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ABSTRACT

This article provides a practical guide for financial planners and wealth management
professionals on charitable remainder unitrusts (CRUTS). It systematizes the information
that would be helpful for modeling and analyzing CRUTs. The first half of the article covers
the basic terms of a CRUT, such as the fixed percentage, annual valuation, payment timing
and frequency, and length of the payment period, as well as more advanced topics, such
as net income, make-up, and flip provisions. These terms are then used to derive the
formulas for unitrust payments and charitable residual interest. The second half of the article
addresses the taxation of CRUTs and their beneficiaries, with particular attention to the
handling of low-basis assets and the potential for triggering the deemed sale regulations.
It also describes the punitive treatment of unrelated business taxable income (UBTI) and
stresses the importance of avoiding investments that could generate it. A hypothetical case
study is used to illustrate the application of CRUTs in financial and charitable planning.

States, with charitable giving by US individuals reaching $320 billion in 2022.

In fact, Hauser (2006) identified philanthropic skill as one of the key wealth
management skills for younger generations of affluent families. Charitably inclined
individuals looking to pursue long-term philanthropic goals while simultaneously
supporting their lifestyles can utilize a charitable remainder trust (CRT) to achieve
both objectives.

Q s discussed in Krasner et al. (2024), philanthropy is a big business in the United
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A CRT is a non-grantor, split-interest, irrevocable trust in which one or several
beneficiaries hold a lead interest in the form of a stream of payments, while other
beneficiaries hold a remainder interest in the assets remaining in the trust upon the
termination of payments to the lead beneficiaries. The CRT lead-interest beneficiaries
are typically individuals (the trust settlors and/or their family members), while the
remainder interest is designated for one or more charitable organizations.

Under the current law, there are two types of CRTs: the charitable remainder
annuity trust (CRAT) and the charitable remainder unitrust (CRUT). Every year, for the
term of the trust, lead beneficiaries of a CRAT receive a fixed dollar amount, while
lead beneficiaries of a CRUT receive a fixed percentage of the assets of the trust
valued annually.

The main advantage of CRATs over CRUTs is that they provide stable dollar
cash flows, whereas CRUT distributions can be reduced if the value of the assets
in the trust declines. On the other hand, the real (inflation-adjusted) value of CRAT
distributions is vulnerable to inflation, whereas CRUTs, by holding assets that are
resilient to inflation—such as stocks, commodities, Treasury Inflation-Protected Secu-
rities, and real estate—can protect their distributions from being eroded by inflation.
Furthermore, investors focused on charity might be concerned about the risk of deplet-
ing the trust’s assets to zero. This risk exists for CRATs, which make constant dollar
distributions, but not for CRUTs, which distribute a fixed percentage of the assets in
the trust. Finally, CRUTs provide settlors with greater flexibility in contributions and
distributions than CRATs. CRUTs can accept additional contributions, while CRATs
cannot. As it relates to distributions, CRUTs, but not CRATs, have the options of
net-income, make-up, and flip provisions. As a result, all factors considered, we view
the CRUT as a more flexible form of CRT that is particularly well suited for charitable
affluent individuals.

Ourarticle expands onthe prior literature on CRUTs (see, e.g., Paulson and Owens 2000;
Welch 2002; Paulson 2009; Hesch and Breitstone 2019; Bouchey 2024), with a
specific focus on systematizing the information that would be helpful for financial plan-
ners and wealth management professionals looking to model, analyze, and eventually
form CRUTSs for their clients. Although the information in this article is by no means a
substitute for qualified legal and tax advice, we provide citations of the applicable laws
and regulations to facilitate discussions with legal and tax professionals. To make
the analysis of the CRUT as a financial and charitable planning tool more tangible,
we begin and end the article with a hypothetical case study. Let us now turn to the
planning problem faced by Mr. and Mrs. Jones.

CASE STUDY: FINANCIAL AND CHARITABLE PLANNING
FOR MR. AND MRS. JONES

Mr. and Mrs. Jones are recently retired. Their long and illustrious careers have
allowed them to create well-funded trusts for their children and future generations, as
well as to accumulate a large investment portfolio that they own personally. They are
quite pleased with the size of the inheritance they are leaving for their descendants
and plan to eventually pledge most of their personal estate toward charitable goals.

Presently, the Joneses have several objectives in mind. First, they need cash
flows to support their lifestyle for many years, possibly decades. Second, they want
their investment portfolio to grow in a tax-efficient manner. Third, as their investment
portfolio and personal wealth grows, they want the cash flows to increase accord-
ingly. Fourth, they want to retain flexibility in adding or removing charities that they
will ultimately fund. Finally, their main philanthropic objective is to make a positive
impact, not to maximize charitable deductions in the current year.
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Based on these objectives, the Joneses’ trusts and estates attorney recommended
forming a CRUT, funded with a portion of their investment portfolio, with them serving
as co-settlors and noncharitable beneficiaries. During their initial conversation, the
attorney discussed with the Joneses potential terms of the CRUT, ideal assets for
funding it, ideal assets to be held by it, and possible charitable and noncharitable
beneficiaries.

Mr. and Mrs. Jones are well known for their intellectual curiosity and proclivity for
in-depth analysis prior to making decisions. As a result, their attorney provided them
with additional materials and scheduled a follow-up meeting to finalize the terms of
the CRUT. The following is the information the Joneses evaluated to ensure they made
a fully informed decision regarding their CRUT.

LAWS AND REGULATIONS GOVERNING CHARITABLE
REMAINDER TRUSTS

CRTs allow individuals to donate assets upfront, receive an income stream for
a specified period, and ultimately benefit a designated charity with the remaining
assets. CRTs provide several tax advantages, such as allowing the assets in the trust
to grow on a pretax basis and offering an income tax deduction for the charitable
remainder interest.

The rules governing CRTs are set forth in Internal Revenue Code (IRC) Section 664
and Treasury Regulations (Treas. Reg.) Sections 1.664-1 to 1.664-4. IRC Section 664(d)
(2) and Treas. Reg. Section 1.664-3 deal with the specific aspects of CRUTs.
The following provides a brief review of these laws and regulations, focusing specifi-
cally on CRUTs." An additional recent discussion of CRTs can be found in Hesch and
Breitstone (2019).

