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CHARITABLE LEAD TRUSTS (CLT): THE UNDERUSED FAMILY WEALTH TRANSFER
AND INCOME TAX TECHNIQUE FOR THE CHARITABLY INCLINED

By Donald O. Jansen

I. SCOPE OF ARTICLE AND INTRODUCTION

For the next ten months the CLT is one of the most attractive wealth transfer vehicles available. This attraction is the result of the low interest rate environment (which increases the charitable deduction) and the availability through 2012 of the $5,120,000 basic exclusion (which can shelter from gift tax the remainder interest for the grantor’s family). This is particularly true for those who are charitably inclined and would be making the charitable gifts without the CLT or other charitable vehicle.

As a general rule, gifts to charity by themselves don’t improve the donor’s property situation. The loss of the property given to charity will often more than offset the value of income, gift and estate tax charitable deductions. However, this may not be true for gifts to a private foundation controlled by the donor’s family although the family will not own the property. But private foundations are very complicated to maintain and manage.

If for personal reasons, the donor intends to, or already is, making significant gifts to charity, often charitable gifts can be arranged also to provide the grantor wealth transfer or income tax advantages. For example, a grantor retained annuity trust may offer wealth transfer possibilities while the donor retains the annuity. But the CLT can offer the same wealth transfer advantage while the guaranteed annuity or unitrust interest is being paid to the charity to fulfill the donor’s charitable intent. Furthermore, the CLT can accelerate the income tax charitable deduction for the donor while the charity will continue to receive annual charitable gifts in future years.

This presentation will discuss the wealth transfer potential and income and estate tax savings for CLTs, particularly during the favorable environment until 2013. The basic requirements and relative advantages and disadvantages of a charitable lead annuity trust (CLAT) and charitable lead unitrust (CLUT) will be analyzed. Most grantor CLTs are designed for current income tax charitable deductions while most non-grantor CLTs focus on wealth transfer and not the charitable deduction for the grantor. However, there is a special super CLT which negotiates the hurdles for both wealth transfer and the income tax charitable deduction. Finally, the controversy surrounding variable annuity CLATs, particularly shark fin CLATs, will be reviewed.

II. WHY IS CLT MOST ATTRACTIVE FOR INCOME AND GIFT TAXES TODAY?

A. TODAY’S LOW SECTION 7520 RATE

1. What is the Section 7520 Rate?

Interest rate (rounded to the nearest 0.2%) equal to 120% of the IRC Section 1274(d)(1) federal midterm rate for the month of transfer or either of the two months prior to transfer. IRC Section 7520(a).

2. Average Section 7520 rate from 1989-2011.

6.1% (high of 11.6% May 1989 and low of 1.4% February 2012).

3. Today’s low Section 7520 Rate.

1.4% for February 2012 (prior two months of December 2011 – 1.6% and January 2012 – 1.4%)

4. The Lower the Section 7520 Rate –
a. For the CLAT, the higher the charitable income, gift and estate tax deduction.

1) Assume $1,000,000 gift to a CLAT with $40,000 annual pay out for 20 years
2) 6.0% Section 7520 rate: $468,981 deduction

3) 1.4% Section 7520 rate: $693,564 deduction

b. For a CLUT, a Section 7520 rate change has little impact.

1) Assume $1,000,000 gift to CLUT with 4% annual pay out for 20 years.

2) 6.0% Section 7520 rate: $544,566

3) 1.4% Section 7520 rate: $552,832
5. Helpful for Minimizing Income and Gift Tax

a. If a grantor CLT is used, the low Section 7520 rate increases the front end charitable income tax deduction for the grantor.
b. If the CLT remainder is given to family members rather than reserved for the grantor, the low Section 7520 rate increases the front end charitable gift tax deduction.

6. The 110 Year Exhaustion Test

The regulations require a modification of the Section 7520 rate if the guaranteed annuity payment of a CLAT based on a measuring life would exhaust the CLAT assuming that the measuring life survives to 110. Reg. Section 1.7520-3(b)(2)(i). To meet the 110 year exhaustion test, the CLAT will have to be overfunded considering the actual life expectancy of the measuring life in order to maintain the charitable deduction.
B. THE $5,120,000 BASIC EXCLUSION

1. Zeroed Out Gift

The charitable deduction for a CLAT can be adjusted to a 100% income and gift tax deduction by using the lowest Section 7520 rate (for month of transfer and the two prior months) and increasing the charitable income payment or the term of the trust or both. It is not possible to zero out a CLUT although the remainder value can be greatly reduced.

2. If Can’t Zero Out, Use the Increased Basic Exclusion.

a. The CLAT might not be able to be zeroed out if the increase in the income pay out rate would be too high (making it difficult for the remaining remainder appreciation to beat the Section 7520 rate) or if the trust term would be too long (depriving the family of income and subjecting the investment to a long period of market uncertainties).

b. In such a case, the excess remainder gift to the grantor’s family can be offset by the 2012 increased $5,120,000 basic exclusion.

c. For a husband and wife, the basic exclusion is $10,240,000 if community property is given to the CLT or if a split gift election is made under IRC Section 2513.

d. The $5,120,000 is sunset on December 31, 2012 and drops to $1,000,000 unless Congress sets a higher amount which may well be less than $5,120,000.

e. Thus the grantor has only ten months left to use all or part of the $5,120,000 basic exclusion to shelter gifts to a CLT.

III. USES OF CLT

A. WEALTH TRANSFER TO FAMILY -- GIFT TAX FREEZE

(1) The gift to the CLT is an estate freeze for the grantor for both gift and estate tax purposes. Future appreciation benefits the family members if a CLAT is used or is split between the charity and the family members if a CLUT is used.
(2) There will be a wealth transfer if the actual appreciation rate exceeds the low Section 7520 rate – 1.4% February 2012.

(3) The appreciation can be larger if discounted assets are contributed to the CLT (e.g., limited partnership units) but be sure that liquid or other CLT assets can produce funds to pay the charitable lead.

(4) Normally a CLAT is used to maximize the appreciation of the remainder. Also the wealth transfer CLT normally is not a grantor trust since avoidance of estate and gift taxes is the main purpose and not the saving of income taxes. When saving income taxes is the primary purpose, a grantor trust is used (discussed below) but the remainder reverts back to the grantor. However, although not as often used, it is possible to have a grantor wealth transfer trust which gives the grantor both the income tax charitable deduction and the exclusion of the remainder from the grantor’s estate - the charitable lead super trust discussed below.

B. CHARITABLE INCOME TAX DEDUCTION

1. Offset Income Spike

The CLT is useful to offset a onetime spike in income (bonus, deferred compensation lump sum, etc.) by a charitable deduction. Particularly useful if the donor makes a charitable gift each year. Donor can obtain an income tax charitable deduction equal to the present value of the future charitable gifts by transferring assets to the CLT. The same charitable gifts the donor would make are made each year by the CLT but the income tax charitable deduction is accelerated.

2. Grantor Trust Needed

The CLT must be a grantor trust under IRC Sections 671-679 for the grantor to receive the first year charitable income tax deduction for the present value of the charitable income stream. IRC Section 170(f)(2)(B).

a. Caution: The grantor will be taxed on the trust income for the term of the CLT without further charitable deduction for the annual payments by the trust to the charity. IRC Section 170(f)(2)(C).

b. The income burden to the grantor for future years can be lowered by investing in tax-free bonds and/or growth investments.

c. Caution: If the grantor dies or the trust ceases otherwise to be a grantor trust during the term of the CLT, the income tax charitable deduction is recaptured reduced by the discounted value of the trust income taxable to the grantor before the grantor’s death or other cessation of grantor trust status. IRC Section 170(f)(2)(B).

1) However, the regulations take a different approach in calculating the recapture. Reg. Section 1-170A-6(c)(4). There are two changes. First, the recapture occurs only if the guarantor trust status ceases before the termination of the CLT. Second, the recapture of the income tax deduction is reduced by the discounted value of all amounts paid to the charity before grantor trust status ceases.

2) The Treasury acknowledged when the regulation was issued that the regulation did not comply with the literal reading of the statute because it would be illogical to reduce the deduction by the grantor trust income taxable to the donor rather than the distribution to the charity (the literal interpretation would normally result in a much larger recapture). Technical memoranda notice of proposed rule making – Amendment of income Tax Regulations to conform then to section 201(a) and (f) of the Tax Reform Act of 1969, relating to charitable contributions), 1970 TM Lexis 26, December 10, 1970.
3. Deduction Limited to 30% or 20% AGI

a. Even if the charity is a public charity, the gift to the CLT is a gift for the use of the charity and not to the charity which limits the deduction to 30% of taxpayer’s AGI. IRC Section 170(b)(1)(B). Reg. Sec. 1.170A-8(a)(2).

b. If the gift to the CLT is capital gain property and the charity is not a public charity, the deduction is limited to 20% of the taxpayer’s AGI. IRC Section 170(b)(1)(D). Reg. Sec. 1.170A-8(c). PLR 20010036.

c. If the 30% or 20% ceiling is reached, there is a 5 year carryover subject to the same percentage limitations.  IRC Section 170(b)(1)(B). IRC Section 170(b)(1)(D)(ii).

