Bloomberg

BNA

Tax Management

Estates, Gifts and
Trusts Journal™

Reproduced with permission from Tax Management Es-
tates, Gifts, and Trusts Journal, xx, 11/13/2014. Copy-
right © 2014 by The Bureau of National Affairs, Inc. (800-
372-1033) http://www.bna.com

A Primer on Charitable
Remainder Trusts

By Nathan R. Brown, Esq.1
Proskauer Rose LLP

INTRODUCTION

With income tax rates as high as 39.6% and an ad-
ditional 3.8% tax on net investment income, on the
one hand, and a 40% federal transfer tax rate and a
$5,000,000 estate tax exemption indexed annually for
inflation ($5,340,000 in 2014), on the other hand, in-
dividuals are increasingly shifting their focus toward
estate planning techniques that provide not only future
estate tax benefits, but also immediate income tax
benefits. For those individuals who are charitably in-
clined, a charitable remainder trust may be an excel-
lent vehicle to reduce future estate tax, obtain an im-
mediate income tax deduction, and benefit charity.

As its title suggests, this Article is intended to serve
as a general primer on charitable remainder trusts, set-
ting forth the basics that all estate planners should
know in order to effectively advise their clients.

WHAT IS A CHARITABLE REMAINDER
TRUST?

Generally speaking, a charitable remainder trust (a
“CRT”) is an irrevocable trust to which an individual

! Nathan R. Brown is an attorney at Proskauer Rose LLP in
Boca Raton, Florida.

(a “donor”’) makes a gift of property and designates
at least one non-charitable beneficiary (which may be
the donor or another person) as the income benefi-
ciary and at least one qualifying charity as the remain-
der beneficiary. The trust must pay to the non-
charitable beneficiary either (a) a stated dollar amount
or a fixed percentage of the assets contributed to the
trust valued at the time of contribution (an “‘annuity’)
or (b) a fixed percentage of the assets contributed to
the trust valued annually (a ‘“‘unitrust amount”) for
the non-charitable beneficiary’s life (or the lives of
one or more non-charitable beneficiaries) or a term of
years not to exceed 20 years. Upon the death of the
non-charitable beneficiary (or the last surviving non-
charitable beneficiary if more than one) or the termi-
nation of the term, the assets remaining in the trust
will pass to the designated charity.

WHY USE CRTs?

If properly structured and administered, a CRT pro-
vides several significant benefits to the donor. Specifi-
cally, a CRT will (a) provide the donor (or other in-
come beneficiary) with an income stream, (b) remove
the gifted assets from the donor’s taxable estate, (c)
provide the donor with a current income and gift (or
estate) tax charitable deduction, (d) permit the tax-
free growth of assets within the CRT, (e) permit the
sale of appreciated assets without immediate gain rec-
ognition, and (f) accomplish charitable goals. The de-
tails of the tax benefits associated with the creation of
a CRT are discussed below.
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Income Tax Deduction

When a donor contributes assets to a CRT, he or
she should be entitled to a current income tax chari-
table deduction.” The amount of the deduction is
equal to the present value of the charitable remainder
interest (the “deductible amount”).? Generally, the
fair market value (“FMV”) of the contributed prop-
erty is used to determine the deductible amount.’*
However, the FMV of the contributed property must
be reduced by any built-in gain that is not long-term
capital gain (e.g., ordinary income and short-term
capital gain).’ Additionally, as a general rule, if the re-
mainder beneficiary of the CRT is a private non-
operating foundation, the FMV is further reduced by
any built-in long-term capital gain, thus requiring the
contributed property’s basis (rather than FMV) to be
used in determining the deductible amount.® An im-
portant exception to this rule permits FMV to be used
in determining the deductible amount if the contrib-
uted property to a private non-operating foundation is
“qualified appreciated stock.”’ ““Qualified appreci-
ated stock‘ is defined as stock of a corporation (i)
for which (as of the date of contribution) market quo-
tations are readily available on an established securi-
ties market, and (ii) which is capital gain property,”
provided that the aggregate amount of stock contrib-
uted by the donor and his or her family does not ex-
ceed 10% in value of the total outstanding stock of the
corporation.®

The extent to which the donor may deduct the de-
ductible amount on his or her income tax return is de-
pendent upon two factors: (1) the type of property
transferred to the CRT; and (2) the type of charity
named as the remainder beneficiary of the CRT. Gen-
erally, if the donor contributes cash to the CRT, the
deductible amount is limited to 50% of the donor’s
adjusted gross income (*““AGI”’) for the taxable year if
the remainder beneficiary is a public charity and 30%
of the donor’s AGI for the taxable year if the remain-
der beneficiary is a private foundation.® If the donor
contributes appreciated capital assets to the CRT, the

2 See §170(a), $§170(f)(2). Unless otherwise specified, all ““Sec-
tion” or ““§” references refer to the Internal Revenue Code of
1986, as amended, and the regulations thereunder.

3 See Reg. §1.664-2(c), §1.664-3(c), §1.664-4.

*Reg. §1.170A-1(c)(1).

% §170(e)(1)(A).

© §170(e)(1)(B)(ii).

7 See §170(e)(5).

88170(e)(5)(B), §170(e)(5)(C). The IRS has addressed the
scope of the definition of qualified appreciated stock in several
private letter rulings, including: PLR 200702031 (shares traded on
Over-the-Counter Bulletin Board); PLR 200322005 (American
Depository Shares); PLR 199925029 (mutual fund shares); PLR
9247018 and PLR 9441032 (Rule 144 stock).

