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Planning for the Interest Charge on Installment 
Sales: Decanting a Grantor Trust?
By Louis Vlahos

The Issue
I recently encountered an interesting situation in which 

someone suggested that a grantor trust be decanted into a 
non-grantor trust before the end of the taxable year. The 
reason? To avoid the special interest charge that would 
otherwise be imposed with respect to the deferred tax li-
ability attributable to the trust’s share of an installment 
obligation.1 

The trust’s principal asset was a membership interest in 
an LLC that was treated as a partnership for purposes of the 
federal income tax. Among the assets held by the partner-
ship was an installment obligation that had been received 
by the partnership earlier in the taxable year in exchange 
for the partnership’s sale of unimproved real property.

In order to appreciate the issue presented, it may be 
helpful to first take a short walk through the installment 
sale rules.

The Installment Method
Let’s start with the obvious. When a taxpayer sells prop-

erty in exchange for cash,2  the taxpayer must recognize, 
and include in their gross income for the taxable year of 
the sale, an amount equal to the gain realized from the sale, 
which is determined by subtracting the taxpayer’s adjusted 
basis for the property (basically, their unreturned invest-
ment) from the amount of cash received.3 Simple.

Of course, many sellers would prefer to defer4 the rec-
ognition of gain in order to take advantage of the time val-
ue of money.5 This may be accomplished by agreeing that 
the buyer will defer to a subsequent taxable year the pay-
ment of at least some of the purchase price.6 The amount 
of gain from the sale that is attributable to the amount of 
the deferred payment will be recognized by the seller when 
the payment is actually or constructively received, or when 
it is deemed to have been received, by the seller.7 

This method of deferring the recognition of gain from a 
sale is referred to as the installment method and it applies 
to both cash basis and accrual basis taxpayers.8 Gain from 
the sale of property where any payment is to be received in 
a taxable year after the year of sale must be reported on the 
installment method unless (i) the Code excludes the prop-
erty in question from the installment method,9  (ii)  the 

taxpayer elects not to apply the installment method,10 or 
(iii) the taxpayer monetizes or “disposes” of their right to 
the deferred payments.11 

Now, let’s turn to the interest charge mentioned above.

The Interest Charge
Assuming the selling taxpayer can get comfortable with 

the credit risk of deferring receipt of the buyer’s payment of 
some portion of the price,12 the taxpayer will successfully 
defer payment of a portion of the tax arising from the sale.

In addition, in most cases in which the amount of the 
deferred payment is fixed or known and is payable accord-
ing to a schedule, the buyer will be required to pay in-
terest to the seller in respect of the unpaid portion of the 
price.13 Of course, the interest will be included in the sell-
er’s ordinary income for the year in which it is received.14 

Notwithstanding the buyer has not paid the full amount 
owing to the seller in connection with the sale of the prop-
erty, the buyer is allowed to take the property with a cost 
basis.15 In the case of certain property, that means the buyer 
may begin to recover their purchase price for the property 
through deductions for depreciation or amortization16 even 
before they have paid the full amount. Moreover, the buy-
er’s interest payments may also be deductible.17 

This is all well and good for the selling taxpayer, and 
even the buyer, but what about the government? By de-
ferring receipt of the taxes arising from the sale, isn’t the 
government effectively financing the parties’ purchase and 
sale transaction?

To some extent, yes. Enter the special interest charge.

Under the interest charge rule, a selling taxpayer is re-
quired to pay interest on a portion of the deferred tax lia-
bility with respect to an installment obligation received in 
exchange for the seller’s property.18 

The rule applies to an installment obligation received by 
the seller from the buyer during the taxable year of the sale, 
provided the obligation remains outstanding as of the close 
of such taxable year and, provided further, that the face 
amount of such obligation that remains outstanding as of 
the close of such taxable year exceeds $5 million.19 
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million; thus, none of the partners will be subject to the 
special interest charge.

The Grantor Trust
However, the IRS has ruled that if a “grantor 

trust”29 holds a partnership interest, the grantor of the trust 
is treated as owning such interest; as a result, the grantor 
rather than the trust is considered to be the partner for 
federal income tax purposes.30 

Thus, where a taxpayer-grantor owns an interest in a 
partnership, and a trust—of which the taxpayer is treated 
as the owner under the grantor trust rules—that was creat-
ed and funded by the grantor for the benefit of the grant-
or’s children owns another interest in the same partnership, 
the taxpayer-grantor  and the trust are treated as a single 
taxpayer for tax purposes.

Consequently, in the example, above, the taxpay-
er-grantor would be treated as owning two thirds of the 
installment obligation received by the partnership in the 
sale, with a face amount of $10 million, and would be sub-
ject to the special interest charge.

