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TAX MANAGEMENT

PORTFOLIOS™

ESTATES, GIFTS, AND TRUSTS

Charitable Remainder Trusts,
Charitable Gift Annuities, and Pooled Income Funds
(Sections 664 and 642(c)(5))

PORTFOLIO DESCRIPTION

Tax Management Portfolio, Charitable Remainder Trusts, Charitable Gift Annuities,
and Pooled Income Funds (Sections 664 and 642(c)(5)), No. 865-3rd, outlines the basic
requirements for the creation and administration of qualified charitable remainder trusts
(CRTs), charitable gift annuities, and pooled income funds.

The creation of a CRT, establishing a charitable gift annuity, or a contribution to a
pooled income fund requires both donative intent and tax planning. With proper com-
pliance, the transaction will result in various tax and financial benefits to the donor, the
trusts, the beneficiaries, and the charity.

The Portfolio starts by discussing when and why a CRT might be appropriate, then
continues with a discussion of what type of CRT fits different types of assets that might
be used for funding the CRT. The technical analyses of CRT creation, operation, and
termination follow. The analysis includes the relevant income, gift, estate, and gener-
ation-skipping transfer tax considerations, as well as the private foundation regulations
that apply to qualified charitable remainder trusts.

The Portfolio then examines charitable gift annuities, including the requirements gov-
erning the creation of charitable gift annuities and the availability of income, gift, or estate
tax charitable deductions for creation of gift annuities. Income tax treatment of annuity
payments and factors to consider in deciding which month’s interest rate to elect will also
be analyzed.

This Portfolio also covers the rules applicable to pooled income funds, including the
requirements governing the creation of a qualified pooled income fund and the availability
of income, gift, or estate tax charitable deductions for gifts to such funds. Pooled income
funds are similar to CRTs in that a donor retains an income interest in the property do-
nated (or creates such an interest in another) and the donor is entitled to an immediate
charitable deduction for the present value of the remainder interest passing to charity.

This Portfolio may be cited as Peebles, and Katzenstein, 865-3rd, Charitable Re-
mainder Trusts, Charitable Gift Annuities, and Pooled Income Funds (Sections 664 and
642(c)(5)).
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This Bloomberg Tax Portfolio is not intended to provide legal, accounting, or tax advice for any purpose
and does not apply to any particular person or factual situation. Neither the authors nor the publisher
assume responsibility for the reader’s reliance on information or opinions expressed in it, and the reader
is encouraged to verify all items by reviewing the original sources.
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Introduction and Definitions

When Should a Donor Consider a
Charitable Remainder Trust as Part of
His or Her Tax Planning?

A.
B.

C.

When the Donor Has Charitable Intent
When the Donor Has an Appreciated
Asset that Can Be Sold

When the Donor Can Benefit from an
Income Tax Deduction

When the Donor Would Benefit from an
Additional Source of Retirement Income
When the Donor Would Benefit from a
Regular Flow of Income

When Diversifying or Otherwise
Managing a Publicly Traded Stock
Portfolio

When Selling, or Retiring from, a Closely
Held Business

When Planning a Sale of Real Estate
When Funding a Private Foundation that
Needs Time to Set up Operations

When a Closely Held Entity Is Selling an
Appreciated Asset

When the Donor Would like to Provide
Income for Another Individual

When the Donor Has a Large IRA but
Desires to Control Income Stream
Payable After Death

The Basic Structure of Charitable
Remainder Trusts

A.
B.

Description
Tax Consequences

Establishing an Inter Vivos Charitable
Remainder Trust

A.

What Types of Assets Are (or Are Not)

Suitable for Charitable Remainder

Trusts?

1. Publicly Traded Securities and Cash

2. Real Estate and Real Estate
Partnerships

3. Art, Collectibles, and Other
Tangible Personal Property

4. Options

5. Property Subject to Debt
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A-7

A-7

A-7

A-7

A-7

Installment Notes

Assignment of Income Issues
Assets Used by Related Parties

9. Illiquid Assets

10. Assets Owned by Corporation
Choosing a Charitable Remainder
Annuity Trust, a Charitable Remainder
Unitrust, or a Charitable Gift Annuity
1. Factors in Favor of a CRAT

2. Factors in Favor of a CRUT

3. Factors in Favor of a Gift Annuity

(in Lieu of a CRAT)
Opportunities with Illiquid Assets:
NICRUTs, NIMCRUTs, and FLIP-
CRUTSs

® =N

. Setting the Annuity or Unitrust Rate

1.  Minimum and Maximum Payout
Rates

2. The Minimum 10% Value of the
Remainder Interest

3. The 5% Exhaustion Rule, Generally
Applicable Only to CRAT:s for a
Measuring Life

Choosing the Noncharitable Beneficiaries

and the Term for the Trust

1. Life of One or More Individual
Beneficiaries (Concurrent or
Successive)

2.  Term of Years

W

Combination of Life and Term

4.  Option for Trustee to Sprinkle
Payments Among Beneficiaries

5.  Donor’s Retained Power to Revoke
Successor Interest(s) or Invade the
Trust

6. Portion of Annuity or Unitrust
Payment Payable to Charity

7. Including a Qualified Contingency
in the Trust

Choosing the Remainder Charity or

Charities

1. Qualified Charities for Income, Gift,
and Estate Tax Deductions

2. Remainder Charities Could Include

Private Foundations

G. Selecting a Trustee

1.  The Donor as Trustee

2. Individuals Other than the Donor as
Trustee

3. Financial Institution as Trustee
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4.

Charity as Trustee

H. Calculating the Income and Gift Tax
Charitable Deduction

1.
2.

10.
11.

12.

Valuation of an Annuity Interest

Valuation of a Unitrust Interest

a. Adjusted Payout Rate

b. Valuation Factor

c. Computing the Value of the
Remainder Interest

d. Special Cases

Additional Contributions to a

Unitrust

Income Tax Charitable Deduction:

Remainder to Public Charity

a. Deductibility Floor — Post-2025
Tax Years

b. Deductibility Ceilings and
Reduction Rules

c. Property Other than Long-Term
Capital Gain Property to Public
Charities

d. Gifts to Public Charities of
Appreciated Long-Term Capital
Gain Property

Election to Use the Prior Month’s

§7520 Rate

Income Tax Deduction if the

Remainder Could Pass to a Private

Foundation

Election to Apply 50% Deduction

Ceiling

Gift of Ordinary Income Property,

Including Short-Term Capital Gain

Property

Gift of Tangible Personal Property

Gift “to” or “for the Use of”

Interaction of the Percentage

Limitations and Five-Year

Carryforward

Gift of Certain Intellectual Property

I.  Gift Tax

1.

2.
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Donor Is the Only Noncharitable
Beneficiary

Donor or U.S. Citizen Spouse (or
Both) Are the Only Noncharitable
Beneficiaries

Donor and Noncharitable
Beneficiaries Other than a U.S.
Citizen Spouse

Donor and Non-Citizen Spouse
Donor and Spouse Retain No
Interest in the Trust

Gift Tax Rules Applicable to the
Charitable Remainder

a. Incomplete Gifts

b. Completed Gifts
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J.

L.

c. Reformation if Document Is
Defective

d. The 5% Exhaustion Rule

e. The 10% Minimum Charitable
Remainder Value Requirement

f. Identity of Charitable Remainder
Beneficiaries

g. Section 508

h. Amount of Charitable Deduction

Generation-Skipping Transfer Tax
K. Charitable Remainder Trust Documents
Requirements

1.

Working with the IRS Sample
Forms

Governing Instrument Requirements
a. Calendar Year Requirement
b. Requirement that Trust Must Be
Either an Annuity Trust or a
Unitrust
c. Trust Must Function Exclusively
as Charitable Remainder Trust
from Date of Creation
Investment Restrictions
e. Prohibition on Invasion and
Reversion
(1) Invasion Powers
(2) Reversion Issues
(3) Reformation of Inter Vivos
Charitable Remainder Trusts
(4) Effect of Spousal Elective
Share Rights

Initial Tax Reporting at the Creation of
the Trust

1.

4.

Income Tax Return for the Donor

a. Income Tax Reporting and
Return Attachments

b. Income Tax Reporting if
Property Subject to Debt Is
Donated

Gift Tax Reporting for the Donor

Initial Income Tax Return for the

Charitable Remainder Trust

Section 2801 Transfer Tax

Testamentary Charitable Remainder

Trusts

A.
B.
C.

Document Provisions

Impact of Private Foundation Rules

Estate Tax Deduction Allowed for Value
of Charitable Interest

1.

Calculation of the Estate Tax
Charitable Deduction

Death of Annuity or Unitrust
Recipient Before Due Date of Estate
Tax Return
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E.

F.

G.

3. Taxes Payable out of Charitable
Bequests

4. Surviving Spouse Elects Against the
Will

5.  Estate Tax Charitable Deduction for
Settlement in Lieu of Funding a
Charitable Remainder Trust

6. Electing to Use a Prior Month’s
§7520 Rate

Effect on Estate Income Taxation

Between Date of Death and Date of Trust

Funding

Reformation of Defective Trusts

Allocation of GST Exemption

Estate Tax Inclusion of Property Subject

to a Power of Appointment

Administering a Charitable Remainder
Trust

A.

B.

C.

Calculating the Required Payments to the
Noncharitable Beneficiaries

1. Charitable Remainder Annuity Trust
(CRAT)

2. Charitable Remainder Unitrust
(CRUT or “Straight CRUT”)

3. Charitable Remainder Trusts with
“Net Income” Limitations
(NICRUT, NIMCRUT, FLIP-
CRUT)

4. Special Calculation for NIMCRUTs
Established Under the Proposed
Regulations

5. Correction of Over- or Under-
Payment to the Noncharitable
Beneficiary

6. Computation of Annuity or Unitrust
Amount for Short Taxable Years
Including Last Taxable Year of
Payment Period

7. Requirement for Annual Valuation
of Non-Marketable Assets

Making the Payments to the Beneficiary
1. InCash

2. Payments in Kind

Taxation of Trust

1. Assigning Income to Categories and
Classes

2. Allocating Expenses to Categories
a. General Cash Expenses
b. Depreciation
c. Deduction for Taxes Paid on
Income in Respect of a Decedent
d. Credits
e. Taxes

3.  Effect of Unrelated Business
Taxable Income (UBTI)
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6. Section 2801 Transfer Tax
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1. Regular Filing Requirements
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Taxation of Beneficiary

1. Taxation of Distributions to
Beneficiary

2. Multiple Beneficiaries
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a. Regular Payments
b. Payments Due to Incorrect
Valuation or Other Adjustments
Payments for the Year of
Recipient’s Death
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4.  Special Rules to Determine
Beneficiary’s §1411 Net Investment
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a. General Rule
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c. Special Provisions for Charitable

Remainder Trusts that Own
CFCs or PFICs

. Avoiding Penalties Under the Private

Foundation Rules

1. Private Foundation Provisions
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a. Section 508(e) — Governing
Language Requirement

b. Section 4941
c. Section 4945
2. Selected Exceptions to Self-Dealing
a. Interest-Free Loans to a
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4.  Exception to Private Foundation
Rules for Segregated Amounts and
Pre-1969 Trusts
a. Segregated Amounts
b. Pre-May 27, 1969, Transfers

H. Additional Contributions to a Charitable

Remainder Unitrust

1. Calculation of Charitable Income
and Gift Tax Deduction

2. Calculation of the Noncharitable
Payment for the Year of the
Contribution

3. If the Additional Contribution Fails
the Minimum 10% Remainder
Requirement

VII. Dividing a Charitable Remainder Trust

A. Dividing a Charitable Remainder Trust
Due to Divorce or Similar Reason

B. Dividing a Charitable Remainder Trust in
Order to Donate a Portion to Charity

VIII. Terminating a Charitable Remainder
Trust

A. Winding up at the End of the Trust Term
1. Income Tax Reporting for the Final
Year of the Trust
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Foundation Is the Remainder
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I1X. Estate Tax Treatment of Inter Vivos
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1. Charitable Remainder Trust
Established by the Noncharitable
Beneficiary
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Established by Someone Other than
the Noncharitable Beneficiary
B. Charitable and Marital Estate Tax Estate
Tax Deductions Allowed
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DETAILED ANALYSIS

Part 1: Charitable Remainder Trusts

I. Introduction and Definitions

Properly implemented, a charitable remainder trust (CRT)
is one of the most powerful tax planning mechanisms in the
Code. There are other statutory tax deferral mechanisms, such
as §1031' exchanges for real estate, but no other code section
offers so many options for both deferral of income and a chari-
table deduction. While CRTs can be complex, the gain deferral
and deduction on the way to fulfilling the donor’s charitable
goals represent a worthwhile trade-off. The IRS has thoughtful-
ly provided annotated sample documents that cover most of the
possible permutations of the CRT, easing the drafting process
and highlighting the optional provisions and their tax conse-
quences.

This Portfolio outlines the basic requirements for the cre-
ation and administration of a qualified CRT and summarizes
the relevant income, gift, estate, and generation-skipping trans-
fer tax considerations, as well as the private foundation pro-
hibitions that relate to qualified CRTs. The Portfolio also in-
cludes practical ideas for use of CRTs to meet donors’ charita-
ble, tax, and financial goals. CRTs were added to the Code in
19609 to better synchronize the amounts to be received by char-
ity with the deduction allowed to the donor.” For those interest-
ed, or to assist in the interpretation of older documents, histori-
cal aspects of CRTs are covered at the end of the section. More

!'Section references are to the Internal Revenue Code of 1986, as amended,
and the regulations thereunder, unless otherwise indicated.

?Before the Tax Reform Act of 1969, Pub. L. No. 91-172, a donor might
establish a trust, retain the income rights, and then invest the trust principal in
risky high-yield bonds. The amount received by the donor might substantially
exceed the hypothetical value of the retained interest using the standard rates
for valuation. When GRATs and GRUTs were added to the Code (§2702) by
the Small Business Job Protection Act of 1996 (SBJPA), they were modeled on
CRATSs and CRUTS. Pub. L. No. 104-188.

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
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detailed discussions of related tax issues are found in the Tax
Management Portfolios covering income, estate, gift, and trust
taxation. Throughout this Portfolio reference will be made to
such Portfolios where appropriate.

A few basic terms are defined initially:

* A charitable remainder annuity trust (CRAT) pays the
noncharitable beneficiary a fixed percent or amount for a
term of years or the lifetime of one or more beneficiaries.
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* A charitable remainder unitrust (CRUT) pays the non-
charitable beneficiary a percent of value of the trust re-
calculated annually. In addition, a unitrust may permit the
following variations on the standard percentage calcula-
tion of the amount distributable.

* A unitrust may provide for the payment of the lesser of
the fixed percentage or the trust accounting income (a “net
income only” unitrust or NICRUT).

* A net income unitrust may provide that any amount by
which the trust’s accounting income falls short of the fixed
percentage is to be distributed in future years to the extent
the trust’s accounting income exceeds the fixed percentage
in the later years (a “net income with make-up” charitable
remainder unitrust or NIMCRUT).

* Also permitted are “flip” unitrusts. Such unitrusts start
out as a NICRUT or NIMCRUT, and then “flip” into a
regular unitrust payment upon the occurrence of a trigger-
ing event (FLIP-CRUT).’

*“Flip” unitrusts are authorized by Reg. §1.664-3(a)(1)(i)(c).
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Il. When Should a Donor Consider a Charitable
Remainder Trust as Part of His or Her Tax
Planning?

Given the variety of financial and personal situations,
there are no hard-and-fast rules for the right time and place for
a CRT. The two minimum essential ingredients for a successful
CRT are charitable intent and willingness of the donor to abide
by the applicable operating rules. The following are some situ-
ations where a CRT may be appropriate.

A. When the Donor Has Charitable Intent

The need for this cannot be overstated. Although some
taxpayers may be initially intrigued by the tax deferral avail-
able through a CRT, if they lack charitable intent eventually the
trade-off between deferral and compliance will begin to irritate
them, especially as the initial tax benefits fade in the rear-view
mirror. For those donors who have reached that point, see the
section on terminating charitable remainder trusts at VIIIL., be-
low.

B. When the Donor Has an Appreciated Asset that Can Be
Sold

In the current tax system, excluding gain from current in-
come is more valuable to individuals than a deduction of the
same amount, given the various deduction limitations. A prop-
erly implemented CRT will provide both the gain exclusion
and an income tax deduction. Although C corporations are not
subject to the same deduction limitations, closely held corpora-
tions selling an appreciated asset may find a CRT appropriate.*

C. When the Donor Can Benefit from an Income Tax
Deduction

A current income tax deduction is available for the present
value of the remainder interest, even if the donor retains the
right to change which charity receives the remainder interest.’
Donors who are planning a testamentary charitable bequest
should consider a CRT instead. The property will still pass to
the charity at the death of the donor, but the donor receives an
income tax deduction as well as an estate tax deduction, while
retaining a life income stream.’

D. When the Donor Would Benefit from an Additional
Source of Retirement Income

A NIMCRUT or FLIP-CRUT can defer income to the
donor-beneficiary until the date the donor expects to retire, thus
allowing tax-free accumulation without qualified-plan or IRA-
contribution limits.” Also, unlike qualified plans and IRAs, a
NIMCRUT or FLIP-CRUT allows the accumulated income to
retain its character as qualified dividends and capital gains up-
on eventual distribution.®

*See IV.A.10., below, for more about corporate charitable remainder
trusts.

>See IV.F., below, for more about choosing the remainder charity.

®See IV.H., below, for the calculation of the charitable deduction.

"See IV.C., below, for more about NIMCRUTS and FLIP-CRUTs.

8See VLF., below, for taxation of beneficiaries of charitable remainder
trusts.
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E. When the Donor Would Benefit from a Regular Flow
of Income

CRTs can be a dependable source of income for life or a
term of years. A CRT can provide income to a donor for his
or her lifetime, or to one or more individuals for their lives or
a term of years (i.e. during a child’s or grandchild’s college
years).

F. When Diversifying or Otherwise Managing a Publicly
Traded Stock Portfolio

A donor can transfer appreciated stock to a charitable re-
mainder trust as part of a diversification or rebalancing plan,
where the stock can be sold in a tax-exempt environment. It is
not generally necessary to create a new trust each time: addi-
tional securities can be contributed to existing CRUTSs."

G. When Selling, or Retiring from, a Closely Held
Business

If the business is to be sold, a donation to a CRT before the
sale commitment can be beneficial for the seller without im-
pairing the sale from the purchaser’s perspective. A CRT can
also be a mechanism for passing control to the next generation:
the donor contributes stock, then the corporation redeems the
stock from the CRT. The younger generation’s ownership per-
centage increases without a taxable gift, and the departing own-
er has the income from the CRT for retirement." If some or all
of the business is sold to an ESOP, some or all of the qualified
replacement property under §1042 can be contributed to a CRT
(as long as the trustee is not obligated to sell the property).”

H. When Planning a Sale of Real Estate

CRTs can be funded with real estate or real estate partner-
ships, although debt on the property may preclude its eligibility
for funding a CRT."

1. When Funding a Private Foundation that Needs Time
to Set up Operations

Establishing a short-term CRT instead of making an im-
mediate large donation can allow the private foundation to be
ready to operate by the time the funds arrive from the CRT. The
CRT can always release funds early to the private foundation."

°See IV.E., below, discussing the selection of a term and beneficiaries for
the trust.

"See VLH., below.

See VI.G.2.c., below, for the details of this transaction.

"2See PLR 9715040 (no gain recaptured under §1042 on contribution of
qualified replacement property resulting from sale to ESOP where trustee of
CRAT was not obligated to sell such property).

B See IV.A.2., below, for more about contributing debt-financed property.

"*See VI.C.4., below, for more on early distributions to charity. See VI-
IL.B., below, for a discussion of early termination of the trust by donation of the
income interest.
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Detailed Analysis

J. When a Closely Held Entity Is Selling an Appreciated
Asset

The tax and philanthropic advantages of a CRT are not
limited to individuals; any entity can fund a CRT."

K. When the Donor Would like to Provide Income for
Another Individual

Either a testamentary or inter vivos CRT may be consid-
ered if the donor desires lifetime or term income for one or
more individuals in a trust form that is not subject to invasion
by the beneficiary (e.g., surviving spouse, long-term employ-
ee)."

If the donor desires an invasion power for his or her sur-
viving spouse but is concerned about successor beneficiaries’
invasion of trust principal, a testamentary or inter vivos quali-
fied terminable interest property (QTIP) trust can convert to a
CRT on the death of the surviving spouse. The spouse will then
have maximum invasion power (i.e. for medical expenses), but
successor beneficiaries will be precluded from invading princi-
pal.”

L. When the Donor Has a Large IRA but Desires to
Control Income Stream Payable After Death

If an individual has a large IRA and is concerned that the
named beneficiary might withdraw all the funds immediately
after the owner’s death, the IRA-owner can designate a CRT as
the beneficiary of the IRA. The IRA will have to be paid to the
CRT within five years or ten years, as the case may be, of the
owner’s death, as a CRT cannot be a “designated beneficiary.”
However, the IRA distribution is tax-free when received by the
CRT, and the beneficiary will only receive the CRT distribu-
tions as dictated by the document."

A testamentary CRT may also be suitable in lieu of nam-
ing an older individual as the beneficiary of an IRA, especially
if the beneficiary might outlive the standard life expectancy ta-
bles. The testamentary CRT does preclude a surviving spouse
from treating the IRA as his or her own IRA, but that treatment

See IV.A.10., below, for a discussion of specific issues pertaining to cor-
porations.

®See IV.E., below, discussing the selection of a term and beneficiaries for
the trust.

'"See 843 T.M., Estate Tax Marital Deduction, for further discussion of the
marital deduction and marital trust structuring.

8See V., below. See PLR 9634019 (death benefit payable to CRT; benefit
was income in respect of a decedent, but only taxable to beneficiaries when dis-
tributions made from the trust).
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may not be desirable anyway. The CRT can continue for the
life of the beneficiary or beneficiaries in a tax-deferred envi-
ronment, whereas the IRA would otherwise need to make ever-
larger distributions as the beneficiary ages."”

The Consolidated Appropriations Act, 2023 provides tax-
payer the opportunity to make a one-time qualified charitable
distribution of up to $50,000 (adjusted for inflation) from tax-
payer’s IRA to a split-interest entity.” Split interest entity is de-
fined by §408(d)(8)(F)(ii) as (i) a charitable remainder annu-
ity trust if such trust is funded exclusively by qualified charita-
ble distributions, (ii) a charitable remainder unitrust if such uni-
trust is funded exclusively by qualified charitable distributions,
or (iii) a charitable gift annuity if such annuity is funded ex-
clusively by qualified charitable distributions and commences
fixed payments of 5% or greater not later than one year from
the date of funding. This definition effectively prevents addi-
tion of the one-time $50,000 qualified charitable distribution to
an existing split-interest entity with existing corpus or making
additions to the split-interest entity after funding. Although the
$50,000 limitation may seem like too little money for too much
hassle and expense in setting up a CRAT or CRUT, spous-
es may each make a $50,000 election into the same CRAT or
CRUT; however, no person other than the taxpayer and the tax-
payer’s spouse may hold an income interest in the split-inter-
est entity, and the income interest may not be assignable.” A
qualified charitable distribution to a charitable remainder trust
is treated as ordinary income in the hands of the noncharitable
beneficiary, and such distribution to a charitable gift annuity is
not treated as an investment in the contract (and, therefore, tax-
free) under §72(c).”

Editor’s Note: Although the $50,000 ($55,000, effective
Jan. 1, 2026) election is a taxpayer-friendly provision, time
may prove it to be a fairly unused election because many clients
may be reluctant to expend the time for and endure the expense
of creating the CRAT or CRUT. Taxpayers may be more likely
to utilize the election in conjunction with a charitable gift annu-
ity, rather than a charitable remainder trust, due to the cost-sav-
ings in making the qualified charitable distribution to a charita-
ble gift annuity. For discussion of other planning options with
charitable gift annuities, see XXI., below.

YSee 367 T.M., IRAs, for further discussion of the IRA rules.

208408(d)(8)(F), added by the Consolidated Appropriations Act, 2023,
Pub. L. No. 117-328, §307 (effective for distributions made in taxable years be-
ginning after December 29, 2022). See also §408(d)(8)(G) (adjusting $50,000
amount for inflation). Effective Jan. 1, 2026, the distribution amount is
$55,000. Notice 2025-67.

21 §408(d)(B)(F)(iv).

Z§408(d)(B)(F)(v).

865-3rd



Ill. The Basic Structure of Charitable Remainder
Trusts

A. Description

A charitable remainder trust (CRT), as defined in §664,
must provide for the distribution of a specified payment, at
least annually, to one or more persons (at least one of which is a
noncharitable beneficiary). The payment period must be for the
life or lives of the individual beneficiaries (all of whom must
be living at the time the trust is created) or for a term of years,
not exceeding 20.” Upon the termination of the noncharitable
interest or interests, the remainder must either be held in con-
tinuing trust for charitable purposes or be paid to or for the use
of one or more organizations described in §170(c).** A qualified
charitable remainder trust is exempt from income tax, and the
grantor is entitled to an income, gift, and/or estate tax charita-
ble deduction based on the present value of the remainder in-
terest ultimately passing to charity.

There are two basic types of qualified CRTs: charitable re-
mainder annuity trusts (CRATS) and charitable remainder uni-
trusts (CRUTS).

A substantial portion of the tax return of a CRT is publicly
available.” Therefore, omitting identifying information in the
name of the trust may be advisable.

A CRAT is required to pay a sum certain annually to one
or more beneficiaries, at least one of which is not a charity. The
payment must be equal to at least 5% but not more than 50%
of the net fair market value of the assets on the date they are
contributed to the trust.”

A CRUT is required to pay a fixed percentage of its net
fair market value at least annually to one or more beneficiaries,
at least one of which is not a charity. The fixed percentage must
be equal to at least 5% but not more than 50% of the net fair
market value of the trust assets as valued annually.27 Thus, the
amount paid by a unitrust fluctuates from year to year with the
value of the trust assets, whereas the amount distributable from
an annuity trust remains constant from year to year. In addi-
tion, a unitrust (but not an annuity trust) may permit variations
on the standard percentage calculation of the amount distrib-
utable. For example, a unitrust may provide for the payment of
the lesser of the fixed percentage or the trust accounting income
(a “net income only” unitrust or NICRUT). A net income on-
ly unitrust trust may include a provision to distribute account-
ing income in excess of the stated percentage, to the extent of
any prior accumulated shortfall when trust accounting income
was less than the stated percentage (a “net income with make-
up” unitrust or NIMCRUT). Also permitted are “flip” unitrusts
(FLIP-CRUT). Such a unitrust starts out with a “net income on-
ly” requirement, and then “flip” into a regular unitrust payment
upon the occurrence of a triggering event.”

»The trust can be designed to terminate earlier than its stated term if cer-
tain events occur. See the discussion of qualified contingencies at IV.E.7., be-
low.

#§664(d)(1), §664(d)(2).

»§6104(b). Beneficiary information is not disclosed, so leaving the bene-
ficiary’s name out of the name of the trust can preserve donor privacy.

*08664(d)(1)(A).

78664(d)2)(A).

#Reg. §1.664-3(a)(1)(i)(c).
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To be a qualified charitable remainder trust, the trust in-
strument must satisfy all of the requirements set forth in §664
and the regulations thereunder.” The failure to incorporate one
of the mandatory provisions will prevent the trust from qual-
ifying under §664. In addition, failure to administer the trust
as a charitable remainder trust will retroactively disqualify the
trust.”

The IRS has published revenue procedures with sample in-
struments for inter vivos and testamentary charitable remainder
annuity and unitrusts, including “net income only” unitrusts,”
which incorporate the mandatory provisions and serve as a con-
venient starting point for drafting. The revenue procedures pro-
vide that the IRS will recognize a trust as satisfying the require-
ments of §664(d)(1), §664(d)(2), or §664(d)(3) if: (1) the trust
operates in a manner consistent with the terms of the trust in-
strument; (2) the trust is a valid trust under applicable local law;
and (3) the trust instrument is substantially similar to the sam-
ple in the appropriate revenue procedure (or properly integrates
one or more alternate provisions from the revenue procedure
into a document substantially similar to the sample in the rev-
enue procedure).

The IRS has stated that it will no longer issue rulings
on whether trusts that substantially comply with the require-
ments of the applicable revenue procedures qualify under §170,
§664, and §2522.%* The IRS will, however, continue to consider
requests for rulings regarding trusts that do not substantially
comply with the requirements of the revenue procedures.” In
addition, a taxpayer may request a ruling to obtain an actuarial
factor necessary to calculate the present value of the remainder

*Rev. Rul. 72-395, Rev. Rul. 80-123, Rev. Rul. 82-128, Rev. Rul. 88-81.

Reg. §1.664-1(a)(4); Estate of Atkinson v. Commissioner, 115 T.C. 26
(2000); Notice 94-78. Note that the Tax Court in Atkinson did not explain
the various tax consequences of retroactive disqualification. Therefore, it is
not clear how taxable income in otherwise closed years should be treated and
whether the trustee must amend all returns filed.

*I'See Worksheet 2 for a list of the Revenue Procedures, including the de-
scription of the type of trust in each sample document. The IRS provided updat-
ed sample annuity trust forms in Rev. Proc. 2003-53, Rev. Proc. 2003-54, Rev.
Proc. 2003-55, Rev. Proc. 2003-56, Rev. Proc. 2003-57, Rev. Proc. 2003-58,
Rev. Proc. 2003-59, and Rev. Proc. 2003-60. See also Rev. Proc. 2016-42 (al-
ternative CRAT language to satisfy 5% probability of exhaustion test). The up-
dated sample unitrust forms are in Rev. Proc. 2005-52, Rev. Proc. 2005-53,
Rev. Proc. 2005-54, Rev. Proc. 2005-55, Rev. Proc. 2005-56, Rev. Proc.
2005-57, Rev. Proc. 2005-58, and Rev. Proc. 2005-59.

*This proscription is found in the third annual revenue procedure, which
lists the “no ruling” areas, published in the first annual Internal Revenue Bul-
letin. Additional information is provided in the revenue procedures containing
the sample charitable remainder trust forms.

3 See, e.g., Rev. Proc. 2003-53, §3. An example would be a trust with
three life income beneficiaries, as in PLR 9117038. Because the rules govern-
ing charitable remainder trusts are extremely technical and gifts to such trusts
are irrevocable, where possible a grantor may wish to request and obtain a fa-
vorable private ruling from the IRS regarding the qualification of the trust be-
fore funding. The first annual revenue procedure published in the first annual
Internal Revenue Bulletin establishes the procedures to be followed in obtain-
ing a ruling from the IRS. The IRS will not generally issue a ruling with respect
to hypothetical situations or alternative plans. The IRS imposes a user fee for
such rulings. In PLR 201935013, the IRS rejected an attempt by a charitable
remainder trust to use Form 1023, Application for Recognition of Exemption
Under Section 501(c)(3) of the Internal Revenue Code, to determine its quali-
fication in lieu of a private letter ruling.
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Detailed Analysis

interest for purposes of determining the applicable charitable
deduction.™

The sample annuity trust and unitrust instruments issued
by the IRS in 2003 and 2005 include a number of common
alternative provisions. For example, Rev. Proc. 2003-55, Rev.
Proc. 2003-56, Rev. Proc. 2005-54, and Rev. Proc. 2005-55
contain an alternative provision by which the donor of a two-
life inter vivos trust retains the right to revoke the interest of
the surviving noncharitable beneficiary. Also, all of the sample
trust instruments issued in 2003 and 2005 apply only the pri-
vate foundation provisions commonly applicable to charitable
remainder trusts; the annotations explain when it is necessary
to apply two other private foundation provisions.” Although the
sample trust instruments continue to illustrate only quarterly
payments, the annotations explain how the annuity and unitrust
payments may be made in some manner other than quarterly.
Rev. Proc. 2003-54, Rev. Proc. 2003-58, Rev. Proc. 2005-53,
and Rev. Proc. 2005-57 provide sample term-of-years annuity
trust and unitrust instruments.

For illustrations of the charitable remainder annuity trusts
in Rev. Proc. 2003-54 and Rev. Proc. 2003-53, see Charitable
Remainder Annuity Trust — Term of Years and Charitable
Remainder Annuity Trust — One Life, respectively, in the
Bloomberg Tax Transactional Diagrams Library.

B. Tax Consequences

The creation of a qualified CRT has significant tax conse-
quences. The grantor of an inter vivos trust is entitled to an im-
mediate income™ and gift” tax charitable deduction for the pre-
sent value of the remainder interest ultimately passing to char-
ity. The creation of the income interest may, however, have
gift tax consequences if the recipient is an individual other than

34 Reg. §1.664-4(b). See the discussion of the valuation of the remainder
interest at IV.H., below.

* See the discussion of the applicability of the private foundation rules to
charitable remainder trusts at VI.G., below.

§170(H2)(A).

7§2522(c)(2)(A). A gift tax deduction is not needed if the gift is incom-
plete; if no taxable gift has been made, no deduction is needed. In many CRTs,
the charitable gift is incomplete because the donor has retained the right to
change the remainder charity.
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the grantor. The creation of a testamentary charitable remain-
der trust entitles the testator’s estate to an estate tax (but not an
income tax) charitable deduction for the present value of the re-
mainder interest.”

The funding of a CRT with appreciated property will not
result in a capital gain to the grantor unless the grantor receives
property in exchange (other than retention of an annuity or uni-
trust amount), property transferred to the trust has indebtedness
in excess of its basis,” or the assignment of income doctrine ap-
plies because the sale of the contributed property to a specif-
ic buyer had been negotiated and was practically certain to oc-
cur.”

A qualified CRT is a tax-exempt entity, but that does not
mean it will never have to pay a tax. Section 664(c)" provides
that a CRT is not subject to income tax but is subject to a 100%
excise tax on any unrelated business taxable income the trust
has during a taxable year.” This amendment replaced the for-
mer §664(c) rule that took away the income tax exemption of
a charitable remainder trust for any year in which the trust had
unrelated business taxable income.”

The tax treatment of distributions from a charitable re-
mainder trust is determined pursuant to §664(b) and the regu-
lations thereunder.” The provisions of §664 and the regulations
thereunder supersede all other provisions of Subchapter J (Es-
tates, Trusts, Beneficiaries, and Decedents).”

*§2055(e)(2)(A).

*Rev. Rul. 55-275. See also Reg. §1.1011-2.

“ See, e.g., Estate of Hoensheid v. Commissioner, T.C. Memo 2023-34;
Chrem v. Commissioner, T.C. Memo 2018-164. For a detailed discussion of
assignment of income issues, see IV.A.7., below.

*'Effective for taxable years beginning after 2006, the Tax Relief and
Health Care Act of 2006 (TRHCA), Pub. L. No. 109-432, §424.

“*Section 664(c) is discussed in more detail in VI.C.3., below.

“'Under the former rule, the trust was subject to tax as if it were a complex
trust in any year in which the trust realized unrelated business taxable income.
See discussion in XI.A.6., below.

*“Taxation of recipients of distributions is discussed in more detail in VLF.,
below.

#§664(a).
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IV. Establishing an Inter Vivos Charitable
Remainder Trust

A. What Types of Assets Are (or Are Not) Suitable for
Charitable Remainder Trusts?

1. Publicly Traded Securities and Cash

Publicly traded securities and cash are the easiest assets
to use for charitable remainder trust (CRT) funding, as they
are for other charitable transfers. There are no valuation issues,
and the assets are easily transferred. Liquidity is immediately
available to make the required payments to the beneficiaries.
Gifts of appreciated marketable securities are even appealing to
a donor who wants to retain the security in an individual portfo-
lio. The appreciated securities can be sold immediately by the
CRT without tax* and the donor can at the same time buy the
same security on the stock market to replace the donated securi-
ty but now with a new purchase price cost basis." Non-publicly
traded C corporation stock (restricted or closely held) may be
a good donation, assuming there is a plan for eventual liquidity
so that the payments can be made to the income beneficiary.*

2. Real Estate and Real Estate Partnerships

Real estate and real estate partnerships/LLCs that are not
subject to debt can be donated and sold inside a CRT. If the real
estate is not to be sold immediately, it may be advisable to use
one of the alternative versions of the CRT discussed in IV.C.,
below.

If considering donating land with unharvested crops, only
proceed after considering the assignment of income and associ-
ated self-employment issues.” Also consider that any business
income earned by the trust would likely be unrelated business
taxable income subject to the 100% excise tax, discussed below
at VI.C.3.

Comment: The IRS issued proposed regulations that
would define certain CRAT transactions, such as the type of
transaction in Furrer, as listed transactions.” The IRS would de-

“‘The gain will go into the CRT capital gain tier.

“’Both transactions can be done the same day: the wash sale rule of Code
section 1091 applies only to losses, not gains.

“ Payments may be made in kind, although making payments in kind trig-
gers tax complications. See VI.B.2., below.

¥ See IRS AM 2020-006. See also Furrer v. Commissioner, T.C. Memo
2022-100 (where taxpayers engaged in transaction similar to that described
in IRS AM 2020-006 by donating crops to CRATSs and having CRATSs pur-
chase single premium immediate annuities (SPIAs), Tax Court held that an-
nuity distributions to taxpayers were taxable as ordinary income; because tax-
payers fully expensed crops on personal income tax returns, CRATs acquired
from taxpayers had basis of zero in crops, CRATs realized ordinary income
on sale of crops, and, therefore, CRATSs’ annuity payments to taxpayers could
only be characterized as ordinary income, rather than return of principal). The
court also ruled similarly to Furrerin a case involving the contribution of high-
value, low-basis real property, followed by the trustee’s sale of real property
and purchase of SPIAs. See Gerhardt v. Commissioner, 160 T.C. 436 (2023)
(court reiterated that “income earned [by CRATSs] was relevant for determin-
ing the character of the distributions [the income beneficiaries] received” and
that “nothing in [§]72 overrides their obligation to comply with the rules of
[§1664(b) with respect to [the annuity income]”; court further reiterated that re-
al property contributed to CRATS retained donors’ basis, and did not book at
fair market value of asset at date of contribution).

*Prop. Reg. §1.6011-15, REG-108761-22, 89 Fed. Reg. 20,569 (Mar. 25,
2024), would be effective on the date of publication of final regulations.
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fine use of a charitable remainder annuity trust as a listed trans-
action if: (1) the grantor creates a CRAT and funds the trust
with property having a fair market value in excess of its basis;
(2) the trustee sells the contributed property and used some or
all of the proceeds from the sale to purchase an annuity; and
(3) on a federal income tax return, the beneficiary of the trust
treats the annuity amount payable from the trust as if it were, in
whole or in part, an annuity payment subject to §72, instead of
carrying out to the beneficiary amounts in the ordinary income
and capital gain tiers of the trust in accordance with §664(b).

3. Art, Collectibles, and Other Tangible Personal
Property

Tangible personal property (e.g., art, collectibles) can be
donated and sold in a CRT, but if a current tax deduction is de-
sired the property must be sold before the end of the donation

year.”

4. Options

Donations of options are challenging. Donations of com-
pensatory options are likely to lead to unexpected, and unpleas-
ant, tax outcomes.” A donation of options on real estate may be
considered incomplete transfers and therefore ineffective as a
donation, leading to disqualification of the trust.”

5. Property Subject to Debt

If property is subject to debt, it is generally not suitable for
an inter vivos donation to a CRT.* The following issues may
arise:

a. The bargain sale rules would trigger gain on donation.”

b. The income may be taxable as unrelated business in-
come at a 100% tax rate. However, an exception may ap-
ply if the debt is sufficiently old.”

c. If the trust assumes or pays the debt, the trust will be a
grantor trust, thus precluding treatment as a CRT.” Thus,
encumbered property may not be transferred to a charita-
ble remainder trust, unless: (1) the grantor is released from
any personal liability for the debt before the property is
transferred to the CRT; or (2) the encumbrance is other-
wise removed from the property before the transfer. De-
pending on the flexibility of the lender, it may be possible

' PLR 9452026 (musical instrument gifted to CRAT was tangible personal
property; no deduction available for remainder interest as long as taxpayer re-
tained income interest in instrument, but income tax deduction would be al-
lowed on sale of instrument). The self-dealing rules of §4941(d)(1)(E) would
apply if the taxpayer continued to use the instrument after it was contributed to
the trust. See also §170(a)(3).

2 See PLR 9737014 (no income or gain on transfer of option, but on exer-
cise of option optionee, if living, would recognize compensation income equal
to excess of fair market value over exercise price).

Rev. Rul. 82-197; PLR 9417005 (withdrawing PLR 9240017, which had
approved the technique), PLR 9501004 (transfer to unitrust of option to pur-
chase encumbered property would disqualify trust).

* But see PLR 199952071 (CRT funded with partnership units, followed
by REIT conversion; debt allocation avoided by timing of donation).

»Reg. §1.1011-2.

%8514(c)(2)(B); Reg. §1.514(c)-1(b)(3).

%7 See PLR 9015049. This was a reversal of an earlier ruling policy that
permitted the contribution of such property. See PLR 8931023, PLR 7807041.
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to partition the property and agree to limit the collateral to
the non-donated portion.

d. Donating debt-financed property can trigger a self-deal-
ing penalty, although an exception may apply if the trans-
fer is the initial donation to the CRT.*® Publicly traded
partnerships and closely held partnerships with debt inside
them are subject to the same rules and risks.”

6. Installment Notes

Transferring an installment note to a CRT is deemed a dis-
position by gift, and will trigger the gain inherent in the note.”

7. Assignment of Income Issues

A donation may be ineffective if the donor does not realize
his or her charitable intent until a sale is too close to comple-
tion. If the CRT can be compelled to sell the donated asset (for
example, because the donor has a binding agreement to sell the
property), the donor will be taxed on the gain from the sale
— although the donation is still a valid donation.”’ In Hoen-
sheid v. Commissioner, the donor was taxed on gain attributed
to shares in a closely-held corporation contributed to a donor-
advised fund, even though only a non-binding letter of intent
had been signed rather than a definitive purchase agreement.”
The court reasoned that at the time of the gift, the sale was vir-
tually certain to occur where there were no material unresolved
sale contingencies. A grantor generally recognizes no gain on
the transfer of appreciated property to an inter vivos charitable
remainder trust.” However, in funding such a trust, a grantor
may face the principles articulated in Ferguson v. Commission-
er.™ If Ferguson applies, then, pursuant to the assignment of in-
come doctrine, if the right to receive the income inherent in the
transferred property has ripened for tax purposes, the grantor
who earned or created the right must recognize any income that
results from that right, even if the grantor transfers the right to a
charitable remainder trust before actually receiving the income.
In a donation of closely held stock, it is permissible for the do-
nated stock to be subject to a put right by the trustee or a right of
first refusal by the issuer of the stock.”” When considering such
a donation, the donor (or the donor’s advisors) should consider
the redemption exception to the self-dealing rules discussed at
VI.G.2.c., below.

Practice Note: As the Tax Court noted in Rauenhorst v.
Commissioner,” there has been some contention over the antic-
ipatory assignment of income doctrine in the context of chari-

¥ Reg. §53.4941(d)-1(a). See VL.G., below.

% Goodman v. United States, No. 98-8649, 1999 BL 3162 (S.D. Fla. 1999).

®Rev. Rul. 79-371, Rev. Rul. 76-530.

' Rev. Rul. 78-197.

2 Estate of Hoensheid v. Commissioner, T.C. Memo 2023-34.

®Rev. Rul. 55-275.

174 F.3d 997 (9th Cir. 1999), aff’g 108 T.C. 244 (1997).

%In PLR 200321010, citing both Palmer and Rev. Rul. 78-197, the IRS
ruled that the transfer by the donor of stock, subject to the issuer’s right of first
refusal, to a charitable remainder unitrust, followed by the redemption of the
stock, did not result in income to the transferor. The IRS based its ruling on the
fact that the issuer could not compel the charitable remainder unitrust to surren-
der the stock for redemption. The IRS also stated that the same rationale would
apply if the charitable remainder unitrust sold the stock. See 863 T.M., Chari-
table Contributions: Income Tax Aspects, for more information.

% Rauenhorst v. Commissioner, 119 T.C. 157 (2002).
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table gifts of appreciated property. The IRS announced in Rev.
Rul. 78-197 (acquiescing to Palmer v. Commissioner)’ that it
would treat the proceeds of a redemption of stock under facts
similar to those in Palmer as income to the donor only if the
donee is legally bound or can be compelled by the corpora-
tion to surrender the shares for redemption. In Rauenhorst, the
Tax Court, although noting that the courts had not adopted the
bright line test focusing on the donee’s control over the donat-
ed property as devised by the IRS in Rev. Rul. 78-197, treat-
ed Rev. Rul. 78-197 as a concession by the IRS and applied
the bright line test by deciding the case on the basis of whether
the donees were legally obligated or could be compelled to sell
stock warrants at the time of the assignments. Although the
court in Estate of Hoensheid reiterated that it did not adopt a
bright-line “legally-obligated” test, the court may have issued
an opinion contrary to the holding in Rauenhorst and, therefore,
may have broken away from the bright-line test and not treated
Rev. Rul. 78-197 as a concession by the IRS. Given the result
in Hoensheid, it is risky to proceed with a charitable transfer if
a letter of intent is in place, even if denominated non-binding.

8. Assets Used by Related Parties

Because CRTs are subject to the same self-dealing rules as
private foundations, assets that are being used by a disqualified
person (generally, a related person) should not be transferred to
a CRT until the use has terminated.”® For example, personally
owned real estate being used by the donor’s closely held busi-
ness should not be donated, as the use by the business would
be an act of self-dealing subject to penalties (even if fair rent is
being paid). However, property formerly used by the business
may be an appropriate asset for a CRT. If a donor wants to sell
a personal residence in a CRT, he or she must move out before
the donation.

9. Illiquid Assets

Iliquid assets that are unlikely to be sold in the near future
should not be donated to CRATS or to CRUTs that may be re-
quired to make payments to the beneficiaries before the assets
are sold. A trust that must pay an annuity or unitrust amount to
a beneficiary, and has no liquid assets, will have to make pay-
ments in kind of a fractional interest in the asset held by the
trust. Valuation may be difficult if a fractional interest is in-
volved, and gain will be triggered by the payment in kind.” If
this type of asset is to be donated, consider one of the CRUT
variations (i.e., a NICRUT, NIMCRUT, or FLIP-CRUT) dis-
cussed at IV.C., below. Alternatively, a combination of liquid
and illiquid assets can be donated to avoid the problems trig-
gered by payments in kind until the illiquid assets are sold.

57 Palmer v. Commissioner, 62 T.C. 684 (1974), aff’d on other grounds,
523 F.2d 1308 (8th Cir. 1975)).

%Reg. §53.4941(d)-1(a). See VL.G., below, for further discussion of the
private foundation rules. But see PLR 200715015 for a permissible royalty
structuring arrangement between a corporation and a private foundation.

%See discussion at VL.B.2., below.
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10. Assets Owned by Corporation

Although CRTs can be established by any type of taxpay-
er,” special caution is indicated when a corporation (C or S) is
considering funding a charitable remainder trust.

a. For C corporations, the charitable deduction is generally
limited to 10% of taxable income.” For tax years begin-
ning after 2025, any corporate charitable contribution
must also exceed 1% of the corporation’s taxable income
for the year.”” C corporations are allowed the same five-
year carryforward as individual taxpayers are.”

b. Because corporations do not have a lifetime, the mea-
suring term for a CRT funded by a corporation must be ex-
pressed in years.”*

c. Either type of corporation must consider the effect of
Reg. §1.337(d)-4 when planning a donation, including to a
CRT. A corporation that transfers “substantially all” of its
assets to a charitable entity, including a CRT, will trigger
gain on the transfer.” The definition of “substantially all”
is cross-referenced to the corporate reorganization provi-
sions under §368(a)(1)(C). Partnerships are not subject to
Reg. §1.337(d)-4, so no gain is triggered if a partnership
donates “substantially all” of its property. If a partner has
insufficient basis in his or her partnership interest, the part-
ner’s deduction for his or her share of the basis portion
of donated property may be limited. The deduction for the
appreciation portion is not so limited.”

d. A C corporation that converts to S status may not use
any remaining charitable contribution carryforward
against its Built-In Gains tax.” However, a recently con-
verted S corporation may use a CRT to defer (or perhaps
avoid) the Built-In Gains tax.”®

S corporations pass any allowable deduction through to
their shareholders, who include the passed through deduction
with their own charitable deductions.” An S corporation share-

" See PLR 9205031 (corporation), PLR 9340043 (S corporation), PLR
9821029 (trust), PLR 199952071 (LLC).

"'§170(b)(2)(A)(ii). Note that for cash contributions made during the 2020
and 2021 tax years, the 10% corporate limit is increased to 25%. Coronavirus
Aid, Relief, and Economic Security Act (CARES Act), Pub. L. No. 116-136,
§2205(a) (non-Code provision), as amended by the Taxpayer Certainty and
Disaster Tax Relief Act of 2020, Pub. L. No. 116-260, Div. EE, §213. A corpo-
ration may elect the application of the increased limitation, and a contribution
is not required to be used in connection with the Coronavirus relief to be eli-
gible for the increased percentage limitation. In the case of an S corporation,
the corporate contributions are passed through to the shareholders and aggre-
gated with the shareholder’s own contributions. The CARES Act election for
individuals increases the deduction limit for certain cash contributions to 100%
of the individual’s contribution base. That election must be made separately by
each shareholder.

28170(b)(2)(A)(i), added by the One Big Beautiful Bill Act (OBBBA),
Pub. L. No. 119-21, §70426(a).

3§170(d)(2).

"Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)(i).

PReg. §1.337(d)-4(a)(1), §1.337(d)-4(c)(2)(ii).

6§704(d)(3)(B).

7§1374(b)(2). Because only net operating losses and capital losses are list-
ed as allowable carryovers, all other potential carryovers (e.g., charitable, de-
pletion) are unavailable.

" See PLR 200644013.

"Reg. §1.1366-1(a)(2)(iii).
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holder’s adjusted basis in the shareholder’s stock is only re-
duced by the shareholder’s pro rata share of the adjusted basis
of the contributed property.” For 2017 and prior years, if the
S shareholder was an electing small business trust (ESBT),
the deduction was limited to the portion of the deduction that
would be “out of income” if the trust had made the donation di-
rectly. The contribution is deemed to have been paid by the S
portion of the ESBT pursuant to the terms of the trust’s govern-
ing instrument, provided the other requirements of §642(c)(1)
are met and the deduction is attributable to gross income of the
S portion.” The “out of income™ limitation precludes an ESBT
from taking a charitable deduction for the unrealized appreci-
ation in donated property on a pre-2018 tax return. The ESBT
may or may not be entitled to a deduction for the basis por-
tion of the donation, since the basis must be traceable to gross
income.”” Beginning in 2018, deductions passed through to an
ESBT are deductible by the ESBT subject to the individual lim-
itations and carryover provisions.”

B. Choosing a Charitable Remainder Annuity Trust, a
Charitable Remainder Unitrust, or a Charitable Gift
Annuity

Choosing between a charitable remainder annuity trust
(CRAT) and a charitable remainder unitrust (CRUT) involves
several factors, both technical and practical. Both types of
trusts must value their assets every year. Both types require that
the charitable remainder be at least 10% of the value of the
property transferred as of the time that the trust is funded. Espe-
cially if a relatively small amount is involved, a donor desiring
an annuity for one or two lives should consider a gift annuity.

1. Factors in Favor of a CRAT

a. Predictability. The income beneficiary knows exactly
how much cash he or she will receive each year (unless the
trust is depleted). CRUT payments will vary from year to
year.

b. Simplicity for the trustee. The trustee does not have to
recalculate the annual or quarterly distribution.

c. When compared to a charitable gift annuity, a CRAT al-
lows a change of charitable beneficiary and is not subject
to the creditor risk of the charity. Also, a gift annuity can
only be for one or two lives, not a term of years or more
than two lives.

d. The donor can retain the right to change the remainder
charity; indeed, the tax law does not require the donor to
inform the charity that the trust exists.

2. Factors in Favor of a CRUT

a. Payments will increase over time (assuming growth of
the trust — which is obviously not guaranteed), potential-
ly providing the donor with some inflation protection.

§1367(a)(2).

81 Reg. §1.641(c)-1(d)(2)(ii).

%2 See Van Buren v. Commissioner, 89 T.C. 1101, 1109 (1987) (“Tracing
is required since the statute specifically requires that the source of the contri-
bution be gross income.”); Rev. Rul. 2003-123.

¥§641(©)(2)(E)()
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b. Certain variations on a CRUT are suitable for donations
of illiquid assets that may not be sold before the first pay-
ment is due.* CRATS do not have the flexibility of wait-
ing for the sale of the donated asset before beginning pay-
ments.

c. CRUTs and CRATSs must both meet the minimum 10%
charitable remainder value when funded. CRATS that use
a measuring life for their term must also meet the “exhaus-
tion test” discussed at IV.D.3., below. Due to the exhaus-
tion test, in a low interest rate environment younger donors
may not be able to establish a CRAT. CRUTs are not sub-
ject to this additional requirement.

d. CRUTs are less likely to run out of funds if there is
an economic downturn. The payments may decrease, of
course, but not to zero.

e. A significant difference between a unitrust and an an-
nuity trust is that no additional contributions may be made
to an annuity trust after the initial funding, whereas addi-
tional contributions can be made to a unitrust. If the donor
might want to add assets later, a CRUT is probably a better
alternative to creating additional CRATS (all other factors
being equal).

f. As in the case of a CRAT, the donor can retain the right
to change a CRUT’s remainder charity.

3. Factors in Favor of a Gift Annuity (in Lieu of a
CRAT)

a. Minimal cost is required to establish (no trust document
required) and administer. Beneficiary receives a Form
1099-R each year rather than a trust Form K-1. For donors
who like to file their tax returns promptly each year, this
may be an important advantage because the Form 1099-R
has a due date of January 31.

b. Assuming the charity is financially sound, there is no
risk of a trust running out of principal should the donor
substantially outlive his or her life expectancy.

c. No “5% exhaustion test” applies (unlike the CRAT situ-
ation).”

d. A gift annuity can be funded with S corporation stock,
assuming the charity is willing to accept the stock. S cor-
poration stock cannot be transferred to a CRT without ter-
minating the S election.*

e. If the property transferred has significant basis, the CGA
allows basis recovery over the beneficiary’s expected life-
time, resulting in a portion of each payment being tax-free.
In a CRT, basis is only recovered once all current and ac-
cumulated income (including capital gains) has been dis-
tributed.”’

f. The self-dealing prohibition and other private founda-
tion rules do not apply to CGAs.*

8 See IV.C., below.
8 Rev. Rul. 77-374, discussed at IV.D.3., below.
¥81361(e)(1)(b)(iii).

87See VLF.1., below, for taxation of beneficiaries.
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g. Although the donor cannot change the charity once the
gift annuity is established, many donor-advised funds will
issue gift annuities, effectively allowing the donor or a
successor fund advisor to choose the charitable beneficia-

ry.

C. Opportunities with Illiquid Assets: NICRUTs,
NIMCRUTs, and FLIP-CRUTs

There are many situations where a donor would consider
contributing an illiquid asset to a CRT. However, if the CRT
were required to make payments to the beneficiary before the
assets were to be sold, the payment would have to be made in
kind and, thus, would trigger gain on the distribution.” Loss
could be realized, but not recognized, as a trust and its ben-
eficiary are related parties under §267(b)(6). The beneficiary
would then have a fractional interest in an illiquid asset — and
taxable income. This situation can be avoided by using one of
three variations on CRUTSs that are suitable for donations of
illiquid assets. Which one is most appropriate will depend on
the balance between the donor’s charitable intent and his or her
desire for income. The IRS sample documents include each of
these variations:™

1. NICRUT (net income CRUT). This CRUT pays the re-
cipient the lesser of the trust’s net income or the stated per-
centage. This version would be chosen by a donor whose
focus is on providing the maximum amount of remaining
principal for the charity at the termination of the trust. It
may also be suitable if the trust is funded with lower-yield-
ing property that is expected to pass intact to the charity
(e.g., real estate that will be used by the charity).

2. NIMCRUT (net income with make-up provision
CRUT). The net income unitrust can include an optional
“make-up” provision stating that if the income in any year
exceeds the unitrust amount for the year, such excess is
paid out to the extent necessary to make up for any short-
falls in prior years. This type of trust is often chosen if
the donor expects that a significant amount of investment
return will consist of post-contribution capital gains. Be-
cause post-contribution gains may be included in trust in-
come, the “make-up” amount can be satisfied as invest-
ments are sold. This type of CRUT may also be chosen by
a donor who does not currently need income but may want
some in the future.”

3. FLIP-CRUT. The governing instrument may provide
that the unitrust will use either the net income or net in-
come with make-up provisions payout method for an ini-
tial period, and then “flip” to the fixed percentage method
for the remaining portion of the term. The “flip” must be
triggered “on a specific date or by a single event whose
occurrence is not discretionary with, or within the control

8 Private foundation rules are discussed at VI.G., below.

¥ Reg. 1.664-1(d)(5).

“See Rev. Proc. 2005-52, §6.07 for the NICRUT, §6.08 for the NIM-
CRUT, and §6.09 for the FLIP-CRUT. All sample CRUT Revenue Procedures
include these variations.

“ISee X., below.
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of, the trustees or any other persons.”” Examples of such
events (which must be specified in the governing instru-
ment) include the sale of unmarketable assets, as well as
marriage, divorce, death, or the birth of a child. The con-
version date must be the beginning of the taxable year im-
mediately following the year containing the date of the
triggering event. Any remaining “make-up” amount is for-
feited upon the conversion. This type of trust is often cho-
sen when the CRUT is funded with an illiquid asset (e.g.,
land, closely held stock) but the donor would like a more
consistent stream of income once the asset is sold.

Practice Point: The unmarketable asset to be sold does not
have to represent any particular percentage of the trust corpus.
A relatively small nonmarketable asset can be contributed and
then sold when the “flip” is desired.

Example: Donor establishes a FLIP-CRUT on January 1,
20X1, retaining a 6% unitrust interest for life, limited to
trust accounting income until the January 1 following the
“triggering event.” The trust is funded with a tract of un-
developed land worth $500,000. The triggering event is
defined as the sale of the land. No income is earned in
20X1 or 20X2, but the land is sold for $550,000 in Jan-
uary of 20X3. The trustee calculates the make-up amount
as $60,000 ($500,000 x 6% x 2 years). The post-contribu-
tion gain is allocated to income by the trustee, allowing a
make-up distribution of $50,000 to the donor. As of Janu-
ary 1, 20X4, the trust converts to a regular unitrust with-
out an income limitation. To the extent that the remaining
make-up amount of $10,000 cannot be paid during 20X3,
it disappears.”

D. Setting the Annuity or Unitrust Rate

1. Minimum and Maximum Payout Rates

As long as the payout rate meets the criteria below, the
donor is free to choose the payout rate. Although some donors
retain the maximum payout, resulting in an exact 10% value for
the remainder, other donors prefer to retain a smaller percent-
age, either to provide more for the remainder charity or to pro-
vide more investment cushion during challenging market con-
ditions.

The annual annuity amount may not be less than 5% of the
initial fair market value of the property placed in trust.”* Simi-

“Reg. §1.664-3(a)(1)(i)(c)(1). See also the sample CRUT Revenue Proce-
dures.

%See VI.A.3., below, for further discussion of the calculation of the pay-
ment to the beneficiary.

94Reg. §1.664-2(a)(2)(i). The annuity amount may not vary. See IRS AM
2020-006 (addressing type of abusive transaction involving CRATS; where
CRAT provided that income beneficiary would receive annuity equal to greater
of “10% of the initial FMV of all property transferred to the trust or ... the
payments received by the trustee from one or more SPIAs purchased by the
trustee,” IRS ruled that CRAT would fail to qualify under §664(d)(1)(B) be-
cause income beneficiary would be entitled to payment in excess of amount de-
termined at funding of CRAT and amount payable could change if CRAT pur-
chased SPIA, thus violating sum certain requirement under Reg. §1.664-2(a)
(1)). The IRS issued proposed regulations that would define certain CRAT
transactions, such as the type of transaction in IRS AM 2020-006, as listed
transactions. The IRS would define use of a charitable remainder annuity trust
as a listed transaction if: (1) the grantor creates a CRAT and funds the trust
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larly, the total fixed percentage payable by a unitrust to all ben-
eficiaries may not be less than 5% of the fair market value of
the trust property as revalued each year.” If the donor wants a
smaller payout than 5% to the noncharitable beneficiaries, he
or she can direct that a portion, but not all, of the annual pay-
ment be directed to a charity. This option is discussed below at
IV.E.6.

The minimum amount rule will not be violated where the
governing instrument of an annuity trust or a unitrust provides
for a reduction of the stated amount or fixed percentage up-
on the death of a recipient or upon the expiration of a term
of years, provided that: (1) a distribution of corpus is made to
a §170(c) organization at the same time; (2) the total amount
payable each year by the annuity trust after such distribution is
not less than a stated dollar amount that bears the same ratio to
5% of the initial net fair market value of the trust assets as the
net fair market value of the trust assets immediately after the
distribution bears to the net fair market value of the trust assets
immediately before the distribution; and (3) for a unitrust, the
total percentage of trust assets payable is at least 5%.”

Example: The initial net fair market value of the assets of
CRAT T is $100,000. The annuity payment is $2,500 to
each of J and B for life. Upon the death of the first to die,
the trust is to distribute one-half of the then value of its as-
sets to an organization described in §170(c) and continue
to pay a $2,500 annuity to the survivor. J dies two years
later, when the trust assets are still valued at $100,000. The
minimum amount rule is not violated, because a distribu-
tion is made to a §170(c) organization upon the death of J,
and at that time the amount payable to B ($2,500) will bear
the same ratio (one-half) to 5% of the initial net fair mar-
ket value of the trust assets ($5,000) as the net fair market
value of the trust assets immediately after such distribution
($50,000) bears to the net fair market value of the trust as-
sets immediately before such distribution ($100,000).”

The maximum annuity amount is 50% of the fair market
value of the property placed in the annuity trust valued as of the
date of transfer.” Similarly, the maximum payout percentage to
noncharitable beneficiaries of a charitable remainder unitrust is
50% of the fair market value of the unitrust assets valued on the
same date each year.”

It is possible that, as a result of an incorrect valuation of
the trust property, a stated dollar annuity amount payable by an
annuity trust may turn out to be less than 5% of the initial net

with property having a fair market value in excess of its basis; (2) the trustee
sells the contributed property and used some or all of the proceeds from the
sale to purchase an annuity; and (3) on a federal income tax return, the benefi-
ciary of the trust treats the annuity amount payable from the trust as if it were,
in whole or in part, an annuity payment subject to §72, instead of carrying out
to the beneficiary amounts in the ordinary income and capital gain tiers of the
trust in accordance with §664(b). Prop. Reg. §1.6011-15, REG-108761-22, 89
Fed. Reg. 20,569 (Mar. 25, 2024), would be effective on the date of publication
of final regulations.

“Reg. §1.664-3(a)(2)(i).

“Reg. §1.664-2(a)(2)(ii), §1.664-3(a)(2)(ii).

“"Reg. §1.664-2(a)(5)(ii)(e) (indicating that total amount given to J and B
must not be less than 5% of initial net fair market value of trust assets). For ap-
plication of this rule to a unitrust, see Reg. §1.664-3(a)(5)(ii)(e).

*§664(d)(1)(A).

?§664(d)(2)(A).
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fair market value of the property placed in trust. The regula-
tions provide that the trust will be deemed to have satisfied the
5% requirement where the discrepancy is due to the good faith
underestimation of the initial net fair market value of the prop-
erty placed in trust by the grantor of an inter vivos trust. How-
ever, the IRS exacts a penalty from the grantor (who is permit-
ted to correct the underpayment), requiring the grantor to con-
sent, by agreement with the IRS, to accept an amount equal to
20 times the stated annuity as the fair market value of the prop-
erty placed in trust for purposes of determining the appropriate
charitable contribution deduction.'”

Comment: The foregoing exception is specifically limited
to inter vivos trusts. There is no compelling reason why a testa-
mentary annuity trust should be denied the ability to correct the
underpayment. A testamentary annuity trust, however, could
attempt to remedy the situation by reformation under §2055(e)
(3). Such reformations are discussed at V.E., below.

2. The Minimum 10% Value of the Remainder Interest

In addition, the present value of the remainder interest
must be at least 10% of the initial net fair market value of the
assets contributed."” Special rules apply where the sum certain
is expressed as a fraction or percentage and the initial fair mar-
ket value of the trust property is valued incorrectly.'”

To ensure that the charitable remainder beneficiary re-
ceives a minimal portion of the property transferred to the trust,
§664(d)(1)(D) and §664(d)(2)(D) require that, at the time the
property is transferred to the trust, the value of the charitable
remainder interest be at least 10% of the value of the property
transferred to the trust.'” The applicable §7520 rate is used to
determine whether this minimum value requirement has been
satisfied."™

The effect of the minimum 10% remainder interest is to
limit the use of CRTs with very young beneficiaries or with
several individual beneficiaries (unless they are all elderly).

Example: A 5% unitrust for the life of a 23-year-old with
quarterly payments (first payment to be three months after

'"Reg. §1.664-2(a)(2)(iii).

19'$664(d)(1)(D), added by the Taxpayer Relief Act of 1997 (TRA “97),
Pub. L. No. 105-34, §1089(b). See, e.g., PLR 201040021 (trust that did not sat-
isfy §664(d)(1)(D) remainder interest requirement was never CRAT). Accord-
ing to the Conference Report on TRA ‘97, where a CRAT is created for the
joint lives of two individuals, the trust will not fail to qualify as a CRT if the
value of the remainder interest is less than 10% of the trust’s assets at the death
of the first of the noncharitable beneficiaries. The same result should obtain for
a two-life CRAT where payments are made first to the donor and subsequently
to a successor noncharitable beneficiary. H.R. Conf. Rep. No. 105-220, at 607
(1997).

12 See the discussion at IV.D.1., above, regarding annuity trusts with stated
dollar annuity amounts.

193 Thig requirement, which was added by TRA ‘97, Pub. L. No. 105-34,
§1089, is effective for transfers in trust made after July 28, 1997, subject to
certain transition rules. Pub. L. No. 105-34, §1089(b)(6)(A). The requirement
does not apply to wills executed on or before July 28, 1997, if the decedent
died before January 1, 1999, without having republished or amended the will
by codicil or otherwise. Pub. L. No. 105-34, §1089(b)(6)(B). The requirement
also does not apply if the will was executed on or before July 28, 1997, and the
decedent was, on July 28, 1997, under mental disability to change the disposi-
tion of his or her property and did not regain his or her competence before the
date of his or her death. Pub. L. No. 105-34, §1089(b)(6)(B).

%§664(d)(1)(D), §664(d)(2)(D).
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the valuation date), established when the §7520 rate is
3.2%, will have a remainder interest of only 8.2%, disqual-
ifying the trust under §664(d)(2)(D).

In the case of trusts for two lives, the beneficiaries must be
even older to satisfy the 10% remainder requirement.

Example: A 5% unitrust, established under the terms de-
scribed above for two lives, both of whom are age 36, will
have a remainder value of only 8.4%, causing it to fail to
qualify under §664.

The higher the payout rate, the older the beneficiary will
have to be to satisfy the 10% requirement. Even if the donor
retains the right to revoke potential successor beneficiaries’ in-
come rights, those rights are not disregarded in calculating the
value of the remainder interest.'”

An annuity trust must expressly prohibit additional contri-
butions.'” The governing instrument of a unitrust must either
prohibit or permit additional contributions after the trust is
funded.'” If the governing instrument permits additional con-
tributions, it must contain certain provisions for the calculation
of the unitrust amount payable in the event additional contribu-
tions are made.'” TRA ‘97 imposed a 10% minimum charita-
ble benefit requirement on not only the original contribution to
a unitrust but all subsequent contributions as well.'” To avoid
the possibility that an additional contribution to a unitrust creat-
ed before July 28, 1997, will invalidate the entire trust, the IRS
will treat any such contribution as being transferred to a sep-
arate trust.""’ The grantor will receive no charitable deduction
for any such additional contribution that is treated as being con-
tributed to the “separate trust.”""

3. The 5% Exhaustion Rule, Generally Applicable Only
to CRATs for a Measuring Life

The IRS takes the position that for income, estate, and gift
tax purposes a deduction is not available for a gift of a remain-
der interest in trust where the probability that the charitable
remainder beneficiaries will not receive any trust corpus ex-
ceeds 5% (the “probability of exhaustion test”). The basis for
the IRS’s position is found in both the estate and gift tax reg-
ulations, which provide that no deduction is allowable where
a charitable transfer is subject to a condition “unless the pos-
sibility that the charitable transfer will not become effective is
so remote as to be negligible.”'"> The 5% benchmark appears to
be derived from §2037 and §2042, both of which specify that
5% is the value at which a reversionary interest is sufficient to
cause inclusion in the grantor’s estate."” The IRS has also as-

1% See Simmons v. United States, 667 F.2d 832 (9th Cir. 1982), aff’g 80-1
USTC 49,287 (D. Ark. 1980).

'%Reg. §1.664-2(b).

197 As noted in IV.B.2., above.

'%Reg. §1.664-3(b).

'% See §664(d)(2)(D), added by Pub. L. No. 105-34, §1089(b)(1).

'198664(d)(4), added by Pub. L. No. 105-34, §1089(b)(4).

1118170, §664.

2Reg. §20.2055-2(b)(1), §25.2522(c)-3(b)(1).

'3 See Rev. Rul. 70-452.
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serted the 5% rule within the context of the income tax charita-
ble deduction.'

In Rev. Rul. 77-374, a $400,000 testamentary annuity trust
was to pay an annuity of $40,000 to a 61-year-old female for
her lifetime. Upon the annuitant’s death, the trust would termi-
nate and the corpus be paid to a qualified charitable organiza-
tion. The IRS disallowed any estate tax charitable deduction for
the gift of the remainder interest, because the IRS determined
that, using the 6% valuation tables and given the income bene-
ficiary’s age and the size of the annuity amount, there was more
than a remote possibility that the trust would have no assets re-
maining upon termination. The ruling explains the calculations
as follows:

The mathematical formula used to determine the

number of years it would take to completely exhaust

a fund with an initial value of $400,000, invested at

6% per annum, that is subject to fixed annual pay-

ments of $40,000 out of both income and princi-

pal is: 1.06 x $400,000 (initial value of corpus) —

$40,000 (fixed annual payment) = $384,000 (value of

corpus at end of year after first invasion). By a se-

ries of similar successive computations (that is: 1.06

x $384,000 (value of corpus at end of first year) —

$40,000 (fixed annual payment) = $367,040 (value

of corpus after second invasion), it was determined

that the original fund of $400,000 would be com-

pletely exhausted in less than sixteen years. Based on

Table LN, which is found in section 20.2031-10(e)

of the regulations, the probability that a female aged

61 ... will survive to age 77 is greater than 63 per-

cent. See example 12 contained in I.R.S. Publication

723A (12/70), “Actuarial Values II: Factors at 6 Per-

cent Involving One and Two Lives.” Thus, the entire

estate tax charitable deduction was denied because

the probability that the trust assets would be exhaust-

ed before the death of the annuitant was greater than

5%.

In a low interest rate environment, the income assump-
tions built into the valuation tables made it difficult to create
a qualified CRAT except in the case of the oldest donors. The
IRS responded to this issue in 2016 by providing an excep-
tion to the 5% probability of exhaustion test. In Rev. Proc.
2016-42,'" the IRS provided language to be included in the
governing instrument of a CRAT that could qualify as a quali-
fied contingency under §664(f). If this language is included, the
CRAT is exempt from the exhaustion test (although, of course,
it must still meet the 10% remainder test). The language pro-
vided by the IRS causes an “early termination” contingency.'"

""“Rev. Proc. 2016-42 (“If the probability that the life beneficiary or bene-
ficiaries will survive exhaustion of the CRAT assets is greater than 5 percent,
then the charitable remainder interest of the CRAT does not qualify for an in-
come, gift, or estate tax charitable deduction and the CRAT is not exempt from
income tax under §664(c).”).

' The revenue procedure is effective August 8, 2016, and applies to trusts
created after that date. The IRS provided language for both inter vivos and tes-
tamentary CRATSs. The IRS explained in the revenue procedure that the 5%
probability of exhaustion test is difficult to meet when interest rates are low and
the trust is accruing less than it would in a high rate environment. As a result,
the use of CRATS was limited as an effective charitable-giving vehicle.

"% Qualified contingencies are discussed at IV.E.7., below.
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According to the contingency, if the value of the trust corpus
minus the annual payment and multiplied by a specific discount
factor falls below 10% of the initial trust corpus, the provision
allows the trust to terminate early and immediately distribute
the remainder to charity. The date of the contingent termination
is the date immediately preceding the date of an annuity pay-
ment where such scenario would occur.

Rev. Proc. 2016-42 illustrates the necessary calculation
with this example:

On January 1, Year 1, Donor transfers property val-
ued at $1,000,000 to Trust, an inter vivos trust pro-
viding for an annuity payment of $50,000 (5% of the
value of the initial trust corpus) on December 31 of
each year to S for S’s life followed by the distribu-
tion of trust assets to Charity. Trust includes the pre-
cise language of the sample provision in Rev. Proc.
2016-42, §5, providing for an early termination con-
tingency and specifies the §7520 rate in effect for
January, Year 1, which is 3%. But for the early termi-
nation provision, Trust meets all of the requirements
of §664(d)(1). In accordance with the revenue pro-
cedure, the IRS will treat the early termination con-
tingency as a qualified contingency under §664(f).
Therefore, the early termination provision does not
cause Trust to fail to qualify as a CRAT under §664.
In addition, Trust qualifies as a CRAT regardless of
whether it passes the probability of exhaustion test on
January 1, Year 1.

Each year, prior to payment of the annuity to S, the
trustee performs the calculations required to deter-
mine if Trust will terminate early in accordance with
the terms of the qualified contingency. In each year
from Year 1 through Year 17, the trustee determines
that the value of the trust corpus, minus the $50,000
annual payment, and then multiplied by the specified
discount factor, is greater than 10% of the initial trust
corpus. The value of the trust corpus as of December
30 in Year 18 is $210,000. Only in Year 18 does the
value of the trust corpus as of December 30, when re-
duced by the annuity payment and multiplied by the
specified discount factor, fall below 10% of the value
of the initial trust corpus. The calculations required
to determine if Trust will terminate early in Year 18
are as follows:

1. $1,000,000 x 10% = $100,000

2. ($210,000 — 50,000) x [1/ (1 +.03)]'®
$160,000 x (1/1.03)"
$160,000 x 0.970874"
$160,000 x 0.587397 = $93,984.

Because the value of the trust corpus ($210,000),
when reduced by the annuity payment ($50,000) and
then multiplied by the specified discount factor
(0.587397), is less than 10% of the value of the initial
trust corpus ($100,000), Trust terminates on Decem-
ber 30, Year 18, and the principal and income re-
maining in Trust (including the annuity payment for
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Year 18 that otherwise would have been payable to

S) then must be distributed to Charity.

Practice Point: Although Rev. Proc. 2016-42 does allow
a qualified CRAT to be created in a low interest environment,
the same donors who want a steady payout from a CRAT may
not be comfortable with the idea that the trust could terminate
prematurely during a period of market turbulence. It is doubtful
that anyone would wish to be the trustee in the example above
who has to tell S that her expected $50,000 year-end payment
will not be forthcoming? Such donors might consider instead a
charitable gift annuity, where the annuity is payable from the
general assets of a charity and, therefore, is neither subject to
exhaustion nor the exhaustion test.

In 1982, the Tax Court'” questioned the mathematical for-
mula set forth in Rev. Rul. 77-374 and held that the “so remote
as to be negligible” rule can be satisfied if the annual earnings
of the trust exceed the required annual payout to the annuity or
unitrust amount recipient. The Tax Court permitted a charitable
estate tax deduction for the creation of two testamentary chari-
table remainder trusts because the trusts were invested in assets
yielding more than the required payout, even though, using the
then applicable 6% tables, the probability that the trust’s assets
would be depleted before termination exceeded 5%.

The 1997 enactment of §664(d)(1)(D) and §664(d)(2)(D),
requiring that the actuarial value of the charitable remainder be
at least 10%, must be considered in conjunction with the 5%
exhaustion rule. Both rules have the same intent — to ensure
that the charity will receive more than a de minimis amount
at the termination of the trust. Although any trust failing the
10% remainder requirement may also fail the 5% exhaustion
rule, the converse is not always true. Thus, if a trust satisfies
the 10% remainder requirement, it is still necessary to deter-
mine whether the 5% exhaustion requirement has been satis-
fied. The commercial software calculators used by most advi-
sors will highlight this issue when performing a CRAT calcula-
tion. At any time when the §7520 rate exceeds the annuity rate,
the trust will pass the exhaustion test, as the calculations pre-
sume that the trust is earning more than it is paying out. The
trust may even fail the 5% test when the §7520 rate equals the
annuity rate if payments are made more frequently than annu-
ally.

Example 1: Grantor, age 60, created a charitable remainder
annuity trust with $1,000,000 in which he retained a 5%
annuity, payable annually on the last day of each year, for
life. The transfer was made in a month when the best avail-
able §7520 rate was 2.4%. The value of the remainder in-
terest is $156,955, which means that the trust passes the
10% remainder test. However, the probability that Grantor
will survive 28 years, when the fund will be exhausted, is
34.63%. The trust fails the 5% exhaustion test, and no gift
tax deduction is allowed. Unless the §7520 rate rises sig-
nificantly, this donor will not be able to create a CRAT for
the donor’s lifetime, although a CRUT or a term CRAT are
possible.

7 Estate of Moor v. Commissioner, T.C. Memo 1982-299.
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Example 2: Grantor, age 70, created the same trust. The
value of the remainder interest is $386,180 per the IRS ta-
bles, well above the required 10% minimum. The proba-
bility of the grantor’s surviving to the exhaustion of the
trust is only 4.91%, so the 5% probability test is passed.

In 1995, the IRS issued regulations under §7520 that con-
tain a different exhaustion rule applicable to charitable remain-
der annuity trusts, in which the annuity interest is measured by
a life. The regulations are effective for transfers made after De-
cember 13, 1995."® Rather than replacing the 5% exhaustion
rule, the regulations create a parallel rule that affects the valu-
ation of the deductible charitable remainder interest if the mea-
suring life outlives his or her life expectancy. This rule explic-
itly applies for income, gift, and estate tax purposes. The reg-
ulations provide that, in the case of an annuity interest for life,
the annuity interest may not be valued under the regular §7520
method when the trust corpus will be exhausted if the measur-
ing life lives to age 110."” The reasoning given in the regula-
tions for this rule is that “the annuity is not considered payable
for the entire defined period if, considering the applicable sec-
tion 7520 interest rate on the valuation date of the transfer, the
annuity is expected to exhaust the fund before the last possible
annuity payment is made in full.”"

To determine whether the fund will be exhausted by age
110, it is necessary to multiply the applicable term annuity fac-
tor for the difference between the annuitant’s age and age 110
by the amount of the annuity. If this results in a value for the an-
nuity that exceeds the value of the fund, the exhaustion rule ap-
plies and a special method must be used to value the annuity."'
This method requires determining the number of payments that
can be made before exhausting the fund, and then calculating
the present value of those payments, taking into consideration
the fact that they may end at the earlier death of the measuring
life. This will result in a smaller value for the annuity (and a
larger deduction for the remainder) than avails under the regu-
lar §7520 valuation method.

Example 3: Using the same facts as in Example 2, above,
it is determined that the $50,000 annuity will exhaust the
trust fund in 28 years, when Grantor is age 98. The present
value of the payments received up to the date of exhaus-
tion (also taking into consideration Grantor’s possible ear-
lier death) is $610,147. The value of the remainder is
$389,853, which is $3,673 greater than the value of
$386,180 determined under the usual method.

Comment: The IRS has not approved this method for valu-
ing a charitable remainder interest, although the Example fol-
lows the calculation described in Reg. §25.7520-3(b)(2)(v)(E).
The example in the regulations is concerned with the valuation
of a charitable lead annuity interest, and the intent of the ex-

""Reg. §1.7520-3(c), §20.7520-3(c), §25.7520-3(c), as amended by T.D.
9974, 88 Fed. Reg. 37,424 (June 7, 2023), applicable on or after June 1, 2023.

""Reg. §1.7520-3(b)(2)(1), §20.7520-3(b)(2)(Q), §25.7520-3(b)(2)(i). The
regulations use 110 as the limiting age because that is the oldest age considered
in the life tables.

"Reg. §1.7520-3(b)(2)(i), §20.7520-3(b)(2)(i), §25.7520-3(b)(2)(0).

'Reg. §25.7520-3(b)(2)(V)(E), as redesignated and amended by T.D.
9974.
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ample is to demonstrate that the amount of the deductible char-
itable annuity interest must be reduced when the fund will be
exhausted before the measuring life attains age 110. Given the
mandatory nature of the regulation, it would be reasonable to
apply the same valuation method to a charitable remainder in-
terest, although the IRS has never officially approved it.'?

E. Choosing the Noncharitable Beneficiaries and the
Term for the Trust

The governing instrument must require payment of the an-
nuity or unitrust amount for a period that begins with the first
year of the charitable remainder trust (CRT) and continues: (i)
for the life or lives of a named individual or individuals living
at the creation of the trust; or (ii) for a term of years not to ex-
ceed 20."”

1. Life of One or More Individual Beneficiaries
(Concurrent or Successive)

Only an individual or a §170(c) organization may receive
the annuity or unitrust amounts for the life of an individual.”™ If
an individual receives an amount “for life,” it must be payable
solely for the life of that individual. An interest based on the
life of another (i.e., “pur autre vie”) is not permissible.'” There-
fore, if the annuity or unitrust amount is paid to a class of in-
dividuals, it must be paid to each individual for life until the
death of the last survivor.

The sum certain or fixed percentage (i.e., annuity or uni-
trust amount) must be paid to one or more named persons."”
The beneficiaries may, but are not required to, include the
donor. A portion of the amount may be paid to a charitable
beneficiary so long as there is at least one noncharitable ben-
eficiary.”” The Code generally defines “person” to include, in
addition to an individual, the following entities: trust, estate,
partnership, association, company, or corporation.'”® Where the
amount is to be paid to an individual or individuals for life, all
of the recipients must be living when the trust is created. Pay-
ments may be made “for the use of” a named person, thus per-
mitting distributions to the guardian of a minor or any other in-
dividual who is suffering from a legal incapacity.'”

12 However, in Shapiro v. Commissioner, T.C. Memo 1993-483, the court
stated that:

Taking respondent’s argument to its theoretical conclusion, any
trust created with corpus funds equivalent to the present value
of a lifetime annuity obligation as computed under [the then-ap-
plicable 10% table] would be deemed to be “underfunded” in
that it would have insufficient funds to sustain the annual pay-
ments should the annuitant live beyond his or her average life
expectancy. In this regard, respondent’s argument contravenes
the fundamental purposes and presumptions underlying the ac-
tuarial tables.

123 8664(d)(1)(A), §664(d)(2)(A); Reg. §1.664-2(a)(5), §1.664-3(a)(5).

"»Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)().

125 Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)(i). But see the discussion of
“qualified contingencies” below at IV.E.7.

298664(d)(1)(A), §664(d)(2)(A).

77 See PLR 200108035 (trust that paid its unitrust amount to both individ-
ual and charity simultaneously, and satisfied all other §664(d)(2) requirements,
qualified as CRUT).

1287701(a)(1).

"PReg. §1.664-2(a)(3)(i), §1.664-3(a)(3)(i). A bankruptcy court has held
that a bankrupt unitrust recipient’s payments from a charitable remainder uni-
trust can be turned over to the bankruptcy trustee without violating the require-
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Payments may be made by a CRT measured by the life
of an individual to a noncharitable trust under limited circum-
stances. In Rev. Rul. 2002-20,"” the noncharitable beneficiary
of a CRUT was a separate trust established for the benefit of an
individual who was “financially disabled” within the meaning
of §6511(h)(2)(A). The trustee of the recipient trust was direct-
ed either to pay the unitrust amounts each month to the disabled
individual or to distribute income and principal of the recipient
trust for the individual’s benefit in a manner that supplement-
ed, but did not supplant, any governmental benefits available to
the individual. At the individual’s death, assets of the recipient
trust would be distributed to the individual’s estate or, after re-
imbursement of the state for Medicaid benefits provided to the
individual, distributed subject to the individual’s exercise of a
general power of appointment. The IRS approved the charita-
ble remainder unitrust and stated that the payments to the re-
cipient trust would be treated as made directly to the disabled
individual."”' The IRS noted that the same result would apply if
the CRT were an annuity trust instead of a unitrust.

A pet animal is not a permissible income recipient and,
therefore, a grantor is not entitled to a charitable deduction for
the value of the gift of a remainder interest in a trust where a pet
is the named income beneficiary. Rev. Rul. 78-105 addressed
three instances in which a unitrust provided a life income for a
pet with the remainder to charity. In each case, the IRS found
that the trust did not qualify as a charitable remainder trust. The
IRS allowed a charitable deduction only where, under applica-
ble state law, the pet’s interest in the trust was void. This termi-
nated the trust and accelerated the charity’s remainder interest
to a present interest.

Comment: Rev. Rul. 78-105 was written before the qual-
ified contingency provisions were added to the Code."” It may
now be possible to effectively create a qualified CRT for the
life of a pet by paying the annuity or unitrust interest to a per-
son for a term of years, with the death of the pet as a quali-
fied contingency that would accelerate the charitable remain-
der. The IRS has not ruled on this specific combination, but it
seems to fall within both the letter and intent of the existing
guidance.

It is common for a CRT to have both spouses as benefi-
ciaries. The spouse who contributes the assets is often the ini-
tial beneficiary, while there is a contingent successor benefi-

ment that payments be made for the use of a named individual. Lindquist v.
Mack (In re Mack), 269 B.R. 392 (Bankr. D. Minn. 2001).

% Amplifying and superseding Rev. Rul. 76-270. See PLR 200240012
(citing Rev. Rul. 2002-20, IRS approved payment of unitrust amount to sepa-
rate noncharitable irrevocable trust for individual adjudicated as incapacitated).

“'In PLR 9710008, PLR 9710009, and PLR 9710010, the IRS revoked
three earlier letter rulings (PLR 9619042, PLR 9619043, and PLR 9619044)
that had allowed a CRT to pay the unitrust amount to a trust for the benefit
of the grantor’s child for the child’s life, stating that the earlier rulings were
not in accord with current IRS views. The IRS indicated that it had determined
that, under §664(d)(2), an otherwise qualifying CRUT making distributions for
a named individual’s life to another trust “whose only function is to receive
and administer those distributions for the benefit of the named individual ben-
eficiary” will not be a CRUT unless the named individual is incompetent. The
IRS noted that Reg. §1.664-3(a)(5)(i) provides that “[o]nly an individual or an
organization described in section 170(c) may receive an amount for the life of
an individual.” Cf. PLR 201947007 (citing Rev. Rul. 2002-20, IRS allowed re-
formation of CRUT to name Child’s estate as remainder beneficiary of child’s
special needs trust).

1328664(f). See the discussion of qualified contingencies at IV.E.7., below.
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cial interest in the other spouse. The donor spouse usually re-
tains the testamentary right to revoke the successor spouse’s in-
terest. This revocation power, besides avoiding current gift tax
consequences, is useful in case of divorce or other valid rea-
son. However, there is no reason that the spouses cannot have
concurrent interests as well as contingent successive interests.'”
Indeed, that arrangement is common when the CRT is funded
with community or joint property.™

The phrase “named person or persons” is defined in the
regulations to include members of a named class."” However, if
the class includes any individuals, and the payment period is for
life, all individuals in the class must be alive and ascertainable
when the trust is created.” Thus, children adopted after the date
of the creation of a trust for the grantor’s children could not be
included in the class of recipients, even if they were alive on
the date the trust was created, because they would not be “as-
certainable” as of that date.

Example: An inter vivos CRT provides for annuity or uni-
trust payments in equal shares to all of the grantor’s chil-
dren for life, including children born after the creation of
the trust. At the death of the last survivor, the corpus will
be paid to a §170(c) organization. The trust does not quali-
fy, because the trust provides for payment for life to a class
that includes beneficiaries who are not alive at the time the
trust is created.

A special rule applies where the annuity or unitrust amount
is to be paid for a period of years. In that case, afterborn indi-
viduals may be included in the class of beneficiaries."”’

Example: An inter vivos charitable remainder trust pro-
vides for annuity or unitrust payments in equal shares to all
of the grantor’s children for a period of 20 years. Because
the payment is made solely for a term of years, afterborn
or after-adopted children of the grantor may be included in
the class. If the annuity or unitrust amount were to be paid
to the grantor’s children for life, afterborn or after-adopted
children could not be included in the class.

General trust principles presumably control in determining
whether individuals are “living” at the time of the creation of
the trust and, therefore, a child en ventre sa mere may be con-
sidered living at the date of the creation of the trust if allowed
by local law. While it is unclear whether the applicable date
is the date on which the trust is actually created or the date
of deemed creation under §664,”* the date of deemed creation
would seem to be the appropriate controlling date.

Example: G transfers property to a trust qualifying as a
CRUT except that G retains the inter vivos power of re-
vocation. The unitrust amount is payable to G’s children.
Several children are born to G after the initial creation of
the trust and before her death, at which time the trust be-

3 See PLR 201321012.

13 See, e.g., PLR 201249002.

P Reg. §1.664-2(a)(3)(i), §1.664-3(a)(3)(i).
¥ Reg. §1.664-2(a)(3)(i), §1.664-3(a)(3)(0).
"Reg. §1.664-2(a)(3)(i), §1.664-3(a)(3)().
1% See Reg. §1.664-1(a)(4).
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comes irrevocable and is “deemed created.” Such children
should be considered part of the class of income recipients
because they were living on the date of deemed creation.

Certain class closing difficulties can be avoided by having
the governing instrument specifically refer to each recipient by
name."” For example, in PLR 7918002, the grantor named him-
self as beneficiary of a unitrust amount and provided a suc-
cessive income interest for his “wife” if she survived him. At
the time the trust was executed, the grantor was married to B,
but after B’s death the grantor remarried. The IRS questioned
whether the trust satisfied the requirement that a recipient who
is an individual must be named and living at the time of the
trust creation. In order to receive an estate tax charitable deduc-
tion, the grantor’s personal representative was required to show
that the donor intended his first wife to be the unitrust recipient.
By reference to state law, the IRS determined that the grantor
did intend B to be the recipient and, therefore, the estate tax de-
duction was permitted.

2. Term of Years

Where payment is made to a noncharitable entity, such as
a partnership, corporation, or trust, the period of payment must
be measured by a term of years not to exceed 20."

