INCOME TAX

Balancing Act

Estate planning options for appreciated assets that consider future income tax consequences.

Clay R. Stevens

Estate Tax laws are constantly chang-
ing' and the current exemption amount of
$13.61 million per person is the highest it
has ever been.? Proposals to reduce the
exemption were floated in 2021 when the
amount was $11.7 million but they were not
passed.? Regardless, the threat of the lower
exemption caused some taxpayers to make
large taxable gifts in advance of possible
legislation® - especially older taxpayers with
significant taxable estates who were able to
afford to gift the full $11.7 million. But, by
gifting, those taxpayers gave up their ability
to realize a step-up in income tax basis to
fair market value upon their death on the
appreciated assets they chose to transfer.’
Depending on the appreciation of the gifted
assets, state and federal income tax rates,
and timing of future sales, the additional
income tax paid by beneficiaries who receive
appreciated assets may exceed the estate
tax saved through lifetime gifting.® As will
be explained in this article, if the taxpayer is
unable to utilize their full exemption due to
insufficient assets or future spending needs,
the additional income taxes imposed may
far exceed any estate tax savings.”

Under current law, the estate tax exemp-
tion automatically drops by 50% after
2025.% Taxpayers who want to use their
increased exemption before the change and
who need to do so by gifting appreciated
assets again will be faced with the decision
of whether to make gifts to reduce estate
tax or retain such assets until their passing
to get a step-up in income tax basis. This
article will review the factors that determine
whether gifting in advance of such change
will have a positive tax benefit and will
discuss five unique estate planning options
available to these taxpayers regardless of
any change in the estate tax exemption:

1. Exercise of Replacement Right in a
Successful Sale to a Defective Grantor
Trust,

2. Rolling Grantor Retained Annuity Trust
and Swap,

3. Post First Death Planning for Spouses,
4, Lifetime Charitable Planning, and

5. Family Charitable Remainder Trust.

TOTAL TAX CONSEQUENCES OF
GIFTING APPRECIATED ASSETS

Before discussing the various solutions, it
is important to understand the tax issues.
The assumption among many taxpayers
(and advisors) may be that gifting assets
will yield the largest tax savings since any
appreciation on those gifted assets will be
shielded from estate tax and the estate tax
rate is higher than the tax rate on capital
gain. If the estate tax exemption is expected
to be reduced, then it could be further
assumed that gifting makes even greater
sense. However, the opposite is likely true
in many cases when total tax is considered.
For example, assume a taxpayer with a
$9 million estate gifted $5 million of assets®
with an income tax basis of $4 million in
year 2024 presuming her available exemp-
tion was going to drop from $13.61 million to
$6.805 million. While the estate tax savings
if she passed away would be zero, even if
the law changed, the later sale of the gifted
assets would subject the beneficiary to as
much as $300,000 in income tax.® The
counter argument would be that by gift-
ing, the future appreciation on the assets
would also be excluded from estate tax and
provide more benefit. But, in many cases
the estate tax saved on the appreciation is
offset by the additional income tax incurred
on the growth.” If the gifted assets are likely
to be sold prior to death of the taxpayer, the
loss of the step-up in basis is less applica-
ble, but the estate tax benefit of passing the
growth outside the estate is still lessened
by the additional income tax incurred by

the recipient.” Even in the unique situations
where there is some net overall tax benefit
considering the interplay between estate
and income tax, that benefit can be much
less than the taxpayer expected and may
not be worth the spending constraint on the
taxpayer giving up access to a larger portion
of their net worth.?

The assumption among
many taxpayers (and
advisors) may be that

gifting assets will yield the
largest tax savings since any
appreciation on those gifted
assets will be shielded from
estate tax and the estate tax
rate is higher than the tax
rate on capital gain.

