
What is an intentionally defective grantor trust (IDGT)? A grantor – the person establishing the trust – 
forms the trust so that he or she remains responsible for the trust’s income tax liability, but the assets in 
the trust are not included in the grantor’s estate for estate tax purposes. An installment sale of assets to 
an IDGT is a powerful tool to remove appreciating or income-producing assets from the grantor’s estate 
without the grantor having to make a large gift for gift tax purposes. 

An installment sale to an intentionally defective grantor trust could have a positive impact on your business 
succession plan, provide cash flow in retirement, and offer tax benefits. 

Intentionally Defective Grantor Trust:  
Sophisticated Planning for Business Succession

By transferring assets to an IDGT, the grantor can immediately 
reduce the value of his or her estate for estate tax purposes because 
the grantor has relinquished control over the assets transferred to 
an irrevocable trust. The grantor can also leverage his or her lifetime 
generation-skipping transfer (GST) exemption by allocating his or 
her GST tax exemption to the trust to ensure that trust assets can be 
used for the benefit of future generations without incurring GST tax. 

It’s also worth noting that by paying any income tax items 
associated with the IDGT assets (e.g., dividends, capital gains, 
ordinary income) the grantor is further reducing his or her estate 
for estate tax purposes and the grantor can transfer additional 
assets out of the estate gift tax free by paying the income taxes 
associated with IDGT. This is because, by doing so, the trust assets 
do not have to be used to pay income taxes, leaving more assets 
in the trust available for the beneficiaries. 

The payment stream on the installment note can provide a steady 
flow of retirement income. The payments on the note can be 
structured in a variety of ways, including interest-only payments 
for a term of years followed by a balloon payment, or as annual or 
more frequent payments of interest and principal.

Anyone considering a sale to an IDGT should keep in mind that the 
grantor must use a portion of his or her lifetime gift tax exemption 
or pay gift tax on a “seed” gift. A seed gift ensures that there are 
adequate funds in the trust to make payments on the promissory 
notes. Making a seed gift often requires the grantor to use a 
portion of his or her lifetime gift tax exemption.

The grantor risks inclusion of the present value of the remaining 
installment note payments in his or her estate if the grantor dies 
before the note is paid in full. Because the “defective” income tax 

status of the IDGT ends at the grantor’s death, there are uncertain 
income tax consequences if the grantor dies before the promissory 
note is paid in full. 

INSTALLMENT SALE TO IDGT
An IDGT is an irrevocable trust that is “defective” for income 
tax purposes but effective for business succession planning, 
generating cash flow in retirement and reducing estate tax 
liability. Please speak with your financial advisor and tax 
professionals about this grantor trust, which can play an 
important role in your business succession plan. 
 
Grantor transfers cash or other assets as a “seed” gift to the 
IDGT and later sells appreciating assets to the trust

After the note is paid in full, the remainder beneficiaries 
receive the trust assets (and any appreciation after 
transfer) free of gift and estate tax

Trust makes interest and principal payments on the 
promissory note to the grantor. If the note is structured as a 
Self-Canceling Installment Note, the value of any unpaid 
balance at the grantor’s death will be forgiven and not be 
included in the grantor’s estate.

Grantor pays no income tax for sale and payments on the 
promissory note
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Please note, changes in tax laws may occur at any time and could have a 
substantial impact upon each person’s situation. While we are familiar with the 
tax provisions of the issues presented herein, as financial advisors of Raymond 
James, we are not qualified to render advice on tax or legal matters. You should 
discuss tax or legal matters with the appropriate professional. 

Any examples are hypothetical and for information purposes only. Individual 
circumstances may vary. Every investor’s situation is different. Please consult 
your financial advisor if you have questions about the example and how it relates 
to your own financial situation.

IDGT IN ACTION 

Jolie, the owner of a hotel in the Florida Keys, is proud to have 
something tangible to pass on to her three children when the 
time is right. And although she’d like to begin transferring her 
ownership in the hotel to her children, she isn’t ready to give up 
control over how it is run. Instead, she wondered if she could 
recapitalize her S Corporation stock in the hotel into voting and 
non-voting shares, and then transfer the non-voting shares to a 
trust for the benefit of her children, with distribution provisions 
that limit her children’s access to the trust assets. At the same 
time, by retaining the voting shares in her S Corporation, Jolie 
can retain control of the business. 

Jolie worked with a financial advisor, tax professionals and a 
valuation expert to sell the non-voting S Corporation stock to 
an IDGT, designating all three of her children as beneficiaries of 
the trust. After recapitalizing the S Corporation into 1% voting 
shares and 99% non-voting shares, she gifted cash to the trust 
as a seed gift of 10% of the value of the S Corporation stock that 
she intended to sell to the IDGT. 

Nine months later, she sold the non-voting S Corporation stock 
to the IDGT based upon the value of the professional appraisal 
of the non-voting shares in exchange for an interest-bearing 
promissory note. Because the owner of non-voting shares does 
not have control over important business decisions such as 
making distributions to shareholders or selling the company, 
and the non-voting shares are stock in a closely held family 
company that cannot be readily sold on the open market, the 
appraiser applied minority and lack of marketability discounts 
to the appraised value of the non-voting shares. The interest 
could be used to pay the income taxes or stay in the trust –
further increasing her gift. 

Using this savvy technique, Jolie was able to transfer a significant 
amount of the hotel’s current value and future appreciation out 
of her estate as a beneficiary in the trust. By transferring the stock 
to an IDGT and carefully drafting the trust distribution terms, she 
also controls her children’s access to the trust’s assets (the S 
Corporation stock).

Because the IDGT is “defective” for income tax purposes, 
no gain or loss is recognized by the grantor on the sale of 
the appreciated asset to the IDGT and the grantor does not 
recognize income on the interest payments received on the 
promissory note. The grantor is treated as if he or she sold the 
property to – and is paying interest to – himself or herself. There 
should be no gift tax consequences on the sale so long as the 
assets are sold to the trust for fair market value and the interest 
on the promissory note is based on the appropriate federal 
interest rate at the time of the sale.

Ideal for business  
An IDGT can be an ideal vehicle for business  

succession planning, generating cash flow in  
retirement and reducing estate tax liability.


