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An installment sale to an
Intentionally Defective Grantor
Trust (“IDGT”) is a gift and estate
planning technique that involves
the sale of appreciated or appreciat-
ing assets to a trust established by
you that is structured so that the
assets of the trust are excluded from
your estate for Federal estate tax
purposes, but considered to be
owned by you for Federal income
tax purposes. The trust is considered
a “grantor trust” for Federal income

taxes. As such, the trust is disregard-
ed as a separate taxable entity, and
you will be required to report on
your personal Federal income tax
return all of the taxable income
(both ordinary income and capital
gains) of the IDGT. This tax pay-
ment will inure to the beneficiaries
of the trust but is not considered an
additional gift for Federal gift tax
purposes. Note, however, that the
same rule does not necessarily apply
for state income tax purposes.

For example, Pennsylvania requires
a IDGT to file its own income tax
return and pay its own tax. 

The technique is structured as a
combination of a gift and a sale to
the IDGT. In a typical arrangement,
you would first provide “seed”
money to the IDGT, by making a
gift, usually cash, to the trust. This
cash can be used to make the down
payment referred to below. Next,
you would sell one or more appreci-
ated assets to the IDGT in exchange
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only upon tax practitioners’ inter-
pretations of various provisions of
the Internal Revenue Code, reported
cases, and rulings, but is not specifi-
cally sanctioned under the law. As a
result, there is some degree of legal
uncertainty about the IDGT tech-
nique. On the other hand, the
GRAT technique is statutorily
approved in the Internal Revenue
Code and in regulations, reported
cases, and rulings. 

A second disadvantage of a 
sale to an IDGT is that if you die 
during the term of the Note, the
“grantor trust” status of the IDGT
will terminate and you or your
estate may have to recognize the
deferred gain attributable to the
unpaid portion of the principal of
the Note. 

required interest rate is only 100%
of the applicable Federal interest
rate, which varies based on the term
of the Note. In most cases, the
IDGT interest rate is lower than the
GRAT interest rate. As a result, the
IDGT technique produces estate
and gift tax savings at a lower total
net return as compared to a GRAT. 

Second, if the grantor dies 
during the term of the Note, the
assets of the IDGT will not be 
subject to Federal estate taxation,
whereas with a GRAT all or sub-
stantially all of the value of 
the GRAT as of the date of death 
will be subject to Federal estate 
taxation.

A major disadvantage of the
IDGT as compared to a GRAT is
that the IDGT technique is based
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for a promissory note (“Note”) in
the amount of the purchase price,
which may provide for installment
payments over a period of time,
with interest at the minimum
required IRS interest rate or annual
“interest only” payments with a
“balloon” payment of principal at
the end of the term. Often, the
IDGT makes a down payment of
10%–15% of the purchase price,
using the “seed” money referred to
above. Typically, the property sold
to the IDGT secures the Note. In
addition, where possible, we recom-
mend that the beneficiaries of the
IDGT personally guarantee the pay-
ment of the Note.

Since the IDGT is disregarded
for Federal income tax purposes, the
sale transaction between you and
the trust has no Federal income tax
consequences. No gain or loss is
recognized on your sale of the assets
to the IDGT; you are not required
to report the sale on your Federal
income tax return; you are not taxed
separately on the interest payments
that you receive from the IDGT;
and you will continue to be taxed
individually on all income generated
by the IDGT as if it did not exist.

This technique is economically
similar to the grantor retained annu-
ity trust (“GRAT”) technique. How-
ever, while there are some advan-
tages over the GRAT technique,
there are also disadvantages. 

One advantage of the IDGT
technique is that a lower interest
rate can be used as compared to a
GRAT. The required interest rate
used to value a GRAT is 120% of
the Federal midterm rate in effect
on the date of the gift. (The
midterm rate is used for loans of
over 3 but less than 9 years). For a
sale to an IDGT, the minimum
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