LEAD AND REMAINDER BENEFICIARIES OF A CRUT

Under IRC Section 664(d)(2)(A), at least one of the lead beneficiaries of a CRUT
must not be a charitable organization described in IRC Section 170(c) and, in the
case of individuals, must be “living at the time of the creation of the trust.” Typically,
such lead beneficiaries are the trust settlors (donors) and/or their family members.?

Under IRC Section 664(d)(2)(C), upon termination of payments to the lead bene-
ficiaries, the remainder interest of a CRUT is either transferred to a charitable orga-
nization described in IRC Section 170(c)* or retained by the trust for other charitable
purposes.” There is no requirement to specify the charitable remainderman at the
time the CRUT is created. The only requirement related to charity is that, as stated
in IRC Section 664(d)(2)(D), upon contribution of property to the CRUT, the value of
the remainder interest in such property is at least 10% of its net fair market value at
the time of contribution. We explain how this percentage is calculated under Treasury
regulations later in the article.

*IRC Section 664(d)(1) and Treas. Reg. Section 1.664-2 deal with the specific aspects of CRATSs.
Since CRATs are not the focus of this study, we omit the review of CRATs and refer the interested reader to
these sections of the Code and Regulations, as well as to the discussion in Hesch and Breitstone (2019).

2Note that having beneficiaries other than the trust settlor may result in gift tax liability for the
settlor.

®While a donor-advised fund (DAF) is not itself an IRC Section 170(c) organization, a DAF sponsored
by a Section 170(c) public charity would meet the requirements to be a CRT charitable remainder
recipient.

“This includes converting the trust into a private foundation or a public charity.
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CRUT PAYMENTS TO THE LEAD BENEFICIARY

CRUT payment rules are stipulated in IRC Section 664(d)(2), with further details
and clarifications provided in Treas. Reg. Sections 1.664-3 and 1.664-4. According
to IRC Section 664(d)(2)(A) and Treas. Reg. Section 1.664-3(a)(1)(i)(@), a CRUT must
pay to the lead beneficiary, not less often than annually, a fixed percentage of the
net fair market value of its assets, valued annually. The payments can be made for a
fixed term or for the life (or lives) of the lead beneficiaries. Let’s review CRUT payment
provisions one at a time.

Fixed Percentage

Under IRC Section 664(d)(2)(A), the fixed percentage must be “not less than 5%
nor more than 50%” of the net fair market value of the trust assets.® Treas. Reg.
Sections 1.664-1(a)(1)(i) and 1.664-3(a)(2)(i) also specify that the fixed percentage
for a CRUT must be at least 5% with respect to all lead beneficiaries taken together.

Annual Valuation

Under Treas. Reg. Section 1.664-3(a)(1)(iv), “[t]he net fair market value of the trust
assets may be determined on any one date during the taxable year of the trust, or by
taking the average of valuations made on more than one date during the taxable year
of the trust, so long as the same valuation date or dates and valuation methods are
used each year.” For administrative ease, CRUT trustees often use the valuation at
the time of the contribution for the first year the asset is in the trust, and the valuation
of the asset as of the first business day of the year for the second year and beyond.

Annual Unitrust Amount

The annual unitrust amount is the fixed percentage multiplied by the net fair
market value of the trust assets, calculated using the annual valuation method, both
as described previously.

Payment Schedule

While IRC Section 664(d)(2)(A) only specifies the lowest frequency of CRUT
payments as being “not less often than annually,” the IRS actuarial Table F shows
payout factors (discussed later) for monthly, quarterly, semiannual, and annual
payment periods. Therefore, it is plausible to assume that most trusts will utilize
one of these four payment options.

Payment Period

Under IRC Section 664(d)(2)(A), a CRUT can be “for a term of years (not in excess
of 20 years) or for the life or lives of [...] individual or individuals” who are living at
the time of creation of the trust. A fixed-term trust terminates upon the death of all
lead beneficiaries. Treas. Reg. Section 1.664-3(a)(5) provides multiple examples of

®Treas. Reg. Section 1.664-3(a)(1)(ii) provides examples of what would be considered a fixed
percentage. A percentage may be fixed for each recipient or for the total of all recipients. For example,
a fixed percentage every year to A until his death and concurrently a fixed percentage to B until his death
would satisfy the rule. Alternatively, a fixed combined percentage to A and B during their joint lives and
then to the survivor would also satisfy the rule. If A is the first to die, in the first example, B continues
to receive the same percentage after A's death as before A’s death, while in the second example, after
A’s death, B begins to receive the total of A’s and B’s fixed percentages. Either of the two approaches
is valid and permitted in the terms of the trust.
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combining fixed-term and life-term provisions. For example, payments can be made to
A for his life and then to B for his life or a term of years, whichever is shorter. In this
case, there is one payment period for the lead beneficiary A and another separate
payment period for the lead beneficiary B.

Partial Year Unitrust Amount

Treas. Reg. Section 1.664-3(a)(1)(v) prescribes the methods for dealing with
partial years in a payment period for a lead beneficiary. Treas. Reg. Section 1.664-3(a)
(1)(v)(a) provides that for a short taxable year (a period shorter than 12 months other
than the last year), the unitrust amount shall be a fraction of the annual unitrust
amount, where the fraction’s numerator is the number of days in the partial taxable
year of the trust, and the fraction’s denominator is 365 (366 if February 29 is a day
included in the numerator). Treas. Reg. Section 1.664-3(a)(1)(v)(b) provides a similar
fractional calculation for the last partial taxable year of the payment period. The calcu-
lations for the initial and the last taxable years in a payment period mirror each other,
with the main difference being that the former starts midyear and ends on the last
day of the year, while the latter starts on the first day of the year and ends midyear.

Net Income and Make-Up Provisions

IRC Section 664(d)(3)(A) allows the trust to pay a lead beneficiary for any year
only the trust’s net income, as defined in IRC Section 643(b),° if the net income is
less than the annual unitrust amount. A CRUT that includes this provision is called
a net income CRUT, or NICRUT. Further, IRC Section 664(d)(3)(B) allows a CRUT to
distribute to a lead beneficiary trust income in excess of the annual unitrust amount in
order to make up for the difference between income distributions and annual unitrust
amounts in the previous years. A NICRUT with such a “make-up” provision is called
a net income with make-up CRUT, or NIMCRUT.