Where payments are to be made for a term of years, it is
permissible for payments to be made to the beneficiary’s es-
tate for the duration of the term. In Rev. Rul. 74-39 the govern-
ing instrument of a CRUT provided for payment of the unitrust
amount to B for a term of 20 years. If B died before expiration
of the 20-year term, payments were to be made to C for the bal-
ance of the period. If C also died, payments were to be made to
C’s heirs at law (excluding the grantor and his spouse) for the
remainder of the 20-year period. The IRS ruled that the trust
qualified because the trust term could not last longer than 20
years.

As discussed above, if the trust is for a term of years, after-
born individuals may be included in the class of beneficiaries.

3. Combination of Lite and Term

A term will not qualify if it is possible that the payment pe-
riod may extend beyond both: (i) the lives of the beneficiaries
living at the creation of the trust; and (ii) 20 years. This would
occur where a payment is to be made to B for life and then to
C for a term of years. The regulations permit a trust to be mea-
sured by the shorter of either a term of years not to exceed 20
or an individual life.""!

Example 1: The governing instrument of an otherwise
qualified CRT provides for the annuity amount to be paid
to B for life or for 20 years, whichever is shorter. The trust

"*This is not possible in a testamentary CRT, where the testator must rely
on the deemed date of creation rule. In such case, the instrument need not refer
to the beneficiaries by name but should expressly limit the class by modifying
the eligible recipients to include only those “who are living on the date of my
death.”

"YReg. §1.664-2(a)(5), §1.664-3(a)(5). See PLR 8749052 (payment to “ed-
ucational trust” for benefit of three minor beneficiaries approved for 20-year
term CRT).

“IReg. §1.664-2(a)(5)(i), §1.664-3(a)(5)(i).
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will qualify because the payment period cannot last longer
than either B’s life or a period of 20 years.'”

It is permissible to tack a period measured by the life of
an individual onto a period measured by a period of years, pro-
vided the individual is living on the date of the creation of the
trust.

Example 2: The CRT provides for payments to partnership
P for 10 years and then to B for his life. B is living at the
creation of the trust. The trust qualifies.

Example 3: The charitable remainder trust provides for
payment to B for his life and after B’s death to C for
her life or for 20 years, whichever is shorter. The trust is
qualified if B and C are both living at the creation of the
trust because it is not possible for the period to last longer
than the lives of named individuals living at the creation
of the trust. However, it would not be permissible to pro-
vide for C’s payments to continue for B’s life or 20 years,
whichever is longer.'?

It is not permissible to tack a period measured by a term of
years onto a period measured by the life of an individual, be-
cause the durational limit must be either a term of years not to
exceed 20 or the life of an individual beneficiary.

Example 4: A CRT provides for payment to B for life and
upon B’s death to C for 10 years. The trust does not quali-
fy, because it is possible that the period of payment of the
annuity or unitrust amount will not expire within either of
the required time limits. If B were to die after 15 years and
C were to die five years after B’s death, with payments
of C’s income interest made to his estate or his heirs for
the remaining five-year period, the income interest would
extend for a period longer than 20 years and also longer
than the measuring lives. Because B lived for 15 years, the
aggregate trust term would be 25 years (i.e., longer than
20 years). Further, the trust term would continue beyond
the lives of named beneficiaries B and C, because pay-
ments would be made to C’s estate for the remainder of the
10-year term.'" To qualify, the trust would need to termi-
nate at the death of B or C.

Example 5: The charitable remainder trust provides for
payments to X for life, or 20 years if longer. (If X dies be-
fore 20 years, the payments would be made to X’s estate
or heirs). This is permissible, because the trust could not
last longer than a measuring life or 20 years.

4. Option for Trustee to Sprinkle Payments Among
Beneficiaries

Although it is permissible to give the trustee of a term
CRT the power to sprinkle the annuity or unitrust payments
among a class of beneficiaries, this is infrequently done. The

“2Reg. §1.664-2(a)(5)(ii)(b), §1.664-3(a)(5)(ii)(b).
" Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)().
"Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)(i).
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practical situation when this might be useful is if the trust is
intended to provide support for a group of children, grandchil-
dren, or nieces and nephews during their college years. If this
sprinkling power is desired, neither the donor nor his or her
spouse can be the trustee, as the retention of this power would
trigger grantor trust status.'”

A trust will not qualify as a CRT if any person has the
power to alter the amount to be paid to any noncharitable ben-
eficiary and such power would cause such person to be treated
as the owner of the entire trust or a portion of the trust under
the grantor trust rules of §671-§678."° Thus, where the grantor
retains discretion over the payment of the annuity or unitrust
amount (i.e., the only amount that can be paid to a noncharita-
ble beneficiary), the power must be limited so as to avoid ap-
plication of the grantor trust rules and the subsequent disquali-
fication of the trust. The power to sprinkle income must be re-
stricted to a disinterested trustee.'”” If the grantor acts as a co-
trustee, the ability to “sprinkle” income causes the grantor to
be treated as the owner unless the co-trustee has an adverse in-
terest."® The grantor trust rules also impute to the grantor any
powers held by his or her spouse.'* Although trusts in which a
grantor retains the right to receive income are treated as grantor
trusts under §677, this specific grantor provision is negated for
CRTs."

Rev. Rul. 77-73 addressed the extent to which a trustee
can have the power to “sprinkle” income. The grantor created
an inter vivos CRT with an independent corporate fiduciary as
sole trustee. The trustee was authorized by the governing in-
strument to make specified distributions to and among three
named individuals in such amounts and proportions as the
trustee determined, in its sole discretion, until the death of the
survivor of them. The ruling concludes that the trustee could
maintain (and exercise) the right to sprinkle without disqualify-
ing the trust.

Any power exercisable by a trustee is imputed to the
grantor if the grantor retains the power to remove, substitute,
or add trustees.”' Rev. Rul. 77-285 illustrates this point in con-
junction with the “sprinkle” concern in its two fact patterns.
In both situations, the governing instruments, which otherwise
qualified under §664, permitted the grantor to remove the
trustee for any reason and substitute any other person, includ-
ing the grantor, as trustee. In the first situation, the specified
distribution was payable to the grantor for life. In the second
situation, the specified distribution was payable to two bene-
ficiaries for their lives, one of whom was the grantor, and the

“For a full discussion of grantor powers, see 819 T.M., Grantor Trusts
(Sections 671-679).

“SReg. §1.664-2(a)(3)(ii), §1.664-3(a)(3)(ii).

1478674(c). See PLR 200813023, PLR 200813006 (CRTs were not grantor
trusts where special trustee who held power to sprinkle unitrust amount could
be removed and replaced by grantors but grantors and persons related or subor-
dinate to grantors within meaning of §672(c) could not serve as special trustee).

“88674(a). In PLR 9223040, the IRS ruled that the grantors’ ability to
name themselves as successor trustees of a CRT would not cause the trust to
become a grantor trust since they would have no discretion over the payment
of income.

“Under §672(e), a grantor is treated as holding any power or interest held
by his spouse at the time of the transfer. Section 672(e) applies generally to
transfers in trust made after March 1, 1986.

'Reg. §1.664-1(a)(4).

BReg. §1.674(d)-2(a).
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trustee was granted the sole discretion to allocate the amount of
the distribution between the two beneficiaries.

The IRS ruled that only the first trust qualified. The IRS
explained that under §674(a) a grantor will be treated as the
owner of any portion of a trust over which the grantor or a non-
adverse party has the power of disposition and that the regu-
lations attribute any power held by the trustee to the grantor
where the grantor is able to remove, substitute, or add
trustees.'”

In the first situation, the trustee did not hold any discre-
tionary power that would cause the grantor to be treated as
the owner of the trust under the grantor trust rules, even if the
grantor had been the trustee. Thus, the power to remove the
trustee and appoint another did not disqualify the trust. Howev-
er, in the second situation, the discretionary power to allocate
income, if attributed to the grantor, would cause the grantor to
be treated as the owner of the entire trust under §674(a). Thus,
the grantor’s power to remove the trustee and appoint anoth-
er disqualified the trust, because the removal power resulted
in imputing a prohibited allocation power from the trustee to
the grantor. Consequently, the trust failed to satisfy the require-
ment that a charitable remainder trust cannot permit any person
to alter the amount to be paid to a non-§170(c) beneficiary if
such power would cause the person to be treated as the owner
of the trust under the grantor trust rules.'”

Practice Point: Where the trustee does not have any power
to determine the amounts payable to the annuity or unitrust ben-
eficiary, the grantor may serve as trustee, or retain the right
to ser\ie as trustee, without causing the disqualification of the
trust.”

5. Donor’s Retained Power to Revoke Successor
Interest(s) or Invade the Trust

In general, CRTs may not be subject to a power of inva-
sion for the beneficial use of a person other than a §170(c) or-
ganization or to a power of revocation. However, an exception
to this rule permits the grantor to retain the power, exercisable
solely by will, to revoke or terminate the interest of any non-
§170(c) beneficiary."” Retaining this right will not allow the
potential successor income interest to be disregarded in valuing
the charitable remainder interest.'

2Reg. §1.674(d)-2(a).

P Reg. §1.664-1(a)(4), §1.664-2(a)(3)(ii), §1.664-3(a)(3)(ii).

'** See Rev. Rul. 77-285. Trustee selection is further discussed at IV.G., be-
low.

' Reg. §1.664-2(a)(4), §1.664-3(a)(4); Rev. Rul. 74-149. The IRS sample
documents each contain sample provisions for this power. See Worksheet 2 for
the list of Revenue Procedures with sample documents.

"In Simmons v. United States, 667 F.2d 832 (9th Cir. 1982), aff’g 80-1
USTC 409,287 (D. Ariz. 1980), the grantor established a valid CRT that paid her
an annuity, with a successive annuity to her son if he survived her. The grantor
reserved the right to terminate her son’s annuity interest. The IRS had denied
an income tax charitable deduction because the present value of the two an-
nuity interests, based upon the life expectancies of the beneficiaries, exceeded
the value of the trust corpus. The grantor’s conservator asserted that the son’s
interest should not be taken into account in determining the value of the re-
mainder interest because his interest was subject to termination by the grantor
at the time the trust was created. The court rejected this argument, stating that
the taxpayer had failed to satisfy her burden of establishing with a considerable
degree of certainty the value of the remainder because she had failed to show
that the existence of the son’s annuity could not place in doubt the value of the
charitable remainder.
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Practice Point: This power is frequently retained by the
grantor in two-life CRTs to take into account the possibility of
divorce after the trust is funded, or in case it becomes clear that
the income will not be needed by the survivor and, thus, the
charitable interest can be accelerated.

Practice Point: This power may only be exercised by will:
there is no parallel provision allowing the power to be exercised
through a revocable trust used as a testamentary substitute."”’

Retention of the right of revocation will also prevent a
completed gift at the funding of the trust. See the gift tax dis-
cussion at IV.I., below.

The use of the term “terminate” permits the grantor to cut
off the interest of a person who has been receiving payment of
the annuity or unitrust amount during the grantor’s lifetime."*

6. Portion of Annuity or Unitrust Payment Payable to
Charity

A CRT may pay a portion of the annuity or unitrust
amount to a §170(c) organization. The amount of the payment
may be mandated by the governing instrument, or the trustee
may be given the discretion to sprinkle a portion of the annuity
or unitrust amount between a §170(c) organization and the non-
charitable beneficiary or beneficiaries. However, there must al-
ways be a non-§170(c) recipient of some portion of the annuity
or unitrust amount because of the requirement that an annuity
or unitrust amount be paid to a person other than a §170(c) or-
ganization.'”

157 See also §674(b)(3) (also requiring will provision).

' Without an exception, the grantor’s testamentary right to terminate an
income beneficiary’s interest could disqualify the trust, as the income benefi-
ciary’s interest would be measured by another’s life. See Reg. §1.664-2(a)(5)
(i), §1.664-3(a)(5)(i). However, this power is specifically allowed under §664.

'"Reg. §1.664-2(a)(3)(i), §1.664-3(a)(3)(i). The following PLRs may be
helpful if similar provisions are desired. In PLR 200245058, the IRS ruled that
a charitable remainder unitrust was not disqualified under §664 because of pro-
visions (i) giving the noncharitable beneficiaries (the grantor and then possibly
his wife) an inter vivos power to appoint the unitrust interest to organizations
described in §170(c), §2055(a), and §2522(a), (ii) requiring that the adjusted
basis of the property distributed pursuant to the power be fairly representative
of the adjusted basis of the property available for distribution, and (iii) requir-
ing, in a year when the power is exercised, that the unitrust amount be deter-
mined using a method similar to that required for years when additional contri-
butions are made. In PLR 201117005, the IRS ruled that a testamentary CRUT
would not be disqualified under §664(d)(2) by provisions (1) giving the inde-
pendent trustees the power to allocate part of the unitrust amount between the
decedent’s surviving spouse and the charitable remainder beneficiary (provid-
ed the amount paid to the spouse was not de minimis) and to make unequal
unitrust payments within a calendar year, (2) requiring alternative dispute res-
olution and binding arbitration of trust-related controversies, and (3) limiting
the portion of the unitrust amount paid to the surviving spouse if she remarried
(provided the amount paid to the spouse was not de minimis). The IRS rea-
soned that the remarriage provision was similar in concept to a §664(f) qual-
ified contingency (see IV.E.7., below), except that the remarriage would not
cause termination of the unitrust payments. Although the value of the spouse’s
unitrust interest was unclear, the IRS ruled that the §2056(b)(8) marital de-
duction would completely offset the value of the assets passing to the unitrust
at the decedent’s death, after deduction of the value of the remainder interest
qualifying for a §2055(a) charitable deduction. See also PLR 201845014, PLR
200813023, PLR 200813006 (provision giving independent trustee power to
allocate unitrust amount among charitable and noncharitable beneficiaries on
annual basis was not inconsistent with §664 and regulations thereunder as long
as governing instrument required that portion of unitrust amount had to be allo-
cated and paid to noncharitable beneficiaries each year and amount so paid was
not de minimis).
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In CCA 202233014, the IRS appeared to reverse its posi-
tion that charitable and marital deductions are permissible for
the value of the portion of a unitrust interest of a testamentary
CRUT that may be distributed between charity and the dece-
dent’s spouse at the trustee’s discretion. A testamentary CRUT
provided for annual unitrust payments of 5% for the spouse’s
life, and the spouse was entitled to 25% of the unitrust amount,
while the trustee had discretion to distribute the remaining 75%
of the unitrust amount to the spouse or the charitable remain-
der beneficiary. The IRS affirmed the marital deduction for the
25% unitrust amount, but disallowed charitable and marital de-
ductions for the 75% unitrust amount. With respect to the dis-
tributions to the charity from the 75% unitrust amount, the IRS
reasoned that the distributions to charity was not in the form of
a fixed unitrust amount because such amounts were not ascer-
tainable or severable from the spouse’s noncharitable interest.
With respect to distributions to the spouse from the 75% uni-
trust amount, the IRS reasoned that the extent of the spouse’s
interest could not be established because it could not be ascer-
tained whether and to what extent the spouse would receive
any portion of the 75% interest. Because CCA 202233014 runs
counter to analysis in prior PLRs, the IRS went further to ex-
plain that it has changed its position taken in PLR 201845014,
PLR 201117005, PLR 200832017, and PLR 200813006."

The regulations permit other amounts, such as the amount
of income in excess of the annuity or unitrust amount, to be
paid to a §170(c) organization.'” Where the governing instru-
ment contains an optional provision for payments to a §170(c)
organization, the instrument must either prohibit such pay-
ments from being made in kind, or provide that the adjusted
basis of property distributed in kind be “fairly representative
of the adjusted basis of the property available for payment on
the date of payment.”'® The statement concerning representa-
tive basis is a mandatory provision'” if in kind payments are
not prohibited, and failure to include such a provision will dis-
qualify the trust. This provision prevents the trustee from dis-
tributing low basis assets to the §170(c) organization, which is
exempt from income taxation, thereby benefiting the nonchari-
table annuity or unitrust beneficiary by the retention of high ba-
sis assets. The IRS sample documents include this provision.'*

'Tn PLR 201117005 involving a testamentary CRUT, the IRS ruled that
where the taxpayer established a testamentary CRUT for one measuring life in
which the surviving spouse was the only noncharitable beneficiary, the estate
tax marital deduction would completely offset the value of the assets distrib-
uted to CRUT as of the taxpayer’s date of death, after deducting the value of
the remainder interest qualifying for a charitable deduction. Citing legislative
history, the IRS found that both the charitable and marital deduction would be
available where an individual created a qualified CRAT or CRUT and the on-
ly noncharitable beneficiaries were the donor and the donor’s spouse, the logic
likely being that both beneficiaries would be deduction-favored taxpayers.

'"'Reg. §1.664-2(a)(4), §1.664-3(a)(4). In PLR 8651030, the IRS allowed
the amendment of a CRAT to pay income in excess of the annuity amount
to the charitable remainder beneficiary. In PLR 9817010, the trustee used this
provision to accelerate the payment of the charitable remainder interest. See al-
so PLR 200950032 (excess principal paid to charitable remainder beneficiary),
PLR 200950032, PLR 200617026, PLR 200010035 (excess income and prin-
cipal paid to charitable beneficiary), PLR 200726005 (testamentary trust refor-
mation to pay annuity to beneficiary and three charities for five years or until
prior death of beneficiary), PLR 199929033 (trust reformation to allow princi-
pal payment to charitable remainder beneficiary).

'“Reg. §1.664-2(a)(4), §1.664-3(a)(4).

'%Rev. Rul. 72-395, §5.05, §7.05.
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Comment: The regulations appear to permit the grant of
complete discretion to the trustee as to what amount in excess
of the annuity or unitrust amount, if any, will be paid to a
§170(c) organization in a given year.'”

A grantor is not permitted an additional income tax de-
duction for any portion of an annuity or unitrust amount that is
payable to a §170(c) organization.' This is consistent with the
treatment of charitable lead trusts, where no income tax deduc-
tion is allowed for the lead interest unless the trust is taxed as a
grantor trust. In Rev. Rul. 76-225,'" the IRS ruled that an estate
tax charitable deduction was not allowable for the value of an
annuity interest in a CRAT passing to a §170(c) organization
upon the death of the individual recipients. Rev. Rul. 76-225
was revoked by T.D. 9068, which conformed the estate, gift,
and income tax regulations to the Tax Court’s decision in Es-
tate of Boeshore v. Commissioner.'” The preamble states that
the effect of the regulations is to allow an estate, gift, or income
tax charitable deduction for charitable annuity or unitrust inter-
ests that are preceded by a noncharitable unitrust or annuity in-
terest.””” However, Reg. §1.664-2(d) and Reg. §1.664-3(d) still
preclude an income tax deduction for the value of the charita-
ble interests other than the remainder interest in the CRT. An
exception applies if some or all of the income interest is donat-
ed separately at a later date; see VIL.B., below.

7. Including a Qualified Contingency in the Trust

Especially in a testamentary CRT, the donor may want
the noncharitable interest to terminate if a specified event oc-
curs (typically remarriage of a surviving spouse).””" For an inter
vivos trust with a successor interest to a surviving spouse, the
trust can terminate at the death of the initial beneficiary if the
couple are no longer married at the time of the first spouse’s
death. This type of provision, a “qualified contingency,” will
not disqualify the CRT. A contingency is qualified provided it
does not extend the duration of the otherwise allowable trust
term. However, the existence of a qualified contingency is not
taken into account for purposes of determining the value of any
charitable contribution or the actuarial value of any interest. All
of the IRS sample documents include an optional provision for
a qualified contingency to trigger an early vesting of the chari-
table remainder.

Before the Tax Reform Act of 1984, the IRS had ruled
that a charitable remainder trust was not qualified if it termi-

'* See Worksheet 2 for the list of Revenue Procedures with sample docu-
ments.

'% Sections 5.05 and 7.05 of Rev. Rul. 72-395 set forth the following sam-
ple language: “During the life of A, the trustee may pay to M charity any in-
come of the trust in excess of the [annuity or unitrust] amount payable to A for
the taxable year of the trust in which the income is used.” The sample provision
only addresses payments to be made out of the current year’s income.

'%Reg. §1.664-2(d), §1.664-3(d).

'7 Revoked by T.D. 9068, 68 Fed. Reg. 40,130 (July 7, 2003).

'% 68 Fed. Reg. 40,130 (July 7, 2003).

1978 T.C. 523 (1982), acq., 1987-1 C.B. 1. Boeshore held invalid the reg-
ulation disallowing an estate tax charitable deduction for a charitable unitrust
interest that was preceded by a noncharitable unitrust interest in a CRT.

'"See PLR 8845012 for an example of an estate tax charitable deduction
allowed for the value of the portion of the annuity payable to charity as well as
the value of the remainder.

"7"PLR 201117005 and PLR 200430012 include this provision.

'”Pub. L. No. 98-369.
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nated on a beneficiary’s remarriage because the duration of the
trust was not based on either a term not in excess of 20 years
or a life (or lives) in being.'” A trust could qualify if the annu-
ity or unitrust amount payable to a spouse was reduced, but not
discontinued, on the occurrence of a specified event (e.g., re-
marriage) and the amount of the reduction was thereafter paid
to the charitable remainder beneficiary.”* However, an estate
tax charitable deduction was not allowed for the value of the
contingent annuity or unitrust amount that would be payable
to the charitable remainder beneficiary on the beneficiary’s re-
marriage.'”

The Tax Reform Act of 1984 added §664(f), which allows
noncharitable annuity and unitrust payments to end upon the
occurrence of a “qualified contingency,” thereby accelerating
the charitable remainder interest. In PLR 9322031, the IRS
concluded that the early termination of a unitrust interest on the
death of a nonbeneficiary was a qualified contingency."”

F. Choosing the Remainder Charity or Charities

When funding a charitable remainder trust (CRT), many
donors already have specific plans for the remainder interest
(perhaps intending for it to end up in their family foundation or
a favorite public charity). Others have only a general idea, per-
haps an area of interest. Either way, donors should consider re-
serving the right to change the remainder charity. The donor’s
charitable priorities may change, the activities of a charity may
change, tax laws may change. Given that the income tax deduc-
tion is not precluded by this retained right, there is no downside
to keeping the options open (although a charity will generally
not serve as trustee unless it has an interest in the trust).'”” How-
ever, if the remainder could pass to a private foundation, the
income tax deduction may be limited. If the donor prioritizes
the maximum income tax deduction, or is sure that a private
foundation is not an option, then the trust can be drafted for the
maximum charitable income tax deduction.

For the trust to qualify as a CRT, the governing instrument
must provide that upon the termination of the last income inter-
est “the entire corpus of the trust is ... to be irrevocably trans-
ferred, in whole or in part, to or for the use of one or more or-
ganizations described in section 170(c) or retained, in whole or
in part, for such use.”” Thus, the entire corpus must be trans-
ferred outright to or for the use of one or more §170(c) organi-
zations, or retained in trust for the use of one or more of such
organizations, or in part distributed outright to such organiza-
tions and in part retained in trust for the use of such organiza-
tions.”

"PRev. Rul. 76-291.

"*Rev. Rul. 76-291.

""Rev. Rul. 76-291.

"6 See also PLR 200414011 (unitrust not disqualified under §664(d)(2)(A)
when one-half of unitrust amount was payable to three individuals, or sur-
vivors, for life of fourth individual, because termination of payments upon
death of fourth individual was §664(f) qualified contingency; however, value of
remainder interest had to be calculated without regard to qualified contingency,
and unitrust failed to satisfy §664(d)(2)(D) 10% remainder requirement).

1""See discussion of choice of trustee, at [V.G., below.

"SReg. §1.664-2(a)(6)(i), §1.664-3(a)(6)(i).

"™ Permissible remainder beneficiaries include certain employee stock
ownership plans (ESOPs) to which “qualified gratuitous transfers” of employer
securities are made. §664(d)(1)(C), §664(d)(2)(C), §664(g), amended/added by
the Taxpayer Relief Act of 1997 (‘97 TRA), Pub. L. No. 105-34, §1530, only
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A donor is not limited to a single named charity as a re-
mainder charity. The remainder can be divided among a num-
ber of charities either initially or later on."™ The donor can limit
a portion of the remainder interest to public charities while al-
lowing the remaining portion to pass to any eligible charity.""
This type of provision will allow a balance between charitable
flexibility and the income tax deduction.

The donor may retain the power to change the charity dur-
ing his or her lifetime or by will.'> Alternatively, the choice can
be left to trustees or successor beneficiaries, either in the doc-
ument itself or indirectly by naming a donor-advised fund as
the remainder beneficiary. The donor-advised fund option will
give the successor advisors the ability to choose the charitable
beneficiaries (within the fund’s rules).'®

The governing instrument must provide for the selection of
an alternative remainder beneficiary in the event that the desig-
nated remainder beneficiary does not qualify as an organization
described in §170(c) at the expiration of the last noncharitable
interest."™ The reason for the alternative-remainder-beneficiary
requirement is that upon creation of the trust a donor is enti-
tled to an immediate income, gift, or estate tax deduction for
the present value of the remainder interest reserved for a qual-
ified charity. The alternative-remainder-beneficiary provisions
insure that, upon expiration of the noncharitable interests, the
remainder will actually be paid to or held in further trust for one
or more organizations described in §170(c). The alternative or-
ganization or organizations may be selected in any manner pro-
vided by the terms of the governing instrument.'®’

Comment: The governing instrument should require that
both the designated charitable remainder beneficiary and the
alternative remainder beneficiary (or remainder beneficiaries)
be organizations described in each of the Code sections under
which a charitable deduction is desired. This is necessary be-
cause of the lack of congruence among §170(c), §2055(a), and
§2522(a), as discussed immediately below.

In Rev. Rul. 76-307, the governing instrument appointed
the designated charitable remainder beneficiary X as the
trustee. X was an organization described in each of §170(c),
§2055(a), and §2522(a) at the time the trust was created. The
instrument contained an alternative remainder beneficiary
clause providing that if X were not described in §170(c) at the
time it was to receive its remainder interest, its interest would
be transferred to another organization described in §170(c). The
ruling found as a matter of fact that the probability that X would
be an organization described in §170(c) but not in §2055(a) and
§2522(a) upon termination of the trust was so remote as to be
negligible.

applicable to CRTs funded by decedents before January 1, 1999. See also PLR
200716031.

"*Rev. Rul. 77-385.

¥ See PLR 200813023.

'“Rev. Rul. 76-8.

' Rev. Rul. 76-7. See also PLR 9445010 (income beneficiaries/trustees
could have power to designate by majority vote which departments within uni-
versity would receive remainder; relying on Rev. Rul. 76-8), PLR 8919016
(trustee of charitable remainder unitrust could have power to name substitute
charitable remainder beneficiary; relying on Rev. Rul. 76-7).

"“Reg. §1.664-2(a)(6)(iv), §1.664-3(a)(6)(iv).

" Reg. §1.664-2(a)(6)(iv), §1.664-3(a)(6)(iv). Sample language is set forth
in the IRS’s sample charitable remainder trust forms. See Worksheet 2 for the
Revenue Procedures with the sample documents.
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On this basis, the ruling allowed a gift tax deduction for
the year the trust was created even though the alternative re-
mainder beneficiary provision did not require that the alterna-
tive remainder beneficiary be described in §2522. Consistent
with its then-current policy not to rule on the estate tax con-
sequences for a living grantor, the IRS declined to rule on the
availability of an estate tax deduction and noted that the va-
lidity of such a deduction would depend on the circumstances
existing at the time of the grantor’s death. For example, if X
was then described in §170(c) but not §2055(a), an estate tax
charitable deduction would not be allowed, because the trustee
would be required to distribute the remainder to X. However,
if X was then described in §2055(a) but not §170(c),”* the in-
terest would pass to another organization described in §170(c)
but not necessarily §2055(a). As noted above, such problems
can be avoided by careful drafting to provide that the alterna-
tive remainder beneficiaries must be described in each of the
Code sections under which a deduction may be sought.

Practice Point: The IRS sample documents’ default lan-
guage is “§170(c).” This provision should be changed to
§170(b)(1)(A) where the donor seeks to obtain an income tax
charitable deduction based on the public charity limits. See the
discussion at IV.F.2., below.

In Rev. Rul. 80-38, the remainder interest was payable to
a university described in §170(b)(1)(A)(ii) (i.e., a “public char-
ity”’). The governing instrument provided that if the remainder
beneficiary did not qualify at termination, the remainder was to
be distributed to an organization, to be selected in the sole dis-
cretion of the trustee, described in §170(c) (but not necessarily
in §170(b)(1)(A)). The ruling noted that the regulations' pro-
vide that a deduction is allowable even if an interest in prop-
erty transferred to charity may be defeated by the subsequent
performance of some act or by the happening of some event,
where the possibility that the act or event will occur and defeat
the charity’s interest is so remote as to be negligible. The ruling
concludes, based on the facts and circumstances, that the gift
of the remainder interest to the university was eligible for the
50% limitation because there was “small likelihood” that the
university would cease to exist as a public charity described in
§170(b)(1)(A).

Practice Point: The facts and circumstances test of Rev.
Rul. 80-38 would seem less favorable to organizations that
avoid private foundation status by virtue of qualifying as “pub-
licly supported” organizations described in §170(b)(1)(A)(vi)
or §509(a)(2). This is because the public charity status of such
an organization depends on the nature of the support it receives,
which is measured by two mathematical tests the organization
must satisfy each year. Thus, if a donor wishes to insure that the
maximum percentage limitations will apply, the governing in-
strument should require that the designated charitable remain-
der beneficiary and any subsequently designated remainder
beneficiary be described in §170(b)(1)(A) as well as §170(c) at
the time the trust terminates.

Comment: A completed gift will not occur when the
grantor retains the power to substitute charitable remainder
beneficiaries and the grantor is the only noncharitable benefi-

"0 E.g., if X were then a foreign charitable organization.
""Reg. §1.170A-1(e).
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ciary. This result does not preclude the charitable income tax
deduction when the trust is funded, but it does preclude the
need for gift tax reporting. See the gift tax section at IV.I., be-
low.

Where interests in the corpus of a CRT are given to more
than one organization described in §170(c), such interests may
be enjoyed by the designated organizations either concurrently
or successively.'®

Example: Trust A, which otherwise qualifies under §664,
provides that upon termination the remainder is to be held
in trust, with the income payable 50% to each of two
§170(c) organizations. Trust B, which otherwise qualifies
under §664, provides that upon termination the remainder
is to be retained in trust, with all of the income payable for
20 years to a §170(c) organization and that thereafter the
corpus is to be paid outright to another §170(c) organiza-
tion. Both Trust A and Trust B qualify under §664.

1. Qualified Charities for Income, Gift, and Estate Tax
Deductions

In planning for the donor’s income tax deduction, qualifi-
cation under §170(c) is the beginning of the discussion, not the
end. Several other factors affect the deduction limitation, which
is discussed in detail at IV.H., below.

First, the method of distribution of the remainder interest
will affect the ceiling imposed on the grantor’s income tax
charitable deduction under §170 (but not the amount of the gift
or estate tax deduction). If the trust corpus is retained in trust

for the benefit of a designated charitable remainder beneficia-

ry," the deductibility for income tax purposes is limited to 30%

of the grantor’s “contribution base”'* in the year of the gift with

a five-year carryover.”" If the remainder interest will pass out-
right to a charity, either a 30% or a 50% limitation applies, de-
pending upon the nature of the property placed in trust. Second,
a lower limitation applies where a private foundation (as op-
posed to a public charity) is named as the remainder beneficia-

'"®Reg. §1.664-2(a)(6)(iii), §1.664-3(a)(6)(iii).

"% Such a trust would most likely be a §4947(a)(1) wholly charitable trust,
which could apply for tax-exempt status under §501(c)(3) as either a support-
ing organization under §509(a)(3) or a private foundation.

'%8170(b). “Contribution base” is defined as “adjusted gross income
(computed without regard to any net operating loss carryback to the taxable
year under section 172).” §170(b)(1)(H) (as redesignated by the Tax Cuts and
Jobs Act, Pub. L. No. 115-97, §11023(a)). Note that for cash contributions
made during the 2020 and 2021 tax years, individuals who itemize may elect to
deduct up to 100% of his or her contribution base. Coronavirus Aid, Relief, and
Economic Security Act (CARES Act), Pub. L. No. 116-136, §2205(a) (non-
Code provision), applicable to tax years ending after December 31, 2019, as
amended by the Taxpayer Certainty and Disaster Tax Relief Act of 2020, Pub.
L. No. 116-260, Div. EE. §213. See also IRS News Release IR-2021-190. Un-
der this non-Code provision, qualified contributions must be to an organiza-
tion described in §170(b)(1)(A). Contributions to charitable remainder trusts
are generally deductible pursuant to §170(b)(1)(B). Therefore, contributions to
a charitable remainder trust generally are not qualified contributions, unless the
charitable remainder interest is paid in cash to an eligible charity during the ap-
plicable time period. Additionally, a qualified charitable contribution does not
include an amount that is treated as a contribution in the taxable year by reason
of being carried forward from a prior contribution year under §170(b)(1)(G) or
§170(d)(1). See Staff of J. Comm. on Tax’n, 116th Cong., Description of the
Tax Provisions of Public Law 116-136, the Coronavirus Aid, Relief, and Eco-
nomic Security (“CARES”) Act 22-23 (J. Comm. Print 2020).

1$170(d); Reg. §1.170A-10.
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Detailed Analysis

ry. The private foundation limitations are discussed in IV.F.2.,
below.

The designation of a qualifying remainder beneficiary can
be complicated because the organizations described in §170(c)
(income tax), §2055(a) (estate tax), and §2522(a) (gift tax) are
not identical. The vast majority of charitable organizations fit
in all three categories, but there are exceptions. For example,
certain nonprofit cemetery companies are described in §170(c)
but not in §2055(a) or §2522(a). Accordingly, a trust provision
requiring the corpus be distributed to or for the use of, or re-
tained for the use of, a §170(c) organization will qualify under
§664 but may not qualify for an estate or gift tax charitable de-
duction."”

Deductible veterans’ organizations have slightly different
definitions for income and gift tax than for estate tax. The in-
come and gift tax statutes allow deductions for transfers to
posts or organizations of war veterans, or auxiliary units or so-
cieties of any such posts or organizations, if such posts, orga-
nizations, units, or societies are organized in the United States
or any of its possessions, and if no part of their net earnings
inures to the benefit of any private shareholder or individual."”
The estate tax statute restricts the deduction to “any veterans’
organization incorporated by Act of Congress.”* Therefore, if
the charitable remainder is intended for a veteran’s charity and
the estate tax will be relevant, the status of the charity should
be checked.

Even for inter vivos trusts, it is necessary to consider the
estate tax charitable deduction if the trust will be included in the
donor’s taxable estate. If the donor retains any interest in the
trust that would cause estate inclusion under §2036 or §2038,
the donor generally would want a charitable estate tax deduc-
tion to offset the amount included."

Foreign charities are not eligible remainder beneficiaries,
as they are not described in §170. If a donor desires to benefit a
foreign charity through a CRT, this may be possible indirectly
through a “Friends of the Foreign Charity” organization, or a
cross-border focused donor-advised fund."™

2. Remainder Charities Could Include Private
Foundations

If there is any possibility that a private foundation will re-
ceive the remainder interest, the lower deduction limits will ap-
ply, even if a public charity is initially named. In Rev. Rul.
79-368, a public charity was designated as the remainder bene-
ficiary of an inter vivos charitable remainder trust. The govern-
ing instrument provided that the grantor and the income recipi-
ents had the power to change the identity of the remainder ben-
eficiary to another charitable organization described in §170(c)
(but not necessarily in §170(b)(1)(A)). The ruling noted that
there was a possibility that the ultimate remainder beneficiary
would not qualify as a public charity. Accordingly, for income
tax purposes, the IRS ruled that the gift was subject to the lower
percentage limitation applicable to gifts to private foundations.

"2Rev. Rul. 77-385, Rev. Rul. 76-307.

§170(c)(3), §2522(a)(4).

1% §2055(a)(4).

1%§2055(a). See discussion at V.C., below.

"% For further discussion of cross-border giving, see 6810 T.M., U.S. Inter-
national Tax Aspects of Charitable Giving and Charitable Operations.
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The calculation for the income tax charitable deduction is
discussed at IV.H., below.

Practice Point: If the deduction is subject to the private
foundation limitations, this may or may not matter to the donor.
If the deductible charitable remainder interest is the minimum
10% and the trust is funded with qualified appreciated (mar-
ketable) stock,"” the donor’s deduction may not be affected by
this provision. On the other hand, if the remainder value is sig-
nificant and the trust is funded with highly appreciated closely
held securities, the private foundation limitations could signif-
icantly reduce the allowable income tax deduction.'” If the in-
come tax deduction is important, consider the use of a donor-
advised fund as a remainder beneficiary in lieu of a private
foundation.

G. Selecting a Trustee

Non-tax factors should be considered first when deciding
on a trustee for a charitable remainder trust (CRT). Is the
trustee willing and able to serve? Is the trustee sufficiently ex-
perienced (or willing to hire experienced professionals for ad-
vice)? What fees will the trustee charge? Would the residence
of the trustee trigger unexpected state filing requirements?'”’
Should a co-trustee arrangement be considered, perhaps includ-
ing the donor and an independent trustee? (An independent
trustee may be needed to annually value certain assets. See
VI.A.7., below.) If a charity serves as trustee, would the trust
then have access to certain investments or a reduced (or zero)
trustee fee?

Trustee compensation must not reduce the unitrust amount
or annuity amount, and the trust will be disqualified if the gov-
erning instrument authorizes such payment.” For fiduciary ac-
counting purposes, the fee is apportioned between income and
principal in accordance with local law or the provisions of the
governing instrument. In the case of an annuity trust, the pay-
ment of the fee normally will have no effect on the amount of
the annual annuity payment. For unitrusts, the compensation
will reduce the net value of the trust assets, resulting in a small-
er unitrust amount payout. In either case, a smaller corpus ulti-
mately will be available for distribution to the remainder bene-
ficiary.

States may require a trustee to post a bond but permit this
requirement to be waived in the governing instrument.

The only situation in which a tax provision limits the
choice of trustee is the rare CRT which includes a power to
sprinkle the annuity or unitrust payment among beneficiaries.
Such a power to sprinkle income must be restricted to a disin-
terested trustee.”” If the grantor acts as a co-trustee, the ability
to “sprinkle” income will cause the grantor to be treated as
the owner unless the co-trustee has an adverse interest.”” The

78170(e)(5).

#§170(e)(1)(B)(ii).

19 This issue is discussed in 869 T.M., State Income Taxation of Trusts.

*®Rev. Rul. 74-19; PLR 200245058.

018674(c).

228674(a). In PLR 9223040, the IRS ruled that the grantors’ ability to
name themselves as successor trustees of a CRT would not cause the trust to
become a grantor trust since they would have no discretion over the payment of
income. Cf. PLR 200813023, PLR 200813006 (CRTs were not grantor trusts
where special trustee who held power to sprinkle unitrust amount could be re-
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grantor trust rules also impute to the grantor any powers held
by his or her spouse.”” For a more detailed discussion of the re-
strictions on the choice of trustee of a CRT which includes a
sprinkle power, see the discussion at IV.E.4., above.

1. The Donor as Trustee

Other than in the case of a CRT that includes a sprinkling
power, there is no tax impediment to the donor serving as
trustee. The impediments are generally the practical ones:
CRTs are complicated to administer, and are subject to various
federal and state rules governing charitable trusts. The donor
may feel that it is not time well spent to learn these rules, es-
pecially given the penalties for even unintended errors. If the
donor insists on being trustee to avoid the cost of a trustee or
co-trustee, he or she may end up paying more in legal, account-
ing, and appraisal fees than the trustee fees saved.

If a CRT holds unmarketable assets, in order to qualify as
a CRT, any required valuations of the unmarketable assets must
be valued by an independent trustee or in a qualified appraisal
by a qualified appraiser.”™ If the trust will be investing only
in cash, mutual funds, or publicly traded stock and bonds, this
requirement is not an impediment to the donor (or other non-
independent person) serving as trustee. However, if the CRT
will be investing in partnerships, LLCs, financial products, in-
surance products, or other unmarketable assets, the cost and
complexity of annual appraisals may become significant if the
trustee is not an independent trustee.

Practice Point: While Reg. §1.664-1(a)(7) allows unmar-
ketable assets to be valued by an independent trustee or in
a qualified appraisal by a qualified appraiser, a qualified ap-
praisal will generally be necessary for CRTs holding unmar-
ketable assets for the initial contribution in order to satisfy the
rules for claiming an income tax charitable deduction.

A grantor (or any other party) who serves as trustee is
entitled to receive compensation for his or her services as
trustee, provided the compensation does not exceed that which
is allowable under applicable state law. Payment by the trust
of such compensation to the grantor or a related party does
not constitute self-dealing where the payments are reasonable,
not excessive, and are based on the amount ordinarily paid to
trustees under state law.*”

In Rev. Rul. 80-83, the donor was a co-trustee of a CRUT
and also a director of a publicly held corporation, the stock of
which comprised the entire corpus of the trust. Any sale of the
stock was subject to a right of first refusal by the corporation.
In valuing the stock, the trustees consistently adopted the val-
uation established by the corporation in exercising its right of

moved and replaced by grantors but grantors and persons related or subordinate
to grantors within meaning of §672(c) could not serve as special trustee).

*®Under §672(e), a grantor is treated as holding any power or interest held
by the grantor’s spouse at the time of the transfer. Section 672(e) applies gen-
erally to transfers in trust made after March 1, 1986.

*"Reg. §1.664-1(a)(7). The qualified appraisal must be consistent with
the requirements of Reg. §1.170A-13(c)(3) (for appraisals prepared for returns
or submissions filed on or before August 17, 2006), Notice 2006-96 (for ap-
praisals prepared for returns or submissions filed after August 17, 2006, if the
donations are made before January 1, 2019), and Reg. §1.170A-17(a) (for ap-
praisals prepared for returns or submissions for donations made on or after Jan-
uary 1, 2019). Pursuant to Reg. §1.664-1(f)(4), these valuation requirements
are generally effective for trusts created on or after December 10, 1998.

2%5.84941(d)(2)(E); PLR 8035078, PLR 8033026.
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first refusal. The IRS ruled that because the donor was bound
by fiduciary duty to exercise independent judgment on behalf
of both the trust and the corporation in valuing the stock, the
trust was qualified under §664 and the arrangement was per-
missible.

2. Individuals Other than the Donor as Trustee

The donor may know a related party who is willing and
qualified to serve as trustee. As long as the trust does not pro-
vide for a sprinkling power, there is no tax impediment to a re-
lated individual serving as trustee. An appropriate succession
mechanism must be established, of course, and the donor will
probably want to retain a removal power; but those considera-
tions apply no matter who is named trustee. The same require-
ments discussed above regarding appraisals of unmarketable
assets which apply to donors also apply to non-independent in-
dividuals.

If the trust includes a sprinkling power, then the trustee
must be a disinterested (not “related or subordinate”y trustee
to avoid creation of a grantor trust.”” If an individual trustee is
desired, a qualified professional, a sufficiently remote family
member, or someone in a family office may be independent,
qualified, and willing to serve.

Rev. Rul. 95-58 allows a grantor to retain the right to ap-
point a successor trustee without triggering estate inclusion un-
der §2036 or §2038, as long as the trustee is not related or sub-
ordinate to the grantor. If the donor has retained the income
rights in the trust, the trust will be included in his or her tax-
able estate anyway under §2036. Thus, he retention of the right
to appoint any successor trustee is not as relevant to estate in-
clusion. However, if the donor has not retained any econom-
ic rights, retaining the right to appoint a related or subordinate
successor trustee, even in a trust without sprinkling powers, can
trigger unexpected estate inclusion.

3. Financial Institution as Trustee

Especially if the donor already has a working relationship
with a bank or trust company, an institutional trustee is a logi-
cal choice. Fees are always a consideration with an institution-
al trustee, but the cost may be worth the level of experience
included. When interviewing potential trustees, to the donor
should focus on their experience with CRTs and not just gener-
al trusts. An institutional trustee, such as a bank or trust com-
pany, may serve as trustee provided it is authorized to do so by
the governing instrument and it is not otherwise prohibited by
state law. An institutional trustee may invest the trust assets in
its own common trust funds without jeopardizing the trust’s ex-
emption or the grantor’s charitable deduction.”™

Practice Point: When considering a financial institution as
trustee, keep in mind that fees charged by trustees tend to vary
be region. The client may desire to compare fee rates then pre-
vailing across various metropolitan areas.

*See Rev. Rul. 95-58.
Reg §1.664-2(a)(3)(ii), §1.664-3(a)(3)(ii).
*%Rev. Rul. 73-571.
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4. Charity as Trustee

Charities, especially the larger ones, are sometimes willing
to serve as trustee. Generally, they will only do so if they hold
a vested interest in the remainder (sometimes 100% of the re-
mainder, sometimes less than 100%). In consideration of this
option, the discussion should include the investment strategy
for the CRT; some charities will have all their CRTs invested in
a single investment pool. This may or may not be acceptable to
the donor. It is unlikely that a charity serving as trustee would
want to hold donated nonmarketable assets for any significant
period of time. However, the charity may be willing to step in
as soon as the nonmarketable assets are sold. Again, a full dis-
cussion of these issues should be held before any decisions are
made. For the largest CRTs, it may be possible for the donor to
make arrangements to have the CRT assets continue to be man-
aged by the donor’s money manager.

If the charitable remainder beneficiary does serve as
trustee, it may invest the trust assets with its general endow-
ment fund or with the assets of other CRTs.*” The charity may
use specialized structures to avoid allocating unrelated business
taxable income to CRTs, although such structures may result in
the trust receiving ordinary income instead of capital gain and,
thus, affect the donor’s taxable income.”’® However, as noted
elsewhere,”' the Philanthropy Protection Act of 1995 requires
a charity acting as trustee to provide written disclosure to the
donor concerning commingling of funds.”” If a charity is act-
ing as trustee of a CRT in which the remainder interest is ir-
revocably dedicated to any charitable organization, and if the
assets of the charitable remainder trust are not segregated but
instead are commingled with other charitable assets in a collec-
tive investment vehicle, the trustee must disclose enough infor-
mation about the operation of the fund in which the gift may
be pooled to permit the donor to make informed decisions as
to whether or not to make a gift and whether or not to permit
a gift to be invested in such fund. It is important to note that
charitable funds are exempt from registration under the Invest-
ment Company Act of 1940,” and interests in such funds are
exempt from registration under the Securities Act of 1933*"” and
the Securities Exchange Act of 1934.”'° The Philanthropy Pro-
tection Act of 1995 exempts from registration under state secu-
rities registration statutes (blue sky laws) interests in charitable
income funds and the offer and sale of such interests.”'” Howev-
er, the Act does not provide any exemption from various anti-

2 Rev. Rul. 83-19; PLR 8220120 (other charitable remainder trusts), PLR
8212067 (endowment funds), PLR 8903019 (pooled income fund).

20PpLR 201613015, PLR 201613014, PLR 201311036, PLR 201311032,
PLR 200817038, PLR 200710013-PLR 200710016, PLR 200703037-PLR
200703038, PLR  200702040-PLR 200702041  (modifying PLR
200352017-PLR 200352018).

21 See the discussion at IV.K.2.d., below.

22pyb. L. No. 104-62.

3 See 15 U.S.C. §80a-7(e), added by Pub. L. No. 104-62, §2.

24 Ch. 686, Title I, 54 Stat. 789 (1940). See 15 U.S.C. §80a-3(c)(10),
amended by Pub. L. No. 104-62, §2.

*5Ch. 38, Title 1, 48 Stat. 74 (1933). See 15 U.S.C. §77c(a)(4), amended
by Pub. L. No. 104-62, §3.

216 Ch. 404, 48 Stat. 881 (1034). See 15 U.S.C. §78c(a)(12)(A), amended
by Pub. L. No. 104-62, §4.

27Pub. L. No. 104-62, §6.
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fraud provisions of federal and state securities laws. Those pro-
visions continue to apply.”®

H. Calculating the Income and Gift Tax Charitable
Deduction

The first step in determining the allowable income and gift
tax charitable deduction is to calculate the value of the charita-
ble remainder interest. Commercial software is often used for
that purpose, but in case a manual calculation is desired the fol-
lowing calculations should be reviewed. Once that value is de-
termined, it may be used for the gift tax calculations, report-
ing, and disclosure. However, the income tax deduction may be
lower if any limitations apply. See IV.H.4., below for the po-
tential income tax adjustments.

The governing instrument may provide that the annuity or
unitrust payment is to terminate with the regular payment pre-
ceding the termination of the payment period. This avoids the
necessity of prorating the final payment to the income benefi-
ciary or his or her estate. However, the fact that the beneficiary
will not receive the final prorated payment does not affect the
valuation of the remainder interest for purposes of computing
the grantor’s charitable contribution deduction.”’

An income or gift tax charitable deduction is not available
for a gift of a remainder interest in trust unless the trust qual-
ifies as a charitable remainder trust (CRT) under §664.* The
requirements for §664 qualification are discussed in detail at
IV.K.2., below.

1. Valuation of an Annuity Interest

The present value of a remainder interest in an annuity
trust is the net fair market value (as of the appropriate valuation
date) of the property placed in trust less the present value of
the annuity.”' The appropriate valuation date for an inter vivos
CRT is generally the date on which the property is transferred
to the trust by the grantor.

Valuation dates for transfers after April 30, 1989, are gov-
erned by §7520. Section 7520 rejects the use of a fixed discount
rate, such as the 10% and 6% rates used to value earlier trans-
fers, in favor of a discount rate that fluctuates monthly.” In ad-
dition, §7520 prescribes the use of actuarial tables that reflect
more recent mortality data and requires the data to be updated
every 10 years. Section 7520 requires the use of a discount
rate equal to 120% of the applicable federal mid-term rate un-
der §1274(d), compounded annually and rounded to the nearest
two-tenths of 1%. The monthly revenue ruling reporting the ap-
plicable federal rates also reports the §7520 rate.” In the case
of a transfer to a charitable remainder trust for which an in-
come, gift, or estate tax deduction is allowed, a taxpayer may
elect to use the rate in effect for the month of the transfer or the

1% See H.R. Rep. No. 104-333 (1995).

*PReg. §1.664-2(a)(5)(i), §1.664-3(a)(5)().

208170(H)(2)(A), §2522(c)(2)(A), §2055(e)(2)(A).

?'Reg. §1.664-2(c), T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023) (ef-
fective June 1, 2023). See Simmons v. United States., 667 F.2d 832 (9th Cir.
1982), aff’g 80-1 USTC 49,287 (D. Ariz. 1980).

2See XI.B.2., for the rules applicable before May 1, 1989.

*>The Revenue Procedures giving the monthly rates are available at Ta-
bles, Charts & Lists and on the IRS website at https://www.irs.gov/applicable-
federal-rates.
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rate in effect for either of the two months preceding the trans-
fer.” That election is discussed in IV.H.5., below.

Practice Point: The lower the §7520 rate, the smaller the
income, gift or estate tax deduction will be. That is because as
the §7520 rate rises, the annuity value is discounted more and
is therefore worth less, making the value of the charitable re-
mainder more. During the 2020 tax year, rates declined to his-
torically low levels, due in large part to unprecedented govern-
ment stimulus spending during the COVID-19 pandemic, and
thus disincentivized the formation of CRATS at least as a tool
to generate an income, gift or estate tax charitable deduction.
In fact, at many age ranges CRATS could not be created at all
because they failed the 10% remainder test of §664, the 5% ex-
haustion test of Rev. Rul. 77-374, or both. However, as rates
rise, CRATSs will be more likely to pass these actuarial qualifi-
cation tests. Note that neither of these tests will deny charitable
gift annuity donors a charitable deduction, although the sepa-
rate 10% remainder test of §514(c)(5) may cause the charity to
realize unrelated debt-financed income.

The valuation of the charitable remainder interest in an an-
nuity trust is determined under Reg. §1.664-2(c), which states
that the value of the remainder interest is equal to the fair mar-
ket value of the property placed in trust less the present value
of the annuity.” The regulation further provides that the tables
in the estate tax regulations are used to value the annuity in-
terest.”” If the annuity is for a term of years, it is necessary to
use Table B in Reg. §20.2031-7(d)(6), which contains the ap-
plicable remainder factors for §7520 rates ranging from 4.2%
to 14.0%. To convert a remainder factor to an annuity factor,
subtract the Table B remainder factor from 1.000000, and then
divide the result by the applicable §7520 rate. This annuity fac-
tor is multiplied by the amount of the annual annuity payment
to arrive at the present value of the annuity. This amount is then
subtracted from the value of the property placed in trust to ar-
rive at the value of the charitable remainder interest.

Example: T creates and funds a CRAT on July 1, 20X1.
The trust is funded with property with a fair market value
of $100,000 and will pay T a $5,000 annuity on December
31 for 15 years. T uses the §7520 rate for July 20X1
(4.6%) because it is more favorable than the rate for June
20X1 (4.2%) or for May 20X1 (4.4%). The Table B an-
nuity factor for 15 years at 4.6% is 10.6661.”*" This factor
is multiplied by $5,000 to calculate a present value for the
annuity of $53,331 and a charitable remainder value of
$46,670.

#487520(a) (flush language); Reg. §1.7520-2(a)(2), §20.7520-2(a)(2),
§25.7520-2(a)(2). This exception facilitates planning for the amount of the de-
duction associated with the transfer. See Additional Resources, below, for a
sample election to use the §7520 rate in effect for a prior month.

*Reg. §1.664-2(c), as amended by, T.D. 9974, 88 Fed. Reg. 37,424 (June
7,2023), applicable on or after June 1, 2023.

0Reg. §1.664-2(c) states that Reg. §20.2031-7(d) applies if the valuation
date is on or after June 1, 2023, and that Reg. §20.2031-7A(a) through
§20.2031-7A(g) applies if the valuation date is before June 1, 2023. Reg.
§20.2031-7(d)(3) contains transitional rules related to valuation dates after
April 30,2019 and on or before June 1, 2023.

7 See IRS Publication 1457, Actuarial Valuations Version 4A (providing
examples of valuations using actuarial factors effective on June 1, 2023, and
thereafter). Table B and the other actuarial tables can be found at
https://www.irs.gov/retirement-plans/actuarial-tables.
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Note that the use of Table B assumes that the annuity will
be paid annually at the end of each period. If the annuity is in-
stead to be paid at the beginning of the period (on January 1
in the Example), it is necessary to make an adjustment using
Table J in Reg. §20.2031-7(d)(6), which also allows for the use
of semiannual, quarterly, monthly, and weekly payments at the
beginning of each interval. If the payment is made at the end of
the interval, but is made more frequently than annually, adjust-
ment factors are found in Table K of Reg. §20.2031-7(d)(6).

If the noncharitable interest in the trust uses a measuring
life rather than a term of years, and the valuation date is on or
after June 1, 2023, it is necessary to use the Table S factors
referenced in Reg. §20.2031-7(d)(7) (and available at
https://www.irs.gov/retirement-plans/actuarial-tables) to deter-
mine the value of the charitable remainder.””® Once the proper
Table S remainder factor has been determined, the value of the
charitable remainder is calculated in the manner described in
the Example above. If the payment is made more frequently
than annually, it will be necessary to make adjustments to the
value using Table K in Reg. §20.2031-7(d)(6). If the payment
is made at the beginning of the period, use the Table J adjust-
ments in the same regulation, or add the initial payment to the
calculated value.

In Notice 2009-18, the IRS supplemented Tables B, J, and
K, which are not based on mortality data, by providing fac-
tors for interest rates below 2.2%.” The applicability dates for
the most recent updating of IRS tables works a little different-
ly than in the past. Section 7520 requires the IRS to update the
tables to reflect the most recent available mortality data at least
every 10 years. That 10 years was up on May 1, 2019 but be-
cause the necessary mortality data was not yet available to the
IRS, the final regulations (T.D. 9974) were not released un-
til June 1, 2023. In response to comments from professional
groups, the final regulations extended the transition period to
provide that for valuation dates on or after May 1, 2019 and
before June 2, 2023, taxpayers may elect to use either the new
mortality assumptions or the mortality assumptions that were
previously in effect. However, taxpayers “must be consistent in
using the same mortality basis with respect to each income in-
terest (income, remainder, partial, etc.).” As of June 1, 2023,
all valuations must use the new mortality assumptions based on
the 2010CM table.

2. Valuation of a Unitrust Interest

Calculating the value of the remainder interest in a char-
itable remainder unitrust (CRUT) is more complex than in an
annuity interest. The present value of the remainder interest
in a CRUT is determined by computing an “adjusted payout
rate” and following the procedures outlined in Reg. §1.664-4(e)
(3) or Reg. §1.664-4(e)(4), depending on whether the unitrust
amount is to be paid for a term of years or for the life of an in-
dividual. The interest rate has little effect on the valuation of a
unitrust interest.

281f the valuation date is after April 30, 1999, but before May 1, 2009, then
Table S in Reg. §20.2031-7A(f) is used; likewise, Reg. §20.2031-7A(g) gener-
ally applies for valuation dates after April 30, 2009, but before June 1, 2023.

 Notice 2009-18 also supplemented the factors in the Table S, now found
in Reg. §20.2031-7A(f)(4), for valuation dates after April 30, 1999, and before
May 1, 2009.
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a. Adjusted Payout Rate

The adjusted payout rate for transfers made after April 30,
1989, is determined by multiplying the fixed unitrust percent-
age provided in the instrument by a “payout factor” contained
in Table F under Reg. §1.664-4(e)(6).” The purpose of Table F
is to adjust the basic fixed percentage for the fact that the pay-
out sequence of the unitrust affects the amount of trust corpus
that ultimately will go to the charitable remainder beneficiary.
The more payouts of the unitrust amount to the noncharitable
recipient or recipients (e.g., payments at the end of each month
or quarter of the trust’s taxable year, as opposed to one payment
at the end of the year), the smaller the value of the charitable
remainder interest. Table F contains subtables, each of which
corresponds to a §7520 rate. It is necessary to use the subtable
for the §7520 rate that applies to the valuation.

Comment: There is an inconsistency between the example
contained in Reg. §1.664-4(e)(4) and Rev. Rul. 77-471.7' In the
regulations, the governing instrument provides that the trust as-
sets are to be valued on the first day of the trust’s taxable year
and the unitrust amount is to be paid at the end of each calen-
dar quarter. For purposes of selecting the payout from Table F
in Reg. §1.664-4(e)(6), the example assumes that the number
of months by which the valuation date (January 1) precedes the
first payout date (March 31) is at least three months but less
than four months. However, in Rev. Rul. 77-471, the valuation
date is the first day of the trust’s taxable year, and the unitrust
amount is to be paid in four equal quarterly installments on the
last day of each quarter. For purposes of selecting the appro-
priate payout factor from Table F, Rev. Rul. 77-471 states that
the payout sequence is at least two months but less than three
months. This longer payout sequence in the regulations would
provide a slightly larger charitable deduction and would appear
to be the correct and controlling result, especially since the reg-
ulations were issued after the ruling.

It is important that the unitrust instrument specifically state
the date or dates on which the unitrust amount is to be paid.
If the instrument does not so state, it will be assumed that the
distribution of the unitrust amount or a portion thereof will be
payable on the first day of the period for which the payment is
made.”” For example, if the instrument provides that the uni-
trust amount is to be paid in equal quarterly installments in each
quarter of the trust’s taxable year, but does not further provide
a specific payment date, it will be assumed that the quarterly
payment will be made on the first day of each quarter. As noted
above, this assumption will reduce the amount of the deduction
available for the gift of the charitable remainder interest.

b. Valuation Factor

Once the adjusted payout rate is determined from Table F,
reference is made in Reg. §1.664-4(e)(6) to either Table D (in
the event the unitrust amount is payable for a term of years)
or, by cross-reference to Reg. §1.664-4(e)(5), to Table U(1) (in

Z°T.D. 9974 replaced the payout factors using updated mortality informa-
tion.

“'Note that these regulations apply only to transfers made after April 30,
1989. The regulations presumably are controlling because §7520(a)(1) states
that valuations must be made “under tables prescribed by the Secretary.”

2Reg. §1.664-4(a)(3).
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the event the unitrust amount is payable for the life of the in-
dividual).”* A valuation factor is obtained from these tables by
matching the adjusted payout rate with the appropriate term of
years or the appropriate age of the measuring life. The appro-
priate age of the measuring life is the individual’s age at his or
her birthday nearest to the date of the transfer to the unitrust.”
In many instances, the precise adjusted payout rate determined
from Table F will not be found in either Table D or Table U(1).
In such case, it is necessary either to interpolate the appropri-
ate factor or compute the remainder exactly with software. For
the first time, the final regulations permit calculation of the
unitrust remainder factor using either the interpolated method,
which has always been used before, or a more exact method
which will require software to compute. Because the interpo-
lated remainder factor will always be higher than the remainder
factor computed using the exact method, the prior interpolated
method will almost always be used to calculate the remainder
in a charitable remainder unitrust. Regardless of which calcula-
tion method is selected, the taxpayer must be consistent in valu-
ing all interests in the same transfer in the same way.””

Example: T, who turned 60 years old on July 1, 20X1,
transfers $100,000 to a charitable remainder unitrust on
August 30, 20X1, when the §7520 rate is 5.0%. The trust
has a taxable year ending December 31. The governing in-
strument requires that the trust pay to T on December 31
of each year 5% of the fair market value of the trust as-
sets as determined on January 1 of each year for life. The
adjusted payout rate is 4.762% (5% x .952381), with the
payout factor taken from Table F.”** The valuation factor is
computed as follows:

Factor at 4.6% at age 60 (Table U(1)) = 0.37755
Factor at 4.8% at age 60 (Table U(1)) = 0.36342
Difference = 0.01413

(4.762% — 4.6%) +~ 0.2% = X + 0.01145

Factor at 4.6% at age 60 = 0.37755

Less: X =0.36610

Interpolated remainder factor 0.36610

$100,000 x 0.36610 = Present value of remain-
der interest = $36,610.

"Reg. §1.664-4(e) applies if the valuation date is on or after June 1,
2023, although there is transitional relief that allows for the use of mortality
table 2000CM for transfers made from May 1, 2019 through June 1, 2023.
Table U(1) for valuation dates on or after June 1, 2023, is found at
https://www.irs.gov/retirement-plans/actuarial-tables. See  also  Reg.
§1.664-4(e)(7), as amended by T.D. 9974, applicable on or after June 1, 2023.
If the transfer was made after April 30, 2009, and before May 31, 2023, and
the unitrust amount is payable for the life of an individual, it is necessary to use
Table U(1) in Reg. §1.664-4A(g).

P Reg. §1.664-4(e)(5), as amended by T.D. 9974 (for valuation dates on or
after June 1, 2023), §1.664-4A(g), as added by T.D. 9974 (for valuation dates
after April 30, 1999, and before May 1, 2009).

*The example uses the method shown in Reg. §1.664-4(e)(5)(iii), as
amended by T.D. 9974.

ZIRS Publication 1458, Actuarial Valuations Version 4B, is applicable
for valuation dates on or after June 1, 2023.
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c. Computing the Value of the Remainder Interest

Once the appropriate valuation factor is obtained from ei-
ther Table D or Table U(1), the present value of the remainder
interest is determined simply by multiplying the factor by the
net fair market value of the assets placed in trust.””’

Comment: The present value of the remainder interest of
the charitable trust must be at least 10% of the fair market val-
ue of the property transferred to the trust.* In calculating the
value of the remainder, the rate stated in the trust must be used,
even if the trust is a NIMCRUT that is unlikely to earn suffi-
cient income to satisfy the stated rate. In Estate of Schaefer,””’
the Tax Court addressed the issue of how to value the charita-
ble remainder interest in a net income with makeup charitable
remainder unitrust (NIMCRUT). The two trusts in the case pro-
vided for distributions to the income beneficiaries during the
unitrust period payable in quarterly installments. The payments
equaled the lesser of: (a) the net trust accounting income for
the taxable year; or (b) a percentage (11% for the first trust and
10% for the second trust) of the net fair market value of the
trust assets, valued annually. The sole issue for consideration
was whether the remainder interest left to a charitable organiza-
tion should be valued using (a) the fixed percentage (11% and
10%, respectively), or (b) the expected net income according
to the applicable §7520 rate so long as the rate was above 5%.
Citing both the legislative history of the statute and the calcula-
tions contained in Rev. Proc. 2005-54, the Tax Court held that
the charitable remainder interest had to be valued using a dis-
tribution amount equal to the fixed percentage.

d. Special Cases

In the case of a unitrust with two measuring lives, the val-
uation factor is determined using Table U(2) referenced in IRS
Publication 1458, Actuarial Valuations Version 3B** Tables
are not available if there are more than two measuring lives.
In addition, Table F cannot be used for a trust with a payout
sequence not contained in Table F (which assumes monthly,
quarterly, semiannual, or annual payouts) or for a trust that val-
ues its assets by taking average valuations on more than one
date during the taxable year. Where the tables do not supply the
appropriate factor, a taxpayer may request an IRS ruling as to
the necessary valuation factor.”'

Comment: If a taxpayer requests a ruling as to the appro-
priate valuation factor, the IRS will be free to examine the gov-
erning instrument to determine whether it qualifies under §664.

3. Additional Contributions to a Unitrust

The donor is entitled to a charitable income and gift tax de-
duction for the value of the property transferred to the trust, re-

> See Reg. §1.664-4(e)(4) (illustration of valuation for term of years for
transfer made after April 30, 1989), §1.664-4(e)(5) (illustration of valuation for
life of one individual for transfer made on or after June 1, 2023).

2558664(d)(2)(D).

7145 T.C. 134 (2015).

*The regulations contain no tables for valuations using two measuring
lives. IRS Publication 1458, Actuarial Valuations Version 4B, which is avail-
able on the IRS website, applies to valuation dates on or after June 1, 2023 and
provides examples using actuarial factors from the 2010 census. The actuarial
tables are available at https://www.irs.gov/retirement-plans/actuarial-tables.

*'Reg. §1.664-4(b).
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duced by the value of the noncharitable unitrust interest. When
the term of the trust is for one or two measuring lives, the
calculation follows the methodology shown in IV.H.2., above.
The deduction allowed may be a greater or lesser percentage
of the value of the property transferred when compared to the
percentage allowed for the original contribution. Although one
might expect that the increased ages of the noncharitable bene-
ficiaries would result in an increased deduction, changes in in-
terest rates since the original funding also affect the calculation.

If the trust is for a term of years, then, unless the donor
transfers property on (or close to) the anniversary date of the
trust, a special calculation may be required to determine the
correct charitable deduction.”” If the software used for the de-
duction calculation does not accommodate a fractional year,
see IRS Publication 1457 and IRS Publication 1458.

4. Income Tax Charitable Deduction: Remainder to
Public Charity

Computing the fair market value of the remainder interest
in a CRT is only the first step in determining the amount of the
income tax charitable deduction available for the gift of that in-
terest. The grantor also must consider the charitable deduction
rules of §170, particularly the percentage limitation rules.” If
the remainder interest has the potential to pass to a private
foundation, additional limits may apply.

a. Deductibility Floor — Post-2025 Tax Years

The One Big Beautiful Bill Act (OBBBA) introduces a
significant change to the charitable contributions deduction
landscape by establishing a 0.5% floor for individual taxpay-
ers.”* Section 170(b)(1)(I) sets a threshold that must be met be-
fore charitable contributions can be deducted. Specifically, in-
dividual taxpayers can deduct charitable contributions only to
the extent that their total contributions are more than 0.5% of
their contribution base. In other words, the first 0.5% of contri-
butions is not deductible.

The law also establishes a specific prioritization system
for applying this floor. Once the 0.5% threshold is calculated,
contributions are applied against this floor in a specified order:
(1) contributions of capital gain property made for the use
of charitable organizations;*” (2) contributions of capital gain
property made directly to public charities;** (3) other non-cash
property contributions to certain organizations;" (4) qualified
conservation contributions;** (5) contributions to certain pub-
lic charities, private foundations, and governmental units;** and

2 Reg. §1.664-4(e)(4).

3 For detailed discussion of the §170 rules, see 863 T.M., Charitable Con-
tributions: Income Tax Aspects. Note that the requirement of §170(f)(8) that
a donor obtain a written acknowledgment of the gift does not apply to gifts
to charitable remainder trusts. Reg. §1.170A-13(f)(13). Supporting the contin-
uing applicability of this exception is Reg. §1.170A-16(b), cross-referencing
§170(f)(8) and Reg. §1.170A-13(f), which applies to donations made after July
30, 2018, but can be relied on for contributions made after June 3, 2004.

4 See §170(b)(1)(I), as added by OBBBA, Pub. L. No. 119-21, §70425(a),
effective for tax years beginning after December 31, 2025.

* See §170(b)(1)(I)(i), cross-referencing §170(b)(1)(D).

* See §170(b)(1)(I)(ii), cross-referencing §170(b)(1)(C).

7 See §170(b)(1)(I)(iii), cross-referencing §170(b)(1)(B).

8 See §170(b)(1)(I)(iv), cross-referencing §170(b)(1)(E).

 See §170(b)(1)(I)(v), cross-referencing §170(b)(1)(A).
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(6) cash contributions to public charities, private foundations,
and governmental units subject to the 60% limit.””

This prioritization determines the order in which different
types of charitable contributions are considered in reaching and
exceeding the 0.5% threshold. Contributions are added in this
order until the total exceeds the floor. Once the floor is exceed-
ed, any additional contributions in the current category and re-
maining categories can be deducted, subject to other applica-
ble limitations. Under this ordering rule, contributions higher in
the priority list are taken into account first in applying the 0.5%
floor, thereby increasing the likelihood that such contributions
will be included in the nondeductible portion.

In tax years beginning after 2025, OBBBA imposes a new
§68 itemized deduction limitation that significantly impacts
charitable contributions. This limitation reduces itemized de-
duction by 2/37 of the lesser of the total itemized deductions or
the amount of taxable income exceeding the 37% tax bracket
threshold.”' Charitable contributions, being part of itemized de-
ductions, are subject to this limitation. The §68 limitation ap-
plies after other itemized deduction limitations and there is no
provision exempting estates and trusts from its application.”
This new rule could potentially reduce the tax benefit of chari-
table giving for high income taxpayers as it effectively decreas-
es the value of itemized deductions, including charitable contri-
butions for those taxable income surpasses the specified thresh-
old. For more information, see 863 T.M., Charitable Contribu-
tions: Income Tax Aspects.

This change is set to take effect for taxable years begin-
ning after December 31, 2025. It’s important to note that this
new floor and prioritization system doesn’t change other exist-
ing limitations on charitable deductions; it simply adds an ad-
ditional hurdle that must be cleared before any deductions can
be taken.

b. Deductibility Ceilings and Reduction Rules

The deductibility ceilings impose a limitation on the de-
duction of charitable contributions based on a percentage of an
individual’s “contribution base” in the taxable year of the gift.
A donor’s contribution base for a given year is his or her ad-
justed gross income without regard to any net operating loss
carrybacks.” The extent of the limitation depends on the type
of charitable donee, the type of property contributed, and the
terms of the gift. For individuals, the deductibility ceilings are
as follows:

(1) 60% of the donor’s contribution base for cash contri-
butions to “50% charities;”

(2) 50% of the donor’s contribution base for gifts (other
than cash or qualified long-term capital gain property) to
50% charities;

(3) 30% for gifts (other than long-term capital gain prop-
erty) to charities other than 50% charities or “for the use
of” 50% charities or for gifts of qualified long-term capital
gain property to 50% charities; and

0 See §170(b)(1)(I)(vi), cross-referencing §170(b)(1)(G).

»1868(a), as revised by OBBBA, Pub. L. No. 119-21, §70111(a).

»2868(b), as revised by OBBBA, Pub. L. No. 119-21, §70111(a).

#38170(b)(1)(H), as redesignated by the Tax Cuts and Jobs Act (TCJA),
Pub. L. No. 115-97, §11023.
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(4) 20% for gifts of appreciated property to charities other
than 50% charities.”*

If a donor is unable to use the full amount of a charitable
contribution in the year of the gift, he or she may carry over any
unused portion for a period of five years.”” In addition to the
ceiling rules, certain charitable deduction reduction rules oper-
ate to reduce the amount of the contribution depending on the
character of the donee and the type of property donated.”

c. Property Other than Long-Term Capital Gain
Property to Public Charities

If a donor makes a gift of property other than qualified
long-term capital gain property or ordinary income property”’
to a “50% charity,” the donor is entitled to a deduction equal
to the full fair market value of the property, subject to the 50%
deductibility ceiling (60% for cash).”® Types of property falling
within this limitation are cash, long- or short-term capital loss
property, and any property with basis in excess of fair mar-
ket value. Because losses are not recognized upon donation,
the donor should consider selling the loss asset and donating
the cash proceeds (as a donation is not a sale or exchange that
would trigger a loss).”” However, sometimes that is not possi-
ble; there is nothing wrong with donating built-in loss property.

4§170(b)(1), §170(b)(1)(G), revised by OBBBA, Pub. L. No. 119-21,
§70425(b), effective for contributions made after December 31, 2017 (increas-
ing percentage limitation for cash contributions made after 2017). Note that
for cash contributions made during the 2020 and 2021 tax years, individuals
who itemize may elect to deduct up to 100% of his or her contribution base.
Coronavirus Aid, Relief, and Economic Security Act (CARES Act), Pub. L.
No. 116-136, §2205(a) (non-Code provision), applicable to tax years ending
after December 31, 2019, as amended by the Taxpayer Certainty and Disas-
ter Tax Relief Act of 2020, Pub. L. No. 116-260, Div. EE. §213. See also IRS
News Release IR-2021-190. Under this non-Code provision, qualified contri-
butions must be to an organization described in §170(b)(1)(A). Contributions
to charitable remainder trusts are generally deductible pursuant to §170(b)(1)
(B). Therefore, contributions to a charitable remainder trust generally are not
qualified contributions, unless the charitable remainder interest is paid in cash
to an eligible charity during the applicable time period. Additionally, a quali-
fied charitable contribution does not include an amount that is treated as a con-
tribution in the taxable year by reason of being carried forward from a prior
contribution year under §170(b)(1)(G) or §170(d)(1). See Staff of J. Comm. on
Tax’n, 116th Cong., Description of the Tax Provisions of Public Law 116-136,
the Coronavirus Aid, Relief, and Economic Security (“CARES”) Act 22-23 (J.
Comm. Print 2020).

*¥$170(b)(1), §170(d).

8170(e).

*7For this purpose, “ordinary income property” includes short-term capital
gain property §170(e)(1)(A).

=¥8170(b)(1)(G), revised by OBBBA, Pub. L. No. 119-21, §70425(b), ef-
fective for contributions made after December 31, 2017 (increasing percent-
age limitation for cash contributions made after 2017). As explained above, for
cash contributions made during the 2020 tax year, individuals who itemize may
elect to deduct up to 100% of his or her contribution base. CARES Act, Pub. L.
No. 116-136, §2205(a) (non-Code provision), applicable to tax years ending af-
ter December 31, 2019. However, contributions to a charitable remainder trust
generally are not qualified contributions, unless the charitable remainder inter-
est is paid in cash to an eligible charity during the applicable time period. Ad-
ditionally, a qualified charitable contribution does not include an amount that is
treated as a contribution in the taxable year by reason of being carried forward
from a prior contribution year under §170(b)(1)(G) or §170(d)(1). See Staff of
J. Comm. on Tax’n, 116th Cong., Description of the Tax Provisions of Public
Law 116-136, the Coronavirus Aid, Relief, and Economic Security (“CARES”)
Act 22-23 (J. Comm. Print 2020).

A bargain sale is a sale or exchange; gain, but not loss, may be recog-
nized on a bargain sale. Reg. §1.1001-1(e).
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IV.H.6.

As more fully discussed in IV.H.8., below, a gift of ordi-
nary income property (including short-term capital gain prop-
erty) is entitled to a deduction equal to the fair market value
reduced by 100% of the ordinary income gain, but also subject
to a 50% deductibility ceiling. Such property includes inven-
tory and depreciated personal property used in a trade or busi-
ness. These types of property are rarely used to fund charitable
remainder trusts. However, this category also includes income
that would be ordinary on disposition of a partnership interest,
and such assets are occasionally used to fund CRTs.*® Again,
there is nothing wrong with funding a CRT with property that
will not generate an income tax deduction, as long as the donor
is not surprised by the limitations.

Included among “50% charities” are: (1) exempt organi-
zations that are not private foundations by reason of being de-
scribed in §509(a)(1), §509(a)(2), §509(a)(3), or §509(a)(4),
such as schools, churches, hospitals, government units, and
publicly supported organizations;*' (2) private operating foun-
dations as defined in §4942(j)(3); (3) conduit foundations as
described in §170(b)(1)(F)(ii); and (4) private foundations
whose assets are pooled in a donor directed fund as defined in
§170(b)(1)(F)(iii).*”

d. Gifts to Public Charities of Appreciated Long-Term
Capital Gain Property

A donor generally will not recognize gain or loss as a re-
sult of a charitable gift.’* A donor who contributes appreciat-
ed long-term capital gain property (i.e., property held for more
than one year) to a 50% charity is entitled to a deduction equal
to the full fair market value of the property, subject to a 30%
deductibility ceiling.” A donor is entitled to a five-year carry-
forward for any unused portion of his or her charitable deduc-
tion.””

Example: On March 1, 20X1, D, an individual, contributes
to a church intangible property to which §1245 applies
which has a fair market value of $60,000 and an adjusted
basis of $10,000. At the time of the contribution D has
used property in his business for more than 6 months. If
the property had been sold by D at its fair market value at
the time of its contribution, it is assumed that under §1245
$20,000 of the gain of $50,000 would have been treated as
ordinary income and $30,000 would have been long-term
capital gain. Under Reg. §1.170A-4(a)(1), D’s contribu-
tion of $60,000 is reduced by $20,000.

5. Election to Use the Prior Month’s §7520 Rate

In the case of a transfer to a charitable remainder trust for
which an income, gift, or estate tax deduction is allowed, a tax-

208170(e)(1), §751.

1 As described in §170(b)(1)(A)(vi) and Reg. §1.170A-9(f)(2), an orga-
nization is “publicly supported” if it normally receives a substantial part of its
support from the general public or a governmental unit. Typically, such organi-
zations include museums, libraries, organizations focused on specific diseases,
and organizations supporting the performing arts.

*28170(b)(1)(A).

3 Gain can be recognized if the property is subject to debt. See IV.L.1.b.,
below.

2#§170(0)(1)(C)(D).

*B$170(b)(1)(C) (i)
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payer may elect to use the rate in effect for the month of the
transfer or the rate in effect for either of the two months pre-
ceding the transfer.* The taxpayer must use the same rate for
the valuation of all the interests involved in the transfer.

Practice Point: Generally, the taxpayer will select the
highest available §7520 rate. This increases the discount factor
applied to the retained interest and therefore increases the de-
ductible value of the charitable remainder interest.

The regulations describe the procedure a taxpayer must
follow to elect the §7520 rate for either of the two months pre-
ceding the transfer.””” The taxpayer makes the election by at-
taching the following information to the first return on which
the charitable deduction is claimed: (1) a statement that a
§7520(a) election is being made; (2) a description of the in-
terest being valued; (3) the applicable valuation date; (4) the
names and identification numbers of the beneficiaries; (5) the
names and birth dates of any measuring lives, a description of
any relevant terminal illness of any measuring life and how
such illness was taken into account in valuing the interest; and
(6) a computation of the deduction showing the month and rate
that have been used under the election. The election may be
made for the first time on an amended return, provided that the
amended return is filed within 24 months of the later of the
due date of the original return or the date the original return
was filed.”® The taxpayer can revoke the election by filing an
amended return within 24 months of the later of the due date of
the original return or the date the original return was filed.

6. Income Tax Deduction if the Remainder Could Pass
to a Private Foundation

In the case of a gift of long-term capital gain property to
other than a “50% charity,” the amount of the donor’s charita-
ble deduction is reduced by 100% of the appreciation attribut-
able to the remainder interest”® In other words, the deduction
is limited to basis.” This reduced amount is then subject to a
20% deductibility ceiling.””

Example: The facts are the same as the example in IV.H.4.
above, except that the property is contributed to a private
foundation not described in §170(b)(1)(E). Under Reg.
§1.170A-4(a)(1) and Reg. §1.170A-4(a)(2), D’s contribu-

¥087520(a) (flush language); Reg. §1.7520-2(a)(2), §20.7520-2(a)(2),
§25.7520-2(a)(2). See also Charitable Contribution (Individual): Prior Month
Rate Election for Valuing Charitable Remainder or Lead Interests (§7520(a))
in Bloomberg Tax & Elections Compliance Statements. This exception facili-
tates planning for the amount of the deduction associated with the transfer. See
Additional Resources, below, for a sample election to use the §7520 rate in ef-
fect for a prior month.

*TReg. §1.7520-2(a)(4), §1.7520-2(b), §20.7520-2(a)(4), §20.7520-2(b),
§25.7520-2(a)(4), §25.7520-2(b). These regulations are generally effective for
all transfers made after April 30, 1989. Reg. §1.7520-2(c), §20.7520-2(c),
§25.7520-2(c). For elections made on or before June 10, 1994, Reg.
§301.9100-8(a)(4)(ii) provided that the election could be revoked only with the
consent of the IRS.

% See, e.g., PLR 201518007 (extension of time granted to make election
under §7520 to value charitable lead trust interest using prior month interest
rate).

2P §170(e)(1)(B)(ii).

7 An important exception, generally not relevant to CRTs, applies to a
corporation’s donation of its own stock. See Rev. Rul. 75-348.

1$170(b)(1)(D).
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Detailed Analysis

tion is reduced by $35,000 (100 percent of the ordinary in-
come of $20,000 and 50 percent of the long-term capital
gain of $30,000).

There is a limited exception for gifts of certain marketable
stock.”” In the case of such gifts, it is unnecessary to reduce
the amount of the deduction by the amount of long-term gain,
but the deduction is still subject to the 20% ceiling. The excep-
tion applies to stock held as long-term capital gain property for
which market quotations are readily available on an established
securities market as of the date of the contribution.””” Howev-
er, it does not apply to any stock contributed by a donor to the
extent that the amount of the stock so contributed, increased by
the aggregate amount of all prior contributions of such stock by
the donor and certain related persons, exceeds 10% in value of
all of the outstanding stock of the corporation.”

Caution: This exception applies to publicly traded stock,
not publicly traded securities. Other types of publicly traded se-
curities, such as bonds and partnership interests, are not includ-
ed in this exception.

If a donor contributes long-term capital gain property sub-
ject to the reduction rules of §170(e) to a charitable remainder
trust with a private foundation as a potential remainder bene-
ficiary, an allocation of basis must be made between the char-
itable and noncharitable interests.””” The basis allocated to the
charitable interest is that portion of the basis of the entire prop-
erty contributed in trust that bears the same ratio to the total ad-
justed basis of the property as the fair market value of the inter-
est contributed to the charity bears to the fair market value of
the entire property contributed in trust.”

Example: On May 1, 20X1, T transfers appreciated prop-
erty (other than marketable securities) that T has held for
more than one year to a CRAT. At the time of the trans-
fer to the trust, the property has a fair market value of
$250,000 and an adjusted basis in T’s hands of $50,000.
The §7520 interest rate for May 20X1 is 4.4%. However,
T elects to use the more favorable rate of 5.0% from
April 20X1. The remainder interest is payable, or could be
payable, to a private foundation.””” An annuity of $12,500
is payable to T at the end of each year for 20 years.
Under Reg. §1.664-2(c), the fair market value of the re-
mainder interest is $94,223 ($250,000 less [$12,500 x
12.4622]). Under the basis allocation rule, the adjusted ba-
sis of the property allocated to the charitable remainder in-
terest is $18,845 ($50,000 x [$94,223 + $250,000]). In ac-
cordance with §170(e)(1)(B)(ii), the amount of the deduc-
tion is limited to basis and, as a result, the donor’s deduc-
tion is reduced by $75,378. The reduced amount of the gift
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§170(e)(5). Until made permanent by the IRS Restructuring and Reform
Act of 1998, Pub. L. No. 105-206, this provision was subject to several tem-
porary extensions, not all of which were coterminous. The exception did not
apply to gifts made after December 31, 1994, and before July 1, 1996.

§170(e)(5)(B).

§170(e)(5)(C).

8170(e)(2); Reg. §1.170A-4(c)(1).

'Reg. §1.170A-4(c)(1)(ii).

*"7 See Rev. Rul. 79-368.
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($18,845) would be subject to the overall 20% of contribu-
tion base limitation.”®

Comment: Where the remainder interest in a CRT is given
to a private foundation, funding the trust with appreciated prop-
erty (other than qualified stock) is especially undesirable in
terms of maximizing the charitable income tax deduction under
§170 because of the concurrent operation of the reduction rules
of §170(e) and the overall percentage of contribution base ceil-
ing of §170(b)(1)(D).

Comment: When drafting a charitable remainder trust
from the IRS sample documents,” to avoid this reduction it is
important to describe the remainder charities as “described in
§170(b)(1)(A).” Conversely, if the donor wants the remainder
to pass to a private foundation, or wants to leave his or her op-
tions open, the remainder should pass to charities “described in
§170(c).” The sample documents highlight these options.

7. Election to Apply 50% Deduction Ceiling

A donor may elect to have the 50% ceiling apply to gifts
of appreciated property to a public charity that would otherwise
be subject to the 30% limit.”*" However, there is no equivalent
election for donations to private foundations. If the donor
makes the election, the amount of the contribution is reduced in
accordance with §170(e)(1)(B) (i.e., by 100% of the long-term
capital gain attributable to the gift of the remainder interest).
However, a charitable deduction is available for the reduced
amount for up to 50% (rather than 30%) of the taxpayer’s con-
tribution base.

Once made, the election applies to all gifts of appreciated
property during the year. In addition, the election applies to any
carryovers from and to the year in which the election is made.
Thus, all carryovers from previous years must be computed un-
der the reduction rules.”™ The election generally is advisable in
three situations. First, it may be advantageous to make the elec-
tion where the donated property has appreciated only slightly
but where the amount of the contribution is large enough that
application of the “normal” 30%-of-contribution-base limita-
tion would result in unused deductions. Second, it may be ad-
vantageous where the donor plans to make contributions of ap-
preciated property every year in excess of the 30% limit but
does not fully utilize the 50% limit. Third, the election may be
advantageous where there is a high likelihood that the donor
will die shortly after the gift and the donor’s gifts exceed (or
would exceed) the 30% limit but not the 50% limit, since the
donor’s death eliminates any excess deduction carryovers.

Where the election is made over a gift of a remainder in-
terest in trust, the basis allocation rules discussed at IV.H.4.,
above, must be applied.”*

7% See Reg. §1.170A-4(d) (examples of application of rules before Tax Re-
form Act of 1984, Pub. L. No. 98-369).

2 See Worksheet 2.

#08170(b)(1)(C)(iii).

*Reg. §1.170A-8(d)(2)()(b).

*28170(e)(2); Reg. §1.170A-4(c)(1).

865-3rd



Detailed Analysis

IV.H.9.

8. Gift of Ordinary Income Property, Including Short-
Term Capital Gain Property

The maximum amount of the deduction available for a
contribution of any “ordinary income” property is the fair mar-
ket value of the property reduced by the amount of gain that
would not have been long-term capital gain if the property had
been sold by the donor at the time of the contribution to chari-
ty.”™ In other words, the deduction is limited to basis or value,
whichever is less.™

Example: If a donor purchases stock on January 1, 20X1,
for $10 and contributes that stock to a charitable organiza-
tion on December 31, 20X1, at which time the stock has
a fair market value of $100, the amount of the deduction
is $10 (i.e., the donor’s basis in the property). Because the
stock was not held by the donor for more than one year,
all of the gain would have been short-term had the donor
instead sold the stock on December 31, 20X1.

Other examples of ordinary income property are inventory
and works of art created by the donor.”® The ordinary income
property reduction rule applies regardless of the character of
the charitable donee.

If ordinary income property is used to fund a CRT, the
donor must allocate his or her basis to the remainder interest.
The computations can be somewhat complex where the proper-
ty also has unrealized long-term appreciation.

Example: Assume that in the Example in IV.H.6., above,
the property contributed to the trust was intangible proper-
ty described in §1245 and that $100,000 of the $200,000
gain would have been ordinary income had the donor sold
the property instead of contributing it to the trust. Also,
assume that the charitable remainder beneficiary is not a
50% charity. The fair market value of the remainder in-
terest is $56,964, and the basis allocable to the remain-
der interest is $11,393. Presumably, of the total gain of
$45,571 ($56,964 — $11,393) attributable to the charita-
ble gift, $22,785.50 ($45,571 x [$100,000 + $200,000])
would be treated as the §1245 ordinary gain attributable
to that gift. The charitable gift of $56,964 would be re-
duced by the sum of this ordinary income for a deduction
of $34,178.50. Since the charitable remainder beneficiary
is not a 50% charity, the gift is further reduced by 100% of
the long-term gain attributable to the remainder interest. In
such case, the amount of the deduction would be limited
to the $11,393 basis ($34,178.50 — $22,785.50 [long-term

gain]).

#38170(e)(1)(A). Property that, if sold at fair market value, would generate

in whole or in part gain other than long-term capital gain is referred to herein
as “ordinary income” property. See Reg. §1.170A-4(b)(1).

4 An important exception, generally not relevant to charitable remainder
trusts, applies to a corporation’s donation of its own stock. Rev. Rul. 75-348.

5 See §1221, §1231. In general, “property used in a trade or business”
as defined in §1231(b) is treated as a capital asset (i.e., not ordinary income
property) for purposes of the rules of §170(e), except to the extent §617(d)
(1), §1245(a), §1250(a), or §1252(a) applies to any gain involved. Reg.
§1.170A-4(b)(4).
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9. Gift of Tangible Personal Property

Care should be taken before funding an inter vivos chari-
table remainder trust with tangible personal property, because
the donor may not be entitled to an immediate charitable in-
come tax deduction.”® Section 170(a)(3) provides that a charita-
ble contribution of a future interest in tangible personal proper-
ty is complete only when all intervening interests in, and rights
to the actual possession or enjoyment of, the property have
expired or are held by persons other than the donor or those
standing in a relationship to the donor described in §267(b) or
§707(b).

For example, §170(a)(3) applies where an individual con-
veys a painting to a museum but retains the right to the use,
possession, and enjoyment of the painting during his or her life-
time. Under these circumstances, no deduction is available un-
der §170 for the gift of the future interest to the museum at the
time the transfer is made.

The regulations under §664 suggest that in certain circum-
stances §170(a)(3) will apply to gifts made to a CRT, stating in
part: “For rules for postponing the time for deduction of a char-
itable contribution of a future interest in tangible personal prop-
erty, see section 170(a)(3) and the regulations thereunder.”””’

