TOTALS

Year # of

Gross

Filed Returns Estates
(millions)

2010estl14,281
2007 38,031
2004 62,718
2001 108,112
1998 97,856
1995 69,772
1992 59,176
1989 45,695
1986 45,125

$145,307
$203,096
$192,635
$215,649
$173,798
$117,735
$ 98,850
$ 77,997
$ 59,805

FEDERAL ESTATE TAX RETURNS
RETIREMENT PLAN ASSETS AND ANNUITIES; CHARITABLE DEDUCTIONS

RETIREMENT PLANS/ANNUITIES

# of
Returns

8,757
23,230
36,733
58,664
45,752
30,938
22,738
14,223
11,244

Value

% (millions)

61
61
59
54
47
44
38
31
25

$ 7,591
$13,993
$17,499
$18,398
$12,039
$ 6,632
$ 4,095
$ 2,309
$ 1,350
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# of

18,7

3,572
7,672
11,599

16,982
13,063
11,053
8,471
7,835

25
20
18
17
17
19
19
19
17
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Value

CHARITABLE DEDUCTIONS

Returns % (millions) %

$17,473 12.0

$19,702
$14,958
$16.150
$10,861
$8,707
$6,785
$4,925
$3,573
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SOURCE: IRS Statistics of Income Bulletins. See web <http://www.irs.ustreas.gov/prod/tax_stats/estate.html>

Estate Tax Returns Filed in 2002: Estate Size and Charitable Deductions

[All figures are estimates based on samples--money amounts are in thousands of dollars.]

Size of Gross Estate Gross Estate Charitable deduction Average
amt
‘ Number Amount Number (%) of Amount (%) of |(in thous. $)

of returns  (in thous. $) | of returns returns  (in thous. $) | estate

All returns 98,359 $211,212,218 16,105 16% $ 17,828,921 8%
$ 675,000 <$ 1,000,000 36,809 30,210,377 4,624 13% 683,015 2% 148
$ 1,000,000 < $ 2,500,000 46,361 68,575,863 7,688 17% 3,131,444 5% 407
$2,500,000 < $ 5,000,000 9,882 33,618,289 2,097 21% 1,819,776 5% 868
$ 5,000,000 < $10,000,000 3,439 23,598,243 970 28% 1,749,224 7% 1,803
$10,000,000 <$20,000,000 1,198 16,187,674 420 35% 1,523,675 9% 3,628
$20,000,000 or more 671 39,021,771 307 46% 8,921,787 23% 29,061

Taxable returns 44,407 $117,230,253 8,691 20% $ 11,509,315 10%
$ 675,000 <$ 1,000,000 13,026 11,265,400 1,355 10% 34,765 0% 26
$ 1,000,000 < $ 2,500,000 22,993 33,795,007 4,576 20% 582,739 2% 127
$2,500,000 < $ 5,000,000 5,049 17,433,073 1,405 28% 702,587 4% 500
$ 5,000,000 < $10,000,000 2,101 14,544,190 762 36% 1,062,025 7% 1,394
$10,000,000 < $20,000,000 755 10,250,877 330 44% 908,359 9% 2,753
$20,000,000 or more 484 29,941,706 262 54% 8,218,840 27% 31,370

Nontaxable returns 53,952 $ 93,981,965 7,414 14% $ 6,319,606 7%
$ 675,000 < $ 1,000,000 23,783 18,944,977 3,268 14% 648,250 3% 198
$ 1,000,000 < $ 2,500,000 23,368 34,780,856 3,112 13% 2,548,705 7% 819
$ 2,500,000 <$ 5,000,000 4,833 16,185,216 692 14% 1,117,189 7% 1,614
$ 5,000,000 < $10,000,000 1,338 9,054,053 208 16% 687,198 8% 3,304
$10,000,000 <$20,000,000 443 5,936,797 90 20% 615,316 10% 6,837
$20,000,000 or more 187 9,080,065 45 24% 702,947 8% 15,621




COMBINATION OF FEDERAL ESTATE AND INCOME TAXES ON INCOME IN
RESPECT OF A DECEDENT -- (Years 2007 through 2009). State estate and income taxes are
extral

