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Working with Life Income Options: Moving to the Next Level
I. Introduction

Raising money becomes increasingly difficult when donors feel the need to scale back or postpone gifts due to an economic downturn. History tells us that downturns in charitable giving are never as severe as those in the market as a whole. 

Donors feel most compelled to give when they are educated on the profound impact their money has and the ways it will be put to use. Rather than dwelling on the more pragmatic aspects of giving (tax breaks, etc.), emphasize the difference charitable gifts make within the donor’s favorite organization.

While many donors will feel more comfortable with a planned giving arrangement, keep in mind the following:

1. Don’t assume that everyone has been equally harmed by the recession. Keep an open mind when approaching donors and respond to their particular financial situation accordingly.

2. Acknowledge a donor’s reluctance to give. It’s important not to disregard a potential donor’s apprehensions about the economy. Instead, work with them to plan a worthwhile gift that they feel comfortable with.

3. Modify gifts to fit the donor’s needs. The following approaches increase feasibility of charitable giving:

· Spread commitments over longer periods of time.

· Implement escalating payment plans, leaving the larger payments for a time when the market is likely to be in better shape.

· Be willing to compromise with donors and accept smaller gifts, knowing that you can revisit the commitment once the economy turns around.

If a planned gift is the best option, suggest the specific type of giving that best fits each donor. Also explore the possibility of combining a planned gift with a designated gift when appropriate.

· Gift Annuities offer a very competitive income for those seeking a safe alternative to CDs and bond investing and are looking to make a gift in the five-figure range.

· CHARITABLE REMAINDER TRUSTS are a good fit for donors who are more financially savvy and comfortable with risk. Payout rates vary, but offer an attractive income. 

II. What Your Donors are Thinking
A. Market risk/volatility

A recession is defined as two successive quarters decline in the Gross Domestic Product.  We have been in a recession since December 2007.  Are we in a depression?  Economists don’t agree on a clear single definition for a depression.  However, there are grave worries about wealth among all Americans.  

The good news is that swings in giving are not as severe as broader economic conditions.  Research from past recessions shows that a 100 point decline in the S & P 500 results in a $1.5 billion drop in philanthropy.  That means in the last year there has been $1.161 trillion of philanthropy lost as of 3/18/2009.  

The result to charity is a decrease in value of endowments, fewer and smaller private foundation grants, reduced corporate giving due to smaller profits, smaller bequests with shrinkage of estate assets and probable reduction in major outright gifts and life-income gifts.  

The bottom line is that donors are looking for ways to avoid the volatility of the market.  Life income gifts offer a way to either avoid market risk or position themselves to take advantage of the anticipated recovery.  
B. Low Yields

Current income rates on safe investments such as certificates of deposit and money market accounts are low.  In addition stock dividends have declined significantly.  On March 26, 2009 the best rate in the country on a 5 year jumbo CD (requires $100,000 minimum investment) was 3.59% according to www.bankrate.com.  

On that same date, the best Money Market account rate in the country was 3.1%%.  The average dividend yield among the 30 stocks that make up the Dow Jones Industrial average was 3.48% on March 25, 2009.  http://www.indexarb.com/dividendYieldSorteddj.html
By comparison, the gift annuity rate for a single individual age 70 is 5.7%.  The gift annuity rate for two individuals both age 70 is 5.2%.  Gift annuity rates top out at 9.5% for single individuals age 90 and above and at 9.3% for two individuals both age 95 or older.  

Therefore, donors are likely looking for higher yields from their assets.  A life income gift can provide the income your donors need to preserve their assets and maximize their current income.   

C. Qualified Retirement Plans

Qualified retirement plans, such as 401(k), 403(b), profit-sharing, money purchase, defined benefit, SEP and SIMPLE plans and IRAs, are set up to provide employees with opportunities to save for retirement on a tax advantaged basis.  

Qualified plans are referred to as qualified because they qualify for favorable tax treatment under the Internal Revenue Code.  Employees who participate in such plans are not immediately taxed on the contributions made on their behalf by their employer, they can often make contributions on a pre-tax basis, and earnings on their retirement plan funds get to accrue on a tax-deferred basis. 

Federal law limits the amount one can contribute to qualified retirement plans on a pre-tax basis.  Changes in the law increased the amount that can be contributed to traditional, Roth and SIMPLE IRA's, as well as the maximum allowable contributions to 401(k) and 403(b) accounts. In addition, taxpayers 50 years of age and older will be allowed to make "catch-up" contributions.  