4. Remainder Beneficiary

Since saving income taxes is the primary purpose for the grantor trust, in most cases, the grantor is the remainderman and avoidance of estate taxes is not the main purpose. However, it is possible to have a grantor wealth transfer trust with the remainder payable to the grantor’s family and receive both the income tax charitable deduction and the exclusion of the remainder from the grantor’s gross estate - the charitable lead super trust discussed below.
C. REDUCE ESTATE TAXATION - TESTAMENTARY CLT

1. Lowers Estate Taxes

Some or all of the assets at death in excess of the unused basic exclusion are transferred to a CLT in order to lower the estate tax on those assets by use of the unlimited estate tax charitable deduction.

2. Differences From Inter Vivos CLT

a. No freeze on appreciation and accumulated income from date of lifetime gift until death.

b. However, testamentary CLT will receive a step up (or step down) in income tax basis and a transfer tax freeze for appreciation of the remainder after the testator’s death for the term of the trust.

c. Testamentary CLT might be preferable to a lifetime CLT if the testator needs the income from the CLT assets during his or her lifetime.

3. Zeroed Out Estate Tax for Testamentary CLAT

a. Since the date of death and the Section 7520 rate are not determinable until the testator’s death, a formula may be used to set the charitable payment rate and/or the term of the CLAT using the lowest of the Section 7520 rates for the month of death and the prior two months.

b. The IRS has approved zero out formulae for testamentary CLATs.  PLR 9118040. PLR 9128051. PLR 9631021. PLR 199927031.

c. Note that it is not possible to zero out a CLUT but the remainder value can be greatly reduced.

D. UNLIMITED INCOME TAX CHARITABLE DEDUCTION FOR NON-GRANTOR CLT

1. CLT Not Subject to Percentage Limitations.

An individual donor’s income tax charitable deduction is permitted by IRC Section 170(a) but is limited by the 20%, 30% or 50% of AGI limitation with a five year carry forward under IRC Section 170(b). A CLT’s income tax charitable deduction is permitted by IRC Section 642(c) which has no such percentage limitations.

2. Normal Set Up.
The donor avoids the percentage limitations by having his CLT make his annual contributions to a charity and the remainder returns to the donor at termination of the CLT.

IV. IF CLT IS THE GREATEST THING SINCE SLICED BREAD, WHY ISN’T IT USED MORE?

A. TO DATE CHARITABLE REMAINDER TRUSTS (CRT) ARE MORE POPULAR

	Year
	CLT Number
	CLT Assets
	CRT Number
	CRT Assets

	2005
	6,168
	$15,100,846
	116,446
	$104,443,527

	2006
	6,298
	$15,989,128
	116,063
	$105,710,549

	2007
	6,377
	$18,093,904
	115,754
	$115,505,472

	2008
	6,521
	$19,648,472
	115,489
	$128,130,214

	2009
	6,626
	$18,274,043
	114,500
	$100,305,493


True that CRTs have declined in number and assets over the last five years but the increase in number and assets of CLTs has been extremely modest indeed.

B. POSSIBLE REASONS FOR CRT STRENGTH

1. The Economy and Estate Tax Uncertainty.
The economy has been in the dumps since 2007 although there has been a modest upturn lately. Overall charitable giving has been down during this time.  Furthermore the uncertainty since 2001 of whether there would be any estate tax and, if so, how much of a tax, put a damper on estate planning and use of wealth transfer techniques including a surge in CLT use. The uncertainty of the amount of estate tax continues at least through 2012.

2. Gift of Income v. Gift of Remainder.
For many donors, it is easier to give away future remainder than current income to a charity.

3. The Gift Tax Basic Exclusion Was Only $1,000,000 Until 2011.
The $1,000,000 gift tax exemption for the first decade of this century was no great incentive for use of the CLT to freeze perhaps a relatively small part of the donor’s estate. The $5,000,000 basic exclusion only came in 2011 ($5,120,000 in 2012).

4. Low Section 7520 Rate Recent Phenomena.
The low Section 7520 rates which encourage CLTs only started in 2008 when the rate dropped below 5% and it was 2009 before it dropped below 3%.  Perhaps there has not been enough time for the public to react particularly with the uncertainty of estate tax repeal.

5. Grantor Trust CLT Phantom Income After Inter Vivos Gift.
Although because of the lower Section 7520 rate the CLT has a larger income tax charitable deduction than the CRT, the grantor of a grantor trust CLT will have phantom income during the term of the CLT while the grantor of the CRT will receive the income from the CRT on which he is taxed and from which he can pay the tax.

6. IRS Safe Harbor Trust Provisions.
a. There have been revenue procedures since 1989/1990 specifying sample charitable remainder annuity trust  (CRAT) and charitable remainder unitrust  (CRUT) trust provisions that meet the requirements of the Internal Revenue Code. The current sample provisions for CRATs may be found in Revenue Procedures 2003-53 through 2003-60 and for CRUTs in Revenue Procedures 2005-52 through 2005-59.  If the CRT is operated in a manner consistent with the terms of the trust instrument, if the trust is valid under local law and if the trust language is substantially similar to the sample language of the applicable revenue procedure, the IRS will recognize the trust as meeting all of the requirements of IRC Section 664(d). In other words, the revenue procedures give safe harbor protection to CRTs which incorporate the approved language and operate in accordance with its terms.

b. The safe harbor revenue procedures for CLATs were first issued in Revenue Procedure 2007-45, 2007-29 I.R.B. 89 (for inter vivos CLATs) and Revenue Procedure 2007-46, 2007-29 I.R.B. 102 (for testamentary CLATs). With regard to CLUTs, the safe harbor provisions are found in Revenue Procedure 2008-45, 2008-30 I.R.B. 224 (for inter vivos CLUTs) and Revenue Procedure 2008-46, 2008-30 I.R.B. 238 (for testamentary CLUTs).

c. Thus the protective safe harbor language giving some certainty and protection to CLTs was not available until 2007 and 2008. The absence of the protection afforded CRTs for many years discouraged adoption of CLTs until very recently, particularly since many practitioners sought expensive private letter rulings for CLTs prior to 2007/2008.

C. BUT NOW MAY BE THE CLT MOMENT FOR YOUR CLIENT IF ONE OR MORE OF THE FOLLOWING IS PRESENT:

(1) The client is already making substantial gifts to charity and wishes to use the CLT as the vehicle to continue such gifts.
(2) The client does not need the income from the property in the CLT.
(3) The client is interested in this unique wealth transfer opportunity using the temporary $5,120,000 gift tax basic exclusion (which may well be gone at the end of 2012) to freeze the value of a substantial CLT remainder already discounted by the gift tax charitable deduction.
(4) The client has property to place in the CLT which will substantially appreciate over the current low Section 7520 rate and it is liquid or produces enough income to cover the charitable annuity.
(5) The client may use a grantor trust CLT if he or she wants an income tax charitable deduction (and many don’t concentrating instead on the wealth transfer freeze) and has an income spike in the year of the gift and can manage phantom income over the term of the trust by use of CLT investment in capital gain property and tax exempt income producing property.

V. THE CLT BASICS

A. DEFINITIONS

1. CLT Generally.
An irrevocable trust which pays an annuity not less often an annually, for a specified term of years and/or for the life or lives of certain individuals, with the remainder reverting to the grantor or paid to other non-charity beneficiaries. The annuity must be paid without regard to trust income.
2. CLAT.
The annuity payable no less often than annually is a guaranteed annuity of a determinable amount upon establishment of the trust which may be a fixed dollar amount or a fixed percentage of the initial fair market value of the property transferred to the trust. Reg. Section 1.170A-6(2)(i). Reg. Section 20.2055-2(e)(2)(vi). Reg. Section 25.2522(c)-3(c)(2)(vi).

