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The effectiveness of many financial planning strategies
depends on interest rates. Some work better when
rates are low; others lose their edge when rates rise. If
your goal is a large tax deduction or income stream, the
prevailing interest rate can significantly affect results.

However, before we look at various strategies and how
they are affected by changes in interest rates, let’s
review the history of interest rates.

Various financial planning techniques use the Internal
Revenue Service’s (IRS) Section 7520 rate, a benchmark
linked closely to current interest rates published monthly.
In early 2025, the IRS 7520 rate was in the 5.2% to 5.4%
range. That’s an increase of more than 300% from the
rates in 2022, when they were just 1.6%.

This article focuses on the impact of short-term rates.
However, in the context of the long-term trend, current
rates remain relatively low. Based on the following chart,
the long-term low was December 2020, when the rate
hit 0.48; the high was 10.2% in December 1990.
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Impact of interest rate changes on charitable trust planning

Two main types of trusts are used in charitable planning.

1. Charitable remainder trust (CRT)

A donor sets up an irrevocable trust for either a specified
period (not to exceed 20 years) or for the remainder of
their life. The donor receives income during the term of
the trust and the charity receives the remainder at the
end of the term. The donor receives a current income
tax deduction for the present value of what the charity
will receive in the future, requiring a calculation based on
the current Section 7520 interest rate.

A CRT can be structured in two ways. One option
provides fixed annual payments (a charitable remainder
annuity trust, or CRAT). The other pays a percentage

of the trust’s value each year, varying with investment
performance (a charitable remainder unitrust, or CRUT).

Example:

Jane Smith, age 64, wants to fund a CRAT for $1 million.
It will pay her 5% of the initial value annually (distributed
quarterly) for 15 years and the trust’s growth rate is 7%
per year. Assuming a low Section 7520 interest rate

(say 1.2%, which is what we saw a few years ago) her
charitable deduction would be $314,283.

As interest rates increase, the present value of the
payments to the donor decrease, resulting in an
increase in the value of the remainder, which goes to
the charity (thus increasing the charitable deduction).
So, if Jane set up the CRAT when interest rates were at
5.4%, the charitable donation would have increased

to $484,665.

Donor’s Deduction

Possible Current

Section 7520 Rate Fulri:::;a; S Pr:fs::;h/iatlue Year Income Tax as a Percentage of
y Deduction Amount Transferred

5.4% $50,000 $515,335 $484,665 48.467%

1.20% $50,000 $685,283 $314,283 31.428%

Note: This calculation is for illustrative purposes only. It assumes use of the 2010CM Actuarial table.

2. Charitable lead trust

The charity receives an income stream for a period

of time, then the trust terminates with the proceeds
distributed to the beneficiaries (typically family members
such as children). Like CRTs, charitable lead trusts may
provide either a fixed (CLAT) or variable (CLUT) income
stream to the charity. Since the value of the stream

of payments to the charity is worth less as interest

rates increase, the value of the current tax deduction
correspondingly decreases as interest rates increase.

Example:

Jane Smith is considering funding a charitable lead
annuity trust with a 15-year term and a 5% annual
payout (paid quarterly) to the charity with a growth rate
of 7% per year. If the Section 7520 interest rate is just
1.2%, the charitable deduction available to the donor is
$685,717. However, if interest rates increase to 5.4%, the
deduction drops to $515,335.

Donor’s Deduction

Possible Current

Section 7520 Rate Fg:t ;Zirts RT;:::S:ter Year Income Tax as a Percentage of
y Deduction Amount Transferred

5.4% $50,000 $484,665 $515,335 51.533%

1.20% $50,000 $314,283 $685,717 68.572%

Note: This calculation is for illustrative purposes only.
It assumes use of the 2010CM Actuarial table.
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Charitable gift annuities (CGA) are a third type of
charitable vehicle affected by the variability in interest
rates. In these arrangements, the donor makes a gift to
a charity and receives a fixed annual income payment
for life. The interest rate affects both the annuity’s
payout rate and the deduction the donor can claim. The
payout rate is largely based on the American Council on
Gift Annuities (ACGA) suggested maximum rates.

Several factors influence payout rates, but the current
federal funds rate is one of the most important. The
income tax deduction available to the donor is the
donated amount less the present value of the expected
annual payments. That translates into a higher income

Gift Annuity

Section 7520 Rate Payout Rate

4.60% 5.9%
1.60% 5.3%

tax deduction for the donor as interest rates increase (if
the payout from the charity does not change).

There is a significant correlation between current interest
rates and the gift annuity payout rate for the CGA.

Example:

As interest rates rose through 2022, one charity increased
its payout rate for a 70-year-old from 5.3% to 5.9%. So,
if a donor gave a charity $1 million in 2023 as opposed
to 2022, their annual payments would be $6,000 a year
more for their entire life. In addition, the value of the tax
deduction also would have increased from $348,291 to
$433,423 because of the rise in interest rates.

