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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
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12 CHARITABLE REMAINDER TRUSTS

Charitable
Remainder Trusts

¥ iti 7Y Anything Left
) mander o) ARBekR
) ) 5 i)
Boror CRT Charity
Payment
During Life

Charitable Remainder Trusts are the most
powerful and flexible charitable planning
vehicles available to donors and charitable
planners. These instruments offer enormous
potential tax advantages along with enough
freedom to address the needs of even the most
exacting client with highly peculiar preferences.
Unlike Charitable Gift Annuities, Charitable
Remainder Trusts are typically individually
created to precisely match the plans and
preferences of the individual donor.  This
flexibility does come at a cost, specifically the
cost of individually constructing and annually
maintaining the trust. But, for large
transactions these costs can be relatively
inconsequential. Despite the unique nature of

most individually crafted Charitable Remainder Trusts, all must comply with the broad framework from the

Internal Revenue Code.

The donor sets aside assets from

which he takes payments, with any
remaining amount going to charity

o iti Anything Left
Transter \ - A 3 Desth
] D) s N
Donor Charity
Payments
Dutying Life
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The most common form of a Charitable
Remainder Trust is one where the donor places
assets into a trust from which he receives
payments for life, with any remainder going to
charity at death. In the accompanying image,
the Charitable Remainder Trust (CRT) is
pictured as a basket holding cash. A trust is,
essentially, a basket — with instructions — that
holds money or other assets. The Charitable
Remainder Trust is no exception.  The
Charitable Remainder Trust is a special kind of
trust “basket,” because it is itself a charitable
entity. Consequently, the trust pays no taxes on
income or capital gains from typical
investments. The Charitable Remainder Trust
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differs from the Charitable Gift Annuity in that it is typically a donor-created vehicle. Whereas Charitable
Gift Annuities are issued, administered, and managed by the charity, the charitable beneficiary of a Charitable
Remainder Trust may not even know of its existence until receiving the final distribution check.

REWINENTERE Rl R o R TR [l o] MY { (Il Although the most common form of the
people, or other people and charity Charitable Remainder Trust is one where the

donor sets aside assets from which he or she
takes payments with any remaining amount
going to charity at death, there are other
varieties. For example, the payments need not
go to the donor, but could instead go to
someone else selected by the donor. The
payment recipients (a.k.a. annuitants) could
even be a combination of the donor, the
donor’s friends or family, or other charities.
(However, at least one beneficiary must be non-
charitable.)

5% of trust
assets

CEWTN NI CRET W TR (o1 lo o1 To s I {=Ne ] {os]@ Although payments are typically made for the

as many Iives as desired or"- dOnOr’S hfe (Or the ]Olnt ]jVCS Of the dOnOr and
the donot’s spouse), a Charitable Remainder

Trust can pay for any number of lives. Where
the Charitable Gift Annuity is limited to a
maximum of two lives, no such limitation exists
for Charitable Remainder Trusts. (The only
requirement being that the individuals were
alive at the creation of the Charitable
Remainder Trust. This would prohibit a trust
that would pay for the lives of “any of my
grandchildren, whether currently living or born
in the future.”)

: Paymen*s

during li
or lives

e
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Payments can be for a fixed period of
20 or fewer years

CRT

i

Payments
for 20 years

Payments can be a fixed dollar
amount (min 5% of initial value)a Charitable
Remainder Annuity Trust (CRAT)

1,000 Pe
ear for Life

Alternatively, a Charitable Remainder Trust can
pay for a fixed period of years. However, the
fixed period of years cannot exceed 20 years.
Thus, Charitable Remainder Trusts can be
made to last much longer by selecting payments
for several lives, rather than a fixed period of
years. Additionally, the terms can be combined.
Thus, the payment could be made for the
donor’s life or 20 years whichever is longer
[Treas Reg. 1.664-3(2)(5)(i1)]. This option
provides a lifetime annuity with a 20-year
minimum payment regardless of actual life span
of the measuring life.

There are two types of Charitable Remainder
Trusts. The first is a Charitable Remainder
Annuity Trust (CRAT). The Charitable
Remainder Annuity Trust pays a fixed dollar
amount each year (or more frequently) for the
life of the trust. In this way, the Charitable
Remainder Annuity Trust is like a Charitable
Gift Annuity. One difference is that the
Chatitable Remainder Annuity Trust is backed
by the assets in the trust, where a Charitable
Gift Annuity is backed by the issuing charity. If
the assets in a Charitable Remainder Annuity
Trust are exhausted (due to either poor
investments or exceptional longevity of the
annuitant) the annuity payments will cease.
Similarly, if a charity becomes bankrupt, the

Charitable Gift Annuity payments may be reduced or cease altogether, depending upon competing creditor
claims and remaining assets. The relative security of annuity payments from a Charitable Remainder Annuity
Trust as compared with a Charitable Gift Annuity depends upon the underlying investments in the trust or
the financial strength of the issuing charity, respectively.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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CEWNENICRE DN JER P N (d eIl Alternatively, payments can  be a fixed
(2N ARSE R ERII N ETG e ] percentage (between 5% and 30%) of all trust
Remainder UniTrust (CRUT)

assets. This type of Charitable Remainder Trust
is referred to as a Charitable Remainder
Unitrust (CRUT). This is the more common
type of Charitable Remainder Trust. Unlike the
Charitable Remainder Annuity Trust, the
Charitable Remainder Unitrust allows the
recipient to benefit from investment growth
within the trust. The annuity payments in a
CRAT are for a fixed dollar amount, but over
CRT time, inflation can reduce the purchasing power
of that fixed dollar amount. If inflation also
) results in higher interest rates for investments
5% of trust assets held by the CRUT, then its payments could
increase over time, helping to maintain the
purchasing power of the payments. Both the CRAT and CRUT are subject to investment risk. The risk in a
CRAT is that the payments will cease due to exhaustion of all CRAT assets. The risk in a CRUT is that the
payments will become smaller and smaller. The CRUT payment doesn’t normally cease, because its payment
is a percentage of the value of all assets currently in the trust. For example, if a 10% payout CRUT were
established with $100,000 and the money was held in a non-interest bearing account, the first payment would
be $10,000 ($100,000 x 10%), the second would be $9,000 ($90,000 x 10%), the third would be $8,100
($81,000 x 10%), the forth would be $72,900 ($72,900 x 10%), and so forth. The payments would never
actually cease but would just become smaller and smaller over time. (Although after 132 years, the payments
would fall to less than one penny, so perhaps then the trust payments would necessarily cease.) A CRUT does
not risk complete exhaustion like a CRAT unless the underlying investments become worthless due to market
events.

m A donor can transfer cash or property to a

. e Charitable Remainder Trust. Most commonly,
(usually appreciated securities) this transfer is of appreciated property. As we

will see later, the attraction for transferring
appreciated property is that such transfers can
avoid capital gains taxes, but still allow the
donor to receive payments from the
' undiminished proceeds of the sale of the
T",g:,f;?ér : transferred property. Transfers to Charitable
|_> R Remainder Trusts can include cash, shares of

' = stock (other than subchapter S corporation
shares), bonds, limited partnership interests,
real estate, tangible personal property, and
almost any other asset.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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The donor creates the rules in a Charitable
Remainder Trust, so long as those rules fit
within the general guidelines for Charitable
Remainder Trusts established by the Internal
Revenue Code.  This enormous flexibility,
however, ends after the trust is created. A
Charitable Remainder Trust is an zrrevocable trust.
Once the rules are created, the rules cannot
normally be changed. This irrevocability is what
allows the Charitable Remainder Trust to
become a charitable entity (i.e., it cannot later be
made less charitable). Irrevocability also allows
the donor to take a tax deduction for his or her
transfer to the trust.

The importance of irrevocability arises in
other areas of charitable planning as well. A
donor receives no income tax deduction for having a charitable beneficiary in his or her will because the
donor could, at any point, remove all charitable beneficiaries. In contrast, when the donor transfers a
remainder interest with retained life estate in a home or farm to a charity, the donor can take an immediate
tax deduction, even though the charity will not become full owner of the property until the death of the
donor. The key difference between a will and a remainder deed is that the will is revocable, and the transfer
of a remainder deed is not.

Although the donor loses the ability to change the rules of the trust once it is created, the trust rules can
still provide for ongoing donor influence in several areas.

In many cases, the donor may act as In many cases, the donor may act as trustee of
CRT trustee and manage the assets the Charitable Remainder Trust and continue to
manage the assets and investments. There are

certainly guidelines that must be followed to
ensure that the donor is not receiving any
additional benefit from the trust or engaging in
self-dealing, but there is no prohibition against
a donor managing his or her own Charitable
Remainder Trust. Alternatively, the donor may
instead choose who the trustee will be and keep
the ongoing power to appoint or remove
trustees. 'The donor could select a friend, a
family member, a trust company, or even a
charity to serve as trustee of the trust.

However, some plans will require the use
of an independent trustee. For example, the
donor may not act as trustee if the trust allows payments to be withheld or shifted amongst various non-
charitable recipients. This keeps too much power with the donor and causes the trust to be treated as simply
the property of the donor.

The donor creates
the rulesin a
Charitable
Remainder Trust,
but once created
it is irrevocable

231
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The donor may keep the right to
change which charity receives money

Although the donor may not keep any rights to
change which non-charitable beneficiaries
receive payments (or the amount of those
payments), the donor is permitted to decide
which charity will receive the remainder interest
at the termination of the Charitable Remainder
Trust. The Internal Revenue Code requires
only that the remainder interest ultimately goes
to some charity. The donor could even choose
for the remainder interest to go to a private
foundation. Thus, the donor could establish a
Charitable Remainder Trust payable to a
university, retain the right to change the
charitable beneficiary, and later establish his
own private family foundation and declare that
foundation as the new charitable beneficiary.

(If the donor keeps the right to name a private foundation as the charitable beneficiary, charitable deductions
resulting from transfers to the trust will be subject to the income limitations for gifts to private foundations.)
This flexibility to change charities is available, but not required. It is perfectly acceptable to have a
Charitable Remainder Trust where the remainder beneficiary cannot be changed (unless, for some reason, the
remainder beneficiary no longer qualifies as a charity at the time of the termination of the trust). Indeed,
most charities will not agree to act as trustee of a Charitable Remainder Trust unless they are named

irrevocably as the remainder beneficiary.

When might a donor wish to use a
Charitable Remainder Trust?