3. CLUT.
The annuity payable at least annually is a unitrust interest of a fixed percentage of the net fair market value, determined annually, of the property which funds the unitrust interest. Reg. Section 1.170A-6(2)(ii). Reg. Section 20.2055-2(e)(2)(vii). Reg. Section 25.2522(c)-3(c)(2)(vii).
4. CRT Minimum and Maximum Rules Do Not Apply.
There is no maximum or minimum limitation on the guaranteed annuity or unitrust interest as there is for a CRT (50% maximum and a 5% minimum). There is no requirement that the value of the CLT remainder be at least 10% of the initial fair market value of the trust assets required for a CRT.
5. No Mixing of CLAT and CLUT.
a. Unlike a CRT which allows an income payment of the lesser of the trust net income or the unitrust interest (NICRUT), the CLUT must be a pure unitrust interest without an income limitation. Rev. Rul. 79-300, 1977-2 C.B. 352.
b. Likewise, no charitable deduction is allowed for a CLT which would pay the lesser of guaranteed annuity (fixed percent of a CLAT) and the unitrust interest (of a CLUT). Reg. Section 1.170A-6(2)(i)(B) and (ii)(B). Reg. Section 20.2055-2(e)(2) (vi)(B) and (vii)(B). Reg. Section 25.2522(c)-3(c)(2)(vi)(b) and (vii)(b).

B. QUALIFIED CLT

1. General Rule -- Partial Interest Gift Non-Deductibility.
Transfers of partial interests in property to a charity or a transfer of property to a trust in which a charity has only a partial interest are not deductible for income, gift and estate tax purposes. IRC Section 170(f)(2)(A) and (3)(A). IRC Section 2055(e)(2). IRC Section 2522(c)(2).

2. Exception for Qualified CLT.
An exception to the general non-deductible partial interest rule is made for CLTs and CRTs which meet certain statutory requirements for an income, gift or estate tax deduction under, for CLTs, IRC Sections 170(f)(2)(B), 2055(e)(2)(B) or 2522(c)(2)(B), respectively. A non-qualifying CLT is not entitled to an income, gift or estate tax deduction for the grantor because it fails to meet a statutory requirement (e.g., an income interest instead of a guaranteed annuity or unitrust interest). Although a non-qualifying CLT has some advantages (e.g., charitable distributions can be limited to income, the private foundation rules are inapplicable and the trust income tax charitable deduction on Form 1041 for charitable distributions are not limited to the 50%, 30% or 20% AGI limitations), non-qualifying CLTs will not be discussed in this outline.

C. TERM OF TRUST
1. Term of Years.
The term may be a specified number of years. Unlike the CRT which has a limit of a 20 year term, there is no limit on a CLT term of years.

2. Life or Lives of Certain Individuals.
Reg. Section 1.170A-6(c)(2) (i)(A) and (ii)(A). Reg. Section 20.2055-2(e)(2)(vi)(a) and (vii)(a). Reg. Section 25.2522(c)-3(c)(2)(vi)(a) and (vii)(a).

a. Each individual must be living at the date of transfer and can be ascertained at such date.

b. The measuring life must be one or more of the following: donor, donor’s spouse or a lineal ancestor or the spouse of a lineal ancestor of all remainder beneficiaries (such a requirement is met if there is less than a 15% probability that beneficiaries who are not such lineal descendants will receive any trust corpus). This provision was added to the regulations to prevent “ghoul trusts” where an unrelated measuring life of a very ill person was chosen in order to obtain an actuarial table charitable deduction when the actual term of the trust was likely to be much shorter.
c. The life expectancy of the measuring lives must be determined from probability based upon current applicable Life Tables contained in Reg. Section 20.2031-7. 

3. Term of Years and/or Measuring Lives.

a. The trust may have a savings clause to ensure compliance with the rule against perpetuities but it must utilize a period of vesting of 21 years after the deaths of measuring lives who are selected to maximize, rather than limit, the term of the trust. PLR 8104213. PLR 9721006.

b. The term may be the greater of a term of years (30) and  a period of lives in being plus a term of years (21). Rev. Rul. 85-49, 1985-1 C.B. 330.
c. The term may be the earlier of a term of years (25) or for a period of lives in being plus a term of years (21). PLR 972100.
4. The Term of the Trust May Not be Shortened.
a. If the trustee has the power to prepay the charitable interest, the trust will not meet the definition of a guaranteed annuity and the trust will not qualify as a CLT. Crown Income Charitable Fund v. Commissioner, 98 T.C. 327 (1992) aff’d. 8 F.3d 571 (7th Cir. 1993). Also see Rev. Rul. 88-27, 1988-1 C.B. 331 and PLR 974057.

b. PLR 9844027 involved CLATs which did not provide for commutation. In order to avoid excess business holdings, the trustees proposed to prepay without discount all remaining charitable income distributions with the approval of the courts and the state attorney general with the trust continuing until the trust specified termination date. The IRS ruled that none of the private foundation restrictions would be violated. Unusual situation which probably would not be applicable to a CLUT. Also see PLR 20025045 and PLR 199952093 with identical facts except the trust terminated after the lump sum payment to the charities.

D. DESIGNATION OF CHARITABLE BENEFICIARIES

1. Any Qualified Charitable Organization

a. Listed in IRC Section 170(b)(1)(A) for income tax deductions. Deduction limited to 30% or 20% AGI with a 5 year carry forward.
b. Listed in IRC Section 2055(a) for an unlimited estate tax deduction.
c. Listed in IRC Section 2511(a) for an unlimited gift tax deduction.

2. Completed Gift

a. A charitable deduction is allowed only when the donor has made a completed gift by parting with the dominion and control of the gift. Reg. Section 25.2511-2(b).

b. If the donor reserves the power to name new charitable beneficiaries or to change the income interest of the beneficiaries as among the beneficiaries unless the power is a fiduciary power limited by a fixed and ascertainable standard, then the gift is incomplete for charitable deduction purposes. Reg. Section. 25.2511-2(c)

c. The gift is also incomplete if the donor may exercise it in conjunction with a person not having a substantial adverse interest in the trust. Reg. Section 25.2511-2(e). However, if the person with the joint power has a substantial adverse interest in the trust, the gift is complete.

d. If the donor is in a fiduciary position with the charity donee which could give the donor control over distribution of the gift by such donee, the gift might not be complete.

1) The gift is complete if the bylaws of the charity place the gift in a segregated fund controlled by a separate committee. PLR 200138018.

2) The gift is complete despite the donor’s fiduciary position with the charity if the bylaws prevent the donor from having powers over gifts charity received from the donor. PLR 200030014.

3) This is more likely to be a problem for a private foundation in which a donor has a fiduciary position although it could also apply to a public charity in which the donor has such control.

e. The charity income beneficiary may be a donor advised fund of a community foundation. The donor may be a director of the community foundation as long as the grant making decisions are made by others for the donor advised fund. PLR 200010036. Although the trustees of the community foundation may receive non-binding recommendations from the CLT as to distribution of the fund, the gift is complete since the community foundation must make an independent determination without material restriction or condition imposed by the donor. Reg. Section 1.170A-9(e)(11)(ii)(B).

f. If the charitable gift to a CLT is incomplete because the donor has retained the right to change income beneficiaries, the gift becomes complete when the annual income distribution is actually made to the charity. PLR 8525042. Caution Rev. Rule 77-275, 1977-2 C.B. 346: there is a charitable deduction if the trust income is distributed to the charity designated by the donor after the year in which the income is earned. However, if the donor designates the charity before the end of the year in which the income is earned, the charitable deduction is denied under the partial interest rules since the one time designation of an interest of income still in the trust would not qualify as a CLT.

g. If the donor retains the power to change the charity beneficiary of the CLT at the date of his death, there would be inclusion in the donor’s gross estate of the trust assets for estate tax purposes. IRC Sections 2036(a)(2) and 2038(a)(1). PLR 200328030.
h. A trustee who is not the donor may be given the power in the trust instrument to select the charity beneficiaries each year (PLR 8051159 and PLR 200043029) to sprinkle the guaranteed annuity or the unitrust interest among multiple charity beneficiaries (PLR 9331015) or to do both select and sprinkle (PLR 20024002).

3. Private Foundation May be Charitable Beneficiary

a. If the private foundation is controlled by the donor or his family, the advantage is that the donor can receive the various charitable tax deductions (if the CLT and the private foundation are carefully structured) and the family will still control the use of the charitable income funds through the private foundation. 

b. If the donor has some influence over the private foundation, the private foundation control over the gift must be structured to result in a completed charitable gift as discussed above.

c. However, a family member of the donor may be a director or officer of the private foundation and the gift will be complete as long as the donor is not a director or officer. PLR 200043039 (wife of donor is director). PLR 200404009 (four children of donor directors).
E. CLT NOT TO MAKE PRIVATE PURPOSE PAYMENTS

1. General Rule

Guaranteed annuity or unitrust interests are not qualified if any amount may be paid by CLT for a private purpose before expiration of the charity payments. Reg. Section  1.170A-6(c)(2)(i)(D) and (ii)(D). Reg. Section 20.2055-2(e)(2)(vi)(f) and (vii)(e). Reg. Section 25.2522(c)(2)(vi)(f) and (vii)(e).
2. Exception
If the private purpose payment is a guaranteed annuity or unitrust  interest along side of the charity payments and the CLT does not provide for any preference or priority for the private payment. See Rev. Rul. 77-327, 1977-2 C.B. 353.