A UE Possible Income
Payment Tax Deduction
$59,000 $433,423
$53,000 $348,291

Note: This calculation is for illustrative purposes only. It assumes use of the 2010CM Actuarial table.

Other estate planning tools

Several other tools are designed to transfer future appreciation out of the donor’s estate. Their effectiveness changes
dramatically with changing interest rates. These tools are most beneficial to people who have either exhausted or want
to preserve their lifetime gift/estate exemption ($13,990,000 for 2025) and want to transfer assets tax free to children or

other beneficiaries. We will review these four:

1. Grantor retained annuity trust (GRAT)

A GRAT lets the grantor place assets into a trust for a
set period. During that time, they receive payments of
the original principal plus interest (again using the IRS
7520 rate). Any growth above that rate passes on to the
beneficiaries free of gift taxes.

Annual Distribution

Section 7520 Rate ‘ to the Grantor

5.4% $540,862
1.20% $509,009

IRS Value of Remainder

Example:

A grantor set up a two-year GRAT with $1 million

with the next generation as the beneficiary, and the GRAT
earned 8% per year. If the IRS 7520 was at 1.20%, the
amount remaining after the term passing gift-tax free to
the next generation would be almost $109,000. However,
if the rate increased to 5.4%, the amount remaining
would have dropped to less than $43,000 because the
required rate of return hurdle (i.e., the IRS 7520 rate) was
much higher.

Actual Remainder to
Family (After 2 Years)

for Gift Tax Purposes

$0.02 $ 42,622
$0.00 $108,899

Note: This calculation is for illustrative purposes only. It assumes use of the 2010CM Actuarial table.
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2. Sale to an intentionally defective grantor trust
(IDGT)

An IDGT is an irrevocable trust focused on estate tax
savings. IDGTs can be an effective way to transfer future
appreciation from a rapidly appreciating asset with little
or no gift or estate tax cost. They are ignored for income
tax purposes but not for estate and gift tax purposes. It
is this inconsistent treatment of income versus estate/
gift taxes that gives rise to use of the term “defective.”

The IRS has ruled that a sale or other transaction
between an IDGT and the grantor does not result

in any capital gain or loss, or any other income tax
consequences. Therefore, a grantor can sell appreciated
assets to their IDGT without realizing any capital gain.
Since the transaction is a sale for fair market value,
there’s no taxable gift. The trust issues a note with

an interest rate at or above the applicable federal rate
(AFR), which the IRS publishes monthly. The AFR is
similar to but different from the IRS 7520 rate.

Annual Note Payment by

Example:

A grantor seeded the trust with a $100,000 gift and sold
an asset worth $1 million to their IDGT and took back

a nine-year note with a mid-term AFR rate of 4.46%. If
the trust were to grow 8.0% annually, the grantor could
shift $484,029 to the trust beneficiaries at the end of the
term. If the grantor did the same transaction when the
mid-term AFR rate was 1.26%, the grantor could shift a
value of $722,524 to the trust beneficiaries. The lower
AFR results in more potential to transfer wealth. This
technique works well when a taxpayer has a significant
estate (subject to estate taxes) and has an asset that
generates enough cash flow to cover the payments on
the note.

Gift Subject to Projected Value at

Mid-Term AFR Trust/Received by Seller
4.46% $137,327
1.26% $118,228

Source: NumberCruncher.
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Gift Tax End of Term
$100,000 $484,029
$100,000 $722,524
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3. Qualified personal residence trust (QPRT)

A QPRT is an effective way to transfer the future
appreciation of a personal residence out of the estate.
A homeowner transfers their residence into an irrevocable
trust, retaining the right to live in the residence for

a certain number of years; afterward the residence
passes to the beneficiary. The estate tax benefit comes
from the fact that the gift tax value is reduced to the
present value of the remainder interest. The remainder
interest has an inverse relationship to interest rates, so
as interest rates increase, the value of the remainder
interest decreases (and thus lowers gift taxes).

Taxable Gift
(Present Value of
Remainder Interest)

Section 7520 Rate

Example:

Tom, age 75, puts his $500,000 residence (which has
been appreciating at a 4% rate) into a QPRT with a
10-year term. If the current IRS 7520 rate is 1.2%, the
taxable gift to the beneficiary (typically a family member)
would be valued at $265,590. However, if the rates rise
to 5.4%, the value of the gift drops to just $176,855.
With this technique, if the interest rate is higher, it results
in the value of the grantor’s retained right being higher
and thus, less of a gift to the remainder beneficiaries,
which makes it an effective wealth transfer strategy
during periods of higher interest rates.

Potential Estate
Tax Savings
(Assuming a Combined
Death Tax Bracket of 50%)

Property Value

After 10 years

5.4% $176,855
1.20% $265,590

$740,122
$740,122

$281,634
$237,266

Note: This calculation is for illustrative purposes only. It assumes use of the 2010CM Actuarial table.

