1. What client might need this technique?

Charitable Remainder Trusts (CRTs) are primarily used by:

· Clients that want to avoid or defer capital gains on the sale of property.

· Clients that want to obtain a charitable income tax deduction for a gift of property, but continue to receive income from the property for their life or the joint lives of spouses.
· Clients that want to allow their heirs to defer income taxes on retirement accounts they will inherit for longer than would otherwise occur.
· Clients who want to dispose of currently low return assets and acquire higher return assets without the imposition of a current income tax.
2. How do CRTs work?

Tax Deferred Income:  A CRT is a special form of irrevocable trust that is exempt from income taxes.  This means that property transferred to the CRT may be sold by the CRT without any capital gain taxes being paid.  Assume a $1,000,000 asset with a basis of $200,000 and a 20% capital gain tax rate.  If the owner sells the asset, there will be $800,000 in gain and a capital gain tax of $160,000 ($800,000 x .2).  That means the owner has lost $160,000 of cash.  If the property is transferred to a CRT and then sold, there is no tax imposed.  Assume a 10% rate of return, the CRT will earn $16,000 per year more than the owner would have earned.

Charitable Contribution Deduction:  The owner of the property may receive the income over a lifetime or a period of years, not in excess of 20.  At the end of that time, the property in the trust passes to the charitable remainder beneficiary.  When the trust is formed, the actuarial value of the remainder interest is calculated and deductible, subject to some limitations, on the owner’s income tax return.  As an example, a 65 year old transferring $1,000,000 to a 10% unitrust-CRT receives a charitable contribution deduction of $263,000.  If it is not all allowed in one year, it may be deducted over a five year period.  

Each year, the CRT files its own income tax return.

3. How does the client benefit from the CRT?

There are two payment methods by which the client may receive money from the CRT.  One method is an annuity.  The owner simply chooses to receive an annual return equal to a chosen percentage of the value of the property at the date it is contributed to the CRT.  A 10% annuity trust with an original contribution of $1,000,000 creates an annual payment to the client in the amount of $100,000.  The other payment method is called a unitrust payment.  The owner simply chooses to receive an annual payment equal to a fixed percentage of the value of the property in the CRT at the beginning of each year.  Under our earlier assumptions, the unitrust owner would receive the same $100,000.  However, if the property increased to $2,000,000, the unitrust client would receive $200,000, while the annuity client only receives $100,000.  All payments received by the owner are subject to income tax, generally as ordinary income, depending upon how the funds are invested.
4. What does the estate planner do in these engagements?

The attorney prepares a properly designed CRT in a format, annuity or unitrust, in accordance with the client’s wishes.  The attorney, or the client’s CPA, calculates the amount of the charitable contribution deduction allowed to the client and the amount of return the client will receive each year.  Generally, there is a financial professional who manages the funds.

5. What are the client’s responsibilities?

Most importantly, decide to make a charitable gift of a remainder interest in property.  Then the client chooses whether to use an annuity or a unitrust format for payments and the amount of payments received.  If the property is not publicly traded, the client must hire a qualified appraiser and have the property appraised to determine its fair market value.
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