An example in the regulations’™ considers a gift of a paint-
ing to a pooled income fund maintained by a university. The
donor retained a life interest in the painting. The example con-
cludes that no charitable contribution is considered to have
been made in the year the painting was transferred to the pooled
income fund because the contribution consisted of a future in-
terest in personal property. However, if the intervening income
interest had been given to an unrelated individual, an immedi-
ate charitable deduction would have been allowed.”™ It is also
possible that the donor’s deduction, once deferred by §170(a)
(3), may nevertheless be allowed in a later taxable year if the
transferee (i.e., the trustee of a pooled income fund or charita-
ble remainder trust) disposes of the tangible personal proper-
ty. At that time, the donor’s interest in the transferred property
would no longer relate to tangible personal property.

In PLR 9452026, the IRS considered the income and gift
tax consequences of a gift of a musical instrument to a CRAT.
The taxpayer’s representations were that the musical instru-
ment was used by the taxpayer in his profession, that the tax-
payer was not a dealer in this type of musical instrument, and
that the taxpayer had never depreciated the musical instrument.
The IRS ruled that because the musical instrument was tangi-
ble personal property, §170(a)(3) prevented any deduction for
the remainder interest so long as the taxpayer retained an in-
come interest in the musical instrument. However, an income
tax deduction would be allowed when the trustee sold the mu-
sical instrument. At that time, the taxpayer would possess only

#08170(a)(3), §267(b), §707(b); Reg. §1.664-2(d); Rev. Rul. 73-610, Rev.
Rul. 69-63. In addition, the value of appreciated tangible personal property,
whether contributed to a public charity or a private foundation, must be reduced
by 100% of the long-term capital gain if the property is not related to the or-
ganization’s exempt purpose or function. §170(e)(1)(B)(i); Reg. §1.170A-4(a)
3).

*Reg. §1.664-2(d), §1.664-3(d).

*Reg. §1.170A-5(b) Ex. 6.

*Related persons include, for example, the taxpayer’s brothers, sisters,
spouse, ancestors, and lineal descendants. §267(b)(1), §267(c)(4).
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an income interest in the sale proceeds. Because the gift of the
musical instrument would be for an unrelated use, the taxpay-
er’s deduction would be reduced to that portion of his basis al-
locable to the remainder interest in the musical instrument un-
der §170(e)(1)(B)(1).*

Comment: Once the personal property is sold, thus com-
pleting the gift, perhaps it is then considered a donation of cash
rather than personal property. No official guidance is available
on this point.

Practice Point: If funding a charitable remainder trust with
tangible personal property, establish the trust early enough in
the donor’s tax year to allow time to sell the property so that
the deduction will be allowed in the year the trust is funded. Al-
though the income tax deduction may be relatively small, the
ability to exclude taxable gain from the donor’s income may
make the donation worthwhile, especially given the income tax
rates applicable to collectibles.” Note also that continued use
of the instrument by the donor after the contribution would be
subject to the self-dealing excise taxes imposed by §4941(d)(1)
(E).

10. Gift “to” or “for the Use of”

Deductions for gifts “for the use of” charities are limited
to 30% of the donor’s contribution base.” A gift is considered
to be “for the use of” where it is held in trust for the continuing
benefit of the charity. A gift of a remainder interest in a char-
itable remainder trust or a pooled income fund is considered a
gift of the remainder interest “to” the charity and, assuming a
gift of cash or other qualifying property, is subject to the 50%
limitation (60% for cash),” provided the remainder interest is
to be distributed outright to the charity upon the termination of
the intervening noncharitable interests. In such case, the donor
is entitled to deduct the fair market value of the remainder in-
terest to the extent of 50% (or 60%) of the donor’s contribution
base, assuming the trust is not funded with long-term appreci-
ated property and the remainder beneficiary is a public chari-
ty. However, if the trust corpus is to be held in further trust for
the benefit of the charitable remainder beneficiary, the gift of
the remainder interest is considered to be “for the use of” rather
than “to” the charitable remainder beneficiary, and the gift is
limited to 30% of the donor’s contribution base where the re-
mainder beneficiary is a public charity.”

Example: The donor transfers cash to an annuity trust that
is required to pay to B for life an annuity equal to 5% of

*This private letter ruling contains a misleading analysis of the percent-
age limitation of the taxpayer’s contribution base applicable to a gift of the mu-
sical instrument.

2I§1(h)(4).

22§170(b)(1)(B).

#38170(b)(1)(G), revised by the OBBBA, Pub. L. No. 119-21, §70425(b),
effective for contributions made after December 31, 2017 (increasing percent-
age limitation for cash contributions made after 2017). The OBBBA also estab-
lishes a 0.5% floor on charitable contribution deductions for individuals, allow-
ing deductions only for an aggregate amount that exceeds 0.5% of the individ-
ual taxpayer’s contribution base, with specific prioritization for different types
of contributions. See §170(b)(1)(I), as added by OBBBA, Pub. L. No. 119-21,
§70425(a), effective for tax years beginning after December 31, 2025. See also
IV.H.4.a., above.

*Reg. §1.170A-8(a)(2).
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the initial fair market value of the property transferred in
trust. The trust provides that after B’s death, the remainder
is to be distributed to a charity, C. The contribution of the
remainder interest is considered as made “to” C. However,
if the trust instrument directs that after B’s death the re-
mainder interest is to be held in further trust for the benefit
of C, the contribution is considered as made “for the use
of” C.

11. Interaction of the Percentage Limitations and Five-
Year Carryforward

The 50%, 30%, and 20% limitation ceilings are inclusive.
Thus, the 30% limit and the 20% limit are not in addition to the
50% ceiling but are separate limitations within the overall 50%
ceiling.” Unless the donor makes a cash contribution in excess
of 50% of his or her AGI, the overall limitation will be 50%.

Where amounts are carried over into succeeding years,
gifts made in the succeeding years are taken into account first
when applying the limitations. For contributions made after
2017, when the 60% limitation for cash contributions is applic-
able, the following priority is used where amounts are carried
over into succeeding years:

(1) current gifts of cash to 50% charities (60% limitation);
(2) carryover gifts of cash to 50% charities (60% limita-
tion);

(3) current gifts of 50% property;

(4) carryover gifts of 50% property (oldest first);

(5) current gifts of 30% property;

(6) carryover gifts of 30% property (oldest first);

(7) current gifts of 20% property; and

296

(8) carryover gifts of 20% property (oldest first).

Example: In 2024, T gives $40 in cash to a public charity
(60% ceiling), $10 of long-term capital gain property to
the same public charity (30% ceiling), and $20 of qualify-
ing stock to a private foundation (20% ceiling). T’s con-
tribution base is $100. T must first use all $40 of the 60%
property and then all $10 of the 30% property. The $20 of
20% property is carried over, retaining its character. If T
could have chosen the contributions to be applied toward
the ceilings, T would have used $20 of the 20% proper-
ty, $10 of the 30% property, and $20 of 50% property. T
would then have carried over $30 in 50% property.

For taxable years beginning after December 31, 2025,
when the 0.5% floor on individual charitable contributions ap-
plies, additional complex carryforward rules may apply.””’

#38170(b)(1).

% See §170(b)(1)(C)(ii), §170(b)(1)(D)(ii), §170(d)(1).

¥ See §170(d)(1)(C), as added by OBBBA, Pub. L. No. 119-21,
§70425(a). See also §170(b)(1)(1); IV.H.4.a., above.
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IV.l.2.

12. Gift of Certain Intellectual Property

A donor’s initial income tax charitable deduction for a
contribution of a patent, copyright (other than a §1221(a)(3)
or §1231(b)(1)(C) patent or copyright), trademark, trade name,
trade secret, know-how, software (other than §197(e)(3)(A)(i)
software), or similar property, or applications or registrations
of such property, is limited to the donor’s basis in the proper-
ty or, if less, the property’s fair market value.”” However, the
donor may be entitled to an income tax charitable deduction
for certain additional amounts in the year of contribution or in
subsequent taxable years based on a specified percentage of the
“qualified donee income” received or accrued by the donee on
such property.” The additional deduction is not available for
income received or accrued by the donee after the expiration of
the property’s legal life or after the 10th anniversary of the con-
tribution date.*”

Thus, the income tax charitable deduction of a donor fund-
ing a CRT with one of the specified types of intellectual prop-
erty is generally limited to the basis of the property. To obtain
a deduction for any additional amounts, the charitable remain-
der beneficiary cannot be a private foundation (other than a
§170(b)(1)(F) private foundation)™' and, if the trust terminates
while the additional deduction is available, the charitable re-
mainder beneficiary must generate qualified donee income on
the property. Also, since one of the requirements for the addi-
tional deductions is that the donee must be notified at the time
of the contribution, the donor must notify the remainder charity
at the time the trust is funded.”

It seems unlikely that income earned while the property is
held in the trust would qualify, because some or all of it would
be payable to the CRT beneficiary, not to the donee.™

For more information on §170(e)(1)(B)(iii) and §170(m),
see 863 T.M., Charitable Contributions: Income Tax Aspects.

1. Gift Tax

Only the creation of an inter vivos charitable remainder
trust (CRT) will give rise to gift tax consequences, because the
gift tax has no application to testamentary charitable remainder
trusts. A CRT is composed of two distinct interests: a nonchar-
itable annuity or unitrust interest and a charitable remainder in-
terest. Each interest involves different gift tax considerations.

The gift tax consequences also vary based on the initial
and contingent successor beneficiaries, and whether the donor
has retained the right to change or revoke the beneficiaries’ in-
terests. Additional favorable rules apply if the donor’s U.S. cit-
izen spouse is the only other beneficiary of the trust. Each pos-
sible situation is addressed separately below. For gift tax return
filing requirements, see I[V.L.2., below.

#88170(e)(1)(B)(iii), effective for contributions made after June 3, 2004.
A donor who contributes property described in §170(e)(1)(B)(iii) and claims
a charitable income tax deduction of over $500 must comply with the notice
and substantiation requirements of §170(f)(11)(B) (but not §170(f)(11)(C) or
170(H)(11)(D)). See §170(H(11)(A)Gi)().

#8170(m).

08170(m)(5), §170(m)(6).

*1§170(m)(9) (cross-referencing §170(e)(1)(B)(ii)).

*2§170(m)(8)(B).

¥ §170(m)(3).
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Whether a gift is complete or incomplete for gift tax pur-
poses does not affect the charitable income tax deduction.”

The present value of the annuity or unitrust interest created
by the grantor in another individual generally is a taxable gift
as of the date on which the irrevocable charitable remainder
trust is created and funded. If there is a taxable gift, the value
of the gift of the annuity or unitrust interest is the present value
as computed in accordance with the rules discussed at IV.H.,
above. When additional contributions are made to a unitrust,
the gift is valued in the same manner as the initial contribu-
tion to the unitrust. Detailed discussions concerning the cre-
ation and taxation of gifts are found in 845 T.M., Gifts.

1. Donor Is the Only Noncharitable Beneficiary

The creation of an inter vivos charitable remainder trust
will have gift tax consequences only if an individual other than
the grantor is designated as the recipient of the annuity or uni-
trust amount. The donor/grantor does not make a taxable gift
where he or she retains the annuity or unitrust interest for life
or for a period of years and is the only noncharitable beneficia-
ry.

If the donor has retained the right to change the remainder
charity, the gift is incomplete for gift tax purposes.’ Therefore,
although it is not wrong to report the gift as an incomplete gift
on a gift tax return, there is no advantage to doing so.’

If the donor has irrevocably named the remainder charity,
there is still no gift tax filing requirement”’ (although there is
no harm in filing a gift tax return).

2. Donor or U.S. Citizen Spouse (or Both) Are the Only
Noncharitable Beneficiaries

Section 2523(g) provides that a gift tax marital deduction
is automatically available for the gift to the donor’s spouse, as
the sole noncharitable beneficiary other than the donor, of an
annuity or unitrust interest in a CRT.*® Transfers to a CRT in
which the transferor’s spouse receives the annuity or unitrust
interest will not be eligible for a QTIP election, because the
spouse will not receive a qualifying income interest in the prop-
erty.””

The marital deduction provision does not apply to the cre-
ation of an annuity or unitrust interest in a spouse if a similar
interest is created in another individual other than the donor.
For example, a donor was denied a marital deduction where the
donor created a unitrust interest in his brother and a secondary
unitrust interest in his wife."

% See, e.g., PLR 9326049.

*Reg. §25.2511-2(c).

% Reg. §301.6501(c)-1(f)(5).

786019(3)(A)(ii).

% See, e.g., PLR 200813006. Note that the IRS has removed the following
from its no-rule list beginning in 2023: (1) “[w]hether an estate is entitled to
an estate tax marital deduction for any portion of the annuity or unitrust inter-
est of a charitable remainder trust (as described in §664) that may be distrib-
uted between the decedent’s spouse and an organization described in §170(c)
at the discretion of a trustee”; and (2) “[w]hether a donor is entitled to a gift tax
marital deduction for any portion of the annuity or unitrust interest of a charita-
ble remainder trust (as described in §664) that may be distributed between the
donor’s spouse and an organization described in §170(c) at the discretion of a
trustee.”

9 See §2523()(2)(B), §2056(b)(7)(B)(ii).

*TAM 8730004.
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Detailed Analysis

The most common structure for a CRT that includes a
spouse as a beneficiary is for the donor to name the spouse as
a contingent successor beneficiary, but to retain the testamen-
tary right to revoke the spouse’s successor interest. (If the trust
is funded with community property, the retained interest is typ-
ically joint and survivor.) The contingency is that the spouse
must survive the donor to receive the successor interest. This
allows the donor the maximum flexibility: should the couple di-
vorce, the testamentary documents can be amended to revoke
the ex-spouse’s interest. If the couple has sufficient other re-
sources, the successor interest can be revoked to accelerate the
charitable transfer. Also, by making the spouse’s interest an
incomplete gift, gift tax reporting is avoided. The estate tax
consequences are not altered by the retention of the revocation
right: a charitable remainder trust with a retained interest by the
donor will be included in his or her taxable estate under §2036
(transfer with a retained life estate), so the retention of addition-
al rights will not change the estate tax outcome.”"'

The trust may be drafted to include a qualified contingency
(e.g., divorce) that would accelerate the charitable remainder
without impairing the marital deduction.’” Such a trust is a
clear advantage over a lifetime QTIP trust, which cannot quali-
fy for the marital deduction if it includes such a contingency.

If the donor spouse does not want to retain the right to re-
voke the spouse’s contingent successor interest, then the gift
should be reported on the donor’s Form 709. Although the mar-
ital portion of the transfer is excluded from gift tax reporting
under §6019(2), the split interest portion is no longer excluded
under §6019(3)(A)(ii). Thus, no gift tax reporting is required.
The marital deduction for any interest passing to a spouse is
automatic under §2523(g). No QTIP election under §2523(f) is
required or possible.’” The same tax and reporting rules apply
if the donor gives the annuity or unitrust interest to his or her
spouse outright rather than giving him or her a successor inter-
est.

Note: Section 2523(g) does not apply to spousal interests
in pooled income funds. See the discussion at XV.D., below.

3. Donor and Noncharitable Beneficiaries Other than a
U.S. Citizen Spouse

A donor may want to give a contingent successor interest
to his or her children or other non-spouse beneficiaries. The in-
terest may take effect either after the donor’s death or after the
death of the donor and his or her spouse.

Practice Point: If the donor wants to give his or her spouse
an invasion power (e.g., for medical expenses) but preclude in-
vasion by successor beneficiaries, consider an inter vivos or
testamentary QTIP trust that will become a charitable remain-
der trust after the death of the spouse. The gift or estate tax
marital deduction is allowable for the interest passing to the
spouse if appropriately elected.’* A charitable deduction will be

31 See PLR 9326049. See Reg. §20.2036-1(b)(2) for guidance calculating
the portion of a CRT with a retained life estate that must be included in a dece-
dent’s estate.

2 See PLR 9511029.

*PReg. §25.2523(g)-1. See PLR 9707027.

314See 843 T.M., Estate Tax Marital Deduction, and 845 T.M., Gifts, for
further discussion of the marital deductions.
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allowed to the spouse’s estate for the value of the remainder in-
terest.

The regulations provide that the grantor may retain the tes-
tamentary right to revoke the annuity or unitrust interest of a
noncharitable recipient.’”” If the grantor retains the testamentary
power to revoke or terminate the annuity or unitrust interest of
any recipient, the creation of such interest is not a completed
gift for gift tax purposes.’"

Practice Point: Where a donor wishes to create a successor
unitrust or annuity trust interest in an individual that does not
qualify for the marital deduction, the donor should retain the
testamentary right to revoke the successor interest. This will
avoid the creation of a completed taxable gift at the time of the
creation of the trust.””” The transfer will be completed only on
the donor’s death or his or her earlier renunciation of the testa-
mentary power. If the power is relinquished, a taxable gift oc-
curs at that time. If the power is retained until the donor’s death,
the full value of the trust will be included in the donor’s estate
under §2036.*"*

If the donor does not retain the right to revoke the interests
of the successor beneficiaries, there are immediate gift tax
consequences. If the donor retains an annuity interest, or a
“straight” unitrust interest (i.e., with no net income limitations),
the special valuation rules of Chapter 14 will not apply to the
gift. The taxable gift will be the value of the property trans-
ferred to the trust less the donor’s retained interest and the val-
ue of the charitable remainder.’” The annual gift tax exclusion
is not available for the gift of an annuity or unitrust interest
that commences on the occurrence or nonoccurrence of a future
event, because it is a gift of a future interest.”” Future interests
include the amount payable to a secondary life beneficiary vest-
ing upon the termination of a period of years or after termina-
tion of a preceding life estate.

Example: C transfers certain insurance policies on his own
life to a trust created for the benefit of D. Upon C’s death
the proceeds of the policies are to be invested and the net
income therefrom paid to D during his lifetime. Since the
income payments to D will not begin until after C’s death
the transfer in trust represents a gift of a future interest in
property against which no exclusion is allowable.

If the donor does not retain the right to revoke a non-
spousal successor interest in an “income exception CRT” (a
NICRUT, NIMCRUT or FLIP-CRUT, as discussed at IV.C.,
above), the gift tax consequences are more severe.

Under §2702(a), an interest retained by the transferor or
any applicable family member in a trust for the benefit of a
family member is valued at zero, unless the retained interest is
a qualified interest. Section 2702(a) does not apply to charita-
ble remainder annuity trusts or to unitrusts that do not use the
income exception.”” Under Reg. §25.2702-1(c)(3), for transfers
made on or after May 19, 1997, the unitrust interests of the

Reg. §1.664-2(a)(4), §1.664-3(a)(4).

*®Rev. Rul. 79-243. See, e.g., PLR 9326049.

' See PLR 201714002. See also Reg. §25.2511-2(c).
¥ Reg. §20.2036-1(a)(3)(ii).

Reg. §25.2702-1(c)(3), §25.2522(c)-3(d).

*’Reg. §25.2503-3(c) Ex. 2.

I Reg. §25.2702-1(c)(3).
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donor or any applicable family member in a charitable remain-
der unitrust using an income exception method will be valued
at zero under §2702 when someone other than the donor, the
donor’s U.S. citizen spouse, or both the donor and the donor’s
spouse (who is a U.S. citizen) are noncharitable beneficiaries
of the trust, unless such person holds the first of two consecu-
tive noncharitable interests and the donor holds the second. If
the Chapter 14 valuation rules apply, any interest retained by
the donor (and his or her spouse) are valued at zero, thus sub-
stantially increasing the taxable gift. For further discussion of
the Chapter 14 valuation rules, see 836 T.M., Partial Interests
— GRATs, GRUTs, and QPRTs (Section 2702).

Comment: The reason for the 1997 change in the regula-
tions was that the IRS realized it would be possible to manip-
ulate trust accounting income and therefore defer the receipt of
the trust accounting income until after the interest retained by
the donor had expired. The taxable gift of a successor income
interest might be relatively small compared to the amount of
actual income that could be received through a “make-up” dis-
tribution. Such manipulation would not affect the amount re-
ceived by the donor from an annuity trust or “straight” unitrust,
so the exception to the Chapter 14 rules was allowed to contin-
ue for those trusts.””

4. Donor and Non-Citizen Spouse

If the donor’s spouse is not a U.S. citizen, it is still possible
to give the surviving spouse a successor interest in a CRT.”
See 842 T.M., Transfers to Noncitizen Spouses, for further dis-
cussion of the applicable gift and estate tax issues.

5. Donor and Spouse Retain No Interest in the Trust

The donor may give the unitrust or annuity interest to a
child or other person. (If a grandchild or other skip person is
involved, see the discussion of the generation-skipping trans-
fer tax in IV.J., below.) This is a completed taxable gift when
the trust is funded, unless the donor retains the right to revoke
the noncharitable beneficiary’s interest.” The special valuation
rules of Chapter 14 do not apply, even if the CRT is an “income
exception” trust (as discussed in IV.C., above), because the
donor and his or her spouse do not retain any interest in the
trust. Therefore, the taxable gift is the amount of the transfer to
the trust, reduced by the value of the charitable remainder in-
terest as calculated in IV.H., above. If the gift is complete, a
gift tax return to show the taxable gift, and possibly to elect gift
splitting, must be filed. If the gift is incomplete, then a gift tax
return is due annually as the distributions are made.” An out-
right gift of an income interest, or the annual distribution if the
initial gift was incomplete, qualifies for the annual gift tax ex-
clusion.™

The gift tax annual exclusion is available only in the case
of a gift of a present interest.”” The gift of an annuity or unitrust

*2T.D. 8791, 63 Fed. Reg. 68,188 (Dec. 10, 1998).

*» See PLR 9244013.

24 See PLR 8949061 (donor retained right to revoke each of seven benefi-
ciaries’ interests; gift was only complete as distributions were made each year
from trust, allowing annual distributions to qualify for gift tax annual exclu-
sion).

*® See PLR 8949061.

*2° See PLR 8949061.
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interest will qualify as a present interest where the trustee is re-
quired to make annual distributions.”

Courts have held that the annual exclusion is not available
for the gift of an income interest where non-income-producing
property is transferred to a trust that was not a charitable re-
mainder trust.”” However, this analysis should not apply to a
charitable remainder annuity trust or unitrust, provided the gov-
erning instrument requires payment of a specified amount or
percentage. In such case, the trustee is required to make the an-
nual payments even if the amounts exceed income. The only
exception would be a net income unitrust that provides for pay-
ment of the lesser of a specified percentage or annual income.

For gift tax purposes, the beneficiaries of the trust are con-
sidered the donees of a gift made in trust. If the trust has more
than one vested beneficiary, the gift is deemed to have been
made to each beneficiary in proportion to his or her respective
interest in the trust, and a separate annual exclusion is available
for each beneficiary. An annual exclusion is not available for
a gift to a “sprinkle trust” where the trustee has the sole dis-
cretion to distribute income among a class of beneficiaries in
such amounts and proportions as the trustee sees fit. In such
case, the gift is not subject to valuation on the date of the ini-
tial transfer, because the amount actually distributed is within
the sole discretion of the trustee.” It is the right of a beneficia-
ry to receive the distributions that determines the availability of
the exclusion and not the actual distributions. For example, a
unitrust that provides for payment of the lesser of a specified
percentage or actual trust income (but not funded with non-in-
come-producing property) should qualify for the annual exclu-
sion, even though it is possible that the beneficiary may not re-
ceive any distribution in a particular year when the trust has no
income.™

Practice Point: If a sprinkling trust is desired, the donor
should not be the trustee; that arrangement would create a
grantor trust. See IV.G.1., above.

Practice Point: If the donor retains the testamentary right
to revoke individual beneficiaries’ interests, the initial gift will
be incomplete, distributions from the trust will be completed
gifts subject to the gift tax annual exclusion, and the trust will
be included in the donor’s taxable estate under §2038. If the
beneficiaries in such a trust are grandchildren of the donor (or
other “skip persons”) the generation-skipping transfer (GST)
tax consequences can be unexpected. See the discussion of
GST at IV.]., below.

6. Gift Tax Rules Applicable to the Charitable
Remainder

Assuming all qualifications for a charitable remainder
trust are met, a charitable gift tax deduction will be available

#2782503(b). The amount of the exclusion, originally $10,000, is indexed
for inflation in $1,000 increments beginning in 1999, using 1997 as the base
year. §2503(b)(2). In PLR 8637084, the IRS ruled that a unitrust interest
payable for a term of years qualified for the annual exclusion.

Reg. §25.2503-3(b). See, e.g., Commissioner v. Sharp, 153 F.2d 163
(9th Cir. 1946); Commissioner v. Lowden, 131 F.2d 127 (7th Cir. 1942).

 See Maryland Nat’l Bank v. United States, 609 F.2d 1078 (4th Cir.
1979); Berzon v. Commissioner, 534 F.2d 528 (2d Cir. 1976); Rev. Rul.
76-360.

0Reg. §25.2503-3(c) Ex. 3; Rev. Rul. 55-303.

' Reg. §25.2503-3(b).
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for the value of the remainder interest as calculated at IV.H.,
above. The following are issues that should be addressed to be
sure the gift tax deduction is available if needed. Also, if the
donor has retained an interest in the trust, and the estate tax will
be relevant to the donor, the estate tax deduction criteria should
be reviewed. If the donor retains an interest in the trust, the trust
will be included in his or her taxable estate (giving the trust as-
sets new basis under §1014). Thus, the estate tax charitable de-
duction, not just the gift tax charitable deduction, will be rele-
vant. This applies whether the gift was originally complete or
incomplete.”

a. Incomplete Gifts

Section 2522(a) provides a gift tax deduction for transfers
to be used exclusively for public, charitable, and religious pur-
poses. Unlike the income tax charitable deduction, the gift tax
charitable deduction is subject to no percentage limitations. In
many cases, the charitable remainder interest will be an incom-
plete gift because the donor has retained the right to change
the charity. As discussed above, a gift is incomplete where the
donor reserves the power to alter the beneficial enjoyment of
the beneficiaries. In PLR 9707027, the grantor of a CRUT re-
tained the power to name new charitable remainder beneficia-
ries and/or to alter the interests of the remainder beneficiaries.
The transfer of property to the trust was an incomplete gift of
the remainder interest and was not subject to gift tax.™

If a charitable remainder trust includes a provision allow-
ing an independent trustee to sprinkle the annual payment be-
tween the donor/beneficiary and charities chosen by the donor,
the gift to the lead charities is incomplete until the designation
is made. This is important because otherwise the portion of the
annual payment that could go to the lead charities may be a tax-
able gift not qualifying for the gift tax charitable deduction be-
cause it is unascertainable.”*

b. Completed Gifts

If the donor does not retain the right to change the charity,
or relinquishes the right to change the charity during his or her
lifetime, the gift of the remainder interest will be complete. As-
suming all qualifications are met, a charitable gift tax deduction
will be available for the value of the remainder interest as cal-
culated at IV.H., above. A gift tax charitable deduction is per-
mitted for a charitable gift of a remainder interest made after
July 31, 19609, only if it is in the form of a charitable remainder
annuity trust, a charitable remainder unitrust, or a contribution
to a pooled income fund.”

The regulations impose certain conditions on transfers that
are not exclusively for charitable purposes. A gift tax charitable
deduction may be taken for a remainder interest only where the
interest is presently ascertainable and severable from the non-
charitable interest.® In Rev. Rul. 80-83, the donor was a co-
trustee of a CRUT and also a director of a publicly held cor-
poration, the stock of which comprised the entire corpus of the
trust. Any sale of the stock was subject to a right of first re-

3282036, §2038.

* Citing Reg. §25.2511-2(c).

Reg. §25.2511-2(c); PLR 201845014.
3382522(c)(2)(A).

Reg. §25.2522(c)-3(a).
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fusal by the corporation. In valuing the stock, the trustees con-
sistently adopted the valuation established by the corporation
in exercising its right of first refusal. The IRS ruled that be-
cause the donor was bound by fiduciary duty to exercise inde-
pendent judgment on behalf of both the trust and the corpora-
tion in valuing the stock, the value of the charitable remainder
was ascertainable within the meaning of the regulations.
Comment: This ruling leaves several questions unan-
swered. First, it is not clear to what extent the regulations relat-
ing to “ascertainability and severability” are applicable to char-
itable remainder trusts in view of the strict §664 rules that seek
to insure a charity’s interest in the remainder, and the separate
reference to charitable trusts in the same regulation.”” Second,
although the holding is limited to the initial deduction, the rul-
ing appears to sanction the trust’s continuing tax-exempt status
as well. Lastly, the unusual nature of the corporate arrangement
set forth in the ruling in effect limits the precedential value of
the ruling to situations where the corpus consists of stock of a
closely held corporation. It is rare for a publicly held corpora-
tion to hold a right of first refusal in the shareholder’s stock.

¢. Reformation if Document Is Defective

See V.E., below, for a discussion of the authorities con-
cerning reformation under §2055(e)(3). Although this is an es-
tate tax provision, the gift tax provision is cross-referenced to
it.338

d. The 5% Exhaustion Rule

The “5% rule” discussed at [V.D.3., above, may cause dis-
allowance of the gift tax charitable deduction for a CRAT if the
test is failed.”

e. The 10% Minimum Charitable Remainder Value
Requirement

Failure to satisfy the minimum charitable benefit rule (i.e.,
the requirement that the present value of the charitable remain-
der interest be at least 10% of the fair market value of the prop-
erty contributed), discussed at IV.D.2., above, will cause disal-
lowance of any gift tax charitable deduction.*

f. Identity of Charitable Remainder Beneficiaries

The charitable remainder beneficiary must satisfy the re-
quirements of both §2522(a) and §170(c) for the gift to qualify
for the charitable deduction.' The category of organizations
qualifying for an income tax charitable deduction is not identi-
cal to the class qualifying for a gift tax charitable deduction. To
ensure that a gift tax charitable deduction is allowed, the gov-
erning instrument should expressly limit the ultimate distribu-
tion of the transferred property to one or more organizations de-
scribed in both §170(c)* and §2522(a). This is also discussed
at IV.F.1., above. In Rev. Rul. 76-371, a gift tax deduction was
allowed where the trustee had the power, exercisable during the

*Reg. §25.2522(c)-3(c)(2)(V).

¥§2522(c)(4).

*¥Rev. Rul. 77-374.

#0§2522(c)(2)(A), §664(d)(1)(D), §664(d)(2)(D).

1 Reg. §25.2522(c)-3(c)(2)(V).

*21f the income tax deduction allowable for gifts to public charities is de-
sired, the document should refer to §170(b)(1)(A) rather than §170(c).
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grantor’s life, to add and/or substitute additional organizations
described in §170(b)(1)(A) as remainder beneficiaries, because
any such organization would also be described in §2522(a).

Example: If the remainder beneficiary of an otherwise
qualified CRT is a cemetery organization, an income tax
charitable deduction will be allowed but a gift tax chari-
table deduction will not. This is because — although the
remainder beneficiary is described in §170(c)(5) and, thus,
satisfies the §664 requirements — it does not qualify un-
der §2522(a)(2).

In Rev. Rul. 76-307, the governing instrument of a unitrust
provided that the remainder interest would be paid to a foun-
dation that qualified as an organization described in §170(c)
and §2522(a) and §2522(b) at the time of the transfer. The gov-
erning instrument further provided that if, upon termination of
the trust, the foundation was not an organization described in
§170(c), distribution of the remainder would be made to one or
more organizations that qualified under §170(c) as selected by
the trustee.

The governing instrument in the ruling did not require
that any alternative remainder beneficiary also qualify as a
§2522(a) organization at termination of the trust. Reg.
§25.2522(c)-3(b)(1) provides that a gift tax charitable deduc-
tion will be allowed if the interest is vested in a charity on the
date of the transfer even if the interest is subject to divestment
upon the performance of some act or the occurrence of a future
happening, provided that the likelihood that the event will take
place is so remote as to be negligible. Rev. Rul. 76-307 con-
cluded that a gift tax charitable deduction was permitted, be-
cause the foundation qualified under §170(c) and §2522(a) at
the time of the transfer in trust and the possibility that the foun-
dation would not continue to be an organization described in
both sections was so remote as to be negligible.

Although Rev. Rul. 76-307 does not state the basis on
which the IRS made this determination, Rev. Rul. 80-38 pro-
vides some clarification. Rev. Rul. 80-38 discusses the applic-
able income tax charitable deduction percentage limitation in
the case of a CRT providing that if the designated charitable re-
mainder beneficiary, a §170(c) organization also a public char-
ity described in §170(b)(1)(A), is not described in §170(c) at
trust termination, the trustee must select another §170(c) orga-
nization. The ruling concludes that “[b]ecause the designated
organization in the present case is a public university, there is
a small likelihood that it will cease to exist as an organization
described in sections 170(c) and 170(b)(1)(A).” The governing
instrument also failed to limit the alternative remainder bene-
ficiary to an organization described in §2522(a) in addition to
§170(c). Rev. Rul. 80-38 suggests that a gift tax charitable de-
duction would have been permitted where the designated re-
mainder beneficiary was a public university even though there
was a possibility that another organization not qualifying under
§2522(a) could be named. It remains unclear whether the IRS
would extend this presumption to other organizations and, if so,
what types of organizations would qualify for the presumption.
Thus, the governing instrument should contain the appropriate
limiting language to ensure that a gift tax charitable deduction
is allowed. The IRS sample documents include appropriate lan-
guage and highlight this issue.
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g. Section 508

As discussed at VI.G.l.a., below, §508(d)(2) requires
trusts described in §4947 (which generally include CRTs) to in-
clude certain provisions in their governing instruments. Failure
to include these provisions will cause the disallowance of a gift
tax charitable deduction. Charitable remainder trust documents
do not need to include all of the private foundation provisions,
only those that apply to CRTs.** However, if the trust will con-
tinue as a private foundation after the noncharitable interests
expire, all private foundation provisions should be included.
The IRS sample documents highlight this issue and provide al-
ternative clauses. Many documents include the full set of pri-
vate foundation provisions specifically or by reference; there is
nothing wrong with including them.

h. Amount of Charitable Deduction

The amount of the deduction for the remainder interest is
discussed at IV.H., above.

If a designated charitable remainder beneficiary also re-
ceives a portion of the annuity or unitrust amount, a charitable
gift tax deduction is available for the creation of an annuity or
unitrust interest in the charitable remainder beneficiary.*** How-
ever, an income tax deduction is not available for the value of
an annuity or unitrust interest given to charity, except in the
case of a later donation of the interest, as discussed in VIL.B.,
and VIILB., below.**

In Rev. Rul. 76-225.* the IRS had ruled that an estate tax
charitable deduction was not allowed for the value of an annu-
ity interest in a CRAT passing to a §170(c) organization up-
on the death of each of the designated individual recipients be-
cause the payment did not constitute a guaranteed annuity for
estate tax purposes. The same result presumably would have
been reached for gift tax purposes. Rev. Rul. 76-225 was re-
voked by T.D. 9068,* which modified the estate, gift, and in-
come tax regulations to eliminate the provisions disallowing a
charitable deduction for charitable annuity or unitrust interests
that are preceded by noncharitable unitrust or annuity interests.

J. Generation-Skipping Transfer Tax

The generation-skipping transfer (GST) tax applies to inter

vivos transfers after September 25, 1985.* The GST tax is im-

posed at a flat rate equal to the top federal estate tax rate*® on

direct transfers in which assets pass to individuals more than
one generation below that of the transferor (e.g., grandparent to

38508(d)(2)(A); Reg. §1.508-3(e)(2).

*Reg. §25.2522(c)-3(c)(2)(vi)(f), §25.2522(c)-3(c)(2)(vii)(e).

*Reg. §1.664-2(d), §1.664-3(d).

34 Revoked by, T.D. 9068, 68 Fed. Reg. 40,130 (July 7, 2003).

768 Fed. Reg. 40,130 (July 7, 2003).

*There is a limited exception for a transfer under a will executed before
October 22, 1986, if the testator died before January 1, 1987. The Technical
and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647, §1014(h), ex-
tended the transitional rule to revocable trusts.

*982641(a)(1). The exception is generation-skipping transfers made in
2010, which were subject to a 0% tax rate, in a year when the maximum estate
tax rate was 35%. See Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010 (2010 TRA), Pub. L. No. 111-312, §302(c), a
non-Code provision.
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grandchild)™ and on certain “taxable terminations™™' or “tax-

able distributions.”” Each individual has a GST exemption that
the individual can allocate to transfers in any way he or she sees
fit.”® The GST exemption amount for a calendar year equals
the §2010(c) basic exclusion amount for that year.” Of course,
the GST exemption will not eliminate any estate or gift tax that
would have been due on the transfer.

The creation of a charitable remainder trust (CRT) will
have GST tax implications only if one of the noncharitable ben-
eficiaries is two or more generations below that of the donor (a
“skip person”). For non-family members, this includes any in-
dividual born more than 372 years after the date of birth of the
grantor.”” The charitable remainder beneficiary is considered to
be in the grantor’s generation.™

The transfer to the trust itself is not a generation-skipping
transfer because of the charitable remainder beneficiary’s inter-
est in the trust.” Thus, the only taxable event would be the dis-
tribution of the annuity or unitrust amount to the younger-gen-
eration beneficiary. There would not be a taxable termination,
because the remainder interest is distributable to the designated
charity *®

*§2613(a).

#1§2612(a)(1).

#282612(b).

#382631(a). If a trust is potentially subject to GST tax, the transferor’s
GST exemption must be allocated on the gift tax return reporting the gift. Relief
may be available if the allocation is missed. In PLR 200303053, donors entered
into five separate pooled income fund agreements naming their five grandchil-
dren as income beneficiaries and a university as the remainder beneficiary. For
the first four of the five years in which donors made contributions, the donors’
accountant failed to allocate any of their GST exemptions on the gift tax re-
turns. The donors requested an extension of time for the allocation. Citing now
obsolete Notice 2001-50, the IRS granted the donors a 60-day extension to al-
locate their exemptions to the transfers. The IRS found that the donors had sat-
isfied the requirements for granting relief by showing that they had reasonably
relied on a qualified tax professional to properly make the allocations. See al-
so PLR 202233002 (extension of time granted under Reg. §301.9100-3 where
three CRATs had GST potential and taxpayer’s estate did not intend equal al-
location of GST between CRATS, but estate, relying on attorney, did not af-
firmatively allocate any GST exemption on Form 706), PLR 202133006 (IRS
granted extension to allocate GST exemption to transfers to CRUTSs where ac-
counting firm reported value of transfer to CRUT on gift tax return, but did not
allocate any part of donor or donor’s spouse’s GST exemption to transfer to
CRUT). In 2024, the IRS issued final regulations under §2642(g)(1) that gov-
ern requests for extensions of time to allocate GST exemptions, to make an
election not to have GST exemption automatically allocated under §2632(b)(1)
to a direct skip or under §2632(c)(1) to an indirect skip or to any transfers made
to a trust, and to make an election to treat any trust as a GST trust (in lieu of re-
quests under Reg. §301.9100-3). See Reg. §26.2642-7, as added by T.D. 9996,
89 Fed. Reg. 37,116 (May 6, 2024), applicable to requests for relief to which
§2642(g)(1) applies that are filed on or after May 6, 2024.

#482631(c). For generation-skipping transfers made after 2025, the GST
exemption amount is $15 million, as adjusted for inflation. See §2010(c) (as
amended by the One Big Beautiful Bill Act (OBBBA), Pub. L. No. 119-21,
§70106, effective for transfers made after December 31, 2025). For generation-
skipping transfers made after 2017 and before 2026, the GST exemption
amount is $10 million, as adjusted for inflation. See former §2010(c) (as
amended by Tax Cuts and Jobs Act, Pub. L. No. 115-97, §11061, effective for
transfers made after December 31, 2017, and before January 1, 2026). For the
inflation-adjusted GST exemption amounts (and a detailed discussion of the
GST tax generally), see 850 T.M., Generation-Skipping Transfer Tax (Chapter
13).

3§2651(d)(2).

3082651(f)(3).

$782652(c)(1)(C).

#§2612(a)(1)(A).
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The recipient of a taxable distribution is responsible for
paying the GST tax.” A trustee is responsible for the payment
of GST tax only in the case of a direct transfer from a trust on
a taxable termination.’® In any event, the GST tax should never
be paid by the trust, because that would violate the requirement
that no amount other than the annuity or unitrust amount may
be paid to a noncharitable beneficiary.™

There are three possible structures to which the GST tax
may apply. This is not a full discussion of the GST tax rules;
these are only intended to highlight the situations where the
GST might apply. If it appears that it might apply, refer to 850
T.M., Generation-Skipping Transter Tax (Chapter 13), for fur-
ther analysis.

First, the trust could be designed for a skip person to re-
ceive an immediate interest. For example, a trust could be es-
tablished for a term to pay to a grandchild attending college. In
this case, the person funding the trust would probably want to
allocate enough of his or her GST exemption so that the trust
(and therefore the distributions) would be exempt from GST
tax. That allocation is made on the gift tax return for the year
in which the trust is funded. The trust will not receive an au-
tomatic allocation of exemption,’ so it is important to file the
return and make the timely allocation. See 850 T.M., Genera-
tion-Skipping Transfer Tax (Chapter 13).

Practice Point: For trusts with immediate skip-person ben-
eficiaries, the donor should not retain the right to revoke the
noncharitable beneficiaries’ interests. If that power is retained,
the gift is incomplete, so any GST exemption allocation will be
ineffective to fully exempt the trust.’®’

The second situation where GST considerations might ap-
ply is if the donor is the initial noncharitable beneficiary and a
skip person is a contingent beneficiary after the donor (or af-
ter the donor and spouse). Because such a trust will be includ-
ed in the donor’s taxable estate, allocating GST exemption at
the time the trust is funded would not be effective.* The GST
analysis and possible allocation of GST exemption should oc-
cur at the death of the donor spouse as part of the estate tax re-
turn preparation process.’”

The third situation where GST considerations might apply
is if the skip person is expected to receive a secondary interest
after a non-skip person and the donor does not retain an interest
in the trust. This situation usually would be a completed gift
and not result in inclusion in the donor’s estate, so the GST
analysis should take place when the trust is initially funded. An
example would be a 20-year term CRT in which the donor’s
child is the initial noncharitable beneficiary and a grandchild is
to receive the interest if the child dies within the trust term. In
this case, it may or may not be a good use of the donor’s GST

982603(a)(1). The tax is payable with Form 706-GS(D), Generation-
Skipping Transfer Tax Return for Distributions.

3082603(a)(2).

*1§664(d)(1)(B), §664(d)(2)(B).

*2GST exemption is automatically allocated to indirect skips in trust.
§2632(c)(1). However, CRTs are excluded from the definition of indirect skips
by §2632(c)3)(B)(v).

*®Reg. §26.2632-1(c)(5) Ex. 2.

**Reg. §26.2632-1(c).

365 See 822 T.M., Estate, Gift, and Generation-Skipping Tax Returns and
Audits, and 850 T.M., Generation-Skipping Transfer Tax (Chapter 13).
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exemption; the beneficiary sequence would need to be ana-
lyzed on a case-by-case basis.

K. Charitable Remainder Trust Documents Requirements

To qualify as a charitable remainder trust (CRT), the trust
instrument must be irrevocable,” and it must create a valid
trust under applicable local law.™" Thus, the trust instrument
must incorporate any applicable requirements of local law re-
lating to charitable trusts and comply with §664 and the regu-
lations thereunder. The IRS has ruled that the trust instrument
must create a valid trust, not only under applicable local law,
but also for income tax purposes under the entity classification
regulations.’® In PLR 200203034, the arrangement was deemed
to create a business trust and, therefore, not a qualified charita-
ble remainder trust.”

The IRS has published a series of revenue procedures con-
taining annotated sample charitable remainder trust instruments
that can be used in drafting the governing instrument. These
sample instruments include annuity trusts and unitrusts, inter
vivos and testamentary trusts, and trusts for one and two lives
and terms of years.”™

367

1. Working with the IRS Sample Forms

The IRS sample trust forms should be the starting point
for any CRT instrument. Use the list at Worksheet 2 to select
the applicable form for the type of trust desired. For example,
Rev. Proc. 2005-54 is the inter vivos unitrust with consecutive
interests for two lives. The sample document includes alter-
native paragraphs that incorporate almost all of the variations
that a drafter could want, including the “net income” variations
(NICRUT, NIMCRUT, and FLIP-CRUT discussed above at
IV.C., above), the right to change the remainder charity, quali-
fied contingencies that would accelerate the charitable remain-
der, continuation of the trust as a wholly charitable trust, and
the right to revoke the successor income interest.

Each paragraph in the sample forms includes annotations
explaining the consequences of the use (or non-use) of a partic-
ular provision. The drafter should consider each alternative and
document the donor’s intentions regarding each alternative.

There will be times when the sample documents do not in-
clude the terms desired by the donor. For example, the donor
may want more than two concurrent or consecutive beneficia-

% See Reg. §1.664-1(a)(1)().

37 See, e.g., Rev. Proc. 2003-53 (annuity trust), Rev. Proc. 2005-52 (uni-
trust).

¥ Reg. §301.7701-4(b).

**The IRS ruled, specifically, that a proposed charitable remainder uni-
trust to be created by an S corporation and its shareholder would not be clas-
sified as a trust for income tax purposes and, thus, would fail to qualify un-
der §664. The result was similar in PLR 9547004, where the IRS ruled that a
proposed CRUT with multiple grantors and beneficiaries was classified as an
association, rather than a trust, and did not satisfy the §664(d) definition of a
charitable remainder trust. The trust was established by a husband and wife and
their six grandchildren, who planned to fund it with appreciated securities. The
trust provided that the husband and wife would receive the unitrust payment
for their joint lives and for the life of the survivor of them. On the death of the
survivor, the grandchildren would have the right to the unitrust payment until
the death of the survivor of them, at which time the remainder would pass to
a charity. The IRS explained that under the regulations, if an entity has both
associates and a business purpose, it is classified as an association rather than a
trust.

See Worksheet 2 for a list of the specific trust forms.
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ries. Although the IRS will not rule on CRTs that entirely fol-
low the sample documents,”" it will rule on provisions not in-
cluded in the samples.”” The donor and advisor will have to de-
cide whether the variation from the sample documents is suf-
ficiently important to warrant the expense and delay of a rul-
ing. If a custom actuarial factor is required, then a ruling may
be necessary. The donor, alternatively, may retain an actuary
without obtaining a ruling.””

For convenience in administering the trust, the trust may
be drafted to terminate the income interest with the payment
immediately preceding the death of the beneficiary. This avoids
having to make a final prorated payment to the estate of the
beneficiary. If the trust is a two-life trust, the successor bene-
ficiary receives a full payment for the period that includes the
date of death of the initial beneficiary. This adjustment does not
affect the valuation of the annuity or unitrust interest.”™

For a testamentary trust, it is advisable to include a pro-
vision adjusting the payout rate or term of the trust in case the
trust as originally drafted does not meet the minimum 10% re-
mainder value as of the date of death. If the trust is self-adjust-
ing, a reformation proceeding under §2055(e)(3)(J)(ii) would
not be needed.

2. Governing Instrument Requirements

The sample documents include all the required elements
for a valid charitable remainder trust (other than specific local
requirements for a valid trust, which also must be included).
The following are specific requirements for a governing instru-
ment.

a. Calendar Year Requirement

The Tax Reform Act of 1986 (1986 Act)y’” required all
trusts, both existing and newly created, to adopt a calendar year
for taxable years beginning after December 31, 1986.”°

''This proscription (first stated in superseded Rev. Proc. 89-19 and Rev.
Proc. 90-33) is found in the third annual revenue procedure, which lists the “no
ruling” areas, published in the first annual Internal Revenue Bulletin. Addi-
tional information is provided in the revenue procedures containing the sample
CRT forms. The IRS has also stated that it will not issue rulings on CRUTs
that use the §664(d)(3) income exception if the grantor, a trustee, a beneficiary,
or a person related or subordinate to such person can control the timing of the
trust’s receipt of income from a partnership or deferred annuity contract. This
proscription (first stated in superseded Rev. Proc. 97-23) is found in the third
annual revenue procedure published in the first annual Internal Revenue Bul-
letin. See Rev. Proc. 2026-3, §4.01(39). In Rev. Proc. 97-23, the IRS stated that
it is studying the issue of whether, because of the potential for manipulation of
trust income for the benefit of the unitrust beneficiary, such trusts qualify as
CRTs.

2 See, e.g., PLR 201845014 (sprinkling power between individual bene-
ficiary and charity vested in independent trustee), PLR 201126007 (ability of
trustee of CRAT to invest in annuity), PLR 200813023, PLR 200813006 (spe-
cial trustees who held power to sprinkle unitrust amount), PLR 9712031 (re-
tention of powers to designate charitable beneficiary by will, to instruct trustee
to distribute assets to charity during trust term, to negotiate trustee compen-
sation, and to remove trustee or investment manager and appoint successor),
PLR 9504012 (reservation of powers to change remainder beneficiary and ap-
point successor trustee), PLR 9419021 (partnership as noncharitable beneficia-
ry), PLR 9117038 (three life income beneficiaries).

PReg. §1.664-4(b).

T Reg. §1.664-2(a)(5)(1), §1.664-3(a)(5)(i).

7Pub. L. No. 99-514, §1403(a).

708644,
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b. Requirement that Trust Must Be Either an Annuity
Trust or a Unitrust

A trust qualifies as a charitable remainder trust only if it
is either a charitable remainder annuity trust or a charitable re-
mainder unitrust.””’ The different payment requirements for the
two types of trusts may not be combined; in fact, such combi-
nation will cause disqualification of the trust.

Example: A trust that provides for an annual payment to a
noncharitable beneficiary of the greater of a sum certain or
fixed percentage of the annually determined value of the
trust assets does not qualify as a CRT. The trust is not a
CRAT because the payment for a particular year may be of
a fixed percentage of the annually determined value of the
trust assets, which is not a “sum certain” as required for
qualification as a CRAT. The trust is not a CRUT because
the payment for a particular year may be of a sum certain,
which is not a “fixed percentage” (or lesser of “fixed per-
centage or trust income”) of the annually determined value
of the trust assets as required for CRUTs.”

An annuity trust will not qualify unless its governing in-
strument expressly prohibits additional contributions.” The
governing instrument of a unitrust must either prohibit addi-
tional contributions or provide special rules for the valuation of
unitrust payments in the case of additional contributions.™

c. Trust Must Function Exclusively as Charitable
Remainder Trust from Date of Creation

To qualify as a CRT, the trust must satisfy the definition of
a CRT and function exclusively as a CRT from the date of its
creation.™ An inter vivos trust is never deemed created before
the date on which property is transferred to the trust.” For the
purposes of §664, the trust is deemed created as soon as no per-
son (including the grantor) is considered the owner of the entire
trust corpus pursuant to the grantor trust rules of §671-§678.*%

Example 1. On January 1, G transfers property in trust and
retains the power to revoke the trust during his lifetime.
The trust otherwise would constitute a qualified CRT if
it were irrevocable. For purposes of §664, the trust is not
deemed created on January 1, because on that date G is
treated as the owner of the entire trust under §676(a) of the

T Reg. §1.664-1(a)(2).

378 Reg. §1.664-1(a)(2). The net income only unitrust, the net income with
make-up unitrust, and flip unitrust options discussed at IV.C., above, involve
variations of the unitrust payment requirements and are not exceptions to the
rule that a charitable remainder trust must function either as an annuity trust or
a unitrust.

7 See Worksheet 2.

*0See Worksheet 2. For example, such special rules applicable in the case
of additional contributions include provisions to enable the trust to meet the
10% test under §664(d)(4) when an additional contribution is made to the trust
at a time when the federal midterm rate is lower such that the present value of
the remainder interest is no longer 10% of the initial net fair market value of all
property placed in the trust. See VL.H.3., below, for further discussion.

¥ Reg. §1.664-1(a)(4).

382Reg. §1.664-1(a)(4). See the discussion at V., below, concerning the
date of creation of a testamentary trust.

*Reg. §1.664-1(a)(4).
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grantor trust rules.”® Three years after the creation of the
trust, G dies, at which time the trust becomes irrevocable.
For purposes of §664, the trust is deemed created on the
date of G’s death, because that is the earliest date on which
G (or any other person) is not treated as the owner of the
entire trust under the grantor trust rules. The trust qualifies
as a CRT because it will thereafter function exclusively as
a CRT.*™

Example 2. The facts are the same as in Example 1, except
that G retains the inter vivos power to revoke only one-half
of the trust. Pursuant to §676(a), G is treated as the owner
of one-half of the trust. For purposes of §664, the trust is
deemed created on January 1, because on that date G is not
treated as the owner of the entire trust under the grantor
trust rules. Consequently, a charitable deduction is not al-
lowable either at the creation of the trust or at G’s death
because the trust does not satisfy the definition of a CRT
from the date of its creation.™

Comment: Under Example 2, the regulations could have
treated the trust as severable. One trust composed of one-half of
the trust assets would have been completely irrevocable from
the date of creation and, thus, a qualified charitable remainder
trust. The other trust would have been completely revocable by
the grantor and, thus, a grantor trust that was a qualified char-
itable remainder trust only on the death of the grantor. Since
the regulations do not adopt this interpretation, separate trusts
should be created whenever a grantor desires to retain a pow-
er over a portion of the trust assets. This situation could arise
if a trust was funded with community property. Spouses with
community property may decide to transmute their property to
separate property before funding to avoid this issue.

d. Investment Restrictions

A trust does not qualify as a CRT if its governing instru-
ment “restricts the trustee from investing the trust assets in a
manner which could result in the annual realization of a reason-
able amount of income or gain from the sale or disposition of
trust assets.”” A provision that restricts the trustee to a certain
type of investment (e.g., tax-exempt bonds) will disqualify the
trust. The regulations do not expressly require a specific provi-
sion in the governing instrument to the effect that the trustee is
not restricted in his or her investments, but the sample instru-
ments published in the revenue procedures™ all contain such a
provision. An area that has received considerable attention is
the investment of trust assets in tax-exempt securities. The IRS
ruled in Rev. Rul. 60-370 that if a trustee is under any obliga-
tion, whether express or implied, to sell or exchange the prop-
erty transferred to the trust and to reinvest the proceeds in tax-
exempt securities, any gain realized on the sale is taxed to the

4 Section 676(a) provides that the grantor is treated as the owner of any
portion of the trust with respect to which the grantor reserves the power to re-
gain title to the trust assets.

#Reg. §1.664-1(a)(6) Ex. (1).

¥ Reg. §1.664-1(a)(6) Ex. (2).

*Reg. §1.664-1(a)(3).

¥ See Worksheet 2 for a list of the Revenue Procedures for the sample
forms.
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grantor. This ruling is referenced in most private letter rulings
issued regarding inter vivos transfers.

Practice Point: If tax-exempt bonds are contributed to, and
retained by, the trust, distributions from the trust generally are
nontaxable to the recipient (although fiduciary considerations
may preclude this technique). If appreciated assets are con-
tributed to the trust, sold by the trustee, and then reinvested
in tax-exempt securities, the beneficiary will be taxed on cap-
ital gain and ordinary income, not tax-exempt income, due to
the operation of the “class and category system” discussed at
VI.C., below.

In Rev. Rul. 73-610 the IRS disqualified a trust where the
grantor’s spouse retained a life interest in a portion of the trust
assets (an antique collection). As a result of the spouse’s in-
tervening life estate, the trustee was unable to invest all of the
trust assets to produce income or sell or dispose of all the as-
sets. The IRS ruled that this violated the requirement that the
trustee must be free to invest the assets in a manner that will
permit the assets to realize a reasonable rate of return.

In Rev. Rul. 73-571, the IRS ruled that a bank serving as
trustee of a CRUT could invest the trust assets in the trustee’s
common trust funds used primarily by revocable inter vivos
noncharitable trusts.

A university serving as trustee of a CRT is permitted to
invest the trust’s assets in its general endowment fund without
jeopardizing the trust’s exempt status or the donor’s charitable
deduction.” In addition, a charity serving as trustee of sever-
al CRTs was permitted to invest the assets of the trusts joint-
ly.* However, the Philanthropy Protection Act of 1995 re-
quires written disclosure to the donor by a trustee concerning
commingling of funds. If a charity is acting as trustee of a CRT
in which the remainder interest is irrevocably dedicated to any
charitable organization and if the assets of the CRT are not seg-
regated, but instead are commingled with other charitable as-
sets in a collective investment vehicle, the trustee must disclose
enough information about the operation of the charitable in-
come fund in which the gift may be pooled to permit the donor
to make informed decisions about whether or not to make a gift
and whether or not to permit a gift to be pooled in such fund.

The IRS has ruled that a provision in a CRAT giving the
trustee discretion to allocate a portion of the trust assets to pur-
chase an annuity contract to fund the annual annuity payments

*Rev. Rul. 83-19, amplifying Rev. Rul. 73-571. The IRS has issued a
number of favorable private letter rulings on contractual arrangements under
which a CRUT that could not directly invest in a college or university endow-
ment fund, because a direct investment would generate unrelated business tax-
able income (UBTI) that would cause a charitable remainder trust to lose its
tax-exempt status for that tax year, instead received units under which the col-
lege or university was contractually obligated to make payments based on the
performance of the endowment fund. In these rulings, the IRS ruled that UBTI
was not generated by (i) the issuance of units, (ii) the receipt of payments on the
units, or (iii) the redemption of units. See PLR 201613015, PLR 201613014,
PLR 201408034, PLR 201311036, PLR 201311032, PLR 201218015, PLR
200817038, PLR 200711037, PLR 200711034, PLR 200711025, PLR
200710013-PLR 200710016, PLR 200704036, PLR 200703037-PLR
200703038, PLR 200352017-PLR 200352018 (modified by PLR
200702040-PLR 200702041). In PLR 200826026 and PLR 200735019, the
IRS ruled that a CRUT’s units in a university’s endowment fund were §1221
capital assets and that a redemption of the units would generate short- or long-
term capital gain under §1234A, depending on the holding period.

*YPLR 8903019.

*'Pub. L. No. 104-62, §21.
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(to the trust’s grantor) would not prevent the trust from qualify-
ing under §664(d)(1).”” Before actually purchasing such a poli-
cy, the trustee should also consider fiduciary responsibilities to
the remainder charity.

A CRT may not hold S corporation stock, because the
ownership of such stock would terminate the corporation’s
election under subchapter S.** In Rev. Rul. 92-48, the IRS ruled
that a CRT cannot be the subject of a qualified subchapter
S trust election under §1361(d)(2). Likewise, a CRT may not
hold S corporation stock by qualifying as an electing small
business trust.”*

The grantor’s income tax deduction may be affected where
the grantor or a “related party” retains the annuity or unitrust
interest in a trust funded with tangible personal property; how-
ever, this issue arises only in the case of an inter vivos trust.”

e. Prohibition on Invasion and Reversion

(1) Invasion Powers

The sample documents all include a standard provision
negating any state law trustee powers that would conflict with
the trust’s qualifying as a CRT.* This provision is needed be-
cause CRTs are governed by applicable state laws as well as
§664. In Rev. Rul. 77-58, the IRS ruled that a trust did not qual-
ify because of its failure to negate certain provisions of applic-
able state trust laws. The trust law of the state in question pro-
vided that, unless otherwise provided in the trust instrument,
a trustee had the power in certain circumstances to invade the
trust for the benefit of the grantor and the income beneficiary.
The IRS ruled that, in the absence of a contrary provision in the
governing instrument, the trustee possessed the powers granted
by state law. As a result, the trust did not qualify under §664
because it violated the requirement that no person may have a
power to invade the trust for the use of a non-§170(c) organiza-
tion.

A trust will not be a qualified CRT if it is subject to a pow-
er to invade, alter, amend, or revoke for the benefit of a person
other than an organization qualifying under §170(c). The ex-
ception to this rule is that the grantor may retain a testamentary
power to revoke or terminate the life interest of a noncharita-
ble beneficiary and retain the power to substitute one charitable
beneficiary for another.™ Of course, the testamentary power to
revoke or terminate a noncharitable interest can only benefit
the charitable remainder interest, by accelerating the vesting of
the charitable interest.

*2PLR 201126007. The PLR indicated that the CRAT would possess all
incidents of ownership in the annuity contract, be entitled to all payments from
the annuity, and receive such payments each year for the trust’s duration in an
amount equal to or greater than the trust’s annual annuity payout.

81361(b)(1)(B), §1361(c)(2), §1361(e)(1)(B)(iii).

3481361(e)(1)(B)(iii). When the provision for electing small business
trusts was added by the Small Business Job Protection Act of 1996, Pub. L. No.
104-188, it was unclear whether CRTs would qualify. TRA ‘97, Pub. L. No.
105-34, §1601, added §1361(e)(1)(B)(iii) as a technical correction to make it
clear that CRTs do not qualify under §1361(e).

3% See the discussion at IV.A.3., above.

* See, e.g., Rev. Proc. 2005-52 (unitrust), Rev. Proc. 2003-53 (annuity
trust).

¥ Reg. §1.664-2(a)(4), §1.664-3(a)(4).
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(2) Reversion Issues

Overly cautious drafters have sometimes included provi-
sions requiring the return of trust assets if the grantor does not
receive the desired tax results. The IRS has not viewed such
provisions in a favorable light and has ruled that such provi-
sions disqualify a trust from being treated as a CRT, because
they authorize the payment of an amount other than the annuity
or unitrust amount and are not a completed charitable gift. The
IRS ruled in Rev. Rul. 76-309 that a fully funded and otherwise
qualifying annuity trust failed to qualify because the governing
instrument provided that the trust would be deemed null and
void and all the assets returned to the grantor if the IRS disal-
lowed the grantor’s income tax deduction for the value of the
charitable remainder interest. The IRS ruled that this condition
made it possible for an amount other than the annuity payment
to be paid to a noncharitable beneficiary and disallowed the in-
come tax charitable deduction because the remainder interest
had not been transferred to or for the use of a charitable organi-
zation or retained by the trust for such charitable use.

In Rev. Rul. 76-309, the IRS distinguished Rev. Rul.
60-276.” There, a newly established pension trust had not been
disqualified where the employer’s contributions were to be re-
turned to the employer if the IRS refused to rule that the trust
was initially qualified. The distinguishing factor was that, in
Rev. Rul. 60-276, the trust assets could not be returned to the
employer after the IRS ruled the trust qualified, whereas the
return of assets in Rev. Rul. 76-309 would occur upon disal-
lowance of the grantor’s tax deduction even if the trust was
otherwise qualified. Although Rev. Rul. 60-276 is now obso-
lete, it suggested, when read together with Rev. Rul. 76-309,
that the IRS might permit a conditional return provision in a
CRT where the return of the assets is contingent on the receipt
of a favorable private letter ruling and not the approval of the
grantor’s income tax deduction.

Although a provision to return the assets to the grantor up-
on receipt of an unfavorable ruling may not itself disqualify the
trust, the charitable deduction will not be allowed if the IRS
finds the trust is not otherwise qualified. If the grantor has al-
ready funded the trust, the disallowance of the deduction may
have harsh results, particularly for gift tax purposes.

To a large extent, the need to include a return provision
in the governing instrument can be eliminated by authorizing
the trustee to amend the trust for the purpose of ensuring that
the trust qualifies as a CRT. The sample governing instruments
published by the IRS grant the trustee a limited power to amend
the trust in any manner required for the sole purpose of ensur-
ing that the trust qualifies and continues to qualify as a CRT
under §664.%°

Comment: Even with the limited power of amendment,
Rev. Rul. 76-309 illustrates the importance of careful drafting
and thorough planning before a donor funds a CRT. A donor
may wish to consider the advisability of obtaining a private let-

8 Obsoleted by Rev. Rul. 91-4 (reversions of employer contributions to
qualified pension, profit-sharing, or stock bonus plan permissible under condi-
tions described in §403(c)(2) of Employee Retirement Income Security Act of
1974, Pub. L. No. 93-406, as amended).

% See, e.g., Rev. Proc. 2005-52 (unitrust), Rev. Proc. 2003-53 (annuity
trust).
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ter ruling before funding the trust if the trust provisions vary
significantly from the sample provisions.

Another situation in which contributed assets may return
to a grantor is when, in accordance with state law, the trust in-
strument contains a provision that, while not explicitly requir-
ing the return of assets, nevertheless results in such a return.
In PLR 200052026, the IRS ruled that the grantors, as trustees,
could return to themselves the proceeds from a second con-
tribution that they made to a CRUT without disqualifying the
trust. Under state law, a trustee was allowed to accept a second
contribution to a trust unless the trust instrument contained
a prohibition to the contrary. Here, the trust instrument con-
tained such a provision. As a result, the IRS determined that the
trustees/grantors acted without legal authority in accepting the
second contribution, viewed their acceptance as a legal nullity,
and treated the second contribution as though it had never been
made. The IRS ignored the second contribution for federal tax
purposes, except that the grantors had to recognize any capital
gains or dividend income contained in the proceeds returned to
them as grantors.

Contributed assets may also be returned to the grantor if
a local court validly rescinds a CRT because of substantial
mistakes surrounding the execution of the trust. In PLR
200219012, the grantors created a §664(d)(2) standard CRUT
from which they were to receive each year a fixed percentage
of the net fair market value of the trust assets, valued annually,
from income or, if income was insufficient, from principal. The
grantors were incorrectly advised that no distributions had to
be made to them until the trust sold the closely held stock they
contributed to it and that neither the funding of the trust nor the
distribution of the stock to them in satisfaction of the unitrust
payment would cause them to recognize capital gains. The trust
was unable to sell the stock and received no dividends or oth-
er income, so no distributions were made to the grantors. Af-
ter concluding that the court order rescinding the trust was con-
sistent with state law, the IRS ruled that the rescission of the
trust was recognized for federal tax purposes as of the date of
the trust’s creation. Because the statute of limitations had ex-
pired for the year of the trust’s creation, the tax benefit rule ap-
plied to cause the grantors to recognize income in the year the
trust assets were returned to them equal to the income tax char-
itable deduction they took for the trust in the year of creation.
The statute of limitations had not expired for the year follow-
ing the year of the trust’s creation, so the grantors were able to
file an amended return eliminating the portion of the income tax
charitable deduction they had carried over to that year. The IRS
observed that all parties were in the same position they would
have been in if the trust had never been created because the
grantors’ income tax charitable deductions for the trust were
negated and the trust had no income.

In another instance, the IRS ruled that funds transferred
to a CRUT in error could be restored to the grantor pursuant
to a court order without disqualifying the unitrust under §664
or resulting in self-dealing under §4941.* The grantor in the
ruling had not taken a charitable deduction for the transfer of
the funds, but the trustee had included the value of the funds
in calculating the unitrust distributions to the income benefi-

“YPLR 200601003. Self-dealing is discussed in VI.G., below.
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ciaries (the grantor and her husband). The court order specified
that the trustee was to restore the funds to the grantor because
the grantor did not make a valid donation of the funds. The
trustee was to restore the amount of the funds reduced by any
unitrust distributions attributable to the funds and increased by
any earnings attributable to the funds. The income beneficiaries
and the unitrust were to amend their tax returns for the affected
years and the income beneficiaries were to report any income
generated by the investment of the funds (as adjusted for any
income already reported as part of the unitrust distributions).
The IRS stated that the restored funds would be deemed never
to have been part of the unitrust’s principal for federal tax pur-
poses.

However, not every court order terminating a charitable
remainder trust has had so favorable an outcome. In PLR
201714002 and PLR 201714003, the IRS addressed the con-
sequences of a conditional court order stating that the trusts
would be deemed void ab initio if the IRS ruled that the termi-
nation did not have adverse tax consequences to the noncharita-
ble beneficiaries. Due to bad legal and tax advice, the trusts had
not been operated in accordance with their documents. The IRS
ruled unfavorably, holding that the trusts were subject to the
Chapter 42 private foundation rules because the original donor
had taken charitable income tax deductions. Therefore, any at-
tempt to distribute assets to the beneficiaries to terminate the
trusts would expose the trusts to various penalties under Chap-
ter 42.*"

If a situation arises where it appears appropriate to declare
a trust (or a specific contribution) void, a private letter ruling
is highly recommended. The author generally follows this se-
quence: (1) making an informal “no-name” call to IRS Chief
Counsel’s office to see if they would consider a ruling, given
the facts, (2) obtaining a conditional court order that would be
self-executing if a favorable ruling is received, and (3) submit-
ting a ruling package to IRS. State charitable regulatory author-
ities, and potentially any named charitable remainder benefi-
ciaries, will probably need to be noticed.

(3) Reformation of Inter Vivos Charitable Remainder
Trusts

A provision in the sample documents gives the trustee the
power to amend the document to conform it to the requirements
for a CRT. If a minor omission is discovered, the trustee can
exercise that power without the need to obtain a ruling. If, how-
ever, a significant error is discovered (e.g., a CRAT has been
created instead of a CRUT), a court-ordered reformation will
be required, along with a private letter ruling. Typically, infor-
mal conversations with the relevant state regulators and the IRS
Chief Counsel’s office are the first steps in the process. Assum-
ing both of those are at least potentially favorable, the process
of obtaining the conditional court order and then the ruling can
proceed. If a charity was given a vested remainder interest, it
may also need to agree to the reformation. The court order is
typically self-executing once a favorable private letter ruling is
received.

The IRC provisions for reformation requirements for inter
vivos CRTs are cross referenced to the estate tax charitable de-

“!'The Chapter 42 private foundation rules are discussed at VI.G., below.
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duction provisions in §2055(e)(3). Those requirements, includ-
ing the deadlines for instituting reformation proceedings, are
discussed in detail in V.E., below.

Many inter vivos reformation private letter rulings involve
correction of scrivener’s errors. A number of them are dis-
cussed below, as they may be helpful in drafting a ruling re-
quest if similar corrections are needed. Any ruling request
should address both the continued qualification of the trust un-
der §664, and the potential issue of self-dealing (discussed at
VLG., below).

Judicial reformation may be available as a remedy if the
CRT contains a scrivener’s error. In PLR 200251010, the
grantor intended to create a CRUT. However, because of an er-
ror in the attorney’s computer software, the grantor created a
charitable remainder annuity trust instead. As soon as the er-
ror was discovered, the trust was reformed by a state court to
make it a CRUT, ab initio. The IRS ruled that under these cir-
cumstances, the judicial reformation of the trust would not ad-
versely affect the trust’s qualification as a CRUT. Similarly, in
PLR 200338006 the IRS ruled that the judicial reformation, ab
initio, of a trust incorrectly drafted as a NIMCRUT to make it a
standard CRUT, as intended, would not affect the trust’s qual-
ification under §664.*” In PLR 200441019, the IRS approved
the retroactive reduction, by court order, of a CRT’s unitrust
amount from 7% to 5% to correct a scrivener’s error. In PLR
200850046, the IRS issued a favorable ruling on a retroactive
judicial reformation that potentially extended the noncharita-
ble interest in a CRUT to correct a scrivener’s error. In PLR
200932020, the IRS approved the judicial reformation, ab ini-
tio, of a CRUT to remove the requirement that the remainder
beneficiary be an organization described in §170(b)(1)(A), thus
allowing the donors’ private foundation to be the remainder
beneficiary as the donors intended.

In PLR 200932003, the IRS ruled that the judicial refor-
mation, ab initio, of a NIMCRUT to include a provision con-
verting it into a standard CRUT upon the sale of the contributed
assets, as the donor intended, did not constitute self-dealing.
Although noting that the reformation could increase the annual
amount payable to the donor, the IRS observed that the donor’s
advisors had made a scrivener’s error and that, under §4947(a)
(2),"” the self-dealing rules do not apply to amounts payable to
the income beneficiaries under the terms of a CRT as long as no
charitable deductions were allowed for such income interests.
In PLR 201042012, the IRS cited this §4947(a)(2) provision in
concluding that a judicial reformation retroactively converting
a single-life CRUT into a two-life CRUT to correct a scriven-
er’s error was not an act of self-dealing.

In PLR 201332011 and PLR 201332012, the IRS ruled
that the judicial reformation of NIMCRUT (entered into prior
to the 1998 addition of Reg. §1.664-3(a)(1)(1)(b)(3), as dis-
cussed at IV.C., above, which removed a make-up liability pro-
vision, did not constitute an act of self-dealing under §4941.
Although the elimination of the make-up liability provision in-
creased the net fair market value of assets and, in turn, in-
creased the amount that could be paid or transferred to the uni-
trust beneficiary/grantor (a disqualified person), the self-deal-

2 See also PLR 200818002.
43Gee VI.G., below, for the private foundation rules.
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ing rules of §4941 did not apply because the grantor neither
took nor was allowed a deduction under §170(f)(2)(B),
§2055(e)(2)(B), or §2522(c)(2)(B) for the grantor’s unitrust in-
terests). Further, the IRS ruled that the grantor, as a substantial
contributor, was not subject to the self-dealing rules of §4941,
because the reformation was necessary to achieve the grantor’s
intent and enable the trust to continue to qualify under §664.

In PLR 9107010, the CRAT instrument failed to include,
due to a drafting error, a provision stating that no part of federal
or state estate or inheritance tax arising from the donor’s death
may be paid from the CRAT and that the donor should pro-
vide by will or otherwise for the payment of such taxes from
other sources. The trustee of CRAT proposed to amend the
trust to include the omitted provision, retroactive to the date
of CRAT’s creation. Because the CRAT would pay an annuity
to the donor until his death followed by an annuity to donor’s
spouse until her death and it would be possible for the sec-
ondary life interest to give rise to estate taxes in the donor’s
estate if the donor’s spouse survived the donor, the CRAT
was disqualified as a charitable remainder annuity trust under
§664(d)(1) on the grounds that an invasion of trust assets to pay
death taxes would violate §664(d)(1)(B). Finding that the fact
pattern was practically identical to that in Rev. Rul. 82-128, the
IRS ruled that the proposed amendment would be a qualified
reformation, which would allow the CRAT to qualify as a char-
itable remainder annuity trust under §664(d)(1).**

Under some circumstances, it may be possible to reform
a CRT that already satisfies the requirements of §664. For ex-
ample, in PLR 9517020, the IRS approved the reformation of
a CRUT. The trust had two successive noncharitable beneficia-
ries, and the trust language was unclear as to the timing of those
interests, as well as to the ability of the beneficiaries to desig-
nate the charitable remainder beneficiaries. The IRS ruled that
a court-approved reformation to correct these ambiguities in the
trust instrument did not affect the qualification of the trust.

In PLR 200617026, the IRS approved a modification of
a CRAT to allow the trustee to distribute a limited amount

404 See also Midgett v. Hardcastle, No. 2:17-cv-663, 2021 BL 356568 (E.D.
Va. Aug. 10, 2021) (where CRAT failed to include requisite federal tax pay-
ment clause, trustee of decedent’s revocable trust paid estate tax on decedent’s
estate and sought reimbursement from CRAT, trustee of CRAT retroactive-
ly amended CRAT to include federal tax payment clause, and beneficiary of
both CRAT and revocable trust refused to agree to CRAT amendment, court
held that CRAT amendment was necessary to be qualified charitable remain-
der annuity trust and, therefore, was valid exercise of CRAT trustee’s authori-
ty). Note that the CRAT trustee in Midgett provided the CRAT income bene-
ficiaries with 10-days notice to either agree to the CRAT amendment or forfeit
any interest in the CRAT and reimburse the CRAT for all annuity payments
received by CRAT, which the court held was an unreasonable period of time.
Although the trustee of CRAT did not breach a fiduciary duty in providing such
a brief notice period, the court’s holding reinforces the notion that practitioners
should research and understand the scope and length of notice expected pur-
suant to relevant state law.

A-44 07/01/2026

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

of principal to itself, as the charitable remainder beneficiary,
each year. The annuity recipient had consented to the distrib-
utions, which would not jeopardize his annuity. In accordance
with Reg. §1.664-2(a)(4), the adjusted basis of the distributed
assets had to be fairly representative of the adjusted basis of
the assets available for distribution on the distribution date. In
PLR 200950032, the IRS approved a second modification of
the same CRAT providing that the charitable remainder bene-
ficiary, as trustee, could distribute trust principal to itself if the
value of the trust assets exceeded a specified amount on the val-
uation date.

If, however, a reformation materially changes the benefi-
cial interests in the trust, it will cause the trust to lose its qual-
ification under §664. In PLR 9516040, the grantor of a CRUT
sought to reform the trust to delete an “income only” provi-
sion, increasing the value of the noncharitable interest. The IRS
ruled that the reformation would disqualify the trust, causing it
to lose its tax-exempt status. The IRS also noted that the dis-
qualification could have an effect on the charitable deduction
taken by the grantor at the funding of the trust. Similarly, in
PLR 9506015, the IRS ruled that a proposed reformation of
a CRUT to eliminate a “net income with make-up” provision
would cause the trust to be disqualified. (Under current law,
this trust could have been drafted as a FLIP-CRUT, but that op-
tion was not available when this trust was created. )"’

In PLR 200827011 through PLR 200827013, the IRS
ruled that the reformation of NIMCRUTs to conform them to
regulations promulgated after the unitrusts’ establishment did
not disqualify the unitrusts under §664.**

(4) Effect of Spousal Elective Share Rights

Rev. Proc. 2005-24 allows a grantor’s spouse to waive his
or her state law elective share right if such right could be sat-
isfied from the assets of a CRT and, thus, disqualify the trust
under §664(d)."” Rev. Proc. 2005-24 also provided a safe har-
bor (i.e., no waiver necessary) for trusts created before June 28,
2005. In Notice 2006-15, the IRS extended this safe harbor in-
definitely, so that the existence of any such right of election,
even without a waiver, will be disregarded provided that the
surviving spouse does not exercise his or her right of election.

3 See also PLR 200649027 (reformation of NIMCRUT to make it stan-
dard unitrust would disqualify trust because reformation would not correct
scrivener’s error; taxpayers had proposed to reform trust because (1) attorney
had not advised them of availability and advantages of standard unitrust, and
(2) changes in investment climate were frustrating taxpayers’ desire to receive
suitable income stream from unitrust).

“°See also PLR 201332011-PLR 201332012, PLR 200829015-PLR
200829016.

47 As discussed in V.C.4., below.
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L. Initial Tax Reporting at the Creation of the Trust
1. Income Tax Return for the Donor

a. Income Tax Reporting and Return Attachments

Unless the charitable remainder trust (CRT) is funded
solely with cash, the donor will be required to file Form 8283,
Noncash Charitable Contributions, with the income tax return
for the year of the donation to the trust. In order to claim a char-
itable deduction for a gift of a remainder interest in trust, the
taxpayer must attach a statement to the appropriate return that
sets forth the computation of the present value of the remain-
der interest.*” The statement must also include the information
normally required to support a deduction under §170, §2055, or
§2522, whichever is applicable.” See Worksheet 3 for a sam-
ple contribution attachment. Unless the trust is funded solely
with cash and marketable securities, the deduction must also be
supported by a qualified appraisal."® If the deduction (not the
contribution to the trust) exceeds $500,000, the appraisal must
be attached to the return.""' Form 8453, U.S. Individual Income
Tax Transmittal for an IRS e-file Return, must be filed to trans-
mit the required attachments and appraisal if the return is elec-
tronically filed.

Reg. §1.170A-13(f)(13) states that the contemporaneous
written acknowledgement requirements of §170(f)(8) for con-
tributions of $250 or more does not apply to a transfer to a char-
itable remainder trust.*”” This exception reflects the fact that of-
ten the charitable beneficiary of a split-interest trust has not
been identified at the time the trust is funded, and the trust doc-
ument itself reflects the amount contributed and the value the
donor received in return.

The amount of the income tax deduction calculation is dis-
cussed at IV.H., above.

b. Income Tax Reporting if Property Subject to Debt Is
Donated

In general, the grantor does not realize gain or loss when
he or she transfers property, including appreciated property, to
an inter vivos CRT. However, the grantor may be required to

“%Reg. §1.664-2(d), §1.664-4(c).

““Reg. §1.170A-16, §20.2055-1(c), §25.2522(a)-1(c). For donations made
prior to July 31, 2018, see Reg. §1.170A-13.

“Reg. §1.170A-17(a), added by T.D. 9836, 83 Fed. Reg. 36,417 (July 30,
2018), applicable to charitable contributions made on or after January 1, 2019.
However, the rules may be applied to appraisals prepared for returns or submis-
sions filed after August 17, 2006. See also Reg. §1.170A-13(c)(3) for returns
or submissions applicable to donations made before January 1, 2019.

18170(H)(11)(D); Reg. §1.170A-16(e)(1)(iv). For more information on
§170(f)(11), see 863 T.M., Charitable Contributions: Income Tax Aspects.
See also WT Art Partnership LP v. Commissioner, T.C. Memo 2025-30 (dis-
cussing Reg. §1.170A-13(c)(3) requirement that “qualified appraisal” be done
by “qualified appraiser,” and applying the §170(f)(11)(A)(ii)(II) reasonable
cause exception to qualified appraisal requirement).

*2See also Reg. §1.170A-16(b), cross-referencing §170(f)(8) and Reg.
§1.170A-13(f), which applies to donations made after July 30, 2018, but can be
relied on for contributions made after June 3, 2004.
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recognize gain if the property transferred is subject to an in-
debtedness that exceeds the grantor’s basis in the property,"” or
if the grantor receives property from the trust in exchange for
the transfer to the trust.*'* The bargain sale rules of §1011(b)
will apply if the transferred property is subject to an indebt-
edness, regardless of whether the trust assumes the indebted-
ness.*” This provision may apply when a donor transfers a part-
nership to the trust if the partnership has allocated debt to the
donor.*"*

Practice Point: A donation of property subject to debt
should be approached with extreme caution. The donation
should proceed only if the following issues have been consid-
ered:

* Potential gain on donation under the bargain sale rules.

* Potential self-dealing issues under the private foundation
rules, discussed at VI.G., below.

¢ Potential unrelated business taxable income from debt-fi-
nanced property, discussed at VI.C.3., below.

* Potential disqualification of the trust. A donor will be
deemed to be the grantor where the income is applied in
discharge of the grantor’s legal obligation. This may re-
sult in disqualification of the trust where a grantor trans-
fers mortgaged property to the trust and remains liable on
the mortgage but the trust makes the payments.*”’

If the issues have been addressed, and the donation trig-
gers a bargain sale, the gain should be reported with the donor’s
other capital gains.*"® If the return is filed electronically, there
is no specific provision for attaching a calculation; the calcu-
lation should be retained with other supporting documentation.
If filing of Form 8453, U.S. Individual Income Tax Transmittal
for an IRS e-file Return, is otherwise required, the calculation
could be included with the other attachments if desired.

2. Gift Tax Reporting for the Donor

In many cases, gift tax reporting on Form 709, United
States Gift (and Generation-Skipping Transfer) Tax Return, for
the donor will not apply. See the following chart (noting that
“spouse” means U.S. citizen spouse):

B See, e.g., Reg. §1.1001-2.

**See the basic rules under §1001 and Reg. §1.1001-2 for more guidance
on the income tax consequences of discharged liabilities.

“SReg. §1.1011-2(a)(3).

#“6Rev. Rul. 75-194; Goodman v. United States, 2000-1 USTC 150,162
(S.D. Fla. 1999).

*178677; Reg. §1.677(a)-1(d). See PLR 9015038.

“¥See 863 T.M., Charitable Contributions: Income Tax Aspects, for the
details of the calculations.

07/01/2026 A -45



IV.L.3.

Detailed Analysis

Terms of CRT:

Gift Tax
Return
Required?

Possible
Taxable
Gift?

Donor is the only noncharitable bene-
ficiary, whether or not he or she retains
the right to change the remainder char-

1ty.

No.

No.

Donor is the initial noncharitable ben-
eficiary, and retains the testamentary
right to revoke the interests of any oth-
er noncharitable beneficiaries (spouse
or non-spouse). Donor also retains the
right to change the charitable remain-
der beneficiary.

No.

Donor is the initial noncharitable ben-
eficiary, and retains the testamentary
right to revoke the interests of any oth-
er noncharitable beneficiaries (spouse
or non-spouse). Donor did not retain
the right to change the charitable re-
mainder beneficiary.

Yes.

Donor is the initial noncharitable ben-
eficiary, donor’s spouse is the only
contingent successor beneficiary, but
the donor did not retain the testamen-
tary right to revoke the spouse’s inter-
est. Donor may or may not have re-
tained the right to change the charita-
ble remainder beneficiary.

Yes.

Donor (and/or donor’s spouse) is the
initial noncharitable beneficiary, there
are other successor beneficiaries, and
the donor did not retain the right to re-
voke the interests of the successor ben-
eficiaries.

Yes.

Yes. See
caution
below.

Donor does not retain an interest in the
trust, but the donor’s spouse is the only
noncharitable beneficiary. The donor
may or may not have retained the right
to change the remainder charity.

Yes.
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Donor does not retain an interest in the

trust, and the donor’s spouse is not the Yes. See
only noncharitable beneficiary. Donor|  Yes. caution
may or may not have retained the right below.

to change the remainder charity.

Caution (applicable only to the two situations noted): If the
donor’s or the donor’s spouse’s retained right is neither an an-
nuity interest nor a “straight” unitrust interest (e.g., it is a NIM-
CRUT or other “net income” trust), the taxable gift may be un-
expectedly large. See the discussion of the Chapter 14 issues at
IV.1.3., above.

3. Initial Income Tax Return for the Charitable
Remainder Trust

The annual tax reporting for a CRT is discussed at VLE.1.,
below. For the trust’s first taxable year, a copy of the governing
instrument, certified by the fiduciary under penalties of perjury
to be true and complete, must be attached to Form 5227, Split-
Interest Trust Information Return.*"

4. Section 2801 Transfer Tax

For individuals expatriating after June 16, 2008, Congress
created a new transfer tax in §2801.”" If, during any calendar
year, any U.S. citizen or resident receives any covered gift or
bequest, there is a tax equal to the product of the highest rate of
tax specified in the table contained in §2001(c) as in effect on
the date of such receipt, and the value of such covered gift or
bequest.

On January 24, 2025, the IRS issued final regulations gen-
erally adopting the September 9, 2015, proposed regulations.”'
However, the final regulations did not adopt the proposed rules
on CRTs, contained at Prop. Reg. §28.2801-4(a)(2)(iii). In gen-
eral, the proposed regulations would make CRTs liable for the
payment of the §2801 tax attributable to the value of the non-
charitable U.S. person’s interest in the trust.”””

“Reg. §1.6012-3(a)(6); instructions to Form 5227.

0 Added by the Heroes Earnings Assistance and Relief Tax Act of 2008
(HEART Act), Pub. L. No. 110-245, §301(b), §301(2)(2).

1 See Reg. §28.2801-1 through §28.2801-7, T.D. 10027, 90 Fed. Reg.
3376 (Jan. 14, 2025); REG-112997-10, 80 Fed. Reg. 54,447 (Sept. 10, 2015).

2 See Prop. Reg. §28.2801-4(a)(2)(iii).
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V. Testamentary Charitable Remainder Trusts

A. Document Provisions

Section 2055(a) provides for a deduction from the value
of the gross estate of bequests for public, charitable, and reli-
gious purposes.” Unlike the income tax charitable deduction,
there are no percentage limitations with respect to the amount
of the estate tax charitable deduction. An estate tax deduction is
permitted only for transfers to organizations that fall within the
categories set forth in §2055(a). It is important to note, howev-
er, that the charitable organizations and purposes set forth un-
der §2055(a) are not identical to those described in §170(c) and
§2522(a). This is discussed in more detail at IV.F.1., above.
To qualify for the estate tax charitable deduction, the document
must include all of the requirements discussed at IV.K.2.,**
above, including a minimum 10% charitable remainder inter-
est. If the initial calculations indicate that the charitable remain-
der is less than 10%, see V.E., below, to see if the trust can be
reformed to save the charitable deduction.

Practice Point: For clients with substantial retirement ben-
efits, consideration should be given to the benefits of designat-
ing a testamentary CRT as the beneficiary thereof in order to
still preserve the plan assets for the benefit of family and then
charity, while also avoiding the income in respect of a decedent
doctrine.

Practice Point: A testamentary trust can be drafted to be
self-adjusting, either by lowering the payout rate or by shorten-
ing the term, so that a qualified reformation is not needed.

For purposes of the estate tax charitable deduction under
§2055, a testamentary charitable remainder trust (CRT) is
deemed created at the decedent’s death even though the actual
funding of the trust may be deferred. The regulations provide
that the funding of a CRT can be delayed until the end of a rea-
sonable period of administration.”” Rev. Rul. 80-123 requires
that the governing instrument of a testamentary CRT grant the
trustee the authority to defer the payment of the annuity or uni-
trust amount until the end of the taxable year of the trust in
which the trust is completely funded. The obligation to pay the
annuity or unitrust amount, however, begins at the decedent’s
death.*”® The sample documents for testamentary CRTs include
appropriate provisions to meet this requirement.”’

Example: G transfers property to a trust over which she re-
tains an inter vivos power of revocation. Upon G’s death,
the trust is required to pay the debts and administration ex-
penses of G’s estate. When the expenses are paid, the trust
terminates and distributes all of its remaining assets to a
separate trust T, which satisfies the definition of a CRT.
T will qualify as a charitable trust from the date of G’s
death because it will function exclusively as a CRT from
its creation. For purposes of §2055, T will be deemed to

“¥For further discussion of §2055(a), see 839 T.M., Estate and Gift Tax
Charitable Deductions.

***See Worksheet 2 for the sample documents.

S Reg. §1.664-1(a)(5)().

“Reg. §1.664-1(a)(5)().

*See Worksheet 2 for the list of Revenue Procedures with the sample
documents.
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be created at G’s death, provided the governing instrument
requires that the obligation to pay the annuity or unitrust
amount begins on the date of G’s death, even though the
same instrument provides that payment will be deferred
until the end of the taxable year in which T is funded.”

For purposes of these rules, all property passing by reason
of the death of the grantor is considered one contribution even
though complete funding of the trust may require several trans-
fers during the administration of the grantor’s estate.” This
rule facilitates the creation of testamentary annuity trusts.

If payment is deferred, a correcting adjustment must be
made within a reasonable period after the close of the trust’s
taxable year in which it is completely funded.” In the event
of an underpayment, the trust must pay the excess to the an-
nuity or unitrust recipient; in the case of an overpayment, the
recipient must repay the difference to the trust.”' All payments
must include interest. The applicable rate of interest depends
on when the instrument was executed and whether it has been
subsequently amended.” The rate is the §7520 rate for trans-
fers made after April 30, 1989.""

A testamentary CRT must set forth provisions for the
retroactive determination of the annuity or unitrust payments to
which the beneficiary was entitled during the period from the
testator’s death until the complete funding of the trust.”** The
provisions must require that within a reasonable period after
the trust is funded, the trustee must pay (in the case of an under-
payment) or must receive from the recipient (in the case of an
overpayment) the difference between: (i) any amounts actual-
ly paid, plus interest computed at the §7520 rate, compounded
annually; and (ii) the annuity or unitrust amounts payable, plus
interest computed at the §7520 rate, compounded annually.”
The deferred amounts payable to the recipient are determined

“*Reg. §1.664-1(a)(6) Ex. (4).

Reg. §1.664-2(b), §1.664-3(b).

“OReg. §1.664-1(a)(5)().

“1Reg. §1.664-1(a)(5)(0).

