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DENNIS M. SANDOVAL, ATTORNEY 

P 
lanning for the needs of a dis- 
abled beneficiary can be prob- 
lematic, especially if the ben- 
eficiary is receiving public 

assistance such as Medicaid, Sup- 
plemental Security Income ("SSI"), 
In Home Supportive Services, or  
Section 8 Housing. Lifetime gifts 
to the beneficiary may diminish the 
amount of public assistance avail- 
able to  the beneficiary or may even 
cause the beneficiary to lose eligi- 
bility for such assistance.' An out- 
right inheritance may also be con- 
sidered an available asset to the 
disabled beneficiary, resulting in 
a reduction or loss of benefits. 

To avoid these undesirable 
results, parents, grandparents, and 
other interested parties often estab- 
lish lifetime or testamentary "spe- 
cial needs trusts" (also sometimes 
referred to as "supplemental needs 
trusts" or "SNTs") for the disabled 
beneficiary.2 Because the lifetime 
or testamentary SNT is created by 
a third party3 and distributions for 
the benefit of the disabled benefi- 

ciary from the third-party SNT are 
at  the discretion of the trustee,4 the 
trust's assets are not  counted as 
available assets for purposes of 
determining the disabled benefi- 
ciary's eligibility for government 
assistance. 

Because contributions to an SNT 
are gifts of a future interest that do 
not qualify for the gift tax annual 
exclusion,s a parent who wishes to 
create a lifetime SNT must use part 
of his or her lifetime $1 million gift 
tax exemption amounts to shelter 
the gift .  For a parent  who  has 
already used much of the lifetime 
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gift tax exemption to  shelter gifts 
to other beneficiaries or  as a part 
of various other estate planning 
strategies, a tax-efficient method 
of funding a lifetime SNT can be 
very helpful. There a re  various 
strategies that can accomplish tax- 
efficient funding of a lifetime SNT.7 

Combining QPRT with SNT 
One strategy involves the use of a 
qualified personal residence trust 
o r  "QPRT," which provides for 
funding of the  residence in to  a 
third-party SNTa upon the expi- 
ration of the QPRT term. With a 
QPRT, the grantor transfers her res- 
idence to  a trust and retains the 
right to continue to  live in the res- 
idence for a fixed term. Upon expi- 
ration of this right of occupancy, 
the grantor either can pay fair mar- 
ket rent to the SNT created under 
the QPRT in order to continue liv- 
ing in the residence, o r  she can 
vacate the residence in favor of pur- 
chasing o r  leasing another  resi- 
dence. Because of the retained inter- 



est, the value of the residence will 
be included in the grantor's estate 
if she dies within the QPRT term.9 
Consequently, the right of occu- 
pancy should be for a period less 
than the anticipated life expectan- 
cy of the grantor.10 
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Because of the retained right of 
occupancy, the value of the gift of 
the residence to a QPRT can be sub- 
stantially discounted from the fair 
market value ("FMV") of the res- 
idence.11 For instance, assume that 
a 55-year-old grantor transfers a 
$500,000 residence to  a QPRT, and 
retains the right to occupy the prop- 
erty until age 70. In this case, the 
value of the gift is $214,685.12 If 
the residence appreciates 5 %  annu- 
ally during the term of the QPRT, 
i t  would actually be wor th  

$1,039,464 a t  the end of the QPRT 
term. 

Upon the expiration of the right 
of occupancy, title to the residence 
will be t ransferred t o  the  SNT. 
Should the grantor decide to  con- 
tinue to  occupy the property, she 
would pay FMV rent to the SNT, 
which will increase its ultimate 
value. Because the rent payments 
are required under the Internal Rev- 
enue Code, these payments would 
not be treated as additional gifts by 
the grantor. 