In 2009 the maximum contribution to a 401(k) or 403(b) plan is $16,500 and the catch-up contribution for individuals over 50 is $5,500 for a total of $22,000.  For high income individuals these limits are quite low.  
The economic crisis has also made individuals hesitant to put their faith in the stock market by putting additional amounts in their qualified plans.  Donors are looking for alternatives.
D. Capital gain taxes

Asset values have taken a beating in the last year whether its securities, real estate and other appreciated property.  However, many donors have been in the market for many years and still have assets heavily burdened by capital gains.  

Capital gain is income derived from the sale of an investment. A capital investment can be stocks, bonds, mutual funds, a home or farm, a business, or a work of art, for example. The capital gain is the difference between the money received from selling the asset and the price paid for it.

Therefore there is an income tax on the total of all capital gains just as they there is on other sorts of income.  The tax rate on capital gain is lower on "long-term capital gains", which are gains on assets that had been held for over one year before being sold. 

The tax rate on long-term gains was reduced in 2003 to 15% or to 5% for individuals in the lowest two income tax brackets.   On January 1, 2008, the capital gain tax rate fell to zero for investors in the 10 percent and 15 percent income tax brackets.  Short-term capital gains are taxed at a higher rate: the taxpayer’s ordinary income tax rate. In 2011 these reduced tax rates will "sunset", or revert back to the rates in effect before 2003, which were generally 20%.

III. Life Income Overview

A variety of planned gifts generate income for the donor or the donor’s designated beneficiaries.  There are 3 broad categories of life income arrangements, charitable gift annuities, charitable remainder trusts and pooled income funds.  
A. CHARITABLE GIFT ANNUITIES
A gift annuity is a contract under which a charity, in return for a transfer of cash or other property, agrees to pay a fixed sum of money for a period measured by one or two lives.  A person who receives payments is called an “annuitant” or “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 gift annuities are regulated.  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.”

The gift annuity rates offered by most charities are set by a voluntary body of charities known as the American Council on Gift Annuities.  www.acga-web.org  The ACGA promulgates annuity rates that are attractive to donors yet will leave a generous residuum to the charity.  The ACGA has announced a new rate table that became effective February 1, 2009.  Examples in this presentation use those rates.  

	Approved by the American Council on Gift Annuities on December 29, 2008
Effective February 1, 2009 through June 30, 2009



	Following is a summary of the assumptions on which the February 1, 2009 rates are based.

1. The residuum realized by the charity upon termination of an annuity is 50 percent.

2. Life expectancies are based on the Annuity 2000 Mortality Tables for female lives with a two-year setback in ages. The rates also incorporate projections for increasing life expectancies.

3. Annual expenses for investment and administration are one percent of the fair market value of gift annuity reserves.

4. The total annual return on gift annuity reserves is 5.25% percent (down from 5.75%).

5. The rates for the youngest and oldest ages are somewhat lower than the rates that would follow from the first four assumptions.


Taxation of Charitable Gift Annuity Payments

1.
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 payments to be received) will be tax-free.  To understand why this is true, imagine that you deposit $100,000 in a money market fund and withdraw $10,000 per year.  Part of each withdrawal consists of interest earned, and part consists of your own capital.  You are taxed on the interest but not on your capital.  Similarly, the portion of each annuity payment that is construed to be a return of your capital investment is not taxed, while the balance, which is the earnings on the capital, is taxed.

Example:  Ms. Porter, age 74, contributes $100,000 cash for a gift annuity.  The charity to which she makes the gift uses the ACGA rate of 6.1%, and the discount rate is 2.4%.


Present Value of Annuity
Gift Value


A
B

$58,917
$41,083
Annual payment $6,100

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.

According to the tables in the Regulations, Ms. Porter’s life expectancy is 13.1 years, and during that period the amount of her capital returned each full year is $58,917 ÷ 13.1 = $4,497.

This portion of her annual payment is tax-free.  The balance of her annuity payment ($1,603) 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.

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.  

2.
Contribution of Long-Term Capital Gain Property.

When property, such as stock, that has appreciated in value is contributed for a gift annuity, the portion of the capital gain that is attributable to the gift value is not taxed.  This is just like an outright contribution of appreciated stock to a charity.  However, the portion of the gain attributable to the present value of the payments is taxable.  The only question is when.

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 of the annuitant.

