
QPRTs, GRATs and the 
Fundamentals of Sales to 

Grantor Trusts

Kimberly Gil l  McKinnon 



Qualified Personal Residence 
Trusts (QPRTs)

2



What is a QPRT?

 Irrevocable grantor trust that complies with Treas. Reg. § 25.2702-5(c).
 Grantor transfers a personal residence to a trust for a term of years and retains 

rent-free use for the term. 
 At the end of the term the property is distributed to the remainder beneficiaries 

(usually children or a trust for children).
 The transfer is a taxable gift of the value of the remainder interest.  The discount 

for the gift is driven by Grantor’s retained rent-free use of the residence and the 
possibility of reversion in the event of Grantor’s death during the term.
 The retained interest is subtracted from the FMV of the residence.  Retained 

interest is calculated using:
 Life expectancy of Grantor.
 Section 7520 rate (120% of the mid-term applicable federal rate (“AFR”)). 
 The term of the trust.  
 Grantor is only allowed to hold QPRTs in two properties at one time.
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Requirements for a QPRT
To Qualify, the Trust Instrument Must Contain Certain Provisions
 Trust must be irrevocable.
 Income must be distributed to Grantor at least annually.
 No distributions of principal to any beneficiary other than the Grantor during 

initial term.
 Trust may not hold any asset other than one residence, except for cash held 

in separate accounts for expenses, improvements, purchase of residence.
 The governing instrument must prohibit commutation (prepayment) of 

Grantor’s interest.
 If the residence ceases to be used or held for use as a personal residence of 

Grantor, the trust assets must be disposed of within 30 days either:
◦ To Grantor directly; or
◦ Converted to a GRAT for remainder of term.
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What is a Personal Residence?
To qualify as a personal residence, the property must be either:
 The principal residence or a vacation or secondary home, or 
 An undivided interest in such residence. 

Grantors are limited to two QPRTs at a time, and if there are two trusts, 
one must include the principal residence of the Grantor.

Rental Property:  A taxpayer is deemed to use a residence if the 
taxpayer uses it for personal purposes for a number of days that 
exceeds the greater of 14 days or 10% of the number of days during the 
year for which a unit is rented at a fair rental.
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Tax Considerations
Income Tax
 QPRT is a grantor trust because Grantor retains the right to use the residence.
 After the term, a continuing trust may also be structured as a grantor trust.
 Residence is transferred with a carryover basis.
 If the residence is Grantor’s principal residence, capital-gain exclusion may be available.

GST Tax
 QPRT is not effective for GST tax - exemption cannot be applied until term ends.
 By the time GST tax can be applied, property is likely to have increased in value.
 Grantor may not survive term to make the allocation.

Gift/Estate Tax
 QPRT freezes the value of the residence.  
 The longer the term, the greater the gift-tax discount.
 Not attractive for low-interest rate environments (value of gift is higher).
 If Grantor dies during the term, the assets are includible in Grantor’s estate.

6



Planning Considerations
 Best case is for Grantor to outlive the term. If Grantor dies during term, 

residence reverts back to Grantor’s estate. Also, longer-term QPRT increases 
the gift tax discount. 
 Take into consideration Grantor’s health and age. 
 QPRT may be a good planning option for a younger couple.
 A fractional interest can be used to hedge against risk of premature death.
 Grantor may want to continue to use the property after the term.
 Grantor cannot purchase the home from the QPRT or from any continuing trust after 

the term. 
 Grantor has no right to live in the residence at the end of the term.  
 If Grantor wants to continue to live in the residence, Grantor must lease the property 

back for a fair rental value.  (Rent may be income tax free if a continuing grantor trust 
is created at the end of the term.)
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Planning Considerations
(continued)

 Since Grantor only has a right to the residence for the stated term, the home 
is not as marketable as when Grantor owns the residence outright. This also 
provides creditor protection.
 Mortgaged property can be contributed to QPRT but lender might not allow 

it.  Any mortgage payments are gifts to the remaindermen.
 Grantor must live in the home during the entire home.  However, Trustee 

may be given the power to sell the residence and to reinvest the proceeds in 
a new residence.  Excess cash from the sale can be distributed to Grantor or 
may be converted to a GRAT.  
 Because the residence retains carryover basis, a residence that Grantor 

would like to keep in the family for a long period of time may be a good 
candidate for contribution to a QPRT.  
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Example 1
Date of Transfer:  11/2021

7520 Rate:  1.4%

Value of Residence $1 Million

Grantor’s Age:  40

Term of Trust:  35 years

Results:
 Taxable Gift:  $411,600
 Property Value after 35 years (assume 4% growth):  $3,946,089
 Potential Death Tax Savings (assume combined 50% bracket):  $1,767,245
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Example 2
Date of Transfer:  11/2021

7520 Rate:  1.4%

Value of Residence $1 Million

Grantor’s Age:  60

Term of Trust:  15 years

Results:
 Taxable Gift:  $598,300
 Property Value after 15 years (assume 4% growth):  $1,800,944
 Potential Death Tax Savings (assume combined 50% bracket):  $601,322
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Grantor Retained Annuity 
Trusts (GRATs)
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What is a GRAT?

