
CRTS AND CGAS:

SIMILARITIES AND DIFFERENCES

NATIONAL CAPITAL GIFT PLANNING COUNCIL

PLANNED GIVING DAYS

May 23, 2008

Presented by
Bill Zook

Executive Vice President,
Planned Giving Services

A division of PG Calc Incorporated
1910 Fairview Avenue East, Suite 102

Seattle, Washington  98102-3620
Phone: (206) 329-8144
FAX: (206) 329-8230

E-Mail: bzook@pgcalc.com
Web Site: www.plannedgivingservices.com



1

I. INTRODUCTION

This presentation focuses first on the basic aspects of charitable remainder trusts (CRTs)
and charitable gift annuities (CGAs).  It then explores some of the significant ways in
which the two gift arrangements are both similar and different.  It concludes with various
examples of situations in which one arrangement or another is especially appropriate.

II. FUNDAMENTALS OF CRTS

A. Description of a CRT

A CRT is an irrevocable trust, established by the trustor(s) either during life or at
death, which pays to one or more beneficiaries, at least one of which is not a
charity, for the life of the beneficiaries, or for a term not exceeding 20 years, a
specified amount until the termination of the trust, at which point the trust
remainder is paid to, or for the use of, one or more charitable organizations.  The
specified amount paid to beneficiaries must be either (1) a fixed dollar amount,
which is not less than 5 percent or more than 50 percent of the initial fair market
value of the property transferred to the trust or (2) a fixed percentage, which is not
less than 5 percent or more than 50 percent of the net fair market value of trust
assets re-valued annually.

B. History of CRTs

Even though these materials focus on qualified CRTs (i.e., those that meet the
requirements of IRC Sec. 664 and the related Treasury Regulations noted in the
following pages), donors were establishing CRTs before IRC Sec. 664 became
law as part of the Tax Reform Act of 1969 (and a few such trusts are still in
existence).  Moreover, even today, it is possible – and, in certain cases, entirely
appropriate – for a donor to create a nonqualified CRT.  For example, a donor
who dies with an estate that is not subject to federal or state estate tax could
establish through his or her will a trust that pays all distributable net income
(without any reference to a percentage of trust assets) to one or more survivors for
a period of time before distributing whatever remains to one or more charities.

Prior to 1969, CRTs were subject to relatively few standards, which, in the eyes
of the IRS, left too much room for abuse.  For example, there was no requirement
that a trust pay to income beneficiaries either an annuity amount or a unitrust
amount.  This, in turn, created ambiguity with respect to how the present value of
the charitable remainder should be calculated for purposes of settling on the
appropriate income tax charitable deduction.  In addition, it was even possible for
the trust to have both charitable and noncharitable remainder beneficiaries.  (This
is no longer possible, of course.  Nevertheless, at least as to the income interest, a
charity can be a beneficiary, so long as there is also at least one noncharitable
beneficiary of the income interest.)
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Furthermore, without the four-tier system for taxing the payments made by the
trust (information about which can be found on pages 3 and 4 of these materials),
donors would sometimes pursue what came to be known as the “Pomona Plan”
(named for the California college that promoted the plan, to the dismay of the
IRS).  Long-term appreciated property contributed to a CRT was sold by the
trustee, with none of the capital gain being taxable.  The trust then reinvested trust
assets in tax-free municipal bonds and distributed the tax-free income to the
noncharitable beneficiary (typically the donor).

Accordingly, the primary purpose of the CRT portions of the Tax Reform Act of
1969 was to introduce a number of the criteria: the two basic structures (the
charitable remainder annuity trust and the charitable remainder unitrust);
minimum payout rates; the four-tier system; and adherence to the private
foundation rules that were included in other portions of the Act.  These criteria
not only remain in effect to this day but in the years since 1969 have also been
supplemented by various statutes and regulations, as well as IRS rulings and case
law.  Moreover, whereas in the 1970s and 1980s CRTs were the stock in trade of
a relatively small group limited mostly to knowledgeable institutional gift officers
and sophisticated estate planners, they seem to have been “discovered” in the
1990s by a much wider group of planners in the for-profit financial and estate
planning realm who increasingly recognized the value of CRTs for clients whose
investment portfolios had benefited from the substantial rise in stock prices during
the course of that decade.  Even though CRTs continue to be established with
some frequency, they have become somewhat less popular due at least in part to
the decreases in capital gains tax rates since the late 1990s.

C. Types of CRTs

Charitable Remainder Annuity Trust (CRAT) – Pays to beneficiaries a sum
certain, which must not be less than 5 percent or more than 50 percent of the
initial fair market value of the assets placed in the trust.  IRC Sec. 664(d)(1).
(Appeals to older individuals who want the security of predictable income.)

Charitable Remainder Unitrust (CRUT) – Pays to beneficiaries a fixed percentage
(not less than 5 percent or more than 50 percent) of trust assets as re-valued
annually.  IRC  Sec. 664(d)(2).  (Appeals to individuals who would like for
income to keep pace with inflation if possible, although there is also a risk that
income will decrease from one year to the next.)

These variations of a CRUT are permissible:

• Standard Charitable Remainder Unitrust (SCRUT) – Pays the fixed
percentage even if principal must be invaded.
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• Net-income Charitable Remainder Unitrust (NICRUT) – Pays the
lesser of the fixed percentage or actual net income.  IRC Sec.
664(d)(3)(A).

• Net-Income with Make-up Charitable Remainder Unitrust
(NIMCRUT) – Pays the lesser of the fixed percentage or actual net
income, but can pay make-up distributions to beneficiaries to the
extent of accrued past deficiencies in payments.  IRC Sec.
664(d)(3)(B).

• “Flip” Trust – Treasury regulations permit a NICRUT or NIMCRUT
to flip to a SCRUT upon the occurrence of a triggering event.  The
change is effective at the beginning of the taxable year immediately
following the taxable year in which the triggering event occurs.  Reg.
Sec. 1.664-3(c).

Within an acceptable range, donors can select the payout rate of a CRT.  The
payout rate cannot exceed 50 percent, as noted above, and the present value of the
remainder interest must be at least 10 percent of the value of the property
contributed to the trust.  When beneficiaries are young and payments are for their
lives, the latter requirement may limit the payout rate to the 5- to 6-percent range.
In addition, with a CRAT there cannot be a greater than 5-percent likelihood at
the time of funding that trust assets will be exhausted before the trust ends.

