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A MALTHUSIAN ANALYSIS OF THE SO-
CALLED DYNASTY TRUST

William J. Turnier* and Jeffery L. Harrison*

ABSTRACT

Select financial institutions and members of the Bar have seized
upon the presence of the limited exemption from the generation-
skipping transfer tax provided under the Internal Revenue Code to
promote so-called dynasty trusts as a means whereby individuals can
build dynastic wealth for a family forever free from transfer taxes. To
realize such benefits, state law that does not impose the Rule Against
Perpetuities must govern the trust. The promise of dynastic wealth is
unlikely to be realized due to several factors. Administrative and tax
costs are likely to reduce the yield on such trusts to a level where
inflation, rising expectations, and an ever growing band of beneficiaries
are typically assured to outpace the ability of the trust to deliver the
benefits anticipated by trust settlors. Whether required under current
standards of professional responsibility or not, an understanding of
these factors can elevate the quality of service provided by estate
planners.
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Under the Internal Revenue Code (Code), individuals are
allowed to place an amount of funds equal to the estate tax exemption
in a trust, and all distributions from that trust will be free of all
transfer taxes as long as the trust endures. This has led a number of
states to repeal the Rule Against Perpetuities (RAP) to accommodate
wealthy individuals who hope to establish trusts that will provide
support for their descendents well into the future. Providers of trust
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services have seized upon the opportunity to promote such trusts with
the promise of the accumulation of dynastic wealth for the eventual
benefit of the settlor's descendents. As part of a clever marketing
strategy, these trusts have been called "dynasty trusts" by their
promoters. It is the thesis of this article that the promoters promise
more than such trusts are able to deliver and that any individual
looking to a "dynasty trust" to provide dynastic wealth for
descendents had better look elsewhere.

At death, a widow, widower, or a single parent will typically want
to transfer most of his or her remaining wealth to any surviving
children. Married individuals typically transfer all wealth to the
surviving spouse or divide it between the surviving spouse and the
couple's children. At the death of the surviving spouse, that individual
will typically transfer all his or her remaining wealth to the children.
Under this paradigm, assuming the presence of sufficient wealth, there
will be an estate tax imposed on each generation as the children
follow the pattern established by the parents. As generation after
generation follows this typical pattern, tax authorities can expect to
collect a transfer tax as often as every twenty-five to thirty-five years.

Prior to the passage of the first generation-skipping transfer tax in
1976,1 it was common for wealthier families to transfer assets to
remote generations, thereby avoiding transfer taxes for several
generations. In well-planned estates of extremely wealthy individuals,
it was common to transfer wealth, either during life or at death, to
trusts that benefited issue of the transferor with avoidance of estate
taxes-until the RAP2 eventually required vesting of interest with
respect to trust assets in individuals who, at their death, would
generate another opportunity for the imposition of transfer taxes. To
cope with this multi-generational avoidance of estate taxes, Congress
enacted a generation-skipping transfer tax (GST) in 1976.' Later, in
1986, it enacted an improved version of the GST.4

Since 1986, the GST has provided a limited exemption from the
tax, which is relevant to our considerations This exemption allows
individuals to transfer a limited amount of property to individuals or

See Tax Reform Act of 1976, Pub. L. No. 94-455, § 2006(a) (1976), (codified as
amended at I.R.C. § 2601).

2 JOHN CHIPMAN GRAY, THE RULE AGAINST PERPETUITIES (4th ed. 1942).

3 Tax Reform Act of 1976 § 2006(a).
4 Tax Reform Act of 1986, Pub. L. No. 99-514, § 1431(a), (codified at I.R.C. §

2601).
5 I.R.C. § 2631.
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trusts without imposition of the tax. Typically such sums, if not
consumed, would be subject to estate tax at the death of the individual
transferee or at the death of the individual to whom trust assets were
transferred. Moreover, in the case of trusts that made use of the GST
exemption, because of the RAP, which required vesting of interest
within the Rule's measuring period, even property placed in such an
exempt trust would eventually be subject to any estate tax, assuming
that assets of sufficient value were present.