EXAMPLE: Assume that Mother's total taxable estate is $4,000,000 and that all of it will be transferred
to her sole heir: Daughter. Assume that the probate estate will pay the entire estate tax regardless of how
her daughter acquired the assets (e.g., joint tenancy, etc.). If $100,000 in an IRA is immediately
distributed to Daughter and if Daughter is in a 35% marginal income tax bracket, then the combination of
federal estate and income taxes on the $100,000 of IRA assets would be $64,250 (64.25%). The amount is
calculated as follows:

Beginning Balance in Retirement Plan $ 100,000
Minus: Total Estate Tax Paid by the Probate Estate (45,000)
Minus: Income Tax On Distribution

Gross Taxable Income $ 100,000

Reduced By §691(c) Deduction for
Federal Estate Tax

Total Estate Tax $ 45,000
State Tax Credit* Zero
Deduction for Federal Estate Tax ** (45,000)

Net Taxable Income *** $ 55,000
Times Income Tax Rate X 35.0%

Net Income Tax on Income In Respect Of Decedent

(19,250)
NET AFTER-TAX AMOUNT TO DAUGHTER $ 35,750

* Treas. Reg. Section 1.691(c)-1(a) limits the deduction to federal estate tax. There is no tax deduction
for any state estate or inheritance tax . The 2001 Tax Act repealed the Section 2011 state tax credit.

** The deduction is an itemized deduction on Schedule A that is claimed on the last line of the form
("other miscellaneous deductions™). It is not subject to the 2%-of-adjusted-gross-income ("AGI™)
limitation that most miscellaneous deductions are subject to. Sec. 67(b)(7).

*** The net taxable income from the IRD will actually be greater than this amount The IRD will increase
the recipient's AGI by $100,000 which will decrease the recipient's itemized deductions by 1%, which
would be $2,000 in this example. Sec. 68. The 1% reduction was omitted from this calculation in order
to simplify



TYPES OF QUALIFIED RETIREMENT PLANS
Section 401(a) Plans (Company plans and ""Keogh'* plans)

Annuity Plans
Defined benefit plans
Annuity plans

Account Plans
Money purchase pensions Stock bonus plans Section 401(Kk) plans
Profit sharing plans ESOPs

Individual Retirement Accounts (Section 408 Plans)

Individual Retirement Accounts

Individual Retirement Annuities

Simplified Employee Pension"SEP" (usually IRA accounts)

SIMPLE Plans (like a 401(k) plan that uses IRAs instead)

Roth IRAs (Section 408A) (NOTE: No IRD from a Roth IRA; all distributions after an owner's
death are tax-free)

Charities and Government Employers (Section 403(b) and 457(b))
Tax-sheltered custodial accounts; Tax-sheltered annuities

MINIMUM DISTRIBUTIONS AND THE 50% PENALTY TAX
The tax planning strategy that most advisors follow is to structure IRA and QRP accounts in such

a way that only the smallest amounts will be required to be distributed. Smaller distributions
permit greater amounts to remain in the QRP or IRA account, thereby producing greater income.

Principal 10% Yield 5% Yield
Amount in IRA $100,000 10% $ 10,000 5% $ 5,000
Income Tax on Distribution (40%) 40,000
Amount Left to Invest $ 60,000 10% $ 6,000 5% $ 3,000

In order to force QRP and IRA accounts to be used to provide retirement income,
Congress enacted two significant penalties on account beneficiaries for non-retirement uses of
these assets. First, there is a 10% penalty tax for most distributions before age 59 Y. Second,
there is a 50% penalty tax imposed on the account owner for not receiving sufficiently large
distributions after attaining the age of 70 %2 or retiring, whichever occurs later. The 50% penalty
tax also applies after the account owner's death to beneficiaries who fail to receive the post-death
minimum amounts. Distributions from any of the qualified retirement plans, IRAs and 403(b)
plans described above are potentially subject to the 50% penalty tax.
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REQUIRED LIFETIME DISTRIBUTIONS AFTER AGE 70 %2

GENERAL RULES - Unless you are married to someone who is more than ten years younger
than you, there is one -- and only one -- table of numbers that tells you the portion of your IRA,
403(b) plan or qualified retirement plan that must be distributed to you each year after you attain
the age of 70 %2. The only exception to this table is if (1) you are married to a person who is
more than ten years younger than you and (2) she or he is the only beneficiary on the account. In
that case the required amounts are even less than the amounts shown in the table. To be exact,
the required amounts are based on the actual joint life expectancy of you and your younger
spouse.