D. Taxation of CRTs

A qualified CRT is exempt from federal income tax on all income, ordinary as
well as capital gain, although any “unrelated business taxable income” earned by
a trust is subject to a 100-percent excise tax.

E. Taxation of Payments to Income Beneficiaries

Income to beneficiaries is taxed under the following “four-tier” system, one which
reflects a “WIFO” (worst-in, first-out) approach, at least within each tier:

First: Ordinary income to the extent payments consist of interest,
dividends, and rents earned by the trust.  Furthermore, ordinary dividends
are deemed to be distributed before qualified dividends.

Second: Capital gain to the extent payments consist of capital gain
realized by the trust.  Furthermore, short-term capital gain is deemed to be
distributed before long-term capital gain.

Third: Tax-exempt income to the extent that the trust invests in tax-
exempt securities and distributes interest from them.
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Fourth: Tax-free return of principal.

To the extent not all first, second, or third-tier income received by the trust in a
given year is distributed in the form of payments to beneficiaries for that year, the
excess is carried forward for potential use in one or more subsequent years.

F. Tax Benefits of CRTs

1. Avoidance of tax on capital gain when appreciated property is transferred
to the trust.  The gain is taxed neither when the property is transferred to
the trust nor subsequently when sold by the trust.  Thus, the entire sales
proceeds can be reinvested to generate income.

2. Income tax charitable deduction (inter vivos trusts) for the present value of
the remainder interest.  Usually the deduction is equal to 20 to 50 percent
of the gift, though it could be as high as about 90 percent (albeit under the
most unusual of circumstances) or as low as 10 percent.  (Technically, if
the property contributed is short-term capital gain property or if there is
some other reason that the nature of the property requires the deduction to
be based on the cost basis of the property rather than on its fair market
value, the deduction could be even lower than 10 percent, although the
present value of the charitable remainder interest in the property would still
need to be at least 10 percent of the fair market value of the property.)  The
amount of the deduction depends on (1) the nature and value of the
property contributed, (2) the type of trust, (3) the payout rate (the higher the
rate, the lower the deduction), (4) the duration of the trust, measured either
by the life expectancies of the beneficiaries or the term of years the trust
will continue, if payable for a fixed term rather than life (the greater the
duration, the lower the deduction), (5) the Charitable Midterm Federal Rate
(also known as the “CMFR;” the higher the rate, the higher the deduction,
particularly for CRATs), and (6) the frequency and timing of the payments
(the more often they are made, the lower the deduction, and the deduction
is also lower if they are made at the beginning of the period than if they are
made at the end).

3. Gift and estate tax charitable deductions.  The present value of a trust’s
remainder interest also qualifies for a gift or estate tax charitable
deduction, as the case may be.

If the trustor is the only income beneficiary of a trust, the entire value of
the trust will be included in his or her estate at death, but the trustor’s
estate will be allowed an estate tax charitable deduction for the remainder
passing to charity.  This will result in no estate tax being payable on trust
assets.
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If the trustor’s U. S. citizen spouse is the only income beneficiary, other
than the trustor, the spouse’s income interest automatically qualifies for
the gift or estate tax marital deduction.  Again, no gift or estate tax will be
payable on trust assets.  (If the donor’s spouse is not a U.S. citizen, some
gift tax could be payable.)

If the trustor is the initial beneficiary and is succeeded by one or more
other non-spousal beneficiary(ies), and the trustor has retained the right to
revoke by will the interest(s) of the successor beneficiary(ies), the trustor
will not have made a completed gift to that beneficiary (those
beneficiaries) when the trust is created and will not have to pay any gift
tax.  The entire value of the trust will be included in the trustor’s estate at
death, but his or her estate will be allowed an estate tax charitable
deduction for the value of the charitable remainder interest.

In most instances, if the trust is inter vivos and the trustor is not an income
beneficiary, the trustor will have made a gift to the named beneficiary(ies)
of the value of the income interest.  No part of the trust will be included in
the trustor’s estate but the gift, to the extent it exceeded the gift tax annual
exclusion, will, like all taxable gifts, be added to the taxable estate.

If the trust is testamentary, the trustor’s estate will be entitled to an estate
tax charitable deduction for the value of the charitable remainder.  The
value of the income interest will be subject to estate tax.

In the event the trustor names a “skip” person – for example, a grandchild
– as income beneficiary of a testamentary CRT, the generation skipping
transfer tax may apply.

III. FUNDAMENTALS OF CGAS

A. Description of a CGA

In simplest terms, a CGA is a contractual arrangement under which a charity, in
return for a transfer of cash or other property by a donor or donors, agrees to pay
one or two persons – often, but not always, the donor(s) – a fixed sum of money
over a specified period of time, usually the lifetime(s) of the person(s) to whom
payments are made.  A person who receives payments is called an annuitant or a
beneficiary.  The contributed property becomes part of the charity’s assets, and
the payments are a general obligation of the charity.  The annuity is backed by all
of the charity’s assets, not just by the property contributed.

The charity may spend a portion of the contribution immediately, provided it
retains sufficient reserves to satisfy the requirements of applicable states in which
CGAs are regulated.  (For more information about state regulation, see pages 14
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and 15 of these materials.)  Most charities, however, keep the entire contribution
(increased by earnings and decreased by annuity payments and expenses) in
reserve until the sole or surviving annuitant dies.  The remaining portion of the
contribution is called the “residuum.”

B. History of CGAs

Predecessors of the CGA were established in medieval times in England and
possibly even during the time of the Roman Empire.  The first “modern” CGAs in
the United States were issued during the first half of the nineteenth century.

In the decades that followed, such agreements were not promoted by charities but
seemed to arise from the donor’s offer to make a gift if fixed life payments based
on the gift’s value could be received.  Relatively few such agreements were
written until after World War I, but during the 1920s the CGA became a popular
method of fundraising among church boards and a few other charities that began
actively promoting them.

During this period, each organization developed its own set of gift annuity rates,
which normally meant incurring the expense of professional actuarial advice.
Moreover, organizations that, in their zeal to issue annuities, offered excessively
high rates sometimes discovered that a particular annuity left little or nothing for
charitable purposes.

This led to formation of what is now the American Council on Gift Annuities
(ACGA).  The ACGA is supported by over a thousand institutions involved in a
multitude of charitable endeavors.  Most all U.S. charities look to the ACGA for
guidance in determining what annuity rates to offer.