While increased overall taxes by gifting
can be the result when a taxpayer has a
smaller estate subject to tax, some tax-
payers (and advisors) assume that if the
taxpayer has sufficient assets to gift their
full $13.61 million, the loss of the step-up
will be far outweighed by the estate tax sav-
ings. However, if the only assets available
for gifting have a very low basis - such as
depreciated real property or closely-held
founder stock - the opposite will often be
true. Specifically, if the taxpayer gifted
$13.61 million of assets with a $4 million
basis, due to the negligible difference
between the income tax rates and estate
tax rates and loss of the step-up in basis,
the gift does not produce any net overall tax
savings™ even if the estate tax exemption
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drops in half after year 2025.% Furthermore,
in situations where the income tax basis
of the property gifted is more than 30%
of the total value such that gifting could
produce some overall tax savings, if the
taxpayer passes away before year 2026 or
if the increased exemption is renewed, the
gift will result in more overall tax to the
beneficiaries.” To prevent this worst case
scenario where gifting to reduce estate tax
only increases income taxes, a taxpayer may
be better off waiting until 2025 to decide
whether to make a gift. This is especially
true for married taxpayers who receive a
step-up in income tax basis at the first death
and can avoid any estate tax at that time
using the unlimited marital deduction on
transfers to a spouse.” The loss of the step-
up in income tax basis has less negative
effects if the recipient has no plans to sell
the asset but may still create more income
tax if the property is depreciable.”® If the
taxpayer instead believes the asset will be
sold prior to death at a higher price and can
use a grantor trust to shield the recipient
from having to pay the income tax, then the
loss of the step-up in income tax basis will
also have a less negative effect.” However,
a premature death before the asset is sold
could negate any benefit of engaging in
estate planning to shift the appreciation out
of the estate.

While waiting until closer to December 31,
2025 to do outright gifting is beneficial for
most taxpayers with predominately appre-
ciated property, outright gifting for the
reasons stated above may never be desir-
able. However, that does not mean those
taxpayers who are likely to have a taxable
estate should be resolved to do nothing and
pay higher estate taxes. This is especially
true if the assets of the taxpayer are likely
to appreciate over time. Instead, taxpayers
will need to look to more creative solutions
that are designed to reduce future estate
tax and preserve the step-up in basis. One
option is to use a relatively common strat-
egy, a Sale to a Defective Grantor Trust, but
plan to take additional steps to preserve the
step-up in basis.

EXERCISE OF REPLACEMENT
RIGHT IN A SUCCESSFUL SALE
TO A DEFECTIVE GRANTOR TRUST

A saleto a defective grantor trustor "DGT" is
relatively common strategy used by taxpay-
ers for decades to shift the appreciation on

growth assets out of the taxpayer’s estate.?°
The technique involves a taxpayer creating
an irrevocable trust for the benefit of the
taxpayer’s heirs or other beneficiaries and
retaining a power that causes the trust to
be treated as a "grantor trust."? If the trust
is a grantor trust, all transactions between
the taxpayer and the trust are ignored for
income tax purposes.? One of the powers
that causes a trust to be a grantor trust,
that is often included in a DGT, is the right
to replace trust assets with other assets of
equivalent fair market value.® Once the
trust is created and some initial gift is made
to settle the trust, the taxpayer sells appre-
ciating assets to the trust in exchange for a
promissory note.?* If the value of the asset
sold appreciates at a higher rate than the
interest rate on the note, the excess appre-
ciation will grow outside the taxpayer’s
estate. Once the note has been repaid,
the value of the property is retained by the
irrevocable trust and passes to the trust
beneficiaries free from estate tax.%

If the grantor passes away
during the initial term when
she is entitled to annuity
distributions, the trust
assets are included in her
estate and subject to estate
tax. For this reason, it is
often suggested that older
taxpayers use alternative
estate tax planning
strategies, such as a sale
to a DGT, without the risk
of estate tax inclusion on a
premature death.

While transferring appreciating assets
into a DGT can significantly reduce a tax-
payer’s estate tax, any appreciation on
the assets held in the irrevocable trust
will miss out on the step-up in income tax
basis at taxpayer’s death and subject the
trust beneficiaries to additional income
tax.Z However, if the taxpayer exercises
her right to replace assets by swapping
out the appreciated assets with high-basis
assets, such as cash, fixed income, or newly
purchased assets prior to their death, then

the appreciated assets included in the tax-
payer’s estate will receive a step-up in basis,
leaving less or possibly no income tax due
on sale of the non-appreciated assets in the
irrevocable trust.?® As long as the exchange
occurs while the trust is a grantor trust
and prior to the death of the grantor, the
grantor would receive a step-up in basis on
the assets she receives from the trust in the
exchange and the then fair market value of
the non-appreciated assets transferred into
the trust would escape estate taxation.?
While such an exchange is explicitly prohib-
ited with some estate planning techniques
such as a Qualified Personal Residence
Trust,3® there is no such prohibition for a
standard DGT.* To the extent the grantor
does not have non-appreciated assets to
exchange into the trust, an option would be
for the grantor to purchase the appreciated
property from the trust in exchange for a
promissory note — a reverse DGT sale.®

