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How Does a Charitable Remainder Trust Work?

Reward Yourself with Tax Savings while Providing for Charity

A charitable remainder trust (CRT)
isagreat estate planning vehicle to
reduce estate tax liability, to “tap
into” the appreciation of an asset
without paying income tax, and to
fulfill charitable intentions.

How CRTs Work. The person
setting up the CRT is cdled the
settlor. A CRT can be created
with one or two settlors (i.e., single
person or husband and wife). The
settlor is typicaly the income
beneficiary of the CRT. The
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settlor chooses one or more chari-
ties as remainder beneficiaries.

1. The CRT document is executed
by the settlor.

2. The settlor contributes highly
appreciated stock and/or highly
appreciated real estate to the CRT.
The transfer of the assets is a gift.
Since the CRT is a charitable en-
tity, the settlor can receive an im-
mediate income tax deduction for
the contribution. No gift tax is due
on the gift because it is being made
to a charitable entity. The fair
market value (FMV) of the asset is
removed from the settlor’'s estate,
thereby eliminating estate tax on
the asset upon death.

3. The CRT thereafter sells the
contributed asset. NoO income tax
will be due upon sale because the
CRT is a charitable entity. Be-
cause no tax is due, the entire sale

proceeds are available to be in-
vested for higher-yielding assets.
The income from the re-invested
assets accumul ate tax-free.

4, The income beneficiary
(oftentimes the settlor and/or a
child and/or a spouse) receiving
annua income from the CRT for a
specific number of years or for
life. If the income is measured as
a percentage of the trust assets, the
CRT isa“unitrust”. If the income
is a fixed dollar amount, the CRT
isan “annuity” trust.

5. Upon the income beneficiary’s
passing, the remainder interest
passes to the settlor's selected
charity or charities. None of the
trust principa is included in the
settlor’'s estate for estate tax pur-
pOses.

Conditions of a CRT. CRTsare
complex trusts, and must be estab-
lished with certain parameters.

For example, in setting up a CRT,
annual payments to the income
beneficiary must be at least 5% of
the value of the trust’s assets, but
cannot exceed 50%.

The present value of the remainder
interest passing to the charity(ies)
must be at least 10% of the
amount contributed. (The value of
the remainder interest is calculated
based upon the settlor’s life expec-
tancy according to IRS tables and
the federal applicable rate in effect
a the time the CRT is created.)
Due to these conditions, individu-
asin their 20s and 30s are usualy
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How Does a Charitable Remainder Trust Work? (continued)

limited to CRTs with fixed terms
of up to 20 years, rather than life-
time terms.

Since the immediate income tax
deduction is figured from IRS
tables based upon age, older indi-
viduals will receive a greater in-
come tax deduction. Deductions
cannot exceed 50% of your gross
adjusted income. but any deduc-
tions not used in the year of con-
tribution may be carried forward.

Advantages of a CRT

— Creates an immediate
income tax deduction
Reduces estate taxes due
to charitable gift
Allows sale of highly ap-
preciated assets without
capital gains tax
Permits re-allocation of
investments without in-
come tax
Increases funds net in-
come potential to donor
Leaves a legacy for
charity

Although the CRT is an irrevoca
ble trust, the settlor can change
the CRT's charitable beneficiar-
ies at any time.

[llustration. Husband (H) and
Wife (W), ages 60 and 58, have a
second home with a fair market
value of $500,000. The cost ba-
sis of the home is $100,000. H
and W decide to transfer the sec-
ond home to the CRT which will
pay them a 9% return on trust

(next column above)

principal, revalued annualy, ($45,000
for the first year) for their joint life-
times. This gift produces an immedi-
ate income tax deduction of $55,000
and H and W save $80,000 in capital
gains taxes because the CRT is not
subject to tax when the second home
is sold. The full sales proceeds are
available for reinvestment in higher
yielding investments. H and W have
also removed a $500,000 asset from
their estates, possibly saving $225,000
in estate taxes. Upon the death of the

r

survivor of them, the remaining CRT
assets will pass to H and W’ s selected
charity or charities.

Although the CRT does remove assets
from H and W’s estate, and thereby
making them unavailable for their
children’s inheritances, H and W may
use the annual income from the CRT
to purchase a life insurance policy on
their lives with a face amount of
$500,000 to replace the inheritance.

Conclusion. The CRT enables donors
to make a major gift to favorite chari-
ties without sacrificing income. With
careful planning, a CRT may enhance
a donor’s income and estate tax sav-
ings and provide financial benefits
while making a charitable gift that
would otherwise be impossible. %
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