For example, suppose a NIMCRUT with annual unitrust amounts of $10, $20,
and $25 in Years 1, 2, and 3, respectively, has $5 of income in Years 1 and 2 and
$100 of income in Year 3. Under IRC Section 664(d)(3), the trust distributes $5 in
Years 1 and 2, and is allowed to distribute up to $45 in Year 3—the $25 annual
unitrust amount plus $5 and $15 make-up amounts for Years 1 and 2, respectively.
In a given year, the trust can distribute make-up amounts only to the extent of its
income in that year. In our example, the trust’s Year 3 income is $100, which allows
it to distribute the entire $45 make-up amount.

Importantly, NICRUT and NIMCRUT provisions, which limit distributions to net
income if net income is less than the annual unitrust amount, are not taken into
account when calculating the charitable remainder interest. This position is supported
by the legislative history in Preamble TD 8791 (December 9, 1998) and has been
affirmed by the Tax Court in Estate of Schaefer, 145 T.C. 134 (2015), which held that
the charitable remainder calculation must assume that the fixed percentage will be
distributed to the lead beneficiaries.

Flip Provision

Treas. Reg. Section 1.664-3(a)(1)(i)(c) allows a CRUT to combine income payments
(either net income or net income with make-up) and unitrust amount payments.

®Under IRC Section 643(b) and the corresponding Treasury regulations, net income “means the
amount of income of an estate or trust for the taxable year determined under the terms of the governing
instrument and applicable local law.”
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Under this provision, a CRUT can make income payments for the initial payment
period and then unitrust amount payments for the remaining payment period. The
change in the payment method “is triggered on a specific date or by a single event
whose occurrence is not discretionary with, or within the control of, the trustees or
any other persons.” Treas. Reg. Section 1.664-3(a)(1)(i)(d) provides examples of such
a nondiscretionary triggering event: “the sale of unmarketable assets [...], or the
marriage, divorce, death, or birth of a child.”

CALCULATING THE CRUT CHARITABLE REMAINDER

Under IRC Section 664(d)(2)(D), a CRUT is respected if, for each property (asset)
contributed to it, the present value of the charitable remainder “is at least 10 percent
of the net fair market value of such property as of the date such property is con-
tributed to the trust.” Treas. Reg. Section 1.664-4 provides actuarial calculations
for determining the present value of charitable remainder. The legislative history
indicates that the 10% remainder interest requirement is tested on the date of each
contribution to the trust and does not require retesting in the future.” We return to
additional contributions to the CRUT in the next section.

Adjusted Payout Rate

As the first step of the calculation, under Treas. Reg. Section 1.664-4(¢e)(3), the
adjusted payout rate is determined as the product of the fixed percentage and the
adjustment factor provided in IRS Table F.

Adjustment Factor

The adjustment factor reflects the idea that payments made later in the year have
a lower present value than payments made earlier in the year. For example, if the
annual discount rate is 5%, from the vantage point of January 1, $1 paid on January 1
is valued at $1, but the present value of $1 paid 12 months later, on December 31,
is only 95 cents (= $1/1.05).

For such present value calculations, Treas. Reg. Section 1.664-4(e)(3) mandates
the use of IRS Table F, which in turn utilizes the IRC Section 7520 interest rate as
the discount rate. IRC Section 7520 defines the rate used in the calculation as “an
interest rate (rounded to the nearest 2/10ths of 1 percent) equal to 120 percent
of the Federal midterm rate [...] for the month in which the valuation date falls.”
The midterm applicable federal rate (midterm AFR) is defined in IRC Section 1274(d)
(1) as the rate for a term “over three years but not over nine years.” For example,
according to the IRS website, in June 2024, the midterm AFR was 4.66%, so that
the Section 7520 rate, which is 120% of the midterm AFR (5.61%) rounded to the
nearest 2/10th of 1%, was 5.6%.

IRS Table F can be filled out as follows. Let r be the Section 7520 rate and n be
the number of full months from the annual valuation date (typically the first business
day of the year, as discussed earlier) until the first payment is made. For example,
January 1 is O months, January 31 is 1 month, and December 31 is 12 months.

"The conference report to the Taxpayer Relief Act of 1997 states that “[t]he 10% test is measured
on each transfer to the charitable remainder trust and consequently, a charitable remainder trust which
meets the 10% test on the date of transfer will not subsequently fail to meet that test if interest rates
have declined between the trust’s creation and the death of a measuring life.”
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The adjustment factors (AF) shown in IRS Table F for annual, semiannual, quarterly,
and monthly payments are calculated as follows:

AF, = 1

annual,n

(L+r)12

1 1 1
AFsemiannual,n = 5 n + n+6
L+ (d+r)2

1 1 1 1 1
AFquarterIy,n = Z n + n+3 + n+6 + n+9
@a+nN*2 @A+nN? @A+nN? @+t

11

1 1
AF =1—27

monthly,n n+j

0 (1+4r)12

where minimum n is O and maximum n is 12, 6, 3, and 1 for the annual, semiannual,
quarterly, and monthly payments, respectively.

For example, for the June 2024 Section 7520 rate of 5.6%, using these formulas,
we calculate that for annual payments, with the first payment made on December 31,
the adjustment factor rounded to six significant digits is 0.946970. Using the
same 5.6% rate, for quarterly payments with the first payment made on March 31,
the adjustment factor rounded to six significant digits is 0.966630. These values
correspond exactly to those shown in IRS Table F.

Charitable Remainder

Under Treas. Reg. Section 1.664-4(e)(4), for a CRUT for “a term of years”
(that is, a fixed-term rather than a life-term CRUT), the taxpayer must use the chari-
table remainder factor provided in IRS Table D for the appropriate combination of the
adjusted payout rate and number of years. The calculation of the charitable remainder
in IRS Table D is quite simple. It assumes that the growth rate of the trust’s assets
is zero and does not discount the trust payments (other than the discounting already
reflected in the adjustment factor as discussed earlier).

For adjusted payout rates ranging from 0.2% to 20% with an interval of 0.2%,
IRS Table D performs the following calculation of the remainder interest (RI).
Let FP be the fixed percentage, AF be the adjustment factor, and y be the payment
period in years. Then

RI = (1-FPx AF)’ @)

where the product FP x AF is the adjusted payout rate. We will refer to Equation 1
as the exact method for calculating the remainder interest. Note that by “exact,” we
do not mean that this method is, or should be, stipulated by the IRS, but rather that
it allows us to match the remainder interest for the discrete adjusted payout rate
points shown in IRS Table D.