The rates the ACGA promulgates are merely suggested, rather than binding,
although a few of the states that regulate CGAs require charities to follow the
ACGA rates.  In addition to being set consciously below those offered by
insurance companies, the ACGA rates reflect current mortality data (specifically,
data related to those who establish CGAs as well as to the general population);
historical and current investment data; and the cost of operating a CGA program –
all with the goal of having the residuum from a given contribution equal 50
percent of its original value.  (Over the years, various surveys have revealed that
in practice, residua frequently exceed by a significant margin 50 percent of the
amount originally contributed.)

Rates used to be reviewed every three years, but since the late 1990s they have
been reviewed (although not necessarily modified) annually.  A listing of
currently recommended rates, along with more information about the ACGA, can
be found on its website, www.acga-web.org.

http://www.acga-web.org/


7

C. Types of CGAs

Immediate CGA – With an immediate CGA the annuitant(s) start(s) receiving
payments at the end (or beginning) of the payment period immediately following
the contribution.  Payments can be made monthly, quarterly, semi-annually, or
annually.  The most common arrangement is quarterly payments at the end of the
quarter.  The first payment is customarily prorated from the date of the
contribution to the end of the first period, and thus is smaller than subsequent
payments, but it is possible to stipulate that the first payment be for the full
amount.  All of these factors have some effect on the charitable deduction.

The annual annuity is determined by multiplying the amount contributed by the
annuity rate.  For example, if a person, age 65, contributes $10,000 and the
charity follows the ACGA suggested rate of 6.0 percent, the annual annuity would
be $10,000 × 6.0% = $600.  If quarterly payments have been selected, the
annuitant would receive $150.00 for each full quarter.

Deferred CGA – With a deferred CGA the annuitant(s) start(s) receiving
payments at a future time, which must be more than one year after the date of the
contribution.  As with immediate CGAs, payments can be made monthly,
quarterly, semi-annually, or annually.

D. Tax Aspects of CGAs

1. Allowance of Charitable Deduction

A CGA is a form of bargain sale, for the present value of the annuity is
less than the value of the property transferred to the charity.  The donor is
entitled to an income tax, gift tax, and/or estate tax charitable deduction
for the difference or "overpayment."  (See Reg. Secs. 1.170A-1(d)(1) and
20.2055-2(f).)

2. Determination of the Charitable Deduction (Immediate Annuities)

The amount of the deduction or "overpayment" is determined as follows:

a. Multiply the applicable annuity rate by the amount transferred to
the charity.  This is the annual amount paid to the annuitant(s).

b. Multiply this result by the value of a $1 annual annuity based on
the appropriate table (S for a single life, R(2) for two lives) for the
age(s) of the annuitant(s), and for the CMFR.  These tables are
found in IRS Publication 1457.

c. Multiply this result by the adjustment-for-payment-frequency
factor, also found in Publication 1457.  (Use the adjustment factor
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in Table K for payments made at the end of the period, Table J for
payments made at the beginning of the period.)

d. The result, after completing steps a-c, is the present value of the
annuity.  The amount of the charitable gift, or deduction, is
determined by subtracting the present value of the annuity from the
value of the property transferred.

The CMFR referred to above is 120 percent of the annually compounded
Applicable Federal Rate (AFR) for mid-term obligations, rounded to the
nearest .2 percent.  The donor has the option of using the CMFR for the
current month or either of the two preceding months.  (See IRC Sec.
7520.)  The higher the CMFR, the larger the charitable deduction.  On the
other hand, a lower rate results in more of the annuity payment being tax-
free.

The Treasury regulations dealing with determination of the present value
of the annuity are Reg. Secs. 1.170A-1(d)(2), 1.101-2(e)(1)(iii)(b)(2), and
20.2031-7.

3. Determination of the Charitable Deduction (Deferred Annuities)

For deferred CGAs, as well as for immediate CGAs, the charitable
deduction is the amount by which the contribution exceeds the present
value of the future payments.  However, the method for determining that
present value is more complicated for deferred annuities because both
earnings during the deferral period and the probability of death occurring
prior to the first payment must be taken into consideration.  This entails the
use of additional tables from IRS Publication 1457, namely Table H for Dx
factors and Table 90CN for Lx factors.

4. Gifts Resulting in a Reduced Deduction

If either ordinary income property or unrelated-use tangible personal
property is contributed for a CGA, the charitable deduction will be a
function of the cost basis of the gift portion.  (See IRC Sec. 170(e).)

As used here, ordinary income property is property which, if sold, would
not result in long-term capital gain.  It includes:

• Short-term capital gain property (for example, securities owned one
year or less),

• Inventory held for sale to customers in the ordinary course of business,

• Recaptured gain, which arises from the sale of certain types of
property that has been depreciated, and
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• Various other types of property (accounts receivable, certain
intellectual property created by the owner, etc.)

Unrelated-use tangible personal property refers to property not related to
the purpose that constitutes a charity’s basis for exemption.  A gift of a
painting to an art museum is a related use because the museum’s purpose
is to display art.  However, a gift of the painting to a food bank, which
immediately sells it, would be unrelated to the charity’s purpose.

The following is an example of a gift resulting in a reduced deduction:

Mr. J contributes for a CGA technology stock which he purchased eight
months ago for $20,000, and which is now valued at $100,000.  If he had
held the stock for more than one year, the charitable deduction,
considering all relevant factors, would have been $40,000.

In this instance, however, his charitable deduction is only $8,000, which is
the cost basis of the gift element [($40,000 ÷ 100,000) × 20,000 =
$8,000].

5. Taxation of Annuity Payments

a. Contribution of Cash

When cash is contributed, the portion of the annuity payments that
represents a return of the donor's investment in the contract
(present value of the annuity) will be tax-free.  That portion is
determined as follows:

i. Determine the "expected return" by multiplying the life
expectancy(ies) of the annuitant(s) by the annual annuity.
[Use Table V of Reg. Sec. 1.72-9 for a single life, Table VI
of Reg. Sec. 1.72-9 for two lives, and make adjustments if
payments are made less frequently than monthly or if the
first payment will cover a partial period per Reg. Sec. 1.72-
5(a)(2)(i).]

ii. Divide the present value of the annuity by this "expected
return."  This yields the "exclusion ratio."

iii. Multiply the annual annuity by the exclusion ratio.  The
result is the tax-free portion of each payment.  The balance
is taxable as ordinary income.

