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A sale to a grantor trust is a wealth transfer strategy that 
may provide significant transfer tax benefits over a simple 
gift, but involves a bit more complexity.

Making lifetime gifts is a simple way to reduce estate taxes 
assessed at death. The annual exclusion ($17,000 per 
donee per donor in 2023) and the lifetime gift tax 
exemption ($12,92 million per donor in 2023) can be 
applied to make these gifts transfer tax-free. Once 
opportunities to make tax-free gifts are exhausted, other 
wealth transfer techniques can be employed to reduce 
or eliminate the tax on additional transfers. 

A sale to a grantor trust is a strategy to consider that has 
the effect of “freezing” the size of an estate at current 
values and pushing the future appreciation of assets out 
of the transferor’s estate.

What is a sale to a grantor trust?
Simply put, a sale to a grantor trust is a sale of assets 
rather than a gift of assets. Hence, there is no gift tax 
directly associated with this transfer. The seller typically 
selects assets that have a potential for growth. 
An irrevocable trust, structured as a grantor trust for 
income tax purposes, is the buyer of these assets. The 
purchase price is typically paid by the trustee of the 
irrevocable trust with a combination of cash and a 
promissory note. Once the sale is complete, the trust 
owns the growth assets and the seller holds a 
promissory note (a non-growth investment).

How does it work?
Client (referred to as the “grantor”) engages estate 
planning counsel to assist in drafting an irrevocable trust 
for the benefit of their descendants which is structured as 
a grantor trust for income tax purposes (explained in more 

detail below). Grantor then makes a relatively small gift 
(usually cash) to the trust. Estate planning attorneys 
typically advise grantors to make a gift of an amount that 
is equal in value to at least 10% of the value of the assets 
to be purchased by the trust from the grantor as seed 
money. If the grantor’s annual exclusions and lifetime gift 
tax exemptions have been used previously this gift may 
result in the payment of gift tax. The purpose of the 10% 
seed money is to provide the trust with some liquidity so 
that it isn’t financing more than 90% of the purchase 
price, or so that it has some liquidity to be able to service 
the interest payments on the promissory note from a 
subsequent sale.

Once the trust has been created and funded, the grantor 
sells assets to the trust in exchange for an interest-bearing 
promissory note, or for a combination of cash and a 
promissory note. In effect, the grantor is financing the 
trustee’s purchase of the assets. The promissory note 
provides for repayment of principal and payment of 
interest over a fixed term at the applicable federal rate  
or AFR. The AFR is published monthly by the Internal 
Revenue Service (IRS) and is used to determine the 
minimum interest rate for loans made during that month. 
Rates are set for short-term loans (three years or less), 
mid-term loans (three to nine years), and long-term 
loans (loans lasting more than nine years). Interest on 
loans should not be less than the AFR so that the loan is 
not considered by the IRS to be a gift. Principal can be 
re-paid periodically (making the note self-amortizing) or 
as  a balloon payment at the end of the term.

For February 2023, here are the applicable federal rates 
based on annual compounding of interest:
Short-term:  4.47%
Mid-term:    3.82%
Long-term:  3.86%
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If the assets sold to the trust appreciate in value at a rate 
in excess of the AFR, all appreciation in excess of that rate 
passes to the beneficiaries of the trust free of gift and 
estate taxes (and possibly generation-skipping transfer 
tax,  if exemption is properly allocated).

Consider the following illustration: A grantor makes a 
gift of $2 million to an irrevocable grantor trust (using 
a portion of client’s and spouse’s lifetime gift tax 
exemption). The grantor then sells $20 million worth of 
limited liability company units to the trust in exchange 
for a nine-year promissory note, providing for interest 
payments only during the term of the note and a balloon 
principal payment at the end of the term. Assuming 
the value of the trust assets appreciates, the growth on 
$20 million at the end of nine years (after payment of 
interest and repayment of the note) is transferred tax-free 
to the remainder beneficiaries. In contrast, if the grantor 
had just given the $2 million to the trust and not engaged 
in the sale transaction, the $2 million plus nine years of 
appreciation is all that would be transferred. The sale 
transaction essentially enabled the grantor to leverage 
the $2 million gift at no additional transfer tax cost.

