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INTRODUCTION
 

In Part I of th is Article, 1  Kallina and Awalt discussed the origin of the real estate pooled income

fund (the PIP or fund), reviewed the basics or essential of a PIF from a tax standpoint, introduced the

structure of the real estate PIF and analyzed the benefits of the real estate PIF from the perspective of the

charity and the d onor.

In this Part II, Kallina and Awalt analyze the validity of General Counsel Memorandum 39709,

which requires PIFs to maintain a depreciation reserve according to “generally accepted accounting

principals” (GAAP), and the impact of this GCM on the continued viability of the real estate PIF.  Kallina

and Awalt also review Rev. Procs. 88-532  and 88-54,3  which establish a model pooled income fund and

restrict private letter ruling requests regarding PIF qualification, respectively.  Finally, Shay and Wagner

consider the implications of federal and estate securities laws upon the real estate pooled income fund.

________
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(especially Dr. B ruce E. Bigelo w) for their foresigh t and suppo rt in developing  the real estate PIF as a  viable charitable g iving vehicle.  In

addition, we tank Jerry McC oy for his help and assistance as a sound ing-board for concepts and ideas.

The Validity of GCM 39709
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The inte resting G CM  is well-con sidered an d readab le.  Althou gh the au thors do  not agree  with

many of its conclusions, the result is understandable from the Service’s 4 standpoint.  The IRS is to be

congratulated on its clarity of thought and its preponderance of intellectual honesty.  The good news

concerning the GCM  is that it is not as destructive or devastating as many practitioners (including the

authors)  initially perc eived.  Th e bad ne ws is that th e GCM  might b e impro perly us ed by th e Service  to

made fu ture terrorist a ttacks aga inst the real e state PIF a nd char ities in gene ral.5

To comprehend what initiated this GCM, some tax and historical background is helpful.  Pooled

income funds (and other nongrantor trusts) treat depreciation deductions differently than other entities for

tax purposes.6

In general, the Code provides that a reasonable depreciation deduction shall be available for

exhaustion and wear and tear for property used in a trade or business or held for the production of

income.7  A trust having income beneficiaries and a remainderman is entitled to a depreciation deduction.8 

A pooled income fund, regardless of whether it is a trust, is taxed as if it were a nongrantor trust under

Subchapter J of the Code, and is entitled to take a depreciation deduction just as any other nongrantor

trust.9

Sections 167(h) and 642(e) provide, among other things, that the depreciation deduction is to be

apportio ned betw een the in come b eneficiaries  and the tru stee on th e basis of th e trust inco me alloc able to

each, unless the governing instrument (or local law) requires or permits the trustee to maintain a reserve

for depreciation.  If such a reserve is created (whether by local law, by mandate in the trust instrument or

by the trust instrument), the depreciation deduction is first allocated to the trustee to the extent that

income is set aside for a depreciation reserve.  Any part of the deduction in excess of the income set aside

is apportioned between the incom e beneficiaries and the trustee on the basis of the trust income (in excess

of the income set aside for the reserve) allocable to each.10 

For example, if a trust instrument provides that all net income earned by the trust is payable to the

income beneficiaries, the income beneficiaries would be entitled to the entire depreciation deduction,

unless the trustee creates a reserve for depreciation.  If a depreciation reserve is established by the trustee,

then the a vailable d epreciatio n dedu ction will b e allocated  first to the trust to  the exten t of the add ition to

the reserve, and the  balance of the d eduction ill be allocated  to the income  beneficiaries since they  are

entitled to receive all net income.
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Since it is possible for a donor11 to receive a depreciation deduction, one can understand the

Service’s significant interest in this issue.12

In meetings and conversations with the authors, the Service informally stated that is perceived the

IF, because of the depreciation deduction, as a potential “tax shelter” which was open to abuse.  It wanted

to ensure  that this cha ritable givin g vehicle  was no t distorted, es pecially sin ce the dra fters of the law  in

1969 did not envision a pooled income fund investing in real estate.13

Additionally and perhaps more importantly, the Service alleged that is concern extended beyond

the conven tional real estate PIF 14 to such things as cattle breeding and movie shelter PICS.  The fear was

that, without a depreciation reserve, there would be no corpus or remainder which would pass to the

charity upon the death of an income beneficiary.  For example, if a IF purchases a fleet of cars and if the

average life expectancy of all donors is 20 years, then it is very likely that there will be no remainder

interest passing to the charity.15

The Service also stated that it felt any rule concerning a real estate IF must extend to all other

PICS, so that the tax law will be uniformly applied.16   Finally, the IRS argued that it is in the “best

interests” of charities for the IRS to require a depreciation reserve under generally accepted accounting

principals, whe ther the charity desires to  do so or not, an d regardless of w hether the IF’s asse ts are

actually depreciating in value.17

The Service fears eventually peaked and it informally announced that it was going to require a

depreciation reserve according to GAAP.  At first blush, the implications of a depreciation reserve created

as a “sinking fund” are severe at best: (i) a substantial portion of net fiduciary income, which is intended

to be paid  to incom e benefic iaries, mus t instead be  allocated to  corpus; a nd (ii) dep reciation, w hich is

intended to pass through to such beneficiaries, must be first allocated to the IF.
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A simple example will best illustrate the impact of the Service’s position.  Let us assume a pooled

income fund has one donor (for the sake of simplicity), that it purchases a building on January 1, 1988 for

$100.00, and that it intends to depreciate the building for tax purposes on a straight-line basis over 40

years.  Further, let us assu me a 7%  annual rent, that the u seful life of the building  for GAA P is 50 years

and that the building has no salvage value.18  Finally, let us assume that the trustee is given the discretion

within th e trust instru ment to d ecide w hether to c reate a dep reciation re serve, and  the trustee d eclines to

do so in 1989 because the asset in question has appreciated (rather than depreciated) in value.  Under such

circumstances, the beneficiary of the pooled income fund  would have taxable incom e of $4.50, and a cash

flow of $7.00, compu ted as follows:

Example 1:

Rental $ 7.00

Depreciation (tax)   (2.50)

Taxable Income $ 4.50

If, however, the trustee is required by the IRS to create a depreciation reserve based upon GAAP,

even if such a depreciation reserve is unnecessary, the income beneficiary would have the same $4.50 of

taxable income, but this time a cash flow of only $5.00 , computed as follows:

Example 2:

Rental $7.00

Deprec. & Inc.

