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PREFACE

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

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

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

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

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change without notice. Reasonable people may disagree abont the opinions
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expressed berein. Al transaction and investments entail risks. There is no gnarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

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



1 INTRODUCTION:
THE SECRET TO UNDERSTANDING PLANNED GIVING

Sophisticated planned giving can be intimidating
for professional fundraisers, financial advisors,
and donors. It seemingly offers complex terms,
complex calculations, and the risk of serious
penalties if done incorrectly. It is no wonder
that many simply turn away from the field to
stick to the easier approaches they already
know. Yet, this fear leads to enormous lost
opportunities for the donor, the fundraiser, and
the financial advisor. This book is intended to
make the concepts of planned giving friendlier
and more intuitive. ~ When advisors and
fundraisers understand the core capabilities of
planned giving, they can provide dramatically
increased value to their clients, donors, and
nonprofit organizations. That starts not with
mastering the vast complexity possible in planned giving, but with understanding the underlying simplicity
common to almost all of planned giving.




RUSSELL JAMES

Planned giving and simplicity don’t normally go
together. The perception of planned giving is
that it can be enormously complex. This
perception is accurate. Planned giving
transactions can be among the most complex
transactions.  They can involve Charitable
Remainder Trusts, foundations, Charitable Lead
Trusts, capital gains taxes, income taxes, estate
taxes, gift taxes, special business entities, a four-
tiered income accounting system, life insurance,
arcane documentation requirements, and more.
When facing this forest of rules and regulations,
it makes perfect sense that many simply throw
up their hands and retreat. Yes, planned giving
can become quite complicated. Yet, amidst this
forest of details, a core simplicity motivates

nearly all planned giving transactions.

Behind all of the complexity lies this simplicity.
Gift planning can do two things. Fundraisers
should use it for two main reasons. Financial
advisors should use it for two different main
reasons. That’s it. If you remember these sets
of two, you will understand the basic what and
why of planned giving.

It’s not that complicated. Gift planning can do
two things, lower taxes and trade a gift for
income. Regardless of how massively complex
a planned giving transaction can become, it will
do only these two things. If you understand
this simple reality, you understand what planned
giving structures can accomplish.
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So, if planned giving can only do these two
things, why do we need an entire book — indeed
many, many books most of which are far more
sophisticated than this one — to cover planned
giving? It is true that planned giving can only
do two things (lower taxes and trade a gift for
income), but there are a wide variety of ways in
which these two things can be accomplished.

Let’s begin with trading a gift for income. The
first question to answer is, “Where should the
income come from?” Does the donor want the
income payments to come from, and be
guaranteed by, the charity? If so, then she
would consider a Charitable Gift Annuity
(CGA). Does the donor instead want the
income payments to come from, and be backed
by, the assets contributed by the donor? If so,
then she would consider a Charitable
Remainder Trust (CRT). Perhaps the donor
would prefer to have the income payments
come from, and be backed by, a large pool of
assets contributed by many donors. If so, then
she might consider the, relatively rare, Pooled

Income Fund (PIF). Instead of having one
option (trading a gift for income, yes or no), the donor now has three options. The menu of options does
not stop with these three choices.

First, the donor can choose where the income
payments should come from. Next, the donor
can choose what kind of payments she would
prefer. If the payments are coming from the
charity, she can choose to take fixed dollar
payments for one or two lives where the
payments begin immediately following the gift.
This is the standard Charitable Gift Annuity.
The donor may instead prefer to delay the start
of the payments until some future point, such
as retirement. This is a deferred Charitable Gift
Annuity.

If the payments come from a Charitable
Remainder Trust holding the donor’s assets,
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there are even more options for the income. Just as with a Charitable Gift Annuity, a Charitable Remainder
Trust can make fixed dollar payments for life or multiple lives. Alternatively, the Charitable Remainder Trust
can make fixed dollar payments for a set period, up to 20 years. Ort, the Charitable Remainder Trust can pay
a fixed percentage of its assets, either for one or more lives or for up to 20 years. This means that if the value
of the assets in the Charitable Remainder Trust increases or dectreases, so do the payments. This may be
attractive as a way to combat the effects of inflation through investment performance, especially because the
donor often can continue to manage or select the manager of the assets. In yet another variation, called a Net
Income Charitable Remainder Unitrust or NICRUT, the payments may be capped at the income received
from the trust investments. This may be helpful to prevent a forced sale when the trust holds only assets that
generate no income. Even this alternative has two additional variations. In the Net Income with Make-up
Charitable Remainder Unitrust (NIMCRUT), any payments reduced due to low income in one year can be
made-up in later years when income is high. Finally, the flip-CRUT combines two types of Charitable
Remainder Trusts, starting as a NIMCRUT or NICRUT and then “flipping” to a standard CRUT upon the
occurrence of an event such as the donor reaching retirement age or the sale of a difficult-to-market asset.
Through creative asset management, this can allow the assets to grow rapidly with no taxation or payouts
until the donor desires to start receiving them at some later point.

Thus, what starts as a simple concept — trading a gift for income — quickly becomes cluttered due to the
many options available. Instead of throwing up our hands when faced with the alphabet soup of CGA,
deferred CGA, CRAT, CRUT, NICRUT, NIMCRUT, and flip-CRUT, the key is to remember that there is
just one core idea — trading a gift for income. Beyond this, the options are simply variations available to
better match the desires of the donor.

The second thing gift planning can do is lower
taxes. Lowering taxes can be great for the
donor (gifts are cheaper), great for the advisor
(providing serious value to the client and
reducing the tax bite on assets under
management), and great for the charity (making
bigger gifts more affordable). But, lowering
taxes can be a complicated process. In fact,
most of the complexity in planned giving comes
from tax laws and, consequently, most of this
book deals with tax law. Determining the best
way to lower taxes first depends upon which
type of taxes the donor is interested in lowering.
Planned giving can lower capital gains taxes,
income taxes, and estate taxes, but the
techniques differ depending upon which tax is

the focus.
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Lowering capital gains taxes occurs when the
donor gives appreciated property, rather than
cash, to the charity. Because the charity — and
not the donor — sells the appreciated property,
no taxes are paid. The donor can either give the
property to the charity or give the property to
the charity in exchange for income — with all of
the options available as discussed above.
Lowering income taxes can occur in a
number of ways. In the simplest form, the
donor can take an income tax deduction for
making a charitable gift of money or property.
A donor age 70%2 or older can transfer funds
directly to a charity from an IRA or IRA
rollover. Giving these pre-tax dollars thereby

avoids all taxation. For those 72 or older these
Qualified Charitable Distributions also count against Required Minimum Distributions. Also, there are
several methods by which a donor can take an immediate income tax deduction in exchange for a transfer
that will not be received by the charity for many years, often not until after the death of the donor. These
strategies include the Charitable Remainder Trust, the retained life estate in a home or farmland, the private
foundation, the donor advised fund, and the grantor Charitable Lead Trust. Additionally, the donor can still
receive an income tax deduction when making a charitable gift in exchange for income, such as with a
Charitable Remainder Annuity Trust (CRAT), Charitable Remainder Unitrust (CRUT), Charitable Gift
Annuity (CGA), or Pooled Income Fund (PIF). Not only can charitable giving lower income taxes for the
donor, it can also lower income taxes for the donor’s heirs. When deciding which assets to leave to charity at
death, the donor may choose to leave money in traditional retirement accounts (IRAs, 401-Ks) to charity. If
the heirs receive these funds, they must pay income taxes when they withdraw the funds. Charities, in
contrast, do not pay income taxes. Thus, wise planning leaves the tax-heavy assets to charity. This reduces
the income taxes that would otherwise be owed by the heirs without diminishing the charity’s share.

Charitable planning can also lower estate taxes. Money or property left to charity at death is not subject
to estate taxes. Thus, money or property left to charity through a will, beneficiary designation, Charitable
Remainder Trust, or remainder interest deed will escape estate taxes. The Charitable Remainder Trust may
also be combined with an Irrevocable Life Insurance Trust structured in such a way as to avoid estate
taxation on life insurance received by the heirs.
A non-grantor Charitable Lead Trust allows the
donor to pass any growth above the §7520
interest rate to heirs without gift or estate
taxation.

Of course, lowering taxes can be combined
with the techniques of trading gifts for income.
Stacking the methods creates highly complex
transactions. For example, the donor could
transfer highly appreciated corporate shares
into a Charitable Remainder Unitrust paying
6% of all trust assets per year to the donor and
the donor’s spouse for life with payments
limited to income (with makeup provisions)
until the shares are sold, with part of the value
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of the income tax deduction and payments being used to fund an Irrevocable Life Insurance Trust to provide
estate tax free inheritance to the children, where the Charitable Remainder Trust, at the death of the surviving
spouse, transfers all remaining assets to the donor’s private family foundation managed by the donot’s
children and grandchildren. Yes, charitable planning can get complicated. But, underneath this frightening
mess of acronyms, trusts, foundations, and law, the basic concept is still the same. Planned giving can do two

things — lower taxes and trade a gift for income. That’s it.

Planned giving can do two things, lower taxes
and trade a gift for income. That’s nice, but it
doesn’t necessarily explain why a fundraiser
should know about planned giving. Planned
giving has a real impact on nonprofits only
when it leads to larger gifts. These larger gifts
don’t come simply because a gift might be
slightly cheaper due to a tax benefit. Instead,
they come from two sources — asking for assets
instead of cash, and addressing the donor’s
other financial concerns.

For the fundraiser, the simplest approach is to
ask for cash. Getting the donor to write a
check is clean and quick. Beyond sending an
appropriate  gift receipt, it requires no
knowledge of taxes, investments, finance, or
law. These gifts of cash are the big red “easy”
button for fundraiser and donors. So, why
learn all of this planned giving stuff? Because
when fundraisers ask for cash, they are asking
small.
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of wealth that inevitably come from non-cash assets.

This doesn’t mean that a fundraiser can’t ask
for a big check. It means that when the
fundraiser asks for cash, regardless of the size
of the request, he or she is asking for money
out of the cash “bucket,” and the cash bucket is
the smallest bucket. Significant wealth is not
held in cash; it is held in assets. Asking for cash
is normally viewed as asking from the
“disposable income bucket” not the “wealth
bucket.” Changing this reference point can
dramatically change the potential gift size.

Only a tiny fraction of household assets are
held in a form that is accessible by simply
writing a check. Wealth is held in other forms
and these forms are much less accessible. This
lack of access may come from the difficulty in
easily selling all or part of the asset, from legal
barriers, or from negative tax consequences
resulting from a sale. It is certainly easier for
the fundraiser to ignore this less accessible
wealth and simply concentrate on the less than
3% of houschold assets held in cash. Taking
the easy route means that the fundraiser will
always be asking from the small bucket.
Without changing this perspective, neither the
fundraiser nor the donor will be focused on the
possibility of those truly transformational gifts

A more obvious way in which planned giving
can generate more charitable gifts is by
addressing the barriers that prevent donors
from making larger gifts. In conversation, this
is frequently phrased as, “I wish I could do
more, but...” Whatever follows this
introductory line often reveals the primary
barrier preventing the donor from making the
desired gift. Most commonly, these barriers to
giving relate to other financial obligations. This
is where planned giving’s power to trade a gift
for income becomes especially relevant.
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The exact nature of the barrier to further giving
will vary from donor to donor. Often the
barrier will relate to the need for income. For
example, the donor may feel pressed to save for
retirement. In such cases, a deferred Charitable
Gift Annuity or Charitable Remainder Trust
might be of interest. A donor indicating the
bartier of being on a fixed income may lead to
the opportunity to suggest gifting assets in
exchange for additional income, thus permitting
a gift and addressing the financial limitation.
Of course, a fundraiser who is asking only for
cash would never think to consider asking for
assets, much less asking for assets in a way that
generates income for the donor. One of the
most common concerns among older donors is
the risk of outliving their assets. The Charitable Gift Annuity is a solution directly intended to address this
concern by trading a gift for guaranteed lifetime income.

Those with substantial wealth may also have limited cash due to the wealth being tied up in a farm or
business. Such assets may appear inaccessible to the donor, given the substantial capital gains tax that would
be due at their sale. The informed fundraiser can point out the variety of ways in which such assets can be
sold without the need to pay capital gains taxes in a charitable transaction that generates income for the
donor. Even if the donor is not immediately interested in such a transaction, simply making sure that the
donor knows such options are possible before the sale of the business is an important first step.

A donor’s concern for immediate income may lead him to postpone a gift and instead consider putting a
gift in his will. Such a result is perfectly acceptable, but it may also bring up opportunities to discuss
converting the gift at death from a revocable gift to an irrevocable one. This conversion not only secures the
gift for the charity, but also can generate substantial tax benefits to the donor through methods such as a
retained life estate gift in a home or farm, a Charitable Remainder Trust, or even a Charitable Gift Annuity.

For the well-informed fundraiser, the magical
phrase beginning with, “I wish I could do more,
but...” should spark a wide range of possible
solutions and suggestions. Getting the
opportunity to inform the donor about these
can be as simple as asking, “What if there was a
way you could do both? Would you like to hear
about that?” This simple form of appreciative
inquiry identifies when the donor might truly be
interested in learning. This also avoids the
sense that the fundraiser is aggressively pushing
the donor. Instead, the fundraiser is simply
serving in the role of an informed advisor,
available whenever the donor so desires.

10
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This book will review a wide variety of planned
giving methods that involve transfers of assets
rather than cash. Before diving into that
complexity, let’s look at a simple example of
how a fundraiser can effectively shift from
asking for cash to asking for assets. This
doesn’t involve trusts, annuities, foundations, or
legal documents. Yet it allows the fundraiser to
start asking for assets instead of cash in a way
that can generate enormous benefit to the
donor.

Suppose a donor is interested in giving
$100,000 cash. (It could be any significant
amount, but this is a nice even dollar figure.)
Of course, most fundraisers will respond to
such a possibility by simply encouraging the
cash gift and then thanking the donor. But, for
the fundraiser who understands a little bit of
planned giving, this offer opens up the
possibility to both benefit the donor and shift
the donor’s mindset towards the concept of
giving assets rather than cash. For the
itemizing donor at the top tax rate without
other restrictions, the cash gift could create a
federal tax benefit of 35% of the value of the
gift — in this case, $35,000. Suppose the donor
also holds $100,000 of highly appreciated
publicly traded stock. Maybe the donor purchased 10,000 shares at $1 per share and they are now worth $10
per share. This appreciation is great for the donor, but it also carries with it a tax burden. At the moment he
sells those shares, the donor will owe a tax bill of 23.8% on every dollar of appreciation. In other words, a
sale of the shares will cost the donor 23.8% X $90,000 ($90,000 is the amount of increase in value from
$10,000 to $100,000), or $21,240. There is no way for the donor to convert this $100,000 in appreciated
stock into $100,000 of cash without paying the IRS $21,420.

Now there is. If the donor decides to give the shares of publicly traded stock to the charity and keep the
$100,000 in cash, the donor ends up with $100,000 in cash and no tax liability. The charity receives the
$100,000 in shares and immediately sells them. Because the charity is a nonprofit organization, it pays no
taxes on this sale. After the sale, the charity ends up with the same amount of cash as it would have if it had
simply accepted the check. Additionally, the donor is able to keep the $100,000 in cash he was initially going
to give to the charity, thus converting the shares to cash without paying any taxes. In this case, the donor is
still able to take the full $100,000 income tax deduction for the gift of stock. Thus, the donor gets the double
benefit of a tax deduction plus avoidance of the capital gains tax.

11
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Although the tax consequences ate beneficial, it
appears to require the donor to have a
simultaneous desite to make a gift and to
change his investment portfolio. This is not
true. The donor can maintain precisely the
same portfolio before and after the transaction.
Instead of giving $100,000 of cash, the donor
gives $100,000 in appreciated stock and then
immediately uses the cash to purchase $100,000
in new shares of the stock. As a result, the
donor’s investment portfolio doesn’t change,
except that the new shares were purchased for
$100,000 instead of $10,000. This is a fantastic
result for the donor because whenever the
donor does decide to sell the shares, his capital
gain (or loss) will now be based on this much
higher purchase price. If the donor decides later to sell these new shares when the price was still $100,000, he
will owe no capital gains taxes. If the donor had kept the original shares and then decided to sell them later
when the price was $100,000, he would have owed $21,420 in capital gains taxes ($90,000 appreciation X
23.8%). This “charitable swap” of gifting shares and purchasing replacement shares can be completed on the
same day. There is no rule requiring waiting as with the “wash sale” rule, because these shares are
appreciated. The “wash sale” rule applies only to shares that have gone down in value. The “wash sale” rule
should never be a concern in a charitable transaction because depreciated investments should never be given
to charity. Instead, they should be sold in order to get the tax benefit of the loss. After the sale, then the
proceeds from the sale can be donated if desired.

Some fundraisers may react to this highly
beneficial transaction with indifference. If the
fundraiset’s job is simply to ask for cash, then
alerting donors to these hidden tax benefits is
just not in their job description. From this
perspective, the donor’s financial welfare is of
no concern to the fundraiser. This cavalier
attitude of intentional incompetence is not only
bad for the donor; it is also bad for the
nonprofit. A fundraiser who wants to
encourage large, transformational gifts must
shift the donor’s perspective from giving cash
(“giving from the little bucket”) to giving assets
(“giving from the big bucket”). On the surface,
it may not seem like a tremendous win for the
charity to convert a $100,000 cash gift into a $100,000 stock gift. But psychologically, it is a great
achievement. Now, when the donor prepares to sell a highly appreciated asset, this special tax benefit may
arise in his mind. Gifting is no longer associated just with spare cash, but now comes to mind whenever
assets are moved. Understanding the tax benefits of gifting, rather than selling, appreciated assets opens up
the entire world of sophisticated planned giving. This same technique will be employed repeatedly in various
transactions involving Charitable Remainder Trusts and Charitable Gift Annuities. There the donor not only
avoids the capital gains tax but also receives income based on the full, untaxed amount of the gifted asset.
This starts with a shift in the donor’s mindset from giving cash to giving assets.

12
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What about the donor who wants to give to a
very small charity that doesn’t accept shares of
stock? No problem. Even if the charity doesn’t
know how to deal with gifts of stock, the donor
can complete this transaction using a donor
advised fund. The donor gifts the shares to a
donor advised fund at a financial institution or
community foundation. This transfer to a
donor advised fund creates an immediate
income tax deduction. The donor then directs
the donor advised fund to sell the shares and
write a check to the charity. The charity
receives only the cash and never has to deal
with the securities, but the donor still receives
the tax benefit. The rest of the transaction can
occur as before with the donor using the cash
he would have gifted to the charity to purchase
replacement shares of the stock.

To this point, we have been looking at planned
giving from the perspective of the fundraiser
and the nonprofit organization. However,
planned giving can be useful not just for
fundraisers, but also for financial advisors.
Some financial advisors may sell life insurance
products in which case the variety of
transactions involving life insurance, discussed
in later chapters, will be of direct interest. Even
for those financial advisors who are
compensated solely as a percentage of assets
under management, understanding charitable
planning can be an important proficiency. Well
informed financial advisors can become mote

attractive to clients with significant charitable interests by providing dramatic planning benefits. Such clients
are often those with substantial wealth, making them particularly attractive for the financial advisor.
Additionally, a variety of charitable planning techniques, such as Charitable Remainder Trusts, private
foundations, and donor advised funds, allow advisors to continue to manage the funds within the charitable
instrument, sometimes for multiple generations. In many cases, these funds are undiminished by the effects
of capital gains taxes, income taxes on earnings, estate taxes and division among heirs, resulting in greater

assets under management.

13
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Charitable planning expertise can be particularly
useful for financial advisors who wish to work
with wealthier clients. As wealth increases, the
tendency to engage in charitable planning also
increases. Thus, this body of knowledge is
particularly useful in attracting and benefitting
the higher wealth clients that are often sought
after by financial advisors. A financial advisor
might use this knowledge as a means of
marketing his or her services. This can be done
formally through the offering of seminars,
perhaps to the significant donors or board
members of a local charity. It can also be done
informally through conversations. Simply
learning that a person has made a significant gift
(often easily identified by various donor
recognition levels) can lead to a conversation over whether the gift was of cash or appreciated securities. This
leads to an explanation of the relative benefits of gifting appreciated securities through the “charitable swap”
technique. Providing such value to prospective clients can be a good first step to establishing a relationship
as an advisor.

Helping clients to take advantage of the tax benefits available through charitable planning can benefit
financial advisors not only by demonstrating the value of their advice to clients, but also by increasing the
client’s assets under management. Take the example of a client who holds a highly appreciated asset that
generates little or no income. Such occurrences are quite frequent as those who build significant wealth often
do so by owning relatively illiquid businesses or properties. At some point, the client may wish to convert
this non-income producing asset to an income-generating asset. The standard approach to such a conversion
is to simply sell the asset and use the proceeds to purchase another asset that generates more income.
However, if the client already has interest in leaving a charitable gift at death, this may not be the best
approach. Instead of selling the asset and paying the resulting capital gains taxes, the client could transfer the
asset to a Charitable Remainder Trust, allow the trust to sell the asset, and then receive payments for life from
the trust with the remainder going to a charity at death. This charitable approach not only avoids the capital
gain taxes (the Charitable Remainder Trust is a
charitable entity and thus pays no taxes upon
the sale of the appreciated asset), but also
generates an immediate income tax deduction.
Such dual tax benefits can significantly increase
the amount of funds available to be managed by
the financial advisor. During the client’s life,
the financial advisor can manage the funds in
the Charitable Remainder Trust, subject to the
advisor’s normal management fees. Further,
the charitable recipient at the client’s death
could be the client’s own private family
foundation or donor advised fund, with assets
also managed by the same advisor.

Taking the example of a $1,000,000 asset
with no basis, the traditional “sell and reinvest”

14
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strategy would net $722,000 in the typical state with a 5% state capital gains net tax. (The federal tax
deduction for payment of state taxes usually provides little or no help because of the $10,000 cap and high
standard deductions.) In a higher taxation state such as California, such a sale may result in only $629,000 left
to invest ($1,000,000 gain subject to 13.3% top rate in California and 23.8% top federal rate). Contrast this
with the Charitable Remainder Trust where the entire $1,000,000 remains after the sale, available to be
invested and managed by the financial advisor. Additionally, such a transaction will generate an income tax
deduction of at least $100,000, increasing the assets under management outside of the Charitable Remainder
Trust by reducing tax payments. Depending upon the state income tax rates, this tax deduction may be worth
nearly $50,000 or even more. Thus, charitable planning results in assets under management of $1,050,000 or
more instead of only $722,000 or even $629,000. Cleatly, this is no small difference for the client and the
advisor.

Charitable planning can increase assets under management by avoiding capital gains taxes and generating
income tax benefits. It also does so by providing for tax-free growth environments. Over time, investments
that grow without taxation will accumulate much more rapidly than their regularly taxed counterparts, leading
to greater assets under management. A simple version of such tax-free growth is available with a donor
advised fund. Money transferred to a donor
advised fund must eventually be given to a
charity — although at present there are no time
restrictions on when this would occur. In the
meantime, the financial advisor can take fees
for managing the funds and the funds can grow
without taxation because the account is a
charitable account. Similarly, Charitable
Remainder Trusts pay no taxes on investment
income. (Like a traditional IRA, taxation
occurs only when funds are paid out from
Charitable Remainder Trust.) Assets within a
private foundation do not grow entirely tax
free, but the tax rate is only 1.39%, making
them almost tax free.

Creating multi-generational charitable entities,
such as private foundations, can also increase
the length of time that a particular financial
advising firm will be able to manage the funds.
In the typical estate scenario, the death of the
client results in the loss of all assets under
management.  First, the wealth is reduced
through estate taxation and then it is divided
into smaller pools corresponding to the number
of heirs. This creates a situation where the
advisor either cannot or would prefer not to
continue as the asset manager. Continuing to
manage the assets would require having
relationships with each of the heirs stronger
than those of their other potential financial
advisors.  Even if such connections wete
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possible, the advisor is faced with managing more relationships for smaller pools of money. At a minimum,
the time commitment and hassle for the financial advisor is significantly multiplied. Realistically, the funds
will likely leave the advisor’s management upon the death of the client.

However, if the client had established — during life and through estate planning — a permanent charitable
entity, the advisor is in a much stronger position. The charitable pool of funds is undiminished by either
estate taxation or division among heirs. The advisor’s existing role as charitable asset manager places him or
her in a strong position to continue in that role after the death of the client. Rather than having to be the top
choice for each individual heir, the advisor need only be acceptable to the majority of those appointed by the
deceased client. Further, managing charitable funds is often easier than managing personal accounts. Losses
to the charitable entity tend to be less personally distressing than losses in one’s own investments. Such a
dispassionate management scenario often reduces the amount of personal coaching and ‘“hand-holding”
necessary during inevitable market fluctuations. This makes charitable asset management that much easier for
the financial advisor.

This book will explore a wide variety of
charitable planning techniques. The tax and
financial consequences of many of these
techniques can become quite complex. There is
no need to despair in the face of such seemingly
unending minutia.  Instead, remember the
simple secrets to planned giving.  Planned
giving can do two things, reduce taxes and trade
a gift for income. Fundraisers should use it for
two main reasons, to ask from the big bucket of
assets, rather than the small bucket of cash, and
to work with donors who say the magic phrase,
“l wish 1 could do more, but...” Financial
advisors should use it for two different main
reasons, to provide dramatic benefit to highly
desirable clients, and to increase multi-

generational assets under management.
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At its core, gift planning can accomplish two
things. It can trade a gift for income and it can
reduce taxes. Most of the complexity in
charitable planning comes from the desire to
reduce taxes. Consequently, most of this text is
focused on tax laws related to charitable giving.
Before jumping into a review of the various
charitable tax strategies, it may be useful to
begin with a quick review of the fundamentals
of the U.S. tax system.

Since 1913, the federal government has levied
an income tax. For example, if a taxpayer earns
a salary, he or she must pay a percentage of that
carned income to the federal government in
taxes. Taxes are also charged when a taxpayer
sells an item at a profit (called a capital gain).
Income from a capital gain is taxed at different
rates than earned income and so is calculated
separately.
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Not only does the federal government charge
income and capital gains taxes, but most states
do as well. Taxpayers in these states pay both
federal and state taxes. In some of these states
the state rules for charitable deductions are
identical to the federal rules. Other states
reduce this deductibility or provide special
incentives for particular types of charities.
Given the variety of these rules, this book will
not review the various rules for charitable
deductions from state income taxes but will
instead concentrate on the federal tax system.

Income and capital gains taxes are not the only
form of federal taxation, of course. The federal
government charges taxes on the gratuitous
transfer of money from one person to another,
cither at death (estate taxes) or during life (gift
taxes).

A consistent feature of the federal tax systems is
that the tax rates are not flat. As income
increases, the income tax rate increases and the
capital gains tax rate increases. As estate size
increases, the estate tax rate increases. As total
gifts to other people increases, the gift tax rate
increases. These increasing tax rates mean that
the tax effects from the same transaction may
vary dramatically from person to person. This
text will most commonly calculate the effects
for a taxpayer at the highest federal tax brackets
and ignore state taxes, but the actual results will
differ depending wupon the actual tax
circumstances of the individual donot.
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Just to illustrate this idea, the 2025 federal
income tax brackets for a single person can
serve as an example of increasing (a.k.a.
“progressive”) tax rates. As a taxpayer earns
more money, he or she will tend to pay a larger
share of this earned income in federal income
taxes. A “marginal” tax rate refers to the rate
charged on the next dollar of earned income.
Calculating taxes owed is not as simple as
finding the marginal tax rate and multiplying it
by the taxpayet’s taxable income. Instead, each
separate level of income is taxed at the rate
indicated in the tax table.

At the lowest level of taxable income,
calculations only require using one rate. For
example, a single taxpayer with $5,000 of
taxable income in 2025 would pay taxes at the
10% rate for all of his or her taxable income.
This taxpayer would owe $500 in taxes ($5,000
x 10%). However, beyond this lowest bracket
of taxable income, calculating taxes owed
becomes a bit more complicated.

For example, if a single taxpayer had $12,925 of
taxable income in 2025, then the first $11,925
would be taxed at 10%, and the remaining
$1,000 would be taxed at 12%. It is incorrect to
simply use the 12% rate for all of the taxpayet’s
taxable income. (Do not simply multiply the
total $12,925 of taxable income by 12%.) The
12% rate is the marginal tax rate, because it is the
rate charged for the zext dollar that the taxpayer
earns. But the 12% rate does not apply to every
dollar the taxpayer eatrns.
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As a taxpayer earns motre income and moves
further up the tax brackets, calculating the
income taxes owed requires more steps. For
example, a single taxpayer with $50,000 of
taxable income would pay a 10% rate on the
first $11,925 of income earned, a 12% rate on
the next $36,550 ecarned ($36,550 is the
difference between the top of the 12% tax
bracket, $48,475, and the top of the 10% tax
bracket, $11,925), and a 22% rate on the final
$1,525 earned ($1,525 is the amount of the
$50,000 taxable income above the top of the
12% tax bracket which ends at $48,475).

Charitable gifts may generate charitable income
tax deductions. Consequently, it is important to
know how to calculate the effects of such
deductions. An income tax deduction reduces
taxable income. The value of a reduction in
taxable income is the tax owed at the original
taxable income less the tax owed at the reduced
taxable income. Thus, understanding the value
of a tax deduction (such as a charitable tax
deduction) requires the ability to calculate taxes
owed at various levels of taxable income, and
this requires understanding how tax brackets
apply to taxable income.

Tax deductions reduce taxable income. For
example, a taxpayer with taxable income of
$10,000 who then takes a $1,000 additional
deduction will have $9,000 of taxable income.
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A tax deduction has the same effect on taxable
income regardless of the amount of taxable
income ecarned by the taxpayer. Whether the
taxpayet’s taxable income is $10,000, $100,000
or $10,000,000, an additional $1,000 deduction
will reduce the taxpayer’s taxable income by
exactly $1,000. However, the »a/ue of the
$1,000 deduction may vary greatly depending
upon the taxpayer’s taxable income.

A $1,000 deduction is not worth $1,000. The
deduction reduces taxable income by $1,000,
but its value depends on the taxpayer’s tax rate.
A $1,000 reduction in taxable income is worth
different amounts at different income levels.
Often the value of the tax deduction is the
amount of the tax deduction multiplied by the
taxpayet’s highest tax bracket. So, a $1,000
deduction is worth $100 to a taxpayer in the
10% tax bracket. But charitable deductions are
capped at a 35% value. So, a $1,000 charitable
deduction is worth $350 to a taxpayer in either
the 35% or 37% tax bracket. This higher value
explains why those with higher incomes may be
more interested in charitable tax deductions.

Charitable income tax deductions are an #emized
income tax deduction. Other examples of
itemized income tax deductions include the
mortgage interest deduction, deductions for
medical expenses greater than a set percentage
of adjusted gross income, and deductions for
state and local taxes. In order to use itemized
deductions, a taxpayer must give up the
standard deduction. So, a taxpayer who takes
the standard deduction cannot wuse any
charitable income tax deductions.
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An itemized tax deduction — like a charitable
deduction — might be worth nothing. Consider
the example of a single donor who made $5,000
of deductible charitable gifts in 2025 but had no
other itemized deductions. This donor would
face the choice of using either $5,000 of
itemized deductions or using the $15,750
standard deduction.  Obviously, the donor
would be better off taking the standard
deduction. Consequently, the $5,000 charitable
income tax deduction has no value to this
donor. (In 2026 and later, they could deduct
the first $1,000 if they took the standard
deduction, but charitable deductions beyond
this have no value.)

Charitable deductions are treated differently
than other itemized deductions. Normally,
deductions are worth 37 cents per dollar to a
taxpayer in the 37% tax bracket, but charitable
deductions are limited to a 35% benefit.
Normally, deductions count from the first
dollar, but itemized charitable deductions don’t
start counting until after they surpass 0.5% of
the donor’s adjusted gross income. Normally,
non-itemizers can’t take deductions, but they
can take up to $1,000 of deductions for gifts of
cash to public charities (excluding Donor
Advised Funds).

These special rules for charitable deductions are
important to remember, but to keep our
calculations simple for the remainder of the
text, all examples will assume that 1) The
donors are already itemizing due to other
deductions and 2) The donors have already
donated 0.5% of their AGI in other gifting.
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As mentioned previously, the value of a tax
deduction depends upon the tax rate of the
taxpayer. For example, a single taxpayer with
$8,000 of taxable income in 2025 would pay
$800 in taxes. If the taxpayer were to have
received an additional $1,000 deduction, his or
her taxable income would have fallen to $7,000
and he or she would have owed $700 in taxes.
Thus, the $1,000 deduction would have caused
the taxpayet’s tax bill to drop by $100.

The same tax deduction is worth more to a
higher income taxpayer. For example, a single
taxpayer with $800,000 of taxable income in
2025 would pay $253,020 in taxes. If the
taxpayer were to have received an additional
$1,000 deduction, his or her taxable income
would have fallen to $799,000 and he or she
would normally have owed $252,650 in taxes.
Thus, the $1,000 deduction would normally
have caused the taxpayer’s tax bill to drop by
$370. However, in 2026 and beyond, charitable
deductions are capped at 35% as the maximum
value. Because this is a charitable deduction,
the taxpayer’s bill would then drop by only
$350 (to $252,670).

In the prior two cases, the quick way to
calculate the value of the deduction would have
been to simply multiply the deduction by the
taxpayer’s marginal tax rate (e.g., $1,000 x 10%
marginal tax rate = $100 in the first example).
Or, for the 37% rate this means swapping the
37% marginal tax for the 35% maximum
charitable deduction value leading to $1,000 x
35% = $350 in the second example.

However, this simple approach does not
work if the deduction causes the taxpayet’s
marginal tax rate to change (other than moving
from the 37% to 35% rate which makes no
difference in 2026 and later). In that case, part
of the deduction will be valued at the higher tax
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rate and part will be valued at the lower tax rate.

As an example, consider the value of a $1,000 deduction to a single taxpayer with $12,000 of taxable
income in 2025. The taxpayer begins at the 12% marginal tax rate. However, after applying the first $75 of
the deduction, the taxpayer now has $11,925 of taxable income and drops into the lower tax bracket. Thus,
any further deductions will reduce taxation not at the original 12% rate, but at the lower 10% rate. The first
$75 of the deduction reduces taxes at a 12% rate, and the final $925 of the deduction reduces taxes at a2 10%
rate. The value of the deduction is thus, (875 x 12%) + ($925 x 10%) = $101.50.

Put another way, a single taxpayer with $12,000 of taxable income in 2025 would pay $1,201.50 in taxes.
If the taxpayer were to have received an additional $1,000 deduction, his or her taxable income would have
fallen to $11,000 and he ot she would have owed $1,100 in taxes. Thus, the $1,000 deduction would have

caused the taxpayer’s tax bill to drop by $101.50.
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A separate set of tax rates applies to capital
gains. A capital gain occurs when a taxpayer
sells an investment for more than he or she paid
for it (including the cost of improvements).
This profit — the difference between the sale
price and purchase price — is the amount of the
capital gain.

Capital gain is calculated as the sales price less
the taxpayer’s “basis” (or “adjusted basis”) in
the property. In most circumstances, the basis
is simply the amount that the taxpayer paid for
the investment. However, basis is not always
identical with the original price.
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Basis always starts as the amount paid for the
investment, but it can be adjusted later. For
example, if an investor purchases an apartment
building for $1,000,000 and then spends
$250,000 making capital improvements and
additions to the building, the investor’s basis
would increase to $1,250,000 (the $100,000,000
original purchase price plus the $250,000 of
improvements). This makes sense intuitively
because in order to get the new, improved
building the investor had to spend a total of
$1,250,000.

Less intuitive is the effect of depreciation tax
deductions. The investor who purchased the
apartment building is allowed to assume for tax
purposes that the building is slowly wearing out (i.e., depreciating). Each year, the taxpayer is allowed to
claim this wearing out process (depreciation) as a loss, offsetting gains or income from certain other sources.
These depreciation deductions reduce the taxpayer’s basis in the property. (If this were not the case, the
taxpayer would be able to deduct the same dollar twice, first as a depreciation deduction and later as a
reduction of the capital gain.) Depreciation deductions do not apply to financial instruments such as stocks
or bonds or to raw land. Consequently, this text will not address depreciation unless the transaction
specifically involves a gift of developed real estate.

If the taxpayer owns the investment for more
than one year, any gain is taxed as a long-term
capital gain. Long-term capital gains tax rates
are lower than those for ordinary income or
short-term capital gains. The capital gains tax
rates are 0%, 15%, and 20%. The Affordable
Care Act imposes an additional 3.8% tax on net
investment income of taxpayers over certain
income thresholds (e.g., $200,000 of modified
adjusted gross income for a single individual,
$250,000 for a married couple filing jointly, not
indexed for inflation). Net investment income
includes capital gains as well as other types of
investment income such as interest, dividends,
rent, and royalty income.  Consequently,
depending upon the taxpayer’s taxable income
and modified adjusted gross income, capital gains are taxed at 0%, 15%, 18.8%, or 23.8%.

[These rates do not depend only upon the amount of capital gain income but rather depend upon the amount of overall taxable
income and modified adjusted gross income. Consequently, all of the taxpayer’s capital gains for a particular year will be taxed
at the same rate unless the capital gain itself pushes the taxpayer into a higher overall income category for calenlating the capital
gain tax rates - otherwise there is no run up the rate schedule where some gains are taxed at 0%, then some at 15%, and so

Sorth.]
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Although a charitable income tax deduction is a
common tax benefit of charitable transactions,
it’s not the only tax benefit. Other tax benefits
come not through deductions but by avoiding
(or postponing) recognition of income in the
first place. Donating an appreciated asset to
charity means that no capital gains tax is paid
on the appreciation. Money in a traditional IRA
or IRA rollover has been earned but never
taxed. When it is transferred directly to a
charity through a QCD (Qualified Charitable
Distribution) or a transfer-on-death beneficiary
designation, no incomes taxes will ever be paid.
Such tax avoidance is available even for donors
who use the standard deduction.

Finally, as described previously, the federal
government charges taxes on gifts from one
person to another, either at death (estate taxes)
or during life (gift taxes).  Transfers to
charitable organizations are not taxable. Thus,
any part of the estate that is transferred to a
charity will not generate estate taxes. Similarly,
any gifts made during life to charity will not
generate gift taxes. This simple reality can be
leveraged to create substantial estate tax
planning opportunities through the use of trusts
such as a Charitable Remainder Trust or non-
grantor Charitable Lead Trust.

Most people are not affected by estate and gift
taxes because the exemption levels are quite
high. For example, in 2026 there is no tax on
estate and gift transfers that, when combined,
do not exceed $15,000,000 for a single taxpayer
or $30,000,000 for a married couple. Thus,
estate tax and gift tax planning is now limited to
the realm of the wealthy. However, estate
planning can also affect other taxes, such as
capital gains and income taxes, which are not
limited to the wealthy. Thus, tax planning in
estates can still be quite important even where
estate taxes are not relevant.
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An additional tax, referred to as the generation
skipping transfer tax, can arise if the taxpayer
makes transfers that “skip” a generation. For
example, if a grandparent makes a gift (either
during life or at death) to the child of his or her
living child, this transfer skips a generation.
The amount of these generation skipping
transfers that, when combined, exceeds the
exemption equivalent amount ($30,000,000 in
2020), will generate an additional 40% tax. This
40% generation skipping transfer tax is applied
to the amount remaining after application of
the 40% estate and gift tax. As with the estate
tax, because of the high exemption amounts,
these generation skipping transfer tax issues are
a concern only for those taxpayers transferring
substantial wealth. However, when they apply, the combined impact of these taxes can be dramatic.

As an extreme example of how burdensome the
various types of taxation can become, consider
the case of a taxpayer who wishes to earn an
additional $100,000 to leave as an inheritance to
his or her grandchildren. If this person were
living in the state of California and at all of the
top marginal tax rates (e.g., in 2026 having
income over $1,000,000 and having previously
made over $15,000,000 of generation-skipping
gifts), the tax consequences would be severe.
The additional $100,000 of income would first
be subject to California’s 13.3% state income
tax, costing $13,300. In addition, it would be
subject to the 37% federal income tax (with no
additional federal deductions for the increased
state taxes due to the cap on these deductions),
generating a tax bill of $37,000. After paying the federal income tax, the remaining $49,700 could then be
available to be inherited by the grandchildren. This transfer at death would generate a 40% estate tax costing
$19,880 and leaving $29,820. However, if the grandchildren’s parents were still alive, this estate transfer
would skip a generation and thus be subject to the generation skipping transfer tax. This generation skipping
transfer tax would generate an additional 40% tax on the remaining $29,820 costing $11,928 and leaving
$17,892 for the grandchildren. Although certainly not commonplace, this extreme example shows just how
important tax planning can be in the face of such potentially extreme tax consequences. As taxation
increases, the value of tax planning — including charitable tax planning — also increases. Consequently,
charitably inclined individuals facing significant tax burdens are often excellent candidates for sophisticated
charitable planning.

27
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3 ELEMENTS AND TIMING OF A CHARITABLE GIFT

Understanding what a charitable gift is and
when a charitable gift is made seems like an
obvious and simplistic task. What could be
easier? As shown in this chapter, what initially
appears to be a simple concept can become
quite complex. But, a fundamental competence
required of anyone who will be advising donors
about charitable gifts is to know what tax
consequences  such gifts will generate.
Charitable gifts can generate income tax
deductions. Applying that knowledge requires
knowing what constitutes a charitable gift for
tax purposes. Regardless of its size or its
benefit to a charity, any transfer that does not
meet the definition of a charitable gift for tax
purposes will generate no charitable deduction.

So, let’s begin by looking at what is a charitable gift for tax purposes and then consider examples of transfers

that are not charitable gifts for tax purposes.
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A deductible charitable gift occurs when the
donor delivers money or valuable property to a
charity or agent of the charity. That’s it. There
is nothing particularly complicated about the
definition (except perhaps the phrase “agent of
the charity” which simply means a
representative of the charity). How then could
things possibly become complicated when
starting with such a simple definition?
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The first example of an action that is not a
charitable gift for income tax purposes is a
promise to deliver money or valuable property in
the future. A promise is not a gift. Even if the
promise is a legally enforceable written contract,
it 1s still just a promise, so it is not a gift — at
least not yet. Once the promise is fulfilled and
the donor actually delivers money or valuable
property to the charity (or agent of the charity),
then — and only then — the definition for a gift is
met.

Another example of an action that is not a
completed gift is when a donor gives money or
valuable property to the donot’s agent (i.e., the
donor’s representative) with instructions to
deliver the gift to a charity or agent of the
charity.  Because the money or valuable
property is still in the hands of the donor’s
representative, it has not yet become a
completed gift. Once the money or valuable
property is given to the charity (or the charity’s
representative/agent), then — and only then — is
there a deductible charitable gift.

Another example that does not qualify as a
charitable gift for tax purposes is when the
donor delivers money or valuable property to
the charity, but still retains prohibited control
over the money or property, even after the
transfer to charity.  This retained control
prevents the gift from being deductible until
such time as the retained interests expire or are
also given to the charity. This area is a bit more
complicated because there are specific retained
interests that are permitted by the tax code.
Nevertheless, the general rule is that if a donor
retains rights to control the money or property,
or get it back, such a transfer is not (or, at least,
not yet) a charitable gift.
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The last example of a transfer that is not a
deductible gift is when a donor delivers money
or valuable property to a charity for delivery to
a specific person. A person is not a charity. Any
person, even a person in serious financial or
medical need, is not a charity. Giving money to
a specific person is not a charitable gift for tax
purposes. This fundamental rule cannot be
avoided by simply giving money to a charity
with the requirement that the money must then
be delivered to a specific person. Such a
transfer is treated as if it were a direct transfer
to the person. Since a person is not a charity,
the transfer is not a deductible charitable gift.

To this point, we have looked at the rules in
their conceptual form. Let’s now look at some
examples applying these rules to actual gift
scenarios. Suppose a donor puts a cash gift in a
stamped envelope addressed to the charity.
The donor then puts the envelope into a
mailbox at the local United States Post Office
on day one. On day two, this cash arrives safely
at the charity. When did this transaction
become a completed gift for tax purposes?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. The tricky part is knowing that the
United States Postal Service is considered to be
an agent of the recipient. Even though the
charity has not received the money on day one,
the charity’s agent has received the money.
Consequently, the gift is a completed gift on day
one. (Note that only the United States Postal
Service is considered to be an agent of the
recipient. If the gift had been delivered, for
example, by FedEx or UPS, it would be
considered as held by an agent of the donor
until it arrived at the charity.)
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Because the donor has delivered money to an
agent of the charity (in this case, the United
States Postal Service) on day one, the gift was a
completed gift for income tax purposes on day
one.

Next, consider another common situation. On
day one, the donor writes a check to a charity.
On day two, the donor puts the check in the
United States Postal Service mailbox and the
mail carrier takes it. On day three, the charity
receives the check in the mail. On day four, the
charity deposits the check. Finally, on day five,
the charity’s bank receives the funds and the
charity is credited with the funds. On which of
these days was the gift completed for income
tax purposes?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. The tricky part in this situation is to
understand that a valid check is valuable
property. Conceptually, the idea is that a valid
check is not just a promise to pay; it is a
valuable negotiable instrument (sort of like a
corporate bond) making it valuable property
even prior to its deposit.
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Because a valid check is considered to be
valuable property, and because the post office is
considered to be the agent of the charity, the
charity’s agent receives valuable property on day
two. Thus, the gift is complete for income tax
purposes on day two.

Why is it important to know when, precisely, a
transfer becomes a completed charitable gift for
income tax purposes? Why is it important if the
gift is complete on day one or day five? The
first answer is that this is a learning tool to
understand what is and what is not a deductible
charitable gift. Understanding the moment at
which the transfer becomes a deductible gift,
creates a more precise understanding of the
definition of a charitable gift for income tax
purposes. Beyond this educational purpose,
however, knowing the exact day can itself be
quite important. There can be a big difference
between one day and the next for tax purposes.

A gift completed on December 31 can be
deducted one year earlier than a gift completed
the next day. Waiting for an additional year can
be a substantial consequence of knowing
precisely which day a gift becomes complete for
income tax purposes.

Indeed, much more substantial
consequences may result when the tax
citcumstances are different in the different
years. The deductible gift may not be usable in
the later year due to, for example, charitable
deduction income limitations, or use of the
standard deduction. A single day can be the
difference between a valuable deduction and a
useless deduction.
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The difference in the date on which a charitable
gift becomes complete for income tax purposes
may also have significance if the donor happens
to die during the process.

Now consider some additional examples of
when a deductible charitable gift occurs.
Suppose the scenario is identical to the previous
example of a check mailed to a charity.
However, in this case, the check bounces. How
is this handled under the income tax charitable
deduction rules?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. The key understanding in this case is
that an invalid check was never considered to
be valuable property. Because the donor never
delivered valuable property to the charity, there
was no charitable gift. (In a sense, the future
knowledge that the check would bounce is
attributed back to its date of origin, meaning
that at no point was the check ever valuable

property.)
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Because the donor never delivered valuable
property to the charity, at no point did a
charitable gift occur for income tax purposes.

How then should a post-dated check be treated?
In this case, the post-dated check is delivered to
the charity’s agent (the United States Postal
Service) on December 26. However, the check
cannot be deposited prior to January 1, because
it is post-dated to that day. So, when is the gift
completed?

The critical piece of information in this scenario
is to understand that a post-dated check is
considered to be a promise to pay money in the
future.  Unlike a normal check, which is
immediately considered to be valuable property,
a post-dated check is considered to be only a
promise to pay in the future. A promise to give
money or property to a charity in the future
does not constitute a deductible gift. Thus, the
post-dated check is not a completed gift when it
is transferred to the charity or the charity’s
agent. Once, however, the date of the check
arrives, it immediately becomes valuable
property. 1f, at that time, it has been delivered
to the charity or the charity’s agent, then the gift
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Thus, in this scenario, the gift is complete on
January 1. That is the date on which the charity
has received valuable property. On December
31, the charity did not have valuable property,
but instead had only a promise to pay. On
January 1, the promise to pay was converted to
a valuable negotiable instrument, and thus the
gift was complete.

What about a credit card gift? Suppose a donor
makes a donation by credit card and the charity
is credited with the funds. However, it is not
until much later that the donor actually makes
the payment on the credit card to pay for this
transfer. At what point was the charitable gift
completed?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. In this case, the donor delivered
money to a charity on the date of the credit
card transfer.  The fact that the donor
borrowed this money is irrelevant. The donor
delivered money to a charity, meaning that the
gift is a completed gift. This is true even if the
donor never pays the loan used to make the gift
to charity.
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Consequently, the gift in this scenario is a
completed charitable gift for income tax
purposes on December 31. When, or if, the
credit card bill is later paid is not relevant to the
timing of the gift.

Let’s now consider a slightly different example.
In this case, the donor earns rebates from her
credit card company. The donor clicks online
to donate those rebates to a charity. Later, the
credit card company mails a check to the
charity. At what point is the gift complete?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. This does not occur when the donor
clicks online to donate the rebates, because
neither the charity nor the charity’s agent has
yet received any money or valuable property.
Instead, what has happened is that the donor
has instructed her agent (the credit card
company) to deliver money to a charity. This
instruction is not a completed gift until the
donor’s agent actually delivers the money to the
charity or the charity’s agent.
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When the donor’s agent (the credit card
company) delivers a check to the United States
Postal Service (the charity’s agent), addressed to
the charity, the gift is complete. Thus, on day
nine, the donot’s agent has delivered valuable
property to the charity’s agent, making the gift
complete for income tax purposes.

What about a legally enforceable contract? In
this case, the donor signs a legally enforceable
contract (in the form of a pledge to donate). As
is required by accounting rules, the charity
books this legally enforceable contract as an
asset in the charity’s general ledger. The charity,
in this case, then sells the right to collect on this
pledge to an accounts receivable purchasing
agency. As a result, the charity receives cash
from the accounts receivable purchasing agency
and then spends the cash. Only later does the
donor actually fulfill the pledge by making the
agreed payment. Given that the charity has
already received and spent money resulting from
the pledge, when does the charitable gift actually
occur for income tax purposes?

The answer, as always, is that the gift is
complete when the donor delivers money or
valuable property to the charity or agent of the
charity. Prior to the donor fulfilling her pledge
and actually transferring money to the charity,
there is no gift. Although it is true that the
charity has received money, the charity has not
received money from the donor. The only
thing the charity has received from the donor is
a promise to pay money in the future. And, a
promise to pay money in the future to a charity
is not a completed gift until the money is
actually given.
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Consequently, there is no charitable gift until
the donor actually pays the pledge by
transferring money to the charity. Whatever the
charity happens to do with the pledge in the
meantime is irrelevant to the issue of when the
charitable gift occurs.

Suppose a donor gives land worth $2 million to
a charity, but keeps the right to repurchase the
land for $500,000 during the first two years after
the gift. How much can the donor deduct
immediately after making this transfer of land to
the charity? Can the donor deduct $2 million
(the value of the land given to the charity),
$500,000 (the minimum payment the charity
will receive regardless of what happens),
nothing, or some other amount?

In this case, the donor has delivered valuable
property to a charity, but has kept a prohibited
“retained interest.” The donor has made a
transfer of the property, but the donor can get
that property back if the donor so chooses. The
deduction for this type of retained interest
transfer is not calculated based upon the
difference between the value received by the
charity and the value retained by the donor.
Instead, there simply is no deduction so long as
the prohibited retained interests remain. Thus,
for tax purposes, the donor has made no gift at
the point of the initial transfer due to the
donor’s retained interests in the property.
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Because the donor has retained prohibited
interests, there is no charitable deduction at the
time of the initial transfer of the land to the
charity.

Now consider that same scenario two years
later.  Assuming that the donor has not
exercised the option to purchase the land, that
option to purchase the land expires. Does this
have any effect on the donor’s ability to take a
charitable deduction?

The donor initially delivered property to the
charity with a prohibited retained interest. That
transfer is not considered to be a charitable gift
until all prohibited retained interests expire or
are given to the charity. Two years later, the
donor’s prohibited retained interest expires.
Thus, at that point, the donor has no retained
interests in the property and the gift is finally a
completed charitable gift.
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Because the donor no longer has any retained
interests, the charity becomes the sole owner of
the property. The value of that transfer is the
value of the property, in this case $2 million.
Thus, the donor may deduct a $2 million
charitable gift, but not until all prohibited
retained interests either expire or are transferred
to the charity.

There are some types of restrictions on
charitable gifts that do not interfere with the
charitable deduction. These are restrictions
where the chance of interfering with the charity
ownership is negligible, or where the donor
restricts the use of the charitable funds for a
specific charitable purpose. The donor is
allowed to restrict the use of funds for a
specific charitable purpose and can even retain
the right to receive the money back if the
charity does not use the funds for that purpose.
Indeed, this is a common legal result of putting
a restriction on a charitable gift. The charity’s
penalty for violating the restriction is that the
donor then has the right to demand the return
of his or her gift.

So, let’s take a look at a common scenario.
Suppose a donor gives money to a university
and directs that the funds must be spent on
athletic scholarships. This use is considered to
be a charitable use of the funds. Suppose under
state law, if the university fails to use the funds
for the designated charitable purpose, the donor
has the right to demand the return of the funds.
What is the effect on the charitable deduction
given that the donor retains this level of control
over the gift?
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This retained control by the donor is perfectly
acceptable because it is restricting the gift to be
used for a specific charitable purpose. The
retention of this right has no impact on the
timing or amount of the charitable gift
deduction. The gift is deducted just as it would
be if the gift were given with no restrictions.

Suppose instead of limiting the use of the funds
to athletic scholarships, the donor gave money
to the university, and directed that the funds
must be spent on a scholarship for a specific
student.

In this case, the transfer is not a charitable gift.
A person is not a charity. A transfer to a
specific person, even a financially needy person,
is not a charitable gift. Requiring the charity to
transfer the funds to a specific person makes
this a transfer to a specific person, and therefore
not a charitable gift.
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Note that the donor can restrict the
beneficiaries to certain groups, but not to a
specific individual. Thus, it is permissible for a
donor to restrict his gift to funding scholarships
for athletes, or even for students from a
particular county.  These are categories of
people and not specific individuals. (Of course,
if the donor restricted recipients using such
categories that only one specific person could
qualify, this cannot be used as a sneaky way to
avoid the tax consequences of restricting the
gift to a specific individual. This would still be,
in reality, restricting the gift to be used for a
specific person.)

Suppose that the donor intended to transfer the
funds to benefit a specific individual, but did so
in a more subtle manner than blatantly retaining
a legally enforceable right. Could this softer
approach result in both a transfer to a specific
individual and a charitable deduction? This
issue was addressed in a federal appeals court
case where the donor to a university included
the following note with his gift: “I am aware
that a donation to a scholarship fund is only
deductible if it is unspecified, however, if, in
your opinion, and that of the authorities, it
could be applied to the advantage of [specific
named student], I think it would be
constructive.” The college received the gift and
applied the money to the student’s account.

The donor’s deduction was disallowed.
Although not based upon mandatory legally
enforceable rights, the court recognized this as a
soft way to both take a charitable deduction and
benefit a specific individual. Such a
combination was not consistent with the goals
of the charitable tax law, and thus the gift was
not deductible.
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This chapter ends by examining a special
exception to the previous timing rules. The
exception applies only to charitable gifts from
C-corporations. (A C-corporation 1is the
normal, standard corporation form, as
contrasted with the closely-held S-corporation.)

This special rule for C-corporations allows
them to make a charitable gift within 2 V2
months affer the end of the tax year and treat
the charitable gift as if it was made in the prior
tax year. This exception is allowed only for C-
corporations using accrual accounting and only
where the board authorized the giving during
the tax year.

The motivation for allowing this exception to
the normal timing rules is that such
corporations are limited to deducting a
maximum of 10% of their net income for
charitable gifts. Calculating the corporation’s
net income for the year (especially when on an
accrual accounting basis) is a difficult process.
This difficulty would otherwise prevent
corporations from making deductible charitable
gifts up to the maximum, because of the
uncertainty in knowing the corporation’s net
income for the year prior to the end of the year.
By giving C-corporations on an accrual
accounting basis this extra 2 2 months, the tax
code permits sufficient time to both calculate
the net income for the previous year, and make
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charitable transfers up to the 10% of net income limit. However, the board must have committed to making
such gifts in the previous taxable year. So, the charitable transfer idea cannot have been a new one that
occurred after the end of the tax year, but must have already been authorized.
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This ends the section on elements and timing of
a charitable gift. As in other areas of charitable
planning, it starts with a simple rule. In this
case, the rule is that a deductible charitable gift
occurs when the donor delivers money or
valuable property to a charity or agent of the
charity. However, when that rule is applied to a
variety of complex scenarios its interpretation
can become challenging. Nevertheless,
understanding what is deductible and when it is
deductible is a fundamentally necessary skill for
anyone who will be advising donors about
charitable transactions. Thus, there is practical
value in understanding the intricacies of the
clements and timing of a deductible charitable
gift.
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4 HOW TO DOCUMENT CHARITABLE GIFTS

This chapter will examine how to document
charitable gifts in order to preserve the income
tax deduction. Admittedly, this is one of the
less fascinating topics related to charitable
planning. There is little room for creativity or
interesting combinations, as is possible in other
areas of charitable planning. Nevertheless,
successfully obtaining the appropriate charitable
deduction should be a fundamental expectation
when working with any planned giving advisor.
Part of obtaining that deduction requires
appropriate documentation.  So, despite the
relatively dry nature of the material, it is
essential material and, consequently, must be
mastered.

To wunderstand the importance of the
documentation rules, it is useful to start with a
common misconception. There is an
expectation that as long as the donor was not
abusing the system, and was, in fact, taking the
“correct” deduction, that a documentation etrror
would be a minor and correctable problem. If
honest mistakes did not lead to severe penalties,
being  intimately  familiar  with  the
documentation rules would not be essential.
Unfortunately, this perception is false. The
consequences for even minor documentation
oversights are dramatic and uncorrectable.
Even if the donor actually deducts what would
otherwise be the correct amount, minor
documentation errors can reduce or completely

eliminate the deduction. This cannot be fixed through later correction of the documentation errors.
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Consider an example from a tax court case to
illustrate the point. A donor made a charitable
gift of $80,000 of non-publicly traded stock
with a cost basis of $3,700. The valuation of
the stock as being worth $80,000 was a correct
valuation. However, the donor did not obtain a
qualified appraisal prior to taking the deduction.
(We will see later that such appraisals are
required for gifts of nonpublicly-traded stock in
this amount.) So, the donor correctly valued the
gift and took the charitable deduction based
upon that correct valuation. What, then, is the
result of this oversight where the donor did not
obtain a qualified appraisal in advance?

The result of the error in documentation was
that the donor could not take the fair market
value deduction (which was not adequately
documented), but could take only the cost basis
(which was documented). So, instead of having
an $80,000 deduction, the donor had a $3,700
deduction. The loss of $76,300 of deduction
could not be corrected by later obtaining a
qualified appraisal. It was simply lost.
(Translation: documentation is a big deal.)

Let’s now look at another example involving an
even larger charitable transfer. In this case, the
donor gave $435,000 of equipment to a public
charity. As we will later see, such gifts require a
qualified appraisal. The donor did get an
appraisal. The appraisal was correct in valuing
the transfer at $435,000. However, the
appraisal report and accompanying receipts
omitted some information required for a
qualified appraisal. After receiving notice of an
audit, the donor corrected this problem by
obtaining a new appraisal which met all of the
qualifications for a qualified appraisal. Both the
original appraisal and the new qualified
appraisal correctly valued the equipment at
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$435,000. What was the result of this initial oversight by the donor, followed by the corrected appraisal?
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The donot’s entire $435,000 deduction was
disallowed. The donor had not followed the
full requirements for documentation ptior to
taking the deduction. The lack of
documentation meant that there would be no
deduction. Attempting to fully document after
the deduction was taken was irrelevant. As a
result of losing this deduction, the taxpayer was
required to pay the additional income taxes and
make a 20% penalty payment for underpaying
his taxes initially, along with accumulated
interest since the original due date of the tax
return. Thus, in this case, the donor ended with
a tax result worse than if he had never made the
charitable  transfer in the first place.
(Translation: documentation is a big deal.)

These examples show just how important it is
to know and follow the documentation rules.
Even if the material is a bit dry and uncreative,
it is, nevertheless, essential for anyone involved
with advising donors.
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There are seven common levels of
documentation requirements based upon the
type and amount of the gift. As the complexity
and amount of these gift types increase, so do
the documentation requirements. The idea here
is that documentation increases as the
opportunity for abusing the tax deduction rules
increases. There is, for example, relatively little
potential for significant tax revenue loss from a
deduction for a $50 cash contribution.
Conversely, the opportunity to take a $500,000
deduction for the gift of artwork has a much
greater potential for abuse.

Different levels of documentation require
answering different questions. All gifts must
somehow document answers to the questions
of, “Who made the gift?”, “What was the gift?”,
“When was the gift made?”, and “Where was
the gift given?” Depending upon the level of
documentation required, these questions may
be answered by donor records, a statement
from the charity, and/or completing IRS forms.

Some gifts must also document an answer
to the question of whether or not the donor
received any goods or services in return for the
gift (i.e., this was part of the reason WHY the
donor made the gift). The answer to this
question can be documented only by a
statement from the charity.

Finally, some larger gifts also require documentation of how the gift was valued. This “How?” question
can be answered by donor records or a qualified appraisal. In some cases, the entire qualified appraisal must
be submitted with the tax return and, in other cases, only a summary of the appraisal must be included on
IRS Form 8283. This is the general framework for how documentation levels increase as gift amounts and
complexity increases. The next section examines the rules in more detail, starting with the smallest gifts.
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Gifts of cash under $250 require
documentation of only the first block of
questions (i.e., answers to the “Why?” and
“How?” questions are not needed). For these
small gifts, documentation can come from
either donor records or a statement from the
charity.

Specifically, cash gifts under $250 may be
documented by a canceled check, a credit card
statement, or a note from the charity indicating
the amount, date, and the donor. As with
other forms of documentation, this must be in
place prior to taking the deduction. Thus, if a
note from the charity is used, it must have
arrived by the time the tax return was filed, or
if the taxes were filed late, then the note must
have arrived by the time that the taxes were
due (including any extensions). No corrections
are allowed using documentation created or
received after taking the deduction (or after the
tax return was due). Note that, because of
these documentation requirements, deducting a
gift of actual currency, no matter how small,

requires a receipt from the charity indicating the amount, date, and donor. Note also, that a “credit card
statement” here refers generally to any type of statement from a bank or financial institution demonstrating
the amount and date of the gift, the donor, and the recipient charity. For example, a statement from a check

card or debit card would also be sufficient.
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For gifts of cash of $250 or more, the
documentation  requirements are  greater.
Answers to the first block of questions can be
documented only with a statement from the
charity. In addition, the donor must have a
statement from the charity indicating any guwid
pro quo related to the gift. Quid pro quo gifts refer
to situations where a donor receives some item
or service from the charity in direct exchange
for the gift (such as, for example, a benefit
dinner where the donor’s ticket represents both
a contribution and payment for a meal).

For gifts of cash of $250 or more, the only
documentation permitted is a receipt from the
charity indicating the amount, the date, the
donor, and using the magic phrase, “no goods
ot services were provided in exchange for these
gifts.” (Of course, if the charity did provide
goods or services in exchange for the gifts, the
charity must describe and value the items.) A
canceled check, for example, will not be
sufficient to document gifts of $250 or more.
Only a receipt from the charity with the
previously mentioned elements will be
sufficient.

The documentation requirements are based
upon each individual gift amount and not the
total of all gifts made to the organization. For
example, a donor could make $240
contributions every day of the year to a charity,
and all of these gifts could be documented by
the canceled checks. (However, in an extreme
case, such as a donor simultaneously giving a
stack of $240 checks to a charity, the IRS could
collapse the transaction and treat it as a single
transfer.)
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Even though a donor can document an
unlimited number of charitable contributions
under $250 with canceled checks, if any one
contribution exceeded this amount, then a
canceled check would not be appropriate
documentation for that one contribution.

One exception to these documentation
requirements for gifts of $250 or more applies
to payroll deduction gifts made to a united
appeal.  Such gifts are problematic because
there is no individual charity that could
document the charitable transfer from a specific
individual donor. Thus, it is not possible to
comply with the typical substantiation rules.

Because of this difficulty, such gifts are
exempted from the requirement for a receipt
from a charity. Instead, donors can substantiate
with evidence of a pledge card indicating that
no goods or services were given in exchange for
the gift and documenting the amounts by the
W-2 ot pay stub.
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Gifts of money over $250 are all documented in
the same way, regardless of the amount. Thus,
at this point we have covered the rules for
documenting gifts of money. However, much
of the complexity in documentation, and much
of the potential for abuse, comes from gifts of
property. Let’s now examine these rules.

The smallest gifts of property (under $250)
require donor records to answer the questions
of “Who made the gift?”, “What was the gift?”,
“When was the gift mader”, “Where was the
transfer made?”, and “How was the gift
valued?” Except where it is impractical, these
donor records must include a receipt from the
charity indicating what was given, when, where,
and by whom.

So, for gifts of property under $250, the donor
must have a receipt from the charity indicating
the donor, the date, the location, and the
description of the property (except where
obtaining such a note is impractical). The
donor’s own records should indicate these
things as well (although these records may
include the charity’s receipt). However, in
addition, the donor must have reliable records
proving the fair market value of the property
(and, if relevant, also proving the donot’s basis
in the property). Note that the charity is never
expected to provide a valuation of the property.
Although some charities may choose to include
this in a receipt, such valuation has no legal
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For small property gifts (under $250) an
exception is made to the requirement of a
receipt from the charity when such a receipt is
impractical. A typical example of a scenario in
which such a receipt is impractical is where the
donor gives clothing or propetty to an
unattended drop box.

In such cases, no receipt is required from the
charity.

However, even when a receipt from the charity
is not required, the donor must still provide
reliable records documenting the gift, the
charity receiving the gift, the date of the gift,
the place of the gift, and the fair market value
(and cost basis when relevant) of the property.
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For gifts of property worth $250-$500,
documentation must answer all of the potential
questions (Who?  What? When? Where?
How? and Why?). In addition to the
documentation required for smaller gifts of
property, the donor now wmmust provide a
statement from the charity and there is no
exception for impracticability. This statement
must not only answer the basic questions
(Who? What? When? Where?) but must also
answer the guid pro quo question (i.e., Why?).

Thus, for gifts of property of $250 or more, the
donor must have both a receipt from the charity
indicating the donor, the date, the location, and
a description of the property along with the
phrase “no goods or services were provided in
exchange for these gifts,” as well as the donot’s
own reliable records indicating the fair market
value of the property (and cost basis if relevant).

For gifts of property over $500, all of the
previous documentation is required in addition
to the filing of IRS Form 8283. If the charity
sells the item within 3 years of the gift, the
charity must file IRS Form 8282. However, this
second filing is not required prior to the donor
taking the charitable deduction.
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The IRS form 8283 filing is required for all
property gifts valued at $500 or more. Note
that for property gifts of $500 or more, all
potential documentation items are required,
excepting only a qualified appraisal, which is a
requirement limited to gifts of specific types
and amounts of property.

An additional IRS form is required for gifts of
property over $500 if the gift was an
automobile, boat, or plane. Specifically, these
gifts require the filing of IRS form 1098-C by
the charity.

Form 1098-C must come from the charity
within 30 days of the gift or the sale. Gifts of
automobiles, boats, or planes that are intended
to be sold by the charity cannot be valued for
tax deduction purposes until after the charity
has sold the item. This is because the
deduction is limited to the amount the charity
receives for the item in the subsequent sale. If,
however, the charity intends not to sell the
item, but to make use of it in its charitable
purposes, then the charity may verify this intent
by filing Form 1098-C within 30 days of
receiving the gift. (In such cases, the valuation
need not wait for the sale of the item.)
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Finally, with gifts of property of $5,000 or
more, the donor must also obtain a qualified
appraisal and must include a summaty of the
qualified appraisal in his or her tax return on
Form 8283. This qualified appraisal is not
required for publicly traded securities. Publicly
traded securities are very easy to value and there
is relatively little dispute about their valuation at
any one point in time because they can be
immediately bought or sold at publicly available
prices.

Thus, for gifts of property of $5,000 or more,
all of this documentation is required: Charity
receipt with gift date, location, and description
and guid pro guo statement, donor records of
gift, charity, date, location, fair market value
(and basis if relevant), and IRS Form 8283
including a summary of a qualified appraisal. If
any item is absent, no deduction is allowed.

The highest level of documentation is reserved
for gifts of property over $500,000 or gifts of
artwork over $20,000. As before, publicly
traded securities are exempted from the
appraisal requirement because their valuation is
relatively simple. Note that these are the gifts
with the greatest potential for abuse. Gifts of
property over $500,000 may be subject to a
variety of interpretations of fair market value.
And, given their value, such differences of
opinion can have a dramatic difference on the
payment of taxes. Thus, these large gifts
warrant the most careful scrutiny by the IRS.
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Because these types of gifts will be subject to
the highest level of scrutiny, it makes sense that
the entire qualified appraisal must be included
with the tax return. Not only are very large
property gifts included (over $500,000) in this
highest documentation level, but even
moderately size gifts of art are also included
(over $20,000). This reflects the challenges in
the valuation of artwork and the consequent
opportunities for abuse. Remember that for
some taxpayers combining both state and
federal income taxes can make deductions
wotrth more than $.50 on the dollar. Thus, if a
valuation were made that was more than twice
what the donor could actually sell the property
for, it becomes more profitable to give rather

than sell the property. This potential for over-valuation is much more likely with property, such as artwork,

where intrinsic value is difficult to define.
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As a reminder, appraisals are not required for
gifts of publicly traded securities, regardless of
the size of the gift. Thus, a donor could deduct
a $10 million gift of Microsoft shares with no
appraisal.
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Finally, there ate de minimis exceptions to the
normal rules for guid pro quo gifts. A quid pro gno
gift is one where the donor makes a gift, but
also receives something of value in return for
the gift. Typically, these scenarios require both
that the charity report the value of the item
given to the donor and also that the donor
reduce his or her deduction by the value of the
item received from the charity. Although the
charity is not a qualified appraiser, it is required
to make a “good faith estimate” of the value of
the item. IRS regulations indicate, “The
organization ~may use any reasonable
methodology in making a good faith estimate,
provided it applies the methodology in good
faith.”

However, if the gift was $75 or less, the charity is not required to report the guid pro guo part of the
transaction (i.e., they do not have to report the cost or value of the item given to the donor). The rule applies
only to the charity’s reporting requirement.

The donor must still reduce his or her deduction by the value of the item received in exchange for the
gift. The donor can ignore the value of the item received by the charity in exchange for the gift only when
one of two de minimis exceptions applies to the donor. First, the donor can ignore the value of the item
received in exchange for the donation if its value does not exceed 2% of the value of the donation. This
exception does not apply to items received that are worth more than $136. (Note that this $136 level is a
2025 inflation-adjusted number that changes every year.) Second, the donor need not consider the value of
the item received in exchange for a gift if the cost of the item to the charity was equal to or less than $13.60
so long as the gift made in order to receive the item was at least $68. (As before, these are 2025 numbers that
are adjusted annually for inflation.) These de minimis rules are intended to reduce reporting hassles for items of
an inconsequential amount.

Although admittedly among some of the least
interesting rules related to charitable gift
planning, these documentation rules are
important. The penalties for violating the rules
can be severe and typically there is no
opportunity to correct documentation errors
after a deduction has been erroneously taken.
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5 VALUING CHARITABLE GIFTS OF PROPERTY

To begin the topic of valuing charitable gifts of
property, it is useful to consider why this topic
is so important. As discussed previously, the
vast majority of wealth in this country is not
held in cash, savings accounts, checking
accounts, or money market accounts.
Consequently, if fundraisers wish to ask for gifts
of wealth, then, by and large, they must ask for
gifts of property. In other words, if fundraisers
want to ask from the “big bucket” of wealth,
then they need to ask for gifts of property,
meaning any type of non-cash asset. A
fundamental requirement of being able to ask
for these property gifts from the “big bucket” is
an understanding of how such gifts are valued
for tax purposes. As we will see, this is no small

issue. Different types of assets in different types of transactions may be valued dramatically differently,
including a valuation of zero dollars. In order to be able to learn how to ask from the “big bucket,” it is
essential to have a basic understanding of how gifts of property are valued. A fundraiser or advisor who
suggests a charitable gift of property while being unaware that the deduction in that particular case would be
far less than the value of the property is creating serious potential problems. This chapter prevents that
outcome by reviewing the rules for valuing charitable gifts of property.
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If you are familiar only with cash gifts to
charity, then this issue of valuation may be new
to you. Cash gifts include all cash equivalent
transactions such as checks, currency, or credit
cards. Gifts of cash require no valuation. The
value is simply the amount of the gift. Because
the valuation is simple, calculating the
deduction is also simple. Although cash gifts
are simple, the bulk of a donor’s wealth is rarely
held in cash. Understanding gifts of non-cash
assets opens up the possibility for many more
sophisticated and beneficial conversations with
donors.

Valuing cash or cash equivalent gifts is simple.
Valuing some types of property gifts is complex.
Part of this complexity may come from the
difficulty inherent in valuing certain types of
property. Additionally, there are special tax
rules for certain kinds of property. These can
alter the valuation of the property for tax
purposes. Many of these rules were created in a
reactive fashion — responding to particular
individual abuses. This has resulted in a
hodgepodge of rules that are not always
consistent. Nevertheless, there are some general
principles that apply to most gifts of property.
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The most common valuations fall into three
categories. With a few exceptions, the value for
tax deduction purposes of a charitable gift of
property will be (1) the fair market value of the
property, (2) the cost basis of the property —
only where such basis is less than the fair
market value of the property, or (3) nothing.
Notice that the most advantageous valuation
that a donor can receive under any
circumstances is the fair market value of
property. This is an important fact when
working with donors, because the almost
universal expectation is that the charitable gift
of property will generate a charitable deduction
equal to the value of the property. But often, it
won’t. Asking for a property gift that generates
no deduction or a much reduced deduction without understanding that reality in advance places the
fundraiser or advisor in a bad position. Thus, knowing the rules for deducting gifts of property is a
prerequisite for suggesting them. At least this is true if the fundraiser or advisor wants to avoid
embarrassment, financial loss, and broken relationships. So, let’s explore the three most common valuation
options for property given to charity.

One of the common valuation options for
charitable gifts of property is the property’s
“cost basis,” or what is referred to more
technically as “adjusted basis.” The term cost
basis is used here because, in most cases, the
adjusted basis is simply the amount paid for the
item by the donor (i.e., its cost to the donor).
So, if a donor paid $100 for an item that is now
worth $200, the deduction for giving that item
to charity will be $100 if the gift is valued at its
cost basis. Note that the cost basis valuation of
charitable gifts of property is never used when
the cost basis is greater than the property’s fair
market value. Cost basis valuation of gifts of
property can only lower the value of the gift

compared with its fair market value, not raise it.

The cost basis of property can include other items besides the initial purchase price. For example, if a
person purchases a house for $100,000 and then spends $30,000 on an addition to the house, his basis in the
home is $130,000. So, the basis of a property includes both its initial purchase price and any subsequent
capital expenditures.

Calculating the basis of a property becomes more complex if it involves depreciation deductions. Not
all property is subject to depreciation deductions. However, this is common with property that is used for
commercial business purposes. A depreciation deduction allows a person to claim that the property has
become less valuable because it is wearing out. For example, if someone purchases a $5,000 computer for her
business, she can claim that after one year of use that the computer is worth $4,000. Consequently, she will
have a depreciation deduction of $1,000. She can do this for each of the first five years that she uses the
computer in her business until, after five years, it is completely depreciated. If after five years she has taken
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depreciation deductions of $5,000, her basis is $0. She paid $5,000 and then deducted $5,000 of depreciation
deductions. Thus, $5,000 — $5,000 = $0.

Depreciation deductions affect chatitable deductions for gifts of property because a taxpayer can’t
deduct the same item twice. If a $5,000 computer purchase has already generated $5,000 of deductions
(through depreciation), the taxpayer cannot then give it to charity and generate another $2,000 deduction —
even if it is truly worth $2,000. This would mean deducting the same item twice. As a result, the value of
property for purposes of determining the charitable deduction is always reduced by any depreciation
deductions that have already been taken. This is true for gifts that are valued at cost basis. It is also true for
gifts that are valued at fair market value. Of course, not all property can be depreciated. In fact, depreciation
is not a concern in most property gift transactions. But, it is an important concept to keep in mind for those
cases when it does arise (primarily physical items used in business operations).

Charitable gifts of property can also be valued
at their current “fair market value.” The IRS
indicates that fair market value is the price that
property would sell for on the open market. It
is the price that would be agreed on between a
willing buyer and a willing seller, with neither
being required to act, and both having
reasonable knowledge of the relevant facts. For
our purposes, it is easiest to think of fair market
value as simply the answer to the question,
“What could you normally sell it for?” or,
“What is it worth?” As mentioned above, even
when property can be deducted at its fair
market value, this deduction must be reduced
by any previous depreciation deductions already
taken on that property by the donor. (Because,
again, deducting the same dollar more than once is not allowed.)

When valuing an item of property to be given
as a charitable gift, the initial issue is, for almost
all transactions, “Which of these 3 valuation
approaches apply?” How will the item be
valued for purposes of the charitable tax
deduction? Will the donor be able to deduct its
fair market value, its basis, or nothing at all?
Next, we review the basic framework that
determines which of these deduction amounts
the donor can use.
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When proceeds from the sale of the property
would have been considered ordinary income if
the donor had sold the property (rather than
given it to a charity), then the donor may
deduct only his or her basis in the property.
For example, if a cobbler received $100 for
selling a pair of his shoes, this money is
considered to be ordinatry income. Selling
shoes is his ordinary business. If the cobbler
gave a pair of shoes that normally sells for $100
to a charity, his deduction would not be $100
(the fair market value). Instead, his deduction
would be limited to his cost basis in the shoes
(i.e., his cost of materials in the shoes). Or
suppose a famous artist painted a painting.
Then she gave it to a charity. Her deduction
would be limited to the cost of the canvas and paint used in the painting. Just as with the cobbler selling
shoes, if the artist had sold the painting, the money from the sale would have been taxed as ordinary income.

The cost basis valuation also applies to any property that has been held by the donor for one year or
less. If this property had been sold for a profit, that profit would have been short-term capital gain. All such
short-term capital gain property is valued at its basis for purposes of the charitable deduction. (Any property
that would have generated a loss if sold would not be valued at its basis because, in that case, the basis would
be higher than the fair market value. The donor is never allowed to use basis for valuation if it is higher than
fair market value.)

The only type of non-cash property that has a chance of being valued at fair market value for a
charitable deduction is long-term capital gain property. We begin with the assumption that long-term capital
gain property can be valued at its fair market value for charitable tax deduction purposes. However, several
circumstances can cause long-term capital gain property to drop out of fair market value valuation and be
reduced to cost basis valuation.

The first scenario where long-term capital gain property can be dropped into cost basis valuation is if
the property is given to a private foundation, rather than to a public charity. Although here there is an
exception to the exception: if the gift is “qualified stock” then it can still be deducted at fair market value.
Another reason that long-term capital gain property may not be valued at fair market value for tax deduction
purposes is if the donor has made a “special election” to accept the lower valuation in exchange for a higher
charitable deduction income limitation. (This is discussed in the chapter on income limitations for charitable
deductions.)

A third circumstance when long-term capital gain property will not be valued at its fair market value
is when such property is “unrelated use” tangible personal property. It is easiest to think of tangible personal
property as movable physical property. This excludes immovable real estate such as land or anything
permanently attached to the land, like a building. This also excludes intangible personal property, such as
shares of stock or bonds. (Stocks and bonds, physically, are just pieces of paper. They have value only
because of the rights they represent, not because of the paper they are printed on.) “Unrelated use” tangible
personal property is property that the charity does not intend to use in furtherance of its charitable purposes.
If, for example, the charity intends to simply sell the gifted item, then the item is “unrelated use” property.
(Note that this is true even though the cash from the sale of the item will be used to further the charitable
purposes of the organization.)

Capital loss property is property that is worth LESS at its sale than the owner orginally paid for it. In
that case, the fair market value would be less than the cost basis of the property. 1f the fair market value is
less than the cost basis of the property, then the donor cannot deduct the fair market value regardless of what
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kind of property is being gifted. If the donor is contributing loss property, short-term or long-term makes no
difference for gift valuation.

In practice, donors should never give capital loss property. Instead the loss should be realized and
deducted upon the sale of the property. For example, if a donor bought a share of stock for $110 and it is
now worth $10, it is better for the donor to sell the share and then give the proceeds to charity, rather than to
give the share directly to the charity. If he sells the share, he will recognize a loss of $100 ($110 purchase
price less the $10 sale price). This loss can offset other gains that he might otherwise have to pay taxes on.
But if he gives the share directly to a charity, he loses the ability to recognize that loss, and so he loses a
valuable tax benefit. The charitable tax deduction is the same whether he gives the share directly to the
charity or sells the share and then gives the proceeds to the charity (i.e., $10). This is why capital loss
property should not be given directly to the charity. It should instead be sold and the proceeds given to the
charity.

Now consider some examples that demonstrate
how these rules function with specific gifts.
Suppose that a donor owns a share of stock that
he paid one dollar for in 1990, which today is
worth §25. He gives that share of stock to a
public charity. How much could he deduct for
that charitable gift?

Notice that the stock is long-term capital gain
property. Why? First, it has gone up in value,
therefore, it is gain property. Second, the donor
has owned it since 1990. This means he has
owned it for more than 12 months and,
therefore, it is long-term capital property.
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Because it is long-term capital gain property,
this means that the donor can deduct its fair
market value (in this case, $25), unless one of
the three exceptions applies.

In this case, none of the three exceptions apply.
The donor is not giving the property to a
private foundation, but instead is giving it to a
public charity. The donor has not made a
special election to reduce the valuation, so that
exception does not apply. And finally, this is
intangible personal property, therefore, the third
exception, which relates to Zangible personal
property, does not apply. Because none of the
three exceptions apply, the donor can deduct
this gift at its fair market value of $25.

Now suppose the donor has farmland that he
purchased for $600 an acre in 1990, which is
now worth $1800 an acre. He contributes this
farmland as a gift to a private foundation. How
much per acre can he deduct for this gift?
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As before, we begin by recognizing that this is
long-term capital gain property. First, it has
gone up in value. Second, the donor has owned
it for more than 12 months.

Because this is long-term capital gain property,
the donor can normally deduct its fair market
value, unless one of the exceptions applies.

The donor has not made a special election to
have his gift’s valuation lowered, so that
exception does not apply. Similarly, this is not
tangible personal property. (It is real property.)
Therefore, the tangible personal property
exception does not apply either. However, the
donor has made this gift to a private
foundation. Consequently, he will not be able
to deduct its fair market value, unless it is
“qualified stock.” Cleatly, this is not any type
of stock shares, because it is real property. So,
this exception to the exception is not relevant.
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As a result of making this gift to a private
foundation (since it is not “qualified stock”),
the donot’s deduction for the charitable gift of
land will be limited to its cost basis. In this
case, that means that the donot’s deduction will
be limited to $600 per acre.

Next, consider an example involving a different
kind of property. Suppose a donor purchased
an antique toy car six weeks ago for $1. This
was quite a good purchase, because today the
value of the antique toy car is $25. The donot’s
plan is to give the toy car to a museum of toys
that is also a public charity. The charity is
interested in the car for its historical value and
intends to display the car in its museum
collection. How much can the donor deduct
for the gift of the antique toy car given to the
public charity?

The answer to this question is actually simpler
than it may seem at first. Because the donor
has owned the antique toy car for only six
weeks, it is short-term capital gain. Because it is
short-term capital gain, the rules concerning
“related use” or “unrelated use” tangible
personal property become irrelevant. The gift
must be valued at the lower of fair market value
or basis regardless of its usage by the charity.
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These exceptions are irrelevant because, as
short-term capital gain property, this item may
be valued only at cost basis. (As always, valuing
at cost basis assumes that the cost basis is less
than fair market value. Here, the cost basis of
$1 is less than the fair market value of $25.)

Now consider a slightly different example.
Suppose that the donor purchased the antique
toy car, not six weeks ago, but in 1990. How
does this change the result?

To begin with, since the donor has owned the
property for more than 12 months and it has
gone up in value, this property is long-term
capital gain.
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Because this is long-term capital gain property,
there is the potential to deduct the full fair
market value of the gifted property, rather than
only its cost basis. Of course, this is true only if
none of the exceptions apply.

The first exception does not apply, because this
is not a gift to a private foundation. It is a gift
to a public charity, in this case a museum of
toys. Next, there was no mention of a special
election, so this exception does not apply either.
Finally, this is tangible personal property and
consequently the unrelated use exception could
apply. However, in this case, the charity will
actually be using the gifted item in furtherance
of its charitable purposes. Thus, this property
is related use property, not unrelated use
property. Because none of the exceptions
apply, the donor is allowed to deduct the full
fair market value of the property donated to the
charity. In this case, it is important that the
charity “intended” to use the item in its

charitable operations by displaying the toy in its collection. How can the IRS prevent abuse of this rule by
charities that might say they “intend” to use gifts of property, but then simply sell the gifted property?
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In this case, abuse is limited by the recapture
rule. If a charity sells (or otherwise transfers)
the property item within three years, the
valuation could change from fair market value
to cost basis. Such a change of valuation would
require the donor to amend his or her tax return
to reflect the lower deduction. This recapture
rule applies only to tangible personal property
worth more than $5,000. (The IRS does not
want to hassle with recapture for small gifts.)
For these larger gifts, a transfer or sale of the
property by the charity within three years will
lead to the reduced valuation for the charitable
deduction. This occurs unless the charity
certifies that it made substantial related use of
the property prior to sale or that the intended

use became impossible.