As previously mentioned, the irrevocable trust is structured 
as a grantor trust which means that the grantor is treated 
as the owner of the trust assets for income tax purposes. 
This treatment provides several additional benefits to the 
trust beneficiaries. First, the grantor, and not the trust, is 
taxed on the trust’s income. This allows the trust assets 
to grow free of income tax because the grantor is paying 
the income taxes rather than the trust. Second, the sale 
of assets to the trust does not cause recognition of gain 
because, for income tax purposes, the grantor is treated 
as  selling the assets to themselves.

If an individual already has an irrevocable grantor trust 
in existence with assets funded with gifts from prior 

transactions, such existing trust could possibly be used to 
sell additional assets to rather than creating a new trust. 
However, the trust terms and prior exemption allocations 
must all be analyzed to determine whether it makes sense 
from a tax efficiency perspective and whether the trust 
structure is in line with the client’s goals.

When does it work best?
Many estate planning techniques are affected by the 
existing economic environment. A sale to a grantor trust 
is one such technique. The greatest results are achieved 
when asset values are depressed and interest rates are 
low. The benefits of this strategy are also enhanced when 
rapid, significant value growth occurs in the assets sold. 
In this type of economic environment substantial 
opportunity exists for wealthy families to transfer wealth 
to subsequent generations in a tax-efficient manner. 
Another potential scenario that can work well is when 
the asset being sold is one that will be appraised with 
discounts for lack for marketability or lack of control, such 
as a minority or non-voting interest in a private company. 
Such a scenario allows the grantor to transfer an asset 
into  an irrevocable trust at a discounted value, which can 
maximize wealth transfer. Note, that a qualified appraisal 
may be required to determine the value, and any 
associated discounts, of the private company.

Advantages and disadvantages when 
compared to a GRAT
A grantor retained annuity trust (GRAT) is a similar 
wealth transfer strategy used to transfer a portion of 
the appreciation of an underlying asset to children, or a 
trust for their benefit, using little or no gift tax exemption. 
The grantor will fund the GRAT with assets that have a 
good potential for appreciation and will receive an annuity 
payment over the term of the GRAT (usually two to five 
years) based on the valuation of the assets and the 
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applicable 7520 rate at the time of transfer. At the end 
of the GRAT term, any assets remaining will be distributed 
to a trust for the benefit of your children without 
additional gift tax. 

One advantage of a sale to a grantor trust is the ability to 
leverage a grantor’s generation-skipping transfer (GST) 
tax exemption. Gifts to individuals treated as more than 
one generation from the grantor (i.e. grandchildren) also 
may be subject to GST tax. Use of the sale to a grantor 
trust technique allows the grantor to allocate their GST 
tax  exemption to the irrevocable trust upon creation. 
With a GRAT, the grantor can only allocate their GST 
exemption at the end of the term which often results in 
an inefficient use of exemption. As a result, the grantor 
can use a sale to a grantor trust to efficiently transfer 
assets to grandchildren or more remote descendants 
without incurring an additional layer of tax.

Another possible advantage of a sale to a grantor trust is 
that the risk of the grantor’s death during the term of the 
strategy has less of an impact as compared to a GRAT. 
If the grantor dies during the term of the note it is broadly 
accepted that only the remaining note balance will be 
subject to estate tax. (Some attorneys have speculated 
that there could be a capital gains event on the grantor’s 
death.) For a GRAT, except in extraordinary circumstances, 
the grantor must survive the term of the GRAT to achieve 
any estate tax benefits.

Yet another advantage of a sale to a grantor trust over a 
GRAT is that the promissory note can be structured as a 
balloon note only requiring interest payments during the 

term, which allows the growth asset to remain in the trust 
and grow before any significant payments on the note are 
required. In comparison, a GRAT typically requires larger 
annuity payments back to the grantor during the term 
which brings more of the asset back to the grantor in a 
shorter period.