Alternatively, a t  the end of the 
QPRT term, the grantor can move 
out of the property and the disabled 
beneficiary can then occupy the 
property as his residence. In this 
circumstance, the disabled benefi- 
ciary's SSI benefits would be 
reduced under the presumed max- 
imum value ("PMV") rule.13 Under 
this rule, the value of the in-kind 
support and maintenance ("ISM") 
is calculated as the lesser of: (1 )  
its actual  value, o r  ( 2 )  its PMV, 
which is one-third of the maximum 
monthly SSI payment plus $20.14 
In this circumstance, there would 
need to be sufficient other assets in 
the SNT to  cover the real proper- 
ty taxes and maintenance on the 

1 Eligibility for these types of government assis- 
tance generally requires that the recipient 
have countable resources of $2.000 or less 
and income below certain designated levels. 
See 42 U.S.C. 5 § 1382a and 1382b. 

2 See Kruse. Jr.. Third-Party and Self-Created 
Trusts: Planning for the Elderly and Disabled 
Client (3d ed. ABA, 2002). 

3 There are two types of SNTs-third-party SNTs 
are those that are funded with the assets of 
a third party, either during the lifetime of the 
third party or as part of the third party's tes- 
tamentary scheme. The other type of SNT is 
a first-party SNT, which is funded with the dis- 
abled beneficiary's own assets, such as a per- 
sonal injury award or an outright inheritance. 
The structure of a first-party SNT is governed 
by the provisions of 42 U.S.C. 5 § 1396p(d) 
(4)(A) and 1396p(d)(4)(C). 

4 The Restatement (Second) of Trusts, 3 155 
cmt. b: Bogert. Bogert, and Hess. TheLawof 
Trusts and Trustees, § 228 (rev. 26 ed. West. 
1992 and Supp. 2001); Scott and Fratcher. 
Scott on Trusts. 5 155 (4th ed. Little. Brown 
& Co.. 1987), provide that it is the absolute 
discretion of the trustee as to whether or not 
to make distributions and the inability of the 
beneficiary to compel a distribution that cre- 
ates the asset protection of a discretionary 

trust. While this protection is much greater 
than that offered by a traditional spendthrift 
trust, it comes at the price of leaving the ben- 
eficiary at the mercy of the trustee's judgment 
lo withhold or distribute trust incomeand prin- 
cipal. 

s See Reg. 25.2503-3. 
6 See Section 2505(a). 
7 There would be generation-skipping issues 

with the following strategies if a transler is to 
a skip person. 

8 The lifetime SNT can be an irrevocable stand- 
alone trust that can also be used for other 
strategies, or it can be incorporated into the 
QPRT document itself. 

9 See Section 2036. 
10 Choate. The QPRTManual: The Estate Plan- 

ner's Guide to Qualified Personal Residence 
Trusts, 5 3.1 (Ataxplan Publications. 2004). 

11 Reg. 25.2512-5(d)(2). 
12 Assumes a Section 7520 rate of 4.2%. 
13 POMS SI 00835.00C.l 
14 The maximum SSI payment for 2005 is $579. 

Therefore, the PMV for 2005 would be $213. 
1s The QPRT's basis in the residence would equal 

the donor's basis in the residence. Section 
1015(a). 

residence (and mortgage payments, 
I 

if the property were f inanced).  
Finally, the residence could be sold 
and the proceeds from sale (after 
payment of capital gain taxes),fs 
could be reinvested for the benefit 
of the special needs beneficiary and 
distributed pursuant to  the terms 
of the SNT, as illustrated in Exhib- 
it 1. 

