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PREFACE

This is not your father’s law and tax book (Part I). The purpose of this text is to communicate to
fundraisers and financial advisors the basic concepts of planned giving in a friendly, straightforward, and
visually attractive format, while providing explanatory text that might be helpful where the visual elements are
insufficient. The intended use is for the reader to flip through the images in the sections of interest until
reaching an image that seems new or confusing, at which point the surrounding explanatory text may be
helpful. The citations in the text are relatively sparse and for those desiring more technical texts with superior
citations 1 recommend Thomas J. Ray, Jr.’s, Charitable Gift Planning, Catherine W. Wilkinson & Jean M.
Baxley’s, Charitable Giving Answer Book, Bruce R. Hopkins’ The Law of Fundraising, and Bryan Clontz’s Charitable
Gifts of Noncash Assets (2nd Edition).

This is not your father’s law and tax book (Part II). This book is intentionally published in a print-on-
demand format. This means that changes can be incorporated into the current version of the book within a
matter of days. It also means that I would be most appreciative of any information related to errors, trivial or
otherwise, because these are easily corrected. Please e-mail me at russell. james@ttu.edu if you happen to find
such. (Special thanks to Jill Gary Hughes, Leo O’Connor, Jr., Peter Hayward, Robert Constantine, and Ray
Tyler for their past guidance in this way.) Note, however, that some errors of omission are intentional as this
is not intended to be an exhaustive treatment of every possible transaction type and option, but rather is
intended to be a basic primer on charitable gift planning.

The slides used in this text are from the courses that 1 have taught for many years as part of the on-
campus and online Graduate Certificate in Charitable Financial Planning and Master of Science in Personal
Financial Planning both in the Department of Personal Financial Planning at Texas Tech University, as well
as in my course in Charitable Gift Planning at the Texas Tech University School of Law. Information on the
online Graduate Certificate in Charitable Financial Planning is available at www.EncourageGenerosity.com.
Additionally, the PowerPoint or pdf version of many of the slides contained herein and audio of some related
lectures are also available, for free, at the website.

And now, on to the disclaimers: This notice is made in order to comply with applicable Treasury Department and
other regulations (including but not limited to Circular 230):  This book is not intended to provide personal legal, tax or
financial advice. Consequently, I urge you to seek the advice of your own legal, tax, or financial professionals in connection with
gift and planning matters. This text is not intended to be used and cannot be used for the purpose of avoiding tax-related
penalties.

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change withont notice. Reasonable people may disagree abont the opinions

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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expressed herein. All transactions and investments entail risks. There is no guarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

This book contains text and images representing charities including The Salvation Army (as an example of a public charity)
and The Bill & Melinda Gates Foundation (as an example of a private foundation). These are used for illustrative purposes
only and should in no way imply any support, endorsement, or affiliation of these organizations with this text or ifs anthor. The
trademarks of these organigations are owned by their respective organizations. Images in this text were purchased from
www.istockphoto.com  and  www.stockfresh.com. The  image of Bill and Melinda  Gates is  from
http:] | commons.wikimedia.org/ wiki/ File:Bill_og_Melinda_Gates_2009-06-03_(bilde_01).JPG and was taken by Kjetil
Ree in 2009. The image of Bill Gates alone is from btip:/ | commons.wikimedia.org/ wiki/ File:Bill_Gates_in_Poland.jpg

© 2006-2024, CPC Holdings, LLC. All rights reserved. 2



© 2006-2024, CPC Holdings, LLC. All rights reserved.

7 BARGAIN SALE GIFTS

Bargain Sale Gifts

later when examining more complex charitable transactions.