For example, if the donot’s toy car were worth $25,000 (instead of $25) and the charity sold the toy
three months later, then the original deduction would be subject to recapture. However, if the reason the
charity sold the car was because their museum location burnt down, making it impossible to display the car as
originally intended, then no recapture would be required (assuming that the charity certified that the original
intended use became impossible). Alternatively, if the charity had, for example, displayed the car for 2 %2
years in its collection prior to the sale of the item and it was willing to certify this substantial related use, this
certification could also prevent recapture. Obviously, the simplest and cleanest way to avoid recapture is to
make sure the charity does not sell the item for at least three years. 1f the charity does sell within three years,
but it also certifies that one of these two exceptions applies, that will also avoid recapture. However, this
certification must be accurate. The charity must sign under penalty of perjury, and there is a $10,000 fine if
the charity provides false information.

So, what happens if the charity does not use the
item, but instead simply sells it soon after
receiving it? In this case the donor gives his
antique toy car to a public charity that displays
toys in its museum, but the charity doesn’t want
to display the donot’s toy. The charity just
wants to sell it. So, after the donor has given
the toy to the charity, the charity sells the toy at
its annual benefit auction. What happens then?
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Once again, this is still long-term capital gain
property because the donor has owned it since
1990 and it has gone up in value.

Because this is long-term capital gain property,
there is at least the possibility that it could be
valued at fair market value unless one of the
exceptions applies.

In this case, one of the exceptions does indeed
apply, because this is #nrelated use tangible
personal property. It is unrelated use property
because the charity did not use it. Instead, the
charity simply sold it for money. It is tangible
personal property because it is a moveable
physical item. Thus, this tangible personal
property is not being used by the charity, but is
instead simply being sold, and thus the
exception to fair market valuation does apply.
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Because one of the exceptions applies, the
donor cannot use the fair market value for
calculating the deduction. Instead, the valuation
must drop down to the cost basis valuation. So,
the gift of an item worth $25 generates a
deduction of only $1.

An exception to the exception is the rule related
to “qualified stock”. Qualified stock is typical
publicly traded stock. That is, stocks that are
traded on an exchange such that market
quotations are regularly available. For example,
any stock traded on the New York Stock
Exchange can be qualified stock. In addition to
being a publicly traded stock, the private
foundation cannot have more than 10% of the
entire company when counting all family
member transfers together.

What is the thought behind this rule?
The intent is to avoid giving special benefit to
large, closely-held, insider transactions.
Consider the case of a family owned business
where family members transfer most shares of
the business to their own private family foundation. This transaction has some potential for abuse. The
family members controlled the asset before the gift. And now, as board members of the private family
foundation, they control the asset after the gift (at least until it is sold). Determining the fair market value of
shares in a family owned business may be quite difficult. This is especially true for closely held corporations
where other investors may be uninterested in owning a minority share when the family still controls all
aspects of the business. Because private family foundations are often controlled by the donor or the donot’s
family, these transfers are generally less desirable than gifts to traditional public charities

The exception is allowed for cases in which the property given is almost like cash. It is almost like
cash because the shares are reglarly traded and have an easily identifiable value. It is also like cash because it
is not a very large shate of the total ownership of the corporation (even when considering all family members’
transfers together). Given the cash-like nature of the transfer, there is less concern about inappropriate or
abusive transactions, making a fair market value deduction more appropriate. Let’s look at an example of the
mechanics of this kind of transaction.
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Suppose a donor owns 10,000 shares of
Microsoft Corporation (a publicly traded
corporation), which she originally paid $1 per
share for and is today worth $25 per share. The
donor gives these 10,000 shares to a private
foundation. What is her deduction for this gift?

Initially, it is useful to note that this is long-term
capital gain property. This is true because the
donor has owned it for more than 12 months
and it has gone up in value.

Because it is long-term capital gain, there is at
least the potential that the donor can deduct its
fair market value, unless one of the exceptions

apply.
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In this case, the donor is giving the property to
a private foundation, so one of the exceptions
to a fair market value deduction does apply,
unless the donor qualifies for the exception to
the exception.

Because the donor is giving qualified stock, the
normal rule for private foundations does not
apply. As a result, the donor is allowed to
deduct the fair market value of the shares of
stock. Thus, the donor’s deduction is $25 per
share ($250,000) rather than §1 per share
($10,000). The property is “qualified stock”
because it was publicly traded (meaning that
market quotations are available) and because
10,000 shares is much less than a 10%
ownership interest in the corporation (given
that it has millions of shares).

From time to time there have been special kinds
of property that have been used in tax abuse
schemes. As a result, Congress has acted to
create special rules that apply only to specific
types of property, usually in response to these
tax abuses. For these special kinds of property,
the normal rules are modified. Special
charitable donation rules apply to clothing,
household items, cars, boats, airplanes,
taxidermy, inventory, patents, and other
intellectual property.



VALUING CHARITABLE GIFTS OF PROPERTY

Considering the complexity of the “standard”
rules that we have already reviewed, why would
Congtess add these special rules for specific
assets? The answer is that Congress reacted to
ongoing abuses that fit the normal rules, but
were still considered to be inappropriate.

There is always a special potential for abuse in
the area of deductions for gifts of property
when the property has an uncertain valuation.
Consider that if a taxpayer was at the top federal
tax rate of 37%, and at the top state tax rate in a
state like California, where the top rate is 13.3%,
that a deduction is worth nearly half of the
value of the gifted property (48.3%). (This is in
the typical case when there is no additional
federal deduction available for state taxes.)
When a property is difficult to value or difficult
to sell, but can be immediately converted into a
tax benefit worth over $.50 of every appraised
dollar, it can make such transfers highly
attractive, even to those with little or no
charitable intent. If a difficult-to-value item of

property can be appraised for two or three times what it could actually be sold for in an immediate sale, it
could be more profitable to donate the property, rather than to sell it. Such financial incentives make gifts of

difficult-to-value assets ripe for abuse.
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What do the abuses that led to special rules
look like? For example, a person might have
old clothes that she would otherwise throw in
the trash because they have little or no resale
value. But instead of throwing them away, she
could give them away and generate a charitable
deduction. She might attempt to value the
deduction based on the original cost of the
clothing or some “estimated” value based on a
percentage of the original cost, when in reality
the poor quality clothing has little or no resale
value.

Another abuse could result from gifts of
automobiles where the automobile has some
defect that reduces its value below the normal
resale value for that model and year of car.
Even though in reality the automobile may be
worth nothing, except in a junkyard, taxpayers
may be tempted to donate the vehicle and
deduct the standard value for a vehicle of that
age, make and model (i.e., the “blue book”
value).

A particularly egregious abuse occurred in the
area of donating stuffed animals to a wildlife
museum. In this scheme, the taxpayer would
go on safari to hunt exotic animals, have the
animals stuffed, and then donate the animals to
a wildlife museum. An appraisal firm would
provide a high valuation for exotic stuffed
animals (a valuation which might be difficult to
disprove given the rarity of transactions and the
high cost of acquiring new exotic stuffed
animals). A few small wildlife museums were
willing to accept these donations (often taking
in thousands of animals). The donor would
then deduct his cost basis in the stuffed animal,
including all of the costs of acquiring the
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animal, such as the entire expense of the safari travel. Thus, the tax code was essentially funding a substantial

portion of safari tourism intended to kill exotic animals.

A different problem arose with copyrights and
other intellectual property not simply because of
the risk of fraud, but also because of the
enormous difficulty in valuing such intellectual
property in advance. If a best-selling author,
like John Grisham, wrote a new book and
immediately donated the copyright of the book
to charity, such a donation would be
enormously valuable. If a less well-known
author did the same, the donation could be
highly valuable or it could be worth nothing.
The difficulty is that it may be impossible to tell
at the time of the donation how much the gift is
worth. No amount of sophistication, education,
expetience, or integrity of any appraiser can
correct this problem.

Because of the wide variety of problems and issues with these special kinds of property, each of them
now has their own special rule limited only to that specific kind of property.
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Clothing and household items typically cannot
be deducted unless they are in “good used
condition or better.” Requiring “good used
condition” is intended to exclude worn out
clothes. An exception to this rule is allowed if
the donor is giving more than $500 of clothing
and the donor includes a qualified appraisal of
the clothing with the tax return. Thus, small
donations of clothing in poor condition are not
deductible. Large donations of such clothing
may be deductible, but only if accompanied by a
qualified appraisal.
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This same rule applies not only to clothing, but
to other household items. The term
“household items” does not include art,
antiques, jewelry or collections. Instead, it
refers to items like furniture, electronics,
appliances, linens and the like. These
household items may not be deducted unless
they are in “good used condition or bettet” or
where the donation is accompanied by a
qualified appraisal indicating a value in excess of
$500 for the entire donation.

In order to prevent abuse with contributions of
automobiles the special rule is that if the charity
sells the automobile, the deduction may be no
greater than the actual sales price. For example,
suppose a donor paid $5,000 for a vehicle (i.e.,
basis) and it is currently worth $6,000 (i.e., fair
market value). The donor gives that vehicle to a
charity, and the charity sells it. Unfortunately,
in this case, the charity does a poor job of
pricing the vehicle. As a result, the vehicle sells
for only $3,000. In that case, the donor can
only deduct $3,000. This is true even though
both the basis and the fair market value were
higher than $3,000. This rule can only /ower the
charitable deduction from the amount that
would normally result from the standard

valuation rules for gifts of property. If, for example, two benefactors of the charity ran the bid for the vehicle
up so that it sold for $10,000, the deduction for the contribution of the car would not be $10,000. As a gift
of tangible personal property not used by the charity, the deduction would be the lower of fair market value

or basis, which in this case is $5,000.
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This same rule applies not only to automobiles,
but also to boats and even planes. However,
the IRS does not require this reduction if the
charitable deduction was $500 or less.
(Although it seems unlikely that automobiles,
boats, or planes would commonly be worth
$500 or less.)

An exception to this rule applies if the charity
will actually use the vehicle in furtherance of its
charitable purposes, or intends to give the
vehicle to a needy person rather than to sell it.
If the charity is willing to certify this usage on
IRS Form 1098-C, then the donor can use the
normal rules for valuing this gift of property
(which in this case means following the rules for
cither short-term or long-term related use
personal property).

To address the problem of tax-deduction
financed safari trips, Congress limited
deductions for taxidermy property to the cost of
stuffing the animal only. Thus, none of the
other costs of acquiring the animal may be

deducted.
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Deducting charitable gifts of copyright (or
other intellectual property, such as patents and
trademarks) is not simply a problem of fraud or
abuse, but is fundamentally a problem of
accurately valuing the property in advance. To
resolve this issue, Congress allowed for the
deduction of cost basis plus a share of the next
12 years of income from the intellectual
property right. Thus, the full deduction does
not come at the time of the initial transfer.
Instead, the donor receives a stream of
deductions over 12 years. In this way, the
author giving a copyright to a charitable entity
does not need to accurately predict its future
value in advance, but instead can simply deduct
a share of the actual dollars that go to the
charity as a result of the gift. This deduction of the income stream is only available for gifts to public
charities and not to private foundations.

Note that, as in all other forms of charitable property deductions, the cost basis is deductible only if such
basis is less than fair market value. Thus conceptually, it may still be necessary to estimate the fair market
value of an intellectual property right in advance. However, in practice, many such rights have little or no
cost basis. For example, an authot’s cost basis would include only some paper and ink, and would not take
into account his or her time spent in producing the work. (Note that time and effort are excluded from cost
basis in other areas as well. For example, if a taxpayer purchases a dirty car for $5,000 and then spends three
months cleaning and detailing it, his basis in the car is still only $5,000.)

Another exception to the standard valuation
rules involves an unusual compromise on
valuation. The normal rule for gifts of
inventory is that only the cost basis of
inventory is deductible. However, the tax code
provides a special increase in the deduction for
specific types of inventory gifts. If the donor is
a standard corporation (known as a C-
corporation, as opposed to the closely held, S-
corporation), and is giving inventory to a public
charity for care of ill individuals, needy
individuals, or infants, or it is giving qualified
research materials to a institution of higher
education or other scientific institution, then
the donor corporation can receive a higher
deduction. This higher deduction will be the
average of basis and fair market value. Thus, the Corporation receives neither the most favored status (which
would be fair market value) nor the less favored status (which would be cost basis), but instead receives
something in the middle.

However, this deduction is still limited to no more than double the cost basis in the gifted items. This is
to prevent a scenario where the cash value of the deduction was worth more than the cost of manufacturing

the property.
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Although not exceptions to the general rules,
some items can be hard to value and
consequently, the IRS requires a special kind of
valuation for these items. For example, in
determining the fair market value of a used car,
taxpayers must use the private party value and
not the amount for which it would sell on a
dealer lot. For boats, taxpayers may not
estimate fair market value by simply looking at
the price of boats of similar size and age.
Instead, boats require an individual appraisal.
This is because there can be dramatic
differences in the value and seaworthiness of
boats of the same age and size, making generic
valuations less relevant. These rules help to
prevent scenarios where it is more profitable to
give the item of property than to sell the item of property. For example, if a donor had a boat that had
significant issues with rotting and seaworthiness, its actual value may be only a fraction of what a boat in
good condition of a similar size and age would sell for. If the donor was allowed to deduct a gift of such a
boat based only upon its size and age, it could create a situation where the cash value of the deduction was
worth more than what the donor could sell the boat for. This is precisely the situation that tax policy wishes
to avoid and hence the reason for requiring individual appraisals for boats. Similarly, when valuing gifts of
clothing, the valuation must be based upon what the used clothing would sell for in a consignment or thrift
shop not based upon what it sells for new in a retail environment. Of course, the difference between what an
Armani suit sells for in an upscale retail environment and what a used Armani suit would sell for in a thrift
shop is dramatic.

Finally, for gifts of large quantities of individual items, valuation must be based upon the value of the
entire lot of items. It is not permitted to estimate the value of a single item and multiply that by the total
number of items gifted. For example, suppose a donor found a box of 1,000 beanie babies on sale on eBay
for $1,000. If the donor purchased these then gave them to an orphanage over a year later for use in their
charitable activities, the donor could be entitled to a deduction of fair market value (long-term capital gain
related use personal property). However, even if the fair market value for a single beanie baby toy was $5, the
donor could not claim a fair market value for the gift of $5,000 ($5 X 1000). Instead, the fair market value
would be the value of the entire lot of 1,000 such beanie babies sold as a single lot.
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If during an audit a charitable gift is found to
be overvalued, this will result in the need to
reduce the deduction to an appropriate value.
This creates the need to pay for additional taxes
and any interest accrued since the due date for
those taxes. In addition to this repayment and
interest there can be penalties for overvaluing a
charitable gift. Those penalties depend upon
the amount of the gift and the degree of over-
valuation. If the gift was valued at greater than
50% of its true value and, as a result, there was
more than $5,000 in underpayment of tax, then
the taxpayer must pay not only the additional
taxes, but also an additional 20% of the unpaid
taxes. If in the previous case, the valuation was
morte than double the item’s true value, then

the penalty would be an additional 40% of the unpaid taxes. Finally, if the misstatement of value was due to
fraud, the penalty would be an additional 75% of the unpaid taxes, regardless of the amount of underpayment
or the degree of over valuation. (Tax fraud can lead not only to financial penalties, but also to

imprisonment.)
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As discussed in the chapter on documenting
charitable gifts, the donor is often required to
obtain an appraisal in order to deduct gifts of
property. Can the taxpayer avoid the penalties
discussed above if the taxpayer had a qualified
appraisal for the amounts reported? The
answer is: it depends.
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There will be no taxpayer penalty if the
valuation was based upon a qualified appraisal,
the donor made a good-faith investigation of
value, and the valuation was less than double
the actual value of the item. This exception
would not apply if the appraisal was not a
qualified appraisal based upon IRS guidelines.
Even if the appraisal was a qualified appraisal,
the donor is still required to have made a good-
faith investigation of the value of the item,
besides simply relying upon the appraisal. But
if both of those conditions apply, and the
appraised value was less than double the actual
value, then no penalty will apply. However, the
unpaid tax resulting from the overvaluation
must still be paid along with any interest.

What are the penalties to the appraiser for
making an excessive appraisal of an item of
property gifted to a charity? 1f the valuation
was more than 50% greater than the actual
value of the item, the appraiser’s penalty will be
the greater of $1,000 or 10% of the tax
underpayment. This penalty could be
potentially catastrophic for appraisers who
appraise items of extremely high value.
Recognizing that such a rule would prevent
even legitimate appraisers from functioning, the
tax code limits the penalty for appraisers to
125% of the appraiser’s fee for making the
appraisal. If an appraiser charges $1,000 and
values a piece of artwork at $10 million when it
was actually worth only $5 million and this
error results in a $1.5 million tax underpayment, the appraisers penalty will not be $150,000 (10% of the tax
underpayment), but instead would be 125% of the appraisal fee, or $1,250.

One interesting case that illustrates the sometimes unusual results from property valuation is that
involving a work of art called “Canyon.” This work of art was inherited by the heirs of an estate. The IRS
appraised the value of the artwork at $65 million and charged $29.2 million in estate taxes on the item. This
valuation was based upon the IRS definition of fair market value, which is the price that property would sell
for on the open market. The problem in this case is that the artwork incorporated the use of a taxidermy
eagle. The sale of such taxidermy eagle feathers or parts is prohibited by federal law. Consequently, the
estate was required to pay a large tax on an item that could not be sold. This is an interesting example of
what could happen with items where the sale is restricted by law, but the valuation is based upon the price
that the item would sell for on the open market. In this case, the heirs would have been much better off if
the artwork have been gifted to a charity, rather than inherited by them. In the final settlement, the IRS
allowed the heirs to retroactively donate the artwork, treating it as if the gift had been made by the estate, thus
generating no net estate taxes on the donated artwork.
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This chapter will review income limits on
charitable deductions. This is, unfortunately, a
potentially confusing and challenging area of
gift planning. There are a variety of different
limitations on charitable deductions, depending
upon the nature of the gift and the recipient.
Even more complex are the rules for how these
different limitations interact in the current and
future years. As much as possible, this chapter
will attempt to simplify, summarize, and
visualize these rules in a way that makes them
as understandable as possible. Nevertheless,
the reader must recognize that this is a difficult
area of charitable tax law and understanding it
may require some effort.

Why is all of this effort justified? Very little
wealth in this country is held in the form of
cash or cash equivalents like checking accounts,
savings accounts, or money market accounts.
If an advisor or fundraiser wants to be involved
with large charitable transactions, he or she
must understand how to work with gifts of
assets rather than just working with cash.
These income limitations rules are particularly
critical issues for gifts of assets. A fundamental
expectation for any advisor or fundraiser who is
going to suggest the charitable transfer of an
asset is, at the very least, to understand what
charitable deduction that transfer will generate.
The first step in that process is to understand
how the asset will be valued for purposes of the
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charitable deduction. (That topic is covered in the chapter on valuation of charitable gifts of property.) The second
step in that process is to understand when those charitable deductions can be used, when they must be
carried forward into the future years, and when they may be lost altogether. (This is the topic of the current
chapter.) Although the process of understanding the rules for both steps can be a challenge, this
understanding is a clear prerequisite to intelligently recommending substantial gifts of assets. It is simply not
appropriate to recommend a gift of substantial assets while having no understanding of the charitable
deductions that will be generated or whether or not those deductions can even be used. The fundamental
importance of this understanding as a prerequisite to encouraging large gifts of assets justifies learning the

rules on income limitations for charitable deductions.
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Beginning with the fundamentals, people in the
United States usually pay taxes on income.
People pay these taxes to the federal
government. In most states, people also pay
additional income taxes to the state
government.

The next fundamental reality is that charitable
gifts can sometimes be deducted from income.
These deductions are valuable to the extent that
they reduce the taxes owed. Consequently, to
recommend a charitable transfer, it is essential
to have an understanding of the deductions that
will be created as a result of those transfers.
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What is less well known is that charitable
deductions may not normally be used to
climinate 100% of a person’s taxable income.
The total share of income that can be eliminated
through charitable deductions in any one year
may be 20%, 30%, 50%, or 60%, depending on
the nature of the gift and the nature of the
charitable recipient.  Charitable deductions
beyond these limitations cannot be used in the
current year, but instead must be carried
forward into future years. If the charitable
deduction cannot be used within the following
five years, it will expire. Consequently, it is
possible for large charitable transactions to
generate large charitable deductions that have
absolutely no valwe because the income limitations

are otherwise exceeded in the current and carry-forward years. Because advising a donor about a large
charitable gift without understanding when that gift will generate no (or limited) useable charitable tax
deductions is inappropriate, it is important to understand these income limitation rules.
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Why should these income limitation rules exist?
It would certainly be possible to have a tax code
that placed no limitations on the total amount
of charitable deductions that could be used in
any year. The law could allow for donors to
deduct up to 100% of their income. But it does
not. Why not?
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Encouraging charitable gifts is an important
government policy objective, but it is not the
only objective. If the law placed no limitations
on the amount of charitable deductions, this
could reduce the funds available for traditional
government functions below an appropriate
level. Charitable giving is useful, but at least
some money must go to the government in
taxes. The income limitations on charitable
deductions ensure that this will occut.

Aside from the concern with the overall level of
revenue is the concern about who does and
does not pay taxes. If there were no limits on
charitable deductions, then those people with
large assets relative to their taxable income (i.e.,
the wealthy) would be able to completely avoid
income taxes by annually transferring assets to
charity. This is especially concerning given that
these transfers might very well go to private
family foundations controlled by these wealthy
donors. Those who did not have large assets
relative to their income could not avoid
taxation in this way. This could create a system
where income taxes would be paid only by
those who were not wealthy.

Such an outcome, where only wealthy people
paid no income taxes, is potentially offensive.
The income limitations on chatitable deductions
prevent this outcome. Regardless of what is
transferred to charity, a person cannot deduct
mote than 60% of his or her income. For
transfers of less-favored assets or transfers to
less-favored charitable entities (such as private
family foundations) the share of income that
can be deducted is even less.
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There is sometimes confusion about the
importance of the income limitation rules. If
we are thinking of charitable gifts as gifts from
income, rather than gifts of accumulated assets,
it is difficult to imagine who would be making
such large gifts of income.

We might think that these income limitations
would apply only to some rare individuals who
desired to spend just a tiny fraction of their
income. If we think of charitable gifts as
coming from income, then a person wishing to
give away 80% or 90% of income must have
taken some extreme vow of povertyl Since
such individuals are rare, and, even when they
do exist, are unlikely to be major donor
prospects, this can make the income limitation
rules seem almost irrelevant. This inaccurate
perception arises from thinking of charitable
gifts as coming out of income, rather than from
assets.

In reality, the income limitation rules are far
from irrelevant. Their significance is not from
low wealth individuals giving away most of their
income, but rather from high wealth individuals
making substantial transfers of assets. One
study using IRS income and estate tax data
found that nearly 75% of contributions by very
wealthy individuals (§100MM+) generated no

charitable deduction. (Joulfaian, D. (2001). Charitable giving in life and
at death, in Rethinking Estate and Gift Taxation, Eds: W. G. Gale, J.R. Hines Jr., & J.
Slemrod, Washington, DC: The Brookings Institution Press, 350-374.)

The issue arises with high net worth
individuals, not only because their assets are a
very high multiple of their reportable income,
but also because charitable planning often
involves large one-time transfers, rather than
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consistent transfers over many years. For example, a person may wish to transfer a large block of low basis
shares in a family owned corporation into a Charitable Remainder Trust prior to contemplating the sale of the
business. (This transaction can avoid the capital gains taxes that would otherwise have to be paid upon the
sale of the business.) Such transactions usually envision a single large transfer of assets in one year. These
large one-time transfers regularly come into conflict with the income limitation rules.

Income limitation rules can become an issue
not only for large transactions of the supet-
wealthy, but also for anyone with high assets
relative to income. This is particularly common
among retirces who have accumulated
substantial assets, but may have little regular
income. Among the wealthiest older adults,
adjusted gross income represents less than 4%

of net assets (Joulfaian, D. (2001). Charitable giving in life and at death, in
Rethinking Estate and Gift Taxation, Eds: W. G. Gale, J.R. Hines Jr., & J. Slemrod,

Washington, DC: The Brookings Instirution Press, 350-374) 101 fact, a large
share of people in the United States giving 10%
or more of their income to charity are relatively
wealthy retirees with high assets and low

il’lCOl’nC. (James, R. N, III, & Jones, K. S. (2011). Tithing and religious
charitable giving in America. Applied Economics, 43(19), 2441-2450.)

The highest share of income that may be
deducted using charitable deductions is 60%.
This highest limit is reserved for gifts of cash
going to a public charity, government, or
operating private foundations. Because gifts to
governments ot gperating private foundations are
rare, the remainder of the chapter will simply
refer to gifts to public charities.

Note that the typical private foundation is
a non-gperating private foundation. In other
words, it simply holds assets and makes
distributions to public charities, but it does not
actually run nonprofit ventures such as schools,
hospitals, or churches. In the remainder of this
chapter, the term “private foundation” will
refer, technically, to this most common type of

private foundation, the non-gperating private foundation. This chapter will also refer generically to “income.”
Technically, the definition of income for charitable income limitation purposes is adjusted gross income for
the year of the gift excluding any net operating loss carry back. But no one wants to read “adjusted gross
income for the year of the gift excluding any net operating loss carry back” 300 times, so this chapter will

simply use the term “income.”
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Different income limitations apply to different
charitable transfers, depending upon the nature
of the gift and the nature of the charity. The
highest limit, 60% of income, applies only to
gifts of cash to a public charity. This is given
the highest income limitation because it is the
most favored asset (cash) being given to a
favored charitable entity (a public charity).
There are no extra tax benefits from giving cash
(e.g., no avoidance of capital gains taxes), and
no need to estimate its value (thus, no room for
valuation manipulation), so it is the most
favored asset. Public charities are generally
favored in tax law as compared with private
foundations. That general concept is applied
here in that the 60% income limitation is

available only for gifts of cash to public charities, not for gifts of cash to private foundations. As in other
areas of charitable planning, the rules for gifts of cash are relatively straightforward, but the rules for gifts of

property can become more complex.
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The general rule is that deductions from
charitable gifts of non-cash property made to a
public charity can reduce a taxpayet’s income
up to 50%. This 50% level for non-cash gifts is
reserved for public charities and does not apply
to private foundations. However, deductions
for some types of long-term capital gain
property, even if given to a public charity, will
be limited to 30% of income. Although not
discussed in this text, there are also special rules
for giving qualified conservation easements
allowing farmers to have a 100% income
limitation for such gifts.
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To begin with, gifts of any non-cash property
treated as ordinary income given to public
charities can be deducted up to 50% of income.
There are no attractive valuation benefits from
giving ordinary income property, because it is
valued at the lower of cost basis or fair market
value. Thus, here a moderately favored asset
(ordinary income property is not long-term
capital gain) being given to a favored
organization (a public charity), results in the
highest income limit for non-cash property of
50%.

Several types of non-cash property will be
treated as ordinary income if sold, and all will
receive a 50% income limitation when given to
a public charity. The first example of ordinary

income property is creations by the donor. Thus, if a donor were to build cabinetry for the office of a public
charity and donate that cabinetry to the charity, the deductions for this type of gift would be subject to the
50% income limitation. (Of course, the deduction for this type of gift is limited to the cost of materials, even
if fair market value is much higher.) Other gifts of creations by the donor could include examples such as

artwork or a manuscript.
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Inventory from a business is also ordinary
income property. In cases where this inventory
is given to a public charity, such gifts would be
subject to the highest income limitation for
non-cash property of 50%. For example, if the
owner of a local hardware store (sole
proprictorship) were to donate cans of paint
from the store’s shelves to a public charity, the
owner’s deduction would be subject to the 50%
income limitation. As before, the amount of
the deduction would be the lower of the cost
basis in the paint or its fair market value. This
relatively lower valuation is somewhat offset by
the ability to use the highest income limitation.
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The final major category of property taxed as
ordinary income is short-term capital gain
property. This is any capital gain property held
for one year or less prior to its sale or transfer
to the charity. These types of assets are valued
at the lower of cost basis or fair market value.
Given this less advantageous valuation, such
gifts are limited only by the highest non-cash
income limitation of 50%.

All of these different types of non-cash
property — works created by the donor,
inventory, and short-term capital gain property
— are all given the same income limitation of
50% when transferred to a public charity. They
are all treated the same because they all fall into
the category of non-cash property other than
long-term capital gain property.

Why is long-term capital gain property treated
differently than everything else? Gifts of long-
term capital gain property come with a potential
double tax advantage to the donor. First, the
donor is allowed to deduct the full fair market
value of the property transferred to charity.
Second, the donor never had to pay any taxes
on the appreciation (growth) of the property
which generated the tax deduction.  This
combination of tax advantages does not apply
to gifts of other assets such as cash or ordinary
income property (which is valued at the /ower of
its basis or fair market value). Although the tax
code allows this special benefit for gifts of long-
term capital gain property, the income
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limitations lower the maximum amount of such deductions that can be used from this type of transaction in
any one year.

It might help to think of long-term capital gain property valued at fair market value as a “less-favored”
asset. When a donor gives this less-favored asset to a favored recipient (public charity), the income limitation
is lowered to 30%. The “favored” or “less-favored” terminology is not from the tax code, but may be a
useful concept to help understand intuitively why the rules are as they are. For example, in order to get the
highest income limitation of 60%, a donor must give the most favored asset, cash, to a favored charitable
entity, e.g., a public charity. Giving a moderately favored asset, e.g., short-term capital gain propetty, to a
tavored charitable entity, e.g., a public charity, results in a 50% income limitation. If a donor gives a less-
favored asset (long-term capital gain property valued at fair market value) to a favored charitable entity (a
public charity), the income limitation is lowered to 30%. Similarly, if a donor gives any favored asset (e.g.,
cash or ordinary income property) to a less-favored charitable entity (a private foundation), the income
limitation is also lowered to 30%. And, finally, if a donor gives a less-favored asset (long-term capital gain
property) to a less-favored charitable entity (a private foundation), the income limitation is lowered to 20%.
This concept reduces a range of complex rules to the simple equations of:

Most Favored Gift + Favored Recipient = 60%

Moderately Favored Gift + Favored Recipient = 50%

Disfavored Gift + Favored Recipient = 30%

Any Favored Gift + Disfavored Recipient = 30%

Disfavored Gift + Disfavored Recipient = 20%

Within this context, long-term capital gain property is a disfavored asset. But, the reason it is disfavored is
because it can be deducted at fair market value. So, in many cases where long-term capital gain property
given to a public charity must be valued at cost basis, it is no longer a disfavored asset. This means that gifts
of long-term capital gain property to a public charity may be subject to either a 50% limit (usually when
valued at cost basis) or a 30% limit (usually when valued at fair market value).

Consider the gift of an acre of investment land
where the donor purchased the land in 1990 for
$600, and today it is worth $2,800. The gift of
this land to a public charity would normally
generate a charitable deduction of $2,800. The
donor receives the benefit of a large deduction
and also avoids paying capital gains taxes on the
$2,200 of growth. (This is more beneficial than
selling the land, paying the capital gains tax, and
then transferring the net proceeds to the charity
as cash.) Because the donor receives this special
tax benefit, the tax code limits the amount of
these deductions in any one year to 30% of the
donor’s income, requiring all such additional
deductions to be carried forward into future tax
years.
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If, however, the donor is willing to give up this
special tax advantage and deduct only the basis
of all long-term capital gain property gifts, then
the donor is allowed to use such deductions
from gifts to public charities up to 50% of his
or her income. This “special election” applies
to all long-term capital gain gifts made in a year.
The donor may not select some gifts for this
treatment and exclude others. In this case, the
donor would be allowed to deduct only $600 for
the gift of the acre of land to a public charity,
rather than $2,800. However, charitable
deductions for these types of gifts to public
charities could be used to reduce up to 50% of
the donor’s income. Obviously, taking this
“special election” makes sense only for donors

whose charitable deductions would otherwise be carried forward into future years. It may also be particularly
attractive in cases where donors are giving long-term capital gain property that has appreciated very little.

As discussed in the chapter on valuation of
property gifts, tangible personal property has
special rules for valuation. Tangible personal
property includes all of those items that can be
seen and touched and moved, such as the items
in a typical garage or home, but would not
include the garage or house itself, because those
are attached to the land, making them real
propetty.

Tangible personal property does not
include financial instruments such as stocks or
bonds. These are intangible personal property
items. Stock or bond certificates do not have
value from their physical properties as paper,
but instead have value only from their intangible
legal properties.

Although tangible personal property has special rules for valuation, the general concept used with other
long-term capital gain property applies here as well. 1f the gift of long-term capital gain tangible personal
property to a public charity is valued at its basis, the deductions can be used up to 50% of income. If,
instead, it is valued at fair market value, those deductions can be used only up to 30% of income.
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Suppose a donor purchased an antique toy cat
in 1990 for $1 and today it is worth §25. If the
donor gives the toy to a charity that will
immediately sell it, the deduction for the gift
will be limited to its basis, in this case $1. The
deduction is limited to basis because the charity
is not using the property itself in its charitable
function, but is instead selling the property, and
using the proceeds.  Although the donor
receives a lower deduction, these deductions
may be used to reduce up to 50% of the
donor’s income.

Conversely, if the donor were to give the
antique toy to a public charity that displayed it
in its museum as part of its nonprofit function,
then the donor could deduct the fair market
value of the gift. Thus, the donor would
receive a charitable deduction of $25 rather
than $1. Along with this greater deduction,
however, comes the limitation that such
deductions may reduce income by no more
than 30% in any one year. (Note that this fair
market value deduction is available only for
long-term  capital gain tangible personal
property.  Short-term capital gain tangible
personal property is valued at the /Jower of its
basis or fair market value, regardless of use by
the charity.)

Although the rules for long-term capital gain tangible personal property are different from those for
other types of long-term capital gain property, the principle is similar. If a donor receives the higher (fair
market value) deduction valuation for a gift to a public charity, then the donor receives the lower income

limitation.
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As mentioned previously, 50% is the default
income limitation for deductions from non-cash
charitable gifts to public charities. An
exception to that rule is made for gifts of long-
term capital gain which, in some cases, trigger a
30% income limitation. There are, however,
some deductible gifts which are not considered
to be made “to” a public charity, but still
benefit a charity. These relatively rare
transactions fall into the category of gifts made
“for the use of” charity. Gifts, even gifts of
cash, made not “to” a charity but “for the use
of” a charity do not qualify for the 50% income
limitation, but instead qualify for a 30% income
limitation. Such gifts of long-term capital gain
are restricted to only a 20% income limitation.

Although the general principle is that this term encompasses any money given “in trust” to another
entity where the charity receives current benefits, there are really only two common scenarios where this issue
arises. The first is paying premiums directly to a life insurance company for charity owned life insurance
policies. The charity benefits from the transaction, because its life insurance policy premiums are paid.
However, the money actually goes to the life insurance company, which is not a charitable entity. Similarly, a
deductible gift can be made to a grantor Charitable Lead Trust, where the trust pays a fixed amount of the gift
to a charity each year for a period of years, with the remainder going to some non-charitable beneficiary.
Again, the transfer to the Charitable Lead Trust benefits the charity, but the charity does not receive its share
directly — only indirectly over time through the trust. [Note that this issue does not relate to Charitable
Remainder Trusts, because Charitable Remainder Trusts are themselves charitable entities whereas Charitable
Lead Trusts are not.] Given that these are normally the only two applications of this special rule, it may be
easier to simply note these two scenatios as exceptions rather than thinking of the general principle involved.
As discussed below, the carryover of deductions in excess of these limitations “for the use of” charities is
currently uncertain.

Public charities are favored recipients in the
income limitation rules. Consequently, gifts to
such charities can generate deductions with an
income limitation of 50% or even 60%. In
contrast, gifts to private foundations never
generate greater than a 30% income limitation.
Private foundations are somewhat less favored
by the tax law. Typically, private foundations
are controlled by the donor and the donor’s
friends and family. Although such private
foundations do make annual distributions to
public charities, they do not directly operate or
manage charitable work.  Being one step
removed from charitable work and typically

being controlled by the donor and the donor’s
family, these entities are given tax benefits, but not to the same degree as public charities.
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The rules for income limitations for gifts to
private foundations are somewhat similar to
those for gifts to public charities. Any gifts,
except for long-term capital gain, qualify for the
highest income limitation for  private
foundations, which is 30%. Conceptually, this
is a favored asset (i.e., not long-term capital
gain) being given to a disfavored organization
(ie., a private foundation). Thus, the donor
receives neither the highest income limitation of
60% (reserved for the most favored gift, cash,
going to favored organizations) nor the lowest
income limitation of 20% (reserved for
disfavored  assets going to  disfavored
organizations).

Although the slides use the example of the

Bill & Melinda Gates Foundation as a private non-operating foundation, donors rarely give to other people’s
private foundations, but instead create their own private family foundations, which, along with their friends
or family members, they typically control and manage. Indeed, often one of the defining characteristics of a
private foundation is that it does not receive substantial charitable gifts from the general public. Instead,
private foundations are typically supported predominantly by gifts from one family.
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The same types of gifts which qualified for the
50% or 60% income limitation when given to a
public charity will qualify for a 30% income
limitation when given to a private foundation.
The simplest example is, of course, a gift of
cash. Such gifts of cash include both cash given
directly to a charity and cash spent performing
services on behalf of a charity. (There is no
deduction for time and effort spent on behalf of
a charity.)
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Gifts of ordinary income property also qualify
for the private foundation’s highest income
limitation of 30%. Ordinary income property
includes any creations by the donot.

Otdinary income property also includes any
inventory given to the private foundation. Such
gifts also qualify for the highest income
limitation available for gifts to private
foundations of 30%.

And finally, also as before, short-term capital
gain property (capital gain property held for one
year or less) is treated as other forms of
ordinary income property and also qualifies for
the highest income limitation available for gifts
to private foundations (30%).
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20% limit.
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When donors give a disfavored asset (long-term
capital gain property) to a disfavored
organization (private foundation), this results in
the lowest income limitation for individual
donors of 20%. This rule is simpler than that
for public charities, because there are no
exceptions that can increase this percentage,
such as the “special election.” Thus, the donor
will receive the 20% income limitation,
regardless of whether the long-term capital gain
property was valued at fair market value
(available only for “qualified stock”) or at basis.
Similarly, such gifts given “for the use of”
rather than “to” a public charity (via a
Charitable Lead Trust or payment of premiums
on charity-owned life insurance) also have a

Just as the “special election” exception does not
affect the income limitation for long-term
capital gain property given to private
foundations, so too the “unrelated use”
exception for long-term capital gain tangible
personal property does not affect the income
limitations for gifts to private foundations.
Similarly, gifts of tangible personal property to
a private foundation are valued at the lower of
basis or fair market value, regardless of the
“related use” issue. In sum, the income
limitation rules for gifts of long-term capital
gain property are much simpler for private
foundations. In such cases, the limitation is
always 20%.

The previous income limitation rules apply to
charitable deductions for individual taxpayers.
Corporate giving for traditional C-corporations
follows a single rule limiting deductions to 10%
of taxable income. Just as with individual
taxpayers, C-corporations can also carry
forward excess charitable deductions for up to
five additional years. S-corporations do not
have separate income limitation rules, because
all deductions simply pass through to become
the personal deductions of the individual
shareholders.
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The highest limitation for charitable deductions
of 60% of income applies only to gifts of cash
to a public charity. This is the most favored
asset, cash, going to the favored recipient, a
public charity, resulting in the highest limitation,
60% of income.

In order to receive the highest non-cash income
limitation of 50%, a donor must give a public
charity a non-cash asset that is either ot long-
term capital gain property, or is long-term
capital gain property that is valued only at its
basis and not its fair market value. (Such lower
valuation can occur through a “special election”
or a gift of “unrelated” use long-term capital
gain tangible personal property.)

In order to receive the middle level non-cash
income limitation of 30%, a donor must either
give disfavored property (long-term capital gain
valued at fair market value) to a favored
charitable entity (e.g., a public charity), or give
favored property (cash or property that is not
long-term  capital gain) to a disfavored
charitable entity (e.g., a private foundation).
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Finally, in order to receive the lowest level
income limitation of 20%, a donor must give
disfavored property (long-term capital gain) to a
disfavored charitable entity (e.g., a private
foundation).

So far, the chapter has reviewed the income
limitations for charitable deductions from
different types of gifts to different
organizations. But, what happens when these
income limitations are exceeded?

When income limitations are exceeded, the
charitable deductions are not lost. Instead, the
excess deductions must be carried over to
future years. As soon as there is a year in which
the income limitations are not exceeded for the
type of charitable deduction carried over, those
deductions may be used.  However, the
deductions must be used in one of the five
years following the year of the gift. Otherwise
the  charitable deduction  will  expire.
(Regulation 1.170A-10(a)(1) and PLR 8824039
indicate that excess gifts “for the use of” charity
cannot be carried forward, but IRS publication
526 and PLR 200010036 indicate that they can
be.)
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This chart is a visual demonstration of how
unused charitable deductions may be carried
forward.  In each year, the dashed line
represents the charitable deduction maximum
dollar amount for this type of gift. In year one,
the donor gives more than the charitable
deduction maximum level. The portion given
in year one up to the income limitation is
shown below the dashed line and that part may
be deducted in year one. The amount above
the dashed line in year one must be carried over
into future years. In year two, the donor makes
additional deductible gifts (designated in dark
text). Note that gifts made during the year will
be counted first, prior to counting any carryover
deductions. After counting these gifts made in

year two, there is still remaining space under the income limitation maximum for year two. Thus, part of the
carryover deduction may be used in year two. In year three, the donor makes gifts up to the maximum
income limitation. Consequently, no carryover deductions may be used in year three. Finally, in year four,
the donor again makes gifts, but there is still remaining space under the income limitation maximum for that
year. Thus, the remainder of the carryover may be deducted in year four, leaving no additional carryover for

future years.

When a donor has carryover charitable
deductions from multiple years, the oldest
carryover deductions will be used first. This
rule is advantageous to the donor because
carryover deductions will expire after the fifth
year following the year of the charitable gift.
So, the donor would prefer to use the oldest
carryover first to reduce the risk of the
charitable deduction carryover expiring. In the
example in the chart, the donor gives more than
the income limitation amount in both year one
and year two. In year three, the donor gives less
than the income limitation maximum, allowing
for the use of carryover deductions. The
carryover deductions from year one are used in
year three, and not the carryover deductions

from year two, because the carryover deductions from year one are older. In year four, the donor makes gifts
up to the income limitation and thus no carryover deductions may be used in that year. Finally, in year five,
the donor again gives less than the income limitation maximum, allowing the remainder of the carryover
deductions from year one to be used. After all of the year one deductions from this type of charitable gift are
used, only then can the carryover deductions from year two begin to be used.
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These scenarios assume that the donor uses all
of the charitable deductions generated in each
year. But, what happens if a donor with
carryover charitable deductions takes no
itemized deductions for a year, and instead takes
the standard deduction? (Taking the standard
deduction is an alternative to taking individual
itemized deductions such as the charitable
deduction or mortgage interest deduction.)

Even though the donor uses no itemized
deductions in the year when he or she takes the
standard deduction, the carryover charitable
deductions will be eliminated as if the donor
used as much of the charitable deduction as
would have been possible (i.e., up to the income
limitations) if the donor had itemized
deductions. In this example, the donor made
excess charitable gifts in year one, generating
carryover charitable deductions. In year two,
the donor made some deductible charitable
gifts, but chose not to deduct those gifts in
favor of taking the standard deduction. Even
though the donor does not use any of the
carryover deductions in year two, these
carryover deductions will be eliminated as if the

donor had used as much as would have been possible had the donor itemized deductions. Thus, the donor
will lose carryover deductions in the amount of the difference between the income limitation in year two for
this type of gift and the deductible gifts made in year two. This unpleasant result means that using the
standard deduction is not an effective way of preserving carryover charitable deductions. Next, in this
example, the donor makes deductible gifts up to the income limitation for this type of gift in year three,
meaning that no carryover can be used in year three. And finally in year four the donor makes additional
gifts, but not up to the maximum level, thus leaving room for the remaining carryover deductions to be used

in that year.
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The previous example considers how the donor
can use these carryover deductions during the
five tax years following the year of the gift.
However, what happens if the donor dies with
unused carryover deductions?

The answer, unfortunately, is that carryover
charitable deductions are simply lost at death.
For joint returns, the amount of carryover lost
is equal to the carryover that could have been
claimed by the decedent if the couple had filed
separately.  Thus, when a donor makes
charitable gifts in excess of the income
limitations, there is a risk that those carryover
deductions may not ever be used. This could
happen because the donor’s subsequent income
limitations (after absorbing current giving
deductions in each year) are insufficient to
absorb the carryover deductions, or because the
donor dies prior to wusing the carryover
deductions.

The previous section reviewed which income
limitations apply to which type of gifts.
However, it did not examine how the different
limits work together. This is a complicated but
important question because a donor may be
dealing with a variety of different limits that
interact in different ways. (A donor cannot, for
example, deduct up to 50% of his income with
one type of gift and then deduct another 30%
of his income with another type of gift and then
deduct the final 20% of his income with a final
type of gift.)
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made. The third glass can also hold up to 30% of income.

It may be helpful to conceptualize the
interaction of these rules by thinking of four
different glasses.  Each glass represents a
specific income limitation rule for specific types
of gifts. The question then becomes if the total
of each type of gift made during a year can be
“poured into” each type of glass. The first glass
can hold up to 50% of income (or up to 60% of
income if used exclusively for gifts of cash to
public charities). All deductible charitable gifts
for the entire year must be “poured” into this
first glass. The second glass can hold up to
30% of income. Into this glass the donor must
put all gifts of long-term capital gain (regardless
of the recipient charity), excluding only capital
gain for which a “special election” has been
Into this third glass, the donor must put all gifts

to private foundations made during the year (as well as any gifts made “for the use of” public charities, usually
meaning deductible gifts to a Charitable Lead Trust or to a life insurance company to pay for charity owned
life insurance). The final glass can hold only 20% of income. Into this final glass, the donor must put all gifts
of long-term capital gain property made to private foundations during the year.
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If the gifts of a particular type cannot all fit into
the relevant glasses, there will be overflow.
This overflow represents carryover deductions
that cannot be used in the current year. Note
that this spillage analogy works to calculate
which deductible gifts must be carried over.
The amount that can be deducted is the total
deductible charitable gifts for the year, minus
what must be carried over. (Do not attempt to
use the glass analogy to calculate the amount of
deductions for a current year by thinking about
how much remains in each glass, but instead
focus only on the amount of overflow as
representing deductible charitable gifts that
must be carried forward into future years.)
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As a first example, consider a donor with
$100,000 of income (as before, this means
adjusted gross income excluding any net
operating loss carry back). During the year, the
donor has made a total of $30,000 of gifts of
long-term capital gain property (valued at fair
market value) to a public charity and $20,000 of
cash gifts to a private foundation. Next,
consider what happens when attempting to
“pour” these gifts into each glass.

The first glass can hold up to 50% of income
(unless it is holding only gifts of cash to a public
charity). All gifts must be poured into this first
glass. In this case, all gifts combined total
$50,000. 50% of income also totals $50,000.
Thus, there is no spillage with the first glass and
therefore no carryover resulting from the first
glass. The second glass can hold up to 30% of
income. Thus, in this case, it can hold up to
$30,000. Into this glass must be poured all gifts
of long-term capital gain (except “‘special
election” capital gain). The donor made a total
of $30,000 of such gifts during the year and so,
once again, there is no spillage. The third glass
can also hold up to 30% of income. This third
glass holds all gifts to private foundations,

which in this case amount to $20,000. The $20,000 of gifts to private foundations easily fits into the $30,000
glass size and so, once again, there is no overflow. The final glass relates to gifts of long-term capital gain to
private foundations and no such gifts were made during the year. So again, there is no spillage.
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Because there was no spillage or overflow out
of any of the four glasses there is no carryover.
Thus, all charitable deductions will be allowed
in the current year. (Remember that in this
analogy the amount of charitable deductions
allowed in the year is the total amount of
deductible charitable gifts less any gifts that
must be carried forward.)

The previous example did not create any
carryover. However, before looking at one of
these carryover examples, it is useful to know
which type of gifts gets deducted first and
which type of gifts are carried forward first.
For example, if there is spillage out of the first
glass into which all gifts must be poured, which
gifts are carried forward? This is an important
issue because the gifts carried forward retain
their original identity. This means they must, in
the future year in which they are used, be able
to fit into each income limitation “glass” related
to that type of gift.

Fortunately, the question of which gifts are
deducted first follows the same pattern of
preference seen with regard to which gifts have
the highest income limitations. In other words,
the more preferred gifts will be deducted first
and the less preferred gifts will be carried over
first. So, the most favored gift (cash) given to
the favored recipient (public charity) will be
deducted first. Moderately favored property
(non-cash property that is not long-term capital
gain property valued at fair market value) given
to a favored charitable recipient (e.g., a public
charity), will be deducted second.  Third,
disfavored property (long-term capital gain
property valued at fair market value) given to a
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favored charitable recipient (e.g., a public charity) will be deducted. Fourth, any favored property (cash or
non-cash that is not long-term capital gain) given to a disfavored charitable recipient (e.g., a private
foundation) will be deducted. Finally, the last type of gift to be deducted — and the first type of gift to be
carried forward into future years — is disfavored property (long-term capital gain) given to a disfavored
charitable recipient (e.g., a private foundation). This is the order that determines which type of gift will be
counted first. If there is spillage out of a glass containing multiple types of gifts this ordering determines

which type of gifts must be carried forward.

In this next example, the donor, once again, has
$100,000 of income. During the course of the
year, the donor has made a total of $30,000 of
cash gifts to public charities and $30,000 of
long-term capital gain property gifts (valued at
fair market value) to public charities.

The first glass holds up to 50% of income (in
this case $50,000) — or 60% of income if it is
holding only gifts of cash to a public charity.
All deductible charitable gifts of any type must
be “poured” into this first glass. The donor has
made a total of $60,000 of deductible charitable
gifts during the year. If these gifts were only
cash gifts to public charities, they could all fit
into the first glass, but because they are not, the
$60,000 cannot fit entirely into the $50,000
glass. Thus, there will be spillage and therefore
carryover. There are no similar problems with
the second glass, which can hold up to $30,000
of long-term capital gain gifts because only
$30,000 of such gifts were made during the year.
(These long-term capital gain gifts were not

subject to the “special election” because they were valued at fair market value, ie, “FMV” in the
accompanying slide.) No gifts were made to private foundations during the year, so nothing goes into glasses
three or four. There will be carryover due to the spillage from glass one. But, which gifts will have their

deductions carried forward?
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identically for tax deduction purposes.
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Because the first glass cannot hold all $60,000
of deductible gifts made during the year, some
gifts must be carried forward. The $30,000 of
cash given to a public charity is the most
favored kind of charitable transaction.
Consequently, this gift will be deducted first.
This means that the $10,000 of carryover will
come entirely from the capital gain property
gifts made to public charity.

What happens if there are different gifts
within the same category? For example, if there
are gifts of short-term capital gain property to a
public charity and also gifts of inventory to a
public charity, which one gets carried forward?
The answer is that it doesn’t matter, because
both of these types of gifts are treated

Because there is $10,000 that cannot fit into the
first glass, this $10,000 of charitable deduction
for fair market value capital gain property must
be carried forward into future years.

In this next example, the donor still has
$100,000 of income. The donor makes a total
of $55,000 of cash gifts to public charities, and
$30,000 of gifts of long-term capital gain
property (valued at fair market value) to public
charities. How will this giving fit into the
income limitation “glasses”?
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The total giving of $85,000 will not fit into the
first glass, so there will be carryover of some
deductions into future years. The second glass
holds only gifts of long-term capital gain
property. It can hold up to 30% of income, or
in this case $30,000. The donor made $30,000
of gifits of long-term capital gain property, so
there will be no carryover resulting from this
glass. The third and fourth glass are irrelevant
because no gifts were made to private
foundations.

Deductions from some gifts will be carried over
as the result of spillage from the first glass. As
before, the most favored types of gifts are
counted first, leaving the less favored gifts at
risk of being carried forward.  Thus, the
$55,000 in gifts of cash to a public charity go
into the first glass first. Because the first glass is
thereby holding only gifts of cash to public
charity, it can hold up to $60,000 in such gifts.
Consequently, all $55,000 in gifts of cash to a
public charity fit into the glass. However, none
of the $30,000 in capital gain gifts will fit into
the first glass. (The increased capacity from
$50,000 to $60,000 applies only to gift of cash
to a public charity, not to capital gain gifts.)

As a result, all $30,000 of capital gain gifts spill
out of the first glass and must be carried over
into future years. Even though the $30,000 of
capital gain gifts do fit into the second glass,
they must still be carried forward because they
do not fit into the first glass. The $55,000 in
gifts of cash to a public charity does not spill
out of any glass and thus can be deducted in the
current year. The first glass can hold the entire
$55,000 in gifts of cash to a public charity
because it can hold up to 60% of income when,
as in this case, it is holding only gifts of cash to
charity. It is not holding any of the capital gain
gifts, as these all spill out of the glass, and must
be carried forward into future years.
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In this next example, the donor again has
$100,000 of income. During the course of the
year, the donor makes a total of $2,000 of cash
gifts to public charities, $56,000 of gifts of long-
term capital gain property (valued at fair market
value) to public charities, and $5,000 of cash
gifts to private foundations. Will this giving fit
into the income limitation “glasses”?

The first glass can hold up to $50,000 (or
$60,000 when holding only gifts of cash to a
public charity) and it includes all deductible
charitable gifts made during the year. In this
case, the donor has made a total of $63,000 of
deductible charitable gifts. The special $60,000
limit does not apply here because only $2,000 of
the gifts were cash gifts made to a public
charity. Consequently, the first glass can hold
only $50,000 and there will be $13,000 of
spillage out of this first glass. The second glass
can hold up to $30,000 and includes all gifts of
long-term capital gain (except that subjected to
a “special election”). The donor, however, has
made $56,000 of long-term capital gain property
gifts (valued at fair market value, and therefore

not “special election” property). Thus, there will be $26,000 of spillage out of the second glass. The third
glass contains all gifts to private foundations and can hold up to 30% of income, which in this case means
$30,000. The total gifts to private foundations were $5,000, so there is no spillage out of this glass. There
were no gifts of long-term capital gain to a private foundation, so the fourth glass is not relevant.
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Which gifts are carried forward? The first glass
will have $13,000 of spillage because there were
a total of $63,000 of deductible charitable gifts
and 50% of income is only $50,000. Gifts of
cash to a public charity are the most favored
type of gifts and so will be deducted first. Gifts
of long-term capital gain to a public charity are
deducted next. However, the cash to a public
charity of $2,000 and the long-term capital gain
property to public charity of $56,000 exceed the
$50,000 holding capacity of this glass. Thus,
$8,000 of the long-term capital gain property
gifts to public charity must be carried forward
into future years, because it has spilled out of
the glass. Gifts of cash to a private foundation
are deducted third (after gifts of cash to a public
charity and gifts of long-term capital gain to a public charity). As a result, all of the $5,000 in cash gifts to
private foundations “spills out” of the first glass and must be carried forward into future years.

In this case, there is also spillage out of the second glass, which makes things more complicated. The
second glass can hold a total of $30,000 (30% of income) of long-term capital gain gifts. However, the donor
made $56,000 of this type of long-term capital gain gifts. Thus, $26,000 of these long-term capital gain gifts
spill out of the glass and must be carried forward into future years. $8,000 of that $26,000 of long-term
capital gain gifts were already being carried forward because of the spillage resulting from the firsz glass.
However, this just means that this particular $8,000 of long-term capital gain gifts will be carried forward for
two different reasons (spillage out of glass one and spillage out of glass two).

Note that the gifts for the year must fit into each glass separately. The calculation for each individual
glass is not affected by what happens in the other glasses. It is not appropriate, for example, to say that only
$30,000 of fair market value long-term capital gain property gifts must go into glass one, because the rest of
the long-term capital gain property gifts have spilled out of glass two. Fach glass is calculated without regard
to the other glasses. This means that the same gift could be carried over for multiple reasons (i.e., the same
gift can spill out of multiple glasses), as happened here with the $8,000 of long-term capital gain gifts that
spilled out of both glasses one and two.

The result here is a carryover of both $26,000
of fair market value long-term capital gain
property gifts to public charities and $5,000 of
cash gifts to private foundations. Thus, $31,000
of charitable deductions, in total, must be
carried forward into future years. The donor
made a total of $63,000 of deductible charitable
gifts, and $31,000 must be carried forward into
future years. As a result, only $32,000 may be
deducted this year.

Remember, the glass analogy is used to
calculate the amount of carryover. To calculate
the amount that can be deducted in the current
year, simply subtract this total gifts carried over
from the total deductible charitable gifts for the
year. Do not attempt to calculate the
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deductible gifts for the year by using the dollar amounts with checkmarks by them in the accompanying
image. So, for example, the $5,000 in gifts to private foundations was well below the maximum for glass
three, but this gift was still carried forward because of the spillage from glass one.

Returning to the three categories of gifts made
by the donor during the year, the $5,000 of cash
given to private foundations generated no
deduction for this year, but did generate $5,000
of carryover deductions for future years. That
$5,000 of carryover deductions will, in future
years, still be treated as deductions for gifts of
cash to private foundations. Thus, in order to
be used, these carryover deductions must be
able to fit into the relevant income limitation
glasses for the future years. The $2,000 of cash
gifts to public charities will all be deducted this
year. Finally, the $56,000 of fair market value
long-term capital gain property gifts to public
charities resulted in a current year deduction of
$30,000 and $26,000 of carryover. Again, this
$26,000 of carryover will, in future years, still be characterized as fair market value long-term capital gain
property gifts to public charities.

In this next example, the donor has given
$20,000 of fair market value long-term capital
gain property gifts to public charities and
$20,000 of long-term capital gain property gifts
to private foundations during the year.
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These gifts total $40,000, which fits into the
first glass. However, all of these gifts are of
long-term capital gain and not all $40,000 will
fit into the second glass, which holds only
$30,000.  Thus, there will be $10,000 of
carryover. The third glass holds up to $30,000
in this case, and contains all gifts to private
foundations. Only $20,000 of gifts were made
to private foundations this year. Therefore,
there is no catryover resulting from glass three.
Glass four can hold up to $20,000 in this case,
and contains all gifts of long-term capital gain
property given to private foundations. Exactly
$20,000 of this type of gift was given, and
consequently there is no spillage from this
fourth glass.

The previous slide indicates that $10,000 of
deductible charitable gifts will have to be carried
forward because of the spillage from glass two.
But which type of gift is carried forward?
Because long-term capital gain property gifts to
public charities are deducted before long-term
capital gain property gifts to private
foundations, all $10,000 carried forward will be
gifts of long-term capital gain property given to
private foundations.

Thus, even though the entire capital gain
property gift given to private foundations fits
into glasses one, three, and four, $10,000 of this
gift must still be carried forward into future
years, because of the spillage from glass two.
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The charitable floor eliminates itemized
charitable deductions for gifts below 0.5% of
AGI, unless the taxpayer bunches gifts so much
that he or she touches one of the income-giving
limitations. Do that and those deductions
aren’t lost. They just carry over until next year.

Suppose a  taxpayer holds  substantial
appreciated assets but reports only $100,000
AGI every year. They donate $25,000 in
appreciated assets in year one and year two.
Hach year, they deduct $25,000 minus the $500
charitable floor.  This creates $49,000 in
deductions. But suppose instead that they
donate $30,001 in year one and $19,999 in year
two. This creates $49,500 in deductions. They

will deduct $29,500 in year one and $20,000 in year two. Why? Because the income limitation for gifts of
appreciated assets is 30%. This means §1 of the first gift is carried over to year two. But because they
reached this limit, the year one charitable floor is not lost. Instead, it carries over to year two. In year two,
they deduct $19,999 + $1 carryover + $500 floor carryover - $500 floor (i.e., $20,000). As AGI and gift size
increase, this benefit becomes more substantial. Normally, we think of the income giving limits as something
to avoid, but in this case, it provides a bonus by saving the otherwise lost deductions below the charitable

floor.
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This material is among the most complex in all
of charitable gift planning. The analogies,
explanations, and themes used in this chapter
are intended to help the reader understand the
rules intuitively. However, the comparisons
made using spillage out of glasses and
describing favored and disfavored property and
favored and disfavored charitable entities are
not examples or terms that come from the tax
code or the IRS. These are put here only to be
helpful. To the extent that these ideas do not
help to visualize and internalize these rules, feel
free to disregard them and focus more directly
on the exact language of the Internal Revenue

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

A bargain sale is the sale of an asset to a charity
at less than fair market value in order to make a
gift. A bargain sale is the same as a standard
sale except that the sale price is intentionally
lowered below fair market value for the purpose
of making a gift to the purchasing charity.
Alternatively, one may think of a bargain sale as
a special form of charitable gift where the
donor makes a gift, but also receives money or
other valuable property back from the charity in
exchange for the gift.
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Calculating the charitable deduction for a
typical bargain sale transaction can be relatively
simple. The donor deducts the value of what
she gave less the value of what she received
from the charity in exchange for the gift. In
this way, the rules for deducting bargain sale
gifts are like “quid pro quo” gifts. A donor
who makes a $500 contribution and, in
exchange, receives tickets to a charity dinner
worth $100 may deduct $400 ($500 gift - $100
benefit). In both cases, the deduction is the
value given less the value received.

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

be valued only at the /ower of basis or fair market value, then the charitable deduction rules are a bit more
complex and will be reviewed later in this chapter. This also excludes a situation in which a donor makes a
gift in exchange for rights to purchase tickets at college athletic events as such gifts generate no deduction.
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Following the same idea, suppose a charity
wants land owned for more than a year by the
donor that is worth $1 million. The donor
offers a lower price in order to benefit the
charity and subsequently sells the land to the
charity for $400,000. In this case, the donor has
made a $600,000 charitable gift ($1,000,000 land
given to charity - $400,000 payment received
from charity).
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of debt relief. Future mortgage payments made on the

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

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

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

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

In another example, if the investor pays
$500,000 for an item of property and then later
sells the same item of property for $500,000, the
investor has no capital gain. There is no profit
to be taxed. These examples show the relative
simplicity of calculating capital gain in a typical
transaction. However, this simplicity changes
dramatically with a bargain sale.
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Suppose the donor pays $500,000 for property
and the property grows in value to $1 million.
However, instead of selling the property for $1
million, the donor wishes to benefit a charity,
and so he sells the property to the charity for a
bargain price of $800,000. What is the donor’s
capital gain on this type of transaction? The
tempting, but wrong answer is to simply subtract
the $500,000 purchase price from the $800,000
received from the charity. This is not the
correct answer. The donor does indeed receive
$800,000. However, because patt of the value
of the property was donated, part of the
$500,000 basis in the property will apply to the
“gift” portion of the transaction. Only the
remaining share of the basis will be applied to

the “sale” part of the transaction, and only this “sale” portion of the basis may be subtracted from the
$800,000 received from the charity when calculating the capital gain. The next section walks through this

calculation process step by step.
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The first step in calculating the capital gain
resulting from a bargain sale transaction is to
divide the property value into the gift part and
the sale part. In this case, the donor gave
property worth $1 million to the charity in
exchange for $800,000. Thus, $800,000 of the
transaction was a sale (because the donor
received full compensation for that share of the
property).  The remaining $200,000 of the
transaction was a gift. Another way of thinking
of this is that the donor sold 80% of the
property and gifted 20% of the property.
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part of the transaction.
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The donor received $800,000 from the “sale”
part of the transaction. Thus, the donor will
have $800,000 of capital gain income less the
“sale” part of the donot’s basis in the gifted
property. Determining the “sale” part of the
donot’s  basis requires dividing that basis
between the “sale” part and the “gift” part.

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

Because, the donor received 80% of the value
of the property, the donor can use 80% of the
value of the cost basis when calculating capital
gain. In this case, 80% of the cost basis is
$400,000. This is the portion of the cost basis
applied to the “sale” part of the transaction.
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The donor’s capital gain is the $800,000 he
received from the bargain sale transaction less
the $400,000 of basis that applies to the “sale”
part of the transaction. Thus, the donor’s
capital gain is, in this case, $800,000-$400,000,
or $400,000. It may seem disadvantageous to
lose the ability to subtract the full $500,000
basis. Consider, however, the alternate
transaction where the donor sold the property
at a fair market value of $1,000,000 and then
gifted $200,000 of the proceeds to the charity.
The charity would receive the same $200,000
benefit in either transaction. However, if the
donor sold the property he would pay tax on
$500,000 of capital gain ($1,000,000 sale price -
$500,000 basis). By wusing a bargain sale

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

savings for the donor.
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The basic principle of calculating capital gain in
a bargain sale transaction is simply that the
percentage of the property value that is sold
(i.e., the percentage of the fair market value the
donor receives in exchange for the property) is
the percentage of the cost basis that can be
used for calculating capital gain. The most
important idea is to avoid the temptation of
simply subtracting the amount paid for the
property (basis) from the amount received for
the property. Although this works for other
types of capital gain calculations, it is not
appropriate here because part of the basis is
applied to the “gift” part of the transaction.
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The last section reviewed how the “sale” part of
the basis is used to calculate the donor’s capital
gain. But, what happens to the “gift” part of
the basis? When would a donor use this in a
tax calculation?

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

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

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

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

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

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

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

It is usually undesirable to give debt-
encumbered property to charity because the
donor will be treated as having received income
from the charity in the amount of the debt
attached to the gifted property. In some cases,
it may be possible to shift the debt to other
assets so that the property gifted to charity will
have no debt encumbrances. This produces a
much more attractive tax result.
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Suppose that a donor owned three pieces of
land. Each property was worth $100,000, had
been originally purchased for $50,000 more
than a year ago, and had a $50,000 mortgage.
The donor could choose to give debt-
encumbered property to the charity. However,
giving debt-encumbered property to a charity is
treated as a bargain sale where the donor
receives debt relief in exchange for the gift.
(This is true regardless of whether or not the
donor actually remains liable for the debt.)
Consequently, each gifted property would
generate a  $50,000 charitable income tax
deduction ($100,000 property value - $50,000
“debt relief”) and a $25,000 capital gain
(850,000 “debt relief” received — 50% of the

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

could be shifted.

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

The only difference is that instead of recognizing $50,000 of capital gain as in the previous transaction, the
donor recognizes no capital gain from this alternative transaction. By simply altering the process for making
the gift, the donor has received a substantially improved tax result.
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Let’s now examine a few interesting cases
involving the bargain sale rules.

In the case of Browning v. Commissioner (109,
T.C. 303, 1997), the taxpayer sold a
conservation easement on his farm to the
county for $309,000. A conservation easement
prevents the land from being developed to its
highest potential in order to maintain the natural
or agricultural state of the land. Such
conservation easements reduce the value of the
land, and are, consequently, valuable property
rights.  The taxpayer indicated a desire to
benefit the county and the county’s
conservation easement program in his decision
to sell the conservation easement to the county
for $309,000. The $309,000 sale price was
based upon the standard rate at which the
county agreed to pay for such conservation

easements. The taxpayer obtained a qualified appraisal for his conservation easement rights of $518,000. The
taxpayer claimed a charitable income tax deduction of $209,000 (i.e., $518,000 fair market value less the
$309,000 sale price). The tax court ruled that this was an appropriate deduction because the donor sold a
property right to the county for less than its fair market value with the intent of benefiting the county’s
program. (Charitable gifts can include gifts to government entities as well as charitable organizations.) Note
that this result happened even though the recipient organization did not necessarily believe that it was
engaging in a bargain sale. The only requirements were that the donor sold the item for less than fair market
value to the charity/government with the intent of benefitting the charity/government.
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In a more extreme case (Consol. Investors
Group v. Commissioner, T.C. Memo, 2009-
290) a taxpayer was engaged in extended
negotiations with the highway department over
the sale of land to be used in the construction
of a new road. These negotiations did not go
well. The landowner believed the land to be
worth far more than the highway department
was willing to pay, and this belief was supported
by an appraisal. As a result of the failure to
reach an agreement, the highway department
sued to take the land by force through eminent
domain. In settlement of the contentious
lawsuit, the taxpayer agreed to take an amount
that was greater than the highway department’s

eatrlier offers but less than appraised amount.
Throughout the process, the highway department strongly disagreed with the high appraisal valuation
obtained by the taxpayer. Nevertheless, after settling the lawsuit, the taxpayer claimed a charitable income tax
deduction for the difference between the appraised value and the amount ultimately received from the
highway department. The tax court found that the taxpayer’s appraisal was appropriate, meaning that the
taxpayer received less than the fair market value in exchange for the land. Importantly, in the early
negotiation period of this case the taxpayer had sent communication to the highway department referencing
an interest in a sale or “contribution/sale.” The court indicated that this communication established the
donor’s charitable intent in benefitting the highway department. Thus, despite the recipient’s vociferous
contention that they had paid fair market value and that there was no bargain sale, the taxpayer/donor was
allowed to deduct the difference between the appraised value and the amount received from the government
entity. This is an extreme case showing that it is not the charitable recipient’s intent or belief that matters, but
only that the donor sold property to the charity for less than fair market value with the intent of making a
partial gift to the charitable entity.

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

The essence of a Charitable Gift Annuity is that
a donor makes a gift to a charity, and in return,
the charity makes payments to the donor for
life. Despite the simplicity of this concept,
Charitable Gift Annuities are a powerful
charitable planning vehicle that can be used in a
variety of situations with donors from a wide
range of economic circumstances. Like the
more complex and expensive Charitable
Remainder Trusts, Charitable Gift Annuities
provide a source of regular payments to the
donor. Also, Charitable Gift Annuities create
an immediate tax deduction. Finally, when
purchased with appreciated securities (or other
appreciated assets), Charitable Gift Annuities
provide the opportunity to defer capital gains

taxes. This combination of tax advantages and income creation make Charitable Gift Annuities attractive for

both donors and charities in 2 number of situations.
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The most common form of a Charitable Gift
Annuity transaction is where a donor makes a
gift to a charity, and in exchange, the charity
makes payments back to the donor for the
donor’s life. The payments can be annual,
semi-annual, quarterly, monthly, or even
weekly. A Charitable Gift Annuity is an
example of a bargain sale. A bargain sale
occurs when the donor transfers a gift to a
charity, and in return receives something worth
less than the fair market value of the gift. In
this case, the donor receives an annuity (i.e., a
stream of payments for life) in exchange for a
gift. The value of the annuity (as calculated by
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the IRS tables) must be less than 90 percent of the value of the gift. Thus, the donor makes a bargain sale,
gifting money or property and in return receiving something worth less than the gift.

The lifetime payments resulting from a gift
annuity are based upon the size of the gift and
the age of the annuitant. (The “annuitant” is
the person who receives payments for life. The
annuitant is typically the donor. However, the
donor could choose to purchase an annuity that
pays to another person for the other person’s
life.) As seen in the table, an older annuitant
will receive larger annual payments than a
younger annuitant for the same gift. This
difference exists because, on average, younger
annuitants live longer and the charity will
consequently have to make payments to
younger annuitants for more years. The
annuity payment is typically fixed for the life of
the annuitant. For example, if a 55 year old
purchased a $10,000 annuity she would receive $400 per year for life (assuming the charity was following the
guidelines of the accompanying table). This $400 payment never changes. Thus, when the donor who had
purchased the annuity at age 55 turned 85, she would still be receiving a $400 annual payment. (However, if
she were to purchase a zew gift annuity at age 85, it would pay a higher rate, because of her older age.) The
higher payout rates at older ages help explain why these gift annuities are most popular with older donors.

This table shows the suggested rates from the American Council on Gift Annuities in 2023. No
charities are required to use these rates. However, most do. The intended goal of the American Council on
Gift Annuities rates is to identify the payment level at which, on average, 50% of the face value of the initial
transfer will remain with the charity at the annuitant’s death. These suggested payout rates are based upon
current interest rates and expected mortality. The rates can be changed every six months to reflect underlying
interest rates.

Why do gift annuities seemingly pay so much more than bank certificates of deposit? This is because in
a gift annuity, the donor loses the principal. A certificate of deposit generates income, but the principal is still
owned by the depositor and can be withdrawn at any time. A gift annuity generates only lifetime payments.
At death the payments end and there is no remaining asset in the donor’s estate. Consequently, it is not
appropriate to directly compare interest rates from a certificate of deposit with payout rates from a gift
annuity. (Indeed, such comparisons are explicitly prohibited when marketing Charitable Gift Annuities.)

It is often wise for a charity to present more than one rate in a proposal to an individual donor. The
suggested rate from the American Council on Gift Annuities could be termed the high rate (e.g., 4.0%) along
with alternatives for a medium rate (e.g., 3.0%) and a low rate (e.g., 2.5%). Why would a donor voluntarily
choose the medium or low rates? This is because, fundamentally, the donor desires to benefit the charity and
advance its cause. If the lower rate can meet the donot’s income target it will generate a greater benefit for
the charity (and a greater tax deduction for the donor). Many charities leave substantial gifts “on the table,”
by simply assuming that the donor will always want the highest rate from the charity, rather than presenting
proposals that include three different rate options.
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Using the previous rate table, if a donor aged 55
gave $100,000 in publicly traded securities to a
charity in exchange for a Charitable Gift
Annuity, the charity would make $4,000 annual
payments back to the donor for the donot’s
life.

As mentioned previously, the American Council
on Gift Annuities suggested rates are intended
to leave half of the face value of the initial
transfer available for the charity at the death of
the annuitant (assuming that the charity makes
the lifetime payments using interest and
principle from the initial gift). This does not
mean that the value of a Charitable Gift
Annuity to a charity is half of the amount
transferred by the donor. Although the charity
is projected to receive half of the face value of
the initial transfer, the charity must typically
wait many years for this to occur. For example,
a $10,000 gift annuity by a 30-year-old donor
may be projected to ultimately result in a $5,000
residual going to the charity (after the lifetime

of annuity payments are made to the donor); the charity must still wait an average of approximately 50 years
to receive this $5,000 residual. The right to receive $5,000 in 50 years is worth far less than $5,000 today.
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In order for a Charitable Gift Annuity to be
considered a charitable arrangement for tax
purposes, the annuity must be worth less than
90% of the value of the gift. This does not
mean that the charity need only be projected to
have a residual of more than 10% after making
a lifetime of annuity payments. The projected
residual amount comes to the charity only after
years of waiting, so at the time the Charitable
Gift Annuity is purchased the residual is worth
much less than its future projected value. For
example, the present value of an expectation of
recetving $5,000 in 50 years is worth far less
than $5,000 today.

Although many Charitable Gift Annuities are
relatively small, their usage is so common that,
when combined, they constitute a $15 billion
segment of charitable planning. The relatively
small minimum size of Charitable Gift
Annuities is part of the reason why they are so
popular. Because gift annuities are issued by
each individual charity, the minimum amounts
depend upon the policies of each charity.
However, it is not uncommon to find
Charitable Gift Annuities available at the $5,000
or $10,000 level. This low entry level also
allows hesitant donors to “experiment” with
planned giving. It is not uncommon to see
donors purchase a series of small Charitable
Gift Annuities before increasing the size of gift
annuity purchases. By giving donors experience with gifts that pay income, Charitable Gift Annuities can also
serve as a gateway to more expensive and complex vehicles such as Charitable Remainder Trusts.

Data from the 2021 American Council on Gift Annuities survey of Charitable Gift Annuities shows that
the average age of an annuitant at the time of making the gift was 79 years old. According to that survey,
72% of all Charitable Gift Annuities were purchased by donors aged 76 to 85. This attraction for older
donors makes sense, both because of their post-retirement interest in secure lifetime payments and because
of the sharp divergence between interest rates and lifetime payout rates available at older ages. In 2013, BNY
Mellon Wealth Management reported that the majority of their more than 3,000 Charitable Remainder Trusts
were established by donors aged 70 to 74 (See James, R. N. III & Franey, J., 2013, Trending forward:
Emerging demographics driving planned giving. National Conference on Philanthropic Planning, Minneapolis,
MN). This suggests that the peak age for Charitable Remainder Trust establishment is about five years
younger than the peak age for Charitable Gift Annuity purchase. Other research suggests that the peak age
for producing matured charitable bequest gift dollars is about 88 years of age (See James, R. N. 1II, 2013,
American Charitable Bequest Demographics, 1992-2012). With upcoming increases in the population of older age
groups, a demographic effect would be felt first in Charitable Remainder Trust establishments, second in
Charitable Gift Annuity purchases, and last in matured charitable bequests.
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The previous statistics establish that Charitable
Gift Annuities are quite popular in charitable
planning. Why? The reason for their popularity
is that they are a simple way to fill a need for
donors in a variety of circumstances. Let’s
examine some of those situations.

It can often be the case that older donors have
substantial assets and would like to make major
charitable contributions, but they worry that a
major gift could leave them without enough
assets for their lifetime needs. The worry is that
he or she may outlive his or her assets. This
concern can prevent the donor from making the
substantial charitable gifts that he or she would
like to make.

A Charitable Gift Annuity is designed to
overcome this worry about outliving one’s
assets by providing a lifetime source of income.
Where a donor might regret having made a
major gift of assets if she later lived “too long”
and needed those assets for regular lifetime
spending, such concerns are alleviated by giving
through a Charitable Gift Annuity.
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The Charitable Gift Annuity may also be
preferable to a simple charitable bequest
because it generates an immediate income tax
deduction. Although understanding that
annuity payment rates are not interest rates
(because the donor loses the principal), if the
donor is already planning to transfer the
principal at death to the charity, then the
Charitable Gift Annuity becomes exceptionally
attractive. For example, if a donor owns a
$10,000 certificate of deposit, which he has
already designated a charity to receive at death,
then his payments from a Charitable Gift
Annuity would be more directly comparable
with his interest earned on the certificate of
deposit, because in either case, the charity will

receive the principal at death. (Naturally, there are still differences that make this comparison inexact. For
example, the donor can later choose to immediately spend the entire certificate of deposit, but with a gift
annuity the donor has only a lifetime income stream.)

The Charitable Gift Annuity is also attractive for the charity because, unlike a charitable bequest, a
Charitable Gift Annuity is an irrevocable gift. The charity need not worry about last minute changes to the
donor’s plan by the donor or nefarious heirs, because the transfer is already complete. Recent research shows
that charitable plans become highly unstable in the years immediately prior to death (see James, R.N., 2013,
American Charitable Beguest Demographics: 1992-2012). Thus, it is particularly beneficial to a charity to be able to
convert revocable bequest intentions into irrevocable planned gifts, such as Charitable Gift Annuities.

From a donor’s perspective, a Charitable Gift
Annuity can be preferable to leaving the same
amount as a bequest gift because a bequest gift
generates no income tax deduction and no
lifetime payments. For a donor with the twin
goals of generating lifetime income and making
a post-mortem gift to a charity, the gift annuity
works far better than alternative strategies such
as investing and leaving a gift to the charity by
will. Simply purchasing an immediate annuity
from a life insurance company provides lifetime
payments, but doesn’t accomplish the donot’s
charitable goals. Similarly, writing a charity into
one’s will generates no income tax deductions.
But, by converting that revocable bequest
decision into an irrevocable Charitable Gift

Annuity, the donor benefits the charity and generates immediate income tax benefits and lifetime income,

making the gift annuity an attractive option.
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trust can run out of money, causing the annual payments to
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Charitable Gift Annuities can also have
advantages over more complex and expensive
planned giving vehicles.  If a donor is
specifically concerned about having lifetime
income that won’t change or run out, the
Charitable Gift Annuity can be an ideal
charitable planning option. A Charitable
Remainder Unitrust can make payments for life,
but the amount of each payment depends upon
the return of the underlying investments. This
risk could be diversified using a Pooled Income
Fund, but the payments will still vary with
market fluctuations. A Charitable Remainder
Annuity Trust makes fixed payments for life.
However, if the investments in the Charitable
Remainder Annuity Trust perform pootly, the
stop.

In contrast, the Charitable Gift Annuity
payments are a fixed obligation of the charity,
which must be paid regardless of investment
returns or market events. So long as the charity
continues to exist, the gift annuity payments
must be made.

The security provided by Charitable Gift
Annuities can be more attractive in times of
market volatility. Traditionally, Charitable Gift
Annuities have been considered primarily
“small dollar” vehicles. However, following
substantial market drops during the most recent
financial crisis, the number of multimillion
dollar Charitable Gift Annuities increased
notably. The attraction of the Charitable Gift
Annuity issued by a financially stable nonprofit
is its ultimate security.  Considering that,
historically, major universities and churches
have outlived successive generations of
businesses and governments, some gift
annuities may provide an exceptional level of



RUSSELL JAMES

security. Although other charitable planning vehicles, such as the Charitable Remainder Trust, provide
opportunities for influencing investment choices, they are also exposed to investment risk. When attention to
investment risk is high (such as following a market crash) the attraction of the guaranteed gift annuity
payments increases as compared with the risk of a Charitable Remainder Trust.

Another reason Charitable Gift Annuities are
so popular is that they are the simplest and
easiest way to participate in charitable planning
that produces both a tax deduction and income
for the donor. Charitable Gift Annuities are
the simplest way for fundraisers to respond to
the common statement from donors that “I
wish I could do more, but...” Charitable Gift
Annuities offer a way for donors to make a gift
and provide a payment stream for other needs,
such as college tuition or retirement income.
And yet the transaction can be as simple as
writing a check and signing a one-page standard
agreement from the charity.

If the enormous flexibility available with
Charitable Remainder Trusts can be thought of
as the paint palette of an artist, then the
Charitable Gift Annuity is like the reliable
number 2 pencil. Charitable Gift Annuities are
simple and cheap for donors. There are no
donor costs for setup or administration and the
minimum investment amount is commonly only
$10,000 or $25,000. Each Charitable Gift
Annuity agreement with a particular charity is
typically identical except for the donot’s age, the
payment rate, and the transfer amount. In
contrast, Charitable Remainder Trusts are
usually hand-crafted documents specifically
designed for the individual donor and his or her
particular desires. This enormous flexibility

comes at a cost, both for the initial creation of the Charitable Remainder Trust and for annual administration.
Because of these costs, the minimum feasible amount for a Charitable Remainder Trust is normally 10 times
that of a Charitable Gift Annuity. Of course, there are significant potential advantages to using a Charitable
Remainder Trust that are not available with Charitable Gift Annuities that can, in many cases, warrant the
added expense for the donor. One solution is not universally better than the other; both can fit the specific

needs in different circumstances.
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To this point we have been comparing
Charitable Gift Annuities with leaving a
charitable bequest. This anticipates a scenario
in which the charity holds the initial gift
amount, makes payments to the donor for life,
and then only after the death of the donor takes
the remaining amount of the gift to use for
charitable purposes. However, the charity is not
required to take this conservative approach
(except in the State of New Hampshire). A
charity could instead calculate the share of the
gift that would normally be needed to make the
lifetime payments and immediately spend the
remaining amount. For a charity that chose to
do this, the donor would be able to see the

impact of his or her gift immediately. For some donors, this could be an attractive feature, especially when
compared to a bequest gift where the donor would not be alive to see its impact.

To make an immediate use of Charitable Gift
Annuity funds, the charity spends the projected
gift portion of the transaction. Calculating this
projected gift portion involves estimating the
donor’s longevity and the charity’s investment
returns.  Consequently, there is some risk
involved if the projections are in error. This
risk explains why not all charities engage in this
practice of immediately using the projected gift
portion of Charitable Gift Annuity funds.
Nevertheless, it is an available option to
charities in most states.

Note that in Florida, Tennessee,
Washington, Hawaii, and New Jersey, the
charity must hold the amount projected for the
donor’s payments plus a 10% cushion. In New

York the cushion amount is at least 10%, and may be higher. Even in these jurisdictions, however, making
immediate use of part of the Charitable Gift Annuity is permitted. In other jurisdictions, the charity could

choose to immediately use even more than the projected “gift portion,

liability for the organization.
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although this creates a future net
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To this point we have been reviewing some of
the features and benefits of the Charitable Gift
Annuity. However, there are also some risks
involved with the Charitable Gift Annuity.
First, let’s examine the risks for the donot.

The annuity payments come from the charity.
The charity is required to make these payments
and they are a general obligation of the charity.
So long as the charity survives, the donor need
not be concerned with market crashes and
other investment worties.

