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ildred K admired good writing and
M could turn a phrase herself. That is

why she dreamed of providing fel-
lowships to students in the creative writing
program at the local university. However, she
needed all of her investment income for liv-
ing expenses. Indeed, if she were to remain
in her condominium she would soon require
more income to pay for domestic help.

Her largest single asset was some 30,000

shares of stock in a financial services com-
pany. Even though the stock had recently
declined in value, it still had appreciated
significantly since she inherited it many

years earlier. Its current value was ap-
proximately $600,000. Dividends, though,
were only about $14,000. After talking to
a representative of the university and to
her legal advisor, she contributed most
of the stock for a charitable gift annuity.
Her payments from the annuity were over
three times the dividends she had been
receiving. Moreover, she received a sig-
nificant income tax charitable deduction
that reduced her income tax over the next
several years.

At the end of her life, the remaining
portion of her contribution will be used

Charitable gift annuities are the most
popular life-income planned gift available
to donors today. More and more non-
profit organizations are adding these gift
instruments to their offerings. Yet, many
people do not understand how these gift
plans work and why they are so popular.
This special issue has been designed to
answer this need. In these pages, you
will learn about gift annuities from the
most knowledgeable person in this field,
Dr. Frank Minton — a man who is wide-
ly known as Mr. Gift Annuity.

Whether you are a prospective donor,
a board member, a professional advisor,
or someone simply interested in chari-
table gift planning, Dr. Minton will take
you step by step through the basics. The
cartoons were provided by Lance Andrew
©2002 (www.lanceandrew.com).

The examples in this booklet are based
on the rates recommended by the Ameri-
can Council on Gift Annuities that became

About This Landmark Issue of Planned Giving Today®

effective July 1, 2010, and on a 3.4 percent
IRS discount rate (known as “the Chari-
table Midterm Federal Rate” or “CMFR”).
The latter may fluctuate monthly and af-
fects the size of the charitable deduction
and how payments are taxed.

Note: This issue of Planned Giving
Today is provided with the understand-
ing that neither the publisher nor the
author is engaged in rendering legal,
accounting, or other professional service.
If legal advice or other expert assistance
is required, the services of a competent
professional person should be sought.

A limited number of extra copies of
this landmark issue are available while
supplies last. The issue is ideal for non-
profit staff members, board members
and other key volunteers, professional
advisors, and prospective donors. Rates:

1 copy, $36; 5 copies, $75; 10 copies; $120;
25 copies, $200. To order, call 1-800-654-
3237 or visit www.pgtoday.com.
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to establish the K endowed fellowship
in creative writing. In celebration of her
gift, the chair of the department brought
six students to her condominium, and
the students left her with samples of their
work. Imagine their surprise when she
gave them a manuscript of an essay she
had just completed at the age of 84.

Facts About Gift Annuities

# Gift annuities in the U.S. were first issued in the
1830s.

* The average size of a gift annuity is slightly over
$43,000.*

* At the time immediate gift annuities are funded,
the average age of annuitants is 79.*

* Nearly 56 percent of annuitants are female.*

* Approximately 90 percent of annuities are imme-
diate and 10 percent are deferred.*

* Nearly 31 percent of gift annuity donors increase
their annual giving.*

* Data from 2009 ACGA survey

Persons Who Might Benefit From
a Gift Annuity

Ms. K is a rather typical gift annuity
donor, though the amount she contributed
was considerably larger than the average
gift. Most gift annuity donors are retired,
want to increase their cash flow, seek the
security of fixed payments, and would
like to save taxes. A charitable gift annu-
ity could be right for people in any of the
following circumstances:

¢ The interest rates on their CDs and
other fixed-income investments
have declined, and they would like
to increase their cash flow.

* They own appreciated stock or mu-
tual fund shares and have consid-
ered selling some of the shares and
reinvesting the proceeds to generate
more income, but they have hesi-
tated because they don’t want to pay
tax on all of the capital gain.

¢ They would like to count on fixed
payments, which are unaffected by
interest rates and stock prices and
which they cannot outlive.

¢ They want to assure continuation of
payments to a surviving spouse with-
out the delay of probate proceedings.

* They would like to provide financial
assistance to an elderly parent, a sib-
ling, or other person in a tax-advan-
taged manner.

Although gift annuities are most com-
monly established by retired individuals
and couples in the above circumstances,
they are sometimes used as a supplemental
retirement plan by people who are still

working. Those who are contributing the
maximum allowable to their IRA, 401(k),
403(b), or other qualified retirement plan,
may wish to accumulate more for retire-
ment on a tax-sheltered basis. To do this,
they contribute some excess income or
other assets during their working years
and arrange for payments to begin at
retirement age.

What Is a Gift Annuity?

A gift annuity is a contract under which

a charity, in return for a transfer of cash or
other property, agrees to pay a fixed sum
of money for a period measured by one or
two lives. The person who contributes an
asset for the annuity is called the “donor,”
and the person who receives payments is
called the “annuitant” or “beneficiary.”
Usually, the annuitant is also the donor,
but this is not always true. Like Ms. K,
a donor can make the contribution and
direct the payments to herself. However,
the donor could have the payments made
to someone else — a sibling or parent, for
instance.

