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GRANTOR RETAINED ANNUITY TRUSTS: 
AFTER $100 BILLION, IT’S TIME TO SOLVE THE 

GREAT GRAT CAPER 
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ABSTRACT 

 A Grantor Retained Annuity Trust (GRAT) is one of the most popular 
of a number of estate planning strategies that employs an estate-freeze 
technique. The taxpayer transfers appreciating assets to a beneficiary 
immediately. The transferred assets are valued using actuarial valuation 
techniques based on an assumed rate of return specified in the Internal 
Revenue Code.  The transfer has the effect of removing the assets from the 
taxpayer’s gross estate for estate tax purposes, thus “freezing” the value of 
those assets for transfer tax purposes. The future appreciation of the assets is 
transferred to the beneficiary but is never subject to any transfer taxes. 

 The ability of the extremely wealthy to use the GRAT estate planning 
technique to transfer significant wealth to their heirs and avoid transfer taxes 
undermines the purposes of the federal estate and gift tax and contributes to 
the public perception that the tax system is skewed in favor of the wealthy. The 
ability to use these techniques in situations in which the grantor has almost no 
risk and potentially unlimited upside in the free transfer of assets to heirs, such 
as the transfer of shares of stock immediately preceding an initial public 
offering, suggests a significant need for GRAT reform. While other proposals 
have suggested statutory reforms aimed more generally at GRATs, the 
proposal set forth in this Article could be implemented administratively, with 
no congressional action required. 

 The Author proposes that the Treasury Department adopt an 
administrative exception under which the traditional valuation rules using the 
statutory assumed rate of return would not apply if, taking into account all 
facts and circumstances known to the grantor at the time of the creation of the 
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trust, there is at least a 50 percent probability that, over the 36-month period 
following the transfer to the trust, the real rate of return on the assets 
transferred to the trust would exceed the assumed rate of return by 200 percent 
or more. This exception draws by analogy on an existing administrative 
mortality exception providing that the traditional valuation rules do not apply 
where the individual who is the measuring life for valuation purposes dies or 
is terminally ill at the time the gift is completed. The Author’s proposal does 
not seek to remove the traditional valuation method entirely. Rather, it is 
aimed at those situations in which the disparity between the statutory assumed 
rate of return and the real expected rate of return is so great that the use of the 
assumed rate is likely to be viewed as abusive.  
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“There’s class warfare, all right, but it’s my class, the rich class, that’s making 
war, and we’re winning.”1 

Warren Buffett 

 

 1.  Ben Stein, In Class Warfare, Guess Which Class is Winning, N.Y. TIMES (Nov. 
26, 2006), http://www.nytimes.com/2006/11/26/business/yourmoney/26every.html?_r=0# 
(quoting Warren Buffet).  
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I. INTRODUCTION 

In fiscal year 2013, federal estate and gift taxes raised a total of just less 
than $19 billion in revenue, representing less than 1 percent (0.681 percent, 
to be exact) of total federal revenue.2 For fiscal year 2014, the federal estate 
and gift taxes are projected to raise less than $16 billion, slightly more than 
one-half of 1 percent (0.525 percent) of total federal revenue.3 However, 
federal estate and gift taxes have a broader goal than just raising revenue. 
Indeed, these wealth transfer taxes are more about preventing huge 
accumulations of wealth and the inequality that results.4 

Unfortunately, the general public seems to distrust the tax system, 
seeing it as subject to manipulation by the wealthy and corporate America.5 
Numerous estate planning techniques6 are available to the wealthy7 to 
reduce or even eliminate the tax burdens associated with transferring wealth 

 

 2.  Actual federal revenue from the estate and gift taxes was $18.91 billion in fiscal 
year 2013. Historical Tables, OFFICE OF MGMT. & BUDGET, at tbl.2.5 
www.whitehouse.gov/omb/budget/Historicals (last visited Jan. 9, 2015). Total federal 
revenues for fiscal year 2013 were just more than $2.78 trillion. Id. at tbl.2.1. 
 3.  Projected revenue from the estate and gift taxes for fiscal year 2014 is $15.75 
billion. Id. at tbl.2.5. Total federal revenues are projected to be just more than $3.00 
trillion for fiscal year 2014. Id. at tbl.2.1. 
 4.  See Lily L. Batchelder, What Should Society Expect From Heirs? The Case for 
a Comprehensive Inheritance Tax, 63 TAX L. REV. 1, 5 (2009). 
 5.  Kevin Liptak, CNN/ORC Poll: Most Amercians Say Tax System Favors 
Wealthy, CNN (Apr. 17, 2012), http://politicalticker.blogs.cnn.com/2012/04/17/cnnorc-po 
ll-most-americans-say-tax-system-favors-wealthy/; Rick Newman, The U.S. Tax System: 
Here’s How Messed Up It Is, THE EXCHANGE (July 2, 2013), http://finance.yahoo.com/bl 
ogs/the-exchange/u-tax-system-messed-174733252.html; Joseph E. Stiglitz, A Tax 
System Stacked Against the 99 Percent, N.Y. TIMES OPINIONATOR (Apr. 14, 2013), http:// 
opinionator.blogs.nytimes.com/2013/04/14/a-tax-system-stacked-against-the-99-percent/ 
?_php=true&+type=blogs&+r=0. 
 6.  A detailed description of general estate planning techniques is beyond the 
scope of this Article. For an excellent overview of the topic see John A. Miller & Jeffrey 
A. Maine, Wealth Transfer Tax Planning for 2013 and Beyond, 2013 BYU L. REV. 879 
(2013). 
 7.  Of course, not all wealthy individuals oppose the estate tax. Warren Buffett, 
William Gates, Sr., and George Soros have repeatedly made news for their support of 
the estate tax. See Peter J. Reilly, Warren Buffett and George Soros Want Higher Estate 
Tax than Obama Proposes, FORBES (Dec. 11, 2012), http://www.forbes.com/sites/peterj 
reilly/2012/12/11/warren-buffett-and-george-soros-want-higher-estate-tax-than-obama-
proposes/; Karen Rubin, Message from Richest Americans: ‘Tax My Estate, Please!’, 
EXAMINER.COM (Dec. 12, 2012), http://www.examiner.com/article/message-from-riche 
st-americans-tax-my-estate-please. 
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to the next generation. One of the techniques employed by the wealthy that 
has been most discussed and criticized is the grantor retained annuity trust 
(GRAT).8 

The GRAT has been in the news a great deal in recent years. In 2008, 
the two founders of Facebook, Mark Zuckerberg and Dustin Moskovitz, 
along with other Facebook insiders, transferred millions of dollars’ worth of 
Facebook stock to GRATs prior to the company’s initial public offering 
(IPO); it is estimated that the GRATs will allow the Facebook insiders to 
pass more than $200 million to their heirs free of transfer tax.9 In 2010, Nike 
cofounder Phil Knight transferred approximately $1.5 billion in Nike stock 
to a GRAT.10 Knight added another $1.65 billion to additional GRATs in 
201311 and another $850 million in January 2014.12 Sheldon Adelson, the 
founder of both Comdex and the Venetian Resort Hotel Casino in Las 
Vegas,13 used GRATs to pass nearly $8 billion to his heirs.14 Hundreds of 
corporate executives have used the technique, which may have led to the 
federal government losing an estimated $100 billion in tax revenue since 
2000.15 The GRAT technique continues to be discussed as a means of 
significant estate tax savings for the wealthy.16 As might be expected, public 
 

