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A Grantor Retained Annuity
Trust (“GRAT”) is a gift and estate
planning technique which uses
IRS-approved discount factors to
make gifts that “leverage” your
$1,000,000 lifetime gift tax exemp-
tion ($2,000,000, combined with a
spouse). A GRAT is a trust that
you create for a specified term of
years (the “Term”). During that
Term, you will receive from the
Trust an annual (or more frequent)
annuity payment (expressed as
either a fixed dollar amount or
the fixed percentage of the initial

fair market value of the property
transferred to the Trust). The
Trust can pay you the annuity
either in cash or in kind, based on
the value of the trust property at
the time of each payment. At the
end of the Term, the remaining
principal of the Trust, if any, will
be distributed to, or held in fur-
ther trust for the beneficiaries you
have specified in the GRAT.

Your gift to a GRAT is a tax-
able gift that will utilize some
portion of your remaining life-
time gift tax exemption. The

amount of the gift is equal to the
fair market value of the property
transferred to the GRAT, less the
actuarial value of the annuity pay-
ments that you will receive from
the GRAT. The actuarial value of
the annuity payments is based
upon several factors, including
the IRS interest rate for the
month in which the GRAT is
funded, the length of the Term,
and the size of the annuity pay-
ments as a percentage of the initial
fair market value of the GRAT’s
assets (the “Payout Rate”). A very
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short Term (usually 2–3 years)
and a high Payout Rate can actu-
ally result in a remainder interest
valued at close to $0. In appropri-
ate circumstances, such a GRAT
(a “Zeroed-Out GRAT”) can result
in the transfer of significant value
without incurring any gift tax. The
valuation formula assumes that the
GRAT’s assets will grow at an
annual rate equal to the IRS inter-
est rate. Therefore, to the extent
that the investment performance
of the GRAT’s assets exceeds the
IRS rate, the excess value will
eventually pass to the remainder
beneficiaries free of gift tax. On
the other hand, if the GRAT’s
investments underperform the
IRS rate, this benefit will not be
realized.

The value of the reportable
gift made upon funding a GRAT
can be reduced by either increas-
ing the Payout Rate or increasing
the Term. However, for Federal
estate tax purposes, should you
die before the end of the GRAT’s
term, all or substantially all of the
then-value of the GRAT will be
subject to Federal estate taxation.
On the other hand, if you survive
the Term, the remaining assets of
the GRAT will pass to the remain-
der beneficiaries free of any fur-
ther gift or estate tax. Therefore, it
is generally advisable to structure
a GRAT with a Term significantly
shorter than your anticipated life
expectancy.

During the Term, you will be
required to report on your per-
sonal Federal income tax return
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all of the taxable income (both
ordinary income and capital gains)
of the GRAT. This tax payment
will inure to the benefit of the
GRAT beneficiaries but is not
considered an additional gift for
Federal gift-tax purposes. It is
even possible to structure the

GRAT so that you will continue
to pay Federal income tax on the
income of the GRAT after the
Term. These rules do not necessarily
apply for state income tax purposes.
For example, Pennsylvania requires
a GRAT to file its own income tax
return and pay its own tax. 


