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Is the BDIT Ready for Primetime?
By Jonathan G. Blattmachr and Howard M. Zaritsky
The beneficiary defective irrevocable trust, or BDIT, has
become a favorite technique of a few sophisticated estate
planners, and more practitioners are looking to the BDIT as a
good means of estate freezing. Generally, the BDIT involves the
creation of an irrevocable trust for the benefit of the client (the
beneficiary) by a member of his or her family. The beneficiary
is given a withdrawal power sufficient to deem him or her to
own the trust assets for income tax purposes under section 678.
Then, the withdrawal power lapses. The named grantor retains
no power or interest that would cause him or her to be deemed
the owner of the trust under section 671. The beneficiary then
lends or sells assets to the trust without income tax
consequences, removing future appreciation from his or her own
gross estate.

Structure. Typically, the named grantor, who is often a
parent of the beneficiary, contributes a cash sum to fund the trust
and may allocate or be deemed to allocate GST exemption to the
contribution. For reasons discussed below, this sum is usually
$5,000. The beneficiary is then given a right to withdraw the
contribution for a set period, usually 30 or 60 days, at which time
it will lapse. After the withdrawal right lapses, the beneficiary
is entitled to mandatory or discretionary distributions of principal
and income. The beneficiary may also be a trustee or trust
advisor.
1

The beneficiary is deemed to own the trust's assets
because of section 678. The withdrawal power is a
general power of appointment, but it lapses as to no
more than the greater of $5,000 or five percent of the
trust assets, so that the lapse does not constitute a
taxable release for estate or gift tax purposes and the
trust assets are not includible in the beneficiary's
gross estate (except to the extent, if any, the power has
not lapsed by the time the beneficiary dies).
The named grantor may or may not make other
contributions to the trust, but all contributions will be
subject to the beneficiary's withdrawal power.
The beneficiary then lends or sells property to the
trust. The beneficiary, as deemed owner of the trust
assets, is not taxed on any interest or gains on such
transactions because the existence of the trust is
ignored for income tax purposes; all trust assets are
deemed still to be owned by the beneficiary for
income tax purposes. See Rev. Rul. 85-13, 1985-1
C.B. 184. The remainder beneficiaries may guarantee
the trust's debt. The growth in the value of the trust
assets, above the interest paid or accrued to the
beneficiary, will be excluded from the beneficiary's
gross estate without estate or gift tax cost.
The BD1T vs. the 1DGT
The BDIT, like an intentionally defective grantor
trust (IDGT), removes the assets lent or sold to the

trust from the gross estate of both the settlor and
beneficiary and permits the beneficiary to have control
over the trust investments (although only limited
control over distributions). The BDIT, unlike the
IDGT, also:
1. allows the beneficiary to hold a mandatory
income interest, which would have adverse
estate tax consequences were the beneficiary
the grantor of the trust;
2.

affords the beneficiary protection under the
trust's spendthrift clause, even in states that do
not allow self-settled spendthrift trusts;

3.

affords the beneficiary protection from the
claims of the beneficiary's spouse, in a marital
dissolution or separation; and

4.

reduces administrative and fiduciary issues
when the beneficiary is both trustee and sole
current beneficiary.