In the scenario as outlined above, it is apparent that, in the
absence of the RAP, a trust to which assets were transferred with use
of the exemption would provide perpetual relief from the estate tax.
Focusing on this, and sensing the opportunity to enable local financial
institutions and attorneys to harvest a bounty of fees and
commissions, a number of states have repealed the RAP.6 Potential
clients are promised that, within a period of years, assets transferred
to trusts managed by local financial institutions will blossom into
fortunes for the descendents of the transferors that will escape estate
taxation forever. For example, Richard Nenno, a leading expert on

6 According to a Richard Nenno, a leading authority on dynasty trusts, the

following jurisdictions allow perpetual trusts (no RAP): Alaska, Arizona, Delaware,
District of Columbia, Idaho, Illinois, Maine, Maryland, Missouri, Nebraska, New
Hampshire, New Jersey, Ohio, Pennsylvania, Rhode Island, South Dakota, Virginia,
and Wisconsin. Richard W. Nenno, Perpetual Dynasty Trusts: Tax Planning and
Jurisdiction Selection (ALI-ABA Course of Study, Apr. 2007), SM077 ALI-ABA
509, at app. D. Moreover, Nenno reports that the following states allow trusts to be
formed for very long periods of time: Colorado (1,000 years), Florida (360 years),
Nevada (365 years), Utah (1,000 years), Washington (150 years), and Wyoming (1,000
years). Id. at § V.D.4.f. In addition, since the publication of Nenno's article, at least
three additional states (North Carolina, Tennessee, and Michigan) have repealed or
limited their RAP. See N.C. GEN. STAT. § 41-23 (2008); TENN. CODE ANN. § 66-1-
202(f) (2008) (allowing trusts up to 360 years); 2008 Mich. Pub. Acts 148 (allowing
perpetual trusts for personal property only). At least 26 states and the District of
Columbia, therefore, have no RAP or have an extremely long period of time that
private (as contrasted to charitable) trusts may exist.

7 The subject is discussed favorably in the popular press. See, e.g., Carole
Gould, Shifting Rules Add Luster to Trusts, N.Y. TIMES, Oct. 29, 2000; Kiplinger
Washington Editors, An Enduring Trust that Could Work for You, KIPLINGER'S

RETIREMENT REP., May 2005 [hereinafter, Enduring Trust]; Rachel Emma Silverman,
Looser Trust Laws Lure $100 Billion: Amid Congressional Scrutiny, Huge Sums Pour
Into States That Allow 'Dynasty Trusts', WALL ST. J., Feb. 16, 2005, at D1; Rachel
Emma Silverman, Building Your Own Dynasty: States Toss Out Restrictions on
Creating Perpetual Trusts; Downside-Fees Last Forever, Too, WALL ST. J., Sept. 15,
2004, at D1. Those who stand to profit from creation and maintenance of dynasty
trusts promote them on the internet. See, e.g., Bob Bauman, Create a Tax-Free
Inheritance Dynasty with Your Assets, SOVEREIGN SOC'Y, Jan. 17, 2008,
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and proponent of dynasty trusts, provides the following contrasting
examples-which are admittedly oversimplified-of a dynasty trust
funded with $1,000,000 and a bequest that is subject to estate tax at
45% every 25 years:

Assuming a 3% return, the Exempt Dynasty Trust would be
worth $19,218,632 whereas the no trust arrangement would be
worth only $1,758,625 at the end of 100 years. Assuming a
10% return, the Exempt Dynasty Trust would be worth
$13,780,612,340 whereas the no trust arrangement would be
worth only $1,261,012,158 at century's end. These examples,
which are oversimplified, assume that either no distributions
would be made or that an after-tax return of the indicated

8rate could be earned despite distributions.

It should come as no surprise that the rush to repeal the RAP has
attracted considerable scholarly commentary. 9  Moreover, the

http://www.sovereignsociety.com/vmembers.php?nid=2449&printable=y (the entity
Sovereign Society, which sponsors this site, is an organization dedicated to promoting
offshore investing activities); AlaskaUSA Trust Company, Alaska's Unique Benefits,
http://www.alaskausatrust.com/trustee/alaskaBenefits.asp (last visited Feb. 6, 2009)
(AlaskaUSA is an Alaska trust company); Pioneer Bank & Trust, Trust Services-
Dynasty Trust, http://www.pioneerbankandtrust.com/dynastyjtrust.htm (last visited
Feb. 6, 2009) (Pioneer Bank & Trust is a South Dakota Bank). Richard Nenno of
Wilmington Trust Company has made a number of detailed scholarly presentations
promoting "perpetual dynasty trusts." See, e.g., Nenno, supra note 6. Also, a Westlaw
or Lexis search using his name and "dynasty trust" will bring up a considerable
number of presentations.

