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INTRODUCTION

Congress has instituted many recent changes in the tax law, totally rewriting the taxation of
individuals, trusts, estates and corporations. The number of words in the tax law was nearly equaled by
the “changes” of 1984." The Internal Revenue Code of 1954 itself was re-written in 1986,> only to be
followed immediately by changes in late 1987° and the “technical corrections” of 1988.*

While there are negative aspects to these new laws, many changes have been for good reasons.
Congress must balance the budget and deal with the trade deficit if the United States is to continue to be
an economic and political force. Some of the changes have introduced an element of greater fairness into
the tax system, since the wealthy by reason of the “minimum tax” now have to pay some taxes.” Other
changes, although well-intentioned, have been confiscatory, confusing and unnecessary, being imposed
upon the public and the tax practitioner without much warning, time for discussion or contemplation.

The debate as to the need for such complex laws (or the political necessity therefor) will probably
continue beyond out lifetime. Nonetheless, one assessment seems to be true: the new tax laws have
created a huge problem for charities. From an after-tax perspective, it is no longer as advantageous as it
once was for donors to make outright gifts to charity.® As a result of this adverse tax environment,
charities are finding it more difficult in today’s tax and economic environment to: (1) construct new
buildings, (2) renovate old structures, (3) acquire new property, (4) restructure debt and (5) create an

The T ax Re form A ct of 1984, P.L. 98-369. See Eustice, J., the Tax Reform Act of 1984 - A Selective A nalysis, Preface, iii
(1984).

The T ax Re form A ct of 1986, P.L. 99-51 4, here inafter some times re ferred to as “1 986 TRA.”

The Revenue Act of 1987, P.L. 100-203, (19 88), hereinafter referred to as “1987 TR A.”

4 The Technical Corrections and Miscellaneous Revenue Act of 1988, P.L. 100-647, hereinafter referred to as “TAMRA .”

Unless otherwise indicated, all section references are to the Internal Revenue Code of 1986, as amended.

5 . . .
Through many tax law changes to the minimum tax dating from 1977, Congress has effectively created a “flat tax” on gross

income (a pro posal which has been discussed for de cades, at least in the classro om).

There are a number of tax and economicreasons why outright giving is not as predominant as itonce was: (1) the reduction

in the marginal income tax rates to a maximum of 33% has severely increased the after-tax costof an outrightgift; (2) the tightening of the
alternative minimum tax (“AMT”) rules to inc lude as a tax preference the difference betwe en the ad justed basis and fair market value of a gift;
and (3) negative predictions about the future economic climate (e.g., depression), especially in light of our national, international and individual
debt.



endow ment.’

To encourage at least the same volume of charitable giving in light of the new tax laws and our
current economy, some charities have turned to innovative methods of planned giving such as the real
estate pooled income fund (the “PIF” or “fund”). The real estate PIF does not replace the outright gift,
but is simply one altemative.®

The purpose of Part I of this article is to review the basics or essentials of a PIF from a tax
standpoint, to present the structure of the real estate PIF, and to analyze the benefits of the real estate PIF
from the perspective of the charity and the donor. In Part II of this article, to appearin the nextissue of
the Journal , the validity and viability of GCM 39709 will be analyzed, the implications of Rev. Procs.
88-53 and 88-54 (restricting private letter ruling requests and establishing a sample pooled income fund)
will be reviewed, and the securities laws implications of establishing and marketing the PIF will be
discussed.

Overview of the Pooled Income Fund

In 1969, Congress created the PIF under §642(c),’ along with the charitable remainder unitrust
and annuity trust of §664."° All three of these vehicles provide for an income beneficiary'' to receive an
income interest for life, with the remainder interest passing to charity upon the death of the (surviving)
income beneficiary. In general, charitable remainder trusts were designed to permit only one or a limited

It is the authors’ theory that charities cannot as easily achieve these financial objectives because the day of the substantial

outright gift is perhaps not dead, butwaning.

While the tax law and economic trends militate againstthe outright gift, these same forces encourage creative giving

vehicles such as the real estate PIF. For examp le, the increase in the e ffective rate of the cap ital gains tax to 28% encourages po tential don ors to
consider contributing property to a real estate PIF for sale, since the capital gains tax can beavoided and the economic retum of the donor will be
based upon the fair market value of the gift, unre duced by any taxes.

