Presenting a live 90-minute webinar with interactive Q&A

Intentionally Defective Grantor Trusts
Funding and Structuring Sales to Transfer Assets, Retain Control and Reduce Estate Taxes
WEDNESDAY, MARCH 6, 2013

1pm Eastern

|

12pm Central | 11am Mountain

|

10am Pacific

Today’s faculty features:
Karen L. Brady, Attorney, Karen Brady & Associates, Arvada, Colo.
Sarah B. Kahl, Attorney, Venable, Baltimore
Michael L. Van Cise, Attorney, Arnall Golden Gregory, Atlanta

The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 10.

Sound Quality
If you are listening via your computer speakers, please note that the quality of
your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory and you are listening via your computer
speakers, you may listen via the phone: dial 1-866-961-9091 and enter your PIN
when prompted. Otherwise, please send us a chat or e-mail
sound@straffordpub.com immediately so we can address the problem.
If you dialed in and have any difficulties during the call, press *0 for assistance.
Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.

FOR LIVE EVENT ONLY

For CLE purposes, please let us know how many people are listening at your
location by completing each of the following steps:
•

In the chat box, type (1) your company name and (2) the number of
attendees at your location

•

Click the SEND button beside the box

If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the + sign next to “Conference Materials” in the middle of the lefthand column on your screen.

•

Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides for today's program.

•

Double click on the PDF and a separate page will open.

•

Print the slides by clicking on the printer icon.

Intentionally Defective Grantor Trusts
Part One: Advantages and Applications
Sarah H. B. Kahl, Esq.
750 E. Pratt Street, Ste. 900, Baltimore, Maryland 21202
410-244-7584
sbkahl@venable.com
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Agenda: Part One
Introduction to IDGTs

Administration Proposal to Eliminate IDGTs
Planning Uses for IDGTs

© 2013 Venable LLP
6

What is an IDGT?

Assets OFF
Grantor’s 706
(Estate Tax Return)

Assets ON
Grantor’s 1040
(Income Tax Return)

© 2013 Venable LLP
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Authority for IDGTs (Grantor Trusts)
Subpart E of Subchapter J of Internal Revenue Code

Revenue Ruling 85-13 (transaction between grantor and
grantor trust not a sale)
PLR 9535026 (approving sale to grantor trust for a note)
Revenue Ruling 2004-64 (payment of income taxes is not a
gift)
Revenue Ruling 2008-22 (guidance on when a power of
substitution will not trigger estate inclusion)
Revenue Ruling 2011-28 (power of substitution alone does
not trigger Section 2042)

© 2013 Venable LLP
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Green Book Proposal
Department of the Treasury, General Explanations of the

Administration’s Fiscal Year 2013 Revenue Proposals, at 83
(February 13, 2012)
Grantor trusts: (i) included in grantor’s estate; (ii)
distributions to beneficiaries are gifts; and (iii) gift when
grantor trust status is toggled off
Applies to trusts after enactment and contributions after
enactment
Treasury may provide relief for periodic contributions

© 2013 Venable LLP
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Advantages and Uses
Additional transfer of wealth

Income tax-free sale by grantor
Other uses
–
–
–
–

Disregarded Entities
S Corporations
Decanting
Life Insurance Planning
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10

Life Insurance Planning
Using income to pay premiums as a power

Getting around transfer for value with Revenue
Ruling 2007-13
Selling the policy from existing trust to a new trust
Setting up an ILIT that avoids the three-year rule
Revenue Ruling 2011-28 (power of substitution

alone does not trigger 2042)

© 2013 Venable LLP
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Contact Information
Sarah H. B. Kahl
sbkahl@venable.com
t 410-244-7584
f 410-244-7742

www.Venable.com
© 2013 Venable LLP
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Structuring the Grantor Trust