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 a husband and wife fund the annuity with jointly-owned or community property, and the annuity payments are made to them jointly and then to the survivor, the gain can be reported over their joint-life expectancy.  [See Reg. Sec. 1.1011-2(a)(4)(ii).]

If the annuity payments are paid to someone other than the donor, then the gain attributable to the present value of the payments is all reportable in the year property is transferred for the annuity.
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 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 completely report it.
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 gift annuity, Ms. Porter contributes stock with a fair market value of $100,000 and a cost basis of $40,000. 


Present Value of Annuity  $58,917
Gift Value  $41,083

A
B
C
D


$23,567
$35,350
$16,433
$24,650
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. Porter 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. Porter’s payments will be taxed as follows:

Tax-free

$23,567 ÷ 13.1*
  =
  $1,799.01
Capital gain

$35,350 ÷ 13.1*
  =
   $2,698.47
Ordinary income (the balance of the payment)   $1,602.52

               
                $6,100.00

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.  Any unreported capital gain will not be taxed.

If she was the donor and another person – her brother, for example – was 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 gift annuity, but the same method of reporting gain apparently also applies to deferred payment gift annuities.  The capital gain would not be reported until the payments begin, and then would be reported ratably over the donor's remaining life expectancy.

B. CHARITABLE REMAINDER TRUST ESSENTIALS
Charitable remainder trusts are distinct from gift annuities in that a remainder trust is a legal entity separate and independent from the donor and the charity.  The trust holds and invests the contributed assets, makes the specified payments and only on the conclusion of the trust term may the remaining trust assets be applied for charitable purposes.  

All charitable remainder trusts share certain characteristics:

· The trust donor is entitled to a charitable income tax deduction for the present value of the charitable remainder. 

· The trust must be irrevocable and create a valid trust under local law.

· The trust must make payments at least annually to at least one non-charitable beneficiary.

· The trust may make payments for the life of the designated beneficiaries or a term not to exceed 20 years.

· The trust annual payment may be no less than 5% and no more than 50%.

· The trust’s income tax charitable deduction must be equal to or greater than 10% of the trust funding amount. 

· The payout to the trust beneficiary may be in the form of an annuity or unitrust amount.

Charitable Remainder Annuity Trusts

A charitable remainder annuity trust must make a fixed payment of a specified dollar amount to the designated income beneficiary.  The fixed payment must be no less than 5% and no more than 50% of the initial value of the assets transferred to the trust.  The annuity trust’s annual payment is based on the initial funding amount of the trust and remains constant throughout its term.  Subsequent additions to the annuity trust are prohibited.  It is not possible to defer payments from an annuity trust.  

Charitable remainder annuity trusts are subject to the 5% probability test which is described in Revenue Ruling 77-374 that requires all remainder annuity trusts that will make payments for one or more lifetimes to have less than a 5% chance of corpus exhaustion.  If a CRAT fails the 5% test, no deduction is allowed.  It is also questionable whether the trust will qualify as a charitable remainder trust.

Charitable Remainder Unitrusts

A charitable remainder unitrust must make payments of a fixed percentage of the trust value as revalued annually to the designated income beneficiary.  The payment each year is based on the then current value of the assets held by the trust.  The unitrust’s annual payment fluctuates from year to year based on the value of the trust each year.  Subsequent additions to a unitrust trust are permitted.  

If the unitrust's value goes up from one year to the next, its payout increases proportionately.  Likewise, if the unitrust's value goes down, the amount it distributes also goes down.  For this reason, it may be advantageous to choose a relatively low payout percentage so that the unitrust assets can grow, which in turn will allow the unitrust's yearly payments to grow.

These variations of a CRUT are permissible:

· Standard Charitable Remainder Unitrust (SCRUT) – Pays the fixed percentage even if principal must be invaded.


· Net-income Charitable Remainder Unitrust (NICRUT) – Pays the lesser of the fixed percentage or actual net income.  IRC Sec. 664(d)(3)(A).  Principal may not be invaded.


· 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).  Again, principal may not be invaded.


· “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).  If the trust starts out as a NIMCRUT, any make-up amount not paid out by the end of the year in which the triggering event occurs is forgone.  A trust may flip only once.

Taxation of Payments to CRT 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.

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.

Application of the 4 tiers of trust taxation to a 5.0% CRUT

Let’s assume a charitable remainder unitrust valued at $250,000 will pay 5% of its value ($12,500) to the income beneficiaries in 2009.  Where is that money going to come from and how is it going to be taxed? Assume that the trust earned 3% in the form of income from interest and dividends and appreciated 5% of its value during 2009.


