CHAPTER 7 L |

CHARITABLE GIVING

Contributions to charitable organizations, such as churches, educational institu-
tions, and community foundations, are often an important part of personal,
financial and estate planning. Charitable gifts can be as simple as contributions
to the charity or charities of your choosing. These are often referred to as
“current” or “present” gifts. “Deferred” gifts, on the other hand, involve the
contribution of an asset to a charity but the donor (or another person) retains
the right to receive some benefit from the asset for a period of time.

The primary objective of most charitable gifts is to benefit the donot’s favored
charities. Certain income, estate, and gift tax advantages can also be achieved
through proper planning. The choice of assets to be contributed to the charita-
ble organization, and the manner and timing of the contribution, will affect the
tax consequences.

Charitable gifts may be made during the donor’s lifetime, at the time of death,
or in combination. As with lifetime gifts, charitable gifts at death may be either
outright for the immediate use of the charitable organization or deferred for use
at a later date.

Donors who desire to achieve tax advantages from their charitable giving
should ask three questions. First, what organizations should be the recipients of
my charitable gifting? Second, what assets may I give to these organizations?
Third, what are the tax benefits of the gift?

Qualified charitable organizations

Individuals may make tax-advantaged gifts to certain, but not all, chatitable
organizations. These organizations encompass a broad spectrum of entities,
including public charities, educational institutions, hospitals, and religious or-
ganizations. In addition, deductible contributions may be made to other non-
profit organizations, such as community foundations and private foundations.
Gifts to governmental bodies also qualify for the charitable deduction.

However, not all nonprofit organizations qualify as a deduction for the donor.
For example, donations to lobbying groups, political parties and candidates, and
most gifts to service and fraternal organizations (such as a Rotary or Elks Club)
do not qualify for a deduction. If you have any question as to whether your
donation qualifies for a deduction, contact your tax professional. You may also
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contact the IRS for its Publication 78 which is a cumulative list of qualified
charitable organizations. It may be found at a local library or at www.irs.gov.

Assets that may be donated

Virtually any asset owned by the donor may be donated to a charitable organiza-
tion. Intangible assets such as cash, stock, bonds and life insurance policies are
frequently contributed to charities. Likewise, tangible assets such as real estate,
artwork, and other collectibles may also be the subject of a charitable gift.

Intangible assets are generally preferred for donation to charity because such
assets are relatively easy to transfer and can be put to immediate use for charita-
ble purposes. The value of such assets may be determined from stock market
quotations, insurance company records, or other published sources. Tangible
assets, though also frequently donated, may be more difficult to value and trans-
fer. For particularly large gifts for which the value cannot be easily determined
(such as real estate), additional documentation (such as an appraisal) will be
necessary in order to substantiate the value of the gift and the tax deduction
available to the donor.

Income tax charitable deduction

The income tax deduction that is available for gifts to a charity depends on the
type of asset donated, the organization to which it is given, and the donor’s
income in the year of the contribution. These rules are complicated but some
general guidelines follow.

The starting point is to determine the donot’s contribution base, which is the
donor’s adjusted gross income with certain adjustments. The maximum amount
that a donor may deduct for income tax purposes as a charitable deduction in
any year is 50% of his or her contribution base. However, this amount may be
further limited as described below. If the value of the donot’s charitable contri-
butions exceeds the maximum amount he or she can deduct for the year, excess
contributions may be carried forward for up to five subsequent tax years.

Donations of cash and most income-producing assets may be deducted up to
50% of the donot’s contribution base. However, donations of appreciated prop-
erty such as stock or real estate, may only be deducted up to 30% of the donor’s
contribution base. Thus, the type of asset contributed to the charity may affect
the amount of the deduction that can be taken in any year. A donor may make
contributions of both 50% property and 30% property in the same yeat.

The percentage limitations described above may be further limited based on
the type of organization receiving the donation. Gifts to public charities, includ-
ing community foundations, qualify for the 50% limit (unless the gift is of

30% property). These organizations are of the kind that qualify under
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Section 501(c)(3) of the Internal Revenue Code, and thus are often referred to
as “501(c)(3) organizations.”

