional gift, estate or generation-skipping transfer taxes. (In
the states which still apply the rule against perpetuities, the trust must usually terminate and distribute the trust assets
twenty-one years after the grantor and others living when the trust was created have died. Once the trust has terminated,
the assets become subject to estate and gifts taxes again.) By extending the term of the trust, the grantor can delay (or
avoid altogether) the imposition of any estate tax on the principal and accumulated income of the trust.

Choosing a State Situs 
In order to get the benefit of the favorable trust and tax laws of South Dakota, Delaware, or other states, it is usually
necessary to have at least one trustee residing in that state. To provide continuity of management, and insure that the
resident trust will not die or move, it may advisable to use a bank or trust company as a trustee. (One or more
beneficiaries may also be co-trustees and may be given the power to remove and replace the corporate trustee without
adverse income, estate, or gift tax consequences. It is also possible for the grantor to retain this power under the holding
of Rev. Rul. 95-58.)

Why this Technique is Invaluable as a Life Insurance Tool 
Estate taxes are due within nine months of the death of a single individual or the second to die of a married couple. In
almost all cases, life insurance is used to provide the liquidity to pay the taxes without having to sell the estate assets at
low values. Life insurance proceeds are income tax free (subject to exceptions), but not estate tax free. In order to make it
estate tax free, the life insurance should be purchased by an irrevocable life insurance trust. Most life insurance trusts are
structured as Crummey trusts (named after the case by that name) so that transfers to the trust qualify for the gift tax
annual exclusion. For larger estates, however, there often aren't enough Crummey beneficiaries to pay the premiums
without making taxable gifts. This often results in the client not purchasing enough insurance to fund the estate tax (or
other obligation). Since the sale to a "defective" trust can create such a large cash flow, significant insurance premiums
can be supported by the trust assets. In addition, the "defective" trust can also be used to purchase an existing policy
from either the insured or an existing life insurance trust without violating the transfer for value rules (IRC Section
101(a)(2)) and without causing estate inclusion under the three-year rule (IRC Section 2035).

In almost all but the largest estates, the installment sale technique will provide sufficient cash flow to purchase more
insurance than the client needs. This is because the technique leverages the estate, gift and generation-skipping transfer
taxes so much. If this result is higher than necessary, then the options are to either gift and sell less to the dynasty trust or
to use part of the trust income for life insurance and part for other investments.

These dynasty trust calculations and explanations are based on concepts and illustrations created by attorney Steven J.
Oshins, Las Vegas, Nevada, and are reproduced here with his permission.
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