7 §170(b)(1)(A), §170(b)(1)(B).

deductible amount is limited to 30% of the donor’s
AGI for the taxable year if the remainder beneficiary
is a public charity'® and 20% of the donor’s AGI for
the taxable year if the remainder beneficiary is a pri-
vate foundation.''" Any portion of the deductible
amount that is not allowed as a deduction in the year
of contribution carries forward for five years and can
be used to offset income in such years.'?

Gift Tax Deduction

In addition to a current income tax charitable de-
duction, the donor should also be entitled to a gift tax
charitable deduction.'> The amount of the gift tax
charitable deduction is the same as the amount of the
income tax charitable deduction; however, there is no
limitation on the amount of the deduction. Thus, if the
non-charitable beneficiary is the donor or the donor’s
spouse, the transfer to the CRT should have no gift tax
consequences to the donor. However, if the non-
charitable beneficiary is someone other than the donor
or the donor’s spouse, the donor would be treated as
making a taxable gift to the non-charitable beneficiary
in an amount equal to the present value of the annu-
ity or unitrust amount.

Estate Tax Deduction

If a CRT is created under the Last Will and Testa-
ment or revocable trust of the donor, then the donor’s
estate will be entitled to an estate tax charitable de-
duction equal to the actuarially determined fair mar-
ket value of the charitable remainder interest in the
trust.'* A testamentary CRT is deemed to have been
created on the date of the decedent’s death and there-
fore the fair market value of the charitable remainder
interest in the trust is determined as of the date of
death, even though the trust may not be funded until
the estate administration has been completed.'”

Additionally, if the assets of an inter vivos CRT are
included in the donor’s gross estate for estate tax pur-
poses, the donor should be entitled to an estate tax
charitable deduction.'® The assets of a CRT would be
included in the donor’s gross estate if the donor re-

'9 The taxpayer may elect to have the 50% AGI limitation ap-
ply in lieu of the 30% AGI limitation; however, if such an elec-
tion is made, the deductible amount is determined using the con-

tributed property’s basis rather than its FMV. See
§170(b)(1)(C)(iii).

1 §170(b)(1)(D).

12 §170(b)(1)(B).

13 §2522(a), §2522(c)(2)(A).

' §2055(a).

' Reg. §1.664-1(a)(5).
16 §2055(a), §2055(e)(2)(A).
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tains an income interest in the CRT for life (or for a
term of years and dies during such term) or if the do-
nor retains the testamentary power to alter the non-
charitable income beneficiary or the charitable re-
mainder beneficiary.'”’

Tax-Exempt Entity

A CRT is exempt from federal and state income tax
and the 3.8% net investment income tax (the “NIIT”;
sometimes referred to as “NII”” when discussing in-
come). This aspect of a CRT provides two significant
benefits. First, the investments within a CRT grow un-
diminished by taxes and, therefore, grow at a much
faster rate than taxable investments. Second, a CRT
can sell highly appreciated assets without immedi-
ately recognizing gain. This makes CRTs especially
attractive to individuals contemplating the sale of a
highly appreciated asset. Rather than the individual
selling the asset and recognizing immediate capital
gains, the individual could contribute the asset to a
CRT, retain an income interest for life and the CRT
could sell the asset and reinvest the proceeds.

Determining the Amount of the
Charitable Deduction

Many computer programs exist to assist practitio-
ners in calculating the value of the charitable remain-
der interest of a CRT and the corresponding charitable
deduction afforded to the donor. Despite the availabil-
ity of these programs, all practitioners should have an
understanding of the methods utilized by these pro-
grams in making such calculations.

Charitable Remainder Annuity Trusts

The value of the charitable remainder interest with
respect to a charitable remainder annuity trust (a
“CRAT™) is equal to the net FMV of the property
contributed to the CRAT reduced by the present value
of the annuity.'® This calculation is computed in the
following manner:

Step 1 — Determine the Applicable Factor.
The factors for determining the present value of the
annuity for a term of years are published in Pub.
1457, Table B, Term Certain Factors. The factors for
determining the present value of an annuity for the
life of a non-charitable beneficiary are published in
Pub. 1457, Table S, Single Life Factors. In determin-
ing the applicable factor, you must use the Table that
corresponds to the appropriate Section 7520 Rate,
which will be the Section 7520 Rate for the month of

'7°§2036(a).
' Reg. §1.664-2(c).

the transfer or either of the prior two months, which-
ever is highest.'®

Step 2 — Determine the Present Value of the
Annuity.
Once the applicable factor is determined, multiply the
applicable factor by the amount of the annual annuity
payout. This will give you the present value of the an-
nuity.

Step 3 — Determine the Present Value of the
Charitable Remainder Interest.
Subtract the present value of the annuity determined
in Step 2 from the value of the property contributed
to the CRAT. This will give you the present value of
the remainder interest, which is also the amount of the
charitable deduction.

Example: Donor, age 72, transfers assets
having a $1,000,000 FMV to a CRAT and
retains the lifetime right to a 5% annuity.
The Section 7520 Rate is 2.2%. The appro-
priate factor, determined under Step 1, is
10.7435. The present value of the annuity,
determined under Step 2, is $537,175
($50,000 x 10.7435). The present value of
the charitable remainder interest, determined
under Step 3, is $462,825 ($1,000,000 —
$537,175).

Charitable Remainder Unitrusts

The determination of the value of the charitable re-
mainder interest with respect to a charitable remain-
der unitrust (a “CRUT”") is a much more complicated
calculation and is determined under Reg. §1.664-4(e)
as follows:

Step 1 — Determine the Adjusted Payout

Rate.
The adjusted payout rate (the “APR”) is determined
by multiplying the fixed unitrust percentage (e.g., 5%)
by a “payout factor” contained in Pub. 1458, Table F,
Actuarial Valuations Version 3B. The purpose of
Table F is to adjust the fixed unitrust percentage for
the fact that the payout sequence of the unitrust affects
the amount of principal that ultimately passes to char-
ity. The more frequent the unitrust payments (e.g.,
monthly rather than annually), the smaller the present
value of the charitable remainder interest because
fewer assets will pass to charity.