    Reserve (GAAP)  

    ($100/50 y ears)                   (2.00)

Cash to Beneficiary                $5.00

Additional Tax Deprec.

    ($2.50-$2.00)                         (.50)

Taxable Income $4.50

In short, the taxable income of the income beneficiary is the same, but in the former case the

income beneficiary has an additional $2.00 of after-tax income.

This “informal” position of the Service was documented in GCM 39709 almost one year after

discussions initially commenced.  The facts underlying the GCM are as follows.  Attorneys representing a

tax-exem pt educa tional org anization  required  a modif ication of a  PIF’s go verning  instrume nt created  in

1974.  T he desired  amend ment w ould req uire the trus tee of the P IF to estab lish a dep reciation re serve “to

the extent necessary to protect trust principal for the benefit of the charitable remainderman.”  After

approval, the trustees intended to use funds in the PIF to purchase one or more buildings from the

educational institution.19
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Within this factual context, the Service asks two questions in GCM 39709:

Issue (1): Whether the Service may require that the governing instruments of pooled

income funds contain a clause requiring establishment of a depreciation reserve fund to preserve the

corpus for the charitable remainderman.

Issue (2): Whether the Service may require that the governing instruments of pooled

incom e funds c ontain a c lause requ iring estab lishmen t of a depre ciation rese rve fund  pursuan t to

Generally A ccepted Ac counting P rinciples (“GA AP”).

Needle ss to say, th e Service  answer s both qu estions w ith what a ppears to  be a resou nding “ yes”. 

It begins its analysis of Issue (1) by noting the value of money20 and the anticipated number of years the

charity m ust await p ossession  of the rem ainder inte rest.  In this co nnection , the Servic e very sig nificantly

points ou t:

The charitable deduction...is directly related to the amount transferred in trust by utilizing two

factors specific to each transfer: the discount rate and the number of years of deferral of the charity's 

possessio n.  By limiting the contingencies to these two factors alone, Congress has assumed that the

deductio n taken b y the do nor will b ear a reaso nable rela tionship  to the valu e of the pro perty actu ally

received by the charity.21

At this point, the Se rvice makes an  astounding  statement wh ich serves as the linch pin of its entire

argum ent:

Implicit in this concept of present value [the discount rate plus the years of  deferral], however, is the

assumption that the value of the contributed property, the corpus of the trust, will  remain constant, and

will be de livered to th e charity a fter the dea th of the in come b eneficiary  with a va lue equiv alent to its

value on  the date o f contribu tion of the  remaind er interest. 22

The Service explains that the time value of money does not take into account "risk of

destruction," "real" depreciation, wear and tear or any other factor, nor does it include "market value"

fluctuations.  On the other hand, "real" depreciation is ascertainable and reduces the "constant" value of

the corpus.  Thus, the Service continues:

In our vie w, the on ly way , to offset the  effect of de preciation  in order to  ensure th at the charita ble
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rema inde rman  receives v alue w hich  bear s a rea sona ble re lation ship  to tha t upo n wh ich th e don or's

deduction was based is to require that a pooled incom e fund include in its governing instrument a clause

requiring the trustee to establish a reserve for depreciation as a condition of approval of the fund as a

pooled income fund.23

Without the depreciation reserve, the Service concludes, the integrity of the corpus given to the

remaind erman " and ind eed the in tegrity of th e pooled  income  fund as a  device fo r charitable  giving. . . ." 24

will be jeopardized.  Thus:

We believe that the authority to require  the insertion of this clause [requiring a depreciation

reserve] is implicit  in the  method of valuation set forth in the regulations adopted by the Secretary.25

To summarize, it seems fair to restate the Service's position as follows: (1) the valuation of the

remainder interest is based upon the discount rate and the deferral period; (2) the present value of the

remaind er interest (th e corpu s passing  to the cha rity at the en d of the d eferral perio d) must re main

constant during the deferral period; (3) “real” depreciation reduced this corpus and thus reduces the

present value of the remainder interest; and (4) in order to protect the integrity of the deduction and the

charitable giving vehicle itself, a depreciation reserve to replace the reduced corpus is not only proper, but

just, and is authorized by the Secretary’s regulatory authority.

Simply by the Service’s use of the words “implicit” and “Congress assumed,” one develops the

sense that the GCM m ight have a number of theoretical problems.  It does, and these problem s raise

questions concerning the Service’s authority to impose a depreciation reserve:

(1) Accord ing to the  GCM , Cong ress limited  the factors w hich ma y be con sidered in

determining a donor’s charitable deduction to the discount rate and the deferral period.  How can the

Service then add the requirement of a depreciation reserve?

(2) The IRS  will not issue a favo rable ruling unless th e governing  instrument of the  PIF

requires a depreciation reserve.  Section 642(c)(5), enacted over 20 years ago, governs pooled income

funds and does not mention a depreciation reserve.  Does the Service have the authority to amend the

requirem ents of a P IF, witho ut Con gression al approv al?

(3) Congress addressed the issue of depreciation as it affects the value of the remainder

interest and the am ount of the cha ritable deduction u nder §170 (f)(4).26  Why didn’t the Serv ice raise

§170(f)(4) as authority for its position?  In light of this explicit statute, how can the Service sate that

“Congress assumed” and that a number of conclusions and assumptions are “implicit”?  Does the Service

believe that Congressional action is required and thus does not want to impair its arguments by citing a

similar statute?
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(4) Whe n Con gress wa nts to gran t the IRS  authority  to legislate b y regula tion, it specific ally

provides such authority in the law.27  Under  §642(c )(5), how ever, the S ervice’s au thority is “in terpretive,”

not “legislative.”  Is the Service in GCM 39709 merely interpreting?