However, if the charity goes bankrupt, the
donor payments may cease or be reduced.
Thus, the primary risk for the donor is that the
charity would be unable to make its payments
in the future. As a general obligation of the
charity there may be no specific assets that can
be attached in the event of a bankruptcy.
Although some charities have, and a few states
require, segregated reserve funds, this
segregation may not be sufficient to prevent
other creditors from having a claim on the
funds. Additionally, such segregated funds may
also deplete due to poor investment decisions.
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Compared with the field of commercial
annuities issued by insurance companies,
Charitable Gift Annuities are remarkably
unregulated.  As shown by this map, the
majority of states have no reserve requitements
for nonprofits issuing Charitable Gift Annuities.
This means that a charity operating in one of
the states working with a donor in one of these
states could choose to immediately spend 100%
of the amount given for the Charitable Gift
Annuity and simply leave the payments as an
unfunded obligation for the future. Several
states have operating requirements such that a
charity issuing Charitable Gift Annuities must
have been in operation for a minimum number

of years and have a minimum amount of
unrestricted cash (or cash equivalents such as publicly-traded securities). Unrestricted cash, however, does
not mean that there are no creditor obligations on the cash. Unrestricted cash means only that it is money
that has not been temporarily or permanently restricted by a donor. Further, these requirements for
unrestricted cash are fixed dollar amounts that do not vary, regardless of the number or amount of Charitable
Gift Annuities being issued by the nonprofit. In essence, these operational requirements simply limit gift
annuity issuance to charities that are not brand new and have at least a little money in the bank. Note that in
states like Indiana, Kansas, Kentucky, Louisiana, Massachusetts, Michigan, and Minnesota, there are neither
operational requirements nor reserve requirements. This means that a nonprofit could be created one day,
start issuing Charitable Gift Annuities the next day, and then immediately spend 100% of the amount given
for all Charitable Gift Annuities. Obviously, such a scenario entails substantial risk for the donor. At the
same time, Charitable Gift Annuities issued by large stable nonprofits may be among the most secure lifetime
payment streams available. However, the lack of regulation in some areas creates a “Wild West” scenario in
which the donor must do some investigation to understand the risks involved.

One way to investigate the financial condition
of a charity is to examine the IRS form 990 for
the charity. The IRS form 990 contains
financial information about the charity,
including assets, liabilities, income, and
expenditures. Charities are required to provide
these forms to anyone who requests them.
Additionally, these forms are available from a
number of websites for no charge. Some of the
websites that currently post IRS form 990s are

e  www.guidestar.org

e projects.propublica.org/nonprofits/
Given the complexity of reading and
understanding financial statements, this is an
area where a financial advisor could be
particularly helpful to a donor.
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Unlike some commercial annuity products,
Charitable Gift Annuities do not offer
payments for a fixed term of years or a
minimum guaranteed number of years. Instead,
Charitable Gift Annuity payments are for life
only. This is not due to the lack of willingness
of charities. Rather, the IRS tax code penalizes
charities for offering other varieties of gift
annuities, even though these may be available
from commercial annuity providers.

One risk in purchasing a gift annuity that makes
payments for life is that the annuitant could die
immediately after purchasing the annuity.
Unfortunately for the annuitant, there are no
refunds for early death, nor are charities
allowed to offer gift annuities with guaranteed
minimum payment amounts or with a fixed
number of payment years. From a financial
perspective, there is a clear risk in that the
donor may receive very few benefits prior to
death. However, if the donor’s goal was to
make a large gift to charity (but not risk
outliving his or her assets), then the risk of
receiving few payments is of less concern as the
donot’s goal will still be achieved.

To this point we have been considering the
simplest and most common form of a gift
annuity where the donor makes a gift and in
return receives lifetime payments from the
charity. Although a charity is not allowed to
offer annuities with a guaranteed return in the
event of premature death or annuities paying
for a set number of years, the tax code does
permit a few other gift annuities variations.
(Note that if a charity were to offer gift
annuities with terms outside of approved
variations, the charity would be required to pay
taxes on income earned from the gift annuities
as untelated business income tax and their sale
would be subject to federal securities and/or
state insurance regulation, thus making them
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highly undesirable charitable giving vehicles.)
The most common variation on the traditional
gift annuity is the gift annuity that pays for two
lives. 'This means that the annuity payments
will continue to be made until the death of the
last of the two individuals to die. (The payment
is not reduced at the death of the first to die of
the two annuitants.) Most commonly, these gift
annuities pay for the lives of the donor and the
donor’s spouse.  However, there are no
requirements that either annuitant be related to
the donor. A gift annuity cannot, however, pay
for more than two lives. Not, can it pay for the
life of someone who is not yet born (e.g., “pay
for my life and the life of my first child if he or
she is born before my death”).

The American Council on Gift Annuities also
issues suggested rates for these two-life
annuities. As  before, these rates vary
depending upon prevailing interest rates and
the ages of the two annuitants. The full table is
much larger than for single life annuities, given
the wider range of age combinations possible.
This excerpt provides a few examples from that
table.

One particulatly attractive variation of the standard gift annuity is the deferred gift annuity. If the donor does
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not need the income payments to begin
immediately, the donor may choose to
postpone the start of the annuity payments.
Each year that the donor postpones the start of
the annuity payments will increase the size of
the remaining payments. This may be helpful
for donors who wish to make an immediate
transfer, receive an immediate tax deduction,
but postpone income until some future year,
such as the start of retirement. The donor can
cither establish in advance when the annuity
will begin or can decide each year whether or
not to begin the annuity in that particular year
(this is sometimes called a “flexible annuity”,
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see PLR 9743054).

The essence of a deferred Charitable Gift
Annuity is that if the donor postpones the start
of the annuity payments, each remaining
payment will become larger. The American
Council on Gift Annuities suggests a
compounding rate which incorporates current
interest rates and the reduced longevity of the
annuitant. If a compounding rate is so high
that it increases the overall value of the annuity
beyond the simple immediate annuity, it will
reduce the available tax deduction.  For
example, in 2023 the payout rate would be the
current rate in effect at the age the payout
begins multiplied by 1.0425" where n is the
number of years the payout was delayed after

the initial gift (i.e., a 4.25% compound annual increase in the remaining payment size).

The deferred or flexible gift annuity also creates
the opportunity for a donor to make a gift, but
retain an “emergency”’ right to receive
payments. This can be helpful with a donor
who does not anticipate ever needing the
payments, but who nevertheless feels insecure
about making the gift because of unknown
possibilities. ~ The donor can choose to
postpone the payments indefinitely and, at
death, the charity would receive the entirety of
the initial gift. Although the amount
transferred to the charity is the same as could
have been transferred through a bequest, this
transaction allows for an immediate income tax
deduction and also allows the charity to make
immediate use of a portion of the initial gift.

If a donor purchased a gift annuity and then
later found that he or she no longer needed the
annuity payments, the donor could gift the
rights to all future payments to the charity and
potentially receive an income tax deduction for
that gift. This could be more tax efficient than
receiving each check (which counts, at least in
part, as income) and then gifting it back to the
charity (which creates a deduction that may or
may not completely offset the income,
depending upon a variety of factors such as the
amount of other itemized deductions, adjusted
gross income level, and so forth).
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The typical Charitable Gift Annuity makes
lifetime payments to the donor. However, the
donor may instead select someone else to
receive payments as the annuitant. This is a
potentially taxable gift if given to a non-spouse,
so for a donor whose estate is large enough to
be concerned with estate taxes, such gift tax
considerations must be considered. (Although,
as discussed later, such gift taxes can be
reduced by the annual present interest exclusion
because gifts of immediate annuities are
considered to be gifts of present interests.)

One creative variation on a Charitable Gift
Annuity allowed a donor to name his
grandchild as the life annuitant with the lifetime
payments to begin at age 18. This particular
annuity had an additional provision that
allowed the grandchild to trade the lifetime
income for an equivalent lump-sum tuition
payment at the donot’s alma mater. Because
the annuity was issued by the donor’s alma
mater, this created an attractive incentive for
the grandchild and a potential double benefit
for the university.

We have discussed the risks for the donor in
purchasing a  Charitable Gift  Annuity
(consisting largely of the risk that the charity
would go bankrupt or the annuitant would die
too quickly). However, given the nature of the
obligation to make lifetime payments, there are
also substantial risks for charities that issue
Charitable Gift Annuities.
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A primary risk for the charity is that the
annuitant may live much longer than projected.
The charity is obligated to continue making
payments for the life of the annuitant,
regardless of how long the annuitant lives. A
Charitable Gift Annuity that would have
provided a substantial gift if the annuitant had
lived to his life expectancy may instead generate
a net loss for the charity if the annuitant lives
far longer.

The primary protection for this type of risk is to
have a large pool of annuitants with similar
sized annuities. Although some will live many
years beyond their life expectancy, others will
die sooner than their life expectancy and, on
average, the lifetime payments should
approximate life expectancies. The risk that
one annuitant will outlive his life expectancy by
10 years is significant, but the risk that a pool of
10,000 annuitants will outlive their life
expectancies by, on average, 10 years is very
low.

Many charities do not have the protection
against longevity risk that comes from having a
large pool of annuitants with similar sized
annuities. This can occur either because the
charity has a small pool of annuitants, or
because the charity’s pool contains a few very
large annuities. A large pool of small annuities
will not offset the risk of a few very large
annuities. Suppose, for example, a charity has
1,000 annuities paying $1,000 per year and one
annuity paying $1 million per year. The risk
that the annuitant receiving $1 million per year
will live longer than anticipated will not be
offset by the carly deaths of other annuitants
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because of the differential in the annuity sizes.

Longevity risk can also be influenced by the age
of the donors when purchasing gift annuities.
This is an area where the relative risk may be
counterintuitive. Using standard payout rates,
starting an annuity for an 80-year-old donor is
actually riskier than starting one for a 40-year-
old donor. This may seem odd, because of the
expectation that the 80-year-old person will
certainly not, on average, live as long as the 40-
year-old. However, the annual payments to the
80-year-old are much larger than those for the
40-year-old. Keeping this in mind, why would
the annuity for the older annuitant be riskier?

To understand why starting an annuity for the
older annuitant is riskier (i.e., subject to greater
variation), it helps to ask the question, “What is
the chance the charity could make twice as
many payments as initially projected?” The
payout for an 80-year-old female is based upon
a life expectancy of about nine years. If the 80-
year-old female lived to the age of 98, the
charity would make twice as many payments as
projected. The potential for an 80-year-old to
live to the age of 98 is quite significant. The
payout for a 40-year-old female is based upon a
life expectancy of 42 years. In order for the
charity to make twice as many payments as
projected, this annuitant would have to live to
be 124 vyears old, which 1is essentially

impossible. Thus, in comparison, the charity is far more likely to make twice as many payments as projected
to the older annuitant, reflecting the greater risk (variance) with this annuity.
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A charity can increase the risk that gift annuity
obligations will ultimately siphon money from
regular operating income by immediately using
the projected gift portion of the Charitable Gift
Annuity. This is inherently risky because the
annuitants in the charity’s pool will live longer
than expected approximately half of the time,
meaning that the charity has a 50% chance of
having to make annuity payments from
operating income in the future. This 50-50
chance is increased dramatically if the longevity
tables used by the charity to calculate its
payment obligations are inappropriate. For tax
calculation purposes, the IRS requires the use
of its tables based upon standard longevity
expectations. However, these tables do not
reflect the longevity expectations of people who buy annuities. First, people who are sick or know that they
are approaching death do not buy annuities. By eliminating these people who are near death, the pool of
individuals who purchase annuities will, on average, live longer than others of the same age. Second, people
who are poor do not purchase annuities. Those who are poor do not, on average, live as long as those who
are wealthy. Once again, this eliminates a group of individuals with relatively shorter life expectancies from
the pool of individuals who purchase annuities. Finally, individuals who make charitable gifts tend to live
longer than individuals who do not. Once again, the life expectancy of the pool of those who purchase
Charitable Gift Annuities is much longer than the life expectancy of the population in general. Thus, a
charity that removed the “gift portion” of a Charitable Gift Annuity as calculated by the IRS, should not
expect to be able to cover the annuity payments from the remaining amount. (For a discussion of
appropriate estimations of Charitable Gift Annuity life expectancies see Clontz, B. The Methuselah effect:
Longevity’s impact on planned giving. The National Conference on Philanthropic Planning, 2010.)

A charity can choose to issue a gift annuity in
exchange for any type of valuable property.
However, the gift annuity is a risky proposition
for the charity if the charity accepts difficult-to-
value or difficult-to-sell property in exchange
for the annuity. In the case of a simple gift of
such property, the charity may get more or less
than the appraised value, but the charity still
gets some value. However, if the charity
exchanges the property for a gift annuity, and
later sells the property for less that its originally
appraised value, then the charity may have
given an annuity worth more than the gift. In
other words, the charity can easily lose money
on such transactions. Even if the charity is
ultimately able to sell the property for its
appraised value, if this sale takes some time, the charity will have to make annuity payments from its general
operating income in the interim. For these reasons, few charities will accept difficult-to-value or difficult-to-
sell property in exchange for a gift annuity.
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Another practice that increases the likelihood
that a charity will ultimately have to make
annuity payments from current income is
allowing Charitable Gift Annuities to benefit a
specific department or project within the
charity. There is usually no problem with this
practice if the charity holds the initial funds in
the restricted account until the annuitant dies,
but there can be. The question this raises is
“Where do the funds come from for those
annuities where the annuitant lives so long that
the entire initial contribution is exhausted?”
Will the targeted department or project have to
make these payments from its operating
incomer If the payments come from the
general annuity pool, then the general pool
receives only the penalty from longer lives (which are not paid for by the funds from the restricted purpose),
but none of the advantage from shorter lives (which benefits the specific restricted purpose as required by
accepting the donor’s restrictions). Ultimately, this creates a net transfer from general unrestricted funds to
the specific department or project funds over and above the donot’s restriction. Although accepting such
restricted purpose Charitable Gift Annuities may still be a wise fundraising strategy, the charity must
recognize the potential for this secondary drain on funds available for unrestricted, general purposes.

To this point we have been discussing primarily
the risk that a donor will live longer than
expected. However, the charity may also have
investment risk. When issuing a Charitable Gift
Annuity, the charity takes a large sum of money
upfront, and uses it to pay annual payments for
a long period of time. This involves investing
the upfront sum of money.

As the charity increases the risk for its
investments, it increases the risk that those
investments will perform poorly, ultimately
requiring the charity to make annuity payments
out of current operating income. To reduce
investment risk to a minimum, a charity could
invest in only secure fixed income investments
of appropriate duration to closely match the
payment obligations. Of course, as risk diminishes so too does the expected return and consequently the
expected amount remaining at the death of the annuitant. Some charities invested their gift annuity pools
heavily or entirely in equities during good times, and subsequently pulled out of equities following a market
crash, resulting in gift annuity pools with net liabilities to the organization.

It is important to note that investment duration also plays a role in investment risk for annuity payments.
For example, charities that issued gift annuities during a high interest rate environment, and then
“conservatively” invested in secure short-tern fixed income investments, were later faced with making these
high annuity payments when interest rates for short-term fixed income investments had fallen dramatically. If
instead the charity had invested in secure fixed income investments that matched the duration of the expected
annuity payments, then subsequent changes in interest rates would not have caused problems. Essentially,

151



RUSSELL JAMES

the charity would have locked in the high interest rate investments at the same time the charity made the high
interest rate commitment.

These soutces of risk do not suggest that charities should avoid issuing gift annuities, because these risks
are all manageable. An investment portfolio can be constructed to match the annuity payment obligations
subject to the charity’s risk/reward preferences.

Of course, the “perfect match” for the annuity
payment obligation is a commercial annuity. In
this case, the charity simply purchases an
annuity on the annuitant’s life from an
insurance company. Assuming the stability of
the insurance company, the charity transfers all
market risk, interest rate risk, and annuitant
longevity risk. The charity simply becomes a
conduit through which the insurance company
annuity payments are made. Because the
Charitable Gift Annuity includes a gift portion,
there is enough money to purchase the
commercial annuity and have funds remaining
for charitable purposes.  Additionally, by
purchasing these commercial annuities the
charity may immediately use the remaining
funds. (This is true in all jurisdictions. Even those States with gift annuity reserve requirements recognize
that there are no reserves needed where a commercial annuity substitute has been purchased.) The downside
to this transaction is that the price of a commercial annuity includes not only the cost of making the
payments, but also a profit for the issuing company. Thus, in theory, the charity could retain this profit
margin by managing its own gift annuity pool. However, in practice, this may be difficult because managing a
pool appropriately requires both expertise and a sufficiently large number of annuitants to reduce unexpected
longevity risk. Even a charity that does not reinsure all of its gift annuities may appropriately consider
reinsuring only its very large annuities. This is because a large pool of small annuities will not be sufficient to
offset the longevity risk for a small number of very large annuities. In this case, the only way for a charity to
manage the risk that an annuitant with a very large annuity will live much longer than expected is to purchase
a commercial annuity for that obligation, because there are simply not enough other large annuities in the
charity’s pool to offset the risk.

Additionally,  charities can  avoid  all
management issues by directing donors to buy a
charitable gift annuity from an intermediary gift
annuity foundation. The foundation invests the
assets, issues annuity payments to donors, and
at transfers a residuum to the target charity.
Although using such an intermediary does
include management fees for such services, this
relief of administrative duties, investment risk,
and longevity risk can be enormously beneficial
for the charity. See, e.g.,

e nationalgiftannuity.org
e www.ncfgiving.com/solutions/charitable-

gift-annuity/
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Financial advisors can become involved with
Charitable Gift Annuities in a number of ways.
As mentioned above, managing a gift annuity
pool requires expertise to match the obligations
with the investments and the charity’s
risk/reward preferences. This is precisely the
kind of expertise that financial advisors may
bring to a charity.  Additionally, financial
advisors can be helpful to a charity in managing
its risk not only through appropriate
investments, but also through the purchase of
matching ~ commercial  annuities,  either
selectively for very large gift annuities, or
universally for all gift annuities.  Financial
advisors can also be helpful to their clients who
are considering gift annuities by examining the

financial stability of the issuing nonprofit organization. Financial advisors may also be able to benefit the
nonprofit organization (while simultaneously building a client base) by providing information to a nonprofit’s
donors about planned giving products such as Charitable Gift Annuities in cooperation with the charity.

A major benefit of Charitable Gift Annuities is
that they are generally exempt from securities
regulations. This is what permits nonprofit
organizations to sell gift annuities in a largely
unregulated environment. However, there are
cases where the sale of a Charitable Gift
Annuity will lose its exemption from securities
regulation. This is a major issue because if the
exemption is lost then the sale of these
securities can result in criminal penalties (and, in
fact, has resulted in jail time in previous cases).
The sale of Charitable Gift Annuities will not be
exempt from securities regulation where the
annuities are marketed primarily as investments,
rather than as a means to benefit the charity.
An example of marketing a Charitable Gift

Annuity as an investment is to compare the “yields” or “returns” with bank certificates of deposit, or other
traditional investments. (As discussed previously an annuity payment rate is not a yield or a return, and thus,
such comparisons are, prima facie, inappropriate.) The sale of Charitable Gift Annuities will also lose exempt
from securities regulations if sales commissions are paid. Additionally, Charitable Gift Annuities may not
vary payments based upon the future income generated from investments (including the originally donated
property). This variability feature, available in commercial variable annuities, also results in the loss of

exemption from securities regulations.
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Charitable Gift Annuities are a handy and
frequently used gift planning vehicle. Although
simple in form and easy to complete, gift
annuities do offer some flexibility in their
structure.  The simplicity in creating these
agreements conceals a substantial complexity in
understanding and managing the underlying
risks.  This complexity expands substantially
when considering the full tax implications of
Charitable Gift Annuities. As such, these tax
implications are discussed in their own separate
chapter.



9 TAXATION OF CHARITABLE GIFT ANNUITIES

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

The complexity begins with the reality that
Charitable Gift Annuities generate potential tax
consequences in five different ways. The
Charitable Gift Annuity is, at least in part, a
charitable gift. Because it is a charitable gift, it
generates a charitable income tax deduction for
the donor. However, unlike other forms of
charitable gifts, the Charitable Gift Annuity also
generates a stream of payments to the
annuitant. This lifetime stream of payments
produces its own set of tax results. Some part
of each payment will count as ordinary income
to the recipient. Some part of some payments
may also count as tax-free return of investment.
If the gift given to the charity in exchange for
the annuity was appreciated property, then
some part of some payments may also be taxed as capital gain. Finally, if the donor decides not to take the
payments for himself, but instead provides a lifetime income for someone else (other than the donor’s
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spouse), then the donor has made a potentially taxable gift to the recipient. Thus, this single gift vehicle can
result in capital gain income, ordinary income, an income tax deduction, tax-free return of capital, and a
taxable gift. Let’s begin with the calculation of the income tax deduction generated by the purchase of a

Charitable Gift Annuity.
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A Charitable Gift Annuity is a form of a bargain
sale. As with other bargain sales, the charitable
tax deduction is based on the value of what the
donor contributed less the value of what the
donor received. Determining the value of what
the donor contributed is relatively easy. If the
donor gave $10,000 in cash, then the value of
the donor contribution is $10,000. Determining
the value of what the donor receives in
exchange for the gift (i.e., the value of the
annuity) can be a bit more challenging.

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

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

The first step in valuing an annuity is to
determine the appropriate interest rate. For
purposes of calculating the deduction for a
Charitable Gift Annuity, the relevant interest
rate is referred to as the §7520 rate. This rate is
published on the IRS website at:

https:/ /www.irs.gov/businesses/small-
businesses-self-employed/section-7520-interest-
rates (It is also published on a variety of other
planned giving websites.) Once we know the
appropriate interest rate, we can find the
appropriate annuity factor in the actuarial tables
posted at

https:/ /www.irs.gov/retitement-
plans/actuatial-tables Multiplying this annuity
factor by the annual payment gives us the value

of the annuity for purposes of our income tax deduction. Let’s now walk through each step for our example

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

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

December. Which rate should the donor choose?

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

As the value of the annuity falls, the value of the donor’s deduction rises. Consequently, the donor will
choose the higher interest rate (2.4%) in order to generate the highest charitable income tax deduction.
(Choosing the higher interest rate is normally the “right” answer for a donor. However, if the donor cannot
make use of the income tax deduction, then the lower rate is preferable because, as discussed later, it will
increase the amount of each payment considered to be tax-free return of investment.)
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Because our donor wants the highest charitable
deduction, he consequently wants the lowest
valuation for his annuity. (Remember that the
charitable deduction is the value of what the
donor gives to the charity less the value of what
the donor receives back from the charity. In
this case, what the donor receives back is the
annuity.) To get the lowest valuation for his
annuity, the donor chooses the highest §7520
interest rate, in this case 2.4%.

After identifying the appropriate §7520 interest
rate (2.4%), we next look at the relevant
actuarial tables. Going to the IRS webpage
(www.irs.gov/retitement-plans/actuarial-

tables) provides links for tables of single life
factors and last-to-die factors. In this case, the
annuity pays for the life of the donor only and
so we will use the table for single life factors
(Table S). Scrolling down through this table
until we reach the section for a 2.4% interest
rate reveals the annuity factor for each age at
this interest rate. Because our annuitant is age
55, we use the annuity factor of 18.1993. (Of
course, if the annuitant were a different age or
if the interest rate were different, then this
annuity factor would also be different.) This

annuity factor of 18.1993 is multiplied by the annual payment amount of $4,000 to generate the value of the

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

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

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

Note that this calculation is based upon a
$4,000 per year payout to a donor age 55 and
corresponds with the suggested rates offered at
the time of the transaction by the American
Council on Gift Annuities. Charities are always
open to paying a lower annuity than the suggested rates. It is good practice for charities to present a
Charitable Gift Annuity proposal with three different payout rates, high (e.g., $4,000 per year as per the
American Council on Gift Annuities suggested rate), medium (e.g., $3,000 per year), and low (e.g., $2,000 per
year). Remembering that the goal of the donor is, in part, to benefit the charity, the lower rates may more
closely match the donot’s preferences and income needs while maximizing the benefit to the charity. If a
donor chose one of the lower payout rates, the value of the resulting annuity would be less and, consequently,
the charitable income tax deduction would be greater.

In our example, the charitable deduction was
approximately 27.2% of the $100,000 given by
the donor. Of course, if the charity had paid
the donor more than $4,000 per year for life,
then the charitable deduction would have been
less. There is, however, a limit on how much
the charity can pay to the donor. The IRS
requires that the value of the annuity given to
the donor must be less than 90% of the value
of the gift the donor gives to the charity. A
quick way to see that this requirement has been
satisfied is to make sure that the charitable
deduction is greater than 10% of the amount
given to the charity by the donor. If this rule is

160



TAXATION OF CHARITABLE GIFT ANNUITIES

violated the charity will be treated as if it is engaging in an unrelated (non-charitable) business and will be
taxed accordingly. Consequently, charities do not normally offer gift annuities that violate this rule.
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Our first example was the simplest Charitable
Gift Annuity case where the donor gives cash
in exchange for lifetime payments. However,
married donors are frequently interested in
payments that last for two lives, rather than just
one. Two-life annuities are allowed and there is
no trequirement that the annuitants be related.
(However, annuities for more than two lives ate
not permitted.) The actuarial tables used in the
single life example will not work for a two-life
annuity. Consequently, we must slightly alter
the process for valuing such annuities.

For two-life annuities, calculating the value of
the annuity uses Table R, rather than Table S.
However, Table R looks different from Table S.
Where Table S has three numbers for each age
(the annuity factor, the remainder interest, and
the life estate), Table R has only one number
for each age combination. This one number is
the remainder interest factor. But, we don’t
want the remainder interest factor; instead, we
want the annuity factor. Using Table R requires
knowing that the annuity factor is calculated by
subtracting the remainder interest factor from
one and then dividing this amount by the
current §7520 rate.  Thus, calculating the
annuity factor for a two-life annuity will have
one extra step.

As in the example for a single life annuity, once
we know the value of the annuity given by the
charity, we are able to calculate the tax
deduction. The deduction is the amount given
by the donor to the charity less the value of the
annuity given by the charity to the donor.
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Knowing how to value the annuity allows us to
calculate the charitable tax deduction resulting
from purchasing the Charitable Gift Annuity.
However, the tax implications of a Charitable
Gift Annuity do not end there. Unlike other
gifts, the Charitable Gift Annuity produces a
lifetime income stream. Each year (or quarter,
month, or week) the annuitant receives a check
from the charity. How should the annuitant
report this check to the IRS? Let’s begin with
the simple transaction where the Charitable
Gift Annuity was purchased with cash. In that
case, each check will be reported as some
combination of ordinaty income and tax-free
return of investment.

Some part of each annuity check given to a
donor simply returns a part of the money paid
for the Charitable Gift Annuity. This part is a
return of the donor’s original investment.
There are no income taxes on this portion of
the annuity check, because this is not “new”
earned money coming to the donor. This is the
donor’s own money being returned to him.
(Or, in the case of a gift annuity paid to
someone other than the donor, this is a gift
from the donor and is likewise not taxable
income.)

The remaining part of each annuity check is
taxable. When the Charitable Gift Annuity is
purchased for cash (i.e., not with appreciated
property), this remaining part is taxed as
ordinary income. In this case, everything that is
not tax-free return of investment is taxable as
ordinary income.
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Let’s look at an example that may help to
explain the difference in tax treatment between
earnings and tax-free return of investment.
Suppose you open an interest-bearing bank
account and put in $1,000.

Further, suppose that each year you withdraw
all of the interest earned in the account and
some of your original $1,000 deposit. For
example, suppose that the bank account earns
5% interest per year. At the end of the first
year you withdraw the $50 of interest earned
on your $1,000 deposit and you withdraw $100
of your original deposit.

Do you pay more taxes because you withdrew
$100 of your original deposit? Does removing
$100 of your original deposit mean that you
have $100 more of income this year? No.
Removing money from an account does not
cause you to have more income. It simply
shifts the location of your money.
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Putting money into an account and then
removing the same money from the account is
no different than burying money in the ground
and then later digging it up and taking it out of
the ground.  This is tax-free return of
investment. The money was yours before you
put it in the ground and is still yours after you
take it out of the ground. Neither of these
actions changes your taxable income, even if
they may change the amount of cash in your
pocket.

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

So long as the annuity was not purchased with
appreciated property, each annuity check will
consist of some combination of taxable
earnings and non-taxable return of original
investment. Using the bank account analogy,
the tax-free return of investment is like
removing some of the original principle from a
bank account, and the remainder of each
annuity payment is like the taxable earnings
from a bank account.
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How much of each annuity check is taxable
income?  We calculate this indirectly by
determining how much was simply a return of
the money originally invested. The rest is
taxable income.

The formula for determining the amount of
each annuity check that qualifies as tax-free
return of investment divides the part of the
transaction used to purchase the annuity by the
annuitant’s original life expectancy. Note that
the part of the transaction used to purchase the
annuity is not the entire cost of the Charitable
Gift Annuity. Part of the cost of the Charitable
Gift Annuity is a charitable gift. That is the
part which generates the charitable income tax
deduction. The rest of the money used to
purchase the Charitable Gift Annuity (i.e., 7ot
the deductible gift part of the transaction) is the
money used to purchase the annuity part. It is
this part of the transaction that is the
investment part (i.e., not a gift). Consequently,

this is the part of the transaction that can become tax-free return of investment. The gift part of the
transaction cannot become tax-free return of investment, because it was given to the charity as a deductible

charitable gift.
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Let’s return to our original example where a 55-
year old donor gave $100,000 of cash to the
charity and the charity, in return, agreed to pay
the donor $4,000 per year for life. The amount
of each annual $4,000 annuity check that is tax-
free return of investment is determined by
dividing the dollars used to purchase the annuity
part by the annuitant’s life expectancy when the
Charitable Gift Annuity was purchased.

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

identified in the table found in the Code of Federal Regulations Title 26 §1.72-9. (Several free websites show
the Code of Federal Regulation such as www.law.cornell.edu/cft/) This factor is called an “expected return
multiple” because it is the period that payments are actuarially expected to be received. In this case, the
“expected return multiple” for a 55 year old male is 21.7 years.
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As a result of this calculation, we can now say
that out of each $4,000 annuity payment,
$3,354.71 will be treated as tax-free return of
investment. ‘This is how each annuity check
will be treated until the entire $72,797.20 of the
investment in the annuity portion has been
returned. Note that the charity is required to
send each annuitant an IRS Form 1099R which
indicates what part of each payment is tax-free
return of investment, what part is taxable
income, and (if the gift annuity was purchased
with appreciated property) what part is capital
gain.

The tax free return of investment is divided
among each expected payment. If an older
annuitant had a life expectancy (“expected
return multiple”) of five years at the creation of
the charitable gift annuity, then each year for
five years 1/5% of the donot’s original
investment in the annuity portion of the
transaction would be returned to the donor.
But what happens once the entire original
annuity portion cost has been returned? (In
other words, what happens if the annuitant
outlives his or her “expected return multiple”?)

Once the entire original investment (in our
example, $72,797.20) has been distributed to
the annuitant, there is no part of the original
investment left. Consequently, after that point,
no part of the subsequent annuity payments will
be tax-free return of investment. Thus, once an
annuitant has lived past his or her life
expectancy (“expected return multiple”), the
entite annuity payment will be treated as
ordinary income.
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Returning to our example, $3,354.71 of each
$4,000 annuity check will be treated as tax-free
return of investment for 21.7 years. (For the
check in the 220 year, the tax-free return of
investment would be $3,354.71 X .7, or
$2,348.30.) After that point, however, every
additional $4,000 check will be treated entirely
as ordinary income.

If the donor dies prior to reaching his original
life expectancy (“expected return multiple”),
then the donor fails to receive his entire
original investment in the annuity portion of
the transaction. In this case, the donot’s last
tax return can deduct the portion of the
original investment not yet returned to the
donor.

For a donor who wishes to benefit a charity
that does not offer a Charitable Gift Annuity, a
similar transaction would be to use part of the
money to purchase a commercial immediate
annuity from an insurance company and then
simply donate the remaining amount to the
charity. This accomplishes roughly the same
goals as a Charitable Gift Annuity. However,
there are two tax disadvantages that make this
substitute transaction less advantageous.
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The deduction generated by the substitute
transaction (purchasing a commercial annuity
from the insurance company and donating the
remaining cash to the charity) will be lower
than the deduction generated by a compatable
Charitable Gift Annuity. With a Charitable Gift
Annuity, the charitable deduction is the amount
transferred less the value of the annuity as
determined by the IRS tables. In the substitute
transaction the charitable deduction will be the
amount given to charity, in other words, the
total original amount less the price of the
commercial annuity. However, a commercial
annuity will inevitably be more expensive than
the IRS valuation of a similar annuity from a
charity. This occurs for two reasons. First, the
commercial annuity product must incorporate the salaries and profit of the insurance company into its
pricing. This margin must be above and beyond the value of the expected payout based upon current interest
rates. Additionally, the IRS valuation for an annuity from a charity will be lower because the IRS uses
standard life expectancy tables. However, people who buy annuities, on average, live longer than others of
the same age. (As discussed in the previous chapter, this is because people who are sick or dying or poor do
not purchase annuities. The exclusion of these groups means that those who purchase annuities will, on
average, live longer than others of the same age.) Thus, the insurance company must price its annuity based
upon the longer life expectancy of annuity purchasers, and not the generic life expectancy used by the IRS.
This expectation of a longer life means that the insurance company must charge more for its annuities as
compared with the IRS calculation.

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

To this point, we have been looking at a
Charitable Gift Annuity transaction where the
gift annuity is purchased with cash. However, it
is also possible to purchase a Charitable Gift
Annuity with appreciated property.  This
complicates our tax scenario because when a
gift annuity paying to the donor is purchased
with appreciated property, some part of the
annuity check given to the annuitant will be
treated not as ordinary income, nor as tax-free
return of investment, but rather as capital gain.
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Let’s first consider the straightforward rules that
normally apply to capital gains. If a taxpayer
buys an item (for example, shares of stock), for
$500,000 and later sells the item for its fair
market value of $1 million, then it is simple to
calculate the capital gain. The capital gain is
simply what the taxpayer sold the item for
($1,000,000) reduced by what the taxpayer
originally paid for the item ($500,000). Thus,
the taxpayer would have a capital gain of
$500,000 (i.e., the profit from the sale would be
$500,000).

The capital gain calculation becomes more
complicated in the context of a bargain sale.
Suppose the taxpayer has the same asset which
he purchased for $500,000 that now has the
same fair market value of $1 million. But
instead of selling the asset for $1 million, the
taxpayer donates the asset to a charity, and in
exchange for the donation receives an annuity
worth $800,000. What is the capital gain
resulting from that transaction? It is NOT
simply the value of the annuity ($800,000) less
the price of the property ($500,000). The
calculation of capital gain for this transaction
uses the same process for calculating capital
gain in any type of bargain sale.

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

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

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

bargain sale).

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

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

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

recognition of all capital gain.

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

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

appreciated property, after an annuitant outlives his or her “expected return multiple,” all subsequent annuity

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

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

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

annuity (i.e., the portion that is not a deductible charitable gift) was $72,797.20 Thus, 72.7972% of the
property was used to purchase the annuity. Because 72.7972% of the property was used to purchase the

annuity, 72.7972% of the basis may be applied to calculate the capital gain resulting from receiving the
annuity. Thus, 72.7972% of the $60,000 basis (i.e., $43,678.32) may be used to calculate the capital gain.
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Subtracting this $43,678.32 (i.e., 72.7972% of
the $60,000 basis) from the $72,797.20 value of
the annuity results in a capital gain of
$29,118.88. 1If this annuity were being paid to
someone other than the donor (or donor and
donot’s spouse), then this capital gain would be
recognized immediately. But, in this case, the
annuity is being paid to the donor, so this
capital gain can be spread out over the life
expectancy of the donor as of the date of the
initial transaction (a.ka. “expected return
multiple”).
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As a result, $1341.88 of each check
($29,118.88/21.7) will be counted as capital
gain until all of the capital gain ($29,118.88) is
recognized.

Now that we know that $1,341.88 of each
$4,000 check will be counted as capital gain, this
leaves open the question of the tax treatment
for the remainder of each check. As before,
part of each gift annuity check (received prior to
the annuitant’s outliving his or her “expected
return multiple”) will be tax-free return of
investment.

To calculate the amount of each $4,000 annuity
payment that will qualify as tax-free return of
investment, we divide the part of the basis used
to purchase the annuity by the annuitant’s
“expected return multiple” (i.e., original life
expectancy). In this case, 72.7972% of the
property was used to purchase the annuity
portion (with the remaining part of the
property transferred as a deductible charitable
gift), meaning that 72.7972% of the $60,000
basis may potentially be returned to the donor
as tax-free return of investment.
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This $43,678.32 (72.7972% of the $60,000) of
basis will be returned in equal shares over the
first 21.7 years of the annuity payments,
meaning that $2,012.83 of each annual $4,000
payment will be tax-free return of investment.

In addition to the $2,012.83 of each annual
payment that will count as tax-free return of
investment, part of each payment will be
capital gain. As previously calculated, the
capital gain portion of each check will be
$1,341.88. Everything else, by definition, is
ordinary income. Thus, in this case the
ordinary income portion of each check will be
the total check ($4,000) less the portion of
each check that is tax-free return of investment
($2,012.83) and the portion of each check that
is capital gain ($1,341.88), or $4,000-$2,012.83-
$1,341.88 = $645.29.

Untl the donor/annuitant lives beyond his
“expected return multiple” (i.e., original life
expectancy) each $4,000 check will consist of
$2,012.83 tax-free return of capital, $1,341.88
capital gain, with everything else ($645.29)
treated as ordinary income. After the annuitant
lives beyond his “expected return multiple”
each $4,000 check will consist entirely of
ordinary income.

As a side note, the tax treatment of the
check in the 220d year will be slightly different
because of the 21.7 year “expected return
multiple.” In that year, all of the remaining
tax-free return of capital will be returned
($2,012.83 X .7=$1,408.98), and all of the
remaining capital gain will be recognized
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($1,341.88 X .7 = $939.32), leaving the remaining amount of $1,651.70 ($4,000-$1,408.98-$939.32) as

ordinary income.

to someone other than the donor.
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If the donor dies prior to reaching his original
life expectancy (“expected return multiple”),
then the donor fails to receive his entire
original investment in the annuity portion of
the transaction, i.e., the “sale” portion of the
basis. In this case, the donot’s last tax return
can deduct the portion of the basis allocated to
the annuity portion of the transaction not yet
returned to the donot. No additional
recognition of capital gain is made. (This
makes sense because the donor, failing to live
to his or her life expectancy, did not actually
receive any further benefit.)

The final area of potential tax consequences for
a Charitable Gift Annuity relates to gift
taxation. When discussing gift taxation, we are
not referring to any charitable gift or charitable
gift portion of the annuity. Instead, we are
considering gift transfers to mnon-charitable
recipients. Gift transfers are taxed as part of
the estate and gift taxation system. In 2023, the
exemption amount for gift and estate taxes was
$12.92 million (or $24.84 million for a married
couple). Thus, for the vast majority of donors,
estate and gift tax considerations will be
irrelevant.  But, for those where estate tax
considerations are important, it is useful to
understand the gift tax implications of
purchasing a Charitable Gift Annuity that pays

If the donor names an annuitant other than
himself, the donor has made a gift to that
person. If that person is not the donor’s
spouse, then this gift is a taxable gift. The value
of the gift is simply the value of the annuity as
calculated previously.
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but a deferred annuity is not.
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However, the value of the taxable gift made to
the annuity recipient will be reduced by the
annual present interest exclusion for gifts if the
Charitable Gift Annuity is the typical immediate
annuity interest. For example, in 2025, the
annual present interest exclusion for gifts was
$19,000 per donor per donee. Thus, if a donor
named another person as the beneficiary of a
Charitable Gift Annuity where the annuity
portion was valued at $100,000, the amount of
the taxable gift would be $100,000-$19,000, or
$81,000. This present interest exclusion would
not apply if the gift annuity purchased was a
deferred gift annuity, because the exclusion
only applies for present interests. An immediate
annuity is considered to be a present interest,

A transaction as straightforward as a Charitable
Gift Annuity can result in a wide range of tax
consequences, including a charitable income tax
deduction, recognition of ordinary income, tax-
free return of investment, recognition of capital
gain (cither immediate or deferred), and gift
taxation. This same set of tax consequences
also applies to other transactions such as a
Charitable Remainder Trust, but in slightly
different ways.

We have examined the taxation rules for
Charitable Gift Annuities. However, certain
scenarios can create unusual cases where the
application of these rules may not be
immediately obvious. Next, we turn to some of
these tricky examples to see how the taxation
rules operate in these circumstances.
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We have already examined the rules for capital
gain resulting from purchasing a Charitable Gift
Annuity with appreciated property. However,
there is a separate tax rate for long-term capital
gain for collectibles. Collectibles are items such
as artwork, antiques, stamps, coins, and jewelry.
Capital gain on these items is taxed at a
maximum rate of 31.8%. What taxation would
result if a Charitable Gift Annuity were
purchased in exchange for appreciated
collectible items?

The initial calculations are identical to those
used for any other item of capital gain property.
Thus, the same amount of capital gain would be
recognized from each check as in the previous
example where the donor gave appreciated
stock rather than appreciated collectibles. The
only difference is that when the donor
recognizes the capital gain, the donor must
recognize the capital gain as capital gain for
collectibles.

The general principle here applies to all forms
of capital gain. The nature of the capital gain
income does not change when it is later
recognized by the donor. The result of the gift
annuity transaction is to simply defer the
recognition of the capital gain, but not to
change the character of the capital gain.
Although we know in advance how much and
what type of capital gain will be recognized in
future years, we cannot say with certainty what
the tax rate will be for that type of capital gain
in a future year. Even if current tax rules do
not change, the donor’s future income levels
may change, which will cause the tax rate to
change. Purchasing a Charitable Gift Annuity
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with appreciated property produces the clear advantage of paying capital gains taxes later, rather than today.
However, if the donor 1s in a higher income bracket today, but will be in a lower income bracket in the future
(e.g., after retirement), then the gift annuity transaction may result not only in tax deferral, but also in tax
reduction (or even complete tax avoidance if the donot’s future income 1s low enough). For the donor who
18 in a high income tax bracket today, but expects to be 1n a lower income tax bracket after retirement in the
future, the Charitable Gift Annuity purchased with appreciated property generates the “double bonus™ of an
immediate income tax deduction today (when income and tax rates are high) and deferral of recognizing
capital gain until future years (when income and tax rates will be low). The use of a deferred or flexible
Charitable Gift Annuity which postpones the initial payments for some years can generate even longer tax
deferral.

Given the higher tax rate, the deferment of recognizing capital gains taxes with appreciated collectible
items may be even more attractive than with the use of appreciated stocks. A key challenge in such
transactions is that the charitable tax deduction may be limited to the share of basis applied to the “gift”
portion of the transaction unless the charity plans to make use of the collectibles 1n 1ts charitable purpose,
rather than simply selling them. Let’s examine how this might work with a tangible personal property gift.

Suppose that a donor gives a work of art (or
any other tangible personal property) to a
charity in exchange for a gift annuity. The
charity plans to immediately sell the art in order
to provide funds for making the annuity
payments. As in our previous examples,
assume that the donor purchased the art for
$60,000 more than one year ago, making this
long-term capital gain, with a $60,000 bass.
What 1s the charitable deduction for such a
transaction? If the donor were giving $100,000
of cash, the deduction would be the difference
between the $100,000 transfer and the
$72,79720  wvalue of the annuity (e,
$27,202.80). The same deduction would apply
if the donor were giving $100,000 of long-term
capital gain appreciated securities with the same $60,000 basis. However, in this case, the deduction will be
lower. Why? The critical distinction here is that the gift is of “unrelated use” tangible personal property,
because the charity intends to sell the artwork, rather than use it in its charitable purposes.

Because this is “unrelated use” tangible
personal property, the deduction 1s limited to
the Jower of basis or fair market value. Of
course, this rule applies to all gifts of “unrelated
use” tangible personal property, regardless of
whether or not those gifts are given in exchange
for an annuity. Can we simply deduct the
$60,000 basis as a gift? No. Because part of
the basis 1s used to purchase the annuity (te.,
the “sale” part of this bargain sale), and only
part of the basis applies to the charitable gift
portion (1.e., the “gift” part of this bargain sale).
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To calculate the share of cost basis used for the
gift portion, we follow exactly the same process
as before. The only difference here is that this
calculation focuses on the gift portion of the
basis, rather than the sale/annuity portion of
the basis.

Just as before, the first step is to divide the
property value into the gift portion and the
annuity/sale portion. The annuity/sale portion
is 72.7972%. 'This is because, as before, the
IRS valuation of the annuity is $72,797.20. The
remaining amount from the $100,000 transfer
is the gift portion. Thus, the gift portion is
27.2028%, representing $27,202.80 of the
$100,000 transfer. If the transfer from the
donor was cash or appreciated securities held
for more than one year, then this $27,202.80
would be the deductible gift. However, we
cannot deduct this full amount, because for this
type of property gift only the basis can be
deducted, not the higher fair market value.

In order to calculate the deduction, we must
divide the cost basis between the gift portion
and the sale/annuity portion. The cost basis
will be divided in exactly the same way that the
property value (or total transaction amount)
was divided. Thus, 27.2028% of the $60,000
basis (i.e., $16,321.68) will apply to the gift
portion of the transaction.
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This $16,321.68 of the basis is the deductible
charitable gift resulting from the transaction,
because only basis may be deducted when
giving “unrelated use” tangible personal
property (such as artwork that the charity
intends to sell).

Finally, the simplest taxation result comes from
an IRA to Charitable Gift Annuity rollover. All
payments received from such an annuity are
100% taxable. That’s it. The reason this is so
simple is that the annuity is purchased with pre-
tax money. So, both the earnings and the
return of the original investment are taxable.
This is limited to a one-time transfer up to a
maximum of $50,000 adjusted for inflation.
For example, in 2025 this maximum was
$54,000.

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

This chapter examines charitable gifts of partial
interests in property. The topic of this chapter
may initially appear not as interesting or relevant
as some of the chapters covering well-known
specific charitable planning techniques.
However, gifts of partial interests (specifically
retained partial interest gifts where the donor
keeps some rights in property and gives other
rights in the same property to the charity) are a
fundamental concept that will be used again and
again in advanced techniques. For example,
Charitable Remainder Trusts, Charitable Lead
Trusts, gifts of remainder interests (with
retained life estates) in homes and farmland, and
even qualified conservation easement gifts are
all forms of partial interest gifts where the
donor retains some rights in the property given to charity. Although this chapter does not address the
specifics of such gifts (which are covered in their own chapters), this chapter provides a brief theoretical
foundation of how and why partial interest gifts, such as these, are sometimes allowed and sometimes
disallowed. Additionally, this chapter also covers some specific gifting techniques that, while relatively
straightforward, may be useful in a variety of circumstances.
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So, let’s begin with a definition. What is a
retained partial interest gift? A retained partial
interest gift occurs when a donor gives a charity
some rights to an item of property, but
simultaneously keeps some other rights in the
property. Notice that what is being divided
here is not the property itself (such as taking the
tire off of a car), but rather the legal rights to
the property. In the law, property ownership
represents a bundle of rights. These rights can
be kept together where one person owns all of
them, or these rights can be divided where
different people own different rights. For
example, the tenant in an apartment has certain
rights, such as the right to use the property for
residential purposes so long as the rent is paid.

However, the owner of the apartment building also has rights in the apartment property, such as the right to
take possession of the apartment at the end of the lease period. A retained partial interest gift occurs
whenever a donor splits types of ownership rights and gives some of them to charity while retaining others.
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An example of splitting the rights between the
donor and a charity would occur if the donor
gave ownership of an automobile to a charity,
but retained the right to use the automobile for
one year. Given that the charity has received
some rights (i.e., ownership in one year), is it
reasonable to allow an immediate tax deduction
for this transfer?
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Another example of a partial interest gift
reverses the previous situation by giving the
charity the right to use the property for one
year, after which the donor has full ownership
rights.  Given that the charity has received
some rights (i.e., the right to use the property
for one year), is it reasonable to allow a tax
deduction for this transfer?

Another example of a partial interest gift would
be a transfer of land to a charity where the
donor keeps all rights to extract minerals from
the land. Once again, the donor has retained
some types of rights and the charity has
received different types of rights in an item of
property. Given that the charity has received
some types of rights (i.e., the ownership of the
land, except for mineral rights), should a tax
deduction be allowed for this transfer?

The general rule is that the donor cannot keep
ownership rights in gifted property and still
deduct the gifts.  There are some very
important specific exceptions to this general
rule that we will examine in detail later.
However, if none of these specific exceptions
apply, the partial interest gift with retained
rights will not generate a deduction.
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For example, if the donor gives the title to a car
to a charity, but retains the right to use it for
one year, there is no immediate charitable
income tax deduction. This is a partial interest
gift with retained rights because the donor
retains rights to the gifted property. This gift
does not qualify for any of the special
exceptions to the general rule against
deductions for such partial interest gifts, so
there is no immediate income tax deduction.
The emphasis is on there being no
immediate tax deduction because the donor could
later transfer the remaining rights to the charity
or the donot’s rights could expire. In either
case, the transfer to charity would no longer be
a retained partial interest gift because the donor

would no longer have any retained rights. At that point, the transfer would become a completed gift not
involving any retained interests and would therefore be deductible. So, in this example, after one year — when
the donort’s rights expire — then the gift of the vehicle would be complete and could be deducted based upon

its value at that time.
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Similatly, allowing the charity to use property
does not generate a deduction when the donor
still retains underlying ownership of the
property. Because the donor is retaining rights
in the gifted property, this is a retained partial
interest gift. Because none of the special
exceptions apply to this partial interest gift it,
therefore, will generate no deduction. Thus,
allowing the charity the rent-free use of a
building when the donor retains ownership
rights to the building will generate no charitable
tax deduction.
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As a final example, transferring ownership of
land to a charity, but retaining the mineral rights
also generates no charitable income tax
deductions for the donor. The donor has given
some rights in the property, but retained some
other types of rights in the same property,
making this a retained partial interest gift.
Because this transfer does not qualify for any of
the special exceptions, the general rule (that
partial interest gifts are not deductible) will

apply.

These are all examples of the general rule
(which has some very important exceptions)
that donors may not keep some rights in the
property and still deduct a transfer of other
rights to a charity. Notice that this rule applies
to retaining rights in the same property that was
given to the charity. For example, it does not
prevent a deduction for giving a specific 10-acre
tract to charity from a 1,000 acre farm. In that
case, the donor retains no rights to the 10-acre
tract given to the charity, but retains rights only
in the 990 acres not transferred to the charity.
Similarly, a donor could give the steering wheel
of an automobile to charity and keep the rest of
the car. This would not be a partial interest gift
because the donor retains no rights to the

specific item of property (the steering wheel) given to the charity.
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We have been examining cases where the
general rule against deductions for partial
interest charitable transfers applies. But, why
do we have such a rule in the first place? Why
not simply allow deductions for the fair market
value of any partial interests transferred to the
charity?
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The problem with partial interest gifts is that the
donor may be able to manipulate the property
to get more value for the donor’s share and less
value for the charity’s share. The charity may
not complain about such manipulation because
it is still getting some value, which is better than
nothing.  However, because the charity is
getting less value than that assumed by the
calculation of the tax deduction, this violates tax
policy goals. How might a donor manipulate
the property to reduce the charity’s share if such
partial interest gifts with retained interests were
deductible? Let’s look at a few examples.

Suppose a donor could transfer an automobile
to charity, retain the right to use the automobile
for one year, and still deduct the value of the
automobile subtracting only one year of
projected depreciation. Could the donor use
the automobile in such a way that the charity
would receive very little value at the end of the
year? Yes. Thus, the donor could receive a tax
deduction based upon a much higher value than
that actually transferred to the charity. To avoid
this problem, such partial interest gifts do not
generate a tax deduction.

Or, let’s reverse the situation and give the
charity the right to use the property while the
donor retains ownership at the end of the use.
Suppose a donor gives a charity the right to use
his newly planted olive tree orchard for seven
years. What if the donor was allowed to deduct
the fair market rental value for farmland? In
this case the land produces nothing for the first
seven years. (Newly planted olive trees do not
produce until after seven years.) A cooperative
charity would not disturb the olive trees,
allowing the owner to deduct the gift of a right
which has no real value. Thus, once again, the
donor would receive a tax deduction based
upon a much higher value than that actually
transferred to charity if this prohibition against
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partial interest deductions were not in place.

As a final example, let’s suppose that a donor
gave $2 million worth of stock in his
corporation to a charity, but retained the right
to repurchase the stock for $2 million any time
in the next three years. This is a retained partial
interest gift, because the donor is retaining
some rights in the property gifted to charity.
Were it not for the prohibition against
deductions for such partial interest gifts, the
donor could deduct $2 million. (This is logical
because the charity receives $2 million of
property and the right to repurchase the
property requires a $2 million transfer.) How
could such a transaction be abusive of the tax
code? Suppose that the corporation’s only
product was a new cancer drug that would be
cither approved or rejected by the FDA in three years. If approved the $2 million of stock would be worth
$200 million. If rejected, the $2 million of stock would be worth zero dollars. If the partial interest charitable
gift were deductible, the donor could guarantee a $2 million deduction — worth nearly $1 million in reduced
tax payments depending upon the donor’s income and state of residence — and still retain the repurchase
rights to capture the potential $198 million gain. Even if the donor had no charitable interests, the charitable
gift risk scenario (outcomes of §1 million benefit plus a possible $198 million benefit) could be preferable to
the non-charitable risk scenario (outcomes of $0 benefit plus a possible $200 million benefit). Because of the
partial interest rule this transaction would generate no zwmediate charitable deduction. If the donor’s right to
repurchase expired, then, af that point, the gift would be completed, because the donor would have no retained
rights in the stock. But, the deduction would be based upon the value of the stock at the time that the
retained interests expired, not at the time of the initial transaction, thus eliminating the opportunity for
changing the donort’s risk scenario.

These examples all serve to explain why the
general rule prohibits donors from keeping
some rights to a gift of property and still
deducting the value of the partial interests
gifted to charity. Understanding this underlying
principle also helps to explain why the tax code
allows for certain exceptions to the general rule.
Specifically, these exceptions are cases in which
the opportunities to abuse the charitable tax
deduction have been largely eliminated.

191



RUSSELL JAMES

One of the exceptions to the general rule
against deducting gifts of partial interests is that
the donor can deduct if he or she gives all of an
“undivided portion” of his or her ownership
interests. We will be exploring this exception in
the rest of this chapter.  Other notable
exceptions to the general rule against
deductions for partial interest gifts with retained
interests include remainder interests (with
retained life estate) in a personal residence or
farmland,  Charitable = Remainder  Trusts,
Charitable Lead Trusts, Pooled Income Funds,
and qualified conservation easements. These
other exceptions will be addressed in other
chapters.

Why are partial interest gifts allowed if the
donor gives all or an “undivided portion” of his
or her interests? The underlying reason why
partial interest gifts do not generally create a
deduction is because of the potential for the
donor to subsequently increase the value of his
retained interests while reducing the value of the
charity’s interests. This type of behavior is not
a risk when the donor gives all or an “undivided
portion” of his or her interests.

If the donor gives away all of his interests,
he has retained nothing which could be
increased in value at the expense of the charity’s
interests. For example, if the donor owned only
the mineral rights to a piece of land, he could
deduct the gift of those mineral rights to a
charity. In contrast, no deduction would be allowed if the donor retained ownership in the surface rights of
the land, because the donor would not have given away all of his interests in the property. Thus, it is not the
giving of partial interests to a charity that makes the gift nondeductible. Rather, it is the simultaneous
retention of some interests by the donor that makes the gift nondeductible.

However, the donor may retain rights to the property, if the donor gives an “undivided portion” of ALL
of the rights owned by the donor. In this case, the donor gives a percentage (say, for example, 10%) of all of
his rights in the property to the charity. There is no opportunity for the donor to increase the value of his
rights while decreasing the value of the charity’s rights, because the donor and the charity have identical types
of rights (although perhaps with a different percentage ownership of those otherwise identical rights).
Because the donor and the charity have identical types of rights, thus eliminating the risk of abuse, the
retained interest by the donor will not prevent a charitable deduction. This difference between divided and
undivided shares may be, at first, difficult to conceptualize. So, let’s look at an analogy that may help to
clarify this distinction.
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Suppose that a donor owns a walnut tree.
Walnut trees are valuable both for their wood
and for the walnuts that they produce each year.
Suppose the donor wants to make a partial
interest gift, giving something to the charity and
keeping something for himself. The donor
could designate a specific branch and give the
charity the rights to collect the walnuts from
that specific branch. This is a divided share gift
(i.e., the donor is dividing the tree and giving
the charity rights to the walnuts from a specific
branch of the tree.) Alternatively, the donor
could give a 15% ownership interest in the
whole tree to the charity. This would give the
charity the rights to 15% of any walnuts
collected, 15% of the price of any wood sold

from the tree, and the right to force the sale of the tree. This would be an “undivided share” gift, because the
donor has gifted a share of every type of right he owns in the entire tree.

A “divided share” gift is not deductible.
Divided share gifts provide the opportunity for
the donor to subsequently reduce the value of
the charity’s share relative to the donot’s share.
For example, the donor might designate that
the charity receives all of the walnuts from a
particular branch. But, then at some later time
the donor might cut off that branch so that it
no longer produced walnuts. By doing this, the
donor could increase production for the rest of
the tree (which the donor still owns) by leaving
the roots to more strongly support the donot’s
remaining portion of the tree. This
opportunity for reducing the value of the
charity’s share relative to the donot’s share is
essentially the same logic that makes such

divided share gifts non-deductible where no special exception applies.
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In contrast, an “undivided share” gift is
deductible.  When the donor gives a 15%
ownership interest in the whole tree, this gives
the charity the rights to 15% of any walnuts
collected, 15% of the price of any wood sold
from the tree, and the right to force the sale of
the tree. There is no way for the donor to
increase the value of his retained ownership
rights relative to the rights given to the charity.
If the donor cuts off a branch, both the donor
(85%) and the charity (15%) own that branch as
well as the remaining tree.  Anything that
decreases the value of the charity’s interests also
decreases the value of the donot’s interest in
exact  proportion to  their = ownership
percentages. Because there is no opportunity

for abuse, this type of “undivided share” gift does generate a taxable deduction. Let’s now examine some
different examples of gifts to determine if they are divided share gifts (not deductible) or undivided share gifts

(deductible).
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Suppose a donor gives a West Texas cotton
farm to a charity, but keeps for himself all of
the mineral rights to that farm. Is that a gift of
an undivided share in all of the rights owned by
the donor, or a gift of a divided share giving
only specific kinds of rights to the charity? To
use our original analogy, is this gift more similar
to giving shared ownership in the whole tree
(i.e., all types of rights) or more like giving rights
only to specific branches (ie., giving only
specific types of rights, but keeping other types
of rights)?
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Here, the donor is making a charitable gift of a
divided share. The donor is not sharing all of
the different types of rights, but is instead
keeping some types of rights entirely for
himself. It may be that, to return to the tree
analogy, the donor is giving rights to walnuts
from a large majority of the tree branches. (In
othetr wotds, the value of what the donor is
giving may be worth more than the value of
what the donor is keeping.) Nevertheless, this is
still not sharing ownership in the entire tree
(i.e., the charity is receiving an interest in only
some types of rights, but is excluded from other
types of rights which the donor is keeping).

Suppose, however, a donor gives a 5%
ownership interest, as tenants in common, in a
West Texas cotton farm, including all mineral
rights. (The “tenants in common” ownership
form differs from the “joint tenants” ownership
form in that if one “joint tenant” dies, the
remaining “joint tenants” receive the deceased
tenant’s ownership share, whereas if one
“tenant in common” dies, the other “tenants in
common” have no automatic inheritance
rights.) Is this a gift of an undivided share in all
of the rights owned by the donor, or a gift of a
divided share giving only specific kinds of rights
to the charity while keeping other types of
rights for the donor?

Here, the donor is sharing a portion of a// types
of rights owned in the property. Consequently,
this is a gift of an undivided share (ie., it is
similar to giving a percentage ownership in the
entire “tree”). Because it is a gift of an wndivided
share, it is a deductible gift.
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Suppose a donor gives a painting to a museum
for it to own and hang in its gallery. However,
the donor keeps for himself all of the digital
and reproduction rights of the painting. (The
donor plans to sell prints and online images of
the painting even after the donation of the
painting itself.) Is this a gift of a divided or an
undivided share? In other words, does the
charity receive only specific kinds of rights or a
share of all rights owned by the donor?

This gift is a gift of a divided share in the
property and is therefore not deductible. The
donor is keeping all of certain types of rights for
himself. To return to the tree analogy, there are
some ‘“branches of the tree” in which the
charity has rights and other “branches of the
tree” in which the charity will have no rights.

Now suppose that the donor gives a 1/12
ownership interest in all rights to a painting.
This gift includes the right for the charity to
possess the painting for one month out of every
year. It also includes 1/12 of all other
ownership rights owned by the donor in the
painting. Is this a gift of a divided share (not
deductible) or an undivided share (deductible)?
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Because the charity receives a share of all of the
rights owned by the donor, this is a gift of an
undivided share. Such gifts of undivided shares
are generally deductible. However, here we
have a special rule that applies only to these
kinds of fractional shares in tangible personal
property. The reason for this special rule was
because of the popularity of these fractional
interest undivided share gifts of artwork. A
donor might have a large art collection, which
he displays in his home on a rotating basis.
Instead of rotating the artwork into his
basement, the donor could rotate the artwork
into an art museum by donating a fractional
ownership interest. In this way, the donot’s use
of the property does not functionally change,

yet, the donor can obtain a substantial charitable tax deduction. This type of gift clearly meets the general
rules for a deductible gift of an undivided share of property. However, there was some concern about the
overuse of this type of charitable deduction, which resulted in some special rules.

In order to deduct the gift of a fractional share
in tangible personal property, the donor must be
in the process of contributing the entire
ownership of the tangible personal property to
the charity. Specifically, all of the donor’s rights
must be given to charity within 10 years of the
initial deduction for the first fractional share
gift. Additionally, the donor must arrange his
estate in such a way that if he dies prior to the
end of the 10-year deadline then the charity will
receive all remaining rights to the tangible
personal property. Although this example is of
artwork, the rule applies to all forms of tangible
personal property, such as gifts of a fractional
interest in an automobile, an antique, jewelry or
other collectible item.

The amount of the deduction will be based upon the lesser of the value of the property during the year
of transfer of a fractional interest or the value of the property during any previous year of transfer of a
fractional interest. Thus, if the property increases in value after the initial gift of a fractional interest, the
donor will not benefit from this increase in value. Although these rules reduce the attractiveness of gifts of
fractional shares in tangible personal property, they do still allow for the deduction under these special

circumstances.
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Given that these rules must be followed over a
10 year period of time, it is reasonable to ask
what happens if the donor fails to transfer the
rest of his interest to charity within the 10 year
time? Or, similarly, what happens if the donor
dies prior to the end of the 10 year period, and
the estate does not give the remaining interest
to the charity?

Violating the rules for gifts of fractional shares
in tangible personal property results in
recapture. Specifically, all previous deductions
are now counted as ordinary income. The
donor must pay the taxes on this ordinary
income, plus interest, plus a 10% penalty on the
taxes owed. The result of recapture is
sufficiently unpleasant to deter taxpayers from
taking this deduction without completing the
ultimate transfer of all rights to the charity
within 10 years.

We have seen how a donor who retains specific
types of interests in property and gives other
types of interests to charity makes a
nondeductible gift of a divided share in
property. However, is there a case in which a
donor may contribute less than the complete
ownership rights (i.e., a partial interest) to the
property and still deduct the gift?
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The donor is allowed to deduct the gift of a
partial interest in property if the donor does not
retain some other type of interest different
from the type of interest given to the charity.
So, to return to the walnut tree analogy,
suppose that the donor does not own a walnut
tree, but instead owns only the rights to walnuts
from specific tree branches. The donor may
contribute all of his rights in the specific tree
branches to a charity and receive an income tax
deduction.

Why is the donor allowed to deduct such a
gift of partial interests to a charity? The reason
for the prohibition against partial interest gifts
to a charity where the donor retains some
different type of right is to prevent the donor

from increasing the value of his retained interest while decreasing the value of the interest held by the charity.
In this case, if the donor gives everything that he owns (or a share of everything that he owns), then there is
no risk of the donor increasing the value of the type of right that he has retained and simultaneously
decreasing the value of the type of right that the charity owns. If the donor gives everything that he owns, he
is retaining no rights in the property, thus eliminating the risk of this conflict. Similarly, if the donor gives a
share of all of the interests he owns (even if he only owns partial interests), there is no way for the donor to
increase the value of his interests while decreasing the value of the interests given to the charity.

Consequently, these transfers are deductible.
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Suppose a donor gives farmland to a charity.
However, the donor never owned the mineral
rights to the land. Thus, the donor is giving a
partial interest in the land to a charity. Is this
gift deductible?
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This gift is deductible because the donor is
giving all of the rights he owns to the property.
Whenever the donor gives all of the donor’s
interests in the property, there is no retained
interest and consequently the gift may be
deducted.

Suppose instead of giving the farmland to a
charity, the donor gives a 5% interest in the
farmland to the charity. As before, the donor
never owned the mineral rights to the land. Is
this a deductible gift?

This is a transfer of an undivided share of all of
the donor’s interests in the property.
Consequently, this is a deductible gift. The
donor is not retaining any types of rights
different from the types of rights given to the
charity  (although the exact ownership
percentages differ).
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remainder interest (right to own after death).

This next transaction shows how these rules
can be combined to generate creative and
useful transactions. In this case, the donor
begins by giving the charity the right to own his
vacation home after he dies using a remainder
deed (the remainder interest). The donor
retains the right to use the property for the rest
of his life (the life estate).

Although dealt with in a separate chapter,
remainder interest gifts in a personal residence
(with a retained life estate) are deductible as a
specific exception to the general rule against
deductions of partial interest gifts where the
donor retains different types of interests. The
total ownership rights to a property consist of
the life estate (right to use during life) and the

After this transaction, the donot’s only remaining interest in the property is the right to use it for the
remainder of his life. This right to use is called a life estate. The donor then gives an 11/12 interest in his life
estate, keeping the right to use the property for one month out of the year. This gift is deductible because it
is an undivided interest in all of the rights still owned by the donor. Through this series of transactions, the
donor has been able to transfer and deduct all rights to the property, excepting only the lifetime right to use
the vacation home for one month of the year. Depending upon the donor’s age, this type of transaction
could easily result in deductions of 95% or more of the value of the property. If the donor’s use of the
property had been to occupy it for only one month out of the year anyway, this massive deduction comes

without changing the donor’s lifetime use of the property.
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Note that if the donor had given an 11/12
interest in a life estate to the charity before
giving the remainder interest, this would not
have been a deductible gift. In that case, the
donor would have been retaining a different
type of right (the remainder interest), than the
type of right given to the charity (a life estate).
And, there are no special exceptions for gifting
life estates as there are for gifting remainder
interests. But, because the donor did not make
the gift of the 11/12 interest in a life estate until
after his only interest in the property was a life
estate, the transfer is deductible. At that point,
the donor is giving an undivided share of all of
the donor’s interests, because the donot’s only
remaining interest is a life estate in the property.
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Partial interest gifts are also allowed if all of the
donor’s interests are transferred to different
charities. As before, the concern is not with
deducting the transfer of a partial interest to a
charity, the concern is in allowing this
deduction when the donor simultaneously
retains different types of rights to the property.
Such a concern does not apply here, because
the donor keeps nothing for himself. It is thus
perfectly acceptable to give a variety of different
partial interest gifts to different charities when
the donor retains no rights to the property.

As an example of this, if a donor were to give
underlying ownership of farmland to the Red
Cross, but give the mineral rights in the
farmland to the Salvation Army and also give
rent-free use of the property for 10 years to his
local church, this would constitute a deductible
gift of all the donor’s interests in the farmland.
Consequently, the donor could deduct the full
value of the farmland, even though the
ownership rights were split among multiple
charities.

The bottom line result is that donors will get no
deduction if they keep any type of rights that
are different from the type of rights given to
the charity. In other words, the donor must
give or share all of his rights, or there is no
deduction. The specific exceptions to this
general rule (Charitable Remainder Trusts,
Charitable Tead Trusts, Pooled Income Funds,
remainder interest with retained life estates in
homes or farmland, and qualified conservation
easements) will be addressed in other chapters.
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As we end this chapter, it might be useful to
note that gifts of partial interests in property
through the designated exceptions constitute
the bulk of all planned giving structures.
Allowing a donor to make a transfer to charity,
but still keep some rights in the property is a
technique which can allow the donor to make a
charitable impact even in cases where he or she
still has some needs from the property. This
splitting of rights can create a fundamental
benefit of planned giving: showing a donor who
says, “I wish I could do more, but...” that it is
possible to both benefit the charity and
accomplish the donot’s other financial goals,
even when traditional outright gifts are not
feasible.
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11 RETAINED LIFE ESTATES (REMAINDER INTERESTS) IN HOMES
AND FARMLAND

In this chapter, we will examine the somewhat-
less-well-known charitable planning strategy of
donating a remainder interest in a personal
residence or farmland while retaining the life
estate. ‘This topic is useful for two reasons.
First, this strategy can be valuable for donors
with an interest in leaving a bequest gift who
would also like to receive an immediate income
tax deduction for their commitment. The
remainder interest with retained life estate gift
instrument itself is relatively simple, and
because few fundraisers or advisors are familiar
with this option, it may prove to be a useful
niche strategy that can lead to attractive
opportunities.
Second, this is the simplest type of

planned gift that generates an immediate tax deduction for a transfer that will usually benefit the charity only
years later. Typically, the charity becomes the owner of the property only after one or more lifetimes (or
sometimes after a fixed number of years). This same concept—a transaction that benefits a charity primarily
in the distant future, but still generates an immediate income tax deduction—appears in a number of more
complex contexts. This same idea appears again in charitable structures such as Charitable Remainder Trusts
and grantor Charitable Lead Trusts. But, in those cases the idea is combined with other financial benefits
coming back to the donor from the trust. Before advancing to these more complex structures, it may benefit
the reader to understand this relatively straightforward gift. In this way the remainder interest gift with a
retained life estate is not only an independently useful transaction, but serves an important conceptual

building block for even more sophisticated planning.
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As was addressed in a previous chapter, a
partial interest gift with retained interests occurs
when a donor donates some types of rights to
property, but keeps other types of rights in the
gifted property. Remainder interest gifts with
retained life estates are exactly this type of
transaction. The donor gives a remainder
interest (the right to own after death or after a
period of years) in a home or farmland to
charity, but keeps the right to use the property
in the meantime (during life or for a period of
years).

The general rule is that if a donor retains an
interest in gifted property (giving the charity
only a partial interest), the donor may not take a
deduction for that type of transaction.

Gifts of remainder interests in a personal
residence or farmland while retaining a life
estate are a special exception to the general rule
against deducting partial interest gifts where the
donor retains other ownership interests in the
gifted property. The other special exceptions to
this general rule are Charitable Remainder
Trusts, Charitable Lead Trusts, Pooled Income
Funds, and qualified conservation easements.
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In many ways, a remainder interest gift with a
retained life estate is similar to a will A
remainder interest gives the right to someone
else to become the owner of property after the
death of the current owner (or another person)
or after a certain number of years. Typically,
the donor, who owns the property, gives a
charity the right to own the property after the
donor’s death (or after the last to die of the
donor and the donor’s spouse). But, it is also
possible to set up a remainder interest with a
retained life estate in a variety of different ways.
Any person or persons can be used as the
“measuring life” after which the property would
go to the charity as the remainder interest
holder. For example, a donor could gift a
remainder interest to a charity that takes effect only after the death of the donor, the donor’s spouse, and all
currently living children and grandchildren of the donor. Although the charitable deduction for such a
transfer might be relatively small—given the likely number of years the charity would have to wait to become
the owner of the property—there would still be some charitable deduction. In another twist, a donor could
give a charity the right to own the property after the death of, for example, the donor’s sister and then donate
the right to use the property for her life to the sister. Many such constructions are allowed, but they are also
quite rare compared with the standard approach of the donor retaining a lifetime right to use the property
(i.e., retaining a life estate) and giving the remainder interest to the charity.

Although it transfers full ownership of property
at death, the remainder interest with retained
life estate differs from a will in important
respects. Unlike a will, the decision to transfer
a remainder interest in real estate is not
revocable.  Once the remainder interest is
given, it is immediately owned by the recipient.
This can be a tricky concept to understand.
Even though a remainder interest might not
result in the transfer of full ownership until
after the death of the donor, that right to receive
the property at death is imediately owned by the
holder of the remainder interest. Because this
right is immediately owned by the remainder
interest holder, it can even be sold.

For example, suppose a donor gives a
remainder interest in his home to his favorite charity while retaining the life estate. This gives the charity
ownership of the right to receive the home at the death of the donor. The charity could wait until the donor
dies and then the charity would become the full owner of the home. However, the charity could instead
immediately sell this right to an investor, in which case the investor would receive the home at the death of
the donor. The home, at the death of the original owner, will be owned by whoever owns the remainder
interest at that time. These later transfers have no effect on the charitable deduction. (In the same way, the
charitable deduction for a donation of a share of stock is not affected by whether or not the charity later sells
the stock to someone else). It is this irrevocable and transferable nature of the remainder interest gift that
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makes it immediately deductible. Because the charity has received a valuable right today (one that can even
be sold today), the donor can take a charitable deduction today even though she retains the right to use the
property for the rest of her life. In contrast, no income tax deduction results from naming a charity in a will,
because the charity has no rights prior to the donor’s death. The charity can be removed from a will at any

time, but giving a remainder interest deed is permanent.

Although the donor cannot prevent the future transfer of these rights from the charity to another buyer,
it would be common for the charity to communicate with the donor in advance regarding its plans. In some
cases, the donor may encourage the charity to sell the rights in advance, so that the donor may see the impact
of his gift while he is still alive. For some donors, this is an attractive concept that would be impossible if

using a will instead of a remainder interest deed.
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This remainder interest gift must be transferred
by means of a remainder interest deed. Even an
otherwise identical arrangement created by a
trust or a contract will not generate an income
tax deduction. Only a deed will work. This
makes the transaction  documentation
extraordinarily simple. Using a standard deed
form with the transferee listed as “life estate to
John A. Donor, remainder interest to XYZ
charity” will usually be effective. (The
simplicity of this transaction may, ironically,
contribute to its underutilization as some
attorneys  may  favor more  complex
arrangements that generate more billable
hours.)

Taking a charitable deduction for the transfer of
a remainder interest to charity while retaining a
life estate is limited to specific types of
property.  Only two types of property are
eligible: farmland and a donor’s personal
residence(s). Any land and improvements used
to raise crops or livestock qualifies as farmland.
The land will qualify as farmland even if the
donor is not farming the land himself, so long
as someone is using it to raise crops or
livestock. Land being used to raise crops or
livestock is farmland, even if its valuation is
based upon its usefulness as commercial
development property.
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A donor need not transfer a remainder interest
in his entite farm, but can deduct a remainder
interest gift in any part of a farm. (Using the
term “farmland” rather than “farm” avoids the
impression that the donot’s entire farm must be
given to charity at death in order to take this
deduction.) For example, the donor who owns
a 1,000 acre farm can take an immediate income
tax deduction for giving a remainder interest
with a retained life estate in 10 acres of that
farm.

The donor can identify specific acreage within a
farm to be gifted by a remainder interest deed
while keeping the life estate (i.e., right to use
during life). But, could the donor deduct a
remainder interest gift of an undivided share in
farmland? In other words, could a donor
deduct the gift of a remainder interest in an
undivided 10% interest in 100-acres of
farmland, rather than a remainder interest in 10
specific acres?

The answer is, “Yes.” Thus, a donor could
make a remainder interest gift of 5% of his
farmland. The donor could even choose to do
this every year for 20 years until all of the
remainder interest in the farmland was
transferred. Such a spreading out of deductible
gifts might be attractive to a donor, depending
upon the donor’s tax circumstances and the
ongoing  appreciation of the property.
Appreciation is important because the value of
each gift increases as the value of the underlying
farmland also increases. Further, each gift may
generate a greater deduction because the donor
is one year older at each transfer, making the
remainder interest more valuable due to the
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reduced life expectancy of the donor. (This is, of course, assuming the typical arrangement where the donot’s
life is the measuring life for the life estate after which the property is transferred.) However, the deduction for
such undivided interest gifts may be slightly reduced based upon the cost that a charity could incur to force a

sale or division of the property (called “partitioning”).

Can a donor deduct the transfer of a remainder
interest in mineral rights while retaining a
lifetime right to use them? If the donor is
transferring a remainder interest in only the
mineral rights, this will not qualify for a
charitable deduction. Mineral rights, by
themselves, do not constitute farmland.
Farmland is land used to raise crops or
livestock. Mineral rights, by themselves, cannot
be used to raise crops or livestock. However, if
the donor is transferring a remainder interest in
farmland that includes both the farmland
surface rights and mineral rights, this constitutes
a deductible gift. Thus, the value of the gift will
be based upon the total value of the land
including both surface rights and mineral rights.

But, this is only available if the mineral rights are transferred as part of the transfer of the farmland. It is also
acceptable to deduct the transfer of a remainder interest in farmland where the donor does not own any

mineral rights.

As mentioned above, transferring the remainder
interest in farmland generates a charitable
deduction even when the donor retains a life
estate in the property. But, how much is this
deduction? Certainly, the deduction will be less
than if the donor immediately gave the land to
the charity, but, how much less? The deduction
will be the present value of the right to receive
the land in the future. This present value
depends upon the current value of the land, the
interest rate, and how long the charity would
likely wait to receive the land (ie., the life
expectancy of the donor if the donor is the
measuring life for the retained life estate).

As a practical matter, the calculation can
be completed by identifying the interest rate

(known as the §7520 rate) found at https://www.irs.gov/businesses/small-businesses-self-employed/section-
7520-interest-rates and then using the interest rate to identify the correct remainder percentage for one ot two
lives or a specific term from the tables at https://www.irs.gov/retitement-plans/actuarial-tables Let’s walk
step-by-step through the process for completing such a calculation.

210



RETAINED LIFE ESTATES AND REMAINDER INTERESTS IN HOMES AND FARMLAND

Suppose we wish to calculate the charitable
deduction for a remainder interest gift in
$100,000 of farmland given by a 59-year-old
donor on January 31 of 2017 where the charity
receives the right to own the farmland upon the
death of the donor. For this calculation, the
age of the donor is the age at their nearest
birthday on the date of the gift. First, we must
identify the appropriate §7520 interest rate.
Following the link
https:/ /www.irs.gov/businesses/small-

businesses-self-employed/section-7520-

interest-rates on January 31 of 2015 displays the
table containing the §7520 interest rate. The
donor can choose the interest rate from the
current month or the previous two months. In

this case, the interest rate in the current month was 2.4% and the interest rate in the prior months was 1.8%

and 1.6%. Which interest rate should the donot choose?

For gifts of remainder interests in homes and
farmland with a retained life estate the
charitable deduction increases as the interest
rate decreases. Consequently, the donor should
always choose the lowest available interest rate.
The gift to charity is calculated as the present
value of receiving the farmland (at its current
value) when the charity must first wait for the
current life expectancy of the donor to expire.
If interest rates are very low (e.g., 1%), then the
cost of waiting is also very low. When the cost
of waiting is low, the value of a gift requiring
waiting will be relatively high. When the cost
of waiting is high (e.g., a 10% interest rate), the
value of a gift requiring waiting will be relatively
low.

It may help to think about the present value of a remainder interest gift in these terms: How much
money would a person have to put in the bank today such that it would be worth $100,000 at the end of the
current life expectancy of the measuring life? If the bank paid 1% interest on the account, then a larger initial
deposit would be required than if the bank paid 10% interest on the account. Similatly, the present value of a
remainder interest gift with a retained life estate is higher if the prevailing interest rate (a.k.a. the §7520 rate) is

lower.
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The impact of different interest rates on the
charitable deduction for a remainder interest
deed can be seen dramatically in this example.
If the §7520 interest rate used is 11.6%, then
the deduction for a gift of a remainder interest
deed with retained life estate in $1 million of
farmland by a donor aged 59 is $156,840. If the
§7520 interest rate is 1.0% the deduction is
$804,790. Since both of these interest rates
were, at different times, the actual §7520
interest rate, this demonstrates real differences
in the deduction of otherwise identical
transactions.  This is also why gifts of
remainder interests in homes and farmland with
a retained life estate are so attractive during a
low interest rate environment. This remainder

interest giving technique is useful to keep in mind during such times because other more common techniques
(such as Charitable Remainder Annuity Trusts) are often less attractive during a low interest rate

environment.
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Understanding the relationship between interest
rates and the charitable deduction for gifts of
remainder interests results in selecting the
lowest available interest rate from the §7520
table in the current or previous two months. In
this example, the lowest interest rate is 1.6%.
Consequently, we will use 1.6% as the interest
rate for all subsequent calculations in this
example.



RETAINED LIFE ESTATES AND REMAINDER INTERESTS IN HOMES AND FARMLAND

To find the percentage of the value of the land
that will be deductible with a remainder interest
gift, we must download the relevant table.
(Links to these tables may be found at
https:/ /www.irs.gov/retirement-

plans/actuarial-tables) ‘The tables provided
allow calculations for a remainder interest
when transferring at the death of one person,
at the last to die of two people, or after a
specific number of years (term certain). In the
current example, we are calculating the
deduction for a gift of a remainder interest in
$100,000 of farmland given by a 59-year-old
donor on January 31 of 2017 where the donor
is the “measuring life” for the remainder
interest. Consequently, we will click on Table

S, which contains the single life factors. If the remainder interest would transfer to the charity at the death of
the last to die of the donor and the donot’s spouse, for example, then we would need to click on one of the
table R(2) links (in this case, the first one, because it contains the remainder factors for a 1.6% interest rate).

Clicking on the Table S link downloads an
Excel file. The first task is to scroll down
through the Excel file until reaching the portion
of the table labeled as “Interest at 1.6 Percent,”
because this is the {7520 interest rate being
used in this example. In this section, the row
associated with the age of the donor/measuring
life shows a remainder interest factor of
0.71057. In simple terms, this factor means
that this remainder interest gift will generate a
charitable tax deduction of 71.057% of the
value of farmland.

As you can see when scrolling through the
table, the charitable deduction will be larger
when the measuring life for the remainder
interest is older. This makes sense because as

age increases, life expectancy decreases, meaning that the charity will, on average, receive the property carlier.
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Once the remainder interest factor has been
correctly identified, the calculation for the
deduction is simple. In this case, the donor can
deduct 71.057% of the value of any land in
which he makes a remainder interest gift
subject to his lifetime right to use the property.
Thus, the charitable income tax deduction for
such a remainder interest gift with a retained
life estate in $100,000 of farmland is $71,057.

For a donor who has intent to leave a bequest
gift to charity, a remainder interest gift may be
particularly attractive. In both cases—whether
through a will or through a remainder deed—
the charity receives a gift at death. However,
with a remainder interest deed, the donor
receives an immediate income tax deduction
that can often be very large. This does come at
a cost. The primary cost is that the remainder
interest gift, unlike a will, is irrevocable. The
donor cannot later change his mind and decide
to take back the remainder interest gift. Also,
to be deductible, a remainder interest gift must
be a gift of farmland or a home. Because of
typical mortgage prohibitions against transfers,
such a gift normally requires debt-free farmland

or a debt-free house. Some donors may also be attracted by the reality that a charity can sell the remainder
interest, and thereby generate immediate cash for current projects. The substantial tax deduction may also
benefit the donor by increasing spendable assets (which now do not have to be spent on tax payments). This
may be particularly attractive for a donor who does not wish to sell the home or farmland, but wishes to get
an immediate monetary benefit from the property in order to supplement current income.
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As discussed previously, remainder interests in
farmland with a retained life estate can be gifted
in parts. This can be done either by gifting
remainder interests in specific acreage in a farm
or by gifting an undivided fractional share
interest (e.g., 10.72%) in specific acreage. (Such
undivided fractional share gifts are also
available for gifts of remainder interests in
personal residences with a retained life estate.)
This can provide the donor with tremendous
flexibility. For example, the donor could make
a remainder interest gift up to the point at
which income giving limitations would result in
further deductions being carried forward to
future years. Making additional remainder
interest gifts in future years may be preferable
to carrying forward charitable deductions because (1) the deduction will, ceferis paribus, be larger as the
donor/measuring life is one year older, (2) the deduction will be larger if the farmland has appreciated in
value, and (3) the death of the donor, or donor’s spouse if a joint gift, would not result in the loss of
carryover deductions.

An additional reason for considering a series of remainder interest gifts would be to coordinate the
receipt of tax benefits with the offsetting payment of life insurance premiums through an Irrevocable Life
Insurance Trust (ILIT). Although dealt with in detail in another chapter, the basic idea is that the use of life
insurance allows the heirs to receive money as a replacement for the value of the home or farmland they will
no longer be inheriting. In some cases, the heirs may prefer the life insurance proceeds because life insurance
purchased through an ILIT is not normally subject to estate taxes. However, only a limited amount of money
can be used each year to pay premiums of ILIT-owned policies without generating gift taxes (in 2025 this was
$19,000 annually per donee for each donor). Thus, spreading the deductions over a long period of time can
help to match with the life insurance premiums paid over several years.

This combination of transactions, where a
donor gives a remainder interest to a charity
and then uses the value of the resulting tax
deductions to purchase life insurance not
subject to estate taxes, can be very attractive.
The heirs lose the ability to inherit the property
subject to the gifted remainder interest, but gain
the opportunity to inherit life insurance
proceeds. Because the home or farmland might
have been subject to a 40% estate tax, estate
tax-free life insurance proceeds could be
particularly attractive. Let’s examine the details
comparing this type of transaction with less
sophisticated charitable planning.
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Let’s return to the 59-year-old donor
contemplating the disposition of $100,000 of
farmland. In this case, suppose the donor is
subject to a 43% marginal estate tax rate, a 37%
federal income tax rate, and a 6% net state
income tax rate (assuming no additional federal
income tax deduction for payment of state
income taxes due to the $10,000 cap). Further,
suppose the donor wishes to benefit both the
charity and his children at his death with the
$100,000 of  farmland. A simple,
unsophisticated approach would be to draft a
will in which part of the farmland (e.g., 10%)
would go to the charity and the rest (e.g., 90%)
would go to the children. Assuming that the
property appreciates to $125,000 at the time of
death, this would result in the charity receiving $12,500 (10% x $125,000). The children’s share would be
90% (90% x $125,000 = $112,500), but their share is first subject to estate taxes of 40%, leaving a net
inheritance of $67,500.