8 Nenno, supra note 6, at § II.B.2.
9 See, e.g., Mary Louise Fellows, Why the Generation-Skipping Transfer Tax

Sparked Perpetual Trusts, 27 CARDOZO L. REV. 2511 (2006); Stephen E. Greer, The
Alaska Dynasty Trust, 18 ALASKA L. REV. 253 (2001); Brian Layman, Perpetual
Dynasty Trusts: One of the Most Powerful Tools in the Estate Planner's Arsenal, 32
AKRON L. REV. 747 (1999); Max M. Schanzenbach & Robert H. Sitkoff, Perpetuities
or Taxes? Explaining the Rise of the Perpetual Trust, 27 CARDoZO L. REV. 2465
(2006) [hereinafter Perpetuities or Taxes?] (empirically attributing the repeal
movement to the GST exemption); Stewart E. Sterk, Jurisdictional Competition to
Abolish the Rule Against Perpetuities: R.LP. for the R.A.P., 24 CARDOZO L. REV. 2097
(2003); Note, Dynasty Trusts and the Rule Against Perpetuities, 116 HARV. L. REV.

2588 (2003). Following closely on the heels of the rush to repeal the RAP has been a
movement to allow for the establishment of self-settled spendthrift trusts, another
unfortunate event that is not the focus of this paper. See Robert H. Sitkoff & Max M.
Schanzenbach, Jurisdictional Competition for Trust Funds: An Empirical Analysis of
Perpetuities and Taxes, 115 YALE L.J. 356, 378-85 (2005) [hereinafter Jurisdictional
Competition]. It should come as no surprise that some of the very states that took the
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government has also focused on the possibility of repealing the GST
exemption that makes the dynasty trust possible. 0 Although the
authors are personally disappointed with the wholesale rush to repeal
the RAP and also believe that something should be done to cabin the
GST exemption, those concerns are not the focus of this article.

The purpose of this article is to illustrate that, although use of the
GST exemption to permanently avoid estate tax may make good
sense from an estate planning standpoint, it is unlikely to create
dynastic wealth for a number of reasons. The cost of managing and
maintaining such wealth, normal income tax burdens, and other
associated costs will all conspire to cut back on the explicit or implicit
promise made by promoters of dynasty trusts. Additionally, inflation,
rising expectations, and an ever-growing army of surviving
descendents of the settlor and their dependents will encroach on the
real value to a family of the accumulated wealth. In most cases,
families will be extremely lucky if the growing funds in the trust keep
up with the growing appetites and the number of outstretched hands
on the other side of the equation. The purpose of the article is not to
argue against use of the GST exemption in the post-RAP world but
rather to demonstrate that, in all but a few lucky cases, settlors of
dynasty trusts are unlikely to actually establish dynastic wealth with
their so-called dynasty trusts." Moreover, in the wrong circumstances,

lead in the race to repeal the RAP, likely motivated by the same interest in creating a
local trust business, also have led the movement to allow for self-settled spendthrift
trusts. See, e.g., ALASKA STAT. § 34.40.110 (2008); DEL. CODE ANN. tit. 12, § 2571
(2007); NEV. REV. STAT. § 166.040(1)(b) (2008); R.I. GEN. LAWS §§ 18-9.2-2 to -5
(2003); S.D. CODIFIED LAWS §§ 55-16-1 to -16 (2007); UTAH CODE ANN. §25-6-14
(2007).

10 See STAFF OF JOINT COMM. ON TAXATION, 109th CONG, OPTIONS TO IMPROVE

TAX COMPLIANCE AND REFORM TAX EXPENDITURES, at 392-95 (Joint Comm. Print
2005). The chair of the Senate Finance Committee and the ranking member of the
minority charged the staff to, among other things, make recommendations to close
loopholes. The dynasty trust was one of the abuses singled out for attention. Basically,
the staff recommended that the exemption be limited to a skip of one generation and
no more. No action has been taken to date.

1 The threshold for "dynastic wealth" is open to debate. It is instructive that,
according to the United States Census Bureau, in 2006, household income of $174,012
would be required for a family to rank in the top 5% of all households-hardly a sum
that would make most readers feel that they had reached the level of dynastic wealth.
U.S. Census Bureau, Historical Income Tables- Households, Table H-i,
http://www.census.gov/hhes/www/income/histinc/hOlar.html (last visited Feb. 9, 2009).
As will be apparent in most cases, it will be impossible for individual beneficiaries of
dynasty trusts to receive this level of support from a dynasty trust. In some cases,
intact families of modest size may receive support from such a trust that will place it
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for example estates where, due to their size or a repeal of the estate
tax, no tax will be due from successor generations, such trusts are
likely to impose additional unnecessary expenses that will actually
diminish future family wealth. 2

This article will first discuss the basic structure of the GST and
how its exemption can be used to permanently escape estate taxes.
Next, it will discuss the march toward repeal of the RAP across the
states. This will be followed by a discussion of the cost factors that are
likely to reduce the yield for generation-skipping trusts. This leads to
a discussion of the erosion of the value of trust corpus caused by
inflation, rising expectations, and a growing army of trust beneficiaries
who will look to the trust for support. These considerations will then
be presented in a series of mathematical formulae. Lastly, there will
be a discussion of the real, but limited, value such trusts can have for
families.

