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Disclaimer 

 

 

 

NOT LEGAL ADVICE 

 

• No portion of this presentation is intended to be legal or tax advice nor should it be construed as 
such. Discuss the contents of this presentation with your legal and tax counsel. 

 

 

IRS CIRCULAR 230 NOTICE 

 

• To the extent that this communication or any attachment concerns tax matters, it is not intended to 
be used, and cannot be used by a taxpayer, for the purpose of avoiding any penalties that may be 
imposed by law.  
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Grantor Retained Annuity Trusts- HF Industry 

 Overview: 
 
•  A Grantor Retained Annuity Trust ( GRAT) is an irrevocable statutory trust to which the grantor makes a 
gift of assets and retains an annuity interest, typically for a term of years. A GRAT can be structured so the 
value of the gift is nominal and so no gift tax is due. It is effective way to crystallize value and create an 
Estate Freeze which allows the donor/grantor to transfer the future appreciation on an asset to his or her 
chosen beneficiaries gift tax free. 
 
• The grantor transfers assets to the GRAT in exchange for a stream of annuity payments sufficient to 
return his or her initial contribution, plus statutory interest at the IRC § 7520 rate (which is at historic low 
levels), back to him or her. Because the grantor will receive back everything he or she initially contributed, 
plus statutory interest, there is no gift. At the end of the trust term, remaining trust assets pass to 
beneficiaries. Income (pre-tax due to grantor status) and appreciation in excess of the federal interest rate 
pass free of gift tax to the GRAT remainder beneficiaries. 
 

• When interest rates are low, as they are now, a GRAT is more likely to succeed because the GRAT assets 
are more likely to appreciate at a rate greater than the 7520 rate. When the GRAT term ends, the 
remainder beneficiaries will receive the difference between the actual appreciation and the 7520 rate, tax 
free. 
 
• For GRAT to succeed the grantor must survive the term. 
 

Basic Mechanics of GRATS 
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Grantor Retained Annuity Trusts- HF Industry 

Overview (cont’d): 
 
• The GRAT must be for a fixed term of years, or the grantor’s life, or the shorter (but not longer) of 
either. 
– Using a term of years is always advisable (usually 2-10 years) as it allows the grantor to zero out 
the gift. In order to zero out the gift, if the grantor dies during the term, the GRAT must provide that 
the annuity payments will continue to be paid to the grantor’s estate for the remainder of the term.  
• The grantor must receive a fixed amount (either a dollar amount or a percentage of the initial fair 
market value of the trust assets) at least annually. More frequent (i.e., quarterly) payments are 
possible. 
– The annuity payments can be made from income, or if income is insufficient (which it almost 
certainly will be), from the stock or other assets held by the GRAT. 
 
•Very beneficial advantage available to grantor in terms of valuation of initial gift. For Fair 
Market Purposes (“FMV”), IRS allows the application of discounts for lack of marketability (“DLOM”) 
and discounts for lack of control (“DLOC”).  Depending on the characteristics of the trust assets, the 
discounts can be significant. 
 –For more complex assets, advisable to us 3rd Party Valuation Firm to perform appraisal in order to 
mitigate any concerns on FMV calculation. 
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Grantor Retained Annuity Trusts- HF Industry 

Advisor/Management Company Level 
• In addition to the already mentioned tax benefits, there are other advantages to HF Managers: 
 
– Considering potential changes to tax treatment of Carried Interest, a GRAT transaction can be a 
way of avoiding of paying higher taxes.  
 
–Since the majority of hedge fund advisors are structured as private companies; founder or 
shareholder in the company can take advantage of DLOM.  
 
–Depending on ownership structure; founder or shareholder in the company can take advantage of 
DLOC as well.  
 
• GRAT is a great mechanism to establish a fair market value: 
 
– Again, since most HF management companies are private; they do not have the benefit of knowing 
the fair market value of their firm. Doing a GRAT transaction, aside from the tax advantages, help 
establish a market value that can be beneficial for retaining key traders or other investment 
management employees.  
–In situations where employees have been given equity in the management company, a GRAT 
transaction establishes a precedent that gives the firm’s equity holders a reliable market value of their 
holdings. It is common to see vesting periods of three to five years to keep key employees from 
leaving, but retention is much easier when those employees can place a value to their shares 

GRAT Opportunities –Hedge Fund Industry 
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Grantor Retained Annuity Trusts- HF Industry 

Portfolio Level 
• For investors in Hedge Funds, there are advantages in doing a GRAT transaction:  
 
–For transfer of LP interests into a GRAT, HF investors can take advantage of DLOM. The amount of 
discount will be highly dependent on the nature of the underlying assets.  The more illiquid the 
assets, the higher the discount that can be used. Could be a good mechanism for Side Pocket 
situations. 
 
