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LIFE

What’s The Best Way 
To Pass On An Inheritance?

Consider Using a Trust
A strategy that many wealthy families use to pass on assets to younger generations
is a trust. A trust is a contract between someone who owns property (a grantor)
and a person (called a trustee) who agrees to manage and distribute it to
those ultimately entitled to receive it (the beneficiaries). It is a written
agreement which usually specifies the duties of the trustee and the timing of
when the property will be turned over to the beneficiaries. There are many
different types of trust arrangements.

Sometimes children and grandchildren can be better off receiving part or all of
their inheritance as a beneficiary of a trust. Trust beneficiaries can receive
many of the benefits of owning the property without the risks and burdens
that come with outright ownership. Inheriting assets as a trust beneficiary
may have these advantages:

1. Professional management—The trustee can be a person or institution that
has unique experience and expertise in investing and managing trust assets.

2. Protection from creditors—Most trusts have “spendthrift” clauses that
prevent beneficiaries’ creditors from diverting a beneficiary’s share of the
trust assets.

3. Protection in divorce—Assets the trust owns don’t belong to a beneficiary; if
a beneficiary gets divorced, the trust assets aren’t divided between the spouses.

4. Use of trust assets—The trustee can have the power to allow beneficiaries
to use trust assets at no cost.

5. Distribution of income—Any income the trust earns may be distributed
to the beneficiaries.

6. Distributions of assets—The trustee may be given the discretion to distribute
cash or other assets to a beneficiary if needed for health, education or support.

7. Potential estate tax savings—Assets in the trust may be excluded from
federal estate taxes when a beneficiary dies.

8. Your personal directions—The trust can be designed to give your children and
grandchildren incentives to achieve specific goals and meet behavioral standards.

There are many ways you can
pass on money and property to
your children and grandchildren.
Some of your options are wills,
joint tenancy, beneficiary
designations, contracts and
POD accounts. Which alternative
is best? The answer depends
on your objectives, the type of
property involved and the
circumstances and character 
of the person to receive it.

Caution: These materials are based on current tax laws that were in
effect when these materials were prepared in 2009. Legislative
changes to the federal estate tax are expected shortly and therefore
these materials may not reflect current law. Please consult your tax
and legal advisors before utilizing these materials to verify the
accuracy of the federal estate tax information contained herein.
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Benefits That Last For Generations
Trusts can be written to last for many years. In fact, many wealthy families
design their trusts to pay benefits to several generations of family members.
Trusts like these are called “multi-generation” trusts, “generation skipping”
trusts and “dynasty” trusts. They can be effective tools for building,
maintaining and passing on family wealth. 

Levels of Beneficiaries
Multi-generation trusts usually have several levels of beneficiaries. This means
that the trustee pays benefits to the beneficiaries one level at a time. The
grantor’s spouse can be the first and only beneficiary in level one. The trustee
usually has the discretion to make distributions for the spouse’s health, education,
support or maintenance. After the grantor’s spouse passes away, the trustee
may have the discretion to pay benefits to the children who are usually the
beneficiaries in level two for their health, education, support or maintenance.
After they have passed on, the trustee can pay benefits to the grandchildren
who are the beneficiaries in level three. And so on. The trust may allow the
trustee to pay some benefits to younger generations before all the members
of the previous generation have passed on. The trust ends when the trustee
has distributed all the assets. These are the common levels of beneficiaries:

Reducing Estate Taxes
One of the biggest advantages of
multi-generation trusts is that they
may help protect family assets from
federal estate taxes. The estate tax is
applied as assets are passed at death
from parents to children, from
children to grandchildren, from
grandchildren to great grandchildren,
and so on. Multi-generation trusts
are designed to reduce federal estate
taxes by subjecting the trust assets to
the estate tax system only once.
Under current tax law, once the
assets are placed in the trust, they
are estate tax free for younger
generations. A generation skipping
transfer (GST) tax was created to tax
transfers that skip generations.
However, everyone has an exemption
from the GST tax for transfers up to
$2,000,000 in 2008 ($3,500,000 in
2009). Thus, in 2008 a married
couple together can combine their
GST exemptions to contribute up to
$4,000,000 to the trust without
triggering any GST tax. Any asset
growth after the assets are
transferred to the trust is estate tax
and GST tax free.
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Leveraging the GST Exemption
In 2008 every grandparent has the opportunity to pass up to $2,000,000 in
assets to their grandchildren and great grandchildren without triggering the
generation skipping (GST) tax. In 2009 this amount rises to $3,500,000. The
goal of a multi-generation trust is to use this exemption to pass on as much
after tax value as possible. This is called “leveraging” the GST exemption. Life
insurance can be a powerful leveraging tool. When the trust purchases a life
insurance policy on a grandparent and the GST exemption is allocated to the
gifts that are used to pay the premium, policy death benefits can be GST tax
free. With proper planning, life insurance death benefits can also be income,
gift and estate tax free.

