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A Valuable Estate Planning Tool Lost? Congress Threatens

to Change GRAT Regulations

By Joseph Borowski, CFA
and Brian Bornino, CPA/ZABV, CFA

A GRAT, or Grantor Retained Annuity
Trust, is a popular estate planning tool
because, with proper design, it may allow
high net worth individuals to transfer
wealth without paying estate or gift taxes.
As business valuation professionals, we’ve
recently observed a considerable increase
in demand for valuations of shares of
private companies for GRAT-related
purposes. However, recent legislation

interest payment is paid to the grantor
during each year of the term. When the
term expires, the assets in the trust are
passed to the beneficiaries. Numerous
types of assets can be placed into a GRAT,
including private equity, public common
stock, cash, bonds, real estate, and others.
Due to its effectiveness as a generational
wealth transfer tool, GRATs are frequently
formed with ownership interests in closely-
held family businesses or family limited
partnerships (with a business valuation
required to determine the value of these

passed in the U.S. House
of Representatives would
strip GRATs of some of
their estate planning
benefits. Therefore, it
may be time to act now,
before new GRAT

Due to its effectiveness as a
generational wealth transfer tool,
GRATs are frequently formed
with ownership interests in
closely-held family businesses or

types of
businesses).

GRATs are
popular for their
ability to lead to a

regulations are passed into| family limited partnerships. gift-free transfer
law of trust assets
) through a “zeroed-out” GRAT. Because

What are GRATs, and why are they
popular?

A GRAT is a type of irrevocable trust set up
by a grantor to pass wealth to
beneficiaries, with the intention of
minimizing the associated gift (and
potentially estate) taxes. The grantor
transfers assets into a trust, which is
established for a set term, and an annuity

the taxable gift is equal to the fair market
value of the property originally transferred
to the trust, less the present value of the
grantor’s retained annuity interest, setting
these amounts equal to one another
enables a tax-free gift.

(Continued on page 2)

Valuation Services



GIBlG

Consulting

GlBIQ

Goelzer

Valuation Services

A Valuable Estate Planning Tool Lost? Congress Threatens

to Change GRAT Regulations

(continued)

The attractiveness of GRATs has been
further enhanced by the current financial
and economic environment. Since the
value of assets placed in a GRAT is
measured at its formation, and since any
appreciation in these assets after the
formation is not subject to estate/gift
taxes, it follows that a grantor would
benefit most from transferring assets that
are expected to appreciate during the
GRAT term. The “Great Recession” of the
late 2000s depressed many asset values,
and with Ileading economic indicators
looking relatively strong in comparison,
there are many types of asset that have
the potential to appreciate in the near
term. Specifically, mid-size, privately-held
businesses tend to perform well in the
expansion period following a recession.
Further, the current environment has led
to lower interest rates, including the IRS’
assumed rate of return on the trust assets
— the IRS Section 7520 rate (“Section
75207). This is the rate used for

the annual annuity payment would be over
$100,000 lower under the August 2010
rate than under the average rate for 2006
through 2010 (4.3%).

What may the U.S. Government
change?

In order to increase taxes to reduce the
government’s budget deficit, President
Obama and Congress have each proposed
changes to GRAT regulations. Two bills
recently passed by the U.S. House of
Representatives, H.R. 4899 and H.R. 5486,
propose changes to GRAT regulations that
would weaken their ability to be an
effective estate planning tool. These bills
would require that, among other things,
GRATs have: (1) a minimum term of at
least 10 years, and (2) a remainder
interest with a value greater than zero.
The term of the GRAT is important because
if grantor does not survive through its end,
the trust assets are placed into his/her

calculating the interest
on plan assets for the

the annuity payments.
Clearly, it is the
intention of most
grantors to minimize

Proposed legislation would require
purpose of determining| that GRATs have: (1) a minimum
term of at least 10 years, and (2) a
remainder interest with a value
greater than zero.

estate and the tax
benefits of the

GRAT are
relinquished.
Currently, most

GRATs are formed
with shorter time

this annuity payment,

so a lower interest rate is beneficial. The
Section 7520 rate stood at 2.6% for
August 2010 — for historical perspective,
this rate is lower than in any month from
1997 through 2008. To quantify the
benefits of this lower rate, on a $10.0
million contribution to a four-year GRAT,

horizons (e.g., two
to five years) in order to improve the
likelihood that the grantor out-lives the
term. The second proposed legislative
change, that the remainder interest must
have a value greater than zero, is

(Continued on page 3)
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detrimental because it eliminates the
potential for a gift tax-free transfer of
wealth through a “zeroed-out” GRAT.

Summary

Due to the proposed revisions to GRAT
regulations, as well as an environment that
is currently conducive to forming GRATs
(e.g., low Section 7520 rate, positive
economic outlook, etc.), now may be the
right time to act. Our valuation experts
have extensive experience in valuing
businesses and business interests for
estate and tax planning purposes, as well
as for financial reporting, transaction, and
various other purposes. ®@c

GBQ Consulting specializes in Business Valuation, Mergers and Acquisitions, and Dispute Advisory
and Forensic Services. Our Business Valuation group is one of the largest and most experienced in
the Midwest. Professionals at our offices in Columbus (OH) and Indianapolis (IN) provide the
following services:

e Transaction Support & Opinions e Financial Reporting Services

e ESOP & ERISA Advisory e Corporate Planning & Assistance

e Succession & Wealth Planning e Expert Opinion Valuations
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Material discussed in this publication is meant to provide general information regarding a time-sensitive development in state and local tax. GBQ advises those who this publica-
tion to seek professional advice before taking any action based on the information presented. Any tax advice that may be contained in this communication including any attach-
ments) is not intended or written to be used, and cannot be used for the purpose of (i) avoiding tax-related penalties under the Internal Revenue Code or applicable state or local
tax law provisions or (ii) promoting, marketing or recommending to another party any tax-related matters addressed herein.