I. THE GST EXEMPTION

The generation-skipping transfer tax, which generally seeks to
insure payment of a transfer tax at least every generation, is imposed
at a rate of 45% on all generation-skipping transfers. 3 "Direct skips,"
"taxable terminations," and "taxable distributions" are the three types
of transfers that are taxed under the GST. 14 A "direct skip" is a
transfer to a "skip person," who is an individual two or more
generations younger than the donor.' 5 Because this article is only

within the top 5% of all households, although the authors would be wont to classify
such families as living the life of the dynastically wealthy. See infra Appendix.

12 To guard against such eventualities, a well-drafted trust should contain a
provision that allows for termination of the trust.

13 See I.R.C. § 2601 (establishing the existence of the GST tax); I.R.C. § 2641(a)
(incorporating the maximum Federal estate tax rate into the GST tax rate); I.R.C. §
2001(c)(2)(B) (declaring the current maximum Federal estate tax rate to be 45%).

14 I.R.C. § 2611.
15 See I.R.C. §§ 2613, 2651. The spouse of a donor is always deemed to be in the

same generation as the donor, regardless of their disparity in ages. If family members
are involved, generations are determined based on common understanding. For
example, a transfer from a grandparent to a grandchild would involve a generation
skip (unless the child of the donor from whom the grandchild is descended is dead, in
which case no skip would be present). Where individuals are not lineally related,
generations are deemed to consist of age cohorts that are within 25 year bands and an
individual born within 12 h years of the donor is deemed to be of the donor's
generation with the result that for a generation-skipping transfer to be present, the
donee must be at least more than 37 years younger than the donor.
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concerned with dynasty trusts, direct skips need not concern us
further. Taxable terminations and taxable distributions involve
property held in trust and will consequently be of concern to our
examination of dynasty trusts.

A taxable distribution is a distribution from a trust of property to
a person who is a skip person. For example, if a grandmother
established and funded a non-exempt trust, which then transferred
trust corpus or trust income to a grandchild or to a great-grandchild,
such a transfer would be a "taxable distribution," and GST would be
due at the rate of 45%.

A taxable termination involves the termination of an interest in a
trust by death, passage of time, or release of a power which
commonly, although not always, results in the receipt by a skip person
of either trust corpus or income. For example, assume a grandfather
established and funded a trust with his son as income beneficiary, and
at the death of his son, the son's children were to succeed him as
income beneficiaries. At the son's death there would be a taxable
termination (of son's interest) triggering a GST tax on the underlying
trust property. Similarly, if the trust instrument called for termination
of the trust at the son's death and distribution of trust corpus to the
son's children, any such distribution at son's death would constitute a
taxable termination.

Congress decided that not every generation-skipping transfer
need be taxed. Two significant exemptions are provided. First, the
GST does not apply to inter vivos gifts involving direct skips which are
exempt from gift tax under either the annual per donee exemption
(currently $13,000)16 or the exemption for education and medical
expenses. 17 Second, and most important for our purposes, each donor
is entitled, pursuant to Code section 2631, to a lifetime exemption
from GST equal to the amount of the estate tax exemption. This
means that the amount of the GST exemption for 2008 was $2,000,000
and for 2009 it is $3,500,000.18 For example, assume that a grandfather
established and funded a $2,000,000 trust in 2008 in a jurisdiction
which did not have the RAP. Assume further that his trust provided

16 I.R.C. § 2503(b). This exemption is available only if the transferee is an

individual or a trust with a single beneficiary. The amount of this exemption may be
doubled if the spouse of the donor allows the donor to make use of the spouses
annual per donee exemption. I.R.C. § 2513(a)(1).

17 I.R.C. § 2642(c).
18 I.R.C. § 2631. As in the case of the annual per donee exemption, this amount

may be doubled if one spouse allows the other to use her or his lifetime GST
exemption. I.R.C. §2513(a)(1).

[Vol. 28:779
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c = average trust costs per year for period n;
t = average expected tax burden for a period;
e = average expectancy adjustment reflective of rising standard

of living per year for period n;
rf = average rate of inflation pre year for period n.

All components of this calculation are assumed to be constant
throughout the retention period. The retention period is the period
during which all trust income will be retained without any
distributions being made to beneficiaries.

Determining the actual outcome of the dynasty trust means
making assumptions about eight factors: (1) the number of
beneficiaries (Hy), (2) the initial investment (PV),68 (3) the rate of
return on the corpus at the time of maturity (Ry), the number of years
the trust is allowed to accumulate without making distributions (n),
the nominal return on the trust during the retention or accumulation
period (i.), trust costs (c), the tax burden on trust income as it
accumulates (t), adjustments for expectations (e), and the rate of
inflation (r). In reality only PV and n are likely to be fully in control
of the trustee at the time of establishing the trust.

