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I.

Charitable Remainder Trusts ("CRTs") and Charitable Lead Trusts ("CLTs"):
Split-Interests Trust and Tax Status

•

CRTs and CLTs Constitute "Split-Interest Trusts":
o Charitable and noncharitable beneficiaries - mixes philanthropy with
financial needs of grantor and/or grantor's family members.
o CRTs - annuity (a "CRAT") or unitrust (a "CRUT") to noncharitable
beneficiaries, remainder to charity.
o "Income limitation CRTs" - "NICRUT" and "NIMCRUT"
o CLTs annuity (a "CLAT") or unitrust (a "CLUT") to noncharitable
beneficiaries, remainder to charity.
o Subject to Section 4947(a)(2) - certain private foundation rules
applicable.

•

Exemption from Income Tax?
o CRTs - yes, under Section 664.
o CLTs - no, treated as complex trusts with available Section 642(c)
charitable income tax deduction - may be the equivalent of a taxexempt trust by virtue of charitable income tax deduction (no
charitable income tax deduction, however, for grantor CLTs).

II.

Charitable Remainder Trusts
•

The CRT has become a staple among estate planners and is often a
recommended vehicle for individuals with substantial appreciated capital gain
property, a charitable intent, and a need for a stream of income during their
lifetimes.

•

The basic concept of a CRT involves a transfer of property to an irrevocable
trust, the terms of which provide for the payment of a specified amount, at
least annually, to the grantor or other designated noncharitable beneficiaries
for life or another predetermined period of time up to twenty years.

•

The amount remaining in the trust after the expiration of that period, i.e., the
remainder interest, must be transferred to one or more qualified charitable
organizations or continue to be held in the trust for the benefit of such
organizations.

•

Thus, unlike an outright gift to charity, a CRT blends the philanthropic
intentions of a donor with his or her financial needs or the financial needs of
others.

•

There is generally no gain recognition on the transfer of appreciated property
to a CRT, and because it is exempt from income tax, the transferred property
may thereafter be sold by the trust on a tax-free basis.

•

While the CRT itself is exempt from income tax, the annual payments carry
out income to the noncharitable beneficiary or beneficiaries based on specified
ordering rules under a special four-tier system, generally treating the most
highly taxed income of the trust as being distributed first.

•

A CRT may be established during life, i.e., an inter vivos CRT, in which case
a charitable income and gift tax deduction is available based on the present
value of the remainder interest ultimately passing to charity.

•

A charitable estate tax deduction is available for a CRT established at death,
i.e., a testamentary CRT, again on the basis of the present value of the
charitable remainder interest.

•

Where the noncharitable beneficiaries of a CRT are persons other than the
grantor, a taxable transfer results for purposes of the federal gift and estate
2

tax, thereby potentially causing the imposition of such taxes on the funding of
the trust.
III.

Charitable Lead Trusts
•

A CLT is a powerful and increasingly popular estate planning tool that,
consistent with other types of split-interest vehicles, allows an individual to
provide benefits to both charitable and noncharitable beneficiaries.

•

A CLT is an irrevocable trust that provides a current benefit to charity, either
in the form of a guaranteed annual annuity payment or unitrust payment, for a
period known as the "lead term," which can be a specified number of years or
the life or lives of certain individuals.

•

Upon the termination of the lead term, the remaining assets in the CLT pass to
noncharitable beneficiaries, typically family members of the settlor or a trust
for their benefit. Thus, at the creation of a CLT, two gifts are made by the
settlor: a gift of the annuity or unitrust interest to charity and a gift of the
remainder interest to noncharitable beneficiaries.

•

A CLT is basically the opposite of a CRT which provides payments to
noncharitable beneficiaries during an initial term, followed by a payment to
charity at the end of such term.

•

Unlike a CRT, however, there are no minimum or maximum payout
requirements with respect to the annuity or unitrust payments and no
requirement regarding the present value of the remainder interest.

•

A CLT can be created during an individual's life or at death. If the CLT
conforms to the requirements of the Internal Revenue Code, a charitable gift
or estate tax deduction is available for the present value (determined using the
Section 7520 rate) of the stream of annuity or unitrust payments payable to the
charity over the lead term.

•

This gift or estate tax charitable deduction offers a significant benefit, because
the taxable amount of the gift or the amount subject to estate tax equals the
amount transferred to the CLT less the available charitable deduction, thereby
resulting in potentially substantial wealth being transferred to noncharitable
beneficiaries upon the termination of the lead term at little or no gift or estate
tax cost.
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•

•

Unless certain powers are retained by the settlor that would trigger Section
2036 or 2038 , the property transferred to an inter vivos CLT and all
appreciation are not included in the donor's gross estate. Ideally, all gift and
estate tax consequences should be fixed in the year the CLT is established.
Grantor versus nongrantor CLT:
o In addition to offering a gift or estate tax charitable deduction, a CLT
created during life can be structured to provide an income tax
charitable deduction to the settlor.
o This is possible, however, only if the CLT constitutes a "grantor trust"
for income tax purposes, which can be accomplished where a
provision in the trust document triggers the grantor trust rules.
o Although an upfront income tax charitable deduction is available, there
is a price to pay for this benefit. The grantor trust status of the CLT
causes the settlor to recognize all the taxable income of the trust during
the lead term, without any further charitable income tax deduction for
the annual payments from the trust to charity.
o In effect, therefore, the upfront income tax charitable deduction is
recaptured over time through the recognition of the taxable income
earned by the CLT.
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IV.

For overview of technical requirements of CRTs and CLTs and various related issues in
connection with the use of the vehicles, see attached articles by Richard L. Fox:

Attachment No.

Name of Article

1.

A Guide to the IRS Sample Charitable Remainder Trust Forms

2.

Trustee's Failure to Administer Charitable Remainder Unitrust in
Accordance with Governing Instrument Proves Costly

3.

IRS Provides Guidance to Avoid 5% Probability Test for Charitable
Remainder Annuity Trusts

4.

New Valuation Rules for NICRUT/NIMCRUT Early Termination

5.

A Guide to the IRS Sample Charitable Lead Trust Forms - Part 1

6.

A Guide to the IRS Sample Charitable Lead Trust Forms - Part 2

7.

Validity of Shark-Fin CLATs Remains in Doubt Despite IRS
Guidance

8.

Plan Now to Avoid the Private Foundation Excise Tax Rules

9.

Planning for Charitable Contributions by Estates and Trusts

4822-0421-9305, v. 1
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CRTFORMS

A Guide to the IRS Sample CharitableRemainderTrustForms
Author: RICHARD L. FOX, ATTORNEY
RICHARD L. FOX is an attorney and a partner in the law firm of Dilworth Paxson LLP, in Philadelphia
(www.dilworthlaw.com), where he heads the Philanthropic and Nonprofit Practice Group. Mr. Fox's
practice areas include income taxation, charitable giving, private foundations, family planning, and trusts
and estates. He is also a member of the editorial board of Estate Planning and the author of the treatise
Charitable Giving and Solicitation, a Warren, Gorham & Lamont/RIA publication. He may be contacted at
rfox@dilworthlaw.com.

The recently released updated sample CRUT forms-as well as the previously released updated sample
CRAT forms-provide invaluable guidance, but there are many issues that should be considered when
using these forms to draft CRTs.
Just as it did in 2003 for charitable remainder annuity trusts ("CRATs"), the IRS has now issued eight
Revenue Procedures- Rev. Proc. 2005-52 through Rev. Proc. 2005-591 -updating the sample trust forms
for charitable remainder unitrusts ("CRUTs") that were originally issued over 15 years ago. 2 The new
Revenue Procedures come with the assurance that the IRS will recognize a CRUT as a qualified

charitableremaindertrust ("CRT") under Section 664 if it is "substantially similar" to an IRS sample trust
form.
As in the case of the updated CRAT forms, the Revenue Procedures containing the new sample CRUT
forms vastly improve and expand upon the guidance originally issued by the IRS. They provide detailed
annotations to the provisions of the sample CRUT forms and include a multitude of alternative provisions
that can be integrated into the sample trust forms. Because of the inherent differences between a CRAT
and a CRUT, however, the sample CRUT forms and alternative provisions are necessarily more complex
than those for CRATs. This article analyzes the updated sample CRAT and CRUT forms and addresses
issues that should be considered when using these forms in drafting CRTs.3

Drafting CRTs generally
Because of the highly technical, complex, and narrowly construed requirements of Section 664 and its
Regulations, drafters of CRTs must be meticulous to ensure that the trust meets the requirements under
Section 664 . The applicable statutory and regulatory requirements must be contained in the trust
instrument, as it is not sufficient to generally provide that a trust is deemed to include all the necessary
requirements of the Internal Revenue Code and Regulations. 4 If an IRS sample form is used, the drafter
should ensure that the form is either current or conformed to current law. Any contemplated modifications
to an IRS sample form should be thoroughly scrutinized, because any such modifications could
inadvertently cause disqualification. Even when a current IRS sample form is used, a multitude of issues
must be considered in conjunction with the preparation of the trust instrument, such as the following:

The objectives of the settlor in establishing the CRT;
Whether the CRT should be a CRAT or a CRUT;
The identity of the noncharitable and the charitable remainder beneficiaries;
The naming of current and successor trustees;
The assets that will fund the CRT, and whether they will include unmarketable assets, which will
subject the trust to special valuation rules;
The amount of the annual annuity or unitrust payment to the noncharitable beneficiaries;
The amount and availability of a charitable income, gift, and estate tax deduction;
Whether the transfer to the CRT is complete for gift tax purposes and whether the trust or any
portion of it will be included in the settlor's estate;

Compliance with the minimum (5%) and maximum (50%) payment requirements applicable to
annuity and unitrust payouts;
Compliance with the 10% remainder interest requirement, and the 5% probability of exhaustion rule
generally applicable to CRATs payable for life;
The inclusion of various available alternative provisions, such as the testamentary power of the
settler to revoke a noncharitable beneficiary's annuity or unitrust interest, the ability to provide a
substitute charitable remainder beneficiary, or to allow the allocation or "sprinkling" of the annuity or
unitrust payments; and
If the trust is a CRUT, whether the trust will be what is commonly known as a "NICRUT," a
"NIMCRUT," or a "flip CRUT," and if so, whether post-contribution capital gain should be allocated
to income.

Background on IRS sample CRTforms
To stem the deluge of requests for private letter rulings, the IRS originally published sample GRAT and
CRUT forms in 1989 and 1990 through a series of Revenue Procedures. 5 These Revenue Procedures
contained the assurance that if a trust includes provisions "substantially similar" to those in one of the
sample forms, the IRS will recognize the trust as meeting all the requirements of a CRT, provided the trust
operates in a manner consistent with the terms of the trust instrument and is otherwise valid under local
law.6
The sample forms, however, were bare-boned documents that were not designed to promote flexibility or
maximize the tax benefits otherwise available to the settler. The Revenue Procedures also did not contain
explanatory notes or alternative provisions, which had the effect of deterring the use of alternate provisions
because the safe harbor protection otherwise applicable would be forfeited if the trust document was not
substantially similar to the IRS sample form. Moreover, given the multitude of statutory and regulatory
changes since 1989 and 1990, the original IRS sample forms became obsolete and needed updating.7

Issuance of updated sample GRAT and CRUTforms. On 8/1/03, the IRS issued eight Revenue
Procedures containing eight sample CRAT forms. 8 Sections 4, 5, and 6 of each of these Revenue
Procedures contain, respectively, a sample trust form, annotations to provisions of the sample form, and
annotated alternative provisions, which greatly improve and expand the guidance found in the Revenue
Procedures originally issued by the IRS. 9
On 8119/05, approximately two years after it issued the updated sample GRAT forms, the IRS issued eight

Revenue Procedures setting forth updated sample CRUT documents. The Revenue Procedures
containing the new sample CRUT forms closely mirror those issued in 2003 for CRATs. Thus, sections 4,
5 and 6 of each of the Revenue Procedures for the new sample CRUT forms contain, respectively, a
sample trust form, annotations, and various annotated alternative provisions. Furthermore, but for
provisions specifically relating to the inherent substantive differences between a GRAT and a CRUT, the
sample forms for both CRATs and CRUTs contain the same basic provisions intended to ensure
qualification under Section 664 .
Consistent with past practice, the Revenue Procedures state that the IRS will recognize a trust as a
qualified CRT if: (1) the trust operates in a manner consistent with the terms of the trust instrument; (2) the
trust is a valid trust under local law; and (3) the trust instrument (a) is substantially similar to the sample
trust form in section 4 of the Revenue Procedure or (b) properly integrates one or more alternate
provisions from section 6 of the Revenue Procedure into a document substantially similar to the sample
trust forrn in section 4 of the Revenue Procedure.
The IRS sample forms for both CRATs and CRUTs come in one basic form. There are, however, eight
separate variations of the one basic form, which are found in the eight separate Revenue Procedures that
have now been issued for both CRATs and GRUTs. The sample forms vary based on whether: (1) the trust
is an inter vivos or testamentary trust, (2) there are one or two noncharitable beneficiaries, (3) the
payments in the case of two noncharitable beneficiaries are consecutive, or concurrent and consecutive,
and (4) the payments to the noncharitable beneficiaries are payable for life or a term of years (not to
exceed 20 years). The eight variations of the IRS sample GRAT and GRUT forms and the corresponding
Revenue Procedures containing the forms are summarized in Exhibit 1.

Issues to consider when using IRS sample CRTforms
The IRS sample GRAT and CRUT forms are somewhat minimalistic, as they include the basic provisions
necessary to qualify under Section 664 , but little more. Thus, while the sample forms provide a good
starting point, certain alternative provisions in section 6 of the Revenue Procedures should, in virtually
every case, be integrated into the sample trust forms. When considering such alternative provisions, the
explanatory notes in sections 5 and 6 of the Revenue Procedures are particularly helpful and should be
reviewed carefully in drafting a GRAT or CRUT. These sections, which analyze the law underlying the
provisions of the sample forms and the alternative provisions, provide substantial drafting assistance and
should prevent inadvertent errors.

The safe harbor protection of the Revenue Procedures is available only if a trust document is "substantially
similar" to the sample trust form or properly integrates one or more alternative provisions. Although
"substantially similar" is not defined, the IRS sample forms should be able to be reorganized and the
headings changed, provided that the substantive provisions in the sample forms or alternative provisions
are otherwise incorporated into the trust instrument. A drafter of a CRT either must be entirely satisfied
with the terms of the IRS sample form and any alternative provisions that are integrated in it, or must make
only modifications that clearly do not conflict with the requirements of Section 664 .
Obviously, the IRS sample forms and alternative provisions do not include every possible provision that
may apply to a particular situation, in which case specific language tailored to such situation must be

°

incorporated into the sample form.1 Further, the sample forms do not provide any trust administration
provisions governing the powers, duties, responsibilities and compensation of the trustee, or provide for
spendthrift trust protection, which otherwise must conform to applicable state law and not be inconsistent
with or violate the requirements of Section 664.

11 In

addition, the safe harbor protection applies only if the

settlor is an "individual or a husband and wife," thereby removing the safe harbor protection where there
are multiple settlors (other than husband and wife)

12 or

the settlor is an entity.

13

The following discussion analyzes some important issues to consider when using the IRS sample forms in
drafting CRTs:
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1. Retaining the testamentary power to revoke the interest of a noncharitable beneficiary. The settlor of a
CRT may retain the power exercisable only by will to revoke the annuity or unitrust interest of any
noncharitable beneficiary. 1 5 This testamentary power of revocation may be extended to both a current and
successor beneficiary, thereby allowing the settlor to cut off the annuity or unitrust interest of a beneficiary
who has been receiving payments during the settlor's lifetime

16 or

a beneficiary who is entitled to begin

receiving payments only upon the settlor's death.1 7 T he IRS sample forms for inter vivas CRTs do not
provide the settlor with such power. However, the alternative provisions for two-life inter vivas CRTs do
contain language providing a testamentary right to revoke the interest of a successor or survivor
beneficiary where the settlor, respectively, holds the sole initial annuity or unitrust interest (i.e., an inter
vivas CRT with two consecutive measuring lives),

18 or

shares the initial annuity or unitrust interest

concurrently with another individual (i.e., an inter vivas CRT with concurrent and consecutive interests for
two measuring Jives). 19
The IRS annotations provide the warning, without more, that the "retention of this right may have gift and
estate tax consequences" and "may cause a portion of the trust to be included in the donor's gross estate

for federal estate tax purposes, even if it would otherwise not be includible." A more detailed explanation is
that the retention of a testamentary power of the settlor to revoke the annuity or unitrust interest of a
noncharitable beneficiary causes the gift of such interest to be incomplete for gift tax purposes, even if a
completed taxable gift has been made to the charitable remainder beneficiary. 20 T herefore, where the
settlor is the initial noncharitable beneficiary, the provision of an annuity or unitrust interest to a successor
beneficiary will not be a completed gift if the settlor retains the power to revoke that interest on his death.
Similarly, a testamentary power to revoke the interest of a current noncharitable beneficiary will avoid a
completed gift,

21 although

a taxable gift does occur in such a case when annuity or unitrust amounts are

actually paid to the beneficiary during the settlor's lifetime.
While the testamentary revocation power prevents a completed gift from occurring, such a power causes
all or a portion of the trust to be includable in the settlor's estate,

22 subject

to an estate tax charitable

deduction for the value of the remainder interest passing to charity. With the foregoing background, the
following points should be considered:
. Where the donor is the initial annuity or unitrust recipient, which causes estate tax inclusion of all or a
portion of the CRT in any event, there is generally no advantage to making a completed gift to a successor
beneficiary at the time the CRT is originally funded. In this case, a testamentary power to revoke the
interest of a successor beneficiary generally should be incorporated into the IRS sample trust form to avoid
a taxable gift from occurring upon the funding of the CRT.
. Even where the spouse is the sole successor beneficiary to the settlor (in which case a marital deduction
is available),

23 a

power to revoke the spousal interest provides the settlor with additional flexibility in the

event of a divorce-especially since the marital deduction is not available if the parties are not married at the
settlor's death. Consequently, even where the spouse is the successor beneficiary, a testamentary power
to revoke the spousal interest generally should be incorporated into the IRS sample trust form.

24

. If the settlor does not retain an annuity or unitrust interest, it may be advantageous-depending on the
circumstances-to have a completed gift occur upon the funding of the CRT, 25 rather than have a potentially
greater value of the trust assets subsequently included in the settlor's estate. In such a case, the
testamentary power of revocation should be avoided.

2. Distribution to charity upon termination of trust. The IRS sample trust forms provide for the designation
of a specifically named charity as the charitable remainder beneficiary if, at the termination of the trust,
such charity is "described in §§170(c), 2055(a), and 2522(a) of the Code" and, if it is not so described, the
trustee has the discretion to distribute the remaining principal and income to "one or more organizations

described in §§170(c), 2055(a), and 2522(a)." There are a number of points to consider with respect to this
provision:
. As the annotations indicate, the trust instrument may provide the settlor with the right to substitute the
charitable remainder beneficiary,

26 or

restrict the charitable remainder beneficiary to an organization

described in Section 170(c) , Section 2055(a) , and Section 2522(a), and grant the trustee or another
person the power to designate the actual charitable remainder beneficiary.

27

Unless the settlor is

absolutely certain as to the identity of the ultimate charitable remainder beneficiary, the alternative
provision providing these rights should generally be integrated into the sample trust document in order to
provide maximum flexibility in determining the ultimate charitable remainder beneficiaries.
. Although the annotations state that the right of the settlor to substitute the charitable remainder
beneficiary will cause the gift of the remainder interest to be incomplete for gift tax purposes,28 they do not
specifically indicate that such a right will cause the CRT to be included in the settlor's estate under Section
2038 . If the settlor (1) retains the sole annuity or unitrust interest, or (2) retains the testamentary power to
revoke the annuity or unitrust interest of all other persons provided with such an interest (whether as a
current or successor beneficiary), the entire value of the trust would necessarily be included in the settlor's
estate where the power to substitute the charitable remainder beneficiary is retained. 29 A charitable estate
tax deduction is available for the value of the charitable remainder interest, as well as a marital deduction
if the surviving spouse is the sole successor annuity or unitrust recipient.

30

. In most situations involving an intervivosCRT, the charitable remainder beneficiary should not be limited
to an organization described in Sections 170(c), 2055(a), and 2522(a), as the IRS sample forms provide.
The reason is that the available income tax deduction in such a case will be based on the assumption that
a private nonoperating foundation-as opposed to a public charity-will be the remainder beneficiary, which
typically results in less favorable income tax consequences to the settlor. 31
As indicated in the alternative provisions, a larger income tax deduction may be available if the charitable
remainder beneficiary is limited to "an organization described in §§170(b)(1)(A), 170(c), 2055(a), and
2522(a)." In that case, because of the added reference to Section 170(b)(1)(A), 32 th e settler's income tax
deduction is based on rules applicable to contributions to a public charity. If the intended charitable
remainder beneficiary is actually a private nonoperating foundation, such as a family foundation, the
reference to Section 170(b)(1)(A) should not be included, despite the less favorable tax benefits that may
result.
. As the annotations make clear, it is not necessary for an organization to be described in Section 2522(a)

or 2055(a) in order for the CRT to be qualified under Section 664 , although a gift and estate tax charitable
deduction will not be available in such a case. Designating an organization described in Section 170(c),
but not in Section 2522(a) or 2055(a) , may be appropriate in a given situation,

33 provided

the

consequences of no charitable estate or gift tax deduction for the settler are taken into consideration.
. Finally, as the annotations point out, the charitable remainder interest need not be limited to one charity,
because the remainder interest may-and in many cases does-pass to more than one qualified charity.
3. Setting the annuity or unitrust payment. By definition, the annual payout for a CRUT is stated as a fixed
percentage of the fair market value ("FMV") of the assets each year, whereas the annuity payout from a
CRAT is the same fixed dollar amount each year regardless of the FMV of the assets. Rather than stating
the annuity as a fixed dollar amount, though, the IRS sample CRAT forms provide for the annual annuity
payout to be based on a percentage of the initial FMV of the assets as finally determined for federal tax
purposes.
This is generally the better practice, particularly where the assets transferred are unmarketable assets
having an uncertain value, because there is assurance that the 5% minimum and 50% maximum annuity
or unitrust payout rules will be satisfied.

34 An

alternative provision is provided for setting the annuity as a

fixed dollar amount, which should be limited to situations where cash or marketable securities are
transferred, in which case there should be no valuation issue.
4. Payment of annuity or unitrust amount in installments. The IRS sample forms provide for equal
quarterly payments of the annual annuity or unitrust amount, although the annotations note that such
amounts may be paid in any number of equal or unequal installments throughout the year. Unequal
installments add administrative burdens and create complexities in valuing the interests provided to the
noncharitable and charitable beneficiaries, so that CRTs rarely provide for unequal payments. The
annotations state that generally, the annuity or unitrust amount must be paid before the close of the tax
year for which it is due. The annotations also refer to the Regulations which allow the annuity or unitrust
amount, in certain cases, to be paid within a reasonable time after the close of the tax year.
5. Sprinkling powers. Generally, if the annuity or unitrust payments are payable to more than one person,
the trust instrument should describe the interest of each person. However, the trust instrument may
provide the trustee of the CRT with the discretion to allocate or "sprinkle" the required annuity or unitrust
payments among designated named beneficiaries or among members of a named class of beneficiaries,
including charitable recipients of such payments. 35 Th e "sprinkling" provision is discussed in the
annotations to the sample forms, and an alternative sprinkling provision is provided. 36

6. Final payment to noncharitable beneficiary. The sample forms provide for the final payment to a
noncharitable beneficiary (i.e., as a result of death) to be prorated, thereby resulting in a payment to the
beneficiary's estate for the period after the last payment and until the beneficiary's death. But, as the
annotations make clear, there is no requirement that the final payment be prorated. To provide for ease of
administration, an alternative provision states that the final payment to the noncharitable beneficiary will be
the regular payment preceding the beneficiary's death. Such a provision, however, does not result in an
increased income tax deduction to the settler, even though the amount flowing to the charitable remainder
beneficiary is increased by the amount of the prorated payment that the beneficiary's estate would
otherwise have received.
7. Qualified contingency. Section 664(f) provides a special rule for a CRT otherwise qualifying under
Section 664 which allows the annuity or unitrust payments to terminate upon the occurrence of a "qualified
contingency." Prior to the enactment of this provision, the IRS had ruled that a trust did not qualify under
Section 664 if the governing instrument provided that the annuity or unitrust payments would terminate
upon the happening of a contingency, even though the result was that the charitable remainder beneficiary
received the remainder interest earlier. The value of the charitable deduction is determined without regard
to the contingency even if the contingency may be capable of valuation. An alternative provision is
provided to integrate a qualified contingency into the sample form.
8. Savings clause for 10% remainder interest rule and 5% probability of exhaustion rule for testamentary
CRATs. The 10% remainder interest requirement applies to both CRATs and CRUTs. Because the value
of the charitable remainder interest in a testamentary CRT cannot be computed until the settler's death,
whether or not the 10% remainder requirement will be met will not necessarily be known when the trust
document is drafted. The reason is that the applicable Section 7520 rate may change substantially before
the settler's death or the settler could die much earlier than anticipated, in which case the interests of the
noncharitable beneficiaries could be much greater than originally anticipated (and the charitable
remainder interest, accordingly, much less than originally anticipated). Nevertheless, the sample forms do
not include savings language for a testamentary CRT necessary to comply with the 10% remainder
requirement. Consideration should be given to integrating the following language in the IRS sample trust
document to address this issue: 37

In the event that the [annuity or unitrust] amount otherwise payable to the Recipient, as
determined upon the death of the testator, causes the value (determined under Section
7520 of the Code) of the remainder interest to be less than 10% of the initial net fair market

value of all property placed in the trust, as is required under Section 664(d)(1)(D) of the
Code , the amount of the [annuity or unitrust] payment shall be reduced to that amount
equal to the maximum amount possible without causing the value (determined under
Section 7520 of the Code) of the remainder interest to be less than 10% of the initial net fair
market value of all property placed in the trust.

Similar to the 10% remainder rule, the IRS sample forms do not provide savings language for a
testamentary GRAT necessary to comply with the 5% probability of exhaustion test. This test generally
applies only to CRATs payable for the life of the noncharitable beneficiary, as set forth in Rev. Rul. 77-374
. 38 Hence,

it is generally advisable that such a testamentary GRAT contain savings language to ensure

compliance with the 5% probability of exhaustion test. This could be accomplished, for example, by adding
the following language to the end of the above savings clause for the 10% charitable remainder
requirement:"... and which will not cause the trust to fail the 5% probability of exhaustion test set forth in
Rev. Rul. 77-374 ."
9. Tax payment clause. If it is possible that all or part of the FMV of the CRT assets will be included in the
settler's estate for estate tax purposes (such as where the settler retains an annuity or unitrust interest
during his lifetime and there are successor annuity or unitrust beneficiaries upon the settler's death), the
trust must contain a tax payment clause which provides that any federal and state taxes be paid from
sources other than the CRT. This clause is included in the sample forms for two measuring lives, and is
discussed in the annotations.

Provisions specific to CRUTs
A CRUT is different from a GRAT in a variety of ways, and the sample CRUT forms take these differences
into account. Unlike a CRAT, which makes the same payments every year, the annual payout for a CRUT
is based on a fixed percentage of the FMV of the trust assets each year and, accordingly, fluctuates each
year. The sample CRUT forms determine the unitrust payout based on a single valuation date on the first
day of each taxable year. Although the annotations indicate that multiple valuation dates may be us ed
(which may balance out fluctuations in value during the year), the majority of CRUTs provide for one
valuation date-typically the first day of the tax year. Unlike a GRAT, which does not permit additional
contributions, a CRUT may either permit or prohibit additional contributions. The sample CRUT forms
allow additional contributions and provide the required language for determining the increase in the
unitrust amount when additional contributions are made.

Net income limitations. Unlike a GRAT, a CRUT may limit the annual distributions to noncharitable
beneficiaries to the actual income of the trust (when the income for any year is less than the fixed
percentage payout amount), and may provide for additional "make-up" payments in future years to make
up for such shortfall (when the income in those future years is greater than the fixed percentage payout
amount).39 T hus, while a GRAT is limited to making a fixed annuity payment to the noncharitable
beneficiary, various alternative payout schemes are available for a CRUT. As a result, a CRUT may be
designed in one of the following formats: (1) a standard CRUT, (2) a net income CRUT with no make-up
provision (known as a "NICRUT"), (3) a net income CRUT with a make-up provision (known as a
"NIMCRUT"), or (4) a NICRUT or NIMCRUT that "flips" to a standard CRUT upon a triggering event
(generally known as "flip" CRUT). 40
NICRUTs and NIMCRUTs. The alternate sample provisions in the Revenue Procedures address and
provide language for a NICRUT and a NIMCRUT. In each case, "trust income" is defined under Section
643 and the applicable Regulations, and is based on fiduciary accounting principles of state law.
Consistent with the Regulations,

41 however,

the annotations note that net income may not be determined

by reference to a fixed percentage of the FMV of the trust property "[e]ven if permitted by applicable state
law."
Moreover, the annotations observe that although certain proceeds from the sale or exchange of trust
assets must be allocated to principal and not to income, other such proceeds may be allocated to income
pursuant to the terms of the trust instrument if not prohibited by state law. Although no alternative provision
is provided, the annotations indicate that a discretionary power to make the allocation may be granted to
the trustee to the extent that the applicable state statute permits the trustee to make adjustments between
income and principal in order to treat beneficiaries impartially.

42

Flip CRUTs. The alternate provisions address and provide language for a flip CRUT, which begins as
either a NICRUT or a NIMCRUT and, upon an allowable triggering event, converts to a standard CRUT,
beginning in the tax year immediately following the triggering event. Flip CRUTs are particularly useful, for
example, where a CRUT is funded with unmarketable assets, or is used for retirement planning, or there is
a need for income following a specific event. As required for a flip CRUT that begins as a NIMCRUT, the
sample trust form contains a provision prohibiting further make-up payments following the conversion to a
standard CRUT. To minimize the effect of the forfeiture of the make-up payments, a provision allowing
post-contribution capital gain to be allocated to trust income should be considered.

Additional issues
Issuance of letter rulings on qualification of CRT. As a result of the publication of the sample forms, the
IRS has discontinued issuing private letter rulings on the qualification under Section 664 of a CRT that
provides for annuity or unitrust payments for one or two measuring lives or a term of years. 43 Similarly, the
IRS will not ordinarily rule on whether a transfer to a CRT described in Section 664 that provides for
annuity or unitrust payments for one or two measuring lives qualifies for a charitable tax deduction under
Section 170(f)(2)(A) , 2055(e)(2)(A) , or 2522(c)(2)(A) .44 W here there are more than two measuring lives
involved, however, an IRS ruling may be obtained. 45
The IRS will also generally rule on whether substantive trust provisions that are not substantially similar to
those in the sample forms adversely affect a trust's qualification as a CRT under Section 664 if it otherwise
qualifies. If a trust instrument is not substantially similar to an IRS sample form, the complexities of a CRT
generally may warrant obtaining a private letter ruling, particularly where large dollar amounts are

involved. While obtaining a ruling causes the settlor to incur additional expense, the cost of disqualification
of the trust after funding will no doubt be substantially greater.
Spousal waiver requirement of Rev. Proc. 2005-24. On 3130105, the IRS issued Rev. Proc. 2005-24 46 in
order to provide a safe harbor procedure to avoid disqualification of a CRT due to the existence of a
spousal right of election under state law. Under Rev. Proc. 2005-24 , if a surviving spouse has a right of
election under state law to receive an elective share of the estate of the settlor of a CRT and such share
could be satisfied in whole or in part from the assets of the CRT, an otherwise qualifying CRT-even if
based entirely on a sample IRSform-will be disqualified retroactively because of the mere existence of
such a right.
This is the case regardless of whether the spousal right exists when the CRT is created, or comes into
fruition later, such as from a change in state law, a change in the settlor's state of residence, or the
subsequent marriage or remarriage of the settlor. Rev. Proc. 2005-24 provides a safe harbor whereby the
right of election will be disregarded if the spouse makes a timely and valid irrevocable waiver of such right
and a copy of the waiver is provided to and retained by the trustee. The failure to obtain a spousal waiver
for a CRT created on or after 6/28/05 will cause the CRT to fail to qualify from the date of its creation,
whether or not the right of election is ever exercised.

47 Of

note is that, although the sample CRUT forms

were issued nearly five months after the issuance of Rev. Proc. 2005-24 , the Revenue Procedures
containing the new sample forms make no mention of the safe harbor requirements of Rev. Proc. 2005-24

and do not provide any sample waiver language.

Conclusion
The updated Revenue Procedures containing sample trust forms, alternative provisions, and annotations
provide invaluable guidance and assistance in drafting CRATs and CRUTs, as well as safe harbor
protection that the trust will be a qualified CRT under Section 664 . Although the sample trust forms
provide a good starting point, many of the alternative provisions should be integrated into the trust
document. In addition, because the safe harbor protection applies only where the trust document is
substantially similar to an IRS sample trust form or where the document integrates one or more alternate
provisions, any modifications made by a drafter of a CRT must be clearly consistent with Section 664, or a
private letter ruling should be obtained.

PRACTICE NOTES
Because the safe harbor protection applies only where the trust document is substantially similar to an IRS
sample trust form or where the document integrates one or more alternate provisions, any modifications
made by a drafter of a CRT must be clearly consistent with Section 664, or a private letter ruling should be
obtained.

Exhibit 1. IRS Sample CRTForms
Variation of Basic

Form
Revenue Procedure
CRAT

Inter Vivos for One Life: Inter vivos trust where
the settlor, or an individual designated by the
settlor, is to receive payments for life.

2003-53

CRUT
2005-52

Inter Vivos for Term of Years: Inter vivos trust

2003-54

2005-53

2003-55

2005-54

2003-56

2005-55

2003-57

2005-56

2003-58

2005-57

2003-59

2005-58

2003-60

2005-59

where the settlor, or an individual designated by
the settlor, is to receive payments for a term of
years (up to 20 years).
Inter Vivos for Two Lives, Consecutive Interests:
Inter vivos trust where the settlor, or an individual
designated by the settlor, is to receive payments
for life and if he is survived by a designated
individual, that individual then receives the
payments for life.
Inter Vivos for Two Lives, Concurrent and Consecutive
Interests: Inter vivos trust where the settlor, or an
individual designated by the settlor, and one other
person designated by the settlor, are each to receive
a share of the payments for life, with the total amount
of the payments to be paid to the survivor.
Testamentary for One Life: Testamentary trust to
provide payments for the life of a designated
beneficiary for life.
Testamentary for Term of Years: Testamentary
trust to provide payments for the life of a
designated beneficiary for a term of years (up
to 20 years).
Testamentary for Two Lives, Consecutive
Interests: Testamentary trust to provide payments
for an individual designated by the settlor for life
and if he is survived by a designated individual,
that individual then receives the payments for life.
Testamentary for Two Lives, Concurrent and
Consecutive Interests: Testamentary trust to
provide payments for two designated beneficiaries,
who each receive a share of the payments for life,
with the total amount of the payments to be paid
to the survivor.

1

Rev. Proc. 2005-52, 2005-34 IRB 326 ; Rev. Proc. 2005-53, 2005-34 IRB 339 ; Rev. Proc. 2005-54,

2005-34 IRB 353 ; Rev. Proc. 2005-55, 2005-34 IRB 367 ; Rev. Proc. 2005-56, 2005-34 IRB 383 ; Rev.
Proc. 2005-57, 2005-34 IRB 392; Rev. Proc. 2005-58, 2005-34 IRB 402; Rev. Proc. 2005-59, 2005-34
IRB 412.

2 The

IRS initially announced its intention to issue updated sample CRAT and CRUT forms in Notice

2000-37, 2000-2 CB 118 .

3 Although

certain substantive issues regarding CRTs are addressed here, a complete analysis of such

issues and citations to relevant legal authority is beyond the scope of this article. For an extensive study
and analysis of the requirements for a CRT and related citations to relevant legal authority, see Chapter
23 ("CharitableRemainderTrusts") of Charitable Giving and Solicitation (Warren, Gorham & Lamont of
RIA), a treatise written by this author.

4 See,

e.g., Ltr. Rul. 8235050, where the IRS concluded that "general provisions stating that the granter

or testator intends to create a charitableremaindertrust and incorporating by general reference all
necessary requirements of the Internal Revenue Code and regulations will not, by itself, be sufficient."
See also Ur. Rul. 8421007 (reaching the same conclusion).

5

Rev. Proc. 89-20, 1989-1 CB 841 ; Rev. Proc. 89-21, 1989-1 CB 842; Rev. Proc. 90-30, 1990-1 CB

534 ; Rev. Proc. 90-31, 1990-1 CB 539 ; Rev. Proc. 90-32, 1990-1 CB 546 .

6

If a CRT otherwise meets all the requirements of Section 664 , the failure to comply with the formalities

of the trust will result in disqualification of the trust under Section 664 . The leading case in this area is
Atkinson, 115 TC 26 (2000), aff'd 90 AFTR 2d 2002-6845 309 F3d 1290 (CA-11, 2002).

7 See,

e.g., Van Dolson, "The Need to Update IRS' Sample CharitableRemainderTrustForms," 27 ETPL

414 (Nov. 2000); Notice 2000-37, supra note 2. A number of provisions in the original IRS sample trust
forms needed updating. For example, the prior sample forms made no reference to the 50% maximum
annuity or unitrust payout limitation or the 10% minimum charitable remainder interest requirement,
which were contained in the Taxpayer Relief Act of 1997. Because flip CRUTs were not sanctioned by
the IRS until Regulations allowed their use for CRUTs created after 12/9/98, the sample forms did not
provide language for a flip CRUT or address the allocation of post-contribution capital gain to trust
income. The sample forms made no mention of the valuation of unmarketable securities, which may
now be performed by an independent trustee or a qualified appraiser. The sample trust forms also did
not address the timing of annuity or unitrust payments, which, if made after the close of the tax year, can
cause disqualification of the trust under Section 664 under Regulations issued in December

8

1998.

Rev. Proc. 2003-53, 2003-2 CB 230 ; Rev. Proc. 2003-54, 2003-2 CB 236 ; Rev. Proc. 2003-55,

2003-2 CB 242; Rev. Proc. 2003-56, 2003-2 CB 249; Rev. Proc. 2003-57, 2003-2 CB 257; Rev. Proc.
2003-58, 2003-2 CB 262; Rev. Proc. 2003-59, 2003-2 CB 268; Rev. Proc. 2003-60, 2003-2 CB 274.

9 The

new Revenue Procedures represent the first time the IRS has provided explanatory notes and

alternative provisions with the issuance of sample CRTforms. Prior to the issuance of the original
sample CRTforms in 1989 and 1990, the IRS issued Rev. Rul. 72-395, 1972-2 CB 340 , which included
mandatory and optional sample trust provisions, discussions of alternative provisions, and
comprehensive explanations which referenced applicable provisions of the Code and Regulations. This
Revenue Ruling was not in the form of a sample trust form and, as such, did not expressly provide a safe
harbor for qualification under Section 664 .

10 In

this regard, see section 3 ("Scope and Objective") of the Revenue Procedures. Although the IRS

ordinarily does not issue private letter rulings on the qualification of a CRT that provides for annuity or
unitrust payments for one or two measuring lives or a term of years, it will rule on whether substantive
trust provisions that are not substantially similar to those in the IRS sample forms adversely affect a
trust's qualification under Section 664. Where there are more than two measuring lives, the IRS will
issue a ruling on the qualification of a CRT. See discussion below under "Issuance of letter rulings on

qualification of CRT."

11 The

Revenue Procedures provide that "the trust instrument may contain other administrative

provisions relating to the trustee's duties and powers, as long as the provisions do not conflict with the
rules governing charitableremaindertrusts under §664 and the regulations thereunder." In Rev. Rul.
77-58, 1977-1 CB 175, the trust instrument did not address the powers, duties, and responsibilities of
the trustee, and thus, otherwise applicable state law empowered the trustee to invade the trust for the
benefit of the donor and the beneficiary. As a result, the IRS ruled that the trust did not qualify under
Section 664 because it could be invaded for the noncharitable recipient, violating the rule that limits
payments to a noncharitable recipient to only annuity or unitrust payments. The IRS sample trust forms
now include a provision under the governing law section whereby "the Trustee is prohibited from
exercising any power or discretion granted under said laws that would be inconsistent with the
qualification of the trust" as a CRT, which would have prevented the negative outcome in Rev. Rul.
77-58.

12 See,

e.g., Ur. Rul. 9547004.

13 Although

CRTs are generally used for individuals, a CRT can be created by a trust, estate,

partnership, limited liability company, association, company, and a corporation. See Section 7701(a)(1)
, Ur. Ruis. 9205031, 9512002, 9340043, and 199952071.

14 Obviously,

each provision of a CRT should be carefully considered, from both a tax and nontax

perspective.

15

Reg. 1.664-2(a)(4) (GRAT); Reg. 1.664-3(a)(4) (CRUT); see also Rev. Rul. 74-149, 1974-1 CB 157.

16 A

technical argument could be made that where the granter is not the sole initial recipient, the

grantor's retention of a testamentary power of revocation with respect to a noncharitable beneficiary
currently receiving payments for life is for a term measured by the life of the settler rather than the
beneficiary, thereby resulting in disqualification of the trust. This argument would likely be negated by
the fact that the Regulations specifically provide for this testamentary power of revocation and by the
fact that the sample CRTforms allow such power where the settler shares the initial annuity or unitrust
interest with another individual in the context of an inter vivas CRT with concurrent and consecutive
interests for two measuring lives. Moreover, the IRS has ruled favorably on this issue. See, e.g., Ur. Rul.
8120056.

17 For

purposes of determining the allowable charitable deduction for gift and income tax purposes, the

value of the charitable remainder is calculated under the assumption that the settler will not exercise the
power to revoke the noncharitable interests. Rev. Rul. 79-243, 1979-2 CB 343 .

18 In this

case, upon the death of the settler, such interest passes to a designated successor beneficiary,

provided that such successor survives the settler.

19 In this

case, upon the death of the settler, the entire interest is then held by the concurrent beneficiary.

The Revenue Procedures containing the alternative provision for a testamentary revocation power are:
Rev. Proc. 2005-54 (inter vivas CRUT with two consecutive measuring lives); Rev. Proc. 2005-55 (inter
vivas CRUT with concurrent and consecutive interests for two measuring lives); Rev. Proc. 2003-54
(inter vivas GRAT with two consecutive measuring lives); and Rev. Proc. 2003-55 (inter vivas CRATwith
concurrent and consecutive interests for two measuring lives).

20 See

21

Reg. 25.2511-2(b) ; Ur. Rul. 8949061.

Rev. Rul. 79-243, supra note 17. A completed gift does not result in such a case even where a

noncharitable beneficiary has a current interest (whether as a concurrent beneficiary or sole
beneficiary), despite the fact that the value of such an interest over the settler's life (i.e., the period

during which such interest is not subject to revocation) could be computed. Ur. Rul. 8949061 .

22 Estate

tax inclusion would result under Section 2036(a)(2) , as well as Section 2038(a) . See Ur. Rul.

8949061 . The amount of estate tax inclusion attributable to the power to revoke an annuity or unitrust
interest generally equals the value of the trust property necessary to produce the annuity or unitrust
interest being provided to the beneficiary at the settlor's death. See Rev. Rul. 76-273, 1976-2 CB 268
(unitrust interest), and Rev. Rul. 82-105, 1982-1 CB 133 (annuity interest). If the testamentary power to
revoke is actually exercised, so that the charitable remainder beneficiary receives the trust assets upon
the settlor's death, any estate tax inclusion would be offset by a charitable deduction.

23 An

estate and gift tax marital deduction is available only where the spouse is provided the sole annuity

or unitrust interest. Section 2056(b)(8) (estate tax); Section 2523(g) (gift tax).

24 Further,

a provision in a CRT cutting off annuity or unitrust payments to the spouse in the event of a

divorce should qualify as a "qualified contingency," as discussed below under "Qualified contingency."
The IRS has also ruled that a trust provision that causes the termination of the interest of the settlor's
spouse in a CRT upon a divorce will not disqualify the trust under Section 664 . See, e.g., Ur. Rul.
9511029.

25 Such

a determination would involve consideration of many factors, such as (1) the availability of the

settlor's $1 million gift tax exclusion, (2) whether the settlor desires to preserve the gift tax exclusion for
another transfer, (3) the anticipated increase in the value of the trust principal, (4) the tax-exclusive
nature of the gift tax versus the tax-inclusive nature of the estate tax, and (5) the fact that the estate tax
exclusion is currently substantially greater than the gift tax exclusion. For a detailed discussion of this
issue, see Hester and Turner, "Navigating the Transfer Tax Maze of Charitable Life Income Plans," 32

ETPL 32 (May 2005) , and Hester and Turner, "Retaining a Right to Revoke an Interest in a Charitable
Plan," 32 ETPL 26 (June 2005).