For example, if the term in years is 20 and the adjusted payout rate is 11%,
substituting the values into this formula and rounding to the sixth significant digit, we
obtain a remainder interest of 0.097230, which is exactly the value we can find in IRS
Table D. This remainder is less than the 10% required for the CRUT to be respected
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under the law. If the adjusted payout rate is instead 10%, both our calculation and
IRS Table D yield a remainder of 0.121577, which is greater than the required char-
itable remainder of 10%.

We can use the exact method in Equation 1 to derive the maximum fixed percent-
age such that the charitable remainder is at the required minimum of 10%:

(1-FPxAF) 210%
1
1-FPx AF =210%"
1
FPx AF <1-10%"
1
—_10%Y
S1 10%
AF

FP

For example, if the adjustment factor is 0.946970 (as would be the case for a
Section 7520 rate of 5.6% and annual payments with the first payment made on
December 31), and the term of years is 20, then

1
_ 109420
<1 10%

< —————=11.483%%
0.946970

In practice, rather than performing this calculation for any level of adjusted
payout, Treas. Reg. Section 1.664-4(e)(4) stipulates the use of a linear interpolation.
It provides an example for an adjusted payout rate of 7.557% for a term of 12 years.
This rate falls between the adjusted payout rates of 7.4% and 7.6% shown in IRS
Table D. Using the remainder interest formula, which yields results identical to those in
IRS Table D, the remainder interests for the 7.4% and 7.6% payout rates are 0.397495
and 0.387314, respectively. To derive the remainder interest under the adjusted
payout rate of 7.557% using linear interpolation, the remainder interest under the 7.4%
adjusted payout rate should be adjusted by

(7.557% - 7.4%) 0.387314 - 0.397495 =-0.007992
7.6%—7.4%

The remainder interest of 0.397495 under the adjusted payout rate of 7.4%,
reduced by this amount, is 0.389503 (= 0.397495 — 0.007992). To avoid confusion
with the exact method in Equation 1, we will refer to this interpolation-based calcula-
tion as the Treasury-stipulated method for calculating the remainder interest.

If we use the exact calculation method employed by IRS Table D (which derives
remainder interests for adjusted payout rates spaced by 0.2%) and shown in
Equation 1, we obtain the following value of the remainder interest

(1-7.557%)" = 0.389483

This value is very close to the value computed using the Treasury-stipulated inter-
polation method but is not the same. As a result, the exact method can be useful
for the purposes of modeling and historical simulations. However, when forming a
CRUT, a settlor should use the Treasury-stipulated method, especially when targeting
a remainder close to the mandatory minimum of 10%.

Example. Suppose a settlor is looking to set up a 20-year CRUT with a charitable
remainder interest (RI) of 10%. Let Rl (x%) stand for the remainder interest when
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the adjusted payout rate is x%. According to IRS Table D, RI(10.8%) = 0.101694
and RI(11.0%) = 0.097230.2 This suggests that there is a value X% between 10.8%
and 11.0% such that RI(X%) = 0.1. Therefore, according to the example in Treas. Reg.
Section 1.664-4(e)(4) discussed earlier

[0) _ o)
RI(10.8%) + (X% — 10.8%) F111:0%) = RI10.8%) _ ) |
11.0%—10.8%

Rearranging, we obtain

o/ _ 0
X% =10.8% + 11.0%-10.8% (0.1-RI(10.8%))
RI(11.0%) — RI(10.8%)

Finally, substituting these values for RI(10.8%) and RI(11.0%), we find that, under
the Treasury-stipulated method, the adjusted payout rate that results in exactly 10%
charitable remainder is

X% =10.8759%

Alternatively, using the exact method in Equation 1, we obtain

1
X% =1-10%% =10.8749%

which is slightly different from the adjusted payout rate obtained under the
Treasury-stipulated method.

For life-term CRUTSs, instead of IRS Table D, IRS Tables U(1) and U(2) should
be used for single-life and two-life last-to-die CRUTSs, respectively (see examples in
IRS Pub. 1458). In contrast to IRS Table D, which does not incorporate mortality in
the calculation of remainder interest, IRS Tables U(1) and U(2) rely on IRS mortality
Table 2010CM (Table 2000CM for periods between May 1, 2009, and May 31, 2023;
see also Treas. Reg. Sec. 1.664-4(e)(2)).

Interestingly, Krueger (2011), Yeoman (2014), and Hesch and Breitstone (2019)
argue that the IRS mortality tables, which reflect mortality rates of the general US
population, tend to underestimate the longevity of taxpayers who are likely to form a
CRT. This is for two reasons. First, individuals who form CRTs are typically wealthier
than average, and wealth correlates with better health and greater longevity. Second,
individuals who establish annuity planning vehicles are likely unaware of grave health
problems that could shorten their lives. As a result of underestimating the longevity of
CRT settlors, calculations prescribed by the IRS overestimate the remainder interest,
which in turn allows settlors to set annual payments that are too high compared to
what they should be if their life expectancy had been estimated correctly.

It is important to note that for a CRUT with a 10% charitable remainder, the future
value of the charitable remainder—and even its present value—can significantly
exceed 10% of the value of the contributed assets. Depending on the performance
of the CRUT’s investments, the value of the charitable remainder could even surpass
the entire value of the contributed assets in both future and present value terms.°

#Note that both can be computed using the exact method in Equation 1.
°Consider, for example, a 20-year CRUT that makes annual distributions on December 31, with a
10% charitable remainder computed under Treas. Reg. Section 1.664-4. For such a CRUT, a change
in the value of assets over the course of a year is 1 + R — FP, where R is the annual return and FP is
the fixed percentage. Using the IRC Section 7520 rate r as a discount rate, the present value of the
1+R-FP

assets at year-end is 1 If R =r, we recover the IRS-stipulated computation of annual growth
r
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Finally, as mentioned previously, the NICRUT and NIMCRUT provisions do not
affect the calculation of the remainder interest of a CRUT. The calculation must
assume that the fixed percentage will be paid in every year of the trust.

