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property passes to both a charitable and a noncharitable recipient.'®
Besides making a gift to a charity, the donor may retain an interest or
he may also give an interest in that property to a third party
noncharitable beneﬁciary.104 Theoretically, this type of transfer is a
version of a net gift. The donor has either made only a partial transfer
of his interests in the property (by keeping an interest for himself) or
he has made two transfers: one to the charity for which he should be
entitled to a charitable deduction to the extent of the benefit the
charity receives; and the other to his family or other third party, which
should be subject to transfer tax in the full value that the
noncharitable beneficiary acquires. However, because split interests
are most often divided temporally into present and future interests in
the same property, valuation is computed by means of the actuarial
tables.'® It is therefore subject to manipulations inherent in
employing those tables, particularly the overvaluation of the
charitable interest and the undervaluation of the noncharitable
transfer.

Beginning in 1970, a donor who makes a split-interest gift to a
charity is entitled to a charitable deduction only if she makes that gift
in a specific form'% and courts interpret these statutory rules

103 TR.C. §§ 170(f), 2055(e), 2522(c).

104 If the donor retains an interest, the trust is known as a grantor trust; if she makes a
transfer to third persons, the trust is a nongrantor trust.

105 Because the use of infrequently updated tables resulted in inaccuracies and
exploitation, in 1988 Congress enacted section 7520. See Technical and Miscellaneous
Revenue Act of 1988, Pub. L. No. 100-647, § 5031(a), 102 Stat. 3342, 3668 (1998); H.R.
REP. 100-795, at 591 (1988) (“The tables used by the IRS in determining the value of
annuities, life estates, terms of years, remainders and reversions use outdated interest and
mortality assumptions. The committee believes that updating these assumptions will result
in more accurate valuation of such interests.”). This statute requires that (1) partial
temporal interests in property, such as life estates or reversions, be calculated by means of
the actuarial tables, LR.C. § 7520(a); (2) the tables themselves be updated every ten years
to account for different mortality assumptions, LR.C. § 7520(c)(3); and (3) the IRS publish
monthly interest rates applicable to the valuation of these interests, LR.C. § 7520(a)(2).
The use of tables necessarily incorporates unreal assumptions (specifically, that today’s
interest rate is relevant to the eventual payout of a particular investment) and relies on a
large sampling of taxpayers for acceptable accuracy. Interest rates will likely vary over
the expected term although one interest rate will be used to determine the value of an
interest under the actuarial tables, the principal’s growth during the term is ignored in the
tables, and mortality assumptions will probably change during the interest’s term (hence,
the requirement in section 7520(c)(3) for revision of the tables every ten years).

106 The Tax Reform Act of 1969, Pub. L. No. 91-172, § 201, 83 Stat. 487, 526-62
(1969) [hereinafter 1969 Tax Act].
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strictly.'””  However, despite the goals of the 1969 legislation, the
y g

statutes have engendered their own opportunities for abuse. The
greatest distortion created by this legislation is the charitable lead
trust (“CLT”).IO8 By use of this legitimate estate planning method,
the taxpayer can obtain an overstated charitable deduction or an
excessive tax-free gift to his relatives or friends.

A. The 1969 Legislation

In 1969, Congress amended the income, gift and estate tax
charitable deduction statutes to prevent an inflated charitable
deduction resulting from the overvaluation of the charity’s interest in
a split-interest gift.'o9 To receive a charitable deduction for a CLT
where the income interest in the trust benefits a charity but the
remainder interest has noncharitable beneficiaries, the donor’s
transfer must be arranged as a charitable lead annuity trust (“CLAT”)
or a charitable lead unitrust (“CLUT”).110 Likewise, to receive a
deduction for a charitable remainder interest in trust where the income
interest is held by a noncharitable beneficiary, the donor’s transfer
must be structured as a charitable remainder annuity trust, a charitable
remainder unitrust, or a pooled income fund. To determine the donor
or decedent’s charitable donation deduction when a split interest
complies with the statute, the noncharitable interest is subtracted from
the value of the property. When a deduction does not follow the
statutory requirements under the split-interest rules, no deduction for
the amount benefiting the charitable recipient is allowed.'"'

107 See Wendy C. Gerzog, The Strict Rules of Charitable Split Interest Gifts, 118 TAX
NOTES 541, 542-44 (Jan. 28, 2008).

108 A CLTisa spllt-mterest gift to charity where the charity is given a present benefit
and the donor or other noncharitable beneficiary receives a remainder interest in the
property. To be deductible, a CLT must be an annuity or unitrust and must satisfy the
pertinent statutory requirements. See L.R.C. §§ 170(f), 2055(e), 2522(c) (2006).

109 H.R. REP. NO. 91-413, at 38-39 (1969) [hereinafter 1969 H.R. REP.]; S. REP. NoO.
91-522, at 86-88 (1969) [hereinafter 1969 S. REP.}.

1O See LR.C. §§ 170(f)(2)(B), 2055(e)(2)(B), 2522(c)(2)(B). A CLAT requires a fixed
annual payment to the charity; a CLUT pays the charity a fixed percentage of the fair
market value of the trust as determined each year.

111 See LR.C. §§ 170(5)(2)(A), 2055()(2)(A), 2522(c)(2)(A); see also H.R. REP. NO.
91-782, at 295-96 (1969) (Conf. Rep.); 1969 S. REP., supra note 109, at 86-92; 1969 H.R.
REP., supra note 109, at 38-39. Because the requirements for a deductible split-interest
trust are complex, in 1984, Congress provided for the allowance of certain reformations in
the trust instrument. The Deficit Reduction Act of 1984, Pub. L. No. 98-369, § 1022(a),
98 Stat. 494 (codified as L.R.C. § 2055(¢)(3)) (1984). See H.R. REP. NO. 98-861, at 1242
(1984) (Conf. Rep.) (“The House Bill provides a permanent rule permitting reformation of
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Although the 1969 legislation was aimed at correcting abuses
inherent in using the actuarial tables to value present and future
interests in the same property,l '? the words of the statute have been
interpreted as applying to other types of split interests.''>  For
example, in Johnson the decedent created a trust to support his sisters,
maintain certain family graves, and provide funding for the education
of religious figures in the Catholic Church. The estate contended that
the decedent had not created a split interest, but three separate trusts
with the one-third charitable purpose trust entitled to an estate tax
deduction.'"* Rejecting that interpretation, the Fifth Circuit held that
the will “unambiguously designates the creation of one trust to serve
three separate purposes, only one of which involves a charitable
bequest. . . . {and thus] involves a classic split interest, where interest
‘in the same property’ passes to both charitable and noncharitable
beneficiaries.”' "’ Thus, the court held that the trust was not created
or reformed in any of the three statutorily required trust forms and
that, consequently, the decedent was not entitled to a charitable
deduction for any interest in the trust."'® Most recently in Tamulis,

charitable split-interest trusts if certain requirements are satisfied. Under this provision of
the house bill, the. relative values of the charity ‘and the noncharity interests in the trust
may not vary by more than 5 percent as a result of the reformation. Additionally, unless
reformation proceedings are begun within 90 days after the due date of the federal estate
tax return (or the first trust income tax return if no estate tax return is due), the trust must,
as executed, provide for an annuity trust or unitrust amount. . . . The Senate Amendment
is the same as the House Bill, except the Senate Amendment also provides that a
reformation is deemed to occur to the extent that, pursuant to trust provisions, property
passes directly to a charity before the due date of the estate tax return.”). Under section
2055, to be a “qualified reformable interest,” either all payments must be expressed as
specific dollar amounts or a fixed percentage of the fair market value of the trust property,
LR.C. § 2055(e)(3)(C)(i1), or a judicial proceeding must be initiated by “the 90th day after
the last date (including extensions) for filing [the estate tax] return,” LR.C. §
2055(e)3)(C)(iii)(I). .

