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Changes to wealth taxes and near-term
levies to support increased government
spending are likely in multiple jurisdictions

The US is no exception to such legislative headwinds affecting the wealthy.
Recent political developments suggest that Grantor Retained Annuity Trusts
(or “GRATs”), which often form an essential part of US ultra-high net worth
individuals’ wealth transfer plans, could also be impacted.
In these uncertain times, margin and securities backed finance (MSBF) loans
could offer a potential longer-term solution to GRATs. However, before delving
into MSBF strategies, it is worth touching on what might be on the US legislative
horizon and the inner workings of GRATs.

On March 25, 2021, Senators Bernie Sanders
(I-VT) and Sheldon Whitehouse (D-RI) introduced
a tax proposal entitled, For The 99.5 Percent Act
(the “Proposed Act”)1, with possible major
ramifications for wealth succession.
If enacted, the Proposed Act – which may take effect on January 1, 2022 – would
lower current federal estate, gift, and generation-skipping transfer tax exemption
amounts to levels not seen since 2009, while imposing higher tax rates.

On May 28, 2021, the Biden Administration
released its fiscal year 2022 tax and revenue
proposals (the “Biden Proposals”).

1

S.994 - For the 99.5 Percent Act, 117th Congress (2021-2022) https://www.congress.gov/bill/117th-congress/senate-bill/994
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One of the Biden Proposals would cause a donor of an appreciated asset to
realize a capital gain at the time of the gift. The realized gain amount would be
the amount by which the asset’s fair market value on the date of the gift exceeds
the donor’s basis in that asset. Transfers of appreciated property into, and
distributions in kind from, a trust (other than a revocable grantor trust) would
be treated under this proposal as recognition events. This proposal has certain
exclusions and would apply to transfers and distributions occurring after 2021.

POTENTIAL TRANSFER TAX CHANGES UNDER THE PROPOSED
ACT AND THE BIDEN PROPOSALS (THE “POTENTIAL CHANGES”)
Our review of the proposals in the public domain points to the following:
• The lifetime gift tax exemption amount would be reduced to $1 million per
individual ($2 million for married couples), with no inflation adjustments.
• The estate tax exemption amount would be reduced to $3.5 million per
individual ($7 million for married couples), with no inflation adjustments.
Akin to the current law, an individual’s estate tax exemption amount would be
reduced, dollar for dollar, by the gift tax exemption amount used during such
individual’s lifetime.
• The Potential Changes would eliminate or roll back the use of popular estate
planning strategies such as GRATs.
Furthermore, the Potential Changes are unlikely to be the only sources of
legislative framework. In fact, they may be the first of several proposals
introduced or released this year that may modify the current transfer tax laws
and certain wealth transfer strategies. Even though passage of the Potential
Changes is far from certain, it serves as a strong reminder that there may be a
short window of opportunity to explore and implement certain wealth transfer
strategies before new legislation goes into effect.

Neither Citigroup nor any of its affiliates provide tax or legal advice.
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Deep dive into GRATs

A GRAT is a wealth transfer strategy where an individual (the “Grantor”) transfers
assets to the trustee of an irrevocable trust, with the Grantor retaining the right to
receive an annuity payment for a fixed number of years. This annuity payment is
based on:
• The initial fair market value of the GRAT’s assets;
• The selected term of years; and
• An “IRS interest rate” determined at the time the GRAT is funded.

At termination,
remaining assets pass
to beneficiaries (outright
or in further trust)

Asset

GRANTOR

GRAT

REMAINDER
BENEFICIARIES

Payments

Payments during term
of trust to Grantor of
a fixed amount
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Under current tax law, the Grantor can fund the GRAT in a manner that results in
a nominal gift or no gift, preserving the Grantor’s remaining gift tax exemption
amount, if any, for other wealth transfer strategies.
Structuring the GRAT so the Grantor makes a nominal gift, or no gift, is known as
a “zeroed-out” GRAT. When the GRAT term ends and the final annuity payment
is made to the Grantor, assets left in the trust can pass either outright to family
members (or other beneficiaries) or stay in trust for their benefit.

