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Notice of Proposed Rulemaking
and Notice of Public Hearing

Guidance Regarding Charitable
Remainder Trusts

REG-209823-96

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of propose rulemak-
ing and notice of public hearing.

SUMMARY: This documen contains
propose amendmers to the regulations
unde sectim 664 of the Internd Rev-

ente Cocke of 1986 relating to charitable
remainde trusts and unde sectim 2702

relating to specid valuation rules for

transfes of interess in trusts The pro-

posa@l amendmer#t contan rules on the

conditiors unde which the governing
instrumen may provide for a change in

the methal of calculatig the unitrust

amounf the dae by which the annuity

amourn or the unitrug amoun unde the

fixed percentag metha mug be paid to

the recipient who is requira to value

unmarketal® assets and when section
27@ applies to certan charitabé re-

mainde unitrusts The propose regula-

tions clarify existing law tha prohibits

allocatirg precontribution capitd gain to

trus income The proposeé amendments
also contan an exampe illustrating how

the orderirg rule of sectilm 664(hH ap-

plies to distributiors from a charitable
remainde unitrug using an income ex-

ception methal to calculae the unitrust

amount This documen also provides
notice of a public hearig on these
propose regulations.

DATES. Commens and outlines of top-
ics to be discussd at the public hearing
scheduld for Septembe 9, 1997, at 10
a.m mug be receivel by Augud 19,
1997.

ADDRESSES Serd submissios to:
CC:DOM:CORPR (REG-209823-96),

room 5228 Internd Revene Service,
POB 7604 Ben Franklin Station Wash-
ington, DC 20044 Submissios may
alo be hard deliveral betwea the
hous of 8 am and 5 p.m to:
CC:DOM:CORPR (REG-209823-96),
Courig’s Desk Internd Revene Se-
vice, 1111 Constitutiom Avente NW,
Washington DC. Alternatively, taxpay-
ers may submt commens electronically
via the interng by selectig the “Tax
Regs’ option on the IRS Home Page or
by submittirg commens directly to the
IRS interndg site at http://www.irs.
ustreas.gov/prod/tax_regs/cem
ments.html The public hearirg will be
held in the IRS Auditorium, Internal
Revene Building, 1111 Constitution
Avenue NW, Washington DC.

FOR FURTHER INFORMATION CON-

TACT: Concernirg the regulations Jef-

frey A. Ericksan or Mary Beth Collins,

(202 622—-3070 concernig submissions
ard the hearing Evangelisa Lee, (202)

622—-719 (not toll-free numbers).

SUPPLEMENARY INFORMATION:

Paperwok Reduction Act

The collection of information con-
tained in this notice of proposel
rulemakirg has been submittel to the
Office of Managemen and Budge for
review in accordane with the Pape-
work Reduction Act of 19% (44 U.S.C.
3507(d)) Commens on the collection of
information shoutl be sert to the Office
of Management and Budget Attn:
Desk Officer for the Departmen of the
Treasuy, Office of Information and
Regulatoy Affairs, Washington DC
20503 with copies to the Internal Rev-
enue Service Attn: IRS Repors Clea-
ane Officer, T:FP, Washington DC
20224 Commens$ on the collection of
information shout be receivel by July
17, 1997 Commen$ are specifically
requestd concerning:

Whethe the propose collection of
information is necessar for the proper
performane of the functiors of the
Internal Revenwe Service including
whethe the information will hawe prac-
tical utility;

The accurag of the estimate burden
associaté with the proposé collection
of information;

How the quality, utility, and clarity of
the information to be collectad may be
enhanced;

How the burden of complying with
the proposé collection of information
may be minimized including through



the application of automated collection There are two types of charitable The proposed regulations provide that
techniques or other forms of informationremainder trusts. A charitable remaindea donor may establish a flip unitrust that
technology; and annuity trust (a CRAT) pays a sumgualifies as a CRUT if the following
Estimates of capital or start-up cost$ertain at least annually to one or moreonditions are satisfied. First, to ensure
and costs of operation, maintenance, angoncharitable beneficiaries. A charitableghat the CRUT has substantially all
purchase of service to provide informafeémainder unitrust (a CRUT) pays aunmarketable assets prior to the switch
tion. unitrust amount at least annually to onén methods, at least 90 percent of the
The collection of information in this OF more noncharitable beneficiaries. Thdair market value of the assets held in
proposed regulation is in § 1.664-_Unitrust amount is gen_erally a fixedthe trust immediately after the |n|t_|al
1(a)(7). This information is required to percentage of the net fair market vaIue;ontnbupon or any supsquent contribu-
allow taxpayers alternative means oPf the.CRUT's assets valued annuallytion (prior to the switch in methods)
valuing a charitable remainder trust’s(th_e fixed percentage method). Themust consist of unmarketable assets.
hard-to-value assets. This informatioriNitrust amount can instead be the lessétnmarketable assets are assets that are
will be used to determine if a taxpayerOf the fixed percentage amount or thenot cash, _cash equ|.valents, or market—
properly claimed a charitable deductiorf’ust'’s net income (the net m_comeable' securities (within the meaning of
for a contribution to a charitable remain-Method). Alternatively, the unitrust section 731(c)).
der trust and if assets in the charitabl@mount can be the amount determined Second, because the legislative history
remainder trust are properly valued eacHnder the net income method plus anyndicates that a trustee should not have
year. The collection of information is @mount of ncome that exceeds thefiscretion to change the method used to
voluntary. The likely respondents areCulrent years fixed percentage amoungalculate the unitrust amount, the gov-
for-profit entities. to “make up” for any shortfall in distri- erning instrument must provide that the