Other organizations such as veterans groups, fraternal orders and cemetery
societies, known as semi-public charities, do not receive the same treatment.
Contributions to these organizations may only be deducted in an amount of up
to thirty percent (30%) of the donor’s contribution base.

Finally, contributions to private foundations (often referred to as “family foun-
dations”) are further limited to twenty percent (20%) of the donot’s contribu-
tion base. In addition, the charitable contribution of certain assets contributed
to a private foundation may be limited to the donor’s tax basis (usually its acqui-
sition cost), rather than its fair market value at the time of the contribution.

Estate taxes and the estate tax charitable deduction

The Internal Revenue Code imposes a tax on the assets of a decedent owned at
the time of death. The estate tax may also apply to assets not owned by the
decedent but over which he or she had some form of legal control at death.
Many states have estate tax as well.

Gifts to charity made at death qualify for the estate tax charitable deduction. Like
the income tax charitable deduction, the value of assets transferred to a charitable
organization will reduce the value of assets subject to taxation. The types of
organizations that qualify for the estate tax charitable deduction are substantially
the same as those that qualify for the income tax charitable deduction.

However, unlike the income tax charitable deduction, the estate tax deduction
allows the decedent’s estate to reduce the assets subject to estate tax on a dollar-
for-dollar basis, without limitation. Thus, transfers to charity as part of your es-
tate plan can completely eliminate the estate tax that would otherwise be payable.

Gift taxes and the gift tax charitable deduction

The Internal Revenue Code taxes transfers during lifetime in much the same
manner as transfers at death. As with the estate tax, the donor can offset any
gift tax by applying his or her gift tax applicable credit amount (curtently

$1 million) to the transfer.

Consistent with the estate tax rules, a donor will be able to take a charitable
deduction for any gift transfer to qualified charities, which essentially makes the
gift to the charity tax free. However, depending on the amount and type of
transfer, a Gift Tax Return (IRS Form 709) may be required. In addition, certain
split-interest transfers, such as to a charitable remainder trust or a charitable
lead trust, will result in a gift tax where someone other than the donor and the
charity receive some benefit from the trust.
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Deferred charitable gifts

Many people desire to make significant contributions to favored charities but
wish to retain the right to use or receive income from the donated property.
This may be accomplished through a vatiety of structures. For example, a per-
son may give their home or farm to a charity but retain the right to reside in the
residence or continue to use the farm for his or her lifetime (referred to as a
“life estate”). Assets may also be contributed to a charitable trust (known as a
“charitable remainder trust”) allowing the donor to retain a stream of income
from the trust for a term of years or life. With these strategies, a current in-
come tax charitable deduction is allowed for such gifts, and the assets will not
be included in the donot’s estate for purposes of calculating the estate tax due
on a donor’s death.

CHARITABLE REMAINDER TRUST

A charitable remainder trust (CRT) is a form of deferred giving strategy
that allows the donor to make a charitable contribution but retain the right
to use the donated property (within certain limitations) for a term of years
or for life. The CRT is divided between an income interest, usually for the
benefit of the donort, and the remainder interest for the benefit of one or
more charitable organizations. A CRT is often referred to as a “split-
interest trust” for this reason.

A CRT may be in one of two forms: a charitable remainder unitrust
(CRUT) or a charitable remainder annuity trust (CRAT). The choice of
CRT to be used will depend on a variety of factors including the benefits
to be received by the donor during the term of the CRT and the type of
asset contributed to the CRT.

The CRT may be established to pay income to the donor for a term not to
exceed 20 years or for the donort’s life (which may exceed 20 years). In
addition, the CRT may be established to benefit successive lives (for
example, for the lifetime of the donor and then for the lifetime of the
donor’s spouse) or may benefit someone other than the donor altogether
(although the income interest for someone other than the donor or his or
her spouse will be subject to gift tax).

The income interest reserved by the donor is generally fixed under the
terms of the CRT as a percentage of the trust assets. Once fixed, the
percentage may not be changed. The minimum percentage payout is five
percent of the value of the trust assets. The maximum payout is also fixed
based on several factors including the age of the donor, term of the CRT,
and prevailing interest rates.

