
Philanthropic Tax Strategies

The Federal Government uses the income tax laws as a means of achieving social
policies. One such application is the deduction for charitable contributions. The highest
federal individual rate is 35%. The highest corporate marginal income tax rate is 39%
and the state corporate net income tax rate is 9.99%. Effectively an individual can make
a $1,000 contribution that costs him or her only $650. The same corporate gift can be
made at a cost of only $550. Effectively the government subsidizes $350 and $450 of
the gifts respectively. Charitable gifts through a will are also heavily subsidized. The top
federal estate tax rate is 46% and the top Pennsylvania rate is 15%. A $1,000 charitable
bequest in an estate could only cost the estate only $390.

There is a definite advantage to making charitable gifts during one’s lifetime. The donor
receives the income tax deduction and also removes the asset and income it would
generate and/or appreciation in its value from his or her gross estate.

Additionally, Income in Respect of a Decedent (“IRD”) is subject to both income and
estate taxes. Common IRD’s are:

Accrued interest on savings bonds
Annuities
IRA’s
Qualified retirement plans.

The following example demonstrates how onerous the taxation of IRD’s can be

IRA balance 100,000

Federal estate & PA inheritance taxes (60,000)

Balance to heirs 40,000

Income tax on IRA distribution (14,000)

Balance received, net of tax 26,000

Contributions using IRD’s can be especially beneficial. To obtain this benefit the will
should specifically require that a charitable gift be funded with IRD assets. Consider
naming charities as the beneficiary of a qualified plan or IRA. If at the time the donor is



doing their estate planning, the value of the IRA or qualified plan and the financial needs
of their spouse are both uncertain, the donor can name their spouse as the primary
beneficiary and the charity as the secondary beneficiary. The surviving spouse can then
disclaim the appropriate amount in favor of the charity, if they feel comfortable doing so.

If the donor plans to sell stocks or real estate to fund a charitable donation, they should
consider gifting the real estate or securities directly to the Nonprofit. The capital gains
tax of 15% on the appreciated value of the gift is not payable in this case. Nonprofits
should establish a broker relationship to facilitate the transfer of such gifts.

These strategies for avoiding tax on IRD assets and capital gains can have additional
benefits by avoiding “hidden taxes.” Not recognizing this income keeps it from being
included in the calculation of tax on social security benefits or affecting the Alternative
Minimum Tax calculation. It also can affect the phase out rules related to itemized
deductions and exemptions or the phase out rules applied to other credits, such as the
education credits.

The most frequently used strategies for planned giving allows the donor to retain some
benefit from the assets given to charitable organizations. Typically, the donor or donor’s
beneficiary retains an income interest in the gifted assets for life or for a defined number
of years.

Charitable Lead Trusts are funded with assets that provide an income stream to the
Nonprofit over the donor’s life or a period of years. At the end of the term, the remaining
assets return to the donor or their beneficiaries.

Charitable Gift Annuities involve a gift of assets to a charity in exchange for a
guaranteed income stream for the life of an individual or the joint lives of an individual
and a designated beneficiary. The income stream is a percentage of the donated
assets, and the rates are set by the American Council on Gift Annuities. The donor
receives a charitable deduction at the time that the property is donated. The calculation
of the charitable deduction equals the value of the contributed property less the value of
the annuity. The annuity is valued based on IRS valuation tables and current interest
rates.

The annuity payments may begin immediately or may be deferred until some future date
(i.e. retirement). When the annuity payments are received:

 A portion of each is nontaxable return of investment
 A portion is ordinary income, representing the earnings on the investment
 A portion may be long-term capital gain if the donor contributed appreciated

property

For example a donor aged 74 contributes stock valued at $23,469 with a cost basis of
$13,598. The donor receives an annual annuity of 6.9% (determined by the American
Council on Gift Annuities) or $1629.40 for life. In this case, the donor received a
charitable deduction of $9,615. Annual payments recognized for tax purposes are:

Income - $561.93
Capital Gain - $444.80
No tax - $612.67



Charitable Remainder Trusts (CRT) are created when assets are transferred to a trust,
the income from which is received by the donor or non-charitable beneficiaries for life or
a term of years. At the expiration of the income interest the remainder interest passes to
the Nonprofit.

A fixed amount or fixed percentage of the trust’s value must be paid to the non-
charitable beneficiary annually. Unlike a Charitable Gift Annuity, there is considerable
flexibility for setting the annual payment. If the payments are for a fixed term, this term
vcannot exceed 20 years. The value of the remainder interest passing to the Nonprofit
must be at least 10% of the Fair Market Value of trust when it was established. A CRT
is not normally taxed at the trust level. It is treated as “pass through” and taxed as the
distributions are received by the beneficiaries.

The charitable deduction is calculated as the value of the property contributed less the
value of the annuity or unitrust payment. The annuity value is based on IRS tables,
which utilize the current AFR. The higher that interest rates are the greater the available
deduction. The example below uses a $100,000 CRAT and a 7% annuity for fifteen
years.

TTiimmee ooff GGiifftt AAFFRR CChhaarr iittaabbllee DDeedduucctt iioonn

JJuunnee,, 22000066 66..00%% $$3322,,000000

JJuunnee,, 22000055 44..88%% $$2266,,440000

JJuunnee,, 22000033 33..66%% $$1199,,990000

Another planned giving instrument is a Private Foundation, which allows donors to
asccumulate, manage and disburse funds for charitable purposes, while receiving a tax
deduction at the time the funds are transferred to the foundation. However, they are
expensive and subject to complex restrictions and operating requirements.

Donor Advised Funds allow a donor to establish a separate fund with a specific charity
or community foundation. The donor retains the right to make recommendations for
using the separate fund’s resources and approving grants from the fund.

Naming a charitable organization as the beneficiary of Life insurance is another means
of realizing a current tax deduction and providing a future benefit to the Nonprofit.

It is also possible to achieve charitable intentions by giving a Nonprofit a remainder
interest in a Farm or Residence. The donor realizes a charitable deduction on the
value of the property, and the donor and their spouse may continue to live iin the
residence or on the farm for the remainder of their lives.



The Commonwealth of Pennsylvania provides incentive credits under the Neighborhood
Assistance Credit Act. Individuals can receive a 50% tax credit for contributions to
organizations that provide the following services to impoverished neighborhoods:

 Neighborhood Assistance/Community Service
 Comprehensive Service Projects
 Job training or education
 Crime prevention

The Commonwealth also offers tax credits to businesses who make donations to
qualifying scholarship or educational improvement organizations. The credit is 75% and
as much as 90% with a two year commitment.

Both tax credit incentives are administered by the Department of Community and
Economic Development.

There are many available benefits of charitable giving in addition to the charitable
deduction, if the giving is accompanied by sound planning.

Robert B. McMunigle, CPA, PFS

Editor’s note --- Bob is a Manager in the firm’s Meadville office and is deeply involved in
strategic tax planning, personal financial planning and estate planning. This article is
based on a talk that he recently made on this subject at a seminar in Erie Pennsylvania.


