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Intra-Family Loans

By Alan S. Kufeld, CPA, Partner and Edward Poreba, CPA, Senior Manager

As we await the details of the Trump Administration’s tax plan, we are in a period of “transfer tax
uncertainty.” During this time, we generally encourage clients to avoid making taxable gifts or entering
into complicated gifting strategies that could result in the payment of gift tax. If properly structured, intra-
family loans can create an opportunity to shift wealth to the next generation with little to no transaction
costs and without a gift tax.

With interest rates at their lows but threatening to increase, intra-family loans can also be an attractive
way for individuals to lend funds to younger generations at rates lower than prevailing commercial rates.

This strategy is enabled by the low “safe harbor” rates set by the IRS, the Applicable Federal Rates
(“AFR"), which represent the minimum interest rates that may be charged on an intra-family loan. These
rates are published monthly and correspond to the yields and maturities of various Treasury bonds.

Interest Rate Factor
The interest rate used depends on the terms of the loan.

For September 2017, for term loans of three years or less, the short-term rate (1.29%) is used; the mid-
term rate (1.94%) is used for more than three years but not more than nine year loans, and the long-term
rate (2.60%) for loans longer than nine years.

For demand loans outstanding the entire year, the IRS provides a blended rate — currently 1.09% for
calendar year 2017.

Examples of a few of the possible uses of intra-family loans include:

e Home mortgages for family members, including refinancing of existing mortgages;

e Loans to acquire investment assets generating a total return above the interest rate paid,
achieving a transfer of wealth without gift tax implications;

e Loans as a means of making gifts over time by forgiveness of payments in some years; and,

e Loans to grantor trusts.

If loans are made with no stated interest rate or a rate below the AFR, the lender is deemed to have
made a transfer (or gift) to the borrower of the foregone interest, followed by a deemed transfer by the
borrower back to the lender as imputed income. Such “gift loans” may cause the lender to recognize
imputed income and possible gift tax.

Be Alert

Despite the opportunities this strategy offers, taxpayers should be aware that there are possible pitfalls. It
should be noted that the IRS presumes all intra-family loans are disguised gifts from the outset, with the
burden on the taxpayer to prove otherwise.



Be Proactive

It is crucial that a bona fide debtor-creditor relationship be established at the inception of the loan and
throughout its administration. Accordingly,

e asigned promissory note should designate a repayment schedule,

e collateral should be provided,

e repayments should actually be made (and demands made when they are not), and
» the borrower should be solvent and possess the ability to repay.

Any prearranged forgiveness of a loan could result in a gift of the entire loan amount.
Contact Us

For more information on intra-family loans or any other tax matters, please contact a member of your
client service team or Alan S. Kufeld, CPA, Partner at akufeld@pkfod.com, Mary Parente, CPA, Partner
at mparente @pkfod.com, or Edward Poreba, CPA, Senior Manager at eporeba@pkfod.com.

About PKF O'Connor Davies

PKF O’Connor Davies, LLP is a full-service certified public accounting and advisory firm with a long history of serving clients both
domestically and internationally. With roots tracing to 1891, nine offices in New York, New Jersey, Connecticut and Maryland, and
more than 700 professionals, the Firm provides a complete range of accounting, auditing, tax and management advisory services.
PKF O’Connor Davies is ranked 28th on Accounting Today’s 2017 “Top 100 Firms” list and is recognized as one of the “Top 10
Fastest-Growing Firms.” PKF O’Connor Davies is also recognized as a “Leader in Audit and Accounting” and is ranked among the
“Top Firms in the Mid-Atlantic,” by Accounting Today. In 2017, PKF O'Connor Davies was named one of the 50 best accounting
employers to work for in North America, by Vault.

PKF O’Connor Davies Family Office, a division of PKF O’Connor Davies, LLP, provides a full range of family office, accounting, tax
and advanced planning services to high net worth individuals, family offices, closely-held businesses, executives of multi-national
corporations, family trusts and entrepreneurs. With each client’s needs in mind, our professionals use state-of-the art technology to
develop customized and strategic solutions that meet their planning, reporting, financial and lifestyle challenges. Clients and their
key advisors rely on PKF O’Connor Davies for extensive expertise in tax, accounting and reporting, wealth planning, charitable
giving and investment oversight. The Firm’s experienced team of dedicated family office professionals includes specialists in tax
planning and compliance, estate and trust, state and local tax, and corporate and international tax.

PKF O’Connor Davies is the lead North American representative in PKF International, a global network of legally independent
accounting and advisory firms located in 440 locations, in 150 countries around the world.

Our Firm provides the information in this e-newsletter for general guidance only, and it does not constitute the provision of legal
advice, tax advice, accounting services, or professional consulting of any kind.
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