Before-Tax
Ordinary
Ordinary
Qualified
Qualified
Capital
Capital
Tax-Free
After-Tax

  
Ben. Inc.
Income
Tier
Dividends
Tier
Gain
Tier
Portion
Ben. Inc.

YR 
 
(28%)
 
 
 
 
 
 
 

2009
$12,500
$7,500
$0
$0
$0
$5,000
$220,238
$0
$9,650

1. Ordinary Income:  The trustee must first distribute the $7,500 (3% of the principal) of ordinary income earned by the trust in 2009:


$12,500
Trust payout


$7,500
Ordinary income earned


$5,000
Shortfall

2. Capital Gain:  The trustee will have to sell $5,000 of trust principal to generate the $5,000 needed to pay the rest of the amount due the income beneficiaries.

To calculate the reportable capital gain on the assets sold by the trustee:

a) Divide $5,000 by one plus the growth rate of the assets.  (5% or .05 in this example)


$5,000/1.05 = $4,761.90

b) Subtract the cost basis from the assets sold:


$5,000.00
trust assets sold to meet payout


-4,761.90
cost basis of trust assets sold


238.10
capital gain realized on trust assets sold

If the trust had been funded with cash, $238.10 of the trust payout would be taxed as capital gain and the balance of the donor’s income would be a tax-free return of principal, but see number 4 below.

c) To calculate the capital gain tier at the end of 2009:


 $225,000.00
capital gain realized on initial sale of trust assets (value of property contributed to the trust ($250,000) minus the cost basis  ($25,000))


- $5,000.00
payout taxed as capital gain


$220,000.00
subtotal


+ $238.10
additional capital gain realized on sale of $5,000


$220,238.10
capital gain tier at the end of 2009

3. Tax-free income:  The trust is invested in fully taxable investments, so there is no tax-free income.

4. Return of principal:  If the trust had been funded with cash, $6,980 of the 2009 payout would have been a tax-free return of principal.  
However, there is a large amount of pre-contribution capital gain that must first be reported, so the entire $5,000 will be taxed as capital gain.

Therefore, there will be no tax-free return of principal in 2009.

POOLED INCOME FUNDS
Like a CRT, a PIF is structured as a trust, yet unlike a CRT it is not a tax-exempt entity.  That being said, a PIF is generally operated in a way that results in no income tax being paid.  It accomplishes this by paying to the income beneficiaries everything that would otherwise be subject to tax.  A pooled income fund is a trust arrangement maintained by the sponsoring charity.  The donor contributes property to the trust and receives a proportionate share of the trust’s future earnings for life.  The pooled fund donor is entitled to a charitable income tax deduction for the present value of the charitable remainder.  Fund participants are assigned units proportionate to their contribution and the total value of the fund.  Income is distributed determined by the income earned by the trust and allocated per unit held by each participant.  

Indeed, a PIF resembles a mutual fund that ultimately benefits the single specific charity that established the fund.  The contributions of various donors are pooled, and the income earned by the PIF each year is shared proportionally by the contributors (or by others they have designated as income beneficiaries), regardless of age and irrespective of any minimum or maximum payout rate.  Once the beneficiary or beneficiaries associated with a particular contribution have died, the portion of the PIF’s assets attributable to that contribution is distributed to the charity.  A CRT, by contrast, can have many charitable remainder beneficiaries (as well as many income beneficiaries), but it generally cannot have multiple donors, aside from a married couple.  PLR 9547004.

A pooled income fund is similar to a charitable remainder unitrust in that the amount of income distributed varies with the trust performance.  Unlike a unitrust there is no maximum amount that can be distributed each year.  The pooled funds annual payments are not fixed and depend exclusively on the pooled fund’s investment performance
With the exception of municipal bonds, which a PIF is prohibited from owning, when long-term capital gain assets are contributed, none of the gain is taxable to anyone – ever.  Instead, 100 percent of all payments received by PIF beneficiaries is taxed as ordinary income, meaning there is essentially a “one-tier” system of taxation.  It is not possible either to defer payments from a PIF or to designate that the payments will be made other than for life.

As in the case of a CGA and in contrast to a CRT, PIF contributions will usually be relatively modest, with most PIFs having even lower minimum contributions for subsequent gifts made by the same donor.  For example, typical minimum amounts for initial and subsequent gifts to a PIF might be $5,000 and $1,000, respectively.  Of course, at least with a CRUT, subsequent gifts of any amount are permissible; a trustee’s main concern is that the amount transferred to the trust initially be adequate.