) . butions in prior years when the trustCRUT will use an income exception
Estimated total annual recordkeepingcome was less than the fixed percentmethod until the earlier of (a) the sale

burden: 75 hours. age amount (the NIMCRUT method).of a specified unmarketable asset or
Estimated average annual burdefxplanation of group of unmarketable assets contrib-

hours per respondent: .5 hours. uted at the time the trust was created or

Estimated number of respondentsProvisions (b) the sale of unmarketable assets such
150. l. Flip Unitrusts that immediately following the sale, any
An agency may not conduct or spon- remaining unmarketable assets total 50

sor, and a person is not required téA' General Explanation percent or less of the fair market value

respond to, a collection of information The governing instrument of a CRUTof the trust's assets. For making this
unless it displays a valid control numbemmust specify the method of computingdetermination, the remaining unmarket-
assigned by the Office of Managementhe unitrust payments. Section 664(d)(3able assets are valued as of the most
and Budget. provides that the income exceptionrecent valuation date.

Books or records relating to a collec-methods (either the net income method Thirg, to ensure that the CRUT will
tion of information must be retained asC' the NIMCRUT method) may be usedyse the fixed percentage method after
long as their contents may become mal©® Pay_the unitrust amount “for any tne unmarketable assets are sold, the
terial in the administration of any inter- Year.” The legislative history, however, cRUT must switch exclusively to the
nal revenue law. Generally, tax returngrovides that the method used to detefixeq percentage method for calculating
and tax return information are confiden-mine the unitrust amount may not bey|| remaining unitrust amounts payable
tial, as required by 26 U.S.C. e103discretionary with the trustee. H.R.tg any income beneficiary at the begin-

Conf. Rep. No. 782, 91st Cong., 1shing of the first taxable year following

Background Sess. 296 (1969), 1969-3 C.B. 644, 653he " year in which the earlier of the
Some donors may fund a CRUT withgpove events occurs.

This document proposes amendmentsnmarketable assets that produce little
to 26 CFR parts 1 and 25 to provideor no income. These donors often wan
additional rules under sections 664 anthe income beneficiary or beneficiaries ;
2702. Section 664, added to the Internabf the CRUT to receive a steady streanﬁ]msoeucrt]itc’)nagéldr?;?(glgg) ?Sn}glrjfgtitg; fsﬁgﬁ d
Revenue Code by section 201 of the Tawf payments based on the total returina trust switches to the fixed percent-
Reform Act of 1969 (Public Law 91— available from the value of the assetsage method
172), contains the rules for charitableThe donors recognize, however, that the The IRS ' dT ¢ )
remainder trusts. In general, a charitabl€RUT cannot make these payments un- e and ireasury request com
remainder trust provides for a specifiedil it can convert the unmarketable assetdents on whether therg are addltlc_)nal
periodic distribution to one or moreinto liquid assets that can be used to pal ircumstances under which a comblna_\-
noncharitable beneficiaries for life or forthe fixed percentage amount. These d on of_methods should be addressed in
a term of years with an irrevocablenors establish CRUTs that use one Ol%egulatlons.
remainder interest held for the benefit othe income exception methods to calcug, proposed Effective Date and Transi-
charity. Section 664(c) provides that date the unitrust amount until the unmaryignal Rules
charitable remainder trust is exempketable assets are sold. Following the
from all taxes under subtitle A of thesale, the donors may prefer that the The amendments allowing a flip
Code for any taxable year except a&RUT use the fixed percentage methodnnitrust are proposed to be effective for
taxable year in which the trust hasto calculate the unitrust amount. A trustCRUTs created on or after the date the
unrelated business taxable income undersing such a combination of methoddinal regulations are published in the
section 512. would be a “flip unitrust.” Federal Register

