KATIE LEPORE
Grantor Retained Trusts: Closing the Loopholes With the Elimination of Zero-ed Out
GRTs Does Not Require a Minimum Ten-year Term
Grantor retained trusts are trusts in which the grantor retains some sort of interest in the corpus assets
while transferring the remainder interest to a beneficiary. Recently, the Obama Administration proposed
requiring grantor retained trusts to have a minimum ten-year term where currently there is no minimum.
A ten-year term serves no practical purpose, but another aspect of the proposal eliminating usage of the
zero-ed out grantor retained trust will help curb gift tax avoidance.
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I.

Introduction
For many, the estate tax represents something that is levied on assets which may have

already been taxed. If the taxpayer accumulated wealth from a large salary as a CEO, he paid tax
on the wealth as ordinary income.1 If the taxpayer accumulated wealth through investments or
strategic business moves, he paid tax on the gains at capital rates and possibly an additional 3.8%
on net investment income. For some, the tax serves as a punishment on taxpayers for being
industrious and hardworking.
The estate tax serves as a disincentive to save money and many argue that it creates an
unmatched burden upon estates comprised of wealth from a small business.2 The government
levies estate tax only on assets remaining in the estate, so, “the simplest possible way to stiff the
IRS is just to lavish money on cars, clothing, fine wines, travel, and restaurant meals. The estate
tax holds no terror for the spendthrift rich. It's only wealthy people who live far below their
means, thoughtfully accumulating assets for the benefit of their loved ones, who have to worry.”3
For others, the estate tax makes complete sense. It is only levied on the wealthiest of
society–a taxpayer who dies with over $5.43 million in assets or a couple with over $10.86
million now with the addition of portability rules.4 The taxpayer has died anyway, it is not as if
he can take the wealth into the afterlife. Even if the decedent planned on passing wealth to
younger generations for what are generally considered noble purposes, such as to pay for college
for grandchildren, the government already gave the decedent a “free pass” of sorts to give over
$5 million tax-free. Anything above that amount is not forfeited, but heirs still receive 60% of
the balance as the highest estate tax rate is currently 40% in 2015.5
Although estate planning is an important activity for all people who wish to devise their
assets, two of the main goals of estate planning are to minimize federal estate taxes and to
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strategically give “inter-vivos” gifts. These main goals are the central focus of this essay as it
deals with one technique specifically used to avoid transfer taxes: grantor retained trusts (GRTs).
A grantor retained trust is as it sounds, a trust in which the grantor retains some sort of
right in the trust. GRTs have received much attention lately because the Obama Administration
proposed requiring a minimum time period of ten years for GRTs, where currently there is no
minimum requirement.6 Liberals see the usage of GRTs as a tax avoidance tool and what many
would call a tax loophole for the wealthy. Estate planners often structure GRTs to save
taxpayers a large amount of transfer taxes. While perfectly legal, GRTs often have an “upside
only potential” in that the grantor either saves money, or simply receives his money back. 7
The Obama Administration’s proposal in its current state is unfair and fails to achieve its
unstated goal of eliminating loopholes for wealthy Americans. While instituting a minimum
period of ten years, the proposal also aims to eliminate “zero-ed out” GRTs, perhaps the most
common way to avoid gift tax. This aspect of the proposal should help to close the loophole
associated with GRTs, but instituting a minimum ten-year term adversely affects older taxpayers.
GRTs are used by taxpayers generally to freeze the value of assets in their estates and
pass assets to younger generations at a lower value for gift taxes, particularly by zero-ing out the
GRT. The property transferred usually is one which taxpayers expect to appreciate in value.
This serves the purpose so that the subsequent appreciation is transferred to the beneficiary(ies)
of the trust free of transfer taxes. Congress enacted Internal Revenue Code Sections 2036 and
2702 in an attempt to tax similar assets in taxpayers’ estates at death or at the time of gifting, but
GRTs generally avoid these taxes or at least minimize them. Requiring a minimum ten-year
term will raise minimal additional revenues but does so by targeting the elderly, discouraging
diligent estate planning, and actually causing the IRS more work.
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Requiring a remainder value of a certain non-zero minimum amount will help to stop
wealthy taxpayers from using sophisticated schemes to pay less transfer taxes to the government
than they should. While this will also require more compliance checks by the IRS, it is a step in
the right direction toward closing loopholes in the tax system. Although, the Obama
Administration’s proposal currently suggests that remainder values must be the greater of 25%
of the trust assets or $500,000.8 This aspect of the proposal is unfair to taxpayers, but the general
idea of eliminating zero-ed out GRTs can enact positive reform.
Regardless of one’s feelings about transfer taxes and paying additional taxes at death, this
essay proceeds from the standpoint simply that laws are laws and taxpayers should do their best
to abide by the laws that are in place. The federal government should not enact laws that
discriminate against one class of citizens as opposed to others, such as the GRT proposal does to
elderly taxpayers by requiring a minimum ten-year term. But, taxpayers also have a duty to not
to side-step the law and avoid paying their share of transfer taxes by zero-ing out GRTs.
This essay takes the reader through an analysis of the new Obama Administration
proposal in Sections VI and VII, but first, some background information about GRTs is
necessary. The first Section explains the basic structure of the estate and gift tax laws, Section
III explains GRTs and their valuation, and Sections IV and V deal with specific Internal Revenue
Code (“IRC”) sections used to value and tax GRTs.
II.