Let’s compare the results from that simple planning with the use of a remainder interest deed with
retained life estate and an ILIT. As described above, a remainder interest gift in $100,000 of farmland by this
age 59 donor generates an income tax deduction of $71,057. The value of a deduction depends upon the
marginal income tax rate of the taxpayer. In this case, assuming that the donor is at a 37% federal income tax
rate (charitable deductions count at 35%) and a 8% net state income tax rate (assuming no additional federal
deductions due to the cap on state tax deductions), this deduction would be worth $30,555. Using a rough
estimate, let’s suppose that this money could be used to purchase a $70,000 death benefit paid up life
insurance policy. (As a side note, the amount of insurance that can be purchased from the remainder interest
deduction may remain relatively stable in different interest rate environments. A low interest rate causes the
deduction to be larger and the insurance to be more expensive, whereas a high interest rate causes the
deduction to be smaller and the insurance to be less expensive.) At death, the children receive the $70,000
death benefit from the life insurance policy. However, this death benefit (because of the use of the ILIT) is
not subject to estate taxes, so the children receive the entire $70,000. In this case, the children’s inheritance is
approximately the same with either charitable plan. However, with the use of the remainder interest, the
charity receives the entire farmland, not just 10% of it. Thus, through sophisticated planning, the donor is
able to give 10 times as much to charity at death without disadvantaging his children.

As a side note, it is still critical to engage in charitable planning only for those clients who have charitable
interests. 'There are almost always sophisticated non-charitable estate planning strategies that are more
effective at transferring wealth to heirs as compared with charitable strategies. But, for the client who wishes
to have a charitable impact, these charitable strategies are powerful. One simple approach to identifying a
client’s charitable interests is to draw a circle and explain, “You can leave your estate to three groups: people
(family), charity, and government. Divide this circle into a pie chart showing how you would want your estate
divided between these three groups.” This conversation can quickly identify those who have charitable estate
interests and those who do not. Additionally, of use to attorneys and financial advisors is the likelihood that
the share assigned to government may be lower than that resulting from estate and gift taxes, thus generating
the motivation for exploring sophisticated estate tax planning.
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To this point we have been considering gifts of
remainder interests with retained life estates in
farmland. However, gifts of remainder interests
in the donor’s personal residence(s) with a
retained life estate can also be deducted,
although the calculations are a bit more
complex. The remainder interest must be in a
personal residence of the donor, but it need not
be the donot’s primary residence. Thus, for
example, the gift of a remainder interest in a
donor’s vacation home is deductible.

In fact, any home owned by the donor and used
by the donor as one of his or her residences will
qualify for a deductible remainder interest gift.
This can even include a boat with bathroom,
cooking, and sleeping facilities if it is actually
used by the donor as a residence.

Calculating the deduction for a charitable gift of
a remainder interest in a house is more
complicated than calculating the deduction for a
remainder interest in farmland. The deduction
for a remainder interest in a house will be less
than the deduction for a remainder interest in
farmland of the same value. This is because
farmland does not wear out or depreciate. In
contrast, houses, over time, wear out. This
expectation of the wearing out (depreciation) of
the house must be incorporated in the
estimation of the amount of value that the
charity will receive at the end of the life of the
donor/measuring life.
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Returning to our previous example, suppose
that the 59-year-old donor gave a remainder
interest in a $100,000 personal residence, rather
than a remainder interest in $100,000 of
farmland. The deduction for the gift of the
personal residence remainder interest would be
less than for the farmland remainder interest
($71,057 for the farmland v. $48,153 for the
home).

How is this deduction calculated? Part of
the value of the personal residence is the value
of the land on which the residence sits. The
deduction for this part of the personal residence
is calculated exactly like the deduction for the
farmland.  Thus, the remainder interest gift
generates a deduction of 71.057% of the value
of the /and underlying the personal residence. (The 71.057% comes from the calculation process described
previously for farmland.) There is also presumed to be an element of the house that does not depreciate,
which is referred to as “salvage” value. Because this “salvage” value does not depreciate it is also deducted at
the same percentage as the land (71.057%). The remaining value of the residence, however, is presumed to
depreciate. Consequently, this portion of the value of the residence may not be deducted at the full 71.057%
used for farmland, but must be reduced by a depreciation reduction factor. In this case, using the example
described below, the depreciation reduction factor is .32720, or 32.720%. Thus, the depreciable part of the
residence may be deducted at 38.337% (i.e.,, 71.057% less 32.720%). Combining the parts that can be
deducted at 38.337% with the parts that can be deducted at 71.057% results in a total deduction of $48,153
for the $100,000 home.

How 1is this depreciation reduction factor
calculated? The calculation can at first seem to
be complex or overwhelming. But, actually, it is
simply a matter of copying the correct numbers
into a division problem. Aside from the
information located in the IRS table C of
publication 1459 and the §7520 rate, the only
additional information needed is the age of the
donor/measuring life and the useful life of the
house.

Unlike other areas of tax law where
depreciation  is  incorporated  into  tax
calculations, there are no set years for the
depreciable life of a residence in this context.
The useful life of the house should be estimated
by an appraiser or engineer. The IRS examples
use 45 years for the useful life of a house, and so this is often treated as a viable estimation depending upon
the condition of the home.

Following the cue from the IRS example for this type of deduction, suppose that the residence will
depreciate over 45 years. This, along with the {7520 interest rate and the donor’s age, is the only information
needed to use the IRS tables to complete the calculation. Following the instructions of IRS publication 1459
(www.irs.gov/pub/irs-pdf/p1459.pdf) download table C (www.irs.gov/pub/irs-tege/table_c_2009.xls) and
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scroll down to the segment titled with “Interest at 1.6 Percent” (or whatever the appropriate §7520 rate is for
the date of the transaction). The numerator of the depreciation reduction factor is the R factor at the donor’s
age minus the R factor at the donot’s age after the useful life of the house (assuming the donor is the
measuring life for the retained life estate). In this case, the numerator is the R factor at age 59 minus the R
factor at age 104 (i.e., the age 59 measuring life + the 45 year useful life of the house). (If the life tenant’s age
plus the useful life of the house exceeds 109, which is the highest number on the table, simply use O for the R
factor at the donor’s age after the useful life of the house.) When using table C with a 1.6% {7520 rate, this
makes the numerator 510,527.3-77.95371 (or 510,449.34629). The denominator of the depreciation
reduction factor is the D factor at the donor’s age multiplied times the useful life of the house. In this case,
the denominator is the D factor at age 59 multiplied by 45, or 34667.69 X 45 = 1,560,046.05. Combining the
numerator and denominator results in 510,449.34629/1,560,046.05, or 0.32720. This is the depreciation
reduction factor used in the previous calculation. In other words, this is how much less the percentage
deduction for the depreciable portion will be as compared with the land portion. In this example, the land
portion can be deducted at 71.057%. The depreciable portion must be deducted at 32.720% less (ie.,
38.337%).

The process of plugging in the R-factor and D-
factor numbers and then subtracting this result
from the remainder interest factor in order to
get the factor to apply to the depreciable part of
the home is a shortcut to getting the result
generated by the formula found in the IRS
regulations. This formula is

Where:

n = the building’s estimated useful life, e.g. 45

i = the 7520 interest rate, e.g. 0.02

v = 1/(1+ the 7520 interest rate), e.g. 1/1.02

x = the age of the life tenant, e.g., 59

Ix = expected number of persons living at age x out of 100,000 births as set forth in Table 2000CM (available
for download at http://www.irs.gov/retirement-plans/actuarial-tables)

It is possible to calculate this formula directly. The result of calculating the formula directly is the remainder

interest factor to be applied to the depreciable portions of the personal residence (not just the depreciation
reduction factor). The results should match those from using the shortcut method described above.
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1= .rlf-llJ
Although the formula above looks quite intimidating, it can be explained descriptively. [ F-T Starting
inside the equation, this ratio uses the Lx numbers, representing the number of people, out of 100,000 births,
expected to be alive at any given age. The ratio is the number of people, out of 100,000 births, alive at the
donor’s age+t+1 years over the number of people, out of 100,000 births, alive at the donot’s age. For
example, if the donor were 59 years of age, then the first calculation where t starts at zero would be the
number of people projected to be alive, out of 100,000 births, at age 60 (87,595) divided by the number of
people projected to be alive, out of 100,000 births, at age 59 (88,441). This ratio (87,595/88,411), or 99.08%
is the likelihood that a person who is age 59 will live another year. Subtracting this ratio from 1 (in this case
resulting in 0.92%) gives the likelihood that a person who is age 59 will #o# live another year.

This bracketed part of the formula identifies the probability that the donor will die
during a particular year for each year of the useful life of the home. We start with t=0, in which case the right
hand parenthesis also equals zero. In our example of a 59 year old donor, the probability of death in the first
year is, as calculated above, 0.92%. The probability of death occurring in the second year is the probability of
death occuring within the first two years (left side parentheses) minus the probability of death occurring in
the first year (right side parentheses). The probability of death occurring in the third year is the probability of
death occurring within the first three years (left side parentheses) minus the probability of death occurring
within the first two years (right side parentheses). This probability is thus calculated for each year of the
useful life of the home (e.g., 45 years).

i

n n This parenthetical calculation gives the percentage of value that will remain in each year,
assuming straight line depreciation, for the depreciable parts of the house. For example, if the house is
expected to have a 45 year useful life, then by year 20, it would be 44.4% depleted (20/45 = 44.4%), meaning
that 66.6% (1-44.4%) of the value would remain. This explains the left and right portions of the parenthetical
statement, but not the middle piece. Why would we also subtract 1/(2 X the useful life of the house)? This
simply reflects the additional depreciation (wear and tear) that occurs for the 6 months required to get to the
middle of the year. This assumes that if the person dies during a year, they will die not at the beginning or the
end, but in the middle of the year, so the depreciation will be %2 year. For example, the projected remaining
share of the value if the donor died in the first year (t=0) would be 1-(1/90), or 98.89%, (the right side ratio is
zero), reflecting the idea that the donor is projected to die in the middle of the year. The projected remaining
share of value if the donor died in the tenth year (t=9), would be 1-(1/90)-(10/45), reflecting the idea that the
donot/life tenant is projected to die in the middle of the year and the 1/90 depreciation that occurs duting
those six months must be substracted.

[1 + ;] Zt: '

=l This final portion of the summation calculates the present value of the future amount. The »

represents 1/(1+ the §7520 interest rate). If the §7520 interest rate is 1.6%, » would equal 1/1.016, or
98.425%. Thus, the present value of receiving the asset in year one is 98.425% of the projected value of the
asset. The present value of receiving the asset in year two is 96.875% (from 98.425% X 98.425%) of its
projected value in year two. The present value of receiving the asset in year three is 95.3649% (from 98.425%
X 98.425% X 98.425%) of its projected value in year three, and so on for each year of the projected life of the
home. The final adjustment noted by the parenthetical component to the left of the summation symbol
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increases the present value based upon the idea that the amount will be received not at the end of the year,
but in the middle of the year. Thus, if interest rates are 1.6%, the final amount is increased by .08%
(multiplied by 1.008 because 1+(.016/2)=1.008) to reflect the value of receiving the asset in the middle of the
year, rather than at the end of the year.

Unfortunately, there is no shortcut method for
calculating the remainder interest factor to be
applied to the depreciable portions of the
personal residence if the life estate is for more
than one life. If the life estate will last for the
lives of two people, then the formula for the
remainder interest factor to be applied to the
depreciable portions of the personal residence is
the following:

i n-l -
T+ | Doved
2) =

1_fm+l] 1_3”“1 —[1—3}_“] 1—3?_*’ [1—i—i]
4, '8 {, ' n n
Where:

n = the building’s estimated useful life in years, e.g. 45

i = the 7520 interest rate, e.g. 0.02

v = 1/(1+ the 7520 interest rate), e.g. 1/1.02

x and y=the ages of the life tenants, e.g., 59 & 62

Ix and ly=the number of persons living at ages x and y as set forth in Table 2000CM (available for download
at https://www.irs.gov/retitement-plans/actuarial-tables)

This can be calculated by hand, in this case requiring a summation of 45 different calculations, one for
each year of the useful life of the property. However, it requires more steps than the short-cut method
available for single life calculations. The parts of the equation represent the same ideas as in the one-life
example. The only difference in the equation is that the middle bracketed portion

[l_‘gmﬁl] l_;}‘*'“l _[l_;x_H] 1_3}‘_'”
1, 3 I, 1

now estimates the joint likelihood of the death of both life tenants, rather than just one.

If the calculation for the remainder interest factor to be applied to the depreciable portions of a two-life
remainder interest gift appears too daunting, you may request the IRS to furnish this factor to you. To do so
requires that you are dealing with an actual contribution (not simply a proposal), and that you forward the sex
and date of birth of each life tenant, copies of the relevant instruments, and a statement of the estimated
useful life of the depreciable property to the Commissioner of Internal Revenue, Attention: OP:E:EP:A:1,
Washington, DC 20224.
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A donor may also choose to give a remainder
interest in a personal residence where the
donor will retain the right to use the property
(or give that right to someone else) for a fixed
number of years. For example, the donor
could deed a personal residence to a charity
with the provision that the donor retains the
right to use the property for 20 years. In this
case, the deduction is based upon the
projected value of the personal residence in 20
years. The current land and salvage value of
the building are not depreciable, and so they
are assumed to be worth the same amount in
20 years as they are today. The depreciable
part of the personal residence will be reduced
in value by the fixed number of years divided
by the useful life of the building. For example, if a $100,000 residence was estimated to have a useful life of
45 years, with land value of $20,000 and salvage value of $10,000, then in 20 years the estimated value would
be $20,000 land + $10,000 salvage + $70,000 depreciable building — [$70,000x(20/45)] depreciation, or a total
of $68,888.89. Based on the idea that the charity is projected to receive an item of property worth $68,888.89
in twenty years, the deduction for such a transfer would be $68,888.89 multiplied by the remainder interest
factor for a term certain of 20 years. These remainder interest factors are published in Table B: Term Certain
Factors available for download at https://www.its.gov/retirement-plans/actuarial-tables. For a 20 year term
when the {7520 rate was 1.6% at the time of the gift, the remainder factor would be 0.727991. Thus, the
deduction for the transfer of this future interest in the personal residence would be §68,888.89 x 0.727991, or
$50,150.49.

Finally, if the value of the land may be reduced by depletion of its natural resources (e.g., valuable
mineral rights), the expected depletion must be taken into consideration in estimating the value of the
charity’s remainder interest, although no specific methodology is mandated.

The remainder interest gift allows the donor to
retain the use the property for the rest of his or
her life. (Actually, it is much more flexible than
this, allowing for any period of years or the life
or lives of any person or group of people, but
such alternatives are rarely used.)  What
happens if the donor no longer wishes to use
the property?  Perhaps the property is a
personal residence and the donor decides to
move away to a warmer climate or to a nursing
home. Or perhaps the property is farmland
and the donor becomes unable or uninterested
in continuing to farm. Whatever the
circumstances, either anticipated or
unanticipated, the donor still has a variety of
options available when he or she no longer

wishes to personally use the property.
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One easy solution is for the donor to simply
rent out the property and take the income. If
moving to a distant state, the donor will likely
hire a property manager to manage the leasing
and maintenance of a residence. It is also
possible to sell the life estate to an investor who
would then rent out the property, although such
transactions are rare. If the charity owning the
remainder interest is co-operative, both the life
estate and remainder interest can be combined
and the property can be sold with normal “fee
simple” ownership. (The division of proceeds
between the charity and donor must give the
charity at least as much of a share of the
proceeds as the IRS tables indicate the
remainder interest is worth, based upon the
donor’s age at the time of the sale.) Most charities holding a remainder interest would be more than happy to
agree to a sale and division of the proceeds.

Although less common, a charity could agree to issue a Charitable Gift Annuity (discussed in a separate
chapter) in exchange for the donor gifting the life estate. The gift of the life estate would allow the charity to
combine the life estate and remainder interest and sell the property whole. Proceeds from this sale could then
fund the gift annuity payments. Of course, the same could be accomplished by a joint sale where the donor
used the proceeds from his or her share of the sale to then purchase a gift annuity. However, this transaction
would require the donor to immediately recognize any capital gain upon the sale of the property, whereas the
gift annuity transaction would postpone such taxation. (Conceptually, the donor could even place her life
estate interest into a Charitable Remainder Trust prior to a joint sale in order to avoid capital gains taxes.
However, this is rarely done because the transaction amounts are not normally large enough to warrant the
use of the more complex transaction and because the donor could not use or live in the property after it was
transferred to the Charitable Remainder Trust.)

Finally, of course, if the donor were financially capable and charitably inclined, the donor could give his
or her life estate to a charity. The gift could be to a charity holding the remainder interest or to any other
charity. This is a deductible gift (even though it is the transfer of only a partial interest in property) because
the donor would be retaining no interests in the gifted property.

One concern a charity may have about such
transactions is whether or not the donor would
choose to maintain the property. Of course, a
charity could take the attitude that some gift is
better than no gift and not concern itself about
the risk of the property deteriorating or burning
in the meantime. But, suppose the charity
wished to maintain the value of its remainder
interest — what are its options?
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Although unfamiliar to most people, the life
estate / remainder interest propetty division is a
very old form of property ownership. Because
of its long history, the rules for such ownership
are well established in court cases (referred to as
common law). These rules require that the
owner of the life estate, referred to as the “life
tenant,” pay for maintenance, insurance and
taxes (a.k.a. MIT) on the property. Should a life
tenant fail to pay for these, the holder of the
remainder interest has the right to force
payment through court action. Some charities
like to avoid such legal actions, if at all possible.
This is one reason why it is common for
charities soliciting remainder interest gifts to
require a written “MIT” contract (Maintenance-
Insurance-Taxes). By requiring such an agreement, the charity can ensure that the donor understands his or
her obligations. Even if the agreement places no more obligations on the donor than those provided for in
common law, it can help to resolve conflicts by serving as a reference point for future conversations. This
can be especially important in circumstances where the original donor is no longer managing the property due
perhaps to incapacity or where the donor was not the life tenant. The typical scenario, where a donor is the
life tenant, usually creates few problems because the donor wishes to benefit the charity. However, if the life
tenant is hostile to the charity, problems are more likely to arise. For example, a donor could direct in his will
that a personal residence could be used by his sister for life with the remainder interest going to the donor’s
favorite charity. In this case, the life tenant may have no interest in or connection with the charity. When
there is no relationship and the life tenant fails to maintain, insure, or pay taxes on the property, the charity
can take one of several strategies. Using a standard approach, the charity can simply enforce its legal rights
through court action. Although this path is available, some charities might decide not to enforce their legal
rights because of a risk of “bad press.” In this case, it would probably be best for the charity to sell its rights
to another investor, who would likely be far less concerned about public relations. If the charity is unwilling
to enforce its rights or sell its rights to another investor, then the charity must be content with the land or
salvage value of the property remaining at the life tenant’s death. Note that, depending on state law, it may
not be wise for a charity to intervene by paying taxes on the property. Unpaid taxes will ultimately result in
the forced sale of the property, the proceeds of which will be subject to distribution, in part, to the charity as
holder of the remainder interest.
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The life tenant has the obligation, either under
common law or under a written “MIT”
contract, to maintain, insure, and pay taxes on
the property. But, what about a life tenant who
wishes to make improvements to the residence?
Such improvements are certainly allowed by
common law, although they must truly be
improvements and not diminish the value of
the property. What are the tax consequences of
making improvements to property in which the
remainder interest is owned by a charity?

The indication from IRS private letter rulings is
that improvements made to property where the
remainder interest is owned by a charity
constitute additional charitable gifts.
Improvements to a residence, such as the
addition of a bedroom, increase the value of the
property. The deduction would be based upon
the increase in the value of the property
multiplied by the percentage attributable to the
remainder interest owned by the charity. This
would be the same calculation process used
previously, but updated for the donor/life
tenant’s current age. Thus, a donor who has
given a remainder interest in his home to his
favorite charity can generate additional tax
deductions for any improvements made to his

home so long as a charity owns the remainder interest at the time of the improvement.
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powerful charitable planning is not just for the wealthy.
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The charitable gift of a remainder interest in a
home or farmland with a retained life estate is a
relatively simple transaction that begins to
demonstrate the power of sophisticated
planning. Donors are able to take an immediate
tax deduction without making any changes to
the way they will use the property for the rest of
their lives. Donors can use the value of this
deduction to spend on themselves, invest in
income producing assets, ot even purchase tax-
free life insurance for heirs through an ILIT.
Although infrequently used, for the right donor
and the right charity, gifts of remainder interests
in homes and farmland with a retained life
estate can be a powerful technique. As this
simple strategy demonstrates, creative and



12 CHARITABLE REMAINDER TRUSTS

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

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

Internal Revenue Code.
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The most common form of a Charitable
Remainder Trust is one where the donor places
assets into a trust from which he receives
payments for life, with any remainder going to
charity at death. In the accompanying image,
the Charitable Remainder Trust (CRT) is
pictured as a basket holding cash. A trust is,
essentially, a basket — with instructions — that
holds money or other assets. The Charitable
Remainder Trust is no exception.  The
Charitable Remainder Trust is a special kind of
trust “basket,” because it is itself a charitable
entity. Consequently, the trust pays no taxes on
income or capital gains from typical
investments. The Charitable Remainder Trust
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differs from the Charitable Gift Annuity in that it is typically a donor-created vehicle. Whereas Charitable
Gift Annuities are issued, administered, and managed by the charity, the charitable beneficiary of a Charitable
Remainder Trust may not even know of its existence until receiving the final distribution check.
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Although the most common form of the
Charitable Remainder Trust is one where the
donor sets aside assets from which he or she
takes payments with any remaining amount
going to charity at death, there are other
varieties. For example, the payments need not
go to the donor, but could instead go to
someone else selected by the donor. The
payment recipients (a.k.a. annuitants) could
even be a combination of the donor, the
donor’s friends or family, or other charities.
(However, at least one beneficiary must be non-
charitable.)

Although payments are typically made for the
donor’s life (or the joint lives of the donor and
the donot’s spouse), a Charitable Remainder
Trust can pay for any number of lives. Where
the Charitable Gift Annuity is limited to a
maximum of two lives, no such limitation exists
for Charitable Remainder Trusts. (The only
requirement being that the individuals were
alive at the creation of the Charitable
Remainder Trust. This would prohibit a trust
that would pay for the lives of “any of my
grandchildren, whether currently living or born
in the future.”)
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Alternatively, a Charitable Remainder Trust can
pay for a fixed period of years. However, the
fixed period of years cannot exceed 20 years.
Thus, Charitable Remainder Trusts can be
made to last much longer by selecting payments
for a number of lives, rather than a fixed period
of years. Additionally, the terms can be
combined. Thus, the payment could be made
for the donot’s life or 20 years whichever is
longer [Treas Reg. 1.664-3(2)(5)@)].  This
option provides a lifetime annuity with a 20-
year minimum payment regardless of actual life
span of the measuring life.

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

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

the financial strength of the issuing charity, respectively.
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Alternatively, payments can be a fixed
percentage (between 5% and 50%) of all trust
assets. This type of Charitable Remainder Trust
is referred to as a Charitable Remainder
Unitrust (CRUT). This is the more common
type of Charitable Remainder Trust. Unlike the
Charitable Remainder Annuity Trust, the
Charitable Remainder Unitrust allows the
recipient to benefit from investment growth
within the trust. The annuity payments in a
CRAT are for a fixed dollar amount, but over
time inflation can reduce the purchasing power
of that fixed dollar amount. If inflation also
results in higher interest rates for investments
held by the CRUT, then its payments could
increase over time, helping to maintain the
purchasing power of the payments. Both the CRAT and CRUT are subject to investment risk. The risk in a
CRAT is that the payments will cease due to exhaustion of all CRAT assets. The risk in a CRUT is that the
payments will become smaller and smaller. The CRUT payment doesn’t normally cease, because its payment
is a percentage of the value of all assets currently in the trust. For example, if a 10% payout CRUT were
established with $100,000 and the money was held in a non-interest bearing account, the first payment would
be $10,000 ($100,000 x 10%), the second would be $9,000 ($90,000 x 10%), the third would be $8,100
($81,000 x 10%), the forth would be $72,900 ($72,900 x 10%), and so forth. The payments would never
actually cease, but would just become smaller and smaller over time. (Although after 132 years the payments
would fall to less than one penny, so perhaps then the trust payments would necessarily cease.) A CRUT does
not risk complete exhaustion like a CRAT unless the underlying investments became completely worthless
due to market events.

A donor can transfer cash or property to a
Charitable Remainder Trust. Most commonly,
this transfer is of appreciated property. As we
will see later, the attraction for transferring
appreciated property is that such transfers can
avoid capital gains taxes, but still allow the
donor to receive payments from the
undiminished proceeds of the sale of the
transferred property. Transfers to Charitable
Remainder Trusts can include cash, shares of
stock (other than subchapter S corporation
shares), bonds, limited partnership interests,
real estate, tangible personal property, and
almost any other asset.
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The donor creates the rules in a Charitable
Remainder Trust, so long as those rules fit
within the general guidelines for Charitable
Remainder Trusts established by the Internal
Revenue Code.  This enormous flexibility,
however, ends after the trust is created. A
Charitable Remainder Trust is an zrrevocable trust.
Once the rules are created, the rules cannot
normally be changed. This irrevocability is what
allows the Charitable Remainder Trust to
become a charitable entity (i.e., it cannot later be
made less charitable). Irrevocability also allows
the donor to take a tax deduction for his or her
transfer to the trust.

The importance of irrevocability arises in
other areas of charitable planning as well. A

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

of a remainder deed is not.

Although the donor loses the ability to change the rules of the trust once it is created, the trust rules can

still provide for ongoing donor influence in several areas.

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

However, some plans will require the use
of an independent trustee. For example, the

donor may not act as trustee if the trust allows for payments to be withheld or shifted amongst various non-
charitable recipients. This keeps too much power with the donor, and causes the trust to be treated as simply

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

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

irrevocably as the remainder beneficiary.

232

Given the flexibility of the Charitable
Remainder Trust, it can be a useful tool for
donors with a variety of financial goals and
circumstances. The ability to take payments
from the proceeds of highly appreciated assets
— undiminished by capital gains taxes at their
sale — accompanied by tax free growth of
investments inside of the Charitable Remainder
Trust along with receiving an immediate tax
deduction for a post-mortem transfer make this
an enormously attractive vehicle for the
charitably-inclined donor with appreciated
assets.  Several common financial planning
scenarios correspond almost exactly with the
terms available in a Charitable Remainder Trust.
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A donor who wants a fixed annual payment
from investment assets and also wants to make
a post-mortem gift to charity is an ideal
candidate for a Charitable Remainder Annuity
Trust. The Charitable Remainder Annuity
Trust not only provides for fixed annual
payments and an ultimate transfer to charity
but, as compared with using a standard
investment account and will, can produce
enormous tax benefits.

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

Although the most common form of Charitable
Remainder Trusts pay for a life or lives, in some
cases the fixed term trust can be ideal. If a
client desires to make a substantial lifetime
transfer to charity, but still has specific income
needs for a fixed amount of time, the fixed term
Charitable Remainder Trust can be an excellent
solution. Such fixed-term payments can help to
address a temporary income need due to eatly
retirement or to a known obligation such as
college tuition for a child or grandchild.
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Although it is quite common for clients’ to have
financial planning needs that correspond with
the allowable terms wunder a Charitable
Remainder Trust, such needs could also be
addressed without the use of the trust. For
example, a donor could simply set aside money
into a special account, withdraw annual sums
from the account, and designate a charity as the
“pay on death” designee. Functionally, this
would work exactly like a Charitable Remainder
Trust, except that the donor would retain 100%
control and freedom. So, given this simple
alternative, why would a donor choose to use a
Charitable Remainder Trust? The answer is
simple: tax benefits.

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

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

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

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

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

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

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

Suppose a client has a $1,000,000 asset with a
zero basis. We will use a zero-basis scenario to
show the most extreme case, but this is
certainly not outside the realm of possibility.
For example, a zero-basis asset may be a
business built up by the owner over many years
without significant up-front cash investment, a
completely depreciated asset, or perhaps
collectibles acquired or received as a gift where
there is no documented purchase price.
Although the owner wishes to convert this non-
income producing asset into a diversified
income-producing portfolio, that conversion
process requires a sale. The capital gains taxes
resulting from that sale significantly reduce the
remaining assets available for investment.
Thus, the usually good advice of diversifying investments and matching income needs with income
production of investments is thwarted by the tax cost of selling the low-basis asset. This can keep the owner
tied to undesirable investments because any sale would result in the loss of nearly a quarter of the value of the
asset, just from the federal capital gains taxes alone. These federal taxes include the capital gains tax with a
top rate of 20% and the 3.8% Affordable Care Act surtax.
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Of course, most owners live in states that also
impose a state-level capital gains tax.
(Currently, 42 of 50 states impose capital gains
taxes.) Although state capital gains taxes may
be deducted from the federal tax return, this is
capped at $10,000 making additional deductions
often useless. Thus, the addition of state capital
gains taxes can make the prospect of a sale even
more disheartening for owners. As an example,
owners at the top tax rates in California will
face, even with a full federal deduction, a
combined rate of 37.1% (e, 23.8+13.3%).
When capital gains taxes are taking more than
37% of the value of any gain, the option of
selling even an underperforming highly
appreciated asset can become unfeasible.

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

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

the addition of a charitable income tax deduction.

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

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

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

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

all of the asset that they will no longer be inheriting.

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

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

Insurance Trust (CRT-ILIT).
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As with Charitable Gift Annuities, the taxation
rules for Charitable Remainder Trusts can
become complex. This is due to the multi-
faceted tax dimensions of a Charitable
Remainder Trust transaction. The Charitable
Remainder Trust creates an immediate
charitable income tax deduction as well as a
stteam of payments that can be treated as
ordinary income, capital gain, and/or return of
principal. With the exception of the valuation
process for a fixed annuity, the tax treatment of
a Charitable Remainder Trust is different than
for an otherwise similar Charitable Gift
Annuity. The Charitable Gift Annuity rules will
not apply to payments received from the
Charitable Remainder Trust.

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

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

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

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

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

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

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

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

Which is preferable?
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The theory is the same as that used with
Charitable Gift Annuities. As interest rates
increase, the value of a fixed dollar annuity
decreases. Because the charitable tax deduction
is the difference between the $100,000 transfer
amount and the value of the fixed dollar
annuity, the donor will want the highest interest
rate as this produces the lowest calculated value
for the annuity.
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In this case, the donor is benefited by choosing
the highest interest rate available, which is the
2.2% §7520 rate from January. This higher rate
results in a relatively lower valuation of the
annuity payment stream and consequently a
relatively higher valuation of the charitable
income tax deduction.

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

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

in more detail later in this chapter.
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Once the §7520 rate has been selected, we can
now move to the appropriate section of the
single-life Table S. Once we are in the section
of the single-life table S for a 2.2% interest rate,
we see that the annuity factor for an age 55
donor is 18.6808. Multiplying this annuity
factor times the $4,000 per year annuity
payment gives the valuation for the annuity
payments of $74,723.20.
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If this annuity payment were to be made
annually on the anniversary of the initial
transfer, the $74,723.20 valuation would be
correct. If the annuity made its first payment
prior to the anniversary of the initial transfer, or
made payments more frequently than annually,
the valuation would have to be increased by an
adjustment factor taken from Table K from the
same website. In that case, the annuity would
be worth less (more) if the annuitant would
receive the payments later (earlier) because
payments received earlier could presumably be
invested to earn additional interest.

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

Now suppose the donor is receiving not a fixed
dollar payment, but rather receiving 5% of all
assets inside the Charitable Remainder Trust as
of the anniversary date of the initial transfer.
This is a unitrust, not an annuity trust. The
process for calculating the charitable income tax
deduction resulting from a transfer to a
Charitable Remainder Unitrust differs slightly
from the calculation for a Charitable Remainder
Annuity Trust.  The concept, however, is
identical in that the deductible gift is the
difference between the transfer and the value of
the payment stream promised to the annuitant.
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There are actually fewer steps for calculating the
charitable deduction for a Charitable Remainder
Unitrust than for a Charitable Remainder
Annuity Trust. To calculate the deduction for
the age 55 donor receiving a 5.0% payout rate,
simply multiply the initial transfer amount by
the remainder percentage found in table U of
the same website (www.irs.gov/Retirement-
Plans/ Actuarial-Tables). This remainder
interest is .31450 which, when multiplied by the
$100,000 initial transfer, results in a charitable
deduction of $31,450.

Notice that we did not use the §7520
interest rate in the calculation of the charitable
income tax deduction for a Charitable
Remainder Unitrust. How is this possible? As
interest rates rise, the amount remaining at the expiration of the annuitant’s initial life expectancy would also
rise. But, the present value discounting of that larger future value also increases due to the higher interest rate
and this difference exactly offsets the increased remainder amount in present value terms. Let’s look at an
example. Suppose an annuitant had a 20 year life expectancy and received 5% of the value of the trust at the
end of each year. If we used a 0% interest rate, then the amount remaining in 20 years would be $35,849.
Because the interest rate was 0% the present value of that amount would also be $35,849. 1f instead we used
a 10% interest rate, then the amount remaining in 20 years would be a much larger $241,171. But, the present
value of $241,171 received in 20 years using a 10% interest rate is the same $35,849. Because the charitable
income tax deduction is based on the present value of the predicted transfer to charity, changes in the interest
rate have no effect on this deduction.

The standard calculations for valuing the tax
deduction for gifts to a Charitable Remainder
Unitrust are based on the assumption that
payments to the annuitant will be made
immediately each year after the annual
valuation. When the payments are postponed,
for example by being paid out monthly over the
course of the following year, the annuitant
receives a reduced benefit. For annuity trusts
and Charitable Gift Annuities the valuation of
this change in benefit due to intra-year timing
of the distribution is calculated using table K.
For unitrusts this adjustment is made using
table F (linked at the same website at
www.irs.gov/Retitement-Plans/Actuarial-
Tables), which generates an adjusted payout
rate. For example, a 6% payout rate, if paid quarterly beginning with the first payment immediately after the
annual valuation when the §7520 rate is 2.4% generates an adjusted payout rate of 6% x .991168 or
5.947008%. This creates a problem because Table U contains remainder factors for 6.0% and 5.8%, but not
for 5.947008%. Calculating the remainder factor (i.e., the charitable tax deduction) requires interpolating
between the factor for 6.0% and the factor for 5.8%. The formula for this interpolation, where APR is the
Adjusted Payout Rate is
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(Table U factor at rate below APR) — [(Table U factor at rate below APR — Table U factor at rate above APR) X
(APR — Table U rate below APR)/.002 )].
So, if the annuitant were age 55 in the previous example (where the adjusted payout rate was 5.947008%)
then the present value of the charity’s remainder interest would be
26791-/(26791-.25768) X ((.05947008-.058)/.002)] = .26039.
As expected, this remainder interest factor (.26039) for the 5.947008% rate is between the factor for the 6%
rate (.25768) and the 5.8% rate (.26791).

A contribution to a Charitable Remainder
Trust is required to have a minimum of 10% of
the present value projected to go to charity at
the termination of the trust. This requires that
an amount significantly larger than 10% of the
original amount be projected to go to charity at
termination, because the charity is required to
wait a substantial amount of time before
receiving any funds. In other words, in order
to generate a present value of 10%, the future
value projected to go to the charity will
necessarily be larger. Because the charitable
income tax deduction resulting from a transfer
to a Charitable Remainder Trust /s the present
value of the amount projected to go to charity
(when the transfer is valued at fair market
value), this means that the charitable income tax deduction for a transfer to charity must be at least 10% in
such a case. If the amount projected to go to charity has a present value of less than 10% (when the transfer
is valued at fair market value), the trust will not qualify as a Charitable Remainder Trust. This means that
there will be 7o deductible gift. The general rule is that gifts where the donor keeps a retained interest of a
different type than that given to charity are #of deductible. The Charitable Remainder Trust is an exception to
this rule. If a trust no longer qualifies as a Charitable Remainder Trust, then no exception applies and the gift
is not deductible. Additionally, because the trust will no longer qualify as a charitable trust, it will be required
to pay taxes on any realized capital gains or income resulting from trust investments. (In practice, such trusts
can include language permitting the trustee to amend the trust — e.g., increasing the charitable share — for
purposes of guaranteeing that the Charitable Remainder Trust rules are met.) Thus, it is essential that the trust
is projected to give a large enough amount to charity that would generate at least a 10% tax deduction were
the transfer to be valued at fair market value. It is important to note that all of these calculations are based
upon the amount projected to go to charity. The amount that is actnally transferred to charity is irrelevant to the
tax calculation. This amount can be greater or less depending upon the return on the underlying investments
and, in cases where the trust payments continue for a life or lives, the longevity of the annuitant.
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The amount projected to go to charity — and
the tax deduction based on the present value of
that amount — depend upon the longevity of the
annuitant (who is typically the donor). The
longer an annuitant lives, the longer a charity
will have to wait to receive any funds. To the
extent that the annual payments to annuitant(s)
exceed the earnings of the trust, greater
longevity will also result in a smaller nominal
amount being left to the charity. (In the case of
a Charitable Remainder Annuity Trust, it is
possible for the trust to completely exhaust,
leaving no money for the charity, because the
payments remain the same regardless of the
funds remaining in the trust. Total exhaustion
of a unitrust is less likely because payments

become smaller as the trust amount becomes less.)

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

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

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

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

The net result of this combination of factors is that donor-annuitants will live, on average, much longer
than IRS projections. Consequently, donors will receive a larger tax deduction than might be justified by
reality. One potential indicator of this reality is the share of Charitable Remainder Trust assets actually
distributed to charity. In 2011, for example, Charitable Remainder Trusts held over $99 billion in assets, but
made charitable distributions of only $1.9 billion, or less than 2% (Rosenmerkel, L. S., 2013, Split-Interest
Trusts, Filing Year 2011, IRS Statistics of Income). Arguably, this may be a “temporary” experience due to the
relatively recent establishment of some Charitable Remainder Trusts. However, given that such trusts were
authorized in the tax code in 1969, to have such a small portion of assets going to charities some 42 years
later suggests the potential for additional causes of this result, such as actuarially inappropriate valuations.
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Both the Charitable Remainder Unitrust and the
Charitable Remainder Annuity Trust ate
required to project that an amount with a
present value of at least 10% of the initial
transfer should go to charity at termination.
However, the Charitable Remainder Annuity
Trust has an additional requirement. Unlike a
Charitable Remainder Unitrust, as the assets in a
Charitable Remainder Annuity Trust grow
smaller and smaller, the payment remains at its
original dollar level. Because the payments do
not become smaller as the assets in the
Charitable Remainder Annuity Trust become
smaller, there is a greater risk of total exhaustion
of all funds in the Charitable Remainder
Annuity Trust, especially where the annuitant
lives much longer than expected. In the event of exhaustion, the donor would have enjoyed dramatic tax
benefits with no actual charitable transfers ever taking place. This is a very bad result from the perspective of
the goals of tax policy. To provide some protection against this disturbing outcome, a Charitable Remainder
Annuity Trust will be disqualified if there is greater than a 5% chance of exhaustion due to annuitant
longevity unless it uses the alternative safe harbor language provided by the IRS in 2016.

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

For such trusts, there is an alternative solution. The
trust will not be disqualified if it requires termination
and transfer of all remaining assets to charity
whenever those assets fall to an amount that would
have had a present value of 10% or less of the initial
contribution using the initial §7520 interest rate. In
other words, if the trust ever falls to an amount that
would have had an initial present value of 10% or
less at the time of the initial contribution, it must
immediately distribute everything to charity. This
alternative is particularly important during low
interest rate environments when it might be
otherwise impossible to avoid the 5% exhaustion
disqualification for all but the oldest donors.
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A trust intended to be a Charitable Remainder
Trust can be disqualified for a number of
reasons, such as being projected to leave too
little to charity or having too great of a risk of
exhaustion. But, what happens if the trust fails
to qualify as a Charitable Remainder Trust
under the tax code? A disqualified trust doesn’t
just disappear. Its failure to comply with the
tax requirements for a Charitable Remainder
Trust typically won’t change the fact that the
trust was created under state law, is irrevocable,
and may be holding the assets transferred by
the donor. So, what happens then?

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

rate schedule, meaning that trusts pay the highest marginal income tax rate (37%) at a much lower level of
income ($15,650 in 2025) than individual taxpayers do. As a result, the disqualification of a Charitable
Remainder Trust would be a tax disaster for most donors. Because of this dramatically negative result, such
trusts are typically drafted with language that allows the trustee to amend the terms of the otherwise
irrevocable trust if such changes are required to allow the trust to qualify as a Charitable Remainder Trust

under the federal tax law.
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higher tax rates.

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

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

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

there are no other types of assets to distribute.

251



RUSSELL JAMES

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

that could be paid to the annuitant as tax-free return of investment. At the next level, the trust has earned
$2,000 of tax-exempt income from its investments in municipal bonds. Next, the trust has $90,000 in capital
gains from the sale of the stock for $100,000 (because the stock was purchased by the donor for $10,000).
Finally, the trust has $3,000 of ordinary income earned from the corporate bond investments. The trust itself
is a tax-exempt entity. Thus, the trust pays no taxes on any capital gain or income earned. However, if
capital gain or ordinary income is distributed to an annuitant, then the annuitant will be taxed on that
distribution based on the type of income/gain being distributed.
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Suppose this Charitable Remainder Trust were
required to pay $2,000 to the annuitant. How
would the annuitant report this $2,000 payment
on her taxes? In this case, the trust is holding
$3,000 of ordinary income (earned from its
investment in corporate bonds). Because all
ordinary income must be paid out prior to the
payment of other types of income, the entire
$2,000 payment will count as ordinary income
to the annuitant.
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property.

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

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

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

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

earlier.
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This tax treatment of distributions from
Charitable Remainder Trusts means that capital
gains taxes deferred through the use of a
Charitable Remainder Trust might never be
paid. If the trust’s total ordinary income
earnings are greater than its distributions, then
no capital gains payments will ever be made. In
this way the capital gains tax deferral can very
often become complete capital gains tax
avoidance.

In contrast, a Charitable Gift Annuity
purchased with appreciated property can defer
recognition of the capital gain, but will not
avoid the tax. Conceptually, this could be
phrased as a benefit of the Charitable
Remainder Trust because the trust offers not

just capital gains tax deferral but actual capital gains tax avoidance. But, in reality, the Charitable Remainder
Trust annuitant avoids the capital gains tax only by paying the higher ordinary income tax. As compared with
purchasing a Charitable Gift Annuity with appreciated property, the “advantage” of capital gains tax
avoidance means paying higher ordinary income tax and never receiving tax-free return of investment.
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To this point we have reviewed the standard
Charitable Remainder Trust configurations.
There ate, however, a variety of different
Charitable Remainder Trust structures that have
received support from the IRS and tax courts.
These special types of Charitable Remainder
Trusts can be particularly attractive when
dealing with special types of assets or specific
income needs.
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One of the earliest alternative forms of
Charitable Remainder Trusts was the Net
Income  Charitable  Remainder  Unitrust
(NICRUT). This trust operates like a standard
Charitable Remainder Unitrust, with the
exception that payments to the annuitant will be
limited to the /esser of trust income or the
unitrust percentage. This net income restriction
can only reduce payments to the annuitant (and
thus increase the charitable remainder) as
compared with a Charitable Remainder
Unitrust. However, the addition of this net
income restricion does not increase the
charitable  income  tax  deduction  for
contributing to the trust.

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

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

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

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

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

relatively larger amount.
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Remainder Trust variation, referred to as a “flip-CRUT.”
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Although the NIMCRUT represents an
improvement from the NICRUT for the
annuitant (because missed payments could be
made up in the future), this improvement only
applies where future income exceeds the
standard payment amount. If future income
never exceeds the standard payment amount,
then the IOU from the trust will never be paid,
and the NIMCRUT will be no better than a
NICRUT. Further, it can easily be the case that
the NIMCRUT pays less than the standard
Charitable Remainder Unitrust if future income
is insufficient to make-up all previous
underpayments due to the net income
provision.  This difficult reality led to the
creation of the next generation of Charitable

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

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

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

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

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

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

One creative approach to Charitable Remainder
Trust planning is to design a flip-CRUT that
converts on the sale of an economically
insignificant, but difficult-to-value, asset. The
traditional flip-CRUT is designed around the
sale of a substantial difficult-to-value (and
hence, often difficult-to-sell) asset. Howevert,
the difficult-to-value asset need not be a
substantial one. It can, in fact, be a single share
of a closely-held company. In this case, the
asset itself is economically insignificant, but
allows the trustee to “flip” the trust from a
NIMCRUT to a standard CRUT at will by
selling the asset. Commentator Conrad Teitell
labels this a “flex-CRUT” because it is so
flexible.
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The typical Charitable Remainder Trust
transaction involves the transfer of a substantial,
highly appreciated asset to the trust. It may be
the case that the donor’s wealth is substantially
tied to one property and the donor may not
wish to contribute the entire property to a
Charitable Remainder Trust. In such cases, a
donor can choose to contribute an undivided
share of the property to the Charitable
Remainder Trust. Typically, this transfer would
be made prior to a sale in an effort to shelter
some of the recognition of capital gain.
Although the donor would still recognize capital
gain on his shate of the property at its sale, the
share of the property owned by the Charitable
Remainder Trust would not generate an

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

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

As a famous example of such flexibility, we can
examine the Charitable Remainder Trust from
the estate of hotelier Leona Helmsley.
Typically, the provisions of Charitable
Remainder Trusts are not publicly available,
because these are private documents. However,
in this case, the Charitable Remainder Trust was
a testamentary trust (le., created in the will).
Because the will is a public document, the
provisions of this testamentary trust also
became public. This trust required that the
grandchildren beneficiaries must visit the grave
of their father at least once each calendar year in
order to receive their annuity payment. Because
this trust was to be administered by an

independent trustee (and not by the donor
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herself), such “sprinkling” powers are acceptable. In the event that a beneficiary did not comply with the
rules, that beneficiary would lose his payment and the payment would go to another named beneficiary.

Any trust, including a Charitable Remainder
Trust, can be thought of as a basket. Like a
basket, a trust holds things. In particular, trusts
hold title to valuable assets and administer those
assets in accordance with the instructions found
in the trust document. However, certain types
of assets can create problems when owned by a
Charitable Remainder Trust.

Subchapter S corporations are closely held (100
or fewer shareholders) corporations that are
taxed in ways similar to partnerships. A
Charitable Remainder Trust cannot hold
subchapter S Corporation shares. This is not
due to any restricion from the rules of
Charitable Remainder Trusts, but rather due to
the sharcholder requirements of subchapter S
corporations. Shareholders  in  such
corporations must normally be natural persons.
Although there are exceptions to this rule, a
Charitable Remainder Trust is not one of them.
(One exception allows public charities to hold
subchapter S stock, thus allowing a Charitable
Gift Annuity in exchange for such shares.)

What options are available for the donor

who wishes to transfer the ownership of a business to a Charitable Remainder Trust, when the business is a
subchapter S corporation? The corporation itself can contribute appreciated assets to a Charitable Remainder
Trust and receive income for up to 20 years (lifetime income is not available for non-persons). Both the
charitable income tax deduction and subsequent income payments pass through to the shareholders and no
capital gain is immediately recognized upon the sale of the asset. This is not a perfect solution, however,
because it cannot be used to transfer “substantially all” corporate assets to a Charitable Remainder Trust, and
payments cannot be made for annuitant lifetimes. Of course, a donor who controls the corporation could
change its corporate form to a C-corporation by ceasing to make the S-corporation election, but such
conversion has its own tax consequences that may be independently unattractive.
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One of the most extreme forms of taxation
comes when a Charitable Remainder Trust
receives unrelated business taxable income
(UBTT). Unrelated business taxable income is
generated when the trust earns money by
engaging in the operation of a business rather
than simply being a passive investor. Such
income is taxed at a 100% rate. Simply put, the
IRS takes all of it.

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

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

manager.)
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by $200,000, right? Unfortunately, no.
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The extreme taxation of unrelated business
taxable income in Charitable Remainder Trusts
can produce surprising results. Consider a
situation where a Charitable Remainder Trust
receives a gift of a $1 million house transferred
from a donor who had a $100,000 basis in the
house.  The trustee decides to authorize
$100,000 of improvements to the house in
order to get it in top condition to sell. Because
the trustee has no other trust assets, he obtains
the $100,000 by taking out a mortgage on the
house. As a result of making the
improvements, the house is later sold for $1.2
million and the mortgage is paid off at the sale.
Cleatly, the $100,000 investment was a good
idea because it increased the value of the home

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

The Charitable Remainder Trust, like a private
foundation, has strict rules against engaging in
transactions with disqualified persons. Rather
than reviewing these transactions to determine
if they were beneficial to the charity or the
Charitable  Remainder  Trust, all such
transactions are simply prohibited. As a result,
the Charitable Remainder Trust is not
permitted to sell, lease, loan, or allow any use of
assets by the trust’s creator, contributor, trustee
or their ancestors, descendants, or spouses. For
example, a donor could not contribute a house
to a Charitable Remainder Trust and allow his
daughter to live in the residence prior to its sale.
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This would be a use of assets by a descendent of a contributor to the Charitable Remainder Trust and would
thus be a prohibited act of self-dealing. Self-dealing can result in disqualification of the Charitable Remainder

Trust.

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

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

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

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

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

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

and avoid income and capital gains taxes.
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In both Charitable Remainder Trusts and
Charitable Lead Trusts the donor makes a gift
to the trust which then holds the asset, makes
regular payments, and finally distributes the
remaining amount at the end of the term of the
trust.  Unlike Charitable Remainder Trusts,
which provide payments to the donor or
another person followed by the remaining
amount going to charity, the Charitable Lead
Trust provides payments to charity followed by
the remaining amount going to the donor or
another person.

The Charitable Lead Trust is a mirror image of
the Charitable Remainder Trust where the
charitable and non-charitable beneficiaries
change places. Just as with a Charitable
Remainder Trust there are two types of
permitted payments from a Charitable Lead
Trust, the fixed dollar annuity and the fixed
percentage unitrust. If the Charitable Lead
Trust pays a preset dollar amount to charity
each year, it is a Charitable Lead Annuity Trust
(CLAT). If the Charitable Lead Trust pays a set
percentage of all trust assets each year, it is a
Charitable Lead Unitrust (CLUT). The
Charitable Remainder Trust also permitted
variations that could lower the ongoing
payments, such as a Net Income Charitable
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Remainder Trust (NICRUT), Net Income with Makeup Charitable Remainder Trust (NIMCRUT), or flip-
Charitable Remainder Unitrust (flip-CRUT). None of these options are available with a Charitable Lead
Trust, because the ongoing payments in a Charitable Lead Trust go to the charity, and therefore may not be

reduced.

As a  sophisticated  charitable  planning
instrument, Charitable Lead Trusts can provide
benefits to charities and to donors and their
families. In general, charities like charitable
planning because, ultimately, these plans are
expected to benefit charities. Charitable Lead
Trusts are particularly attractive to charities
because they immediately generate income for
the charity. In contrast, Charitable Remainder
Trusts generate future benefit for charity, where
that future may be delayed by many decades
and, depending upon the longevity of the
donor, may be significantly diminished
compared with initial expectations.

Not only do Charitable Lead Trusts begin
generating income for the charity immediately,
but that stream of gift income is secured. At
least annually, payments must be made to the
charity for the duration of the Charitable Lead
Trust. Better still for the charity — and unlike a
Charitable Remainder Trust — the donor
typically may not retain the right to change the
named charity in the most common form of the
Charitable Lead Trust (called a non-grantor
Charitable Lead Trust). Although it is possible
for a trustee who is not the donor to decide
how the ongoing payments will be divided
among several listed charities (PLR 200240027),
this is a rare provision. Thus, in the great
majority of cases the charity is assured of

receiving its ongoing payments, even if the relationship with the donor subsequently changes.
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Charities enjoy Charitable Lead Trusts because
of the immediate, secured payments coming to
the charity. However, aside from tax benefits,
there are no obvious reasons for donors to use
a Charitable Lead Trust. Charitable Lead Trusts
do not provide income to the donor, or donot’s
family, as Charitable Remainder Trusts or
Charitable Gift Annuities can. Thus, they don’t
fit into typical planning for retirement or for
planned educational expenses.

Instead, the use of Charitable Lead Trusts is
primarily motivated by tax benefits. The most
common type of Charitable Lead Trust, called a
non-grantor Charitable Lead Trust, is used
predominantly as a method for reducing gift
and estate taxes. However, there are some
circumstances where this trust can also be used
for income tax benefits as well. The less
common grantor Chatitable Lead Trust is used to
capture income tax benefits, but not gift and
estate tax benefits.

Charitable planners are more likely to work with
Charitable Remainder Trusts than Charitable
Lead Trusts simply because Charitable
Remainder Trusts are much more common.
Charitable Lead Trusts account for only 6% of
all split-interest charitable trusts. (Split interest
charitable trusts are Charitable Remainder
Trusts, Charitable Lead Trusts, and Pooled
Income Funds.) Seeing what a small fraction of
total split interest charitable trusts that
Charitable Lead Trusts represent might lead one
to believe that Charitable Lead Trusts are
insignificant in charitable planning. However,
this idea is mistaken.
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Although Charitable Lead Trusts are less
numerous that Charitable Remainder Trusts,
they are much larger. The typical Charitable
Lead Trust holds more than 3% times the assets
of the typical Charitable Remainder Trust.
Thus, although their numbers are relatively
small, when they arise Charitable Lead Trusts
often represent significant wealth.

As a result of their larger size, Charitable Lead
Trusts hold 18% of all assets amongst split
interest charitable trusts, even though they
constitute only 6% of such trusts. Thus, while
Charitable Lead Trusts are less common, they
do represent an important segment of charitable
planning.

For those who represent charities, the most
important figure may be not the frequency of
the trusts, or even the assets held, but the actual
dollars transferred to charity from split interest
charitable trusts. In this category, Charitable
Lead Trusts are quite significant, generating
37% of all transfers to charity.  So, this
infrequently used charitable planning vehicle,
accounting for only 6% of all charitable split
interest vehicles, results in charitable transfers
of more than half the size of all Charitable
Remainder Trusts. What accounts for this
massive difference in actual charitable payouts?
Where Charitable Remainder Trusts are
annually paying out less than 2% of all their
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assets, Charitable Lead Trusts pay out more than 5.3%. As discussed in the chapter on Charitable Remainder
Trusts, those charitable vehicles typically transfer assets to charity only after the death of the donor. The
charitable deductions for Charitable Remainder Trusts are based upon donors living to their actuarial life
expectancy. However, Charitable Remainder Trust donors, on average, live much longer than their actuarial
life expectancy. This occurs for three reasons. First, those known to have shortened life expectancies for
medical reasons do not typically establish new Charitable Remainder Trusts, or otherwise convert assets into
annuity payments. Thus, one tail of the life expectancy distribution is essentially cut off. (This is why, for
example, the insurance industry uses a different life expectancy table for those who purchase annuities than
for the general population.) Next, greater wealth is associated with a longer life span. Those who establish
Charitable Remainder Trusts tend to be at the highest end of the wealth spectrum, and thus live longer than
their actuarial expectations. Finally, those with a charitable estate plan tend to live longer than others of their
same wealth category (see James, R.N., III (2013) Awmerican Charitable Beguest Demographics for evidence on
this). Taken together, these all point to Charitable Remainder Trust donors living far longer than the
standard actuarial expectations would predict. When these donors serve as the measuring life prior to the
charitable remainder payout, as is typically the case, this will result in far more non-charitable payments — and
a much later and smaller charitable distribution — at the end. Charitable distributions from Charitable Lead
Trusts do not suffer from these same longevity issues. The typical Charitable Lead Trust pays out to charity
for a fixed number of years, beginning immediately. These fixed term trusts are not affected by longevity
expectations. Those Charitable Lead Trusts that exist for a donor’s lifetime generate more charitable transfers
when the donor lives beyond life expectancy, not less.

As shown in the accompanying chart,
Charitable Remainder Trusts tend to most
frequently benefit nonprofit organizations
classified as “public/societal benefit,” with
substantial amounts also going to education and
health related organizations. Charitable Lead
Trusts have the same first and second most
common beneficiary types as do Charitable
Remainder Trusts. However, Charitable Lead
Trusts are much more heavily concentrated in
giving to nonprofit organizations classified as
“public/societal benefit,” as these receive over
70% of all charitable transfers from Charitable
Lead Trusts. This might reflect a greater
tendency for Charitable Lead Trusts to pay into
private family foundations, which are most
commonly classified as general “public/societal benefit” organizations rather than as topic-specific nonprofit
organizations. As estate size increases among charitable estates, the tendency to leave money not to public
charities but to private family foundations grows dramatically. Charitable Lead Trusts are predominantly used
as an estate tax avoidance technique for the wealthy, making the association between Charitable Lead Trusts
and private foundation beneficiaries plausible. Charitable Remainder Trusts, in contrast, hold fewer assets on
average and may be used for a variety of tax and financial reasons by those whose estates are too small to
generate estate taxation.
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Although it is convenient to think of Charitable
Lead Trusts as simply a mirror image of
Charitable Remainder Trusts where the
charitable and non-charitable beneficiaries
switch places, there are other differences.
Unlike a Charitable Remainder Trust, a
Charitable Lead Trust is 7of a tax-exempt entity.
If a Charitable Remainder Trust sells a highly
appreciated asset, it pays no capital gains tax,
because it is a tax-exempt entity. If a Charitable
Lead Trust sells the same asset, it must pay
capital gains tax, because it is #of a tax-exempt
entity. However, just as with other taxpayers, a
Charitable Lead Trust may reduce its taxable
income by making transfers to charity which
results in charitable deductions. Unlike other

taxpayers, a Charitable Lead Trust can typically deduct up to 100% of its income (other than unrelated

business income) if it makes sufficient charitable gifts.

Because a Charitable ILead Trust is not a tax-
exempt entity, some guidelines are more flexible
than with a Charitable Remainder Trust. For
example, Charitable Remainder Trusts can make
payments for life or for up to 20 years. In
contrast, Charitable ILead Trusts can make
payments for life or for up to an unlimited
number of years. The annual payments in a
Charitable Remainder Annuity Trust must be
between 5% and 50% of the initial trust assets.
Annual payments in a Charitable Lead Annuity
Trust can be as small or as large as desired.
Further, Charitable Lead Annuity Trusts, unlike
Charitable Remainder Annuity Trusts, do not
have to be concerned with the risk of
exhaustion being greater than 5%. A Charitable

Remainder Unitrust must pay between 5% and 50% of all trust assets each year, whereas a Charitable Lead
Unitrust can payout any desired percentage. There is no requirement for a minimum of a 10% charitable
deduction (present value of projected amount going to charity) as with Charitable Remainder Trusts. In fact,
the most common type of Charitable Lead Trust (the non-grantor Charitable Lead Trust) generates no
charitable income tax deduction to the grantor regardless of its terms. This freedom in options comes
because a Charitable Lead Trust, unlike a Charitable Remainder Trust, is not a tax-exempt entity.
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The most common type of Charitable Lead
Trust is a non-grantor Charitable Lead Trust.
The term non-grantor means that the Charitable
Lead Trust is not owned or controlled by the
donor (a.k.a. the grantor). Although the donor
typically establishes all of the rules for the
Charitable Lead Trust, once established the
trust is irrevocable. Because this trust is usually
an estate tax avoidance mechanism, it is critical
for the intended tax results that transfers to a
non-grantor Charitable Lead Trust stay outside
of the donot’s estate. Once these assets are
outside of the donor’s estate, none of them
should return to — or be controlled by — the
donor, so that the trust and all its assets stay
outside of the donot’s estate. The assets in a

Charitable Lead Trust fund annual payments to a charity and then, at the end of the term of the trust, are paid
to the heirs or other beneficiaries selected by the donor. The payments to charity (either predetermined
dollar amounts or a predetermined percentage of trust assets) typically occur for a fixed number of years, but

can continue for a life or multiple lives.

The primary purpose of non-grantor Charitable
Lead Trusts is to reduce gift and estate taxes.
Anything placed into a non-grantor Charitable
Lead Trust is no longer owned or controlled by
the donor. Although the donor typically creates
the rules for the trust, the donor cannot change
those rules once the trust is created. Unlike a
Charitable Remainder Trust, the donor should
not directly manage or control the assets of a
non-grantor Charitable Lead Trust. This is
avoided in order to ensutre that all assets are
excluded from the donot’s estate. This focus
on excluding the assets from the donot’s estate
is not typically a concern with standard
Charitable Remainder Trusts. Why not? If a
donor receives income from a Charitable

Remainder Trust for her life with the remainder going to charity at her death, the fact that the remaining
assets are going to charity means that the inclusion of the assets in her estate is irrelevant. The assets come
into the estate and then the assets are exempted from taxation because they are transferred to a charity. This
is not the case with a non-grantor Charitable Lead Trust. Here the assets are distributed to family members,
or other non-charitable beneficiaries, at the termination of the trust. If any assets are zncluded in the donot’s
estate, perhaps because the donor exercised too much control over the assets, then the assets are zzxed in the

donor’s estate.
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The fundamental tax advantage gained from a
non-grantor Charitable Lead Trust is that when
a donor makes transfers to the trust he or she
pays gift taxes on the pryjected amount of the
ultimate transfer to the heirs (i.e., any non-
charitable beneficiaries), not on the actual
amount of the transfer to heirs. The actual
amount transferred to heirs at the termination
of a non-grantor Charitable Lead Trust is not
subject to gift or estate taxation.  This
difference between the projected amount and
the actual amount transferred to heirs creates an
opportunity for tax reduced transfers.

The key benefit for gift and estate tax planning
purposes is that if the actual amount transferred
to family members is higher than the projected
amount, the difference between these two
numbers is transferred without any gift or estate
taxation. This part of the transfer to children,
or others, is made free of estate and gift
taxation.

Gift taxes must be paid on the projected
remainder that will be transferred to heirs (i.e.,
any non-charitable beneficiaries). This
projection is based on the assumption that the
assets in a Charitable Lead Trust will grow at
the initial §7520 interest rate for the life of the
trust. Any growth that occurs above the §7520
interest rate is therefore transferred free from
gift or estate taxes. Of course, if the
investments in the trust return less than the
§7520 interest rate, then this advantage could
become a disadvantage because the initial gift
tax would have been based upon a projected
transfer larger than the actual transfer ultimately
made to the heirs (unless the projected transfer
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At the time of the transfer to a non-grantor
Charitable Lead Trust, the donor must pay gift
taxes on the value of the transfer less the
present value of the payments projected to go to
charity. The projected value of the amount
going to charity is not taxed. The rest, which is
the present value of the projected amount going
to heirs or other people, is taxed. Thus,
calculating the taxable part of the transfer can
be determined by estimating the non-taxable
part of the transfer, i.e., the present value of the
projected payments to charity.

What is the process for estimating the present
value of the projected payments to charity? It is
identical to the process for estimating the
present value of the projected payments to the
non-charitable beneficiaries in a Charitable
Remainder Trust. This makes sense because the
charitable and non-charitable beneficiaties
switch places in a Charitable Lead Trust as
compared with a Charitable Remainder Trust.
The value of an annuity (or unitrust payment) in
a Charitable Remainder Trust is the same as the
value of the same annuity (or unitrust payment)
in a Charitable Lead Trust, only the recipient
changes.

Determining the value of the annuity payments
in a Charitable Lead Annuity Trust (i.e., the part
not subject to gift or estate taxes) requires (1)
finding the §7520 interest rate and (2)
multiplying the annuity payment by the annuity
factor in IRS Publication 1457 for that {7520
interest rate.
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Consider the example of a non-grantor
Charitable Lead Annuity Trust created on
January 31, 2015 paying $1 million per year to
charity for 11 years. What is the present value
of these charitable annuity payments (i.e., the
part not subject to gift taxes)? Calculating this
first requires finding the §7520 interest rate.
These rates are issued monthly and can be
found on the IRS  website at
https:/ /www.irs.gov/businesses/small-

businesses-self-employed/section-7520-interest-
rates, or on other planned giving websites. The
donor may use the {7520 interest rate for the
month of the transaction or either of the two
previous months. Thus, the donor in this case
may use the interest rates for January,

December, or November. (Of course, by late in January the future rates for February would also have been
posted so the donor could have delayed the transaction into February in order to take advantage of the
February rates if desired.) For a transaction completed on January 31, 2015, the donor would need to choose
between a 2.2% and a 2.0% {7520 interest rate. Which one is better for the donor?

As interest rates rise, the value of a fixed dollar
annuity decreases. Consider the value of an
annuity that paid $1,000 per year when interest
rates were 1%. An investor would have to
invest $100,000 to generate that same income
stream at 1%. However, if interest rates were
10% an investor would have to invest only
$10,000 to generate the same income stream.
Thus, the value of the income stream (the
annuity) is higher when interest rates are low
and lower when interest rates are high.

Is the donor better off having the annuity
valued higher or lower? In a Charitable Lead
Annuity Trust, the annuity is the part that goes
to charity. The value of the portion that goes to
charity is not subject to gift or estate taxes in a

non-grantor Charitable Lead Trust. So, the donor is better off having a higher valuation for this charitable

portion (meaning a higher valuation for the annuity).
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Returning to the two options for the §7520
interest rate of 2.0% or 2.2%, the donor is
better off choosing the lowest rate. Thus, for
this calculation the donor should choose the
2.0% rate in order to get the highest annuity
valuation, and therefore the lowest gift tax.
This 2.0% interest rate will be used for all
calculations for this transaction even though
during the life of the trust the interest rates may
fluctuate greatly. Only the initial {7520 interest
rate is relevant to the tax calculation.

Once the appropriate §7520 interest rate is
identified, the value of the annuity can be
determined from the table associated with IRS
Publication 1457 which can be found on the
web at http://www.irs.gov/Retirement-
Plans/Actuarial-Tables. In this case, the
annuity will be paid for a fixed number of years,
so we select Table B “Term Certain Factors.”
If instead the annuity was to be paid for life, we
would select Table S for a single life or Table
R(2) for two lives. These tables are also found
on the same webpage. Examining Table B
under the 2.0 percent interest rate heading
shows that the annuity factor for an 11-year
fixed term at that interest rate is 9.7868.

Assuming that the annuity pays annually, the
value of the annuity is simply this annuity factor
(9.7868) multiplied by the annual annuity
payment ($1 million). Thus, the value of this
annuity is $9,786,800. If the annuity paid more
frequently than at the end of each year, then it
would be slightly more valuable. (It is more
valuable because the recipient gets the money
slightly earlier.) For example, if the annuity
were paid monthly (still with an initial §7520
interest rate of 2.0%) the value of the annuity
would be  $9,786,800 X  1.0091, or
$9,875,859.88. This adjustment factor of 1.0091
comes from Table K on the previous website
and varies with payment frequency and the
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§7520 rate.

Suppose that the donor transferred $10 million
to this non-grantor Charitable Lead Annuity
Trust on January 31, 2015. The projected value
of the charitable share, based upon 11 years of
$1 million payments would be $9,786,800 as
described above. This leaves a projected gift to
the donot’s heirs (or whomever the donor
names to receive the remaining amount) with a
present value of $10,000,000 less $9,786,800.
Thus, the present value of the projected taxable
gift to the heirs would be $213,200. If, during
the life of the trust, the assets in the trust grow
at a rate of 2.0% (equal to the initial {7520
interest rate) this projection will be accurate.
However, if the assets in the trust grow at a rate
faster than 2.0% this ex#ra growth will go to the

heirs without additional gift or estate taxation. For example, if the assets in the trust grew at a rate of 8%, the
actual amount transferred to the heirs would be $6,670,902.51. This demonstrates the power of the non-
grantor Charitable Lead Trust. The donor would transfer over $6.6 million in value to heirs, but pay gift

taxes on only $213,200.

In the previous example, the present value of
the amount projected to go to heirs based on
the §7520 interest rate was only $213,200.
However, the donor could easily set the
payments to charity such that the projected
amount going to the heirs would be $0. This
zeroed-out non-grantor Charitable Lead Trust
results in no gift or estate taxation, regardless of
the size of the actual transfer going to the heirs.
Using a zeroed-out Charitable Lead Trust also
eliminates the risk of paying unnecessary taxes
if the trust assets wuderperform the initial §7520
interest rate. If the trust assets ultimately grew
at a rate lower than the initial §7520 interest
rate, then the trust would simply exhaust earlier
than its intended term with no payments to

non-charitable beneficiaries. But, since no gift taxes were paid, the donor does not risk overpaying gift taxes

due to the underperformance.
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or estate taxation.

The calculation process for a zeroed-out
Charitable Lead Annuity Trust is the same as
before. In this case, the donor transfers $10
million into a non-grantor Charitable Lead
Annuity Trust which pays $1,021,785 per year
to charity for 11 years. The present value of
this series of annual payments, at a 2.0% {7520
interest rate, is $10,000,005. This exceeds the
value of the trust assets of $10,000,000. Thus,
if the trust assets return exactly 2.0% during the
life of the trust, there will be nothing left after
the final charitable payment is made. If]
however, the trust assets grow faster than 2.0%,
any excess growth is transferred to the heirs (or
other non-charitable beneficiaries). This
transfer of extra growth occurs without any gift

As before, the donor must pay gift taxes on the
present value of the amount pryjected to go to
the heirs. But, because $0 is projected to go to
the heirs, there are no gift taxes. Any amount
that actually goes to heirs — due to growth above
the initial §7520 rate — also avoids taxation
because the gift tax (of $0) has already been
paid.

Conceptually, this might seem to be a lot
of effort to go through just to be able to
transfer the “extra” growth above the {7520
rate. But, consider that in the previous example
if the $10 million transfer grew at 8% instead of
the §7520 rate of 2%, this transaction results in
$0,308,281 being transferred to heirs with no
gift taxes. For a donor at top tax rates, gifting

that much after-tax money to heirs would otherwise have come at a cost of over $2.5 million in gift taxes or
$4.2 million in estate taxes. (The estate tax cost is higher because estate taxes are tax “inclusive.”) For those
subject to estate and gift taxes, this benefit is well worth the planning, even for smaller transactions. For
example, a $500,000 zeroed-out non-grantor Charitable Lead Annuity Trust earning 8% could transfer
$315,414 to heirs after tax, which otherwise would have cost $210,276 in estate taxes. This can work at
higher interest rates as well, as long as there is some chance that the investments will outperform the initial
§7520. Consider, for example if the initial {7520 rate was 4% instead of 2%, but the value of the assets grew
at 10%. In that case, a $10 million transfer with 20 years of annual payments to charity of $761,387 projects
to a $0 remainder, resulting in no gift or estate taxes. However, if assets grew at 10%, the actual remainder
would be $23,6606,559, all of it transferring to heirs entirely gift and estate tax free.
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This tax savings is especially attractive to a
donor who was already planning to make these
charitable transfers. In that case the ability to
gift the extra growth to heirs with no gift or
estate tax is a “free” benefit available simply by
using the non-grantor Charitable Lead Trust as
the charitable gifting mechanism. This is one of
the reasons why sestamentary zeroed-out non-
grantor Charitable Lead Trusts are so attractive.
For any taxable estate where the donor has
already planned a substantial charitable estate
gift, transferring the gift in the form of a
testamentary zeroed-out non-grantor Charitable
Lead Trust provides the opportunity for tax-
free transfers to heirs with no downside risk to
the heirs.

Because the non-grantor Charitable Lead Trust
provides the opportunity to transfer extra
growth, above the §7520 rate, free from estate
and gift taxes, the value of this technique
depends upon the growth rate of assets in the
trust. If clients have assets that they anticipate
will grow more rapidly in future years these are
the assets most suited for a non-grantor

Charitable Lead Trust.

A step-CLAT (non-grantor Charitable Lead
Annuity Trust) provides for steadily increasing
payments to the charity during the fixed term of
the trust. The payments are not flat, but they
are known in advance. The motivation for
pushing more of the charitable payments to the
later stages of the trust term is that this allows
more assets to stay in the trust longer. For
assets that outperform the initial {7520 rate, the
longer they stay in the trust the more excess
growth they will generate. For example, the
IRS has approved using annual 20% increases
in the charitable payment amounts. Returning
to the previous example, a zeroed out
Charitable Lead Annuity Trust with a $10



CHARITABLE LEAD TRUSTS

million initial transfer could be generated by 11 annual payments starting at $362,000 and increasing by 20%
each year. Taking this approach instead of paying the flat annuity rate (i.e., $1,021,785 per year) means that
the charity receives lower payments at the start of the trust, but larger payments at the end of the trust. For
instance, the first annual payment would be $362,000, but the final annual payment would be $2,241,409. If
trust assets grew at 8% annually (instead of the 2.0% initial §7520 rate) the standard flat payout annuity in a
zeroed-out non-grantor Charitable Lead Trust would leave $6,308,281 for the heirs. But, the 20% annual
increasing step annuity in a zeroed-out non-grantor Charitable Lead Trust would leave $7,936,082. This extra
$1.6 million in tax-free transfer results from keeping the faster growing assets in the trust longer. If, however,
the assets underperformed the 2.0% initial {7520 rate both the traditional annuity and the step annuity would
exhaust the trust and the heirs would receive nothing.

The more extreme version of keeping assets
inside the Charitable Lead Annuity Trust is
known as a “shark fin” Charitable Lead Annuity
Trust. The name comes from a visualization of
the payment amounts on a graph where the
large charitable payments all come in the last
year or two of the trust, forming a steep shark-
fin like graph. The benefit to such a payout
scheme is the same as with a step-CLAT
(Charitable Lead Annuity Trust). The longer
the assets are kept inside the Charitable Lead
Trust, the more excess growth they will be able
to generate, assuming that they outperform the
§7520 rate. Using these more extreme payouts
is a more aggressive approach because it has not
been approved (or disapproved) by the IRS

(although Rev. Proc 2007-45 seems to allow any payments). Some argue that 20% annual increases, which
have been specifically allowed (PLR 201216045), should be treated as a maximum. The argument is that 20%
increasing annuities is the maximum allowed for Grantor Retained Annuity Trusts, and so perhaps the IRS
will dispute Charitable Lead Annuity Trusts that exceed this level.

For Charitable Lead Trusts paying to a charity
for a lifetime, the actual amount left for the
non-charitable beneficiary depends not only on
the rate of growth of the assets, but also on the
length of the measuring life. For example, if a
Charitable Lead Trust pays $100,000 per year
for the life of a person whose age suggests a life
expectancy of 30 years, the present value of that
charitable payment would be $100,000 x
22.3965, or $2,239,650 (at a 2.0% §7520 rate).
However, if the person lived for only two years,
the actual payments to charity would total only
$200,000. Just as before, gift tax is paid based
upon the projected transfer to the non-charitable
beneficiaries, not the  acfual  transfer.

Consequently, if a donor transferred $2.2
million to the previous Charitable Lead Trust with projected distributions to charity having a present value
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over $2.2 million, there would be no gift or estate tax on the transfer. This remains true even though the
shortened life, in reality, would have resulted in $2 million being transferred to the heirs with no gift or estate
taxes. Recognizing this reality led to the practice of creating “viatical” Charitable Lead Trusts (a.k.a. “vulture”
Charitable Lead Trusts), where the measuring life for the charity’s payments would be a younger person with
a terminal disease. In response, the law was changed to limit the people who can be named as the measuring
life for a Charitable Lead Trust.

To prevent widespread viatical shopping, the
measuring life for a Charitable Lead Trust is
now limited to the donor, any ancestor of the
remainder beneficiaries, or the spouse of either
of these. Thus, taking advantage of a terminal
diagnosis for tax planning purposes is still
theoretically possible, but only within the much
smaller close family group. Additionally, a
person may not be used as the measuring life
for a Charitable Lead Trust if there is at least a
50% probability that the individual will die
within one year. Such a probability would be an
issue of fact and subject to expert testimony.
However, if the person who is the measuring
life actually lives for at least 18 months after
being named, then there is no requirement to

meet the 50% probability test.

In Charitable Remainder Trusts it is quite
common for the donor to retain the right to
change the charitable beneficiary of the trust.
So long as the trust requires that some charity
will ultimately receive the funds, this retention
of power creates no problems. In contrast, if
the donor retains this power in a non-grantor
Charitable Lead Trust the gift and estate tax
advantages of the trust will be lost. Why?
Retaining the power to change charitable
beneficiaties causes the assets to remain in the
donot’s estate. Because the assets have not left
the donor’s estate, they are still subject to estate
taxes at the donor’s death. This same reality
does not create tax problems for the Charitable
Remainder Trust. The Charitable Remainder
Trust assets may be included in the donot’s estate, but when those assets are all transferred to charity at death
they are not subject to estate taxation because of the unlimited charitable estate tax deduction. In contrast,
the Charitable Lead Trust passes its assets to non-charitable beneficiaries at termination. Thus, inclusion of
the Charitable Lead Trust assets in the donor’s estate at death can result in estate taxation. Although the
donor may not have this power, it is acceptable for the donot’s spouse or some other family member to have
the power to change charitable beneficiaries. Because it is not the donor who holds the power, this will not
result in the trust assets being included in the donot’s estate. (Note, however, that if the Charitable Lead
Trust will pay to a “skip person” such as a grandchild with living parents, it is important that no one retains
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the right to change the charitable beneficiary. This is discussed briefly below in the section on generation
skipping transfer taxes.)

It is also acceptable if the donor has the power to “request but not direct” an independent trustee to
change the charitable beneficiary. Because the donor does not have the legal right to change the charitable
beneficiary, keeping this right does not create estate tax problems. Along the same lines, it is perfectly
acceptable for the Charitable Lead Trust to pay to a donor advised fund, even if the donor has the right to
advise the charity regarding the timing and recipients of subsequent charitable transfers (see PLR 9633027).
This right is only the right to give “advice.” It is not a legal right to force a particular charitable transfer.
Because it is not an enforceable legal right, it does not result in inclusion of the assets in the donor’s estate.

The non-grantor Charitable Lead Trust may
name the donor’s donor advised fund as the
charitable beneficiary because the donor has no
legal right to control the distributions out of
those funds (only a right to “advise” regarding
distributions). Similarly, if the donot’s private
family foundation is named as a charitable
beneficiary, it is important to show that the
donor has no legal right to control the ultimate
charitable grant recipients through his control
of the private foundation. If the donor had this
right, then the Charitable Lead Trust assets
would still be included in the donot’s estate. In
order to prove that the donor has no ability to
direct the ultimate distribution of those assets

paid to the donor’s private foundation, the
terms of the gift should prohibit the donor from acting with regard to funds coming from Charitable Lead
Trust. Further, such funds should be maintained by the private foundation in a separate account. There are
no problems with inclusion in the donor’s estate if the donor’s spouse, children, or friends can control these
separate funds in their role as foundation trustees, but the donor must be excluded. (Allowing another
person to change the charitable beneficiary of the non-grantor Charitable Lead Trust creates negative
consequences for purposes of generation skipping transfer taxes, but allowing others to keep the right to
control distributions made from the private foundation that is the recipient of Charitable Lead Trust funds
does not create any such problems.)

The IRS has allowed early termination of a
fixed term Charitable Lead Annuity Trust.
However, it has not allowed the division to be
based upon the present value of the relative
income and remainder rights (as has sometimes
been allowed with a Charitable Remainder
Trust). Instead, the charity must be paid all of
the scheduled payments at the time of
termination, without discounting for receiving
the payments early. Thus, if 10 years remained
in a fixed term Charitable Lead Trust where the
charity received $1,000,000 per year, an early
termination would require the immediate
payment to the charity of $10,000,000, rather
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than the present value of the right to receive these payments over the next ten years. Charitable Lead
Unitrusts, in contrast, may not be terminated eatly.

The primary estate and gift tax advantage to be
gained through the use of a non-grantor
Charitable Lead Trust comes from the taxation
of the pryjected transfer to heirs rather than the
actual transfer to heirs. This same advantage
arises for generation skipping transfer taxes only
with a Charitable Lead Unitrust (CLUT), but
not with a Charitable Lead Annuity Trust
(CLAT). With a Charitable Lead Annuity Trust,
the generation skipping transfer tax is based
upon both the projected and the actnal transfers to
the “skip person” (e.g., a grandchild whose
parents are still alive). For both Charitable Lead
Trust types, the donor can initially allocate
generation skipping transfer tax exemption
equal to the present value of the projected
transfer to be made to “skip persons”, just as with the gift tax. However, if a Charitable Lead Annuity Trust
grows faster than the {7520 rate, then additional Generation Skipping Transfer Tax will be due at the
termination of the Charitable Lead Annuity Trust. Worse, if a Charitable Lead Annuity Trust grows slower
than the §7520 rate, ultimately leaving less to the “skip person” than projected, there is no refund of the
allocated generation skipping transfer tax exemption. In contrast, the ultimate amount of the transfer is
irrelevant to the calculation of generation skipping transfer tax for a Charitable Lead Unitrust. However, the
Charitable Lead Unitrust is not an ideal mechanism for transferring the growth above the §7520 rate, because
such growth must be shared with the charity. A Charitable Lead Unitrust pays a fixed percentage of trust
assets to charity each year. Thus, more rapid growth results in higher payments to charity.

As discussed above, the donor may not retain the right to change the charitable beneficiary of a
Charitable Lead Trust. Otherwise, the assets of the Charitable Lead Trust will still be included, and taxed, in
the donort’s estate. However, allowing another person, such as a family member, to have this right to change
charities does not create estate tax problems for the donor. It does, however, create a potential negative
result for generation skipping transfer tax if the trust will be paid to a “skip person.” In that case, leaving
open the option to change the charitable beneficiary means that the transfer to the skip person is a “taxable
distribution” rather than a “taxable termination.” Under the generation skipping transfer tax rules, taxes from
a “taxable distribution” are owed by the recipient “skip person” (LR.C. §2603(a)(1)), but taxes from a
“taxable termination” are owed by the trust itself (LR.C. §2603(a)). For example, if $1,000,000 in generation
skipping transfer taxes were due in a “taxable termination” the trust could pay those taxes with no negative
consequences to the recipient. But, if the trust paid the $1,000,000 in generation skipping transfer taxes in a
“taxable distribution,” the trust would be paying an obligation of the recipient, meaning that the recipient
would have received an additional $1,000,000 gift that would itself be subject to the generation skipping
transfer tax.
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Although a non-grantor Charitable Lead Trust
can create significant potential tax advantages,
as with other charitable planning techniques it is
important to limit those techniques to clients
with charitable interests. There are other ways
to reduce estate taxes that do not involve
making gifts to charity. For the non-charitable
client, these techniques will inevitably be more
appropriate. For example, a client may transfer
excess growth to the next generation with
similar results using a grantor retained annuity
trust. Although this is not a perfect match for a
Charitable Lead Trust (e.g., the client must
outlive the term of the grantor retained annuity
trust in order for the estate to receive the tax
benefit), such techniques will typically be more

appropriate than charitable strategies for the client who does not desire to make gifts to charity.
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The primary role of non-grantor Charitable
Lead Trusts is to aid in reducing gift and estate
taxation. However, there is also a less well
known role for these trusts in reducing income
taxation.  This opportunity arises when a
donor’s gifts no longer generate income tax
deductions because of the income limitations on
charitable deductions. In this scenario a donor
might earn, e.g., $1,000,000 in interest and
dividends on certain assets, donate the entire
$1,000,000 to charity, but still be required to pay
income taxes on the $1,000,000 with no useable
charitable income tax deduction. The non-
grantor Charitable Lead Trust can provide a
solution to this income tax problem.
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By transferring the income earning assets to a
non-grantor Charitable Lead Trust, the donor
no longer reports future earnings as income.
Instead the trust itself reports these earnings,
and pays taxes on them. Normally, this would
not be considered a tax benefit because trusts
have a compressed tax schedule (i.e., they pay
the highest tax rate at a much lower level of
income). However, a non-grantor Charitable
Lead Trust can normally deduct payments to
charity with no income limitations. Returning
to the previous example, the donor owns assets
generating $1,000,000 in interest and dividends
annually. The donor would still have to pay
taxes on that income even if she donated the
entire amount to charity because the donot’s

other (or previous) gifts have already exceeded the income limitations on charitable deductions. However, if
the donor transferred these assets to a non-grantor Charitable Lead Trust, the trust could deduct all gifts, up
to 100% of income. Additionally, a Charitable Lead Trust may be written to allow distributions of any
income in excess of the required annuity or unitrust amount, so that the trust would pay no income taxes
regardless of the investment returns. This plan works well when a donor who is already over the income
limitations for deductible gifts wishes to make gifts out of income earned from assets, has no plans to
consume the assets personally, but does desire to keep the underlying assets in the family.
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To this point, the focus of the chapter has been
on non-grantor Charitable Lead Trusts. A less
common type of Charitable Lead Trust is a
grantor Charitable Lead Trust. In a typical
grantor Charitable Lead Trust the donor
receives the remaining interest at the
termination of the trust. Because of this, the
trust is always considered to be owned by the
donor. A grantor Charitable Lead Trust is not
even a separate tax paying entity; it is simply an
extension of the donor. If the trust earns
income, the donor is treated as having earned
the income. This trust is not used for estate and
gift tax planning because the donor hasn’t
transferred anything out of his or her estate.
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Instead, this trust is used for income tax
planning purposes. Specifically, the donor is
allowed to immediately deduct the present value
of the future charitable gifts funded by the trust
assets. This allows the donor to “pull forward”
future charitable gifts and deduct them today
(so long as the donor transfers sufficient assets
into the trust to fund these gifts).

