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Private Foundations and Nonprofits Risk Losing Tax-
Exempt Status and a Possible End to Short-Term GRATs 

BY LISA LAFOURCADE & MEGAN S. GENOVESE  

As of May 17, 2010, the Internal Revenue Service is automatically revoking the tax-exempt status of 
private foundations and nonprofits if they do not file the required federal tax return for private 
foundations and nonprofits – Form 990 – for three (3) consecutive years.  

In addition, on March 24, 2010, the House of Representatives passed H.R. 4849, “The Small Business 
and Infrastructure Jobs Tax Act of 2010,” which would result in significant changes to Grantor 
Retained Annuity Trust (GRAT) planning. GRATs are trusts, codified in the Internal Revenue Code at 
Section 2702, which are commonly used to transfer the appreciation on assets from parents to 
children without incurring federal gift or estate tax. Although this Act has not yet been passed by the 
Senate, time is now of the essence if you have been contemplating the use of a short-term GRAT to 
transfer your wealth. These two important developments are discussed below. 

Internal Revenue Service Tells Late Filers to File Form 990 Immediately 

The Pension Protection Act of 2006 mandated that all nonprofit tax-exempt organizations, other than 
churches and church-related organizations, file an annual informational return (Form 990-EZ, 990, or 
990-PF) with the Internal Revenue Service. There are no provisions to opt out of the filing such as a 
threshold income level. In the past, private foundations and nonprofits, large and small, have been lax 
about filing Form 990 – assuming that if they don’t owe taxes, they don’t have to file. Such oversight 
could now cost them their tax-exempt status. 

Due to its growing concern for abusive nonprofits, as of May 17, 2010, the Internal Revenue Service 
has automatically revoked the federal tax-exempt status of tax-exempt organizations that have failed 
to file Form 990 for three (3) consecutive years. Many organizations use the calendar year as their 
fiscal year, which made May 17th the deadline for those organizations (the deadline is normally May 
15th, but May 15th fell on a Saturday in 2010). There is no grace period for filing later than the due 
date other than by filing Form 8868 (Application for Extension to File) by the original due date. 

However, the Internal Revenue Service has shown its willingness to accommodate smaller tax-exempt 
organizations by urging small tax-exempt organizations to file their late Form 990s for the previous 
three (3) consecutive years immediately. The Internal Revenue Service has promised to release 
further guidance regarding those organizations whose tax-exempt status has been revoked. 
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GRATs for the Gift and Estate Tax Free Transfer of Wealth 

A GRAT enables parents to shift future growth and appreciation of assets to their children without 
incurring gift or estate taxes. A GRAT involves transferring property that is expected to appreciate 
significantly over time – such as a closely held business, pre-IPO stock or a private equity 
investment – to a GRAT trust instrument. In return, the individual who established the trust (the 
“Grantor”) receives an annual annuity payment for each year the GRAT is in existence. The amount of 
the annuity payment is based on the value of the assets transferred to the GRAT, the number of years 
the GRAT will exist, and the applicable interest rate mandated by the IRS (known as the Section 7520 
rate). At the end of the GRAT term, the assets remaining in the GRAT may be transferred to trusts for 
the children – often with the parent remaining in control of the assets as trustee. 

Many GRATs are limited to a term of 3-5 years because the success of a GRAT depends on two risk 
factors: (1) whether the Grantor survives the term of the GRAT (the “mortality risk”); and (2) whether 
the assets transferred to the GRAT outperform the 7520 rate (the “investment risk”). If the Grantor 
dies during the term of the GRAT, some value of the GRAT assets may be included in the Grantor’s 
estate for estate tax purposes – thus reducing the tax benefits of the GRAT. As a result, GRATs are 
often structured with shorter terms in order to minimize the mortality risk. 

Similarly, a shorter 3-5 year GRAT is used to overcome the investment risk. For example, if a parent 
owns pre-IPO stock or other investment which is likely to increase rapidly in 3-5 years, then the 
appreciation, through the GRAT trust, can be transferred from the parent to the children. For a longer 
term GRAT, however, the investment risk increases. If the assets contributed to the GRAT lose value 
or do not outperform the Section 7520 rate over a longer period of time, such as a 10-year term, 
there will be no assets remaining in the GRAT at the end of the term to transfer to the children. 

H.R. 4849: The Proposed Legislation 

GRAT planning has proven to be a popular and efficient tool for wealth transfer without exposure to 
significant, if any, tax liability. The House Ways and Means Committee has recognized the enormous 
success of short-term GRATs and cited the following reason for changing the law: “The [new] 
provision limits opportunities to inappropriately achieve gift tax-free transfers to family members in 
situations where gifts of remainder interests in fact have substantial value.”  

