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Steps of the Transaction

Overall, the name of the game is removing future appreciation 
of the client’s assets from the client’s gross estate.

Tax Planning Goals:

• “Freeze” the value of the client’s estate for estate tax 
purposes.

• Shift the future appreciation of the client’s assets to the 
client’s descendants via an irrevocable trust.

• Do so in a transfer tax and income tax efficient manner.
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Steps of the Transaction
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A compelling option to accomplish those goals is utilizing an 
advanced technique referred to as a “Sale to an Intentionally 
Defective Grantor Trust.” 

• Referring to the technique as a sale to an “intentionally 
defective” grantor trust emphasizes that the client is 
purposely creating an irrevocable trust that will cause the 
client to be treated as the owner of the trust property for 
federal income tax purposes (under the grantor trust rules of 
Code sections 671 through 679) but not for federal estate tax 
purposes.

• Referring to the transaction simply as a sale to a grantor trust 
means the same thing. 
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Steps of the Transaction
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Step 1 - Client creates an irrevocable dynasty trust for the 
benefit of children, grandchildren and future descendants.

• The trust is structured such that (a) all gratuitous transfers of 
property to the trust will be completed gifts for gift tax 
purposes and (b) the trust property will not be included in the 
client’s gross estate for estate tax purposes.

• However, the trust is structured such that the client is treated 
as the owner of the trust property for income tax purposes. 
- Intentionally include one or more provisions that trigger grantor 

trust status under Code sections 671-679 (e.g., a power enabling 
the client to substitute assets and a power enabling the trustees 
to lend to the client without adequate security).
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Steps of the Transaction
Step 2 - Client “seeds” the trust with a gift equal to at least 
10% of the value of the client’s assets that will be purchased 
by the trust.
• The gift should use the client’s applicable credit amount.

• The client should allocate GST tax exemption to the gift.
- Unlike with a GRAT, the client can allocate GST tax exemption in this 

transaction at the time of the transfer because there is no estate tax 
inclusion period (“ETIP”).

• The “10%” seed gift is a practice rule of thumb; it’s a myth. An alternative 
to the 10% gift is for the beneficiaries to guarantee the payments on the 
note, as discussed below; a guaranty fee should be paid.

• If the client has already “seeded” an irrevocable dynasty trust, a sale 
transaction may be implemented as a follow-up to that prior gift.
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Steps of the Transaction
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Step 3 – The client and the trust “wait for the dust to 
settle.”

• There is no specific waiting period.

• Generally speaking, the longer, the better.

• In most cases, 30 to 90 days ought to be enough time, and 
different tax years is preferable.
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Steps of the Transaction
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Step 4 – The trust purchases the client’s highly 
appreciable assets using a promissory note.

• The promissory note may be structured as an interest-only, 
balloon note so that repayment of principal is deferred until 
the end of the term. Generally, the note has a term of 9 years 
and, accordingly, an interest rate equal to the mid-term 
Applicable Federal Rate (“AFR”).

• Because the transaction occurs between the client/grantor 
and a grantor trust, there are no income tax consequences 
and no recognition of gain or loss. See Rev. Rul. 85-13.
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Steps of the Transaction
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Step 5 – The trust pays interest on the promissory note to 
the client/grantor during the term of the note.

• Because the trust is structured as a grantor trust (i.e., the 
client is treated as the owner of the trust property for income 
tax purposes), the client does not pay income tax on the 
interest payments that the client receives (i.e., you cannot be 
taxed for paying yourself interest).

• Because the trust is structured as a grantor trust, all of the 
trust’s items of income, loss, deduction and credit are 
attributed to the client. Consequently, the client pays any 
income tax generated by the trust’s assets – further reducing 
the client’s gross estate. 
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Steps of the Transaction
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Meanwhile . . . 

Any appreciation of the trust assets in excess of the 
relevant AFR accumulates inside the trust and outside of 
the client’s estate – free of any transfer tax.
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Steps of the Transaction
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Step 6 – At the end of the term of the promissory note, the 
trust pays the principal back to the client in cash or in 
kind.

• Alternatively, the term of the promissory may be extended. 
- Repeatedly extending the term of the promissory note could

increase the risk of an IRS attack on the grounds that the client 
retained an income interest in the trust property for life. 