4 Initial A An;/thingleft

7 Transfer P 0. t Death
] B s )
Donor j

Payments
Du!ing Life

Charity
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Given the flexibility of the Charitable
Remainder Trust, it can be a useful tool for
donors with a variety of financial goals and
circumstances. The ability to take payments
from the proceeds of highly appreciated assets
— undiminished by capital gains taxes at their
sale — accompanied by tax free growth of
investments inside of the Charitable Remainder
Trust along with receiving an immediate tax
deduction for a post-mortem transfer make this
an enormously attractive vehicle for the
charitably-inclined donor with appreciated
assets.  Several common financial planning
scenarios correspond almost exactly with the
terms available in a Charitable Remainder Trust.



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

CHARITABLE REMAINDER TRUSTS

'I would like to
use $50,000
per year from
my assets.

The rest, |
want to go to
my favorite
charity.

| want to
control my
own

investments

and spend .
about 5% of

my assets

each year.

After death |
want it all to
b go to charity.

| want to retire today,
but my pension
doesn’t start paying
for 9 more years. |
want to give ass
to charity, b

233

A donor who wants a fixed annual payment
from investment assets and wants to make a
post-mortem gift to charity is an ideal candidate
for a Charitable Remainder Annuity Trust. The
Charitable Remainder Annuity Trust not only
provides for fixed annual payments and an
ultimate transfer to charity but also, as
compared with using a standard investment
account and will, can produce enormous tax
benefits.

The Charitable Remainder Unitrust is well
suited for the donor who wishes to retain
control of his or her investments. Not only can
the donor retain control, but with the
Charitable Remainder Unitrust, the donor also
receives larger payments when assets grow in
value. Where a wealthy client has a pre-existing
desire to leave a bequest gift to charity at death,
the use of a Charitable Remainder Trust will
often be, by far, the most tax advantageous way
to accomplish the client’s other financial goals.

Although the most common form of Charitable
Remainder Trusts pays for a life or lives, in
some cases the fixed term trust can be ideal. If
a client desires to make a substantial lifetime
transfer to charity, but still has specific income
needs for a fixed amount of time, the fixed term
Charitable Remainder Trust can be an excellent
solution. Such fixed-term payments can help to
address a temporary income need due to early
retirement or to a known obligation such as
college tuition for a child or grandchild.
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However, the

biggest
reason for
donors to use
Charitable
Remainder )
Trusts is...

\

-l

The donor receives an immediate tax
deduction for the present value of the
amount that may go to charity

Anything Left
Yt Degt

——

Charity

Although it is quite common for clients to have
financial planning needs that correspond with
the allowable terms wunder a Chatitable
Remainder Trust, such needs could also be
addressed without the use of the trust. For
example, a donor could simply set aside money
into a special account, withdraw annual sums
from the account, and designate a charity as the
“pay on death” designee. Functionally, this
would work exactly like a Charitable Remainder
Trust, except that the donor would retain 100%
control and freedom. So, given this simple
alternative, why would a donor choose to use a
Charitable Remainder Trust? The answer is
simple: tax benefits.

At its core, the Charitable Remainder Trust is
attractive not just for its correspondence with
the donot’s pre-existing plans and goals, but
also rather for the special tax advantages that
are otherwise unavailable. The wide range of
tax benefits generated by the Charitable
Remainder Trust is what drives its widespread
use.

An initial and obvious benefit from using a
Charitable Remainder Trust is that the donor
receives an immediate income tax deduction for
a transfer that will not go to charity for many
years. Without using a Charitable Remainder
Trust, the donor could still set aside an asset,
take payments from the investment for 20 years,
and donate whatever is left to the charity. But
the donor would have to wait 20 years before
receiving a charitable income tax deduction.
Even worse, if the donor wanted to take
payments from the investment for life, donating
whatever remained to charity at death, then the
donor would never receive any charitable
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income tax deduction. The Charitable Remainder Trust allows a donor to immediately take a deduction in both
scenarios even though the ultimate charitable beneficiary may not see funds for many years. This ability to
create a large charitable income tax deduction where none would have existed before (or in some cases to pull
forward those deductions by two decades) is powerful. Additionally, as discussed later, the valuation of the
deduction for post-mortem transfers is much higher than is actuarially appropriate given that wealthy donors,
on average, live much longer than the typical person does. Results from the Health and Retirement Study
reported in American Charitable Bequest Demographics indicate that wealthy bequest donors live 5-7 years longer
than poor non-donors do. Additionally, those who purchase lifetime annuities live longer than others of their
age do because the annuity-purchasing group typically excludes those who are seriously ill or known to be
approaching death. Both factors point to the reality that Charitable Remainder Trust donors will live, on
average, substantially longer than others of their same age. For tax deduction valuation purposes, this means
donors will receive a deduction based upon their receiving payments for a much smaller number of years than
will typically be the case (i.e., the tax deduction is greater than is actuarially appropriate).

Regardless of the actuarial discussion, there is
no doubt that the income tax deduction
available for making a post-mortem charitable
transfer by a Charitable Remainder Trust is
greater than that for making the same transfer
by will. This is obvious because a charitable
transfer by will generates no charitable income
tax deduction. The Charitable Remainder Trust
donor does give up some freedom in exchange
for the tax deduction; he cannot later decide to
give the charity’s share to a non-charitable
beneficiary. In contrast, a will — although
generating no charitable income tax deduction
— can be completely changed at any time prior
to death.

With a
charitable gift
in a will, there

IS no income
tax deduction

One of the great sources of tax advantages

There are no capital gains taxes when a available from a Charitable Remainder Trust
donor makes a transfer to a CRT relates to the postponement or avoidance of

capital gains taxes. Critical to this advantage is
the reality that donors may transfer highly
appreciated assets to a Charitable Remainder
Trust without triggering recognition of capital
gain. This is simply another application of the
general principle that donors can give highly
appreciated property to a charity, recognize no
capital gain, and in many cases take a tax
deduction based upon the full fair market value
of the property. This fundamental tax benefit is
L why donors normally should give appreciated
property, rather than cash (especially where the
appreciated property is a fungible asset such as
publicly traded stock where replacements can be immediately repurchased with a higher cost basis). The
Charitable Remainder Trust takes this basic advantage and applies it to a scenario where the donor not only

© 2006-2024, CPC Holdings, LLC. All rights reserved. 735
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makes a gift, but also receives a stream of payments from the gift.

A CRT is itself a nonprofit entity and
pays no capital gains tax when it sells
appreciated property

The capital gains tax advantage from a
Charitable Remainder Trust is not limited to the
ability to transfer appreciated assets into the
trust without generating capital gain. The
Charitable Remainder Trust is itself a nonprofit
entity. As such, the trust can have capital gains
and earn income while paying no taxes. This
creates two dramatic tax advantages. First, the
donor can take payments from the full sale
value of the highly appreciated asset,
undiminished by capital gains taxes. (Whereas a
sale outside of the Charitable Remainder Trust
would immediately cut the remaining amount
available to invest) Second, all future
investment growth taking place inside the
Charitable Remainder Trust occurs without

taxation, excepting only potential taxation on the payments received by the donor. This makes the trust a
perfect environment for the tax-free growth of assets, like a qualified retirement plan.

Why is it a big deal that the transfer

and sale of appreciated property
occurs without capital gains tax?

]

Initial
7 Transfer >

Donor
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Without looking at the numbers in a few
scenarios, it may not be immediately obvious
why the ability to receive payments from the
full sale amount of a highly appreciated asset
can make such an enormous difference. So,
let’s turn to some examples to demonstrate this
power.
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We begin with a common financial planning
dilemma. A client holds a low-basis, highly
appreciated asset.  Unfortunately, this asset
generates little income. It is often the case that
such an asset may be a substantial part of the
client’s wealth. Wealth is often built in the form
of entrepreneurial and business-building activity.
A client owning such a business may have a
valuable asset, but one which is difficult to
convert into a reliable investment income
stteam. This may be true because the business
is in a growth phase where it is important to
reinvest earnings rather than pay out dividends.
Or this may be true because getting the business
to reliably generate income requires the active
participation of an owner who wishes to retire.
Such entrepreneurial businesses have often been built over a long period of years such that the founder has
little or no cost basis in the business.

Although business building is perhaps the most common scenario, there are others that can leave clients
with low-basis assets the produce little or no income. For example, owning farmland that has become
developable land due to exurban growth. Or owning highly appreciated artwork or collectibles. Or owning
investment property that has been fully depreciated out and is valuable for redevelopment purposes, but
generates little current income. The natural reaction of most financial advisors seeing clients with income
needs whose wealth is highly concentrated in such non-income producing assets is to convert them to
diversified income-generating investments. But such conversion requires a sale, and a sale creates capital
gains tax liability. Such a sale can leave the client with much less wealth.

A client holds low-basis
appreciated assets that
generate little income (e.g.,
developable land or small
business growth stock).
How can she convert to
diversified income-

generating investments?

Option 1: Sell it. Pay the capital gains
tax. Invest the remaining amount.

$1,000,000 zero basis asset
$238,000 tax (23.8% federal)
$762,000 left to invest

Suppose a client has a $1,000,000 asset with a
zero basis. We will use a zero-basis scenario to
show the extreme case, but this is certainly not
outside the realm of possibility. For example, a
zero-basis asset may be a business built up by
the owner over many years without significant
up-front cash investment, a completely
depreciated asset, or perhaps collectibles

acquired or received as a gift where there is no
¥ documented purchase price.  Although the
owner wishes to convert this non-income
producing asset into a diversified income-
producing portfolio, that conversion process
requires a sale. The capital gains taxes resulting
from that sale significantly reduce the remaining
assets available for investment. Thus, the
typically good advice of diversifying investments and matching income needs with income production of
investments is thwarted by the tax cost of selling the low-basis asset. This can keep the owner tied to
undesirable investments because any sale would result in the loss of nearly a quarter of the value of the asset,
just from the federal capital gains taxes alone. These federal taxes include the capital gains tax with a top rate
of 20% and the 3.8% Affordable Care Act surtax.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 237
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Option 1: Even worse in many states

$1,000,000 zero basis asset
$371,000 tax (13.3%calit. + 23.8% Fed.)
$629,000 left to invest

Option 1: Or with certain assets

$1,000,000 zero-basis art
S$451,000 tax (13.3%cCalif. + 31.8%Fed.)
$549,000 left to invest

Option 1: Or certain holding periods

$1,000,000 zero-basis short-
term capital gain

S$503,000 tax_(13.3%cal. + 37%Fed.)
$497,000 left to invest

Note that gifts of
short-term capital
gain are deductible

only at basis
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Of course, most owners live in states that also
impose a state-level capital gains tax.
(Currently, 42 of 50 states impose capital gains
taxes.) Although state capital gains taxes may
be deducted from the federal tax return, this is
capped at $10,000 making additional deductions
often useless. Thus, the addition of state capital
gains taxes can make the prospect of a sale even
more disheartening for owners. As an example,
owners at the top tax rates in California will
face, even with a full federal deduction, a
combined rate of 37.1% (e, 23.8+13.3%).
When capital gains taxes are taking more than
37% of the value of any gain, the option of
selling even an underperforming highly
appreciated asset can become unfeasible.