A final but important observation is in order. PI (per beneficiary
distributable income) expresses the full share of each beneficiary's
income that is available for distribution each year. To avoid
diminishing the effective buying power of beneficiary income, it is
probably prudent to distribute no more than each beneficiary's share
of NRRR. Even distributing this reduced amount could be viewed as
reckless if one actually wished to insure that the trust would provide
for future generations at the same adjusted effective level. To provide
for future growth in the pool of beneficiaries as births and marriages
outpace deaths, it is probably essential to reduce the amount
distributed below the NRRR by a few percentage points.69

VIII. THE DYNASTY TRUST HAS REAL VALUE

The forgoing discussion is not intended to demonstrate that the
dynasty trust is valueless but rather to deflate some of the claims
made by many of the promoters that a dynasty trust will in fact build

68 In most cases this sum will be equal to (but not in excess of) the generation-
skipping tax exemption amount. See supra note 18 and accompanying text.

69 If one assumes that the group will double every 24 years or so, it will be

necessary to add 3% to the NRRR, whereas if it is anticipated that the group will only
double every 36 years or so, adding 2% to the NRRR will likely be sufficient.

2009]



Virginia Tax Review

dynastic wealth. Absent a dynasty trust, wealth that passes from one
generation to another would be much diminished by the weight of
estate taxes. The dynasty trust helps a family preserve wealth forever
free of the burden of estate taxes and this can be of great value, but it
is unlikely, in most cases, to establish a financial dynasty.

The value of a dynasty trust and its use of the GST tax exemption
can be illustrated with the two examples that follow. In all cases we
will assume that the trust reaps an annual net return of 8%, that the
applicable estate tax rate is 45%, and that no distributions are made
from the trust. Assume that taxpayer Allen transfers, at death,
$1,000,000 to a trust using the GST exemption. The taxpayer's
daughter, Beatrice, is the beneficiary of the trust, and the trustee is
empowered to make distributions to her if the trustee, in his sole
discretion, deems it necessary. No distributions are made, and
Beatrice dies thirty years after her father. Her son Charles is the
successor beneficiary. After another twenty years have run, it is
necessary to look to the trust to provide for Charles. At that moment,
because no estate or GST tax was due at Beatrice's death and because
the initial corpus was allowed to compound at the rate of 8%, the trust
will contain $46,901,572. This situation should be contrasted with that
of taxpayer Martha, who at death transferred $1,000,000 to an
identical trust for the benefit of her son Nicholas with his daughter
Olive as the successor beneficiary. Martha, however, did not make use
of the GST exemption with respect to the trust. As in the first
example, the settlor's child-beneficiary died after thirty years had
passed and no use was made of trust funds. At the death of Nicholas a
generation-skipping transfer tax of 45% was due because of the
settlor's failure to make use of the exemption. The consequence of
this is that, at Nicholas' death, a generation-skipping transfer tax of
$4,528,193 was due on the trust value of $10,062,652, leaving
$5,534,459 in the trust. Allowing this sum to compound at the rate of
8% for an additional 20 years prior to accessing trust corpus for the
benefit of Olive will result in only $25,795,864 being available to
provide for her needs. The difference of more that $20 million dollars
in additional funds that is available for Charles is entirely attributable
to the use of the GST exemption in the first example. It should be
noted that if the trust corpus is not accessed for several more
generations, the disparity between the two situations will be even
greater in favor of the use of the GST exemption.

Although the dynasty trust is most unlikely to live up to the
marketing hype that is created by the name that has been most
cleverly chosen for it by those who seek to profit from its creation and

[Vol. 28:779
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maintenance, it, nonetheless, is a valuable tax saving device in those
circumstances where its use is appropriate. 0

IX. PROFESSIONAL RESPONSIBILITY IMPLICATIONS

It is fairly safe to conclude that the promises of dynasty trusts are
unlikely to be realized absent: (1) a family's waiting for a prolonged
period of time before accessing the dynasty trust, (2) confining
offspring severely for a considerable number of generations, (3)
attaining historically unprecedented investment returns for a
prolonged period of time, (4) the establishment of numerous dynasty
trusts by almost all members of a family for several generations, or (5)
some combination of the forgoing. Presumably, any competent estate
planner will feel obligated to master these complexities and explore
them with his or her client.

