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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

MARKET TREND: Questions have arisen regarding the ability to design 
CLATs with escalating, or backloaded annuity payments, including so-called 
“shark-fin” CLATs, which often provide for initial minimal annuity payments 
and a final large annuity payment at the end of the CLAT term. SYNOPSIS: 
The ability of a CLAT to backload annuity payments to a charity may increase 
both the total charitable distributions and the amounts passing to the CLAT 
remainder beneficiaries. Prior IRS guidance has indicated that CLATs can 
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provide for escalating annuity payments but has failed to provide specific 
insight into the extent to which such payments may be backloaded. In PLR 
201216045, however, the IRS approved of an annuity formula that would allow 
a testamentary CLAT to make increase the annuity payments by 20% each 
year. TAKE AWAY: Despite PLR 201216045, the IRS still has not directly 
addressed the significant backloading of annuity payments in the manner 
consistent with “shark-fin” CLATs. Until issuance of more specific guidance, 
the debate likely will continue as to whether there are limits on backloading 
CLAT annuity payments.  

 
The recent, low-interest rate environment has made CLATs increasingly popular in wealth 
transfer and life insurance planning for charitably inclined clients. In particular, questions 
have arisen regarding the ability to design CLATs with escalating, or backloaded, annuity 
payments, including so-called “shark-fin” CLATs, which typically call for initial minimal 
annuity payments plus a final large annuity payment at the end of the CLAT term.  Along 
this line, the IRS recently issued a private letter ruling allowing escalating annuity 
payments for a testamentary CLAT (“T-CLAT”), where the annuity payment increased 
by 20% each year.   

CLATs Generally   

With a CLAT, a grantor creates and funds an irrevocable trust that pays a qualified charity 
a guaranteed annuity for a specified period of time (e.g., a term of years or for one or more 
lives).  At the end of the annuity term, the CLAT assets can revert to the grantor or pass to 
other designated beneficiaries (e.g., descendants).  The annuity payments are based on the 
federally determined, monthly adjusted “7520 rate” in effect for the month of the CLAT’s 
creation (or for one of the two month’s prior to creation, if lower).  If the present value of 
the total annuity payments, based on the applicable 7520 rate, equals the value of the 
client’s contribution to the CLAT, no gift is made upon formation (so-called “zeroing-
out”).  

Asset growth in excess of the 7520 rate passes to the remainder beneficiaries at the end of 
the CLAT term, gift and estate tax-free.  The current low rate environment improves the 
chances for growth in excess of 7520 rate, making CLATs increasingly attractive for 
charitable and estate planning.  

Why Backload Annuity Payments?   
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Providing for escalating annuity payments, as opposed to level payments, allows trust 
assets to remain invested within the CLAT for a longer time, potentially providing for 
more growth in the initial years.  Thus, the ability to backload annuity payments may 
increase both the total charitable distributions and the amounts passing to the CLAT 
remainder beneficiaries.   

Example:  Client wants to establish a 20-year, zero-out CLAT with $10 million when the 
7520 rate is 1.2%.  CLAT anticipates a 6% annual investment return. 

Further, as investment returns are rarely earned in a straight line, escalating annuity 
payments may serve as a hedge for the CLAT in depressed or volatile markets, allowing 
the CLAT to recover from low or negative investment returns in the initial years.   

Shark-fin CLATs are extreme versions of zeroed-out, backloaded CLATs.  They typically 
provide for very minimal annuity payments (e.g., $1,000) for most of the CLAT term, 
with a substantial final payment at CLAT termination.  These CLATs seek to retain the 
vast majority of the initial CLAT contribution (and appreciation thereon) in trust for the 
longest period possible, in order to maximize the benefits of compounding asset growth.    

Is Backloading Permissible? 

