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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 I 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 I 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.  It 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 without notice.  Reasonable people may disagree about the opinions 
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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 its author.  The 
trademarks of these organizations 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 http://commons.wikimedia.org/wiki/File:Bill_Gates_in_Poland.jpg 

 
 
 
 

 

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



155 

 
 
 
 
 
 

9 TAXATION OF CHARITABLE GIFT ANNUITIES 
 

A donor makes a gift and in return receives 
annual payments for life from the charity.  This 
is the basic concept of a Charitable Gift 
Annuity.  Despite this underlying simplicity, 
understanding the tax implications of a 
Charitable Gift Annuity can be quite complex – 
so complex, in fact, as to warrant this separate 
chapter.  What causes this complexity in tax 
consequences for Charitable Gift Annuities? 
 
 
 
 
 
 
 

 
The complexity begins with the reality that 
Charitable Gift Annuities generate potential tax 
consequences in five different ways.  The 
Charitable Gift Annuity is, at least in part, a 
charitable gift.  Because it is a charitable gift, it 
generates a charitable income tax deduction for 
the donor.  However, unlike other forms of 
charitable gifts, the Charitable Gift Annuity also 
generates a stream of payments to the 
annuitant.  This lifetime stream of payments 
produces its own set of tax results.  Some part 
of each payment will count as ordinary income 
to the recipient.  Some part of some payments 
may also count as tax-free return of investment.  
If the gift given to the charity in exchange for 
the annuity was appreciated property, then 

some part of some payments may also be taxed as capital gain.  Finally, if the donor decides not to take the 
payments for himself, but instead provides a lifetime income for someone else (other than the donor’s 
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spouse), then the donor has made a potentially taxable gift to the recipient.  Thus, this single gift vehicle can 
result in capital gain income, ordinary income, an income tax deduction, tax-free return of capital, and a 
taxable gift.  Let’s begin with the calculation of the income tax deduction generated by the purchase of a 
Charitable Gift Annuity. 

 
A Charitable Gift Annuity is a form of a bargain 
sale.  As with other bargain sales, the charitable 
tax deduction is based on the value of what the 
donor contributed less the value of what the 
donor received.  Determining the value of what 
the donor contributed is relatively easy.  If the 
donor gave $10,000 in cash, then the value of 
the donor contribution is $10,000.  Determining 
the value of what the donor receives in 
exchange for the gift (i.e., the value of the 
annuity) can be a bit more challenging. 
 
 
 
 
 
 
Let’s look at an example that we will return to 
throughout this section.  Suppose that a donor, 
age 55, gives $100,000 in cash to a charity, and 
in exchange, the charity agrees to pay the donor 
$4,000 per year for his life.  The charitable 
deduction will be the value of what the donor 
gave to the charity less the value of what the 
donor received from the charity.  Determining 
the value of what the donor gave to the charity 
is simple.  He gave $100,000. 
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But how do we determine the value of the 
annuity that the donor received in return for his 
gift?  If the donor died immediately after 
making the contribution, then he would not 
have received any payments from the charity.  
On the other hand, if the donor lived for 50 
more years, then the donor would receive 50 X 
$4,000 (i.e., $200,000) from the charity in 
exchange for his gift.  Because it is impractical 
to wait 50 years to determine the donor’s 
charitable deduction, we must instead estimate 
the projected value of the annuity at the time that 
the gift annuity was purchased.  Thus, the value 
of the annuity will be based upon the idea that 
the annuitant will live up to his projected life 
expectancy.  The reality of the annuitant’s actual 

life span will not affect either the initial valuation of the annuity or the charitable deduction.  In our example, 
the value of the annuity is the value of receiving $4,000 each year for the life expectancy of a 55-year-old.  
The value of this payment stream will depend upon the prevailing interest rates.  Why?  Consider this.  
Generating $4,000 each year when interest rates paid 4% would require a $100,000 investment.  If interest 
rates paid 1%, this would require a $400,000 investment.  And if interest rates paid 16%, this would require 
only a $25,000 investment.  Thus, the value of a $4,000 per year payment depends heavily on the prevailing 
interest rates.  Fortunately, the IRS has a prescribed process for determining the appropriate interest rate and 
calculating the value of annuities.  Let’s now walk through that process step-by-step. 

 
The first step in valuing an annuity is to 
determine the appropriate interest rate.  For 
purposes of calculating the deduction for a 
Charitable Gift Annuity, the relevant interest 
rate is referred to as the §7520 rate.  This rate is 
published on the IRS website at:  
https://www.irs.gov/businesses/small-
businesses-self-employed/section-7520-interest-
rates (It is also published on a variety of other 
planned giving websites.) Once we know the 
appropriate interest rate, we can find the 
appropriate annuity factor in the actuarial tables 
posted at  
https://www.irs.gov/retirement-
plans/actuarial-tables Multiplying this annuity 
factor by the annual payment gives us the value 

of the annuity for purposes of our income tax deduction.  Let’s now walk through each step for our example 
Charitable Gift Annuity. 
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The first step in valuing the annuity is to 
determine the appropriate interest rate.  Because 
the §7520 interest rates change each month, we 
will have to set a date for our hypothetical 
transaction.  So, let’s assume that our 55-year-
old donor gave $100,000 in exchange for a 
$4,000 per year annuity on January 31 of the 
year 2017.  The IRS website for the §7520 
interest rates shows that January had a 2.4% 
rate.  However, tax law allows the donor to 
choose the current or either of the prior two 
month’s §7520 interest rate for his calculation.  
(In fact, the next month’s rates are published 
several days early, so towards the end of the 
month, the donor also knows the interest rate 
for the upcoming month and could postpone 

the transaction in order to take advantage of a favorable rate change.) For a transaction on this date, the 
donor could choose the 2.4% rate from January or the 1.6% rate from November or the 1.8% rate from 
December.  Which rate should the donor choose? 
 