The tax deduction for transfers to grantor
Charitable Lead Trusts is limited to 30% of
adjusted gross income, or 20% if funded with
long-term capital gain property, because the gift
is considered to be “for the use of” charity
rather than “to” charity. This is because the
Charitable Lead Trust itself is not a tax-exempt
entity (unlike the Charitable Remainder Trust).
Additionally, Regulation 1.170A-10(a)(1) and PLR 8824039 indicate that excess gifts “for the use of” charity
cannot be carried forward, but IRS publication 526 and PLR 200010036 indicate that they can be.

Pulling forward tax deductions for future
charitable gifts is particulatly useful when the
donor’s tax rates are high now, but will be lower
later. A grantor Charitable Lead Trust allows
the donot to take the deductions now, when
they are more valuable, rather than later. This
temporarily higher tax rate may result from a
spike in income, perhaps due to the sale of an
appreciated asset, a Roth conversion, or some
other temporary income. Additionally, this
difference in tax rates may occur as the result of
a planned retirement where future income, and
thus future tax rates, will be substantially lower
after the retirement date.

Of course, the donor could simply make a

large charitable gift during the year when
income is high. Ot, if the donor wishes to spread out the transfers to charity over many years, he or she
could make a large transfer to a donor advised fund. Both of these approaches would also generate a large
immediate income tax deduction. However, the grantor Charitable Lead Trust allows the donor to get the
asset back after the expiration of the trust (or at least what remains of the asset after making the required
payments to charity). Suppose the donor owns a large income-producing investment which generates
$100,000 per year. Using a grantor Charitable Lead Trust, the donor could transfer the asset, use the income
to pay for $100,000 annual charitable gifts, take an immediate tax deduction for all of the future $100,000
annual gifts, and then receive the asset back at the close of the trust. This could work especially well if the
asset was desired to produce income in the future, for example in retirement planning, but would be better
used to generate charitable tax deductions today. The other methods do not allow the donor to both keep
the underlying asset and also take an immediate deduction for the future years of gifting.
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A typical grantor Charitable Lead Trust follows
the plan of the accompanying diagram because
the donor retains the reversion rights. There
are other rights that will also trigger this grantor
trust treatment, but many violate other
Charitable Lead Trust rules (such as rules
against self-dealing) and therefore eliminate
Charitable Lead Trust treatment and the tax
deduction.

In rare cases a grantor Charitable Lead
Trust may continue to exist beyond the death of
the donor. (This might occur where the trust is
set to run for, say, 10 years, but the donor dies
before the end of the 10 year period.) This
creates a problem because the donor can no
longer be treated as the owner of the trust and

taxed with the trust’s income. In such cases a grantor Charitable Lead Trust becomes its own separate tax
paying entity (i.e., a complex trust) just like a non-grantor Charitable Lead Trust. This means that the trust is
taxed with any income earned, but it can also deduct subsequent transfers to charity. However, to offset the
fact that these anticipated gifts were already deducted by the donor, the deductions are recaptured on the
donor’s final income tax return. In other words the donor’s original deduction, less the value of the amounts
already paid to charity discounted to the year of the deduction, is treated as income in the year of recapture.
This same result also occurs if the donor gives up his or her reversion rights (although the recapture will
occur on the donor’s tax return in the year that the rights were given up rather than on the donot’s final tax

return).

Because the grantor Charitable Lead Trust
allows for a deduction today for transfers to be
made to charity in the future, the value of the
deduction depends upon the prevailing §7520
interest rate. The size of the deduction is much
larger during lower interest rate periods than
during higher interest rate periods. For
example, a Charitable Lead Trust funded to
support $10,000 annual charitable gifts for the
subsequent 20 years will generate a $163,514
deduction if the §7520 rate is 2.0%. (The
annuity factor for a 20-year term certain annuity
at a 2.0% interest rate on Table B “Term
Certain Factors” found on the web at
http:/ /www.irs.gov/retitement-plans/actuatial-
tables is 16.3514.) But, if the {7520 rate is

8.0%, the same transaction generates a deduction of only $98,181.
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Grantor Charitable Lead Trusts and non-
grantor Charitable Lead Trusts have opposing
tax characteristics. A grantor Charitable Lead
Trust is treated as if it is still owned by the
donor. Thus the donor receives the chatitable
income tax deductions, but is also taxed with
the income earned by the trust, and the assets in
the trust are considered to be owned by the
donor for gift and estate tax purposes. In
contrast, a non-grantor Charitable Lead Trust is
treated as a separate tax payer. Transfers to a
non-grantor Charitable Lead Trust do not
generate income tax deductions. The trust pays
taxes on any income it earns and it takes
deductions for any transfers it makes to charity.
Most importantly for gift and estate tax

planning purposes, any assets in a non-grantor Charitable Lead Trust are outside of the donor’s estate. Thus,
the choice of the trust type will depend upon the tax goals of the donor.
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There is, however, a type of Charitable Lead
Trust that proposes to combine the
characteristics of a grantor and non-grantor
trust. A “defective grantor trust” or “super
grantor trust” or “super trust” purports to
create a Charitable Lead Trust where the donor
may take an immediate tax deduction for future
charitable gifts from the trust, pay taxes on any
income earned by the trust, but the trust assets
will not be included in the donot’s estate. Thus,
the estate and gift tax results are the same as
with any #on-grantor Charitable Lead Trust, but
the donor is actually able to take a personal
income tax deduction as if it were a grantor
Charitable Lead Trust.

The explanation for this result relates to a slight
inconsistency in the tax code. The income tax
rules defining grantor and non-grantor trusts are
almost identical to the gift and estate tax rules
defining grantor and non-grantor trusts. But,
they are not perfectly identical. If a donor
keeps the right to get trust property by
substituting other property of equal value, this
will trigger grantor treatment of the trust for
income tax purposes. However, it does not
trigger grantor treatment of the trust for gift
and estate tax purposes. Thus an otherwise
normal non-grantor Charitable Lead Trust can
be converted into a “super grantor trust” by
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simply inserting this one right. This hybrid trust has not received clear approval from the IRS, but does

appear to comply with the language of the tax code.

Charitable Lead Trusts are commonly funded
with simple assets such as cash and publicly
traded stocks and bonds. However, some assets
can create complications or difficulties when
transferred to a Charitable Lead Trust.

Although Charitable Lead Trusts are not private
foundations, they are required to follow the
private foundation rules against self-dealing,
taxable expenditures, jeopardizing investments,
and excess business holdings. Failing to follow
these rules will result in the trust being
disqualified as a Charitable Lead Trust. For
example, the trust may not indefinitely hold too
much ownership in a single business entity (no
more than 20% ownership by the trust and all
disqualified persons combined unless trust
ownership is 2% or less). However, the trust
may hold unlimited ownership in a business
gifted to the trust for up to 5 years before it
must sell the asset.  Consequently, if a
Charitable Lead Trust is established for a term

of 5 years or less, it will not violate this rule. Another rule is that the donor may not transfer property to the
trust with debt that is less than 10 years old because such transfer constitutes self-dealing. Also, the trust may
not hold assets that are so risky as to jeopardize the chatitable purposes of the trust. These rules are covered

in detail in the chapter on private foundations.

290



CHARITABLE LEAD TRUSTS

Unrelated business income arises when a trust
owns business interests in a form that generates
ordinary income such as a sole proprietorship, a
partnership, or a limited partnership interest
where the limited partnership is actively
managing a business operation and not simply
collecting passive income from investments. In
a  Charitable Remainder Trust, unrelated
business income results in a harsh 100% excise
tax. No such excise tax applies to Charitable
Lead Trusts, allowing them to receive unrelated
business income. When the trust is a grantor
Charitable Lead Trust any such income is
simply attributed to the donor and treated as if
it had been received directly by the donor.
However, special rules apply if a non-grantor
Charitable Lead Trust receives unrelated business income. In this case, a non-grantor Charitable Lead Trust
may deduct only 50% of this income when it is given to a public charity or 30% when it is given to a private
foundation. This means that the trust cannot escape paying at least 50% or 70% of the unrelated business
income tax, regardless of its charitable distributions.

Why should such a rule exist? The idea of having an unrelated business income tax is that nonprofits
should not be able to outcompete for-profits in non-charitable commercial enterprises simply because
nonprofits pay no taxes. This would be unfair for regular businesses and would have a negative effect on tax
revenues based upon regular commercial activity. If a non-grantor Charitable Lead Trust were allowed to
operate a business and pay no tax on the earnings (because earnings were 100% distributed to a charity and
resulted in a 100% tax deduction), the result would be the same as charging no unrelated business income tax.
To avoid this result, contributions of unrelated business income are not fully deductible. As a result, a non-
grantor Charitable Lead Trust must pay some unrelated business income tax, even if all unrelated business
income is donated to charity. (Note that the trust’s ownership of a limited partnership interest will not
generate unrelated business income if the limited partnership does not engage in the active management of a
business, but simply holds passive investments and collects income from them. Thus, if a donor was using a
limited partnership holding passive investments for the purpose of obtaining a valuation discount for estate
tax purposes, such interests could be gifted to a Charitable Lead Trust.)

Subchapter S-corporation shares are most
commonly held by people. These shares may
not be held by another corporation, a
partnership, or a Charitable Remainder Trust.
(Doing so will cause the corporation to lose its
subchapter S status and instead become a
subchapter C-corporation.)

It is perfectly acceptable for a grantor
Charitable Lead Trust to hold such shares
because the trust is treated, for tax purposes, as
being owned by the donor. Similatly the hybrid
“super grantor” trust is also treated as a grantor
trust for income tax purposes and could also
hold subchapter S corporation shares. This is
not the case, however, if the shares are held by
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a non-grantor Charitable Lead Trust. The non-grantor Charitable Lead Trust is a separate taxpayer from the
donor. Because the trust is not a person, its ownership of subchapter S-corporation shares is not permitted
under the subchapter S-corporation rules. There is one exception that permits a non-grantor Chatritable Lead
Trust to own such shares. This arises if the trust choses to make an ESBT (Electing Small Business Trusts)
election. Such an election is usually undesirable for the non-grantor Chatitable Lead Trust as any income
earned from the shares may not be deducted as a charitable gift when transferred to charity.

Charitable Lead Trusts can be complex vehicles
(certainly much more complex than presented
in this brief chapter), but this complexity should
not prevent advisors and fundraisers from being
familiar with their, potentially dramatic, tax
benefits. Although relatively rare, these trusts
represent a significant share of assets held in
split interest charitable trusts and an even larger
share of actual charitable distributions made
from such trusts.
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14 LIFE INSURANCE IN CHARITABLE PLANNING

Planning with life insurance creates many
potentially positive opportunities for donors,
advisors, and charities. Yet, there can be bad
outcomes from using life insurance as well.
Some tax rules create negative consequences in
certain cases. Some charities have had bad
experiences and bad results working with life
insurance professionals who promised more
than they delivered. These potential pitfalls are
no reason to ignore the benefits of life
insurance, but rather should be a motivation to
become more acquainted with the details of
using life insurance in charitable planning in
order to produce the best outcomes.

Many  sophisticated  charitable  planning
techniques such as Charitable Gift Annuities,
Charitable Remainder Trusts, Charitable Lead
Trusts, gifts of remainder interests in homes or
farms, or bequest gifts in wills or trusts, all
directly impact estate planning, typically
reducing the heirs’ inheritance. It is not
surprising then that another common estate
planning tool, life insurance, can frequently be
useful as a means to replace some or all of the
heirs” inheritance lost due to charitable
planning. Further, existing life insurance
policies may have accumulated substantial value
over time, making them a potential candidate as
a charitable gift. Finally, some donors may
desire to fund a large posthumous gift for

charity by creating and making premium payments on a new charity-owned life insurance policy. Thus,
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charitable planning commonly employs life insurance in three different ways: wealth replacement, gifting
existing policies, and creating new policies for charity. These three uses for life insurance involve dramatically
different tax and planning issues. Consequently, each type of application will be reviewed separately.

Potentially the most powerful use of life
insurance in charitable planning is as a “wealth
replacement” for heirs or other non-charitable
beneficiaries. Life insurance generates a pool of
money (wealth) at the death of the insured. For
younger families this wealth can be especially
important as a way to replace the income (or
services) lost by the unexpected death of a
family member. In charitable planning, life
insurance does not replace income, but instead
replaces wealth.  Charitable planning often
involves the transfer of substantial assets
(wealth) to charity either during life or at death.
Life insurance provides a mechanism to replace
all or part of the wealth gifted to charity. This
alternate source of wealth benefits the heirs or

beneficiaries who might otherwise have inherited the assets donated to charity. Importantly, life insurance
can replace wealth in a tax-advantaged way after charitable planning has removed the wealth in a tax-
advantaged way, resulting in the possibility of multiple layers of tax benefits.

not the only goal in a donot’s plan.
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The most powerful layer of tax benefits in these
multi-layered charitable plans comes from the
charitable instruments themselves. As reviewed
in other chapters, charitable planning devices
such as Charitable Gift Annuities, Charitable
Remainder Trusts, or gifts of remainder
interests in homes and farms can generate
wonderful tax benefits in income, capital gain,
estate, and generation skipping taxes. Despite
these enormous tax benefits, advanced
charitable planning techniques all have one
thing in common,; ultimately, they transfer assets
to charity.  Clearly, this means that such
techniques should be limited to those who truly
have charitable desires. Yet even among the
charitable, these philanthropic desires are often
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creative planning.
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Donors must often balance their charitable
desires in estate planning against the desire to
benefit family members or other non-charitable
beneficiaries. The donor’s desires to benefit his
or her family may set the limit for any potential
charitable estate gifts (or other charitable
planning techniques that diminish the remaining
estate such as Charitable Gift Annuities). Life
insurance can help balance these competing
desires in a way that can increase both the gift
to charity and the inheritance for other
beneficiaries.

Not only can life insurance provide an
alternative or supplemental inheritance to
substitute for part or all of the wealth
transferred to charity, but also, with certain
types of planning, it can provide an inheritance
that is not subject to estate taxes. For estates
subject to the 40% estate tax rate, the ability to
receive tax-free inherited dollars is
understandably attractive. Thus, the heirs may
do well to trade a smaller amount of tax-free
insurance in exchange for giving up a larger
inheritance when the larger inheritance would
have been taxable. Combining this with the tax
advantages of charitable planning can create a
win-win scenario where the donor is able to
provide more for both charity and heirs through
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How is it possible for life insurance proceeds to
avoid estate taxation? In simple terms, the
estate tax applies to everything owned by the
decedent at death except assets transferred to a
spouse ot a charity. Thus, proceeds from life
insurance owned by the decedent will be subject
to estate taxation. However, if the decedent
does not own the life insurance, then it is not
normally subject to estate taxes at the
decedent’s death. This is true whether the life
insurance is owned by another person, such as
another family member, or by an artificially-
created legal entity, such as an irrevocable trust.
The exception to this rule is that if the decedent
first owned the life insurance policy and then
transferred it to another person (or legal entity),

the policy will still be included in the decedent’s estate for three years after the transfer. However, if the other
person (or legal entity) originally purchased the policy then this waiting period does not apply.

How would this work if another family
member, such as a child of the insured,
purchased the policy? The parent gives money
to the child in order to allow the child to
purchase a life insurance policy on the parent’s
life. Because the parent has not transferred the
life insurance policy to the child, but has instead
simply given funds to allow the child to
purchase the policy, the parent has never owned
the life insurance policy. Since the parent has
never owned the policy, it will not be included
in the parent’s estate. (If the parent had owned
the policy and then given it to the child, the
policy would still be in the parent’s estate for
three years after the date of transfer.) Upon the
parent’s death, the life insurance policy then

pays its death benefit to the child. The child receives these life insurance proceeds free from estate taxation,
because the life insurance policy was never in the parent’s estate.

296



LIFE INSURANCE IN CHARITABLE PLANNING

The same concept applies if the policy is owned,
not by a child, but by a separate tax-paying legal
entity not controlled by the patrent, such as an
irrevocable trust.  Trusts designed for this
purpose are referred to as ILITs (Irrevocable
Life Insurance Trusts). The ILIT is, for tax
purposes, a separate person. Thus, when the
parent dies, the life insurance policy and its
death benefit are not included in the parent’s
estate because another “person,” the ILIT,
owns the policy. The ILIT then receives the
policy proceeds and distributes them to the
child (or to whomever the ILIT document
names as beneficiary).

An ILIT allows for distribution to multiple
beneficiaries and ensures that money given for

premium payments will be used for premium payments. By using an ILIT, the parent can establish rules for
precisely where and how the money will be distributed. Because the child does not own the ILIT, the child’s
creditors, lawsuits, or divorce often cannot reach the ILIT assets. Although the parent cannot continue to
directly control the ILIT after its creation, the parent can establish all rules that the ILIT trustee must follow
in purchasing, paying for, and distributing the proceeds from the life insurance policy. This high level of
control, without risk from potentially interfering family conflicts, is often attractive to those planning their

estates.

The ILIT is not, by itself, a charitable planning
technique. Instead, the ILIT often serves as an
attractive addition to charitable planning. The
immediate tax deductions and lifetime income
typically generated by Charitable Gift Annuities
and Charitable Remainder Trusts provide a
natural source of funding for this type of life
insurance planning. At the same time, these
gifts also reduce the remaining estate for heirs,
increasing the potential interest in using life
insurance as a means of replacing this donated
wealth. Other charitable planning techniques,
such a gifting a remainder interest in a home or
farmland while retaining the life estate, do not
generate ongoing income, but do generate an
immediate tax deduction. In this case, the

donor may consider using the money saved from the reduced tax liability to purchase life insurance.
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Although the Charitable Remainder Trust,
Charitable Gift Annuity, or gift of a remainder
interest in a home or farmland reduces donor
assets, the heirs may prefer to receive proceeds
from an ILIT owned life insurance policy. The
estate tax may have cut the value of other assets
by up to 40%. The ILIT-owned life insurance
policy generates a tax-free death benefit. In this
way, the donor gives the taxable inheritance to
charity and replaces it with a non-taxable
inheritance funded by the increased income and
tax benefits generated through the planned
charitable gift.

Combining charitable planning with life
insurance planning can generate a range of tax
benefits. The value of these benefits depends
upon the tax circumstances of the donor. To
see the potential power of these strategies,
consider the case of a donor with a highly
appreciated asset who is at the top federal tax
rates for capital gains, income, and estate taxes.
The donor has a $1,000,000 non-income
producing zero-basis asset that she would like
to sell, reinvest, and spend the interest income
of 5% per year. (Low basis assets are a
common financial planning challenge, especially
with family businesses that started without a
large initial cash investment.) She would like to
leave the principal for heirs, but also has

charitable interests. How can charitable planning make a charitable gift more affordable?

The traditional approach to the client’s goals
would be to sell the non-income producing
asset, invest it, spend the interest earned, and
leave the principal to the donor’s heirs. This
results in no charitable gift and substantial
taxation. First, the sale of the appreciated asset
generates a $238,000 federal capital gain tax
(including ACA tax). Instead of having
$1,000,000 to invest, only $762,000 remains
after the taxes are paid. Earning 5% per year
on this remaining amount generates $38,100
each year for the client to spend. The heirs
inherit the entire principal, but due to a 40%
estate tax on the principal, the heirs receive only
$457,000 of the $762,000 principal.
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As an alternative, the client could transfer the $1,000,000 asset to a Charitable Remainder Unitrust
paying her 5% of the trust assets for the remainder of her life. In this case, the Charitable Remainder Trust
sells the $1,000,000 asset. As a non-profit entity, the trust pays no capital gains tax. This leaves the entire
$1,000,000 available to generate income for the client. The payments from the trust, earning 5% annually,
will be $50,000 per year as compared with $38,100 in the non-charitable approach. In addition to the higher
payments, the transfer to the Charitable Remainder Trust generates a tax deduction. The exact amount of the
deduction will depend upon the prevailing interest rates and age of the donor, but suppose the deduction is
30% of the transfer, i.e., $300,000. This $300,000 deduction can lower the donot’s federal income taxes by
$111,000.

Although the donor receives a large income tax deduction and greater income than with the first
plan, the donor has partially disinherited her children who now have no claim on the asset. This is great for
the charity which will receive the $1,000,000 at the donot’s death, but not as attractive for the heirs. To
address this problem, the donor could purchase insurance using the value of the tax deduction and all or part
of the increase in income. Although the amount of life insurance this will purchase depends upon prevailing
interest rates and the donor’s age and health, it is possible that an $111,000 initial premium plus an annual
premium of $11,900 would purchase a $457,000 life insurance policy. (Note that as interest rates rise, the
charitable deduction may decrease, but the cost of the insurance also decreases.) Because an ILIT owns the
life insurance policy, the heirs receive the $457,000 tax free. This is identical to the after-tax benefit received
from the $1,000,000 asset, which, after paying for capital gains taxes and estate taxes, left only $457,000 for
the heirs. In other words, in the charitable planning scenario, the charity receives a $1,000,000 gift without
any net cost to the donor or the donor’s heirs. Of course, this is an extreme scenario in that the donor has a
highly appreciated zero-basis asset and faces the highest federal tax rates. However, the charitable scenario
actually becomes even more attractive if the donor lives in a state that charges taxes on capital gains in
addition to the federal taxes on capital gain. Nevertheless, this example shows the potential power of
combining charitable planning with life insurance planning as a way to benefit all parties.

Life insurance can also be used in less complex
transactions. As an example, suppose a
potential donor owns $100,000 of farmland that
he would like to use for the rest of his life. At
his death, he would like to leave the property to
his favorite charity, but he is concerned about
reducing his heirs’ inheritance too much. How
might charitable planning help in this situation?
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Pairing life insurance with income-producing
charitable planning vehicles like Charitable
Remainder Trusts or Charitable Gift Annuities
is a common combination, because these gifts
generate income that can be used to pay
premiums. However, life insurance can also be
combined with other charitable planning
techniques  that produce valuable tax
deductions. For example, gifts of remainder
interests in homes or farmland generate
charitable income tax deductions but require no
cash. The value of these deductions can be
used to purchase insurance to help offset the
heirs’ loss of the inheritance of the home or
farmland. If estate taxes are a concern, the
donor is able to use the value of the tax

deduction from the IRS to purchase a tax-free inheritance (using an ILIT) for heirs in partial replacement of

the taxable inheritance donated to a charity.

By giving the remainder interest in his farmland
to charity, the donor generates an immediate
income tax deduction. If the donor was age 55
and the §7520 rate was 2.0%, this gift would
create an immediate deduction of $61,635.
Assuming the donor could use this deduction at
the top federal tax rate and a 5% state tax rate
(no additional deductions due to having
reached the $10,000 cap), it would lower his tax
bill by $25,886.70 Depending on the donor’s
health, this amount might purchase a $50,000
single premium life insurance policy. Other
donors would be in different situations, but
many would be roughly similar. If the §7520
rate was higher, the deduction would be lower,
but the cost of life insurance would also be

lower. If the donor were older, the deduction would be greater, but so would the cost of life insurance. With
charitable planning, the donor is able to make the gift to charity, but also provide a substantial inheritance to
his heirs. Here, the tax benefits from charitable planning fund the entire replacement inheritance. Of course,
if the estate would be subject to estate taxes and the donor purchased the life insurance through an ILIT, the
heirs are that much better off. The same transaction could be structured without life insurance. A donor
could transfer the value of the tax deduction as a gift to an irrevocable trust for the benefit of the heirs (still
using “Crummey” powers if necessary for estate tax planning). Through investment of these funds, $50,000
or more would be available for heirs 7 the donor lived to his life expectancy. The primary advantage of life
insurance is that it removes the risk of an unexpectedly early death, guaranteeing the larger amount. Along
with this, however, it also removes the potential benefit of an unexpectedly long life where the asset could

have grown in value for several more years.
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Ultimately, charitable planning can generate
income and tax benefits that would not
otherwise be available. The ILIT provides a
mechanism to convert these additional income
and tax benefits into estate tax-free wealth for
heirs. The use of the benefits in this way can
help to balance a donor’s competing desires for
charitable and family estate transfers.

No gift or estate taxes result from the typical
Charitable Remainder Trust arrangement. The
donor receives an income for life and then at
death any amount remaining in the trust goes to
charity. Although the assets in the trust are
included in the donor’s estate, they generate no
taxation because these assets go to charity.
However, there are other Charitable Remainder
Trust arrangements that can have different tax
consequences.

A donor may also establish a Charitable
Remainder Trust that makes payments not only
for the donot’s life, but also for the life of the
donor’s spouse. This is a common arrangement
for Charitable Remainder Trusts. It generates
no estate taxation because all interests go to the
charity and the spouse, both of which are non-
taxable recipients due to the unlimited marital
and charitable estate tax deductions.
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In contrast to the previous examples, if the
donor chooses to make his children (or any
other non-spouse) beneficiaties of the trust this
arrangement will generate estate taxation. At
the donot’s death, the estate must pay taxes on
the present value of the children’s annuity or
unitrust interest. As before, the Charitable
Remainder Trust assets are included in the
donot’s estate. However, in this case not all of
those assets are going towards marital or
charitable gifts. The children inherit this benefit
and, consequently, it is subject to estate
taxation.

Because of the estate tax results from simply
naming the children as secondary beneficiaries
of the Charitable Remainder Trust, it may make
sense to consider using an ILIT to accomplish
the same purposes. In this case, the Charitable
Remainder Trust provides no payments to the
children.  Instead, the ILIT purchases life
insurance on the donor’s life and then receives
the death benefit at the donor’s death. The
ILIT then purchases annuities for the children
that pay income to them for their lives. The net
result to the children is the same — receipt of
lifetime income. However, in the ILIT
arrangement the value of the income interest is
not subject to estate taxation.

By removing the children as secondary
beneficiaries of the Charitable Remainder Trust,
the payments to the donor can substantially
increase without altering either the tax
deduction or the ultimate charitable gift. The
amount of this increase in payments can pay
premiums on ILIT-owned life insurance
throughout the donor’s life.  The primary
motivation for this substitution is to reduce
estate taxes. However, if the donot’s estate is
not subject to estate taxation, then this
substitution may be undesirable because the
increased income during the donor’s life will
likely be subject to taxation (depending upon
the tax characteristics of the underlying assets in



LIFE INSURANCE IN CHARITABLE PLANNING

the Charitable Remainder Trust). Donors should weigh the trade-off between income taxation and estate
taxation in each case to find the most advantageous approach.
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The previous examples presented a simplified
process for using an ILIT. However, it can be
helpful to understand a bit more about the
different steps in creating and operating an ILIT
and their potential consequences.

Although the donor can create the rules of the
ILIT, even determining the exact wording of
the trust document, the donor may not continue
to directly control the assets in the ILIT once it
is created.  Thus, unlike, for example, a
Charitable Remainder Trust, the donor may not
continue to act as trustee of the ILIT. Doing so
gives enough ongoing control to the donor that
the ILIT will be included in the donot’s estate
which would eliminate the estate tax benefits.
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this bad result.
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The amount a donor may transfer to another
person without gift tax consequences is limited.
Hach year, a donor can make present interest
gifts to other people up to this limit (e.g.,
$19,000 per donee in 2025) without any gift tax
consequences. The amount applies to each
donee and each donor. For example, a married
couple with two married children each with two
children of their own would have eight natural
donees. Because both spouses have their own
separate annual exclusions, this would allow the
transfer of $304,000 (8x2x$19,000) each year
without gift tax consequences.

Unfortunately, direct gifts to an ILIT do not
qualify for the annual present interest gift
exclusion. Thus, direct transfers to the ILIT
will have gift tax consequences. Specifically, any
direct transfers will reduce the donot’s available
estate and gift tax exemption. This would
eliminate the benefit for the donor who
ultimately gifted more dollars to pay premiums
than the death benefit paid by the insurance
policy. Every dollar of direct gifting to the ILIT
will reduce the estate tax credit because gifts to
the ILIT are not “present interest” gifts. Direct
gifts to an ILIT do not qualify as “present
interest” gifts because the beneficiaries of the
ILIT do not receive any funds until sometime in
the future. One extra step is required to avoid

Instead of making transfers directly to the ILIT,
the donor makes transfers to the ILIT but with
the provision that some beneficiaries of the
ILIT (such as the donot’s children) have, and
are notified in writing of, a 30 day right to take
the transfer as an immediate cash gift to them.
Because the beneficiaries have a right to take
the gift immediately as a cash gift, the gift from
the donor becomes a “present interest” gift.
This “present interest” gift then qualifies for the
gift tax annual exclusion. For example, in 2025,
each donee could receive a right to claim up to
$19,000 of the transfer from each donor as
immediate cash. This $19,000 transfer would
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generate no gift or estate tax consequences for the donor. The appellate court case that authorized this type
of temporary power as a way to claim the present interest gift tax exclusion involved a taxpayer by the name
of Crummey. Hence, these are known as “Crummey” powers. These “Crummey” power holders must also
be potential beneficiaries of the ILIT. The tax courts have permitted contingent beneficiary power holders,
such as grandchildren who will receive a share only if their parent predeceases them before the distribution.
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The assumption in this planning is that the
recipient of the Crummey powers will choose
not to take advantage of their right to an
immediate cash withdrawal and will instead
allow the money to go to the ILIT. Otherwise,
the tax advantages of the planning process
would be defeated. This is one reason why such
rights are typically given in a family situation
where the donor has sufficient informal
influence over the recipient to prevent the cash
withdrawals. Any overt or formal attempts to
influence the powerholder’s decision may nullify
the tax effects of the Crummey power.

Although the present interest annual gift tax
exclusion is relatively small (e.g., $19,000 in
2025), it can be used for every donor and every
donee. When combined together for a large
number of donees, these add up to substantial
annual transfers. For example, if a married
couple were making transfers with “Crummey”
powers given to their two children, the
children’s two spouses, and four grandchildren,
this would allow for the use of 8 separate
annual present interest gift tax exclusions for
each donor spouse (e.g., $19,000 X 8 X 2, or
$304,000).
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When $304,000 (in annually inflation-adjusted
2025 dollars) is used for annual premium
payments, it can purchase a significant amount
of life insurance — especially for younger or
healthier donors. Because the annual present
interest gift tax exclusion is indexed for
inflation (although changes occur only in $1,000
increments), the dollar amount allowed for
potential funding increases over time.

The use of “Crummey” powers solves one
problem by converting the transfers into
“present interest” gifts for the donors. At the
same time, it creates a new problem. The new
problem is that when the holder of the
“Crummey” power chooses 70t to use his or her
rights, he, in effect, makes a gift to the
beneficiaries of the ILIT. If the power holder
were the only beneficiary of the ILIT, then this
would not be a problem. No gift would have
occurted because the ILIT would benefit no
one other than the “Crummey” power holder.
But, the typical ILIT has more than one
beneficiary. This means that failing to exercise
the right to immediately withdraw the money
results in a gift benefitting others. Once again,

the same problem arises here, because the gift to the other ILIT beneficiaries is not a present interest gift.
(As before, these beneficiaties must wait until the death of the insured to receive benefits from the expired
withdrawal rights.) Because the choice not to use these powers is not a present interest gift, the annual
present interest gift tax exclusion will not apply, causing the gift to reduce the “Crummey” power holder’s gift

and estate tax exemption.
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However, the beneficiary may release this type
of power up to the greater of 5% of trust assets
or $5,000 each year without gift or estate tax
consequences. This does not normally allow
for the release of the full annual present interest
gift tax exclusion ($5,000 is less than $17,000).
One approach is to allow the beneficiaries’ gift
and estate tax exemption to absorb the
difference, thus dispersing and postponing the
tax effects to the next generation. There is also
another alternative.

The “Crummey” powers may allow each
beneficiary to keep the right to demand his or
her share of the cash transferred to the ILIT
indefinitely, with this right expiring only at the
rate of the greater of $5,000 or 5% of the value
of the ILIT per year. This type of provision is
called a “hanging power” because the recipient
hangs on to the right to demand the cash for a
long time. With this drafting, the beneficiary
never gives up more than the gift-tax-free
amount of his or her right to receive cash (i.e.,
$5,000 or 5% of trust assets), preventing the
beneficiary from making a taxable non-present-
interest gift to the ILIT.

The use of hanging powers prevents the
beneficiary from using up her own gift and

estate tax exclusion amount, but can create problems of its own. The ability of the “5 and 5” powers to
climinate the accumulation of such hanging powers is limited. In fact, each beneficiary can use only one “5
and 5” exemption each year, regardless of how many ILITs or other trusts for which they have such powers.
Over time, these hanging powers can continue to accumulate, meaning that the beneficiary has an increasingly
large right to receive immediate cash. Creditors could take this right, and the beneficiary’s estate will include
any unexpired rights for estate tax purposes. Eventually, the “5 and 5” powers can begin to reduce the total
hanging powers if, for example, “Crummey” gifts cease to be made. This could occur if the life insurance
policy becomes fully-funded at some future point. Additionally, after the death of the insured, the ILIT will
hold the entire death benefit. At this point, 5% of the trust assets may be worth far more than $5,000.
Because the greater of these two amounts can be lapsed, this would allow for a rapid reduction in the total
hanging powers for as long as the ILIT holds such substantial assets prior to distribution.
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A generation skipping transfer tax can apply
when the donor makes a gift (or estate transfer)
to a “skip person,” such as a grandchild. A skip
person is anyone two ofr more generations
below the donor. However, if the skip person’s
parent (who is also the donor’s descendent) has
died, the skip person is treated as being one
generation older.  Transfers to such skip
persons are subject to a generation skipping
transfer tax of 40% in addition to the estate tax of
40%. The theory here is that normally, every
generation must pay estate taxes on its transfer
to the next generation. Giving wealth to a
grandchild or great-grandchild “skips” out on
taxation that would have been collected at the
death of the previous generation. There is an
exemption for generation skipping transfers, which is the same size as the estate tax exemption amount. For
those transferring more than this exemption amount the potential application of both the 40% estate or gift
tax and the 40% generation skipping transfer tax is disturbing. (Because the 40% generation skipping transfer
tax is applied to the amount left affer payment of estate tax, the net result is a combined tax rate of 64%.)

Crummey powers allow gifts to an ILIT without gift or estate tax consequences up to the annual
exclusion limit ($19,000 per donor per donee in 2025). However, a Crummey power does not automatically
exclude these gifts from generation skipping transfer taxes. If the ILIT benefits skip persons (e.g.,
grandchildren with living parents), it is a generation skipping trust and transfers to it will reduce the donor’s
generation skipping transfer tax credit. The only exception is that if an ILIT is established solely for the
benefit of a single skip person (e.g., a single grandchild) and the ILIT assets will be included in the skip
person’s estate, then gifts up to the annual exclusion limit will also be excluded from generation skipping
transfer tax consideration. (Including the ILIT in the skip person’s estate is accomplished by giving him or
her a general power of appointment to decide who will get the funds if he or she dies before receiving all
ILIT assets.) In this way, such transfers to a single-beneficiary ILIT can avoid generation skipping transfer
tax. However, benefitting multiple skip persons in this way would require the creation of multiple ILITSs,
each with a single skip-person beneficiary.
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Charitable giving with a life insurance policy can
be simple. The owner of a life insurance policy
can just name a charity as the beneficiary of the
policy. At the death of the insured, the charity
will receive a check for the death benefit.
Although this transfer generates no estate
taxation, it also — like other revocable gifts
taking effect at death — generates no chatitable
income tax deduction. In order to generate a
charitable income tax deduction, the donor
must make a completed gift during life. Giving
a policy to charity may constitute a substantial
charitable gift, especially where the life
insurance policy combines a death benefit (i.e.,
simple term insurance) with investment
features. These policies can become valuable

assets over time. Such policies may be particularly attractive candidates for donation when the original
purpose for the life insurance no longer applies. Despite this attractiveness, the rules for tax deductions, the
policies themselves, and the proper post-gift management of the policies by the charity can be complicated.

Life insurance can address needs in a variety of
circumstances. As circumstances change, the
original need for the life insurance may
disappear. This lack of need for an existing
policy is a common motivation for a donor’s
decision to donate the policy to charity. A
donor may have purchased life insurance to
replace his or her income in the event of death
as a way to protect his or her minor children.
Once the children are grown and independent,
the original need for the policy no longer exists.
An insurance policy may have been purchased
for a business buy-sell agreement. For example,
two partners in a business partnership may
agree that at the death of one of them, the
other will purchase the deceased partner’s

ownership for an agreed price. Each partner purchases life insurance on the life of the other so that, in the
event of one partner’s death, the surviving partner will have the cash to purchase the deceased partner’s
interest. This provides cash for the heirs and prevents the difficulties inherent in sharing forced ownership in
an operating business with a group of heirs unfamiliar with the business. However, if the business
relationship changes — perhaps due to the business closing or being sold — the need for the life insurance also
changes. These are just two examples of the variety of ways in which a policy owner may find that he or she
has too much life insurance for current needs. If, in combination with this lack of need for death benefits,
the owner also wishes to forego the cash value of the policy in order to benefit charity, a gift of the life

insurance policy may make sense.
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When a donor gives a life insurance policy to
charity it is important that the donor give up all
rights to and benefits from the policy. This
means, for example, that the donor may not
keep any rights to change beneficiaries,
surrender, assign, or cancel the policy, pledge
the policy for a loan, make withdrawals or loans
from the cash surrender value, or hold any
other reversionary interests. Attempting to
retain any rights will result in no completed gift.
This also extends to prohibit keeping indirect
benefits for the donor, the donor’s family, or
anyone else designated by the donor. Not only
does keeping some rights mean there is no
charitable income tax deduction, but it also
means that the life insurance policy will still be

included in the donot’s estate, and thus subject to estate taxation. Further, any additional premiums paid by

the donor would not generate deductible gifts.
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If the donor were to cash in a life insurance
policy, any income generated would be treated
as ordinary income, rather than as a capital gain.
The donation of an ordinary income property
item is valued at the /Jower of fair market value or
the donor’s basis. (In contrast, some long-term
capital gain property items can be valued at fair
market value, even when such value is higher
than basis.) However, determining fair market
value and even basis in a life insurance policy
can be challenging.
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What is the basis in a life insurance policy gifted
to charity? This is currently an unsettled
question. Basis clearly includes all premiums
paid for the policy. Also, any refunds or loans
taken from the policy will reduce the basis. The
uncertainty surrounds the issue of whether or
not the basis should be reduced by the “cost of
insurance.” The IRS argument for considering
“cost of insurance” is that the policy owner has
invested premiums, but in return has received
the advantage of coverage in the event of death.
Thus, because the owner has already received
this “peace of mind” benefit, his or her basis
should be reduced by the value of this benefit.
This value received is what it would have cost
the owner to purchase just the death benefit

itself (i.e., the term policy) from the company.

At present, it is clear that the basis is #of reduced for this “cost of insurance” (a.k.a. “mortality charges”)
when money is received from the insurance company, e.g., through withdrawals, distributions, or
surrendering the policy for cash value. (This is specified by statute in Internal Revenue Code §72.) The IRS
has taken the, somewhat controversial, position that basis /s reduced by this “cost of insurance” when a policy
owner se/ls the policy to someone else (Rev. Rul. 2009-13 & 2009-14). There are no IRS examples specifically
for calculating basis for a charitable deduction from a gift of a life insurance policy. However, charitable gifts
to third parties, just like sales to third parties, are not covered by Internal Revenue Code §72, which addresses
only payments coming back from the insurance company. It seems unlikely that calculating basis as reduced
by the “cost of insurance” would apply to sales of policies, but not gifts of policies. (Such inconsistency
would certainly lead to an interesting calculation in the case of a bargain sale to charity.) The most likely IRS
position — absent any actual information at this point — appears to be that the basis rule for sales would also
be the basis rule for gifts.

There is some question whether or not the courts will support this IRS position. Why? There is no
statute directing this approach and this approach is not used in other contexts. For example, if a taxpayer
buys a car for $25,000 and sells it a year later for $25,000 she does not report a gain of $5,000 because it
would have cost her $5,000 to rent a similar car for a year and she was able to enjoy the benefits of the car
while she owned it. The decision regarding whether or not to reduce the basis in a gift by the “cost of
insurance” depends upon how aggressive the taxpayer wishes to be in this area of uncertainty.
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For a taxpayer who wishes to reduce basis by
the “cost of insurance,” determining this
number may be a challenge. Universal life
policies typically report the “cost of insurance”
component to policyholders, making this
number easily accessible. For term insurance,
the “cost of insurance” is simply the premium.
However, for traditional whole life policies, the
“cost of insurance” may not be reported or
easily determined.  Death benefit coverage
expenses can vary depending upon the age and
health of the insured, interest rates, and the
quality and rating of the company issuing the
policy. Consequently, determining what portion
of a whole life policy represents “cost of
insurance” can be complex.

Determining the fair market value of a gifted
policy can also be a complicated procedure. Of
course, all property gifts of $5,000 or more
require a qualified appraisal. Consequently, the
donor will not be the one to determine this
valuation. For a newly issued policy, the
valuation can be determined by the premium
paid for the policy. For a paid-up policy (i.e.,
one in which no further premiums need be paid
to keep the life insurance in force), the cost of a
replacement policy for an insured of that age
can be used as a basis for estimating fair market
value. Note that very few policies are truly paid
up, meaning that no future payments will be
due under any circumstances. This is different
than a policy that projects no future payments
will be due depending upon the investment returns of a policy. Most policies are neither newly issued nor
paid-up. For these policies where premium payments are still required, valuation can be quite complex. The
approved valuation methods often approximate the cash surrender value of the policy. A donor can use the
greater of valuation allowed by the ITR or PERC methods. The ITR method is based on the “Interpolated
Terminal Reserve” plus any unearned premiums and a pro rata share of estimated dividends to be paid for the
year. There are, in fact, multiple possible methods to calculate the “Interpolated Terminal Reserve,” but the
life insurance company will typically provide their estimation of this number to the policy holder. However,
this number — and, hence, this valuation approach — is not available for universal life or variable life policies.
An alternative valuation is the PERC method. PERC comes from Premiums plus Earnings from the policy
(such as interest, dividends, and withdrawals) minus Reasonable Charges (such as mortality charges). The
PERC number is often roughly equal to the cash value for universal life policies. This PERC number is then
multiplied by an “Average Surrender Factor,” approximating the charge incurred in surrendering the policy
for its cash value.
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These traditional valuation approaches do not
apply in cases where they are not an appropriate
estimation of the value of a life insurance policy.
This occurs when the insured has a terminal
illness. IRS gift tax regulations specifically
prohibit using standard valuation approaches
when the insured has a terminal illness. In such
cases, the “life settlement” market may provide
a more appropriate, and much higher, valuation.
This market purchases life insurance policies on
the lives of terminally ill individuals. These
policies are more valuable because the risk of
death, and thus the likelihood of receiving the
death benefit in the near future, is dramatically
higher than for a typical insured.  These
valuations, however, can be costly to obtain
given the requirement to evaluate the health of a terminally ill individual.

Valuing a donated policy based upon its higher
value in the life settlement market creates a
more complex calculation for the charitable
income tax deduction. As  mentioned
previously, the typical tax treatment for a
donated life insurance policy is to deduct the
lesser of basis or fair market value. This is
because if the donor were to cash in a life
insurance policy, any income generated would
be treated as ordinary income rather than
capital gain.  Ordinary income property is
deducted at the lower of basis or fair market
value. This picture becomes more complex
when selling a policy in the life settlement
market. In that case, the value received up to
the cash surrender value would generate
ordinary income, but the value above cash surrender value would generate capital gain income. (This capital
gain treatment is the most likely result although this is not settled law.) This means the life insurance policy is
in part ordinary income property and in part long-term capital gain property. The gift of the ordinary income
portion of the life insurance policy (i.e., the amount up to the policy’s cash surrender value) is valued at the
lower of basis or fair market value. However, the gift of any long-term capital gain portion of the life
insurance policy (i.e., the amount above the policy’s cash surrender value) is valued at the greater of basis or
fair market value. This leads to different treatment depending on the relative value of the basis, the cash
surrender value, and the life settlement value. Consider the example of a policy with a $150,000 value in the
life settlement market, a $50,000 cash surrender value, and a $20,000 basis. Gifting this policy would generate
a $20,000 deduction for the ordinary income part (i.e., the part represented by the cash surrender value of the
policy), and a $100,000 deduction for the long-term capital gain part (i.e., the part represented by the value
over and above the cash surrender value). This, of course, assumes that the donor has not made a special
election to value all long-term capital gain gifts during the year at the lower of basis or fair market value. If
the life settlement value were not greater than the basis, then the gift would be valued at the lower of its fair
market value or basis as with a typical policy. For example, if the basis was $200,000, the cash surrender
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value was $50,000, and the life settlement value was $150,000, then the deduction would be $150,000 (the
lower of basis or fair market value). If the life settlement was lower than the cash value, then the life
settlement value would be irrelevant and the policy would be valued as normal.
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As with all charitable property gifts of $5,000 or
more, documenting a life insurance policy gift
of this size will require a qualified appraisal. In
addition, the donor must complete IRS Form
8283, have reliable records of the gift, date,
place, fair market value, and cost basis, and
receive a note from the charity indicating the
date of the gift with a description of the
property and the magic phrase, “No goods or
services were provided in exchange for these
gifts.”

The required appraisal for documenting the
charitable gift of a life insurance policy cannot
come from the insurance agent or the insurance
company. They are parties to the transaction
and are therefore disqualified. Consequently,
gifting a substantial life insurance policy will
require the employment of a qualified outside
appraiser. Without such appraisal, the IRS will
allow no deduction.
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The typical result for donating property with an
outstanding loan is that the donor is treated as
both receiving income in the amount of the
loan and making a charitable gift of the net
equity in the property. The first part of this
typical result still holds in the case of a gift of
life insurance. The donor is treated as having
received ordinary income in the amount of the
loan, reduced by the applicable basis. The
applicable basis is the amount of the loan
multiplied by the ratio of the policy’s basis to
the policy’s fair market value. For example, if a
donor gifts a policy with a $100,000 fair market
value, a $50,000 basis, and $10,000 of existing
loans, the transaction will generate $5,000 of
ordinary income for the donor [$10,000 loan x

($50,000 basis/$100,000 fair market value)].

However, because of special rules put in place to eliminate charitable split dollar transactions, the
presence of a loan eliminates the tax deduction. Thus, as the result of gifting a policy with outstanding loans
the donor receives no charitable income tax deduction, but still reports ordinary income.

The bottom line is that gifting policies subject to loans is unwise. It would be better for the donor to
pay off the loan first. Then, the donor can gift the policy without loss of the charitable deduction due to the
charitable split interest rules. If this is not possible, then the donor may be better off to sell or cash in the
policy, pay taxes on the gain, and then make an offsetting deductible charitable gift with the proceeds. At a
minimum, it is likely that there will be more tax advantageous assets for the donor to consider gifting instead
of a life insurance policy with outstanding loans.

Upon receiving the policy, the charity may do
anything with it that any other policy owner
could do. This includes surrendering the policy
for its cash value, holding the policy until the
death of the donor (if the policy is not paid up
this will require the payment of premiums either
by the charity or, if available, by the original
donor), or selling the policy in the life
settlement market. Selling the policy in the life
settlement market is rare because such markets
require extraordinarily high rates of returns for
investors. Thus, if the charity is not in a
desperate financial position, it is more
appropriate for the charity to hold the policy
and collect the death benefit.  Charities
sometimes have an inappropriate tendency to
automatically cash out any life insurance policies received, rather than considering the possibility of
continuing to hold the policy until the death of the donor. In many cases, the cash surrender value is well
below the actuarial value of the policy. By automatically taking the cash surrender value of policies, charities
may often be making poor financial choices as compared with continuing to hold the policy, even if holding
the policy may require payment of additional premiums. Rather than immediately taking the cash surrender
value, it would be more appropriate for charities to work with a life insurance professional to consider the
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relative financial value of continuing to hold the policy.

A donor may gift an annuity contract to a
charity, but such gifts are usually not tax
advantageous. Gifting an annuity contract will
cause all gain in the contract to be immediately
taxed to the donor as ordinary income. In
contrast, continuing to hold the annuity would
allow the annuity owner to recognize that
income over many years, rather than
immediately.  The donor may offset this
immediate recognition of gain by the charitable
deduction for the value of the annuity contract
(except for annuity contracts issued before
April 23, 1987 that have not yet matured where
the deduction is limited to the donot’s basis in
the contract). However, an alternative source
for a charitable gift will often be more tax

appropriate. For example, gifts of long-term capital gain will generate no recognition of taxable gain. Even
gifts from cash may be better if they prevent the immediate recognition of gain resulting from giving an
annuity contract. Gifting an annuity at death does not create these same income tax problems, although this
requires an annuity that still has value after the death of the donor.

A third use of life insurance in charitable
planning is to create a new policy specifically
intended to benefit the charity at the death of
the donor. In this way, the donor may provide
for a large posthumous charitable gift, perhaps
funding a significant charitable project.
Without the use of life insurance, a donot could
fund such a posthumous gift by simply saving
up money in a donor advised fund and leaving it
at death to the charity. However, this plan
would fail if the donor did not live long enough
to allow him or her to build up enough savings
to fund the gift. The use of life insurance
eliminates this risk. Through life insurance, the
donor can guarantee that the project will be
funded, even if he or she does not live long

enough to fund the project through the normal means of savings or regular donations.
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A donor could achieve the transfer of a large
charitable gift at death by simply purchasing
and owning a life insurance policy and naming
the charity as the beneficiary of the policy.
However, this approach would generate no
charitable income tax deduction. No deduction
is allowed in part because the donor could, at
any time, change the name of the beneficiary to
someone else. In order to generate a tax
deduction, the donor must first donate the
policy to the charity. Once the charity owns the
policy, then the donor could continue to fund
the premium payments by making gifts to the
charity for that purpose. Although the donor
does not retain a legal right to force the charity
to use the gifts for premium payments, this is

rarely needed as the threat of stopping future giving is usually sufficient to cause the charity to follow the
donor’s preferences. In order for the transfer of the policy (and any subsequent payments of gifts to be used
for premium payments) to generate a charitable gift, the donor must give up all rights to the policy as well as

any direct or indirect benefits from the policy.

317

In an alternative arrangement, the donor may
gift the policy to the charity (or the charity may
create the policy) and then the donor can make
premium payments directly to the insurance
company. These direct premium payments are
deductible gifts, assuming that the charity owns
all rights to the policy. Some charities and
insurance agents may prefer this arrangement as
it could allow the insurance company to send
premium notices directly to the donor, rather
than burdening the fundraising staff with
continued requests. There are, however, some
differences in the treatment of premium
payments made directly to the life insurance
company and those made to charity.
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Gifts made directly to the charity for the
purpose of funding premium payments are
treated as any other gifts made to charity. The
charity will issue receipts for the gifts just as
with any other gift. Assuming that the donor is
making cash gifts to a public charity, these are
deductible up to 60% of the donor’s adjusted
gross income, just as with any other cash gift.
The donor could give cash, but could also give
appreciated property, which the charity could
then sell in order to generate the cash needed to
make premium payments. Giving appreciated
property may provide the added benefit to the
donor of avoiding long-term capital gain
taxation.

When the donor makes premium payments
directly to the life insurance company, the
results may differ slightly. Some charities will
issue receipts for premium payments made
directly to a charity owned life insurance policy,
but some may not. Insurance companies will
not accept appreciated property for premium
payments, so the donor must use cash transfers.
Finally, deductions for such transfers to life
insurance companies may be limited to 30% of
the donor’s adjusted gross income, even where
the policy owner is a public charity. This is
based upon the idea that the cash is not being
provide “to” the charity (which results in a 60%
income limitation), but instead is being
provided “for the use of” the charity (which

results in a 30% income limitation). Some cases suggest the possibility of applying a higher limitation to these

transactions as well, but that issue is not currently settled.
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Encouraging donors to create and pay
premiums on charity owned life insurance
policies comes with both potential advantages
and potential problems for the charity. Thus, it
does not make sense for charities to either
universally accept or universally reject this
approach. Instead, it is useful to consider the
specifics of each scenatio and the relevant needs
of the donor and charity.

One potentially attractive feature of using life
insurance is that donors of relatively modest
means can fund large posthumous projects. For
example, a healthy 40 year old donor might be
able to purchase a $1,000,000 life insurance
policy for premium payments of only $1,500 per
year for the first 30 years of coverage (with
premiums rising thereafter). Or, the donor
could pay $20,000 for only 20 years, with no
additional payments due after that point. Thus,
a donor who would never anticipate the ability
to make a $1,000,000 gift to the charity could
fund that gift by using life insurance.

It is important to note, however, that
unless the donor dies eatlier than expected, the
use of life insurance does nof generate a larger
gift than would have been possible by simply gifting the premium payment amounts to the charity and
allowing them to grow until the death of the donor. The use of life insurance provides protection only
against the early death of a donor who had otherwise intended to save or give enough to fund a large project.
Further, the apparent ability of life insurance to generate a “big” gift may also rely on the natural
misperception of future values. For a typical 40 year old donor, a $1,000,000 gift is a big gift. But, that donor
is likely to live for approximately 40 more years. If future inflation is similar to the past, then the future
$1,000,000 gift received in 40 years will have the same purchasing power as a $190,000 gift today. Waiting 40
years to receive $190,000 of purchasing power in today’s dollars does not feel quite as impressive as the large
$1,000,000 figure. Additionally, recent evidence suggests that donors with planned posthumous gifts to
charity live longer than others (see James, R. N., III (2013) American Charitable Bequest Demographics), meaning
that the charity will have to wait even longer than normal to receive a death benefit from donors.
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Some charities like the idea that subsequent
gifts occur without ongoing fundraising efforts
from the charity. For example, where the
donor is making premium payments directly to
the insurance company, the bill may come
directly from the insurance company, and the
donor may pay this as a matter of course along
with other bills.

Because the use of life insurance typically
involves the employment of insurance agents,
these transactions create a natural sales force
interested in proposing these planned giving
transactions to clients. The proposition of
having an agent advocating for the charity
without the costs associated with hiring a
traditional fundraiser may be attractive to
charities. Having such a “free” sales force may
be especially interesting to charities with limited
resources to hire and train their own
fundraising staff. In an ideal situation, both the
charity and agent can benefit from these
potentially symbiotic relationships.

There are, of course, potential downsides to the
inability of charities to control or manage those
who are proposing charitable transactions. The
charity that gives access to its donor base may
risk negative reactions from donors, depending
upon the characteristics of the selling agent.
The agent may focus primarily on making an
immediate sale, whereas the charity may be
hoping to foster a long-term relationship.
Further, the agent may have little downside risk
in offending those who ate not interested in
purchasing the product, whereas the charity may
suffer long-term financial effects from damaged
relationships with supporting donors.
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Another potential problem is the risk that
donors will cease providing premiums for the
insurance policies. Depending on the type of
insurance, keeping the death benefit may require
paying premiums for 10, 20, or 30 yeats or for
the rest of the donor’s life. It is difficult enough
to maintain donor giving from one year to the
next — the likelihood that a donor will be
consistently committed over many decades or a
lifetime is even smaller. For policies that do not
reach “paid up” status, there is also a risk of
lapse in advancing age. Often health or
cognitive problems arise prior to death and
these may increase the risk of financial mistakes,
such as failing to pay policy premiums. Further,
such conditions also increase the likelihood that

other family members may take over financial management. These other family members may be less likely
to have any commitment to the charity. Taken together, these factors reduce the likelihood that the premium
payments will continue indefinitely and, thus, that the charity will ultimately receive any benefit.
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Another risk in using life insurance is that the
structure of the policy may, ultimately, provide
more benefit to the insurance companies and
insurance agents than to the charity. This is
especially true where the risk for later lapse of
the policy is high and such lapse would result in
the charity receiving no death benefit. Thus,
the donor may be regularly committing funds
strictly for charitable purposes, but ultimately
providing little or no benefit for charity. This
does not mean that such gifting arrangements
are inherently disadvantageous to charity, only
that careful examination is appropriate.
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An additional potential problem relates to the
requirement of insurable interest. Taking out a
life insurance policy requires that the policy
owner have an insurable interest in the insured
person. In other words, you cannot take out a
life insurance policy on someone just because
you think the person will die soon. Allowing
such speculation could even create financial
incentives for murder. Thus, taking out a life
insurance policy on another person normally
requires some family or business relationship
providing a reason for hedging against the
personal or financial loss that would occur in
the event of the death of the insured. If a
charity takes out a life insurance policy on a
major donor, with the goal of protecting against
the loss of income that might occur in the event of the death of the donor, then the charity likely has a valid
insurable interest. However, if the person had never been a donor, or perhaps had made only a few $20 gifts
and the charity then takes out a $10,000,000 policy on the life of the donor — there may be serious questions
about the presence of an insurable interest. Fortunately, almost all states have settled this matter by
legislation. In these states, charity is granted an explicit insurable interest in any person (or in some cases any
donor) who consents to becoming an insured life. To give you a feel for the specific requirements in your
state, below are excerpts from different state statutes related to this topic. (Please check for any changes or

other issues with local counsel before engaging in a transaction.)
ALABAMA CODE §27-14-3

Abny provision of this section and chapter to the contrary notwithstanding, a charitable organization that meets the requirements of Section 501(c)(3) of the Internal Revenne Code of 1986, as amended,
may own or purchase life insurance on an individual who consents to the ownership of purchase of that insurance.

ALASKA STAT. §21.42.020

Notwithstanding the other provisions of this section, a charitable organization may obtain, by procurement, assignment, or otherwise, life or health insurance on an insured who consents to the issuance of
the insnrance.

ARIZONA REV. STAT. ANN. §20-1104

A charitable organization as provided in section 43-1201, paragraph 4, which has a policy ownership interest has an insurable interest in the life of each proposed insured who joins with the charitable
organization in applying for a life insurance policy naming the charitable organization as owner and irrevocable beneficiary.

ARKANSAS CODE ANN. §23-79-103

Notwithstanding any other law or regulation to the contrary, any religions, educational, charitable, or lent institution, o jzation, co 7 ssociation, or trust, including, but not limited to,
Charitable Remainder Trusts, may be named beneficiary or owner, or both, of the policy or contract by any applicant for insurance upon his or her own / ife in any policy of life insurance issued by any life
insurance company anthorized to do business in this state or in the state of domicile of the applicant for insurance.

CALIFORNIA INS. CODE §10110.1(f)

a charitable organization that meets the requirements of Section 214 or 23701d of the Revenne and Taxation Code may effectuate life or disability insurance on an insured who consents to the issuance of
that insurance

COLORADO REV. STAT. §{10-7-115

I ding any other provision of law, any organization that meets the requirements of section 170 (c) of the federal "Internal Revenne Code of 1986", as amended, may own or purchase life

insurance on an insured who gives written consent to the ownership or purchase of that insurance.

CONNECTICUT GEN. STAT. §{38a-450

Any life insurance company doing business within the state may issue policies of insurance predicated upon the life or lives of any person or persons, payable at maturity to any educational, ecclesiastical,
benevolent, charitable or eleemosynary corporation which can legally take and receive testamentary legacies, irrespective of a financial interest on the part of such corporation in the life of the person or
persons insured.

DELEWARE CODE ANN. tit. 18, §2705

Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,

jonal or religions institutions, or their agencies, are desig irrevocably as the beneficiaries thereof
D.C. CODE ANN §31 -4716
A charitable, b or religions institution that is described in §501(c)(3) or §170(b)(1)(A) of the Internal Revenue Code or a trust for the benefit of the institution that
is qualified as a Charitable Remaii Trml under §664 or a Pooled Income Fund nnder §642(c)(5) of the Internal Revenne Code may acquire an insurable interest in the life of an individual if: (1)

The institution or trust is designated irrevocably as the beneficiary of the insurance proceeds or designated as the owner of the life insurance policy, or bothy (2) The application for the insurance contract is
procured and signed by the individual whose life is to be insured; and (3) Notwithstanding paragraph (1) of this subsection, the insured pays the preminms for the insurance policy for at least 3 years
Jollowing the issuance of the policy.

FLORIDA STAT. §627.404(2)b(7)

A charitable organization meeting the requirements of 5. 501(c)(3) of the United States Internal Revenne Code, as amended, has an insurable interest in the life of any person who consents in writing to
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the organization’s ownership or purchase of that insurance.

GEORGIA CODE ANN. §33-24-3(j)

A charitable institution as defined under Sections 501(c)(3), 501(c)(6), 501(c)(8), and 501(c)(9) of the Internal Revenne Code of 1986 shall have an insurable interest in the life of any donor.

HAWAII REV. STAT. §431:10-202(4)

A charitable organization as defined in section 467B-1 has an insurable interest in the life of each proposed insured who joins with said organization in applying for a life insurance policy naming said
organization as owner and irrevocable beneficiary.

IDAHO CODE ANN. §41-1805

Contracts of life insurance may be made and entered into in which the person paying the consideration for such insurance has no insurable interest in the life of the person insured, where charitable,
benevolent, educational, or religions institutions are designated irrevocably as the beneficiaries thereof.

215 ILLINOIS COMP. STAT. §5/245.2

Members of not-for-profit organizations that are exempt from taxation as described in paragraph (3), (4), (5), (9), or (10) of subsection (c) of Section 501 of the Internal Revenue Code or either past or
present individual or family donors to a not-for-profit organization may obtain life insurance policies naming the not-for-profit organization as the irrevocable sole beneficiary of the /m/zg The not-for-
profit organization, as the sole beneficiary of the policy, may continne to pay the preminms to the issuing insurance company where the donor discontinues the preminm payments and of the
policy is a prudent investment.

INDIANA CODE §§27-8-18-4

A charitable entity that purchases or is transferred ownership of a life insurance policy under subsection (a) has an insurable interest in the life of the individual who consents to the charitable entity's
purchase or ownership of the policy.

IOWA CODE §511.39

A charitable organization described in section 501(c)(3) of the Internal Revenune Code, as defined in section 422.3, has an insurable interest in the life of a person who, when purchasing a life insurance
policy, makes a donation to the charitable organization or mafkes the charitable organization the beneficiary of all or a part of the proceeds of the policy or joins with a charitable organization in applying
Sor an insurance policy which when issued will insure that person's life and name the organization as owner or beneficiary of all or any portion of the benefits of the life insurance policy.

KANSAS STAT. ANN. §40-450(b)

A charitable, Jent, educational and religions institution qualified under section 501 (c) of the internal revenue code shall be deemed to have an insurable interest in the life of an individual insured
who has executed a written consent to the assignment of the insurance contract to such institution if such institutional assignee is named as the irrevocable beneficiary thereof.

KENTUCKY REV. STAT. ANN. §304.14-050

(1)Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individnal insured, where charitable, benevolent,
edncational, or religions institutions, or their agencies, are designated irrevocably as the beneficiaries thereof.

(2) In making such contracts the person paying the preminm shall make and sign the application therefor as owner, and shall desi a cha
agency thereof, irrevocably as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured

LOUSIANA REV. STAT. ANN. §22.902

Notwithstanding any other law or regulation to the contrary, any religious, educational, eleemosynary, charitable, or benevolent institution or undertaking may be named beneficiary in or owner of any
policy of life insurance issued by any life insurance company upon the life of any individual. The beneficiaries or owners named shall have an insurable interest for the full face of the policy and shall be
entitled to collect same.

MAINE REV. STAT. ANN. tit. 24-A, §2405

1. Life insurance contracts may be entered into in which the person, trust or trustee paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable,
benevolent, educational or religions institutions, or their agencies, are designated irrevocably as the beneficiaries thereof.

2. In making such contracts, the person paying the preminm shall make and sign the application therefor as owner or as settlor of a trust, and shall desi a charitable, Jent, educational or
religions institution, or any agency thereof, irrevocably as the beneficiary or beneficiaries of such contract. The application must be signed also by the individual whose | ife is to be insured.

MARYLAND CODE ANN,, INS §12 201(c)

(1) This subsection applies only to a charitable, y nal, gover or religions institution that is described in §170(b)(1)(A) or §501(c)(3) of the Internal Revenne Code, or a trust for
the benefit of that institution that is qualified as a Pooled Iﬂmlﬂt’ Fund under §642(c)(5) or a Charitable Remainder Trust under §664 of the Internal Revenue Code.

(2) An institution or trust described in paragraph (1) of this subsection may procure or canse to be procured an insurance policy on the life of an individual if: (i) the institution or trust is designated
irrevocably as the beneficiary of the insurance policy; and (ii) the application for the insurance policy is signed by the individual whose life is to be insured or the individual's legal gnardian.

MASSACHUSETTS GEN. LAWS ch. 175, §123A(2)
A charitable institution as defined under section 501 (¢)(3), (c)(6), ()(8), and (c)(9) of the Internal Revenne Code shall be deemed to have an insurable interest, without limitation, in the life of any
donor.

MICHIGAN COMP. LAWS §500.2212

Notwithstanding any other section of this act, an organization described in and qualified under section 501(c)(3) of the internal revenne code of 1986, 26 U.S.C. 501, has an insurable interest in the life
of an individual who gives written consent 1o the ownership or purchase of a policy on his or her life.

MINNESOTA STAT. §60A.0783(2)f

Abn organization in section 170(c) of the United States Internal Revenune Code of 1986, as amended throngh December 31, 2008, has an insurable interest in the life of any person who consents in
writing to the organization's ownership or purchase of that insurance.

MISSISSIPPI CODE ANN §83-5- 251

Ly

itable. b 7,
vle,

[ or religions institution, or an

Any religions, educational, eleemosynary, ¢ or b stitution or its agency may be named beneficiary in any policy of life insurance issued by any insurance company upon the life of any
individunal. A religions, educational, e/eemog;/mg‘y, charitable or benevolent institution or its agency designated as a beneficiary has an insurable interest for the full face of the policy and is entitled to collect
the full face of the policy.

MISSOURI REV. STAT. §377 080

A charitable, | lent, educational or religions institution ffied pursuant to remoﬂ 501(c)(3) of the federal Internal Revenne Code, as ammded shall be deemed to have an insurable interest in the
life of an insured individnal if; in the absence of any fmud or coercion: (1) The i has designated the institution as a beneficiary; (2) The individual has made a ngt or an assignment of an interest
in life insurance on the life of such insured individual; or (3) The life insurance is owned by such charitable, b or religions institution and such i jon has obtained the consent of

the person whose life is being insured, as required by section 376.531.

MONTANA CODE ANN. §33-15-201(5)

A charitable institution has an insurable interest in an individual if: (a) the individual aunthorizes the charitable institution to purchase insurance naming the charitable institution as an irrevocable
beneficiary; and (b) the insurance is purchased with contributions made by the individual.

NEBRASKA REV. STAT. §44-704(4)

Nothing in Chapter 44 shall prohibit an organization or entity described in section 501(c)(3) of the Internal Revenne Code or to whom a charitable contribution could be made under section 170(c) of the
code or a trust all of whose beneficiaries are organizations or entities described in section 501(c)(3) of the code or to whom a charitable contribution could be made under section 170(c) of the code from
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procuring, effectuating, or causing to be procured or effectnated the ownership of any life insurance policy or annuity contract upon the life of an individual if such individual gives written consent to the
issuance of such policy or contract when such organization, entity, or trust is the owner of such policy or contract. Nothing in Chapter 44 shall require such organization, entity, or trust to have an
insurable interest as defined in section 44-103 in the life of such individual in order for a policy or contract to be procured or effectuated pursnant to this subsection.

NEVADA REV. STAT. §687B.050

1. Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,
educational or religions institutions or their agencies are designated irrevocably as the beneficiaries thereof.

2. In making such contracts the person paying the premium shall make and sign the application therefor as owner, and shall designate irrevocably a charitable, benevolent, educational or religions
institution or an agency thereof as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured.

NEW HAMPSHIRE REV. STAT. ANN. §408:2-a

L. A life insurance policy may be issued with the person paying the prewz'uw; for such insurance having no insurable interest in the life of the insured, providing a charitable, b ducational, or
religious institution or any other organization which lifies for a charitable deduction under the Internal Revenne Code is designated irrevocably as the owner and beneﬁﬂan of the poligy. I1. A life
insurance policy may be issued with the person paying the preminms desi in the applic as owner and insuring the preminm payer's own life and designating a 2

or religions institution or any other organization which qualifies for a charitable deduction under the Internal Revenue Code as the irrevocable beneficiary of the poluy III. Nothing in this section shall
affect the right of any person to effectuate life insurance on such person's own life, or by a person or any business entity on another life if there exists any reasonable expectation of pecuniary benefit or
advantage, direct or indirect, in the continned life of the other person. 117, No life insurance policy may be issued under this section unless the insured has consented in writing to the issnance of such
policy.

NEW JERSEY STAT. ANN. §17B:24-1.1(5)

A nonprofit or charitable entity qualified pursnant to section 501 (¢) (3) of the Internal Revenne Code of 1986 (26 U.S.C. 5.501(c)(3)), or a government entity has an insurable interest in the life or
physical or mental ability of its directors, officers, 0y 7 s or their desi or others to whom it may look for connsel, guidance, fundraising or assistance in the execution of its legally
established purpose, who either: (a) join with the entity in _rzgnmg the application for insurance, which application names the entity as the owner and irrevocable beneficiary of the policy; or (b) after having
been listed as owner, subsequently transfer ownership of the insurance to the entity and name the entity as the irrevocable beneficiary of the policy.

NEW MEXICO STAT. ANN. §59A-18-5

A. Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,
ducational or religions institutions or their agencies are designated irrevocably as the beneficiaries thereof.

B. In making such contracts the person paying the premium shall make and sign the application therefor as owner, and shall designate irrevocably a charitable, Je ducational or religions
institution or an agency thereof as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured.

NEW YORK INS. LAW §3205

(3) Notwithstanding the provisions of paragraphs one and two of this subsection, a Type B charitable, educational or religions corporation formed pursuant to paragraph (b) of section two hundred one of
the not-for-profit corporation law, or its agent, may procure or canse to be procured, directly or by assignment or otherwise, a contract of life insurance upon the person of another and may designate itself or
canse to have itself designated as the beneficiary of such contract.

NORTH CAROLINA GEN. STAT. §{58-58-86

If an organization described in section 501(c)(3) of the Internal Revenue Code purchases or receives by assignment, before, on, or after the effective date of this section, life insurance on an insured who
consents to the purchase or assignment, the organization is deemed to have an insurable interest in the insured person's life.

NORTH DAKOTA CENT. CODE §26.1-29-09.1(3)d

In the case of religions, educational, eleemosynary, charitable, or benevolent organizations, a lawful interest in the life of the individual insured if that individual has executed a written consent to the
insurance contract.

OHIO REV. CODE ANN §3911.09

Any religions, charitable, scientific, literary, educational, or other institution or entity that is desecribed in section 170, 501(c)(3), 2055, or 2522 of the "Internal Revenune Code of 1986," 100 Stat.
2085, 26 U.S.C.A. 170, 501, 2055, 2522, as amended, may be the owner of, or may be designated beneficiary in, any policy of life insurance issued npon the life or lives of one or more individuals.
Apny such institution or entity has an insurable interest in the life of each insured and is entitled to enforce all rights and collect all benefits to which it is entitled pursuant to the policy.

OKLA.HOMA STAT. tit. 36, §3604

Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,

ducational or religions institutions, or their agencies, are designated as the bemﬁfz’mie; thereof. In no event shall an z'miz'ﬂidm/ be named as a beneficiary. In making these contracts, the person paying the
preminm shall make and sign the application therefor as owner and shall desi a charitable, le lucational, or religions institution, or an agency thereof, as the beneficiary or beneficiaries of the

contract. The application or any subseq change of beneficiary designati i shall be signed by the individual whose life is to be insured. These contracts shall be valid and binding among the parties,

notwithstanding the absence otherwise of an insurable interest in the life of the individual insured.

OREGON REV. STAT. §743.030

I er insurance policies may be effected although the person paying the consideration has no insurable interest in the life of the person insured if a charitable,
A 71
Z by as the beneficiary.
(2) In making such policies the person paying the preminm shall make and sign the application therefor as owner. The application also must be signed by the person whose life is to be insured. Such a
policy shall be valid and binding between and among all of the parties thereto.

PENNSYLVANIA 40 P.S. {512
A charitable organization that meets the requirements of section 501(c)(3) of the Internal Revenune Code of 1986 (Public Law 99-514, 26 U.S.C. §501 (c)(3)), as amended,
may own or purchase life insurance on an insured who consents to the ownership or purchase of that insurance

Rhode Island - None
SOUTH CAROLINA CODE ANN. §38-63-100

Notwithstanding any other provision of law, a bona fide charity or nonprofit corporation which is in jance with the "Solicitation of Charitable Funds Act”" (Chapter 55 of Title 33) has an insurable
interest in the life of an insured under a policy in which the charity or corporation is irrevocably named as a beneficiary p rovided that the application for insurance is signed by the insured.

SOUTH DAKOTA CODIFIED LAWS §§58-10-4

Insurable interest in personal insurance defined. Insurable interest with reference to personal insurance includes only interests as follows:...4) A charitable organization that meets the requirements of
section 501(c)3 of the Internal Revenune Code of 1986, as amended to January 1, 1992, and owns or purchases life insurance on an insured who consents to the ownership or purchase of the insurance has
an insurable interest in the life of the insured;

TENNESSEE CODE ANN. 56-7-314;

If an organization described in either §170(c) or §501(c)(3) of the Internal Revenne Code of 1986, codified in 26 U.S.C. §§170(c) and 501(c)(3), respectively, purchases or receives by assignment,
before or after April 23, 1992, life insurance on an insured who consents in writing to the purchase or assignment, the organization is deemed to have or to have had an insurable interest in the insured
person's life on the date of purchase or assignment.

TEXAS INS. CODE ANN. §1103.005

A religions, educational, eleemosynary, charitable, or benevolent institution or nndertaking may be designated as a beneficiary in a policy that insures the life of an individual.

or religions institution is

324



LIFE INSURANCE IN CHARITABLE PLANNING

UTAH CODE ANN. §31A-21-104(7)

This section does not prevent an organization described under Section 501(c)(3), (¢), or (f), Internal Revem{e Code, as amended, and the regulations made under this section, and which is regulated nnder
Title 13, Chapter 22, Charitable Solicitations Act, from soliciting and procuring, by assit or de as beneficiary, a gift or assig of an interest in life insurance on the life of the donor or
assignor or from enforcing payment of proceeds from that interest.

Vermont - None
VIRGINA CODE ANN. §38.2-301(4)

In the case of an organization described in {501 (¢) of the Internal Revenue Code, the lawful and substantial economic interest required in subdivision 2 of this subsection shall be deemed to exist where (i)
the insured or proposed insured has either assigned all or part of his ownership rights in a policy or contract to such an organization or has executed a written consent to the issuance of a policy or contract
1o such organization and (ii) such organization is named in the policy or contract as owner or as beneficiary.

WASHINGTON REV. CODE ANN. §48.18.030

nbject to rules adopted under subsection 0 Jl.f.fetmn,ﬂon 0in; jcation with a nonprofit organization for, or transfer to a no 0 jzation of, an i e policy on the life of a
d) Subject to rules adopted under subsection (4 l/ 1 Joint th 1prof 1 1 1prof licy on the
permn naming l},w orgamzm‘mn as owner zmd beneficiary, a anization's interest in the life of a person if:
he ne was es hed exclusively for religious, charitable, scientific, literary, or educational purposes, or to promote amatenr athletic competition, to conduct testing for public
Th iprofit on lusively /g haritable, tific, literary, ducational # # tenr athleti tition, to conduct festing bli

mj@gz, or to prevent cruelty to children or zmmm/x and

(i) The nonprofit organization: (A) Has existed for a minimum of five years; or (B) Has been issued a certificate of exemption to conduct a Charitable Gift Annuity business under RCW 48.38.010,
or is anthorized to conduct a Charitable Gift Annuity business under RCW 28B.10.485; or (C) Has been organized, and at all times has been operated, exclusively for benefit of; to perform the
Sfunctions of, or to carry ont the purposes of one or more nonprofit organizations described in (d)(ii)(A) or (B) of this subsection and is operated, supervised, or controlled by or in connection with one or
more of those nonprofit organizations; and

(iii) For a joint application, the person is not an employee, officer, or director of the organization who receives significant compensation from the organization and who became affiliated with the
organization in that capacity less than one year before the joint application.

(4) The commissioner may adopt rules governing joint applications for, and transfers of, life insurance under subsection (3)(d) of this section. The rules may include: (a) Standards for full and fair
disclosnre that set forth the manner, content, and required disclosure for the sale of life insurance issued under subsection (3)(d) of this section; and (b) For joint applications, a grace period of thirty days
during which the insured person may direct the nonprofit organization to return the policy and the insurer to refund any preminm paid to the party that, directly or indirectly, paid the preminm; and (c)
Stzzrzdarfl; Jfor granting an exem])/wﬂ Sfrom the five Jear excistence requirement of subsection (3)(d)(ii)(A) of this section to a private foundation that files with the insurance commissioner documents,

jons, and information as the insurance ssioner may require to carry ont the purpose of subsection (3)(d) of this section.

WEST VIRGINA CODE §33-6-2(c)4
(c) "Insurable interest” with reference to personal insurance includes only interests as follows:...(4) A charitable institution as defined nnder Sections 501(c)(3), 501(c)(6), 501(c)(8) and 501(c)(9) of the
Internal Revenne Code of 1986, as amended.

WISCONSIN ADMIN. CODE INS. §2.45

A charitable organization may be the applicant, owner or beneficiary of a life insurance policy issued on the life of any individual. A charitable organization is deemed to have an insurable interest in the
individual.

WYOMING STAT. ANN. §26-15-103

(a) Contracts of life insurance may be made and entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the person insured, if charitable,
benevolent, educational or religions institutions are designated irrevocably as a beneficiary but not necessarily the primary beneficiary thereof.

(b) In making a contract as specified in subsection (a) of this section, the person paying the preminm shall make and sign the application therefor as owner and shall designate a charitable, benevolent,
edncational or religions institution irrevocably as the beneficiary or one (1) of the beneficiaries of the policy. The application also shall be signed by the person whose life is to be insured.

Even when it works, encouraging donors to
make premium payments on life insurance will
typically benefit the charity only after many
years. During the intervening time, donors are
making cash gifts year after year, but the charity
has no resulting gift income to spend.
Depending upon the needs and desires of the
charity, this may be a highly undesirable result
even if, wultimately, the charity receives
substantial gifts.
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simply investing the premium payment amounts.)

also be losing something greater in the process.
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Another potential downside for the donor is
that because the gift occurs only after the
donor’s death, the donor will never actually get
to see the impact of his or her gift during life.
Ultimately, the chatity may be able to build a
building, create a scholarship, or achieve any
number of important charitable tasks, but the
donor will never witness this. In contrast, if the
donor were to take the premium payments and
simply give them to the charity as a traditional
donation, the impact would occur immediately.
This is an important downside given that life
insurance does not make the total gift bigger
unless the donor dies earlier than expected. (If
the donor lives to his or her life expectancy, a
life insurance policy will not return more than

Some charities may take the approach that
“something is better than nothing,” meaning
that any money raised by life insurance agents
through the sale of charity owned life insurance
is simply a bonus. This approach, however,
ignores the possibility that the donor may be
directing funds to premium payments that
otherwise might have gone to the charity as
simple donations. If the premium payments
result in cannibalizing the donations that the
donor would otherwise have made, then it is
important for the charity to carefully weigh the
value of using life insurance policies as a means
to raise funds.  Although these premium
payments may indeed generate something for
the charity, it is possible that the charity will
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How can a charity influence a donot’s decision
to use life insurance to benefit the charity?
Ultimately, the charity can refuse to accept the
donation of a life insurance policy. If the
charity does not accept ownership of the policy,
then the donor cannot deduct premium
payments as gifts to the charity. Given the
potential for premium payments to cannibalize
regular giving, it may be wise for a charity to
establish guidelines for the types of newly-
created insurance policies that it will accept.
(Of course, transfers of long-term life insurance
policies that have built up substantial cash
surrender value are a different matter as
discussed in the previous section.)  These
requirements can include accepting only policies

that will reach paid-up status in a relatively short time. Paid-up status is the point at which no additional
premium payments are necessary in order to keep the death benefit in force for the remainder of the insured’s
life (or up to, e.g., age 100). This paid-up status may depend upon the projected returns of underlying assets
and the stability of the issuing company. Thus, these companies should be highly rated and the return
projections should be reasonable to make sure that once a policy reaches paid up status the charity will,
ultimately, receive the death benefit. Reaching paid-up status in a relatively short time (e.g., 10 years) is
important for two reasons. First, it reduces the likelihood that the policy will lapse due to non-payment of
premiums by the donor, resulting in no gift to the charity. Second, it provides a planned break in the
premium obligation to allow for shifting the donor into an alternative campaign or gifting approach at that

time.
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It may be counter-intuitive and even
uncomfortable for a nonprofit organization to
refuse a gift, especially one desired by the donor
and the donor’s insurance agent. But, the
potential for the charity to receive nothing
despite the donot’s many contributions may
suggest this unusual approach in cases where
the policy does not meet the charity’s guidelines.
If the donor’s regular gifting will be less because
of the premium payments he or she is making
on the charity owned life insurance policy, the
charity should consider making a special effort
to understand the value of the proposed
insurance policy prior to accepting the gift.
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Financial advisors and fundraisers can often
help donors accomplish their charitable goals
using life insurance in a variety of different
ways. Life insurance can serve as tax-free
wealth replacement for charitable estate gifts
transferred to charity. Older life insurance
policies may have built up significant value over
time, making them potentially attractive as
charitable gifts. New life insurance policies
owned by a charity, with proper planning, can
also be a beneficial strategy. Although the rules
can be complex and the techniques may be
appropriate only for certain circumstances,
when life insurance is needed, it is important for
advisors and fundraisers to be ready to suggest
these potentially attractive solutions.
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Donating retirement assets can result in terrible
tax consequences or fantastic tax consequences
depending upon the timing and circumstances
of the donor. Thus, it is especially important
for advisors and fundraisers to have some
familiarity with the tax rules associated with
such gifts.

Given the inherent complexity in dealing with
retirement assets, some might consider simply
ignoring these assets as a source of charitable
gifts.  Rules for traditional IRAs, 401(k)
accounts, 403(b) accounts, SIMPLE-IRAs,
SEP-IRAs and so forth may seem intimidating.
However, retitement assets should not be
ignored. This is true in part because the client
can experience significantly positive  tax
consequences from such gifts in certain
circumstances.
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Aside from these potential tax advantages,
retirement assets cannot be ignored because
they represent such a large share of all
household wealth. More than a third of all
household financial assets are held in the form
of retirement assets. The share of household
net worth held in defined contribution plans
like IRAs and 401(k)s has more than tripled in
the last 30 years. Thus, neither fundraisers nor
advisors should ignore this substantial source of
wealth holding.

Retirement assets can be donated during life or
at death. The tax consequences are very
different for each type of gift, so they will be
covered separately. Gifts during life involve
more complicated considerations and their
advisability depends in part upon the “life stage”
of the retirement account.

Retirement accounts such as traditional IRAs,
401(k) accounts, and 403(b) accounts have
three stages. Each stage corresponds to a
different tax consequence of gifting assets from
the account. Before the account holder reaches
age 59, distributions will be considered eatly
distributions, and are typically subject to
penalties for withdrawal. When the account
holder reaches age 59, these penalties no
longer apply. However, as with other
distributions from the account, the account
holder must pay taxes on these distributions,
because the income was not taxed when initially
put into the account. Finally, when the account
holder reaches age 72, he or she is required to
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take at least minimum distributions from the accounts each year. These distributions count as taxable income
to the donor.

For donors younger than 592, making gifts
from a retirement plan is generally a bad idea.
Not only will the withdrawal be considered
income to the donor, and thus be subject to
taxation, but the donor will also have to pay an
additional 10% penalty. This penalty is charged
because the donor is withdrawing assets from
the account prior to age 59%2. The donor may
receive a charitable deduction from the gift.
This deduction could offset the income charged
to the donor as a result of withdrawing the
funds. However, this charitable deduction will
not offset the 10% penalty charged for eatly
withdraw.

The charitable deduction resulting from the
donation will not offset the 10% penalty for the
early withdraw.  Thus, even in a perfect
situation, making a $10,000 gift by withdrawing
funds from the retirement account will cost the
donor at least $11,000. Beyond this, it is often
the case that the charitable deduction may not
perfectly offset the effects of the increased
income resulting from the withdraw of funds.
For example, if the donor was not otherwise an
itemizer, the charitable deduction for a $10,000
gift will not reduce income by the full $10,000.
Or, if the donor reaches the income limits for
deducting charitable gifts, the deduction will be
not be available until future years.