The AMT rules strike harder at outright gifts as opposed to gifts of aremainder interestbecause 100% of the appreciation
in value is a tax preference in an outright gift while only that percentage of the appreciation that is attributable to the value of the remainder
interest is a preference item. For example, assume a 55-year old donor owns readily marketable stock which he purchased years ago and which
had ap preciated from his original co st basis of $10,000 to be w orth $10 0,000 to day. If he were to gift this stock to the PIF in January, 1989, his
charitable income tax deduction would be $22,406 (based upon the 9% tables discuss infra n. 21 and Table G inRegs. §1.642(c)-6(d). ForAMT
purposes, the amount of his tax preference on the gift to the PIF is $20,165 (0.22406 x $90,000 of appreciation). If the same stock were given
outright to the charity, the tax preference would be $90,000.

Recently, Congress and the T reasury have seed fir to: (1) tighten up on deductions (e.g., at-risk loss limitations under §465
and limitations on interest deductions under §163; (2) restrict through passive loss rules the offsetting of earned and portfolio income against
passive losses under §469; (3) reduce theamount and availability of investmenttax credits under §§46-48 pursuant to modifications made by
1986 TRA and TAMA; (4) attack “tax shelters” asnon-economic; (5) imposea “success tax” ondistributions from qualified plans and IRAs
under §4980A; (6) reduce the maximum amount of defined benefit and defined contribution benefits under §415; (7) cap contributions to §401(k)
plans at $7,000; (8) cap contributionsto qualified and non-qualified plans under §457 for local governments and tax-exempt organizations; and
(9) restrict participation in Individual Retirement Accounts under §§219 and 408, and so forth. In light of these changes, the PIF with its “clean”
and unquestioned charitable deductions becomes increasingly attractive. Further,as the availability of conventional pensions decreases radically,
the PIF with its income forlife (orjoint lives as assumed infra n.11) becomes a very attractive alternative.

9 . . .
The Tax Reform A ct of 1969, P.L. 91-172. Some PIFs were created by charitable entities before 1969, but their statutory

authority did not come into bein g until 1969 . See 3 B. Bittker, Federal Taxation of Incom e, Estates and Gifts, para 82.1.3 at 82.11.

10 . . . . . .
The unitrust and annuity trust are tec hnically know n as “charitable rem ainder trusts,” althoug h sometimes they are

aggreg ated toge ther with the PIF under the generic name “charitable re mainder trusts.” As used herein, “charitable rem ainder trusts” will refer to
unitrusts and annuity trusts only. An in-depth analysis ofthe PIF and charitable remainder trusts is beyond theintended scope ofthis article. For
an excellent discussion of these three charitable giving vehicles, see 453 T .M., Charitable Remainder Trusts and Poo led Income Funds.

11
For purposes of this article, we are assuming thatthe donor is amale, age 55,his wife isalso age 55, and that they are the

designated income beneficiaries.



number of donors, while the PIF was designed to permit numerous donors and a number of designated
beneficiaries.

The specific rules for qualification as a pooled income fund are found in §642(c)(5) and the
regulations thereunder. Section 642 (c)(5) defines a pooled income fund as a trust:'?

(A) to which each donor transfers property, contributing an irrevocable remainder interest in such
property to or for the use of an organization described in section 170(b)(1)(A) (other than in clauses (vii)
or (viii)), and retaining an income interest for the life of one or more beneficiaries (living at the time of
such transfer),

(B) in which the property transferred by each donor is commingled with property transferred by
other donors who have made or make similar transfer,

(C) which cannot have investments in securities which are exempt from taxes imposed by this
subtitle,

(D) which includes only amounts received from transfers which meet the re quirements of this
paragraph,
(E) which is maintained by the organization to which the remainder interest in contributed

and of which no donor or beneficiary of an income interest is a trustee, and

(F) from which each beneficiary of an income interest receives income, for each year for
which he is entitled to receive the income interest referred to in subparagraph (A), determined by the rate
of return earned by the trust for such year.

