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General Disclaimer

 The information and/or the materials provided as part of this 
program are intended and provided solely for informational and 
educational purposes.  None of the information and/or materials 
provided as part of this power point or ancillary materials are 
intended to be, nor should they be construed to be the basis of 
any investment, legal, tax or other professional advice. Under 
no circumstances  should the audio, power point or other 
materials be considered to be, or used as independent legal, 
tax, investment or other professional advice. The discussions 
are general in nature and not person specific. Laws vary by 
state and are subject to constant change. Economic 
developments could dramatically alter the illustrations or 
recommendations offered in the program or materials.
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Intra-Family Installment Sales - Lowest Interest Rates Ever 
And Low Values Make These Great Tools For Estate Tax 

Planning Now

A great many clients are well aware of how we establish special irrevocable trusts for family 
members, make sure that they have seed capital, and sell partial ownership interests in family LLCs 
and family limited partnerships in exchange for long-term promissory notes.  

The hopefully temporary reduction in the values of stocks and other assets make this a 
unique opportunity for smart taxpayers who have confidence that our medical technology will overcome 
this virus within a reasonably short period of time.  

A video explanation of the installment sale to an intentional grantor trust can be viewed on 
You Tube by clicking here: https://youtu.be/qw6e-HZDjs4

Please consider this if you are otherwise estate taxable, keeping in mind that the 
$11,580,000 exemption will be reduced by half on January 1, 2026 unless the House of 
Representatives, the Senate and the President all sign legislation to the contrary.  

There is another possible pitcher of lemonade to be made from the lemons that we find 
ourselves viewing on television and otherwise with respect to the Coronavirus.  

The S&P 500 Index has always recovered from every significant downturn and eventually 
reaches levels  higher than pre-down turn values.  Here’s to history and the fact that it almost always 
repeats itself. 
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Current and Recent Applicable
Federal Rates (2020)

MONTH SHORT TERM MID‐TERM LONG‐TERM

April 0.91% 0.99% 1.44%

May
0.25% 

0.58% 1.15%

June 0.18% 0.43% 1.01%

July 0.18% 0.45% 1.17%

August
0.17% 

(17/100ths of 1%)
0.41%

(41/100ths of 1%)
1.12%

Can use lowest of last three months on a “sale or exchange” under IRC Section 1274(d)(2).  
See IRC Section 7872(f)(2)
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$1,000,000 PROMISSORY NOTE/SCIN/PRIVATE 
ANNUITY/GRAT ALTERNATIVES

August 2020 / CLIENT AGE 73

CLIENT
(AGE 73)

TRUST
(PURCHASER)

<3 Year Interest Only Installment Note @ .17% - Payment = $1,700 per year*

9 Year Interest Only Installment Note .41% - Payment = $4,100 per year*

<9 Year Interest Only Installment Note @ 1.12% - Payment = $11,200 per year*

12 Year Interest Only SCIN @ 5.813% - Payment = $58,130 per year*

3 Year Level Payment GRAT @ .4% - Payment = $335,998.92 per year*

Private Annuity Level Annual Payment - Payment = $83,934.16 per year*

**3 Year GRAT @ .4% - Initial Payment = $277,054.36 and Increases Annually by 20%

* Notes would have no penalty for prepayment – minimum payments are shown above.

Self-cancelling installment Notes must balloon before life expectancy as measured at time of Note being made.  Client’s life expectancy is 12.33 

years under IRS tables. The SCIN calculations above are based on a 12-year note term.

** This GRAT assumes that each annuity payment will increase by 20% each year. All GRATs assume no taxable gift on funding

If interest rates increase in the future, consider the use of a 20‐year interest only note at the 1.12% long‐term AFR, locking in a 1.12% rate for 
the next 20 years.  

Note: August 2020 rates for annual compounding are:

Short-Term -- .17%

Mid-Term – .41% Usable through October 31, 2020 for a “sale or exchange”

Long-Term – 1.12%

Alternatives: (Using August 2020 Applicable Federal Rates and August 2020 7520 Rate of .4%)
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What Is The Biden 2-Step?

The Biden 2‐Step is a multiple step planning protocol that may be used by high net value 
taxpayers that would like to both:

(A) eliminate or reduce federal estate taxes, and

(B) be well situated to make use of a large part of what remains of each 
taxpayer’s $11,580,000 estate tax exemption, at least for the rest of 
the 2020 year.  