The maximum number of annuitants
is two, and payments can be made to them
jointly or successively. Here are some pos-
sible donor/annuitant arrangements:

¢ X is both donor and annuitant.

¢ X is the donor but Y is the annuitant.

¢ Mr. and Mrs. X are donors, and pay-

ments are made to them jointly and
then to the survivor. This is the most
common arrangement for couples.
When the first spouse dies, there is no
decrease in the payments. The surviv-
ing spouse receives the same amount
the couple had been receiving.

¢ X is the donor. Payments are made to

X for life and then to Y (if Y survives
X) for the duration of his or her life. Y
in this case is the successor annuitant.
¢ X is the donor (or perhaps Mr. and
Mrs. X are donors). Payments are made
to Y for life, then to Z for the dura-
tion of his or her life (if Z survives Y).
Payments also could have been divided
between Y and Z while both were liv-
ing and thereafter made to the survivor.

Immediate-Payment Gift Annuity

With an immediate-payment gift annu-
ity, the annuitant(s) start(s) receiving pay-
ments at the end (or beginning) of the pay-
ment period during which the contribution
is made. Payments can be made monthly,
quarterly, semi-annually, or annually. The
most common arrangement is quarterly
payments at the end of the calendar quarter.
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The first payment is customarily prorated
from the date of the contribution to the end
of the first period.

Suppose, for example, that a contribu-
tion is made on August 16, and the an-
nuitant is entitled to an annual annuity of
$8,000 paid in quarterly installments at the
end of the calendar quarter. The first pay-
ment would occur on September 30 and, if
prorated, would be for $1,000 (one-half of
the normal quarterly amount). Subsequent
payments would be for the full quarterly
amount of $2,000. Some charities make
a practice of prorating the first payment
while others do not.

Deferred-Payment Gift Annuities

With a deferred-payment gift annuity,
the annuitant(s) start(s) receiving pay-
ments on a future date. As with immedi-
ate gift annuities, payments can be made
monthly, quarterly, semi-annually, or annu-
ally, but the first payment will always be
for the full amount due for the payment
period. For example, a donor age 50 funds
a gift annuity now but stipulates that the
first quarterly payment is to be made on
March 31, 15 years from now. Suppose the
annual annuity, taking into consideration
an assumed compounded rate of growth in
the value of the contributed asset during
the deferral period, is $16,000 per year.
The first quarterly payment, 15 years in
the future, will be for $4,000.

It is possible to design a deferred-pay-
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ment gift annuity with a flexible starting
date. The donor does not have to choose in
advance when payments begin. That deci-
sion can be made later depending on cir-
cumstances. The longer the annuitant waits
to start payments, the larger they will be.

Fixed Payments

Whether a gift annuity is immediate
or deferred, payments are fixed from the
outset. They will neither increase nor
decrease, whatever happens to interest rates
or the stock market. (Even with the flexible
deferred-payment gift annuity, the size of
payments is predetermined for each pos-
sible beginning year.)

Case Study One

Mr. and Mrs. G are ages 79 and 76, respectively.
Some years ago they paid $20,000 for stock that is
now worth $50,000. The annual dividend from the
stock is only two percent. They would like to increase
their cash flow from this asset, but they are reluctant
to sell the stock and reinvest the proceeds because
of the tax they would incur on the capital gain.

To accomplish their objective and make a gift, they
transfer the stock for a charitable gift annuity. As a
consequence, none of the gain is taxed at the time
of the transfer, and their cash flow increases from
$1,000 to $2,950. For the duration of life expectancy,
their payments will be partly capital gain, partly ordi-
nary income, and partly tax-free. By contrast, their
dividends were fully taxable at the applicable dividend
rate. As an added bonus, they receive an income tax
charitable deduction of $19,566.

Payments are fixed

from the outset.
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A charity is contractu-
ally obligated to make

the payments.

A charity is contractually obligated to
make the payments, even if it has to dip
into its general funds to do so. Fixed pay-
ments are a source of comfort to people
who don’t want their future security
dependent on the performance of financial
markets. The disadvantage of fixed pay-
ments is that they offer no inflation protec-
tion. Twenty years from now an annuity of
$10,000 per year may have considerably
less purchasing power than it does today.

Factors Affecting the Size of Payments

The size of the payments from a gift an-
nuity depends on the following five factors:

1. The gift annuity rate offered by the
charity. (This will be discussed in the next
section.)

2. The value of the contribution.

3. The number of annuitants. For exam-
ple, the annuity rate for a two-life annuity
where both annuitants are age 70 will be
lower than the annuity rate for a one-life
annuity where the sole annuitant is age 70.
That is because the combined life expec-
tancy of the two annuitants is longer than
the life expectancy of the single annuitant.

4. The age(s) of the annuitant(s). At least
with gift annuities, older is better. Annuity
rates increase with age because a charity
can afford to pay more when the duration
of the payments is shorter.

5. In the case of deferred gift annuities,
the length of the period between the date of
the contribution and the annuity starting
date. The amount contributed is presumed
to grow at a certain rate during the deferral
period. Thus, the longer that period, the
larger the accumulation by the time pay-
ments begin.