Beyond this, some assets are subject to even
higher capital gains tax rates. For example,
capital gain from the sale of collectibles — such
as artwork — has a top federal tax rate of 28% in
addition to the 3.8% affordable care act surtax,
rising to 31.8%. Combining this with the top
13.3% state tax in a state like California
increases the top rate to 45.1%.

Perhaps the worst capital gains tax result comes
from selling a short-term capital gain. A short-
term capital gain results from the sale of an
asset held for one year or less. This is taxed as
ordinary income resulting in a top rate of 37%
combined with the state income tax rate. For a
taxpayer in California this results in a top
combined rate of 50.3%.  Although the
prospect of losing more than half of the value
of the asset due to a sale may be rare, it shows
the potentially dramatic impact of capital gains
taxes. In this example, because the underlying
asset is short-term capital gain property any
charitable gift would be valued based upon the
lower of basis or fair market value. Thus, a
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zero-basis short-term capital gain asset would generate no deductible charitable gift. However, the ability to
avoid losing more than half of the asset to taxation may be sufficiently attractive, even without the addition of

a charitable income tax deduction.

Option 2: Transfer to a CRT

50 taX (CRT pays no tax)

51,000,000 zero-basis asset

$1,000,000 |eft to invest

You can produce
more income
with $1,000,000

~

- 5

Than with
$762,000 or
$629,000 or
$549,000 or
$497,000

The Charitable Remainder Trust provides an
alternate path for an owner to be able to sell
and earn payments from the highly appreciated
asset.  Critically, this path results in no
reduction of the investment asset due to its sale.
The ability to convert the asset into a
diversified, income-producing portfolio while
leaving the full value of the asset completely
undiminished by capital gains taxes is
potentially quite attractive.

Whether capital gains taxes would cause the
owner to lose a quarter, a third, or more than
half of the value of his or her asset, avoiding
this reduction can result in a much higher level
of investment income. The Charitable
Remainder Trust offers the attractive option of
being able to sell and reinvest a highly
appreciated asset with no reduction by capital
gains taxes. At a minimum, these capital gains
taxes will be deferred to future years, often
spreading across the lifetimes of one or more
recipients. However, in many cases, the capital
gains taxes are not simply deferred, but are
completely avoided. Thus, the use of the
Charitable Remainder Trust can produce a
much higher level of income than would

otherwise be available to the owner of a highly appreciated non-income producing asset.
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CRT Advantages CRT Concern?
* Immediate income tax * Remainder goes to
deduction charity not to family

* No capital gains tax on
transfer to CRT

* No capital gains tax
when CRT sells

Lifetime income

How can we address
this limitation?

The advantages to using a Charitable
Remainder Trust include receiving an
immediate income tax deduction, avoiding
capital gains taxes on the transfer or sale of
underlying assets, and the enjoyment of lifetime
payments based upon the full value of the
investment asset, undiminished by initial capital
gains taxes. These advantages do come with
one primary cost. That cost is the requirement
that any remainder amount is transferred to a
charity. For a donor who already intended to
leave assets to charity at death, this result is
perfectly appropriate. However, some donors
may be particularly concerned about their
surviving family members losing the ability to
inherit the remainder interest. This might be

addressed by giving heirs a lifetime payment stream from the Charitable Remainder Trust. Aside from this,
there is another option that will provide the heirs with a lump sum inheritance to replace some or all of the

asset that they will no longer be inheriting.

1[N[s|[U[R[A[N][C[E

L L L s QT
? im4@y 6&x7 8 9 10 1
et bbbt

Inheritance replacement by purchasing
ILIT life insurance with tax deduction or
part of payments

It is common to combine a Charitable
Remainder Trust with an Irrevocable Life
Insurance Trust as a means to replace the
inheritance of the wealth being donated to the
charity.  The use of the Irrevocable Life
Insurance Trust is a method to make the life
insurance death benefit pass to the heirs with no
estate taxes. In this way, the heirs may lose the
right to inherit an asset, which would have been
subject to estate taxes, but in replacement, they
receive a tax-free life insurance benefit.
Consequently, even a smaller life insurance
benefit may be more attractive to the heirs
because it passes free from estate taxes. The
Charitable  Remainder  Trust transaction
conveniently generates two potential sources to

pay for the purchase of life insurance. First, the Charitable Remainder Trust creates an immediate income tax
deduction. This allows the donor to take the value of this deduction (i.e., the taxes the donor would have had
to pay but for the deduction) and use it to purchase life insurance. Additionally, the Charitable Remainder
Trust creates a regular income stream, part of which can be dedicated by the recipient to pay for the purchase
of life insurance. This method also allows the donor to transfer a much larger asset to charity, but then use
proceeds from the Charitable Remainder Trust to satisfy the needs of heirs through “wealth replacement” by
life insurance. Thus, even the primary disadvantage of Charitable Remainder Trusts to the heirs can be
softened or eliminated by using a combination Charitable Remainder Trust — Irrevocable Life Insurance

Trust (CRT-ILIT).
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Tax rules
for CRTs

Charitable
deduction
is the
value of
what you
give less
the value
of what
you get
back (CRT
payments)

Tax deduction is amount
gifted less value of
annuity/unitrust payments

$100,000 Cash

Charitable Deduction

* $4,000 per
year for life
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As with Charitable Gift Annuities, the taxation
rules for Charitable Remainder Trusts can
become complex. This is due to the multi-

faceted tax dimensions of a Charitable
Remainder Trust transaction. The Charitable
Remainder Trust creates an immediate

charitable income tax deduction as well as a
stteam of payments that can be treated as
ordinary income, capital gain, and/or return of
principal. Apart from the valuation process for
a fixed annuity, the tax treatment of a
Charitable Remainder Trust is different from an
otherwise similar Charitable Gift Annuity. The
Charitable Gift Annuity rules will not apply to
payments received from the Charitable
Remainder Trust.

Just as with any bargain sale or gwid pro quo
transaction, the charitable deduction is simply
the value of what the donor gave less the value
of what the donor received back. In this case,
what the donor receives back are the payments
from the Charitable Remainder Trust. (This is
still the process for valuing the gift, even if the
donor chooses to have the payments made to
someone else.)

Consider a simple example, using numbers
identical to the Charitable Gift Annuity example
from that chapter, of a donor who gives
$100,000 of cash to his Charitable Remainder
Trust and, in exchange, receives the right to
collect $4,000 per year for life from the trust.
Just as with a Charitable Gift Annuity, the
charitable income tax deduction is the amount
gifted less the value of the annuity payments. In
this case, the fixed annuity amount is $4,000 per
year. However, the same concept applies if the
donor were receiving a fixed percentage
payment of, say, 5% of trust assets per year.
The charitable income tax deduction is still the
difference between the value of what the donor
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gave and what the donor received back. The only difference between the Charitable Remainder Annuity
Trust and the Charitable Remainder Unitrust is the calculation process for valuing the payments.

What is the
value of CRT
payments?

So how do we value the payments that are
scheduled to come from the Charitable
Remainder Trust? Naturally, we do not know
in advance how long the annuitant might live.
Nor do we know what the future returns of the
Charitable Remainder Trust will be. But we
cannot wait until after the death of the donor
(or some fixed period of years) before we
calculate the value of the charitable income tax
deduction.  Consequently, the value of the
payments is based upon the premise that the
annuitant will live to his or her life expectancy
as of the date of transfer, and that the
investments in the Charitable Remainder Trust
will always return exactly the §7520 interest rate
as of the date of the transfer. Of course, if the

annuitant lives longer or shorter than expected or the investment returns differ from the initial {7520 interest
rate, the actual payments to the annuitant may vary widely. This ultimate reality does not affect the valuation
of the payments for purposes of the charitable income tax deduction.

Find the §7520 rate

http://www.irs.gov/Businesses/Small-Businesses-&-Self-
L Employed/Section-7520-Interest-Rates

Multiply payment by annuity
factor in IRS Pub. 1457

L\ http://www.irs.gov/Retirement-Plans/Actuarial-Tables

Value of CRAT
payments

The process of valuing payments from a
Charitable Remainder Annuity Trust is identical
to the process for valuing payments from a
Charitable Gift Annuity. The first step is to
find the {7520 rate, which is available at
www.irs.gov/Businesses/Small-Businesses-&-
Self-Employed/Section-7520-Interest-Rates

and at a variety of other planned giving
websites. With this rate, the one-life or two-life
annuity tables can be used to identify the
appropriate annuity factor (tables are located at
www.irs.gov/Retirement-Plans /Actuarial-
Tables ). Multiplying this annuity factor times
the payment (with a possible adjustment from
Table K for payments starting earlier than or
given more frequently than 12 months) gives

the valuation of the annuity for purposes of the charitable income tax deduction.

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

242


http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Section-7520-Interest-Rates
http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Section-7520-Interest-Rates
http://www.irs.gov/Retirement-Plans/Actuarial-Tables
http://www.irs.gov/Retirement-Plans/Actuarial-Tables

CHARITABLE REMAINDER TRUSTS

$4,000/year

Find the §7520 rate CRAT age 55
bttt b bateld donor on
\ 1/31/15
Choose

| — - current or

@IRS ——I—"—- gne of last
i st & s e il b e b i e & s et Mz tWO month's

Carpormens Section 7520 Interest Rates vaa

Section 7520 Interest Rates rate
Valuation | 120% of Applicable | Section 7520 |[Revenue
Month |Federal Midterm Rate| Interest Rate | Ruling || NOV 2.2%
November Rev. Rul.
2014 2.28 @ 2014-28 Dec 2.0%
December| 208 [ 20 3Rl Jan 2.2%
January Rev. Rul.
2015 210 Yozt |Tisa

As with Charitable Gift Annuities, the donor is
allowed to choose the current {7520 rate or
cither of the previous two months for the
annuity calculation. Additionally, because the
next month’s {7520 rate is released towards the
end of the previous month, the donor may have
a choice among four different rates if the
transaction can be briefly postponed. In our
example of a Charitable Remainder Annuity
Trust where the age 55 donor contributes
$100,000 and receives a $4,000 per year annuity
on January 31 of 2015, the available rates were
2.0% and 2.4%. On that date, the donor would
also have known of the upcoming §7520 rate
for February and could have postponed the
transaction if that rate had been more

advantageous. In either case, the donor in this example has the choice of using the 2.0% or 2.2% §7520 rate.