(This $11,580,000 exemption increases each year with chained CPI, and will be reduced to 
one‐half of its then applicable level on 1/1/2026, unless Congress and a President delay or 
eliminate this reduction.)
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What Is The Biden 2-Step? – Cont’d

It is possible that a new President and the House and Senate could reduce the exemption in 
half, or even to a lower level effective January 1, 2021.  Legislation to raise tax revenues 
enacted any time during the 2021 year can be retroactive to the first day of the year.  

While this seems unlikely, it may be best to be ready for the most effective manner of using 
the exemption, especially if there are other tax burdens that come with changes, such as loss 
of discounts, stepped up basis upon death, and paying a higher tax sooner on inherited IRA’s 
and other “IRD assets”. 
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What Is The Biden 2-Step? – Cont’d

(Back to the Biden 2‐Step)

Step One ‐ Exchange assets / net worth for a long‐term low interest 
promissory note via a sale to an irrevocable “intentional grantor trust.”

(Many taxpayers will want to complete the intra‐family installment sale even  
before the election so as not to wait until year‐end and rush to implement the 
first step (the installment sale to a grantor trust).
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What Is The Biden 2-Step? – Cont’d

Step Two ‐ Before year‐end, if necessary, make a gift of the promissory note via 
one or more of the following:

(A) simply forgive some or all the note.

(B) gift the note to one or more individuals or other entities.

(C) gift the note to a Q‐TIP Trust, so that it can be decided on or 
before 9/15/2021 whether to consider this a “complete gift” 
to a trust that will not be taxed in the spouse’s estate, or a 
“marital deduction gift” that can result in the spouse receiving 
the note or other contributed assets, and later forgiving it. 

This will be discussed on later slides.
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2036 Retained Life Interests – Stay Away 
From the Fruit of the Tree

Assets transferred will still be considered as owned by the transferor:

a) (§ 2036(a)(1)) - The transferor had any written or oral agreement or understanding to be 

able to have to receive any “fruit from the tree.” The ability to put one cow on a large farm 

is enough to cause the entire farm to be subject to estate tax.

b) (§ 2036(a)(2)) - The grantor retains any right exercisable in conjunction with anyone to 

control if and when the property will be received by others.

The Powell and Strangi Tax Court cases rely on the language “a power in conjunction with any 

other person.” Example:  The sole general partner is a S corporation.   Because decedent was a 

minority shareholder, decedent was not in control of the general partner.  The “in conjunction” 

language was not limited to only a power that could control.

THREE YEAR RULE - § 2036(a) can apply even after the rights are given up if the grantor dies 
within three years of giving the rights up.

BONA FIDE SALE EXCEPTION - 2036(a) will not apply if the arrangement was a bona fide 
sale for good and valuable consideration - this can be a very hard test to satisfy.
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What Is The Biden 2-Step? – Cont’d

Back to Step One: Sell Property Interests to a Trust for a Note

Most of the Presenters’ Clients Use LLC’s as Family Holding Companies:

There are good business reasons to aggregate investment and business assets and 
entity ownership under a holding company.

(A) To allow multiple generations to have involvement with identification and 
management of the assets.

(B) To shield the assets from potential undue influence or lack of management 
that can occur if the taxpayer becomes incapacitated or compromised.

(C) To provide creditor protection in case the taxpayer is ever sued for a car 
accident or other activities or exposures. 

(D) To facilitate sharing ownership of the assets during the taxpayer’s lifetime 
using the techniques herein discussed, and thereafter by family members 
who inherit them. 
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What Is The Biden 2-Step? – Cont’d

Determining a Sales Price

Once it is decided what assets will go under the holding company and what 
assets may be sold directly to an irrevocable trust, these items can be valued, so 
that a sales price is determined.

Typically, there will be a discount if a non‐voting membership interest in a 
family LLC is being sold.  The same applies to transferring limited partnership 
interests in a limited partnership. 

