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Dear

This letter responds to your Cct ober 9, 2000,
and subsequent correspondence, witten on behalf of X corp,
requesting rulings under 8 664 for the formation and operation of
a charitabl e remai nder unitrust.

X corp is a subchapter S corporation within the nmeaning of §
1361 of the Code. A is X corp s sole shareholder and Bis A's
spouse.

X proposes to create Y, which is intended to qualify as a
charitable rem nder unitrust under 8 664. X corp intends to
contribute appreci ated marketabl e securities to Y and Y will pay
the unitrust amount in quarter annual installnments to X corp for
a period of 19 years, then to A and B equally for their lives,
and then to the survivor of A and B for life. |If X corpis
l'i qui dated before the end of the 19-year term Y will pay the
uni trust anmount to the sharehol der(s) of X corp for the renai nder
of the 19 years. The unitrust anmount will be an amount equal to
a specified percent (which is not less than 5 percent nor nore
than 50 percent) of the net fair nmarket value of the assets of Y
val ued as of the first day of each taxable year of Y and wll
yield a present value passing to the charitable remainder
beneficiary equal to at |east 10% of the net fair market val ue of
the property transferred to Y on the date of contribution. After
the deaths of both A and B or at the end of the 19 years,
whi chever is later, the remainder of Y will be distributed to
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qualified charitabl e organi zati ons.

Section 664(d)(2) defines a charitable remai nder unitrust as
a trust that nmeets the requirenents contained in § 664(d)(2)(A)-

(D). In determning whether Y will qualify as a charitable
remai nder unitrust, we nust first address whether the proposed
trust will be properly classified as a trust for federal incone

tax purposes. This requires an analysis of the rules relating to
identification of the grantor(s) of the proposed trust and the
entity classification regul ations.

Section 1.671-2(e)(1) of the Income Tax Regul ati ons provi des
that for purposes of part | of Subchapter J, chapter 1, of the
Code, which includes 8 664, a grantor includes any person to the
extent such person either creates a trust, or directly or
indirectly makes a gratuitous transfer (within the nmeaning of 8§
1.671-2(e)(2)) of property to a trust. However, a person who
creates a trust but makes no gratuitous transfers to the trust is
not treated as an owner of any portion of the trust under 8§ 671
t hrough 677 or 679.

Section 1.671-2(e)(2)(i) provides that a gratuitous transfer
is any transfer other than a transfer for fair market value. A
transfer of property to a trust may be considered a gratuitous
transfer without regard to whether the transfer is treated as a
gift for gift tax purposes.

Section 1.671-2(e)(2)(ii) provides that for the purposes of
§ 1.671-2(e), a transfer is for fair market value only to the
extent of the value of property received fromthe trust, services
rendered by the trust, or the right to use property of the trust.
For purposes of this determination, an interest in the trust is
not property received fromthe trust.

Section 1.671-2(e)(4) provides that, if a gratuitous
transfer is nade by a partnership or corporation to a trust and
is for a business purpose of the partnership or corporation, the
partnership or corporation will generally be treated as the
grantor of the trust. However, if a partnership or a corporation
makes a gratuitous transfer to a trust that is not for a business
pur pose of the partnership or corporation but is for the personal
pur poses of one or nore of the partners or sharehol ders, the
gratuitous transfer will be treated as a constructive
distribution to such partners or sharehol ders under federal tax
principles and the partners or the shareholders will be treated
as the grantors of the trust.

X corp proposes to create an arrangenent in which a unitrust
anount, based on a percentage of the fair market value of assets
hel d by the proposed trust, is payable to X corp for 19 years and
then to its sharehol der and the sharehol der's spouse for life. X
corp’s gratuitous transfer to Y is only partially for a business
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purpose. A portion of the transfer will be for the benefit of
Its sharehol der and his spouse. As a consequence, under 8§ 1.671-
2(e)(4), a portion of the appreciated marketable securities that
X corp proposes to contribute to Y will be treated as
constructively distributed to A who then will be treated as
maki ng a gratuitous transfer of that property to Y. The anount
of the constructive distribution will equal the present val ues of
A's and B's unitrust interests and a proportional share of the
charitabl e remainder interest. W conclude that, under the
proposed arrangenent, both A and X corp will be grantors of the
proposed trust.