Comblnlng 6RAT with SNT 
A grantor retained annuity trust 
("GRAT') is another form of split- 
interest trust. Under this approach, 
the grantor contributes assets t o  
the GRAT in exchange for a stream 
of annuity payments that are cal- 
culated using the Section 7520 
rate. Upon the expiration of the 
annui ty  payments ,  a n y  excess 
assets in  t he  t ru s t  pass  t o  the  
remainder beneficiaries under the 
GRAT. As in the case of the QPRT, 
the value of the gift to  the GRAT 
is reduced by the  value of the  
retained interest  under  the IRS 
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EXHIBIT 1 
Qualified Persona. . .esidence Trust 

Year Initial SNT Cumulative Distributions Ending SNT 
Value' from SNT" Value*" 

1 $921,044 $ 25,000 $844,466 ., 
5 138,141 927,520 ' 

10 314,447 1,021,843 1 ' 
15 539,464 1,091,513 i f  
20 826,649 1,113,839 
25 1,193,177 1,054,884 
30 1,660,971 864,807 ' ' 

* Assumes sales price of $1,039,464, a basis of $250,000, and a capital gain , 
rate of 15%. 
'* Assumes discretionary distributions by the trustee starting at $25,000 for 

I 
year 1, and increasing the amount of the distribution by 5% each year 

, thereafter. 
I *** Assumes 8% annual growth on the investment portfolio, reduced by annual 
I distributions and federallstate combined ordinary and capital gain taxes at a 
1 blended rate of 30%. 

EXHIBIT 2 
GRAT-Fixed Annuity 

Year GRAT Principal 
at Beginning 

of Year 
1 $1,000,000 
2 955,478 
4 855,463 
6 738,807 
8 602,738 

10 444,028 
Summary 

Growth at 
8% Annually 

Annuity Payment 
Back to 
Grantor 
$124,522 

124,522 
124,522 
124,522 
124,522 
124,522 

$1,245,220 

Remainder Pai, 
to SNT in 
Year 10 
$955,478 , 

907,394 - 
-1:" 

799,378 ; 

673,389 .!'" 
526,435 P ~ '  

355,028 : 

$355,0?O 

tables.16 Under Walton,lT the value 
of t he  retained interest  can  be 
equal to the value of the assets con- 
tributed, thereby "zeroing out"  
the value of the assets contributed 
to  the GRAT for gift tax purpos- 
es. 

Upon the expiration of the annu- 
ity term, title to  the remainder of 
the GRAT is transferred to the SNT, 
which can be either an  irrevoca- 
ble s tand-alone t rus t  o r  simply 
incorporated into the terms of the 
GRAT instrument. The trustee of 
the SNT would then hold the trust 
assets for the benefit of the disabled 
beneficiary and distribute them pur- 
suant  t o  the te rms  of the SNT. 
Exhibit 2 illustrates a "zeroed-out" 

Walton GRAT in which the assets 
contributed to the GRAT are antic- 
ipated to grow by 8 %  each yearla 
and the applicable Section 7520 
rate for calculating the annuity pay- 
ment is 4.2%. 

Using the same assumptions as  
in Exhibit 2, but substituting an  
increasing annuity payment19 for 
the fixed annuity payment shown 
in Exhibit 2, the amoun t  of the 
GRAT remainder paid t o  the SNT 
is increased (see Exhibit 3). The  
reason is t ha t  the GRAT assets 
are  allowed t o  grow in value in 
t he  in i t ia l  years  w h e n  t h e  
required annuity payment is less 
t h a n  the  g r o w t h  o n  t h e  t r u s t  
assets. 

Combining GRAT, FLP, and SNT 
for maximum leverage. The  tax 
efficiencies achieved through the 
use of a GRAT combined with an 
SNT can be further enhanced by 
combining a family limited part- 
nership ("FLP") or family limited 
liability company ("FLLC") with 
the GRAT and SNT. Assuming the 
underlying asset continues to  appre- 
ciate a t  8 %  and assuming a rela- 
tively conservative discount from 
FMV for gift tax purposes through 
use of an FLP o r  FLLC, the yield 
on  the GRAT assets is increased 
to 10.667%. 