As discussed previously, the value of the 
annuity depends upon the current interest rates.  
As interest rates rise, it takes a smaller and 
smaller investment to generate $4,000 per year.  
Thus, the value of a $4,000 per year payment 
falls as interest rates rise.  So, if the donor 
selects the higher interest rate (2.4%), the 
annuity the donor receives from the charity will 
be valued at less than if the donor selected the 
lower interest rate (1.6%).  Does the donor 
want the annuity he receives to be valued higher 
or lower?  In most cases, the donor is interested 
in having the highest charitable income tax 
deduction.  Here, the donor’s deduction will be 
$100,000 minus the value of the annuity.  As the 
interest rate rises, the value of the annuity falls.  

As the value of the annuity falls, the value of the donor’s deduction rises.  Consequently, the donor will 
choose the higher interest rate (2.4%) in order to generate the highest charitable income tax deduction.  
(Choosing the higher interest rate is normally the “right” answer for a donor.  However, if the donor cannot 
make use of the income tax deduction, then the lower rate is preferable because, as discussed later, it will 
increase the amount of each payment considered to be tax-free return of investment.) 
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Because our donor wants the highest charitable 
deduction, he consequently wants the lowest 
valuation for his annuity.  (Remember that the 
charitable deduction is the value of what the 
donor gives to the charity less the value of what 
the donor receives back from the charity.  In 
this case, what the donor receives back is the 
annuity.) To get the lowest valuation for his 
annuity, the donor chooses the highest §7520 
interest rate, in this case 2.4%. 
 
 
 
 
 
 
After identifying the appropriate §7520 interest 
rate (2.4%), we next look at the relevant 
actuarial tables.  Going to the IRS webpage 
(www.irs.gov/retirement-plans/actuarial-
tables) provides links for tables of single life 
factors and last-to-die factors.  In this case, the 
annuity pays for the life of the donor only and 
so we will use the table for single life factors 
(Table S).  Scrolling down through this table 
until we reach the section for a 2.4% interest 
rate reveals the annuity factor for each age at 
this interest rate.  Because our annuitant is age 
55, we use the annuity factor of 18.1993.  (Of 
course, if the annuitant were a different age or 
if the interest rate were different, then this 
annuity factor would also be different.) This 

annuity factor of 18.1993 is multiplied by the annual payment amount of $4,000 to generate the value of the 
annuity for purposes of calculating the income tax deduction. 

 
An annuity factor of 18.1993 multiplied by an 
annual payment of $4,000 generates a value for 
this annuity of $72,797.20.  (As a point of 
comparison, if the donor had chosen the lower 
interest rate of 1.6%, then the annuity factor 
would have been 20.2512 and the annuity 
would have been valued at $81,004.80.  The 
use of this lower interest rate would have 
reduced the donor’s tax deduction by over 
$8,200.) 

Charities are allowed to make annuity 
payments more frequently than once per year.  
This slightly modifies the valuation of the 
annuity because the donor does not have to 
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wait as long to receive his payment.  (For example, if the annuitant is paid annually, he must wait 12 months 
to receive his first check, but if he is paid weekly, he only waits 7 days.  In either case, the total payments in 
each year still sum to $4,000.  But, receiving the payments earlier in the year is more valuable than being 
required to wait until the end of the year.) This increase in value due to more frequent payments is calculated 
by multiplying the initial value by the frequency factor found in Table K.  Table K is found on the same 
webpage as the other actuarial tables.  The frequency factor for annual payments is simply 1.0, meaning that 
no valuation adjustments are made.  The frequency factor for semi-annual, quarterly, monthly, and weekly 
payments will be greater than one and will depend upon the current §7520 interest rate.  (The value of 
receiving the payment earlier depends upon how much interest that early payment could earn between the 
time it was received and the time the later payment would have been received.) 

 
Having determined the value of the $4,000 per 
year lifetime payments to the donor, i.e., the 
value of the annuity, it is now easy to calculate 
the charitable deduction.  As with any bargain 
sale, the charitable deduction is simply the value 
of what the donor gave to the charity (in this 
case cash worth $100,000) less the value of 
what the donor received from the charity (in 
this case an annuity worth $72,797.20).  Thus, 
this transaction generates a $27,202.80 
deduction for the donor. 

Note that this calculation is based upon a 
$4,000 per year payout to a donor aged 55 and 
corresponds with the suggested rates offered at 
the time of the transaction by the American 
Council on Gift Annuities.  Charities are always 

open to paying a lower annuity than the suggested rates.  It is good practice for charities to present a 
Charitable Gift Annuity proposal with three different payout rates, high (e.g., $4,000 per year as per the 
American Council on Gift Annuities suggested rate), medium (e.g., $3,000 per year), and low (e.g., $2,000 per 
year).  Remembering that the goal of the donor is, in part, to benefit the charity, the lower rates may more 
closely match the donor’s preferences and income needs while maximizing the benefit to the charity.  If a 
donor chose one of the lower payout rates, the value of the resulting annuity would be less and, consequently, 
the charitable income tax deduction would be greater. 

 
In our example, the charitable deduction was 
approximately 27.2% of the $100,000 given by 
the donor.  Of course, if the charity had paid 
the donor more than $4,000 per year for life, 
then the charitable deduction would have been 
less.  There is, however, a limit on how much 
the charity can pay to the donor.  The IRS 
requires that the value of the annuity given to 
the donor must be less than 90% of the value 
of the gift the donor gives to the charity.  A 
quick way to see that this requirement has been 
satisfied is to make sure that the charitable 
deduction is greater than 10% of the amount 
given to the charity by the donor.  If this rule is 
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violated the charity will be treated as if it is engaging in an unrelated (non-charitable) business and will be 
taxed accordingly.  Consequently, charities do not normally offer gift annuities that violate this rule. 