This technique, however, is far more complicated
than many practitioners believe. There are significant
technical issues that must be resolved to create a valid
BDIT, raising questions about the validity and utility
of the trusts many practitioners have relied upon.
Who's Really the Grantor? The most obvious
issue is determining who is the grantor of a BDIT.
The named grantor must, in all cases, create the trust
with funds that are clearly his or hers. The use of
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funds transferred to the named grantor by the
beneficiary or later reimbursed by the beneficiary will
clearly cause the beneficiary to be treated as the true
grantor of the trust for federal income tax purposes.
See Treas. Reg. § 1.671-2(e)(1). This does not cause
an income tax problem, but the trust assets could be
included in the beneficiary's gross estate for estate tax
purposes under section 2036 or 2038, if the
beneficiary is deemed to have transferred assets to the
trust and retained an income interest or power to alter
beneficial enjoyment. The beneficiary could also be
deemed to be the grantor for state law purposes,
which would, in most states, give the beneficiary's
creditors the power to compel the trustee to make
discretionary distributions to the beneficiary, which,
in turn, could cause the trust assets to be includible in
the beneficiary's gross estate. See Rev. Rul. 76-103,
1976-1 C.B. 293; Estate of Paxton v. Comm'r, 86
T.C. 785 (1986); Outwin v. Comm it-, 76 T.C. 153
(1981), acq. 1981-2 C. B. 1 (construing Massachusetts
law); Paolozzi v. Comm it-, 23 T.C. 182 (1954), acq.
1962-2 C.B. 3 (construing Massachusetts law).
Does the Beneficiary Own the Trust? Section
678(a)(1) states that a beneficiary owns a portion of a
trust that he or she can vest in himself or herself.
Section 678(a)(2) states that a beneficiary owns a
portion of a trust that he or she was able to vest in
himself or herself, if that power was "partially
released or otherwise modified" and, after the partial
release or modification, the beneficiary has "such
control as would, within the principles of sections 671
to 677, inclusive, subject a grantor of a trust to
treatment as the owner thereof."
Typically, a BDIT gives the beneficiary a 30- or
60-day withdrawal right, which lapses annually to the
extent of the greater of $5,000 or five percent of the
trust fund. The beneficiary clearly owns, under
section 678(a)(1), the portion of the trust that he or

she could withdraw, for the duration of the withdrawal
right. There are, however, questions about what
portion of the trust the beneficiary owns after the
lapse of the withdrawal right. Some of these issues
can best be explored by considering a recent private
ruling that blessed the grantor trust aspect of the
creation of a BDIT.
In Private Letter Ruling 201216034 (April 20,
2012), the grantor created an irrevocable domestic
trust to hold S corporation stock. The trust instrument
stated that the grantor could make gifts to the trust and
that the primary beneficiary could withdraw each
contribution. The power of withdrawal was
cumulative, but it lapsed at the end of each year to the
extent of the greater of $5,000 or five percent of the
trust principal on that date.
The trustee had authority to distribute income or
principal to the primary beneficiary under an
ascertainable standard. The trust instrument also gave
the primary beneficiary the nonfiduciary power to
acquire the trust corpus by substituting other property
of an equivalent value, as determined by an
independent appraiser selected by the trustee.
The grantor was not a beneficiary of the trust and
had no interest in the trust, and neither the grantor nor
the grantor's spouse could be a trustee. Neither the
grantor nor any other nonadverse party could buy,
exchange, or otherwise deal with or dispose of all or
any part of the principal or income of the trust for less
than an adequate consideration in money or money's
worth, or enable the grantor or the grantor's spouse to
borrow all or any part of the corpus or income of the
trust, without adequate interest or security.
The Service concluded, with minimal analysis, that
the primary beneficiary owned the trust under section
678(0(1), with respect to that portion of the trust over
which the withdrawal right had not lapsed. The

Service stated that, to the extent that the primary
beneficiary failed to exercise the withdrawal right and
it lapsed, the primary beneficiary would be treated as
having released the power. The beneficiary also was
deemed to have retained a power of administration,
exercisable in a non-fiduciary capacity, to acquire the
trust corpus by substituting other property of an
equivalent value. The Service noted that whether
such a substitution power would cause a trust to be a
grantor trust, if the holder was the grantor, depends
upon facts and circumstances, but to the extent that it
would do so, the primary beneficiary would own the
trust under section 678(a)(2).
The Service also held that, to the extent that the
primary beneficiary has a withdrawal power over all
contributions to the trust, the trust would be an
eligible S corporation shareholder under section
1361(c)(2)(A)(i). Finally, the Service explained that
the primary beneficiary's withdrawal power was a
general power of appointment, but that there was no
taxable release because the right lapsed only to the
extent of the greater of $5,000 or five percent of the
trust fund. At the primary beneficiary's death, his or
her gross estate would include only that portion of the
trust fund that the primary beneficiary could withdraw
in the year of death, less any amount that he or she
actually did withdraw in that year. Treas. Reg. §
20.2041-3(d)(3); Estate of Dietz v. Comm 'r, T.C.
Memo. 1996-471.
This ruling is wrong on at least two important
issues, and the primary beneficiary should not have
been deemed the owner of the trust under section 678.
First, section 678(a)(2) applies when a withdrawal
power is "partially released or modified." One may
reasonably contend that a lapse should be treated like
a release or modification; the IRS has repeatedly
stated as much in private rulings and seems unlikely
now to change its view. See, for example, Private