Further, the increase in income, even if offset by deductions, may generate other negative tax
consequences because certain tax benefits are not available for those whose adjusted gross income falls above
specific levels. For example:

e The additional senior deduction of $6,000 phases out beginning at $75,000 (single) and $150,000
(joint).

e The earned income tax credit is reduced for income above certain thresholds. (In 2025 these
thresholds were $19,104 for a childless single taxpayer, $50,434, $57,310, or $61,555 for a single
taxpayer with 1, 2, or 3 children, $26,214 for childless married taxpayers filing jointly, and $57,554,
$64,430, or $68,675 for married taxpayers with 1, 2, or 3 children filing jointly.)

e The adoption credit ($17,280 in 2025) is reduced for those with modified adjusted gross income
above the threshold level ($259,190 in 2025).

e The child tax credit ($2,000 for each qualifying child) is reduced by 0.5% for any modified adjusted
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gross income above the threshold level (in 2025 this was $200,000 for single taxpayers, $400,000 for
married taxpayers filing jointly).

e Education tax benefits also phase out after certain income thresholds such as the American
Opportunity Credit ($80,000 for single taxpayers, $160,000 for martied taxpayers filing jointly),
Lifetime Learning Credit ($80,000 for single taxpayers, $160,000 for married taxpayers filing jointly),
and deductibility of qualifying student loan interest ($70,000 for single taxpayers, $140,000 for
married taxpayers filing jointly).

e Eligibility to make Roth IRA contributions begins to phase out after certain income thresholds (in
2025, $150,000 for single taxpayers, $2306,000 for married taxpayers filing jointly), as does
deductibility of IRA contributions (in 2025, $79,000 for single taxpayers participating in a workplace
plan, $126,000 for participating spouse with married taxpayers filing jointly, $236,000 for non-
participating spouse with married taxpayers filing jointly).

For taxpayers affected by these phase-out ranges, the negative tax consequence of the increased income
resulting from the retirement account withdraw will not be perfectly offset by the charitable income tax
deduction. Additionally, if taxpayers are eligible for other income-based government benefits, the increase in
income resulting from the retirement account withdraw may have additional negative consequences.

Withdrawals made at age 59%2 or after do not
generate the 10% penalty as do those made
before this age. Consequently, it is possible
that the deduction generated by making a
corresponding charitable gift could completely
offset the effects of the increased income due
to a withdrawal from a retirement account. As
before, the ability to completely offset the
effects of the increased income with the
charitable tax deduction depends upon a variety
of factors such as the donofr’s itemization
status, the income giving limitations, and
whether or not the increased income will have
negative effects for the donor in other areas
such as income-based phase outs for vatious
tax benefits.
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Withdrawals at age 72 or after receive the same
tax treatment as those taken at any point at age
592 or after. The primary difference is that
minimum withdrawals are required beginning at
age 72. Thus, the account holder cannot simply
choose not to take a withdrawal. Instead the
account holder must take a minimum
withdrawal in the amount of the account
balance divided by the remaining years of life
expectancy for a typical person of the account
holder’s age. If the account holder fails to
withdraw at least this amount, he or she can be
penalized in the amount of 25% of the required
minimum distribution.

Because the taxpayer is forced to withdraw the
required minimum distribution from the
retitement account, the negative tax effects
from increased income will occur regardless of
whether or not a charitable gift is made. The
taxpayer cannot simply choose not to take a
withdraw. If the taxpayer is forced to withdraw
the funds, but does not need them for
consumption, a charitable gift may be an ideal
use of these funds. The charitable deduction
resulting from the gift may entirely (or at least
partially) offset the negative tax affects resulting
from the increased income due to the required
distribution.

The ideal charitable distribution is a qualified
charitable  distribution  (QCD). This
arrangement is ideal because the donor is
allowed to make a transfer directly from his or
her retirement account to a charity. This
transfer does not count as income to the donot,
but dses reduce the required minimum
distribution from the account. The donor
receives no deduction, but also has no increase
in income. This perfect offset makes this
transaction  equivalent to the “perfect”
withdrawal and gift transaction with a 100%
useable tax deduction and no negative effects
from the increased income.
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The qualified charitable distribution includes
the following limitations. The participant must
be 70%2 or older (i.e., before RMDs start at 72).
The maximum transfer is limited to $100,000.
The qualified charitable distributions must be
from an IRA or IRA rollover. These are not
allowed from 401(k), 403(b), SEP, SIMPLE,
pension or profit sharing plans. However, the
retired account holder with a 401(k), 403(b),
457 plan, SEP-IRA, or SIMPLE-IRA (assuming
it is more than 2 years old) could consider
rolling the account over into a traditional IRA
rollover to allow for future qualified charitable
distributions. This strategy will work only for
qualified charitable distributions in future years
because any cutrent required ~minimum

distribution from the non-traditional IRA account must be distributed and cannot be rolled over into a
traditional IRA. Also, the distribution must go to a public charity (not a private foundation or donor advised
fund). The donor may receive no benefits in return for the transfer excepting only that a donor may use
these transfers to fulfill a donation pledge to a public charity or make a special one-time transfer for a
charitable gift annuity or to a charitable remainder trust as described below.
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If the donor has taken deductions for making
an IRA contribution at age 70%2 or older, this
may interfere with using a QCD. A QCD will
be treated as a normal withdrawal followed by a
charitable donation until the total amount of
QCDs exceed the total amount of deductible
IRA contributions made at age 70%2 or older.
(Any IRA contributions made before age 70%2
have no effect. )
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However, QCDs are not affected by IRA
contributions made by the donot’s spouse.
Thus, the donot’s spouse could make
deductible IRA contributions at any age while
at the same time that the donotr made QCD
donations. If the spouse has earned income but
didn’t otherwise plan to make an IRA
contribution,  this  creates a  planning
opportunity. Instead of using the spouse’s
earned income to make a donation it is usually
better to have the spouse make a deductible
IRA contribution and have the donor make the
donation as a QCD. If the earning spouse
makes a donation it creates only an itemized
charitable deduction. If the couple is taking the
standard deduction, this isn’t wvaluable.

However, if the spouse uses those funds to make a deductible contribution to an IRA, that is an above-the-
line deduction. It can be used along with the standard deduction. Making the gift as a QCD then lowers one
spouse’s IRA account, offsetting the increase in the other spouse’s account. If the donor is age 72 or older
this QCD gift will also lower any required minimum distribtion.

A donor may make a one-time transfer from an
IRA or IRA rollover of up to $50,000 to a
charity in exchange for a charitable gift annuity
(CGA). This transfer will count against any
RMDs from the IRA or IRA rollover. This
CGA has special requirements. It must pay out
at least 5% annually. It can pay only to the
account owner or to the owner and the owner’s
spouse. The contract must not allow the
income payments to be assigned. Thus, a
donor cannot later decide to give back to the
charity by assigning future payments to the
charity. ~ These CGAs must be separate
contracts — not combined with any previous or
future contributions. It is possible to make a
similar transfer to a separate charitable

remainder trust. However, because these too must be separate entities — not combined with any previous or
future contributions — the administrative costs would likely prevent this from being a practical option.
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Distributions from Roth IRAs will be tax free
in a2 number of circumstances. First, if the
distribution is from the account holder’s regular
participant contributions to the Roth IRA, there
is no taxation or penalties for withdrawing
funds. The account holder has already paid
taxes on this amount and its contribution into
or withdraw from the Roth IRA does not
generate any additional taxes or penalties. Any
distributions from the Roth IRA are considered
to be from the account holder’s regular
participant contributions until all of these have
been distributed. Distributions in excess of the
account holder’s regular participant
contributions will next consist of distributions
of any IRA conversions. A conversion occurs
when the account holder converts a retirement account such as a traditional IRA into a Roth account. This
conversion requires the account holder to pay income taxes on the amount of the converted account. Thus,
distributions of such conversions do not generate income taxes because the income taxes on this money have
already been paid. However, if the account holder is younger than 59%2 and the conversion was less than five
years ago, the 10% penalty on early withdraw must still be paid for these conversion assets. (If this rule did
not exist, the 10% penalty on early withdrawals from a traditional IRA could be completely avoided by simply
converting to a Roth IRA and taking the distribution.) Finally, all remaining distributions will be considered
earnings. Distribution of earnings after age 59%2 does not generate income taxes or penalties (assuming the
distribution occurs at least five years after the account holder funded his first Roth IRA account). However,
distributions of earnings before age 592 typically generate both income taxes and penalties. (The 10%
penalty could be avoided from either traditional or Roth IRA accounts if the funds are used for specific
allowed purposes, but these do not include making charitable gifts.)

When distributions from Roth IRAs are tax free, they may make a desirable source for charitable gifts.
However, this will result in reducing the amount of funds in the Roth IRA and may not correspond with the
retirement tax planning strategies of the donor. For example, additional growth in the Roth IRA can be
withdrawn without taxation (after age 59%2) and reducing IRA assets through gifting eliminates this future
tax-free growth on the gifted assets.
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qualified plan money).
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Giving from retirement accounts during life
often may have negative tax consequences, but
in some cases — such as a qualified charitable
distribution — may have distinct tax advantages.
Charitable giving from traditional retirement
accounts at death, in contrast, is almost always
more beneficial than giving other types of assets
to charity at death.

Traditional retirement account assets are “tax
heavy” for heirs. Not only are these assets
subject to gift and estate taxation, but they are
also subject to income taxation. The money in
these traditional accounts has never had income
taxes paid on it. Therefore, income taxes must
be paid when the funds are withdrawn. This tax
burden makes these “tax heavy” assets less
desirable for heirs. But, it does not make these
assets  less  desirable  for  tax-exempt
organizations, because these organizations do
not pay such taxes. Therefore, it is always to
the heirs’ advantage (and not to the
disadvantage of charities) to make as much of
the charitable share of estate assets as possible
consist of traditional retirement accounts (i.e.,
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Consider this simple example. A donor has
only two assets, a $1 million IRA and a $1
million house. The donor wishes to leave half
of her estate to a charity and half to her child.
The child earns a high income and is a resident
of California. Does it matter which asset the
charity inherits and which asset the child
inherits?

If the child inherits the home, the child will
receive the $1,000,000 asset free from any
taxation. (There are no estate taxes because the
donor’s estate is too small) The child can sell
the asset and spend the entire $1,000,000. The
results are quite different if the child instead
inherits the $1,000,000 traditional IRA. The
assets in the IRA have never had income taxes
paid on them. Thus, withdraws from the
account will be treated as additional income to
the child. Assuming the child is paying the
highest income tax rates at both the state
(California) and federal levels, this leaves
slightly less than half of the money available to
the child after paying income taxes. Notice that
this massive difference in taxation occurs

simply by the donor’s selection of which asset to give to charity. The difference occurs even though the
donor’s estate is not subject to estate taxes. Although the difference would be less if the inheriting child were
in a lower income tax bracket, it would still be substantial enough to warrant selecting the retirement assets

instead of other assets for the charitable estate gift.
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In some cases a client may still wish to leave the
IRA (or other qualified plan) to a family
member other than a spouse. This money must
be taken out of the inherited IRA by the end of
the 10% year after death. These withdrawals
may have to begin immediately. Such forced
withdrawals prevent the tax deferral and tax-
free growth that could otherwise occur inside
the IRA. For a charitable client, one alternative
is to leave the IRA to a Charitable Remainder
Trust (CRT). There are no taxes on the
transfer to the CRT and no taxes on the growth
of investments inside the CRT. The CRT
income going to beneficiaries is taxed but this
can be spread over one or more lifetimes.

Retirement plan death beneficiaries are typically
named in the beneficiary designation of the
retitement account. In other words, the
donor’s will usually does not control the
distribution of these assets. (In fact, the will is
best thought of as a back-up document in
general because it will not control any assets
with beneficiary designations or owned in joint
ownership with right of survivorship.) Good
retirement plan beneficiaries include any public
charity and any private foundation.

Charitable Remainder Trusts (which are
also charitable entities) may also make good
beneficiaries, but with some additional
considerations. Ordinary income assets must
be paid out first (i.e., Tier 1), prior to paying out
any capital gain, non-taxable income or return of principal. Heirs will pay taxes on those assets when
received. Another issue also arises regarding a potential income tax deduction if the estate is large. Typically,
if a beneficiary inherits an IRD asset, such as an IRA account, the beneficiary is entitled to an itemized
income tax deduction in the amount of any estate taxes paid as a result of the transfer of the IRD asset. For
example, if Jane inherits a $100,000 IRA account which generated $40,000 of estate taxation (as compared to
the estate taxes that would have been owed had the asset not existed), Jane will receive a $40,000 income tax
deduction. The idea here is to avoid taxation of dollars that have already been taken by the IRS in estate
taxes. In theory, this same deduction applies to the non-charitable portion of the Charitable Remainder
Trust. The estate pays estate taxes on the taxable portion of the IRA transfer to the Charitable Remainder
Trust (i.e., the present value of the share that will #of be going to charity). These are estate taxes paid on IRD
and thus generate an income tax deduction. However, this tax deduction is treated as return of principal in
the Charitable Remainder Trust, meaning that the deduction will not be distributed to the beneficiary unless
all other ordinary income, capital gain income, and exempt income held in the trust is first paid out (see the
chapter on Charitable Remainder Trust for Details). The net effect of this is that the income tax deduction
resulting from estate taxes paid on IRD will most likely be completely lost.
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Problems can arise when naming a Charitable
Lead Trust as beneficiary of a retirement
account. The Charitable Lead Trust is not a
tax-exempt entity, thus it must pay income taxes
when receiving the retirement account funds,
just as any other taxpayer would (although
perhaps at higher rates due to the compressed
tax schedule of complex trusts).

Naming the estate as beneficiary, even if
the estate will make charitable distributions,
could result in the estate having to pay the
income taxes on the retirement account funds.
This can arise if the account holder specifically
names the estate as beneficiary or if no
beneficiary is named, which will also cause the
retirement account to pay to the account
holder’s estate. Typically, if the estate receives IRD (such as qualified plan money), the estate must pay the
income taxes resulting from this IRD. However, this can be avoided if the estate transfers the right to receive
the IRD to fulfill a bequest of that specific item or of a share of the remaining estate. In that case the
recipient, not the estate, would owe the income taxes on the IRD. If the recipient is a charity, no taxes will be
owed. This result is possible if the estate documents allow the executor to distribute assets on a non-pro rata
basis (i.e., if the executor can send a disproportionate share of the IRD asset to the charitable beneficiary).
However, if the assets are used to fulfill dollar amount charitable bequests (i.e., estate gifts of specific dollar
amounts), the estate will still have to pay the income taxes due from the IRD/retirement account asset.

Finally, if the retirement account is to be divided between charitable and non-charitable beneficiaries, the
non-charitable beneficiaries have until the end of the next year following the decedent’s death to establish
separate accounts for the charitable and non-charitable beneficiaries. This is not necessary if the charity’s
share is completely paid out prior to September 30 of the year following the decedent’s death. Creating these
separate accounts is important because if the charity is not paid off or separated out, it will reduce the
maximum time allowed for the non-charitable beneficiaries to remove the funds (with income taxes being due
at the time of removal). These separate accounts may not be possible if the amount designated for charity
was listed as a dollar amount, rather than a percentage amount. However, such separation of accounts will
not be needed if the administrator simply pays off the entire charitable portion prior to September 30 of the
next year following the decedent’s death. This complexity can also be avoided if the only other beneficiary is
a spouse because a spouse can simply roll over his or her share into his or her separate IRA.
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Naming someone other than the spouse as a
beneficiary for an ERISA account, such as a
401(k), a SIMPLE IRA, a SEP IRA, an ESOP,
or profit sharing plan, requires consent from the
spouse. Thus a charity may not be named as a
primary beneficiary without the consent of the
account holder’s spouse. Such consent is not
required in a traditional IRA or Roth IRA
unless the company managing the accounts
decides to add such requirements.

Estate gifts of retirement account assets, of
course, require that the accounts have value
after the death of the account holder. Thus,
traditional pension plans (i.e., defined benefit
plans) are not directly relevant for charitable
planning purposes because no valuable assets
will survive the death of the participant (or, in
some cases, the death of the participant and the
participant’s spouse).

Because of their creation and administrative
expenses, Charitable Remainder Trusts are
generally reserved for substantial transfers of
assets. One way to conceptualize a qualified
plan with a charitable beneficiary is like a mini-
Charitable Remainder Trust with minimal
administrative costs. In both instruments the
charity receives the assets at the death of the
donor. Both allow tax-free growth of assets and
both can provide income to the donor. In the
Charitable Remainder Trust the income is fixed
for life, whereas the qualified plan provides
income at the discretion of the donor (and
without a 10% penalty after age 59 "2). The
Charitable Remainder Trust reduces income by
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the share of the transfer representing the present value of the charitable interest. The qualified retirement
plan reduces income by the entire amount of the transfer for qualified taxpayers. Of course a retirement
account can be funded only with cash and there are limits to the amount of funding allowed. The Charitable
Remainder Trust can be of unlimited size and can be funded with appreciated assets and thereby postpone or
eliminate the associated capital gains tax. In cases where a donor is attracted to the features of a Charitable
Remainder Trust, but where the nature and size of the potential gift does not warrant its use, it may be
helpful to consider naming a charity as a qualified plan beneficiary as a type of mini-Charitable Remainder
Trust substitute.

A final area where charitable planning can
connect with retirement accounts is in managing
the tax consequences of Roth IRA conversions.
The goal here is to match a spike in income,
caused by a Roth IRA conversion, with a
simultaneous spike in charitable deductions.

The idea of a Roth conversion is to change a
traditional IRA into a Roth IRA. A traditional
IRA grows tax free, but income taxes must be
paid whenever distributions are taken from the
account. In a Roth IRA, taxes are paid on the
initial contributions, but no taxes need to be
paid when qualified distributions are taken from
the account, regardless of whether the
distributions were of initial contributions or
subsequent  growth  on  those  initial
contributions.  Converting a traditional IRA
into a Roth IRA causes the account holder to be
charged with income taxes on the amount of
conversion less any basis in the traditional IRA.
(Basis in a traditional IRA consists of amounts
originally contributed with after tax funds, ie.,
contributed with no deduction.) In exchange for this tax disadvantage, the account holder gains the ability to
take future qualified distributions free from income taxes, whether those distributions are from the converted
assets or from subsequent growth on those converted assets. Thus, the extra tax benefit is the income tax
free receipt of future growth on the Roth IRA assets. Although acquiring the benefits from such a
conversion may make perfect sense in the context of an overall retirement plan, it can generate a substantial
immediate spike in taxable income. Because there are no limits on the amount of an IRA that can be
converted to a Roth IRA, the amount of this spike in income can be dramatic relative to the account holder’s
normal income.
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This spike in income may make the account
holder particularly interested in generating
income tax deductions. First, this may be true
because the increased income resulting from the
Roth IRA conversion may temporarily push the
account holder into a higher income tax
bracket. Thus, deductions taken in the year of
the conversion will be more valuable than
deductions taken in a later year. (The value of a
deduction is the amount of the deduction
multiplied by the taxpayetr’s marginal tax rate.
Therefore, a higher tax rate makes the
deductions more valuable.) Additionally, the
taxpayer may wish to pursue a larger conversion
but may not have enough cash to pay for the
resulting tax consequences. Deductions could

reduce the costs of the tax consequences of the Roth conversion, allowing the cash-limited account holder to

convert a larger amount into the Roth account.

Of course, much of charitable planning is
designed to provide creative ways to generate
charitable income tax deductions, making
charitable planning a natural fit with Roth IRA
conversion. Thus, a donor might move assets
ot cash into a Charitable Remainder Ttrust,
grantor Charitable Lead Trust, Charitable Gift
Annuity, donor advised fund or private
foundation.  Such charitable planning may
permit a large immediate deduction even where
the donor does not wish to sell the underlying
asset (such as with a Charitable Remainder
Trust, grantor Charitable Lead Trust, or Private
Foundation), or where the donor wishes to
receive income from the undetlying asset (such
as with a Charitable Remainder Trust or

Charitable Gift Annuity), or where the donor wishes to receive the asset back after a period of time (such as
with a grantor Charitable Lead Trust). Finally, the donor who has neither the cash nor the desire to transfer
assets in order to generate a charitable income tax deduction may consider gifting a remainder interest in a
personal residence or farmland. This gifting of the inheritance rights to the property generates an immediate,
potentially very large, deduction with no requirement for immediate cash or loss of income from or use of the

underlying real estate.
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Of course, the use of charitable deductions is
not unlimited and depending on the gift type
and the recipient type such deductions are
limited to 20%, 30%, or 50% of income. Thus,
charitable deductions cannot completely offset a
spike in income of unlimited size. However, the
ability to reduce income by up to 50% is still a
potentially powerful tool. When these income
limitations are exceeded, charitable deductions
can be carried forward into future vyears.
However, after five additional years these
deductions will expire.

A donor may have substantial charitable
deductions that, due perhaps to a large transfer
of assets, exceed the income giving limitations
for one year or even for all five carryover years.
Especially in cases where these deductions
would otherwise expire, there may be interest in
pulling income from future years, so that the
deductions can be used.

A perfect way to accomplish the task of pulling
income back from future years is to convert
some funds from a traditional IRA into a Roth
IRA. The conversion results in pre-paying taxes
that would otherwise be due later and
subsequently allows for tax-free growth
following the conversion. Consequently, paying
taxes for the conversion can be a wise
investment. This investment is made all the
more beneficial if it can be partially paid for
with charitable tax deductions that, otherwise,
would have expired unused.
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In this way Roth conversions and charitable
deductions can work together to help match
income with deductions. When income is
temporarily high, due to any cause including a
Roth conversion, charitable deductions become
temporarily more valuable due to higher
marginal tax rates. The use of charitable
deductions can reduce the immediate tax costs
associated with a Roth conversion. When
excessive charitable deductions might otherwise
go unused due to income limitations, a Roth
conversion can provide the temporary spike in
income that allows for the deductions to be
used.

Working with retirement assets is important
simply because of the magnitude of houschold
wealth held in such instruments. Additionally, it
is useful to have a basic understanding of the
options because the results from charitable
giving from such funds can have tax
consequences ranging from absolutely awful to
absolutely wonderful. The well advised donor
will successfully avoid the former and embrace
the latter.
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16 PRIVATE FOUNDATIONS
& DONOR ADVISED FUNDS

Some prior chapters covered topics, such as
Charitable Gift Annuities, that are of interest
mostly to nonprofits and nonprofit fundraisers.
In contrast, private foundations and donor
advised funds are more centrally important in
the wotld of financial advisors.  Financial
advisors are naturally interested in these
structures as they allow for compensated
financial management and they contain the bulk
of managed private charitable wealth. Private
foundations are, by far, the largest sophisticated
charitable planning instrument as measured by
total assets and charitable distributions. Donor
advised funds are, by far, the fastest growing
charitable planning instrument. Both structures
are covered in the same chapter as both share

some common characteristics and, in many circumstances, are potential substitutes for each other.
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The core purpose of both private foundations
and donor advised funds is to hold wealth and
distribute grants to public charities. They are,
essentially, containers for wealth designated — at
some point — to benefit charity. In this chapter,
“private foundation” refers to a non-operating
private foundation. = The adjective “non-
operating”  points out that, although
contributions to private foundations can
generate charitable tax deductions, these
organizations do not themselves conduct
charitable activities. They simply hold wealth
and distribute grants to charities that actually
conduct charitable operations. Although not
common, there are entities known as operating
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private foundations. These are more similar in function to regular public chatitable organizations, are not
typically used as a charitable planning vehicle, and will not be discussed in this chapter. Another relatively

2

rare entity is called a “supporting organization.

typically delivers support to a specific public charity.

This entity functions similarly to a private foundation, but
With the increased restrictions on supporting

organizations brought about by the Pension Protection Act of 20006, these entities are relatively less attractive,
less common, and, consequently, will not be covered in this chapter.

In terms of relative size, private foundations are
the “Big Kahuna” of charitable planning. The
accompanying chart demonstrates that. Private
foundations hold more than four times the
assets and make more than four times the
charitable distributions of all Charitable
Remainder Trusts, Charitable Lead Trusts, and
donor advised funds combined. Despite the
relatively small share of all assets held by donor
advised funds (5%), these funds are responsible
for an outsized portion of all charitable
distributions (14%). This reflects the frequent
use of such funds as a temporary pass-through
mechanism, rather than an instrument for long-
term wealth holding. Despite this common
short-term use, donor advised funds can also be

used for long-term, even multi-generational, holding of wealth.

Another reason for interest in donor advised
funds is their rapid growth. Donor advised
funds have existed since the 1930%.
Traditionally, they were operated by community
foundations as a way to encourage giving that
supported the local community. The dramatic
growth in donor advised funds began with the
creation of Fidelity Charitable Gift Fund in
1991. For the first time, this provided a
nationally available means for donors to
establish low-cost accounts where their
financial advisors could continue to manage the
funds and collect the associated management
fees. This brought more financial advisors into
the charitable planning arena than ever before.
Since then, the dramatic growth in donor

advised funds has been driven predominantly by growth in those funds affiliated with financial institutions.
The accompanying chart shows the continued dramatic growth of donor advised funds.
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Other charitable planning devices that hold
wealth are typically designed to end after a few
years or at the death of the donor. Charitable
Gift Annuities, Charitable Remainder Trusts
and Charitable Lead Trusts rarely exist much
beyond the life of the donor, or perhaps the
donor and the donot’s spouse.  Private
foundations are different. These entities atre
often designed to last indefinitely and many
have existed for numerous generations. In large
part, private foundations are intended to be
permanent entities.

The permanence of private foundations can
make them particularly psychologically attractive
to some donors. A branch of psychology,
referred to as terror management theory,
rigorously examines the effects of personal
mortality reminders. Among other things, these
reminders generate a psychological defense
expressed as seeking symbolic immortality.
Symbolic immortality is the idea that something
important about one’s self, e.g., one’s name,
impact, story, family, culture, community, or
values, will live beyond one’s death. This
attraction towards symbolic immortality is
particularly important in the context of
charitable estate planning, when personal death
reminders are particularly strong. (For a more
extensive review of the psychology and neuroscience of charitable estate planning see the book, Inside the Mind
of the Beguest Donor: A Visual Presentation of the Neuroscience and Psychology of Effective Planned Giving Communication
by Russell James, ISBN 978-1484197837.)

The private foundation provides an ideal charitable structure for achieving this psychologically attractive
symbolic immortality. The foundation typically bears the name of the founder or the founder’s family.
Unlike its mortal founder, the private foundation can live indefinitely. For generations after the death of the
founding donor, the private foundation can continue to carry the founder’s name and will be legally bound by
the foundet’s values and desires. It is necessarily required to continue impacting the world within the
parameters established by the founder. In this way, the private foundation can serve as a partial substitute for
the deceased founder, indefinitely exhibiting to the public the positive and pro-social aspects of his or her
character.
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This continuation of the founder’s name and
ideals is not merely a theoretical idea, but one
that can be readily seen in many of today’s most
important grant-making foundations. Although
the founders of these famous foundations may
have been deceased for many generations, their
name and impact continues to this day. Such
symbolic immortality becomes particularly
attractive in an estate planning context as the
client contemplates his or her personal
mortality.

The private foundation’s most attractive feature
is its permanence. Not only can the foundation
last indefinitely, but the rules established by the
founding donor can also last indefinitely.
Almost all other forms of transfers are subject
to rapid dissipation in both finance and
purpose. A wealthy business owner may leave
behind an important company bearing his or
her name, but the company can quickly change
names and reject the values established by the
founder. Leaving an inheritance to heirs is
subject both to substantial taxation and to
expenditures reflecting values contrary to the
decedent’s values.  The private foundation
offers a unique vehicle to preserve and protect
the foundet’s wealth, name, and values.

Although a private foundation ultimately makes
distributions to charitable organizations, it often
involves the participation and substantial
control of the founder’s family both during and
after the founder’s life. The founder’s family
can be appointed to have the power to decide
how the money will be invested and who
(within the limits of the foundation guidelines)
will receive distributions.  In addition to
controlling the wealth (largely undiluted by
taxation either at transfer or on subsequent
growth) within the parameters of the private
foundation’s purpose and guidelines, family
members can receive benefits such as being
reimbursed for their associated travel and
expenses as well as being employed for
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reasonable compensation in some professional and managerial tasks necessary for operation of the
foundation. These tangible benefits come in addition to the intangible social benefits (i.e., “soft power”) that
can accrue to those who — within the parameters of foundation rules — control the investment and

distribution of large sums of money.
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The private foundation can also serve as a way
for the founder to transmit his or her values to
later generations. These descendants may be
appointed as trustees of the foundation and be
given authority to make charitable distributions
amongst the causes permitted by the founding
donor. For example, a donor who wanted to
pass along his love of nature might limit the
charitable purposes to supporting natutre
organizations. Administration of such a
foundation would likely increase trustees’
involvement with the vatious related causes and
organizations vying for the foundation’s grants.

There are three large classes of charitable
organizations that can generate charitable tax
deductions for donors: public charities,
supporting organizations, and private
foundations. Due to the relatively rare creation
of supporting organizations (wealth-holding
entities designed to support a single or single set
of public charities), this chapter will focus on
public charities and private (non-operating)
foundations. Public charities are typically the
organizations that actually 4o charitable work.
Private foundations simply hold wealth and
distribute grants to these public charities.
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charities if they receive widespread financial support.

In tax law a charitable organization is, by
default, treated as a private foundation. All
501(c)3 charitable organizations not meeting the
guidelines for public charities (or supporting
organizations)  are  automatically  private
foundations. Only if the charitable entity can
prove it is a public charity (or supporting
organization) will it be classified as such. The
two ways in which an organization can prove it
is a public charity are by showing that it actually
engages in charitable operations (e.g., running a
church, hospital, school, or homeless shelter) or
by showing that it receives widespread financial
support from the public. Although most public
charities actually engage in charitable activity, it
is possible for grant-making bodies to be public

For example, community foundations and united

appeals (such as the United Way) can be public charities even if they do not engage in charitable operations

but instead only make grants to other public charities.

Most  private  foundations have  similar
characteristics. They are usually funded by a
single person, family, or corporation. They
don’t do charitable work, but instead make
grants to charities. Usually financial returns on
their invested assets serve as the source of their
charitable grants, rather than ongoing gifts from
fundraising. ‘This idea of a pool of assets, set
aside by one person, with charitable activity
limited to issuing grants funded predominantly
from investment income is the classic concept
of the private foundation. The ways in which a
charitable organization can avoid the default
classification as a private foundation largely
center on demonstrating a divergence from
these classic elements of a private foundation.

There are four approved pathways through which a charitable organization can qualify as a public charity.
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Traditional charities qualify as public charities
because they are primarily engaged in the day-
to-day operation of delivering charitable
services. In sharp contrast to a typical private
foundation, these organizations do not simply
make grants to others engaged in charitable
operations. Churches, hospitals, schools, and
other traditional operating charities qualify as
public charities rather than private foundations
due to the nature of their operations.

Another way that a charitable entity can be
classified as a public charity is by having
widespread financial support. Even if the
charity is simply making grants and is not
directly engaging in charitable operations,
widespread financial support will cause it to be
a public charity rather than a private
foundation. In this first methodology, the
concept of widespread financial support is a
purely mathematical issue. The test is met if
the support from those who individually give
2% or less of the total support (ak.a. small
donors) sums to at least one-third of all support
given to the charity. In other words, if there are
a lot of small donors who, when combined, are
financially important to the organization, then
the organization isn’t a private foundation. Instead, it is a public charity.

Suppose a grant-making charity received total support of $100,000. If 35 donors gave $1,000 a piece and
the charity’s founder gave $65,000, this charity would still pass the test for being a public charity, because
more than 1/3 of all support came from small donors (those giving 2% or less of the total support).

There are two additions to this rule that prevent the charity from being disqualified due to financial
support from government or an unusual large gift from an outside donor. Government support is treated as
small donor support (ie., less than 2% of total support), regardless of how large a share the government
support actually constitutes. For example, if a non-operating, grant-making charity had $100,000 of total
support consisting of a $65,000 gift from the charity founder and a $35,000 grant from government, the
charity would qualify as a public charity. Additionally, unusual large gifts from an outside donor (i.e., not
from the organization’s founding donor, trustees, managers or their families) can be ignored. Suppose a non-
operating, grant-making organization that otherwise would have had total support of $1,000 a piece from 35
donors and $65,000 from the founding donor received an additional one-time $100,000 gift from a wealthy
donor unrelated to any of the organization’s insiders. If this unusual gift were included in the calculation, it
would disqualify the organization from being a public charity, because the small donor support of $35,000
would then constitute only 17.5% of total support. For this reason, such an unusual gift from an outsider can
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be excluded from the calculation.

A more subjective rule allows for small donor
support (including government support) to
constitute as little as 10% of the organization’s
total support. However, in order to take
advantage of this lower limit, the charity must
also fulfill two subjective requirements. First,
the charity must be operated in such a way as to
be intentionally attempting to attract new public
or government support. In other words, the
charity is not yet at the 1/3 level, but it is at
10% and appears to be working to grow that
10%. Finally, the “facts and circumstances”
must suggest that it is appropriate to treat the
organization as a public charity. In a sense, a
charity (other than a traditional operating
charity) with small donor (and government)

support between 1/10 and 1/3 of total support is in a “maybe” zone for qualification as a public charity.
This subjectivity allows for open consideration of any circumstances that might make the charity appear more
like a classic private foundation or more like a public charity. Because of the subjectivity, it may be useful to
think of this as a “smell” test asking, “Does this smell more like a private foundation or a public charity?”

Finally, a charity can qualify as a public charity
based upon not only its small donor support,
but also its income from memberships and any
charitable operations. If these sum to at least
1/3 of total support and the charity receives no
more than 1/3 of total support from investment
income, then the charity will qualify as a public
charity.

For example, if a local parent-teacher
association received $10,000 in total income
from $4,000 in memberships, $4,000 in bake
sale profits, and $2,000 in investment returns,
with no donations and no income from
charitable operations, the organization would
qualify as a public charity. This is because at
least 1/3 of total support came from

memberships ($4,000, which is 40% of total support), small donations ($0), and income from charitable
operations (80). Additionally, no more than 1/3 of total support came from investment income (in this case
$2,000, which is 20% of total support).

If instead, the organization received its $10,000 of total support from $4,000 in memberships and $6,000
in investment returns, then it would not qualify under this rule. This large investment income (more than 1/3
of all support) shades the organization more into the appearance of a private foundation.

A charitable organization can qualify as a public charity through any of these four rules. However, if the
charitable organization does not qualify under these rules (nor under rules for supporting organizations), then
the default classification as a private foundation remains.
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In order to receive tax treatment as a private
foundation, the organization must first be
brought into existence under state law. A
private foundation can be structured as either a
nonprofit cotporation or a charitable trust.
Charitable trusts allow for more founder control
in that the trust document can be specific and
restrictive as to the permitted activities of the
trust. The corporate structure offers flexibility
to future directors, allowing amendments that
can alter the corporation’s goals, structure, and
operation. The corporate structure may offer
some additional tax benefits, such as lower tax
rates  for unrelated business  income.
Additionally, gifts by corporations to a
nonprofit trust that makes international grants
are not deductible, but gifts by corporations to a nonprofit corporation that makes international grants are
deductible. So, if the founder intends for the foundation to both receive gifts from corporations and make
grants in other nations, the corporate form will be preferred over the trust form.

Once the foundation organization has been created under state law, it can then seek recognition as a tax-
exempt organization for federal tax purposes. This begins with the filing of IRS Form 1023. Granting of this
tax exempt status will be retroactive to the date the private foundation was created if Form 1023 is filed
within 15 months of the creation date. Once granted, continuing tax exempt status requires the annual filing
of IRS Form 990-PF. This process is similar to that required of all nonprofit organizations (except churches),
which are required to annually file the IRS Form 990. States differ as to their requirements for getting
recognition as a nonprofit organization for state tax purposes, with some accepting the federal recognition
and others having their own separate processes.

As stand-alone organizations, private
foundations  require  vatious forms  of
administration such as accounting, annual tax
filings, recordkeeping, and, in the case of
corporate foundations, regular annual meetings.
Combining this with the cost of creating the
initial organization suggests that the hassle
might not be justified for relatively small
amounts.  Nevertheless, of the more than
83,000 non-operating private foundations
holding assets in the year 2010, more than one-
fourth held less than $100,000, and neatly two-
thirds held assets less than one million dollars.
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The boatd of the foundation is typically selected
by the founding donor. As a result, it is most
common for the foundation creator to select
like-minded  individuals,  usually  family
members. The selection of family members can
serve several purposes.  Involving family
members in the operation of the board can help
to transmit the foundet’s charitable values.
Additionally, travel and expenses to attend
board meetings or visit current or potential
grantee sites can be reimbursed for board
members. Board members may also benefit
from the prestige and influence that comes
from being an important decision-maker
regarding distribution of funds.

There is no set requirement for how a

board must function. It is possible to have different voting rights and different terms for different types of
board members. Rules for continuation as a board member, especially in the context of a charitable trust,
may be as unique as each founder. Although minor children cannot make legal decisions that would bind the
organization, they can serve on an advisory “junior board” that considers some types of grants or other
issues. This junior board concept can be used to aid in the training of a younger generation of future board
members and to justify reimbursement of the travel expenses of such junior members’ travel to board

meeting locations.
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Once a private foundation has been successfully
created, the primary guidelines for its operation
come from federal tax law. Tax law affects
private foundations indirectly, through the
deductibility of gifts, and directly, through
taxation of investment income and levying of
penalties for violations of IRS rules.
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and investment management).

Unlike other charitable entities, private
foundations do pay taxes on net investment
income and capital gains. However, this tax is
relatively minimal, at 1.39%. Although private
foundations are not completely tax exempt, the
burden of a 1.39% tax is relatively minimal.
This tax is paid on net investment income
and net capital gains. However, the tax is not
paid on any unrelated business income, which is
taxed at different rates. Net investment income
allows for the reduction of gross investment
income by any ordinary and necessary expenses
incurred in generating the income (such as
investment management fees, real estate
management fees, or the share of officer or
employee compensation related to investment

As discussed in the chapter on that topic, gifts
to private foundations have lower income
limitations for charitable deductions than do
gifts to public charities. The highest (60% or
50%) limitations are never available for
deductions from gifts to private foundations,
which are instead limited to 30% or 20% of
adjusted gross income (slightly modified) for
individual taxpayers, and 10% of taxable income
for corporations. Any deductions from
charitable gifts in excess of the maximum
percentage of the donot’s income cannot be
deducted in the year of the gift, but must
instead be carried forward until such time as
they can be used without causing the total
deductions to exceed the relevant limitation.

Carryover deductions that cannot be used in the five tax years following the year of the gift will expire.
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As discussed in a previous chapter, gifts that
may be deducted up to 50% or 60% of income
are all gifts to public charities, with the highest
60% limit being reserved for gifts of cash to
public charities.

Gifts to private foundations of cash, inventory,
short-term capital gain or ordinary income may
be deducted up to 30% of the donot’s income,
with the remainder carried forward.

Any gifts of long-term capital gain to a private
foundation may be deducted only up to 20% of
the donot’s income, with the rest carried
forward into future years.  This is true
regardless of whether or not the gift can be
valued at fair market value or the lower of basis
or fair market value.
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The underlying reason for many of the tax rules
for private foundations is the desire to insure
that the foundations appropriately pursue a
charitable purpose and do not use their
resources to provide inappropriate benefits to
insiders. Prior to the passage of these rules
many private foundations were used in such a
way as to provide excessive benefit to those
who created and operated the foundations.

Private foundations receive highly favorable tax
treatment for the purpose of encouraging
charitable activity.  The rules designed to
prevent insider benefits and insure that the
charitable purposes are being accomplished fall
into the five categories of (1) self-dealing, (2)
failure to distribute income, (3) excess business
holding, (4) jeopardizing investments, and (5)
taxable expenditures.

A range of penalties can arise for violating these
tax rules, from an initial tax to additional taxes if
the violation is not cotrected to revocation of
the exempt status of the foundation. Previous
to this legislation the only penalty was
revocation of the tax exempt status. Due to the
harshness of the penalty, it was rarely enforced,
leading to the need for the current system
allowing for intermediate penalties.
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As mentioned above, a wide range of rules
protects against giving excess benefits to
insiders. Enforcement of these rules requires a
definition for who is and who is not an insider.
The tax code uses the term “disqualified
person” to designate a foundation insider.

The definition of a disqualified person is, in
most respects, extraordinarily broad. Naturally,
the people running the foundation are insiders.
This includes officers, directors, and trustees of
the foundation. However, it can also include
any employee of the foundation if the employee
has  responsibility for the act under
consideration as a potential violation of the
rules. In addition to those who run the
foundation, those who create or significantly
support the foundation are also insiders. The
original founder (grantor) of a charitable trust is
automatically an insider regardless of whether
or not he or she is a substantial donor.
Additionally, any donor who has given more
than 2% of the total contributions ever given to

the foundation is also an insider (assuming that the donor’s contributions are greater than $5,000 in total).
The designation of “disqualified person” applies not only to these donors or managers, but also to all of
their ancestors, descendants, spouses, or spouses of descendants. Curiously, this definition — although broad
reaching — does not include the siblings of insiders. Additionally, organizations significantly controlled by
disqualified persons are also disqualified persons. Specifically, any corporation, trust, or partnership that is
owned or controlled 35% or more by all disqualified persons combined is also a disqualified person. For example,
if a corporation is owned 10% by the founding donor’s grandson, 10% by the founding donor’s grandson’s
wife and 15% by the mother of an unrelated foundation trustee, then the corporation is itself a disqualified

person.

360



PRIVATE FOUNDATIONS AND DONOR ADVISED FUNDS

This first set of rules designed to limit insider
benefits is a prohibition against self-dealing.
Self-dealing rules prohibit most transactions
between the private foundation and a
disqualified person.

Self-dealing  rules  prohibit the private
foundation from selling, exchanging, leasing,
transferring or loaning money, goods, services,
property or facilities to a disqualified person.
Correspondingly, they also prohibit disqualified
persons from selling, exchanging, leasing,
transferring or loaning money, goods, services,
property or facilities to the private foundation
except when this occurs as a free gift. Rather
than investigating the propriety of each
individual transaction with disqualified persons,
this rule simply prohibits all of them.

Prior legislation permitted self-dealing
transactions if they were completed under
reasonable terms comparable to an ‘“arm’s
length” transaction. However, this previous
rule made enforcement difficult and permitted substantial benefits to insiders. For example, a private
foundation might purchase property from an insider for fair market value, but provide benefit by offering the
insider a source for an immediate sale, whereas selling in the market could require much time. Or, a private
foundation might offer a loan to an insider at market interest rates, but during a time when financial liquidity
was tight and other sources of credit were unavailable. None of these transactions are permitted under the
current rules, because their relative benefit to the foundation is now irrelevant. All such transactions are
simply prohibited.

In addition to the prohibition against transactions with disqualified persons, this section also prohibits
transactions with government officials — primarily those with a policymaking role. This rule relates to the
core idea that private foundations should not be used for political purposes. Further, an insider could benefit
through gaining political influence by using the foundation to influence government officials.
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debt if the debt is at least ten years old.
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These transactions with disqualified persons are
categorically prohibited and this prohibition
does not depend upon the relative benefit given
to the foundation. For example, a donor could
sell a $200,000 property to a public charity for
$10,000. Under the bargain sale rules, this
would generate a $190,000 deductible charitable
gift. However, if the donor completed the
identical transaction with a private foundation
for which the donor was a disqualified person
the transaction would be a prohibited act of
self-dealing. The fact that the private
foundation received a $190,000 benefit is
irrelevant; the exchange is still prohibited.

In an attempt to circumvent this rule against
bargain sales, a disqualified person might be
tempted to simply take out a mortgage, take the
money, and then donate both the property and
the mortgage to the private foundation.
However, the private foundation’s acceptance
of the debt incurred by the insider is considered
to be a benefit to the insider and, consequently,
the transaction is prohibited. As before, this is
true regardless of how beneficial the transaction
is to the private foundation. FEven if the
mortgage is less than, say, 10% of the value of
the property donated, it is still a prohibited act
of sclf-dealing. This rule has one exception
which permits the private foundation to accept
a property that an insider has encumbered with

Self-dealing transactions generate a 10% penalty
for the disqualified person and an additional 5%
penalty for the foundation manager who
knowingly participates in such a transaction.
(Given the broad definition for disqualified
persons, it is possible, for example, that the
foundation manager was unaware that the
person was a disqualified person.) In addition
to this penalty, the transaction must be undone.
This correction is required within 90 days of the
IRS notice, otherwise the foundation is subject
to an additional tax of 200% of the transaction
amount, and the foundation manager is subject
to an additional tax of 50% of the transaction
amount. An excessive degree of self-dealing
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could, in extreme cases, also lead to the removal of the foundation’s tax exempt status.

made to the disqualified person, but are instead made to an
maintenance company.

Despite this blanket prohibition on transactions
with insiders, the rules do permit some
exceptions. These permitted transactions
include, obviously, the ability of disqualified
persons to make gifts to the foundation. Thus
free gifts (e.g, not bargain sales or debt-
encumbered property) of money, property, or
the use of money or property are allowed.
However, these gifts cannot require the
foundation to make any payments back to a
disqualified person. For example, a disqualified
person cannot give free rent of office space to
the charity with the requirement that the
foundation must pay the disqualified person for
utilities, insurance, or maintenance. A gift of
free rent is allowed if such payments are not
outside utility company, insurance company, or

Despite this prohibition on self-dealing, some
transactions with benefit to insiders are
specifically allowed. In particular, a foundation
can hire an insider to perform necessary
professional and managerial services so long as
the compensation is reasonable. The official
term for these permitted services is “personal
services,” and it includes investment advice,
legal services, accounting, tax services, banking,
and administrative assistance. This does not
include non-professional or non-managerial
services such as janitorial work. The
compensation for such services must be
reasonable. In order to assist foundation
managers in knowing and demonstrating what
compensation is reasonable, The Council on

Foundations publishes the Foundation Management Report giving compensation information for a variety of
positions for foundations of different sizes. So long as the payments to insiders are for services necessary for
the operation of the charity and fall within these reasonable guidelines, the foundation is allowed to hire these

disqualified persons.
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In addition to the ability of the foundation to
hire and pay reasonable compensation to
disqualified persons for necessary professional
and managerial services, the foundation may
also reimburse the reasonable travel expenses of
insiders necessary for the operation of the
foundation. For example, reimbursing travel
and meal costs for board members to attend a
board meeting of the foundation is a commonly
accepted  foundation expenditure. The
foundation may not reimburse expenses for
other family members to travel when those
family members are not a necessary part of the
foundation’s activities. So, the travel expenses
of a board member’s spouse may not be
reimbursed unless the spouse is also a board
member (or is filling some other necessary function for the foundation). As discussed previously, a private
foundation may have a junior board, including minors, which is allowed to make recommendations for grants
and gradually learn about foundation management in potential preparation for a future appointment to the
regular board. The use of such boards can make the travel of minor children to board meetings a reasonable
and necessary expense. In addition to travel to board meetings, travel to investigate current or potential grant
recipients is also a commonly accepted activity, and thus reimbursement of reasonable expenses is also
appropriate. Some founders have employed these travel reimbursements for necessary board functions as a
way to pay for family gatherings in attractive locations.

A wealthy donor may choose to ignore
sophisticated planning and simply leave the
estate to his or her children (perhaps with some
donation to charity). This type of traditional
inheritance typically results in dissipation of the
family’s wealth. The wealth is dissipated first by
division among heirs at each generation, leaving
smaller and smaller separate amounts.
Additionally, the wealth is subject to 40% estate
taxes at every generation, further reducing
remaining wealth. Beyond this, investment
returns in the intervening years are subject to
constant annual taxation. All of this dissipation
by division and taxation occurs even if every
heir in every generation is completely
responsible and consumes none of the original
inheritance. The likelithood of a spendthrift heir — or one who is attracted to highly risky investments —
dramatically increases the likelihood of rapid dissipation. (One national U.S. study showed that 1/3 of all
heirs receiving inheritances spend their entire inheritance within a few months. In addition, among all heirs,
about half of the typical inheritance has been spent within 12 months. See Zagorsky, J. L. (2012). Do
people save or spend their inheritances? Understanding what happens to inherited wealth. Journal of Family
and Economic Issues.) The typical pattern of family wealth accumulation and dissipation has generated such
common descriptions as “from shirtsleeves to shirtsleeves in three generations,” to reflect its temporary
nature.
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In contrast, a private foundation can provide an excellent means to keep the family’s wealth completely
intact across many generations and still provide some attractive benefits to heirs. The use of the family
foundation means that there is no dissipation by division at each generation, no estate taxes at each
generation, no annual taxes on earning and gains (beyond the 1.39% excise tax on net investment income),
and no temptation for spendthrift heirs to benefit themselves by consuming all of the assets. Even
excessively risky investments are prohibited by tax law. Although some transfers (discussed below) must be
made to charitable organizations, these are typically less than the investment income generated by the
foundation’s assets. Heirs who are involved with the work of the foundation have the benefit of employment
(assuming some professional or managerial skills) and travel. Additionally, those controlling significant
distribution decisions often enjoy the less documented benefits of this financial power. Managers of recipient
nonprofits may be more than happy to provide favors in order to build good relationships with those who
make substantial funding decisions. Although such favors cannot be direct transfers to disqualified persons,
the ability to subtly influence organizational decisions (including hiring decisions) of recipient nonprofit
organizations may be indirectly valuable.

The private foundation offers a means by which a donor’s wealth can remain intact, and growing, for
indefinite generations serving only the causes the donor has selected and benefitting subsequent generations
of managing heirs both directly and indirectly. The donor’s financial managers can also benefit substantially
by keeping the wealth intact, undivided, and largely untaxed across generations.

Private foundations are, of course, charitable
entities.  These entities do not engage in
charitable activities directly; i.e., these are non-
operating private foundations. The charitable
nature of a private foundation depends entirely
upon its distributions to operating charities.
Consequently, a private foundation is required
to make a minimum amount of distributions
(i.e., gifts or grants) to public charities.
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A private foundation is required to distribute at
least 5% of all non-charitable net assets (i.e.,
investment assets) under its control at the end
of the tax year. This distribution must be made
by the end of the following tax year. Violating
this  requirement to  make  charitable
distributions is sometimes referred to as a
failure to distribute income, although the
required distributable amount is based entirely
upon the foundation’s non-chatitable assets.
(The term comes from previous legislation
when distributions were based, in part, upon
income.)

The wvalue of non-charitable net assets is
reduced by any debt used by the foundation to
purchase investment assets. These assets do not
include charitable assets, i.e., assets being used
in a charitable operation such as a painting
being loaned without charge to a public charity
art museum. This charitable exclusion also
excludes assets being used by the foundation to
catry out its own exempt putposes, but not
those being used by the foundation for
investment management purposes. (This
distinction would requite a foundation that
owns the building in which it operates to
allocate the value between charitable and other
functions.) Non-charitable net assets exclude
assets that, even though they are booked as

assets, are not yet under the control of the foundation such as pledges to make a gift or a remainder interest

in real estate.
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The 5% required distributable amount is
reduced by the taxes paid to the government as
the 1.39% net investment income tax or any
unrelated business income tax paid by the
foundation. There is, however, no reduction in
the required distributable amount due to penalty
taxes paid for violating any of the private
foundation rules discussed in this chapter.
(Note that the 1.39% net investment income tax
would not lower the 5% minimum payout to
3.61%. The minimum payout is 5% of non-
charitable net assets, where the tax is 1.39% of
net investment zconze.)

The 5% requirement does not mean that the
entire 5% (less the unrelated business income
tax and net investment income tax) must
actually be distributed to charity. Any
reasonable and  necessary  administrative
expenses incurred for grant-making or
fundraising are themselves considered to be
charitable expenditures. Thus, the 5% would be
reduced by reasonable and necessary expenses
for administration costs related to soliciting and
evaluating grant applications (such as travel to
meet with grant applicants), supervising the use
of funds granted (such as travel to review the
use of funds), and general administration of the
charitable functions of the foundation (such as
employee salaries, office rent, utilities, IRS form

990-PF preparation fees, and legal fees related to charitable functions). These expenses do not include any
expenses associated with managing the foundation’s investments. Due to the reductions for expenses and
taxes, the actual amount distributed to public charities may be far less than 5% of non-charitable assets held
by the foundation. The limitation is that these operational expenses must be reasonable and necessary to

accomplish the charitable functions of the foundation.
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The charity receiving the funds cannot be
controlled, either directly or indirectly, by the
foundation or by any disqualified persons. In
this case, control means that any combination
of disqualified persons could, working together,
require or prevent the recipient charity from
making an expenditure. Although disqualified
persons may not control the recipient charity,
the private foundation is allowed to make a
restricted gift which the recipient charity must
use for the designated purposes.

It appears (PLR 200009048, 9807030) that
the private foundation may also make a
qualified distribution to a donor advised fund,
even when such fund is advised by disqualified
persons. This would be remarkable in that the

funds in a private foundation may thereby presumably be kept indefinitely from actual public charitable use.
In apparent recognition of this potential, the mandatory annual filings for private foundations (IRS Form
990-PF) added the following disclosure requirement in 2011: Did the foundation make a distribution to a
donor-advised fund over which the foundation or a disqualified person had advisory privileges? If “Yes,”
attach a statement. The statement must report whether the foundation treated the distribution as a qualifying
distribution and how the distribution will be used for §170(c)(2) purposes. In other contexts, a private
foundation may not make a qualified distribution to a charitable entity that simply holds and distributes funds
to other charities such as to another non-operating private foundation or a supporting organization.
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The private foundation need not make transfers
only as cash gifts to public charities, but may
also purchase or improve assets used directly in
charitable purposes. This could include assets
transferred to a public charity, or assets used by
the private foundation for charitable purposes.
Thus, the purchase of a building to be used
exclusively by the foundation in its charitable
purposes (e.g., soliciting and evaluating grant
applications and evaluating grant expenditures,
but not investment management) is a qualifying
distribution.
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The general rule is that a non-operating private
foundations must make qualifying distributions
of at least 5% (reduced by payments for net
investment income tax or unrelated business
income tax) of its net non-chatitable investment
assets.  However, private foundations are
allowed to accumulate funds instead of
distributing them as a means of saving up for a
later large qualifying distribution in certain
cases.

Saving up these charitable distributions is
referred to as a “set aside,” following the idea
that these funds are set aside for future
qualifying distributions. This is permitted only
if the project would be better accomplished
through saving up these distributions than by
making them immediately and if the qualifying
distributions are made within 60 months of the
first set aside. These sets asides are typically
used for very large single purchases, such as the
purchase or construction of a building.

Not only may a nonoperating private
foundation save up qualifying distributions
through a set aside plan, but it may also do the
reverse and make a large qualifying distribution
today which will reduce the requirement for
future qualifying distributions.  Thus, any
amount paid by the private foundation in excess
of the 5% minimum requirement can be carried
over for up to 5 years. During this carry over
period, the excess amount can be used to
reduce any remaining required qualifying
distributions not paid during any year. The
carry forward amounts are used much like
charitable tax deductions carried forward due to
exceeding the income giving limitations in that
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transfers made during the tax year are counted first and only then can carry forward distributions be used
with the oldest non-expired carry forward distributions being used first.
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As with the other violations, failure to distribute
the minimum required amount to charity results
in a tax penalty. The penalty begins at 30% of
the undistributed amount. An additional tax of
100% of the undistributed amount is charged if
the distribution is not made within 90 days of
the IRS notice of the violation. Payment of
these penalties does not substitute for the
payments to charity.  Persistent failure to
distribute could result in the revocation of the
foundation’s tax exempt status.

The next type of prohibited transactions is
excess business holdings where the private
foundation, combined with insiders, holds too
large of a share of a business entity.
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Prior to the legislation preventing excess
business holdings an owner could transfer his or
her business into the private foundation, take a
tax deduction for the transfer, and still continue
to control the business precisely as before with
no functional changes. This level of control
created a number of opportunities for abuse.

The problems with excessive business holdings
come because the donor receives a tax
deduction, but continues to control the
business. This control means that the donor
can decide if any profit is distributed to the
foundation, which was particularly important
under previous legislation where charitable
distributions were based upon income rather
than assets. Further, the donor — as controller
of the business — would continue to control his
own personal compensation as well as all other
employees. A donor could thus transfer a
business into a foundation, take a large tax
deduction, and then extract the value out of the
business through salaries paid to the donor and
the donor’s family members as employees of the

business. This payment of salary (or, e.g., “sweetheart” deals benefitting others in exchange for reciprocal
treatment in the donot’s other non-charitably-owned operations) could be used to cause the company to
incur losses, reducing the value of the company, and thus reducing the foundation’s required charitable grants
based on the company’s value. The various schemes for taking a large deduction at transfer and then subtly
extracting the value from the company without benefitting the private foundation are nearly limitless, but all
are predicated upon the donor being able to control the underlying business entity. Thus, the tax code was
changed to eliminate the use of private foundations as a means to control an operating business.
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A private foundation is allowed to own up to
2% of a company regardless of the ownership
interests of other insiders. Thus, a private
foundation could own 2% of a corporation that
was otherwise entirely owned by the founding
donor. A private foundation may not own
more than 2% of a business entity if the
foundation and all insiders combined own more
than 20% of a business entity. Ownership can
refer to voting stock ownership in a
corporation, beneficial interests in a trust, or
profit interest in a partnership. (Thus, e.g., a
private foundation may own 100% of non-
voting shares in a corporation where it and all
disqualified persons combined own fewer than
20% of the shares.) This permitted ownership

percentage will increase to 35% where the foundation can demonstrate that an unrelated person or “cohesive
group of third parties” does, in fact, exercise control over the business. In this case, the risk of abuse is likely
reduced by the influence of an outside controlling person or group.
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An exception to the prohibition against private
foundations controlling a business is allowed
when the business entity is engaged in activity
directly related to the private foundation’s
charitable purposes, and not simply earning
profits for the foundation’s use. Thus, a private
foundation could have full control of a school
or hospital and thereby further its charitable
purposes in education or healthcare. Other
allowed businesses include thrift shops selling
donated items, a business operated by
volunteers, or a business primarily for the
convenience of the employees or customers of
its charitable business, such as a hospital gift
shop or museum cafeteria.
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request an extension of the time from the IRS, allowing for
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Additionally, a private foundation is allowed to
have full ownership of a “passive” business
entity that merely collects payments from assets
such as dividends from stock holdings, interest
from investments, royalties from intellectual
property or rent from real estate. So long as
this type of income constitutes at least 95% of
the business entity’s gross income, full
ownership of the entity is allowed. Similar to
the rules for wunrelated business income,
borrowing money to purchase real estate will
cause such investments to no longer be passive.

The private foundation finding itself in the
circumstance of owning excess interest in a
business must sell or transfer those interests.
This sale must occur within 90 days if the
foundation acquired the business interests by
purchase or within five years if the foundation
receives the business interests by gift. This five
year limitation allows time for a business owner
to transfer all or part of his or her business to
his or her private foundation prior to a sale
(thus avoiding the capital gains taxes that would
otherwise be due at sale) and still have sufficient
time to market and sell the asset, even in a
difficult market. Indeed, if the five years is not
sufficient to achieve an appropriate sale, the
foundation may go through a procedure to
up to five additional years.

As with other violations, a private foundation
having excess business holding is subject to tax
penalties. The foundation must pay a tax of
10% of any excess holdings, based upon the
highest excess business holdings occurring
during the tax year. If the excess business
holdings are not removed from the foundation
within 90 days of the IRS notice of the violation
an additional 200% penalty may be imposed.
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In order to preserve the charitable function of
the private foundation, the tax code prohibits
the foundation from investing in jeopardizing
(excessively risky) investments.

Without this restriction, there is a risk that the
private foundation’s assets could be squandered,
thus eliminating any further charitable benefit.
In such a case, the taxpayer would have received
a large charitable tax deduction, but with no
resulting charitable activity. Issuing charitable
tax deductions in return for little or no
charitable activity violates charitable tax policy
principles and, consequently, such risky
investments are prohibited.

There is no “black and white” rule to determine
what a jeopardizing investment is. Instead, it
occurs when the manager “fails to exercise
ordinary  business care and prudence.”
Although a particular investment may be highly
risky, it will be considered in the context of the
entire portfolio. For example, the purchase of
60-day out-of-the-money options could be a
reasonable part of a hedging strategy taken in
the context of other asset holdings, but would
cleatly be a jeopardizing investment if such
options constituted the foundation’s entire
investment portfolio. Because of the potential
for excessive risk, the IRS will pay particular
attention to investments in options, margin
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trading, short selling, commodity futures, and oil and gas interests. Nevertheless, each of these may be a
perfectly appropriate investment in the context of the risk profile of the overall investment portfolio.

Because the purpose of the jeopardizing
investment tule is to ensure that charitable
activity will ultimately occur, rather than the
assets being squandered, the rule will not apply
to high risk investments that are primarily
intended to advance charitable goals. Thus,
investments in college loans for needy students
or low-income housing may indeed by highly
risky, but will not constitute jeopardizing
investments. In this case even if the foundation
loses its investment, the funds would still have
been used to advance charitable purposes and
so the underlying tax policy goals would not
have been violated.

As a penalty for making a jeopardizing
investment the foundation must pay a tax of
10% of the amount invested in the jeopardizing
investment. Because the foundation manager is
directly  responsible for managing  the
foundation’s assets, he or she will also be
charged a penalty of 5% of the amount invested
up to a $10,000 penalty if he or she willingly
and knowingly participated in making the
investment without any reasonable cause for
doing so. As with other violations, an
additional tax applies if the violation is not
corrected within 90 days of the IRS notice of
violation. If the foundation has not divested
itself of the jeopardizing investment within this
time, the foundation is subject to another tax of

25% of the amount invested in the jeopardizing investment, and the manager may pay an additional 5% of

the amount invested up to an additional $20,000 penalty.
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The final way in which the private foundation
rules attempt to protect charitable purposes is
to prohibit and penalize non-charitable grants
from the foundation. These non-charitable
grants are referred to as taxable expenditures.

Any grant made by the foundation that does not
qualify as an appropriate charitable grant is a
prohibited taxable expenditure. This is not a
problem for typical grants made to public
charities. However, prior to the current law
some private foundations were being used to
further political campaigns, which is not a
charitable purpose. Thus, the use of funds for
campaigning and lobbying are now prohibited
as taxable expenditures. Non-partisan research
is allowed, but there is careful oversight of such
activities. ~ For example, support of voter
registration drives is not allowed if such drives
are limited to specific geographical regions as
this may advantage one party or candidate.

Grants to individuals are not chatitable
gifts, because an individual is not a charity. However, in certain cases a private foundation may fund a grant
to individuals for travel, study, or similar purposes. This may be done only with advanced approval of the
granting procedures by the IRS. In seeking such approval, the foundation must show that the grant is (1) a
scholarship to a nonprofit educational institution, (2) a prize made primarily in recognition of religious,
charitable, scientific, educational, artistic, literary, or civic achievement, [note that these awards may be made
without prior approval by the IRS if there are no restrictions on or expectations regarding the use of the prize
money| or (3) the purpose of the grant is to achieve a specific objective, produce a report or other similar
product, or improve or enhance a literary, artistic, musical, scientific, teaching, or other similar capacity, skill,
or talent of the grantee. In addition to grants for travel, study, or similar purposes, the foundation may also
make grants to impoverished individuals or those who experience catastrophic medical expenses or property
loss. These poverty-relief or catastrophe grants do not require advanced approval from the IRS.

Grants made to most charitable entities other than public charities, e.g., private foundations, labor
unions, trade associations, fraternal orders, veterans groups, type 111 non-functionally integrated supporting
organizations, or other supporting organizations controlled by a disqualified person, are taxable expenditures.
The exception to this rule is that if the private foundation exercises “expenditure responsibility” on grants
made to such organizations then the grant is permitted. Expenditure responsibility requires a variety of tasks
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including a written agreement of the specific charitable tasks the entity will accomplish, segregation of funds,
regular reports from the recipient, and special reports to the IRS.

another 50% penalty, up to $20,000.

The “dark money” charitable entity. A
501(c)(4) social welfare organization is not
subject to private foundation rules. It can
engage in lobbying as its primary activity. It can
support political candidates — although not as
its primary (over 50%) activity. It does not pay
the 1.39% excise tax as private foundations do.
It has no 5% distribution requirement. It can
engage in self-dealing with insiders — although
not excess benefit transactions. It is not limited
by the jeopardizing investment rules. It need
not disclose its donors. It has much more
flexibility in making grants to foreign
organizations. It is subject to no excess
business holdings rules. (Thus, a donor can
create a 501(c)(4) that can hold his entire
business.)

If a private foundation makes grants that do not
qualify as appropriate charitable grants it will be
penalized initially by a 20% tax on the amount
of the taxable expenditure. The foundation
manager is subject to a 5% tax, up to a $10,000
maximum, if there was no reasonable cause to
believe the expenditure would be appropriate.
The foundation must recover the expenditure
or, where full recovery is not possible, the
foundation must recover as much as possible
and take any corrective action directed by the
IRS within 90 days of the IRS notice of the
violation or the foundation will receive an
additional penalty of 100% of the taxable
expenditure. Absent such timely correction, the
foundation manager may also be penalized
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will be valued at basis rather than fair market value.
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This enormous freedom comes with one
penalty. Transfers do not create a charitable
deduction. But neither are they taxable gifts.
Nor do transfers of appreciated assets create
any capital gain recognition. And, as exempt
entities, 501(c)(4)’s normally pay no income or
capital gains taxes on subsequent sales and
earnings. These may be particularly attractive
to high wealth business owners (or
corporations) who often cannot use charitable
tax deductions due to income limitations (see
chapter 6). (Any charitable wealth transfers will
tend to swamp their often relatively low
reportable income.) They may also be attractive
to donors considering transferring low or no
basis assets to a private foundation if such gifts

The 501(c)(4) alternative tends to be limited to
ultra-high net worth donors. For others, the
private foundation may be too onerous for
other reasons. As briefly summarized above, the
rules for establishing and managing a private
foundation ate extensive. There is, however, an
alternative to a private foundation that is much
cheaper and easier for the donor. This simple
substitute for the private foundation is the
donor advised fund.

The simple concept of a donor advised fund is
that the donor gives money to a public charity
which the public charity sets aside in a separate
account. The public charity then typically
follows the advice of the donor regarding when
and where to distribute those segregated funds
to other public charities. The charity has legal
control of all of the donor advised funds and
could choose to ignore the donot’s advice. This
legal reality does not impact the practical reality
that donor advised funds do follow donors’
advice (so long as the advice is for legally
permissible distributions), because failure to do
so would discourage other donors from using
the charity for their donor advised funds.
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Nevertheless, this legal control of the accounts by the public charity owning the donor advised funds means
that the donor has made a completed gift to a public charity immediately upon transfer of funds or assets into
the donot’s account.

Whether the private foundation or donor
advised fund is the best instrument will depend
upon the gifts and goals of the donor. Donor
advised funds are remarkably simple for the
donor to establish. No legal documents need to
be specially drafted and thete are no annual
meetings or required filings. Depending upon
the organization, donor advised funds may be
started with only $5,000. Annual costs vary
with the size of the account, but typically range
from 1% to 0.1% of the account value. Donor
advised funds meeting certain minimum
account sizes (e.g., $250,000), often permit
management of assets by the donotr’s own
qualified financial manager and allow for these
managers to charge fees to the fund for this
management. Large donor advised funds are often comfortable with accepting not just cash, but also
complex assets such as privately-held C- and S-corporation stock, limited partnership interests, real estate,
and even valuable personal property. Donor advised funds do not expire at the death of the donor.
Managing charities typically allow for the appointment of new advisors at death. These new advisors can
appoint others during life or at death, indefinitely continuing the passage of control. Further, there are
currently no minimum payout requirements for these funds, meaning that no charitable distributions would
ever have to occur. Donor advised funds have several tax advantages over private foundations. Gifts to
public charities (such as donor advised funds) may have higher valuations and generate deductions that can
be used up to a higher percentage of the donor’s income than gifts to private foundations. Additionally,
donor advised funds are not subject to the 1.39% excise tax on net investment income as are private
foundations.

With all of these advantages of the donor advised fund, why would a donor ever use a private
foundation? There are several reasons. Private foundations offer a much higher degree of multi-generational
control of assets. The founding donor can create legally enforceable trust rules that limit the charitable
purposes of the foundation, limit the trust expenditures, and dictate who may — and may not — be trustees
and board members. The rules for private foundations are quite old and legislatively stable, suggesting a high
likelihood for multi-generational stability. Although donor advised funds are not new, the massive growth of
funds from charities affiliated with financial institutions is new, and consequently many of the rules have only
been recently established. This legislative newness combined with the complete lack of any enforceable legal
rights to control the funds in the donor advised account make donor advised funds a less certain option for
long-term planning. Although convenient, donor advised funds lack the ability to directly benefit friends or
family members through travel reimbursements and employment in professional and managerial tasks.
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Donor advised funds have a much higher
average payout rate than private foundations,
reflecting their common use as a short-term
place to park charitable funds. It often makes
sense for donors to estimate their giving for the
upcoming year and then transfer that money to
a donor advised fund at the end of December.
This allows for the charitable deductions to be
taken earlier, even though the ultimate
distributions to charities will not take place until
the following tax year or later. This type of
short-term planning corresponds perfectly with
the convenience and simplicity of the donor
advised fund. Additionally, if the donor would
normally take the standard deduction, it can
make sense to select a target year to itemize
deductions and pre-fund charitable giving for future years so that the deductions can all be used in the target
year.

Many of the same type of limitations on private
foundations also apply to donor advised funds.
For example, there can be no benefits going to
the donor, the donor’s family, or organizations
controlled by either. However, based on IRS
Notice 2017-73, grants from a donor advised
fund could now be used to fulfill a pledge by
the donor to a charity so long as the DAF
sponsor does not reference the pledge in the
grant letter or check. Nevertheless, grants
from a donor advised fund cannot result in the
charity giving benefits, such as donor event
tickets, to the donor. Donor advised fund
grants that generate such benefits are subject to
a tax of 125% of the amount of the benefit,
payable by ecither the donor/advisor or the
benefit recipient, and a 10% tax on the donor advised fund manager who knowingly made such a transfer (up
to $10,000). Donor advised funds are also subject to the same rules preventing excess business holdings as
private foundations are. Donor advised funds may make distributions to other donor advised funds.
However, donor advised funds may not make distributions to individuals. Donor advised funds may not
make distributions to private foundations, unless the managing charity follows the rules for “expenditure
responsibility,” and even then distributions to a private foundation controlled by the donor or donor’s family
may result in excess donor control leading to the fund being reclassified as a private foundation. Any
distributions to private foundations may also create the opportunity for challenges to the higher deduction
taken for a gift to a public charity upon transfer to the donor advised fund, rather than for a gift to a private
foundation.
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Private foundations and donor advised funds
offer opportunities to take an immediate tax
deduction for a transfer where the donor and
donor’s financial advisors can continue to
manage the funds for the indefinite future.
Once transferred, the funds can grow in a tax-
free or tax-minimal environment. Although
private foundations ate typically used for long-
term holding of more significant wealth, and
donor advised funds are more commonly used
for short-term holding of less significant wealth,
finding the best fit will depend upon the specific
values and goals of each particular donor.
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1.

QUIZ QUESTIONS, ANSWERS, AND EXPLANATIONS

CHAPTER 3: TIMING OF CHARITABLE DEDUCTIONS

Which of the following are completed deductible gifts?

a)  Donor delivers money or property to a charity with a limitation that it must be spent on a particular person specified by the
donor

b)  Donor delivers valuable property to a charity, but keeps retained interests that are not specifically allowed by statute

c)  Donor gives money or property to the donor’s agent with instructions to deliver the money or property to the charity

d) Donor promises to deliver money or property to the charity in 3 days

e)  Donor delivers money or property to an agent representing the charity, but the agent will not actually transfer the money or
property to the charity for another 30 days

In which of the following circumstances will the IRS permit an organization to deduct a charitable gift that is made after the

close of the tax year?

a) A C-corporation, s-corporation, or partnership passes a resolution authorizing the giving during the tax year, and then gifts
within three months of the close of the tax year

b) A C-corporation, using cash accounting, passes a resolution authorizing the giving during the tax year and then gifts within
two months of the close of the tax year

c) A C-corporation, using accrual accounting, passes a resolution six days after the close of the tax year authorizing charitable
giving that is then carried out the following day

d) A C-corporation using accrual accounting, passes a resolution authorizing the giving during the tax year, and then gifts
within two and one-half months of the close of the tax year

e) A C-corporation makes a gift 48 hours after the close of the tax year although no board resolution is involved

On which day was the gift completed for tax purposes?

a)  Day 1: I put cash into an envelope addtessed to a charity

b)  Day 2: I put the envelope with proper postage in the U.S. mail
c) Day 4: The cash arrives at the charity

d) Day 5: The charity deposits the cash in its bank account

e)  There was no charitable gift

On which day was the gift completed for tax purposes?

a)  Day 1: I write a check to a charity

b)  Day 2: I put the check in the post office mailbox with proper address and postage

¢)  Day 3: The charity receives the check

d) Day 5: The charity’s bank receives the funds and the charity is credited with the funds
e)  There was no deductible charitable gift

On which day was the gift completed for tax purposes?

a)  Day 1: I write a check to a charity

b)  Day 2: I put the check in the post office mailbox with proper address and postage
c)  Day 3: The charity receives the check
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Day 5: The charity’s bank receives notice of insufficient funds and the check is not honored
There was no deductible charitable gift

On which day was the gift completed for tax purposes?

a)
b)
D)
d)
©)

Dec 26: I put a check, post-dated for January 1, in the post office mailbox with proper address and postage
Dec 31: The charity receives the check

Jan 1: Nothing happens

Jan 2: The charity deposits the check and is credited with the funds

There was no deductible charitable gift

On which day was the gift completed for tax purposes?

Dec 25: 1 sign a promise to donate to charity prior to the end of the year

Dec 31: I make a donation by credit card and the charity is credited with the funds
Jan 20: T receive a credit card statement noting the donation

Jan 30: I pay my credit card bill in full

There was no deductible charitable gift

On which day was the gift completed for tax purposes?

2
b)
o
d)
o

Day 1: I earn $20 in rebates from my credit card company

Day 2: I click online on my credit card company website to donate those rebates to a charity
Day 9: The credit card company mails a check to the charity

Day 10: The charity receives a check from the credit card company

There was no deductible charitable gift

On which day was the gift completed for tax purposes?

2
b)
0
d)
o

Dec. 1:1sign a legally enforceable contract (a pledge) to give $100,000 to the charity on August 1

Dec. 5: The charity books this as an asset in their general ledger

Dec. 10: The charity sells the rights to this pledge to an accounts receivable purchasing agency for $90,000
Dec. 11: The charity spends the $90,000

Aug. 1:1 pay the $100,000 pledge to the charity

I give land worth §1 million to a public charity and retain a two year option to repurchase the land for $700,000. How much can
I deduct today?

$0

$500,000

$1.5 Million

$2 Million

Only the rental value

I give land worth $2 million to a public charity and retain a two year option to repurchase for $500,000. After the option
expires, how much can I deduct?

a)
b)
9
d)
©)

$0

$500,000

$1.5 Million

$2 Million

Only the rental value

Which of the following restrictions on a gift to a university will make the gift non-deductible?

a)
b)

9
d)

©)

The university must use these funds for football scholarships

The university must use these funds for a scholarship limited to female, international graduate students studying English
literature

The university must use these funds for to pay the tuition for Sarah P. Student, a person unrelated to the donor

The university must use these funds to purchase a pipe organ for the music department

None of the restrictions will make the gift non-deductible.

Jonathan donates $500 to a local bank for a family who lost their house in a mud slide. Feeling bad for the family, Jonathan also
spends three full days (i.e., 8 hours per day) volunteering for the Red Cross, which is taking the lead on restoring their house.
How much can Jonathan deduct for charitable donations? Jonathan’s wage rate is $10 per hour, and he spent $25 on reasonable
expenditures while donating his services.

a)
b)
9

$0
$25
$240
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QUIZ QUESTIONS, ANSWERS, & EXPLANATIONS

d)  $500
o  $765

ANSWERS

1/Answer: E. Explanation: The gift is completed when the donor delivers money or valuable property to the chatity or the charity’s
agent. The time delay imposed by the charity’s agent is irrelevant as the gift is completed upon delivery to the charity’s agent.
However, delivery to the donor’s agent does not make a completed gift, only delivery to the charity’s agent. Also, promises to give are
not completed gifts until the delivery actually occurs. Gifts where the donor retains an interest in the property are generally not
allowed, unless they fall into one of the exceptions such as an undivided share in all rights of the donor in the property or a gift of a
remainder interest in a farm or home. A gift with a restriction that it must be used for one particular person is not deductible.

2/Answet: D. Explanation: This exception applies only to C-corporations on an accrual basis and the resolution authorizing the
future giving must be passed in the year of the deduction.

3/Answer: B. Explanation: A gift is complete when money is delivered to a charity or the charity’s agent. The post office is
considered to be the agent of the charity. When it receives a properly addressed and stamped letter, then the charity’s agent has
received it and the gift is complete.

4/ Answer: B. Explanation: A valid check is considered to be a valuable negotiable instrument even before it is converted into cash.
As such when the charity or charity’s agent receives the check, the gift has been completed. In this case, the post office is considered
to be the agent of the charity. When the post office receives a properly addressed and stamped letter containing a valid check, then
the charity’s agent has received a valuable negotiable instrument and the gift is complete.

5/ Answer: E. Explanation: An invalid check was never money ot valuable property. Therefote at no time was money or valuable
property given to the charity or the charity’s agent. As such, there was no deductible charitable gift.

6/ Answer: C. Explanation: A post-dated check is the equivalent of a promise to pay money in the future (specifically on the check’s
date). As such, it is treated like any other promise to pay money to the charity, meaning that there is no gift prior to the date on the
check. However, at the point the check reaches its stated date, it becomes like any other valid check and is a valuable negotiable
instrument at that point. Thus, on January 1, the valid check becomes a valuable negotiable instrument, and as the charity has already
received the check, the gift is complete.

7/ Answer: B. Explanation: The charity received the funds on Dec. 31, and thus that is the date of the gift. The legitimate source of
the money for the gift, whether from wages, borrowings, or gifts from another person, is irrelevant to the date of the completed gift.
Thus, whatever date the debt related to a gift is paid (or even if it isn’t) is irrelevant to the timing of the completed gift, which is the
date on which the charity receives the funds.

8/ Answer: C. Explanation: When I click online to instruct the credit card company to make the donation, I am directing my agent
(the credit card company) to make a gift. However, the gift is not completed until it is received by an agent OF THE CHARITY.
Here the post office is treated as an agent of the charity, and thus the gift is completed on day 9.

9/ Answer: E. Explanation: A promise to pay a gift is not a completed gift until money or property is actually received by the charity
or the chatity’s agent. It does not matter if the promise is legally enforceable; it is still a promise. The ability to sell the contractually
guaranteed promise to a collection agency does not change the character of the contract as a promise, which generates no completed
gift unless and until the promise is actually fulfilled.

10/ Answer: A. Explanation: A gift with a retained interest is not deductible unless it falls into one of the specific statutory exceptions
such as a Charitable Remainder Trust, a Charitable Lead Trust, an undivided interest in all property interests owned by the donor, or a
remainder interest in a home or farm. Thus, in this case the transfer generates no current tax deduction because of the donor’s
retention of the rights to repurchase.

11/ Answer: D. Explanation: The gift is not completed until the donor releases his ot her retained interest. This occurs when the
option expires. At that point, the gift is complete and the donor may deduct the value of the land.

12/ Answer: C. Explanation: Although the gift has been given to the university, one of the restrictions requires that it be spent on an
individual person. Limiting the gift to be spent by the charity on one particular person makes the gift non-deductible. It is
permissible, however, to restrict the gift to benefit a particular type, class, or group of people such as football players or female,
international graduate students. Further, the gift may be restricted to purchase a specific kind of asset without any damage to the
deductibility of the gift (so long as the charity accepts the gift with the restriction).

13/ Answer: B. Explanation: Volunteering time is not a deductible gift. (This makes sense, because the net result on income is similar
to when a person was paid and then gives the payment to a charity.) Donations that are restricted to a particular individual are not
deductible. However, money spent on reasonable expenditures while serving on behalf of a charity can be deducted.
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CHAPTER 4: DOCUMENTING CHARITABLE GIFTS

1. Dorcas donates a $200 hand-made robe, in very good condition, to a local public charity’s thrift shop at an unattended clothing
donation drop box. Because the donation drop box is unattended, she is not able to receive any receipt or other written
recognition from the charity. Which statement is true?

)
b)
9
d)

9

The gift cannot be deducted

In order to deduct, she must somehow obtain a note from the charity indicating location & description of the property

In order to deduct, she must somehow obtain a note from the charity indicating location & description of the property, the
donor & the date with a statement either that “No goods or services were provided in exchange for these gifts” or a
description and value of items provided

In order to deduct, she only needs to have her own reliable records of value (and cost basis if relevant), charity, date & place
of gift

The gift is deductible without documentation because receiving a receipt was impractical

2. If an employee donates via payroll deduction such that he is giving $300 from each paycheck, how would he or she document
the gift if the charitable contributions of employees are divided among many different charities and so there is no specific charity
from which to get a receipt?

a)
b)

o
d)
o

The W-2 or paystub is sufficient

The employee must write to each separate charity supported by the united appeal

A pledge card indicating that no goods or services were given in exchange for the gift, along with the W-2 or paystub is
sufficient

A cancelled check or credit card statement is sufficient

These gifts may not be deducted

The following options apply to all remaining questions for this chapter
1. Cancelled check, bank statement, or credit card statement
II. Note from charity indicating amount (or location & description if property), donor & date of gift
III. Note from charity indicating amount (or location & description if property), donor & date of gift with statement either that

“No goods or services were provided in exchange for these gifts” or description and value of items provided

IV. Donot’s own reliable records of value (and cost basis if relevant), charity, date & place of gift
V. IRS Form 8283 (Noncash Charitable Contributions)
VL. IRS Form 1098-C (Contributions of Motor Vehicles, Boats, & Airplanes) from charity 30 days after gift or sale
VII. A summary of a qualified appraisal attached to the tax return
VIII. A qualified appraisal attached to the tax return

3. Ann O. Nemus receives a large collection of ancient coins known as Leptons from her husband’s estate. She gives this
collection, worth $510, to her local synagogue. What items must she have in order to document this gift?

a)
b)
9
d)
9

1

Torll

T orIT or ITI

Tor Il or III or IV
ILIV&V

4. In which of the following cases would a donor need 111, IV, V, and VIII in order to properly document a charitable gift?

a)
b)
9
d)
©)

Donor donates non-publicly traded stock valued at $600,000
Donor donates publicly traded stock valued at $2,000,000

A cash gift of $600,000 to a public charity

Clothing in good condition valued at less than $400

Donation of collectibles with a basis and fair market value of $4,000

5. Dorcas gives $2,000,000 in stock in Tabitha’s Textile Manufacturing Corporation, a publicly traded corporation, to a local poverty
relief charity. What items must she have in order to document the gift?

a)
b)
9
d)
©)

I & IV

LIV, and V

1L, 1V, V, and VII

I &V

1L, IV, V, VII and VIII

6. James and John, joint owners as tenants in common of a fishing boat worth $11,000, give it to the local Boy Scouts of America.
What items must they have in order to document the gift?

a)

I & IV
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b) L IV,V,and VI

¢ L IV,and VI

d) IVand VI

e) IILIV,V, VI and VII

7. Zebedee gives a small boat worth $400 to the local Boy Scouts of America to be used in their camping trips. What items must he
have in order to document the gift?

a) II&IV

b) L1V, V,and VI

¢ I IV,and VI

d) IVand VI

¢) ILIV,V,VILand VII

8. Jezebel purchases a vineyard at the estate sale of a deceased acquaintance named Naboth for $650,000. She then donates the
vineyard to the Society Against Public Defamation, a public charity. What items would be sufficient to document this gift?

a) I

b I &IV

o ILIV,&V

d) IILIV,V,& VI

o LIV, V, & VIII

9. Herodias gives a slightly used silver platter, valued as artwork, to an art museum for display in their collection. She deducts $25,000
for her gift. What items would be sufficient to document this gift?

a) I

b) &IV

¢ HLIV,&V

d) TOLIV,V, & VII

e IILIV,V,& VII

10. Tamar gives an intricately carved walking staff with a fair market value of $1,100 to Planned Parenthood, a public charity. What
items would be sufficient to document this gift?

a) I

by ILIV&V

c 1L IV,V & VII

d) 111

e IV

11. Mary gives $35,000 worth of pure nard (an expensive perfume) for use by a charitable organization providing burial services to
needy families. What items would be sufficient to document this gift?

a) 1

b ILIV&V

¢ HLIV,V&VII

d) HLIV,V & VI

e IV

12. Rahab purchases $400 worth of red ribbon for a community charity to use in children’s art projects. What items would be
sufficient to document this gift?

a) I

b) IlandIV

¢ 1L IV,and V

d) 1

¢ IV

13. Mary donor makes a gift by check of $200 at the morning services of her church. At the evening service on the same day, she
makes another gift by check of $200. What items would be required to document this gift?

a) Ionly
b) I&II
o I&III

d) III but not just I by itself
¢) LI and III

14. Mary donor makes a cash gift of $300 to her local church. What items would be sufficient to document this gift?
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a) lorll

b) III

¢ TlandIII

d) L IIand IV
e IV

ANSWERS

1/ Answer: D. Explanation: For property gifts under $250, a receipt or note from the charity is not required where it is impractical.
However, the donor must have her own reliable documentation showing the value (and cost basis if relevant), charity, date & place of
gift.

2/ Answer: C. Explanation: Because of the impracticality of receiving a receipt or acknowledgement from the charity in this
circumstance, a pledge card indicating that no goods or services are given in exchange for the gift, along with the W-2 or paystub is
sufficient documentation.

3/ Answer: E. Explanation: Although the items being given ate coins, they are valued as an item of property rather than as a currency.
As such, they must follow the rules for a gift of $510 of property, which require ITI, IV & V. IRS Form 8283 is required for any gifts
of property worth more than $500 and so is required in this circumstance.

4/ Answer: A. Explanation: A qualified appraisal is not required to be attached to the tax return for any amount of cash or publicly
traded securities, but would be required for property worth more than $500,000.