 
Our first example was the simplest Charitable 
Gift Annuity case where the donor gives cash 
in exchange for lifetime payments.  However, 
married donors are frequently interested in 
payments that last for two lives, rather than just 
one.  Two-life annuities are allowed and there is 
no requirement that the annuitants be related.  
(However, annuities for more than two lives are 
not permitted.) The actuarial tables used in the 
single life example will not work for a two-life 
annuity.  Consequently, we must slightly alter 
the process for valuing such annuities. 
 
 
 
For two-life annuities, calculating the value of 
the annuity uses Table R, rather than Table S.  
However, Table R looks different from Table S.  
Where Table S has three numbers for each age 
(the annuity factor, the remainder interest, and 
the life estate), Table R has only one number 
for each age combination.  This one number is 
the remainder interest factor.  But, we don’t 
want the remainder interest factor; instead, we 
want the annuity factor.  Using Table R requires 
knowing that the annuity factor is calculated by 
subtracting the remainder interest factor from 
one and then dividing this amount by the 
current §7520 rate.  Thus, calculating the 
annuity factor for a two-life annuity will have 
one extra step. 
 
As in the example for a single life annuity, once 
we know the value of the annuity given by the 
charity, we are able to calculate the tax 
deduction.  The deduction is the amount given 
by the donor to the charity less the value of the 
annuity given by the charity to the donor. 
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Knowing how to value the annuity allows us to 
calculate the charitable tax deduction resulting 
from purchasing the Charitable Gift Annuity.  
However, the tax implications of a Charitable 
Gift Annuity do not end there.  Unlike other 
gifts, the Charitable Gift Annuity produces a 
lifetime income stream.  Each year (or quarter, 
month, or week) the annuitant receives a check 
from the charity.  How should the annuitant 
report this check to the IRS?  Let’s begin with 
the simple transaction where the Charitable Gift 
Annuity was purchased with cash.  In that case, 
each check will be reported as some 
combination of ordinary income and tax-free 
return of investment. 
 
 
Some part of each annuity check given to a 
donor simply returns a part of the money paid 
for the Charitable Gift Annuity.  This part is a 
return of the donor’s original investment.  
There are no income taxes on this portion of 
the annuity check because this is not “new” 
earned money coming to the donor.  This is the 
donor’s own money being returned to him.  
(Or, in the case of a gift annuity paid to 
someone other than the donor, this is a gift 
from the donor and is likewise not taxable 
income.) 
 
 
 
 
 
The remaining part of each annuity check is 
taxable.  When the Charitable Gift Annuity is 
purchased for cash (i.e., not with appreciated 
property), this remaining part is taxed as 
ordinary income.  In this case, everything that is 
not tax-free return of investment is taxable as 
ordinary income. 
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Let’s look at an example that may help to 
explain the difference in tax treatment between 
earnings and tax-free return of investment.  
Suppose you open an interest-bearing bank 
account and put in $1,000. 
 
 
 
 
 
 
 
 
 
 
 
 
Further, suppose that each year you withdraw 
all of the interest earned in the account and 
some of your original $1,000 deposit.  For 
example, suppose that the bank account earns 
5% interest per year.  At the end of the first 
year, you withdraw the $50 of interest earned 
on your $1,000 deposit and you withdraw $100 
of your original deposit. 
 
 
 
 
 
 
 
 
 
Do you pay more taxes because you withdrew 
$100 of your original deposit?  Does removing 
$100 of your original deposit mean that you 
have $100 more of income this year?  No.  
Removing money from an account does not 
cause you to have more income.  It simply 
shifts the location of your money. 
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Putting money into an account and then 
removing the same money from the account is 
no different than burying money in the ground 
and then later digging it up and taking it out of 
the ground.  This is tax-free return of 
investment.  The money was yours before you 
put it in the ground and is still yours after you 
take it out of the ground.  Neither of these 
actions changes your taxable income, even if 
they may change the amount of cash in your 
pocket. 
 
 
 
 
 

 
Let’s return to the example of the bank account 
where you earned $50 in interest (on the 
original $1,000 deposit) and withdrew $150.  
Do you pay taxes on the $50 of interest earned 
during the year?  Yes.  This $50 is not part of 
the $1,000 original deposit.  It is new.  This new 
money earned on the deposit is taxable income.  
The idea of taking all of the interest and some 
of the principal each year from a bank account 
is similar to receiving an annuity.  Each annuity 
check represents all of the earnings during the 
year, plus some of the original investment.  The 
portion of the annuity check that represents a 
return of the original investment is not taxed.  
The rest is treated as earnings and is taxed as 
ordinary income. 

 
 
So long as the annuity was not purchased with 
appreciated property, each annuity check will 
consist of some combination of taxable 
earnings and non-taxable return of original 
investment.  Using the bank account analogy, 
the tax-free return of investment is like 
removing some of the original principle from a 
bank account, and the remainder of each 
annuity payment is like the taxable earnings 
from a bank account. 
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How much of each annuity check is taxable 
income?  We calculate this indirectly by 
determining how much was simply a return of 
the money originally invested.  The rest is 
taxable income. 
 