112 See 1969 S. REP., supra note 109, at 1704 (“The rules of present law for determining
the amount of a charitable contribution deduction in the case of gifts of remainder interests
in trust do not necessarily have any relation to the value of the benefit which the charity
 receives. This is because the trust assets may be invested in a manner so as to maximize
the income interest with the result that there is little relation between the interest
assumptions used in calculating present values and the amount received by the charity.”).

113 See, e.g., Estate of Tamulis v. Comm’r, 509 F.3d 343, 345-46 (7th Cir. 2007), aff’g
T.C. Memo. 2006-183; Galloway v. United States, 492 F.3d 219, 223-24 (3d Cir. 2007);
Estate of Johnson v. United States, 941 F.2d 1318, 1321 (Sth Cir. 1991); Zabel v. United
States, 995 F. Supp. 1036, 1052 (D. Neb. 1998).

14 Johnson, 941 F.2d at 1319.
15 Jd. at 1320.

16 d. Likewise, in Zabel, the district court rejected the estate’s contention that a trust
that gave a 50% income interest and a 100% remainder interest to a charity was entitled to
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the decedent, a Roman Catholic priest, wanted the vast majority of his
wealth to benefit his diocese and he created a trust for this purpose.
However, he also provided for nominal gifts to his relatives in the
trust.'"” While the trust operated as a charitable remainder unitrust
and was described as such in the estate tax return, the Seventh Circuit
denied the estate any charitable deduction holding that the decedent’s
noncharitable bequests were not expressed according to the explicit
terms of the statute and regulations, efforts at reforming the trust were

insufﬁcisent, and the doctrine of substantial compliance did not
11
apply.

a deduction equal to 50% of the principal of the trust. The court held that this was a split-
interest trust, that it was not in one of the three prescribed forms for split-interest trusts,
that it was not reformed according to rules of the statute, and therefore not deductible. In
Galloway, the decedent had left his property in trust to two charitable beneficiaries and to
two noncharitable beneficiaries, with the first half to be distributed on January 1, 2006,
one-fourth to each beneficiary, and the remaining half to be distributed in the same
proportions ten years later, with the survivors taking their proportionate share at that later
date. 492 F.3d at 220. Concluding that there was no ambiguity in the statute and thus
denying the estate a charitable deduction for the split-interest gift, the Third Circuit in
Galloway held “[t]he Trust divides a single property between charitable and non-charitable
beneficiaries, falling directly within the language of § 2055(e).” Id. at 224. Denying the
estate a charitable deduction for the split-interest gift while acknowledging that the result
was “unfortunate” since there was little opportunity for abuse, the court held that the
statute refers to “any other interest” and hence, is not limited to trusts creating a remainder
interest. /d.

17 Tamulis, T.C. Slip Op., at 3-—4. Tamulis created an inter vivos trust that provided at
his death for the immediate payment of specific bequests to both charitable and
noncharitable beneficiaries. The trust also provided for certain conditional annual
payments during the term of the trust, which was the greater of ten years or the joint lives
of John and Mary, his brother and sister-in-law, in the following amounts: $5000 to John
(or to Mary if John predeceased her) to assist them with current costs associated with the
house; $5000 to Wanda, a niece, if she was “making reasonable progress in pursuit of a
Ph.D. in education;” $1000 each to Erica and Melissa; $10,000 to Migel, a grandniece,
until she graduated medical school; and the remaining net income equally to Erica and
Melissa. In comparison to several relatively minor noncharitable transfers, he donated
approximately $1.5 million, the value of the remainder interest in the trust, to the Catholic
Church.

18 Tamulis, 509 F.3d at 345 (citing Prussner v. United States, 896 F.2d 218, 224 (7th
Cir. 1990) (en banc)). There was a statement on the decedent’s estate tax return describing
the remainder as the “residue following 10 year term certain charitable remainder unitrust
at 5% quarterly payments to two grand nieces,” Erica and Melissa Rodgerson, where
during the term, the Trustee holds and operates pursuant to the terms and conditions of
LR.C. section 664 and attached to the return were applicable calculations. Indeed, from
2001 through 2004, the trust actually did distribute 5% of the January 2nd fair market
value of the trust assets to the beneficiaries. Tamulis, Tax Court Slip Op., at 5-6.



1164 OREGON LAW REVIEW [Vol. 87,1133

B. Charitable Lead Trusts

The split-interest charitable deduction statute is specific, clear, and
strictly construed. However, it does not obviate all manipulation
involving split-interest transfers. Indeed, the 1969 legislation has
inadvertently provided taxpayers with a tax shelter. The statute
created CLTs and CLTs are often used in estate planning by those
whose self-interest, rather than charitable intent, is overriding.''’
Universities and other charitable organizations court donors to create
CLTs, particularly when interest rates are low, by appealing to the
donor’s noncharitable goals of giving assets to family members free
of transfer taxes.'?® In 2006, the data showed $16.5 billion in end-of-
year total assets for CLTs in 2006, almost $6 billion more than in
2000 and about a $1 billion increase from 2005.'?!

CLTs are advantageous to reduce or eliminate gift or estate taxes
on a large transfer to noncharitable recipients.122 By using a CLT

119 See, e.g., KATHRYN G. HENKEL, ESTATE PLANNING AND WEALTH PRESERVATION:
STRATEGIES AND SOLUTIONS § 35.09 (Warren, Gorham & Lamont of RIA, abridged
student ed. 2003). “The plans are advertised to potential donors as a ‘powerful tool,” as a
device that results ‘in little or no taxes,” and more.” 2008 S. Hearing, supra note 6, at 6
(statement of Diana Aviv, President and CEO Independent Sector).

120 HENKEL, supra note 119, at § 35.01{3][a] (“The value of an annuity varies inversely
with interest rates, so a lower interest rate will produce a higher charitable deduction, all
" other factors being equal.”). See, e.g., BYU Marriott School, Charitable Lead Trust,
http://marriottschool.byu.edu/giving/clt.cfm (last visited July 29, 2009) (“The real value of
" using a charitable lead annuity trust is that the original asset values receive a gift and estate
tax deduction based on the value of the income stream given to charity. Excess earnings
and growth add to the value of the trust corpus. . . . At the end of the trust term, the trust
terminates and all the assets in the trust, including growth, are transferred to your heirs
without further gift or estate tax.”); The Charitable Lead Trust in Today’s Low=Interest
Environment, http://alumniandfriends.uchicago.edu/atf/cf/{25C2541E-96EB-4E70-947F
-ABA13CD89DCD}/CLT_OpportunitiesREV.pdf (last visited July 29, 2009) (“Recent
interest rates are the lowest they have been in decades. . . . If you are charitably inclined,
you can take advantage of low interest rates by using a charitable lead trust to make a gift
to charity and a highly leveraged gift to family members at substantially reduced or no gift
tax cost.”). . .

121 Lisa Schreiber, Split-Interest Trusts, Filing Year 2006, 27, No. 3 STATISTICS OF
INCOME BULLETIN 48, 61 (Winter 2007-2008). For 2000, split-interest trusts contained
“approximately $93.9 billion in book value end-of-year total assets.” News Release, IRS,
IRS Issues Spring 2003 Statistics of Income Bulletin (June 26, 2003). While the vast
majority of that was from charitable remainder trusts (“CRT”), “Lead trusts, which
comprised only 4.0 percent of the total number of filers, held a surprising 11.5 percent of
the total assets.” Jd. That 11.5% represented approximately $10.8 billion in book value
end-of-year assets. /d. .

