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With the everchanging climate in the market today 
as well as recently passed legislation, Grantor 
Retained Annuity Trusts (GRATs) present an 
opportunity to take advantage of historically low 
interest rates to transfer assets, and the 
appreciation thereon, to beneficiaries while 
minimizing estate and gift taxes. 
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WHAT IS A GRAT 

A GRAT is an irrevocable trust which would pay you or your estate a fixed annuity for a term of years. The grantor 
retains an upfront annuity interest in the trust for a term of years and, at the end of that term, any remaining trust 
property (the “remainder”) passes to other family members.  A taxable gift is calculated by subtracting the value of the 
grantor's retained interest from the fair market value of the property transferred into the trust.   

Because of their potentially powerful leverage, most GRATs are set up with large retained annuity interests that reduce 
the value of the remainder to close to zero.  (Such GRATs are sometimes referred to as “zeroed out GRATs”.)  To 
illustrate, if a GRAT is funded with assets worth $500,000.  In the case of a (nearly) zeroed out GRAT, the annuity might 
be valued at $499,500 and the remainder at $500, resulting in a gift of just $500. 

Often, in order to enhance the chances of success, different GRATs are established for different assets so that the 
failure of one of them to perform in line with expectations will not cancel out the benefit from the ones that meet 
expectations.  They are also typically set-up for a short term (for example, two years), so that, if investment expectations 
are not met early on, the annuity pay-out to the grantor can be rolled over into a new GRAT, which will start up without 
the burden of the early shortfall in meeting expectations.  In addition, the shorter the term, the greater the chance that 
the grantor will outlive the term, resulting in a successful GRAT where the future growth is transferred to beneficiaries 
without any gift tax implications.  However, there is the risk that interest rates will have risen after 2 years, and the 
advantages will be reduced.  For this reason, when interest rates are low, longer term GRATs may be favorable and 
should be considered.   

WHY NOW 

This technique benefits from historically low interest rates that the government uses in determining the value of gifts of 
partial interests in property.  The IRS assumes that the trust assets will generate a return of at least the applicable Sec. 
7520 rate in effect for the month the assets were transferred to the trust (just 1.2% for the month of April). Any 
appreciation in excess of the Sec. 7520 rate passes to the beneficiaries free of gift tax.  The GRAT is considered 
successful if the grantor outlives the GRAT term (discussed below) and the rate of return on the GRAT exceeds the rate 
of return assumed by the IRS, the Sec. 7520 rate for that month.  If, contrary to expectations, the securities (or other 
assets) transferred to the GRAT do not beat the rate of return assumed by the applicable discount rate (for example, a 
return less than 1.2% a year during the term of the GRAT), then everything in the GRAT will be paid out as an annuity to 
the grantor.  In that case, the grantor would have paid little to no gift tax (or used little to none of his or her lifetime 
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credit).  Beyond incurring minimal administrative costs to establish and maintain the GRAT, there are no other adverse 
tax consequences of an underperforming GRAT. 

 

WHO ARE CANDIDATES FOR LEVERAGING THIS OPPORTUNITY 

GRATs are a great tool for families looking to transfer appreciating assets to the next generation, with little or often no 
estate or gift tax implications.  Because the use of the grantor’s gift tax credit is minimal or zero, this works well for 
someone who has previously utilized their lifetime credit, or has available credit but is not interested in utilizing it.    

Because the main advantage of a GRAT is in removing the appreciation of an asset from the grantor’s estate, GRATs 
should be funded with securities or other assets which are currently valued low and whose value is expected to rise 
during the term of the GRAT.  In addition, the assets transferred to the beneficiaries at the end of the GRAT term will 
receive a carryover basis rather than a stepped-up basis. As such, funding a GRAT with higher-basis assets is more 
beneficial than low-basis assets. 

Please note, however, that if the grantor dies during the trust term, the value of the remainder interest is also included in 
the grantor's estate.   Further, because a GRAT represents an incomplete gift (as the gift to the remainder beneficiaries 
is not complete until the end of the GRAT term), it is not a suitable vehicle to use in a generation-skipping transfer 
(GST), as the value of the “skipped” gift cannot be determined until the end of the trust term. As a result, this planning 
isn’t recommended for planning with the GST tax exemption for grandchildren or further generations.  

 

NEXT STEPS 

Please contact your Advisor to discuss if a GRAT would be the right planning tool for you. 

 

 