*2The rates were 10% for instruments executed or amended on or after
August 9, 1984, and before May 1, 1989, and not subsequently amended; 6% or
10% for instruments executed or amended after October 24, 1983, and before
August 9, 1984; and 6% for instruments executed before October 25, 1983, and
not subsequently amended.

B Reg. §1.664-1(a)(5)(iv). The §7520 rate corresponds to the rates used in
Reg. §20.2031-7(d)(6) (for transfers made after April 30, 1989), §20.2031-7(d)
(7), as amended by T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023), applicable
on or after June 1, 2023 (to reflect updated mortality data for transfers made on
or after June 1, 2023), §20.2031-7A(g) (for transfers made after April 30, 2009
and before June 1, 2023), §20.2031-7A(f)(4) (for transfers made after April 30,
1999 and before May 1, 2009), and §20.2031-7A(e) (for transfers made after
April 30, 1989 and before May 1, 1999). The rates for pre-May 1, 1989, in-
struments are found in Reg. §20.2031-7A(a)-§20.2031-7A(d). Note that Reg.
§20.2031-7(d)(3) provides transitional relief allowing for use of 2000CM or
2010CM for valuations after April 30, 2019 and before June 1, 2023. The actu-
arial tables are available online at https://www.irs.gov/retirement-plans/actuar-
ial-tables.

““Rev. Rul. 88-81, modified by Rev. Rul. 92-57 (applying to CRUTS).
These required provisions, but not the calculation details, are incorporated into
the 2003 and 2005 sample documents. See Worksheet 2, below, for a list of the
sample documents.

435Reg. §1.664-1(a)(5)(i), §1.664-1(a)(5)(iv)(a). The use of Table D was
unaffected by the enactment of §7520. Notice 89-60. Table D is available
at  https://www.irs.gov/retirement-plans/actuarial-tables. See also Reg.
§1.664-4(e)(6), as amended by T.D. 9974, applicable on or after June 1, 2023.
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Detailed Analysis

retroactively by using the valuation method and valuation dates
that are ultimately adopted by the CRT.
In the case of a unitrust, the amount payable for the defer-

ral period is determined by multiplying:**

* the sum of (a) the value of the property passing to the
trust as valued on the earlier of the date of death of the
last income recipient or the last day of the taxable year
in which occurs the complete funding of the trust, (b) any
distributions in respect of unitrust amounts paid by the
trust or estate before such date, and (c) interest on such
distributions computed at the §7520 rate for the transfer,
compounded annually from the date of distribution to such
date, by

* a factor equal to 1.000000 less the factor under the appro-
priate adjusted payout rate in Table D opposite the number
of years in column 1 between the date of the decedent’s
death and the date of the earlier of (a) the death of the last
recipient, or (b) the last day of such taxable year.

The appropriate adjusted payout rate is determined using
Table F (available at https://www.irs.gov/retirement-plans/ac-
tuarial-tables) under the §7520 rate for the valuation date.*”’

In Rev. Rul. 80-123," the IRS ruled that a testamentary
trust must contain a formula for retroactively determining the
payments to the beneficiary before the complete funding of the
trust. Sample calculation language was provided in Rev. Rul.
82-165."" The 2003 and 2005 sample documents do not include
the detailed calculation language.*’ Instead, they offer two al-
ternative clauses. The first incorporates the language of Reg.
§1.664-1(a)(5)(i), the second incorporates the alternative calcu-
lation of Reg. §1.664-1(a)(5)(ii). Rev. Rul. 92-57 contains sam-
ple language that should be used if the alternative calculation is
desired.

Practice Point: Use of the 2003 or 2005 sample document
default language, which incorporates the calculation rules by
reference to the regulations under §664, may be preferable.
Given the number of years that may pass between the date the
document is executed and the death of the testator, omitting
unnecessary calculation details may avoid the need for a post-
mortem reformation if the calculation requirements are
changed in the interim.

As noted above, all deferred payments must bear interest at
the §7520 rate, compounded annually. The regulations requir-
ing the use of the §7520 rates were effective May 1, 1989.*"

“Reg. §1.664-1(a)(5)(ii). This formula applies to valuation dates after
April 30, 1989. The regulation also describes the computation of the deferral
period payment for transfers made after November 30, 1983, and before May
1, 1989. Reg. §1.664-1(a)(5)(ii).

“TReg. §1.664-1(a)(5)(ii), §1.664-4(e)(6).

“Before this ruling, the IRS had taken the position in Rev. Rul. 72-395
that such language was optional. The requirement did not apply to: (1) a dece-
dent who dies after May 5, 1980, but before May 5, 1981, without having
amended any dispositive provision of his or her will after May 5, 1980; or (2) a
decedent who dies after May 5, 1981, and was under a mental disability (as de-
fined in Reg. §1.642(c)-2(b)(3)(ii)) on May 5, 1981, and at all times thereafter.
Rev. Rul. 80-123.

*® Modified by Rev. Rul. 88-81 and Rev. Rul. 92-57.

“0See Worksheet 2 for the list of sample documents.

“1 See Reg. §1.664-1(a)(5)(iv)(a). Trusts created before October 25, 1983,
are subject to a 6% rate provided the trust is not amended after that date. Reg.
§1.664-1(a)(5)(iv)(d). In addition, trusts created or amended after October 24,
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Rev. Rul. 88-81 provided sample provisions that simply refer
to “the rate of interest that federal income tax regulations under
§664 of the Internal Revenue Code prescribe,” rather than the
specific rate of interest. This language was preferable to spec-
ifying a rate, not only because it was the IRS-suggested lan-
guage, but also because it allowed for a change in the pre-
scribed interest rate. In Rev. Rul. 92-57, the IRS ruled that the
sample trust language in Rev. Rul. 88-81 and Rev. Rul. 82-165
incorrectly computed the interest to be paid on the deferred uni-
trust amount. The 1992 ruling noted that the sample language
required that interest be added to the amount specified in Reg.
§1.664-1(a)(5)(ii), which already included a calculation for the
addition of interest.

B. Impact of Private Foundation Rules

Section 4947(a)(2), which brings charitable remainder
trusts (CRTs) under certain of the private foundation rules,*”
applies to a trust if the trust holds amounts for which a char-
itable deduction was allowed. The regulations provide that a
trust will be treated as having amounts in trust “from the date of
its creation, even if a deduction was allowed for such amounts
only at a later date.”*” For this purpose, the date of creation
of a CRT is determined by applying the rules contained in
Reg. §1.664-1(a)(4).** The regulations under §4947 state that
a split-interest trust created by will is generally considered a
split-interest trust under §4947(a)(2) as of the decedent’s date
of death.* However, the regulations under §664 provide that
“[s]olely for purposes of section 664 and the regulations there-
under” a CRT is not deemed created until it is first funded.*
Therefore, although income tax treatment as a CRT begins only
when the trust is funded (as discussed at V.D., below), the trust
is potentially subject to the private foundation rules as of the
date of death, subject to the exception for a reasonable period of
settlement. However, the self-dealing provisions of §4941 may
apply immediately, even during the period of settlement.*’

An estate™ (or revocable trust that becomes irrevocable
upon the death of the grantor)* that must hold some or all of
its net assets in trust thereafter for both charitable and nonchar-
itable beneficiaries is not considered a split-interest trust under
§4947(a)(2) until the expiration of a “reasonable period of set-
tlement.”*”’

“Reasonable period of settlement” means the period rea-
sonably required (or actually required, if shorter) by the trustee
to perform the ordinary duties of administration necessary to
settle the trust, including such duties as collecting assets, pay-
ing debts, taxes, and distributions, and determining the rights of
subsequent beneficiaries.*"

1983, and before August 9, 1984, may use a 10% rate. Reg. §1.664-1(a)(5)
(iv)(c). The 10% rate applies to any trust executed or amended after August 8,
1984, and before May 1, 1989. Reg. §1.664-1(a)(5)(iv)(b).

#“2Gee VI.G., below, for the private foundation rules.

*“Reg. §53.4947-1(c)(1)(iii).

*Reg. §53.4947-1(c)(1)(iii).

S Reg. §53.4947-1(c)(6)(i).

HoReg. §1.664-1(a)(4).

“TReg. §53.4947-1(c)(6)(iii).

“SReg. §53.4947-1(c)(6)(ii).

“Reg. §53.4947-1(c)(6)(iii).

“OReg. §53.4947-1(c)(6)(iii).

“'Reg. §53.4947-1(c)(6)(iii).
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If the administration of an estate is unreasonably pro-
longed, the estate will be considered terminated for federal in-
come tax purposes after the expiration of a reasonable period
for the performance by the executor of all of the duties of ad-
ministration.”* Accordingly, the estate will be subject to all ap-
plicable private foundation provisions after the date the estate
is considered terminated. For example, a loan of estate assets to
any disqualified person would be an act of self-dealing under
§4941.%°

During the administration of the estate (or formerly revo-
cable trust), the executor or successor trustee may determine
that certain assets should not be used to fund a CRT (e.g., Sub-
chapter S stock). The only logical purchasers for such closely
held assets may be individuals who could not normally buy or
sell assets from the estate or trust due to the self-dealing rules
of §4941 (as discussed in VI.G., below). However, as long as
the regulatory requirements are followed, assets may be sold
to “disqualified persons” during the estate administration peri-
od.” The sale may be for a note that can then be used to fund
the CRT without being subject to penalties.*”

C. Estate Tax Deduction Allowed for Value of Charitable
Interest

As mentioned above, §2055(a) provides for a deduction
from the value of the gross estate of bequests for public, char-
itable, and religious purposes.””® An estate tax deduction is per-
mitted only for transfers to organizations that fall within the
categories set forth in §2055(a). It is important to note that the
charitable organizations and purposes set forth under §2055(a)
are not identical to those described in §170(c) and §2522(a).
This is discussed in more detail at IV.F.1., above.

If the annuity or unitrust recipient of a testamentary re-
mainder trust makes a qualified disclaimer,”’ the annuity or
unitrust interest is considered never to have existed and the be-
quest is viewed as though it were an outright bequest to char-
ity.” In such case, the charitable deduction is not reduced by
the value of the annuity or unitrust interest.*’

The 5% exhaustion rule discussed at IV.D.3., above, disal-
lows a charitable deduction where the likelihood that the chari-
table interest will vest is less than 5%. Rev. Rul. 78-255 applied
the 5% cut off where a decedent’s will provided that if his wife
died within 30 days of his death, a specific bequest was to go
to a relative. If the wife survived, this amount was to become
part of the residue that would be transferred to an otherwise

“2Reg. §53.4947-1(c)(6)(i).

“3Reg. §53.4947-1(c)(6)(ii)(B) Ex.

“*See Reg. §53.4941(d)-1(b)(3), §53.4947-1(c)(6)(ii). See PLR
201850012 as an example. Although the ruling includes a private foundation
rather than a CRT, the rules and the exception are the same.

S Reg. §53.4941(d)-2(c)(1).

#$The Tax Reform Act of 1969 (1969 Act) amended §2055(e)(2) to pro-
vide that a deduction under §2055(a) is allowed for a bequest of a remainder in-
terest in trust to a charitable organization, provided the interest is in the form of
a charitable remainder annuity trust, a charitable remainder unitrust, or a con-
tribution to a pooled income fund. These rules are effective for estates of dece-
dents dying after December 31, 1969. For the history and transition rules, see
XI., below. For further discussion of §2055(a), see 839 T.M., Estate and Gift
Tax Charitable Deductions.

7 See §2518.

“Reg. §20.2055-2(c)(1).

% See TAM 8031018.

865-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

qualified charitable remainder trust (CRT). The IRS ruled that
the contingent pre-residuary bequest qualified for the deduction
because the actuarial probability, at the decedent’s death, that
the wife would die within 30 days was less than 1%, meaning
that the possibility that the contingent bequest would defeat the
charitable bequest did not exceed 5%.

Although an estate tax charitable deduction is allowed for
property passing outright to non-United States charities,” it is
not possible to create a qualified CRT that will pass to a foreign
charity at termination. Section 2055(e)(2)(A), which allows the
charitable estate tax deduction, cross-references the description
of a permissible trust to §664. Section 664 limits remainder in-
terests to charities described in §170(c), which includes only
domestic charities.

Similar rules exist in the case of a nonresident non-citizen
decedent where a bequest is to be used for public, charitable,
or religious purposes.*' The limitation on deductions set forth
in §2055(e)(2)(A) where a noncharitable income interest and a
charitable remainder interest exist in the same property also ap-
plies to the estate of a nonresident non-citizen decedent.*” Spe-
cial rules disallow an estate tax (or gift tax) marital deduction
for an annuity trust or unitrust interest payable to a non-citizen
spouse.*” The estate, however, will be allowed a marital deduc-
tion for the annuity or unitrust interest if the CRT is established
as a qualified domestic trust (QDOT) under §2056A.*** For fur-
ther discussion of QDOTs, see 842 T.M., Transfers to Non-Cit-
izen Spouses.

1. Calculation of the Estate Tax Charitable Deduction

The amount of the charitable estate tax deduction under
§2055(a) is generally the value of the property included in the
estate and transferred to a charitable organization. There are no
percentage limitations comparable to those restricting the avail-
ability of an income tax charitable deduction, nor is there a dif-
ference between public charities and private foundations. The
regulations provide that where property is transferred for both a
charitable and noncharitable purpose, a deduction may be tak-
en for the value of the charitable beneficial interest only to the
extent the interest is presently ascertainable and severable from
the noncharitable interest.**® For example, the charitable deduc-
tion for a charitable remainder unitrust (CRUT) would be lim-
ited where the CRUT provides a unitrust amount for the life of
a noncharitable beneficiary and the trustee must distribute 25%
of the unitrust amount to the noncharitable beneficiary at least
annually, but has discretion to distribute the remaining 75% of
the unitrust amount to either the named charitable beneficiary
or the noncharitable beneficiary. Because the remaining 75%
portion is within the complete discretion of the trustee, such
amount is not ascertainable or severable from the noncharitable
interest and, therefore, not eligible for a charitable deduction.*®

“Reg. §20.2055-1(a).

#6182106(a)(2).

4282106(a)(2)(E).

46382056(d), §2523(i).

64 See PLR 9244013.

*SReg. §20.2055-2(a). For a discussion of the method for computing the
value of the remainder interest, see IV.H., above.

6 CCA 202233014.
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Detailed Analysis

Practice Point: A testamentary CRT provides more flexi-
bility/ongoing control by the Donor’s family over which chari-
ties shall benefit because the estate tax rules do not recognize a
difference between public charities and private foundations.

If under applicable state law there is equitable reimburse-
ment to principal as a result of the executor’s election to deduct
administration fees on the estate’s income tax return rather than
on the estate tax return, the reimbursement is included in prin-
cipal for determining the amount of the charitable deduction.*”

The document must prohibit a testamentary trust from
bearing the cost of any administration expenses and debts. The
appropriate methodology is to have the estate or formerly revo-
cable trust pay the expenses and debts, and then fund the CRT
from the residual estate or trust.*”

In Rev. Rul. 78-283, the testator created a testamentary
annuity trust to be funded with the estate residue, less admin-
istration expenses. The annuity amount was stated as a dol-
lar amount, rather than a specified percentage and, therefore, it
was not possible to determine whether the stated annuity would
satisfy the requirement that it comprise at least 5% of the ini-
tial fair market value of the trust assets before computing the
death taxes. The ruling states that if it is possible to compute an
amount for the charitable deduction that will result in the trust
being funded with an amount that satisfies the 5% minimum
annuity test, a deduction will be allowed for that amount. Thus,
a deduction would be allowed for the amount that would cause
the residue to be sufficient for the stated annuity amount to sat-
isfy the 5% test.

2. Death of Annuity or Unitrust Recipient Before Due
Date of Estate Tax Return

Several rulings have considered the effect of the annuity
or unitrust recipient’s death before the due date for filing the
estate tax return where the governing instrument fails to quali-
fy. In the case of a defective governing instrument, §2055(e)(3)
(F) provides that if, by the due date for the filing of an estate
tax return (including extensions), an interest in property passes
directly for a charitable use described in §2055(a), a deduction
will be allowed as if the governing instrument satisfied the re-
quirements of §2055(e)(2) on the date of decedent’s death. This
amount is computed by reference to the beneficiary’s actuarial
life expectancy.'®

Before the enactment of §2055(e)(3)(F), the IRS ruled in
Rev. Rul. 76-546 that the death of the annuity recipient of a
CRT before the due date of the decedent’s estate tax return was

7 Estate of Britenstool v. Commissioner, 46 T.C. 711 (1966); Rev. Rul.
78-445. See also TAM 8016003.

“®Reg. §1.664-1(a)(6) Exs. (3), (4), (5).

“IBefore the enactment of §2055(e)(3)(F), former temporary estate tax
regulation 24 C.F.R. §24.1 (1975) provided that the amount was determined as
if the transfer were to a CRAT providing an annuity of 6% of the initial fair
market value of the property. Taxpayers challenged the validity of this regu-
lation, arguing that it conflicted with §664(e), which states that in valuing a
charitable contribution the remainder interest is computed on the basis that an
amount equal to 5% of the net fair market value of the CRT assets (or a larger
amount if the trust instrument so provides) is to be distributed each year. How-
ever, the courts held that the regulation was not unreasonable nor in contraven-
tion of the statutory objective. See Shriners Hospitals for Crippled Children v.
United States, 602 F.2d 302 (Ct. Cl. 1979); Merchants Nat’l Bank v. United
States, 583 F.2d 19 (1Ist Cir. 1978); Rev. Rul. 76-545, clarified by Rev. Rul.
82-97.
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not equivalent to a disclaimer of that interest or termination of
a power to consume or invade the property as provided in the
flush language of §2055(a). The deduction was computed by
reducing the value of the trust by the income beneficiary’s in-
terest.”

A related issue concerns the requirement in the regulations
that the value of the annuity be determined on the basis of the
recipient’s actuarial life expectancy on the date of the dece-
dent’s death notwithstanding the beneficiary’s death shortly
thereafter. Taxpayers have argued that it is unreasonable for a
charitable remainder interest to be valued on the basis of the
beneficiary’s actuarial life expectancy instead of the actual life
expectancy in the situation where actual expectancy is known
on the date the return is filed. Although this argument has been
rejected by some courts,”" one revenue ruling did use the actual
life expectancy where the beneficiary had an incurable disease
at the date of decedent’s death.*””

The IRS altered its position on the use of the mortality ta-
bles when it issued final regulations under §7520, effective for
transactions after December 13, 1995. The regulations, which
govern valuations of life, term, and remainder interests under
§7520 for income, estate, and gift tax purposes, provide that the
mortality tables may not be used to value a life interest if the
person who is the measuring interest is terminally ill at the time
of the transaction.”” The regulations define a terminal illness as
“an incurable illness or other deteriorating physical condition
... if there is at least a 50 percent probability that the individual
will die within 1 year.” The regulations further provide that, if
the individual who is presumed to be terminally ill should sur-
vive for 18 months after the transaction, that individual will not
be presumed to have been terminally ill unless the contrary is
established by clear and convincing evidence.

Therefore, unless the income beneficiary meets the regula-
tory definition of “terminally ill,” the standard actuarial tables
must be used even if the beneficiary dies before the estate tax
return is filed.

3. Taxes Payable out of Charitable Bequests

In certain instances, the federal, state, and/or local death
taxes may be payable in whole or in part out of property trans-
ferred to the charitable remainder trust before funding. This
may be pursuant to the terms of the governing instrument or lo-
cal law and commonly would take place where the trust is to
be funded with the residue of an estate.” Where this occurs,
the deduction permitted for estate tax purposes is the amount of
the transferred property reduced by the amount of the tax."” In
such case, federal estate tax is payable out of the property to be
transferred to charity, which reduces the amount of the charita-
ble transfer. The decrease in the amount passing to charity fur-

410 See also Simmons v. United States, 80-1 USTC 49,287 (D. Ariz. 1980),
aff’d, 667 F.2d 832 (9th Cir. 1982); PLR 8026022.

7! Shriners Hospitals for Crippled Children v. United States, 602 F.2d 302
(Ct. Cl. 1979); Merchants Nat’l Bank v. United States, 583 F.2d 19 (1st Cir.
1978).

“Rev. Rul. 80-80, obsoleted by, Rev. Rul. 96-3. In Bank of California
v. United States, 672 F.2d 758 (9th Cir. 1982), the Ninth Circuit specifically
adopted the position of Rev. Rul. 80-80. See also PLR 8621049, PLR 8630012.

P Reg. §1.7520-3(b)(3), §20.7520-3(b)(3), §25.7520-3(b)(3).

#7* See PLR 200539022.

382055(c); Reg. §20.2055-3(a)(1).
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ther reduces the allowable deduction, leading to an interrelat-
ed calculation.”® Where this occurs, the methods of calculating
the amount passing to charity and the estate tax are described in
IRS Pub. 904, Estate and Gift Tax Interrelated Computations.*”

Comment: Most practitioners now use commercial soft-
ware to make these often complex interrelated computations al-
though spreadsheets can also be useful in computing interrelat-
ed computations or in confirming the commercial software cal-
culations.

The trust instrument should specify how any tax burden is
to be allocated within the trust. Absent a direction in the instru-
ment, state apportionment statutes may require that the tax be
allocated to principal, which could have the effect of allocating
the entire tax to the charitable remainder, reducing the amount
of the deduction. In the absence of a specific direction, the IRS
indicated in TAM 9419006 that estate and inheritance taxes
should be allocated to the entire trust property, even if the ap-
portionment statute would apportion the tax to trust principal.
The National Office, citing Estate of Jack v. Commissioner,”®
advised that if federal estate tax is apportioned to a CRT, the
charitable remainder is valued after deducting the taxes from
the value of all the property transferred to the trust. This will
produce a larger §2055 deduction than if the taxes were deduct-
ed only from the charitable remainder interest, as it will have
the effect of making the noncharitable beneficiary bear a por-
tion of the tax. An even larger deduction can be obtained if the
instrument specifies that the entire tax is to be apportioned to
the noncharitable portion.

4. Surviving Spouse Elects Against the Will

If a surviving spouse elects to take against the will, and
his or her rights could be satisfied from the CRT, the trust will
be disqualified unless the spouse waives his or her rights with
respect to the trust.” Rev. Proc. 2005-24 allows a grantor’s
spouse to waive his or her state law elective share right if such
right could be satisfied from the assets of the CRT and, thus,
disqualify the trust under §664(d). Rev. Proc. 2005-24 also pro-
vided a safe harbor (i.e., no waiver necessary) for trusts created
before June 28, 2005. In Notice 2006-15, the IRS extended this
safe harbor indefinitely, so that the existence of any such right
of election, even without a waiver, will be disregarded provid-
ed that the surviving spouse does not exercise his or her right
of election.

5. Estate Tax Charitable Deduction for Settlement in
Lieu of Funding a Charitable Remainder Trust

The IRS has issued rulings involving the deductibility of
a charitable remainder interest that was accelerated, due to
the settlement of a will contest or as a result of the surviving
spouse’s election to take against the will. For some time, the
IRS took the position that a deduction was permitted only in the

*Reg. §20.2055-3(a)(2).

477 See also 844 T.M., Estate Tax Credits and Computations, and 834 T.M.,
Transfer Tax Payment and Apportionment.

8 T.C. 272 (1947).

““Rev. Proc. 2005-24 provides that the grantor’s spouse need not make
a waiver if applicable state law does not give him or her a right of election
against the grantor’s estate or if the state law elective share could not include
charitable remainder trust assets (other than an annuity or unitrust amount
payable to the spouse as the named recipient).
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latter case because of a distinction for federal estate tax purpos-
es between a spouse’s election and a settlement agreement. In
Rev. Rul. 89-31," acknowledging that several court decisions
had been adverse to its position, the IRS ruled that an estate
was entitled to an estate tax charitable deduction where a char-
itable remainder interest in a nonqualified trust was accelerated
as the result of a settlement of a bona fide will contest. The IRS
warned that it would continue to scrutinize all will contest set-
tlements in order to avoid collusive attempts by the parties to
circumvent §2055(e)(2).

In Estate of Strock v. United States,” the district court al-
lowed a deduction under §2055(a) for a lump sum charitable
distribution where it was paid in settlement of a will contest in
lieu of a remainder interest in a split-interest trust. Citing Flana-
gan v. United States,” the court held that §2055(e) was inap-
plicable because the charitable interest passed directly to the
charity and, as a result, the transfer involved none of the abuses
that §2055(e) was enacted to eliminate.

Comment: The courts have gone considerably further than
the IRS in allowing a deduction for accelerated charitable re-
mainder interests. In Oetting v. United States™ and Estate of
Thomas v. Commissioner,”™ the courts held that an estate could
receive a §2055(a) deduction for an accelerated remainder in-
terest in a nonqualifying trust as long as there was a valid non-
tax reason for the severance.

A deduction is permitted where a charitable remainder
interest in a nonqualified trust is accelerated as a result of
a spouse’s election to take against the will.* In Rev. Rul.
78-152," the decedent’s will provided for income to be paid to
decedent’s spouse for life with remainder to a qualified chari-
ty. The spouse elected pursuant to state law to take against the
will, and, as a result of the election, the estate was distributed
as though the spouse had predeceased the decedent. Rev. Rul.
78-152 concluded that a deduction was permitted in that in-
stance, but not in the situation presented in Rev. Rul. 77-491
(since revoked),”™ because of the legal distinction for federal
estate tax purposes between a spouse’s election and a settle-
ment agreement.

6. Electing to Use a Prior Month’s §7520 Rate

481

The executor may use the §7520 rate for the month of the
date of death of the decedent, or elect to use one of the two pri-
or months’ rates. This election is discussed at IV.H.5., above.
The taxpayer must use the same rate for the valuation of all the
interests involved in the transfer.

Practice Point: The executor will select the highest avail-
able §7520 rate. This increases the discount factor applied to

0 Revoking Rev. Rul. 77-491, and modifying Rev. Rul. 78-152.

“1655 F. Supp. 1334 (W.D. Pa. 1987).

#2810 F.2d 930 (10th Cir. 1987).

“3712 F.2d 358 (8th Cir. 1983).

“T.C.M. 1988-295.

“5Reg. §20.2055-2(e)(1) provides that the principles of §2056 and the reg-
ulations thereunder apply in determining whether an interest in property passes
or has passed from the decedent. Reg. §20.2056(c)-2(c) provides, in part, that if
the surviving spouse elects to take against the will, the property that the spouse
does not acquire is not considered as having passed from the decedent to the
surviving spouse.

¢ Modified by Rev. Rul. 89-31.

*7 Revoked by Rev. Rul. 89-31.
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the retained interest in a charitable remainder annuity trust and,
therefore, increases the deductible value of the charitable re-
mainder interest. In the case of a charitable remainder unitrust,
selection of a higher §7520 rate will slightly increase the val-
ue of the remainder because it will reduce the Table F adjust-
ment factor in cases in which the payments are required to be
paid more frequently than annually or there is any gap between
the valuation date and the payment date. That reduction of the
Table F adjustment factor will in turn reduce the adjusted pay-
out rate, which will in turn increase the value of the remainder.
No Table F adjustment is necessary if payments are made an-
nually and there is no gap between the valuation date and the
payment date in the first full taxable year of the trust.

D. Effect on Estate Income Taxation Between Date of
Death and Date of Trust Funding

The obligation to pay the unitrust or annuity trust amount
arises as of the date of the decedent’s death, but the actual pay-
ment of such amount may be deferred until the end of the year
in which occurs a complete funding of the trust.* The regula-
tions permit either the estate or the partially funded trust to pay
the annuity or unitrust amount during the period of adminis-
tration.” During the period of estate administration, the trustee
of a charitable remainder trust (CRT) is granted the discretion
to determine the amount of any distributions to be made to the
annuity or unitrust recipient and may defer payments until the
year in which occurs a complete funding of the trust.*’ The
timing of these interim distributions will obviously determine
when the recipient must report the income. For example, the
decision by the trustee to defer payments until the year of full
funding will create a bunching of several years’ income at the
beneficiary level.

The taxation of distributions to an income recipient made
by an estate is governed by the normal rules of Subchapter J,
Chapter 1, subtitle A of the Code other than §664.*" Distribu-
tions to an estate beneficiary carry out distributable net income
(DNI) from the estate that is then taxable to the beneficiary.
However, distributions made by a partially or fully funded CRT
are governed by §664. This means that distributions from a par-
tially funded trust, but not an estate, are governed by the class
and category rules discussed at VLF., below. The taxable na-
ture of income earned pending funding should be considered.

A testamentary CRT funded with estate assets is consid-
ered a beneficiary of the estate.*” For purposes of its fiducia-
ry income tax, the estate can deduct its funding distributions to
the trust or distributions to the recipients on account of the an-
nuity or unitrust amount to the extent the distribution carries
out DNL*” A CRT is exempt from tax as soon as it is partial-

“Reg. §1.664-1(a)(5)().

*Reg. §1.664-1(a)(5)(iii).

OThe IRS sample documents, listed below on Worksheet 2, include provi-
sions to this effect. For the authorities, see Rev. Rul. 80-123, clarified by Rev.
Rul. 82-165, and moditied by Rev. Rul. 88-81 (requiring that trustee be given
option to defer payments of unitrust amount until year of full funding). See also
Rev. Rul. 92-57, modifying Rev. Rul. 82-165 and Rev. Rul. 88-81.

“IReg. §1.664-1(a)(5)(iii).

“”Reg. §1.643(c)-1.

3 See TAM 8810006; GCM 39707 (Dec. 11, 1987). The TAM and GCM,
which deal with the same estate, also conclude that any distribution made by
the estate to the trust beneficiary is treated as if made to the trust because the
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ly funded and, therefore, the DNI carried out from the estate to
the trust is not taxed to the trust.””* Tax is due on the distribution
to the trust only to the extent it is ultimately redistributed to a
noncharitable beneficiary.””

The tax consequences to the estate are different where the
bequest to a CRT is considered a pecuniary legacy within the
meaning of §663(a)(1). In such case, the estate is not entitled to
a deduction for the funding distributions, and the estate could
recognize gain or loss on the distribution if it funds the trust
with distributions in kind.**

Section 642(c) grants an estate an unlimited charitable de-
duction for the amount of its gross income that is required to be
paid for a purpose specified in §170(c) or set aside for such a
purpose. A distribution to a CRT that possesses both nonchar-
itable and charitable beneficiaries does not satisfy this require-
ment.*”’

For a distribution to qualify for the deduction, the likeli-
hood that the amounts set aside for charity may be used for a
noncharitable purpose must be so remote as to be negligible.*”*
The National Office has advised that the possibility of inva-
sion is negligible where a partially funded trust pays the an-
nuity or unitrust amount currently or the estate sets aside such
amount for future payment, including a sum for the satisfaction
of any interest due at the applicable rate.”” In GCM 39249 (June
27, 1984), commenting on a proposed revenue ruling, the IRS
equivocated as to whether either option would guarantee the al-
lowance of a set-aside deduction. Even if the executor were set-
ting aside funds for payment of the annuity or unitrust amount,
the remaining corpus could be invaded in future years if the
trust income were insufficient to make the annuity or unitrust
payments. Therefore, an estate does not seem to be entitled to a
§642(c) deduction for the amounts set aside because of the pos-
sibility that the amounts could be paid to a noncharitable bene-
ficiary, with an arguable exception in the case of a net income
unitrust.

Funding distributions to a CRT carry out current DNI, and
the estate is entitled to a distribution deduction to the extent of
such DNI. The distribution deduction is not available where the
estate defers funding the trust and instead sets aside current in-
come for future distribution.

Accordingly, partial funding distributions may be advis-
able in the case of a testamentary CRT, because items of in-
come received by the estate before the funding of the trust will
be subject to tax at the estate level, whereas these same items
would not be subject to tax if realized by the trust.

trust beneficiary is not a beneficiary of the estate. This conclusion seems to
contradict Reg. §1.664-1(a)(5)(iii).

“Reg. §1.664-1(a)(6) Ex. 5. A testamentary trust is treated as a CRT
as soon as it is partially funded and is exempt from tax immediately. Reg.
§1.664-1(a)(6) Ex. 5.

“»Even though DNI passed out from the estate to the trust may be com-
posed of ratable portions of the various types of income, to the extent the DNI
includes ordinary income that income will be deemed to be distributed first
when the estate beneficiary receives distributions. Generally, capital gains are
not included in DNI and, therefore, are taxed at the estate level rather than car-
ried out to the trust or trust beneficiary. See 852 T.M., Income Taxation of
Trusts and Estates, for further discussion of DNI.

“Reg. §1.661(a)-2(f). See also §267(b)(13).

“TReg. §1.642(c)-2(a), §1.642(c)-2(d).

P Reg. §1.642(c)-2(d).

“TAM 8341001.
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Once the trust is fully funded, the trustee must determine
the unitrust or annuity trust amount payable to the recipient.
The determination must be made within a reasonable time fol-
lowing the end of the taxable year in which the trust is fully
funded.” Those distributions by the trust are taxed to the ben-
eficiary under the “category and class” system discussed at
VI.C. and VLF., below.™

In computing the amount payable, the trust is credited with
any direct distributions made by the estate to the annuity or uni-
trust recipient during the period of administration. The distrib-
utions made directly by the estate are governed by the general
rules of subchapter I and, as a result, should not impact on the
trust’s class and category system. This notwithstanding, GCM
39707 (Dec. 11, 1987) concluded that an estate discharged the
legal obligation of a CRT where the estate paid a recipient di-
rectly. The GCM further reasoned that the trust was the deemed
recipient of the payment and that the recipient was deemed to
receive the payments from the trust, governed by the class and
category rules applicable to distributions from CRTs. Accord-
ingly, the trust received credit for any payments made by the
estate and had to take such payments into account for purposes
of the computation of the trust’s class and category system of
tracking income. This GCM (i) would be difficult to apply in
a year before the funding of the trust. as the system would not
yet be operative, and (ii) appears to render Reg. §1.664-1(c)(5)
(iii) a nullity.

E. Reformation of Defective Trusts

If a split interest trust is defective, a qualified reformation
may save the estate tax charitable deduction.”” For a reforma-
tion to be qualified, the following five criteria must be met

(each element discussed further below):™*

1. the charitable interest prior to reformation must be eli-
gible for a deduction under §2055(a) but for the provisions
of §2055(e)(2);

2. the reformation must be effective as of the decedent’s
date of death;

3. the nonremainder interest must terminate at the same
time before and after reformation;

4. the actuarial value of the charitable remainder as re-
formed must not differ by more than 5% from the actuarial
value of the charitable remainder prior to reformation; and

5. if, prior to reformation, the noncharitable interest is not
expressed in terms of a specified dollar amount, or a fixed
percentage of the property, the reformation must be com-

M Reg. §1.664-1(a)(5).

' Reg. §1.664-1(a)(5)(iii).

*2Reg. §1.664-1(a)(5)(iii).

*%The Tax Reform Act of 1984 (Pub. L. No. 98-369) amended §2055(e)
(3) to provide permanent rules governing the reformation of charitable split-in-
terest trusts that do not satisfy the technical requirements imposed by the Tax
Reform Act of 1969 (Pub. L. No. 91-172). Before 1984, there had been a series
of temporary reformation provisions, the first of which was enacted in 1974.
The last temporary reformation provisions covered trusts created or wills exe-
cuted before December 31, 1978, and required any amendment to be completed
(or judicial proceedings begun) by December 31, 1981. See former §2055(e)
(3), before amendment by the 1984 Act.

*§2055(e)(3)(C).
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menced within the time limit prescribed by §2055(e)(3)(C)

(iii).

Qualified reformations may include the reformation of a
trust that fails to satisfy the minimum charitable benefit rules.’”
To qualify for reformation, the otherwise nonqualifying inter-
est must be a “reformable interest.””* Section 2055(e)(3)(C)(i)
defines “reformable interest” as an interest for which an estate
tax charitable deduction would have been allowed at the time
of the decedent’s death but for the qualifying rules imposed on
split-interest trusts by the 1969 Act. This threshold requirement
can sometimes raise serious problems.

Although a defective CRT may qualify as a reformable in-
terest for purposes of §2055(e)(3), the existence of a power to
invade corpus will prevent a trust from qualifying as a CRT un-
der §664. Accordingly, the reformation must delete the power
to invade, which in turn requires the noncharitable beneficiary
to disclaim irrevocably his or her right to receive any discre-
tionary distributions. Typically, the beneficiary also is the re-
cipient of the unitrust or annuity trust amount. In such case, the
recipient must execute an irrevocable partial disclaimer.”

Practice Point: State law should also be consulted to deter-
mine the requirements for such a disclaimer.™

An interesting issue arises where the defective CRT grants
the trustee a wholly discretionary right to invade corpus. Be-
cause the right to invade is not limited by an ascertainable stan-
dard, the interest would not have qualified under the pre-1969
Act rules and, therefore, does not qualify as a “reformable in-
terest.” Arguably, a disclaimer also should work in this case to
create a reformable interest.

The time restrictions imposed on the reformation vary, as
do the means by which the reformation may be made, depend-
ing on the extent to which the governing instrument fails to
comply with these qualifying rules. For example, there is no
time limitation on the commencement of the reformation pro-
ceedings where the interest of the noncharitable beneficiary or
beneficiaries is fixed either as a specified dollar amount or as
a fixed percentage of the fair market value of the property in-
volved.™ In addition, such trusts may be reformed by nonjudi-

%582055(e)(3)(J), added by TRA ‘97, Pub. L. No. 105-34, §1089(b)(3).
See XI., below, for the effective date of these rules.

30682055(e)(3)(C). See PLR 200927013 (judicial reformation of trusts into
§664(d) CRATs was §2055(e)(3) qualified reformation because reformation
satisfied §2055(e)(3) requirement that pre-reformation charitable interests be
reformable interests), PLR 200330028 (judicial reformation of charitable trusts
into §664(d)(2) unitrusts was §2055(e)(3) qualified reformation because refor-
mation satisfied §2055(e)(3) requirement that pre-reformation charitable inter-
ests be reformable interests, and partial disclaimer was effective).

%7 See PLR 9004011 (approving reformation where beneficiaries made
qualified disclaimer under §2518). See also PLR 9349010 (permitting reforma-
tion when unitrust beneficiary disclaimed her right to receive discretionary dis-
tributions of principal for her health). Cf. PLR 201333006 (judicial reformation
of trust to establish portion as §664(d) CRUT and eliminate trustee’s authority
to pay noncharitable beneficiaries’ funeral and last illness expenses from such
portion — along with clarification of funding amount, which was based on
§2010(c) unified credit where decedent/grantor died in early 2010, and correc-
tion of unitrust payment amount and certain administrative provisions — was
§2055(e)(3) qualified reformation). See also 848 T.M., Disclaimers — Federal
Estate, Gift and Generation-Skipping Tax Considerations.

% See 848 T.M., Disclaimers — Federal Estate, Gift and Generation-Skip-
ping Tax and State Law Considerations.

%82055(e)(3)(C)(ii). A time constraint is imposed to the extent that the
estate wishes to take a §2055 deduction for the split interest on the estate tax
return, as the reformation must be completed before filing the Form 706. If the
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cial means. This liberal reformation rule was designed as a re-
lief provision for trusts that do not qualify due to minor techni-
cal shortcomings.”

A trust that fails to qualify under the above rules must be
reformed by judicial proceedings within a specified time peri-
od. In such case, the judicial reformation proceedings must be
commenced on or before the 90th day following the due date,
including extensions, of the decedent’s estate tax return or, if
no estate tax return is required, the due date, including exten-
sions, of the fiduciary income tax return for the first taxable
year for which the trust must file such a return.’"" For example,
the Tax Court in Estate of Tamulis v. Commissioner held that
a trust could not be reformed because the noncharitable benefi-
ciaries’ interests were not fixed as required by §2055(e)(3)(C)
(i1) and the estate did not commence the reformation within 90
days after estate tax return was due pursuant to §2055(e)(3)(C)
(ii1)(I). In affirming the Tax Court’s decision, the Seventh Cir-
cuit rejected the executor/trustee’s argument that the executor/
trustee had substantially complied with the reformation require-
ments by administering the trust as a §664 CRUT and includ-
ing a statement on the decedent’s estate tax return that the trust
would be administered as such. The Seventh Circuit held that
the doctrine of substantial compliance does not apply to a CRT
reformation that fails to satisfy §2055(e)(3)(C)(iii).”"

Practice Point: If the reformation of a defective split-inter-
est trust is contemplated, it should be instituted as soon as pos-
sible regardless of the applicable time limitations, because the
IRS will seek payment of interest on any pre-reformation tax
liability. The interest will run from the due date of the return
until the date on which the IRS receives notice of the reforma-
tion and possibly for 180 days thereafter.””

estate is unable to reform the trust by that date, the estate could file the return
without taking the deduction and then claim a refund when the reformation is
complete. In such cases, the reformation (and the refund claim) must be com-
pleted within three years of the filing of the return or two years of payment of
the tax, whichever is later. §6511(a).

3""Examples of such minor technical shortcomings are incorrect or missing
valuation or interest provisions for short taxable years, additional contributions,
and years in which the noncharitable interest terminates. H.R. Rep. No. 98-432
(1984), reprinted in 1984 U.S.C.C.A.N. 697.

*1182055(e)(3)(C)(iii). If an estate tax return is not to be filed, the estate
should choose a year end that will allow it the greatest period of time to com-
mence reformation proceedings.

2 Estate of Tamulis v. Commissioner, T.C. Memo 2006-183, aff’d, 509
F.3d 343 (7th Cir. 2007). See also Estate of Hall v. Commissioner, 93 T.C. 745
(1989) (no qualified reformation of trust that required net income payments to
income beneficiary because judicial proceeding was not timely commenced);
Estate of Block v. Commissioner, T.C. Memo 2023-30 (where CRAT estab-
lished upon decedent’s death provided that income beneficiary receive greater
of all net income or $50,000 at least annually and trustees did not amend
CRAT to remedy CRAT’s failure to provide fixed dollar amount until nearly
two years following decedent’s death, Tax Court held that (i) CRAT did not
qualify for default qualified reformation under §2055(e)(3)(B), and (ii) CRAT
trustees remedied CRAT defect without judicial process far beyond “90-day
following estate tax return” due date; Tax Court rejected substantial compli-
ance argument because “Congress made clear that the rules for qualified re-
formations are to be construed strictly, in order to prevent abuse of the chari-
table deduction,” even though court acknowledged that abuse in this instance
was unlikely because income payment would likely never vary from fixed
amount ($50,000) due to size of CRAT and trustees had always paid such fixed
amount); PLR 200548019 (IRS ruled that decedent’s estate did not qualify
for Reg. §301.9100-3 extension of §2055(e)(3)(C)(iii) 90-day deadline because
Reg. §301.9100-3 allows discretionary relief for regulatory, but not statutory,
elections (or deadlines)).
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The governing instrument must be reformed by amend-
ment, construction, or otherwise in such a way as to qualify as
a CRT under §664. The difference between the date of death
actuarial value of the remainder interest before reformation and
the date of death value of the remainder interest after reforma-
tion cannot vary by more than 5% of the actuarial value of the
pre-reformation interest.”*

In certain circumstances, it may not be possible to reform
the trust in such a way as to comply with the literal terms of
these rules. In a particularly liberal private letter ruling, the IRS
permitted the reformation of a defective CRT that resulted in
the recipient of the annuity amount receiving an annuity that
was less than the required 5%.’" The trust did not qualify under
§2055(e)(2) because the stated annuity amount was less than
5% of the fair market value of the assets. Under the reforma-
tion, the trust in the ruling was to pay the amount specified in
the trust to the annuity recipient and was to pay the difference
between that amount and the required 5% annuity currently to
the charitable remainder beneficiary.”® The IRS allowed the es-
tate a charitable deduction for the actuarially determined pre-
sent value of the charitable remainder interest and the charita-
ble lead annuity interest. The IRS did not address whether the
reformation violated the 5% variance rule requiring that the dif-
ference between the pre-reformation charitable remainder inter-
est and the post-reformation charitable remainder interest not
exceed 5% of the pre-reformation value.

The reformation must be effective as of the date of the
decedent’s death™ and cannot alter the timing for the termina-
tion of the noncharitable interest.’'® This latter requirement is
satisfied if a CRT with a term that exceeds 20 years is reformed
to have a 20-year term.””

For estate tax purposes, a CRT that would qualify but
for satisfying the minimum 10% charitable benefit requirement
may either be: (i) declared null and void ab initio; or (ii)
changed or reformed by reducing the payout rate or duration, or

° See Shriners Hospitals for Crippled Children v. United States, 14 CI. Ct.
51 (1987), rev’d, 862 F.2d 1561 (Fed. Cir. 1988).

31482055(e)(3)(B)(i). See PLR 201947007 (reformation approved where
difference between actuarial value of qualified interest and actuarial value of
reformable interest did not exceed 5% of actuarial value of reformable interest),
PLR 200122045 (amendment of trust that initially failed to qualify as CRUT
did not cause trust to qualify because difference in value between qualified in-
terest and reformable interest was greater than 5% of value of reformable inter-
est). See PLR 9349010 for a successful reformation where the difference was
less than 5%.

*PLR 8845012.

31 See also PLR 201947007 (judicial reformation approved by IRS where
unitrust amount increased from 3.5% to required 5% minimum), PLR
200622005 (approving reformation of testamentary CRT to increase unitrust
amount from 4% to required 5% minimum and make portion of unitrust amount
payable to charity), PLR 200306008—PLR 200306009 (reformation of testa-
mentary CRAT to increase annual annuity to required 5% minimum, with in-
crease to be paid to charity, was §2055(e)(3) qualified reformation, provided
reformation was effective under local law and requirements of §664(d)(1)(D)
were satisfied).

*17§2055(e)(3)(B)(iii).

*1882055(e)(3)(B)(ii)(I). See PLR 200122045 (amendment of trust that ini-
tially failed to qualify as CRUT did not cause trust to qualify because pre-refor-
mation nonremainder interest and post-reformation nonremainder interest did
not terminate at same time).

*1982055(e)(3)(B). See PLR 201947007 (judicial reformation approved by
IRS where unitrust payments to grandchild who was not living at the time of
the creation of the trust would cease on earlier of grandchild’s death or 20 years
from commencement of unitrust payments).
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both, to reduce the noncharitable beneficiaries’ interest to sat-
isfy the requirement.’® In the case of a testamentary transfer,
the reformation must be commenced judicially within 90 days
of the due date of the federal estate tax return (including exten-
sions) or, if no estate tax return is due, by the last day for filing
the income tax return for the first taxable year in which such a
return is required to be filed by the trust.”” Unlike a reforma-
tion commenced under §2055(e)(3)(B), a reformation solely to
meet the 10% remainder requirement does not need to meet the
5% variance test of §2055(e)(3)(B)(i)(I1).”*

Practice Point: Because it is not possible to know the
§7520 rate for the date of death, it may be appropriate to draft
the testamentary CRT with the provisions desired by the tes-
tator while including a self-correcting mechanism if the rate at
the date of death would cause the trust to be disqualified. For
example, the payout amount could be determined by formula
or the executor could be directed to lower the payout rate to the
percentage that would allow the trust to qualify.

Practice Point: If the remainder is close to 10%, run cal-
culations to determine if the election to use one of the prior
months’ §7520 rate would allow the trust to qualify. See
IV.H.5., above, for this election.

In the case of a trust that is declared void, no estate tax
charitable deduction will be allowed for any transfer to that
trust.™

The amount of the post-reformation charitable deduction
cannot exceed the actual amount that would have been allowed
for the remainder interest if the trust had qualified.” The IRS
is not entitled to any interest on the estate tax that would have
been payable on the defective trust for the period before the re-
formation, since the reformation is considered effective as of
the testator’s death.’”

Practice Point: When filing a Form 706 showing a chari-
table deduction for a reformed CRT, attach all relevant docu-
ments, including the calculations showing that the interest was
reformable within the meaning of §2055(e)(3).

In Rev. Rul. 74-283, the IRS ruled that it was bound by
the decision of state trial courts approving reformations of non-
qualified CRTs under the transition rules and was not free to
question the reformations.

The IRS’s response to a state court’s decision is also illus-
trated by Rev. Rul. 76-17. A decedent’s will established a non-
qualified CRT, and the executors attempted, in a timely man-
ner, to reform the will to obtain a charitable deduction. The lo-
cal probate court refused to approve a reformation creating a

2082055(e)(3)(J), added by TRA ‘97, Pub. L. No. 105-34, §1089(b)(3).
The monthly applicable federal rate, the age of each beneficiary, and the ad-
justed payout rate will all affect the value of the charitable remainder.

321§2055(e)(3)(), referring to §2055(e)(3)(C)(iii). See PLR 200414011
(decedent’s inter vivos unitrust that failed to satisfy §664(d)(2)(D) 10% re-
mainder requirement from its inception was not eligible for qualified reforma-
tion because reformation not commenced within §2055(e)(3)(J) and §2055(¢)
(3)(C)(iii) period).

*2H.R. Rep. No. 105-220, Conference Report to Accompany H.R. 2014,
Taxpayer Relief Act of 1997 (Pub. L. No. 105-34).

’2182055(e)(3)().

*2§2055(e)(3)(E).

3 Oxford Orphanage, Inc. v. United States, 775 F.2d 570 (4th Cir. 1985).
Cf. Shriners Hospitals for Crippled Children v. United States, 862 F.2d 1561
(Fed. Cir. 1988) (estate entitled to interest on deficiency paid before reforma-
tion of trust under transitional rule in 1984 Act).
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qualified CRT and directed that a life annuity be purchased for
the income beneficiary and the remaining funds be delivered
to the named charity upon the completion of the administration
of the estate. The IRS ruled that because the court’s order to
the executors did not result in a qualifying charitable remainder
trust, no charitable deduction was allowable under §2055.

F. Allocation of GST Exemption

If a testamentary charitable remainder trust (CRT) could
have a skip person (i.e., grandchild) as a beneficiary, even a
remote beneficiary, the generation-skipping transfer (GST) tax
issues must be considered. The automatic allocation rules at
death™ are different from the automatic allocation rules that
apply to lifetime transfers, so unintended allocations could oc-
cur. The following is not a full analysis of the GST tax conse-
quences; it is only intended to highlight situations that must be
analyzed further. See 850 T.M., Generation-Skipping Transfer
Tax (Chapter 13), for the detailed analysis.

If a testamentary CRT is drafted to have a grandchild
or other skip person as the initial noncharitable beneficiary,
typically the estate plan would contemplate that the executor
should allocate GST exemption to the trust. If it were not allo-
cated, the distributions to the noncharitable beneficiary would
be subject to the GST tax.

If the trust were instead drafted as a term trust, with a non-
skip person (i.e., child) as the initial beneficiary and the grand-
child only receiving distributions if his or her parent dies within
the 20-year term, then an allocation of GST exemption might
or might not be appropriate. Considerations would include the
age and health of the child and possible other alternative uses
of the decedent’s exemption. This is the type of trust that could
receive an unintended allocation under Reg. §26.2632-1(d)(2)
because it has the potential for distributions to a skip person.

Practice Point: Even if the executor’s decision regarding
allocating the GST exemption is to allow the automatic alloca-
tion rules to apply, the effect of that decision should be clear-
ly shown on the estate tax return. This will assist future gen-
erations and their professionals in determining the GST profile
of the affected trusts, as well as make it clear that the executor
considered the issue. See 822 T.M., Estate, Gift, and Genera-
tion-Skipping Tax Returns and Audits.

G. Estate Tax Inclusion of Property Subject to a Power of
Appointment

Section 2041(a)(2) provides that property over which a
decedent at death holds a general power of appointment created
after October 21, 1942, is included in the decedent’s estate.
If property is includible under this provision, and the property
passes to a charitable organization described in §2055(a), a cor-
responding charitable deduction is allowed. For purposes of
§2055, the property is considered a bequest to charity from the
holder of the power in whose estate the property is included.”
Therefore, the same rules apply as discussed above if an estate
tax charitable deduction is to be allowed.

In Rev. Rul. 76-504, a decedent’s spouse, who died in
1968, created a testamentary trust under which the decedent

Reg. §26.2632-1(d)(2).
32782055(b).
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was given a life income interest and a testamentary power of
appointment over trust corpus. If the decedent failed to exercise
her power of appointment, the trust income was payable upon
her death to another person for life with the remainder to a char-
ity. The decedent died testate in 1975 and did not exercise the
power of appointment. The trust property was includible in the
decedent’s estate due to her power of appointment.

The IRS disallowed an estate tax charitable deduction in
Rev. Rul. 76-504 because the trust created under the spouse’s
will was not in the form of a CRT or a contribution to a pooled
income fund. Pursuant to the predecessor of §2055(b), the re-
mainder interest in the trust was deemed to result from a trans-
fer made by the decedent after the effective date of §2055(e)
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(2)(A).”* Thus, the trust was subject to the rules of §2055(¢)(2)
(A), which require a deductible remainder interest in trust to be
in the form of either a CRT or a contribution to a pooled in-
come fund.

Comment: To obtain the charitable deduction while retain-
ing the spouse’s dispositive pattern, the decedent should have
exercised her power of appointment to create a qualified CRT.

S8 Effective for decedents dying after December 31, 1969, under a will ex-
ecuted after October 9, 1969. Pub. L. No. 91-172, §201(d).
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VI. Administering a Charitable Remainder Trust

A. Calculating the Required Payments to the
Noncharitable Beneficiaries

1. Charitable Remainder Annuity Trust (CRAT)

An annuity trust must pay a sum certain to one or more
permissible recipients.” The payments must be made at least
annually for the life of the recipient (or the lives of the recipi-
ents, as the case may be) or for a term not to exceed 20 years.”
The sum certain may be stated in the trust document as an ab-
solute dollar amount or as a fraction or percentage of the initial
net fair market value of the property placed in trust.®' There-
fore, the payment will not vary from year to year, except in
the initial and final year of the trust. If the payments are made
more frequently than annually, the annual amount is divided
by the number of payments (typically, four for quarterly pay-
ments, but occasionally twelve for monthly payments).

2. Charitable Remainder Unitrust (CRUT or “Straight
CRUT”)

A unitrust must pay a fixed percentage of its net fair mar-
ket value, as revalued each year, to permissible recipients at
least annually.”” The payments must be for the life of the recip-
ient (or the lives of the recipients, as the case may be) or for a
term not to exceed 20 years.”

There are three types of unitrusts. The standard unitrust
pays the recipient a fixed percentage of the net fair market val-
ue of the trust assets as revalued annually. To calculate an an-
nual payment, the trustee multiplies the value of the trust assets
on the valuation date in the document by the stated percent.

Practice Point: When calculating the value of the trust, do
not overlook any liabilities, including unpaid professional or
investment management fees. Liabilities may also include the
payment to the noncharitable beneficiary that will be made af-
ter the valuation date. The final quarterly or the annual payment
for the prior year may be made in January, after the valuation
date for the following year. Not reducing the value of the uni-
trust for the outstanding payment will overstate the value of the
trust.

Many charitable remainder trusts (CRTs) are invested in
marketable securities. The regulations under §664 do not give
any specific guidance if the valuation date (i.e., “first day of the
year”) is not a business day, and the sample documents use the
phrase “first day of each taxable year.” There are at least two
other areas in the regulations where valuation of traded securi-
ties is required: the estate tax valuation rules under §2031 and
the private foundation distribution rules under §4942. The es-
tate tax valuation rules require averaging of the securities’ val-
ues before and after the non-business day valuation date.™ The
private foundation rules permit the choice of a business day for
valuation, as long as the practice is followed consistently . If

28664(d)(1)(A); Reg. §1.664-2(a)(1)().
308664(d)(1)(A); Reg. §1.664-2(a)(5).

31 Reg. §1.664-2(a)(1)(ii), §1.664-2(a)(1)(iii).
28664(d)(2)(A); Reg. §1.664-3(a)(1)().
338664(d)(2)(A); Reg. §1.664-3(a)(5).

S Reg. §20.2031-2.
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the CRT document is silent as to the valuation date, the trustee
is allowed to select the valuation date by indicating it on the
initial return.”*

Practice Point: In the author’s experience, institutional
trustees have read the word “business” into the phrase “first day
of the year,” and calculated the values accordingly. If the pay-
ments are to be made quarterly, the calculated number is then
divided by four. This “first day of year” issue can be avoided
by describing the valuation date as the “first business day of the
taxable year” when drafting the trust.

3. Charitable Remainder Trusts with “Net Income”
Limitations (NICRUT, NIMCRUT, FLIP-CRUT)

The net income unitrust (NICRUT) pays the recipient the
lesser of the trust’s net income or the stated percentage.” “Net
income” refers to trust accounting income as calculated under
the relevant state law and any document provisions; it is not
taxable income. There are times when taxable income and trust
accounting income are the same (e.g., when the trust receives
only taxable dividends, but that is only a coincidence). The net
income unitrust can include an optional “make-up” provision
that provides that if the income in any year exceeds the unitrust
amount for the year, such excess is paid out to the extent neces-
sary to make up for any shortfalls in prior years.” Such trusts
are referred to a NIMCRUTSs, with the added “M” for “make-
up.”

Charitable remainder trusts with strict “net income” lim-
itations and no make-up provisions are relatively uncommon.
They are occasionally used by donors who prioritize the char-
ity’s remainder interest. For an example of when one of these
might be appropriate, see the discussion of CRTs with a chari-
table purpose at X.C., below.

The following is an example of a trust utilizing the make-
up provision.

Example: The governing instrument provides that the re-
cipient is to receive the lesser of trust income or 5% of
the net fair market value of the trust assets, valued on
the first business day of the taxable year (i.e., the trust is
a NICRUT). On January 1, 20X1, and January 1, 20X2,
the net fair market value of the trust assets is $100,000.
In 20X1 and 20X2, the trust has net income (within the
meaning of §643(b)) of $4,000 and $6,500, respectively.
Accordingly, the beneficiary would receive $4,000 (the
net income) in 20X1 and $5,000 (the fixed percentage
amount) in 20X2. If the governing instrument included
a make-up provision, the beneficiary would, instead, re-
ceive $6,000 in 20X2, $1,000 of which would represent
the shortfall for 20X1.

The sample unitrust forms provided by the IRS contain
language for use in drafting “income only” unitrusts, both
NICRUTSs and NIMCRUTs.™”

" Reg. §53.4942(a)-2(c)(4).

Reg. §1.664-3(a)(1)(iv).

“78664(d)(3)(A); Reg. §1.664-3(a)(1)A)(b)(1).

"§664(d)(3)(B); Reg. §1.664-3()((H)(b)(2).

¥See Worksheet 2 for the list of Revenue Procedures with sample uni-
trusts.
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Detailed Analysis

For years, the IRS took the position that a unitrust could
not use more than one of the three permissible types of pay-
ments during its term; that is, the unitrust could not “flip”
from one method to another.* This type of unitrust came to
be known as a flip unitrust (or FLIP-CRUT). For example, if a
grantor contributes an appreciated non-income-producing asset
(such as undeveloped land) to a unitrust, it would be desirable
to include an income only feature in the trust until the land is
sold because of the difficulties in paying the unitrust amount.
Once the asset has been sold, however, the grantor would prefer
that the income only feature be removed so that he or she re-
ceives a unitrust payment regardless of how the funds are in-
vested.

The IRS reversed its former private letter ruling position
by issuing regulations, effective for trusts created on or after
December 10, 1998 Under certain circumstances, the gov-
erning instrument may provide that the unitrust will use either
the net income or net income with make-up provisions payout
method for an initial period, and then “flip” to the fixed per-
centage method for the remaining portion of the term beginning
with the next tax year of the trust after the year of the flip
event.”” The “flip” must be triggered “on a specific date or by
a single event whose occurrence is not discretionary with, or
within the control of, the trustees or any other persons.”* Ex-
amples of such events (which must be specified in the govern-
ing instrument) include the sale of unmarketable assets,™ as
well as marriage, divorce, death, or the birth of a child.**® Any
“make-up” amount is forfeited upon the conversion as of the
first of the year following the year of the “flip” event.* A trust
cannot convert from a NICRUT or NIMCRUT to a CRAT, on-
ly to a CRUT.¥

Practice Point: The ‘“unmarketable asset,” the sale of
which will trigger the change in the trust, is often the only sig-
nificant asset contributed to the trust. However, there is no re-
quirement that the “unmarketable asset” that would trigger the
“flip” be any specific proportion of the contribution to the trust.

If a unitrust has a net income feature, the trust instrument
may allow treatment of certain realized capital gains as income.
Reg. §1.664-3(a)(1)(1)(b)(3) provides that trust income is to be
determined under §643(b) and the applicable regulations. Sec-
tion 643(b) indicates that capital gains may be treated as in-
come if allowed by state law and the trust instrument so pro-

> See, e.g., PLR 9522021, PLR 9516040, PLR 9506015.

*Reg. §1.664-3(a)(1)(i)(c), T.D. 8791, 63 Fed. Reg. 68,188 (Dec. 10,
1998). An existing net income unitrust could be reformed to add a flip provi-
sion if the trustee initiated proceedings to reform the trust by June 8, 1999 (sub-
sequently extended to June 30, 2000), so long as the triggering event did not
occur in a year before the year in which the court issued the order reforming
the trust.

*2Reg. §1.664-3(a)(1)(i)(c)(2). A mid-year flip is not possible, as §664(d)
(2) and §664(d)(3) require that a trust be a CRUT or a NIMCRUT for “any
year.”

*Reg. §1.664-3(a)(1)()(c)(1).

4 Reg. §1.664-1(a)(7)(ii) provides that the term “unmarketable assets” ap-
plies to “assets that are not cash, cash equivalents, or other assets that can be
readily sold or exchanged for cash or cash equivalents.” Examples include real
property, closely held stock, and unregistered securities for which there is no
available exemption permitting public sale.

*Reg. §1.664-3(a)(1)()(d).

¥ Reg. §1.664-3(a)(1)(1)(c)(3).

*Reg. §1.664-3(a)(1)()(c).
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vides. In the case of a net income unitrust with a make-up pro-
vision, treatment of capital gains as income can be a useful tool
if the trust assets are invested in appreciated property that has
not produced sufficient income on an annual basis to satisfy the
unitrust amount.

For sales or exchanges, pre-contribution gain may not be
used in determining the trust’s income.’” Reg. §1.664-3(a)(1)
(1)(b)(3) provides that proceeds from the sale or exchange of
assets contributed to the trust must be allocated to principal,
at least to the extent of the fair market value of the assets on
the date of contribution. In addition, proceeds from the sale or
exchange of assets purchased by the trust must be allocated to
principal, at least to the extent of the purchase price paid by the
trust.”” Otherwise, Reg. §1.664-3(a)(1)(1)(b)(3) states that pro-
ceeds from the sale or exchange of trust assets may be allocated
to income pursuant to the terms of the governing instrument if
not prohibited by applicable state law.” For trusts created after
January 2, 2004, the governing instrument may give the trustee
discretion to make this allocation to the extent a state statute
permits the trustee to make adjustments between income and
principal so that the beneficiaries are treated impartially.

To conform to the 2004 modification of the definition of
income in Reg. §1.643(b)-1, Reg. §1.664-3(a)(1)(i)(b)(3) pro-
vides that, for taxable years ending after January 2, 2004, trust
income may not be determined by reference to a fixed percent-
age of the annual fair market value of the trust property, despite
any contrary provision in applicable state law. The preamble
to T.D. 9102 indicates that the IRS amended Reg. §1.643(b)-1
to reflect changes to the definition of fiduciary accounting in-
come under state laws, which in some cases allowed “trust ac-
counting income” to be defined as a unitrust amount.”' Because
some state laws allow trust accounting income to be defined as
a unitrust amount of less than 5%, to allow such a state law
to define “trust accounting income” would effectively permit a
NIMCRUT with a less-than-5% unitrust amount.

4. Special Calculation for NIMCRUTs Established
Under the Proposed Regulations

An additional adjustment may be required in the calcula-
tion of a unitrust amount for documents drafted before 1998.
Before issuing the 1998 and 2004 regulations, the IRS had ap-
proved so-called “capital gain unitrusts” in rulings’ involving
net income unitrusts with make-up provisions that treated real-
ized capital gains as trust income. In each case, this was per-
mitted by state law. The IRS, however, required that to the ex-
tent that there was a deficiency in the unitrust payments for pri-

8 Reg. §1.664-3(a)(1)(1)(b)(3), §1.664-3(a)(1)(i)(b)(4), T.D. 8791, 63 Fed.
Reg. 68,188 (Dec. 10, 1998), effective for sales or exchanges occurring after
April 18, 1997, and further amended by T.D. 9102, 69 Fed. Reg. 12 (Jan. 2,
2004) (finalizing REG-106513-00, 66 Fed. Reg. 10,396 (Feb. 15, 2001)), effec-
tive for taxable years ending after January 2, 2004.

*Reg. §1.664-3(a)(1)()(b)(3), §1.664-3(a)(1)(i)(b)(4).

*Under Reg. §1.664-3(a)(1)(i)(b)(4), this provision is effective for tax-
able years ending after January 2, 2004. The 1998 final regulations had implied
that the IRS would permit post-contribution gains to be allocated to income be-
cause those regulations only prohibited the allocation of pre-contribution gains
to income.

31See 852 T.M., Income Taxation of Trusts and Estates, for a further dis-
cussion of the 2004 amendments to Reg. §1.643(b)-1.

2 See, e.g., PLR 9633013-9633007, PLR 9609009, PLR 9511029, PLR
9511007, PLR 9442017.
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or years, the fair market value of the trust assets be reduced by
the amount of that deficiency for purposes of determining the
unitrust payment. The reduction, however, could not exceed the
amount of unrealized gain in the trust assets as of the valua-
tion date. It is likely that the IRS imposed this requirement as
a condition of obtaining a favorable ruling. This adjustment to
the value of the unitrust could result in a significant reduction
in the amount of the payment due to the noncharitable benefi-
ciary.

Although practitioners had expressed concern that the
1998 final regulations might require the maintenance of a lia-
bility account for net income with make-up unitrusts that allo-
cate post-contribution gain to income, the preamble to the final
regulations states that taxpayers “do not have to treat the make-
up amount as a liability when valuing the assets of a NIM-
CRUT.”™ However, many NIMCRUTs drafted before 1998
did include that provision in their document. If the document
was not amended to delete that provision, the adjustment would
still be required.”™

Example (pre-1998 NIMCRUT with the deficiency pro-
vision): Grantor funded a CRUT on January 1, 1994, re-
taining an 8% unitrust interest for life, payable on Decem-
ber 31 (the valuation date). The trust has net income with
make-up provisions and includes realized capital gains in
the definition of trust income. Grantor funded the trust
with assets with a value of $100,000 and basis of $50,000.
In 1994 and 1995, when the trust assets had a value of
$100,000, the trust had no income, and no unitrust pay-
ments were made. In 1996, the trust realized its only in-
come for the year when the trust assets were sold for
$100,000, resulting in a $50,000 capital gain. On Decem-
ber 31, 1996, the trust made a $23,360 unitrust payment
to Grantor. This payment represents an $8,000 make-up
payment for 1994 (when the trust assets were valued at
$100,000), a $7,360 make-up payment for 1995 (when the
value of the trust assets was reduced to $92,000 to reflect
the $8,000 unitrust deficit), and an $8,000 payment for
1996 (when the post-sale assets were valued at $100,000).

5. Correction of Over- or Under-Payment to the
Noncharitable Beneficiary

The governing instrument must contain a provision ad-
dressing the possibility of an incorrect valuation of the net fair
market value of the trust assets.”™ If the trustee incorrectly de-
termines the net fair market value of the trust assets and the
payment amount is expressed as a fraction or a percentage of
the net fair market value of the trust property, the error in val-
uation will affect the amount payable to the recipient. For a
discussion of the rules applicable to trustees and the obtaining

**T.D. 8791, 63 Fed. Reg. 68,188 (Dec. 10, 1998).

*In PLR 200827013, PLR 200827012, and PLR 200827011, the IRS
ruled that the reformation of net income with make-up unitrusts to conform
them to Reg. §1.664-3(a)(1)(1)(b)(3) as promulgated after the unitrusts’ estab-
lishment did not disqualify the unitrusts under §664. Otherwise, as reformed,
all capital gain realized by the unitrusts was to be allocated to income. See
also PLR 201332012, PLR 201332011 (similar reformation did not disquali-
fy unitrusts under §664 or result in §4941 self-dealing), PLR 200829016, PLR
200829015.

S Reg. §1.664-2(a)(1)(iii), §1.664-3(a)(1)(iii).
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of qualified appraisals, see III.G.1., above. Where this occurs,
the trustee must pay to the beneficiary (in the case of an un-
dervaluation) or be repaid by the beneficiary (in the case of an
overvaluation) an amount equal to the difference between the
amount the trustee paid the beneficiary and the correct payment
amount. The payments or repayments must be made within a
reasonable period after the final determination of the value of
the trust assets.””® Any payments due to a recipient by reason of
an incorrect valuation are includible in the recipient’s income
in his or her tax year in which or with which ends the taxable
year of the trust in which the overpayment is paid, credited,
or required to be paid.”’ Where a recipient is required to make
payments to the trust, the recipient is entitled to a deduction
from gross income in the year the repayment is made, but only
to the extent the amounts originally paid were included in the
recipient’s gross income.” It is possible that the §1341 claim-
of-right rules would apply where the amount of the deduction
is substantial ™

Practice Point: The regulations only discuss an over- or
under-payment in the context of an incorrect valuation of the
assets. As a practical matter, over- or under-payments for any
other reason should be handled in the same manner. If the ad-
justment is substantial, especially if the beneficiary has been
overpaid, the trustee may decide that it is appropriate to dis-
close the reason for the adjustment in an attachment to the an-
nual income tax return for the trust.

Practice Point: It is not unusual for an institutional trustee
to make a payment, only to discover that the income benefi-
ciary has died and the trustee has not been notified. If there is
a successor noncharitable beneficiary, and the check was not
cashed, a corrected check (or checks) can be issued. Howev-
er, if the trust was to terminate on the death of the beneficiary,
an adjustment, including repayment by the estate of the ben-
eficiary (assuming the executor deposited the check), may be
required. If an erroneous payment is refunded by the estate of
the noncharitable beneficiary, the estate may benefit from the
§1341 claim-of-right rules as a successor to the noncharitable
beneficiary. ™

6. Computation of Annuity or Unitrust Amount for
Short Taxable Years Including Last Taxable Year of
Payment Period

The governing instrument of an annuity trust or unitrust
must provide that in the case of a short taxable year other than
the final year, the annuity or unitrust amount otherwise payable
will be prorated for the actual number of days in the short tax-
able year.”

Example: The annuity payment of charitable annuity trust
T is $5,000 per year to individual B for life. T is funded
on July 1, and, as required, the trustee adopts a calendar
year. The annuity amount payable to B for the initial year

Reg. §1.664-2(a)(1)(iii), §1.664-3(a)(1)(iii).

¥TReg. §1.664-1(d)(4)(ii).

¥ Reg. §1.664-1(d)(4)(ii).

*Reg. §1.664-1(d)(4)(ii).

30 8ee 502 T.M., Gross Income: Tax Benefit, Claim of Right and Assign-
ment of Income, for discussion of §1341.

I Reg. §1.664-2(a)(1)(iv)(a), §1.664-3(a)(1)(v)(a).
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of funding is $5,000 x 184 (the number of days in the short
taxable year beginning July 1) + 365 (the number of days
in a full taxable year) = $2,520.55.

The final year of the trust often will be a short taxable year,
and the final payment to the noncharitable beneficiary is pro-
rated in the manner shown above, unless the document termi-
nates the payments with the payment preceding the death of the
beneficiary. In the case of a CRT measured by an individual’s
life, any required prorated payment for the year in which the
trust ends is based on the number of days the beneficiary lived
in the taxable year of his or her death and not on the number
of days in the last taxable year.”” The latter generally is greater,
because the taxable year will run until the assets are distributed
to the charitable remainder beneficiary. If the governing instru-
ment of a unitrust provides for the payment of the lesser of net
income or a specified percentage of trust corpus, the amount
payable for the last taxable year is determined by comparing
the actual income for the last year to the prorated fixed percent-
age amount for the period.”” In the case of a unitrust, if the an-
nual valuation date does not occur in the final short year, the
trust assets are valued as of the last day of the short year.* If
the beneficiary is entitled to a prorated amount for the benefi-
ciary’s year of death, with the result that payment is made after
the death of the beneficiary, the payment amount is included in
the income of the beneficiary’s estate as income in respect of a
decedent.”

The governing instrument may provide that the annuity
or unitrust payments terminate with the payment preceding the
death of the recipient.’® If the document includes that provi-
sion, any accidental post-mortem payment must be returned or
repaid in full. This is an optional provision and is not required.
However, the IRS takes the position that a trust cannot qualify
as a CRT where the governing instrument fails to specify how
the amount of the final payment to the beneficiary is to be de-
termined.’”

7. Requirement for Annual Valuation of Non-
Marketable Assets

A unitrust requires an annual valuation of the trust assets
to determine the amount of the unitrust payment. Because of
continuing fears that the valuation of unmarketable assets could
be manipulated to the advantage of the noncharitable benefi-
ciaries, the IRS in 1997 proposed a regulation that would re-
quire certain charitable remainder trusts to obtain a qualified
appraisal of “unmarketable” trust assets for purposes of deter-
mining the annuity or unitrust amount.® The regulation was fi-
nalized in substantially the same form in 1998, and is effective
for trusts created on or after December 19, 1998.°%

*2Reg. §1.664-2(a)(1)(iv)(b), §1.664-3(a)(1)(V)(B)(1)().

B Reg. §1.664-3(a)(1)(V)(b)(1)(ii).

¥ Reg. §1.664-3(a)(1)(V)(b)(1)(iii).

5 Reg. 1.664-1(d)(4)(iii).

*“Reg. §1.664-2(a)(5)(i), §1.664-3(a)(5)().

*7Rev. Rul. 79-428.

S REG-209823-96, 62 Fed. Reg. 19,072 (Apr. 18, 1997).

T D. 8791, 63 Fed. Reg. 68,188 (Dec. 10, 1998). If a trust in existence
on December 10, 1998, requires that an independent trustee value unmarketable
assets, the trust can be amended to provide that the valuation may be made ei-
ther by an independent trustee or by a qualified appraisal. Reg. §1.664-1(f)(4).
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The final regulation, Reg. §1.664-1(a)(7), applies to both
annuity trusts and unitrusts and requires that any valuation of
unmarketable trust assets either be made by an independent
trustee or be determined by a current qualified appraisal.”™ For
this purpose, an “independent trustee” is defined as a person
who is not the grantor, a noncharitable beneficiary, or a per-
son who is subordinate or related to the grantor, the grantor’s
spouse, or a noncharitable beneficiary.”" “Unmarketable as-
sets” are defined as those that are not cash, cash equivalents, or
other assets that can be readily converted into cash. The regula-
tion lists real estate, closely held stock, and unregistered secu-
rities as examples of unmarketable assets.”

In the case of an annuity trust, a valuation is generally re-
quired only at the time the assets are transferred to the trust.
That initial valuation fixes the amount of the annuity, which
does not thereafter change. Because the transfer of assets other
than cash or publicly traded stock will require a qualified ap-
praisal under Reg. §1.170A-17(a),”” that same appraisal can be
used to fulfill the appraisal requirements of Reg. §1.664-1(a)(7)
if there is no independent trustee.

In the case of a unitrust, the valuation requirement will
have to be satisfied each time the trustee makes its annual val-
uation of the trust assets, although the initial qualified appraisal
to support the income tax deduction can be used for the first
valuation date (assuming the first valuation date is the date the
on which the trust is funded).

B. Making the Payments to the Beneficiary

No amount other than the annuity or unitrust amount can
be paid to a person other than a §170(c) organization.” This re-
striction does not prohibit the trust from making a transfer to
a person other than a §170(c) organization in exchange for full
and adequate consideration, as long as it is permissible within
the self-dealing rules discussed at VI.G., below.”” Therefore, if
the donor is the trustee, he or she may receive a trustee’s fee as
long as it is reasonable. See the discussion at IV.G.1., above.

1. In Cash

In virtually all cases, the required payments to the non-
charitable beneficiary will be made in cash. This does not nor-
mally raise any complications. The taxation of the payment re-
ceived is discussed in VL.F., below.

For this purpose, a qualified appraisal is defined in Reg. §1.170A-17(a),
generally applicable for charitable contributions made on or after January 1,
2019. Reg. §1.664-1(a)(7)(i)(b). See also Reg. §1.170A-13(c)(3) and Notice
2006-96 for charitable contributions made prior to January 1, 2019.

"'Reg. §1.664-1(a)(7)(iii). The determination of whether a person is sub-
ordinate or related is made under §672(c) and its regulations. Reg. §1.664-1(a)
(7)(iii). In the preamble to the final regulation, the IRS stated that an indepen-
dent trustee who is a co-trustee may value the unmarketable assets. T.D. 8791.

Reg. §1.664-1(a)(7)(ii).

PReg. §1.170A-17(a), added by T.D. 9836, 83 Fed. Reg. 36,417 (July 30,
2018), applicable to charitable contributions made on or after January 1, 2019.
However, the rules may be applied to appraisals prepared for returns or submis-
sions filed after August 17, 2006. See also Reg. §1.170A-13(c)(3) for returns
or submissions applicable to donations made before January 1, 2019.

74 8664(d)(1)(B), §664(d)(2)(B); Reg. §1.664-2(a)(4), §1.664-3(a)(4).

P Reg. §1.664-2(a)(4), §1.664-3(a)(4).
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2. Payments in Kind

The distribution of the annuity or unitrust amount may be
made in property other than cash.””® Perhaps the asset to be dis-
tributed is illiquid, or the trustee decides not to incur the sales
costs if the beneficiary plans to hold the property. The tax con-
sequences to the noncharitable beneficiary are the same as if
the payment were received in cash.

From the trust’s perspective, a distribution in kind is
deemed to be a sale of the property by the trust. The recipient’s
basis in the property is its fair market value at the date the prop-
erty is paid, credited, or required to be distributed by the trust.””’
The trust will realize gain or loss to the extent that the then fair
market value of the property distributed differs from the trust’s
basis in the property. The trust cannot recognize any loss, as the
deemed sale is a transaction with a beneficiary and, thus, sub-
ject to the loss limitations and deferral provisions of §267.77*

Example: On January 1, 20X1, X creates a qualifying
CRAT, whose taxable year is the calendar year, under
which X is to receive $5,000 per year. During 20X1, the
trust receives $500 of ordinary income. On December 31,
20X1, the trust distributed cash of $500 and a capital asset
of the trust having a fair market value of $4,500 and a ba-
sis of $2,200. The trust is deemed to have realized a capital
gain of $2,300. X is required to recognize the distribution
of $5,000 as being ordinary income of $500, capital gain
of $2,300 and trust corpus of $2,200. The basis of the dis-
tributed property is $4,500 in the hands of X. See example
under Reg. §1.664-1(d)(5).

Practice Point: If possible, distribution of loss property
should be avoided due to the complexity of the loss deferral
provisions.

The beneficiary’s holding period begins the day after the
property is received.”” He or she is not entitled to add the trust’s
holding period because the trust’s basis does not carry over to
the beneficiary.”™

Example: On January 1, 20X1, G creates a qualifying
CRAT. As required of all split-interest trusts, the annuity
trust is on a calendar year. G is entitled to receive $5,000
per year. During 20X1, the trust receives $500 of ordinary
income. On December 31, 20X1, the trust distributes cash
of $500 and a capital asset having a fair market value of
$4,500 and a basis of $2,200. As a result of this distrib-
ution in kind, the trust is deemed to have realized a cap-
ital gain of $2,300. G’s $5,000 distribution is deemed to
consist of $500 of ordinary income, $2,300 of capital gain,
and $2,200 of nontaxable corpus. G’s basis in the distrib-
uted property is $4,500.”*"

7 Reg. §1.664-1(d)(5). See PLR 8846058.

57 Kenan v. Commissioner, 114 F.2d 217 (2d Cir. 1940), aff’g 40 B.T.A.
824 (1939).

788267(b)(6); Reg. §1.267(d)-1.

3 See Rev. Rul. 70-598.

081223(1); Reg. §1.267(d)-1(a)(4) Ex. 1.

*#Reg. §1.664-1(d)(5) Ex.
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If an in-kind distribution is made in the year following
the year for which the payment is made, see the discussion at
VLF.3., below. The gain on the distribution may be allocated to
the year for which the payment is made rather than the year in
which the payment is actually made.

C. Taxation of Trust

1. Assigning Income to Categories and Classes

The income tax character of distributions to the recipient is
determined under a unique “category” and “class” system un-
der the rules set forth in §664(b) and the regulations thereun-
der. This system supersedes all other provisions of the Code.™
Many previous discussions refer to the “four tier system,”
which is perhaps a better descriptive term, but to avoid con-
fusion this narrative will use the terms from the regulations.
When the system was originally designed, the basic idea was
that the highest-taxed income would be distributed first, then
the lower-taxed income (i.e., capital gains), and then finally the
non-taxable income (the “worst-in, first-out” or WIFO system).
However, the creation of special tax rates for certain types of
ordinary income (e.g., qualified dividends) and the addition of
the net investment income tax mean that WIFO is no longer
strictly followed.

The first step in determining the taxation of the beneficiary
is to assign the income of the trust to the appropriate category
and class. Once assigned, the income remains in that category
and class permanently until it is distributed to the beneficiary
or the trust terminates. Unlike other trusts, the income calcula-
tion does not start anew each year. The Form 5227, Split-Inter-
est Trust Information Return, shows the categories’ cumulative
balances but does not detail the classes of income within each
category. Therefore, the trustee must keep separate records to
be able to accurately file the tax return and determine the cor-
rect income to allocate to the beneficiaries. The beneficiaries’
tax consequences are discussed at VL.F., below.

The beneficiary is taxed based on his or her rates for the
year in which the distributions are made to the beneficiary, not
the year in which the income is received by the trust.”®

Reg. §1.664-1(d)(1)(i)(a) assigns all CRT income to either
the ordinary income category, the capital gains category, or
the other income (e.g., tax-exempt) category in the year the
trust must take the income into account. (The fourth category
is “corpus,” but no income can be allocated there.) Income in-
cludes non-cash items such as consent dividends, subpart F in-
come, or Global Intangible Low-Taxed Income under §951A,
even when these items of income are not treated as income un-
der §643(b) for distribution purposes.”™

Reg. §1.664-1(d)(1)(i)(b) specifies that all items within the
ordinary income and capital gains categories are then assigned
to different classes based on the federal income tax rate applic-
able to each type of income in that category in the year the trust
must take the item into account. The ordinary income category
could include a class of §1(h)(11) qualified dividend income,
a class of income not subject to the net investment income tax

828664(b); Reg. §1.664-1(d)(1).

¥ Reg. §1.664-1(d)(1)(ii)(a). See also the discussion of §1411 at VLF.4.,
below.

*“PLR 199952035.
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under §1411, and a class of all other ordinary income.”® The
capital gains category could include separate classes for short-
term capital gains, for §1(h)(4) 28% long-term capital gains,
for §1(h)(6) unrecaptured §1250 long-term capital gains, for
former §1(h)(9) (before its amendment by JGTRRA) qualified
five-year long-term capital gains, and for all other long-term
capital gains. If the tax rates change so that items in two class-
es would be taxed at the same rate if distributed in a particular
year, and the change is permanent, then the undistributed items
in those classes are combined into one class.’ Typically the
“other income” category would include only tax-exempt inter-
est or dividends, but could also include life insurance proceeds.

Comment: The IRS issued proposed regulations that
would define certain CRAT transactions, such as the type of
transaction in Furrer, as listed transactions.”® The IRS would
define use of a charitable remainder annuity trust as a listed
transaction if: (1) the grantor creates a CRAT and funds the
trust with property having a fair market value in excess of its
basis; (2) the trustee sells the contributed property and uses
some or all of the proceeds from the sale to purchase an an-
nuity; and (3) on a federal income tax return, the beneficiary
of the trust treats the annuity amount payable from the trust
as if it were, in whole or in part, an annuity payment subject
to §72, instead of carrying out to the beneficiary amounts in
the ordinary income and capital gain tiers of the trust in ac-
cordance with §664(b).” The preamble to the proposed regula-
tions also walked through the serious deviations from the IRS’s

3 See VLF.4., below, discussing the application of the §664(b) rules to the
determination of whether items of income allocated to a noncharitable annuity
or unitrust recipient constitute §1411 net investment income to him or her.

6 Other ordinary income includes the ordinary income portion of pay-
ments from annuity policies. Although the amount of ordinary income and re-
turn of principal is calculated under §72, the annuity income portion is assigned
to the “ordinary income subject to §1411” class once received by the CRT. See
IRS AM 2020-006; Furrer v. Commission, T.C. Memo 2022-100 (when ana-
lyzing interplay of §72 and §664 regarding annuity payments from single pre-
mium immediate annuities (SPIAs) purchased by CRATS in abusive transac-
tions similar to those discussed in IRS AM 2020-006, court stated that §72 does
not call for treatment different than under §664; rather, “[§]72(b) allows an ex-
clusion from income only to the extent the taxpayer has an ‘investment in the
contract,”” and neither taxpayers nor CRATSs had any investment in SPIAs be-
cause SPIAs were purchased with proceeds from sale of agricultural crops that
had basis of zero). See also Gerhardt v. Commissioner, No. 11127-20, 2023 BL
134075 (T.C. Apr. 20, 2023) (court reiterated that “nothing in [§]72 overrides
[the income beneficiaries’ obligation to comply with the rules of [§]664(b) with
respect to [the annuity income]”; court rejected income beneficiaries’ argument
that “all taxable gains (on the sale of the asset[s contributed to the CRATSs])
disappear and the full amount of the proceeds [from the sale of real property by
the CRAT is] converted to principal to be invested by the CRAT ... . The gain
disappearing act the Gerhardts attribute to the CRAT is worthy of a Penn and
Teller magic show”).

¥71f the rate change is temporary (such as where a sunset applies), Reg.
§1.664-1(d)(1)(1)(b) specifies that the classes are kept separate. The preamble
to the final regulations on ordering rules for characterizing distributions from
CRTs notes that no commentators indicated that this requirement would be un-
duly burdensome. T.D. 9190, 70 Fed. Reg. 12,793 (Mar. 16, 2005).

8 Prop. Reg. §1.6011-15, REG-108761-22, 89 Fed. Reg. 20,569 (Mar. 25,
2024), would be effective on the date of publication of final regulations.

¥ Prop. Reg. §1.6011-15(b). See also Preamble, REG-108761-22 (in these
transactions, beneficiaries report as income only small portion of the amount
received from SPIA, treats balance of annuity amount as excluded portion rep-
resenting return of investment, and beneficiary is taxed as if owner of SPIA,
rather than SPIA being asset owned by CRAT, which trustee purchased to
fund annuity amount payable from trust; furthermore, trustee takes position that
transfer of appreciated property to purported CRAT gives assets step-up in ba-
sis to fair market value as if such assets were sold to trust, rather than proper
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approved CRAT samples, which cause these certain types of
CRAT: from qualifying as CRATs, such as providing for a cur-
rent payment to a charitable organization in lieu of payment of
the remainder interest required under §664(d)(1)(C). Note that
charitable remainder beneficiaries would not be treated as par-
ticipating in a listed transaction or as a material advisor to a
listed transaction solely by reason of being a recipient of a re-
mainder interest; however, the charitable remainder beneficiary
could be subject to penalties under Reg. §53.4965-4(a) depend-
ing upon its knowledge of the transaction.™

If the trust receives any non-UBTI income that could be
subject to the deduction allowed under §199A, that income
does not appear to be a separate class of income from other
ordinary income (such as interest income). Although a deduc-
tion may be allowed to the beneficiary on his or her own re-
turn, §199A income is not subject to a different income tax rate.
Therefore, §199A-eligible income would be included in the or-
dinary income category along with other income that might re-
ceive special treatment on the beneficiary’s return, such as pas-
sive income or foreign-source (nonqualified) dividends.™' As
with all other income that could receive different treatment, the
trustee should provide sufficient detail to the beneficiary. Di-
rect guidance from the IRS would be helpful.

Under Reg. §1.664-1(d)(1)(iii)(a), ordinary losses in the
current year are used first to reduce undistributed ordinary in-
come for prior years that is in the same class as the loss. Any
excess is then used to reduce current and undistributed ordinary
income from other classes, in turn, beginning with the class
subject to the highest federal income tax rate and ending with
the class subject to the lowest rate. If any further excess re-
mains, it is carried forward indefinitely to reduce ordinary in-
come in future years. As noted above, current and prior years’
undistributed income for this purpose is calculated without re-
gard to the §172 or §642(d) net operating loss deduction.

If there is a current-year loss in the other income category,
Reg. §1.664-1(d)(1)(iii)(b) provides that it is used to reduce
undistributed income in this category for prior years. Any ex-
cess is carried forward indefinitely to reduce other income in
future years.

Reg. §1.664-1(d)(1)(iv) describes how capital gains and
losses are netted. The capital gains are determined on a cu-
mulative net basis under Reg. §1.664-1(d)(1) without regard to
§1212.” Each year, current and undistributed gains and losses
within each class are netted to determine the net gain or loss for
that class. The classes of capital gains and losses are then netted
against each other in the following order: (i) a net loss from the
long-term capital gain and loss class (beginning with the class
subject to the highest federal rate and ending with the class sub-
ject to the lowest rate) offsets net gain from each other class of
long-term capital gain and loss, in turn, until exhaustion of the
class, beginning with the class subject to the highest federal rate
and ending with the class subject to the lowest rate; and (ii) ei-
ther (a) a net loss from all the classes of long-term capital gain

treatment of having assets retain same basis as in hands of donor, increased by
any gift tax paid on transfer).

*Prop. Reg. §1.6011-15(c), §1.6011-15(d). See also Reg. §1.6011-4(c)(3)
D(A).

*!'See the discussion of PLR 9313018 at VI.C.2.d., below.

*2Section 1212 is the capital loss carryover and carryback provision.
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and loss (beginning with the class subject to the highest federal
rate and ending with the class subject to the lowest rate) offsets
any net gain from the short-term capital gain and loss class or
(b) a net loss from the short-term capital gain and loss class off-
sets net gain from each long-term capital gain and loss class, in
turn, until exhaustion of the class, beginning with the class sub-
ject to the highest federal rate and ending with the class subject
to the lowest rate.

If a CRT has a net loss or net gain at the end of the taxable
year after the application of Reg. §1.664-1(d)(1)(iv) and the
gain or loss is not treated as distributed from the capital gains
category under the Reg. §1.664-1(d)(1)(ii)(a) allocation provi-
sions, then Reg. §1.664-1(d)(1)(v) provides that such net gain
or loss is carried forward to succeeding taxable years. It retains
its character as gain or loss from its particular class in the suc-
ceeding years.

In addition to income actually received by the trust during
the year, gain assigned to the capital gains category may in-
clude deemed gains from the following year. Under Reg.
§1.643(a)-8,™ the trust will be deemed to have sold a pro rata
portion of the appreciated assets in any year that the trust must
make a distribution and the distribution is not characterized in
the hands of the recipient as income from the categories de-
scribed in §664(b)(1), §664(b)(2), or §664(b)(3). As a result,
the trust will have income, and the beneficiary must recognize
the income upon receiving a distribution. Of course, the income
is not recognized again in the following year.