The primary distinction between the CRAT and the CRUT is the
determination of the income interest paid to the donor. If the donor
selects a CRAT, the trust will pay a fixed annuity to the donor, based on
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the value of the assets contributed to the CRT at the time it is created. For
example, if $100,000 is contributed to a CRAT with a five percent income
interest, the donor will receive an annual payout of $5,000. This amount
will not change regardless of any change in the value of the trust assets
over time. This approach may be preferred when the donor wishes to have
an income stream that he or she can rely on for the trust term.

Alternatively, if the donor selects a CRUT, the income interest will be re-
determined each year based on the value of the trust assets. If the CRUT
increases in value, the income interest will also increase. In the above
example, if the trust assets increased from $100,000 in the first year to
$120,000 in the second year, the payout year would be $6,000 (five percent
of $120,000). The CRAT, on the other hand, will continue to pay $5,000

regardless of any change in value.

When the CRT income interest ends (either at the end of the set number
of years or the death of the donor or other designated non-charitable
beneficiary) the remaining assets pass to the designated charitable
organization(s). Even though the CRT is an irrevocable trust, the donor
may retain the right to change the charitable beneficiaries. The donor may
also serve as his or her own trustee during the trust term (with certain
limitations) or may select someone else to be the trustee.

One of the most significant benefits of the CRT is that the donor receives
an immediate income tax charitable deduction even though the assets will
not pass to the charity(ies) until some time in the future. This deduction is
limited under the same rules set out in this chapter. In essence, the income
tax charitable deduction is equal to the value of the assets contributed to
the CRT, reduced by the value of the income interest tetained by the
donor. This value is determined under certain provisions of the Internal
Revenue Code. The longer the payout to the donor or the higher the
payout percentage, the smaller the charitable deduction.

Another important benefit of a CRT is that the sale of appreciated assets
contributed to the trust or purchased by the trustee will not result in
taxation of the capital gain. A CRT is a tax-exempt entity. For example, if
the donor contributes a highly appreciated asset (such as stock or real
estate) to the CRT, the asset may be sold and the donor will not have to
pay the capital gains tax on the sale. As a result, the trustee may reinvest
the full amount of the sale proceeds from the sale of the appreciated asset.
This will likely increase the income interest compared with selling the same
asset and reinvesting the sale proceeds after paying capital gains taxes.

The payout of the income interest is taxable income to the recipient (either
as ordinary income or capital gain) unless the distribution is from the
donor’s basis in the property contributed to the CRT. Specific rules apply
to the order of priority that apply to the tax characteristics of the payout.
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If the CRT terminates at the donot’s death, the assets are included in the
donot’s estate for purposes of determining the estate tax due. However, the
donort’s estate will receive a charitable deduction for the amount distributed
to charity. Thus, the donot’s estate tax liability is reduced. As indicated
above, if the CRT is designed to benefit a person other than the donor or
his or her spouse (either during the donot’s lifetime or at death), the value
of the income interest that benefits someone other than the donor or his/
her spouse will be considered a taxable gift. In turn, the use of the donot’s
gift tax exclusion will affect the applicable credit amount available to the
donort’s estate to offset estate taxes.

CHARITABLE GIFT ANNUITY

Similar to a CRAT, a donor may establish a charitable gift annuity with a
charitable organization that is authorized to issue annuities. The donor will
receive a charitable deduction calculated in 2 manner similar to that of a
charitable remainder trust. However, unlike the charitable remainder trust,
the donor may not manage the assets contributed to the charity in the form
of a charitable gift annuity. It is nonetheless a valuable alternative to the
complexities associated with a CRT, especially for smaller deferred
charitable gifts.

Many charitable organizations are qualified to issue charitable gift
annuities. The amount of the annuity that is payable to the donor and the
amount of the charitable deduction will depend on the donor’s life
expectancy and the prevailing interest rate environment. Gift annuities may
also be established for more than one person; for example, for the lives of
both the donor and his/her spouse. Annuity payments may begin
immediately ot be deferred to a later date. In most circumstances the
interest rate offered by a charitable organization on a charitable gift annuity
is established by the Committee of Gift Annuities.