The Gross Estate

When a taxpayer transfers assets either by death or by gift to someone else, it is possible that
the government will levy transfer taxes in the form of an estate or gift tax.
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a. Estate Valuation
When someone dies, the value of his assets combined form his “gross estate.” This is the
value of everything that a person owns, with a few exceptions. Per IRC § 2031, “The value of
the gross estate of the decedent shall be determined by including to the extent provided for in this
part, the value at the time of his death of all property, real or personal, tangible or intangible,
wherever situated.”9 Everything from a decedent’s bank accounts to his house to the clothes in
his closet have a value that could be subject to tax.
The value of each piece of property is generally its fair market value at date of death,10
per Regulation 20.2031-1(b). Fair market value is defined as, “the price at which the property
would change hands between a willing buyer and a willing seller, neither being under any
compulsion to buy or to sell and both having reasonable knowledge of relevant facts.”11
Revenue Ruling 59-60 adds that buyers and sellers must be able and willing to enter into the
transaction, and must have adequate knowledge about the market for the property.12
b. Gift Tax Valuation
The gift tax works from similar ideals, but is a bit different in its structure. Like the
estate tax, a gift is valued at its fair market value.13 Instead of the date of death, the valuation
date is the date of gift.14 But, unlike the estate tax which is paid only once at death, gift tax can
be assessed multiple times and in fact is assessed each time a gift is made, though the gift tax
return is filed on an annual calendar-year basis. The gift tax is codified beginning with IRC
§ 2501, which “imposes a tax on the ‘transfer of property by gift’ during the calendar year by
any individual. Section 2511 goes further in providing that the tax imposed by § 2501 shall
apply ‘whether the transfer is in trust or otherwise, whether the gift is direct or indirect, and
whether the property is real or personal, tangible or intangible.’”15
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However, not every gift is taxable. The IRS gives taxpayers an “annual exclusion”
codified in IRC § 2503, which is adjusted for inflation.16 In 2015, this amount is $14,000 and it
represents the amount a taxpayer can give to a donee before gift tax is assessed.17 This allows
for somewhat regular gifts such as for birthdays, weddings, holidays, and the like to be tax-free,
as long as they are cumulatively under the annual exclusion amount. Parents can also help their
kids to buy a car or pay rent gift-tax free, as long as the amount of the gift(s) does not exceed
$14,000 per donee, per year, per taxpayer. Married taxpayers are counted individually for both
purposes of giving gifts, and receiving gifts.18 That is, a husband and wife can individually give
$14,000 to each of their married daughter and son-in-law for a total of $28,000 per recipient, and
$56,000 in total for the daughter and her husband as a couple.
However, the annual exclusion only applies to gifts of present interests and not future
interests of property.19 “Present interest” denotes that the donee has the right to use the property
immediately, as opposed to a future interest where the donee has some right in the future to use
or enjoy the gift. Take the example of a trust where the grantor sets the terms to be that taxpayer
A receives the rights of income from the trust assets for the remainder of A’s life, and at the
conclusion of A’s life, the entire trust corpus goes to taxpayer B. In this example, A received a
present interest since he has the rights to the income immediately, but taxpayer B has a future
interest since he does not receive a gift until the death of A. Therefore, A’s gift is eligible to be
reduced by the $14,000 annual exclusion, but the entire value of the remainder interest to B is
taxable and not reduced by the annual exclusion.
In a GRT, the grantor retains some present interest right and gives a future interest in the
form of a remainder interest to another beneficiary(ies). Therefore, in the case of a GRT, the
grantor has to pay gift taxes on the full value of the remainder interest left to another person or
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trust since it is not eligible to be reduced by the annual exclusion, even if its value is under the
$14,000 allowable exclusion per donee.
c. Gift Tax and Estate Tax Unified Credit
With a general background of the estate and gift tax, it is important now to understand
how the two interact to fully know how they apply to GRTs. While technically the estate and the
gift tax are two separate taxes that are assessed on different transfers and at different times, the
two are very much related. The interrelation and existence of the two taxes is almost necessary
to ensure some revenue is collected on the transfer of assets. If there were no gift tax, taxpayers
would simply gift all their assets at various points in their lives, likely closer to death. Likewise,
if there were no estate tax, taxpayers would likely hold on to their assets until death and wait for
disbursement via will.
Not only in structure and valuation are the gift and estate taxes similar, but they also
share a unified credit. The unified credit is $5.43 million in 2015, meaning that each U.S.
taxpayer can gift, or die with, a combined total of $5.43 million before he will be assessed any
estate or gift tax.20 This unified exemption is codified in IRC §§ 2010 and 2505 and is indexed
for inflation.
The way all these sections interplay can be a complex system for taxpayers and estate
planners to figure out the best way to lower one’s tax due. A taxpayer can therefore gift up to
$14,000 per year (in 2015, assuming the gift qualifies for the annual exclusion) to another person
without incurring gift tax. If the taxpayer instead gives $15,000 to another person, he still will
not pay gift tax because his unified credit of $5.43 million will instead be lessened by $1,000, the
excess over the annual exclusion. In the next year, if the same taxpayer gives $1,000,000 of a
present interest gift to another person, he still will not pay any gift tax. Instead, the taxpayer will
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receive his $14,000 annual exclusion, bringing the taxable gift amount down to $986,000, and
then his lifetime unified credit will be reduced by that amount, originally starting at $5,430,000,
then reduced by the extra $1,000 gifted in year 1 to $5,429,000, further reduced to now
$4,443,000 remaining. The taxpayer still can gift up to $4.443 million before paying gift tax, or
he can save that amount to use against the estate tax which is levied at death. If a taxpayer never
made any inter-vivos gifts, he will have the full $5.43 million to use against estate tax as a credit
upon death. If a taxpayer gifted $5.43 million of taxable gifts or more during life, his full estate
will be taxable at death because he has no more unified credit available. Therefore, although the
gift and estate tax are two separately assessed and codified taxes on wealth transfers, they share
the same “unified” credit. This is an important concept to keep in mind in the context of GRTs.
III.

Grantor Retained Trusts, Generally
With a brief background of the estate and gift tax and interplay between the two taxes, it