On the death of the income beneficiary an amount equal to the then current fund value attributable to the beneficiary’s income interest is severed from the fund and contributed to the charity maintaining the pooled fund.  
IV.      Common Applications of Life Income Gifts
A. Gift Annuity Funded with Cash
Older individuals may own certificates of deposit or other fixed income investments.  While these are low risk investments, these instruments generally pay relatively low rates of return.  Typically upon maturity, the invested principal is distributed to the owner as cash.  Therefore, these investments do not generate capital gain to the donor.  

Example:  Ms. Sylvester, age 75, receives pension income plus interest from bonds and CD’s and dividends from various stocks.  The return on the CD’s is about 3% 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 CD’s for a 6.3% gift annuity.  Here is how her situation changes assuming a 28% income tax rate.  (These figures assume a discount rate of 2.4 %.)
Prior to the Gift


Invested in CD


$50,000


Interest



    1,500


Income tax on interest (28% rate)
      -420

Net spendable


  $1,080

After the Gift


Contributed for gift annuity

$50,000


Annual payment

   
    3,150

Taxed as follows:


Ordinary income

   
    $800 *


Tax-free


    
   2,349 *


Income tax (28% X $1,456)
     -224

Net spendable


  $2,926
In addition to almost tripling her cash flow from the $50,000 that had been invested in CD’s, Ms. Sylvester receives a charitable deduction of $20,849, which results in tax savings of $5,838.

*At the end of her actuarial life expectancy, the annuity payments are fully taxable as ordinary income.
B. Diversifying Assets Relied upon for Income and Increasing Cash Flow 

Some individuals hold a large number of shares of a particular stock which has appreciated significantly but which pay little in dividends.  They would like to lessen the risk associated with a large investment in one particular asset, but they hesitate to sell shares in the stock because of the tax on capital gain they would incur.

Accordingly, 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.

Example:  Mr. and Mrs. Coronado are ages 72 and 70, respectively.  They purchased a technology stock for $20,000 stock that is now worth $250,000.  The stock’s annual dividend is only 1.5 percent.  They would like to increase their cash flow but are hesitant due to the capital gains tax that would be due at the time of the sale.  They would consider using the stock to fund a charitable life income plan if they can accomplish their other objectives.  Mr. and Mrs. Coronado have a substantial fixed income portfolio.  Accordingly, they are seeking a life income plan that will keep pace with inflation.  They decide to contribute the stock to fund a charitable remainder unitrust.  Here is how their situation changes.  (The figures that follow assume a discount rate of 2.4 %.)

Prior to the Gift


Fair Market Value of Stock

$250,000


Dividends



      3,750


Income tax on dividends (15% rate)-562.50


Net spendable


    $3,188

After the Gift


Contributed for remainder unitrust
   $250,000


First year payment


    $12,500*

                                    Taxed as follows:



Ordinary Income
$7,500**



Long-term capital gain

  5,000 **


Income Tax (33% x $7,500, plus



15% x $5,000)
-3,375


Net spendable
$9,275

Mr. and Mrs. Coronado also receive a charitable income tax deduction of $108,058, which assuming a tax rate of 33% results in tax savings of $35,659.

*   Future payments will vary depending on unitrust value.  Assuming the unitrust earns 8% a year the before-tax income in year 5 will increase to $14,069.  In year 10 the before-tax unitrust income will increase to $16,310.

**Remainder trust payments are taxed according to the four tier system.  The investment performance of the unitrust assets determines the taxation of those payments in the beneficiary’s hands.  The most heavily tax burdened assets are the first assets distributed to the beneficiary.

C. Creating a Supplemental Retirement Plan during One’s Working Years

Although changes in the law made earlier in this decade increased the contribution limits for IRAs and employer-sponsored retirement plans, many individuals, who have already reached those limits, would like to accumulate still more for retirement on a tax-favored basis.  They might consider creating a net income unitrust, which will flip to a straight payout unitrust at the age they plan to retire.  To the extent that their financial situation permits, they can make additions to the trust in the years before they retire.