Michael L. Van Cise
404.873.8790
michael.vancise@agg.com

© 2013. Arnall Golden Gregory LLP
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Circular 230
• IRS Circular 230 Notice:
To ensure compliance with requirements
imposed by the IRS, we inform you that any U.S.
federal tax advice contained in this
communication is not intended or written to be
used, and cannot be used, for the purpose of
(i) avoiding penalties under the Internal Revenue
Code or (ii) promoting, marketing or
recommending to another party any transaction
or matter addressed herein.
© 2013. Arnall Golden Gregory LLP
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Pros and Cons of Grantor Trusts
Benefits of a Grantor Trust

Downsides to Grantor Trust

· Eligible Shareholder of S-Corp. stock I.R.C. § 1361(c)(2)(A)(i)

· Grantor owes income tax on trust

· Payment of income tax liability attributable to grantor trust is

· If assets are sold to the grantor trust and the

not a taxable gift to the trust See Rev. Rul. 2004-64, 2004-2 C.B. 7

grantor dies while the note is outstanding,

· Treated as the grantor for purposes of IRC § 101

possible negative income tax results for grantor’s

· Many Transactions between the grantor and grantor trust are
non-recognition events for federal income tax purposes See
Madorin v. Commissioner, 84 T.C. 667, 671 (1978)

estate and/or the trust

· If the grantor is not treated as the owner of the
entire trust, the accounting can be cumbersome
and many of the benefits set forth in the various
revenue rulings may not apply (or may apply only

Non-Recognition Events

in part). See Treas. Reg. § 1.671-3(a)

· Sale of stock in exchange for promissory note See Rev. Rul.
85-13, 1985-1 C.B. 184
· payment of interest on promissory note See Rev. Rul. 85-13,
1985-1 C.B. 184
· gift of installment note to grantor trust

© 2013. Arnall Golden Gregory LLP
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Powers to Avoid for IDGT Planning
• I.R.C. § 676 – power to revoke
– See I.R.C. § 2038

• I.R.C. § 673 – reversionary interests
– See I.R.C .§ 2037(a)(2)

• I.R.C. § 675(1) – power to deal for less than adequate
and full consideration
• Discharge of legal obligation of grantor or grantor’s
spouse (I.R.C. § 677; Treas. Reg. § 1.677(a)-1(d))
– See I.R.C. § 2036; Treas. Reg. § 20.2036(b)(2)

• Exercise caution when section 678 powers apply
(others treated as grantor)
© 2013. Arnall Golden Gregory LLP
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Based Upon Trust Beneficiary: 677(a)(1) and (2)

• Subsections (a)(1) and (a)(2) of I.R.C. § 677
– If the grantor’s spouse is a permissible beneficiary
of trust income and/or principal, one or both
sections may apply
– Relying upon these exclusively may be risky
• Spouse could die
• Uncertain whether the spouse’s income interest applies
to all trust property; i.e., may not be wholly a grantor
trust

© 2013. Arnall Golden Gregory LLP
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Based Upon Trust Beneficiary: QSST

• A Qualified Subchapter S Trust (a “QSST”) is, at
least in part, a grantor trust
– See I.R.C. § 1361(d)(1)(B); Treas. Reg. § 1.13611(j)(8)
– The income beneficiary of the QSST is treated as
the owner of the portion of the trust consisting of
S-Corp. stock

© 2013. Arnall Golden Gregory LLP
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Based upon Trust Investment: § 677(a)(3)

• Subsection (a)(3) of IRC § 677
–

“The grantor shall be treated as the owner of any portion of a trust, whether or not he is treated as such owner under
section 674, whose income without the approval or consent of any adverse party is, or, in the discretion of the grantor
or a nonadverse party, or both, may be--. . . (3)applied to the payment of premiums on policies of insurance on the life
of the grantor or the grantor’s spouse . . . .”