is time to move on to a description of GRTs and how they are structured and used more
commonly in practice.
a. What Are Grantor Retained Trusts
A grantor retained trust is as it sounds, one in which the grantor retains some right in the
trust. If the grantor retains a right to income from the trust, it is deemed a grantor retained
income trust (GRIT),21 such as if there are investments in the trust, the interest and dividends
from the investments are the income. If the trust holds rental real estate, the rental payments are
the income of the trust. If the grantor kept a right to annuity payments, then it is deemed a
grantor retained annuity trust (GRAT),22 such as if the grantor receives a $5,000 payment every
year coming from the assets of the trust. Or, if the grantor keeps a unitrust interest then it is a
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grantor retained unitrust (GRUT),23 which is an interest comprised of a payment received at predetermined periods and is calculated as certain percentage of the value of trust assets.
The way these trusts generally work is the grantor puts some property that he expects to
appreciate into a trust, and name someone else the beneficiary. The grantor keeps some right in
the trust for a set period of time and pays gift tax on the value of the beneficiary’s remainder
interest, which presumably is lower now than it will be at the end of that period of appreciation.
This is a helpful technique if a taxpayer holds stock where he expects the company will soon be
publicly traded, or perhaps some sort of real property that he expects to increase substantially by
the end of that period. By placing the asset in trust, the grantor pays a small amount of gift tax
on the lower value and also removes the asset from his or her gross estate at death.24
By way of example, assume the grantor holds stock of a start-up company that he paid
only pennies for because the company’s future was uncertain and it had little assets. Now, a few
years later, the company is contemplating an IPO and soon is expected to be publicly traded.
The grantor may create a GRAT and place the stock into the trust for the benefit of his
granddaughter. Since a gift is valued on the date of donation, the value of the gift is the
remainder interest, but is based upon the stock’s small value since the company is not yet
publicly traded. Then, perhaps a year later when the stock is still in the trust and the IPO is
finalized, the value of the stock rises to tens of thousands of dollars. There is no increase in gift
tax since the grantor already paid tax on its value at the date of the gift, and the grantor has also
removed the assets from his estate by transferring ownership to his granddaughter. The rise in
value of the assets is not captured for transfer tax purposes since at the end of the term of the
GRAT, the stock will be transferred to his granddaughter tax-free.25 The grantor of course
would have to receive some value of the trust to suffice the annuity value that he retained, say

9

perhaps $5,000 each year. So, the whole value of the gift does not escape tax because those
$5,000 payments would be paid back to the grantor and included in his estate; but, the rest of the
tens of thousands of dollars will be passed to the granddaughter largely tax-free.
Taxpayers implement GRT techniques for several reasons, particularly for intra-family
gifts. Namely, GRTs enable gifts at current values so future appreciation passes to subsequent
generations fairly easily and the grantor does not have to continue to make subsequent gifts of
the future appreciation.26

But, these trusts can be a gamble as well because, if the asset used to

fund the trust does not “generate enough income to pay the grantor the designated annuity, some
of the value of the asset (and its appreciation) will have to be sold to realize enough cash to make
up the annuity deficiencies.”27 In the example above, if instead of the penny stock’s value
skyrocketing, it flops, the trust terms still require a $5,000 annual payment to the grantor. The
stock may have to be sold sooner than expected to cover the annuity payments.
But, in the very least, the grantor receives his assets back and less value passes to the
beneficiaries. He may be out the legal fees to set up and account for the trust, but since these
trusts usually deal with assets of high worth, the fees comparatively should be low. But, the
upside can be huge that “the grantor retains for a term most or all of the income generated by the
property given away. If the property generates a return exceeding the annuity percentage, the
additional income will be accumulated for the remainder beneficiary without added gift taxes.”28
b. Estate Freezes
Grantor retained trusts are a way of enabling taxpayers to “freeze” their estates. This
term generally refers to planners attempting to transfer assets which are likely to appreciate
earlier in time in order to avoid including the appreciation in the decedent’s estate. By making a
transfer of the asset at a certain point in time, estate planners “freeze” its value before potential
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appreciation. That is, generally, “the older generation retains income from, or control over, the
property” but then the asset ultimately passes to a younger generation at its new, higher value.29
But, “[b]ecause the value of the transferred interest increases while the value of the retained
interest remains relatively constant, the older generation now has ‘frozen’ the value of the
property in its estate.”30
IV.

Grantor Retained Trusts, Valuation

With an understanding of GRTs and how they work, now it is important to understand how
they are valued.
a. Section 7520
A common estate planning technique is to create life estates and remainders, particularly
when drafting a trust agreement. A life estate is when a person or entity is given the rights to a
certain asset, such as the income from a trust or use of property, for the remainder of his life.
Anyone who takes control of the asset after the life estate beneficiary is termed a remainder
beneficiary or “remainderman” such that he enjoys the remainder of the asset. An asset that is
given for a term of years is just as it sounds: a grantor or donor gives someone the right to enjoy
an asset for a certain number of years before passing possession or enjoyment to another person.
GRTs usually are for a term of years.
Although a trust set up for a term of years may seem like the easiest of these to value, the
beneficiary may die in the middle of the term of years when his estate still holds the right to the
enjoyment for the remaining time allotted. To further complicate matters, trusts can be drafted
such that the assets flow to one person if they are alive when another person dies, and if they are
not alive, the assets may flow to yet another third person. Since gifts are valued on the date of
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donation, it is not hard to imagine that situations like this can make valuation efforts very
difficult.
Such uncertainties based on the taxpayer’s life expectancy can create widely differing
valuations. Luckily, the IRS has anticipated such uncertainties and has come up with a solution
using tables to value the life expectancy of a person.31 Sometimes people may live longer than
their life expectancy calculated per the tables, and sometimes a person may live for a shorter
time. Either way, the IRS has put forward a way of valuing such assets for the purpose of estate
and gift taxes. The tables are found in Regulation 20.2031-7, and “if the limitations and
conditions affecting possession or enjoyment of the underlying property can be estimated
reasonably, the gift tax value of a term interest or remainder is determined by discounting the
future payments to present value under Treasury tables based on prescribed discount rates and
mortality presumptions.”32
The tables are adjusted by the IRS on a regular basis to ensure that they are in line with
actual averages and current events. More specifically:
Somewhat more complex rules are necessary to determine the valuation of annuities, life
estates, term of years, remainders and reversions. In general, the fair market value of
such an interest is its present value, determined under the regulations in accordance with
actuarial principles. The interest rate to be used in calculating present value for this
purpose is prescribed by statute and adjusted each month. In addition, in valuing an
annuity or a life estate, remainder or reversionary interest, it is often necessary to estimate
the longevity of a particular living individual. Usually such interests will be valued on
the assumption that the particular measuring life will turn out to be equal to the average
life expectancy for a person of the same age, based on current national mortality
experience.33
Below is a screenshot of the chart that is featured in Regulation 20.2031-7, which would be used,
for instance, to value a GRAT. Depending on the 7520 rate applicable for the month of transfer,
a taxpayer looks for that value at the top of the table, and finds the applicable number of years
for the GRAT’s term on the y-axis of the table, and then finds the percentage value at the
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intersection of those two inputs. The taxpayer then multiples the percentage at the intersection
by the full value of the trust, and the result represents the value of the remainder interest. To find
the value of the retained annuity interest, simply take the full value of the trust and subtract the
value of the remainder interest. The remainder interest and the retained interest should always
sum to the full value of the trust.