26 Unlike

in the case of the right to revoke the annuity or unitrust interest of a noncharitable beneficiary,

which is limited to a testamentary right, the power to substitute charitable remainder beneficiaries may
be exercised during life or at death.

27 See

28

Rev. Rul. 76-7, 1976-1 CB 179; Rev. Rul. 76-8, 1976-1 CB 179.

See Reg. 25.2511-2(b); Rev. Rul. 77-275, 1977-2 CB 346; Ltr. Rul. 8204176; Ltr. Rul. 9326049.

Where the right to substitute the charitable remainder beneficiary is provided to a person other than the
settlor, a completed gift should result, with an offsetting charitable deduction being available under
Section 2522. See Rev. Rul. 78-101, 1978-1 CB 301 , and Rev. Rul. 76-371, 1976-2 CB 305, which
allow a gift tax charitable deduction when the trustee could name the charitable remainder beneficiary.
See also Ur. Rul. 9331015.

29 See,

e.g., Ltr. Rul. 9202033 (entire value of a CRUT was includable in the estate because settlor "will

retain the right to revoke spouse's survivorship interest and the interests of the charitable organizations
named initially and substitute other charities as remaindermen"). Depending on the annuity or unitrust
amount and the Section 7520 rate in effect at the settlor's death, it may be possible for the full value of
the CRT to be included in the donor's estate, even absent the settlor retaining the power to substitute the
charitable remainder beneficiary. See Ltr. Rul. 8020098 (full value of CRAT included in estate because
annuity amount exceeded assumed annual income based on applicable federal rate). In such a case,
the power to substitute the charitable remainder beneficiary will not cause additional estate inclusion,
because the amount included in the donor's estate cannot exceed the value of the CRT.

30 Wh

ere the surviving spouse is the sole annuity or unitrust recipient, the combination of the charitable

and marital estate tax deductions fully offsets the estate tax inclusion. An interesting issue arises where,
for example, the settlor retains the right to substitute the charitable remainder beneficiary, but has not
retained an annuity or unitrust interest or the testamentary power to revoke the annuity or unitrust
interest of the noncharitable beneficiaries. In this case, the provision of the interest to the noncharitable
beneficiaries would be a completed gift upon the funding of the CRT; the estate tax inclusion would be

attributable solely to the retained right to substitute the charitable remainder beneficiary, which woul d
equal the entire value of the assets of the CRT less the value attributable to the interests of the
noncharitable beneficiaries, determined as of the settler's death. See Rev. Rul. 70-513, 1970-2 CB 194
. In such a case, the entire amount included in the settler's estate should be fully offset by a charitable
deduction under Section 2055 , given that such inclusion is attributable solely to the charitable interest in
the CRT. In most cases, though, the settler of a CRT retains either an annuity or unitrust interest or a
testamentary power of revocation, so that estate tax inclusion is generally not limited to the power to
substitute the charitable remainder beneficiary.

31 The

mere possibility that a private nonoperating foundation will be the charitable remainder

beneficiary subjects the charitable income tax deduction to the limitations applicable to private
foundations. Rev. Ruf. 79-386, 1979-2 CB 109 . Where a specifically named public charity is irrevocably
designated as the beneficiary, however, the fact that an alternative remainder beneficiary is not limited
to a public charity may not trigger the private foundation restrictions on income tax deductibility. See
Rev. Rul. 76-307, 1976-2 CB 56 .

32 The

listing of qualified charitable organizations under Section 170(b)(1)(A) does not include private

nonoperating foundations.

33 In

Rev. Rul. 77-385, 1977-2 CB 331 , for example, one of the remainder beneficiaries was a cemetery

corporation described in Section 170(c)(5), thereby making it a qualified remainder beneficiary.
Because, however, it was not described in Section 2055(a) , the value passing to the cemetery
corporation did not qualify for a charitable estate tax deduction.

34 For

example, if the value of the assets to be transferred is thought to be $2 million and an annual

annuity of $100,000 is desired, the annuity would be expressed as 5% of the initial net FMV as finally
determined for federal tax purposes. That way, if the initial net FMV is ultimately determined to be $3
million, the annual annuity will be $150,000 ($3,000,000 x 5%). Had the annuity been expressed as a
specific dollar amount of $100,000 rather than based on 5% of the initial FMV, the $100,000 annuity

payment would then equal only 3.33% ($100,000/$3,000,000) of the initial net FMV of the trust assets.
As a result, the trust would not meet the minimum 5% payout requirement and so would not qualify
under Section 664 .

35 In

this context, it is imperative to recognize that a CRT may not be subject to a power to alter the

amount to be paid to any named person other than an organization described in Section 170(c) if such
power would cause any person to be treated as the owner of the trust or any portion of it. See Reg.
1.664-3(a)(3)(ii) ; Ur. Rul. 9052038 ; Ur. Rul. 9801013 . Thus, if the settlor, or any other person who is
not independent, is named as a trustee of a CRT that contains a power to affect the beneficial enjoyment
of the income distributions (such as a "sprinkling power"), the trust will not qualify under Section 664 .
Reg. 1.664-3(a)(3)(ii) .

36 The

se provisions are found only in the Revenue Procedures for term-of-years CRATs and CRUTs.

Because an individual cannot receive an annuity or unitrust payment based on the life of another
individual, a CRT containing a trustee power to allocate or "sprinkle" the annuity or unitrust payments
should have a term that is measured based on the life of the last surviving noncharitable beneficiary or a
term not to exceed 20 years.

37 Because

this language is not contained in the IRS sample forms or the alternative provisions, the

inclusion of this language technically forfeits the safe harbor protection of the Revenue Procedures.
Because this language is consistent with the requirements of Section 664 , though, the inclusion of this
language should not affect the status of a trust as a qualified CRT.

38

1 977-2 CB 329.

39

The use of a net income limitation is particularly helpful when the property contributed to the trust is

not liquid and the income it produces is substantially less than the standard unitrust payment, but the
expectation is that the property will be sold or will produce significant income in the future.

40

The IRS refers to a "flip" CRUT as a "combination of methods" unitrust. Reg. 1.664-3(a)(1)(i)(c).

41 Reg.

42 Any

1.664-3(a)(1)(i)(b)(3) .

pre-contribution gain with respect to property contributed to a NICRUT and NIMCRUT may not be

allocated to trust income.

43 See,

44 Rev.

e.g., Rev. Proc. 2005-3, 2005-1 IRB 118 , section 4.01(37); Ur. Rul. 944501O .

Proc. 2005-3, supra note 43, section 4.01(17), (44), and (48), respectively. See also Rev. Proc.

2005-3 , section 4.01(38).

45

See, e.g., Ur. Rul. 200150019.

46 2005-16

IRB 909. For an analysis of the Rev. Proc., see Schlesinger and Goodman, "Charitable

Giving: Charitable Planning Update," 32 ETPL 49 (Nov. 2005).

47 The

issuance of Rev. Proc. 2005-24 created quite a stir, and a number of groups and practitioners

have written the Treasury Department and the IRS urging the withdrawal of Rev. Proc. 2005-24 .
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Trustee's Failure to
Administer Charitable
Remainder Unitrust in
Accordance with Governing
Instrument Proves Costly
By Richard L. Fox, Esq." and Joshua D. Headley, Esq.**

In two recently issued private letter rulings, PLR
201714002 and PLR 201714003, the failure of a
trustee to administer a charitable remainder unitrust
(CRUT) in accordance with its governing instrument
caused the trust not to qualify under §664(a), leading
to disastrous tax consequences .1
The trust was determined not to be exempt from income taxes and transfers to the trust did not qualify
for a charitable deduction. And, although it failed to
qualify under §664(a), the IRS ruled that the CRUT
was still classified as a split-interest trust under
§4947(a)(2) and, therefore, subject to the restrictive
private foundation excise tax regime under Chapter 42
of the Code, including the self-dealing and taxable expenditure rules of §4941 and §4945. The fatal flaw in
the administration of these trusts was that the trustee
improperly included capital gain in the computation
of trust income, which was not permitted under the
governing trust instrument or state law. This error
caused the payments to the noncharitable beneficiary
to exceed the amounts otherwise permitted to be paid
under the governing instrument of the CRUT.
• Richard L. Fox is a shareholder and attorney in the Philadelphia office of Buchanan Ingersoll & Rooney PC, where he writes
and speaks frequently on issues pertaining to philanthropic planning.
•• Joshua D. Headley is an associate and attorney in the Wash
ington, D.C. office of Buchanan Ingersoll & Rooney PC.
1 All section references are to the Internal Revenue Code of
1986, as amended, and the regulations thereunder, unless otherwise specified.

These rulings highlight the importance of the
trustee of a charitable remainder trust (CRT) to adhere
to the terms of the controlling governing instrument,
including, but not limited to, paying the proper
amount to tbe noncharitable beneficiary.2 An attorney
drafting the CRT should advise the trustee regarding
the proper administration of the trust and should stress
that the failure to adhere to the governing instrument
of the CRT may result in severe negative tax consequences, including: (i) the loss of income tax exemption under §664(a), (ii) the transfers of assets to the
CRT not qualifying for a charitable deduction, and
(iii) the imposition of substantial private foundation
excise taxes.

CRTs GENERALLY
A CRT is a widely-used charitable planning technique that is often a recommended vehicle for individuals with substantially appreciated capital gain
property, a charitable intent,3 and a need for a stream
of income during their lifetimes. The basic concept of
a CRT involves a transfer of property to an irrevocable trust, the terms of which provide for the payment of an annuity or unitrust amount to the settlor
(or other designated noncharitable beneficiary) for life
or another predetermined period of time up to 20
years. The amount remaining in the CRT after the expiration of the annuity or unitrust payments must be
transferred to one or more qualified charitable organizations or continue to be held in the trust for the benefit of such organizations. Unlike an outright gift to
charity, therefore, a CRT blends the philanthropic in2 Interestingly, apparently in response to the frequency of administrative errors that are committed in the administration of
CRTs and other split-interest trusts, the Department of Treasury
2016-2017 Priority Guidance Plan includes "Guidance under
§§2522 and 2055 regarding the tax impact of certain irregularities
in the administration of split-interest charitable trusts."
3 See Byrle M. Abbin, No More 'Gravy Train': 1997 Law Revisions Dramatically Affect the Economics of CRTs - Only Those
With True Charitable Motivation Should Create Them, 34 Phillip
E. Heckerling Inst. on Est. Plan., Ch. 14 (2000).
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tentions of a donor with his or her financial needs or
the financial needs of others.4

TWO GENERAL TYPES OF CRTs:
CRATs and CRUTs

There is generally no gain recognition on the contribution of appreciated property to a CRT,5 and because it is exempt from income tax, §664(a), the CRT
may sell the transferred property on a tax-free basis
and reinvest the proceeds in other assets. For an inter
vivas CRT, a charitable income tax deduction is available for the present value of the charitable remainder
interest. Therefore, in addition to providing a source
of future payments to the settlor (or to one or more
other or additional noncharitable beneficiaries), the
CRT provides the dual benefit of an upfront charitable
income tax deduction and the tax-free sale of appreciated property by the CRT. While the CRT itself is exempt from income tax under §664(c), the annual annuity or unitrust payments carry out income to the
nonchaiitable beneficiary or beneficiaries based on
specified orde1ing rules under a special four-tier system, generally treating the most highly taxed income of
the trust as being distributed first.6 Therefore, income realized by the CRT, although tax-free to the
CRT, is ultimately taxable, albeit on a deferred basis,
when it passes into the hands of a noncharitable beneficiary of the CRT.7

There are two basic types of CRTs: a charitable remainder annuity trust (CRAT) and a CRUT8. A CRAT
provides for a fixed payment of a specified dollar
amount at least annually to the nonchaiitable beneficiary or beneficiaries. The amount of the annual payment must be equal to at least 5% but not more than
50% of the initial net fair market value (FMV) of all
of the assets transferred to the trust.9 A CRUT provides for a payment at least annually to the noncharitable beneficiai·y or beneficiaries of a fixed percentage
of the FMV of the trust principal revalued on an annual basis. Similai· to the CRAT regime, the fixed percentage for a CRUT must be equal to at least 5% but
not more than 50% of the net FMV of the assets of
the trust as revalued annually. 10 While the amount of
the annual payment under a CRAT is determined upon
the funding of the trust and remains constant throughout its term, the amount of the annual payment under
a CRUT fluctuates from year to year based on the
FMV of the trust assets. When the value of the trust
assets appreciates, unitrust payments will increase,
and when the value of the trust assets depreciates, unitrust payments will decrease.

4 In Estate of Boeshore, 78 T.C. 523 (1982), acq. in result, 19872 C.B. 1, the court specifically noted that donors often de- sire to
mix private objectives with philanthropy and that it is com- mon
for interests in the same property to pass for both charitable and
noncharitable purposes.
5 The exception to this general rule of nonrecognition is when
encumbered property is transferred to a CRT, whereby a bargain
sale will be considered to result, thereby triggering a potential
gain on the contribution. This is the case because the amount of
the indebtedness is treated as an amount realized by the settlor,
even if the CRT does not assume or pay the indebtedness. Reg.
§l.l00l-2(a)(3); PLR 7808016, PLR 7903075. Transferring encumbered property to a CRT is fraught with peril because, in addition to the bargain sale issue, it raises other potential negative
tax consequences, such as grantor trust status (which could cause
the CRT to fail to be tax exempt), unrelated debt-financed income
(which could cause the trust to be subject to a l 00% excise tax on
such income), and self-dealing (resulting in the imposition of excise tax).
6 Reg. §1.664-1(d)(l)(ii).
7 Theoretically, the capital gain realized by the CRT upon the
sale of contributed appreciated capital gain property may never be
passed out to the noncharitable beneficiary for income tax pur-

poses. This would be the case where, subsequent to the contribution of such property, the CRT earns ordinary income each year
equal to or greater than the annual annuity or unitrust payout, in
which case the lower-taxed capital gain income is never passed
out to the noncharitable beneficiary. Typically, however, where appreciated capital gain property is contributed to a CRT, the annuity or unitrust payouts pass out a portion of such capital gain over
time, as a CRT generally doesn't earn sufficient ordinary income
to cover the annuity or unitrust payouts.

Variations of CRUTs Based On
Net-Income Limitation
While CRATs come in one basic form, CRUTs can
take a variety of forms. Under the standard CRUT, the
amount of the payment to the noncharitable beneficiary or beneficiaries is equal to a fixed percentage of
the value of the trust assets revalued on an annual basis. 11 The payment is made even when the net fiduciary accounting income of the trust is less than the
fixed percentage payout amount, in which case a portion of the payment would necessarily come from the
corpus of the trust. When CRTs were first being considered in the context of the Tax Reform Act of
1969,12 the Senate Finance Committee amended the
House bill to allow distributions for both CRATs and
CRUTs to be limited to the net income of the trust,
under the following rationale: "Allowing a charitable
remainder trust to distribute to the income beneficiary
the lesser of the trust income or the stated payout will
8 The statutory framework for CRATs and CRUTs are set forth,
respectively, at §664(d)(l) (annuity trust) and §664(d)(2) (unitrust). The IRS has issued model CRATs and CRUTs in series of
Revenue Procedures. See Rosepink and Bradley, 865 T.M., Charitable Remainder Trusts and Pooled Income Funds, Worksheet 2.
9 §664(d)(l)(A). Reg. §1.664-l(a)(l)(i).
10 §664(d)(2)(A); Reg. §1.664-l(a)(l)(i).
11 §664(d)(2)(A); Reg. §1.664-l(a)(l)(i).
1 2 Pub. L. No. 91-172.
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prevent a trust from having to invade corpus when the
income for a year is below that originally contemplated.'' 13
The Conference Committee, without explanation,
applied this income limitation only to CRUTs. In the
context of CRUTs, but not CRATs, therefore, the trust
document may contain a provision limiting the distribution to the income of the trust in any year in which
the net income is less than the fixed percentage payout amount otherwise required to be distributed if the
trust were a standard CRUT1.4 The net income limitation has resulted in the following variations of the
standard CRUT:
• Net income CRUT with make-up provision
(NIMCRUT): A NIMCRUT pays a fixed percentage of the value of trust assets each year or, if
less, the net income of the trust for the year, with
any deficiencies due to the income limitation to be
made up in later years to the extent the trust net
income exceeds the amount determined using the
fixed percentage payout rate.
• Net income CRUT with no make-up provision
(NICRUT): ANICRUT pays a fixed percentage of
the value of trust assets each year or, if less, the
net income of the trust for the year. Any deficiencies due to the income limitation are not made up
in later years, however, even if in later years the
trust net income exceeds the amount determined
using the fixed percentage payout rate.
• A NICRUT or NIMCRUT that flips to a standard
CRUT (FLIP CRUT): A FLIP CRUT begins with
a net income limitation, in the form of either a NICRUT or a NIMCRUT, and then, upon the occurrence of a permissible triggering event, flips to a
standard unitrust1 5 and, therefore, upon the flip,
makes payments based on the fixed percentage
payout rate without regard to the trust's net income.
For purposes of calculating the available charitable
tax deduction, the calculation of the value of the remainder interest passing to charity under a NICRUT
or NIMCRUT is made without regard to the fact that
the annual distributions to the noncharitable beneficiary may be limited in those years in which the net
income of the trust is less than the fixed percentage
13 U.S. Code Congressional and Administrative News, 91st
Cong, Pub. L. No. 91-172, S. Rep't, p. A-477. NICRUTs and
NIMCRUTs are permitted under §664(d)(3).
14 A net income limitation may be particularly useful when the
property contributed to a CRUT is not liquid and the property is
unproductive or the income that it produces is substantially less
than the standard unitrust payment, but it is anticipated that the
property will be sold or produce significant income in the future.
15 FLIP CRUTs are authorized under Reg. §l.664-3(a)(l)(i)(c).

payout amount otherwise required to be distributed.
As a result, the available charitable income tax deduction for the funding of a NICRUT or NIMCRUT is
not reduced by virtue of the net income limitation, although such limitation may result in the charitable remainder beneficiary ultimately receiving more funds
(and the nonchaiitable beneficiary ultimately receiving less funds) than when, as in the case of a standard
CRUT, distributions are not subject to a net income
limitation.1 6

Inclusion of Capital Gain in Trust
Income of NIMCRUT
As a threshold matter, any allocation of capital gain
to income in the context of a NIMCRUT must be in
accordance with the rules applicable to CRTs under
§664. Otherwise, an allocation of capital gain to income will result in the disqualification of the NIMCRUT. The applicable CRT regulations provide that
the income of a NIMCRUT should generally be determined pursuant to the statutory and regulatory requirements of §643. Under §643(b), the term "income" means the amount of the income of the trust
determined "under the terms of the governing instrument and applicable state law." With respect to the allocation of capital gain realized by a NIMCRUT to
trust income, Reg. §1.664-3(a)(l)(i)(b)(3) specifically
provides as follows:
Proceeds from the sale or exchange of any
assets contributed to the trust by the donor
must be allocated to principal and not to
trust income at least to the extent of the fair
market value of those assets on the date of
their contribution to the trust. Proceeds from
the sale or exchange of any assets purchased
by the trust must be allocated to principal
and not to trust income at least to the extent
of the trust's purchase price of those assets.
Except as provided in the two preceding sentences, proceeds from the sale or exchange
of any assets contributed to the trust by the
donor or purchased by the trust may be allocated to income, pursuant to the terms of the
governing instrument, if not prohibited by
applicable local law. A discretionary power
to make this allocation may be granted to the
trustee under the terms of the governing instrument but only to the extent that the state
16 This may also limit the charitable income tax deduction if the
unitrust recipient contributes his or her net income unitrust interest to charity because the value of the contributed interest will be
based, not on the unitrust payout percentage, but on the rate published by the IRS to detennine the value of a fiduciary income interest. See generally Rev. Rul. 86-60, 1986-1 C.B. 302.
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statute permits the trustee to make adjustments between income and principal to treat
beneficiaries impartially.
Under the foregoing provision, it is permissible under §643 for a trustee of a NIMCRUT to be granted a
discretionary power to allocate to trust income capital
gain realized on assets purchased by the trust to the
extent such an allocation would be permitted under
state law. In addition, if permitted by state law, a
trustee may have a discretionary power under such
provision to allocate to trust income capital gain income realized with respect to such transferred assets
attributable to appreciation occurring subsequent to
the transfer. The two categories of capital gain income
- i.e., capital gain realized on assets purchased by
the trust and capital gain income on appreciation of
assets transferred to the trust subsequent to the transfer - are commonly referred to as "post-contribution
capital gain." Of note is that Reg. §1.6643(a)(l)(i)(b)(3) did not become final until December
30, 2003 and, according to the preamble to the regulations, the discretionary power to allocate postcontribution capital gain to trust income only to the
extent permitted under state law "is applicable to
trusts created after January 2, 2004." 17
Even prior to the Reg. §1.664-3(a)(l)(i)(b)(3) becoming final, the IRS had privately ruled that a discretionary allocation of post-contribution capital gain
to the trust income pursuant to the governing instrument of a NIMCRUT and state law was permissible
for federal income tax purposes. In PLR 199907013,
the IRS approved a trust provision that gave the
trustee discretion to allocate to trust income some or
all of post-contribution capital gain realized by the
trust on the disposition of certain assets. Under the applicable state law in the ruling, capital gain income
was generally required to be allocated to principal.
However, state law also provided that if a trust instrument "gives the trustee discretion in crediting a receipt or charging an expenditure to income or principal or partly to each, no inference that the trustee has
improperly exercised discretion arises because the
trustee has made an allocation contrary to a provision
of State law." The IRS ruled that under the terms of
the governing instrument and the applicable state law,
it was permissible for the trustee to allocate capital
gain income occurring after the trust held the assets to
trust income. Thus, a discretionary allocation of capital gain income to trust income in this ruling was determined not to affect the qualification of the tmst under §664. Therefore, the IRS stated that "under the
terms of Trust's governing instrument and applicable
local law, trust income may include the appreciation
17

See also Reg. §1.664-3(a)(l)(i)(b)(3) (last sentence).

in certain Trust assets that occurred since Trust held
those assets."

Application of §4947(a)(2) to CRTs
Although exempt from income taxes under
§664(c)(l), 18 a CRT does not qualify under
§501 (c)(3) and, therefore, is not exempt from tax under §501 (a). As such, a CRT cannot be classified as a
private foundation under §509(a). A CRT is, however,
included within the definition of a "split-interest
trust" under §4947(a)(2) and, as such, is subject to
certain Chapter 42 excise tax provisions otherwise applicable to private foundations. The private foundation excise tax provision can often prove to be quite
troublesome and present certain obstacles in the context of CRTs.
Specifically, §4947(a)(2) provides that a trust that is
not exempt from income tax under §501 (a), not all the
unexpired interests in which are devoted to one or
more §170(c)(2)(B) purposes and which has amounts
in trust for which a charitable contribution deduction
was allowed under§170, §545(b)(2), §642(c), §2055,
§2106(a)(2), or §2522, will be subject to the following private foundation provisions: (1) §507 (relating
to termination of private foundation status); (2)
§508(e) (relating to governing instrument requirements (to the extent applicable to split-interest trusts);
(3) §4941 (relating to taxes on self-dealing); (4)
§4943 (relating to excess business holdings); (5)
§4944 (relating to investments, which jeopardize
charitable purposes); and (6) §4954 (related to taxable
expenditures).
In the absence of proof to the contrary, a trust is
presumed to have amounts in trust for which a deduction was allowed under §170, §545(b)(2), §556(b)(2),
§642(c), §2055, §2106(a)(2), or §2522 if a deduction
would have been allowable under one of these sections.19 During the term of the trust where annuity or
unitrust payments are being made to noncharitable
beneficiaries, a CRT qualifying under §664 is subject
to §4947(a)(2). Under special rules provided under
§4947(b)(3), the excess business holdings rules of
§4943 and the jeopardy investment rules of §4944 do
not apply to a trust otherwise described in §4947(a)(2)
if a deduction was allowed under §170, §545(b)(2),
18 Note, however, that under §664(c)(2)(A), a CRT is subject to
a 100% excise tax on any unrelated business taxable income as
defined under §512.
19 Reg. §53.4947-l(a). See also, e.g., PLR 200009058 ("The
Trust is presumed (in the absence of proof to the contrary) to have
amounts in trust for which a deduction was allowed if a deduction
would have been allowable under those sections."); IRM
7.26.15.2.3(1) ("If a charitable deduction was allowable, it will be
presumed to have been taken and allowed in the absence of proof
to the contrary.").
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§642(c), §2055, §2106(a)(2), or §2522 for amounts
payable under the terms of such trust to every remainder beneficiary but not to any income beneficiary. As
a result, §4943 and §4944 do not apply CRT qualifying under §664 where such a deduction was allowed.

Formalities in the Administration of
CRTs in Accordance With Governing
Instrument
Where a CRT otherwise meets all of the requirements of §664, the failure to comply with the formalities in connection with the administration of the trust
in accordance with its governing instrument may result in disqualification of the trust under §664, causing potentially disastrous results. The leading case in
this area is the Estate of Atkinson v. Commissioner,20
where the settlor of a CRAT, at age 95, funded a CRT
with stock worth approximately $4 million. The trust
provided for annuity payments of $200,000 to be paid
to her for life. Notwithstanding the terms of the
CRAT, the annuity payments were never, in fact,
made to the settlor. The settlor's estate claimed a $3.9
million estate tax charitable deduction,2 1 which the
IRS disallowed on the basis of the trust not complying with the terms of the trust from the date of its creation. In affirming the decision of the Tax Court, the
Eleventh Circuit Court of Appeals stated:
The documents that establish the Atkinson
annuity trust track the CRAT requirements to
the letter. However, the Atkinson annuity
trust failed to comply with the CRAT rules
throughout its existence. Yearly annuity payments to Atkinson were not made during her
lifetime. Accordingly, since the CRAT regulations were not scrupulously followed
through the life of the trust, a charitable deduction is not appropriate.
In response to the taxpayer's argument that the failure to pay annuity payments amounts to nothing more
than a "foot fault" or a minor mistake, the court
stated that "[i]t is not sufficient to establish a trust under the CRAT rules, then completely ignore the rules
during the trust's administration, thereby defeating the
policy interests advanced by Congress in enacting the
rules...." The court emphasized that Congress required strict adherence to the requirements of §664
and, barring such adherence, a complete denial of a
charitable deduction was warranted. Notwithstanding
115 T.C. 26 (2000), ajf'd, 309 F.3d 1290 (11th Cir. 2002).
Because the settlor was the designated noncharitable beneficiary of the annuity payments, the corpus of the trust was required
to be included in her gross estate under §2036. In such a case,
however, an estate tax charitable deduction is allowable for the
value of tl1e remainder interest passing to a qualified charity.
20
21

that the failure to pay the annuity payments in Atkinson in no way injured the charitable remainder beneficiary (in fact, it would have benefitted the charity),
the court disallowed the entire estate tax charitable
deduction claimed by the estate. Thus, even where
there is no harm to the charitable remainder beneficiary, all of the technical requirements and formalities
of a CRT must be followed.

Discussion of PLR 201714002 and
PLR 201714003
Facts
In PLR 201714002 and PLR 201714003, the taxpayer had assets consisting primarily of low basis, nondividend paying stocks. The taxpayer was ad- vised by
his financial planner, as well as his lawyer, who was
recommended by the financial planner, to transfer his
low basis capital assets to a CRUT in or- der to avoid
the imposition of capital gain taxes on the subsequent
sale of those assets by the trust. The tax- payer was also
advised that this arrangement would allow the trust to
sell the stock in the future without incurring capital
gains taxes, and that trust would serve both as an
estate planning vehicle and a chari- table giving
vehicle. In addition, the taxpayer claimed charitable
income tax deductions under §170 upon funding the
trust and for the second and third year of the trust,
when additional transfers were made to the trust by the
taxpayer.
Under the governing instrument of the CRUT, the
taxpayer was named a co-trustee and the initial noncharitable beneficiary of the unitrust payments. The
term of the CRUT was 20 years and, if the taxpayer
died during the term of the trust, a successor noncharitable beneficiary, who was the other co-trustee,
was to receive the unitrust payments for the remainder of the term and become the sole trustee. If the successor noncharitable beneficiary did not survive the 20year te1m, then such beneficiary's spouse was to
become the sole trustee and successor noncharitable
beneficiary for the remaining term.
According to the rulings, the attorney advised the
taxpayer that there would be no gift taxes due upon
the creation of trust because there would be no completed gift to the successor recipient at that time. To
achieve this result, the taxpayer was supposed to retain the right to change the successor recipient. However, when the attorney drafted the trust agreement, he
failed to reserve the taxpayer's right to change the
successor recipients. As a result, the interests of the
successor recipients vested at the time the trust agreement was executed, and the gift to the successor recipients became complete causing gift tax to be due
and owing. However, when gift tax returns were pre-
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pared by the taxpayer's accountant for the year the
trust was created and funded, the accountant relied on
the advice given by the attorney that no gift was made
as result of the property transfers to the trust.
The trust governing instrument provided that the
definition of trust income for purposes of determining
the payouts to the noncharitable beneficiary was "defined in §643(b) of the Internal Revenue Code of 1986
and regulations thereunder." Apparently, there was no
language contained in the trust governing document
either requiring or granting the discretion to the
trustee to allocate any post-contribution capital gain to
trust income and, under the applicable state law, capital gain income was otherwise required to be allocated
to principal, not trust income.
According to the rulings, the taxpayer's financial
planner and attorney "allegedly made a number of
misleading and legally erroneous representations regarding the operation of [the] Trust," including promising the taxpayer that he would receive a guaranteed
fixed percentage annual return on the net fair market
value of trust assets. Relying upon the advice and representations made by the financial planner and attorney, the taxpayer executed the trust agreement.
Apparently, unbeknownst to the taxpayer, and perhaps the drafting attorney as well, the trust was, in
fact, drafted as a NIMCRUT, whereby the trust was
required to pay a unitrust amount each year equal to
the lesser of a fixed percentage of the value of the
trust or the trust income, with any deficiencies resulting from the income limitation to be made up in later
years to the extent the trust income exceeds the
amount determined using the fixed percentage payout
rate. The fixed percentage was not stated in the rulings, but had to be at least equal to the 5% minimum
required payout.
At the recommendation of the financial planner, the
trust assets were invested by the trustees in annuities
and insurance products that the planner was licensed
to sell. These types of investments were apparently incapable of producing trust income sufficient to pay the
fixed percentage payout rate under the trust, which
would have caused the payouts to be limited to trust
income, not the greater fixed percentage payout
amount that the financial planner and attorney represented would be paid.
Based upon the advice of the financial planner and
attorney, contrary to the governing instrument and applicable state law and in an effort to bring the trust income up to the fixed percentage payout amount, the
trustee augmented the trust income by including capital gain income of the trust in the calculation of trust
income. This augmented amount was paid to the taxpayer during the term of the trust for each year that he
was alive, including the year the trust was created and
funded. By improperly allocating capital gain income

6

to trust income for purposes of determining the payouts to the noncharitable beneficiary, the trustee erroneously determined the amount to be distributed to
the taxpayer by improperly including capital gain income in the calculation of trust income. Therefore,
from its creation, the trust was not administered according to the terms of its governing instrument, resulting in distributions having been made to the taxpayer during his lifetime that exceeded the amounts
that were legally permissible.
Following the third year of the term of the trust, the
taxpayer died and the successor noncharitable beneficiary became the sole trustee and sole unitrust recipient. After presumably being advised (by someone
other than the financial planner and attorney involved
in the trust's creation) about the trust's compliance
failures, the trustee petitioned the local court to either
reform or terminate the trust.22 In response to the petition, and despite objections by the State Attorney
General, the court issued a declaration and order determining that trust was void ab initio. The court's order in this regard was contingent on the trust receiving from the IRS a favorable ruling that provides that
such declaration would not result in additional federal
income tax consequences. The court order further provided that, in the event the trust does not receive a favorable ruling from the IRS, the trustee was required
to file a statement to that effect with court, and upon
such filing the trust will be declared to be terminated
and, after payment of all amounts due and owing the
IRS and State Department of Revenue from the assets
of trust, the remaining assets in the trust will be distributed to its unitrust recipient, with no funds going
to the charitable remainder beneficiary. The successor
noncharitable beneficiary died after the date the court
order was issued, and his surviving spouse then became the sole trustee and unitrust recipient.
IRS Rulings Made in PLR 201714002 and PLR
201714003
The IRS ruled that, based on Atkinson, the trust
failed to operate exclusively as a CRT from its creation and throughout its entire existence by virtue of
failing to operate in accordance with its terms by
making distributions in excess of the annual trust income to the noncharitable beneficiary of the trust.
Therefore, from the date of its creation, the trust was
determined not to be a CRT for purposes of §664.
The IRS ruled that the court's order to treat the trust
as void ab initio provided, however, that the IRS confirmed the lack of any additional federal tax conse22 This was done after a number of failed petitions
by the successor beneficiary for the trust to be reformed, to which the State
Attorney General and the charitable remainder beneficiaty objected.
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quences, "would be equivalent to a rescission.'' In
this regard, the IRS noted that in §3.02(8) of Rev.
Proc. 2016-32,3 the IRS announced that the question
of whether a completed transaction may be rescinded
for federal income tax purposes is an area in which
rulings wiII not be issued. Based on Rev. Proc. 20163, and citing Rev. Rul. 80-58 as additional support,24 the IRS concluded that it was unable to provide a favorable ruling that the local court's declaration that the trust was void ab initio would have no
federal tax consequences. Without a favorable ruling
on this issue, the IRS stated, uit appears that Court's
order would default to Trust termination. In that
event, the question becomes whether there are federal
tax consequences for such termination." As such, the
IRS could only determine the tax consequences of the
trust's termination, whereby the remaining trust funds
(after payment of taxes due) would be distributed to
the unitrust recipient, with no funds to be distributed
to the charitable remainder beneficiary.
In making this determination, the IRS stated that
while the trust failed to operate exclusively as a CRT
and thus maintain its tax exemption under §664, it
was nevertheless subject to the split-interest trust rules
under §4947(a)(2) because (1) the trust was not exempt from tax under §501(a), (2) not all of the unexpired interests in the trust were devoted to charitable
purposes, and (3) the trust had amounts in trust for
which a charitable deduction was allowed under§170.
Even though the charitable deduction taken under
§170 was technicaIIy not allowable because the trust
failed to qualify under §664, the IRS stated that because charitable deductions were claimed by the taxpayer under §170 and were not challenged by the IRS,
these deductions were "allowed" for purposes of
§170, under the reasoning of W.rginian Hotel Corp. v.
Helvering.25 In that case, the Supreme Court held that
"allowed" meant that the taxpayer had taken the deduction and the IRS had not challenged it. Noting that
there was "no machinery for formal ailowances of deductions from gross income," the Supreme Court held
that a deduction being claimed and going unchal2016-1 I.R.B. 126, 133.
In Rev. Rul. 80-58, 1980-1 C.B. 181, which did not involve
a trust, the IRS stated that the legal concept of rescission refers to
the abrogation, cancelling, or voiding of a contract that has the effect of releasing the contracting parties from further obligations to
each other and restoring the parties to the relative positions that
they would have occupied had no contract been made. However,
the annual accounting concept requires that one must look at the
transaction on an annual basis at the end of the tax year. That is,
each taxable year is a separate unit for tax accounting purposes.
Therefore, the annual accounting period principle requires the determination of income at the close of the taxable year without regard to subsequent events.
25 319 U.S. 523 (1943).
23

lenged by the IRS is the only way in which a deduction could be "aIIowed."
As a result of the trust being subject to §4947(a)(2),
the IRS ruled that the proposed distribution of trust
assets to the noncharitable beneficiary upon the termination of the trust, "without regard to the interest of
the charitable remainder beneficiary," would result in
excise taxes under §4941 (self-dealing) and §4945
(taxable expenditure), which would require correction,26 in effect, making any such distribution prohibitive. The IRS stated that the trust "may avoid these
chapter 42 [private foundation] taxes by voluntarily
terminating its private foundation status under
§507(a)(1) prior to distribution of assets pursuant to
the court order, under the procedures set forth in
§1.507-l(b)." Such a voluntary termination, however,
as noted in the rulings, triggers a "termination tax"
under §507(c), which could be equal to the entire net
value of the remaining assets.27 Therefore, a voluntary termination of the trust's private foundation status prior to the proposed distribution to the noncharitable beneficiary would not have been a workable solution to the noncharitable beneficiary seeking a
distribution from the trust.
The IRS further noted in the rulings that if a distribution was made to the noncharitable beneficiary in
accordance with the court order prior to the trust voluntarily terminating its private foundation status, such
a distribution "may also be regarded as a willful and
flagrant act giving rise to liability for tax under chapter 42 (as voluntarily, consciously, and knowingly in
violation of chapter 42 and grossly contrary to the
purpose of a split-interest trust ... ),"thereby justifying the involuntary termination of the trust's status as
a private foundation, which also triggers the termination tax under §507(c).
Finally, the IRS ruled that the trust must file income
tax returns and pay any income tax owed, plus interest and penalties, as a trust subject to taxation under
Title 1, Subchapter J of the Code for any tax years
that may remain open under §6501 (a) from the date
of trust's establishment. And because the trust did not
qualify as a CRT under §664 and no distributions, in
any event, were proposed to go to charity, the entire
value of the trust would have been included in the tax-

24

26 Generally, "correction" means undoing a transaction to the
extent possible which, in these rulings, would have required that
the distributions to the nonchaiitable beneficiary be repaid to the
trust.
27 Section 507(c) imposes on a organization voluntarily terminating its private foundation status a tax equal to the lower of: (1)
"the amount which the private foundation substantiates by adequate records or other corroborating evidence as the aggregate
tax benefit resulting from the section 50l(c)(3) status of such
foundation," or (2) "the value of the net assets of such foundation."
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payer's gross estate, with no offsetting estate tax
charitable deduction under §2055.
Given the rulings by the IRS, it is a virtual certainty
that no distribution was ever made by the trust to the
nonchaiitable beneficiary pursuant to the local court
order. Instead, it was likely "back to the drawing
board" for this trust, whereby the trustee would have
likely sought a court order for the termination of the
trust by distributing all of the assets to the charitable
remainder beneficiary or, possibly, a proportionate
distribution of trust assets to the unitrust recipient and
the charitable remainder beneficiary2.8
28 See Richard L. Fox and Jonathan G. Blattmachr, New Valuation Rules for NICRUT!NIMCRUT Early Termination, 43 Est.

CONCLUSION
Recently issued PLR 201714002 and
PLR
201714003 reinforce how importance it is for the
trustee administering a CRT to ensure adherence to
the terms of the controlling governing instrument and
that the failure to do so can lead to potentially disastrous tax consequences. It is equally important for taxpayers to retain advisors who are knowledgeable, experienced, and reputable, given that the financial planner and attorney in these rulings committed major
mistakes and made improper representations, and
gave advice that ultimately resulted in a Ilawed CRT
and a host of tax problems.
Plan. J. 3 (July 2016).
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In order to allow

a

CRAT to qualify under Section 664 when it would otherwise fail the 5%probability of

exhaustion test, the IRS has issued Rev. Proc. 2016-42, which includes

a sample provision containing

specified "qualified contingency" language that, if included in the governing instrument, will not subject

the CRAT to the test.
[pg. 245]
Today's historically low interest rate environment presents substantial obstacles in meeting the
requirements of a charitable remainderannuity trust (GRAT) when the governing instrument provides for
annuity payments payable for one or more measuring lives as opposed to a term of years.1 The culprits
are the 10% remainder interest requirement, which is also applicable to a charitable remainder unitrust
(CRUT), and the 5%probability of exhaustion test that is applied exclusively to a GRAT. 2 Even when a
CRAT meets the 10% remainder interest requirement, it may still fail to meet the 5%probability of
exhaustion test, thereby causing the disallowance of any charitable estate, gift, or income tax deduction
and precluding the GRAT from qualifying as a charitable remainder trust (CRT) under Section 664 .
Indeed, under the current low interest rate environment, it is not possible in many cases to meet the
5%probability of exhaustion test applicable to a GRAT payable over one or more measuring lives, thereby
precluding its use.
In response to those situations where the 5%probability of exhaustion test cannot be met, the IRS has
issued Rev. Proc. 2016-42, 2016-34 IRB 269, which provides a sample provision containing specified
"qualified contingency" language that, if included in the governing instrument of a GRAT, will not subject
the GRAT to the 5%probability of exhaustion test. Therefore, assuming the CRATwould otherwise qualify
under Section 664, including this special provision in a GRAT governing instrument will allow qualification
under Section 664 even when the 5%probability test would not be met and the GRAT
[pg. 246]
would therefore not otherwise qualify under Section 664 . 3
The sample qualified contingency provision provides for the early termination of the GRAT on the date
immediately before the date on which any annuity payment would be made if such payment would cause
the value of the corpus of the GRAT, when multiplied by a specified discount, to be less than 10% of the
value of the initial trust corpus. Upon such early termination, annuity payments otherwise required to be
paid to a noncharitable beneficiary or beneficiaries are discontinued, a distressing prospect for a
noncharitable beneficiary who presumably was relying upon the continuation of such payments. Rev.
Proc. 2016-42 applies an alternative only to meeting the 5%probability of exhaustion test and has no
application to the statutorily prescribed 10% remainder interest requirement. The sample provision
contained in Rev. Proc. 2016-42 supplements the sample forms that the IRS had previously issued for

CRATs.4

BACKGROUND ON 5%PROBABILITY OF EXHAUSTION TEST FOR
CRATS
Unlike payments made under a CRUT, which are reduced when the value of the CRUT assets decrease,
payments under a CRAT are fixed, exposing the assets of a CRAT to exhaustion when the value of the
CRAT assets decline and the annuity payments continue to be made for one or more measuring lives as
opposed to a term of years. When a transfer for a charitable purpose is dependent on performing some act
or the happening of an event, an estate, gift, and income tax charitable deduction is not allowed "unless
the possibility that the charitable transfer will not become effective is so remote as to be negligible." 5 In
Rev. Rul. 70-452, 1970-2 CB 199 , involving a CRT established under the law before the Tax Reform Act
of 1969,6 the IRS ruled that a charitable estate and gift tax deduction are "not allowable where the
probability exceeds 5 percent that the noncharitable income beneficiary will survive the exhaustion of the
fund in which charity has a remainder interest. Any possibility in excess of 5 percent that the contingency
will occur and defeat charity's interest is not considered so remote as to be negligible." The 5% benchmark
in Rev. Rul. 70-452 was derived from Sections 2037 and 2042 , which specify that 5% is the value at which
a reversionary interest will be considered significant.
Based on these principles, the IRS ruled in Rev. Rul. 77-374, 1972-2 CB 329, that in the context of a
CRAT established after the Tax Reform Act of 1969, a charitable estate tax deduction is not allowed where
the probability exceeds 5% that the noncharitable beneficiaries will survive the exhaustion of the trust
corpus in which the charity has a remainder interest. Although Rev. Rul. 77-374 did not address the
income tax charitable deduction, as indicated above, a charitable income tax deduction under Section 170
is also not allowed "unless the possibility that the charitable transfer will not become effective is so remote
as to be negligible," thereby presumably invoking the 5%probability of exhaustion test in determining
whether a contribution to a CRAT is deductible for income tax purposes. Interestingly, the annotations to
the sample CRAT forms previously issued by the IRS provide only that "no deduction will be allowable
under § 2055 or § 2522 if the probability that the trust corpus will be exhausted before the death of the
recipient exceeds 5 percent," making no reference to disqualification of the deduction under Section 170
or the trust as a whole under Section 664 when the 5%probability of exhaustion test is not met.7 Rev. Proc.
2016-42 , however, indicates that the probability of exhaustion test applies equally to the charitable income
tax deduction.

A trust cannot qualify as a CRT under Section 664 unless a deduction for a transfer to the trust "is
allowable under IRC §§ 170, 2055, 2106, or 2522."8 Therefore, when no charitable deduction is
allowable for a transfer to a CRAT, including as a result of the failure to meet the 5%probability of
exhaustion test, the trust will not qualify as a CRT or achieve tax-exempt status under Section 664.
Interestingly, unlike the 10% remainder interest requirement, which is statutorily proscribed by Congress,9
the 5%probability of exhaustion test is basically a creation of the IRS, based on its own interpretation of
when a charity's interest is not considered so remote as to be negligible. In Moor Estate, TCMemo
1982-299 , 10 although the Tax Court upheld the application of the probability of exhaustion test to a GRAT,
it found the probability of exhaustion to be negligible in a case where the GRAT was in fact earning more
than the 7520 rate, and stated that "[c]onsidering all the facts present in this case, there is doubt as to
whether even the 7.63 and 7.09 percent possibilities should not be considered to be negligible. We have
found no case holding percentages this low not to be negligible." The court cited Rev. Rul. 77-374 in a
footnote (fn. 8) in its decision, but only in support of the "position [of the IRS] that a chance of more than 5
percent that the charity will not take is not sufficiently remote to be considered negligible."
The 5%probability of exhaustion test must be evaluated independently of the 10% minimum remainder
interest requirement. This is the case because it is possible to meet the 5%probability of exhaustion test
and fail the 10% minimum remainder interest requirement, and it is possible to fail the 5%probability of
exhaustion test and meet the 10% minimum remainder interest requirement. The
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probability of exhaustion test is not relevant in determining the actuarial value of the charitable remainder
interest in the GRAT, as it is only a measurement of the likelihood that the CRATwill ultimately fail to make
any distribution to the charitable remainder beneficiary because of the exhaustion of the trust corpus prior
to its termination.