The Service attempts to validate its authority to require a depreciation reserve by citing as

“additional sup port” the Un iform Revise d Principal and  Income A ct (the Revised A ct).28  The Service

quotes th e Revise d Act fo r the prop osition tha t “a reason able allow ance for d epreciatio n on pro perty

subject to  deprecia tion und er genera lly accep ted accou nting prin ciples sha ll be charg ed again st incom e.”29

The Service seems to be stretching the intent and spirit of the Revised Act.  According to §2(a) of

the Revised Act, the governing principle is that a trust shall be administered with due regard to the

respective interests of income beneficiaries and remaindermen, and in accordance  with the trust

instrum ent.  To re inforce th is general ru le, the Rev ised Act s imilarly g rants the tru stee discretio n in

crediting a receipt of charging an expenditure to income or principal or partly to each, stating that “no

interference of imprudence or partially arises from the fact that the trustee may have made an allocation

contrary  to a prov ision in [the ] Act,”30 if such allo cation w as in acco rdance w ith the trust in strumen t.

The rest o f the Rev ised Act e laborates  upon § 2 of the A ct and pro vides rule s for specific

situations where the trust instrument in silent.  It is within this framework that the revised Act requires as

a charge against income “a reasonable allowance for depreciation on property subject to depreciation

under g enerally a ccepted  accoun ting princ iples. . . .”31

According to Bogart on Trusts and Trustees, §829 and Scott on The La w of Tru sts, §239.4 , this

language regarding a depreciation reserve was inserted in the Revised Act because many trustees in the

past failed to consider, to the detriment of the remainderman, that trust assets were depreciating and that

at the end  of the inco me ben eficiaries’ lifetim e there w ould be  no trust co rpus left for  the rema inderm an. 

Thus, the revised Act added language regarding a depreciation reserve, subject to the general rule of §2 of

the Act, in the event that the trust instrument was silent on the issue.  In short, the Revised Act does not

mand ate a depr eciation re serve, it ma kes such  a reserve o ptional.

Despite the discretionary language of the Revised Act, despite the fact that a number of states

have no t adopted  the revised  Act, desp ite the right o f lawye rs for deca des to dra ft trust instrum ents in

accorda nce with  their clients’  wishes, th e Service  conclud ed “for F ederal tax  purpos es” such  a reserve is

necessary to protect the remainderman.

In light of th e history o f abusive  tax schem es, the ITS  properly  should  focus on  such m atters. 

However, the pooled income fund has distinctions which inherently prevent such abuses.  First, bu law,
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the charity is responsible for “maintaining” the pooled income fund.32  This “m aintenan ce” of the  PIF is

usually a chieved  by the ch arity’s righ t and ob ligation u nder the g overnin g instrum ent (usua lly a trust) to

select and replace the trustee.  Many times, the trustee of the PIF is the business manager or controller of

the charity.

It is obvio us that a ch aritable rem ainderm an of a PI F wou ld not allo w the tru st to invest in

speculativ e assets or in  assets wh ich wo uld be n on-existe nt upon  the death  of the inco me ben eficiaries. 

This would be clearly against the charity’s best interests.  If a trustee nonetheless wanted to so invest, the

charity could simple remove the trustee.  If such an investment were made before the charity had a chance

to object, the trustee could use its discretion to create a depreciation reserve under the authority granted

by most state laws and governing instruments.  Failure to create a reserve under these circumstances

would be a clear breach of fiduciary duty.  If the charity wanted the reserve created and the trustee

refused, the charity would simple remove the recalcitrant trustees and appoint another one.

Just because a transaction involved a depreciation deduction and also happens to be related to a

charitable  gift is no rea son to arb itrarily “ou tlaw” or e mascu late a charita ble givin g vehicle .  The veh icle

develop ed beca use charitie s need to  raise capital fu nds to fu lfill their charita ble and e ducation al purpo ses. 

If charities do not fulfill their tax-exempt purposes, then the Government will have to do so, at a much

greater cost to the taxp ayer.

Regard less of the m erits of the arg umen ts proffered  by both  sides, the S ervice ha s ruled the re will

be a depreciation reserve and such will be the law for at least all “new” pooled incom e funds.33  If a

reserve is to  exist, it is clear th at the Serv ice is correc t that the rese rve mu st be main tained acc ording to

GAAP.34

The GC M states that “[u]nd er GGA P the goal of a d epreciation me thod shou ld be to provid e for a

reasonable, consistent matching of revenue and expense, by systematically allocating the cost of the

deprecia ble asset ov er its estimate d useful life .”35  According to the Service, the purpose of the

depreciation reserve in the context of a pooled income fund “is analytically similar to the matching of

costs and  income  over the u seful life of an  asset.”36

As partial support for its conclusions in the GCM, the Service cites Statement of Financial
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Accounting Standards No. 93, which was promulgated by FASB37 to address the issue of tax-exempt

organizations.  The Service admits that there is no rule or standard which establishes the “amount” of

depreciation to be recognize for a particular accounting period.  Instead, the Service concludes: The

Board reaffirmed its conclusion that each organization needs to consider the characteristics of individual

assets in m aking th e estimates  necessary  to determ ine the am ount of d epreciatio n to be rec ognized . 

Measu ring the ex tent to wh ich the futu re econo mic ben efits or servic e potentia l of a particu lar asset is

sued up during a period or in a particular use requires estimates of salvage values and useful lives requires

the exercise of judgement considering all the facts and circumstances.   That estimation and evaluation

process is not unique to particular assets or particular kinds of entities.

GAAP requires a “systematic and rational” procedure to account for depreciation, rather than

leaving these matters entirely to the trustee’s discretion.38

As an example of a “systematic and rational” means of accounting for depreciation within the

context of a building owned by a real estate PIF, the IRS gives the example of a building worth $100,000,

with a salv age valu e of $20 ,000.  In th is situation, th e Service  argues th at a depre ciation rese rve is

required .  The “am ount” o f the reserv e will app arently v ary, dep ending  upon th e salvage  value an d “all

the facts an d circum stances.” 39

The Impact of GCM 39709

It is difficult at b est to determ ine the im pact of G CM  39709 .  If Exam ples 1 an d 2 abo ve prov e to

be the typ ical scenar io of the ec onom ic and tax  conseq uences, th e impac t could b e substan tial.

In reality, h owev er, the GC M is no t harmfu l if one starts w ith the assu mption  that a reserv e in

some amount is required for economic (not legal) purposes.  No building could survive a 25-year period

and still be functional without capital repairs and maintenance.

Assuming that some reserve is necessary, the following examples attempt to quantify the impact

of GCM 39709.  Suppose in Hypothetical #1 a PIF purchases a building from a charity for $10,000,000,

and the accountant assigns a useful life of 80 years to the structure.40  Further, su ppose th e effective ra te

of the lease is 7%, the charity creates a depreciation reserve outside of the PIF of 1.25% of the pu rchase

price to fund repairs and maintenance and the charity actually uses the reserve for such pu rposes.