–Depending on the fund structure; investors can also take advantage of DLOC as well.  
 
Again, the fundamental benefit is that the GRAT makes annuity payments back to the donor at a 
rate designed to return the entire value of the donor’s original contribution to him or 
her, plus statutory interest. If the underlying assets in the funds are expected to increase over time, 
then recipients (say Donor’s descendants) receive the upside of the capital appreciation tax free.  

GRAT Opportunities –Hedge Fund Industry (cont’d) 
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Buyers & Sellers–Expectation Gap? 

 Buyer Objectives  

 

      What a Buyer is looking for in a transaction: 

 Monetize established franchise value                 

 Access distribution/marketing 

 Access to capital to grow business                

 Facilitate ownership transition / generational transfer 

 Institutionalize the firm 

 Participate in potential upside should benchmarks be 

achieved (both performance + operational) 

 Sell voting control but continue to execute the investment 

strategy  

 Potential Risks to consider: 

 Cultural incongruence 

 There is a high degree of uncertainty in future global 

economic conditions 

 There is the potential for a downside in valuation should fund 

performance falter 

 

 

 Seller Objectives 

 

      What a Seller is looking for in a transaction: 

 Access products to broaden platform and enhance product 

offering to clients           

 Exposure to attractive growth / economics of hedge fund 

model       

 Use growth by acquisition to compete with larger platforms 

and win bigger investment mandates 

 Reduce or eliminate execution risk of investment strategy by 

assisting/influencing day-to-day management of operations 

 Optimize operational leverage and achieve cost savings 

through purchasing power with vendors  

 Potential Risks to consider: 

 Cultural incongruence 

 Integration and execution risk of combined business 

 Changes to compensation, ownership structure of business 

and reporting lines 

 Keeping the team (particularly investment team) together is 

key for any transaction to succeed 

The gap between Buyer /Seller deal expectations can be significant at times …  
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Buyers & Sellers– Bridging the Gap with Structure 

Proper deal structure can narrow the gap between expectations 

Overall,  asset manager M&A transactions tend to be more complex. Given 

that there has to be agreement between both the buyer & seller that is 

predicated with the highest degree of trust – it can be difficult to protect 

against every scenario through a contract. It is important to balance 

incentives across all constituents and create a structure that retains this 

alignment as best as possible post-transaction. For a buyer, they will need to 

ensure interest remains sufficiently aligned with any selling equity holders 

who remains key to managing the business and/or crucial to investment 

function.  As with most successful deals, a true partnership exists at the 

senior-most level of each business.  Below are key deal  elements that 

should be considered, and in some cases, need to be carefully designed in 

order to achieve success:  

 

  Earn outs  

  Staged sales/ Delayed or contingent payment of purchase price 

  Employment contracts/ Multi-year commitments post-transaction 

  Retention payments  

  Compensation plans  

  Put &Call Options 

  Equity grants 

  Separate treatment of management and incentive fee streams 

  Amount of retained equity in business by seller 

  Reinvestment of after-tax proceeds in the business 

  Consideration about day-to-day management /control of business 

 

* Given the complexity of these type of deals, it is wise to have proper 

representation with regards to investment banker, attorneys, accountants 

and other professionals. 