The contribution of cash or assets to a charity in exchange for a gift
annuity is a complicated transaction since it is composed of both a chatita-
ble gift as well as the purchase of an annuity. The gift annuity becomes a
general obligation of the organization issuing it. Furthermore, the gift of
appreciated assets in exchange for the gift annuity will result in recognition
of capital gain by the donor. However, if certain requirements are met, the
capital gain is reportable over the life of the annuity, and not all in the year
the annuity was acquired. Thus, a portion of each annuity payment will be
treated for income tax purposes as capital gain.

CHARITABLE LEAD TRUST

Another form of split-interest trust is a charitable lead trust (CLT). As with
a CRT, a CLT may be cither in the form of an annuity or unitrust.
However, unlike a CRT, the CLT is not a tax-exempt entity and there is no
minimum or maximum payout requirement.
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A CLT is the reverse of a CRT. The income interest is paid to a charitable
organization for a term of years and the remainder interest is paid to non-
charitable beneficiaries (such as the donor’s children). The value of the
remainder interest payable to the non-charitable beneficiaries is a taxable
gift of a future interest.

The determination of the charitable deduction will depend on the type of
CLT selected by the donor. If the CLT is designed to be a grantor trust for
income tax purposes, the donor receives an income tax charitable
deduction for the present value of income interest payable to the charity
over the term of the trust. This deduction may be used in the year in which
the CLT is established and funded, and is subject to the five-year carry
forward rules discussed above. However, as a grantor trust, the income of
the CLT will be taxed to the donor as well. If, on the other hand, the CLT
is designed to be a complex trust for income tax purposes, the income of
the CLT will be taxed to the trust (not the donor) and the income tax
payable can be offset by each year’s distribution to the charity as a
charitable contribution.

The primary advantage of the CLT is that the value of the transfer to the
non-charitable beneficiary is reduced by the value of the income interest
paid to the charitable organization during the trust’s existence. A CLT is
beneficial to donotrs who wish to make a commitment to a charitable
organization for a period of years but have non-charitable beneficiaries
(such as children) be the ultimate recipient of their estate. An added
advantage of the CLT is that the appreciation of the assets in the CLT will
pass to the non-charitable beneficiaries without additional gift or estate tax.

Community foundation

In general, a community foundation is a grant-making organization that receives
donations from donors and makes distributions to charities on a petiodic basis.
A community foundation may hold and invest the contributions in either com-
mon or separate accounts, and may serve as the trustee of trusts (such as a
charitable remainder trust) established by donors. Generally, though not exclu-
sively, a community foundation makes grants to charities in the community in
which the foundation is located.

One of the principal advantages of making contributions to a community foun-
dation is that the donor receives the most favorable income tax deduction for
his or her contribution since the community foundation is a 501(c)(3) organiza-
tion. Contributions of cash or income-producing property are subject to the
50% limitation, and contributions of appreciated property are subject to the
30% limitation.
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Another advantage of making contributions to a community foundation is that
the donor or the donor’s family may have a significant level of involvement in
the process of selecting the charitable recipients of the distributions from the
community foundation. For example, the donor may make recommendations
each year regarding how the income from the donor’s fund will be used in
achieving the donor’s charitable objectives in the community. However, the
donor’s input is in the form of advice only; the final decisions rest with the
community foundation’s board of directors.

Private foundations

Donors who wish to exercise substantial control over the use of the donot’s
charitable contributions will often select a private foundation for this reason.
Unlike a community foundation, a private foundation is not publicly supported.
Generally, a single donor (or a small number of individuals close to the donor)
will be the sole source of support for the private foundation. Donors will often
establish a private foundation in a year in which the donot wishes to pre-fund his
or her charitable giving for several years in advance in order to achieve the most
economic income tax result.

The primary advantage of the private foundation is that it will allow the donor
almost complete control over the use of the donated funds. The process of
selecting the charitable organization to which funds will be distributed from the
private foundation is completely within the control of the board of directors of
the foundation. The donor, his or her family members, friends and other advi-
sors will often comprise the board of directors of the private foundation. For
this reason private foundations are often used by parents to instill in their chil-
dren the sense of charitable giving and commitment to the community.

