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For additional information about continuing education, call us at 1-800-926-7926 ext.
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What is an IDGT?
An Intentionally Defective Grantor Trust is a trust that
violates the ‘Grantor Trust Rules’ codified in IRC Sections
671-679, resulting in taxation of the grantor on trust
income as if s/he owned the trust assets and income for
income tax purposes, but not estate tax purposes.
While the IRS implemented these rules to punish certain
tax strategies, these rules are now power tools for
practitioners.

For internal use only. Not for distribution.
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IDGT Transactions
Transactions:
1. Gift

2. Sales

For internal use only. Not for distribution.
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IDGT Transactions
• Objectives to consider:
– Remove any future asset appreciation from the
grantor’s estate (“estate freeze”);
– Sell assets at a discount (“estate squeeze”);
– Have the Grantor pay income taxes (“estate
burn”);

For internal use only. Not for distribution.
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Gifts
• Transfer to a trust is treated as a transfer of
property by gift, unless the trust is treated as
wholly owned by the donor or the donor’s
spouse
• Transfer is considered a completed gift for gift tax
purposes
– Only subject to gift tax if over annual exclusion
amount or lifetime exemption amount
• $14,000
• $5,430,000
For internal use only. Not for distribution.
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Gifts
• Only present interest gifts qualify for the
annual exclusion
• Crummey Powers

For internal use only. Not for distribution.
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Crummey Powers
• Allows gifts to irrevocable trusts (including
IDGTs) to qualify for annual exclusion
– Beneficiary has right to withdraw gifts to trusts for
a specified period (30 days)
– After that time period, the right lapses and the gift
is completed and vests in the trust

For internal use only. Not for distribution.
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Crummey Powers
• 5 x 5 Rule
– Beneficiary’s lapse could result in taxable
consequences
• Release of power of appointment is considered a
transfer of property
• Taxable to the extent lapse exceeds the greater of
$5,000 or 5% of the aggregate trust assets

For internal use only. Not for distribution.
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Crummey Powers
• Solution
– Consider using Lifetime exemption
– Contribute $5,000 or 5%
– Hanging Crummey powers
• Right to withdraw all of the contribution up to the
annual exclusion amount
– Withdrawal power lapse at the 5 x 5 rule limitations

For internal use only. Not for distribution.
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Sales to IDGT
• Steps:
– Establish an IDGT
– Fund
– Sale

• Options:
– Promissory Note
– Self-cancelling Installment Note (SCIN)

For internal use only. Not for distribution.
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Establishing an IDGT
• Drafting
– Structure as a defective grantor trust

• Funding
– Grantor makes an initial gift to the trust (i.e. seed
money)

• 10% equity funding
• Reduces the risk that the sale will be treated as a
transfer with a retained interest under Section 2036

– Cash or marketable securities
• Avoids valuation issue
For internal use only. Not for distribution.
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IDGT Sales Overview
• Sale
– Grantor sells an asset with potential for
appreciation to the IDGT at FMV in exchange for a
note at a low interest rate
• IDGT can also distribute in-kind asset to make note
payments

• Income and appreciation accumulate inside the
trust gift and GST tax free
• Plan to repay the note during the seller’s lifetime
For internal use only. Not for distribution.
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IDGT Sales Overview

KEY ISSUE: STEP TRANSACTION PROBLEM

The key to avoid step transaction argument is to be
patient and wait.

For internal use only. Not for distribution.
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Promissory Notes
• How it works?
– The asset is sold to the IDGT in exchange for the
promissory note secured by the IDGT assets
– Note provides for periodic payments
– Income generated by the asset sold or other IDGT
assets utilized to make note payments

For internal use only. Not for distribution.
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Promissory Notes Terms
• Payments
– Annual with a balloon payment at the end of the
term
– Prepayment permitted

• Interest Rate
– Section 7872 (AFR)