• Consider repaying the principal with low-basis assets (as 
opposed to cash) to realize a greater income tax benefit from 
the step-up in basis at the client’s death.
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Example
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Client owns GrowthCo., an S-corp., with a value of $20 million. He 
recapitalizes GrowthCo. into voting shares (10%) and non-voting 
shares (90%). 

Client gifts $2 million in cash and/or marketable securities to a grantor 
trust. Client sells the non-voting shares in GrowthCo. to the trust for a 
$12 million interest-only, balloon note, with a 9-year term bearing 
interest at the October 2017 mid-term AFR of 1.85%. The $12 million 
purchase price reflects a 33 1/3% discount ($20 million x 90% = $18 
million; $18 million x 33 1/3% = $6 million; $18 million - $6 million = 
$12 million). 

If GrowthCo. pays a dividend of at least 1.85%, the interest payments 
can be fully covered. Alternatively, the income and/or principal from 
the cash and/or marketable securities can be used to cover the 
interest payments.
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Example (cont.)
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Five years later, GrowthCo. is sold for $50 million.

• Trust pays off the $12 million note and retains $38 million of the 
gross sales proceeds.  Client pays the capital gains tax, further 
reducing client’s estate. 

• End result = $15.2 million transfer tax savings (40% x $38 million).
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Utilizing a Partnership Structure
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Utilizing a partnership structure in connection with a sale to an 
intentionally defective grantor trust is known as a “Super-
Freeze” technique.

The client realizes all of the same benefits as the standard 
transaction, plus a discounted value on the assets transferred 
to the trust, which can be marketable securities.



14

Utilizing a Partnership Structure
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The 6 main steps of the transaction do not change. 

The difference is that the client does not sell his or her highly 
appreciable assets directly to the trust. Instead, the client 
contributes the assets to a limited partnership, then sells the 
limited partnership interests to the trust.

The limited partnership interests are sold a discount for lack of 
control and lack of marketability. Discounts of 25% to 35% are 
not uncommon.
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Utilizing a Partnership Structure
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Example
Client’s living trust owns a portfolio of marketable securities with a 
current fair market value of $20 million. Client would like to enact a 
“super-freeze” to remove future appreciation from her estate.

• Living trust contributes its $20 million of securities to a limited 
partnership in exchange for a 99% limited partnership interest.

• Spouse and/or children and/or trusts for their benefit create a limited 
liability company to serve as the general partner. The LLC is funded 
with cash and/or marketable securities having a value equal to 1% 
of the aggregate value of the contribution to the limited partnership 
(i.e., $202,020). 

• The LLC then contributes $202,020 to the partnership in exchange 
for a 1% limited partnership interest. 
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Utilizing a Partnership Structure
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• After the partnership is fully funded, the client’s living trust sells its 
99% limited partnership interest to the seeded dynasty trust. 

• Intuitively, the value of an interest in a limited partnership should 
be – and indeed is – less than the value of the assets owned by 
the partnership. In large part, the value of a limited partnership 
interest is discounted because (a) a limited partner has very little 
control over management of the partnership assets and (b) a 
limited partnership interest is not a highly marketable asset. 
Consequently, the value of the limited partnership interest that the 
client’s living trust sells to the dynasty trust will be less than $20 
million. 

• Assuming the limited partnership interest is appraised at a 30% 
discount, the value of the 99% LP interest would be $13.89 million.
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Utilizing a Partnership Structure
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Utilizing a Partnership Structure
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Reviewing the Transaction
Advantages of the Sale to a Grantor Trust Technique:

• Removes all future appreciation on the assets sold to the grantor 
trust, less the interest payments on the promissory.

• No gain or loss is recognized on the sale. No income tax is realized 
on the interest payments received by the grantor. 

• If prior gifts were made to a grantor trust, then the “seed” required for 
a sale to the trust has already been planted.

• If GST exemption was allocated to the “seed” gift, all appreciation in 
the trust will also be GST tax exempt. If not, GST exemption may still 
be allocated to the trust.
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Reviewing the Transaction
Advantages of Including a Substitution Power a/k/a Swap Power:

• A substitution power allows the grantor to swap assets of equal 
value for those owned by the irrevocable trust.