 8.  See, e.g., Zachary R. Mider, Accidental Tax Break Saves Wealthiest Americans 
$100 Billion, BLOOMBERG (Dec. 16, 2013), http://www.bloomberg.com/news/2013-12-17/ 
accidental-tax-break-saves-wealthiest-americans-100-billion.html; see generally Grantor 
Retained Annuity Trust—GRAT, INVESTOPEDIA, http://www.investopedia.com/terms/g/ 
grat.asp (last visited Jan. 9, 2015). 
 9.  See Deborah L. Jacobs, Zuckerberg, Moskovitz Give Big Bucks to Unborn Kids, 
FORBES (Mar. 7, 2012), http://www.forbes.com/sites/deborahljacobs/2012/03/07/facebo 
ok-billionaires-shifted-more-than-200-million-gift-tax-free/.  
 10.  See Brent Hunsberger, Phil Knight Sheds 27% of Nike Stock in Fiscal 2010, 
OREGONLIVE.COM (Aug. 3, 2010), http://www.oregonlive.com/business/index.ssf/2010/ 
08/phil_knight_sheds_27_of_nike_s.html. 
 11.  See Matthew Kish, Phil Knight Pumps Another $400 Million of Nike Stock into 
a Trust, PORTLAND BUS. J. (Nov. 1, 2013), http://www.bizjournals.com/portland/blog/thr 
eads_and_laces/2013/11/phil-knight-pumps-another-400-million.html?page=all. 
 12.  See Matthew Kish, Phil Knight Stashes Another $350 Million of Nike Stock in a 
Trust, PORTLAND BUS. J. (Apr. 23, 2014), http://www.bizjournals.com/portland/blog/thr 
eads_and_laces/2014/04/phil-knight-trust-350-million-nike-stock.html. 
 13.  Sheldon Adelson Biography, BIOGRAPHY.COM, http://www.biography.com/peo 
ple/sheldon-adelson-20956059 (last visited Jan. 9, 2015). 
 14.  Mider, supra note 8. 
 15.  Id. 
 16.  See Victor Fleischer, Taxing Founders’ Stock, 59 UCLA L. REV. 60, 100 (2011) 
(suggesting that contributing stock of a company’s founders to a GRAT prior to an initial 
public offering (IPO) or other exit strategy can reduce future estate tax obligations by 
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reaction to news of such tax planning strategies among the wealthy has been 
decidedly negative; the use of such techniques has been criticized as a “tax 
dodge”17 and as a “loophole.”18 Both the Obama Administration19 and law 
review commentators20 have proposed reforms that would impose some 
limits on the benefits of GRAT transactions, but to date no such reform has 
been implemented. 

Part II of this Article provides an overview of the GRAT estate 
planning technique. Part III discusses proposals by both the Obama 
Administration and law review commentators. Part IV contains the 
Author’s proposal for reform, which focuses on the most aggressive uses of 
the GRAT technique and calls for an administrative exception to the 
methodology of valuing GRATs for gift tax purposes in those cases where 
the current valuation technique is most likely to produce a result that would 
be viewed as abusive. 

II. THE GRAT ESTATE PLANNING TECHNIQUE 

A. What is a GRAT?  

A GRAT is one of the most popular21 of a number of estate planning 
strategies that employs an estate-freeze technique.22 The concept behind 

 

more than half); Tatiana Serafin, Protect IPO Windfalls with a Trust, BARRON’S (Sept. 
14, 2013), http://online.barrons.com/articles/SB50001424052748704131804579056831964 
907514. The technique, although often more challenging and problematic, can also be an 
important part of business succession planning for family-owned businesses. See Dwight 
Drake, Transitioning the Family Business, 83 WASH. L. REV. 123, 163–69 (2008). 
 17.  See Deborah L. Jacobs, Social Media Tax Dodge, FORBES (Mar. 21, 2012),  
http://www.forbes.com/forbes/2012/0409/investing-yelp-ira-roth-levchin-moskovitz-
zynga-pincus-tax-dodge.html.  
 18.  Scott Klinger, Estate Tax Gutted by Loopholes, CTR. FOR EFFECTIVE GOV’T 
(June 17, 2014), http://www.foreffectivegov.org/blog/estate-tax-gutted-loopholes.  
 19.  See discussion infra Part III.A. 
 20.  See discussion infra Part III.B. 
 21.  Even President Obama’s proposals regarding GRAT reforms recognize their 
huge popularity. See U.S. DEP’T OF THE TREASURY, GENERAL EXPLANATIONS OF THE 
ADMINISTRATION’S FISCAL YEAR 2015 REVENUE PROPOSALS 162 (2014) [hereinafter 
GENERAL EXPLANATIONS], available at http://www.treasury.gov/resource-center/tax-pol 
icy/Documents/General-Explanations-FY2015.pdf (“GRATs have proven to be a 
popular and efficient technique for transferring wealth while minimizing the gift tax cost 
of transfers . . . .”). 
 22.  Brian Luster & Steven Abernathy, Freeze Your Assets to Save on Taxes, 
FORBES (Mar. 5, 2014), http://www.forbes.com/sites/brianluster/2014/03/05/when-froze 
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estate-freeze techniques is simple; the taxpayer, faced with a large transfer 
tax burden at the time of the taxpayer’s future death, decides to transfer 
appreciating assets to a beneficiary—either directly or through the use of a 
trust—immediately,23 using some or all of the taxpayer’s unified credit 
exemption24 to avoid paying gift tax.25 The transfer of the assets from the 
taxpayer allows the taxpayer to effectively remove them from the gross 
estate26 for estate tax purposes, thus “freezing” the value of those assets for 
 

n-assets-are-a-good-thing/. Other estate freezing techniques include a recapitalization of 
a business, followed by the transfer of common stock to heirs, or the funding of an 
intentionally defective grantor trust, followed by a sale. Id. Both techniques have the 
effect of freezing the value of the grantor’s interest for estate tax purposes and 
transferring future appreciation to the grantor’s heirs. See id. 
 23.  See Michael W. Mills, Note, Analysis of the New “Estate Freeze” Legislation: 
Despite the Return of the “Estate Freeze” Many Are Still in the Cold, 23 RUTGERS L.J. 
361, 362–64 (1992). The transfer of property by gift during the donor’s lifetime is subject 
to the federal gift tax. I.R.C. § 2501(a) (2012). The federal gift tax is calculated using the 
same rates that apply to the federal estate tax. See id. § 2502(a); see also id. § 2001(c). 
Thus, the federal gift tax is often said to serve as a backstop to the estate tax. See Bradley 
E.S. Fogel, Back to the Future Interest: The Origin and Questionable Legal Basis of the 
Use of Crummey Withdrawal Powers to Obtain the Federal Gift Tax Annual Exclusion, 
6 FLA. TAX REV. 187, 197 n.31 (2003) (citations omitted). 
 24.  See I.R.C. § 2505(a). This provision allows a credit against the gift tax equal to 
the unified credit against estate tax less gift tax unified credit used by the grantor in prior 
years. See id.; see also id. § 2010. The effect of this provision is to allow the grantor to use 
the total unified credit either during life (by making gifts), at death, or in some 
combination of the two. Because the gift tax unified credit is based on the estate tax 
unified credit, it is automatically adjusted for inflation. See id. § 2010(c)(3)(B). For 2014, 
the basic exclusion for determining the unified credit against estate tax is $5.34 million. 
Rev. Proc. 2013-35, 2013-2 C.B. 537, § 3.32. 
 25.  In some cases, the benefit of these techniques can be leveraged further through 
the use of valuation discount techniques. For transfer tax purposes, property is valued at 
its “fair market value,” meaning “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 the relevant facts.” Treas. Reg. § 
20.2031-1(b) (1965). This value often takes into account additional factors, such as the 
fact that the property represents a minority interest (in the case of stock in a corporation, 
for example) or a lack of marketability. See, e.g., United States v. Parker, 376 F.2d 402, 
408 (5th Cir. 1967) (stating the determination of “value . . . calls for the familiar, though 
difficult, process of fair market valuation” (internal quotation mark omitted)). For an 
interesting discussion of these topics and other valuation issues for owners of companies, 
see Daniel R. D’Alberto & Frank Williamson, What’s My Company Worth? How to 
Lead Your Client to the Right Answer, 25 S.C. LAW. 33 (2013). 
 26.  The federal estate tax is imposed on the transfer of a decedent’s taxable estate. 
I.R.C. § 2001(a). The taxable estate is defined as the gross estate, less certain deductions, 
including, among other things, deductions for estate administration expenses, charitable 
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transfer tax purposes.27 The future appreciation of the assets is transferred 
to the beneficiary but is never subject to any transfer taxes.28 

A GRAT is an irrevocable trust established for a specified term,29 
under which the grantor retains the right to receive annuity payments from 
the trust.30 For gift tax purposes, the transfer to the trust is a gift of the 
present value of the trust’s remainder interest, using the valuation 