Section 301.7701-1(a)(1) of the Procedure and Adm ni stration
Regul ati ons provi des that whether an organization is an entity
separate fromits owners for federal tax purposes is a matter of
federal tax |aw and does not depend on whether the organi zation
is recogni zed as an entity under |ocal |aw.

Section 301.7701-1(a)(2) provides that a joint venture or
ot her contractual arrangenent nay create a separate entity for
federal tax purposes if the participants carry on a trade,
busi ness, financial operation, or divide the profits therefrom

Section 301.7701-2(a) provides that a business entity is any
entity recogni zed for federal tax purposes (including an entity
with a single owner that nay be disregarded as an entity separate
fromits owner under 8§ 301.7701-3) that is not properly
classified as a trust under 8§ 301.7701-4 or otherw se subject to
speci al treatnent under the Code. A business entity with two or
nore nenbers is classified for federal tax purposes as either a
corporation or a partnership.

Section 301.7701-4(a) provides that, in general, the term
"trust” as used in the Code refers to an arrangenent created
either by a will or by an inter vivos decl aration whereby
trustees take title to property for the purpose of protecting or
conserving it for the beneficiaries under the ordinary rules
applied in chancery or probate court.

Section 301.7701-4(b) provides that there are other
arrangenents which are known as trusts because the legal title to
property is conveyed to trustees for the benefit of
beneficiaries, but which are not classified as trusts for the
pur poses of the Internal Revenue Code because they are not sinply
arrangenents to protect or conserve the property for the
beneficiari es.

Section 301.7701-4(c)(1) provides, in part, that an
"investment” trust will not be classified as a trust if there is
a power under the trust agreenent to vary the investnent of the
certificate holders or if there are nultiple classes of ownership
I nterests where the existence of nmultiple classes of ownership
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interests is not incidental to the purpose of facilitating direct
I nvestnent in the assets of the trust. See also Conm ssioner v.
North American Bond Trust, 122 F.2d 545 (2d Gr. 1941), cert.
denied, 314 U S. 701 (1942).

Under the proposed arrangenent, X corp and Awll be treated
as contributing assets to Y, the proposed trust. Throughout the
term of the proposed trust, the trustee will have the power to
vary the investnment of the grantors by investing and reinvesting
the assets in the trust, and as recipients of the unitrust
amount, the grantors will share in the profits derived fromthe
joint investnent of their assets. X corp (or its shareholders if
X corp liquidates) will receive the unitrust interest for a term
of years, and A and B wll receive the unitrust interest after

the end of that term Such an arrangenent is not appropriately
classified as a trust under either 8 301.7701-4(a) or (c).

Because the proposed trust cannot be classified as a trust
for federal inconme tax purposes, the proposed trust cannot neet
the definition of a charitable remainder trust under 8§ 664(d)(2).
Because Y is not a charitable remainder trust, the remaining
i ssues raised in X corp’s ruling request are noot.

Except as specifically set forth above, no opinion is
expressed concerning the federal tax consequences of the facts
descri bed above under any ot her provision of the Code.

This ruling is directed only to the taxpayer who requested
it. Section 6110(k)(3) of the Code provides that it nay not be
used or cited as precedent.

Pursuant to a power of attorney on file with this office, a
copy of this letter is being sent to X' s representati ves.

Si ncerely yours,
JEANNE M SULLI VAN
Acting Senior Technician Reviewer
Branch 2
O fice of the Associate Chief Counsel
(Passt hroughs and Special |ndustries)
Encl osures: 2
Copy of this letter
Copy for 8 6110 purposes