Bargain sale:
The transfer of an asset to a charity for
less than fair market value in order to
make a gift

119

Bargain sale gifts are at once a relatively rare
and quite common form of charitable planning.
What does this mean? A traditional bargain sale
gift, such as where a donor sells land worth $1
million to a charity for $500,000 is not a
common occurtence for most charities.
However, other forms of complex charitable
planning involve the donor making a transfer
and, in exchange, receiving back some benefit
from the charity (such as a lifetime income
stream resulting from a Charitable Gift
Annuity). Although not referenced by this
name, such transactions are, in fact, also bargain
sales. Thus, it makes sense to first understand
the rules for the simplest form of bargain sale
transactions, because these same rules will apply

A bargain sale is the sale of an asset to a charity
at less than fair market value in order to make a
gift. A bargain sale is the same as a standard
sale except that the sale price is intentionally
lowered below fair market value for the purpose
of making a gift to the purchasing charity.
Alternatively, one may think of a bargain sale as
a special form of charitable gift where the
donor makes a gift, but also receives money or
other valuable property back from the charity in
exchange for the gift.
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Deduct the
value of

what you -
give less

the value of <A
what you \[_!g—‘-—
get back ‘ /
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Calculating the charitable deduction for a
typical bargain sale transaction can be relatively
simple. The donor deducts the value of what
she gave less the value of what she received
from the charity in exchange for the gift. In
this way, the rules for deducting bargain sale
gifts are like “quid pro quo” gifts. A donor
who makes a $500 contribution and, in
exchange, receives tickets to a charity dinner
worth $100 may deduct $400 ($500 gift - $100
benefit). In both cases, the deduction is the
value given less the value received.

This assumes that the donor is giving
property which can be valued at fair market
value for chatitable income tax deduction
purposes. If the donor gives property that can

be valued only at the /ower of basis or fair market value, then the charitable deduction rules are a bit more
complex and will be reviewed later in this chapter. This also excludes a situation in which a donor makes a
gift in exchange for rights to purchase tickets at college athletic events as such gifts generate no deduction.

Charity wants land worth $1,000,000
Donor sells it to charity for $400,000

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Following the same idea, suppose a charity
wants land owned for more than a year by the
donor that is worth $1 million. The donor
offers a lower price in order to benefit the
charity and subsequently sells the land to the
charity for $400,000. In this case, the donor has
made a $600,000 charitable gift ($1,000,000 land
given to charity - $400,000 payment received
from charity).
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| give $300,000
house with

$100,000

mortgage

of debt relief. Future mortgage payments made on the

A bargain sale can occur even where the charity
does not directly transfer money to the donor.
For example, a donor could make the gift of a
$300,000 house to a charity where the house
was subject to a $100,000 mortgage. The donor
has exchanged property worth $300,000 for
debt relief of $100,000, thus making a gift of
$200,000. Such transactions may not be ideal,
because the $100,000 of debt relief will count as
income to the donor. This treatment of secured
debt occurs regardless of the actual agreement
for which party will ultimately make the debt
payments. For example, if the donor donates a
house with a mortgage, but agrees to make all
subsequent mortgage payments, the transaction
is still treated as if the donor received $100,000
property owned by the charity will constitute

charitable gifts at the time each is made, but the agreement to make future mortgage payments does not
change the tax results of the initial transaction. The initial transaction is still treated as if the donor received a
$100,000 benefit in exchange for transferring the property. Similarly, the donor is treated as receiving
$100,000 of debt relief even if the donor is still legally liable to pay the remaining debt. For this reason, it is
often disadvantageous to gift debt-encumbered property to charity.

Charity pays $3,000
per year for life

exchange from the charity.

121

A Charitable Gift Annuity is another example
of a bargain sale. Suppose, for example, a
donor gives $100,000 of publicly traded
securities (held for more than a year) to a
charity in exchange for lifetime payments of
$3,000 per year for life from the charity. In this
case, the donor has made a charitable gift of
$100,000 less the wvalue of the annuity.
(Calculation of the value of such annuities will
be reviewed in the chapter on the taxation of
Charitable Gift Annuities.) Although the
ultimate calculations for such a charitable
deduction are more complex, the fundamental
principle of bargain sale transactions is the
same. The donor deducts the value of what he
gave less the value of what he received back in
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The rules for calculating capital gain
adds complications
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The tax consequences resulting from bargain
sales become more complex when considering
the results of bargain sales in recognizing capital
gains.  These calculations differ from the
relatively simple capital gain calculations that
result from a normal, non-charitable, sales
transaction.