Comp are this with Hy pothetical #2, w hich is based on  the same facts.  Th is time, howev er,

suppo se that a de preciation  reserve is es tablished  within th e PIF an d that the le ase rate is inc reased to

8.25% to take into account the reduced cash flowing to the donors by reason of the creation of the



41
If our 55-year old donor were to make a gift to a PIF in the amount of $100,000, the present value difference between

Hypothetical #1 and #2 (over a 29-year life expectancy and assuming an 8.25% discount rate) would amount to approximately $1,250.00.  It is the

authors’  opinion  that this diff erential is n ot large en ough to  deter the a verage $ 100,00 0 dono r.  How ever, if suc h were th e case, the  charity co uld

make a business decision to increase the projected net rate of return by 0.4%.  Further, the “after-tax cost” to the donor of $1,250 may be

altogether illusory in today’s tax climate, unless he has passive gains to offset these passive losses.

42
The first portion of Exhibit A is similar to Exhibit B of Part I of this Article.

43
Regs. §1.642(c)-5.

44
Rev. Rul. 72-196, 1972-1 C.B. 194; Rev. Rul. 82-38, 1982-1 C.B. 96; Rev. Rul. 85-57, 1985-1 C.B. 182.
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depreciation reserve.  Here, as in Hypothetical #1, assume that the reserve is used for capital maintenance

and repair.  Economically, in each case, the charity will be paying out $825,000 to either the PIF alone

(Hypothetical #2) or to the PIF ($700,000) and presumable a general contractor for maintenance and

repair ($125,00 0) (Hypo thetical #1).  Thus, the  charity is no better or w orse off.

When comparing the hypotheticals from the donor’s perspective, the results are essentially the

same.  He receives a 7% cash-on-cash return on his contribution, but loses some depreciation deductions

since he is e ntitled in H ypoth etical #2 to  only 50 % of tho se deprec iation ded uctions p reviously  available. 

If the donor had contributed $100,000 of appreciate property to the PIF, the after-tax difference between

the hypotheticals amounts to only $1 ,250 in lost depreciation deductions.41

The questio n which n aturally arises is: “Wh at happens to th e PIF, the don or and the cha rity if part

or all of the depreciation reserve is not actually used for capital improvements?”  To answer this question,

the autho rs ran two  projection s, reprodu ced as E xhibits A  and B.  E xhibit A 42 shows the results where the

depreciation reserve within the PIF is actually used to pay for capital improvements, and Exhibit B shows

the results w here, to the  other extr eme, no ne of the re serve is use d for cap ital impro vemen ts.  In both

cases, the proceeds from the sale of the building to the PIF are placed into an endowment fund and not

spend until the death of the last income beneficiary 38 years later.  It is clear from these two Exhibits that

the average rate of return is substantially improved (from a net of 7% to 8.4%) and that the endowment

for the charity in year 38 is substantially greater (from approximately $138,000,000 to over

$700,000,000) when the reserve is not used.

There are other ways to avoid the po tential adverse impact of GCM  39707.  For examp le, a lease

could req uire a tenan t to mainta in the real es tate in as go od a con dition at the  end of th e term as th e date

upon w hich the te rm com mence d.  If such w ere the case , the lease w ould be come a  significan t factor in

analyzing, as required by GAAP and the GCM, all of the facts and circumstances in order to determine

the proper “amount” of the depreciation reserve.

The Specimen Pooled Income Fund

In the latter part of 1988, the Service issued two revenue procedures regarding PIFs.  In Rev. Proc

88-53, the Service provided taxpayers with a sample form of declaration of trust and instruments of

transfer tha t meet the re quirem ents of §6 42(c)(5) .  A close e xamin ation of th e trust revea ls that its

provisions virtually mirror the regulations43 and illustra tive samp le provisio ns prop osed by  the Serv ice in

earlier revenue rulings44 for qualification as a pooled income fund.  However, where optional provisions

for PIF governing instruments are made available by the regulations, the sample trust only provides for

one op tion and  disregard s other va riations for  establishin g a PIF, th ereby m aking th e scope o f the samp le
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Rev. Proc. 88 -53 (emph asis added).

46
Regs. §1.64 2(c)-5(a)(2).

47
See Regs. §642(c)-5-(b)(2).  According to this regulation, a charity maintains the control required over a fund for

qualification under §642(c)(5) when it has the po wer to remove trustees of the fund an d appoint new on es.  As long as a charity has these pow ers,

the regulations permit the charity to appoint an outside trustee.

48
Rev. Proc. 88-53.

49
Regs. §1.64 2(c)-5(b)(7).

50
See §4947(a)(2 ).
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trust extremely narrow.  Furthermore, when compared to the regulations and other proclamations of the

Service governing PIF qualification, the language of Rec. Proc. 88-53 and sample trust contain numerous

problems and discrepancies.

First, §2 describes the impact of utilizing the sample trust provided by the Service as follows:

[T]axpayers who make transfer to a trust that substantially follows the model trust instrument contained

herein can be a ssured that the Serv ice will recognize th e trust as meeting all of the  requirements o f a

qualified pooled income fund, provided the trust operates in a manner consistent with the terms of the

trust instrument and provided it is a valid trust under applicable local law.45

Therefore, one of the requirements for receiving the blessing of the Service is that the PIF be a

valid trust under loc al law. How ever, the regulation s provide that a fun d that meets the req uirements of a

qualifying pooled income fund does not have to be a trust under local law.46

Second, the introduction of the sample trust designates and initial trustee and paragraph 5 gives

the charity the power to remove and appoint new trustees.  However, the Rev. Proc. Fails to include a

sample trust agreement between the charity and an outside trustee.  In addition, the sample trust does not

specify removal requirements or procedures, nor does it address the powers and responsibilities of the

appointed trustee.  These omissions could be interpreted as preventing a charity from engaging an outside

trustee which is co ntrary to the regu lations under §6 42(c)(5).47

Third, the last paragraph of paragraph 7 of the sample trust provides that the “income interest of

any beneficiary  of the fund sha ll terminate with the last reg ular payme nt of income  that was mad e before

the death  of the ben eficiary.” 48  The problem with this provision is that the regulations permit an option,

so that one may elect instead to have the income interest of the beneficiary prorated to the date of the

beneficiary’s death.49  Thus, the Service has selected one option over the other and effectively constrained

the use of the othe r.