 

bequests, and bequests of property to the decedent’s spouse. See generally I.R.C. §§ 2051, 
2053–58. Thus, reducing the amount of the decedent’s gross estate is a primary focus of 
lifetime estate planning. 
 27.  See Luster & Abernathy, supra note 22. 
 28.  See id. (“Assuming the asset increases in value faster than the assumed growth 
rate . . ., any appreciation is passed on tax-free.”). 
 29.  Technically, the annuity interest in a GRAT must be retained “for the life of 
the holder, for a specified term of years, or for the shorter (but not the longer) of those 
periods.” Treas. Reg. § 25.2702-3(d)(4). However, at least some of the assets held in the 
GRAT at the time of the grantor’s death could be included in the grantor’s gross estate 
for estate tax purposes under I.R.C. § 2036. See Treas. Reg. § 20.2036-1(c)(2)(i) (as 
amended in 2011) (providing that the portion of the GRAT “includible in the decedent’s 
gross estate is that portion of the trust corpus necessary to generate sufficient income to 
satisfy the retained annuity” applying the appropriate interest rate under I.R.C. § 7520). 
Therefore, if the grantor retained the annuity for the grantor’s lifetime, the inclusion of 
some of the trust’s assets would eliminate some or all of the tax benefit of the GRAT 
technique. Thus, for practical purposes, the GRAT is established for a fixed term. 
 30.  The annuity payments must be of a “fixed amount,” meaning either a stated 
dollar amount or “[a] fixed fraction or percentage of the initial fair market value of the 
property transferred to the trust.” Treas. Reg. § 25.2702-3(b)(1)(ii) (1992). The term 
“fixed amount” is defined in the regulation to allow an increase of “120 percent of the 
stated dollar amount payable in the preceding year”; thus, the annuity may be structured 
as an increasing amount over the annuity term. See id. A similar technique, the grantor 
retained unitrust (GRUT) involves the grantor’s retention of the right to receive a 
percentage of trust assets on at least an annual basis. See Liquidity, Powers of 
Appointment, and Trusts–Grantor Retained UniTrusts, INVESTOPEDIA, http://www.inves 
topedia.com/exam-guide/cfp/liquidity-appointment-trusts/cfp9.asp (last visited Jan. 9, 
2015); see also I.R.C. § 2702(b)(2). The difference between a GRAT and a GRUT is that 
the GRAT’s annuity is a fixed percentage of the assets of the trust (subject to certain 
predetermined adjustments) as valued at the time of creation of the trust. See Treas. Reg. 
§ 25.2702-3(b). The GRUT also involves distribution of a percentage of the trust’s assets, 
but the assets are revalued each year. See Treas. Reg. § 25.2702-3(c)(1)(i) (1992). As a 
result, the payment to the grantor fluctuates as the value of the trust assets fluctuate. See 
id.; INVESTOPEDIA, supra. If the grantor is relying on the trust to help meet living 
expenses, a GRUT may be preferable if a period of inflation is expected; as the value of 
the trust assets appreciate, the amount of the distribution to the grantor each year 
increases proportionally. 
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methodology specified in I.R.C. § 7520 (2012).31 The annuity payments must 
be made on at least an annual basis,32 and they may not be paid “to or for 
the benefit of any person other than the holder of the qualified annuity” 
interest during the annuity term.33 A GRAT is typically structured as a 
grantor trust for federal income tax purposes, meaning any income from the 
trust is taxed to the grantor rather than the trust itself.34 When the trust 
terminates, the assets remaining in the trust are distributed to the trust 
beneficiaries in accordance with the terms of the trust. 

B. The Death of the Grantor During the Annuity Term 

If the grantor dies during the term of the GRAT’s retained annuity, a 
portion of the remainder is included in the grantor’s gross estate for federal 
estate tax purposes.35 The negative effect on the taxpayer, however, is 

 

 31.  See Treas. Reg. § 20.2036-1(c)(2)(i). The special valuation rules under I.R.C. § 
2702 do not apply to a GRAT or a GRUT because the annuity and unitrust interests are 
qualified interests under § 2702. See I.R.C. § 2702 (a)(1)–(2), (b)(1)–(2) (2012); see also 
infra notes 47–48 and accompanying text. Because the special rules under I.R.C. § 2702 
do not apply, the general valuation rules under I.R.C. § 7520 determine the valuation of 
the annuity and remainder interests for gift tax purposes. § 2702 (a)(2)(B). In making 
these calculations, I.R.C. § 7520 uses as an assumed interest rate of “120 percent of the 
Federal midterm rate in effect . . . for the month in which the valuation date falls.” § 
7520(a)(2). The Federal midterm rate is a rate determined by the Secretary of the 
Treasury “based on the average market yield . . . on outstanding marketable obligations 
of the United States with remaining periods to maturity of” more than three but less than 
nine years. I.R.C. § 1274(d)(1)(A)–(C). It is this assumption, and the knowledge that it 
is almost never accurate, that provides the GRAT with its tax benefit. See infra Part II.D. 
 32.  Treas. Reg. § 25.2702-3(b)(3). 
 33.  Id. § 25.2702-3(d)(3). 
 34.  See I.R.C. § 671 (providing that in the circumstances described in §§ 673–679, 
the grantor of a trust is treated as the owner of the trust for federal income tax purposes, 
with the income, deductions, and credits against tax of the trust attributable to the 
grantor in computing the grantor’s taxable income and credits against tax). Often, a 
GRAT is drafted to specifically include provisions that will cause grantor trust status. 
See Cornelius W. Coghill, III, Reevaluating the Grantor Trust Status of GRATs and 
QPRTs, 23 EST. PLAN. 51, 52–53 (1996). For example, practitioners often include a trust 
provision that gives the grantor the power to substitute property of equal value for 
property held by the trust, which would make the trust a grantor trust under I.R.C. § 
675(4)(C). Id. at 53. The payment of income tax on the trust’s income during the trust’s 
term has the effect of reducing the assets in the grantor’s gross estate for estate tax 
purposes, while not reducing the amount in the trust that will ultimately be received by 
the grantor’s beneficiaries. See id. at 52. Thus, it has the effect of a transfer to the 
beneficiaries that is not subject to any transfer tax. 
 35.  For a discussion of the tax effects of the grantor’s death prior to the end of the 
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negligible.36 While the desired tax benefits of the plan would not be achieved, 
the taxpayer is no worse off than before the transaction occurred.37 A portion 
of the property in the trust, including any appreciation, is included in the 
grantor’s gross estate, just as if the grantor had never created the GRAT in 
the first place.38 Thus, the only real risk is the transaction cost of 
implementing the GRAT. As several commentators have suggested, 
“GRATs offer taxpayers a great deal of upside benefit” with no significant 
downside risk.39 

A careful grantor can plan in a way that minimizes even this limited 
risk.40 One technique that is often employed is the implementation of a short-
term GRAT.41 Terms as short as two years have become common.42 By 
keeping the term of the GRAT very short, the risk that the grantor will die 
during the term (and therefore suffer the negative effect of losing the tax 
benefits of the GRAT transaction) is minimized. Grantors sometimes 
attempt to minimize the risk caused by the possibility of dying during the 
annuity term without losing the benefit that the longer GRAT would 
provide by using “rolling GRATs,” which are successive short-term GRATs 
using the annuity from one GRAT to fund a new short-term GRAT.43 Yet 
another strategy that is sometimes used in combination with the short-term 

 

annuity term, see supra note 29. 
 36.  See Samuel R. Scarcello, Comment, Transfer Taxes in Flux: A Comparison of 
Alternative Plans for GRAT Reform, 107 NW. U. L. REV. 321, 335 (2012). 
 37.  See id. 
 38.  See id.; see also supra note 25. 
 39.  Scarcello, supra note 36 (citing Mitchell M. Gans & Jay A. Soled, Reforming the 
Gift Tax and Making It Enforceable, 87 B.U. L. REV. 759, 772 (2007)). 
 40.  Id. at 335–36. 
 41.  Id.  
 42.  See, e.g., id. at 336. A two-year GRAT has been approved by the IRS. See 
generally I.R.S. Priv. Ltr. Rul. 92-39-015 (Sept. 25, 1992). Also, the IRS did not challenge 
a two-year term of a GRAT. See Walton v. Comm’r, 115 T.C. 589, 603–04 (2000) 
(upholding the validity of a two-year GRAT), acq. in result 2003-44 I.R.B. 72, available 
at http://www.irs.gov/irb/2003-44_IRB/ar11.html. Courts have even allowed a GRAT 
with a term of 366 days. See Kerr v. Comm’r, 113 T.C. 449, 456, 474 (1999) (allowing a 
GRAT term beginning on December 19, 1994, and ending on December 20 of the 
following year), aff’d, 292 F.3d 490 (5th Cir. 2002).  
 43.  See generally James M. Delaney, Split Interest Valuation: The Devil is in the 
Detail, 37 CAP. U. L. REV. 929, 954–56 (2009); Richard B. Gregory & William S. 
Forsberg, Leveraged Transfers of Business Assets, 16 PROB. & PROP. 48, 50 (2002); 
Jeffrey D. Steed, In Defense of Sales to Defective Grantor Trusts, 24 UTAH B.J. 28, 28–
29 (2011).  
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GRAT is to frontload the first year annuity payment.44 In addition to 
allowing a longer term, thus minimizing the risk that the IRS might challenge 
the term of a short-term GRAT as too short, this technique also minimizes 
the tax impact if the grantor dies during the annuity term, because there will 
be fewer assets in the trust after the large initial annuity payment. 

