
The audio portion of the conference may be accessed via the telephone or by using your computer's 
speakers. Please refer to the instructions emailed to registrants for additional information. If you 
have any questions, please contact Customer Service at 1-800-926-7926 ext. 1.

NOTE: If you are seeking CPE credit, you must listen via your computer — phone listening is no 
longer permitted.

Structuring Intentionally Defective Grantor Trusts 
Under Current Tax Law and the Impact of Potential 
Tax Law Changes

Today’s faculty features:

1pm Eastern    |    12pm Central   |   11am Mountain    |    10am Pacific

THURSDAY, FEBRUARY 24, 2022

Presenting a live 90-minute webinar with interactive Q&A

James I. Dougherty, Partner, Dungey Dougherty, Greenwich, CT

Maurice D. Holloway, Partner, Nelson Mullins Riley & Scarborough, Greenville, SC



Tips for Optimal Quality

Sound Quality
If you are listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet connection.

If the sound quality is not satisfactory, you may listen via the phone: dial 
1-877-447-0294 and enter your Conference ID and PIN when prompted. Otherwise, please 
send us a chat or e-mail sound@straffordpub.com immediately so we can address the 
problem.

If you dialed in and have any difficulties during the call, press *0 for assistance.

NOTE: If you are seeking CPE credit, you must listen via your computer — phone 
listening is no longer permitted.

Viewing Quality
To maximize your screen, press the ‘Full Screen’ symbol located on the bottom right of the 
slides. To exit full screen, press the Esc button.

FOR LIVE EVENT ONLY



Continuing Education Credits

In order for us to process your continuing education credit, you must confirm your 
participation in this webinar by completing and submitting the Attendance 
Affirmation/Evaluation after the webinar. 

A link to the Attendance Affirmation/Evaluation will be in the thank you email that you 
will receive immediately following the program.

For CPE credits, attendees must participate until the end of the Q&A session and 
respond to five prompts during the program plus a single verification code.  In addition, 
you must confirm your participation by completing and submitting an Attendance 
Affirmation/Evaluation after the webinar.

For additional information about continuing education, call us at 1-800-926-7926 ext. 2.

FOR LIVE EVENT ONLY



Program Materials

If you have not printed the conference materials for this program, please complete 
the following steps:

• Click on the link to the PDF of the slides for today’s program, which is located 
to the right of the slides, just above the Q&A box.

• The PDF will open a separate tab/window.  Print the slides by clicking on the 
printer icon.

Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.

FOR LIVE EVENT ONLY

http://www.straffordpub.com/


Agenda 
1. General Overview of Income Taxation of Trusts

2. History of Grantor Trusts

3. Structuring a Trust to be a Grantor Trust

a. Triggers

b. Toggling

4. Planning with Grantor Trusts

5. Drafting Tips and Avoiding Pitfalls

6. Income Tax Reporting

7. Latest Developments



General Overview of Income Taxation of Trusts
• Generally speaking, there are two types of trusts: 1) grantor trusts and 2) non-grantor trusts

• Grantor Trust
• Under IRC Sections 671-679, the grantor is treated as the owner of the trust property for income tax

purposes.

• Income, gain, deductions, credits, etc., earned by a grantor trust are reported on the grantor’s
personal income tax return (Form 1040).

• Trust and beneficiaries are not taxed on trust income.

• Non-grantor Trust
• Income earned is reported on the trust income tax return (Form 1041).

• Beneficiaries issued a Form K-1; taxed based on trust’s DNI and other distributions in that year
(defined by detailed rules).



History of Grantor Trusts

The marginal income tax rates in the U.S. peaked at 94% in 1944 and has been at 70% or higher for a
significant number of other years. In an effort to minimize the impact of the high marginal income tax rates,
wealthy taxpayers at the recommendations of their advisors began to transfer income producing property to
multiple trusts for the benefit of their children and other descendants. At the time, trust marginal income tax
rates graduated at the same rate as the individual marginal income tax rates. The effect of this structure was
to spread the income around and shift it to the lower income tax brackets of the trusts. In addition, the
grantors would typically retain certain powers over the trust and/or the underlying property and would
structure the trust so that the property it would revert back to the grantor after a certain number of years (so-
called “Clifford” trusts).