Letter Rulings 201216034 (April 20, 2012);
201039010 (Oct. 1, 2010); 200747002 (Nov. 23,
2007); 200147044 (Nov. 23, 2001); 200104005 (Jan.
26, 2001); 200022035 (June 2, 2000); 200011058
(March 17,2000); 200011054-200011056 (March 17,
2000); 1 9 9 9 4 2 0 3 7 (Oct. 22, 1999);
199935046-199935047 (Sept. 3, 1999); 9812006
(March 20, 1998); 9810006-9810008 (March 6,
1998); 9810004 (March 6, 1998); 9809005- 9809008
(Feb. 27, 1998); 9745010 (Nov. 7, 1997); 9739026
(Sept. 26, 1997); 9625031 (June 21, 1996); 9535047
(Sept. 1, 1995); 9504024 (Jan. 27, 1995); 9450014
(Dec. 16, 1994); 9448018 (Dec. 2, 1994); 9320018
(May 21, 1993); 9311021 (March 19, 1993); 922603 7
(June 26, 1992); 914004 7 (Oct. 4, 1991); 9034004
(Aug. 24, 1990); 9009010 (March 2, 1990); 8936031
(Sept. 8, 1989); 8827023 (July 8, 1988); 8805032
(Nov. 6, 1987); 8701007 (Sept. 30, 1987); 8613054
(Dec. 31, 1985); 8521060 (Feb. 26, 1985); 8342088
(July 20, 1983). See also Blattmachr, Gans & Lo, A

Beneficiary as Trust Owner: Decoding Section 678,
35 ACTEC J. 106 (Fall 2009).
Even if one accepts the questionable view that a
lapse is equivalent to a release or modification, it is
difficult to see where the complete lapse of a
withdrawal right is a "partial" release or modification.
The Service has never attempted to explain how the
complete lapse of a withdrawal right can be a partial
modification, and practitioners should anticipate that
it may eventually seek to draw this distinction.
Practitioners should, therefore, give a beneficiary
whose withdrawal right lapses the continuing right to
withdraw principal and income for health, education,
support, or maintenance, so that the lapse will truly be
a "partial" release or modification. See Private Letter
Ruling 200949012 (Dec. 4, 2009).
Second, the primary beneficiary could not own the
trust in Private Letter Ruling 201219064 because the
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grantor owned the trust, and section 678(b) states that,
when both the beneficiary and the grantor are deemed
to own the same trust or trust portion, the grantor
owns it and the beneficiary does not. In this ruling,
the primary beneficiary was a nonadverse party
(having no interest in the trust adverse to the exercise
of the substitution power), who held a power of
substitution. The grantor is deemed to own a trust
over which a nonadverse party holds a nonfiduciary
power of substitution. See Rev. Proc. 2007-45,
2007-29 I.R.B. 89, and Rev. Proc. 2008-46, 2008-30
I.R.B. 238. The primary beneficiary in this ruling,
therefore, could not own the trust.
Practitioners creating a BDIT should not rely on a
power of administration to create beneficiary
ownership under section 678. It is better merely to
use an independent trustee (someone other than the
grantor, the grantor's spouse, or a person who is
related or subordinate to the grantor) and give that
trustee the right to distribute income and principal to
the beneficiary for any purpose. Were the beneficiary
the grantor of the trust, he or she would own it under
section 677 and therefore actually own it under
section 678(a)(2). Furthermore, the grantor would not
own the trust because of this power. I.R.C. § 674(c).
Does the Beneficiary Own the Whole Trust? In the
typical BDIT, the beneficiary's withdrawal power
lapses annually to the extent of the greater of $5,000
or five percent of the trust fund from which the power
could have been satisfied. This limitation is imposed
so that the lapse of the beneficiary's general power of
appointment (the withdrawal right) is not a taxable
release, which could cause both adverse estate and gift
tax consequences for the beneficiary. I.R.C. §§
2514(e), 2041(0(2). One may question, however,
whether the beneficiary will own the entire trust when
such a power lapses.
Problems may arise, when the beneficiary is given
tembe