The inherent problem with doing the
exchange for non-appreciated assets or a
note is that the grantor does not know when
she will pass away, and an unexpected
death would result in loss of the desired
step-up. To hedge against a premature
death, the grantor could purchase life insur-
ance to offset the additional income tax cre-
ated due to the loss of the step-up in basis.
Assuming the taxpayer has some forewarn-
ing of her eventual death, she could allow
the assets to grow inside the grantor trust
until death seems more likely and conduct
the exchange close to the time of death to
get the maximum benefit. However, to the
extent that the taxpayer passes away before
the appreciated assets can be exchanged
with the non-appreciated assets, the gain
inherent in the DGT assets is locked into the
irrevocable trust.>* The worst case scenario
arises if the taxpayers sells appreciated
assets into the DGT for a note and passes
away unexpectedly before the assets can
appreciate. Not only is the taxpayer now
deceased, the promissory notes received
from the sale are included in the taxpayer’s
estate at the same fair market value of the
assets transferred. Furthermore, the appre-
ciated assets do not receive any step-up in
income tax basis at the taxpayer’s death
and the beneficiaries will pay unnecessary
income tax on the sale.? In situations where
this strategy is not appropriate because
death is more likely in the near future,
another option is to use another relatively
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common strategy, a Grantor Retained
Annuity Trust, with some enhancements.

ROLLING GRANTOR RETAINED
ANNUITY TRUST AND SWAP

A Grantor Retained Annuity Trust ("GRAT")
is a codified strategy that has been around
for decades as a technique to freeze the
value of one’s estate by exchanging assets
for a fixed annuity payable to the grantor
over a number of years.3 The payments
are fixed upon contribution and are typi-
cally high enough so that the exchange
does not create gift tax.”’ To the extent the
assets appreciate at a rate above the pre-
scribed interest rate, the growth can pass
to the grantor’s beneficiaries tax-free.3® If
the grantor passes away during the initial
term when she is entitled to annuity distri-
butions, the trust assets are included in her
estate and subject to estate tax. ¥ For this
reason, it is often suggested that older tax-
payers use alternative estate tax planning
strategies, such as a sale to a DGT, without
the risk of estate tax inclusion on a prema-
ture death.

To the extent that a
taxpayer decides to transfer
highly appreciated assets to

a GRAT to minimize future
growth from being included
in the estate, there are still
steps that can be taken
to minimize the risk of a
premature death.

However, to the extent the GRAT is
funded with highly appreciated assets, it
is often more beneficial from an overall tax
perspective to use a GRAT if death is more
likely. If a taxpayer transfers highly appreci-
ated assets to a DGT in exchange for a note
and passes away, the note is still included
in the estate at death so only the post trans-
fer appreciation above the interest rate on
the note escapes estate taxation.*® While
a premature death with a GRAT can cause
all the assets, including appreciation, to be
included in the taxpayer’s estate, the bene-
ficiaries will receive a step-up in income tax
basis on all of the assets transferred to the
GRAT.“ With a state and federal income tax

rate on capital gain as high as 30%, com-
pared to the 40% estate tax rate, the loss of
100% of a step-up in basis on appreciated
assets often outweighs the estate tax ben-
efit of allowing the growth to escape estate
tax. For example, assume a taxpayer has
$10 million of stock with a $1 million basis
and contributes the stock to existing DGT in
exchange for a note bearing interest at 4%.
Even if the stock appreciates to $12 million
and that the stock dividends cover the
annual interest on the note, a premature
death will only reduce the taxpayer’s estate
by $2 million and save $800,000 in estate
tax. However, the heirs will have to pay tax
on capital gain of $11 million resulting in
more than $3 million in income tax. With
the GRAT, a premature death would have
resulted in $800,000 in estate tax but
the net tax savings from the avoidance of
income tax would be over $2.2 million. Even
if the assets transferred had only $2 million
of gain upon contribution (i.e., an $8 million
income tax basis and $12 million value at
death) the additional $1.2 million in income
tax would still outweigh the estate tax sav-
ings. While there may be some particular
tax situations or growth scenarios where the
estate tax savings with the DGT will exceed
the GRAT on a premature death,* it should
not be automatically assumed that the
GRAT is not the preferred option of some-
one with a shorter life expectancy.