https://www.law.cornell.edu/cfr/text/26/20.2031-7

Because a taxpayer retains a right and cannot gift to oneself, only the remainder interest
in a GRT is subject to gift tax.34 Further, since remainder interests are not completed gifts, no
annual exclusion is available, and they are fully taxable. Because the split interests always add
to the full value of the trust corpus, “the values of the respective interests are interdependent, and
any uncertainty or inaccuracy in the valuation of one interest indirectly affects the valuation of
the other.”35

b. Zero-ed Out
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A very popular usage of the GRAT is one which is “zero-ed out.” Since money paid to
oneself is not a gift, a grantor merely tries to make the annuity payments going back to himself
as large as possible such that the value of the remainder interest is essentially zero for gift tax
purposes. Because the value of the retained interest plus the remainder interest must always
equal the entire value of the trust corpus at funding, if the grantor’s share is large, then the
remainder interest will be proportionately small. In some cases, for example, taxpayers can earn
greater appreciation than the 7520 rate provided in the tables and that appreciation generally
passes tax-free to the remainderman.36 This could result in a large transfer of assets out of an
estate to younger generations with very little gift tax paid.
For example, assume that grantor places $100,000 into a ten-year GRAT when the 7520
rate is 4.2%, paying him an annual $5,000 annuity payment.37 The 7520 rate is based upon the
federal AFR rate, which is roughly the rate at which the government expects assets to
appreciate.38 Assuming a 4.2% growth rate in line with the 7520 rate, if the grantor receives an
annual $5,000 annuity payment, he will pay gift tax on a remainder value of approximately
$90,306, per Table A. If in fact the investment appreciated at 5% instead of the expected 4.2%
rate, the grantor will have transferred $91,307 to the remainderman while only paying gift tax on
$90,306, a savings of $1,001.
Table A
Year

Beginning
Balance
1
2
3
4
5
6
7
8

100,000
99,200
98,366
97,498
96,593
95,650
94,667
93,643

Assumed
Growth at
4.2%
4,200
4,166
4,131
4,095
4,057
4,017
3,976
3,933

Annuity
Payment
5,000.00
5,000.00
5,000.00
5,000.00
5,000.00
5,000.00
5,000.00
5,000.00

Assumed
Ending
Balance
99,200
98,366
97,498
96,593
95,650
94,667
93,643
92,576

Actual
Growth at
5%
5,000
4,960
4,918
4,875
4,830
4,782
4,733
4,682

Actual
Ending
Balance
100,000
99,160
98,285
97,373
96,422
95,432
94,400
93,325
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9
10

92,576
91,464

3,888
3,841

5,000.00
5,000.00

91,464
90,306

4,629
4,573

92,205
91,037

To take the example even further, assume this time that the grantor aims to create a zeroed out GRAT. To do so, assume the $100,000 investment of the grantor is comprised of
speculative grade corporate bonds paying a 5% annual interest. But, as in the previous example,
the 7520 rate on the date of funding is 4.2%, which assumes a 4.2% rate of appreciation. In
order to zero-out the GRAT, the grantor needs to draft the trust document so that he receives a
$12,452.15 annual annuity payment over the ten-year term. If he does that, at the time of the
gift, his retained interest equals the future value of the assets so it appears there will be zero
remainder value left at termination. Grantor, therefore, pays zero gift tax. In reality, if the asset
does receive a 5% interest instead of 4.2%, the remainder beneficiary will receive $96 at
termination, completely gift tax free, see Table B.
Now, saving $96 is probably not worth the hassle for taxpayers to create the GRAT in the
first place. But, if instead of $100,000, assume Grantor places assets worth approximately
$1,000,000 into the trust and instead of only a moderate 5% growth, assume that grantor places
volatile growth stock that instead grows at a 10% rate. In that case, Grantor transfers $6,931 to
the remainder beneficiary paying absolutely no tax as long as he structures his annuity payments
high enough to zero-out his GRAT, see Table C. Again, ~$7,000 may not be an amount really
worth the hassle for taxpayers, but if they have a lot more than $1 million to gift, and their asset
appreciates at a much higher rate than the 7520 rate, taxpayers can really transfer a lot of wealth
free of transfer taxes.
Table B
Year

1

Beginning
Balance
100,000

Assumed
Growth at
4.2%
4,200

Annuity
Payment
12,452.15

Assumed
Ending
Balance
91,748

Actual
Growth at
5%
5,000

Actual
Ending
Balance
92,548
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2
3
4
5
6
7
8
9
10

91,748
83,149
74,189
64,853
55,125
44,988
34,425
23,419
11,950

3,853
3,492
3,116
2,724
2,315
1,889
1,446
984
502

12,452.15
12,452.15
12,452.15
12,452.15
12,452.15
12,452.15
12,452.15
12,452.15
12,452.15

83,149
74,189
64,853
55,125
44,988
34,425
23,419
11,950
0

4,587
4,157
3,709
3,243
2,756
2,249
1,721
1,171
598

83,883
74,854
65,447
55,644
45,429
34,785
23,694
12,138
96

Assumed
Ending
Balance
917,479
831,491
741,892
648,530
551,247
449,878
344,251
234,188
119,503
0

Actual
Growth at
10%
100,000
91,748
83,149
74,189
64,853
55,125
44,988
34,425
23,419
11,950

Actual
Ending
Balance
975,479
884,705
790,119
691,560
588,862
481,850
370,344
254,155
133,086
6,931

Table C
Year

1
2
3
4
5
6
7
8
9
10

Beginning
Balance
1,000,000
917,479
831,491
741,892
648,530
551,247
449,878
344,251
234,188
119,503

Assumed
Growth at
4.2%
42,000
38,534
34,923
31,159
27,238
23,152
18,895
14,459
9,836
5,019

Annuity
Payment
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50
124,521.50