C. The Difference Between a GRAT and a GRIT 

The GRAT should be distinguished from a grantor retained income 
trust (GRIT),45 under which the grantor retains the right to the income from 
the assets for the trust term, as opposed to a fixed annuity generated from 
those assets.46 Two tax problems arise from the GRIT. First, when the trust 
is created, I.R.C. § 270247 causes the income interest retained by the grantor 
to be valued at zero when the GRIT involves a gift to the grantor’s family 
members—as it usually does.48 The result is that the entire value of the 
 

 44.  A decrease in annuity payments is allowed under the regulations. See Treas. 
Reg. § 25.2702-3(e) (example 3) (2014) (where a trust is created with a retained annuity 
of $50,000 in years one through three and $10,000 in years four through 10, the “entire 
retained interest is a qualified annuity interest”). 
 45.  The GRIT was a common estate planning technique prior to the 
implementation of I.R.C. § 2702. As discussed below, I.R.C. § 2702 eliminates the benefit 
of the GRIT when the trust involves a gift to a family member, as is usually the case. See 
Mitchell M. Gans, GRITs, GRATs and GRUTs: Planning and Policy, 11 VA. TAX REV. 
761, 822–23 (1992) (noting that “Congress’ objective in enacting section 2702 was to close 
down the GRIT as a tax-savings strategy”); see also id. at 817 (stating that “[u]nder the 
section, the grantor’s retention, upon creating a trust, of a life estate or a term of years 
does not result in a reduction of the amount of the taxable gift—as it did prior to the 
enactment of the section”). 
 46.  See What Is a Grantor Retained Income Trust (“GRIT”)?, 
ESTATEPLANNERS.COM (Apr. 18, 2011), http://www.estateplanners.com/articles/what-is-
a%C2%A0grantor-retained-income-trust-grit/. 
 47.  I.R.C. § 2702 provides special rules to determine the value of a gift when an 
individual makes a transfer in trust to or for the benefit of family members when the 
transferor or certain family members retain an interest in the trust. I.R.C. § 2702(a)(1) 
(2012). Under these rules, unless the retained interest is a qualified interest, it is valued 
at zero (meaning the gifted remainder interest is valued at the full value of the property 
transferred to the trust). See id. § 2702(a)(2)(A). When the retained interest is a qualified 
interest, it is valued under I.R.C. § 7520. Id. § 2702(a)(2)(B). A qualified interest includes 
the annuity interest in a GRAT and the unitrust interest in a GRUT. See id. § 
2702(b)(1)–(2). 
 48.  See supra text accompanying note 47. I.R.C. § 2702(e) defines the term 
“member of the family” by reference to I.R.C. § 2704(c)(2), which provides that the term 
includes “(A) such individual’s spouse, (B) any ancestor or lineal descendant of such 
individual or such individual’s spouse, (C) any brother or sister of the individual, and 
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property is subject to gift tax, as opposed to just the remainder interest.49 
Second, if the grantor dies during the term of the GRIT, the entire value of 
the trust at the time of the grantor’s death is included in the grantor’s gross 
estate under I.R.C. § 2036(a)(1).50 Thus, the GRIT always presents a 
significant risk that the estate planning technique will backfire to the extent 
the grantor dies prematurely.51 As a result, the GRIT is no longer a 
commonly used estate planning technique.52 
 

(D) any spouse of any individual described in subparagraph (B) or (C).” I.R.C. §§ 
2702(e), 2704(c)(2). 
 49.  See Gans, supra note 45, at 817 (noting that under I.R.C. § 2702, regarding a 
GRIT, “the entire value of the property contributed to the trust is made subject to gift 
tax, with the retained interest being ignored”). 
 50.  For estate tax purposes, a decedent’s  

gross estate shall include the value of all property to the extent of any interest 
therein of which the decedent has at any time made a transfer (except in case of 
a bona fide sale for an adequate and full consideration in money or money’s 
worth), by trust or otherwise, under which he has retained for his life or for any 
period not ascertainable without reference to his death or for any period which 
does not in fact end before his death— 

(1) the possession or enjoyment of, or the right to the income from, the 
property, or 

(2) the right, either alone or in conjunction with any person, to designate 
the persons who shall possess or enjoy the property or the income 
therefrom. 

I.R.C. § 2036(a). 
 51.  See, e.g., Gans, supra note 45, at 821 (“Since the grantor’s income interest [does] 
not terminate prior to the death of the grantor, all post-transfer income and appreciation 
[is] includible in the grantor’s estate—treating the grantor for transfer-tax purposes, in 
effect as if she retained until death ownership of the property contributed to the trust.”). 
 52.  See id. at 822. The exception to this statement is the Qualified Personal 
Residence Trust (QPRT). See Miller & Maine, supra note 6, at 945 (“Because of an 
exception in the estate freeze rule of § 2702, a donor can irrevocably transfer a personal 
residence in trust, retain a term interest for himself, and designate certain family 
members as remainder persons with minimal gift or estate tax costs.”). A QPRT is a trust 
created to hold the grantor’s personal residence for a definite term; at the end of the 
term, the residence passes to the holder of the remainder interest—typically the grantor’s 
descendants. See id. Because the grantor’s retained use of the property is, in effect, 
retention of the income or benefit of the property, the QPRT is a type of GRIT. See id. 
at 945–46. However, I.R.C. § 2702 does not apply to the transfer of an interest in a trust 
where all of the property in the trust consists of property used as a personal residence by 
the holder of the term interest. I.R.C. § 2702(a)(3)(A)(ii). To qualify for the exception, 
the personal residence trust must meet the requirements of Treas. Reg. § 25.2702-5. 
Treas. Reg. § 25.2702-1(c)(2) (2014). 
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In contrast, the Internal Revenue Code specifically authorizes the 
GRAT planning technique.53 Because the retained annuity interest in a 
GRAT is a qualified interest under I.R.C. § 2702,54 the special valuation rules 
do not apply.55 Instead, the retained annuity interest is valued under I.R.C. 
§ 7520,56 and the gifted remainder is the difference between the full value of 
the property transferred and the value of the retained annuity. 

D. The Tax Benefits of Using a GRAT 

How beneficial can a GRAT be for a taxpayer? Consider the following 
example. 

In December 2013,57 a taxpayer transfers $5 million in cash to a newly 
formed GRAT, retaining the right to a 5 percent annuity, payable annually, 
for a term of 10 years. At the end of the 10-year period, the assets remaining 
in the trust pass to the grantor’s children. At the time the GRAT is formed, 
the transfer to the trust results in a gift to the grantor’s children of 
$2,754,353.74,58 and assuming no prior taxable gifts, the taxpayer’s gift tax 
unified credit applies, eliminating the need for any current gift tax payment.59 
The grantor receives an annuity of $250,000 (5 percent of $5 million) per 
year for 10 years,60 and the grantor’s children receive the balance of the trust 
assets, with no further transfer taxes being due. 

The valuation of the transfer for gift tax purposes is determined at the 
time of the transfer based on what is commonly called the “§ 7520 rate.”61 
 

 53.  See I.R.C. § 2702(b)(1); Treas. Reg. § 25.2702-3(b)(1). 
 54.  I.R.C. § 2702(b)(1). 
 55.  See supra note 47. 
 56.  I.R.C. § 2702(a)(2)(B). 
 57.  The choice of this date is for convenience and ease of calculations. The § 7520 
interest rate for December 2013 was 2 percent. Rev. Rul. 2013-26, 2013-50 I.R.B. 628, at 
tbl.5; Section 7520 Interest Rates for Prior Years, IRS.GOV, http://www.irs.gov/Businesse 
s/Small-Businesses-&-Self-Employed/Section-7520-Interest-Rates-for-Prior-Years (last 
updated Jan. 14, 2015) [hereinafter Interest Rates].  
 58.  At the end of the 10-year term, the grantor’s children are expected to receive 
$3,357,541.84. See infra Table 1. The present value of that amount is $2,754,353.74, which 
is the valuation of the gifted remainder. See infra note 64. The value of the retained 
annuity would therefore be $2,245,646.26 ($5,000,000 less gifted remainder). 
 59.  I.R.C. § 2505(a); see also supra note 24 and accompanying text. 
 60.  Of course, without further estate planning, the $2.5 million in total annuity 
payments, along with any earnings those funds generate, are included in the grantor’s 
gross estate for federal estate tax purposes as property owned at death. I.R.C. § 2033. 
 61.  I.R.C. § 7520 provides that, for purposes of valuing annuities, income interests, 
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The valuation assumes, for convenience, that the assets will earn this rate of 
return.62 Under the valuation tables, the $250,000 annuity payable to the 
grantor for 10 years would have a present value of $2,245,646.26, and the 
remainder would have a present value of $2,754,353.74.63 Thus, the 
assumption behind the gift tax valuation is that the trust will function as 
described in Table 1 below. 