This planning was perceived as abusive and the grantor trust rules were enacted as part of the 1954 tax code
to address this perceived abuse.



Structuring: Grantor Trust Triggers
• IRC Section 673 Reversionary Interests:

• Grantor trust if the grantor has a reversionary interest in either the corpus or the income that at
inception the value of such interest exceeds 5 percent of the value of that portion of the trust.

• Assume that any discretion of a trustee will be exercised to the greatest extent possible in favor of the
grantor.

• IRC Section 674 Beneficial Enjoyment: Certain dispositive powers exercisable by the grantor or
nonadverse party without the consent of an adverse party will trigger grantor trust status.

• IRC Section 675 Administrative Powers:

• Power to deal for less than adequate and full consideration

• Power to borrow without adequate interest or security

• Borrowing of trust funds

• Power over certain controlled investments

• Power to substitute property



Structuring: Grantor Trust Triggers
• IRC Section 676 Power to Revoke: Power of grantor or non-adverse party to revest property back to the

grantor makes a trust grantor.

• IRC Section 677 Income for Benefit of Grantor: A trust is grantor if:

• Income can be held or accumulated for the benefit of the grantor or the grantor’s spouse without the
consent of an adverse party; and/or

• Income can be used to pay premiums on life insurance on the life of the grantor or the grantor’s
spouse.

• IRC Section 678(a): Person other than party that funded the trust can be the grantor if:

• Person has the power to revest title in itself; or

• Person released such a power but has other interest that would trigger grantor trust status; but

• Only if the grantor is not treated as the owner (IRC Section 678(b)).



Structuring: Common Trusts that are Often Grantor
• Spousal Lifetime Access Trusts (SLATs)

• Irrevocable Life Insurance Trust (ILIT)

• Trusts where grantor is receiving distributions/use of property:

• Grantor retained annuity trusts (GRATs)

• Qualified personal residence trusts (QPRTs)

• Charitable remainder trusts (CRUTs and CRATs)

• Revocable Trusts





Structuring: Common “Safe” Intentional Triggers
• Power of Substitution (a/k/a “Swap Power”)

• IRC Section 675(4) provides “A power of administration is exercisable in a nonfiduciary capacity by
any person without the approval or consent of any person in a fiduciary capacity. For purposes of this
paragraph, the term “power of administration” means … (C) a power to reacquire the trust corpus by
substituting other property of an equivalent value.”

• Revenue Ruling 2008-22 provides that the power to substitute (if structured properly) does not cause
estate tax inclusion

• Grantor Borrows from Trust: IRC Section 675(3) provides that a trust is grantor when (1) the grantor has
directly or indirectly borrowed from the trust, (2) if the loan does not have adequate interest and security
and (3) is made by a trustee who is an independent trustee.

• Giving a non-adverse party other than the grantor to add a charitable beneficiary will create grantor trust
status without causing estate tax inclusion.



Structuring: Toggling Grantor Trust Status
• “Toggling”: A term that refers to 1) making a grantor trust non-grantor or 2) making a non-grantor trust a

grantor trust.

• Turning ON grantor trust status: Requires that just a single triggering event occur giving the grantor (or
grantor’s spouse) an interest, connection, or power over the trust specified in Sections 672 through 678
that would trigger grantor trust status.

• Common examples:

• Trust gives a loan to the grantor to trigger grantor trust status under Section 675(3).

• Third party has the right to give the grantor a power of substitution that would create grantor trust
status under Section 675(4)(c).



Structuring: Toggling Grantor Trust Status
• Turning OFF grantor trust status requires that all factors that trigger grantor trust status under IRC

Sections 672 through 678 are eliminated

• Turning OFF grantor trust status may have an income tax recognition event:

• There is no step up in basis and generally gain is not recognized as the transfer of property already
occurred as a gift and thus IRC Section 1015 applies where the donee keeps the donor’s basis in the
property and no gain is recognized to the donee.

• However, if the donor’s liabilities exceeded the basis in the property transferred then the IRS’s
position under Technical Advice Memorandum 200011005 is that the donor has gain to the extent the
liabilities exceed the basis under Treasury Regulation Sections 1.1001-2(a)(2) and 1.1001-2(c) Ex. 5.