However, this level of control and flexibility comes with a cost. Private founda-
tions are subject to a myriad of rules regarding the operation of the foundation,
including prohibitions against using the foundation to achieve non-charitable
purposes (so called “self dealing”). Private foundations are also subject to cer-
tain taxes that do not apply to public charities. In addition, private foundations
must file an application with the Internal Revenue Service in order to be ap-
proved as a tax-exempt organization. Furthermore, annual reports regarding
the financial activities of the private foundation must be filed with the Internal
Revenue Service and the state in which the corporation or trust was established.

Private foundations are also subject to special limitations with regard to the in-
come tax deduction available to the donor. Cash and income producing assets are
limited to 30% of the donot’s contribution base and gifts of appreciated assets are
further limited to 20% of the donot’s contribution base. Certain contributions
(such as stock in a closely held business) are subject to additional limitations.
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Finally, if the donor is allowed to participate in the decisions of the board of
directors regarding the recipients of the distributions from the foundation, the
contributions to the private foundation may be includable in the donot’s estate
for estate tax purposes. The Internal Revenue Code provides that assets that are
gifted but subject to the donor’s control will be included in the donot’s estate at
death. Thus, certain additional steps must be taken to shield the donot’s estate
from this result if the purpose of the gift to the foundation is to achieve both
income and estate tax savings.

Charitable gifts at death

Making charitable gifts at the time of death is a preferred approach for many
individuals. During lifetime, the donor may have the full use and enjoyment of
the property. At death, the donor’s will or living trust must describe the terms
of distribution to the charitable organization. For example, a donor’s will may
set out a specific amount or assets to be distributed to the charitable organiza-
tion. Alternatively, the donor might state that a percentage of his or her estate
will be set aside for charitable purposes. Donors should discuss these options
with their advisors.

In addition, the split-interest
trust options (charitable
remainder trust or charitable
lead trust) outlined above
may be utilized at death, but
with somewhat different tax
consequences than as previ-
ously discussed. For exam-
ple, a donor may include
provisions in his or her will
to establish a CLT at the
time of his or her death. The
CLT will benefit the designated charity for a term of years. At the end of the
term, the CLT terminates in favor of the donor’s children (or other non-

charitable beneficiaries).

If the contribution meets certain qualifications, the donot’s estate is entitled to a
deduction for the full fair market value of the assets passing to the charitable
organization and is not limited in the same way as the income tax charitable
deduction. Thus, the estate tax can be substantially reduced or eliminated by
making a contribution to a charitable organization.

Certain assets such as retirement plan benefits, individual retirement accounts,
tax-deferred annuities, contracts for the sale of appreciated assets and deferred
compensation agreements have income tax consequences that survive the dece-
dent. These assets are known as “income in respect of a decedent” or “IRD.”
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The heirs of the decedent (or worse, the decedent’s estate) must pay the income
tax. Often the income tax consequences to the heirs of the decedent will be far
greater than if the decedent had paid the tax during his or her lifetime. The in-
come tax on such assets, when combined with the estate tax, can exceed eighty
percent of the value of the asset.

One estate planning opportunity for donors with assets that constitute IRD is
to designate such assets for charitable purposes. For example, the donor may
name a charity as the beneficiary of his or her retirement plan, individual retire-
ment account, or tax-deferred annuity. Since the charity is a tax-exempt organi-
zation, it will not have to pay the income tax that a non-charitable beneficiary
(such as the donor’s heirs) would have to pay.

Coordinating the estate plan to take into consideration assets that constitute
IRD is highly complicated, particularly where the donor has both charitable and
non-charitable beneficiaries. The donor should seek the advice of a qualified tax
advisor before implementing an estate plan under such circumstances.

Conclusion

There are many strategies available to achieve your charitable giving objectives.
The tax rules regarding charitable giving are complicated. However, with proper
planning, you can promote the mission of your preferred charities and achieve
tax benefits as well.
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