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Grantor retained annuity trusts (GRATs) provide a solid foundation for 
long-term estate and legacy planning. This financial instrument is a great 
way to minimize wealth transfer taxes and maximize the efficiency of your 
estate planning model. GRATs present a real and robust opportunity to 
freeze value and transfer appreciating assets to the next generation while 
minimizing the consequences of gift and estate taxes.

A GRAT is a type of irrevocable trust created for a set time period, with 
taxes paid upon the creation of the trust in order to avoid future costs. An 
annuity is paid out every year, with this fixed income stream often used to 
fund retirement. When the trust expires, the beneficiary receives the assets 
of the trust on a tax-free basis.

GRATs offer a range of financial benefits with little downside in most 
situations. Individuals and families often use these instruments to freeze 
and transfer value, with GRATs enabling the provision of large financial gifts 
within the family structure. Common GRAT types include fixed-term GRATs, 
ramp-up GRATs, zeroed-out GRATs, rolling GRATs, and Walton GRATs.

SYNOPSIS
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A Grantor Retained Annuity 
Trusts (GRAT) enables 

multi-generational wealth 
transfer for a set amount 

of time with little or no gift 
taxes.

GRAT
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A GRAT is created when a grantor 
contributes and transfers assets to 
an irrevocable trust on a fixed-term 
basis. This type of trust cannot be 
modified, amended, or terminated 
without the permission of the 
grantor’s named beneficiaries or 
court approval. GRATs offer dual 
benefits in most situations, with 
long-term asset appreciation and 
distribution combined with the right 
to receive an annuity stream over 
the term of the trust.

In a typical situation, all assets 
included in the trust are distributed 
to family members, with other 
non-charitable and charitable 
beneficiaries also defined in some 
situations. Assets are contributed to 
the trust, with the original value of 
the assets earning a rate of return 
for the grantor, and leftover assets 
given to the grantor’s beneficiaries 
upon expiry of the trust. A GRAT 
enables multi-generational wealth 
transfer for a set amount of time 
with little or no gift taxes.

HOW IS A GRAT 
DEFINED?
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ANNUITY

A financial product that 
pays out a fixed stream of 
payments over a set time 
period. In a GRAT, annuity 

payments come from 
interest earned or as a 

percentage of the total value 
of the assets.

QUESTIONS?

List your questions so we can better assist you when you are ready to talk.

APPRECIATING ASSETS 

Property or other valuable 
assets that are likely to 

appreciate in value between 
family generations.

TAXABLE GIFT

A sum calculated by 
subtracting the value of the 
grantor’s retained interest 
from the fair market value 
of the appreciated asset 
transferred into the trust.

IN ORDER TO UNDERSTAND 
HOW A GRAT FUNCTIONS, 
IT’S IMPORTANT TO 
UNDERSTAND THE 
FOLLOWING TERMS:
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IMPLEMENTING 
A GRAT IN 5 
SIMPLE STEPS
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AN IRREVOCABLE 
GRANTOR TRUST 
IS CREATED

The purpose of this trust is to exclude 
particular assets from estate and 
gift taxes, while including them for 
income tax purposes. Assets have 
been removed from the estate, and the 
grantor can buy and sell from the trust 
without incurring income taxes.

Step 1
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ASSETS ARE 
TRANSFERRED 

TO THE TRUST IN 
EXCHANGE FOR 

AN ANNUITY
The annuity must be for a fixed term 

or for the entire lifetime of the grantor. 
Assets inside the trust are available to 

purchase life insurance or can be used 
for an exit strategy.

Step 2
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SCHEDULED 
ANNUITY 
PAYMENTS

The trust makes scheduled annuity 
payments to the grantor. Payments 
are made on either a stated dollar 
amount or a stated percentage of the 
contributed assets. These payments 
can be increased or decreased by up to 
20% a year.

Step 3
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PAYABLE INCOME 
TAXES ON INCOME 

GENERATED

The grantor pays income taxes for all 
income generated by the trust. Instead 

of paying taxes for the assets, or paying 
gift taxes to give the assets away, the 

grantor is provided with a tax-free gifting 
opportunity.

Step 4
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ASSETS ARE 
PASSED DOWN 

At the end of the GRAT term, all 
remaining assets are passed down to 
the beneficiaries of the trust. There are 
no estate taxes, and all life insurance 
benefits are free from income taxes.