• Reportable Transaction: Notice 2007-73 identifies certain toggled grantor trusts as reportable
“transactions of interest.” One who enters into a “transaction of interest” must report it to the IRS in
accordance with Treasury Regulation Section 1.6011-4 and may be subject to penalties under IRC
Sections 6011, 6111, and 6112.



Planning with Grantor Trusts

• Remember, the grantor trust rules are income tax rules and can be used in contexts other than estate
planning.

• Rev. Rul. 2004-86 (Like-Kind Exchanges)

• Rabbi Trusts

• The income tax and the transfer tax rules are not in pari materia creating some of the transfer tax planning
opportunities that exists with grantor trusts.

• Key Rulings:

• Rev. Rul. 85-13

• Rev. Rul. 2004-64



Planning with Grantor Trusts

• Sales to Defective Grantor Trusts (Estate Freeze)

• Rev. Rul. 85-13

• Allows the grantor to remove appreciation of asset out of his or her estate.

• Asset Swaps

• Exchanging high-basis assets for low-basis assets

• Avoiding the Transfer for Value Rule

• Rev. Rul. 2007-13

• Income Tax Neutral Payments to Reduce Gross Estate

• Payment of income taxes on income earned by the trust

• Payment of rent

• Payment of interest

• Owner of S Corporation Stock



Drafting Tips

• Whether a trust is a grantor trust is a factual question based on the terms of the trust and how it’s
administered; intent to create a grantor trust or non-grantor trust alone is insufficient

• When drafting, always consider whether it’s intended to be a grantor or non-grantor trust

• If grantor, explicitly include power relying on

• If non-grantor, whether any other provisions included (for non-tax reasons) would inadvertently cause
grantor trust status



Drafting Tips: Savings Language

• Consider including savings language:

• The Internal Revenue Service has accepted the validity and effectiveness of savings provisions (see
Revenue Ruling 75-440; Private Letter Ruling 199932001) as has the U.S. Tax Court (see Estate of
Todd v. Commissioner, 57 T.C. 288 (1971)).

• Savings clauses are NOT however a fix for any drafting error as they only go so far and will not
override the unambiguous intent of the decedent nor will a savings clause with vague and sweeping
language always be able to overcome even ambiguous terms of the trust. See Estate of Walsh v.
Commissioner, 110 T.C. 393 (1998).

• Leave flexibility in your clauses to allow for toggling.



Drafting Tips
Grantor Trust Traps: Definitional Terms (Section 672) 

• IRC Section 672: Understanding who is adverse (IRC Section 672(a)), nonadverse (IRC Section 672(b)),
and “related or subordinate party” (IRC Section 672(c))

• IRC Section 672(e): A grantor is treated as having an interest or power if spouse has it and a spouse is:

• “any individual who was the spouse of the grantor at the time of the creation of such power or
interest”

• “any individual who became the spouse of the grantor after the creation of such power or interest, but
only with respect to periods after such individual became the spouse of the grantor”

• Continues to apply even after a divorce





Grantor Trust Traps: Revisionary Interests (Section 673)
• “The grantor shall be treated as the owner of any portion of a trust in which he has a reversionary interest

in either the corpus or the income therefrom, if, as of the inception of that portion of the trust, the value of
such interest exceeds 5 percent of the value of such portion.”

• For purposes of this section, you must assume that the trustee will exercise any discretion in favor of the
grantor, which includes not making distributions to other beneficiaries.

• Contingent Disposition/Disaster Clauses can create issues.

• Example:

• Grantor is married to someone who is 58 years old and has one child who is 30.

• Trust is being set up for benefit of child and descendants in February 2022.

• Trust has disaster clause that passes the trust to grantor’s heirs under intestacy laws.

• Value of the reversion interest the grantor’s spouse has is 5.6782%--trust is grantor

• Avoid Result: exclude spouse from disaster clause, e.g. “spouse is deemed to have predeceased the
grantor for purposes of this paragraph.”



Grantor Trust Traps: Control over Beneficial Enjoyment (Section 674)
• IRC Section 674(c) provides that certain distribution powers, e.g. discretion to make

distributions not limited by an ascertainable standard, does not trigger grantor trust status
where the power is held by an Independent Trustee, or more specifically where the grantor is
not a trustee and no more than half of the trustees are related or subordinate parties who are
subservient to the wishes of the grantor.