a right to withdraw a specific dollar amount or the
right to withdraw the entire trust fund and that right
lapses based on a specific dollar amount. The
beneficiary owns that portion of the trust represented
by the dollar amount involved. In the typical BDIT,
the beneficiary would initially own 100 percent of the
trust because the only trust assets are the gift that the
beneficiary could withdraw or because the entire gift
lapsed within the $5,000 limit.
Regulations section 1.671-3(a)(3) states, however,
that:
[i]f the portion of a trust treated as owned by a
grantor or another person consists of an
undivided fractional interest in the trust, or of
an interest represented by a dollar amount, a pro
rata share of each item of income, deduction,
and credit is normally allocated to the portion.
Thus, where the portion owned consists of an
interest in or a right to an amount of corpus
only, a fraction of each item (including items
allocated to corpus, such as capital gains) is
attributed to the portion. The numerator of this
fraction is the amount which is subject to the
control of the grantor or other person and the
denominator is normally the fair market value
of the trust corpus at the beginning of the
taxable year in question. (Emphasis added.)
This formula could create a problem because the
numerator includes only the amount that could have
been withdrawn or as to which the withdrawal right
lapsed, valued on the date that the power lapsed, while
the denominator is the value of the trust fund on the
first day of the next taxable year of the trust. If the
trust appreciates between the lapse of the withdrawal
power and the first day of the next taxable year, the
beneficiary may not be deemed to own 100 percent of
the trust fund in the next year.

Pro

This formula also reinforces the notion that a
withdrawal right must continue to exist under section
678(0(2), even if it has been partially released or
otherwise modified. If the power has lapsed in its
entirety, there is no amount that may be withdrawn,
the numerator would be zero, and no portion of the
trust would be treated as owned by the beneficiary.
For example, in Year 1, Grantor gives $20,000 to
Trust, which has just been formed and which has no
other assets. The trust instrument gives Beneficiary a
30-day hanging power enabling her to withdraw the
lesser of two times the gift tax annual exclusion
($26,000) or the amount of the gift ($20,000).
Beneficiary's withdrawal right lapses 30 days after the
gift, to the extent of the greater of $5,000 or five
percent of the trust fund. It continues to be
exercisable with respect to the excess of the
withdrawal limitation over the lapse limitation. In
Year 1, Beneficiary owns 100 percent of the trust; she
owns $15,000 for the entire year (the portion of her
withdrawal right that did not lapse), $5,000 for
30-days (the pendency of her withdrawal right), and
that same $5,000 for the rest of the year because, after
the withdrawal right lapsed, Beneficiary remained a
discretionary distributee of income and principal. On
January 1 of Year 2, however, the trust fund has
appreciated to $25,000. At start of Year 2,
Beneficiary owns $15,000 that she can still withdraw,
and $5,000 under section 678(a)(2). Beneficiary,
under this regulation, appears to own only 80% of the
trust in Year 2 because her ownership is $20,000 of a
$25,000 trust fund.
This issue has not been addressed directly in any of
the private rulings, though several of the rulings do
appear to treat the beneficiary as owning the entire
trust, without analysis or reference to this regulation.
See, for example, Private Letter Ruling 201216034
(beneficiary-owned trust could be eligible S

