7965.01. What is a charitable remainder trust? How are charitable remainder trusts used as planning tools?

A charitable remainder trust (CRT) is a trust instrument that provides for specified payments to one or more individuals, with an irrevocable remainder interest in the trust property to be paid to or held for a charity.
 CRTs are a notable exception to the general rule that an individual may not take a charitable deduction for a gift of less than his entire interest in property.
The IRC requirements for CRTs are specific and detailed (see Q 7969 to Q 7979). The purpose of these requirements is to assure that a charitable contribution is actually made and that its present value can be determined with accuracy. To be immediately deductible, the gift must be of real property or intangibles; a gift of a remainder interest in tangible personal property is deductible only when all intervening interests have expired or are held by parties unrelated to the donor.

Although the charitable remainder trust provisions were enacted in 1969, the use of them has grown dramatically since the mid-1980s. With the growth in their popularity came widespread use (and sometimes misuse) of CRTs as a planning vehicle. CRTs can be marketed in conjunction with “wealth replacement trusts.” A typical plan calls for an individual owning appreciated capital gain property to give the property in trust to a charity, but retain a right to payment for life (and/or the life of a spouse or child). The trust becomes owner of the property; it frequently sells the property and reinvests the proceeds. The proceeds may be invested in tax-exempt securities, which may eventually pass Tier 3 tax-exempt income to the beneficiaries (see Q 7982) after any Tier 1 income and Tier 2 capital gain income from the sale of the appreciated property have been distributed.
The CRT/wealth replacement trust combination is designed to provide the donor a charitable deduction based in part on the full fair market value of the gift (subject to the limits explained in Q 7958), remove the property from his estate, defer or avoid tax to the donor on the capital gain portion of the gift (see Q 7982), and provide either a fixed or variable stream of payments that may be tailored somewhat to meet the needs of the donor. “Wealth replacement” is then accomplished through funding an irrevocable trust with life insurance in an amount equal to or greater than the value of the property given. Ideally, the cost of the premiums is offset in whole or in part by the tax benefit of the charitable deduction, the unused portion of which may be carried over for up to five years (see Q 7956). At the end of the trust’s term (usually upon the death of the donor or the last noncharitable beneficiary), the trust property goes to the charity, and the life insurance proceeds to the beneficiaries of the life insurance trust. 
Planning Point: The life insurance policy purchased by the trustee of the wealth replacement trust is typically a survivorship policy. This type of policy is used for two reasons: (1) the premiums are generally more affordable, particularly if one of the donors is otherwise uninsurable; and (2) the payment of the life insurance death benefit typically coincides with the timing when the heirs would normally receive the asset being replaced. 
Planning Point: Often the amount of insurance purchased for wealth replacement is equal to the value of the property contributed to the charitable remainder trust. However, this is not a requirement. Depending on the goals of the client, it may be appropriate to purchase less insurance or more insurance. With less insurance, the client’s income distributions bear a lesser burden in supporting the premium payments. With more insurance, the client is able to leverage the life insurance to create a greater benefit to the life insurance trust beneficiaries. 
Planning Point: While charitable remainder trusts and wealth replacement trusts are sometimes presented as an integrated plan, it is important to note there is a proper order to funding these trusts. The wealth replacement trust is usually implemented first in order to ensure that there is no gap in asset protection between the delivery of the contribution to the charitable remainder trust and the purchase of the life insurance contract. One consequence of this order is that the first life insurance premium must be funded out-of-pocket rather than from the income distributions from the charitable remainder trust. Ted R. Batson, Jr., MBA, CPA, Senior Vice President of Professional Services for Renaissance.
The CRT must provide for periodic payments within limits set forth in the Code (see Q 7970, Q 7971) and based on the net fair market value of the trust assets. If the trust is a charitable remainder annuity trust (CRAT), the fair market value will be determined only once (at the inception of the trust) and the payout amount will be fixed based on that valuation. If the trust is a charitable remainder unitrust (CRUT), the fair market value will be determined annually and the payout amount (not the percentage) will vary from year to year as the value of the trust fluctuates. Most CRTs provide for a payout of between 5 percent and 10 percent. See Q 7982 regarding the taxation of these payments to the beneficiary. 
Obviously, the higher the payout and the greater the number of noncharitable beneficiaries, the lower is the value of the remainder interest the charity will ultimately receive. The value of the remainder interest passing to the charity must be at least 10 percent of the net fair market value of the property placed in the trust.
 See Q 7970, Q 7971. 
Annual valuation (which is required for charitable remainder unitrusts and not permitted for any other charitable trust) increases the flexibility of a CRUT considerably. It permits the donor to make additional contributions to the trust, thus providing a certain degree of control over the amount of the resulting payment stream. Assuming the trust investments perform reasonably well, the variable payments provide a hedge against inflation. In contrast, a charitable remainder annuity trust provides a fixed payment amount, and additional contributions to the trust are not permitted.
In the absence of authorization to the contrary, a charitable remainder trust may be forced to invade the corpus of the trust if the performance of its investments is such that income is insufficient to meet the payout requirement. One way to alleviate this problem is through the net income unitrust, which limits its payout to the trust’s net income, if that amount is less than the percentage payout called for by the trust. Another variation is a net income with makeup unitrust, in which a net income unitrust is permitted to make up payments that were called for in earlier years but were not made because trust income was less than the required payment. Both of these instruments are specifically authorized by the IRC.
 Flip unitrusts are permitted under regulations, but only under very limited and narrow conditions (see Q 7971).
 However, no other variations from these prescribed payout structures are permitted.
Planning Point: A common use of the flip unitrust is when a charitable remainder trust is funded with unmarketable assets, such as real property, closely held stock, or some other type of asset for which there is not a ready market. A flip unitrust is used so that the trustee will not be compelled to make a payment without sufficient liquidity to make the payment. In a properly structured flip unitrust, the trustee would not be required to pay the net income of the trust to the income beneficiary until the unmarketable property was sold and the trust’s assets became liquid. Ted R. Batson, Jr., MBA, CPA, Senior Vice President of Professional Services for Renaissance.
The flexibility of the net income with makeup unitrust (sometimes called a “spigot trust”) has led to its use as a retirement planning tool. Under a typical arrangement, a client establishes a net income with makeup unitrust, which then invests the contributed property in growth assets with little or no income, such as zero coupon bonds. Additional contributions are made as often as the donor wishes; inside growth of the trust assets typically occurs tax-free (see Q 7985). In addition, the donor receives a charitable deduction for a portion of each contribution, based on the present value of the remainder interest (see Q 7981), assuming the trust otherwise qualifies as a CRUT (see Q 7971). When the donor nears retirement, trust investments are shifted to income producing assets, and the payout increases as the trust “makes up” the payments that were not made in earlier years.
The Service has privately ruled that a taxpayer would not recognize gain or loss as a result of transferring stock from a qualified plan to a charitable remainder unitrust upon his separation from service. Furthermore, the taxpayer would receive an income tax charitable deduction, subject to the income percentage limits, for the contribution of the stock to the CRUT in an amount equal to the fair market value of the stock at the time of the transfer less the value of the taxpayer’s remainder unitrust interest.

