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Grantor Retained Annuity Trusts
Howtobe aMore Cheerful Giver

A Grantor Retained Annuity Trust, also known as a GRAT, is not a new estate
planning tool but it occasionally mernits revisiting, especially when interest rates are
declining. The reason for this will be explained below, but let us begin by review-
ing the basics of GRATSs, how they are structured and what benefits they provide if
properly implemented,

GRATSs are complex estate planning vehicles. It is not the intent of this article to dis-
cuss every facet of their usability, but to focus on their basic concept and the role of
the business appraiser in the pro-
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cess of establishing a GRAT,

A Grantor Retained Annuity
Trust, also known as a GRAT,
is not a new estate planning
tool but it occasionally
merits revisiting
==L  — |

A GRAT 15 a trust which is au-
thonzed by Chapter 27, Section
§2702 of the Intemal Revenue
Caode which allows a grantor to
transfer property into o trust for
the benefit of a family member,
for a specified period of time, while retaining an annual annuity payment. The under-
lying basis for the establishment of a GRAT is twofold:

* Gift taxes are based on the value of the gift to the donee and the gift (and the result-
ing gift tax) must be discounted by the cost of waiting. The longer the wait, the
lower the gilt tax value of the asset placed in trust and the lower the cost of the gift,
The level of interest rates is also important because the gift tax is based on the dif-
ference in the fair market value of the asset placed in trust and the present value of
the annuity or the retained interest. The lower the discount rate applied to the an-
nuity, the higher the present value and conversely, the higher the discount rate the
lower the present value. {Interest rates are specified monthly by the IRS under Sec-
tion §7520 actuarial tables),

(Continwed on Page 2)

Calculation
of Damages

An Appraisal Perspective

Business valuation professionals are
frequently engaged to quantify, sup-
port and/or challenge damages in
matters ansing from the normal
course and extraordinary circum-
stances of business activity, Disputes
between plaintiffs and defendants can
develop into legal action that re-
quires professional business valua-
tion expertise in order to quantify o
plaintiff"s claim or to challenge a
defendant’s liability {if any), Given
the agenda of opposing legal counsel
and the adversarial nature of litiga-
tion, appraisers should be prepared to
objectively defend their conclusions

{Continued on Page 3)

IN THIS ISSUE

Grantor Retained Annuity
Trusts
HowtobeaMore
CheerfulGEr ... 1

CalculationofDomages
AnAppralsalPespective ... 1

Year-End is Upon Us
AreYouReady?......ccceeenne 4

r e T T e e e e e e e e o L e o e e 2 R 7 B R B T L% i it



+ Generally, the federal estate tax
does not reach a property interest
(or the asset contributed) unless
the decedent owned it when he
died. If the grantor lives beyond
the specified period of the trust, he
no longer owns the property and,
therefore, upon death it escapes
eslate taxation.

Perhaps the first basis for establish-
ment of a GRAT is best illustrated by
an example. In this example, the ob-
jective is to minimize gift taxes by
minimizing the difference in the fair
market value of the asset contributed
to the trust and the present value of
the remainder or the annuity,

Mr. I M. Overtaxed places his
ownership of closely held stock valued
at $750,000, in a GRAT for the future
benefit of his son (“the remainder-
man”) and retains an annuity of 10%
for 10 years. The calculation of his
gilt subject to gift tax is presented in
Table 1. (Twe different interest rate
scenarios are presented fo reflect the
impact and importance of the level of
interest rates.)

The discount rates selected are those
stipulated by the IRS tables for July,
1995 (7.6%) and December, 1994
(9.49%), thus illustrating the difference
in the amount of the taxable gift at
various rates. The grantor has made a
gift with a 750,000 value and is sub-
ject to gift taxes on $277,035 if a dis-
count rate of $.4%
is applicable and
S5237.540 ot a dis-
count rate of 7.6%.
It should also be

The second basis for establishment of a
GRAT is based on the survival of the
grantor over the period of the trust.
The full benefits of a GRAT are only
achievable if the grantor survives the
full term of the trust. Il he outlives the
specified term, the trust’s assets should
not be included in the grantor’s estate
because the grantor has retained no
interest in the trust assets at death. In
the case of an elderly owner or client,
{i.e. one with a higher risk of not be-
ing able to take advantage of the full
benefit) staggered trust transfers are
sometimes used, transferning only a
portion of assets for five and ten vear
periods, respectively,

There are other significant issues
which are beyond the scope of this
article that must be addressed before a
GRAT is established. Such issues
include: the taxation of the retained
interest, the tax implications of death
prior to the term of the GRAT, re-
strictions on the interest transferred,
the size of the interest transferred, the
potential for appreciation of the assets
transferred and the future tax implica-
tions to the remainderman and the
value of the property transferred.