Size of the valuation discount for lack of control and lack of marketability?  In 
the long run, the discount is insignificant.  The more effective wealth transfer 
occurs with the grantor trust earning a rate of return greater than the 1.12% 
interest rate on the note and the grantor paying the income taxes on the 
grantor trust’s taxable income.  Aggressive valuation discounts increase the gift 
tax audit exposure!!
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What Is The Biden 2-Step? – Cont’d

Using the Irrevocable Grantor Trust to Make the Purchase:

While or after the Family LLC is established and funded an irrevocable trust that 
may be held for a spouse and/or descendants and/or others, which may include 
charity, is established and has been funded by only the taxpayer who will sell the 
assets.

The trust is “disregarded” for income tax purposes.

The discussion of such a trust could go for hours and is beyond the scope of 
today’s talk.  

The irrevocable grantor trust purchases the non‐voting member interest in the 
holding company, and whatever other assets are being sold, for a long‐term note 
bearing interest at the applicable federal rate (which is presently 1.12% for notes 
that exceed 9 years).

The above completes Step One.
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What Is The Biden 2-Step? – Cont’d
As Step Two, and before the estate tax exemption is reduced, the taxpayer can:

(A) Forgive the note, if desired, after receiving election results and report this as a 
gift in an amount equal to the stated principal (its face value). 

(B) Consider valuing the note based upon its fair market value, as opposed to the 
face amount owed and then gifting it (forgiving the note is also a gift)  For 
example, a $13,000,000 low interest long term note may be worth $11,000,000 
because its interest rate is lower than market rates and other factors.  

(C) In the future there may be a possible swap of the low interest long‐term note 
for a higher interest shorter term note of equal value, but with a lower amount 
owed.  That note would be forgiven or gifted at face value.  For example, the 
$13,000,000 note above is traded for a current rate $11,000,000 demand note, 
and that note is forgiven as a gift.  

(D) Transfer the note to a Q‐TIP Trust for the spouse of the taxpayer and decide by 
the due date of the marital deduction election deadline in 2021 whether to have 
this be considered to be either (a) a 2020 gift to a non marital deduction trust, 
thus using part of the $1,580,000 exemption, or (b) a transfer to the spouse via 
the marital deduction being elected and the trustee distributing the note to the 
spouse, thus using none of the exemption, as if no transfer was made. 
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Income Tax Consequences of the Installment Sale to a 
Grantor Trust

� If the Trust is structured as a grantor trust, then no income tax will result from 
the sale.  Under the grantor trust rules, the grantor is treated as the income tax 
owner of the trust’s assets( a disregarded entity for income tax purposes only). 
One cannot realize a gain if there is no sale of exchange.    Rev. Rul. 85‐13

� Not only is no income tax gain realized on the sale, no interest income no 
interest deduction is reported for income tax purposes.

� Any  income, deduction and credit of the Trust must  be reported on the 
grantor’s individual income tax return. 

� If the trust is no longer a grantor trust during the note term for reasons other 
than the grantor’s death, then the assets are deemed to have been sold to the 
trust for federal income tax purposes, which results an income taxable 
installment sale by the grantor at the time the trust becomes a non‐grantor 
trust.   See Treas. Reg. §1.1001‐2(c) Example (5).
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What Is The Biden 2-Step? – Cont’d
Questions for Professor Hesch:

1. If a non‐voting member interest in an LLC worth $10,000,000 is exchanged for a 25‐year 
note, payable 1.12% interest only with all principal due at maturity, has a gift been made 
upon the issuance?

2. Can there be a gift upon the issuance of the note if shortly thereafter the note is valued at a 
discount.  Compare to a $13,000,000 capital contribution to a LLC in exchange for a non‐
voting interest and the LLC interest is later valued at a discount.  What are the LLC member’s 
rights under the LLC operating agreement?

3. Is it acceptable for a promissory note to have a longer life than the life expectancy of the 
seller who will hold the note?  Yes, but to be on the conservative side, do not exceed the 
lesser of the seller’s life expectancy or 20 years.

4. After the 1.12% long‐term 20‐year AFR note is issued, the AFR five years later has increased 
back to its historical mean of 5.0%.  Just using the current 5.0% AFR, the value is 
discounted?

5. Are there other factors that can be used to value notes?  For example, the long‐term AFR 
interest rate is lower than market rates.   

See chart on next two slides
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What if the Grantor Dies During the Note Term?

� It is unclear whether income tax would be realized if the grantor dies during the note term.

� A few commentators believe that the promissory note represents income in respect of decedent, which 
does not get a step‐up in basis under IRC Section 1014.  Thus, in their view, gain would be recognized if 
the outstanding note balance exceeded the grantor’s basis in the note immediately before death.  This 
view is flawed!