Example:  Ms. P, age 74, contributes $100,000 cash for a CGA.  The charity to
which she makes the gift uses the ACGA rate of 6.9%, and the CMFR is 4.0%.
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PRESENT VALUE OF ANNUITY GIFT VALUE

A B

$59,800 $40,200

Annual payment $6,900

A   is the present value of the annuity based on the IRS mortality tables and
discount rate.  This is the capital that is returned tax-free.

B   is the amount by which the contribution ($100,000) exceeds the present
value of the annuity.  This “excess” is the charitable deduction.

Ms. P’s life expectancy is 13.1* years, and during that period the amount of her
capital returned each full year is $59,800 ÷ 13.1 = $4,565.  This portion of her
annual payment is tax-free.  The balance of her annuity payment ($2,335) is taxed
as ordinary income.  At the end of her life expectancy the entire capital will have
been returned and, thereafter, the annuity payments are fully taxable as ordinary
income.

* This is the expected return multiple (life expectancy) per Table V of Reg. Sec. 1-
72-9.  In the case of an immediate CGA use the return multiple in effect at the
time the annuity is funded in order to calculate the exclusion ratio (tax-free
portion of each payment).  In the case of a deferred CGA, the exclusion ratio will
be based on the return multiple in effect at the time payments begin.  This cannot
be known in advance because the return multiple tables may change between the
time the annuity is funded and payments begin.  A charity may wish to tell an
annuitant how payments from a deferred CGA would be taxed under existing
tables, but with the caveat that the taxation of payments will have to be
recalculated if the tables change before payments begin.

Note:  Some gift planners believe that the return multiple tables in effect when the
contribution for a deferred CGA was made should be used to calculate the
exclusion ratio, even if those tables change before payments actually start.  This
view is difficult to sustain, however, for the following reasons:  IRC Sec. 72(c)(4)
says that for purposes of calculating the exclusion ratio, the annuity starting date
is “the first day of the first period for which an amount is received as an annuity
under the contract.”  Thus, if the first payment were June 30, 2010, the annuity
starting date (in the event payments are quarterly at the end of the period) would
be April 1, 2010.  Private Letter Ruling 741290510A, a clarification of Private
Letter Ruling 7309280510A, supports this analysis.  It states, “The exclusion ratio
for a donor who enters into a deferred CGA contract shall be computed at the time
the payments start based on the life expectancy at the time payments are to
commence.”
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If the sole annuitant of a one-life annuity or the survivor annuitant of a two-life
annuity dies before the end of his/her life expectancy, he/she gets a posthumous
income tax deduction for the amount of capital not returned (i.e., for the total
unpaid tax-free amounts).  (See IRC Sec. 72(b)(3)(A).)  The annuitant is entitled
to this deduction for use on the final income tax return regardless of whether the
annuitant or another person funded the annuity.  (See IRC Sec. 72(b)(3)(B).)
For the 2007 Form 1040, the deduction was reported on Line 27 of Schedule A.

Note:  The immediately-preceding paragraphs apply to a CGA, the first payment
from which occurs after 1986.  If Ms. P had begun receiving payments before
1987, the tax-free portion of her annual payments would have continued to be tax-
free no matter how long she lived.  However, if she had died before the end of her
life expectancy, no income tax deduction would have been allowed on her final
income tax return.  This change was brought about by the Tax Reform Act of
1986.

6. Contribution of Long-Term Capital Gain Property

The contribution of any property for a CGA is deemed to be a bargain sale
of that property.  (See Reg. Secs. 1.170A-1(d)(3) and 1.1011-2(a)(4)(i).)
The donor is subject to tax on the gain attributable to the present value of
the annuity.  The taxable gain is determined by subtracting the basis
allocated to the present value of the annuity from the present value.

If the following conditions are met, that gain need not be recognized in the
year of the gift but can be reported ratably over the life expectancy(ies) of
the annuitant(s).  (See Reg. Sec. 1.1011-2(a)(4)(ii).)

a. The annuity is non-assignable except to the charity.

b. The donor is the sole annuitant or is one of the annuitants in a
two-life annuity.

If the annuity payments are made to someone other than the donor, then
the gain (computed under the bargain sale rules) is all reportable in the
year property is transferred for the annuity.  In the event the annuity was
funded with property held one year or less, or with other ordinary income
property, the gain reported in the year of transfer will be taxed as ordinary
income.

If the annuity is funded with the donor's separate property, but is payable to
the donor and then to another, the gain is reported over the donor's life
expectancy only.  However, any gain not reported by the time the donor dies
must be reported by the surviving annuitant.  The amount reported each year
by the surviving annuitant will be the same as the donor was reporting, and
will continue to be reported for the duration of the donor’s life expectancy,
determined at the time of the gift.  Sometimes it will be impossible to report
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all of the gain over the donor’s life expectancy.  When that is the case,
computer programs show the remaining gain continuing to be ratably
reported by the successor annuitant for however many years it takes to report
it completely.

If the annuity is funded with jointly-owned or community property, and the
annuity payable to both owners and then to the survivor, the gain can be
reported ratably over their joint life expectancy.

Any gain unreported at the death of the sole or surviving annuitant is not
taxed because it is part of the residuum that belongs to the charity.

Example:  Instead of contributing $100,000 cash for the CGA, Ms. P contributes
stock with a fair market value of $100,000 and a cost basis of $40,000.

PRESENT VALUE OF ANNUITY  $59,800 GIFT VALUE  $42,200

A B C D

$23,920 $35,880 $16,880 $25,320

A   is the cost basis of the present value of the annuity.  This is the capital that is
returned tax free.

B   is the capital gain allocated to the present value of the annuity.  Since Ms. P is
the annuitant, it is reported ratably over her life expectancy.

C + D   is the amount by which the contribution ($100,000) exceeds the value of
the annuity.  This “excess” is the charitable deduction.

C   is the cost basis allocated to the charitable gift (the deductible portion of the
contribution).

D   is the capital gain allocated to the charitable gift, and it is not taxed.

For the duration of her life expectancy, Ms. P’s payments will be taxed as shown
below:

Tax-free $23,920 ÷ 13.1*   = $1,826
Capital gain $35,880 ÷ 13.1*   =   2,739
Ordinary income (the balance of the payment)     2,335

                $6,900

* As noted earlier, this is the expected return multiple (life expectancy) in effect
now, and it should be used for an immediate CGA.  However, in the case of a
deferred CGA, both the tax-free portion of payments and the amount of payments
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taxable as capital gain will have to be recalculated if the return multiple tables
change prior to the date payments begin.