In a more drastic “real world” example, take the initial holders of Facebook stock
(NASDAQ: FB). In 2008, traders valued shares at approximately $3.50 each.39 Assume that a
Facebook insider placed 1,000 shares in a seven-year GRAT in April 2008 when they were
valued at $3.50 each, for a total value of trust assets of $3,500. In order to zero-out the GRAT,
the insider would have to receive annual annuity payments of $570.30 over the seven years.40
He would have paid no gift tax on the transfer. Now, seven years later in April 2015, Facebook
is publicly traded and each share is worth approximately $80, for a total value of trust assets of
around $80,000.41 That $80,000 now gets distributed to the remainder beneficiary gift tax free,
see Table D. As of February 2013, Facebook founder Mark Zuckerberg owned 632 million
shares of Facebook stock.42 This example is by no means an attack on Facebook shareholders or
16

tech companies, but serves rather as a means of putting wealth and the possibility of avoiding
transfer taxes in perspective.
Table D
Year
1 - 08/09
2 - 09/10
3 - 10/11
4 - 11/12
5 - 12/13
6 - 13/14
7 - 14/15

Beginning
Balance 3.50/share

Assumed
Growth
at 3.4%

3,500
3,049
2,582
2,100
1,601
1,085
551

119
104
88
71
54
37
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Annuity
Payment
570.30
570.30
570.30
570.30
570.30
570.30
570.30

Assumed
Ending
Balance

Actual
Ending
Balance

3,049
2,582
2,100
1,601
1,085
551
0

80,000

There is little risk associated with a zero-ed out GRAT because in the very least, if
appreciation meets the 7520 rate, the grantor simply receives his initial investment back in the
form of annuity payments.43 If instead, in a worst case scenario, his assets actually depreciate at
a rate that is less than the 7520 rate, he still receives his initial investment back because the
trustee would invade the principal and start distributing his initial investment to satisfy the
required annuity payments. The asset would have depreciated whether or not the asset was held
in trust. Although these situations may be rare, the grantor simply has “lost only the use of
capital during the term of the trust”44 and possibly some attorney fees.
c.

Problems with Valuation

As one can imagine, with so many uncertainties, using a standardized set of tables is an
imperfect system. There are assumptions inherent in the tables that make the values less
accurate, “First, the tables assume that the trust corpus remains constant in value and that the
trust’s entire investment return takes the form of current income. Any assumption concerning
the allocation of investment return to income or corpus is unreliable because that allocation
normally depends on subsequent actions of the trustee in administering the trust.”45 Assume, for
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example, “that the trustee of A’s GRIT property invests the trust corpus of $100,000 in stock that
generates $9,000 of capital appreciation and $1,000 of dividends annually. Although A actually
receives annual income of only $1,000, the tables value her retained income interest as a stream
of $10,000 annual payments and produce a corresponding undervaluation of the remainder
transferred to B.”46 Because the grantor-retained interest and the remainder interest are
correlated, overinflating the grantor retained interest at $10,000 instead of $1,000 reduces the
value of the remainder interest accordingly. This ultimately allows a taxpayer to pay less gift tax
on the reduced remainder interest while more appreciation is kept in the trust ultimately passing
to the remainder beneficiary, essentially transfer-tax free.
Another issue with the tables is that the drafters expect people to live as long as the
national average. But, there are multiple factors that can play into longetivity aside from just
age.47 The tables can therefore produce an inaccurate value depending on whether the taxpayer
is especially healthy or unhealthy as compared to the average person at his age. Also, taxpayers
using the tables for valuation are generally wealthier, which correlates often times with better
health care and quality of life, leading to greater longevity.48 A taxpayer who guesses he will
outlive his life expectancy per the tables is able to wait until later in life to make the transfer of
assets when the tables expect he will only live for a short time period, thereby valuing his
retained interest at a higher value and a correspondingly lower value for the remainderman,
allowing for less gift tax to be paid.49
Although the system may be flawed, the IRS needs some system to value gifts or estate
assets and a case-by-case basis rule would provide greater uncertainty and create bigger
administrative hassles. But, despite its inaccuracies, as long as the risks are split fairly between
the taxpayers and the government, the system should ultimately produce a zero sum gain. 50
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However, these tables can provide a major opportunity for taxpayers with superior knowledge as
to their future that the Service is not yet aware. For instance, stock of a closely held business
that will soon be publicly sold may make for an excellent gift because of its low value, and
possibly even receive a discounted valuation for lack of marketability. Or, a family history of
longevity may provide another opportunity (albeit uncertain) for taxpayers to try to gamble and
use the tables to their advantage, creating a problem of adverse selection.51 In the example
discussed earlier regarding Facebook, early stockholders and insiders had superior knowledge to
the government about when and if the company stock would be publicly sold. Mark Zuckerberg
along with Goldman Sachs CEO Lloyd Blankfein, Ralph Lauren, and Dish Networks chairman
Charles Ergen are among those who have used GRATs to transfer billions of dollars.52 Between
2000 and 2013, GRTs may have cost the government over $100 billion in tax revenue.53
V.

Internal Revenue Code Sections 2036 and 2702: How Retained Interests Can be
Taxed