One possible disadvantage of a sale to a grantor trust is 
the possibility that the assets decline in value. If the assets 
sold to the trust decline in value, the trust is still obligated 
to repay the note to the grantor. The trustee may need to 
use the seed money previously gifted as well as the assets 
sold to the trust. If the gift of the seed money used up 
part of the grantor’s lifetime gift tax exemption (or 
actually generated gift tax), any amount re-paid to the 
grantor would be a waste of that exemption (or tax). 
However, with a GRAT, the grantor has typically not 
used any gift tax exemption, and any decline in value 
just means the assets all come back to the grantor.

Finally, even though sales to grantor trusts are well 
accepted among estate planning professionals and 
frequently employed by their clients, there is no specific 
case law or statutes condoning their use. In comparison, 
the GRAT is statutory and is specifically permitted in the 
Internal Revenue Code.

Conclusion
Gifts are a simple way to transfer assets to loved ones. 
A sale to a grantor trust is a more complex wealth transfer 
strategy that may provide significant transfer tax benefits 
over a simple gift. The effect of this strategy is to 
efficiently transfer growth and “freeze” estate values.
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About the Advanced
Planning Group

The Advanced Planning Group consists of former  
practicing estate planning and tax attorneys with extensive 
private practice experience and diverse areas of specialization, 
including estate planning strategies, income and transfer 
tax planning, family office structuring, business succession 
planning, charitable planning and family governance. 

The Advanced Planning Group provides comprehensive 
planning and sophisticated advice and education to ultra 
high net worth (UHNW) clients of the firm. The Advanced 
Planning Group also serves as a think tank for the firm, 
providing thought leadership and creating a robust 
intellectual capital library on estate planning, tax and 
related topics of interest to UHNW families. 
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Disclosures

Purpose of this document.
This report is provided for informational and educational purposes only. It should be used solely for the purposes of discussion with your UBS Financial Advisor 
and your independent consideration. UBS does not intend this to be fiduciary or best interest investment advice or a recommendation that you take a particular 
course of action. The information is current as of the date indicated and is subject to change without notice.

Personalized recommendations or advice.
If you would like more details about any of the information provided, or personalized recommendations or advice, please contact your UBS Financial Advisor. 

Conflicts of interest.
UBS Financial Services Inc. is in the business of establishing and maintaining investment accounts (including retirement accounts) and we will receive compensation 
from you in connection with investments that you make, as well as additional compensation from third parties whose investments we distribute. This presents 
a conflict of interest when we recommend that you move your assets to UBS from another financial institution or employer retirement plan, and also when  
we make investment recommendations for assets you hold at, or purchase through, UBS. For more information on how we are compensated by clients  
and third parties, conflicts of interest and investments available at UBS please refer to the ‘Your relationship with UBS’ booklet provided at  
ubs.com/relationshipwithubs, or ask your UBS Financial Advisor for a copy.

No tax or legal advice.
UBS Financial Services Inc., its affiliates and its employees do not provide tax or legal advice. You should consult with your personal tax and/or legal advisors 
regarding your particular situation.

Important information about brokerage and advisory services.
As a firm providing wealth management services to clients, UBS Financial Services Inc. offers investment advisory services in its capacity as an SEC-registered 
investment adviser and brokerage services in its capacity as an SEC-registered broker-dealer. Investment advisory services and brokerage services are separate 
and distinct, differ in material ways and are governed by different laws and separate arrangements. It is important that you understand the ways in which we 
conduct business, and that you carefully read the agreements and disclosures that we provide to you about the products or services we offer. For more 
information, please review the client relationship summary provided at ubs.com/relationshipsummary, or ask your UBS Financial Advisor for a copy.

Original Publication Date: 2013
Approval code: IS2204550
Expiration date: 08/31/2023

© UBS 2023. All rights reserved. The key symbol and UBS are among the registered and unregistered trademarks of UBS. UBS Financial Services Inc. is a 
subsidiary of UBS AG. Member FINRA. Member SIPC. 2023-1072653
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