These aspirations are different from the affirmative
responsibilities of estate planners when clients seek their advice on
establishing a dynasty trust. Specifically, does an estate planner whose
client is contemplating setting up a dynasty trust have an obligation to
warn the client, under Rule 1.1 (obligation of competent
representation)7' and Rule 1.4 (obligation to communicate relevant

72information to client), that her goals of establishing dynastic wealth
are not likely to be realized? In our opinion the Model Rules are
unlikely be construed to require an attorney to provide such an
explanation.

There are at least three reasons why an attorney who fails to
provide an explanation of the limits of a dynasty trust is unlikely to be
found professionally deficient. First, because use of the generation-
skipping tax exemption to fund a trust provides the client with tax
savings and is superior to not employing the exemption on a trust for
support of the family, there is no basis for the client to claim that use

70 As has been previously noted, were the estate tax to be repealed, or were the

estates of members of subsequent generations to slip below the level where estate
taxes would be imposed, maintenance of a dynasty trust could impose an unnecessary
expense for a family absent other personal factors that justified maintenance of the
trust.

71 MODEL RULES OF PROF'L CONDUCT R. 1.1 (2008) (imposing an obligation to
provide competent representation to the client).

7 Id. at R. 1.4 (imposing an obligation on an attorney to communicate relevant
information to a client). The obligation to "explain a matter to a client to the extent
necessary to permit the client to make informed decisions regarding the
representation" is the only obligation imposed by Rule 1.4 that would seem to be

relevant.
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of the strategy has resulted in a financial loss. Second, given the great
number of variables involved, it is impossible for an attorney to make
an accurate prediction of how well the settlor's heirs will be served by
such a trust many years later when the trust is accessed. Third, given
that a court has held that the complications of the RAP are beyond
the expected capacity of the average competent lawyer,73 it is most
unlikely that courts would find that failing to master the complicated
evaluation of a dynasty trust required to predict the ability of a
dynasty trust to provide dynastic wealth constitutes malpractice.

In addition we offer an added possible consideration about the
issue of possible malpractice. By the time the dynasty trust proves that
it has not provided dynastic wealth, the settlor, who is the only one
likely to have standing to sue, and her attorney will likely not be
walking the earth and the statute of limitations will likely have expired
long ago. This, however, should not be viewed as excusing the
attorney from being professionally obligated to provide the client with
competent quality legal advice regarding the practical shortcomings of
so-called dynasty trust. In closing, although a first rate estate planner
is likely to understand the inability of a dynasty trust to deliver on the
promise of providing dynastic wealth, the inability of an attorney to
understand this fact or his failure to explain it to a client is not likely
to result in the attorney being found to have breached his obligation
to provide competent advice or to communicate to his client relevant
information, although this article may result in changing the
parameters within which such judgments are made.

The possibility that attorneys may not be expected to understand
the shortcomings of dynasty trusts and explain them to their clients is
not an altogether positive outcome. In the normal course of affairs,
better quality services can be encouraged by the market, as low
quality providers fall to the wayside, or by regulation. In the case of
the dynasty trust, the market effect would be to weed out estate
planners and other providers who promise too much. Only the most
sophisticated clients will be able to assist the market in this regard,
and, for the reasons already noted, regulation through the ethical
obligations also seems unlikely to be up to the task.

X. CONCLUSION

The so-called dynasty trust is a valuable device for minimizing the
weight of transfer taxes within wealthy families. Wealthy families will

73 Lucas v. Hamm, 56 Cal.2d 583, 364 P.2d 685 (1961).
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find that their need to engage in estate planning extends far beyond
the dynasty trust. Normal net rates of return on investments cannot
reasonably be counted on to fund a dynasty. The impact of inflation,
rising expectations, and, in most cases, a growing pool of living
descendents will soon outstrip the ability of such a trust to provide for
descendents in the style to which they are likely to have become
accustomed. The name chosen to promote such trusts is primarily the
product of a clever marketing campaign and is not descriptive of the
results that such trusts are likely to produce in the ordinary course of
events. The relationship between an estate planner or an attorney and
his or her client, requires, however, a more informed examination of
likely outcomes.
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APPENDIX

This Appendix demonstrates the calculation of income available
to trust beneficiaries under a number of assumptions. The most
fundamental assumption is the gross rate of return on the corpus (i.),
which is itself a function of investment strategy. What follows
represents three investment strategies. It is assumed that the
investment portfolio is rebalanced yearly to maintain the same
relative mix of investments chosen at the establishment the trust.
Within each strategy the time when distribution of income commences
and number of beneficiaries are varied and a table presented
indicating actual outcomes.