In effect, the PIF is a common trust fund to which various donors may make contributions.
Typically, on the date ofa contribution to the PIF, the trustee of the PIF determines the fair market value
of the contributed property and assigns to the donor a specific number of units. Each unit value is
determined by dividing the entire fair market value of all assets in the fund (immediately before the
contribution in question) by the then outstanding number of units.'> The donor is then assigned a specific
number of units, based upon the unit value and the fair market value of his contribution. The number of
units assigned to each donor serves as the basis forallocating net fund income. Net income (from a
fiduciary accounting standpoint) '* is payable to each donor and his or her spouse for life based upon the
number of units assigned. These units will automatically pass to the charitable remainderman upon the
death of the lastto die of the donor and his or her spouse."’

The donor and his or her spouse are taxable on the net fiduciary income of the fund under the
general rules of Subchapter J (e.g., §643(a) dealing with distributable net income).'® Unlike charitable

In fact, a pooled inco me fund does n ot have to be a trust See Regs. §1.642(c)-5(a)(2).

Regs. §1.642(c)-5(c)(2).

Regs. § 1.642(c)-5(b)(7).

Regs. §164.2(c)-5(b)(8).

Regs. §1.642(c)-5(b)(7).



remainder trusts, '’ the fund itself is not governed by the rules of §664, but is taxable under Subchapter J
of the Code as a non-grantor trust.'"® The fund is entitled to distribution deductions for all income earned
which is distributed to the income beneficiaries. In addition and most importantly, the governing
instruments of most funds provide thatall capital gains of the PIF are “set aside” pursuantto §642(c)(2)
for ultimate distribution to the charitable remainderman. Therefore, when determining the taxability of
the fund, the fund is entitled under §642(c)(3) to a tax deduction for all long-term capital gains
permanently set aside.

Each donor is entitled to an income tax deduction for the value of the remainder interest which
will passto the charity, based upon the fait market value of the gift, thatage ofthe donors/income
beneficiaries and the investment return of the fund."” For gifts prior to April 30, 1989, the highest rate of
return earned by the fund for the immediately preceding three years is the applicable investment return. If
the fund has not been in existence three years, a 9% return is to be used for gifts prior to April 30, 1989 .%°
For gifts made after April 30, 1989, this percentage will vary, under new §7520 and recent
pronouncements of the Service, based upon changing interest rates.”'

In addition, to this charitable income tax deduction, the donor to the PIF is entitled to a gift tax
deduction under § 2522(c)(2)(A), and an estate tax deduction under §2055.>

17 PR . . . . . .
This distinctive isvery important, since the Intemal Revenue Service (herein sometimes referred to as “Service” and

“IRS ™) has inform ally tak en the position that PIFs may “pass through” depre ciation deductions to their incom e ben eficiaries, (see, e.g., PLR
87360 08 to the contrary, w hich as in effect been overruled). Apparently, the Service bases its o pinion on the fact th e charitab le remain der trusts
are exempt from tax under §664 and PIFs are taxable under Subchapter J of the Code.

18 Regs. §1.642(c)-5(a)(2).
19
Regs. §1.642(c)-5(a)(4).
20
§642(c)(5); Regs. § 1.642(c)-6(b)(2).
21

In TAMRA, Congress created §7520, which requires that the value of an annuity, interest forlife or for a term of years, or
remaind er or rever sionary interest be d etermine d under new interest and mortality tables prescribed by the Secretary. These new rules app ly to
gifts made after April 30, 1989, with a few ex ceptions.

The Secretary has prescribed new interest rates in Notice 8924, 1989-10 I.R.B. 16, which establishes avariable rate based upon 120%
of the ap plicable fe deral mid -term rate co mpounded annually (rounded to the nearest two -tenths of 1%). For example, 120 % of the applicable
federal rate (“AFR”) for July 1989 is 10.6% Rev. Rule 89-86, 1989-27 LR.B. 8.

In addition, in Notice 89-60, 1989-22 IR.B. 16 (May 30, 1989), the Service promulgated more information on the tables to be used,
along with m ortality tables containing actuarial factors for de termining the value of an annuity, an interest for life or for a term of years, or a
remainder or reversionary interest. These rules apply to transfers made and estates of decedents dying after April 30, 1989 (with a few
exceptions, again).