THE “FORMULA” FOR A SUCCESSFUL GRAT REQUIRES:
• The Grantor must survive the selected term of the GRAT;
• The actual return (income, gains, and appreciation) on the GRAT’s assets must
outperform the IRS interest rate (that was used for determining the annuity
payment) – looking over the entire term of the GRAT;
• The GRAT agreement must contain all required statutory provisions; and
• The trustee must properly follow the provisions of the GRAT.

Under current law, a Grantor may establish a GRAT with a short term – even two
years is acceptable. The GRAT technique can be an effective strategy to shift
the trust’s income and appreciation in excess of the IRS interest rate to family
members (or other beneficiaries) with minimal or no gift tax consequences.
Since the IRS interest rate is based on mid-term bond rates, GRATs produce more
favorable wealth transfer results in a low interest rate environment.
During the GRAT term, the Grantor will report all of the trust’s income, gains,
deductions, and losses on his or her personal tax returns (federal and state), because
the GRAT is a “grantor trust.” Under current law, the Grantor will not be treated as
making an additional gift to the GRAT if the Grantor pays (from his/her own assets)
any income taxes attributable to the income or gains generated by the GRAT.

For transfers made after the date of enactment, the Proposed Act would require a
GRAT to have:
• A minimum term of 10 years; and
• A “remainder interest” with a value for gift tax purposes equal to at least
25 percent of the value of the assets contributed to the GRAT or $500,000,
whichever is greater (but no more than the value of the assets contributed) –
requiring the Grantor to use up some or all of the Grantor’s remaining gift tax
exemption amount and/or trigger the payment of gift taxes.
It is unclear whether and to what extent GRAT-related transfers and distributions
of appreciated assets after 2021 would trigger a realization of capital gains under
the Biden Proposals. The types of GRAT-related transfers and distributions that
may (or may not) be impacted by the Biden Proposals include (i) the initial funding
of the GRAT with appreciated assets, (ii) an in-kind distribution of an asset with a
built-in gain to the Grantor in order to satisfy the required annuity payment, (iii)
distributing appreciated assets to the remainder beneficiaries either outright or
in further trust when the GRAT term ends, and (iv) the Grantor reacquiring assets
from the GRAT by substituting other assets of equivalent value.
Neither Citigroup nor any of its affiliates provide tax or legal advice.
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Possible risks to wealth transfer
benefits of GRATs posed by the
Potential Changes

In the event of the passing of the Potential Changes, we see the following risks to
the wealth transfer benefits of GRATs:

Market risk
If a minimum term of 10 years is required, it may be challenging to capture upside
volatility in the GRAT, and more active management of the GRAT may be required.

Mortality risk
A 10-year minimum term also increases the possibility that the Grantor does not
survive the annuity term, causing some or all the GRAT’s remaining value to be
included in the Grantor’s estate for estate tax purposes. The Grantor is more likely
to survive a two to three-year term as compared to a minimum term of 10 years.

Reverse leverage risk
The Potential Changes would eliminate the ability of the Grantor to establish a
zeroed-out GRAT by requiring the Grantor to make a sizable taxable gift (of the
remainder interest) at the time the Grantor transfers assets to the GRAT. This
will effectively limit the number of GRATs that a Grantor could create without
paying gift taxes. In addition, if the transferred assets produce a rate of return
that is below the IRS interest rate, some or all of the gifted “remainder interest”
in the transferred property will have to be used to pay the required annuity to the
Grantor – resulting in a waste of some or all of the Grantor’s gift tax exemption
amount (used to establish the GRAT) or requiring the Grantor to pay gift taxes
with little or no economic benefit passing to the remainder beneficiaries.

Realization event risk
A transfer of appreciated assets into a GRAT and/or a distribution of appreciated
assets from a GRAT might trigger a realization of capital gains.