In determining the APR, the Table that corresponds
to the appropriate Section 7520 Rate must be used.
From that Table, the APR that corresponds to the
number of months from initial valuation of the assets

19 Reg. §1.664-2(c), §1.7520-2(b). In order to use the Section
7520 Rate from one of the prior two months, an election must be
made in the manner set forth in Reg. §1.7520-2(b).
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in the first full taxable year of the trust to the first pay-
out date must be used. For example, if the CRUT as-
sets are valued on the first day of the taxable year and
the unitrust amount is paid quarterly at the end of
each quarter, you would select the APR that corre-
sponds to at least three months but less than four
months.

Step 2 — Determine the Valuation Factor.

The valuation factor is determined by matching the
APR with the appropriate term of years or appropriate
age of the measuring life. Valuation factors for a uni-
trust amount payable for a term of years are published
in Pub. 1458, Table D, Term Certain Factors. Valua-
tion factors for a unitrust amount payable for the life
of an individual are published in Pub. 1458, Table
U(1), Single Life Factors. If the exact APR is not
found in the Tables, which is often the case, it is nec-
essary to perform an interpolation calculation to deter-
mine the appropriate valuation factor.*

Step 3 — Determine the Present Value of the
Remainder Interest.
Multiply the appropriate valuation factor from Step 2
by the net FMV of the assets contributed to the
CRUT. This will give you the present value of the re-
mainder interest, which is also the amount of the
charitable deduction.

Example: Donor, age 72, transfers assets
having a $1,000,000 FMV to a CRUT and
retains the lifetime right to a 5% unitrust
amount, payable quarterly on the last day of
the quarter. The Section 7520 Rate is 2.2%.
The CRUT assets are valued on January 1 of
each year. The payout factor, determined
under Step 1, is 0.986509. Accordingly the
APR is 4.933% (5% % 0.986509). The valua-
tion factor, determined under Step 2, is
0.55435.%' The present value of the remain-
der interest, determined under Step 3, is
$554,350 ($1,000,000 x 0.55435).

QUALIFICATION REQUIREMENTS

For a trust to qualify as a CRT and be afforded the
tax benefits discussed above, the trust must satisfy a

29 Reg. §1.664-4(e)(4), §1.664-4(e)(5).

21 The APR of 4.933% is not found in Table U(1). The closest
APRs in Table U(1) are 4.8% and 5.0%. Therefore, an interpola-
tion calculation must be performed using these two APRs to de-
termine the appropriate valuation factor. The appropriate valuation
factor is determined as follows: First, determine the difference be-
tween the valuation factors at a 4.8% APR and a 5.0% APR. In
this example, the difference is 0.01221 (0.56247 — 0.55026). Sec-
ond, the following equation must be solved for X: ((4.933% (ac-
tual APR) — 4.8% (the closest APR that is lower than the actual
APR)) / 0.2%) x 0.01221 = X. In this example, X = 0.00812. Fi-
nally, determine the appropriate valuation factor by subtracting X
(0.00812) from the valuation factor at a 4.8% APR (0.56247).
This gives you a valuation factor of 0.55435.

number of technical requirements at the time of cre-
ation and throughout its existence. In an attempt to
create some clarity in this highly technical area, it
may be helpful to view the various technical require-
ments as falling into one of three categories — (a) re-
quirements relating to the non-charitable income in-
terest, (b) requirements relating to the charitable re-
mainder interest, and (c¢) additional requirements.

Non-Charitable Income Interest

The following requirements must be satisfied with
respect to the non-charitable income interest.

Payment Type

The income interest payable to the non-charitable
beneficiary must take the form of either an “‘annuity”
or a ‘“unitrust amount.” An income interest will be
treated as an ‘“‘annuity’’ if the trust agreement defines
such income interest as a stated dollar amount or a
fixed percentage of the assets gifted to the CRT val-
ued at the time of contribution.”* An income interest
will be treated as a unitrust amount if the trust agree-
ment defines such income interest as a fixed percent-
age of the assets gifted to the trust valued annually.?
A trust that defines the income interest as the greater
of the annuity or the unitrust amount will not qualify
as a CRT.**

Payment Term

The annuity or unitrust amount (as the case may be)
must be payable to the non-charitable beneficiary for
either a term of years (not to exceed 20 years) or the
life of the non-charitable beneficiary (or lives of one
or more non-charitable beneficiaries).>> If the annuity
or unitrust amount is payable for the life or lives of
one or more individuals, all such individuals must be
living at the creation of the trust.® This rule is of par-
ticular importance when the non-charitable income in-
terest is payable to a class of individuals. In such
event, all individuals within the class must be alive at
the creation of the trust.

For example, if the trust agreement provides that
the annuity or unitrust amount is to be paid to the do-
nor’s descendants for such descendants’ lives, the

22 §664(d)(1)(A); Reg. §1.664-2(a)(1)(ii), §1.664-2(a)(1)(iii).

22 8664(d)(2)(A); Reg. §1.664-3(a)(1)().

24 Reg. §1.664-1(a)(2).

25 8664(d)(1)(A), §664(d)(2)(A). To avoid denial of the chari-
table deduction, it is imperative that the annuity or unitrust
amount actually be paid to the non-charitable beneficiary. See Es-
tate of Atkinson v. Commissioner, 309 E.3d 1290 (11th Cir. 2002),
aff’g 115 T.C. 26 (2000) (denying the charitable deduction where
the trustee failed to pay the annuity to the income beneficiary dur-
ing her lifetime).