Finally, because the fixed percentage
ethod does not provide for a makeup



If a trust was created before thesions in the current regulations thatsponding provision, many practitioners
effective date of this amendment and itpermit a trustee to pay the annuity othave asked whether a charitable remain-
governing instrument contains a flipunitrust amount within a reasonable timeader trust that holds unmarketable assets
provision other than the one permittechfter the close of the taxable year fomust have an independent trustee value
by the regulations, the trust may bewhich the payment is due. The IRS andhe assets.
amended or reformed to comply withTreasury are especially concerned about The proposed regulations provide that
the final regulations. If a trust is createdaccelerated charitable remainder trust$ a charitable remainder trust holds
after the effective date of this amend-described in Notice 94—-78 (1994-2 C.Bunmarketable assets and the trustee is
ment and has a flip provision not ex-555). Therefore, the regulations proposénhe grantor of the charitable remainder
pressly permitted by the regulations, theo amend 88 1.664-2(a)(1)(i) andtrust, a noncharitable beneficiary, or a
trust will qualify as a CRUT if it is 1.664-3(a)(1)(i) to provide that the pay-related or subordinate party to the
amended or reformed to use the initiament of the annuity amount or thegrantor or the noncharitable beneficiary
method for computing the unitrustunitrust amount determined under thevithin the meaning of section 672(c)
amount throughout the term of the trustfixed percentage method must be madgnd the applicable regulations, the
If a qualified CRUT is created before orby the close of the taxable year intrustee must use a current qualified
after the effective date of this amendwhich it is due. These proposed amendappraisal, as defined in § 1.170A-
ment and its governing instrument doesnents should not require the amendment3(c)(3), from a qualified appraiser, as
not contain a flip provision, the trustor reformation of governing instrumentsdefined in § 1.170A-13(c)(5), to value
will not continue to qualify as a CRUT of existing charitable remainder trustghose assets. A trustee who is not the
if it is amended or reformed to add athat allow a trustee to pay the unitrusigrantor, a noncharitable beneficiary, or a
flip provision. or annuity amount after the close of theelated or subordinate party does not
taxable year. The trustees of such trustsave to use a qualified appraisal from a
an comply with the proposed regulaqualified appraiser to value the unmar-
ions by actually paying the annuity orketable assets. Therefore, the grantor, a
unitrust amount within the time permit- noncharitable beneficiary, or a related or

The IRS and Treasury invite com-
ments on the least burdensome metho
of changing the terms of a trust's gov-
erning instrument.

_ _ _ ted by the proposed amendments. subordinate party may be the sole
II. Time for Paying the Annuity Amount For CRUTs using an income excep+rustee of a charitable remainder trust if
or the Unitrust Amount tion method, the regulations continue tahe trustee uses a current qualified ap-

provide that if the CRUT pays thepraisal from a qualified appraiser to

unitrust amount within a reasonable timeompute the fair market value of the
The regulatory provisions permitting aafter the close of the trust's taxable yeanrryst's unmarketable assets.

trustee of a charitable remainder trust tdhe trust is not deemed to have engaged

pay the annuity or unitrust amountin an act of self-dealing, to have unre-B. Proposed Effective Date

within a reasonable period of time fol-lated debt-financed income, to have re-

lowing the close of the trust's taxableceived an additional contribution, or to "€ amendments are proposed to be

year were intended as an administrativeave failed to function exclusively as a€fféctive for trusts created on or after

convenience for trustees. Under the ineharitable remainder trust. the date on which the final regulations

come exception methods, the trusteg . are published in themederal Register
may not be able to determine the>: Proposed Effective Date If the governing mstrufment r(])f anﬁemgt-
amount of trust income and, thus, the These amendments are proposed to Bag trust created before the effective

amount to be distributed for a trustseffective for taxable years ending afteroeate of this amendment already requires

taxable year until after the close of thatapril 18, 1997. ?rrl}stigdfrﬁ)rig?lfgt;btlreusatggetéo tr‘\’:'“%\/eﬂr‘r‘?
year. Therefore, a trustee may need the The |RS will continue to challenge . ’ g

dditional time to pay the unitrust ing instrument may be amended or
2 i pay the purported tax consequences of accq eformed to conform with this provision
amount if a CRUT uses one of theerated charitable remainder trusts as de- '

income exception methods. scribed in Notice 94-78. IV. Application of Section 2702 to Cer-

In contrast, a trustee of a CRAT or a : . . ;
CRUT using the fixed percentagelll. Appraising Unmarketable Assets tain Charitable Remainder Unitrusts

method can easily determine the annuity  General Explanation A. General Explanation
or unitrust amount and pay it before the
close of the taxable year to which it Under 8§ 1.664-1(a)(1)(iii), a trust Section 2702 provides special rules to
relates. The annuity amount is fixed andnay qualify as a charitable remaindedetermine the amount of the gift when
determinable as of the date the trust isrust only if a deduction is allowable an individual makes a transfer in trust to
created. The fixed percentage unitrustinder sections 170, 2055, 2106, or 2528r for the benefit of a family member
amount is fixed and determinable as ofor transfers to the trust. The legislativeand the individual or an applicable fam-
the annual valuation date, which ishistory of section 664 indicates thatily member retains an interest in the
specified in the governing instrument orCongress contemplated denying a chartrust. Under section 2702(a), the re-
on the initial Form 5227, Split-Interesttable contribution deduction to a donortained interest in these situations is
Trust Information Return. The valuationwho transferred unmarketable assets to generally valued at zero unless the inter-
date can be set well before the end ofharitable remainder trust unless an inest is a qualified interest. Under section
the taxable year. dependent trustee valued the assets. H.R702(b), a qualified interest includes the
The IRS and Treasury believe thatRep. No. 413, 91st Cong., 1st Sess. 6fght to receive fixed payments at least
certain trustees of charitable remaindefl969), 1969-3 C.B. 200, 239. Becausannually and the right to receive
trusts have attempted to abuse the provthe statute does not contain a correamounts at least annually that are a

A. General Explanation



fixed percentage of the annual fair marthe donor to another family memberexpected distributions to the income
ket value of the property in the trust.and, thus, creates an opportunity fobeneficiaries. H.R. Rep. No. 413, 91st