– Relying upon this exclusively may be risky
• Interpretation of this provision is somewhat uncertain.
It is possible that trust income must actually be
expended on life insurance premiums, despite “may
be” language.
• see Commissioner v. Mott, 85 F.2d 315 (6th Cir. 1936)
• see Priv. Ltr. Rul. 8839008
© 2013. Arnall Golden Gregory LLP

19

Actions by Grantor: Actual Borrowing § 675(3)

• § 675(3)
– See Rev. Rul. 86-82
• Grantor/trustee borrowed entire trust, repaid within same year; held grantor trust
for entire year

– May apply based upon “the actual administration
of a trust” See Treas. Reg. § 1.675-1(c)
• This means that even where a trust’s terms do not grant this power, grantor trust
status may result from actual lending without adequate interest or security

– May be unclear whether the trust is entirely a
grantor trust
• See Bennett v. Commissioner, 79 T.C. 470 (1982); Benson v. Commissioner, 76 T.C.
1040 (1981); and Holdeen, T.C. Memo 1975-29 (1975)
© 2013. Arnall Golden Gregory LLP
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Nonadverse Trustee or Other Party Holds
Power to Add Charitable Beneficiaries

• The Power
– Ability to add charitable beneficiaries to the class of income
and/or principal
– Must apply to all trust property if the trust is to be entirely a
grantor trust
• Note: be aware of any “guaranteed” distributions to beneficiaries or
rights to use property
– E.g., “beneficiary child shall be entitled to reside in property owned by the trust
rent free”

– If only specific charities are permitted to be added, use
caution
– See Madorin v. Commissioner, 84 T.C. 667 (1985)
© 2013. Arnall Golden Gregory LLP
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Nonadverse Trustee or Other Party Holds
Power to Add Charitable Beneficiaries

• Three Possibilities
– Powerholder
• Individual or Entity (e.g., corporate trustee) other than
the Trustee

– All Trustees are non-adverse
• Note: some argue this power is illusory because of
trustee fiduciary duties to beneficiaries

– Adverse/Nonadverse Trustees
• Only the nonadverse trustees hold the power

© 2013. Arnall Golden Gregory LLP
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Drafting Tips: Powerholder Structure

• When using a non-trustee powerholder
consider:
– Compensation of powerholder
– Limiting liability of powerholder
– Providing for succession of powerholders (and
safeguards to ensure successors are nonadverse)

© 2013. Arnall Golden Gregory LLP
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Drafting Tips: Nonadverse Trustee Structure

• When using a nonadverse Trustees consider:
– Providing for a succession of nonadverse trustees
– Ensuring that successor Trustees are nonadverse
• Must be nonadverse to the exercise of the power to
add charitable beneficiaries

– (avoiding) Contingent interests such as possibility
of taking under intestacy or default provisions or
under failure/common disaster clause

© 2013. Arnall Golden Gregory LLP
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Drafting Tips:
Adverse and Nonadverse Trustee Structure

• When using adverse and nonadverse Trustees
consider:
– Same considerations as when all trustees are
nonadverse
– Power to add charitable beneficiaries should be
nondelegable
• Many trust instruments permit co-trustees to delegate
powers
• State law may confer power to delegate

© 2013. Arnall Golden Gregory LLP
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Power of Substitution: IRC §675(4)

• 675(4)(C)
– The grantor shall be treated as the owner of any portion of a trust in respect
of which--. . .(4) A power of administration is exercisable in a nonfiduciary
capacity by any person without the approval or consent of any person in a
fiduciary capacity. . . . [T]he term “power of administration” [includes] . . . (C) a
power to reacquire the trust corpus by substituting other property of an
equivalent value

– See Rev. Rul. 2008-22; Rev. Rul. 2011-28

© 2013. Arnall Golden Gregory LLP
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Power to Borrow without Adequate Interest or Security
IRC § 675(2)

• Could have gift and estate tax consequences;
especially if exercised
• Lack of adequate security seems less
problematic
• “inadequate interest” could trigger IRC § 7872
(which is not a problem if the trust is entirely a
grantor trust)

© 2013. Arnall Golden Gregory LLP
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Addressing the Grantor’s Income Tax Liability

• Grantor’s payment of trust’s tax liability is not
a gift See Rev. Rul. 2004-64, 2004-2 C.B. 7
• Circumstances may change; Grantor may not
want to pay large tax liability upon sale of a
large portion of trust holdings
• Turn Off Grantor Trust status (if possible)
– Consider at the drafting stage whether turning off
grantor trust status will be possible; if not, advise
the client
© 2013. Arnall Golden Gregory LLP
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Addressing the Grantor’s Income Tax Liability (cont.)