TWO SIMPLE STEPS: Step 1: Find out the value of your investments in your retirement plan
account on the last day of the preceding year. For example, on New Years Day -- look at the
closing stock prices for December 31.  Step 2: Multiply the value of your investments by the
percentage in the table that is next to the age that you will be at the end of this year. This is the
minimum amount that you must receive this year to avoid a 50% penalty.

Example: Ann T. Emm had $100,000 in her only IRA at the beginning of the year. She
will be age 80 at the end of this year. She must receive at least $5,350 during the year to
avoid a 50% penalty (5.35% times $100,000).

--UNIFORM LIFETIME DISTRIBUTION TABLE -

Age Payout

70 3.65% 80 5.35% 90 8.78% 100 15.88%
71 3.78% 81 5.59% 91 9.26% 101 16.95%
72 3.91% 82 5.85% 92 9.81% 102 18.19%
73 4.05% 83 6.14% 93 10.42% 103 19.24%
74 4.21% 84 6.46% 94  10.99% 104 20.41%
75 4.37% 85 6.76% 95 11.63% 105 22.23%
76 4.55% 86 7.10% 9% 12.35% 106 23.81%
77 4.72% 87 1.47% 97 13.16% 107  25.65%
78 4.93% 88 7.88% 98 14.09% 108 27.03%
79 5.13% 89 8.33% 99 14.93% 109 29.42%

Lifetime distributions are generally unaffected by who you name to be the beneficiary of your
account after your death (unlike prior law). The only exception is if the sole beneficiary of your
account is a spouse who is more than ten years younger than you. However, distributions after
your death can vary depending on who the beneficiary is.

[Table computed from Table A-2 of Reg. Sec. 1.401(a)(9)-9 (2002) -- (rounded up)]
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MAXIMUM YEARS FOR PAYOUTS AFTER ACCOUNT OWNER’S DEATH

This table contains the maximum number of years that distributions may be made from an IRA or
some other type of qualified retirement plan after the account owner’s death. The maximum term
of years is the remaining life expectancy of either (#1) the account owner, measured by his or her
birthday in the year of death, or (#2) the life expectancy of a designated beneficiary, based on that
beneficiary’s age at the end of the year that follows the account owner’s death. Whether the term
will be #1 or #2 is determined by the identity of the beneficiaries who have not been paid in full by
the “determination date” (September 30 following the year of death). The term will be based on the
account owner’s age (i.e., #1) if on the determination date there is any beneficiary who fails to
qualify as a “designated beneficiary” (e.g., a charity or the account owner’s estate). If, instead, all
of the beneficiaries are designated beneficiaries, then the payout is determined by the age of the

oldest designated beneficiary (i.e., #2).
Table A-1 of Reg. Sec. 1.401(a)(9)-9 (“single life ), required by Reg. Sec. 1.401(a)(9)-5, Q&A 5(a) & 5(c) and Q&A 6.

Age Life Expectancy Age Life Expectancy Age Life Expectancy Age Life Expectancy Age Life Expectancy
0 82.4 20 63.0 40 43.6 60 25.2 80 10.2
1 81.6 21 62.1 41 42.7 61 24.4 81 9.7
2 80.6 22 61.1 42 41.7 62 23.5 82 9.1
3 79.7 23 60.1 43 40.7 63 22.7 83 8.6
4 78.7 24 59.1 44 39.8 64 21.8 84 8.1
5 7.7 25 58.2 45 38.8 65 21.0 85 7.6
6 76.7 26 57.2 46 37.9 66 20.2 86 7.1
7 75.8 27 56.2 47 37.0 67 194 87 6.7
8 74.8 28 55.3 48 36.0 68 18.6 88 6.3
9 73.8 29 54.3 49 35.1 69 17.8 89 5.9
10 72.8 30 53.3 50 34.2 70 17.0 90 55
11 71.8 31 52.4 51 33.3 71 16.3 91 5.2
12 70.8 32 51.4 52 32.3 72 15.5 92 4.9
13 69.9 33 50.4 53 31.4 73 14.8 93 4.6
14 68.9 34 494 94 30.5 74 14.1 9 4.3
15 67.9 35 48.5 95 29.6 75 13.4 95 4.1
16 66.9 36 47.5 56 28.7 76 12.7 96 3.8
17 66.0 37 46.5 S7 27.9 77 12.1 97 3.6
18 65.0 38 45.6 58 27.0 78 11.4 98 3.4
19 64.0 39 44.6 59 26.1 79 10.8 99 3.2
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In IRS Chief Counsel Memorandum ILM 200848020 * a trust was denied a
charitable income tax deduction after it received taxable IRA distributions (income in
respect of a decedent or "IRD)? and then distributed the amounts to charities. The ability
of an estate or trust to claim a charitable income tax deduction may be further
complicated by a new proposed regulation that provides that when a governing
instrument specifies a source of income (such as IRD) to be used for a charitable income
tax deduction, the instructions must have an economic effect independent of income tax
consequences in order to be respected.® This article will examine the challenges and
strategies to successfully pay a charitable bequest with IRD.