5/Answer: B. Explanation: Publicly traded secutities do not require any appraisal, thus VII and VIII are unnecessaty. Publicly traded
securities are valued based upon the market price. However, because the gift is a gift of property over $500, Form 8283 must be
included with the tax return. As with any other gift of property worth $250 or more, IIT and IV are both required.

6/ Answer: E. Explanation: As with any other gift of property worth $250 or more, III and IV are required. IRS Form 8283 is
required for any gifts of property worth more than $500 and so is required in this circumstance. Because the property qualifies as a
car, boat, or airplane worth over $500, Form 1098-C is also required. Finally, because the gift is $5,000 or more, but less than
$500,000, a summary of a qualified appraisal is required.

7/ Answer: A. Explanation: The IRS Forms 8283 and 1098-C are required only for gifts of property over $500 in value and thus do
not apply. Consequently, this gift is documented as any other gift of property worth $400, which is by III & IV.

8/Answer: E. Explanation: All property gifts of at least $250 requite both ITI and IV. All gifts of property over $500 must have IRS
Form 8283. Gifts of property worth more than $500,000 or gifts of artwork worth more than $20,000 must have a qualified appraisal
attached to the tax return.

9/ Answer: E. Explanation: All property gifts of at least $250 require both IIT and IV. All gifts of property over $500 must have IRS
Form 8283. Gifts of property worth more than $500,000 or gifts of artwork worth more than $20,000 must have a qualified appraisal
attached to the tax return.

10/ Answer: B. Explanation: All property gifts of at least $250 require both IIT and IV. All gifts of property over $500 must have IRS
Form 8283. No appraisal forms need be filed with the tax return as the gift is under $5,000

11/ Answer: C. Explanation: All property gifts of at least $250 requitre both IIT and IV. All gifts of property over $500 must have IRS
Form 8283. Because the property gift is more than $5,000 a summary of a qualified appraisal must also accompany IRS Form 8283.

12/ Answer: B. Explanation: All property gifts of at least $250 require both IIT and IV. Because the gift is worth less than $500, no
additional documentation is necessary.

13/ Answer: A. Explanation: These gifts are both under the $250 limit, so the donor is not required to have option III as she would if
she gave one gift of $400.

14/ Answer: C. Explanation: A cancelled check or credit card statement is insufficient documentation for gifts of $250 or more.
These gifts require a note from the charity indicating amount and description of any goods or services provided in exchange that is
delivered before the taxes are filed (or before taxes are due if not filed in a timely manner).

CHAPTER 5: VALUING CHARITABLE GIFTS OF PROPERTY

1. When can you deduct the portion of value of a gift of property that has previously been deducted as a depreciation deduction?
a)  Only when fair market valuation is permitted
b)  Only when cost basis valuation is permitted
c)  When cither cost basis or fair market valuation is permitted
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d)  Only when giving to a public charity
e) Never

I give real estate to a public charity. I originally paid $10,000 for it 2 months ago. I have taken no depreciation deductions. Its
current fair market value is $20,000. What is the maximum deductible amount of this gift?

2 $0

b $5,000
o $10,000
d)  $15,000
e $20,000

I give real estate to a private (non-operating) foundation. I originally paid $10,000 for it 2 years ago. I have taken depreciation
deductions for $5,000 of that original price. Its current fair market value is $20,000. What is the maximum deductible amount

of this gift?
a)  $0

b)  $5,000
¢ $10,000
d)  $15,000
¢)  $20,000

I give real estate to a public charity. I originally paid $10,000 for it 2 years ago. I have taken depreciation deductions for $5,000
of that original price. Its current fair market value is $20,000. What is the maximum deductible amount of this gift?

2 $0

b)  $5,000
o $10,000
d)  $15,000
e $20,000

I give real estate to a public charity. T originally paid $10,000 for it 2 years ago. I have taken depreciation deductions for $5,000
of that original price. Its current fair market value is $20,000. I take a special election so that I can deduct long-term capital gain
gifts up to 50% of my income. What is the maximum deductible amount of this gift?

a)  $0

by $5000
¢  $10,000
d)  $15,000
e $20,000

I give furniture (not considered business inventory) from my home business to a public charity. I originally paid $10,000 for it 2
years ago. I have taken depreciation deductions for $5,000 of that original price. Its current fair market value is $20,000. The
charity sells the furniture at its annual benefit auction. What is the maximum deductible amount of this gift?

a)  $0

b)  $5,000

o $10,000
d)  $15,000
e $20,000

I give good quality furniture (not considered business inventory) from my home business to a public charity. I originally paid
$10,000 for it 2 years ago. I have taken depreciation deductions for $5,000 of that original price. Its curtent fair market value is
$20,000. The charity uses the furniture in its business office. What is the maximum deductible amount of this gift?

a)  $0

b $5000
9 $10,000
4 $15,000
o $20,000

I give shares of Microsoft Corporation to a private (non-operating) foundation. I originally paid $10,000 for it 2 years ago. Its
current fair market value is $20,000. What is the maximum deductible amount of this gift?

a)  $0

b)  $5,000
o $10,000
d)  $15,000
e)  $20,000

389



10.

11.

12.

13.

14.

15.

RUSSELL JAMES

I give shates representing 20% ownership in a local locksmith business to a private (non-operating) foundation. I originally paid
$10,000 for the shares 2 years ago. Their current fair market value is $20,000. What is the maximum deductible amount of this
gift?

a)  $0

b)  $5,000
o  $10,000
d)  $15,000
& $20,000

I give several bags of clothing in poor condition to the local Salvation Army charity. Originally, I purchased the clothes for a
total of $4,000 three years ago. I have a qualified appraisal that proves the total value of the clothes is $400. What is the
maximum deductible amount of this gift?

2 $0

b)  $400
o $3,600
d)  $4,000
e $4,400

I give an automobile to a local public charity. I purchased the car for $5,000 three yeats ago. I have a qualified appraisal that
proves the current value of the car is $6,000. After receiving the car, the charity sells it at a pootly attended benefit auction for
$800. What is the maximum deductible amount of this gift?

2 $0

b)  $500
o $800
d)  $5,000
e $6,000

A newly formed local natural history museum (a public charity) puts out a request for donations of specimens of rare animals,
such as the Komodo dragon. To do my civic duty I purchase a special lizard gun, fly to Indonesia, stay in a local village, track
down a Komodo dragon, shoot it, pay to have it stuffed at a local taxidermist, attempt to take is as carry-on luggage, then have to
pay an extra checked baggage fee at the gate, return home and donate the stuffed dragon to the natural history museum. The
natural history museum uses the dragon in its display entitled “recently killed endangered animals.” My expenses are
travel=$2,000; meals & lodging=$1,000; special lizard gun=$1,000; cost of taxidermy=$200. A qualified appraiser values the
stuffed dragon at $6,000. What is the maximum deductible amount of this gift?

a)  $0

b)  $200
O $3,200
d) $4,200
e)  $6,000

I write a new book on the History of Ducks Unlimited. I donate the copyright for the book to Ducks Unlimited (a public
charity). A qualified appraisal indicates that the copyright is worth $50,000. My cost basis in creating the book was only about
$50 worth of paper and ink. How much can I deduct for this gift?

a)  $0

b) $50

¢ $50,000

d)  $50 + a shate of revenue from the copyright for the next 12 years

e)  $50,000 + a share of revenue from the copyright for the next 12 years

I create a piece of artwork involving my shredding, gluing, and painting hundred dollar bills to a canvass. My cost basis in
creating the art is $10,000. The art is ugly and pointless and has a fair market value of $1. I give this art to a local art gallery (a
public charity), and they place it in their quarterly public auction. How much can I deduct for my gift of art to the charity?

a)  $0

b  $1

o $9,999
d)  $10,000
o $10,001

A local public charity for children puts out a request for new stuffed animals. I give 500 stuffed animals, each of which
normally retails for $10 at local specialty shops ($10 X 500 = $5,000). I purchased the stuffed animals in an e-bay auction 15
months ago, where I was able to buy the entire lot for $2,000. When sold in lots of 500, these stuffed animals usually sell for
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$2,500 per lot today. The charity accepts the gift and uses the stuffed animals in its charitable operations. How much can I

deduct for my gift?
a)  $0

b $2,000

o $2,500

d) $3,000

e) $5,000

16.  Sarah donor takes her grandmother’s antique solid gold tea set out of her attic. She has owned it for many years following the
death of her grandmother. Sarah decides to give it to the local historical society (a public charity), and they use it as a regular
part of one of their seasonal displays for visitors. Sarah investigates the value of the tea set by checking various auction sites and
guesses it is worth about $200,000. She gets a qualified appraisal (at a price of $100) showing the value to be $200,000. She
deducts the $200,000 and pays $40,000 less tax because of the deduction. After the deduction is taken, the IRS auditor uncovers
that, in fact, this particular tea set was a reproduction, rather than an original, and its actual value was only $110,000, and that
Sarah should have paid $18,000 more in taxes. In addition to correcting the valuation error and paying the taxes due, what
additional penalties for the valuation error will the IRS charge?

a)  $0 to the taxpayer $125 to the appraiser

b)  $0 to the taxpayer $1,000 to the appraiser

c)  $0 to the taxpayer $1,800 to the appraiser

d)  $3,600 to the taxpayer, $125 to the appraiser
e)  $7,200 to the taxpayer, $0 to the appraiser

ANSWERS

1/ Answer: E. Explanation: If the value of the property that had been previously depreciated (deducted as a depreciation deduction)
were allowed to be deducted again as a charitable contribution, it would allow the taxpayer to deduct the same item twice, which is not
permitted.

2/ Answer: C. Explanation: Deducting fair market value ($20,000) for teal estate is allowed only for long-term capital gain property.
Because this property was purchased 2 months ago, any gain is not long-term capital gain. (Long-term capital gain requires that the
owner held the property for more than one year.) Consequently, only the basis can be deducted. The original price was $10,000, so
original cost basis was $10,000. There have been no depreciation deductions, so no adjustments to the original basis have occurred,
meaning the maximum deductible gift is $10,000.

3/ Answer: B. Explanation: Because this property was purchased 2 years ago, it is long-term capital gain propetty. (Long-term capital
gain requires that the owner held the property for more than one year.) However, gifts of long-term capital gain property to a private
(non-operating) foundation do not qualify to be deducted at Fair Market Value (even though the same property, donated to a public
charity, could qualify for a Fair Market Value deduction). Consequently, only the basis can be deducted. The original price was
$10,000, so original cost basis was $10,000. Since that time $5,000 has been taken as depreciation deductions. Depreciation reduces
the basis. (The idea is that depreciation is like a claim that something is “wearing out,” so we can pretend that $5,000 of the original
$10,000 of value has disappeared, and deduct this loss.) Consequently, the current adjusted basis is only $5,000 (calculated as the
original $10,000 less the $5,000 of depreciation deduction). Thus, the maximum deductible gift is $5,000.

4/ Answer: D. Explanation: Because this property was purchased 2 years ago, it is long-term capital gain property. (Long-term capital
gain requires that the owner held the property for more than one year.) Because the property is being given to a public charity, I can
deduct the fair market value. However, for deduction purposes, fair market value is its current value less any depreciation deductions
already taken, or $20,000-$5,000. This has to be the rule; otherwise, a taxpayer could deduct the same dollars twice. (E.g., if we didn’t
reduce the deduction by depreciation, I could pay $20,000 for property, deduct the full $20,000 as depreciation losses, then give it
away and deduct the full $20,000 again!)

5/ Answer: B. Explanation: Taking the special election provides the benefit of deducting up to 50% of one’s income, but it comes at
the cost of being able to deduct only the basis in the property and not the fair market value. If I had not taken the “special election,”
I could have deducted this gift at fair market value. However, having taken the “special election” my deduction is limited to basis.
My original cost basis was $10,000, from which I have deducted $5,000 as depreciation deductions, leaving an adjusted basis of
$5,000. Thus, $5,000 is my maximum chatitable deduction.

6/ Answer: B. Explanation: Because this property was purchased 2 years ago, it is long-term capital gain property. (Long-term capital
gain requires that the owner held the property for more than one year.) However, gifts of unrelated use tangible personal property
can be deducted only at cost basis (even though other types of long-term capital gain can be deducted at fair market value). This gift
is personal property (furniture) and the charity is not using it for exempt purposes, but rather is simply selling it. Thus, this property
is a gift of unrelated use tangible personal property. The original cost basis for this property was $10,000, but that amount has been
reduced by the $5,000 of depreciation deductions already taken, leaving an adjusted basis of $5,000.
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7/ Answer: D. Explanation: Because this property was purchased 2 years ago, it is long-term capital gain property. (Long-term capital
gain requires that the owner held the property for more than one year.) Gifts of unrelated use tangible personal property can be
deducted only at cost basis, but in this case the tangible personal property is related use tangible personal property, because the charity
is using this personal property in its own office. Thus, we can deduct the fair market value ($20,000) less any depreciation deductions
that have already been taken ($5,000), for a total of $15,000.

8/ Answer: E. Explanation: Long-term capital gain property given to a private foundation is normally deductible at cost basis.
However, if the property giving is “qualified stock,” the donor can take the fair market value deduction. This “qualified stock”
exception requires that market quotations are available (i.e., it is publicly traded) and that not more than 10% of the company is given
to the foundation. In this case, Microsoft stock is regularly traded, and $20,000 worth of stock would reflect less than 0.00001% of
the total company value. Thus, this is a gift of “qualified stock” and can be deducted at Fair Market Value, which is $20,000.

9/ Answer: C. Explanation: Long-term capital gain propetty given to a private foundation is normally deductible at cost basis.
However, if the property giving is “qualified stock,” the donor can take the fair market value deduction. This “qualified stock”
exception requires that market quotations are available (i.e., it is publicly traded) and that not more than 10% of the company is given
to the foundation. In this case more than 10% of the company is being given, so the gift cannot be “qualified stock”. (In addition to
which, a local locksmith business would not have market quotations for its shares of stock.) Consequently, the “qualified stock”
exception does not apply, and the normal rule must be followed, allowing a deduction of only the basis in the stock, $10,000.

10/ Answer: A. Explanation: No deduction is allowed for clothing and household items unless the items are in “good used condition
or better” or the donor is giving more than $500 worth of clothes as shown by a qualified appraisal. Neither exception applies here as
the clothes are in poor quality and the qualified appraisal indicates the total value is only $400. Thus, no deduction is allowed.

11/ Answer: C. Explanation: If the charity sells the automobile, rather than keeping it and using it in the conduct of their charitable
purposes, the maximum deduction is capped by the money actually received by the charity for selling the automobile ($800). Thus, in
this case the basis of the car ($5,000) and the fair market value of the car ($6,000) become irrelevant because the charity actually
received only $800 when the car was sold.

12/ Answer: B. Explanation: Because of special action by congress to prevent abuse, deductions for gifts of taxidermy are limited to
the cost of stuffing the animal only and do not include any other expenses associated with obtaining the animal.

13/ Answer: D. Explanation: Because of the uncertainty in valuing intellectual property, thete is a special rule for valuing charitable
gifts of copyrights, patents, and trademarks. Under this rule, the donor may deduct the /sser of fair market value or cost basis. In
addition, the donor may deduct a portion of any revenue that comes to the charity through the charity’s ownership of the copyright.
The actual sliding scale for deductions in subsequent years is Year 1 - 100% Year 2 - 100% Year 3 - 90% Year 4 - 80% Year 5 - 70%
Year 6 - 60% Year 7 - 50% Year 8 - 40% Year 9 - 30% Year 10 - 20% Year 11 - 10% Year 12 - 10%.

14/ Answer: B. Explanation: The cost basis in any property can be deducted only if it is less than fair market value. In no case can
the cost basis be deducted if it is more than fair market value. In this case, cost basis ($10,000) exceeds fair market value ($1), so the
deduction is for the fair market value of $1.

15/ Answer: C. Explanation: This is a gift of long-term capital gain property because it was purchased more than 12 months before
the gift. Itis not unrelated use tangible personal property because the charity is using the items in their charitable operation. Thus,
the donor may deduct the fair market value of the donation. However, to arrive at the fair market value for gifts of large quantities,
the items must be valued as a group, rather than multiplying the value of one individual item by the total number. In this case, the
phrase, “when sold in lots of 500, these stuffed animals usually sell for $2,500 per lot today,” indicates that the fair market value is
$2,500.

16/ Answer: A. Explanation: Normally the taxpayer would have to pay a 20% penalty on the unpaid taxes of $18,000 (i.c., a penalty of
$3,600) because the valuation was more than 1.5 times actual value and resulted in more than $5,000 of tax underpayment. However,
because the valuation was based on a qualified appraisal, the donor made a good faith investigation of value, and the valuation was
less than 2 times the actual value, there are no taxpayer penalties. The appraiser is penalized because the valuation was greater than
1.5 times the actual value. The appraiser’s penalty is the greater of $1,000 or 10% of the tax payment up to 125% of the appraisal fee.
The appraisal fee was $100, making the maximum penalty $125.

CHAPTER 6: INCOME LIMITATIONS ON CHARITABLE DEDUCTIONS

1. With regard to income limitations on deductible giving, all of the following property is treated similarly EXCEPT for
a)  Ordinary income property
b)  Short term capital gains
c) Inventory
d) Cash
¢) Long-term capital gains
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What is the income limit for deductible giving of long-term capital gain property to a public charity deducted at current fair
market value

Q) 50%
b)  30%
o 20%
d) 10%

e)  Either 30% or 50%

If I make a “special election” to increase the income percentage limit for long-term capital gain property gifts made to charity,
what must I give up?

a) I must give up the ability to deduct my cost basis

b) I must give up the ability to deduct my appreciation

¢)  Imust give up the ability to deduct my depreciation

d) I must give up the ability to deduct my long-term capital gain property gifts

¢) I must give up the ability to deduct my ordinary income gifts

What is the income limit for deductible giving for long-term capital gain property given to a private foundation by a C-
corporation?

Q) 50%
b 30%
9 20%
4 10%

e)  Either 30% or 50% depending on the special election choice

Examples of property given “for the use of”” charity thereby triggering a 30% income giving limitation includes the following

a)  Both paying premiums to a life insurance company for a charity owned policy AND putting money into a Charitable Lead
Trust

b) Both putting money into a Charitable Remainder Trust AND putting money into a charitable gift annuity

c) Both paying premiums to a life insurance company for a charity owned policy AND paying money to a charity with the
instruction that the charity use the money to pay premiums on a charity owned policy

d) Loaning a charity $10,000 which you expect to be repaid without interest

e)  Giving an automobile to a charity which its employees will drive while carrying out charitable efforts

An example of “related use” of a personal property item would be

a)  Giving an automobile to a charity which its employees will drive while carrying out charitable efforts

b)  Giving a famous modern art painting to a modern art museum which the museum then immediately trades with another
museum in order to acquire two modern art sculptures

c)  Giving a new guitar to the local public television station to be sold in the annual benefit auction

d) Giving farmland to an orphanage on which they immediately build a new orphanage

e)  Giving cash to a charity which it uses to buy supplies

Which of the following is a gift subject to the 20% income limitation on deductible giving?

a) A gift of an item of appreciated personal property owned over 1 year for “related use” by a private non-operating
foundation

b) A gift of an item of appreciated personal property owned over 1 year NOT for “related use” by a private non-operating
foundation

¢ A gift of appreciated publicly-traded stock (long-term capital gain) where less than 10% of the company is transferred to a
ptivate non-operating foundation

d) A gift of appreciated publicly-traded stock (long-term capital gain) of more than 10% of the company given to a private
non-operating foundation

e)  All of the above

A donor has carryover deductions from cash gifts made to public charities in both 2008 and 2009 and makes additional cash
charitable gifts to public charities in 2010. In what order will these deductions and carryover deductions be used for a tax return
in the 2010 tax year?

a)  1st-2008 gifts, 2nd-2009 gifts, 3rd-2010 gifts

b)  1st-2010 gifts, 2nd-2008 gifts, 3rd-2009 gifts

o) 1st-2010 gifts, 2nd-2009 gifts, 3rd-2008 gifts

d)  1st-2009 gifts, 2nd-2008 gifts, 3rd-2010 gifts

e)  1st-2008 gifts, 2nd-2010 gifts, 3rd-2009 gifts
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9. Sam has an AGI of $100,000 and makes a gift of $30,000 of appreciated capital gain property to a public charity that he deducts
at the fair market value of the property and a gift of $20,000 of appreciated capital gain property to a private (non-operating)
foundation that he deducts at the fair market value of the property. Which of the following income limit categories are
exceeded, if any?

a)  The income limitation applicable to all gifts

b)  The income limitation applicable to gifts of all capital gain property except “special election” property
¢)  The income limitation applicable to all gifts to private (non-operating) foundations

d) The income limitation applicable to gifts of capital gain property to private (non-operating) foundations
e) No gift limits are exceeded

10.  Sam has an AGI of $100,000 and makes a gift of $10,000 of appreciated capital gain property to a public charity that he deducts
at the fair market value of the property, a gift of $20,000 of capital gain property to a private (non-operating) foundation that he
deducts at the fair market value of the property, a gift of $10,000 of cash to a private (non-operating) foundation, and a gift of
$10,000 cash to a public charity. Which of the following income limit categories are exceeded, if any?

a)  The income limitation applicable to all gifts

b)  The income limitation applicable to gifts of all capital gain property except “special election” property
¢)  The income limitation applicable to all gifts to private (non-operating) foundations

d) The income limitation applicable to gifts of capital gain property to private (non-operating) foundations
e) No gift limits are exceeded

11. Sam has an AGI of $100,000 and makes a gift of $10,000 of capital gain property to a public charity that he deducts at the fair
market value of the property, a gift of $20,000 of capital gain property to a private (non-operating) foundation that he deducts at
the fair market value of the property, a gift of $10,000 of cash to a private (non-operating) foundation, and a gift of $20,000 cash
to a public charity. Which of the following income limit categories are exceeded?

a)  The income limitation applicable to all gifts

b)  The income limitation applicable to gifts of all capital gain property except “special election” property
¢)  The income limitation applicable to all gifts to private (non-operating) foundations

d) The income limitation applicable to gifts of capital gain property to private (non-operating) foundations
e) No gift limits are exceeded

12. Sam has an AGI of $100,000 and makes a gift of $55,000 of capital gain property to a private (non-operating) foundation.
Which of the following income limit categories are exceeded?
a)  The income limitation applicable to all gifts
b)  The income limitation applicable to gifts of all capital gain property except “special election” property
¢)  The income limitation applicable to all gifts to private (non-operating) foundations
d) The income limitation applicable to gifts of capital gain property to private (non-operating) foundations
e)  All of the above gift limits are exceeded

13.  Which of the following types of gifts would be deducted first (i.e., carried over last), if the total gifts for the year exceed the
limitations?
a)  cash to a public charity
b) long-term capital gain property to a public charity (without special election)
c) cash to a private (non-operating) foundation
d) long-term capital gain property to a private (non-operating) foundation
e) short-term capital gain property to a private (non-operating) foundation

ANSWERS

1/ Answer: E. Explanation: Income limitations differ depending on the type of property and the type of charitable recipient. In
general, ordinary income property, cash, short-term capital gains, and inventory are all treated similarly. Usually less favorable
treatment (i.e., lower percentage limitations) is given to long-term capital gains.

2/ Answer: B. Explanation: The full 50% limit is not available because this is long-term capital gain property valued at fair market
value, which is somewhat disfavored as compared with cash or ordinary income property. However, because the gift is given to a
public charity instead of a private non-operating foundation, the limit stays at the next highest level, which is 30%

3/ Answer: B. Explanation: A donor making a gift of long-term capital gain property to a public chatity normally has an income limit
of 30% for current year deductibility of charitable gifts. However, the donor may choose to elect the 50% limit for all such property
during a year. Using such election requires the donor to deduct the lower of basis (typically the cost of the item) or fair market value.
If the property has appreciated, i.e., if it is worth more than the donor originally paid for it, then the donor can deduct only the basis,
but not the new, higher fair market value. Thus, the appreciation occurring since the donor acquired the property cannot be deducted
if the donor chooses this special election.
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4/ Answer: D. Explanation: This is a bit of a trick question as C-Cotporations ate always limited to 10% of their net income for
deductible charitable gifts. This applies regardless of the type of property or charitable recipient. The differences based on property
type and charitable recipient apply to individual taxpayers, but not to C-Corporations.

5/ Answer: A. Explanation: Examples of gifts "for the use of" charity are premiums paid to a life insurance company and money
given to a Charitable Lead Trust. Note that, in both cases, the immediate recipient (the Charitable Lead Trust or the insurance
company) is NOT a charitable entity, but is merely holding assets some of which will be used to benefit the charity. (Note that
application of this rule for premium payments made to a life insurance company on charity owned life insurance is not completely
settled law.)

6/ Answer: A. Explanation: Related use personal propetty is property that the charity actually uses in the conduct of its operations.
This does not apply to personal property that is simply sold, rather than being used, with the proceeds from the sale being used in the
conduct of the operations. Farmland is not personal property.

7/ Answer: E. Explanation: Gifts to private non-operating foundations of cither long-term capital gain property or petsonal propetty
are subject to the 20% income limitation on deductible giving. Only cash, ordinary income, short-term capital gains, and inventory
are subject to the 30% limit when given to a private non-operating foundation.

8/ Answer: B. Explanation: Current year gifts are always counted before any carryover gifts are considered. After current year gifts
are counted, then any gifts still being carried over from previous years are counted with the oldest gifts being counted first.

9/ Answer: B. Explanation: There are four relevant income percentage gift limitations. 1. No more than 50% for all gifts of any type.
2. No more than 30% for all gifts of capital gain property except “special election” capital gain property. 3. No more than 30% for
all gifts to private (non-operating) foundations (and any “for the use of” public charities gifts through insurance premium payments or
Charitable Lead Trusts). 4. No more than 20% for capital gain property given to private non-operating foundations. Any gifts
causing the donor to fail any one of the tests will be carried forward to future years.

In this case, all gifts total $50,000, which is not more than 50%. However all capital gain property totals $50,000, which is more
than the 30% limit for all gifts of capital gain property except “special election” capital gain property. We know this is not “special
election” capital gain property because it is appreciated property being deducted at fair market value and special election property
limits the deduction to basis. (Because the property has appreciated, the fair market value is higher than the cost basis.) The total of
all giving to private (non-operating) foundations is $20,000, which is less than the relevant 30% limit. The total giving of capital gain
property to private (non-operating) foundations is $20,000, which is no more than the 20% limit.

10/ Answer: E. Explanation: There are four relevant income percentage gift limitations. 1. No more than 50% for all gifts of any
type. 2. No more than 30% for all gifts of capital gain property except “special election” capital gain property. 3. No more than
30% for all gifts to private (non-operating) foundations (and any “for the use of” public charities gifts through insurance premium
payments or Charitable Lead Trusts). 4. No more than 20% for capital gain property given to private non-operating foundations.
Any gifts causing the donor to fail any one of the tests will be carried forward to future years.

In this case, all gifts total $50,000, which is not more than 50%. All capital gain property totals $30,000, which is not more than
the 30% limit for all gifts of capital gain property except “special election” capital gain property. The total of all giving to private
(non-operating) foundations is $30,000, which is not more than the relevant 30% limit. The total giving of capital gain property to
private (non-operating) foundations is $20,000, which is no more than the 20% limit. Therefore, no gift limits are exceeded.

11/ Answer: A. Explanation: There ate four relevant income percentage gift limitations. 1. No mote than 50% for all gifts of any
type. 2. No more than 30% for all gifts of capital gain property except “special election” capital gain property. 3. No more than
30% for all gifts to private (non-operating) foundations (and any “for the use of” public charities gifts through insurance premium
payments or Charitable Lead Trusts). 4. No more than 20% for capital gain property given to private non-operating foundations.
Any gifts causing the donor to fail any one of the tests will be carried forward to future years.

In this case, all gifts total $60,000, which is more than the 50% limitation applicable to all gifts, violating that limitation. All
capital gain property totals $30,000, which is no more than the 30% limit for all gifts of capital gain property except “special election”
capital gain property. The total of all giving to private (non-operating) foundations is $30,000, which is not more than the relevant
30% limit. The total giving of capital gain property to private (non-operating) foundations is $20,000, which is no more than the 20%
limit. Therefore, only the first gift limit is exceeded.

12/ Answer: E. Explanation: In this case, all gifts total $55,000, which is more than the 50% limitation applicable to all gifts, violating
that limitation. All capital gain property totals $55,000, which is more than the 30% limit for all gifts of capital gain property except
“special election” capital gain property. (The special election cannot be used for gifts to private non-operating foundations, so it is
not relevant for this question.) The total of all giving to private (non-operating) foundations is $55,000, which is more than the
relevant 30% limit. The total giving of capital gain property to private (non-operating) foundations is $55,000, which is more than the
20% limit. Therefore, all four of the gift limits are exceeded.

13/ Answer: A. Explanation: In this case, more favored gifts are counted first. Gifts of cash (or inventory, ordinary income propetty,
or short-term capital gains) are favored as compared with gifts of long-term capital gain. Additionally gifts to public charities are
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favored over gifts to private (non-operating) foundations. The most favored gift is thus a cash gift to a public charity.
CHAPTER 7: BARGAIN SALE CHARITABLE GIFTS

1. A bargain sale is
a)  The sale of an asset to a charity at less than fair market value with the intent of benefitting the charity
b)  When a percentage of the gross proceeds from the sale of an item are dedicated, in advance, to go to a charity
¢)  When a percentage of the net proceeds from the sale of an item are dedicated, in advance to go to a charity
d) When a donor finds an item needed by a charity available for sale at a discounted price, purchases the item, then gives the
item to the charity
e)  When the charity sells an asset to a donor at less than fair market value

2. What is the general rule for how much of a chatitable deduction a donor can claim as the result of a bargain sale when the
donated item is valued at its fair market value?
a)  The donor may deduct the fair market value of the item given
b)  The donor may deduct the proceeds from the sale less the share of basis attributable to the sale portion of the transaction
¢)  The donor may deduct only the cost basis of the item given
d) The donor may deduct the value of the donation less the value of what the donor receives in return
e)  The donor may deduct up to 30% of his or her adjusted gross income

3. Which of the following transactions would result in a potential charitable deduction of $600,000?
a)  The donor gives land worth $1,000,000 to a charity in exchange for $400,000
b)  The donor gives a $1,200,000 house to a charity with a mortgage of $600,000
¢)  The donor gives $900,000 in stock to a charity in exchange for a lifetime income with a present value of $300,000
d) The donor makes a gift of appreciated artwork to a charity for display in the charity’s art gallery. The artwork has a fair
market value of $600,000
e) All of the above

4. Several years ago, I purchased land for $200,000 in cash. It has since gone up in value to $1,000,000. The property is next to the
campus of a small college (a public charity), and the college would like to have the land. In order to benefit the college, I sell the
land to the college for $500,000. What is my charitable deduction?

5. Several years ago, I purchased land for $200,000 in cash. It has since gone up in value to $1,000,000. The property is next to the
campus of a small college (a public charity), and the college would like to have the land. In order to benefit the college, I sell the
land to the college for $500,000. How much of the original cost basis is attributable to the sale portion of the transaction for
purposes of calculating the capital gain?

a)  $100,000 (50%)

b)  $200,000 (100%)
o $500,000 (50%)

d)  $1,000,000 (100%)
e)  $0 (0%)

6.  Several years ago, I purchased land for $200,000 in cash. It has since gone up in value to $1,000,000. The property is next to the
campus of a small college (a public charity), and the college would like to have the land. In order to benefit the college, I sell the
land to the college for $500,000. What is the capital gain resulting from this transaction?

a)  $200,000
b)  $300,000
c)  $400,000
d)  $500,000
e)  $1,000,000

7. Several years ago, I purchased a quad-plex apartment building for $200,000 in cash. It has since gone up in value to $1,000,000.
I have claimed depreciation deductions on the property of $50,000 and have make capital improvements to the property of
$250,000. The property is next to the campus of a small college (a public charity), and the college would like to have the
building. I sell the building to the college for $500,000. What is the capital gain resulting from this transaction?

a)  $200,000
b)  $300,000
c)  $400,000
d)  $500,000
e)  $600,000
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What is the capital gain on a transaction whete I sell a piece of property with a basis of $200,000, for its fair market value of
$1,000,000 and then give $500,000 from that sale to a charity?

a)  $300,000

b)  $400,000

¢ $500,000

d)  $800,000

e)  $900,000

What is the capital gain on a transaction where I sell a piece of property, with a basis of $200,000, to a charity for $500,000 and
the charity then immediately sells the property for its fair market value of $1,000,000?

a)  $300,000

b)  $400,000

¢ $500,000

d)  $800,000

e)  $900,000

I have a piece of property worth $600,000 with a basis of $100,000. I would like $300,000 of the value to go to charity and I
would like to keep $300,000 of the value. What is the difference in the capital gain if I sell this property for $600,000 and give
$300,000 in cash to the charity (“sale then gift”) as compared to selling the property to the charity for $300,000 (“bargain sale”),
allowing the charity to then sell the property for $600,000?

a)  The capital gain is the same

b)  The capital gain from the “sale then gift” is $500,000, and the capital gain from the “bargain sale” is $200,000

¢)  The capital gain from the “sale then gift” is $500,000, and the capital gain from the “bargain sale” is $250,000

d) The capital gain from the “bargain sale” is $500,000, and the capital gain from the “sale then gift” is $250,000

¢)  The capital gain from the “bargain sale” is $500,000, and the capital gain from the “sale then gift” is $200,000

I have a piece of property worth $600,000 with a basis of $100,000. I would like $300,000 of the value to go to charity and I

would like to keep $300,000 of the value. Ignoring non-tax related transaction costs, what is the difference in the net amount

received by the charity if T sell this property for $600,000 and give $300,000 in cash to the charity (“sale then gift”) as compared

to selling the property to the charity for $300,000 (“bargain sale”), allowing the charity to then sell the property for $600,000?

2)  The amount retained by the chatity is less in the “bargain sale” because the charity must pay capital gains tax upon the sale
of the property

b)  The amount retained by the charity is less in the “sale then gift” because the charity must pay capital gains tax upon the sale
of the property

¢)  The amount retained by the charity is less in the “bargain sale” because the donor must pay more capital gains tax

d) The amount retained by the charity is less in the “sale then gift” because the donor must pay more capital gains tax

¢)  The amount retained by the charity is the same in both transactions

I purchased stock several years ago for $500,000. Today it is worth $400,000. I give the shares to a charity for $200,000. What
is my capital loss on the transaction?

a)  $0

b)  $50,000
¢  $100,000
d)  $200,000
e)  $300,000

A donor owns three lots, each worth $100,000, each with a $10,000 cost basis, and each with $50,000 of debt. What is the
capital gain if the donor gives two of these lots to a charity along with the mortgage debt?

a)  $0

b)  $20,000
o $80,000
d)  $90,000

e)  $100,000

A donor owns three lots, each worth $100,000, each with a $10,000 cost basis, and each with $50,000 of debt. The donor works
with a lender to shift the debt such that two lots each have $75,000 of debt and the third lot has no debt. What is the capital gain
if the donor gives this third lot with no debt to a charity?

a)  $0

b)  $20,000
o $80,000
d)  $90,000

¢ $100,000
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15. Madolyn would like to donate some land to a public charity that builds parks in downtown areas. She acquired the land ten years
ago for $100,000, and it is now worth $200,000. She still has an outstanding mortgage balance of $40,000 on the property. If
she transfers the property to the charity subject to the mortgage, how much will she have to pay in capital gains taxes? (Assume
her capital gains tax rate is 15%.)

a)  $3,000
b $6,000

o $15,000
d)  $20,000
e $40,000

16.  Grace would like to donate some land to a public charity, which will use it to provide hippotherapy opportunities for people with
disabilities. She acquired the land twenty years ago for $50,000, and it is now worth $200,000. Grace wants to receive ot retain
$20,000 from the transaction. She is debating whether she should sell the property and give the proceeds above $20,000 (“sell
and gift”), or simply give the land to the charity and have the charity pay her $20,000 (“bargain sale”). Grace would get the most
tax advantages from
a)  “Sell and gift” because of the difference in charitable tax deduction
b)  “Sell and gift” because of the difference in capital gains taxes
c)  “Bargain sale” because of the difference in charitable tax deduction
d) “Bargain sale” because of the difference in capital gains taxes
¢) Both transactions are equally advantageous.

17. Mary has two lots, each worth $500,000. She plans to give one lot to charity and sell the other lot for her personal use. Seven
years ago she originally purchased lot A for $100,000 and lot B for $400,000. Which transaction would give her the largest
potential tax benefit?

a)  The tax consequences are the same regardless of which lot is given to charity.

b) Giving lot A and selling lot B maximizes the tax benefits because of differences in both capital gain and the charitable
deduction.

¢)  Giving lot A and selling lot B maximizes the tax benefits because of differences in capital gain, even though the though the
charitable deduction is the same regardless of which lot is given.

d) Giving lot B and selling lot A maximizes the tax benefits because of differences in both capital gain and the charitable
deduction.

e) Giving lot B and selling lot A maximizes the tax benefits because of differences in capital gain, even though the though the
charitable deduction is the same regardless of which lot is given.

ANSWERS

1/ Answer: A. Explanation: A bargain sale is when the donor sells an asset to a charity for less than its fair market value, thus
constituting a part sale and part gift. A charity may not sell an asset to a donor at less than fair market value as this could be
considered a violation of the rule against private inurement.

2/ Answer: D. Explanation: The general idea of a bargain sale is that the donor may deduct the value of what he or she gives less the
value of what he or she receives. Whether fair market value or basis is used, or what income limits apply, is not dependent upon the
existence of a bargain sale. Finally, the proceeds from the sale less the share of basis attributable to the sale portion of the transaction
is the capital gain from the sale, not the charitable deduction.

3/ Answer: E. Explanation: All of the options would generate a potential charitable deduction of $600,000.

4/ Answer: $500,000. Explanation: The charitable deduction for a bargain sale is the donation value of the item given less the value
of any items received in return from the charity. In this case, the land had a current value of $1,000,000 and the charity paid $500,000.
Thus, $1,000,000 - $500,000 = $500,000

5/ Answer: A. Explanation: The percentage of the property value sold is equal to the percentage of the cost basis allocated to the sale.
In this case, 50% of the value of the property was sold ($500,000 price / $1,000,000 value). Consequently, 50% of the cost basis is
allocated to the sale. The cost basis was the price paid of $200,000. (If the property had been depreciated or if it had capital
improvements added to it, the basis would have changed and would be referred to as the adjusted basis, however, the same percentage
of the adjusted basis would still be applied to sale portion of the transaction.)

6/ Answer: C. Explanation: The capital gain is the price paid, $500,000 less the portion of the basis attributable to the sale part of the
transaction. The percentage of the basis attributable to the sale part of the transaction is equal to the ratio of the money received
($500,000) to the value of the property ($1,000,000) or, in this case, 50%. (You can also think of this as the percentage of the
property value sold.) Thus, 50% of the basis (or $100,000 of the original $200,000 basis) may be applied to the sale portion of the
transaction. This means the gain is the money received, $500,000, less the basis allocated to the sale, $100,000, for a difference of
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$400,000.

7/ Answer: B. Explanation: The capital gain is the price paid by the charity ($500,000) less the portion of the basis attributable to the
sale part of the transaction. The percentage of the basis attributable to the sale part of the transaction is equal to the ratio of the
money received ($500,000) to the value of the property ($1,000,000) or, in this case, 50%. (You can also think of this as the
percentage of the property value sold.) Thus 50% of the basis may be applied to the sale portion of the transaction. The original cost
basis was $200,000. This original basis has been reduced by $50,000 of depreciation deductions, but it has also been increased by
$150,000 of capital improvements, so the adjusted basis is now $400,000. This means the gain is the money received ($500,000) less
the basis allocated to the sale ($200,000) for a difference of $300,000.

8/ Answer: D. Explanation: The fact that patt of the money from the sale of the property is given to charity is irrelevant for
calculating capital gain. Consequently, this is simply the sale of a $1,000,000 item of property with a basis of $200,000. The capital
gain is the fair market value price received ($1,000,000) less the basis ($200,000), or $800,000

9/ Answer: B. Explanation: I received $500,000 in the transaction. From this, I subtract a portion of the basis. I can allocate the
percentage of the basis to the sale part of this transaction that is equal to the percentage of the property value sold. In other words, I
received $500,000 for a $1,000,000 value property, so I can use 50% ($500,000/$1,000,000) of the property’s basis. The basis is
$200,000, so I can use 50%, or $100,000, of that basis. The $500,000 I received less the $100,000 of basis I can use is $400,000.

10/ Answer: C. Explanation: The capital gain from selling then gifting is the $600,000 price less the $100,000 basis or $500,000. The
capital gain from a bargain sale is the $300,000 price less the part of the basis allocable to the sale part of the transaction. The

percentage of the basis allocated to the sale part of a bargain transaction is equal to the percentage of the property value received or,
in this case, $300,000 / $600,000, or 50%. Thus 50% of the original $100,000 in basis can be used to offset the $300,000 price in the
bargain sale. Thus, the gain from the bargain sale is the $300,000 price less $50,000 of the original basis, for a total gain of $250,000.

11/ Answer: E. Explanation: In both cases, the charity retains $300,000 (ignoting non-tax related transaction costs). Charities do not
pay capital gains tax when selling property. The capital gains tax paid by the donor is irrelevant to the amount that the charity keeps
in the transactions described.

12/ Answer: A. Explanation: Bargain sale transactions cannot generate capital losses for tax purposes.

13/ Answer: D. Explanation: If the charity receives property with debt, it is considered to be a bargain sale. The amount of debt
taken over by the charity is consideted to be an amount received by the donor. Thus, in this case the charity is taking on $100,000 of
debt. The donot’s capital gain is the $100,000 less the share of the original basis that can be allocated to the sale portion of the
transaction. The percentage of the basis allocated to the sale part of a bargain transaction is equal to the percentage of the property
value received ot, in this case, $100,000 / $200,000, or 50%. Thus, 50% of the otiginal $20,000 in combined basis on the two
properties (i.e., $10,000) can be used to offset the $100,000 price in the bargain sale. The donor’s capital gain is then $90,000
($100,000 relief of debt less $10,000 of basis).

14/ Answer: A. Explanation: This transaction is not a bargain sale as the donor received no relief of debt or other consideration from
the charity. As a simple gift of appreciated property, there is no capital gain.

15/ Answer: A. Explanation: If she gifts the property subject to a $40,000 mortgage, she is deemed to have received $40,000. She can
offset this with the percentage of the basis allocated to the sale part of a bargain transaction. The percentage of the $100,000 basis
allocated to the sale part of a bargain transaction is equal to percentage of the property value received or, in this case $40,000 /
$200,000, i.e., 20%. Thus the capital gain is $40,000 - $20,000 (20% of the $100,000 basis) which is a difference of $20,000. Her
capital gains taxes are $20,000 * 15% = $3,000.

16/ Answer: D. Explanation: The adjusted basis allocated to the sale portion of the bargain sale is $5,000 (The $20,000 price is 10%
of the $200,000 value. 10% of $50,000 basis is $5,000). In the bargain sale, she will recognize a gain of $15,000 ($20,000 - $5,000). In
the “sell and gift” transaction her gain is the $200,000 value less the $50,000 basis or $150,000. Thus, the capital gain is much larger in
the “sell and gift” making the “bargain sale” the more tax advantaged transaction. In either the “sell and gift” or “bargain sale”
transactions the charitable deduction will be $180,000 ($200,000 - $20,000),

17/ Answer: C. Explanation: Because lot A is more highly appreciated (lower basis), selling it will result in a larger capital gain. Thus,
the more beneficial transaction is to give lot A and sell lot B. There are no differences in the income tax charitable deduction
regardless of which lot is sold.

CHAPTER 8: INTRODUCTION TO CHARITABLE GIFT ANNUITIES

1. If a donor purchases a gift annuity for $100,000, what is the minimum amount that must go to the charity?
a)  The charity must receive at least $10,000 at the donor’s death
b)  The charity must receive at least $50,000 at the donor’s death
c)  If the donor lives exactly as long as his or her life expectancy, the charity must receive greater than $10,000
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If the donor lives exactly as long as his or her life expectancy, the charity must receive at least $50,000
If the donor lives exactly as long as his or her life expectancy, the charity must receive an amount with a present value (at
the time of the initial transaction) greater than $10,000

Some common reasons to use a charitable gift annuity would include all of the following EXCEPT

a)
b)
)
d)
©)

A donor wishes to make a large gift to a charity, but is concerned that she may outlive her assets and be left with no income
A donor already plans to leave an estate gift to the charity, but would like to get an immediate income tax deduction

A donor wishes to receive a fixed income stream that won’t change or run out, even if market returns are poor

A donor wishes to receive income that is guaranteed by all of the assets of a large charitable institution

A donor wishes to gift appreciated property and completely avoid the payment of any capital gains taxes while receiving
some income

Which of the following is an example of a requirement found in a state rule regulating charities issuing gift annuities in that
particular state?

a)  The charity must maintain a reserve equal to their payment obligations in the gift annuities

b)  The charity must maintain a reserve equal to their payment obligations in the gift annuities plus a designated surplus

¢)  The charity must have been in operation for a minimum number of years (such as three years) and must have a minimum
amount of cash reserves (such as $300,000).

d)  The charity must meet no financial, reserve, or age requirements at all

e) All of the above are examples of state rules regulating charities issuing gift annuities in at least one state

Which of the following is NOT a negative risk for a charitable organization that is issuing charitable gift annuities?

a)  The annuitants may, on average, live longer than their actuarial life expectancy

b)  The annuitants may, on average, live only to their life expectancy, but those with relatively large annuities live longer

¢)  The annuitants may, on average, live only to their life expectancy, but those with relatively small annuities live shorter

d) The annuitants may, on average, live only to their life expectancy, but those with relatively small annuities live longer

¢)  The charity’s investment returns may be less than those needed to fund the annuity payments

Appropriately licensed financial advisors can become involved in the charitable gift annuity process in all of the following ways

except?

a)  Managing gift annuity assets pools for nonprofit organizations

b)  Selling commercial annuities as reinsurance for nonprofits issuing gift annuities

c)  Giving advice to clients regarding the financial strength and stability of a nonprofit organization issuing charitable gift
annuities

d)  Selling charitable gift annuities on behalf of financial institutions

e)  Giving advice to clients regarding the financial results of a charitable gift annuity

Which of the following actions would NOT create any risk of losing the exemption from securities regulations normally given to
the offering of charitable gift annuities?

a)
b)
9
d)
©)

Paying a sales commission to fundraisers selling charitable gift annuities

Marketing charitable gift annuities primarily as investments, rather than as a means to make a charitable gift

Listing the rates available for donots as a percentages

Comparing the gift annuity rates with CD rates as a comparison of “yields”

Indicating that because gift annuity published rates are higher than other investment interest rates, they are therefore
generating a higher “return”

Reinsuring gift annuities (where the charity purchases commercial annuities to match some or all of its annuity payment
obligations) can offer the following benefits to a charitable organization operating a gift annuity program, EXCEPT

2
b)
o
)

©)

Reinsurance can exactly match an income stream (from the annuity company) to the charity’s obligation to pay annuity
checks.

Reinsurance removes the charity’s legal obligation to make the annuity payments

Reinsurance removes the risk from the charity that the annuitant may live much longer than expected.

Reinsurance can be used to cover the risk associated with accepting a few very large gift annuities by allowing the charity to
reinsure only those few annuities

Reinsurance prevents the charity from being in the odd circumstance of wishing for the early death of its donor annuitants.

Why is a gift annuity that is actuarially projected to pay 75% of its original cost to an 80 year old annuitant (with a 9 year life
expectancy) riskier for the issuing charity than a gift annuity that is actuarially projected to pay 75% of its original cost to a 40
year old annuitant (with a 42 year life expectancy)?

2
b)
o

An 80 year old annuitant is more likely to die
A 40 year old annuitant is more likely to die
An 80 year old annuitant is more likely to live 10 years past her original life expectancy
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d) A 40 year old annuitant is more likely to live 10 years past her original life expectancy
e)  An 80 year old annuitant is more likely to live to twice as long as her original life expectancy (thus resulting in 2 times the
actuarially projected payout) than is a 40 year old annuitant.

9. Which of the following comparisons between charitable gift annuities and Charitable Remainder Trusts is incorrect?

a) A charitable gift annuity usually involves no costs charged directly to the donor for setup or administration, where a CRT
may require both expenses

b)  Charitable gift annuities can commonly be created even for transactions as small as five or ten thousand dollars, where a
CRT is usually not practical unless much more money is involved

c) A charitable gift annuity is a simple (often one page) document, where a CRT often involves many pages and greater legal
expense

d) A charitable gift annuity pays a fixed dollar amount to the donor, where a CRT is required to pay a percentage of all trust
assets

e) A charitable gift annuity is issued by the charity itself, where a CRT is typically created by the donor.

10.  All of the following are available options using some type of a charitable gift annuity EXCEPT:
a)  The donor can name a different person as recipient of the annuity payments other than the donor himself or herself
b)  The donor can select a fixed period annuity rather than a life annuity to receive larger payments over a shorter term
¢)  The donor could donate the remainder of the annuity if income payments from it are no longer needed
d) The donor could defer the payments of the annuity to increase the value of the remaining payments by purchasing a
defetred charitable gift annuity
¢)  The donor could opt for a two life annuity in which the payments cease only after the death of both individuals

ANSWERS

1/ Answer: E. Explanation: The charity must receive a share with a present value that is actuarially worth more than $10,000 (i.e.,
more than 10%) at time of the charitable gift annuity transaction. In other words, the value of what the charity receives must be
worth more than $10,000 today (on the day the gift annuity is purchased). If the charity is expected to have to wait many years (the
donor’s life expectancy) to receive $10,000, this is clearly worth less than $10,000 today. So, the charity must be entitled to receive
some future amount that is worth something more than $10,000 today.

2/ Answer: E. Explanation: Although a charitable gift annuity can defer the payment of capital gains tax where the annuitant is also
the donor, the charitable gift annuity does not avoid the payment of capital gains tax, as would be possible with a direct gift or
sometimes possible with a Charitable Remainder Trust. The other desires can be met by a charitable gift annuity

3/ Answer: E. Explanation: State rules vary widely. Some states have absolutely no regulation while others require annual reports
proving that reserve amounts including a surplus percentage are always on hand.

4/ Answer: D. Explanation: The charity is at risk if the investment returns are less than expected or if the annuitants — weighted by
the relative size of their annuities — live longer than expected. If the annuitants, on average, live to their life expectancy, but those
with relatively small annuities live longer, it means that those with relatively large annuities are living shorter than their life
expectancies. This would result in a positive net effect to the charity. All of the other options would result in a negative effect to the
charity.

5/ Answer: D. Explanation: A financial institution cannot offer a charitable gift annuity. Only charities can offer a chatitable gift
annuity. All other alternatives are open to financial advisors who are appropriately licensed (e.g., with a license to sell commercial
annuities).

6/ Answer: C. Explanation: Listing the rates available for donors as percentages is not a tisky practice and such rates are included in
almost all brochures for charitable gift annuities. Paying sales commissions results in an automatic nullification of the exemption, and
all other practices listed are risky according to existing case law.

7/ Answer: B. Explanation: Even if a charity purchases a matching commercial annuity, it still has a legal obligation to make the
annuity payments. Although there appear to be no modern examples where the bankruptcy of an insurance company led to the
reduction of annuity payments for annuity holders, it is theoretically possible. In such a circumstance, the charity would still be
obligated to make the annuity payments for the remainder of the donor’s life. All other examples are potential benefits of reinsurance.

8/ Answer: E. Explanation: The actuatial projected payout is based upon the annuitant’s life expectancy. If the 80 year old annuitant
lives to age 89, she would receive payments worth 75% of the initial amount paid for the charitable gift annuity. If, however, she lived
to age 98, she would receive twice that many payments. In order for the 40 year old to receive twice as many checks as expected, she
would have to live to age 122. The likelihood of a 40 year old reaching age 122 is less than the likelihood of an 80 year old reaching
age 98. In other words, although the average (or expected) payout percentage is the same in both cases, the potential variance is much
greater for the older annuitant because her payout is based upon a shorter life expectancy.
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9/ Answer: D. Explanation: Charitable Remaindet Trusts can pay a fixed dollar amount like a charitable gift annuity. These are called
Charitable Remainder Annuity Trusts. Charitable remainder unitrusts pay a percentage of all trust assets. The other comparisons are
accurate.

10/ Answer: B. Explanation: Chatitable gift annuitics must be for the life of the annuitant. They cannot be for a fixed number of
years. All other options atre available with certain types of charitable gift annuities.

CHAPTER 9: TAXATION OF CHARITABLE GIFT ANNUITIES

1. Which of the following tax consequences CANNOT be generated by a charitable gift annuity?
a)  Additions to taxable income
b) Deductions from taxable income
c) Postponement of capital gains tax
d) Gift taxes
e)  All of the above can be generated by a charitable gift annuity

2. Which interest rate must be used to calculate the value of the annuity part of a charitable gift annuity?

a)  The §7520 rate for the month of the charitable gift annuity creation

b)  The §7520 rate for the month of the charitable gift annuity creation or either of the two previous months, selected at the
discretion of the taxpayer

¢)  The {7520 rate for the month of the charitable gift annuity creation or either of the two previous months, selected at the
discretion of the IRS

d) The {7520 rate for the month of the charitable gift annuity creation or either of the two previous months, selected at the
discretion of the charity

e)  The applicable federal midterm rate for the month of the charitable gift annuity creation or either of the two previous
months, selected at the discretion of the taxpayer

3. A donor purchases a charitable gift annuity in August when the §7520 rate is 3.0%. If the rates were 2.8% for July and 3.2% for
June, what rate should the donor use to calculate his highest charitable income tax deduction?
a)  The June rate, because a higher interest rate means that the value of the annuity is less.
b)  The June rate, because a higher interest rate means that the value of the annuity is more.
¢)  The July rate, because a higher interest rate means that the value of the annuity is less.
d)  The July rate, because a higher interest rate means that the value of the annuity is more.
e)  The August rate, because that is the month in which the gift annuity was purchased.

4. A donor purchased a charitable gift annuity that pays her $10,000 per year. During the first year of the annuity, $4,000 of the
annuity check was capital gain, $4,000 was return of investment, and $2,000 was earnings. What is the proper taxation of the
$10,000 annuity check received in the second year following the end of the donor’s life expectancy?

a)  $4,000 is tax free, $4,000 is taxed at the appropriate capital gain tax rate, and $2,000 is taxed at the relevant personal income
tax rate.

b)  All $10,000 is taxed at the relevant personal income tax rate as ordinary income

c) Al $10,000 is tax free

d) Only $2,000 is taxed at the relevant personal income tax rate as ordinary income, the rest is tax free

e)  $4,000 is taxed at the relevant personal income tax rate, $4,000 is taxed at the appropriate capital gain tax rate, & $2,000 is
tax free

5. What is the appropriate tax rate for the portion of a charitable gift annuity check that is calculated to be return of investment?
a)  The applicable capital gains tax rate
b)  The applicable personal income tax rate
¢)  The applicable ordinary income tax rate for passive investments
d) The applicable personal gift tax rate
e)  Nothing (0%)

6. Ina cash transaction, how are the tax consequences different for a donor who purchases a charitable gift annuity for $100,000
paying $5,000/year for life as compared with a donor who uses part of $100,000 to purchase a commercial annuity paying
$5,000/year for life and gives the rest of the $100,000 ditectly to the charity?

a)  The tax consequences are always identical

b) There is no charitable deduction for the second transaction

c) In the first transaction the charitable deduction is the $100,000 less the value of the annuity based upon IRS value
principles, and in the second transaction the charitable deduction is for the $100,000 less the price of the commercial
annuity
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d) The charitable deduction for the commercial annuity transaction will be greater than for the gift annuity transaction
e)  The charitable deduction for the commercial annuity will be calculated as a bargain sale, while the charitable deduction for
the charitable gift annuity will be calculated as a direct gift

7. A donor with a 10-year life expectancy purchases a charitable gift annuity for $12,000. The immediate charitable tax deduction
is $2,000. If the donor receives an annual annuity check for $1,250, how much of the first check is considered to be annual
return of investment?

8. A donor with a 10-year life expectancy purchases a gift annuity for $12,000. The immediate charitable tax deduction is $2,000.
If the donor receives an annual annuity check for $1,250, how much of the 14th check is considered to be annual return of
investment?

9. What is the total capital gain if I purchase stock for $100,000, it increases in value to $200,000 and I give it to a charity in
exchange for a gift annuity worth $160,000 paid to my nephew?

10.  What is the total capital gain if I purchase stock for $10,000, it increases in value to $100,000, and I give it to a charity in
exchange for a gift annuity worth $80,000 paid to my nephew?

11.  What is the total capital gain if I purchase stock for $20,000, it increases in value to $200,000, and I give it to a charity in
exchange for a gift annuity worth $100,000 paid to my nephew?

12. I purchase stock for $100,000, it increases in value to $200,000 and I give it to a charity in exchange for a gift annuity worth
$160,000 paid to me for my life. At the time of purchase my life expectancy was 40 years. How much of each annual annuity
check during my life expectancy will count as capital gain to me?

13. T purchase stock for $20,000, it increases in value to $200,000, and I give it to a charity in exchange for a gift annuity worth
$100,000 paid to me for my life. At the time of purchase my life expectancy was 9 years. How much of each annual annuity
check during my life expectancy will count as capital gain to me?

14. T purchase stock for $100,000, it increases in value to $200,000 and I give it to a charity in exchange for a gift annuity worth
$160,000 paid to me for my life. At the time of purchase my life expectancy was 40 years. How much of each annual annuity
check during my life expectancy will count as tax-free return of investment to me?

15. I purchase stock for $20,000, it increases in value to $200,000 and I give it to a charity in exchange for a gift annuity worth
$100,000 paid to me for my life. At the time of purchase my life expectancy was 10 years. How much of each annual annuity
check during my life expectancy will count as tax-free return of investment to me?

16. IRS Table S (Based on Life Table 2000CM) for interest at 2.8 Percent lists the following factors for a person age 80: Annuity =
7.0895, Life Estate = 0.19851, Remainder = 0.80149.
James, age 80, has $100,000 cash that he wants to use to establish a charitable gift annuity in October of 2010. Using the ACGA
suggested payout rate of 7.2% and the IRS §7520 rate of 2.8%, James’s income tax deduction for this donation would be:

ANSWERS

1/ Answer: E. Explanation: The charitable gift annuity creates additions to taxable income based upon the portion of the annuity
payment that is ordinary income. It creates a charitable deduction from taxable income based upon the initial gift portion of the
transaction. If the donor is also the person receiving the income (i.c., the annuitant), capital gains taxes are postponed and are
recognized gradually over the life expectancy of the donor as he or she receives each annuity check. If someone other than the donor
or the donot’s spouse is the annuitant, creating a charitable gift annuity can increase gift taxes (although an immediate annuity is
reduced by the annual gift exclusion for present interest gifts). Therefore, all of these consequences can result from the charitable gift
annuity.

2/ Answer: B. Explanation: The taxpayer may select the §7520 rate for the month of the charitable gift annuity creation or either of
the two previous months. The §7520 rate is 120% of the applicable federal midterm rate.

3/ Answer: A. Explanation: The higher interest rate causes the annuity to be valued at a lower amount. Because the charitable gift is
the difference between the amount paid and the value of the annuity, a lower value for the annuity means that the charitable gift
amount, and thus the deduction, is larger. The donor may choose from the §7520 rates during the month of the transaction or the
two previous months.

4/ Answer: B. Explanation: After a donor outlives his or her life expectancy, all annuity checks are 100% taxable as ordinary income.
By that point, the donor will have recognized all of his or her capital gain and will also have received back all of his or her original
investment, thus leaving only ordinary income characterization for the entire amount of each subsequent annuity check.

5/ Answer: E. Explanation: There is no tax on receiving back your own money. Thus, the portion of an annuity check calculated to
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be return OF investment is not taxable.

6/ Answer: C. Explanation: The tax consequences for the two transactions are similar. However, the chatitable gift in a charitable gift
annuity is (using bargain sale rules) the difference between the price paid and the value of the annuity based upon IRS value principles.
In the second transaction, the gift is the amount left over after paying the price of the commercial annuity. If the price of the
commercial annuity were identical to the value of the annuity portion of the gift annuity based upon IRS value principles, then the tax
consequences would be identical. (This would not be true for a transaction using appreciated property, but this is a cash transaction.)

7/ Answer: $1,000. Explanation: The annual return of investment during the donor’s life expectancy is the non-charitable/sale
portion (i.e., money attributed to buying the annuity payments in the contract) divided by the donor’s life expectancy at the time of
purchase. Because the charitable tax deduction was $2,000, this means that $10,000 of the gift annuity purchase price was used to
purchase the annuity payments. The remaining $2,000 was used to make a gift to the charity, not to purchase the annuity. Thus,
$10,000 divided by the donot’s 10-year life expectancy is $1,000. $1,000 of each check during the donor’s life expectancy will be
return of the donot’s original investment.

8/ Answer: $0. Explanation: A donor with a 10-year life expectancy would have already received back his or her original investment
by the time of the 14th annual check. Thus, no part of any check received after the donor’s life expectancy (i.e., after the 10th check)
is return of investment.

9/ Answer: $80,000. Explanation: The annuity pottion is worth 80% of the amount I gave (160,000/200,000=.80), thus I can use
80% of the original cost basis of $100,000, which is $80,000. I received something (the annuity) worth $160,000, and I can subtract
$80,000 of my cost basis from that, leaving me with a capital gain of $80,000 ($160,000-$80,000). The capital gain would be $80,000
regardless of whether it was paid to me or to my nephew, but because it was paid to my nephew the entire capital gain will be
recognized (i.e., taxed) immediately, rather than being paid out over my life expectancy as I receive each annuity check.

10/ Answer: $72,000. Explanation: The annuity portion is worth 80% of the amount I gave (80,000/100,000=.80), thus I can use
80% of the original cost basis of $10,000, which is $8,000. I received something (the annuity) worth $80,000, and I can subtract
$8,000 of my cost basis from that, leaving me with a capital gain of $72,000 ($80,000-$8,000). The capital gain would be $72,000
regardless of whether it was paid to me or to my nephew, but because it was paid to my nephew the entire capital gain will be
recognized (i.e., taxed) immediately, rather than being recognized in small portions as I receive each annuity check.

11/ Answer: $90,000. Explanation: The annuity portion is worth 50% of the amount I gave (200,000/100,000=.50), thus I can use
50% of the original cost basis of $20,000, which is $10,000. I received something (the annuity) worth $100,000, and I can subtract
$10,000 of my cost basis from that, leaving me with a capital gain of $90,000 ($100,000-$10,000). The capital gain would be $90,000
regardless of whether it was paid to me or to my nephew, but because it was paid to my nephew the entire capital gain will be
recognized (i.e., taxed) immediately, rather than being paid out as I receive each annuity check.

12/ Answer: $2,000. Explanation: The annuity portion is worth 80% of the amount I gave (160,000/200,000=.80), thus I can use
80% of the original cost basis of $100,000, which is $80,000. I received something (the annuity) worth $160,000, and I can subtract
$80,000 of my cost basis from that, leaving me with a capital gain of $80,000 ($160,000-$80,000). The capital gain of $80,000 is
recognized over the course of my 40-year life expectancy, thus $2,000 ($80,000/40 year life expectancy) per year will count as a capital
gain to me.

13/ Answer: $10,000. Explanation: The annuity portion is worth 50% of the amount I gave (200,000/100,000=.50), thus I can use
50% of the original cost basis of $20,000, which is $10,000. I received something (the annuity) worth $100,000, and I can subtract
$10,000 of my cost basis from that, leaving me with a capital gain of $90,000 ($100,000-$10,000). The capital gain of $90,000 would
be recognized in equal portions over the course of my 9 year life expectancy, thus $10,000 ($90,000/9 year life expectancy) pet year
will count as a capital gain to me.

14/ Answer: $2,000. Explanation: The annuity portion is worth 80% of the amount I gave (160,000/200,000=.80), thus I can use
80% of the original cost basis of $100,000, which is $80,000. The basis used for the annuity of $80,000 is returned over the course of
my 40-year life expectancy, thus $2,000 ($80,000/40 year life expectancy) per year will count as a tax free return of basis to me.

15/ Answer: $1,000. Explanation: The annuity portion is worth 50% of the amount I gave (100,000/200,000=.50), thus I can use
50% of the original cost basis of $20,000, which is $10,000. The basis used for the annuity of $10,000 is returned over the course of
my 10-year life expectancy, thus $1,000 ($10,000/10 year life expectancy) per year will count as a tax free return of basis to me.

16/ Answer: $48,956. Explanation: To calculate John’s income tax deduction, start by calculating his annual payment, which is
$100,000 X 7.2% = $7,200. Next, calculate the value of his annuity, which is $7,200 X 7.0895 = $51,044. His income tax deduction is
the part of his $100,000 that is not used for the annuity. Therefore, his income tax deduction is $100,000 - $51,044 = $48,956.

CHAPTER 10: GIFTS OF PARTIAL INTERESTS

1. Which of the following is an example of an immediately deductible charitable gift?
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a) I own a building and allow a charity to use it rent free

b) Tinherit a time share in a vacation rental property and I give all of it (all of my interests in the property) to a charity

c¢) I own an automobile and sign a contract promising to give it to the charity in ten years

d) I give land to a charity, but retain the mineral rights in the land

e) I give the right to use a farm for 20 years to a charity, and retain the reversionary interest that directs that it will become
owned by me again at the end of the 20 years

2. Which of the following would constitute a deductible gift of an undivided interest in an office building that I own?

a) I give a charity a 10% ownership interest as a tenant in common including the right to 10% share of all net operating
income

b) I give a charity the right to use the top floor of the office building without charge

c) Igivearemainder interest in the property giving the charity a right to own the property after my death

d) I give the charity the right to 10% of all profits from the building for a ten year period beginning in 12 months

e) I give the charity the right to lease out any open office space to paying clients and receive half of all rent collected from
those clients

3. What is the general rule for partial interest gifts where the donor retains some interest in the gifted property?
a)  They are deductible, but only up to 20% of adjusted gross income
b)  They are not deductible unless accompanied by a qualified appraisal
¢)  They are not deductible unless the gift fits into one of the specific exceptions
d)  They are not deductible unless given to a qualified 501(c)3 organization
¢)  They are generally deductible

4. What is the primary motivation behind the rule against deducting partial interest gifts?

a)  Partial interest gifts are unnecessarily complex, and this complexity suggests an attempt to defraud the IRS

b)  Charities must receive a minimum of 5% per year in benefits for the gift to qualify

c) Ifadonor keeps part of the interests in a piece of property, it is often possible to manipulate the circumstances such that
the donor receives a much higher share of the benefit than is reflected by the initial deduction

d) The value of future interest gifts is not ascertainable until such time as the all intervening rights are removed and the charity
is the sole owner

¢)  Gifts of less than the entire ownership interest in a piece of property are inherently difficult to cortrectly value

5. An example of a non-deductible divided share gift would be
a)  Giving a wheel from a car that I own
b)  Giving 10 acres from a 1,000 acre farm that I own
c)  Giving the right to use my entire 1,000 acre farm for 10 years for free
d) Giving a 10% ownership right as tenants-in-common in my 1,000 acre farm
e)  Giving one painting out of a collection of 200 that I own

The following options apply to the next 3 questions
1. A gift of farmland where the donor retains the right to later place a limited number of billboard signs or wind turbines on the
property
II. An undivided 15% ownership in farmland given by a donor where the donor retains all underlying mineral rights to the
farmland
III. An undivided 15% ownership right in a condominium owned by the donor where the donor has never resided, but has used
exclusively as rental property
IV. A gift of the use of a time share interest for ten years
V. A gift of the reproduction rights to a work of art where the donor never owned any rights in the art other than the reproduction

rights
6. Which of the options qualifies as a deductible gift that gives away only part of the donor’s ownership interests?
a) II
b) III
o II&III
d) &IV

e¢)  None of the above

7. Which of the options are not deductible because of the retention of an ownership right by the donor?
a) LIL&IV
b) LILII&IV
o LIL&V
d) ILII&IV
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o LLIV&V

Which of the options describes a deductible gift where the donor gave up all of his or her rights in the property being donated?
Q) IM&V

b) I only

o LIV,&V
d) Vonly

e) IllandV

How many of the following charitable gifts could generate an income tax deduction?
1. Donor gives a West Texas cotton farm, but keeps all mineral rights

II. Donor gives a valuable painting to an art museum, but keeps all digital and reproduction rights

III. Donor gives all ownership rights in a painting that he painted himself which, although it has great sentimental value, does not

have any fair market value

IV. Donor gives to charity the right to receive his automobile after his death

10.

V. Donor gives a local church the right to farm his highly productive land for the next 10 years without any rent charge

a) 0
b) 1
o 2
d 3
e 4

How many of the following charitable gifts could generate an income tax deduction?
1. Donor gives a 5% interest as tenants in common in a West Texas cotton farm without the mineral rights because the donor
never owned the mineral rights

II. Donor gives a 10% interest as tenants in common in an Iowa corn farm where a billboard company (unrelated to the donor)

owns the rights to place billboards on the farmland where the interstate highway adjoins the farmland.

III. A donor pays for a ten year lease to the top floor of an office building in downtown Seattle. (The lease represents her only

rights in the building.) She then gives the right to use the office building during the entire period of the ten year lease to a
local charity at no charge to the charity.

IV. A donor has a life estate giving her the right to use a vacation property for the remainder of her life. The donor gives an 11/12

11.

12.

interest in the life estate as tenants in common to the charity. The donor retains a 1/12 interest including the right to use
the property for one month out of each year during the remainder of her life.

V. Donor owns a cotton farm in West Texas including all mineral rights. Donor simultaneously gives half of the mineral rights to

charity A, the other half of the mineral rights to charity B, the right to use the property for the next 5 years to charity C, the
right to use the property for years 6-10 to charity D, and all remaining interests following the 10 year period one-half to
charity E and one-half to charity F.

a) 1
by 2
o 3
d 4
e 5

A donor gives a 1/12 undivided interest in all his rights in a painting to a public charity art museum (including the right to

display the painting for one month per year). The donor gives an additional 1/12 undivided interest each year for 10 more years

to the same art museum. The donor retains the final 1/12 interest to be kept by his family so that the art work can be displayed

for one month out of the year in his family home. The painting is valued at $120,000 at the time of the initial 1/12 interest gift.

Each year it increases by an additional $12,000 by the time of the transfer of each subsequent 1/12 interest gift. What is the total

value of the deduction for this gift?

a)  $10,000 (year 1)+ $11,000 (year 2)+ $12,000 (year 3)+ $13,000 (year 4)+ $14,000 (year 5)+ $15,000 (year 5)+ $16,000 (year
6)+ $17,000 (year 7)+ $18,000 (year 8)+ $19,000 (year 9)+ $20,000 (year 10)+ $21,000 (year 11).

b)  $10,000 x 11

o $22,000x 11

d)  $120,000

e)  $0 (or less depending upon interest and penalties)

A donor gives a 1/10 undivided interest in all his rights in a painting to a public charity art museum (including the right to
display the painting for 1/10 of each yeat). The donor gives an additional 1/10 undivided interest each year for 9 more yeats to
the same art museum, completing a gift of the entire work of art in 10 years. The painting is valued at $100,000 at the time of
the initial 1/10 interest gift. Each year it increases in value by an additional $10,000 by the time of the transfet of each
subsequent 1/10 interest gift. What is the total value of the deduction for this gift?
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a)  $10,000 (year 1)+ $11,000 (year 2)+ $12,000 (year 3)+ $13,000 (year 4)+ $14,000 (year 5)+ $15,000 (year 5)+ $16,000 (year
6)+ $17,000 (year 7)+ $18,000 (year 8)+ $19,000 (year 9)+ $20,000 (year 10)

b)  $10,000 x 10

¢ $20,000x 10

d)  $150,000

e)  $0 (or less depending upon interest and penalties)

A donor gives a 1/12 undivided interest in all his rights in a vacation home to a local chatity (including the right to use or rent

out the property for one month per year). The donor gives an additional 1/12 undivided interest each year for 10 more years to

the same charity. The donor retains the final 1/12 intetest to be kept by his family so that they can use the vacation home for

one month out of cach year. The property is valued at $120,000 at the time of the initial 1/12 interest gift. Each year it increases

by an additional $12,000 by the time of the transfet of each subsequent 1/12 interest gift. What is the total value of the

deduction for this gift?

a)  $10,000 (year 1)+ $11,000 (year 2)+ $12,000 (year 3)+ $13,000 (year 4)+ $14,000 (year 5)+ $15,000 (year 5)+ $16,000 (year
6)+ $17,000 (year 7)+ $18,000 (year 8)+ $19,000 (year 9)+ $20,000 (year 10)+ $21,000 (year 11)

b) $10,000 x 11

o $22,000 x 11

d)  $120,000

e)  $0 (or less depending upon interest and penalties)

Which of the following gifts will NOT qualify for a current income tax deduction?

a)  Artie signed and delivered a deed conveying his beach house residence to the American Cancer Society.

b)  Benjamin executed a new will which gives 200 acres of his farm to the Boy Scouts of America for use as a campground.
¢) Carrie irrevocably transfers an undivided 1/3 interest as tenants in common in a rental house to the American Red Cross.
d) All of these gifts qualify for a cutrent income tax deduction

e)  None of these gifts qualify for a current income tax deduction

Alvin and Amy own a ski chalet outside of Taos, New Mexico. When the chalet is not being used by Alvin and Amy or their
close friends and family, they rent the property through an agent and they earn $1,000 per week. This year, Alvin and Amy
signed a written authorization for their minister to use the chalet for one month each year for three years to host a series of
marriage retreats where young married couples would get away and recommit to each other and to God. The authorization letter
was signed by Alvin and Amy and placed into the donation plate that was passed around the congregation during a Sunday
service at their church. Which of the following amounts is closest to the deduction that will be allowed this year?

a)  $12,000

b) An amount between $4,001 and $11,999
o  $4,000

d) An amount between $0 and $3,999

e $0

Which is NOT an exception to the rule that gifts of partial interests generate no income tax deduction
a)  a qualified conservation easement

b) a “qualified percentage” of the donot’s partial interest in property

¢ an “undivided portion” of the donot’s entire interest in property

d) an interest transferred in the form of a Charitable Lead Trust or Charitable Remainder Trust

e) aremainder interest deed in a personal residence or farm

Which one of the following qualifies for an income tax deduction:

a)  Owner of a building allows a charity to use it rent free for 10 years

b) A painter giving his highly valued painting to charity but keeps the copyright interests

c) A donor puts his office building in an IRREVOCABLE trust that will transfer the land to the charity at his death.

d) A local art gallery receives a 1/12 interest in a painting owned by a donor. The donor never makes any other gifts of the
remaining interest in the painting to any charity.

e) A person donates an office building to his church with the provision that all proceeds from rent for the first 10 years must
be given to the Red Cross.

ANSWERS

1/ Answer: B. Explanation: Giving all of one’s interest in the property will generally qualify for a charitable deduction (unless the
donor has previously divided the interests for the purpose of defeating the tax rule against deducting partial interest gifts, which is not
likely in a situation where the donor inherits and gives all of his inherited interest). All other examples are partial interest gifts that do
not fall into one of the exceptions, thus making them non-deductible gifts. Note that the gift of the automobile in ten years may be
deductible when it is actually transferred in ten years, but there is no immediate deduction based on the irrevocable, enforceable
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commitment to gift the property because of the donor’s retained interest.

2/ Answer: A. Explanation: An ownership shate as a tenant in common is considered to be an “undivided portion” of the donot’s
entire interest and is thus deductible. All other gifts are partial interest gifts that do not fall into any particular exception to the general
rule against deducting partial interest gifts. Giving a remainder interest is not deductible because this property is not a farm or home.
Giving the right to 10% of all profits is a non-deductible partial interest gift.

3/ Answer: C. Explanation: The general rule is that partial interest gifts where the donor retains some interest in the gifted property
are not deductible. Exceptions to this rule include giving all or an undivided portion of one’s entire interest, giving a remainder
interest in a home or farm, giving by Charitable Remainder Trusts or Charitable Lead Trusts, or giving a qualified conservation
casement. Unless the gift falls into one of these exceptions, giving with a qualified appraisal or to a 501(c)3 organization does not
make the gift deductible.

4/ Answer: C. Explanation: The primary motivation for the general rule is that donors can manipulate the circumstances following
the gift (and deduction) such that they will be able to receive a much greater share (and the charity receive a much smaller share) than
was reflected in the deduction. The exceptions to the rule are circumstances in which this potential is much less because of the
specific requirements of each exception. Gifts of future interests and partial interests are ascertainable and, in the case of the
exceptions to the rule, are regularly ascertained. The complexity of the partial interest gifts is not the problem as the exceptions to the
rule show that enormous complexity, in the form of charitable trusts, is welcome. The 5% rule does not apply to all exceptions of
deducting partial interest gifts (e.g., remainder interests in homes or farms), and is thus not the motivation for the general rule.

5/ Answer: C. Explanation: A divided share gift occurs when the donor gives some ownership rights to a particular piece of property,
but keeps some other ownership rights in the same piece of property. Physically separating property into different items, and giving
one of those items is not a non-deductible divided share gift because the donor is keeping no ownership rights in the item of property
that has been gifted. Consequently, giving a wheel from a car, 10 acres from a farm, or one painting from a collection is not a divided
share gift as the donor is giving all ownership rights in the donated item of property. However, giving the use of one’s farm does
divide the ownership interests, and the donor does keep some ownership interests in the donated item of property. This makes it a
non-deductible divided gift. Giving a 10% share in the farm as tenants-in-common is an “undivided share” as the charity has a share
of all of the donor’s rights, and there are no rights that the donor retains entirely for his own use.

6/ Answer: B. Explanation: Only III is a deductible gift of an undivided share, because it gives a 15% shate of all of the donot’s
ownership interests to the charity. The fact that it is not a personal residence would prevent a deductible remainder interest gift, but
this is not a remainder interest gift. In I, II, and IV the donor also gives away less than his or her entire interest, but in each of these
cases the donor keeps some ownership rights entirely for himself or herself, so the charity does not have an undivided share in all
ownership rights, and the gift is thus not deductible. In V the donor gives away all of the donor’s ownership interests and so,
although it is deductible, it does not meet the criteria for the question.

7/ Answer: A. Explanation: In all but V the donor retains some ownership interests. However, in IIT the donor retains only an
undivided share in all property rights (and gives an undivided share in all property rights to the charity). Consequently, I1I is a
deductible gift and thus does not meet the criteria for the question, leaving I, II, & IV.

8/ Answer: D. Explanation: The donor retains some interest in the property in all examples except V. In V, the donor did not own
all of the property rights but the donor gave up all property rights which he did own. Giving up all rights that one owns to the charity
makes the gift deductible.

9/ Answer: A. Explanation: In all cases except I11, the donor retains a sepatate, divided ownership interest and the gift is consequently
not deductible. In III the donor gives a piece of property with no fair market value thus generating no deduction.

10/ Answer: E. Explanation: All gifts described are deductible. In I, II, & IV the donor gives an undivided share of all of the donot’s
rights to an item of property. In II the donor gives all ownership rights that the donor owns in the building to the charity. In V the
donor does give partial interests, but because he/she retains no ownership interests for himself or herself, but instead gives away all
rights to various charities, the gifts are deductible.

11/ Answer: E. Explanation: This gift violates the rules for fractional shares in tangible personal property because all of the donot’s
rights must be given to charity within 10 years and this was not done. As such, the gifts are not deductible and any deductions taken
are subject to recapture including interest and a 10% penalty. If this gift had not been a gift of tangible personal property, the special
rule wouldn’t apply and answer A would have been correct. Note that these rules apply only to gifts of fractional shares in tangible
personal property and do not apply to gifts in other kinds of property.

12/ Answer: B. Explanation: This gift of fractional shates in personal property meets the rules of giving an undivided shate in all of
the donor’s property rights and giving up all rights to the tangible personal property within ten years. As such it is deductible.
However, the special rules for tangible personal property require that the deduction be limited to the lesser of the value during the
first or later transfers. Consequently, cach gift is valued at 1/10 of the initial $100,000 value, even though the tangible personal
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property grew in value each subsequent year. Note that these rules apply only to gifts of fractional shares in tangible personal
property and do not apply to gifts of other kinds of property.

13/ Answer: A. Explanation: This is not tangible personal property so there are no requirements to transfer the entire ownership of
the property within 10 years. Further, there is no requirement to value each fractional interest at the lesser of the value during the first
or later transfers, as with a fractional share gift of tangible personal property. As such, each separate gift is valued as a share of the
entire property, which must be valued at the time of each fractional interest gift. (Recognize that it is possible the IRS may require a
reduction in valuation of the first gift based upon the cost of partitioning the property, because converting the ownership interest to
cash by a forced sale would require some additional cost.)

14/ Answer: B. Explanation: A is incorrect since this is a direct gift of a piece of property. B is correct. Since Benjamin could revoke
his will at any time and execute a new one that does not include the gift, it is not deductible even though it involves an interest in a
family farm. C is incorrect. Since this is a partial gift of an undivided interest, it qualifies for the exception to the partial interest rule
and for the deduction.

15/ Answer: E. Explanation: A right to use property is a gift of a partial interest and is not deductible where the donor owns
additional rights to the property.

16/ Answer: B. Explanation: B is not an exception.

17/ Answer: E. Explanation: The rent-free use of real or personal property is not deductible whete the donor retains other interests in
the property. The painter’s gift is a divided share partial interest and because he retains interest in the property the gift does not
qualify for a deduction. Although irrevocable, the gift of the office building in trust is not deductible for income tax purposes because
it is a divided share partial interest gift. (In contrast, a remainder interest transferred by deed in a home or farm would be deductible
because of a special exception.) The 1/12 intetest in the painting is not deductible because fractional shares in tangible personal
property are deductible only if the entire item is transferred to charity within ten years (or the donot’s death if earlier). The final
option is correct because, although the interests are divided, all interests in the building are going to charity while the donor keeps
nothing.

CHAPTER 11:
LIFE ESTATES AND REMAINDER INTERESTS IN HOMES & FARMLAND

1. The tax code provides a special exception for charitable gifts of remainder interests in homes and farms. This is an exception
from what general rule?
a)  Charitable gifts of partial interests, where the donor retains a portion of the property rights, may not normally be deducted.
b)  Charitable gifts of future interests must be valued based upon the current §7520 interest rate
c)  Valuation of gifts of future interests in houses must include a factor for the estimated depreciation of the property
d)  The gift of a home or farm to a charitable organization is not normally deductible
¢)  The rental value of property given for the use of a charitable organization may not be deducted

2. A charitable gift of a partial interest may NOT be deducted if it is
a) A remainder interest in a home
b)  An “undivided portion” of a property interest
c) A Charitable Remainder Trust
d)  The direct gift of a farm where the donor retains the mineral rights
e) A qualified conservation easement

3. Which of the following is a charitable gift that generates an income tax charitable deduction?

a) I give a charity the right to use my home for one month

b) I sign and deliver a deed giving a remainder interest in 100 acres of farmland to a charity which will transfer full ownership
of the property at my death

c) Ileave my farm to a charity in my will

d) Isign anirrevocable trust agreement (not a Charitable Remainder Trust) giving the cash equivalent of 100 acres of farmland
to a charity effective at my death

e) I give to charity a remainder interest in only the mineral rights to my farmland

4. Which of the following arrangements would not be considered a deductible remainder interest in a farm?
a)  Donor gifts by deed to charity the right to own the farm following donot’s death
b)  Donor gifts by deed to charity the right to own the farm after 20 years
c)  Donor gifts by deed to charity the right to own the farm following the death of the donor and the donor’s spouse
d) Donor gifts by deed to charity the right to own the farm following the death of the donot’s 4 year old grandson Bob.
e)  Donor gifts by deed to charity the right to use the farm until the donor’s death
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In what ways is a remainder interest in teal estate similar to a will?

a) A remainder is irrevocable

b) A remainder creates an immediate property right in the named recipient
¢) A remainder can be immediately sold by the holder to another person
d) A remainder can be recorded by a deed

e) A remainder can be used to transfer real property to a charity at death

After recording a deed giving a remainder interest in my home, effective at my death, to a charity, I learn that my child would like

to live in the home after my death. How do I alter the remainder interest gift so that my child can live in the home after my

death?

2)  Add a codicil to my last will and testament directing that the home must not be sold unless agreed to by my child

b) Record a life estate deed in favor of my child giving the right to the child to live in the home for the child’s life

c) Transfer my property ownership interest into a trust with instructions to the independent trustee to permit the child to live
in the home after my death

d) Revoke the remainder interest by recording a revocation in the recorder of deeds office

e) Remainder interests are not revocable, so the gift cannot be altered

Which of the following would qualify as farmland for purposes of making a deductible remainder interest charitable gift?

a) 20 acres of tillable land that the donor currently uses as an airport runway for private planes

b) A 100 acre industrial park housing manufacturing and shipping companies

¢) A 100 acre dairy farm purchased by the donor 13 months ago that has been out of use for two years, but which can be
placed back into agticultural production at any time

d) A 10 acre segment from a 1,000 acre cotton farm where the 10 acres consists of land covered by an electric power line
right-of-way, none of which can be used to raise crops or livestock

e) A 10 acre segment consisting of pasture land and a dairy barn leased to a corporation that uses it to graze and milk cattle,
where the 10-acre segment is part of a 1,000 actre farm.