ADDITIONAL CONTRIBUTIONS TO A CRUT

Under IRC Section 664(d)(4) and Treas. Reg. Section 1.664-3(b), CRUTs—but not
CRATs'*—are allowed to receive additional contributions from the settlor. An additional
contribution does not change the terms of the CRUT, such as the termination date
or the fixed percentage. Furthermore, if an additional contribution would cause the
CRUT to fail due to the charitable remainder falling below 10%, IRC Section 664(d)(4)
provides that “such contribution shall be treated as a transfer to a separate trust.”
In other words, the original CRUT is preserved, and a new CRUT satisfying the 10%
charitable remainder requirement is funded with the property corresponding to the
additional contribution.™

Treas. Reg. Section 1.664-3(b) provides the calculation methodology and examples
for computing the payment with respect to the additional contribution in the year of
contribution. The calculation is intuitive: The additional property contributed is typically
valued as of the time of contribution. This value is multiplied by the fraction of the
year that the contribution was in the CRUT (similar to the “partial year” calculations
earlier) and then multiplied by the unitrust fixed percentage.

TAXATION OF CRUTS AND THEIR BENEFICIARIES

A CRUT’s noncharitable lead beneficiaries are taxed on distributions (unitrust
payments) they receive from the CRUT. The CRUT itself may be taxed if it generates
unrelated business taxable income (UBTI). Furthermore, in some circumstances, gift
and estate taxes may arise. Let’s tackle these topics one at a time.

Charitable Deduction

Treas. Reg. Section 1.664-3(d) provides that “[tlhe deduction allowed by
section 170 for transfers to charity is limited to the fair market value of the remainder
interest of a charitable remainder unitrust.” Equation 1 shows the calculation for the
remainder interest portion of the fair market value (FMV) of the contributed property.
For example, if a settlor contributes a property with an FMV of $100 to a CRUT with
a 10% charitable remainder interest, the settlor can claim a charitable deduction

1
shown in Equation 1: 1 — FP(l—j =1-FPx AF. Therefore, if R > r, the present value of the charitable
+r

remainder will exceed 10% of the contributed assets. If R > FP, the future value of charitable remainder
will exceed the value of the contributed assets. While, if R > r + FP, the present value of charitable
remainder will exceed the value of the contributed assets. See Liberman et al. (2026) for the relevant
empirical evidence.

*°CRATs are specifically disallowed from receiving additional contributions under Treas. Reg. 1.664-
2(b), which governs CRATs.

*Equation 1 helps to understand how an additional contribution can cause a CRUT to fail the 10%
charitable remainder requirement. The adjustment factor is evaluated at the time of the additional con-
tribution. Since the termination date and the fixed percentage do not change, a substantial increase
in the adjustment factor can reduce the remainder interest below 10%, even if the CRUT initially had
a 10% remainder. Such an increase could occur when interest rates decline significantly between the
time of inception of the CRUT and the time of additional contribution.
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of $10 (that is, 10% of the $100 FMV). Similarly, for additional contributions, the
charitable deduction is the FMV of their respective remainder interests, not the full
amount of the contributions. The charitable deduction is calculated and allowed at
the time the contribution is made to the CRUT. There is no adjustment or additional
charitable deduction when the remainder interest is transferred from the CRUT to the
charitable beneficiary, regardless of the size of the transfer.

Taxation of Distributions

The tax treatment of distributions to the noncharitable lead beneficiaries is gov-
erned by IRC Section 664(b) and Treas. Reg. Section 1.664-1(d). These sections define
four categories of income: (1) ordinary income, (2) capital gains, (3) other income, and
(4) trust corpus, or return of capital. Further, under Treas. Reg. Section 1.664-1(d)
(2)(i), within each category, income and gains are assigned to classes. For example,
ordinary income can be income taxed at the ordinary income rates or qualified divi-
dend income; capital gains can be short-term capital gains, long-term capital gains,
long-term capital gains taxed at a 28% rate, or IRC Section 1250 long-term capital
gains taxed at a 25% rate; while other income may include tax-exempt income, such
as proceeds from life insurance, gifts and inheritance, and tax-exempt bond income.

IRC Section 664(b) and Treas. Reg. Section 1.664-1(d)(1)(ii) then specify the
order of distributions. First, the distribution of ordinary income to the extent of the
sum of the trust’s ordinary income for the current taxable year and its undistributed
ordinary income for prior years. Second, the distribution of capital gains for the cur-
rent year and undistributed capital gains from prior years. Third, the distribution of
other income for the current year and undistributed other income from prior years.
Finally, the distribution of trust corpus (that is, nontaxable return of capital). Treas.
Reg. Section 1.664-1(d)(1)(ii)(b) further clarifies that, within each category, income
and gains are distributed from the class subject to the highest federal income tax
rate to the lowest federal tax rate.

Treatment of Losses at the Trust Level

Treas. Reg. Sections 1.664-1(d)(1)(iii) and (iv) stipulate the treatment of losses.
For each category, losses are first netted within the class on a cumulative net basis,
which means that current-year losses first offset undistributed income and gains
of the same class from prior years."” Then, again on a cumulative net basis, net
income (or gains) and net losses are netted across classes within their category.
For example, a net short-term capital loss for the current year can reduce undistributed
net long-term capital gains from previous years and net long-term capital gains from
the current year (see Treas. Reg. Section 1.664-1(d)(1)(iv)(b)).

Carry Forward of Excess Losses by the Trust

Excess losses within each of the three categories (ordinary income, capital gains,
other income) remaining after offsetting all the gains and income from the current
and prior years within their respective category cannot be used to offset income or
gains from other categories. Under Treas. Reg. Sections 1.664-1(d)(1)(iii)(a) and (b)

*This offset logic, where current-year losses may offset undistributed income and gains from prior
years, might seem unexpected to those familiar with individual or corporate taxation. However, Treas.
Reg. Section 1.664-1(d)(1)(iii) specifically directs the trust to use the current-year net loss to reduce
undistributed income. Similarly, Treas. Reg. Section 1.664-1(d)(1)(iv) instructs the trust to disregard
IRC Section 1212 (which deals with loss carry-overs) and net all the current and undistributed capital
gains and losses.
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for ordinary income losses and other income losses, respectively, and under Treas.
Reg. Section 1.664-1(d)(1)(v) for net capital losses, excess losses are carried forward
indefinitely and retain their category and class assignment.