To the extent that a taxpayer decides
to transfer highly appreciated assets to a
GRAT to minimize future growth from being
included in the estate, there are still steps
that can be taken to minimize the risk of a
premature death. First, instead of doing a
longer term GRAT, the taxpayer could cre-
ate the GRAT with the minimum two year
term.® If, at the end of the second year, the
appreciated assets have not been sold, the
GRAT must return most of the appreciated
assets to the taxpayer as annuity payments
(therefore including those assets in the tax-
able estate but benefiting from a step-up
in basis at death).** However, to the extent
the growth on the assets exceeds the stated
applicable federal rate on the date of contri-
bution and therefore the total GRAT assets
exceed the required annuity payments, the
excess can remain in a trust and be excluded
from the estate.” That remainder trust can
be set up as a grantor trust so that taxpayer
can then swap non-appreciated property for
the remaining appreciated assets held by

the remainder trust without income tax con-
sequences.*® If the taxpayer retains those
appreciated assets until death, she would
then receive a step-up in basis on those
appreciated assets and the unappreciated
assets would escape estate taxation.” This
is similar to the DGT strategy mentioned
above although the exchange would typi-
cally occur immediately at the end of the
two year GRAT so there is little risk of the
assets missing out on the step-up in income
tax basis.

The main problem with this strategy is
that about half of the property is returned
to the taxpayer at the end of year one, much
of the remaining property is returned at the
end of year two, and even the growth on the
excess swapped back to the taxpayer on a
successful GRAT is included in the grantors
estate. Therefore, if the assets continue to
appreciate, that growth will be included in
the taxpayer’'s estate. However, if the tax-
payer sets up a series of GRATs by immedi-
ately rolling the GRAT annuity distributions
at the end of years one and two, as well as
any additional property swapped back into
the estate from a successful GRAT, into a
new GRAT then the taxpayer can get the
future appreciation on the property out
of the estate.** When the taxpayer passes
away, only the GRATs created during the
last two years will be included in her estate
and either way the property in those GRATs
will receive a step-up in income tax basis
at death.”® To minimize the administrative
inconvenience of managing multiple trusts
long-term, the annual distributions of
assets from any outstanding GRATs can be
added to a single new GRAT each year and
the excess from any successful GRAT can be
passed into a single remainder trust.

While this strategy does involve several
transfers and requires the creation of at
least one new GRAT each year, it can be very
successful for taxpayers with highly appre-
ciated assets that are likely to continue to
appreciate. However, this strategy does
not allow generation-skipping tax ("GST")
planning since the GST exemption cannot
be allocated to the property until the end of
the initial GRAT term after the property has
appreciated.®® Additionally, this strategy
does not work well when the property being
contributed is difficult to value since it will
require a new determination of value upon
the contribution to the GRAT and upon
each annuity payment in-kind. Lastly, to the
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extent the taxpayer has no non-appreciated
assets to exchange with the remainder
trust at the end of the term, then some of
the appreciated property will remain in the
remainder trust and not receive a step-up in
basis. However, unlike the DGT sale where
the entire property misses out on a step-up
in income tax basis at death, in this situation
only the appreciation held in the remainder
trust will be later subject to income tax. For
older married taxpayers, especially those
residing in a community property jurisdic-
tion, doing a modified GRAT or sale to a
DGT with appreciated property may not be
advisable, at least not until the death of the
first spouse.