Fourth, paragraph 9 of the sample trust lists prohibited transactions for the trustee.  Specifically,

this paragraph provides that the trustee is prohibited from making investments that jeopardize the

charitable  purpos e of the fun d as in §4 944 an d from re taining ex cess busin ess holdin gs as pro vided in

§4943 .  Genera lly, these se ctions w ould be  applicab le to a PIF  because  a PIF is a sp lit-interest trust. 50 

However, where a split-interest trust is allowed a deduction under §§170, 642(c), 2055, or 2522 for

amounts payable to every remainder beneficiary but not to any income beneficiary (e.g., where the

charity’s only interest in the trust is an remainderman, such as with a PIF), §§4943 and 4944 do not
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4947(b)(3)(B ).
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See Rev. Rul. 79-387, 1979-2 C.B. 247, and PLR 8535048.  In PLR 853 5048, the Service ruled that real estate is an

appropriate investment for a PIF and perm itted a pass-through of depreciation on realty to income bene ficiaries.

53
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or term inate th e inco me int erest o f any d esign ated b enefic iary oth er than  the pu blic ch arity.”  (E mph asis ad ded.)
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amount o f gifts made du ring such yea r.”  (Emphasis ad ded).
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56
Rev. Proc. 88-53.
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Id, §3.
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Id, §2.
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apply.51  Therefore, inclusion of the §§4943 and 4944 prohibitions was unnecessary.

Fifth, paragraph 10 of the sample trust provides that “the trustee shall not accept or invest in any

deprecia ble or dep letable asse ts.”  Here, th e sample  trust fails to ad dress an o bvious  available o ption, i.e.,

that a PIF can hold real estate.52  Once again, the Service has selected one PIF form over another and

effectively constrained the use of options.

Sixth, the Instruments of Transfer include the donor’s reservation of the right to revoke, solely by

will, a ben eficiary’s in come in terest.  Acc ording to  the regula tions, the re tention o f this right to r evoke is

optiona l.53  The purpose of including this right to revoke is to prevent a completed gift of the income

interest.  This, however, prevents the use of the donor’s annual exclusion.54  Here, by automatic inclusion

of this righ t to revok e, the Serv ice is effectiv ely usu rping the  ability of d onors to  a PIF to co ordinate  their

estate planning to meet specific needs.  It may be preferable for some donors to take advantage of the

annual exclusion and prevent the income interest from being included in their estate, thereby saving some

of their un ified credit. 55

Despite, these inherent problems with the sample trust, if a public charity responsible for the

creation of a PIF makes reference to Rev. Proc. 88-53  and adopts substan tially simila r docum ents , the

Service will recognize the trust documents as satisfying the requirements for a PIF under §642(c)(5) and

the regulations there under.56  The advantage of complying with the sample trust is that it ensures that

contributions to the PIF will qualify for a charitable deduction for the remainder interest under

§§170(f)(2)(A), 2055(e)(2)(A), and 2522(c)(2)(A) for income estate, and gift tax purposes, respectively.57

Although the Service views this Procedure as a service to taxpayers by providing a document

which  guaran tees PIF q ualification  and sav es taxpay ers the time  and exp ense of re questing  a favorab le

ruling,58 the benefits of the Procedure do not extend to real estate pooled income funds.  According to the

Service: A trust that contains substantive provisions in addition to those provided by this revenue

procedure (other than provisions necessary to establish a valid trust under applicable local law) or that

omits any of those provisions will not necessarily be disqualified, but neither will it qualify under the
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provisions of this revenue procedure.59

A real estate PIF trust ins trument will inclu de additional su bstantive prov isions permitting th e PIF

to accept or invest in real estate and requiring the trustee to establish a depreciation reserve.  These

addition al provisio ns will in a ll likelihoo d preve nt the real es tate PIF fro m being  conside red “sub stantially

similar” to th e sample  trust.  As a re sult, the real e state PIF is p robably  outside th e scope o f the samp le

trust, preventing it from “safe harbor” qualification under the provisions of Rev. Proc. 88-53 and the

assurance that the fund will qualify for available charitable deductions.

In addition to Rev. Proc. 88-53, the Service issued Rev. Proc. 88-54.  In this Procedure, the

Service amplified Rec. Proc. 88-3 which lists those areas in which the Service will not ordinarily issue

rulings or determination letters.60  The Procedure specifically makes reference to the samp le trust

provided by Rev. Proc. 88-53 and indicates that rulings and determination letters will not ordinarily be

issued regarding the following:  (1) whether a PIF satisfies the requirements of  §642(c)(5) and  (2)

whether a transfer to a PIF qualified for a charitable deduction under §§170(f)(2)(A), 2055(e)(2)(A), or

2522(c)(2)(A ).61

The issue surrounding Rev. Proc. 88-54 is how the Service will interpret the work “ordinarily.” 

Will it continue to issue rulings on those PIFs whose substantive provisions differ from those of the

sample trust?  T o what deg ree must those p rovisions differ from  the provisions o f the sample trust be fore

the Service will grant a ruling, if at all?  Unfortunately, the Service has not addressed or answered these

issues in Rec. Procs. 88-53 or 88-54.

Furthermore, it does not seem likely that the Service will address these issues in the future.  As of

this writing , since the iss uance o f Rev. Pr ocs. 88-5 3 and 8 8-54, the  Service h as had o nce occ asion to ru le

on the qualification of a PIF submitted after the effective date of the procedures.  In answer to a request

for a ruling regarding the qualification of a PIF under §642(c)(5) and the regulations thereunder, the

Service replied as follows:

Pursuant to Rev. Proc. 89-3, 1989-1 R.B. 9, and Rec. Proc. 88-54, 1988-48 I.R.B. 16, the Internal

Revenue Service has discontinued issuing rulings concerning whether pooled income funds satisfy the

requirements of section 642(c)(5) of the Code.

In lieu of seeking the Service’s advance approval of a pooled income fund, taxpayers are directed

to follow the sample provisions for a pooled income fund as outlined in Rev. Proc. 88-53, 1988-48 I.R.B.