A Charitable Income Tax Deduction For A Bequest Of IRD?

The Chief Counsel memorandum is a dramatic illustration of how a charitable
bequest of IRD can go wrong. It addressed a situation where the decedent had left his
IRA to a trust that benefitted his six children and several charities. The trust received
distributions from the IRA for the charitable shares and the trustee immediately paid
these amounts to the charities, leaving the six children as the only remaining beneficiaries
of the trust. The IRS Chief Counsel's office concluded that the trust had taxable income
from the IRA distribution but was not entitled to claim an offsetting charitable income tax
deduction since the trust instrument contained no instructions to distribute income to a
charity.

In order for a distribution of IRD to a charity to be deductible, it must meet the
legal requirement for an estate or trust to claim a charitable income tax deduction.
Normally an estate or trust is not entitled to claim a charitable income tax deduction for
the payment of a standard charitable bequest,* but there have been many instances where
estates and trusts were able to claim charitable income tax deductions to offset taxable
income from IRD.® In order to claim a charitable income tax deduction, the charitable
payments must be traced® to income and must generally be made pursuant to the terms of
the governing instrument that require income to be paid to a charity.” In ILM 200848020
there apparently weren't any instructions to distribute income to a charity and
consequently the trust could not claim a charitable income tax deduction.® Instead the
IRD was taxed either to the trust or to the children if they received distributions of the
trust's distributable net income ("DNI").°

Under what circumstances can an estate or trust claim a charitable income tax

deduction to offset the taxable income from IRD? There is justification for such an
income tax deduction under tax policy.'® What are the mechanics? What is the impact of
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the proposed regulation on this arrangement? Since there is no DNI deduction for a
distribution to a charity,'* a charitable income tax deduction is essential to get an income
tax benefit.

Many wills and trust instruments indeed contain instructions that IRD must be used to
satisfy a charitable bequest in the event that the estate or trust has IRD income. A typical
provision is:

I instruct that all of my charitable gifts, bequests and devises shall be made, to the
extent possible, from "income in respect of a decedent™ (as that term is defined
under the U.S. income tax laws) included in gross income and shall qualify for a
charitable income tax deduction under Section 642(c) of the Internal Revenue
Code of 1986 and any corresponding future tax laws.

If such instructions had appeared in the governing instrument analyzed in ILM
200848020, would the trust have been entitled to an offsetting deduction? Probably. What is
surprising is that there is no legal authority on point where instructions in a governing instrument
to make a charitable disposition of IRD assured a charitable income tax deduction, despite the
increasing frequency and size of IRD in the estates of the nation's citizens (particularly
retirement plan assets). There is no court case, regulation or ruling. Legal guidance would be
very helpful since this situation will become increasingly common. By comparison, there is
considerable legal authority, that without such instructions there would be a problem claiming a
charitable income tax deduction,*? unless the entire estate -- or the remainder or residue of an
estate -- was payable to a charity.*?

How is this scenario affected by the proposed regulation that requires an independent
economic effect? Ostensibly the regulations merely address the division of an estate's or trust's
taxable and tax-exempt income amongst income beneficiaries, some of which include charities.
They do not address whether a charitable income tax deduction will be allowed, denied or
partially allowed/denied when a governing instrument contains instructions that all charitable
bequests must be satisfied with IRD whenever that is possible.