 Wealth transfer technique created by IRC § 2702.  
 Irrevocable trust created by a grantor who retains the right to receive a fixed 

annual payment from the trust for a term.  At the end of the term, the remainder 
is distributed to or in trust for the remaindermen.
 Transfer of property to a GRAT is a taxable gift to the remainder beneficiaries of 

the net present value of the remainder interest (calculated based on the Section 
7520 rate).
 Annuity payment can be made in cash or in kind. 
 Since the annuity payment is stated as a fixed amount, as the interests appreciate 

fewer of them are needed to pay Grantor. 
 If GRAT assets grow at a faster rate than the Section 7520 rate, the excess growth 

is “shaved off” and passes to the remainder beneficiaries, free from gift tax.  
 When interest rates are low, GRATs are a more attractive planning tool.
 Assets that may be eligible for valuation discounts for lack or marketable and lack 

of control, are good candidates to fund a GRAT.
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Requirements for a GRAT
To Qualify, the Trust Instrument Must Contain Certain Provisions
 Trust must be irrevocable.
 GRAT must be for a fixed term (life, a term of years or the shorter of those 

periods).
 Annuity payments must be at least annual, must be a fixed amount, must be 

payable to or for the benefit of the Grantor for the term and must not be 
subject to any contingencies.
 Distributions to anyone other than Grantor must be prohibited during the 

term.
 Trust instrument should prohibit commutation (prepayment) of Grantor’s 

interest.
 Trust instrument must prohibit additions.
 Trust instrument must prohibit the trustee from issuing a note, option or 

other debt to satisfy the annuity payment.
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Annuity Requirement
“fixed amount” of the annuity can be a stated dollar amount or fixed 
fraction or percentage of the initial fair market value of the property.

Fraction or percentage is usually preferred.  If the gift tax value of the 
property transferred is adjusted as a result of an audit, the annuity and 
value of Grantor’s retained interest changes proportionately. 

GRAT can provide that the annuity payments increase by a maximum of 
120% of the prior year’s payment.  Back-loading a GRAT by increasing 
the percentage each year allows the GRAT assets more time to grow.  

There is a 105 day grace period set forth in Treas. Reg. § 25.2702-
3(b)(3) in which to make the annuity payment to Grantor from the 
GRAT.

The annuity payment to Grantor from a GRAT may not be satisfied with 
a note or similar arrangement.
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Strategies:  Zeroed-Out GRAT
A GRAT can be structured so that the present value of the retained 
annuity is equal to the FMV of the property transferred to the GRAT.

The gift of the remainder is zero (or near zero) and therefore there is no 
gift tax when the GRAT is created.

There is little risk.  If the property produces a return less than the 
Section 7520 rate the Grantor will receive back all of the GRAT property 
by the annuity payments.  If the GRAT is zeroed-out, Grantor would not 
have used up any gift tax exemption and will be out only the 
administrative costs.
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Strategies:  Cascading GRATs
Short-term GRATs have advantages:
 Better likelihood of capturing the upside of the volatility of the assets --

There is less opportunity for large appreciation years to be smoothed out by 
years of poorer performance.  
 If Grantor dies prior to the expiration of the term, all or most of the assets 

are includible in Grantor’s estate. A shorter terms reduce this risk.

Short-term GRATs typically have terms that are 2, 3 or 4 years long.

Short-term GRATs can be “cascaded”.  As each annuity payment is 
received, a new GRAT is funded for a new stated term.    
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Strategies:  Long-Term GRATs
If interest rates are expected to rise, a longer-term GRAT will fix the 
Section 7520 hurdle rate at low rate for the entire term.

The longer the term, the greater the likelihood that the Grantor will not 
survive the term although it is possible that not all of the assets of the 
GRAT will be included in Grantor’s estate if Grantor dies during the term 
of a long-term GRAT.
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Tax Considerations
Income Tax
 A GRAT is a grantor trust because Grantor is a beneficiary of the trust.
 If appreciated GRAT property is distributed in kind to Grantor, no taxable gain.  
 If Grantor repurchases GRAT property before the end of the GRAT term, no taxable gain.

GST Tax
 GRAT is not effective for GST tax - exemption cannot be applied until term ends.
 Grandchildren, or Grantor’s “descendants, per stirpes”, are not generally the best 

candidates to be remainder beneficiaries.
 Complex strategies may be available to plan for the remainder.

Gift/Estate Tax
 Value of gift is determined by subtracting the value of Grantor’s “retained interest” from 

the FMV of asset transferred.  Retained interest is calculated using the 7520 rate.
 If Grantor dies during term, some or all of the trust are includible in Grantor’s estate. 

