

















forms to an intended tax benefit.
The tax savings clause would gen-
erally provide that anything else in
the trust notwithstanding, the trust
agreement should be interpreted
to achieve a specific tax result, and
any provision of the trust that
would prevent that tax goal from
being accomplished would either
be ignored, adjusted to produce the
desired tax result, or give rise to
a trustee power to amend specific
terms of the trust to accomplish
that goal. Similar tax savings lan-
guage can be used for any other
provisions of the GRAT that must
be satisfied to achieve the desired
tax result.

For example, in a “zeroed-out”
GRAT (referring to a GRAT struc-
tured to produce a remainder inter-
est resulting in a zero gift), the
tax savings clause would provide
that the annuity percentage stated
in the trust would be the minimum
amount necessary to produce a zero
value of the remainder interest.
Thus, if the specific percentage stat-
ed in the trust works, it will be used,
and if it is does not work (because
of a mistake in the initial calcula-
tion, or a scrivener’s error), the min-
imum necessary would be used.

A tax savings clause may be
drafted even more broadly, to pro-
vide that the trustee does not have
any power and shall not take any
action that would disqualify the
treatment of the trust as a GRAT.

Asset substitution. Another com-
mon GRAT problem relates to its
assets. The grantor may want the
assets out of the trust, or the expec-
tation as to the appreciation of the
assets may change, and the assets
are no longer expected to outper-
form the Section 7520 rate, or trust
assets well outperform the expec-
tations and too much wealth is
shifted to the remainder benefici-

aries. In all cases, the grantor
should retain a “swap” power in
the GRAT, allowing him or her to
substitute a different asset of equiv-
alent value. A swap power is com-
monly used both in GRATs and
intentionally defective grantor
trusts. The GRAT should also con-
fer on a trust protector (or some
other power holder) the ability to
add or change trust beneficiaries.

Other provisions that improve
the flexibility of a GRAT include
the power of the grantor to:

Purchase GRAT assets.

¢ Borrow from the GRAT (on
market terms).

e Terminate grantor trust status

(the grantor will then not be

taxed on trust income).

Termination. The tax consequences
of an outright termination of a
GRAT with the transfer of assets
to the grantor are similar to QPRTs.
Remainder beneficiaries are deemed
to make a taxable gift of the actu-
arial value of the remainder inter-
est (as of the date of the gift) to the
grantor. If the GRAT is terminated
and assets are distributed to the
remainder beneficiaries (and the
grantor therefore foregoes the
annuity payments), the grantor is
making a taxable gift of the pres-
ent value of the remaining annu-
ity payments.

IDGTs

IDGTs are irrevocable trusts that
are structured to accomplish a com-
pleted gift (i.e., trust assets are not
included in the grantor’s estate),
while remaining a grantor trust for
income tax purposes. This structure
allows the grantor to sell appreci-
ated assets to the trust without
income tax consequences and allows
the grantor to be taxed on trust
income (reducing the grantor’s
estate). By selling to the trust an asset

that is expected to appreciate in
value in exchange for a promis-
sory note from the trust (which will
not appreciate in value), the grantor
removes future appreciation from
his or her estate without any income
or gift tax consequences today.

IDGTs have a significant advan-
tage over QPRTs and GRATs—
they are not subject to the multi-
tude of rules and regulations to
which split-interest trusts are sub-
ject. So long as an IDGT is draft-
ed as a grantor trust (commonly,
by including the power to lend to
the grantor at less than market
interest rate or without adequate
security), and does not contain any
powers or reversions that would
cause inclusion of trust assets under
Section 2036, the trust works.

Trust protectors work well with-
in the IDGT framework. Their
greater flexibility with respect to
tax law requirements allows an
almost unfettered use of trust pro-
tector powers to remove and
replace the trustee, change trust
beneficiaries (including the power
to add the settlor as a beneficiary),
and modify certain terms of the
trust. Care should be exercised not
to give the protector a general
power of appointment.

Tax consequences of IDGT ter-
mination are similar to QPRTs
and GRATS:.

Conclusion

An irrevocable trust need not, prac-
tically speaking, be truly revocable.
Creative drafting can increase flex-
ibility, and state law and consent-
ing parties to the trust may pro-
vide additional leeway to adapt an
irrevocable trust to satisfy current
needs. Unwinding or amending an
irrevocable trust, however, may have
income and transfer tax conse-
quences that should be considered
before implementing a change. B
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