




of time and total cost required for repayment.  For example:

A current loan outstanding to a child with a principal balance of 
$190,000 at 8% would require approximately 13 years to repay 
at $24,000 a year.  However, if the loan was refinanced at the 
May 2010 Mid-Term rate of 2.87%, the loan can be repaid in only 
9 years with a resulting savings to the child of over $90,000. 

When refinancing:

•	 In general, you want to pick the shortest term possible to lock in the 
lowest rate possible.  However, when there is not a clear answer as to 
how the loan should be restructured based on the current rates, ask for 
assistance in coming up with creative alternatives.

•	 Follow all of the legal formalities and be sure to have a new promissory 
note executed.

•	 Make sure that the payments are either made timely or forgiven 
(resulting in a gift), and in either case – document!

“Lock-in” Fixed Rates.  If a family member has an outstanding demand 
obligation to you, consider moving to a fixed-rate obligation.  As previously 
mentioned, demand notes and obligations are essentially variable rate 
obligations that track the Short Term Rate and while the current Short Term 
Rate is very low, most investors agree that higher rates are on the way.  
Therefore the opportunity to lock in a rate below 3% for up to three (3) years 
may have some appeal on a loan to a family member.

One negative for Tennessee residents on changing to a fixed term loan with 
a term in excess of six (6) months is that the Tennessee Hall Tax will impose 
a 6% tax on the income from the obligation.

Sale to an Intentionally Defective Grantor Trust.  This is a fairly 
sophisticated estate planning technique which will be discussed more 
fully in a future issue of this newsletter.  However, in the context of “things 
that work best with the current low interest rates” this technique must at 
least be noted and considered.

Here are the basics on how it works:

•	 A Trust is established for the benefit of your family.

•	 The provisions of the trust meet the federal tax code requirements that 
cause the trust to be treated as a “Grantor Trust” for federal income 
tax purposes.  The result is that you and the trust are treated as being 
the same person for federal income tax purposes.   

•	 The most important tax consequences of the Grantor Trust treatment are:

○○ There is no gain or loss recognized on the sale of assets 
between you and the trust;

○○ There is no recognition of income on interest paid on an 
installment obligation between you and the trust; and

○○ You personally recognize all of the federal income tax 
consequences of the investments of the trust – meaning that it 
does not pay federal income tax.

In utilizing the technique, typically a significant gift is made to fund the trust.  
This gift is usually followed by a sale to the trust of additional assets equal in 
value of up to nine (9) times the value of the initial gift.  The sale of the assets 
to the trust is supported by a promissory note which must bear interest at the 
required minimum federal rate.  The ability to utilize the current low interest 
rates for the promissory note typically shaves years and substantial sums 
off of the repayment of the note compared to the required rates in a more 
typical interest rate environment.

This is a great planning tool – especially when interest rates are low.  When 
used in conjunction with what we hope are temporarily low assets values, 
this can be a powerful tool for moving a family business or other family 
assets down to the next generation.

Grantor Retained Annuity Trust (“GRAT”).  This is another sophisticated 
technique which will receive a more through review in a future newsletter.  
However, again with these low rates it must at least be mentioned.

In the typical GRAT, a trust is established for a set number of years (usually 
two to five years) and the Grantor retains the right to receive fixed payments 
back from the trust on each of its anniversaries during the trust term.  The 
actuarial value of these payments to be received is usually structured to 
equal the value of the assets contributed to the trust, meaning that the 
value of the gift is zero.  The determination of the actuarial value of the 
payments depends on (1) the term of the trust, and (2) the required federal 
interest rate which is the Section 7520 Rate.  The US Treasury publications 
then provide the actuarial factors, based on those two assumptions, to 
compute the value of the gift.  

Conceptually, in looking at the impact of interest rates on the usage of 
GRATs, to the extent that the investment performance (including income 
and asset appreciation) of the GRAT’s investments exceeds the Section 
7520 rate used at the inception of the GRAT, there should be assets left in 
the Trust to pass to the Grantor’s family after the payments to the Grantor.  
The greater the investment performance over the Section 7520 rate – the 
more that should be left.  But, if the investment performance is less than 
the Section 7520 rate, all of the trust assets will be used to make the 
payments to the Grantor and nothing will be left to pass to the family.  An 
additional feature that helps the investment performance is that a GRAT is 
a Grantor Trust for federal income tax purposes meaning that the taxable 
income and gains earned by the trust are taxable to the Grantor, not the 
GRAT.  Furthermore, the fixed payments to the Grantor are not taxable.

The above description is a very general overview of a complex planning 
technique.  However, with a 3.4% Section 7520 rate as the performance 
rate to beat to have a winner, it is worth considering.  Please let us know if 
you would like to further consider this type of transaction.