Table 1: 10-year, 5 percent GRAT established December 2013 
(units in dollars) 

Year Trust 
Assets—
Beginning of 
Year 

Trust 
Earnings 
(2%) 

Annuity 
Payment 
(5% of $5M) 

Trust 
Assets—End 
of Year 

1 5,000,000.00 100,000.00 (250,000) 4,850,000.00 
2 4,850,000.00 97,000.00 (250,000) 4,697,000.00 
3 4,697,000.00 93,940.00 (250,000) 4,540,940.00 
4 4,540,940.00 90,818.80 (250,000) 4,381,758.80 
5 4,381,758.80 87,635.17 (250,000) 4,219,393.97 
6 4,219,393.97 84,387.88 (250,000) 4,053,781.85 
7 4,053,781.85 81,075.64 (250,000) 3,884,857.49 
8 3,884,857.49 77,697.15 (250,000) 3,712,554.64 
9 3,712,554.64 74,251.09 (250,000) 3,536,805.73 
10 3,536,805.73 70,736.11 (250,000) 3,357,541.8464 

Thus, the grantor has “paid” (through the use of the gift tax unified 
credit) gift taxes on a gift of the gifted remainder, $2,754,353.74.65 To the 
extent the assets earn exactly 2 percent during the term of the trust, the 
children will receive a payment at the end of year 10 that exactly matches 
the future value of that amount.66 

 

and reversionary or remainder interests, “an interest rate (rounded to the nearest 2/10ths 
of 1 percent) equal to 120 percent of the Federal midterm rate” is to be used. I.R.C. § 
7520(a)(2). This rate is commonly referred to as the “§ 7520 rate.” See, e.g., Interest Rates, 
supra note 57. 
 62.  See I.R.C. § 7520(a)(2).  
 63.  See supra note 58. 
 64.  $3,357,541.84 predicts what the children would actually receive at the end of 10 
years. The present value of that amount discounted at 2 percent for 10 years is 
$2,754,353.74. 
 65.  See I.R.C. § 2505(a); supra note 24 and accompanying text. 
 66.  See supra note 64. 
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The real benefit to the GRAT transaction, however, is in exploiting the 
likely difference in the assumed interest rate under I.R.C. § 7520 and the 
actual rate of return the assets are likely to achieve.67 For example, suppose 
the assets contributed to the trust actually earn an 8 percent annual rate of 
return. The valuation for gift tax purposes remains the same. However, the 
amount the children actually receive at the end of 10 years is quite different, 
as Table 2 below demonstrates. 

Table 2: 10-year, 5 percent GRAT, actual rate of return = 8% 
(units in dollars) 

Year Trust 
Assets—
Beginning of 
Year 

Trust 
Earnings 
(8%) 

Annuity 
Payment 
(5% of $5M) 

Trust 
Assets—End 
of Year 

1  5,000,000.00  400,000.00 (250,000) 5,150,000.00  
2  5,150,000.00  412,000.00 (250,000) 5,312,000.00  
3  5,312,000.00  424,960.00 (250,000) 5,486,960.00  
4  5,486,960.00  438,956.80 (250,000) 5,675,916.80 
5  5,675,916.80 454,073.34 (250,000) 5,879,990.14  
6  5,879,990.14  470,399.21 250,000 6,100,389.35  
7  6,100,389.35  488,031.15 250,000 6,338,420.50  
8 6,338,420.50  507,073.64 250,000 6,595,494.14  
9 6,595,494.14  527,639.53 250,000 6,873,133.67  
10 6,873,133.67  549,850.69 250,000 7,172,984.36  

With an 8 percent annual rate of return, as Table 2 demonstrates, the 
children actually receive more than $7 million dollars at the end of the 10-
year period. The $3,815,442.52 difference between what they actually receive 
($7,172,984.36) and what the § 7520 rates assume they will receive 
($3,357,541.84) is the tax benefit of the GRAT transaction. The grantor has 
transferred an additional $3,815,442.52 to his or her children without 
incurring any transfer taxes. It is equally important that, if the grantor dies 
during the 10-year term, a portion of the trust assets are included in the 
grantor’s gross estate, just as they would have been if they had not been 
transferred to the GRAT; thus, the transaction has no tax risk.68 

 

 67.  See RONALD D. AUCUTT, GRANTOR RETAINED ANNUITY TRUSTS (GRATS) 
AND SALES TO GRANTOR TRUSTS 3 (2015), available at http://www.mcguirewoods.com/ 
news-resources/publications/taxation/grats.pdf (last updated Sept. 26, 2014). 
 68.  See supra notes 35–36 and accompanying text. 
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Of course, in order to implement this transaction, the grantor did use a 
significant portion of his or her gift tax unified credit.69 One technique often 
employed by estate planners to minimize the use of the grantor’s unified 
credit and save it for other planning opportunities is the use of a “zeroed-
out” GRAT.70 This technique takes advantage of the fact that the GRAT is 
very flexible; the grantor selects the annuity amount in designing the trust. 
Recall that the valuation of the gift on creation of the GRAT is based on the 
amount transferred to the trust less the value of the retained annuity.71 If the 
annuity amount is large enough, the value of the annuity will eventually be 
zero; in other words, the present value of the annuity payments will equal 
the total amount of the assets initially transferred to the trust, and the value 
of the remainder (i.e., the gift to the remainder beneficiaries) will be zero.72 
As before, to the extent the rate of return on the assets exceeds the § 7520 
rate, the excess will be transferred to the trust’s remainder beneficiaries with 
no transfer tax. 

If the earlier example were structured as a zeroed-out GRAT, the 
annuity would be $556,632.64 (approximately 11.13 percent).73 The § 7520 
valuation would assume that the trust would function as shown in Table 3 
below. 

 

 
 

 69.  See I.R.C. §§ 2010(a), (c), 2505(a) (2012); see also supra note 24 and 
accompanying text. The basic exclusion amount under I.R.C. § 2010 is $5,000,000, 
indexed for inflation. § 2010(c)(3)(A). In 2014, the unified credit basic exclusion amount 
was $5.34 million. Rev. Proc. 2013-35, 2013-2 C.B. 537, § 3.32. 
 70.  The question of whether a zeroed-out GRAT would constitute a qualified 
interest under I.R.C. § 2702(b) was the subject of considerable dispute for a time. The 
issue was ultimately decided in 2000. See Walton v. Comm’r, 115 T.C. 589, 591 (2000) 
(holding that a trust arrangement in which “[t]he assets of each GRAT were exhausted 
upon the final payment . . . [leaving] no property to be delivered to the remainder 
beneficiary” was a qualified interest). 
 71.  See supra note 31 and accompanying text. 
 72.  See, e.g., Walton, 115 T.C. at 591. 
       73. The future value of $5 million at an interest rate of 2 percent for 10 years is 
$6,094,972.10. The annual payment (AP) required to exhaust the assets in the trust is 
calculated as follows, with n being the number of payment periods and r being the rate 
 per period:	 

	
– 	

$ , , .
. –
.

 = $556,632.64 
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Table 3: 10-year zeroed-out GRAT established December 2013 
(units in dollars) 

Year Trust 
Assets—
Beginning of 
Year 

Trust 
Earnings 
(2%) 

Annuity 
Payment 
 

Trust Assets—
End of Year 

1  5,000,000.00  100,000.00 (556,632.64) 4,543,367.36 
2  4,543,367.36 90,867.35 (556,632.64) 4,077,602.07  
3  4,077,602.07 81,552.04 (556,632.64) 3,602,521.47  
4  3,602,521.47 72,050.43 (556,632.64) 3,117,939.26 
5  3,117,939.26 62,358.79 (556,632.64) 2,623,665.41  
6  2,623,665.41 52,473.31 (556,632.64) 2,119,506.08  
7  2,119,506.08 42,390.12 (556,632.64) 1,605,263.56  
8  1,605,263.56 32,105.27 (556,632.64) 1,080,736.19  
9  1,080,736.19 21,614.72 (556,632.64) 545,718.27  
10  545,718.27 10,914.37 (556,632.64)  0.00  

As before, the benefit to the GRAT transaction lies in the difference 
between the assumed rate of return under I.R.C. § 7520 (2 percent) and the 
actual rate of return on the trust assets. As Table 4 demonstrates, if the trust 
assets return an actual rate of return of 8 percent, the remainder 
beneficiaries would receive $2,730,931.5174 without the grantor paying any 
transfer taxes. While this is less than in the first example75 (due to the high 
retained annuity by the grantor), the grantor retains the $5 million gift tax 
unified credit for other planning techniques.76 

 
 

 

 