� If the deemed sale qualifies for installment treatment under Section 453, the realized  gain would 
be reported only as principal payments are made; if the assets sold were marketable securities, 
the installment sale is not eligible for the installment method and gain is deemed to be reported, 
most likely on the sellers’ final income tax return death.

� Because the note cannot be income in respect of a decedent, the holder of the note (i.e., the grantor’s 
successor‐in‐interest) is entitled to a step‐up in basis on the note upon the grantor’s death pursuant to 
Section 1014, which presumably would equal the value of the note included in the gross estate.  If the 
note is valued in the gross estate at a discount, that value must be used and a market discount debt 
obligation is created under § 1276.

� For an excellent discussion of both sides of this issue (and other issues applicable to the Installment Sale 
to a Grantor Trust), see Michael D. Mulligan’s paper, “A ‘Reality of Sale’ Analysis of Installment Sales to 
Grantor Trusts: Properly Structured, the Best Transfer Tax Strategy” presented at the 2015 Notre Dame 
Tax & Estate Planning Institute.
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1. What is income in respect of a decedent? Under § 691, IRD is income that was

earned while the decedent was living but was not reported on the decedent’s

individual income tax returns.

Example: A cash method taxpayer was not paid wages earned while living

because the decedent used the cash method of accounting.

Example. While living the decedent sold an appreciated asset in exchange for

third‐party buyer’s installment note and used the installment method of

accounting to report the gain “realized” while living to when the note principal

is paid. The gain was “realized” by the seller while living but was not reported

because the installment method of accounting deferred reporting the “realized”

gain.

2. With an installment sale to a grantor trust no gain was “realized” while the decedent

was living.

3. Because the note included in decedent’s gross estate is not IRD, its basis is

determined under § 1014(a). Caution: If note value is discounted, § 1276 creates a

market discount debt obligation. When the note principal is paid, the excess of

principal over basis is ordinary income.
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4. Because death cannot be an income tax realization event, no gain can be
reported when the grantor dies with the grantor trust’s note still
outstanding.

That leaves two choices.

a. Apply Section 1015(b): “If property is acquired by a transfer in trust,
the basis shall be the same as it would be in the hands of the
grantor.” The note in the grantor’s gross estate takes a Section
1014(a) basis and the grantor’s basis continues as the non-grantor
trust’s basis. Because Section 1015 was only intended to apply to
gifts in trust, and the grantor’s sale was not a gift, Section 1015(b)
should not apply to transfers at death.

b. Upon conversion to a non-grantor trust by reason of death, the
transfer occurred simultaneously with death. The trust is deemed to
acquire the asset by purchase and its basis in the asset purchased
should be a cost basis under section 1012, equal to the outstanding
principal on the note at the time of death.
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Must a sale for adequate consideration be reported on a 
Gift Tax Return? vs. Optional (Recommended)
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Installment Sale to IDGT
with Interest Bearing Promissory Note
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Installment Sale to IDGT

� This technique involves selling a portion of Mrs. Client’s ownership 
in Client Holdings, LLC to the Client Gifting Trust in exchange for a 
promissory note.

� This technique allows the value of the ownership in Client Holdings, 
LLC that is transferred to the Client Gifting Trust to be excluded from 
estate tax upon Mrs. Client’s death, and only the value of the 
promissory note will be subject to estate tax upon Mrs. Client’s 
death.  Thus, any growth and income relating to the ownership of 
Client Holdings, LLC that is transferred which is above the stated 
interest rate in the promissory note will be excluded from estate tax 
upon Mrs. Client’s death.

� Mrs. Client is treated as the owner of the Client Gifting Trust for 
income tax purposes and will be responsible for paying all of the 
income taxes associated with the Client Gifting Trust.  This allows the 
assets in the Trust to grow on a tax‐free basis and increases the 
estate tax savings.
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Current Structure

Jane Client 
Living Trust

Membership 
interest in 
Client 
Holdings, LLC 

Client Holdings, LLC

Client Gifting 
Trust99% Non‐Voting 

1% Voting
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Step One – Contribute Seed Capital Gift to Client 
Gifting Trust

Client Gifting Trust
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Step Two – Sell Interest in Client Holdings, LLC to 
Client Gifting Trust

Jane Client 
Living Trust

Membership 
Interest in 
Client 
Holdings, LLC

Client Holdings, LLC

99% Non‐ Voting 
1% Voting 1% Voting

99% Non‐ Voting 

Client Gifting Trust
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Step Three – Client’s Living Trust Receives Note in 
Exchange for Sale of Membership Interest in Client 

Holdings, LLC.