It should follow that when the trust ceases to be a grant-
or trust, the partnership interest is deemed to be transferred 
from the grantor to the trust.31 

Indeed, under the facts of the IRS ruling, referenced 
above,32 when the grantor renounced the powers that gave 
rise to the trust’s status as a grantor trust, the trust ceased to 
be treated as a grantor trust and, instead, became a separate 
taxable entity; as a result, the grantor was no longer con-
sidered to be the owner of the partnership interest held by 
the trust. In fact, the grantor was considered to have trans-
ferred ownership of the partnership interest to the trust.

Moreover, the ruling went on to explain that the 
deemed transfer of the partnership interest by the grantor 
may be treated as a sale by the grantor if the grantor’s share 
of partnership liabilities was reduced or eliminated as a re-
sult of the transfer.33 

Based on the foregoing, if the partner-grantor of a grant-
or trust realized before the end of the taxable year in which 
the partnership transacted an installment sale that they 
would be subject to the special interest charge because of 
the grantor’s deemed ownership of a partnership interest 
held by the trust, could the grantor avoid the special inter-
est charge by causing the trust to cease being treated as a 
grantor trust before the end of the year, on the theory that 
neither the grantor nor the trust would be treated as owning 
a share of the installment obligation with a face amount in 
excess of $5 million as of the close of such taxable year?

If a selling taxpayer is required to pay interest20  with 
respect to an installment obligation in accordance with this 
rule, then the taxpayer will be required to pay interest for 
every subsequent taxable year at the close of which any part 
of that obligation remains outstanding.21 

The amount of interest payable for a taxable year with re-
spect to an installment obligation to which the special inter-
est rules apply is determined by applying the tax deficiency 
rate22 to the amount of the deferred tax liability attributable 
to that portion of the obligation in excess of $5 million.23 

The deferred tax liability for a taxable year with respect to 
such an installment obligation is determined by multiplying 
(i) the amount of the unrecognized gain attributable to the 
obligation as of the close of the taxable year, by (ii) the max-
imum rate of tax applicable to the taxpayer for that year.24 

Applying the Interest Charge to Passthroughs
In the case of an individual or a C corporation seller, 

it is clear to whom the special interest charge rules will 
apply—the seller.25 

In the case of a passthrough entity, however, the IRS has 
determined that 

the $5 million threshold is applied, and in-
terest calculations are made, at the owner lev-
el. Therefore, . . . [a] passthrough entity shall 
provide its owners with information needed 
to calculate the amount of interest on de-
ferred tax liability . . . , including the owner’s 
share of the amount of gain that has not been 
recognized by the entity as of the close of the 
passthrough entity’s taxable year and the face 
amount of each of the entity’s nondealer ob-
ligations outstanding as of the close of the 
passthrough entity’s taxable year.26 

Thus, in the case of a partnership that has sold property 
in exchange for an installment obligation, the $5 million 
threshold is applied, and the interest charge is calculated, 
at the partner level rather than at the partnership level.27 

This is consistent with the concept that the character 
of any item of partnership income, gain, loss, deduction, 
or credit included in a partner’s distributive share is deter-
mined as if such item were realized directly from the source 
from which realized by the partnership or incurred in the 
same manner as incurred by the partnership.28 

For example, if a partnership with three equal and unre-
lated partners sells property in exchange for a $15 million 
installment obligation, each partner will be treated as own-
ing one third of such obligation, with a face amount of $5 
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interest in the passthrough entity that owned the obliga-
tion—but made a gift of a portion of such obligation or 
of the equity in the pass-through entity to the other spouse 
simultaneously with the sale of the assets in exchange for 
which the obligation was received, provided the transfer to 
the other spouse “was a bona fide transaction [which] should, 
in fact, be respected for federal income tax purposes.”39 

Decanting
Returning to our facts—a grantor trust for the benefit 

of the grantor’s children—would a decanting of the grant-
or trust into a non-grantor trust succeed in bringing the 
grantor’s share of the installment obligation received by the 
partnership below the $5 million threshold before the end 
of the year of the sale? Would the IRS treat a decanting 
as something other than a disposition for purposes of the 
installment sale rules?

The answer should be “no.”

For the same reasons discussed above, upon the termi-
nation of the trust’s status as a grantor trust, the grantor is 
treated as having transferred to the trust the assets held by 
the trust, including the interest in the partnership holding 
the installment obligation.

Should the result be different where the grantor trust 
status is lost because the grantor affirmatively renounced 
their powers with respect to the trust as opposed to where 
the trustee exercised their discretion (i.e., without the 
grantor’s involvement) to decant the grantor trust into a 
non-grantor trust?