3. Exception

The charitable payment is a guaranteed annuity or unitrust interest and if under the governing instrument the amount that may be paid for a private purpose is payable only from a group of assets that are devoted exclusively to private purposes and the split interest trust rules of IRC Section 4947(a)(2) are not applicable.
4. CLT Preceded by a Private Trust Should be Permissible

The IRS originally took the position that a private annuity or unitrust interest preceding the CLT was a prohibited payment for a private purpose making the CLT unqualified. The Tax Court disagreed in Boeshore Estate v. Commissioner, 78 T.C. 523 (1982) and the IRS acquiesced . 1987-1 C.B. 1. Although the Boeshore case dealt with the  CLUT private purpose estate tax regulations, the case and the acquiescence should be applicable  to CLATs and to the income tax and gift tax private purpose regulations. 
F. ADDITIONAL CONTRIBUTIONS

1. CLUT

a. Inter vivos CLUT may receive additional contributions from the donor or the donor’s estate. Rev. Proc. 2008-45, 2008-30 I.R.B. 224. The revenue procedure contains sample trust language providing a formula for determining the unitrust amount in each year an additional contribution is made. Also the trust may prohibit any additional contributions.

b. Testamentary CLUT may not receive additional contributions. However, the initial contribution is deemed to consist of all property passing to the trust by reason of the decedent’s death even if received over time. Rev. Proc. 2008-46, 2008-30 I.R.B. 238.

2. CLAT

a. The safe harbor trust provisions for both inter vivos and testamentary CLATs prohibit additional contributions. Rev. Proc. 2007-45, 2007-29 I.R.B. 89. Rev. Proc. 2007-46, 2007-29 I.R.B. 102.

b. Some commentators state that the revenue procedure doesn’t prohibit additional contributions but merely does not grant safe harbor status to the additional contributions. However, the IRS has privately ruled that additional contributions make it impossible for the guaranteed annuity interest to be determinable when the trust is created with the result that no charitable deduction is allowed. PLR 8034093.

c. If additional contributions for a CLAT are anticipated, the only safe approach is to create a new CLAT for the additional contribution.

G. INCOME TAXATION OF NON-GRANTOR QUALIFIED CLT

1. CLT Is Not Tax Exempt: Taxed as a Complex Trust

a. Unlike a CRT, there is no statutory exemption for a CLT from federal income taxes.

b. If the CLT is not a grantor trust with income taxable to the grantor, the CLT is taxed as a complex trust under IRC Section 661, et seq., since all of its income is not required to be distributed currently.

2. CLT is Entitled to a Charitable Deduction

a. The CLT is entitled to a deduction for amounts payable for a charitable purpose specified in IRC Section 170(c). IRC Section 642(c).

b. However, unlike individual taxpayers, the CLT may make deductible gifts to foreign charities since IRC Section 170(c)(2)(A) does not apply under IRC Section 642(c). Reg. Section 1.642(c)-1(a)(2).

c. Furthermore, the charitable contributions by a CLT are not limited by the individual taxpayer percentage limitations (50%, 30% and 20%) and by the corporation limitation (10%) imposed by IRC Section 170(b). Reg. Section 1.642(c)-1(a)(1).

d. For a donor who wishes to make deductible contributions to a foreign charity or to make charitable contributions entitled to an unlimited income tax charitable deduction, the CLT may be the preferred vehicle for making such income tax charitable deduction contributions.

e. If the CLT has unrelated business income computed under IRC Section 512 as if the CLT were itself tax exempt, the IRC Section 642(c) income tax charitable deduction will be reduced by the portion of the unrelated business income which is allocated to the charitable deduction contributions. IRC Section 681(a). Reg. Section 1.681(a)-2. However, to the extent the unrelated business income is paid to a charity, the CLT will be entitled to an income tax charitable deduction that year subject to the individual taxpayer percentage limitations of IRC Section 170(b)(1)(A) and (B). Reg. Section 1.681(a)(2)(a) and IRC Section 512 (b)(11).

f. CLAT trustee may, with regard to income paid to charity after close of the taxable year in which the income is received, elect to take the charitable deduction in the year of receipt of income rather than the year of payment. IRC Section 642(c)(1). Reg. Section 1.642(c)-1(b).
3. Creating a Hierarchy of income Sources in Distributions to Maximize Charitable Deduction

a. CLTs have no statutory hierarchy of income distributions like CRTs, for which IRC Section 664(b) mandates distributions to include in the following order: ordinary income, capital gain, other income and corpus.

b. The CLT regulations state that the specific provisions of the governing instrument control as to the source out of which amounts and income are paid. Reg. Section 1.642(c)-3(b). Also see Rev. Rul. 71-285, 1971-2 C.B. 248 involving a trust silent on the source of funds to pay a charitable distribution which ruled that state law required the use of income before corpus.

c. If the CLT governing instrument (or state law) does not specify the source of funds for charitable distributions, the regulations further provide that the distribution is to include a pro rata portion of each class of income. Reg. Section 1.642(c)-3(b)(2).

d. Despite the regulations, the IRS has occasionally ruled privately that the pro rata provisions of the regulations apply despite the ordering provisions of the governing instrument unless the taxpayer can demonstrate that the special ordering has a substantive economic effect upon trust administration that is independent of tax consequences. That would be a tough obstacle to overcome. GCM 39161 (1983). PLR 8727072. PLR 9048044. PLR 9052013.

e. The IRS proposed regulations in 2008 which would put into the regulations its position in the above private rulings that an ordering in the trust instrument or by local law must have economic effect independent of income tax consequences; otherwise distribution will be pro rata from each class of trust income. Prop. Reg. Section 1.642(c)-3(b)(2). Finalization of the proposed regulation is included in the Treasury 2011-2012 Priority Guidance Plan.
f. If the CLT is allowed to prescribe the order of the trust income used to pay the charity, the heavier taxed income could be distributed first in order to lower the tax to the trust on any income in excess of the charitable distribution (e.g., ordinary income and short term capital gain, long term capital gain, unrelated business income, tax exempt income and finally corpus).

4. Payment in Kind of Guaranteed Annuity or Unitrust Interest.

If the trustee distributes appreciated property to pay a guaranteed annuity or unitrust interest, the CLT will realize capital gain. Rev. Rul. 83-75, 1983-1 C.B. 11.
5. Reporting Requirements

a. The trustee of a CLT must file annually Form 1041 (U.S. Income Tax Return for Estates and Trusts) including Schedule K-1, Form 1041-A (U.S. information Return Trust Accumulation or Charitable Amounts), and Form 5227 (Spilt-Interest Trust Information Return).

b. CLT must also file Declaration of Estimated Taxes.  IRC Section 6654(1).

H. INCOME TAXATION RULES FOR A QUALIFIED GRANTOR TRUST

1. The Grantor Receives an Income Tax Deduction But He Is Taxed on the Trust Income.
a. As indicated above, the grantor will receive in the year of the gift to an inter vivos CLT a charitable income tax deduction for the present value of the charitable income stream but only if the grantor is a U.S. citizen or resident and is the owner of the entire CLT under IRC Sections 671-679. IRC Section 170(f)(2)(B).

1) The present value of a guaranteed annuity of a CLAT is determined under Reg. Section 1.170A-6(c)(3)(i).

2) The present value of a unitrust interest under a CLUT is determined under Reg. Section 1.170A-6(c)(3)(ii).

b. If by reason of all the conditions and circumstances, it appears the charity may not receive the full beneficial enjoyment of the income interest, the deduction is limited to the minimum amount it is evident the charity will receive (e.g., the value of the annuity exceeds the value of the assets in the trust). Reg. Section  1.170A-6(c)(3)(iii).

c. Also the charitable deduction is partially recaptured if the CLT ceases to be a grantor trust during the term of the trust because the grantor dies or for some other reason. IRC Section 170(f)(2)(B).

d. The grantor will have the CLT income, deductions and credits attributed to him without any offsetting deduction for the charitable distributions by the CLT in future years.

e. The CLT may provide that trust income in excess of the guaranteed annuity or unitrust interest is payable to a charitable organization. However, there will be no additional income, gift or estate tax charitable deduction. Reg. Section 1.170A-6(c)(2)(i)(c) and (d)(2)(ii).  Reg. Section 20.2055-2(e)(vi)(d) and (vii)(d). Reg. Section 25.2522(c)-3(c)(2)(vi)(d) and (vii)(d).  While it is permissible for the excess income to be added to the remainder corpus, if the CLT provides that the excess income is currently payable to the remainder non-charity beneficiaries, the trust will not be a qualified CLT.  Rev. Rul. 88-82, 1988-2 C.B. 336.

