7974. What are income exception CRUTs? What are net income unitrusts (NICRUTs) and net income with makeup unitrusts (NIMCRUTs)? How are payouts under these trusts determined?

A payout that is a fixed percentage of asset value will increase if the trust asset value increases. It is possible for a payout of a fixed percentage of trust asset value to exceed trust income; requiring that trust assets themselves be used to make payments. To prevent invasion of the trust corpus, the trust instrument may limit the payout to the amount of the trust income, if that amount is less than the amount of the specified percentage; this is commonly referred to as a net income unitrust (NICRUT).

The trust may also limit the payout to the amount of trust income if it is less than the stated percentage, but provide for the deficiency to be made up to the extent trust income exceeds the amount of the specified percentage in later years. This is commonly referred to as a net income with makeup unitrust (NIMCRUT).
 Under this last alternative payout method, a trust with low-income, high-growth assets can pay little or no income to a high-bracket beneficiary; if trust assets produce high income at a later time, larger payouts can be made that include make-up amounts, perhaps when the beneficiary’s marginal tax bracket is lower or his income need is greater (see Q 7965). However, the trust provisions may not restrict the trustee from investing trust assets in a manner that could result in the annual realization of a reasonable amount of income or gain from disposition of trust assets.

The trust instrument must specify which, if any, of the income exception methods will be used for any year; the method of determining the unitrust payout must not be discretionary with the trustee.

Defining income for trust purposes. State statutes are in the process of changing traditional concepts of income and principal in response to investment strategies that seek total positive return on trust assets. These statutes are designed to ensure that, when a trust invests in assets that may generate little traditional income (including dividends, interest, and rents), the income and remainder beneficiaries are allocated reasonable amounts of the total return of the trust (including both traditional income and capital appreciation of trust assets) so that both classes of beneficiaries are treated impartially. Regulations revise the definition of income under IRC Section 643(b) to reflect changes in the definition of trust accounting income under state laws.

Under the regulations, “trust income” generally means income as defined under IRC Section 643(b) and the applicable regulations. The regulations provide that trust income cannot be determined by reference to a fixed percentage of the annual fair market value of the trust property, notwithstanding any contrary provision in applicable state law.

The regulations also provide as follows:
(1)
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.
(2)
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.
(3)
Except as provided in (1) and (2), above, proceeds from the sale or exchange of any assets (a) contributed to the trust by the donor or (b) 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 statute permits the trustee to make adjustments between income and principal to treat beneficiaries impartially.

Capital gain NIMCRUT. The IRS has approved in numerous situations a NIMCRUT provision granting the trustee the power to allocate post-contribution capital gain on assets that produce no income or limited income to trust income. Such a provision coupled with a provision treating a specific amount of any unitrust deficiency as a liability in valuing the trust’s assets complied with the requirements for charitable remainder unitrusts.

Self-dealing. The Service has ruled that the purchase of deferred annuity contracts by the independent trustee of a NIMCRUT did not adversely affect the CRUT’s tax-exempt status. Moreover, where the donor received no present value from the contract right to receive annuity payments, and did not control the investment decision, the purchase of deferred annuity contracts did not constitute an act of self-dealing.
 This technical advice memorandum led to modification of an aggressive approach the Service had taken on the issue of self-dealing by NIMCRUTs in its 1997 Exempt Organizations Continuing Professional Education Text (Topic K).

The Service determined that the transfer of a life insurance policy to an income exception CRUT would not disqualify the CRUT.
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