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WASHINGTON REPORT 13-25: Philanthropic Planning and the Charitable Income Tax Deduction.        

 

MARKET TREND: Despite the reinstatement of the limitation on itemized deductions, the charitable income tax deduction 

remains a valuable option for clients to reduce their income tax exposure in the face of higher federal and state income tax 

rates.   

  

SYNOPSIS: Clients can reduce their income tax burdens by implementing charitable planning strategies and making 

charitable gifts.  A charitable remainder trust provides the client with a current income tax charitable deduction while 

allowing the client to retain an income interest in the transferred assets.  A grantor charitable lead annuity trust will also 

enable the client to take a current tax deduction and allow accumulated income and appreciation from trust assets to pass to 

the client’s family members following the charitable term.  Private foundations provide wealthy clients with a way to make 

large or ongoing charitable contributions and retain control over how the contributions are invested and the timing and 

selection of charitable donees.  Donor advised funds provide clients with a less complicated and less expensive way to make 

current gifts that qualify for the income tax charitable deduction, while allowing the client to decide how the funds are to be 

used at a later date.  When implementing a charitable plan, clients may consider a wealth replacement trust to replace assets 

given to charity with other assets that are outside of the client’s taxable estate.                

  

TAKE AWAY: The reinstated limitation on itemized deductions should have little impact on the tax benefits of charitable 

planning for most clients.  Clients who are charitably inclined can reduce their current income tax burdens by implementing a 

charitable planning strategy.  In addition to direct gifts to public charities, clients should consider the benefits (including 

estate tax benefits) that can be obtained for the client and the client’s family though other charitable techniques, such as 

charitable remainder trusts, grantor charitable lead trusts, private foundations and donor advised funds.  Clients can replace 

assets donated to charity with life insurance held in a wealth replacement trust.    



PRIOR REPORTS:  13-01; 12-27  

 

Lifetime charitable gifts, a mainstay of income tax planning, have substantial appeal for charitably-inclined clients, who can 

obtain an income tax charitable deduction while enjoying the benefits of supporting their favored charities during life. Even 

with the recently reinstated limitation on itemized deductions, philanthropically-minded clients will still find that lifetime 

charitable planning can significantly reduce their overall income tax exposure, particularly in this higher tax environment.  

 

Pease Limitation on Itemized Deductions 

 

The American Taxpayer Relief Act of 2012, by failing to extend certain Bush-era tax cuts, effectively reinstated the so-called 

“Pease limitation” on itemized deductions.[1]  This limitation reduces itemized deductions for individuals whose adjusted 

gross income (“AGI”) exceeds specified thresholds (e.g., $300,000 - married, joint filers; $250,000 - single filers), as 

adjusted annually for inflation. 

For effected taxpayers, the limitation reduces itemized deductions by the lesser of (1) 3% of a taxpayer’s excess AGI over the 

specified threshold or (ii) 80% of otherwise allowable itemized deductions (e.g., mortgage interest, charitable contributions, 

state and local taxes, etc.).  

 

Example 1:  H & W (married, joint filers) have $900,000 of AGI (all earned income) and $250,000 of itemized deductions 

($100,000 of charitable contributions; $100,000 of state and local taxes; and $50,000 of mortgage interest).  The Pease 

limitation reduces H&W’s itemized deductions by $18,000, to $232,000, as it is the lesser of: 

 

·      3% of $600,000 ($900,000 AGI - $300,000 threshold) = $18,000, and 

·      80% of $250,000 = $200,000. 

  

As shown, the Pease limitation applies to total itemized deductions, not just charitable deductions.  Thus, if a taxpayer’s non-

charitable itemized deductions represent at least 3% of his AGI over the applicable threshold, the limitation’s impact on 

charitable deductions is negligible.  

 

Example 2:  If, using the above facts, H&W’s non-charitable deductions equal $25,000 (rather than $150,000), the Pease 

limitation still reduces their total itemized deductions by $18,000 (the lesser of $18,000 (3% of $600,000) and $120,000 

(80% of $150,000)).  

 

Thus, even with the Pease limitation, many clients will still benefit from the charitable income tax deduction available from 

making lifetime charitable contributions. 

 

Example 3:  Based on the facts above, H&W’s estimated income tax liability, assuming they make the $100,000 charitable 

contribution, would be approximately $212,000; without the charitable contribution, it would be almost $252,000, $40,000 

more.  

