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Interest rates remain extremely low,  
enhancing the benefits of intrafamily  
loans. These loans allow you to provide 
financial assistance to loved ones — often  
at favorable terms — while potentially 
reducing gift and estate taxes. But what 
about families that lack the liquid assets to 
make such loans? Are there other options? 

One lesser-known possibility is for trust beneficia-
ries to borrow money from a trust. This strategy 
requires careful planning, however, because the 
trustee must consider his or her fiduciary duty to 
the trust and its other beneficiaries in approving 
and structuring such a loan.

Benefits of intrafamily loans
An intrafamily loan can be a great way to help out 
your children or other family members financially 
while also transferring significant amounts of wealth 
free of gift and estate taxes. Why not simply make 
an outright gift? Actually, a gift is the better option, 
so long as your unused exemption is enough to 
cover it and you don’t need the funds or the inter-
est income. But if transfer taxes are an issue or if 
you’re not prepared to 
part with the money just 
yet, a loan can be an 
attractive alternative.

Generally, to pass muster 
with the IRS, the inter-
est rate on an intrafamily 
loan must be at least the 
applicable federal rate 
(AFR) for the month in 
which the loan is made. 
Otherwise, the IRS may 
view the loan as a dis-
guised distribution, 

which can result in a variety of unpleasant tax 
complications. 

The loan should also be documented by a promis-
sory note and otherwise treated as an arm’s-length 
transaction. If the borrower places the funds in 
investments that enjoy returns that are higher than 
the interest rate on the loan (not a high bar in the 
current environment), then the excess appreciation 
is, in effect, a tax-free gift. (See “Intrafamily loan 
example” on page 3.)

Trust loans vs. distributions
If an intrafamily loan isn’t an option, it may be  
possible for a trust beneficiary to obtain a loan 
from the trust. You might wonder why a beneficiary 
would borrow from the trust rather than take a  
distribution. There are several situations in which  
a loan may be necessary or desirable, including:

■  The trust’s terms place conditions on distributions 
that aren’t currently satisfied,

■  The borrower seeks an amount that exceeds 
limits on distributions imposed by the trust (an 
income-only trust, for example),

Can beneficiaries borrow from a trust?
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■  The trust has multiple beneficiaries and the bor-
rower seeks an amount that would be unfair to 
other beneficiaries if taken as a distribution, or

■  A loan is preferable for tax-planning purposes.

Be sure to check whether trust loans are permis-
sible. Many trust instruments explicitly authorize 
loans. But even if the trust is silent, the law  
in many states permits loans unless the trust 
expressly prohibits them.

Handle with care
There’s a critical difference between intrafamily 
loans and trust loans: The trustee has a fiduciary 
duty to manage the trust in a prudent and impartial 
manner. If you lend money to family members from 
your personal assets, you’re generally permitted to 
structure the transaction as you see fit. However,  
a trustee considering a loan request must act in  
the best interests of the trust and all of its benefi-
ciaries. So, for example, a trustee who approves 
a loan to a current beneficiary who is a bad credit 
risk is likely breaching his or her fiduciary duty to 
the remainder beneficiaries.

To fulfill this duty, the trustee needs to treat the 
loan as an investment of trust assets. That means 
the interest rate should be reasonable in com-
parison to other potential investments (the AFR 

probably isn’t sufficient) and the trustee should 
consider steps to ensure collection, such as assess-
ing the borrower’s ability to repay and securing the 
loan with adequate collateral. 

Of course, if a trust loan’s terms are comparable 
to those available from a bank, the trustee should 
question why the beneficiary isn’t simply obtaining 
a bank loan. If the answer is that the beneficiary 
isn’t creditworthy, the trustee should act in the 
trust’s best interests by rejecting the loan request, 
increasing the interest rate or demanding addi-
tional collateral.

Make your intentions clear
When setting up new trusts, it’s a good idea to 
address loans in the trust instrument. Whether you 
permit them or prohibit them, saying so explicitly 
avoids any ambiguity down the road. Talk with your 
estate planning advisor for additional details. ❚

Intrafamily loan example

Here’s an example that illustrates an intrafamily loan’s tax-saving potential. Laura, who has already used 
up her gift and estate tax exemption, lends $1 million to her son, Eric. The loan calls for annual payments 
of interest-only — at the AFR, which is 0.5% when the loan is made — followed by a balloon payment at 
the end of the eight-year term. Eric invests the funds in a business venture that earns a 10% annual return.

At the end of the loan’s term, Eric’s $1 million investment has grown, net the interest at $5,000 per year, 
to more than $2.5 million. After repaying the $1 million principal, he’s received in excess of $1.5 million 
gift-tax free.

If an intrafamily loan isn’t  
an option, it may be possible  
for a trust beneficiary to  
obtain a loan from the trust.
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Well-crafted, up-to-date estate planning 
documents are an imperative for everyone. 
They also can help ease the burdens on your 
family during a difficult time. Arguably, the 
most important document is your will. 