With an understanding of what GRTs represent and how they work, it is important now to
consider how they may be taxed. After all, saving tax tends to be the driving force behind the
creation of GRTs and two IRC sections in particular govern taxation of GRTs.
a. Section 2036
The IRS is aware that taxpayers spend lots of time and resources attempting to pay as
little estate tax as possible. In an attempt to close loopholes, Congress enacted IRC § 2036,
which states in relevant part that, “[i]f a person transfers property and retains a life estate in that
property, either by transfer in trust or by retaining a legal life estate, the full value of the
transferred property will be included in the gross estate at the transferor’s death.”54 GRTs,
however, are usually structured to last for a certain period of time rather than for one’s life, so
GRTs avoid this provision of § 2036. However, §2036(a) serves to include in the taxpayer’s
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estate any property for which he retained an interest and the period of retention is either the
taxpayer’s life, a period of time that cannot be described without reference to the taxpayer’s life
(such as “payment every quarter except the last quarter before death”), or a period that does not
in fact end before the taxpayer’s death.55 Therefore, this portion of § 2036 may serve to include
GRTs in the taxpayer’s estate at death, if in fact the taxpayer does not outlive the term of the
trust. In this instance, the entirety of the value of the trust would be included in the gross estate,
not just the value of the retained interest.56
By way of illustration, “Suppose a grantor transfers property in trust and provides that the
income shall be received by her for ten years with the remainder to be distributed to a named
beneficiary. If the grantor dies before the expiration of the ten-year period, § 2036(a)(1) will
cause the property to be included in her gross estate because she retained the right to income for
a period which did not in fact end before her death. However, if she lived longer than the tenyear period, there would be no inclusion because the statutory requirement would not be met.”57
Taxpayers, in an attempt to out-smart the IRS, might respond by gifting such values right
before death as their health declines so that they have not retained an interest at death. But
Congress implemented a rule for that, too. IRC § 2035 requires inclusion in the taxpayer’s estate
of property that the taxpayer gave away within three years of death if the property would have
otherwise been included in his estate under § 2036.”58
Therefore, a GRT will accomplish its goal only if the taxpayer who created the GRT
outlives the term of the GRT. But, the taxpayer bears the risk that if he dies during the term of
the GRT, the full value at the date of death, which is possibly now a far more appreciated value,
is included in his estate and possibly subject to a 40% estate tax. So, in an attempt to avoid
inclusion in the taxpayer’s estate, estate planners generally set up GRTs with short terms of
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about two to three years with high grantor payments making the remainder interest respectively
smaller.59 The taxpayer then takes a gamble that if the assets appreciate at a fast rate, he has
successfully transferred a significant amount of appreciation out of his estate while paying a
relatively low amount of gift tax.60
Despite the possibility of having the trust assets included in a taxpayer’s estate, because
of a concept called “adjusted taxable gifts” that is implemented in calculating the estate tax, there
still is little risk to a GRT because if in fact the gift is included in the taxpayer’s estate (say under
§ 2035), any unified credit used against that gift is reinstated as if the gift had never been made.61
Therefore, the positives of creating a GRT seem to outweigh the costs pertaining to § 2036. That
is, any gift that the grantor made that happens to also be included in his estate at death is not
double taxed and any unified credit used to reduce the gift tax is again added to his lifetime
unified credit as if he never created the GRT. The newly reinstated unified credit is available for
usage against the estate tax due to the asset’s inclusion in his estate.
b. Section 2702
But, Congress was aware of attempts to avoid tax by using trusts and the attempt to make
low-valued remainder interests for little gift tax, so it enacted § 2702. That code section requires
taxpayers to value the retained interest as zero, thereby making the remainder interest the full
value of the assets, if the grantor and remainderman are closely related.62 Because the retained
interest and the remainder interest sum to the total value of the trust, when the government
imposes an artificial zero value on the retained interest, the remainder interest automatically is
valued as the total trust assets’ value at funding of the trust. Also, since the remainder interest is
a future interest and not eligible for the annual $14,000 exclusion, § 2702 would serve to
essentially force the grantor to be subjected to some gift tax.
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More specifically, “[s]ection 2702(a)(2) says that the value of a retained interest in a
trust will be treated as zero, if: 1) there is a transfer in trust; 2) the transfer is to or for the benefit
of a member of the transferor’s family; and 3) there is a retention of an interest in the trust by the
transferor or by an ‘applicable family member,’ including the transferor’s spouse, and an
ancestor of the transferor or the transferor’s spouse.”63
But, § 2702 does not apply to “qualified interests.” That is, “[w]ithin families, there are
three important types of qualified interests now in common use. The first is a ‘qualified personal
residence trust’ (a QPRT), under which the grantor transfers title to a personal residence to a
trust, retaining a possessory interest in the residence, but assigning the remainder to one or more
donees. The second and third types of qualified transactions are simply the GRATs and GRUTs,
which require that the trust fix the income interest in terms of mandatory annual payments of
either a specific dollar amount (the GRAT) or a specific percentage of the trust corpus, as
annually appraised (the GRUT).”64
Therefore, § 2702 says that when an interest is transferred in trust to a related party and
the grantor keeps an interest, such as in GRTs, the retained interest is valued at zero, essentially
making the entire value of the trust be a gift. This serves to bypass the valuation tables using the
7520 rate and forces the grantor to pay gift tax on a much larger value since the taxpayer does
not have the benefit of paying tax on just the remainder interest. But, there is still an exception
to § 2702 as Congress drafted the IRC so that this zero-value rule does not apply to “qualified
interests.” Therefore, GRATs and GRUTs essentially bypass this rule and use the valuation
tables under 7520 as discussed earlier in this essay.65
VI.

Proposed Law
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With a background on GRTs and how they are impacted by the estate and gift tax, it is
now time to analyze the proposal put forth by the Obama Administration.
a. Obama Administration Proposal
President Obama and his administration have proposed changes to legislation monitoring
GRTs multiple times, including most recently in the fiscal year 2016 budget proposal. The
Greenbook is published by the Department of the Treasury on a fiscal-year basis outlining
budget proposals for the presidential administration.66 The 2015 Greenbook states that the latest
proposal requires a GRAT to have a minimum of a ten-year term, among other proposals.67
Additionally, in order to avoid zero-ed out GRATs, the value of the remainder interest
which passes to a beneficiary would need to be worth the greater of $500,000 or 25% of the
value of the total trust assets, essentially forcing the taxpayer to pay gift tax on some value since
remainder interests are future interests which do not qualify for the annual exclusion.68
The last major provision is to disallow a decrease in annuity payments after the trust has
already been created.69 These provisions apply prospectively and would require any grantor who
dies during the term of the trust to include the value of the trust in his estate under § 2036.70
Although the proposal has been on President Obama’s radar for many years, it has never passed,
though there were attempts, as discussed more fully in the next two sections.
According to the Greenbooks, the “proposal was estimated to raise revenue over ten years
by $3.25 billion in the 2009 Greenbook, $2.959 billion in the 2010 and 2011 Greenbooks, $3.33
billion in the 2012 Greenbook, $3.894 in the 2013 Greenbook, and $5.711 billion in the 2014
Greenbook.”71 The Joint Committee on Taxation, however, in 2009 valued the ten-year revenue
stream from the proposal at $2.28 billion.72 Taking the most liberal of those estimates listed
above, $5.711 billion, spread over 10 years, means an average revenue for the government of
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$571 million annually. With a proposed 2016 federal budget of $3.525 trillion receipts, this new
legislation will represent approximately 0.016% of the federal revenues as proposed for 2016.73
b. H.R. 4849 & 5486
Although President Obama has proposed GRAT reform for a number of years now to no
avail, Congress twice tried to codify similar proposals. More specifically, “[t]hese limitations on
GRATs were included in section 307 of the ‘Small Business and Infrastructure Jobs Tax Act of
2010’ (H.R. 4849), which the House of Representatives passed by a vote of 246-178 on March
25, 2010. The vote was partisan; only four Republicans voted for the bill and only seven
Democrats voted against it.”74 The bill contained similar proposals that GRATs must have at
least a ten-year minimum term and the remainder interest must be greater than zero.75 With this
bill, “[i]t would still be possible to ‘zero out’ a 10-year GRAT with a remainder interest valued
at, say, 54 cents, but fewer donors will be interested in creating 10-year GRATs because of the
increased risk that they will die before the 10-year term ends, thus destroying any estate tax
savings.”76 But, the bill did not pass the Senate.
Similarly, “The same provisions appeared in section 531 of the ‘Small Business Jobs Tax
Relief Act of 2010’ (H.R. 5486), which the House of Representatives passed by a vote of 247170 (with five Republicans in favor and eight Democrats against) on June 15, 2010.”77 Then,
“[t]hese provisions appeared again in section 301 of the ‘Trade Adjustment Assistance Extension
Act of 2011,’” but the President never had a chance to sign any into law.78
VII.