Some of the provisions in the proposed regulation can be interpreted in a way that could
cause concern. The proposed rule is that "a provision in the governing instrument ... that
specifically provides the source out of which amounts are to be paid ... for such a [charitable]
purpose controls for Federal tax purposes to the extent such provision has economic effect
independent of income tax consequences.” ** This suggests that instructions to use IRD for
certain charitable dispositions might not be respected unless those dispositions had an
independent economic effect. For example, there is no independent economic effect if a will
provides for a $100,000 charitable bequest and specifies that it should be "paid from IRD, if any
exists." The charity will receive $100,000 whether there is any IRD or not. Cautious estate
plannelrés may consider inserting instructions for charitable uses of IRD that have an economic
effect.

On the other hand, what are the sanctions for failure to have an independent economic
effect? The proposed regulation states that the estate's or trust's income will instead be allocated
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between charitable and non-charitable beneficiaries using the same proportionate ratio of all
classes of income of the estate or trust.*® Such a result wouldn't impose a hardship as long as the
estate or trust could still claim a charitable income tax deduction. It wouldn't matter that the
deduction was comprised of a mix of interest, dividends and IRD.

The legal uncertainty whether an estate or trust can claim a charitable income tax
deduction for a charitable distribution of IRD has made alternative ways of structuring charitable
bequests of IRD even more attractive. Rather than have IRD payable to an estate or trust that
will make a charitable bequest, a better strategy is to bypass the estate or trust entirely and
transfer the IRD directly to a charity or to a tax-exempt charitable remainder trust.

Big Picture: Two Ways to Make Charitable Bequests of IRD

IRD's classification as taxable income makes it an especially appealing source for
funding a charitable bequest. By using taxable IRD payments to satisfy a bequest to a tax-
exempt charity, an estate planner can distribute greater amounts of tax-free assets, such as stock
or real estate that receive a step-up in basis, to family members.

There are generally two ways to structure a charitable bequest of IRD. The first is to
have the IRD paid directly to a charity so that the charity, rather than an estate, trust or a
beneficiary, recognizes all of the IRD income. If the estate or trust never recognizes any IRD
income, there is no need for it to claim an offsetting charitable income tax deduction. The
second way is to have an estate or trust receive the taxable IRD and then claim an offsetting
charitable income tax deduction for the distribution of the IRD to a charity. As the IRS Chief
Counsel memorandum illustrates, this strategy should only be undertaken if the estate planner is
confident that such an offsetting deduction is assured. With the legal uncertainty concerning the
circumstances when an estate or trust can claim such an offsetting charitable income tax
deduction, the first alternative looks increasingly attractive for planning a charitable bequest of
IRD.

How can IRD be transferred directly to a charity? The answer depends on the nature and
source of the IRD. If the IRD is generated by the type of asset that normally goes through
probate -- such as savings bonds,'” an employee stock option,*® or an installment sale note -- the
solution can be an in-kind distribution of those assets to a charity so that it, rather than the estate,
recognizes the income when payments are received.

The largest amounts of IRD are held in retirement accounts, which are trusts or custodial
accounts that usually have their own beneficiary designations. The distributions pass outside of
probate, unless the estate was designated as the beneficiary. Consequently, the most common
way to transfer the IRD in a retirement plan directly to a charity is for the plan participant or the
IRA owner to name a charity as a beneficiary of some or all of the retirement account on the
beneficiary designation form provided by the plan administrator. In that case, the retirement
account makes a payment directly to the charity and informs the charity that the payment is
taxable income. The tax-exempt charity, of course, does not pay income tax upon the receipt of
the distribution. This is the case even for a private foundation that must normally pay a 1% or
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2% excise tax on its investment income.*® Under this scenario, the estate or trust never reports
the income,”° and consequently, never needs an offsetting charitable income tax deduction. This
strategy works with other forms of IRD where a person has the ability to designate a beneficiary,
such as a bequest of an interest in a nonqualified deferred compensation plan  or of a taxable
death benefit under an annuity contract.??

If the individual in the Chief Counsel memorandum had named the charities directly on
the IRA beneficiary form as beneficiaries of a percentage of the IRA assets, the income tax
problem would have been avoided. The charities would have received their amounts directly
from the IRA and the trust would have only received the income intended for the six children.
There would be no need for the trust to claim a charitable income tax deduction. As long as the
charities received their distributions before September 30 of the year that follows the decedent's
death, the trust and the six children would be eligible to receive the IRA distributions over the
life expectancy of the oldest child (a "stretch IRA").?®

An even safer alternative is to have a separate "charitable IRA" with one IRA
administrator (where all beneficiaries of the IRA are charities and/or tax-exempt charitable
remainder trusts) and one or more "family IRAs" with other IRA administrators. In that case
there is no time pressure to make the charitable distributions before September 30 since the
existence of the charitable IRA has no impact on the mandatory distributions from any of the
family IRAs. An individual can keep the asset levels of the charitable IRA and the family IRAs
at the desired amounts by withdrawing more or less from each IRA, since an IRA Owner's
mandzatory lifetime IRA distributions can be taken from any single IRA rather than from every
IRA.