Step 5
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In a GRAT, the grantor receives the 
right to an annuity stream rather 
than a set income, which means the 
trust can be diminished over time. 
While this invades the principal of 
the trust, it also allows the annuity 
payment to be defined and made 
available independently of the wider 
economic situation. This can be 
a huge advantage if a security or 
other asset has been significantly 
affected by a market decline.

By creating a GRAT with a strategic 
asset, you can indirectly benefit 
from a market downturn as value 
returns when the asset rebounds. 
In effect, you can leverage the 
appreciation of the asset over 
its current depressed value with 
little gift tax consequences. 
Despite the inflexible nature of 
irrevocable trust arrangements, 
this can be advantageous for your 
children or grandchildren. Due to 
the low interest rate environment 
associated with market declines, 
these advantages are often 
magnified.

HOW DOES A 
GRAT FUNCTION?



There are two situations possible depending on the current 
designated Sec. 7520 rate and the performance of the trust.

If the assets grow in excess of this amount, the 
appreciation passes to the beneficiaries free 
of gift tax.

Whether the GRAT performs strongly or not, 
there are minimal costs or risks associated 
with this arrangement. For example, when 
the appreciation amount exceeds the current 
rate, only the present value of the remainder 
interest is subject to gift tax. Even when a 
GRAT has substandard performance, the 
grantor would have paid little to no gift tax, 
along with minimal administrative costs and 
no other adverse tax consequences.

If the assets in the GRAT fail to outperform the 
set rate, the assets are returned to the grantor.

FOR A GRAT ARRANGEMENT, THE 
IRS ASSUMES A SET RATE RETURN 
FOR THE MONTH THE ASSETS WERE 
TRANSFERRED TO THE TRUST. 

#1
#2

WHAT IS THE CURRENT 

IRS RATE? 

To find the current rate, you 
can review the latest monthly 

IRS revenue ruling and 
associated federal rate tables.

14
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FINANCIAL 
IMPLICATIONS 
OF A GRAT
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This type of arrangement offers a number of benefits 
to both the grantor and the beneficiary. Gift taxes are 
severely reduced or eliminated. Income taxes paid on 
money earned reduce the value of the grantor’s estate 

rather than the value of the assets themselves for 
federal estate tax purposes.

In effect, a GRAT 
arrangement is a gift of 

future interest generated 
through the value of an 

appreciating asset based on 
current and future market 

conditions. 

A GRAT IS A GIFT
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Depending on your viewpoint, there may be some disadvantages 
associated with a GRAT, especially for the grantor. For example, 
a GRAT is treated as a grantor-type trust for federal income tax 
purposes, with the grantor taxed on all income earned, including 
capital gains. In addition, a GRAT is not a suitable vehicle to 
use in a generation-skipping transfer (GST) as the value of the 
skipped gift is not determined until the end of the trust term. The 
GST tax exemption is not available in the GRAT structure.

However, while a GRAT is defined as an incomplete gift, 
and does not qualify for the annual gift tax exclusion, any 
appreciation amount is made available to the beneficiaries free 
of gift tax. The assets transferred to the beneficiaries will receive 
a carryover basis rather than a stepped-up basis, which means 
higher-basis assets are more appropriate for this arrangement. 
However, any transactions between the grantor and the GRAT 
will be ignored, so no gain or loss is recognized on sales 
between the two.

By definition, a GRAT is irrevocable in nature, with the trust 
agreement offering limited flexibility for the grantor during his 
or her lifetime. This lack of flexibility can also have implications 
upon death. For example, if the individual who establishes the 
trust dies before the trust expires, the assets included in the 
trust simply become part of the taxable estate. The beneficiaries 
receive nothing in this scenario, with additional measures 
needed to protect family members in this situation.

COMPLEXITIES OF A GRAT
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While there are many complexities surrounding the establishment of a GRAT, overall, 
this type of trust provides an easy-to-implement and viable tool for legacy creation and 
estate planning purposes. When properly executed, a GRAT can generate income while 
you are alive and benefit your family members by reducing the size of your taxable 
estate. Creating a GRAT is a great way to take responsibility for your family’s future, with 
all income, gains, losses, and credits taxed to the grantor.