Which is preferable?

Value of
annuity

]
t, el'esz- Rat
es
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The theory is the same as that used with
Charitable Gift Annuities. As interest rates
increase, the value of a fixed dollar annuity
decreases. Because the charitable tax deduction
is the difference between the $100,000 transfer
amount and the value of the fixed dollar
annuity, the donor will want the highest interest
rate as this produces the lowest calculated value
for the annuity.
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Find the §7520 rate 4, %%Oévear
age onor
2.2% on 1/31/15
http:/,‘www.irs.gov,‘Busi_nesseslsma\l-Businesses-&-Seif-
Employed/Section-7520-Interest-Rates For the
lowest
o annuity
. valuation
T ————r——ee I | 11| T-11 8
- t;‘c:t‘lcl;r:?'SziO Interest Rates Charitab’e
Valuation | 120% of Applicable | Section 7520 |Revenue dEduction]
Month |Federal Midterm Rate| Interest Rate | Ruling Select
opsber] | gamy [oam
Dot @m [ ] [
& 0,
ey | | N/ mmJan. 2.2%

Trusts than with Charitable Gift Annuities.

In this case, the donor is benefited by choosing
the highest interest rate available, which is the
2.2% §7520 rate from January. This higher rate
results in a relatively lower valuation of the
annuity payment stream and consequently a
relatively higher valuation of the charitable
income tax deduction.

Although the higher interest rate results in
a larger charitable income tax deduction, it also
results in a lower total investment portion,
which will be counted as tax-free return of
capital when returned. In cases where the
charitable tax deduction could not be fully used,
this could lead to a circumstance where the
lower rate would be preferred. Such a scenario
is much less likely with Charitable Remainder

A Charitable Gift Annuity donor who lives to his or her life

expectancy will receive all his or her investment back as tax-free portions of the annual payments. In
contrast, the tax characterization for payments to a Charitable Remainder Trust donor is quite different. It is
quite possible for a donor not to receive any of his or her investment back as tax-free repayment of principal
in a Charitable Remainder Trust, which makes this strategy far less attractive for Charitable Remainder Trusts
than for Charitable Gift Annuities. The rules for counting payments as return of investment will be discussed

in more detail later in this chapter.

Find the §7520 rate
2.2%

‘ www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Section-
o 7520-Interest-Rates.

54 000/year age 55
donoron 1/3%/ 15

Multiply annual payment by
annuity factor in IRS Pub. 1457

L4 000 X 18.6808

www.irs.gov/Retirement-Plans/Actuarial-Tables
Table S - Based on Life Table 2000CM

Age Annuity  Life Estate Remainder Age  Annuity Life Estate Remainder
0 36.1979  0.79635 0.20365 @ 0.41098  0.58902
1 36.2496 0.79749 0.20251 18.2157 0.40074 0.59926
2 36.0655 0.79344 0.20656 57 17.7494 0.39049 0.60951
3 35.8711 0.78916 0.21084 58 17.2826 0.38022 0.61978
4 35.6693 0.78473 0.21527 59 16.8149 0.36993  0.63007
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Once the §7520 rate has been selected, we can
now move to the appropriate section of the
single-life Table S. Once we are in the section
of the single-life table S for a 2.2% interest rate,
we see that the annuity factor for an age 55
donor is 18.6808. Multiplying this annuity
factor times the $4,000 per year annuity
payment gives the valuation for the annuity
payments of $74,723.20.



CHARITABLE REMAINDER TRUSTS

Find the §7520 rate

2.2%

www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Section-
7520-Int

$4,000/year age 55
donoron]j3§/15

+ Batoc

Multiply annual payment by
annuity factor in IRS Pub. 1457

$4,000 X 18. 6808) If annuity
Wwww.irs.gov/Retirement- Plans,fA:tuarla\ Tables pavs more
than
) annually, add
Value of annuity adjustment
factor from
5741723 Table K
$100,000 Cash v
- . ) ~ 1A $100,000

$25,277 Deduction \

‘ $4,000 per

Donor
gives
$100,000

CRUT calculation
process

CRUT pays
Iayment‘ age55
i ‘ donor 5%
5% of CRUT per year
- for life
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If this annuity payment were to be made
annually on the anniversary of the initial
transfer, the $74,723.20 valuation would be
correct. If the annuity made its first payment
ptior to the anniversary of the initial transfer, or
made payments more frequently than annually,
the valuation would have to be increased by an
adjustment factor taken from Table K from the
same website. In that case, the annuity would
be worth less (more) if the annuitant would
receive the payments later (earlier) because
payments received earlier could presumably be
invested to earn additional interest.

Just as with a Charitable Gift Annuity, the
calculation of the charitable income tax
deduction is simply the amount of the transfer,
$100,000, less the wvalue of the annuity,
$74,723.20, for a total deduction of $25,276.80.

Now suppose the donor is receiving not a fixed
dollar payment, but rather receiving 5% of all
assets inside the Charitable Remainder Trust as
of the anniversary date of the initial transfer.
This is a unitrust, not an annuity trust. The
process for calculating the charitable income tax
deduction resulting from a transfer to a
Charitable Remainder Unitrust differs slightly
from the calculation for a Charitable Remainder
Annuity Trust. The concept, however, is
identical in that the deductible gift is the
difference between the transfer and the value of
the payment stream promised to the annuitant.
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CRUT d e d u cti on ca Ic u I at i on There are actually fewer steps for calculating the

charitable deduction for a Charitable Remainder
Multiply transfer by remainder 5% peryearage | Unitrust than for a Charitable Remainder

interest factor in IRS Pub. 1458 1553 310{‘50'“ (??] Annuity Trust. To calculate the deduction for
t $100,000 X .31450 / ar/mu;rlt the age 55 donor receiving a 5.0% payout rate,
www.irs.gov/Retirement-Plans/Actuarial-Tables

payments on simply multiply the initial transfer amount by
1/31 the remainder percentage found in table U of
the same website (www.irs.cov/Retirement-

Charitable deduction Plans/Actuarial-Tables). This remainder
$3 1,450 interest is .31450 which, when multiplied by the
$100,000 initial transfer, results in a charitable
Section 1 Table U(1) - Based on Life Table 2000CM deducuor} of $31,450. .
Notice that we did not use the §7520

Adjusted Payout Rate . . . .
42%  44%  46%  48% _S0%  52%  54%  56%  58% 6.0% interest rate in the calculation of the charitable

Age

%) 37183 35635 34166 ,327?*30194 29001 27868 26791 25768 i ) .
38390 36841 36370 33971 mee 31378 30175 29032 27943 26907 income tax deduction for a Charitable

57 30618 38069 36506 35194 33850 32588 31377 30224 20125 28077

Remainder Unitrust. How is this possible? As
interest rates rise, the amount remaining at the expiration of the annuitant’s initial life expectancy would also
rise. But the present value discounting of that larger future value also increases due to the higher interest rate
and this difference exactly offsets the increased remainder amount in present value terms. Let’s look at an
example. Suppose an annuitant had a 20-year life expectancy and received 5% of the value of the trust at the
end of each year. If we used a 0% interest rate, then the amount remaining in 20 years would be $35,849.
Because the interest rate was 0%, the present value of that amount would also be $35,849. If instead we used
a 10% interest rate, then the amount remaining in 20 years would be a much larger $241,171. But the present
value of $241,171 received in 20 years using a 10% interest rate is the same $35,849. Because the charitable
income tax deduction is based on the present value of the predicted transfer to charity, changes in the interest
rate have no effect on this deduction.

CRUT calculation for dlfferlng payments The standard calculations for valuing the tax
deduction for gifts to a Charitable Remainder

If payments other than annual given Unitrust assume that payments to the annuitant
immediately after annual valuation, will be made immediately each year after the
calculate adjusted payout rate (APR) as .
payout rate X table .. i annual valuation. When the payments are
reduction using appropriate §7520 rate. postponed, for example by being paid out
If factor for adjusted payout rate monthly over the course of the following year,
(APR) is not on unitrust table, the annuitant receives a reduced benefit. For
use: annuity trusts and Charitable Gift Annuities, the
valuation of this change in benefit due to intra-
year timing of the distribution is calculated
using table K. For unitrusts this adjustment is
made using table F (linked at the same website
at  www.irs.gov/Retirement-Plans/Actuarial-
Tables), which generates an adjusted payout
rate. For example, a 6% payout rate, if paid
quarterly beginning with the first payment immediately after the annual valuation when the §7520 rate is 2.4%
generates an adjusted payout rate of 6% x .991168 or 5.947008%. This creates a problem because Table U
contains remainder factors for 6.0% and 5.8%, but not for 5.947008%. Calculating the remainder factor (i.e.,
the charitable tax deduction) requires interpolating between the factor for 6.0% and the factor for 5.8%. The
formula for this interpolation, where APR is the Adjusted Payout Rate is
(Table U factor at rate below APR) — [(Table U factor at rate below APR — Table U factor at rate above APR) X

Factor above APR —
[(factor below APR —
factor above APR) X
((APR-rate below APR)
/.002 )]
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(APR — Table U rate below APR)/.002 )].
So, if the annuitant were age 55 in the previous example (where the adjusted payout rate was 5.947008%)
then the present value of the charity’s remainder interest would be

26791-/(26791-.25768) X ((.05947008-.058)/.002)] = .26039.
As expected, this remainder interest factor ((26039) for the 5.947008% rate is between the factor for the 6%
rate (.25768) and the 5.8% rate (.26791).