 

 



Philanthropic Planning Options 

 

While outright gifts to charity are generally straightforward and will qualify for the charitable income tax deduction, other 

charitable planning strategies may better enable clients to leverage the charitable deduction (and in some cases, accomplish 

wealth transfer goals), including: 

 

·      Charitable Remainder Trusts 

 

·      Grantor Charitable Lead Annuity Trusts 

 

·      Private Foundations 

 

·      Donor Advised Funds 

 

·      Wealth Replacement Trusts 

  

Charitable Remainder Trusts 

 

A charitable remainder trust (“CRT”) enables the client to make a charitable gift while retaining an income interest in the 

donated asset.  With this technique, the client creates and funds an irrevocable trust.  Typically, the trust initially benefits the 

client, who receives an income stream from the CRT for life or for a specific period of years, after which the remaining assets 

pass to the charities selected by the client.  The client receives a current income tax charitable deduction equal to the present 

value of the charitable remainder interest in the CRT.  

 

There are two types of CRTs.  A charitable remainder annuity trust (“CRAT”) provides the client with an annuity based upon 

either a fixed dollar amount or percentage of the initial fair market value of the assets transferred to the trust.  The annual 

annuity paid to the client remains fixed year to year.  A charitable remainder unitrust (“CRUT”) provides the client with an 

annual payment equal to a percentage of the fair market value of the assets, as valued each year.  The annual annuity paid to 

the client varies each year – increasing if the value of the trust assets rises, and decreasing if the value drops. 

 

For income tax planning purposes, the funding of a CRT not only provides the client with a current charitable income tax 

deduction but also allows the client to diversify highly appreciated assets or change non-productive assets into income-

producing assets, without incurring immediate capital gains taxes. 

 

Example:  Assume a client, age 50, creates a CRUT with $1,000,000 of highly appreciated stock.  The CRUT distributes an 

8% unitrust amount to the client each year in quarterly installments.  Upon the client’s death, the CRUT distributes the 

remaining assets to the client’s designated charities.  Based on these factors: 

 

·      The client receives a unitrust payment of $80,000 in the first year, and, annually thereafter, a unitrust payment equal to 

8% of the value of the trust as re-determined each year.  



 

·      Using the June 2013 §7520 rate,[2] the client may be allowed an income tax charitable deduction of $137,330 (the present 

value of the remainder interest in the CRUT).[3]  

 

·      If the trustee sells the appreciated stock, the CRUT will not pay capital gains tax or the 3.8% net investment income tax 

under IRC § 1411.  Accordingly, the CRUT can reinvest 100% of the sales proceeds in other assets.  However, to the extent 

capital gains or net investment income is used to satisfy an annual unitrust payment to the client, s/he must include the 

character of the distribution in the calculation of his or her personal income tax obligations. 

  

Additional Benefits of CRTs: 

• The client can retain the right to change the charities that will receive the CRT remainder. 

  

• If the client and/or the client’s spouse are the only individual beneficiaries, the transfer to the CRT (1) will be gift-tax 

free and (2) will remove the assets from the client’s estate for estate tax purposes. 

  

• If the individual beneficiary of the CRT is a third party (such as a child or grandchild of the client), there will be a gift 

upon creation of the CRT, but the gift will be reduced by the value of the remainder interest that will pass to charity. 

  

• The benefits of a CRUT can be leveraged through ownership by the CRUT of insurance on the client’s life.  

Example:  Assume a client creates a CRUT that makes an annual 5% unitrust payment to the client for life and then to his 

spouse for her life, with the remaining assets passing to the designated charity at the death of the survivor.   The CRUT 

purchases a $2 million policy insuring the client’s life.  If the client is the first spouse to die, the $2 million insurance proceeds 

are paid to the CRUT and thereafter will be included for purposes of determining the 5% unitrust payment distributed to the 

spouse.  

 

CRT Limitations: 

• The annuity or unitrust payment to the client (or other individual beneficiary) will be subject to income taxes. 

  

• CRTs work best in high interest rate environments. 

• The annuity from a CRAT and the unitrust payment from a CRUT cannot be less than 5% or more than 50% of the 

value of the CRT’s assets. 

  

• If the CRT is for a term of years (as opposed to the life of the client/individual beneficiary), the term cannot exceed 

20 years. 

  



• The present value of the charitable remainder interest cannot be less than 10% of the initial net fair market value of 

the assets in the CRT. 

  

• Additional contributions cannot be made to a CRAT but can be made to a CRUT. 

  

• A CRUT requires an annual appraisal/valuation of the trust’s assets. 

  

• A CRT is irrevocable and the income stream is set.  The client cannot withdraw additional assets from the CRT. 

  

• CRTs are subject to the usual limitations on charitable deductions.  

