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Trust and Estates News Alert April 2009 

Estate Planning Techniques for the Low Interest Rate 
Environment 
Interest rates are at historic low s.  M any gift transfers are valued using “Applicable Federal R ates” 

(“AFR s”) or a general discount rate, referred to as the “Section 7520  rate”, published by the Internal 

R evenue Service.  The AFR s decline w ith prevailing interest rates.  This Alert discuses estate planning 

techniques that these low  interest rates help or hurt. 

IntraIntraIntraIntra----fam ily Loansfam ily Loansfam ily Loansfam ily Loans        H ELPH ELPH ELPH ELP  The IR S generally treats a donor w ho loans funds to a fam ily m em ber 

w ithout interest or at a below  m arket interest rate (below  the relevant 

AFR ) as m aking a gift.  The AFR s are currently very low , how ever.  For 

exam ple, the M ay 2009 annual AFR  for a 3- to 9-year loan is only 

2.05% . 

Low  interest loans can facilitate purchase of interests in a fam ily 

business or for paying dow n higher-interest rate debt.  The low er the 

AFR , the less the fam ily m em ber m ust pay to the w ealthier generation, 

and the m ore that rem ains w ith the donee. 

G rantor R etained G rantor R etained G rantor R etained G rantor R etained 

Annuity Trusts Annuity Trusts Annuity Trusts Annuity Trusts 

(G R ATs)(G R ATs)(G R ATs)(G R ATs)    

H ELPH ELPH ELPH ELP  A grantor retained incom e trust or “G R AT” is an irrevocable trust to 

w hich the “grantor” transfers assets in exchange for an annuity, for a 

period of years.  At the end of the trust term , the rem aining trust 

assets pass to “rem ainder” beneficiaries—typically, fam ily m em bers.  

The annuity am ount usually is set so that no gift is m ade to the fam ily 

m em bers (a “zeroed out G R AT”).  If the trust assets appreciate 

enough, fam ily m em bers receive a tax-free gift; if the assets don’t, or 

they drop in value, they are sim ply returned to the grantor, w ho can try 

again w ith another G R AT. 

H ow  m uch appreciation is enough?  It depends on the Section 7520 

rate.  If the trust assets appreciate m ore than the then-current 

Section 7520 rate w hen the G R AT is established—for M ay, 2.4% —

the fam ily m em bers w ind up w ith a tax-free gift. 

Sale of A ssets to S ale of A ssets to S ale of A ssets to S ale of A ssets to 

TrustTrustTrustTrust    

H ELPH ELPH ELPH ELP     An individual also can reduce or elim inate federal gift taxes on intra-

fam ily transfers by selling fam ily assets to the younger generation.  

O ften, the w ealthier generation accom plishes the sale using a trust 

w ith younger generation beneficiaries, and the trust pays for the 

fam ily assets over tim e, w ith interest. 

The required interest rate again is determ ined using the AFR .  As w ith 

an intra-fam ily loan (discussed above), the low er the AFR , the less 

that the younger generation m ust repay to the w ealthier generation 

and the greater the benefit to the younger generation. 



 

 

If the trust is a “defective grantor trust” (meaning the “grantor” 

remains the ow ner for income tax purposes), the sale doesn’t trigger 

capital gains or income taxes, reducing the tax cost of this strategy. 

Charitable Lead Charitable Lead Charitable Lead Charitable Lead 

Annuity Trusts Annuity Trusts Annuity Trusts Annuity Trusts 

(C LATs)(CLATs)(CLATs)(CLATs)    

H ELPH ELPH ELPH ELP  A charitable lead annuity trust or “CLAT” is similar to a G R AT, in that 

it pays an annuity for a period of years and then distributes the 

remaining trust assets to family member “remainder” beneficiaries.  It 

is different, how ever, in that the annuity is paid to a charity rather 

than to the grantor. 

Low  interest rates—the historically low  Section 7520 rate—can make 

use of a CLAT beneficial to younger generation family members.  Also, 

the annuity paid to the charity qualifies for a charitable income tax 

deduction.  Some grantors use CLATs to replace annual gifts to their 

favorite charities, passing assets to the younger generation family 

members w ith little or no gift tax. 

Charitable R emainder Charitable R emainder Charitable R emainder Charitable R emainder 

Annuity Trusts Annuity Trusts Annuity Trusts Annuity Trusts 

(C R ATs)(CR ATs)(CR ATs)(CR ATs)    

H U R TH U R TH U R TH U R T A charitable remainder annuity trust or “CR AT” is the mirror image of 

a CLAT, because the grantor retains an annuity for a period of years, 

w ith a charity as remainder beneficiary.  Low  Section 7520 rates 

result in a low er charitable deduction for the charitable gift.  

Therefore, CR ATs are hurt in a low  interest rate environment. 

Q ualified Personal Q ualified Personal Q ualified Personal Q ualified Personal 

R esidence Trust R esidence Trust R esidence Trust R esidence Trust 

(Q PR T)(Q PR T)(Q PR T)(Q PR T)    

H U R TH U R TH U R TH U R T The same is true for qualified personal residence trusts or “Q PR Ts”.  

The grantor transfers a principal residence to the trust and retains the 

right to live there for a term of years.  After the trust term, the 

residence passes to younger generation family members.  The 

grantor’s retained right to live in the residence is valued based on the 

Section 7520 rate—the low er the Section 7520 rate, the smaller the 

value of the non-taxable retained interest and the larger the gift to the 

younger generation. 

Values of some real estate have dropped substantially, how ever.  Even 

though the Section 7520 rate is at a historically low  level, for certain 

residences a Q PR T is still a good idea. 
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