POST FIRST DEATH PLANNING
FOR SPQUSES

For married taxpayers, there is an advan-
tage in trying to preserve a step-up in basis
with estate planning since estate tax can
be avoided at the first death under the
unlimited marital deduction. The surviving
spouse will have the ability to do estate tax
planning, such as an outright gift or sale to
a DGT®2 following the first death with the
assets that received a resulting step-up in
basis. The married couple will also be able
to use the first spouse to die’s estate tax
exemption to shield future growth on assets
without sacrificing the step-up at the first
death.53 If the married couple has high basis
assets with which to do planning and/or is
unlikely to hold assets until death to get the
step-up in basis due to age or the nature of
the asset, waiting to do planning will be less
effective since the loss of the step-up in basis
is less meaningful. However, for a married
couple with mostly appreciated assets with
which to do planning, this strategy provides
some estate tax benefit without the large
corresponding income tax detriment.>* For
taxpayers who live in a community property
jurisdiction, this benefit is even greater since
the surviving spouse will receive a step-up
on 100% of their community property assets
at the first death.>®

One concern in proposing the surviving
spouse gift away assets after the death of
his spouse is that the surviving spouse still
needs assets to support his lifestyle spend-
ing throughout the remainder of his life-
time. To the extent the estate plan is set up
to fully fund a Bypass Trust for the benefit of
the surviving spouse at the first death, then
the surviving spouse can rely on those assets

if he exhausts his share of the non-gifted
estate.5 For example, if the estate consists
of $18 million of appreciated community
property at the first death in 2026 and the
exemption has returned to $7 million per
person, the deceased spouse’s estate could
set up an irrevocable trust for the benefit of
the surviving spouse (the "Bypass Trust")
with $7 million of non-appreciated assets,
due to the step-up in basis, and the remain-
ing $11 million of non-appreciated assets
could pass to the surviving spouse. The sur-
viving spouse could then gift $7 million of
non-appreciated assets to the couple’s heirs
and use the remaining $4 million for living
expenses. If the surviving spouse exhausts
those funds during his lifetime, then he
could receive support and maintenance
distributions from the Bypass Trust. In that
case, upon the surviving spouse’s death, no
estate tax would be due* and the benefi-
ciaries would have a basis in the remaining
assets of no less than $14 million.>®

Most of a qualified public
charitable organization’s
income is tax-exempt so
gifting or bequeathing
appreciated property to
them allows them to sell
that property without
recognition of income tax.

Another complicating factor in this
planning arises from the fact that many
couples do not want to give the surviving
spouse unlimited discretion to dispose of
the deceased spouse’s share of the estate
for fear that the surviving spouse will later
decide to disinherit the deceased spouse’s
heirs. This concern can be mitigated to the
extent the estate of the deceased spouse
creates a Bypass Trust with the deceased
spouse’s remaining estate tax exemption.*
For amounts over the estate tax exemption
or to the extent a Bypass Trust is not created
at the first death, another common tech-
nique is the use of an irrevocable Qualified
Terminable Interest Property Trust ("QTIP")
at the first death to hold the deceased
spouse’s share of the estate.’ While this
helps protect against the surviving spouse
from disinheriting the deceased spouse’s
heirs, it may prevent the surviving spouse

from maximizing their estate tax reduction
opportunities at death.® While an alterna-
tive would be for the surviving spouse to
purchase assets from the Trustee of the
QTIP for an interest-bearing note and then
to gift some or all of those assets to get the
future appreciation on those purchased
assets out of the estate, there are fiduciary
responsibilities that must be considered®
and payments of interest on the note may
create income tax consequences. Therefore,
if the plan is for the surviving spouse to gift
assets after the first death or sell assets to
a Defective Grantor Trust, the better option
is to transfer such amounts outright to the
surviving spouse.

A problem with this strategy of waiting
for a step-up at first death arises when the
spouses have a longer life expectancy and
the assets are increasing in value, since
waiting to do planning causes the taxable
estate to grow and therefore more estate
tax to be due. In that case, it is best to pair
another strategy, like the Sale to Defective
Grantor Trust and exchange,® or Rolling
Grantor Retained Annuity Trusts and
exchange,®* while the spouses are younger
and then use this Post Death Planning as
the spouses get older. But, if a taxpayer
with appreciated property is also charita-

‘bly inclined, additional opportunities are

available - either as a substitute for the
above-mentioned strategies or as a part of
an overall strategy.

LIFETIME CHARITABLE PLANNING

For gift and estate tax, the law provides a
100% charitable deduction® for amounts
passing to a qualified public charitable
organization.®® Most of a qualified public
charitable organization’s income is tax-
exempt so gifting or bequeathing appreci-
ated property to them allows them to sell
that property without recognition of income
tax.¥ If a taxpayer sells an appreciated
capital asset during life and bequeaths the
after-tax cash proceeds to their heirs at
death, the effective overall tax rate could be
as high as 58%.5 As a result, the after-tax
cost to the heirs of gifting the appreciated
capital asset to charity could be as little as
42% of the original amount.