Regardless of how harmonious your family may be 
during your life, there’s always a chance that a dis-
gruntled family member may challenge your estate 
plan after your death. Contests over wills typically 
occur if an estate plan operates in an unexpected 
way, such as if a large amount of assets is willed to 
a nonfamily member while a child receives nothing. 
To avoid a challenge, and the possible outcome of 
a judge ultimately deciding the distribution of your 
assets, consider these strategies. 

Communicate your wishes
Before you (and your spouse, if married) set the table 
for your will, discuss estate matters with close family 
members who likely will be affected. This may include 
children, siblings, adult grandchildren and possibly 
others. Present an outline regarding the disposition 
of your assets and other important aspects.  

This doesn’t mean you should be specific but doing 
so will provide a basic overview of your estate. 
Consider the input of other family members; don’t 
just pay lip service to their feedback. In fact, they 
may raise issues that you hadn’t taken into account.

This meeting — which may require several sessions — 
may head off potential problems and better prepare 
your heirs. It certainly avoids the kind of “shockers” 
often depicted on screen. 

While it’s usually best to bring issues out into the 
open, you don’t have to provide all of the specifics. 
For instance, there’s probably no need to publicize 
restrictions that may be placed on a spendthrift son 
or daughter. 

Fortify your will
Although there are no absolute guarantees, con-
sider the following methods for bulletproofing your 
will from a legal challenge:

Draft a no-contest clause. Also called an “in terro-
rem clause,” this language provides that, if any per-
son in your will challenges it, he or she is excluded 

from your estate. It’s a good way to 
thwart contests to a will.

This puts the onus squarely on the 
beneficiary. If he or she asserts that 
the estate isn’t divided equitably, 
the beneficiary risks receiving noth-
ing. Be aware that, in some states, 
this clause may be subject to certain 
exceptions. Contact your estate 
planning advisor for specifics.

Invite witnesses. Usually, little 
thought is given concerning witnesses 
to the will. It’s often just whoever 
happens to be around. It might even 

Taking steps to protect your  
will from being contested
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For 2021, the federal gift and estate tax 
exemption has reached its highest level ever. 
Individuals may transfer up to $11.7 million 
by gift or bequest without triggering federal 
transfer taxes, while married couples can 
shield up to $23.4 million from tax. This is a 
limited time offer, however, as the exemption 
amount is scheduled to drop to $5 million 
(adjusted for inflation) in 2026 (and Congress 
may decide to reduce it even sooner).

Many are considering making substantial gifts to 
the younger generation to take advantage of the 
current exemption while it lasts. Often, these gifts 
consist of hard-to-value assets — such as interests 
in a closely held business or family limited partner-
ships (FLPs) — which can be risky. Suppose, for 
example, that a business owner transfers interests 
to his or her children valued at $10 million. If the 
IRS later determines that these interests were 
undervalued and were actually worth $14 million, 

Defined-value gifts

Plan carefully to avoid  
unpleasant tax surprises

be staffers at the attorney’s office where the will is 
being drawn up.

But it’s far better to use witnesses who know you 
well, such as close friends or business associates. 
They can convincingly state that you were of sound 
mind when you made out the will. Also, choose wit-
nesses who are in good health, preferably younger 
than you are and easily traceable. Finally, you may 
add extra witnesses for greater protection.  

Obtain a physician’s note. A note from a physician 
about health status is recommended for someone 
extremely ill or elderly. For instance, it can state 
that you have the requisite mental capacity to make 
estate planning decisions and thus will be useful in 
negating legal challenges.

It’s important to obtain the physician’s note close 
to the time that the will is signed. A note from sev-
eral years ago will carry little weight in court.  

Draft a revocable living trust. This trust type is 
often viewed as a vehicle that discourages will 

contests. The assets transferred to the trust are 
governed by the terms of the trust, not your will, 
giving you more flexibility.

For starters, assets in a living trust are exempted 
from the probate process. The trust is the owner of 
the assets — not you. Conversely, a will is subject 
to public inspection and must go through probate. 
In most states, the disposition of a living trust can-
not be contested. 

Furthermore, you retain some control over the assets 
during your lifetime, since you can change beneficia-
ries or even revoke the trust entirely. Generally, a  
living trust is adopted to complement your will.   

Examine all options
No matter how carefully you plan, there’s the  
possibility of an upset beneficiary who feels he  
or she deserves more of your estate than you  
provided. To minimize the chances of your will 
being contested after your death, discuss your 
options with your attorney. ❚



the owner would be liable for nearly $1 million in 
gift taxes (plus interest and possibly penalties).

Hedging your bets
A defined-value gift may help you avoid unex-
pected tax liabilities. Simply put, a defined-value 
gift is a gift of assets that are valued at a specific 
dollar amount rather than a certain number of stock 
shares or FLP units or a specified percentage of a 
business entity. 

Structured properly, a defined-value gift ensures 
that the gift will not trigger an assessment of gift 
taxes down the road. The key is to ensure that the 
defined-value language in the transfer document is 
drafted as a “formula” clause rather than an invalid 
“savings” clause. 

