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Sale to an Intentionally Defective Irrevocable Trust

Anintentionally defective irrevocable trust (IDIT) is anirrevocable trust established by anindividual (the grantor) genera lly for
the benefit of his/her family or other beneficiaries. An IDIT is typically drafted such that the trustincomeis taxed to the
grantor, as opposed to the trustor its beneficiaries. Sellingassetstoan IDIT is a valuableasset shifting technique that allows
the grantor to freeze thevalue of an asset in his/her estate through asale of the asset to the IDIT in exchangefor a

promissory note. Because the federal incometaxand thefederal estate and gift taxes are separate, the techniqueprovides
unique planning opportunities.

Asaletoan IDIT may be advantageous for an individual wishingto shift appreciating property outside of the taxable estate but
whoalsowants retained access toincome. IDITs are also used when the grantor hasalready utilized much of his/her lifetime

and annual gifttax exclusions but wishes to engage in additional asset shifting. Becausethereare some risks and
uncertainties, anyone considering an IDIT sale shoulddiscuss the risks with his/her own legal advisors.

Implementing a Sale to an IDIT

Toutilize a saletoanlIDIT toreduce estatetax exposure, thegrantor wouldexecute anirrevocable trust that includes the
necessary provisions tobe considered a “grantor trust” for income tax purposes. The grantor willthen makea “seed gift” to
the trust toavoid a potential Internal Revenue Service (IRS)argument that a subsequent saleto the trustis a giftwith a
retainedinterest. The seed gift is typically valued at 10% of total trust assets after any sale. The grantor can utilize a portion
of his or her lifetime gift tax exclusion amount (in 2023, $12.92 miillion) or annual gift tax exclusion (in 2023, $17,000 per donee)
toavoid gift tax.

The grantor then can sellthe desired property to the trust, and the trust wouldissue a promissory note for the purchase price.
The note canbe structuredto require lower paymentsin the early years, thusreducing the cash flow requirements if the
transferred propertyis expected to have greater cash flowin thefuture. The note typically bears interest at the applicable
federal rate (AFR) in effect when the noteis executed, basedonits duration. In months where the AFRis low, the grantorcan
lockin this low rate for the duration of the payout period.

Grantor '"" ______ L IDIT

o

Beneficiaries

Toachieve maximum leverage fromthe IDIT sale transaction, the assets transferred usually should have anexpected rate of
returnin excess of the AFR. Any appreciation in the value of the assetin excess of the AFRis excludedfrom the grantor’s
estate for estate tax purposes. In the event of the grantor’s death while the note remains outstanding, the note would be
includedin his/her estate.
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Qualifying a Trust as a Grantor Trust

The grantor trust rules, set forth within Internal Revenue Code (IRC) §§671-678, provide thata grantor of a trust may bethe
owner of the trust forincome tax purposes if the grantorretains certain powers over the trust. Under IRC§671, theowner of
a trust must include theincome, deductions, and credits of the trust incomputing the owner’sown income tax liability. The
IRS ruled it will disregardthe existence of such a trust for income tax purposes, meaning that the grantor and the trust are
treated as the sameentity for incometax purposes. As a result, any transactions between thegrantorand the grantor's trust
should be disregarded for income tax consequences. Thus, upon a saletoan IDIT, the grantor should not have torecognize
any gaininthe transferred asset. In addition, interest payments to thegrantor under the promissory note are not subject to
income taxuponreceipt.

There are several trust provisions that cantrigger grantor trust status. The keyis to select powers that avoidinclusion of the
trust assetsinthe grantor’s estatefor estate tax purposes. For example, thegrantor’s spouse could receivedistributions at
the discretion of a “non-adverse” party (i.e., a person with no interest that would be affected by thedistribution).

Grantor trust status alsomay be triggered if a non-trustee, non-adverseparty has the power to causedistribution ofincome
and principal among a class of trust beneficiaries or where anon-adverse party may add beneficiaries to the trust. The
discretion to expend trust income to pay premiums for lifeinsurance on the grantor or the grantor’s spouse held by a non-
beneficiary trusteeis another commonly used power. Further, the right of the grantor or a third party to acquiretrust assets
by substituting assets of equivalent value, or the power of a non-beneficiary trustee tolend trust property to the grantor
without adequate security, willtrigger grantor trust status.

Tax Considerations

Income Tax

As stated above, anIDIT is a grantor trustfor income tax purposesresulting inthe grantor including theincome, deductions,
and credits of the trust in computing his/her income tax liability.

Acrucial income taxissue potentially arises when the grantor dies whilethe promissory note remains outstanding since the
trust will nolonger be considered agrantor trust. Many commentators believe that there is no support for taxinggainat the
death of a grantor with respect towhich the trust isindebted at thegrantor’'sdeath; however, other commentators disagree.
When a person dies, his/her heirs generally receive his/her property with a basis equal to the fair market value of the property
atthe time of death. This “step-up”inbasis allows the heirs to avoid capital gains tax on all of the appreciation occurring
before the decedent’s death. Sincegrantor trust statusof an IDIT terminates upon the death of the grantor, ifa note is
outstanding, the IRS could determine that a sale of the assets for the remaining note balance is deemedto occur at death.
The question is whether thetheoretical sale occursimmediately before death or after death.