 
 
 
 
 
 
 
 
 
 
The formula for determining the amount of 
each annuity check that qualifies as tax-free 
return of investment divides the part of the 
transaction used to purchase the annuity by the 
annuitant’s original life expectancy.  Note that 
the part of the transaction used to purchase the 
annuity is not the entire cost of the Charitable 
Gift Annuity.  Part of the cost of the Charitable 
Gift Annuity is a charitable gift.  That is the 
part which generates the charitable income tax 
deduction.  The rest of the money used to 
purchase the Charitable Gift Annuity (i.e., not 
the deductible gift part of the transaction) is the 
money used to purchase the annuity part.  It is 
this part of the transaction that is the 
investment part (i.e., not a gift).  Consequently, 

this is the part of the transaction that can become tax-free return of investment.  The gift part of the 
transaction cannot become tax-free return of investment because it was given to the charity as a deductible 
charitable gift. 
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Let’s return to our original example where a 55-
year-old donor gave $100,000 of cash to the 
charity and the charity, in return, agreed to pay 
the donor $4,000 per year for life.  The amount 
of each annual $4,000 annuity check that is tax-
free return of investment is determined by 
dividing the dollars used to purchase the annuity 
part by the annuitant’s life expectancy when the 
Charitable Gift Annuity was purchased. 
 
 
 
 
 
 
 

 
In this case we have previously calculated the 
value of the annuity as $72,797.20.  Thus, this is 
the portion of the $100,000 transfer that was 
used to purchase the annuity.  The remaining 
amount from the $100,000 was not used to 
purchase the annuity.  Instead, it was used to 
make a charitable gift (and was thus deductible 
as a charitable gift).  Dividing this $72,797.20 
annuity part by the annuitant’s 21.7 year original 
life expectancy results in $3,354.71.  Thus, 
$3,354.71 of each $4,000 annuity check will be 
tax-free return of investment until all of the 
donor’s original investment has been returned.  
How do we find the annuitant’s life expectancy?  
The life expectancy used for this calculation is 
called an “expected return multiple” and is 

identified in the table found in the Code of Federal Regulations Title 26 §1.72-9.  (Several free websites show 
the Code of Federal Regulation such as www.law.cornell.edu/cfr/) This factor is called an “expected return 
multiple” because it is the period that payments are actuarially expected to be received.  In this case, the 
“expected return multiple” for a 55-year-old male is 21.7 years. 
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As a result of this calculation, we can now say 
that out of each $4,000 annuity payment, 
$3,354.71 will be treated as tax-free return of 
investment.  This is how each annuity check 
will be treated until the entire $72,797.20 of the 
investment in the annuity portion has been 
returned.  Note that the charity is required to 
send each annuitant an IRS Form 1099R which 
indicates what part of each payment is tax-free 
return of investment, what part is taxable 
income, and (if the gift annuity was purchased 
with appreciated property) what part is capital 
gain.   
 
 
 
 
The tax-free return of investment is divided 
among each expected payment.  If an older 
annuitant had a life expectancy (“expected 
return multiple”) of five years at the creation of 
the charitable gift annuity, then each year for 
five years 1/5th of the donor’s original 
investment in the annuity portion of the 
transaction would be returned to the donor.  
But what happens once the entire original 
annuity portion cost has been returned?  (In 
other words, what happens if the annuitant 
outlives his or her “expected return multiple”?)  
 
 
 
 
 
Once the entire original investment (in our 
example, $72,797.20) has been distributed to 
the annuitant, there is no part of the original 
investment left.  Consequently, after that point, 
no part of the subsequent annuity payments will 
be tax-free return of investment.  Thus, once an 
annuitant has lived past his or her life 
expectancy (“expected return multiple”), the 
entire annuity payment will be treated as 
ordinary income. 
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Returning to our example, $3,354.71 of each 
$4,000 annuity check will be treated as tax-free 
return of investment for 21.7 years.  (For the 
check in the 22nd year, the tax-free return of 
investment would be $3,354.71 X .7, or  
$2,348.30.) After that point, however, every 
additional $4,000 check will be treated entirely 
as ordinary income. 
 
 
 
 
 
 
 
 
 
If the donor dies prior to reaching his original 
life expectancy (“expected return multiple”), 
then the donor fails to receive his entire 
original investment in the annuity portion of 
the transaction.  In this case, the donor’s last 
tax return can deduct the portion of the 
original investment not yet returned to the 
donor. 
 
 
 
 
 
 
 
 
 
For a donor who wishes to benefit a charity 
that does not offer a Charitable Gift Annuity, a 
similar transaction would be to use part of the 
money to purchase a commercial immediate 
annuity from an insurance company and then 
simply donate the remaining amount to the 
charity.  This accomplishes roughly the same 
goals as a Charitable Gift Annuity.  However, 
there are two tax disadvantages that make this 
substitute transaction less advantageous.   
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The deduction generated by the substitute 
transaction (purchasing a commercial annuity 
from the insurance company and donating the 
remaining cash to the charity) will be lower 
than the deduction generated by a comparable 
Charitable Gift Annuity.  With a Charitable Gift 
Annuity, the charitable deduction is the amount 
transferred less the value of the annuity as 
determined by the IRS tables.  In the substitute 
transaction the charitable deduction will be the 
amount given to charity, in other words, the 
total original amount less the price of the 
commercial annuity.  However, a commercial 
annuity will inevitably be more expensive than 
the IRS valuation of a similar annuity from a 
charity.  This occurs for two reasons.  First, the 

commercial annuity product must incorporate the salaries and profit of the insurance company into its 
pricing.  This margin must be above and beyond the value of the expected payout based upon current interest 
rates.  Additionally, the IRS valuation for an annuity from a charity will be lower because the IRS uses 
standard life expectancy tables.  However, people who buy annuities, on average, live longer than others of 
the same age.  (As discussed in the previous chapter, this is because people who are sick or dying or poor do 
not purchase annuities.  The exclusion of these groups means that those who purchase annuities will, on 
average, live longer than others of the same age.)  Thus, the insurance company must price its annuity based 
upon the longer life expectancy of annuity purchasers, and not the generic life expectancy used by the IRS.  
This expectation of a longer life means that the insurance company must charge more for its annuities as 
compared with the IRS calculation.   