Example:  Dr. Bernard, age 50, has been contributing the maximum allowable to his qualified retirement plan, but he would like to augment the arrangements he has already put in place.  He owns securities 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. Bernard would like to retire no later than the year he attains age 65.  He has two adult children, ages 25 and 23, but he believes he can make significant transfers for the ultimate benefit of his favorite charities and still provide adequately for the children.
To provide a substantial supplemental retirement plan, Dr. Bernard establishes a NIMCRUT with a 5-percent payout rate and includes in the trust instrument a provision that causes the trust to “flip” or convert from a net income to a straight payout unitrust, effective the tax year following the year he turns age 64.  He initially funds the trust with stock valued at $200,000 and each year for the next 10 years makes additional contributions to the trust.  These additions average approximately $10,000 per year.

By the end of the year in which Dr. Bernard reaches age 64, the trust corpus has grown to approximately $1,000,000, and the accrued deficiency (the total percentage payout amounts in excess of net distributions for all years combined) is over $300,000.  These results are achieved by the trustee’s investing trust assets to maximize growth and minimize current interest and dividends.

Beginning the year in which Dr. Bernard turns 65, he starts receiving 5 percent of trust assets.  Initially, this amount is $50,000, and it will increase or decrease based on future investment performance.  In addition, the total of the income tax charitable deductions associated with contributions to the trust will have exceeded $90,000.

D. Achieving Income Security during Retirement Years

The advantage of an annuity – whether paid by a commercial insurance company, by a charity through a CGA, or by a CRAT – is that the recipient can count on the same amount being paid year in and year out.  Even though as a result of inflation such a fixed amount will lose its value in real terms as the years go by, people are often able to anticipate this and make adjustments in advance.  Moreover, they find doing so preferable to having to deal with the uncertainty associated with a stream of payments that is subject to change from one year to the next and that cannot be determined in advance.  Thus, older persons in particular are attracted to annuities: the period of time inflation will eat away at purchasing power is shorter than for younger persons (assuming payments are made for life), and there is a certain peace of mind that comes with being able to plan on a reliable source of cash flow. 

Example:  Ms. Carmelo, age 84, has various appreciated stocks in her brokerage account with a combined value of $500,000 and a cost basis of $200,000.  Her annual dividend income is approximately $15,000.  She would like to increase cash flow, not worry about market fluctuations, and arrange a memorial endowment at her alma mater.

She transfers the stock to a CRAT with an 8% payout rate.  Although she has otherwise provided for her two children, she would like them to receive some benefit from the trust in the event she dies within the next few years.  Thus, she provides that trust payments be made for the longer of her life or 10 years.


Value of stock contributed


$500,000


Tax on capital gain in year of contribution       -0-


Annual payments



    40,000


Increase over current dividends

    25,000


Income tax charitable deduction

  146,090

E. Younger donors, planning for retirement
Younger donors (those younger than age 70) are generally focused on accumulating wealth that they will be use to sustain their lifestyle in retirement.  These individuals are either still employed or have sufficient income for their current needs.  They are not interested in current income from a life income gifts.  

The ability to defer or suppress current income from charitable life income plan makes these gifts appropriate as a supplemental retirement plan.  
a. Build-up deferred gift annuity

A deferred gift annuity begins making payments to the annuitant payments at a future time designated at the time of the gift, which must be more than one year after the date of the contribution.  The longer the deferral, the higher the payment once the annuity begins making payments.  

Add to the deferred gift annuity the idea of making annual periodic contributions to build up an account for retirement.  A donor could enter in to an annuity contract each year in preparation for retirement.  All of these annuities could be timed to begin making payments at the same time, say when the donor turns 65.  Alternatively, the start dates of each contract could be staggered so that each year a new contract begins making payments resulting in an increasing payment stream.  Let’s look at an example.

Example:  Mr. Dinofrio, age 58 and Mrs. Dinofrio age 57, want to provide a supplemental retirement income once they retire but they are concerned about inflation protection. 

Each year they contribute the maximum permissible amount to their workplace retirement savings plans. Beginning in 2009 they also begin contributing $20,000 cash each year to fund a series of gift annuities and continue to do so until 2015, the year before Mr. Dinofrio turns 65.  The first annuity begins making payments in 2016 when Mr. Dinofrio turns 65. The other annuities begin making payments on a staggered basis every year thereafter.  
Mr. and Mrs. Dinofrio receive a charitable income tax deduction each year in which they establish a new deferred annuity.  The chart below shows the total annuity to which Mrs. and Mrs. Dinofrio would be entitled each year as each annuity contract begins making payments.  Notice that the total annuity increases every year as the deferred contracts begin making payments until the all of the deferred annuity contracts have begun making payments. 