If H.R. 4849 is enacted, GRAT planning will be changed in three ways: 

The minimum term for a GRAT will be increased from 2-years to 10-years. The longer 
the term of the GRAT, the greater the likelihood of failure based on mortality risk or 
investment risk. In addition, the longer required term will make it more difficult to 
determine which assets have the best chance of performing better than the Section 
7520 rate over such a long period of time. 

Annuity payments to the Grantor may not decline during the minimum 10-year term. 
Current law allows a GRAT to be structured with a higher initial annuity payment in the 
first year, with lower annuity payments in subsequent years. In some cases, this is 
beneficial in order to lock in a potential large gain in an earlier year of the GRAT term. 
This option would be eliminated. 

The legislation may prevent a “zeroed out” GRAT (a GRAT without a gift upon 
creation). Current law allows a GRAT to be structured so that there is no taxable gift 
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to the children at the time the GRAT is established. This is also known as a “zeroed-
out” GRAT. The new legislation would require that a GRAT result in a taxable gift to 
the children “greater than zero” at the time it is formed. As a practical matter, this 
provision may not impact the tax benefits of a GRAT if the amount of the required 
taxable gift can be in a nominal amount.  

Alternatives to Long-Term GRAT Planning 

Even if the availability of short-term GRATs is eliminated by the pending legislation, a very similar 
estate planning technique known as a “sale to grantor trust” provides similar benefits with more 
flexibility. Sales to grantor trusts are attractive in the current economic environment due to low 
interest rates and depressed asset values. Closely held business owners, real estate investors and 
private equity investors often can benefit from this type of transaction. 

In a typical sale transaction, the parent “sells” an asset that is expected to appreciate over time to a 
grantor trust for a child or grandchild in exchange for a promissory note. Ideally, the asset is an 
income-producing asset and the income on the asset is used to pay off the note during the term of the 
promissory note. The promissory note is usually structured as a 9-year interest-only note with a 
balloon payment at the end of the 9th year. Thus, the interest rate that would apply to such a note 
would be the mid-term applicable federal rate for the month of the sale (currently 2.72%).  

If the assets sold to the grantor trust appreciate in value in excess of the amounts required to pay off 
the promissory note, then that appreciation is transferred to the beneficiaries of the grantor trust 
(typically the grantor’s children or grandchildren) without federal gift or estate tax. 

During the term of the note, the parent will be taxed on the income generated from the investments 
of the grantor trust, but will not be taxed on the interest payments received on the note. There is also 
no capital gain recognized by the parent when the assets are sold to the grantor trust because for 
income tax purposes, the sale is treated as being made between the parent and himself or herself. 

It is important to note, however, that if the parent who established the trust dies before the 
promissory note is repaid, the unpaid portion of the note likely will be included in the parent’s estate. 
Also, the grantor trust must be adequately capitalized before the sale in order for the transaction to be 
respected by the IRS. This often is done through a “seed” gift by the parent to fund the grantor trust 
(if the trust does not already have adequate assets).  

There is also more cost and complexity for sales to grantor trusts. The asset to be sold to the grantor 
trust must be professionally appraised to establish the sales price. The documentation for the sale is 
similar to the sale of a business and will require a purchase and sale agreement, pledge agreement, 
title transfers and other extensive due diligence and documentation.  

Conclusion 

The Senate has not yet considered GRAT legislation similar to H.R. 4849. If the new GRAT legislation 
is passed by the Senate and signed by the President, the law would apply only to those GRATs which 
are formed after the final passage of the bill. As a result, the current legislative environment provides 
a unique opportunity for clients to use GRAT planning to transfer property to the next generation 
without significant, if any, tax liability. Because there is uncertainty as to when the proposed 
legislation on GRATs will be enacted, clients should review their estate plans and consider the use of 
GRATs as soon as possible. 
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Additionally, tax-exempt organizations (private foundations or public charities) should contact their 
accountant or tax professional for more information if they have concerns regarding their tax-exempt 
organization’s Internal Revenue Service reporting compliance for Form 990. 

 

  

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

New York 

Edward Peck 
212-318-6840 
edwardpeck@paulhastings.com 

Orange County 

Renee M. Gabbard 
714-668-6214 
reneegabbard@paulhastings.com 

Megan S. Genovese 
714-668-6288 
megangenovese@paulhastings.com 

Lisa LaFourcade 
714-668-6203 
lisalafourcade@paulhastings.com 

 

 

Doug Schaaf 
714-668-6221 
dougschaaf@paulhastings.com 

John E. Trinnaman 
714-668-6267 
johntrinnaman@paulhastings.com
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