Probably not. In both cases, the grantor should be treat-
ed as having made a transfer to a “newly formed” trust.

Should it matter whether there was “consideration” for 
the transfer—as in the case of a shift in the share of part-
nership liabilities—or not?

Again, probably not. The fact remains that the grantor 
is treated as having made a transfer, or disposition, to a 
“newly formed” trust. In fact, in the absence of any consid-
eration, it is reasonable to assume that the grantor’s orig-
inal donative intent40  from the time the trust was fund-
ed should also characterize the transfer that is completed 
when the trust ceases to be a grantor trust.

What To Do?
At this point, the IRS has not said very much with re-

spect to the tax treatment of decanting a trust. In 2011, the 
IRS announced that it was studying the tax implications of 
decanting, was considering approaches to addressing some 
of the relevant tax issues and invited comments from the 
public regarding the tax consequences.41 

Stated differently, if a grantor-partner “transferred” 
their partnership interest to a non-grantor trust, can they 
bring themselves below the $5 million threshold for appli-
cation of the special interest charge while also keeping the 
trust beyond the reach of the rule?

Is there support for this “strategy”? Perhaps in the case 
of an interspousal transfer, as discuss below, but not on the 
facts set forth herein.

Disposition of the Installment Obligation
In general, the disposition of an installment obligation 

will result in the recognition of the deferred gain. Where 
the disposition is made other than by a sale or exchange, the 
gain is equal to the difference between the fair market value 
of the obligation at the time of the disposition and the basis 
of the obligation, which is equal to the excess of the face 
value of the obligation over the amount of gain that would 
have to be reported if the obligation were satisfied in full.34 

For purposes of the above “acceleration of gain recogni-
tion” rule, a gift of the installment obligation is treated as a 
“disposition” within the meaning of the rule.

Moreover, according to the IRS, a gift of an interest in 
a partnership that holds an installment obligation is treat-
ed as a disposition of the donor’s share of the installment 
obligation, thereby triggering recognition of the otherwise 
deferred gain.35 

Thus, it appears that any post-sale, pre-year-end “re-ti-
tling” of ownership of the installment obligation is doomed 
to fail, even where a principal purpose for the transfer may 
not have been tax-motivated.

Spouses

There is, however, an important exception to this dis-
position rule. Specifically, a transfer of an installment ob-
ligation between spouses (whether directly or indirectly) is 
not treated as a disposition that accelerates the recognition 
of gain, provided the transfer is not made in trust36 for the 
benefit of the transferee spouse. In that case, the same tax 
treatment with respect to the transferred installment obli-
gation will apply to the transferee as would have applied to 
the transferor-spouse.37 

In addition, the IRS has advised that, for purposes of 
applying the special interest charge rule, spouses are treated 
as separate taxpayers and should be entitled to apply the 
$5 million limitation to installment obligations that each 
separately holds regardless of how they file.38 

According to the Service, each spouse would enjoy a sep-
arate $5 million limitation even where originally only one 
spouse held the installment obligation—or held an equity 
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Since then, the IRS has avoided ruling on most tax is-
sues relating to decanting, at least where there is a change 
in beneficial interests.42 

It remains unclear when we may expect to get answers 
to the above questions.

That said, the best time to plan for avoiding the spe-
cial interest charge is well before the sale of the property 
in exchange for which the installment obligation is to be 
received, not afterward.

The foregoing discussion indicates that taxpayers may, 
for purposes of the special interest charge rule, “adjust” 
their ownership interests in a passthrough entity—for ex-
ample, by transfer of the interest—so as to reduce their 
share of an installment obligation received by the entity in 
exchange for the nearly contemporaneous sale of its assets. 
However, the means by which this is effectuated must rep-
resent a bona fide transaction.

The renunciation of one’s grantor trust powers43—and 
the deemed transfer resulting therefrom—before such a 
sale should also be effective to give the “new” non-grantor 
trust its own $5 million threshold for purposes of applying 
the special interest charge rule, in addition to the one en-
joyed by the grantor.44 

The distribution of a partnership interest to a beneficia-
ry of the trust prior to a sale should have the same benefi-
cial outcome, provided the distribution represents a bona 
fide transfer.

Query whether the amendment of a partnership agree-
ment with respect to the year of the sale subsequent to the 
close of such taxable year (but not later than the date pre-
scribed by law for the filing of the partnership return, not 
including not including any extension) would be effective.45 

Finally, it should be noted that the IRS is authorized 
to issue regulations with respect to the application of the 
interest charge rule to passthrough entities, including part-
nerships.46 To date, no such regulations have been issued, 
but I imagine that the tailoring of partners’ interests in a 
partnership for the purpose of avoiding the interest charge 
would certainly be on the agenda for such a regulation.
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