The second tax disadvantage of the substitute transaction is that it cannot be used to shelter capital gains 
taxes when contributing appreciated property.  Despite these disadvantages, if a donor wants to purchase a 
Charitable Gift Annuity with cash to benefit a charity that does not offer Charitable Gift Annuities (or 
perhaps does not offer them in the donor’s state of residence), this substitute transaction might be suggested 
as a possible alternative.  Having just mentioned sheltering of capital gains as a potential advantage of 
Charitable Gift Annuities, let’s now turn to a discussion of capital gains taxes. 
 

To this point, we have been looking at a 
Charitable Gift Annuity transaction where the 
gift annuity is purchased with cash.  However, it 
is also possible to purchase a Charitable Gift 
Annuity with appreciated property.  This 
complicates our tax scenario because when a 
gift annuity paying to the donor is purchased 
with appreciated property, some part of the 
annuity check given to the annuitant will be 
treated not as ordinary income, nor as tax-free 
return of investment, but rather as capital gain. 
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Let’s first consider the straightforward rules that 
normally apply to capital gains.  If a taxpayer 
buys an item (for example, shares of stock), for 
$500,000 and later sells the item for its fair 
market value of $1 million, then it is simple to 
calculate the capital gain.  The capital gain is 
simply what the taxpayer sold the item for 
($1,000,000) reduced by what the taxpayer 
originally paid for the item ($500,000).  Thus, 
the taxpayer would have a capital gain of 
$500,000 (i.e., the profit from the sale would be 
$500,000). 
 
 
 
 
 
The capital gain calculation becomes more 
complicated in the context of a bargain sale.  
Suppose the taxpayer has the same asset which 
he purchased for $500,000 that now has the 
same fair market value of $1 million.  But 
instead of selling the asset for $1 million, the 
taxpayer donates the asset to a charity, and in 
exchange for the donation receives an annuity 
worth $800,000.  What is the capital gain 
resulting from that transaction?  It is NOT 
simply the value of the annuity ($800,000) less 
the price of the property ($500,000).  The 
calculation of capital gain for this transaction 
uses the same process for calculating capital 
gain in any type of bargain sale. 
 

 
The reason that the capital gain on the previous 
transaction is not simply $800,000-$500,000 is 
because the donor may not use the entire 
$500,000 cost basis in the property for the 
annuity part of the transaction.  Part of the cost 
basis is allocated to the gift portion and part is 
allocated to the annuity portion (a.k.a. the 
“sale” portion). 

A simple way to think of a capital gain is 
“What I got for it” less “What I paid for it.”  In 
this case, it is easy to determine “What I got for 
it.”  The donor receives an annuity worth 
$800,000 (and also makes a charitable gift).  
Determining the “What I paid for it” is trickier, 
because the donor paid for both the portion of 
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the property that bought the annuity and the portion of the property that became a charitable gift.  Only the 
basis from the share of the property that was used to purchase the annuity can be included in the capital gain 
calculation.  (In some cases, the basis from the share of the property that became a charitable gift might also 
be important when, according to the rules on valuing charitable gifts of property, the value of the donation is 
limited to the basis.) 
 

Let’s apply this concept to our proposed 
transaction.  The donor purchased property 
(perhaps intangible personal property like 
shares of stock) for $500,000 that grew in value 
to $1,000,000.  He then gave that property to 
charity in exchange for a gift annuity worth 
$800,000.  The first step is to divide the 
property into the part that was used to purchase 
the annuity (the “sale” part) and the part that 
was used to make a charitable gift (the “gift” 
part).  In this case, $800,000 of the $1,000,000 
property was used to purchase the $800,000 
annuity.  In other words, 80% of the property 
was used for the “sale” part of the bargain sale.  
The remaining 20% of the property was used to 
make a charitable gift (i.e., the “gift” part of the 

bargain sale).  
 
Next, we apply this same percentage division to 
the cost basis.  The total cost basis was 
$500,000 (i.e., that was the purchase price of 
the transferred property).  80% of this $500,000 
cost basis applies to the annuity purchase (i.e., 
$400,000 of basis applies to the “sale” part of 
the transaction).  The remaining 20% 
($100,000) of basis applies to the charitable gift.  
(And if the charitable deduction were, for some 
reason, limited to the basis in the property then 
the deduction would be for this $100,000 basis 
applying to the charitable gift, rather than for 
the full $200,000 difference between the 
transfer and the value of the annuity.) 
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Now that we know both what the donor 
received for the property transfer (valued at 
$800,000) and the amount of the basis that 
applied to this annuity part (a.k.a. “sale part”) of 
the transaction (i.e., $400,000), it is easy to 
calculate the capital gain.  The capital gain is 
simply the value of the annuity ($800,000) less 
the amount of basis in the property applied to 
the annuity part of the transaction ($400,000).   
 
 
 
 
 
 
 

 
When is the tax on this capital gain paid?  The 
answer to this question depends upon who is 
receiving the annuity payments.  If the donor 
purchases a gift annuity with appreciated 
property where the payments are made to 
another person (not the donor and donor’s 
spouse), then the capital gain must be 
recognized immediately.  This eliminates a 
substantial part of the tax advantage of 
purchasing a Charitable Gift Annuity with 
appreciated property.  It also explains why such 
transactions are relatively rare.  Nevertheless, 
the donor does still retain some advantage by 
giving appreciated property, rather than cash, to 
purchase the gift annuity, in that the capital gain 
attributed to the gift portion is avoided. 