Example: In 20X1, H funds a CRAT using an appreciated
non-dividend paying stock. The trustee sells some of the
stock early in 20X2 to make the required payment to the
beneficiary. If it were not for the Reg. §1.643(a)-8 special
rule, the beneficiary would not be taxed on the distribu-
tion for 20X1 because the trust would not have accumulat-
ed any income in the year for which the distribution was
made. The gain on the sale of the stock is allocated to the
capital gain category in 20X1, not 20X2.

Reg. §1.664-1(d)(1)(vi) contains transitional rules that
may affect the calculation of classes and categories for trusts
established in 2003 or earlier.”™ Reg. §1.664-1(d)(1)(viii) in-
cludes detailed examples of how the Reg. §1.664-1(d)(1) rules

apply.

Reg. §1.664-1(d)(1)(vii) provides for the application of Reg.
§1.643(a)-8 (related to the application of the §643(a)(7) anti-abuse rule) to
CRT distributions. The regulation applies to distributions made by a CRT after
October 18, 1999.

*Reg. §1.664-1(d)(1)(iv) indicates that the class of “all other” long-term
capital gain or loss includes long-term capital gain or loss that the trust properly
takes into account: (i) before 1997; (ii) on or after January 1, 1997, and before
May 7, 1997, if not treated as distributed in 1997; and (iii) on or after Janu-
ary 1, 2003, and before May 6, 2003, if not treated as distributed during 2003
(other than 28% rate gain as defined in §1(h)(4), unrecaptured §1250 gain as
defined in §1(h)(6), and qualified five-year gain as defined in former §1(h)(9),
before its amendment by JGTRRA). Reg. §1.664-1(d)(1)(vi) contains addition-
al transitional rules, including a provision stating that qualified five-year gain
that the trust properly takes into account after 2000 and before May 6, 2003,
if not treated as distributed in 2003 or a prior year, is maintained in a separate
class within the capital gains category.
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2. Allocating Expenses to Categories

a. General Cash Expenses

The next step in determining the income allocable to the
noncharitable beneficiary is to allocate any expenses among the
categories. The trust is permitted certain deductions in calcu-
lating the annual amount of income and corpus in each catego-
ry. However, the permissible deductions do not include sever-
al deductions ordinarily available to trusts. The nonallowable
deductions include the following: (1) the personal exemption
(§642(b)); (2) the charitable deduction (§642(c)); and (3) the
distributions deduction (§661).”

Deductions that are directly attributable to one or more
classes of items within a category are allocated to the items to
which they are attributable (e.g., rental expenses are allocated
to rental income).” All other deductions are allocated among
the items in a given category in the proportion that the gross in-
come of each class of items included in the category, reduced
by the deductions attributed to that class under the first alloca-
tion, bears to all income in the category.” However, the allo-
cation cannot create or increase a net loss within a class. Any
deductions that are not allocable under either of the first two
provisions can be allocated in any manner.”

Practice Point: The trustee must keep in mind that the al-
location of tax preference items may result in alternative min-
imum tax liability for the recipient of the annuity or unitrust
amount.

All taxes imposed on the trust as a result of its unrelated
business taxable income in any year and any excise taxes im-
posed pursuant to §4940-§4945 (the excise taxes on private
foundations) are allocated to corpus.”” The regulations also
provide that any expense not deductible in determining taxable
income and not allocable to any class of items in the “other in-
come” category is allocated to corpus.””

Although guidance can be found in the regulations con-
cerning the allocation of deductions in the case of taxable
trusts, and those rules contain a similar provision for the allo-
cation of deductions directly attributable to a class of income
items, application of such rules in the §664 context is not clear-
ly provided.”" For example, the regulations governing taxable
trusts state that the trustee’s commissions are considered not di-
rectly allocable to a specific class of income.®” For the purposes
of §664, however, it is unclear whether this expense is directly
allocable to corpus.*”

P Reg. §1.664-1(d)(2).

Reg. §1.664-1(d)(2).

*"Reg. §1.664-1(d)(2).

®Reg. §1.664-1(d)(2).

% See Reg. §1.664-1(c)(1), §1.664-1(d)(2).

MReg. §1.664-1(d)(2).

91 See Reg. §1.652(b)-3.

“Reg. §1.652(b)-3(c).

%3 For CRTs under pre-Tax Reform Act of 1969 (1969 Act), Pub. L. No.
91-172, §201(e), which added §664, effective for transfers in trust made after
July 31, 1969, income commissions generally were charged to income, while
principal commissions were charged to principal. This type of allocation is now
irrelevant for qualified remainder trusts, because the distinction between in-
come and principal is eliminated for post-1969 Act trusts (except for unitrusts
that provide for distribution of the lesser of the unitrust amount or the trust ac-
counting income).
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b. Depreciation

As a matter of policy, the IRS requires CRTs (or at least
NICRUTs) to establish a depreciation reserve if trustees invest
in depreciable property, although the IRS has not formally
ruled on the subject. Rev. Rul. 90-103 provides that the govern-
ing instrument of a pooled income fund must require the cre-
ation of a depreciation reserve pursuant to generally accepted
accounting principles if the trustee has the authority to accept or
invest in, or is not specifically prohibited from accepting or in-
vesting in, depreciable or depletable property. The IRS, in pri-
vate letter rulings (discussed below), has applied similar princi-
ples to CRTs.

Generally, when a CRT invests in depreciable property,
the depreciation deductions are allocable under Reg.
§1.167(h)-1(b) among the trust and its beneficiaries in propor-
tion to their respective shares of trust accounting income. It is
the position of the IRS that, at least in the case of a net income
unitrust, a depreciation reserve is important to insure that the
principal ultimately passing to the charity reflects the amount
the grantor was entitled to claim as a deduction at the time
of funding the trust. The depreciation reserve must be based
on generally accepted accounting principles, using actual eco-
nomic depreciation rather than tax depreciation (which may be
greater), and the trust must annually set aside and add to prin-
cipal a portion of the trust income that reflects the depreciation
in the value of the trust property.

Since 1986 the IRS has privately ruled that noncharitable
beneficiaries of CRTs are entitled to depreciation deductions™
where the trust invests in depreciable property.”” In PLR
8931023, the IRS ruled that a unitrust that paid its beneficiaries
a stated percentage, which was not limited to the net income,
was not required to maintain a reserve. A possible explanation
for this discrepancy is that the IRS perceives that the need for a
reserve does not exist in the case of a regular unitrust because
trust distributions have no relationship to trust income as de-
fined by fiduciary accounting principles. On the other hand, as
long as trust income exceeds the unitrust percentage, a net in-
come unitrust may pay out the unitrust amount without regard
to the net income limitation.

Comment: In the absence of a clear statement from the
IRS, drafters should pay particular attention to Rev. Rul.
90-103 when considering the creation of a net income unitrust
that may invest in depreciable property. Rev. Rul. 90-103 not
only requires a depreciation reserve, but also one that must be
maintained in accordance with generally accepted accounting
principles. Again, the IRS has not expressly imposed this re-
quirement on CRTs, but this ruling is a good indication of IRS
views on the subject.

A special rule applies where the charitable remainder ben-
eficiary is controlled by the annuity or unitrust recipient (in-
cluding in conjunction with related parties) within the meaning
of §267(b)(9). In such case, the trustee may not allocate any
portion of the depreciation deduction to the recipient.* This
provision would apply if the remainder beneficiary is a private

4 See, e.g., PLR 8610067.
3 See PLR 9030042, PLR 9030041, PLR 8931020, PLR 8931019 (requir-
ing trustees to maintain reserve for depreciation).
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foundation controlled by the annuity or unitrust recipient and
his or her family.

¢. Deduction for Taxes Paid on Income in Respect of a
Decedent

In addition, the regulations do not specifically mention
the §691(c)(1)(A) income in respect of a decedent (IRD) de-
duction. In PLR 199901023, the IRS illustrated the impact of
§691(c) where a CRUT received IRD as the designated benefi-
ciary of the decedent’s qualified retirement plan. Upon receiv-
ing the proceeds from the qualified retirement plan, the IRS ex-
plained, §691(a)(1)(B) required the trust to include the IRD in
gross income. Citing §691(a)(3), the IRS indicated that the or-
dinary income character of the IRD was retained and that these
amounts constituted ordinary income for purposes of §664(b)
(1). The IRS stated that the trust was entitled to a deduction for
the estate tax attributable to the IRD. Thus, the IRD that consti-
tuted ordinary income described in §664(b)(1) was the amount
of the IRD net of the deduction provided in §691(c)(1)(A). The
IRS specified that the deduction was reported as an “other” de-
duction on Form 5227, Split-Interest Trust Information Return,
and was not directly made available to the trust’s income ben-
eficiaries under §664(b). The deduction would be allocated to
the ordinary income category, reducing the amount of accu-
mulated income that could be distributed to the beneficiaries.
However, unless the full amount of the category was distributed
through the life of the trust, the deduction might prove of little
benefit to the beneficiaries.

d. Credits

Although the §664 regulations discuss the effect of certain
deductions, they are silent regarding the effect of credits, such
as the foreign tax credit. Beneficiaries would want any avail-
able credit allocated entirely to the recipient of the annuity or
unitrust amount, because the charitable remainder trust has no
tax against which a credit can be used.”” The questions remain
whether the computation should be made initially at the trust
level and whether the credit would be deemed to be “distrib-
uted” in the same year in which the income to which it relates
is distributed.*®

The only available guidance indicates that the foreign tax
credit benefits the annuity or unitrust recipients currently,
rather than just reducing the net income in the ordinary income
category. In PLR 9313018, a U.S. couple established a CRUT
designed to invest in stocks and bonds of foreign corporations
that were not controlled foreign corporations. The IRS ruled
that, for each taxable year of the CRUT in which the CRUT did
not have any unrelated business taxable income, each spouse
would be treated as having paid his or her proportionate share
of foreign taxes paid or accrued by the CRUT on income that
would be treated as distributed to that spouse. Each spouse
could, therefore, claim a credit under §901(b)(5) for his or her

8%8167(e), added by the Revenue Reconciliation Act of 1989, Pub. L. No.
101-239, §7645, effective for interests created on or acquired after July 27,
1989, in taxable years ending after that date.

%7 As discussed in VI.C.3., below, payment of an excise tax does not create
a tax credit distributable to any beneficiary.

%8 See Reg. §1.48-6 (allocation of former investment tax credit in case of
simple or complex trust), §1.642(a)(2)-1 (allocation of foreign tax credit to trust
and its beneficiaries).

865-3rd



Detailed Analysis

VI.C.3.

proportionate share of foreign taxes. If a spouse did not elect
to take a credit for the foreign taxes previously paid or accrued
by the trust that are deemed paid by such spouse, that spouse
could deduct such taxes from his or her share of the trust’s cur-
rent and accumulated income that was deemed to be distributed
to such spouse during the taxable year.

Practice Point: When preparing the tax return for a CRT
with a foreign tax credit, it may be necessary to override the
software to show the gross-up of the foreign tax credit being re-
ceived and then distributed to the beneficiary.

e. Taxes

The only taxes addressed in the §664 regulations are the
private foundation taxes, including the taxes on unrelated busi-
ness taxable income treated under §664(c)(2) as imposed by
Chapter 42. As noted above, both categories are allocated to
corpus.”” The rules governing noncharitable trusts provide that
state income and personal property taxes are not considered di-
rectly attributable to a specific class of income.”"” By analogy
such taxes would appear to be allocable to an income category
rather than to corpus. This could be relevant for those trusts
subject to tax in states that do not treat CRTs as exempt. If a
state assesses non-resident state taxes on rental or royalty in-
come, it would seem reasonable to allocate that tax directly
against that category and class of income.

3. Eftect of Unrelated Business Taxable Income
(UBTI)

After 2006, if a charitable remainder trust earns any unre-
lated business taxable income (UBTT),"" the trust is subject to a
100% excise tax on that income. The legislative history to the
Tax Relief and Health Care Act of 2006 (TRCHA)""” indicates
that the tax is treated as paid from corpus but the UBTI is con-
sidered as income of the trust in determining the character of
trust distributions to the beneficiaries. (See VLF.1., below.)*”
Before the TRHCA,”* a CRT would lose its exemption for any
year in which it had UBTL

Practice Point: If a CRT engages an investment advisor, it
is very important to inform the advisor of this penalty tax on
an UBTI. The best investment return is worthless if the tax is
100%. Any publicly traded partnership’s prospectus should be
reviewed for this issue before investing.

Several types of investments can generate UBTL. It is un-
likely that a CRT would directly operate a business, but UBTI
can be generated in a number of other ways.

Debt-financed income (usually indirectly through a part-
nership) is the type of income most likely to expose the trust

“Reg. §1.664-1(d)(2), amended by T.D. 9403, 73 Fed. Reg. 35,583 (June
24, 2008).

#Reg. §1.652(b)-3(c).

®'For this purpose, “unrelated business taxable income” is defined in
§512. §664(c)(2)(A).

*2Pub. L. No. 109-432, §424.

3 The excise tax is treated as imposed by chapter 42 for purposes of the
Code (other than §4961-§4963). §664(c)(2)(B). Staff of J. Comm. on Tax’n,
109th Cong., Technical Explanation of H.R. 6408, the “Tax Relief and Health
Care Act of 2006” 115 (J. Comm. Print 2006). Section 664(c)(2)(C) provides
that the references to §4940 in §6212(c)(1) (relating to Tax Court proceedings)
are deemed to include references to §664(c).

514Pre-TRHCA law is discussed at XL.A.6., below.
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to the tax. If the trust desires leveraged investments, the UBTI
exposure can be avoided by investing through offshore blocker
corporations.®”

Certain investments in real estate investment trusts (RE-
ITs) and real estate mortgage investment conduits (REMICs)
could have triggered UBTI exposure. In Rev. Rul. 2006-58, the
IRS ruled that a CRT does not have §860E(b) UBTI if the trust
is a shareholder of a REIT or partner in a partnership that has
§860E(c) excess inclusion income from holding a residual in-
terest in a REMIC. Thus, the IRS concluded that the §860E(c)
excess inclusion income allocated to the CRT did not affect
the trust’s exemption from tax under pre-TRHCA §664(c). The
IRS also determined that a CRT that is a shareholder/partner
of a §860E(e)(6)(B) pass-through entity is a §860E(e)(5) dis-
qualified organization for purposes of the §860E(e)(6) tax on
pass-through entities. Describing the operation of pre-TRHCA
§664(c), the IRS explained that a CRT can never be an orga-
nization “subject to the tax imposed by section 5117 as ref-
erenced in §860E(b) and §860E(e)(5). Although the IRS is-
sued Rev. Rul. 2006-58 before Congress passed the TRHCA,
presumably the result would be the same under post-TRHCA
§664(c) because, if a tax is imposed on the trust’s UBTI under
that section, the tax is treated as imposed by chapter 42 (not by
§511).%¢

The IRS has ruled privately that short sale obligations are
not “debt” for purpose of the debt-financed income rules.”"”

615 See, e.g., PLR 201043041 (CRUT’s dividends, subpart F income, and
distributive share of income and gains from wholly owned foreign corporation
that invested in hedge funds via debt financing was not UBTI because: (1)
unitrust did not debt finance its ownership interest in corporation for §512(b)
(4) and §514(b) purposes; (2) §512(b)(1) dividend exclusion applied; and (3)
corporation’s subpart F income was not attributable to insurance income for
§512(b)(17) purposes), PLR 200623069 (§512(b)(1) dividend exclusion ap-
plied to CRT’s share of dividends received from LLC that invested in foreign
corporation that in turn invested in foreign partnership because: (1) income for-
eign corporation passed through to LLC and trust was not insurance related un-
der §512(b)(17); and (2) although foreign partnership incurred debt to acquire
investments, LLC and trust did not incur debt per §512(b)(4) to acquire their re-
spective interests in foreign corporation and LLC), PLR 200252096 (CRUT did
not realize UBTI from its wholly owned subsidiary’s allocable share of part-
nership income because income constituted dividends under §512(b)(1) and
was not debt-financed income under §514; any gain on trust’s disposition of its
wholly owned subsidiary’s stock would be excluded from UBTI under §512(b)
(5)), PLR 200251018, PLR 200251017, PLR 200251016 (CRUT that was lim-
ited partner did not realize UBTI from partnership because partnership’s in-
come from controlled foreign corporation constituted dividends under §512(b)
(1) and was not debt-financed income under §514). Note that Global Intangible
Low-Taxed Income (GILTI) must be included in a U.S. shareholder’s income,
including CRTs, but is generally treated in a manner similar to an inclusion
of subpart F income resulting in GILTI generally excluded from the calcula-
tion of UBTI. See Reg. §1.512(b)-1(a)(1), amended by T.D. 9933, 85 Fed. Reg.
77,952 (Dec. 2, 2020), applicable to tax years beginning on or after December
2, 2020, but may be applied to tax years beginning after 2017. For more infor-
mation on unrelated business taxable income, see 462 T.M., Unrelated Busi-
ness Income Tax (Sections 511, 512, and 513), and 465 T.M., Debt-Financed
Income (Section 514).

#18664(c)(2)(B).

S"PLR 201434026, PLR 201434024. In those rulings, a CRT invested
in partnerships that took short positions in certain stocks. The IRS ruled that
where a CRT takes a short position in stock, the mechanical process by which
the short position is taken (i.e., creation by the investor of an obligation by bor-
rowing stock from the investor’s broker) does not give rise to acquisition in-
debtedness pursuant to §514. Therefore, any resulting income from the short
sales does not constitute UBTI to the trust. See also Rev. Rul. 95-8, applying
Deputy v. du Pont, 308 U.S. 488 (1940). For more information on debt-fi-
nanced income, see 465 T.M., Debt-Financed Income (Section 514).
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Other potential sources of UBTI are mortgaged property
and investments in a partnership or limited liability company
that reports any unrelated business taxable income.’"

In addition, a CRT can be subject to excise tax in a year in
which it fails to timely make the required payment to the non-
charitable beneficiary,” or fails to make a timely payment of
real property taxes or assessments, resulting in a lien on trust
property.”™

In 2008, the IRS issued final regulations that reflect the
§664(c) amendments made by the TRHCA **' Consistent with
the statutory language, Reg. §1.664-1(c)(1) provides that, for
each taxable year beginning after 2006 in which a CRT has
UBTI, the §664(c)(2) excise tax is imposed on the trust in an
amount equal to such UBTL® “Unrelated business taxable in-
come” is defined under §512, determined as if §511 through
§515 applied to the trust. In the examples provided in Reg.
§1.664-1(c)(2), the IRS indicates that the §512(b) modifica-
tions, including the §512(b)(12) $1,000 deduction, apply in
computing the trust’s UBTI. The excise tax is treated as im-
posed by the chapter 42 private foundation excise tax provi-
sions (other than the §4961 through §4963 abatement provi-
sions). The tax is reported and payable as indicated on the ap-
propriate forms and instructions. A trust reports and pays the
excise tax on Form 4720, Return of Certain Excise Taxes Un-
der Chapters 41 and 42 of the Internal Revenue Code.

Reg. §1.664-1(c)(1) and Reg. §1.664-1(d)(2) provide that
the §664(c)(2) excise tax (and any other taxes imposed under
chapter 42) are allocated to corpus and, thus, not deductible
in determining taxable income distributed to a beneficiary. Reg.
§1.664-1(c)(1) specifies that the trust’s UBTI constitutes trust
income for purposes of determining the character of a distribu-
tion made to a beneficiary and that the trust income is allocat-
ed among the Reg. §1.664-1(d)(1) categories without regard to
whether part of the income is UBTL

The IRS included two examples of the calculation of the
§664(c)(2) excise tax in Reg. §1.664-1(c)(2). Reg. §1.664-1(c)
(2) Ex. 1 illustrates a CRAT with ordinary income that includes

188514(c)(2)(A). There is an exception for a mortgage on property trans-

ferred to a trust where the mortgage was placed on the property more than five
years before the inter vivos transfer to the trust and the donor owned the prop-
erty more than five years before the transfer. §514(c)(2)(B). In such case, the
trust will not be deemed to have “acquisition indebtedness” for the 10 years
following the transfer. This exception only applies to inter vivos transfers. For
more information on debt-financed income, see 465 T.M., Debt-Financed In-
come (Section 514).

Reg. §1.664-2(a)(1)()(a), §1.664-3(a)(1)(i)(@), §1.664-3(a)(1)(i)(2),
§1.664-3(a)(1)(1)(h).

208514(c)(2)(C). The lien is treated as debt, and the trust will have debt-fi-
nanced income.

'T.D. 9403, 73 Fed. Reg. 35,583 (June 24, 2008). The regulations apply
to taxable years beginning after 2006. Reg. §1.664-1(c)(3). The IRS declined
to provide transitional relief in the final regulations, noting that, although the
TRHCA amendments to §664(c) were designed to alleviate the severity of the
loss of tax-exempt status when a CRT has UBTI, the amendments “did not re-
flect any change in the long-standing policy to sanction and thus to discourage
such investment by charitable remainder trusts.” T.D. 9403 (preamble).

62 See also Reg. §1.664-1(a)(1)(i).

The excise tax is treated as imposed by chapter 42 for purposes of the
Code (other than §4961-§4963). §664(c)(2)(B). Staff of J. Comm. on Tax’n,
109th Cong., Technical Explanation of H.R. 6408, the “Tax Relief and Health
Care Act of 2006 115 (J. Comm. Print 2006). Section 664(c)(2)(C) provides
that the references to §4940 in §6212(c)(1) (relating to Tax Court proceedings)
are deemed to include references to §664(c).
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UBTI from a partnership. Reg. §1.664-1(c)(2) Ex. 2 illustrates
a CRAT with capital gains (from the sale of real estate) that in-
clude §514 debt-financed income.

Example (prior rules): In 2006, a CRT has $2,000 of or-
dinary income, of which $1,500 is UBTI. The trust is re-
quired to pay $700 to a noncharitable recipient. The trust is
not exempt from tax because it has unrelated business tax-
able income for the year. Consequently, the trust is treated
as a complex trust. Pursuant to §661(a), the trust is allowed
a $700 distribution deduction and a $100 deduction for
its personal exemption. The trust has no other deductions.
Thus, the taxable income of the trust for the year is $1,200
($2,000 of taxable income less the sum of the $700 dis-
tributions deduction and the $100 personal exemption).”
By contrast, if these facts occurred in a taxable year be-
ginning after 2006, post-TRHCA §664(c) would apply and
the trust would not be subject to income tax but would in-
stead pay a $500 excise tax under chapter 42.>

4. Effect of Charitable Distributions Before Trust
Termination

If the trust makes a distribution to a §170(c) organization,
other than a distribution of a portion of the annuity or unitrust
amount, the distribution is considered as being made out of the
categories discussed above, but the order of distribution is in
the reverse of that prescribed for distributions to noncharitable
beneficiaries.”® Thus, any distribution other than of the annu-
ity or unitrust amount to a §170(c) organization is attributed to
corpus. If corpus is exhausted, the amount is considered paid
out of “other income,” capital gains, and ordinary income, in
that order. The effect is that distributions to §170(c) organiza-
tions will not deplete the ordinary income category unless all
other categories are exhausted. This rule, which only applies
to distributions of amounts other than the annuity or unitrust
amount, insures that the noncharitable beneficiary cannot ben-
efit from such distributions. Where a §170(c) organization re-
ceives a portion of the annuity or unitrust amount, the class and
category rules discussed at VI.C.1., above, are applicable.””” See
IV.E.6., above, for a discussion of the payment of the annuity
or unitrust amount to charity. If the trust is divided to transfer
a portion of the whole trust to charity, see the discussion of at
VILB., below.

Practice Point: If the income beneficiary wants to accel-
erate only a small portion of the charitable remainder, a cash
or property distribution charged to trust corpus is probably the
most efficient solution, although there is no immediate tax ben-
efit to the income beneficiary/donor. If he or she desires to do-
nate a larger portion of the trust, consider dividing the trust and
donating the desired fraction, which will allow an income tax
deduction (unless the charitable donee is a private foundation).

The character of the amounts distributed to a §170(c) orga-
nization is determined at the end of the taxable year of the trust
in which the distribution is made, after the determination of the

524 Former Reg. §1.664-1(c) Ex.

23$1,500 UBTI less the $1,000 deduction allowed under §512(b)(12)
equals $500.

2Reg. §1.664-1(e)(1).

"Reg. §1.664-1(d)(1)(ii)(a).
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character of the annuity or unitrust amount.””® Where a §170(c)
organization receives a distribution other than the annuity or
unitrust amount, and the distribution is in property other than
cash, the trust does not realize gain or loss as a result of the
distribution unless the distribution is in satisfaction of a right
to receive a specific dollar amount or specific properties oth-
er than that distributed.”™ Generally, the realization of income
will only be significant for the category rules computation (and
the eventual taxation of the beneficiary), because a charitable
remainder trust is exempt from income taxation.*”

The trustee should not attempt to prepay the charity’s en-
tire remainder interest or otherwise buy out the charity. Doing
so would terminate the trust’s status as a CRT under §664.%'

It is not clear under what circumstances the governing in-
strument would provide for distribution of specific property to
a §170(c) organization. If the trustee were directed to hold spe-
cific property to be distributed to a charitable organization on a
designated date or upon the occurrence of a specific event, such
provision likely would violate the rule that the trustee must be
able to invest the trust assets in a manner that could result in a
reasonable amount of income or gain from the sale or disposi-
tion of the trust assets.””

In Rev. Rul. 73-610, a CRT was disqualified because a
portion of its assets was subject to a life estate vested in the in-
come beneficiary. The IRS ruled that the inability of the trustee
to dispose of the assets subject to the life estate impermissibly
restricted the trustee’s investment powers. The same reasoning
should apply to a trustee who is prohibited from selling certain
property because it is earmarked for distribution to a §170(c)
organization before the termination of the trust. To avoid this
issue, the governing instrument could provide for the distrib-
ution of certain property only if held by the trust at the rele-
vant date. In such case, the distribution of property other than
that specified in the governing instrument could be viewed as
a sale or exchange of the property by the trust. The trust would
in turn recognize gain or loss equal to the difference between
the trust’s basis and the fair market value of the property on the
date of distribution.

The method of computing the gain or loss upon the
deemed sale is problematic. If a trust instrument required that
the trustee distribute 100 shares of X company stock on the
death of the income beneficiary and in lieu thereof the trustee
distributed Y company stock, the trustee would be obligated
to distribute Y stock with the same fair market value as the
X stock, valued as of date of distribution. In effect, the trust
would be viewed as satisfying a right to receive a specific dol-
lar amount (the value of the X stock) with appreciated or de-

Reg. §1.664-1(e)(1).

Reg. §1.664-1(e)(2).

#0Gee the discussion at VL.C.1., above, regarding the taxation of CRTs,
and at VLF., below, regarding the taxation of the beneficiaries.

%! See IRS AM 2020-006 (where trustee of CRAT could, in lieu of distrib-
uting remainder interest to charitable beneficiary, pay charitable organization
cash equal to 10% of initial FMV of trust property plus $100, IRS advised that
such trust would be disqualified for failing to require payment of remainder to
charitable beneficiary; IRS clarified that §664(d)(1)(D) provides for minimum
value of remainder interest at creation of trust, but “neither states nor implies
that a current payment of that amount to charity vitiates the requirement to also
pay the remainder at the end of the term”).

2Reg. §1.664-1(a)(3).
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preciated property, and the basis of the Y stock would be com-
pared with the fair market value of the X stock in computing
the gain.

Example: A CRT provides that upon the death of one
of the two recipients of the annuity or unitrust amount,
the trustee will distribute one-half of the trust assets to a
§170(c) organization. Upon distribution of property to the
§170(c) organization, the trust does not realize income or
loss. However, if the governing instrument had directed
that the §170(c) organization was to receive specified
stock or designated assets, and in lieu thereof other prop-
erty was distributed, there would be a deemed sale or ex-
change. Any gain or loss realized would enter into the
class and category computations.

5. Taxation of Charitable Remainder Trust in States
that Do Not Treat Them as Exempt

Although most states treat CRTs as tax-exempt, not all do.
A handful of states treat them as complex trusts. Even if the
trust is resident in a state that exempts the trust, the trust could
have rental or royalty income sourced from a non-exempt state.
The IRS has not issued any specific guidance on income tax
paid by a CRT. See 869 T.M., State Income Taxation of Trusts,
for further discussion of the state taxation issues. See VI.C.2.e.,
above, for allocation of any state taxes paid to the classes and
categories of income.

6. Section 2801 Transfer Tax

For individuals expatriating after June 16, 2008, Congress
created a new transfer tax in §2801.°" In enacting §2801, Con-
gress determined that it was appropriate, in the interest of tax
equity, to impose a tax on U.S. citizens or residents who re-
ceive, from an expatriate, a transfer that would otherwise have
escaped U.S. estate and/or gift taxes as a consequence of expa-
triation.”* If, during any calendar year, any U.S. citizen or resi-
dent receives any covered gift or bequest, there is a tax equal to
the product of the highest rate of tax specified in the table con-
tained in §2001(c) as in effect on the date of such receipt and
the value of such covered gift or bequest.”

Proposed regulations issued on September 9, 2015, apply
on and after the date of final publication and can be relied on
beginning June 17, 2008, until the date preceding publication
of final regulations, which were issued on January 14, 2025.7°
The final regulations did not adopt the proposed rules on CRTs
that are contained in Prop. Reg. §28.2801-4(a)(2)(iii), noting a
need for further consideration due to the fundamental and com-
plex nature of such rules.”” The proposed regulations would

% Added by the Heroes Earnings Assistance and Relief Tax Act of 2008
(HEART Act), Pub. L. No. 110-245, §301(b), §301(g)(2).

* See the preamble to the proposed §2801 regulations, REG-112997-10,
80 Fed. Reg. 54,447 (Sept. 10, 2015). See also T.D. 10027, 90 Fed. Reg. 3,376
(Jan. 14, 2025).

0%§2801(a).

6 See Reg. §28.2801-1 through §28.2801-7, §28.6001-1, §28.6011-1,
§28.6060-1, §28.6071-1, §28.6081-1, §28.6081-1, §28.6091-1, §28.6101-1,
§28.6107-1, §28.6109-1, §28.6151-1, §28.6694-1 through §28.6694-4,
§28.6695-1, §28.6696-1, §28.7701-1, T.D. 10027, 90 Fed. Reg. 3376 (Jan. 14,
2025); REG-112997-10, 80 Fed. Reg. 54,447 (Sept. 10, 2015).

%7 Preamble to T.D. 10027, 90 Fed. Reg. 3376 (Jan. 14, 2025).
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make a CRT liable for the payment of the §2801 tax attribut-
able to the value of the noncharitable U.S. person’s interest in
the trust.”* Further, the proposed regulations would clarify that
a CRT’s payment of the §2801 tax on the portion of each trans-
fer to the trust that is a covered gift or covered bequest is not a
distribution to or for the use of any person within the meaning
of §664(d)(1)(B) and §664(d)(2)(B), and that the CRT’s liabil-
ity for such a payment will not cause the trust to be disquali-
fied as a charitable remainder trust as defined in §664.”° The
proposed regulations would confirm that the charitable remain-
der interest’s share of each transfer to the CRT is not a covered
gift or bequest.”*’ The proposed regulations would also provide
the method for computing the net covered gifts and covered be-
quests that are taxable to the CRT under §2801."

A full discussion of the §2801 tax is beyond the scope of
this Portfolio. For a detailed discussion of the §2801 tax, see
837 T.M., Non-Citizens — Estate, Gift and Generation-Skip-
ping Transfer Taxation.

D. Recordkeeping

1. General Recordkeeping

The trust must maintain detailed records listing all income
items as adjusted for carryovers and carrybacks and all deduc-
tions and the allocations thereof. Such information is essen-
tial for computing the character of current and undistributed in-
come for purposes of the class and category rules discussed at
VI.C.1., above. In addition, the trustee must note and charac-
terize all sales of property and certain deemed sales,”” as well
as maintain a record of items of tax preference for alternative
minimum tax purposes (because such items must be allocated
to the beneficiary in the year the income is distributed).””

As discussed above in VI.C.1., trust income is accumulat-
ed in “categories” and “classes” that affect the taxation of the
beneficiary throughout the life of the trust. Some information
is carried from year to year on the Form 5227, Split-Interest
Trust Information Return, but not in sufficient detail to use the
return as a substitute for complete workpapers. For example,
although rents and interest income are both “ordinary income”
and would be allocated to the same class and category of in-
come under the system discussed above at VI.C.1., the type of
income may matter to the beneficiary. If the rent income is pas-
sive income, the beneficiary might be able to use that income
to deduct passive losses on his or her return.

Clear documentation regarding the basis and holding pe-
riod of all trust assets also is important. In the case of an inter
vivos gift to a CRT, the trust receives a carryover basis in the
property transferred,”* with a basis increase equal to any gift
tax paid on the transfer, subject to certain adjustments.* In ad-
dition, the trust takes over the transferor’s holding period.*** A

638 See Prop. Reg. §28.2801-4(a)(2)(iii).

% See Prop. Reg. §28.2801-4(a)(2)(iii).

0 See Prop. Reg. §28.2801-4(a)(2)(iii).

®lSee Prop. Reg. §28.2801-4(a)(2)(iii),
§28.2801-4(b).

2 For example, certain distributions to a §170(c) organization are treated
as sales. Reg. §1.664-1(e)(2).

#3859(c); Reg. §1.58-3(a)(3).

#481015(a).

#581015(d).

referencing Prop. Reg.
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testamentary CRT receives a “stepped-up” basis in the trans-
ferred property (other than income in respect of a decedent
items) equal to the date of death (or alternate valuation date)
value of the property transferred.*” The trustee of a testamen-
tary trust is deemed to have held all property received from the
decedent’s estate for the long-term holding period for purposes
of determining whether any gain or loss on the sale of the prop-
erty is long term.**

It is also necessary to know the basis of the trust’s assets if
a corpus distribution is made to charity before the termination
of the trust. Such distributions must be made using property
that is “fairly representative” of the trust’s adjusted basis in its
property on the date of payment.*””

In the final year of the trust, the tax return asks for the val-
ue of the property initially contributed to the trust. This amount
should be kept in the permanent records of the trust, as it is
often decades between the funding and the termination of the
trust.

2. Additional Recordkeeping for Trusts with a Net
Income Limitation

In addition to the general recordkeeping requirements, a
trustee of a trust with a net income limitation (a NIMCRUT or
FLIP-CRUT, as discussed at IV.C., above) must keep records
of the net income, any make-up deficit, and any payments made
toward that deficit.

Practice Point: Although these amounts are shown on the
annual federal tax return for the trust, a separate, permanent,
record should be kept. Especially in years where there is a
change in the tax preparation software or the preparer, carry-
over amounts can be lost.

E. Filing the Federal Tax Return for the Charitable
Remainder Trust

1. Regular Filing Requirements

The tax return requirements for CRTs are referenced in the
§664 regulations.”

A CRT must electronically file (if certain requirements are
met) an information return (Form 5227, Split-Interest Trust In-
formation Return) on an annual basis, with an exception for a
trust to which no transfers for which a deduction was allowed
under any of the sections listed in §4947(a)(2) have been made
since May 26, 1969.°"' For the trust’s first taxable year, a copy

#681223(2); Reg. §1.1223-1(b). PLR 200335017 illustrates the application
of the holding period and basis rules to an inter vivos CRUT.

#781014(a), §1014(c).

%§1223(9).

' Reg. §1.664-2(a)(4), §1.664-3(a)(4).

0Reg. §1.664-1(a)(1)(ii). See XI.A.6., below, for the filing requirements
before 2007.

186034, amended by the Pension Protection Act of 2006, Pub. L. No.
109-280, §1201(b)(1) (effective for taxable years beginning after 2006),
§4947(a)(2)(C); Reg. §1.6034-1(a). See also Reg. §301.6011-13(a), added by
T.D. 9972, 88 Fed. Reg. 11,754 (Feb. 23, 2023) (applicable to split-interest
trust returns required to be filed for taxable years ending on or after December
31, 2023). Section 6034(a) requires a CRT to furnish such information con-
cerning its taxable year as may be required by the IRS. Effective for returns for
taxable years beginning after 2006, the Pension Protection Act of 2006 also:
(1) increased the penalties for failing to file a return required by §6034(a); and
(2) exempted information regarding noncharitable beneficiaries of trusts re-

865-3rd



Detailed Analysis

VILF.1.

of the governing instrument, certified by the fiduciary under
penalties of perjury to be true and complete, must be attached
to Form 5227.*

2. Additional Filing Requirements Triggered by
Unrelated Business Taxable Income

If a CRT is liable for private foundation excise taxes, the
trust must electronically file an annual Form 4720, Return of
Certain Excise Taxes Under Chapters 41 and 42 of the Internal
Revenue Code, if certain requirements are met.”> As discussed
in VI.C.3., above, effective for taxable years beginning after
2006, §664(c) provides that a CRT is subject to a 100% excise
tax on any unrelated business taxable income (UBTI) the trust
has during a taxable year. Form 4720 and its instructions en-
compass the reporting of UBTI and the payment of the §664(c)
(2) excise tax.**

The instructions to Form 5227, Split-Interest Trust Infor-
mation Return, require CRTs to distribute Form 1041, Sched-
ule K-1, to the recipient of the unitrust or annuity trust amount
reporting the income and deductions reflected on the Form
5227.

Form 5227 and Form 4720, as applicable, must be filed
annually on or before the 15th day of the fourth month follow-
ing the close of the trust’s taxable year.”’ Generally, this means
that all returns must be filed on or before April 15 of the fol-
lowing year. For Form 5227 and Form 4720 due after June 11,
2003, a CRT may obtain a six-month filing extension by filing
Form 8868, Application for Extension of Time to File an Ex-
empt Organization Return or Excise Taxes Related to Employ-
ee Benetfit Plans, with the appropriate IRS office on or before
the (61ue date of the return for which the extension is request-
ed.”

quired to file returns under §6034(a) from certain publicity requirements. See
§6652(c)(2)(C), §6104(b), added/amended by Pub. L. No. 109-280, §1201(b)
(2), §1201(b)(3), §1201(c)(2). However, IRS Info. Letter 2010-0050 states that
the exception regarding noncharitable beneficiaries does not protect the trust’s
name from the §6104(b) public inspection requirements, even if the name in-
cludes the name of a noncharitable beneficiary or contributor. For more infor-
mation on §6652(c)(2)(C) and other penalty provisions and on §6104 publicity
requirements, see 452 T.M., Tax-Exempt Organizations — Reporting, Disclo-
sure, and Other Procedural Aspects.

2Reg. §1.6012-3(a)(6); Instructions to Form 5227.

3 See Reg. §53.6011-1(b); Reg. §301.6011-12(a), added by T.D. 9972, 88
Fed. Reg. 11,754 (Feb. 23, 2023) (applicable to excise tax returns required to
be filed for taxable years ending on or after December 31, 2023). See also Rev.
Proc. 83-32, §3; Instructions to Form 4720.

64 See Reg. §1.664-1(c)(1), amended by T.D. 9403, 73 Fed. Reg. 35,583
(June 24, 2008).

5Reg. §1.6034-1(c), Reg. §53.6071-1. Form 5227 and Form 4720 must
be filed electronically if certain requirements are met. See Reg.
§301.6011-12(a), §301.6011-13(a), added by T.D. 9972, 88 Fed. Reg. 11,754
(Feb. 23, 2023) (applicable to returns required to be filed for taxable years end-
ing on or after December 31, 2023). See also Instructions to Form 5227; In-
structions to Form 4720.

6 Pursuant to the Surface Transportation and Veterans Health Care Choice
Improvement Act of 2015, Pub. L. No. 114-41, §2006(b)(5), §2006(b)(6), Reg.
§1.6081-9 provides an automatic six-month extension for the filing of Form
4720 and Form 5227. Reg. §1.6081-9, T.D. 9892, 85 Fed. Reg. 5323 (Jan. 30,
2020) (former temporary regulations (T.D. 9821) provided identical extension
for automatic extensions prior to January 30, 2020). Returns required to be filed
prior to January 1, 2016, were able to obtain an automatic extension of three
months, and a subsequent three-month extension upon explanation to allow the
IRS to determine whether to grant the extension. Former Reg. §1.6081-9 (as
finalized by T.D. 9163, 69 Fed. Reg. 70,547 (Dec. 7, 2004), and before amend-
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F. Taxation of Beneficiary

The tax character of distributions of the annuity or unitrust
amount in the hands of the recipient is determined by the rules
set forth in §664(b) and the regulations thereunder, which for
this purpose supersede all other provisions of the Code.”” Many
discussions refer to this as the “four-tier” system, but since the
regulations now use the terms “categories” and “classes” this
discussion will use those terms to avoid confusion.

The IRS has allowed unitrust payments to be made to a
trust for the benefit of an incompetent beneficiary, with the
beneficiary taxable on the payments.®®

1. Taxation of Distributions to Beneficiary

Before the taxation of the beneficiary can be determined,
the income and expenses must be allocated into the categories
and classes discussed at VI.C., above. The income distribution
calculation is performed at year-end after the income and ex-
penses have been allocated to the categories and classes.”” The
payment must be made by the trustee, not directly from a trust
investment, to avoid implications that the trust has distributed
the asset itself to the beneficiary.*” New cumulative totals are
determined for each category and class of income, including
the undistributed income from prior years.”' The character of
a distribution in the recipient’s hands is determined by treating
the distribution as made from each category in the following
order:

(i) from ordinary income to the extent of the trust’s accu-
mulated undistributed ordinary income;

(ii) from capital gain to the extent of the trust’s capital
gains as determined under Reg. §1.664-1(d)(1)(iv);

(iii) from other income to the extent of the trust’s accumu-
lated undistributed other income; and

(iv) from corpus.*”

For purposes of item (iv), “corpus” is defined as the net
fair market value of the trust’s assets less the total undistributed
income (but not loss) in the preceding categories.”

ment by T.D. 9892). See also Instructions for Form 1041-A; Instructions for
Form 5227; Instructions for Form 4720; Instructions for Form 8868.

©78664(b); Reg. §1.664-1(d)(1). For tax years beginning after 2012, also
see the discussion of the final regulations under §1411 (T.D. 9644, 78 Fed.
Reg. 72,394 (Dec. 2, 2013)) in VLF.4., below, which addresses application of
the §664(b) rules to the determination of whether items of income allocated to
a noncharitable annuity or unitrust recipient constitute net investment income
to him or her. See Reg. §1.1411-3(d)(2); preamble to T.D. 9644. Additionally,
the IRS reserved Reg. §1.1411-3(d)(3) for rules allowing charitable remainder
trusts to elect between the simplified method in the 2012 proposed regulations
and the §664(b) method in the final regulations. To address these new rules, the
IRS issued new proposed regulations simultaneously with the final regulations.
See REG-130843-13, 78 Fed. Reg. 72,451 (Dec. 2, 2013).

8 See Rev. Rul. 2002-20; PLR 9710010, PLR 9710009, PLR 9710008.

“’Reg. §1.664-1(d)(1)(ii)(a). The income categories and classes are used
to determine the character of a charitable remainder trust distribution in the
hands of the recipient, regardless of whether the trust is exempt from tax under
§664(c) in the year of the distribution. This rule was more relevant when chari-
table trusts lost their exemption for a year in which they had unrelated business
taxable income.

0 See IRS AM 2020-006.

' Reg. §1.664-1(d)(1)(ii)(a).

2 8664(b).

S Reg. §1.664-1(d)(1)(ii)(a)(4).
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Within each category, the income is deemed distributed
from the highest tax rate class first.”

Reg. §1.664-1(d)(1)(i)(a) clarifies that the recipient is to
calculate the tax on the distribution by using the tax rates ap-
plicable to the classes of income from which the distribution is
derived in the year in which the trust is required to make the
distribution rather than the rates applicable in the year the trust
receives the income.*”

Example 1: A trust adds $20,000 to its long-term capital
gain category and class in a year in which the tax rate on
long-term gains is 15%. The trust distributes that $20,000
in a year in which the tax rate on long-term gains is 20%.
The beneficiary includes the distributed long-term gain in
his or her taxable income as a long-term gain at the 20%
rate; he or she does not benefit from the prior 15% rate **

If there are different classes of income in the ordinary
income category, Reg. §1.664-1(d)(1)(ii)(b) indicates that the
distribution from that category is treated as made from each
class, in turn, until exhaustion of the class, beginning with the
class subject to the highest federal income tax rate and ending
with the class subject to the lowest rate. “Highest federal in-
come tax rate” includes the tax under §1411, if applicable. If
there are different classes of net gain in the capital gains cate-
gory, the distribution from that category is treated as made first
from the short-term capital gain class and then from each class
of long-term capital gain, in turn, until exhaustion of the class,
beginning with the class subject to the highest federal income
tax rate and ending with the class subject to the lowest rate. If
two or more classes within a category are subject to the same
current rate but at least one of the classes will be subject to a
different rate in the future (e.g., if there is a sunset of the current
rate), then the order of the distributions is based on the future
rates applicable to the classes. If there is more than one type of
income in a class, the distributions from that class are treated as
consisting of the same proportion of each type of income as the
total current and undistributed income of that type bears to the
total current and undistributed income included in the class.

Example 2: A trust has no accumulated ordinary income,
but does have $4,000 of accumulated short-term capital
gain, $10,000 of capital gain taxable at the 25% rate,
and $50,000 of long-term capital gain. A distribution of
$20,000 would carry out the $4,000 of short-term capital
gain, the $10,000 of 25% capital gain, and $6,000 of long-
term capital gain.

Example 3: A trust established in 2016 has $20,000 of ac-
cumulated ordinary income, composed of $4,000 of rent
income, $6,000 of interest income, and $10,000 of IRA
income in its ordinary income category. A distribution of
$15,000 would carry out the $4,000 of rent, the $6,000 of
interest, and $5,000 of IRA income, since the IRA would

% Reg. §1.664-1(d)(1)(ii)(b).

55 See also T.D. 9190, 70 Fed. Reg. 12,793 (Mar. 16, 2005).

%% An exception may apply to pre-2013 capital gains in the calculation of
net investment income tax under §1411. See the discussion at VI.F.4., below.

“TReg. §1.1411-(3)(d)(2).
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not be subject to the tax under §1411. The character of the
distributions may or may not matter to the beneficiary, de-
pending on his or her exposure to the net investment in-
come tax under §1411 and the possible existence of pas-
sive loss carryovers on his or her return.

Example 4: The trust has the same accumulated income
classes as in the previous example. A distribution of
$5,000 would carry out $2,000 of rent income, $3,000 of
interest income, and no IRA income. The highest tax rates
applicable to rent and interest income are identical, al-
though if the beneficiary has passive losses his or her ef-
fective rate on the classes of income may not be the same.

If a distribution in a particular year exhausts the cumu-
lative undistributed ordinary income, the distribution is next
deemed to be composed of capital gain income to the extent
of the trust’s cumulative undistributed capital gains.”® As ex-
plained at VI.C.1., above, the various classes of undistributed
capital gains are determined on a cumulative net basis pursuant
to the rules set forth in the regulations.””

Example 5: A charitable remainder trust (CRT) has accu-
mulated $10,000 of ordinary income and $5,000 of quali-
fied dividend income in the ordinary income category, and
$3,000 of short-term capital gain and $20,000 of long-term
capital gain in the capital gain category. If the required
distribution to the beneficiary is $12,000, the beneficiary
would be taxed on $10,000 of ordinary income and $2,000
of qualified dividend income.

Example 6: Assuming the same accumulation as the pre-
vious example, a distribution of $20,000 would carry out
$10,000 of ordinary income, $5,000 of qualified dividend
income, $3,000 of short-term capital gain, and $2,000 of
long-term capital gain. The remaining $18,000 of long-
term capital gain would remain for potential future distrib-
ution.

Notice that the result of the “category and class” system
generally results in the highest-taxed income being distributed
first. However, since qualified dividends are considered in the
ordinary income category, those are deemed distributed before
short-term capital gains. Thus, the “worst-in, first-out” priority
is not absolute.

After the income and capital gain categories are exhausted,
distributions are deemed to come from “other income” to the
extent of the trust’s cumulative undistributed “other income.””
“Other income” includes income that is excluded from gross in-
come as provided in subtitle A, chapter 1, subchapter B, part
III (i.e., §101 through §140).””' These amounts include the pro-
ceeds of life insurance, gifts and inheritances,” and tax-ex-

558 8664(b)(2); Reg. §1.664-1(d)(1)(ii)(a)(2).

" Reg. §1.664-1(d)(1)(iv).

708664(b)(3); Reg. §1.664-1(d)(1)(ii)(a)(3).

' Reg. §1.664-1(d)(1)(i)(a)(3).

72 Because a gift of a specific sum of money or specific property within
§663(a)(1) is excluded from gross income under §102, when an estate makes a
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empt bond income. A loss in this category for a current year
reduces accumulated undistributed “other income” from prior
years, and any excess is carried forward indefinitely to reduce
the “other income” category in future years.

Example 7: A trust is funded with a long-term capital asset
with a zero basis and a value of $400,000. The asset is
sold, and the gain is allocated to the capital gain catego-
ry, long-term gain class. The funds are invested in tax-ex-
empt bonds, which produce income of $10,000 in the ini-
tial year, allocated to the “other income” category. The
required distribution to the beneficiary in the initial short
year is $12,000. Although the trust has earned ordinary in-
come under the traditional definition of trust accounting
income, the distribution is deemed to come from the cap-
ital gain category. The beneficiary is taxed on $12,000 of
long-term capital gain. The balance in the long-term cap-
ital gain class is reduced to $388,000. The other income
category now has a balance of $10,000.

Example 8: The same facts as above, except that the trust
is a NIMCRUT. Assuming trust accounting income is the
$10,000 of tax-exempt income, the trustee will distribute
$10,000 to the beneficiary. The distribution of $10,000
is still deemed to come from the capital gain category.
The undistributed income in the capital gain category is
$390,000 and the other income category is $10,000.

When the cumulative undistributed income of the ordi-
nary, capital gain, and other income categories is deemed to
have been exhausted, remaining distributions are considered to
have been made from trust corpus.”” The term “corpus” means
the net fair market value of the trust assets less the total undis-
tributed income, but not losses, in each of the above three cate-
gories.”™

These rules are applicable for every taxable year of the
trust, even if the trust realized unrelated business taxable in-
come (UBTI).” If the trust is required to pay excise tax because
of its UBTI, the amount of tax is not taken into account in de-
termining the character of distributions.”® Thus, the beneficiary
does not receive any credit for excise taxes paid by the trust,
nor is any income category reduced by the tax paid. As dis-
cussed at VI.C.3., above, any excise tax is charged to corpus.”’

distribution of a specific sum to a CRT the distribution presumably is treated
as “other income” rather than as “corpus.”

7 §664(b)(4); Reg. §1.664-1(d)(1)(ii)(a)(4).

74 Reg. §1.664-1(d)(1)(ii)(a)(4).

7 See Reg. §1.664-1(c), amended by T.D. 9403, 73 Fed. Reg. 35,583
(June 24, 2008). The 2008 final regulations are effective for taxable years be-
ginning after 2006. Reg. §1.664-1(c)(3). As discussed in XI.A.6., below, effec-
tive for taxable years beginning after 2006, the Tax Relief and Health Care Act
of 2006 (TRHCA), Pub. L. No. 109-432, §424, amended §664(c) to provide
that a CRT is not subject to income tax but is subject to a 100% excise tax on
any UBTI the trust has during a taxable year.

7 Reg. §1.664-1(c)(1), §1.664-1(d)(2), amended by T.D. 9403. The regu-
lations, as amended in 2008, are consistent with the legislative history to the
TRHCA, Pub. L. No. 109-432. See Staff of J. Comm. on Tax’n, 109th Cong.,
Technical Explanation of H.R. 6408, the “Tax Relief and Health Care Act of
2006” 115 (J. Comm. Print 2006).

77 §664(b).
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For the former rules and transition rules regarding capital
gains in CRTs, see XI.A.7., below.

2. Multiple Beneficiaries

As noted above, the determination of the character of
amounts deemed distributed to the beneficiaries is made as of
the end of the trust’s taxable year.””® If there is more than one
annuity or unitrust recipient, each recipient is treated as receiv-
ing a pro rata share of each category of income and corpus.”

Example: X transfers $40,000 to a charitable remainder
annuity trust (CRAT) that is to pay $3,000 per year to X
and $2,000 per year to Y for a term of five years. During
the first taxable year and after the allocation of all ex-
penses, the trust has $3,000 of ordinary income, $500 of
capital gain, and $500 of tax-exempt income. X is treat-
ed as receiving ordinary income of $1,800 ($3,000/$5,000
x $3,000), capital gain of $300 ($3,000/$5,000 x $500),
tax-exempt income of $300 ($3,000/$5,000 x $500), and
corpus of $600 ($3,000/$5,000 x [$5,000 — $4,000]). Y
is treated as receiving ordinary income of $1,200
($2,000/$5,000 x $3,000), capital gain of $200
($2,000/$5,000 x $500), tax-exempt income of $200
($2,000/$5,000 x $500), and corpus of $400
($2,000/$5,000 x [$5,000 — $4,000]).*

3. Effect of Timing of Payments on Beneficiary’s
Income

a. Regular Payments

In certain circumstances, the regulations allow the pay-
ment of the annuity or unitrust amount to be made after the
close of the taxable year.™ A payment from a net income uni-
trust can be made after the close of the taxable year if the pay-
ment is made within a reasonable time after the close of the tax-
able year.” Effective for distributions made on or after January
5, 2001, if the payment is from an annuity trust or a fixed per-
centage unitrust, the regulations allow a distribution after the
close of the year if: (i) the trust pays the annuity or fixed per-
centage unitrust amount within a reasonable time after the close
of the taxable year; and (ii) the entire amount is characterized
as income in the hands of the recipient or the amount is charac-
terized as corpus because the trust pays the amount by (a) dis-
tributing property (other than cash) after the close of the tax-
able year and the trustee elects to treat any income generated by
the distribution as occurring on the last day of the taxable year
that the amount was due, (b) distributing cash contributed to the
trust for which a deduction was allowable under §170, §2055,
§2106, or §2522, or (c) distributing cash received as a return of
basis in an asset contributed to the trust for which a deduction
was allowable under §170, §2055, §2106, or §2522, and which

T Reg. §1.664-1(d)(1)(ii)(a).

™ Reg. §1.664-1(d)(3).

®Reg. §1.664-1(d)(3) Ex.

®IReg. §1.664-2(a)(1)(i)(a), §1.664-3(a)(1)(i)(g), §1.664-3(a)(1)(i)(h),
§1.664-3()(1)(D)()-

2 Reg. §1.664-3()(1)()().
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the trust sold during the year for which the amount was due.®”

However, if the annuity trust or fixed percentage unitrust was
created before December 10, 1998, less restrictive rules allow
the trust to pay the annuity or unitrust amount within a reason-
able time after the close of the taxable year if the percentage
payout to the annuity or unitrust recipient is 15% or less.®™

The recipient reports such income in the recipient’s tax-
able year in which the trust’s year ends. If the trust and the re-
cipient have different taxable years, the income attributable to
the payment of the annuity or unitrust amount must be includ-
ed in gross income for the recipient’s taxable year that includes
the last day of the trust’s taxable year in which the amount is
required to be distributed.” This latter rule of inclusion is the
same as in the case of simple or complex trusts.™

The effect of these rules is that the beneficiary will be
taxed on his or her distribution in the year for which the pay-
ment was due, not necessarily in the year in which the payment
was received.”’

Comment: The post-2001 rules were added to preclude a
strategy of contributing a highly appreciated asset in Year One,
holding the asset, and then making the required distribution for
Year One at the beginning of Year Two. Because there would
be little or no income earned by the trust in Year One under
the prior strategy, the beneficiary would receive the distribution
tax-free.”™

The trust will satisfy the reasonable time requirement if it
makes the payment before the due date, including extensions,
for Form 5227, Split-Interest Trust Information Return, for the
year in which the payment is due.””

If a trust makes the annuity or unitrust payment after the
close of the taxable year and does not satisfy the appropriate re-
quirements noted above, the trust will be deemed to have: (1)
failed to function exclusively as a CRT; (2) engaged in a pro-
hibited act of self-dealing (within the meaning of §4941); (3)
received unrelated debt-financed income, within the meaning
of §514; and (4) received an additional contribution (which will
disqualify an annuity trust).”* "

% Reg. §1.664-2(a)(1)(i)(a), §1.664-3(a)(1)(i)(g), as amended by T.D.
8926, 66 Fed. Reg. 1034 (Jan. 5, 2001). If the distribution from such a trust was
made before January 5, 2001, the two options in Reg. §1.664-2(a)(1)(i)(a)(2),
§1.664-2(a)(1)(1)(a)(3), §1.664-3(a)(1)(i)(g)(2), and §1.664-3(a)(1)(i)(g)(3) for
distributing cash when the distribution was treated as corpus to the unitrust ben-
eficiary did not apply. See Reg. §1.664-2(a)(1)(i)(e), §1.664-3(a)(1)(A)(1).

®Reg. §1.664-2(a)(1)(1)(b), §1.664-3(a)(1){)(h).

#Reg. §1.664-1(d)(4)(i).

6% See Reg. §1.652(c)-1, §1.662(c)-1.

% Reg. §1.664-1(d)(4)(i).

®Reg. §1.643(a)-8, added to preclude the result discussed in Notice 94-78.

¥ Reg. §1.664-2(a)(1)(i)(c), §1.664-3(a)(1)(i)(k). Form 5227 is filed on
April 15 following the close of the taxable year. See §6011, §6071(a); Reg.
§53.6011-1(c) (redesignated by T.D. 9972, 88 Fed. Reg. 11,754 (Feb. 23,
2023)), §53.6071-1(c). See also Reg. §1.6012-3(a)(6) (prescribing Form
1041-B, which has been replaced with Form 5227); Reg. §301.6011-13(a),
added by T.D. 9972, 88 Fed. Reg. 11,754 (Feb. 23, 2023) (electronic filing
applicable to split-interest trust returns required to be filed for taxable years
ending on or after December 31, 2023, if certain requirements met). Reg.
§1.6081-9 provides an automatic six-month extension for the filing of Form
5227. Reg. §1.6081-9, T.D. 9892, 85 Fed. Reg. 5323 (Jan. 30, 2020).

“Reg. §1.664-2(b).

®'Reg. §1.664-2(a)(1)()(a), §1.664-2(a)(1)()(b), §1.664-3(a)(1)(i)(g),
§1.664-3(a)(1)(h), §1.664-3(a)(1)(j).
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b. Payments Due to Incorrect Valuation or Other
Adjustments

There are three instances (in addition to the year of the
beneficiary’s death) in which the general rule of inclusion is not
applicable and the annuity or unitrust amount is included in the
gross income of the recipient for his or her taxable year within
which falls the end of the taxable year of the trust in which the
amount is “paid, credited or required to be distributed.”* The
three situations involve payments made: (1) from a testamen-
tary trust, where the payments are delayed until the year of full
funding of the trust;” (2) pursuant to an amendment to the gov-
erning instrument for certain grandfathered trusts;* or (3) as a
result of an incorrect valuation of the trust’s assets.

Where the trust has made a payment to a recipient by rea-
son of an incorrect valuation of the trust assets, the payment is
considered to have been a payment required to be distributed at
the time of the final determination of the correct valuation.” If
a recipient is required to repay an amount to the trust, he or she
is permitted a deduction in the year the amount is paid, credited,
or required to be paid to the extent that the amount repaid was
included in his or her gross income.”” The deduction is comput-
ed by reference to §1341 and the regulations thereunder relat-
ing to the tax computation upon the restoration of a substantial
amount held under a claim of right.”

Practice Point: The regulations do not contemplate any
reason for an untimely payment other than the three listed.
However, in the author’s experience, calculation errors happen
for any number of reasons beyond valuation errors. The trustee
may have misinterpreted the document, miscalculated a make-
up amount in a NIMCRUT, missed a trust asset (thereby un-
dervaluing a CRUT), or simply multiplied incorrectly. An error
may continue for years, resulting in a substantial payment to
a beneficiary. The author’s practice has been to follow the tax
treatment for “payment due to incorrect valuation” and disclose
the reason for the payment in the return for the year in which
the payment is made.

695

c. Payments for the Year of Recipient’s Death

A special rule of inclusion applies to the year of the recip-
ient’s death. If the recipient reports income on a cash basis, the
final individual income tax return must include only amounts
actually distributed before death.””” Any amount required to be
distributed that is distributed after death to the recipient’s es-
tate or beneficiary thereof is treated as income in respect of a
decedent (IRD) pursuant to §691(a).”” The payment retains its
tax character and may enable the recipient to claim an income

”Reg. §1.664-1(d)(4)(ii). It is assumed that this phrase has the same
meaning here as it does in §661(a)(2).

" Reg. §1.664-1(a)(5). See the discussion of testamentary charitable re-
mainder trusts at V., above.

Reg. §1.664-1(H)(3).

Reg. §1.664-2(a)(1)(iii), §1.664-3(a)(1)(iii).

¥ Reg. §1.664-2(a)(1)(iii), §1.664-3(a)(1)(ii).

“"Reg. §1.664-1(d)(4)(ii).

% Reg. §1.664-1(d)(4)(ii).

“Reg. §1.664-1(d)(4)(iii).

"Reg. §1.664-1(d)(4)(iii).
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tax deduction pursuant to §691(c) depending on the amount of
estate tax paid by the estate.””'

Comment: Where the governing instrument terminates the
payment of the annuity or unitrust amount with the payment
immediately preceding the death of the recipient of the annuity
or unitrust amount, the recipient could still die before he or
she receives the distribution. In that situation, the last payment
would constitute IRD in the hands of the recipient’s estate or
the beneficiary thereof. The character of the amount to be in-
cluded in the recipient’s final income tax return if received by
the recipient, or in the return of the recipient’s estate or bene-
ficiary thereof if the amount is IRD, is based on the “category
and class” rules for the full taxable year of the trust in which
the recipient’s final taxable year ends. In the case of a decedent,
his or her taxable year ends on the date of death.””

4. Special Rules to Determine Beneficiary’s §1411 Net
Investment Income

a. General Rule

Effective for tax years beginning after 2012, §1411 impos-
es a 3.8% tax (generally referred to as the “net investment in-
come tax’’) on certain unearned income of individuals, trusts,
and estates.”” Under Reg. §1.1411-3(a)(1)(i), §1411 applies to
all trusts that are subject to Part I of Subchapter J in Subtitle A,
Chapter 1, of the Code, unless specifically exempted by Reg.
§1.1411-3(b). Reg. §1.1411-3(b) exempts charitable remainder
trusts (CRTs) described in §664. However, as discussed be-
low, Reg. §1.1411-3(d)(1)(i) provides special rules regarding
the treatment of annuity or unitrust distributions from CRTs to
persons who are subject to tax under §1411.

As background, “net investment income” is defined as in-
vestment income reduced by deductions allocable to that in-
come.”™ Investment income consists of three items: (1) gross
income from interest, dividends, annuities, royalties, and rents
to the extent not derived in the ordinary course of a trade or
business (unless that trade or business is described in item (2));
(2) other gross income from a trade or business that is a §469
passive activity or that consists of trading in financial instru-
ments or §475(e)(2) commodities; and (3) net gain that is taken
into account in computing taxable income and attributable to

18691(a)(3).

"2 Reg. §1.443-1(a)(2).

" Gee §1411(a). The Health Care and Education Reconciliation Act of
2010, Pub. L. No. 111-152, §1402(a)(1), §1402(a)(4), enacted §1411 in a sep-
arate Chapter 2A of the Code, titled “Unearned Income Medicare Contribu-
tion.” The IRS refers to the tax as the “net investment income tax” in the pre-
amble to the final regulations providing guidance on the application of §1411.
See T.D. 9644, 78 Fed. Reg. 72,394 (Dec. 2, 2013); Reg. §1.1411-0 through
§1.1411-10, §1.469-11(b)(3)(iv). The regulations apply to tax years beginning
after 2013, except that Reg. §1.1411-3(d) (special rule for §664 charitable re-
mainder trusts) applies to tax years beginning after 2012. Reg. §1.1411-1(g),
§1.1411-2(e), §1.1411-3(f), §1.1411-4(), §1.1411-5(d), §1.1411-6(c),
§1.1411-8(c), §1.1411-9(d), §1.1411-10(), §1.469-11(b)(3)(iv)(D). According
to the preamble of the proposed regulations, taxpayers were able to rely on
the proposed regulations in complying with §1411 until the effective date of
final regulations. REG-130507-11, 77 Fed. Reg. 72,612 (Dec. 5, 2012). The
IRS website includes “Questions and Answers on the Net Investment Income
Tax” (http://www.irs.gov/uac/Newsroom/Net-Investment-Income-Tax-FAQs),
which answers some basic questions regarding §1411. For a more detailed dis-
cussion of §1411, see 511 T.M., Section 1411 — Net Investment Income Tax.

§1411(c)(1). See Reg. §1.1411-3(e), §1.1411-4(a).
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the disposition of property not held in a trade or business (un-
less that trade or business is described in item (2)).”” An indi-
vidual CRT beneficiary is subject to the 3.8% net investment
income tax (in addition to any other tax imposed by Subtitle A
of the Code) each tax year on the lesser of: (1) his or her net
investment income for the tax year; or (2) the excess (if any) of
his or her modified adjusted gross income for the year over a
threshold amount.” The threshold amount is $250,000 for mar-
ried taxpayers filing jointly (or a surviving spouse), $125,000
for a married taxpayer filing separately, and $200,000 for all
other individual taxpayers."”’

Under the final regulations, items of net investment in-
come allocated to a CRT’s annuity or unitrust payments retain
their character as net investment income in the hands of the re-
cipient of that annuity or unitrust distribution, as determined
under the §664(b) rules.”” If the CRT has more than one an-
nuity or unitrust beneficiary, the trustee must apportion the net
investment income among such beneficiaries based on their re-
spective shares of the total annuity or unitrust amount paid
by the trust for that tax year”” A CRT’s accumulated net in-
vestment income is the total amount of net investment in-
come received by the trust for all tax years that begin after
2012, less the total amount of net investment income distrib-
uted for all prior tax years of the trust that begin after 2012."° In
other words, the regulations “grandfather” pre-2013 amounts
(amounts that would be net investment income, but for the fact
that they were realized before 2013).”"

"581411(c)(1)(A), §1411(c)(2). See Reg. §1.1411-4, §1.1411-5. For ex-
ceptions and special rules applicable in determining net investment income, see
§1411(c)(4), (5). See also Reg. §1.1411-6 through §1.1411-10.

781411(a)(1). See Reg. §1.1411-2(b). For trusts subject to §1411, the
3.8% tax applies (in addition to all other taxes imposed by Subtitle A of the
Code) each tax year to the lesser of: (1) the trust’s undistributed net investment
income for the tax year; or (2) the excess (if any) of the trust’s §67(e) adjusted
gross income for the tax year over the dollar amount at which the highest §1(e)
tax bracket begins for the year. §1411(a)(2). See Reg. §1.1411-3(a). The calcu-
lation of undistributed net investment income is not explained in the Code, but
is described under Reg. §1.1411-3(e).

"7§1411(b). See Reg. §1.1411-2(d).

"%Reg. §1.1411-3(d)(1)(i). Although the 2012 proposed regulations
(REG-130507-11, 77 Fed. Reg. 72,612 (Dec. 5, 2012)) suggested special com-
putational rules to calculate the §1411 tax (“simplified method”), the IRS
adopted the recommendations of several commentators to apply the §664(b)
rules instead. See Reg. §1.1411-3(d)(2); preamble to T.D. 9644; American In-
stitute of Certified Public Accountants, “AICPA Comments on Proposed Rules
(REG-130507-11) on Net Investment Income Tax” (May 8, 2013), reprinted in
Bloomberg BNA Tax Core (May 14, 2013) (“The rule in the proposed section
1411 regulations overrides the statutory provision of section 664(b) because
[net investment income] that is capital gain will be distributed prior to accumu-
lated ordinary income earned before 2013. While this would be beneficial to
taxpayers, we believe it is contrary to the requirements of section 664(b). We
believe that the various types of [net investment income] should be treated as
separate classes of income within each category, and the normal rules should
apply to determine which category of income and which class of income with-
in that category is being distributed to the annuity or unitrust recipient.”). Ad-
ditionally, the IRS reserved Reg. §1.1411-3(d)(3) for rules allowing CRTs to
elect between the simplified method in the 2012 proposed regulations and the
§664(b) method in the final regulations. To address these new rules, the IRS
issued new proposed regulations simultaneously with the final regulations, dis-
cussed below. See REG-130843-13, 78 Fed. Reg. 72,451 (Dec. 2, 2013).

"Reg. §1.1411-3(d)(1)(i).

"Reg. §1.1411-3(d)(1)(iii).

7”Reg. §1.1411-3(d)(1)(iii). Individuals, estates, and trusts must use Form
8960, Net Investment Income Tax — Individuals, Estates, and Trusts, attached
to Form 1040, to compute their net investment income tax. Form 8960 provides
a simple method for CRT annuity or unitrust recipients to reduce their net
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Applying the §664(b) rules to the net investment income
items of a CRT, the final regulations provide that the net invest-
ment income item’s applicable federal income tax rate for pur-
poses of allocating that item to the appropriate class within a
category of income as described in Reg. §1.664-1(d)(1)(i)(b) is
the sum of the item’s income tax rate and the §1411 tax rate.””
The result is that the accumulated net investment income and
excluded income in the same income category constitute sepa-
rate classes of income within that category.””” With the adoption
of the §664(b) method in the final regulations, the IRS simul-
taneously issued new proposed regulations that would provide
special rules and method elections relating to its application.”"*

b. “Simplified Method” Election

The proposed regulations would allow a CRT to elect be-
tween the “simplified method” (previously contained in the
2012 proposed regulations, with one modification) and the
“§664(b) method” (contained in the final regulations), to be
effective for tax years after 2012.”" The proposed simplified
method would provide that the net investment income of a CRT
annuity or unitrust beneficiary includes an amount equal to the
lesser of (1) the beneficiary’s share of the total amount of the
distributions for that year, or (2) the beneficiary’s same share
of the accumulated net investment income.”"® Notwithstanding
the general excess deduction rule in Reg. §1.1411-4(f)(1)(ii),
if in a tax year a CRT’s properly allocable deductions under
§1411(c)(1)(B) exceed the gross investment income and net
gain under §1411(c)(1)(A), then such excess deductions must
reduce the beneficiary’s share of the accumulated net invest-
ment income for that year and for subsequent tax years, should
any deductions remain.”"” Therefore, the proposed simplified
method would retain the Chapter 1 principle that losses are car-
ried forward and offset income in future years.

For a CRT established after December 31, 2012, the elec-
tion would be required on its income tax return for the tax year
it was established. For a CRT established before January 1,
2013, the election was required on its income tax return for
its first taxable year beginning after 2012. A return could be
amended to make the election as long as the period of limita-
tions on the amended returns and affected returns thereafter for
both the beneficiaries and the trust had not closed. Once the
election was made it would be irrevocable.”"*

Editor’s Note: For a sample statement electing the simpli-
fied method of calculating net investment income at the trust
level, see Trust: Simplitied Net Investment Income Tax Elec-
tion for Charitable Remainder Trusts (§1411) in the Tax Elec-
tions & Compliance Statements Library.

investment income by the grandfathered amounts (which will be taken from
the Schedule K-1 received by the beneficiary) on line 7 of Form 8960. See
Freda, “IRS Draft Form on Net Investment Income Addresses Grandfathered
Amounts for CRTs,” 32 Tax Mgmt. Wkly. Rpt. 1070 (Aug. 12, 2013).

"?Reg. §1.1411-3(d)(2); preamble to T.D. 9644.

"PReg. §1.1411-3(d)(2); preamble to T.D. 9644; Reg. §1.664-1(d)(1)(i)(b).
See also Reg. §1.1411-3(d)(2)(ii) Ex. 1.

4 See REG-130843-13, 78 Fed. Reg. 72,451 (Dec. 2, 2013).

"3 See Prop. Reg. §1.1411-3(d)(3), REG-130843-13, 78 Fed. Reg. 72,451
(Dec. 2, 2013).

"Prop. Reg. §1.1411-3(d)(3)(i).

" Prop. Reg. §1.1411-3(d)(3)(ii).

"Prop. Reg. §1.1411-3(d)(3)(ii).
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c. Special Provisions for Charitable Remainder Trusts
that Own CFCs or PFICs

The regulations include special rules for the application
of the §664(b) rules to certain distributions made to CRTs
that own interests in controlled foreign corporations (CFCs)
and passive foreign investment companies (PFICs).”"” The rules
would apply to income from CFCs and PFICs not making the
Reg. §1.1411-10(g) election to synchronize the income tax and
§1411 treatment of income inclusions from these investments.
The election is intended to avoid additional recordkeeping for
owners of CFCs or PFICs, but the tradeoff is potential acceler-
ation of net investment income subject to §1411.”° Not making
the election could result in income recognition that is different
for purposes of Chapter 1 than for §1411.™'

While Reg. §1.1411-10 provides §1411 guidance applica-
ble to CFCs and PFICs, Prop. Reg. §1.1411-3(d)(2)(ii) would
coordinate it with the §664(b) rules.

First, the proposed regulations would provide that §951
and §1293 amounts that are included in gross income for Chap-
ter 1 purposes and in one or more Reg. §1.664-1(d)(1) cate-
gories are excluded from net investment income.””

Second, when a CRT receives a distribution of previously
taxed earnings and profits that is not treated as a dividend for
Chapter 1 purposes under §953(d) and §1293(c), but is a divi-
dend for §1411 purposes, the trust would be required to allocate
such amounts among the §664(b) categories.”” To the extent the
trust has excluded income in the ordinary income category and
capital gain category, the net investment income amount would
be allocated to the trust’s excluded income class in the ordinary
income category, then to the excluded income class in the cap-
ital gain category, and until exhaustion of each such class, be-
ginning with the class of excluded income with the highest in-
come tax rate, with the remaining net investment income allo-
cated to the other income category.” If the trust distributes oth-
er income category amounts, the distribution would cause the
beneficiary to increase its modified adjusted gross income or
adjusted gross income by the same amount.”

Third, the proposed regulations would address the differ-
ential in gain or loss associated with the tax basis disparities
between Chapter 1 and §1411.”° The allocation of such gain is
similar to that in Prop. Reg. §1.1411-3(d)(2)(ii)(B), the differ-
ence being that the additional gain would be allocated within
the capital gain category before any allocation to the ordinary
income category.”” The allocation of such loss is also similar
to that in Prop. Reg. §1.1411-3(d)(2)(ii)(B), except that losses
are accompanied by a reduction in modified adjusted gross in-
come or adjusted gross income and allocated first to the other
income category (so that the accumulated net investment in-

" See Prop. Reg. §1.1411-3(d)(2)(ii), REG-130843-13, 78 Fed. Reg.
72,451 (Dec. 2, 2013).

7°T.D. 9644, 78 Fed. Reg. 72,393 (Dec. 2, 2013), §11.11.D.

I'T.D. 9644, 78 Fed. Reg. 72,393-72,449 (Dec. 2, 2013), §IL.11.D.

" Prop. Reg. §1.1411-3(d)(2)(ii)(A), REG-130843-13, 78 Fed. Reg.
72,451 (Dec. 2, 2013).

"3 Prop. Reg. §1.1411-3(d)(2)(ii)(B).

7*Prop. Reg. §1.1411-3(d)(2)(ii)(B).

" Reg. §1.1411-10(c)(4), §1.1411-10(e)(1).

72 See Prop. Reg. §1.1411-3(d)(2)(ii)(C).

" Prop. Reg. §1.1411-3(d)(2)(ii)(C)(1).
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come is eliminated first, and the beneficiary will not have to
account for modified adjusted gross income or adjusted gross
income).””®

Practice Point: If the trust has relatively small investments
in CFCs or PFICs, the Reg. §1.1411-10(g) election will reduce
the required recordkeeping. The trustee will not need to track
two sets of basis numbers for each CFC or PFIC or allocate
a “NII inclusion amount” when a distribution is received from
the CFC or PFIC.”” On the other hand, if the CFC or PFIC
investment is substantial, the effort resulting from not making
the election may be worthwhile, especially in a trust with a net
income limitation (such as a NIMCRUT). Although the (non-
cash) income inclusions from the CFC or PFIC will accumu-
late in the categories and classes within the CRT, no net invest-
ment income is created by those inclusions.” Depending on the
type of other income and the amount and source of distributions
from the trust, not making the Reg. §1.1411-10(g) election may
reduce the beneficiary’s exposure to the net investment income
tax.

This section of the proposed regulations would be effec-
tive for tax years beginning after 2013, but may be relied on
for tax years beginning after 2012.”*' For more information on
CFCs and PFICs, see 930 T.M., CFCs — Sections 959-965 and
1248 (Foreign Income Series), and 6300 T.M., PFICs (Foreign
Income Series), respectively.

G. Avoiding Penalties Under the Private Foundation
Rules

1. Private Foundation Provisions Applicable to
Charitable Remainder Trusts

Charitable remainder trusts (CRTs) are subject to many of
the private foundation provisions contained in §4940 through
§4948 of the Code.”” This means that anyone drafting the gov-
erning instrument of a CRT or administering such a trust should
have some familiarity with these provisions.

Section 4947(a)(2) provides in part:

In the case of a trust which is not exempt from tax un-
der section 501(a), not all of the unexpired interests
in which are devoted to one or more of the purpos-
es described in section 170(c)(2)(B), and which has
amounts in trust for which a deduction was allowed
under section 170, 545(b)(2), 642(c), 2055, 2106(a)
(2), or 2522, section 507 (relating to termination of
private foundation status), section 508(e) (relating to
governing instruments) to the extent applicable to a
trust described in this paragraph, section 4941 (re-
lating to taxes on self-dealing), section 4943 (relat-
ing to taxes on excess business holdings) except as

" Prop. Reg. §1.1411-3(d)(2)(ii)(C)(2).

™ See Prop. Reg. §1.1411-3(d)(2)(ii)(B).

"OProp. Reg. §1.1411-3(d)(2)(iii) Ex. 2(ii).

7' Preamble to REG-130843-13, 78 Fed. Reg. 72,451 (Dec. 2, 2013).

"2 For detailed discussions of the applicable private foundation rules, see
470 T.M., Private Foundations — Self-Dealing (Section 4941);, 473 T.M., Pri-
vate Foundations — Excess Business Holdings (Section 4943); 458 T.M., Pri-
vate Foundations and Public Charities — Termination and Special Rules (Sec-
tions 507 and 508); 474 T.M., Private Foundations — Taxable Expenditures
(Section 4945);, and 468 T.M., Private Foundations — Investment Income Tax
and Jeopardy Investments (Sections 4940 and 4944).
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provided in subsection (b)(3), section 4944 (relating

to investments which jeopardize charitable purpose)

except as provided in subsection (b)(3), and section

4945 (relating to taxes on taxable expenditures) shall

apply as if such trust were a private foundation.

Charitable remainder trusts fall within this provision be-
cause: (1) they are not exempt from tax under §501(a); (2)
not all of their unexpired interests (i.e., the noncharitable in-
come interests) are devoted to charitable (§170(c)(2)(B)) pur-
poses; and (3) they have amounts in trust for which a deduction
was allowed under §170, §2055, or §2522.” Pursuant to Reg.
§53.4947-1(a), “in the absence of proof to the contrary” a de-
duction is “allowed” if it would have been allowable under one
of the cited sections. Thus, CRTs are subject (with certain ex-
ceptions explained herein) to the private foundation provisions
set forth above.

Comment: A newly created trust is treated as having
amounts in trust for which a deduction was allowed from the
date of its creation, even if the deduction would be allowed for
such amounts only at a later date.”** Presumably, a trust intend-
ed to be a CRT, but which failed to satisfy one or more of the
technical requirements for CRT status, would not be subject
to §4947(a)(2) and the private foundation provisions because
there would be no “amount in trust for which a deduction was
allowed” under any of the listed provisions.

Any qualified CRT that does not have any income bene-
ficiaries described in §170(c), §2055(a), or §2522(a) is exclud-
ed from the application of §4943 and §4944.° However, if any
portion of the income interest in a CRT is payable to an organi-
zation described in §170(c), §2055(a), or §2522(a) and a char-
itable deduction was allowed for a gift of such income inter-
est, the §4947(b)(3)(B) exclusion will not apply and §4943 and
§4944 will apply.” The application of the private foundation
rules to CRTs with charitable income beneficiaries is discussed
at VI.G.3,, below.

In the normal course, §507 should not apply to split-in-
terest trusts. The regulations under §4947 provide that §507(a)
does not apply to payments made by a §4947(a)(2) split-inter-
est trust as directed by its document.”’

™In PLR 201713003 and PLR 201713002, the IRS interpreted the “in the
absence of proof to the contrary” language to rule that two CRUTs would not
be §4947(a)(2) split-interest trusts, even though a deduction was allowable, be-
cause the taxpayer satisfactorily established that no deduction had, in fact, been
taken. The IRS noted that the taxpayer would need to continue to maintain
records sufficient to establish that no deduction is taken over the life of the
CRUTS to avoid subsequent application of §4947(a)(2). In the IRS’s annual no
rulings list, the IRS continues to include the following as an area in which rul-
ings or determination letters will not be issued: “Whether a split-interest trust is
described in §4947(a)(2) because it has no amounts in trust for which a deduc-
tion was allowed under §170, 545(b)(2), 642(c), 2055, 2106(a)(2), or 2522.”
Rev. Proc. 2026-3, §4.01(66). See also PLR 201831009 (testamentary trust, for
which QTIP election was made and that would distribute income and princi-
pal to surviving spouse during life and remainder to charitable foundation upon
surviving spouse’s death, would not be §4947(a)(1) or §4947(a)(2) trust subject
to private foundation rules (i) during spouse’s lifetime as long as no charitable
deduction would be allowable prior to spouse’s death, and (ii) for reasonable
period of settlement following surviving spouse’s death).

7 Reg. §53.4947-1(c)(1)(iii).

"Reg. §53.4947-2(b)(1).

"%Reg. §53.4947-2(b)(1)(ii).

"TReg. §53.4947-1(e)(1).
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Therefore, the vast majority of CRTs are only subject to
the following private foundation provisions: §508(e) (relating
to governing instruments), §4941 (relating to taxes on self-deal-
ing), and §4945 (relating to taxes on taxable expenditures).

a. Section 508(e) — Governing Language Requirement

The sample documents provided by the IRS include the
language necessary for meeting all the requirements of §508(e)
as applicable to charitable remainder trusts.”*

Section 508(d)(2) disallows income, gift, and estate tax
charitable deductions for gifts made to a trust described in
§4947 that fails to satisfy the “governing instrument” language
requirements of §508(e). Section 508(e) provides that the gov-
erning instrument of a private foundation must require the
foundation to distribute income in such a way as to avoid the
excise tax imposed on undistributed income under §4942. In
addition, the governing instrument must prohibit the founda-
tion from: (1) engaging in any act of self-dealing (as defined
in §4941(d)); (2) retaining any excess business holdings (as de-
fined in §4943(c)); (3) making investments in such a manner as
to subject the foundation to tax under §4944; and (4) making
any taxable expenditures (as defined in §4945(d)).

The governing instrument of a private foundation will sat-
isfy the §508(e) language requirements, regardless of whether
the appropriate language is used, if applicable state law either
requires the foundation to operate in conformity with the
mandatory language or deems that the language is contained in
the terms of the governing instrument.””

Practice Tip: Drafters should include the required §508(e)
language in the governing instrument of all CRTs, and the IRS
has provided sample language to satisfy §508(e).”*

b. Section 4941

The private foundation provision most likely to cause
problems for donors and their professionals is §4941: the pro-
hibition against self-dealing. This section is not a full analysis
of §4941; rather, it focuses on the rules, and the exceptions to
those rules, most applicable to CRTs.™' For purposes of these
rules, a CRT is treated as a private foundation.

The essence of §4941 is that certain transactions between
“disqualified persons” and CRTs are subject to penalties™ and
must be undone. This penalty is not waivable, not even for rea-
sonable cause.”” The trustee of the trust who permits the trans-
action can also be subject to penalties,” although the trustee
can avoid the trustee penalties for reasonable cause™ or re-
liance on the advice of counsel.”*

Practice Point: It is imperative that any trustee, especially
the donor as trustee, understand and accept these rules. Because

¥ See Worksheet 2 for the list of Revenue Procedures with sample docu-
ments.

™Reg. §1.508-3(d)(1).

™0 See Pub. 557, Tax-Exempt Status for Your Organization. See also Rev.
Rul. 2024-10, obsoleting Rev. Rul. 75-38.

"See 470 T.M., Private Foundations — Self-Dealing (Section 4941).

™284941(a)(1), §4941(b)(1).

™ 84962(b).

§4941(a)(2), §4941(b)(2).

" Reg. §53.4941(a)-1(b)(5).

™°Reg. §53.4941(a)-1(b)(6).
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the penalty is not waivable for reasonable cause, the trustee
must understand that even unintentional “foot-faults” are sub-
ject to these penalties.

Section 4947(a)(2)(A) states that the private foundation
provisions enumerated in §4947(a)(2) do not apply to any
amounts payable under the terms of a CRT to income benefi-
ciaries unless a deduction was allowed for such amounts un-
der §170(f)(2)(B), §2055(e)(2)(B), or §2522(c)(2)(B).” For ex-
ample, payments by a qualified CRT to a noncharitable in-
come beneficiary are not subject to the self-dealing provisions
of §4941 or the taxable expenditure provisions of §4945 be-
cause no deduction was allowed for that payment.

Section 4941 imposes a two-tier excise tax on the amount
involved in certain acts of self-dealing between the private
foundation and “disqualified persons.”” The initial tax is im-
posed at a rate equal to 10% of the amount involved and is
payable by the disqualified person who participates in the act
of self—dealing.749 In some cases, an additional tax equal to 5%
of the amount involved is imposed on participating “foundation
managers” (e.g., trustees, in the case of a CRT).”” If the act of
self-dealing is not “corrected,” the disqualified person is sub-
ject to a so-called second-tier excise tax imposed at a rate equal
to 200% of the amount involved.”" In such case, a foundation
manager who refuses to correct the act of self-dealing is sub-
ject to a second-tier excise tax equal to 50% of the amount in-
volved.””

Acts of self-dealing include: (1) the sale,” exchange, or
lease of property between a private foundation and a disqual-
ified person; (2) the lending of money or other extension of
credit between a private foundation and a disqualified person;
(3) the furnishing of goods, services, or facilities between a pri-
vate foundation and a disqualified person; (4) the payment of
compensation (or payment or reimbursement of expenses) by a
private foundation to a disqualified person; (5) the transfer to,
or for the benefit of, or use by, a disqualified person of the in-
come or assets of a private foundation;* and (6) the agreement
by a private foundation to make any payment of money or oth-
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™7 See also Reg. §53.4947-1(c)(2)(i).

8 «Disqualified person” is defined in §4946.

7¥§4941(a)(1), amended by the Pension Protection Act of 2006, Pub. L.
No. 109-280, §1212(a)(1), effective for taxable years beginning after August
17, 2006. For taxable years beginning on or before that date, former §4941(a)
(1) imposed the tax at a rate of 5%.

7%§4941(a)(2), amended by Pub. L. No. 109-280, §1212(a)(1), effective
for taxable years beginning after August 17, 2006. For taxable years beginning
on or before that date, former §4941(a)(2) imposed the tax at a rate of 2%2%.

7184941(b)(1).

284941(b)(2).

3In PLR 8846058, the IRS ruled that trust assets transferred to the non-
charitable unitrust recipient in satisfaction of the unitrust amount came within
the §4947(a)(2)(A) exception and, therefore, were not subject to the §4941 ex-
cise tax imposed on self-dealing.

4 See Notice 94-78. The IRS stated that the sale of the assets of a CRT,
even if not to a disqualified person, could be self-dealing if the purpose of
the sale was to benefit a disqualified person. In the example in the Notice, the
trustee deferred the sale of appreciated assets contributed to the trust so that the
trust would have no income in its initial year. This had the effect of benefiting
the grantor, who was also the unitrust beneficiary, by making the initial unitrust
payment a tax-free return of corpus. The result in the Notice was overruled by
Reg. §1.643(a)-8. See preamble to T.D. 8926, 66 Fed. Reg. 1034 (Jan. 5, 2001).
See also PLR 9522021, where the IRS ruled (before the 1998 change to the reg-
ulations) that the “flip” of a CRUT would result in self-dealing.
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er property to a government official.”

these rules, which are discussed in VI.G.2., below.

There are exceptions to
756

Example: Private foundation P owns the controlling inter-
est of the voting stock of corporation X, and as a result of
such interest, elects a majority of the board of directors of
X. Two of the foundation managers, A and B, who are al-
so directors of corporation X, form corporation Y for the
purpose of building and managing a country club. A and B
receive a total of 40% of Y’s stock, making Y a disquali-
fied person with respect to P. In order to finance the con-
struction and operating of the country club, Y requested
and received a loan in the amount of $4 million from X.
The making of the loan by X to Y shall constitute an indi-
rect act of self-dealing between P and Y.

Disqualified persons include the donor, his or her spouse,
certain family members, the trustee of the CRT, and entities
in which these individuals have certain levels of ownership
or control.”” “Family members” does not include siblings, in-
laws, nieces or nephews, cousins, or other more remote rela-
tives.

Practice Point: The relatively narrow definition of “family
member” may provide opportunities for transactions within an
extended family group that would be precluded for the donor.
Of course, all transactions must be at fair market value.

The self-dealing prohibition penalizes certain activities re-
gardless of their fairness to the trust. For example, assume that
a donor sells stock worth $100,000 to the donor’s CRT for
$10,000. Although the trust will have benefitted from the trans-
action, the $10,000 sale is subject to the self-dealing penalty,”®
and the transaction must be corrected.” Also, a donor cannot
use funds from a CRT to satisfy a charitable pledge; again, that
would be self-dealing.””

Self-dealing issues can arise in a number of situations, be-
ginning with the initial contribution to the charitable remain-
der trust. If real estate subject to a mortgage, a partnership with
allocated debt, or a life insurance policy subject to a loan, is
contributed to the trust, those are bargain sales™ and would be
subject to a penalty unless an exception applies.”” If the mort-
gaged property is the initial contribution to the trust, an excep-
tion (colloquially referred to as the “first bite” exception) may
apply. A transaction is not self-dealing if the disqualified per-

son only becomes disqualified as a result of the transaction;®

738494 1(d)(1).

% See §4941(d)(2).

7784946(a).

"Reg. §53.4941(d)-2(a)(1).

Reg. §53.4941(e)-1(c)(3)(i).

"“Reg. §53.4941(d)-2(f)(1).