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

Tax Management Estates, Gifts and Trusts Journal
4 © 2014 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.
ISSN 0886-3547



trust would not qualify as a CRT because it is possible
that not all members of the class (i.e., the donor’s de-
scendants) are living at the time of creation of the
CRT. If the donor desires to name a class of individu-
als as the non-charitable beneficiaries, the trust agree-
ment should contain language limiting the class only
to those individuals living at the creation of the
CRT.”’

5% Minimum Value / 50% Maximum Value Rule

All CRTs, whether a CRAT or a CRUT, are re-
quired to pay to the non-charitable beneficiary each
year an amount equal to at least 5%, but not more
than 50%, of the net FMV of the assets gifted to the
CRT determined as of the date of contribution (in the
case of a CRAT) or annually (in the case of a
CRUT).?® This rule effectively places a floor and a
ceiling on the percentage payout to the non-charitable
beneficiaries.

Power to Terminate Interest

Generally, a trust will not qualify as a CRT if any
person holds a power with respect to such trust that
would cause the trust to be a grantor trust for income
tax purposes.”’ Notwithstanding this rule, the settlor
is permitted to retain a testamentary power to revoke
or terminate the interest of any non-charitable benefi-
ciary.?”

Charitable Remainder Interest

The following requirements must be satisfied with
respect to the charitable remainder interest.

Permissible Beneficiaries

A trust is a CRT only if the remainder interest is
payable to one or more permissible beneficiaries. For
purposes of the CRT rules, a permissible beneficiary
is any charitable organization described in §170(c).”"
This typically includes public charities, private foun-
dations and donor advised funds. As discussed above,
the status of the charity designated as the remainder
beneficiary will affect the extent to which the deduct-
ible amount can be deducted on the donor’s income
tax return.

27 In certain situations, the annuity or unitrust amount may be
paid to a trust for the benefit of a non-charitable beneficiary, rather
than directly to such individual, provided that the only function of
such trust is to receive and administer the annuity or unitrust
amount received from the CRT for the benefit of the non-
charitable beneficiary and, upon such beneficiary’s death, the as-
sets will be included in his or her gross estate. See Rev. Rul. 2002-
20, 2002-1 C.B. 794; Rev. Rul. 76-270, 1976-2 C.B. 194.

% §664(d)(1)(A), §664(d)(2)(A).

2% Reg. §1.664-2(a)(3)(ii).

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

1 §664(d)(1)(A), §664(d)(2)(A).

10% Present Value Requirement

The present value of the charitable remainder inter-
est must be equal to at least 10% of the net FMV of
the property gifted to the CRT as of the date the prop-
erty is contributed to the CRT.*> With respect to a
CRUT, to which, as discussed below, additional con-
tributions are permitted, this test must be satisfied
with respect to each contribution.>® In order to pre-
vent an additional contribution from inadvertently dis-
qualifying a CRUT as a CRT, if an additional contri-
bution to a CRUT causes the CRUT to fail the 10%
present value requirement, such additional contribu-
tion will be treated as a transfer to a separate trust.**
The separate trust will not qualify as a CRT; however,
the existing CRUT will continue to qualify as a CRT.

Satisfying the 10% present value requirement be-
comes more difficult when the non-charitable benefi-
ciary is relatively young, the Section 7520 Rate is
relatively low, or the annuity or unitrust amount is
payable to multiple beneficiaries (e.g., the joint lives
of husband and wife).

Exhaustion Test

The Exhaustion Test, which is set forth in Rev. Rul.
77-374,% provides that a trust will fail to qualify as a
CRT if there is a greater than 5% probability that the
trust assets will be exhausted prior to the termination
of the non-charitable interest. That is, if there is a
greater than 5% probability that the charitable remain-
der beneficiary will receive no assets, the trust is not
a CRT. The Exhaustion Test applies only to CRATs.
The very nature of a unitrust amount (i.e., a fixed per-
centage of the assets determined annually) makes it
impossible to exhaust the assets of a CRUT.

In low-interest-rate environments, the requirement
that the non-charitable income interest have a value
equal to at least 5% of the FMV of the assets contrib-
uted to the CRAT makes satisfying the Exhaustion
Test difficult and prevents younger individuals from
being designated as the non-charitable beneficiary.
For example, assuming a Section 7520 Rate of 2.2%
and a 5% annual annuity, a CRAT cannot satisfy the
Exhaustion Test unless the non-charitable beneficiary
is at least 71 years old.

The American College of Trust and Estate Counsel
(““ACTEC?”) is currently working on a legislative pro-
posal that would make CRATs available to a larger,
younger population. Under the ACTEC proposal, the
5% Minimum Value Requirement would be revised to
require a minimum annual payout to the non-

*2 §664(d)(1)(D), §664(d)(2)(D).
2 §664(d)(2)(D).

34 §664(d)(4).

3 1977-2 C.B. 329.
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charitable beneficiary equal to the lesser of (a) the
Section 7520 Rate used to determine the value of the
charitable remainder interest, and (b) 5%. For ex-
ample, under the proposal, the minimum value of the
non-charitable income interest of a CRAT created at a
time when the Section 7520 Rate is 2.2% would be
2.2% (rather than 5%) of the FMV of the assets con-
tributed to the CRAT. This would permit any indi-
vidual at least 1 year of age to be the non-charitable
beneficiary of a CRAT.