 
The preferable tax result occurs if the donor is 
receiving (or the donor and the donor’s spouse 
jointly are receiving) the annuity payments.  In 
this case, the capital gain is deferred over the 
life expectancy of the donor (or joint life 
expectancy of the donor and donor’s spouse).  
The next best result to complete tax avoidance 
is tax deferral.  In this case, the deferral is for an 
extraordinarily long period of time, making this 
an attractive feature of purchasing gift annuities 
with appreciated property.  In order to receive 
this treatment, the annuity must specify that it 
cannot be assigned to anyone (excepting the 
charity itself, the donor, and the donor’s 
spouse).  Even if the donor never uses the right 
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to assign the annuity payments to someone else, simply having this right available will result in immediate 
recognition of all capital gain. 
 

To calculate the share of each year’s payment 
that will count as capital gain, the annuitant 
donor simply divides the total capital gain by 
his life expectancy at the time of purchase of 
the gift annuity (or the donor and donor’s 
spouse’s joint life expectancy if paid jointly).  
As before, this original life expectancy is called 
the “expected return multiple” and is identified 
in the table found in the Code of Federal 
Regulations Title 26 §1.72-9.  The process for 
this calculation is identical to the previously 
discussed process for identifying how much of 
each year’s payment will be tax-free return of 
investment. 
 
 

 
For example, if a donor had a five-year 
“expected return multiple” (i.e., life expectancy 
at the time of the purchase of the gift annuity) 
and a capital gain of $10,000 from the 
purchase of the gift annuity, then 1/5 of the 
capital gain would be recognized in each of the 
first five years.  Thus, $2,000 of each annual 
payment check would count as capital gain for 
the first five years.  After five years, the entire 
$10,000 in capital gain would have been 
recognized.  Similar to the previous discussion 
of return of original investment, there is no 
additional capital gain to recognize if the donor 
outlives his “expected return multiple” (i.e., 
original life expectancy).  Regardless of the 
price of the gift annuity or the use of 

appreciated property, after an annuitant outlives his or her “expected return multiple,” all subsequent annuity 
payments will consist entirely of ordinary income. 
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Let’s now return to our previous example, with 
one modification.  Rather than giving $100,000 
in cash, the donor now gives publicly traded 
stock worth $100,000.  This is stock that the 
donor originally purchased for $60,000 (i.e., the 
basis of the stock is $60,000).  In exchange for 
this stock, the charity agrees to pay the age 55 
donor $4,000 per year for life.  How much of 
each $4,000 annuity payment will count as 
capital gain?  To calculate this, we simply divide 
the total capital gain by the original life 
expectancy (a.k.a. “expected return multiple”). 
 
 
 
 

 
Determining the original life expectancy (a.k.a. 
“expected return multiple”) was already 
completed in the previous scenario.  The table 
found in the Code of Federal Regulations Title 
26 §1.72-9 indicates that for a 55-year-old male, 
the “expected return multiple” is 21.7 years.  
However, we have not yet calculated the total 
capital gain resulting from this transaction. 
 
 
 
 
 
 
 
 

 
To calculate the total capital gain, we simply 
subtract the basis attributable to the sale part of 
the transaction from the value of the annuity.  
In other words, this is what the donor received 
(value of the annuity) less the basis in what the 
donor gave for the annuity portion of the gift 
annuity (the non-charitable portion of the 
transaction). 
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The value of the annuity is $72,797.20 as 
determined by the calculations from the 
previous example.  (The fact that the annuity 
was, in this case, purchased with appreciated 
property has no effect on the value of the 
annuity being provided to the donor.) We do 
not simply subtract the entire $60,000 basis 
from the value of the annuity in order to 
calculate the capital gain because only part of 
the property was used to purchase the annuity 
and the rest was used to make a deductible 
charitable gift.  Thus, we can only use the share 
of the basis that represents the share of the 
property used to purchase the annuity (i.e., the 
“sale” part).  In this case, the share of the 
$100,000 transaction used to purchase the 

annuity (i.e., the portion that is not a deductible charitable gift) was $72,797.20 Thus, 72.7972% of the 
property was used to purchase the annuity.  Because 72.7972% of the property was used to purchase the 
annuity, 72.7972% of the basis may be applied to calculate the capital gain resulting from receiving the 
annuity.  Thus, 72.7972% of the $60,000 basis (i.e., $43,678.32) may be used to calculate the capital gain. 
 

Subtracting this $43,678.32 (i.e., 72.7972% of 
the $60,000 basis) from the $72,797.20 value of 
the annuity results in a capital gain of 
$29,118.88.  If this annuity were being paid to 
someone other than the donor (or donor and 
donor’s spouse), then this capital gain would be 
recognized immediately.  But, in this case, the 
annuity is being paid to the donor, so this 
capital gain can be spread out over the life 
expectancy of the donor as of the date of the 
initial transaction (a.k.a. “expected return 
multiple”). 
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As a result, $1,341.88 of each check 
($29,118.88/21.7) will be counted as capital 
gain until all of the capital gain ($29,118.88) is 
recognized. 
 
 
 
 
 
 
 
 
 
 
 
 
 
Now that we know that $1,341.88 of each 
$4,000 check will be counted as capital gain, this 
leaves open the question of the tax treatment 
for the remainder of each check.  As before, 
part of each gift annuity check (received prior to 
the annuitant’s outliving his or her “expected 
return multiple”) will be tax-free return of 
investment. 
 