If an investor pays $500,000 for an item of
property (such as shares of stock) and then
later sells that property for $1 million, the
investor has a capital gain of $500,000. The
$500,000 paid for the property is referred to as
“basis.” The capital gain is simply the amount
the investor received for the property less the
amount the investor paid for the property or, in
this case, $1,000,000 - $500,000. (This passes
over for the moment other potentially
complicating factors that can alter the basis
such as additional investments in improving the
property or depreciation deductions previously
taken, in order to focus on the basic concept of
capital gain as the difference between the
money received at sale and the money paid at

In another example, if the investor pays
$500,000 for an item of property and then later
sells the same item of property for $500,000, the
investor has no capital gain. There is no profit
to be taxed. These examples show the relative
simplicity of calculating capital gain in a typical
transaction. However, this simplicity changes
dramatically with a bargain sale.
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the “sale” part of the transaction, and only this

Suppose the donor pays $500,000 for property
and the property grows in value to $1 million.
However, instead of selling the property for $1
million, the donor wishes to benefit a charity,
and so he sells the property to the charity for a
bargain price of $800,000. What is the donor’s
capital gain on this type of transaction? The
tempting, but wrong answer is to simply subtract
the $500,000 purchase price from the $800,000
received from the charity. This is not the
correct answer. The donor does indeed receive
$800,000. However, because part of the value
of the property was donated, part of the
$500,000 basis in the property will apply to the
“gift” portion of the transaction. Only the
remaining share of the basis will be applied to

“sale” portion of the basis may be subtracted from the

$800,000 received from the charity when calculating the capital gain. The next section walks through this

calculation process step by step.

Step 1: Divide property value

$800,000
Sale Part

Original cost

Value
$1,000,000
Sold to charity for
$800,000

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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The first step in calculating the capital gain
resulting from a bargain sale transaction is to
divide the property value into the gift part and
the sale part. In this case, the donor gave
property worth $1 million to the charity in
exchange for $800,000. Thus, $800,000 of the
transaction was a sale (because the donor
received full compensation for that share of the
property).  The remaining $200,000 of the
transaction was a gift. Another way of thinking
of this is that the donor sold 80% of the
property and gifted 20% of the property.
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Original cost

$500,000

Value
$1,000,000
Sold to charity for

z

$400,000
Sale Part
of Cost Basis

Original cost

$500,000

Value
$1,000,000
Sold to charity for

$800,000

part of the transaction.

80%

Sale Part of
Cost Basis
$400,000

Original cost

$500,000

Value
$1,000,000
Sold to charity for
$800,000

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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The donor received $800,000 from the “sale”
part of the transaction. Thus, the donor will
have $800,000 of capital gain income less the
“sale” part of the donot’s basis in the gifted
property. Determining the “sale” part of the
donor’s basis requires dividing that basis
between the “sale” part and the “gift” part.

Because the donor is treated as having sold 80%
of the property and gifted 20% of the property,
80% of the basis will apply to the “sale” part of
the transaction and 20% of the basis will apply
to the “gift” part of the transaction. Thus, the
$500,000 original cost basis is divided between
the “sale” part and the “gift” part of the
transaction. Because 20% of the value of the
property was gifted to the charity, 20% of the
$500,000 original cost basis (i.e., $100,000) is
applied to the “gift” part of the transaction.
The remaining 80% of the value of the property
was sold, i.e., the donor received full
compensation for 80% of the value of the
property. Thus, 80% of the $500,000 original
cost basis (i.e., $400,000) is applied to the “sale”

Because the donor received 80% of the value of
the property, the donor can use 80% of the
value of the cost basis when calculating capital
gain. In this case, 80% of the cost basis is
$400,000. This is the portion of the cost basis
applied to the “sale” part of the transaction.
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Original cost

$500,000

Value
$1,000,000
Sold to charity for

z

The donor’s capital gain is the $800,000 he
received from the bargain sale transaction less
the $400,000 of basis that applies to the “sale”
part of the transaction. Thus, the donor’s
capital gain is, in this case, $800,000-$400,000,
or $400,000. It may seem disadvantageous to
lose the ability to subtract the full $500,000
basis. Consider, however, the alternate
transaction where the donor sold the property
at a fair market value of $1,000,000 and then
gifted $200,000 of the proceeds to the charity.
The charity would receive the same $200,000
benefit in either transaction. However, if the
donor sold the property, he would pay tax on
$500,000 of capital gain ($1,000,000 sale price -
$500,000 basis). By wusing a bargain sale

transaction, the donor has reduced his capital gain from $500,000 to $400,000. Considering that combined
federal and state long-term capital gains tax rates (including Affordable Care Act taxes) can be in excess of
37%, structuring this transaction as a bargain sale (rather than a sale then gift) can result in substantial tax

savings for the donor.