Section 2702(a)(3)(A)(iii) was addedtransferring property to a family mem-Cong., 1st Sess. 58-59 (1969), 1969-3
by section 1702(f)(11)(A)(iv) of the ber free of transfer tax that is contraryC.B. 200, 237-38; S. Rep. No. 552, 91st
Small Business Job Protection Act ofto section 2702(a)(3)(A)(iii). Therefore, Cong., 1st Sess. 87 (1969), 1969-3 C.B.
1996 (Public Law 104-188) as a technithe proposed regulations will amendd23, 479. Therefore, the regulations
cal correction to the Revenue Reconcili§ 25.2702-1(c)(3) to provide that theclarify that the proceeds from the sale of
ation Act of 1990 (Public Law 101- unitrust interests in a CRUT using anan income exception CRUT's assets, at
508). Section 2702(a)(3)(A)(iii) providesincome exception method retained byeast to the extent of the fair market
that section 2702(a) shall not apply tathe donor or any applicable familyvalue of the asset when contributed to
any transfer to the extent regulationgnember will be valued at zero whenthe trust, must be allocated to principal.
provide that such transfer is not inconsomeone other than (1) the donor, (2
sistent with the purposes of the sectionthe donor’s spouse, or (3) both th
According to the legislative history, thedonor and the donor’s spouse (Who is @& Thjs amendment is proposed to be
regulatory authority could be used tocitizen of the U.S.) is a noncharitableeffective for sales or exchanges after
create an exception from the applicatiorbeneficiary of the trust. In these situa-ppri| 18, 1997. For sales or exchanges
of section 2702 for a qualified charitabletions, the value of the donor’s gift is thegy or pefore the effective date of this
remainder trust that does not otherwiséair market value of all the property ymendment, the Service will continue to
create an opportunity for transferringtransferred to the CRUT. The presenthgjlenge any attempt to allocate
property to a family member free ofvalue of the remainder interest passingrecontribution gain to trust income as
transfer tax. H.R. Rep. No. 586, 104thto the charitable organization will heing fundamentally inconsistent with
Cong., 2d Sess. 155-56 (1996). Undequalify for the deduction under sectiongpplicable local law and with the
§ 25.2702-1(c)(3) of the Gift Tax Regu-2522. Accordingly, the amount used t03mount of the charitable deduction
lations, section 2702 does not apply taalculate the donor’s gift tax liability is ¢|zimed.

. Proposed Effective Date

CRUTs or CRATs. the value of the property transferred to
Some taxpayers have created CRUTHhe trust less the value of the interesVl. Example lllustrating Rule for Char-
using an income exception method tgassing to charity. acterizing Distributions from CRUTs

take advantage of the section 2702 ex- Section 25.2702-1(c)(3) will continue , . .
clusion granted to charitable remaindeto exclude from the application of sec- Section 664(b) contains the ordering
trusts in the regulations. These taxpayernson 2702 transfers to pooled incomerﬁIe used to determine the chare}cterh of
attempt to use this exclusion and thdunds described in section 642(c)(5) an edannlﬁltyh or unitrust gll_rﬂourt 'ml the
income exception feature of a CRUT toto CRATs and CRUTs that pay thehfr’m s of the rer(]nplen;. ed €gis atlvle
pass substantial assets to family memuanitrust amount under the fixed percent:,31 I;;ﬂtrays ts(;aé%st'h tC‘;t A‘IEsean?jr ggrbg_rsruse
bers with minimal transfer tax conse-age method. Rep. No. 552, 91st Cong., 1st Sess. 90

quences. B. Proposed Effective Date (1969), 1969-3 C.B. 423, 481. The

leﬂ%R%(?mple’ a dhonolr establ:cshes . . ordering rule applies to the unitrust
to pay the lesser of WUSt This amendment is proposed to beyoints received from all CRUTS re-

income or a fixed percentage to th i i

Sonor for & tefm of 15 vears or his ”feeeffecnve for transfers in trust made O”gardless of the_ method _used by the
: , y or after May 19, 1997. , CRUT to determine the unitrust amount.

WhICh?Ver s shorter, and then to they, prohibition on Allocating Pre- Although the current regulations

donor's daughter for her ife. If the contribution Gain to Trust Income clearly provide that the ordering rule of

tables under section 7520 are used t : ; .
value the donor’s retained interest andﬂ' General Explanation section 664(b) and § 1.664-1(d)(1)(i)