For internal use only. Not for distribution.
19

Guarantee
• Personal guarantee
• Can be made by the beneficiaries to substantiate
it as an arm’s length transaction
– May be treated as a contribution to the IDGT
by the beneficiary and affect grantor trust
status
» To avoid, consider having the IDGT pay
annual fee to the beneficiary or use a 3d
party.
For internal use only. Not for distribution.
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SCINs
• Self-Cancelling Installment Note
– An installment note that contains a provision
under which the buyer’s obligation to pay
automatically ceases upon the death of a specified
person

• Compared to Promissory Note
– Will not be included in the transferor’s estate

For internal use only. Not for distribution.
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SCINs
• Risk Premium
– Grantor must pay an increased premium to avoid
making a gift on the sale
• The older the transferor, the greater the premium
– Increase purchase price
– Higher interest rate

For internal use only. Not for distribution.
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SCINs
• Valuation
– Purchase price
• Independent written appraisal
– Adjustment Clause
• Typically drafted into the IDGT and not
the sales agreement

For internal use only. Not for distribution.
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Setting the Stage: Grantor Retained Annuity Trusts (GRAT)
Transfer the future appreciation from an asset with a
rapidly escalating market value, or the future
income of an income-producing asset.
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A GRAT is designed to transfer future appreciation to the client’s
beneficiaries without further gift or death tax:


You transfer a lump sum into a trust, from which you receive an
annuity for a fixed number of years. The value of the gift to the
remainder beneficiaries of the GRAT is reduced by the value of
the annuity interest



If you die during your annuity term, your estate for estate tax
purposes will include the value of most, if not all, of the assets in
the GRAT – this means that there is “mortality risk” in the success
of this technique



If you receive all your required annuity payments then the amount
left in the trust is transferred to your beneficiaries without further
gift or death tax

northerntrust.com | © Northern Trust 2015

Example: Two Year GRAT
 Suppose

the IRS-determined discount rate (the Section 7520 rate) for a given
month is 3.0%

 You

fund a GRAT with an asset valued at $10 million that you expect will grow by
9% per year for the next two years

 You

take an annual annuity from the GRAT, beginning at $4,757,399 for the first
year and increasing by 20% to $5,708,879 for the second year
Assumptions:


IRS Section 7520 rate of 3.0%



Trust assets grow at 9%



Gift tax value of the transfer to the GRAT is zero

Step 1
Your initial GRAT
Funding $10mm

Step 3
Remainder
after 2 years:
$986,556

Step 2
Annuity

Returned to you
$10,466,278

Trust for Children
$986,556

*For illustrative purposes only. Not legal or tax advice.
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Who: For Whom are GRATs Appropriate?
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GRATs can be appropriate for a wide variety of clients


Client who has utilized the lifetime exclusion amount



Client who wants to minimize estate/transfer taxes



Client who wants to gift more than $14,000 per year per done



Client with a closely-held asset that might be acquired/go public in the near-term



Client who owns a closely-held business with significant cash flow or
desire to transfer asset to next generation



The client who is concerned about irrevocably giving away assets
during his or her lifetime

northerntrust.com | © Northern Trust 2015

What: Which Assets are Appropriate for a GRAT?

 GRATs can be appropriate for a wide variety of assets and are limited
only by economic reality. The list below is by no means exhaustive but
does constitute assets more commonly found in a GRAT:
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Assets with significant appreciation potential in a short period of time



Single Stock



Market Sector poised for appreciation



Closely Held asset (LLC, S Corp)



Family Limited Partnership



A combination of marketable and non-marketable securities



Depreciated Stock



Asset that produces significant cash flow

northerntrust.com | © Northern Trust 2015

When: What Times are GRATs most Appropriate?
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When the 7520 Rate is low (2.00% for October 2015).



When a single stock has sold off for a non-fundamental reasons.