' Reg. §53.4941(d)-1(a); Goodman v. United States, No. 98-8649, 1999
BL 3162 (S.D. Fla. 1999).

"2Section 4941(d)(2)(A) provides that the transfer of real or personal
property by a disqualified person to a CRT is treated as a sale or exchange if
the property is subject to a mortgage or similar lien that the trust assumes, or
if such property is subject to a mortgage or similar lien that a disqualified per-
son placed on the property within the 10-year period ending on the date of the
transfer. See also Rev. Rul. 80-132; PLR 9241064.

"“Reg. §53.4941(d)-1(a). See, e.g., PLR 202016006-PLR 202016002
(where surviving spouse agreed via settlement agreement to receive present
value of her lifetime income interests in multiple QTIP trusts with remainder
being distributed to charitable trust, IRS ruled that such transaction would not
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this rule may protect initial transfers to CRTs. (Of course, the
exposure to the 100% tax on unrelated business taxable income
should also be considered before transferring property subject
to debt. See the discussion at VI.C.3., above.)

The second situation in which self-dealing may arise is the
sale of the trust’s assets. If an interest in a closely held business
has been contributed, the logical course to liquidity is to sell
that interest — but all the likely purchasers may be disqualified
persons. A thorough analysis of the disqualified person status
of any potential purchasers should be performed. If there is a
logical non-disqualified person purchaser (e.g., sister), then the
sale can go forward. If there is no available non-disqualified
person purchaser, then the corporate redemption exception dis-
cussed at VI.G.2.c., below, should be reviewed.

The third potential situation is investment activities with
related parties. During the operation of the trust, any proposed
economic transaction between the trust and the donor (or any
other disqualified person) must be reviewed. Loans by the trust
and lease arrangements between the trust and the donor are sub-
ject to the self-dealing penalties (although interest free loans to
the trust and free use of office space by the trust are permit-
ted).”™ This question sometimes arises if real estate is donated
to a CRT and the donor wants to lease back all or a portion of
the property.”” That is not permissible, even at fair market val-
ue rent.

Especially in charitable remainder trusts managed by indi-
viduals or by family offices, the question of co-investment of-
ten arises. Can a CRT co-invest in the family investment part-
nership to obtain access to investment diversification? The IRS
has issued a number of favorable rulings on this issue. For ex-
ample, in PLR 200548026, the IRS found that a “co-invest-
ment” arrangement between a private foundation and disqual-
ified persons was not a “sale or exchange,” and that any ben-
efits derived from the private foundation’s participation were
incidental and tenuous and, therefore, permissible under the
self-dealing rules. The IRS explained that in co-investment
situations there is no economic benefit to the other investors
and that the ownership or holdings of the other investors does
not change in any economic or other material respect.” If the

result in self-dealing because spouse’s transfer of remainder interests would

cause charitable trust to be subject to §4947(a)(1) and spouse’s disqualified

person status (as substantial contributor and family member of charitable trust

founder) would arise solely as result of settlement agreement).
7%§4941(d)(2)(B), §4941(d)(2)(C).

"Tn GCM 39445 (July 11, 1985), the Chief Counsel’s Office advised that
a proposed lease of office space by an estate in the personal residence of the
executor’s spouse was an act of “indirect self-dealing” where the executor was
also the trustee of a CRT funded by the estate. The GCM stated that the pro-
posed lease was an attempt to use the estate as an intermediary to circumvent
the self-dealing prohibitions of §4941.

7 See also PLR 200043047 (CRUT’s contribution to investment fund of
LLC — a disqualified person created by the unitrust’s grantors — in exchange
for a membership interest constituted neither: (1) a sale or exchange between
the unitrust and the LLC, pursuant to §4941(d)(1)(A); nor (2) a transfer to, or
use by or for the benefit of, a disqualified person on the income or assets of
a private foundation pursuant to §4941(d)(1)(E)). In PLR 201043041, the IRS
ruled that a CRUT’s formation and operation of a foreign corporation as an in-
vestment vehicle was not self-dealing because the corporation — the unitrust’s
wholly owned subsidiary — was not a disqualified person as to the unitrust. In
PLR 9705013, the IRS ruled that participation by each of six CRUTSs in an in-
vestment partnership was not self-dealing. The IRS did state that later capital
contributions by a trust for a larger partnership interest could be acts of self-
dealing. The IRS also ruled that participation in the investment partnership did
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amount is material, the trustee of the trust may decide to seek
his or her own ruling.

In various private letter rulings, the IRS has held that di-
vision of a CRT and reformation to correct scrivener’s errors
are not self-dealing. Those rulings are discussed in VII., below,
and IV.K.2.e.(3), above, respectively.

c. Section 4945

Section 4945 imposes an excise tax on each “taxable ex-
penditure” made by a private foundation. The term “taxable ex-
penditure” includes amounts paid or incurred by a private foun-
dation: (1) to influence legislation; (2) to influence the outcome
of a public election or carry on voter registration drives; (3) as a
grant to an individual for travel, study, or other similar purpos-
es (unless the IRS gives advance approval of the foundation’s
grant-making procedures); (4) as a grant to an organization oth-
er than a “public charity” described in §509(a)(1) or §509(a)
(2), a public charity described in §509(a)(3) (but not includ-
ing a supporting organization described in §4942(g)(4)(A)(i) or
§4942(g)(4)(A)(ii)), or an “exempt operating foundation” de-
scribed in §4940(d)(2),”” unless the foundation exercises “ex-

penditure responsibility”;"* and (5) for any purpose other than

one specified in §170(c)(2)(B).

If a CRT makes an inappropriate disbursement (e.g., pays
personal expenses of the donor) the trust would be subject to a
20% penalty under §4945.”% The trustee could also be subject
to a 5% penalty, unless the trustee’s action was not willful and
was due to reasonable cause.””

not result in excess business holdings under §4943, was not a jeopardizing in-
vestment under §4944, and did not result in a taxable expenditure under §4945.
See also PLR 200423029 (co-investment by 10 CRUTS).

7784945(d)(4)(A), amended by the Pension Protection Act of 2006, Pub.
L. No. 109-280, §1244(b), §1244(c), effective for expenditures made after
August 17, 2006. The nonqualifying §509(a)(3) supporting organizations are:
(i) a non-functionally integrated Type III supporting organization as defined
in §4943(f)(5) (added by Pub. L. No. 109-280, §1243(a)); and (ii) any other
supporting organization if a disqualified person of the grant-making private
foundation directly or indirectly controls the supporting organization or one
of its supported organizations as defined in §509(f)(3) (added by Pub. L. No.
109-280, §1241(b)) or if the IRS issues regulations indicating that a distrib-
ution (grant) to the supporting organization is inappropriate. See §4942(g)(4)
(A)(i), §4942(g)(4)(A)(ii), added by Pub. L. No. 109-280, §1244(a). Under
§4943(£)(5), a “Type III” supporting organization is an organization satisfying
the §509(a)(3)(A) and §509(a)(3)(C) requirements and the §509(a)(3)(B)(iii)
requirement of operating in connection with one or more §509(a)(1) or §509(a)
(2) organizations. Section 4943(f)(5) provides that a Type III supporting or-
ganization is “functionally integrated” if it is not required to make payments
to supported organizations because the supporting organization’s activities are
“related to performing the functions of, or carrying out the purposes of, such
supported organizations.” In 2012 and 2015, the IRS issued final regulations
that provide guidance on functionally integrated and non-functionally integrat-
ed Type III supporting organizations. See T.D. 9605, 77 Fed. Reg. 76,382 (Dec.
28, 2012), effective December 28, 2012; T.D. 9746, 80 Fed. Reg. 79,684 (Dec.
23, 2015), effective December 21, 2015; Reg. §1.509(a)-4(i)(1), §1.509(a)-4(i)
(4), §1.509(a)-4(i)(5), §1.509(a)-4(1). In October 2023, the IRS issued final reg-
ulations that provides rules on qualification as “functionally integrated” for
both new and existing Type III supporting organizations that support govern-
mental supported organizations. See Reg. §1.509(a)-4(i)(4)(iv), T.D. 9981, 88
Fed. Reg. 71,287 (Oct. 16, 2023), effective for taxable years beginning on or
after October 16, 2023. For a detailed discussion of supporting organizations,
see 459 T.M., Supporting Organizations.

7% §4945(d)(4)(B).

7984945(a)(1).

7084945(a)(2).
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Example: T gives the residue of his estate in trust for the
benefit of D, his daughter, and Y, an organization de-
scribed in §501(c)(3) and §170(c). A guaranteed annuity
interest of $10,000 is to be paid to D for 20 years. In
addition, a guaranteed annuity interest of $5,000, which
satisfies the requirements for deduction set forth in Reg.
§20.2055-2(e)(2)(vi)(a), is to be paid to Y for 20 years.
Upon termination of the 20-year term, the corpus is to be
distributed to Z, another organization described in §501(c)
(3) and §170(c). The trust qualifies as a CRAT and a de-
duction is allowed under §2055(e)(2)(B) for the value of
the annuity to Y and under §2055(e)(2)(A) for the value
of the remainder to Z. The assets in the trust are not seg-
regated. (See VI.G.4.a., below.) Because §4945 general-
ly applies to this trust, if Y becomes a private foundation
the trust will be required to exercise “expenditure respon-
sibility” over the annuity it pays to Y. Under §4947(a)(2),
the trust is treated as a private foundation. If Y is, or be-
comes, a private foundation, the exception to the grant-ex-
penditure-responsibility requirements for grants from pri-
vate foundations to public charities will not apply.” On
the other hand the amounts paid to D are not subject to
§4947(a)(2) or §4945 because no deduction is allowed for
such amounts.””

As noted in VILA., below, Rev. Rul. 2008-41 provides
guidance, including guidance under §4945, on the pro rata divi-
sion of a charitable remainder trust into separate charitable re-
mainder trusts. The IRS concluded that the division of a CRT
under the facts in Situations 1 and 2 of the ruling, as described
in VILA., below, does not constitute a taxable expenditure. The
IRS explained that the transfer of the original trust’s assets to
the separate trusts will not be expenditures that require the orig-
inal trust to exercise expenditure responsibility pursuant to Reg.
§1.507-3(a)(9) if the original and separate trusts are controlled
by the same person(s), or to Reg. §1.507-3(a)(7) if the origi-
nal and separate trusts are not controlled by the same person(s).
Because the original trust made no prior distributions requiring
expenditure responsibility, the IRS noted, the separate trusts
will assume no preexisting expenditure responsibility. The IRS
indicated that a similar analysis applies to the subsequent con-
solidation of a separate trust in Situation 1 upon the death of an
individual annuity or unitrust beneficiary.

2. Selected Exceptions to Self-Dealing

Section 4941(d)(2) carves out some very specific excep-
tions to self-dealing, a number of which may apply to charitable
remainder trusts (CRTs). Although an in-kind payment of the
annuity or unitrust amount would be treated as a sale, such a
transaction is not subject to self-dealing.””

One exception the IRS has carved out relates to the divi-
sion of a CRT. As discussed in VIL.A., below, a CRT divided
for divorce or similar reason is not subject to self-dealing penal-
ties.”

"'Reg. §53.4945-5(a)(1).

"2 Reg. §53.4947-1(c)(2)(ii) Ex. (2).
384947(a)(2)(A); PLR 8846058.
"Rev. Rul. 2008-41.
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a. Interest-Free Loans to a Charitable Remainder Trust

The lending of money or other extension of credit by a dis-
qualified person to a private foundation is not an act of self-
dealing if the loan or other extension of credit is without in-
terest or other charge (determined without regard to foregone
interest described in §7872) and if the proceeds of the loan
are used exclusively for purposes specified in §501(c)(3).”” It
would be unusual for a CRT to need funds for “purposes speci-
fied in §501(c)(3).” However, the regulations’”® and several rul-
ings’"” only require that the loan be without interest.

If the donor decides to loan funds to a CRT, the imputed
interest rules of §7872 may apply. Although the IRS has ad-
dressed imputed interest privately,”® it is not clear whether a
charitable contribution would be allowed for any portion of the
imputed interest.

b. Provision of Goods, Services, or Facilities

A disqualified person may provide goods, services, or fa-
cilities to a CRT without charge.”” Also, a CRT may pay rea-
sonable compensation for personal services (but not goods or
facilities) to a disqualified person.”” Personal services can in-
clude trustee fees and investment management fees.”” If the
donor or another disqualified person is to be paid investment
advisory or trustee fees, documentation should be retained to
support how the fees were determined to be reasonable and
necessary.

c. Corporate Restructuring Exception

One additional exception, the corporate restructuring ex-
ception, may apply to CRTs that own closely held stock. Under
§4941(d)(2)(F), any transaction between a CRT and a corpora-
tion that is a disqualified person will not be self-dealing if done
pursuant to a liquidation, merger, redemption, recapitalization,
or other corporate adjustment, organization, or reorganization,
so long as all of the securities of the same class as held (prior to
the transaction) by the trust are subject to the same terms and
such terms provide for receipt by the foundation of no less than
fair market value.” For this purpose, all securities are not sub-
ject to the same terms unless, pursuant to the transaction, the
corporation makes a bona fide offer on a uniform basis to the
foundation and every other person who holds these securities.””
The IRS has applied §4941(d)(2)(F) even where it is clearly an-
ticipated that only the trust will accept a corporation’s redemp-
tion offer made to all shareholders on a uniform basis.”* Such
redemptions must be for cash, not a note, because a note would

7§4941(d)(2)(B).

"%Reg. §53.4941(d)-2(c)(2).

"TPLR 200116047 (travel costs), PLR 9210025 (investments).

In PLR 200503004, the IRS addressed the income tax consequences of
interest-free loans by a disqualified person to a private foundation. The IRS
ruled that: (1) such loans cause the lender to recognize gross income from
§7872 imputed interest; (2) the lender’s imputed interest income is §163(d)(4)
(B)(i) investment income; and (3) any interest paid by the lender on a line of
credit used to fund the loans is §163(d)(3)(A) investment interest.

84941(d)(2)(C).

8494 1(d)(2)(E).

"8 Reg. §53.4941(d)-3(c).

" Reg. §53.4941(d)-3(d)(1).

" Reg. §53.4941(d)-3(d)(1).

"PLR 200720021, PLR 9338046.
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be an extension of credit and, thus, not covered by the excep-
tion.”®

Example: X owns 60 shares of the stock in a closely held
company. Her children own the remaining 40 shares. As
part of a succession plan, X transfers 40 of her shares to a
CRT. Pursuant to the restructuring exception, the company
offers to redeem any shares that the shareholders should
desire to have redeemed. Only the trust accepts the offer.
After the redemption, X owns 20 shares and her children
own 40. X has reduced her ownership from a majority to a
minority interest, the CRT can serve as a supplemental re-
tirement fund, and X is entitled to a charitable income tax
deduction.

Although the Code limits the restructuring exception to
corporations, the IRS has occasionally extended the exception
to partnerships.”® Given the lack of clear statutory authority, a
trust contemplating a partnership transaction may deem it pru-
dent to obtain its own ruling.

d. Estate Administration Exception

This exception to self-dealing only applies to transactions
during the period of estate administration (or the winding up of
a formerly revocable trust). This exception is discussed at V.B.,
above, as it would only apply to testamentary CRTs.

3. Additional Rules if a Charity Receives a Portion of
the Unitrust or Annuity Payment

The excess business holdings provisions of §4943 and the
“jeopardy investment” provisions of §4944 do not apply to a
split-interest trust if either: (1) all of the income interests of the
trust are (and none of the remainder interests of the trust is) de-
voted solely to charitable purposes, and all amounts in trust for
which a charitable deduction was allowed have an aggregate
value of not more than 60% of the aggregate fair market value
of all amounts in trust;’” or (2) a charitable deduction was al-
lowed for amounts payable under the terms of the trust to every
remainder beneficiary but not to any income beneficiary,”™ as
is the case with the majority of charitable remainder trusts. Ex-
ception (1) is only relevant to charitable lead trusts. If a charity
is receiving a portion of the annuity or unitrust payment, then
exception (2) will not apply because a charitable gift or estate
tax deduction will have been allowed for the value of the char-
itable interest. As this is a relatively rare situation, only a brief
summary of §4943 and §4944 are presented here.™

Section 4943 imposes an excise tax on the value of the
“excess business holdings” of any private foundation. A private
foundation created after May 26, 1969, has excess business
holdings to the extent that it, together with all disqualified
persons, own in the aggregate more than 20% of the voting
stock of an incorporated business enterprise (or corresponding

"®Reg. §53.4941(d)-3(d)(2) Ex. (2).

T PLR 200734023, PLR 9237032; FSA 200015007.

¥784947(b)(3)(A).

78884947(b)(3)(B).

™ For detailed discussions of the applicable private foundation rules, see
473 T.M., Private Foundations — Excess Business Holdings (Section 4943),
and 468 T.M., Private Foundations — Investment Income Tax and Jeopardy
Investments (Sections 4940 and 4944).
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interests in unincorporated business enterprises).””’ In general,
where a private foundation acquires excess business holdings
by gift or bequest, the foundation has five years from the date
it acquires such holdings to dispose of them.”' Section 4943 is
generally not applicable to qualified CRTs. However, a CRT
that is subject to the excess business holding rules may not take
advantage of the exemption under §4943(g) for certain private
foundations, because §4945(g)(5) specifically excludes charita-
ble trusts and split-interest trusts.””

Section 4944 imposes an excise tax on a private founda-
tion (and under some circumstances foundation managers) for
investing any amount in such a manner as to jeopardize the car-
rying out of the foundation’s exempt purposes.””” The imposi-
tion of an excise tax on “jeopardy” investments is intended to
assure that the foundation managers adopt a “prudent person”
approach toward the investment of foundation assets.

4. Exception to Private Foundation Rules for
Segregated Amounts and Pre-1969 Trusts

a. Segregated Amounts

Section 4947(a)(2)(B) provides that the private foundation
provisions do not apply to “any amounts in trust other than
amounts for which a deduction was allowed under section 170,
545(b)(2), 642(c), 2055, 2106(a)(2), or 2522, if such other
amounts are segregated from amounts for which no deduction
was allowable.””* For purposes of this provision, §4947(a)(3)
provides that a trust under which amounts are segregated must
separately account for the various income, deduction, and other
items properly attributable to each of the segregated amounts.”
Thus, the segregated portion that is earmarked exclusively for
noncharitable income and remainder interests is not subject to
the private foundation provisions. The balance of trust assets
will be treated either as a §4947(a)(1) charitable trust or as a
§4947(a)(2) trust depending on whether it is devoted exclusive-
ly to charitable purposes or partially to noncharitable purposes
and partially to charitable purposes.

This provision is unlikely to apply to any existing charita-
ble remainder trust drafted after §664 was enacted.

b. Pre-May 27, 1969, Transfers

The private foundation rules do not apply to any amounts
transferred in trust before May 27, 1969.”° For this purpose, an

7%084943(c).

"'For an analysis of whether a pre-1969 CRT was a §4946 disqualified
person as to a private foundation for purposes of determining whether the
foundation had §4943 excess business holdings, see TAM 200827039, TAM
200827038, TAM 200827037.

284943(g), added by the Bipartisan Budget Act of 2018, Pub. L. No.
115-123, §41110, effective for tax years beginning after December 31, 2017.
For a detailed discussion of §4943(g), see 473 T.M., Private Foundations
— Excess Business Holdings (Section 4943) and 468 T.M., Private Founda-
tions — Investment Income Tax and Jeopardy Investments (Sections 4940 and
4944).

" The regulations provide that no category of investment is per se a jeop-
ardizing investment, but list the following examples of investments as warrant-
ing close scrutiny: “Trading in securities on margin, trading in commodity fu-
tures, investments in working interests in oil and gas wells, the purchase of
‘puts,” “calls,” and ‘straddles,’ the purchase of warrants, and selling short.” Reg.
§53.4944-1(a)(2).

™ See also Reg. §53.4947-1(c)(3).

™ See also Reg. §53.4947-1(c)(4).
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amount is considered transferred in trust only if the transfer sat-
isfied the requirements for the allowance of a deduction under
§170, §545(b)(2), former §556(b)(2), §642(c), §2055, §2106(a)
(2), or §2522 (or the corresponding provisions of prior law).”’
Moreover, income and capital gains derived from amounts
transferred in trust before May 27, 1969, also are excluded from
the application of the private foundation provisions.” The pur-
pose of this rule is to correlate the applicability of §4947(a)(2)
with the general effective date of the charitable remainder trust
provisions of §664.

Where amounts are transferred to the same trust both be-
fore and after May 27, 1969, the amounts transferred before
May 27, 1969, are excluded from application of the private
foundation rules only if such amounts are accounted for sepa-
rately. The separate accounting required for this purpose is the
same as that discussed above under the §4947(a)(2)(B) “segre-
gation” exception.”

For testamentary trusts, amounts are deemed transferred
before May 27, 1969, if the transfers are made under the will
of a decedent who died before May 27, 1969." In addition,
such amounts are deemed transferred in trust before May 27,
1969, if: (1) the trust was created by the will of a decedent who
died after May 26, 1969; (2) the will was executed before May
27, 1969; (3) no dispositive provision of the will was amended
(within the meaning of Reg. §20.2055-2(e)(4) and (5)) by the
decedent after May 26, 1969; and (4) the decedent was, at all
times after May 26, 1969, under a mental disability (as defined
in Reg. §1.642(c)-2(b)(3)(ii)) and not competent to amend the
will, by codicil or otherwise.™

H. Additional Contributions to a Charitable Remainder
Unitrust

Rather than creating an additional unitrust, a donor may
contribute additional assets to an existing unitrust if the docu-
ment permits additional contributions to the unitrust. (No ad-
ditional contributions may be made to an annuity trust.)*”” This
raises three potential issues.

1. Calculation of Charitable Income and Gift Tax
Deduction

The donor is entitled to a charitable income and gift tax de-
duction for the value of the property transferred to the trust, re-
duced by the value of the noncharitable unitrust interest. When
the term of the trust is for one or two measuring lives, the cal-
culation follows the methodology shown in IV.H., above. The
deduction allowed may be a greater or lesser percent of the val-
ue of the property transferred when compared to the percentage
allowed for the original contribution. Although one might ex-
pect that the increased ages of the noncharitable beneficiaries

70 §4947(a)(2)(C).

" Reg. §53.4947-1(c)(5)().

" Reg. §53.4947-1(c)(5)(i).

™ Not surprisingly, Reg. §1.508-3(e)(2) provides that the governing instru-
ment of a trust that has amounts received both before and after May 27, 1969,
may except from the application of the private foundation provisions only those
segregated amounts excluded from the application of §4947(a)(2) by §4947(a)
2)(©).

%9Reg. §53.4947-1(c)(5)(iii).

%1 Reg. §53.4947-1(c)(5)(iii).

¥2Reg. §1.664-2(b).
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VI.H.3.

would result in an increased deduction, changes in interest rates
since the original funding also affect the calculation.

If the trust is for a term of years, a special calculation may
be required to determine the correct charitable deduction un-
less the donor transfers property on (or close to) the anniversary
date of the trust.*” If the software used for the deduction calcu-
lation does not accommodate a fractional year, see IRS Publi-
cations 1457 and 1458.

2. Calculation of the Noncharitable Payment for the
Year of the Contribution

As one would expect, a mid-year addition to a unitrust
does not entitle the donor to a full year’s worth of unitrust pay-
ments based on the additional contribution. Both the regula-
tions and the IRS sample documents*” describe the method that
is to be used to calculate the unitrust payment in the year of the
contribution.

A governing instrument permitting additional contribu-
tions must provide that where no valuation date occurs after the
date of the contribution and during the taxable year in which
the contribution is made, the additional property is valued as of
the time of the contribution. Further, the governing instrument
must provide that the unitrust amount is computed by multiply-
ing the fixed percentage by the sum of: (i) the net fair market
value of the trust assets (excluding the value of the additional
property and any income earned therefrom and any apprecia-
tion on such property after its contribution); and (ii) that pro-
portion of the value of the additional property (that was exclud-
ed under (i)) which the number of days from the date of the
contribution to the earlier of the last day of the taxable year or
the last day of the payout period bears to the number of days
from the first day of the taxable year to the earlier of the last
day of the taxable year or the last day of the payout period.*”

Example 1: On March 2, 20X1, B makes an additional
$5,000 contribution to a CRUT. The regular valuation date
is January 1 of each year. The fixed percentage is 5%. Be-
tween March 2, 20X1, and December 31, 20X1, the ad-
ditional property earns $250 in income. Because the reg-
ular valuation date for the year of contribution occurs be-
fore the date of the additional contribution, the addition-
al contribution, without the income earned on it, is valued
on the date of contribution (Mar. 2, 20X1). Thus, the re-
quired payout applicable to the additional contribution for
the year of contribution is $209 (5% x $5,000) x (305 +
365).5¢

¥ Reg. §1.664-4(e), T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023) (effec-
tive June 1, 2023).

¥4 See Worksheet 2 for the list of Revenue Procedures with the sample
documents.

$5Reg. §1.664-3(b)(1), §1.664-3(b)(2).

%°Reg. §1.664-3(b)(2) Ex. (1).
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Example 2: On July 1, 20X1, B makes an additional con-
tribution of $10,000 to a CRUT. The taxable year of the
trust is a calendar year, and the regular valuation date is
December 31 of each year. The fixed percentage is 5%.
Between July 1, 20X1 and December 31, 20X1, the addi-
tional property appreciates in value to $12,500 and earns
$500 of income. Because the regular valuation date for the
year of contribution occurs after the date of the additional
contribution, the additional contribution, including income
earned by it, is valued on the regular valuation date. Thus,
the required payout applicable to the additional contribu-
tion is $327 (5% x ($12,500 + $500)) x (184 + 366).*”

3. Ifthe Additional Contribution Fails the Minimum
10% Remainder Requirement

Although in a perfect world this would not happen, an
additional contribution to a unitrust may fail the requirement
that the charitable interest be at least 10% of the amount con-
tributed. If the number is close, the election to use one of the
two previous months’ §7520 rate could increase the remain-
der value to 10%. Note, however, that this is unlikely to oc-
cur with a unitrust because interest rates have very little effect
on the valuation of the remainder. This election is discussed at
IV.H.5., above.

If an additional contribution to a unitrust fails the 10% re-
quirement, then the additional contribution will be treated as a
separate trust."” The effect of this splitting of the trust is that,
while the new contribution would not qualify under §664 or
§170, the existing trust would not lose its qualification. This
situation could occur when an additional contribution is made
to a unitrust that was established before the effective date of
the 10% requirement.”” A similar situation could occur when
an additional contribution is made to a post-July 28, 1997, uni-
trust that satisfied the 10% requirement when established but
no longer does because a change in the §7520 rate has caused
the remainder interest to fall below 10% as a result of the addi-
tional contribution.

%7 Reg. §1.664-3(b)(2) Ex. (2), adjusted for a leap year calculation.

8% $664(d)(4).

*H.R. Conf. Rep. No. 105-220, at 608 (1997). In PLR 200245058, the
IRS ruled that a CRUT was not disqualified under §664 by provisions: (i) per-
mitting the downward adjustment of the unitrust amount for additional contri-
butions to ensure that the value of the remainder interest for the addition was
at least 10% of the value of the addition, as long as the total unitrust amount
for the addition did not fall below 5%; and (ii) requiring that the trustee reject
an additional contribution that would fail the 10% test after a downward ad-
justment of the unitrust amount. The IRS stated that these provisions complied
with §664(d)(2)(D) and §664(d)(4) because they treated the addition as a sepa-
rate trust. The ruling did not indicate when the unitrust was established. These
provisions are not included in the sample IRS documents.
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VII. Dividing a Charitable Remainder Trust

A. Dividing a Charitable Remainder Trust Due to Divorce
or Similar Reason

When a divorcing couple are beneficiaries of a charitable
remainder trust (CRT), they will often want to divide the CRT
as part of the divorce process. Perhaps they want different in-
vestment strategies or trustees, or perhaps they simply want to
avoid dealing with each other. The former spouses, if they have
taxable estates, will want to avoid a situation where the CRT is
included in a decedent’s taxable estate but no marital deduction
is allowed for a successor income interest. Whatever the rea-
son, the IRS has been accommodating by allowing the division
of such trusts with a minimum of income, excise, and gift tax
consequences. The division does not have to be related to a di-
vorce, although that is often the trigger for the division.

In Rev. Rul. 2008-41, the IRS ruled that the division of
a CRT under the facts in Situations 1 and 2 of the ruling, as
described below: (1) does not cause the original trust or any
of the separate trusts to fail to qualify as CRTs under §664(d);
(2) is not a sale, exchange, or other disposition producing gain
or loss, the basis under §1015 of each separate trust’s share
of each asset is the same share of the basis of that asset in
the hands of the original trust immediately before the division,
and each separate trust’s §1223 holding period for an asset
transferred from the original trust includes the original trust’s
holding period for that asset immediately before the division;
(3) does not cause a §507(a)(1) termination of the §4947(a)
(2) status of the original trust or result in the imposition of a
§507(c) tax; (4) does not constitute an act of self-dealing under
§4941; and (5) does not constitute a taxable expenditure under
§4945*°

In Situation 1 of Rev. Rul. 2008-41, a CRT has two or
more individual beneficiaries who each receive an equal por-
tion of the unitrust or annuity amount annually for life. Upon
an individual’s death, each surviving individual will receive
an equal share of the deceased individual’s annuity or unitrust
amount for life. Upon the last surviving individual’s death, the
remaining assets will be distributed to charity. The original
trust has no liability for chapter 42 excise taxes and has made
no distributions to charity. A state court approved a pro rata di-
vision of the original trust into separate and equal CRTs (of the
same type as the original trust) for each individual beneficiary
with the same charitable remainder beneficiaries as the origi-
nal trust. Each asset of the original trust will be divided equally
among the separate trusts.*'' Each separate trust will be deemed
to have an equal share of the original trust’s income in each
§664(b) class and category. The individual beneficiaries will
pay all costs of the division. When an individual dies, the assets

#19For a more complete discussion of the application of the private founda-
tion rules to CRTs, see VI.G., above.

#1'Rev. Rul. 2008-1 involves the division of a CRT where the assets are di-
vided equally on an asset by asset basis. In the more common case, CRT assets
may be divided on a pro rata basis with each new trust receiving assets with an
equal aggregate basis. Such a division should also be allowed with a minimum
of income, excise, and gift tax consequences. See Rev. Rul. 81-292; Carlyn S.
McCaffrey, Linda J. Ravdin, Scott L. Rubin, Structuring the Tax Consequences
of Marriage and Divorce After the 2017 Tax Act, 53 U. Miami Heckerling Inst.
on Est. Plan., Session I-B (2019).
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of his or her separate trust will be divided pro rata among the
surviving individual beneficiaries’ trusts and, therefore, will in-
crease the survivors’ annuity or unitrust amounts. The separate
trusts may have different trustees and will be administered in-
dependently (and, thus, annual unitrust payments from separate
unitrusts could vary). Upon the last surviving individual bene-
ficiary’s death, his or her separate trust will terminate and the
remaining assets will be distributed to charity. All beneficiaries
will be entitled to the same amount before and after the divi-
sion. Except as indicated, each separate trust will have the same
governing provisions as the original trust.

The facts in Situation 2 of Rev. Rul. 2008-41 are the same
as in Situation 1 except that the only individual beneficiaries of
the original trust are a husband and wife (both U.S. citizens) in
the process of getting a divorce, the separate trusts will termi-
nate upon the death of the individual beneficiary of each trust,
and the remaining assets of each trust will be distributed to
charity at that time. Because the charities will receive half the
original trust’s assets at each spouse’s death (rather than all at
the surviving spouse’s death), the value of the remainder inter-
est after the division may be greater than it was before the divi-
sion. However, no additional charitable deduction is permitted.
Although each spouse will be entitled to receive the same share
of the annuity or unitrust amount after the division as before,
each spouse will relinquish all survivorship interests he or she
had in the original trust.

In concluding that the division does not cause any of the
CRTs to fail to qualify under §664(d), Rev. Rul. 2008-41 notes
that the original trust’s assets will be divided on a pro rata ba-
sis among the separate trusts, which will have the same gov-
erning provisions (except as noted) and, collectively, the same
beneficiaries as the original trusts. In Situation 1, the IRS ob-
served, the annuity or unitrust amount to be paid annually will
remain the same and each beneficiary will have essentially the
same beneficial interest after as before the division. The IRS
stated that a transfer of assets from a deceased individual bene-
ficiary’s separate trust to the other trusts will not be treated as a
transferred remainder interest that would violate §664(d)(1)(C)
or §664(d)(2)(C) or a prohibited additional contribution to an
annuity trust. In Situation 2, the IRS explained, the total annu-
ity or unitrust amount payable will be the same after as before
the division, except for the survivorship interest of the surviv-
ing spouse.

Rev. Rul. 2008-41 did not discuss another manner in
which the trusts might have been divided. Rather than divide
the trust between the spouses into two trusts of equal value, the
trust might be divided into two one-life trusts, each with a val-
ue equal to the spouse’s actuarial value in the trust before the
division. In that case, the trust for the younger spouse will be
larger than the trust for the older spouse. The calculation can be
done with IRS published tables. The first step is calculation of
the right to receive one half of the total payment until the first
to die of the two beneficiaries. The second step is a calculation
of the right of beneficiary X to the entire payment for such pe-
riod as beneficiary X survives beneficiary Y. The third step is
a calculation of the right of beneficiary Y to the entire payment
for such period as beneficiary Y survives beneficiary X. One
reason to consider a division in this manner is in a case when
the division is not incident to a divorce under §1041 — for ex-
ample where the division was not done before the six-year an-
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niversary of the divorce.”” If the division is not done on actuar-
ial basis the parties may have gain on the division.

Before Rev. Rul. 2008-41, taxpayers obtained a number of
private letter rulings approving their division of their CRTs. It
is no longer necessary (or even possible) to obtain a ruling if
the desired facts and outcome match either Situation 1 or 2 in
the revenue ruling. However, if the facts or desired outcome are
different, obtaining one’s own ruling may be advisable. Some
rulings may be of interest:

* Change of income rights between the parties: In PLR
201029002 (community property),”” the IRS approved a
divorce-related division of a charitable remainder unitrust
(CRUT) into separate unitrusts for each spouse. Funding
would be based on the percentage of assets attributable to
each spouse’s contribution to the original unitrust and with
same terms as original, except that the husband’s interest
would be significantly reduced because he received the en-
tire unitrust amount for life under the original trust, and the
wife’s interest would be significantly increased because
she received the unitrust amount under the original trust
only if she survived her husband and he did not revoke her
interest. The IRS also ruled that: (1) were it not for ap-
plication of the §1041 exception for transfers incident to
divorce, the spouses would have recognized gain or loss
under §1001 because they had materially different rights
and entitlements after the division; (2) the new unitrusts
determined their bases in assets under §1015 by reference
to the original unitrust’s bases; (3) pursuant to §1223, the
new unitrusts’ holding periods for assets included periods
for which the original unitrust held assets; (4) each spouse
would be treated as transferor of his or her respective uni-
trust assets for §2036 purposes; (5) each spouse’s unitrust
would be included in his or her respective estate under
§2036 if that spouse retained income and charitable ben-
eficiary designation rights at death; (6) each estate would
be entitled to a §2055 charitable deduction for the value
of the remainder interest passing to charity; and (7) based
on principles of Harris v. Commissioner,”* and the divorce
court’s order effectuating division of the original unitrust,
the division did not cause either spouse to make taxable
gift.

* Make-up account in NIMCRUT: In PLR 200045038,
the IRS approved a divorce-related division of a net in-
come with make-up charitable remainder unitrust (NIM-
CRUT), which a court had authorized to convert into a
standard unitrust, into two standard unitrusts funded with
unequal amounts of assets from the original trust. In PLR
200035014, the IRS approved a divorce-related division of
NIMCRUT into two separate NIMCRUTSs funded with pro
rata amounts of the original trust’s assets and an accumu-
lated deficiency make-up account.

* Payment of legal fees by the CRT: In PLR 200616008,
the IRS ruled that the payment from trust assets of reason-
able legal fees and other expenditures incurred by a CRT

#’Reg. §1.1041-1T.

83See PLR 200502037 (similar). See also PLR 201648009, PLR
201648008, and PLR 201648007 for more recent rulings.

814340 U.S. 106 (1950).
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to effectuate the division of the trust into two separates
trusts after the divorce of the taxpayers would not consti-
tute an act of self-dealing under §4941 or a taxable ex-
penditure under §4945. PLR 201029002 includes a similar
ruling under §4945.

B. Dividing a Charitable Remainder Trust in Order to
Donate a Portion to Charity

There are times when a charitably motivated income bene-
ficiary of a charitable remainder trust (CRT) may be willing to
relinquish a portion of his or her CRT in order for the charity to
benefit immediately rather than waiting to the end of the CRT
term. The motivation may be lifetime recognition by the chari-
ty, a willingness to share unexpected investment success within
the trust, a financial crisis at the chosen charity, or other char-
itable motive. If the income beneficiary desires a charitable in-
come tax deduction for relinquishing a portion of his or her in-
come interest, this “divide and donate” process is necessary. If
the beneficiary is indifferent to the income tax deduction, then
a distribution of a portion of the trust corpus to the charity is
much more straightforward. See VI.C.4., above, for that tech-
nique.

In PLR 200808018, the IRS ruled that the division of a
net income with make-up charitable remainder unitrust (NIM-
CRUT) into two trusts, followed by the contribution of the in-
come interest in one of the resulting trusts to the charitable re-
mainder beneficiary (which caused a merger of interests and
termination of that trust), did not disqualify the remaining trust
under §664, did entitle the grantor/income beneficiary to in-
come and gift tax charitable deductions, and did not cause the
grantor/income beneficiary to recognize any income on prior
capital gains realized by the unitrust, provided that the original
unitrust assets were divided between the two new unitrusts in
a manner fairly representative of the aggregate adjusted bases
of the unitrust assets and on a pro rata basis as to each major
class of investments held by the original unitrust on the divi-
sion date (with the assets within each class divided in a manner
fairly representative of the overall appreciation/depreciation of
the assets in the class). PLR 200524014 and PLR 200140027
reached similar results.

Practice Point: If following the format of these rulings, re-
view state law regarding merger of interests. As discussed in
the rulings, a merger of interests is needed to avoid a split in-
terest problem under Reg. §1.170A-6(a)(2).

The IRS ruled in PLR 200205008 that the recipient’s gift
of an undivided portion of her unitrust interest in a CRUT to
one of the charitable remainder beneficiaries qualified for the
income and gift tax deductions. However, because the trust in
PLR 200205008 was a NIMCRUT, the deduction was limit-
ed, for both income and gift tax purposes, to the lesser of: (1)
the present value of the recipient’s right to receive the unitrust
amount; and (2) the present value of the recipient’s right to re-
ceive income for life. See PLR 9550026 for an earlier ruling in
which the deduction for a donation of a NIMCRUT interest was
not so limited. The 2015 amendment to §664(e) allows donors
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to ignore the net income limitation in valuing donated interests
in NIMCRUTs, giving donors the results in the 1995 ruling.*”

A qualified appraisal may be required if the donor desires
an income tax deduction even if the trust corpus consists of on-
ly cash and publicly traded securities, the item being donated is
an interest in a trust and not the underlying assets of the trust.
Therefore, the exception for donations of publicly traded secu-
rities’'® is arguably not met, and an appraisal is required under
the letter of the law.*"”

Comment: There are good arguments that an appraisal
should not be required if the trust only holds assets that would
not require an appraisal on donation. However, based on the

815 Protecting Americans from Tax Hikes Act of 2015, Pub. L. No.
114-113, effective for trust terminations after December 18, 2015.

°Reg. §1.170A-16(d)(2)(i) (cross referencing Reg. §1.170A-13(c)(7)
(xi)).

#"Reg. §1.170A-17(a), applicable for charitable contributions made on or
after January 1, 2019. See also Reg. §1.170A-13(c)(3) for charitable contribu-
tions made prior to January 1, 2019.
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author’s informal conversations with the IRS, the IRS does not
share that point of view.

Practice Point: All of the rulings mentioned in this section
involved transfers of interests to public charities described in
§170(b)(1)(A). If the income interest is to be donated to a pri-
vate foundation described in §170(c) but not §170(b)(1)(A), the
income tax deduction may be limited under §170(e)(1)(B)(i).
Although the income interest is a capital asset, the basis of a
term interest is zero under §1001(e)(1). Therefore, even though
the charitable gift tax deduction is allowed for a donation of an
income interest to a private foundation, no income tax deduc-
tion is allowed (unless the foundation qualifies as an operating
foundation®® or makes a conduit election).®”’

§170(0)(DE) ).
§170(b)(1)(F)(ib).
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VIIl. Terminating a Charitable Remainder Trust

A. Winding up at the End of the Trust Term

If the last noncharitable interest in a charitable remainder
trust (CRT) has terminated, and the charitable beneficiaries
have become entitled to distributions of corpus, the trust con-
tinues to be treated as a CRT until it is considered terminated
under Reg. §1.641(b)-3(b).**" From the time it is considered ter-
minated, the trust is treated as a §4947(a)(1) charitable trust
until final distribution of all net assets to or for the benefit of
the charitable beneficiaries.”' Treatment of the trust as one de-
scribed in §4947(a)(1) should be avoided, if possible, because
all the private foundation provisions apply to such a trust (un-
less it applies for, and receives, recognition of exemption as a
public charity such as a “supporting organization” pursuant to
§509(a)(3)).”

Once the noncharitable interest has terminated, the trustee
will normally either liquidate the trust assets and transfer cash
to the remainder beneficiary, or transfer assets in kind. Most of
the time, this process takes only a few weeks, especially if the
remainder charity has been serving as the trustee. The trust will
be considered terminated even if the trustee reserved sufficient
funds to cover final expenses (e.g., tax returns).””> However, not
all trusts are wound up so smoothly. Among the reasons that
distribution may be delayed are the following:

* The trust owns illiquid assets that the remainder interest
holder does not want to receive. For example, some in-
vestment funds only allow quarterly redemption, after the
quarterly appraisals are complete. Or, the trust may be in-
vested in a family investment partnership, so the family
must develop an exit strategy that works within the self-
dealing restrictions of §4941.

* There is a dispute or lack of clarity regarding the correct
charity to receive the remainder interest. This can occur if
the donor uses the name of a chapter of a charity, and that
chapter no longer exists or uses a name that could include
several legal entities. For example, does “Girl Scouts”
mean the local troop or the national organization?

* Relatives of the donor are suing because they believe the
trust should not have been established at all.

* The trust is included in a taxable estate, and the trustee
is being cautious about potential exposure to transfer taxes
and, therefore, wants to wait for the IRS closing letter be-
fore making final distributions.

« If the issue delaying the final distribution causes the trust
to continue beyond the end of the year in which the non-
charitable interest terminates, the trustee should be ready
to explain the issue to the IRS in an attachment to the re-
turn for the subsequent year.

80Reg. §53.4947-1(b)(2)(iii).

#1Reg. §1.664-2(a)(6)(ii), §1.664-3(a)(6)(ii).
$228508(a).

#3Reg. §1.641(b)-3(a).
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1. Income Tax Reporting for the Final Year of the Trust

Certain additional information is required on the final
Form 5227, Split-Interest Trust Information Return. As men-
tioned above, if the final distribution of the asset has been de-
layed, an explanation should be attached. Final Form K-1’s
should be issued to the income beneficiary, and possibly to
the beneficiary’s estate (if distributions were made to his or
her estate).* The form asks for the initial value of the assets
contributed to the trust. That question was added to the form
relatively recently, so there may be situations where the final
trustee does not have that information (e.g., change of trustees
or a bank merger, resulting in lost files). The trustee can make
its best estimate (and disclose it as such) or attach a statement
explaining why it is unavailable.

Practice Point: The author has been asked a number of
times, “What should be done with any undistributed make-up
amount in a net income with make-up charitable remainder uni-
trust (NIMCRUT)?” The answer is: “nothing.” To the extent
that it was not required to be distributed to the noncharitable
beneficiary in the final year of the trust, it simply expires.

2. Additional Issues if a Private Foundation Is the
Remainder Interest Holder

In addition to the usual reasons for winding up a CRT
promptly, there are other reasons when the remainder interest
holder is a private foundation. If the assets of the trust should be
included in the various private foundation calculations but they
are omitted, the foundation could be subject to penalties. In-
come subject to the 1.39% excise tax imposed by §4940 could
be omitted; omitting the trust assets in the minimum distrib-
ution calculation could result in an under-distribution penalty
under §4942; or the foundation could unknowingly exceed the
excess business holdings threshold under §4943.

Any income earned during the final year of the trust, and
any accumulated income in the categories and classes, is not
subject to the private foundation excise tax imposed by §4940
when the income is distributed from the trust to the founda-
tion. See Notice 2004-35 for the requirement that certain foun-
dation include “Filed pursuant to Notice 2004-35 on the front
page of their Form 990-PF, Return of Private Foundation or
Section 4947(a)(1) Trust Treated as a Private Foundation. Al-
though Notice 2004-35 indicates that the Treasury will update
Reg. §53.4940-1(d)(2) to conform with the position stated in
the Notice, this has not yet occurred. Foundations, therefore,
should continue to follow the guidance in the notice for the
foreseeable future.

3. Split-Interest Trusts that Become Charitable Trusts

The regulations under §4947 provide that if the last non-
charitable interest in a CRT has expired and some or all of
the charitable beneficiaries are not entitled to distributions of
corpus in trust or free of trust (i.e., the trust is to continue to
hold assets for the benefit of those charitable organizations),
the trust continues to be treated as a CRT for a “reasonable pe-
riod of settlement.”™” “Reasonable period of settlement” means

824See VI.F.3.c., above.
$3Reg. §53.4947-1(b)(2)(iv).
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that period reasonably required (or if shorter, actually required)
by the trustee to perform the ordinary duties of administration
necessary for the settlement of the trust.”® Thereafter, the trust
is treated as a charitable trust described in §4947(a)(1).*’ Being
subject to §4947(a)(1) brings the trust under the full comple-
ment of private foundation rules. In most situations, the trustees
will proceed to apply for recognition of exempt status for the
trust by filing Form 1023, Application for Recognition of Ex-
emption Under Section 501(c)(3) of the Internal Revenue Code.

This rule is difficult to reconcile with the regulations under
§664, which provide that if all of the trust corpus is to be re-
tained for the use of one or more §170(c) organizations upon
the termination of the last noncharitable income interest, the
taxable year of the trust terminates at that time and the trust
ceases to be treated as a CRT for all purposes.”” Moreover,
the continuing trust is stated to be subject to the provisions of
§4947(a)(1). Thus, unlike the §4947 regulations, the §664 reg-
ulations do not appear to permit a CRT that becomes a charita-
ble trust to enjoy a reasonable period of settlement before being
subject to the more stringent rules of §4947(a)(1).

Practice Point: As a practical matter, once the last nonchar-
itable interest has expired, the trustees should proceed as if the
trust is subject to the provisions of Chapter 42. That includes
filing Form 1023 timely. Although there is a significant grace
period,” filing before the deadline will reduce the risk of con-
fusion with the IRS if the trust were to start filing Form 990-PF
before the IRS records are updated.

4. Winding-Up Period Unduly Prolonged

There will be times when a trustee, likely a successor
trustee, faces a situation where it appears that the winding-
up period of a CRT has been unduly prolonged. When facing
this situation, the trustee first should determine what should
have happened, and when it should have happened. Certainly,
if there are assets to be distributed to a charitable remainder in-
terest holder, the distributions should be made as soon as rea-
sonably possible, subject to any fiduciary issues. The trustee
may decide to hold some assets in reserve in case there is some
penalty exposure, or a need to retain professionals to engage
with the IRS or state authorities. If the assets are to be distrib-
uted to a private foundation, the foundation may need to amend
its 990-PF to include certain trust income in the excise tax-
able income under §4940, or the trustee may determine that the
trust should file its own Form 990-PF as a §4947(a)(1) trust. If
the assets are to be distributed to a public charity, that charity
will need to decide whether an amended return is required. De-
pending on the reason for the delay, the trustee may be able to
convince the IRS to waive any penalties, based on reasonable
cause.*”

If the CRT is to become a wholly charitable trust, the
trustee may need to file a late Form 990-PF (or Form 990, if the

#0Reg. §53.4947-1(b)(2)(Av)(A).

¥7Reg. §53.4947-1(b)(2)(iv).

¥ See Reg. §1.664-2(a)(6)(ii), §1.664-3(a)(6)(ii).

89The due date of the Form 1023 is 27 months from the date of formation
(or deemed formation when a CRT converts to a wholly charitable trust). See
Reg. §1.664-2(a)(6)(ii); instructions for Form 1023.

830Gee 634 T.M., Civil Tax Penalties.
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trust will be timely able to qualify as a public charity), and ad-
dress any of the potential excise tax issues discussed above.

B. Termination by Donation of the Income Interest

At some point during the life of the beneficiary, he or she
may decide to donate the income interest to a charity, thus ter-
minating the charitable remainder trust (CRT). Perhaps the ben-
eficiary has sufficient other income, perhaps a naming oppor-
tunity is available at a charity, or perhaps the trust has become
too small to be effectively administered.

The first step is to be sure that the named charity has
a vested interest in the remainder interest in the CRT. Often
donors will name a charity as a remainder interest holder, but
retain the right to substitute another charity either during life-
time or by will. If that power exists, the donor should relinquish
that power.*"' It may also be necessary to remove any spend-
thrift provisions in the document if they would preclude an ef-
fective donation.

The donor will need to consult with counsel to determine
the steps necessary under state law to vest all the rights to the
CRT property in the chosen charity. A donation of the income
interest to the charity is an obvious step, but the charity may al-
so need to accept the trusteeship so that all property rights are
vested in the charity. If the donor’s spouse (or another party)
has any contingent beneficiary rights, it may be necessary for
that party to waive or relinquish those rights.*”” It is necessary
for the donee charity to have all rights in the property so that
the income tax deduction is not denied by the split interest rules
of Reg. §1.170A-7.

In Rev. Rul. 86-60, the IRS ruled that transfers by a
grantor/recipient and a successor recipient of their interests in a
charitable remainder annuity trust (CRAT) to the charitable re-
mainder beneficiary qualified for income tax and gift tax char-
itable deductions. The partial interest rule of §170(f)(3) did not
disqualify the deduction because the grantor’s interest in the
trust property was not divided in order to avoid the partial in-
terest rule. In PLR 9721014, the IRS ruled that a renunciation
of a joint unitrust interest in a CRT was a gift to the charita-
ble remainder beneficiary qualifying for the gift and income tax
charitable deductions.

Comment: Note that although the gift of the annuity inter-
est in a charitable remainder annuity trust will generate an in-
come tax charitable deduction, that is not the case for a gift of
an annuity interest in a charitable gift annuity. In that case, the
deduction will be limited to the donor’s unrecovered basis in
the contract.

In PLR 202047005, the IRS ruled that a taxpayer and his
spouse’s assignment of their annuity interests in a trust, where
a private foundation was the remainder beneficiary, would not
result in a charitable income tax deduction, but would be con-
sidered a gift for income tax purposes. The IRS stated that sim-
ilar to the situation in Rev. Rul. 86-60, §170(f)(3)(A) does not

1 See PLR 200631006 (unitrust recipient/grantor of net income unitrust
with make-up provision was entitled to income and gift tax charitable deduc-
tions for value of her unitrust interest and gift tax charitable deduction for value
of remainder interest that passed to charity after she renounced her unitrust in-
terest and her right to name remainder beneficiaries (after irrevocably naming
such beneficiaries)), PLR 201321012 (similar).

¥2See analysis in PLR 200808018 and PLR 9550026.
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apply to a donation of a taxpayer’s entire interest. The IRS al-
so ruled that the taxpayer and his spouse would be entitled to
a gift tax charitable contribution deduction for the present val-
ue of the annuity interest. Because they had retained the right
to change the remainder charity (so the initial funding was an
incomplete gift), once the foundation was irrevocably designat-
ed as the charitable remainderman of the trust, the taxpayer and
his spouse would also be entitled to a charitable gift tax de-
duction for the fair market value of the remainder interest. The
IRS stated that following the assignment of the annuity interest,
which would result in a merger of the income and remainder in-
terests under state law, the taxpayer and his spouse would seek
a termination of the trust. The IRS noted that the taxpayer and
his spouse would not recognize any gain or loss because the
transfer is an assignment rather than a disposition for money or
property. The IRS differentiated the situation in the PLR from
that in Rev. Rul. 72-243, where the annuity interest was sold
to the remainder beneficiary. Finally, the IRS found no act of
self-dealing and no applicable termination tax where the trans-
fer was an assignment.

In PLR 8805024, however, the assignment of a successor
unitrust amount did not qualify for an income or gift charitable
tax deduction because the holder’s interest was contingent on
surviving the first recipient and the nonexercise of his tes-
tamentary power of revocation. Query whether the holding
would have been different had the initial income recipient re-
linquished his revocation power.

A qualified appraisal may be required if the donor desires
an income tax deduction because even though the trust corpus
may consist of only cash and publicly traded securities, the
item being donated is an interest in a trust and not the under-
lying assets of the trust. Therefore, the exception for donations
of publicly traded securities™” may not be met, and arguably an
appraisal is required.*

In the valuation of the noncharitable interest in the trust for
purposes of the charitable deduction, any net income limitation
in the trust is disregarded.*”

C. Termination by Partition of the Charitable Remainder
Trust Between the Beneficiary and the Charity

Not every charitable remainder trust (CRT) beneficiary is
interested in a donation of his or her income interest. Instead,
he or she may want to convert the interest to cash, thereby
accelerating the remainder interest to the charity. The income
beneficiary may need cash, may be tired of the compliance bur-
den, or may be motivated by desire to accelerate the charitable
remainder. Charities are interested in this transaction as it ac-
celerates their access to the value of the remainder, and avoids
the risk that the donor will change his or her mind before the
remainder vests. Larger charities are familiar with the process
of this type of termination, and are generally eager to assist.

*¥Reg. §1.170A-16(d)(2)(i) (cross referencing Reg. §1.170A-13(c)(7)
(xi)).

#4Reg. §1.170A-17(a), generally applicable to charitable contributions
made on or after January 1, 2019. See also Reg. §1.170A-13(c)(3) for returns
or submissions pertaining to donations made before January 1, 2019.

#38664(e). For the IRS position before the changes to §664(e), see PLR
200808018, PLR 200524014 (net income limitation disregarded), PLR
200205008 (deduction limited to value based on current §7520 rate).
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The IRS takes the position that the termination of the in-
come interest by partition of the trust in accordance with actu-
arial values is treated as a sale of the income interest to the re-
mainder beneficiary,” although the case cited for support does
not specify whether the funds paid to the income beneficiary
were from partition of the trust or from the remainder interest
holder’s other funds. If the transaction is treated a sale of the in-
come interest to the remainder beneficiary, it would, where the
remainder beneficiary is a private foundation, be self-dealing
without regard to the reasonableness of the terms.*’ The IRS
issued a few favorable PLRs permitting partitions of CRTs be-
tween the income beneficiaries and their private foundations*”®
before changing its mind and revoking the third ruling.*”

Additionally, some commentators have speculated on the
opportunities for overvaluation of the income interest when ter-
minating a “lesser of unitrust amount or net income” unitrust
if little income is being produced, and the low interest rate cli-
mate would benefit the income beneficiary on termination.**’
Post-2006 letter rulings had required special valuation method-
ology for early terminations of net income with make-up char-
itable remainder unitrusts (NIMCRUTS) to avoid self-dealing,
unless the unitrust payout rate does not exceed the §7520 rate
for the month of termination.*'

Practice Point: Although §664(e) allows the net income
limitation to be disregarded in the early termination of a CRT,
it does not address potential self-dealing issues if the non-
charitable beneficiary is advantaged over the remainder charity
when allocating the assets between the beneficiaries. Barring a
change to §4941 comparable to the addition of the last sentence
of §664(e), income beneficiaries and their advisors should pro-
ceed with caution when terminating CRTs with net income lim-
itations. Fiduciary duties and any relevant provisions of state
law should also be considered. If the trust has a “flip” pro-
vision, consider activating that provision before the termina-
tion so that the trust being terminated is a CRUT rather than a
NIMCRUT at the time of termination. Rather surprisingly, the
amendment to §664 says nothing at all about self-dealing — no
amendment was made to §4941. Just because the income in-
terest is “valued” without taking into account the income-on-
ly feature, it doesn’t necessarily follow that a division which
results in the income beneficiary getting substantially more on
the division than would otherwise be paid out is not self-deal-
ing. Further, how can the charity and the trustee ever consent to
such a division without violating their respective fiduciary du-
ties? If the trust can only be divided by court order, shouldn’t
the state attorney general object? It is difficult to see how a di-
vision of a net-income CRUT which results in the income ben-
eficiary receiving far more than he or she could ever dream of

5 McAllister v. Commissioner, 157 F.2d 235 (2d Cir. 1946).

$3784941(d)(1)(a); Reg. §53.4941(d)-2(a)(1).

$¥PLR 200525014, PLR 200304025, PLR 200252092.

$PLR 200614032 (revoking PLR 200525014).

'In PLR 200816033, PLR 200816032, PLR 200809044, PLR
200733014, and PLR 200725044 (each providing for payment of a unitrust
amount equal to the lesser of trust income or a stated percentage of the fair mar-
ket value of trust assets, and most of which included a make-up provision), the
IRS approved the calculation of the actuarial values of the income and remain-
der interests using an assumed payout that was a fixed percentage equal to the
lesser of the trust’s stated percentage payout or the §7520 rate for the month of
termination.

$'PLR 200912036.
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receiving otherwise could not be self-dealing and the amend-
ment to §664 just doesn’t address this. This amendment to §664
is not good for charities and one hopes that trustees, charitable
remainder beneficiaries, and state attorney generals will all do
their duty when interest rates are low and resist divisions which
so grossly overpay the income beneficiary absent some pretty
unusual circumstances.

In PLR 200304025, the IRS concluded that the division
of a CRUT resulted in the sale of the grantors’ interests under
§1001(a), and that the grantors would have zero bases in those
interests under §1001(e) and the amount realized would be the
value of the property distributed to the grantors. Presuming a
long term holding period for the income interest, the transac-
tion would result in long-term capital gain.

The IRS will no longer rule on issues pertaining to the tax
consequences of the termination of a CRT before the end of the
trust term as defined in the trust’s governing instrument in a
transaction in which the trust beneficiaries receive their actuar-
ial shares of the value of the trust assets.*” Previous favorable
rulings on terminations may be useful as informal guidance *”

A CRT may be divided to settle litigation. In general, a pri-
vate letter ruling is highly recommended.**

Comment: Because the IRS fictionalizes the transaction as
sale of the income interest to the charitable remainder benefi-
ciary, what if instead the income beneficiary actually buys the
remainder interest from the charity? Obviously, that would not
be possible with a private foundation as a remainder interest
holder. The economic results would be similar: all parties
would end up with amounts representing their actuarial inter-
ests in the trust. The unrealized income in the CRT tiers would
have to be dealt with in some way but the proposed regulations
issued in response to a transaction identified as a transaction of
interest in Notice 2008-99 provides a method.*” The proposed
regulation dealt with the basis issue this way:

Accordingly, these proposed regulations provide a
special rule for determining the basis in certain CRT
term interests in transactions to which section
1001(e)(3) applies. In these cases, the proposed reg-
ulations provide that the basis of a term interest of a
taxable beneficiary is the portion of the adjusted uni-
form basis assignable to that interest reduced by the
portion of the sum of the following amounts assign-
able to that interest: (1) the amount of undistributed
net ordinary income described in section 664(b)(1);
and (2) the amount of undistributed net capital gain

* See Rev. Proc. 2026-3, §3.01(85).

*PLR 201325021-PLR 201325018 (early termination of CRUT by
deemed sale of income interest to remainder beneficiary did not result in self-
dealing between income beneficiaries and unitrust or between trustee and uni-
trust because: (1) income beneficiaries did not receive more than they would
have received during full trust term; (2) state law permitted early termination;
and (3) income beneficiaries did not have medical conditions expected to result
in shorter-than-average life expectancies), PLR 200912036, PLR 200816033,
PLR 200816032, PLR 200809044, PLR 200739004, PLR 200733014, PLR
200616035, PLR 200441024 (early termination of CRT by sale of income in-
terest to remainder beneficiaries for amount equal to present value of interest
was not act of self-dealing by trust’s donor/trustee or independent trustee).

#* See PLR 200802033, PLR 200802032.

¥SREG-154890-03, 79 Fed. Reg. 3142 (Jan. 17, 2014), finalized by T.D.
9729, 80 Fed. Reg. 48,249 (Aug. 12, 2015).
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described in section 664(b)(2). These proposed reg-

ulations do not affect the CRT’s basis in its assets,

but rather are for the purpose of determining a tax-

able beneficiary’s gain arising from a transaction de-

scribed in section 1001(e)(3).

If the trust is terminated by purchase of the charity’s re-
mainder interest, does the §507 termination tax apply? Section
507 (which §4947(a)(2) makes applicable to charitable remain-
der trusts) provides that on termination of private foundation
status, a termination tax can be imposed in certain situations.
The most typical way of avoiding the private foundation termi-
nation tax is by transferring all of the assets to a public charity
which has been in existence for at least 60 calendar months. In
this situation, all of the assets of the trust would be distributed
to a private individual so the termination tax should not apply
based on language in many private letter rulings in which the
trust proceeds were divided actuarially between the income and
remainder beneficiaries. In those cases, of course, not all of the
assets were distributed to the public charity either. So how do
the rulings manage to avoid the §507 termination tax? The lan-
guage in PLR 201325021 is typical:

Furthermore, because the effect of the transaction is

to vest the income interests with the income benefi-

ciaries and the remainder interests in the remainder

beneficiary, the trust no longer will be a split-interest

trust and §4947(a)(2) will no longer apply and §507

will not apply.

The same reasoning should apply here: the charity ends up
with the value of its interest and the income beneficiary ends up
with the value of its interest.

In addition, the logic of this ruling suggests that when the
trust collapses because the income beneficiary now owns all the
pieces, the trust should not be treated as carrying out income to
the income beneficiary under the tiers — the trust is no longer
a split interest trust at that point.

D. Termination by Simultaneous Sale of the Income
Interest and Remainder Interest

For many years, due to an unintended gap between §664
and §1001(e)(3), it was possible to take the position that the in-
come beneficiary could use the actuarial share of the trust’s ba-
sis in its assets as his or her basis in the trust interest, as long
as the income and remainder interests in the charitable remain-
der trust (CRT) were sold simultaneously to a third party. For
years after §664 was added to the Code this was only a theo-
retical concern, because interests in CRTs were not sold. That
changed in the early 2000’s: transactions were designed to take
advantage of the gap. Finally acknowledging that there was a
potential for untaxed gain, the IRS first treated these transac-
tions as reportable “transactions of interest.” The IRS acknowl-
edged the gap and requested comments on a permanent fix.**

Several years later, the IRS issued regulations providing
special rules for determining a taxable beneficiary’s basis in a
term interest in a CRT upon a §1001(e)(3) sale or other dispo-
sition of all interests in the trust, to the extent the basis consists

6 Notice 2008-99.
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of a share of adjusted uniform basis.*’ The regulations provide
that the basis is the portion of the adjusted uniform basis as-
signable to that interest, reduced by the portion of the sum of:
(1) the trust’s undistributed net ordinary income under §664(b)
(1); and (2) the trust’s undistributed net capital gains under
§664(b)(2). Therefore, the income beneficiary/seller will incur
a long-term capital gain, only benefitting from his or her actu-
arial share of the original contributed basis.

Because the regulations (which are applicable to simulta-
neous sales after January 16, 2014) preclude the possibility of
untaxed gain, these transactions have been removed from the
“transactions of interest” list.**

Depending on the basis of the original contributed assets,
a simultaneous sale of the income and remainder interests to
a third party may produce a better tax result than a partition
or sale of the income interest alone. This tax result has to be
weighed against the additional administrative and legal com-
plexity of the simultaneous sale. Depending on the document
and state law, it may also be necessary to address any spend-
thrift restrictions in the document.

E. Termination by Exchange for a Charitable Gift
Annuity

In PLR 200152018, the IRS ruled that, where the grantor/
recipient transferred his unitrust interest to the charitable re-
mainder beneficiary in exchange for an annuity to be paid by
the charity to the grantor for life, the grantor had long-term cap-
ital gain in the amount of the annuity’s value but was entitled
to charitable income and gift tax deductions in the amount by

¥7Reg. §1.1014-5(c).
¥5T D. 9729, 80 Fed. Reg. 48,249 (Aug. 12, 2015).
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which the value of the unitrust interest exceeded the value of
the annuity. The grantor’s adjusted basis in the unitrust interest
was determined by allocating the grantor’s aggregate adjust-
ed basis in the property transferred to the Trustee at the trust’s
formation between (i) grantor’s unitrust interest and (ii) the re-
mainder interest, in proportion to the respective values of those
interests as those values were determined on the date of trans-
fer to the Trustee.

This exchange of a CRT income interest for a charitable
gift annuity (CGA) is a potential solution for the “too small”
CRT (assuming the beneficiary is unwilling to donate the in-
come interest to the charity). It may also be applicable if the
beneficiary desires simplicity and/or a steady stream of income
rather than the variability of a unitrust interest.

F. Termination by Merger with Another Charitable
Remainder Trust

PLR 201420010 involved two virtually identical charita-
ble remainder unitrusts (CRUTSs) that the taxpayers wished to
consolidate. The assets of one trust were transferred to the other
trust in order to eliminate duplicative administrative time and
expenses as well as the filing of duplicative state and feder-
al tax returns. The IRS ruled that the consolidation of the two
trusts would terminate the status of the trust transferring its as-
sets but would not cause the trust which accepted the transfer
to fail to qualify as a charitable remainder trust (CRT) under
§664; however, the IRS did not rule on any other matters re-
garding the consolidation. Given the rarity of this transaction,
taxpayers contemplating a CRT merger may desire their own
rulings. The situation can be avoided by making additional con-
tributions to existing unitrusts rather than funding an additional
trust.
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IX. Estate Tax Treatment of Inter Vivos Charitable
Remainder Trusts

A. Amount Included in the Taxable Estate

1. Charitable Remainder Trust Established by the
Noncharitable Beneficiary

If the noncharitable beneficiary of the charitable remain-
der trust (CRT) was the person who established it, some or all
of the value of the trust will be included in his or her taxable
estate if the donor dies during the term of the trust.*”’ If the cre-
ation of the trust resulted in a taxable gift, and the trust is al-
so included in the donor’s taxable estate, this does not result in
double taxation. Taxable gifts that are included in the taxable
estate are eliminated from “lifetime taxable gifts” when the tax-
able estate is calculated.””

The full value of the trust will be included in the donor’s
taxable estate if he or she retained the power to designate the
charitable remainder beneficiary.*

If the grantor retained the testamentary power to revoke
the interest of the successor annuity or unitrust recipient,’
the entire trust will be included in the grantor’s estate under
§2038.%"

If the decedent did not retain either of the above rights,
then less than all of the CRT may be included in his or her tax-
able estate. Reg. §20.2036-1(c)(2)(i) provides that the portion
of the CRT includible in the decedent’s estate is the portion of
the trust corpus necessary to generate enough income to sat-
isfy the retained annuity or unitrust (without reducing or in-
vading principal), using the §7520 interest rates and the Reg.
§20.2031-7 (or Reg. §20.2031-7A) adjustment factors, if ap-
plicable ™ The portion of the trust included in the decedent’s
estate cannot exceed the value of the trust corpus at the date of
death.”” Reg. §20.2039-1(e) provides that §2039 does not ap-
ply to such trusts (other than a trust constituting an employee
benefit) if the retained interest or use is described in §2036.*°

#9Reg. §20.2036-1(c)(2).

#082001(b). For transfers before 1977, §2012 grants a credit against a
decedent’s estate tax where the same transfer is taxed under both the estate and
gift tax. Rev. Rul. 74-363.

¥ Reg. §20.2036-1(b)(3).

P Reg. §1.664-2(a)(4), §1.664-3(a)(4).

#3 See, e.g., PLR 8020098.

¥4 See Reg. §20.2036-1(c)(2)(iv) Ex. 1 (illustrating charitable remainder
annuity trust), Ex. 3 (illustrating charitable remainder unitrust). For illustra-
tions of these examples, see Reg. §20.2036-1(c)(2)(iv) Ex. 1: Valuation of Re-
tained Interests in Charitable Remainder Annuity Trust at Grantor’s Death and
Reg. §20.2036-1(c)(2)(iv) Ex. 3: Valuation of Retained Interest in Charitable
Remainder Unitrust at Grantor’s Death, in the Bloomberg Tax Transactional
Diagrams Library.

#5Reg. §20.2036-1(c)(2)().

#6The preamble to the proposed regulations (REG-119097-05, 72 Fed.
Reg. 31,487 (June 7, 2007)) stated that the IRS believes it is appropriate to pro-
vide a regulatory rule under which only one of §2036 and §2039 would apply
if both are potentially applicable to these trusts, to ensure similar tax treatment
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Section 2035(a) includes in the estate any interest in prop-
erty transferred by the decedent within three years of death that,
if retained by the decedent, would have been includible under
§2036, §2037, §2038, or §2042.*" The gift of the remainder in-
terest would not be includible under any of these sections and,
therefore, §2035 should not operate to bring any part of the
trust into the donor’s estate unless the donor retained and then
relinquished an annuity or unitrust interest within three years of
death*®

If the CRT was funded with community property, only the
decedent’s retained one-half interest in the trust would be in-
cludible in his or her taxable estate; however, both halves of the
community property would receive a new basis as of the date
of the first decedent’s death.*”

Practice Point: If the donor was the only noncharitable
beneficiary, and the remainder passes to one or more public
charities, the amount of the estate-includible portion of the trust
has no tax impact. If the remainder passes to a private foun-
dation, however, only the estate-includible portion of the trust
will receive date-of-death adjusted basis.*” This may affect the
foundation’s excise tax on investment income under §4940 if it
sells assets that are distributed to it from the trust.

2. Charitable Remainder Trust Established by Someone
Other than the Noncharitable Beneficiary

If the trust was established by another person (i.e., by a
parent for the benefit of his or her child), and the beneficiary
dies, nothing is included in the taxable estate of the beneficiary
(other than any payments receivable). The beneficiary did not
make a transfer that would require inclusion in his or her tax-
able estate under §2036.”' Even if the beneficiary is given the
choice of remainder charitable beneficiary, that power is not a
general power of appointment that would trigger estate inclu-
sion for the beneficiary.*”

Practice Point: Although the value of a CRT not estab-
lished by the beneficiary is not included in the decedent’s tax-
able estate, it will need to be disclosed on Form 706, assuming
filing of that form is required.*”

for similarly situated taxpayers. The preamble also noted that the retained in-
terests in these trusts are more similar to the interests addressed under §2036
and that it appears Congress intended §2039 to address annuities purchased by
or on behalf of a decedent and annuities provided by the decedent’s employer.

%57 Applicable to decedents dying after December 31, 1981.

88 Preamble to T.D. 9414, 73 Fed. Reg. 40,173 (July 14, 2008); Reg.
§20.2036-1(c)(2)(iv) Ex. 1 (illustrating application of §2035).

$981014(b)(6). See 802 T.M., Community Property: General Considera-
tions, for further discussion.

$981014(b)(9).

$'Reg. §20.2036-1.

¥2Reg. §20.2041-1(c)(1)(a).

83 See 822 T.M., Estate, Gift, and Generation-Skipping Tax Returns and
Audits, for the reporting requirements.
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IX.B.

Detailed Analysis

B. Charitable and Marital Estate Tax Estate Tax
Deductions Allowed

A charitable or marital estate tax deduction may be al-
lowed to offset the value of the included property, as discussed
below in each of the possible scenarios. Of course, the chari-
table remainder trust (CRT) must be a valid trust under state
law and include all the provisions required by §508(d)(2)(A).***
Those provisions are discussed above at I[IV.K., above.

The calculation of the charitable remainder interest deduc-
tion is the same as the calculation of the lifetime charitable gift
tax deduction, discussed above at IV.H., above. The charitable
remainder must be at least 10% for the estate to be eligible for a
charitable deduction.*” If it is not, a reformation may be timely
undertaken to reduce the payout rate (or term) so that the trust
will qualify for the charitable deduction. Based on the Confer-
ence Report on the Taxpayer Relief Act of 1997 (TRA ‘97),**
even if the trust is not reformed, so that no charitable estate tax
deduction is allowed, the trust continues to be a CRT.*’

1. Donor Is the Only Noncharitable Beneficiary of the
Charitable Remainder Trust

If the donor was the only noncharitable beneficiary of the
charitable remainder trust (CRT), the grantor’s estate will re-
ceive a corresponding charitable deduction for the amount of
the property so included. This presumes that the charities re-
ceiving the remainder interests qualify for the estate tax chari-
table deduction.*® See the discussion of qualifying charities at
IV.F., above.

2. Donor’s U.S. Citizen Spouse Is the Only
Noncharitable Successor Beneficiary

A common CRT structure is for the donor to retain an
interest for life, followed by a successor life interest in the
donor’s spouse. If the donor’s spouse is a U.S. citizen, the full
amount of the noncharitable interest will qualify for a marital
deduction.*” The sum of the charitable remainder and nonchar-
itable beneficial interest will equal the value of the trust, so the

¥In TAM 7918002, the grantor named himself beneficiary of a unitrust
amount and provided a successive income interest for his “wife” if she survived
him. At the time the trust was executed, the grantor was married to B, but after
B’s death the grantor remarried. The National Office questioned whether the
trust satisfied the requirement that a recipient who was an individual be named
and living at the time of the trust creation. In order to receive an estate tax chari-
table deduction, the grantor’s personal representative was required to show that
the donor intended his first wife to be the unitrust recipient. By reference to
state law, the National Office determined that the grantor did intend B to be the
recipient and, therefore, the estate tax deduction was permitted.

83 Estate of Schaefer v. Commissioner, 145 T.C. 134 (2015).

86H.R. Conf. Rep. No. 105-220, at 607 (1997).

$78664(d)(1)(D), §2055(e)(3)(J), added by the TRA ‘97, Pub. L. No.
105-34, §1089(b). According to the Conference Report on TRA ‘97, where a
charitable remainder annuity trust (CRAT) is created for the joint lives of two
individuals, the trust will not fail to qualify as a CRT if the value of the remain-
der interest is less than 10% of the trust’s assets at the death of the first of the
noncharitable beneficiaries. The same result should obtain for a two-life CRAT
where payments are made first to the donor and subsequently to a successor
noncharitable beneficiary. H.R. Conf. Rep. No. 105-220, at 607 (1997).

*Rev. Rul. 77-385.

¥982056(b)(8). In the case of pre-1982 decedents where the trust corpus
was includible in the gross estate pursuant to §2035, §2036, or §2038, and the
decedent’s will provided for a marital deduction based on 50% of the adjusted
gross estate, the marital deduction was increased as a result of the inclusion,
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inclusion of the trust should not result in any estate tax. This
result applies whether the trust is for a term of years or a joint
and survivor interest, and whether the trust is an annuity trust
or a unitrust (including a unitrust with a net income limitation).

Practice Point: The estate tax marital deduction allowed is
not a qualified terminable interest property (QTIP) deduction.””
No QTIP election is required or available as the terminable in-
terest rules do not apply.””

3. Donor’s U.S. Citizen Spouse Is a, but Not the Only,
Noncharitable Successor Beneficiary

This situation is most likely to occur if the trust has been
established for a term of years, with the successor interests
payable to the donor’s spouse and then to other beneficiaries
should the spouse die within the term. Such a trust does not
qualify for the special estate tax marital deduction discussed
above.”” Also, since a CRT cannot be drafted to qualify for the
QTIP marital deduction (because it cannot pay “all income” to
the spouse as required by §2056(b)(7)(B)(1)(II)), no marital de-
duction is available. Therefore, the only deduction allowed will
be for the charitable remainder.*”

Practice Point: A successor annuity or unitrust recipient of
an inter vivos CRT can make a qualified disclaimer of his or
her interest within nine months of the preceding unitrust recipi-
ent’s death if the transfer of the unitrust interest to the successor
recipient is not complete until the preceding recipient’s death.”*
A qualified disclaimer of his or her successor interest will allow
the marital deduction.*”

4. Trust Has Successor Beneficiaries Not Including a
U.S. Citizen Spouse

A charitable deduction will be allowed for the value of the
remainder interest, as calculated in IV.H., above. The nonchar-
itable value of the trust will contribute towards the taxable es-
tate. If there is federal or state estate tax due, some portion of
the tax may be allocated, under state law and the testamentary
documents, to the noncharitable interest.”® This situation may
occur if state law provides for the equitable apportionment of
any federal estate or state death taxes imposed on the primary
beneficiary’s estate and for the payment of such taxes from the
trust assets.

A charitable remainder trust created on or after October 4,
1982,”" must provide that the vesting of the interest of the sec-

notwithstanding the offsetting charitable deduction. Estate of Russell v. Com-
missioner, 70 T.C. 40 (1978), acgq., 1979-1 C.B. 1; Rev. Rul. 72-552.

¥7° See TAM 8730004.

71 Reg. §20.2056(b)-8(a)(1).

§72§2056(b)(8).

¥ Reg. §20.2056(b)-8(b); TAM 8730004

874 See PLR 200204022. For further discussion of qualified disclaimers, see
848 T.M., Disclaimers — Federal Estate, Gift and Generation-Skipping Tax
Considerations.

> TAM 8730004

¥°See 834 T.M., Transfer Tax Payment and Apportionment, for apportion-
ment issues.

877 Additional contributions to a pre-October 4, 1982, unitrust should not
disqualify the unitrust, provided the governing instrument authorizes additions
and contains the special rules for the revaluation of the unitrust amount in any
year in which additional contributions are made. PLR 8313052 permitted in-
come and gift tax charitable deductions for additional contributions to a pre-
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IX.C.

ondary beneficiary upon the death of the primary beneficiary
is contingent upon the secondary beneficiary’s payment of any
death taxes attributable to his or her annuity or unitrust inter-
est.”” For the trust to qualify as a CRT, the document must in-
clude a requirement that the successor interest holder pay any
taxes. The IRS sample documents include such a provision as
follows:

The lifetime annuity interest of the Successor Recip-

ient will take effect upon the death of the Initial Re-

cipient only if the Successor Recipient furnishes the

funds for payment of any federal estate taxes and
state death taxes for which the Trustee may be liable
upon the death of the Initial Recipient. If the funds

are not furnished by the Successor Recipient, the an-

nuity period shall terminate on the death of the Ini-

tial Recipient, notwithstanding any other provision in

this instrument to the contrary.””

If the decedent has provided for the taxes to be paid from
other funds, then the amount “for which the Trustee may be li-
able” would be zero, and the successor’s interest in the trust
would vest. If no provision has been made, then the successor
interest holder would need to pay those taxes before the interest
holder could receive any payments. To do otherwise invites
disqualification of the trust, and loss of the charitable deduc-
tion.* This provision is necessary even if the only successor
beneficiary is the donor’s spouse; taxes could be due if the
spouses divorce or state inheritance taxes apply.

Practice Point: If the successor interest holder is unwilling
or unable to pay the taxes, consider a qualified disclaimer by
the interest holder so that a full estate charitable deduction will
clearly be available on the estate tax return.”'

October 4, 1982, unitrust notwithstanding the fact that it did not comply with
Rev. Rul. 82-128.

¥8Rev. Rul. 82-128. In PLR 9225026, the IRS ruled that this requirement
was not satisfied by a trust provision allowing the trust to recover the taxes
from the beneficiary or the estate, because the estate and beneficiary could have
insufficient funds with which to pay the tax.

®Rev. Proc. 2003-55, §4.3.

80 See Estate of Atkinson v. Commissioner, 115 T.C. 26 (2000) (holding
that CRT did not qualify when trust assets were used to pay estate tax following
death of initial noncharitable beneficiary), aff’d on other grounds, 309 F.3d
1290 (11th Cir. 2002) (failing to reach issue of whether trust was also disquali-
fied because of its exposure to estate tax liability because trust was disqualified
for failing to make required annuity payments during settlor’s lifetime), cert.
denied, 540 U.S. 946 (2003).

¥ See 848 T.M., Disclaimers — Federal Estate, Gift and Generation-Skip-
ping Tax and State Law Considerations for further information on planning
with disclaimers. In PLR 200539022, the trustee of the decedent’s trust was
directed to pay estate taxes from the portion of the trust that was to be used
to fund two testamentary charitable remainder unitrusts. The IRS ruled that,
before the estate tax liability resulting from the grantor’s death had been fi-
nally determined, the trustee of the decedent’s trust could fund the unitrusts
and could make distributions to the unitrust beneficiaries without causing the
unitrusts to fail to qualify under §664 if the trust was modified to: (1) require
the unitrust beneficiaries to pay any insufficiency in the event there were not
enough assets remaining in the original trust to pay the taxes, (2) require the
trustee to terminate a unitrust if the unitrust beneficiary did not pay his or her
share of the insufficiency, and (3) prohibit the trustee from returning any assets
transferred to the unitrusts or paying any of the taxes from those assets. The
IRS also ruled that the estate tax charitable deduction should be determined as
if the taxes were paid out of the share used to fund the unitrusts, even if the
unitrust recipients paid those taxes personally, and should be based on the ac-
tuarial value of the remainder interests as of the date of the decedent’s death,
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Under certain circumstances, the payment of the annuity
or unitrust amount may constitute a generation-skipping trans-
fer.® Although it is unlikely that any generation-skipping
transfer (GST) tax would be payable from the trust assets, the
grantor should consider adding trust language obligating the
secondary beneficiary to pay any GST tax for which the trust
would otherwise be liable. See the discussion of allocation of
GST exemption at V.F., above.

5. Trust Has a Noncitizen Spouse as a Successor
Income Beneficiary

If the surviving spouse is not a U.S. citizen, the marital
deduction discussed in IX.B.2., above is not available. It may
be possible to qualify for the marital deduction by assigning
the payments to a qualified domestic trust (QDOT) under the
process described in Reg. §20.2056A-4(c)*™ or drafting the
charitable remainder trust to qualify for the QDOT election.*

6. Income Beneficiary Dies Before the Estate Tax
Return Is Filed

Unless the successor income beneficiary is terminally ill at
the time of death of the initial income beneficiary, the normal
life expectancy tables must be used to value the beneficiary’s
income interest. See the discussion at V.C.2., above.

C. Generation-Skipping Transfer (GST) Tax Issues

If a charitable remainder trust (CRT) is included in a dece-
dent’s taxable estate, and one or more successor beneficiaries
are “skip persons” with respect to the decedent, the GST tax is-
sues must be considered. See the discussion of GST tax issues
at IV.J., above, and 850 T.M., Generation-Skipping Transfer
Tax (Chapter 13), for a full discussion of these issues. The fol-
lowing brief discussion is only intended to highlight the issues
that should be considered.

If a skip person is the immediate successor beneficiary of
a CRT, the executor may determine that an allocation of the
decedent’s GST exemption to the CRT would be appropriate.
To fully exempt the trust from GST tax,” it is only necessary
to allocate the amount of exemption equal to the noncharitable
interest.**® However, if a skip person is only a contingent suc-
cessor beneficiary, the executor may decide that the exemption
is best allocated elsewhere because such an allocation where
the skip person’s actuarial interest in the trust is relatively low
could be an inefficient use of the executor’s available exemp-
tion.

Example: If a non-skip person (e.g., a child) has an actuar-
ial interest in the trust of 70%, a skip person (e.g., a grand-
child) has an 10% actuarial interest in the trust, with the
charity’s remainder interest valued at 20%, exempting the
trust would require an allocation equal to 80% of the val-

even if a unitrust were terminated because a unitrust beneficiary failed to pay
his or her share of any insufficiency.

88282601 et seq. See the discussion at IV.J., above.

¥3See 842 T.M., Transfers to Noncitizen Spouses, for further information
on QDOTs and the assignment process.

“PLR 9244013.

885 Technically, an inclusion ratio of zero under §2642.

886 82642 (a)(2)(B)(ii)(L).
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ue of the trust. The trust cannot be fully exempt from GST
tax by an allocation equal to only the actuarial value of the
skip person’s interest.

D. Basis Adjustment for Trust Assets

Property included in the decedent’s estate receives a basis
stepped up to the date of death (or §2032 alternate valuation
date) value in the hands of the person acquiring the property
from the decedent.”” Thus, for purposes of the rules discussed
at VI.C.1., above (and, in particular, the capital gain category),
if the value of the trust is included in the decedent’s estate, the
assets of the trust will take as their basis the value for estate tax
purposes. As is always the case, items that constitute income
in respect of a decedent as defined in §691(a) do not receive a

#781014(a).
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stepped-up basis.*™ If the charitable remainder trust was funded
with community property, both halves of the community prop-
erty receive a stepped-up (or down) basis.*”

Practice Point: The new basis for the trust property does
not affect the existing accumulated income in the classes and
categories. There is no guidance on how the adjustment to basis
should be shown on the trust balance sheet on the Form 5227.
Indeed, depending on when during the year the decedent died,
and the assets held by the trust, the information may not be
available by the time the Form 5227 is due. The author’s sug-
gestion is to adjust corpus on the balance sheet, and attach an
explanatory statement.

8881014(c). See 862 T.M., Income in Respect of a Decedent (Section 691).
$981014(b)(6).
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X. Advanced Planning Options
A. Deferral Mechanisms in a NIMCRUT

Because a “net income with make-up” charitable remain-
der unitrust (NIMCRUT) pays the lesser of trust accounting in-
come or the stated percentage of value, a substantial amount of
“make-up” can accumulate if there is no trust accounting in-
come for a period of years. This structure may appeal to donors
who are currently working and therefore can use a current char-
itable deduction, but might want income when they retire. It
may also be appropriate as a “safety net” for serial entrepre-
neurs: funding a charitable remainder trust (CRT) with some of
the first IPO stock locks away some of the assets in case the
next venture does not go as well.

There are plenty of assets that do not generate much, if
any, trust accounting income. However, if the donor wants to
be able to go to the trustee at some point and ask if any trust ac-
counting income might be forthcoming, the investment needs
to be such that trust accounting income could be produced —
if not upon request, at least within a reasonably short period of
time. Among the issues that the donor and his or her advisor
will need to consider is constructive receipt during the deferral
period: if the CRT trustee would be deemed to have received
the income for income tax purposes, the IRS might raise the
issue of whether that income should be deemed to be trust ac-
counting income as well.

Any such assets will need annual appraisals by an inde-
pendent trustee or qualified appraiser.””

Among the types of investments that may be suitable, as-
suming fiduciary responsibilities have been addressed, are the
following:

* Annuities. A CRT might purchase a deferred annuity
from an insurance company.”’ The investment return
would not be trust accounting income until withdrawn.
The disadvantages of this arrangement include the costs
associated with purchasing the annuity, and the fact that
all the income will be ordinary when withdrawn from the

¥0Reg. §1.664-1(a)(7).

¥1 See, e.g., PLR 201126007. This should not be confused with the abusive
structure described in IRS AM 2020-006, wherein the promoter of a CRAT-
based “structured transaction” attempted to use a single-premium annuity in-
vestment (SPIA) by a CRAT to create tax-free income. The structure ignored
the accumulated income created by the sale of contributed assets and purported
to use the annuity taxation rules under §72 instead of the category and class
system of §664 when taxing the beneficiaries (among other defects). See
also Gerhardt v. Commissioner, No. 11127-20, 2023 BL 134075 (T.C. Apr.
20, 2023) (where taxpayers contributed low-basis, high-value real property to
CRAT, trustee sold real property and purchased SPIAs with proceeds, and in-
come beneficiaries reported majority of annuity income as return of corpus,
court held that annuity income to income beneficiaries should be reported as
ordinary income; court reiterated that “nothing in [§]72 overrides their obliga-
tion to comply with the rules of [§]664(b) with respect to [annuity income]”);
Furrer v. Commissioner, T.C. Memo 2022-100 (taxpayers attempted to engage
in transaction similar to that described in IRS AM 2020-006, and court held
that SPIA annuity amounts distributed by CRAT to taxpayers were “treated
first as ordinary income, to the extent of the CRAT’s ordinary income”). The
IRS issued proposed regulations that would define certain CRAT transactions,
such as the type of transaction in Furrer, as listed transactions. Prop. Reg.
§1.6011-15, REG-108761-22, 89 Fed. Reg. 20,569 (Mar. 25, 2024), would be
effective on the date of publication of final regulations. For more details on
these proposed regulations, see IV.A.2. and VI.C.1., above.
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contract (with the result that the income distribution to the
beneficiary will be taxed at his or her maximum tax rate).

* Flow-Through Entities. Although the IRS has occasion-
ally become confused during examinations, it is generally
settled that distributions from a partnership or LLC are
trust accounting income,”” unrelated to the taxable income
or loss shown on a Form K-1. A CRT trustee holding a
pass-through investment entity will report the income an-
nually, filling up the categories with the various classes
of ordinary income and capital gains from the Form K-1,
whether or not any distributions are made from the entity.
Once a distribution is received from the entity, the trustee
can calculate the make-up amount and make a significant
distribution to the beneficiary.”” The beneficiary will re-
ceive the benefit of capital gain and qualified dividend in-
come taxed at lower rates, assuming the entity investments
have generated that type of income. Due to the construc-
tive receipt issue, it is probably advisable to have a man-
aging member of the LLC (or GP of the partnership) other
than the CRT trustee or the donor/beneficiary. It is essen-
tial that the entity avoid any debt-financed or business in-
vestments due to the 100% tax on UBI.

e Zero Coupon Bonds. The noncharitable beneficiaries of
a charitable remainder unitrust (CRUT) also may benefit
if the assets of a net income only unitrust are invested in
zero coupon bonds. Generally, zero coupon bonds are sub-
ject to the original issue discount (OID) rules as set forth
in §1271 et seq., and the regulations thereunder. As a re-
sult, the holder of a bond with OID would include a certain
amount of the yearly increment in the value to the bond in
his or her income each year for federal income tax purpos-
es.

In PLR 8604027, the IRS ruled that a net income only
unitrust was qualified where its governing instrument provided
that the discount element of a bond issued with OID was con-
sidered income only in the year in which the bond was re-
deemed or matured. This would appear to eliminate the require-
ment that the noncharitable beneficiary include the increment
in value to the bond in his or her income for federal income tax
purposes and thereby provides a significant opportunity for in-
come deferral.

However, the private ruling was based, at least in part, on
an interpretation of the California Income and Principal Act.
A second private letter ruling reached an identical conclusion
under Tennessee law.* Section 643(b) provides that for pur-
poses of certain subparts of Subchapter J of the Code, the term
“income” means the amount of income of a trust for a given
taxable year determined under the terms of the governing in-
strument and applicable local law. “Trust provisions that de-
part fundamentally from traditional principles of income and
principal will generally not be recognized.”” Before the 2004

%2 1997 Uniform Principal and Income Act (UPIA) §401(b).

