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SOME INTEREST-SENSITIVE ESTATE PLANNING TECHNIQUES

(WITH AN EMPHASIS ON GRATS AND QPRTS)

INTRODUCTION

Since the enactment of section 7520, which became effective on ME3BQ, estate
planning has become particularly sensitive to shifts in prevailitegest rates. Section 7520
requires that in computing the value of most actuarial intenegtéved in estate planning, an
interest rate equivalent to one hundred twenty percent (120%) of dbmalfenid-term rate in
effect at the time of the transaction be used to value alestter Because some estate planning
strategies are more beneficial when interest rates gheamd others are more beneficial when
interest rates are low, it is important that estate plarbeeesvare of the effect of varying interest
rates on various estate planning strategies. That is paritycige given the volatility in interest
rates: since the adoption of section 7520, the interest rateelbasas high as 11.6% in May,
1989 and as low as 2.0% in February, 2009. The following is a tablesafcéibn 7520 rates in
effect from 1989 through July, 2009:

7520 Rates Since May 1, 1989

JAN [FEB [MAR |APR [MAY [3uN [3uL |auc [sEP locT [Nov IpEC
200924 [20 [24 26| 24| 28] 34

200844 |42 [36 |34 |32 38| 42 42 42 38 35 34
2007/5.6 (56 |58 |56 | 56| 56 60/ 62 58 52 52 50
200654 (5.2 [5.4 |56 | 58| 60 60/ 62 60 58 55 58
2005/4.6 (46 (46 |50 52| 48 46 48 50 50 50 54
200442 [42 [40 [38 | 38| 46| 50/ 48 46 44 a2 4P
200342 [40 [38 [36 | 38| 36 30) 32 42 44 4D 4P
200254 (56 |54 |56 | 60| 58 56 57 4§ 42 35 40
200168 (62 |62 |60 |58 60 62/ 64 53 56 50 48
2000(7.4 [80 (82 |80 | 78| 80 80 76 78 74 72 70
199956 |56 |58 |64 | 62| 64| 70 72 72 72 74 74
190872 (6.8 |68 |68 | 68| 7.0 68 68 66 62 54 54
100774 (76 (78 |78 82| 82 80 76 76 76 7Th 7P
1996 6.8 (6.8 (6.6 |70 | 76| 80 82 82 80 80 80 76
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199596 (9.6 9.4 |88 |86 82 7.6 7.2 76 7.6 74 7.2
1994 /6.4 (64 6.4 |70 | 78| 84| 82 84 84 86 90 94
199376 (7.6 |70 |66 | 66 64| 66 64 64 64 60 62
199282 |76 |80 |84 |86 84 82 78 72 70 68 74
1991198 (96 (9.4 (96| 96| 96| 96 98 96 90 86 84
1990(9.6 (9.8 |10.2| 10.6 106 110 10/6 104 102 10.6 106 10.2
1989|10* [10* |10* |10* |11.6 |11.2| 10.6 10.0 9.6/ 102 100 9.8

By way of background, the computation of the section 7520 rate is notaguseaightforward

as it might seem from the statute. Section 7520 provides that theaat&2éhall be an interest
rate (rounded to the nearest two-tenths of one percent) equad% of the federal mid-term
rate in effect under section 1274(d)(1) for the month in which the vatudtte falls. One

would think in reading that language that | could compute theose@%h20 rate simply by

multiplying the federal mid-term rate by 120%. Although thdt wusually give the correct

answer, it won’t in every case. For example, if you look attRe& Ruling 97-24, you will see
that the midterm rate for annual compounding is 6.8%. 120% of that 8.16%¢ekable shows

120% of the AFR as 8.19%. Why is that? The section 7520 rate asanmel compounding,
and the federal mid-term rate prescribed by section 1274 ass@me-annual compounding. In
order to derive the section 7520 rate from the federal mid-teemitas necessary to multiply
the federal mid-term rate by 120% and then convert it to thatwhich would produce an
equivalent yield for annual compounding. The final step is to round shé te the nearest two-
tenths of one percent. The formula to do the conversion is as follows:

Assume

X = midterm AFR, semiannual compounding

V = valuation rate, annual compounding, prior to rounding
Then, for equivalent yield

1.2x 12x
1+V) = (1+=25)? =(1+==5)% -1
G+ =0+=2)" [ v==0)

The October, 2008 federal midterm rate for semiannual compounding was 3.14%. Using the
above formula,
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(12)(0.0319,
=01 (10188403 - 1 = 0380

Fortunately, the Internal Revenue Service publishes the section 7520 for thenfglioamth on
approximately the 20th of each month.

Brief Introduction to Effect of Interest Rates on Actuarial Interests

Obviously, an income interest will be worth more when interess r@ate high. Similarly,
remainders after an income interest will be lower. Not oslyhat true because the income
interest is worth more, but because the value of the future intsrdsscounted more highly.
You can think of it either way.

All estate planning lawyers should know the formula for the val@eremainder interest
after term of years. That formula is as follows:

el
1+i
where i = the section 7520 rate and t equals the number of years in the term.

The income interest is simply one minus the remainder inté¥est. that unlike with
annuity and unitrust interests, no frequency of payment adjustmentaessaey to value an
income interest. An income interest payable annually is wobetlsame actuarially as an interest
stream payable quarterly, because the income beneficiarypeviintitted to income earned on
undistributed income so at the end of each year the distributesotvitie adversely affected by a
delay in payment.

Annuity Interests

The value of an annuity interest is the income interest dividetdogection 7520 rate. |If the
annuity interest is paid other than annually at the end of eachayeadjustment must be made
to increase the value of the annuity to reflect frequency of paymAnnuity interests are very
interest-sensitive: For example, using the high and low points ofabion 7520 rate and
assuming a $100,000 charitable remainder annuity trust with paymerfs ofade quarterly at
the end of each quarter, the value of the deduction for a 65-yearapgd from $51,863.10
to $1,765—and of course flunks the 10% remainder value test.

When interest rates are low, one particular risk with a edeitremainder annuity trust
is the 5% probability of exhaustion test of Rev. Rul. 77-374, 1977-2 C.B. BR%he above
example, the 7% annuity trust payable to a 65-year old donor woul@dllgctlunk the
exhaustion test. In fact, at the February 2009 section 7520 rate of 2 @3arterly annuity of
6% paid to a 76-year old donor actually flunks the 5% test, and aar2ig person cannot
create a charitable remainder trust at all (assumingeglyapayments)! How is the probability
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