Schedule of Gift Annuity Rates

Since 1927, the American Council on
Gift Annuities (ACGA), which was previ-
ously known as the Committee on Gift
Annuities, has been periodically publish-
ing a schedule of suggested gift annuity
rates. This is a nonprofit organization,
supported by sponsoring charities, and its
purpose is to provide educational services
to the charitable community, especially
regarding gift annuities.

Although a charity is free to offer any
schedule of rates it wishes — so long as
its rates don’t exceed the limits imposed
by federal and state laws — most chari-
ties, in fact, follow the rates suggested by
the ACGA. Thus, donors generally find
that the rates offered by the various chari-
ties they may wish to support are identi-
cal, or at least very close to each other.

The ACGA rates are based on certain
assumptions about the percentage of the
contribution that should remain for the
charity when the annuity terminates, the
longevity of annuitants, the projected
return on reserves, and the costs of invest-
ing reserves and administering gift annui-
ties. The rates are lower than those offered
by insurance companies to purchasers of
commercial annuities so that a significant
portion of a contribution will be available
for charitable purposes.

Though lower than commercial rates,
they are still very attractive to individu-
als who want simultaneously to support a
favorite charity and provide payments to
themselves or others. The rates are period-
ically adjusted from time to time to reflect
changes in financial markets, mortality
experience, and other pertinent factors.

A change in the rates affects only gift
annuities completed after the date of the
change. A person who completes a gift an-
nuity today can count on the current gift
annuity rate for life, whatever happens to
gift annuity rates in the future.

TABLE A on page 5 presents the ACGA
rates for selected ages and age combina-
tions. A current and complete schedule
of rates is available from any charity that
offers gift annuities. The rates offered by
any particular charity may or may not be
the same as those shown here, and these
ACGA rates are subject to change in the
future. Nevertheless, these sample rates
should provide a fairly close approxima-
tion of the rate available to one or two
annuitants of a given age.

Payments for Inmediate Gift Annuities

To determine the amount a person

would receive from an immediate annuity,
simply multiply the applicable annuity
rate by the value of the property contrib-
uted. Consider these examples:

* A single male, age 80, contributes
$20,000 cash for a gift annuity and
names himself as annuitant. He will
receive during each full year for the
balance of his life $20,000 x 7.2 per-
cent = $1,440. If payments are quar-
terly, each installment will be $360.

¢ A single female, age 74, contributes
stock having a fair market value of
$30,000 for a gift annuity and names
herself as annuitant. Her annual an-
nuity will be $1,890 ($30,000 x 6.3
percent). If payments are semi-an-
nual, each installment will be $945.

¢ A couple, both age 70, contributes
$50,000 cash for a gift annuity. The
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payments will be made to them jointly
and then to the survivor. Their annual
annuity will be $2,700 ($50,000 x 5.4
percent), and if payments are quar-
terly, each installment will be in the
amount of $675.

Table A
Gift Annuity Rates
Recommended by the American Council on
Gift Annuities

(These rates became effective on July 1, 2010 and may change
periodically. Visit www.acga-web.org for current rates.)

Age  OneAnnuitant ~ Ages  Two Annuitants*
60 5.2% 60/60 4.9%
61 5.2% 61/61 5.0%
62 5.3% 62/62 5.0%
63 5.3% 63/63 5.0%
64 5.4% 64/64 5.1%
65 5.5% 65/65 5.1%
66 5.5% 66/66 5.1%
67 5.6% 67/67 5.2%
68 5.7% 68/68 5.2%
69 5.8% 69/69 5.3%
70 5.8% 70/70 5.4%
71 5.9% 71/71 5.4%
72 6.0% 72/72 5.5%
73 6.1% 73/73 5.6%
74 6.3% 74/74 5.6%
75 6.4% 75/75 5.7%
76 6.5% 76/76 5.8%
7 6.7% o 5.9%
78 6.8% 78/78 6.0%
79 7.0% 79/79 6.1%
80 7.2% 80/80 6.3%
81 7.4% 81/81 6.4%
82 7.5% 82/82 6.5%
83 7.7% 83/83 6.7%
84 7.9% 84/84 6.9%
85 8.1% 85/85 7.1%
86 8.3% 86/86 7.3%
87 8.6% 87/87 7.5%
88 8.9% 88/88 7.8%
89 9.2% 89/89 8.0%
90+ 9.5% 90/90 8.3%
95+/95+ 9.3%

*Either successive lives or joint and survivor.

tween the date of the contribution and the
annuity starting date, which, in this case,
is the beginning of the quarter ending on
September 30, 2025.

$100,000 compounded at 4.5 percent
will have grown to $193,528 by the end
of 15 years. This is 1.935 times the origi-
nal contribution.

The current immediate gift annuity rate
for a person age 65 is 5.5 percent. The de-
ferred gift annuity rate is 5.5 percent x 1.935
which equals 10.6 percent (rounded to the
nearest .1 percent). Thus, the annual annuity
beginning at age 65 will be $100,000 x 10.6
percent, which equals $10,600.

Note: The compounding rate (current-
ly 4.5%), like the schedule of gift annuity
rates, is subject to change by the ACGA.
However, it can only change for future
annuities. When a deferred gift annuity is
completed, the contribution will compound
at the rate in effect at the time.

Case Study Two

Mr. L has been paying $800 per month toward
the costs of his 83-year-old mother’s residency in a
retirement home. Since his combined federal and
state tax rate is 39 percent, it costs him $1,311 per
month in pre-tax dollars to provide this subsidy.