This can be illustrated as follows 
(see Exhibit4): (1) an asset with an 
FMV of $1 million is transferred to 
an FLP and, as the result of the lack 
of marketability and minority inter- 
est discounts, is valued a t  $750,000 
for gift tax purposes; (2)  the under- 
lying asset grows $80,000 in value 
the first year; (3) the $80,000 in 
growth divided by the discounted 
gift tax value of $750,000 equals 
a return on investment of 10.667% 
(80,000/750,000). This increased 
performance due to the combina- 
tion of the FLP with the GRAT, 
which is then payable to  the SNT, 
allows $875,644 to .be transferred 
to  the SNT a t  no gift tax cost, as 
shown in Exhibit 4. 

Of course, the client should take 
into account the IRS's recent vic- 
tories based o n  Section 203620 
when considering whether to  use 

16 Reg. 25.2512-5(d)(2). 
17 1 15 TC 589 (2000). acq.Notice 2003-72.2003- 

44 IRB. See also Prop. Reg. 25.2702-3(e), 
Example 5. 

18 An 8% annual return is chosen for all the illus- 
trations that follow because it is representa- 
tive of the historic growth rate of a conserva- 
tive diversified portfolio of securities over the 
past 50+ years. The author readily admits that 
a diversified portfol~o may have a lower or 
higher rate of return in the future and that even 
if the portfolio achieves an average annual 
return of 8% or greater, it is common for returns 
to vary substantially on a year-to-year basis. 

19 See Regs. 25.2702-3(b)(l)(ii)(A) and 25.2702- 
3(c)( 1 )(ii). 

m See, e.g.. Strangi. 96 AFTR2d 2005-5230 (CA- 
5.2005). aff'gTCM 2003-145 ; Estate of Abra- 
ham. 95 AFTR2d 2005-2591 (CA-1, 2005): 
and Estate of Korby, TCM 2005-102. 
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an FLP or FLLC aspart  of the plan- 
ning strategy. 

EXHIBIT 3 

Combining CRT with SNT 
Another tax-advantaged strategy 
that can be used to transfer assets 
to  an SNT involves the combina- 
tion of a charitable remainder trust 
("CRT") with an SNT. The CRT 
can be designed as either a chari- 
table  remainder  annuity t rus t  
("CRAT") or a charitable remain- 
der unitrust ("CRUT"). A CRAT 
requires that  a fixed percentage 
of the initial contribution21 to the 
t rust  be paid to  a noncharitable 
beneficiary for a period that can be 
measured by either the life or  lives 
of designated individuals or a term 
of years, not to  exceed 20  years.22 
A CRUT requires that a fixed per- 
centage of the value of the trust, as 
determined annually,23 be paid to  
a noncharitable beneficiary for a 
period that is also measured by the 
life or lives of designated individ- 
uals or  for a term of years, not ta 
exceed 2 0  years. 

To qualify as a charitable split- 
interest trust, a CRT must have a t  
least one beneficiary that is not a 
qualified charitable organization. 
Any "person"24 can be a benefici- 
ary, including an individual, trust, 

21 The fixed percentage mtist be no less than 
5% and no greater than 50%. Section 
664(d)(l) and Reg. 1.664-2. 

22 Reg. 1.664-2(a)(5)(i). 
23 Reg. 1.664-3. 
24 See Section 7701(a)(l) for the definition of 

"person." 
25 Regs. 1.664-2(a)(5)(i) and 1.664-3(a)(5)(i). 

See Ltr. Rul. 9821029 for approval of a CRT 
for a term of years with a trust as the non- 
charitable beneficiary; Ltr. Rul. 9205031 for 
approval of a CRT for a term of years with a 
corporation as the noncharitable beneficiary: 
Ltr. Rul. 9419021 for approval of a CRT for a 
term of years with a limited partnership as the 
noncharitable beneficiary; and Ltr. Rul. 
199952071 for approval of a CRT for a term 
of years with alimited liability company as the 
noncharitable beneficiary. 