Power to Change Beneficiaries

The settlor of a CRT may retain the power to
change charitable beneficiaries.’® Additionally, the
trustees and the income beneficiaries may also be
granted the power to change charitable beneficia-
ries.’” This creates a great deal of flexibility, as the
charitable remainder beneficiary of a CRT can be
changed after the trust is created to take into account
future change in circumstances or donor intent.

Additional Requirements

In addition to the requirements that apply with re-
spect to the non-charitable income interest and the
charitable reminder interest, the following require-
ments also must be satisfied.

Prohibition on Other Payments

A CRT may not distribute any amounts to the non-
charitable beneficiaries other than the annuity or uni-
trust amount.*® This prohibition does not prevent sales
to non-charitable beneficiaries for full and adequate
consideration, provided that the non-charitable benefi-
ciary is not a ‘“‘disqualified person” under the self-
dealing rules.*®

Additional Contributions

One distinguishing feature between a CRAT and a
CRUT is that a CRAT must expressly prohibit addi-
tional contributions,*® whereas a CRUT may permit
additional contributions.*' If a CRUT permits addi-
tional contributions, the trust agreement must provide
special rules for valuing the additional contributions
for purposes of calculating the unitrust amount.*?
Generally, where no valuation date occurs after the
date of the additional contribution and during the tax-

*® Rev. Rul. 76-8, 1976-1 C.B. 179.

37 Rev. Rul. 76-7, 1976-1 C.B. 179.

% §664(d)(1)(B), §664(d)(2)(B).

39 See discussion of private foundation rules, below.

40 Reg. §1.664-2(b). For purposes of this rule, all property pass-
ing at death is treated as a single contribution, even if funding of
the CRT requires several transfers.

*1 Reg. §1.664-3(b).

*1d.

able year in which the additional contribution is made,
the additional contribution is valued as of the date of
contribution.*® The unitrust amount for the taxable
year during which the additional contribution is made
is then determined by taking into account only that
portion of the value of the additional contribution at-
tributable to the days in the taxable year after such ad-
ditional contribution.** Any income earned by the ad-
ditional contribution after the CRUT’s regular valua-
tion date is disregarded in computing the unitrust
amount.*

Valuation of “Unmarketable’ Assets

If a CRT owns ‘“unmarketable” assets, whenever
the CRT is required to value such assets (either at the
time of contribution or annually with respect to a
CRUT), the valuation must be (1) performed exclu-
sively by an ““independent trustee” or (2) determined
by a qualified appraisal.*® For purposes of this rule,
“unmarketable” assets are assets that are not cash,
cash equivalents or other assets that can be readily
sold or exchanged for cash or cash equivalents.*” An
“independent trustee” is a person who is not the sett-
lor, a non-charitable beneficiary, or a related or subor-
dinate party to the settlor, the settlor’s spouse, or a
non-charitable beneficiary.*®

The application of this rule must be carefully con-
sidered when deciding who will serve as the CRT’s
trustee. If the CRT does not have at least one indepen-
dent trustee, a qualified appraisal will need to be ob-
tained any time the CRT’s assets need to be valued.
This generally is not an issue with respect to contri-
butions to either a CRAT or a CRUT because the
charitable deduction rules require qualified appraisals

BId

4 Id. For example, assume that on March 2, A makes an addi-
tional contribution to a calendar year CRUT, which has a January
1 valuation date and provides for a 5% unitrust amount. For pur-
poses of computing the required payout with respect to the addi-
tional contribution for the year of such contribution, the additional
contribution is valued on March 2. Assume further that on March
2, the additional contribution had a FMV of $5,000. The required
payout with respect to the additional contribution for the year of
such contribution is $208 (5% x $5,000 x 305 days / 365 days).

¥ 1d.

46 Reg. §1.664-1(a)(7).

47 Reg. §1.664-1(a)(7)(ii). Reg. §1.664-1(a)(7)(ii) lists the fol-
lowing examples of unmarketable assets: “‘real property, closely-
held stock, and an unregistered security for which there is no
available exemption permitting public sale.”

*® Reg. §1.664-1(a)(7)(iii). Under §672(c), if nonadverse, the
following individuals are treated as “‘related or subordinate’: (i)
the settlor’s spouse, father, mother, issue, brother or sister; (ii) an
employee of the settlor; (iii) a corporation or any employee of a
corporation in which the stock holdings of the settlor and the trust
are significant from the viewpoint of voting control; and (iv) a
subordinate employee of a corporation in which the settlor is an
executive.
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for any contribution in excess of $5,000.* Where the
effects of this rule can really be felt is with annual
valuations of CRUT assets. If no independent trustee
is serving, the CRUT will need to obtain a qualified
appraisal every year to value its assets. This can be-
come a costly administrative burden. This rule may
also be applicable where a CRAT does not have suffi-
cient income in a given year to satisfy the full amount
of the annuity payment and thus must distribute a por-
tion of its principal.”® To avoid this result, where the
donor prefers to have a related or subordinate person
serve as trustee, consideration should be given to ap-
pointing a special independent trustee solely for the
purpose of determining asset value.

TYPES OF CHARITABLE REMAINDER
TRUSTS

CRTs take several different forms, the effectiveness
of each depending on the client’s particular facts and
circumstances. The primary characteristic distinguish-
ing the various forms of CRTs is the manner in which
the non-charitable income interest is defined. In order
to effectively serve clients, planners must have a
working knowledge of the differences between the
various types of CRTs and the situations in which
each form is best utilized.