• As a result, naming a sibling, parent or descendant as the “independent trustee” of a trust
without at least an equal number of unrelated trustees would cause grantor trust status.



Income Tax Reporting
• The 1041 Method (the Traditional Method)

• The trustee files a fiduciary income tax return (Form 1041) but does not include the income, deductions, credits,
etc. on the face of the return. Those items are reflected on a separate statement attached to the income tax return
and shared with the grantor.

• The 1040 Method (Alternative Method No. 1)

• The trustee provides the grantor’s name and SSN and the trust’s address to all payors (i.e., parties that make
payments to the trust during the tax year).

• The trustee provides the grantor with a statement that

• Shows all items of income, deduction and credit for the trust for the taxable year

• Identifies the payor of each items of income

• Provides the grantor with the information necessary to compute his or her taxable income

• Informs the grantor that the information on the statement must be included in computing the grantor’s taxable
income and credits

• Note that the statement does not have to be provided to the grantor if the grantor is a trustee.

• Note that the grantor must provide the trustee with a completed Form W-9.



Income Tax Reporting
• The 1099 Method (Alternative Method No. 2)

• The trustee provides the trust’s name, address and EIN to all payors (i.e., parties that make payments
to the trust during the tax year).

• The trustee files Form 1099s (reflecting the trust as the payor and the grantor as the payee) with the
IRS reporting the income and gross proceeds paid to the trust during the taxable year.

• The trustee provides the grantor with a statement that

• Shows all items of income, deduction and credit for the trust for the taxable year

• Provides the grantor with the information necessary to compute his or her taxable income

• Informs the grantor that the information on the statement must be included in computing the
grantor’s taxable income and credits

• Note that the statement does not have to be provided to the grantor if the grantor is a trustee.



Income Tax Reporting
• Employer Identification Number (EIN)

• A grantor trust reporting under the 1041 method or the 1099 method must obtain an EIN.

• A grantor trust reporting under the 1040 method may but does not need to obtain an EIN.

• However, a grantor trust reporting under the 1040 method must obtain an EIN if it switches
to a different reporting method or the trust ceases to be a grantor trust.

• If a grantor trust is deemed to be owned by a single grantor and the grantor dies but the
trust continues to exist, the trust will have to get a new EIN even if the trust previously had
its own EIN.



Political Developments 
• Obama Administration Greenbook: From the 2014 Greenbook (released April 2013) through

the end of the Obama Administration, the proposal was to “coordinate” the estate and income
tax rules related to ownership over a trust.

• Trump Administration: There were no proposals to eliminate or substantially change the
grantor trust rules.

• Biden Administration Greenbook: The Biden Greenbook did not reintroduce the Obama
Administration proposal

• 2021 Legislative Proposals:



Political Developments: House Ways and Means Proposal 
• “Coordination”: Effectively reflects Obama Greenbook proposal in what would be a new Section

2901 which causes inclusion of grantor trust assets in the grantor’s gross estate, can be found
in other pending Democratic proposals (i.e. For the 99.5% Act and the American Housing and
Economic Mobility Act of 2021).

• “Deemed Recognition”: Creation of a new Section 1062 of the Internal Revenue Code, which
would treat sales between a grantor and grantor trust as if between an owner and a third party
(that is, as a recognition event for income tax purposes).

• Proposed Effective Dates:
• “Coordination” applies to trusts that were 1) created on or after the enactment date or 2)

any portion of a trust attributable to a contribution on or after the enactment date.
• “Deemed recognition” would apply to transaction occurring on or after the enactment date.



Political Developments: End of Build Back Better
• All versions of the Build Back Better Act that came after the initial House Ways and Means

September proposal dropped provisions related to grantor trusts.
• The issue is not going away as can be seen by a report entitled “Present Law and Background

on the Federal Taxation of Domestic Trusts” prepared by the Joint Committee on Taxation for
December 8, 2021, hearing “Some argue that the compressed rate brackets for trusts reduce or
eliminate the need for the grantor trust rules as a tool to prevent the inappropriate shifting of
income to lower tax brackets; the rules now are used primarily for transfer tax avoidance.”



Questions 
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