122 For example, “Dad transfers $1,000,000 in property to a CLAT with a ten year
charitable term and an eight percent payout rate. The property earns ten percent (after-tax)
yearly, and the [section] 7520 rate at the time of the transfer is eight percent. The
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instead of making a direct gift of the remainder to family members
without incorporating a charitable donation, more value passes to
your family, free of transfer tax when the property actually grows or
earns more than the section 7520 interest rate. >> An inter vivos CLT
produces a gift tax deduction that leverages the gift. 124 That is, where
the value of the income interest that qualifies for the gift tax
charitable deduction equals the value of the remainder that passes to
the noncharitable recipient, the gift is “zeroed out.”'*®> To produce a
sufficiently large income interest requires a very high income payout
and/or a sufficiently long term of the CLT. Thus, CLTs are most
attractive to very wealthy families who can wait a long time for
family members to possess the trust principal.'*®

remainder interest is valued at $463,192 at the time of the transfer. At the end of the
charitable term, the value transferred to Dad’s children is $1,318,748.49. Had Dad
initially made a gift of property worth $463,192 rather than creating the CLAT, the gifted
property would be worth $1,201,400.76 at the end of ten years, assuming it grew at ten
percent (after-tax) each year.” HENKEL, supra note 119, at § 35.09. As between a CLAT
and a CLUT, “If the CLT property is expected to appreciate, a CLAT is usually the better
choice, since the annuity remains fixed and more property can go to the family
beneficiaries.” Id. at § 35.08.

123 The section 7520 interest rate for a particular month is the rate rounded to the
nearest two-tenths of one percent that is 120% of the applicable federal midterm rate
(compounded annually) for the month in which the valuation date falls. The IRS publishes
the rates monthly. See, e.g., Rev. Rul. 2008-33, 2008-27 L.R.B. 1. Table 5 contains the
federal rate for determining the present value of an annuity, an interest for life or for a
term of years, or a remainder or a reversionary interest for purposes of section 7520. For
July 2008, the rate was 4.2%. Id. -

124 The principal benefits of a CLT are the transfer tax savings. See supra note 122 and
accompanying text. A grantor CLT is a taxable trust for income tax purposes; while the
grantor does not receive an income tax charitable deduction for the actuarial value of the
charitable interest, she receives a charitable deduction for current distributions each year as
the income is earned and paid to the charity. That is particularly helpful either-when the
grantor has exceeded the percentage limitations of section 170(b) or when the trust assets
produce dividend income that is currently taxed at 15% while the income tax deduction
may offset her other income that is taxed at the maximum ordinary income rate of 35%.
However, there is a recapture of those deductions if the grantor dies during the trust’s
term. A nongrantor CLT is not taxable and not deductible for income tax purposes. It is
the more popular type of CLT. See HENKEL, supra note 119, at § 35.03. The promise of
estate tax repeal in the 2001 Act inhibited the use of a testamentary CLT; however, the
inter vivos trust remained popular. See supra note 121 and accompanying text.

125 Some estate planners advise their clients to generate a small taxable gift in order to
trigger the running of the statute of limitations on the transfer.

126 “Consider the following example:
Donor contributes $1 million to a charitable lead annuity trust that will make annuity
payments to the University of Chicago for a term of years, after which the trust will be
distributed in equal shares to Donor’s three children. ’
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Because the taxpayer’s transfer tax is assessed when she makes her
transfer to a CLAT'?” and is not determined on a yearly basis,
significantly appreciated assets may pass to the noncharitable
beneficiary without further transfer tax liability.

Consider, for example, an individual who deposits $1 million in a
twenty-year charitable lead trust, and stipulates that the charity is to
receive $70,000 in income annually, with the remainder going to his
sons and daughters. Using the statutory interest rate of 120% of the
Federal Midterm Rate, the Treasury tables project the value of the
donation as $777,500 and the remainder as $222,500, which is then
taxed accordingly. In this example, the trust principle [sic] actually
grows to about $2.5 million because actual investment performance
far outpaces the statutory rate (which was 3.6% for March 2008).
Since the statutory interest rate is so low and the projected value of
the remainder has already been taxed, the heirs receive more than $2
million free of estate or gift taxes.'*

In this instance, the taxpayer has a substantial transfer tax savings
equal to the extent of at least $900,000 ($2 million multiplied by the
maximum gift tax rate (45%)). In this scenario, the charity is deemed
to have received $70,000 for twenty years, for a present discount
value of $777,500. Yet, if the trust fares poorly so that its income is
actually below the statutory discount rate, the stated value of the
charitable interest may not materialize and the charity may not receive

If the charitable term is 20 years and the annuity payment to the University is
$70,000/year, the charitable gift tax deduction will be equal to $1,000,000, meaning there
will be zero taxable gift and no gift tax owed. Compare this to the amount of taxable gift
that results when the section 7520 rate is higher:

Section 7520 Rate Taxable Gift
2.0% (February 2009) $0
7.2% (historic average of all rates to | $269,810
date

Under this scenario, the University will receive an aggregate gift of $1,400,000 over 20
years. In addition, assuming a 7.9% rate of return, the donor’s three children will receive
an aggregate sum of $1,100,000, gift tax-free, at the end of 20 years.” The Chicago
Initiative, The Charitable Lead Trust in Today's Low-Interest Environment,
http://alumniandfriends.uchicago.edu/atf/cf/%7B25C254 | E-96EB-4E70-947F -
ABA13CD89DCD%7D/CLT_OpportunitiesSREV.pdf (last visited Aug. 6, 2009).

127 See, e.g., supra note 122.
128 2008 S. Hearing, supra note 6, at 6 (statement of Diana Aviv, President and CEOQ
Independent Sector).
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a benefit equal to the amount of the taxpayer’s deduction.'”® By
means of the CLT, the taxpayer has saved $900,000 in gift or estate
taxes, the charity may or may not receive the charitable donation
amount ($777,500) allowed to the taxpayer,”o and the government
has lost revenue to the extent of that $900,000 plus the value of the
charitable deduction $349,875 ($777,500 multiplied by ‘the 45%
transfer tax rate) for a total projected revenue loss of $1,249,875.
Therefore, the taxpayer benefits from a CLT to a much greater extent
than the charity. Under an expanded application of quid pro quo, the
taxpayer should be denied a charitable deduction. By means of a
CLT, the government has sustained a significant revenue loss that
cannot be justified by the rationales for the charitable deduction.'*!

VI

GIFTS TO ONE’S OWN CHARITABLE FOUNDATION AND DONOR
ADVISED FUNDS

According to the IRS, one area of abuse involving charities is
donor retained control over donated assets.*> While private
foundations'** are subject to strict rules,134 “donors, nevertheless feel

129 Jd. Of course, the benefits of transfer tax-free consequences of a zeroed-out grantor
retained annuity trust (“GRAT”), while not as great as those of its charitable counterparts,
are also unwarranted on the same basis that any shortfalls of income production do not
result in a parallel detriment to the transferor. See IL.R.C. §§ 2702(a)(2)(B), 2702(b)
(2006).

130 If the asset performs and creates income in that amount, the charity will receive the
full donation.. If the asset income exceeds that amount, that excess passes to the
noncharitable beneficiary transfer tax-free. '

131 A CRT provides additional benefits to the taxpayer because of the use of the
actuarial tables, the benefit of no capital gains tax on the sale of assets sold by the trust,
and the charitable deduction; however, to gain those benefits, the CRT requires the
noncharitable beneficiary to live a long life, a factor less predictable than those attached to
a CLT. See HENKEL, supra note 119, at § 33.16. With either a CLT or CRT, there is a
risk that the asset may not perform as well as expected.

