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Beneficiary Defective Inheritance Trust (BDIT):
A Powerful Estate Planning Tool for Beneficiaries

A Beneficiary Defective Inheritance Trust (BDIT) is a unique estate planning tool that allows
beneficiaries to control and benefit from assets without those assets being included in their
taxable estate. Unlike many other trust structures, a BDIT provides the beneficiary with
significant control while maintaining crucial tax advantages, making it a powerful tool for
transferring wealth efficiently across generations.

In a BDIT, the trust is established by someone other than the beneficiary—often a parent or
other fFamily member—and is considered "defective" for income tax purposes, meaning the
beneficiary is treated as the owner for income tax purposes but not for estate tax purposes.
This allows the beneficiary to manage the assets, including directing investments and even
borrowing from the trust, without triggering estate taxes on those assets at death.

Key Benefits of a BDIT

> Control without Estate Inclusion: Beneficiaries maintain significant control over the
assets in the trust, such as the ability to make investment decisions, receive income, or
even sell trust assets. However, because the trust is not established by the beneficiary, the
assets are not included in the beneficiary’s estate for estate tax purposes.

> Asset Protection: Assets held in a BDIT are typically protected from creditors, providing a
layer of financial security for the beneficiary and potentially future generations. This is
particularly useful in shielding the assets from divorce settlements, lawsuits, or other
claims against the beneficiary.

> Avoiding Estate Taxes: A key feature of the BDIT is that it removes assets from the
beneficiary's taxable estate. This allows for the transfer of wealth without incurring estate
taxes upon the beneficiary’s death, preserving more of the assets for future generations.

> Income Tax Benefits: The trust is considered defective for income tax purposes, meaning
the beneficiary reports the trust's income on their personal tax return. This allows the
trust to avoid a higher compressed trust tax rate, potentially resulting in a lower overall
tax burden for the beneficiary.

> Growth and Wealth Transfer Opportunities: The assets in the BDIT can grow outside of
the beneficiary’s estate, which is especially valuable if the assets are expected to
appreciate significantly. Any future appreciation of the assets held in the trust occurs
without increasing the size of the beneficiary’s taxable estate, making the BDIT a powerful
tool For multigenerational wealth transfer.
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How a BDIT Works

>

Establishment by a Third Party: A BDIT must be created by someone other than the
beneficiary, typically a parent or another family member. This third party transfers a
nominal amount of money or assets to the trust, which then allows the trust to be
structured as "beneficiary defective" for income tax purposes.

Power to Control Assets: The beneficiary, while not the trust’s creator, is given
significant control over the trust’s assets, including the ability to:

o Manage and invest trust assets

o Direct distributions to themselves

o Borrow from the trust at fair market interest rates

o Use trust assets as collateral for personal loans
Power of Appointment: The beneficiary often holds a power of appointment, allowing
them to control who will inherit the trust’s assets upon their death. This flexibility allows
the beneficiary to continue managing the assets in a way that aligns with family goals and
needs over multiple generations.
Funding the Trust: After the initial funding by the third party, the beneficiary may arrange
for the trust to purchase additional assets, often through a sale using promissory notes or

loans. This allows the beneficiary to transfer highly appreciating assets to the trust,
locking in Future growth outside of their taxable estate.

Tax Treatment of a BDIT

>

Income Taxes: For income tax purposes, the BDIT is treated as a grantor trust, with the
beneficiary paying taxes on the trust’s income. This is advantageous because it allows the
trust to bypass higher trust tax rates and retain more of its earnings for future investment
or distribution.

Estate Taxes: The trust's assets are excluded from the beneficiary's estate, meaning that
upon the beneficiary’s death, the assets can pass to heirs without being subject to estate
taxes. This makes the BDIT a highly effective tool for estate tax planning, particularly for
individuals with large estates.




d

JOURNEY Journey Insights: Navigating Complexities in Wealth

Considerations for Implementing a BDIT

> Third-Party Establishment: The trust must be created by a third party (someone other
than the beneficiary). This requirement is crucial to ensuring that the assets are not
included in the beneficiary’s taxable estate.

> Asset Types: The BDIT is especially effective for transferring assets that are expected to
appreciate significantly, such as closely held business interests or real estate. The trust
allows for the appreciation to occur outside of the beneficiary's taxable estate,
maximizing estate tax savings.

> Borrowing from the Trust: While the beneficiary has the ability to borrow from the trust,
loans must be structured carefully to avoid triggering adverse tax consequences. Interest
rates must be at market levels, and the trust should hold enough liquidity to meet its
obligations.

> Legal and Administrative Requirements: Proper legal structuring is essential to ensure
that the trust operates as intended. Careful administration of the trust is necessary to
avoid challenges related to asset protection and tax compliance.

Conclusion

The Beneficiary Defective Inheritance Trust is a versatile and powerful estate planning tool,
providing beneficiaries with significant control over trust assets while removing those assets
from their taxable estate. It offers a blend of income tax efficiency, estate tax savings, and
asset protection, making it ideal for individuals seeking to preserve and grow wealth across
generations. By leveraging the unique advantages of a BDIT, families have the potential to
achieve long-term financial security while minimizing tax liabilities.

Important Disclosure: The information contained in this whitepaper is intended to be general in nature
and for informational purposes only. It should not be considered as investment advice or as a
recommendation of any particular tax or investment strategy or product. Moreover, this whitepaper is
not a solicitation or an offer to provide any specific tax, estate planning or financial planning service.
Please consult with qualified tax, legal and/or financial professionals for advice specific to your
situation before engaging in any estate planning strategies.