26 This figure assumes that (1) the SNT assets 
are reinvested al8% annually, (2) the SNT or 
the SNT beneficiary pays income taxes at a 
combined federal and state tax rate of 30% 
(part ordinary income and part capital gain 
taxes), and (3) no distributions are made to 
the disabled beneficiary during the 20-year 

GRAT-Increasing Annuity 

Year GRAT Principal Growth at 
at Beginning 8% Annually 

of Year 

Annuity Payment 
Back to 
Grantor 
$50,914 
61,096 
87,979 

126,689 
182,433 
262,703 

$1,321,650 

Remainder Paid 
to SNT in 
Year 10 

$1,029,086 
1,050,317 
1,057,930 

993,260 
81 1,917 
447,884 

$447,884 

EXHIBIT 4 
Combining a GRAT, FLP, and SNT 

Year GRAT Principal Growth at Annuity Payment Remainder Paid 
at Beginning 8% Annually Back to to SNT in 

of Year Grantor Year 10 

1 $1,000,000 $80,000 $38,185 $1,041,815 
2 1,041,815 83,345 45,822 1,079,338 
4 1,110,698 88,856 65,984 1,133,570 
6 1,145,075 91,606 95,017 1,141,664 
8 1,118,976 89,518 136,824 1,071,670 

10 993,214 79,457 197,027 875,644 
Summary $866,88: $991,237 $875,644 

estate, corporation, company, or  
association. Because a trust is not 
an individual with a life expectan- 
cy, a CRT with a trust as benefici- 
ary generally must be limited to a 
term no greater than 20  years.25 

Exhibits 5 and 6 demonstrate the 
use of a CRAT and a CRUT to fund 
a lifetime SNT. Each CRT is fund- 
ed with assets valued a t  $500,000. 
The  CRAT requires a fixed pay- 
ment of $33,700 to  be paid to  the 
SNT annually during the 20-year 
term. At the end of 20  years, the 
SNT is funded with $1,254,176.26 
The value of the initial gift to the 
CRAT for  gift t ax  purposes is 
$449,989.  Because the CRAT 
remainder will be paid to a quali- 
fied charity a t  the end of the 20- 
year term, the grantor is entitled to 
a charitable income tax deduction 
of $57,809 in the year of contri- 
bution. Based on the projected rate 
- 6  return, the SRAT ~ o u l d  dis- 

t r ibute $788,300 t o  the charity 
upon termination of the CRAT, as 
shown in Exhibit 5. 

The CRUT illustrated in Exhib- 
it 6 requires a payment equal to  
11.293% of the value of the CRUT, 
as revalued annually during the 20- 
year term. At the end of 20  years, 
the  S N T  is funded with 
$1,641,959.27The value of the ini- 
tial gift to  the CRUT for gift tax 
purposes is $449,778. Because the 
CRUT remainder will be paid to a 
qualified charity a t  the end of the 
20-year term, the grantor is enti- 
tled t o  a chari table income t ax  
deduction of $50,222 in the year 
of contribution. Based on the pro- 
jected 8 %  rate of return, the CRUT 
would distribute $251,979 to the 
charity upon termination of the 
CRUT. 

The use of a CRT with payments 
based o n  the life expectancy of 
the special needs beneficiary x x r O c  



EXHIBIT 5 
Use of a CRAT With an SNT 

Year CRAT Beginning Growth of CRAT 6.74% Annuity CRAT Remainder to Value of 
Principal at 8% Rate Payment to SNT Charity in Year 20 

1 $500,000 $40,000 $33,700 
5 528,389 42,271 33,700 
10 578,672 46,294 33,700 
15 652,554 52,204 33,700 
20 761,111 60,889 33,700 
Summary 3962,300 $674,000 

EXHIBIT 6 
Use of a CRUT With an SNT 

Year CRUT Beginning Growth of CRUT 
Principal at 8% Rate 

1 $500,000 $39,624 
5 435,962 34,549 
10 367,322 29,109 
15 309,489 24,526 
20 260,762 20,665 
Summary $583,531 