One of the keys to a successful GRAT
transfer is the determination of the fair
market value of the asset being trans-
ferred into the trust.  Although a vari-
ety of assets can be used to fund these
types of trusts, it is not uncommaon to
transfer stock in closely held compa-

TABLE

nies, In the case of S-corporation
stock, the company s typically already
providing income to the owner which
may be considered an annuity. In all
cases, a comect valuation of the stock
is critical. [f a shareholder is transfer-
Ang a minority interest, an indepen-
dent valuation with reasonable
minority interest and marketability
discounts may allow the shareholder to
remove a greater number of shares
from the estate to fund the GRAT.

In addition, there is a statute of limi-
tations on the revaluation of gifts for
gift tax purposes {See The Govern-
ment May Revalue Gifts for Estate
Tax Purposes, VALUE ADDED™,
1994, but the statute of hmitations
does not apply if the grantor does not
pay a gift tax because the unified
credit is applied.

The best way to prevent the [RS from
questioning stated value is to obtain
an independent, soundly reasoned
valuation that provides evidence that
the value of the transfer i3 what the
grantor claims it ta be at the time of
the transaction. This may avoid hav-
ing the [RS assign a value years
later, when the grantor is deceased
and the factors which influenced
value at the time may be difficult
to determine.

There is no guarantee that the IRS, at
sorme later paint, will not argue that
the gift value was understated, but as
they say “ihe best de-
fense is a good affense.”
Document your position
with a qualified indepen-

noted that the gift
tax liability can be
offset by the
grantor’s $600.000
unified gift and es-
tate tax exemption.

Fair Markat Value of Assat to ba Placed in Trust £750,000 $750,000 ; :
Annual Annulty Paymant @ 10% = $75,000 dent appraisal. It will
Less: Present Value of $75,000 for 10 Years @ 9.4% ($472 9651 certainly place you in a
Loss: Prosent Valuo of $75,.000 for 10 Years @ 7.6% (55124600 stronger position if the
Femalnder Interast - Amount of Taxable Gift @ & .4% $277,035 question arises, L
Remalnder Interest - Amount of Taxable Gift @ 7.6% $£237 540

Soirron: Fevenus Ruling B-T3, Tablea, Fats Under Bagton §TE20 tor 1294
Favarys Fuing 5348, Tatves, Rates Urder Sectan §T520 far 795
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Calculation
of Damages

{Cantinued from Page 1)

and the underlying components used
in developing them, As with all busi-
ness valuation assignments, apprais-
ers must have a solid grasp of all
critical assumptions from both sides
of the aisle. A well-prepared valua-
tion expert can anticipate how
changes in those assumptions will
affect conclusions.

Keeping in mind that the realm of po-
tential engagements is beyond any list,
business appraisers are typically en-
gaged in damages suits imvolving the
following situations and occurrences.

* Breach of Contract

» Condemnation

+ Lost Business Opportunity
* Lost Profits

= Antitrust

* Personal Injury

* Insurance Casualty Clanms

= Wrongful Termination of a Franchise

In many litigated damage situations,
a plaintiff is charged with the burden
of proving that the defendant’s
action’s were the proximate cause of
the claimed damages, that damages
were, with reasonable certainty, ac-
tually incurred (or worsened as the
case may be) as a result of the
defendant’s actions, and in contract
disputes that such damages were a
foreseeable consequence of the
defendant’s actions, These are mat-
ters of legal interpretation.

In most cases, business valuation pro-
fessionals are called into service subse-
quent to the determination of legal
exposure in order to help resolve the
remaining question of magnitude,

The methodological approaches used
to calculate damages vary with cir-
cumsiance. In most cases there are
substantial assumptions required in
the construction of financial models,
Most business valuation texis group
the major methods of damage calcula-
tions under three general categories
(1) the “before-and-after” approach;
{2) the “vardstick” approach; and,
(3) the “sales projections” approach
{also referred to as the “but-for” or
“hypothetical profits™ approach).
Damage claims are often calculated

Parties involved in
damage suits routinely fail
to achieve a firm grasp of

the complex issues

required to develop
and/or defend claims of
damage... In most
cases, a business
valuation expert can help

using the method best suited to take
advantage of all available informa-
tion, Claims that do not factor in the
totality of information resources are
moare susceptible to an opposing
expert’s scrutiny.

