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Understanding	
  GRATs:	
  How	
  Grantor-­‐Retained	
  Annuity	
  Trusts	
  Transfer	
  
Wealth	
  Tax-­‐Efficiently	
  
How	
  GRATs	
  Allow	
  Families	
  to	
  Move	
  Appreciating	
  Assets	
  to	
  the	
  Next	
  Generation	
  with	
  
Minimal	
  Gift	
  Tax	
  Exposure	
  

Among	
  the	
  more	
  elegant	
  tools	
  in	
  the	
  estate	
  planning	
  toolkit,	
  the	
  Grantor-­‐Retained	
  Annuity	
  Trust	
  —	
  
commonly	
  known	
  as	
  a	
  GRAT	
  —	
  allows	
  individuals	
  to	
  transfer	
  significant	
  wealth	
  to	
  heirs	
  while	
  
substantially	
  reducing	
  or	
  even	
  eliminating	
  gift	
  tax	
  liability.	
  The	
  structure	
  is	
  straightforward	
  in	
  concept	
  
but	
  precise	
  in	
  execution,	
  and	
  when	
  timed	
  and	
  funded	
  properly,	
  it	
  can	
  produce	
  meaningful	
  transfer	
  tax	
  
savings	
  for	
  high-­‐net-­‐worth	
  families.	
  

GRATs	
  are	
  particularly	
  effective	
  when	
  the	
  grantor	
  holds	
  assets	
  expected	
  to	
  appreciate	
  in	
  value	
  —	
  closely	
  
held	
  business	
  interests,	
  concentrated	
  equity	
  positions,	
  real	
  estate,	
  or	
  other	
  volatile	
  assets	
  with	
  strong	
  
upside	
  potential.	
  The	
  strategy	
  depends	
  on	
  that	
  appreciation	
  outpacing	
  a	
  benchmark	
  interest	
  rate	
  set	
  by	
  
the	
  IRS,	
  allowing	
  the	
  excess	
  growth	
  to	
  pass	
  to	
  beneficiaries	
  free	
  of	
  gift	
  tax.	
  

Understanding	
  how	
  GRATs	
  work,	
  when	
  they	
  are	
  most	
  effective,	
  and	
  where	
  they	
  carry	
  structural	
  risk	
  is	
  
essential	
  for	
  advisors,	
  attorneys,	
  and	
  families	
  considering	
  them	
  as	
  part	
  of	
  a	
  broader	
  wealth	
  transfer	
  
strategy.	
  

What	
  Is	
  a	
  GRAT?	
  

A	
  Grantor-­‐Retained	
  Annuity	
  Trust	
  is	
  an	
  irrevocable	
  trust	
  into	
  which	
  the	
  grantor	
  transfers	
  assets	
  and,	
  in	
  
return,	
  receives	
  a	
  fixed	
  annuity	
  payment	
  each	
  year	
  for	
  a	
  specified	
  term.	
  At	
  the	
  end	
  of	
  the	
  trust	
  term,	
  any	
  
assets	
  remaining	
  in	
  the	
  trust	
  —	
  beyond	
  what	
  was	
  paid	
  back	
  to	
  the	
  grantor	
  through	
  the	
  annuity	
  —	
  pass	
  
to	
  the	
  designated	
  beneficiaries,	
  typically	
  children	
  or	
  other	
  family	
  members.	
  