A properly structured GRAT will be treated as a grantor trust for principal and income 
purposes. This provides a number of benefits for the grantor and trust beneficiaries, with 
assets secured, annuity payments generated, income tax payments not treated as trust 
gifts, and gift taxes avoided. By enabling the substantial reduction in the value of your 
underlying assets, your family can benefit from substantial estate tax savings under 
federal gift tax laws.

In general, a GRAT will be an effective estate 
planning and transfer tax technique if the 
following TWO CONDITIONS are met:

The grantor of the trust lives beyond the term for 
which he or she retained the right to receive annuity 
payments.

The GRAT earns more than the applicable IRS rate 
(at the time of creation) during the retained term.

#1
#2

BENEFITS OF A GRAT
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COMMON GRAT 
STRUCTURES
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The overall structure of a GRAT 
can differ widely based on your 
financial needs and expectations.

Among other things, you should 
attempt to define the ideal size of 
the GRAT, the ideal term for the 
GRAT, and the ideal distribution 
of payments over this term. For 
example, you need to make a 
decision regarding constant, 
increasing, or decreasing payments 
over the term of the GRAT. The 
final value of a GRAT depends 
on proportional and structural 
conditions such as the length, 
value, and distribution of the 
trust, along with disproportionate 
valuation factors such as the 
marketability and control of funded 
assets.

There are four common GRAT 
structures available in the United 
States: graduated payment 
schedules, zeroed-out structures, 
combined trusts, and rolling GRATs.

IN ORDER TO 
STRUCTURE A 
GRAT EFFECTIVELY, 
IT’S CRUCIAL TO 
ANALYZE YOUR 
CURRENT AND 
FUTURE NEEDS, 
INCLUDING THE SIZE 
OF YOUR ESTATE, 
THE DETAILS 
OF PARTICULAR 
ASSETS, AND 
YOUR LONG-TERM 
FINANCIAL GOALS. 
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GRATs can be structured 
with a graduated or ramp-

up payment schedule in 
order to provide additional 

value. 

ADDED VALUE
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If the grantor is willing to accept smaller annuity payments 
during the early period of the trust, there are provisions for 
increasing qualified payments over the length of the term. Under 
the regulations, an increase in annuity and unitrust amounts is 
allowed by no more than 120% of the annuity amount or unitrust 
percentage compared to preceding years.

This effectively means that payments can increase by up to 20% 
per year. The grantor receives smaller payments during the early 
years, which leaves more assets in the GRAT to appreciate. 

FOR EXAMPLE, THE ANNUITY% OR UNITRUST% 
COULD INCREASE FROM :

This is possible because the annuity percentage is a percentage 
of the initial fair market value of the trust property, as 
determined for federal tax purposes.

1st Year 2nd Year 4th Year

10% 12% 14%

GRATS WITH GRADUATED 
ANNUITY PAYMENTS
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This allows the GRAT to grow in 
excess of the interest rate used 
to value the gift of the remainder, 
with the beneficiary able to benefit 
from the total value remaining in 
the trust. By starting with a lower 
annuity and graduating annuity 
payments over time, more value 
remains in the GRAT on which the 
excess income is earned.

While increased payments in 
excess of 120% are not prohibited, 
they are not qualified interests 
and not counted in determining 
the value of the retained annuity 
or unitrust stream. Alternatively, 
a decreasing annuity schedule 
may be advantageous in some 
situations due to its ability to 
decrease the amount in the 
grantor’s estate. If the grantor is 
expected to die during the retained 
term, this can be a beneficial 
wealth retention strategy.

IN THE MAJORITY 
OF CASES WHERE 
A GRAT WILL LAST 
FOR MORE THAN 
ONE YEAR, IT 
MAKES SENSE FOR 
ANNUITY PAYMENTS 
TO INCREASE BY 
20% PER YEAR. 
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Also known as a Walton 
GRAT allows the grantor 

to set the annuity payment 
in a way that equates the 

present value of the annuity 
stream with the value of the 
transferred trust property.

ZEROED-OUT 
GRATS
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An alternative structure applies a zeroed-out GRAT. Also known 
as a Walton GRAT, this type of trust arrangement allows the 
grantor to set the annuity payment in a way that equates 
the present value of the annuity stream with the value of the 
transferred trust property. A zeroed-out GRAT can solve some 
of the problems associated with graduated annuity payments, 
especially in relation to gift taxes when a GRAT fails to 
appreciate at the designated Sec. 7520 rate.