APPLICATION OF AN EXHAUSTION TEST TO CHARITABLE
REMAINDER UNITRUSTS
In Rev. Rul. 77-374, the IRS applied the 5%probability test only in the context of a GRAT. Unlike in the
case of an annuity trust, it is extremely difficult to determine at what point the trust corpus of a unitrust will
be completely exhausted.

11 Theoretically,

because a CRUT pays only a specified percentage of the value

of the assets of the trust, the corpus of the trust will never be exhausted, no matter how high the payout

percentage. This is because, unlike in the case of a GRAT where the payments are fixed, as the value of
the corpus of a GRUT decreases, the payments will get smaller. The IRS has indicated, however, that
under certain circumstances, a GRUT's assets may become exhausted at a time when the projected value
of the corpus will be below either a de minimis amount or an amount approximating the annual cost of
administering the unitrust.

12 Thus,

the IRS has stated that the determination of whether to apply the "so

remote as to be negligible" test to GRUTs "should be decided on a case-by-case basis by taking into
account not only the adjusted payout rate, the age of the life beneficiary, and the initial value of the corpus,
but also the type of trustee nominated to manage the unitrust and the anticipated cost of administering the
trust."1 3 Th e IRS has ruled that the 5% exhaustion test does not apply in the case of a GRUT with a net
income limitation, where the payment to the noncharitable beneficiaries is limited to the lesser of the trust
income or the fixed percentage unitrust payout. 14

EFFECT OF LOW INTEREST RATE ENVIRONMENT ON
5%PROBABILITY OF EXHAUSTION TEST
Low interest rates in recent years have greatly limited use of a GRAT as an effective charitable-giving
vehicle, which work best in a high interest rate environment.

15 Unlike

GRATs that are highly sensitive to

interest rate
[pg. 248]
changes, a GRUT has virtually no sensitivity to fluctuations interest rates.
The 5%probability of exhaustion test will never disqualify a GRAT if the applicable Section 7520 rate is
greater than or equal to the percentage used to calculate the annuity payments to the noncharitable
income beneficiary (assuming the annuity payments are made at the end of each year), which, at a
minimum, must be equal to 5% of the value of the assets contributed to the GRAT, and cannot exceed
50% of the value of such assets.

16 The

Section 7520 rate has not exceeded the minimum 5%annuity

payout rate since December of 2007, which has necessitated testing for the probability of exhaustion test
for every GRAT created since that time, often resulting in the failure of a GRAT to qualify under Section
664.

17 At

a Section 7520 rate of 1.80%, for example, the sole life beneficiary of a GRAT that provides for

the payment of the minimum 5% allowable annuity must be at least 72 years old at the creation of the trust
for the trust to satisfy the 5%probability of exhaustion test. 18 This is the case even though the trust in such
a case easily satisfies the 10% minimum remainder interest requirement. This is a harsh consequence

because it is assumed that the GRAT will earn only the Section 7520 rate in effect upon its creation during
its entire term, a conservative assumption that may never ultimately result.

QUALIFIED CONTINGENCY
Section 664(f) provides a special rule for a CRT, including a GRAT, otherwise qualifying under Section
664 that allows for the annuity or unitrust payments to terminate upon the occurrence of a "qualified
contingency." Before the enactment of this provision, the IRS had ruled that a trust did not qualify under
Section 664 when the governing instrument provided that the annuity or unitrust payment would terminate
on the happening of a contingency, notwithstanding the result of the charitable remainder beneficiary
receiving the remainder interest at an earlier time.
A qualified contingency is broadly defined as "any provision of a trust which provides that, on the
happening of a contingency," the annuity or unitrust payments will terminate not later than when such
payments would otherwise terminate under the trust.1 9 T his means that a CRT can provide for early
termination and acceleration of the remainder upon the happening of any event specified in the instrument.
The value of the charitable deduction is determined without regard to the contingency, even when the
contingency may be capable of valuation. A qualified contingency can be any contingency as long as it
does not extend the trust term. Therefore, a GRAT could provide that the first day of the annuity period
shall be the date the property is transferred to the trust and the last day of the annuity period shall be the
date of the noncharitable income beneficiary's death or, if earlier, the date on which the noncharitable
beneficiary obtains a Ph.D. in Mathematics.
While a CRT cannot pay a beneficiary an annuity or unitrust interest over the lifetime of another person, it
may be possible to provide for payments to be made over a noncharitable beneficiary's lifetime with a
contingency, however, that if the donor should die before the noncharitable beneficiary, the payments shall
terminate on the donor's death at which time the trust assets are distributed to the charitable
remainderman. 20

REV. PROC. 2016-42 PROVIDES RELIEF BY USING SPECIFIED
QUALIFIED CONTINGENCY LANGUAGE
Rev. Proc. 2016-42 provides a remedy where the 5%probability of exhaustion test would not otherwise be
met through the use of a "qualified contingency." The Revenue Procedure contains a sample provision for

a qualified contingency that would cause the trust to terminate early, and provides that any GRAT
containing this provision will not be subject to the 5%probability of exhaustion test of Rev. Proc. 77-374.

21

Therefore, the sample provision of Rev. Proc. 2016-42 provides an alternative to satisfying the probability
of exhaustion test for GRATs. Specifically, this provision provides for early termination of the trust, and,
therefore, the discontinuation of any further annuity payments, on the date immediately before the date on
which any annuity payment would be made, if the payment of that annuity amount would result in the value
of the corpus of the GRAT at that time, when multiplied by a specified discount factor taking into account
the number of years that have elapsed since the GRAT's creation, to be less than 10% of the value of the
initial trust corpus.
[pg. 249]
The trust ends, therefore, when the value of the GRAT (after subtracting the next annuity payment), as
discounted, has declined to 10% of the initial value of the trust. Therefore, the fact that the value of the
GRAT (after subtracting the next annuity payment) substantially exceeds the initial trust value, the
termination provision may be triggered after applying the requisite discount factor.
To bring a GRAT within the scope of Rev. Proc. 2016-42, the trust document must contain the following
language:

The first day of the annuity period shall be the date the property is transferred to the trust
and the last day of the annuity period shall be the date of the Recipient's death or, if earlier,
the date of the contingent termination. The date of the contingent termination is the date
immediately preceding the payment date of any annuity payment if, after making that
payment, the value of the trust corpus, when multiplied by the specified discount factor,
would be less than 10 percent of the value of the initial trust corpus. The specified discount
factor is equal to [1/(1+i)]\ where tis the time from inception of the trust to the date of the
annuity payment, expressed in years and fractions of a year, and i is the interest rate
determined by Section 7520 that was used to determine the value of the charitable
remainder at the inception of the trust. The Section 7520 rate used to determine the value of
the charitable remainder at the inception of the trust is the Section 7520 rate in effect for
[insert the month and year], which is [insert the applicable Section 7520 rate].

The Revenue Procedure illustrates the necessary calculation with this example:

[pg. 250]

On January 1, Year 1, Donor transfers property valued at $1,000,000 to Trust, an inter
vivos trust providing for an annuity payment of $50,000 (5 percent of the value of the initial
trust corpus) on December 31 of each year to S for S's life followed by the distribution of
trust assets to Charity. Trust includes the precise language of the sample provision of Rev.
Proc. 2016-42 providing for an early termination contingency and specifies the Section
7520 rate in effect for January, Year 1, which is 3%. But for the early termination provision,
Trust meets all of the requirements of§ 664.

In accordance with this revenue procedure, the IRS will treat the early termination
contingency as a qualified contingency under§ 664(f). Therefore, the early termination
provision does not cause Trust to fail to qualify as a GRAT under§ 664 In addition, Trust
qualifies as a GRAT regardless of whether it passes the probability of exhaustion test on
January 1, Year 1.

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

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

2. ($210,000 - 50,000)

X

[1 / (1 + .03)]1 8

3. $160,000 X (1/1.03) 1 8

0.9708741 8

4. $160,000

X

5. $160,000

X 0.587397

= $93,984

Because the value of the trust corpus ($210,000), when reduced by the annuity payment
($50,000) and then multiplied by the specified discount factor (0.587397), is equal to
$93,984, which is less than 10% of the value of the initial trust corpus ($100,000), the trust
terminates on December 30, Year 18, and the principal and income remaining in Trust
(including the annuity payment for Year 18 that otherwise would have been payable to S)
then must be distributed to Charity.

It is important to note that the contingency formula contained in the Revenue Procedure uses the interest
rate under Section 7520 that was originally used to determine the value of the charitable remainder
interest at the time the CRT was actually created, notwithstanding that such rate may be substantially
different at the time of the determination as to whether the contingency has been triggered. This is
particularly important if Section 7520 rates subsequently rise because the use of a higher Section 7520
rate in applying the contingency formula would otherwise produce a lower discounted value, thereby
increasing the risk of the triggering event occurring. According to Rev. Proc. 2016-42 , the sample
provision is designed to meet three objectives.

22 First,

it is designed to ensure that the tax benefit from the

creation of the CRAT will be available only when there is a significant benefit to charity. Second, it is
designed to ensure that the charitable remainder beneficiary will receive an amount that accords with the
charitable deduction allowed to the donor on creation of the trust. And, finally, the provision is designed to
expose the charitable remainder beneficiary to some, but not all, of the investment performance risk of the
GRAT assets.

CRATS SUBJECT TO REV. PROC. 2016-42
Rev. Proc. 2016-42 applies to a CRAT that:

(1) Is created on or after its effective date, which is 8/8/16.
(2) Otherwise meets all of the requirements of Section 664(d)(1).
(3) Provides for annuity payments that are payable for one or more measuring lives.
(4) Contain in its governing instruments the precise language of the sample provisions of the
Revenue Procedure.

Rev. Proc. 2016-42 further states that a GRAT that contains a substantive provision that is similar to, but
not identical to, the sample provision provided in the Revenue Procedure will not necessarily be
disqualified.

IMPACT OF REV. PROC. 2016-42
The use of the qualified contingency language of Rev. Proc. 2016-42 now permits a GRAT governing
instrument to provide for annuity payments to be made over one or more measuring lives even when the
trust would otherwise be disqualified under Section 664 because of its failure to meet the 5%probability of
exhaustion test.
Noncharitable beneficiaries of a GRAT containing the contingency language of Rev. Proc. 2016-42 face
the possibility, however, that their sought-after lifetime annuity payments may be prematurely terminated
due to a downturn in the value of the GRAT assets that triggers the qualified contingency and the early
termination of the trust. GRAT governing documents that incorporate the contingency provision will also
require trustees to take on additional administrative burdens to determine whether the contingency has
been triggered and face liability to the charitable remainder beneficiaries should they inadvertently fail to
terminate the GRAT upon the occurrence of the triggering event and, therefore, improperly continue to
make the annuity payments.
It should be noted that even when a GRAT does not contain the qualified contingency language of Rev.
Proc. 2016-42 because the 5%probability of exhaustion test is met upon inception or does not apply
because the GRAT has a fixed term up to the maximum 20 years, the GRAT is still subject to early
termination when, as a result of a market downturn and fixed annuity payments being made, the trust
assets are, in fact, actually exhausted during the term of the trust. In such a case, even without the
qualified contingency language of Rev. Proc. 2016-42, the fixed annuity payments would prematurely
terminate because there are simply no more funds available in the GRAT from which to make any further

annuity payments.
The sample contingency language of Rev. Proc. 2016-42 (applicable only to a CRAT having a term based
on a measuring life or lives), however, causes the termination prior to the complete exhaustion of the
CRAT assets if the discounted value of the assets drops to less than 10% of the value of the initial corpus.
Although the 5%probability of exhaustion test may be avoided if the CRAT has a fixed term up to 20 years,
individuals seeking to have the annuity payments made over a measuring life or lives may be willing to risk
the early termination of the CRAT upon the qualified contingency of Rev. Proc. 2016-42 being triggered,
particularly given that the trust will terminate in any event if its trust assets are, in fact, fully
[pg. 251]
exhausted during the term of the trust and, as a result of which, the charitable remainder beneficiary or
beneficiaries would receive nothing.
When a CRAT is being considered, consideration should also be given to using a charitable gift annuity,
which is subject to substantially lesser requirements as to the governing instrument and administration and
is not subject to the 5%probability of exhaustion test. Charitable gift annuities for more than two lives are
not permitted, whereas such payout schemes, as well as a multitude of others, are permitted in the context
of a CRAT. Also, because the required annuity payments represent a general obligation of the charity
issuing the annuity, there is generally little risk that the annuity payments will be discontinued early.

FURTHER CONSIDERATIONS ON USE OF QUALIFIED CONTINGENCY
LANGUAGE
It should be noted that it may not be appropriate to include the qualified contingency language of Rev.
Proc. 2016-42 in an inter vivos CRAT or when the Section 7520 rate is equal to or greater than the annuity
percentage (that is, the percentage of the initial value of the trust that the annuity represents) at the
creation of the CRAT.
In an inter vivos CRAT with a term based on a measuring life or lives, the drafter can calculate at the time
the trust is established, using a commercial program such as Tiger Tables or Number Cruncher, whether
the 5%probability of exhaustion test has been met. If it is not met, the drafter can lower the annuity
percentage (but not lower than 5%) or change the term of the CRAT to a fixed term up to 20 years.
However, doing either of those may not be acceptable to the settler. In fact, in such as case, the settlor

may knowingly violate the 5%probability of exhaustion test and use the contingency language of Rev.
Proc. 2016-42 (in which case the 5%probability of exhaustion test does not apply) if the settlor is
sufficiently confident that the trust's investment return will be sufficiently above the Section 7520 rate used
to value interests in the trust at its inception so that the value of the CRAT, as discounted, will not decline
to 10% of the initial value of the trust (i.e., the contingency event causing early termination under Rev.
Proc. 2016-42 ).
However, if the settlor is reasonably certain as to such investment returns, a CRUT probably should be
considered in lieu of a CRAT. Unlike a CRAT, where the payments are fixed, payments from a CRUT
increase based on increases in the underlying value of the CRUT corpus, thereby allowing the
noncharitable beneficiary to participate in the investment growth of a CRUT. CRATs also do not have the
flexibility offered by CRUTs, which are generally not subject to the 5%probability of exhaustion test 23 and
are permitted to be structured as standard CRUTS, net income CRUTs, net income CRUTs with makeup
provisions, and flip CRUTs.

24

Placing the contingent termination language in a testamentary CRAT may well be appropriate as it will not
be possible to know what the Section 7520 rate will be at death or what mortality table (which also is used
to test for the 5%probability of exhaustion calculation) will then be in use and a formula clause reducing the
annuity percentage to meet the 5% exhaustion test may not be effective because of the required 5%
minimum annuity percentage. If the annuity represents a percentage of the initial value of the trust that is
equal to or less than the Section 7520 rate in effect upon its creation, the trust will never fail the
5%probability of exhaustion test. Of course, for every month since January 2008, the Section 7520 rate
has been less than 5%, which is the minimum percentage that must be paid based on the initial value of
the trust. However, it is likely, if not certain, that the Section 7520 rate will rise above 5% in the future and,
therefore, the annuity percentage could be set at a rate less than the Section 7520 rate, meaning that the
contingent termination language set forth in Rev. Proc. 2016-42 would not be necessary.

CONCLUSION
Rev. Proc. 2016-42 offers a solution to use a CRAT in today's low interest rate environment where it would
otherwise be disqualified under Section 664 because of the inability to meet the 5%probability of
exhaustion test. Because the sample provision required to be used by the Revenue Procedure includes a
contingency that, if triggered, causes the early termination of the CRAT, noncharitable beneficiaries of a
CRAT face the possibility that their sought-after annuity payments may be prematurely terminated due to a

downturn in the market. The sample provision of Rev. Proc. 2016-42 also requires trustees to take on
additional administrative burdens to determine whether the contingency provision has been triggered and
face liability to the charitable remainder beneficiaries should they inadvertently fail to terminate upon the
occurrence of the triggering event.

1 In

Rev. Proc. 2016-42, 2016-34 IRB 269, the IRS stated: "Low interest rates in recent years have

greatly limited use of a CRAT as an effective charitable-giving vehicle." The 5% probably of exhaustion
test does not apply to a CRAT having a set term of years that, under the governing rules, cannot exceed
20 years. Section 664(d)(1)(A) . However, there would be a 100% probability that a fixed term CRAT
would be exhausted if, for example, it was to pay an annuity equal to 30% of the initial trust value for ten
years even if the Section 7520 rate were 20%. Such a trust would fail to qualify under Section 664
because it would fail the 10% minimum value of the remainder requirement under Section 664(d)(1)(D)

2 For

background on charitable remainder trusts and their general requirements, see Fox and

Blattmachr, "New Valuation Rules for NICRUT/NIMCRUT Early Termination," 43 Estate Planning
Journal 3 (July 2016), and "Proposed Regulations Apply Special Basis Rules to Combined Sale of
Interests in Charitable Remainder Trust," 121 JTAX 100 (September 2014). For a complete discussion
of CRTs, including the tax issues associated with the use of these vehicles, see Fox, Charitable Giving:
Taxation, Planning, and Strategies, 2nd Ed. (Thomson Reuters, 2014), Volume 2, Chapter 25. For an
article discussing the tax benefits of CRTs, see Rogers, Blattmachr, and Rivlin, "Charitable Trusts Can
Avoid Loss of Benefits," 18 Estate Planning Journal 292 (September/October 1991). As discussed
further below, theoretically, because a CRUT pays only a specified percentage of the value of the assets
of the trust, the corpus of the trust will never be exhausted, no matter how high the payout percentage.
The IRS has indicated, however, as further discussed below, that under certain circumstances, a
CRUT's assets may become exhausted at a time when the projected value of the corpus will be below
either a de minimis amount or an amount approximating the annual cost of administering the unitrust.

3

This alternative to the 5%probability of exhaustion text was proposed in Parks, Finestone, and Leahy,

"Charitable Remainder Trusts and The Probability of Exhaustion Test," Tax Notes (9/7/15).

4

For a complete discussion of the previously issued sample IRS forms issued for both CRATs and

CRUTs, see Fox, "A Guide to the IRS Sample Charitable Remainder Trust Forms," 33 Estate Planning
Journal 13 (January 2006). For sample CRUTs providing for annuity payments payable for one
measuring life, see Rev. Procs. 2003-53, 2003-2 CB 230 (inter vivos GRAT), and 2003-57, 2003-2 CB
257 (testamentary GRAT). For sample CRATs providing for annuity payments payable for two
measuring lives, see Rev. Procs. 2003-55, 2003-2 CB 242 (inter vivos GRAT) and 2003-59, 2003-2 CB
268 (testamentary GRAT).

5

Regs. 20.2055-2(b)(1) (estate tax), 25.2522(c)-3(b) (gift tax), and 1.170A-1(e) (income tax).

6

Section 664 , which established the legislative regime for a CRAT and a CRUT, was enacted under the

Tax Reform Act of 1969, P.L. 91-172. Under the Tax Reform Act of 1969, Congress made certain
fundamental changes to the tax rules governing charitable giving, including limiting the availability of
charitable tax deductions for transfers of property to a CRT. Before the Tax Reform Act of 1969, a CRT
could be established to provide simply for the payment of all of the trust income to the donor or other
designated noncharitable beneficiary for life or a term of years and for the principal remaining on the
termination of the trust to be paid to the charitable remainderman. An income, gift, and estate tax
charitable deduction was allowed for the value of a remainder interest in a CRT if it was "presently
ascertainable" and the possibility that the charitable transfer would not become effective was "so remote
as to be negligible." This standard led to case-by-case litigation over trust instruments containing
contingencies. See, e.g., Provident Trust Co., 291 US 272 13 AFTR 861 (1934) (deduction allowed for
charitable remainder, which was contingent on the life tenant's death without issue, because evidence
indicated that it was plainly impossible for her to have children because of age and health issues);

Hamilton Nat'/ Bank of Chattanooga, 236 F. Supp. 1005 15 AFTR2d 1373 (DC Tenn., 1965), aff'dper
curiam367 F2d 554 18 AFTR2d 6290 (CA-6, 1966); Merchants Nat'/ Bank of Boston, 320 US 256 31
AFTR 753 (1943); Henslee v. Union Planters Nat'/ Bank & Trust Co., 335 US 595, 37 AFTR 826 (1949);

Estate of Stewart, 436 F2d 1281 27 AFTR2d 71-1614 (CA-3, 1971). The trust instrument could also
authorize the invasion of trust principal for noncharitable beneficiaries if it was governed by an
ascertainable standard, also determined on a case-by-case basis, depending on the facts of each
particular case. See, e.g., Rev. Rul. 54-285, 1954-2 CB 302 ("In view of the foregoing it is held that a

charitable deduction under section 812(d) of the Internal Revenue Code may be allowed on account of
bequests or gifts of remainder i.nterests to charity in cases where the will or instrument authorizes
invasion of corpus for the comfortable maintenance and support of life beneficiaries if (1) there is an
ascertainable standard covering comfort and support, which may be either express or implied, and (2)
the probability of invasion is remote or the extent of the invasion is calculable in accordance with some
ascertainable standard"); Rev. Rul. 70-450, 1970-2 CB 195 ("[i]n order for a charitable remainder
interest to be ascertainable, and hence severable, a power to vary that interest by invasion of corpus
must be limited by a fixed, objective standard calculable in money"); Merchants Nat'/ Bank of Boston,
320 US 256 31 AFTR 753 (1943); and Estate of Sternberger, 348 U.S. 187 (1955).
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Reg. 1.664-1(a)(1)(iii)(a).

Sections 664(d)(1)(D) (GRAT) and 664(d)(2)(D) (CRUT).

10 See

also Ur. Rul. 7908038 .

11 GCM

37770 (11/30/78).

12 /d.

13 /d.

14 Ur.
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discounted present value of the annuity payments and the greater the discounted present value of
interest of the charitable remainder beneficiary, thereby maximizing the charitable income tax deduction
for contributions to a CRAT. In addition, the higher the Section 7520 rate, the more likely it is that the
10% remainder interest requirement and the 5%probability of exhaustion test will be met. For a
discussion of charitable lead annuity and unitrusts, see Fox, "A Guide to the IRS Sample Charitable
Lead Trust Forms, Parts 1 and 2," Part 1: 36 Estate Planning Journal 7 (April 2009); Part 2: 36 Estate
Planning Journal 13 (May 2009).

16 Section

17 Rev.

664(d)(1)(A).

Proc. 2016-42.

18 /d.

19 Section

20 See

664(f)(3) .

Ur. Rul. 9322031 (holding that a provision, which provides for the early termination of the

payments of the unitrust amount to B on the death of C, constitutes a qualified contingency within the
meaning of Section 664(f)(3) . Similarly, an in terrorem clause providing for the termination of annuity or
unitrust payments to a noncharitable beneficiary on such person contesting the donor's will should be
considered a qualified contingency. The IRS has also ruled that a provision in a trust document, which
causes the termination of the interest of the grantor's spouse in a charitable remainder interest due to a
divorce will not disqualify the trust under Section 664 , although reference was not made to Section
664(f)(3) . See Ur. Rul. 9511029 .

21 Rev.

Proc. 2016-42 , section 1.

22 Rev.

Proc. 2016-42, Par. 4.03.

23 As

discussed above, only under unusual circumstances would the probability of exhaustion test be

applied to a CRUT and any such determination would be made on a case-by-case basis. For all intents
and purposes, the 5%probability of exhaustion test does not apply to a CRUT.

24 For

a further discussion of the variations available for a CRUT, see Fox and Blattmachr, "Proposed

Regulations Apply Special Basis Rules to Combined Sale of Interests in Charitable Remainder Trust,"
121 JTAX 100 (September 2014).
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After years of having no statutory or regulatory authority on the issue and IRS guidance that was

inconsistent with regulations governing the calculation of the allowable charitable income tax deduction for
contributions to a charitable remainder unitrust (CRUT) subject to a net-income limitation, section 344 of
the Protecting Americans from Tax Hikes Act of 2015 (PATH 2015), 1 signed by the President on
12/18/2015, amends Section 664(e) to level the playing field in valuing the charitable remainder interest in
the case of an early termination of a net-income CRUT with no make-up provision (NICRUT) and a
net-income CRUT with a make-up provision (NIMCRUT).
Consistent with the methodology for calculating the value of the charitable remainder interest in
determining the available charitable income tax deduction upon the funding of a CRUT having a
net-income limitation, under the amendment made by PATH 2015 to Section 664(e) , the net-income
limitation is disregarded in determining the value of the charitable remainder interest in the case of an early
termination of a NICRUT or NIMCRUT. In light of today's record-low interest rate environment, 2 this
amendment has the potential effect of dramatically increasing the charitable income tax deduction where
the early termination is the result of the unitrust interest being contributed by the noncharitable beneficiary
to the charitable remainder beneficiary.
Although the amendment appears to have the similar effect of increasing the amount to be paid to a
noncharitable beneficiary of the unitrust interest where the early termination is the result of a proportionate
distribution of trust assets to both the noncharitable and charitable remainder beneficiaries, questions
remain as to whether the amendment can actually be relied upon in this context. Without further guidance
in this area from the IRS, taxpayers should act with caution in valuing the beneficial interests of a NICRUT
and NIMCRUT upon their early termination where the assets of the trust are distributed to the
noncharitable and charitable remainder beneficiaries. 3

Background on charitable remainder trusts
A charitable remainder trust (CRT) is a widely used charitable planning arrangement that is often
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recommended for individuals with substantially appreciated capital gain property, a charitable intent, 4 and
a need for a stream of payments during their lifetimes. 5 The basic concept of a CRT involves a transfer of
property to an irrevocable trust, the terms of which provide for the payment of an annuity or a unitrust
amount (i.e., an amount equal to a fixed percentage of the annual value of the trust) to the settlor (or other
designated noncharitable beneficiary) for life or another predetermined period of up to 20 years. The

amount remaining in the CRT after the expiration of the annuity or unitrust payments must be transferred
to one or more qualified charitable organizations or continue to be held in the trust for the benefit of such
organizations. Unlike an outright gift to charity, a CRT, therefore, may blend the philanthropic intentions of
a donor with his or her financial needs or the financial needs of others. 6
Generally, no gain is recognized on the contribution of appreciated property to a CRT, and because it is
exempt from income tax (except to the extent of unrelated business income), the CRT may sell the
transferred property on an income tax-free basis and reinvest the proceeds in other assets. For an inter

vivas CRT, a charitable income tax deduction is available for the present value of the charitable remainder
interest. Therefore, in addition to providing a source of future payments to the settler (or to one or more
other or additional noncharitable beneficiaries), the CRT provides the dual benefit of an upfront charitable
income tax deduction and the tax-free sale of appreciated property by the CRT.
While the CRT itself is exempt from income tax, the annual annuity or unitrust payments carry out income
to the noncharitable beneficiary or beneficiaries based on specified ordering rules under a special four-tier
system, generally treating the most highly taxed income of the trust as being distributed first. 7 Therefore,
income realized by the CRT, although tax-free to the CRT, is ultimately taxable, albeit on a deferred basis,
when and if it passes into the hands of a noncharitable beneficiary of the CRT.
CRATs and CRUTs. Before the Tax Reform Act of 1969 ("1969 Act"),8 a charitable deduction was allowed
even though the charitable remainder interest was contingent, as long as the probability of the charity not
receiving the remainder was sufficiently remote when measured at the time of creation. This standard led
to case-by-case litigation over trust instruments containing contingencies.9
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The trust instrument could also authorize the invasion of trust principal for noncharitable beneficiaries if it
was governed by an ascertainable standard, also determined case by case depending on the facts of each

°

particular case. 1 For purposes of calculating the charitable deduction, notwithstanding that the actual
income to be distributed to the noncharitable beneficiaries could be substantially greater, it was assumed
that the income of the CRT to be distributed to the noncharitable beneficiaries would be 3.5% per year,
which was also the discount rate used in determining the present value of the charitable remainder
interest.

11

Congress perceived certain abuses that could result from this methodology because the assets of the trust
could be invested in a manner so as to maximize the income interest of the noncharitable beneficiary, with

the result that the charitable deduction taken for the present value of the charitable remainder, as
calculated on the basis of the 3.5% income and interest rate assumptions, bore little relation to the present
value of the amount actually received by the charity.

12 Given

the potential to manipulate the income

interest of the noncharitable beneficiary, there was a perceived lack of correlation between the charitable
deductions claimed for transfers to a CRT and the actual amount that the charity ultimately received.
These perceived abuses were summarized in the House Report accompanying the 1969 Act as follows:

The rules of present law for determining the amount of the charitable contribution
deduction in the case of gifts of remainder interests in trust do not necessarily have any
relation to the value of the benefit which the charity receives. This is because the trust
assets may be invested in a manner so as to maximize the income interest with the result
that there is little relation between the interest assumptions used in calculating present
values and the amount received by the charity. For example, the trust corpus can be
invested in high-income, high-risk assets. This enhances the value of the income interest
but decreases the value of the charity's remainder interest. Your committee does not
believe that a taxpayer should be allowed to obtain a charitable contribution deduction for a
gift of a remainder interest in trust to a charity which is substantially in excess of the amount
the charity may ultimately receive. 13

Under the 1969 Act, Congress made various amendments to the Code and added Section 664 , the effect
of which was to create a new and extremely complex set of rules governing charitable deductions for
contributions of remainder interests in trust to charity, intended to assure that the amount actually received
by the charity will accord with the charitable deduction allowed to the donor on the creation of the trust.

14

Under these rules, a deduction for the contribution of a remainder interest in trust to a charity is permissible
only, among other requirements, where the remainder interest is transferred by way of either a GRAT,
which provides a payment of a fixed amount to the noncharitable beneficiary, or a CRUT, which provides
for the payment of a fixed percentage of the trust assets revalued annually. Further, the GRAT and unitrust
cannot be subject to any power to invade, alter, amend, or revoke for the benefit of any noncharitable
beneficiary.
Congress determined that the charitable remainder interest would be protected from abuse if cast in these
prescribed forms as any incentive to manipulate the income stream would be removed, as the payout to
the noncharitable beneficiary is a fixed amount and is not a function of the actual income generated by the
trust. 15 The 1969 Act, under which the private foundation excise tax rules contained in Chapter 42 of the

Code were enacted, also enacted Section 4947, which makes the private foundation excise tax rules,
including the self-dealing rules of Section 4941 , generally applicable to CRTs.
There are two basic types of CRTs available under Section 664 :

(1) A charitable remainder annuity trust (GRAT).
(2) A charitable remainder unitrust (CRUT).

16

A CRAT provides for a fixed payment of a specified dollar amount at least annually to the noncharitable
beneficiary or beneficiaries. The annual payment must be equal to at least 5% but not more than 50% of
the initial net fair market value (FMV) of all of the assets transferred to the trust.

17

A CRUT provides for a

payment at least annually to the
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noncharitable beneficiary or beneficiaries of a fixed percentage of the FMV of the trust principal revalued
on an annual basis. Similar to the CRAT regime, the fixed percentage for a CRUT must be equal to at least
5% but not more than 50% of the net FMV of the assets of the trust as revalued annually.

18

While the annual payment under a GRAT is determined upon the funding of the trust and remains constant
throughout its term, the annual payment under a CRUT fluctuates from year to year based on the FMV of
the trust assets. When the value of the trust assets appreciates, unitrust payments will increase, and when
the value of the trust assets depreciates, unitrust payments will decrease.
Variations of CRUTs based on net-income limitations. While a CRAT comes in one basic form, a CRUT
can take a variety of forms. Under the standard CRUT, the payment to the noncharitable beneficiary or
beneficiaries is equal to a fixed percentage of the value of the trust assets revalued annually. 19

The payment is made even when the net fiduciary accounting income of the trust is less than the fixed
percentage payout amount, in which case a portion of the payment would necessarily come from the
corpus of the trust. When CRTs were first being considered in the context of the Tax Reform Act of 1969,
the Senate Finance Committee amended the House bill to allow distributions for both CRATs and CRUTs
to be limited to the net income of the trust, under the following rationale:

Allowing a charitable remainder trust to distribute to the income beneficiary the lesser of

the trust income or the stated payout will prevent a trust from having to invade corpus when
the income for a year is below that originally contemplated. 20

The Conference Committee, without explanation, applied this income limitation only to CRUTs. In the
context of CRUTs, but not CRATs, therefore, the trust document may contain a provision limiting the
distribution to the fiduciary accounting income (hereinafter "net income") of the trust in any year in which
the net income is less than the fixed percentage payout amount otherwise required to be distributed if the
trust were a standard CRUT. 21 As a result, the governing instrument of a CRUT (but not a CRAT) may limit
annual payments to the lesser of the computed unitrust amount (equal to the specified percentage
multiplied by the annual fair market value of the trust assets) or the trust's net income as defined in Section

643(b).
Such a "net-income" CRUT may, but is not required to, provide for the excess of the unitrust amounts
computed over the net income earned in the trust to be distributed if and when the net income of the CRUT
exceeds the unitrust amount for the year. In other words, the trust may permit a make-up of the shortfall of
the unitrust amounts over the net income. If the trust does not provide for the make-up, it is known as a
net-income CRUT or NICRUT. If it does provide for the make-up, it is known as a net income with makeup
CRUT or NIMCRUT.
The use of a net-income limitation has resulted in the following variations of the standard CRUT:

A NIMCRUT pays a fixed percentage of the value of trust assets each year, or if less, the net
income of the trust for the year, with any deficiencies due to the income limitation to be made up in
later years to the extent the trust net income exceeds the amount determined using the fixed
percentage payout rate.
A NICRUT pays a fixed percentage of the value of trust assets each year, or if less, the net income
of the trust for the year. Any deficiencies due to the income limitation are not made up in later years,
however, even if in later years the trust net income exceeds the amount determined using the fixed
percentage payout rate.
A NICRUT or NIMCRUT that flips to a standard CRUT, known as a FLIP CRUT, which begins with
a net-income limitation, either in the form of a NICRUT or NIMCRUT, and then, upon the
occurrence of a permissible triggering event, flips to a standard unitrust and, therefore, makes
payments based on the fixed percentage payout rate without regard to the trust's net income.

22
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Valuation at trust creation. A taxpayer who during lifetime creates a "qualifying" CRT, i.e., one that meets
the criteria of Section 664, is entitled to a gift tax charitable deduction for the value committed to charity in
the trust, which must be at least 10% when the trust is created or any additional contribution (permitted
only for CRUTs that authorize additional contributions) is made. The estate of a taxpayer who creates one
at death is entitled to an estate tax charitable deduction for the value of the charitable remainder interest,
again if the value committed to charity is at least 10%. In addition, a taxpayer who during his or her lifetime
creates such a trust may also be entitled to a charitable income tax deduction for the value of the charitable
remainder interest.

A key factor, therefore, is the calculation for tax purposes of the value of the charitable remainder. The
principles used in making the calculation are set forth in Section 7520 . For gift, estate tax, and income tax
purposes, the calculation is the same for a standard CRUT and for a net-income CRUT. In all cases, the
charitable deduction is determined based on the assumption that a stated unitrust payout will be made
each year to the noncharitable unitrust recipient, i.e., without regard to the net-income limitation.

23

For charitable income tax deduction purposes, it is assumed, therefore, that notwithstanding the
net-income limitation, the noncharitable unitrust beneficiary will receive the entire amount of the unitrust
payments as though the NICRUT or NIMCRUT were a standard CRUT. Therefore, for purposes of
calculating the available charitable tax deduction, the value of the remainder interest passing to charity
under a NICRUT or NIMCRUT is made without regard to the fact that the annual distributions to the
noncharitable beneficiary may be limited in those years where the net income of the trust is less than the
fixed percentage payout amount otherwise required to be distributed.

24 As

a result, in the case of a

NICRUT and NIMCRUT, the net-income limitation is disregarded and the available charitable income tax
deduction for the funding of a NICRUT or NIMCRUT is, therefore, not affected by the net-income limitation,
notwithstanding that such limitation may result in the charitable remainder beneficiary ultimately receiving
more funds (and the noncharitable beneficiary ultimately receiving less funds) than when, as in the case of
a standard CRUT, distributions are not subject to a net income limitation.
For example, if the unitrust percentage is 5% for a NICRUT or NIMCRUT, the deduction is based upon the
assumption that 5% will be paid to the unitrust recipient each year even if the net-income percentage is
lower (e.g., around 2% as it has been for many of the recent months). In other words, although the
projection, based upon Section 7520 , is that the unitrust recipient will receive less than the unitrust

percentage each year, the deduction is based on the assumption that the unitrust percentage amount will
be paid annually which, of course, would produce a smaller income tax deduction than if the net-income
percentage were used to determine the value of the remainder and, therefore, the charitable deduction.

Valuation at trust's early termination
Because transactions involving a CRT are subject to the self-dealing rules of Section 4941 ,25 where a
CRT is terminated early as a result of the proportionate distribution of trust assets to the noncharitable and
charitable remainder beneficiaries, the IRS has ruled that the charitable remainder beneficiaries must
receive the actuarial present value of their remainder interests, with the remaining funds paid out to the
noncharitable beneficiaries of the trust holding the term interests. 26 Otherwise, an act of self-dealing under
Section 4941 will be considered to have occurred. 27
In Ur. Rul. 200252092 ,28 for example, in the context of addressing
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the self-dealing issue upon the early termination of a CRT, the IRS stated that the "critical question is
whether early termination may reasonably be expected to result in a greater allocation of the trust assets to
the income beneficiary, to the detriment of the charitable beneficiary." The IRS ruled that when the
actuarial values of the shares of the income and charitable remainder beneficiary are determined using the
discount rate in effect under Section 7520 on the date of termination and the methodology under Reg.

1.664-4 for valuing interests in charitable remainder trusts, "the early termination ... will not be to the
detriment of the charitable beneficiary" and, as a result, there will be no act of self-dealing.
Pre-PATH 2015 valuation approach involving distribution of trust assets. In the context of the early
termination of a NICRUT or NIMCRUT resulting from a distribution of trust assets to the noncharitable and
charitable remainder beneficiaries, an issue arises as to how the net-income limitation affects the actuarial
valuation of interests held by the noncharitable and charitable remainder beneficiaries. Given that the
payout by a NIMCRUT and NICRUT is limited to net fiduciary accounting income

29 (subject

to a makeup

payment in the case of a NIMCRUT), special consideration must be given in determining the appropriate
amount of the distribution to a noncharitable beneficiary, because an overpayment to a noncharitable
beneficiary in this context, according to the IRS, results in an act of self-dealing.
Prior to the enactment of PATH section 344, there was no statutory or regulatory authority on the effect of

a net-income limitation on valuing the term and remainder interests in a NICRUT or NIMCRUT upon the
trust's early termination, although private letter rulings did address this issue in the context of a NIMCRUT,
which were equally applicable to a NICRUT.30 Th e IRS rulings provide that the appropriate calculation of
the actuarial value of noncharitable interests in a NIMCRUT must take into account the net-income
provisions, so as to ensure that there is no a greater allocation of assets to the noncharitable beneficiaries.
These rulings, therefore, required the use of a reasonable method for the calculation that does not
inappropriately inflate the value of noncharitable interests to the detriment of the charitable remainder
beneficiary. The rulings stated that "one reasonable method to calculate the actuarial value of the income
and remainder interests" upon the early termination of a NIMCRUT is to use the lesser of the stated
percentage distribution rate of the NIMCRUT or the Section 7520 rate in effect for the month of
termination, with the Section 7520 rate representing the deemed rate of income to be earned by the trust.
31

Using this approach in the current near-record low Section 7520 rate environment has the effect of
dramatically reducing the value of the term interest in a NIMCRUT and NICRUT, thereby resulting in a
much lesser distribution to the noncharitable beneficiary upon an early termination than if the net-income
limitation were not considered.

32 In

Ltr. Rul. 201325021 , for example, the distribution of funds to the

noncharitable beneficiaries upon the early termination of a NIMCRUT, which was to occur in either March
or April 2013, was based on the Section 7520 rate of 1.40% in effect for those months, substantially less
than the unitrust payout percentage provided under the trust. The IRS ruled favorably on the Section 4941
self-dealing issue, stating that as a result of this methodology, "the income beneficiaries are not expected
to receive more than they would during the full term of Trust under the above-described methodology for
valuing their interests in a charitable remainder trust with a net-income make-up feature."
The IRS ruling's approach to valuing the noncharitable term
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interest upon the early termination of a NIMCRUT directly contrasts with the valuation method required
under applicable Treasury regulations for computing the charitable income tax deduction upon the
creation of a NIMCRUT (or a NICRUT). These regulations, which are designed to ensure that the
charitable deduction is not inflated, require the assumption that the NIMCRUT will distribute to the
noncharitable beneficiary an amount based on the stated unitrust percentage distribution rate of the
NIMCRUT, notwithstanding that the noncharitable beneficiary's actual distributions may be less (and
charitable remainder beneficiary's payment more) due to the presence of the net fiduciary accounting

income limitation. 33 T he IRS believes that the noncharitable beneficiaries of a NIMCRUT have a "potential
right" to receive amounts in excess of net income, "a right that is dependent on the happening of events
which are not so remote as to be negligible" and, therefore, for purposes of computing the charitable
income tax deduction, the "charitable remainder interest must be minimized to reflect amounts that
reasonably may be paid to the beneficiaries."

34

The IRS's valuation approach has been subject to criticism because, for purposes of computing the
charitable deduction upon its creation, the net-income limitation is simply ignored in valuing the charitable
remainder interest. In a letter to the IRS dated 4/4/2008, the Committee on Estate and Gift Taxation of the
New York City Bar Association urged the adoption of a "consistent approach to valuation of the income
interest when the NIMCRUT is created and upon early termination protects all parties" and, accordingly,
asserted that the IRS should similarly ignore the net-income limitation in determining payouts to
noncharitable beneficiaries upon the early termination of a NIMCRUT. 35 The letter concludes that "we urge
you to issue a published ruling confirming that the proper method for valuing the income interest and the
remainder interest of a NIMCRUT that is being terminated early is the same method that is used to value
those interests when a NIMCRUT is created." No such published ruling was ever issued.
Clearly, the IRS has been taking an inconsistent approach in this matter. For charitable income tax
purposes, the IRS assumes that, regardless of the net-income limitation, the noncharitable beneficiary of a
NIMCRUT or NICRUT will receive the full amount of the payments based on the stated unitrust payout
percentage, thereby minimizing the charitable deduction. For self-dealing purposes, however, it assumes
that only the fiduciary accounting net income (based on the Section 7520 rate in the month of termination)
will be paid to the noncharitable beneficiary, 36 th ereby minimizing the payout to the noncharitable
beneficiary.
While the valuation methods applied by the IRS upon the creation of a NIMCRUT and its early termination
are indeed inconsistent, the philosophy used in applying different methods arguably is consistent, in that
the methods are, respectively, aimed at preventing an inflated charitable income tax deduction upon
creation and an inflated distribution to noncharitable beneficiaries upon an early termination. Because of
their varying payout structures, different
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valuation methods arguably should be applied upon an early termination of a CRUT containing a
net-income limitation, depending on whether it is a NICRUT, a NIMCRUT, or a FLIP CRUT, adding even
more complexity to this issue. The calculation method used by the IRS in private letter rulings in the

context of NIMCRUT early terminations was labeled as "one reasonable method," an indication that the
IRS may consider other calculation methods to be reasonable.
Pre-PATH 2015 valuation approach involving contribution to charitable remainder beneficiary. Where the
early termination of a CRUT subject to a net-income limitation is the result of the unitrust interest being
contributed by the noncharitable beneficiary to the charitable remainder beneficiary, the IRS private letter
ruling approach has been inconsistent as to whether the net-income limitation should be applied in
determining the value of the charitable income tax deduction, although the more recent rulings have
ignored the limitation.