At the end of her life expectancy the entire capital will have been returned, and
the entire taxable gain will have been reported.  Thereafter, the annuity payments
are fully taxable as ordinary income.

If Ms. P dies prior to the end of her actuarial life expectancy – i.e., before 13.1
years – the unreturned capital can be taken as an income tax deduction on her
final income tax return.  (Again, this applies to CGAs, the first payment
from which was received after 1986.)  As indicated, any unreported capital gain
will not be taxed.

If she were the donor and another person – her brother, for example – were the
successor annuitant, the capital gain would be reported ratably over her life only.
However, if she were to die before the end of her actuarial life expectancy, her
brother would continue the ratable reporting of gain until it has all been reported.

When gain is ratably reported, annuity payments usually consist of three
elements:  ordinary income, capital gain, and tax-free return of capital.  The
amount of ordinary income will be the same as it would have been had an
equivalent amount of cash been contributed.  The tax-free portion of the payments
will be reduced by the amount of gain reportable.  When property with a very low
basis is contributed, there may be no tax-free portion.

The foregoing specifically applies to an immediate CGA, but the same method of
reporting gain apparently also applies to deferred CGAs.  The capital gain would
not be reported until the payments begin, and then would be reported ratably over
the donor's remaining life expectancy.

7. Transfer tax implications

A donor who establishes a CGA and names an annuitant in addition to or
instead of himself or herself, makes a combination of gifts: one to the
charity and one to each such annuitant.  For gift tax purposes, the gift(s) to
the annuitant(s) may or may not be reportable or taxable.  If the CGA is
established upon the death of the donor, then a transfer will be made not
only to the charity issuing the annuity but also to the one or two annuitants
who survive the deceased donor.  Once again, the transfer(s) to the
annuitant(s) may or may not be reportable or taxable for estate tax
purposes.  Even though a proper analysis is not possible in the context of
the presentation to which these materials apply, the reader should at least
bear in mind that a CGA can potentially have gift tax, estate tax, and even
generation-skipping transfer tax consequences.
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E. Government Regulation of CGAs

At the federal level, CGAs do not come under the authority of any agency, so
long as a charity complies with certain disclosure requirements.  Nevertheless, for
tax purposes, CGAs are definitely subject to federal law, as detailed in the
immediately preceding pages of these materials.

Many states regulate CGAs to one extent or another.  This regulation can take
several forms.

1. Authority to Offer CGAs

A charity’s right to offer CGAs is governed not only by the law (usually
statutory but occasionally regulatory or judicial) of the state in which it is
based, but also by the law of the state in which the donor resides.  At
present, the 50 states and the District of Columbia can be categorized as
follows:

• 19 states exempt CGAs from regulation either unconditionally or
so long as certain conditions (such as years in existence or the inclusion of
disclosure statements in gift annuity agreements) are met
• 16 states exempt CGAs from regulation but only if a charity first
notifies state authorities and meets other criteria as well
• 11 states regulate CGAs extensively, usually under insurance laws,
although actual insurance companies are regulated far more extensively
• 4 states and the District of Columbia are silent as to CGAs, which
leaves open the possibility that at any time they could decide to regulate
CGAs as insurance or securities vehicles

2. Regulation of What is Offered and How It Is Offered

About half of the states require some sort of disclosure language in gift
annuity agreements, but generally only among the 11 that regulate CGAs
extensively does one find additional requirements such as other provisions
that a gift annuity agreement must – or may not – contain; limits on what
types of assets can be contributed; guidelines a charity must follow in
promoting CGAs and the rates a charity may offer.

3. Reserve Accounts and Investment of Reserve Account Assets

Requirements regarding such matters exist not only in the 11 most heavily
regulated states but also in a few other states.  On the one hand, any
charity that self-insures CGAs – regardless of its location – is well advised
to hold contributed assets in reserve, releasing them for programmatic
purposes only as gift annuity obligations end.  Yet if a charity offers
CGAs in certain states, it is often not able to administer its reserve account
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simply as common sense and prudence would dictate.  Instead, it must
invest only in certain types of assets and sometimes only up to certain
limits for each type of investment.  Moreover, it may need to maintain a
mandatory surplus amount beyond what a state says is the actuarially
required amount associated with the charity’s existing obligations.  To
complicate matters further, different states use different formulas for
arriving at those actuarially required amounts.  Finally, 16 states require
charities to submit an annual report and/or other documentation each year,
and in certain cases this can be time consuming and expensive.

IV. WAYS IN WHICH CRTS AND CGAS RESEMBLE EACH OTHER

A. Both Are Life Income Plans

As such, each one features payments to one or more persons while the gift
arrangement is in effect, along with a charitable deduction for part of the value of
the assets used to make the gift.

B. Typically, a Charity Benefits Only Once the Arrangement Has Ended

Even though this is usually the way each arrangement operates, with a CGA the
charity can – if it wishes, if it has the donor’s permission, and if done in a
financially prudent manner – use some of the contribution for charitable purposes
before the payment obligation ends.  Similarly, while donors seldom make a
charity a partial beneficiary of a CRT’s income interest, it is possible for a trust
instrument to contain such a provision.

C. Both Can Result in the Payment of an Annuity

With a CGA, of course, this is the only type of payment that can be made.  With a
CRT, on the other hand, the payment of an annuity is an option the donor can
choose.  (That being said, the vast majority of CRTs are CRUTs, rather than
CRATs.)  Either way, if indeed an annuity is being paid, there is no way the donor
can “add to” the gift arrangement.  Instead, a new arrangement must be
established.

D. Cash and Long-Term Publicly-Traded Securities Are Appropriate Funding
Assets

Most CGAs are funded with cash, but long-term appreciated securities can also be
a wise choice (unless the donor is not going to be the initial recipient of the
annuity payments).  Whereas cash can certainly be used to fund a CRT, more
often a donor will use long-term publicly-traded securities.
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E. Both Arrangements Can Be Established Either during Life or upon Death

Nevertheless, the “mechanics” of setting up a CGA upon death will generally
differ from those involved in setting up a CRT upon death.