Mrs. Client’s 
Living Trust Client Gifting Trust

Interest Bearing Promissory Note
Payments are made from Gifting Trust to Mrs. Client’s 
Living Trust annually 

Client Holdings, LLC

1% Voting 99% Non‐ Voting 
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Mrs. Client’s 
Living Trust Client Gifting Trust

Client Holdings, LLC

Structure During Note Term (9 Years)

Interest Bearing Promissory Note
Payments are made from Gifting Trust to Mrs. Client’s 
Trust annually

1% Voting

Income Paid to Client 
Based on 1% Ownership

99% Non‐Voting 

Income Paid to Trust 
Based on 99% 
Ownership 
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Ending Structure
99% Ownership Transferred Estate Tax Free

Mrs. 
Client’s 

Living Trust Client Gifting Trust

Client Holdings, LLC

1% Voting

Income Paid to Client 
based on 1% Ownership

99% Non‐Voting 

Income Paid to Trust 
Based on 99% 
Ownership 
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Lifetime Q-TIP Trusts to the Rescue

An alternative strategy that married taxpayers may use to have the client the ability to pull

the plug on a large 2020 gift as late as September of 2021, would be to transfer the low interest

long‐term note in late December of 2020 to a “Lifetime Q‐TIP Trust” that will qualify for the

estate tax deduction to the extent necessary to avoid imposition of gift tax on the donor spouse.

A Q‐TIP Trust is a trust that must pay all income to the spouse beneficiary, and can be used

solely to benefit the spouse beneficiary during his or her lifetime. A trustee can be given the

power to devise all assets under the trust to such spouse.

A Q‐TIP Trust can be divided into two separate sub trusts, one of which can be considered

to be a Credit Shelter Trust that will not be subject to estate tax on the death of the spouse

beneficiary, with the other trust qualifying for the marital deduction and being considered to be

a Grantor Trust owned by the spouse beneficiary during her lifetime.

The Grantor of the Q‐TIP Trust can elect what portion of the trust will be treated as the Credit

Shelter Trust, and what portion of the trust will be considered to be the Marital Deduction

Trust, in the manner described above by an election that must be filed by April 15 of the

calendar year following the contribution to the Trust, or by October 15, if the Grantor spouse

files a timely extension. It is essential that the election be made on time, because there is no

relief available if not. See Creative Trust Planning Strategies for Using Lifetime Q‐Tips, by
Richard S. Franklin, ABA Section of Real Property Trusts and Estates Law Webinar April 7, 2018.

Richard Franklin can be contacted at rfranklin@fkl‐law.com.
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Lifetime Q-TIP Trusts to the Rescue, Cont’d

This mechanism allows a grantor who is uncertain as to whether he or she wants to use some or all of his or

her remaining estate tax exemption amount, and also enables the Grantor to use a “Formula Clause”, which

may best be described by the following example:

Harold has $10,000,000 of his $11,580,000 estate tax exclusion remaining in

December, 2020. He also has a $15,000,000 low interest rate promissory note that

pays interest annually and will balloon in 20 years. The note may be worth

$12,000,000.

Harold places the promissory note into a lifetime Q-TIP Trust for his wife, Dorothy

in 2020 immediately after it is determined that Joseph Biden has won the presidential

election. Harold then waits to see whether the estate tax exemption is reduced in

2021. On or before the due date in 2021 Harold may file an election to treat the entire

Q-TIP Trust as a Marital Deduction Gift, and thus retain his exclusion amount, as if

no gift was made. In that event, the trustee of the Q-TIP Trust may distribute the

note to Dorothy, so that no large gift has essentially been made.