A charitable contribution will result in
zero gift or estate tax regardless of whether
one contributes during life or at death, but
by satisfying the bequest with appreciated
capital assets during life, the donor receives
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additional income tax benefits. If the
appreciated capital assets are gifted to a
public charity, and not a private foundation,
then the donor can also take an income
tax deduction equal to the fair market
value of the assets - regardless of whether
the assets have appreciated.®® While the
amount of the income tax deduction that
can be used to offset the income tax of the
donor in any year is limited to a percentage
of the donor’s adjusted gross income for
the year,” the full fair market value of the
contributed asset is deductible. Assuming
the taxpayer can utilize the full deduction
against ordinary income, the after-tax cost
of gifting appreciated capital assets to
charity during life drops to as little as 12%
of the original amount of those assets.”
Even if one does not account for the estate
tax due on passing the sale proceeds to a
beneficiary, since it occurs much later, the
avoidance of capital gains tax on the sale
plus the income tax deduction can result
in an after-tax cost of giving appreciated
assets to charity for as little as 20% of the
original amount.”

If the taxpayer has charitable intent but
has not yet identified a charitable organiza-
tion that she would like to gift the appreci-
ated asset during life, a good option is to
transfer the appreciated asset to a private
foundation” or a donor advised fund cre-
ated at a sponsoring organization qualified
as a public charity.”* If the contribution of
the appreciated property to the charity is
made well in advance of the later disposi-
tion by the public charity,” then the charity
will be able to dispose of the property with-
out income tax’® and the donor can distrib-
ute the full fair market value of the proceeds
from the sale of the property to charities over
time. However, if the appreciated property
is not publicly traded securities, then giving
to a private foundation will limit the donor’s
income tax deduction to the donor’s income
tax basis so giving outright to a donor
advised fund at a public charity provides a
better income tax result.” Additionally, a
gift to a private foundation versus a donor
advised fund also reduces the percentage
of the donor’s adjusted gross income that
can be offset in any given year from 30% to
20%.7 However, a taxpayer can divide the
gift of appreciated property between a pri-
vate foundation and a donor advised fund in
order to be able to deduct up to 30% of the
donor’s adjusted gross income in any year.”?

In either case, any charitable deduction not
used in any taxable year can be rolled over
for up to five years and can offset future tax-
able income of the donor.2°

For taxpayers with strong
charitable intent, transferring
appreciated assets to a
charitable vehicle allows
the taxpayer to satisfy her
charitable goals in a tax
efficient manner.

If the taxpayer with an appreciated assets
has charitable intent but needs some of the
proceeds from the later sale, a good option
is the use of a charitable remainder trust.
Charitable remainder trusts are statutorily
approved vehicles that taxpayers can use to
defer recognition of income tax on the sale
of appreciated property.s' Like other chari-
table vehicles, to the extent appreciated
assets are contributed to the charitable
remainder trust in advance of disposition,®
a taxpayer can effectively diversify his hold-
ings and defer recognition of any gain until
the taxpayer receives distributions from
the charitable trust.2® The taxpayer will
receive annuity distributions each year from
the charitable remainder trust based on a
percentage of the value of assets held in
the trust.?* The annuity distributions to the
donor can continue for the lifetime of the
taxpayer or a term of years no greater than
20 years.® Since the taxpayer is retaining
an annuity interest in the trust assets, the
deduction will only be the present value of
the charitable interest passing to charity at
the end of the term®® and that amount must
be at least 10% of the assets contributed to
the trust.®”’ However, at the end of the term,
the trust assets are distributed to charity,
which can include the taxpayer’s private
foundation, and so there is no estate tax
due. As a result, like outright gifts to charity,
the taxpayer using a charitable remainder
trust can avoid immediate recognition of
the gain upon the sale, avoid estate taxa-
tion, and get an income tax deduction to
offset other taxable income.