Analysis

Regardless of one’s feelings about the estate tax in general, a minimum ten-year term for
GRTs and the abolishment of zero-ed out GRTs can greatly affect wealthy individuals. While
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the proposal has some positive reform with the elimination of zero-ed out GRTs, requiring a tenyear term is unfair to older taxpayers, making the entire proposal as a whole a flop.
a. Arguments Against the Proposal
The proposed ten-year minimum term is simply too long of a time period. Taxpayers
who use the GRT structure are more likely to be older taxpayers who have had more time to
accumulate wealth who, quite frankly, may not outlive the ten-year term. This requires inclusion
in the taxpayer’s estate under § 2036, a result the taxpayer never intended simply because he did
not outlive the minimum requirement imposed by law. The result is a law that is strongly
skewed against the elderly and towards younger taxpayers. If in fact the government already
taxed the assets put into the GRT, Congress effectively is double-taxing older taxpayers and
disallowing them from using a useful estate planning tool.
GRTs can be a sensible way for older taxpayers to ensure a monthly reliable income
stream in the form of an annuity or unitrust payment while not having to deal with management
of the assets, all the while knowing that they designated beneficiaries to receive their assets in
the event of their death. If a taxpayer chooses to relinquish control of his assets and accept a
smaller portion of income in the form of an annuity or unitrust payment, he should not be
punished for his careful planning because of his age. Because GRTs are irrevocable, grantors
effectively relinquish control of their assets when giving them to the trust. The taxpayer no
longer has control and enjoyment of the assets, and he should be taxed accordingly instead of
having to include the assets in his estate if he does not outlive the term of the trust.
To illustrate how unfair the proposal is, “[t]his difference can be surprisingly dramatic: an
average sixty-five-year-old man has a life expectancy of 17.19 years, while an eighty-year-old
man has a life expectancy of only 7.90 years. . . . In fact, this proposal would enact a form of
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legislative discrimination against the elderly that the government itself has been lobbying to
eliminate for decades.”79 Therefore, the average eighty year old man will not outlive the
minimum term of the GRT he sets up and whatever assets he placed in the trust will be fully
included in his estate even though he has no effective control over the assets.
Additionally, the proposal punishes taxpayers for performing diligent estate planning.
Estate planning should be something the government tries to encourage to allow for the most
efficient distribution of assets after death. Probate courts, though monitored at the state or
county level, are major costs to taxpayers to decide issues that could be resolved more easily
through the use of careful and thoughtful estate planning. Particularly for wealthier taxpayers
where there may be more disputes arising in probate, a GRT eliminates some of this hassle and
time by clearly outlining the testator’s intentions per the terms of the trust document. Diligent
planning and using the government-provided measuring tables should not be punished. Of
course, taxpayers naturally should have more information about the value of their assets or
events happening in their lives than the government. It is not a crime or even a bad stigma to use
such information to their advantage. In fact, America is even dubbed “the land of opportunity.”
The money or assets being used to fund the trust may have already been taxed by the
government. If the trust corpus is from a taxpayer’s salary earned while spending hours working
as a company’s CEO or as a doctor, or if the trust corpus is comprised of a taxpayer’s gains from
precise investment decisions, the grantor’s wealth could have been taxed before.
Furthermore, changing the rules will not raise much revenue. By the government’s own
projections, a ten-year minimum will raise at most about $5 billion over ten years. All of this
hassle and the costs that changing would place upon taxpayers and estate planners is
unnecessary. The changes require more gift tax returns prepared, trust documents in law firms
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across the country to be edited, more consultations with attorneys, more advanced calculations
for inclusion in the taxpayer’s estate, etc. The time for argument on the floor of either
congressional House seems to be a waste of time for 0.016% of the government’s annual
revenues. The country is amidst an oncoming Social Security crisis, an ever-increasing federal
debt in the trillions of dollars, in need of immigration reform, has a child homeless population of
approximately one of every fifty children, 80 and many other more poignant and important issues
than the finite number of wealthy taxpayers using GRTs to pass wealth to their grandchildren.
Further, the proposal fails to achieve its unstated goal to stop gift tax avoidance via GRTs
due to the volatility of the 7520 rates. The use of the valuation tables can be used to the
taxpayer’s advantage in a short-term GRAT but it also might be to the taxpayer’s advantage in a
longer-term, such as ten-year, GRAT. No one can fully predict the future and know where the
interest and 7520 rates will stand ten years from today. But, by making a gift at a certain point in
time, the taxpayer is locking himself into the 7520 rate on that particular date of the gift.
However, so is the government. In fact, the Joint Committee on Taxation itself explains, that
while the proposal would stop the use of short-term GRATs, some taxpayers would continue to
avoid gift tax with long-term GRATs where they feel the 7520 rate will increase in the future.81
Additionally, the proposal could backfire and cause the IRS significantly more work. At
the beginning of this essay, it was mentioned that overall there is approximately a 0.8% chance
of a filed tax return being audited, in general. With the new requirement that remainder interests
be much higher, possibly in the range of $500,000, many more gift tax returns will be filed,
requiring even more checks on compliance by the IRS. The costs increase as well if the value of
the asset transferred is higher and the asset requires a valuation. For instance, the “proposal
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primarily serves to ensure that a beneficiary must file a gift tax return every time a grantor
creates a GRAT, putting the Service on notice of the potential need for an audit.”82
b. Arguments for the Proposal
Despite the proposal’s drawbacks, it does have some positive factors as well. Depending
on one’s perspective on the estate tax in general, this proposal may seem to unfairly target the
wealthy. But, after all, that is the goal of the estate tax: to stop substantial wealth accumulation
among families. Arguably on an exaggerated scale, if there were no estate tax, families could
continue to pass wealth from generation to generation without penalty where wealth keeps
