______________________________

NEW HOPE CHRISTIAN COMMUNITY FOUNDATION




Summer










2006
________________________________________________________________________

A newsletter about charitable gift planning and

exempt organizations for professional advisors.









INDEX

________________________________________________________________________

Correcting Drafting Errors in Charitable Remainder Trusts

Page 2

Rollover Risk of 15-Passenger Vans 




Page 2

Unqualified Split-Interest Trust Loses Charitable Deduction
Page 3
Charitable Beneficiary Planning Tip




Page 3
Charitable Remainder Trust (CRT) and Unrelated Business

  
Taxable Income (UBTI)




Pp 3-4


Substantiation of Charitable Donations



Pp 4-5
New Charitable IRA Rollover




Page 5

Briefs








Pp 5-6








Editor









Dennis F. Keller, J.D 

©New Hope Christian    Community Foundation               

           






     
and Dennis F. Keller 2006
CORRECTING DRAFTING ERRORS IN CHARITABLE REMAINDER TRUSTS

IRS Letter Ruling 200601003 demonstrates again the willingness of the IRS to allow correction of a mistake that might otherwise disqualify a Charitable Remainder Unitrust (CRUT).  In this case a financial advisor inadvertently deposited the proceeds from the sale of stock warrants to the client’s CRUT rather than to her personal account.  The error was not discovered until two years later when her lawyer was reviewing everything.  No charitable deduction was taken for the warrant proceeds that were donated because the donor never intended to donate them.  Nonetheless, the erroneously transferred funds were used to calculate the Unitrust distributions to the donor and her husband over a period of three years.  They took the matter to a court and the court ordered the trustee (who was also the financial advisor) to restore the funds to the donor from the CRUT that had been mistakenly transferred because there was no donative intent.  The amount to be restored to the donor was calculated by taking the original transfer and reducing it by the amount of the Unitrust distributions made to the donor and her husband that were attributable to the transferred funds, and the amount was increased by the earnings attributable to those funds.  Interestingly, the court made its judgment contingent upon the donor receiving a favorable Private Letter Ruling.  The donor and her husband then amended their income tax returns to reflect the changes made by the state court judgment.  Finally, they asked the IRS for a Private Letter Ruling that the distribution of these funds from the CRUT to the donor and her husband would not adversely affect the CRUT’s status under I.R.C. Section 664 (d)(2).  The IRS ruled that restoration to the donor of the funds that were erroneously transferred to her CRUT will result in the donor being deemed to have never added those funds to the CRUT in the first place.  Further, the restoration of the funds calculated as they were will not adversely affect the CRUT’s qualification under I.R.C. Section 664 (d)(2) and will not be treated as self-dealing under I.R.C. Section 4941(d)(1)(E) or as a payment to a disqualified person under I.R.C. Section 4946.

ROLLOVER RISK OF 15-PASSENGER VANS
The National Highway Traffic Safety Administration (NHTSA) has issued four safety advisories in the last five years concerning the rollover risk of 15-passenger vans.  Organizations and churches that continue to use these vans are exposing themselves to significant liability.  If your organization or church is unable replace its van, NHTSA offers several recommendations.  First, keep the passenger load light—9 or less passengers.  Secondly, check the van’s tire pressure frequently as low tire pressure increases the prospect of a rollover.  Third, make sure all of the passengers use their seat belts.   Fourth, the passengers and cargo should be all placed forward of the rear axle.  Fifth, watch your speed because the risk of rollover increases significantly with speeds over 50 miles an hour and on curved roads.  Sixth, use only qualified drivers.  It is recommended that you have written policy requiring compliance with the NHTSA recommendations.  For more information, please visit the following website : http://www.nhtsa.dot.gov/cars/problems/studies/15PassVans/15PassCustomerAdvisory.htm
UNQUALIFIED SPLIT-INTEREST TRUST LOSES CHARITABLE DEDUCTION

Despite the willingness of the IRS to forgive mistakes, there is a limit.  Edmund C. Galloway v. United States; No. 05-50 (United States District Court for the Western District of Pennsylvania, 2006).  A split-interest is when the same trust has both charitable and non-charitable beneficiaries.  The trust in this case provided for two non-charitable beneficiaries and two charitable beneficiaries, each to receive one-half of their twenty-five (25%) percent interest in the year 2006 and the balance in the year 2016.  The taxpayer argued that the general rule of I.R.C. Section 2055(e) doesn’t apply because the Galloway trust does not split interest in the same property, or, in effect, there are two separate trusts.  The court refused to give support to the donor’s charitable intent, finding that the letter of the law simply did not permit.  The court relied on I.R.C. Section 2055(e) as well as Estate of Johnson, 941 F. 2d 1318, 1321 (5th Cir. 1991), Zabel, 995 F. Supp. 1036 (D. Neb. 1998), and Edgar, 74 T.C. 983 (1980), Aff’d, 676 F. 2d 685 (3rd Cir. 1982).  The donor’s estate argued that the IRS cannot make form so much more important than substance that the charitable intent of the donor is ignored.  However, the court, relying on the “plain words of the statute” determined, as a matter of law, that it could not sustain that position.  There is no indication as to why the donor’s estate did not seek a reformation in state court and so one could only speculate as to whether the outcome would have been different had they done so.