Instead of gift taxes being determined at the start of the 
trust term on the present value of the remainder interest, this 
effectively creates a valuation of zero. A zeroed-out GRAT allows 
the grantor to transfer any appreciation in excess of the Sec. 
7520 rate without using his or her lifetime exemption. This is an 
effective way to minimize costs in situations when the assets 
fail to appreciate by the designate rate. A zeroed-out GRAT 
arrangement can be an ideal way to leverage your assets and 
avoid any gift tax consequences at the formation of the GRAT.

GRATS WITH ZEROED-OUT 
STRUCTURES
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In this situation, the grantor 
would contribute property to 
the GRAT while also setting 
up a payout structure where 
payments increase by 20% 

each year.

GRADUATED
PAYMENTS + ZEROED-OUT 

GRATS
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A combination of the previous two strategies is possible, with 
a zeroed-out GRAT with increasing annuity payments able 
to provide numerous benefits. In this situation, the grantor 
would contribute property to the GRAT while also setting up a 
payout structure where payments increase by 20% each year. 
If the present value of the payment stream equals the value 
of the property in question, there will be little to no gift taxes 
applicable. Again, this allows more assets to appreciate within 
the trust during the early years. As before, the only costs to the 
grantor are the legal and administrative fees, even if the assets 
fail to appreciate at the Sec. 7520 rate.

GRATS WITH GRADUATED 
PAYMENTS AND ZEROED-OUT 
STRUCTURES
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Mitigate certain risks and 
improve the performance 

and efficiency of the trust.

ROLLING
GRATS
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A long-term GRAT structure does come with some risk. In order 
to be effective, the assets need to appreciate faster than the 
designated rate over the length of the term, and the grantor 
needs to be alive at the end of the term. Rolling GRATs are 
available to mitigate these risks and improve the performance 
and efficiency of the trust. By setting up a series of rolling, 
short-term, zeroed-out GRATs, the grantor can secure the trust 
in the case of their own death. A rolling GRAT can almost be 
understood as a form of insurance, with the same or similar 
advantages available to the beneficiaries at a much lower risk 
threshold.

For example, rather than setting up a single GRAT that returns 
payments for the asset over a period of many years, the grantor 
may decide to place the asset in an initial 2-year GRAT before 
reinvesting the payments received into another 2-year GRAT, 
and so on. This schedule can be repeated until the original trust 
term has been reached. In this situation, if the grantor dies 
before the end of the 10-year term, only the value remaining in 
the last 2-year GRAT will be included.

ROLLING GRATS
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GRATS VS. 
COMPETING 
WEALTH 
TRANSFER 
STRATEGIES
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GRIT

An irrevocable trust created 
when the grantor places 

their personal home into a 
trust. The grantor retains the 
right to use the property or 
the trust income for a fixed 

period of time.

GRANTOR RETAINED INCOME TRUSTS (GRITS) AND GRANTOR RETAINED 

UNITRUSTS (GRUTS) ARE TWO OBVIOUS RELATIVES, WITH INTENTIONALLY 

DEFECTIVE GRANTOR TRUSTS (IDGTS) ALSO FULFILLING A SIMILAR PURPOSE.

GRUT 

An irrevocable trust set 
up to transfer assets to 

the grantor’s children. The 
grantor will transfer property 
into the trust and receive a 
variable annuity payment 

based on the value.

IDGT

Similar to a GRAT, except 
the grantor does not 

contribute property to 
the trust. Instead, a seed 

contribution is made and the 
grantor takes a promissory 

note. While a GRAT is 
defined as an “annuity 

interest,” a IDTG is defined 
as a “debt obligation.”

IN ORDER TO UNDERSTAND 
THE PROS AND CONS OF 
GRATS, IT’S IMPORTANT 
TO COMPARE THEM WITH 
OTHER RELATED FINANCIAL 
ARRANGEMENTS. 