For taxpayers with strong charitable
intent, transferring appreciated assets to
a charitable vehicle allows the taxpayer to
satisfy her charitable goals in a tax efficient

manner. Some taxpayers are less charitably
motivated but may instead provide large
amounts to charity at their passing for
fear that giving their entire estate to their
children will have negative effects on their
children’s productivity.®® Other taxpayers
provide large bequests to charity at their
passing primarily to avoid the 40% estate
tax due.® In all of these cases, satisfying
these testamentary charitable goals by
gifting appreciated property during life
provides the best overall tax result and can
minimize the need to other tax planning.
Again, these charitable strategies can be
paired with some of the above-mentioned
estate planning techniques to provide
estate tax and charitable benefits. However,
there is another option that uses a single
strategy for appreciated assets to achieve
both estate and charitable benefits in a tax
efficient manner — the Family Charitable
Remainder Trust.

FAMILY CHARITABLE REMAINDER
TRUST

While making outright gifts of appreciated
property to charity or transferring appreci-
ated property to a charitable remainder
trust during life is a great way to satisfy
charitable intent in a tax advantaged way,
these are not great options for taxpayers
who want to transfer their appreciated
property to family or other individuals.®® One
option that provides the tax advantages of a
charitable transfer while providing a sub-
stantial wealth transfer to individual ben-
eficiaries is a Family Charitable Remainder
Trust ("FCRT").®

The FCRT is a technique that effectively
allows a taxpayer to diversify an appreci-
ated position without immediate income
tax and pass wealth to individuals like
successive generations without substantial
transfer tax.?? Additionally, like the chari-
table options mentioned above, it provides
the taxpayer with an immediate income tax
deduction and a significant benefit to the
taxpayer’s favorite charity.®® The FCRT in
its most simple form combines three estab-
lished structures, a family limited partner-
ship, a charitable remainder trust, and a
sale to a grantor trust, in a unique way.>*

The FCRT starts with a family limited
partnership funded with highly appreciated
publicly traded securities.® The taxpayer
would hold all the limited partnership
interests in the entity and such interest
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would represent 99% of all interests in the
entity.? The taxpayer would then create
a DGT for the benefit of her heirs and gift
cash or property to the trust.¥” The amount
of the "seed" gift is typically equal to 10%
of the amount to be later sold to the trust
but can be less if the taxpayer does not have

/sufficient lifetime exemption remaining.%
The taxpayer will also want to allocate gen-
eration-skipping transfer tax exemption to
the gift so that the trust can be held estate
tax-free for multiple generations.

Where the strategy differs from a normal
sale to a DGT is that the partnership then
creates a 20-year fixed term® charitable
remainder trust with the largest permissible
annuity that provides a charitable remain-
der equal to 10% of the fair market value of
the property contributed—typically about
1% per year.® The contribution would
create a charitable deduction and at least
99% of the charitable deduction passes to
the taxpayer as the owner of all the limited
partnership interests in the entity.”” The
taxpayer then sells the limited partnership
interests to the previously created DGT in
exchange for a secured promissory note
equal to the appraised fair market value of
the interest.'”? The appraised fair market
value will be reduced by the 10% remainder
interest set-aside for charity and likely will
garner a minority interest discount equal
to, if not greater, than the marketability
discount applicable to a standard family
limited partnership holding marketable
securities.®

The appreciated property contributed to
the charitable remainder trust can then be
liquidated without immediate income tax
and the sale proceeds reinvested in a diver-
sified portfolio.®® The charitable remain-
der trust would make the 11% distribution
annually to the entity in cash and the entity
can either reinvest the cash in the entity
or distribute some of it to the partners —
99% of which would pass to the DGT."®
The DGT could then use the distribution to
make interest and principal note payments
to the taxpayer.°® While any distribution
passes 99% to the DGT, the gain passing to
the partners from the charitable remainder
trust distribution passes to the taxpayer due
to the grantor trust nature of the irrevocable
trust.”” As a result, the trusts effectively
receives the 11% distribution tax-free. The
taxpayer can then use the note payments
to pay any income tax associated with the

distribution.’® Depending on the growth
assumptions, it is expected that the notes
could be fully repaid to the taxpayer from
the DGT in 10-12 years.”® The remaining
8-10 years of distributions from the chari-
table remainder trust accumulate in the
DGT income tax-free and the taxpayer will
further deplete her estate by continuing to
cover the income tax associated with such
distributions for the full 20 years.™ At the
end of the 20 years, the balance of the char-
itable remainder trust then passes to the
taxpayer’s chosen charity, which caninclude
the taxpayer’s private foundation.™ In the
end, the FCRT allows the taxpayer to lig-
uidate out of an appreciated position with-
out immediate recognition of income tax
and converts the proceeds into an income
stream passing in part to a taxpayer’s ben-
eficiaries, like children and grandchildren,
in a highly tax advantaged way." The main
caveat with the FCRT is that the taxpayer
does have to want a portion of their estate
to pass to charity. If they do not then the first
three strategies suggested above are likely
better options.