	Year
	Annuity payment
	Annuity Rate

	2020
	$1,340
	6.7

	2021
	2,680
	6.7 

	2022
	4,040
	 6.8 

	2023
	5,400 
	 6.8 

	2024
	6,800 
	 7.0 

	2025
	8,200 
	 7.0 

	2026
	9,620 
	 7.1 

	2027
	9,620
	

	2028
	9,620
	

	2029
	9,620
	

	2030
	9,620
	

	2031
	9,620
	

	2032
	9,620
	

	2033
	9,620
	

	2034
	9,620
	

	2035
	9,620
	

	2036
	9,620
	

	2037
	9,620
	

	2038
	9,620
	

	2039
	9,620
	

	2040
	9,620
	

	2041
	9,620
	

	TOT
	$220,860
	


b. Flexible Deferred Annuity

In 1997, the IRS approved a deferred annuity in which the donor do not have to choose in advance the starting date for payments.  See PLR 9743054.  That decision can be made later, depending on circumstances.  The older the beneficiary when payments begin, the larger the payments.  A national charitable organization has obtained its own private letter ruling approving the flexible deferred annuity.  See PLR 200449033.

Example:  Mr. Jasper, age 54 wants to provide a supplemental retirement income when he retires, but he does not know at this time when he will be ready to retire.  He contributes stock having a fair market value of $100,000 and a cost basis of $60,000 for a gift annuity, and reserves the option to start quarterly payments on September 30th of any year during the period 2012 – 2029.

The income tax charitable deduction (the lowest deduction resulting from any of the possible payment start dates) was $26,913. The table below shows the annuity amount to which Mr. Jasper would be entitled on each of the elective start dates.  


Elective
Age at
Annuity
Capital
Tax-free
Ordinary
Total


Start Date
Start Date
Rate
Gain
Portion
Income
Annuity



9/30/2020
66
8.6%
$1,530.80
$2,296.20
$4,773.00
$8,600.00


9/30/2021
67
9.0%
$1,598.40
$2,397.60
$5,004.00
$9,000.00


9/30/2022
68
9.6%
$1,670.40
$2,505.60
$5,424.00
$9,600.00


9/30/2023
69
10.1%
$1,749.32
$2,623.98
$5,726.70
$10,100.00


9/30/2024
70
10.8%
$1,840.32
$2,760.48
$6,199.20
$10,800.00


9/30/2025
71
11.4%
$1,924.32
$2,886.48
$6,589.20
$11,400.00


9/30/2026
72
12.1%
$2,018.28
$3,027.42
$7,054.30
$12,100.00


9/30/2027
73
12.8%
$2,119.68
$3,179.52
$7,500.80
$12,800.00


9/30/2028
74
13.6%
$2,230.40
$3,345.60
$8,024.00
$13,600.00


9/30/2029
75
14.6%
$2,359.36
$3,539.04
$8,701.60
$14,600.00

F. Promoting Gift Annuities Even Though Rates Have Decreased Again

The ACGA took the unusual step of reducing gift annuity rates effective February 1, 2009.  This was deemed necessary because of falling interest rates.  By late December of 2008, the yield on a 10-year U.S. Treasury Note was below 2.5 percent, whereas it had been about 4.0 percent just two months earlier.  The yield on a three-month Treasury Bill had reached nearly zero.  

Compared to yields on these and other fixed-income investments, gift annuity rates are still appealing, even though they are lower than they have been in many decades.  Below is a comparison of cash flow from a gift annuity with that from a 10-year Treasury Note before and after recent rate reductions.  In all cases, the donor/annuitant is assumed to be age 75, payments are quarterly at the end of the period, $100,000 cash is contributed, and the charity follows the suggested ACGA rates.

Gift Completed June 12, 2008

	10-Year Treasury Note
	Gift Annuity

	Investment                       $100,000
	Contribution                        $100,000

	Interest                                   4,220               
	Annual payment                       7,100

	Income tax (33% tax rate)     1,393
	Taxed as follows:

    Ordinary income                   2,265

    Tax-free                                4,835

     Income tax (33% x 2,265)      747

     Net after-tax                         6,353

	Net after-tax                          2,827
	

	
	


Gift Completed October 31, 2008

	10-Year Treasury Note
	Gift Annuity

	Investment                       $100,000
	Contribution                        $100,000

	Interest                                   3,920               
	Annual payment                       6,700

	Income tax (33% tax rate)     1,294
	Taxed as follows:

    Ordinary income                   2,137

    Tax-free                                4,563

     Income tax (33% x 2,137)      705

     Net after-tax                        5,995

	Net after-tax                          2,626
	

	
	