4. Intra-family loan

This simple technique involves a loan to a family member
at the AFR. If the investment return exceeds the loan
rate, the difference passes on to the borrower tax free.
This strategy works best in a low-interest environment. If
the rates are still low when the note matures, the lender
and the borrower can refinance and continue with this
strategy. However, the loan should be documented

with a note, which could be interest-only with a balloon
payment of principal at the end of the term.

Example:

Suppose a parent loaned a child $1 million for 10 years
at interest only and a balloon at the end. If the child
invested it into an instrument yielding 7%, the current
AFR would have a dramatic impact on the effectiveness
of this technique. In April 2022, long-term monthly AFR
was at 2.23%. That means the difference between

the investment income of $70,000 and annual interest
payments of $22,300 would, with compounding, end
up with almost $660,000 being transferred to the next
generation tax free. If interest rates rose to 4.71% (March
2025 long-term monthly AFR) and all other assumptions
remained the same, the amount transferred tax free to
the next generation would drop to less than $317,000, a
decrease of more than 50%.

Net Amount Available
to Child After

Balloon Payment

(End of Year 9)

Mid-term AFR Interest Paid
(Annual Compounding) Annually
4.71% $47,100
2.23% $22,300
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Payment of the Loan

$1,000,000
$1,000,000

$317,000
$660,000

Source: NumberCruncher.
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Conclusion

There are many financial planning tools available to help you achieve whatever goal you may have, which can include
providing an income stream, diversifying a portfolio, and satisfying charitable desires in a tax-efficient manner. As
interest rates vary over time, so do the benefits of the various tools. For example, if you wanted to maximize the current
tax deduction for a contribution to your charitable remainder trust, higher interest rates would benefit you. This chart
summarizes the impact of interest rates on the various technigues discussed above.

Lower

Interest Rate
Environment

Higher
Interest Rate
Environment

Grantor Retained Annuity Trusts
(GRATSs)

Charitable Lead Annuity Trusts
(CLATSs)

Intra-Family Loans

Sale to an Intentionally Defective
Grantor Trust (IDGT)

Qualified Personal Residence Trusts

Charitable Remainder Annuity Trust

Charitable Gift Annuity

More Favorable

More Favorable

More Favorable

More Favorable

Less Favorable

Less Favorable

Less Favorable

Less Favorable

Less Favorable

Less Favorable

Less Favorable

More Favorable

More Favorable

More Favorable

Growth on asset > Section 7520 rate
passes to beneficiaries.

Higher possible income tax deduction in
low-rate environment.

Growth on investing borrowed funds
outpaces interest payments.

Growth on asset > Section 7520 rate
passes to beneficiaries.

Less taxable gift to remainderman.
Potentially more estate tax savings.

Higher rate, less gift to income beneficiary,
higher amount to charity.

Higher rate generally leads to a higher
annuity payout and potentially larger
charitable deductions.

Before choosing a strategy, it’s essential to evaluate your overall goals and personal situation. Each strategy affects
multiple parts of your financial life, so planning should never occur in a vacuum. A well-coordinated financial plan,
revisited on a regular basis, helps ensure the desired goals are achieved and undesired surprises are avoided. Good
planning also allows for modifications should your family situation change, as it often does.

For more information, please contact your advisor.

The Key Wealth Institute is a team of highly experienced professionals representing various disciplines within wealth

management who are dedicated to delivering timely insights and practical advice. From strategies designed to better
manage your wealth, to guidance to help you better understand the world impacting your wealth, Key Wealth Institute
provides proactive insights needed to navigate your financial journey.
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The Key Wealth Institute is comprised of financial professionals representing KeyBank National Association (KeyBank) and certain affiliates, such as Key Investment Services
LLC (KIS) and KeyCorp Insurance Agency USA Inc. (KIA).

Any opinions, projections, or recommendations contained herein are subject to change without notice, are those of the individual author(s), and may not necessarily represent
the views of KeyBank or any of its subsidiaries or affiliates.

This material presented is for informational purposes only and is not intended to be an offer, recommendation, or solicitation to purchase or sell any security or product or to
employ a specific investment or tax planning strategy.

KeyBank, nor its subsidiaries or affiliates, represent, warrant or guarantee that this material is accurate, complete or suitable for any purpose or any investor and it should
not be used as a basis for investment or tax planning decisions. It is not to be relied upon or used in substitution for the exercise of independent judgment. It should not be
construed as individual tax, legal or financial advice.

The summaries, prices, quotes and/or statistics contained herein have been obtained from sources believed to be reliable but are not necessarily complete and cannot be
guaranteed. They are provided for informational purposes only and are not intended to replace any confirmations or statements. Past performance does not guarantee
future results.

Investment products, brokerage and investment advisory services are offered through KIS, member FINRA/SIPC and SEC-registered investment advisor. Insurance products
are offered through KIA. Insurance products offered through KIA are underwritten by and the obligation of insurance companies that are not affiliated with KeyBank.
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