CHARITABLE BENEFICIARY PLANNING TIP

Estate and wealth transfer planning gurus Jonathan Blattmachr and Michael Graham have recently made a suggestion concerning charitable giving that is worth your consideration.  They suggest that if the client is in a very stable marriage situation, consideration should be made to not making charitable bequests directly but rather to the surviving spouse.  If the charitable bequest is made directly to the charity, property would pass free of estate tax but would not qualify for an income tax deduction.  If the property is left to the surviving spouse it will still pass free of estate tax because of the marital deduction.  Then, the surviving spouse can make the charitable gifts and receive an income tax deduction as well.  Another advantage of this would be that the surviving spouse will have the opportunity to decide which of the spouses’ assets would be best to give to charity.  This tip does not work well with property that would be treated as income in respect of a decedent (I.R.D.) under I.R.C. Section 691.  In that case it would probably be more advantageous to leave the IRD property directly to the charity.

CHARITABLE REMAINDER TRUST (CRT) AND UNRELATED BUSINESS TAXABLE INCOME (UBTI)
The IRS has determined in Private Letter Ruling 200623069 that a CRT will not realize UBTI as a limited partner in a Limited Liability Company (LLC) that receives income from the LLC’s investment in a foreign corporation.  The CRT asked for the Private Letter Ruling because it intended to make investments in stocks, securities and other financial instruments by purchasing the limited partnership interest in an LLC, which is classified as a partnership for federal income tax purposes.  The LLC is to trade in stock, securities and other financial instruments by investing substantially all of its assets in a foreign corporation.  The foreign corporation trades in stock, securities and other financial instruments by investing substantially all of its assets in a foreign partnership.  The foreign partnership’s principle business is trading in stock, securities and other financial instruments for its own account, directly or indirectly, through U.S. and non-U.S. partnerships and other investment vehicles.  The general rule is that dividends are not UBTI.  There are two major exceptions to the general rule.  One of them is found in I.R.C. Section 512 (b)(4) concerning dividends and other passive income derived from debt-financed property; and the other exception is found in I.R.C. Section 512 (b)(17) concerning insurance income as defined in I.R.C. Section 953.  The taxpayer requesting the Private Letter Ruling stated that the LLC will not incur indebtedness to make an investment in the foreign corporation, the CRT will not borrow nor incur indebtedness to acquire its interest in the LLC and the foreign corporation will not have insurance-related income.  Accordingly, the IRS found that the CRT will not realize UBTI as a result of being a limited partner in the LLC and receiving allocations of income, gain, loss, deduction, and credit, and distributions, related to the LLC’s investment in the foreign corporation.  Further, they found that amounts distributed by the foreign corporation to the LLC will not constitute UBTI to the CRT and amounts derived by the CRT from its direct ownership of the foreign corporation will not constitute UBTI to the CRT.

SUBSTANTIATION OF CHARITABLE DONATIONS

Warren McKinley Dowd v. Commissioner T.C. Summ. Op. 2006-111, No. 20836-045, serves to remind us that proper substantiation is required for charitable income tax deductions.  The court’s opinion had a number of interesting aspects to it that are irrelevant for us.  The relevant part of the opinion denied a deduction of $4,405.00 consisting of $4,000.00 in cash gifts and $405.00 in property contributions.  Because of the limitations of I.R.C. Section 170(b), the taxpayer claimed $2,310.00 deduction for these gifts.  The taxpayer claimed to have regularly provided cash in increments from $50.00 to $800.00 to his mother and grandmother who, in turn, donated the cash to a religious organization.  The taxpayer was not religious.  The taxpayer also claimed to have made contributions to Green Peace, Toys-for-Tots, New York City Fire Department and Special Olympics.  Additionally he claimed to have made property contributions of used clothing to the Salvation Army and the Red Cross.  Generally a charitable contribution has to be supported by a canceled check or a receipt from the donee charitable organization (which could be a letter from the donee charitable organization) or, in the absence of a canceled check or receipt from the donee charitable organization, other reliable written records showing the name of the donee, the date of the contribution and the amount of the contribution.  The court states that in this case none of the contributions claimed were supported by any of the types of substantiating documents just described.  Accordingly the deduction was denied.
NEW CHARITABLE IRA ROLLOVER
Congress has finally authorized tax free distributions from individual retirement plans for charitable purposes, as part of the Pension Protection Act of 2006.  The final vote was on August 3, 2006 and the President is expected to sign it on August 17, 2006.  The new law allows a taxpayer to exclude from income an amount not to exceed $100,000 per year that is distributed from traditional and Roth IRA’s for “qualified charitable distributions.”  Qualified charitable distributions are amounts given from an IRA directly to organizations described in IRC section 170(b)(1)(A), other than organizations described in section 509(a)(3) (supporting organizations) and other than donor advised funds (section 4966(d)(2)), by an IRA owner over age 70½, which would otherwise have been a taxable distribution and which would otherwise qualify for a charitable income tax deduction.
The usual rules applicable to charitable donations still apply, such as the substantiation requirements.  The qualifying amount given to charity counts toward the owner’s minimum required distributions for that tax year.  Amounts given to charitable remainder or lead trusts are not eligible.  The exclusion is only available for tax years 2006 and 2007.  The percentage limitations of section 170(b) do not apply, thus the donor could give more than 50% of adjusted gross income (without regard to operating loss carrybacks).  The taxpayer does not have to itemize deductions to take advantage of this benefit.  Because the qualifying amount given is not included in adjusted gross income, it will not affect the phase-out of itemized deductions, taxpayers living in states that have an income tax not allowing itemized deductions, and which tax IRA withdrawals (Ohio, Michigan, Indiana, Massachusetts and New Jersey) get an additional benefit.  They, in effect, save state income taxes at their highest marginal state income tax rate compared to prior law.  IRA administrators are not required to make the distributions authorized, which may limit their availability.
The Pension Protection Act of 2006 also included some charitable “reform” and additional charitable giving incentives, which will be discussed in the next newsletter.  For more information, please visit the following website:  http://waysandmeans.house.gov/media/pdf/taxdocs/072806charitable.pdf.
BRIEFS