When a client refuses to sell a concentrated single stock position



As a way to introduce a diversification strategy

northerntrust.com | © Northern Trust 2015

What: Other GRAT Styles
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“Zeroed- out” or Walton GRAT



Cascading GRAT or a Rolling GRAT



"Ramp up" or “Elevator” GRAT



Hedging GRATs

northerntrust.com | © Northern Trust 2015

The Impact of Low Interest Rates

 If the return is greater than the 7520 discount rate:
 beneficiaries receive return in excess of discount rate, transfer taxfree

 If the return equals the discount rate:
 beneficiaries receive the gift tax value of the asset

 If the return is less than the discount rate:
 trust assets are paid back to the grantor and the beneficiaries
receive nothing

31
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Practical Considerations: Selecting the Trustee of the GRAT
What is the Trustee of a GRAT required to do?
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Value (or arrange for valuation of) the assets
contributed to the trust



Calculate the annuity payment amounts



Determine which assets to use to fund the annual
payments



Value (or arrange for valuation of) assets used to fund
annual payments



Ensure annual payments are made properly and on
time



Consider substitution strategies and implement where
appropriate



Manage investments within the GRAT



Process final distributions to remainder beneficiaries
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Administering GRATs: Funding Issues
General Rule: GRATs must be funded on a single ascertainable date
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The assets that are transferred into the GRAT account are valued as of
the date that they are transferred into the account



The account funding value, the §7520 Rate, the annuity amount and the
length of the annuity period will all factor into the amount of the gift, if
any



GRATS are required to prohibit additions



Concentration issues

northerntrust.com | © Northern Trust 2015

Administering GRATs: Valuation Considerations
Importance of Valuation to GRAT Administration
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Computing the Gift



Computing the Annuity



Computing the Value of Assets Used to
Make Annuity Payments in Kind
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Administering GRATs: Paying the Annuity in Kind
One advantage of a GRAT is the ability of the Trustee to make the
annuity payments in kind and avoid incurring income tax.
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The Grantor Trust Rule Application



Valuing the Asset Distributed
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Administering GRATs: Timing of Annuity Payments
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Can the annuity be paid after the due date?



Prepayment generally not permitted and never
advisable



Best practice

northerntrust.com | © Northern Trust 2015

Administering GRATs: Graduated GRATs
All Annuity Payments Are NOT Created Equal

 Section 2702 permits the annuity to vary by up to 20% per year
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Back-loaded

GRAT

Front-loaded

GRAT
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5 Common GRAT Questions
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1.

Can GRAT assets be sold?

2.

Can you use a note to satisfy the annuity
payment to the grantor?

3.

What if the GRAT is under water?

4.

Can you make loans to a GRAT?

5.

Can you turn off grantor trust status?

northerntrust.com | © Northern Trust 2015

Disclosures:
IMPORTANT INFORMATION: This material is for information purposes only.
The views expressed are those of the author(s) as of the date noted and not
necessarily of the Corporation and are subject to change based on market or
other conditions without notice. The information should not be construed as
investment advice or a recommendation to buy or sell any security or
investment product. It does not take into account an investor’s particular
objectives, risk tolerance, tax status, investment horizon, or other potential
limitations. All material has been obtained from sources believed to be
reliable, but the accuracy cannot be guaranteed.
LEGAL, INVESTMENT AND TAX NOTICE: This information is not intended
to be and should not be treated as legal advice, investment advice or tax
advice. Readers, including professionals, should under no circumstances rely
upon this information as a substitute for their own research or for obtaining
specific legal or tax advice from their own counsel.

For illustrative purposes only. Not legal or tax advice.
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Tax Consequences For
GRATs and IDGTs
Nathan Johnson
Reinhart Boerner Van Deuren s.c.
njohnson@reinhartlaw.com
414-298-8273
Milwaukee

Grantor Trust Provisions–General
• Grantor treated as the owner of a portion or all
trust assets under Internal Revenue Code
sections 671-679
• Grantor includes in computing his/her taxable
income those items of income, deductions and
credits against tax which are attributable to that
portion of the trust pursuant to Internal Revenue
Code section 671
41
©2015 All Rights Reserved
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IDGTs–Structure of Initial Gift
and Sale
10% Gift

Grantor

90% Sale
Promissory Note For Sale

42
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IDGT

IDGTs–Annual Cash Flow
(if funded with S Corp stock)
S Corp
Company Tax
Distributions