13.  By  followin g the mo del conta ined in R ev. Proc . 88-53, ta xpaye rs can be a ssured th at the Serv ice will

recognize the trust as meeting all of the requirements of a qualified pooled income fund, provided that the

trust under applicable local law.62

This private letter ruling is unclear for three reasons.  One, the ruling conveniently omits any

reference to the provisions of the governing instrument submitted by the taxpayer who requested the



63
In fact, the IRS has attempted to curtail the number of private letter rulings it issues in all areas.  In Rec. Proc. 89-34, the

Service revised the procedure for issuing letter rulings by adding a new section providing that it “will not issue a ruling with respect to an issue
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89-10 5, 198 9-35 I .R.B. 1 9, 20) r estrictio ns and  limited  resou rces av ailable  for tax payer  guida nce.  See 8 T ax Mg mt. Wk ly Rpt.  765 (6 /19/89 ). 

Furthermore, the IRS indicated that it expected to “issue additional guidance in revenue rulings and revenue procedures that will eliminate the

need for ...additional rulings...” Id.   According to the Service, these decisions to reduce the number of private letter rulings issued are not to be
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64
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explained that it receives many trust instruments that are very similar and that the sample trust documents is being provided to taxpayers in an

attempt to save the time and expense asso ciated with requesting and processing private letter rulings.
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In conversations with the authors, the Service indicated that it intends to continue issuing private letter rulings regarding

the qualification of real estate PIFs because the trust document for a real estate PIF differs substantially from that of a conventional PIF and

because “ordinarily” does not currently apply to real estate PIFs.
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ruling.  What types of additional provisions, if any, did the trust document contain?  Did the Service

consider the document to be substantially similar to the sample trust?  Two, the Service states that it has

discontinued issuing rulings concerning PIF qualification.  This statement contradicts the language of

Rec. Pro c. 88-54  which  states that the  Service w ill not ordin arily issue ru lings rega rding P IF qualific ation. 

Does this mean that the Service is interpreting “not ordinarily” as “not at all?”  Three, the Service

sugges ts that the tax payer fo llow the s ample tru st in lieu of se eking ad vance a pprov al of a PIF .  Does th is

mean that the Service will no longer recognize PIFs whose trust documents contain language other than

languag e contain ed in the sa mple tru st?

It is difficult, at best, to be certain what Rev Procs. 8853 and 88-54 mean in conjunction with the

real estate pooled income fund.  However, the Service does not appear to be jaundiced toward the real

estate PIF.63  Instead, the Service indicates the basis for their action in creating a sample trust is that they

receive many requests for rulings regarding PIF qualification and that “[i]n many of these requests, the

trust instruments and charitable objectives are very similar.64  Since the prov isions of a real estate PIF a re

not very similar to the provisions of the sample trust, Rec. Proc. 88-53 does not seem to be including real

estate PIFs in its scope.

It is likely that the Service will continue to rule on real estate PIF qualification because the

provisions of the real estate PIF are not substantially similar to those of the sample trust and the Service

left an opening to issue such rulings in Rev. Proc. 88-54 by using the phrase “will not ordinarily issue

rulings” rather than “will not issue rulings”.65  So, wh ile real estate P IFs do n ot have th e autom atic

assurance, provided by the sample trust, that they qualify under §642(c)(5) or that contributions will be

deductible, Rec. Procs. 88-53 and 88-54 do not preclude a charitable organization from establishing a real

estate PIF  of from o btaining  ruling reg arding th eir qualifica tion and  the dedu ction of ch aritable

contributions to them.

SUMMARY

The rea l estate poo led incom e fund is a  new v ariation on  a 20-ye ar old law .  In today ’s econo mic

and tax env ironment, it has un ique and co nsiderable econ omic bene fits for the charity and th e donor.

The Se rvice’s attem pts in GC M 39 709 to p revent the  PIF from  being ab used as a  charitable
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giving vehicle are understandable, but not justified.  There is no practical need for a depreciation reserve

according to GAAP, because of the distinctions of the vehicle itself.  Nor does the Service have the

legislative authority to require such a reserve.

Nonetheless, the Service has required a depreciation reserve, and if one must exist then it can

only be established according to generally accepted accounting principles, taking all facts and

circums tanced in to accou nt.  The es tablishm ent of a de preciation  reserve d oes not d amage  the real estate

PIF to any great extent.  Neither the charity nor the donors are affected significantly by such a

requirement.  The economics of the transaction are essentially the same.

By lim iting the issu ance of p rivate letter ru lings in this  area, it does  not app ear that the S ervice is

discrimin ating aga inst the real e state PIF.  H owev er, the stage  is set for the S ervice to ex ercise its

“discretion ” by refu sing to ru le on real es tate PIFs in  an attemp t to elimina te this vehic le for charita ble

giving purposes.  This has not occurred, and the authors have been informally told that this is not the

Service’s intention.  Nevertheless, it would seem that the time is ripe for establishing a real estate pooled

income fund.  The rules may change some day, and the process of remedial legislation is slow

FEDERAL AND STATE SECURITIES LAW IMPLICATIONS

Any charity that considers using a pooled income fund for planned giving should be aware that

the fund, the interests in such fund and the persons soliciting gifts by means of such fund may be subject

to the provision of both the federal and state securities laws.  In addition, certain states, either by express

statutory provisions or in practice have made funds subject to state charitable solicitation laws.  The effect

of the application of the foregoing laws to PIFs vary w idely from jurisdiction to jurisdiction.  These

regulations relate to fundamental structural and marketing issues such as who may be solicited and

accepted  as a dono r to a PIF, w here such  policitation  and acce ptance m ay occu r, what w ritten mate rials

must be provided to prospective donors and what advertising and promotion may be done.  It is important

to consider the ap plication of all such law s early in the proce ss of organizing  a PIF in order to e nsure

compliance with applicable law and, at the same time, to create a PIF that is marketable for the

beneficiary charity.