It is even possible to divert payments after death to a charity from an IRA that is payable
to an estate. This usually works when the charity will receive the residue of the estate and the
personal representative has the power to make non-pro-rata distributions.”® The Service
concluded, however, that using retirement assets to satisfy a fixed dollar charitable bequest
triggered taxable income to a trust, in which case a charitable income tax deduction is necessary
to avoid a tax liability.?®

It is especially important for an estate or trust to avoid recognizing income when there is
a bequest of IRD to a charitable remainder trust®’ or to acquire a testamentary charitable gift
annuity for a beneficiary.”® Any possible charitable income tax deduction would, at best, only
partially offset the taxable income from the IRD.?

Wrap-Up

The legal challenges and complexity for an estate or a trust to obtain a charitable income
tax deduction for a charitable bequest of IRD is running smack into the locomotive of an
increasing number of estates that have increasing amounts of IRD. Retirement plan assets
appeared on 61% of all federal estate tax returns filed in 2007 and comprised nearly 7% of all
reported assets (they were 11.4% of the assets reported by estates under $3.5 million).>° The
corresponding percentages in 1997 were only 46% and 6.2%.3! Taxpayers and estate planners
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need greater certainty and simplicity when they leave retirement assets to an estate or trust with
an expectation that those assets will be used to satisfy a charitable bequest.

The Service could improve the efficient administration of tax laws if it would issue a
revenue ruling or other guidance that taxpayers could rely on for structuring such charitable
bequests through their estates or trusts. In the meantime savvy estate planners will advise their
affluent clients to structure their estate plans to have IRD transferred directly to a charity or to a
charitable remainder trust in order to avoid having an estate or trust recognize any income. It is
Joe Middleclass who, without competent advice, will likely be caught in an income tax trap of
having a retirement plan paid to an estate that will make a charitable bequest, thereby triggering
an avoidable income tax liability, as evidenced by ILM 200848020.

FOOTNOTES

1. IRS Chief Counsel Memorandum ILM 200848020 (July 28, 2008). Such Chief Counsel
memoranda have received a variety of designations in citations as either ILM (Internal Legal
Memorandum), CCA (Chief Counsel Advice), CA (Counsel Advice) or CCM (Chief Counsel
Memorandum). ILM appears most frequently and is therefore used in this article.

2. Rev.Rul. 92-47,1992-1 C.B. 198.
3. Prop. Reg. 1.642(c)-3(b)(2), REG-101258-08, 2008-28 I.R.B. 111.

4. See Rev. Rul. 2003-123, 2003-2 C.B. 1200 for the general proposition that a trust cannot
claim a charitable income tax deduction for a donation of trust principal as opposed to trust
income. The concept is that a charitable bequest is a charitable disposition of property that the
decedent owned on the date of death. By comparison, an estate's income is usually earned after
the decedent's death. Thus a charitable bequest is usually deducted on an estate's federal estate
tax return rather than the estate's federal income tax return.

5. See the examples cited in infra n. 13.

6. Although other deductions used to be subject to a tracing rule, the laws were changed in
1954 so that the charitable deduction is the principal deduction whose source must still be traced
to income. The Tax Court explained the rules and the reason for them in Van Buren v.
Commissioner, 89 T.C. 1101 (1987) at 1108-1109.

7. IRC Sec. 642(c)(1); Reg. Sec. 1.642(c)(1)(a)(1). See also Rev. Rul. 83-75, 1983-1 C.B.
114, in which a charitable lead trust's distribution of appreciated securities to a charity triggered
income but the trust was entitled to claim a fully offsetting charitable income tax deduction. See
also Private Letter Ruling 9044047 (Aug. 4, 1990).

8. The Chief Counsel's office reached a similar conclusion in ILM 200644020 (Dec. 15,
2005). A trust's use of an IRA to satisfy a fixed dollar charitable bequest was deemed to trigger
taxable income to the trust but the trust could not claim an offsetting charitable income tax
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deduction since there were no instructions in the governing instrument to leave income to
charity.