. A contribution to a Charitable Remainder
The present value of the prOJECtEd Trust is required to have a minimum of 10% of

amount going to Charlty (I'e'l the tax the present value projected to go to charity at

deduction) must be at least 10% of the JRR T R R T T requires that
transfer an amount significantly larger than 10% of the
original amount be projected to go to charity at
termination, because the charity is required to
wait a substantial amount of time before
Anything heft receiving any funds. In other words, to
atDﬂat generate a present value of 10%, the future value
projected to go to the charity will necessarily be
Charity larger.  Because the charitable income tax
deduction resulting from a transfer to a
Charitable Remainder Trust /s the present value
of the amount projected to go to charity (when
the transfer is valued at fair market value), this
means that the charitable income tax deduction for a transfer to charity must be at least 10% in such a case.
If the amount projected to go to charity has a present value of less than 10% (when the transfer is valued at
fair market value), the trust will not qualify as a Charitable Remainder Trust. This means that there will be 70
deductible gift. The general rule is that gifts where the donor keeps a retained interest of a different type than
that given to charity are 7ot deductible. The Charitable Remainder Trust is an exception to this rule. If a trust
no longer qualifies as a Charitable Remainder Trust, then no exception applies, and the gift is not deductible.
Additionally, because the trust will no longer qualify as a charitable trust, it will be required to pay taxes on
any realized capital gains or income resulting from trust investments. (In practice, such trusts can include
language permitting the trustee to amend the trust — e.g., increasing the charitable share — for the purpose of
guaranteeing that the Charitable Remainder Trust rules are met.) Thus, it is essential that the trust is projected
to give a large enough amount to charity that would generate at least a 10% tax deduction were the transfer to
be valued at fair market value. It is important to note that all these calculations are based upon the amount
projected to go to charity. The amount that is actnally transferred to charity is irrelevant to the tax calculation.
This amount can be greater or less depending upon the return on the underlying investments and, in cases
where the trust payments continue for a life or lives, the longevity of the annuitant.
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The IRS tax deduction is actuarially too
large because CRT donors live longer

The amount projected to go to charity — and
the tax deduction based on the present value of

that amount — depend upon the longevity of the
annuitant (who is typically the donor). The
longer an annuitant lives, the longer a charity
will have to wait to receive any funds. To the
extent that the annual payments to annuitant(s)

Annuity purchasers
live longer (i.e., sick
people don’t buy
lifetime annuities)

Rule: 10% of

present value

minimum to
charity

Wealthy people live

longer (CRT donors Reality: Share

are very wealthy) of CRT assets exceed_ the_ earnings of the trust, gregter
Charitable bequest to charity, longevity will also result in a smaller nominal
donors live longer <2% amount being left to the charity. (In the case of
Ses:lames RN [ Charitable Spltnterests tusts fing year 2011,

a Charitable Remainder Annuity Trust, it is
possible for the trust to completely exhaust,
leaving no money for the charity, because the
payments remain the same regardless of the
funds remaining in the trust. Total exhaustion
of a unitrust is less likely because payments

become smaller as the trust amount becomes less.)

The calculation used by the IRS to project the life expectancy of the annuitant systematically under-
projects typical donor-annuitant life expectancy. Consequently, the tax deduction generated from transfers to
Charitable Remainder Trusts is, actuarially, much larger than it should be. The source of this misprojection is
that the IRS calculations are based upon nomnal life expectancy for a typical person of the annuitant’s age.
However, donor-annuitants, on average, live much longer than typical people of their same age do. This is
due to three reasons.

First, annuitants self-select for health. In other words, people who know that they have a substantially
greater risk of death generally don’t purchase annuities. It makes no financial sense for a person with a
known terminal illness to purchase a lifetime stream of payments. Because this “sick” group is largely
excluded, the resulting life expectancy of annuity purchasers is, on average, longer. (Unlike the IRS,
commercial annuity companies use a special life expectancy table when pricing commercial annuities that
reflects this selection bias.)

Additionally, those who establish Charitable Remainder Trusts are typically quite wealthy. On average,
wealthy people live longer than others of the same age do. This may be due to factors such as access to
medical care and health-promoting environments that money can purchase as well as physical and mental
capabilities that help to both generate wealth and result in a longer life.

Finally, recent evidence suggests that those with charitable bequest plans live even longer than those of
their same wealth decile (see Awmerican Charitable Bequest Demographics). Charitable Remainder Trusts typically
make a transfer of the donot’s assets at the death of the donor, making them a form of general charitable
bequest planning. The reason for this additional longevity among those with a charitable bequest plan has
not been identified but may relate to the importance of purpose and social connectedness in both giving and
longevity.

The net result of this combination of factors is that donor-annuitants will live, on average, much longer
than IRS projections. Consequently, donors will receive a larger tax deduction than might be justified by
reality. One potential indicator of this reality is the share of Charitable Remainder Trust assets actually
distributed to charity. In 2011, for example, Charitable Remainder Trusts held over $99 billion in assets, but
made charitable distributions of only $1.9 billion, or less than 2% (Rosenmerkel, L. S., 2013, Split-Interest
Trusts, Filing Year 2011, IRS Statistics of Income). Arguably, this may be a “temporary” experience due to the
relatively recent establishment of some Charitable Remainder Trusts. However, given that such trusts were
authorized in the tax code in 1969, to have such a small portion of assets going to charities some 42 years
later suggests the potential for additional causes of this result, such as actuarially inappropriate valuations.
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CRAT disqualified if >5% chance of
exhaustion due to annuitant longevity

STEP 1: Using §7520 rate, at what
age will the CRAT exhaust?

Using a financial calculator solve for n (number of time periods) after entering present value
(initial CRAT assets), rate (67520 rate), payments, and setting future value to 0. The
underlying formula is

-1
= rate
P = Payment{Cash Flows

STEP 2. Is there >5% chance the

. donor will live that long?
(Ix@age-of-exhaustion / Ix@current-age, using Table 2000CM at

n = number of periods
sent Value (of Annuity)

1y

Both the Charitable Remainder Unitrust and the
Charitable Remainder Annuity Trust ate
required to project that an amount with a
present value of at least 10% of the initial
transfer should go to charity at termination.
However, the Charitable Remainder Annuity
Trust has an additional requirement. Unlike a
Charitable Remainder Unitrust, as the assets in a
Charitable Remainder Annuity Trust grow
smaller and smaller, the payment remains at its
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www.irs.gov/Retirement-Plans/Actuarial-Tables ) ..
original dollar level. Because the payments do

o ‘ not become smaller as the assets in the
I ¢ Charitable Remainder Annuity Trust become
4 “ 4 ( smaller, there is a greater risk (?f total exhau.stlon

w —_— of all funds in the Charitable Remainder

Annuity Trust, especially where the annuitant
lives much longer than expected. In the event of exhaustion, the donor would have enjoyed dramatic tax
benefits with no actual charitable transfers ever taking place. This is a bad result from the perspective of the
goals of tax policy. To provide some protection against this disturbing outcome, a Charitable Remainder
Annuity Trust will be disqualified if there is greater than a 5% chance of exhaustion due to annuitant
longevity unless it uses the alternative safe harbor language provided by the IRS in 2016.

Determining if there is a greater than 5% chance of exhaustion first requires a standard time value of
money calculation determines at what age the CRAT would exhaust. Using a standard financial calculator this
is done by solving for n (the number of time periods), after entering the interest rate (initial §7520 rate),
present value (the initial transfer amount), payments per time period (the charitable remainder annuity
payment), and a future value of zero (the point of exhaustion). This amount of time (n time petiods) is added
to the annuitant’s current age to identify the age at which the Charitable Remainder Annuity Trust would
exhaust. Next, to determine if there is a greater than 5% chance that the annuitant will live to that age, divide
the number of people alive at the annuitant’s projected age of exhaustion by the number of people alive at the
annuitant’s current age, according to IRS Table 2000 CM. This table is located at www.irs.gov/Retirement-
Plans/Actuarial-Tables, and the relevant numbers are labeled as Lx. If this ratio is greater than .05, the trust
does not pass the test.

Alternative CRAT
Exhaustion Rule

CRAT with >5%
chance of
exhaustion is OK if it
must terminate and
pay all to charity if
assets fall to 10% of
.\ the present value of
Y the initial
contribution

For such trusts, there is an alternative solution. The
trust will not be disqualified if it requires termination
and transfer of all remaining assets to charity
whenever those assets fall to an amount that would
have had a present value of 10% or less of the initial
contribution using the initial {7520 interest rate. In
other wortds, if the trust ever falls to an amount that
would have had an initial present value of 10% or
less at the time of the initial contribution, it must
immediately distribute everything to charity. This
alternative is particularly important during low
interest rate environments when it might be
otherwise impossible to avoid the 5% exhaustion
disqualification for all but the oldest donors.

Rev. Proc. 2016-42
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So what
happens if it

as a CRT?
! VII;\

i )

a doesn’t qualify

No tax
benefits

Retained interest
gifts are not
otherwise
deductible. Trust
isn’t charitable and
pays taxes on any
gain or income.

A trust intended to be a Charitable Remainder
Trust can be disqualified for several reasons,
such as being projected to leave too little to
charity or having too great a risk of exhaustion.
But what happens if the trust fails to qualify as
a Charitable Remainder Trust under the tax
code? A disqualified trust doesn’t just
disappear. Its failure to comply with the tax
requirements for a Charitable Remainder Trust
typically won’t change the facts that the trust
was created under state law, is irrevocable, and
may be holding the assets transferred by the
donor. So, what happens then?

Although the trust continues to exist as an
irrevocable trust, it does not qualify for
treatment as a Charitable Remainder Trust
under federal tax law. Consequently, all the
charitable tax benefits are lost. The donor
receives no tax deduction for transferring assets
to the trust. Additionally, the trust itself is not a
tax-exempt entity. Thus, whenever the trust
sells an appreciated asset, the trust must pay
capital gains taxes on that sale. This means that
the donor loses the ability to defer recognition
of capital gains taxes. Whenever the trust earns
income of other types, it must also pay taxes on
that income. This means the trust can no
longer grow assets in a tax-free environment.
In fact, trusts are subject to a “compressed” tax

rate schedule, meaning that trusts pay the highest marginal income tax rate (37%) at a much lower level of

income ($14,451 in 2023) than individual taxpayers do.

As a result, the disqualification of a Charitable

Remainder Trust would be a tax disaster for most donors. Because of this dramatically negative result, such
trusts are typically drafted with language that allows the trustee to amend the terms of the otherwise
irrevocable trust if such changes are required to allow the trust to qualify as a Charitable Remainder Trust

under the federal tax law.
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How are
distributions
from a CRT

taxed?

'-—m

Principal

—Ordinary
— Income
v When the trust makes a
B A payment, it opens the
spigot.

Ordinary income is paid
first, then capital gain and
so forth.

higher tax rates.

We have considered the chatitable income tax
deduction generated for the donor transferring
funds to a Charitable Remainder Trust, and the
tax treatment of gains recognized, or income
earned by the trust itself. There is one
additional source of tax consequences for
transfers to a Charitable Remainder Trust. This
comes from the payments made from the
Charitable Remainder Trust to the annuitant(s).
When an annuitant receives a payment from the
Charitable Remainder Trust, how should the
annuitant report the payment on his or her
taxes?