FEDERAL SECURITIES LAW

The Securities and Exchange Commission (SEC) issued a release in 198066 (Release) that set

forth its position with respect to the applicability of the federal securities laws to PIFs.  The SEC took the

position that “an acquisition of an interest in a pooled income fund for consideration may be an

investment.  In that case the interest would be a security of which the pooled income fund would be the

issuer.  Fu rthermo re, if the poo led incom e fund w ere an issu er of a secu rity, it wou ld, if primar ily

engage d in the bu siness of in vesting in  securities, be  an inves tment co mpan y.”67
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The SE C cons idered w hether a P IF satisfies th e requirem ents of the  so-called “ charitable

organization exception” contained in §3(a)(4) of the Securities Act of 193368 (the “1933 A ct”),

§12(g)(2)(D) of the Securities Exchange Act of 193469 (the “1934 Act”)  and §3(c)(10) of the Investment

Company Act of 194070 (the “1940 Act”).  These provisions exempt an issuer from the registration

provisions of the 1933 Act and the 1934 Act and from the definition of an “investment company” in the

1940 A ct if:  (1) an issu er is organ ized and  operated  exclusiv ely for relig ion, edu cational, b enevole nt,

fraternal, ch aritable, or re formato ry purp oses, and  (2) no pa rt of its net earn ings ma y inure to  the bene fit

of any p rivate shar eholder  or individ ual.  The S EC co ncluded  that althou gh PIF s are usua lly forme d to

benefit a ch arity, the P IF itself is no t a “charitab le organiz ation.”   Th e SEC  observe d that “it is

questionable whether a pooled income fund could be deemed to be organized and operated exclusively for

charitable purposes, since it is organized and operated to produce a regular income which must be

currently distributed to beneficiary who are for the most part private individuals. [And, in] any event, the

second part of the test would seem not to be met by a pooled income fund because of the distribution of

its incom e to bene ficiaries.”  Th e SEC  also con firmed its p osition tha t a “sale” for “ value” m y occu r in

the exchange of property for life income interests in a PIF.71

How ever, the S EC reiter ated its belie f that the prim ary purp ose of pe rsons w ho transfe r property

to a PIF is to make a gift to a charity and that this donative intent and the applicable Code provisions

make registration under the federal securities law unnecessary.72  Therefore, the S EC created a  “safe

harbor” for certain PIFs and will not seek enforcement if interest in PIFs are offered to the public without

registration , provide d the follo wing c ircumsta nces exis t:

(a) The fund  qualifies as a recipient of tax  deducible co ntributions und er §642(c)(5);

(b) Each p rospectiv e dono r is furnishe d written  disclosur es which  fully an fa irly

describe the operation of the fund;73 and

(c) Each perso n soliciting gifts by m eans of the fund  is either a volunteer, or a

person who is employed in the public charity’s overall fund-raising activities who receives no

commissions or other special compensation based on the amount of gifts transferred to the pooled income

fund.74



Letter, [19 84-198 5 Trans fer Bind er] Fed. S ec. L. Re p. (CCH ) ¶77.90 2 (Feb. 1 9, 1985 ).  Discuss ion of th ese issue s is beyo nd the sc ope of th is

article.

75
Release at 36,169-36,170.  The general pattern for defining fraud under the securities laws is set forth in §17(a) of the 1933

Acr\t, which makes is unlawful to: (1) employ any device, scheme, or artifice to defraud, or (2) to obtain money or proeprty by means of any

untrue statement of a material fact or any omission to state a material fact necessary in order to make the statements made, in the light of the

icrcumstances under which they were made, not misleading, or (3) to engage in any transaction, practice or course of business which operates or

would o perate as a fraud  or deceit upon  the purchase r.
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In a 1987 no-action letter, Gustavus Adolphus College Pooled Life Income Fund, SEC No-Action Letter (Oct. 19, 1987)

(LEX IS, FED SEC lib rary, NO ACT  file), the SE C con sidered a  request fo r a no-actio n positio n unde r the 194 0 Act w ith respec t to a real esta te

PIF that planned to issue units that would be  registered under the 1933 Act an d that would be offered by a  registered broker-dealer.  In its request

letter, Gustavus noted that the investment of the fund primarily in depreciable property differs from conventional PIFs because such investment

would result in depreciation deductions to the income beneficiaries and such income would constitute passive income that my shelter passive

losses .  Gustavus went on to conclude that because of these tax benefits, contributions to the fund would be somewhat more attractive than

donations to a conventional PIF.  The SEC concluded that the Gustavus fund was not of the type described in the Release because of the use of

the broker-dealer and because the mo re attractive tax benefits suggest that “the contributors’ primary intent may not be donative.”  Nonetheless,

the SEC concluded that the fund would be excepted from the definition of “investment company” under the provisions of 1940 Act if, prior to the

effective date of its registration statement under the 1933 Act, the fund sold all of its securities holdings and invested in a note secured by real

estate and thereafter invested substantially all of the fund’s assets in only real estate secured exclusively by real estate, or both.

77
Accredited investor, with respect to natural persons, is defined in Rule 501(a) to mean any person who comes with the

following categories: (1) any person whose individual net worth, or joint net worth with that person’s spouse, at the time of his purchase exceeds

$1,000,000; or  (2) any natural person who had an individual income in excess of $200,000 in each of  the two most  recent  years or joint income

with that person’s spouse in excess of $300,000 in each of those years and has a reasonable expectation of reaching the same income level in the

current year.

78
17 C.F.R. §230.501 to 508.

17

While thus providing a means to sell interests in PIFs without registration, the SEC emphasized

that the antifraud provisions of the federal securities laws do apply to sales of interests in a PIF.75

Although many charities may find that creating a PIF which satisfies the “safe harbor” guidelines

is feasible fro m both  an organ izations an d mark eting pers pective, so me cha rities may  find that th eir

particular needs require the professional solicitation assistance of individuals who would receive

commissions or compensation based on the amount of gifts transferred.  In this case, the safe harbor

provided b y the Release w ould no lon ger be available an d the interest being o ffered and sold in  the PIF

must be sold pursuant to a registration statement or an exemption from registration .  Likewise, the fund,

the charity  and any  trustee ma y be req uired to re gister und er the 194 0 Act. 76

The requirements to register interests in a PIF are no different than the requirements to register

any other security.  A registration statement on the appropriate form must be filed and is subject to SEC

review.  Upon effectiveness, the prospectus can be widely distributed.  An exemption from registration

involve s a much  more lim ited dispe rsal of infor mation .  Becaus e the tax b enefits asso ciate with

investment in PIFs are usually beneficial to persons who m eet the qualifications for accredited investors,77

the most commonly used exemption from the registration requirement of the 1933 Act is that provided

pursuan t to Regu lation D o f the 193 3 Act. 78  Both the 505 and 506 exemptions, which may be used for

offerings exceeding $1,000,000, permit sales to an unlimited number of accredited investors (provided the

offering remains private), but limit sales to no more than 35 non-accredited investors.  Because this is a

‘private’ offering, general advertising is prohibited.  As with any offering, when evaluating the

availability of an exemption from registration for a PIF, it is important to weigh the benefits of not

registering against the limits imposed by such exemptions, such as the limits on advertising, on the

numb er of offere es and p urchase rs and on  the aggre gate offerin g amou nt.