 
 
 
 
 
 
 
 
To calculate the amount of each $4,000 annuity 
payment that will qualify as tax-free return of 
investment, we divide the part of the basis used 
to purchase the annuity by the annuitant’s 
“expected return multiple” (i.e., original life 
expectancy).  In this case, 72.7972% of the 
property was used to purchase the annuity 
portion (with the remaining part of the 
property transferred as a deductible charitable 
gift), meaning that 72.7972% of the $60,000 
basis may potentially be returned to the donor 
as tax-free return of investment.   
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This $43,678.32 (72.7972% of the $60,000) of 
basis will be returned in equal shares over the 
first 21.7 years of the annuity payments, 
meaning that $2,012.83 of each annual $4,000 
payment will be tax-free return of investment. 
 
 
 
 
 
 
 
 
 
 
 
 
In addition to the $2,012.83 of each annual 
payment that will count as tax-free return of 
investment, part of each payment will be 
capital gain.  As previously calculated, the 
capital gain portion of each check will be 
$1,341.88.  Everything else, by definition, is 
ordinary income.  Thus, in this case the 
ordinary income portion of each check will be 
the total check ($4,000) less the portion of 
each check that is tax-free return of investment 
($2,012.83) and the portion of each check that 
is capital gain ($1,341.88), or $4,000-$2,012.83-
$1,341.88 = $645.29. 
 
 
 
Until the donor/annuitant lives beyond his 
“expected return multiple” (i.e., original life 
expectancy) each $4,000 check will consist of 
$2,012.83 tax-free return of capital, $1,341.88 
capital gain, with everything else ($645.29) 
treated as ordinary income.  After the annuitant 
lives beyond his “expected return multiple” 
each $4,000 check will consist entirely of 
ordinary income.   

As a side note, the tax treatment of the 
check in the 22nd year will be slightly different 
because of the 21.7 year “expected return 
multiple.”  In that year, all of the remaining 
tax-free return of capital will be returned 
($2,012.83 X .7=$1,408.98), and all of the 
remaining capital gain will be recognized 

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



RUSSELL JAMES 

178 

($1,341.88 X .7 = $939.32), leaving the remaining amount of $1,651.70 ($4,000-$1,408.98-$939.32) as 
ordinary income. 

 
If the donor dies prior to reaching his original 
life expectancy (“expected return multiple”), 
then the donor fails to receive his entire 
original investment in the annuity portion of 
the transaction, i.e., the “sale” portion of the 
basis.  In this case, the donor’s last tax return 
can deduct the portion of the basis allocated to 
the annuity portion of the transaction not yet 
returned to the donor.  No additional 
recognition of capital gain is made.  (This 
makes sense because the donor, failing to live 
to his or her life expectancy, did not actually 
receive any further benefit.) 
 
 
The final area of potential tax consequences for 
a Charitable Gift Annuity relates to gift 
taxation.  When discussing gift taxation, we are 
not referring to any charitable gift or charitable 
gift portion of the annuity.  Instead, we are 
considering gift transfers to non-charitable 
recipients.  Gift transfers are taxed as part of 
the estate and gift taxation system.  In 2023, the 
exemption amount for gift and estate taxes was 
$12.92 million (or $24.84 million for a married 
couple).  Thus, for the vast majority of donors, 
estate and gift tax considerations will be 
irrelevant.  But, for those where estate tax 
considerations are important, it is useful to 
understand the gift tax implications of 
purchasing a Charitable Gift Annuity that pays 

to someone other than the donor. 
 
If the donor names an annuitant other than 
himself, the donor has made a gift to that 
person.  If that person is not the donor’s 
spouse, then this gift is a taxable gift.  The value 
of the gift is simply the value of the annuity as 
calculated previously. 
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However, the value of the taxable gift made to 
the annuity recipient will be reduced by the 
annual present interest exclusion for gifts if the 
Charitable Gift Annuity is the typical immediate 
annuity interest.  For example, in 2023, the 
annual present interest exclusion for gifts was 
$17,000 per donor per donee.  Thus, if a donor 
named another person as the beneficiary of a 
Charitable Gift Annuity where the annuity 
portion was valued at $100,000, the amount of 
the taxable gift would be $100,000-$17,000, or 
$83,000.  This present interest exclusion would 
not apply if the gift annuity purchased was a 
deferred gift annuity, because the exclusion 
only applies for present interests.  An immediate 
annuity is considered to be a present interest, 

but a deferred annuity is not. 
 
A transaction as straightforward as a Charitable 
Gift Annuity can result in a wide range of tax 
consequences, including a charitable income tax 
deduction, recognition of ordinary income, tax-
free return of investment, recognition of capital 
gain (either immediate or deferred), and gift 
taxation.  This same set of tax consequences 
also applies to other transactions such as a 
Charitable Remainder Trust, but in slightly 
different ways. 
 
 
 
 
 
 
We have examined the taxation rules for 
Charitable Gift Annuities.  However, certain 
scenarios can create unusual cases where the 
application of these rules may not be 
immediately obvious.  Next, we turn to some of 
these tricky examples to see how the taxation 
rules operate in these circumstances. 
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We have already examined the rules for capital 
gain resulting from purchasing a Charitable Gift 
Annuity with appreciated property.  However, 
there is a separate tax rate for long-term capital 
gain for collectibles.  Collectibles are items such 
as artwork, antiques, stamps, coins, and jewelry.  
Capital gain on these items is taxed at a 
maximum rate of 31.8%.  What taxation would 
result if a Charitable Gift Annuity were 
purchased in exchange for appreciated 
collectible items? 
 
 
 
 
  
 
The initial calculations are identical to those 
used for any other item of capital gain property.  
Thus, the same amount of capital gain would be 
recognized from each check as in the previous 
example where the donor gave appreciated 
stock rather than appreciated collectibles.  The 
only difference is that when the donor 
recognizes the capital gain, the donor must 
recognize the capital gain as capital gain for 
collectibles.   
 