F. In Many Instances, the Arrangement Can Be Terminated Early

This is the case even though both arrangements are irrevocable.  Here again, the
details associated with early termination of a CGA will be somewhat different
from those associated with early termination of a CRT.

VII. WAYS IN WHICH CRTS AND CGAS DIFFER FROM EACH OTHER

A. CRTs and CGAs Are Not Structured in the Same Way

With a CRT, an entirely new legal entity is created, whereas a CGA is a contract
between a donor and a charity that is already in existence.

B. CRT Payments Are Secured Only by the Trust’s Assets But CGA Payments
Are Secured by All a Charity’s Unencumbered Assets

If a CRT should happen to “run dry,” the payments will stop, yet even if all of
what has been contributed for a CGA has been exhausted before the payment
obligation ends, the charity must draw on other assets to make the remaining
payments.  This may account for why there is a “five-percent test” for CRATs but
not for CGAs.  See page 3 of these materials.

C. CGAs Are Almost Always Easier to Establish than CRTs

Much of this is attributable to the fact that CRT agreements are more complex and
require more involvement by lawyers than do CGA agreements.  Indeed, CGA
agreements are typically short enough and simple enough that donors can readily
understand them simply by reading them on their own, although sometimes a
lawyer’s help may be useful to a donor in appreciating the significance of a
provision in a CGA agreement.  For this reason, CGA donors should always be
free to consult their lawyers and other advisors before establishing a CGA – or
any other type of planned gift, for that matter.

D. CGAs Are Easier to Administer than CRTs

Even though a charity should take great care in investing CGA contributions
(sometimes in ways that comply with the requirements of particular states), there
is otherwise little for the charity to do besides make payments on time and send
an IRS Form 1099-R to each annuitant promptly after the end of each calendar
year.  In the case of a CRT on the other hand, the trustee must not only invest
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assets with care, make all payments on time, and provide beneficiaries with
documentation of how what they have received from the trust is to be taxed, but
observe fairly complex accounting requirements and file a tax return each year.

E. CGAs Are Often Established with Relatively Small Contributions That Are
Not Practical in Establishing CRTs

Some charities will agree to issue a CGA in exchange for a contribution of as
little as $5,000 (or in some cases even less, although this is not advisable),
whereas only an amount many times larger will be feasible for establishing a
CRT.  The precise minimum contribution for a CRT is mostly at the discretion of
the particular trustee, taking into account the challenges associated with investing
rather small amounts of money and the costs associated with administering a
CRT.  For example, many banks and other financial institutions will have
minimum annual fees which, as a percentage of trust assets, might exceed 10
percent if the trust is funded with assets worth perhaps only $50,000.  Even when
the donor himself or herself serves as trustee, however, an amount such as
$50,000 will probably be too low.

Interestingly, even though the larger the contribution a donor has in mind
(especially as the amount gets into the hundreds of thousands of dollars) the more
likely he or she will be to establish a CRT rather than a CGA, one does
occasionally hear of CGAs established with amounts of $1 million or more.

F. A CRTs Can Be Kept “Secret” from a Charitable Beneficiary But a CGA
Cannot

Neither upon creation of a CRT nor during its existence does the trustee or the
donor have any obligation to inform a charity that it is a remainder beneficiary of
the trust.  By contrast, the very act of establishing a CGA involves the donor
working directly with the charity that will be receiving the donor’s gift and
issuing the annuity.

G. A CRT Can Have Many Charitable Beneficiaries But a CGA Can Have Only
One

Moreover, a CRT donor can retain the right to change the trust’s charitable
remainder beneficiaries from time to time.

H. A CRT Can Have Many Income Beneficiaries But a CGA Can Have No
More than Two Annuitants

Theoretically, if a CRT is structured to last for a term of years, there is no limit to
the number of income beneficiaries it can have.  If, however, it is to last for the
lifetime(s) of one or more persons, the age of each contemplated beneficiary will
be a factor in determining how many such beneficiaries the trust can in fact have.
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Moreover, many CRTs – just like CGAs – are established for the benefit of only
one or two persons.

I. A Donor Can Control Who Invests Assets Contributed for a CRT But Not
Assets Contributed for a CGA

While with a CRT a donor can select the trustee and can retain the right to change
trustees from time to time, with a CGA all investment decisions are made by the
issuing charity (or by a financial institution selected by the charity, subject to the
charity’s right to change institutions from time to time).

J. CRTs Have a Minimum Permissible Payout Rate But CGAs Do Not

That being said, CGA donors seldom agree to payout rates lower than 5 percent,
which is the lowest rate allowable in the case of a CRT.  Technically, CGAs do
not have maximum permissible payout rates as CRTs do, but CGA rates are
effectively limited by the requirement that the present value of the annuity
payments be less than 90 percent of the value of the assets used to establish a
CGA.  In addition, almost all charities have adopted maximum rates (typically
those suggested by the ACGA) and will therefore decline a donor’s request to
exceed them.

K. CRT Payments Cannot Be Deferred But CGA Payments Can Be

If a CRT is structured as a NICRUT or a NIMCRUT, however, it is possible –
under certain circumstances – to postpone the making of the first payment until
some year after the year in which the trust is established.

L. A CRT Can Be Established for a Term of Years But a CGA Cannot Be

Actually, a CRT can even have a term measured by certain combinations of
lifetimes and years.  The most that can be done in the case of a CGA is to arrange
for the payments to be made on a deferred basis and then commute them so that
they are paid over a set number of years.

M. The Way in Which Payments Will Be Taxed Is Known in Advance with a
CGA But Not with a CRT

Due to the four-tier system of taxation of payments received from a CRT, it is
virtually impossible to know how a given year’s payments will be taxed until that
year has ended.  In particular, it can be difficult to predict at the time of funding a
CRT with appreciated capital assets how much of the capital gain will eventually
be taxed to the beneficiary(ies), whereas with a CGA this can be determined to
the penny.
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N. CGAs Are Not Subject to the Private Foundation Rules Governing CRTs

This means that if a donor wants to use assets such as real estate or closely-held
stock to fund a life income gift, a charity that receives such assets for a CGA may
have more options for liquidating those assets than would the trustee of a CRT
that had received the same assets.  Of course, many charities are understandably
cautious about issuing CGAs in exchange for contributions of assets other than
cash or publicly-traded securities.