2. Two Types of Grantor Trusts

a. The typical qualified grantor trust has the donor as the remainderman. The sole purpose is to allow the grantor a front end income tax charitable deduction. Wealth transfer to the next generation excluding the CLT from the grantor’s gross estate is not important.

b. The so called “super grantor trust” is designed to accomplish both the income tax charitable deduction to the grantor and the wealth transfer estate freeze with the exclusion of the CLT assets from the grantor’s gross estate.

c. There are fewer retained powers which create super grantor trust status without estate tax complications than there are to create a typical qualified grantor trust for a CLT with the grantor retaining the remainder of the trust.  

3. Grantor Trust Powers Which Work for Both a Typical Qualified Grantor Trust or a Super Grantor Trust

a. Power of substitution by an individual other than the donor, the trustee or a disqualified person defined in IRC Section 4946(a)(1). This is the grantor trust power used in the safe harbor trust provisions issued by the IRS for CLTs. Rev. Proc. 2008-45, Section 7 paragraph 11, 2008-30 I.R.B. 224. Rev. Proc. 2007-45, Section 7 paragraph 11, 2007-29 I.R.B. 89.

1) Under IRC Section 675(4), if any person has a non-fiduciary power, exercisable without the consent of a fiduciary, to reacquire the trust property by substituting other property of equivalent value, the trust is a grantor trust.

2) As noted in the revenue procedures (Section 8.09), whether the substitution power is exercisable in a fiduciary capacity is a question of fact. Thus, the IRS has declined to issue rulings as to whether a particular substitution power creates a grantor trust. PLR 199922007. PLR 199908002.

3) This power has the disadvantage of uncertainty since the IRS will not issue a private letter ruling as to whether the other person possesses the power in a non-fiduciary capacity.

4) It is possible for the grantor (rather than another person) to possess the substitution power resulting in a grantor trust. PLR 9247024. The IRS has ruled (subject to two conditions in the rulings) that the grantor’s retained substitution power exercisable in a non-fiduciary capacity did not include the trust corpus in the grantor’s gross estate under IRC Sections 2036, 2038 or 2042. Rev. Rul. 2008-22, 2008-16 I.R.B. 797. Rev. Rul. 2011-28, 2011-49 I.R.B. 830. However, if the CLT includes insurance on the life of the grantor, many practitioners do not use the substitution power for fear of estate tax inclusion under IRC Section 2042 since the IRS has not ruled on the issue. Since the grantor would be a disqualified person, the safer course of action would appear not to give the power of substitution to the grantor (and give it to another person) because of the self-dealing rules that apply to a CLT under IRC Section 4941.

b. Power of a nonadverse party to add CLT remainder beneficiaries.

1) IRC Section 674(a) recognizes a grantor trust if a nonadverse party, without the approval or consent of any adverse party, has the power of disposition of the beneficial enjoyment of corpus or income of a trust.

2) IRC Section 674(b)(5) excludes from IRC Section 674(a) the power to distribute corpus but the flush language allows IRC Section 674(a) to apply if a person has the power to add an income or corpus beneficiary other than after-born or after-adopted children.

3) IRC Section 674(c) excludes from IRC Section 674(a) the power of an independent trustee to distribute income or corpus but the flush language also allows IRC Section 674(a) to apply if the trustee has the power to add an income or corpus beneficiary other than after-born or after-adopted children.

4) PLR 199936031 ruled that a CLT was a grantor trust where the independent trustee had the power to add a charity as a remainder beneficiary for a CLT and further ruled that the CLT was not includable in the grantor’s gross estate for estate tax purposes. The same should be true if a nonadverse person who is not a trustee has such power.
5) The power to add a remainder beneficiary should not be possessed by the grantor since the CLT would be included in his or her gross estate under IRC Section 2036.

4. Retained Excess of 5% Reversionary Interest Which Works Only for Typical Qualified Grantor Trust

a. The grantor is the owner of any portion of the trust in which he has a reversionary interest in either the income or corpus, if, at the inception of that portion or the trust, the value exceeds 5 % of the value of such portion. IRC Section 673(a).
b. Thus if the grantor retains a remainder interest in the trust which exceeds 5% of the value of the trust at its inception, it will be a grantor trust and he will be entitled to an income tax charitable deduction.
c. However, the grantor will have a smaller charitable deduction by requiring a remainder in excess of 5%.

d. Of course, since the grantor will retain the remainder, there are no gift tax consequences but the trust property will be included in the grantor’s gross estate for estate tax purposes under IRC Section 2038.

5. Most Other Grantor Trust Powers Risk Disqualifying the CLT or Running Afoul of the Private Foundation  Rules.

a. IRC Section 674 - Grantor or nonadverse party retain power to control the disposition of the beneficial enjoyment of the corpus or income.

1) If grantor retains power to change, add or remove a charity beneficiary or to apportion income interest among the charities, the gift is incomplete and the trust assets may be included in the grantor’s gross estate under IRC Section 2036.
2) The power of the grantor or the grantor’s spouse to apportion income interest among charities will not create a grantor trust because of IRC Section 674(b)(4). Rev. Proc. 2007-45, Section 6.03, 2007-29 I.R.B. 89. Rev. Proc. 2008-45, Section 6.03, 2008-30 I.R.B. 224.
3) As noted above, if the nonadverse party has the power to add a charitable beneficiary, that would be a grantor trust without incomplete gift or estate tax consequences for the grantor. 

b. IRC Section 675 (other than the power of substitution) - administrative powers.

1) Power of grantor to deal with trust property for less than adequate and full consideration, to borrow from the trust without adequate interest or security, to vote in a non-fiduciary capacity stock or securities of a corporation in which the holdings of the grantor and the trust are significant, and to control in a non-fiduciary capacity the investment of trust funds to the extent that the trust funds consist of stocks or securities of corporations in which the holdings of the grantor and the trust are significant from the viewpoint of voting control. 

2) These powers may result in an incomplete gift, result in the property being included in the grantor’s estate under IRC Section 2036 (if this is a wealth transfer trust), result in self-dealing under IRC Section 4941 or result in disqualification of the CLT. 

c. IRC Section 676 - grantor power to revoke. This would cause the trust property to be included in the grantor’s gross estate under IRC Sections 2038 and 2036 (if this were otherwise a wealth transfer trust). This would violate the CLT rule that the trust be irrevocable and the gift would be incomplete for income and gift tax charitable deduction purposes.

d. IRC Section 677 - income for benefit of the grantor.

1) IRC Section 677(a)(1) and (2) creates a grantor trust if the trust income is distributed, or accumulated for future distribution, to the grantor or the grantor’s spouse. This would include the property in the grantor’s gross estate (if income is reserved for the grantor and if this would otherwise be a wealth transfer trust) and would violate the CLT rules that the charity receive a unitrust or annuity interest since income could be diverted to the grantor or the grantor’s spouse.

2) IRC Section 677(a)(3) creates a grantor trust if trust income may be used to pay premiums on insurance on the life of the grantor or the grantor’s spouse.  Although this can avoid inclusion of the trust assets in the gross estate of the grantor, the trust would have to own life insurance. Only excess income could be used to pay premiums and not interfere with the unitrust and guaranteed annuity interest payable to the charity. Since all of the income would not be available for this purpose part (if not all) of the tax deductions could be lost since the portion of the trust producing income used for the unitrust or guaranteed annuity interest might not be a grantor trust. At the least, other grantor trust powers would be needed. 

I. PRIVATE FOUNDATION RULES

1. Applicability.

a. CLTs are subject to some (not all) of the private foundation rules which could result in excise taxes since the trust is not exempt under IRC Section 501(a), the remainder is payable to non-charitable beneficiaries, and one or more charitable deductions for income, gift or estate tax purposes is allowed. IRC Section 4947(a)(2). 

1) The private foundation rules must be in the governing CLT instrument. IRC Section 508(e)(1)(B).
2) In alternative, the inclusion of the private foundation rules in the CLT governing instrument will be met if applicable state law either treats the required provisions as contained in the governing instrument or requires the CLT to act or refrain from acting in accordance with the private foundation rules. Reg. Section 1.508-3(d)(1).
3) If the private foundation rules are not in the governing instrument, all charitable deductions will be disallowed.

b. The applicable excise tax provisions are prohibitions against self dealing (IRC Section 4941), excess business holdings (IRC Section 4943), jeopardy investments (IRC Section 4944) and taxable expenditures (IRC Section 4945). 

c. Although IRC Section 4947(a)(2) states that the termination of private foundation status tax under IRC Section 507 applies to a CLT, in the normal course of operation, there should be no taxable termination if the only CLT distributions are payments to a beneficiary that are not discretionary under the trust (e.g., guaranteed annuity or unitrust payment) and discretionary payments are made after the expiration of the last charitable interest in the trust (e.g., a discretionary payment of the remainder after the charitable lead expires). Reg. Section 53.4947-1(e)(1).

d. The purpose of subjecting the private foundation rules to CLTs is to prevent taxpayers from avoiding those rules by setting up a CLT rather than a private foundation.