Charitable Remainder Annuity Trusts

A CRAT is a CRT that pays to the non-charitable
beneficiary an annuity (i.e., a stated dollar amount or
a fixed fraction or percentage of the FMV of the trust
assets determined as of the date of contribution). The
annuity is paid to the non-charitable beneficiary re-
gardless of whether the trust has “income””' for the
year. Accordingly, if the income of the trust for any
particular year is less than the annuity, the trustees
will be required to distribute principal to the non-
charitable beneficiary to satisfy the annuity. This
would be administratively burdensome and, depend-
ing on the nature of the CRAT’s assets and the iden-
tity of its trustees, could necessitate costly appraisals.

Because the annuity is determined as of the date of
the initial contribution, the annuity remains constant
over the non-charitable term. This fixed nature of the
annuity is a double-edged sword — protecting the
non-charitable beneficiary against any decrease in as-
set value (i.e., the non-charitable beneficiary receives
the full annuity even if the assets depreciate signifi-

49°8170()(11)(C).
0 See discussion of the taxation of the charitable remainder
trust, below.

5! Income for this purpose refers to fiduciary account income
determined under §643(b).

cantly in value) yet preventing the non-charitable ben-
eficiary from benefiting from any increase in asset
value (i.e., all appreciation inures to charity). Addi-
tionally, the annuity is not adjusted to keep pace with
inflation and, therefore, may provide significantly less
economic benefit to the donor in the later years of the
CRAT than in the earlier years. Due to their predict-
able nature, CRATSs are most often used for older cli-
ents who are looking for a stable income stream and
are unable to tolerate potentially significant fluctua-
tions in income from year to year.

Standard Charitable Remainder Trust

A standard CRUT is a CRT that pays to the non-
charitable beneficiary a unitrust amount (i.e., a fixed
percentage of the net FMV of the trust assets as reval-
ued annually). The unitrust amount is paid to the non-
charitable beneficiary regardless of whether the trust
has income for the year and, therefore, as with a
CRAT, it may be necessary to distribute principal to
satisfy the unitrust amount. Because the unitrust
amount is recalculated annually, the unitrust amount
fluctuates as the trust’s asset value fluctuates. This al-
lows the non-charitable beneficiary to share in asset
growth and effectively serves as a built-in inflation ad-
justment. Because the unitrust amount is based on the
value of the trust assets determined annually, annual
revaluations of the assets must be obtained, which
tends to make CRUTs more expensive to administer
than CRATs. If the client anticipates making future
contributions to the trust, a CRUT must be used.

Net Income Charitable Remainder
Unitrust (“NICRUT”)

A NICRUT is a CRUT that pays to the non-
charitable beneficiary an amount equal to the lesser of
(1) the unitrust amount, or (2) the net income of the
trust (determined under §643(b)).

A NICRUT effectively caps the payment to the
non-charitable beneficiary at the trust’s net income,
thereby preventing the trust from having to distribute
principal to the non-charitable beneficiary in satisfac-
tion of the unitrust amount. Accordingly, if the trust
has no net income for a particular year, the non-
charitable beneficiary receives no distribution.
NICRUTs should be considered for assets that do not
generate significant income, such as vacant land or
growth (i.e., non-dividend paying) stock.

Net Income with Make-Up Charitable
Remainder Unitrust (“NIMCRUT”)

A NIMCRUT is similar to a NICRUT (i.e., it pays
to the non-charitable beneficiary the lesser of (1) the
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unitrust amount, or (2) the net income of the trust) ex-
cept that a NIMCRUT (as its name suggests) contains
a “‘make-up” provision that permits income in excess
of the unitrust amount to be distributed to the non-
charitable beneficiary in certain circumstances.

The make-up provision of a NIMCRUT works as
follows:

e For any year in which the net income of
the trust is less than the unitrust amount,
the non-charitable beneficiary receives the
net income.

e The excess of the unitrust amount over the
net income for the year (the “make-up
amount”) is tracked by the trustees of the
trust.

e In any subsequent year in which the net
income exceeds the unitrust amount, the
non-charitable beneficiary is entitled to
receive the unitrust amount and an amount
of income equal to the make-up amount.
Example: Assume Donor contributes as-
sets to a NIMCRUT with a $1,000,000
FMV. The NIMCRUT pays to Donor an-
nually the lesser of a 5% unitrust amount
or the net income of the trust. In year 1,
the assets of the NIMCRUT generate
$30,000 of income. Because the income
($30,000) is less than the unitrust amount
($50,000), Donor receives only a $30,000
distribution in year 1, resulting in a
$20,000 make-up amount. In year 2, the
Trust has $60,000 of income. Because the
unitrust amount is less than the income,
Donor receives a distribution of the uni-
trust amount. However, Donor also is en-
titled to receive a distribution of income in
excess of the unitrust amount up to the
make-up amount. Accordingly, Donor is
entitled to receive an additional $10,000
distribution (the remaining income of the
trust). The $10,000 distribution of income
reduces Donor’s make-up amount from
$20,000 to $10,000.

One of the most beneficial aspects of a NIMCRUT
is the ability to control the timing of income to the
non-charitable beneficiary. The income can be con-
trolled in several ways. First, the trustees can effec-
tively control the timing of income through careful in-
vesting and the allocation of income and gains be-
tween principal and income. The trustees can invest in
non-income-producing assets when the non-charitable
beneficiary wants to defer income, and convert the in-
vestments into high-income-producing assets when
the non-charitable beneficiary wants to receive in-

come.”® However, in manipulating investments in this
manner, caution must be taken to avoid application of
the self-dealing rules.”