corporation shareholder, which requires 100 percent
ownership of the trust). Some practitioners have
decided that the regulation cannot apply in this
situation or the IRS would have ruled differently.
Other practitioners are unwilling to rely on private
rulings that contain no analysis of the particular issue
and justifiably are reluctant to rely on a lapsing
withdrawal right to give a beneficiary ownership of all
of a trust.
One reasonable solution to this problem is not to
measure the beneficiary's withdrawal right or its lapse
by a dollar amount or fractional share of the trust
fund. The grantor can give the trust $5,000 and give
the beneficiary the right to withdraw all of the trust
assets. That right would lapse at the end of the set 30or 60-day period, and because the amount that could
have been withdrawn did not exceed $5,000, the lapse
is not a taxable release of a general power of
appointment. It is arguable, furthermore, that,
because there was no limitation on the withdrawal
right, the regulation quoted above does not apply.
This appears to be the safest approach to the creation
of a BDIT.
Is $5,000 Enough Capital to Leverage a Large
Sale or Loan? Practitioners implementing a sale to an
IDGT are familiar with the common view that the
trust must have its own assets equal to at least ten
percent of the amount of the debt. This concept,
which is based on Private Letter Ruling 9535026
(May 31, 1995), involves the need to determine that
the obligation from the trustee to the grantor is a bona
fide indebtedness rather than an equity interest in the
trust. The courts have repeatedly examined debt
created between related parties to determine whether
it truly reflects a debtor-creditor relationship. See, for
example, Zimmerman v. United States, 318 F.2d 611
(9th Cir. 1963); Estate of Maxwell v. Commissioner,
98 T.C. 594 (1992), aff'd, 3 F.3d 591 (2d Cir. 1993);
tember 2012

Estate of Kelley v. Commissioner, 63 T.C. 321 (1974),
nonacq. 1977-2 C.B. 1; Estate of Lockett v. Comm 'r,
T.C. Memo. 2012-123. The courts traditionally review
seven questions in determining whether the obligation
is a true bona fide indebtedness:
I. Is there a note or other written instrument?
Such an instrument is indicative of a
debtor-creditor relationship, but little weight
is given to an instrument that does not
comport with the substance of the transaction.
Teymourian v. Comm 'r, T.C. Memo.
2005232; Provost v. Comm'r, T.C. Memo.
2000177;

2.

Was interest paid? The actual payment of
interest indicates the existence of a bona fide
debt. Welch v. Comm 'r, 204 F.3d 1228 (9th
Cir. 2000), aff'g T.C. Memo. 1998121;
Teymourian v. Comm 'r; Morrison v. Comm 'r,
T.C. Memo. 200553. This tends to favor
requiring that at least part of the interest be
paid currently, rather than accruing all of the
interest;

3.

Is there a fixed schedule for repayment? Such
a schedule indicates a bona fide loan. Welch
v. Comm 'r; Teymourian v. Comm 'r;

4.

Is there adequate security? Such security
evidences a bona fide debt. As discussed
below, personal guarantees by persons with
adequate assets to make good those guarantees
should be evidence of adequate security;

5.

Has the debt been repaid? Actual repayment
indicates a bona fide loan. Haber v. Comm 'r,
52 T.C. 255 (1969), ff'd, 422 F.2d 198 (5th
Cir. 1970);

6.

Do the economic realities suggest a reasonable
expectation of repayment? No matter what
the paperwork says, the courts will look at the

realistic nature of the expectation of
repayment. Fisher v. Comm 'r, 54 T.C. 905
(1970); Welch v. Comm 'r; and
7.

Does the conduct of the parties indicate the
existence of a true debtor-creditor
relationship? Again, the paperwork can be
ignored if the parties have not acted like they
are dealing at arm's-length. Baird v. Comm 'r,
25 T.C. 387 (1955); Teymourian v. Comm' r;
Morrison v. Comm 'r.