Neither Citigroup nor any of its affiliates provide tax or legal advice.
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IMPACT OF THE POTENTIAL CHANGES ON ROLLING GRATS
Currently, most GRATs are designed as zeroed-out GRATs with a shorter term
(typically 2 or 3 years) of making annuity payments to the Grantor. A rolling
GRAT program involves the creation of a series of consecutive short-term GRATs
where the Grantor’s annuity payments from older GRATs are reinvested into
newer GRATs. A rolling GRAT approach can help minimize mortality risk and take
advantage of a fluctuating market.
A rolling GRAT program can effectively pass wealth to the remainder beneficiaries
even if only a few of the GRATs are successful (i.e., the assets’ income, gains,
and appreciation exceed the IRS interest rate). It also ensures that the Grantor’s
investments remain in a GRAT at almost any given time.
However, the Potential Changes could disrupt existing rolling GRAT strategies or
severely hamper plans for a future rolling GRAT strategy. First, with each new
GRAT established, the Grantor would be required to make a gift equal to the
greater of $500,000 or 25% of the value of the assets transferred to the new
GRAT. Second, the 10-year term minimum would increase the risk that the Grantor
does not survive the GRAT term. Third, capital gains might be realized if the
Grantor transfers an asset with a built-in gain to a new GRAT or if the trustee of
the GRAT distributes an asset with a built-in gain to the Grantor when making the
annuity payment.

Neither Citigroup nor any of its affiliates provide tax or legal advice.
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Exploring MSBF as a solution2

There is a flexible way to access liquidity from financial assets without selling
investments, thus retaining the full upside potential of your investments. MSBF is an
extension of credit which uses financial assets as collateral. Its costs are often lower
than other lines of credit.

An MSBF loan could potentially be established
at GRAT inception with minimal cost, and loan
proceeds can be used to fund a GRAT.
GRAT Immunization - exchanging the higher volatility assets held in a GRAT for cash
or cash equivalents through a MSBF loan - can: (i) protect the GRAT’s value from
future market declines; (ii) limit the GRAT’s value from exceeding future market
appreciation expectations; and (iii) avoid the need for an asset sale.

Marketable
Securities
Collateral

CITI

GRAT
Asset

GRANTOR

MSBF
Loan

2

GRAT

MSBF Loan
Proceeds

All credit products are subject to credit approval
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REMAINDER
BENEFICIARIES

Furthermore, assets exchanged out of the GRAT can be either part of the MSBF
collateral or transferred to a new GRAT structure (rolling GRAT strategy). We believe
MSBF could complement GRAT strategies, allowing the Grantor to lock in the value
of appreciated assets at any time before expiration by exchanging the value of the
GRAT asset with MSBF loan proceeds in the form of cash.
The MSBF loan can also provide flexibility as to when the appreciated value is locked
in. At GRAT termination, the cash proceeds can be transferred to the remainder
beneficiaries at the locked-in value with no built-in gain, or the loan proceeds could
be exchanged back out for the underlying asset. Without an exchange, beneficiaries
could receive the underlying asset with built-in gains.
Qualified Citi Private Bank clients may be able to borrow at competitive rates
against a range of financial assets, including stocks, bonds, cash and cash
equivalents, exchange traded REIT shares, structured notes, mutual funds, ETFs,
separately managed accounts, and hedge funds. Typically, there are no commitment
fees and interest is payable only if the MSBF loan is drawn down.
Our experienced Wealth Planners and MSBF specialists can offer planning
considerations and provide guidance on what you can potentially achieve in 2021
before new tax legislation takes effect. Contact your Private Banker for more
information. Before implementing a wealth plan, consult your independent legal
and tax advisors in the relevant jurisdictions regarding the appropriate strategy to
achieve your objectives.

Neither Citigroup nor any of its affiliates provide tax or legal advice.
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Important information
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The service providers are referred to collectively as “Citi Trust”. Neither Citigroup nor any of its affiliates provide tax or legal advice.
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time, your collateral may be liquidated without your consent. Moreover, you will remain liable for any resulting deficit in your account and interest charged on your account. You should
therefore carefully consider whether such a financing arrangement is suitable in light of your own financial position and investment objectives. You are not entitled to choose which
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Citibank Canada and do not refer to any affiliates or subsidiaries of Citibank Canada operating in Canada.
In the United Kingdom, Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB, is authorised and
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