Proponents of the IDIT sale concept arguethat the deemedsale occurs immediately after death. As a result, theassets would
receive the IRC §1014 step-up in basis and any subsequent transaction would not produce any capital gain. Somelegal
commentators argue the hypothetical sale occurs immediately prior to death, which is citedin an example intheIRS
regulations regarding agrantor trust that owned aninterest in a tax-shelter partnership. Because thiswas agrantor trust, the
grantor could deduct the trust’'s share of the partnership losses. Beforethe partnership produced any phantom income, the
grantor renounced the powers that made the trust a grantor trust in an attempt to avoid recognizing the income.

The example states the grantor would bedeemed to have soldthe partnership interests toanon-grantor trustimmediately
prior to the conversion of the trustfrom a grantor trust to a non-grantor trust. The grantor would have taxable gain to the
extent that his share of the partnership liabilities exceeded the basis of the partnership interests. AnIRS rulinganda Tax
Court case reached the same result on almost identical facts. Whilethese precedents are not exactly on point, they could
bolster the argument that the death of the grantor results in taxable gain to the grantor’s estate.
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Thisissue could be avoidedby satisfyingthe note prior to the grantor’s death. The trust couldsatisfy the note by transferring
a sufficient amount of the assets back to the grantor. If the assets have appreciated in value, the trust might not have to
transfer all of the assets back. The appreciation could remain in the trust.

If the trust satisfies the note prior to the grantor’s death, the grantor could opt to “toggle off” the grantor truststatus of the
trust toavoid tax on future trust income. The grantor could accomplish this by renouncing the powers that make the trust a
grantor trust.

Gift Tax

Generally, ataxable gift of the seedamount is made to the trust. The grantor can utilize his/her lifetime exclusion amount (in
2023,$12.92 million) or annual gift tax exclusion amount (in 2023, $17,000 per donee) to offset gift tax liability. If the annual
gift tax exclusion amount willbe used to fund the seed gift, it will be necessary to ensure the trust includes provisions allowing
the beneficiaries to withdraw such gifts to thetrust to ensuregifts of the annual exclusion amount qualify as present interest
gifts.

Since the grantor will sell assets to the IDIT for fair market value, there usually will be no taxable gift involved (beyond the seed
gift) unless the grantor’s gift tax exclusions are not sufficient to coverthe value of the seedgift. The grantorand his/her
advisors must be careful, however, to ensure anaccuratevaluation of the assets sold. Ifthe IRS were to succeedona
challenge thatthe assets sold were worthmore than the sale price, this difference could amountto a taxable gift.

Estate Tax

IRC §2036 provides that adecedent’s taxable estate includes any property transferred by the decedent in which the decedent
retained a beneficial interest (including the right toincome) or the right to control who owns or enjoys the use of the property.
IRC §2038 includes in the estate any assets transferred if the transferor retained a powerto alter,amend, revoke, or terminate
the terms of the transfer. As such, it will be important that thegrantor retains no benefit fromthe trust assets or control over
their disposition so that trust assets can be held entirely outside his/her estate.

Generation Skipping Transfer Tax

Generation skipping transfer (GST) tax exemption may be allocated to assets upon the initial transfer of the seed giftto the
trust. Any growth of the propertyinside the trust would also remain GST tax exempt, thereby leveraging the GST exemption.

Advantages of a Sale to an IDIT

e ThecurrentlowAFR rate makes an IDIT sale an attractive asset shifting vehicle, since transferred assetsonly must
appreciate in excess of the AFR for a saletoan IDIT to be effective.

e AnIDIT sale can enablean individual withlittle to no remaining lifetime exclusion to reduce potential exposure to estate
taxliability, since generally only the seed amount istransferred via a gift.

e  GST exemption canbe allocated uponinitial trust fundingresultingin trustassets, including ongoing appreciation,
being exempt from generation skipping transfer tax.

e Notaxable gain orinterestincomewill existupon a sale of appreciatedassets toan IDIT in exchange for a promissory
note.

e Thegrantor's payment of the trust's income tax liability annually effectively allows him/her to make additionaltax-free
gifts totrust beneficiaries.

¢ Installment payments can provide the grantorwith a source ofincome for the duration of the note term.
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Disadvantages of a Sale to an IDIT

e Thereislittle authority throughcase law or IRS rulings or regulations regardingthe transfer taximplications of a sale to
an IDIT; therefore, this technique may create morerisk than other asset shifting strategies.

e OnceassetsaresoldtoanIDIT, the grantorirrevocably loses control over trust assets.

e [fthe grantor dies while installment note payments remain outstanding, the balance of the note will be included in
his/her taxableestate.

e Thereisthe possibility that the IRS couldinvoke IRC §2702 by re-characterizing the sale transaction as a gift to the trust
with a retainedincome interest. The IRS could thenignore apart or all of the value of the note payments in calculating
the value of the gift to the trust. A grantor could possibly avoid this issue by utilizing seed gifts or personal guarantees
toensure the noteisrespected.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or mar keting of the
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. All rig hts reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 5018392 Exp. 12.27.2024
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