Which of the following remainder interests in a farm would not be deductible if given to a charity?

a) A remainder interest giving a 10 acre segment of pastureland taken from a 300 acre cattle ranch

b) A remainder interest giving a right to use the property for 20 years following the death of the donor

¢ A remainder interest where, following the death of the donor, the charity will own a 20% undivided interest in the farm as a
tenant in common with the donot’s children

d) A remainder interest in 10 acres of a solid rock shelf (without any dirt or vegetation) which has been used as a feedlot to
raise hogs for several years

e) A remainder interest in an operating farm where, after the death of the donor, the donor’s children will receive the house,
the barns, and all timber land and the charity will receive only 5 acres of pasture land

Mary Donor owns a 5,000 acre cotton farm in West Texas. Sarah Smith, an unrelated person, inherited the mineral rights to the

farm many years ago. Both Mary and Sarah are interested in benefiting Texas Tech University. Which of the following would

not generate a deductible charitable gift?

a)  Mary gives a remainder interest in the farm, without the mineral rights, to Texas Tech University

b)  Sarah gives a remainder interest in the mineral rights to Texas Tech University

c)  Mary purchases Sarah’s mineral rights and gives a remainder intetest in the farm, including mineral rights, to Texas Tech
University

d)  Sarah purchases Mary’s farm and gives a remainder interest in the farm, including mineral rights, to Texas Tech University

e)  Mary gives a remainder interest that will transfer the farm, without mineral rights, 50% to Texas Tech University and 50%
to her son Joshua, to be held as tenants in common.

Calculating the deduction for a remainder interest in farmland following the donor’s life estate would involve all of the following
except

a)  Finding the applicable §7520 interest rate

b) Identifying the donor’s age

c) Locating the remainder valuation percentage or ratio from IRS publication 1457

d) Estimating the useful life of the farmland itself

e)  Estimating the current fair market value of the farmland

You hear the announcement that the §7520 rates are lower than they have ever been in history. The impact of this on the

deduction value of a remainder interest charitable gift of a home is

a)  Negative as the deduction will now be lower due to the cheap availability of money

b)  Positive in that it decreases the mortgage costs for refinancing a home

c) DPositive as the value of charitable deductions for remainder interests varies inversely with interest rates (they move in
opposite directions)
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d) Positive as the estimated life expectancy tables for donors will decrease, thus increasing the value of the charitable
deduction

¢) DPositive as the value of charitable deductions for remainder interests is positively correlated with interest rates (they move in
the same direction)

The charitable deduction for a remainder interest gift in farmland (with retained life interest) made by a 59 year old donor when
valued at the 1.0% §7520 rate of January 2013, as compared with the 11.6% rate of May 89 would increase by

a)  About 2%

b)  About 8-9%

c) About 11. 6%

d)  About 100%

e)  About 400%

What are some potential advantages of leaving farmland to charity by a remainder interest instead of leaving farmland to charity
in a will?

a)  The donor can receive a large income tax deduction when giving a remainder interest, but not when giving by will

b)  The donor can receive a large estate tax deduction when giving a remainder interest, but not when giving by will

c)  Prior to death, the donor can change which charity will receive the farmland after giving a remainder interest gift

d) Deductible gifts of remainder interests can be completed by means of a simple contract agreement

¢)  The donor can continue to use the farmland during his or her life after giving a remainder interest to charity

Which of the following is NOT a reason why a donor might choose to give separate remainder interests in portions of farmland

over several years rather than making a single gift of a remainder interest in the entire farm immediately?

a)  Gifting in portions each year allows for larger deductions to the extent that the farmland has increased in value each year

b)  Gifting in portions may allow the donor to avoid exceeding the income limit maximum thresholds for charitable giving in a
particular year

o)  Gifting in portions could allow the donor to gift only to the point where remaining income is taxed at a lower marginal tax
rate

d)  Gifting in portions could avoid the risk of losing the carryover deduction at death if a carryover deduction would otherwise
be created due to exceeding the income limitations on charitable giving

¢) Gifting in portions allows the donor to take the charitable income tax deduction earlier than making a single gift of the
remainder interest in the entire farm

Why might a child benefit from a wealthy parent who gives a remainder interest in a farm to a charity and uses the value of the
tax benefit to pay for life insurance in an Irrevocable Life Insurance Trust (ILIT) instead of simply leaving a gift to the charity in
the will?

a)  Life insurance from an ILIT passes to the children estate tax free, but the farm would not

b)  The family farm will pass to the child estate tax free

c) Life insurance will always appreciate faster than farmland

d)  With a remainder interest, but not a will, the farm will pass to the charity estate tax free

e)  Farmland will always appreciate faster than life insurance

Which of the following would NOT qualify for a deductible charitable gift of a remainder interest in a personal residence?
a) A boat with bathroom, cooking, and sleeping facilities where the donor resides two weeks per year

b) A second home on a lake where the donor live four weeks per year

c) A vacation home in the mountains owned by the donor and used only by the donor’s children six weeks per year

d) A condominium owned by the donor that is her primary residence

e) A co-op apartment home owned by the donor in New York City where the donor resides every other weekend

A 59 year old donor is considering giving the remainder interest (and retaining the life estate) in $200,000 of unimproved
farmland or in her $200,000 personal residence to her favorite charity. Which of the following is true?

a)  The remainder interest gift in the farmland will generate a greater deduction because it has fewer depreciable elements
b)  The remainder interest gift in the farmland will generate a greater deduction because it has more depreciable elements
¢)  The remainder interest gift in the farmland will generate a deduction equal to the remainder interest gift in the house
d) The remainder interest gift in the house will generate a greater deduction because it has fewer depreciable elements

¢)  The remainder interest gift in the house will generate a greater deduction because it has more depreciable elements

In calculating the useful life of a personal residence for purposes of estimating depreciation, which of the following is probably
NOT a reasonable approach?

a)  Use a qualified appraiser to estimate the useful life of the house

b)  Use a qualified structural engineer to estimate the useful life of the house

c)  Use the IRS example of 45 year life span for a personal residence if the home is new
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d)  Use the IRS depreciation tables for residential rental property indicating a useful life of 27.5 years
e)  Use examples of antebellum homes to show the residential property can last over two centuries if properly maintained and
assume a similar future for the personal residence at issue

19. A 59 year old donor is giving a life estate in his $100,000 of farmland to a charity while retaining the remainder interest which he
plans to distribute to his children (his life is the measuring life). Assuming a §7520 interest rate of 2.4%, IRS Table S reflects the
following numbers for age 59: Annuity = 16.4213, Life Estate = .39411, Remainder = .60589. What is the correct charitable
deduction for this gift?

a)  $0
by $39,411
d  $60,589

d)  $100,000
e)  $160,000

20.  Which of the following would not be an available option for the donor and the nonprofit if she gives a remainder interest in her
home to a charitable organization and later decides to leave the home?
a)  Rent the property
b)  Sell the life estate to an investor or property manager
c) Agree with the charity to a joint sale and divide the proceeds
d)  Give the life estate to the charity in exchange for a gift annuity
e)  Complete a bargain sale where the charity sells the remainder interest back to the donor for 50% of its current value,
thereby allowing the donor to sell the property with a fee simple title.

21. Which of the following is NOT a common law requirement that a donor who gives a remainder interest in a home, but retains
the life estate, is required to follow?
a)  The donor (“life tenant”) must maintain the home
b)  The donor (“life tenant”) must insure the home
¢)  The donor (“life tenant”) must pay taxes the home
d) The donor (“life tenant”) must improve the home
e)  The donor (“life tenant”) must have leaks in the roof of the home repaired

22. Which of the following is an expense that the donor could deduct a portion of as a charitable gift after making a transfer of a
remainder interest in a home to a charitable organization?
a)  Payments for fire insurance on the home
b)  Payments for local property taxes on the home
c) Payments for fixing a leak in the roof
d) Payments for building an additional bedroom onto the home
e) Payments to insure the home against wind damage

ANSWERS

1/ Answer: A. Explanation: Charitable gifts of remainder interests in homes and farms may be deducted, even though partial interest
gifts are generally not deductible. However, these gifts must still be valued using the §7520 rate and accounting for depreciation in
houses. Direct gifts of homes and farms are deductible. The transfer of a remainder interest does not relate to deducting rental value
for the use of property.

2/ Answer: D. Explanation: Giving a farm outright but retaining the mineral rights is a classic example of a retained interest gift and
may not be deducted. The other choices are all exceptions to the general rule against deducting partial interest charitable gifts.

3/ Answer: B. Explanation: There is no deduction for giving a charity rent free use of property owned by the donor. Leaving the
farm to a charity in a will does not generate an income tax deduction, although it does generate an estate tax deduction. Usually
remainder interests are deductible only if transferred by deed not by trust (and in the rare exceptions to this, the charity must retain
the right to take the property itself if desired). Mineral rights do not qualify as farmland because they are not used to raise agricultural
products or livestock, and so a remainder interest is not deductible. A remainder interest in farmland conveyed by a deed is

deductible.

4/ Answer: E. Explanation: The right to use property is not a deductible charitable gift, even if given in the form of a life estate.
Remainder interest gifts can transfer the property after a period of years or after the death of any person or persons. Of course, the
value of the remainder interest gift will change depending upon the period of time or life expectancy of the person or persons used.

5/ Answer: E. Explanation: Transferring a remainder interest in real estate is accomplished by recording a deed. At the point of

transfer, the recipient immediately owns an irrevocable property interest, namely the right to receive the property at the death of the
named life tenant. This property interest can be immediately sold, and the new purchaser will then have the right to the property at
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the death of the named person. A will, however, can be changed at any point, and thus creates no property right. However, both can
be used to transfer real property to a charity at death.

6/ Answer: E. Explanation: Remainder interests cannot be revoked. All of the proposed changes will be ineffective as the transfer of
the remainder interest has already taken place.

7/ Answer: E. Explanation: A farm is any land and improvements used (even by a tenant) to raise crops or livestock. The fact that a
land could potentially be used to raise crops or livestock is not sufficient. It must actually be used for that purpose to qualify as a
farm. Therefore property used as a runway or industrial park does not qualify, nor does land that is out of use or could not be used to
raise crops or livestock.

8/ Answer: B. Explanation: The charity must become the owner of land (or an undivided share of the land) at the conclusion of the
life estate. It is not enough for the charity to have a right to use the property.

9/ Answer: B. Explanation: A remainder interest in mineral rights does not qualify as a farm and would thus not be deductible.
However, if the donor gives a remainder interest in a farm, it can include the mineral rights. If the donor doesn’t own the mineral
rights, the remainder gift of the farm is still deductible. A remainder interest where an undivided share of the farm goes to the charity
is also deductible.

10/ Answer: D. Explanation: Estimating the useful life of the farmland itself is not necessaty as land is not considered depreciable
(i.e., it doesn’t wear out). If the farm included improvements or attachments such as a barn or corral, those items would need to be
depreciated, but not the farmland itself. All other components are necessary to estimate the value of a remainder interest in farmland.

11/ Answer: C. Explanation: As interest rates dectease, the value of a remainder interest increases, thus increasing the deduction for a
gift of a remainder in a home or farm to a charitable organization. All other statements are false. The cheap availability of money
(lower interest rates) increases the charitable deduction. The mortgage refinancing costs do not impact the deduction value and
interest rates are unconnected with the IRS life expectancy tables.

12/ Answer: E. Explanation: The dollar value of the gift would change from $15,684 (per $100,000 of farmland fair market value) to
$80,479 (per $100,000 of farmland fair market value), an increase of 413%

13/ Answer: A. Explanation: Only a remainder interest gift allows the donor to take an immediate income tax deduction. This is
because the remainder interest, once transferred, is irrevocable and cannot be changed. Thus, the donor may not change which
charity will receive the farmland after a transfer of a remainder interest is made. A gift to charity by either a will or remainder interest
can generate an estate tax deduction. Deductible gifts of remainder interests must generally be completed by deed, rather than by a
contract or trust (an exception has arisen where local law allowed the charity to take the property directly after death, however
generally the transfer must be by deed). Although the donor can continue to use the farmland during his or her life after giving a
remainder interest, this is not an advantage over a will as the same is true for a gift in a will.

14/ Answer: E. Explanation: Gifting in portions delays the taking of deductions, although this may at times be beneficial for vatrious
reasons such as increasing value of the underlying gifted asset and avoiding deduction carryover due to income limitations on
charitable deductions.

15/ Answer: A. Explanation: The advantage is that life insurance from an ILIT passes to the children estate tax free. The other
statements are false.

16/ Answer: C. Explanation: In order to qualify, the home must be a personal residence of the donot, although it need not be the
primary residence of the donor. Therefore the vacation home used only by the donot’s children would not qualify.

17/ Answer: A. Explanation: Depreciable elements reduce the size of the deduction because the estimated value of what is left after
the death of the donor is lower. Depreciable elements are things that wear out and are consequently of less value over time. Land is
not depreciable. It is assumed not to wear out. However the building components of a personal residence (aside from their salvage
value) are depreciable because they can wear out. Thus, a remainder interest in the $100,000 residence is calculated as being worth
less, because the depreciable elements are assumed to wear out.

18/ Answer: E. Explanation: It is not reasonable to assume that the home should be depreciated on a 200+ year time horizon. The
other four approaches all fall within the realm of a potentially reasonable approach.

19/ Answer: A. Explanation: There is no deduction for giving a life estate to a charitable organization while retaining the remainder
interest. This is a partial interest gift, which is generally not deductible, and it does not come under the exception for remainder
interest gift in farmland because it is a gift of a life estate, not a remainder interest.

20/ Answer: E. Explanation: A charity may not sell a property interest for 50% of its current value to a donor (although a donor
could do so for a charity) as this may be a form of “private inurement” meaning that the charity is being used to benefit a particular
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donor or manager rather than using its resources to accomplish its charitable purposes. All other options are available.

21/ Answer: D. Explanation: Life tenants ate not tequired to improve the propetty, only to keep it in good condition. All other items
are required under the MIT duties of Maintain, Insure, and Pay Taxes.

22/ Answer: D. Explanation: The donor can deduct the remainder value of major improvements as additional gifts. Only the
bedroom addition would qualify as a major improvement. The other expenditures are required of the life tenant by common law
under the MIT requirements of Maintenance, Insurance, and Taxes

CHAPTER 12: CHARITABLE REMAINDER TRUSTS

1. Which of the following are NOT allowable for the current payout benefit of a Charitable Remainder Trust?
a)  Providing annual fixed payments to a friend, relative, or the donor for their life or lives
b)  Providing annual fixed payments to a friend, relative, or the donor for 25 years
¢) Providing annual payments of 5% of the trust assets to a friend, relative, or the donor for their life or lives
d) Providing annual payments of 45% of the trust assets to a friend, relative, or the donor for 2 years
e)  Providing annual payments of 10% of the trust assets, or the total income from the trust, whichever is less, to a friend,
relative, or the donor

2. Which of the following are allowable for the ongoing payout benefit of a Charitable Remainder Trust?
I. Providing payments of the lesser of the net income of the trust or 4% of trust assets
II. Providing payments of 20% of trust assets or all trust income, whichever is less, with the provision that anytime payments are
less than 20% they should later be made up whenever income exceeds 20%
III. Providing payments of 60% of trust assets for two years
IV. Providing payments of the net income of the trust, not to exceed 8% of all trust assets, until the sale of a piece of real estate by
the trust, after which time the trust must pay 8% of all trust assets, regardless of the net income of the trust
V. Providing a payment of 5% of all trust assets, with the payment to be divided equally between the donor and a charitable
organization
VI. Providing payouts of between 5% and 10% of trust assets, with the donor retaining the right to choose the payout rate on an
annual basis
a)  Only II is allowed
b) OanlyII, IV & V are allowed
¢ OanlyLIL 1V, &V are allowed
d) OnlyIL, III, IV, & V ate allowed
e) OanlyIL IV, V, & VI are allowed

3. Ifatrustis drafted to allow it, a donor who sets up a CRT is allowed to do all of the following except
a)  Act as the trustee of the CRT and continue to manage the trust assets
b)  Choose his friend, the charity, or a trust company as the CRT trustee
c)  Change which charity will receive the remainder interest
d)  Give all of his rights in future payments to the charity that is the remainder beneficiary, which would result in the CRT
terminating and all assets being immediately delivered to the charity if the donor is the only income beneficiary
e)  Modify the original rules of a Charitable Remainder Trust after it is established

4. Which of the following planning goals could NOT be accomplished using a Charitable Remainder Trust?

a)  “I want to control my own investments and spend about 5% of my assets each year. After death I want it all to go to
charity.”

b)  “I would like to use $50,000 per year from my assets. The rest, I want to go to my favorite charity.”

c) “Iwant to retire today, but my pension doesn’t start paying for 9 more years. I want to give assets to charity, but I still need
$65,000 per year for the next 9 years.”

d) “I want to leave my assets to charity at death. Prior to my death I think I will want 10% of the value of the assets each year,
unless I or one of my family members has unexpected medical expenses, in which case I need to have access to enough of
the trust principal to pay for reasonable and necessary medical expenses.”

e) “Ihavea $1,000,000 asset from which I would like to provide an income of $50,000 per year for my nephew — assuming he
submits to and passes random drug tests, and the rest, I want to go to my favorite charity.”

5. A donor with $1,000,000 in developable raw land with a basis of $100,000 plans to sell the land, invest in income producing
securities, spend 8% of the remaining value each year for the rest of her life, and leave the rest to charity. Which of the
following is NOT a potential tax advantage of doing this through a Charitable Remainder Trust as compared with keeping the
assets and giving to charity through her will?

a)  The donor can receive an immediate income tax deduction for the present value of the projected remainder interest that
will go to charity at death with the CRT
b)  No capital gains tax will be due at the sale of the land if the property is sold by the CRT
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¢)  The donor will not need to pay income taxes on any income earned by the CRT beyond the 8% being taken annually by the
donor

d) The donor will receive a charitable estate tax deduction for the value of any property that is transferred to the charity by the
CRT

¢) Because the donor pays no capital gains tax, the entire $1,000,000 value can be invested to generate income rather than only
the amount left over after paying taxes on the $900,000 of gain, when using a CRT

Abimelek has developable raw land with a basis of $100,000. He sells the land for $1,000,000 and invests in income producing
securities. If the Abimelek pays capital gains tax at a 20% rate, how much will be left to invest after paying all capital gains taxes?
a)  $900,000

b)  $1,000,000

¢ $800,000

d)  $820,000

e)  $860,000

Asher has developable raw land with a basis of $100,000. He gives the land to a Charitable Remainder Unitrust paying him 8%
of all trust assets per year for life. The Charitable Remainder Trust sells the land for $1,000,000 and invests in income producing
securities. If the Asher pays capital gains tax at a 20% rate, how much will be left for the Charitable Remainder Trust to invest
after paying all capital gains taxes?

a)  $900,000

b)  $1,000,000

¢ $800,000

d)  $820,000

e)  $860,000

Jael owns a historically important archeological artifact in the form of an ancient hammer and slightly used matching wooden peg
that she expects to sell as a set to one of the top international museums for about $500,000. She has no basis in the property and
she would like to place it in a Charitable Remainder Trust before it sells. However, it is likely that such a sale may take up to
three years to complete because of the difficulties and delays involved in such transactions. During this period of time, there will
be no other assets in the trust, and the artifact will generate no income. Which of the following would NOT likely be a
reasonable planning approach?

a)  She can place the artifact in an 8% NICRUT. Before the artifact sells, the CRUT will not need to make payments because
payments are limited to 8% of trust assets or net income, whichever is lower.

b)  She can place the artifact in an 8% NIMCRUT. Before the artifact sells, the CRUT will not need to make payments
because payments are limited to 8% of trust assets or net income, whichever is lower. After the artifact sells, whenever
trust income exceeds 8% these funds can be used to make-up the previous 8% payments that were not paid due to lack of
income

c)  She can place the artifact in a FlipCRUT that changes from an 8% NICRUT to an 8% CRUT upon the sale of the artifact.
Before the artifact sells, the CRUT will not need to make payments because payments are limited to 8% of trust assets or
net income, whichever is lower. After the artifact sells, the trust will be required to pay 8% of net assets, even in years when
income was lower than 8%

d)  She can place the artifact in an 8% CRUT. Before the artifact sells, the CRUT can borrow money against the artifact to
make the annual payments. After the sale, the CRUT can use the proceeds to pay off the loan.

e)  All of the approaches are reasonable planning approaches for this asset.

In what circumstances will there be a difference in payments between an 8% Net Income Charitable Remainder Unitrust
(NICRUT) and an 8% Net Income Makeup Charitable Remainder Unitrust NIMCRUT) over the course of the life of the trust?
a)  If net income always exceeds 8% of trust assets

b)  If net income never exceeds 8% of trust assets

c) If net income is 9% of trust assets in odd years and 7% of trust assets in even years

d)  If net income is always 7% of trust assets

e) If net income is always 9% of trust assets

Which of the following is a potential advantage of a Charitable Gift Annuity over a Charitable Remainder Trust?

a)  Donor can receive rights to a fixed amount of annual income for life

b)  Donor can benefit a charity at his death, but receive a current income tax deduction

c)  Donor can transfer highly appreciated property and avoid paying capital gains tax at the time of the sale of the property

d) Donor can receive income, some part of which may be tax-free return of capital.

e)  The donor will receive payments regardless of his or her life span or the returns on the original money invested so long as
the charity does not go bankrupt

Which of the following is a NOT a potential advantage of a Charitable Remainder Trust over a typical Charitable Gift Annuity?
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a)  The donor can choose an unlimited number of income beneficiaries

b)  The donor can receive rights to income for the life of the donor and the donot’s spouse

¢)  The donor can retain the ability to change the charitable beneficiary

d) The donor can choose income payments for a fixed number of years, rather than for life

¢)  The donor can require that the income payments be made to a child, but will be paid to another beneficiary if the child
drops out of school before obtaining a college degree

A donor transfers $100,000 to a Charitable Remainder Unitrust scheduled to last for 10 years. It will pay equal shares to all 12

grandchildren of the donor for 10 years. However, if one of the children drops out of school before completing a college

degree, their share will be given to the other grandchildren. The charity is projected to receive $10,000 when the trust terminates

at the end of 10 years. Why is this trust disqualified such that the donor will receive no income tax deduction for the transfer?

a)  This trust will violate the rule that there must be no greater than a 5% chance that the charity will receive no charitable gift
at the termination of the trust

b)  This trust will violate the rules for Generation Skipping Transfer Tax because of the transfers to grandchildren, thus causing
disqualification of the trust

c)  This trust will violate the “10% rule” where the present value of the projected amount going to charity must be at least 10%
of the transfer

d)  This trust violates public policy by penalizing a beneficiary for his educational/career choices

e)  This trust will violate the trust distribution rules because the income beneficiaries are not irrevocably determined at the
beginning of the trust, but could change over time

A donor completes his charitable transfer when market returns and interest rates averaged 15%, after which market returns and
interest rates averaged only 2%. In which of the following circumstances is the donor MOST likely to permanently stop
receiving any payments during his life?

a)  The donor placed $100,000 in a CRUT paying 10% of all trust assets for life to the donor

b)  The donor placed $100,000 in a NICRUT paying 10% of all trust assets for life to the donor

¢)  The donor placed $100,000 in a NIMCRUT paying 10% of all trust assets for life to the donor

d) The donor placed $100,000 in a CRAT paying $10,000 of all trust assets for life to the donor

e)  The donor placed $100,000 in a CGA from Yale University paying $10,000 for life to the donor

Sheerah gives $100,000 of stock (she originally paid $95,000 for it) to her Charitable Remainder Unitrust. The trustee
immediately sells the stock for $100,000 and invests half in corporate bonds that pay $2,000 of annual ordinary interest income
and half in municipal bonds that pay $1,000 of annual tax exempt interest income. At the end of the first year, Sheerah receives
her annual payment from the unitrust. What is the smallest of the following annual payments that would result in part of her
payment being tax-free return of principal?

a) §$1

b $2,001
9 $3,001
d)  $7,001
e $8,001

Salome gives $100,000 of stock (she originally paid $95,000 for it) to her Charitable Remainder Unitrust. The trustee
immediately sells the stock for $100,000 and invests half in corporate bonds that pay $2,000 of annual ordinary interest income
and half in municipal bonds that pay $1,000 of annual tax exempt interest income. At the end of the first year, Salome receives
her annual payment from the unitrust. What is the smallest of the following annual payments that will result in part of her
payment being tax-exempt income?

a) §$1

b $2,001
o $3,001
4 $7,001
& $8,001

Serah gives $100,000 of stock (she originally paid $95,000 for it) to her Charitable Remainder Unitrust. The trustee immediately
sells the stock for $100,000 and invests half in corporate bonds that pay $2,000 of annual ordinary interest income and half in
municipal bonds that pay $1,000 of annual tax exempt interest income. At the end of the first year, Serah receives her annual
payment from the unitrust. What is the smallest of the following annual payments that will result in part of her payment being
capital gain income?

a) §$1

b $2,001
9 $3,001
d)  $7,001
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o $8,001

17.  Many years ago, Drusilla purchased shares of a publicly traded company for $100,000 that today are worth $1,100,000. She
places these shares into her Charitable Remainder Annuity Trust that pays her $50,000 per year for 20 years. Her trustee sells the
shares and spends the proceeds to purchase a 30 year corporate bond with a face value of $1,100,000 paying exactly $50,000 per
year in interest. Over the course of twenty years, if the relevant capital gains tax rate was 20%, how much capital gains tax is paid
on this initial transaction and the subsequent income payments?

2 $0
b)  $8,000
o $16,000

d)  $160,000
e)  $200,000

18.  Which of the following assets can be held by a Charitable Remainder Trust and create no accompanying tax problems?
a) A 5% share of a profitable dog-grooming business held as subchapter S corporation shares
b) A 5% share of a profitable dog-grooming business held as a general partnership
c) A 100% share of a profitable dog-grooming business held as a sole proprietorship
d) A 5% share of a profitable dog-grooming business held as shares in a standard C-corporation
e) A $150,000 building with a $50,000 mortgage rented to a dog grooming business for $1,000 per month.

19. Cozbi and Zimri, a married couple, transfer their $1,000,000 house with a $100,000 basis into a Chatitable Remainder Annuity
Trust paying them $50,000 at the end of each twelve month period as long as either one of them is alive. The trustee borrows
$100,000 against the house to make improvements to the house in preparation for sale. Within three months of the
establishment of the CRT, the house is sold for $1,200,000 and the $100,000 loan is paid off with the proceeds of the sale. After
receiving two $50,000 annual payments, Cozbi and Zimri are both stabbed to death by an assailant. Assuming that the proceeds
from the sale were held in a non-interest bearing savings account subsequent to the sale, how much money will be available for
the charity at their death.

a)  $0

b)  $100,000
¢ $1,000,000
d) $1,100,000
e)  $1,200,000

ANSWERS

1/ Answer: B. Explanation: Charitable Remainder Trusts cannot offer payments for a fixed period of more than 20 years, although
they may pay for a life or lives that are projected to live far more than 20 years. All other payout scenarios are allowable in a
Charitable Remainder Trust. Providing 10% of the trust assets, or the total income from the trust, whichever is less, is a form of
Charitable Remainder Trust known as the Net Income Charitable Remainder Unitrust.

2/ Answer: B. Explanation: Answers I and III are not allowed because CRUT's must payout between 5% and 50% of all assets.
Answer VI is not allowed because the payout rate must be fixed, either as a fixed dollar amount in a CRAT or a fixed percentage of
trust assets in a CRUT. The only exception is that trusts may restrict that payment may not be made from principal, as in a NICRUT
(Net Income Charitable Remainder Unitrust) or NIMCRUT (Net Income Makeup Charitable Remainder Unitrust). II is allowed and
is referred to as a NIMCRUT. 1V is allowed and is referred to as a FlipCRUT. V is allowed, so long as at least one non-charitable
beneficiary remains.

3/ Answer: E. Explanation: A CRT is irrevocable and the original rules may not be changed after it is established. However, if the
original rules permit it, the donor may act as trustee or select someone else to act as trustee. It is quite common for the donor to
retain the right to change which charity will receive the remainder interest. If the donor retains the only rights to income, he or she
can terminate the trust by giving those rights to the remainder beneficiary charity. In that case the charity would hold both the life
interest and remainder interest in the trust property, making it sole owner, and the trust could be dissolved.

4/ Answer: D. Explanation: A Charitable Remainder Trust does not allow the donor, or anyone else, to invade principal beyond the
fixed payment level, even if it is for a good reason such as unexpected medical expenses. All other arrangements are allowed for
Charitable Remainder Trusts.

5/ Answer: D. Explanation: The donor will receive a charitable estate tax deduction for the value of any property that is transferred to
the charity regardless of whether the transfer happens through a will or through a Charitable Remainder Trust. All other tax benefits
are available only by use of a Charitable Remainder Trust and will not be available if the donor continues to own the property herself
and makes her charitable gift through a will.

6/ Answer: D. Explanation: Capital gains tax is paid on the difference between basis and the sale price. Basis is normally what you
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paid for the asset, but can sometimes be adjusted upward for later expenditures on asset improvements, or downward for depreciation
deductions taken in intervening years. In this case the gain (sale price — basis) is $900,000 ($1,000,000 sale price - $100,000 gain).
Because the tax rate is 20%, Abimelek pays $180,000 in capital gains tax ($900,000 gain X 20% tax). After paying the $180,000 tax, he
will have $820,000 left to invest.

7/ Answer: B. Explanation: Because the Chatitable Remainder Trust is a tax exempt entity, it pays no taxes. As such, when the CRT
sells the land, no capital gains taxes are due, leaving the trust with the entire $1,000,000 left to invest.

8/ Answer: D. Explanation: When the trust borrows money against the asset it becomes debt-financed property. The sale of debt-
financed property generates unrelated business income, which is taxed at a 100% rate. Thus, the entire value of the artifact (less the
payments previously made) would be lost. Thus, this is not a reasonable planning approach. All other examples are common
approaches for dealing with non-income produces assets in a Chatitable Remainder Trust.

9/ Answer: C. Explanation: The NIMCRUT will pay more than the NICRUT if net income is 9% of trust assets in odd years and 7%
of trust assets in even years. This is because during the years when income is 7% of trust assets, the NIMCRUT will record an “IOU”
for the 1% that was not paid out, and will then pay out more than 8% during the later years when returns are 9% of trust assets. If
net income is always greater than 8% (for example if it is always 9%), both trusts will pay out the same 8% unitrust rate. If net
income is always less than 8% (for example if it is always 7%), then the NIMCRUT will record the “IOUs” for the missed payments,
but it will never have any additional net income above the 8% to pay any of these “IOUs,” meaning that the payout levels will be
identical to a NICRUT.

10/ Answer: E. Explanation: The first four items are potentially available with either a Charitable Gift Annuity or a Charitable
Remainder Trust. The last item is available only with a Charitable Gift Annuity. If the CRT experiences investment losses or the
donor lives much longer than expected, it is possible for the CRT assets to exhaust and no funds will be left for charitable payments.

11/ Answer: B. Explanation: Either a CRT or a CGA can provide an income for life to the donor and the donot’s spouse. However,
the typical CGA will not permit the other options listed.

12/ Answer: C. Explanation: This trust violates the “10% rule” whete the present value of the projected amount going to charity must
be at least 10% of the transfer. Although the charity does receive 10% of the initial value of the property, it has to wait 10 years to
receive that amount. Because it has to wait 10 years to get the $10,000, this gift is worth less than the value of $10,000 received today.
Thus, the present value of the charity’s share is worth less than 10% of the initial gift amount. This would be true regardless of
whether the §7520 rate was .01% or 10%, because any positive interest rate would make the present value of the gift portion of this
trust worth less than $10,000. The rule insuring no greater than a 5% chance that the charity will receive no charitable gift at the
termination of the trust applies only to CRATSs, not to CRUTs. The generation skipping transfer may be relevant for those tax
purposes, but not for income tax purposes. Making income payments contingent on the recipient’s behavior is perfectly acceptable,
as long as the trust does not encourage behavior that is illegal or against public policy.

13/ Answer: D. Explanation: The Chatitable Remainder Annuity Trust (CRAT) is most likely to completely exhaust because the trust
must keep paying $10,000 regardless of the poor market returns. Once the trust runs out of money, no further payments can be
made. The Charitable Gift Annuity (CGA) will not exhaust because the charity is responsible for making payment, even if the original
amount and all subsequent returns have been completely spent. A CRUT is less likely to completely run out of funds, because as the
trust becomes smaller, the payments will also become smaller. The NICRUT and NIMCRUT do not permit payments out of
principal, thus making it highly unlikely for these trusts to run out of money.

14/ Answer: E. Explanation: For income tax purposes, the trust is considered to be paying out all of its ordinary income first, then all
of its capital gain income, then all of its exempt income, then all of its return of principal. (This is sometimes referred to as WIFO,
worst in first out, because the income type with the typically worst tax rates is paid out first.) In this case, the trust first pays out all if
its ordinary income, which is the $2,000 of ordinary income earnings from the corporate bonds. Second, it pays out all capital gain,
which is the $5,000 of capital gain (difference between the original $95,000 cost of the stocks and the $100,000 sale price of the
stocks). Third, it pays out all tax exempt income, which is the $1,000 of municipal bond income. Finally, it pays out return of capital.
In order for the trust to pay out any return of capital the payment must be larger than the ordinary income ($2,000) + the capital gain
($5,000) + the tax exempt income ($1,000). In other words, the payment must be larger than $8,000.

15/ Answer: D. Explanation: For income tax purposes, the trust is considered to be paying out all of its ordinary income first, then all
of its capital gain income, then all of its exempt income, then all of its return of principal. (This is sometimes referred to as WIFO,
worst in first out, because the income type with the typically worst tax rates is paid out first.) In this case, the trust first pays out all if
its ordinary income, which is the $2,000 of ordinary income earnings from the corporate bonds. Second, it pays out all capital gain,
which is the $5,000 of capital gain (difference between the original $95,000 cost of the stocks and the $100,000 sale price of the
stocks). Third, it pays out all tax exempt income, which is the $1,000 of municipal bond income. Finally, it pays out return of capital.
In order for the trust to pay out any tax exempt income the payment must be larger than the ordinary income ($2,000) + the capital
gain ($5,000). In other words, the payment must be larger than $7000. The smallest annual payment meeting this qualification listed
is $7001.
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16/ Answer: B. Explanation: For income tax purposes, the trust is considered to be paying out all of its ordinary income first, then all
of its capital gain income, then all of its exempt income, then all of its return of principal. (This is sometimes referred to as WIFO,
worst in first out, because the income type with the typically worst tax rates is paid out first.) In this case, the trust first pays out all if
its ordinary income, which is the $2,000 of ordinary income earnings from the corporate bonds. Second, it pays out all capital gain,
which is the $5,000 of capital gain (difference between the original $95,000 cost of the stocks and the $100,000 sale price of the
stocks). Third, it pays out all tax exempt income, which is the $1,000 of municipal bond income. Finally, it pays out return of capital.
In order for the trust to pay out any capital gain income the payment must be larger than the ordinary income ($2,000). In other
words, the payment must be larger than $2,000. The smallest annual payment meeting this qualification listed is $2001.

17/ Answer: A. Explanation: There ate no capital gains taxes paid at any point. There is no capital gains tax paid when Drusilla
transfers the property to the CRAT. Because the CRAT is a tax exempt entity, it pays no capital gains taxes when the property is sold.
Each year, Drusilla receives $50,000. However, because the trust earns $50,000 of ordinary income from the corporate bond, all of
this income is considered to be ordinary income. None of the payments are considered capital gain, and thus no capital gains tax is
ever paid.

18/ Answer: D. Explanation: Charitable Remainder Trusts are not permitted to hold subchapter S corporation shares. If the CRT
owns a business as a sole proprietor or a general partner it is treated as if it is directly managing the company itself. This direct
management ownership would cause the net income from the business to be treated as unrelated business taxable income, which
generates a 100% excise tax. Similarly, rent from debt-financed property is considered to be unrelated business taxable income.
Shares owned as a C-corporation are considered to be a passive investment and any dividends or capital gains will not generate
unrelated business taxable income so long as the shates ate not debt-financed. Thetefore, the C-corporation shares are the only assets
that can be held by the CRT and create no accompanying tax problems.

19/ Answer: A. Explanation: Because the trustee took out a mortgage on the property, it became debt-financed propetty. Income
from debt-financed property, including capital gain income, is unrelated business taxable income in a CRT and is taxed at a 100%
excise tax. Thus the entire $1,000,000 of capital gain will be taken in taxes. This leaves only the $100,000 of original basis, which was
paid out in the two $50,000 annual payments. Because no other interest was earned during this time, there is nothing left for the
charity. Similarly, had the couple survived beyond two years, there would have been no funds left to make any additional annuity
payments.

CHAPTER 13: CHARITABLE LEAD TRUSTS

1. 'The distributions from a CLT are similar to the distributions from a CRT where the charitable and non-charitable beneficiaries
have switched places. True or False?

2. Neither CLTs nor CRT's can make payments for a fixed period of more than 20 years. True or False?

3. CLTs and CRTs must both pay from 5% to 50% of initial trust assets (CRAT or CLAT) or ongoing trust assets (CRUT or
CLUT). True or False?

4. CLTs and CRTs are both tax exempt entities. True or False?
5. On average, CLTs hold significantly more assets than a CRT. True or False?
6. There are more CRTSs than CLTSs and all CRT's combined hold more assets than all CLTs combined. True or False?

7.  CLTs ate much more likely than CRTS to be set up for a “public benefit” chatity rather for a specific cause charity such as those
focused on the arts, education, environment, or religion. True or False?

8. Grantor CLT's often pay the remainder interest back to the donor, but Non-Grantor CLTs do not. True or False?

9. When a Grantor CLT earns income it is taxed to the donor, but when a Non-Grantor CLT earns income it is taxed to the trust
itself. True or False?

10.  When a donor creates a Non-Grantor CLT he receives an immediate income tax deduction for the present value of all future
distributions to the charity, but he receives no income tax deduction for gifts made to a Grantor CLT. True or False?

11. If the donor dies while the CLT is still in existence, the donot’s estate will include the value of the CLT if it is a Grantor CLT,
but not if it is a Non-Grantor CLT. True or False?

12.  The consequences of a CLT having significant amounts of unrelated business taxable income are much less serious than the
consequences of a CRT having significant amounts of unrelated business taxable income. True or Falser
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Jochebed regularly makes $10,000 annual gifts to her favorite charity. She plans to continue making such gifts for the next 10
years. She would like to take an immediate tax deduction for the present value of these 10 years of future gifts that she plans to
make. Which of the following methods will allow her to do so?
1. Funding a Grantor Charitable Lead Trust paying $10,000 per year for 10 years to the charity
II. Funding a Non-Grantor Charitable Lead Trust paying $10,000 per year for 10 years to the charity
III.  Signing a legally enforceable contract with the charity promising to deliver $10,000 each year for the next ten years
IV. Simply deducting the present value of all ten years’ worth of future gifting on her tax return this year, so long as she
actually makes the gifts and doesn’t deduct those contributions in future years

a) lonly
b) Il only
¢ Tlorll

d) L1IL or I
e LILIILorlV

Rhoda establishes a Grantor Charitable Lead Annuity Trust (CLAT) paying $10,000 per year for 10 years to her local church and
a Non-Grantor Charitable Lead Annuity Trust (CLAT) paying $10,000 per year for 10 years to The Unopened Door, a local
501(c)3 religious charity. How will the §7520 rate affect her current charitable income tax deduction received for establishing
these two CLATS?

a)  Alow {7520 rate will increase the size of her charitable deduction for both CLATS

b)  Alow {7520 rate will increase the size of her charitable deduction for the Grantor CLAT, but not the Non-Grantor CLAT
©) A high §7520 rate will increase the size of her charitable deduction for both CLATSs

d) A high §7520 rate will increase the size of her charitable deduction for the Grantor CLAT, but not the Non-Grantor CLAT
¢)  The §7520 rate will not affect the size of her chatitable deduction

Chloe is a wealthy retiree who regularly makes large charitable gifts out of her assets. Her accountant informs her that, as in past

years, she is continuing to exceed the maximum deductible contributions allowed for her level of income. In fact, even if she

stopped making gifts, her expected income still would not allow her to deduct all of the charitable deductions she will be carrying

over for the next 5 years. Ultimately, she would like her estate to go to her children, not to charity. Chloe is frustrated because

she has to pay taxes on her investment income, but then can’t deduct when she gives that income to charity because of her past

gifts. Assuming her investments generate 5% per year, which of the following arrangements would allow Chloe to avoid paying

taxes on the income generated by her assets if that income is given to charity, but still preserves the ability for her children to

inherit her assets?

a)  Chloe transfers assets to a Non-Grantor Charitable Lead Trust paying 5% of trust assets to charity each year for her life
with remainder to her children

b)  Chloe transfers assets to a Grantor Charitable Lead Trust paying 5% of trust assets to charity each year for her life with
remainder to her estate

c)  Chloe writes a check for all of the income earned from the assets to charity each year

d)  Chloe transfers assets to a Charitable Remainder Trust paying 5% of trust assets to charity each year with remainder to her
children

e) None of these arrangements can accomplish her stated goals

Abishag married a very wealthy older man when she was young. He passed away and she is now very wealthy. She doesn’t want

to leave a gift to charity at death, but would like to give money while she is alive, so she can actually see the impact of her giving.

She would also like to transfer wealth to her children while avoiding estate taxes. Currently the {7520 rate is at 2%, but many of

her assets will grow at 8%. Which of the following techniques best fits her goals?

a)  Transfer the fast growing assets to a non-grantor Charitable Lead Trust, with a fixed annuity paid to charity and remainder
to her children

b)  Transfer the fast growing assets to a grantor Charitable Lead Trust, with a fixed annuity paid to charity and remainder to
her children

c)  Transfer the fast growing assets to a Charitable Remainder Annuity Trust, with a fixed annuity paid to her children for her
lifetime and remainder to charity

d) Hold the assets in her name, write annual checks to the charity, and then leave her estate to her children in her will

e) Transfer the fast growing assets to a charity in exchange for a charitable gift annuity payable to her children

Ada transfers $10 million to a 15 year Non-Grantor CLT with the remainder going to her two children Jabal and Jubal. Using
the §7520 rate on the date of transfer, the present value of the remainder going to her children is $100,000. During the 15 year
period of the Non-Grantor CLT, the assets increase in value much faster than the initial {7520 rate. Consequently, the children
actually receive $8 million in assets at the end of the trust period. Assuming Ada is still alive at the end of the trust period, on
what amount does she pay gift taxes?

a)  $0

b)  $74,000 ($100,000 less two $13,000 per year annual present interest gift exclusions)
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¢ $100,000
d)  $8,000,000
e $8,100,000

Naomi, a widow, learns that her son’s 30-year-old wife Orpah has contracted a largely untreatable form of cancer. The doctors
indicate that she is expected to live for 2 years. Upon hearing this, Naomi sees a potential opportunity to reduce estate taxes.
She places $10 million in a Non-Grantor Charitable Lead Trust paying $300,000 per year to a charity for the life of Orpah, with
the remainder to her son. Using current §7520 rates, and the life expectancy of a healthy 30 year old female, the projected
remainder value is $1. Orpah dies 18 /2 months later, after the trust has paid $450,000 to the charity. Due to good investment
returns during the 18 months, her son receives $10.2 million dollars. Assuming Naomi is still alive, on what amount will she
have to pay gift taxes?

a)  $0

b) $1

¢ $10,000,000

d)  $10,200,000

¢)  The remainder value of $10 million CLT calculated based upon a 24 month life expectancy

Which of the following rules applies to which kind of charitable trust with regards to holding S-corporation stock?

1. Holding S-corporation stock is always allowed.

II.  Holding S-corporation stock is never allowed.

III. Holding S-corporation stock is allowed only if the trust makes a special ESBT election that eliminates its ability to take
future charitable deductions

a)  Grantor CLT (rule I), Non-Grantor CLT (rule III), CRT (rule 1I)

b)  Grantor CLT (rule II), Non-Grantor CLT (rule III), CRT (rule II)

¢ Grantor CLT (rule ITI), Non-Grantor CLT (rule I), CRT (rule II)

d) Grantor CLT (rule I), Non-Grantor CLT (rule II), CRT (rule 11I)

e)  Grantor CLT (rule I), Non-Grantor CLT (rule II), CRT (rule I)

The CLT “Defective Grantor Trust” (a.k.a. “Super Trust”) attempts to produce a trust that is

a) A Non-Grantor CLT for income tax purposes and a Grantor CLT for estate tax purposes

b) A Grantor CLT for income tax purposes and a Non-Grantor CLT for estate tax purposes

¢ A Non-Grantor CLT for income tax purposes and a Grantor CLT for capital gains tax purposes
d) A Grantor CLT for income tax purposes and a Non-Grantor CLT for capital gains tax purposes
e¢) A CLT for income tax purposes and a CRT for estate tax purposes

ANSWERS

1/ Answer: True. Explanation: Although many characteristics are different between the two kinds of trusts, the essential distribution
difference is that in a CLT the charity is the current beneficiary and the non-charitable beneficiary is the remainder beneficiary
whereas in the CRT the non-charitable beneficiary is the current beneficiary and the charity is the remainder beneficiary.

2/ Answer: False. Explanation: CRTSs ate limited to a maximum of 20 years for fixed period payments, but CLTs are not.

3/ Answer: False. Explanation: CRTSs are bound by this rule, but CLTSs are not.

4/ Answer: False. Explanation: CRTs are tax exempt. CLTSs ate not. Ongoing income taxes from income generated by a CLT must
be paid either by the donor (grantor CLT) or the trust itself (non-grantor CLT).

5/ Answer: True. Explanation: In a 2007 IRS study, the average CLT had $2,930,990 in assets while the average CRT had $840,640 in
assets.

6/ Answer: True. Explanation: Although CRTs are, on average, smaller than CLTs, there ate far more CRTs. A 2007 IRS study
showed 115,754 CRTs in existence and only 6,377 CLTs in existence. Consequently, all CRTs combined hold far more assets ($97.3
billion) than all CLTs combined ($18.7 billion).

7/ Answer: True. Explanaton: This is likely because of the increased propensity to have family foundations (which are rarely cause-
specific entities) as the charitable beneficiary for a CLT. Family foundations are much more common among the very wealthy as are
CLTs.

8/ Answer: True. Explanation: The idea of a grantor CLT is that the grantor/donor keeps enough rights in the trust that the trust is
treated for many tax purposes as if the donor still owned the property. One example of a right that will cause this treatment is where
a donor keeps the right to get the remainder of the property at the end of the term of the CLT.

9/ Answer: True. Explanation: The idea of a grantor CLT is that the grantor/donor keeps enough rights in the trust that the trust is
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treated for many tax purposes as if the donor still owned the property. (One example of a right that will cause this treatment is where
a donor keeps the right to get the remainder of the property at the end of the term of the CLT.) Because of the retention of these
rights, any income earned by the Grantor CLT is taxed as if it were earned by the donor himself or herself. The Non-Grantor CLT is
treated as a separate taxpayer. Because of this, the Non-Grantor CLT trust itself pays income taxes on any income earned by the
trust.

10/ Answer: False. Explanation: When a donor creates a Grantor CLT he receives an immediate income tax deduction for the
present value of all future distributions to the charity, but he receives no income tax deduction for gifts made to a Non-Grantor CLT.
Instead, the Non-Grantor trust is treated as a separate taxpayer and it deducts each ongoing charitable transfer in the year in which
the payment to charity is actually made.

11/ Answer: True. Explanation: The idea of a grantor CLT is that the grantor/donor keeps enough rights in the trust that the trust is
treated for many tax purposes as if the donor still owned the property. This includes estate taxes, which treat the donor as if he still
owns the property in the CLT.

12/ Answer: True. Explanation: Unrelated business taxable income in a Grantor CLT is treated like any other form of income and
taxed to the donor. (The assets of the trust are still treated as the donot’s assets for income tax purposes.) A non-grantor CLT with
unrelated business taxable income cannot deduct the income if given to charity beyond the income deduction limits applied to regular
taxpayers. A CRT with unrelated business taxable income will have all of that income taken by means of a 100% excise tax.

13/ Answer: A. Explanation: Only a grantor Charitable Lead Trust allows the donor to take an immediate chatitable income tax
deduction for the present value of 10 years of future gifting at $10,000 per year. The non-grantor Charitable Lead Trust allows no
deduction (although the trust itself can deduct when the payments to charity are actually made). Signing a legally enforceable contract
with the charity promising to deliver $10,000 each year for the next ten years is the same thing as a pledge to charity. Although the
charity must record a charitable pledge as current asset, like an account receivable, there is no deduction to the donor until he actually
makes the gift.

14/ Answer: B. Explanation: Only a Grantor CLAT will create a charitable deduction for the donor. This deduction will grow larger
as the interest rate used to calculate the deduction moves lower. In essence, the deduction is equal to the amount we would have to
set aside today that would be large enough to pay these future gifts, assuming the money grew at the §7520 rate. If the money is
assumed to grow at a high rate, then we have to set aside less money at the beginning to meet the obligation of paying $10,000 per
year for 10 years. If it is assumed the money won’t grow much at all, then we have to set aside a larger amount at the beginning to pay
$10,000 to the charity each year for 10 years.

15/ Answer: A. Explanation: The non-grantor CLT is considered a separate taxpayer. Chloe would receive no tax deduction for
making the transfer to the non-grantor CLT. That creates no disadvantage in this case because Chloe is already over the limit for
deducting charitable gifts anyway. However, the non-grantor CLT can deduct the payments made to charity from its earnings and it is
not bound by the income limitations of human taxpayers (so long as the CLT isn’t generating unrelated business taxable income). If
the trust earns 5% each year, the trust can deduct all of the earnings when they are paid to the charity. Writing checks or using a
Grantor CLT is not helpful, because the deductions would go to Chloe personally, and she cannot use them because she is already
over the limit for deducting charitable gifts. Finally, CRTs do not allow the remainder to go to children, and require at least one non-
charitable current beneficiary.

16/ Answer: A. Explanation: By transferring the fast growing assets to a non-grantor Charitable Lead Trust with a fixed annuity paid
to charity and remainder to her children, she can pay a low gift tax based upon what the children would receive if the assets grew at
2%, but the children will actually receive much more because the assets will grow at 8%. The charity receives money while she is alive
(either for her life or a fixed term), so she gets to see the impact of her gifts. Transferring assets to a grantor CLT is not as helpful
because she will still be treated as the owner for estate tax purposes, and thus she will pay estate taxes on the entire amount that is
eventually transferred to her children. Neither the CRT nor CGA meets her desires because the charity will likely not use the funds
until after her death. Finally, holding the assets in her name provides no estate or gift tax benefits unlike the non-grantor CLT.

17/ Answer: C. Explanation: Gift taxes ate paid based upon the present value of the expected remainder using the §7520 rate. Thus,
Ada would pay gift taxes on $100,000 at the creation of the trust. The $8,000,000 amount actually transferred to the children is
irrelevant for gift tax calculations. This $100,000 initial gift does not qualify for the annual present interest gift exclusion, because it is
a future interest, not a present interest.

18/ Answer: B. Explanation: Gift taxes atre paid based upon the present value of the expected remainder using the §7520 rate and, if
the charitable payment is to be made for life, the standard life tables provided by the IRS. These tables may not be used if there is at
least a 50 percent probability that the individual used as the measuring life will die within one year unless the person actually lives at
least 18 months. Because Orpah was the spouse of a remainder beneficiary, and she lived for 18 months, there is no prohibition
against using her life as a measuring life. Thus, the estimated remainder value of $1 is valid and Naomi will pay gift taxes on the $1
transfer even though her son ultimately received $10,200,000.
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19/ Answer: A. Explanation: CRTs are not qualified to hold subchapter S-corporation shatres. Grantor CLTs are qualified because
they are treated as if the donor/grantor still owns all of the assets. Non-Grantor CLTSs are not normally qualified to hold S-
corporation stock but can make a special ESBT election to become qualified, although this is rarely done because it eliminates the
ability of the trust to take future charitable deductions.

20/ Answer: B. Explanation: The CLT “Defective Grantor Trust” (a.k.a. “Super Trust”) attempts to produce a trust that is a Grantor
CLT for income tax purposes and a Non-Grantor CLT for estate tax purposes. The goal is to create a CLT where the donor can
deduct the present value of the charitable gift from his or her income taxes, as in a Grantor CLT, but not be treated as the owner of
the assets for estate tax purposes. There are existing private letter rulings suggesting that this arrangement may work, but no
definitive authority on the question.

CHAPTER 14: USING LIFE INSURANCE IN CHARITABLE PLANNING

1. Common uses for life insurance involving charitable giving include all of the following EXCEPT:

a)  Giving an existing policy to charity

b)  Creating a new policy to give to charity with charity as sole death beneficiary, where future donations will be made to the
charity, allowing the charity to make future premium payments

)  Replacing wealth for heirs who were initially disadvantaged by the use of a charitable planning technique

d)  Creating a new policy to give to charity where future premium payments (deductible as charitable gifts) on the policy
owned by the charity will be made by the donor to the insurance company, and where the charity will receive all death
benefits of the policy

¢)  Creating a new policy to give to charity where future premium payments (deductible as charitable gifts) on the policy
owned by the charity will be made by the donor to the insurance company, and where some of the death benefit of the
policy will be given to the donor’s children.

2. John Smith has enough wealth to have a taxable estate for estate tax purposes. In which of the following cases will a $1,000,000
death benefit life insurance policy on the life of John Smith where his child, Mary Smith, is named as the beneficiary, pass
$1,000,000 to Maty, but generate no estate taxes?

1. If Mary Smith owns the policy and has owned it for more than three years
II. If an Irrevocable Life Insurance Trust, managed by ABC Trust Company, has owned the policy since the creation of the life
insurance policy
III. If John Smith owns the policy
IV. If John Smith and Mary Smith own the policy jointly
V. If the John Smith revocable living trust, with John Smith as the trustee, owns the policy

D &I

b LI&IV
o LII&V
d) Il only

o ILIV,&V

3. All of the following are reasons why a Charitable Remainder Trust funded with highly appreciated property might work well in
combination with creating an Irrevocable Life Insurance Trust owned life insurance policy benefitting the donot’s heirs,
EXCEPT
a)  Because the Charitable Remainder Trust produces a stream of income that can be used to pay for life insurance premiums
b) Because the Charitable Remainder Trust produces an initial charitable tax deduction, the value of which could help to pay
for life insurance premiums

c) Because the Charitable Remainder Trust leaves its principal to charity at death, excluding the heirs, and life insurance
naming the heirs can help to mitigate this loss of inheritance

d) Because the ILIT owned life insurance can pass estate tax free to heirs, whereas the assets transferred to the Charitable
Remainder Trust may have been heavily taxed if they had been left to the heirs

e) Because the Irrevocable Life Insurance Trust is a charitable entity preventing the payment of income taxes on the
appreciation of the underlying life insurance policy

4. Priscilla, who has an estate that will generate estate taxes at her death, wants to sell a $1,000,000 non-income producing zero-
basis asset then spend the interest income of 5% while leaving the principal at death for her heirs and a charitable organization.
What taxes might she reduce or avoid if she accomplishes this goal through a CRT-ILIT combination rather than simply selling
the asset and dividing the property at her death by will?

) Capital gains taxes
b) Estate taxes
) Income taxes due to a charitable deduction

d) All of the above
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) None of the above

How can giving a remainder interest to charity in farmland generate an immediate financial benefit that can be used to fund the
purchase of life insurance?

) Because the remainder interest generates lifetime income

b) Because the remainder interest avoids the payment of capital gain tax if the donor’s remaining interest is sold at a profit

9) Because the gift of a remainder interest in farmland to charity generates an immediate income tax deduction

d) Because the gift of a remainder interest is a partial interest gift, and thus not deductible for income tax purpose

) Because the gift of a remainder interest in farmland to charity reduces the payment of estate taxes due to the charitable
deduction

Why might an heir be happier to be the death beneficiary of a $5,000,000 life insurance policy held by an Irrevocable Life
Insurance Trust, instead of being named to receive shares of stock valued at $5,000,000 from the decedent’s estate?

) Because, unlike the ILIT, the shares of stock will create capital gains tax liability at death

b) Because, unlike the ILIT, the shares of stock will create income tax liability at death

9} Because the ILIT life insurance death benefit can pass to the heir without the payment of estate taxes
d) Because the ILIT can be funded without consideration of gift tax implications

e) Because the potential post-death appreciation is higher for the ILIT distribution

Which of the following would not be a reason to consider giving an existing life insurance policy to charity?
) If the donor bought too much insurance for actual or current needs

b) If the donor bought insurance for children who are no longer dependent

9} If the donor is terminally ill and knows the charity will surrender the policy for its cash value

d) If the donor bought insurance for a buy-sell agreement that is no longer needed

e) If the donor does not need the cash value in the life insurance policy

The valuation rules for determining fair market value and basis of charitable gifts of typical life insurance policies are somewhat

in transition due to Rev. Rul. 2009-13 and the emergence of the life settlement market. However, for newly issued policies and

paid-up policies the rules for determining fair market value are

a)  Use the first premium paid for fair market value of a paid up policy and replacement cost for the value of a newly-issued
policy.

b)  Use the interpolated terminal reserve plus the unused part of the last premium for fair market value of a paid-up policy and
the first premium paid for the value of a newly-issued policy.

c)  Use the interpolated terminal reserve plus the unused part of the last premium for fair market value of a newly-issued policy
and the first premium paid for the value of a paid-up policy.

d) Use the first premium paid for fair market value of a newly-issued policy and replacement cost for the value of a paid up
policy.

e)  Use the replacement cost for the fair market value of a newly-issued policy and the interpolated terminal reserve plus the
unused part of the last premium for fair market value of a paid-up policy

All of the following would be required to document a gift of a life insurance policy worth $6,000 EXCEPT

a)  IRS Form 8283 Noncash Charitable Contributions

b) A statement from the life insurance company or agent indicating the fair market value of the policy

¢ A note from the charity before taxes are filed or due indicating the date, location, and description of the property and that
“no goods or services were provided in exchange for these gifts”

d) Summary of a qualified appraisal attached to the tax return

e)  The donor’s own reliable records of the gift, the charity, the date, the place, and fair market value

Mary donates a policy with a fair market value of $100,000 to a public charity. She had previously taken out a loan of $2,000
against the policy and never paid it back. What is the net deductible amount for her charitable gift?

a)  $0

b)  $2,000

o) $98,000

d)  $100,000

e  $102,000

After a charity receives a policy, it could reasonably choose to do any of the following except

a)  Ask the donor to continue to pay premiums

b)  Surrender it for cash value

c) Pay premiums from the charity’s funds if this maximizes the expected net return from the policy

d)  Sell the policy in the life settlement market

e)  Ask the donor to continue to pay premiums in exchange for leaving the donor’s children as beneficiaries of the policy
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12. A typical arrangement to create a new policy for the charity might include any of the following EXCEPT
a)  The donor creates a new policy owned by the charity
b)  The donor makes gifts to the charity which the charity can use to make premium payments
c¢)  The donor makes payments to the insurance company to pay the premiums on the policy owned by the charity
d) The death benefit on the policy is payable to the charity
e)  The death benefit on the policy is payable half to the charity and half to the donor’s child

13. A donor wishes to create a new policy for a charity and fund future premium payments with appreciated stock, thereby avoiding
any capital gain tax on the stock. All of the following might be included in such a transaction EXCEPT
2)  The donor creates a new policy owned by the charity
b)  The donor makes gifts to the charity which the charity can use to make premium payments
¢)  The donor makes payments to the insurance company to pay the premiums on the policy owned by the charity
d) The death benefit on the policy is payable to the charity
¢)  The charity provides receipts to the donor reflecting the gifts given to pay for the policy premiums

14.  All of the following are plausible reasons why a charity might NOT want to encourage donors to give by creating and paying the

premiums on new life insurance policies owned by the charity, EXCEPT

a)  Donors may give less in current gifts to the charity because they are also making premium payments (i.e., current giving is
cannibalized)

b) In very rare cases, the charity may not, under state law, have an insurable interest sufficient to justify a new policy of the
intended size

¢) Depending on policy structure, the donor may give for years, and charity receives nothing due to later policy lapse

d)  The charity may prefer to have current gifts today, rather than waiting to receive a benefit at the death of the donor

e) Premium payments made by the donor directly to the life insurance company will not result in ongoing charitable
deductions for the donor

15. All of the following are policy characteristics that a charity might want to insist on in order to prevent a donor giving premium

payments for many years and the charity later receiving nothing due to subsequent policy lapse, EXCEPT

a)  Require policies with a relatively short-term before they are projected to no longer need additional premium payments

b)  Requite policies from highly rated insurance companies

¢)  Require that policy projections on reaching the point where additional premium payments are no longer needed must be
based upon reasonable interest rates

d) Require that the donor give money for term life insurance policies only

e)  Require that policy projections on reaching the point where additional premium payments are no longer needed must be
based upon the donor living to age 100, rather than a younger age such as 80

ANSWERS

1/ Answer: E. Explanation: The first four techniques are common uses of life insurance in chatitable planning. E is a form of a
“Charitable Split-Dollar” plan. Charitable deductions are no longer given to any such plans, and consequently such plans are no
longer in use.

2/ Answer: A. Explanation: In IIL, IV, & V, John Smith is retaining some ownership rights or control in the policy. As such, the
policy, and the death benefit, will be included in his estate. In I & II, John Smith retains no rights or control over the policy. If he
originally had owned the policy and then transferred it, the policy would still be included in his estate unless it had been more than
three years since the policy was transferred. However, this does not cause a problem in scenarios I or II, because in I, Mary has
owned the policy for more than three years and in II, the ILIT has owned the policy since the creation of the policy.

3/ Answer: E. Explanation: The Irrevocable Life Insurance Trust is not a charitable entity. Howevet, all other reasons are examples
of why these two planning techniques (CRTs and ILITs) can work well together.

4/ Answer: D. Explanation: The capital gains taxes are avoided because the CRT, a charitable entity, sells the asset and pays no taxes
on the capital gain. Estate taxes are avoided because the property in the CRT goes to charity (and is thus deductible for estate tax
purpose), and the ILIT owned life insurance is not in Priscilla’s estate because she does not own it. Income taxes are reduced because
placing property into a CRT generates an immediate income tax charitable deduction.

5/ Answer: C. Explanation: Giving a remainder interest in farmland to charity generates an immediate income tax deduction. As such
it creates immediate financial benefit. Although such a gift will also avoid estate taxes for the underlying property because of the
estate tax charitable deduction, this does not generate any immediate financial benefit. The remainder interest does not generate
income, it is simply the right, owned by the charity, to receive the property at death. If the donot’s remaining interest, called a life
estate, is sold at a profit (or gain), capital gains taxes would be due.
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6/ Answer: C. Explanation: The major benefit of an ILIT is that the death benefit can pass to beneficiaties without estate taxes.
Neither gift would create capital gains tax (due to stepped up basis) or income tax at death. Funding of an ILIT does create the need
to consider gift taxes, although often substantial funding can be accomplished using the present interest gift annual exclusion (at
$19,000 per year per recipient per donor in 2025). Presumably, the post-death appreciation would not be higher for the ILIT
distribution, because it is simply cash. The $5,000,000 of stocks can always be sold for $5,000,000 and converted to cash if post-death
appreciation of cash would be higher.

7/ Answer: C. Explanation: If a donor was terminally ill, the policy would be much more valuable than the cash sutrender value.
Giving such a policy knowing that the charity would surrender the policy for its cash value would not be a good idea. Instead, the
donor might consider selling the policy on the life settlement market for a larger amount and donating this to the charity. All other
listed explanations are valid reasons to consider giving an existing life insurance policy.

8/ Answer: D. Explanation: The fair market value of a newly-issued policy is the first premium payment. The value of a paid up
policy is the cost to replace it with another paid up policy. Note that very few policies are truly paid up, meaning that no future
payments will be due under any circumstances. This is different than a policy that projects no future payments will be due depending
upon the investment returns of a policy.

9/ Answer: B. Explanation: The life insurance company or agent may not prepare the appraisal (estimate of fair market value) because
they are parties to the transaction and are thus disqualified. Consequently this statement would not be required to document the gift.
All other items would be needed.

10/ Answer: A. Explanation: Under the new charitable split-dollar life insurance rules the deduction for the gift will be entirely lost.
This is because Mary is giving a policy and, in return, getting a personal benefit. The personal benefit here is the relief of the loan.
Under normal bargain sale rules the charitable deduction would be $98,000 (the value of what she gave less the value of what she
received), but the chatitable split-dollar rules completely disallow the deduction.

11/ Answer: E. Explanation: The first four options are reasonable approaches for the charity, depending upon what produces the
most cash for the charity. The last option is not reasonable as such arrangements violate the charitable split-dollar rules (because the
donor’s family is receiving benefit) resulting in negative tax consequences and because the children, rather than the charity, would
receive any benefit at death.

12/ Answer: E. Explanation: Typically, the donor creates a new policy owned by the charity and makes premium payments either
directly to the insurance company ot gives sufficient amounts to the charity so that it can make the premium payments. The death
benefit on the policy is payable to the charity. The death benefit would not typically go to the donot’s child due in part to the
charitable split-dollar rules that will eliminate any charitable deductions.

13/ Answer: C. Explanation: One advantage of making gifts to the chatity that the charity can then use to pay policy premiums is that
the donor can make gifts of appreciated property, such as appreciated stock. When the charity sells these appreciated shares of stock,
the charity pays no capital gains tax because it is a tax exempt entity. If the donor is paying the premiums directly to the insurance
company, the donor must pay with cash, and cannot avoid capital gains by paying with appreciated stock.

14/ Answer: E. Explanation: Premium payments made by the donor directly to the life insurance company on a policy owned by the
charity will generate charitable deductions, so this is not a disadvantage. All other reasons listed might prevent a charity from wanting
to encourage such gifts.

15/ Answer: D. Explanation: In order to prevent a situation where the donor gives premium payments for many years and the charity
later receives nothing due to subsequent policy lapse, the charity will want the donor to be able to achieve a status in the policy where
no future premiums are due. Once reaching that stage, the charity can normally expect that they will eventually receive the death
benefit and the policy will not lapse. However, some projections can show a policy reaching a point where no future premiums would
be due, but the projections may become invalid due to donor longevity or interest rate changes. In order to limit this risk, the charity
can insist on illustrations that use reasonable interest rates and assume the donor will live to a very old age. Term policies never reach
a stage where future premiums would not be due, so there would never be a point, prior to the death of the donor, where the charity
would not be at risk of the donor giving premium payments for many years and the charity later receiving nothing due to subsequent
policy lapse.

CHAPTER 15: DONATING RETIREMENT ASSETS

1. Which of the following is NOT an important reason why fundraisers would likely be interested in learning about charitable
giving and retirement plan assets?
a)  Because such a large share of wealth is held in retirement plan assets
b)  Because retirement plan assets left at death to non-charities can be heavily taxed, making transfers to charities at death
relatively inexpensive
c)  Because current gifts from IRAs are particularly attractive for living donors under age 59 V2
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d) Because donors over 70%2 must make withdraws from standard IRAs even if they don’t need the money, potentially
opening up the possibility for charitable giving

e)  Because Roth conversions may cause large spikes in income that donors will want to offset with charitable, or other,
deductions

According to a 2010 publication by the Investment Company Institute, about what percentage of all household financial assets
are held in the form of retitement assets?

Q) 5%
b 10%
O 36%
4 51%
o 7%

The participant ages that separate the life stages of a standard IRA account between early distributions, regular distributions, and
required minimum distributions are

a) 49 % and 70 V2

b) 59 Y2and 69 V2

¢ 59%and 702

d) 70%2and 79 V2

e) 55%and 702

All of the following are possible reasons why withdrawing money from an IRA to make a charitable gift during life may generate

net tax costs, EXCEPT

a)  If the donor is not yet itemizing deductions, the donor will not receive the full value of the resulting charitable deduction
due to the loss of the standard deduction

b)  If the donor has already made charitable gifts beyond the income giving limitations, the donor will not receive the full value
of the resulting chatitable deduction in the current year

c)  If the donor is under age 59 /2, withdrawals from the IRA will generate a 10% penalty that will not be offset by the
charitable deduction

d) Because the withdrawal will count as income to the donor, the donor’s increased income level may disqualify him or her for
other tax deductions that are phased out at specified income levels.

e) In certain years Congress has allowed those over age 70 "2 to make qualified charitable distributions (QCD), and donors
using these provisions may lose the value of the deduction due to increased levels of reported income and/or loss of the
standard deduction

What is the most obvious reason why withdrawing money from an IRA before age 59 V2 in order to make a charitable gift is
NOT tax efficient?

a)  Because such withdraws generate at 10% penalty

b)  Because withdraws count as taxable income to the participant

c)  Because taking a charitable deduction requires itemization

d) Because there are limits on the amount of deductible charitable gifts that a person can make each year

e)  Because required minimum distributions do not start until age 70 2

A person of the following age can make a withdrawal from his or her IRA, give it to charity, and potentially have all taxes and
penalties completely offset by the charitable deduction:

a) 40
b) 45
c 50
d) 55
e) 60

What happens if a person does not take the required minimum distribution from an IRA after reaching age 70%27

2)  Nothing

b)  The principal of the IRA becomes fully taxable

c)  The taxpayer is taxed on the value of the Required Minimum Distribution, regardless of whether he actually withdraws it or
not

d) The IRS charges a 50% penalty for the amount that should have been withdrawn but was not

¢)  The IRS charges a 10% penalty for not withdrawing, mirroring the 10% penalty charged for withdraws before age 59 2

In years in which the Qualified Charitable Distribution has been allowed by congress, which of the following charitable transfers
might have been considered a Qualified Charitable Distribution?
a) A transfer of $10,000 from a 401(k), 403(b), pension, or profit sharing plan by a person aged 72
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b) A transfer of $10,000 from an IRA by a person aged 65

¢ A transfer of $10,000 from an IRA to a private foundation by a person aged 80

d) A transfer of $100,000 to a public charity from an IRA by a person aged 73

e) A transfer from an IRA to a Charitable Remainder Trust of $50,000 by a person aged 74

Which of the following transactions would normally result in a charitable deduction in the year of transaction greater than any

income reported as the result of the transaction?

a)  Withdrawing $10,000 of direct contributions made to a Roth IRA and giving the money to a public charity

b)  Transferring $10,000 directly from an IRA to a public charity through a Qualified Charitable Distribution in a year in which
such transactions were permitted

c)  Withdrawing $10,000 from an IRA and giving the money to a public charity when the donor was age 50.

d) Withdrawing $10,000 from an IRA and giving the money to a public charity when the donor was age 65.

e)  Withdrawing $10,000 from an IRA and giving the money to a public charity when the donor was age 75 and the $10,000
was a required minimum distribution.

Why is it more advantageous to give retirement plan assets, rather than other types of assets, to charity at death?

a)  Retirement plan assets receive no step-up in basis if given to charitable beneficiaries

b)  Retirement plan assets are subject to both gift and estate taxes if given to non-charitable beneficiaries

c)  Retirement plan assets are subject to both income taxes and estate taxes if given to non-charitable beneficiaries

d) Retirement plan assets accumulate tax free, making them a larger patt of the overall estate

e)  Retirement plan assets are more difficult to sell in the subsequent estate administration if given to non-charitable
beneficiaries

Which of the following would not be a good way to name a charity on a beneficiary form in order to transfer retirement assets to
the charitable entity?

a)  100% of a $1,000,000 IRA to a public charity

b)  100% of a $1,000,000 IRA to a private foundation

¢ 100% of a $1,000,000 IRA to a private foundation managed by my surviving children and grandchildren

d) 100% of a $1,000,000 IRA to the decedent’s estate where his will directs that $1,000,000 shall be paid to a public charity

e)  100% of a $1,000,000 IRA to a public charity’s donor advised fund with the decedent’s daughter as the named advisor

John Donor is the participant in a defined benefit pension plan that will pay him $50,000 per year for life (a.k.a. an annuity with
no term certain). What are possible tax advantages if John bequeaths this asset to a charity in his will?

a)  John’s estate will receive a charitable estate tax deduction

b)  John’s estate will receive a charitable income tax deduction to offset the income taxes associated with an IRD asset

c) John’s estate will receive both a charitable estate tax deduction and avoid paying income taxes from the IRD asset

d) The charity will receive more money than if he had engaged in lifetime giving

¢)  There are no tax advantages

Steve is a graduate of Texas Tech University. His wife Mary is a graduate of a rival school, Texas A&M University. Steve makes

gifts to Texas Tech out of his separate bank account, because Mary hates the school. Steve plans to name Texas Tech University

as a 10% death beneficiary of his 401(k) account and Mary as a 90% death beneficiary. Why might he not be able to do this?

a)  Because it is impossible to name more than one death beneficiary on a 401(k) account

b)  Because beneficiaries must share equally, it is not possible to list Texas Tech University as a 10% beneficiary

c)  Because the spouse, if she survives, must be the sole beneficiary of a 401(k) account

d) Because if Mary splits the 401 (k) with someone else, the transfer will no longer qualify for the marital deduction

e) Because Mary must give her permission for Texas Tech University to be named as a death beneficiary and she hates the
school

John dies leaving a $1,000,000 IRA to his wife Mary. Mary rolls the IRA into her own account. Over time the account grows to
$2,000,000. Mary dies at age 69 having never made a withdrawal from this account. She leaves the account to her favorite public
charity. If Mary and John were both in a 40% estate tax bracket at both of their deaths and both had a 40% combined state and
federal income tax bracket, how much tax will all of these transactions generate in total?

An IRA with a charity listed as the death beneficiary is similar to a Charitable Remainder Trust in that the account can be used

during life, but goes to charity at death. Which of the following is NOT an advantage to the donor of an IRA with a charitable

beneficiary as compared with a Charitable Remainder Trust?

a)  With an IRA, the donor has the freedom to change his or her mind and later decide not to leave the funds in the IRA to
any charity

b)  With an IRA, the donor may take any amount of money in the account out (subject to taxes and penalties) at any time and
is not limited to fixed dollar or fixed percentage payouts
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c)  With an IRA, the donor receives a 100% tax deduction for all funds placed into the IRA, whereas the Charitable Remainder
Trust provides a deduction for only the share of funds representing the present value of the charity’s projected remainder
interest

d) With an IRA, the donor incurs relatively few administration costs, whereas with a Charitable Remainder Trust there are
significant ongoing administration costs, including the requirement to annually file a tax return on behalf of the Charitable
Remainder Trust

e) The donor can place more money into an IRA than into a Charitable Remainder Trust

16. Roth conversions and charitable planning are often complementary. All of the following are examples of that complementarity

EXCEPT

a) By giving a remainder interest in a home or farmland to charity, the taxpayer can generate a significant deduction to offset
the taxable income created by the Roth conversion even without having cash available to make a direct charitable gift

b) By use of a grantor Charitable Lead Trust, the donor can take an immediate deduction for his next ten years” worth of
charitable giving (assuming sufficient assets are shifted into the CLT to fund the future charitable contributions), helping to
immediately offset the taxable income created by the Roth conversion

¢) By naming a charitable organization as the death beneficiary of the new Roth IRA resulting from the Roth conversion, the
donor can avoid the income taxes that would have to be paid at death by his or her heirs due to these assets being
considered Income in Respect of a Decedent (IRD)

d) For a donor who has given in excess of the income giving limitations and has carryover charitable deductions that are about
to expire, a Roth conversion can generate the taxable income needed to claim these deductions by allowing the donor to
pay taxes in advance on future withdrawals from the retirement account.

e) By use of a donor advised fund, the donor can take an immediate deduction for future charitable grants by placing money
into the donor advised fund that will, in the future, be paid out to other charities, helping to offset the taxable income
created by the Roth conversion

17.  Roth conversions and charitable planning can work together largely by helping to balance
a)  Gifts and Deductions
b) Income and Deductions
¢) Income taxes and Estate taxes
d) IRD and Charitable Deductions
e)  Taxes and Retirement Withdrawals

ANSWERS

1/ Answer: C. Explanation: Cutrent gifts of retitement assets are not patticulatly attractive for living donors under age 59 2, because
then withdrawals from traditional IRAs are subject to a 10% penalty in addition to the withdrawal being taxable as income. All other
reasons given would be valid reasons why a fundraiser would want to know about the possible interaction of charitable giving and
retirement plans.

2/ Answer: C. Explanation: According to the publication, about $16.5 trillion, or 36% of all household financial assets, were held in
the form of retirement assets in 2010.

3/ Answer: C. Explanation: Distributions taken before age 59 ' are eatly and are usually subject to a 10% penalty. After age 70 Y2,
participants are required to take minimum distributions from the IRA, regardless of their desire or need for the funds.

4/ Answer: E. Explanation: Qualified charitable distributions (QCD) result in no income and no deduction for the donor. Thus, the
donors cannot be disadvantaged by either increased income or the need to itemize deductions.

5/ Answer: A. Explanation: The most obvious reason why making such withdrawals for charitable gifting is not tax efficient is the
10% penalty on withdrawals before age 59 "2. The withdrawals do count as taxable income, but that does not necessarily create a
problem, as it is possible for the resulting charitable deduction to offset this taxable income. Charitable deductions do require
itemization, but many taxpayers are itemizing deductions already (most commonly to take the mortgage interest deduction), so this is
not an obvious disadvantage. There are limits on the amount of deductible charitable gifts that a person can make each year, but this
applies to all forms of giving and doesn’t explain why making withdraws from an IRA account prior to age 59 V2 is particularly
disadvantageous. Similarly, although it is true that required minimum distributions do not start until age 70 V2, this does not explain
why it would be disadvantageous to make a withdrawal prior to age 59 2.

6/ Answer: E. Explanation: Before age 59 V2 withdrawing money from an IRA typically generates a 10% penalty that will not be
offset by the charitable deduction.

7/ Answer: D. Explanation: Failing to take a required minimum distribution results in a 50% penalty for the amount that should have
been withdrawn but was not
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8/ Answer: D. Explanation: When congtess has allowed the Qualified Chatitable Disttibutions from IRAs to chatities (permitting the
transaction to generate no income or deduction) such QCDs have been limited to IRA or IRA rollovers by participants age 70 %2 or
older only to public charities and in a maximum amount of $100,000

9/ Answer: A. Explanation: Withdrawing funds from the Roth IRA generally generates no taxable income and the subsequent gift
creates a charitable deduction, thus resulting in a transaction that generates more deduction than income. A Qualified Charitable
Distribution generates no income and no deduction. IRA withdrawals after age 59 %2 can, at best, result in a deduction as large as the
reported income. Prior to age 59 Y2, such withdrawals typically generate an additional 10% penalty.

10/ Answer: C. Explanation: Whenever possible, testamentary charitable gifts should be made from retirement plan assets because
such assets are subject to both income taxes and estate taxes. Because no income taxes have yet been paid on the assets they are
considered Income in Respect of a Decedent (IRD), and income taxes will be due on them. However, when received by a charity, no
income or estate taxes are due because the charity is a tax exempt entity. Thus, non-charitable beneficiaries are much better off if they
receive other assets, which do not generate income tax liability, than if they receive IRD assets — like retirement plan assets — that do
generate income tax liability.

11/ Answer: D. Explanation: Paying the IRA to the estate and using those funds to fulfill the specific dollar (pecuniaty) bequest to a
charity will cause the estate to pay the income taxes on the IRA. No income taxes would have to be paid if the IRA were paid directly
to a public charity or private foundation.

12/ Answer: E. Explanation: A defined benefit pension plan paying $50,000 for life has no residual value after the death of the
participant. Thus, at John’s death there is no retirement asset remaining. Attempting to bequeath the asset has no effect.

13/ Answer: E. Explanation: Nothing prevents a 401(k) account from naming multiple death beneficiaries in equal or unequal shates.
However, the participant’s spouse must approve the beneficiary for any retirement accounts covered by ERISA, and 401(k) accounts,
unlike IRAs, are covered by ERISA.

14/ Answer: $0. Explanation: There are no income taxes due on the money placed into the IRA. There are no income or capital
gains taxes on the growth of the money inside the IRA. There are no estate taxes when transferring the IRA from John to Mary
because of the unlimited marital deduction. There are no estate taxes when transferring the IRA from Mary to the charity because of
the charitable deduction. Mary pays no income taxes because she never withdrew any money from the IRA. Her estate pays no
income taxes as it never owned the IRA. The charity pays no income taxes because it is a tax exempt entity. Thus, $0 of taxes are
generated by this series of transactions.

15/ Answer: E. Explanation: The two primary disadvantages of the IRA with charitable death beneficiary is that only a limited
amount of funds can be placed into the IRA and that the IRA cannot avoid capital gains tax by accepting transfers of appreciated
property. Because of these limitations, the donor would not normally be able to place more money into the IRA than into a
Charitable Remainder Trust. All other examples are advantages to the donor of the IRA with charitable death beneficiary over the
Charitable Remainder Trust.

16/ Answer: C. Explanation: Roth IRAs do not generate IRD (Income in Respect of a Decedent) because unlike traditional IRAs, the
income taxes have already been paid. All other examples are valid ways in which Roth conversions and charitable planning can work
together.

17/ Answer: B. Explanation: Roth conversions generate taxable income and chatitable planning generates charitable deductions.
When used alone it is possible for charitable planning to generate too many deductions for the donor’s income level. Similarly, a Roth
conversion can generate too much taxable income creating the need to offset such income with large deductions such as those that
can be created by charitable planning.

CHAPTER 16: PRIVATE FOUNDATIONS AND DONOR ADVISED FUNDS

1. What are the requirements for a 501(c)3 charitable organization to be classified as a private foundation?
a)  The organization must be funded by a single person, family, or corporation
b)  The organization must make grants rather than directly running a charitable activity
c)  The organization’s expenditures must be funded by investment income
d) All of the above
e)  All 501(c)3 charitable organizations are classified as private foundations unless they meet the tests for a public charity or
supporting organization

2. What circumstances would cause a 501(c)3 nonprofit organization to be classified as a public charity?
a)  The organization is a traditional charity, e.g., operating a church, school, or hospital
b) The organization teceives at least 1/3 of its support from the combination of donors giving 2% or less of total support and
from government grants
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¢) The otganization receives at least 1/10 of its support from the combination of donors giving 2% or less of total support
and from government grants + it is operated to attract new public or government support + “facts and circumstances”
indicate that it is a public charity

d) Atleast 1/3 of total support comes from the combination of memberships, charitable operations, donors giving 2% or less
of total support, and government grants + no more than 1/3 of total support comes from investment income

¢) Any of the above

f)  All four of the above must be simultaneously fulfilled

3. Requirements to create a private foundation include which of the following steps
1. Forming a nonprofit corporation under state law
2.Forming a charitable trust under state law
3.Filing an initial application with the IRS using Form 1023
4.Filing an annual form 990-PF with the IRS

a) 1 or2,then 3 then 4

b) 1 then 2 then 3 then 4

c¢) 4 then 3 then 2 then 1

d) 4then3then2orl

¢)  Any one of these in any order

It is better to create a private foundation as a nonprofit corporation than to create it as a wholly charitable trust when:

4. True or False: It is important to be able to change the purposes and programs of the foundation to meet changing conditions in
the future.

5. True or False: The founders want to lay down strict limits that future generations must follow.

True or False: It is anticipated that the foundation will realize income classified as unrelated business taxable income.

7. True or False: The foundation will perform its functions by actively conducting charitable operations, rather than as a passive
grant-making entity.

8. True or False: The foundation will seek contribution from corporate donors and the foundation will make grants to overseas
programs.

>

9. In Chapter 42 of the Internal Revenue Code, private foundations can be subject to five specific sets of excise taxes for five types
of prohibited activities. Which of the following is not a prohibited activity?
a)  Self-Dealing
b)  Failure to Distribute Income
c)  Excess Business Holding
d) Investments That Jeopardize Charitable Purpose
e)  Taxable Expenditures
f)  Family Controlled Governance

10.  Which of the following is not a penalty available to the IRS in the event that a private foundation violates the rules on excess
business holdings?

a)  Initial tax for the violation

b)  Additional tax against the foundation if the violation is not corrected within the correction period

¢)  Additional tax against foundation managers who do not correct their participation in a violation

d) Permanent removal of tax exempt status of the private foundation

e) Reclassification as a supporting organization

1/ Answer: E. Explanation: The default classification for all 501(c)3 nonprofit organizations is as a private foundation. Thus, the
501(c)3 organization need not meet any tests to be classified as a private foundation. It is only by meeting the tests for a public
charity or supporting organization that the classification can be changed from the default presumption of a private foundation.

2/ Answer: E. Explanation: Each of the four options is an available method for a 501(c)3 organization to change its classification to a
public charity instead of the default classification of a private foundation

3/ Answer: A. Explanation: An otganization can be either a non-profit corporation or a charitable trust, but not both.

4/ Answer: True. Explanation: Nonprofit corporations generally have more flexibility than trusts in allowing for future changes in the
focus and purposes of the organization.

5/ Answer: False. Explanation: Nonprofit corporations generally have more flexibility than trusts in allowing for future changes in the
focus and purposes of the organization.

6/ Answer: True. Explanation: Trusts can be subject to a higher rate of taxation on Unrelated Business Income than a non-profit
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corporation
7/ Answer: True. Explanation: Cotporations are the mote common structure for regular operating entities.

8/ Answer: True. Explanation: If a trust conducts foreign operations, this eliminates the deductibility of contributions made to it by
corporations.

9/ Answer: F. Explanation: Family controlled governance is not prohibited (and, in fact, is quite common).

10/ Answer: E. Explanation: Classification as a supporting organization is not an available penalty.
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