· As part of its big drive to enhance enforcement and compliance, the IRS is also improving education.  One of those initiatives is the “phone forums.”  These are presentations by high-ranking IRS personnel that you can listed in on, and they include an opportunity to ask questions.  You can find out more about these forums on the IRS website or by subscribing to their exempt organization’s monthly newsletter at:    www.irs.gov/charities/article/0,,id=135307,00.html.
· Retained powers are often used in sophisticated estate planning to prevent tax on a transfer to a trust.  The IRS has recently ruled in favor of a very well thought out and creative plan that does just that.  It is far too complex to undertake an explanation here.  However, if you are interested in the use of retained powers (I.R.C. Section 673, 674, 675, 676, and 677) and the interplay between the rules concerning general powers of appointment and how the retention of a general power of appointment prevents a gift from being considered complete, see P.L.R. 200612002. 

· The IRS has finally issued two new publications concerning gifts of vehicles to charities.  One is Publication 4302 which is entitled “A Charity’s Guide to Vehicle Donations”; and the other is Publication is 4303 entitled “A Donor’s Guide to Vehicle Donations.”  These can be obtained on the IRS website:  www.irs.gov. and click on the word “publications” in the left hand column.

· The IRS has released its Spring 2006 Statistics of Income Bulletin.  The following are some interesting statistics relative to charities and charitable giving.  Individual returns reported non-cash donations of $36.9 billion and corporate stock was the most common non-cash contribution.  Clothing represented the largest number of donations.  In 2004, 123,205 split-interest trust information returns were filed, which was a slight increase from 2003.  Charitable Remainder Unitrusts (CRUTs) were the largest group, showing an increase from the previous year.  CRUTS reported $64 billion in assets and $6.9 billion in distributions for 2004.

· We often think about using IRAs to fund charitable contributions because of the Income in Respect of a Decedent (I.R.D.).  Don’t forget that U.S. Series E or EE Savings Bonds also have IRD and for the same reason as IRAs ought to be seriously considered to fund charitable contributions.

· Good news.  The Chronicle of Philanthropy, in its May 4, 2006 edition, reported that assets held in donor advised funds rose by about twenty-two (22%) percent in 2004 to $15.5 billion.  Also, the New York Times reported on April 30, 2006, that a survey by the Association of Fundraising Professionals found fears over Katrina-related donor fatigue are not justified.  Seventy-six (76%) percent of the respondents said they had raised as much or more in 2005 than they did in 2004.

· The panel on the non-profit sector has released a supplement to its final report.  The supplement can be found at:  www.independentsector.org/panel/main.htm 

NOTE THAT A PRIVATE LETTER RULING IS NOT A PRECEDENT AND CAN ONLY BE RELIED ON BY THE TAXPAYER TO WHOM IT IS ISSUED.  THEY ARE HOWEVER AN INDICATION OF WHAT THE IRS IS THINKING.

To find the cases, statutes and rules cited in this newsletter, try the following free websites:
www.findlaw.com


www.firstgov.gov


www.access.gpo.gov


www.irs.gov


www.law.cornell.edu


http://thomas.loc.gov 

And here is my advice about what is best for you in this matter: Last year you were the first not only to give but also to have the desire to do so.  Now finish the work, so that your eager willingness to do it may be matched by your completion of it, according to your means.  For if the willingness is there, the gift is acceptable according to what one has, not according to what he does not have. 

2 Corinthians 8:10-12.
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