In all cases, a calculation is made for the net real rate of return
(NRRR). As noted in the text, this is the gross return minus the sum
of trust costs (c), taxes (t), the rate of inflation (e), and an allowance
for rising expectations (rf). The latter two are combined and assumed
to be 5% in all iterations. The tax rate applied is essentially a
weighted average of the tax rates applied to the different types of
investments7 4 and is applied to the trust income after subtraction of
trust costs. The tax rates, therefore, are constant for each investment
strategy, although the impact varies depending on the mix of assets in
each investment strategy.75 Non-tax costs are assumed to be constant
at .75% of the income. This cost is assumed to apply both before and
after vesting. In all examples the initial trust investment is assumed to
be $3.5 million.

To avoid erosion of the spending power of the income that is to
be annually received by beneficiaries once distribution commences,

74 It is assumed that all dividend and capital income is taxed at the rate of 15%.

See I.R.C. § 1. Interest income is taxed at the rate of 35% (the rate at which most trust
retained income other than dividends and long-term capital gains would be taxed. See

supra notes 38-39. Moreover, it is assumed that in a given year one-third of all net
appreciation (after allowing for administrative costs) experienced in a given year is
taxed as long-term capital as the trust assets are managed. For example, if in a given
year a gross return of 10% is assumed with 20% of the income (or 2% of the 10%) is
realized as dividend income, then one third of the remaining 8% of trust return
deemed to have been realized as long-term capital gains is taxed at 15%. These
factors account for different tax costs in each of the three different investment
scenarios in the appendix.

75 For example, the presence of bonds in one investment strategy will call into
play the 35% tax on ordinary income that is effectively applied to retained trust
income. Whereas, if a trust holds only stocks, then the 15% tax on dividends and long-
term capital gains will result in a lower effective tax rate for that strategy.
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only current NRRR is distributed to beneficiaries in each of the
investment strategies illustrated below. If this were not done and if all
income were distributed, due to factors such as inflation, rising
expectations, taxes, and other trust costs, the purchasing power of
future distributions of trust income would be gradually reduced, with
significant real negative impact soon being manifest. Allowing even
this modest distribution of a given trust's worth will have an adverse
impact on the ability of the trust to keep up with growth in the
number of new beneficiaries that are added to the pool of the settlor's
surviving descendents, their spouses and offspring as marriages, births,
and deaths impact on the pool of those who look to the trust for
support. In point of fact, unless distributions occur at an even lower
rate than the NRRR, in most circumstances, future generations are
likely to effectively experience dramatically lower benefits.

Lastly, because the NRRR makes allowance for the impact of
inflation and rising expectations, the data in the investment strategies
below can be viewed as being expressed in terms of constant dollars.76

A. Investment Strategy 1

The first investment strategy assumes equal investments in large
company stocks, small company stocks and long-term corporate
bonds. The weighted average return is 9.25%7 This produced a
weighted average tax rate of 1.03%.78 The net real rate of return is
2.47% which is calculated as follows:

76 To produce constant dollars, we adjust not only for inflation, but also for
rising expectations.

77 This is the average of the returns on these three types of investments as
indicated on Table 1, supra note 28 and accompanying text. The rate of return
assigned to small cap companies is probably excessive based on experiences with the
Vanguard Small Cap Index fund since its founding in 1960. See supra note 28.
Consequently, the gross rate of return assigned to this investment strategy is probably
excessive. The same point is made with respect to Investment Strategy 2. See infra
note 81 and accompanying text.

78 See supra note 74. After deducting allowable costs from trust income the net
amount was taxed on the assumption that the small cap stock paid dividends at the
rate of 1.75% of their value based on the fact that is the return on the Vanguard Small

Cap Index Mutual Fund. Similarly, the dividend rate of return on the large cap stock
was set at 2% based on Vanguard data for its S&P 500 Index Fund. The interest rate
for the bond component of the portfolio was based on the data found. Supra note 28
and accompanying text. The balance of the yield on the stock portion of the portfolio
was determined to be appreciation after subtracting the dividend yield from the data
reported by Ibbotson Associates. Supra note 28 and accompanying text.
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NRRR = nominal income during trust accumulation (i.,) - (cost of
maintenance and management (c) + tax (t)79 + expectancy (e) +
inflation (r:)).

Or
2.47 = 9.25 - (.75 + 1.03 + 5.0).
Using the basic future value formula, A = PV(1 + NRRR)', the

accumulated amount at the end of fifty years is $11,855,100. 80

Assuming a 9.25% return on the trust and a NRRR of 2.47% for this
investment strategy, the amount distributed to each of twenty-five
beneficiaries is $11,713 per year. More specifically, each cell illustrates
the distribution in real income, and thus the impact for future
generations should be the same as it would be for current recipients as
long as the number of beneficiaries remains constant. If the number
were to increase in future years, then the distribution amount would
decline. Similarly, if, in future years, the number of living beneficiaries
decreases, then the distribution amount would increase in future
years.