• The most conservative approach is to prohibit
distributions to grantor for grantor’s income
tax liability. See Rev. Rul. 2004-64, 2004-2 C.B. 7
– When Trustee cannot make distributions to grantor for grantor’s income tax liability,
payment of tax is not a gift; grantor did not retain right to have trust property expended
in discharge of grantor’s legal obligation – no estate tax inclusion

• Required reimbursement is problematic
– When Trustee is required to reimburse the grantor for income tax liability attributable to
the trust, grantor has retained the right to have trust property expended in discharge of
the grantor’s legal obligation; therefore, the trust is includible under 2036(a)(1)

© 2013. Arnall Golden Gregory LLP
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Addressing the Grantor’s Income Tax Liability (cont.)

• Theoretically possible to give the trustee
discretion to distribute to grantor for grantor’s
income tax liability. See Rev. Rul. 2004-64, 2004-2 C.B. 7
– When Trustee has discretion of whether to reimburse the grantor for income tax liability
attributable to the trust, Revenue Ruling 2004-64 states,
“assuming there is no understanding, express or implied, between [grantor] and the trustee
regarding the trustee's exercise of discretion, the trustee's discretion to satisfy [grantor] 's
obligation would not alone cause the inclusion of the trust in A's gross estate for federal estate tax
purposes.” (emphasis added)

– Rev. Rul. 2004-64 assumes the trustee is not related or subordinate within the meaning
of I.R.C. § 672(c); therefore, if allowing reimbursement, should be performed by such a
trustee
– Not a safe harbor
•

IRS leaves open the “implied agreement” argument as well as other avenues for inclusion

– The Trustee should probably not make regular distributions to the grantor

© 2013. Arnall Golden Gregory LLP
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Turning Off Grantor Trust Status

• 674
– Power to add charitable beneficiaries
• Trustee/powerholder releases power

• 675(4) – Power of Substitution
– Holder of power releases power

© 2013. Arnall Golden Gregory LLP
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Turning Off Grantor Trust Status (continued)

• 677(a)(1) and (a)(2)
– Spouse renounces interest (possible gift)
– Adverse trustee
– Spouse’s death (outside grantor’s control)

© 2013. Arnall Golden Gregory LLP
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Turning Off Grantor Trust Status (continued)

• Consider the fiduciary implications of a
trustee’s actions to turn off grantor trust
status
– Is the “loss” of grantor trust status harmful to trust
beneficiaries? (arguably, yes)
– If possible, have fiduciaries act first to eliminate grantor
trust triggers, followed by nonfiduciaries (such as grantor)
releasing powers that impart grantor trust status
– Some circumstances, may fall in between, such as the
resignation of a nonadverse trustee that brings in an
adverse trustee
© 2013. Arnall Golden Gregory LLP
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Contact

For more information, please contact:
Michael L. Van Cise, Associate
171 17th St., NW, Suite 2100
Michael.vancise@agg.com
404.873.8790
www.agg.com
5257051v1
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Structuring the
Transaction
Karen Brady
kbrady@coloradoestateplanning.com

Basics of the Transaction
• Create Trust
• Fund Trust with Seed Money
• Trust Purchases Asset(s), usually with a
down payment and “owner carry” financing
via promissory note

2

Overarching Principle
• Transaction should be commercially
reasonable
• Best if this can be documented, i.e.
opinion of commercial lender that terms
would be acceptable
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Seed Money
• Principle: Assets in trust must be sufficient to service the loan
• What if it isn’t?
• Possible inclusion in estate, see Estate of Malkin v. Commissioner,
T.C. Memo 2009-212