Alternatively, if the estate tax exclusion is reduced retroactively to January 1, 2021,

then Harold can make the gift to the Q-TIP Trust effective in 2020 as a “retroactive”

gift of his remaining exemption amount by making a Formula Election which says

“have an amount of assets in Credit Shelter portion of the Q-TIP Trust equal in value

to my remaining exclusion amount divided by the total value of trust assets, with the

remaining trust assets to be held as a Marital Deduction Trust.”
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Lifetime Q-TIP Trusts to the Rescue, Cont’d

The Trustee hires a valuation expert in 2021 after Harold has made his election, and the

expert opines that 83.33% of the note should pass to the Credit Shelter portion of the Q-

TIP Trust and 16.67% of the note should pass to the Marital Deduction portion. 83.33%

of $15,000,000 is $12,500,000 in principal that the Credit Shelter Trust may receive if the

note is paid off after a few years of having the trust receive interest payments. The

remaining $2,550,000 portion of the note that is in the Q-TIP Marital Deduction sub trust

will be included in his spouse’s taxable estate, and may be subject to both a time value of

money discount for the low interest rate situation and a partial ownership discount, as per

the Smith v. U.S. case, which is discussed above.

If the IRS audits a gift tax return more of the note may have to be allocated to the Marital

Deduction portion, but no gift tax will be owed.
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One disadvantage of the Credit Shelter Sub-trust feature of the Q-TIP Trust is that it must pay

all income to the surviving spouse, which would mean all interest payments on the promissory note

portion allocated to the Credit Shelter Trust will come out to the spouse, but the note may be paid in full,

and then the money may be invested in growth stocks that pay no dividends.

In the 1992 5th Circuit Court of Appeals decision of Estate of Clayton (976 F.2d 1486), the

Court held that the portion of the Q-TIP Trust designated as a Credit Shelter Trust (to not qualify for the

marital deduction) would not have to pay income to the surviving spouse if drafted to provide for this.

The IRS responded to this case by establishing the “Clayton Q-TIP Election” regulations at Sec.

20.2056(b)-7(d) to allow for this for a Q-TIP trust formed at death, but it is not clear whether this

treatment can apply for a lifetime Q-TIP gift.[1]

Lifetime Q-TIP Trusts to the Rescue, Cont’d
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Tab 1‐Installment Sale of 50% Interest to Intentionally Defective Grantor Trust, Cont’d
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Tab 3‐Self‐Cancelling Installment Sale of 50% Interest to Intentionally Defective Grantor Trust, Cont’d
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Will a Promissory Note Between Family Members and Trusts
Be Considered As Legally Binding?

Austin W. Bramwell’s article entitled Donated Promise Can Lock In 2012 Gift Tax 
Exemption provides a thorough summary of the use of notes in estate tax planning when 
the estate tax exemption may be significantly reduced, such as what planners were facing 
in 2012 when the exemption was scheduled to be reduced from $5,120,000 to $1,000,000 
effective January 1, 2013.

“A donative promise to pay money in the future uses up lifetime gift tax 
exemption just as effectively as a gift of cash.”

The article points out that the “donative promise” must be “bona‐fide,” such that 
“the parties intend to carry out the transaction in accordance with their terms.”

The Tax Court has held that a promissory note that was owed to a transferor who 
gifted it was considered to be legitimate debt “even though the donor had no intent to 
collect” [Haygood, 4242 TC 936 (1964), acq. In result 1965‐1 CB 4 nonacq. 1977‐2 CB 2.] 
See also Revenue Ruling 84‐25, which held that the “gratuitous transfer of a legally binding 
promissory note is a completed gift.”
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The next question is whether a promissory note that is given for little or no 
consideration will be a legally binding instrument under state law.  Bramwell summarizes 
the common law that applies in most states as follows:

As a general rule, a promissory note is enforceable to the same extent that a contract is enforceable.

[11 Am. Jur. 2d Bills and Notes § 2; see also Uniform Commercial Code3‐303Uniform Commercial

Code 3‐303.] In order to make a note enforceable, therefore, it should be delivered to the donee

pursuant to a valid and enforceable contract. [The traditional elements of a contract are multiple

parties, offer and acceptance, and consideration] In particular, the note must be delivered in exchange

for consideration. Legally sufficient consideration can take a variety of forms. For example,

performance of an act [11 Am. Jur. 2d Bills and Notes § 129.] or a promise to perform a future act [11

Am. Jur. 2d Bills and Notes § 128.] can both be sufficient consideration. Another example of valid

consideration is an act of forbearance. Thus, to take a classic example, refraining from smoking has

been held to be sufficient consideration. [Hamer v. Sidway, 27 NE 256 (N.Y., 1891).] Consideration can

also take the form of a transfer of property, even though both parties know that the property is being

overvalued by the purchaser [Restatement (Second) of Contracts § 71 comment c] and even if the

value of the consideration is grossly inadequate. [Restatement (Second) of Contracts § 79 comment c.]

