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Grantor Retained Trusts (GRATs and GRUTS): A Strategic
Approach to Transferring Wealth While Minimizing Gift Taxes

Grantor Retained Trusts (GRTs) are powerful estate planning tools that allow individuals to
transfer assets to heirs while minimizing gift taxes and retaining income for a specified
period. The two most common types of Grantor Retained Trusts are the Grantor Retained
Annuity Trust (GRAT) and the Grantor Retained Unitrust (GRUT). These trusts are used by
high-net-worth individuals to remove appreciating assets from their taxable estate, leveraging
the gift tax exemption and efficiently transferring wealth to beneficiaries.

By establishing a GRAT or GRUT, the grantor retains the right to receive payments for a set
number of years, after which the remaining trust assets pass to the designated beneficiaries.
If structured correctly, a GRT can transfer substantial wealth at little to no gift tax cost,
making it a popular option for families looking to reduce their estate tax exposure.

Key Benefits of a Grantor Retained Trust

> Gift Tax Savings: The primary benefit of a GRAT or GRUT is the ability to transfer wealth
to heirs with minimal or no gift tax liability. By retaining the right to receive payments
from the trust, the taxable value of the gift is reduced. If the trust’s assets appreciate at a
rate higher than the IRS's assumed rate of return (Section 7520 rate), the excess value
passes to the beneficiaries free of additional gift taxes.

> Removal of Appreciation from Taxable Estate: Any appreciation of the assets held in the
trust that exceeds the IRS’s assumed rate of return is excluded from the grantor’s taxable
estate. This allows families to transfer appreciating assets, such as stocks or business
interests, without incurring significant tax liabilities.

> Income Retention: The grantor retains the right to receive payments from the trust
during its term, providing income or liquidity for personal use. This feature makes GRTs
particularly appealing for individuals who wish to transfer wealth but still need an income
stream.

» No Capital Gains Tax on Transfer: Since the grantor is treated as the owner of the trust
for income tax purposes, the transfer of assets to the trust does not trigger capital gains
taxes. This allows the grantor to move highly appreciated assets into the trust without
immediate tax consequences.
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Grantor Retained Annuity Trust (GRAT)

A GRAT is a type of irrevocable trust where the grantor transfers assets into the trust and
retains the right to receive fixed annuity payments for a set term. At the end of the trust's
term, any remaining assets in the trust pass to the beneficiaries (typically children or other
family members) free of additional gift taxes, assuming the trust assets appreciate faster
than the IRS’s assumed rate of return.

> How a GRAT Works:

O

The grantor transfers assets into the GRAT, retaining the right to receive annuity
payments for a set number of years.

The annuity amount is fixed at the time of the trust’s creation and is based on a
percentage of the initial value of the trust’s assets.

After the annuity term ends, any remaining assets in the trust are distributed to
the beneficiaries.

The value of the gift is reduced by the present value of the retained annuity
payments, resulting in lower or no gift taxes.

If the grantor survives the trust term, the remaining assets pass to the
beneficiaries without being included in the grantor’s taxable estate.

> Ideal Assets for a GRAT:

Assets expected to appreciate significantly, such as closely held business interests,
real estate, or investment portfolios, are ideal for a GRAT. By transferring these
assets into the trust, the grantor can remove future appreciation from the taxable
estate.

> Zeroed-Out GRAT:

O

In a "zeroed-out" GRAT, the annuity payments are structured so that the value of
the retained annuity equals the initial value of the assets transferred to the trust,
resulting in little or no taxable gift. If the assets appreciate at a rate higher than
the IRS's assumed rate, all excess appreciation passes to the beneficiaries tax-free.
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Grantor Retained Unitrust (GRUT)

A GRUT is similar to a GRAT but differs in how payments to the grantor are calculated. Instead
of receiving a fixed annuity, the grantor receives a fixed percentage of the trust’s value, which
is revalued annually. This structure provides more flexibility in cases where the value of the
trust’'s assets may fluctuate.

> How a GRUT Works:

O

The grantor transfers assets into the GRUT and retains the right to receive annual

payments equal to a fFixed percentage of the trust’s value, which is recalculated
annually.

At the end of the trust’s term, any remaining assets are transferred to the
beneficiaries.

Like a GRAT, the value of the gift is reduced by the present value of the retained
interest, resulting in lower gift taxes.

> Advantages of a GRUT:

@)

The annual revaluation of the trust's assets allows the grantor’s payments to adjust
with market conditions. This is particularly useful when the trust holds assets with
variable returns.

GRUTSs are ideal for individuals who expect significant growth in the trust’s assets
but prefer not to lock in a fixed annuity amount.

> Differences from a GRAT:

In a GRAT, the annuity payment remains constant throughout the trust term,
whereas in a GRUT, the payments fluctuate with the value of the assets.

A GRUT may be more appropriate for assets that are likely to experience significant
fluctuations in value over time.
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Tax Treatment of Grantor Retained Trusts

> Gift Taxes: When assets are transferred into a GRAT or GRUT, the grantor is making a gift
to the beneficiaries. However, because the grantor retains the right to receive payments,
the value of the gift is reduced by the present value of those payments. This reduction in
gift value can result in significant gift tax savings.

> Income Taxes: The grantor is treated as the owner of the trust for income tax purposes,
meaning all income generated by the trust is taxed to the grantor. This allows the trust’s
assets to grow without being depleted by income taxes, further enhancing the benefits of
the GRAT or GRUT.

> Estate Taxes: If the grantor survives the trust term, the remaining assets pass to the
beneficiaries free of estate taxes. However, if the grantor dies before the trust term ends,
the assets in the trust may be included in the grantor’s taxable estate.

Key Considerations for Establishing a GRAT or GRUT

> Surviving the Trust Term: The grantor must survive the term of the GRAT or GRUT for the
full benefit of the estate tax savings. If the grantor dies before the trust term ends, the
assets may be included in the taxable estate, potentially reducing the tax savings.

> Selection of Assets: Selecting the right assets to fund the trust is critical. Assets that are
expected to appreciate significantly over time, such as closely held business interests, real
estate, or growth stocks, are ideal candidates for a GRAT or GRUT. These assets provide
the greatest potential for transferring wealth tax-efficiently.

> Trust Term: The length of the trust term is a key factor in determining the effectiveness
of the GRAT or GRUT. A longer trust term reduces the value of the taxable gift, but it also
increases the risk that the grantor may not survive the term.

> Trustee Selection: The trustee is responsible for managing the trust assets and making
the required payments to the grantor. It is important to select a responsible and
experienced trustee to ensure the trust operates in accordance with its terms.

Conclusion

Grantor Retained Trusts, including GRATs and GRUTSs, offer a powerful strategy for
transferring wealth while minimizing gift and estate taxes. By allowing the grantor to retain
an income stream while removing appreciating assets from the taxable estate, these trusts
provide significant tax advantages for families with large estates. When structured correctly,
a GRAT or GRUT can transfer substantial wealth to future generations at little or no gift tax
cost, making them essential tools for estate planning.
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Important Disclosure: The information contained in this whitepaper is intended to be general in nature
and for informational purposes only. It should not be considered as investment advice or as a
recommendation of any particular tax or investment strategy or product. Moreover, this whitepaper is
not a solicitation or an offer to provide any specific tax, estate planning or financial planning service.
Please consult with qualified tax, legal and/or financial professionals for advice specific to your
situation before engaging in any estate planning strategies.