growing and power and influence is centered among a few families akin to the Rockefellers or
Carnegies. The ten-year minimum on GRATs affects a finite number of taxpayers, who already
can pass $5.43 million onto their heirs tax-free. If someone has that much extra money at his
death, it should not escape lawful tax by playing tricks and creating a zero-ed out GRAT.
The goal of removing zero-ed out GRTs is a respectable one since those are used almost
solely for gift tax avoidance. This paper takes the position that taxpayers should follow enacted
laws, despite their feelings towards the law. There is a law levying gift taxes on certain transfers
and taxpayers should comply accordingly. The entire value of the transfer to the GRT is not
subject to tax, just the value of the remainder interest. By transferring assets to a GRT, the
taxpayer is removing the value of those assets from his taxable estate.83 The taxpayer should not
take advantage of that benefit and also try to avoid gift tax taxes by playing games with the 7520
rates. Requiring the remainder interest to have a minimum value of at least 25% of the trust
assets is not asking a lot of the taxpayer. This still allows the taxpayer to transfer 75% of the
value of assets from his taxable estate without paying transfer taxes. But, the way the proposal is
structured currently is that the value of the remainder interest has to be the greater of 25% of the
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trust assets or $500,000 (but not more than the total value of trust assets).84 Congress could
make the proposal even fairer by changing “greater” to “lesser” as requiring taxpayers to pay gift
tax on $500,000 when they transferred a remainder interest of less than that amount is unfair.
Locking in a rate for a longer period of time can prove to have a beneficial result for
either the taxpayer or the government, depending on the economy ten years from the date of
funding. The volatility of rates over time is a wild card factor that can play in favor of either
side. But, this is categorically a positive for the government because GRATs historically tend to
have better payouts and appreciation in their earlier years, hence why taxpayers usually create a
short-term GRAT.85 Taxing grantors based on a rate at a certain point in time over ten years
should prove more beneficial to the government instead of being taken advantage of by taxpayers
who quite often create multiple short-term GRATs. The 7520 rates may not prove to have a
huge effect on taxpayers’ decisions because of their uncertain nature but historically, over a tenyear period, the rates skew in favor of the government.86
Furthermore, the minimum required term may not prove to be a huge dilemma for
taxpayers. For instance, “[a] ten-year GRAT might also demand greater monitoring and active
management. For example, if the asset originally contributed to the GRAT achieves its
anticipated upside early in the ten-year term (maybe in the first year or two as is hoped for with a
two-year GRAT), the grantor can withdraw that asset and substitute another asset of equivalent
value with upside potential. If the grantor holds that withdrawn appreciated asset until death, this
will also permit the asset to receive a stepped-up basis.”87
Lastly, it is important to point out that the government is not banning the use of GRATs.
It is only requiring a minimum term. In the event the taxpayer wants to use a GRAT for a certain
reason, he still can. The trust technique is available and blessed by the government as a valid
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planning tool, just with a minimum of ten years. An extra eight or so years should not be a huge
hindrance to taxpayers if they are not using the trust as a tax avoidance tool in the first place.
c. Analysis
If someone is so industrious and diligent as to plan for his future, he should be able to
take advantage of smart planning and opportunities and placing a required minimum on GRT
terms is unfair. It removes yet another possibility to pass along earned wealth. It is not any of
the government’s business if the taxpayer’s company is going public and he wishes to pass that
hard-earned success to family members.
On the other hand, the tax laws are enacted for reasons and all taxpayers are expected to
abide by them. The government does not deserve to be short-changed by wealthy taxpayers with
superior knowledge as to the events of their personal life or near future to essentially cheat the
government out of revenues by making a zero-ed out GRAT. If the GRAT really is a structure
that interests the taxpayer for reasons other than tax avoidance, then the opportunity is still
available, it just must have a ten-year term. If the taxpayer were to simply hold on to the
property and not put it into a GRT, the property would already be fully included in the gross
estate under § 2033. At least the government is giving taxpayers an opportunity to attempt to
remove the asset and appreciation out of the taxpayer’s estate should he outlive the ten-year term
of the GRT. Usage of a zero-ed out GRT is a tool concocted by estate planners to cheat the
government out of its lawful money. Furthermore, as the law stands now, having the taxpayer
die before the GRT term ends may even be beneficial as the heirs receive the property at a
stepped-up basis instead of a carryover or inherited basis via gift.88
Ultimately, the proposal seems wholly unnecessary and does not accomplish much of
anything aside from catching a few taxpayers trying to beat the system. If the government or the
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Obama Administration really wanted to raise revenues or crack down on tax avoidance
techniques, time would be better spent elsewhere. A simple increase in rates would likely raise
more revenues than the measly projections from the latest Greenbook. Amongst a world of
increasing corporate inversions and lowering percentages of overall revenues from corporate tax,
a world with more and more foreign investment in American stocks and real estate, and the
success of foreign VAT taxes, it seems the annual ~$500 million could be scraped up elsewhere
with more significant tax reform.
Additionally, the minimum term still does not entirely close the loophole as the
government intends because in the event rates increase with a more productive economy, the
taxpayer still gets a better deal by paying gift tax on a rate ten years prior to when the beneficiary
actually receives the trust corpus. The whole proposal, while surely well-intentioned, seems to
be a poor usage of Representatives’ and Senators’ time arguing while Congress is in session.
VIII. Conclusion
Although admittedly there seems to be an abuse of the system by wealthy taxpayers using
GRTs to pass wealth at the consequence of little or no transfer tax, the Obama Administration’s
latest proposal seems to miss the mark. Requiring a ten-year minimum term for a GRAT raises
little revenue, does not entirely close the loophole, and unfairly targets the elderly. However,
eliminating the possibility of a zero-ed out GRT by requiring a remainder value of the lesser of
(instead of greater of) 25% of the trust assets or $500,000 will help curb gift tax avoidance
related to GRTs.
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