Gift Completed February, 2009

	10-Year Treasury Note
	Gift Annuity

	Investment                       $100,000
	Contribution                        $100,000

	Interest                                   2,500               
	Annual payment                       6,300

	Income tax (33% x 2,500)         825
	Taxed as follows:

    Ordinary income                   1,600

    Tax-free                                4,700

     Income tax (33% x 1,600)      528

     Net after-tax                        5,772

	Net after-tax                           1,675
	

	
	


Summary

	Investment or 

Gift Date
	Net Spendable 

	
	10-Year 

Treasury Note
	Gift Annuity
	Differential 

	June 12, 2008
	$2,827
	$6,353
	$3,526

	October 31, 2008
	$2,626
	$5,995
	$3,369

	February, 2009
	$1,675
	$5,772
	$4,097


As the charts demonstrate, even though gift annuity rates have decreased twice in the past year, the differential between spendable income from a gift annuity and a 10-year Treasury Note was actually larger in January than it was previously.  Thus, in a relative sense, gift annuities have not necessarily lost their appeal.  One hurdle that has to be overcome is the reluctance of certain donors to contribute for a gift annuity when rates have decreased.  Some may hold back to see if rates rise again.  Of course, that is a dilemma any investor faces when choosing among bonds and notes of varying durations.  On balance, reduced rates and donor caution because of the current economy may result in some slowing of gift annuity activity.  Nevertheless, a gift arrangement that pays a fixed amount, which is favorably taxed, can still be successfully marketed in this environment.  

G. Leveraging the Gift Tax Charitable Deduction with a Charitable Remainder Unitrust Funded with Depressed Securities

Suppose that Jason and Helen want to provide a stream of income to their two daughters starting now, and they also want to make a future gift to a charity.

They have considered establishing a charitable remainder unitrust, but they have hesitated because their stock has dropped so much in value.  Then they realize that by transferring stock while it is depressed in value they can leverage the gift tax charitable deduction.  That realization prompts them to establish a 20-year-term charitable remainder unitrust with a five-percent payout rate and name their daughters as income beneficiaries.  They fund the trust with stock valued at $2,000,000.  A year ago the stock was worth $3,000,000.  

	Value of stock contributed
	     $2,000,000        

	Income tax charitable deduction
	       728,140(1)

	Gift tax charitable deduction
	       728,140(1)

	Total taxable gifts to daughters
	    1,271,860(2)

	Initial annual income (divided equally between daughters)
	        $100,000

	Annual income if market recovers and stock value grows to previous level
	        $150,000



Suppose Jason and Helen wait until the stock recovers its original value, and then they establish the trust. 

	Value of stock contributed
	     $3,000,000        

	Income tax charitable deduction
	    1,092,210(1)

	Gift tax charitable deduction
	    1,092,210(1)

	Total taxable gifts to daughters
	    1,907,790(2)

	Initial annual income (divided equally between daughters)
	        $150,000


(1) Based on a discount rate of 2.4%.  

(2) If their other gifts to their daughters for the year the trust is established do not exceed the gift tax annual exclusion, these numbers can be reduced slightly.  Jason and Helen will not actually pay a gift tax now if a sufficient amount of their lifetime gift tax exemptions remain.  
Conclusions:
· If the stock recovers its value, Jason and Helen will have provided as much income to their daughters as they would have by waiting to fund the trust and the taxable gifts to them will be $635,930 less.  That enables them to preserve more of their gift tax exemption for the future.  

· Their income tax charitable deduction would have been larger if they had waited until the stock recovered in value before funding the trust.  However, there is an advantage to realizing and investing tax savings at an earlier date.  Also, their daughters who need income now would have had to wait.  

· This example assumes that the stock, though depressed in value, is still selling above its cost basis.  If that were not the case, it would be better, to sell the stock, realize the capital loss, and contribute the cash proceeds, which the trustee would reinvest.  

· In summary, when a charitable remainder trust is established for the benefit of an individual other than the donor, there can be an advantage to funding it with property that is depressed in value.

V. Conclusion

Charitable life income plans offer tremendous opportunities for the charitably inclined for both pre-retirement and post-retirement income planning.  All of these plans presuppose charitable intent.  Investors can generally do “better” using non-charitable investment products since there is no charitable component.  However, if supporting charity is among the investor’s objectives, life income arrangements may be an attractive supplement for many individuals.  
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