IRS guidance indicates that CLATs can provide for increasing annuity payments.  
Specifically, Revenue Procedures 2007-45 and 2007-46 provide safe harbor trust 
provisions for lifetime and testamentary CLATs and state that CLATs (1) are not subject 
to minimum or maximum payout requirements and (2) may provide for an annuity that is 
initially stated as a fixed dollar or percentage amount but increases during the annuity 
period, so long as the annuity’s value is ascertainable at the time of the CLAT’s funding.  
Also, in PLR 9112009, the IRS allowed charitable income and gift tax deductions for a 
CLAT where the minimum annuity amount varied each year and was specified in the trust 
instrument.  

Recently, in PLR 201216045, the IRS reviewed the use of a T-CLAT formula that 
annually increased the annuity payments by 120% of the prior year's payment for the 

  Level Annuity  
Payments 

Escalating Annuity 
Payments (20% 

Annually) 
Total to Charity $11,306,000 $11,276,460 

CLAT Remainder $12,022,744 $15,911,257 
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annuity term. The instrument creating the T-CLAT provided a formula for an annuity 
amount that would zero-out the T-CLAT, but it failed to specify whether the trustees 
should apply the formula using level or escalating annuity payments.  The T-CLAT 
trustees petitioned a state probate court to sanction the use of a 20% escalating annuity 
formula to determine the T-CLAT’s annuity, which the court permitted, subject to IRS 
approval. After review, the IRS approved the escalating annuity formula, ruling that it met 
the requirements of a guaranteed annuity interest as required for the estate to take a 
charitable tax deduction for the assets contributed to the T-CLAT. 

Are There Limits? 

This issue remains a topic of debate.  Neither the Revenue Procedures nor PLRs discussed 
above required specific limitations on variable or increasing annuity payments made by a 
CLAT. Treasury regulations applicable to grantor retained annuity trusts (“GRATs”), 
which function like CLATs but make annuity payments to the grantor, allow annual 
annuity payments to increase by a maximum of 20% each year.  Given the similarities in 
the operation of CLATs and GRATs, some commentators believe that a 20% annuity 
escalation provision in a CLAT should be readily acceptable to the IRS (query whether the 
trustees in PLR 201216045 followed this guideline in proposing a 20% escalation formula 
for the T-CLAT, which the IRS ultimately accepted).   

As the GRAT regulations do not apply to CLATs, however, imposition of a 20% limit on 
annual annuity escalations may be arbitrary.  The treasury regulations that apply to 
CLATs allow a change in the guaranteed annuity (for example, by a specified amount) 
upon expiration of the CLAT term.  Further, unlike GRATs, neither the regulations nor 
IRS guidance applicable to CLATs set any limits for escalating a CLAT’s annuity 
payments.   

It is this absence of guidance that may create issues for the use of shark-fin CLATs, since 
nothing specifically sanctions the use of a very low annuity payment for most of a CLAT 
term, followed by a substantial increase in the final year.  If the IRS determines that the 
annuity payment structure of a particular CLAT does not constitute a guaranteed annuity, 
the tax consequences would be significant. For a lifetime CLAT, the initial contribution 
would not be eligible for the charitable gift tax deduction, and no charitable income tax 
deductions would be available.  For a T-CLAT, the assets funded into the trust would be 
subject to estate tax inclusion without generating an offsetting charitable estate tax 
deduction. 

Bottom Line 
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IRS guidance indicates that a CLAT can provide for escalating annuity payments, and, as 
suggested by PLR 201216045, an annual increase in a CLAT annuity of up to 20% may 
generally be acceptable.  The IRS, however, has not issued specific guidance regarding 
annuity escalations in excess of this amount, including of the type typically used in shark-
fin CLAT structures.  Thus, until issuance of more specific guidance, the debate likely will 
continue as to whether there are limits on backloading CLAT annuity payments. 

 
 

In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, please 

be advised of the following:  
 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 

AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  

 
In the event that this Washington Report is also considered to be a "marketed 

opinion" within the meaning of the IRS guidance, then, as required by the IRS, 
please be further advised of the following:  

 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 

MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 
The trusted source of actionable technical and marketplace knowledge for life insurance professionals.  
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