the donor's gift to the daughter, the When assets are transferred to &PPlies to all unitrust amounts received
amount of the donor’s gift to the daugh-charitable remainder trust, the amount ofom CRUTS, some practitioners have
ter is relatively small compared to thethe donor’s charitable deduction is gen@Sked whether the ordering rule applies
amount the daughter may actually reerally based in part on the fair marketl® unitrust amounts paid under the in-
ceive. To illustrate, the trustee mayalue of the property transferred to thefOme exception methods. To provide
invest in assets that produce little or ndrust. Although an income exceptioni@xPayers with additional guidance, the
trust income while the donor retains theCRUT provides a different method forProposed regulations add an example of
unitrust interest, creating a substantiatalculating the unitrust amount than d'0W the ordering rule operates when the
makeup amount. At the end of thefixed percentage CRUT, any charitablé/Nitrust amount is computed under an
donor’s interest, the trustee alters theleduction for an income exceptioniNcOme exception method.
NIMCRUT's investments to generateCRUT is c_aICl_JIat_ed as if the fixed Request for Comments on Income
significant amounts of trust income. Thepercentage is distributed each year. A"°Exception CRUTs Holding Certain In-
trustee then uses the income to pay toating amounts to trust income that argosiments
the donor’'s daughter the current fixedpart of the fair market value of the
percentage amount and the makeupontributed property on which the chari- The IRS and Treasury are aware that
amount, which includes the makeupable deduction was based would béaxpayers are using income exception
amount accumulated while the donoiinconsistent with Congress’s intent toCRUTs to take advantage of the timing
was the unitrust recipient. assure that the amount claimed as difference between the receipt of trust
The use of a CRUT as described ircharitable deduction for the contributionincome (as defined in section 643(b))
the above example permits the shiftingo the trust relates to the projectecand income for federal income tax pur-
of a beneficial interest in the trust fromgrowth of the assets contributed less thposes. For example, an income excep-



tion CRUT may hold an interest in ated to the Chief Counsel for Advocacy Par. 2. In § 1.664-1, paragraphs
partnership controlled by a trustee of thef the Small Business Administration for(a)(7), (d)(1)(iii), and (f)(4) are added to
trust, a grantor, a beneficiary, or a partcomment on its impact on small busi-read as follows (paragraph (f)(4) follows

related or subordinate to the trustee, theess. the concluding text of paragraph (f)(3)):
grantor, or a beneficiary. In such a case ) , . ]
an interested party controls when théﬁomments and Public Hearing § 1.664—1 Charitable remainder trusts.

trust will receive the earnings from its  Before these proposed regulations are () * * *
partnership interest and, accordinglygdopted as final regulations, consider- (7) Valuation of unmarketable assets.
when the unitrust recipient will receive aion will be given to any comments|f a trust has assets that are not cash,
distributions from the trust. Although that are submitted timely to the IRS. All cash equivalents, or marketable securi-
the income exception CRUT has taxablgomments will be available for publicties (within the meaning of section
income on its distributive share of partinspection and copying. 731(c) and the applicable regulations)
nership items, the trust does not have A puplic hearing has been scheduledind the trustee is the grantor of the
trust income until it actually receives asor September 9, 1997, at 10 a.m. in theharitable  remainder  trust, a
distribution of its share of the partner-|rs Auditorium, Internal Revenue noncharitable beneficiary, or a related or
ship’s earnings. Building, 1111 Constitution Ave, NW., subordinate party to the grantor or
The IRS and Treasury are studyingwashington DC. Because of access renoncharitable beneficiary within the
whether investing the assets of an instrictions, visitors will not be admitted meaning of section 672(c) and the appli-
come exception CRUT to take advanbeyond the Internal Revenue Buildingcable regulations, the trustee must use a
tage of the timing difference betweenlobby more than 15 minutes before thecurrent qualified appraisal, as defined in

the receipt of trust income and incomehearing starts. § 1.170A-13(c)(3), from a qualified ap-
for federal tax purposes causes the trust The rules of 26 CFR 601.601(a)(3)praiser, as defined in § 1.170A—
to fail to function exclusively as a apply to the hearing. 13(c)(5), to value those assets. A trustee

charitable remainder trust. Therefore, the Persons who wish to present oralyho is not the grantor of the charitable
IRS and Treasury request comments opomments at the hearing must submitemainder trust, a noncharitable benefi-
drafting future guidance on this issuecomments by August 19, 1997, anctiary, or a related or subordinate party
Revenue Procedure 97-23, to be pubsubmit an outline of the topics to beto the grantor or noncharitable benefi-
lished on April 28, 1997, in Internal discussed and the time to be devoted teiary does not have to use a current
Revenue Bulletin 1997-17, provides thatach topic by August 19, 1997. qualified appraisal from a qualified ap-
the IRS will not issue letter rulings on A period of 10 minutes will be allot- praiser to value the trust’s assets.

whether a trust that will calculate theted to each person for making com-

unitrust amount under section 664(d)(3ments. d) * *: oo
qualifies as a section 664 charitable An agenda showing the scheduling of (1) . x
remainder trust when a grantor, ahe speakers will be prepared after the (1)

trustee, a beneficiary, or a person relatedeadline for receiving outlines has, (i) Example.The following example
or subordinate to a grantor, a trustee, opassed. Copies of the agenda will bdUstrates the application of this para-
a beneficiary can control the timing ofavailable free of charge at the hearingd"@Pn (A)(1):

) : : " Example.(i) X is a charitable remainder unitrust
the trust’s receipt of trust income from a described in sections 664(d)(2) and (3). The

partnership or a deferred annuity conDrafting Information annual unitrust amount is the lesser of the amount
tract to take advantage of the difference _ of trust income, as defined in § 1.664-
between trust income under section N Principal authors of these pro-y))i)p)3). or six percent of the net fair