 74.  See infra Table 4. 
 75.  In the first example with an 8 percent rate of return, the children would have 
had an actual receipt at the end of 10 years in the amount of $7,712,984.36. See supra 
Table 2.  
 76.  In a zeroed-out GRAT, the present value of the retained annuity is equal to the 
total amount of assets transferred to the GRAT. If the rate of return for the assets were 
exactly the same as the 7520 rate, the beneficiary would receive nothing at the end of the 
GRAT term. Thus, there is no “gift” to the beneficiary for gift tax purposes and the 
grantor is not required to use any of her unified credit for such transfers. The grantor’s 
unified credit is therefore still available for other transfer tax planning techniques.  This 
strategy would of course also be beneficial if the grantor had made prior gifts and already 
made use of the unified credit. 
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Table 4: 10-Year zeroed-out GRAT, actual rate of return = 8% 
(units in dollars) 

Year Trust 
Assets—
Beginning of 
Year 

Trust 
Earnings 
(8%) 

Annuity 
Payment 
 

Trust 
Assets—End 
of Year 

1  5,000,000.00  400,000.00 (556,632.64) 4,843,367.36 
2  4,843,367.36 387,469.39 (556,632.64) 4,674,204.11 
3  4,674,204.11 373,936.33 (556,632.64) 4,491,507.80 
4  4,491,507.80 359,320.64 (556,632.64) 4,294,195.80 
5  4,294,195.80 343,535.66 (556,632.64) 4,081,098.82 
6  4,081,098.82 326,487.91 (556,632.64) 3,850,954.09 
7  3,850,954.09 308,076.33 (556,632.64) 3,602,397.78 
8  3,602,397.78 288,191.82 (556,632.64) 3,333,956.96 
9  3,333,956.96 266,716.56 (556,632.64) 3,044,040.88 
10  3,044,040.88 243,523.27 (556,632.64) 2,730,931.51 

Finally, suppose the grantor knows that there is a great chance of a very 
high percentage of return on the assets. Suppose, for example, that the 
grantor holds a large block of stock in a privately held, but very popular, 
social media company that is about to go public. If the grantor creates a 
zeroed-out GRAT when the § 7520 rate is 2 percent, the gift tax cost of the 
transaction is, as in the example above, zero. If the company goes public77 
and, as expected, the value of the stock rises soon after the transaction from 
$1 to $100 and continues to earn a very low 2 percent rate of return for the 
remainder of the trust term, the amount transferred to the remainder 
beneficiaries free of any transfer taxes is a staggering $603,402,237.89, as 
Table 5 below demonstrates. If the actual rate of return on the trust assets is 
8 percent (to make comparisons with the earlier examples easy), Table 6 
demonstrates that the amount transferred to the remainder beneficiaries, 
without any transfer taxes, exceeds $1.07 billion. 

 

 

 

 

 

 77.  This example, of course, is based on the story of the Facebook cofounders and 
their pre-IPO estate planning. See Jacobs, supra note 9. 
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Table 5: 10-year zeroed-out GRAT, actual rate of return = 2% 
(units in dollars) 

Year Trust Assets—
Beginning of 
Year 

Trust 
Earnings 
(2%) 

Annuity 
Payment 
 

Trust Assets—
End of Year 

1  500,000,000.00 10,000,000.00 (556,632.64) 509,443,367.36  
2  509,443,367.36 10,188,867.35 (556,632.64) 519,075,602.07  
3  519,075,602.07 10,381,512.04 (556,632.64) 528,900,481.47  
4  528,900,481.47 10,578,009.63 (556,632.64) 538,921,858.46  
5  538,921,858.46 10,778,437.17 (556,632.64) 549,143,662.99  
6  549,143,662.99 10,982,873.26 (556,632.64) 559,569,903.61  
7  559,569,903.61 11,191,398.07 (556,632.64) 570,204,669.04  
8  570,204,669.04 11,404,093.38 (556,632.64) 581,052,129.78  
9  581,052,129.78 11,621,042.60 (556,632.64) 592,116,539.74  
10  592,116,539.74 11,842,330.79 (556,632.64) 603,402,237.89  

Table 6: 10-year zeroed-out GRAT, actual rate of return = 8% 
(units in dollars) 

Year Trust Assets—
Beginning of 
Year 

Trust 
Earnings 
(8%) 

Annuity 
Payment 
 

Trust Assets— 
End of Year 

1  500,000,000.00 40,000,000.00 (556,632.64) 539,443,367.36 
2  539,443,367.36 3,155,469.39 (556,632.64) 582,042,204.11 
3  582,042,204.11 6,563,376.33 (556,632.64) 628,048,947.80 
4  628,048,947.80 0,243,915.82 (556,632.64) 677,736,230.98 
5  677,736,230.98 4,218,898.48 (556,632.64) 731,398,496.82 
6  731,398,496.82 8,511,879.75 (556,632.64) 789,353,743.93 
7  789,353,743.93 3,148,299.51 (556,632.64) 851,945,410.80
8  851,945,410.80 8,155,632.86 (556,632.64) 919,544,411.02 
9  919,544,411.02 3,563,552.88 (556,632.64) 992,551,331.26
10  992,551,331.26 9,404,106.50 (556,632.64) 1,071,398,805.12 

While this type of transaction is certainly legal, and while it meets the 
technical requirements of the Internal Revenue Code, it has raised 
significant discussion about the policy considerations of allowing such 
transfers. As a result, a number of proposals have been made to deal with 
perceived abuses in GRAT transactions. The next Part of this Article 
discusses some of these proposals. 
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III. PROPOSALS FOR GRAT REFORM 

A. The Obama Administration Proposals 

For the past five years, the Obama Administration’s budget proposals 
have included a section aimed at perceived GRAT abuses.78 The President’s 
proposal includes three changes to the current GRAT rules. 

First, the President’s proposal would require “that a GRAT have a 
minimum term of ten years and a maximum term of the life expectancy of 
the annuitant plus ten years.”79 As the President’s proposal indicates, this 
requirement of a minimum term “would increase the risk that the grantor 
fails to outlive the GRAT term and the resulting loss of any anticipated 
transfer tax benefit.”80 This change would eliminate the current practice of 
creating short-term GRATs of as little as two years.81 

The second change in the President’s proposal would require that the 
GRAT’s “remainder interest have a value greater than zero at the time the 
interest is created.”82 Obviously, this proposal is aimed at the zeroed-out 
GRAT, attempting to limit the ability of a grantor to achieve all the benefits 
of the GRAT transaction at little or no up-front gift tax cost.83 

The final change in the President’s proposal “would prohibit any 
decrease in the annuity during the GRAT term.”84 Like the proposal to 
establish a minimum term for GRATs, this change would increase the risk a 
grantor would face in failing to outlive the term of the GRAT.85 Failure to 
survive the annuity term would result in a portion of the trust assets—
determined at the grantor’s death—from being included in the grantor’s 
gross estate for estate tax purposes.86 

B. Proposals by Law Review Commentators 

In addition to the President’s proposed changes to the GRAT rules, at 

 

 78.  See, e.g., GENERAL EXPLANATIONS, supra note 21, at 162–63. 
 79.  Id. at 162. 
 80.  Id. at 163. 
 81.  See id. at 162. 
 82.  Id. 
 83.  See id. at 162–63. 
 84.  Id. at 162. 
 85.  See id. at 162–63. 
 86.  See Jacobs, supra note 9. 
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least one law review commentator has provided analysis of the President’s 
proposals, as well as several other reform alternatives to be considered.87 
These additional alternatives are briefly described below. 

The first alternative is to treat the GRAT transaction as a “gift of a call 
option.”88 This alternative relies on the view that the beneficiary of the 
GRAT, like the holder of a call option, has the right to receive any 
appreciation in the underlying asset on the date the retained annuity ends.89 
Under this alternative, the value of the remainder interest is calculated 
prospectively, using various inputs and assuming no insider knowledge of 
the true likelihood of the asset’s true risk and return.90 As the commentator 
points out, while this alternative would provide a true value of the gift, there 
are significant practical problems with its implementation.91 

The second alternative, an extension of President Obama’s proposal 
requiring GRATs to have “a nonzero initial remainder value,” would 
require that GRATs contain a minimum initial remainder value of at least 
10 percent92 of the initial assets in the trust.93 Such a requirement would have 
the effect of eliminating the zeroed-out GRATs, requiring the grantor to use 
at least some of his or her gift tax unified credit in order to implement the 
GRAT transaction.94 As the commentator notes, however, it would not 

 