O. Whereas CGAs Can Be Subject to Considerable State Regulation, CRTs Are
Seldom Regulated by State Laws to Any Extent

Perhaps the only exceptions would be laws of some states that require the trustee
of a CRT to register the trust’s existence with a state agency or laws governing
certain aspects of how trust assets can be invested.

VII. EXAMPLES OF SITUATIONS IN WHICH A CRT WOULD BE
PARTICULARLY APPROPRIATE

There are numerous situations, some quite common and others less so, in which a CRT –
especially a CRUT – might be appropriate.  The following four examples provide one
with a sense of what is possible.  (Note: All tax deductions are calculated using a CMFR
of 4.0 percent.)

A. Asset Diversification

Some individuals hold a large number of shares of a particular stock which has
appreciated significantly.  They would like to diversify their portfolio to lessen
risk, but they hesitate to sell shares in this stock because of the tax on capital gain
they would incur.  They might consider funding a CRT with some of their shares.
The trustee could then sell those shares and invest the proceeds in a diversified
portfolio.  Since the trust is tax-exempt, it would not be taxed on the capital gain.

Situation:  Lynn, age 45, owns 30,000 shares of AA company.  The stock is now
selling for $70 per share.  She acquired the shares over the past 15 years, some
for as low as $4 per share.  Although she has confidence in the company, she
recognizes that it operates in a very competitive environment, and she is nervous
about having so much of her net worth in a single stock.  Lynn is single and plans
eventually to leave most of her estate to charities, though she does want to make
modest provisions for nieces and nephews and for a few friends.  She enjoys
studying the market and would be disinclined to surrender investment control of
any of her assets.  At this time, her salary is sufficient for her lifestyle apart from
any investment income.  However, she wants to retire at age 60, and at that time
she would like additional cash flow.
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Lynn contributes 15,000 shares of AA stock (selecting the shares with the lowest
cost basis) to a NIMCRUT that will flip to a SCRUT when she attains age 60.
The payout rate of the trust is 5%, and there are five charitable remainder
beneficiaries, each of which will receive an equal share.  She is the sole income
beneficiary, and payments will be made to her for the duration of her life.  She
names herself as trustee and takes responsibility for investing, but she outsources
trust accounting and tax filing.  In her capacity as trustee, she sells the AA stock
and invests the proceeds in a diversified growth-oriented portfolio.  Net income is
minimal, but it is sufficient to cover trust administration and provide small
distributions to Lynn.

The gift results in an income tax deduction of $241,993.  Lynn then sells enough
of her remaining shares of AA stock to generate capital gains equal to her usable
deduction, and she uses the proceeds to purchase other securities.  This helps her
balance her portfolio with little or no tax cost.  (Some portion of total itemized
deductions will be lost when adjusted gross income exceeds a certain level –
$159,950 in 2008 but adjusted for inflation each year and ultimately eliminated by
the Economic Growth and Tax Relief Reconciliation Act of 2001.  Beginning
with the tax year immediately following the year she turns 60, she will start
receiving 5% of the value of trust assets, and those assets could have grown to
several million dollars by then.

B. Supplemental Retirement Plan

Although changes in the law made earlier in this decade increased the
contribution limits for IRAs and employer-sponsored retirement plans, many
individuals, who contribute the maximum allowable, would like to accumulate
still more for retirement on a tax-favored basis.  They might consider creating a
NIMCRUT, which will flip to a SCRUT at the age they plan to retire.  To the
extent that their financial situation permits, they can make additions to the trust
during their working years.

Situation:  Dr. B has been contributing the maximum allowable to his qualified
retirement plan, and he would like to accumulate more for retirement.  He has
some stocks that have performed very well, though they have lost some of their
value during the past year.  He is not spending all of his after-tax income, and he
would be willing to contribute some of that excess income toward his future
retirement.  Dr. B and his wife are both age 50, and they would like to retire no
later than the year they attain age 65.  They have two adult children, ages 25 and
23, but they believe they can make significant transfers to a charitable recipient
and still provide adequately for the children.

To provide a substantial supplemental retirement plan, they establish a
NIMCRUT with a 6% payout rate and include in the trust agreement a provision
that causes the trust to “flip” or convert from a NIMCRUT to a SCRUT, effective
the tax year following the year Dr. and Mrs. B turn age 64.  They initially fund the
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trust with stock valued at $200,000 and each year for the next 10 years make
additional contributions to the trust.  These additions average approximately
$10,000 per year.

By the end of the year in which Dr. and Mrs. B reach age 64, the trust corpus has
grown to approximately $1,500,000, and the accrued deficiency (total percentage
payout amounts in excess of net distributions for all years combined) is nearly
$700,000.  These results were achieved by the trustee’s investing trust assets to
maximize growth and minimize current interest and dividends.

Beginning the year in which Dr. and Mrs. B will turn 65, the two of them start
receiving 6% of trust assets.  Initially, this amount is over $90,000, and it will
increase or decrease based on future investment performance.  The income tax
charitable deduction from contributions to the trust will have exceeded $100,000.

Increasing flexibility.  The above plan has these disadvantages:  (1) Distributions
prior to the year the trust starts functioning as a SCRUT are limited to interest and
dividends (assuming assets are invested in securities).  (2) Once the NIMCRUT
flips to a SCRUT, the accrued deficiency is forfeited.  To make more substantial
distributions prior to the “flip” date possible, the trust agreement could contain a
provision allocating post-gift realized capital gain to income.  The trustee, taking
into consideration the income beneficiaries’ desire for distributions, could sell
some trust assets, realize some capital gain, and pay this realized gain to the
beneficiaries to the extent of the accrued deficiency.  Of course, such distributions
are possible only if the trust assets appreciate beyond their value on the date of
contribution.  The Regulations pertaining to CRTs, which became effective
December 10, 1998, prohibit pre-contribution gain from being allocated to trust
income.  (See Reg. Sec. 1.664-3(1)(b)(4).)

Flexibility has also been achieved by drafting a NIMCRUT agreement to allow
investment of assets in a deferred variable annuity and defining distributable
income to include withdrawals of gain from the annuity.  These NIMCRUTs are
referred to as “spigot trusts” because income, like water from a faucet, can be
turned on by the simple act of the trustee’s making a withdrawal of cash from the
annuity.  The distributions would be limited to the unitrust percentage amount for
the year plus accrued deficiencies.