643(b) and income for federal incomeposed regulations are Mary B_eth Collinsnarket value of the trust assets valued annually.
tax purposes for the benefit of theand. Jeffrey A Erickson, Office of the The net fair market value of the trust assets on the
unitrust recipient Assistant Chief Counsel (Passthrough%aluat'on date in 1996 is $150,000. During 1996,

. . has $7,500 of income after allocating all
and SpeC|aI Industrles), IRS. Howeverexpenses. All ofX’s income for 1996 is tax-

personnel from other offices of the IRSgxempt income. At the end of 199&s ordinary

Special Analyses . .
P y and Treasury Department participated imcome for the current taxable year and undistrib-

It has been determined that this noticéheir development. uted ordinary income for prior years are both zero;

. . L X's capital gain for the current taxable year is zero

of proposed rUIem"'jlkmg 1S no_t a S!gnlfl- R ox X and undistributed capital gain for prior years is
cant regulatory action as defined in EQ $30,000; and X's tax-exempt income for the

12866. Therefore, a regulatory a_sses@-6 CFR Part 25 current year is $7,500 and undistributed tax-

exempt income for prior years is $2,500.
~ (ii) Because the trust income of $7,500 is less
than the fixed percentage amount of $9,000, the

ment is not required. It is hereby certi- Gift taxes, Reporting and recordkeep
fied that these regulations do not have g requirements.

significant economic impact on a sub- unitrust amount for 1996 is $7,500. The character
stantial number of small entities. ThisProposed Amendments to the Regulaf that amount in the hands of the recipient of the
certification is based upon the fact thatjons unitrust amount is determined under section
the recordkeeping requirement in these 664(b). Because the unitrust amount is less than

regulations does not affect small entities. Accordingly, CFR parts 1 and 25 ar&;StﬁndiStrlbUtfd Capitat' %ai”tiniﬂmed.”t"?bret?ipie”]f
TS of the unitrust amount treats the distribution o
Therefore, a Regulatory Flexibility proposed to be amended as fOIIOWS$7,500 as capital gain. At the beginning of 1997,

Analysis under the Regulatory Flexibil-paART 1—_INCOME TAXES Xs undistributed capital gain for prior years is
ity Act (5 U.S.C. chapter 6) is not reduced to $22,500, an&'s undistributed tax-

required. Pursuant to section 7805(f) of Paragraph 1. The authority for part 18xempt income is increased to $10,000.

the Internal Revenue Code, this noticeontinues to read in part as follows: *
of proposed rulemaking will be submit- Authority: 26 U.S.C. 7805 * * * f ***

* * * *



(4) Valuation of unmarketable assetstion for each taxable year of the periodn this paragraph (a)(1)(8] takes effect
The rules contained in paragraph (a)(7¥pecified in paragraph (a)(5) of thisat the beginning of the first taxable year

of this section are effective for trustssection. following the year in which the earlier
created on or after the date the final (b) * * * of paragraph (a)(1)(i%j(2)(i) or (i) of
regulations are published in theederal (1) The amount of trust income for athis section occurs; and

Register. A trust whose governing in- taxable year to the extent that such (4) Following the trust's conversion
strument requires that an independeramount is not more than the amounto the method described in paragraph
trustee value the trust's unmarketableequired to be distributed under para{a)(1)(i)@) of this section, the trust will
assets may be amended or reformed fraph (a)(1)(i)4) of this section. pay at least annually to the permissible
permit any trustee to value those assets (2) An amount of trust income for a recipients the amount described only in
if the trustee uses a current qualifiedaxable year that is in excess of thearagraph (a)(1)(if) of this section and
appraisal, as defined in § 1.170A-amount required to be distributed undenot any amount described in paragraph
13(c)(3), from a qualified appraiser, as(a)(1)(i)@ of this section for such year (a)(1)(i)(b) of this section.
defined in 8§ 1.170A-13(c)(5), in theto the extent that (by reason of para- (5) For this paragraph (a)(1)(i)(c), un-
taxable years beginning on or after thegyraph (a)(1)()6)(1) of this section) the marketable assets are assets that are not
date the final regulations are publishediggregate of the amounts paid in priocash, cash equivalents, or marketable
in the Federal Register years was less than the aggregate &fecurities as defined in section 731(c)
P such required amounts. and the applicable regulations.

Par. 3. In § 1.664-2, paragraph (3) For this paragraph (a)(1)®X,  (d) Example.The following example
(@)(1)(i) is revised to read as follows:trust income means income as definegllustrates the rules in paragraph
_ _ under section 643(b) and the applicablea)(1)(i)(c) of this section:

§ 1.664-2 Charitable remainder annu-regulations. Proceeds from the sale or Example. (i On the creation of charitable

ity trust. exchange of any assets contributed ttgmainder unitrusl, S contributes four assetsA-
, C, and D. A is a marketable security under
(@) *** the trust by the donor must be allocate(gection 731(c) and the applicable regulatioBs.