Jane Smith’s Trust. Here’s an example of how life insurance can help
leverage the GST exemption. Jane Smith is a 68 year old grandmother.*
She has three children and seven grandchildren. She wants to create a
fund that will help each grandchild go to college. She creates a
multi-generation trust and transfers $50,000 to it annually. The trustee
purchases a $3,000,000 life insurance policy on Jane’s life. The trust is
drafted so that Jane’s $50,000 annual gift qualifies for the gift tax annual
exclusion. It will also prevent the death benefits from being included in
her taxable estate. Each year she allocates $50,000 of her GST exemption
to her $50,000 gift. As a result, all death benefits are GST tax free. If Jane
lives for 20 years (to age 88), she will have given $1,000,000 to her trust.
At her death, the life insurance policy will pay $3,000,000 income, estate
and GST tax free to the trust for her grandchildren's benefit.

Creating a Lasting Legacy
Many grandparents aren’t concerned about estate or generation skipping
taxes. What’s important to them is leaving their grandchildren a legacy that
will be helpful in the years ahead and that will remind them of their
grandparents’ love. Life insurance can help create such a legacy. It can be
added to a grandparent’s current estate plan as a new component without
the need to change what is already in place. A trust can be created to own
the policy and protect its benefits from divorce or claims of creditors. Each
distribution can remind the grandchild of the grandparent’s love and
affection. Life insurance can be an efficient way to create this legacy. 

Paul and Pamela Jones. Mr. and Mrs. Jones are each 70 years old. They
want to create a fund that will act as a financial safety net for their
grandchildren. This fund would provide financial support to help them and
their families cope with some of the unexpected events in life like: job loss,
accidents, sickness, injuries, natural disasters, etc. They want to create this
fund as efficiently as possible and they want to make sure that neither
creditors nor ex-spouses will be able to access any of the funds. They don’t
want to remake their estate plan, they would just like to add this fund as a
new component on top of their current estate plan. After weighing the
options, they decide to use life insurance to create this legacy. They create a
multi-generation trust to own the policy and make annual gifts so the
trustee has money to pay the annual premium. The policy insures both their
lives and pays benefits to the trust after they have both passed away. If the
trust is properly drafted and if they allocate GST exemption to their gifts,
the trust benefits will be income, estate and GST tax free.

Using Life Insurance 
in the Trust
Life insurance can be one of several
assets in a multi-generation trust or it
can be the only asset. Life insurance
may improve the trust’s ability to
protect and pass on family wealth for
several reasons:

1. Life insurance can reduce or
eliminate the cost and
inconvenience of transferring
tangible assets to the trust; with
life insurance, only cash needs to
be put into the trust.

2. Death benefits are put on “reserve”
at the time the policy is purchased;
they are paid for in installments
through the annual premiums.

3. Policy death benefits nearly always
exceed the premiums paid.

4. Life insurance has the potential to
provide valuable tax benefits:

a. Policy death benefits are
income tax free

b. Transfers to the trust have the
potential to be gift tax free if
they qualify for the gift tax
annual exclusion

c. Policy death benefits are
estate tax free (if the trust is
properly drafted)

d. Policy death benefits can be
GST tax free (if the trust is
properly drafted).

* This is a hypothetical example and is intended to 
show how a multi-generation trust would work 
and is not guaranteed. It does not represent a 
specific product and is not intended to predict or
project policy performance.
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Conclusion
Multi-generation trusts can be very effective in preserving and passing on family wealth to future generations. When
properly implemented, they can bypass estate taxes in future generations and protect the assets from creditors, former
spouses and from a beneficiary’s own financial inexperience. Life insurance on a grandparent may be a financial tool
that can help the trust be tax-efficient and increase the amount of assets it may ultimately distribute. Ask your
financial, legal and tax advisors about how a multi-generation trust might work for you.

For more information, please  contact:

131302_X_03012010.qxd.qxp:8.5x11 worksite template  3/18/10  8:32 AM  Page 4

Pepper, Johnstone & Company, Inc. 
Bryan Johnstone, MBA, CIC
Executive Vice President

120 N. Marion Street
Athens, AL 35611 

256.232.7818
256.233.2030

bjohnstone@pjcoinsurance.com
www.pjcoinsurance.com