In addition to investment decisions, the trustees can
manipulate the income of a NIMCRUT by the man-
ner in which they allocate capital gains to income or
principal. Generally, capital gains of a CRT may be
allocated to income or principal in the trustee’s discre-
tion. However, there are two exceptions to this rule.
First, any capital gain from the sale of an asset con-
tributed to the trust must be allocated to principal to
the extent of pre-contribution gain.* Second, any
capital gain from the sale of an asset purchased by the
trust must be allocated to principal to the extent of the
purchase price of such asset.””

Example: Assume Donor contributes an asset
with a $100 adjusted basis and a $200 FMV
to a NIMCRUT. If the NIMCRUT sells the
asset for $300 there would be $200 of capi-
tal gain. $100 of this gain would be pre-
contribution capital gain that is required to
be allocated to principal. The remaining
$100 of capital gain can be allocated to in-
come or principal.

Another, more sophisticated method for manipulat-
ing the income of a NIMCRUT is for the NIMCRUT
to create a single-member limited liability company
(an “LLC”’) to hold all of its investments. By wrap-
ping all of its investments in an LLC, the NIMCRUT
will have income only if and when the LLC makes
distributions to the NIMCRUT. Accordingly, during
periods that the non-charitable beneficiary does not
want to recognize income, the LLC would simply
make no distributions to the NIMCRUT, and during
periods that the non-charitable beneficiary wants in-
come, the LLC would make distributions to the NIM-
CRUT.

Flip-Charitable Remainder Unitrust
(“Flip-CRUT”)

A Flip-CRUT is a CRUT that starts out as either a
NIMCRUT or NICRUT and then converts or flips into
a standard CRUT on a specified date or upon the oc-
currence of a “triggering event.”>® A common trig-
gering event is the trust’s sale or other disposition of
an unmarketable asset.

32 For example, see TAM 9825001 (purchase of deferred annu-
ity by NIMCRUT does not disqualify trust under §664); PLR
9009047 (same).

53 See discussion on private foundation rules, below.

3 Reg. §1.643-3(b).

»1d.

56 Reg. §1.664-3(a)(1)(i)(c). The triggering event cannot be an
event within the control of the settlor, the trustees or any other
person. The disposition of unmarketable assets, the marriage, di-
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The conversion from a NIMCRUT or a NICRUT to
a standard CRUT is deemed to occur on the first day
of the taxable year following the year in which the
specified date or triggering event occurs.’” Upon con-
version, any accrued make-up amount (if the CRT
started out as a NIMCRUT) is forfeited.® Flip-
CRUTs are often used when a donor wants to transfer
non-income-producing assets (such as vacant land or
growth stock) to a CRT, and, for one reason or an-
other, wants the trust to retain the assets for several
years before selling.

Example: Donor owns vacant land that he
would like to contribute to a CRT. The va-
cant land does not generate any income. For
various reasons, Donor does not want the
vacant land to be sold until four years after
the contribution. After the vacant land is
sold, the proceeds from the sale will be rein-
vested in a diversified portfolio. Donor con-
tributes the vacant land to a Flip-CRUT. The
Flip-CRUT starts out as a NIMCRUT and
Donor retains the lifetime right to the lesser
of a 5% unitrust amount and the net income
of the trust. In years 1-3, the trust has no net
income and, therefore, Donor receives no
distribution from the trust. In year 4, the
trust sells the vacant land and reinvests the
proceeds in a diversified portfolio, which is
expected to generate sufficient income to
satisfy the unitrust amount. Because CRTs
are exempt from taxation, no gain is recog-
nized on the sale of the vacant land. Because
the vacant land was sold in year 4, the con-
version of the trust from a NIMCRUT to a
standard CRUT is deemed to occur on the
first day of year 5. Accordingly, beginning in
year 5, Donor will be entitled to a 5% uni-
trust amount, irrespective of trust income.
Any make-up amount from years 1-4 is for-
feited upon conversion.

TAXATION OF CRTs AND CRT
BENEFICIARIES

Taxation of the Charitable
Remainder Trust

As discussed above, CRTs are exempt from federal
and state income tax and the 3.8% NIIT. However, a

vorce or death of an individual and the birth of a child by an in-
dividual are all examples of permissible triggering events. See
Reg. §1.664-3(a)(1)({)(c)(1).

57 Reg. §1.664-3(a)(1)({)(c)(2).

58 Reg. §1.664-3(a)(1)(i)(c)(3). After the conversion, the trust
will be a standard CRUT, which does not permit distributions to
the non-charitable beneficiary other than the unitrust amount.

100% excise tax is imposed on any unrelated business
taxable income (“UBTI”) of the CRT.”” UBTI is de-
termined under §512 and includes items of income
such as debt-financed income and taxable income de-
rived from investments in trade or business activities
held in pass-through entities. A full discussion of what
constitutes UBTI is beyond the scope of this Article;
however, practitioners should familiarize themselves
with these rules. The 100% excise tax effectively re-
quires the CRT to forfeit all of its UBTI; however, the
existence of UBTI does not otherwise affect the tax-
exempt status of the CRT.

Taxation of Charitable Remainder
Trust Beneficiaries

Income and Gains Generally

Although income and gains are not taxed to the
CRT itself, distributions from the CRT carry out in-
come and gains of the CRT to the non-charitable ben-
eficiary based on a four-tier system that determines
the character of the distribution based on the charac-
ter of the income and gains of the CRT.%°

Under the four-tier system, the character and taxa-
tion of distributions are determined as follows:

e First, trust income is assigned to one of
three classes of income (ordinary income,
capital gains or other income, such as tax-
exempt income).

e Second, items within a particular class of
income are further divided based on the
tax rate that applies to the various income
items within the class. For example, if the
income items assigned to the ordinary in-
come class consist of interest income,
which is subject to a maximum tax rate of
39.6% and qualified dividend income,
which is subject to a maximum tax rate of
20%, these items would be assigned to
separate subclasses.

e Third, once the income has been assigned
to its appropriate class, the character of the
distribution to the non-charitable benefi-
ciary is determined by treating the distribu-
tion as being made from the various
classes of income in the following order:

e Ordinary Income (to the extent
thereof);

e Capital Gains (to the extent thereof);

e Tax Exempt Income (to the extent
thereof); and

39 §664(c)(2).