CONCLUSION

For taxpayers holding highly appreciated
assets, gifting those assets in advance of any
potential estate tax law change in 2025 can
result in more overall tax when considering
the additional income tax created by the loss
of step-up in basis at death. However, there
are planning options available to taxpay-
ers with appreciated assets who are likely
to have a taxable estate. Taxpayers with
time can transfer appreciated assets to a
defective grantor trust and later exchange
of those appreciated assets back for higher
basis assets. Taxpayers with a shorter life
expectancy could instead do a series of roll-
ing grantor retained annuity trusts to prevent
against the risk of a premature death before
the exchange. However, for older married
taxpayers, waiting to do such planning until
after the first death may be more advisable.
For charitably minded taxpayers, using
the appreciated assets to fund charitable
transfers during life or at death can provide
substantial tax benefits. For those charitably
minded taxpayers who also want to benefit
their heirs or other individuals, the family
charitable remainder trust can achieve both
income tax and estate tax benefits. Therefore,
despite the pressure of impending tax tax
law changes in 2025, taxpayers should

consider all these tax planning options with
a qualified professional before simply gifting
away highly appreciated assets.
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See I.R.C. Section 507(c).

77 To the extent the qualified charity is instead a
private foundation described in L.R.C. Section 170(c)(2),
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income, the distributions can then be characterized
as capital gain.

84 For a charitable remainder unitrust, the
taxpayer will receive a preset percentage (of no less
than 5%) of the fair market value of the assets held
in the trust valued each year. |.R.C. Section 664(d)(2).
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should be taken to prevent the partnership assets
from being included in the estate of the taxpayer
under |.R.C. Section 2036. /d.

% d.

7 Id.
% Id.

% An entity, like any taxpayer, may create a
charitable remainder trust. |.R.C. Section 770%(a)(1);
see PLR 199952071 (Sept. 24, 1999); PLR 9512002
(Sept. 29,1994); PLR 9205031 (Nov. 5,1991). The
only limitations on the creation of such a trust

by an entity is that the term of the trust must be
stated as fixed term since the entity can have no life
expectancy and the payments during the term must
pass directly to the entity. PLR 9205031 (Nov. 5,1991).
As a result, the charitable remainder trust would
make annual payments for up to 20 years to the
entity. See Treas. Reg. 1.664-3.

100 See supra note 91at 57. Since 1997, the present
value of the charitable remainder of any qualified
charitable remainder trust must be at least 10% of
the fair market value of the contribution. See L.R.C.
Section 664(D)(2)(d); see Blattmachr and Zaritsky,
Estate Planning After the Taxpayer Relief Act of 1997,
87 JTAX 133 (Sept. 1997). The percentage varies
depending on the current applicable federal rate
and in most cases cannot be more than 11% and
still meet the 10% present interest requirement.
See Treas. Reg. 1.664~4(g).

01 See supra note 91at 57.
102 /d

103 d. The appraisal would need to determine the
fair market value of a nonvoting interest in an entity
holding only a future expectancy from a charitable
remainder trust. /d.

04 |d.

05 fd.

106 d.

7 |d. at 57-58.
08 Id. at 58.

09 Id. at 60 (providing detailed modeling
establishing how the structure works in practice).

T {d. at 58.

™ |d. If the entity creates the charitable remainder
trust with publicly traded securities, it can name a
private foundation as the charitable remainderman
and still qualify for a deduction equal to the fair
market value of the contribution. See supra note 64.
To the extent the contributed asset is not publicly
traded securities, then the taxpayer can still get a
charitable deduction equal to the fair market value
of the contributed property as long as the possible
charitable remainderman are all public charities. /d.

M2 See supra note 78 at 58.
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