 
 
 
 
 
 
The general principle here applies to all forms 
of capital gain.  The nature of the capital gain 
income does not change when it is later 
recognized by the donor.  The result of the gift 
annuity transaction is to simply defer the 
recognition of the capital gain, but not to 
change the character of the capital gain.  
Although we know in advance how much and 
what type of capital gain will be recognized in 
future years, we cannot say with certainty what 
the tax rate will be for that type of capital gain 
in a future year.  Even if current tax rules do 
not change, the donor’s future income levels 
may change, which will cause the tax rate to 
change.  Purchasing a Charitable Gift Annuity 
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with appreciated property produces the clear advantage of paying capital gains taxes later, rather than today.  
However, if the donor is in a higher income bracket today but will be in a lower income bracket in the future 
(e.g., after retirement), then the gift annuity transaction may result not only in tax deferral, but also in tax 
reduction (or even complete tax avoidance if the donor’s future income is low enough).  For the donor who 
is in a high income tax bracket today, but expects to be in a lower income tax bracket after retirement in the 
future, the Charitable Gift Annuity purchased with appreciated property generates the “double bonus” of an 
immediate income tax deduction today (when income and tax rates are high) and deferral of recognizing 
capital gain until future years (when income and tax rates will be low).  The use of a deferred or flexible 
Charitable Gift Annuity which postpones the initial payments for some years can generate even longer tax 
deferral. 

Given the higher tax rate, the deferment of recognizing capital gains taxes with appreciated collectible 
items may be even more attractive than with the use of appreciated stocks.  A key challenge in such 
transactions is that the charitable tax deduction may be limited to the share of basis applied to the “gift” 
portion of the transaction unless the charity plans to make use of the collectibles in its charitable purpose, 
rather than simply selling them.  Let’s examine how this might work with a tangible personal property gift. 
 

Suppose that a donor gives a work of art (or 
any other tangible personal property) to a 
charity in exchange for a gift annuity.  The 
charity plans to immediately sell the art in order 
to provide funds for making the annuity 
payments.  As in our previous examples, 
assume that the donor purchased the art for 
$60,000 more than one year ago, making this 
long-term capital gain, with a $60,000 basis.  
What is the charitable deduction for such a 
transaction?  If the donor were giving $100,000 
of cash, the deduction would be the difference 
between the $100,000 transfer and the 
$72,797.20 value of the annuity (i.e., 
$27,202.80).  The same deduction would apply 
if the donor were giving $100,000 of long-term 

capital gain appreciated securities with the same $60,000 basis.  However, in this case, the deduction will be 
lower.  Why?  The critical distinction here is that the gift is of “unrelated use” tangible personal property, 
because the charity intends to sell the artwork, rather than use it in its charitable purposes. 

 
Because this is “unrelated use” tangible 
personal property, the deduction is limited to 
the lower of basis or fair market value.  Of 
course, this rule applies to all gifts of “unrelated 
use” tangible personal property, regardless of 
whether or not those gifts are given in exchange 
for an annuity.  Can we simply deduct the 
$60,000 basis as a gift?  No.  Because part of 
the basis is used to purchase the annuity (i.e., 
the “sale” part of this bargain sale), and only 
part of the basis applies to the charitable gift 
portion (i.e., the “gift” part of this bargain sale). 
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To calculate the share of cost basis used for the 
gift portion, we follow exactly the same process 
as before.  The only difference here is that this 
calculation focuses on the gift portion of the 
basis, rather than the sale/annuity portion of 
the basis. 
 
 
 
 
 
 
 
 
 
 
 
Just as before, the first step is to divide the 
property value into the gift portion and the 
annuity/sale portion.  The annuity/sale portion 
is 72.7972%.  This is because, as before, the 
IRS valuation of the annuity is $72,797.20.  The 
remaining amount from the $100,000 transfer 
is the gift portion.  Thus, the gift portion is 
27.2028%, representing $27,202.80 of the 
$100,000 transfer.  If the transfer from the 
donor was cash or appreciated securities held 
for more than one year, then this $27,202.80 
would be the deductible gift.  However, we 
cannot deduct this full amount, because for this 
type of property gift only the basis can be 
deducted, not the higher fair market value. 
 
 
In order to calculate the deduction, we must 
divide the cost basis between the gift portion 
and the sale/annuity portion.  The cost basis 
will be divided in exactly the same way that the 
property value (or total transaction amount) 
was divided.  Thus, 27.2028% of the $60,000 
basis (i.e., $16,321.68) will apply to the gift 
portion of the transaction. 
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This $16,321.68 of the basis is the deductible 
charitable gift resulting from the transaction, 
because only basis may be deducted when 
giving “unrelated use” tangible personal 
property (such as artwork that the charity 
intends to sell). 
 
 
 
 
 
 
 
 
 
 
 
Finally, the simplest taxation result comes from 
an IRA to Charitable Gift Annuity rollover.  All 
payments received from such an annuity are 
100% taxable.  That’s it.  The reason this is so 
simple is that the annuity is purchased with pre-
tax money.  So, both the earnings and the 
return of the original investment are taxable. 
 
 
 
 
 
 
 
 
 

Although the Charitable Gift Annuity is a relatively simple transaction (typically documented with a standard 
one- or two-page agreement used for all gift 
annuities from a particular charity), the tax 
results are as complex as those found in more 
advanced instruments such as the Charitable 
Remainder Trust.  The taxation of Charitable 
Gift Annuities can become complicated, but it 
is often important to present them to 
prospective donors or clients in a simple, 
intuitive fashion, rather than burying the client 
with details.  As with other forms of charitable 
planning, successful planning can generate a 
range of tax benefits, but should be considered 
only for clients who have a real charitable 
interest in advancing the work of the charity. 
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