2. Prohibition Against Self-Dealing - IRC Section 4941

a. Excise taxes are imposed on each act of self-dealing between a disqualified person and a private foundation - 10% (200% if not corrected within the taxable period) on the disqualified person and 5% (50% if not corrected within the taxable period) on any foundation manager (not to exceed $20,000) participating in the act of self-dealing unless, for the foundation manager, such participation is not willful and is due to reasonable cause. IRC Section 4941(a).

b. Acts of self-dealing include (i) sale or exchange or leasing property, (ii) lending of money or other extension of credit, (iii) furnishing goods, services or facilities, (iv) payment of compensation or reimbursement of expenses by the CLT to the disqualified person, (v) transfer to, or use by or for the benefit of, a disqualified person of CLT income or assets, or (vi) agreement of CLT to make any payment of money or other property to a government official other than to employ such official after his termination of government service if such official is terminating government service within a 90-day period. IRC Section 4941(d)(1).

c. There are several exceptions or modifications to the self-dealing prohibitions contained in IRC Section 4941(d)(2).  For example, there is no self-dealing if the disqualified person lends money to CLT interest free and the proceeds are used exclusively for charitable purposes.

d. A disqualified person includes, among others, the grantor, the trustee, a family member of either and entities which such persons have a 35% or more interest or control. IRC Section 4946(a).

3. Excess Business Holdings - IRC Section 4943

a. The purpose of this prohibition is to limit the ownership by a CLT in a closely held active business which is jointly owned with disqualified persons.

b. Excess business holding is the voting stock of a corporation (or equivalent ownership interest in other type of business entities) owned by a CLT which is in excess of 20% voting stock (or equivalent ownership interest) owned by the CLT and all disqualified persons combined. The 20% ownership interest is increased to 35% if effective control of the business entity is in one or more persons who are not disqualified persons. IRC Section 4943(c)(2). 

c. There is a de minimis exception to the excess business holding rule if the CLT owns not more than 2% of the voting stock (or equivalent ownership interest) and not more than 2% of the value of all outstanding shares of all classes of stock (or equivalent ownership interest). IRC Section 4943(c)(2)(C).
d. The CLT can avoid the excise tax by disposing of the excess business holding by within five years of acquisition. IRC Section 4943(c)(6). For good cause, the five years can be extended another five years. IRC Section 4943(c)(7).
e. The excise tax for excess business holdings is 10% of the value of such holdings each taxable year. IRC Section 4943(a)(1).
f. The 60% exception. 

1) If all of the income of the CLT is payable to charities, none of the remainder is payable to charities and the value of the income interest for which a deduction is allowed for income, gift or estate tax purposes does not exceed 60% of the initial value of the CLT, the excess business holding rules do not apply. IRC Section 4947(b)(3).

2) There was some question as to whether a CLT which only paid the guaranteed annuity or unitrust interest to the charities would ever qualify for the 60% exception since there was no guarantee that the all of the “income” of the CLT would be used up in the guaranteed annuity or unitrust distributions. However, there is discussion language in the sample safe harbor CLT clauses revenue procedures which does not raise this income issue even though guaranteed annuity and unitrust distributions are provided in the sample clauses. Rev. Proc. 2008-45, Sections 5.06 and 8.06, 2008-30 I.R.B. 224. Rev. Proc. 28-46, Section 5.07, 2008-30 I.R.B. 238.
3) The potential problem with this exception is that the income tax charitable deduction (for a grantor CLT) and the gift and estate tax charitable deduction (for a wealth transfer CLT) are limited to 60% of the value of the property placed in the trust - no zeroed out deduction. To maximize the deduction, excess business holdings should be avoided.

4. Jeopardy Investments - IRC Section 4944

a. The purpose is to prevent a CLT from investing in a manner which would jeopardize the payments to the charities. 

b. Excise taxes are imposed each year on the value of jeopardy investments held by the CLT - 10%  on the CLT for each year of the taxable period and 10% on any trustee (not to exceed $10,000 for any one investment) knowingly participating in such jeopardy investment, unless such participation is not willful and due to reasonable cause. There is an additional tax if the jeopardy investment is not corrected during the taxable period of 25% on the CLT and 5% (not to exceeded $20,000 on each investment) on the trustee if the trustee refused to agree to the removal of the jeopardy investment. IRC Section 4944(a) and (b).

c. A jeopardy investment is one made failing to exercise ordinary business care and prudence in providing for the long- and short-term financial needs of the CLT to pay the income to charities considering the portfolio as a whole. Examples of potential jeopardy investments include trading in securities on margin, trading in commodity futures, investments in working interests in oil and gas wells, the purchase of puts and calls and straddles, the purchase of warrants and selling short. Reg. Section 53.4944-1(a)(2)(i).

d. The 60% exception applies to jeopardy investments as it does to excess business holdings. IRC Section 4947(b)(3). See the discussion above under excess business holdings.

5. Taxable Expenditures - IRC Section 4945

a. This excise tax is unlikely to apply to a CLT unless it runs amuck.

b. A taxable expenditure is an amount paid to carry on propaganda to influence legislation, to influence the outcome of any specific public election or carry out a voter registration drive, as a grant to an individual for travel, study, or other similar purposes (unless certain conditions are met), as a grant to a private foundation unless it exercises expenditure responsibility with respect to such grant or for purposes other than one specified in IRC Section 170(c)(2)(B). IRC Section 4945(d).

c. The excise tax is 20% of the value of each taxable expenditure for the CLT and 5% for the trustee (not to exceed $10,000 for any one taxable expenditure) knowingly making such expenditure unless not willful and due to reasonable cause. If the taxable expenditure is not corrected within the taxable period, the CLT will pay an additional 100% excise tax and the trustee who refused to make the correction an additional 50% tax (not to exceed $20,000 for each taxable expenditure). IRC Section 4944 (a) and (b).
J. GENERATION SKIPPING TAX ISSUES

1. GST Rules Apply to CLTs but With Some Peculiarities

a. A charity is treated as a non-skip person. IRC Section 2651(f). Thus there will be no GST tax while the charitable income interest is in existence. The GST tax would be due on or after the termination of the charitable interest for those remaindermen who are skip persons (e.g., grandchildren) upon a taxable termination or a taxable distribution.

b. In determining the inclusion ratio, the denominator of the applicable fraction is the property transferred to the CLT reduced by the charitable deduction allowed under IRC Section 2055 or 2522. IRC Section 2642(a)(2)(B)(ii)(II). Thus the amount of the GST exemption allocated to the property given to the CLT will not exceed the value of the remainder. If the gift or estate tax deduction zeroed out the value of the remainder, the inclusion ratio would be zero and no GST exemption would need to be allocated. However, it is not actuarially possible to zero out a CLUT and the peculiar GST exemption allocation rules for a CLAT (discussed below) might not result in an inclusion ratio of zero.

c. Although the amount of GST exemption allocation necessary to create an inclusion ratio of zero can be determined at date of gift for a CLUT, it cannot be determined for a CLAT until the termination of the charitable lead annuity. IRC Section 2642(e). See more on this below.

2. Allocation of GST Exemption to CLAT

a. Although a GST exemption may be allocated to a lifetime or testamentary gift to a CLAT hoping that it would result in an inclusion ratio of zero using the value at the date of gift (for a timely allocation) or at the date of a late allocation,  the value of the assets given to the trust is left open until the termination of the charitable lead which might result in an over- or under-allocation of GST exemption. If there is an over-allocation of GST exemption, it is not possible for the grantor or the grantor’s estate to recapture the excess allocation. Reg. Section 26.2642-3(b). Although Congress intended to prevent the use of a CLAT from leveraging the use of a lower GST allocation for rapidly appreciating property, Congress has made it difficult to achieve certainty against the imposition of the GST tax for a CLAT.

b. The problem is the special definition of the applicable fraction for determining the inclusion ratio for a CLAT. IRC Section 2642(e).

1) The numerator of the applicable fraction is the “adjusted GST exemption” which is the actual GST exemption allocation increased by an amount equal to the interest which would accrue on such GST allocation under the Section 7520 rate used at the time of the initial allocation to determine the gift or estate tax deduction, compounded annually, for the actual period of the charitable annuity.

2) The denominator is not the value of the gift to the CLT (reduced by the charitable deduction) but the value of the trust property at the termination of the charitable lead annuity.

c. Thus, if the CLT assets grew at a rate below the initial Section 7520 rate, the GST exemption allocated would exceed the value of the trust assets in the denominator with the result that part of the GST exemption is wasted.

d. On the other hand, if the CLT assets grew at a rate above the initial Section 7520 rate, the numerator would be less than the denominator and the inclusion ratio would be more than zero resulting in a GST tax.

e. Instead of an allocation at the date of the gift, there could be a late allocation of the GST exemption at the time of the termination of the charitable lead annuity or the date of death of the grantor, but the allocation would have to be the entire value of the remainder at the date of late allocation at the then Section 7520 rate which might be disadvantageous.

f. Note that the deemed allocation of GST exemption to certain life time transfers to GST trusts does not apply to a CLAT. IRC Section 2632(c)(3)(B)(v). Thus the allocation must be elected on a gift tax return.

g. Possible solutions to the GST exemption allocation problem.

