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Charitable Lead Trusts: A Win-Win

Mr. Generous is a single man, age
80. He has two younger sisters and
owns a mixed portfolio of stocks
and bonds (“assets”). He has sulffi-
cient income from other sources
and is not dependent upon the
income from the assets. His total
estate is approximately $3 million,
large enough to be subject to federal
estate taxes.

His goals were to:

1) continue with his philanthropic
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giving by making a significant
donation to a charity during his
lifetime;

2) reduce his potential estate, gift
and capital gains taxes; and

3) ensure that his sisters receive a
large part of the assets upon ter-
mination of the trust.

After meeting with his financial and
legal advisors, Mr. Generous deter-
mined that a CLT would be a highly
effective estate planning tool to
accomplish all of his goals.

Why is a CLT a Win-Win
Situation for Mr. Generous?

The first advantage of transferring
the assets to a CLT is that the
charity realizes a regular stream
of income during the term of the
trust, and Mr. Generous gets the
enjoyment of knowing that the

income from the assets are being
put to good use. Second, the
income generated by the trust
is taxed to the trust and is not
included in his income.

The third advantage to using a
CLT is that the gift and estate tax
consequences are drastically re-
duced. The amount of the gift is
equal to the value of the assets as
initially transferred to the CLT, less
the value of the charitable annuity —
not the value of the (presumably
appreciated) assets at the termina-
tion of the trust.

Fourth, at this time interest
rates are quite low, and this creates
special opportunities. Since Mr.
Generous believes that there will be
an upturn in the economy during
the life of the trust, he might choose
to use the guaranteed annuity
method and establish a 10-year
annuity in the amount of 7% of the
initial net fair market value of the
trust assets. 1f he is right and the
income and appreciation of the
assets exceed the guaranteed 7%
annual payout to the charity, then
Mr. Generous’s sisters will receive
a greater distribution upon the
termination of the trust.

Assume that Mr. Generous trans-
ferred property with a fair market
value of $1.01 million, with a cost
basis of approximately $210,000,
for a 10-year term with a required
annual payout of 7% of the trust to
a donor-advised fund in The Dayton
Foundation. The following is an
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Charitable Lead Trusts:
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approximate comparison of the tax
savings gained by using a Charitable
Lead Trust, versus a straight gift to
his sisters:

Charitable Straight
Lead Trust  Gift

Charity

Receives  $700,000  $0

Charitable

Gift Tax

Deduction $506,000  $0

Taxable

Gift $495,000 $1.01 M

Gift Tax ~ $0* $129,350

Sisters

Receive $1,145.000 $1.01M

Estate

Tax** $651,000 $0
removed removed
from taxable from taxable
estate estate

*

Mr. Generous used a portion of his
allowable unified credit, which
reduced the gift tax to $0.

##1f Mr. Generous dies within three
years of making the gift to the
Charitable Lead Trust or making a
gift outright to his sisters, the gift
will be included in his estate for
estate tax purposes.

Conclusion

This article gave a general overview
of the basics regarding CLTs. Since
the IRS has not published an ap-
proved form of a CLT, the technical
rules and regulations set forth in
the Internal Revenue Code, the
Treasury Regulations, and both
published and private Letter Rulings
should be reviewed in detail to

What is a CLT?

A Charitable Lead Trust (CLT) is an irrevocable trust - created either during
a donor’s life (an inter vivos CLT) or through the donor’s Last Will and
Testament (a Testamentary CLT) - that pays annual income to a named
charity for a set period of time and distributes the remaining trust assets to
the donor, the donor’s family members or to other non-charitable entities at
the end of the trust. It is the mirror image of the better-known Charitable
Remainder Trust, in that the charity receives the immediate benefits of the
trust, and the non-charitable beneficiaries receive the remainder. The most
common assets used to fund a CLT are those expected to appreciate sub-
stantially over the term of the trust, such as publicly traded securities and
bonds, and income-producing real estate.

A CLT may be structured in a number of different ways: a grantor trust;
a non-grantor trust; an annuity; a unitrust; for a term of years; or measured
by a specific lifetime. In addition, the charitable beneficiary may be a
donor-advised fund at The Dayton Foundation. The combination chosen
will depend largely on your client’s charitable, estate planning and family
objectives. A review of all of these methods is outside the scope of this ar-
ticle, so we will give a brief overview of a number of important points and
then focus on Mr. Generous’s non-grantor charitable lead annuity trust in

the main body of the article. , )
In order to qualify for a charitable gift The CLT is the mirror
image of the better-

or estate tax deduction, the CLT must pay
the charitable lead interest to the charit .
* known Charitable
Remainder Trust. ..

as an annual guaranteed annuity or as a
unitrust amount.

The grantor’s opinion regarding the
economic climate and outlook over the life of the trust should be taken into
consideration when deciding to utilize either a gnaranteed annuity or a
unitrust to pay the charitable lead interest. Generally speaking, the gnaran-
teed annuity may be the better vehicle to use, - if the grantor believes that
inflation may be a significant economic factor.

Since the CLT rules require the guaranteed annuity to be established at
the commencement of the trust, as the assets appreciate during times of
inflation, so should the income. Presumably, the income and appreciation
will be greater than the required annual payment to the charity, so the
appreciation can therefore be accumulated for the benefit of the non-
charitable beneficiaries. If the grantor is of the mindset that the economy
will fall into a recession, then the unitrust may be the best method to pursue.

ensure that the CLT governing
instrument is in compliance and
can obtain the maximum tax ben-
efits for the grantor. The Dayton
Foundation is prepared to meet
with you and your clients to discuss

and help implement a variety of
charitable giving strategies, includ-
ing Charitable Lead Trusts. []

Note: Solutions differ from case to case.
The above does not constitute profes-
sional financial or tax advice.
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