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While the continued “repeal” of the estate tax for 2010 is uncertain, it is almost 

guaranteed that some form of estate tax will reappear in 2011 if not sooner.  Whether the 
amount an individual can pass estate tax-free1 returns in 2011 to $1,000,000 as currently 
legislated, is set at the $3,500,000 allowed previously in 2009, or is negotiated to another 
number, it is very clear that the estate tax is not going away anytime soon.2  Therefore, 
taxpayers with estates over $5,000,000 should expect some form of estate tax to apply to 
them.3  For such taxpayers with large personal residences or vacation homes as part of 
their overall net worth, rare opportunities exist today to utilize some excellent planning 
tools to reduce or eliminate a good portion of such estate tax.     

 
While most homeowners see the substantial reduction in residential real estate 

value across all areas of the country4 as only a detriment, these reduced values do provide 
great estate planning opportunity.  By transferring some or all of the real estate to an 
irrevocable trust, the taxpayer is able to “freeze” the value of the real estate at today’s 
value and allow all future appreciation to pass tax-free out of the estate.    
 
QPRT 
 

One common strategy often employed for residential real estate is the Qualified 
Personal Residence Trust (“QPRT”).  With that vehicle, the grantor transfers his 
residence to an irrevocable trust and retains the right to occupy the residence rent-free for 
a period of years.5  By retaining the right of occupancy, the gift tax value of the transfer is 
reduced by the present value of the retained interest.6  To the extent the residence is 
transferred to multiple QPRTs or transferred separately by a husband and wife, the 
appraised value of the residence may be reduced by fractional interest discounts.7    

 
For example, by retaining a 25 year term on a $2,000,000 residence, the value of 

the transfer for gift-tax purposes is reduced by more than $1,400,000 to $600,000.  This 
assumes the interest rate used for valuing the income interest is 3.4% (the rate as of 
February 2010) and the taxpayer is 50 years old.  If the undiscounted value of the 
residence was $2,400,0008 and the residence appreciated at only 3% for 25 years, the 
entire residence worth $5,000,000 would pass tax-free to the taxpayer’s children.9  As a 

                                                 
* Clay R. Stevens is the Director of Strategic Planning at Aspiriant, providing estate planning, income tax, 
and philanthropy consulting services for high net worth families.  Mr. Stevens is also a Shareholder of the 
law firm Primiani & Stevens, a tax firm specializing in the estate planning and serves as an adjunct 
Professor of Law at Chapman University Law School.  Mr. Stevens received his LL.M. in Taxation from 
New York University and his J.D. from Pepperdine University, graduating magna cum laude. 



Personal Residence Grantor Trust  

result, by utilizing $600,000 of the taxpayer’s unified credit equivalent upfront, the estate 
tax savings on the $5,000,000 transfer could be $2,000,000 or more.10  This also assumes 
only 3% growth on the residence and to the extent the value is depressed, the estate tax 
savings could be much higher.      
 

While the QPRT can provide substantial benefits, there are four potential 
drawbacks with its use: 

 
1. The taxpayer must survive the retained term for the entire value of the 

residence to be excluded from his or her estate.11  Therefore, if the taxpayer is elderly or 
in poor health, the taxpayer should select a shorter term for the QPRT that the taxpayer is 
likely to outlive.  However, the shorter the term of the QPRT, the greater the amount of 
the taxable gift of the remainder.  For example, the taxable gift in the above 25 year term 
example doubles from $600,000 to almost $1,300,000 with a 10 year term.12  Life 
insurance may be used in certain circumstances to minimize the risk of an early death to 
the extent the taxpayer is insurable.   

 
2. The trust is irrevocable and the residence must pass either outright or in 

trust to the taxpayer’s children at the end of the term.  To the extent the taxpayer would 
like to remain in the residence, he or she will need to rent back the residence from the 
children or the irrevocable trust.13  While the payment of rent effectively provides the 
taxpayer an opportunity to make additional tax-free gifts to his or her heirs,14 some 
taxpayers would prefer the option of recovering the residence at the end of the term – 
which is no longer permitted in a QPRT.15   

 
3. Unlike many other estate planning strategies, the current low interest rate 

environment is a detriment to the QPRT as it reduces the value of the retained right to 
occupy the residence.  For example in the above scenario, if the interest rate used for 
valuation increased from 3.4% to 6% (as it was in early 2007), the taxable gift on the 
$2,000,000 residence would be only $304,000 and save over $295,000 of unified credit.16   

 
4. Because the grantor retains an “interest” in the QPRT for the initial term, 

the generation-skipping transfer (“GST”) tax rules prevent the taxpayer from allocating 
his or her GST exemption to the initial gift to the QPRT.17  As a result, the QPRT does 
not give the taxpayer the ability to do GST planning with the residence and hold the 
property for the benefit of multiple generations tax-free.     
 