Notice 89-24 institutes a special rule for pooled income funds:

In valuing a charitab le rema inder in terest in a trans fer that is made to a pooled income fund after A pril 30,
1989, the federal mid-tem rate is disregarded. Instead, such interests are valued on the basis of the applicable yearly rate
of return of the pooled income fund at the time of the transfer and the applicable mortality table.

Notice 89-60 addresses the valuation of an interest when the PIF has no prior experience. Notice 89-60 addresses thisissued as
follows: (1) for the three calend ar years preceding the gift, dete rmine the average of the variable rates for each y ear (120 % of the applicable
federal midterm rate), (2) take the highest yearly average forthe three year period,and (3) subtract 1%. The result of thiscalculation will be the
applicable yearly rate for the new PIF. For PIFs created after April 30,1989 and before January 1, 1990, therate isdeemed to be 9.4%.

22 . . .. . . . .
If the donor is not the income beneficiary (as posted earlier), then the presentvalue of the income interest will be

chargeable to the donor for gift tax purposes. Under this scenario, the donor willstillbe entitled to a charitable gift tax deduction for the
remainder interestunder §2522.



The Real Estate Pooled Income Fund

Most pooled income funds historically have invested in conventional stocks and bonds. One
enterprising individual, however, considered the possibility of the PIF investing in real estate, since the
only investment restriction (statutory or otherwise) is that the fund cannot invest in “securities which are
exempt from tax.”* This individual not only received a private letter ruling from the Service that real
estate is an ap propriate investment, but was told that a depreciation deduction could be passed through to
the income beneficiaries, similar to any other trust taxable under Subchapter J of the Code.** Since this
private letter ruling permitting a pass-through of depreciation on realty to income beneficiaries, real estate
PIFs have evolved significantly.

Today, a typical real estate PIF could be structured as follows. The charity (e.g., a college) leases
land under and around specified buildings to the PIF at a nominal rent and on a lon g-term basis.
Simultaneously, the fund purchases from the college the fee simple interest in the buildings for
$5,000,000. The PIF then re-leases the land and leases the buildings back to the college. Assuming
renovations and construction on the buildings are necessary, the PIF enters into a development agreement
with the college for the necessary construction. L ease payments from the college to the PIF will begin
immediately, but the payment for the renovations will be delayed pending substantial completion of
construction. Lease payments by the college to the fund are designed to produce a 7% (triple net) rate of
return on the fair market value of the buildings. As set forth, this 7% (net of expenses) will be passed
through to the donors/income beneficiaries.

Until such time as the PIF has raised sufficient capital from donors to equal the purchase price of
the buildings, the PIF will execute an interest-bearing promissory note (and deed of trust) back to the
college. The interest rate on the promissory note will equal, for the sake of argument, the same rate of
return being passes through to the donors.*

It is hoped that donors to the PIF will contribute ap preciate long-term capital gain property .
These appreciated assets will then be sold and reduced to cash by the PIF, butno capital gains tax will be
imposed upon the sale.”® The PIF will then use the cash to pay off its debt to the college which arose by
reason of its purchase of the buildings. Exhibit A illustrates the structure of the real estate PIF.

Benefits of the Real Estate PIF to the Charity

There are significant benefits to the colle ge which creates this real estate pooled income fund.
First and foremost, the college has $5,000,000 in cash after the PIF has been full funded. These monies
can be used for any purpose, such as (1) financing the costs of construction/renovation of this or another
building, (2) paying off or restructuring current debt, (3) acquiring new property, (4) creating an
endowment, (5) increasing faculty salaries, and (6) funding additional student scholarships and loans.

3 §642(c)(5)(C).

24
See PLR 853504 8. It would appear that the mere fact that the Service granted a favorable ruling under §642(c)(5) is
sufficient reason to believe (by negative implication) that real estate is an acceptable investment for PIFs.

25 . . . . . . .
By making sure that the interest rate on the promissory no te equals the rental income being paid to the PIF, there is a

matching and “washing” of rentalincome and interest expense,. thus allowing the earliest donors to the PIF to receive (afterexpenses) the
anticipated cash-on-cash yield.

2
6 See §642 (c)(5) and (3) and discussion, supra.



The use ofthe monies is limited only by the imagination of the charity.