9. IRC Sections 651, 652, 661 and 662.

10.  There is indeed a tax policy justification for allowing an estate or trust to claim a
charitable income tax deduction when it uses taxable IRD to satisfy a charitable bequest. IRD is
different than other income. Whereas an estate’s or trust's traditional income is earned after
death and is only reported on an estate's income tax return, IRD is income that was earned before
death and is potentially reported on both the estate's income tax return and as an asset on a
decedent's federal estate return. Since IRD is potentially subject to double taxation on both the
estate's federal estate tax return and on its income tax return, a properly structured charitable
disposition of the IRD should conceptually qualify for an offsetting charitable deduction on both
the estate tax return and the income tax return. It is a different situation than the tax deduction
for an estate's administrative expenses, which can only be deducted on either the income tax
return or the estate tax return, but not both. IRC Section 642(g). The potential double taxation of
IRD justifies a potential double charitable deduction.

11. IRC Secs. 651(a) and 663(a); Rev. Rul. 2003-123, 2003-2 C.B. 1200.

12.  See Rev. Rul. 2003-123, 2003-2 C.B. 1200, citing Crestar Bank (Estate Of James A.
Linen) v. IRS, 47 F Supp 2d 670 (E.D. Virginia, April, 1999); Van Buren v. Commissioner, 89
T.C. 1101 (1987); and Riggs National Bank v. U.S., 352 F. 2d 812 (Ct. Cl. 1965).

13. It is possible for an estate to claim a charitable income tax deduction even in the absence
of instructions to distribute income to a charity if the entire estate, or the remainder of an estate,
will be paid to a charity. Reg. Sec. 1.642(c)-2(d) provides that an estate and certain trusts can
claim an income tax charitable set-aside deduction if under the governing instrument the income
will be devoted to a charitable purpose and the possibility for any non-charitable use is so remote
as to be negligible. When an entire estate will be paid to a charity, the income will also be
devoted to a charitable purpose. This result also applies when a charity will receive the residue
of an estate. After all non-charitable beneficiaries have been paid in full, the only remaining
beneficiary of an estate is the charitable remainderman. The Service has permitted estates to
claim charitable income tax deductions under these circumstances to offset taxable IRD income.
Private Letter Rulings 200826028 (Mar. 27, 2008), 200526010 (Mar. 22, 2005), 200336030
(June 3, 2003), and 200221011 (Feb. 12, 2002) (IRAs and savings bonds); also 200537019 (May
25, 2005) (annuity contracts). See also infra n. 25 for how distributions from retirement plan
accounts that are designated to be paid to an estate or a trust can instead be paid directly to
charities so that the estate or trust has no taxable IRD income and, consequently, no charitable
income tax deduction is necessary.

14.  Prop. Reg. Sec. 1.642(c)-3(b)(2).

15. Examples include Pay to charity XYZ all of the taxable retirement plan distributions that
my estate receives -- or -- Pay the first $300,000 of the taxable retirement plan distributions that

my estate receives to charity ABC, and the rest of these distribution to my daughter, Natalie.
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These examples are variations of illustrations presented by Natalie Choate in her well-written
article "Choate on 1.642 and 1.642 Proposed Regs", LISI Employee Benefits and Retirement
PLanning Newsletter #462 (August 14, 2008). These clauses have a substantial economic effect
because the charity will only receive amounts if the estate indeed receives taxable retirement
plan distributions. Furthermore, these clauses could "disinherit" other beneficiaries from
receiving any or all retirement distributions payable to an estate. Hence, the clauses have an
economic effect.

16. "In the absence of such specific provisions in the governing instrument or in local law,
the amount to which section 642(c) applies is deemed to consist of the same proportion of each
class of the items of income of the estate or trust as the total of each class bears to the total of all
classes.” Prop. Reg. Sec. 1.642(c)-3(b)(2).

17.  Charitable bequests of savings bonds were analyzed in Rev. Rul. 80-118, 1980-1 C.B.
254 and Private Letter Ruling 9845026 (August 11, 1998). See also Reg. Sec. 1.691(a)-2(b), EX.

(3).

18. Private Letter Rulings 200002011 (Sept. 30, 1999) and 200012076 (Dec. 29, 1999)
(employee stock options bequeathed to a charity by a will).