In Ur. Rul. 200205008 , the noncharitable beneficiary of a NIMCRUT donated a portion of his unitrust
interest to the charitable remainder beneficiary. Noting that the donor was entitled to receive annually only
the lesser of the stated unitrust payout or the net income of the trust, the IRS, taking the net-income
limitation into account, ruled that the income tax charitable deduction allowable is the lesser of:

(1) The present value of the right of the noncharitable beneficiary to receive annually the stated
unitrust payout.
(2) The present value of the right to receive trust net income.
More recent rulings have disregarded the net-income limitation in these circumstances. In Ur. Rul.
200524014, the noncharitable beneficiary contributed his unitrust interest in a NIMCRUT to the charitable
remainder beneficiary. For purposes of determining the value of the charitable income tax deduction, the
IRS ignored the net-income limitation feature of the NIMCRUT, ruling that the "Taxpayer will be entitled to
a charitable income tax deduction under §170(a)(1) to the extent of the present value of the unitrust
interest transferred as of the date of transfer, calculated as provided in §§664 and 7520 and §25.2512-5 of
the Gift Tax Regulations." The same approach was applied by the IRS in Ur. Ruis. 200525008 and
200808018 , where the net-income limitation of a NIMCRUT was disregarded for purposes of computing
the allowable charitable income tax deduction for the contribution of the unitrust interest to the charitable
remainder beneficiary.
The approach used in more recent IRS letter rulings in disregarding the net-income limitation seems
appropriate. Unlike a termination where the noncharitable beneficiaries are receiving a distribution of
assets, a termination based on a contribution of the unitrust interest to the charitable remainder beneficiary
results in all of the trust assets being distributed to the charity. In that situation, the noncharitable

beneficiary is not receiving assets, but is receiving only a charitable deduction.
Given that the initial charitable deduction upon funding of the NICRUT or NIMCRUT is valued without
regard to the net-income limitation, similarly ignoring the net-income limitation upon a subsequent
contribution of the unitrust interest to the charitable remainder beneficiary upon an early termination offers
a consistent approach for charitable deduction purposes. This seems particularly appropriate because,
upon the contribution of the unitrust interest, the charity is to receive all remaining assets of the trust at
such time.
Valuation approach under amendment made by PATH 2015. PATH section 344 provides as follows:

SEC. 344. CLARIFICATION OF VALUATION RULE FOR EARLY TERMINATION OF
CERTAIN CHARITABLE REMAINDER UNITRUSTS.

(a) IN GENERAL.- Section 664(e) is amended-

(1) by adding at the end the following: "In the case of the early termination of a trust which is
a charitable remainder unitrust by reason of subsection (d)(3), the valuation of interests in
such trust for purposes of this section shall be made under rules similar to the rules of the
preceding sentence", and

(2) by striking "FOR PURPOSES OF CHARITABLE CONTRIBUTION" in the heading
thereof and inserting "OF INTERESTS".

(b) EFFECTIVE DATE.-The amendment made by this section shall apply to terminations of
trusts occurring after the date of the enactment of this Act.

Under this amendment, which adds one sentence to the end of existing Section 664(e), in the case of an
early termination of a NICRUT or NIMCRUT, the remainder interest is valued using rules similar to the
rules for valuing the remainder interest of a charitable remainder trust when determining the amount of the
grantor's charitable contribution deduction.
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Contrary to the multitude of IRS letter rulings issued in this context, therefore, the value of the remainder

interest is computed without regard to the existence of any net-income limitation.
Therefore, the valuation of a present value of the noncharitable and charitable remainder interests upon
the early termination of a NICRUT or NIMCRUT is made based on the stated unitrust percentage
otherwise required to be distributed to the noncharitable beneficiaries, and the net-income limitation
contained in such trusts is disregarded. In light of today's record-low interest rate environment, this change
has the potential effect of drastically increasing the distribution to the noncharitable beneficiaries upon the
early termination of a NICRUT or NIMCRUT or the amount allowed as an income tax charitable deduction
if the unitrust interest is contributed to charity.
Example. Anne creates a CRUT that provides for her to receive the lesser of net income or a 10% annual
unitrust payment. The taxpayer and the charitable remainder beneficiary agree to terminate the trust (and
state law does not prohibit the termination) when 15 years remain for the CRUT and it has a value of $1
million. The Section 7520 rate at the time of termination is 1.8%. Under the IRS's historical private letter
ruling methodology, which generally assumes that the beneficiary will receive only the 1.80% Section 7520
rate over the remaining term of the CRUT, the value of the noncharitable unitrust interest upon termination
would be about $238,000. But under Section 664(e), as amended by PATH 2015, where the net-income
limitation is disregarded and it is assumed that the taxpayer will receive the 10% annuity unitrust payment,
the value of the noncharitable unitrust interest at such time would be equal to about $794,000.
By disregarding the net-income limitation for purposes of computing the value of the remainder interest
pursuant to Section 664(e) as amended, depending on the unitrust percentage interest and the anticipated
net income of a NICRUT or NIMCRUT, a noncharitable beneficiary may realize more of an economic
benefit if, in lieu of continuing to receiving payments that are limited by a net-income limitation, he or she
contributes the unitrust interest to the charitable remainder beneficiary, thereby attaining the current
benefit of a charitable income tax deduction computed without regard to the net-income limitation. 37
Questions remain regarding reliance on PATH valuation method. As discussed above, disregarding the
net-income limitation pursuant to the amendment to Section 664(e) certainly appears appropriate where
the unitrust interest in contributed to the charitable remainder beneficiary and, in fact, is consistent with the
most recently issued IRS private letter rulings in this area. Questions remain, however, as to whether the
amendment can actually be relied on to disregard the net-income limitation where the early termination of
a NICRUT or NIMCRUT results in the distribution of trust assets to the noncharitable and charitable
remainder beneficiaries.
It is interesting that the term "early termination" within the language of the amendment to Section 664(e) is

not defined, so that the scope of the amendment is not entirely clear. Query, therefore, whether the scope
of the amendment is limited only to the situation where an early termination occurs as a result of the
noncharitable beneficiary contributing the entire unitrust interest to the charitable remainder beneficiary. In
its explanation of PATH 2015 section 344, the Joint Committee on Taxation ("Joint Committee"), in its
discussion of "Present Law," addresses the charitable deduction only upon the funding of a CRT,
specifically noting that "in the case of a NICRUT or a NIMCRUT, the net-income limitation is disregarded"
and "the Code does not provide a rule for valuing the interests in a charitable remainder trust in the event
of an early termination of the trust."

38 Under

its "Explanation of Provision," the Joint Committee states only

as follows:

Under the provision, in the case of the early termination of a NICRUT or NIMCRUT, the
remainder interest is valued using rules similar to the rules for valuing the remainder
interest of a charitable remainder trust when determining the amount of the grantor's
charitable contribution deduction. In other words, the remainder interest is computed on the
basis that an amount equal to five percent of the net fair market value of the trust assets (or
a greater amount, if required under the terms of the trust instrument) is to be distributed
each year, with any net-income limit being disregarded.

As in the case of the statute itself, the Joint Committee's explanation provides no indication of the scope of
the amendment to Section 664(e) or any definition of the term "early termination" as used in the
amendment. Nor does it provide any indication that Section 664(e) is intended to apply where a NICRUT
or NIMCRUT terminates as a result of
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the trustee making a distribution of all the trust assets to the noncharitable and charitable remainder
beneficiaries prior to the end of the term stated in the trust instrument.
There are other concerns raised about reliance on the valuation method under the amendment to Section
664(e) where a NICRUT or NIMCRUT terminates as a result of the distribution of assets to noncharitable
and charitable beneficiaries. A CRT is subject to the self-dealing rules of Section 4941 and, as prior IRS
rulings have indicated, no act of self-dealing results where the distribution of assets upon the early
termination of a CRT "will not be to the detriment of the charitable beneficiary." As demonstrated above, in
today's low interest rate environment, disregarding the net-income limitation in valuing the unitrust interest
in a NICRUT or NIMCRUT can drastically increase the distribution made to the noncharitable beneficiaries

upon the early termination of a NICRUT or NIMCRUT. Yet, the application of the valuation rule contained
in Section 664(e) , as amended, is, by its very terms, limited to "the valuation of interests in such trust for
purposes of this section [664]."
No reference is made under the amendment to Section 664(e) on its effect under the self-dealing rules of
I

Section 4941 and whether reliance on the valuation rule contained in Section 664(e) will avoid an act of
self-dealing. As a result, there is no assurance that following the new valuation method under Section
664(e) -which results in the noncharitable beneficiary perhaps getting more than he or she would ever
receive if the trust ran its course-does not result in an act of self-dealing under Section 4941 . As noted,
under its pre-PATH 2015 ruling regime, the IRS would rule only that no act of self-dealing under Section
4941 occurs in this situation if the unitrust interest is valued by taking into account the net-income
limitation. Absent taking into account the net-income limitation, the IRS would have found an act of
self-dealing to occur.
It is not clear whether a charitable remainder beneficiary, or the state attorney general or court having
jurisdiction over the trust, would or should agree that the net-income limitation should be ignored in
computing the payout to a noncharitable beneficiary simply because a federal income tax provision
ignores the limitation for purposes of computing a charitable income tax deduction. Also, there is a
question whether the trustee of a CRT, having a duty of loyalty to both the noncharitable and charitable
beneficiaries, can apply a valuation method that, although consistent with a federal income tax valuation
method, results in a charitable beneficiary receiving less than what it might otherwise be entitled.
Interestingly, Rev. Proc. 2016-3 ,

39 section

3(71) specifically provides that the IRS will no longer issue

rulings pertaining to the tax consequences of the early termination of a CRT in a transaction in which the
trust beneficiaries receive their respective shares of the value of the trust assets, the precise subject
matter of the amendment to Section 664(e) under PATH 2015. As a result of this "no ruling" position of the
IRS in this area, taxpayers will be unable to obtain a private letter ruling in connection with valuation issues
raised under the amendment to Section 664(e) unless the no ruling position is changed, or other guidance
is issued by the IRS. 40 Given the questions raised by the amendment to Section 664(e) under PATH 2015,
it would appear that the no IRS ruling policy upon an early termination of a NICRUT or NIMCRUT should
now be eliminated.

Conclusion

Consistent with the treatment of taxpayers upon the funding of a NICRUT or NIMCRUT, the amendment to
Section 664(e) provides the unitrust interest is to be valued without regard the net-income limitation. This
assures that taxpayers contributing their entire unitrust interest in a NICRUT or NIMCRUTwill receive the
full deduction. It does not appear certain that the amendment to Section 664(e) should be applied in the
context of a termination of a NICRUT or NIMCRUT where trust assets are distributed to charitable and the
noncharitable remainder beneficiaries. Even assuming that it does apply, a question may remain as to
whether the application of the valuation method under Section 664(e) will result in an act of self-dealing in
a low interest rate environment, where the noncharitable beneficiary, perhaps, will receive more than he or
she would have ever received had the trust run its course and not terminated early.
Without further guidance in this area from the IRS, taxpayers should act with caution in valuing the
beneficial interests of a NICRUT and NIMCRUT upon their early termination where the assets of the trusts
are distributed to the noncharitable and charitable remainder beneficiaries. Further, given the potential of
Section 664(e) to significantly increase the distribution to the noncharitable beneficiary in such context,
reliance on this valuation method may not be accepted by the charitable remainder beneficiary, the State
Attorney General, local courts, or the trustee administering the trust.
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Just as it did in 2007 for charitable lead annuity trusts ("CLATs") in Rev. Proc. 2007-45 1 and Rev. Proc.
2007-46 ,2 the IRS has now issued sample trust forms for charitable lead unitrusts ("CLUTs") in Rev. Proc.
2008-453 and Rev. Proc. 2008-46 .4 This marks the first time the IRS has made sample trust forms
available for both varieties of charitable lead trusts ("CLTs"),5 thereby providing safe harbor forms for this

powerful and increasingly popular estate planning tool.6 T he sample trust forms include those for both inter
vivos and testamentary CLATs and CLUTs, as well as those for both grantor and nongrantor inter vivos
CLATs and CLUTs.7
The Revenue Procedures containing the sample CLTforms come with the assurance that the IRS will
recognize either a CLAT or a CLUT as a "qualified CLT"8 if it is "substantially similar" to an IRS sample
trust form or properly integrates one or more alternative provisions into a document that is substantially
similar to an IRS sample trust form. Where this safe harbor is met, the settlor of the CLTis assured of
attaining the sought-after gift or estate tax charitable deduction, the key benefit generally associated with a
CLT.
The Revenue Procedures containing the sample trust forms provide detailed and useful annotations to the
provisions of the sample CLAT and CLUT forms, and include a multitude of alternative provisions that can
be integrated into the sample trust forms, which are also annotated. Nevertheless, there are important
issues that should be considered in drafting CLTs that are not addressed in the Revenue Procedures
containing the sample forms, so drafters should not simply blindly use these forms or adopt alternative
provisions.9 Thi s first part of a two-part article provides an overview of CLTs and discusses the IRS sample
CLAT and CLUT forms. The second part of this article, which will appear in the next issue of Estate
Planning, will analyze issues that should be considered when using these forms in drafting CLTs.

Background
A CLT is a powerful and increasingly popular estate planning tool 1°that, consistent with other types of
split-interest vehicles, allows an individual to provide benefits to both charitable and noncharitable
beneficiaries.

11 A

CLT is an irrevocable trust that provides a current benefit to charity, either in the form of

a guaranteed annual annuity payment or unitrust
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payment, 1 2 for a period known as the "lead term," which can be a specified number of years or the life or
lives of certain individuals. Upon the termination of the lead term, the remaining assets in the CLT pass to
noncharitable beneficiaries, typically family members of the settlor or a trust for their benefit. Thus, at the
creation of a CLT, two gifts are made by the settlor: a gift of the annuity or unitrust interest to charity and a
gift of the remainder interest to noncharitable beneficiaries.

A CLT is basically the opposite of a charitable remainder trust ("CRT"), which provides payments to
noncharitable beneficiaries during an initial term, followed by a payment to charity at the end of such term.
13 Unlike

a CRT, however, there are no minimum or maximum payout requirements with respect to the

annuity or unitrust payments and no requirement regarding the present value of the remainder interest.
A CLT can be created during an individual's life or at death. If the CLT conforms to the requirements of the
Internal Revenue Code, a charitable gift or estate tax deduction is available for the present value
(determined using the Section 7520 rate)

14 of

the stream of annuity or unitrust payments payable to the

charity over the lead term. This gift or estate tax charitable deduction offers a significant benefit, because
the taxable amount of the gift or the amount subject to estate tax equals the amount transferred to the CLT
less the available charitable deduction, 1 5 thereby resulting in potentially substantial wealth being
transferred to noncharitable beneficiaries upon the termination of the lead term at little or no gift or estate
tax cost.

16 Unless

certain powers are retained by the settlor that would trigger Section 2036 or 2038 , the

property transferred to an inter vivos CLT and all appreciation are not included in the donor's gross estate.
Ideally, all gift and estate tax consequences should be fixed in the year the CLT is established.
Grantor versus nongrantor CLT. In addition to offering a gift or estate tax charitable deduction, a CLT
created during life can be structured to provide an income tax charitable deduction to the settlor. This is
possible, however, only if the CLT constitutes a "grantor trust" for income tax purposes, which can be
accomplished where a provision in the trust document triggers the grantor trust rules.

17

Although an

upfront income tax charitable deduction is available, there is a price to pay for this benefit. The granter trust
status of the CLT causes the settlor to recognize all the taxable income of the trust during the lead term,
without any further charitable income tax deduction for the annual payments from the trust to charity. In
effect, therefore, the upfront income tax charitable deduction is recaptured over time through the
recognition of the taxable income earned by the CLT. 18
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For this reason, most inter vivos CLTs are structured as nongrantor trusts, in which case it is imperative
that the CLT trust form not inadvertently contain any grantor trust provision.

19

In a nongrantor trust situation, the CLTis treated as a complex trust that is taxable as a separate entity with
its own tax identification number under the provisions of Subchapter J of the Code. The settlor of a
nongrantor CLT neither obtains an income tax charitable deduction (either upon the funding of the trust or
at any time thereafter) nor recognizes any taxable income earned by the trust. Instead, each year, the CLT
recognizes the taxable income earned by the trust and is also entitled to an income tax charitable

deduction under Section 642(c)(1) (in lieu of the charitable income tax deduction otherwise available under
Section 170(a) ) for the annuity or unitrust amount paid to charity each year. Thus, although a nongrantor
CLT is not exempt from income tax, 20 it may ultimately be the equivalent of a tax-exempt entity by virtue of
the income tax charitable deduction available during the lead term. Moreover, the class of permissible
charitable recipients for obtaining a deduction under Section 642(c)(1) is broader than the class of such
recipients under Section 170(a), so that, for example, an income tax charitable deduction is available for a
contribution to a foreign charity under Section 642(c)(1) by a nongrantor CLT, whereas no such deduction
is available to an individual under Section 170(a) for a contribution to a foreign charity. 21

Planning uses of CLTs
CLTs are generally recommended only for very wealthy individuals who are willing to commit to a portion
of their assets being distributed annually to charity over a designated period. The primary use of a CLTis
for gift and estate tax planning, as it has the potential to transfer wealth on a deferred basis to
noncharitable beneficiaries at a significantly reduced or at no gift or estate tax cost, while at the same time
furthering the settler's philanthropic goals, which could include funding a family private foundation
donor-advised fund.

22 or

a

23

A CLT may also be useful in the income tax context. In a year in which an individual has a large spike in
income, a granter CLT can be used to produce a significant current income tax charitable deduction to
offset the additional income, 24 thereby offering the ability to shelter income subject to tax at the highest
marginal rate. Although the individual would then be taxed on the income of the CLT during the lead term
(and would receive no further charitable income tax deduction for the annual payments made to charity),
that income could consist of qualified dividend income or long-term capital gain income, taxed at only a
15% rate,
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or municipal bond income, exempt from income tax entirely,

25 or,

the individual could anticipate simply

being in a lower tax bracket during the lead term. At the end of the lead term, the remaining funds could
even revert back to the very individual creating the CLT, thus making the granter CLTin this situation
purely an income tax savings device.
A nongrantor CLT also presents a planning opportunity for individuals who, because of their already
significant charitable giving, exceed the adjusted gross income ("AGI") percentage limitation of 50% under

Section 170 . Because the income tax charitable deduction available to a CLAT is governed by Section
642(c)(1) (in lieu of Section 170 ), the AGI percentage limitations applicable to individuals under Section
170 are not applicable. As a result, in each year, a deduction is available to a CLT for 100% of the amount
of gross income that is distributed to charity. Finally, because a nongrantor CLT is not subject to the
disallowance rule of Section 170(c)(2)(A) for charitable contributions to foreign charities, nongrantor CLTs
are ideal candidates for individuals who want to engage in international charitable giving, since direct
contributions by individuals to foreign charities are not deductible.

26

Effect of interest rates when using CLTs. A CLAT offers the potential for the maximum amount of assets to
be passed to the noncharitable remainder beneficiaries if it is established in a low Section 7520 interest
rate environment. The reason is that the lower the Section 7520 interest rate in effect on the date the CLAT
is funded, the higher the present value of the annuity or unitrust interest passing to charity and, therefore,
the greater the charitable estate or gift tax deduction. Therefore, in a low interest rate environment, the
amount of the annuity payments to charity can be set at a much lower level than in a high interest rate
environment, thereby increasing the likelihood that more assets will pass to the noncharitable remainder
beneficiaries.
CLUTs have virtually no sensitivity to interest rates (other than nominally based on the frequency of the
annual unitrust payments), so they are the preferred choice in a high Section 7520 interest rate
environment.
Zeroed-out CLAT. A CLAT, but not a GLUT, can be structured so that the present value of the annuity
payments payable to the charity is equal to the value of the property funding the CLAT. For example,
assume that a donor establishes a 20-year term inter vivos CLAT, funded with $1 million, when the
applicable Section 7520 rate is 3.6%. In this situation, an annual annuity payout at the end of each year
equal to 7.1% of the $1 million contribution, or $71,000, has a present value of $1 million. Thus, no taxable
gift results because the amount contributed to the trust and the present value of the annuity (for which a
charitable gift tax deduction is available) are both $1 million.
If the CLT were a GLUT paying a unitrust amount of 7.1% each year, rather than a fixed $71,000 per year,
the present value of the unitrust payments would be equal to only $770,697, thereby producing a taxable
gift of $229,303.
Allocation of GST exemption. Section 2642(e) was enacted to prevent the leveraging of the GST
exemption through the use of a CLAT 27 by effectively deferring the determination of the applicable fraction
for a CLAT until the termination of the charitable lead period. Under the special rules for CLATs found

under this section, the numerator of the applicable fraction is the "adjusted GST exemption" and the
denominator is the value of the property in the trust immediately after the termination of the charitable lead
annuity interest. The adjusted GST exemption is an amount equal to the GST exemption allocated to the
trust increased by the Section 7520 rate used in determining the estate or gift tax charitable deduction for
the charitable lead annuity for the actual period of the lead term.
This approach is intended to produce a reasonable exemption result if the trust investments have not
outperformed the charitable deduction assumptions, but takes away the leverage value of the deduction if
the trust appreciation is greater than the interest assumptions used
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to compute the deduction.

28 Because

of the uncertainties faced regarding the ultimate allocation of GST

exemption in the case of a CLAT, CLATs are generally not considered attractive candidates if remainder
beneficiaries are skip persons.

Drafting charitable lead trusts
Because of the technical and restrictive requirements of CLTs, drafters must be meticulous in ensuring
that the trust meets the applicable requirements in order to attain "qualified CLT" status. If an IRS sample
form is used, the drafter should be sure that the form is either current or conformed to current law. Any
contemplated modifications to an IRS sample form should be carefully scrutinized because any such
modifications could inadvertently cause disqualification. Even when a current IRS sample form is used, a
multitude of issues must be addressed in conjunction with the preparation of the CLT document, including
the following:

The objectives of the settler in establishing the CLT.
Whether the CLT should be a CLAT or a GLUT.
The Section 7520 rate in effect, because the lower such rate, the more effective a CLAT is than a
GLUT.
The identity of the charitable lead beneficiaries and remainder noncharitable beneficiaries, and the
special considerations of naming a private foundation as the lead beneficiary of an inter vivas CLT.
If skip persons are remainder beneficiaries, the GST tax implications.
Whether, in the case of an inter vivos trust, the CLT should be structured as a granter or a

nongrantor trust.
The assets to be used to fund the CLT.
The amount of the annual annuity or unitrust payment to the charitable lead beneficiaries.
The amount and availability of a charitable gift and estate tax deduction and, in the case of an inter
vivos grantor CLT, the charitable income tax deduction.
Whether the settlor has retained any powers that will cause the transfer to an inter vivos CLT to be
incomplete for gift tax purposes and, therefore, cause the value of the trust to be included in the
settlor's gross estate.

IRS sample CLTforms
On 6/22/07, the IRS issued the two Revenue Procedures containing sample CLAT forms: Rev. Proc.
2007-45 and Rev. Proc. 2007-46. Sections 4, 5, and 6 of Rev. Proc. 2007-45 contain, respectively, a
sample trust form for an inter vivos nongrantor CLAT, annotations to provisions of the sample form, and
various annotated alternative provisions. Similarly, sections 7, 8, and 9 of Rev. Proc. 2007-45 contain,
respectively, a sample trust form for an inter vivos grantor CLAT, annotations to provisions of the sample
form, and various annotated alternative provisions. Because the use of grantor CLTs is limited to inter
vivos trusts, only
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one form of sample trust is provided for a testamentary CLAT in Rev. Proc. 2007-46, which is found in
section 4. Sections 5 and 6 of this Revenue Procedure contain, respectively, the annotations and
alternative provisions for a sample testamentary CLAT.
On 7/24/08, after having issued the sample CLAT forms a year earlier, the IRS issued the two Revenue
Procedures containing sample CLUT documents, Rev. Proc. 2008-45 and Rev. Proc. 2008-46 . The
Revenue Procedures containing the sample CLUT forms mirror those issued by the IRS in 2007 for
sample CLATs. Thus, sections 4, 5, and 6 of Rev. Proc. 2008-45 contain, respectively, a sample trust form
for an inter vivos nongrantor CLUT, annotations to provisions of the sample form, and various annotated
alternative provisions. Similarly, sections 7, 8, and 9 of Rev. Proc. 2008-45 contain, respectively, a sample
trust form for an inter vivos granter CLUT, annotations to provisions of the sample form, and various
annotated alternative provisions. Rev. Proc. 2008-46 contains only one form of sample trust for a
testamentary CLUT, which is found in section 4. Sections 5 and 6 of this Revenue Procedure contain,
respectively, the annotations and alternative provisions for the sample testamentary CLUT.

Moreover, but for certain provisions specifically relating to the inherent substantive differences between a
CLAT and a CLUT, the sample trust forms in the Revenue Procedures issued for both CLATs and CLUTs
I

contain the same basic provisions intended to ensure qualification for an estate or gift tax charitable
deduction. If: (1) the trust instrument (a) is substantially similar to the sample form provided in the Revenue
Procedure or (b) properly integrates one or more alternate provisions provided in the Revenue Procedure
into a document substantially similar to the sample form; (2) the trust is a valid trust under applicable local
law; (3) the trust operates in a manner consistent with the terms of the trust instrument; and (4) all other
deductibility requirements are satisfied, the Revenue Procedures state that the IRS will recognize the trust
as a qualified CLT and the value of the charitable lead interest will qualify for the estate or gift tax charitable
deduction.
In the case of an inter vivos granter CLT, the value of the charitable lead interest will also qualify for a
charitable income tax deduction and, in the case of an inter vivos nongrantor CLTor a testamentary CLT,
the amount of the annuity or unitrust payments with respect to the charitable lead interest will be deductible
from the gross income of the trust to the extent provided by Section 642(c)(1). The Revenue Procedures
specifically note that a CLT instrument that contains provisions in addition to those in the IRS sample form
or omits any of the sample form provisions "will not necessarily be ineligible for the relevant charitable
deduction(s), but neither will that trust (or contributions to it) be assured of qualification for the appropriate
charitable deductions." 29
The IRS sample forms for both CLATs and CLUTs come in one basic form. There are, however, three
separate variations of the one basic form. The sample trust forms vary based on whether: (1) the trust is an
inter vivos CLT; (2) in the case of an inter vivos trust, the CLT is a granter or nongrantor trust; and (3) the
trust is a testamentary CLT. The three variations of the IRS basic sample CLAT and CLUT forms and the
corresponding Revenue Procedures containing the forms are summarized in Exhibit 1.

Conclusion
Now that the IRS has released sample CLUT forms and following the release of sample CLAT forms in
2007, there are sample trust forms for both varieties of CLTs. Part 2 of this article will examine the issues
that must be considered when using these sample forms.

PRACTICE NOTES

Although the sample forms provide invaluable guidance, there are important issues that should be
considered in drafting CLTs that are not addressed in the Revenue Procedures containing the sample
forms, so drafters should not simply blindly use these forms or adopt alternative provisions.

Exhibit 1. Sample CLTForms
Variation of Basic

Form
Revenue Procedure

CLAT

Inter Vivos Nongrantor

CLT
2007-45

2008-45

for a Term of Years
Inter Vivos Grantor

CLT
2007-45
for a Term of Years
Testamentary

2008-45

CLUT

CLT
2007-46

2008-46

for a Term of Years

1

2

2007-29 IRB 89.

2007-29 IRB 102.

3

2008-30 IRB 224.

4

2008-30 IRB 238.

5 The

IRS had previously released sample forms for charitable remainder annuity trusts and unitrusts.

For a discussion of these forms, see Fox, "A Guide to the IRS Sample Charitable Remainder Trust
Forms," 33 ETPL 13 (Jan. 2006).

6

Prior to Rev. Proc. 2007-45 , the IRS had never issued any sample CLTforms.

7 Only

inter vivos CLTs can be classified as granter trusts, because testamentary trusts are always

considered nongrantor trusts. See, e.g., Rev. Procs. 2007-45 and 2008-45, section 3, indicating that
there are two types of inter vivos CLTs, a "nongrantor CLT" and a "granter

8 Unlike

CLT."

a charitable remainder trust ("CRT"), where Section 664 provides a definition of a CRT, there is

no separate Code provision, or underlying Regulation, defining a CLT. Instead, certain Code sections
provide an income, estate, or gift tax charitable deduction for transfers to a trust that pays a guaranteed

annual annuity or unitrust amount to a qualified charity for a period of years. Section 2522(c)(2)(B) (gift
tax), Section 2055(e)(2)(B) (estate tax), Section 170(f)(2)(B) (income tax). Further, unlike a CRT, which
is exempt from income tax under Section 664(a) , a CLTis not exempt from income tax. For purposes of
this article, a "qualified CLT" is a trust paying a guaranteed annual annuity or unitrust amount whereby
transfers to the CLT qualify for an estate or gift tax deduction under Section 2055(e)(2) or Section
2522(c)(2)(B), respectively. A trust that provides a charity with an income interest that is not stated as a
guaranteed annual annuity or unitrust amount, such as an income interest under traditional fiduciary
accounting principles for a term of years, is considered a "nonqualified CLT." A transfer to a nonqualified
CLTwill not qualify for the estate or gift tax charitable deduction. The focus of the IRS sample forms and
this article is on qualified CLTs.

9 Although

certain substantive issues regarding CLTs are addressed here, a complete analysis of such

issues and citations to relevant legal authority is beyond the scope of this article. For an extensive
analysis of the requirements for a CLT, see Fox, Charitable Giving: Taxation, Planning and Strategies,
Ch. 27 (2nd edition, Thomson Reuters/Warren, Gorham & Lamont) (800-950-1216). For background on
CLTs, see, e.g., Polisher and Kessel, "Charitable Lead Trusts Offer Tax and Nontax Benefits," 24 ETPL
114 (Mar./Apr. 1997); Grumet, "Choosing the Best Charitable Lead Trust to Meet a Client's Needs," 30
ETPL 86 (Feb. 2003) ; Yates and Liss, "Charitable Lead Annuity Trusts-a Primer," 19 Tax'n of Exempts
23 (July/Aug. 2007); Babitz and Susanto, "Charitable Lead Trusts: A Useful, but Neglected, Planning
Tool," 34 ETPL 21 (Aug. 2007); and Schlesinger and Mark, "Revisiting the Charitable Lead Trust," 26
ETPL 86 (Feb. 1999) .

10 Although

CLTs in their current form were first sanctioned under the Tax Reform Act of 1969, they

became increasingly popular after Jackie Kennedy Onassis created a highly publicized testamentary
CLT for the benefit of her grandchildren under the residuary clause of her will dated 3/22194. For various
reasons, including a provision that death taxes were to be paid from the residuary of her estate, the CLT
was never funded. Nonetheless, various publications cited the CLT feature in Mrs. Onassis's will as a
shrewd way to avoid estate taxes and Fortune magazine called the use of the CLT "a model of smart
estate planning."

11 Other

types of split-interest vehicles that split the benefits between charitable and noncharitable

beneficiaries include CRTs, pooled income funds, and charitable gift annuities, all of which are basically
structured to provide payments to the noncharitable beneficiaries during an initial period, contrary to a
CLT, which is structured to make payments to the charitable beneficiaries during an initial period.

12 An

annuity payment is a fixed dollar amount each year, whereas a unitrust payment is based on a

percentage of the value of the trust assets each year.

13 Unlike

a CRT, a CLT is not a tax-exempt entity. Rather, during its lead term, the taxability of a CLT

depends on whether it is treated as a granter or nongrantor trust. In the granter trust situation, the settler
is taxed on all the income of the CLT, whereas in the nongrantor trust situation, the CLT is taxed on all
the income, subject to an income tax charitable deduction under Section 642(c)(1).

1 4 Whe

re an income, estate, or gift tax charitable deduction is allowed, as in the case of a CLT, the

taxpayer may elect to use the Section 7520 rate for the month of the transfer or either of the two
preceding months. Section 7520(a) .

15

Th e taxable gift of the remainder interest must be reported on a gift tax return, Form 709. Such a gift

is not subject to the Section 2503(b) annual exclusion because it constitutes a gift of a future interest.
Section 2503(b) ; Reg. 25.2503-3(a) .

16 Basically,

to the extent that the assets in the CLT grow at a rate in excess of the Section 7520 rate

used when the CLTwas funded, the amount ultimately passing to the noncharitable beneficiaries will
exceed the amount of the gift determined upon the funding of the CLT. Consistent with the rule
applicable to lifetime gifts, no step-up in income tax basis is available for property contributed to an inter
vivos CLT, as a carryover basis applies. Section 1015(a) .

17 The

annotations for the introductory paragraph and paragraph 1 of each of the Revenue Procedures

containing the sample IRSforms for inter vivas CLTs specifically provide that such trusts "may be
established as either a granter charitable lead trust or a nongrantor charitable lead trust."

18 If

the settler dies during the lead term of a granter CLT, the settler will be taxed on a recaptured

amount. Section 170(f)(2)(B) and Reg. 1.170A-6(c)(4) .

19 Although

most CLTs are nongrantor trusts, a granter trust can be a valuable tool under the

appropriate circumstances and, indeed, the IRS Revenue Procedures contain sample granter
CLTforms. See, e.g., Madsen, "Obtaining a Better Benefit by Using a Granter Charitable Lead Trust," 31
EPTL 579 (Dec. 2004).

20 This

is in contrast to a CRT which is exempt from tax, except with respect to unrelated trade or

business income, which is subject to a 100% excise tax. Section 664(c)(2) .

21 Section

170(c)(2)(A) imposes a requirement that a qualified recipient be created or organized in the

U.S. In the context of a granter CLT, no income tax deduction is available where the lead beneficiaries
are foreign charities.

22 See,

e.g., Silk and Lintott, "Using a CLT and Private Foundation to Nearly Eliminate Estate Tax," 29

ETPL 22 (Jan. 2002) . An important case validating the use of private foundations in conjunction with
CLTs is Ann Jackson Family Foundation, 73 AFTR 2d 94-1023 15 F3d 917 94-1 USTC ,I50068 (CA-9,
1994), aff'g 97 TC 534 (1991), which struck down a requirement in the Regulations that increased a
private foundation's minimum investment return each year by the amounts received from split-interest
trusts. See Duronio, "IRS Clears Last Hurdle for Funding Foundations With Charitable Lead Trusts," 12
J. Tax-Exempt Orgs. 35 (July-Aug. 2000); Miller and Schinner, "''Funding of Private Foundations
Through Charitable Lead Trusts Given New Impetus by Tax Court," 76 J. Tax'n 214 (Apr. 1992).

23 See,

24 The

e.g., Ur. Rul. 200010036 .

maximum adjusted gross income percentage limitation under Section 170(b) is 30%, as

contributions to a CLTare considered "for the use of' rather than "to" a charity. Reg. 1.170A-8(a)(2) ; Ur.
Rul. 8824039 .

25 W

hile the income tax charitable deduction may shelter income taxed at the highest rate, the

recaptured income over the lead term may be taxed at a much lower rate or not at all, depending on the
investments of the CLT over the lead term.

26 For

an article on contributions to foreign charities, see, Fox, "Planning for Contributions to Foreign

Charities by Individuals and Foundations," 32 EPTL 18 (July 2005).

27 Prior

to the enactment of Section 2642(e) , the GST exemption could effectively be allocated at the

time of the funding of a CLAT. Congress believed that this allowed for inappropriate leveraging of the
GST exemption, as explained in the Senate Report: "The effect of deducting the present value of any
charitable lead annuity interest from the denominator of the applicable fraction is to permit leveraging of
the exemption amount. Thus, if the trust assets sufficiently outperform the rate of return assumed in
computing the present value of the charitable interest, the amount passed to noncharitable persons can
exceed the amount which would have been passed to them had there been no charitable interest in the
trust." S. Rep. No. 445, 100th Cong., 2d Sess (1988).

28 In

Ur. Rul. 200107015 , the IRS addressed whether a proposed assignment of a vested remainder

interest held by a nonskip person in a CLAT would effectively avoid GST tax. In this ruling, a
testamentary CLAT having a 25-year term provided a remainder interest to a child of the settler, who
proposed to assign his interest to his children, the grandchildren of the settler, and file a gift tax return

reporting the gift as the value of the remainder interest at that time. No allocation of GST exemption was
made to the trust, as only the children of the settlor were named as the noncharitable beneficiaries. The
issue in the ruling was whether, on the termination of the trust at the expiration of the 25-year term, the
payment of the assets from the trust to the child's children, as the assignees, would not constitute a
generation-skipping transfer because the child, not the settler of the trust, would be treated as the
transferor for GST tax purposes. The ruling sets out no statutory analysis other than a reference to
Section 2642(e) , which contains the rules for the allocation of GST exemption for CLATs, even though
no GST exemption was ever allocated to the trust. The ruling concludes, however, that the "series of
transactions proposed in the ruling request have the effect of circumventing the rules of section 2642(e)
using the same type of leveraging that prompted Congress to enact section 2642(e)." The reliance of the
IRS in this ruling on Section 2642(e) appears questionable, as that section applies only to the original
transferor of assets to a Cl.T and to the property held by the trust, not to a vested remainder interest,
which is considered to be a separate property interest. Nonetheless, the ruling is an indication that the
IRS views this type of transaction as an abusive planning technique.

29 See

section 3 ("Scope and Objective") of the Revenue Procedures.
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Just as it did in 2007 for charitable lead annuity trusts ("CLATs") in Rev. Proc. 2007-45 1 and Rev. Proc.
2007-46 ,2 the IRS has now issued sample trust forms for charitable lead unitrusts ("CLUTs") in Rev. Proc.
2008-453 and Rev. Proc. 2008-46 .4 This marks the first time the IRS has made sample trust forms

available for both varieties of charitable lead trusts ("CLTs"), thereby providing safe harbor forms for this
powerful and increasingly popular estate planning tool. The sample trust forms include those for both inter
vivas and testamentary CLATs and CLUTs, as well as those for both grantor and nongrantor inter vivas
CLATs and CLUTs.
The first part of this two-part article, which appeared in the last issue of Estate Planning, 5 provided an
overview of CLTs and discussed the sample forms. This second part of the article analyzes issues that
should be considered when using these forms in drafting CLTs.

Issues to consider when using IRS sample CLTforms
The basic IRS sample CLAT and CLUT forms are somewhat minimalistic, as they include the basic
provisions necessary to qualify for an estate or gift tax charitable deduction but little more. Thus, while the
sample CLTforms provide a good start, certain alternative provisions contained in the Revenue
Procedures should, in virtually every case, be integrated into the sample forms.
When considering such alternative provisions, the explanatory notes in the Revenue Procedures are
particularly helpful and should be reviewed carefully in conjunction with the drafting of a CLAT or CLUT.
These sections contain an analysis of the underlying law with respect to the provisions of both the sample
trust forms and the alternative provisions, which provide substantial drafting assistance and should
prevent inadvertent errors.
In drafting inter vivas CLTs, it is imperative to consider whether any power retained by the settlor, whether
individually or as trustee, will prevent the gift to the CLT from being complete, thereby causing gross estate
inclusion of the CLT should the settlor die during the lead term. It is equally important to consider whether
grantor or nongrantor trust status is sought and, depending on the treatment desired, ensuring,
respectively, the inclusion and exclusion of grantor trust provisions.
The safe harbor protection provided by the Revenue Procedures is available only if the trust document is
"substantially similar" to the sample trust form or properly
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integrates one or more alternative provisions. Although "substantially similar" is not defined in this context,
the sample forms should be able to be reorganized and the headings changed, provided that the
substantive provisions contained in the sample forms or alternative provisions are otherwise incorporated

in the trust instrument. A drafter of a CLT must either be entirely satisfied with the terms of the IRS sample
form and any alternative provisions that are integrated therein, or make only modifications that clearly do
not conflict with the requirements to be eligible for an estate or gift tax charitable deduction. Obviously, the
IRS sample forms and alternative provisions do not include every possible provision that may be
applicable to a particular situation, in which case specific tailored language must be integrated into the
sample form. Moreover, the safe harbor protection applies only where the settler is "an individual or a
husband and wife."
The following are some of the more important issues to consider when using the sample forms in drafting
CLTs.6
Designation of charity to receive unitrust or annuity payments during lead term. The basic sample trust
forms indicate that the unitrust or annuity payment is to be made to a "[designated charitable recipient]" as
the lead beneficiary, and provides that if such recipient is not described in Sections 170(c), 2055(a), and
2522(a) 7 at the time any payment is to be made, the trustee is to make such payment to one or more
organizations described in such sections as the trustee shall decide, from time to time. To follow the
settler's intent should the designated charitable recipient not be qualified at the time any payment is to be
made, it is advisable for the trust document to name an alternate charitable recipient, language for which is
provided in an alternative provision of the sample trust forms.8
Selection of charitable beneficiaries by trustee rather than designating charities in trust document. The
annotations explain that the CLT need not actually identify a "designated charitable recipient" if the trust
document provides for the selection by the trustee of a charitable beneficiary described in Sections 170(c)
, 2055(a) , and 2522(a) . Accordingly, the trustee of the CLT may be given the discretion to pay the annual
annuity or unitrust payment to any one or more charitable recipients during the lead term, with the further
discretion to apportion the payment among those recipients.9
Permissible charitable lead beneficiaries. Although the basic sample forms indicate the unitrust or annuity
payment is to be made to a "[designated charitable recipient]," a CLT may designate one or more
charitable lead beneficiaries. In addition, the trust form may specifically apportion the annuity or unitrust
payment among the class of designated lead beneficiaries. To be assured of obtaining an income, estate,
or gift tax charitable deduction, the charitable lead beneficiaries should be described in Sections 170(c) ,
2055(a), and 2522(a), which delineate organizations eligible to receive contributions that are deductible,
respectively, for income, estate, and gift tax purposes.
However, the organizations described in these three sections are not identical, as there are differences in

the types of organizations delineated in such sections. Consequently, for a testamentary CLT, where only
an estate tax charitable deduction is available, references to Section 170(c) (income tax charitable
deduction) and Section 2522(a) (gift tax charitable deduction) may be deleted. Similarly, where a
deduction under Section 2055(a) (estate tax charitable deduction)
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will not be necessary, such as in the case of an inter vivas CLT (which presumably will be structured so as
not to be included in the settler's estate), references to Section 2055(a) may be deleted.

10 Whether

or not

such section references are deleted will depend on those charitable recipients the settler intends to
support and the tax deduction sought; in the vast majority of cases, though, references to organizations
described in Sections 170(c), 2055(a), and 2522(a) will not cause an issue.
Measurement of lead term. The basic sample forms contemplate a lead term measured in years and,
unlike a charitable remainder trust ("CRT") whose term, when measured in years, is limited to 20 years, a
CLT lead term may be for an unlimited period. As explained in the alternative provisions, rather than a
specified number of years, the measuring period for a CLT lead term may be based on the life or lives of an
individual or individuals, or for the life or lives of one or more measuring lives plus a term of years.

11 The

alternative provisions provide sample language in which the measuring life is the life of one individual.
To prohibit the use of so-called ghoul or vulture CLTs, in which seriously ill (but not "terminally ill")
strangers were used as measuring lives, only certain individuals may be used as measuring lives, each of
whom must be living and ascertainable at the date of the transfer.

12 This

principle is confirmed in the

annotations to the alternative provisions which provide that only one or more of the following individuals
may be used as measuring lives for the lead term: the donor, the donor's spouse, and an individual who,
with respect to all remainder beneficiaries (other than charitable organizations), is either a lineal ancestor
or the spouse of a lineal ancestor of those beneficiaries. A trust will satisfy the requirement that each
measuring life is a lineal ancestor (or the spouse of a lineal ancestor) only if there is less than a 15%
probability that individuals who are not lineal descendants of an individual who is the measuring life will
receive any trust corpus.

13

Setting the annuity amount. By definition, the annual payout for a CLUT is stated in terms of a fixed
percentage of the fair market value ("FMV") of the assets each year, whereas the annuity payout by a
CLAT is the same fixed dollar amount each year regardless of the FMV of the trust assets.

14 Rather

than

stating the annuity amount as a fixed dollar amount, however, the IRS sample CLAT forms provide for the
annual annuity payout to be based on a percentage of the "initial net fair market value of the property

transferred to the trust, valued as of the date of the transfer," as finally determined for federal tax purposes.
This is generally the better practice, particularly where the assets transferred are unmarketable and have
an uncertain value.

15 A

sample alternative provision is provided for setting the annuity as a fixed dollar

amount, which should be limited to situations where either cash or marketable securities are transferred, in
which case there should be no valuation issue.
Setting the unitrust amount. The sample CLUT forms determine the unitrust payout based on a single
valuation date on the first day of each tax year. Although multiple valuation dates may be used (which may
balance out fluctuations in value during the year), as addressed by the annotations, the majority of CLTs
provide for one valuation date, typically occurring on the first day of the tax year. If the assets transferred to
a CLT are unmarketable and,
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therefore, difficult (and expensive) to value each year, consider using a CLAT rather than a CLUT. If a
CLUT is used in such a case, it is prudent to require that a third-party qualified appraiser or an independent
trustee be used to value those assets.
A charitable remainder unitrust ("CRUT")-but not a charitable remainder annuity trust ("CRAT")-may
contain provisions limiting the annual distributions to noncharitable "lead" beneficiaries to the actual
income of the trust (when the income for any given year is less than the fixed percentage payout amount),
and provide for additional "make-up" payments in future years to make up for such shortfall (when the
income for such future years is greater than the fixed percentage payout amount). Unlike a CRUT, a
CLUT, as well as a CLAT, may not contain a provision limiting the annual distributions to the charitable lead
beneficiaries to the actual income of the trust.1 6 Therefore, unlike a CRUT, there is only one basic version
allowed for a CLUT, which requires, in all events, that a unitrust payment based on a percentage of the FMV
of the assets be paid out each year, regardless of the income of the

trust.

