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Dear Strategic Advisor: 
 
People are motivated to make gifts to charity by a variety of reasons, including: 

 

· To further the charity’s mission 

· To support their sense of stewardship 

· To share their good fortune 

· To create a kind of immortality 

 

In addition to these reasons, donors can also be motivated by tax considerations when decid-
ing to make charitable gifts. 

The majority of charitable giving is done by volunteer work or by simply writing a check to a 
charity of choice. However, for those who are seeking to achieve multiple objectives, more 
sophisticated giving techniques can be considered. 

Even though the tax law regarding charitable remainder trusts is mature, in our experience 
many financial professionals struggle to understand how a good CRT implement works. In 
this issue of the Advisor’s Bulletin, we will review the basics of CRT planning, clear up some 
common misunderstanding about CRTs, and identify the best prospects to pursue a CRT 
strategy. 

 
Regards, 
Michael W. Lagos, CFP®  
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For example, an affluent person seeking to help a charity and also solve some tax problems might consider im-
plementing a lifetime charitable remainder trust (CRT). Under a CRT, the donor usually receives an income 
stream for life or for a stated number of years, after which the remainder interest, the amount left in the trust at 
the donor’s death, passes to the charity.  
 
If properly implemented, a CRT creates several tax benefits for the donor: 
 
· No capital gains tax is generated on the sale of appreciated assets after they have been donated to the CRT. 
· The donor receives an immediate charitable income tax deduction equal to the value of the donation minus 

the present value of the income stream. 
· The donor’s estate receives a future estate tax deduction for the value of the charitable remainder interest. 
 
CHARITABLE REMAINDER TRUSTS 
 
Charitable remainder trusts are a tax code-approved way to make sophisticated gifts to charity while allowing 
the donor to achieve certain other personal objectives. The implementation of a CRT begins with a trust docu-
ment drawn up by an attorney. The client-donor decides on the parameters about how the CRT will divide the 
income and remainder interests between donor and charity.  
 
Tax Overview 
 
While nearly all who pursue CRT planning have at least some philanthropic motives, tax advantages are im-
portant, too. 
 
Here is an example that will provide a framework for the tax discussions that follow. 
 

Herb Alderhaus is a 72-year-old entrepreneur with three grown children. Herb’s net worth is approxi-
mately $50 million. 
 
Herb sold his closely held business to an ESOP a few years ago, substituting publicly traded securities 
for his closely held business interest. Those holdings make up the bulk of his net worth. 
 
Herb will have high income for the next two years, as he remains a well-paid consultant to his former 
company. His consulting agreement expires in 2024. 
 
Herb owns a piece of commercial real estate worth $3 million that is completely paid for and nearly 
completely depreciated. While in his younger days he might have been interested in either continuing to 
manage the property or trading it tax-free through a Section 1031 exchange for another commercial real 
estate property, Herb has decided he has had enough of managing real estate. He wants to sell the prop-
erty and plans to use the proceeds to generate an income for himself—or to meet other objectives—after 
his consulting agreement is finished. 

 
Herb is active in his Rotary Club at the local, district, and zone levels. He is interested in making a siza-
ble gift to The Rotary Foundation that will make him eligible for special recognition. 
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Herb is intrigued by the idea of a charitable remainder trust. He would like to set it up today and donate 
his property to the CRT. He already has a buyer identified for the commercial property, although no 
purchase deal has been discussed yet. 

 
CRT IS TAX-EXEMPT 
 
The CRT is a tax-exempt trust. See Code Section 664(c). The CRT itself is not a charitable organization. 
 
CRT QUALIFICATION TESTS 
 
While it is possible for a donor to design a charitable remainder trust to satisfy certain personal planning objec-
tives, there are IRS-imposed limits. While we will not discuss the implementation rules in detail, some re-
strictions in design are worth mentioning here: 
 
· The CRT payout needs to be at least 5 percent annually. 
· The present value of the charitable remainder interest must be at least 10 percent. 
· The odds of the charity getting something at the end—calculated at the trust’s inception—generally needs 

to be at least 95 percent. 
 

The last two points are aimed at preventing a donor from manipulating CRT rules in a way that would unfairly 
favor the donor’s interest in the trust at the expense of the charity’s remainder expectation. 
 
CRT AVOIDS CAPITAL GAINS 
 
One of the attractive tax features of a CRT is that the donor is able to transfer appreciated capital assets to the 
trust without recognizing any capital gains tax liability. The ability to avoid capital gains taxes makes CRTs a 
go-to strategy to be considered by those with highly appreciated capital assets. 
 