7965.02. What considerations impact a taxpayer’s choice as to which type of charitable remainder trust to form?

An individual’s choice as to which type of charitable remainder trust vehicle to use may depend in large part on the degree of flexibility needed. The majority of charitable trusts use the charitable remainder unitrust form, because it offers the greatest degree of flexibility with respect to future contributions, the timing and amount of the payment stream, and the degree to which the individual may have an effect on the administration of the trust. However, charitable remainder unitrusts are the most expensive to administer.
Certain other factors may affect the decision as to which trust form is preferable. A donor who prefers fixed payments over variable payments may prefer a charitable remainder annuity trust; the age of the donor may have a significant impact on this preference and on the degree of flexibility needed. If the property being contributed is illiquid, a trust with an inflexible payout arrangement would be ill-advised. A donor who wishes to avoid set-up and administration expenses may prefer to contribute to a pooled income fund (see Q 7969, Q 7979), or a charitable gift annuity. 
The 10 percent remainder interest value requirement may prevent some formerly acceptable arrangements from being permissible if established after July 28, 1997, particularly in the case of a younger couple (e.g., under 45) utilizing a payout over two lives. See Q 7970, Q 7971.
One final factor that may affect the donor’s choice of CRT vehicles is the extent to which he wishes to maintain control over the administration of the trust assets. Provided the trust adheres to strict limitations, the grantor of a charitable remainder unitrust or annuity trust may be able to successfully act as a trustee; the contributor to a pooled income fund may not.
 Traditionally, advisors recommended against a grantor’s acting as trustee of a charitable remainder trust, fearing that the grantor trust rules (see Q 575) might result in its disqualification. However, the IRS has ruled, as well as indicated in letter rulings, that a CRT that is otherwise properly designed and administered will not be disqualified merely because the grantor acts as a trustee.
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