
Planning in Volatile Times:  
Intentionally Defective Grantor Trust

Gift/Sale to an Intentionally Defective Grantor Trust
With the current decline in asset values and a historically low-interest rate environment, an intentionally defective grantor trust (IDGT) 
may be an effective wealth transfer strategy for implementation with select assets at minimal cost. Combined with the use of valuation 
discounts, an IDGT may be a very effective strategy for transitioning a family business to future generations. 

What is an intentionally defective grantor trust?

An IDGT is an irrevocable trust that treats the grantor as the owner of trust assets for income tax purposes but allows for trust assets to be 
maintained outside of the grantor’s taxable estate. Trust income, deductions and credits are includable on the grantor’s individual income 
tax return. Certain powers (see below) must be possessed by the grantor to ensure the grantor will be recognized as the owner of the trust 
for income tax purposes only. 

An IDGT may obtain assets through a gift by the trust’s grantor or through the sale of assets in exchange for a promissory note.  When assets 
are sold to an IDGT, there is no capital gain on the sales transaction between the grantor and the trust. Therefore, no taxes are due at the 
time of the sales transaction.1 If the goal is to sell an asset to the IDGT, the grantor will need to make a “seed gift” to the trust so that a sale 
may be consummated.2 

The beneficiaries of the IDGT are typically children or grandchildren who will receive the assets that have been able to appreciate outside of 
the grantor’s estate. The tactical payment of income taxes by the grantor “out of pocket” versus the IDGT making the tax payment can help 
facilitate appreciation of the trust’s value. The payment of income taxes by the grantor on behalf of a grantor trust does not constitute a gift 
to the trust’s beneficiaries.3

Advantages:

• No capital gains taxation will be assessed on the sale of assets to the trust.
• Cash flow from the IDGT may be used to pay interest (and principal) to service the promissory note held by the grantor (if the grantor has 

sold an asset to the trust).
• In the cases of a sale, the installment note can be customized to meet specific cash flow needs of the grantor and the asset sold (in many 

cases, closely held business interests). This includes the use of an interest only or principal and interest (P&I strategy) and the selection of 
a transaction term length.

1Revenue Ruling 1985-13.
2Generally, funding an IDGT with at least 10% of the anticipated purchase price is considered by practitioners to be sufficient. This funding will generally be considered a 
taxable gift.  

3Revenue Ruling 2004-64. Further, the discretionary power to reimburse the grantor (for income taxes paid by the grantor on trust income) does not cause the trust to be 
taxed in the grantor’s estate under IRC Sec. 2036(a)(1) if the power is held by an independent trustee.



Advantages (continued):

• Appreciation of interests gifted or sold to the IDGT are removed from the grantor’s estate (even if the grantor does not survive the trust 
term). Interests gifted or sold may be eligible for valuation discounts (i.e., non-voting shares of the business for “lack of marketability”).

• Creditor protection is in place as long as interests remain in trust for the IDGT’s beneficiaries. 
• The grantor’s generation-skipping transfer (GST) tax exemption may be allocated to the seed gift to the trust, which may provide the 

opportunity to fully exempt the trust from future GST taxation.

Disadvantages:

• The IDGT will receive a pro-rata portion of all flow-through income/dividends.
• The grantor must have the capital to make an initial seed gift to the trust. The gift made to the trust will also possess a carryover income 

tax basis.
• The grantor will no longer receive distributions from the IDGT after the note is paid in full.
• The note remainder (plus accrued interest) is includable in the grantor’s gross estate. 
• The grantor and/or the trust must have the ability to pay the income tax on income generated by the IDGT. The IDGT document may be 

drafted to ensure reimbursement of trust income to pay grantor taxes is discretionary. (Requirement of reimbursement may result in the 
trust proceeds being included in the grantor’s estate.)

Trust Powers for Flexibility

IDGTs may provide significant planning flexibility due to numerous trust powers that may be leveraged by the trustee. One of these powers, 
the “power of substitution,” may allow for the trustee to substitute a trust asset for another asset of “like value” possessed by the grantor.4 If 
executed correctly, the trustee can respond to both income tax law changes and the potential changing needs of the grantor and the trust’s 
beneficiaries without endangering the exclusionary status from the grantor’s estate. Additional examples of grantor trust powers include 
the power to borrow without adequate security and the power of a non-adverse party to add a charitable beneficiary.5

Establishing a Sale to an IDGT

4IRC Section 675(4)(c).
5See IRC Section 675(2) and IRC Section 674(b)(5), respectively.

INTENTIONALLY DEFECTIVE GRANTOR TRUST (IDGT) STEP BY STEP

GRANTOR IDGT

Step 1
A gift (cash) is made to the IDGT to  

satisfy “seed” requirements.

Step 2
The grantor sells interests to the IDGT. (Examples 
 of interests may include non-voting shares of a 
 family business, marketable securities, or real 

 estate.) A note is issued to the grantor by the trust  
to complete the transaction.

Step 3
The IDGT will pay interest and principal to the 

grantor based upon the terms of the note. Income 
generated by the intentionally defective grantor 

trust is taxable to the trust grantor.  

Assets and appreciation 
within the IDGT are outside 

of the grantor’s estate for 
estate tax purposes.



Additional Detail
The grantor establishes an intentionally defective grantor trust. The trust is designed so that the grantor is taxed on the trust’s income, 
but the trust assets are not includable in the grantor’s estate. The trust’s beneficiaries are typically the grantor’s children and grandchildren

The grantor makes a seed gift to the trust. The purpose of the seed gift is to allow the grantor to sell assets to the trust in a future transaction 
(The seed gift should likely equal or exceed 10% of the value of assets to be sold to the IDGT. The seed gift is a taxable gift to the grantor.) The 
grantor will likely use a portion of their lifetime gift tax exemption to make the gift.

The grantor sells assets to the trust through an installment sale. The installment sale may be customized as a short-term sale (transaction 
of less than three years), mid-term sale (transaction of three to nine years) or a long-term sale (transaction of nine years or greater). The 
corresponding Applicable Federal Rate will be the interest rate applied to the transaction. The grantor may also customize the note with the 
trust by choosing an interest only or P&I note structure. 

In many cases, the total return on the trust’s assets may generate income greater than that required to pay the note to the grantor. Additional 
income may be used to pay down additional principal on the promissory note, invested, or used to purchase life insurance (if strategically 
warranted). If insurance is purchased, death benefit proceeds may be available to pay federal estate taxes or purchase additional interests 
from the grantor’s estate for distribution to the trust’s beneficiaries.

Conclusion
For individuals interested in transferring select assets (including business interests) to future generations, the current economic environment 
provides a significant opportunity to consider implementing a wealth transfer strategy. An intentionally defective grantor trust may be an 
effective strategy to consider. The drafting and implementation of an intentionally defective grantor trust requires exact compliance with 
specific rules and regulations. Grantors considering the use of an intentionally defective grantor trust should consult their individual tax and 
financial advisors to determine the viability of this mechanism.
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