%5 This type of deferral structure is discussed in “Charitable Remainder
Trusts: The Income Deferral Abuse and Other Issues” in the Additional Re-
sources.

®*PLR 9018015.

¥ Reg. §1.643(b)-1, as amended by T.D. 9102, 69 Fed. Reg. 12 (Jan. 2,
2004), effective for taxable years ending after January 2, 2004. Specifically,
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amendments, former Reg. §1.643(b)-1 provided that alloca-
tions of items between income and principal that departed fun-
damentally from “concepts of local law” would not be recog-
nized for this purpose.

In PLR 8604027, the IRS found that the provision was not
contrary to California law and, therefore, was permissible un-
der §643(b). The California Income and Principal Act provid-
ed, at the time, that the increment in value to a discounted bond
was income and that such income was distributable to the bene-
ficiary who was the income beneficiary at the time of the incre-
ment. The income obligation had to be satisfied from the first
“principal cash available or, if none is available, when realized
by sale, redemption, or other disposition.” Thus, the Califor-
nia Income and Principal Act expressly recognized an instance
where principal cash was not readily available to satisfy the in-
come obligation. In the absence of such a provision, the ques-
tion could arise as to whether the trustee is required to liquidate
principal assets in order to satisfy the income obligation. Ac-
cordingly, the provisions of local law must be reviewed to de-
termine whether such a provision is permissible.

Practice Point: An inter vivos CRT funded with zero
coupon bonds will produce an immediate federal income tax
charitable deduction for the grantor and a substantial deferral
of income. This can be accomplished by a NIMCRUT or by a
FLIP-CRUT. Such a strategy may be particularly attractive as a
way to finance educational expenses or supplement retirement
income at a known future point.

B. Real Estate in a Charitable Remainder Trust to
Generate Passive Income

Although it is common for a donor to transfer appreciated
real estate to a charitable remainder trust (CRT) and have the
real estate sold and reinvested in securities, there is no reason
that the process cannot be reversed. If a donor has portfolio se-
curities and a passive loss carryover,” a CRT can invest in a
passive income generator and therefore pay passive income to
the beneficiary. A passive investment in a business would be
inadvisable due to the unrelated business income tax, so un-

Reg. §1.643(b)-1 provides that the IRS will respect amounts allocated between
income and principal pursuant to applicable local law if local law provides for
areasonable apportionment between the income and remainder beneficiaries of
the trust’s total return, including ordinary and tax-exempt income, capital gains,
and appreciation, for the year. For further discussion of the 2004 amendments,
see 852 T.M., Income Taxation of Trusts and Estates.

8% See §469(b).
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leveraged rental real estate is a plausible alternative. Either a
direct investment by the trustee or an investment in an unlever-
aged real estate partnership could generate the desired passive
income.*” If a direct investment is chosen, the plan should in-
clude a reserve fund for unexpected expenses or an understand-
ing that the donor may have to make additional, and perhaps
substantial, contributions to the CRT.

C. Charitable Remainder Trust with a Charitable Purpose

Obviously, charitable remainder trusts (CRTs) have a
charitable component: the remainder interest. But it is also pos-
sible to have a CRT with a charitable aspect before the remain-
der interest vests. (Or, the remainder can be transferred to the
charity early. See VIII., above, for early terminations.)

First, the CRT can pay a portion of its required distribution
to a charity. This may be attractive if the minimum 5% payment
would be in excess of what the donor would like the beneficiary
to receive. This form of payment is discussed at IV.E.6.,
above.”

Second, a CRT can make a partial principal distribution to
charity before its term ends, as discussed at VI.C 4., above. Al-
ternatively, the CRT can be divided and one portion donated to
the charity while the remaining portion continues for the non-
charitable beneficiary, as discussed at VIL.B., above.

Third, a CRT can allow the remainder charitable benefi-
ciary to use trust property for below-market or minimal rent. If
the donor is concerned about the financial or managerial stabil-
ity of the charity, this allows the donor to provide property for
the charity to use, but also can allow the donor to change the re-
mainder beneficiary should the original charity go out of exis-
tence or if the donor becomes dissatisfied with the charity. The
author has seen this arrangement with organizations providing
supportive housing for the mentally ill, group homes for people
with developmental challenges, and student housing for educa-
tional organizations.

78469(c)(2).

% See Rev. Proc. 2003-53; PLR 200832017. Note that the IRS appears to
have reversed course on the ruling from PLR 200832017. The IRS advised in
CCA 202233014 that a decedent’s estate is not entitled to an estate tax or mar-
ital deduction for the value of the portion of the unitrust interest of a testa-
mentary CRUT that may be distributed between the charity and the decedent’s
spouse at the trustee’s discretion. Thus, even though it is well-established that
the unitrust amount can be split between a charitable and noncharitable benefi-
ciary, the IRS has put taxpayers on notice that the benefit of the charitable and
marital deductions may not be available.
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A. Legislative History

1. Charitable Remainder Trust Provisions Added to
Code, Effective Date, and Grandfathering

The Tax Reform Act of 1969 substantially changed the tax
rules applicable to charitable remainder trusts (and pooled in-
come funds). The rationale for these changes is well summa-
rized in a 1980 Tax Court case™ which upheld the constitution-

ality of §2055(e)(2) as follows:*”

Prior to the Tax Reform Act of 1969, Pub. L. 91-172,
83 Stat. 487, an estate tax deduction was allowed for
transfers of property in trust with a remainder inter-
est to charity if the value of the charitable interest
was presently ascertainable, and if the possibility that
the charitable transfer will become effective was not
so remote as to be negligible.”' Thus, if a decedent
who died before January 1, 1970, transferred proper-
ty to a trust to pay income to an individual for life and
then to pay the principal to charity, the present val-
ue of the remainder interest qualified for an estate tax
charitable deduction. However, Congress concluded
that such rule resulted in certain abuses. For example,
the assets of such a trust might be invested in a man-
ner so as to maximize the income interest with the
result that there would be little relationship between
the interest assumptions used in calculating the pre-
sent value of the charitable remainder and the present
value of the amount actually received by the charity.
H. Rept. 91-413 (1969), 1969-3 C.B. 200, 237. Al-
so, a deduction was often allowed for a conditional
bequest to charity even though it was not probable
that the full amount of the bequest would ultimate-
ly be received by the charity. H. Rept. 91-413, supra,
1969-3 C.B. at 237-238. For example, a deduction
was allowable for a charitable bequest even though
the charity’s interest was contingent upon the failure
of issue or even though the trust’s terms permitted in-
vasion of the charitable share for the benefit of the in-
come beneficiary. See, e.g., Estate of DeFoucaucourt
v. Commissioner, 62 T.C. 485 (1974); Estate of Jack
v. Commissioner, 6 T.C. 241 (1946).

In order to correct these perceived abuses, and to in-
sure closer correlation between the amount of the es-
tate tax charitable deduction and the present value of
the amount ultimately passing to charity, the Tax Re-
form Act of 1969 added section 2055(e)(2) to the In-
ternal Revenue Code of 1954. Pub. L. 91-172, sec.
201(d)(1), 83 Stat. 560. Such section is effective,
with certain exceptions not here relevant, with re-
spect to decedents dying after December 31, 1969. It
provides that an estate tax charitable deduction is not

¥ Estate of Gillespie v. Commissioner, 75 T.C. 374 (1980).

%0 Although the Gillespie case involved only the estate tax charitable de-
duction, the discussion of the legislative history quoted here applies equally to
the income and gift tax charitable deductions.

“'Reg. §20.2055-2(a), §20.2055-2(b).
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allowed for transfers of property to a trust which has

both charitable and noncharitable interests unless, in

the case of a remainder interest, the trust is in one of

three qualifying forms: a charitable remainder annu-

ity trust, a charitable remainder unitrust, or a pooled

income fund.

Thus, Congress’s action in 1969 was a response to the per-
ceived lack of correlation between the income, gift, and estate
tax charitable deductions claimed by taxpayers for gifts of re-
mainder interests to charity and the value of the interests ul-
timately passing to charity. To correct this discrepancy, Con-
gress amended §170, §2055, §2106, and §2522, and added
§664 and §642(c)(3) through §642(c)(6) to set forth the highly
technical requirements governing charitable deductions for
gifts of remainder interests in trust. Congress also enacted the
private foundation rules in 1969. In order to prevent taxpayers
from using nonexempt charitable trusts and charitable remain-
der trusts (CRTs) to avoid the strict rules applicable to private
foundations, Congress enacted §4947.”

The 1969 Act provided that §2055(e)(2)(A) (no deduction
if not in form of a CRT or pooled income fund) would not ap-
ply in the case of property passing under a will executed on
or before October 9, 1969, or involving property transferred in
trust on or before that date, if the decedent died before Octo-
ber 9, 1972, without amending the will or trust instrument after
October 9, 1969, or the decedent was prevented from amend-
ing the will or trust instrument or was under a mental disabil-
ity after this date.”” In Ellis First National Bank of Bradenton
v. United States,”™ the Court of Claims disallowed a charitable
deduction for a remainder interest passing to a nonqualified re-
mainder trust because the decedent’s will was executed after
October 9, 1969. The estate had argued unsuccessfully that the
provisions of an earlier (pre-October 9, 1969) will controlled
and, therefore, the deduction should be permitted.

The rules relating to the effective date provisions are dis-
cussed in Rev. Rul. 76-198, where the will of a decedent’s
spouse, executed on September 3, 1969, established a nonquali-
fied CRT. The spouse’s estate was permitted an estate tax char-
itable deduction, because the spouse died before October 9,
1972, and the will was executed before October 9, 1969, with-
out subsequent republication or amendment thereof. However,
under the will of the decedent, who died on March 4, 1974, the
residue of the decedent’s estate was bequeathed to the trust es-
tablished under the spouse’s will. The IRS ruled that a chari-
table deduction was not available to the decedent’s estate, be-
cause the decedent died after October 9, 1972. The deduction
would have been available if the appropriate action had been
taken to reform the trust before December 31, 1975 (the final
date for reformations at the time the ruling was promulgated).

" See S. Rep. No. 91-552 (1969), reprinted in 1969 U.S.C.C.A.N. 2027.

“5Pub. L. No. 91-172, §201(d)(1). See PLR 7802045 (estate was permitted
deduction for trust that did not qualify under §2055(e)(2)(A); decedent had
executed his will before October 9, 1972, had become mentally incompetent
before October 9, 1972, and remained incompetent until his death). See also
Southeast Bank Trust Co., N.A. v. United States, 79-1 USTC {13,297 (M.D.
Fla. 1979).

%550 F.2d 9 (Ct. Cl. 1977).
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Detailed Analysis

2. Valuation Rules and Minimum Remainder
Requirements

The next major statutory change affecting CRTs (and
pooled income funds) was the Technical and Miscellaneous
Revenue Act of 1988,” which added §7520. This provision re-
quires that the value of any annuity, any interest for one or more
lives or a term of years, and any remainder or reversionary in-
terest be determined using tables (or formulae) prescribed by
the Secretary of the Treasury.”” Any charitable valuation under
the tables is to be based upon an interest rate equal to 120%
of the federal midterm rate under §1274(d)(1) in effect for the
month in which the valuation date falls (or either of the two pre-
ceding months, as the taxpayer elects).”” Section 7520 applies
to all interests to be valued on or after May 1, 1989.

In 1997, this time responding to perceived abuses of CRT,
Congress imposed two additional rules on CRTs.”*® First, the
charitable remainder interest is required to have a minimum
value of 10% of the property transferred to the trust. Second, a
maximum 50% annual payout rate was imposed.

3. Pre-1986 Fiscal Year Rules

Before the Tax Reform Act of 1986 (1986 Act),’” trusts
could adopt any taxable year that satisfied the §441 require-
ments without obtaining prior IRS approval, provided the year
was adopted on or before the time prescribed by law (not in-
cluding extensions) for the filing of the return for the trust’s
first taxable year.”'’ This rule permitted a recipient to receive a
considerable benefit through the deferral of taxation where the
taxable year of the trust differed from that of the recipient.

The 1986 Act required that an existing trust not already on
a calendar year have a short taxable year beginning with the
first day of its fiscal year beginning in 1987 and ending on De-
cember 31, 1987. As a result, a noncharitable beneficiary of a
unitrust or annuity trust that was not on a calendar year expe-
rienced a “bunching” of income in 1987. The beneficiary was
allowed to report the income attributable to the short year rat-
ably over four years. Initially, section 1403(c)(2) of the 1986
Act required beneficiaries of simple or complex trusts (includ-
ing pooled income funds) to report the income from the short
year ratably over four years. The carryforward was mandatory
and was not expressly available for annuity or unitrust recip-
ients. The Technical and Miscellaneous Revenue Act of 1988
(1988 Act)"" later confirmed that the carryforward provisions
were optional and extended to the beneficiaries of CRTs. No-
tice 88-45 further provided that a beneficiary who died before

% Pub. L. No. 100-647, §5031(a).

9687520(a)(1).

%7§7520(a).

% Taxpayer Relief Act of 1997, Pub. L. No. 105-34, §1089, applicable to
transfers in trust after June 18, 1997. These amendments do not apply to trans-
fers in trust under the terms of a will (or other testamentary instrument) execut-
ed on or before July 28, 1997, if the decedent (i) died before January 1, 1999,
without having republished the will (or amended such instrument) by codicil or
otherwise, or (ii) was on July 28, 1997, under a mental disability to change the
disposition of his or her property and did not regain competence to dispose of
such property before the date of his or her death.

*®Pub. L. No. 99-514.

*Former Reg. §1.441-1T(b)(2) (removed by T.D. 8996, 67 Fed. Reg.
35,009 (May 17, 2002), effective May 17, 2002).

!'Pub. L. No. 100-647, §1014(c).
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the expiration of the four-year carryforward period had to in-
clude any remaining unreported income on the beneficiary’s fi-
nal return. In PLR 8825095, the IRS ruled that a change in the
valuation date of a CRT required by a §644 change to a calen-
dar year would not result in a loss of qualification.

4. Non-Application of Throwback Rules and Former
§644

The throwback rules of §665 through §668 were never ap-
plicable to a qualified CRT.”"

Also, even if a CRT was taxed as a complex trust under
former §664(c), it was not subject to former §644, which taxed
a trust at the transferor’s tax rate if the trust sold appreciated
property within two years of the date the transferor contributed
the property to the trust.””

5. Alternative Minimum Tax Provisions Before 1993

Before 1993, the unrealized long-term capital gain compo-
nent of the deductible portion of a gift was an item of tax pref-
erence for purposes of the alternative minimum tax (AMT) in
the year or years the deduction was claimed.””* This AMT treat-
ment of contributions of appreciated property was repealed by
the 1993 Act, effective for contributions made after December
31, 1992.°" Before the repeal of this AMT provision, there were
temporary statutory exceptions to AMT treatment for gifts of
tangible personal property made in any taxable year beginning
in 1991, as well as for such gifts made before July 1, 1992,
in any taxable year beginning in 1992.”"° Thus, with respect to
contributions of appreciated tangible personal property, AMT
treatment does not apply to any gifts made in a taxable year be-
ginning after December 31, 1990; for gifts of other property,
the AMT provision does not apply for contributions made after
December 31, 1992.

6. Pre-2007 Unrelated Business Income Tax and
Reporting Rules

For taxable years beginning before 2007, pre-TRHCA’"’
§664(c) provided that a CRT lost its income tax exemption in
any year in which it had unrelated business taxable income.
Under the pre-2007 taxable year rules, a trust that was nonex-
empt under pre-TRHCA §664(c) was treated as a complex trust
and taxed pursuant to the rules of §641 through §644 and §661
through §664.”" Accordingly, the trust was subject to all the

°1*See former Reg. §1.664-1(d)(1)(ii)(a) (before amendment by T.D. 9190,
70 Fed. Reg. 12,793 (Mar. 16, 2005), which deleted specific references to non-
application of the throwback rules).

"B Former §644(e)(3), repealed by the Taxpayer Relief Act of 1997, Pub.
L. No. 105-34, §507.

1 Former §57(a)(6), before its repeal by the Omnibus Budget Reconcilia-
tion Act of 1993 (1993 Act), Pub. L. No. 103-66, §13171. This discussion of
the AMT is limited to noncorporate taxpayers.

*IPub. L. No. 103-66, §13171(a), §13171(d).

I Former §57(a)(6)(B).

"7 Tax Relief and Health Care Act of 2006 (TRHCA), Pub. L. No. 109-432,
§424.

1% See former Reg. §1.664-1(c) (before amendment by T.D. 9403, 73 Fed.
Reg. 35,583 (June 24, 2008)). In Leila G. Newhall Unitrust v. Commissioner,
104 T.C. 236 (1995), aff’d, 105 F.3d 482 (9th Cir. 1997), the Tax Court upheld
former Reg. §1.664-1(c), holding that the entire income of the trust was taxable
in the year the trust was in receipt of unrelated business taxable income. Al-
though the complex trust rules could apply to a CRT in a year it was nonexempt
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taxes imposed on complex trusts, including, for example, the
alternative minimum tax and depreciation recapture.

Before the Tax Reform Act of 1969 (1969 Act),”” a split-
interest trust was permitted a deduction for amounts of gross
income set aside for charitable purposes. Section 642(c)(2), as
amended by the 1969 Act, however, eliminated the charitable
set-aside deduction for CRTs. Therefore, such a trust with un-
related business taxable income under the pre-TRHCA rules
could not take a deduction for income items allocated to cor-
pus.

Effective for taxable years beginning after December 31,
1986, nonexempt CRTs were required to make estimated tax
payments in the same manner as individuals.” Although CRTs
technically may still be subject to the estimated tax payment
rules after the TRHCA amendments to §664(c), a qualified
CRT will not have taxable income for taxable years beginning
after 2006.

Before the TRHCA changes to §664,”' Rev. Proc. 83-32
summarized the charitable remainder trust filing requirements,
indicating that such returns could include Form 1041-A, U.S.
Information Return — Trust Accumulation of Charitable
Amounts, Form 5227, Split-Interest Trust Information Return,
Form 4720, Return of Certain Excise Taxes on Charities and
Other Persons Under Chapters 41 and 42 of the Internal Rev-
enue Code, and Form 1041, U.S. Income Tax Return for Es-
tates and Trusts”” For taxable years beginning before 2007,
an exception to filing Form 5227 also applied for any year in
which the trust was required to distribute all of the net income
for the year currently to the beneficiaries.”” The exception for
distribution of all net income should have applied only in the
case of a net income unitrust where the trust was required to
distribute the lesser of a specified percentage or the trust ac-
counting income and the trust accounting income was less than
the specified percentage.”

7. Former and Transition Rules Applicable to Changes
in the Capital Gains Rates (1997-2005)

Although the former and transition rules are unlikely to
affect any current trust returns, the historical reference may
be useful in interpreting existing trusts’ carryovers or previous
years’ returns or workpapers.

In 2003, the IRS issued proposed regulations ~ to update
the tier rules (now “category and class” rules) to take into ac-
count changes to the tax rates applicable to capital gains and
certain dividends that were made by the Taxpayer Relief Act
of 1997 (TRA ‘97),”° the IRS Restructuring and Reform Act of

925

under the pre-TRHCA rules, the regulations provided that the grantor trust
rules of §671 through §678 were never applicable with respect to a CRT. For-
mer Reg. §1.664-1(c).

°Pub. L. No. 91-172.

286654(1).

' Pub. L. No. 109-432, §424.

2See also 452 T.M., Tax-Exempt Organizations — Reporting, Disclo-
sure, and Other Procedural Aspects.

% Former §6034(a), former §6034(b); Reg. §1.6034-1(a), §1.6034-1(b);
Rev. Proc. 83-32, §3.

2 §664(d)3)(A).

P REG-110896-98, 68 Fed. Reg. 65,419 (Nov. 20, 2003). The IRS pro-
posed that the regulations would apply to taxable years ending after November
20, 2003, with earlier effective dates for certain provisions.
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1998 (1998 Act),” and the Jobs and Growth Tax Relief Recon-
ciliation Act of 2003 (JGTRRA).”*®

6 Pub. L. No. 105-34, §311. The TRA ‘97 introduced three categories of
long-term capital gain property, taxable at rates of 20%, 25%, and 28%, under
§1(h). The TRA ‘97 did not specify what impact the three-tier system would
have upon the §664(b) income ordering rules. The IRS responded by providing
initial guidance in Notice 98-20, pending the issuance of proposed regulations.
See also Notice 97-59 (providing general netting rules for different classes of
capital gains and losses). Notice 98-20 stated that the underlying policy of the
§664(b) tier rules is to ensure that undistributed income taxed at the highest rate
is distributed first to the beneficiary before distributions of lower-taxed income.
In line with that policy, the Notice provided that distributions of long-term cap-
ital gain by a CRT would be deemed to be made first out of 28% gains, then
out of 25% gains, and finally of 20% gains. In addition, the Notice stated that if
a CRT had undistributed long-term capital gains that it realized before 1997, it
could treat those as 20% gains when distributing them. If a long-term gain was
realized by the trust from January 1, 1997, through May 6, 1997, the Notice re-
quired the gain to be treated as a 28% gain when distributed to the beneficiary.
Notice 98-20 observed that §1(h) gave the IRS authority to issue regulations
on the application of the long-term capital gains rates to pass-through entities,
such as CRTs. The Notice stated that proposed regulations, when published,
would be effective for taxable years beginning after 1997, but that the Notice
could be relied upon for the 1997 taxable year.

*7Pub. L. No. 105-206, §5001, §6005. The 1998 Act further amended
§1(h) to reduce the holding period for long-term capital gains from 18 months
to one year, effective for taxable years ending after December 31, 1997. The
1998 Act’s amendment of §1(h) also clarified the order in which the different
classes of capital gains (20%, 25%, and 28%) had to be taken into account at
the entity level, but §1(h) still left to the IRS the task of determining the treat-
ment of distributions from a CRT. Subsequently, the Tax and Trade Relief Ex-
tension Act of 1998, Pub. L. No. 105-277, §4002, added former §1(h)(13)(D),
which provided a special rule for determining the §1(h)(4) 28% gain (from col-
lectibles and §1202 gain) and the §1(h)(6) unrecaptured §1250 gain (taxed at
25%) with respect to a distribution from a CRT. Former §1(h)(13)(D) directed
that, in computing the amount of such gains in a distribution from a CRT, the
former 28% long-term gain for property held more than one year but less than
18 months was not taken into consideration. The IRS, in Notice 99-17, modi-
fied Notice 98-20 to take into account the enactment of former §1(h)(13)(D).
Notice 99-17 concluded that the effect of former §1(h)(13)(D) was to change
the treatment of distributions of gains that were realized by the trust in 1997.
Under former §1(h)(13)(D), any 28% gain (other than collectibles gains) real-
ized in 1997 was to be treated as 25% or 20% gain if distributed by the trust
in taxable years ending after 1997. Because Notice 98-20 mandated that all
pre-1997 gains be treated as 20% gains, the issuance of Notice 99-17 meant
that, for distributions made in taxable years after 1997, the only long-term cap-
ital gains taxed at the 28% rate would be those attributable to the sale or ex-
change of collectibles. Former §1(h)(13) was struck as deadwood for tax years
beginning after December 31, 2000. See Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA), Pub. L. No. 107-16, §101(c), as ex-
tended by the Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010 (2010 TRA), Pub. L. No. 111-312, §101(a), and made
permanent by the American Taxpayer Relief Act of 2012 (ATRA), Pub. L. No.
112-240, §101(a).

®Pub. L. No. 108-27, §301, §302. JGTRRA enacted §1(h)(11), which
treats a noncorporate shareholder’s “qualified dividend income” as net capital
gains rather than ordinary income, effective for tax years beginning after De-
cember 31, 2002. Also, for tax years ending after May 5, 2003, JGTRRA
amended §1(h) to generally provide for a 15% maximum tax rate on long-
term capital gains. The Working Families Tax Relief Act of 2004, Pub. L.
No. 108-311, §402, amended §302 of JGTRRA to provide that, in the case
of passthrough entities, including trusts, the JGTRRA amendments relating to
qualified dividend income are effective for tax years ending after December 31,
2002, except that dividends received by such an entity on or before that date
would not be treated as qualified dividend income. For a discussion of the cur-
rent §1(h) long-term capital gain rates (0% to 28%), including changes made
by ATRA, Pub. L. No. 112-240, §102 (effective for tax years beginning af-
ter 2012), and the Tax Cuts and Jobs Act, Pub. L. No. 115-97, §11001 (effec-
tive for tax years beginning after December 31, 2017), see 507 T.M., Income
Tax Liability: Concepts and Calculation (U.S. Income Series); specifically, a
maximum 20% rate generally applies to long-term capital gains and qualified
dividends for taxpayers in the highest (39.6%) §1 regular income tax bracket
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In 2005, the IRS finalized the proposed regulations, with
some modifications, generally effective for taxable years end-
ing after November 20, 2003.” As explained in the preamble to
the proposed regulations, the final regulations: (i) incorporate
the guidance on the treatment of capital gains under §664(b)
(2) provided in Notice 98-20, as modified by Notice 99-17; (ii)
provide guidance for netting different classes of capital gains
and losses based on Notice 97-59; and (iii) provide guidance on
the treatment of qualified dividend income under §664(b)(1).

B. Prior Calculation Rules

1. Treatment of Contingencies Before the Tax Reform
Act of 1984

Before the Tax Reform Act of 1984, the IRS had ruled
that a charitable remainder trust (CRT) was not qualified if it
terminated on a beneficiary’s remarriage, because the duration
of the trust was not based on either a term not in excess of 20
years or a life (or lives) in being.”*' A trust could qualify if the
annuity or unitrust amount payable to a spouse was reduced,
but not discontinued, on the occurrence of a specified event
(e.g., remarriage) and the amount of the reduction was there-
after paid to the charitable remainder beneficiary.”” However,
an estate tax charitable deduction was not allowed for the val-
ue of the contingent annuity or unitrust amount that would be
payable to the charitable remainder beneficiary on the benefi-
ciary’s remarriage.”

The Tax Reform Act of 1984 added §664(f), which allows
noncharitable annuity and unitrust payments to end upon the
occurrence of a “qualified contingency” and, thereby, acceler-
ates the charitable remainder interest. A contingency is quali-
fied provided it does not extend the duration of the otherwise
allowable trust term. The existence of a qualified contingency
is not taken into account for purposes of determining the value
of any charitable contribution or the actuarial value of any in-
terest. Section 664(f) applies to transfers made after December
31, 1978.

2. Deduction Calculations for Valuation Dates Before
May 1, 1989

If the appropriate valuation date for the charitable remain-
der interest was after November 30, 1983, and before May 1,
1989, the present value of the charitable remainder is deter-

(ATRA), and capital gains rates are affixed to thresholds under a “maximum
zero rate amount” and a “maximum 15% rate amount” (2017 Act).

*®T.D. 9190, 70 Fed. Reg. 12,793 (Mar, 16, 2005); Reg. §1.664-1(d)(1)
(ix). The rules requiring long-term capital gains to be distributed in a specified
order and the rules providing for the netting of capital gains and losses apply
to taxable years ending on or after December 31, 1998. The rule in the second
sentence of Reg. §1.664-1(d)(1)(vi) (including long-term capital gains or losses
the trust properly took into account before 1997 in the all other long-term cap-
ital gains and losses category) applies to taxable years ending on or after 1998.
The rule in the third sentence of Reg. §1.664-1(d)(1)(vi) (including long-term
capital gains and losses the trust properly took into account on or after January
1, 1997, and before May 7, 1997, if not treated as distributed in 1997, in the all
other long-term capital gains and losses category) also applies to distributions
made in taxable years ending on or after 1998.

*Pub. L. No. 98-369.

*'Rev. Rul. 76-291.

*2Rev. Rul. 76-291.

**Rev. Rul. 76-291.
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mined under Reg. §20.2031-7A(d)(6), Tables A and B, which
use an assumed 10% interest rate.”

Example: On January 1, 1988, a grantor who is nearer
age 60 transfers property with a net fair market value
of $100,000 to an annuity trust and retains an annuity,
payable annually on December 31, of $5,000 for life. The
present value of the annuity equals the factor for age 60,
taken from Table A of Reg. §20.2031-7A(d)(6), which is
7.4491, multiplied by the amount of the retained annuity
($5,000), or $37,246. The value of the charitable remain-
der interest equals $62,754 ($100,000 — $37,246).

Where the annuity is payable for a term certain, the grantor
must use a factor from Table B of the regulations to compute
the present value of the annuity.”” In the alternative, if the an-
nuity is measured by the life of the survivor of two or more in-
dividuals or a term certain concurrent with one or more lives,
the grantor must use a special factor.” Finally, if an annuity is
payable at the end of less than annual periods (e.g., quarterly or
semiannually), or if the payment of an annuity is to be made at
the beginning of the payment period, special adjustments must
be made to the Table A or Table B factors.”

For unitrust transfers made after November 30, 1983, and
before May 1, 1989, the adjusted payout rate is determined
using Table F(1) in Reg. §1.664-4A(d)(6). If the transfer was
made after April 30, 1989, and before May 1, 1999, and the uni-
trust amount is payable for the life of an individual, it is neces-
sary to use Table U(1) in Reg. §1.664-4A(e)(6) to calculate the
unitrust adjustment factor.

3. Deduction Calculations Before the Issuance of the
Regulations Under §7520

Notice 89-24"* contained guidelines for the valuation of
interests in accordance with §7520 before the IRS published
regulations. In particular, the Notice contained a formula that,
together with the applicable monthly discount rate, could de-
termine the value of an annuity interest for a term of years in
a charitable remainder annuity trust (CRAT). Also, before the
publication of tables in the regulations, Notice 89-60 provided
some of the tables necessary to calculate the value of interests

“Reg. §25.2512-5A(d)(6), the gift tax regulations for the valuation of pre-
May 1, 1989, annuity interests, cross referencing the estate tax valuation ta-
bles in Reg. §20.2031-7A(d)(6). The tables in the regulations are based upon
a 10% discount rate and are gender neutral. May 1, 1989, is the effective date
of §7520. See Technical and Miscellaneous Revenue Act of 1988, Pub. L.
No. 100-647, §5031. Reg. §20.2031-7A governs the valuation of annuities for
which the valuation date is before May 1, 2009. Any transfer after December
31, 1970, and before December 1, 1983, is subject to the 6% gender-specific
valuation tables that were set forth in former Reg. §20.2031-10 and §25.2512-9
before their amendment by T.D. 8540, 59 Fed. Reg. 30,100 (June 10, 1994).
See also Reg. §20.2031-7A(c). Reg. §20.2031-7A(d)(1), §25.2512-5A(d)(1)
(1)(B), and §25.2512-5A(d)(1)(i)(C) contain transitional rules under which an
election can be made to have the 6% tables, rather than the 10% tables, apply
to certain transfers made after November 30, 1983.

“®Reg. §20.2031-7A(d)(6).

“Reg. §20.2031-7A(d)(5), §25.2512-5A(c). Some of these factors were
published in former IRS Publication 723E, Actuarial Values II: Factors at 10
Percent Involving One and Two Lives.

“TReg. §20.2031-7A(d)(2), §25.2512-5A(d)(2).

3 A transferor could rely on Notice 89-24 in lieu of the §7520 regulations
if the transfer was made after April 30, 1989, and before June 10, 1994, the date
the regulations were issued. Reg. §1.7520-4(a), §20.7520-4(a), §25.7520-4(a).
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in CRTs and pooled income funds. Factors for determining the
value of a charitable remainder interest in a single life annuity
trust were found in Table R(1) using the age of the income ben-
eficiary and the applicable interest rate. Factors for determining
the value of the charitable remainder interest where the non-
charitable interest was for a term certain were found in Table
B. Notice 89-24 and Notice 89-60 were both superseded by the
publication of regulations.

4. Prior Marital Deduction Provisions

The Economic Recovery Tax Act of 1981 (ERTA)™ en-
acted §2523(g), providing that a gift tax marital deduction is
available for the gift of an annuity or unitrust interest in a
CRT to the donor’s spouse as the sole noncharitable beneficia-
ry other than the donor. Before the enactment of §2523(g), the
gift of an annuity or unitrust interest to a spouse was consid-
ered a nondeductible “terminable interest.” ERTA also added
§2523(f), which allows a donor to elect the §2523(a) marital
deduction for a transfer in which his or her spouse receives a
life income interest (the QTIP provisions). Transfers to a CRT
in which the transferor’s spouse receives the annuity or unitrust
interest are not eligible for the QTIP election, since the spouse
will not receive a qualifying income interest in the property.
See the gift tax discussion at IV.I., above. However, for CRTs
established before October 24, 1992, the marital QTIP deduc-
tion was available, if elected, for the value of the annuity or
unitrust interest.

5. Estate Tax Deduction for Successor Annuity or
Unitrust Interests Before Boeshore

In Rev. Rul. 76-225, the IRS ruled that an estate tax char-
itable deduction was not allowable for the value of an annuity
interest in a CRAT passing to a §170(c) organization upon the

%Pub. L. No. 97-34.
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death of the individual recipients. The ruling held that the pay-
ment did not constitute a “guaranteed annuity interest”* and,
therefore, was not deductible. A gift tax charitable deduction
presumably would not be allowed under similar circumstances,
because the rules for obtaining a gift tax charitable deduction
in the case of a guaranteed annuity are similar to those gov-
erning the estate tax deduction. In PLR 8845012, however, the
IRS approved the reformation of a defective CRT and allowed
an estate tax charitable deduction for a portion of the annuity
amount payable to charity. PLR 8845012 does not refer to Rev.
Rul. 76-225 and simply states that the portion of the annuity
amount payable to charity constitutes a qualified annuity inter-
est within the meaning of §2055(e)(2)(B). It may be possible
to distinguish PLR 8845012 on the basis that, unlike Rev. Rul.
76-225, the annuity amount was payable immediately. Such a
distinction, however, would not be persuasive for income tax
purposes, given the clear language of the regulations.

Rev. Rul. 76-225 was revoked by T.D. 9068,™*' which con-
formed the estate, gift, and income tax regulations to the Tax
Court’s decision in Estate of Boeshore v. Commissioner.* The
preamble states that the effect of the regulations is to allow an
estate, gift, or income tax charitable deduction for charitable
annuity or unitrust interests that are preceded by a noncharita-
ble unitrust or annuity interest. However, Reg. §1.664-2(d) and
§1.664-3(d) still preclude an income tax deduction for the val-
ue of the charitable interests other than the remainder interest
in the CRT.

0 See Reg. §20.2055-2(e)(2)(V).

168 Fed. Reg. 40,130 (July 7, 2003).

9278 T.C. 523 (1982), acq., 1987-1 C.B. 1. Boeshore held invalid the regu-
lation disallowing an estate tax deduction for a CRT with a private interest that
preceded a charitable interest.
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Part 2: Charitable Gift Annuities

Xll. Charitable Gift Annuities: Introduction

No discussion of charitable remainder trusts (CRTs) can
be complete without a discussion of charitable gift annuities. In
many respects, charitable gift annuities are comparable to char-
itable remainder annuity trusts (CRATS); in each case an an-
nuity is payable either to the donor or others and in each case
the charitable income or estate tax deduction is computed in the
same manner. There are also substantial differences, however,
and in many cases the charitable gift annuity is preferable. Be-
cause the charity issuing the annuity is typically a public char-
ity, the self-dealing rules and other private foundation restric-
tions that apply to transactions between charitable remainder
trusts do not apply. In addition, the way gift annuities are taxed
is often superior to taxation under the charitable remainder trust
tier system. It may also be possible for individuals who cannot
create a qualifying annuity trust because of the 5% exhaustion
rule of Rev. Rul. 77-374 to create a gift annuity instead.

A. Basic Concept

A charitable gift annuity is one of the oldest planned giv-
ing vehicles. The first gift annuity was apparently issued by the
American Bible Society in 1843.”® The concept is simple: the
donor transfers cash or other assets, typically marketable secu-
rities, to a charitable organization in exchange for the unfund-

3 One of the first documented cases of a charitable gift annuity involved
the celebrated painter John Trumbull (1756-1843), whose painting of the sign-
ing of the Declaration of Independence you may have seen hanging in the U.S.
Capitol building in Washington. Destitute in his old age, Trumbull agreed to
transfer over 100 of his paintings to Yale University in exchange for an annual
annuity of $1,000. Another early gift annuity was apparently issued in 1843 by
the American Bible Society, which still issues CGAs.

865-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

ed contractual promise of the charity to pay the donor, or the
donor and another person, an annuity for life. Charitable gift
annuities, unlike charitable remainder trusts, are not a creature
of statute. The charitable gift annuity is, in effect, a bargain sale
in which the donor purchases something from the charity — in
this case an annuity — for more than its actual value with the
excess deductible as a charitable contribution. Because the an-
nuitant will be relying on an unsecured promise of the chari-
ty to pay the annuity, donors need to be satisfied that the issu-
ing charity will be solvent and able to pay the annuity. Similar-
ly, charities should not undertake a gift annuity program unless
they have adequate resources to fund it. Most charities will find
it prudent to segregate funds received for gift annuity purchases
from other charitable assets and set those aside untouched for
any particular annuitant until there are no more noncharitable
interests in a particular annuity.

B. Legislative Background

Perhaps surprisingly, charitable gift annuities are not
specifically authorized by the Code. In contrast, charitable re-
mainder trusts are described in detail in §664 and the regula-
tions under that section. The only references to charitable gift
annuities in the Code are found in §514, dealing with unrelated
business income and discussed hereafter; §170(f)(10)(D), deal-
ing with personal benefits contracts; and §501(m)(5). Section
501(m) provides that certain organizations providing commer-
cial-type insurance are not exempt from tax, and §501(m)(3)
and §501(m)(5) exempt charitable gift annuities from the defi-
nition of commercial-type insurance.
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Xl Structuring the Gift Annuity

A. Bargain Sale Treatment

Because the charitable gift annuity is treated for tax pur-
poses as a bargain sale, some background about bargain sales is
useful. A bargain sale is simply the transfer of cash or property
by a donor to a charity in exchange for payment by the chari-
ty of less than the fair market value of the cash property trans-
ferred. The excess of the value of the property transferred over
the payment received by the charity is deductible as a charita-
ble contribution.

Example: Donor transfers undeveloped land worth
$1,000,000 to a charity in exchange for the charity’s pay-
ment of $600,000. The difference between the $600,000
purchase price and the $1,000,000 fair market value of the
property ($400,000) is deductible as a charitable contribu-
tion.

If the annuity is purchased with appreciated property, the
donor’s basis must be allocated between the gift portion and the
sale portion, resulting in loss of the benefit of basis to the ex-
tent it is allocated to the charitable portion. This is discussed in
more detail under Taxation of Annuity Payments at XIII.C.2.,
below. Although charitable gift annuities, like charitable re-
mainder annuity trusts (CRATS), provide a fixed annuity, there
are many differences. Not only are the payments taxed in a dif-
ferent manner, but, as discussed in more detail below, gift an-
nuities issued by public charities are not subject to the private
foundation rules made applicable to charitable remainder trusts
by §4947. Creative planning techniques taking advantage of
this difference are discussed below. In addition, gift annuities
can be deferred. On the other hand, CRATS can be established
for a term of years or for more than two lives (assuming they
pass the 5% exhaustion and 10% remainder tests).

B. Setting the Annuity Rate

Most charities follow the recommended annuity rates is-
sued by the American Council of Gift Annuities (ACGA),
which has been making maximum suggested rates available for
many years.”* The recommended maximum rates are unisex
and age-based, with the payout increasing with age, and are is-
sued for both one life and for two lives on a joint and survivor
basis. Because the gift annuity presumes a charitable element,
the annuity rates are set so that for a large enough pool of annu-
itants, on average about 50% of original contributions should
be left for the charity after the deaths of the annuitant or the an-
nuitants. The suggested rates change from time to time as pre-
vailing interest rates and market yields change. The suggested

** Although annuity rate fixing might appear to be a violation of federal
antitrust laws, the Charitable Gift Annuity Antitrust Relief Act of 1995, Pub,
L. No. 104-63, exempts charities issuing gift annuities based on ACGA rates
from antitrust laws. Since purchasers of gift annuities are primarily motivated
by a desire to help charity, the Philanthropy Protection Act of 1995, Pub. L.
No. 104-62, similarly exempts charities issuing charitable gift annuities from
application of most aspects of federal securities laws so long as donors are pro-
vided with certain basic information. Charities issuing gift annuities should be
aware, however, that state insurance regulators may require registration, specif-
ic annuity contract language, prior notification, reserve requirements, or other
actions. The Philanthropy Protection Act is discussed at XX VIILA., below.
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rates were most recently amended effective January 1, 2024.
The maximum suggested rates are available from the American
Council on Gift Annuities.””

C. One Life Annuities

1. Calculating the Deduction

Although the regulations under §170 provide that the char-
itable deduction is measured by the amount contributed over
the cost of a comparable commercial annuity,** since 1984 it
has been clear that the value of the annuity is calculated for
charitable deduction purposes by reference to the IRS tables
found in the regulations under §2031 and §2512.” As a result,
the charitable deduction will be the same regardless of whether
the annuity being valued is the annuity retained in a charitable
remainder trust (CRT) or a charitable gift annuity.”” The IRS
actuarial tables can be found in IRS Publication 1457 as well as

in the §2031 regulations, which provide as follows:™

(A) If the interest to be valued is the right of a person
to receive an annuity that is payable at the end of
each year for a term of years or for the life of one in-
dividual, the present value of the interest is computed
by multiplying the aggregate amount payable annu-
ally by the appropriate annuity actuarial factor (that
corresponds to the applicable section 7520 interest
rate and annuity period). Internal Revenue Publica-
tion 1457 includes actuarial factors for a remainder
interest in Table B (after an annuity payable for a
term of years) and in Table S (after an annuity
payable for the life of one individual when the valua-
tion date is on or after June 2, 2023).

(B) If the annuity is payable at the end of semiannual,
quarterly, monthly, or weekly periods, the product
obtained by multiplying the annuity factor by the ag-
gregate amount payable annually is then multiplied
by the applicable adjustment factor as contained in
Table K in paragraph (d)(6) of this section for pay-
ments made at the end of the specified periods.””

% American Council on Gift Annuities, Current Gift Annuity Rates (avail-
able at https://www.acga-web.org/current-gift-annuity-rates).

6Reg. §1.170A-1(d)(1).

*TThe IRS ruled in Rev. Rul. 62-137 that for purposes of §72 of the Code,
the aggregate amount of consideration paid (the investment in the contract) in
the case of life annuity contracts issued by an organization “such as a corpo-
ration, trust, fund, or foundation” other than an insurance company would be
measured by reference to the cost of a comparable contract issued by an in-
surance company. This was superseded by Rev. Rul. 84-162, which provid-
ed that the valuation tables in Reg. §25.2512-5 of the gift tax regulations and
§20.2031-7 of the estate tax regulations are to be used in valuing annuity con-
tracts issued after November 23, 1984, by such a corporation, trust, fund, or
foundation other than an insurance company.

*®There may be one difference: because the regulations under §7520 re-
quire that the probability of trust exhaustion be taken into account in valuing
annuities issued by trusts, there is an argument that a slightly enhanced chari-
table deduction may be available to a donor to a CRT that has a probability of
exhaustion greater than zero but less than 5%. In addition, charitable remainder
annuity trusts must pass the 5% exhaustion test of Rev. Rul. 77-374 to qualify
at all.

“Reg. §20.2031-7(d)(2)(iv), §25.2512-5(d)(2)(iv), T.D. 9974, 88 Fed.
Reg. 37,424 (June 7, 2023) (effective June 1, 2023).

“1f the payments are made at the beginning rather than the end of each
payment period, the applicable adjustment factor is found in Table J rather than
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The following example illustrates calculation of a life an-
nuity from the IRS tables:

Example: In April 20X1 Donor, age 69, purchases a char-
itable gift annuity from Charity X for $100,000, payable
quarterly at the end of each quarter. The American Council
on Gift Annuities maximum recommended annuity is
6.0%, or $6,200. The donor is therefore entitled to receive
an annuity of $6,200 a year for life. The §7520 rate for
April 20X1 is 5.4%. Under Table S (available at
https://www.irs.gov/retirement-plans/actuarial-tables), the
annuity factor at 5.4% for an individual aged 69 is
10.0657. Under Table K, the adjustment factor for pay-
ments made at the end of each quarter at the rate of 5.4%
is 1.0200. The amount of $6,200 is multiplied by the factor
10.0657, and the product is multiplied by 1.0200. The
present value of the annuity is, therefore, $62,407 and
the charitable remainder is worth $100,000 — $62,407 =
$37,593.

Note that the IRS tables to do not provide annuity factors
for two lives. The two-life factor can be determined by sub-
tracting the remainder factor from 1 and dividing it by the ap-
plicable §7520 rate.

Example: The IRS Tables provide that at the July 20X1
§7520 rate of 4.6%, the actuarial value of the remainder
after two lives ages 70 and 75 is .46095. The number 1 mi-
nus .46095 = .53905, and .53905 + the section 7520 rate of
4.6% equals the annuity factor of 11.7185.

Practice Point: Software is now available for calculation of
these factors.

2. Taxation of Annuity Payments

Although a charitable gift annuity generates the same tax
deduction as a CRAT, payments are taxed to the annuitant un-
der the §72 rules for taxing commercial annuities. In the case
of a commercial annuity, the annuitant’s basis in the annuity
(i.e., the “investment in the contract”) is spread over the annu-
itant’s life expectancy and recovered tax free. The remaining

Table K. Reg. §20.2031-7(d)(2)(iv)(C), §25.2512-5(d)(2)(iv)(C), as amended
by T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023), applicable on or after June
1,2023.

portion of each payment from a commercial annuity is taxed
as ordinary income. Once the annuitant has completely recov-
ered the basis in the contract, the payments received thereafter
are fully taxable.””" In the case of a charitable gift annuity with
an annuitant who dies before life expectancy — and has, there-
fore, not fully recovered the investment in the contract — the
remaining unrecovered basis is allowed as a charitable deduc-
tion on the annuitant’s final income tax return. Calculation of
the taxation of the annuity payments from a charitable gift an-
nuity is more complicated because a charitable gift annuity is
a bargain sale; the investment in the contract is not the amount
contributed in exchange for the annuity but that portion of the
purchase price that is attributable to the purchase of the an-
nuity. The purchase price is easily determined by subtracting
the amount contributed from the portion that is deductible as
a charitable contribution. What remains is the purchase price
of the annuity. The annuitant’s (or annuitants’) life expectan-
cy(ies) is (are) not derived from the §7520 mortality assump-
tions used to calculate the charitable deduction, but from the
§72 return multiples found in tables V and VI. The return mul-
tiples are simply years of life expectancy. The return multiple
found in the table must then be adjusted up or down to reflect
frequency of payment.

Example: A donor whose nearest age is 70 contributes
$100,000 to Charity X in exchange for an immediate chari-
table gift annuity payable quarterly at the end of each quar-
ter. The donor elects to use the §7520 rate in effect for the
month of the gift. That rate is 3.4%. Charity X issues gift
annuities at maximum American Council on Gift Annu-
ities rates. The ACGA rate at age 70 is 5.6%, so the annual
annuity is $5,600. Using the calculation method described
above, the charitable deduction is $36,178.48. Therefore,
the amount of the contribution allocable to the cost of the
annuity (the “investment in the contract”) is $100,000 mi-
nus $36,178.48, or $63,821.52. The donor’s life expectan-
cy (the section 72 Table V return multiple) is 16.0. If pay-
ments are made other than monthly the return multiple
must be adjusted using the frequency of payment adjust-
ment table found at Reg. §1.72-5:

! Before the 1986 tax law changes, the annuity continued to be partly non-
taxable even after the annuitant had recovered investment in the contract over
life expectancy.

If the number of whole months from the| 0-1 2 3 4 5 6 7 8 9 10 11 12
annuity starting date to the first payment

date is

And payments under the contract are to

be made

Annually +5 +4 +3 +2 +1 0 0 -1 -2 -3 -4 -5
Semiannually +2 +1 0 0 -1 -2

Quarterly +1 0 -1

Because the annuity is payable at the end of each quarter,
the return multiple of 16 is adjusted by subtracting 0.1.
The resulting adjusted return multiple is 15.9 years. The
expected return over the annuitant’s lifetime is the annual
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annuity of $5,600 times 15.9 or $89,040. That expected re-
turn divided by the value of the annuity, i.e., $63,821.52,
produces an exclusion ratio 71.7%. Thus, 71.7% of
$5,600, or $4,015.20, of each year’s $5,600 annuity pay-
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ment is excluded from income and $1,584.80 of each
year’s annuity payment is taxable. After 15.9 years, the
entire investment in the contract will have been recovered
and all of the annuity will be taxable.”” If the annuity is for
two lives, the calculation is the same except that the return
multiple would come from the two-life Table VI. In order
that no basis go unrecovered, as with commercial annu-
ities, a deduction is permitted by §72(b)(3) on the annui-
tant’s final income tax return for any unrecovered invest-
ment in the contract; this is true whether or not the annui-
tant was the purchaser of the contract.

Practice Point: This deduction is still available despite the
suspension through 2025 of miscellaneous itemized deductions
defined in §67. That is because §67 defines “miscellaneous
itemized deductions” as itemized deductions other than, among
other things, “the deduction under section 72(b)(3) (relating to
deduction where annuity payments cease before investment re-
covered).””

3. Annuity Purchased with Appreciated Property

If the annuity is purchased with appreciated property, the
calculation is more complicated. In that case, the basis and gain
are allocated between the gift portion and the portion attribut-
able to purchase of the annuity. If the annuitant is the purchaser
of the annuity and the annuity is nonassignable, the portion of
the gain allocated to the purchase of the annuity is spread over
the annuitant’s life expectancy and reduces (but not below ze-
ro) what otherwise would have been non-taxable return of ba-
sis.

Example: The facts are the same as in the example in XI-
II.C.2., above, except that the annuity is purchased with
$100,000 of appreciated securities held for more than a
year with a basis of $40,000. Because part of the basis
must be allocated to the charitable portion, some of the
value of that basis is lost. The annuity value of $63,821.52
is 63.82152% of the total amount contributed. Thus,
63.82152% of the $60,000 gain ($100,000 — $40,000), or
$38,292.91, will be spread over the donor’s life expectan-
cy of 15.9 years. Therefore $2,408.36 ($38,292.91 + 15.9)
of each payment will be capital gain. That leaves only
$1,606.84 as nontaxable income each year, and, as in the
first example, $1,584.80 to be taxed as ordinary income.

If the purchaser is not the annuitant, the gain is recogniz-
able immediately. In the two-life situation, if the donor is the
sole owner of the appreciated property, the gain will be spread
over that person’s life only. A common strategy where annu-
itants are spouses and only one spouse owns the appreciated

»2 A different scheme was in effect before 1987. Prior to amendment of
§72(b), the exclusion ratio continued to be applied even after all of the basis
was recovered.

7 867(b)(10).
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property used to purchase the annuity is to transfer the property
to joint name so that both spouses can be the purchaser. In that
case the gain can be spread over both life expectancies, result-
ing in less gain being recognized each year.””

Caution: If the annuity is granted in an employment con-
text, §83 may cause the employee to be taxed immediately on
the discounted value of the annuity.

4. Electing the Section 7520 Rate in Valuing the
Annuity

Effective on January 1, 2018,” charities now have many
more donors who do not itemize. They should, therefore, take
special care in working with donors who purchase charitable
gift annuities. Section 7520 provides that in valuing a gift any
part of which is deductible as a charitable deduction, the donor
can elect the §7520 rate for the month of the transfer or either
of the two prior months.” In the case of charitable gift annu-
ities, choice of a higher interest rate produces a higher charita-
ble deduction. Choice of a lower interest rate produces a lower
charitable deduction but results in more of each payment be-
ing excludible from income as part of the nontaxable return of
basis in the contract. Because fewer people will be itemizing,
perhaps the default for charities issuing gift annuities is to opt
for the lower interest rate for reporting purposes. Even better,
of course, is to inquire of each donor when the annuity is is-
sued whether the donor itemizes and, if the donor does itemize,
whether a higher income tax deduction or exclusion of more of
each payment is preferred.

Example: In July 20X1, a donor, age 70, purchases a
$100,000 charitable gift annuity with cash. The annuity
will be paid quarterly at the American Council on Gift An-
nuities recommended annuity rate of 5.6%, or $5,600. If
the donor defaults to the July 20X1 §7520 rate of 4.6%, the
income tax deduction will be $41,910.64 and $3,651.20
of each year’s $5,600 annuity will be excludable from in-
come. However, if this non-itemizing donor had elected
to use the May 20X1 §7520 rate of 4.2%, the amount
of each payment excluded from income each year would
have been $3,768.80 until the donor’s basis in the contract
was fully recovered over the next 15.9 years.

4 Taxation of non-charitable private annuities purchased with appreciated
property is radically changed by proposed regulations, REG-141901-05, 71
Fed. Reg. 61,441, issued on October 18, 2006. Once those regulations are ef-
fective, in the case of a private annuity the purchase with appreciated proper-
ty will result in immediate recognition of gain, i.e., gain cannot be spread out
over the annuitant’s expected life. The IRS had this to say about charitable gift
annuities purchased with appreciated property: “This notice of proposed rule-
making does not propose to change the existing regulations in §1.1011-2. How-
ever, comments are requested as to whether a change should be made in the
future to conform the tax treatment of exchanges governed by section 1.1011-2
to the tax treatment prescribed in these proposed regulations.” Preamble to
REG-141901-05. The IRS has taken no steps since to indicate its intentions
with regard to charitable gift annuities purchased with appreciated property.

*¥Under the Tax Cuts and Jobs Act, Pub. L. No. 115-97.

6 A link to a model election is in the Additional Resources section below.
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XIV. Deferred Gift Annuities

A major difference between charitable gift annuities and
charitable remainder trusts is that payments from charitable gift
annuities can be deferred. This can be a useful tool for individ-
uals who would like to generate an income tax deduction dur-
ing their high-tax earning years while also providing a stream
of income for retirement. As with current gift annuities, most
charities follow American Council on Gift Annuities (ACGA)
deferred gift annuity rates. The method for determining the
rate, however, is somewhat more involved than simply looking
957

at the ACGA rate table, and takes several steps:
1. Determine the annuity starting date, which is:

*One year before the first payment, if payments are
made annually.

* Six months before the first payment, if payments are
made semi-annually.

* Three months before the first payment, if payments
are made quarterly.

* One month before the first payment, if payments are
made monthly.

2. Determine the number of whole and fractional years
from the date of the contribution to the annuity starting
date (the deferral period). Express the fractional year as a
decimal of four numbers.

3. Use the following formula to determine the compound
interest factor:™

o F =1.0425°, where

*"New York and New Jersey may require different interest factors for de-
ferred gift annuities with longer deferral periods.

*$The ACGA website should be consulted to determine if the discount fac-
tor is still current.
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— F is the compound interest factor, and
— d is the deferral period

Example: If the period between the contribution date and
the annuity starting date is 10.25 years, the compound in-
terest factor would be 1.0425'"* = 1.532074.

4. Multiply the compound interest factor (F) by the imme-
diate gift annuity rate for the nearest age or ages of a per-
son or persons at the annuity starting date.

Example: If the sole annuitant will be nearest age 65 on
the annuity starting date and the compound interest factor
is 1.532074, the deferred gift annuity rate would be
1.532074 times 5.4%, or 8.3% (rounded to the nearest
tenth of a percent.)

A. Calculating the Deduction

Calculation of the value of a one life deferred gift annuity
is more complicated for an immediate annuity; most practition-
ers will use software for this purpose. But the basic idea is sim-
ple: take the annuity factor for an immediate annuity beginning
at the starting age and multiply it by both a discount factor for
the period of deferral and the probability of survival from the
annuitant’s age with annuities issued until the annuity starting
date. Calculation of the value of a two-life deferred gift annuity
is an extremely complex, many-step process; practitioners will
almost invariably require software for this purpose.

B. Taxation of Annuity

Once the values of the annuity and charitable portions
have been determined, taxation of each annuity payment is cal-
culated in the same manner as for an immediate annuity de-
scribed above, whether or not appreciated property has been
used.
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XV. Gift Tax Rules

A. One Life Immediate Gift Annuity

The purchaser of a one life annuity for the donor’s life
makes a gift of the remainder interest to charity that qualifies
for the gift tax charitable deduction. The purchaser of a one life
annuity for a life other than the donor makes a gift of the life
income interest, but the gift qualifies for the §2503 gift tax pre-
sent interest exclusion.” If the donor retains the right to revoke
the income interest, no gift is made at the time the annuity is
purchased; however, a gift is made with each annuity payment
that qualifies for the gift tax annual exclusion. Retention of the
right to revoke causes the remaining value of the annuity to be
included in the donor’s estate for estate tax purposes.

B. Two Life Immediate Gift Annuity for Donor and a
Second Person

The purchaser of an annuity for the donor’s life followed
by a second life makes a gift of the successor income interest as
well as a gift of the remainder (which qualifies for the gift tax
charitable deduction). However, because the survivorship inter-
est will not commence until the future, it does not qualify for
the present interest annual exclusion under §2503.” The tax-
able gift of the successor income interest can be avoided by re-
taining the right to revoke the successor income interest, which
will also cause estate tax inclusion at the donor’s death of the
value of the remaining life interest. The purchaser of a joint and
survivor annuity makes a current gift of a portion of the annuity
payments to the other joint annuitant, but, because that annuity

% Under the Taxpayer Relief Act of 1997, Pub. L. No. 105-34, the $10,000
annual exclusion is indexed for inflation in $1,000 increments for calendar
years after 1998. See §2503(b)(2). For 2018, the annual exclusion is $15,000.
Rev. Proc. 2017-58, §3.37(1).

*“1f the taxable gift of the successor annuity is to a non-spouse, the donor
and his or her spouse can elect to gift-split. This will equalize the spouses’ use
of their lifetime exemptions. Gift-splitting is often used to obtain additional an-
nual gift tax exclusions, but those are not allowable for future interests.

865-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

interest commences immediately, it will qualify for the gift tax
annual exclusion.

C. Deferred Gift Annuity

Because a deferred gift annuity will commence only in the
future, is likely that the IRS would characterize the annuity as
a future interest not qualifying for the present interest gift tax
exclusion. That conclusion is reinforced by the fact that, as not-
ed above, gift annuity contracts invariably prohibit assignment
of the contract to prevent present taxation of the stream of pay-
ments. This feature seems to make gift annuities different from
other assets, such as term life insurance policies, which provide
for payment only in the future.

D. Marital Deduction Gift Tax Issues

The marital deduction issues involved in charitable gift an-
nuities are surprisingly complex. If the donor’s spouse is the
only annuitant, the gift qualifies for the gift tax marital deduc-
tion because it is not a terminable interest; no interest passes
to someone other than spouse at termination of interest. If the
contract provides for payment of an annuity to the donor for
life and then to the donor spouse for life, it is not clear whether
the marital deduction is available for the spouse’s survivorship
interest. Section 2523(f)(6) provides for a marital deduction for
the spouse’s survivorship interest in a joint and survivor annu-
ity only. In that case, the donee spouse’s interest is treated as
a qualifying income interest for life and the donor spouse is
treated as having made a QTIP election unless the donor spouse
elects out. What about an annuity for the donor followed by
continuing life annuity for the donor’s spouse? Because of un-
certainty, the donor spouse should retain the right to revoke the
survivorship interest. This retention can be an inter vivos or a
testamentary right; there is no trust to cause inclusion under
§2036, as there would be in the case of a charitable remainder
trust. If the annuity may be funded with joint property, each
spouse could retain the right to revoke the other spouse’s sur-
vivorship interest.
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XVI. Estate Tax Rules

A. General Estate Tax Rules

As with commercial annuities, the death of the annuitant-
purchaser of a one life gift annuity ends all rights in the annuity.
Because nothing passes to another person, nothing is includible
in the decedent’s estate. If the annuity continues for another
person, the actuarial value of the survivorship interest will be
included in the decedent’s estate. A marital deduction will be
available to the spouse as the successor beneficiary. Charitable
gift annuities can be created at death by testamentary transfer
so long as the value of the annuity and, therefore, the charitable
estate tax deduction are ascertainable at death. This is typical-
ly accomplished by providing for payment of an annuity at the
American Council on Gift Annuities maximum recommended
annuity rate in effect at the decedent’s death. The amount of
the annuity will depend, of course, on the annuitant’s age at the
time of the decedent’s death and the deferral period, if any. The
difference between the amount of the bequest and the actuarial
value of the annuity will be deductible as an estate tax charita-
ble deduction.”

865-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

B. Marital Deduction Estate Tax Issues

A gift annuity created at the donor’s death for a spouse
qualifies for the estate tax marital deduction because it is not
a terminable interest; nothing passes to someone else after the
spouse’s death.”” If the annuity is created for the donor and then
the spouse, a marital deduction is available because the annu-
ity is treated as a QTIP. In that situation, the QTIP election
is deemed made automatically unless the decedent’s executor
elects out of automatic QTIP treatment. A deferred gift annuity
may not qualify as no interest passes to the spouse until after
the deferral period; it would not qualify as QTIP property.

%!'See PLR 200230018 (involving purchase of a charitable gift annuity
with IRA distributions at death). Because IRA benefits are income in respect
of a decedent, it is not clear whether, as a result, the investment in the contract
is zero or the face amount of the distribution.

%2 See Reg. §20.2056(b)-1(g) Ex. 3. Reg. §20.2056(b)-1(f) provides that
no marital deduction is allowed if the decedent directs his executor to acquire
a terminable interest for his surviving spouse. The donor’s will or trust must
itself create the interest by means of a bequest to charity in exchange for a gift
annuity.
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XVII. Taxation of Charitable Organization Issues

As noted previously, charitable gift annuities, unlike char-
itable remainder trusts, are not creatures of statute. Because
charities issuing gift annuities could in a sense be considered
competitors of commercial insurance companies, §514(c)(5)
carves out a safe harbor for charities issuing gift annuities. If
the gift annuity issued meets the requirements of the statute,
the issuing charity will not generate unrelated business taxable
income on issuance of the annuity. Those requirements are as
follows:

(A) the value of the annuity must be less than 90% of the
value of the property received in exchange for the annuity;

(B) the annuity must be payable over the life of one or two
individuals in being at the time the annuity is issued;
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(C) the annuity contract may not guarantee a minimum
amount of payments or specify a maximum amount of
payments; and

(D) the annuity contract may not provide for any adjust-
ment of the amount of the annuity payments by reference
to the income received from the transferred property or
any other property.

The requirement that the value of the annuity be less than
90% of the contributed property ensures that charitable gift an-
nuities will not be competitive with commercial annuities.

Practice Point: Annuities issued following American
Council on Gift Annuities rate tables will not run afoul of the
10% remainder requirement except in extremely low interest
rate environments. Charities should always double check their
own software to make certain that the 10% charitable remain-
der requirement is met.
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XVIIl. Generation-Skipping Transfer Tax have minimum age limits, often 60 years old or older, so gift

Considerations annuities will not usually be created for skip persons. Section
2652(b)(3) provides that the kind of arrangements that are sub-
ject to generation-skipping tax, even though not in the form of
a trust, are “arrangements involving life estates and remainders,
estates for years, and insurance and annuity contracts.”

Generation-skipping transfer (GST) tax considerations
play a role as well. If a donor wishes to create a gift annuity
for a grandchild whose parents are living, the grandchild is a
skip person and GST exemption must be allocated in an amount
sufficient to cover the actuarial value of the grandchild’s an-
nuity. This situation will not arise frequently, as most charities
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XIX. Sophisticated Charitable Gift Annuity
Structures

Although in their original form gift annuities were struc-
tured as an unvarying annuity amount, whether current or de-
ferred, more sophisticated variations have been developed in
more recent decades. One benefit of the lack of detailed statu-
tory and regulatory requirements for gift annuities is that, un-
like charitable remainder trusts, gift annuities can be structured
as flexible arrangements. These include not only annuities that
change in payment amount, but also annuities that are delayed
but are subject to commencement at the annuitants’ election.
As long as the actuarial value of the annuity can be ascertained
when the annuity is issued, there is no prohibition against fan-
ciful and creative annuity structures. The key is structuring the
annuity so that it can be valued at inception. Planned giving
software has been developed by various providers. The annu-
ities are typically structured so that the range of charitable de-
ductions does not vary widely from one to another and so that
the amount passing to charity by actuarial calculations would
be roughly the same as with the more standard annuities issued
in accordance with American Council on Gift Annuities (AC-
GA) rate tables. This is not dissimilar from the way that some
charitable lead annuity trusts are structured, allowing increases
of an unlimited amount or even balloon payments.

Deferred annuity variations have also been developed pro-
viding for an initial deferral period followed by a window of
some years during which the annuitant can elect, or not elect,
to have the annuity commence. The longer the annuity is de-
ferred, the higher the annuity payout. In a private letter ruling
obtained by the author,”” the IRS ruled that the annuitant would
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not have constructive receipt until the annuitant actually began
receiving payments, even though the annuitant had the right to
request that payments commence at an earlier time in the win-
dow. As with increasing, or step, annuities, the annuities must
be structured so that the actuarial value of the remainder does
not vary depending on when the annuity is commenced. The
annuity must be capable of valuation at the time the annuity
is issued. Commercial planned giving software is available to
make these calculations and projections.

Subject to state law restrictions, almost any kind property
can be used to create a gift annuity. Although most charities
would not be willing to issue a gift annuity for an illiquid asset,
in some cases the charity may be willing to do so because the
property contributed may be on the charity’s wish list. For ex-
ample, the donor may own a valuable painting which he or she
would like to contribute to an art museum. At the same time,
however, the donor may want some income from the gift. The
donor could contribute the painting to a museum in exchange
for a charitable gift annuity. In cases of contributions of illig-
uid property that is to be sold, the charity may require payment
of an annuity lower than the usual ACGA rates. This is helpful
because the charity may know only within a reasonable range
what the property is likely to sell for. In such cases, the charity
may also require that the annuity be deferred for a reasonable
period to allow sale.

%3PLR 200742010.
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XX. Early Termination

If the gift annuitant no longer needs the annuity income,
can the annuitant transfer the remaining life interest to the issu-
ing charity? One might at first expect that the deduction would
be equal to the actuarial value of the annuity, as would be
the case where the donor contributes his or her remaining life
income interest in a charitable remainder annuity trust to the
charitable remainder beneficiary. Unfortunately, it appears that
different treatment applies in case of the surrender of the re-
maining life interest in a charitable gift annuity. That is be-
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cause, although the remaining life interest in a charitable re-
mainder trust is a capital asset under §1001(e), a gift annuity,
like a commercial annuity contract, is an ordinary income asset.
As aresult, it appears that only the donor’s unrecovered invest-
ment in the contract is deductible and, in the case where the en-
tire investment in the contract has been recovered (because the
donor has lived longer than the donor’s life expectancy when
the annuity was issued), no deduction is available.
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XXI. Planning Options

Because charitable gift annuities are issued by public char-
ities, transactions between the donor and the annuity issuer
are not subject to the self-dealing rules that apply to transac-
tions between charitable remainder trusts and disqualified per-
sons. This opens the possibility for various kinds of transac-
tions not possible with a charitable remainder trust. For exam-
ple, a donor could contribute an office building to a charity in
exchange for a gift annuity and lease all or part of the proper-
ty back at fair market value rent. A donor also could contribute
closely held stock to a charity in exchange for a charitable gift
annuity, and a family member could later purchase the stock
from the charity at its fair market value as determined by inde-
pendent appraisal.

The absence of self-dealing rules can be helpful in cases
where a donor wishes to contribute a residence to charity in ex-
change for an income interest but wishes to reside in the res-
idence until it is sold. Because of the self-dealing rules, this
arrangement is not possible with a charitable remainder trust
even if fair market value rent is paid. A gift annuity will work
in this situation.

Other sophisticated plans have been suggested as well. In
GCM 39826, the IRS looked favorably upon a plan in which
family members would purchase deferred charitable gift annu-
ities designed to commence when the annuitant reached col-
lege age. At that point, in theory, the student-annuitant could
exchange his or her remaining life interest in exchange for tu-
ition. The GCM approved the form of the transaction, which
was presumably otherwise in compliance with the §514(c)(5)
requirements discussed in XVIIL., above.

Other transactions may be possible as well that would not
be possible with a charitable remainder trust, such as issuance
of charitable gift annuities in exchange for S corporation stock.
A charitable remainder trust is not a permissible S corporation
shareholder, but a public charity is. The downside to public
charity ownership of S corporation stock is that all of the in-
come generated will be taxable to the charity, as will any gain
on the sale or redemption of the stock.”” It is unlikely in many
cases that a charity will be willing to issue a charitable gift an-
nuity for S corporation stock.

Other strategies may take advantage of the fact that a gift
in exchange for a gift annuity is a gift directly to charity rather
than to a trust. If a donor contributes an appreciated musical in-
strument to a charitable remainder trust, for example, the tangi-

%48512(e).
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ble personal property related use rule of §170(e) will limit the
charitable deduction to basis even if the charitable remainder
beneficiary is a symphony orchestra that will purchase the in-
strument for its own use. However, a gift of the same instru-
ment to a symphony orchestra in exchange for a gift annuity
is not subject to this limitation, and the full actuarial value of
the charitable remainder based on fair market value will be de-
ductible.

The Consolidated Appropriations Act, 2023 provided tax-
payers another opportunity to make a one-time qualified chari-
table distribution of up to $50,000 (adjusted for inflation) from
taxpayer’s IRA to split-interest entity, which is defined to in-
clude a charitable gift annuity if such annuity is funded ex-
clusively by qualified charitable distributions and commences
fixed payments of 5% or greater not later than one year from
the date of funding.”” This definition effectively prevents ad-
dition of the one-time $50,000 qualified charitable distribution
to an existing split-interest entity with existing corpus or mak-
ing additions to the split-interest entity after funding. Spouses
may each make a $50,000 election to a charitable gift annuity.
No person other than the taxpayer and the taxpayer’s spouse,
however, may hold an income interest in the split-interest enti-
ty, and the income interest may not be assignable.” A qualified
charitable distribution to a charitable gift annuity is not treat-
ed as an investment in the contract under §72(c).”” Although
§408(d)(8)(F) allows for a $50,000 qualified charitable distrib-
ution to a CRAT or CRUT, the time and expense involved in
creating a CRAT or CRUT significantly takes away from the
benefit thereof; however, such distribution to a charitable gift
annuity makes much more sense in terms of cost efficiency.

Although charitable remainder annuity trusts and chari-
table gift annuities are superficially similar (for example, the
charitable deductions is the same for each) there are many im-
portant differences.

Here is a side by side comparison of differences between
the annuity payable from a CRAT and the annuity payable by a
CGA:

%658408(d)(8)(F), added by the Consolidated Appropriations Act, 2023,
Pub. L. No. 117-328, §307 (effective for distributions made in taxable years be-
ginning after December 29, 2022). See also §408(d)(8)(F)(ii) (defining “split-
interest entity”), §408(d)(8)(G) (adjusting $50,000 amount for inflation). Ef-
fective Jan. 1, 2026, the distribution amount is $55,000. Notice 2025-67.

2 8408(d)(B)(F)(iv).

7 8408(d)B)(F)(V).
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XXI. Detailed Analysis

Comparison of CGA and CRAT Must be for one or two lives | Can be for term of years or

CGA CRAT only more thgm twoilives, or short-
Can be deferred C b deferred er of life or lives and term

an be deferre annot be deferre

- - - Charitable deduction for gift |Charitable deduction for actu-

Annuity can increase each Annuity must be fixed of remaining income interest | arial value of remaining in-
year limited to unrecovered basis come interest

Charitable remainder benefi-
ciary cannot be changed

Donor can retain right to
change charitable remainder
beneficiary

... may be zero

Donor cannot control invest-
ments

Donor can control invest-
ments

Many charities accept CGA

contributions for as little as

$5,000 or $10,000—-low ad-
ministrative costs

Not economical unless trust
will be $100,000 or possibly
greater

Part of income tax-free return
of basis

Income is taxed under the tier
system — may be entirely
taxable

Private foundation rules in-
cluding self-dealing penalties
do not apply

Most private foundations
rules apply

Not subject to 5% exhaustion
rule

Subject to 5% exhaustion rule
— may make CRAT impossi-
ble in times of low interest
rates

Most charities issue annuities
at ACGA recommended max-
imum rates

Donor sets annuity rate, sub-
ject to 5% and 10% limita-
tions

Cannot run out of money so
long as charity is solvent

Can run out of assets if trust
exhausted
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Part 3: Pooled Income Funds

XXII. Introduction and Summary of Requirements

The Tax Reform Act of 1969°* permitted certain qualified
charitable organizations to establish pooled income funds. A
pooled income fund is similar in structure to a common trust
fund. A donor makes an irrevocable transfer of assets to the
fund, where the assets are invested together with the transfers
from other donors. The donor either retains an income interest
in the assets for life or creates an income interest in another
for his or her life. An income interest may be enjoyed concur-
rently or successively. On the death of the income beneficiary,
the corpus allocated to such income interest is severed from the
fund and paid to the charitable remainder beneficiary. Pooled
income funds can be an attractive option for donors wishing
to make gifts too small to justify a separately invested charita-
ble remainder trust. Many pooled income funds accept gifts as
small as $10,000 if the donor has reached a specified minimum
age, typically age 60, although because of the low interest rates
and dividend yields of the last decade, many of those donors
will opt instead for a charitable gift annuity.

A pooled income fund is created to receive and hold prop-
erty transferred to the fund by two or more individual donors.
Although a fund need not qualify as a trust under local law,
it is taxed as a trust for federal income tax purposes, and the
grantor trust rules do not apply. The general requirements for
pooled income funds are set forth in §642(c)(5) and the regula-
tions thereunder.

The donor must give an irrevocable remainder interest in
all property transferred to the fund to an organization described
in §170(b)(1)(A), other than a §170(b)(1)(A)(vii) or §170(b)(1)
(A)(viii) organization. The donor must retain an income inter-
est for his or her life or create a life income interest in one or
more beneficiaries living at the date of the transfer. The prop-

% Pub. L. No. 91-172, §201, amending §642(c).
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erty transferred to the fund must be commingled with property
transferred by other individual donors to the fund. Generally,
the donor will not recognize any gain or loss on the transfer of
property to the fund.

A corporation can be a donor to (but not a beneficiary of)
a pooled income fund. In Rev. Rul. 85-69, the IRS stated that
nothing in the statute or regulations precludes a “person” oth-
er than an individual from being a donor to a pooled income
fund.”

A pooled income fund may not invest in any securities the
income from which is exempt from federal income taxation,
and it only may hold assets acquired in transfers satisfying the
requirements of §642(c)(5). Except for the limited exception of
a supporting organization,” the fund must be “maintained” by
the organization to which the remainder interest is contributed.
Under certain circumstances a “supporting organization™' may
act as trustee of a fund established for the benefit of a qualified
charitable remainder beneficiary.”> A donor or noncharitable
income beneficiary may not act as a trustee of the fund. The
amount of income received by the income beneficiary is deter-
mined by the annual rate of return realized by the fund.

¥ See PLR 8720065 (charitable remainder beneficiary could not hold in-
come interest in fund and retain right to revoke the interest at any time).

“Described in §170(b)(1)(A)(viii).

' A supporting organization is described in §170(b)(1)(A)(viii) and
§509(a)(3) as an organization that: (i) is organized and operated exclusively for
the benefit of, to perform the functions of, or to carry out the purposes of one
or more specified organizations described in §170(b)(1)(A)(i) through §170(b)
(1)(A)(vi) and §170(b)(1)(A)(ix); (ii) is operated, supervised, or controlled by
or in connection with one or more organizations described in §170(b)(1)(A)(1)
through §170(b)(1)(A)(vi) and §170(b)(1)(A)(ix); and (iii) is not controlled di-
rectly or indirectly by one or more disqualified persons (as defined in §4946)
other than foundation managers and other than one or more organizations de-
scribed in §170(b)(1)(A)(@i) through §170(b)(1)(A)(vi) and §170(b)(1)(A)(ix).

72 See Reg. §1.642(c)-5(b)(5).
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XXIIl.  Specific Requirements for Qualification

The regulations set forth specific requirements that all
pooled income funds must satisfy. If a fund fails to satisfy any
one of these requirements, it will not qualify as a pooled in-
come fund. Such disqualification will result in the disallowance
of certain income, estate, and gift tax charitable deductions
with respect to property contributed to the fund.

In Rev. Proc. 88-53, the IRS published a sample declara-
tion of trust and instruments of transfer for a pooled income
fund and provided that transfers to trusts in substantial compli-
ance with the sample form qualify for a charitable deduction
without the necessity of requesting a ruling.

At the same time, the IRS issued now-superseded Rev.
Proc. 88-54, stating that ordinarily it will no longer issue
rulings as to the qualification of a pooled income fund under
§642(c)(5) or whether a transfer to a fund qualifies for a char-
itable deduction. This IRS ruling position on pooled income
funds is now contained in the third annual revenue procedure
published in the first annual Internal Revenue Bulletin.”* The
IRS apparently will continue to issue rulings on specific provi-
sions in pooled income funds that substantially differ from the
sample provisions but may refuse to rule on the entirety of such
funds.””

In Rev. Proc. 88-50, the IRS reversed its long-standing
policy of not issuing rulings on prospective estate tax matters.
As aresult, taxpayers are not barred from obtaining prospective
rulings on testamentary transfers to pooled income funds, al-
though the restrictions on rulings contained in the third annual
revenue procedure still apply.

It is very important that a donor confirm that a pooled in-
come fund qualifies under §642(c)(5) before making a transfer,
because a transfer is irrevocable. With respect to funds created
before the issuance of Rev. Proc. 88-54 or funds falling outside
of the model pattern in Rev. Proc. 88-53, the donor should ob-
tain a copy of the fund’s IRS letter ruling. Where a fund has
not obtained an IRS letter ruling, the donor should ask counsel
experienced in this area to review the governing instrument be-
fore the donor makes a gift to a fund; such gifts are irrevocable
and may affect the donor’s estate plan and current income situ-
ation.

A. Contribution of Remainder Interests

When a donor transfers property to a pooled income fund,
the donor must contribute an irrevocable remainder interest in
the transferred property to or for the use of a public charity.”
At the time of the transfer, the donor must either retain an in-
come interest in the property for life or create an income in-
terest for life in one or more individuals living at the date of
the transfer.””” A gift of a contingent remainder interest will not
qualify as an irrevocable remainder interest.””®

°7 Superseded by Rev. Proc. 89-3.

7% See Rev. Proc. 2026-3, §4.01(16), §4.01(36), §4.01(52), §4.01(58).

7 See, e.g., PLR 8929070 (declining to rule on qualification of pooled in-
come fund and directing taxpayer to follow model provisions in Rev. Proc.
88-53).

7 Reg. §1.642(c)-5(b)(1).

7" Reg. §1.642(c)-5(b)(2).

" Reg. §1.642(c)-5(b)(1).
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1. Qualified Organizations

Unlike charitable remainders trusts, only organizations de-
scribed in specific clauses of §170(b)(1)(A) are qualified to
be remainder beneficiaries of pooled income funds.”” Qualified
organizations include the following:

¢ churches or conventions or associations of churches;

* educational organizations with a regular faculty and cur-
riculum and a regular student body attending resident
classes;

* hospitals;

e organizations directly engaged in continuous medical re-
search in conjunction with hospitals;

* organizations operated exclusively to hold and adminis-
ter property for state and municipal colleges and universi-
ties and governmental units;

* publicly supported organizations;™ and

* organizations directly engaged in continuous agricultural
research in conjunction with land-grant colleges or univer-
sities or non-land grant colleges of agriculture.”

Private operating foundations, private non-operating foun-
dations, “broadly publicly supported organizations,”* and sup-
porting organizations are not qualified to be remainder benefi-
ciaries.

Although a “supporting organization”™" may not have a
remainder interest in the fund, a supporting organization may
manage or maintain a pooled income fund, provided the sup-
porting organization also acts as trustee and the remainder is
vested in a qualified organization of the type outlined above.”™
In addition, the charitable remainder beneficiary’s board of
trustees must have the ability to remove the members of the
board of trustees of the supporting organization and designate
new trustees. These powers are deemed to give the public char-
ity sufficient control of the fund.”

An organization that is not a private foundation because it
is both a supporting organization described in §509(a)(3) and a
public charity by virtue of being described in §170(b)(1)(A)()

99983

° Specifically, a qualified charitable organization is one described in
§170(b)(D(A)([),  §170(b)(1)(A)G), §170(b)(1)(A)(iii), §170(b)(1)(A)(v),
§170(b)(1H(A)(v), §170(b)(1)(A)(VD), or §170(b)(1)(A)(ix). §642(c)(5)(A).

0 As described in §170(b)(1)(A)(vi) and Reg. §1.170A-9(f)(2), an orga-
nization is “publicly supported” if it normally receives a substantial part of its
support from the general public or a governmental unit. Typically, such organi-
zations include museums, libraries, community centers, and organizations pro-
viding facilities for the support of the performing arts.

B1&170(b)(1)(A)(ix), added by the Protecting Americans from Tax Hikes
Act of 2015, Pub. L. No. 114-113, Div. Q, §331(a) (effective for contributions
made after December 18, 2015). See Staff of J. Comm. on Tax’n, 114th Cong.,
Technical Explanation of the Protecting Americans from Tax Hikes Act of
2015, House Amendment #2 to the Senate Amendment to H.R. 2029 197-98 (J.
Comm. Print 2015) (qualifying agricultural research organizations to receive
special treatment consistent with treatment of medical research organizations
under §170(b)(1)(A)(iii)).

%2 A “broadly publicly supported organization” described in §170(b)(1)(A)
(viii) and §509(a)(2), and Reg. §1.509(a)-3 must satisfy a one-third support test
and a one-third gross investment test.

" Described in §170(b)(1)(A)(viii), §509(a)(3), and Reg. §1.509(a)-4.

i Reg. §1.642(c)-5(b)(5).

S Reg. §1.642(c)-5(b)(5).
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through §170(b)(1)(A)(vi) and §170(b)(1)(A)(ix) is qualified to
be the remainder beneficiary of a pooled income fund.”®

2. Only One Remainder Beneficiary

A pooled income fund may not benefit more than one
charitable remainder beneficiary.”® Before 1981, it was com-
monplace for a pooled income fund governing instrument to
provide that if the charitable remainder beneficiary ceased to
qualify upon the termination of the intervening income inter-
ests, the remainder interest was to be paid to one or more alter-
native organizations.

In PLR 8130070, the IRS ruled that a pooled income fund
with such a provision in its governing instrument did not quali-
fy, because it did not satisfy the requirement that the remainder
interest may be distributed only to one qualified charitable re-
mainder beneficiary. If the trustees of pre-1981 pooled income
funds have not already done so, they should consider an amend-
ment to the fund’s governing instrument to conform with PLR
8130070. The IRS approved an amendment in the cited ruling.
See XXIII.A.3., below, for a discussion of permissible provi-
sions for the designation of an alternate remainder beneficiary.

A national organization may maintain a pooled income
fund for the benefit of its local chapters or auxiliaries. This is
not entirely an exception to the requirement that the fund only
benefit a single remainder beneficiary, because only one local
organization would be designated as the remainder beneficiary
of each gift and the national organization would not have a re-
mainder interest in the fund.™

3. Alternative Remainder Beneficiary

The regulations require that the remainder interest be paid
to a “public charity” upon the termination of the income inter-
est.”” Rev. Rul. 85-57 states that the governing instrument may
provide for the selection of an alternative remainder beneficia-
ry by the trustee if the designated charity ceases to qualify at
the time of the termination of an income interest.

Rev. Proc. 88-53 sets forth the following sample language
for the selection of an alternative remainder beneficiary for use
in governing instruments:

If at the time of the severance of the remainder in-
terest Public Charity has ceased to exist or is not a
public charity (an organization described in clauses
(i) through (vi) of section 170(b)(1)(A) of the Code),
the amount severed shall be paid to an organization
selected by the Trustee that is a public charity.

B. Retention of Income Interest

1. Duration of Income Interest

The donor may retain, or create for one or more other ben-
eficiaries, a life income interest in the transferred property. If
the donor creates an income interest in one or more individ-

% Reg. §1.642(c)-5(a)(5)(iv).

T Reg. §1.642(c)-5(b)(1).

" See Reg. §1.642(c)-5(b)(5); PLR 200252066 (affiliates of pooled in-
come sponsor could be named as charitable beneficiaries of fund).

*Reg. §1.642(c)-5(b)(1). A “public charity” is described in Reg.
§1.642(c)-5(a)(5)(iv).
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ual beneficiaries, all of the beneficiaries must be living at the
time of the transfer to the fund.” The term of the income in-
terest must be measured by the life of each individual benefi-
ciary. In addition, an income interest pur autre vie is not per-
mitted.””' The income interest cannot be measured by the life of
another even if the other individual also is a beneficiary of the
income interest established by the same gift.”> Unlike charita-
ble remainder trusts, a pooled income fund may not have an in-
come interest measured by a term of years.””

2. Concurrent or Successive Life Beneficiaries

If the donor creates a life interest in more than one ben-
eficiary, the beneficiaries may enjoy their respective shares of
income concurrently, consecutively, or both concurrently and
consecutively.” Thus, the donor may retain the income for life
and specify that on his or her death income should be paid to
another beneficiary, such as the donor’s spouse, for life. In the
alternative, the donor may specify that two beneficiaries should
share the income. The second life income interest may com-
mence either at the date of transfer or upon the death of the
first beneficiary. The donor must specify in the instrument of
transfer the identity of the beneficiaries, their respective shares,
and the timing for the distribution.”” Rev. Proc. 88-53 sets forth
sample instruments of transfer for one life, two lives with con-
secutive interests, and two lives with concurrent and consecu-
tive interests.

3. Revocation of Income Interests

A gift to a pooled income fund must be irrevocable.”

Once a gift has been made, its terms cannot be changed, except
that the donor may reserve the testamentary right to terminate
or revoke the income interest of any designated beneficiary oth-
er than that of the charitable remainder beneficiary.”” As a prac-
tical matter, this allows a donor to measure an income interest
created in another by the donor’s life rather than by the life of
the designated beneficiary. As a result, a donor may circumvent
the requirement that the duration of an income interest must be
measured by the life of each individual income beneficiary. In
order to do so, a donor must: (1) expressly reserve the testa-
mentary right to revoke the interest in the instrument of trans-
fer; and (2) make the appropriate provision in his or her will
exercising the power of revocation.

Comment: Where the donor retains the testamentary pow-
er to terminate or revoke a beneficiary’s interest, the donor will
not be considered to have made a completed gift to the income
beneficiary for gift tax purposes unless the beneficiary is enti-
tled to receive income during the donor’s life. Otherwise, the
gift is not complete unless and until the donor dies without ex-
ercising the power of revocation. The retention of such a right,
however, will cause the interest to be included in the donor’s

“Reg. §1.642(c)-5(b)(2).

“IRev. Rul. 79-61.

*“2Rev. Rul. 79-61.

#38642(c)(5)(A).

" Reg. §1.642(c)-5(b)(2).

" Reg. §1.642(c)-5(b)(2).

9 Reg. §1.642(c)-5(b)(1).

“TReg. §1.642(c)-5(b)(2); PLR 200608002—PLR 200608003.
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estate for federal estate tax purposes. See the discussion at IX.,
above.

4. Charitable Remainder Beneficiary as Income
Beneficiary

The donor also may designate the public charity to which
the remainder interest is contributed as a recipient of an income
interest, provided there is also at least one individual recipient.
The charity must receive the income within the taxable year in
which it is earned by the fund.”® For this purpose, distributions
made within 65 days after the close of a taxable year complying
with the requirements of Reg. §1.642(c)-5(b)(7) are considered
made on the last day of such taxable year.

Comment: PLR 8720065 concluded that a corporate pub-
lic charity could not hold an income interest in a pooled income
fund, because the public charity was a corporation. Although
a pooled income fund can have a corporate donor, it cannot
have a corporate income beneficiary. This conclusion is in di-
rect contravention of the statement in the regulations that “[t]he
public charity to or for the use of which the remainder interest
is contributed may also be designated as one of the beneficia-
ries of an income interest.”””

Caution: The donor is not permitted an additional charita-
ble deduction for the value of the income interest created in the
public charity or for the amount of any income actually paid to
the organization.'™”

C. Commingling of Property

The governing instrument of the pooled income fund must
require the commingling of all property transferred to the fund
from individual donors.'™' The fund may not include property
transferred with a retained life interest other than that permitted
for a pooled income fund. The fund or any portion of its assets
may be invested or reinvested jointly with property that is held
by or for the use of the charitable organization that maintains
the fund, such as the charity’s general endowment funds, pro-
vided that the income attributable to the pooled income fund
portion is easily identifiable."”” In PLR 8903019, the IRS per-
mitted a public charity to commingle its pooled income fund
assets with its charitable remainder trust assets.

The special investment and tax rules governing pooled in-
come funds may serve to limit the desirability or practicality
of a joint investment program. For example, a pooled income
fund may not hold or invest in tax-exempt securities. This pro-
hibition would also apply to any endowment fund with which
the pooled income fund is invested.” In addition, unlike the
endowment fund of a public charity, a pooled income fund is
subject to tax on short-term capital gains, because it is not a
tax-exempt trust. The endowment fund of a public charity is not

"®Reg. §1.642(c)-5(b)(2).

" Reg. §1.642(c)-5(b)(2).

" Reg. §1.642(c)-5(b)(2). However, see the discussion of a gift of an ex-
isting income interest at VIII.B., above.

% Reg. §1.642(c)-5(b)(3).

'%2Rev. Rul. 83-19 (exempt university, as trustee, may commingle assets
of charitable remainder trusts in university endowment fund).

1% See, e.g., Rev. Rul. 74-247 (institutional trustee could invest pooled in-
come fund assets in its common trust funds only if funds held no tax-exempt
securities and could not obtain any such securities).
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subject to tax on a short-term capital gain. Accordingly, joint
investment of the assets may require the adoption of a differ-
ent investment strategy in order to avoid otherwise nontaxable
short-term gains.

A public charity may maintain more than one pooled in-
come fund. Many of the large universities maintain more than
one pooled income fund in order to implement different in-
vestment strategies for the different funds. For instance, a fund
maintained for younger donors can offer long-term growth. The
fund’s relatively low rate of return increases the value of the
donor’s charitable deduction and defers taxable income until
the donor needs it later in life. On the other hand, a public char-
ity may market a high yield fund to older donors. If an orga-
nization sponsoring multiple funds later decides to merge the
funds, it may do so without adverse tax consequences, as in
PLR 9818048. In that ruling, the IRS stated that the rate of re-
turn for the post-merger surviving fund would be determined as
if the funds had been combined for the three preceding years.

A financial institution that serves as the trustee of more
than one pooled income fund may maintain a common trust
fund described under §584 for the collective investment and
reinvestment of the pooled income funds and assets unrelated
to the funds.'”™ Such collective investment is permitted, provid-
ed separate accounting is maintained and the institution does
not violate any of the investment restrictions discussed below.

