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Defective Grantor Trusts can be an effec-
tive estate planning tool. Properly used,
they can enable clients to accomplish a
variety of objectives. They can be particu-
larly effective in managing transfer tax
issues associated with large premium life
insurance cases. This article will explore
the general use of Defective Grantor Trusts
and how they can be used in conjunction
with life insurance.

Income Taxation of Trusts —

In General

It may be helpful to begin with a brief
overview of trust taxation principles. A
trust is a distinct legal entity that can own
and manage property in the same way
individuals and corporate entities can.
And like their individual and corporate
counterparts, trusts are subject to income
tax on income realized in any given tax
year. Taxable income generally consists of
gross income for the year minus deduc-
tions. Gross income for a trust is broadly
defined, as it is for individuals — income
from whatever source derived. So, basically,
if an item would represent income in the
hands of an individual, it will be consid-
ered income to the trust. Similarly, a trust
may generally take deductions that would
otherwise be allowed to an individual,
though there are certain exceptions and

additions. One additional deduction unique
to trusts is the ability to deduct from
income distributions of taxable income
made to beneficiaries of the trust during
the year. Where that occurs the beneficiaries
pay tax on the income distributed to them.
Generally speaking then, with trusts, who-
ever receives the income, pays the tax.

The Grantor Trust Rules

The general rules outlined above do not
apply to grantor trusts. Grantor trusts do
not have income taxable to the trust.
Rather, the trust income is taxable to the
grantor as the “owner” of the trust for
income tax purposes. The Grantor Trust
rules were established to prevent wealthy
taxpayers from reducing their income taxes
by transferring income producing property
into trusts over which they retained signifi-
cant control, but which would be taxed at
rates lower than the grantor’s. Under the
Grantor Trust rules a person who transfers
property to a trust (the grantor) is treated as
the owner of the trust for income tax pur-
poses if the grantor retains certain powers
or interests in the trust or trust property.

As “owner” of the trust the grantor is taxed
on income earned by the trust (to the extent
of his or her “ownership” interest). Those
powers or interests which result in Grantor
Trust status are outlined in Internal Revenue
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Code (IRC) §§ 673 - 679. They include (but
are not limited to) the following:

> Certain reversions of the trust property
to the grantor (if the value of the
reversion exceeds 5% of the value
of the trust) (§673)

> Retaining certain powers to control
beneficial enjoyment of the trust
property or income (§674)

> Retaining certain administrative
powers ($675):

— Power to deal with trust funds for less
than full and adequate consideration
— Power to borrow without adequate
interest or security
— Power to exchange property of equal
value
> Retaining the power to revoke the
trust (§676)
>Trust income distributed or held for
the benefit of the grantor (§677):
—Income used to pay life insurance
premiums on life of grantor or
grantor’s spouse
— Income used to discharge a legal
obligation of the grantor
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