% of the
property value =
sold

% of cost basis
allocated to
sale

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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The basic principle of calculating capital gain in
a bargain sale transaction is simply that the
percentage of the property value that is sold
(i.e., the percentage of the fair market value the
donor receives in exchange for the property) is
the percentage of the cost basis that can be
used for calculating capital gain. The most
important idea is to avoid the temptation of
simply subtracting the amount paid for the
property (basis) from the amount received for
the property. Although this works for other
types of capital gain calculations, it is not
appropriate here because part of the basis is
applied to the “gift” part of the transaction.
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When would
we use the

gift part of

cost basis?

Remember:
some property
gifts can be
deducted only
at cost basis

==

“unrelated use”
tangible personal
property

The last section reviewed how the “sale” part of
the basis is used to calculate the donor’s capital
gain. But what happens to the “gift” part of the
basis? When would a donor use this in a tax
calculation?

The basis in gifted property is not normally
relevant when the property can be deducted at
its fair market value. In such cases, if an item
of property were worth $100,000, the charitable
deduction for gifting such property would be
$100,000 regardless of the basis in the property.
However, some types of property gifts to
charity may be deducted only at the /ower of
basis or fair market value. For example, gifts of
“unrelated use” tangible personal property are
deducted at the lower of basis or fair market
value. (“Unrelated use” here means that the
charity will not be physically using the tangible
personal property item in furtherance of its
charitable mission, but most likely will instead
be selling the item and using the proceeds.) In

the case of a bargain sale involving such property, the deduction would be limited to the “gift” portion of the
property’s basis. Similarly, a gift of short-term capital gain property (i.e., appreciated property held for 12
months or less) is also valued at basis and the deduction for a bargain sale of such property is limited to the

“gift” portion of the property’s basis.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 126
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Original cost of
“unrelated use”
tangible personal

$400,000
Sale Part

propert ;
$500,000 850"
Current value . o
$1,000,000 oy
Gave to charit EnMERTG R
for $800,000

Deduction

$100,000

Cost basis deduction is “gift part”
of cost basis

of bargain
sales

Tax benefits

Bargain Sale Sale + Gift
$500,000 Original cost
$1,000,000 Value

$800,000 Charity pays

$500,000 Original cost
51,000,000 Value/Sale
$200,000 Gift after sale

$800,000 Donor keeps

$800,000 Donor keeps

$200,000 Charity gets $200,000 Charity gets
$400,000 Capital gain $500,000 Capital gain
(taxable) (taxable)
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Consider the previous example, but now
suppose that the gifted property was “unrelated
use” tangible personal property. Because gifts
of “unrelated use” tangible personal property
can be deducted only at the /ower of basis or fair
market value, the donor in this case may deduct
only the basis. However, the donor may not
deduct the entire basis, because part of the basis
was applied to the “sale” part of the transaction
(and used in the donotr’s capital gain
calculation). Instead, the donor may deduct
only the “gift” portion of the basis, which, in
this transaction, was $100,000 (i.e., 20% of the
original $500,000 basis).

As mentioned previously, there are tax benefits
to using bargain sales, especially when
compared to the alternative transaction of
selling an item of property for its fair market
value and then donating a portion of the
proceeds to charity.