 87.  See generally Scarcello, supra note 36, at 346–59. 
 88.  Id. at 352. A call option is a financial contract under which the holder of the 
option has the right to purchase an asset at a specific price until a specific date. Id.; S. 
Wade Hansen, Options Basics: Puts and Calls, FORBES (Aug. 24, 2006), http://www.forbe 
s.com/2006/08/23/investools-options-ge-in_wh_0823investools_inl.html. A put option, in 
contrast, is the reciprocal financial contract that gives the holder of the option the right 
to sell an asset at a specific price until a specific date. Hansen, supra.  
 89.  See Scarcello, supra note 36, at 352–53. 
 90.  See id. at 353. Scarcello points to the Black–Scholes model as the most likely 
model for accurate valuation.  
 91.  See id. at 353–54. 
 92.  This requirement would impose the same requirement on GRATs that already 
applies to Charitable Remainder Trusts (CRTs). See I.R.C. § 664(d)(1)(D), (d)(2)(D) 
(2012). A CRT is similar to a GRAT or GRUT in that the grantor or another individual 
retains an annuity or unitrust interest for a period of time. Charitable Remainder Trust, 
INVESTOPEDIA, http://www.investopedia.com/terms/c/charitableremaindertrust.asp (last 
visited Jan. 9, 2015). The difference is that with the CRT, at the end of the term, the 
remainder interest passes to one or more charities. Id.; see I.R.C. § 664(d)(1)–(2). At the 
time of creation of the CRT, the grantor is allowed a charitable deduction for income 
tax purposes equal to the present value of the remainder interest. See id. § 170(f)(2)(A). 
 93.  Scarcello, supra note 36, at 355.  
 94.  See supra text accompanying notes 82–83. 
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address what the commentator sees as the larger problem: the ability to 
make unlimited transfers using the GRAT technique.95 

The commentator’s ultimate recommendation is based on a 
combination of two other alternatives: (1) subjecting a portion of 
appreciation in excess of the § 7520 rate to a subsequent gift tax and (2) 
implementing a limit on tax-free appreciation in excess of the § 7520 rate, 
either through a percentage limit on appreciation per GRAT or a fixed-
dollar lifetime cap assigned to each individual, with the excess constituting a 
taxable gift.96 This proposal has the benefit of addressing the issue that the 
second alternative above does not: the ability to make unlimited transfers 
through the use of the GRAT planning technique.97 

C. Assessment of the Existing Proposals 

All of the above proposals are possible options for GRAT reform, and 
each, to a greater or lesser degree, addresses some of the concerns about 
potential GRAT abuses. Other approaches do exist, however, and in the 
next Part of this Article, the Author details his suggested approaches to 
GRAT reform. The approach the Author suggests focuses primarily on one 
significant abuse of the GRAT technique: the purposeful use of a GRAT to 
exploit for transfer tax purposes the difference between the § 7520 rate and 
the actual rate of return for GRAT assets in those situations in which the 
grantor is all but certain the rate difference will exist. 

IV. A NEW PROPOSAL FOR GRAT REFORM 

A. Understanding the Problem That Needs Reform 

I.R.C. § 7520 uses the § 7520 rate as a proxy for the rate of return of 
assets in valuing the various trust interests for federal transfer tax purposes.98 
The use of a predetermined rate is an administrative convenience,99 

 

 95.  See Scarcello, supra note 36, at 356. 
 96.  See generally id. at 357–59. 
 97.  Id. at 358–59. 
 98.  Technically, I.R.C. § 7520 applies whenever “the value of any annuity, any 
interest for life or a term of years, or any remainder or reversionary interest” must be 
determined for federal tax purposes. See id. § 7520(a). This most often occurs in the trust 
context.  
 99.  See, e.g., Bank of Cal. v. United States, 672 F.2d 758, 760 (9th Cir. 1982) 
(“[A]ctuarial tables provide a needed degree of certainty and administrative 
convenience in ascertaining property values . . . .”). 
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however, and does not reflect any assessment of how the assets in the GRAT 
will perform. Ideally, a more precise valuation methodology would be 
employed, addressing the specific facts and circumstances of the individual 
GRAT assets, providing a more realistic view of the valuation of the retained 
annuity as well as the gifted remainder interest. However, this valuation 
would be time-consuming and expensive for the grantor. Moreover, the 
burden on the IRS to police such valuations would impose a significant 
administrative burden that would likely result in an inefficient allocation of 
limited tax enforcement resources. Therefore, in most cases, the use of a 
predetermined rate, such as the § 7520 rate, is called for.100 

In some cases, however, the grantor who creates a GRAT knows that 
the § 7520 rate is highly inaccurate. Consider, for example, a grantor who 
owns rental property that has been producing a steady rate of return for a 
long period of time or a safe and dependable stock that provides a 
predictable rate of return in the form of dividends. The grantor in these 
situations knows with some degree of certainty the rate of return that the 
asset will produce, and in funding a GRAT, can compare that rate of return 
to the § 7520 rate and thus take advantage of the disparity in the two rates 
to transfer property to the grantor’s remainder beneficiaries free of transfer 
tax. Moreover, consider a grantor who owns stock in a privately held 
company that is in the process of conducting an IPO. The grantor in this case 
who transfers the pre-IPO stock to a GRAT transfers the significant 
appreciation that occurs when the stock goes public to the remainder 
beneficiaries free of any transfer tax.101 Admittedly, in both examples, the 
grantor bears some degree of risk that the rate of return will be less than 
expected. Nonetheless, the likelihood that the assets will provide a rate of 
return significantly greater than the § 7520 rate assumes is extremely high, 
and the disparity is known and taken advantage of by the grantor in 
establishing GRATs in these situations. It should be noted that this Author 
is not suggesting that these techniques are in any way illegal or improper 
under current law. However, this Author believes that the use of the GRAT 
technique in these situations suggests a need to reform the I.R.C. § 7520 
valuation methodology. 

 

 100.  Indeed, the Ninth Circuit, in discussing the use of actuarial tables for valuation, 
indicated that it would lead to valuations that would “prove accurate when applied in 
large numbers of cases, although discrepancies inevitably arise in individual cases.” Id. 
 101.  This is, of course, the situation that occurred in the Facebook example discussed 
earlier. See Jacobs, supra note 9 and accompanying text. 
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B. My Proposal: An Administrative Exception 

This Author’s proposal for GRAT reform comes in the form of an 
administrative exception. A significant benefit to this approach is that it 
could be made by the Department of the Treasury through the rulemaking 
process, without the need for congressional legislative action.102 Making 
exceptions to the administratively convenient valuation methodologies are 
certainly not unheard of. Indeed, the regulations specify a number of 
situations in which I.R.C. § 7520 does not apply.103 

More relevant to this discussion, the regulations also address the 
mortality component under I.R.C. § 7520.104 I.R.C. § 7520 may not be used 
to value split-interest transfers where the individual who is the measuring 
life for valuation purposes “dies or is terminally ill at the time the gift is 
completed.”105 For these purposes, an individual is considered terminally ill 
if, due to “an incurable illness or other deteriorating physical condition . . . 
there is at least a 50 percent probability that the individual will die within 1 
year.”106 If, however, the individual survives for 18 months after the gift is 
complete, the individual will “be presumed to have not been terminally ill at 
the date the gift was completed unless the contrary is established by clear 

 

 102.  The press has repeatedly discussed the gridlock that has prevented government 
action in numerous areas. See, e.g., Joe Harpaz, Washington Headed for Gridlock on 
Federal Business Tax Incentives, FORBES (July 11, 2014), http://www.forbes.com/sites/ 
joeharpaz/2014/07/11/washington-headed-for-gridlock-on-federal-business-tax-incentiv 
es/; Michael O’Brien, Despite Hunger for Change, Washington Gridlock Will Likely 
Continue, NBC NEWS (Dec. 31, 2013), http://nbcpolitics.nbcnews.com/_news/2013/12/31/ 
21892891-despite-hunger-for-change-washington-gridlock-will-likely-continue; Alex 
Rogers, Don’t Be Fooled, It’s Gridlock Time in Washington, TIME (Jan. 16, 2014), http:// 
time.com/948/dont-be-fooled-its-gridlock-time-in-washington/. Given the impasse 
between the President and the Republican-controlled House of Representatives, a 
solution that avoids the need for additional legislation is more likely to be implemented.  
 103.  See Treas. Reg. § 25.7520-3(a)(1)-(9) (2013). This regulation provides a list of 
I.R.C. sections to which the I.R.C. § 7520 valuation rules do not apply, including qualified 
retirement plans, taxation of life insurance and annuity contracts, various forms of 
deferred compensation, and interest-free or below-market loans. Id. 
 104.  See id. §§ 25.7520-1(b)(2), -3(b)(3). Recall that I.R.C. § 7520 uses two factors in 
valuing annuities, interest for life or a term of years, and remainders or reversionary 
interests: actuarial tables prescribed by the Secretary of the Treasury and a § 7520 rate 
for an interest rate assumption. See I.R.C. § 7520(a) (2012); Actuarial Tables, IRS.GOV, 
http://www.irs.gov/Retirement-Plans/Actuarial-Tables (last updated Apr. 28, 2014) 
[hereinafter Actuarial Tables]. 
 105.  Treas. Reg. § 25.7520-3(b)(3). 
 106.  Id. 
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and convincing evidence.”107 Where the individual is terminally ill, the 
standard § 7520 annuity factor is not used in valuing the annuity interest;108 
“[i]nstead, a special section 7520 annuity factor must be computed that takes 
into account the projection of the donor’s actual life expectancy.”109 The 
regulation does not specify how this special annuity factor is to be 
computed.110 

The exception to the application of the actuarial tables in the case of a 
terminally ill individual makes sense. “The actuarial tables are not based on 
data that exclusively involve persons of [only] ‘good’ or ‘normal’ health.”111 
Rather, “[t]hey reflect the incidence of death by disease and illness as well 
as by accident.”112 The preamble to the regulations supports this concept as 
well, indicating that a person “suffering from the general infirmities of old 
age, but not from a specific incurable life-threatening illness, would not be 
considered terminally ill under the test” specified in the regulations.113 

The example provided by the regulations illustrates the reason for this 
exception. 