Rec. Proc. 97-23 raised the question whether a CRUT described in IRC Sec.
664(d)(3) qualifies when a grantor, trustee, beneficiary, or person related or
subordinate to any of these persons “can control the timing of the trust’s receipt of
trust income from a partnership or a deferred annuity contract to take advantage
of the difference between trust income under Sec. 643(b) and income for federal
income purposes for the benefit of the unitrust recipient.”  However, practitioners
took comfort from Technical Advice Memorandum 9825001, which suggested
that the thinking of the IRS had changed.  It indicated that a trust designed to time
the realization of fiduciary income did not constitute self-dealing.  However, this
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Memorandum dealt with a case in which the trustee was independent of the
trustor.

Even if a “spigot trust” funded with a deferred variable annuity is not challenged
by the IRS, it has three definite disadvantages:  (1) In a bear market, the annuity
may have no gain, in which case the income beneficiaries can receive nothing.
(2) All of the distributions to beneficiaries will be ordinary income.  (3) If the
trustee is dissatisfied with the performance of the annuity and wants to shift to an
investment that will generate some income to the individual beneficiaries, there
may be early surrender charges.  Because of all of these disadvantages of the
“spigot trust,” flexibility is perhaps best achieved by defining income to include
realized gain and investing in stocks and mutual funds.

C. Provision for a Family Member

Some philanthropic individuals, who want to provide for a family member, may
find a CRUT to be an appropriate vehicle.  It could be a trust to provide for
educational expenses, a subsidy to adult children, or income security for
survivors.  Establishing such a trust during a bear market when stock prices are
depressed can leverage the gift tax applicable exclusion amount.  Consider the
following situation:

Situation:  George and Martha want to provide an income subsidy to their two
daughters, ages 40 and 38, beginning now, and they want to make a future gift to
the university their daughters attended.

To accomplish this objective they transfer growth stocks currently valued at
$600,000 to a SCRUT with a 5% payout rate, and name their daughters as
concurrent, equal beneficiaries.  When one of the daughters dies, one-half of the
trust principal will be distributed to the charitable beneficiaries.  Thus, the
survivor’s income will not increase by virtue of her sister’s death.  Within the
next two years, the market for the stock continues to strengthen and the fair
market value of the securities held by the trust increases to $1,000,000.  George
and Martha receive an income tax deduction of $108,666, and they make a
taxable gift of $491,334.  Had they waited until the value of the stock moved up
to $1,000,000, they would have increased their income tax deduction, but, at the
same time, significantly increased the amount of the taxable gift.  In summary,
from a gift tax standpoint, it can be advantageous to fund a trust for a friend or
family member with stocks that are depressed in value.

D. Income Security During Retirement Years

Example:  Mr. and Mrs. P, both age 85, have various appreciated stocks in their
brokerage account with a combined value of $500,000 and a cost basis of
$100,000.  Their annual dividend income is approximately $10,000.  They would
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like to increase cash flow, not worry about market fluctuations, and arrange a
memorial endowment at their alma mater.

Solution

They transfer the stock to a CRAT with an 8% payout rate.  Although they have
otherwise provided for their two children, they would like for the children to
receive some benefit from the trust in the event they die within the next few years.
Thus, they provide that trust payments be made for the longer of their lives or 10
years.  The two of them jointly, and then the survivor, will receive income for life.
If neither of them lives for 10 years, payments will be made to their two children
for the balance of the 10-year period.

Value of stock contributed $500,000
Tax on capital gain in year of contribution        -0-
Annual payments     40,000

Increase over current dividends     30,000
Income tax charitable deduction   218,465

VII. EXAMPLES OF SITUATIONS IN WHICH A CGA WOULD BE
PARTICULARLY APPROPRIATE

CGAs can make good financial sense in the case of donors who also wish to support one
particular charity.  (Conversely, seldom if ever is a CGA appropriate for someone who
does not already possess considerable charitable motivation.)  The following two
scenarios illustrate typical situations in which donors derive significant benefit from
establishing a CGA.

A. A One-Life CGA Funded with Cash from Matured CDs

Ms. S, age 75, receives pension income plus interest from bonds and CDs and
dividends from various stocks.  The return on the CDs is about 4% and the
dividends on the stocks average 2%.  She would like to increase her cash flow and
make a charitable gift.

To accomplish her objectives, she contributes $50,000 from matured CDs for a
CGA.  Here is how her situation changes.  (The figures on the following page
assume a CMFR of 4.0%.)
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Prior to the Gift
Invested in CD $50,000

Interest     2,000

Income tax on interest (28% rate)       -560

Net spendable   $1,440

After the Gift
Contributed for CGA $50,000

Annual payment     3,550

Taxed as follows:

Ordinary income     1,164*

Tax-free     2,386*

Income tax (28% x $1,164)       -326

Net spendable   $3,224

In addition to more than doubling her cash flow from the $50,000 that had
been invested in CDs, Ms. S receives a charitable deduction of $20,405,
which results in tax savings of $5,713.

*  At the end of her actuarial life expectancy, the annuity payments are
    fully taxable as ordinary income.

B. A Two-Life CGA Funded with Long-Term Appreciated Stock

Mr. and Mrs. G are ages 79 and 76, respectively.  Many years ago; they paid
$20,000 for stock that is now worth $50,000.  The stock’s annual dividend is only
2 percent.  They would like to increase their cash flow from this asset.
Nevertheless, they are reluctant simply to sell the stock and reinvest the proceeds,
due to the capital gains tax that would be due at the time of the sale.  They are,
however, open to the possibility of using the stock to make a charitable gift if they
can accomplish their other objectives.  Accordingly, they decide to contribute the
stock for a CGA.  Here is how their situation changes.  (The figures that follow
assume a CMFR of 4.0%.)

Prior to the Gift
Fair Market Value of Stock $50,000

Dividends     1,000

Income tax on dividends (15% rate)        -150
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Net spendable      $850

After the Gift
Contributed for CGA    $50,000

Annual payment        3,300

                                    Taxed as follows:
Ordinary Income     1,069
Long-term capital gain 1,339*
Tax-free 892*

Income Tax (33% x $1,069, plus
15% x $1,339) -554

Net spendable $2,746

In addition to more than tripling their cash flow from the stock, Mr. and Mrs. G
receive a charitable deduction of $17,419, which results in tax savings of $5,748.

*  At the end of their joint-and-survivor actuarial life expectancy, the annuity
     payments are fully taxable as current income.
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