Will a Promissory Note Between Family Members and Trusts  Be Considered As Legally Binding? – Cont’d
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For many would‐be donors, the requirement that a promissory note be supported by consideration 
is a significant nontax benefit.  Donors sometimes fear, often with some justice, that their gifts will 
not inspire gratitude from the donees.  A donative promise may partially allay such fears.  In order 
to make a taxable gift of a promise of money in the future, a donor has no choice but to demand, 
on the advice of counsel, that the donees take actions that they might otherwise be reluctant to 
perform.  For example, in consideration for a $5.12 million note, the donees could, in principle, 
promise to keep kosher for the rest of the year, cancel their subscription to The New York Times, 
visit their mother on Mother’s Day, or read Ayn Rand’s Atlas Shrugged.

Finally, the donor could consider structuring the contract so that the note is payable to an 
irrevocable trust for the benefit of the donees.  For example, in exchange for a legally sufficient 
consideration from the donees, a donor could promise to pay $5.12 million to a trust for their 
benefit.  As a third‐party beneficiary of a contract is generally enforceable by the intended 
beneficiary, [Restatement (Second) of Contracts §§ 304 and 346 comment c.] it should be possible 
to structure the contract so that the note is delivered to and is enforceable by the trustee of the 
trust, even if the consideration is furnished by the beneficiaries.  The beneficiaries should not, in 
that case, be considered to have made an indirect gift to the trust, as the gift in question will have 
been made by the donor rather than the beneficiaries. [In a related context, Regulations provide 
that where a gift is made through an intermediary, only one gift by the donor (and not the 
intermediary) is made. Reg. 25.2511‐1(h)(2).  In other words, even where a third party is involved 
in a transfer from the donor or the donee, only one taxable gift occurs, not two.  But see 
Johnstone, 15 AFTR 382, 76 F2d 55, 35‐1 USTC ¶9198, 1935‐2 CB 346 (CA‐9, 1935) (creating a 
potential for double taxation in virtue of its holding that trust assets were included in the 
decedent’s gross estate where the decedent held a general power of appointment that could 
have been extinguished at any time by the settlor).]

Will a Promissory Note Between Family Members and Trusts  Be Considered As Legally Binding? – Cont’d
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Courts will generally not consider the value of consideration that may be given 
for a promise to pay money.  A key decision in this area is the case of Hamer v. Sigway, 
where the New York Court of Appeals opined in 1891 that a promise to pay a nephew 
$5,000 to refrain from “drinking liquor, using tobacco, swearing and play cards or billiards 
for money until he should become 21 years of age” was valid consideration.

The Hamer court quoted an 1875 case which confirmed that “valuable 
consideration in the sense of the law may consist either in some right, interest, profit or 
benefit accruing to the one party, or some forbearance, detriment, loss or responsibility 
given, suffered upon or undertaken by the other . . . It is enough that something is 
promised, done, forborne or suffered by the party to whom the promise is made as 
consideration for the promise made to him . . . Any damage, or suspension, or forbearance 
of a right will be sufficient to sustain a promise.”

It therefore appears that a large promissory note made payable to an irrevocable 
trust will be enforceable if the Trustee of the trust undertakes to fulfill a nominal or slightly 
more than nominal obligation to the notemaker.  Bramwell’s article points out that the 
obligation might be to read a book, follow a pattern of conduct for a year, or otherwise do 
something that is definable.

Will a Promissory Note Between Family Members and Trusts  Be Considered As Legally Binding? – Cont’d
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Conclusion

 Many clients are hesitant to commit to a plan 
before knowing the election results and even 
if the election is Democratic, before knowing 
future tax legislation. 

 Creative use of a note sale combined with a 
QTIP plan may facilitate these clients 
proceeding but being able to “unwind” 
planning after the fact.
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Additional information

 Jerry Hesch jhesch62644@gmail.com

 Alan Gassman agassman@gassmanpa.com

 Martin M. Shenkman 
shenkman@shenkmanlaw.com
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