The lack of substantial trust assets may make any
significant debt between the beneficiary and the
trustee appear suspect. Commentators have debated
whether ten percent is a sufficient amount of equity in
a trust to support a debt obligation, and some have
suggested that less equity is acceptable if the
underlying assets are likely to produce income
sufficient to amortize the debt. The consensus,
however, appears to be that ten percent is a minimum
figure and that practitioners should be wary of
involving clients in an installment sale or loan to a
trust that has less assets than ten percent of the debt.
A BDIT, like any trust that does not own
significant assets, can provide security for its
indebtedness by having remainder beneficiaries
provide loan guarantees. If the current beneficiary
who will sell or lend money to the trust provides a
loan guarantee, he or she is merely admitting that the
trust lacks adequate security and declaring that he or
she will not pursue the collection process if the trust
defaults. Any beneficiary guarantees must come from
the remainder or other current beneficiaries of the
trust.
Personal guarantees should suffice to create a bona
fide indebtedness for a trust that lacks adequate assets
of its own, if the guarantors have sufficient personal
assets to assure repayment of the debt. A personal

guarantee from an insolvent guarantor may not be
deemed a reasonable assurance of the repayment of
the debt.
The Service has not conclusively ruled on whether
a personal guarantee is a gift from the guarantor to the
trust, absent an adequate guarantor's fee. In Private
Letter Ruling 9113009 (March 29, 1991), the Service
held that a personal guarantee constituted a current
taxable gift and that the disposition of property to a
marital trust that had to assume the guarantees would
result in the denial of the marital deduction. The
Service relied on Dickman v. Comm 'r, 465 U.S. 330
(1984), and concluded that a loan guaranty for one's
child (or an enterprise in which the child is
beneficially interested) was itself a gift because the
child received a distinct financial benefit.
The Service withdrew that ruling three years later,
changing its position on the marital deduction issue,
but stating nothing about the gift tax issue. Private
Letter Ruling 9409018 (March 4, 1994). In an
unnumbered Field Service Advisory issued on June
17, 1994, the IRS discussed the two private letter
rulings and stated: "The Service's position on this
issue is still being reconsidered, and it is not clear that
the guarantees in this case constitute gifts that are
complete as of the execution of the guarantees." 1994
Westlaw 1865994. The Service has not, however,
made a definite pronouncement on this issue.
If a beneficiary's guarantee constitutes a taxable
gift, the beneficiary could owe gift tax on the deemed
transfer to the other beneficiaries of the trust. The
value of that transfer would likely be the entire value
of the loan guarantee because the beneficiary's
interest would be ignored under section 2702.
If a remainder beneficiary or contingent beneficiary
guarantees the debt and is deemed to have made a gift,
he or she could become a partial deemed owner of the