The tax treatment of payments coming to an
annuitant depends in part on the tax
characteristics of the money held by the
Charitable Remainder Trust. The trust may be
holding a wvariety of asset types including
ordinary income, capital gain, exempt income,
and initial principal (e.g., the basis in property
initially transferred to the trust). So, when a
trust is holding all these types of assets, how do
we determine which asset type the annuitant
receives? The fundamental rule is referred to as
“worst in, first out” (WIFO). In other words,
the annuitant receives the asset type that would
normally generate the highest tax rates first.
Assets with lower tax rates will be distributed
only after there are no remaining assets with

An easy way to visualize this rule is to think of the Charitable Remainder Trust assets as liquid inside a
water cooler where the assets with the heaviest taxation are on the bottom and those with lighter taxation at
progressively higher levels. When a payment is made from the trust, it is like opening the spigot at the
bottom of the water cooler. The liquid with the heaviest taxation comes out first, and those with lighter
taxation will come out only after those assets with heavier taxation have been completely drained. For
example, all ordinary income will be paid out before any capital gain income. All capital gain income will be
paid out before any tax-exempt income. And distribution of tax-free return of principal will occur only when

there are no other types of assets to distribute.
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" Returnof I

- Principal $10,000
B 52000 |

$90,000 I

~ Ordinary

Rl (53000 |

v Donor gives $100,000 of stock
(510,000 basis) to CRT. The CRT
B A sells the stock, buys corporate

bonds generating $3,000 of
income and municipal bonds
generating $2,000 of tax
exempt income.

Let’s consider an example to demonstrate how
the WIFO (worst in, first out) rule works.
Suppose a donor gives $100,000 of stock, which
she initially purchased for $10,000, to a
Charitable Remainder Trust. After receiving the
stock, the Charitable Remainder Trust trustee
sells the stock for $100,000 and buys corporate
and municipal bonds. During the first year of
the trust, the corporate bonds generate $3,000
of income and the municipal bonds generate
$2,000 of tax-exempt income. If the Charitable
Remainder Trust makes annual payments, what
type of assets will be included in the trust at the
end of the first year when the first payment is
about to be made? The donot’s $10,000 basis is
included in the trust as an asset that could be

paid to the annuitant as tax-free return of investment. At the next level, the trust has earned $2,000 of tax-
exempt income from its investments in municipal bonds. Next, the trust has $90,000 in capital gains from
the sale of the stock for $100,000 (because the stock was purchased by the donor for $10,000). Finally, the
trust has $3,000 of ordinary income earned from the corporate bond investments. The trust itself is a tax-
exempt entity. Thus, the trust pays no taxes on any capital gain or income earned. However, if capital gain or
ordinary income is distributed to an annuitant, then the annuitant will be taxed on that distribution based on

the type of income/gain being distributed.

- ~ Returnof
= - Principal $10,000 |
- ~ Exempt

B 52000 |
$90,000 I
~ Ordinary
B $3.000 |

What is the tax treatment of a
$2,000 distribution?

Recipient pays taxes on:
$2,000 of ordinary income
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Suppose this Charitable Remainder Trust were
required to pay $2,000 to the annuitant. How
would the annuitant report this $2,000 payment
on her taxes? In this case, the trust is holding
$3,000 of ordinary income (earned from its
investment in corporate bonds). Because all
ordinary income must be paid out prior to the
payment of other types of income, the entire
$2,000 payment will count as ordinary income
to the annuitant.
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SR 510,000 |
TS 52000 |
[ $90,000 |
g 53000 |
What is the tax treatment of a
$5,000 distribution?

Recipient pays taxes on:

33,000 of ordinary income
2,000 of capital gain

o Return of
- - Principal $10,000 |

$2,000 |
$90,000 |
$3,000 |

What is the tax treatment of a
$10,000 distribution?

Recipient pays taxes on:

33,000 of ordinary income
7,000 of capital gain

Suppose instead that the Charitable Remainder
Trust were required to distribute $5,000 to the
annuitant. How would the annuitant report this
$5,000 on her tax return? Because the trust
holds $3,000 of ordinary income (earnings from
the interest payments on corporate bonds), this
amount must be paid out first. The remaining
$2,000 would be paid from the $90,000 of
capital gain held by the trust. The ordinary
income is paid first because it normally receives
the worst tax treatment (i.e., it generates the
highest tax rates for the typical taxpayer). The
capital gain is paid next because it is worse than
either exempt income from the municipal
bonds or tax-free return of investment from the
donor’s basis in the gifted property.

The WIFO concept (worst in, first out) dictates
that all capital gain must be paid out before any
payments are made from the exempt income or
original basis.  Thus, the distributions to
annuitants would have to completely pay out all
$90,000 of capital gain income to the annuitant
before the annuitant could receive any form of
exempt income or tax-free return of basis.
Thus, it likely would make no sense for this
Charitable Remainder Trust to invest in
municipal bonds. The tax-exempt nature of
municipal bonds does not affect the Charitable
Remainder Trust itself, because the Charitable
Remainder Trust is a tax-exempt entity and pays
no tax on income earned. The tax-exempt
nature of municipal bonds could benefit the

annuitant if this tax-exempt income were paid to the annuitant, but such payments are highly unlikely, given
the relatively large amount of capital gain yet to be distributed.

There are, of course, other more detailed distinctions in income type than those presented in this
example. However, where the tax treatment of assets differs, the general WIFO rule typically applies. Thus,
investment income recognized prior to December 31, 2012 — and thus not subject to the 3.8% healthcare
surtax — would be paid out only after similar income earned after 2012. Similatly, capital gain recognized after
2012 (and subject to the additional tax) would be paid out prior to any capital gain recognized in 2012 or

earlier.
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Income

: | Return of
. Principal
Exempt

3 Ordinary
Income
v/ If CRT ordinary income
» u | earnings are always higher

than distributions, no capital
gain tax will ever be paid.

This tax treatment of distributions from
Charitable Remainder Trusts means that capital
gains taxes deferred wusing a Charitable
Remainder Trust might never be paid. If the
trust’s total ordinary income earnings are
greater than its distributions, then no capital
gains payments will ever be made. In this way,
the capital gains tax deferral can very often
become complete capital gains tax avoidance.
In contrast, a Charitable Gift Annuity
purchased with appreciated property can defer
recognition of the capital gain but will not avoid
the tax. Conceptually, this could be phrased as
a benefit of the Charitable Remainder Trust
because the trust offers not just capital gains tax
deferral but actual capital gains tax avoidance.

But the Charitable Remainder Trust annuitant avoids the capital gains tax only by paying the higher ordinary
income tax. As compared with purchasing a Charitable Gift Annuity with appreciated property, the
“advantage” of capital gains tax avoidance means paying higher ordinary income tax and never receiving tax-

free return of investment.

Other
charitable

remainder

trust

combinations
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To this point, we have reviewed the standard
Charitable Remainder Trust configurations.
There ate, however, a vatriety of different
Charitable Remainder Trust structures that have
received support from the IRS and tax courts.
These special types of Charitable Remainder
Trusts can be particularly attractive when
dealing with special types of assets or specific
income needs.
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A Net Income CRUT (NICRUT) will pay
only if enough income is available (no
payments from principal)

CRT

Lesser of trust income
of trust assets

When would you want this limitation?

Suppose you want

the trust to hold a
non-income

producing asset

A normal payout
requirement could
force a sale
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One of the earliest alternative forms of
Charitable Remainder Trusts was the Net
Income  Charitable  Remainder  Unitrust
(NICRUT). This trust operates like a standard
Charitable Remainder Unitrust, with the
exception that payments to the annuitant will be
limited to the /esser of trust income or the
unitrust percentage. This net income restriction
can only reduce payments to the annuitant (and
thus increase the charitable remainder) as
compared with a Charitable Remainder

Unitrust. However, the addition of this net
income restriction does not increase the
charitable  income  tax deduction  for

contributing to the trust.

Given that a Net Income Charitable Remainder
Unitrust can only reduce payments to the
annuitant, but does not increase the charitable
income tax deduction, why would any donor
voluntarily choose to accept such a limitation?

The attraction for including a net income
limitation relates to the contribution of difficult-
to-sell assets to the trust. A standard Charitable
Remainder Trust requires that the payments
must be made to the non-charitable beneficiary.
But, if a trust were holding only a single, large,
difficult-to-sell asset, this forced payment could
mandate an immediate sale of the asset (or
some part of it) to make the required payments
to annuitants. For a trust established with, for
example, valuable artwork, developable land, or
closely held stock, an immediate forced sale
could dramatically diminish the sale price. In
this case, the annuitant can be financially better
off to forgo his or her annual payments until the
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asset is sold at an appropriate price. This is not an option in the standard Charitable Remainder Trust but can
be achieved with the addition of a net income limitation on payments.

A Net Income Makeup CRUT
(NIMCRUT) only postpones the
payment if it is greater than income

Donor CRT

Lesser of trust income
or 5% of trust assets

Past payments
are made up
whenever net
income is
sufficient

Today, use of the Net Income Charitable
Remainder Unitrust has fallen due to
competition from newer alternatives that
address the same basic problem of asset
illiquidity. The Net Income Makeup Charitable
Remainder Unitrust (NIMCRUT) has a similar
provision limiting payments to net income, but
also has the added provision that previously
foregone payments (due to insufficient income)
can later be made up whenever income is larger
than the regular payments. Thus, although
payments are still limited to net income, a
payment in a particular year may be larger than
the standard percentage amount to make up
past payments that were missed.

Although the annuitant of a NIMCRUT may
still receive less than in a standard Charitable
Remainder Unitrust, any missed payments come
with an “IOU” from the trust promising to pay
the missed payment to the extent that future net
income exceeds the standard payment. The
annuitant is still not entitled to any more
payments than under a standard Charitable
Remainder Unitrust, but now any payments
missed due to low income could conceivably be
made up in some future year. Thus, the
annuitant may receive more under a NIMCRUT
than under a NICRUT but would never receive
more than if no net income provisions were
included in the trust. Once again, the IRS
support of this addition rests on the reality that

the charitable remainder amount can be no less (and may be larger) than that of a standard Charitable
Remainder Unitrust. As with a NICRUT, the calculation of the charitable income tax deduction for a
transfer to a NIMCRUT ignores the net income provision, despite the potential for the charity to receive a

relatively larger amount.
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NIMCRUTs may be
problematic when
later returns are
consistently less than
payout rates.