(1) * * * (i) Payment of sum certain to principal and not to trust incCOMe atc andp are unmarketable assets. The fair market
at least annually.The governing instru- least to the extent of the fair marketvalue ofB, C, andD is at least 90 percent of the
ment provides that the trust will pay a\/a|ue of those assets on the date dfir market value of all four assets at the time of

ibuti contribution.
sum certain not less often than annuallgontribution. i ina i i
{0 a person or persons described il)’l'; (C) Combination of methodsinstead (ii) The governing instrument of Y provides for

f th td ibed i calculating the unitrust amount under the combina-
paragraph (a)(3) of this section for eac e amount described in paragraplion of methods described in paragraph ()(13§i)(
taxable year of the period specified in

a)(1)(()@ or (b) of this section, the of this section. The initial method for calculating
paragraph (a)(5) of this section Thegoveming instrument may provide thatthe unitrust amount is the lesser of the amount of

. . i i rust income, as defined in paragraph
annuity amount must be paid to the.the trust will pay the amount descrlb(:"()t(a)(l)(i)(b)(3) of this section, or six percent of the

recipient no later than the close of th n paragra_ph (a)(l)(lm of this section 0"t market value of the trust assets valued
taxable year for which the payment is©' " initial period and then pay theannually. The unitrust amount also includes any

P ; ; i i f trust income for any taxable year that
due. The rules contained in this para@mount —described in  paragrapfemount of y L y
graph (a)(L)(i) are effective for taxgble(a)(l)(')(a) of this section (calculated exceeds six percent of the net fair market value of

: : e trust’s assets valued annually to the extent the
years ending after April 18, 1997. using the same fixed percentage) for thé(;tal of the amounts paid in prior years was less

o x s rer(rli)iirli‘ngl yearsggf the trust iff_h fai than the total of the amounts computed as six
. : t least percent of the fair percent of the net fair market value dfs assets
Par. 4. Section 1.664-3 is amended as . p . _
follows: market value of the assets held in then rfhg \r/]aluatl_on dates. Aftt_—:l‘lr thelchange in
. ) ) i i i initial method, the unitrust amount wi equal sIxX percent
1. Paragraphs (@)(L)®L (a)QL)G)( trust immediately after either the initial

. . . of the net fair market value of Y's assets on the
b)(1), and (a)L)(b)(2) are revised. contribution or any subsequent contribus,, ation dates.

tion (prior to the change in methods) t0 iy The governing instrument provides that the
(a)z(i)g)?g)ag(g?lr;?i)(d) (ag?l))((%))(g) I;gr)ﬁ the trust consists of unmarketable assetshange in method will occur for the first taxable
S0 ! ! (2) The governing instrument pro-year beginning after botB and C are sold or the
@@)0)® are added. ides that the change of method deYear in which the trust has sold or exchanged
3. The third sentence of paragrapﬁ’ ; . ; 9 N enough unmarketable assets so that the remaining
(a)(1)(iv) is revised. SCI’Ide in this paragraph @(1)@)(will unmarketable assets total 50 percent or less of the
4. Paragraph (a)(1)(vi) is added be triggered by the earlier of— fair market value of the trust's assets, whichever

The added and revised provision§.
read as follows: 1€

(i) The sale or exchange of a specioccurs first.
d asset or group of assets that was (iv) In Year 3, the trustee of sells B, one of

: ; . the three unmarketable assets. After the sal®,of
contributed to the trust on its Creatlon’the fair market value of all ofy’s unmarketable

§ 1.664-3 Charitable remainder 9’ _ assets is greater than 50 percent of the fair market
(i) The sale or exchange of unmarvalue of Y's assets. Therefore, in Year 3, the

unitrust.
ketable assets if immediately followingmeth_od use_d__to calculate the unitrust amount
(@) *** the sale or exchange, the fair marke"le’(f\‘/";‘”l‘rf :2:”(‘1“%2‘?::;‘; <olB. After the sale
* % % H 1] ’ .
(1) value of any remaining unmarke"‘a‘lbleof both B and D, the fair market value ofY’s

(|) * * * ( a) Genel’a| I’U|e.The gOV' aSSGtS tOta| 50 percent or |eSS Of thgnmarketab|e assets |s 50 percent or |ess of the
erning instrument provides that the trustotal fair market value of the trust’s fair market value off’s assets. In Year 4, however,
will pay not less often than annually aassets. For making this determinationthe method used to calculate the unitrust amount
fixed percentage of the net fair markethe remaining unmarketable assets mué‘i’gl‘;")'”li t\?:;r”g'a;n“;eft:fgil subsequent years, the
value of the trust assets determmedi_)e valueq as of the most recent valua; o’ nay a unitrust amount equal only t six
annua”y_ to a person or persons detion date; ) ercent of the net fair market value dfs assets
scribed in paragraph (a)(3) of this sec- (3) The change of method describedietermined annually. The change in method occurs



in Yea 5 becaus the fair marke value of Y's

unmarketatd asses totaled 50 percen or less of

the fair marke value of Y's assed after the sak of

both B and D. The chang in methal occus even
thoudh Y still owns C, the othe unmarketable
asse specified in the governirg instrument.

(vii) By the erd of Yea 4, Ys totd trust
income had bee less than the sum of the unitrust
amouns basel on six percem of the net fair
marke value of Y's assets determine annualy,
leaving a balane of $1,000 The $1,0® balance
can neve be distributal to the unitrug recipient
after the chang to the fixed percentag method.