Charitable Lead Annuity Trusts (“CLAT”s). The charitable lead annuity 
trust is a planning technique which is similar to the GRAT except that with the 
CLAT the required payments during the trust term are paid to a charity rather 
than the Grantor.  At the end of the trust term, the remaining trust property 
passes to the family members or other beneficiaries.  Depending on how the 
CLAT is structured, it may or may not be treated as a Grantor Trust for federal 
income tax purposes (with its income taxed to the Grantor during its term), 
with this decision also determining whether or not the Grantor is entitled to 
an income tax deduction on the front end.

Here again, the Trust term and the Section 7520 Rate are used to determine 
the US Treasury actuarial factors that then determine the value of the taxable 
gift.  While GRATs are often created with a zero value computed for the 
remaining gift to the family, zero’ed-out CLATs are less common.  Also, CLATs 
are typically longer term arrangements than GRATs and often go out 10, 15 
or 20 years.  

In looking at the impact of a low interest rate on usage of the planning 
technique – the outcome for CLAT is the same as with the GRAT.  To the extent 
that the investment performance exceeds the required interest rate, there 
should be something left to the family in excess of the value of the taxable 
gift that was computed at the inception of the trust.

As with all planning techniques that involve charity, a CLAT is only worth 
consideration if you have a true charitable desire.  But if you do, and the 
required federal rate is low, a CLAT is an opportunity to take the amounts 
that you had planned to give to charity over time and to utilize those gifts 
hopefully in conjunction with solid investment performance to move assets 
to your family on a tax-advantaged basis.

Conclusion –

While we are not at the lowest rates of the decade, a quick look at the 
included charts tells you that the current rates may be the lowest that we 
may see for quite a while.  And given these low rates, the best thing to do 
is to take a moment to consider if there is anything that should be done to 
take advantage of them, because at some point I expect that it will be time 
to write the article entitled “Estate Planning in the Current High Interest 
Rate Environment”.
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Please contact us with any questions.  Members of the LBMC Wealth Management Team are ready to help.

In the investment business, it is easy to talk about diversification. 
Most investors understand that it is beneficial to diversify their 
assets, so most investment providers focus their marketing 
efforts on their devotion to diversification. However, the measure 
of a firm’s commitment to effective diversification can be found in 
the strategy (or lack thereof) they employ.

At LBMC Investment Advisors, our investment strategy is based 
on the science of investing built upon decades of academic 
research and institutional application. Our portfolios are designed 
to accomplish one, single task – to capture the market’s return 
while minimizing risk through prudent diversification. Our 
philosophy is firmly grounded in both Efficient-Market Hypothesis 
(EMH) and Modern Portfolio Theory (MPT).

EMH helps us understand asset pricing. It asserts that all known 
information is already reflected in the value of any asset, thereby 
making it is improbable to consistently uncover securities 
whose real value deviates from its market value. With millions of 
investors seeking the highest risk-adjusted return on their capital, 
competition quickly drives prices to their fair value. 

MPT guides us in the construction of our portfolios. One of 
the most important and influential economic theories ever 
postulated (it won the Nobel Prize in 1992), MPT provides the 
framework for creating optimal portfolios by closely considering 
the relationship between risk and reward. MPT proved that 
by commingling poorly correlated asset classes together in 

a portfolio, the portfolio’s risk could actually be lower than 
the sum of its individual parts. MPT is the gold standard for 
prudent diversification; in fact, it was the underpinning of the 
Uniform Prudent Investors Actv, which governs prudent fiduciary 
procedure in 44 states in the U.S.

Contrary to what Wall Street would like you to believe, market 
timing and security selection add very little, if any, return 
to a portfolio, and we eschew such tactics in our portfolio 
management. We do not follow the latest investment fads, chase 
performance, or engage in emotion-based trading in our clients’ 
portfolios. All of these activities will significantly reduce the 
probability of delivering the risk-adjusted returns that are there 
for the taking for investors – and their advisors – who stay the 
course.

Instead, using EMH and MPT as our guides, we focus our actions 
on factors that have a high probability of creating a successful 
investment strategy: 
1.	 Diversifying both within and across a wide variety of asset 

classes 
2.	 Minimizing fees and transaction costs as much as possible
3.	 Maximizing our clients’ after-tax returns

Finally, we will closely monitor the portfolio to ensure the 
structural integrity is never compromised. 

By embracing proven academic theories and building an 
investment strategy focused on factors that can be controlled, 
you can create portfolios that have a much greater likelihood 
of success for clients than the typical trading-intensive, 
performance chasing approach that Wall Street sells investors.

the key to
Successful 
Investing
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