The	
  gift	
  tax	
  value	
  of	
  the	
  transfer	
  is	
  calculated	
  at	
  the	
  time	
  the	
  GRAT	
  is	
  funded.	
  That	
  value	
  represents	
  the	
  
initial	
  principal	
  placed	
  into	
  the	
  trust,	
  plus	
  imputed	
  interest	
  at	
  the	
  IRS-­‐prescribed	
  rate	
  (known	
  as	
  the	
  
Section	
  7520	
  rate),	
  minus	
  the	
  present	
  value	
  of	
  the	
  annuity	
  payments	
  the	
  grantor	
  will	
  receive	
  over	
  the	
  
trust	
  term.	
  When	
  the	
  annuity	
  is	
  structured	
  so	
  that	
  its	
  present	
  value	
  equals	
  the	
  full	
  value	
  of	
  the	
  assets	
  
transferred,	
  the	
  calculated	
  gift	
  is	
  reduced	
  to	
  zero	
  —	
  a	
  structure	
  commonly	
  referred	
  to	
  as	
  a	
  "zeroed-­‐out"	
  
GRAT.	
  

If	
  the	
  assets	
  in	
  the	
  trust	
  grow	
  at	
  a	
  rate	
  exceeding	
  the	
  Section	
  7520	
  rate	
  during	
  the	
  trust	
  term,	
  the	
  
surplus	
  passes	
  to	
  the	
  beneficiaries	
  with	
  no	
  additional	
  gift	
  tax.	
  The	
  entire	
  benefit	
  of	
  the	
  GRAT	
  strategy	
  
rests	
  on	
  that	
  outperformance.	
  

Core	
  Features	
  of	
  a	
  GRAT	
  

•	
  	
  Irrevocable	
  trust	
  funded	
  with	
  assets	
  expected	
  to	
  appreciate	
  
•	
  	
  Grantor	
  receives	
  fixed	
  annuity	
  payments	
  for	
  the	
  full	
  trust	
  term	
  
•	
  	
  Gift	
  tax	
  value	
  at	
  funding	
  is	
  based	
  on	
  the	
  difference	
  between	
  asset	
  value	
  and	
  annuity	
  present	
  value	
  
•	
  	
  Assets	
  remaining	
  at	
  the	
  end	
  of	
  the	
  trust	
  term	
  pass	
  to	
  beneficiaries	
  
•	
  	
  Most	
  effective	
  when	
  assets	
  outperform	
  the	
  IRS	
  Section	
  7520	
  hurdle	
  rate	
  
•	
  	
  Often	
  structured	
  as	
  a	
  "zeroed-­‐out"	
  GRAT	
  to	
  eliminate	
  gift	
  tax	
  at	
  funding	
  
•	
  	
  Commonly	
  used	
  with	
  business	
  interests,	
  equity	
  positions,	
  and	
  other	
  appreciating	
  assets	
  



	
  

Why	
  GRATs	
  Are	
  Used	
  

The	
  core	
  appeal	
  of	
  the	
  GRAT	
  is	
  its	
  ability	
  to	
  transfer	
  future	
  appreciation	
  out	
  of	
  the	
  grantor's	
  estate	
  with	
  
minimal	
  —	
  or	
  zero	
  —	
  gift	
  tax	
  cost.	
  Because	
  the	
  gift	
  tax	
  calculation	
  is	
  locked	
  in	
  at	
  the	
  time	
  the	
  trust	
  is	
  
funded,	
  any	
  growth	
  beyond	
  the	
  Section	
  7520	
  rate	
  passes	
  to	
  beneficiaries	
  entirely	
  outside	
  the	
  estate	
  tax	
  
system.	
  

This	
  makes	
  the	
  GRAT	
  particularly	
  well-­‐suited	
  to	
  periods	
  of	
  low	
  interest	
  rates,	
  when	
  the	
  Section	
  7520	
  
hurdle	
  is	
  easier	
  to	
  clear,	
  and	
  to	
  assets	
  with	
  high	
  appreciation	
  potential.	
  Advisors	
  frequently	
  use	
  short-­‐
term	
  GRATs	
  —	
  sometimes	
  referred	
  to	
  as	
  "rolling	
  GRATs"	
  —	
  where	
  a	
  series	
  of	
  back-­‐to-­‐back	
  two-­‐year	
  
trusts	
  are	
  funded	
  in	
  sequence.	
  This	
  approach	
  limits	
  the	
  mortality	
  risk	
  inherent	
  in	
  longer	
  trust	
  terms	
  
while	
  still	
  capturing	
  appreciation	
  on	
  assets	
  that	
  perform	
  above	
  the	
  hurdle	
  rate.	
  