Second, the cost of renovating the buildings using the PIF will be significantly less than the cost
of renovating the buildings using bond or conventional financing. The real estate PIF can be analogized
to a low-interest (e.g., 7%) loan, the interest payments of which decrease over time’” and the principal of
which never has to be repaid. Exhibit B compares the real estate PIF to bond/conventional financing and
provides a mathematical computation demonstrating the superiority of the PIF over bond/conventional
financing,

Third, there appears to be a significant beneficial fall-out from the promotion of the real estate
PIF by charities to date. In a number of situations, for one reason or another, the PIF may not be ideally
suited to the potential donor, whereas another form of charitable giving (especially if it is outright) is
more appropriate under the circumstances. For example, ifa donor wanted to make a gift of appreciated
real property, but at the same time wanted to control the gifted property, he could create a unitrust or
annuity trust, naming himself as trustee.”® In short, during the charity’s attem pts to promote the PIF, gifts
through other vehicles arise which would not have otherwise occurred.

Fourth, a broader donor base is created for the charity. The experience of some charities
marketing the PIF has been that the contributors to the PIF tend not to be former donors, but new ones.

Fifth, because of the significant benefits to the donor (see discussion below), gifts tend to be
larger in amount than might otherwise occur.

Sixth, unlike the unitrust and annuity trust, but law, the charity controls the trust.” This can be a
significant factor for a charity that has seen negative results from the management by donors for their own
unitrusts and annuity trusts.

Seventh, unlike the sale/leaseback transactions of the early 1980s, the charity is guaranteed that
ownership of the buildings will be returned to it.

BENEFITS OF THE REAL ESTATE PIF TO THE DONOR

There is an unwritten rule in the planned giving community that a vehicle for giving is only as
called asthe benefit derived by the donor. In other words, if the vehicle does not benefit the donor, the
charity will not adopt it and add it to its package of planned giving tools. This rule is not only
appropriate, but must be the guiding force behind attempts to promote the interests of charitable clients.

The real estate pooled income fund is an appealing planned giving vehicle from the donor’s
standpoint for a number of reasons. First and forem ost, the donor receives a cash-on-cash return of a
projected percentage of the fair market value of his gift. For example, in the past we have used 7% as an
appropriate return.

27
Recall that as each d onor/incom e beneficiary dies, his intere st in the PIF (e xpressed as unites) will pass to the colle ge.

Therefore, although the renttechnically willnot be reduced when a donor dies, the income attributable to his interest will be paid by the PIF back
to the college.

28 .
This, o f cour se, cannot be accom plishe d with the PIF, since th e truste e must be controlled by th e charitable re maind erman .

Regs. §1.642(c)-5(b)(5).

2
’ §642(c)(5)(E).



Second, it the donor holds highly appreciated property that is producing little or no return, then
the donor’s cash flow can be significantly improved by contributing the property to a PIF. For example,
IBM is paying dividents of 4%, or less, and the return on other long-term capital gain property (e.g., the
family farm) is even less. Because the PIF can receive and immediately sell such appreciated property
without the necessity of having to pay capital gains tax, *° in many cases the donor is able to significanlty
increase his cash flow by obtaining a higher rate of retum (for example, from 4% on IBM to 7% from the
PIF) and by basing his rate of return on the fair market value of the asset, not on the net after taxes. In
fact, we will be shown below in the hypotheticals, given a normal factual scenario, the actual cash flow
from the PIF can be freater than alternative forms of investment.

Third, upon the death of the last to die of the donor and his or her spouse, the net assets remaining
for the heirs’' after estate eaxes can be greater than if the same property had been held until death, or sold
subject to the capital gains tax or given outright as a gift to the charity. This point will be analyzed more
fully in the hypotheticals below.

Fourth, although there are no guarantees (and there can be none in light of the Service’s
incongruent position regarding passive income and passis loss), it appears that the income produced by
the real estate PIF will be passive income.’> Consequently, this income can be set off against passive
losses which the donor may have from other investments.”

Fifth, there is a substantial charitable income tax deduction which offsets all types of taxable
income for the year in which the gift is made, and which may be carried forward for an additional five
years under the present tax law.**

Sixth, depreciation on the real property owned by the PIF can be passed through to the
donors/income beneficiaries.” These depreciation deductions will partially shelter the passive rental

icnome payable by the PIF to the income beneficiaries.