132 2008 Dirty Dozen, supra note 5.

133 A private foundation is contrasted with a publicly supported charity and is defined in
LR.C. § 509(a) (2006).

134 See STAFF OF JOINT COMM. ON TAX’N, 2006 GENERAL EXPLANATION, supra note
40, at 629 (“Because private foundations receive support from, and typically are controlled
by, a small number of supporters, private foundations are subject to a number of anti-abuse
" rules and excise taxes not applicable to public charities.”). See, e.g., LR.C. §§ 4941-4947
(2006). Also, donations of all types of capital gain property to private foundations are
generally limited to a deduction in the amount of the donor’s basis instead of the
property’s fair market value. See LR.C. § 170(e)(1)(B)(ii) (2006). Many of those rules
were enacted as part of the Tax Reform Act of 1969, see 1969 Tax Act, supra note 106;
1969 H.R. Rep., supra note 109, at 1665 (“[Y]our committee has concluded that even



1168 ) OREGON LAW REVIEW [Vol. 87,1133

the control they can exercise over a private foundation more than
offsets the less favorable tax treatment a foundation receives.”'*’
There are donors who make large contributions to their own, or their
family’s, private foundation and without violating the rules against
self-dealing, they control the identity of recipients or the amount of
those gifts.'*°
When a donor is unhappy with the administrative burdens and
restrictions placed on private foundations and gifts to those
 organizations, a gift to a donor advised fund is an attractive
alternative.'>’ Receiving a full deduction in the year the contribution

arm’s-length standards often permit use of a private foundation to improperly benefit those
who control the foundation. This is true, for example, where a foundation (1) purchases
property from a substantial donor at a fair price, but does so in order to provide funds to
the donor who needs access to cash and cannot find a ready customer . . . . In order to
minimize the need to apply subjective arm’s-length standards, to avoid the temptation to
misuse private foundations for noncharitable purposes, to provide a more rational
relationship between sanctions and improper acts, and to make it more. practical to
properly enforce the law, your committee has determined to generally prohibit self-dealing
transactions and to provide a variety and graduation of sanctions . . . .”).

135 JOHN R. PRICE & SAMUEL A. DONALDSON, PRICE ON CONTEMPORARY ESTATE
PLANNING § 8.42.1, at 8-91 (CCH 2007 ed.).

136 See STAFF OF JOINT COMM. ON TAX’N, 2006 GENERAL EXPLANATION, supra note
40, at 629 (“Donors to private foundations and persons related to such donors together
often control the operations of private foundations.”). A private foundation can pay
reasonable compensation to both the donor and his family if they are its directors or
trustees. LR.C. § 4941(d)(2)(E) (2006).

137 A “donor advised fund” is defined in LR.C. § 4966(d)(2)(A) as

Except as provided in subparagraph (B) or (C), the term “donor advised fund”
means a fund or account—
(1) which is separately identified by reference to contributions of a donor or -
donors,
(ii) which is owned and controlled by a sponsoring organization, and
(iii) with respect to which a donor (or any person appointed or designated by
such donor) has, or reasonably expects to have, advisory privileges with
respect to the distribution or investment of amounts held in such fund or
account by reason of the donor’s status as a donor.”

Under L.R.C. § 4966(d)(2)(B), that term
shall not include any fund or account—

(i) which makes distributions only to a single identified organization or

governmental entity, or

(ii) with respect to which a person described in subparagraph (A)(iit) advises

as to which individuals receive grants for travel, study, or other similar

purposes, if— .
(I) such person's advisory privileges are performed exclusively by such
person in the person's capacity as a member of a committee all of the
members of which are appointed by the sponsoring organization,
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is made, the donor can then make nonbinding recommendations for
distributions from the fund."*®

On 2005 federal income tax returns, the largest recipients of
charitable donations were private foundations, receiving a total value
of $9.8 billion."** Further, donor advised funds, while representing
only 3.9% of all itemized deductions in that year had the highest
average per donation amount of $56,452, an increase of 60.4% from
the previous year, for a total of $1.6 billion in 2005. 140

Incredibly, CEOs donate company stock to their family
foundations immediately before a steep loss in their value while they
retain powers to vote those shares because they are not subject to
insider trading laws for charitable deductions.'®' “Consistent with
their exemption from insider trading law, I find a pattern of excellent
timing of Chairmen and CEOs’ large stock gifts to their own family
foundations. On average these gifts occur at peaks in company stock
prices, following run-ups and just before significant price drops.”142

(II) no combination of persons described in subparagraph (A)(iii) (or
persons related to such persons) control, directly or indirectly, such
committee, and

(III) all grants from such fund or account are awarded on an objective
and nondiscriminatory basis pursuant to a procedure approved in
advance by the board of directors of the sponsoring organization, and
such procedure is designed to ensure that all such grants meet the
requirements of paragraph (1), (2), or (3) of section 4945(g).

See also STAFF OF JOINT COMM. ON TAX’N, 2006 GENERAL EXPLANATION, supra note 40,
at 635-44; 2004 Hearing (statement of the Hon. Mark Everson, Commissioner, IRS,
Washington, D.C.), supra note 25, at 15 (“For example, a donor may contribute
$1,000,000 to a donor advised fund and claim the whole amount as a charitable deduction
for the year in which the contribution is made. In future years the donor may advise the
fund as to desired distributions to qualified beneficiaries (e.g., other charities). In
operation these funds allow considerable input from the donor but are not classified as
private foundations. Again, in a legitimate donor advised fund, the charity must have legal
control over the donated funds and must have the right to disregard the donor’s advice.”).

138 PRICE & DONALDSON, supra note 135, at § 8.4, at 8-90.

139 Wilson, supra note 39, at 68, 71.

140 /d. at 70-71.

141 See David Yermack, Deduction ad absurdum: CEOs Donating Their Own Stock to
Their Own Family Foundations 1 (2008), available at http://finance.wharton.upenn.edw/
department/Seminar/Spring%202008/Y ermack%20Paper%20SSRN-id 1096257 .pdf
(“Unlike open market sales, gifts of stock are generally not constrained by U.S. insider
trading law, and company officers can often donate shares of stock to charities during time
periods when selling the shares would be prohibited. This exemption has evolved from a
combination of federal caselaw, prosecutorial.indifference, and recent amendments to SEC
rules (Sulcoski, 1989).”).

142 Id. at 2.
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Professor Yermack suggests that the CEOs may well be backdating
transactions and committing fraud,'* but he also castigates the family
foundation that allows an immediate charitable deduction for the
donation of stock but permits the CEO continued control over those
shares.'** Not surprisingly, Professor Yermack concludes that “two
groups may be systematically harmed by opportunistically timed
stock gifts: taxpayers and charities. . . . “43 His data suggests that
private foundations provide a great quid pro quo to the CEO donor:
“[Tlhe immediate tax benefits to a donor CEO who contributes
appreciated stock may easily exceed the discounted present value of
charitable donations made by the foundation over time.”'*® Thus, the
benefit of the full current deduction the taxpayer receives may be
greater than the benefit derived by the charities who may not receive
the funds until future years. Under quid pro quo analysis and
American Bar Endowment, that CEO should not qualify for a
charitable deduction.