From	
  a	
  planning	
  perspective,	
  a	
  successful	
  GRAT	
  effectively	
  removes	
  the	
  appreciation	
  —	
  but	
  not	
  the	
  
principal	
  —	
  from	
  the	
  grantor's	
  taxable	
  estate,	
  without	
  consuming	
  any	
  of	
  the	
  grantor's	
  lifetime	
  gift	
  tax	
  
exemption	
  when	
  structured	
  as	
  a	
  zeroed-­‐out	
  trust.	
  

Common	
  Use	
  Cases	
  

•	
  	
  Business	
  owners	
  seeking	
  to	
  transfer	
  equity	
  appreciation	
  ahead	
  of	
  a	
  liquidity	
  event	
  
•	
  	
  Families	
  holding	
  concentrated	
  stock	
  positions	
  in	
  companies	
  expected	
  to	
  grow	
  
•	
  	
  Advisors	
  implementing	
  rolling	
  short-­‐term	
  GRAT	
  strategies	
  in	
  low-­‐interest-­‐rate	
  environments	
  
•	
  	
  Estate	
  plans	
  designed	
  to	
  remove	
  future	
  appreciation	
  from	
  a	
  taxable	
  estate	
  without	
  using	
  

exemption	
  
•	
  	
  Multigenerational	
  planning	
  where	
  the	
  goal	
  is	
  to	
  shift	
  value	
  efficiently	
  to	
  the	
  next	
  generation	
  

Advantages	
  of	
  the	
  GRAT	
  Structure	
  

When	
  the	
  trust	
  performs	
  as	
  intended,	
  the	
  GRAT	
  is	
  one	
  of	
  the	
  most	
  tax-­‐efficient	
  transfer	
  strategies	
  
available.	
  The	
  grantor	
  retains	
  economic	
  benefit	
  through	
  the	
  annuity	
  stream,	
  yet	
  the	
  appreciation	
  
accrues	
  entirely	
  to	
  the	
  beneficiaries.	
  Because	
  the	
  GRAT	
  is	
  a	
  grantor	
  trust	
  for	
  income	
  tax	
  purposes,	
  the	
  
grantor	
  also	
  pays	
  income	
  taxes	
  on	
  trust	
  earnings	
  during	
  the	
  term	
  —	
  an	
  additional	
  benefit	
  that	
  allows	
  the	
  
trust	
  to	
  compound	
  without	
  being	
  reduced	
  by	
  tax	
  liability.	
  

For	
  families	
  seeking	
  to	
  move	
  substantial	
  value	
  to	
  the	
  next	
  generation,	
  a	
  GRAT	
  can	
  accomplish	
  in	
  a	
  
defined	
  trust	
  term	
  what	
  might	
  otherwise	
  require	
  the	
  use	
  of	
  significant	
  gift	
  tax	
  exemption.	
  And	
  in	
  a	
  
zeroed-­‐out	
  structure,	
  that	
  transfer	
  occurs	
  without	
  any	
  exemption	
  consumption	
  at	
  all.	
  

Key	
  Benefits	
  

•	
  	
  Transfers	
  future	
  appreciation	
  to	
  heirs	
  with	
  little	
  or	
  no	
  gift	
  tax	
  cost	
  
•	
  	
  Zeroed-­‐out	
  structure	
  preserves	
  the	
  grantor's	
  lifetime	
  gift	
  tax	
  exemption	
  
•	
  	
  Grantor's	
  income	
  tax	
  payments	
  on	
  trust	
  earnings	
  allow	
  assets	
  to	
  compound	
  efficiently	
  
