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Intentionally Defective Grantor Trust (IDGT): A Strategic Tool
for Wealth Transfer and Estate Planning

An Intentionally Defective Grantor Trust (IDGT) is a sophisticated estate planning tool that

allows individuals to transfer wealth to future generations in a tax-efficient manner. The
"defective" aspect refers to the trust's treatment for income tax purposes, where the grantor
(the person who sets up the trust) is considered the owner of the trust's income, while for
estate tax purposes, the assets in the trust are excluded from the grantor's taxable estate.

The IDGT's unique structure allows the grantor to remove appreciating assets from their
estate while still paying the income tax on the trust's earnings, further benefiting the trust
and its beneficiaries by enabling the assets to grow tax-free.

Key Benefits of an IDGT

> Reduction of Taxable Estate: By transferring assets into an IDGT, the grantor removes

those assets—and any future appreciation—from their taxable estate. This is especially
advantageous for high-net-worth individuals with assets expected to significantly
appreciate over time, such as closely held business interests, real estate, or investment
portfolios.

Income Tax EFficiency: Although the assets are removed from the estate, the grantor
continues to pay income taxes on the trust's earnings. This benefits the beneficiaries
because the assets in the trust can grow without the burden of the trust paying income
tax. In essence, the grantor’s payment of the income tax acts as an additional, tax-free gift
to the beneficiaries.

> Asset Growth Outside of the Estate: Any appreciation in the value of the assets within

the IDGT occurs outside of the grantor's taxable estate. This allows the grantor to "freeze"
the value of their estate at the time of the transfer, ensuring that future growth benefits
the trust’s beneficiaries without incurring additional estate taxes.

Leverage for Discounted Transfers: One of the most powerful aspects of an IDGT is the
ability to sell assets to the trust using a promissory note. Because the IDGT is considered a
grantor trust for income tax purposes, these sales are ignored for tax purposes, meaning
no capital gains taxes are triggered. The assets are transferred at their current value, and
any future appreciation remains in the trust, further enhancing the estate planning
benefits.
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How an IDGT Works

> Creation and Funding: The grantor establishes the IDGT and funds it with a gift of cash or

assets. The trust is considered irrevocable, meaning the grantor relinquishes control over
the assets. However, the trust is designed to be "defective" for income tax purposes,
meaning the grantor continues to pay the income taxes on the trust's earnings.

Sale to the Trust: After the initial funding, the grantor can sell appreciating assets to the
trust in exchange for a promissory note. Since the grantor and the trust are considered the
same entity for income tax purposes, this transaction is not taxable, and no capital gains
are recognized. The grantor receives payments on the note, typically with interest at the
IRS-prescribed applicable federal rate (AFR).

Tax Benefits For Beneficiaries: The grantor's continued payment of income taxes
effectively allows the trust's assets to grow tax-free, benefiting the beneficiaries. In
addition, because the assets in the trust are no longer part of the grantor's taxable estate,
they can pass to heirs free from estate taxes, maximizing the value of the inheritance.

Appreciation of Transferred Assets: Any appreciation of the assets sold to the IDGT
remains in the trust, outside of the grantor’s estate. This is particularly useful when
transferring highly appreciating assets, such as interests in a business or rapidly growing
investments.

Tax Treatment of an IDGT

Income Taxes: The grantor is responsible for paying income taxes on the trust's earnings,
which allows the trust to grow without being diminished by tax obligations. This income
tax payment is not considered a taxable gift but rather a benefit to the trust's
beneficiaries.

Estate Taxes: The assets in the IDGT are excluded from the grantor's taxable estate,
allowing the grantor to transfer substantial wealth to heirs without incurring estate taxes
on the appreciated value of the assets.

Capital Gains Taxes: The sale of assets to the trust does not trigger capital gains taxes
because the trust is treated as a grantor trust for income tax purposes. This allows the
grantor to shift highly appreciating assets into the trust without immediate tax
consequences.
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Ideal Assets for an IDGT

IDGTs are particularly effective fFor transferring assets expected to appreciate significantly
over time. Commonly transferred assets include:

>

Closely Held Business Interests: By transferring shares of a family business to an IDGT,
the grantor can help ensure that future growth occurs outside of their taxable estate,
while still retaining control over the business.

Real Estate: Properties with significant appreciation potential can be sold to an IDGT,
allowing the grantor to remove future appreciation from their estate while deferring
capital gains.

Investment PortFolios: Growth stocks or other investments with high appreciation
potential can be transferred to an IDGT, allowing them to grow tax-free for the benefit of
heirs.

Considerations for Implementing a IDGT

>

>

Initial Gift and Sale Structure: The initial funding of the IDGT should be sufficient to
support the sale of additional assets. Typically, a small seed gift is made to the trust,
followed by the sale of assets to the trust. The sale should be carefully structured to
comply with IRS requirements, particularly regarding the promissory note and interest
payments.

Payment of Income Taxes: The grantor’s continued payment of the trust's income taxes is
a key benefit, but it also requires sufficient liquidity to meet the tax obligations. This
ongoing commitment must be factored into the estate planning strategy.

Valuation of Assets: When assets are sold to an IDGT, their fair market value must be
determined. This often requires a professional appraisal, particularly for illiquid assets
such as closely held business interests or real estate.

Interest Rate Considerations: The promissory note used in the sale of assets to the trust
must bear interest at the applicable federal rate (AFR). This rate is set by the IRS and must
be followed to avoid potential tax issues.
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Conclusion

An Intentionally Defective Grantor Trust offers a powerful combination of income tax
efficiency, estate tax savings, and flexibility in transferring wealth to future generations. By
removing appreciating assets from the grantor's estate while allowing the grantor to pay
income taxes on trust earnings, an IDGT can maximize the value of the inheritance passed to
beneficiaries. For individuals seeking a long-term, tax-efficient strategy for wealth transfer,
the IDGT is a highly effective estate planning tool.

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.