He contributes $130,000 cash for a gift annuity
and names his mother as annuitant. His mother
receives fixed annual payments of $10,010 ($834
per month). The tax on these payments is minimal
because less than a fourth of the payments is tax-
able for the duration of his mother’s life expectancy
and she is in the lowest tax bracket.

Mr. L realizes an income tax deduction of $70,509,
which saves him $27,498 in income tax. He avoids
making a taxable gift by reserving the power to
revoke the annuity payments. Wanting to make the
arrangement emotionally satisfying to his mother,
he involves her in deciding the charitable purpose.

Payments for Deferred Gift Annuities

Determination of the annual payment

from a deferred gift annuity entails an addi-
tional step, namely calculating the amount
by which the contribution compounds
before the annuity starting date. Consider
this example:

# A single person, whose date of birth
was May 13, 1960, contributed
$100,000 on July 1, 2010, and stipu-
lated that she was to begin receiv-
ing quarterly annuity payments on
September 30, 2025 at the age of 65.
(See below for calculations.)

The $100,000 contribution is assumed

to compound at the rate of 4.5 percent be-

Taxation of Annuity Payments

When a gift annuity is funded with
cash, a portion of the payments will be
taxed as ordinary income and a portion
will be tax-free. When a gift annuity is
funded with appreciated securities or real
estate owned more than one year, and
the donor is an annuitant, a portion of
the payments will be taxed as ordinary
income, a portion will be taxed as capital
gain, and a portion may be tax-free.

By January 31 of each year, the charity
that issued the annuity will send to the
annuitant(s) a Form 1099-R, showing how
payments are to be reported for income tax
purposes. The charity will also send a copy
of this form to the IRS (and to the revenue
department of the state where the annuitant
resides, if required).

ACGA recommended
rates are subject to

change.
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A significant portion
of her payments is

tax-free.

“It's better to have an annuity than to be regarded as scintillating.” — Oscar Wilde

Gift Annuity Funded With Cash

To understand how the taxation of
payments is determined, consider the case
of Ms. J, age 74, who contributes $100,000
cash for a gift annuity and names herself
as annuitant. The applicable annuity rate
at the time of her contribution is 6.3 per-
cent, so she receives $6,300 each full year
the annuity is in existence.

Based on the IRS mortality tables and
applicable discount rate in effect at the time,
the present value of her annuity payments is
determined to be $57,521. This is the amount
she has actually invested for the annuity. The
rest of her contribution ($100,000 — $57,521
= $42,479) qualifies as a charitable deduction.

Note: The “discount rate” refers to the
Charitable Midterm Federal Rate (CMFR)
that the IRS publishes each month, and
which is to be used to calculate the chari-
table deduction for gift annuities and other
planned gifts. It is the IRSs presumed annual
return on contributed assets for the dura-
tion of the contract. A donor can select the
CMER for the month of the gift or for either
of the immediately-preceding two months.
The May 2010 CMEFR of 3.4 percent was se-
lected for this calculation as well as for other
calculations in this article. Hereafter, the
term “CMFR” will be used to refer to the IRS
discount rate described in Internal Revenue
Code Section 7520.

According to IRS tables, Ms. Js life expec-
tancy is 13.1 years. Her investment in the an-

nuity contract is presumed to be returned to
her over her life expectancy, and the portion
of it received each year is tax-free.

The amount of her investment that is
returned each full year is thus $57,521 +
13.1, which equals $4,391. The balance of
her payment is construed to be interest, and
it is taxable. Therefore, for the next 13.1
years her payments will be taxed as follows:

Taxed as ordinary income $1,909
Tax-free $4.391
Total annual payment $6,300

If Ms. J lives beyond 13.1 years, her
payments become fully taxable as ordi-
nary income, for her entire investment
will have already been returned. On the
other hand, if she dies earlier than 13.1
years, the portion of her investment that
has not been returned can be taken as a
deduction on the final income tax return
filed by her personal representative.

The fact that a significant portion of
her payments is tax-free for the duration of
her life expectancy makes the gift annuity
very attractive indeed. Suppose that the
$100,000 she contributed had previously
been invested in a CD paying 2.5 percent:

Interest on CD $2,500
Amount taxable $2,500
Tax (28% rate) $700

After-tax income ($2,500 - 700) $1,800
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Annuity payment $6,300
Amount taxable $1,909
Tax (28% rate) $535

After-tax payments ($6,300 - 535) $5,765

Because the annuity rate is higher than
her CD rate, and because a significant
portion of her annuity payment is tax-free,
her after-tax cash flow more than triples.
However, she will have irrevocably com-
mitted her principal whereas she would
have retained that principal with a CD.

Case Study Three

Ms. F, who is 52 years old, would like to supple-
ment the income expected from her company’s
retirement plan and provide for a favorite charity.
She contributes $50,000 for a deferred-payment
gift annuity and stipulates that quarterly payments
be made to her beginning 14 years later. Starting
then, she will receive quarterly payments of $1,275
($5,100 per year) for life.

In the year she makes the gift she will receive an
income tax charitable deduction of $15,903 which,
given her 33-percent tax bracket, reduces her taxes
by $5,248.