•	
  	
  Flexible	
  term	
  structure	
  enables	
  rolling	
  short-­‐term	
  strategies	
  
•	
  	
  Particularly	
  effective	
  with	
  high-­‐growth	
  or	
  volatile	
  assets	
  

	
  



	
  

Risks	
  and	
  Structural	
  Considerations	
  

The	
  GRAT	
  carries	
  meaningful	
  structural	
  risk	
  that	
  must	
  be	
  understood	
  before	
  implementation.	
  The	
  most	
  
significant	
  is	
  mortality	
  risk:	
  if	
  the	
  grantor	
  dies	
  before	
  the	
  trust	
  term	
  expires,	
  the	
  trust	
  assets	
  are	
  pulled	
  
back	
  into	
  the	
  taxable	
  estate,	
  eliminating	
  the	
  anticipated	
  transfer	
  tax	
  benefit.	
  This	
  is	
  the	
  primary	
  reason	
  
advisors	
  often	
  favor	
  short-­‐term	
  GRATs	
  —	
  the	
  shorter	
  the	
  term,	
  the	
  lower	
  the	
  probability	
  that	
  the	
  
grantor	
  does	
  not	
  survive	
  it.	
  

Performance	
  risk	
  is	
  equally	
  important.	
  A	
  GRAT	
  generates	
  no	
  transfer	
  tax	
  benefit	
  if	
  the	
  trust	
  assets	
  fail	
  to	
  
outperform	
  the	
  Section	
  7520	
  rate.	
  In	
  a	
  high-­‐interest-­‐rate	
  environment,	
  the	
  hurdle	
  is	
  more	
  difficult	
  to	
  
clear,	
  and	
  the	
  strategy	
  is	
  less	
  effective.	
  Assets	
  that	
  underperform	
  or	
  decline	
  in	
  value	
  during	
  the	
  trust	
  
term	
  result	
  in	
  no	
  tax-­‐free	
  transfer	
  to	
  beneficiaries	
  —	
  though	
  the	
  grantor	
  does	
  receive	
  back	
  the	
  annuity	
  
payments,	
  which	
  mitigates	
  the	
  downside.	
  

A	
  third	
  consideration	
  involves	
  the	
  GRAT's	
  interaction	
  with	
  generation-­‐skipping	
  transfer	
  tax	
  planning.	
  
Because	
  GRAT	
  remainders	
  are	
  not	
  eligible	
  for	
  GST	
  tax	
  exemption	
  allocation	
  until	
  the	
  trust	
  terminates,	
  
GRATs	
  are	
  generally	
  not	
  well-­‐suited	
  as	
  a	
  primary	
  tool	
  for	
  direct	
  transfers	
  to	
  grandchildren	
  or	
  future	
  
generations.	
  

Key	
  Considerations	
  

•	
  	
  Grantor	
  must	
  survive	
  the	
  trust	
  term	
  for	
  the	
  strategy	
  to	
  succeed	
  —	
  shorter	
  terms	
  reduce	
  this	
  risk	
  
•	
  	
  Assets	
  must	
  outperform	
  the	
  IRS	
  Section	
  7520	
  hurdle	
  rate	
  to	
  generate	
  a	
  tax-­‐free	
  transfer	
  
•	
  	
  GRATs	
  are	
  not	
  generally	
  suitable	
  as	
  the	
  primary	
  vehicle	
  for	
  generation-­‐skipping	
  transfer	
  planning	
  
•	
  	
  GRAT	
  remainders	
  are	
  not	
  eligible	
  for	
  GST	
  exemption	
  allocation	
  until	
  trust	
  termination	
  
•	
  	
  Trust	
  must	
  be	
  properly	
  drafted	
  and	
  administered	
  throughout	
  the	
  full	
  term	
  
•	
  	
  Coordination	
  between	
  estate	
  planning	
  attorneys,	
  tax	
  advisors,	
  and	
  trust	
  administrators	
  is	
  essential	
  

The	
  Role	
  of	
  Jurisdiction	
  in	
  Trust	
  Planning	
  

Where	
  a	
  GRAT	
  is	
  administered	
  can	
  affect	
  the	
  flexibility	
  and	
  stability	
  of	
  the	
  overall	
  planning	
  structure.	
  