There isn’t enough
income to make
normal payouts or
make-up past
deficiencies.

Remainder Trust variation, referred to as a “flip-CRUT.”

“Flip CRUT”: A NICRUT/NIMCRUT that
converts to a CRUT at a trigger event

Standard
CRUT

NIMCRUT

rigge
Event

Common trigger events are sale of
hard-to-value property or reaching
retirement age
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Although the NIMCRUT represents an
improvement from the NICRUT for the
annuitant (because missed payments could be
made up in the future), this improvement only
applies where future income exceeds the
standard payment amount. If future income
never exceeds the standard payment amount,
then the IOU from the trust will never be paid,
and the NIMCRUT will be no better than a
NICRUT. Further, it can easily be the case that
the NIMCRUT pays less than the standard
Charitable Remainder Unitrust if future income
is insufficient to make-up all previous
underpayments due to the net income
provision.  This difficult reality led to the
creation of the next generation of Charitable

The flip-CRUT is a NICRUT or NIMCRUT
that, upon the occurrence of a trigger event,
converts to a standard Charitable Remainder
Unitrust for the remainder of the life of the
trust. Once again, the charitable income tax
deduction remains unchanged as compared
with a standard Charitable Remainder Unitrust.
This combination allows the trust to hold a
difficult-to-sell item for any length of time
without forcing a sale due to mandatory
payments. But, once the item is sold, the trust
can “flip” to a standard Charitable Remainder
Unitrust with no net income limitations.

Common trigger events permitted to generate
such a “flip” from a NICRUT/NIMCRUT to a
standard CRUT include the sale of a difficult-
to-value asset or the annuitant’s reaching a
specific age. Thus, a flip-CRUT can be used
both for difficult-to-sell assets and to address
retirement planning needs where the annuitant
may want to postpone receiving payments until
reaching a retirement date.
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In a flip-CRUT, prior to the trigger event the
annuitant receives the /Jesser of the fixed
percentage of trust assets or income from the
trust. Once the trigger event occurs, the
annuitant receives a fixed percentage of trust
assets for the remainder of the duration of the
trust without regard to the trust’s income.
(Note that once a trust is converted to a
standard CRUT because of the trigger event,
there will be no “make-up” of any past missed
payments. Prior to the trust flipping, a make-up
payment could have been possible if the flip-
CRUT was initially a NIMCRUT, but no make-
up payments are allowed once the trust
converts to a standard CRUT")

Suppose, for example, that the donor funded a
5% flip-CRUT with a non-income producing
piece of land worth $1,000,000. Before the
land was sold, the trust would receive no
income, and thus would make no payments to
the annuitant. However, once the land was
sold, the trust would convert to a standard
CRUT, and the annuitant would receive 5% of
the trust assets each year for the duration of the
trust. This 5% is fixed and would not change
regardless of how much income is earned in a
particular year.

When Charitable Remainder Trust payments are
limited to income (either permanently or for a
time prior to “flipping” into a standard CRUT),
the trustee can gain substantial control over the
payment stream simply by changing the
underlying investments. There are a variety of
investments that offer opportunities for
appreciation but produce little or no income.
Examples include non-dividend paying growth
stock or limited partnership interests, artwork
and collectibles, and developable land. When
such investments held by a NICRUT or
NIMCRUT generate no income, no payments
would need to be made.

Why is this attractive? Consider a situation
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where the donor wishes to create a source of retirement income for himself, but first wants the assets to
accumulate in a tax-free environment for several years. The donor can create a flip-CRUT converting from a
NIMCRUT to a standard CRUT upon the donot’s reaching age 65. Prior to age 65, the donor/trustee can
invest in non-income producing assets, ensuring that he will receive no payments and recognize no income.
Upon reaching age 65, the trust becomes a standard CRUT, and the donor can immediately take a percentage
of all assets, regardless of the income received by the trust. But what about all the missed payments? One
clever approach is to design the NIMCRUT phase where post-contribution capital gains are specifically
defined as income. In the year prior to the retitement date (and “flipping” of the trust), the trustee could sell
all the investment assets, recognize large capital gains and use these gains to pay all outstanding IOUs
(payment make-up provisions). The net effect can be to preserve all the payments but postpone their
distribution until the desired age. The distribution need not be so drastic as to make all sales and make-up
payments in the final year. These sales and the resulting make-up distributions could be timed over several
years to smooth the annuitant’s receipt of income. Using these techniques, however, the donor/annuitant
can design an income stream that matches his or her retirement and tax planning goals.

Commercial deferred annuities are an investment that can be designed to generate no income
recognition by the trust prior to a decision by the trustee to withdraw funds. This can be an ideal investment
allowing the income “spigot” to be turned off and on at will. The annuity can accrue income that is not
distributed to (or recognized by) the trust until payment is requested by the trustee. Once income is desired,
the annuity can immediately be paid to the trust, creating a flood of income that can be used — in the case of a
NIMCRUT - to make up past foregone payments. (This relies in part on a special provision in the income
tax code that treats payments from an annuity contract as entirely ordinary income if the annuity is owned by
a trust.) However, this approach generates more concern than other investments. Specifically, there is limited
concern that the use of this investment may constitute “self-dealing.” Although an early Technical Advice
Memorandum (TAM 9825001) provided some encouragement and guidelines, since 1997 this practice has
been under review by the IRS, and the IRS has specifically stated that it will not make any additional rulings
related to the use of commercial deferred annuities in a NICRUT or NIMCRUT. Thus, the tax outcome for
this arrangement is modestly less secure, given the lack of final regulations.

One creative approach to Charitable Remainder
Trust planning is to design a flip-CRUT that
converts on the sale of an economically
insignificant, but difficult-to-value, asset. The
traditional flip-CRUT is designed around the
sale of a substantial difficult-to-value (and
hence, often difficult-to-sell) asset. However,
the difficult-to-value asset need not be a
r.., substantial one. In fact, it can be a single share
: /| of a closely held company. In this case, the
*"{‘: asset itself is economically insignificant, but
' allows the trustee to “flip” the trust from a
NIMCRUT to a standard CRUT at will by

“FLEX-CRUT”

Conrad Teitell suggests E-
triggering a FLIP-CRUT using
a small, but hard-to-market,
asset such as one share of
closely-held stock

Then trustee sells TR s selling the asset. Commentator Conrad Teitell
whenever the flip is GW’ labels this a “flex-CRUT” because it is so
flexible.
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Partial Gift

A donor can give part of an
undivided interest (e.g., 75%
as tenants in common) to a
CRT.

Subsequent sale generates
capital gain for the retained
share, but the contribution
generates a tax deduction.

The typical Charitable Remainder Trust
transaction involves the transfer of a substantial,
highly appreciated asset to the trust. It may be
the case that the donot’s wealth is substantially
tied to one property and the donor may not
wish to contribute the entire property to a
Charitable Remainder Ttrust. In such cases, a
donor can choose to contribute an undivided
share of the property to the Charitable
Remainder Trust. Typically, this transfer would
be made prior to a sale in an effort to shelter
some of the recognition of capital gain.
Although the donor would still recognize capital
gain on his share of the property at its sale, the
share of the property owned by the Charitable
Remainder Trust would not generate an

immediate capital gains tax. Further, the donor might choose to make several contributions of undivided
interests to a Charitable Remainder Trust in order to spread out the charitable income tax deductions over a
longer period. For example, by donating 10% undivided interests each year for 10 years, the donor creates 10
years’ worth of charitable income tax deductions rather than one large deduction in the first year. This may
help to co-ordinate the charitable deductions with the income limitations on such deductions. Although
charitable income tax deductions exceeding income limitations may be carried over for up to five years,
spreading out the transfers may result in larger deductions due to the appreciation of the underlying property.

Charitable
Remainder Trust

Flexible & Expensive

Charitable
Gift Annuity

Simple & Cheap

* CRTs are individually
created according to the
specific desires of each
client

* CGAs from a charity are
usually identical except for
the dollar amount
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Comparing Charitable Remainder Trusts to
Charitable Gift Annuities is much like
comparing the artist’s paint palette with a
number 2 pencil. Charitable Gift Annuities are
relatively simple, standardized agreements, often
contained in a one- or two-page form
document. For most charities, all their
Charitable Gift Annuity agreements are identical
except for the payment amount and named
annuitant. In contrast, Charitable Remainder
Trusts are individually created to the
specifications of the donor. Although
Charitable Remainder Trusts must comply with
the IRS guidelines, within those guidelines,
there is enormous freedom and flexibility.
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Some examples of the flexibility of Charitable
Remainder Trusts (as contrasted with typical
Charitable Gift Annuities) include the ability to
name an unlimited number of public charity or
private foundation beneficiaries and the ability
to change the named charitable beneficiary
whenever desired.  There are, of course,
consequences of different choices. For
example, gifts to a Charitable Remainder Trust
where the remainder could possibly be paid to a
private foundation will be subject to the income
limitations and property valuation rules
applicable to gifts to private foundations. The
donor can create a Charitable Remainder Trust
that will pay to any number of beneficiaries for
any number of lives (where Charitable Gift
Annuities are limited to a maximum of two lives). The donor can create a Charitable Remainder Trust that
will pay for a fixed number of years, up to 20. (Charitable Gift Annuities may pay for one or two lives but
not for a fixed number of years.) If the Charitable Remainder Trust employs an independent trustee (i.e., not
controlled by the donor), the trust can also create restrictions as to when certain annuitants will receive
payments. Although the Charitable Remainder Trust must still make the required payments (of a fixed dollar
or fixed percentage amount), the trust document may change the recipient of those payments. This
“sprinkling” power (although it can be administered only by an independent trustee and not by a donor-
trustee) can create amazing planning opportunities. For example, the payments can contain a “spendthrift”
provision protecting them from being attached by creditors. Thus, for annuitants other than the donor, the
payments can be protected from divorce, lawsuits, or bankruptcy. If the donor wishes to prevent his
annuitant children (or grandchildren) from becoming lazy “trust fund” kids, he could limit the payments to a
particular beneficiary to some multiple of their earned income. (Any un-claimed annuity payment would still
need to be paid to other beneficiaries so that the total payment distributed was still fixed.) The donor could
even requite that annuitants pass a drug test to receive annuity payments. Almost any rules that can be
imagined by the donor and administered by an independent trustee that are not against public policy can be
included in a charitable trust document. Its flexibility is almost limitless.