Usual result is that the entire value is includible (unless the assets have increased 
enormously in value and the term is considerably long).
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Example
Date of Transfer:  11/2021
7520 Rate:  1.4%
Annual Growth Rate of Principal:  10% 
Value of LLC Interest Contributed: $1 Million, with an appraised 
discounted FMV of $800,000
Term of Trust:  3 years
Annuity payments calculated to zero-out GRAT and increase by 20% 
each year. 
Results:
 Taxable Gift:  zero
 Aggregate Value of Annuity Payments:  $823,879
 Remainder to Beneficiaries:  $207,786
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Sales to Grantor Trusts
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Overview

 Grantor creates an intentionally defective grantor trust (“IDGT”). 
 IDGT is funded with a gift that is at least 10% of the value of the assets to be 

purchased by the trust.
 Grantor is the owner of the trust for federal income tax purpose but not for 

federal transfer tax purposes.
 Trust purchases assets from Grantor in exchange for deferred payments.  
 Value of the asset is frozen at the time of the transfer. 
 Because the sale is from Grantor to Grantor for income tax purposes, there is no 

federal income tax recognized on the sale.
 Grantor will be taxed on all of the trust income.
 Trust assets are not includible in Grantor’s estate.
 Assets eligible for lack of marketable and lack of control discounts are attractive 

candidates for a sale. 
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Bona Fide Sale
 Must be bona fide sale to avoid re-characterization as a transfer with 

retained interest. 
 Transaction should utilize the AFR in order so that:
 Size of note payment is not related to income generated by property sold.
 The Trust also needs to have a true ability to re-pay in order so that:
 Debt created by note is a personal obligation of the trust.
 Debt is not chargeable solely to the property sold.  
 Two favored Techniques:
 Fund trust with separate gift (“seed money”). IRS informally indicated 10% relative 

to the purchase price is enough.
 Beneficiary guarantee.  
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Types of Deferred Payment Sales

 Installment Sale in Exchange for Promissory Note

 Installment Sale in Exchange for Self-Cancelling 
Installment Note

Private Annuity Sale
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Installment Sale in Exchange 
for Promissory Note
 IRS has asserted (and Tax Court has accepted) that IRC § 7872 applies to a 

promissory note given in a sale transaction and that if a note bears interest at the 
AFR, it has a gift tax value equal to its face amount.
 The AFR for a term loan is the rate in effect under IRC § 1274(d) as of the date 

the loan is made (or possibly one of the 2 preceding months)
 3 types of rates:  
 Short-term AFR applies to a note with a term of less than 3 years.  
 Mid-term AFR applies to a note with a term of 3 to 9 years.  
 Long-term AFR applies to a note with a term of greater than 9 years.
 Typical note pays interest annually to Grantor with a balloon payment of principal 

due at the end. 
 Consider using a formula clause in the sale document to protect a part-sale/part-

gift argument from the IRS.  
 It may be advisable to report the sale on a gift tax return.
 Income tax consequences might be generated if Grantor holds note at death.
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Installment Sale in Exchange for 
Self-Cancelling Installment Note

 Sale in exchange for an installment note, except that it cancels the trust’s 
payment obligation at Grantor’s death.
 A “SCIN” includes a risk premium for the self-cancellation provision.
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Private Annuity Sale
 Installment sale in exchange for a note is not generally a good option for an 

individual whose life expectancy is shortened by virtue of illness.  
 Sale to a IDGT for an annuity which terminates at Grantor’s death may be 

preferred.
 Private annuity is best utilized if asset sold is expected to outperform Section 

7520 rate and if Grantor is not expected to live for his or her full life 
expectancy but whose life expectancy may still be valued under the actuarial 
tables.
 Grantor should meet the 50% probability of survivorship test set forth in 

Treas. Reg. § 25.7520-3(b)(3).
 Private annuities are valued using a premium.  The premium makes the 

private annuity option less desirable for the average client.
 Sale should also meet the exhaustion test established under Treas. Reg. 

§ 25.7520-3(b)(2)(i).  
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Possible Legislative Changes
These proposals were in a recent draft but have since been removed:

 Grantor trusts includible in grantor’s estate
 Sales to grantor trusts would be taxable
 Is wait and see the right option?

27


	QPRTs, GRATs and the Fundamentals of Sales to Grantor Trusts
	Qualified Personal Residence Trusts (QPRTs)
	What is a QPRT?
	Requirements for a QPRT
	What is a Personal Residence?
	Tax Considerations
	Planning Considerations
	Planning Considerations�(continued)
	Example 1
	Example 2
	Grantor Retained Annuity Trusts (GRATs)
	What is a GRAT?
	Requirements for a GRAT
	Annuity Requirement
	�Strategies:  Zeroed-Out GRAT
	�Strategies:  Cascading GRATs
	�Strategies:  Long-Term GRATs
	Tax Considerations
	Example
	Sales to Grantor Trusts
	Overview
	Bona Fide Sale
	Types of Deferred Payment Sales
	Installment Sale in Exchange for Promissory Note
	Installment Sale in Exchange for Self-Cancelling Installment Note
	Private Annuity Sale
	Possible Legislative Changes