32

are different types of irrevocable trusts used 
in the context of estate planning. While all 

of these trusts are a gamble, the risks can be greatly minimized with consideration 
and careful planning. In all three cases, the grantor is betting on being alive when the 
payment schedule is complete. If the gamble pays off, the trust assets are passed onto 
the beneficiaries in a highly tax-efficient manner. However, if the grantor dies prior to this 
schedule expiring, the assets will be subject to estate tax.

While each type of trust offers its own unique advantages, they are all designed to allow 
for the removal of assets from a taxable estate for the monetary benefit of the grantor, 
along with the trust beneficiaries. Whether it’s generating an income or reducing the 
amount of tax payable, these trusts enable sophisticated estate planning through the 
reduction of both estate and gift taxes.

GRITS, 
GRATS, 
& GRUTS 
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GRATS VS. 
IDTGs
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While a GRAT is a bet to live strategy, a DGT can be set up as a bet to die strategy by 
promoting the transfer of assets to beneficiaries. While GRATs and IDGTs can both 
be used to freeze certain assets for estate tax purposes, an IDGT can not be used for 
income tax purposes. As an intentional trust, an IDGT is created with a purposeful 
defect or flaw that ensures the ongoing payment of income taxes in order to manage 
the transfer of assets away from the individual. 

Income tax laws in the United States will not recognize the transfer of assets away from 
the individual when income taxes are still paid. This creates a useful taxation loophole 
that can be used to reduce estate tax exposure. 

WHILE THIS CAN BE DIFFICULT 
TO COMPREHEND, THE VALUE OF 
INTENTIONAL DEFECTIVE TRUSTS IS 
DEFINED BY THE FOLLOWING POINTS:

In some ways, an IDGT is an irrevocable trust treated like a revocable trust by the IRS. 
While trust assets are not counted towards the estate like they would be in a revocable 
trust, the value of the grantor’s estate is reduced by the amount of the asset transfer. A 
promissory note is held above market, with the underlying assets able to appreciate at a 
faster rate. 

The trust and the grantor are 
considered the same person for 
income tax purposes.

The grantor is obliged to pay the 
taxes on all trust income.

The assets in the trust are allowed 
to grow tax-free.

Gift tax and generation-skipping 
transfer (GST) can be avoided.

DGT ARRANGEMENTS, ALSO KNOWN AS 
INTENTIONALLY DEFECTIVE GRANTOR 
TRUSTS (IDGTS).
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INCOME TAX 
CONSEQUENCES
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with this term used in the Internal Revenue 
Code to describe any trust where the owner 

retains the power to control or direct the trust’s income or assets. A grantor trust is not 
recognized as a separate entity for income tax purposes, but may be treated as separate 
for estate tax and gift tax purposes. This difference in treatment provides a number of 
opportunities and presents a range of legal consequences.

THE FOLLOWING INCOME TAX OBLIGATIONS NEED TO BE UNDERSTOOD:

All trust income is taxed to the 
grantor.

The basis of assets transferred 
to the trust is unaffected by the 
transfer.

All transfers between the grantor 
and the trust are ignored for tax 
purposes.

The transfer of a life insurance 
policy between the grantor and 
the trust is not characterized as a 
“transfer for value.”

A GRAT IS 
A TYPE OF 
“GRANTOR 
TRUST,” 



37

Modern estate planning often seems like a complex minefield. From 
GRATs and GRITs to GRUTs and IDGTs, there are lots of ways to preserve 
the value of your estate and transfer your wealth effectively to future 
generations. A grantor retained annuity trust allows you to preserve 
important assets, minimize taxes on large financial gifts, and transfer 
value to your children and grandchildren with low costs and minimal 
risks.

GRATs are an excellent vehicle for the reliable appreciation of assets to 
beneficiaries with little or no gift taxes. By locking your assets in a trust 
and generating annual income, you can reduce your own tax obligations, 
preserve the value of your assets upon expiry, and minimize future tax 
liabilities for your family.

APPRECIATION AND 
OPPORTUNITY...



Whether you are starting a 
new company for yourself, 
contesting a tax ruling 
with the government, 
or managing your 
family’s estate, we bring 
exceptional experience 
and advice to help you 
overcome even the most 
complex legal obstacles.

ORINDA |  15 Altarinda Road, Suite 201 Orinda, CA 94563 | T: (925) 271-4451

SAN FRANCISCO | 555 California Street, Suite 4925 | San Francisco, CA 94104 | T: (415) 659-7977
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