A formula clause transfers a fixed dollar amount, 
subject to adjustment in the number of shares or 
units necessary to equal that dollar amount (based 

on a final determination of the value of those 
shares or units for federal gift and estate tax pur-
poses). A savings clause, in contrast, provides for 
a portion of the gift to be returned to the donor if 
that portion is ultimately determined to be taxable.

Language matters
For a defined-value gift to be effective, it’s critical 
to use precise language in the transfer documents. 
In a recent case, the U.S. Tax Court rejected an 
intended defined-value gift of FLP interests and 
upheld the IRS’s assessment of gift taxes based on 
percentage interests. The documents called for the 
transfer of FLP interests with a defined fair market 
value “as determined by a qualified appraiser” 
within a specified time after the transfer.

The court found that the transfer documents failed 
to achieve a defined-value gift, because fair market 
value was determined by a qualified appraiser. The 
documents didn’t provide for an adjustment in the 
number of FLP units if their value “is finally deter-

mined for federal gift tax purposes to exceed 
the amount described.”
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Use the magic words
If you plan to make substantial gifts of interests 
in a closely held business, FLP or other hard-to-
value asset, a defined-value gift can help you 
avoid unwanted gift tax consequences. If you use 

this strategy, however, be sure to plan your gift 
carefully. To be effective, the transfer documents 
should contain specific language that provides for 
adjustment of the number of shares or units to con-
vey the desired value. ❚

You own real estate in more than one state
One goal of estate planning is to avoid or minimize probate. This is particularly important if you own 
real estate in more than one state. Why? Because each piece of real estate titled in your name must go 
through probate in the state where the property is located. 

Probate is a court-supervised administration of your estate, and if probate proceedings are required in 
several states, the process can become expensive. For example, your representative will need to engage 
a probate lawyer in each state, file certain documents in each state and comply with other redundant 
administrative requirements. In addition to the added expense, the process may also delay the settlement 
of your estate.

If you have a revocable trust (sometimes called a “living trust”), the simplest way to avoid multiple pro-
bate proceedings is to ensure that the trust holds the title to all of your real estate. Generally, this involves 
preparing a deed transferring each property to the trust and recording the deed in the county where the 
property is located. Property held in a revocable trust generally doesn’t have to go through probate.

Before you transfer real estate to a revocable trust, talk to your advisor to ensure that doing so will not 
have negative tax or estate planning implications. For example, will transferring a residence to a trust 
affect your eligibility for 
homestead exemptions 
from property taxes or 
other tax breaks? Will 
the transfer affect any 
mortgages on the prop-
erty? Will it be subject 
to any real property 
transfer taxes? It’s also 
important to consider 
whether transferring 
title to property will 
affect the extent to 
which it’s shielded from 
the claims of creditors.

ESTATE PLANNING RED FLAG



Experience. Responsiveness. Value.

The Chair of the Trusts and Estates Department is responsible for the content of The Estate Planner. The material is intended for 
educational purposes only and is not legal advice. You should consult with an attorney for advice concerning your particular situation.  
While the material in The Estate Planner is based on information believed to be reliable, no warranty is given as to its accuracy or completeness. Concepts  
are current as of the publication date and are subject to change without notice.

IRS Circular 230 Notice: We are required to advise you no person or entity may use any tax advice in this communication or any attachment to (i) avoid  
any penalty under federal tax law or (ii) promote, market or recommend any purchase, investment or other action.

At Shumaker, we understand that when selecting a law 
firm for estate planning and related services, most clients 
are looking for:

	   A high level of quality, sophistication, and experience.

	   A creative and imaginative approach that focuses on 
finding solutions, not problems.

	   Accessible attorneys who give clients priority  
treatment and extraordinary service.

	   Effectiveness at a fair price.

Since 1925, Shumaker has met the expectations of clients that 
require this level of service. Our firm offers a comprehensive 
package of quality, experience, value and responsiveness with 
an uncompromising commitment to servicing the legal needs 
of every client. That’s been our tradition and remains our  
constant goal. This is what sets us apart.

Estate planning is a complex task that often involves related 
areas of law, as well as various types of financial services. Our 
clients frequently face complicated real estate, tax, corporate 
and pension planning issues that significantly impact their 
estate plans. So our attorneys work with accountants, financial 
planners and other advisors to develop and implement  
strategies that help achieve our clients’ diverse goals. 

Shumaker has extensive experience in estate planning  
and related areas, such as business succession, insurance,  
asset protection and charitable giving planning. The skills  
of our estate planners and their ability to draw upon the 
expertise of specialists in other departments — as well as 
other professionals — ensure that each of our clients has a 
comprehensive, effective estate plan tailored to his or her  
particular needs and wishes. 

We welcome the opportunity to discuss your situation and provide the  
services required to help you achieve your estate planning goals.  

Please call us today and let us know how we can be of assistance.

www.shumaker.com