When the trust subsequently sells the appreciated asset, the CRT itself does not have a capital gains tax result 
either because the CRT is tax-exempt. All of the net sales proceeds are thus retained by the trust and can be 
used to support the donor’s retained income stream and the ultimate charitable gift. 
 
Here is how that might look in the Herb example described earlier: 

 

Herb donates his paid-for $3 million commercial property to the CRT he has created. Herb recognizes 
no capital gains result at the time of the transfer. The trustee of the CRT subsequently sells the property 
for $3 million. Neither Herb nor the CRT recognizes any capital gains tax result at the time of the sale. 

 

It is important that Herb make the gift of the property prior to a deal for its sale being finalized. The Service 
has said, in Rev. Rul. 78-197, 1978-1 C.B.83, that if there is a prearranged sale of the property then the capital 
gains result for Herb will not be avoided. 

 

CHARITABLE INCOME TAX DEDUCTION 

 

Proper CRT planning can create an immediate itemized charitable income tax deduction for the donor. 
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The amount of the potential tax deduction is  
 

Fair market value of the property donated to the CRT 
Minus 

Present value of the income stream retained by the donor 
 

The present value of the income stream is calculated using the so-called Section 7520 rate. Here’s how the IRS 
describes that: 
 

To be used to value certain charitable interests in trusts . . . the interest rate for a particular month is the 
rate . . . is 120 percent of the applicable federal midterm rate (compounded annually) for the month in 
which the valuation date falls. That rate is then rounded to the nearest two-tenths of one percent. 
 

For March 2022, the Section 7520 discount rate is 2 percent. 
 
The taxpayer would need to itemize to be eligible to claim the charitable deduction. Furthermore, the charita-
ble deduction may be further limited to 20 or 30 percent of adjusted gross income (AGI) when 
 
· the gift to the CRT is of an appreciated capital asset or 
· the charitable remainder beneficiary is a private foundation rather than a public charity. 
 
Taxpayers who are unable to take full advantage of the charitable deduction in connection with a gift to a CRT 
may carry forward the unused portion for up to five years into the future. 
 
CHARITABLE ESTATE TAX ADVANTAGE 
 
For our high-net-worth clients, the potential estate tax charitable deduction associated with CRT planning can 
tip the scales in favor of the strategy. 
 
Many CRT designs create an income stream for the donor’s lifetime, with the values remaining in the trust at 
the donor’s death going to charity. The remainder interest in the CRT would not be included in the donor’s 
taxable estate. 
 
TAXATION OF DISTRIBUTIONS 
 
In our experience, advisors often get the rules about taxation of CRT distributions wrong. The IRS has pub-
lished specific standards about how CRT distributions are taxed. 
 

First, from ordinary income to the extent of the sum of the trust’s ordinary income for the taxable year 
and its undistributed ordinary income for prior years. 
 
Second, from capital gain to the extent of the trust’s capital gains. 
 
Third, from other income to the extent of the sum of the trust’s other income for the taxable year and its 
undistributed other income for prior years. 
 
Finally, from trust corpus. 
 

See Treasury Regulations Section 1.664-1. 
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Looking at those ordering rules, it seems likely that distributions being made from the CRT to the donor will 
be taxable most of the time in most CRT implements. While in some cases the charitable tax deduction gener-
ated by a CRT gift may offset some of the trust’s taxable income for a while and in part, distributions from the 
CRT to the donor are typically not tax-free. 
 
Types of CRTs 
 
There are two main varieties of charitable remainder trusts—the charitable remainder unitrust (CRUT) and the 
charitable remainder annuity trust (CRAT). We will briefly discuss the differences between the two and also 
touch on some variations of the CRUT design. 
 
CRUT 
 
A CRUT provides income to a named beneficiary during the grantor’s life and then the remainder of the trust 
to a charitable cause. The trust provides variable income to the donor-beneficiary,  
which is based on a fixed percentage of the fair market value of the assets in the trust.  
 
This payout amount is recalculated each year based on the then-current value of the trust’s assets. 
 

Example: Herb donates his paid-for $3 million commercial property to the CRUT he has created. The 
CRUT provides for a 5 percent distribution of the trust’s value each year for the rest of Herb’s life. In 
the first year, it distributes $150,000 to Herb ($3 million value times 5 percent). 
 
If we assume the trust’s value at the beginning of the second year is $2.95 million, Herb’s payout for 
the second year would be $147,500 ($2.95 million times 5 percent).   
 
The income stream would continue for the remainder of Herb’s life based on 5 percent of the trust’s 
new year value each remaining year. 
 

Herb would create a potential charitable income tax deduction based on the value of the gift minus the present 
value of the income stream. While it is possible to calculate the deduction by hand or using a spreadsheet, 
there are free online websites on which the proper calculation may be made.  
 