Gift Annuity Funded With Appreciated
Securities

Now suppose that instead of contrib-
uting cash, Ms. J had contributed stock
having a fair market value of $100,000
and a cost basis of $40,000. Her charitable
deduction will be unaffected, but her pay-
ments will be taxed differently. That is be-
cause the portion of the total capital gain
allocated to her investment in the annuity
must be reported over her life expectancy.

The total gain in the stock is $60,000,
and the portion of gain allocated to her
investment in the annuity is $34,513
[($57,521+ $100,000) x $60,000].

The amount of gain that must be re-
ported each year of her life expectancy is
$2,635 ($34,513 + 13.1).

The balance of her investment in the an-
nuity represents her cost basis, and it will be
returned tax-free over her life expectancy.

Thus, her payments during life expec-
tancy would be taxed as follows:

Taxed as ordinary income $1,909
Taxed as capital gain $2,635
Tax-free $1.756
Payments $6,300

Note that the portion taxed as ordinary
income is the same whether she contributes
cash or long-term appreciated stock. How-
ever, part of what was tax-free in the case of
a cash contribution is now taxed as capital

gain. Even so, the taxation of the payment
remains very favorable considering that capi-
tal gain is taxed at a lower rate than ordinary
income. Particularly appealing is the fact that
Ms. ] is taxed on none of the capital gain at
the time she transfers the stock. She is able
to transform an appreciated asset into much
larger cash flow with no up-front tax cost.
If she funded the annuity with appreci-
ated property and named someone else as
annuitant — her sister, for example — she
would have to report the $34,513 of gain
in the year of the gift. It cannot be reported
ratably over life expectancy when someone
other than the donor is the initial annui-
tant. The silver lining is that, from the an-
nuitant’s standpoint, the payments are taxed
as if the annuity were funded with cash,
meaning that — at least in this case — well
over half of the payments will be tax-free.
Precisely how gift annuity payments are
taxed depends on the CMFR in effect at the
time, but generally, in the case of cash con-
tributions, 40 to 60 percent of the payments
will be tax-free for the duration of life expec-
tancy. Fortunately, all of these numbers can
be generated very quickly on the charity’s
planned giving software. This section has
explained why annuity payments are taxed
as they are, but in practice no one needs to
perform these calculations manually.

Allowance of an Income Tax Charitable
Deduction

A gift annuity donor receives an income
tax charitable deduction, which may result
in significant tax savings. To understand
how the deduction is determined, consider
the previously-cited example of Ms. J.

She contributes $100,000 for a gift annui-
ty and receives life payments having a present
value of $57,521. This is the amount required
to provide payments of $6,300 per year for
life, based on IRS mortality tables and assum-
ing that the charity will invest the money and
earn a return equal to the CMFR. Ms. J does
not get a deduction for the $57,521, for it is
the value of what she gets back. Her deduc-
tion is rather for the excess of her contribu-
tion over the present value of what will be
returned to her, which is $42,479.

$42.,479
Charitable
Deduction
$100,000
Contribution
$57,521
Present Value
of Payments
Received

She transforms an
appreciated asset into

much larger cash flow.
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The deduction is only
beneficial to those who

itemize deductions.

The size of the charitable deduction
depends on the amount contributed, the
age(s) of the annuitant(s), the gift annu-
ity rate paid by the charity, the CMFR, and
when payments will be made. Because the
CMER fluctuates monthly, the deduction
for a gift annuity completed in September
could be different from the deduction for
an annuity completed in August, even if all
other factors remain the same. However,
as noted, a donor may elect to use the dis-
count rate (CMFR) for the month the gift is
made or for either of the two immediately-
preceding months. The deduction for any
set of circumstances can be calculated by the
charity using its planned giving software.

In most cases, the charitable deduction
will be 20 to 50 percent of the total contri-
bution. TABLE B provides some examples
of the deduction, assuming the ACGA rates
that became effective July 1, 2010 and as-
suming a 3.4 percent discount rate.

Table B
Tax Deductions for $10,000
Gift Annuity Contribution

Age(s) of Charitable Percentage

Annuitants Deductions Deductable
65 $3,060 30.6%
65/65 $2,108 21.1%
70 $3,802 38.0%
70/70 $2,738 27.4%
75 $4,400 44.0%
75/75 $3,543 35.4%
80 $5,006 50.1%
80/80 $4,184 41.8%
85 $5,684 56.8%
85/85 $4,836 48.4%
90 $6,219 62.2%
90/90 $5,394 53.9%

As with all charitable gifts to public
charities, the maximum amount of the
deduction that can be used in any one year
is 50 percent of adjusted gross income
when cash is contributed, or 30 percent of
adjusted gross income when appreciated
property owned over one year is contrib-
uted. Any deduction that is unusable due to
these ceilings can be carried forward for up
to five more years. Obviously, the charitable
deduction is only beneficial to those who
itemize deductions on their tax returns.

The amount of tax savings realized by
itemizers depends on their tax bracket.
For example, a person subject to a com-
bined federal and state income tax rate of
33 percent realizes tax savings of $1,650
from a $5,000 deduction.

Suppose the person had contributed
$10,000. Viewed one way, the $10,000

contribution results in a $1,650 tax refund.
Viewed another way, the net cost of the an-
nuity is only $8,350.