• Or possible treatment as taxable gift
• Possible loss of GST exemption
• Possible loss of S corp status
• Possible treatment of corp as association
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Seed Money
• Establish trust with 10-20% of value of asset to be purchased “seed money” (this will be a taxable gift).
• 10% seed money was acceptable in PLR 95-35026, but no
other authority to establish this as a minimum, or even
sufficient in all circumstances
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Seed Money
• Can grantor or beneficiaries loan the trust the seed money?
• This has been suggested to minimize taxable gift of seed
money
• Criticism is that this is not commercially reasonable, trust must
be able to service BOTH loans, and deal may be seen as a
sham
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Seed Money
• Can grantor or beneficiaries guarantee the loan in lieu of seed
money?
• This has been used to minimize or avoid taxable gift of seed
money
• Again, is this commercially reasonable? Why would a grantor
guarantee that the trust will pay the seller, who is also the
grantor?
• May be reasonable for beneficiaries to guarantee if a
guarantee fee is paid
• Failure to pay a sufficient guarantee fee can make guarantor
another grantor
• Some practicioners have spouse provide a guarantee, but this
might not pass muster
41

Sale of Asset(s)
• Optimal assets are those which
• - produce income and grantor wants to keep in
the family
• - outperform the interest rate of the loan so
increased value can be removed from estate
• - life insurance policy to avoid transfer for value
rule (grantor is buying from grantor)
• - leveraged, such as stock and limited
partnership interests
8

Sales Contract
• Usual formalities should be followed, with
contract, promissory note, security for note
if appropriate, etc.
• Price paid must be FMV
• Good practice to establish FMV via
appraisal or other third party verification
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Sales Contract
• Can description of asset be defined using
a conclusion, e.g. “that portion of the
limited partnership that has a fair market
value of $13,000”.
• This was acceptable in TAM 8611004 to
limit an annual gift
• Has met with mixed success in the
installment sale context
10

Financing Terms
• Tension exists between a commercially
reasonable transaction and one that can be
serviced by the assets in the trust
• IRS indicates Section 7872 applies in
determining appropriate interest rate
• Section 7872(f)(2)(A) provides for Applicable
Federal Rate compounded semiannually, but
many installment sales use annual compounding
and this is common.
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Financing Terms
•
•
•
•

Applicable Federal Rate divides loans into
Short term (0-3 years)
Mid-term (>3years-9 years)
Long-term (>9 years)
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Financing Terms
• Disagreement as to whether a promissory
note can be renegotiated when interest
rates go down
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Financing Terms
• Term of Note should be reasonable, e.g.
15-20 years max
• Payment schedule need not be regular,
balloon note is acceptable but again must
be commercially reasonable
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Financing Terms
• Can use SCIN (Self-Cancelling Installment Note) to
remove value of unpaid note from grantor’s estate
• Note can expire at earlier of term certain or death of
holder
Text
• But this must be commercially
reasonable as to interest
rate or other premium (7520 will no longer apply)
• Level payments probably required, e.g. probably can’t
combine balloon payment with SCIN
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Caveat
• Since grantor pays tax on all trust income,
grantor can face significant taxes on
extraordinary income in trust, e.g. when trust
sells asset
• Making promissory note due-on-sale or demand
note may allow for trust to pay grantor amount
owed which reduces sting of income tax
• Still, Grantor Trusts should not be for the cash
poor client
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Tip
• Can structure sale to allow for diverting
payments to a purely discretionary trust or
other asset protection trust if Trustee
determines creditors trying to attack
payments made to grantor
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Intentional Grantor Trusts
•
•
•
•
•

By Karen L. Brady, J.D.
5400 Ward Road V-170
Arvada CO 80002
(303)420-2863
www.coloradoestateplanning.com