Using the March Section 7520 discount rate and Herb’s life expectancy, the charitable tax deduction available 
under the facts would be $1,668,720. 
 
All things being equal, the higher the annual payout to the donor and the longer the life expectancy, the smaller 
the charitable tax deduction (and corresponding remainder interest to charity). 
 
NICRUT 
 
Under a net-income CRUT (NICRUT) the trust’s income paid to beneficiaries is the lesser of  
 
i. a fixed percentage of the trust’s net fair market value of the trust assets as redetermined annually, and  
ii. the trust’s actual net income. 

 
In our experience, NICRUTs are used less often than “regular” CRUTs or NIMCRUTs. 
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NIMCRUT 
 
A net-income makeup CRUT (NIMCRUT) is a kind of a NICRUT with a special feature. The trust keeps track 
of any shortfalls where the fixed percentage amount exceeds the net income. The shortfalls are “made up” for 
distribution in future years when the trust’s net income exceeds the fixed percentage amount.  
 
A NIMCRUT is often used when the trust is initially funded with an illiquid asset that cannot easily be convert-
ed to cash. NIMCRUTs are also sometimes used by those wanting to make an immediate charitable gift but who 
also want the income stream produced by the trust to be delayed to a future date.   
 
CRAT 
 
The second kind of CRT is the charitable remainder annuity trust (CRAT). It differs from a CRUT in that the 
income stream payable to the donor is fixed for its duration. Here’s an example: 
 

Example: Herb donates his paid-for $3 million commercial property to the CRAT he has created. The 
CRAT provides for a 5 percent distribution of the trust’s value each year for the rest of Herb’s life. In the 
first year, and every year thereafter, it will distribute $150,000 to Herb ($3 million value times 5 per-
cent). 
 
After Herb dies, whatever remains in the CRAT goes to the named charity. 
 

Since the CRAT offers a more stable and predictable payout, it usually generates a lower charitable tax deduc-
tion that a similarly configured CRUT. Assuming the facts above, the charitable deduction would be $1,372,230, 
as opposed to the CRUT design which yielded the higher $1,668,720 based on a 5 percent payout. 
 
Common Misconceptions 
 
We have talked to agents who are helping their clients consider a lifetime CRT implementation. Sometimes they 
have the wrong idea about how the strategy will work. 
 
ROLE OF LIFE INSURANCE 
 
Sometimes life insurance agents get the idea of having a CRT put some or all of its principal in a life insurance 
policy. Perhaps some are misled by the belief that tax-free distributions from the permanent life policy will pass 
through tax-free to the donor of the CRT. 
 
As we discussed earlier, the taxation of distributions from the CRT to the donor follow strict ordering rules. Any 
untaxed gains held by the CRT will be subject to income tax when these monies are distributed to the donor. 
That’s true even if the CRT subsequently generates tax-free income. Here’s an example. 
 

Example: Herb donates his paid-for $3 million commercial property to the 5 percent CRAT he has creat-
ed. Herb’s basis in the property is $500,000. The CRAT trustee sells the property for its $3 million value. 
 
If we assume the CRAT earns no taxable income, the first $2.5 million the CRAT pays out to Herb (at 
$150,000/year) will be taxable at capital gains rates. 
 

In addition, most people would prefer for tax-free life insurance death proceeds to be paid to family rather than 
to be left to charity as a remainder interest. 
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Therefore, when life insurance is sold in connection with a CRT implementation, it is usually as a wealth re-
placement. The policy is owned personally or by an ILIT for those with high net worth. The life insurance poli-
cy’s death benefit is designed to replace the family wealth lost due to the sizable gift to the CRT. 
 
COMMERCIAL ANNUITY NEEDED FOR CRAT 
 
Some get misled by the name charitable remainder annuity trust. They believe a commercial deferred annuity is 
somehow an integral part of the CRAT. That is not the case. The “annuity” in CRAT refers to the style of the 
payout rather than a deferred annuity. 
 
The trustee of a CRAT generally invests in assets that can help support the income stream needed for the donor, 
while also maximizing the chances the charitable remainder beneficiary will also eventually be rewarded. While 
nothing in CRT regulations prevents the trustee from investing in a deferred annuity, often more promising re-
turns—consistent with the CRT objectives—are offered by taxable stock and bond funds. 
 
THE WRONG KIND OF DONATED ASSET 
 
IRAs or nonqualified annuities are not the right assets to earmark for CRT planning while the account owner is 
alive. In both cases, donation of the underlying asset to the CRT would be treated as an income taxable surren-
der of the whole account by the account owner. 
 