• The grantor swaps in high basis assets of equal value in exchange 
for the trust’s low basis assets.

• The result is that the grantor dies owning the low basis assets and 
receives a step-up.

• Third party lending may be considered if the grantor lacks high basis 
assets or sufficient liquidity.

• Most effective if we know when the grantor is going to die…

Florida Fellows Institute
Sales to Grantor Trusts
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Reviewing the Transaction
Disadvantages of the Sale to a Grantor Trust Technique:

• Requires “seed” capital

• No automatic price adjustment (as opposed to a GRAT)
- A GRAT annuity (if stated as a percentage of value as finally determined for 

federal gift tax purposes) will automatically adjust if the IRS revalues the gift to the 
GRAT, which allows a zeroed-out GRAT gift to never be valued more than zero. 

- With a sale to a grantor trust, practitioners typically use a formula clause 
(sometimes coupled with a gift of any increase in value determined on audit to a 
trust that defers or avoids the gift tax) to achieve the same result. Courts have 
only recently sanctioned this approach. There is still some risk that client might 
have to pay gift tax in the context of a sale.
- Christiansen v. Commissioner, 104 AFTR 2d 2009-7352 (8th Cir. 2009).
- Petter v. Commissioner, T.C. Memo. 2009-280, aff’d 653 F.3d 1012 (9th Cir. 2011).
- Hendrix v. Commissioner, T.C. Memo. 2011-133 (June 15, 2011).

- Another option is to use a defined value clause that transfers as many shares 
or interests as equals a specific dollar amount.

- Upheld in Wandry v. Commissioner, T.C. Memo. 2012-88 (March 26, 2012). 
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Reviewing the Transaction
Disadvantages of the Sale to a Grantor Trust Technique:

• Not specifically sanctioned by the Code (unlike a GRAT)

Which exposes the transaction to an attack by the IRS…
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Recent IRS Attack
The IRS recently challenged the technique in Woelbing.
Estate of Donald Woelbing v. Commissioner, Docket No. 30261-13 and 
Estate of Marion Woelbing v. Commissioner, Docket No. 30260-13.

• Mr. Woelbing sold all of his non-voting stock in a closely-held 
company (Carma Laboratories Inc., maker of Carmex lip balm 
maker) to an irrevocable trust (most likely a grantor trust) in 
exchange for a promissory note (approx. $59 million) bearing 
interest at the relevant AFR. 

• The purchase price of the stock was determined by an 
independent appraiser.

• The promissory note contained a defined value provision which 
stated that the number of shares purchased would automatically 
adjust to the face value of the note if the IRS determined the value 
of the stock to be different than the appraised value.  

Florida Fellows Institute
Sales to Grantor Trusts
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Recent IRS Attack
• The trust owned split-dollar life insurance on the lives of Mr. and Mrs. 

Woelbing whereby Carma Laboratories was obligated to pay the 
insurance premiums and the trust was obligated to repay the 
company for its advances on the premiums after both spouses 
passed away.

• Two of the trust beneficiaries (Woelbing sons) executed personal 
guarantees to the trust for 10% of the stock purchase price.

• Mr. Woelbing died in 2009.  Mrs. Woelbing died in 2013, two days 
after receiving a Notice of Deficiency for $32 million for gift tax. 

• Notices of Deficiency were then issued to both estates alleging 
estate and gift tax liabilities in excess of $125 million and penalties of 
over $25 million.

Florida Fellows Institute
Sales to Grantor Trusts
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Recent IRS Attack
• The IRS argued that (a) section 2702 applies to the sale of stock to 

the trust (i.e., that the interest payments on the note were not 
“qualified interest payments” and, thus, the value of the retained 
interest in the notes is $0; (b) alternatively, if section 2702 does not 
apply, the transaction constituted a taxable gift equal to the 
difference between the fair market value of the stock and the note 
received in exchange; and (c) the stock should be included in the 
Woelbing estate under sections 2036 and 2038. 

• The IRS claimed that the value of the transferred stock was $116.8 
million, not $59 million.

Florida Fellows Institute
Sales to Grantor Trusts
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Recent IRS Attack
• In 2016, the case ultimately settled over the valuation of the stock.

