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A Charitable Remainder Trust (CRT) is an estate
planning vehicle that benefits one or more
individuals as well as charitable beneficiaries.
The trust makes annual distributions to the donor
(the trust “grantor”) or one or more other
individual, non-charitable beneficiaries for a set
period of time. At the expiration of the payment
term, any assets remaining in the CRT are paid
to one or more charitable beneficiaries selected
by the grantor and are not included in the
grantor’s federal taxable estate. The CRT is
income tax exempt, but the annual distributions to
the non-charitable beneficiaries may be taxable
income. A CRT may allow a grantor to transfer an
appreciated asset into the trust which can then be
sold to diversify asset holdings, potentially
deferring capital gains tax consequences.

Description

The CRT is an irrevocable trust that is funded by an individual
(grantor). The terms of the trust provide for a fixed payment to the
grantor or other individuals for a specified term. The payment is
usually expressed as a percentage of trust assets. If anyone other
than the grantor is to receive payments from the CRT during the
payment term, then the grantor will be treated as making a gift to
the CRT equal to the present value of that beneficiary’s payment
stream, computed by using the applicable government prescribed
interest rate at the time the CRT is funded (referred to as the
§7520 rate). The payment term can last for the life of the grantor
and/or the life or lives of family members or other individuals. The
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payment term also can have a fixed-year duration up to twenty
years. At the end of the payment term, the remaining trust assets
will pass to the charity or charities designated by the grantor in the
trust agreement.

CRATs and CRUTs

There are two types of CRTs: (i) a Charitable Remainder Annuity
Trust (CRAT) and (ii) a Charitable Remainder Unitrust (CRUT). A
CRAT pays the income beneficiary a fixed dollar amount each
year as selected by the grantor, subject to the requirement that
the annuity amount must be at least 5% but not more than 50% of
the initial market value of the assets contributed to the trust. A
CRUT pays the income beneficiary a fixed percentage of the fair
market value of the trust’'s assets as redetermined each year (the
unitrust amount) as selected by the grantor, subject to the
requirement that the percentage selected must be at least 5% but
not more than 50% of the fair market value of the trust’s assets as
redetermined each year (the unitrust amount). Since trust assets
are revalued each year, distributions from the CRUT will often
fluctuate from year to year. For either CRT, when determining the
annuity payment amount or unitrust distribution percentage, the
present value of the charity’s projected remainder interest in the
trust cannot be less than 10% of the initial net fair market value of
the property placed in the trust, determined at the time of funding.
CRATSs are subject to a further requirement that there be less than
a 5% probability of exhaustion of the trust corpus during the life of
the income beneficiary.

The duration of the payments can be a set amount of years (up to
20 years) or measured based on the lives of one or more of the
trust’s individual beneficiaries.

Income Tax

The income tax charitable deduction for a transfer to a CRT is,
generally, the difference between the value of the income
beneficiary’s present interest and the value of the property
transferred to the trust. To calculate the income tax deduction, the
donor must use an IRS discount rate (the §7520 rate) which
changes every month based on market conditions. The donor is
allowed to use the §7520 rate for the month of the transfer or the
two prior months, whichever produces the greatest deduction. In
general, the income tax deduction for the charitable remainder is
subject to a limitation based on the donor’s adjusted gross income
(AGI). The limitation is based on the type of property contributed
and the type of ultimate charitable beneficiary selected by the
grantor.
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Tiering

CRTs are generally not subject to income tax. However, the
deferred income tax liabilities will pass to the non-charitable
beneficiaries as part of their distributions and the character of the
income is based on the income earned by the trust. Distributions
from the CRT are deemed to occur in the following order: interest,
dividends, qualified dividends, short-term then long-term capital
gains, tax-exempt income and, finally, principal of the trust
(income tax-free).

Estate and Gift Tax

A donor who specifies an income beneficiary other than, or in
addition to, the donor or his or her U.S. citizen spouse generally
makes a federal taxable gift of the value of that beneficiary’s
interest. If the grantor dies during the term of the CRT, all or a
portion of the trust assets may be included in the grantor’s estate
for federal estate tax purposes.

Private Foundation Rules

CRTs are subject to certain of the private foundation rules which
impose excise taxes on self-dealing between the CRT and
persons considered related to it (“disqualified persons”), owning
too much of a business, holding investments that jeopardize the
CRT’s charitable purpose and making certain expenditures
deemed inappropriate for tax purposes.