Additional considerations
Payment of annuity or unitrust amount in installments. The IRS sample forms provide for equal quarterly
payment of the annual annuity or unitrust amount at the end of each calendar quarter, although the
annotations observe that such amounts may be paid in any number of equal or unequal installments
throughout the year. Unequal installments add administrative burdens and create complexities in valuing
the interests provided to the noncharitable and charitable beneficiaries, so that CLTs rarely provide for

unequal payments.
Additional contributions. The sample CLAT form specifically prohibits additional contributions to the trust
after the initial contribution. There is no statutory or regulatory authority for the prohibition of such
additional contributions, although any additional contributions to a CLAT would not generate any further
charitable deduction because the annuity amount payable to charity must be fixed from inception and
cannot be increased. 17 Further, the IRS has ruled privately that, consistent with the rule applicable to CRATs,
no additional contributions may be made to CLATs,1 8 and the IRS annotations do not indicate that additional
contributions are permitted.
In light of the private letter ruling and the sample CLAT form, prudence would dictate that the CLAT
document specifically prohibit additional contributions. In contrast, additional contributions to CLUTs are
permitted (for which an additional charitable deduction is allowed),

19 and

the sample CLUT form provides

rules for determining the unitrust amount payable in a year during which additional contributions are made.
The annotations state, however, that the trust instrument may instead be drafted to prohibit contributions
to the trust after the initial contribution. Other than to avoid complexities and possible errors in
computations, there is no reason to prohibit additional contributions to a CLUT.
Estate tax payable from property used to fund testamentary CLT. The annotations to the sample forms for
both a testamentary CLAT and CLUT indicate that estate taxes may be paid from assets used to fund the
CLT, stating that if "estate or other death taxes are paid from the assets used to fund a testamentary CLAT
[or CLUT], the amount deductible under Section 2055 is the amount that passes to charity, reduced by the
amount of estate or death taxes paid." This is contrary to the rule applicable to CRTs, where such taxes
may not be charged to the assets of the CRT in any event.

20 Of

course, the more estate or death taxes

paid from the assets otherwise passing to a testamentary CLT, the less the estate tax charitable deduction
and the greater the estate tax. 21
Required inclusion of private foundation excise tax rules. As a split-interest trust, a CLTis generally
subject to the private foundation excise tax rules and, under Section 4947(a)(2), the trust document must
include language prohibiting certain transactions that would otherwise violate those rules. Absent this
language, the trust will not constitute a qualified CLT for which a charitable deduction is available.

22 The

basic sample CLTforms contain this prohibition in its broadest form. As noted in the annotations, though,
the prohibitions relating to the excess business holdings rule and jeopardy investments under Section
4943 and Section 4944 ,
[pg. 17]

respectively, need not be included within CLT documents if the present value of the charitable interest on
the date of the gift does not exceed 60% of the aggregate value of all amounts in the trust. In such a
situation, the CLT document should not include any reference to Section 4943 or 4944, because they are
not otherwise applicable.
Formula clause for zeroing out testamentary CLAT. In the case of an inter vivos CLT, the Section 7520
rate is a known commodity, so the annuity amount necessary to produce a zeroed-out CLAT can be
inserted in the trust document. When drafting a testamentary CLT, however, the Section 7520 rate is an
unknown because it is based on the date of death of the settler. The IRS has ruled favorably on a provision
in a testamentary CLAT to set the annuity amount23 such that a formula clause in a testamentary CLAT
can be used to zero out a testamentary CLAT, in lieu of having to constantly re-draft the CLT provisions
prior to death upon changes in the Section 7520 rate. Although not provided by the Revenue Procedures
containing the sample CLTforms, the following is an example of such a formula:

The annuity amount shall be equal to that percentage of initial net fair market value of all
property passing to this trust, as finally determined for federal estate tax purposes, as shall
produce a present value guaranteed charitable annuity interest and estate tax charitable
deduction equal to (or as nearly equal as possible) 100% of the initial net fair market value
of the entire trust fund, when applying the valuation principles of IRC Section 7520 , its
regulations, and applicable lnternalRevenueService and Department of Treasury
guidelines.

Ordering rules for payout to charitable beneficiaries of nongrantor trust. Unlike CRTs, the tax character of
annuity or unitrust payments made to a charitable beneficiary during the lead term of a CLTis not
governed by a specific statutory "tier system11 applicable to CLTs. Because of the absence of a specific
statute or Regulation fixing the tax character of charitable lead payments, drafters of CLTs have attempted
to source the payments to charity so as to maximize the tax benefits to the trust and noncharitable
beneficiaries. This would be done, for example, by including a provision in the trust document directing that
the charity's annuity or unitrust payment must be made first out of ordinary income and capital gains,
thereby attempting to have the trust retain any unrelated business taxable income and tax-exempt income.
24

Under recently issued Proposed Regulations, a provision in the governing instrument of a CLTor under
local law that specifically provides the source from which amounts are paid to charity will not be respected
for federal income tax purposes unless it has economic effect independent of income tax consequences. 25

Under these Proposed Regulations, the amount of each type of income a CLT earns is irrelevant to the
annuity or unitrust amount a charity is entitled to receive and, thus, any provision in a trust document or
under local law which states that the payment to charity is deemed to consist of particular classes of
income, determined on a non-pro rata basis, will not be respected because it will not be considered to have
independent economic effect.
Administrative provisions. The sample CLTforms do not provide any trust administration provisions
governing the powers, duties, and responsibilities of the trustee, or provide for spendthrift trust protection,
which otherwise must conform to applicable state law and not be inconsistent with or violate the
requirements for a qualified CLT.

26 Prior

to granting administrative powers to a trustee, insertion of the

following language is recommended, for example, in the case of a nongrantor CLAT (with similar language
to be used in the case of a nongrantor CLUT):

In addition to the other powers granted hereunder, the Trustee shall have the following
powers, provided, however, that no power granted herein may be exercised by the trustee if
such exercise would in any way defeat the intent of the settler that the trust qualify as a
charitable lead annuity trust so that the value of the annuity interest passing to the
charitable beneficiaries hereunder is deductible as a charitable guaranteed annuity under
Sections 2055(e)(2)(B) and 2522(c)(2)(B) and that the payments of the annuity amounts to
the charitable beneficiaries will be deductible from the gross income of the trust as provided
under Section 642(c)(1).
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Retention of rights by settler of inter vivos CLT causing incomplete gift plus
estate inclusion
Unless a CLTis intentionally structured to provide for the trust corpus ultimately to revert back to the settler
upon the termination of the lead period 27 or the settler is willing to risk the chance of dying prior to the end
of the lead term,

28 an

inter vivos CLT should not provide the settler, whether serving as trustee or

otherwise, with retained powers that would prevent the charitable lead interest from being considered a
completed gift and, therefore, cause inclusion in the settler's estate under Section 2036 or 2038 should the
settler die during the lead term.

29

The consequences of estate tax inclusion can be potentially devastating,

as the value of the entire corpus of the trust must be included in the settler's estate, and a charitable estate

tax deduction is available only for the remaining payments to charity during the lead term, thereby
defeating the underlying purpose of the CLT of transferring property with minimal gift and estate tax cost. 30
Thus, in drafting inter vivos CLTs, caution must be exercised in granting the settler any retained powers
over the use of the funds transferred to the CLT, including where the settler serves as trustee. Absent
retained powers over the charitable lead beneficiaries, and assuming the settler has no power to change
the remainder beneficiaries, the trust corpus and any appreciation in value will escape estate taxation, as
no portion of the CLTwill be included in the settler's estate.
The retained powers generally to be avoided in order to escape estate inclusion are: the right to select,
change, or add new charitable beneficiaries; the right to apportion payments to designated charitable
beneficiaries; the right to change the charitable beneficiaries in conjunction with others who have no
adverse interest;

31 and

the right to remove and replace the trustee with a subordinate or related person

(including the settler) where the trustee has powers that, if held by the settler, would cause estate
inclusion.

32 Generally,

a settler may serve as trustee of his or her own CLT, provided that the trust

document does not grant the trustee discretionary powers that would cause the trust to be included in the
settler's estate.

33
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To assist drafters in avoiding inadvertent estate tax inclusion, the annotations to the sample inter vivos
trust forms indicate that the following retained powers by the settler will cause a gift to a CLT to be
incomplete and, therefore, cause estate tax inclusion if the settler dies during the lead term:

34

If the settler is serving as the trustee of the CLT, the trustee's discretionary power to select
charitable beneficiaries during the lead term.
A retained power by the settler (but not the settler's spouse) to apportion the annuity or unitrust
payments among a class of qualifying charitable recipients.
The retention by the settler of the power to substitute another charitable beneficiary for the
charitable beneficiary designated in the trust document.
If the charitable beneficiary is a private foundation and the settler is an officer or director of the
foundation

35 or

otherwise possesses certain decision-making authority in the foundation.

36

Although not addressed by the IRS in the annotations, if the settler of the CLT retains the power to change
the remainder beneficiaries, the gift to the noncharitable remainder beneficiaries will be incomplete and,
hence, estate tax inclusion results. Consequently, providing such a power to the settler of the CLT should

be avoided at all costs, even where the settlor retains no power with respect to the payments to the
charitable beneficiaries over the lead term that would, therefore, not otherwise cause estate inclusion.

37

Drafting grantor trusts
In the majority of cases, the settlor will desire to establish an inter vivos CLT as a nongrantor trust so as to
avoid the recognition of income earned by the CLT during the lead term, although, in the case of a
nongrantor CLT, no upfront income tax charitable deduction is available to the settlor. On the other hand,
there are situations when the settlor of the CLT desires an income tax charitable deduction upon the
funding of the trust, despite the requirement that the income of the trust be recognized by the settlor during
the lead term.
To obtain the income tax charitable deduction, the CLT must be structured to trigger the grantor trust rules
so as to cause the settlor to be treated as the owner of the entire trust for income tax purposes. 38 In these
situations, it is imperative that the provision intended to cause grantor trust status for income tax purposes
does cause estate tax inclusion, thereby potentially defeating the estate and gift tax benefits of the CLT if
the settlor dies during the lead term of the CLT. 39
If a nongrantor trust is sought, it is crucial that the CLT not contain any provision that would cause the trust
to be treated as a grantor trust, thereby inadvertently making an intended nongrantor trust into a grantor
trust. In this regard, the sample trust forms contain a nongrantor "savings clause," entitled "Retained
Powers and Interests," which states that "Notwithstanding any other provision of the trust to the contrary,
no person shall hold any power or possess any interest that would cause the Donor to be treated as the
owner of any portion of the trust" under the grantor trust rules. 40

Grantor trust provision used by IRS in sample grantor trust forms
Section 7 of Rev. Proc. 2007-45 and Rev. Proc. 2008-45, respectively, contain sample grantor CLAT and
CLUT trust forms. In these sample forms, the IRS uses the following provision to cause "grantor trust"
status of the CLT:
[pg. 20]

Retained Powers and Interests. During the Donor's life, [individual other than the donor,

the trustee, or a disqualified person as defined in § 4946(a)(1)] shall have the right,
exercisable only in a nonfiduciary capacity and without the consent or approval of any
person acting in a fiduciary capacity, to acquire any property held in the trust by substituting
other property of equivalent value.

This provision is based on the grantor trust rule of Section 675(4)(C), under which grantor trust status
exists if "any person without the approval or consent of any person in a nonfiduciary capacity [has] a power
to reacquire the trust corpus by substituting other property of an equivalent value." The annotations to the
sample forms contain a warning that the inclusion of the "power to substitute trust assets" does not
guarantee grantor trust status, given its statement that the circumstances surrounding the administration
of a CLTwill determine whether a Section 675(4) substitution power "is exercised in a fiduciary or
nonfiduciary capacity. This is a question of fact." Thus, the inclusion of the grantor trust substitution
provision contained in the sample forms does not, in and of itself, guarantee grantor trust status because
the issue of whether such power is exercisable in a fiduciary or nonfiduciary capacity is a question of fact.
41

Although not mentioned in the annotations, recently issued Rev. Rul. 2008-22

42 makes

it clear that the

power to substitute assets under Section 675(4)(C), even if held by the settlor of a trust, does not cause
estate tax inclusion. In the context of a CLT, however, the settlor should not have such a power, as the
exercise of that power would likely result in an act of self-dealing under Section 4941 , a private foundation
excise tax provision that is applicable to CLTs. Given the draconian consequences of the application of
Section 4941 , providing the settlor with a substitution power would likely be viewed as not providing the
power at all and, presumably because of this, the IRS sample grantor CLT trust form specifically indicates
that the person holding the substitution power must be someone other than the "donor, the trustee, or a
disqualified person."
In light of the "reacquisition" language contained in Section 675(4)(C), an issue has been raised as to
whether granting the substitution power to someone other than the settlor (i.e., to someone who could
never be in a position to "reacquire" trust property) is sufficient to trigger Section 675(4)(C). The sample
CLT trust provision offers assurance that giving this substitution power to a third party is sufficient to cause
grantor trust status (to the point that the sample trust documents do not use the term "reacquire," but
instead use the term "acquire"), so long as the power is exercisable in a nonfiduciary capacity. 43
Alternative provisions for grantor trust status. The Revenue Procedures setting forth the sample CLT trust
forms do not contain any alternative grantor trust provisions to the Section 675(4)(C) substitution power.

The annotations do provide, however, that the CLT sample trust form "may instead incorporate a power or
provision, other than the one provided in the sample trust." The annotations warn, though, that
"practitioners should exercise caution when choosing a particular power or provision because certain
methods of creating a grantor trust may have unforeseen tax consequences." This warning should be
clearly heeded when drafting CLTs. While there are a multitude of provisions that can trigger grantor trust
status, the inclusion of a grantor trust provision that causes estate tax inclusion may defeat the entire
purpose of the CLT if the settlor dies during the lead term. Accordingly, it is imperative that any alternative
grantor trust provision be carefully chosen so as to achieve grantor trust status, but not cause estate tax
inclusion.

44

Conclusion
The IRS Revenue Procedures containing sample trust forms, alternative provisions, and annotations
provide invaluable guidance and assistance in drafting CLATs and CLUTs, as well as safe harbor
protection that the trust will be a qualified CLT, thereby producing either a gift or estate tax charitable
deduction. Although the sample trust forms provide a good start, many of the alternative provisions should
be integrated into the trust document. In addition, because the safe harbor protection applies only where
the trust document is substantially similar to an IRS sample trust form or where the document integrates
one or more alternate provisions, any modifications made by a drafter must be clearly consistent with the
requirements for a qualified CLT, or an IRS private letter ruling should be obtained.

PRACTICE NOTES
The safe harbor protection provided by the IRS Revenue Procedures is available only if the trust document
is 'substantially similar' to the sample trust form or properly integrates one or more alternative provisions.
1

2007-29 IRB 89.

2

2007-29 IRB 102.

3

2008-30 IRB 224.

4

2008-30 IRB 238.

5 See

Fox, "A Guide to the IRS Sample Charitable Lead Trust Forms - Part 1," 36 ETPL 7 (Apr. 2009) .

6 Obviously,

each provision of a CLT should be considered carefully, from both a tax and nontax

perspective.

7

The organizations described in Sections 170(c) , 2055(a) , and 2522(a) are not identical, as there are

differences in the delineated organizations in these sections. If an organization is described in all three
sections, there will be assurance that a charitable deduction will be available for income, estate, and gift
tax purposes.

8 Technically,

only one charitable lead beneficiary may be named and if that charitable beneficiary is

qualified, a charitable deduction will be available upon the funding of the trust, even if that charitable
beneficiary subsequently is no longer a qualified charity. See Ur. Rul. 8824052 . If a designated charity
no longer qualifies under Section 170(c) , however, a nongrantor CLTwill not be eligible to claim income
tax charitable deductions for annual payments made to such organization. For that reason alone
(besides the assumption that the settlor would no longer want payments being made to a charity that
loses its exemption), an alternate successor qualified charity should be designated.

9

See, e.g., Ur. Rul. 9331015, where the CLT trust form failed to designate any charitable recipients, but

gave the co-trustees (a trust company and the settlor's son) the power to designate charitable recipients
each year.

10

This is specifically noted, for example, in section 5.02(5) of Rev. Proc. 2008-45.

11 In

Rev. Rul. 85-49, 1985-1 CB 30, which is cited in the Revenue Procedures containing the sample

CLTforms, the IRS ruled that an annuity interest payable for the lesser of (1) a term of years or (2) a
period of lives in being plus a term of years, was a permissible lead term.

12 The

rule limiting the individuals who may be used as measuring lives of a CLTwas adopted to

eliminate abusive schemes using seriously ill individuals, who were unrelated to the settler, as
measuring lives. Before the adoption of the rule, promoters marketed a program where they would find
seriously ill, but not "terminally ill," individuals who would be used as the measuring lives for the CLT
lead term. The use of such an individual as the measuring life was aimed at artificially inflating the
charitable deduction because, given that the individual was not "terminally ill" within the Regulations
under Section 7520, the charitable interest was valued based on the IRS actuarial tables (without
regard to the individual being seriously ill). The rules limiting the measuring lives to certain individuals
can be found at Regs. 1.170A-6(c)(2) , 1.170A-6(e) , 20.2055-2(e) , and 25.2522(c)-3(c) . See also Reg.
1.7520-3(b)(3) .

1 3 Thi

s probability must be computed, based on the current applicable Life Table in Reg. 20.2031-7, at

the time the property is transferred to the trust, taking into account the interests of all primary and
contingent remainder beneficiaries who are living at that time.

1 4 The

Revenue Procedures note that the unitrust amount may increase or decrease and that the

annuity payment may increase during the lead term provided that the respective unitrust and annuity
interests are ascertainable at the time the CLTis funded. In most cases, however, the initial unitrust
amount or annuity payment remains constant during the lead term.

15 For

example, if the value of the assets to be transferred is thought to have a value of $2 million and an

annual annuity of $100,000 is desired, the annuity would be expressed as 5% of the initial net FMV as

finally determined for federal tax purposes. That way, if the initial net FMV is ultimately determined to be
$3 million, the annual annuity will be equal to $150,000 ($3,000,000 x 5%).

16 See

Rev. Rul. 77-300, 1977-2 CB 352 , where the IRS ruled that the charitable lead interest in the

form of a payment to charity of the lesser of the trust income for the tax year or a fixed percentage of the
net FMV of the trust assets was not a unitrust interest, and no gift tax charitable deduction was allowed
for the value of the charitable interest.

17 That

is, the annual annuity payment must be "determinable" at the creation of the CLAT and

increasing the annuity payment would violate that requirement. See, e.g., Ltr. Rul. 8034093 . Thus,
because the additional contribution would not increase the annuity, but would therefore increase the
noncharitable remainder interest, no additional charitable deduction would arise and a gift would result
to the remainder beneficiaries.

18 Ur.

19

Rul. 9304020 .

See, e.g., Ur. Rul. 8043077 .

20 Rev.

21 The

Rul. 82-128, 1982-2 CB 71 .

general thinking of the IRS historically was that the prohibition on CRTs paying estate taxes

applied equally to CLTs. See, e.g., Ur. Ruis. 9348012 and 7914008.

22 Section

508(d)(2)(A) .

23

See, e.g., Ur. Ruis. 9128051, 9118040, 9631021, and 9840036.

24 Drafting

such a provision was based on Reg. 1.642(c)-3(b)(2), which provides that, in determining

whether an amount of income paid to a charitable beneficiary includes particular items of income not
included in gross income (for example, tax-exempt income), provisions in the governing instrument will
control if they specifically provide as to the source out of which amounts are to be paid to the charitable
beneficiary. Absent specific provisions in the governing instrument or in local law, the amount of income
distributed to each charitable beneficiary is deemed to consist of the same proportion of each class of
the items of income of the estate or trust as the total of each class bears to the total of all classes.

25

Prop. Regs. 1.642(c)-3(b)(2) and 1.643(a)-5. Previously, the IRS had taken a similar position in

private letter rulings. See, e.g., Ur. Ruis. 199947022, 9750020, and 8823022.

26 The

Revenue Procedures expressly provide that "the trust instrument may contain certain other

administrative provisions relating to the trustee's duties and powers."

27 This

is a situation reserved for when the settlor seeks an upfront income tax charitable deduction, is

willing to recognize the income of the CLT over the lead period, and desires to receive the principal of
the trust back upon the termination of the lead trust.

28 Such

a chance, however, should generally not be taken because of the possible magnitude of the

negative estate tax consequences of the settlor dying during the lead term. In addition to potential estate
tax exposure, there is a question as to whether the retention of a power that causes an incomplete gift to
the charitable lead beneficiaries will cause the funding of a CLT to be considered a gift to the
noncharitable remainder beneficiaries equal to a 100% of the contribution to CLT. This question arises
due to Reg. 25.2702-2(a)(4) , which provides that an interest in a trust "includes a power with respect to
a trust if the existence of the power would cause any portion of a transfer to be treated as an incomplete
gift." Because the settler's interest is not a qualified interest under Section 2702(b), it is valued at zero

for purposes of determining the gift to the noncharitable remainder beneficiaries. Although CLTs are
generally exempt from the application of Section 2702 , the exemption applies "if the only interest in the
trust, other than the remainder interest or a qualified annuity or unitrust interest, is an interest that
qualifies for deduction under section 2522." Reg. 25.2702-1(c)(5). Because the settler's power would be
treated as an "interest," and such an interest would be considered an interest other than the remainder
interest, the exception would not technically apply, thereby leaving open the possibility that the funding
of the CLT, where the settler retains a power sufficient to cause an incomplete gift, causes a gift to the
noncharitable remainder beneficiaries equal to 100% of the contribution. No cases or rulings were
discovered that applied this approach in the context of a CLT. In addition, Ltr. Rul. 200328030 (in which
the settler's retention of a power to change the charitable beneficiaries caused an incomplete gift)
indicated only that this power causes estate inclusion, but made no mention of Section 2702 . Finally, in
the annotations discussing providing the donor with the power to substitute charitable lead beneficiaries,
the only commentary is that such a power will cause the gift of the charitable interest to be incomplete,
and, depending on the date of the donor's death, may cause estate inclusion. No mention of Section
2702 is made, however. In the author's view, the mere power to change charitable beneficiaries during
the lead term should not cause a gift to the remainder beneficiaries to be equal to 100% of the
contribution to the CLT.

29 See

also Rifkind, 54 AFTR 2d 84-6453 5 Cl Ct 362 84-2 USTC 1[13577 (Cls. Ct., 1984), where the

court, citing Rev. Rul. 72-552, 1972-2 CB 525 , held that the estate of the granter of a CLT included the
value of the trust assets under Section 2036(a)(2) because the payments from the trust were distributed
to a private foundation with respect to which the decedent was an officer and director, with the attendant
power to direct dispositions of the foundation's funds for charitable purposes. The court rejected the
estate's arguments that Section 2036(a)(2) was not applicable because any right the decedent had over
the assets of the foundation was limited by his fiduciary responsibilities under state law and because the
foundation's grantees were limited to charitable entities. It is interesting that the decedent in Rifkind, on
the advice of counsel, resigned all his positions with respect to the foundation on 4/20/73, specifically in
response to the issuance of Rev. Rul. 72-552 . Unfortunately, however, the decedent died on 8/24/75,
less than three years after such resignation. Accordingly, the resignation within three years of death,
coupled with the conclusion reached by the court with respect to the Section 2036(a)(2) issue, caused
inclusion of the foundation's assets in the decedent's estate under Section 2035 .

30 The

consequences of estate inclusion are that the entire value of the CLT is included in the settlor's

estate and an estate tax charitable deduction is available for the remaining payments to the charitable
lead beneficiaries. Thus, if the settlor dies in the 18th year of a 20-year CLT, most of the value of the CLT
would be subject to estate tax because there would be only a relatively minimal estate tax charitable
deduction available.

31 See

Regs. 25.2511-2(c) and 25.2511-2(e); Ur. Ruis. 200328030 and 8525042; Estate of Craft, 68

TC 249 (1977), aff'd 45 AFTR 2d 80-1716 608 F2d 240 80-1 USTC ,r13327 (CA-5, 1979).

32 See

Rev. Rul. 95-58, 1995-2 CB 191 (settlor's reservation of unqualified power to remove trustee and

appoint new trustee (other than grantor) is not a reservation of the trustee's discretionary distribution
power by grantor that would cause estate inclusion of trust property if grantor could appoint only an
individual or corporate successor trustee that was not related or subordinate within Section 672(c) ).

33 To

avoid any issue regarding whether any trustee power causes estate inclusion, it is prudent for the

settlor not to serve as trustee. There is no prohibition against the settlor being a trustee, and the settlor
serving as trustee, in and of itself, will not cause an incomplete gift or estate tax inclusion. Although the
governing instrument of a CLUT is not required to provide for an independent trustee or qualified
appraiser for the valuation of unmarketable assets, the prudent approach is to use such a person for
such valuations. In the grantor CLT context, however, where an income tax deduction is obtained
upfront, the qualified appraisal rules must be followed in order for the settlor to obtain an income tax
deduction. See Section 170(f)(11). Ur. Rul. 200240027 indicated that "unmarketable assets may be
transferred to the Trusts, the Trusts provide that the valuations are to be performed by the trustee and,
under the terms of the Trusts, the trustee would be an independent trustee within the meaning of section
1.664-1(a)(7)(i)."

34 Providing

these retained rights to the settlor will not cause disqualification of the CLT, although the

sought-after estate and gift tax goals will likely not be met if the settlor dies during the lead term of the
CLT possessing such rights.

35 The

IRS has ruled that a gift is complete where the settler of the CLT is also a director of the charitable

lead beneficiary, which apparently was not a private foundation. See Ur. Rul. 8130033 (reversing Ur.
Rul. 8051170 ).

36 In

a number of private letter rulings, however, the IRS has ruled that a CLTwill notbeincludable in the

settler's estate even where the annuity or unitrust payments are made to a private foundation of which
the donor is a director or trustee, so long as those funds are isolated and the settler does not participate
in decisions as to distribution of those funds or where the settler resigns his or her positions with the
foundation prior to the funding of the lead trust. See, e.g., Ur. Ruis. 200138018, 9822019, and 9822021
. This is the case even when the settler's wife and children are directors and officers of the foundation
and have oversight responsibility over such funds. See, e.g., Ur. Rul. 9821030.

37 See,

e.g., Rev. Rul. 70-513, 1970-2 CB 194, in which the value of the remainder interest was

includable in the decedent's estate under Section 2038 . Although the decedent retained no power over
the life estate, the decedent "effectively retained substantial control over the enjoyment of the remainder
interest." In virtually every case, the CLT should be structured so that the gifts to both the charitable lead
beneficiaries and the noncharitable remainder beneficiaries are complete upon funding the CLT.

38 The

granter trust rules are contained in Subpart E, Part I, Subchapter J, Chapter 1, Subtitle A of the

Code. Unlike a CLT, if a CRT has any provision that triggers the granter trust rules, it will not qualify as a
CRT under Section 664(a) .

39 Based

on the differences between the income tax and estate tax rules with respect to the effect of

certain powers on granter trust treatment versus estate inclusion, it is possible for a retained power to
cause granter trust treatment but not estate inclusion. See, e.g., Huffaker and Kessel, "How the
Disconnect Between the Income and Estate Tax Rules Created Planning for Granter Trusts," 100
Tax'n 206 (Apr. 2004).

J.

40 The

annotations state that "This prohibition should be included only in nongrantor charitable lead

trusts." Query, for example, whether a CLT that provides for the corpus of the trust to revert back to the
settlor (which is clearly a grantor trust under Section 673(a) ) would not be considered a grantor trust
under this savings clause. Despite the savings language, such a trust would, no doubt, be accorded
grantor trust status by the IRS. In most cases, the grantor trust status of a CLT may not be so clear.

41 In

earlier rulings, the IRS suggested that a provision giving a Section 675(4)(C) substitution power to

a person who is neither a trustee nor an adverse party would result in grantor trust status. See, e.g., Ltr.
Ruis. 9224029 and 9247024 . Consistent with the annotations, more recent IRS rulings have concluded
that the existence of a Section 675{4)(C) substitution power, in and of itself, does not guarantee grantor
trust status, stating that it is a question of fact as to whether the power was exercisable in a nonfiduciary
capacity. See, e.g., Ltr. Ruis. 9642039, 9407014, 9713017, and 200010036.

42

43

2008-16 IRB 796.

See Rev. Rul. 2008-22 , regarding an additional provision in a CLT that would be helpful in

establishing that the substitution power is exercisable only in a nonfiduciary capacity. Having the
substitution power of a third party cause grantor trust status is consistent with the flush language of
Section 675(4) which states that the powers of administration delineated under that section may be
exercisable in a nonfiduciary capacity by "any person."

44 For

an article addressing this issue, see Bieber and Hodgman, "Planning With Grantor Charitable

Lead Annuity Trusts," 33 ETPL 36 {Aug. 2006), under the heading "Making the CLAT a grantor trust."
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With the Section 7520 interest rate at a historically low level,1 the charitable lead annuity trust (CLAT) has
become an increasingly powerful and popular estate planning tool to transfer wealth effectively to the next
generation, while also furthering philanthropic goals by providing annuity payments to charity. Unlike a
charitable lead unitrust (GLUT), a CLAT can be structured so that the present value of the annuity
payments to charity is equal to the amount actually transferred to the CLAT, thereby resulting in what is
known as a "zeroed-out" CLAT because the value considered transferred to the remainder beneficiaries
for estate and gift tax purposes is equal to zero.
Rev. Procs. 2007-452 and 2007-463 contain sample CLAT forms,4 and the accompanying annotations
state that the governing instrument of a CLAT may provide for an annuity amount that is initially stated as
a fixed dollar amount "but increases during the annuity period." This language has spurred the promotion
of what has become known as the "variable CLAT" or "VCLAT," and particularly the highly touted
"shark-fin" CLAT where fixed nominal annuity payments are made to charity each year followed by a
substantial back-loaded balloon payment to charity at the termination of the trust. By back-loading the
payment to charity, the shark-fin CLAT is intended to allow for a significant build-up of funds within the
CLAT,5 so as to maximize the amount ultimately passing to family members on the termination of the
CLAT, although the nominal annual annuity payments and the back-loaded balloon payment can be
structured to result in a zeroed-out CLAT.
One version of the shark-fin CLAT being promoted uses substantially all of the funds initially transferred to
the CLAT to purchase a single-premium life insurance policy on the settlor. Then, when the settlor dies (at
which time the CLAT term also ends), a portion of the life insurance proceeds is used to fund the
substantial back-loaded balloon payment to charity. The remainder of the insurance proceeds, plus any
other funds remaining in the CLAT, passes to family members. 6 Although the annotations accompanying
the
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sample CLAT forms indicate that there may be "increases" in the annuity amount, the IRS has not
provided any specific guidance or details regarding the permissibility of such increases and has never
approved the shark-fin CLAT strategy, including those funding the balloon payment to charity with life
insurance.
Interestingly, notwithstanding the annotations accompanying the IRS sample CLAT forms, it is not clear

that increases in annuity payments under a CLAT should be permissible in the first instance. Moreover,
even assuming the permissibility of such increases, there is authority suggesting that any such increases
should be limited on a year-to-year basis and that nominal annuity payments should be considered de
minimis and therefore disregarded, thereby raising questions as to whether the back-loaded approach of
the shark-fin CLAT would actually pass IRS muster. 7 Making a final balloon payment to charity funded by
life insurance proceeds raises a further issue as to whether that final payment, triggered solely by the
settlor's death, would in and of itself cause the shark-fin CLAT to be invalid because it would not be
considered an annuity payment.
In addition, because a CLAT, as a Section 4947(a)(2) split-interest trust, is subject to the self-dealing rules
of Section 4941 , there is a further issue as to whether structuring a CLAT so that only nominal payments
are made to charity prior to one substantial balloon payment on its termination could potentially be viewed
as an act of self-dealing, given that the purpose of such a structure is to maximize the amount of assets in
the CLAT passing to family members of the settlor and the fact that the charitable beneficiaries run a
higher risk of not receiving any substantial payment because the trust assets may substantially depreciate
before the final scheduled balloon payment is due. A discussion of this issue, however, is beyond the
scope of this article.
This article explores the validity of the shark-fin CLAT, including those making a final balloon payment to
charity funded with life insurance. In light of the risks associated with the use of a shark-fin CLAT, as
discussed hereinafter, and particularly those funding back-loaded balloon payments with life insurance, an
alternative CLAT structure using life insurance is also discussed.

Planning Tip
Low interest rates facilitate the creation of a "zeroed-out" CLAT. With a zeroed-out CLAT, the charitable
deduction fully offsets the amount transferred to the CLAT, resulting in no gross estate tax inclusion (for
testamentary CLATs) or taxable gift (for inter vivos CLATs) on funding the CLAT. An aggressive strategy
used in connection with zeroing out a CLAT is to back-load payments going to the charitable beneficiary of

a CLAT.
In a variable CLAT (VCLAT), the lead annuity payments to charity increase during the term of the CLAT.
This type of CLAT is also sometimes referred to as an "increasing payment CLAT," or "IPCLAT."
"Shark-fin" CLATs are a type ofVCLAT. For purposes of this article, a "shark-fin" CLAT is one structured to
make nominal annual fixed annuity payments to charity until a substantial balloon payment is made to

charity in the final year of the CLAT. The "shark-fin" name is attached to this structure because if the
payment pattern to the charity is plotted on a line graph, the final payment resembles a shark's dorsal fin
slicing through the water.
Note that a CLAT may not always be structured as a "zeroed-out" CLAT, particularly if the settlor has not
fully used the $1 million current lifetime gift tax exemption in Section 2505(a). In this case, the payments to
charity otherwise required to zero out the CLAT can be reduced, leaving more funds within the CLAT and
thereby likely resulting in more assets being transferred to family members on the termination of the CLAT,
a key to the planning strategy of a CLAT.

Background on charitable lead trusts
A charitable lead trust (CLT) 8 is a "split-interest trust" that allows an individual to provide benefits to both
charitable and noncharitable beneficiaries. Generally, a CLT is an irrevocable trust that provides a
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current benefit to charity, either in the form of a guaranteed annual annuity payment (the CLAT structure)
or unitrust (a CLUT structure), for a period known as the "lead term," which can be a specified number of
years or the life or lives of designated individuals, including the settlor. On the termination of the lead term,
the remaining assets in the CLT pass to noncharitable beneficiaries, typically family members of the settlor
or a trust for their benefit. Thus, at the creation of a CLT, two gifts are made by the settlor:

(1) A gift of the annuity or unitrust interest to charity.
(2) A gift of the remainder interest to noncharitable beneficiaries.
A CLT is basically the opposite of a charitable remainder trust (CRT), which provides payments to
noncharitable beneficiaries during an initial term, followed by a payment to charity at the end of such term.
Unlike a CRT, however, there are no minimum or maximum payout requirements with respect to the
annuity or unitrust payments, no requirement regarding the present value of the remainder interest, and no
term limitation for a CLT that is not measured by the life expectancy of an individual. If the CLT conforms to
the requirements of the Code, a charitable gift or estate tax deduction is available for the present value
(determined using the Section 7520 rate) of the annuity or unitrust payments payable to the charity over
the lead term.

Computation choice for deduction. Where an income, estate, or gift tax charitable deduction is allowed, the
taxpayer may elect to use the Section 7520 rate for the month of the transfer or either of the two months
preceding the month of the transfer.9 Section 7520 requires the use of an interest rate assumption equal to
120% (rounded to the nearest two tenths of 1%) of the applicable federal mid-term rate in effect under
Section 1274(d) for the month in which the valuation date falls. This rate is sometimes referred to as the
"charitable federal mid-term rate." The applicable federal mid-term interest rate changes monthly and is
published by the IRS in a revenue procedure, along with the Section 7520 rate, generally on the 20th day
of the month preceding the month in which the rate applies.
The settler of a CLT may use the applicable Section 7520 rate in effect for the month in which the gift is
made or, pursuant to an available election, the rate in effect for either of the two months preceding the
month of the gift. Because the Section 7520 rate for a particular month is announced on approximately the
20th day of the month preceding the month in which the rate applies, once the Section 7520 rate is
announced for the following month, donors have the flexibility to choose an interest rate over a four-month
period consisting of:

(1) The current month.
(2) The month immediately preceding the current month.
(3) The second month preceding the current month.
(4) The month following the current month, but only if the transfer to the CLTis actually deferred
until that month.
This gift or estate tax charitable deduction offers a significant benefit, as the taxable amount of the gift or
amount subject to estate tax is equal to the amount transferred to the CLT less the available charitable
deduction,1 0 thereby potentially resulting in significant wealth being transferred to family members on the
termination of the
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lead term at little or no gift or estate tax cost.

Planning Tip
The charitable lead trust (CLT) is one of several types of split-interest vehicles that split the benefits
between charitable and noncharitable beneficiaries. Other such vehicles include:

Charitable remainder trust (CLT).
Pooled income fund.
Charitable gift annuity.
All of these are basically structured to provide payments to the noncharitable beneficiaries during an initial
period. In contrast, a CLT is structured to make payments to the charitable beneficiaries during an initial
period.
Unlike a CRT, a CLT is not a tax-exempt entity. Rather, during its lead term, the taxability of a CLT
depends on whether it is treated as a grantor or nongrantor trust. In the grantor trust situation, the settlor is
taxed on all of the income of the CLT, whereas in the nongrantor trust situation, the CLT is taxed on all of
the income, subject to an income tax charitable deduction under Section 642(c)(1).
Grantor versus nongrantor CLT. In addition to offering a gift or estate tax charitable deduction, a CLT
created during life can be structured to provide an income tax charitable deduction to the settlor of the
trust. This is possible, however, only if the CLT is a "grantor trust" for income tax purposes, which can be
accomplished where a provision in the trust document triggers the grantor trust rules.

11 Although

an

upfront income tax charitable deduction is available, there is a price to pay for this benefit. The same
grantor trust status of the CLT that results in an income tax charitable deduction to the settlor of the CLT
also causes the settlor to recognize all of the taxable income of the trust during the lead term, without any
further charitable income tax deduction for the annual payments from the trust to charity.
In effect, therefore, the upfront income tax charitable deduction is recaptured over time through the
recognition of the taxable income earned by the CLT. Furthermore, if the settlor dies during the lead term
of a grantor CLT, the grantor will be taxed on a recaptured amount.

12 For

this reason, most inter vivos

CLTs are structured as nongrantor trusts, in which case it is imperative that the CLT trust form not
inadvertently contain any grantor trust provision.

13 In

a nongrantor trust situation, the CLT is treated as a

complex trust that is taxable as a separate entity under the provisions of Subchapter J of the Code under
its own tax identification number.
The settlor of a nongrantor CLT neither obtains an income tax charitable deduction (either on the funding
of the trust or at any time thereafter) nor recognizes any taxable income earned by the trust. Instead, each
year, the CLT recognizes the taxable income earned by the trust and is also entitled to an income tax
charitable deduction under Section 642(c)(1) (in lieu of the charitable income tax deduction otherwise
available under Section 170(a)) for the annuity or unitrust amount paid to charity each year.

Thus, although a nongrantor CLT is not exempt from income tax, 14 it may ultimately be the equivalent of a
tax-exempt entity by virtue of the income tax charitable deduction available during the lead term under
Section 642(c)(1). Moreover, the class of permissible charitable recipients for obtaining a deduction under
Section 642(c)(1) is broader than the class of such recipients under Section 170(a) . For example, an
income tax charitable deduction is available for a contribution to a foreign charity under Section 642(c)(1)
by a nongrantor CLT, whereas no such deduction is available to an individual under Section 170(a) for a
contribution to a foreign charity. 15
Effect of interest rates when using Cl Ts. A CLAT offers the potential for passing more assets to the
noncharitable remainder beneficiaries if it is established in a low Section 7520 interest rate environment.
This is because the lower the Section 7520 interest rate in effect on the date the CLAT is funded, the
higher the present value of the annuity or unitrust interest passing to charity and, therefore, the greater the
charitable estate or gift tax deduction.
As a result, in a low interest rate environment, the annuity payments to charity can be set at a much lower
amount than in a high interest rate environment. This increases the likelihood that more assets will pass to
the noncharitable remainder beneficiaries. CLUTs have virtually no sensitivity to interest rates (other than
nominally based on the frequency of the annual unitrust payments), so they are the preferred choice in a
high Section 7520 interest rate environment.
Zeroed-out CLAT. A CLAT, but not a CLUT, can be structured so that the present value of the annuity
payments payable to the charity is equal to the value of the property funding the CLAT. In a "zeroed-out"
CLAT, the annuity payments are set to have a present value equal to the full value of the property
transferred to the CLAT, making the value of the remainder interest zero. For example, assume that a
donor establishes a 20-year term inter vivos CLAT, funded with $1 million, when the applicable Section
7520 rate is 2.8%. In this situation, an annual
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annuity payout at the end of each year equal to 6.6% of the $1 million contribution, or $66,000, has a
present value of $1 million. Thus, no taxable gift results because the amount contributed to the trust and
the present value of the annuity (for which a charitable gift tax deduction is available) are both $1 million,
thereby resulting in the remainder interest having a value of zero for gift tax purposes.
If the CLAT were, instead, structured as a CLUT paying a unitrust amount of 6.6% each year, rather than
a fixed payment of $66,000 per year, however, the present value of the unitrust payments would be only

$744,767, thereby producing a taxable gift of $255,233. Even where a CLAT is not zeroed-out, it still can
be structured so that the taxable gift, although not equal to zero, is substantially minimized or is not subject
to gift tax because of the available $1 million current lifetime gift tax exemption.

Sttatk-fin CLAT using life insurance
The basic strategy of the

stiarl<-firi CLAT using life insurance involves the contribution of cash to an inter

vivas CLAT, which is structured as a "grantor trust" for income tax purposes. The CLAT uses most of the
cash contribution to purchase a single-premium life insurance policy on the life of the settlor, the proceeds
of which are payable to the CLAT on the death of the settlor, which also triggers the termination of the
CLAT. A portion of the life insurance proceeds are used to make a final substantial balloon payment to
charity, with the remaining insurance proceeds distributed to the noncharitable remainder beneficiaries.
The portion of the cash contribution that is not used by the trust to purchase life insurance is used to
purchase a tax-exempt municipal bond, which is used to make fixed nominal annual payments to a
designated charity. Because the trust is a grantor trust, the settlor obtains an upfront income tax deduction.
Furthermore, because the only income earned by the CLAT is tax-exempt municipal bond income, the
settlor is not subject to tax on that income.
Example. A 60-year-old settlor contributes $1 million in cash to a CLAT. The CLAT immediately purchases
a life insurance policy on the settlor with a $900,000 single premium payment. The remaining $100,000 of
the $1 million in cash contributed to the CLAT is used to purchase a $100,000 municipal bond that pays
4% interest. The arrangement produces the following results:

The life insurance policy has a death benefit of $3,800,001. When the settlor dies, the CLAT
receives the $3,801,000 in life insurance proceeds, and $2,275,000 is paid to a designated charity.
The remaining $1,526,000 passes to the noncharitable remainder beneficiaries designated in the

I

j

I
li

CLAT.
The municipal bond earns interest of $4,000 each year, which the CLAT uses to make annual
annuity payments to the designated charity of $4,000. Consequently, even though the CLAT is
structured as a grantor trust, thereby subjecting the settlor to income tax on the income earned by
the CLAT, the settlor does not recognize taxable income because the CLAT income is tax-free
municipal bond income. When the CLAT terminates on the settlor's death, the remaining balance of
the municipal bond is paid to the noncharitable remainder beneficiaries.

I
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Based on an assumed Section 7520 rate of 3.4%, the present value of the $4,000 annual annuity
payments to charity for the donor's life and the balloon payment to charity at the donor's death of
$2,275,000 equals $950,000. Thus, the granter is entitled to a charitable income and gift tax
deduction of $950,000. Because of the gift tax charitable deduction, the taxable gift at the time the
CLAT is funded equals the excess of $1 million over $950,000, or $50,000 (which can be sheltered
by the current $1 million lifetime gift tax exclusion).
Therefore, although the taxable gift is only $50,000, the noncharitable remainder beneficiaries ultimately
receive a total of $1,526,000 and the municipal bond held in the CLAT, a clearly a favorable outcome
assuming this strategy passes IRS muster.

