GRANTOR RETAINED ANNUITY TRUSTS

A Grantor Retained Annuity Trust (GRAT) allows a donor to transfer property to a
trust, retaining for a period of time the right to receive an income stream (an annuity) from
the property. The benefit of this technique is that, although the entire property goes to the
donor’s beneficiaries (usually the children) at the end of the term, the gift tax on the
transfer is computed on the remainder interest at the time of the gift, after subtracting the
value of the income streamretained by the donor. This can permit a transfer of property
at a fraction of its actual value. The higher the income stream, the greater the discounton
the remainder interest passing to the children.

This technique is particularly effective where the income from the property
outperforms the assumed return, which is based on an interest rate (called the Section
7520 rate) published by the federal government on a monthly basis, or the property grows
in value during the term.

The annuity amount is based on a fixed dollar amount or percentage of the property
value at the time of the creation of the trust, and remains level during the entire term of the
trust. Regardless of the amount actually received by the grantor, the grantor is taxed on
all the income from the property while the trust remains in existence.

How It Works

Let’s assume that Tom
Taxpayerowns a duplex worth
$300,000 in an area that is
experiencing a renewal, and
that it generates $18,000 a
year in net income. Tom puts
the property into a GRAT for a
15 year term, retaining a
payment of 5% of the value of
the property, or $15,000 per
year. The Section 7520 rate
(also known as an Applicable
Federal Rate, or AFR) is
4.6%. Tom anticipates the
property will grow at 3% per
year in the future. The result
of this is shown in Figure 1.

Figure 1

Tom'’s gift to his children
(who will receive the property after the 15-year term) is a little over half the fair market
value of the property. The “annuity factor” which is used to determine the value of the
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