States	
  with	
  modern	
  trust	
  statutes,	
  strong	
  privacy	
  protections,	
  and	
  no	
  state	
  income	
  tax	
  on	
  trust	
  earnings	
  
provide	
  a	
  more	
  favorable	
  environment	
  for	
  long-­‐term	
  trust	
  administration.	
  

South	
  Dakota	
  has	
  established	
  itself	
  as	
  the	
  leading	
  trust	
  jurisdiction	
  in	
  the	
  United	
  States	
  for	
  precisely	
  
these	
  reasons.	
  Its	
  absence	
  of	
  state	
  income	
  tax	
  on	
  trust	
  assets,	
  advanced	
  directed	
  trust	
  statute,	
  and	
  
strong	
  privacy	
  laws	
  make	
  it	
  a	
  natural	
  home	
  for	
  complex	
  trust	
  structures	
  —	
  including	
  GRATs	
  that	
  are	
  part	
  
of	
  larger,	
  multigenerational	
  planning	
  programs.	
  

For	
  advisors	
  and	
  families	
  working	
  with	
  GRATs	
  in	
  conjunction	
  with	
  dynasty	
  trusts,	
  defective	
  grantor	
  
trusts,	
  or	
  other	
  coordinated	
  strategies,	
  South	
  Dakota's	
  trust	
  framework	
  provides	
  a	
  stable	
  and	
  
sophisticated	
  administrative	
  environment.	
  

	
  

	
  

	
  

	
  



Summary:	
  GRATs	
  at	
  a	
  Glance	
  

Feature	
   Details	
  

Trust	
  Type	
   Irrevocable	
  grantor	
  trust	
  with	
  fixed	
  annuity	
  to	
  the	
  
grantor	
  

Tax	
  Treatment	
   Gift	
  tax	
  value	
  calculated	
  at	
  funding;	
  appreciation	
  
above	
  Section	
  7520	
  rate	
  passes	
  gift-­‐tax-­‐free	
  

Primary	
  Objective	
   Transfer	
  future	
  appreciation	
  to	
  heirs	
  with	
  minimal	
  or	
  
zero	
  gift	
  tax	
  cost	
  

Income	
  Tax	
  Responsibility	
   Paid	
  by	
  the	
  grantor	
  during	
  the	
  trust	
  term	
  

Ideal	
  Use	
   Appreciating	
  assets,	
  low-­‐rate	
  environments,	
  rolling	
  
short-­‐term	
  strategies	
  

Key	
  Risk	
   Grantor	
  mortality	
  before	
  term	
  ends;	
  assets	
  failing	
  to	
  
outperform	
  the	
  hurdle	
  rate	
  

	
  

Learn	
  More	
  

Sterling	
  Trustees	
  works	
  with	
  advisors,	
  attorneys,	
  and	
  families	
  to	
  administer	
  sophisticated	
  trust	
  
structures	
  designed	
  to	
  support	
  long-­‐term	
  wealth	
  preservation.	
  As	
  an	
  independent	
  South	
  Dakota	
  trust	
  
company	
  focused	
  exclusively	
  on	
  trust	
  administration,	
  we	
  collaborate	
  closely	
  with	
  advisory	
  teams	
  to	
  
implement	
  and	
  manage	
  complex	
  trusts	
  with	
  precision	
  and	
  transparency.	
  

To	
  learn	
  more	
  about	
  GRATs	
  and	
  other	
  planning	
  strategies,	
  contact	
  us	
  at:	
  

info@sterlingtrustees.com	
  

www.sterlingtrustees.com	
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