Putting It Together: Character of CRT Distributions

In summary of this section thus far: To determine the character of distributions,
the trust first applies the netting rules described previously to the undistributed
prior-year income, gains, and losses, and the current-year income, gains, and losses.
When the distribution is made, the dollar amount of the distribution is “filled up”
with net ordinary income until its exhaustion, then with net capital gains until their
exhaustion, and then with net other income until its exhaustion. After all the cumu-
lative items of net income and gains are fully exhausted, any remaining amount of
the distribution is attributed to the trust corpus. Within each category, classes of
income are distributed from the most to the least punitive from a tax perspective. For
example, qualified dividend income is distributed only after all the ordinary income
from the current and prior years are distributed, and long-term capital gains are dis-
tributed only after all the short-term capital gains from current and prior years are
distributed. Cumulative net losses are carried forward in their character indefinitely.

This ordering of the distribution of tax characters is sometimes called the “worst-in,
first-out” rule. However, the worst characters are not always distributed first: Qualified
dividends, which are included in the ordinary income category, are distributed before
short-term capital gains, even though the former are generally taxed at a lower rate
than the latter.*®

Tax Treatment of Contributions of Low-Basis Assets

When a settlor contributes a low-basis asset to a CRUT, the CRUT can generally
sell the position without the settlor recognizing a gain. The gain realized within the
trust upon selling the low-basis stock—typically a long-term capital gain—will be
“attached” to the trust distributions based on the character-ordering logic discussed
earlier. Hesch and Breitstone (2019, p. 3, emphasis in the original) clarify that,

[T]he law that has evolved and the approach taken by the IRS is that as
long as there is no legally binding obligation imposed on the settlor or on a
CRT to sell the property when contributed by a settlor, the assignment of
income doctrine™ will not be applicable, notwithstanding any prearranged
or contemplated plan to have the CRT sell the property. This principle has
been applied even where there is a prearranged plan for the CRT to sell the
property shortly after the contribution.

In contrast, when the sale was legally binding, the courts have historically assigned
the realized gain to the settlor as if the settlor sold the asset prior to contribution,
even though the sale occurred after the asset was contributed to the trust (see Hesch
and Breitstone [2019, p. 4] for court case citations).'® Note the apparent distinction

1n a sense, this ordering is not surprising given the legislative history of IRC Sections 664 and
1(h)(11). The former was introduced in 1969, while the latter, which sanctions the taxation of qualified
dividend income at the long-term capital gains rate, was introduced only in 2003.

*If the assignment of income doctrine applies, the transaction would generally be recast as (1) the
sale of the assets by the settlor and (2) the contribution of the net sale proceeds from the settlor to the CRT.

*In Rev. Rul. 78-197, 1978-1 C.B. 83, the IRS concluded that the gain will be recognized by the
donor (in our case, the CRT settlor) under the assignment of income doctrine only if the recipient
(in our case, the CRT) is “legally bound” to sell the contributed stock.
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between a prearranged plan and a legally binding obligation to sell: The gain realized
upon the sale is recognized by the CRT settlor in the latter case but not in the former.
Ultimately, whether a sale is considered legally binding will depend on the facts and
circumstances of each case and the controlling state law. Generally, however, the
issue is more likely to arise when the sale of contributed property is negotiated pri-
vately, rather than when the contributed property consists of marketable securities.

Deemed Sale of Low-Basis Assets

In the past, some settlors tried to use CRTs to convert low-basis assets into cash
while avoiding tax on the built-in gain. The transaction would work something like
this: A settlor would contribute a low-basis asset to the trust. The trustee, instead
of selling the asset to obtain cash for the annuity or unitrust payment, would borrow
against the asset and distribute the borrowed cash.™® The settlor would then claim
that the CRT payment was a nontaxable distribution of the trust corpus (that is, a
return of capital) since no gain had been recognized by the trust.

Treas. Reg. Section 1.643(a)-8, effective for CRT distributions made after
October 18, 1999, was issued to prevent such abusive transactions. Under this
regulation, in such circumstances, instead of being treated as a distribution of the
trust corpus, the payment is treated as a pro rata sale of the trust assets. As a
result, a substantial portion of the payment can be recharacterized as a distribution
of capital gain.

A particular complexity arises when distributions of trust corpus exceed the basis of
contributed property at the time of contribution. Some authors have suggested invest-
ing CRUT capital in loss-harvesting strategies (see, e.g., Paulson and Owens 2000;
Paulson 2009; Bouchey 2024). Such strategies, by realizing losses, may reduce
undistributed gains to an extent that the CRUT could make distributions of the trust
corpus in excess of the basis of contributed property, potentially triggering the appli-
cation of the deemed sale rules in Treas. Reg. Section 1.643(a)-8. Therefore, we
recommend that investors discuss this issue with their tax advisors before engaging
in such transactions.

Tax Treatment of CRT Distributions in Kind

Under Treas. Reg. Section 1.664-1(d)(5), if in satisfaction of the unitrust payment
a low-basis asset is distributed by the trust in lieu of cash, the asset is considered
to be sold by the trust on the day it is required to be distributed and the unrealized
gain of the distributed asset is considered to be realized by the trust. This gain will
be “attached” to the trust distributions using the rules described earlier. The basis of
the distributed asset will be considered a distribution of corpus (that is, a nontaxable
return of capital), and the appreciation will be considered a distribution of capital gain.
Furthermore, since the gain is already recognized by the trust, the basis of the asset
in the hands of the recipient will be its fair market value at the time it is required
to be distributed, thus resulting in no unrealized gain to the recipient if the asset is
distributed on a date it is required to be distributed.”’

*Instead of borrowing against the low-basis asset, the trustee could enter into a forward sale of
the asset or engage in another transaction with a similar effect.

The Example in Treas. Reg. Section 1.664-1(d)(5) clarifies the treatment of distributions in kind:

On January 1, 1971, X creates a charitable remainder annuity trust, whose taxable year is the
calendar year, under which X is to receive $5,000 per year. During 1971, the trust receives $500 of
ordinary income. On December 31, 1971, the trust distributed cash of $500 and a capital asset of the
trust having a fair market value of $4,500 and a basis of $2,200. The trust is deemed to have realized a
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In contrast to distributions to a noncharitable lead beneficiary, under Treas.
Reg. Section 1.664-1(e)(2), an in-kind distribution to a charity (an IRC Section 170(c)
organization) generally will not result in any gain or loss being realized by the trust.