19. Private Letter Rulings 200425027 (Feb 27, 2004) and 9826040 (March 30, 1998). By
comparison, if the IRD consists of interest from savings bonds or an annuity contract the tax
does apply. Rev. Rul. 80-118, 1980-1 C.B. 254 (savings bonds) and Private Letter Ruling
200425027 (Feb 27, 2004) (annuity contract).

20. Neither the donor's estate nor heirs will recognize taxable income if retirement plan / IRA
proceeds are paid directly to a charity or to a charitable remainder trust. Private Letter Rulings
200826028 (Mar. 27, 2008), 200652028 (Sep 13, 2006), 200633009 (May 16, 2006), 200618023
(Jan 18, 2006), 9723038 (March 11, 1997) (public charity); Private Letter Rulings 9838028 and
9818009 (private foundation); Private Letter Rulings 9901023 (Oct. 8, 1998) and 9634019
(May 24, 1996) (charitable remainder trust).

21. Private Letter Rulings 200002011 (Sept. 30, 1999) and 200012076 (Dec. 29, 1999).

22, Private Letter Rulings 200425027 (Feb 27, 2004), 200452004 (Aug. 10, 2004) and
200618023 (Jan 18, 2006).

23.  Reg. Sec. 1.401(a)(9)-4, Q&A 4. If atrust is a beneficiary of an IRA, then if the trust
pays all charitable bequests before September 30 following the year of the IRA owner's death,
the trust may be able to receive "stretched-out” distributions from the IRA payable over the life
expectancies of the trust's designated beneficiaries. See Private Letter Ruling 200740018 (July
12, 2007) where an IRA was payable to a trust to benefit cousins for life but there was also a
pecuniary bequest to a charity. The charity received the entire amount before September 30
following the year of the IRA owner's death. The IRS concluded that the charity was no longer
considered a beneficiary of the trust and that the IRA could make distributions to the trust based
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on the life expectancy of oldest cousin. The IRS did not rule on whether the trust could claim a
charitable income tax deduction for the charitable payments.

24. IRS Notice 88-38, 1988-1 C.B. 524

25.  The Service permitted an assignment of IRAs, 401(k) accounts, 403(b) accounts and
annuity contracts to charities so that neither the estate nor other beneficiaries had to recognize
any taxable income when the retirement accounts made their distributions to the charities. Most
rulings applied when the residue of the estate was payable to a charity. Private Letter Rulings
200826028 (Mar. 27, 2008), 200652028 (Sep 13, 2006), 200633009 (May 16, 2006), 200618023
(Jan 18, 2006), 200617020 (Dec 8, 2005), 200511174 (Feb 8, 2005), 200526010 (Mar. 22,
2005), and 200452004 (Aug. 10, 2004). Compare Private Letter Ruling 200234019 (May 13,
2002) (IRAs and 403(b) accounts where a portion of the estate went to charity).

26. ILM 200644020 (Dec. 15, 2005), described in supra n. 8.

217. Neither the donor's estate nor heirs recognized taxable income when retirement plan
proceeds were paid after death directly to a charitable remainder trust. Private Letter Rulings
9901023 (Oct. 8, 1998) and 9634019 (May 24, 1996). For an article on the benefits and hazards
of bequeathing retirement assets to a charitable remainder trust, see Hoyt, Christopher, "When A
Charitable Trust Beats A Stretch IRA," Trusts and Estates (May 2002).

28. In Private Letter Ruling 200230018 (Apr. 22, 2002) an individual named a charity as the
beneficiary of an IRA and left instructions with the charity to use the IRA proceeds to issue a
charitable gift annuity. The estate recognized no taxable income on the transfer.

29.  Only a partial charitable income tax deduction is allowed since a gift to a charitable
remainder trust or to acquire a charitable gift annuity has a non-charitable component (the
income stream to the beneficiary). An illustration of the tax nightmare is in Private Letter Ruling
20056024 (Apr. 6, 2005) where the income tax deduction to acquire a charitable gift annuity
only partially offset the income tax generated by an IRA withdrawal.

30. IRS statistics on federal estate returns filed in 2007 can be found at
http://www.irs.gov/pub/irs-soi/07es01fy.xls.

31.  Computed from the table at http://www.irs.gov/pub/irs-soi/97eslcge.xls .
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