1) Use a CLUT. PLR 199927031. PLR 199917068. However, this works against wealth transfer maximization since future appreciation of CLT assets will be shared by both the charities and the remainder instead of allocating appreciation above the Section 7520 rate solely to the remainder.
2) Prevent the remainder from having skip persons. This would prevent the use of dynasty trusts since the CLT assets would have to be paid to the next generation (e.g., the children or their estates) or be included in their estates by their possession of a general power of appointment. PLR 953301 and PLR 9534004 (remainder paid to children or their estates). PLR 20043039 (child had a general power of appointment).
3) Doubtful solution:  sell (or gift) the CLAT remainder interest to a generation skipping trust.
(a) Mechanics:  The grantor creates a CLAT with the remaindermen all being non-skip persons (e.g., children) with the interest of a non-skip person who dies before the termination of the CLAT being paid to such person’s estate. Thus the CLAT would have no possibility of skip persons. Shortly after the trust is created, the remaindermen sell (or give) their remainder interests to a GST trust for the benefit of grantor’s grandchildren and future generations. To allow the transfer, the CLAT cannot have a spendthrift clause which makes the remainder subject to the creditors of the remaindermen.

(b) Proponent argument:  the sale of a remainder interest for full value is not a generation skipping transfer to the GST trust and will not need an allocation of GST exemption since the transfer is not subject to gift or estate tax. Reg. Section 26.2611-1. The sale might result in capital gain or loss to the CLAST. If the remainder interest is given to the grantor’s grandchildren by the child, then the child can achieve an inclusion ratio of zero by allocating his GST exemption to the value of the small remainder interest. The value of the remainder will be readily determined by using the same tables used to value the income and remainder interest for the original transfer to the CLAT.

(c) IRS position negative? In PLR 200107015 a child of the grantor who was a one-sixth remaindermen of a CLAT proposed to give his remainder interest to his children (grantor’s grandchildren). The IRS thought that this was an attempted end run around IRC Section 2642(e). The IRS concluded that the child was the transfer of only the value of the remainder interest and that the grantor remained the transferor for the annuity interest which was the bulk of the trust and remained subject to the IRC Section 2642(e) GST valuation rules. Logically the result would be the same for a sale of the remainder interest to the grandchildren. Only the remainder interest was a transfer by the child and the grantor was the transferor for the much greater annuity interest. In the private letter ruling, the IRS suggested that the creation of the CLAT by the grantor followed by a quick gift of the remainder by the child to the grandchildren might be considered a transfer by the grantor of the remainder interest to the grandchildren under step transaction which would subject the entire CLAT (including the remainder) to IRC Section 2642(e).
VI. VARIABLE ANNUITY CLAT

A. CONCEPT, ADVANTAGES AND AUTHORITY

1. Concept.

a. The CLAT annuity will start at a lower amount but increase over the term of the trust.

b. Unlike the CLAT annuity, the unitrust percentage of the CLUT must be set as a fixed percentage by the trust instrument when the trust is funded and cannot thereafter be changed. IRC Section 170(f)(2)(B). Section 20.2055(e)(2)(B). IRC Section 25.2522(c)(2)(B).

2. Advantages.
By having a smaller annuity payable to a charity in the early years with a larger amount in the later years of the trust term, more money is left in the CLAT to grow (hopefully beyond the Section 7520 rate) so that more money is in the remainder at termination of the CLAT for the benefit of the grantor’s family.

3. Supporting Authority

a. The gift and estate tax regulations allow a guaranteed annuity interest to change at the expiration of the term of the CLAT. Reg. Section 20.2055-2(e)(2)(vi). Reg. Section 25.2522(c)-3(c)(2)(vi).

“For example, the amount to be paid may be a stated sum for a term of years, or for the life of the decedent’s spouse [donor] at the expiration of which it may be changed by a specified amount.”
b. The revenue procedures which contain safe harbor trust provisions for inter vivos and testamentary CLATs also state that an increasing guaranteed annuity is permissible. Rev. Proc. 2007-45, Section 5.02(2), 2007-29 I.R.B. 89 (inter vivos CLAT). Rev. Proc. 2007-46, Section 5.02(2), 2007-29 I.R.B. 102 (testamentary CLAT).

“the governing instrument of a CLAT may provide for an annuity amount that is initially stated as a fixed dollar or fixed percentage amount but increases during the annuity period, provided that the value of the annuity amount is ascertainable at the time the trust is funded.”
c. PLR 9112009. Real estate subject to net leases were to be contributed to a CLAT. The trust provided “The ‘minimum’ annuity amount payable varies each year” and that “the amount payable each year is specified in the instrument.” The IRS ruled that both charitable income tax and charitable gift tax deductions were available to the grantor without any discussion of the variable annuity. 

d. Although the private letter ruling involved a variation of the guaranteed annuity and the regulations and the revenue procedures provide that the CLAT may provide that a guaranteed annuity may be increased, they do not specify the amount of the increase. For GRATs the regulations limit increases to 20% a year. But the GRAT regulations don’t apply to CLATs. Nevertheless, an increase of at least 20% per year should be acceptable to the IRS.

B. SHARK FIN AND OTHER BACKEND LOADED CLATS

1. Concept Without Regard to Life Insurance 

a. A backend loaded CLAT is a trust where the initial guaranteed annuity payments are small with a significantly larger guaranteed annuity payments closer to the termination of the trust - usually a fixed term of years. A shark fin CLAT usually involves relatively small guaranteed annuity payments through the term of the trust with a very large payment in the year of termination. 

b. In both cases, the much larger annuities in the later years or in the year of trust termination plus the smaller annuity during the rest of the term can be structured so that the present value of the guaranteed annuity is the same as if there was a level guaranteed annuity during the entire term of the trust - resulting in identical charitable deductions.

c. The purpose is to keep as much income and appreciation in the trust for as long as possible. If the growth on the trust assets exceeds the Section 7520 rate, there will be more assets for the remainder because of the low initial guaranteed annuity payments despite the much larger payments to the charity at or near termination of the CLAT.

d. Of course, the low guaranteed annuity paid to the charity in the early years could result in extra taxable income to the CLAT if it is a non-grantor trust with a smaller offsetting charitable income tax deduction. But this risk could be lowered by concentrating trust investments in capital appreciation property or in tax exempt properties (however, for the tax exempts it would be more difficult to beat the Section 7520 rate). 

e. Also, if the growth of the trust is low in the early years, the smaller annual distribution to the charity can give the trust a better chance of recovery if the returns increase dramatically in the later years.

2. Are Shark Fin CLATs Qualified CLTs? - If Not, No Charitable Deduction

a. Potential problem. The Treasury regulation would indicate that the increase in the guaranteed annuity rate can occur at the expiration of the term of the CLAT. Reg. Section 20.2055-2(e)(2)(vi).  Reg. Section 25.2522(c)-3(c)(2)(vi). But the unanswered question is whether it sanctions a very low annuity for the rest of the term with a very dramatic increase in the last year. If the “shark fin” does not qualify as a guaranteed annuity, the CLAT will not be qualified  and any charitable income, gift or estate tax deduction will be lost.
b. De minimis argument -- if the payments at the beginning of the CLAT are relatively nominal when compared with the final balloon payment, there is a danger that the initial payments will be considered abusive and not qualify as a guaranteed annuity payable at least annually.

1) Pro - by analogy with CRTs, the CRT must have an annuity interest payable to or for the use of a named person or persons, at least one of which is not a charity. When a CRT has split the annuity payment between individuals and charities, the IRS has ruled that the CRT is qualified “provided the portion of the unitrust amount so paid [to the individual] is not de minimis under the facts and circumstances for each year.” PLR 9423030. PLR 200832017. Thus it may be that the initial payments of a shark fin CLAT may be de minimis under the facts and circumstances.

2) Con - the analogy does not fit. There is no minimum annuity payment for a CLAT. Section 5.02(2) of both Rev. Proc. 2007-45 and Rev. Proc. 2007-46. The requirement of a non-de minimis annuity for an individual for CRT is to prevent the abuse of a tax exempt CRT when the split interest for the individual is almost non-existent.  The CLT is not exempt and nominal initial payments do not affect the front end charitable deduction since the present value takes into consideration the time value of the annuity payments.

c. GRAT analogy argument - with regard to GRATs which have similar wealth transfer goals to CLATs, the IRS was concerned that small annual annuity payments followed by a balloon final payment was abusive and limited annual increases to 120% of the previous year in the final regulations. The IRS may have similar concerns with final balloon payments for CLATs. 