DGT Sale 

 
These drawbacks can be overcome by using a common technique, a sale to a 

defective grantor trust (“DGT Sale”)18, instead of a QPRT for the residence.  Typically, a 
DGT Sale is a technique whereby the grantor creates an irrevocable trust and funds it 
with a small taxable gift.19  Then, the grantor sells property to the trust in exchange for a 
promissory note.  To the extent the property is income producing, some or all of the 
income is then used to repay the note over time.  Once the note has been repaid, the value 
of the property is retained by the irrevocable trust and not subject to estate tax.  Because 
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the grantor retains a promissory note and not a retained interest in the trust, a premature 
death only causes the outstanding balance of the note to be included in the grantor’s 
estate for estate tax purposes.20  Therefore, unlike the QPRT, the estate tax benefit is not 
conditioned on the survival of the grantor.   

 
A personal residence is not often considered a prime asset for a DGT Sale since 

the asset is not typically income producing and the trust would not have sufficient assets 
to repay the promissory notes.  However, assuming the grantor continues to reside in the 
residence after contribution to the DGT, the grantor can continue to reside in the property 
and pay fair market value rent to the irrevocable trust.21  The trust includes specific 
provisions that require all transactions between the grantor and the trust to be ignored for 
income tax purposes.22  As a result, the original “sale” of the residence to the trust in 
exchange for the promissory note, all rental payments made by the grantor to the trust, 
and all interest and principal payments made by the trust to the grantor have no income 
tax effect.23  Essentially, the grantor will make rental payments to the trust and the trust 
can utilize some or all of those rent payments to make interest and principal payments 
back to the grantor in satisfaction of the note.  Depending on the fair market rental rates 
for the residence, the notes can often be repaid in 12-20 years.  At the minimum, the 
value of the residence will be “frozen” at the current value.   

 
Using the same assumptions from the QPRT example above, the undivided 

residence worth $2,400,000 was valued at $2,000,000 for transfer tax purposes due to 
minority and marketability discounts associated with transfers of fractional interests.24  
Assuming the grantor gifts cash or property worth $200,000 to seed the trust,25 the 
balance due on the note would be $1,800,000 and bear interest at 2.82%.26  Assuming the 
fair rental value of the residence is $10,000 per month27 and increases at the same 3% per 
year as the value of the residence, the balance of the note could be completely repaid in 
16 years.28  Since rent can continue to be paid to the trust between years 16 and 25 
(which was the final year of the QPRT term) and the rent and any reinvested 
accumulation grows income tax-free to the trust,29 Chart 1 illustrates that the net amount 
to the trust at the end of the 25 years can be more than $2,900,000.  As a result, the 
Residence DGT would produce a greater result than the QPRT with a lower initial gift. 
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C h a r t  1 :  R e su l t  t o  R e s id e n c e  D G T
C l i e n t : D a t e :
J o e  S m i t h 1 2 . 3 1 . 0 9

( 1 ) ( 2 ) ( 3 ) ( 4 ) ( 5 ) ( 6 )
S h a r e  o f  8 %  G ro w t h P a y m e n t s  I n c o m e  T a x N e t  A f t e r -T a x A c c u m u l a t e d

D i s t r i b u t i o n f r o m  D u e  o n  A t t ri b u t a b l e C a s h  A v a i l a b l e A ft e r - T a x  F M V
Y e a r fr o m  E n t i t y A c c u m u l a t i o n N o t e t o  D G T t o  D G T t o  D G T