CRUT Variations

A CRUT can be structured so it pays the income beneficiary the
lesser of the unitrust amount or trust’'s net income (which, under
certain circumstances, can include realized capital gains). The
CRUT can further be structured so that in years when net income
exceeds the unitrust amount, the trust pays the excess to the
beneficiary to “make up” for years in which the trust accounting
income was less than the unitrust amount. This “make-up amount”
may be able to be paid from realized capital gains. A trust of this
type is commonly referred to as a “deferred-income” CRUT. A
“FLIPCRUT” is a deferred-income CRUT that “flips” into being a
regular CRUT upon the happening of some specified event such
as the sale of real estate contributed to the CRUT.

Advantages

If the grantor creates the CRT during life, the grantor will
receive a federal gift tax charitable deduction and may
receive a federal income tax charitable deduction, each
being equal to the value of the property transferred to the

CRT less the present value of the non-charitable
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beneficiaries’ payment stream, computed by using the
applicable §7520 rate. If the grantor creates the CRT at
death, the grantor’s estate will receive a federal estate tax
charitable deduction equal to the value of the property
transferred to the CRT less the present value of the non-
charitable beneficiaries’ payment stream. Because CRTs
are generally exempt from income tax, appreciated
property contributed to a CRT can be sold without the
payment of any income tax at the time of sale, e.g. capital
gains. A CRAT produces a steady distribution stream,
which may be greater than the value of the asset sold.
When compared to an outright sale of an appreciated asset,
the use of a CRUT may, depending on the assumptions,
increase the return to the donor because of the tax deferred
compounding within the CRUT (and may also provide a
benefit to charity). Use of a deferred-income CRUT may
enhance such benefits because the tax deferral allows for
greater compounding of the principal.

Disadvantages

CRT assets will only be available to the non-charitable
beneficiaries in the form of a fixed payment stream over the
specified payment term. At the end of the CRT payment

term, the remaining trust assets will pass to charity and no
longer be available to the non-charitable beneficiaries. As
an irrevocable trust, the grantor cannot decide to terminate
the CRT and take back the trust assets after the trust is
funded. A CRT is subject to some of the private foundation
excise tax rules. A CRT that has Unrelated Business
Taxable Income (UBTI) is subject to an excise tax equal to
100% of the amount of such UBTI (it no longer loses its tax-
exempt status for that year causing it to be taxed on all of
its income for that year, as was the prior rule). UBTI is, for
the most part, gross income from a regularly carried on
trade or business unrelated to the CRT’s exempt purpose,
less certain deductions directly connected with the carrying
on of such trade or business. UBTI can also include gross
income generated by the CRT’s use of borrowed funds to
acquire assets or make investments (with such UBTI
amount determined based on the percentage of debt used
to fund the acquisition or investment). The donor’s death
during the CRT term can diminish the return from the CRT
to the donor. (To mitigate that risk, the distributions from the
CRT can be used, for example, to pay premiums on
insurance on the donor’s life held by a separate trust which,
if properly structured, can pass federal estate tax free on
the donor’s death.)

Important Disclosure

Morgan Stanley Smith Barney LLC does not accept appointments, nor will it act as a trustee but it will provide access to trust services through an

appropriate third-party corporate trustee.

This material has been prepared for informational purposes only and is subject to change at any time without further notice. Information contained
herein is based on data from multiple sources and Morgan Stanley Smith Barney LLC (“Morgan Stanley”) makes no representation as to the accuracy or
completeness of data from sources outside of Morgan Stanley. It does not provide individually tailored investment advice. The appropriateness of a
particular investment or strategy will depend on an investor’s individual circumstances and objectives. Be aware that the particular legal, accounting and
tax restrictions, margin requirements, commissions and transaction costs applicable to any given client may affect the consequences described.

Many estate techniques share the common risk of the loss of control of the assets once the gift of the assets is complete. The strategies set forth herein
are shown for educational purposes only, are not tailored to any specific client, and do not constitute a recommendation to employ any strategy
identified. To that end, they do not capture all possible outcomes but are based on limited set of assumptions. If the assumptions upon which they are
based are not realized, the efficacy of the strategy may be materially different from that which is reflected in the illustration. Accordingly, clients must
consult their tax advisor when considering the utility and appropriateness of any strategies identified herein.

Tax laws are complex and subject to change. This information is based on current federal tax laws in effect at the time this was written. Morgan Stanley
Smith Barney LLC, its affiliates, and Financial Advisors do not provide tax or legal advice. Clients should consult their tax advisor for matters involving
taxation and tax planning and their attorney for matters involving trust and estate planning and other legal matters.

The term “Family Office Resources” is being used as a term of art and not to imply that Morgan Stanley and/or its employees are acting as a family office

pursuant to Investment Advisers Act of 1940.
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