Grantor

Annual Note Payment

Payment of Income Tax
Liability of the IDGT

IRS

43
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IDGT

IDGTs–Grantor's Cash Flow
• Grantor's cash flow remains unchanged
– Receives note payments from IDGT equal
to S corp tax distributions grantor would
have received prior to the transaction
– Grantor uses note payments to pay
grantor's tax liability on income generated
by IDGT
44
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IDGTs–Grantor's Cash Flow (cont.)
• Grantor's options when note is paid off
– Can turn off the grantor trust status
– Can sell additional assets to the IDGT
– Can continue to pay IDGT's annual income
tax liability using other funds

45
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IDGTs–Defined Value Clauses
• Defines the extent of property transferred in
terms of an uncertain valuation
• Leaves open the determination of how
much property has been transferred until a
value has been fully determined
– Conclusion of review by IRS or a court
– End of statute of limitations period
46
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IDGTs–Defined Value Clauses
(cont.)
• Benefits
– Many gift tax audits are a result of
valuation issues
– Using a defined value clause allows
taxpayers to enjoy certainty in their tax
planning by allowing them to fully utilize
the gift tax exemptions
47
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IDGTs–Gift Tax Reporting
• Grantor must adequately disclose the
transfer of property on a timely filed gift tax
return to begin the three-year statute of
limitations
• Should you report the sale transaction on a
gift tax return?

48
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IDGTs–Gift Tax Reporting
(cont.)
• If using a defined value clause for the gift
portion, gift tax return should adequately
disclose how the reported value of the
tendered property was arrived at, and
include a copy of the gift agreement which
contains the defined value clause
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GRATs–Structure of Initial Gift

Gift

Grantor

GRAT
Right to receive
annuity payments
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GRATs–Annual Cash Flow
(if funded with S Corp stock)
S Corp
Company Tax
Distributions

Grantor

Annuity Payments

Payment of Income Tax
Liability of the GRAT

IRS
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GRAT

GRATs–Grantor's Cash Flow
• Grantor's cash flow may change
– Tax distributions from the Company may
be more than required annuity payment
• Grantor required to pay GRAT's excess
income tax liability using other funds
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GRATs–Grantor's Cash Flow (cont.)
– Tax distributions from the Company may
be less than required annuity payment
• GRAT needs to distribute shares of
Company stock or other assets to make
up shortfall for annuity payment

53
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IDGTs–Grantor's Death Before
Note Paid in Full
• Income tax consequences are unclear
– IRS likely to argue that gain recognition is
triggered upon a grantor's death
– Another view is that gain recognition is
deferred until the obligation is satisfied
after the grantor's death
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IDGTs–Grantor's Death Before
Note Paid in Full (cont.)
• Estate tax consequences
– Unpaid note balance included in grantor's
estate
– Assets that were gifted or sold to the IDGT
not includible in grantor's estate

55
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IDGTs–Use of SCINs
• If properly structured, will not be included in
grantor's estate
• Risk that grantor lives too long
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GRATs–Grantor's Death Before
Expiration of Annuity Term
• Amount included in grantor's estate is lesser
of:
– Date of death value of the trust assets; or
– That fraction of the assets that would be
required to be invested to produce annual
income equal to required annuity amount
57
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IDGTs vs GRATs–Pros and Cons
• The GRAT technique has been specifically approved
by the IRS, and therefore presents less risk than a sale
to a defective grantor trust
• The Grantor can be the Trustee of a GRAT, but should
not be the Trustee of a defective grantor trust
• If the Grantor does not survive the Trust term, in most
cases more assets will be includable in the Grantor's
taxable estate with a GRAT than with a sale to a
defective grantor trust
58
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IDGTs vs GRATs–Pros and
Cons (cont.)
• The sale to a defective grantor trust provides more
flexibility in that the Trust can prepay the installment
note if convenient
• Distributions can be made from a defective grantor
trust to the remainder beneficiaries prior to full
payment of the installment note
• The Grantor can allocate generation-skipping
transfer tax exemption with a sale to a defective
grantor trust to allow the trust to benefit many
generations
59
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