D. Investment Prohibitions

1. Tax-Exempt Securities

The governing instrument of a pooled income fund must
prohibit the trustee from acquiring or holding any securities
the income from which is exempt from federal income tax."”
Accordingly, a pooled income fund may not accept a transfer
of tax-exempt securities. In addition, where a pooled income
fund’s assets are jointly invested in a common trust fund or
other joint investment vehicle, the investments held thereunder
may not include any tax-exempt securities.'””

2. Depreciable and Depletable Assets

In Rev. Rul. 90-103, the IRS ruled that the governing in-
strument of all pooled income funds created after February 15,
1991, and all existing funds that accept additional contribu-
tions after that date, must require the creation of a depreciation
reserve pursuant to generally accepted accounting principles.
The requirement applies to any pooled income fund where the
trustee has the authority to accept or invest in, or is not specif-
ically prohibited from accepting or investing in, depreciable or
depletable property. Failure to include the necessary provisions
may disqualify the trust. Rev. Rul. 90-103 sets forth the follow-
ing two alternate provisions for inclusion in governing instru-
ments: (1) “If the trustee accepts or invests in depreciable or
depletable property, it shall establish a depreciation or deple-
tion reserve in accordance with Generally Accepted Account-
ing Principles (GAAP).” (2) “The trustee shall not accept or in-
vest in any depreciable or depletable assets.”

1% Reg. §1.642(c)-5(b)(3).
"5 Reg. §1.642(c)-5(b)(4).
109 Gee Rev. Rul. 74-247.
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Rev. Rul. 90-103 required existing funds to amend their
governing instruments on or before February 15, 1991, or
refuse to accept additional contributions. The refusal to accept
additional contributions may not always be in the discretion of
the trustee or public charity maintaining the fund, as would be
the case with a testamentary transfer to a fund.

Rev. Rul. 90-103 was modified by Rev. Rul. 92-81 to ex-
tend the time for compliance by existing pooled income funds.
The IRS stated that pooled income funds that had not modified
their governing instrument by February 15, 1991, could still
comply with Rev. Rul. 90-103 if the fund: (1) disposed of all
depreciable or depletable property before January 1, 1993; or
(2) is reformed retroactively to include the earliest date of any
contributions made after February 15, 1991. The ruling con-
tains no deadline for making such reformations.

Rev. Rul. 90-103 was the IRS’s long-awaited answer to
the question of whether a trustee must maintain a substantial
depreciation reserve for the benefit of the remainder benefi-
ciary. In GCM 38866 (Dec. 10, 1981), GCM 39076 (Apr. 21,
1983), and TAM 8347010, the IRS approved pooled income
funds with a pass-through of depreciation deductions and in-
vestment credits. The governing instruments of the funds in
question authorized the trustee to establish a reserve, but did
not require the maintenance of one except as necessary to main-
tain the actual value of the property contributed (i.e., in the
event of economic depreciation). In the absence of a reserve,
all depreciation deductions would be allocable under §167(d) to
the income beneficiaries, because such deductions are allocable
among the beneficiaries in the same proportion as the income.

In 1985, the IRS informally began to require that govern-
ing documents provide for a depreciation reserve where the
trustee was not expressly prohibited from investing in depre-
ciable property. However, a 1987 private letter ruling, PLR
8712046, which addressed the issue of a depreciation pass-
through, did not require a reserve. In 1988, GCM 39709 (Mar.
4, 1988) concluded that the IRS had the authority to require
that all funds maintain a depreciation reserve. The IRS did not
formalize this position until the issuance of Rev. Rul. 90-103.
For an example of a pooled income fund with a depreciation re-
serve satisfying the requirements of Rev. Rul. 90-103, see PLR
9334020.""

The IRS has not introduced a similar requirement with
respect to charitable remainder trusts. See the discussion at
VI.C.2.b., above.

E. Maintenance of the Fund

The regulations require that the fund be maintained by the
charitable remainder beneficiary.'™ This requirement is satis-
fied if the public charity exercises direct control over the fund
or has the ability to remove the trustee of the fund and desig-
nate a new trustee.'™”

1%7 See also PLR 200608002-PLR 200608003.

"% Reg. §1.642(c)-5(b)(5).

1% Compare Rev. Rul. 75-116 (lack of power to remove trustee disqual-
ified fund) with Rev. Rul. 74-247 (retention by charity of power to control
trustee meant that fund was qualified). See also Rev. Rul. 74-132, (fund not dis-
qualified where board of directors of supporting foundation that was acting as
trustee of pooled income fund could be removed by board of directors of public
charity).
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The regulations specifically allow a national organization
that implements its purposes through local chapters or sub-
sidiary organizations to maintain a pooled income fund for the
general benefit of all the local subsidiary organizations, provid-
ed the local organizations are also qualified public charities."*"’
For example, a donor to such a fund would designate the local
chapter or subsidiary as the recipient of the remainder interest
of the property transferred to the fund. The ability of a national
organization to establish a single fund on behalf of and for the
ultimate benefit of its local chapters permits the organization to
realize an economy of scale.'”"' The fact that local organizations
or chapters are separately incorporated from the national orga-
nization is immaterial.”"®

A supporting organization that is a hospital foundation can
be the trustee of the hospital’s pooled income fund provided the
hospital’s board of trustees has the power to remove members
of the foundation’s board of trustees and appoint the new mem-
bers."”"

A bank may act as trustee of a fund created by a qualified
charity provided the public charity retains the right to designate
anew trustee.'”"

In Rev. Rul. 96-38, the IRS ruled that a pooled income
fund maintained by a community trust will satisfy the mainte-
nance requirement, even if the donor may designate a compo-
nent fund of the community trust to receive the charitable re-
mainder. The IRS stated that as long as the community trust is
the designated charitable remainder beneficiary, the remainder
interest may be placed in a component fund that meets the re-
quirements of former Reg. §1.170A-9(f)(11)(ii). Since the reg-
ulations treat the component fund as part of the community
trust, the IRS reasoned, the community trust is the charitable
beneficiary, even though the funds will eventually be used for
the benefit of another charity.

F. Who May Serve as Trustee

The governing instrument must prohibit a donor or non-
charitable income beneficiary from serving as a trustee of the
fund."”” However, the regulations specifically permit the chari-

0Reg. §1.642(c)-5(b)(5). The IRS also requires that: (1) the national and
local organizations share an identity of aims and purposes; (2) the local orga-
nizations expressly consent to be included in the fund; (3) the governing in-
strument provide that a designated local organization may not sever its con-
nection to the fund before the death of the named income beneficiary; and (4)
the governing instrument provide that if the designated local organization is
no longer affiliated with the national organization when the remainder interest
is to be transferred, the remainder will be transferred to the national organiza-
tion or another affiliated local organization chosen by the national organization.
Rev. Rul. 92-107. See PLR 9503018, PLR 9345007 (examples of pooled in-
come funds that comply with requirements of Rev. Rul. 92-107). See also PLR
200252066 (addition of affiliates as charitable beneficiaries of trust funds sat-
isfied requirements for a pooled income fund under Rev. Rul. 92-107 and sat-
isfied maintenance requirement of §642(c)(5)(E) and Reg. §1.642(c)-5(b)(5);
proposed amendments would not cause funds to fail to satisfy requirements for
pooled income fund under §642(c)(5)).

1" See PLR 9703023.

'912p1 R 9703023. Note that, as in PLR 9203010, the local organization
may merge its separate fund into the pooled income fund of the parent organi-
zation without jeopardizing the status of the surviving fund.

'%Rev. Rul. 74-132.

"4 Reg. §1.642(c)-5(b)(5).

"5 Reg. §1.642(c)-5(b)(6).
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table remainder beneficiary to be designated as trustee.'”' How-
ever, state law may restrict the ability of the charitable remain-
der beneficiary to serve as trustee. The fund may be maintained
by an institutional or other trustee provided that the public char-
ity maintains the power to remove the trustee and appoint a suc-
cessor trustee.'"’

Practice Point: State law should be reviewed to ensure that
the trustee is a permitted party.

The prohibition against a donor or a noncharitable benefi-
ciary serving as trustee applies to members of a charity’s board
of trustees who are beneficiaries of or donors to the charity’s
pooled income fund. A fund will not qualify where the donor or
noncharitable beneficiary directly or indirectly has any respon-
sibilities with respect to the fund that are ordinarily exercised
by a trustee.""*

The mere fact that the donor or beneficiary is an officer,
director, or other official of the public charity is not sufficient
to disqualify the fund."”” Where the charitable remainder ben-
eficiary serves as trustee, the governing instrument must pro-
hibit board members and other officials who directly or indi-
rectly participate in the fund’s management from being donors
to, or beneficiaries of the fund."” Further, the governing in-
strument must exclude any trustee or other official who is a
pooled income fund beneficiary or donor from participation in
the maintenance of the fund. This requirement differs substan-
tially from those for a charitable remainder trust, according to
which a donor can serve as trustee in many circumstances.'”'

Practice Point: To eliminate this issue, a public charity that
intends to act as trustee of its own pooled income fund could
enact a board resolution similar to the following:

RESOLVED, that no trustee, officer, director, or oth-

er official of Public Charity X who is a donor to or

beneficiary of Public Charity X Pooled Income Fund

may directly or indirectly have general responsibili-

ties with respect to the fund which are ordinarily ex-

ercised by a trustee.

A bank can invest pooled income fund assets in its com-
mon trust fund provided the common trust fund does not hold
or invest in tax-exempt securities. However, note that certain
Securities and Exchange Commission banking law considera-
tions may have an impact on such collective investment even
though authorized by the regulations. A bank is not qualified to
be a trustee of a pooled income fund under which the donors
have the power to name a charitable remainder beneficiary.
In such case, the remainder beneficiary is not ascertainable
and, therefore, it could not control the investment policies or
have the power to remove the bank as trustee, ™ thus violating
the requirement that a public charity must maintain the fund
through either direct or indirect control.

The provision in a governing instrument that the payment
of a pooled income fund’s administrative expenses are to (or

10Reg. §1.642(c)-5(b)(6).

""" Reg. §1.642(c)-5(b)(5).

8 Reg. §1.642(c)-5(b)(6).

"9 Reg. §1.642(c)-5(b)(6).

120Reg. §1.642(c)-5(b)(6).

121 See Rev. Rul. 77-285 (grantor of charitable remainder trust may retain

right to remove trustee and substitute another including himself).

'2Rev. Rul. 75-116.
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may) be paid by the charitable remainder beneficiary will not
jeopardize the fund’s qualification or constitute self-dealing
prohibited under §4941 or a taxable expenditure under
§4945.1%

G. Income Realized by the Income Beneficiary

The income of each beneficiary must be based solely upon
the rate of return realized by the fund.'"” The governing instru-
ment must provide for the distribution of the net income from
the fund and must require that the net income be distributed to
the beneficiaries during the taxable year in which it is received.
If necessary, adjusting payments may be made on or before the
65th day following the close of the fund’s taxable year to en-
sure that the beneficiaries receive their full share of the fund’s
net income for that year. Any adjusting payments made during
the 65-day extension are includible in the income of the recipi-
ent as if paid on the last day of the prior taxable year.'"

Example: After the close of the fund’s year on December
31, 20X1, it is discovered that an adjusting payment must
be made to income recipient X. The payment is made on
February 15, 20X2. X must include the payment in his or
her gross income for 20X1, even though X did not receive
the payment until 20X2.

1. Amount of Income — Unit Plan

A fund’s net income generally means those receipts that
are classified as income in accordance with fiduciary account-
ing principles, less expenses of administration.'”® The amount
of income payable to the income beneficiary depends on the
rate of return earned by the fund for the taxable year. The gov-
erning instrument may provide for any reasonable method of
allocating income to participation units that reaches a result
reasonably consistent with the units of the participation method
outlined in the regulations.'””

For purposes of determining the respective interests in the
fund attributable to each contribution, the fund is divided into
units of participation.'”® All units are of equal value, and each
represents a proportionate undivided interest in the fund as a
whole."”” The trustee revalues each unit as of the first day of
the fund’s taxable year and on the first day of each quarter. The
unit value is determined as of each valuation date by dividing
the net fair market value of the entire fund as of the valuation
date by the total number of units (and fractions of a unit) out-
standing on that date. Income that is accrued but undistributed
as of any valuation date is not considered part of the fund for
purposes of its valuation. Each new contribution of property to
the fund is allocated a number of units. The allocation is de-
termined by dividing the net fair market value of the property
contributed by the value of the unit in the fund immediately be-
fore the contribution is received."™

"2 PLR 8326064.

19 Reg. §1.642(c)-5(b)(7).

' Reg. §1.642(c)-5(b)(7).

'20Reg. §1.642(c)-5(a)(5)(i). See §643(b).
"7 Reg. §1.642(c)-5(c)(2)(ii).

128 Reg. §1.642(c)-5(c)(1).

'"Reg. §1.642(c)-5(c)(2).

'%0Reg. §1.642(c)-5(c)(2)(Q)(b).
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Example: X transfers property worth $100,000 to a pooled
income fund on April 1, 20X1, a valuation date. X retains
the income interest in the property transferred. On April
1, the fair market value of the property in the fund, exclu-
sive of the new transfer, is $1,000,000 with 2,000 units of
participation outstanding. Therefore, each unit has a val-
ue of $500 ($1,000,000 + $2,000). X is allocated 200 units
($100,000 + $500).

Once determined, the number of units assigned to an in-
come interest (or share thereof) of a gift to the fund will not
change, but the value of a unit will change as the value of the
fund’s assets increases or decreases. Of course, additional gifts
by a donor with the same named beneficiaries will result in
the issuance of an additional number of units determined in the
same manner as described above. Every unit in the fund is of
equal value at all times.'”"

2. Calendar Year Requirement

The Tax Reform Act of 1986'"” required all trusts, with
the exception of wholly charitable trusts, to adopt a calendar
year as the taxable year."”” This change required pooled income
funds on a fiscal year to adopt a short year for the first fiscal
year beginning after 1986, which year began on the first day of
the fund’s fiscal year beginning in 1987 and ended on Decem-
ber 31, 1987. The income beneficiaries of a pooled income fund
were permitted to report the income earned during the short
year ratably over four years. This was designed to minimize the
impact of the “bunching” of income that otherwise would have
occurred in 1987. See the discussion at XI.A.3., above.

3. Partial Years

Income from the fund is allocated to units only for the pe-
riod during the taxable year that such units are outstanding, as
would be the case with a transfer made on other than the first
day of a fund’s taxable year. For this purpose, either the ac-
tual income for the applicable portion of the taxable year or a
prorated portion of annual income can be used. In either case,
adjustments may be necessary to reflect fluctuations in the fair
market value of the property of the fund that occur during the

1034
year.

4. Transfers Between Determination Dates

A “determination date” is the date the assets of a pooled
income fund are valued. The regulations require the fund’s as-
sets to be valued on the first day of the fund’s taxable year and
on at least three other days during the taxable year. The period
between two “determination dates” cannot be more than three
months."™

The usual practice is to designate the first day of each
quarter as the determination date. If a contribution is made to
the fund between determination dates, the number of units as-
signed to the contribution is determined by using a prorated unit

"% Reg. §1.642(c)-5(c)(2)()(b).
192pyb, L. No. 99-514, §1403.
1033 8644,

"% Reg. §1.642(c)-2(c).

"% Reg. §1.642(c)-5(a)(5)(vi).
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value as of the contribution date. The prorated unit value is cal-
culated by taking the difference between the values of a unit on
the valuation dates immediately preceding and succeeding the
date of the transfer and prorating any difference on a per diem
basis according to the number of days between valuation dates
to arrive at a unit value as of the contribution date. In determin-
ing the prorated unit value, the value of property contributed to
the fund between the preceding and succeeding determination
dates is excluded.'”

Example: The determination dates of a pooled income
fund are the last day of each quarter. On March 31, 20X1,
the fair market value of the assets of the fund is $100,000,
and there are 1,000 units of participation outstanding. On
May 31, 20X1, G transfers $10,000 to the fund. There are
no other transfers to the fund, and on June 30, 20X1, the
value of the fund is $120,000. The appreciation over the
three-month determination period is $10,000, or $3,333
per month. Thus, on May 31, 20X1, the date of G’s trans-
fer, the fair market value of the fund assets is $106,667,
and the value of a participation unit is $106.67. G receives
93.75 units ($10,000 = 106.67) for G’s $10,000 transfer.

Note: The example in the regulations'®” is unclear with re-

spect to whether appreciation in the transferred property is dis-
regarded from the date of transfer through the next determina-
tion date. Under certain circumstances, property that retains its
character after contribution may experience changes in market
value different from the change in the remaining fund assets. In
such cases, reducing the value of the corpus at the succeeding
determination date by the fair market value of the contributed
property at the time of the contribution does not accurately re-
flect the performance of the corpus during this interim period.
The language of the regulations provides that such method is
acceptable, but that other methods that yield “reasonable” re-
sults are permissible. A more “reasonable” method would ap-
pear to be one that takes into account the fluctuation in the mar-
ket value of all of the assets of the fund during the time they are
held by the fund.

5. Testamentary Transfers

Income accrues on principal earmarked for a pooled in-
come fund during the period of administration of a grantor’s es-
tate. The fund is disqualified where such income is transferred
to the fund and is payable to the income beneficiary but not in-
cluded in determining the beneficiary’s participation interest in
the fund.'”® Thus, both the principal and the income accrued on
a testamentary transfer to a pooled income fund must be trans-
ferred to the fund. The estate may retain the income accrued
from the date of death and pay it directly to the income bene-
ficiary if permitted under state law and the decedent’s will."””
Where this is the case, only the principal is transferred to the
fund, and only the property transferred, is used in computing
the participation interest.

%6 Reg. §1.642(c)-5(c)(2)(iii).
%7 Reg. §1.642(c)-5(c)(2)(iii) Ex.
'8 Rev. Rul. 76-445.

1%%9Rev. Rul. 76-445.
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6. Partial Allocation of Income to Charity

The governing instrument may provide that a portion of
the income allocable to a given participation interest may be
paid to the charitable remainder beneficiary of the fund rather
than the noncharitable beneficiary. Such income must be paid
to or for the use of the charity in the year in which the income is
realized by the fund.'” However, consistent with the treatment
of non-grantor charitable lead trusts, the donor is not entitled to
an additional charitable deduction for the gift of the income in-
terest to charity.'™'

The regulations include an example in which the govern-
ing instrument of a qualified pooled income fund provides that
the units of participation are issued based upon the relative fair
market value of the property at the time of contribution.'*” All
income from the units is payable to private beneficiaries, ex-
cept that the instrument further provides that the income allo-
cable to appreciation in the fair market value of each unit is, to
the extent in excess of its initial fair market value, to be distrib-
uted currently to a charitable organization.

H. Termination of Life Income Interest

The income interest of any designated beneficiary must ei-
ther terminate with the last regular payment before the death of
the income beneficiary or be prorated to the date of death.'™”
On the termination of an income interest, the trustee is required
to remove from the fund an amount equal to the value of the
remainder interest in the property originally transferred.'”** A
fraction or percentage of the corpus of the fund correspond-
ing to the units of participation allocable to the terminated life
interest must be severed from the fund and transferred to the
charitable remainder beneficiary. The value of this remainder
interest may be either its value on the next determination date

"M0Reg. §1.642(c)-5(c)(3).

" Reg. §1.642(c)-5(b)(2).

1%2Reg. §1.642(c)-5(c)(4) Ex. (3).

"3 Reg. §1.642(c)-5(b)(7). See, e.g., PLR 200608002-PLR 200608003 (il-
lustrating proration).

"™ Reg. §1.642(c)-5(b)(8).
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after the date of termination or its value on the last regular pay-
ment date, if the income interest is in fact terminated on such
payment date.'”™ Amounts of corpus severed from the fund
must be paid to or retained for the use of the public charity.

Rev. Rul. 76-196 involved an income beneficiary who
died on May 15. The governing instrument provided that the
income interest of each beneficiary was to terminate with the
income payment immediately preceding the beneficiary’s death
(March 15) but that the fund was to sever the assets as of the
valuation date immediately following the date of death (July 1).
Valuation dates for the fund were the first day of each quarter,
but payment dates were made on the 15th day of the second
month after the valuation date. The IRS ruled that the fund was
disqualified, because the property to be severed was not valued
as of the determination date next succeeding the termination of
the income interest (April 1) or as of the date on which the last
regular payment was made before the death of the beneficiary
(March 15).

1. Death Taxes

Unlike charitable remainder trusts, pooled income funds
are not subject to the requirement imposed by Rev. Rul. 82-128
that the survivor beneficiary’s income interest cannot become
effective unless the survivor agrees to be responsible for any
taxes for which the fund may otherwise be liable upon the death
of the first beneficiary. Rev. Rul. 82-128 established this rule,
prohibiting the possibility of payment of taxes, based on the
requirement that a charitable remainder trust may not pay any
amount other than the “unitrust amount” or “annuity amount”
to a noncharitable beneficiary. GCM 39012 (Mar. 18, 1993)
states that the possibility that a pooled income fund could be
liable for such taxes will not disqualify the fund, because the
statutory requirements for pooled income funds do not pre-
scribe a similar directive concerning amounts payable to the
noncharitable beneficiaries.

" Reg. §1.642(c)-5(b)(8).
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XXIV. Type of Property Contributed to or Held by
a Pooled Income Fund

With the exception of the prohibition on the holding of
tax-exempt securities, the Code and regulations do not impose
any limitations on the type of property that may be contributed
to or held by a pooled income fund. As a practical matter, many
pooled income funds accept only gifts of cash and marketable
securities.

A. Property Subject to an Indebtedness

A donor recognizes no gain or loss on the transfer of
appreciated property to a pooled income fund, provided the
transferred property is not subject to any outstanding indebted-
ness.'"™ The donor recognizes gain to the extent of any indebt-
edness as provided by the bargain sale rules.'” The IRS has
ruled that a fund’s investment in an office building does not
disqualify the fund, even where the fund assumes a mortgage as
part of the transaction.™ In PLR 8002034, the IRS sanctioned
the transfer to a pooled income fund of a farm encumbered by a
lease to a tenant farmer and by a mortgage on which the donor
was obligated.

If the donor transfers property to the fund and receives
property in return from the fund, the fair market value of the
property received from the fund is deemed to be the amount re-
alized and the transaction is subject to tax.'*”

Comment: In the case of a transfer of property in exchange
for any other property, the bargain sale rules of §1011(b) may
apply such that if a charitable deduction is allowed by reason
of a sale, then the adjusted basis for determining the gain from
such sale shall be that portion of the adjusted basis which bears
the same ratio to the adjusted basis as the amount realized bears
to the fair market value of the property.'”

B. Tangible Personal Property

A contribution consisting of a transfer of a future interest
in tangible personal property is deemed to be complete only
when all intervening interests and rights to the actual pos-

1M Reg. §1.642(c)-5(a)(3).

'%781011(b).

'"5Rev. Rul. 79-387.

1% Reg. §1.642(c)-5(b)(3), §1.170A-5(b) Exs. 6, 7.
1% See, e.g., PLR 8002034,

865-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

session or enjoyment of the property have either expired or
are held by persons other than the taxpayer or persons who
would be considered related to the taxpayer under §267(b) or
§707(b)."”" Accordingly, an income tax charitable deduction
for a contribution of tangible personal property to a pooled in-
come fund is not available in the year of the transfer unless
the donor concurrently gives the income interest to an “unre-
lated” beneficiary not related to the donor under §267(b) or
§707(b), including family members of the taxpayer, corpora-
tions and partnerships controlled by the taxpayer, and trusts of
which the taxpayer is a fiduciary or beneficiary.'”” If tangible
personal property contributed is long-term appreciated capital
gain property and is not related to the furtherance of the public
charity’s exempt purpose, the deduction is subject to a reduc-
tion equal to 100% of any appreciation attributable to the gift
portion of the transfer.'”” Because a pooled income fund (un-
like the sponsoring charity) is never engaged in its own chari-
table activities, the income tax deduction for a gift of tangible
personal property to charity arguably will be limited to basis.

C. Depreciable Property

Rev. Rul. 90-103 requires governing instruments of
pooled income funds to either prohibit the trustee from accept-
ing or investing in depletable or depreciable assets or to main-
tain a depreciation reserve in accordance with generally ac-
cepted accounting principles. See the discussion at XXIII.D.2.,
above.

'%18170(a)(3).

1%28170(a)(3).

1938170(e)(1)(B)(i); Reg. §1.170A-4(b)(3). As discussed in XLA.3.,
above, §170(e)(1)(B)(iii), as added by the American Jobs Creation Act of 2004,
Pub. L. No. 108-357, §882(a), limits a donor’s initial income tax charitable de-
duction for a contribution of certain intellectual property to the donor’s basis
in such property or, if less, the property’s fair market value, effective for con-
tributions made after June 3, 2004. Under §170(m), as added by Pub. L. No.
107-357, §882(b), the donor may also be entitled to an income tax charitable
deduction for certain additional amounts in the year of contribution or in sub-
sequent taxable years based on a specified percentage of the “qualified donee
income” received or accrued by the donee on such property.

07/01/2026 A -137






XXV. Valuation of Income and Remainder Interest

For income, estate, and gift tax purposes,” the deductible
value of the remainder interest in property transferred to a
pooled income fund is the present value of the remainder in-
terest at the time of the transfer of the property.'” The present
value of the remainder interest is determined by subtracting the
present value of the life income interest from the fair market
value of the property on the date of transfer or, if elected for
estate tax purposes, the §2032 alternate valuation date.'” As
discussed below, the present value of the life income interest
depends upon two factors, the actuarial life expectancy of the
income beneficiary and the fund’s deemed rate of return.

Comment: The fact that under the terms of the governing
instrument the beneficiary of the income interest may not be
entitled to the last income payment on termination of the in-
come interest is not taken into account in determining the pre-
sent value of the life income interest.'””

A. Computation of the Present Value of the Life Income
Interest

In the case of an interest for one life, a donor may use
Table S set forth in Reg. §1.642(c)-6(e)(6)'™* to compute the
value of remainder interests in pooled income fund transfers af-
ter April 30, 2009. (The calculation of the deemed rate of return
of the fund is discussed below.) A donor should attach to his
or her federal income tax return on which the deduction is first
claimed a brief statement showing the calculation of the present

1938170, §2055, §2106, §2522.

"5 Reg. §1.642(c)-6(a)(1).

1056 Reg. §1.642(c)-6(a)(2). Reg. §1.642(c)-6, which provides the actuarial
tables for valuing interests in a pooled income fund, was extensively amended
by T.D. 8540, 59 Fed. Reg. 30,100 (June 10, 1994), to reflect the enactment of
§7520, effective for transfers made on or after May 1, 1989. The former pro-
visions of Reg. §1.642(c)-6, governing valuation of transfers made before the
May 1, 1989, effective date of §7520, were removed to Reg. §1.642(c)-6A(d).
The regulations were amended again by T.D. 8819, 64 Fed. Reg. 23,187 (Apr.
30, 1999), which included temporary regulations that updated the actuarial ta-
bles, based on mortality data from the 1990 census. These regulations were fi-
nalized in T.D. 8886, 65 Fed. Reg. 36,907 (June 12, 2000). In 2009, the IRS
issued final, temporary, and proposed regulations reflecting updated mortality
data from the 2000 census. T.D. 9448, 74 Fed. Reg. 21,438 (May 7, 2009). In
T.D. 9540, 76 Fed. Reg. 49,570 (Aug. 10, 2011), the IRS finalized the proposed
regulations and removed the temporary regulations. In 2023, the IRS finalized
regulations reflecting updated mortality data from the 2010 census. T.D. 9974,
88 Fed. Reg. 37,424 (June 7, 2023). The amended regulations, which are ef-
fective for transfers to pooled income funds made on or after June 1, 2023,
are found at Reg. §1.642(c)-6. T.D. 9448 transferred the regulations containing
the tables that are effective for valuation dates after April 30, 1999, and before
May 1, 2009, to Reg. §1.642(c)-6A(f). The tables that are effective for valua-
tion dates after April 30, 2009, and before May 31, 2023, are located in Reg.
§1.642(c)-6A(g). Reg. §1.642(c)-6(e)(2) contains transitional rules that allow
the use of either the pre-June 1, 2023, or the post-May 31, 2023, tables for
transfers made during the period beginning April 30, 2019, and ending on June
1,2023.

'%"Reg. §1.642(c)-6(a)(2).

'"8Reg. §1.642(c)-6(e), as amended by T.D. 9974, 88 Fed. Reg. 37,424
(June 7, 2023) (to reflect updated mortality data for valuation dates on or
after June 1, 2023). The value of a remainder interest may also be calculated
using the remainder factors in Table S available on the IRS website at
https://www.irs.gov/retirement-plans/actuarial-tables. For transfers made after
April 30, 2009, and before June 1, 2023, a donor must consult Table S under
Reg. §1.642(c)-6A(g).
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value of the remainder interest."”” For further discussion of the
valuation rules under §7520, effective for transfers made on or
after May 1, 1989, see IV.H., above.

The actuarial factors for the computation of the value of
an income interest payable for two lives may be found in Table
R(2) on the IRS’s website at https://www.irs.gov/retirement-
plans/actuarial-tables.'” An income interest for more than two
lives requires use of a factor that is not provided in the pub-
lished actuarial tables. Although the regulations note that the
Commissioner will provide the factor for an income interest
with a survivor beneficiary upon request,'™ the filing fees now
required will usually make this an unattractive option. Sever-
al inexpensive commercial software programs are available to
compute these factors for multiple lives, which was not the case
when the regulations were issued. If a ruling is requested, the
taxpayer’s request must recite the fund’s yearly rate of return
for the three taxable years preceding the date of transfer and the
date of birth of each income beneficiary and include copies of
the relevant documents. If the Commissioner furnishes the fac-
tor, the donor should attach a copy of the letter supplying the
factor to the tax return on which the deduction is claimed.

After determining the age of the beneficiary at his or her
nearest birthday, one must determine the deemed rate of return
of the fund, which is then used as a discount factor to arrive
at the present value of the remainder interest. The deemed rate
of return of a pooled income fund is the highest annual rate of
the average yearly rate of return for the three taxable years im-
mediately preceding the year in which the transfer of property
to the fund is made.""” For this purpose, the first taxable year
of the pooled income fund, even though less than 12 months,
is considered a full taxable year. However, the rate of return
earned by the fund for a period of less than 12 months must be
annualized."”

" Reg. §1.642(c)-6(a)(3).

10TRS Publication 1457, Actuarial Valuations Version 3A (for valuation
dates after April 30, 2009), is available at no charge electronically on the IRS
website and references tables with factors for one and two lives and terms of
years at interest rates ranging from 0.2% to 20.0%. IRS Publication 1457, Ac-
tuarial Values, Book Aleph (for valuation dates after April 30, 1999 and before
May 1, 2009), is also available on the IRS website and contains tables with fac-
tors for one and two lives and terms of years at interest rates ranging from 2.2%
t0 22.0%. See also Notice 2009-18 (supplementing certain pre-May 1, 2009 ta-
bles based on mortality and certain tables not based on mortality with factors
for interest rates below 2.2%). For valuations of transfers with income interests
for more than one life and made after April 30, 1989, and before May 1, 1999,
a donor should consult former IRS Publication 1457, Actuarial Values, Alpha
Volume.

1% Reg. §1.642(c)-6(b).

192 Reg. §1.642(c)-6(c). If it appears that the highest yearly rate of return
for the three preceding years was purposely manipulated to be substantially less
than the rate of return that would be reasonably anticipated (thus increasing
the amount of the deductible remainder interest), the donor must determine
the highest yearly rate of return as if the fund had been in existence for less
than three years. Reg. §1.642(c)-6(e)(3), (valuation dates on or after June 1,
2023), §1.642(c)-6A(g) (valuation dates after April 30, 2009, and before June
1, 2023). This method is explained below. If a pooled income fund is merged
into another pooled income fund, the rate of return for the surviving fund is
determined by treating the assets of both funds as if they had been combined
during the three years preceding the merger. PLR 9513012.

%3 Reg. §1.642(c)-6(c)(2).
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Detailed Analysis

In the case of funds in existence less than three years, a
donor must use an assumed rate of return for purposes of calcu-
lating the value of the charitable remainder interest and hence
the deduction. For funds created after April 30, 1989, the regu-
lations provide the method for determining the assumed rate of
return. The donor must: (1) compute the annual average of the
monthly rates prescribed in §7520(a)(2) for each of the three
preceding calendar years, rounded to the nearest 2/10 of 1%;
(2) select the highest annual average rate; and (3) subtract 1%
from that rate. The resulting rate is the deemed rate used in
valuing the remainder interest in the property transferred to the
fund.'**

Comment: If the fund’s actual rate of return is less than
the assumed rate, the value of the remainder interest and the
donor’s charitable deduction are less than what they would oth-
erwise be. Conversely, a donor will benefit where the fund’s
actual rate of return is greater than the assumed rate.

In Rev. Rul. 85-20, the IRS ruled that, for purposes of de-
termining the present value of a life interest in a pooled income
fund under Reg. §1.642(c)-6, the first taxable year is that year
in which the pooled income fund receives assets.

The yearly rate of return of a pooled income fund is the
percentage obtained by dividing the amount of income earned
by the fund during the year by the amount equal to (i) the av-
erage fair market value of the property in the fund during the
taxable year, less (ii) the “corrective term adjustment.”* The
average fair market value of the property in the fund is the fair
market value of all property in the fund on each “determination
date,” not including any income earned by the fund, divided by
the number of “determination dates” in the taxable year.'"

Comment: For purposes of computing the rate of return,
the term “income” has the same meaning that it does in
§643(b),"™” which generally provides that income is defined by
terms of the governing instrument rather than federal income
tax law. Thus, one must consider the terms of the governing in-
strument when determining the rate of return.

To find the “corrective term adjustment,” income pay-
ments made by the fund are weighted according to the actual
quarter during the year in which they are made. Earlier pay-
ments receive the greatest weight under the formula in the reg-
ulations:'**

"% Reg. §1.642(c)-6(e)(4) (valuation dates after April 30, 2009),
§1.642(c)-6A(f)(4) (valuation dates after April 30, 1999, and before May 1,
2009; cross-referencing Reg. §1.642(c)-6(e)(4)), §1.642(c)-6A(e)(3) (valuation
dates after April 30, 1989 and before May 1, 1999). See also Prop. Reg.
§1.642(c)-6(e), §1.642(c)-6A(g). This rate must be recomputed by the fund for
each calendar year until the fund has been in existence for three tax years.
Reg. §1.642(c)-6(e)(4) (valuation dates after April 30, 2009), §1.642(c)-6A(f)
(4) (valuation dates after April 30, 1999 and before May 1, 2009; cross-refer-
encing Reg. §1.642(c)-6(e)(4)), §1.642(c)-6A(e)(3) (valuation dates after April
30, 1989 and before May 1, 1999). If the fund was created before May 1, 1989,
and after November 30, 1983, the regulations provide that, for funds in exis-
tence less than three tax years, the highest yearly rate of return is deemed to be
9%. Reg. §1.642(c)-6A(d)(2). The IRS publishes an annual revenue ruling pro-
viding the deemed rates of return for pooled income funds in existence for less
than three years. The deemed rate of return for 2023 is 2.2%, and the deemed
rate of return for 2022 is 1.6%. Rev. Rul. 2023-1.

10 Reg. §1.642(c)-6(c)(1).

1% Reg. §1.642(c)-6(c)(2).

%7 Reg. §1.642(c)-5(a)(5)(i).

"8 Reg. §1.642(c)-6(c)(3)().
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Payment Period Percentage of Payment
Last week of 4th quarter 0
Balance of 4th quarter 25
Last week of 3d quarter 25
Balance of 3d quarter 50
Last week of 2d quarter 50
Balance of 2d quarter 75
Last week of 1st quarter 75
Balance of 1st quarter 100

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-295-7

Example 1: The pooled income fund maintained by W
University is on a calendar year, and its determination
dates are the first day of each calendar quarter. The pooled
income fund earns $5,000 of income during 2018. The fair
market value of its property (determined without including
any income earned by the fund), and the income paid out,
on the first day of each calendar quarter in 2018 are as fol-

lows:"*”
Date vV allflili)?dfarr(l)(;; rty Income Payment
Jan. 1 $100,000 $1,200
Apr. 1 105,000 1,200
July 1 95,000 1,200
Oct. 1 100,000 1,400
$400,000 $5,000

The average fair market value of the property in the fund
for 2018 is $100,000 ($400,000 + by 4). The corrective
term adjustment for 2018 is $3,050, determined by apply-
ing the percentages obtained above.

Multiplication Product

100% x $1,200 $1,200
75% x $1,200 900

50% x $1,200 600

25% x $1,400 350
Sum of Products $3,050

The pooled income fund’s yearly rate of return for 2018 is
5.157%, determined as follows:

$5,000 + ($100,000 — $3,050) = 0.05157

Example 2: The pooled income fund maintained by X Uni-
versity is on a calendar year, and its determination dates
are the first day of each calendar quarter. The pooled in-
come fund earns $5,000 of income during 2018 and pays
out $3,000 on December 15, 2018, and $2,000 on Jan-
uary 15, 2019, the last amount being treated under Reg.
§1.642(c)-5(b)(7) as paid on December 31, 2018. The fair

"9 Reg. §1.642(c)-6(c)(5) Ex. (1).
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market value of its property (determined without including
any income earned by the fund), on the first day of each

calendar quarter in 2018 is as follows:

1070

Date Vaﬁl 1“01;4;1; (1)(;'; rty Income Payment

Jan. 1 $125,000 $—
Apr. 1 125,000 —
July 1 75,000 —
Oct. 1 75,000 —
Dec. 15 — $3,000
Dec. 31 — 2,000
$400,000 $5,000

The average fair market value of the property in the fund
for 2018 is $100,000 ($400,000 + by 4).

The corrective term adjustment for 2018 is $750, deter-
mined by applying the percentages obtained above.

Multiplication Product

0% x $2,000 $0

25% x $3,000 750
Sum of Products $750

The pooled income fund’s yearly rate of return for 2018 is
5.038%, determined as follows:

$5,000 + ($100,000 — $750) = 0.05038

A special calculation is required where the taxable year of
the fund consists of less than 12 months. In such case, the cor-
rective term adjustment is obtained by multiplying each income
payment made by the pooled income fund within the taxable
year by the percentage obtained by subtracting from the num-
ber 1 a fraction the numerator of which is the number of days
from the first day of the taxable year to the date of such income
payment and the denominator of which is 365."”'

B. Computation of Present Value of Remainder Interest

A donor can compute the value of the remainder interest
once the donor has determined the life expectancy factor for the
one or more income beneficiaries and the yearly rate of return
of the fund. For transfers after April 30, 1989, with a single in-
come beneficiary, Table S in the regulations is used to compute
the value of the remainder interest.'””” If the yearly rate of re-
turn is a percentage that is between the yearly rates of return
for which factors are provided by Table S, an exact method of
obtaining the applicable factors (such as through software us-
ing the actual rate of return and the actuarial formulas provided
in Sec. 20.2031-7(d)(2)(ii)(B) of this chapter) or a linear inter-

'Reg. §1.642(c)-6(c)(5) Ex. (2).

7 Reg. §1.642(c)-6(c)(3)(i).

2 Reg. §1.642(c)-6(e)(5), §1.642(c)-6(e)(6) (valuation dates on or after
June 1, 2023), §1.642(c)-6A(g) (valuation dates after April 30, 2009, and be-
fore June 1, 2023). Table S is available at https://www.irs.gov/retirement-
plans/actuarial-tables.
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polation must be used, provided whichever method used is ap-
plied consistently in valuing all interests in the same property.
The applicable remainder factors derived by an exact method
or by interpolation must be expressed to at least five decimal
places. The present value of the remainder interest is deter-
mined by multiplying the fair market value of the property on
the valuation date by the appropriate remainder factor."”

Example: M, who is 60 years old, transfers $100,000 to a
pooled income fund on July 1, 20X1, and retains a life in-
come interest. The highest yearly rate of return earned by
the fund for the three preceding taxable years is 2.2%. The
factor in Table S for 60 years of age at 2.2% is 0.64039.
This factor is multiplied by the amount of the transfer to
compute the value of the remainder ($100,000 x 0.64039
= $64,039).

The following example illustrates the computation of a re-
mainder interest when the yearly rate of return on the fund is a
percentage falling between the factors provided, using the lin-
ear interpolation method of determining the remainder.'”’*

Example: After June 1, 20X1, N, who will be 54 years and
8 months old, transfers $100,000 to a pooled income fund
and retains a life interest in the property. The highest year-
ly rate of return earned by the fund for its three preceding
taxable years is 5.43%. In Table S, the factor for 55 years
under 5.4% is 0.28442 and under 5.6% is 0.27363. The
present value of the remainder interest is $28,280, comput-
ed as follows:

Factor at 5.4% for person aged 0.28442

55

Factor at 5.6% for person aged (0.27363)

55

Difference .01079

((5.43% — 5.40%) / (5.60% — z

5.40%)) * .01079 =

z=0.00162

Factor at 5.4% for person aged 0.28442

55

Factor at 5.4% — .00162 0.28442 - 0.00162 =
.28280

Present value of remainder in- $28,280

terest

($100,000 x 0.28280)

"% Reg. §1.642(c)-6(e)(5) (valuation dates on or after June 1, 2023),
§1.642(c)-6A(g) (valuation dates after April 30, 2009 and before June 1, 2023),
§1.642(c)-6A(f)(5) (valuation dates after April 30, 1999, and before May 1,
2009).

197 See Reg. §1.642(c)-6A(f) Ex. (valuation dates after April 30, 1999, and
before May 1, 2009). Reg. §1.642(c)-6(e)(5)(ii) Ex. illustrates the computation
for valuation dates after April 30, 2009. See also Prop. Reg. §1.642(c)-6(e)(5)
(iii) for an illustration or the computation for valuations dates after the pro-
posed regulations become final.
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XXVI. Amending the Governing Instrument

A. Fund Created After May 6, 1971

Unlike the provisions for charitable remainder annuity and
unitrusts, there are no permanent reformation procedures for
defective governing instruments of pooled income funds. How-
ever, when the reformation provisions relating to charitable re-
mainder trusts were enacted in 1984, Congress directed Trea-
sury to issue regulations governing the reformation of defective
pooled income funds.'”” Until such regulations are forthcom-
ing, the procedures pertaining to the reformation of pooled in-
come funds remain uncertain. In light of this uncertainty, it
is recommended that the governing instrument authorize the
trustee to amend the governing instrument to qualify as a
pooled income fund, but that particular care should be taken in
drafting to avoid the necessity of resorting to such a solution.
Before the enactment of the §2055(e) permanent reformation
rules in 1984, it was clear that a defective pooled income fund
created after May 6, 1971, that had accepted nonqualifying
transfers of property could not be amended for the purposes of
qualifying under §642(c)(5). In any event, a donor contemplat-
ing a gift to a particular pooled income fund should consid-
er having the fund’s governing instrument reviewed by knowl-
edgeable tax counsel to avoid making an irrevocable transfer
that is not eligible for a charitable deduction and may constitute
a taxable gift.

1975 82055(e)(3)(D)(ii).
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Note: The fund’s governing instrument may be amended
to qualify prospectively if the fund has not accepted property
under a defective instrument of transfer."

The IRS has approved the merger of two pooled income
funds, with the funds of the merged fund being transferred into
the surviving fund."”’

The IRS also approved the amendment of a pooled income
fund’s governing instrument to substitute a new parent charity
for the charity originally named as the remainder beneficiary,
ruling that the change would not affect the fund’s §642(c)(5)
qualification.'”” In addition, Reg. §1.642(c)-2(e), as added in
2004, allows the amendment or reformation of a fund’s gov-
erning instrument in limited circumstances relating to the defi-
nition of fiduciary accounting income, such as to eliminate the
possibility of determining income by reference to a fixed per-
centage of, or the unrealized appreciation in, the value of the
fund’s assets, so that the fund may be considered permanently
set aside for charitable purposes. See XXVII.A., below, for fur-
ther discussion.

B. Funds Created Before May 7, 1971

Certain transitional rules apply to the amendment of oth-
erwise nonqualifying funds created before May 7, 1971.'"

1 Rev. Rul. 79-61.

7PLR 9513012.

1978 PR 200329035, PLR 200329031.
""”Reg. §1.642(c)-7.
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XXVII. Tax Considerations

The tax considerations for a pooled income fund are in
many respects parallel to the tax considerations for a charitable
remainder trust. However, one important difference is that a
pooled income fund is not a tax-exempt trust.

A. Taxation of the Fund

Although a pooled income fund is taxed as a trust under
Subchapter J, it is expressly exempt from the grantor trust
rules.'”™ A pooled income fund theoretically could be taxed as
a simple trust, because it is required to distribute all of its in-
come currently. As a result of the charitable set-aside, however,
a pooled income fund must be taxed as a complex trust.'™'

In general, it is unlikely that a pooled income fund will pay
any income tax, except to the extent of short-term capital gains
or tax on any unrelated business taxable income. A pooled in-
come fund is permitted a §661 distribution deduction for all in-
come earned that is then distributed to a beneficiary based on
the beneficiary’s percentage interest in the fund. The distribu-
tion deduction and the deduction for administration expenses
will offset all of the fund’s income with the exception of capi-
tal gains. Although all capital gains are taxable to the trust, the
trust receives a set-aside deduction for long-term capital gains
earmarked for ultimate distribution to the charitable remain-
der beneficiary.'” However, no amount of net long-term capi-
tal gain will be considered permanently set aside for charity if
the fund’s governing instrument and local law give the trustee
the power, whether exercised or not, to satisfy the income ben-
eficiaries’ right to income with either: (i) an amount equal to
a fixed percentage of the fair market value of the fund’s as-
sets (i.e., a unitrust amount), whether determined each year or
averaged over multiple years; or (ii) an amount that takes into
account unrealized appreciation in the value of the fund’s as-
sets." Further, a charitable set-aside deduction for long-term
capital gains is not allowed to the extent the trustee distrib-
utes proceeds from the sale or exchange of the fund’s assets
as income as described in Reg. §1.642(c)-5(a)(5)(i)."”™ A char-

1%%0Reg. §1.642(c)-5(a)(2).

%1 See §651(a).

1%28642(c)(3).

"% Reg. §1.642(c)-2(c), amended by T.D. 9102, 69 Fed. Reg. 12 (Jan. 2,
2004) (finalizing REG-106513-00, 66 Fed. Reg. 10,396 (Feb. 15, 2001)), ef-
fective for taxable years beginning after January 2, 2004. If a governing state
statute allows income to be determined by reference to a fixed percentage of, or
the unrealized appreciation in, the value of the fund’s assets, and the fund has
not determined income in this manner, Reg. §1.642(c)-2(e), which contains the
effective date rules for the 2004 amendment, provides that the fund’s govern-
ing instrument may be amended or reformed to eliminate the possibility of de-
termining income in such a manner. Such an amendment or reformation would
allow the fund’s net long-term capital gain to be considered permanently set
aside for charity. Reg. §1.642(c)-2(e) indicates that a judicial reformation of
the fund’s governing instrument must be commenced, or a valid nonjudicial re-
formation must be completed, by nine months after the later of January 2, 2004,
or the effective date of the state statute authorizing income to be determined in
such manner.

184 Reg. §1.642(c)-2(c), amended by T.D. 9102. Effective for taxable years
beginning after January 2, 2004, Reg. §1.642(c)-5(a)(5)(i) was amended by
T.D. 9102 to provide that, while a fund’s income generally may not include any
long-term capital gains, a fund’s income may, under governing state law, be
defined as or satisfied by a unitrust amount or pursuant to the trustee’s power
to adjust between income and principal to fulfill the trustee’s duty of impartial-
ity. Such governing state law must provide for the fund’s total return to be rea-
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itable set-aside deduction is not allowed for short-term capi-
tal gains (i.e., gains realized on sales or exchanges of capital
assets for which the fund has a holding period of one year or
less).'™ For purposes of determining whether property held by
a fund is short-term or long-term capital gain property, the fund
assumes the donor’s holding period and cost basis. Ordinary
gains are included in income and distributed to income benefi-
ciaries. Thus, a distribution deduction is available to offset or-
dinary gains.

Pooled income funds are also subject to the §1411 net in-
vestment income tax.'" Under Reg. §1.1411-3(a)(1)(i), §1411

sonably apportioned between the income and remainder beneficiaries and must
satisfy the Reg. §1.643(b)-1 requirements. In exercising a power to adjust, the
trustee must allocate to principal any proceeds from the sale or exchange of
fund assets, at least to the extent of the fair market value of the assets when
the donor contributed them or to the extent of the purchase price paid when the
fund purchased them. As noted in the T.D. 9102 preamble, these amendments
were made to conform with the 2004 modifications to the Reg. §1.643(b)-1 de-
finition of income to take into account changes in the definition of fiduciary
accounting income under state law. For further discussion of the 2004 amend-
ments, see 852 T.M., Income Taxation of Trusts and Estates.

"% Reg. §1.642(c)-2(c).

"% The Health Care and Education Reconciliation Act of 2010, Pub. L.
No. 111-152, §1402(a)(1), §1402(a)(4), enacted §1411, which imposes the un-
earned income Medicare contribution tax, generally referred to as the “net in-
vestment income tax,” on the unearned income of a trust, potentially includ-
ing a pooled income fund, effective for tax years beginning after 2012. See
§1411(a)(2). The IRS refers to the tax as the “net investment income tax” in the
preamble to final regulations that provide guidance on the application of §1411.
See T.D. 9644, 78 Fed. Reg. 72,394 (Dec. 2, 2013); Reg. §1.1411-0 through
Reg. §1.1411-10, §1.469-11(b)(3)(iv). The §1411 tax applicable to trusts is an
additional tax equal to 3.8% of the lesser of: (1) the trust’s “undistributed net
investment income” for the tax year; or (2) the excess (if any) of the trust’s
§76(e) adjusted gross income for the tax year over the dollar amount at which
the highest §1(e) tax bracket begins for the tax year. See §1411(a)(2); Reg.
§1.1411-3(a)(1)(ii). “Undistributed net investment income” is defined as the
trust’s “net investment income” reduced by distributions of net investment in-
come to beneficiaries and §642(c) deductions. Reg. §1.1411-3(e). “Net invest-
ment income” is defined as “investment income” reduced by deductions al-
locable to that income. §1411(c)(1); Reg. §1.1411-3(e)(1), §1.1411-4(a). “In-
vestment income” consists of three items: (1) gross income from interest, div-
idends, annuities, royalties, and rents to the extent not derived in the ordi-
nary course of a trade or business (unless that trade or business is described
in item (2)); (2) other gross income from a trade or business that is a §469
passive activity or that consists of trading in financial instruments or §475(e)
(2) commodities; and (3) net gain that is taken into account in computing tax-
able income and attributable to the disposition of property not held in a trade
or business (unless that trade or business is described in item (2)). §1411(c)(1)
(A), §1411(c)(2); Reg. §1.1411-4, §1.1411-5. The preamble to the final regu-
lations notes that, for purposes of §1411, the rules generally mirror the treat-
ment of pooled income funds under Chapter 1. Preamble to T.D. 9644. For
general exceptions and special rules applicable in determining net investment
income, see §1411(c)(3) through §1411(c)(6). See also Reg. §1.1411-6 through
§1.1411-10. The regulations apply to tax years beginning after 2013, ex-
cept that Reg. §1.1411-3(d) (special rule for §664 charitable remainder trusts)
applies to tax years beginning after 2012. Reg. §1.1411-1(g), §1.1411-2(e),
§1.1411-3(f), §1.1411-4(1), §1.1411-5(d), §1.1411-6(c), §1.1411-8(c),
§1.1411-9(d), §1.1411-10(), §1.469-11(b)(3)(iv)(D). According to the pream-
ble of the proposed regulations, taxpayers were able to rely on the proposed
regulations in complying with §1411 until the effective date of the final regu-
lations. REG-130507-11, 77 Fed. Reg. 72,612 (Dec. 5, 2012). The “Questions
and Answers on the Net Investment Income Tax” posted on the IRS website
(http://www.irs.gov/uac/Newsroom/Net-Investment-Income-Tax-FAQs)  to
provide answers to some basic questions regarding §1411 state that trusts re-
port and pay the §1411 tax on Form 1041. The website also indicates that indi-
viduals, estates, and trusts use Form 8960, Net Investment Income Tax — Indi-
viduals, Estates, and Trusts to compute the §1411 tax. Form 8960, according to
the instructions, is to be attached to the trust’s Form 1041. For a more detailed
discussion of the §1411 regulations, see 852 T.M., Income Taxation of Trusts
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applies to all trusts that are subject to Part I of Subchapter J
in Subtitle A, Chapter 1, of the Code, unless specifically ex-
empted by Reg. §1.1411-3(b). The regulations do not exempt
pooled income funds and the preamble states that pooled in-
come funds are subject to §1411. The §1411 tax applicable to
trusts is an additional tax equal to 3.8% of the lesser of: (1) the
trust’s undistributed net investment income for the tax year; or
(2) the excess (if any) of the trust’s §67(e) adjusted gross in-
come for the tax year over the dollar amount at which the high-
est §1(e) tax bracket begins for the tax year."””’

B. Income Tax Charitable Deduction

A donor who makes a lifetime gift to a pooled income fund
is entitled to a federal income tax charitable deduction for the
year in which the gift is made."® Subject to the limitations men-
tioned below, the amount of the deduction is the present value
of the charity’s remainder interest in the donated property as of
the date of the gift. The value of the remainder interest is based
upon the number of income beneficiaries, the age of each in-
come beneficiary, and the highest yearly rate of return of the
fund for any one of the three taxable years immediately preced-
ing the year of the gift. See the discussion at XXV.B., above,
regarding calculation of the value of the remainder interest and
the determination of the fund’s highest yearly rate of return.

The age of the income beneficiary will have a significant
effect on the value of the charitable contribution deduction. The
following example, based on Table S in Reg. §1.642(c)-6A(f)
(6), assumes that the donor made a gift in the amount of
$100,000 on or after May 1, 2009, with income payable to one
beneficiary for his or her life, and a highest yearly rate of return
of 2.5%."" The value of the remainder increases steadily with
an increase in the age of the beneficiary:

Value of Remainder Interest
Age Deductible Portion of Gift
40 $ 40,261
50 49,767
60 60,478
70 71,551
80 81,951

The amount of the income tax deduction at each age level
may be significantly smaller if the gift provides for a second

and Estates, and 511 T.M., Section 1411 — Net Investment Income Tax (U.S.
Income Series).

%7 See §1411(a)(2); Reg. §1.1411-3(a)(1)(ii).

%8 8170(a), §170()(2)(A).

1% See Table S in Reg. §1.642(c)-6(e)(6). If the gift was made after April
30, 1999, and before May 1, 2009, see Reg. §1.642(c)-6A(f)(6). Reg.
§1.642(c)-6A(f)(6) applies to valuation dates after April 30, 1999, and before
May 1, 2009, to reflect updated mortality data. If the gift was made after April
30, 2009, see Table S in Reg. §1.642(c)-6(e)(6). If the gift was made before
May 1, 1999, see Table S in Reg. §1.642(c)-6A(e)(5). Note that proposed regu-
lations state that Table S will no longer be available in the regulations and will
be available on the IRS website, https://www.irs.gov/retirement-plans/actuari-
al-tables.
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beneficiary to succeed to the income upon the death of the first
beneficiary.

If a gift is made in the form of appreciated property that
has been held by the donor as capital gain property for more
than one year, the donor is generally entitled to an income tax
charitable deduction for the full fair market value of the char-
ity’s remainder interest.'” However, the amount deductible by
the donor in the year of the gift is subject to a charitable deduc-
tion ceiling.'™ A donor’s yearly deductions for all such gifts to
“public charities” cannot exceed 30% of the donor’s “contribu-
tion base,” which is the donor’s adjusted gross income without
regard to any net operating losses.'”” On the other hand, if the
gift is made in cash, the limitation on the amount of the deduc-
tion for the gift and for all other cash gifts to “public charities”
made during the year is 60% of the donor’s adjusted gross in-
come.'” (The 60% limitation is inclusive of, and not in addi-
tion to, the 30% limitation.) The limitation for cash gifts in the
2017 legislation adds an additional level of complexity to de-
duction limitation calculations. Prior, and current, law provid-
ed for a 50% limitation for contributions of capital gain proper-
ty which if sold would not produce long-term capital gain. As
drafted, gifts of such property are not eligible for the increased
percentage limitation.

A donor may elect to have the 50% limit apply to gifts
of long-term appreciated property otherwise subject to the 30%
limit.'” In such case, the amount of the deduction is limited to
the property’s basis. Such an election would be advisable if the
amount of appreciation is relatively small in comparison to the
taxpayer’s basis.

If a donor gives appreciated securities held for one year or
less, the donor must use his or her cost basis for the securities
rather than the fair market value in computing the value of the
remainder interest.'” As stated above, however, the 50% rather
than the 30% limitation applies.

Caveat: The regulations provide that a current income tax
charitable deduction will be disallowed in the case of a transfer
of tangible personal property to a pooled income fund if the
donor or related party under §267(b) retains the income inter-
est.” Such a transfer is deemed to be a transfer of a future in-
terest. See the discussion at XXIV.B., above.

Any portion of the gift exceeding the 60%, 50%, and 30%
limitations can be carried forward as a deduction for the suc-
ceeding five years, subject to the applicable limits in those

1% See §170(e)(1). As discussed in IV.H.12., above, §170(e)(1)(B)(iii),
as added by the American Jobs Creation Act of 2004, Pub. L. No. 108-357,
§882(a), limits a donor’s initial income tax charitable deduction for a contri-
bution of certain intellectual property to the donor’s basis in such property or,
if less, the property’s fair market value, effective for contributions made after
June 3, 2004. Under §170(m), as added by Pub. L. No. 107-357, §882(b), the
donor may also be entitled to an income tax charitable deduction for certain
additional amounts in the year of contribution or in subsequent taxable years
based on a specified percentage of the “qualified donee income” received or
accrued by the donee on such property.

191 See the discussion of charitable deduction limitations at IV.H., above.

2§1700)(D(C)(@D).

1%38170(b)(1)(A). The limitation was 50% for gifts made before 2018.

1% 8170(b)(1)(C)(ii).

P7§170(e)(1)(A).

9% Reg. §1.170A-5(b) Ex. 6.
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years.'” In such a carryover situation, a donor is deemed to
deduct his or her basis first.'"”

Example: Donor X transfers to the P pooled income fund
securities that she held as appreciated long-term capital
gain property. X bought the securities years ago for
$40,000, but they now have a fair market value of
$90,000. Based on X’s age and the yearly rate of return of
P, X is entitled to an income tax charitable deduction of
$50,000. However, X’s charitable deduction ceiling (i.e.,
30% of her adjusted gross income) is $30,000. Assuming
that in subsequent years X makes no other charitable con-
tributions and her adjusted gross income remains constant,
the deduction consequences are as follows:

Year 1. X is entitled to deduct $30,000.

Year 2. Again, X is entitled to deduct $30,000,
but this year $10,000 represents a deduction of
basis (i.e., basis $40,000 less year 1 deduction of
$30,000).

Year 3. X deducts $30,000.

Although a donor is not entitled to an income tax chari-
table deduction for a gift of an income interest in a pooled in-
come fund to the charitable remainder beneficiary, a donor is
entitled to a charitable deduction for a subsequent gift of his
or her income interest, provided this is not intended to defeat
the partial interest rules under §170(f)(3). Thus, a donor who
retains an income interest is entitled to an income tax charita-
ble deduction where the donor gives his or her income interest
to the charitable remainder beneficiary and the gift accelerates
the remainder interest of the public charity. In PLR 8611023,
the IRS ruled that such a gift did not violate the prohibition
against gifts of “partial interests,” that the income interest was
held by the donor as long-term capital gain property, and, there-
fore, that the donor was entitled to deduct its full fair market
value.

A donor who makes a gift of $250 or more to a pooled in-
come fund is not entitled to an income tax deduction for the
transfer unless he or she receives a written substantiation state-
ment from the fund.'” The statement must include: (1) the
amount of cash and a description of any property contributed to
the fund; (2) an indication whether the donee charity provided
any goods or services to the donor in consideration of the trans-
fer; and (3) a good faith estimate of the value of such goods
or services provided to the donor and, if such goods or ser-
vices consisted solely of intangible religious benefits, a state-
ment to that effect."'” The statement does not have to include

T$170(b)(1)(C)Gi), §170(b)(1)(D)(ii).

"8 Staff of J. Comm. on Tax’n, 99th Cong., General Explanation of the
Tax Reform Act of 1986 (Pub. L. No. 99-514) 444-445 (J. Comm. Print 1987).

" Reg. §1.170A-13(f)(13). See also Reg. §1.170A-16(d)(1)(i) (property),
cross-referencing §170(f)(8) and Reg. §1.170A-13(f) and §1.170A-15(g)
(cash). Reg. §1.170A-16(b) and §1.170A-15(g) are applicable to donations
made after July 30, 2018.

%8 170(£)(8)(B). To qualify for a deduction, the donor must obtain the
statement by the earlier of: (i) the date the donor files the return for the taxable
year of the contribution; or (ii) the due date for the return, including extensions.
§170(F)(8)(A), §170(£)(8)(C). See also §170(f)(17) (donor will not be allowed
§170 deduction for cash, check, or other monetary contribution unless donor
keeps as evidence: (1) bank record; or (2) written communication from donee
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an estimate of the value of the income interest received by the
donor."” There is some uncertainty whether deductibility of
more than $5,000 requires a qualified appraisal of the income
interest, even if all of the underlying fund assets are cash and
marketable securities. See the discussion of this issue at VI-
II.B., above.

C. Estate Tax Charitable Deduction

A testamentary transfer to a qualified pooled income fund
under §642(c)(5) qualifies for an estate tax charitable deduc-
tion, provided the charitable remainder beneficiary is described
in §2055(a). The amount of the deduction is equal to the value
of the remainder interest at the time of the transfer of the prop-
erty to the fund, and there are no percentage limitations as in
the case of an income tax charitable deduction. Generally, the
estate tax considerations for transfers to pooled income funds
are parallel to those discussed at V.C.1., above, with respect to
charitable remainder trusts.

If the terms of a lifetime gift to a pooled income fund pro-
vide for the payment of income to the donor, or if the donor
reserves the testamentary right to revoke the income interest
of another beneficiary, the entire value of the units of the fund
assigned to that gift, computed as of the date of death, is in-
cludible in the donor’s gross estate for federal estate tax pur-
poses."” However, the value of the remainder interest, comput-
ed as of the date of death, is deductible as a charitable gift."”
Accordingly, the only amount, if any, that is subject to feder-
al estate tax is the value at the donor’s death of any income
interest that continues after the donor’s death. If that interest
is held by the donor’s spouse, the donor’s personal representa-
tive may elect to qualify it for the unlimited marital deduction,
which will offset any federal estate tax on that interest. In such
case, the donor’s personal representative would elect to qualify
the entire interest (i.e., the spouse’s life interest and the charita-
ble remainder interest) as qualified terminable interest property
(QTIP)."* The remainder interest would then be included for
federal estate tax purposes in the spouse’s estate,''” but the re-
mainder interest would qualify for an offsetting estate tax char-
itable deduction. Conversely, any transfer of property to a CRT
in which the transferor’s spouse receives the annuity or uni-
trust interest will not be eligible for a QTIP election, because
the spouse will not receive a qualifying income interest in the
property. See IV.I1.2., above, for further discussion.

Caveat: Provision should be made in the donor’s testamen-
tary arrangements for the payment of federal and state death
taxes on the value of any continuing income interest that is sub-
ject to such taxes. Failure to make such a provision may entitle
the fund to recover any taxes imposed on it from the donor’s
estate.

showing donee’s name and contribution’s date and amount, effective for con-
tributions made in taxable years beginning after August 17, 2006).

""'Reg. §1.170A-13()(13). See also Reg. §1.170A-16(b) (cross-referenc-
ing §170(f)(8) and Reg. §1.170A-13(f)).

11282036(a). See also Reg. §20.2036-1(c)(2)(iv)(E), T.D. 9974, 88 Fed.
Reg. 37,424 (June 7, 2023) (effective June 1, 2023).

"19§2055(e)(2)(A); Reg. §20.2055-2(e)(2)(v), §1.642(c)-6 (valuation dates
on or after June 1, 2023), §1.642(c)-6A (valuation dates before May 31, 2023),
T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023) (effective June 1, 2023).

11%82056(b)(7).

119582044,
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D. Gift Tax Charitable Deduction

A gift tax charitable deduction is permitted for a transfer of
property to a qualified pooled income fund, provided the char-
itable remainder beneficiary is described in §2522(a), includ-
ing a corporation, trust, or community chest, fund, or founda-
tion, organized and operated exclusively for religious, charita-
ble, scientific, literary, or educational purposes, no part of the
net earnings of which inures to the benefit of any private share-
holder or individual."® The gift tax consequences of transfers
to pooled income funds are parallel to those described at IV.I,
above, for charitable remainder trusts.

The gift of the remainder interest in a pooled income fund
to a public charity is not subject to gift tax, although it must be
reported by the donor on a gift tax return.""” The donor then is
entitled to an offsetting gift tax charitable deduction. If an in-
come beneficiary other than, or in addition to, the donor is des-
ignated, the actuarial value of the beneficiary’s interest is sub-
ject to gift tax. The creation of an income interest in an indi-
vidual other than the donor will qualify as a present interest for
the annual exclusion."” However, the creation of a secondary
(i.e., successive) life interest will not qualify for the annual ex-
clusion because it is a future interest."”

If the donor’s spouse is the only income beneficiary, the
donor may elect to treat the interest of the spouse as a qualified
terminable interest'''’ and, thus, qualify the interest for the un-
limited marital deduction, in which case the interest is not sub-
ject to gift tax. The election is made on the donor’s gift tax re-
turn on which the gift to the spouse is reported and must be
filed in a timely manner in order to elect QTIP treatment. If
a donor’s spouse is the secondary beneficiary, it is not clear
whether QTIP election can be made. To avoid a taxable gift,
the donor spouse should retain the right to revoke the successor
spouse’s interest." "'

In most instances, a taxable gift can be avoided if the
donor reserves the testamentary right to revoke the income in-
terest of the secondary beneficiary."'”” The retention of the right
to revoke prevents the donor from making a completed, and
therefore taxable, gift. The retention will result in the inclusion
of the value of the secondary income interest in the donor’s es-
tate and should be used only where the donor is the first income
beneficiary.""

E. Generation-Skipping Transfer (GST) Tax

Generation-skipping transfer tax implications arise in in-
stances where successive life income beneficiaries are assigned
to a generation more than one below that of the donor. This

11%82522(c)(2)(A); Reg. §25.2522(c)-3(c)(2)(v), §1.642(c)-6 (valuation
dates on or after June 1, 2023), §1.642(c)-6A (valuation dates before June 1,
2023), T.D. 9974, 88 Fed. Reg. 37,424 (June 7, 2023) (effective June 1, 2023).

17786019.

1198 82503(b).

"% See Rev. Rul. 75-415.

" See §2523(f).

"""Such a gift will fail to satisfy the requirement that a qualifying ter-
minable interest must entitle the spouse for life to all of the income from the
entire or a specified portion of the interest, payable annually or more frequent-
ly. §2523(f)(2), §2523(f)(3).

'"Reg. §1.642(c)-5(b)(2), §25.2511-2(c); PLR 7908026.

"' See §2036(a). See also Reg. §20.2036-1(c)(2)(iv) Ex. 5.
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would be the case where a donor assigned an income interest to
his or her child for the child’s life followed by an income inter-
est to the donor’s grandchild for the grandchild’s life. See the
discussion at IV.J., above, with respect to charitable remainder
trusts.

F. Taxation of the Beneficiary

Generally, all of the income received by a noncharitable
beneficiary of a pooled income fund will be taxable to the ben-
eficiary as ordinary income. Conversely, before the taxation of
the beneficiary of a CRT can be determined, the income and
expenses must be allocated into the categories and classes dis-
cussed at VI.C., above. Distributions from a pooled income
fund are not taxed under a tier system such as that applicable to
charitable remainder trusts. Although income beneficiaries usu-
ally do not receive distributions of capital gains (because capi-
tal gains and losses are accumulated for the charitable remain-
der beneficiary), a fund’s income may, under governing state
law, be defined as or satisfied by a unitrust amount or pursuant
to the trustee’s power to adjust between income and principal
to fulfill the trustee’s duty of impartiality.""* The cost of doing
this, however, is loss of the §642(c)(3) set aside deduction for
long term capital gains. In addition, none of the income of a
pooled income fund can ever be tax-exempt, because the fund
is prohibited from investing in tax-exempt securities.

G. Tax on Capital Gains

Similar to property transferred by the donor to a CRT, as
discussed in IV.L.1.b, above, the donor realizes no taxable cap-
ital gain (or loss) as a result of making a gift to a pooled income
fund, provided the transferred property is not subject to any in-
debtedness.'"”

Comment: This rule can provide an attractive planning
consideration to a donor who owns low-cost but highly appreci-
ated securities producing a relatively low rate of return and who
wishes to convert them into securities yielding higher income.
Ordinarily, such an individual would have to sell the low-cost
securities, pay a tax on the gain realized, and then reinvest the
net proceeds of the sale. However, by giving the securities to
a pooled income fund, the donor will receive the benefit of a
charitable deduction and also obtain the advantages of diver-
sification and, at least potentially, a larger amount of income.
This could be accomplished without paying any tax on the cap-
ital gain.

"“Reg. §1.642(c)-5(a)(5)(i), effective for taxable years beginning after
January 2, 2004. See T.D. 9102, 69 Fed. Reg. 12 (Jan. 2, 2004). Such governing
state law must provide for the fund’s total return to be reasonably apportioned
between the income and remainder beneficiaries and must satisfy the Reg.
§1.643(b)-1 requirements. In exercising a power to adjust, the trustee must al-
locate to principal any proceeds from the sale or exchange of fund assets, at
least to the extent of the fair market value of the assets when the donor con-
tributed them or to the extent of the purchase price paid when the fund pur-
chased them. Reg. §1.642(c)-5(a)(5)(i). As the preamble to T.D. 9102 observes,
“The proper exercise of a power to adjust may provide the income beneficiaries
with amounts in excess of the amount of traditional income.” In conjunction
with this amendment, Reg. §1.642(c)-2(c) was amended to provide that long-
term capital gains from the sale or exchange of fund assets do not qualify for
the §642(c)(3) charitable deduction to the extent distributed to the income ben-
eficiaries.

'"SReg. §1.642(c)-5(a)(3). The transfer of property subject to an indebted-
ness will trigger the application of the bargain sale rules. §1011(b).

865-3rd



Detailed Analysis

XXVIILH.

A pooled income fund generally pays no tax on capital
gains realized on its sales of securities with a holding period of
more than one year."'° The fund takes over the donor’s holding
period and basis. The only time there can be capital gain is on
the sale by the fund of securities with a holding period of one
year or less'""” or, for taxable years beginning after January 2,
2004, of securities with a holding period of more than one year
if the long-term capital gain does not qualify for the §642(c)
(3) set-aside deduction pursuant to Reg. §1.642(c)-2(c). In such
case, tax on the gain is paid by the fund itself, and the fund uses
the donor’s cost basis for sales of donated securities.

"' This is by operation of the §642(c)(1) charitable set-aside deduction.
""Reg. §1.642(c)-2(c), amended by T.D. 9102, 69 Fed. Reg. 12 (Jan. 2,
2004). See XXVIILA., above, for further discussion.
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A donor will recognize gain if he or she receives property
from the fund in exchange or transfers property subject to an
indebtedness, whether or not assumed by the fund. In such in-
stances, the bargain sale rules apply.""

H. Private Foundation Rules

A pooled income fund is subject to the governing instru-
ment requirements of §508(e). This requirement is discussed
at VI.G.1.a., above. Section 4943 and §4944, however, will
not apply to pooled income funds that satisfy the exception of
§4947(b)(3)(B).

"M881011(b); Reg. §1.642(c)-5(a)(3).
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XXVIII. Securities Law

A. Philanthropy Protection Act of 1995

The Philanthropy Protection Act of 1995 (1995 Philan-
thropy Act)'""” was enacted to exempt charitable organizations
that maintain pooled income funds from the registration re-
quirements of the Securities Act of 1933, the Securities Ex-
change Act of 1934, the Investment Company Act of 1940,
and the Investment Advisers Act of 1940. The legislation was
prompted by uncertainty as to whether pooled income funds
fell within the definition of “charitable organization” in the fed-
eral securities laws.

Even before its amendment by the 1995 Philanthropy Act,
the Investment Company Act of 1940 excluded from its regis-
tration requirements any company organized and operated ex-
clusively for religious, educational, benevolent, fraternal, char-
itable, or reformatory purposes, provided that no part of the
company’s net earnings inured to the benefit of any person or
individual."* Similarly, the Securities Act of 1933 and the Se-
curities Exchange Act of 1934 excluded from their provisions
(other than the anti-fraud provisions) any security issued by a
person organized and operated exclusively for religious, edu-
cational, benevolent, fraternal, charitable, or reformatory pur-
poses, and not for pecuniary profit, provided that no part of
the company’s net earnings or profits inured to the benefit of
any person or individual."*' However, pooled income funds, ar-
guably, fell outside the exemptions, because they provide a fi-
nancial interest in the funds’ net earnings, and, thus, the earn-
ings inure to the benefit of persons and individuals."*

The SEC received many requests from individual charities
asking the SEC to confirm that it would take no action if a
charity established a qualifying pooled income fund and failed
to comply with the registration requirements. The first request
for a so-called “no-action letter” was made by the American
Council on Education in 1972."* The American Council assert-
ed that units in its pooled income fund were exempt from reg-
istration because: (1) units are securities issued by an exempt
organization; and (2) a gift to a pooled income fund does not
constitute a “sale” for “value” under the Securities Act of 1933
or the Investment Company Act of 1940. The SEC rejected the
American Council’s position, but stated that it would take no
action provided that certain requirements were satisfied.

In 1980, the SEC issued a press release''” in which it ex-
panded this no-action position and announced that pooled in-
come funds did not need to comply with the registration re-
quirements of the Securities Act of 1933 and the Investment
Company Act of 1940."”

"""Pub. L. No. 104-62.

1015 U.S.C. §80a-3(c)(10).

115 U.8.C. §77c(a)(4), §781(2)(2)(D).

""H R. Rep. No. 104-33, at 7 (1995).

"2 American Council on Education, [1972-1973 Transfer Binder] Fed.
Sec. L. Rep. §79,179.

"Pooled Income Funds, Release No. 33-6175, 34-16478, I1C-11016
(1980). See Additional Resources, below.

""To qualify under the 1980 press release, a pooled income fund had to
provide each prospective donor with a written disclosure statement that fully
and fairly described the operation of the fund, and all solicitations for donations
either had to be made by volunteers or by individuals who were employed by
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The SEC’s no-action position did not, however, protect
pooled income funds from liability to litigants claiming that
particular transactions violated the federal securities laws. Part-
ly in response to a class action alleging that pooled income
funds were investment companies required to register under
the Investment Company Act of 1940, Congress enacted the
1995 Philanthropy Act."” The 1995 Philanthropy Act codified
and expanded the SEC’s no-action position.

Specifically, the 1995 Philanthropy Act amended §3(c)
(10) of the Investment Company Act of 1940 to exclude from
the definition of “investment company” any fund maintained
by a charitable organization exclusively for the collective in-
vestment and reinvestment of certain defined assets, including
assets of a pooled income fund."” Thus, such funds are not sub-
ject to registration. The 1995 Philanthropy Act also exempts
the interests in such funds from the registration requirements of
the Securities Act of 1933"” and from the registration provi-
sions of the Securities Exchange Act of 1934."*

In addition, the Securities Exchange Act of 1934, as
amended, provides that a charitable organization and its
trustees, directors, officers, employees, and volunteers, acting
within the scope of their duties, will not be subject to the bro-
ker-dealer requirements of the Securities Exchange Act of 1934
solely because the organization or person trades in securities on
behalf of a fund, including a pooled income fund, or the settlors
or beneficiaries of such a fund."”' The exemption from the bro-
ker-dealer provisions of the Securities Exchange Act of 1934 is
subject to the condition that any person soliciting donations on
behalf of a charitable organization must be either a volunteer or
employed in the overall fund-raising activities of a charitable
organization, and must not receive special compensation based
on the number or value of donations collected for the fund."*

The 1995 Philanthropy Act — in addition to amending the
Securities Act of 1933, the Securities Exchange Act of 1934,
and the Investment Company Act of 1940 — added a new cat-
egory of investment advisers exempt from registration under
the Investment Advisers Act of 1940. A charitable organization
and its trustees, directors, officers, employees, and volunteers,
acting within the scope of their duties, are exempt from regis-
tration if they provide advice, analyses, or reports solely to a
fund excluded from the definition of “investment company” in
the Investment Company Act of 1940."” Thus, investment ad-
visers who provide advice to pooled income funds are exempt
from registration under the Investment Advisers Act of 1940.

While exempting pooled income funds, interests in such
funds, and their investment advisers from the registration and

the charity in its general fund-raising activities and did not receive any com-
missions or bonuses based on the number of donations obtained. A public char-
ity that intended to establish a pooled income fund did not have to submit a
request to the SEC, unless the particular nature of the fund presented a new fac-
tual pattern.

"2 Richie v. Am. Council on Gift Annuities, 943 F. Supp. 685 (N.D. Tex.
1996).

'27 See H.R. Rep. No. 104-333, at 8 (1995).

"pub. L. No. 104-62, §2(a).

15 U.8.C. §77c(a)(4), amended by Pub. L. No. 104-62, §3.

13015 U.S.C. §78c(a)(12)(A), amended by Pub. L. No. 104-62, §4(a).

3115 U.S.C. §78c(e)(1), added by Pub. L. No. 104-62, §4(b).

215 U.S.C. §78¢c(e)(2), added by Pub. L. No. 104-62, §4(b).

13315 U.S.C. §80b-3(b)(4), added by Pub. L. No. 104-62, §5.
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XXVIII.B.

Detailed Analysis

broker-dealer requirements of the federal securities laws, the
1995 Philanthropy Act does not exempt them from application
of the anti-fraud provisions of the securities laws."*

B. Disclosure Statement

Each fund that is exempted from the registration require-
ments of the federal securities laws must provide a disclosure
statement to each donor at the time of donation."” The disclo-
sure statement must contain “written information describing the
material terms of the operation” of the fund.'*

In general, a disclosure statement should provide the fol-
lowing:

* a description of the charitable remainder beneficiary;

* a statement that the fund cannot guarantee a fixed rate of
return and is not covered by SEC protection;

¢ a copy of the pooled income fund trust agreement and a
sample instrument of transfer; and

* a brief summary of (a) the operation of the fund, includ-
ing the calculation of units of participation and the distrib-
ution of income, (b) the fund’s investment policies and the
names and qualifications of the investment manager, and
(c) the taxation of donors, beneficiaries, and the fund.

If the fund’s investment policy is atypical (e.g., the fund
invests in depreciable real estate), then the statement should
disclose the specifics of the policy.

A public charity maintaining a pooled income fund should
update the statement annually or more frequently if there is a
material change in the nature of the public charity, the fund or
its operation, or the federal tax law.

Each beneficiary of the fund should receive on request an
annual report and certified financial statements, including a bal-
ance sheet showing the number and value of the units in the
fund. The financial statements should give the total market val-
ue of the fund including separate schedules of all securities and
any gains and losses thereon for the past three years.

Comment: The instrument of transfer should state that the
donor has reviewed a copy of the disclosure statement.

A sample disclosure statement is included in the Work-
sheets, below.

'"3*H.R. Rep. No. 104-333, at 7 (1995).

3515 U.S.C. §80a-7(e), added by the 1995 Philanthropy Act, Pub. L. No.
104-62, §2(b).

315 U.S.C. §80a-7(e), added by the 1995 Philanthropy Act, Pub. L. No.
104-62, §2(b).
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C. State Blue Sky Considerations

The 1995 Philanthropy Act'"’ preempted, for at least three
years, state securities laws. State securities laws (known as
“blue sky laws™) require registration of securities and impose
regulatory requirements on dealers, brokers, agents, and invest-
ment advisers. Before the 1995 Philanthropy Act, the extent to
which state securities laws applied to pooled income funds was
uncertain.'*

The 1995 Philanthropy Act amended the Investment Com-
pany Act of 1940 to provide, in general, that interests in pooled
income funds excluded from the definition of “investment com-
pany” are exempt from any state law that requires the registra-
tion or qualification of securities."”” The Investment Company
Act of 1940, as amended, also provides that no charitable orga-
nization or trustee, director, officer, employee, or volunteer of
a charitable organization acting within the scope of his or her
duties is subject to regulation as a dealer, broker, agent, or in-
vestment adviser under any state securities law because the or-
ganization or person trades in securities on behalf of a charita-
ble organization, a pooled income fund, or the settlors, poten-
tial settlors, or beneficiaries of a pooled income fund."*

However, the 1995 Philanthropy Act also contained an
opt-out provision. During the three-year period beginning on
the date of the legislation’s enactment, any state could enact a
statute that referred to §6 of the 1995 Philanthropy Act and pro-
vided prospectively that §6 would not preempt the laws of that
state.'*' Several states took advantage of the opt-out provision
and enacted legislation stating that §6 of the 1995 Philanthropy
Act does not preempt state laws after the effective date of the
state legislation."*

States continue to apply their securities laws to pooled in-
come funds in different ways. An organization that intends to
establish a pooled income fund should seek the advice of coun-
sel to determine the applicability of local securities laws.

"7Pub. L. No. 104-62.

'3 See Richie v. Am. Council on Gift Annuities, 943 F. Supp. 685 (N.D.
Tex. 1996). Before the 1995 Philanthropy Act, many jurisdictions had adopted
some form of the Uniform Securities Act, which provides that the units in a
pooled income fund are exempt from registration if they are issued by a quali-
fying non-profit organization. However, even in jurisdictions enacting versions
of the Uniform Securities Act, it was not clear if broker-dealer registration was
required.

15 U.S.C. §80a-3a(a), added by Pub. L. No. 104-62, §6.

114015 U.8.C. §80a-3a(b), added by Pub. L. No. 104-62, §6.

"14115 U.S.C. §80a-3a(c), added by Pub. L. No. 104-62, §6.

"2 See, e.g., Va. Code Ann. §13.1-514.2.
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XXIX. Planning Considerations

A pooled income fund permits donors with less than sub-
stantial amounts of accumulated wealth to make split-interest
gifts while retaining an income interest in the transferred prop-
erty. The pooled income fund was designed as a vehicle to ac-
cept transfers too small to justify establishment of a charitable
remainder trust. As a general rule of thumb, in the case of con-
templated gifts of less than $100,000, the cost of establishment
and administration of a charitable remainder trust suggests that
the donor consider a gift to a pooled income fund instead.

Planning considerations for a pooled income fund are sim-
ilar to the planning considerations discussed at II., above, with
respect to charitable remainder trusts, specifically a charitable
remainder unitrust. The additional advantages and disadvan-
tages are discussed below.

A. Advantages

The pooled income fund is an alternative to the charitable
unitrust, particularly for taxpayers of intermediate wealth. Both
inter vivos and testamentary contributions can be made to a
pooled income fund. In addition, the donor to an established
pooled income fund may have greater income security because
the fund’s assets are likely to be invested in a diversified port-
folio. The donor receives the benefit of this “instant diversifica-
tion” without the adverse tax consequences that can arise from
a sale or exchange of long-term capital gain property.

The donor also may retain a considerable degree of lati-
tude in determining the final disposition of the income interest.
As in a charitable remainder trust, the donor is able to retain
the testamentary power to terminate or revoke the income inter-
est of any designated beneficiary except the charitable remain-
der beneficiary. In each case, this feature permits the donor to
avoid making a completed gift and, therefore, avoid gift tax on
the initial transfer.

One difference is that, unlike in a charitable remainder an-
nuity trust, the income payments are not fixed with a pooled in-
come fund. Accordingly, the income payments can keep pace
with inflation. With a successful investment strategy that in-
cludes at least some growth, the beneficiary’s annual income
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payments can increase with the appreciation of the fund’s as-
sets in a manner comparable to the charitable remainder uni-
trust. In addition, the donor to a pooled income fund is not re-
quired to assume an active role in the management of the trust
assets as he or she may with a charitable remainder trust. Of
course, the prohibition on a donor’s acting as the trustee would
be a drawback if the donor desires active participation in the in-
vestment policies of the fund.

B. Disadvantages

The donor to a pooled income fund makes an irrevocable
gift of the transferred assets and retains the ability to receive
only ordinary income. In contrast, with a careful investment
strategy, the trustee of a charitable remainder trust may be able
to ensure that the income payable to the beneficiary is in the
form of capital gains, tax-exempt income, or even a return of
capital.

The initial charitable deduction for a gift to a pooled in-
come fund that has either been in existence for three years or
less or has a historically high rate of return may be significant-
ly lower than the charitable deduction resulting from a similar
gift to a charitable remainder trust.

C. Practical Considerations

The policies of a pooled income fund should focus on
procedures that favorably affect the functioning of the fund.
For example, it may be helpful to establish a minimum value
for both initial contributions and additional contributions by
donors. In addition, trustees of pooled income funds may not
wish to be constrained by non-income-producing investments
that are not readily marketable; the governing instrument could,
therefore, contain a provision stating that the trustee has the
power to decline to accept any property transferred. As a prac-
tical matter, the trustee should consider rejecting all contribu-
tions of personalty and perhaps real estate. The acceptance of
low-income or non-income-producing property will reduce the
rate of return of the fund until the property is sold.
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XXX. Drafting Considerations

Rev. Proc. 88-53 provides a sample declaration of trust for
a pooled income fund and instruments of transfer. The sample
provisions satisfy §642(c)(5) and the requirements for pooled
income funds. The IRS stated in the revenue procedure that if
the public charity creating the fund makes specific reference in
the governing instrument to Rev. Proc. 88-53 and adopts sub-
stantially similar terms, the IRS will recognize the trust as satis-
fying the requirements of §642(c)(5). Rev. Rul. 85-57 includes
provisions for the selection of an alternative charitable remain-
der beneficiary in the event that the designated public charity
fails to qualify as such at the termination of an income interest.

Comment: In now-superseded Rev. Proc. 88-54,"'* the IRS
announced that it will no longer ordinarily issue advance rul-
ings on the qualification of pooled income funds or whether a
transfer to a pooled income fund will qualify for an income,

"' Superseded by Rev. Proc. 89-3.
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gift, or estate tax deduction. It is the intent of the IRS that char-
ities use the format provided in Rev. Proc. 88-53. This IRS rul-
ing position on pooled income funds is now contained in the
third annual revenue procedure published in the first annual In-
ternal Revenue Bulletin."* This no-ruling policy presents diffi-
culties for drafters of pooled income funds for which the sam-
ple language in Rev. Proc. 88-53 is not appropriate.''*

!4 See Rev. Proc. 2026-3, §4.01(16), §4.01(36), §4.01(52), §4.01(58).

" See, e.g., PLR 9027036, PLR 9026017 (declining to rule on qualifi-
cation of pooled income funds with depreciation reserves, citing Rev. Proc.
88-54). Cf. PLR 9136026, PLR 9135046, PLR 9126011 (rulings on qualifi-
cation of pooled income funds). See also PLR 9642037 (approving both trust
agreement and gift agreement for pooled income fund that contained provisions
not found in Rev. Proc. 88-53). The IRS stated that it will rule on fund in-
struments that contain provisions not addressed in Rev. Proc. 88-53. See, e.g.,
PLR 200252066 (ruling on qualification of pooled income funds because is-
sue presented was not addressed by sample trust in Rev. Proc. 88-53), PLR
200608002-PLR 200608003, PLR 201450016 (ruling that certain provisions
of governing instruments not contained in Rev. Proc. 88-53 are consistent with
the requirement of §642(c)(5), without ruling on whether the governing instru-
ments meet all requirements of §642(c)(5)).
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XXXI. Filing Requirements

Pooled income funds may be required to file the following
forms: (1) Form 1041, U.S. Income Tax Returns for Estates
and Trusts; (2) Form 4720, Return of Certain Excise Taxes on
Charities and Other Persons Under Chapters 41 and 42 of the
Internal Revenue Code (only if there is a Chapter 42 excise tax
liability); and (3) Form 5227, Split-Interest Trust Information
Return.""* Forms 1041-A and 5227 must be filed by April 15
following the close of the calendar year."*’ Rev. Proc. 83-32''*

"4 Effective for returns for taxable years beginning after 2006, §6034(a),
amended by the Pension Protection Act of 2006, Pub. L. No. 109-280,
§1201(b)(1), §1201(c)(2), no longer contains an exception to the information
return filing requirement for years in which a pooled income fund is required
to distribute all net income currently. Section 6034(a), as amended, requires a
pooled income fund to furnish such information concerning its taxable year as
required by the IRS (regardless of whether the fund is required to distribute
all its net income in that year). See VL.E., above, for more information on the
§6034 requirements. For taxable years beginning after 2006, a pooled income
fund’s §6034 filing requirements are satisfied with Form 5227. For taxable
years beginning before 2007, a pooled income fund also filed Form 1041-A,
U.S. Information Return — Trust Accumulation of Charitable Amounts. The
instructions to Form 1041 indicate that 1041-A is no longer filed by pooled in-
come funds.

"""See VLE., above, for a discussion on using Form 8868 to request an
extension of time to file these forms. Upon filing Form 8868, taxpayers are en-
titled to a single, automatic six-month extension for filing Form 4720, Form
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contains a table summarizing the pooled income fund filing re-
quirements.

Any claim for a deduction for the value of the remainder
interest transferred to a pooled income fund must be supported
by a statement attached to the return showing the computation
of the present value of such interests."* The method of calcu-
lating a pooled income fund’s yearly rate of return must also be
supported by such statement."” In addition, a donor claiming a
deduction for a noncash gift to a pooled income fund in excess
of $500 must complete the applicable portion of Form 8283,
Noncash Charitable Donations. The donor must also receive a
written acknowledgment of the gift from the fund, although the
acknowledgment is not filed with the return.

1041-A, and Form 5227. See Reg. §1.6081-9, T.D. 9892, 85 Fed. Reg. 5323
(Jan. 30, 2020). Upon filing Form 7004, taxpayers are entitled to a 5 '~-month
extension for filing Form 1041, which would be September 30 for calendar
year taxpayers. See Reg. §1.6081-6, T.D. 9892.

U8 Eor further discussion, see 452 T.M., Tax-Exempt Organizations —
Reporting, Disclosure, and Other Procedural Aspects.

"Reg. §1.642(c)-6(a)(3). For a sample pooled income fund statement,
see Trust: Pooled Income Fund Statement (§642(c)(5)) in the Bloomberg Tax
Elections & Compliance Statements.

""Reg. §1.642(c)-6(c)(4).
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