1) Pro - Reg. Section 25.2702-3(b)(1)(ii)(B) allows the GRAT annuity to increase “but only to the extent the fraction or percentage does not exceed 120 percent of the fixed fraction or percentage payable in the preceding year.” The Preamble to the final GRAT regulations (T.D. 8395, 2/4/1992) described the above regulation as follows: “The proposed regulations prohibited increases to prevent transferors from ‘zeroing out’ a gift while still effectively transferring the appreciation on all property during the term to the remainder beneficiary (e.g., by providing a balloon payment in the final year of the term). The Treasury Department and the Service believe that such a result would be inconsistent with the principles of section 2702.” “In response to comments requesting that increases in the annuity … amounts be permitted throughout the terms, the final regulations provide flexibility to taxpayers by permitting the annuity … amount to be 120 percent of the annuity … amount paid for the preceding year. …. The final regulations, with minimum complexity, strike a balance between government policy concerns and taxpayer’s desire for planning flexibility.”  Since the CLAT is similar to a GRAT, the government policy against balloon payments at the end of a GRAT might very well carry over to a balloon payment at the end of a shark fin CLAT as an abuse.

2) Con - The 1992 preamble policy seemed based on opposition to zeroing out a GRAT. The IRS theoretically lost that argument in Walton v. Commissioner, 115 T.C. 589 (2000), which held that a qualified annuity could be measured without regard to the grantor’s life expectancy if payable to the grantor’s estate after the grantor’s death for the rest of the GRAT term. In Notice 2003-72, 2003-44 I.R.B. 964 the IRS acquiesced in Walton. Although the IRS has not conceded that zeroed out GRATs are possible, most estate planners draft GRATs which come very close to zeroing out.  The GRATs come from an entirely different section of the Code requiring a “qualified interest” consisting of a fixed fraction or interest increasing no more than 120% annually. IRC Section 2702(b) and Reg. Section 25.2702-3(b)(1)(ii)(B). A CLAT on the other hand requires only a guaranteed annuity of a determinable amount which may increase. Reg. Section 20.2055-2(e)(2)(vi) and Reg. Section 25.2522(c)-3(c)(2)(vi).

3. Shark Fin CLATs With Life Insurance

a. Advantages of life insurance. 

1) The CLAT will continue until the insured’s death at which time the death proceeds will be available to pay the termination annuity payment. Thus the funds to pay the balloon annuity are guaranteed to be there (if any premiums are paid) and the payment is not endangered by the risk of inadequate growth in other investments.

2) The donor can create a grantor trust so that he will receive an income tax charitable deduction. Since the insurance will provide the funds to pay the termination annuity and to increase the family remainder, the other assets in the trust can be a relatively small investment in tax exempt bonds which will lower or eliminate the income taxable to the donor over the life of the trust.

b. Disadvantages of life insurance

1) The tax-exempt bonds (or other trust assets) must produce enough income to pay the charity’s reduced guaranteed annuity and any life insurance premiums.

2) No additional contributions are permitted to the CLAT to pay future premiums and future guaranteed annuity payments.

c. Tax consequences.

1) Shark fin CLATs with life insurance have the same tax uncertainties  as the regular shark fin CLAT as to whether it is a qualified CLT entitled to charitable deductions.

2) Is the life insurance a personal benefit contract under IRC Section 170(f)(10)? If it is, no income tax charitable deduction would be allowed for all contributions to the trust. IRC Section 170(f)(10)(A). Worse of all, premium payments by the trustee of the CLAT would subject the CLAT to a 100% excise tax. IRC Section 170(f)(10)(F)(ii).

(a) At first glance, it would appear that it would be a stretch for IRC Section 170(f)(10) to apply. However, the definition of a “personal benefit contract” under the statute is very broad. Furthermore, the IRS has declined to issue a private letter ruling that such section did not apply and the author has been told that the IRS agent involved stated that it was his personal opinion that IRC Section 170(f)(10) did apply.

(b) Argument that the insurance in the shark fin CLAT is a personal benefit contract. Requirements of IRC Section 170(f)(10):

(1) “transfer to or for the use of” a charity. IRC Section 170(f)(10)(A). Argument is that the policy transferred to the CLAT (or the money used to purchase the policy) is at least indirectly for the use of the charitable income beneficiaries.

(2) “there is an understanding or expectation that any person will directly or indirectly pay any premium on any personal benefit contract with respect to the transferor.” IRC Section 170(f)(10)(A)(ii). Although the charity is not paying the premium, the argument is that the trustee of the CLAT is expected to pay it.

(3) “‘personal benefit contract’ means, with respect to the transferor, any life insurance, annuity, or endowment contract if any direct or indirect beneficiary under such contract is the transferor, any member of the transferor’s family, or any other person … designated by the transferor.” IRC Section 170(f)(10)(B). The argument is that the remaindermen of the CLAT will benefit and that they are either family members of the transferor or someone designated by the transferor.
(4) IRC Section 170(f)(10)(E) exempts CRTs from the personal benefit contract rules. However, there is no exemption for CLTs.
(5) Perhaps IRC Section 170(f)(10) can be avoided if a single premium policy is donated to the trust with no future premiums to be paid by the trustee. However, if the policy was purchased by the donor shortly before the gift, the IRS might argue that the CLAT really paid the single premium under some step transaction theory.
(c) Arguments against applicability of the personal benefit contract rules to shark fin CLATs.

(1) The 1999 statute was designed to prevent charitable reverse split dollar arrangements where the charity is not likely to receive a benefit. Under a CLAT, the charity will receive a significant income annuity and the insurance makes it more likely that the large final annuity will be paid to the charity.

(2) Any worry about a personal benefit contract can be eliminated by the donor transferring a paid up policy to the CLAT which has no future premium payments. Thus the trustee or any other person pays no premium after the policy is transferred to the trust. Although this strategy would work for an “old and cold” policy previously owned by the donor, there may be a step transaction risk if the donor purchases the single premium policy shortly before transfer to the CLAT.
3) Potential negative recapture rules.

(a) Making a shark fin CLAT a grantor trust may be attractive for obtaining a charitable income tax deduction. Since most of the trust is invested in an insurance policy, the income build up is not subject to income tax as long as it remains in the policy. Thus there will be little or no phantom income realized by the grantor during the term of the trust to offset the advantage of his front end charitable income tax deduction.

(b) However, if the grantor dies or the CLAT otherwise ceases to be a grantor trust during the term of the CLAT, the income tax charitable deduction is recaptured reduced by the discounted value of the trust income taxable to the grantor (language of IRC Section 170(f)(2)(B)) or of the amounts paid to the charity (language of Reg. Section 1.170(c)(4)(ii)) before cessation of grantor trust status.
(c) Reg. Section 1.170(c)(4)(ii) specifies that the recapture is reduced by the discounted value of the amounts paid to the charity “before the time at which he ceases to be treated as the owner of the interest.”

(d) The regulation does not define “before the time.” In case the CLAT terminates at the end of a fixed term of years or at the death of the grantor, it would seem that the CLAT and the grantor trust status end at the same time. But the final annuity payment will almost certainly be paid after the termination.

(e) Thus the IRS could take the literal reading of the regulation and say that the final payment is after the termination of the CLAT and the grantor trust status and there would be a recapture for the final payment.

(f) Such an interpretation would be disastrous for a shark fin CLAT since all of the balloon payment would be paid after the termination of grantor trust status with the maximum recapture.

(g) For a CLAT which terminates after a term of years, the problem can be solved in drafting by providing that the grantor trust continues until after the final payment.

(h) However, for a shark fin CLAT or other CLAT which terminates at the death of the grantor, the continuation of the grantor trust status until after the final annuity payment of the insurance proceeds s impossible since the grantor trust status must end at the grantor’s death.

(i) On commentator suggests that the recapture problem may be avoided by having the CLAT provide that upon termination of the CLAT because of the grantor’s death, the charity will be vested in CLAT assets free of trust in the amount of the final annuity payment. Blattmachr, “What Your Mother Never Told You -- The Truth About Charitable Remainder and Charitable Lead Trusts,” 37th Annual Notre Dame Tax & Estate Planning Institute (2011) p. 25-37, 38. However, could the IRS still argue that the vesting payment free of trust was simultaneous with the termination of the grantor trust status and therefore did not occur “before?”
(j) So far the IRS has not made this argument. If there is a recapture, at least the grantor has delayed his income tax until recapture but must have the liquidity available to pay the tax if recapture occurs. If the grantor does not want to risk recapture, then avoid grantor trust status for the CLAT and not take the front end income tax deduction.
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