The flexibility of
4 CRTs

* Unlimited number of
income beneficiaries

* Special restrictions on
income beneficiaries
allowed (where
violation gives income
to alternate person)

— Spendthrift trusts
— Match earned income to
prevent “trust fund” kids

— Require random drug
tests

* Unlimited number of
public charity or private
foundation beneficiaries
(income limitations pass
through)

* Open choice on payout
years and amounts

As a famous example of such flexibility, we can

7 z
Leona. H el m SI e.y S Cha rita bl € examine the Charitable Remainder Trust from
Remain d er Unitrust create d the estate of hotelier Leona Helmsley.

in h er wi | | in C| ud es Typically, the provisions of Charitable

Remainder Trusts are not publicly available,
because these are private documents. However,
in this case, the Charitable Remainder Trust was

contrary, my grandchildren DAVID PANZIRER and WALTER

PANZIRER shall not be entitled to any distributions from
any trust established for such beneficiary's benefit under
this Will unless such beneficiary visits the grave of my late
son JAY PANZIRER, at least once each calendar year,
preferably on the anniversary of my said son's death
(March 31, 1982) (except that this provision shall not
apply during any period that the beneficiary is unable to
comply therewith by reason of physical or mental
disability as determined by my Trustees in their sole and
absolute discretion).”
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a testamentary trust (l.e., created in the will).
Because the will is a public document, the
provisions of this testamentary trust also
became public. This trust required that the
grandchildren beneficiaries must visit the grave
of their father at least once each calendar year in
order to receive their annuity payment. Because
this trust was to be administered by an
independent trustee (and not by the donor
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herself), such “sprinkling” powers are acceptable. If a beneficiary did not comply with the rules, #hat
beneficiary would lose his payment and the payment would go to another named beneficiary.

. Any trust, including a Charitable Remainder
What kind of propgrty can a CRT hold? Trtfst, can be thouggit of as a basket. Like a
basket, a trust holds things. Trusts hold title to
valuable assets and administer those assets in
accordance with the instructions found in the
trust document. However, certain types of
assets can create problems when owned by a
Charitable Remainder Trust.

Subchapter S corporation rules do not | Subchapter S corporations are closely held (100

allow CRT shareholders or fewer shareholders) corporations that are
taxed in ways like partnerships. A Charitable

Remainder Trust cannot hold subchapter S
Corporation shares. This is not due to any
restriction from the rules of Charitable
Remainder Trusts, but rather due to the
shareholder requirements of subchapter S
corporations. Shareholders  in  such
corporations must normally be natural persons.
Although there are exceptions to this rule, a
Charitable Remainder Trust is not one of them.
(One exception allows public charities to hold
subchapter S stock, thus allowing a Charitable
Gift Annuity in exchange for such shares.)

What options are available for the donor
who wishes to transfer the ownership of a business to a Charitable Remainder Trust, when the business is a
subchapter S corporation? The corporation itself can contribute appreciated assets to a Charitable Remainder
Trust and receive income for up to 20 years (lifetime income is not available for non-persons). Both the
charitable income tax deduction and subsequent income payments pass through to the shareholders and no
capital gain is immediately recognized upon the sale of the asset. This is not a perfect solution, however,
because it cannot be used to transfer “substantially all” corporate assets to a Charitable Remainder Trust, and
payments cannot be made for annuitant lifetimes. Of course, a donor who controls the corporation could
change its corporate form to a C-corporation by ceasing to make the S-corporation election, but such
conversion has its own tax consequences that may be independently unattractive.
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100% excise tax on Unrelated Business
Taxable Income (UBTI), where CRT is
running a business (e.g., owning as a sole
proprietor or partner) instead of being a
passive investor

Not UBTI

Dividends, interest,
annuities, royalties, rents
from real estate, and
capital gains, so long as
none of them involve
debt-financing

UBTI

Net income from running
a hotel, parking lot,
convenience store, coin
operated laundry

or
Debt financed net income

One of the most extreme forms of taxation
comes when a Charitable Remainder Trust
receives unrelated business taxable income
(UBTI). Unrelated business taxable income is
generated when the trust earns money by
engaging in the operation of a business rather
than simply being a passive investor. Such
income is taxed at a 100% rate. Simply put, the
IRS takes all of it.

Typical investments do not generate unrelated
business taxable income, because they are
passive. Dividends, interest, annuities, royalties,
rents from real estate, and capital gains are not
unrelated business taxable income, so long as
none of them involves debt financing.
Conversely, if any of these sources of income
are generated from debt-financed investments,
then the income does qualify as unrelated
business taxable income. Although rents from
real estate will not be unrelated business taxable
income — so long as there is no debt on the real
estate — active management of businesses
involving real estate, such as running a hotel,
parking lot, convenience store, or coin-operated
laundry, will create unrelated business taxable

income. The key distinction is that when the trust is actively participating in the operation of the business,
the resulting income is unrelated business taxable income. (Of course, the trust can be a sharcholder in a
corporation that engages in such activities, because then the trust is simply a passive investor rather than a

manager.)
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Ex: CRT receives a
$1,000,000 home
(100,000 basis).
Trustee makes
improvements
using a $100,000
mortgage
(acquisition
indebtedness) and
sells for $1,200,000.

Result?

by $200,000, right? Unfortunately, no.

Ex: CRT receives a
$1,000,000 home
(100,000 basis).
Trustee makes
improvements
using a $100,000
mortgage
(acquisition
indebtedness) and
sells for $1,200,000.

Due to debt
financing
$1,000,000 capital
gain is UBTI, taxed
at 100%, and lost.

Self-Dealing

CRT can’t sell,
lease, loan, or
allow use of assets
by CRT creator,
contributor,
trustee, or their
ancestors,
descendents, or
spouses
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The extreme taxation of unrelated business
taxable income in Charitable Remainder Trusts
can produce surprising results. Consider a
situation where a Charitable Remainder Trust
receives a gift of a $1 million house transferred
from a donor who had a $100,000 basis in the
house.  The trustee decides to authorize
$100,000 of improvements to the house in
order to get it in top condition to sell. Because
the trustee has no other trust assets, he obtains
the $100,000 by taking out a mortgage on the
house. As a result of making the
improvements, the house is later sold for $1.2
million, and the mortgage is paid off at the sale.
Cleatly, the $100,000 investment was a good
idea because it increased the value of the home

Remember that dividends, interest, annuities,
royalties, rents from real estate, and capital gains
are not unrelated business taxable income, so
long as none of them comes from debt
financing. However, in this case we have a
capital gain from debt-financed property (due to
the $100,000 mortgage). Thus, the capital gain
becomes unrelated business taxable income.
Unrelated business taxable income in a
Charitable Remainder Trust is taxed at 100%.
Consequently, the entire capital gain must be
forfeited as a tax payment. Although an
extreme example, this shows the importance of
avoiding unrelated business taxable income in a
Charitable Remainder Trust.

The Charitable Remainder Trust, like a private
foundation, has strict rules against engaging in
transactions with disqualified persons. Rather
than reviewing these transactions to determine
if they were beneficial to the charity or the

Charitable  Remainder  Trust, all such
transactions are simply prohibited. As a result,
the Charitable Remainder Trust is not

permitted to sell, lease, loan, or allow any use of
assets by the trust’s creator, contributor, trustee
or their ancestors, descendants, or spouses. For
example, a donor could not contribute a house
to a Charitable Remainder Trust and allow his
daughter to live in the residence prior to its sale.
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This would be a use of assets by a descendant of a contributor to the Charitable Remainder Trust and would
thus be a prohibited act of self-dealing. Self-dealing can result in disqualification of the Charitable Remainder

Trust.

Iffall
agreejcania
CRT}
and
distributed?

_.gg

ermination&
distribution|of;
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offalllinterests
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One of the defining characteristics of a
Charitable Remainder Trust is that it is an
irrevocable trust. However, in some cases
exceptions to this irrevocability have been
allowed. For example, the IRS has previously
allowed for the premature termination of a
Charitable Remainder T'rust, with a distribution
of the assets based upon the present value of
all interests. Note that this has been allowed
previously but is not a universally guaranteed
option. For example, the IRS would not want
to authorize such divisions where the lifetime
annuitant was aware of some health condition
that substantially shortened his or her life
expectancy. In that case, the calculated present
value of the annuitant’s interest, based on

normal life expectancies, would substantially overstate the value of the annuitant’s share. Nevertheless, if
both the annuitant and remainder beneficiary agree, such division might be possible. The actual termination
and distribution would likely require the intervention of a state court to circumvent the irrevocable nature of
the trust agreement, because the trust itself is an entity created by state law. Federal law establishes only the
federal tax treatment of the trust but cannot create or dissolve the trust.

Donor plans to create
CRT with remainder
value sufficient to
build a building, but
charity needs building
now. Solutions?

CRT may se%regate
and pledge funds as
collateral for a loan
taken out by the
charit# (Charity can
pay off loan with
remainder at death.)

PLR 8807082

Another example of creativity that received
approval by the IRS in a private letter ruling
dealt with the charity’s immediate need for
funds to construct a building. Normally, a
Charitable Remainder Trust would not be
useful for such needs. The Charitable
Remainder Trust typically pays nothing to the
charity for many years or a lifetime. As a
creative way around this limitation, the
Charitable Remainder Trust was authorized to
segregate funds and pledge them as collateral
for a loan taken out by the charity. The lender
was protected by the ability to seize the funds
in the event of non-payment. The charity was
able to immediately build the building while
planning to pay off the loan with the charitable

gift received from the Charitable Remainder Trust at its termination. In this way, the donor was able to see
the impact of his gift immediately.
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Charitable
Remainder Trusts

. iti "\ Anything Left
L A 7.
] E) s )
Donor Charity
Payment
During Life

Charitable Remainder Trusts are, fundamentally,
the most powerful complex tool available to gift
planners. Charitable Remainder Trusts can be
part of even more powerful, and more complex,
planning when combined with other trusts. For
example, a Charitable Remainder Trust can pay
its remainder interest to a private family
foundation with some part of the value of the
charitable income tax deduction and annual
payments used to purchase estate-tax-free life
insurance through an Irrevocable Life Insurance
Trust.  The flexibility and possibilities of
Charitable Remainder Trusts are almost
limitless. This chapter simply paints the broad
outlines for what is possible. As complex as
these arrangements can become, fundamentally,

their purpose is to (1) trade a charitable gift for income and (2) reduce taxes. Consequently, investigating the
use of these instruments is warranted whenever a donor would like to make a substantial gift, receive income,

and avoid income and capital gains taxes.
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