VII
MISUSE OF DEFINED VALUE CLAUSES IN GIFTS TO CHARITY

Defined value clauses are routinely used to split an estate into a
marital deduction trust and a bypass trust. Whatever exceeds the

143 14 at 4 (“While nominally transferring part of their fortunes to charitable
foundations for civic purposes, many appear simultaneously to exploit gaps in the
regulation of insider trading or even to backdate their donations to increase the value of
personal income tax benefits. The results loosely parallel a series of older tax fraud cases

A &

144 Id at 4-5. The facts indicate that the wealthy overwhelmingly choose family
foundations as recipients of their charitable contributions. These foundations irrevocably
set aside assets for eventual donation to a charity, but trustees are only required to give
those assets to the charities at an average rate of 5% per year. In so doing, a wealthy
taxpayer receives the same tax benefits as with an immediate transfer of those assets to a
charity. However, since many wealthy taxpayers and their families control foundations,
they also benefit by retaining control over the choice of ultimate charitable recipient of
those assets; as trustee, she can manage them and exercise their voting rights. “This
bundle of immediate tax benefits and continuing control rights appeals to many donors,
especially top executives of public companies who usually hold large amounts of
appreciated equity in their own firms. Most family foundations in the sample, which are
invariably controlled by the CEO and his family members as trustees, retain their donors’
stock gifts for long periods rather than diversifying their assets, as would generally be
required if trustees followed the prudent man rule of investment management.” /d. at 5.

145 Id. at 28.

146 [
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unified credit against the estate tax'*” at the decedent’s death passes
to the marital trust. There are no serious valuation issues in that
instance because either the decedent’s property will not be subject to
estate taxes because it qualifies for the unlimited marital deduction'*®
or is exempt from tax because of the unified credit. Further, Rev. -
Proc. 64-19'*° deals with funding issues related to the two trusts so
that neither trust will unduly benefit from appreciation or depreciation
between the date of decedent’s death and the date the executor
distributes the estate’s assets. Because exemptions and the values of
the estate’s assets vary between the date a testamentary document is
executed and its effective date (i.e., decedent’s date of death), defined
value clauses are drafted to allow for these fluctuations and can serve
positive goals. However, defined value clauses can also be used for
more dubious purposes. Specifically, defined value clauses can be
used to sanction questionable valuation. When a defined value clause
is combined with a charitable transfer, it may produce abusive
valuation and transfer tax distortions. Invariably, this permutation
creates a greater economic benefit for the donor than for the charity.
The government objects to defined value clauses because they
contravene several public policy directives, as enunciated in
Procter."*® In Procter, a trust provided that a gift would revert to the
donor if it was later determined that it would be subject to gift tax.
According to the Fourth Circuit, such a clause flouts public policy: it
(1) discourages the government’s tax collection by making futile the
audit of returns, (2) renders the court’s decision moot by negating the

147 See LR.C. § 2010 (2006). For decedents dying in 2008, the exemption amount is $2
million and for 2009, $3.9 million. LR.C. § 2010(c). The Economic Growth and Tax
Relief Reconciliation Act of 2001, Pub. L. No. 107-16, Title IV, § 501, 115 Stat. 38 (2001)
[hereinafter EGTRRA], repealed the estate and generation skipping transfer taxes for the
year 2010; however, under the sunset provision, in 2011 these taxes will reappear as they
existed before the 2001 legislation. EGTRRA, § 90.

148 See 1.R.C. § 2056(a) (2006), enacted by the Economic Recovery Tax Act of 1981,
Pub. L. No. 97-34, § 403, 95 Stat. 172, 302-03 (1981). Section 403(a)(1)(A) repealed
LLR.C. § 2056(c) (1954), which contained the dollar and percentage limitations placed on
the deduction. The adoption of the unlimited marital deduction and the married couple as
the unit of estate and gift taxation has rarely been criticized by scholars or practitioners.

149 1964-1 C.B. 682 (“The purpose of this Revenue Procedure is to state the position of
the Internal Revenue Service relative to allowance of the marital deduction in cases where
there is some uncertainty as to the ultimate distribution to be made in payment of a
pecuniary bequest or transfer in trust where the governing instrument provides that the
executor or trustee may satisfy bequests in kind with assets at their value as finally
determined for Federal estate tax purposes.”).

150 See Comm’r v. Procter, 142 F.2d 824 (4th Cir. 1944).
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gift the court has examined, and (3) disturbs a final judgment.'®'
Likewise, when a charity is intermixed with the use of a defined value
clause, by requiring any excess value over a fixed amount to pass to
charity, the effect of that defined value clause is to increase the
charitable deduction that would accompany and parallel an increased
valuation of the decedent’s estate.'>* If such additional value actually
adhered to the charity’s benefit, the defined value clause might be
considered benign despite that it would reflect the same public policy
breaches found in Procter.'> However, what actually happens in the
series of transactions that incorporate a defined value clause, a
charitable gift, and the donee’s redemption of that gift is an
exaggerated charitable deduction and an undervaluation of the
donor’s noncharitable gift.

McCord154 illustrates how a series of transactions incorporating a
charitable gift have been used effectively to benefit the donors and
their family more than the charity. Judge Foley found that the taxable
gift pursuant to the donors’ assignment agreement under Texas state
property law was $6,910,933 and that allowable charitable deduction
was $2,972,899 for a combined value of $9,883,832.'>> The two
charities allowed the noncharitable donees to purchase the charities’
interests they received from the donors for $479,008.">° Applying the

151 [d. at 827.

152 In Christiansen, the Tax Court recognized that such a defined value clause could
create an opportunity for an estate to “lowball the value of an estate to cheat charities.”
Estate of Christiansen v. Commissioner, 130 T.C. No. 1 (2008), slip op. at 28-29,
available at http://www ustaxcourt.gov/InOpHistoric/ESTOFCHRIS. TC.WPD.pdf.

153 There was no abuse in Christiansen regarding the defined value clause in allowing
the deduction to equal the value of the contribution to the foundation because the family
limited partnership (“FLP”) discount was disallowed so that the donation consisted of the
underlying value of the assets transferred to the FLP and not the heavily discounted and
illiquid FLP interest. Those liquid assets in Christiansen could -easily be sold by the
charity so that the donation would produce a benefit to the charity equal to the donated
amount. Because there are restrictions on marketability of interests in an FLP, the value of
the interest is normally discounted. Also, minority discounts may apply if the holder of an
FLP interest owns only a minority share in the FLP.

154 McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006), rev’g and rem’g, 120 T.C.
358 (2003).

155 McCord, 120 T.C. at 418 (Foley, J., joined by Chiechi, J., concurring in part and
dissenting in part) (“Accordingly, pursuant to section 2501, the entire $9,883,832 transfer
is subject to gift tax, and a charitable deduction is allowed for the $2,972,899 (i.e.,
$9,883,832 - $6,910,933) transferred to or for the use of the Symphony and CFT.”).

156 Jd. at 366 (“CFT and the symphony raised no objections to the value found in the
HFBE letter and accepted $338,967 and $140,041, respectively, in redemption of their
interests.”). Those two charitable gifts combined equal $479,008.
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total value of the donated partnership interest (i.e., the stated defined
value clause plus the donated amount equaled $9,883,832)"°" and
working backwards since the charities received only $479,008, that
excess value should have increased the value of the donors’ gift to
their children and grandchildren to $9,404,824.'*® That is, if the
charities received only $479,008, the donées not only received more
than the stated amount under the agreement, but also the donors
received an unwarranted charitable deduction of approximately $2.5
million and their children and grandchildren received approximately
an additional $2 million not subject to transfer taxes.'”’