Grantor Charitable Lead Annuity Trusts 

 

Another charitable planning technique, the charitable lead annuity trust (“CLAT”), is similar to the CRAT but reverses the 

charitable and individual interests – the trust pays a charity a guaranteed annuity for a specified period (e.g., a term of years 

or for one or more lives) and pays the trust remainder to the client’s designated beneficiaries.[4]  The annuity payments are 

based on the §7520 rate in effect for the month of the CLAT’s creation (or for one of the two month’s prior to creation, if more 

desirable (i.e., lower)).  Growth within the CLAT in excess of the §7520 rate passes to the remainder beneficiaries at the end of 

the term, gift and estate tax-free.  

 

A client can create a CLAT as a grantor trust or a non-grantor trust for federal income tax purposes.  With a grantor CLAT, the 

client’s contribution to the CLAT is eligible for a charitable income tax deduction in the year of the contribution, based on the 

charitable annuity’s present value.[5] 

Additional Benefits of Grantor CLATs: 

• Unlike CRTs, CLATs are not subject to minimum or maximum payout requirements with respect to the annuity 

payments. 

  

• There is no limitation on the term of a CLAT – the term can exceed the 20 year limitation applicable to CRTs. 

  

• A CLAT allows the client to shift appreciating assets to children or other family members at a reduced gift tax cost 

and leverages the use of the client’s gift tax exemption.  The gift can be reduced to near zero if the client “zeros-out” 

the CLAT (i.e., makes the present value of charitable annuity equal the value of the client’s contribution to the CLAT).  

  

• CLTs work best in low interest rate environments. 

Grantor CLAT Limitations: 

• After the initial charitable contribution and corresponding deduction, the client must report and pay income tax on 



the grantor CLAT’s taxable income and gains, but s/he will not receive any further tax deductions for the charitable 

annuity payments.[6] 

  

• Without management of the CLAT’s taxable investment returns, the acceleration of the charitable income tax 

deduction will become income tax neutral over time as the client pays income tax on the CLAT’s taxable income.    

  

• The CLT is irrevocable and the client/donor will not benefit from the trust (to preserve the gift and estate tax 

planning benefits). 

Private foundations 

 

For wealthy families, private foundations may be the preferred structure to fulfill their charitable objectives.  A private 

foundation is either a corporation or a trust created by the client for purposes of carrying out the client’s charitable goals.  The 

client then makes his or her charitable gift(s) to the private foundation rather than to a public charity. 

 

Benefits of a Private Foundation: 

• The private foundation provides the client with more control (1) in determining how contributions are invested and 

administered, (2) in selecting the charities to benefit, and (3) in setting requirements for how those charities will use 

foundation distributions. 

  

• The client generally will be allowed an income tax charitable deduction for his or her entire gift to the private 

foundation.  

  

• If the client wishes, the private foundation can provide charitable services directly to the public. 

  

• The client can time his or her gifts to the private foundation to match other income tax planning. 

  

• The private foundation can be combined with other charitable planning techniques.  For example, the private 

foundation can be the remainder beneficiary of a CRT or the income beneficiary of a CLT. 

  

• A private foundation can be used as a long term vehicle for charitable gifts, not only by the client but also by his or 

her family. 

  

• A private foundation provides a vehicle to engage the client’s family in charitable activities.  

Private Foundation Limitations: 

• Donated assets are no longer available to the client or the client’s family. 



  

• The private foundation must distribute at least 5% of its net investment assets annually in order to avoid excise 

taxes.[7] 

  

• In order for gifts to qualify for the charitable deduction, the private foundation must apply for and be granted status 

as a tax-exempt entity by the IRS.  In order to maintain its exempt status, the private foundation must also satisfy 

annual information reporting requirements.  Additionally, the private foundation may need to apply separately for 

exempt status in the state in which it is organized and may have additional information reporting requirements at the 

state level. 

  

• There are limitations on the type of assets that may be held by a private foundation. 

  

• If structured as a corporation, the private foundation must take care to observe the corporate formalities. 

  

• Income tax deductions for contributions to a private foundation are subject to lower AGI limits – for example, 

deductions for cash gifts are limited to 30% of the client’s AGI and 20% for gifts of securities.  To the extent 

contributions in any year exceed the limitations, the excess can be carried forward and deducted over the following 

five years. 

  

• Due to the formalities and costs associated with setting up and operating a private foundation, its use is better suited 

for situations where contributions are anticipated to reach or exceed $1 million.  

Donor Advised Funds 

 

The donor advised fund (“DAF”) provides the client with a more accessible, less expensive alternative to the private 

foundation.  A DAF is a charitable-gifting account often established with a community foundation or a financial services 

company (the “sponsor”).  The client can make a one-time gift to the account or a series of gifts and receive a current income 

tax charitable deduction.  The client can then provide directions to the sponsor regarding charities to which distributions 

should be made from the DAF, and the timing and amount of such distributions. 