The primary benefit of a bargain sale transaction
as compared with selling the property at fair
market value and then making a gift to charity
out of the proceeds is the partial avoidance of
capital gain tax. Using our original example
(and assuming that the gifted property can be
deducted at fair market value), the donor sells
the $1,000,000 property to the charity for
$800,000 and receives a $200,000 charitable
income tax deduction. If instead, the donor
sold the property for $1,000,000 and then gave
the charity $200,000 out of the proceeds of the
sale, the donor would also generate the same
$200,000 charitable income tax deduction.
However, the capital gain tax consequences of
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the two transactions differ. As calculated previously, the bargain sale results in a $400,000 capital gain (i.e.,
the $800,000 received from the charity less 80% of the $500,000 basis). If instead the donor were to sell the
property at its fair market value and then make a gift to charity out of the proceeds, the donor would
recognize a $500,000 gain (i.e., $1,000,000 received from the sale less the $500,000 basis). Both transactions
result in the transfer of $200,000 of benefit to the charity. Both transactions result in the donor keeping
$800,000 (pre-tax) from the sale. However, the bargain sale generates $400,000 of capital gain where the sale
followed by a gift generates $500,000 of capital gain.

This benefit results from the same principle discussed in previous chapters; it is better to donate
appreciated assets (when such assets can be deducted at fair market value) instead of cash. A gift of cash
generates a single tax benefit: a charitable income tax deduction. A gift of appreciated property generates two
tax benefits: a charitable income tax deduction and avoidance of capital gains tax. The bargain sale, when
used with appreciated property, results in the same double tax benefit for the “gift” portion of the
transaction.

: A donor should not give depreciated property.
Bargaln sales Instead, the donor should sell the depreciated
cannot generate | property, claim a loss for tax purposes, and
tax |OSSES, SO loss | then donate the proceeds of the sale to charity.
prop ert\/ should The same principle applies to bargain sales. A

. donor should not make a bargain sale with
be sold not glfted depreciated property but should instead sell the
depreciated property for its fair market value,
claim a loss for tax purposes, and then donate
¥ some portion of the proceeds of the sale to
charity. A tax loss is valuable. It can be used
to offset other gains and thereby reduce the
taxes owed.  Giving depreciated property
needlessly destroys this tax benefit.

It is usually undesirable to give debt-
encumbered property to charity because the
donor will be treated as having received income
from the charity in the amount of the debt
attached to the gifted property. In some cases,
it may be possible to shift the debt to other
assets so that the property gifted to charity will
have no debt encumbrances. This produces a
much more attractive tax result.

Debt on gifted property is sale income.
Consider shifting debt to other assets.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 128



BARGAIN SALE GIFTS

Giving property with debt

ety Donor
$100,000 deduction

- $100,000 sale (from debt)
$50,000 capital gain
$50,000 remaining equity

Suppose that a donor owned three pieces of
land. Each property was worth $100,000, had
been originally purchased for $50,000 more
than a year ago, and had a $50,000 mortgage.
The donor could choose to give debt-
encumbered property to the charity. However,
giving debt-encumbered property to a charity is
treated as a bargain sale where the donor
receives debt relief in exchange for the gift.
(This is true regardless of whether or not the
donor actually remains liable for the debt.)
Consequently, each gifted property would
generate a  $50,000 charitable income tax
deduction ($100,000 property value - $50,000
“debt relief”) and a $25,000 capital gain
(850,000 “debt relief” received — 50% of the

$50,000 cost basis). In order to generate a $100,000 gift to charity, the donor would need to give two such
properties, generating a $100,000 charitable income tax deduction and $50,000 of capital gain. There is,
however, a much more advantageous way to make such a charitable gift if the debt attached to the properties

could be shifted.

Shifting to give debt-free property

ChaTity] Donor
$100,000 deduction

- S0 sale (from debt)
S0 capital gain
$50,000 remaining equity

If the donor were able to transfer the debt from
one property over to the remaining two
properties, and then donate the single debt-free
property to charity, the tax consequences are
much better. (The likely process of such debt
transference would be to refinance the
remaining two properties to increase their debt
from $50,000 to $75,000, using the proceeds
from this refinancing to pay off the debt on the
property to be gifted.) Gifting this debt-free
property to charity results in the same $100,000
charitable income tax deduction as in the
previous transaction involving the gifting of
two debt-encumbered properties. It also leaves
the donor with the identical $50,000 of
remaining equity as in the previous transaction.

