WHAT IS A GRANTOR
RETAINED ANNUITY
TRUST?
“People who are in possession of assets that exceed the amount
of the federal estate tax exclusion must implement wealth
preservation strategies. There are a number of different trusts
that can be beneficial, and one of them is the grantor retained
annuity trust.”
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A grantor retained annuity trust is a wealth preservation tool that can be used by
high net worth people who are exposed to the federal estate tax when certain
circumstances exist. Before we get into the details, we should take a look at
some relevant information about the federal estate tax and the gift tax.

The federal estate tax carries a 40 percent maximum rate, and this is quite a
large number, especially when you consider the fact that your estate is
comprised of assets that you have left after paying taxes all of your life. Many
people think that the estate tax is excessive and unfair, but regardless of how
you may feel about the tax, it is a fact of life.
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This death levy is only a factor for high net worth individuals, because there is a
relatively large credit or exclusion. The exclusion is the amount that can be
transferred tax-free. At the time of this writing late in 2015, the exclusion stands
at $5.43 million.
A $5 million exclusion was established for 2011, and there have been inflation
adjustments each year since then. In 2015, the figure is $5.43 million. When
2016 rolls around, the figure will be $5.45 million due to the inflation adjustment.

The bottom line is this: If your estate is valued at more than $5.5 million or so,
the portion that exceeds this amount is potentially subject to the estate tax,
unless you are transferring assets to a citizen spouse. There is an unlimited
marital deduction that allows
you to transfer unlimited
assets to your spouse free of
the estate tax.

You can't just give lifetime
gifts to avoid the estate tax,
because there is also a gift
tax that is unified with the
estate tax. The exclusion is a unified lifetime exclusion that applies to lifetime gift
giving along with postmortem asset transfers.
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ZEROING OUT A GRANTOR RETAINED ANNUITY TRUST
Now that we have set the stage, we can look at the tax efficiency value of a
grantor retained annuity trust or GRAT. The idea is to fund the trust with assets
that you expect to appreciate considerably over an extended period of time.
When you create the trust declaration, you decide on a term, and you receive
annuity payments throughout the duration of this term.

You also name a beneficiary who would become the owner of anything that is
left in the trust after the expiration of the term, so the gift tax could be
applicable if there is a transfer to the beneficiary. The Internal Revenue Service
accounts for anticipated interest for gift tax purposes by adding the hurdle rate,
which is 120 percent of the federal midterm rate.
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To implement this tax efficiency strategy, you want to zero out the grantor
retained annuity trust, so you take annuity payments over the course of the term
that will wind up being equal to the entire taxable value of the trust. If the trust
was to grow at a rate that exceeded the hurdle rate throughout the term, there
would be a remainder, even though you endeavored to zero out the trust.

Under these circumstances, the transfer to the beneficiary at the end of the term
would not be subject to the gift tax.

This strategy has been particularly viable over recent years, because interest
rates have been low. This is a factor that comes into play when you are
evaluating the efficacy of this approach.

SUMMARY

People who are in possession of assets that exceed the amount of the federal
estate tax exclusion must implement wealth preservation strategies. There are a
number of different trusts that can be beneficial, and one of them is the grantor
retained annuity trust.
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When interest rates are low, and you are in possession of appreciable assets,
this type of trust could potentially facilitate a tax efficient transfer to a
beneficiary.

Each case is different,
and this is why
personalized attention is
key when you are
concerned about wealth
preservation. If you
discuss your unique
personal situation with a licensed estate planning attorney, you can have all of
your questions answered, and you can devise a plan that is custom crafted to
suit your needs.
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