The donor transfers property worth $1,000,000 to a child . . . in exchange 
for the child’s promise to pay the donor $80,000 per year for the donor’s 
life . . . . The donor is age 75, but has been diagnosed with an incurable 
illness and has at least a 50 percent probability of dying within 1 year.114 

In the example, the § 7520 rate is 7.6 percent.115 Thus, the present value of 
the annuity if the donor is not terminally ill would be $531,944.116 The gift, 
 

 107.  Id. 
 108.  Id. 
 109.  Id. § 25.7520-3(b)(4) (example). 
 110.  See generally id. § 25.7520-3. 
 111.  Rev. Rul. 80-80, 1980-1 C.B. 194, at 1. 
 112.  Id. 
 113.  Actuarial Table Exceptions, 60 Fed. Reg. 63,913, 63,914 (Dec. 13, 1995). 
 114.  Treas. Reg. § 25.7520-3(b)(4) (example). This transaction is an example of a 
private annuity. See Jay A. Soled & Mitchell Gans, Sales to Grantor Trusts: A Case Study 
of What the IRS and Congress Can Do to Curb Aggressive Transfer Tax Techniques, 78 
TENN. L. REV. 973, 997 (2011). 
 115.  Treas. Reg. § 25.7520-3(b)(4) (example). 
 116.  Id. The annuity is determined by reference to I.R.S. Publication 1457. See id.; 
see also Actuarial Tables, supra note 104, at tbl.S. For a 75-year-old grantor, the annuity 
factor at a § 7520 rate of 7.6 percent is 6.6493. Treas. Reg. § 25.7520-3(b)(4) (example); 
Actuarial Tables, supra note 104, at tbl.S. Therefore, the present value of the annuity is 
$531,944 ($80,000 annuity x 6.6493). Treas. Reg. § 25.7520-3(b)(4) (example). 
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therefore, would be $468,056.117 

In the regulation example, however, because there is at least a 50 
percent probability that the donor will die within one year, a special annuity 
factor must be computed.118 While the regulations do not specify how to 
make this computation, solely for purposes of comparison, assume that 
valuing the annuity based on a life expectancy of four years is reasonable.119 
At a § 7520 rate of 7.6 percent, the present value of the $80,000 annuity for 
four years would be only $267,344,120 resulting in a gift of the remainder 
valued at $732,656.121 Thus, in this example, the terminally ill limitation 
under the regulations would have prevented the donor from transferring an 
additional $264,600 free of transfer taxes.122 

The same concept could be applied to the interest rate assumptions as 
well. An analogy can be made between an elderly individual with a specific, 
life-threatening disease and a grantor with a predictable rate of return on 
assets contributed to the grantor trust. In both cases, while the outcomes are 
very different, the likelihood of the outcomes are not. Likewise, in both 
cases, knowing the likelihood of the outcome produces a valuation result 
that not only does not reflect reality but that also allows the grantor to take 
advantage of the knowledge of the disparity to transfer assets free of any 
transfer taxes. Thus, this Author’s proposal is to fashion a rule similar to the 
mortality rule for the § 7520 rate. 

Specifically, the Author proposes that the § 7520 rate not apply if, 

 

 117.  The value of the gift is measured by the value of the remainder interest, which 
is the value of the property transferred less the value of the retained annuity interest. In 
this case, that is $1 million – $531,944 = $468,056. 
 118.  See Treas. Reg. § 25.7520-3(b)(3). 
 119.  A 75-year-old male would have an estimated life expectancy of 11.9 years, while 
a 75-year-old female would have an estimated life expectancy of 13.6 years. Retirement 
& Survivors Benefits: Life Expectancy Calculator, U.S. SOC. SEC. ADMIN., http://www.soc 
ialsecurity.gov/OACT/population/longevity.html (last visited Feb. 4, 2015). If the 
individual has a 75 percent probability of living no more than one year, a weighted 
average life expectancy for the male could be calculated as (25% x 11.9 years) + (75% x 
1 year), equaling 3.725 years. The weighted average life expectancy for the female would 
be calculated as (25% x 13.6 years) + (75% x 1 year), equaling 4.15 years. 
 120.  The annuity factor is 3.3418. See Actuarial Tables, supra note 104, at tbl.B. Thus, 
the present value of the annuity is $267,344 (80,000 annuity x 3.3418). 
 121.  The value of the gift is measured by the value of the remainder interest, which 
is the value of the property transferred less the value of the retained annuity interest. In 
this case, that is $1 million – 267,344 = $732,656. 
 122.  $732,656 – 468,056 = $264,600. 
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taking into account all facts and circumstances known to the grantor at the 
time of the creation of the trust, there is at least a 50 percent probability that, 
over the 36-month period following the transfer to the trust, the real rate of 
return on the assets transferred to the trust would exceed the § 7520 rate by 
200 percent or more.123 As with the mortality exception, a presumption 
should apply if the basis for the exception turns out to be erroneous. Thus, 
if the true rate of return on the trust assets over the 36-month period 
following the transfer does not exceed the § 7520 rate by 200 percent124 or 
more, the § 7520 rate is presumed to be an appropriate measure, unless the 
contrary is established by clear and convincing evidence. Where this 
exception applies, the § 7520 rate would not be used in valuing the annuity 
interest (and, by extension, the remainder); instead, a special discount rate 
would be computed that takes into account the facts and circumstances 
surrounding the specific assets involved in the GRAT transaction. 

Of course, the administrative convenience of using a predetermined 
rate, such as the § 7520 rate, does have some benefit. Therefore, the Author’s 
proposal does not seek to remove the § 7520 rate entirely. Rather, it is aimed 
at those situations in which the disparity between the § 7520 rate and the real 
expected rate of return is so great that the use of the § 7520 rate is likely to 
be viewed as abusive. The likelihood of the assets outperforming the § 7520 
rate can be determined by reference to standard investment assumptions for 
the type of asset being transferred.125 Moreover, the 36-month reference 
period provides protection against excessive use of short-term GRATs as 
well as those situations in which the grantor uses the GRAT as a transfer 
vehicle for privately held stock immediately prior to an IPO. These uses of 
the GRAT are the specific situations in which the disparity between the § 
7520 rate and the real expected rate of return is so great that the use of the 
§ 7520 rate is likely to be viewed as abusive. 

 

 123.  In July 2014, the § 7520 rate was 2.2 percent. See Interest Rates, supra note 57. 
Thus, the comparison rate for the Author’s proposal for a trust created in July 2014 
would be 4.4 percent.  
 124.  Of course, both the 36-month period and the 200 percent comparison rate are 
simply suggestions for purposes of starting a discussion. Policymakers in Congress or the 
Department of the Treasury would have to determine the appropriate time period and 
percentage based on actual GRAT data and experience to make the proposal function 
as designed. 
 125.  For example, for blue-chip stocks, the Dow Jones Industrial Average or the 
S&P 500 Average might provide a reference point for making such a determination. For 
rental real estate, the average market rental price for that type of real estate in the 
relevant market might provide a starting point.  
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V. CONCLUSION 

The ability of the extremely wealthy to use the GRAT estate planning 
technique to transfer significant wealth to their heirs and avoid transfer taxes 
undermines the purposes of the federal estate and gift tax and contributes to 
the public perception that the tax system is skewed in favor of the wealthy. 
The ability to use these techniques in situations in which the grantor has 
almost no risk and potentially unlimited upside in the free transfer of assets 
to heirs, such as the pre-IPO situation, suggests a significant need for GRAT 
reform. While other proposals have suggested statutory reforms aimed more 
generally at GRATs, the proposal set forth in this Article could be 
implemented administratively, with no congressional action required. The 
precise details of both the timing and comparison percentages would of 
course need to be determined and may provide the basis for future research. 

 