These results plus those for the sixty and seventy year retention
periods before distributions commence and varying numbers of
beneficiaries are set out in Table Al.

Table Al: Distribution Per Beneficiary By Retention Period and'
Number of Beneficiaries-Strategy 1

BENEFICIARIES CORPUS
TOTAL

RETENTION 25 30 35 50
PERIOD 50 11,700 9,800 8,400 5,900 11,855,100

60 15,000 12,500 10,700 7,500 15,131,200
1 70 19,100 15,900 13,600 9,500 19,312,500

B. Investment Strategy 2

Under investment strategy 2, one-half of the corpus is invested in
large company stocks and one-half in small company stocks. The

79 It is assumed that one-third of the appreciation occurring in each year would
be taxed as long term capital gains. The reader can vary this and any assumptions. For
example, in the case of large cap stocks in Strategy 3, it may be reasonable to assume
little, if any, capital gain income due to the buy and hold nature of index funds that
may be used as the investment vehicle for this strategy.

8D All amounts are rounded to the nearest $100.
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weighted gross rate of return is 11.5%.81 This produces a weighted tax
rate of .65%.82 Holding constant for the maintenance and
management costs as well and inflation and expectations, produces a
NRRR of 5.1%. Under this set of assumptions and with a retention
period of 50 years the corpus would grow to $42,092,500 in constant
dollars. Assuming an 11.5% return (a NRRR of 5.1%), twenty-five
beneficiaries and distribution per beneficiary of each beneficiary's
share of the income generated by the NRRR at the end of the
retention period, the amount per person distributable would be
$85,800. These results plus those for the sixty and seventy year
retention periods and varying numbers of beneficiaries are set out in
Table A2.

Table A2: Distribution Per Beneficiary By Retention Period and
Number of Beneficiaries-Strategy 2

BENEFICIARIES CORPUS
TOTAL

RETENTION 25 30 35 50
PERIOD 50 85,800 71,500 61,300 42,900 42,092,400

60 141,100 171,700 100,900 70,600 69,219,800
70 232,200 193,500 165,900 116,100 113,830,200

C. Investment Strategy 3

This strategy assumes that the entire corpus is invested in large
company stocks. The starting point or gross return is estimated to be

81 It is unlikely that the rate of return on small cap stocks reported by Ibbotson

since 1925 (12.6%) will be realized. See supra note 28. A more likely rate of return for
a combined large cap/small cap portfolio would be in the range of 9.47% based on the
experience with the Vanguard Small Cap Index fund since 1960. Vanguard Small-Cap
Index Fund Admiral Shares, https://personal.vanguard.com/us/funds/
snapshot?Fundld=0548&FundlntExt=INT#hist:tab= (last visited Feb. 12, 2009).
Nonetheless, to maintain consistency with our data source, we have used the higher
rate reported by Ibbotson for small cap stock investments and have used a gross rate
of return of 11.5% for such a stock portfolio. Were we to use a rate of return for small
cap stock suggested by the Vanguard data then the results under Investment Strategy
2 would be very close to the results under Investment Strategy 3 in which a gross rate
of return of 10.4% was used.

Under this strategy, no income is taxed at the 35% rate. Dividends and long-
term capital gains were assumed to be taxed at 15%, which is consistent with current
law but may not hold throughout the retention period. The same assumptions about
taxes that were made in the previous investment strategy were made with respect to
this investment strategy. See supra note 74.
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10.4%. 83 The estimated tax rate was .62%. 84 After subtracting this and
the other adjustments to gross return as describe above the NRRR
was 4.03%. At the end of the fifty year retention period the corpus
would be $25,234,700 in constant dollars. Assuming that the amount
distributed to each beneficiary would be the beneficiaries share of the
corpus times the NRRR, the amount distributed to each of the twenty-
five beneficiaries at the end of the retention period would be $40,700.
These results plus those for the sixty and seventy year retention
periods and varying numbers of beneficiaries are set out in Table A3.

Table A3: Distribution Per Beneficiary By Retention
Number of Beneficiaries- Strategy 3

Period and

BENEFICIARIES CORPUS
TOTAL

RETENTION 25 30 35 50
PERIOD 50 40,700 33,900 29,000 20,300 25,234,700

60 60,400 50,300 43,100 30,200 37,461,400
1 70 89,600 74,700 64,000 44,800 55,612,200

See supra note 28 and accompanying text.
The same assumptions that were made with respect to the impact of taxes in

the two prior investment strategies were made with respect to this investment
strategy. See supra notes 74, 75, 78, and 79. The same assumptions that were made
with respect to dividend yield on large company stock and capital gains realized that

was made in the first two investment strategies were also made with respect to this

investment strategy. See supra note 78 and accompanying text.
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