 

Benefits of a Donor Advised Fund: 

• DAFs are easy to form and annual costs generally are less than a private foundation. 

  

• The client does not have separate reporting obligations for the DAF – the sponsor takes care of preparing and 

submitting the required information reports. 

  

• The client can make a current gift in return for a current income tax deduction, and decide how the gift should be 

used at a later date. 



  

• The DAF can be used in conjunction with other charitable planning devices.  For example, it can serve as the 

remainder beneficiary of a CRT or the income beneficiary of a CLT. 

  

• The DAF can be used as a long term vehicle for making charitable gifts. 

  

• Because a DAF is less expensive to implement and administer, the DAF is more suitable than a private foundation in 

situations where total charitable contributions are anticipated to be less than $1 million. 

  

• Income tax deductions for contributions to a DAF are subject to higher AGI limitations as compared to a private 

foundation – 50% of AGI for cash gifts and 30% for gifts of securities.  

Donor Advised Fund Limitations: 

• The DAF sponsor is not required to follow the client’s directions regarding charitable distributions or the investment 

of funds in the account, although sponsors usually follow such directions at least during the client’s lifetime.  

  

• A DAF is not suitable for long-term family involvement in the client’s charitable activities.  Some sponsors will follow 

directions received from the client’s spouse or children following the client’s death, but eventually the account will 

become part of the sponsor’s general fund. 

  

• Most DAFs only make grants to public charities – they do not provide direct charitable activities. 

  

• The client cannot enter into pledge agreements with respect to funds in the DAF. 

Wealth Replacement Trusts 

 

The above charitable planning techniques are valuable tools to reduce income, estate and/or gift taxes while meeting the 

client’s philanthropic goals.  However, charitable gifts are irrevocable and, depending on the technique, the client’s family will 

receive limited, if any, benefit from the transferred assets.  A wealth replacement trust (“WRT”) is often used to supplement 

the client’s charitable planning and replace assets given to charity with other assets that are outside of the client’s taxable 

estate.  A WRT usually takes the form of an irrevocable life insurance trust that holds insurance on the client’s life.  

 

The WRT can serve multiple roles.  For example, if the WRT is set up in conjunction with a CRT, the client can (1) use the CRT 

to convert highly appreciated assets into a more diversified, income producing portfolio while reducing the impact of capital 

gains taxes and the net investment income tax, and (2) use part of the annuity or unitrust payments s/he receives to make 

gifts to the WRT for payment of the live insurance premiums.  If the client instead utilizes a CLT for his or her charitable 

planning, the WRT can serve as the remainder beneficiary to receive the remaining assets following the charitable term. 

 



Other Benefits of a WRT: 

• A WRT and CRT combination helps provide liquidity for the client and replacement assets for the client’s intended 

beneficiaries while reducing estate taxes. 

  

• The client’s intended beneficiaries may actually receive more on the client’s death with a CRT and WRT combination. 

Take Aways 

• The reinstated limitation on itemized deductions should have little impact on the charitable deduction for most 

clients. 

  

• Clients who are charitably inclined can reduce their current income tax burdens by implementing a charitable 

planning strategy, which should have more appeal in a higher income tax environment.  

  

• In addition to direct gifts to public charities, clients should consider the benefits (including estate tax benefits) that 

can be obtained for the client and the client’s family though other charitable techniques, such as charitable remainder 

trusts, grantor charitable lead annuity trusts, private foundations and donor advised funds. 

  

• Clients can replace assets donated to charity with insurance held in a WRT. 

Notes  

 

 
[1]  See, IRC § 68. 

[2] The §7520 rate used is the one set for the month of the CRT’s creation or for one of the two month’s prior to creation, if 

more desirable (a higher rate will increase the present value of the deductible remainder interest). 

[3]  Subject to applicable requirements and limitations for charitable deductions under IRC §170. 

[4]  Although this report focuses on CLATs, charitable lead trusts can also be created as charitable lead unitusts, which 

provide the charity with an annual payment equal to a percentage of the fair market value of the trust assets, as revalued each 

year. 

[5]  Again, subject to applicable requirements and limitations for charitable deductions under IRC §170. 

[6] If structured as a non-grantor CLAT, the CLAT, and not the grantor, would report and pay the income taxes on the trust’s 

taxable income and would be entitled to a charitable income tax deduction each year equal to the charitable annuity payment 

made by the CLAT.  

[7]  See, IRC § 4942. 

  

For more information about the topic discussed in this Washington Report, please contact Albert Gibbons at 

algibbons@algibbons.com 

 



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. 
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