Gift Tax Implications

Donor Is an Annuitant — A person who
contributes for a gift annuity and names
himself or herself as the sole annuitant
makes a gift to the charity. It is fully de-
ductible for gift tax purposes.

Someone Other Than Donor Is an An-
nuitant — A person who contributes for
a gift annuity and names someone other
than himself or herself as annuitant makes
two gifts — one to the charity and one to
the annuitant. The first qualifies for a gift
tax charitable deduction. The second may
be subject to the federal gift tax.

Spouses are Donors and Annuitants —
When a married couple funds an imme-
diate gift annuity with jointly owned or
community property, and payments are
made to the couple jointly and then to
the survivor, each spouse makes two gifts
— one to the charity and one to the other
spouse. The husband gives the wife a sur-
vivorship interest in his one-half of the
property, and the wife gives the husband
a survivorship interest in her one-half of
the property. If they are both U.S. citi-
zens, their gifts to each other qualify for
the unlimited gift tax marital deduction,
and their gifts to the charity qualify for
the gift tax charitable deduction.

In summary, donors typically need not
worry about the gift tax in the two most
common scenarios:

¢ The donor is the annuitant;

# Spouses are joint and survivor annui-

tants of an immediate annuity.

In the case of an immediate gift annuity,
it is only when the annuitant is someone
other than the donor or donor’s spouse that
there is a potential gift tax. (In the case of
a deferred gift annuity, a taxable gift could
result even when the donor’s spouse is the
annuitant.)

A donor who names someone else
as sole or surviving annuitant can avoid
making a taxable gift by reserving the
right to revoke that person’s annuity pay-
ments. Even if the donor has no intention
of ever canceling that person’s payments,
merely having the right to do so prevents
a completed gift from having been made
for gift tax purposes.

As each payment is actually made it
will constitute a gift, but if it is within the
annual gift tax exclusion amount (currently
$13,000) no taxable gift will result. While
donors need to be mindful of the gift tax
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Don’t worry, | established a gift annuity for us.

when they want to benefit someone else
with a gift annuity, the gift annuity agree-
ment can usually be drafted in a way that
either eliminates the gift tax entirely or
minimizes its effect.

What Can Be Contributed for a
Gift Annuity?

Cash and publicly traded securities are
the most common assets. Most gift annui-
ties are funded either with cash or pub-
licly traded securities. These assets are,
of course, always acceptable to a charity.
When an annuity is funded with securi-
ties, the payments are based on their fair
market value on the date they are trans-
ferred to the charity.

Other assets readily convertible to cash
are usually acceptable assets. Assets, in
addition to publicly traded securities,
that are readily convertible to cash are
also usually acceptable to a charity. These
include U.S. savings bonds, life insurance
policies, and deferred variable annuities
that have been purchased from insurance
companies.

Savings bonds. Some individuals own
Series E bonds purchased before the gov-
ernment started issuing Series EE bonds.
None of these Series E bonds will earn
interest after 2010, so if they are retained
beyond the interest-bearing period they
will be non-productive assets. Although

Series EE bonds are still earning interest,
they provide no current benefit to the
owners. Upon an owner’s death, the gain
in these bonds will be taxed as ordinary
income unless they are given to charity.

It could be advantageous to surrender
the bonds and contribute the cash pro-
ceeds for a gift annuity, thereby convert-
ing an idle asset to a stream of payments.
The accrued interest will be taxable upon
surrender, but the charitable deduction
can partially or totally offset the gain.

Life insurance policies. Some individuals
have life insurance policies that are paid up
or have been owned long enough to have ac-
cumulated considerable cash value. If a pol-
icy is no longer needed to provide for heirs
or for estate liquidity, it could be transferred
to a charity in exchange for a gift annuity.
Alternatively, it could be surrendered and the
proceeds contributed for a gift annuity.

Commercial variable deferred annuity.
Large amounts have been invested in
variable deferred annuities. Although an
owner can elect to receive life payments
from the insurance company, chances are
the owner has simply held the contract to
get the benefit of tax-deferred growth. As
with savings bonds, the accrued gain will
be taxed at the owner’s death if individu-
als are beneficiaries.

Owners of these contracts can transfer
them for a gift annuity, or cash surrender

Most gift annuities
are funded with cash
or publicly traded

securities.
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Charities in the U.S.
have been issuing
gift annuities for over

160 years.

them and contribute the proceeds for the
gift annuity. In either case, the deduction
may eliminate or significantly reduce the
tax on the gain, and the owner will receive
life payments while having the satisfaction
of making a charitable gift.

IRA assets. At the present time, an
individual who wants to fund a gift annuity
with IRA funds must withdraw money
from the IRA and then contribute the
proceeds. The distribution from the IRA
will be fully taxable unless the donor had
made non-deductible contributions to it.
Unfortunately, the charitable deduction
from the contribution will be smaller than
the taxable distribution, resulting in a net
tax cost. However, a donor could withhold
the amount necessary for tax, taking into
consideration the charitable deduction, and
contribute the balance. Then there would
be no out-of-pocket cost, and a substantial
portion of the payments would be tax-free
for the duration of life expectancy.