State Securities Law



79
Code of Alabama, 1975, Securities Act of Alabama, Blue Sky Policy Statements, Opinion Letter, Pooled Income Trust for

Charity (May 17, 1977) 1 Blue Sky L. Rep. (CCH) ¶7554; Florida Statutes, 1987, Florida Securities and Investor Protection Act, Rules of the

Department of Banking and Finance, Division of Securities, Ch. 3E-500, Rule 3E500.512. 1 A Blue Sky L. Rep. (CCH) ¶ 17450A; Official Code

of Georgia, Georgia Securities Act of 1973, §10-5-9 (15), 1A Blue Sky L. Rep. (CCH) ¶28,139; Michigan Compiled Laws, Uniform Securities

Act, Blue Sky Policy Statements, Pooled Income Funds Release No. 89-5-S, Michigan Corporation and Securities Bureau (Mar. 28, 1989), 1A

Blue Sky L.  Rep. (CCH) ¶32,617;  and pennsylvania Statutes, Pennsylvania Securit ies Act  of  1972,  Registrat ion of  Securi ties , §202,  2 Blue Sky L.

Rep. (CCH) ¶48,112, and Regulations of the Securities Commission, §202.093, 2 Blue Sky L. Rep (CCH) ¶48,431b.

80
General Laws of Massachusetts, Uniform Securities Act, Code of Massachusetts Regulations, 14.402(b)(13)(f), 1A Blue

Sky L.  Rep (CCH) ¶31,472; and Oregon Revised Statutes,  Oregon Securi t ies  Law, Oregon Administrat ive Rules,  Rule 441-25-040,  2 blue Sky L.

Rep. (CCH) ¶47,550.
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Arizona Revised Statutes, Title 44, Ch. 12, Art. 4, §44-1843 (6), Blue Sky L. Rep (CCH) ¶9133 (approved May 9, 1989,

effective 90 da ys after adjournm ent of the Leg islature).

82
California Code Corporations Code, Corporate Securities Law of 1968, §25019 (1), 1 blue Sky L. Rep. (CCH) ¶11,121,

and  Code  of Regula t ions , Rule 260 .019 .1 ,  1 Blue Sky  L . Rep . (CCH) ¶11 ,751; Ind iana  Code , Ch .  1,  Securi t ies  Regulat ion ,  §23-2-1-1  ( i) ( ii ) , 1  A.

Blue Sky L. Rep. (CCH) ¶24,101; Revised Code of W ashington, The Securities Act of Washington, Washington Administrative Code, Securities

Rules, WAC 460-52A  3 Blue Sky L. Rep. (CCH) ¶61,763; and Wisconsin Statutes, Uniform Securities Law, Blue Sky Policy Statements, Pooled

Income trust  Fund  and In te res t s as  Securi t ies , Opinion  le t te r , Off ice  of Commiss ioner o f  Securi t ies  (Feb . 4 ,  1983),  3  Blue  Sky  L . Rep . (CCH)

¶64,946.
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An offering of interests in a PIF must also meet the requirements of the securities laws of the

jurisdiction s in whic h the PIF  investors  reside.  State  securities law s applicab le to PIFs a re remark able in

the number of different approaches that individual jurisdictions have taken to regulating PIFs.  Only a

small minority of jurisdictions have expressly provided in their applicable laws and regulations for the

treatmen t of PIFs.  S ome of  these jurisd ictions ha ve gene rally ado pted the a pproac h taken b y the SE C in

the Release, finding that a PIF interest is a security subject to state securities law which may be offered

and sold  when  certain circu mstanc es exist. 79  While th e required  circums tances are  generally  similar to

those set fo rth in the R elease, inclu ding the  requirem ent that state  antifraud  provisio ns apply , one sho uld

be aware that some of these jurisdictions impose additional filing and disclosure requirements, limits on

the use of promotional material, and investment advisor requirements.  Other jurisdictions have crafted

exemptions for PIF interest that do not follow the Release,80 or that exp ressly inclu de PIF in terests with in

the general charitable organizations exemption,81 or that, in co ntrast to the  SEC, e xclude P IF interests

from the  definition  of “secur ity.”82

In the m ajority of th e remain ing jurisd ictions, secu rities of char itable orga nizations  are gene rally

exempt from the registration provisions of their respective securities laws, but a PIF does not qualify as a

charity.  T herefore , in many  jurisdiction s it may b e necessa ry to regis ter the intere st in a PIF.  It is

advisab le, howe ver, to ma ke inqu iries of the ap propriate  securities au thorities in th ese jurisdic tions eve n if

an exemption for PIFs does not appear to be available because certain jurisdictions may, in practice,

interpret their general charitable organizations exemption to cover PIFs.

State Charitable Solicitation and Trust Laws

With all PIFs it is important to evaluate the application of state charitable solicitation and trust

laws.  While these laws may seem to be applicable only to the charity and not to the fund, as suggested

above, s ome jur isdictions m ay find th at a PIF is a c harity w ithin the m eaning o f their charita ble

organiz ations sec urity exe mption  and exp ect that the P IF com ply with  the charitab le solicitation s laws. 

Other ju risdictions  may in corpora te the requ irements  of the cha ritable solicita tion and  trust laws in  their

securities law s by refere nce, by r equiring  that PIF c omply  with suc h laws as  a conditio n to availin g itself



83
Pennsylva nia Securities A ct, §202.093  (a) (3); and Oreg on Securities L aw, Rule 4 41-25-04 0 (1) (b).
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of the applicable securities exemption.83  In either case, the filing and disclosure requirements imposed by

charitable solicitation laws are often substantially similar to those imposed by the securities laws.