(e) Payment under general rule.
When the unitrug amoun is computed
unde paragrap (a)(1)(i)@ of this sec-
tion, the unitru¢ amourn mug be paid to
the recipiert no later than the close of
the taxabk yea of the trugt for which
the paymen is due.

(f) Paymeh unde income exception.
When the unitrug amoun is computed
unde paragrap (a)(1)(i)() of this sec-
tion, the unitrug amoun may be paid to
the recipiert after the close of the
taxabk yea of the trug for which the
paymet is due if paid within a reason-
able time after the close of sudt taxable
yea. The trug will naot be deemd to
hawe engagd in an ad of self-dealing
(within the meanimg of secti;m 4941) to
hawe unrelatel debt-financd income
(within the meanig of section 514) to
hawe receivel an additiond contribution
(within the meanirg of paragrap (b) of
this section) or to hawe failed to func-
tion exclusivey as a charitabé remain-
der trug (within the meaniry of para-
graph (a)(49 of this sectio) merely
becaus paymen of the unitrug amount
is mace after the close of the taxable
yea if su paymen is mace within a
reasonald time after the close of such
taxabk~ yea.— For- this~ paragrap
@)Q)()F), a reasonald time will not
ordinarily exterd beyord the dae by
which the trustee is requiral to file
Fom 5227 Split-Interes$ Trug Informa-
tion Return (including extensiony for
the taxabk yea.

*_ Kk ko Kk K

(iv) * ** If the governirg instrument
does not specify the valuation dae or
dates the trustee mug sele¢ sud date
or datess and indicae the selectim on
the first retum on Fom 5227 Split-
Interes Trug Information Return that
the trug mug file. * * *

* ko ko Kk ok

(vi) Effective date and reformations.
(a) The rules in paragrap (a)(1)(i)@) of
this sectiom are effective for taxable
yeas endirg after April 18,1997.

(b) The~ rules~ in~ paragraphs
@)@Q)()) ard (d) of this sectim are
effective~ for- charitabke- remainde

unitruss createl on or after the dak the
final regulatiors are publish& in the
Federd Register. If a trugt was created
befor the effective date of paragraph
(8)(2)(i)(c) of this secti;m and contairs a
provision allowing a chang in calculat-
ing the unitrug method the trus may be
amendd or reformel to compl with

the provisiors of paragrap (a)(1)(i)()

of this section If a trug is createl after
the- effective- date~ of- paragraph

(8)(2)()(c) of this secticn and contairs a
provision allowing a chang in calculat-
ing the unitrug methal tha does not
comply with the provisiors of paragraph
(8)(1)(i)(©) of this section the trus will

continte to qualify as a charitabé re-
mainde unitrug if it is amendd or
reformel to use the initial methal for

computirg the unitrud amoun through-
out the tem of the trust A qualified
charitabk remainde unitrug createl be-
fore or after the effective dae of para-
grafh (a)(1)(i)(c) of this sectio will not
continte to qualify as a charitabé re-
mainde unitrug if its governirg instru-
mert is amendd or reformel to add a
provision allowing a chang in the
method for cdculating the unitrust

amount.

(c) Them rulesm in- paragraphs
@)@D)(Hb)(D), (2), and (3) of this sec-
tion are effective for taxabk yeas end-
ing after April 18, 1997, ard for sales or
exchange~ describel~ in— paragrap
(@)(Q)([HO)(3) of this sectim tha occur
after April 18, 1997.

(d) The~ ruless in~ paragraphs
@@Q)(@)E ard (f) of this sectim are
effective for taxabk yeas endirg after
April 18, 1997.

N

PART 25—GIFT TAX; GIFTS MADE
AFTER DECEMBER 31, 1954

Pa. 5. The authoriy for pat 25
continues to read in pat as follows:

Authority: 26 U.S.C 78 * * *

Pa. 6. In § 25.2702-1 paragraph
(c)(3) is revisal to rea as follows:

§ 25.27024 Specia valuation rules in
the cas of transfess of interess in trust.

* o * 4 * 4 * 4 *

(C) * % %

(3) Charitable remainde trust (i)
For transfes mack on or after May 19,
1997, a transfe to a poola income fund
describé in section 642(c)(5) a transfer
to a charitabé remainde annuit trust
describéd in section 664(d)(1) a transfer
to a charitabé remainde unitrug de-
scribed in secti;n 664(d)(9 if unde the
terms of the governirg instrumen the

unitrug amoun is comput@ only under
section 664(d)(2)(A) ard atransfe to a
charitabé remainde unitrug described
in sectiors 664(d)(9 and (3) if the only
pemitted redpients of the unitrust
amount are the dona, the dona’s
spouse or both the dona ard the do-
nor's spoug who is a citizen of the
United States.

(i) For transfes mace before May
19, 1997, a transfe in trug if the
remainde interes in the trug qualifies
for a deductiomn unde section 2522.

* * * * *

Margare Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federad Registe on
April 17, 1997, 8:45 a.m, ard publishal in the
isste of the Federa Registe for April 18, 1998,
62 FR. 19072)