2 0 1 0 1 2 0 , 0 0 0 0 ( 1 2 0 , 0 0 0 ) 0 0 0
2 0 1 1 1 2 3 , 6 0 0 0 ( 1 2 3 , 6 0 0 ) 0 0 0
2 0 1 2 1 2 7 , 3 0 8 0 ( 1 2 7 , 3 0 8 ) 0 0 0
2 0 1 3 1 3 1 , 1 2 7 0 ( 1 3 1 , 1 2 7 ) 0 0 0
2 0 1 4 1 3 5 , 0 6 1 0 ( 1 3 5 , 0 6 1 ) 0 0 0
2 0 1 5 1 3 9 , 1 1 3 0 ( 1 3 9 , 1 1 3 ) 0 0 0
2 0 1 6 1 4 3 , 2 8 6 0 ( 1 4 3 , 2 8 6 ) 0 0 0
2 0 1 7 1 4 7 , 5 8 5 0 ( 1 4 7 , 5 8 5 ) 0 0 0
2 0 1 8 1 5 2 , 0 1 2 0 ( 1 5 2 , 0 1 2 ) 0 0 0
2 0 1 9 1 5 6 , 5 7 3 0 ( 1 5 6 , 5 7 3 ) 0 0 0
2 0 2 0 1 6 1 , 2 7 0 0 ( 1 6 1 , 2 7 0 ) 0 0 0
2 0 2 1 1 6 6 , 1 0 8 0 ( 1 6 6 , 1 0 8 ) 0 0 0
2 0 2 2 1 7 1 , 0 9 1 0 ( 1 7 1 , 0 9 1 ) 0 0 0
2 0 2 3 1 7 6 , 2 2 4 0 ( 1 7 6 , 2 2 4 ) 0 0 0
2 0 2 4 1 8 1 , 5 1 1 0 ( 1 8 1 , 5 1 1 ) 0 0 0
2 0 2 5 1 8 6 , 9 5 6 0 (4 3 , 3 0 3 ) 0 1 4 3 , 6 5 3 1 4 3 , 6 5 3
2 0 2 6 1 9 2 , 5 6 5 1 1 , 4 9 2 0 0 2 0 4 , 0 5 7 3 4 7 , 7 1 0
2 0 3 1 2 2 3 , 2 3 5 1 1 2 , 4 1 5 0 0 3 3 5 , 6 5 0 1 , 7 4 0 , 8 3 3
2 0 3 4 2 4 3 , 9 3 5 2 0 1 , 2 5 3 0 0 4 4 5 , 1 8 8 2 , 9 6 0 , 8 5 3

T o t a l s : 2 , 9 6 0 , 8 5 3  
 
   

One of the main reasons the result is better with the DGT sale is the ability to capitalize 
on the low interest rates.30  As an example, if the interest rates rose to 4.0% per year, the 
note would not be completely repaid for almost 18 years.31   

 
One of the other benefits of the DGT Sale to the QPRT is the increased flexibility.  

Unlike the QPRT, the grantor retains the ability to exchange the residence with any 
property of equivalent value in the future.32  As an example, if the irrevocable trust 
repays the promissory note issued in year 15 and the residence is valued at $3,500,000, 
the grantor might choose to exchange cash or other property equal to $3,500,000 to the 
trust for the residence so that he can continue to reside there rent-free until death.  This 
also provides the grantor the potential opportunity to exchange cash or other high basis 
assets with the residence prior to death and receive a full step-up in basis on the residence 
to fair market value upon death.33    

 
Lastly, if the grantor would like the property to remain in the family and pass 

from children eventually to grandchildren, the DGT Sale is a better option.  Because the 
grantor retains only a promissory note, in the above example, he or she may allocate 
$200,000 of his GST exemption to the initial gift and the residence can be held in trust 
for the benefit of children, grandchildren, and even great-grandchildren.  This is not an 
option with the QPRT where the property must be subject to estate tax upon the death of 
the grantor’s children.34  

 
As an added non-estate tax benefit of both the QPRT and the DGT Sale, the 

transfer of the personal residence to the trusts may help protect the residence from seizure 
or sale by a future creditor of the grantor.35  One of the easiest assets for a creditor to 
attach is real estate held in the grantor’s personal name.  With both the QPRT and DGT 
Sale, however, the grantor no longer owns the home and instead retains the right to 
occupy the home or a promissory note.  While a creditor has access to the grantor’s right 
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to occupy the home or can obtain the grantor’s interest under the promissory note, the 
creditor may not be able to force a sale of the property.  This potential benefit exists 
whether the grantor uses the QPRT or the DGT Sale.   

 
In sum, using both a standard QPRT and a DGT Sale to “freeze” the value of 

one’s personal residence can yield beneficial estate tax results.  The QPRT, which is 
legislatively permitted under the Internal Revenue Code, is often considered the primary 
estate planning technique for personal residences.  However, in many circumstances, the 
sale of the personal residence to an irrevocable grantor trust provides better estate tax 
results.  At the minimum, it provides additional flexibility to the grantor to re-acquire the 
personal residence trust, permits the residence to be held in the family for multiple 
generations, and does not require the grantor to survive the entire term to be effective.  
Therefore, in current times when real estate values are substantially depressed, using the 
DGT Sale to capitalize on the low valuations for estate planning purposes is like turning 
lemons into lemonade.    
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