trust. This could create recognition of gain if the
primary beneficiary holds an installment obligation
from the trust as a result of an installment sale to the
trust.
Most practitioners believe that a beneficiary can
safely guarantee a debt of a trust as a means of
protecting his or her interest. There are several lines
of cases that support this view, but all of these cases
predate Dickman, on which the IRS relied in Private
Letter Ruling 9113009.
First, several courts have held that no gift occurs
when the primary beneficiaries of an irrevocable life
insurance trust pay the premiums on policies held by
the trust. Seligmann v. Comm 'r, 9 T.C. 191 (1947);
Pledt v. Comm 'r, 17 T.C. 77 (1951); but compare
Berger v. Comm'r, 201 F.2d 171 (2nd Cir. 1953),
rev 'g T.C. Memo 1951-371 (to the extent that
beneficiary paid premiums on policies held for the
benefit of other beneficiaries, a taxable gift occurred).
If beneficiaries of an insurance trust can pay
premiums without a taxable gift (the position of the
Tax Court), it is reasonable to contend that a
beneficiary's guarantee of a loan to the trust should
not be a taxable gift.
Second, several courts have sustained a bad debt
deduction for a taxpayer who was required to make
good on a loan guarantee, rejecting the Service's
argument that the guarantee was actually a gift. These
courts held that the guarantor reasonably expected that
he or she would never need to make good on the
guarantee, or that if he or she did have to make
payment, the primary obligor would reimburse the
guarantor fully. See Pierce v. Comm 'r, 41 B.T.A.
1261 (1940) (father's guarantee of son's debt was not
a gift because the son was solvent at the time of the
guarantee, the father reasonably expected the
collateral to increase in value and cover the debt, and
the guarantee was made partially to protect the price
September 2012
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of the securities held as collateral); Ortiz v. Comm 'r,
42 B.T.A. 173 (1940) (wife's guarantee of her
husband's accounts was not a gift because she
reasonably expected repayment and she had a right to
reimbursement for any payment); Fox v. Comm 'r, 14
T.C. 1160 (1950), rev'd on other grounds, 190 F.2d
101 (2d Cir. 1951) (wife's guarantee of her husband's
margin loan was not a gift because she reasonably
expected that the husband would repay her for any
payment she had to make); Shiman v. Comm 'r, 60
F.2d 65 (2d Cir. 1932) (Learned Hand held that the
guarantee of a brother-in-law's accounts was not a gift
because the guarantor expected repayment from the
solvent primary obligor). See also, however, Cogan
v. Comm 'r, T.C. Memo 1971-251 (mother guaranteed
son's debt without his knowledge and with no intent
to enforce collection against the son who was the sole
support of his wife and three young children); Estate
of Davidson v. Comm 'r, 26 B.T.A. 754 (1932)
(father's pledge of securities for his son's benefit was
a gift and the obligation was not son's debt because
the parties never agreed to return the securities.)
Third, section 679 states that a foreign trust is a
grantor trust if it has a U.S. grantor and a U.S.
beneficiary. Regulations section 1.679-3(e)(1) states
a foreign trust that borrows money or other property
from any person who is not the grantor or a person
related to the trust, and a U.S. person who is a related
person with respect to the trust guarantees the trust's
debt, the U.S. guarantor is treated for purposes of this
section as a U.S. transferor who has made a transfer to
the trust. If the lender is a U.S. person and the
guarantor is a U.S. person, the lender is not treated as
having transferred that amount to the foreign trust.
This reasonably can be construed as treating the
guarantor of a debt from a foreign trust as a grantor of
that trust. The absence of a comparable provision
with respect to domestic trusts suggests that a
beneficiary who guarantees a debt of a U.S. trust

should not be deemed to be a co-grantor — inclusio
unius est exclusio alterius. See, for example, Kaplun
v. United States, 436 F.2d 799 (2d Cir. 1971) ("The
Government's position is that . . . since subsection
(a)(1) specifically limits bequests entitled to taxable
deduction to domestic governmental bodies for
exclusively public purposes, foreign governmental
bodies must therefore be excluded throughout all of
the subsections of § 2055(a) under the canon of
construction, inclusio unius est exclusio alterius.")
The best approach to avoid potential tax problems
with regard to a beneficiary's loan guarantee is for the
trustee to pay the beneficiary a reasonable guarantor's
fee. The adequacy of the payment should be
determined by an evaluation by a competent
investment banker, who will likely compare the
transaction with the amount charged by a commercial
bank for a letter of credit. In light of the serious
ramifications of a gift by the guarantor,
documentation of the adequacy of the guaranty
payment is recommended.
Conclusions. The very structure will always make
the BDIT of utility only to those clients with
convenient family situations. The client must have a
parent or other relation (or, perhaps, a very, very good
friend) who will provide the initial funding for the
trust, as an absolute gift to the beneficiary. The
named grantor, furthermore, should hire and pay the
attorney who prepares the trust. Even in this situation,
however, there are many issues that can complicate
the transaction.
The practitioner must, in all events, caution the
client about the lack of binding precedents on most of
the key issues of a BDIT, the possible
recharacterization of a sale or loan as a transfer with
a retained beneficial interest, and the questions about
the beneficiary's percentage of deemed ownership. In
many situations, it will be more practical and safe to

establish an IDGT in a state that affords creditor and
spousal protection to self-settled spendthrift trusts,
such as Alaska, Delaware, Nevada, and Virginia.
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