In McCord, the circuit court refused to look at any transaction that
occurred after the date of the gift,'® regardless how anticipated or

planned those actions were;'®' a very relevant post-gift event'®? was

157 T am adopting the amount that both the majority and Judges Foley and Chiechi used
to value the aggregate value of the partnership interest that the donors transferred, without
commenting on the methodology, the various discounts applied, or the issue of tax
affecting the value of the gift. The majority stated that this value was the total amount that
the donors transferred to their family members and the charities. Id. at 395 (“We conclude
that the fair market value of each half of the gifted interest is $4,941,916 . .. .” Twice that
amount is $9,883,832). Because the Fifth Circuit rejected the methodology of the Tax_
Court, adopted the figures of the petitioner’s expert, and allowed the donors’ gift to be tax
affected, the appellate court’s valuation is far more generous than both the majority and
the trial court judge’s opinion in the Tax Court. “[T]he taxable value of the interests in
MIL given by the Taxpayers to the Sons and the GST Trusts is not those determined by the
Tax Court but are those determined and used by the Taxpayers . . ..” McCord, 461 F.3d at

-632.

158 Any time value of money or intervening event adjustments that need to be made
should begin with this dollar figure. :

159 Logically, either the gift was greater than the donors had stated it would be or the
donors retained that additional value. The extent of the donors’ transfer was fixed and not
at issue (“On January 12, 1996, petitioners assigned (as gifts) their partnership interests in
MIL (the gifted interest).”). McCord, 120 T.C. at 367. And since the charity gained only
$479,008 in a foreseeable transaction, the donors must have transferred $9,404,824 to the
donees. To this extent, the government was correct in stating that “the formula clause in
the assignment agreement, designed to neutralize the tax effect of any upward adjustment
to the valuation of the gifted interest, is ineffectual.” Id. at 369.

160 McCord, 461 F.3d at 626 (“The core flaw in the Majority’s inventive methodology
was its violation of the long-prohibited practice of relying on post-gift events.”).

161 Likewise, the court refused to consider expected post-gift events when it concluded,
“Specifically, the Majority used the after-the-fact Confirmation Agreement to mutate the
Assignment Agreement’s dollar-value gifts into percentage interests in MIL.” Id.

162 Another relevant post-gift fact was the March 1996 Confirmation Agreement, as
discussed in the Tax Court opinion in McCord. The January 12, 1996, assignment
agreement specifically refers to an agreement later to be entered into by the assignees to
allocate their interests among themselves, i.e., the Confirmation Agreement executed by
the donees in March 1996. McCord, 120 T.C. at 365 (“The assignment agreement leaves
to the assignees the task of allocating the gifted interest among themselves; in other words,
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the sale by the charity to the donees that occurred shortly after the
donors’ transfer of their family limited partnership interests to their
children and grandchildren.163 To state that the charities made a bad
bargain that was unforeseeable is an unreasonable supposition.

Clearly, the lower court described the real world truth: “Suffice it
to say that, in the long run, it is against the economic interest of a
charitable organization to look a gift horse in the mouth.”'**
Charities will not complain about donations even in much smaller
amounts than the donor has claimed as a charitable deduction; it is in
the charity’s interest to be known as compliant in almost any
transaction. As anticipated, the charities did not hire their own
valuation experts or otherwise act like an unrelated, disinterested third
party.165 Moreover, it is a wonder that any charity would want to
accept such an unmarketable interest as a FLP interest if the charity
did not expect that it would soon be redeemed by the donors’ family
members. ' °°

The assignment agreement clearly anticipated the June 26, 1996,
sale of a partnership interest from a charity to the donees. Thus,
making the sale to them a relevant, post-gift event for the value of the
donors’ charitable contribution and the valuation of the donors’ gifts

in accordance with the formula clause, the assignees were to allocate among themselves

the approximately 82-percent partnership interest assigned to them by petitioners. . . . In
March 1996, the assignees executed a Confirmation Agreement (the confirmation
agreement) allocating the gifted interest among themselves . . . .”).

163 Id. at 366 (“On June 26, 1996, MIL exercised the call right with respect to the
interests held by the symphony and CFT. It did so pursuant to a document styled
‘Agreement-Exercise of Call Option By McCord Interests, Ltd., L.L.P.” (the exercise
agreement). The purchase price for the redeemed interests was based on a two-page letter
from HFBE (the HFBE letter) previewing an updated appraisal report to be prepared by
HFBE. The HFBE letter concludes that the fair market value of a 1-percent ‘assignee’s
interest in the Class B Limited Partnership Interests’ as of June 25, 1996, was $93,540.
CFT and the symphony raised no objections to the value found in the HFBE letter and
accepted $338,967 and $140,041, respectively, in redemption of their interests.”). As
Judge Laro stated in his dissent, joined by Judge Vasquez, “I do not believe that Congress
intended that individuals such as petitioners be entitled to deduct chamable contributions
for amounts not actually retained by a charity.” Id. at 427.

164 Id. at 373 n.9.

165 See id. at 430 (Laro, J. joined by Vasquez, J., dissenting) (“[T]he charities never
obtained a separate and independent appraisal of their interests (including whether the call
price was actually the fair market value of those interests), . . . the charities agreed to
waive their arbitration rights as to the allocation of the partnership interests . . . .”).

166 Jd. (“[Wlhy a charity would ever want to receive a minority limited partnership
interest, but for an understanding that this interest would be redeemed quickly for cash,
and find relevant that the interest was subject to the call provision that could be exercised
at any time.”).
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on January 12, 1996.'¢7 By exercising their rights under the
partnership agreement, the donees paid $479,008 for the charities’
partnership interest.  Although the government stipulated that
“[blefore the call right was exercised, there was no agreement among
Mr. or Mrs. McCord, the McCord brothers, the Symphony or CFT as
to when such a buyout would occur or to the price at which the
buyout would occur,”168 such a buyout was foreseeable'®® and not a
material change in circumstances that would make the later sale
irrelevant to the value of the donors’ gift.

The appellate court cited /thaca Trust Co., Executor and Trustee v.
United States'’® as controlling its refusal to consider anticipated post-
gift events; however, 1 have maintained that Ithaca Trust does not
proscribe such review.'”'  Ithaca Trust, a pre-1969 estate tax
charitable deduction case,172 involved the role of facts in a valuation
required to be based on actuarial tables.' > Specifically, the case
involved the fact that the decedent’s widow to whom he had
bequeathed a life estate, died soon after his own death. Because she
died before the estate tax return had to be filed, the true value of her

167 461 F.3d at 617 (“MIL may purchase the interest of any [exempt donee] (i.e., a
permitted assignee of a partnership interest that is a charitable organization that has not
been admitted as a partner of MIL) at any time for fair market value, as determined under
the partnership agreement (the call right).” (alteration original)).

168 McCord, 120 T.C. at 423 (Foley, J., concurring in part and dissenting in part).

169 The partnership agreement provided the following: “Partners may freely assign their
partnership interests to or for the benefit of certain family members and charitable
organizations (permitted assignees). . . . MIL may purchase the interest of any ‘charity
assignee’ (i.e., a permitted assignee of a partnership interest that is a charitable
organization that has not been admitted as a partner of MIL) at any time for fair market
value, as determined under the partnership agreement (the call right).” Id. at 362-63.

170 279 U.S. 151 (1929).

171 See, e.g., Wendy C. Gerzog, Dealing with Post-Death Events, 116 TAX NOTES 1005
passim (Sept. 10, 2007); Wendy C. Gerzog, McCord and Postgift Events, 113 TAX NOTES
349, 350 (Oct. 23, 2006); Wendy C. Gerzog, Donovan and Davis: Two More Lottery
Cases, 110 TAX NOTES 543, 546-47 (Jan. 30, 2006); Wendy C. Gerzog, Estate of Noble:
Post-Death Sale Is the Best Indicia of Stock’s Value, 106 TAX NOTES 678, 679 (Feb. 7,
2005); Wendy C. Gerzog, Annuity Tables Versus Factually Based Estate Tax Valuation:
Ithaca Trust Re-visited, 38 REAL PROP., PROB. & TR. J. 745 passim (2004); Wendy C.
Gerzog, The Lottery Cases and Ithaca Trust, 101 TAX NOTES 289 passim (Oct. 13, 2003);
Wendy C. Gerzog, Ithaca Trust and Section 2053: Smith, McMorris, and O’Neal, 95 TAX
NOTES 570, 570 (Apr. 22, 2002).