The only difference is that instead of recognizing $50,000 of capital gain as in the previous transaction, the
donor recognizes no capital gain from this alternative transaction. By simply altering the process for making
the gift, the donor has received a substantially improved tax result.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Let’s now examine a few interesting cases
involving the bargain sale rules.

Examples
from
case law

O R e N A E W EE R NI IR Elfies  In the case of Browning v. Commissioner (109,
the county for $309,000 (their normal rate). He T.C. 303, 1997), the taxpayer sold a
deducts for a bargain sale because his appraised value || I P AU I
was $518,000. Result?

county for $309,000. A conservation easement
prevents the land from being developed to its
highest potential in order to maintain the natural
or agricultural state of the land. Such
conservation easements reduce the value of the
land, and are, consequently, valuable property
rights.  The taxpayer indicated a desire to
benefit the county and the county’s
conservation easement program in his decision
to sell the conservation easement to the county
for $309,000. The $309,000 sale price was
based upon the standard rate at which the
county agreed to pay for such conservation
easements. The taxpayer obtained a qualified appraisal for his conservation easement rights of $518,000. The
taxpayer claimed a charitable income tax deduction of $209,000 (i.c., $518,000 fair market value less the
$309,000 sale price). The tax court ruled that this was an appropriate deduction because the donor sold a
property right to the county for less than its fair market value with the intent of benefiting the county’s
program. (Charitable gifts can include gifts to government entities as well as charitable organizations.) Note
that this result happened even though the recipient organization did not necessarily believe that it was
engaging in a bargain sale. The only requirements were that the donor sold the item for less than fair market
value to the charity/government with the intent of benefitting the chatity/government.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 130
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otiations fall hlghway y de 1 In a more extreme case (Consol. Investors
and. The lawsuit settlement pays Group v. Commissioner, T.C. Memo, 2009-

appraised value, so taxpayer claims 290) a taxpayer was engaged in extended
bargam sale tax deduction. Result? negotiations with the highway department over
the sale of land to be used in the construction
of a new road. These negotiations did not go
well. The landowner believed the land to be
worth far more than the highway department
was willing to pay, and this belief was supported
by an appraisal. As a result of the failure to
reach an agreement, the highway department
sued to take the land by force through eminent
domain. In settlement of the contentious
lawsuit, the taxpayer agreed to take an amount
that was greater than the highway department’s
carlier offers but less than appraised amount.
Throughout the process, the highway department strongly disagreed with the high appraisal valuation
obtained by the taxpayer. Nevertheless, after settling the lawsuit, the taxpayer claimed a charitable income tax
deduction for the difference between the appraised value and the amount ultimately received from the
highway department. The tax court found that the taxpayer’s appraisal was appropriate, meaning that the
taxpayer received less than the fair market value in exchange for the land. Importantly, in the early
negotiation period of this case the taxpayer had sent communication to the highway department referencing
an interest in a sale or “contribution/sale.” The court indicated that this communication established the
donor’s charitable intent in benefitting the highway department. Thus, despite the recipient’s vociferous
contention that they had paid fair market value and that there was no bargain sale, the taxpayer/donor was
allowed to deduct the difference between the appraised value and the amount received from the government
entity. This is an extreme case showing that it is not the charitable recipient’s intent or belief that matters, but
only that the donor sold property to the charity for less than fair market value with the intent of making a
partial gift to the charitable entity.

[ Cou wcharltable intent in negotlatlon Ietters;g erencing
.p055|b|||ty0f CONtHDULION/SAlE”: torsetineston cronphicommimme e o

. . As mentioned previously, understanding the tax
Ba rga I n Sa Ie G Ifts consequences of bargain sale gifts serves two
purposes. First, traditional bargain sales can be
a useful charitable planning device.  As
g contrasted with selling at fair market value and
then making a gift out of the proceeds of the
sale, a bargain sale gift can result in lower
capital gain taxes. Second, other types of more
complex charitable planning, such as Charitable
Gift Annuities, are themselves forms of bargain
sales. Thus, understanding the tax rules for
bargain sales is helpful in understanding the tax
consequences for these more complex
———| transactions, because the same principles will
continue to apply.
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