50 $664(b); Reg. §1.664-1(d).
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e Tax-free return of principal.

e If there are subclasses of income within a
particular class of income (e.g., within the
ordinary income class — interest subject to
a maximum rate of 39.6% and qualified
dividends subject to a maximum rate of
20%), the subclass subject to the highest
maximum tax rate is deemed to be distrib-
uted first.

Example: Donor creates a CRUT which
pays to Donor a 5% unitrust amount annu-
ally. In year 1, the value of the trust assets
for purposes of determining the unitrust
amount is $1,000,000 and, therefore, Do-
nor will receive a $50,000 distribution. In
year 1, the CRT has $65,000 of income,
which consists of $25,000 of interest in-
come (subject to a maximum 39.6% tax
rate), $15,000 of rental income (subject to
a maximum 39.6% tax rate), $15,000 of
qualified dividends (subject to a maximum
20% tax rate) and $10,000 of capital gains
(subject to a maximum 20% tax rate). The
$50,000 unitrust amount distributed to
Donor will be treated as consisting of
$25,000 of interest income, $15,000 of
rental income and $10,000 of qualified
dividend income.

Any income that is not deemed to be distributed to
the non-charitable beneficiary in the current year
maintains its character for purposes of determining
the character of distributions in subsequent years.

Net Investment Income

As noted above, a CRT itself is not subject to the
3.8% NIIT. However, distributions to the non-
charitable beneficiary of the annuity or unitrust
amount may carry out the NII to the non-charitable
beneficiary.®' Generally, distributions from a CRT
carry out NII to the non-charitable beneficiary under
the same four-tier system discussed above. For pur-
poses of assigning items of NII to a subclass of in-
come within a particular class of income, the 3.8% tax
on NII is tacked on to the tax rate otherwise appli-
cable to each item of income that constitutes NII.®?
Distributions to the non-charitable beneficiary are
then characterized in the manner discussed above.

For example, income from an individual retirement
account (an “IRA’) and interest income would both

¢! Reg. §1.1411-3(d).

52 Reg. §1.1411-3(d)(2). Income accumulated prior to Jan. I,
2013 (“‘pre-2013 income™) is excluded from NII. Accordingly, the
3.8% tax on NII will not be tacked on to pre-2013 income when
assigning the income items to a subclass of income within a par-
ticular class of income, even if such income would otherwise
qualify as NII. See Reg. §1.1411-3(d)(1)(iii).

be assigned to the ordinary income class. However,
because the interest income is NII and the IRA in-
come is excluded from NII, the combined tax rate ap-
plicable to the interest income would be 43.4%
(39.6% plus 3.8%) and the combined tax rate appli-
cable to the IRA income would be 39.6%. Thus, un-
der the four-tier system, the interest income would be
deemed to pass to the non-charitable beneficiary be-
fore the IRA income. It is not always the case, how-
ever, that NII will be deemed to be distribution prior
to income that is not NII. For example, if a CRT has
IRA income, which is not NII, and qualified dividend
income, which is NII, the IRA income would be sub-
ject to a maximum aggregate tax rate of 39.6% and
the qualified dividend income would be subject to a
maximum aggregate tax rate of 23.8% (20% plus
3.8%). Accordingly, under the four-tier system, the
IRA income would be deemed to be distributed to the
non-charitable beneficiary prior to the qualified divi-
dend income.

It may be possible to avoid payment of the 3.8%
tax on NII in its entirety. For example, if an item of
income that constitutes NII is deemed to be distrib-
uted out to a non-charitable beneficiary, such item of
income is only subject to the 3.8% tax on NII if the
non-charitable beneficiary to whom it is distributed
has AGI for the taxable year of the distribution in ex-
cess of the threshold necessary to trigger the tax (i.e.,
AGI in excess of $200,000 for an individual and
$250,000 if married and file jointly).®?

PRIVATE FOUNDATION RULES

Although a full discussion of the private foundation
rules is beyond the scope of this Article, it should be
noted that CRTs are subject to some of the same rules
that apply to private foundations, the most commonly
applicable of which is the self-dealing rules.®* These
rules strictly prohibit most transactions between the
CRT and the settlor, any substantial contributor to the
CRT, or any individual or entity deemed related to one
of the foregoing.®® For further discussion of the self-
dealing and other private foundation rules applicable
to CRTs, see 865 T.M., Charitable Remainder Trusts
and Pooled Income Funds.

CONCLUSION

For any client who is charitably inclined and is
looking for a way to reduce his current income tax li-

63 See §1411.

54 Reg. §1.664-1(b).

65 §4947(a)(2). Transactions that constitute self-dealing may in-
clude (without limitation) purchases, sales, leases, loans, excess
compensation and use of trust property. §4941(d)(1).
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ability while also reducing future estate tax, an inter
vivos CRT may prove to be just what the doctor or-
dered. Additionally, while a testamentary CRT does
not offer an income tax deduction, it allows a charita-
bly inclined client to receive an estate tax charitable
deduction while still providing an income stream for

non-charitable objects of the client’s bounty. In order
for the full benefits of a CRT to be realized, practitio-
ners must have a working knowledge of the rules ap-

plicable to CRTs and an understanding of when the
various types of CRTs are best utilized.
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