172 See 1.R.C. § 2055 (2006) (providing for an estate tax charitable deduction). The
rules regarding the deductibility of split-interest gifts to charity (i.e., donations that also
have noncharitable beneficiaries either preceding or following the gift to charity) were
significantly revised in 1969. See supra Part V.A.

173 See Ithaca Trust, 279 U.S. at 155.
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interest was known after her husband’s death. Because the charity
actually received more than the value of its remainder interest,
following the widow’s life estate, calculated by the actuarial tables,' ™
the estate argued it was entitled to a larger charitable deduction.

What I believe the court in Ithaca Trust said was that where
valuation is based solely on calculations under the actuarial tables, all
facts, except for those incorporated or necessary in the application of
the tables,175 are irrelevant.'” Thus, where tables are mandated for
valuation,'”” the fact that the person who is the measuring life
actually predeceases her life expectancy is extraneous information.'”®
According to lthaca Trust, “[tlempting as it is to correct uncertain
probabilities by the now certain fact, we are of opinion that it cannot
be done, but that the value of the wife’s life interest must be estimated
by the mortality tables.”'”®

174 While the post-death fact of the date of the decedent’s surviving spouse’s death was
known by the time the estate had to file its estate tax return, the Court in lthaca Trust
required her interest to be valued by the actuarial tables regardless of the consequence that,
in this particular instance—as is true with most particular instances that are calculated by
actuarial valuation—the value of the interest computed by means of the tables would, in
fact, be wrong because it did not reflect her actual earlier than average, premature death.
Id. at 155.

175 See Treas. Reg. § 20.7520-1(c) (1989) (regarding the interest rate and mortality
component used in the tables).

176 See Ithaca Trust, 279 U.S. at 155.
177 Section 7520 provides:

[Tlhe value of any annuity, any interest for life or a term of years, or any
remainder or reversionary interest shall be determined—

(1) under tables prescribed by the Secretary, and

(2) by using an interest rate (rounded to the nearest 2/10ths of 1 percent)
equal to 120 percent of the Federal midterm rate in effect under section
1274(d)(1) for the month in which the valuation date falls.

If an income, estate, or gift tax charitable contribution is allowable for any part of
the property transferred, the taxpayer may elect to use such Federal midterm rate
for either of the 2 months preceding the month in which the valuation date falls
for purposes of paragraph (2). In the case of transfers of more than 1 interest in
the same property with respect to which the taxpayer may use the same rate
under paragraph (2), the taxpayer shall use the same rate with respect to each
such interest.

178 The actuarial tables account for all individuals; by representing the average
taxpayer, their calculations reflect those who survive, those who pre-decease, and their life
expectancies.

179279 U.S. at 155. Applying Ithaca Trust in Sinclair Refining Co. v. Jenkins
Petroleum Process Co., 289 U.S. 689, 698 (1933), the U.S. Supreme Court stated, “The
intention of the lawmakers was held to be that the computation of the tax should be made
as of the death of the testator on the basis of a law of averages.” See also Miami Beach
First Nat'l Bank v. United States, 443 F.2d 116, 119 (5th Cir. 1971) (“The use of Treasury
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Because the rules regarding charitable split-interest donations were
significantly revised in 1969,'® the U.S. Supreme Court, not
surprisingly, has cited Ithaca Trust only once after that date, in
Commisioner v. Hubert’s Estate.'® In Hubert, the plurality
opinion'®? cited to Ithaca Trust in the context of section 7520'%* and
the use of annuity tables to determiné present value.'® The Court has
not equated the requirement that valuation be made as of the
decedent’s date of death with a fixed rule that post-death events
should never be considered to determine the date of death value.'®’

Department actuarial tables for the purpose of determining the present value of future
contingent interests in property has been for many years recognized and approved by the
Supreme Court.”). In order to provide simplicity and certainty, the actuarial tables
displace a factual analysis. Thus, the rule in [thaca Trust ensures those goals only where
actuarial tables alone are required to be applied for valuation purposes. On the other hand,
where a factual determination must be used to determine value, there is no increased
certainty or simplicity in valuation when a court ignores relevant post-death events than
when it wrestles with pre-death and moment-of-death events to calculate date of death
value.

180 See supra Part V.A. However, even before 1969, the U.S. Supreme Court rarely
cited Ithaca Trust and when cited, it was mostly in connection with a different charitable
deduction issue: where a withdrawal power in a trust might deplete the CRT, it must be
subject to a fixed standard in order to be deductible. See, e.g., Comm’r v. Estate of
Sternberger, 348 U.S. 187, 199 (1955); Henslee v. Union Planters Nat’l Bank & Trust Co.,
335 U.S. 595, 598 (1949); Merchs. Nat’] Bank v. Comm’r, 320 U.S. 256, 259-63 (1943);
United States v. Provident Trust Co., 291 U.S. 272, 281 (1934). With respect to valuation,
the Court obliquely referred to Ithaca Trust in Lucas v. Alexander, 279 U.S. 573, 579-80
(1929), when the Court cited Ithaca Trust as deciding a different issue from the one then
before the Court. The Court held that, to determine gain for income tax purposes, unlike
in Ithaca Trust, the value of taxpayer’s insurance policies was their actual value on
maturity, a certain value not dependent on estimates forecasting future events. Id. at 581.
In Detroit Bank v. United States, the Court cited fthaca Trust, after stating, “[t]he lien
attaches at the date of the decedent’s death, since the gross estate is determined as of that
date and the estate tax itself becomes an obligation of the estate at that time without
assessment.” 317 U.S. 329, 332 (1943). The Court was not then concerned with
valuation, but rather the time at which the estate tax liability attached to the estate. Id. In
Kimball Laundry Co. v. United States, the U.S. Supreme Court cited [thaca Trust to
underline the uncertainty of all valuation. 338 U.S. 1, 10 (1949).

181 520 U.S. 93, 102 (1997). In Hubert, the Court held that the estate did not have to
reduce the marital or charitable deductions by the amount of administrative expenses that
were paid with post-death income. Id. at 99-111; see also LR.C. § 2056(b)(4) (2006).

182 Justice Kennedy wrote the plurality opinion in Hubert, and Chief Justice Rehnquist
and Justices Stevens and Ginsburg joined him.

183 See supra note 176.

184 See Estate of Hubert, 520 U.S. at 101-02.

185 Neither the concurring opinion nor the dissenting opinion in Hubert considered
Ithaca Trust helpful in deciding that case. Justice O’Connor, joined by Justices Souter and
Thomas, wrote the concurring opinion and stated:
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Indeed, in Hubert, Justice Scalia stated: “The provisions of the estate
tax clearly reject such a notion of symmetry and do not sharply
discriminate between date-of-death and postmortem events insofar as
the allowance of deductions for claims against and obligations of the
estate are concerned.”'*®

Because the confirmation agreement and the sale at a bargain rate
by the charity to the donors’ children and grandchildren in McCord
were both expressly anticipated in the donors’ assignment agreement,
they should be used to determine the date of the gift value of the
partnership interest the donors transferred,'®’ and to reconsider the
value of the donors’ gift to charity. Like the actual sales proceeds of
a vehicle defining the value of that charitable donation,' ® the value
of the unmarketable FLP interests that the donors in McCord
contributed to the two charities should be limited to their sales price
to the donors’ children. The donors’ $2.5 million charitable

The plurality nevertheless believes that these regulations bear indirectly on this
inquiry by implying an underlying estate tax valuation theory that, in the
plurality’s view, dovetails nicely with our decision in [thaca Trust Co. v. United
States. It is on the basis of this valuation theory that the plurality is able to
conclude that the Tax Court’s analysis was wrong because that analysis did not, -
consistent with the plurality’s theory, focus solely on anticipated administrative
expenses and anticipated income. But, as Justice Scalia points out, the
plurality’s valuation theory is not universally applicable and, in fact conflicts
with the Commissioner’s treatment of some other expenses. Because §
25.2523(a)-1(e) and its accompanying provisions do no more than suggest an
estate tax valuation theory that itself has questionable value in this context, these
provisions do not in my view provide any meaningful guidance in this case.

