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Grantor Retained Annuity Trusts (GRATs)

Rolling GRATs: Improve the Efficiency of GRATs and Potentially Reduce

Risks by Using Rolling GRATs
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You may already be familiar with the use of Grantor Retained Annuity Trusts (GRATs) as a
planning technique which can be used for “estate freezes” or as an exit strategy for
premium financing or split dollar cases. GRATs can be an effective way for your clients
to transfer assets out of their estate without paying any gift or transfer taxes.

You can help your clients address these concerns by replacing the traditional GRAT
strategy with Rolling GRATs.

A GRAT is a wealth transfer technique where an individual (the “Grantor”) transfers assets to an
irrevocable trust (the “GRAT"”) in exchange for a stream of payments (an “annuity”) and designates
remainder beneficiaries who will receive any assets left over in the trust at the end of the annuity term.
In essence, a transfer to a GRAT is like a sale, only the payments for the property are characterized as
an annuity that lasts for a term of years rather than as payments of principal and interest. The tax
treatment of the transfer to a GRAT depends on the value of the annuity payments retained by the
Grantor. If the present value of the payment stream to the Grantor is equal to the value of the asset
contributed to the GRAT, then there are no gift taxes on the transfer (and any remainder passing to
the GRAT beneficiaries will also pass free of gift taxes).

Typically, a Grantor will establish a GRAT for a 5-20 year term. The longer the GRAT term, the more
growth the Grantor can remove from the estate, but also the greater the risk that the Grantor will not
survive the term. Additionally, all of the payments made from the GRAT to the Grantor are back in
the Grantor’s estate.

Rather than using a single long-term GRAT, a Grantor might consider using a series of short term or
“Rolling GRATs.” In the Rolling GRAT technique, the Grantor contributes the same amount of property
as would have been used for a single GRAT. But instead of a GRAT which is for 5, 10, or 20 years, the
Grantor uses a short term such as 2 years. Then when the Grantor receives payments from the
short-term GRAT, those payments are transferred into a second short-term GRAT, and then a third
short-term GRAT, and so on.

Thus, for example, a Grantor considering a 10-year GRAT could instead contribute to a 2-year GRAT.
After receiving the first payment, he or she could use this amount to establish a second 2-year GRAT.
In year 3, he or she would take the second payment from the first GRAT and the first payment from
the second GRAT and contribute both of these to a third 2-year GRAT. The Grantor would follow
this same pattern until the end of the ten years.
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These two advantages may potentially make Rolling GRATs a more efficient way to
transfer wealth outside of an estate than through long-term GRATs.

There is a risk that a series of Rolling GRATs may be less efficient than a long-term GRAT if the IRS raises
its § 7520 rate after the first year. The § 7520 rate is used to determine the amount of payments that a
Grantor has to receive from a GRAT in order for there to be no gift taxes (i.e., in order for the GRAT to
be “zeroed out”). A higher § 7520 rate requires the Grantor to receive higher payments from the GRAT
(and thus lowers the amount passing to the GRAT beneficiaries). A long-term GRAT locks in the initial

§ 7520 rate for the entire GRAT term, but Rolling GRATs will be subject to fluctuating § 7520 rates. But
even with this risk, Rolling GRATs have the advantage of starting to get assets out of the estate earlier
than long-term GRATs and reducing the “all-or-nothing” potential for estate inclusion that comes with
long-term GRATs.

The following table provides a hypothetical comparison of the long-term GRAT to the Rolling GRATs
strategy. The table shows how much could be transferred to an ILIT assuming a contribution of $5 million
to either a 10-year GRAT or a series of 2-year Rolling GRATs. This table assumes an initial contribution of
$5 million and an applicable federal rate (AFR) which starts at and remains at 4.2% for the entire 10
years. It is also assumed that the assets used will experience 8.0% annual growth in all years.

TABLE A $6,000,000
10-yr GRAT vs. Rolling GRATs
Amount Transferred to ILIT $5,000,000
4.2% AFR for All Years

$4,000,000
This hypothetical example is for illustrative purposes
only and should not be deemed a representation
of past or future results. This example does not $3,000,000
represent any specific product, nor does it reflect
sales charges or other expenses that may be required $2,000,000
for some investments. Actual annual growth and
AFR rates may vary each year.

$1,000,000
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$1,961,102 1 $2,230,450 1 $2,581,142 | $2,939,021 $3,346,230 $3,785,925 $4,271,754 | $4,802,228 $5,384,039
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