Late Payments

Under Treas. Reg. Section 1.664-1(d)(4)(i), a CRT required distribution is includable
in the recipient’s income even if it is not distributed until after the close of the tax-
able year. Under Treas. Reg. Section 1.664-3(a)(1)(i)(g), a CRUT would not fail if the
unitrust amount is paid within a “reasonable time” after the close of the taxable year
and the unitrust amount is properly characterized as ordinary income, capital gain,
other income, or corpus (return of capital) in the year in which the distribution was
required. Treas. Reg. Section 1.664-3(a)(1)(i)(k) defines “reasonable time” as “the
date by which the trustee is required to file Form 5227, ‘Split-Interest Trust Informa-
tion Return,” [including extensions] for the taxable year.” Instructions to Form 5227,
available on www.IRS.gov as of the date of this writing, require the form to be filed
by April 15, and in the final short year, “by the 15th day of the 4th month following
the date of the trust’s termination.” Furthermore, instructions to Form 5227 allow an
extension of time to file by using Form 8868, which provides an automatic six-month
extension. As a result, the extension allows the late distribution to be made until
October 15 of the following year.

The time at which the character and amount of taxable income “attaches” to
the late payment is not particularly clear from the regulations. The general guidance
provided in Treas. Reg. Section 1.664-1(d)(1)(i)(a) is to assign the tax character of
a distribution to categories (ordinary income, capital gains, other income, and trust
corpus, as discussed previously) “in the year in which it is required to be taken into
account by the trust.” Treas. Reg. Section 1.664-3(a)(1)(i)(i) provides an example of
late distribution made in kind. In the example, the distribution is part capital gain
and part corpus, as described in the previous subsection. The gain is also properly
allocated to the year in which the payment was required to be made under Treas.
Reg. Section 1.664-1(d)(1). However, the amount of gain in the example seems to be
computed on the date when the late payment was made. Therefore, our reading of the
regulation is that the amount and the character of the gain (long-term or short-term)
should be determined on the day when the asset was distributed in kind or sold down
to make a cash distribution. Indeed, trying to mark the asset to market at the end
of the year when the distribution was required to be made to determine the amount
of gain and the character of the gain might be cumbersome, particularly if the trust
holds multiple assets with multiple lots each.

Taxes Paid by the Trust

While the lead noncharitable beneficiary of the CRUT pays taxes on unitrust pay-
ments based on the tax character “attached” to those payments according to the
rules described earlier, the trust itself is not subject to income tax according to IRC
Section 664(c)(1). Furthermore, CRTs are also not subject to the 3.8% net investment
income tax under IRC Section 1411. On the other hand, under IRC Section 664(c)(2)
and Treas. Reg. Section 1.664-1(c), a CRT will be subject to an excise tax on unrelated
business taxable income (UBTI) as defined in IRC Section 512. UBTI often stems
from “debt-financed property” within the meaning of IRC Sections 512(b)(4) and 514.

capital gain of $2,300. X treats the distribution of $5,000 as being ordinary income of $500, capital gain
of $2,300 and trust corpus of $2,200. The basis of the distributed property is $4,500 in the hands of X.
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Under IRC Section 664(c)(2) (also clarified in Treas. Reg. Section 1.664-1(c)(2)),
the excise tax on UBTI equals such UBTlI amount (that is, the UBTI tax rate is 100%).
Furthermore, under Treas. Reg. Section 1.664-1(c)(1), “[s]uch excise tax shall be
allocated to corpus and, therefore, is not deductible in determining taxable income
distributed to a beneficiary.” As a result, the tax on UBTI depletes the trust’s assets
by the amount of UBTI without providing relief to the noncharitable lead beneficiary
in terms of reducing the amount of income required to be distributed.™®

For this reason, trustees of CRTs should exercise caution when investing in
debt-financed property or other UBTI-producing investments. If they choose to allo-
cate the CRT’s capital to such investments, they should consider doing so through
so-called “blocker” vehicles.

A notable exception to UBTI treatment is short sales of publicly traded stock. IRS
Rev. Rul. 95-8, 1995-1 CB 107 considered whether “[...] the income of an exempt
organization that is attributable to a short sale of publicly traded stock through a bro-
ker [is] treated as unrelated debt-financed income within the meaning of section 514
of the Internal Revenue Code and therefore [is] subject to the unrelated business
income tax under section 511.” It concluded that “[i]f an exempt organization sells
publicly traded stock short through a broker, then neither the gain or loss attribut-
able to the change in value of the underlying stock nor the rebate fee is income or
loss derived from debt-financed property within the meaning of section 514.” Rev.
Rul. 95-8 further clarifies that the exception must not be generalized: “No inference
is intended with respect to a borrowing of property other than publicly traded stock
sold short through a broker.”®

Tax Treatment of CRT Distributions to Charitable Remaindermen

Upon completion of payments to the noncharitable lead beneficiary, the trust
may distribute the remaining assets to one or more IRC Section 170(c) charitable
organizations.?® The trust may distribute the actual assets, liquidate the assets and
distribute the proceeds, or distribute a combination of the two. Taxation of these
distributions is governed by Treas. Reg. Section 1.664-1(e).

Section 1.664-1(e)(1) specifies the ordering of categories of income distributed
to a Section 170(c) organization. The distributions start with trust corpus, followed by
categories of income in the order inverse to that of the noncharitable lead beneficiary.
Further, under Section 1.664-1(e)(2), no gain or loss is realized by the trust upon
distributions in kind to a Section 170(c) organization. However, since Section 170(c)
organizations are generally exempt from taxation under IRC Section 501, no taxes
will be due on the realized and unrealized gains remaining in the trust after payments
to the noncharitable beneficiary are completed.

Gift and Estate Taxes

Although the discussion of gift and estate taxes imposed under Subtitle B of the
Internal Revenue Code is outside the scope of this article, we would like to highlight
that CRT payments to noncharitable recipients, other than the settlor of the trust,
may have gift and estate tax consequences. Gift taxes, payable by the settlor, may

Treas. Reg. Section 1.664-1(c)(1) further clarifies that UBTI does not affect the allocation of trust
income and gains, which ultimately determine the character of the trust payments, to the categories
described earlier (income, capital gain, and other income).

*°PLR 201434026 reached the same conclusion: Investments in partnerships that borrowed and
shorted stocks will not result in UBTI for a CRUT.