The before-and-after method is best
applied when adequate historical in-
formation (preceding the alleged
acts} is available for comparison to
the reported information and/or an-
ticipated performance postulated af-
ter the alleged acts.

The vardstick (sometimes referred o
as “comparable™) approach is often
used in cases where ample informa-
tion on similar businesses exists such
that an expert can formulate an ex-
pected level of performance likely o
have been achieved if the alleged
damages had not occurred, The most
critical factor in this approach, as
with "guideline” based appraisals in

other valuation arenas, is the selection
of companies with close alignment to
the subject. Additionally, an over-
view of the subject’s industry and
market are likely to be vital in mak-
ing assumptions about reasonably
attainable performance,

The sales projections method relies
upon modeling the damaged party’s
business in such a manner as to create
a pattern of performance that would
have occurred but-for the alleged
damages, This method is probably
the most relied upon approach in cal-
culating damages. It is generally ben-
eficial to use when the subject has
consistently used forecasts and bud-
gets in the normal course of business
planning and has a track record of
achieving its projected performance.

Repardless of the method(s) used to
calculate damages, appraisers state
their conclusions to reflect the present
value of past and future damages. Op-
posing parties can be close in their
estimations of lost profits or earnings
during the period in which damages
occurred but differ greatly in the ap-
plication of discounting and com-
pounding techniques in restating

{Continted on Page 4)
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Members of this firm often
participate in local and
nationalspeaking engage-
rmeants, whichinclude group
seminars and speeches for
attorneys, CPAs, CEOs, and
other financlal advisory
professionals interested In
topics relating to Business
Valuation. Please call for
further information or to
discuss aspecific speaking
engagement,




Calculation
of Damages

{Continued from Page 3)

damages to present value terms. Par-
ties on both sides must be aware of
the rates applied and be sure that con-
sistency is maintained throughout all
analyses. There can be significant
difference of opinion among valuation
experts as o appropriate rates for
time value calculations and many ju-
risdictions have statutory require-
menis that establish applicable rates,
The appraiser must test the sensitivity
of all conclusions to the range of rates
applied on both sides.

Parties involved in damage suiis rou-
tinely fail to achieve a firm grasp of
the complex issues required to de-
velop and/or defend claims of dam-
age. As a subject in any damage suit,
companies and individuals as well
their legal counsel can find themselves
overwhelmed by the sheer size and
number of trees in the forest. In most
cases, o business valuation expert
can help. We would be pleased to
discuss such matters in confidence
with you. €

Year-End is Upon Us

Are You Ready?

It's not too late to begin thinking
about year-end and those projects and
transactions that should be accom-
plished by then, Some year-end pro-
jects have been in the planning stage
for years, some since last year-end
and some for many months. Sull oth-
ers come up at the very last minute.

Since some people are already starting
to call, we thought a fnendly re-
minder to try to anticipate the ap-
praisal requirements that will be a
part of the year-end transactions you
or your clients are planning would be
useful. If such appraisal requirements
are likely to exist, it is a great idea to
get your appraisers working right
away. It's always preferable to deal
with unanticipated appraisal issues
without a deadline aimed like a gun at
your head!

What kinds of transactions are we
talking about?

= Gifts of closely held stock. If
you or your clients are planning to
make substantial gifis to children,

other relatives or to charity this
year, gualified independent ap-
prraisals will be required.

* Purchase or sale of stock
among or between related par-
ties. Related parties may include
the family, the owners of a closely
held business, or members of a
company's management team, Ap-
praisals are often required to sub-
stantiate the fact that transaction
prices are “arms’ lengith™ in noture.

« Fairness opinions related to
transactions. In the rush to com-
plete transactions, the minority
sharcholders of companies, who are
not present at the bargnining table,
may need “representation” in the
form of an independent review of
the financial fairmess of the transac-
tion. When issues of fairness are
involved, the length of time the fi-
nancial advisor has to conduct his/
her analysis can be important —
longer lead times are always prefer-
able to shorter lead times,

= All other year-end transac-
tions, which take many forms.

Please call us as early as possible with
your business appraisal requirements.
We stand ready to help you with your
year-end needs. €
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This pubbication is intended lo provide accurate and authoritative Information on the sublect matter covered, s distributed with the understanding that the pubdisher
and distributors are not rendering legal, accounting or other professional services and assuma no lability whatsoover in cennoction with ts use.
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