Permissibility of back-loading payments to charity
In order for an income, gift, or estate tax charitable deduction to be available on funding a CLAT, the
charitable interest must be in the form of a "guaranteed annuity."1 6 Therefore, absent the payments to
charity constituting a "guaranteed annuity," potentially disastrous tax consequences can result:

For a testamentary CLAT, the entire amount transferred would be included in the taxable estate.
For an inter vivos CLAT, the entire amount transferred would be a taxable gift.
No income tax charitable deduction would be available.
The term "guaranteed annuity" is defined in the regulations as "an irrevocable right pursuant to the
instrument of transfer to receive a guaranteed annuity," which is defined in turn as "an arrangement under
which a determinable amount is paid periodically, but not less often than annually, for a specified term of
years or for the life or lives of certain individuals."

17 An

amount is considered "determinable" if the exact

amount which must be paid to charity can be "ascertained as of the date of gift." The regulations provide
"[f]or example, the amount to be paid may be a stated sum for a term of years, or for the life of the donor."
1 8 Th

e only guidance in the regulations addressing the permissibility of increasing the annuity amount paid

to charity during the CLAT lead term is a statement that the annuity amount "may be changed by a
specified amount" at the expiration of a term of years or at the death of an individual. 1 9 The examples
provided under the regulations regarding the valuation of CLAT annuities use only a stated dollar amount

to be paid to charity over the term of the CLAT, not any payout scheme involving increasing payouts.

20

The lack of explicit guidance under the CLAT regulations regarding the permissibility of year-to-year
increases in the annuity payments to charity is contrary to the regulations under other provisions of the tax
law involving "annuity trusts." For example, the regulations governing charitable remainder annuity trusts
(CRATs) specifically require the annuity to be the same "stated dollar amount" each year, thereby
precluding the possibility of annual increases in the annuity amount.

21 The

regulations governing granter

retained annuity trusts (GRATs) similarly provide that an annuity is a "stated dollar amount," but
specifically allow an annual increase equal of 20% of the stated dollar amount payable in the preceding
year.

22

Ascertainable payment vs. guaranteed annuity. In the context of a CLAT, it has been suggested that so
long as the payments to charity are "ascertainable" on the date of the initial transfer to a CLAT, there is no
prohibition on increasing the annual payout amounts to charity.23 T his is based on the theory that as long
as the amount of the payments to charity is known, the available income, gift, or estate tax charitable
deduction will be based on exactly what the charity will be receiving. This situation presents no potential for
the charitable deduction to be taken based on payments that will never in fact be received by charity, a
result that
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potentially could have occurred prior to the enactment of the present-day rules governing CLTs.

24

Under the CLAT regulations, the requirement that a payment be "ascertainable" relates only to whether a
payment is considered to be a "determinable amount," not whether the payment is a guaranteed annuity.
To constitute a "guaranteed annuity" under the CLAT regulations, however, there must be "an
arrangement under which a determinable amount is paid periodically but not less than annually." Thus,
qualification as a "guaranteed annuity" does not rest solely on the payments to charity being ascertainable,
as absent a determinable amount being paid periodically, there can be no "guaranteed annuity."
Moreover, based on the use of the phrase "a determinable amount" in the CLAT regulations, rather than
"determinable amounts," and the indication in the CLAT regulations that increases in annuity payments
may be permissible on the expiration of a term of years or at the death of an individual, the language of the
CLAT regulations could very well be interpreted to require the payment of the same stated dollar amount
during a specific term of years or for a measuring life. 25
Indeed, the conclusion that a guaranteed annuity requires the payment of a fixed stated sum is consistent

with the courts defining the term "annuity" under Section 7520, the very statute that is used to value CLAT
annuity payments for estate and gift tax purposes, as an "obligation to pay a stated sum, usually monthly
or
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annually."

26 It

is also consistent with the language in the Preamble to the proposed regulations amending

the CLAT regulations in response to Estate of Boeshore,

27 where

the IRS stated that a "guaranteed

annuity is defined in the regulations under section 170, 2522, and 2055 as an arrangement pursuant to
which a specified sum is paid not less often than annually." On the other hand, the absence in the
regulations of an explicit prohibition or limitation on increases in CLAT annuity payments, coupled with the
fact that there are no required minimum or maximum CLAT payout amounts, lends support to the position
that annual increases may be permitted as long as the exact amounts to be paid periodically to charity are
ascertainable and payable at least annually.

28

Increasing amount? Given the lack of clear guidance in this area, however, commentators had long
questioned whether payments to charity during the lead term of the CLAT could indeed be structured as an
increasing amount and, if they could, the extent of the allowable increases from year-to-year.29 The only
authority discovered in the context of a CLAT where the IRS appears to condone the use of varying
payments being made to a charity under a charitable lead trust is Ur. Rul. 9112009, where the minimum
amount payable to the charity during the lead term "varies each year." Note that although a private letter
ruling is a written statement issued by the National Office of the IRS "which interprets and applies tax laws
to a specific set of facts," a letter ruling may not be relied on by taxpayers other than the one to whom it is
issued.

30 Moreover,

Ur. Rul. 9112009 did not set forth with any degree of specificity the nature of

increases in the annual annuity payments, and there is nothing to indicate that the ruling involved a series
of fixed annuity payments followed by a lump-sum payment on the death of the grantor.
In the absence of clear authority on this issue and the attendant risk of not being eligible for a charitable
deduction if payments to charity are not a "guaranteed annuity," CLATs have traditionally been structured
to provide for a payment of a fixed stated dollar amount to charity during the lead term of the trust, without
any annual increases in the payment amount.
The annotations in the 2007 Revenue Procedures containing the sample CLAT forms state, without more,
that "the governing instrument of a CLAT may provide for an annuity amount that is initially stated as a
fixed dollar amount ... but increases during the annuity period, provided that the value of the annuity
amount is ascertainable at the time the trust is funded."3 1 They do not, however, address the amount of the

permissible "increases during the annuity period," provide any examples involving increases in annuity
payments, or cite any authority or provide any analysis for the underlying proposition that increases in
annuity payments to charity are, in fact, permissible in the first instance.
Also, nothing in the annotations specifically permit the governing instrument of a CLAT to provide for the
payment to charity of fixed nominal annual annuity payments followed by a substantial lump-sum balloon
payment at the death of the settlor (i.e., the termination of the trust), the key to the structure of a shark -fin
I

CLAT. It is on the basis of language in the IRS Revenue Procedures that there may be "increases" in the
annuity payment to charity "during the annuity period," however, that the use of a shark-fin CLAT has been
promoted as being approved by the IRS. 32 This is not the case; the Revenue Procedures merely indicate
that
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the annuity may start out as a "fixed dollar amount," which may increase during the annuity period. Nothing
in the Revenue Procedures addresses, let alone approves, the permissibility of nominal payments
followed by a substantial lump-sum balloon payment in the final year of the CLAT.
Furthermore, a close examination of various relevant authority, as discussed below, sheds doubt as to the
validity of a shark-fin CLAT. Indeed, commentators have specifically noted that the 2007 Revenue
Procedures do not sanction the back-loaded shark-fin CLAT and have cautioned that it may be considered
abusive. 33
Value of relevant authority. In Rev. Proc. 89-14,34 the IRS offered the following statements regarding
taxpayer reliance on Revenue Rulings:

(1) "Revenue rulings published in the Bulletin do not have the force and effect of Treasury
Department regulations (including Treasury Decisions), but are published to provide precedents to
be used in the disposition of other cases, and may be cited and relied upon for that purpose."
(2) "Taxpayers generally may rely upon revenue rulings and revenue procedures published in the
Bulletin in determining the tax treatment of their own transactions and need not request specific
rulings applying the principles of a published revenue ruling or revenue procedure to the facts of
their particular cases."
(3) "Each revenue ruling represents the conclusion of the Service as to the application of the law to
the entire statement of facts involved. Therefore, taxpayers, Service personnel, and others

concerned are cautioned against reaching the same conclusion in other cases unless the facts and
circumstances are substantially the same."
Therefore, taxpayers may rely on a Revenue Ruling and presumably a Revenue Procedure addressing
substantive law, except where the relevant facts are distinguishable. Of course, the Revenue Procedures
containing the sample CLAT form provide only that there may be "increases" in the annuity payment to
charity "during the annuity period," without reference to any facts and circumstances, and particularly facts
dealing with back-loaded payments to charity on the termination of the CLAT that are preceded by nominal
payments.
Guidance under GRAT rules. A GRAT is an estate planning vehicle that is very similar to a CLAT, although
unlike in the CLAT context, where the annuity payments are made to charity, the annuity payments in the
context of a GRAT are made to the grantor. In both a GRAT and a CLAT, noncharitable remainder
beneficiaries receive the amount remaining in the trust on termination, and the goal is to maximize the
amount passing to such beneficiaries. For purposes of determining the estate and gift tax consequences
on funding both a GRAT and a CLAT, the present value of the annuity payments reduces the taxable
estate or the gift, and both a GRAT and a CLAT can be "zeroed-out."
When proposed regulations were initially issued in the context of a GRAT on 4/9/1991, long after the CLAT
rules had been in place, the GRAT annuity payment was required to be a fixed stated amount. 35 Under the
proposed regulations, therefore, any increases in
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the annuity amount over the term of a GRAT were not permitted, even if the increased annuity payments
were ascertainable. When the final regulations were issued on 2/4/1992, the Preamble specifically
indicated that the prohibition on increases in annuity payments contained in the proposed regulations was
intended to prevent structuring a GRAT with a series of nominal annuity payments, followed by a balloon
payment at the termination of the trust, stating as follows:

The proposed regulations prohibited increases [in the annual annuity payment] to prevent
transferors from "zeroing out" a gift while still effectively transferring the appreciation on all
of the property during the term to the remainder beneficiary (e.g., by providing a balloon
payment in the final year of the term). The Treasury Department and the Service believe
that such a result would be inconsistent with the principles of section 2702." [Emphasis
added.]3 6

Thus, where the IRS has actually considered a balloon payment being made in the final year of an "annuity
trust," it has determined that such a scheme is not appropriate because this would effectively result in all of
the appreciation of the transferred property being passed to the remainder beneficiaries. This conclusion
was reached notwithstanding that the exact amount of the lump-sum balloon payment to be made in the
final year of the GRAT was ascertainable as of the creation of the trust. Because the goal of both a GRAT
and a CLAT is ultimately to pass the maximum wealth to noncharitable remainder beneficiaries at the
termination of the trust, this same position may similarly be adopted by the IRS in the context of a shark-fin
CLAT, notwithstanding that a lump-sum balloon payment to charity is ascertainable at the creation of the
trust.
In response to comments from taxpayers requesting that the GRAT proposed regulations be revised to
allow for increases in the annuity amounts, the final regulations ultimately allowed for such increases, but
only to the extent of an increase of 20% for each year.

37 Thus,

under the final regulations for GRATs, an

annuity payment in any given year cannot exceed 120% of the stated dollar amount payable in the
preceding year. As a result, under the GRAT rules, it is not permissible to make nominal annual annuity
payments, followed by a lump-sum balloon payment when the trust terminates. In allowing for these
annual increases in the context of a GRAT, the Preamble to the final regulations provided as follows:

In response to comments requesting that increases in the annuity ... amounts be permitted
throughout the terms, the final regulations provide flexibility to taxpayers by permitting the
annuity ... amount to be 120 percent of the annuity ... amount paid for the preceding year....
The final regulations, with minimal complexity, strike a balance between the government's
policy concerns and taxpayer's desire for planning flexibility.

The policy concerns expressed by the IRS regarding a lump-sum balloon payment at the termination of a
GRAT, a vehicle similar in purpose and operation to a CLAT, and the lack of any guidance from the IRS
regarding the extent to which CLAT annuity payments may be increased,

38 clearly

raise a question as to

the validity of the shark-fin CLAT. Indeed, it is possible that the IRS might view the shark-fin strategy as
abusive and, accordingly, seek to limit the CLAT's charitable payments that may be deferred or, consistent
with the GRAT regulations, seek to impose a percentage limitation on year-to-year increases in the annual
payments to charity.

39 Until

the IRS clarifies its position on this issue, it would appear prudent in the

context of a CLAT for planners to adopt the 20% GRAT limitation on the year-to-year increases in the
annual payments to charity.
Nominal annual CLAT payments preceding balloon payment may be disregarded. In the context of a

series of nominal payments to charity followed by a substantial lump-sum balloon payment to charity when
the CLAT terminates, there is an issue as to whether the nominal payments will be disregarded as de
minimis. If this were the case, the payments made to charity under a shark-fin CLAT would not be
considered a "guaranteed annuity" and, therefore, there would be no estate, gift, or income tax charitable
deduction available on funding the CLAT. A similar issue has arisen in the context of a charitable
remainder trust (CRT) requirement that the annual
[pg. 13]
annuity or unitrust amount must be "payable to or for the use of a named person or persons, at least one of
whom is not an organization described in Section 170(c) ."

40

Thus, so long as there is at least one noncharitable beneficiary of a CRT, a portion of the annuity or
unitrust payment may be paid to a charitable beneficiary as well.

41 In

this context, the IRS has issued

private letter rulings stating that the allocation of the annual payments between noncharitable and
charitable beneficiaries is permissible only if the amount paid to the noncharitable beneficiaries each year
"is not de minimis under the facts and circumstances." If the payments to the noncharitable ben eficiaries
are considered de minimis, the payments are disregarded, such that the trust would not qualify as a CRT
under Section 664 because of its failure to make annual payments to noncharitable beneficiaries.
The same approach could be applied in the context of a shark-fin CLAT where the lead payments to the
charity preceding the year of termination are considered to be de minimis when compared to the balloon
payment payable to charity in the year of termination. The private letter rulings in the context of CRTs do
not address the meaning of "de minimis," although de minimis has been defined as "trifling; minimal" and
of a fact or thing "so insignificant that a court may overlook it in deciding an issue or case."42 In the context
of a CLAT making annual payments of $4,000 to charity and a final "balloon payment" in the year of the
termination of $2,275,000, as described above, the $4,000 annual payment represents .176% of the
$2,275,000 final balloon payment, which clearly is susceptible to falling within the meaning of de minimis.
Lump-sum payment at death may not be part of an annuity. As discussed above, qualification as a
"guaranteed annuity" under a CLAT does not rest solely on the payments to charity being ascertainable,
as absent an ascertainable amount being paid periodically, there can be no "guaranteed annuity." For an
amount to be payable periodically as part of an annuity, the courts have indicated that the amount must be
paid at regular intervals. In Estate of Gribauskas,43 for example, the court stated that an annuity is "an
amount payable yearly or at other regular intervals (as quarterly) for a certain or uncertain period."
Although a CLAT can certainly have a term measured by the life of the settlor, it would appear

questionable whether a lump-sum balloon payment to charity triggered only on the death of the settler, an
event clearly not known when the CLAT is established, would be considered a payment made at a regular
interval or periodically. Thus, the shark-fin CLAT paying a back-loaded balloon payment funded with life
insurance, triggered only on the death of the settler, would appear to be even more susceptible to an IRS
challenge than a shark-fin CLAT that pays a back-loaded balloon payment to be made on a specified date
(which is not funded by life insurance).

Alternative structure of CLAT using life insurance
Although life insurance certainly has a useful place within a CLAT, 44 th e above analysis indicates that
there are questions regarding the validity of a shark-fin CLAT, particularly one funding a substantial
back-loaded balloon payment to charity with life insurance. Until further guidance on this issue is provided
by the IRS, one alternative structure leveraging the benefits of life insurance is to use the life insur ance
proceeds for the benefit of the noncharitable remainder beneficiaries, rather than the charity. In this
structure, the CLAT purchases a life insurance policy, not with an upfront single premium, but rather with
annual premium payments by the CLAT, preferably funded from the CLAT's income in excess of the
annual annuity payment to charity.
Thus, each year the CLAT makes an annuity payment to charity and a premium payment on the life
insurance policy. When the settler dies, the insurance proceeds are not paid to the charity, but remain in
the CLAT for the benefit of the noncharitable remainder beneficiaries. This is an excellent alternative to the
use of life insurance within a shark-fin CLAT, is not subject to the potential IRS challenges faced by the
shark-fin CLAT, and-depending on its structure-can produce many of the same benefits.

Conclusion
Until the IRS clarifies its position, there would appear to be a question as to the validity of the shark -fin
CLAT as a qualified charitable lead trust, particularly one funding a back-loaded balloon payment to charity
using life insurance proceeds. Because of the risk of the disallowance of the income, gift, or estate tax
charitable deduction, a potentially disastrous result, planners should exercise caution in using such a
CLAT and should consider alternative structures. These alternatives include those leveraging the benefits
of life insurance for the noncharitable remainder beneficiaries, rather than the charity.
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Individuals have a variety of choices in furthering their philanthropic giving. Modest gifts are usually made
outright to a public charity and deducted for federal income tax purposes under the provisions of Section

170 .1 For more significant charitable contributions, individuals often prefer to use a philanthropic vehicle
over which some degree of control may be retained after the contribution is initially made.
Among these vehicles are a donor-advised fund maintained at a local community foundation (or some
other public charity sponsoring donor-advised funds) or a private foundation that generally takes the form
of a nonprofit corporation. The sponsoring organization of a donor-advised fund and a private foundation
are both tax-exempt organizations under Section 501(c)(3) pursuant to an IRS determination.
Contributions to these entities still qualify for a current income tax deduction under Section 170 , but allow
contributions to be made over time to various charities selected by the donor or family members of the
donor.2
Donors may also choose to use a wholly charitable trust as a vehicle for philanthropic giving, where all of
the unexpired interests of the trust are dedicated exclusively to Section 170(c)(2)(B) purposes, which
includes religious, charitable, scientific, literary, and educational ones. Even if a wholly charitable trust
does not seek to obtain an IRS determination classifying it as a Section 501(c)(3) tax-exempt entity,
contributions to it will still qualify for a charitable deduction and it may essentially be equivalent to a Section
501(c)(3) tax-exempt entity by virtue of the unlimited charitable income tax deduction available to a trust
under Section 642(c).
Donors seeking to blend their philanthropic intentions with their financial needs or those of family members
may also use a "split-interest" trust, such as a charitable remainder trust (CRT) 3 or a charitable lead trust
(CLT),4 where the financial benefits of the trust are split between charitable and noncharitable interests.
An organization that has been determined by the IRS to be a Section 501(c)(3) tax-exempt organization
that is not classified as a public charity under Section 509(a) is classified as a private foundation, generally
considered the least favorable tax classification in the world
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of Section 501(c)(3) tax-exempt organizations.5 In addition to subjecting donor contributions to potentially
greater restrictions and limitations on the available charitable income tax deduction, private foundation
status triggers the application of the complex and particularly onerous excise tax provisions under Chapter
42 of the Internal Revenue Code. The scope of the private foundation tax regime extends beyond
organizations that are classified as such in an IRS determination letter. These include nonexempt
charitable trusts described in Section 4947(a)(1),6 which may arise under a number of different
circumstances, and split-interest trusts described in Section 4947(a)(2) .

The private foundation excise tax rules may be considered to be so restrictive that an individual creating a
philanthropic vehicle may seek to avoid such rules if at all possible, even at the expense of forgoing both a
charitable deduction and the tax-exempt status of the entity. Indeed, Mark Zuckerberg, Chairman and
CEO of Facebook, recently caught the eye of the philanthropic world by announcing that he is contributing
during his lifetime 99% of his shares in Facebook, valued at approximately $45 billion at the time to
advance his philanthropy. Zuckerberg avoided the private foundation tax regime by transferring his
Facebook shares to a newly formed Delaware limited liability company as a vehicle for advancing
"philanthropic, public advocacy and other activities for the public good." Zuckerberg acknowledged that in
creating an entity that is not a traditional private foundation, he received no tax benefit from the transferred
shares and that any sale of the shares would be taxable, but that the structure afforded him "more flexibility
to execute our mission more effectively."
Recently issued Ltr. Rul. 201713003 7 suggests an intriguing alternative to avoiding the application of the
private foundation rules to a wholly charitable or split-interest trust by a donor voluntarily forgoing the
available charitable deductions. In this ruling, the IRS determined that a CRT did not fall under Section
4947(a)(2) and therefore was not subject to the private foundation excise tax rules because, although they
were allowable, no charitable deductions were ever claimed by the settlor under any provision of the Code
for a contribution of property to the trust.
This article explores certain planning options to avoid the application of the private foundation excise tax
regime and the related tax consequences to be considered in this context.

Background on the private foundation tax regime
The private foundation8 is one of the oldest and most popular forms of Section 501(c)(3) tax-exempt
entities9 used to further the philanthropic interests of an individual or family. Private foundations generally
have one major source of funding, typically comprised of contributions from one individual or members of
a single family, and are used principally to make grants to other charitable organizations, rather than to
engage in direct charitable activities.

10

Foundations are separate and distinct legal entities, generally taking the form of nonprofit corporations
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formed under state law, although they may also be organized as charitable trusts under trust law, or even

as limited liability companies.

11 Donors

typically use a private foundation as a vehicle to carry out their

charitable giving primarily because:

Charitable contributions to the foundation are deductible for income tax purposes in the year of the
contribution, although actual distributions from the foundation to other charitable organizations may
be deferred over time. Therefore, an upfront income tax charitable deduction is available,
notwithstanding that the contributed funds are simply transferred to the donor's private foundation,
remain subject to the continuing control of the donor, 12 and may be used to make distributions over
a long period of time well beyond the year in which the contribution is first made to the foundation.
In addition, contributions of appreciated assets to the foundation, such as marketable securities, do
not cause the donor to recognize capital gain. 13
The income earned on the assets of the foundation is exempt from federal income tax under
Section 501(a) because of the Section 501(c)(3) tax-exempt status of the foundation and,
therefore, can be invested and grow on a tax-free basis.

14

Donors may retain control over the funds contributed to the foundation, including making decisions
regarding the use of contributed funds for charitable purposes, their investment, and the operation
and activities of the foundation. 15
The control over the foundation can be passed on to future generations, thereby perpetuating the
foundation and a family giving legacy for many years to come.

16

The most common form of private foundation is the private nonoperating foundation, 17 which generally
receives its funding from only a limited source of donors, such as an individual, various family members, or a
corporation. Unlike "public charities" and "operating foundations,"1 8 private nonoperating foundations, as a
general rule, do not conduct charitable programs, do not engage directly in charitable activities or provide
services, and do not engage in fund-raising activities. Instead, their activities are generally limited to
making grants to other tax-exempt organizations that are classified as "public charities," such as hospitals,
museums, religious and educational organizations.
A major advantage of a private foundation as a philanthropic vehicle is that it allows the founder and his or
her family members to maintain control over the contributed funds, thereby allowing such individuals to be
in a position of making all decisions regarding the foundation, including grant-making, investments, and
other matters pertaining to the administration, activities, and operation of the foundation. Private
foundations, however, subject donors to more limited income tax benefits for charitable contributions (as
compared to the more favorable tax benefits accorded charitable contributions to public charities and

private operating foundations), are subject to a multitude of limitations and restrictions under a special
excise tax regime under Chapter 42 of the Code,

19 and
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traditionally have been the least-favored philanthropic vehicle from a tax standpoint.
Given the complex tax regime applicable to private foundations, they are fraught with complications and

°

traps for the unwary.2 For that reason, it is recommended that donors use a private foundation only when
they intend to commit substantial dollars to the foundation and understand that professional legal and
accounting services are often required in the context of administering a private foundation so as to ensure
compliance with applicable tax rules.
Limitations on income tax deductibility of contributions. Charitable contributions to a private foundation are
subject to significant limitations on income tax deductibility. With the exception of contributions of "qualified
appreciated stock," as defined in Section 170(e)(5)(B) , contributions of appreciated property may be
deducted only to the extent of the tax basis of the property and not the higher fair market value of the
property that generally may be deducted for contributions to tax-exempt organizations that are public
charities. 21

The gross income limitations on the deductibility of contributions made to a private foundation are more
limited than in the case of contributions to public charities. As a general rule, contributions of cash by an
individual to a private foundation are deductible for any given tax year only up to 30% of the individual's
adjusted gross income and only up to 20% of adjusted gross income for contributions of property,

22 as

compared to the gross income limitations of 50% and 30%, respectively, that applies to such contributions
when made to a public charity.

23

Summary of the Chapter 42 excise tax regime. Following a multitude of congressional hearings, debates,
and conferences-and concerns of Congress that reached back for more than two decades-Congress
enacted the Tax Reform Act 1969 (1969 Act),24 which for the first time defined the term "private
foundation" and contained a series of strict excise tax provisions under Chapter 42 of the Code that
continue to largely apply with respect to the private foundation of today. These excise tax provisions were
enacted in response to a vast array of perceived abuses that had occurred within the private foundation
area whereby certain foundations were considered to be used for private exploitation and tax avoidance
purposes, rather than to further public and charitable purposes. 25 The provisions under the 1969 Act made

sweeping changes to the tax rules applicable to private foundations, resulting in the creation of a restrictive
tax regime governing private foundations and imposing substantial penalties (in the form of excise taxes)
on foundations and its managers who violated its provisions.

The Chapter 42 tax provisions set forth various requirements applicable to private foundations, such as
annual minimum distributions requirements, prohibitions on certain transactions between the foundation
and "disqualified persons"

26 with

respect to the foundation, restrictions on certain types of transactions,

and restrictions on certain types of investments. The violation of any provision contained in Chapter 42
subjects the foundation, as well as certain foundation managers and disqualified persons, to substantial
excise taxes, which are intended to discourage
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the violation of the Chapter 42 provisions in the first instance.
In each case, a "first-tier tax" is imposed on the violation, and if the violation is not "corrected" (i.e.,
undone), a "second-tier tax" is imposed. In addition to excise tax provisions applicable, in essence, to the
governance of private foundations, an excise tax is also imposed on the net investment income of the
foundation, thereby subjecting the investment income of a private foundation to tax, 27 notwithstanding that
it is otherwise exempt from income tax under Section 501(a) .
The Chapter 42 excises taxes, and the applicable Code sections under which the taxes are imposed, are
summarized generally below:
1. Excise tax on failure to make minimum annual distributions. Section 4942 generally provides that a
private foundation must make qualifying distributions, which include grants to public charities, of at least
5% of the aggregate net fair market value of the foundation's investment assets (i.e., assets that are not
used directly to carry out the foundation's exempt purposes). Generally, grants to other private foundations
and certain supporting organizations do not count as qualifying distributions.
2. Excise tax on self-dealing transactions. Subject to certain exceptions, Section 4941 in essence provides
that a private foundation cannot engage in any "self-dealing" transactions with disqualified persons.
Prohibited transactions generally include, but are not limited to:

Direct or indirect selling or leasing property.

Loaning assets.
Furnishing goods, services, or use of the foundation's facilities.
An exception permits payment of reasonable compensation to a disqualified person only if (a) the
compensation is for personal services actually rendered to the foundation and (b) the services are
reasonable and necessary to the accomplishment of the foundation's exempt purposes.
Benefits to the donor or to any other disqualified person that are more than incidental and tenuous can also
trigger these self-dealing excise taxes. The self-dealing rules are highly complex and can inadvertently be
triggered by either direct or indirect transactions involving a foundation and its disqualified persons. 28
3.Excise tax on excess business holdings. The "excess business holdings" rule of Section 4943 was
enacted under the 1969 Act to address the concerns of Congress regarding the number of private
foundations being used to maintain control of business interests, rather than for furthering charitable
purposes. Under Section 4943, a private foundation may own the stock or other ownership interest of a
business enterprise only up to a permitted level, which is generally 20% less the percentage of ownership
by disqualified persons with respect to the foundation. 29
The excess business holdings rules provide for a five-year disposal period for excess holdings acquired by
gift or bequest, which may be extended by the IRS for another five years.
4.Excise tax on jeopardy investments. Under Section 4944 , a private foundation cannot invest its funds in
ways that could jeopardize the foundation's ability to carry out its charitable purposes. Generally, the
jeopardy investment prohibition is violated if it is determined that the foundation managers, in making an
investment, failed to exercise ordinary business care and prudence, under the facts and circumstances
prevailing at the time of making the investment, in providing for the long- and short-term financial needs of
the foundation to carry out its exempt purposes. 30
Under an important exception, "program-related investments" (PRls) are not subject to the jeopardy
investment excise tax rules otherwise applicable to investments made by private foundations. Instead,
pursuant to Section 4944(c) , PRls "shall not be considered as investments which jeopardize the carrying
out of exempt purposes."3 1 Therefore, as long as an investment is a PRI, there is no exposure to the
jeopardy investment excise tax rules notwithstanding that the investment may otherwise be considered
imprudent purely from an investment standpoint.
5.

Excise tax on taxable expenditures. Under Section 4945 , a private foundation cannot make a

"taxable expenditure." The term "taxable expenditures" includes:

Payments for political campaigns and lobbying.
Certain scholarship and travel grants to individuals.
Distributions of funds for and grants to other private foundations.
Grants to certain supporting organizations and foreign charities.
Distributions for any purpose other than one specified in Section 170(c)(2)(B).
Exceptions allow certain distributions that would otherwise be a taxable expenditure but only if the
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grantmaking foundation exercises what is known as "expenditure responsibility." If the private foundation
intends to make certain grants to individuals for travel, study, and similar purposes, advance approval of
the selection procedures must be obtained from the IRS.

32

Nonexclusive taxes. The excise taxes imposed under each provision of Chapter 42 are not exclusive.

33

For example, if a foundation purchases a sole proprietorship in a business enterprise within the meaning of
Section 4943(d)(3) , in addition to tax under Section 4943 for an excess business holding, the foundation
may be liable for tax under Section 4944 if the investment jeopardizes the carrying out of any of its exempt
purposes.

Nonexempt charitable trusts and split-interest trusts
Although the provisions under Chapter 42 of the Code were primarily aimed at regulating private
foundations, Congress was concerned about another class of charitable organizations-nonexempt
charitable trusts and split-interests trusts-that could be used to avoid the private foundation rules. Section
4947 was enacted as part of the 1969 Act to address this concern by subjecting these trusts to some or all
of the private foundation excise tax provisions. In addressing both nonexempt charitable trusts and
split-interest trusts, Reg. 53.4947-1(a) states as follows:

Section 4947 subjects trusts which are not exempt from taxation under section 501(a), all
or part of the unexpired interests in which are devoted to one or more of the purposes
described in section 170(c)(2)(B), and which have amounts in trust for which a deduction
was allowed under section 170 , 545(b)(2) , 556(b)(2), 642(c) , 2055 , 2106(a)(2) , or 2522
to the same requirements and restrictions as are imposed on private foundations. The basic

purpose of section 4947 is to prevent these trusts from being used to avoid the
requirements and restrictions applicable to private foundations.

For purposes of this section, a trust shall be presumed (in the absence of proof to the
contrary) to have amounts in trust for which a deduction was allowed under section 170 ,
545(b)(2) , 556(b)(2), 642(c) , 2055, 2106(a)(2) , or 2522 if a deduction would have been
allowable under one of these sections. Also for purposes of this section and §53.4947-2 ,
the term "purposes described in section 170(c)(2)(B)" shall be treated as including
purposes described in section 170(c)(1). 34

Reg. 53.4947-1(a) indicates that it applies equally to both:

Nonexempt charitable trusts (those trusts where "all" of the unexpired interests in which are
devoted to one or more of the purposes described in Section 170(c)(2)(B)) and which holds
amounts for which a charitable deduction was allowed.
Split-interest trusts (those trusts where "part" of the unexpired interests in which are devoted to one
or more of the purposes described in Section 170(c)(2)(B)) and which holds amounts for which a
charitable deduction was allowed.
Nonexempt charitable trusts and split-interest trusts operate differently, however, and require separate
consideration. Indeed, notwithstanding the purported application of Reg. 53.4947-1 (a) to both nonexempt
charitable trusts and split-interest trusts, these trusts are subject to separate regulatory provisions which,
as discussed below, further complicate planning to avoid the application of the private foundation rules to
these vehicles.
Nonexempt charitable trusts described in Section 4947(a)(1). A nonexempt charitable trust described in
Section 4947(a)(1) may arise under different circumstances beyond an inter vivas or testamentary
transfer. For example:

A CRT described under Section 664(a) may become a nonexempt charitable trust under Section
4947(a)(1) if, in lieu of an outright distribution of all of the remaining trust assets on the expiration of
the noncharitable annuity or unitrust interests, all or a portion of the remaining assets continue to be
held in trust for Section 170(c)(2)(B) purposes. 35

An estate from which the executor or administrator is required to distribute all the net assets in trust
to charitable beneficiaries, or free of trust to such beneficiaries, may be considered a nonexempt
charitable trust under Section 4947(a)(1) if the estate administration has been unreasonably
prolonged. 36
A revocable trust that becomes irrevocable on the death of the decedent in which all the unexpired
interests are charitable and under the terms of the governing instrument of which the trustee is
required to hold some or all the net assets in trust after becoming irrevocable solely for charitable
beneficiaries may be considered a nonexempt charitable trust under Section 4947(a)(1) after the
expiration of a reasonable period of settlement after becoming irrevocable.
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Nonexempt charitable trusts described in Section 4947(a)(1) are generally able to obtain Section 501(c)(3)
tax-exempt status by filing a Form 1023, Application for Recognition (and, therefore, no longer be
nonexempt charitable trusts). Nothing under the Code, however, requires a trust that could otherwise
qualify under Section 501(c)(3) to apply for exemption from tax under Section 501(a). Of course, even if a
nonexempt charitable trust does seek to obtain tax-exempt status under Section 501(c)(3) , it will be
classified as a private foundation unless it can qualify for public charity status, which likely may not be
possible.
Although a nonexempt charitable trust is not exempt from income tax because it does not apply for
tax-exempt status and never is granted such status by the IRS, it may essentially be the equivalent of a
Section 501(c)(3) tax-exempt entity by virtue of the special rules pertaining to a charitable income tax
deduction available to a trust. Specifically, under Section 642(c), a trust is entitled to a charitable income
tax deduction for its gross income paid pursuant to the terms of its governing trust instrument for a
charitable purpose described in Section 170(c) . Under this provision, a nonexempt charitable trust may
reduce its taxable income to zero through contributions for charitable purposes because, unlike in the case
of an individual, the deduction under Section 642(c) is not subject to any percentage limitation,

37 thereby

potentially rendering its failure to obtain Section 501(c)(3) tax-exempt status irrelevant.
In addition, the charitable deduction for trusts is not dependent on the type of charitable organization that
receives the contribution, as it is for individuals, and Section 642(c) does not distinguish between
contributions to public charities and private foundations. Furthermore, a trust is entitled to the deduction for
a charitable purpose even if it is not made to a domestic (U.S.) charitable organization, as is required for
individuals.

Although the Chapter 42 excise tax provisions were primarily intended to apply to private foundations,
when it first enacted these provisions under the 1969 Act, Congress was concerned that a charitable trust
might seek to avoid the private foundation rules simply by not applying for tax exemption with the IRS.38 T o
prevent nonexempt charitable trusts from being used to escape the requirements and restrictions imposed
on Section 501(c)(3) organizations, particularly those applicable to private foundations, Congress included
Section 4947(a)(1) as part of its changes under the 1969 Act.

39 As

described below, but for the enactment

of Section 4947(a)(1), donors would be able to deduct charitable contributions to a nonexempt charitable
trust, the trust could be the equivalent of a Section 501(c)(3) tax-exempt entity by virtue of the unlimited
Section 642(c) charitable deduction available to it, and the trust would avoid the private foundation excise
tax rules.
Under its statutory provisions, for a trust to be considered a nonexempt charitable trust described in
Section 4947(a)(1) ,

40 and

therefore become subject to the private foundation tax regime, it must be one

which is:

"a trust which is not exempt from taxation under section 501(a) ,
all of the unexpired interests in which are devoted to one or more of the purposes described in
section 170(c)(2)(B),
and for which a deduction was allowed under section 170 , 545(b)(2), 642(c), 2055, 2106(a)(2) , or

2522 ."
Section 4947(a)(1) specifically provides that a nonexempt charitable trust described in that section "shall
be treated as an organization described in section 501(c)(3) ," although it is not exempt from income tax
under Section 501(a) and, indeed, is a taxable entity.

41
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As indicated above, as an entity treated as a Section 501(c)(3) organization, a nonexempt charitable trust
described under Section 4947(a)(1) is treated as either a public charity or a private foundation, 42 although
there is a presumption that the trust is a private foundation. 43
As such, a Section 4947(a)(1) nonexempt charitable trust will be treated as a private foundation unless it
meets the requirements for one of the exclusions under Section 509(a) that classifies it as a public charity.
Section 509(a)(3) , under which an organization is classified as a "supporting organization," is virtually the
only Section of the Code under which a nonexempt charitable trust could qualify as a public charity rather

than a private foundation. Therefore, unless the trust meets the requirements of a supporting organization
(or any other possible "public charity provision"), it will be subject to the private foundation excise tax
regime.

44

Because all the unexpired interests in a nonexempt charitable trust are devoted to charitable or other
exempt purposes under Section 170(c)(2)(B), a taxpayer may claim a deduction from income, gift, or
estate taxes for a charitable contribution to a nonexempt charitable trust. 45 There is no requirement that a
nonexempt charitable trust apply for and receive an IRS determination letter regarding its status under
Section 4947(a)(1).

46 Unless

it is determined to be a public charity, income tax deductions for inter vivas

contributions to the trust will be subject to the same tax basis and percentage limitations imposed under
Section 170 that apply to contributions to an organization that has actually been determined by the IRS to
be a private foundation.
Split-interest trusts described in Section 4947(a)(2). Under its statutory provisions, for a split-interest trust,
including a CRT or CLT, to fall within the purview of Section 4947(a)(2) , and therefore become subject to
certain private foundation excise tax provisions, it must be one which is:

"a trust which is not exempt from tax under section 501(a) ,
not all of the unexpired interests in which are devoted to one or more of the purposes described in
section 170(c)(2)(B) , and
which has amounts in trust for which a deduction was allowed under section 170, 545(b)(2), 642(c)
, 2055, 2106(a)(2), or 2522 ." 47
A trust described in Section 4947(a)(2) is generally subject to the following private foundation excise tax
provisions:

(1) Section 4941 (relating to taxes on self-dealing).
(2) Section 4943 (relating to excess business holdings).
(3) Section 4944 (relating to investments, which jeopardize charitable purposes).
(4) Section 4945 (related to taxable expenditures).
Under special rules provided under Section 4947(b)(3) , Sections 4943 and 4944 do not apply to a CRT.
Nor do they apply to a CLT
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where the charitable deduction allowed does not exceed 60% of the value of the initial trust assets.
Income, gift, and estate tax charitable deductions are available for the present value of the charitable
remainder interest in the CRT, with the availability of the income tax deduction affected by whether the
charitable remainder beneficiaries are limited to public charities or may include a private foundation.48 Gift
and estate tax charitable deductions are available for the present value of the lead interest in a CLT,
although an income tax charitable deduction is available only upon the funding of a CLT if it is classified as
a granter trust for federal income tax purposes. 49
Where an income tax deduction is taken up front for a contribution to a CLT classified as a granter trust,

50

the trust is not entitled to any Section 642(c) deduction throughout the term of the trust (as it is ignored for
federal income tax purposes)

51 and

the settler is taxed on all income of the CLT, without any further

charitable income tax deduction. For this reason, most CLTs are structured as non-granter trusts.

52

Avoiding private foundation excise tax rules
The next section of this article explores strategies to avoid the application of the private foundation excise
tax rules by forgoing available charitable deductions for transfers to nonexempt charitable trusts and
split-interests trusts.
Split-interest trusts. As indicated above, under its specific statutory language, in order for a split-interest
trust to be described under Section 4947(a)(2), the trust must be one "which has amounts in trust for
which a deduction was allowed under section 170 , 545(b)(2) , 642(c) , 2055 , 2106(a)(2) , or 2522 ."
Absent the allowance of such a deduction, the trust will not be subject to Section 4947(a)(1) and, therefore,
will not be subject to the private foundation excise tax rules. It is important to note in this context that
Section 4947(a)(2) enumerates a multitude of charitable deduction provisions under the Code, including
not only the income tax charitable deduction but the estate and gift tax charitable deductions as well.

In recently issued Ltr. Rul. 201713003 , a CRT was able to avoid the application of the private foundation
excise tax rules that are otherwise applicable under Section 4947(a)(2) because the settler voluntarily
chose to forgo any claim to a charitable deduction, although such a deduction was otherwise allowable. By
the settler intentionally not claiming a charitable deduction, the CRT was shielded from the technical and

often harsh private foundation excise tax regime. The ruling did not indicate why the settlor sought to avoid
the application of the private foundation rules to the CRT. One likely possibility is that the settlor wanted
the CRT to sell the contributed property to an otherwise disqualified person which, were the foundation
excise tax rules to apply, would have been an act of self-dealing under Section 4941(d)(1)(A) and subject
the disqualified person to tax under Section 4941(a) .
In this ruling, the grantor created an inter vivas charitable remainder unitrust (CRUT} providing unitrust
payments to the settlor for a period of 20 years, with the remainder to be distributed to a charitable
beneficiary described in Section 501(c)(3) . The CRUT apparently met the requirements to qualify under
Section 664 and, therefore, under Section 664(c)(1), would not be subject to income tax. The ruling
specifically stated that the "Grantor has not claimed a deduction under section 170, 545(b)(2), 642(c),
2055, 2106(a)(2), or 2522 of the Code with respect to the Trust, for any tax year, since its inception." The
IRS, equating the word "allowed" with the word "taken," ruled that Section 4947(a)(2) did not apply, stating
that:

Because no deduction has ever been taken (allowed) under section 170 , 545(b)(2) ,
642(c) , 2055, 2106(a)(2) , or 2522 , the Trust is not subject to section 4947(a)(2) of the
Code, even though a deduction under section 170, 545(b)(2), 642(c), 2055, 2106(a)(2),

or 2522 was allowable. For future tax years, the burden will be on the taxpayer to keep the
records to show, through the life of the unitrust, that no deduction is ever taken. Without this
proof, that no deduction has ever been taken, section 53.4947-1 (a) of the regulations would
cause section 4947(a}(2) of the Code to be applied. [Emphasis added.]

While the facts set forth in Ltr. Rul. 201713003, albeit briefly stated, indicate that the trust qualified as a
CRT under Section 664 , there was no ruling to that effect, as the only ruling was that the trust was not
subject to Section 4947(a)(2) . Interestingly, for purposes of Section 664 , Reg. 1.664-1(a)(1)(iii)(a)
provides that the term "charitable remainder trust" means "a trust with respect to which a deduction is

allowable under section 170, 2055, 2106, or 2522 ." (Emphasis added.) The "allowable" language in Reg.
1.664-1(a)(1)(iii)(a) is in contrast to the "allowed" language under Section 4947(a). The
[pg. 12)
difference in language, however, appears entirely appropriate given the difference in the nature of the two
statutes.

In Virginian Hotel Corp.of Lynchburgv. Helvering,
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the Supreme Court held that "allowed" meant that the

taxpayer had taken the deduction and the IRS had not challenged it. Noting that there was "no machinery
for formal allowances of deductions from gross income," the Court stated that a deduction being claimed
and going unchallenged by the IRS is the only way in which a deduction could be "allowed." Therefore, a
charitable contribution deduction is considered allowed when the contribution is actually deducted and not
challenged, even where the deduction is not otherwise permissible under the applicable provisions of the
Code. To the contrary, a charitable contribution deduction is "allowable" when it is actually permitted to be
deducted under the Code, notwithstanding that the taxpayer does not actually claim the deduction.
In recently issued Ur. Rul. 201714002, for example, the IRS determined that Section 4747(a)(2) was
applicable to a split-interest trust, a flawed CRT, because a charitable contribution deduction was taken by
the settler and was not challenged by the IRS. Under the reasoning of Virginian Hotel Corp.,
notwithstanding that the charitable deduction was technically not allowable, the IRS ruled that the
charitable deduction under Section 170 was considered "allowed" for purposes of Section 4947(a)(2) .
Thus, although the trust did not qualify as a CRT under Section 664 and the charitable deduction claimed
by the taxpayer was not permissible, the trust was determined to be subject to Section 4947(a)(2) and,
therefore, to the private foundation excise tax rules.
Given that Section 664 operates to exempt income of a CRT from income tax, it is logical to impose a
requirement under that section that a deduction for contributions to the trust actually be "allowable."
Otherwise, a settler improperly claiming a charitable deduction for a contribution to a trust could attain the
benefits of Section 664 . Unlike Section 664, which provides favorable taxpayer treatment, Section
4947(a) imposes requirements and restrictions, not just on CRTs but on all split-interest trusts described in
that section. It would simply not be logical to permit a trust to escape these provisions because a charitable
deduction "allowed" to the settler for a contribution to the trust was not actually "allowable" in the first
instance. That is, if the settler funding a split-interest trust obtains the benefits of a charitable deduction,
even if not actually entitled to it, the taxpayer should face the burdens of Section 4947(a)(2) . Moreover,
had Congress wanted Section 4947(a) to apply to charitable deductions that were either "allowed or
allowable," it could have done so, just as it has done with other sections of the Code where it saw fit to
include such language. 54
Ur. Rul. 201713003, therefore, appears to offer a valid escape hatch from the private foundation excise
tax rules for a Section 4947(a)(2) split-interest trust, including a CRT and CLT, by the settler simply
choosing not to claim any charitable deduction, in which case the trust will not hold assets for which a
charitable deduction has been "allowed." In the case of the particular trust at issue in the ruling (i.e., an

inter vivas trust), this would have meant forgoing both an income and gift tax charitable deduction, thereby
necessitating the use of the settlor's unified credit or, the payment of gift taxes if no further unified credit
was available to the settlor. 55
In the case of a CRT, the present value of the remainder interest is often structured to be equal to 10% of
the value of the property contributed, the minimum remainder requirement. 56 In that situation, the loss of a
charitable gift tax deduction (as well as an income tax deduction) may be relatively insignificant. In the
alternative, the settlor of the CRT may retain the right to substitute the charitable remainder beneficiary,
which will cause the gift of the remainder interest to be incomplete for gift tax purposes. 57 A CLTis typically
structured to maximize the present value of the charitable lead interest, so that the gift to the noncharitable
remainder beneficiaries is
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minimized or, in the case of the "zeroed-out" charitable lead annuity trust, eliminated entirely. In such a
case, the loss of the charitable gift tax deduction would likely be more significant, thereby making the
voluntary forfeiture of the available gift tax deduction a much more relevant consideration.