While we have not focused on using CRATs as testamentary giving tools, it is worth mentioning that some have 
promoted testamentary CRATs as a way to mimic the old stretch IRA concept in a post-SECURE Act world.  
 
While it is possible for a donor to make a gift of after-tax cash to a lifetime CRT, it is less common for that to be 
done. CRTs work best when all three tax motivations are present: 
 
· Avoid capital gains tax on a highly appreciated capital asset. 
· Generate an itemized (and usable) charitable deduction. 
· Avoid estate taxes on the underlying donated asset. 
 
If cash is used as the CRT funding source, the first advantage is missing. 
 
Finally, capital assets subject to loans—such as mortgaged real estate—tend not to work easily or efficiently as 
property to be donated to a CRT. Special rules apply to such property—the part sale, part gift rule, for one—that 
reduce the net value of the charitable gift. 
 
BAD MARKETING 
 
In U.S. v. Eickhoff et al, the Department of Justice (DOJ) recently filed a complaint seeking to enjoin seven de-
fendants from promoting an allegedly unlawful tax scheme involving the use of charitable remainder annuity 
trusts. According to the DOJ: 

 
Defendants falsely claim that customers who participate in their scheme can sell property through a char-
itable remainder annuity trust (“CRAT”) arrangement and thereby eliminate the taxable income that cus-
tomers would (and should) otherwise lawfully realize. . . . 
 
The IRS conducted 19 audits and concluded that the Hoffman CRAT Scheme resulted in an underreport-
ing of more than $17,000,000 in taxable income, or $900,000 in taxable income for each of the custom-
ers participating in the audited CRATs. 
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Among other things the DOJ has alleged the promoters did with regard to the CRATs they promoted and imple-
mented: 
 
They claimed that donors would be able to achieve a tax deduction of 100 percent of the value of the asset trans-
ferred to the CRAT, rather than adjusting the deduction downward for the present value of the income stream. 

 
Instead of administering the trust with a trustee in charge of overseeing annual payouts and ultimate gift to chari-
ty, the trust corpus was divided early into an immediate charitable gift of a small portion, with the remainder be-
ing used to buy a single premium immediate annuity. The promoters allegedly told the donors that the SPIA dis-
tributions were income tax-free. 

 
Many of the required annual CRT tax filings were not done. 
 
The government is seeking to enjoin the promoters from promoting CRATs now and in the future. It is also 
seeking to prevent them from engaging in tax preparation activities. Finally, the DOJ is asking the court to make 
them turn over any profits the promoters made in connection with their CRAT marketing. 
 
Best Prospects for Lifetime CRATs 
 
As we discussed earlier, CRATs work best for those who have highly appreciated unencumbered capital assets 
to donate. These other factors also tip the scales in favor of a CRT strategy: 
 

 
· Strong charitable intent 
· Ability to take advantage of significant itemized charitable deduction 
· Desire for a lifetime income stream 
· Estate tax worries 
 
There are also two more factors to consider when proposing a CRT: 
 
1. Is the prospect used to creating complex legal documents? The key first step in creating a CRT is drafting 

the trust itself. That usually costs a significant amount of money and takes time in a lawyer’s office. Not eve-
ryone loves those ideas. 

2. Is the prospect used to playing an ongoing role in honoring complex legal documents? CRTs also re-
quire a fair amount of accounting and legal attention as they are being administered. That will take either the 
client’s time and effort or will involve hiring a professional administrative team. The expenses associated 
with either choice are high and should be considered before any implementation starts. 

 
 
CONCLUSION 
 
Philanthropy is a good thing. When we support those causes in which we believe, it makes us feel good and 
helps make the world a better place. 
 
The federal government has put incentives in place to help encourage charitable giving. Even for those of mod-
est means, gifts of cash to charitable organizations may lower the income tax bill. For wealthier people, the 
world of planned charitable gifts is available to be explored. 
 
Charitable remainder trusts can be a valuable giving strategy for the right client. With the potential for capital 
gains avoidance, current charitable deduction, and being able to keep an income stream, CRTs rightly get a fair 
amount of consideration.  
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Unfortunately, some in our industry have misrepresented—either intentionally or not—the benefits of a CRT 
implementation. We hope the information in this newsletter has helped clarify your understanding of how life-
time CRTs work and identify which of your clients should consider them. 
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LWA strives to develop and maintain sound financial plans designed 

to achieve our client’s wealth accumulation, preservation and trans-

fer objectives, with the goal of preserving their wealth for multiple 

generations.  We provide these services in a confidential and consul-

tative manner, building life-long relationships based upon education, 

trust, communication and service. 
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