*There are also other philanthropic planning opportunities, including converting the CRT into a
private foundation or a public charity.
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arise when payments to other noncharitable beneficiaries, such as family members,
are made during the life of the settlor. If the CRT is designed to make payments to
noncharitable beneficiaries after the settlor’s death, the estate of the settlor may be
subject to estate tax levied on the present value of the payments to noncharitable
beneficiaries. The present value is calculated using annuity calculations prescribed
by the IRS.

THE JONESES’ CRUT

After reviewing the materials provided to them by their trusts and estates attorney,
Mr. and Mrs. Jones decided to form a CRUT with the following terms:

First, the CRUT would have a term of 20 years. This term aligns with their phil-
anthropic plans and commitments, according to which the charities will receive the
funds within a pre-determined number of years. At the same time, the 20-year term
provides them with cash flows for a sufficiently long period.

Second, at formation, the CRUT would have the minimum statutorily required
charitable remainder interest of 10%. The Joneses are confident in their ability to grow
the assets within the CRUT and, therefore, expect the future value of the charitable
remainder to be substantially larger than 10% of the current fair market value of the
contributed assets. This expected future amount is consistent with their current
philanthropic plans.

Third, the CRUT would make annual payments on December 31 of every year for
the next 20 years. The Joneses prefer that the assets appreciate within the trust for
the entire year rather than distributing part of the assets during the year through more
frequent payments. They have no need for more frequent cash flows than annually,
and annual payments simplify the administration of the CRUT.

Fourth, to further simplify the administration of the CRUT, in particular in the case
of potential additional contributions, the valuation date of the assets of the CRUT
(for the purpose of calculating annual payments to lead beneficiaries) would be the
first business day of the year. Potential additional contributions would be valued as
of the day of contribution.

The first four terms would result in a CRUT fixed percentage of around 11%. The
level of the IRC Section 7520 interest rate at the time of the CRUT formation will
affect, albeit to a small degree, the exact value of the fixed percentage. Specifically,
a higher Section 7520 rate would result in a slightly higher fixed percentage.

Fifth, the Joneses, who prefer to retain the decision-making power with respect
to their philanthropic plans, would have the power to add and remove the charita-
ble remainder beneficiaries as well as the power to appoint and remove successor
trustees, should they wish to delegate such responsibility. The successor trustees
could also oversee the trust if the Joneses, who are the initial trustees of the CRUT,
would not be able to perform these responsibilities because of death, illness, or
other demands on their time.

The Joneses will fund the CRUT mostly with appreciated long-term positions in
stocks, mutual funds, and exchange-traded funds (ETFs) that they are planning to
liquidate anyway.?* They will then liquidate the positions inside the CRUT. This will
allow for the gains realized upon the liquidation to be distributed gradually with annual
payments. As a result, the Joneses will have the opportunity to potentially realize

' ong-term positions are used because, under IRC Section 170(e)(1)(A), for short-term positions
held for one year or less, the amount considered as a charitable contribution is their fair market value
reduced by the capital gain that would be realized if the positions were sold at their fair market value at
the time of the contribution. Such restriction does not apply to positions held over one year.
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losses on the assets that they will continue to hold personally outside the CRUT.
These losses realized outside of the CRUT will offset the gains “attached” to the
annual CRUT payments.*

Finally, to avoid UBTI inside the CRUT and distributions of ordinary income and
short-term capital gains, the Joneses will be investing the proceeds from the sale
of contributed assets into tax-efficient mutual funds and ETFs that mostly distribute
qualified dividend income. These investments are also easy to value for the purpose
of annual valuations and easy to liquidate when trust payments need to be made, all
of which simplifies the administration of the CRUT.

CONCLUSION

In this article, we aim to provide a practical guide to CRUTs for financial planners
and wealth management professionals, particularly those focused on quantitative
modeling. We begin by outlining the terms that affect the economics of a CRUT: the
fixed percentage, annual valuation, payment timing and frequency, and the length
of the payment period. We then cover more advanced topics, such as net income,
make-up, and flip provisions.

Building on this information, we show the exact formulas for charitable remainder
interest, which determines both the amount of the charitable deduction and whether
the CRUT is respected. For the CRUT to be respected, the value of remainder interest
must be at least 10% of the initially contributed assets. We then briefly discuss how
additional contributions to a CRUT are also tested for the 10% remainder interest
and, in the case of failure, treated as contributions to a separate trust.

In the second half of the article, we focus on the taxation of CRUTs and their ben-
eficiaries. Although CRUTs are generally tax-exempt, their noncharitable beneficiaries
are taxed on distributions (unitrust payments). Income and gains realized by the trust
are “attached” to distributions made to noncharitable beneficiaries, typically in order
from the most to the least punitive tax character, though not always. For example,
because income is distributed before capital gains, low-taxed qualified dividend income
is distributed ahead of higher-taxed short-term capital gains. Income and realized gains
are distributed on a cumulative basis, meaning that losses realized within a CRUT can
offset cumulative undistributed income and gains from prior years within the same
CRUT. It is important to note that assets distributed in kind to noncharitable benefi-
ciaries are treated as though they were sold by the trust at the time of distribution.

Special care must be taken when a settlor contributes low-basis assets to a
CRUT and the CRUT trustee liquidates them following the contribution. If there is a
legally binding obligation to liquidate the assets after the contribution, the gain rec-
ognized upon liquidation will be assigned to the settlor, as if he or she had liquidated
the assets prior to the contribution and contributed the net proceeds. Additionally,
a settlor contributing a low-basis asset to a CRUT should analyze with a tax advisor
whether activities of the CRUT, such as investments in a loss-harvesting strategy,
could trigger the deemed sale regulations.

Although CRUTs are tax-exempt, they can be subject to a highly punitive excise
tax at a rate of 100% on income and gains associated with UBTI. Therefore, it is
advisable for CRUT trustees to avoid investments that may generate UBTI.

2Direct indexing is one common example of strategies that systematically realize capital losses
(see, e.g., Sosner et al. 2022, and the references therein). A more recent example is tax-aware long-short
factor strategies described in Liberman et al. (2023). Liberman et al. (2026) show that, when used in
combination with a CRUT to diversify a low-basis stock, the latter are significantly more effective than
the former in creating after-tax wealth.
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To make planning with CRUTs more concrete, we describe a hypothetical case
study. The case study presents the financial and charitable planning goals of an afflu-
ent family and then shows how the CRUT could be designed and funded to achieve
these goals.
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