Id. at 115-16 (O’Connor, J., concurring) (citations omitted). The concurring opinion
agreed with the dissent that Jthaca Trust did not “provide any meaningful guidance in this
case. Id. at 116. Likewise, the dissent stated, “[t]he plurality’s reference to /thaca Trust
Co. v. United States is unhelpful.” Id. at 134 n.2 (citation omitted). However, the dissent
stated, “[t]hat case [[thaca Trust] holds that date-of-death valuation is applicable to
bequeathed assets, not that it is applicable to claims and obligations that are to be satisfied
out of those assets.” Id. at 134 n.2.

186 Jd at 134 (Scalia, J., dissenting). Although Justice Scalia wrote the dissent in
Hubert, in which he was joined by Justice Breyer, the issue of whether after death facts
may be considered to value a claim against the estate under section 2053 was not before
the Court. Interestingly, not only was Justice Scalia joined by Justice Breyer in his
dissent, but Justice O’Connor, who was joined by Justices Souter and Thomas in her
concurring opinion in Hubert, might have agreed with Justice Scalia on this issue. Justice
O’Connor stated, “[b]ut, as Justice Scalia points out, the plurality’s valuation theory is not
universally applicable and, in fact conflicts with the Commissioner’s treatment of some
other expenses.” Id. at 115 (O’Connor, J., concurring).

187 That value may factor in adjustments, if any are necessary, attributable to
“intervening” events or to the time value of money.

188 L R.C. § 170(£)(12) (2006); supra notes 27, 34-39 and accompanying text.
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deduction should have been restricted to the $479,008 the charities
actually received. The donors’ benefits, both in terms of the transfer
taxes they saved from the undervaluation of their gifts to their family
and the overvaluation of their charitable contribution, equal the
government’s losses and they far exceed the relatively minor benefit
the charities received. Under a quid pro quo analysis, the donors
lacked donative intent and received economic benefits far in excess of
those obtained by the charities.

VIII
NORMATIVE CONSIDERATIONS AND SOME SOLUTIONS

Very simply, as the charitable deduction is constructed, the
government should not lose more revenue than a maximum
percentage (currently somewhere between thirty and forty-five
percent)'® of the amount that actually benefits a charity. In most of
the quid pro quo transactions discussed in this Article, the benefits the
donor receives either from the charity or from the government are
larger than the benefit the charity obtains. When self-interest
outweighs the benefits to the charity, that quid pro quo contravenes
the holding of American Bar Association and the rationale for the
charitable deduction. Under a broader quid pro quo analysis, those
donors do not serve the public good and therefore should not be
entitled to a charitable deduction.

If the “net benefit” theory consistently applied to conditional gifts
like nursing home fees or litigation settlements, the taxpayer would be
denied a charitable deduction since the transfers are more sales-like
than “donative” and the benefit the donor receives equals his gift to
charity. Moreover, donations of in-kind property that present
valuation difficulties or are illiquid should be deductible only in the
year, and amount actually received when sold by the charity.lgo That

189 The maximum income tax rate is 35% and the maximum transfer tax rate is 45%.
See LR.C. §§ 1, 2000 (2006). Note that the income tax charitable deduction, unlike the
gift or estate tax charitable deduction, is capped at a deduction in the current year of 50%
of the donor’s contribution base, with a five-year carryover. See supra note 4.

190 An exception to this rule could apply to in-kind property that the charity uses for its
exempt purpose. That exception should incorporate some of the language in section
170(e)(1)(B)(1) for tangible personal property and expand it to real property that is
unmarketable but actually used by the charity for its exempt purpose.
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rule would have made the donors’ charitable gift of an FLP interest in
McCord reflect the actual benefit the two charities received.'”’

In addition, the taxpayer’s deduction should parallel the timing of
the charity’s benefit. With CLTs, the government’s loss stems from
the taxpayer’s charitable deduction, which may exceed the amount
actually given to the charity when there is an income shortfall, and
from the loss in revenue from the undertaxation of the noncharitable
gift because the principal’s actual appreciation and income production
exceed their value calculated by means of the actuarial tables.
Therefore, this Article recommends reforms for charitable split-
interest gifts that echo those applicable to patent donations: “Rather
than estimating income and gift/estate tax liabilities at the time of
transfer to the charitable lead trust, the tax consequences of the
donations could be determined when they are actually received.”'”?
In addition, the transfer tax liability for the noncharitable remainder
should be determined at the end of the charity’s interest when the
donor’s gift to third parties becomes possessory.193 Likewise, gifts to
private foundations where the donor retains control should be
deductible only when funds are actually distributed from the
foundation to a charity. ) .

To insure adequate compliance with all of these new rules, there
should be additional reporting requirements applicable where
necessary to both the charities and taxpayers.1

191 Insider trading laws should apply to CEOs who donate their company’s stock to a
charity. However, to the extent that those laws are not revised as they should be, there
should be a recapture provision reflecting that kind of abuse.

192 2008 S. Hearing, supra note 6, at 8. That reform would resemble the treatment
accorded patent donations to the extent that with those donations with additional value
beyond basis is included in years subsequent to the donation to reflect the actual value that
the charity receives. See supra Part 11, notes 26, 29-33 and accompanying text.

193 While abandoning the use of the actuarial tables would eliminate the simplicity and
certainty characteristic of those tables, it would satisfy the American Bar Endowment
requirements that the charity’s benefit from the taxpayer’s transfer exceed her financial
gain and that the taxpayer’s transfer reflect donative intent. That rule should also be
applied in the context of noncharitable future interests as well in such techniques as a
grantor retained annuity trust (“GRAT”) or grantor retained unitrust (“GRUT”), but a
detailed consideration of that issue is not within the scope of this Article. '

194 While admittedly the extra benefit of unrealized gain is not supported by any cogent
tax policy, the double benefit bestowed on certain appreciated in-kind gifts to charity is
currently not very expensive in terms of additional revenue loss and may indeed encourage
larger donations and, therefore, greater benefits to a charity. Therefore, this article does
not recommend any changes to the tax law in this respect at this time.
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CONCLUSION

In some instar_lcesAwhen the taxpayer makes a charitable donation,
the loss of revenue to the government far exceeds the benefit to the
charity. The government’s loss derives from government-sanctioned
complex transactions like those in McCord and even government-
created devices like the CLT. The rationale for the charitable
deduction is that the government is using the tax system to serve the
public good indirectly through the charity. Congress should reform
the provisions so that the donor’s tax benefits correspond to only a
small portion of the charity’s gains when the deduction primarily
serves private financial advantage. To achieve that goal, the
taxpayer’s deduction should be synchronized with the charity’s
benefit. In the case of in-kind property donations presenting
valuation difficulties, the deduction should be limited to, and timed
together with, the property’s sale proceeds unless the charity uses the
contributed property for the charity’s tax-exempt purpose.
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