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Mary

Smith Family Trust

2-Year GRAT1 
 First year annuity payment is 52.413% of initial trust value or $1,192,396 
 Second year payment is also $1,192,396 
 Taxable gift is about $50 (assumes discount rate of 3.2% for June 2010) 
 The annuity payments can be made with cash or in kind with assets owned by the GRAT 

Mary transfers a 35% interest in 
Smith Group, LLC to the GRAT.  
Appraised value is $2.275 million, 
assuming aggregate 35% discount for 
lack of control and minority interest. 

Annuity payments are made to 
Mary for 2 years. 

In the 10th month after establishing GRAT, Smith
Group, LLC is sold for $12 million.  After annuity 
payments, the remainder passing to the Smith 

Family Trust is estimated to be $1,815,208.2  
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 Grantor Retained Annuity Trust (GRAT) 
 
 

A GRAT is used to transfer future appreciation in an asset to family members free of gift and estate 
taxes.  In general, the grantor transfers property to an irrevocable trust and receives back an annuity 
(often once a year for two years). The annuity is typically equal to near 100% the value of the 
transferred property on the date of transfer, plus interest at the applicable IRS rate, which is 120% of 
the mid-term Applicable Federal Rate for the month in which the GRAT is established.  Because the 
value of the property retained by the grantor is equal to the value of the property initially transferred 
to the trust plus interest, the value of the “remainder” interest which passes to the family members at 
the end of the trust term is actuarially calculated at near zero.  Therefore, the gift tax value of the 
asset transferred to the GRAT is “frozen” at the value of the annuity retained by the grantor, and the 
actual gift for gift tax purposes upon establishing the GRAT will be nominal, often $100 or less. 

Future appreciation in the value of the asset transferred to the GRAT (over 3.2% in June 2010) will 
be transferred to the remainder beneficiaries (the grantor’s family members, or trust for the family 
members) of the GRAT without gift or estate tax. (This is assuming the grantor survives the retained 
term of years).  If the asset does not produce a total return of more than 3.2%, the asset is returned 
back to the grantor, but he or she has only used a nominal amount of his or her gift tax exemption or 
paid a nominal gift tax for enjoying the opportunity to pass appreciation to the family members.   

A GRAT is commonly created with publicly traded stock or interests in family or private companies.  
The following is an illustration of how a GRAT works: 

Example: Mary owns 85% of Smith Group, LLC, a computer security services firm.  Smith Group is currently worth $10 
million.  Mary expects that Smith Group will be sold within one year for a handsome profit, but currently no buyer has 
been identified.  Mary previously created the Smith Family Trust, an irrevocable trust to benefit her spouse and 
descendants.  The Trust is exempt from estate taxes upon Mary’s death.1 2 

 

 
 
 
 
A GRAT provides 
protection against a 
disagreement with 
the IRS over the 
value of the asset 
transferred to the 
GRAT.  In Mary’s 
case, even if the IRS 
could sustain a 
higher value for the 
35% membership 
interest in Smith 
Group, LLC, the annuity payments to Mary would increase – i.e., the new annuity payments would 

                                                 
1 Note that Congress may change the GRAT rules to require a minimum 10-year term. 
2 This is merely an illustration using certain assumptions.  Actual results will vary. 
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be recomputed as 52.413% of the increased value.  The gift to the family members would still remain 
at a nominal amount.  Therefore, the GRAT strategy mitigates the risk of a valuation adjustment on 
audit when using a hard to value asset, such as an interest in a family or private company. 

The ability to establish a GRAT began in 1990 when Congress enacted statutes specifically providing 
for this type of trust.  Since that time the GRAT technique has proved to be effective at transferring 
wealth at a minimal cost for gift and estate tax purposes.  This is another intelligent method of 
transferring significant sums to younger generations and other family members. 
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DISCLAIMER: This material is not intended to constitute a complete analysis of all tax or legal 
considerations.  This material is not intended to provide financial, tax, legal, accounting, or other 
professional advice.  Consult with your professional adviser to obtain counsel based on your 
individual circumstances.  
 
U.S. TREASURY DEPARTMENT CIRCULAR 230 DISCLOSURE: Any tax advice contained in 
this communication (including any attachments) was not intended or written to be used, and cannot 
be used, for the purpose of (a) avoiding penalties that may be imposed by the Internal Revenue 
Service or by any other taxing authority; or (b) promoting, marketing, or recommending to another 
party any transaction, arrangement, or other matter addressed herein. 
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