 

 

 

Target  
HF Manager 

Tax & Estate       

Planning  

Law Firm 

Employees  

Madison 

Street 

Capital 

Acquirer 
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Buyers & Sellers-The Right Time to do the Right Deal 

There is a tremendous amount of M&A opportunities currently in the Hedge Fund Industry. On the sellside, there are 

many firms that are considering options that can help increase AUM and help grow their platform; while on the buyside, 

there is a diverse set of  interested parties (larger HF platforms, traditional asset managers, and other domestic & foreign 

financial institutions) that are looking to acquire or make strategic investments in firms with the objective of expanding 

product offering and increasing market penetration. While having an abundant supply and demand of motivated 

interested parties is a starting point for getting deals done, there are a series of steps that need to occur before a 

transaction can actually be consummated: 

 

 

 

 

 

 

 

 

 

 

 

 

 

Lots of M&A opportunities ~ need to choose the right one 

Preparation  

•Buyers/Sellers 
Formulate & Clarify 
Strategy  

•Develop Deal 
Structuring Strategy 

•Research and Identify 
Preliminary 
Targets/Suitors 

•Contact Prospects 

• Identify Legitimate 
Interested Parties  

Initial Interaction 

• Introduce 
Counterparties 

•Exchange of Investor 
Presentations etc. 

•Organize and Lead 
Initial Diligence Efforts 

•More Discussions 

•Evaluate Letters of 
Intent 

•Develop Valuation, 
Organizational , 
Structuring, and 
Financing Guidelines 

Deal Execution 

•Due Diligence Process 

• Identify / Quantity 
Synergies 

•Refine Valuation 

•Negotiate Deal Points 

•Develop Integration 
Strategy  

•Coordinate Site Visits, 
Conference Call, Etc. 

•Submit Draft Purchase 
Sale Agreement 

Deal Closing 

•Finalize Deal Structure 

•Negotiate Closing 
Documents 

•Legal Review 

•Financial Review 

•Execute Financing and 
Purchase Documents 

•Closing 
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About Madison Street Capital 

This presentation has been prepared by Madison Street Capital (“MSC”) (together with its subsidiaries and affiliates, the “company”) for the exclusive use of recipient using information provided by the company and 
other publicly available information.  MSC has not independently verified the information contained herein, nor does MSC make any representation or warranty, either express or implied, as to the accuracy, 
completeness or reliability of the information contained in this presentation.  Any estimates or projections as to events that may occur in the future (including projections of revenue, expense, net income and stock 
performance) are based upon the best judgment of MSC from the information provided by the company and other publicly available information as of the date of this presentation.  There is no guarantee that any of 
these estimates or projections will be achieved.  Actual results will vary from the projections and such variations may be material.  Nothing contained herein is, or shall be relied upon as, a promise or representation as 
to the past or future.  MSC expressly disclaims any and all liability relating or resulting from the use of this presentation. 
 
This presentation has been prepared solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.  The company should not 
construe the contents of this presentation as legal, tax, accounting or investment advice or a recommendation.  The company should consult its own counsel, tax and financial advisors as to legal and related matters 
concerning any transaction described herein.  This presentation does not purport to be all-inclusive or to contain all of the information which the company may require.  No investment, divestment or other financial 
decisions or actions should be based solely on the information in this presentation. 
This presentation has been prepared on a confidential basis solely for the use and benefit of the company; provided that the company and any of its employees, representatives, or other agents may disclose to any 
and all persons, without limitation of any kind, the tax treatment and tax structure of the transaction and all materials of any kind (including opinions or other tax analyses) that are provided to the company relating to 
such tax treatment and tax structure.  Distribution of this presentation to any person other than the company and those persons retained to advise the company is unauthorized.  This material must not be copied, 
reproduced, distributed or passed to others at any time without the prior written consent of MSC. 
 
Securities offered through MSC-BD, LLC.  Member of FINRA / SIPC.  
 

MADISON STREET CAPITAL is an investment banking firm that provides an 

integrated, full-service approach to both strategic and financial advisory which  

provides solutions to clients across the globe. Our industry specialists advise a 

wide array of Asset Managers on the entire spectrum of corporate issues including 

M&A Advisory, Portfolio Valuation (ASC 820 and IAS 39 compliant), Financial 

Restructuring, and Financial Sponsor Coverage. We cater to the following types of 

clients: 

 
-Hedge Fund Managers 

-Private Equity Firms 

-Mutual Funds 

-Family Offices 

-CLO Managers 

-Business Development Corporations (BDCs) 

-Specialty Finance 

-Asset Management Arms of Financial Institutions 

-Pension Funds and Endowments 
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Karl D’Cunha, CA 

Senior Managing Director 

105 W. Madison Street, Suite 1200 

Chicago, IL, 60602 

(312) 529-7000 

kdcunha@madisonstreetcapital.com 

http://www.madisonstreetcapital.com 
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