58

Because Ur. Rul. 201713003 dealt with a CRT, which (assuming all annuity and unitrust recipients were
noncharitable as is typically the case) would not seek to claim a charitable income tax deduction during its
term, the ruling did not address the issue of whether any subsequent Section 642(c) charitable income tax
deduction taken by the trust would trigger Section 4947(a)(2) . This, however, would be an issue for a
non-grantor CLT, initially not described in Section 4947(a)(2) , that makes distributions of its gross income
to charity pursuant to the terms of the trust for which it would claim a Section 642(c) deduction. The
statutory and regulatory provisions of Section 4947(a)(2) appear to make it clear that claiming a
subsequent Section 642(c) deduction in this situation would not cause the CLT to become subject to
Section 4947(a)(2) .
The statutory language of Section 4947(a)(2) , in describing a trust subject to that section, specifically
refers to a trust "which has amounts in trust for which a deduction was allowed under section 170,
545(b)(2), 642(c), 2055, 2106(a)(2), or 2522," indicating that the focus is on the charitable deductions
claimed for property funding the trust. Reg. 53.4947-1 (a) similarly states that the application of Section
4947 is to trusts "which have amounts in trust for which a deduction was allowed under section 170 ,
545(b)(2) , 556(b)(2), 642(c) , 2055, 2106(a)(2) , or 2522 ." Finally, Reg. 53.4947-1(c) , the regulation
under Section 4947 that specifically deals with Section 4947(a)(2) split-interest trusts, similarly refers to a
trust which has amounts in trust for which a deduction was allowed ... under section 170 , 545(b)(2) ,

556(b)(2), 642(c), 2055, 2106(a)(2), or 2522 ."
There is no indication under the statutory or regulatory provisions of Section 4947(a)(2) that a deduction
taken under Section 642(c) by a split-interest trust itself could trigger the application of Section 4947(a)(2)
. The only reference to Section 642(c) for Section 4947(a)(2) purposes is in Reg. 53.4947-1(c), which
states that a "trust is one which has amounts in trust for which a deduction was allowed under section
642(c) within the meaning of section 4947(a)(2) once a deduction is allowed under section 642(c) to the
trust for any amount permanently set aside."

59

Treating a Section 642(c) permanent set-aside deduction as one that is a charitable deduction for
purposes of determining the applicability of Section 4947(a)(2) seems appropriate given that the gross
income for which a Section 642(c) charitable deduction is claimed in this situation remains within the
corpus of the trust and, therefore, would cause the trust to hold funds for which a charitable deduction was
allowed.60 T hat, however, is not the case where a trust claims a Section 642(c) deduction by distributing its
gross income to charity because, although a charitable deduction is allowed in this situation, the trust no
longer holds those funds for which the charitable deduction is claimed.
Nonexempt charitable trusts. As indicated above, under its specific statutory language, in order for a
nonexempt charitable trust to be described in Section 4947(a)(1) , the trust must be one "for which a
deduction was allowed under section 170, 545(b)(2), 642(c), 2055, 2106(a)(2), or 2522 ," which
constitute a multitude of charitable deduction provisions under the Code, including the estate, gift, and
income tax charitable deductions. Absent such a deduction being allowed, the trust will not be subject to
Section 4947(a)(1) and, therefore, will not be subject to the private foundation excise tax rules. As with a
split-interest trust, consideration should be given to the estate and gift tax consequences of not claiming a
charitable deduction in order to avoid the application of Section 4947(a)(1), including applying the unified
credit or structuring an inter vivas transfer to be incomplete.

The reference to the charitable deduction under Section 4947(a)(1), while similar to that contained in
Section 4947(a)(2) , is not identical. Section 4947(a)(1) refers to a trust "for which a deduction was

allowed," whereas Section 4947(a)(2) refers to a trust "which has amounts in trust for which a deduction
was allowed." The only distinction in these two phrases is that Section 4947(a)(2) contains the words
"which has amounts in trust" before the words "for which a deduction was allowed."
[pg. 14]

As discussed above, it appears clear that a trust not initially subject to Section 4947(a)(2) will not become
subject to that section because it subsequently claims a Section 642(c) deduction for a distribution of its
gross income to charity. The question raised under Section 4947(a)(1) is whether the absence of the
"which has amounts in trust" language of Section 4947(a)(2) will cause a nonexempt charitable trust
holding property for which a charitable deduction was never allowed and therefore not initially described in
Section 4947(a)(1), to subsequently be described in Section 4947(a)(1) by virtue of the trust claiming a
Section 642(c) deduction.
Nothing in the statutory language of Section 4947(a)(1) specifically indicates that this would be the case,
and the difference in language between Section 4947(a)(1) and (a)(2) may simply be a difference without
a distinction.

61 As

indicated above, Reg. 53.4947-1(a) specifically states that the application of Section

4947 is to trusts "which have amounts in trust for which a deduction was allowed under section 170,
545(b)(2), 556(b)(2), 642(c), 2055, 2106(a)(2), or 2522." The charitable deductions described under this
regulation would not extend to a Section 642(c) deduction subsequently taken by a trust distributing its
gross income to a charity because it would not cause the trust "to have amounts in trust for which a
[charitable] deduction was allowed." (Emphasis added.)
Nonetheless, the difference in the "charitable deduction language" under Section 4947(a)(1) and Section
4947(a)(2) may support a conclusion that a Section 642(c) deduction taken by a nonexempt charitable
trust does trigger the application of Section 4947(a)(1) . Indeed, Reg. 53.4947-1(b)(1)(i) ,

62 a

regulation

specifically addressing nonexempt charitable trusts, reaches that conclusion, stating that a "trust is one for
which a deduction was allowed under section 642(c), within the meaning of section 4947(a)(1), once a
deduction is allowed under section 642(c) to the trust for any amount paid or permanently set aside." IRM
7.26.15.2.3 (04-08-1999) takes a similar approach that a Section 642(c) charitable deduction taken by a
nonexempt charitable trust may trigger Section 4947(a)(1), stating:

In order for a trust to be described in IRC 4947(a)(1), a charitable deduction must have
been allowed under IRC 170, 545(b)(2), 556(b)(2), 642(c), 2055, 2106(a)(2), or 2522.
Deductions allowed under IRC 642(c) include deductions allowed a trust with respect to its
own income as well as deductions allowed for a payment to another trust. 63

It is interesting that notwithstanding the authority cited above, in private letter rulings issued in the context
of Section 4947(a)(1), the IRS has not relied upon, or even cited, Reg. 53.4947-1 (b)(1)(i), which was
issued on 8/20/1976, long before the date of these private letter rulings. Such was the case in Ltr. Rul.
9726009 where, although a testamentary trust was wholly devoted to charitable purposes, the IRS ruled·

that the trust was not described in Section 4947(a)(1) because no charitable deduction was ever taken
with respect to amounts transferred to the trust. In this ruling, a trust was created by a retired school
teacher on 4/22/1992. She then died on 5/26/1995, and the trust became irrevocable upon that event. The
value of the decedent's estate was significantly less than the federal estate tax exemption at that time, and
no federal estate tax return was required to be filed.
The principal purpose of the trust following the death of the decedent was to assist persons in obtaining
higher education. Specifically, the trust provided that its assets "shall be used for the sole purpose of
assisting persons in obtaining a college education in one or both of the fields of teaching and bookkeeping,
and to assist persons in obtaining an education in the field of carpentry." The ruling indicated that the trust
assets were solely attributable to the assets received from the decedent and that no charitable deduction
was ever taken by the decedent under Section 170 . The ruling also stated that no charitable deduction
was ever taken by the decedent's estate as either an estate tax charitable deduction under Section 2055
or as an income tax deduction under Section 642(c) . It was further represented that the trust would not
seek to be classified under Section 501(c)(3) . The IRS, citing only Reg. 53.4947-1(a), ruled that the trust
was not subject to Section 4947(a)(1), concluding:

Based on your trustee's representations that no deductions were ever taken in connection
with the amounts in trust and on the condition that no deductions will be taken in regard to
those amounts, we rule that you are not described in section 4947(a)(1) of the Code.
Accordingly, you are not subject to the same requirements and restrictions as are imposed
on private foundations. You need not file Form 990-PF but your trustee must continue to file
the fiduciary income tax return, Form 1041, as required.
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Similarly, in Ltr. Rul. 9209016 , the absence of any charitable deduction for the transfer of assets to a
wholly charitable trust resulted in the trust not being subject to Section 4947(a)(1). In this ruling, two
individuals, X and Y, the owners of all the outstanding voting common stock of an entity, transferred all the
stock to A, a wholly charitable trust. Their purpose was to avoid the fragmentation of management control
of the entity and to encourage and promote educational, scientific, and charitable activities. The sole
beneficiary of the trust was a charitable foundation classified under Section 501(c)(3) , which was entitled
to receive all the net income of the trust.
The ruling stated that "Gift tax and subsequent trust income tax returns have been filed on a timely basis.

X and Y did not take a deduction under section 2522 of the Code on their gift tax return with respect to the
stock transferred to A. In addition, no person or entity has or will take a deduction under section 545(b)(2)
, 556(b)(2), 642(c) , 2055, or 2106(a)(2) of the Code with respect to the transfer of stock." (Emphasis
added.) The IRS, again only citing Reg. 53.4947-1(a) and focusing solely on whether a deduction was
taken with respect to assets transferred to the trust, ruled that the trust was not subject to Section
4947(a)(1) , stating:

Based on representation[s] that X or Y did not take a deduction under section 170 of the
Code , nor any person or entity has or will take a deduction under section 545(b)(2) ,
556(b)(2), 642(c), 2055, 2106(a)(2), or 2522, with respect to the transfer of stock, we rule
that A is not a nonexempt charitable trust under section 4947(a)(1) and therefore, the
private foundation rules of Chapter 1, Subchapter F, Part II, and Chapter 42, Subchapter A
are not applicable.

The basis of the IRS in Ltr. Ruis. 9726009 and 9209016 in determining that Section 4947(a)(1) did not
apply was that no charitable deduction had been taken with respect to the property transferred to the trust.
It is interesting that Ltr. Rul. 9726009 , which involved a testamentary transfer to a wholly charitable trust,
specifically noted that the estate did not claim any charitable deduction under Section 642(c) for any
transfer to the trust, thereby supporting the conclusion that Section 4947(a)(1) was not applicable. The
focus of the IRS on whether the estate claimed any charitable deduction under Section 642(c) for a
transfer to the trust, and not on whether the trust would subsequently claim a charitable deduction under
Section 642(c) , is consistent with Reg. 53.4947-1(a) , which specifically provides that Section 4947
applies to trusts "which have amounts in trust for which a deduction was allowed under section 170 ,
section 545(b)(2) , 556(b)(2), 642(c) , 2055 , 2106(a)(2) , or 2522 ."
Note that in Ltr. Ruis. 9726009 and 9209016, the taxpayers did not specifically request a ruling that a
subsequent Section 642(c) deduction would not trigger Section 4947(a)(1) and, therefore, there was no
specific ruling by the IRS on this issue. It seems unlikely, however, that the IRS would issue rulings that the
trusts in Ltr. Ruis. 9726009 and 9209016 were not described in Section 4947(a)(1) because no charitable
deduction was ever taken for amounts transferred to the trusts, without indicating that once the trusts ever
claimed a Section 642(c) deduction (which, like any other trust making distributions of gross income
pursuant to its governing instrument, they would invariably do), the trusts would become subject to Section
4947(a)(1) and the wide array of private foundation excise tax provisions. The whole point of obtaining
those rulings was to gain certainty that the trusts would not be described in Section 4947(a)(1) and

therefore not be subject to the private foundation rules, so long as no deduction was ever taken for
amounts transferred to the trusts.
This position that only a charitable deduction taken for property transferred to a trust triggers the
application of Section 4947(a)(1) appears to be supported by more recent guidance by the IRS in this area.
Internal Revenue Manual (IRM) 4.76.5.3 (04-13-2015), in discussing the requirements for a charitable
trust to be described in Section 4947(a)(1), specifically notes the requirement that the "trust holds
amounts for which charitable contributions were allowed under" Sections 170, 545(b)(2), 642(c), 2055,
2016(a)(2), and 2522. !RM 4.76.5.3 further states that because a trust described in Section 4947(a)(1)
"doesn't necessarily distribute all of the income collected for charitable purposes," it reports certain income
each year as taxable, and because it "isn't tax-exempt, any income it receives and doesn't subsequently
distribute for charitable purposes is taxable under Subtitle A, regardless of the source."
Clearly, the IRS recognizes in this provision of the IRM that a nonexempt charitable trust is eligible for a
charitable income tax deduction for distributions of its income to charity. Notwithstanding, there is no
indication in IRM 4.76.5.3 that a nonexempt charitable trust
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claiming a Section 642(c) deduction for a distribution of its own income to charity causes the trust to fall
within Section 4947(a)(1), as its focus is solely on the trust holding amounts for which a charitable
deduction was allowed. Granted, however, nothing in IRM 4.76.5.3 specifically states that a Section 642(c)
deduction taken by a trust itself for a distribution of its own gross income does not trigger Section
4947(a)(1) .
Consistent with Ur. Ruis. 9726009 and 9209016, courts that have considered Section 4947(a)(1) have
focused only on whether a charitable deduction has been taken for amounts transferred to the trust. In
Peters,
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taxpayer asserted that Section 4947(a)(1) did not apply to a trust that was originally a CRT

but became a wholly charitable trust upon the noncharitable beneficiary's death. The basis for the
taxpayer's argument was that the requirement that a charitable deduction be allowed for purposes of
Section 4947(a)(1) means that the charitable deduction must be based on the charitable status of the trust
receiving a transfer of property, not the charitable remainder beneficiary.
The taxpayer asserted that because the charitable deduction was allowed only for the remainder interest
in the trust, not the trust itself, the trust was not a trust for which a charitable deduction was allow ed. The
court disagreed, stating that "Plaintiffs' reading is exceedingly strained. The natural reading is that there

must be amounts in trust for which a charitable deduction was allowed. Clearly that is the case here."
(Emphasis added.)
In Hammond, 65 the court, in determining the applicability of Section 4947(a)(1), stated that for a trust to be
described in Section 4947(a)(1), it must meet three requirements:

(1) It must not be an exempt organization under Section 501(a).
(2) All beneficial interests in the trust which have not yet expired under the terms of the trust
instrument must be devoted to one or more of the purposes described in Section 170(c)(2)(B).
(3) ''.A charitable deduction must have been allowed with respect to amounts transferred to the
trust." (Emphasis added.)
In this case, the court actually determined the language contained in Reg. 53.4947-1(a) that "the term
'purposes described in section 170(c)(2)(B)' shall be treated as including purposes described in section
170(c)(1)" invalidly broadened the scope of Section 4947(a)(1). In support of its conclusion, the court
stated:

Congress plainly could have extended section 4947(a)(1) to encompass trusts created for
the "public purposes" described in section 170(c)(1), but did not do so expressly. The IRS is
not at liberty to "broaden" the scope of a Code provision, in other words, to exercise the
legislative function entrusted to Congress-by the promulgation of regulations. The attempt
to equate "public purposes" with "charitable purposes" in Treasury Regulation section
53.4947-1(a) must fail because, to put the matter simply, it is at odds with the plain
language of section 4947(a)(1). [T]he statute always remains the primary authority and to
the extent [the Commissioner] legislates, thereby exceeding his authority to interpret the
statute, his promulgation is void. [Citations omitted.]

The language in Reg. 53.4947-1(b)(1)(i) indicating that a subsequent Section 642(c) deduction taken by a
nonexempt charitable trust will be an allowed charitable deduction for purposes of Section 4947(a)(1) was
not cited in Ltr. Ruis. 9726009 and 9209016 or in IRM 4.76.5.3. Indeed, in those rulings and the IRM, the
issue of the trusts subsequently taking a Section 642(c) deduction was not even addressed in the
determination of whether the trusts were described in Section 4947(a)(1). And, rather than leaving the
issue in doubt, Congress could have clearly indicated within the statutory framework of Section 4947(a)(1)
that a Section 642(c) deduction taken by a nonexempt charitable trust for distributions of its own gross

income to charity is a deduction that triggers the application of Section 4947(a)(1) . In the absence of such
clarity within the statute itself, the validity of Reg. 53.4947-1(b)(1)(i) is questionable as is any IRS guidance
in this area that relies on the regulation.
Moreover, a Section 642(c) deduction is not limited to wholly charitable trusts, as such a deduction is
available to any complex trust that makes distributions of gross income to charity pursuant to the terms of
its governing trust document. A trust that would otherwise be a wholly charitable trust except for the
existence of a single discretionary noncharitable beneficiary would not fall under Section 4947(a)(1)
because not all of the unexpired interests in the trust would be devoted to charity.
Such a trust, however, could take a Section 642(c) deduction for the distribution of all of its gross income to
charity (and could therefore be the equivalent of a tax-exempt entity) and would not be subject to the
private foundation excise tax rules. There would appear to be no justifiable reason
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for a nonexempt charitable trust that is not otherwise described in Section 4947(a)(1) to become subject to
the Section 4947(a)(1) tax regime simply as a result of taking the same charitable deduction under Section
642(c) that is available to any other trust, including those with both noncharitable and charitable
beneficiaries.
Notwithstanding the authority focusing only on deductions for contributions of amounts transferred to a
trust, based on the language in Section 4947(a)(1) referring to a trust "for which a [charitable] deduction
was allowed," as opposed to Section 4947(a)(2) referring to a trust "which has amounts in trust for which a
[charitable] deduction was allowed," an argument could certainly be made that a subsequent Section
642(c) deduction taken by a trust triggers Section 4947(a)(1) and that Reg. 53.4947-1(b)(1)(i) is not an
invalid extension of Section 4947(a)(1).
Indeed, the distinction in language might lead a court to conclude that a trust, at least one that is wholly
charitable, is subject to the Chapter 42 private foundation rules, if it takes a Section 642(c) deduction even
though it does not and will not hold assets in the trust for which a charitable deduction has been allowed.
The fact that a wholly charitable trust, like a tax-exempt private foundation, holds assets solely dedicated
to charitable purposes and, by virtue of the unlimited Section 642(c) deduction, may be equivalent to a
tax-exempt entity, may further support such a conclusion.
In the face of Reg. 53.4947-1(b)(1)(i), and the lack of a clear resolution of the matter, prudence would

dictate that a private letter ruling be obtained to gain assurance that a subsequent charitable deduction
claimed under Section 642(c) will not cause a wholly charitable trust that is not initially subject to Section
4947(a)(1) to become subject to such provision. Of course, while it appears to have been ignored in the
context of private letter rulings issued in this area, the very existence of Reg. 53.4947-1(b)(1)(i) may make
obtaining such a ruling impossible. There are, however, other alternatives to consider in this context
besides seeking a private letter ruling that may not even be obtainable.
Given that the focus under Section 4947(a)(1) is not whether a charitable deduction is allowable, but
whether it is allowed, forgoing the Section 642(c) deduction by a nonexempt charitable trust otherwise not
described in Section 4947(a)(1) would avoid triggering Section 4947(a)(1) . But, that would be at the
expense of forfeiting what might very well be a valuable income tax deduction, given that a trust is entitled
to deduct all of its gross income (other than "unrelated business income") that is distributed to charity. To
minimize the loss of such a deduction, the trust could invest in non-income producing assets or assets that
produce income that is exempt from tax, which may necessitate special trust provisions to allow for this in
light of the applicable state law prudent person investment requirements.
The trust could also use its assets as a means of making distributions to charity, including appreciated
securities, given that a contribution of such securities does not trigger capital gain. 66 Having to forgo the
Section 642(c) deduction may, however, make an alternative vehicle a better fit, including the Zuckerberg
model, discussed below or, perhaps intentionally making the trust a grantor trust during the donor's lifetime
in which case the trust would not take a Section 642(c) deduction, or even making it a revocable trust
during the donor's lifetime.
Perhaps a better alternative to consider in this context, however, is to simply add a discretionary
noncharitable beneficiary to an otherwise wholly charitable trust recognizing, of course, that the addition of
such a beneficiary might require a distribution other than to charity or, subject the trustee to defending not
making a distribution to a discretionary noncharitable beneficiary. By adding a discretionary noncharitable
beneficiary, however, the trust will not be one in which "all of the unexpired interests in which are devoted
to one or more of the purposes described in section 170(c)(2)(B) ," and therefore will not fall under Section
4947(a)(1) or (a)(2). In this situation, because the trust is not wholly charitable, the donor to the trust would
not be allowed a charitable deduction for contributions to the trust in any event, rather than the donor
voluntarily forgoing a charitable deduction. But, the trust in this situation would be entitled to the available
unlimited charitable deduction under Section 642(c) without exposing the trust to classification under
either Section 4947(a)(1) or (a)(2) or to the private foundation excise tax rules.

Interestingly, in recently issued Ur. Rul. 200714025 , the taxpayer requested a ruling that a complex trust
under which a trustee could make discretionary distributions to charity was not subject to Section
4947(a)(2). In this ruling, the trustee had the power under the terms of the trust to "distribute part or all of
[its] income to charitable organizations, as selected by the trustees." The trust was not a wholly charitable
trust because distributions could be made to noncharitable beneficiaries. The ruling noted that the trust "is
not exempt from tax
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under section 501(a) of the Code, and a deduction has not been allowed under sections 170, 545(b)(2),
642(c), 2055, 2106(a)(2), or 2422 for any amounts contributed or retained in the trust."
The IRS ruled that based on representations that the trust "does not hold amounts in trust devoted to
charitable purposes for which as deduction was previously allowed under section 170, 545(b)(2),
556(b)(2), 642(c), 2055, 2106(a)(2), or 2522," the "distribution of [the trust's] income to charitable
organizations in excise of the trustees' power to make discretionary distributions will not result in [the trust]
being described as a trust coming under or within the provisions of section 4947(a)(2) of the Code."
Although Ltr. Rul. 200714025 contains no reference to it, there was no indication that the distributions of
income to charity would not be deducted under Section 642(c) and, indeed, it seems clear that such a
deduction would be allowable.
Adding a discretionary noncharitable beneficiary to an otherwise wholly charitable trust where no
charitable deduction is ever taken for amounts transferred to the trust should result in the same treatment
apparently accorded the trust in Ltr. Rul. 200714025. That is, the trust would not be described in Section
4947(a)(2) (or, of course, in Section 4947(a)(1) ), the private foundation rules would not apply to the trust,
and the distributions of gross income to charity would be deductible under Section 642(c).

The Zuckerberg model
As has been widely publicized, Mark Zuckerberg, Chairman and CEO of Facebook, recently announced
that he is contributing during his lifetime 99% of his shares in Facebook, valued at approximately $45
billion to advance his philanthropy.

67 Instead

of donating the shares to a private foundation, the model

traditionally used by philanthropists, including Bill Gates who transferred shares of Microsoft to the Bill and
Melinda Gates Foundation ("Gates Foundation"), the largest private foundation in the country, Zuckerberg
is transferring his Facebook shares to a newly formed Delaware limited liability company (LLC) known as

the Chan Zuckerberg Initiative (hereinafter the "Zuckerberg LLC"), formed by Zuckerberg and his wife, Dr.
Priscilla Chan, as a vehicle for advancing "philanthropic, public advocacy and other activities for the public
good."
In a 12/1/2015 letter to their newborn daughter, Max, in which the charitable commitment was first
announced, Chan and Zuckerberg stated the following:

As you begin the next generation of the Chan Zuckerberg family, we also begin the Chan
Zuckerberg Initiative to join people across the world to advance human potential and
promote equality for all children in the next generation. Our initial areas of focus will be
personalized learning, curing disease, connecting people and building strong communities.
We will give 99% of our Facebook shares-currently about $45 billion-during our lives to
advance this mission. We know this is a small contribution compared to all the resources
and talents of those already working on these issues. But we want to do what we can,
working alongside many others.

Entity choice. Although an LLC can qualify as a Section 501(c)(3) tax-exempt entity,

68 in

which case it

would be classified as a private foundation where there is only one or a few donors, the newly created
Zuckerberg LLC is not seeking classification as a Section 501(c)(3) tax-exempt entity with the IRS and
therefore will not be determined by the IRS to be a private foundation. And because it is not described in
Section 4947(a)(1) , it will not be treated as an organization described in Section 501(c)(3) or as a private
foundation. As a result, the private foundation excise tax regime would not apply to the LLC.

Unless it elects to be treated as a corporation, an unlikely scenario, it will be treated as a pass-through
entity for tax purposes. Therefore, although it is formed to further philanthropic purposes, the Zuckerberg
LLC will be treated for tax purposes like any other LLC, where all of its tax attributes, including its taxable
income and deductions, flow through to its member or members, who will report such items on their own
income tax returns. It will also avoid the highly restrictive federal excise tax regime first imposed upon
private foundations by Congress under the 1969 Act.
Ramifications of using LLC. Assuming $45 billion of assets, the Zuckerberg LLC will not have to meet the
annual 5% distribution requirement of $2.25 billion that would otherwise be required if it were a private
foundation and, in fact, is actually not required to make any charitable distributions. In contrast, the Gates
Foundation,
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which is subject to the private foundation 5% annual distribution requirement, reported on its 2015 Form
990-PF that the fair market value of its assets was approximately $40 billion and reflected a 5%
distributions requirement of nearly $3.3 billion.

Because it is not a private foundation, contributions to the Zuckerberg LLC are not deductible for charitable
income tax purposes, although such a deduction, of course, is only meaningful where the donor has
significant income. Despite his great wealth from his holdings of Facebook shares, which do not pay
dividends, Zuckerberg's income may actually be relatively modest, as his official annual salary from
Facebook is $1, presumably making any charitable income tax deduction attributable to the Facebook
shares of little value to Zuckerberg.
With Facebook stock currently not paying dividends, the Zuckerberg LLC may generate little, if any,
taxable income, making the absence of a tax exemption under Section 501(c)(3) of little concern. And, if it
wants to make contributions to charity to further its mission, the Zuckerberg LLC could actually make gifts
of appreciated Facebook stock, which produces a charitable income tax deduction at fair market value
and, as the same time, does not trigger any capital gain recognition upon the contribution.
Not triggering capital gain tax upon a contribution of appreciated securities to charity should be contrasted
from the situation where the securities are first sold, and then the cash proceeds are contributed to charity.
In that situation, capital gain is recognized.
The benefits of the LLC model over the private foundation model is that the LLC avoids the multitude of
restrictions and requirements applicable to private foundations, both at the federal and state level, thereby
making the LLC a much more flexible vehicle that can engage in a wide variety of activities and make
investments and expenditures that would be prohibited if it were a private foundation. Therefore, in
choosing an LLC, Zuckerberg and Chan have more leeway in the types of causes they want to support and
the investments they want to make, and provides anonymity that is not available with a private foundation.
At the same time, like a donor who establishes a private foundation, they retain control over the operations
of the LLC and can make decisions regarding its investments, contributions, expenditures, and all of its
other activities.
Unlike in the case of a private foundation, the assets contributed to an LLC are presumably not
permanently restricted for charitable purposes, but can be used for any permissible purposes under state

law. Typically, an LLC can be dissolved and liquidated, with the assets then held by the LLC distributed
back to its member or members. Therefore, unlike a private foundation, the assets of an LLC are not
subject to State Attorney General oversight, who has authority over the administration of assets dedicated
to charitable purposes.

69 Moreover,

an LLC avoids the multitude of private foundation restrictions and

limitations contained in the Code, its substantial penalty regime for lack of compliance, and the scrutiny of
the IRS that comes with any organization being classified as a private foundation.
Public reaction. It is interesting to note that the Zuckerberg LLC model has been the subject of criticism. In
"How Mark Zuckerberg's Altruism Helps Himself," by Jesse Eisinger, Pro Pub/ica (12/3/2015), for
example, the author is highly critical of the Zuckerberg LLC model and questions its charitable intent, and
starts with the following passage: "Mark Zuckerberg did not donate $45 billion to charity. You may have
heard that, but that was wrong. Here's what happened instead: Mr. Zuckerberg created an investment
vehicle. Sorry for the slightly less sexy headline." And, specifically with respect to the transfer of the $45
billion of Facebook stock to the Zuckerberg LLC, the article states:

In doing so, Mr. Zuckerberg and Dr. Chan did not set up a charitable foundation, which has
nonprofit status. He created a limited liability company, one that has already reaped
enormous benefits as public relations coup for himself. His P.R. return-on-investment
dwarfs that of his Facebook stock. Mr. Zuckerberg was depicted in breathless, glowing
terms for having, in essence, moved money from one pocket to the other.

An L.L.C. can invest in for-profit companies (perhaps these will be characterized as
societally responsible companies, but lots of companies claim the mantle of societal
responsibility). An L.L.C. can make political donations. It can lobby for changes in the law.
He remains completely free to do as he wishes with his money. That's what America is all
about. But as a society, we don't generally call these types of activities "charity."

In response to criticism of the LLC model, an article in Forbes, "Mark Zuckerberg and His Charitable Plan
Should Be Followed, Not Criticized," Danielle and Andy Mayoras (12/9/2015), defended the Zuckerberg
LLC model. The article notes that the LLC model is perfectly legal, there are a wide variety of vehicles that
can be used to further philanthropy, and that the LLC model is just one of many and that "Mark Zuckerberg
and Priscilla Chan deserve applause, not scorn" for creating and funding the Zuckerberg LLC. Mr.
Zuckerberg
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himself has explained his choice of use of the LLC model as follow:

The Chan Zuckerberg Initiative is structured as an LLC rather than a traditional foundation.
This enables us to pursue our mission by funding non-profit organizations, making private
investments and participating in policy debates-in each case with the goal of generating a
positive impact in areas of great need. Any net profits from investments will also be used to
advance this mission. By using an LLC instead of a traditional foundation, we receive no tax
benefit from transferring our shares to the Chan Zuckerberg Initiative, but we gain flexibility
to execute our mission more effectively. In fact, if we transferred our shares to a traditional
foundation, then we would have received an immediate tax benefit, but by using an LLC we
do not. And just like everyone else, we will pay capital gains taxes when our shares are sold
by the LLC.

It is also interesting to note that the use of LLCs as a vehicle to advance philanthropic goals is not new.
LLCs have previously been used to engage in philanthropic ventures, including the Emerson Collective, an
LLC created by Laurene Powell Jobs, the widow of the late Steve Jobs, and the LLC formed as a part of
the Omidyar Network by eBay founder Pierre Omidyar and his wife, Pam Omidyar. In a 5/24/2013 article in
the New York Times, "Laurene Powell Jobs and Anonymous Giving in Silicon Valley," Claire Cain Miller
reported that one of the main ways Ms. Powell Jobs keeps her donations anonymous is by cleverly making
her organization, Emerson Collective, a limited liability company, and notes the increasing popularity of
LLCs being used as philanthropic vehicles. The article states:

[The LLC] strategy is becoming more common, as people seek flexibility, freedom and
anonymity in their investments, said Laura Arrillaga-Andreessen, who teaches philanthropy
at Stanford, runs her own philanthropy and is a close friend of Ms. Powell Jobs. "The beauty
of having an LLC in today's world is No. 1, you have the ability to act and react as nimbly as
need be to create change, and you have the ability to invest politically, in the for-profit
sector and the nonprofit sector simultaneously," she said. "And the reality is," she added,
"we are now seeing a blurring of the lines between the sectors in a way that was not even
discussed 1O years ago. The way that we are going to solve social problems is by working
with multiple different types of investing." Ms. Powell Jobs said that Emerson did not need
the tax structure of a foundation, and that "doing things anonymously and being nimble and

flexible and responsive are all things we value on our team."

As noted in a 12/23/2015 article by Stephen Foley in the Financial Times, "How to give away $1bn," the
world's 1,826 billionaires, many of them relatively newly minted moguls reared in the world of Silicon
Valley, are exploring new avenues to pursue social agendas, challenging traditional foundation and
donation models in ways that could redefine philanthropy, and stating that "they are engaging in
philanthropic endeavor at an intriguing time, as old ways of giving are being challenged and even the
definition of what it means to be a philanthropist appears to be expanding." The article examines emerging
ways that today's mega-donors are crafting their philanthropy, including the hybrid structures adopted by
eBay founder Pierre Omidyar and Mark Zuckerberg, who, the article notes, set up limited liability
companies that make impact investments as well as grants to nonprofits. The article quotes Pierre
Omidyar from 2003 as saying it was "no-brainer" when he decided to reject the traditional model of U.S.
philanthropy and not use a charitable foundation for his giving.
While there is certainly still a place for the use of the traditional private foundation to carry out an
individual's philanthropy, and private foundations continue to enjoy growing popularity, the use of a
non-exempt LLC may be a compelling alternative, and one that should be considered when determining
an appropriate philanthropic model, particularly where tax benefits are not a significant concern and where
the proposed activities and expenditures are not permitted by a private foundation. The LLC approach
apparently works for Mark Zuckerberg, who opted for an LLC in lieu of the traditional private foundation
approach, as well as others who have decided to engage in philanthropy using the more flexible and less
restricted LLC model. As long as it allows a donor's philanthropic intent to be accomplished, and the tax
benefits offered by a private foundation is not considered compelling, any criticism aimed at using an LLC
as a philanthropic vehicle is not well-founded. In addition, there is no prohibition on a donor using both an
LLC and a private foundation, in tandem, for philanthropic purposes.

Conclusion
The application of the often harsh and burdensome private foundation tax regime to a donor's
philanthropic entity can present significant roadblocks and hurdles in attaining the goals and objectives of
the donor. With proper planning, it may be possible to avoid this regime while at the same time furthering a
donor's philanthropic mission although certain tax benefits will be forfeited.
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deduction are key benefits associated with creating and funding a private foundation.

16 In

Haskell and Snow, "Grant Making Isn't the Only Way," 149 Trusts & Estates 35 (August 2010), the

authors state that "There are many reasons for the continuing popularity of [private foundations],
including donor control over grants and investments, the ability of a family to work together toward a
common philanthropic mission and using the [private foundation] as a means to transmit personal
values over generations." Note, however, that many private foundations are structured to have a limited
life, rather than be perpetual. See Fox and Bon, The Life Span of a Private Foundation: Perpetual or
Limited?" 38 ETPL 19 (September 2011) .

17 The

"private nonoperating foundation" should be contrasted from a "private operating foundation,"

another type of private foundation. Unlike a private nonoperating foundation, which principally engages

in grantmaking, a private operating foundation primarily engages in direct charitable activities.

18 Public

charities are Section 501(c)(3) tax-exempt organizations that qualify under Section 509(a) as

"other than private foundations."

19 With

the exception of Section 4942(a) , dealing with the minimum 5% annual distribution requirement,

Chapter 42 applies to both private nonoperating foundations and private operating foundations.

20

The private foundation tax regime is fraught with peril, particularly in the context of a foundation

having a beneficial interest in an estate. See, e.g., Blattmachr, "Something Pretty Scary: Application of
Certain Private Foundation and UBTI Rules in Estate Planning and Administration," U. of Miami Est.
Plan. Inst. at Chapter 10 (1992).

21 Section

170(e)(1)(B)(ii) . This limitation does not apply to a "private nonoperating foundation." Note

too that the charitable income tax deduction for a contribution of tangible personal property to a public
charity is limited to its tax basis if the property is put to a use that is unrelated to the purpose or function
constituting the basis for the tax-exempt status of the donee organization. Section 170(e)(1)(B)(l)(i) .

22 Sections

170(b)(1)(B) and (D). The actual figure on which the percentage limitations is applied is

referred to under Section 170(b)(1)(G) as the "contribution base," as specifically defined therein, but
generally is equal to the "adjusted gross income" of the donor.

23 Sections

170(b)(1)(A) and (C). An exception to the tax basis and gross income limitations on

deductibility of contributions to a private foundation exists under the "pass through" or "conduit"
exception rules described in Section 170(b)(1)(F)(ii) where, if not later than the 15th day of the third
month after the close of its tax year in which such contributions are received, the foundation makes
qualifying distributions (generally distributions to public charities) which are treated as distributions out

of corpus in accordance with Section 4942(h) in an amount equal to 100% of such contributions
although other limitations do apply.

24 Pub.

25 In

L. No. 91-172.

one article, the author states: "To some of those who think back to it, the legislation seems an

aberrant spasm of Congressional anger at foundations, generated by the unfortunate acts of a handful
of individuals and organizations, without rational grounding in general realities in the foundation field."
Troyer, "The 1969 Private Foundation Law: Historical Perspective on its Origins and Underpinnings," 27
Exempt Org. Tax Rev. 52 (January 2000).

26 "Disqualified

person" includes a wide range of individuals associated with the foundation, including

(but not limited to) a substantial contributor and certain family members, as well as a corporation,
partnership, trust, and estate in which disqualified persons have a substantial beneficial interest. See
Section 4946(a)(1).

27 Thus,

although a private foundation is exempt from income tax (other than unrelated trade or

business income tax), unlike public charities, it is subject to a special excise tax on its investment
income.

28 See

Fox and Blattmachr, "Avoid Unintentional Self-Dealing With Private Foundations," 42 ETPL 3

(August 2015) .

29 Sections

30 Reg.

4944(c)(2) and (3).

53.4944-1(b)(i). For a further discussion of jeopardy investments, see Halperin and Harris,

"Investment Guidelines for Private Foundation Managers," 30 ETPL 542 (November 2003).

31 Section

4944(c) . For a further discussion of PRls, see Fox, "Private Foundations Get Expanded

Program-Related Investment Options," 40 ETPL 23 (January 2013).

32 Section

4945(9) .

33 See

Reg. 53.4944-1(a)(2)(iv) . See also Kermit Fischer Foundation, TCMemo 1990-300 .

34 See

also, e.g., Ur. Rul. 200009058 ("The Trust is presumed (in the absence of proof to the contrary)

to have amounts in trust for which a deduction was allowed if a deduction would have been allowable
under those sections."); IRM 7.26.15.2.3(1) ("If a charitable deduction was allowable, it will be presumed
to have been taken and allowed in the absence of proof to the contrary.").

35

Reg. 53.4947-1(b)(2)(iii).

36 Reg.

37 For

53.4947-1(b)(2)(ii)(A) .

a further discussion of the operation of Section 642(c) and related issues, see Blattmachr, Boyle,

and Fox, "Planning for Charitable Contributions by Estates and Trusts," 44 ETPL 3 (January 2017). Note
that there is an exception to the unlimited charitable income tax deduction in the case of "unrelated
business income," as Section 681(a) provides that in computing the deduction allowable under Section
642(c) to a trust (but not an estate), no amount otherwise allowable as a deduction under Section 642(c)
is allowed as a deduction with respect to income of the tax year that is allocable to "unrelated business
income."

38

There is no requirement that a charitable trust seek exemption. In Reg. 53.4947-1(b)(1)(ii), Example 1

, a trust that apparently could have received exemption under Section 501(c)(3) was not tax-exempt
because the trustees did not apply for exemption (as is their option). Absent such an exemption, a trust,
whether or not wholly charitable, is subject to tax under Subchapter J. Most charitable organizations do
apply for an exemption from income tax by seeking to be classified as a Section 501(c)(3) tax-exempt
organization. This is done by filing Form 1023, Application for Recognition of Exemption, with the IRS.

39

See Reg. 53.4947-1(a) ("The basic purpose of section 4947 is to prevent these trusts from being used

to avoid the requirements and restrictions applicable to private foundations"); Eiry Trust, 77 TC 1263
(1981) ("The intent in enacting section 4947 was to prevent such taxpayers from avoiding the private
foundation restrictions by imposing the same upon the trusts. S. Rept. 91-552, 91st Cong., 1st Sess. 93
(1969), 1969-3 C.B. 423, 483."); IRS Publication 578, Tax Information for Private Foundations and
Managers ("The aim of section 4947 is to prevent a trust of this nature from being used to avoid the
requirements and restrictions that apply to private foundations."); Transfer Primer, IRS 2001 EO CPE
Text, at 83 ("IRC 4947 subjects trusts with charitable interests to some or all of the Chapter 42 excise
taxes. It is a 'loophole' closer. Without it, narrowly controlled foundations could achieve most of the
benefits of tax exempt status without the safeguards created by the Chapter 42 excise taxes.").

4

°For a further discussion of Section 4947(a){1), See Fox, "Planning and Strategies for Nonexempt

Charitable Trusts-Part 1," 20 Tax'n of Exempts 18 (May/June 2009); and Fox, "Planning and Strategies
for Nonexempt Charitable Trusts-Part 2," 21 Tax'n of Exempts 15 (July/August 2009).

41 See

also, Ltr. Rul. 200009058 ("Because the Trust Agreement contains provisions which clearly

indicate that all of the Trust's unexpired interests are devoted to one or more purposes described in
section 170(c)(2)(B), the Trust will be treated [under !RC §4947(a)(1)] as an organization described in
section 501(c)(3) and subject to the same requirements and restrictions imposed on private
foundations."); !RM 7.20.3.2.1 O (Nonexempt Charitable Trusts) ("[a] nonexempt charitable trust is
treated as a private foundation described in !RC 501(c){3) ").

42 IRM

7.26.15.3 ( IRC 4947 Trusts-Private Foundation Classification) ("Just as with IRC 501(c)(3)

organizations, IRC 4947(a)(1) trusts are either public charities or private foundations.").

43Although

Section 508(b) (Presumption That Organizations Are Private Foundations) does not apply to

a nonexempt charitable trust under Section 4947(a)(1) , such a trust is treated as a private foundation
unless it requests a determination from the IRS that it is a public charity. See, e.g., Rev. Rul. 76-92,
1976-1 CB 160 ("a nonexempt charitable trust is considered to be a private foundation unless it meets
the requirements of section 509(a)(1) , (2), (3), or (4)"). See also See Eiry Trust, 77 TC 1263 (1981)
("Where the trust is not exempt under section 501(c)(3) , section 4947(a)(1) requires that it be tested as
a private foundation under section 509(a) . If the trust is classified under section 509(a)(1) through (4),
then it [is a public charity and] is not liable for the excise taxes enumerated in Chapter 42 (secs. 4940
through 4948 )."). See also IRM 7.26.15.2 (2) ("If a trust is described in IRC 4947(a)(1), private
foundation rules will apply unless the trust qualifies for public charity status.").

44 A

Section 4947(a)(1) trust may request a determination from the IRS under Section 509(a)(3) even

though it has neither obtained nor seeks to obtain exemption from tax as an organization classified
under Section 501(c)(3) . IRM 7.26.15.3 ( IRC §4947, Trusts-Private Foundation Classification), which
states that an "IRC 4947(a)(1) trust may request a determination from the Service under IRC 509(a)(3)
even though it has neither obtained nor seeks exemption under IRC 501(c)(3)." See also Reg.
53.4947-1(b)(3) ("If the charitable trust otherwise meets the requirements of section 509(a)(3), it may
obtain recognition of its status as a section 509(a)(3) organization by requesting a ruling from the
Internal Revenue Service."). Rev. Proc. 72-50, 1972-2 CB 830, sets forth the procedure under which a
nonexempt charitable trust may obtain a determination that it is a Section 509(a)(3) supporting
organization and, therefore, excluded from private foundation status.

45 Section

170(c)(2) (income tax); Section 2522(a) (gift tax); and Section 2055(a) (estate tax). See Ltr.

Rul. 200302005 , where the IRS stated: "Thus, the question is whether the Foundation will be described
in section 4947(a)(1). If so, then contributions to the Foundation will be deductible regardless of when or

whether the Foundation applies for recognition under section 501(c)(3). Otherwise, the Foundation
would have to apply for and receive recognition of exemption for the period in which the gift is made in
order for the gift to be deductible."