• The IRS did not pursue the section 2702, 2036 or 2038 issues.  

• If the case had not settled, the Tax Court probably would have 
addressed the effectiveness of the price adjustment clause, the terms 
and interest rate of the promissory note, and whether personal 
guarantees and life insurance cash value could be used to provide the 
“10%” capital to support the purchase.

• The settlement was welcome news, but uncertainty remains. . . 

Florida Fellows Institute
Sales to Grantor Trusts
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Reporting the Transaction
Should the Sale be Disclosed on a Gift Tax Return?

• Adequate Disclosure Rules:
- Erring on the side of caution, the client should adequately 

disclose the transaction on a gift tax return, even if there was no 
gift component to the transaction. 

- If adequately disclosed, a sale transaction with a zero value gift 
will commence the statute of limitations period for the IRS to 
review the transaction. The statute of limitations applicable to 
assessment of the gift tax is generally three years as provided by 
section 6501(a). Once that limitations period passes, the values 
in the transaction will be deemed “finally determined.”

- If no return is filed or if adequate disclosure is not made (or the 
filed return is false or fraudulent), the statute of limitations 
remains open indefinitely.
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Reporting the Transaction
• Adequate disclosure requirements are found in Treasury 

Regulation section 301.6501(c)-1(f)(2). The requirements are:
- Description of transferred property and any consideration 

received by the transferor.
- Identity of, and relationship between, the transferor and 

transferee.
- If property is transferred in trust, the trust’s tax ID number and 

either: (a) a brief description of the terms of the governing trust, 
or (b) a copy of the trust instrument.

- Statement describing any position taken contrary to proposed, 
temporary, or final Treasury Regulations or revenue rulings 
published at the time of the transfer.

- Either an appraisal meeting certain requirements (a “qualified 
appraisal”), or a detailed description meeting certain 
requirements. 
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Reporting the Transaction
Disclosing the Sale on an Estate Tax Return
• Form 706, Part 4, Question 13e, asks if the decedent, at any time 

during his or her lifetime, transferred or sold an interest in a 
partnership, limited liability company, or closely held corporation to a 
trust in existence at the time of the decedent’s death which was 
created by the decedent during life 

• Therefore, if the client’s estate is required to file an estate tax return 
upon the client’s death, the transaction will have to be disclosed.

• If the client had previously adequately disclosed the transaction on 
a gift tax return and the statute of limitations period passes before 
the estate tax return is filed, the IRS will not be able to challenge the 
reporting of the sale transaction.
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Reporting the Transaction
• Thus, disclosing the sale on a gift tax return, rather than waiting for 

the filing of the estate tax return, has advantages.

• Question: Would disclosure be required under Question 13e if, for 
example, the trust to which the client had sold the assets was no 
longer in existence at the time of the client’s death on account of a 
trust decanting? 
- It seems that the literal response would be to not disclose the 

transaction, because the interest was not sold to a trust that was in 
existence at the time of the decedent’s death, but rather, sold to a 
predecessor trust that has since terminated. However, it may be too 
cute!
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Summary
• The sale to a grantor trust technique is used to “freeze” (for estate 

tax purposes) the value of the assets sold to the grantor trust by 
exchanging them for a promissory note bearing interest at the 
appropriate AFR.  

• A gift/sale to a grantor trust is the most logical and most powerful 
technique to implement as a follow-up to prior gifting.

• The technique’s advantages are magnified when asset values are 
depressed and the interest rate on the promissory note is low. 

• Because the technique is not expressly sanctioned by the Code, a 
risk exists that the IRS may attack the transaction.

• Adequately disclosing the transaction on a gift tax return 
commences the statute of limitations. 
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The information provided in this slide presentation is not, is not intended to be, and shall not be construed to be, either the provision
of legal advice or an offer to provide legal services, nor does it necessarily reflect the opinions of the firm, our lawyers or our
clients. No client-lawyer relationship between you and the firm is or may be created by your access to or use of this presentation or
any information contained on them. Rather, the content is intended as a general overview of the subject matter covered. Proskauer
Rose LLP (Proskauer) is not obligated to provide updates on the information presented herein. Those viewing this presentation are
encouraged to seek direct counsel on legal questions. © Proskauer Rose LLP. All Rights Reserved.
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