Over the years, bills have been intro-
duced in Congress that would permit
a tax-free rollover of IRA funds for gift
annuities and certain other gift plans.
If such a bill is enacted, gift annuities
funded with IRA assets would likely be-
come very popular. Even under existing
law, a gift annuity for a survivor, funded
with IRA funds remaining at the donor’s
death, may be a viable plan.

Illiquid property is possibly an acceptable
asset. Charities are generally very cautious
about accepting real estate, closely held
stock, and collectibles for a gift annuity.
They are reluctant to promise payments of
a certain amount when they don’t know
when they may be able to sell the donated
property or for how much. The policies of
many charities prohibit the funding of a
gift annuity with such illiquid assets.

Other charities will consider such
assets on a case-by-case basis. If the real
estate appears to be readily marketable,
the closely held stock is likely to be

Case Study Four

Mr. P, age 75, purchased a deferred variable
annuity a number of years ago for $50,000, and it
has a current cash value of $80,000. Wanting addi-
tional cash flow and desiring to make a charitable
gift, he assigns ownership of the variable annuity to
a charity in exchange for payments of $5,120 per
year for life. The $30,000 of ordinary gain is more
than offset by the $35,203 income tax charitable
deduction. Thus, he is able to convert this asset to
a stream of payments without tax cost. Moreover,
approximately 70 percent of the payments will be
tax-free for the duration of his life expectancy.

purchased by the company or by other
shareholders, or the collection (such as
coins or stamps) can be sold at auction,
the charity may be willing to accept it for
a gift annuity. Possibly, however, it will
pay a lower-than-normal gift annuity rate
to compensate for sales costs. A charity
might also accept real estate or artwork
for a gift annuity if it wants to retain and
use the property.

How Safe Are Gift Annuities?

Charities have been issuing gift an-
nuities for over 160 years in the United
States. Thousands of charities now offer
them, and hundreds of thousands of an-
nuities totaling billions of dollars are now
in force. Even so, default on gift annuity
payments is exceedingly rare. This fact
attests to their relative safety.

Many states regulate, to some degree,
the issuance of gift annuities. To assure
that only established charities with suf-
ficient financial strength offer gift annui-
ties, some states require that a charity
have been in existence for a certain num-
ber of years and have total unrestricted
assets of a minimum value. Other states
go further and require the charity to es-
tablish a segregated reserve fund contain-
ing at least the amount required to meet
outstanding annuity obligations.

A gift annuity is backed by a charity’s
full faith and credit. Contributions for
gift annuities are included as assets of the
charity on the balance sheet, and the pres-
ent value of future annuity payments is
shown as a liability. A charity that main-
tains a segregated gift annuity reserve fund
would still be obligated to make payments
from its general fund if, for any reason, the
segregated fund were exhausted.

Obviously, the safety of a gift annu-
ity from the donor’s standpoint depends
on the financial strength of the charity. In
the unlikely event that a charity becomes
insolvent, there is no external guaranty
association that would step in and make
payments. Some states require charities to
disclose this fact in the gift annuity agree-
ment. The Philanthropy Protection Act of
1995 requires a charity to disclose infor-
mation about its management and finan-
cial condition before accepting property
for a gift annuity.

Donors who make contributions only
to reputable, well-established charities
that demonstrate financial strength on
their disclosure statement can have a high
degree of assurance that their annuities are
safe.
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From the standpoint of the charity’s
governing board, a gift annuity is safe if
there is a low probability of exhausting
the contribution prior to the termination
of the contract. This can happen if the
annuitant lives well beyond life expectan-
cy and the charity’s investment return on
the assets contributed is low. However,
charities that follow sound policies and
invest gift annuity reserves prudently sel-
dom lose money on a particular annuity.

According to a 2009 survey conducted
by the ACGA, on average, 81.6 percent of
the original contribution remains for the
charity when the annuity terminates as a
result of the death of the sole or surviving
annuitant. Organizations that do not exceed
the ACGAS’ suggested rates and invest their
gift annuity reserves prudently almost
always find gift annuities to be a profitable
way to fund their charitable work.

Case Study Five

Ms. W has a close friend who is not as financially
well situated as herself and whom she has been
assisting with periodic cash gifts. She wants to make
sure that the friend is financially secure if she prede-
ceases her. However, she is not interested in giving
her friend a lump-sum bequest, a portion of which
could wind up in the hands of her friend’s heirs.

She decides to include a provision in her will for
the funding of a gift annuity that will make payments
to her friend, if her friend survives her. This example
is particularly noteworthy because it demonstrates
that a gift annuity can be established under a will to
provide for one or two survivors.

Steps to Complete a Gift Annuity

The procedure for completing a gift an-
nuity is relatively simple. The first step, of
course, is to determine whether an annuity
is appropriate for the donor’s situation. To
assist the donor in that determination, the
charity ordinarily provides a financial il-
lustration showing, for an assumed contri-
bution of certain property, the amount of
the payments, how they would be taxed,
and the charitable deduction generated by
the gift. The donor will be encouraged to
discuss the illustration with his or her tax
and financial advisors in order to make an
informed decision, taking into consider-
ation all relevant factors.

Having decided to proceed with a gift
annuity, the donor must then decide how
much cash or other property to contrib-
ute. Most charities have a minimum con-
tribution requirement. That can be as low
as $1,000 or as high as $50,000, but the
most common minimums are $5,000 and
$10,000. Many donors start with a modest

amount and then fund additional annui-
ties when they accumulate surplus assets.
One person established over 250 annuities
with a single charity!