46 See

Reg. 53.4947-1 (b)(1)(ii), Example 1 , which states that the trustees of a nonexempt charitable

trust "do not give notice to the Internal Revenue Service under the provisions of section 508(a) [that they
are applying exemption from income tax], and the trust will therefore not be exempt from taxation under
section 501(a)." Such a trust would presumably qualify for exemption from tax under Section 501(a) as
an organization described under Section 501(c)(3) because they are wholly devoted to one or more
purposes described in Section 170(c)(2)(8), which are the same purposes delineated under Section
501(c)(3) , and, in fact, there are a multitude of organizations described under Section 501(c)(3) that are
formed and operated in trust form. Nothing under the Code, however, requires a trust that could
otherwise qualify under Section 501(c)(3) to apply for exemption from tax under Section 501(a). Absent
such an exemption, a trust, whether or not wholly charitable, is subject to tax under Subchapter J of the
Code.

47 Sections

48 For

4947(a)(2) .

a further discussion of this issue, see Fox, "A Guide to the IRS Sample Charitable Remainder

Trust Forms," 33 ETPL 13 (January 2006).

49 Section

50 See

170(f)(2)(8) .

Sections 671 through 679 .

51 Section

170(f)(2)(C) .

52 For

a further discussion of CLTs, including the grantor versus non-grantor trustee issue, see Fox, "A

Guide to the IRS Sample Charitable Lead Trust Forms-Part 1," 36 ETPL 7 (April 2009).

53 319

U.S. 523 30 AFTR 1304 (1943).

54 See,

e.g., Section 1245(a)(2) (in computing "recomputed basis," deductions "allowed or allowable to

the taxpayer or to any other person for depreciation or amortization" must be taken into account).

55 As

of the writing of this article, the unified credit amount is $5.6 million in 2018.

56 Sections

57 Reg.

664(d)(1)(D) (annuity trust) and 664(d)(2)(D) (unitrust).

25.2511-2(c) . Such a right of substitution will cause the CRT to be included in the settlor's estate

under Section 2038 . If the settlor (1) retains the sole annuity or unitrust interest, or (2) retains the
testamentary power to revoke the annuity or unitrust interest of all other persons provided with such an
interest (whether as a current or successor beneficiary), the entire value of the trust would necessarily
be included in the settlor's estate where the power to substitute the charitable remainder beneficiary is
retained. See, e.g., Ltr. Rul. 9202033 (entire value of a CRUT was ineluctable in the estate because
settlor "will retain the right to revoke spouse's survivorship interest and the interests of the charitable
organizations named initially and substitute other charities as remaindermen").

58 Although

a gift to the charitable lead beneficiaries of the CLT may be rendered incomplete by the

settlor retaining a right to substitute charities, such a right is generally not recommended because it
causes the CLT to be brought back into the settler's estate, with most likely a limited offsetting charitable
estate tax deduction. The consequences of estate tax inclusion can be potentially devastating, as the

value of the entire corpus of the trust must be included in the settlor's estate, and a charitable estate tax
deduction is available only for the remaining payments to charity during the lead term, thereby defeating
the underlying purpose of the CLT of transferring property with minimal gift and estate tax cost. See also
Rifkind, 5 Cl Ct 362 54 AFTR2d 84-6453 (Cls. Ct., 1984).

59 Estates

and certain specified trusts (generally only trusts created on or before 10/9/1969) are eligible

for a special charitable income tax deduction under Section 642(c)(2) for any amount of gross income,
without limitation, which pursuant to the terms of the governing instrument is, during the tax year,
permanently set aside for a purpose specified in Section 170 or is to be used exclusively for certain
enumerated charitable purposes. Where a deduction under Section 642(c)(2) is available, a current
charitable income tax deduction is allowable, notwithstanding that the gross income will not be paid or
used for a charitable purpose until some future time. The deduction available under Section 642(c)(2) is
to be distinguished from the deduction available under Section 642(c)(1), under which a deduction is
allowable only for amounts that are actually currently paid by an estate or trust.

60 Of

note is that estates are always eligible for the permanent set-aside deduction under Section

642(c)(2), whereas only a limited number of delineated trusts are eligible, which generally includes only
those trusts created on or before 10/9/1969. Up until the 1969 Act, the set-aside deduction was equally
available to both estates and trusts.

61 The

language under Section 4947 is not a model of consistency. For example, Section 4947(a)(1)

refers to "a trust which is not exempt from

taxation under section 501(a)," whereas Section 4947(a)(2)

refers to "a trust which is not exempt from

tax under section 501(a)." Certainly, the words "taxation" and

"tax" have the same meaning under each subsection of Section 4947, although, for no possible reason,
Section 4947(a)(1) uses the word "taxation" and Section 4947(a)(2) uses the word "tax.

62

T D 7431 , 8/20/1976.

63 See

also IRS 2003 EO CPE Text, Trusts: Common Law and IRC 501(c)(3) and 4947, which states on

page 26 that the requirement of a charitable deduction under Section 4947(a)(1) is met where "a
charitable deduction was allowed to donors to the trust (or to the trust itself under IRC 642(c) in
distributing or setting aside amounts for charity- Reg. 53.4947-1 (b)(1)(i) )." See also GCM 37485,
3/30/1978 ("Notwithstanding this difference in character from the other deductions, however, it is clear
under the regulations that the charitable payout deduction under section 642(c) is intended to be
covered by the language of section 4947(a)(1). The final regulations at Treas. Reg. §53.4947-1 (b)(1)(i)
state: A trust is one for which a deduction was allowed under section 642(c) , within the meaning of
section 4947(a)(1), once a deduction is allowed under section 642(c) to the trust for any amount paid or
permanently set aside.")

64

624 F.2d 1020 46 AFTR 2d 80-5278 (Ct Cl., 1980).

65 584

66

F. Supp. 163 53 AFTR2d 84-1528 , aff'd764 F.2d 88 56 AFTR2d 85-5256 (CA-2, 1985).

Campbell v. Prothro, 209 F.2d 331 45 AFTR 131 (CA-5, 1954); Rev. Rul. 55-410, 1955-1 CB 297;

see also Rev. Rul. 57-506, 1957-2 CB 65.

67 See

"Mark Zuckerberg and Priscilla Chan to Give 99% of Facebook Shares to Charity," Wall St. J.,

12/2/2015.

68 See

2001 IRS EO CPE, Chapter B, "Limited Liability Companies as Exempt Organizations." See also

Instructions to Form 1023, Part II, "Organizational Structure."

69

T here is generally nothing to prevent an LLC from being formed to limit its purposes to those

otherwise described under Section 501(c)(3) and to dedicate its assets to such purposes. Certain states
have actually enacted a nonprofit form of LLC specifically providing that the entity can be formed for

charitable purposes and its assets restricted for such purposes under state law, in which case there
would be State Attorney General oversight. See, e.g., 15 Pa. C.S. §8818(d). Absent the LLC applying for
Section 501(c)(3) tax-exempt status with the IRS and having such application approved, it would not be
subject to the private foundation excise tax rules. Of course, where an LLC is a disregarded
single-member LLC that is owned and controlled by a private foundation, the LLC itself is considered to
be, in essence, a branch or division of the private foundation. In that case, the LLC would be subject to
the private foundation excise tax rules. See Notice 2012-52, 2012-35 IRB 317 .
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The income tax charitable deduction for an estate or trust1 is similar to, but somewhat different from, the
income tax charitable deduction for individuals. These differences include: (1) no income-based
percentage limitation on the charitable donation of an estate or a trust, but the deduction is limited to
contributions of gross income; (2) the ability of an estate or trust to deduct a charitable contribution in the
immediately preceding tax year in some circumstances; (3) a requirement that the governing instrument of
the estate or trust evidence a charitable intent; and (4) no necessity that the charitable recipient of the gift
from an estate or trust be a U.S. (domestic) organization.
Because the parameters for an income tax charitable deduction for trusts (and estates) are not the same
as for individuals, it is important to recognize the differences when trusts are created that might, should, or
perhaps, should not seek an income tax charitable deduction. Moreover, the income tax charitable
deduction for an estate or trust may be more advantageous in some instances than contributions that
individuals might make, and as a result, there may be important planning opportunities to consider.
This article explores the income tax charitable deduction requirements under Section 642(c) for estates
and trusts, the planning that is required to qualify for the deduction, and some special opportunities that
may be available.

Charitable contributions by individuals
As a general rule, individuals are entitled to a deduction under Section 170(a) for the value of contributions
(donations) of property (including cash) to or for the use of charitable organizations defined in Section
170(c), but the deduction is limited to qualified domestic (U.S.) charitable entities. In addition, the
charitable deduction for individuals is subject to several limitations and special rules. In general, the
deduction may never exceed 20%, 30%, or 50% of the
[pg. 4]
2

taxpayer's contribution base. The amount allowable as a deduction also may depend on:

The type of property contributed (e.g., cash, tangible personal property, intangible property, or real

estate). 3
The nature of any gain inherent in the asset (e.g., ordinary income, short-term capital gain, or
Jong-term capital gain).4
The use to which the charitable recipient will devote the property (e.g., sell it or use it in furtherance
of the recipient's exempt function).5
The type of charitable organization (e.g., private foundation or a public charity). 6
Other possible factors.7
Additionally, Treasury Regulations appear to distinguish between a contribution made by an individual "to"
a charitable organization and one that is "for the use" of the organization, basically limiting the deduction
for a contribution for the use of charity to no more than 30% of the taxpayer's contribution base. 8
Furthermore, if the charitable deduction otherwise allowable to an individual in the tax year exceeds the
applicable percentage of his or her contribution base, the excess may be carried forward and deducted in
the succeeding five tax years of the taxpayer (again subject to a percentage of contribution base for any
such later year).9
Individuals taxpayers are subject to the substantiation requirements under Section 170 , including those
under Section 170(f)(8) . These rules provide that no charitable deduction is allowed under Section 170 for
gifts of $250 or more unless the taxpayer receives a contemporaneous written receipt from the donee

°

charity.1 For large, charitable gifts, more complex compliance rules apply.

Estate or trust charitable deduction
Several differences exist between a Section 170 charitable deduction for an individual and a Section
642(c) charitable deduction for an estate or trust. A decedent's estate or a trust is entitled to a charitable
deduction under Section 642(c) for its gross income paid (or, for a decedent's estate, paid to or set aside 11
), pursuant to the terms of its governing instrument, for a charitable purpose described in Section 170(c) .
Unlike an estate or trust, the contribution by an individual need not be paid from gross income.
Flexible timing. While an estate or a trust is entitled to the deduction under Section 642(c) only for a
contribution made from its gross income, the deduction may be allowed whether the gross income is from
the current year or from a prior year that has not previously been distributed or deducted.

12 Moreover,

estate or trust may elect in the current year to treat a charitable contribution paid from gross income
earned in the immediately preceding year as though it had been paid in the prior year, as long as the

an

contribution is made by the time the income tax return for the estate or trust is due to be filed for the
immediately preceding year.

The due date of a return may be extended no more than five and one-half months after the normal three
and one-half month filing due date following the close of the tax year.
estates,

14 the

13 For

trusts and calendar-year

extended due date to make the election would be September 30 of the year following the

year in which the income was included in the gross income of the estate or trust. Thus, the election allows
the estate or trust to take the deduction retroactively in the immediate prior year in which the gross income
was earned but not paid, or, if the fiduciary does not elect, to take the deduction in the year the gross
income is paid.
Individuals cannot take a deduction in a prior year for a contribution made in any later year. On the
[pg. 5]
other hand, an estate or trust cannot carryover any excess charitable deduction to a subsequent year and
take a deduction for a contribution made in an earlier year.

No percentage limitations. Furthermore, an estate or trust may reduce its taxable income to zero through
contributions for charitable purposes except to the extent the payment to charity consists of unrelated
business income (UBI), as discussed below. In other words, the deduction under Section 642(c) is not
limited to a maximum 50% of the contribution base 15 of the estate or trust, as is the case with an individual,
except to the extent of its UBl.

In addition, the charitable deduction for estates and trusts is not dependent on the type of charitable
organization that receives the contribution, as it is for individuals. Section 642(c) does not distinguish
between contributions to public charities (including "publicly supported charities") and private foundations.
Furthermore, an estate or trust is entitled to the deduction for a charitable purpose even if it is not made to
or for a domestic (U.S.) charitable organization, as is required for individuals.
Simpler substantiation. Finally, it seems relatively certain that estates and trusts are generally not subject
to the charitable deduction substantiation rules of Section 170 for individuals, including the
contemporaneous written acknowledgment requirement of Section 170(f)(8) .

16 The

charitable deduction

for estates and trusts is authorized by Section 642(c) and is in lieu of a deduction under Section 170 .

There is one exception, however. To the extent that a trust (but not an estate) has UBI, no deduction is
allowed under Section 642(c).

17 Instead,

Section 681 -which disallows a charitable deduction for

UBI-references Section 512, which permits a more limited charitable deduction under Section 170. As a
result, the substantiation rules likely apply in that situation, given that the charitable deduction is then
permitted only pursuant to Section 170. The UBI limitation is discussed in greater detail later in this article.

Pursuant to governing instrument
To be deducted under Section 642(c), the payment of gross income for a charitable purpose must be
made pursuant to the terms of the governing instrument-likely the will or the trust agreement under which
the trust was created. 18 The payment need not be mandated by the governing instrument, but courts have
held that "the instrument must be shown to possess some positive charitable intent or purpose of the
settlor-not merely that the settlor did not exclude charity from all the possible beneficiaries of his bounty." 19
Therefore, a discretionary payment to charity will support the deduction if authorized in the governing
instrument. 20
Payments to charity, however, will not be treated as made pursuant to the terms of the governing
instrument where found not to be made to in accordance with the terms of the will or trust agreement. For
example, in Rebecca K. Crownlncome Charitable Fund, 21 commutation payments (or prepayments) to the
charitable beneficiary of a charitable lead trust

22 that

mandated annual payments to charity were not

deductible under Section 642(c) where the court found the prepayment of the annuity payments was not
authorized under the terms of the instrument that created the trust.
In John Allan Love Charitable Foundation,

23 a

trustee made distributions to a charitable foundation on the

basis that distributions "were agreeable or conformable to the expressed intent of the Trust instrument."
The court held that a charitable income tax deduction was not available under Section 642(c) because it
was "clear that the trustee was without authority to make these distributions." Thus, where a will or trust
makes no provision for a payment to a charitable organization, a charitable income tax deduction will not
be allowed to an estate or trust, even though all of the beneficiaries may agree to the contribution. Where
the terms of a trust authorize charitable payments only on termination of a trust, payments made prior to
termination do not qualify for a
[pg. 6]
charitable income tax deduction under Section 642(c) .

24

In Riggs National Bank, 25 a testamentary trust was established under the decedent's will that provided the
corpus would be shared by four charities upon the termination of the trust. A charitable income tax
deduction was disallowed for income accumulated by the trust because the "will did not direct that the
surplus trust income be set aside for, or paid to, the charities," and under local law, such income passed to
the decedent's heirs under the laws of intestacy. The court rejected the argument that the trust income was
deductible because it was used to repay a loan that was secured by trust property that was to be
distributed to charities upon the termination of the trust.
Troubling case. A payment of gross income to charity pursuant to the exercise of a power of appointment
granted to a beneficiary may qualify for the deduction under Section 642(c) . 26 In Brownstone, 27 however,
the court held that no deduction would be allowed to a testamentary trust for gross income paid to the
estate of the grantor's surviving spouse although the grantor's surviving spouse exercised her general
power of appointment over the trust in favor of her estate and her will devised the entire residue to charity.

The court determined that the surviving spouse's will contained the requisite "positive charitable intent or
purpose," but the terms of the testamentary trust created by the husband did not express that intent or
purpose: His will was the governing instrument and payments had to be made without regard to his wife's
exercise of the power of appointment. In other words, the exercise of general power in favor of the
spouse's estate, which passed to charity, was insufficient-the governing instrument was the one that
created the power and not the document that exercises it.

28

The result in Brownstone may be questioned on several grounds. First, it seems that the result might have
been different if the widow had appointed the property directly to charity rather than to her estate, which
passed to charity. 29 Arguably, that is a distinction without any meaningful difference as her will essentially
mandated that the income be paid to charity.
Second, it seems that the distribution from the trust to the widow's estate would have been deemed to
consist of the trust's distributable net income (DNI),

30 which

would have been deductible by the trust

(except to the extent consisting of tax-exempt income) under Section 651(a) or 661(a) . The amount
deducted by the trust would have been included in the gross income of the estate under Sections 652(a) or
662(a) and then would have been set aside for charity pursuant to the terms of the widow's will. This would
seem to support a deduction for her estate under Section 642(c) . 31
Third, the court stated that it reached its decision, at least in part, because it viewed deductions, quite
apparently including charitable deductions, as a matter of legislative grace. Thus, in cases of doubt, the

controlling statute should be construed in favor of the government (to collect tax). This conclusion should
be contrasted with the many statements of courts that there should be a liberal construction of the law in
favor of charitable deductions. For example, in Green, 32 in discussing the deduction allowed under Section
642(c) , the court emphasized that charitable deductions are not a matter of legislative grace, but rather
[pg. 7]
expressions of public policy that should be liberally construed.

33

Use of decanting. A question of deductibility under Section 642(c) may arise when a trust that does not
have the requisite "positive charitable intent or purpose of the settlor" is decanted or otherwise reformed by
transferring trust assets to a new trust that has the requisite intent or purpose.

34

For example, a father

creates a trust exclusively for the benefit of his descendants and does not grant any of them a power of
appointment. Independently, the mother creates a separate trust for them and grants the oldest child a
power to appoint all or a portion of the trust's gross income to charity. It appears relatively certain that a
deduction will be allowed under Section 642(c), to the extent the child exercises the power over the
mother's trust. Thereafter, the trustee of the trust created by the father decants (contributes) the trust
assets to the trust created by the mother.

The Section 642(c) question is whether a deduction is allowed to the extent the eldest child directs that the
gross income earned by the assets formerly contained in the trust created by the father be paid to charity.
The identity of the grantor of a trust for income tax purposes does not change when assets of one trust are
contributed to another; 35 it is as though the income earned on the assets in the trust the father created has
effectively been distributed to the trust the mother created, which contains the requisite positive charitable
intent or purpose of its settlor.
Thus, the ultimate question is whether decanting can add the requisite charitable intent for income
attributable to the assets previously held in the father's trust or whether the father's lack of a stated
charitable purpose carries over to the trust created by the mother. If the latter, the income produced by the
assets from the trust the father created are not being distributed pursuant to the terms of the governing
instrument. The alternative analysis of Brownstone above suggests that the charitable intent of the
mother's trust should be sufficient if the income attributable to the father's trust "moves" to the mother's
trust and then is being distributed pursuant to her express charitable intent.
The uncertainty of decanting suggests that trustees seek a more viable alternative. One potential way to

work around the prerequisite of positive charitable intent or purpose of the settler is to have the trust invest
in a partnership that may make contributions to charity from gross income of the partnership. Under
Section 702(a)(4) , charitable contributions made by a partnership pass through to the partners. A trust
that is a partner must take into account its distributive share of the partnership's income, gain, loss, and
deductions (including charitable contributions).
In Rev. Rul. 2004-5,

36 the

Service ruled that a trust was allowed a deduction under Section 642(c) for the

trust's distributive share of a charitable contribution made by the partnership from the partnership's gross
income, even though the governing instrument of the trust neither authorized nor directed the trustee to
make distributions to charity. Note that when a partnership makes a charitable contribution from gross
income, that income is never available to the trust. In the ruling, it seemed important that the partnership
made the charitable contribution from its own gross income.

Paid from gross income: tracing the income
Unlike the deduction for distributions to beneficiaries, which are deemed to consist of DNI, even if the
distributions consist of corpus (with certain exceptions

37 ), some

type of tracing of the charitable

contribution to gross income received by the trust or estate is required to support a deduction under
Section 642(c) .

38 Tracing

is required because the statute specifically requires that the source of the

contribution be gross income.

39

For example, in Sid W Richardson Foundation,

40

the decedent left his estate to charity. The estate

included stock in an S corporation, and as a result the income from the S corporation was attributed to the
estate under Section 1366 , although there were no distributions from the S corporation. The decedent's
estate took a set aside deduction under Section 642(c) for the S corporation income, as all of the S stock
apparently was distributed eventually to the charitable
[pg. 8]
residuary beneficiary, even if the income was kept in the corporation. However, the court held that no set
aside deduction would be allowed because the income, although imputed to the estate, was never actually
received by it and, therefore, could not have been set aside for charity.
Distributions in kind. In WK. Frank Trust of 1931, 41 a distribution of appreciated stock was not deductible
because the shares were corpus rather than items of gross income, even if under the instrument the

distribution was chargeable to trust-accounting income. However, in CCA 201042023 (not precedent), the
IRS ruled that property bought with accumulated income of a trust was deductible under Section 642(c)
when distributed to charity because it was outof gross income, although the charitable deduction was
limited to the trust's adjusted basis in the property.

Nevertheless, the federal district court in Green, discussed above, in a case of apparent first impression,
disagreed on the limitation of the deduction to basis. The district court held that a trust that was authorized
to distribute any amount of its gross income to charity was entitled to an income tax deduction under
Section 642(c) for the full fair market value of property that was purchased with gross income the trust had
received in prior years and was not limited to the trust's adjusted basis in the property. In Green, property
purchased by the trust and subsequently contributed to charity was specifically traceable to gross income
the trust received in an earlier year.
Estates and trusts that seek to make in-kind contributions of property may follow the Green pattern; that is,
acquire property with gross income, and when it has appreciated, contribute it to charity. An alternative
plan for an estate or trust that already owns property (not traceable to gross income) it would like to
contribute to charity might be structured with a two-trust arrangement: property is transferred from the old
trust (which permits gifts to charity) to a second trust (which permits gifts to charity) in a manner that the
distribution from the first trust to the second trust is deemed to be gross income under the DNI rules of
Sections 662 . 42 Therefore, when received by the second trust, it will be deemed to consist of gross income
to the extent of DNI. Moreover, the property could be (or at least might be) fiduciary accounting income
under UPIA section 402, if the trustee of Trust 1 so designates the distribution. 43
As a result, the property represents both gross income in a tax sense and accounting income when
contributed to charity by the second trust. Therefore, the only real issue is the amount of the charitable
deduction because Section 643(e) will limit the amount of gross income received by the second trust to the
basis of the property distributed, unless the transferor trust elects to recognize gain. Note at that point,
Green held that a fair market deduction is appropriate.
Example. Alice created and funded Trust 1 for the benefit of her issue. The trustee has discretion to
distribute trust income and principal to or for the benefit of Alice's issue and charity. Trust 1 has assets
valued at $10 million and, for the current year, has $200,000 of gross income. Assume that Trust 1's DNI is
$200,000 and its fiduciary accounting income is $200,000. Among its assets is Stock X with a fair market
value of $100,000 and an income tax basis of $40,000. The trustee would like to distribute Stock X to

charity. Because Stock X is fiduciary accounting principal, a transfer of the stock to charity likely would not
entitle Trust 1 to an income tax charitable deduction.

However, if Alice creates a second dis9retionary trust (Trust 2) for her issue and charity, it is possible that
the trustee of Trust 1 could distribute Stock X to Trust 2. Under the rules of Section 643(e) , the distribution
will limit the DNI attributable to the distribution to $40,000, and Trust 2 will have gross income of $40,000
under Section 662 . Trust 1 will receive a distribution deduction of $40,000 under Section 661

.

Assuming that the trustee of Trust 1 charges the entire distribution of Stock X to its fiduciary accounting
income, the receipt of Stock X by Trust 2 will be both gross income, at least to the extent of $40,000, and
fiduciary accounting income. Therefore, in the hands of the trustee of Trust 2, Stock Xis both gross income
and fiduciary accounting income and therefore should support a Section 642(c) deduction for Trust 2. The
only question is the amount of the deduction. Is it limited to the trust's basis of $40,000 or is it $100,000?
Green would support the higher amount.
Imputed income. The apparent tracing requirement may present a problem for trusts and estates that ow n
entities, such as partnerships and S corporations, where the entity's income is imputed to the partners
without an equivalent amount of cash necessarily being distributed to and received by them. A
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significant number of investments available in the market are, or use, pass-through vehicles (typically,
partnerships or limited liability companies treated as partnerships for federal income tax purposes),
including hedge funds, private equity investments, and others. Virtually none of these pass-through
entities distributes the income imputed to its partners or owners during the year in which the income is
earned and imputed.

Although it would seem the trust or estate could make the election, as discussed above, to treat income
paid to charity in the year following the year the gross income is attributed by the investment to the estate
or trust, many of these investments do not distribute much cash even in the year following the year in
which the income was earned and imputed to the investors. Indeed, when the cash earned in a
pass-through entity is distributed, it is not treated as a distribution of the entity's gross income for income
tax purposes, but essentially is treated as a redemption of the investment because the income has already
been imputed to the partners or S corporation shareholders.

Notwithstanding the lack of cash distributed by the investment vehicle to the estate or trust, there seems to
be a workaround, although it is somewhat complicated. The estate or trust creates and owns virtually all,
but not all, of the equity in a partnership that is not a disregarded entity.

44 That

partnership would make

investments in pass-through entities (such as other partnerships) that the estate or trust might otherwise
make. The income from the pass-through investments will be imputed to the partnership that the estate or
trust "owns," and it is that partnership's income, not the income of the pass-through investments, that will
be imputed to the estate or trust that is the partner. The partnership that is "owned" directly by the trust
may distribute to the trust an amount of cash equal to the amount of its gross income, which of course,
would include the gross income attributed to it from the pass-through investments. Thereafter, the trust
may contribute to charity the cash it received from the partnership. As a consequence, the amount
contributed to charity (or the amount set aside, in the case of an estate) should qualify for the Section
642(c) deduction.
As a practical matter, the determination of the gross income imputed from the partnership to the estate or
trust and, therefore, the amount of cash to be distributed as gross income, will not be deter mined until the
year after the income is imputed to the estate or trust. Hence, the estate or trust would need to make the
distribution by the time its income tax return for the year the income is imputed is due, and make the
election discussed above, to treat the distribution as having been made in the year in which the income
was so imputed.

45

Example. Trust A owns a 25% interest in an investment partnership (Partnership 1) valued at $5 million,
together with cash equal to the anticipated earnings that will be imputed from the 25% interest over the
next several years. Trust A contributes its interest in Partnership 1 and the cash to a new Partnership 2 in
exchange for a 99% limited partnership interest in Partnership 2. As a result, Partnership 2 is a 25%
partner of Partnership 1 and Trust A is the 99% partner of Partnership 2. In Year 1, Partnership 1 earns
$200,000, of which the Partnership 2's share is $50,000. As a 99% partner in Partnership 2, Trust A has
$49,500 of that income, but Partnership 1 makes no distribution of the earnings to its partners, including
Partnership 2.

Trust A would like to distribute all of the income from Partnership 2 (totaling $49,500) to charity and receive
a deduction under Section 642(c) . For Trust A to receive that deduction, Partnership 2 distributes $49,500
in cash to Trust A and then Trust A contributes $49,500 to Charity C. Partnership 2 advises Trust A that the
$49,500 distribution is of Partnership 2's income for Year 1. Even if Trust A does not receive the cash until
Year 2, it can distribute it to charity by the time it must file its income tax return for Year 1 (not later than

October 15 of Year 2), if it receives the cash from Partnership 2 by then, and can elect to treat the
distribution as though made in Year 1.

Limit where UBI is distributed by a trust
Although an estate or a non-grantor trust is entitled to a charitable deduction without limitation, no Section
642(c) charitable deduction is allowed for payments from a non-grantor trust for a charitable purpose to the
extent the income so paid is allocable to the trust's UBI within the meaning of Section 681 . 46 To the extent
the
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trust has UBI that is paid to charity, the deduction limitations are the same as those for an individual.

47

Section 681 does not apply to an estate; by its terms, the rule applies only to trusts.
Use of a partnership arrangement. As noted above, an estate or trust that is a partner in a partnership is
entitled to a deduction under Section 642(c) for charitable contributions made by the partnership, even if
the governing instrument of the estate or trust does not provide the requisite charitable intent that would be
required to support the deduction if made directly by the estate or trust. Rev. Rul. 2004-5 states explicitly
that the charitable contribution by a partnership is from its gross income, although the conclusion (that the
trust, as a partner, is entitled to take a deduction under Section 642(c) for its share of the partnership's
charitable donation) is not expressly limited to a case where the donation is made from the partnership's
gross income. Nonetheless, it appears to be the position of the IRS that for a charitable contribution by a
partnership to be deductible by a trust that is a partner, the charitable contribution must have been made
by the partnership from its gross income. 48

Also, it seems that if the partnership's gross income is used to acquire another asset, the contribution to
charity of the asset so acquired with the trust's gross income should be treated as a contribution of gross
income for purposes of Section 642(c) .

49 In

other words, if gross income is used to acquire an asset, that

asset itself should continue to be treated as gross income, at least as long as the asset can be traced to
gross income.

50

UBI ramifications. Rev. Rul. 2004-5 indicates that Section 681 would apply if the partnership makes the
charitable contribution from gross income that would have been UBI if received directly by the trust.

51

Although the concept of UBI does not apply to a partnership, the nature of a partnership's income
presumably passes through to a trust for UBI purposes.

52

Nonetheless, when an estate or trust distributes its gross income to charity pursuant to Section 642(c) or
otherwise, the gross income should not be treated as UBI in the hands of the charity, even if it would have
been UBI if received directly by the charity. This conclusion is based on:

(1) The absence of a provision that would cause the distribution to be treated as UBI in the hands
of the charitable recipient.
(2) The several provisions that otherwise cause a recipient of a distribution from an estate or trust
to treat it as having the same income tax character as it had in the hands of the estate or trust.
(3) The fact that there is an explicit provision requiring a charity that is a partner to treat any
partnership income (without applying the rule to distributions from an estate or trust) attributed to it
as UBTI if it would have been UBTI if earned directly by the charity.
For example, in the case of a partnership, UBI carries out to any partner that is a charity, as provided in
Section 512(c) and as UBTI to a trust partner which, to that extent, would be subject the trust's charitable
distributions of the UBTI to the Section 170 limitations to individuals. However, payments to charity from an
estate or trust, even if consisting of UBTI, should not
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be treated as UBTI in the hands of the charitable recipient. Such transfers from an estate or trust to charity
do not qualify for a distribution deduction under Section 651(a) or 661(a) and do not consist of the
distributable net income (DNI) of the estate or trust under Section 652(a) or 662(a) , whose tax character is
also passed out to the noncharitable recipient of the DNI. 53
This seems consistent with the private foundation rules, where the net investment income of a trust or
estate does not retain its character in the hands of a private foundation for purposes of Section 4940 .

54

But, as previously mentioned, Section 681(a) provides that in computing the deduction allowable under
Section 642(c) to a trust (but not an estate), no amount otherwise allowable as a deduction under Section
642(c) shall be allowed as a deduction with respect to income of the tax year that is allocable to "unrelated
business income." 55
Nevertheless, with the uncertainty, the safer course to allow a non-granter trust partner to be entitled to the

charitable deduction without the limitation on contributions made by the partnership, is to have the
contribution made from the partnership's gross income other than what would be UBI.

56

Tracing contribution's source. Although not addressed, Rev. Ru!. 2004-5 suggests that tracing of the
source of the contribution by the partnership may be permitted-that is, because the partnership can make
the charitable contribution from its gross income as opposed to any other asset it holds, it seems to follow
that it can make it from gross income that would not be UBI (at least to the extent it has gross income that
would not be UBI). However, a 2012 amendment to the Section 642(c) regulations provides that, for
purposes of determining the type of income deemed distributed from an estate or trust to charity for
purposes of "shifting" income to charity, any such distribution will be treated as consisting proportionately
of all classes of gross income unless the governing instrument of the estate or trust provides otherwise and
such provision has independent economic effect. 57

This recent amendment does not, by its terms, apply to income distributed to charity by a partnership
where a trust is a partner. Because a trust and an estate under the prior regulation could specify the
character of the income being distributed to charity, and because the amended regulation does not by its
terms apply to distributions of income by a partnership of which the trust is a partner, it may be that the
partnership may specify the type of income being paid, which would be respected for purposes of Section
681 .
In any event, under Rev. Rul. 2004-5 , if a trust is a partner in a partnership, the trust will be entitled to a
deduction for charitable contributions made by the partnership (at least if made from the partnership's
gross income and potentially subject to Section 681 if paid or deemed paid from what would be UBI if
received directly by the trust) and, usually, without the normal limitations (related to "contribution base")
applicable to an individual taxpayer.
Trust as S corporation shareholder. There is developed law on whether a non-granter trust that is a
shareholder of an S corporation can take a deduction for charitable
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contributions made by the S corporation.

58

The Treasury Regulations dealing with Electing Small Business

Trusts (ESBTs), defined in Section 1361(e)(1), provide that an ESBT is entitled to a charitable deduction
attributable to contributions made by the S corporation from its gross income, although "[t]he limitations of
section 681 , regarding unrelated business income, apply in determining whether the contribution is

deductible in computing the taxable income of the S portion."5 9

If the shareholder of an S corporation is a granter trust for income tax purposes, 60 the charitable deduction
would pass through to the individual who is the income tax owner of the trust.
In circumstances where the decedent's estate is the shareholder, or treated as the shareholder of the S
corporation, the principles of Rev. Rul. 2004-5 should apply. Thus, the estate will obtain a Section 642(c)
deduction for contributions by the S corporation (and not be limited by Section 681 , as that section does
not apply to a decedent's estate).
Trust with UBI. The limit on a charitable deduction for UBI of a trust does offer one possible advantage. 61
Section 681 disallows the charitable deduction under Section 642(c). However, the Regulations under
Section 681 permit a partial deduction by applying Section 512(b)(11), which imposes the percentage
limitations applicable to individuals. 62 The Regulations provide in part: "While the charitable contributions
deduction under section 642(c) is entirely disallowed by section 681(a) for amounts allocable to 'unrelated
business income,' a partial deduction is nevertheless allowed for such amounts by the operation of section
512(b)(11) ."63 Then Section 511(b)(11) provides:

In the case of any trust described in section 511(b), the deduction allowed by section 170
(relating to charitable etc. contributions and gifts) shall be allowed (whether or not directly
connected with the carrying on of the trade or business), and for such purpose a distribution
made by the trust to a beneficiary described in section 170 shall be considered as a gift or
contribution. The deduction allowed by this paragraph shall be allowed with the limitations
prescribed in section 170(b)(1)(A) and (B) determined with reference to the unrelated
business taxable income computed without the benefit of this paragraph (in lieu of with
reference to adjusted gross income).

Therefore, a trust with UBI is potentially entitled to a charitable deduction under Section 170 . As a result,
the special rules of Section 642(c) are not applicable, particularly the requirement that the contribution
come from gross income and, possibly, traceable to gross income. In addition, the requirement that the
contribution be authorized by the terms of the governing instrument may not be applicable, although, for
their own fiduciary protection, trustees should otherwise ensure the permissibility of distributions to charity.
Without the Section 642(c) limits applying, it may be possible for a trust to make charitable gifts in kind and
deduct the fair market value of the donated property, subject to the limits applicable to individuals and the

amount of UBI for the tax year. Moreover, the charitable deduction carryover may in fact be applicable.
However, the
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substantiation requirements of Section 170 , including those under Section 170(f)(8) , will apply as the
charitable deduction is now authorized by Section 170 instead of Section 642(c) .

Contributions of partial interests
As a general rule, an individual is not entitled to a charitable deduction for a gift of a partial interest in
property unless it is the only interest the taxpayer owns 64 or is the remainder in a charitable remainder trust
described in Section 664 .

65 It

seems that these partial interest rules do not apply to contributions by an

estate or trust that qualify for deduction under Section 642(c) as the partial interest rules are contained in
Section 170(f)(1) et seq., which states that "[n]o deduction shall be allowed under this section...." 66 The
word "section," obviously, means Section 170.
68 Thus,

67 But

there is no comparable condition in Section 642(c).

it seems that an estate or trust could create a charitable remainder trust with its gross income, if

permitted under the terms of the governing instrument, without complying with the statutory rules under
Section 664 .
Alternatively, a trust might contribute gross income to a charitable lead trust, but again, not necessarily in
the form described in Section 170(f)(2)(B) . This might be advantageous where it is desirable to pay the
noncharitable recipient the fiduciary accounting income or some other payment not consisting of an
annuity or unitrust amount, as required by Sections 664 and 170(f)(2)(B) .

Charitable purpose
For an individual, a charitable contribution must be to, or for, an organization described in Section 170(c) .
For an estate or trust, the deduction is allowed under Section 642(c) if made for a charitable purpose, and
in particular, it is not limited to domestic (U.S.) charities. The scope of "charitable purpose" is uncertain.
Neither the Code nor any Regulation seems to provide a definition. Perhaps, it would permit the estate or
trust to directly apply its gross income for a charitable purpose, such as "to foster national ... sports
competition" or provide education, but not paid to an educational organization within the meaning of
Section 170(c)(2) . 69 Alternatively, the trust might provide a direct benefit, such as providing food directly to

the hungry or making gifts to families of police officers or soldiers killed in the line of duty. It is possible this
difference might permit a charitable deduction when applied to the facts in the U.S. Supreme Court's
decision in Davis, 70 in which a charitable deduction was denied for members of the Church of Jesus Christ
of Latter-day Saints who provided direct support to their adult children who were serving as missionaries
for the Church. While an interesting thought, likely it may be more prudent to find an organization
described in Section 170(b) or (c) to carry out the program or make the benevolent transfers.

State income tax limitations on charitable deductions
Some states (or their political subdivisions) limit an individual's charitable deduction for state (or local)
income tax deductions to an even greater extent than the Internal Revenue Code. For example, certain
deductions allowed for federal income tax purposes are not allowed for New York income tax purposes, 71
and all itemized deductions for New York income tax purposes, including charitable contributions made by
an individual, are reduced in many situations, especially for "high" income
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taxpayers. 72 One potential way to avoid these state limitations is for the individual taxpayer to create a trust
that is not treated as a grantor trust and, perhaps, transfers to the trust are not complete for federal gift tax
purposes.

73 Because

the trust is not a grantor trust, it would be entitled to a charitable deduction for its

gross income paid pursuant to its terms for a charitable purpose without the limitation under Section 642(c)
, except to the extent that gross income consists of UBI.

74 As

a result, this arrangement may avoid the

state limitations on the charitable deduction.

Structuring non-granter trusts in light of Section 642(c)
It is at least arguable that all trusts should permit distributions of gross income to charity, other than ones
where a tax benefit might be lost, such as a trust that qualifies for the federal estate tax marital deduction.
75 This

discretionary power could be held by the trustee or a beneficiary.

Perhaps, it would be appropriate to require the trustee to obtain the consent of one or more of the
beneficiaries of the trust to avoid the appearance that the trustee is trying to garner favor with one or more
charities at the "expense" of the beneficiaries. Alternatively, one or more beneficiaries could be given the
power to make charitable gifts to charities conditioned on obtaining the consent of another beneficiary

and/or the trustees, which avoids any concern that the charity has unfairly influenced the beneficiary or
that a beneficiary is trying to "punish" another beneficiary by giving away trust income to a particular
charity.
It might be contended that a beneficiary who exercises the power to distribute gross income to charity has
made a gift

76 by

diverting gross income from himself or herself to charity, but the amount so distributed

should qualify for the gift tax charitable deduction.

77 On

the other hand, it might be preferable in some

cases for the beneficiary to make the donation to charity. When a better choice, the trust could allow
discretionary distributions to the beneficiary so he or she could make the charitable contributions with the
distributions from the trust.
If gifts of income to charity are anticipated when a trust is created, it may be preferable to merely authorize
general distributions to the noncharitable beneficiaries, rather than mandate them. This may be
advantageous because "DNI" is defined as the trust's taxable income (with the adjustments provided
under Section 643(a) ), but the charitable deduction under Section 642(c) is not allowed when computing
the amount of DNI for mandatory distributions of accounting income.

78 However,

DNI computed for

discretionary deductions is calculated after the charitable deduction is allowed. This difference in how DNI
is computed and how a beneficiary's reportable income is determined is part of the unique tier system that
is a cornerstone of Subchapter J of Chapter 1 of Subtitle A of the Code.
Under what are known as the "tier" rules, all amounts treated as distributed or distributable income fall into
one of two categories:

(1) The amount of income, for trust-accounting purposes, required to be distributed currently,
including the amount of an annuity (or other item payable out of income or corpus) that is actually
paid out of such income for the year (and known as "tier 1 or first-tier distributions").
(2) All other amounts of income or corpus either required to be distributed or properly paid or
credited (and known as "tier 2 or second-tier distributions"). 79
The total amount taxable to the beneficiaries is limited to distributable net income, however, and then only
to the taxable portion of DNI. 80
Amounts in the first category, or first-tier, are included in gross income in full, to the extent DNI is not
exceeded, before amounts in the second tier are included in gross
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income at all. If the first-tier amounts exceed DNI, each recipient of first-tier distributions includes in gross
income a proportionate part of the DNI.

81

If first-tier distributions alone do not exceed DNI, the second-tier distributions are included in the gross
income of the recipient-beneficiaries to the extent of the balance of DNI. When the total of first-tier and
second-tier distributions exceed DNI, each recipient of second-tier distributions includes in income a
proportionate part of the amount that remains after DNI is reduced by the first-tier distributions.

82 For

purposes of the DNI limit on taxing first-tier distributions to beneficiaries, the trust's income tax charitable
deduction is not allowed when computing distributable net income.

83

Example. A trust has $65,000 of taxable dividend income. Annually, the trust is required to distribute the
first $10,000 of income to a qualified charity, C, and the balance of its accounting income to an individual,
Alan. In addition, the trustee is authorized to invade principal for the benefit of a second individual,
Barbara, and distributes $10,000 to her. The trust pays $10,000 in trustee fees that are cha rgeable
one-half to income and one-half to principal. The accounting income for the trust is $60,000 ($65,000 less
$5,000, one-half of the trustee's fee). Thus, the amount distributable to Alan is $50,000 ($60,000 less
$10,000 due the charity). The trust's taxable income, before any deduction for the distribution of DNI, is
$45,000 ($65,000 less $10,000 trustee fee and less $10,000 charitable deduction). The DNI for the trust is
$45,000. Because distributions to Alan and Barbara exceed DNI, the trust's distribution deduction is
limited to $45,000.

When the amount of income Alan must report is computed, DNI is recomputed without a charitable
deduction. Thus, DNI is $55,000 for this purpose, and Alan has $50,000 of taxable income under Section
662 . The income he must report is less than the recomputed DNI by $5,000, because Alan has received
only $50,000.
Nevertheless, Barbara has no income on the distribution of principal as the DNI for purposes of the tier 2
distribution is the original $45,000, and that amount is not in excess of the tier 1 distribution to Alan.
Therefore, a discretionary distribution, as well as a mandatory one, shifts the trust's DNI from the trust to a
beneficiary but there is potentially less gross income for a discretionary noncharitable beneficiary for the
same amount of a distribution. Consequently, for trusts that will make distributions to charities and
individuals, only discretionary beneficiaries will indirectly receive the benefit of the charitable deduction. By

providing for discretionary distributions rather than mandatory ones, a decedent can plan for that potential
benefit.

Income tax advantages of a trust's charitable deduction
Another potential advantage of using a trust to make charitable gifts, rather than gifts by an individual, is
that neither a trust nor an estate is subject to the 3% "cutback" rule of Section 68 .

84

Also, the net investment income (NII) rules of Section 1411 apply differently to estates and trusts than to
individuals and, as a result, there may be less NII tax payable if charitable gifts are made by an estate or
trust. Under the Regulations, income distributed for charitable purposes that entitles the estate or trust to a
deduction under Section 642(c) is not subject to NIIT in the hands of the trust or estate or, presumably, not
in the hands of any tax-exempt recipient. 85
The fact that an estate or trust can shift its NII to a charity may provide it with an advantage when
compared to an individual taxpayer. An individual pays the NIIT on the lesser of NII or adjusted gross
income (over the threshold). Charitable contributions do not reduce NII of an individual because the
charitable deduction is an itemized deduction for an individual. However, the charitable contributions do
reduce NII for an estate or trust.

86

Conclusion
One of the most important differences in computing the taxable income of an individual on the one hand,
and an estate or trust on the other, relates to the deduction for charitable contributions, except where the
contribution by an estate or trust consists of UBI. This difference may result in preferable outcomes for
taxpayers by arranging for contributions to be made by an estate or trust rather than by its beneficiaries.
Building in the opportunity for the trust or estate to make discretionary distributions to charity, where doing
that will not cause adverse effects, may be beneficial.
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