Seventh, the donor can realize estate tax savings up to 60%,’® which will significantly reduce the
after-tax costof the gift from the donor’s perspective.

Hypo theticals

0
3 See §642 (c)(5) and (3) and the discussion, supra.

31 . . S . . .
As will be seen from the comparativ e analysis in the hy potheticals below, the net ass ets remain ig for the heirs after estate

taxes will increase in Alternative A (sell, rein vest) as the adjusted basis of the asset increases. (At an adjusted basis “cross-over” point, the gift to
the PIF is notas economically beneficial to the heirs unless an asset replacement trust is created.

32 See PLR 8806065.

33 . . . . . . . .
Beware of the impact, however, of the alternative minimum tax in thisarea, since losses cannot be aggregated against gains

for sep arate in vestment activities. See §§55-59.

34 § 170(b)(1)(C )(ii) and (d).

35

The rules goveming the pass-through of depreciation are difficult at best, but have been made very undertain by reason of
GCM 39709. This complex issue will be discussed more fully in Part II of this article, to appear in the next issue of the Journal.

36
Under §2001(c)(3),the “tenative tax”isincreased by 5% (i.e., up to 60% in total) for estates exceeding $10,000,000 but

not exceeding $21,040,000 ($18,340,000in the case of decedents dying,and gifts made, after 1992). Thischange was made by the 1987 TRA
and has the intended effect of eliminating the unified credit and the graduated rate structure.



In Exhibit B are a number of hypothetical situationsm which are intended to analyze the cash
flow to the fonor and the nrt assets beingleft to the heirs of a donor, givben certain assumptions.

Note that the projections are comparative in nature. The “Present Situation” in each
hypoothetical is the benchmark for comparison and assumes that the donor holds the asset until his death.
“Alternative A” assumes that the donor sells the asset in question and reinvests, after paying Federal and
Maryland (7.5%) taxes, the netproceeds in abond yielding 7%. “Alternative B” contemplates an outright
gift to the charity, and “Alternative C” envisions a gift of the asset to the PIF.

Unless otherwise noted to the contrary, the underlying assumptions are as follows:

Male, age = 55; life expectancy in years: 29
Adjusted gross income $200,000
Taxable income $175,000
Annual income from subject prop erty $8,000
Cash flow including subject property $225,000
Net estate (including subject property $3,000,000
Fair market value of subject property $200,000
Adjusted basis of subject property 20,000
Discount (growth) rate after-tax 5%
Sales tax rate 7.5%
Estimated annual income from PIF $14,000
Estimated annual depre4 ciation for PIF (40 yrs.) $2,500
Estimated annual income from reinvestment $9,792
Estimated annual depreciation from reinvestment $3,553
Charitable deduction factor remainder interest 0.22406
Annual insurance premium for 9 year (if any) $3,688
Face value of insurance (2nd to die policy) $200,000

In each hypothetical discussed below, the income taxes for each year are determined, the cash
flow for the year is computed and this result is listed opposite the applicable year. Each year’s net cash
flow is future valued at 5% after-tax for the balance of the donor’s projected life expectancy. As can be
seen at the bottom of each hypothetical, the future values for each year are totaled, and then added to the
present net estate. After the estate taxes are computed, the increase/decrease in property to heirs is
compared, using the “Present Situation” as a benchmark.

As can be seen from Hypothetical No. 1, the net property passing to the heirs is grater for the PIF
gor thr cash flow. In Hypothetical No. 2, all of the gacys are ther same exept thatthe donor creates an
irrevocable insurance ytrust to replace the asset which is gifted away. The insurance premiums are
deducted from the net cash flow and no creditis given for any gift to the PIF results in a better cash flow
for the donor and more net property available for distribution to heirs.

Hypothetical No. 3 presents a factual scenario atthe other end of the spectrum from Hypothetical
No. 1 in that the subject property has not appreciated at all. This hypothetical will be referred to as a gift
of “cash.” Obviously, the heirs are better off if the donor reinvests the asset (Alternative A) rather than
making a gift to the PIF. However, the cash flow is approximately the same.