An annuity agreement is executed
upon the transfer of property to the char-
ity. The most common practice is for both
the donor(s) and an officer of the charity
to sign the gift annuity agreement, which
will be dated as of the day the funding as-
set is transferred.

However, some charities follow a dif-
ferent procedure: They have the donor(s)
sign an application form, but only an
officer of the charity signs the agreement
itself. In either case, the gift annuity agree-
ment is a contract under which the char-
ity, in exchange for the transfer of certain
property, obligates itself to pay a stated
sum to one or two annuitants for life.

The contract may also contain other
elements, such as the right (described
above) to revoke an annuitant’s payments,
or instructions about the use of the gift.
Charities usually permit donors to desig-
nate annuity contributions for a particular
purpose, though many donors wisely
allow the gift to be used where it is most
needed at the discretion of the charity.
Provided the annuity is of sufficient size, a
named endowment might be created upon
termination of the obligation.

According to the 2009 ACGA survey,
17 percent of charities spend a portion of
the contribution for gift annuities while
donors are alive, setting aside enough to
cover the annuity obligation. The over-
whelming majority (83 percent) retain the
entire contribution in reserve until the
contract terminates at the death of the sole
or surviving annuitant. Only then do they
use the remaining assets for the designated
purpose.

Prior to the execution of the gift annu-
ity agreement, the charity will have given
the donor a disclosure statement as re-
quired by the Philanthropy Protection Act
of 1995. It will also provide such notice as
may be required regarding the privacy of
annuitants.

Following the execution of the agree-
ment, the charity typically sends a letter
informing annuitants about the amount
and timing of payments and the amount
of the charitable deduction. When a gift
annuity is funded with publicly traded
securities, the amount of the payments
and deduction will not be determinable
until after the financial markets have
closed and the “highs” and “lows” for
the day are known. In that case, the gift

One person established
over 250 annuities

with a single charity!
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annuity agreement will probably be final-
ized after the gift but made effective as of
the transfer date. Likewise, the deduction
calculation can only be finalized when the
actual value of the securities on the date of
transfer is known.

Case Study Six
Just-in-Case Gift Annuity

Ms. L has more than enough income for now, and
she has considered making a $100,000 outright
gift. However, she worries that her circumstances
could change in the future. To make sure that she
has enough money “just in case,” she arranges a
deferred gift annuity with a flexible payment begin-
ning date, and plans to elect payments only if she
needs them. If, at any time, she decides she will
never need them, she can assign her future right
to payments to the charity and get another chari-
table deduction.

Administration of Gift Annuities

The administration of gift annuities
entails four responsibilities, none of which
is complicated.

1. Investment of the assets that are
contributed and held in reserve. Although
a number of charities assign this respon-
sibility to their business office, a growing
number outsource it to a financial institu-
tion. If a charity issues gift annuities in
a state, such as California, that imposes
investment restrictions, the assets may
have to be invested more conservatively
than the charity prefers. Financial institu-
tions understand these restrictions and
are accustomed to designing the optimum
possible portfolio.

2. Timely payments to annuitants. Some
annuitants like their payments mailed.
Others prefer that, as with Social Security
payments, they be directly deposited into
their bank account.

3. Federal and state reporting. There are
only two federal requirements, neither of
which takes much time. One is to complete
a Form 1099-R for each annuity and send it
to the annuitant by January 31 of each year.
The other is to send copies of all Forms
1099-R, attached to a Form 1096, to the
Internal Revenue Service by the last day of
February. Certain states require an annual
report showing actuarially-determined
required reserves along with a financial
statement and list of investments. These
reports can be quite time-consuming, but
fortunately only a few states require them.

4. Action upon termination of an annuity.
When an annuity terminates, the charity
should provide whatever information the
annuitant’s personal representative may

need for estate settlement. Most charities
at this point remove from the reserve fund
the assets attributable to the annuity and
use them for the intended purpose.

While a charity could outsource either
the investment or administrative functions
and keep the other in-house, it may well
outsource both. Financial institutions typi-
cally handle payments to annuitants and
federal reporting as well as investment of
assets. However, they often do not com-
plete state reports as part of the package.

ACGA’s suggested gift annuity rates
presuppose that investment and adminis-
trative expenses will be one percent of gift
annuity reserves each year. That is approxi-
mately what outsourcing will actually cost.
Charities that do everything in-house using
existing staff will probably spend less.

Longevity of Gift Annuitants

Annuitants of commercial annuities sold by
insurance companies live longer than the general
population.

Based on an ACGA mortality study, annuitants of
gift annuities appear to live even longer than annui-
tants of commercial annuities.

The ACGA takes this longer life expectancy into con-
sideration when recommending gift annuity rates.

Is philanthropy conducive to health and longevity?

* Based on a mortality study conducted by ACGA in 2001.

A Final Word

The gift annuity has been called “lon-
gevity insurance.” With ever-increasing
lifespans, people want to be sure they
don’t run out of money. A gift annuity
offers that assurance. No matter how long
a person lives, the payments keep com-
ing. And in addition to enhancing their
own financial security, donors have the
personal satisfaction of providing for the
future of a favorite charity.
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