11.293% Unitrust CRUT Remainder to 
Payment to SNT Charity in Year 20 

$56,465 
49,233 
41,482 
34,951 
29,448 251,979 

$ $251,979 

Value of 
SNT 
$59,627 
312,892 
674,509 

1,107,864 
1,641,959 
$1,641,959 

first approved by the IRS in Rev. 
Rul. 76-270.2eOn 4/26/02, the IRS 
amplified the concept presented in 
Rev. Rul. 76-270 and superseded 
that Ruling with Rev. Rul. 2002- 
20.29 Rev. Rul. 2002-20 involved 
the creat ion of a CRUT made 
payable t o  an SNT set up for the 
benefit of a "financially disabled" 
individual. 

The Service ruled that unitrust 
payments from a CRT to  an SNT 
may be measured by the life of the 
SNT's beneficiary, if such benefi- 
ciary is unable to manage his or her 
own affairs by reason of a medically 
determinable physical o r  mental 
impairment that can be expected 
to result in death or that has last- 
ed or can be expected to last for a 
continuous period of not less than 
12  months, and in the following 
three situations: 

1. T h e  trustee of the  t rust  is 
required to  make specified month- 
ly distributions to the disabled ben- 
eficiary, and the trustee has dis- 
cret ion t o  make addit ional  

distributions for the care, support 
and maintenance of the benefici- 

financial aid and best interests of 
the disabled beneficiary, but only 

ary, with the balance of the trust 
assets distributed to the disabled 
beneficiary's estate upon such ben- 
eficiary's death.a 

in a manner that supplements but 
does not replace any government 
assistance otherwise available to  
the beneficiary. Upon the death of 

2. The trustee of the trust may 
make distributions of income and 
principal,  a s  determined in the  
trustee's sole discretion, for the 

the beneficiary, the trust instrument 
must require the trustee to  reim- 
burse the state for the total cost 
of the medical assistance provid- 

financial aid and best interests of 
the disabled beneficiary, but only 
in a manner that supplements but 
does not  replace any government 
assistance otherwise available to  
the beneficiary, with the balance of 
the trust assets distributed to the 
beneficiary's estate upon such ben- 
eficiary's death.31 At the beneficia- 
ry's death, the trust would be sub- 
ject to  reimbursement to the state 
Medicaid agency for the cost of 
Medicaid benefits paid during the 
beneficiary's life. 

3. The trustee of the trust may 
make distributions of income and 
principal,  a s  determined in the  
trustee's sole discretion, for the 

ed t o  the beneficiary under  the 

27 This figure assumes that (1) the SNT assets 
are reinvested at 8% annually. (2) the SNT or 
the SNT beneficiary pays income taxes at a 
combined federal and state tax rate of 30% 
(part ordinary income and part capital gain 
taxes), and (3) no distributions are made to 
the disabled beneficiary during the 20-year 
term. 

28 1976-2 CB 194. This Ruling involved a CRT 
that made distributions to a trust for a men- 
tally incompetent individual. 

20 2002-1 CB 794. 

30 Because of the mandated monthly distribu- 
tions to the trust beneficiary and such bene- 
ficiary's right to enforce distributions for care, 
support and maintenance, this type of trust 
would be ineffective to preserve govern- 
ment assistance for the disabled beneficiary. 

31 Because of the discretionary nature of this 
trust, the assets of this trust would not be con- 
sidered an available resource of the benefi- 
ciary for purposes of determining eligibility 
for Medicaid. 



state's Medicaid plan. Any excess 

I 
I 

over the required reimbursement 
amount can be distributed pursuant 
to the disabled beneficiary's testa- 
mentary general power of appoint- 
ment, o r  if the power is unexer- , 
cised, as provided under the trust 1 
instrument.32 

Exhibit 7 illustrates a CRUT and 
SNT strategy based on Situation 
3 of Rev. Rul. 2002-20. Assume the 

EXHIBIT 7 
CRUT With SNT for Beneficiary's Life 

Year Age 

1 30 

5 34 

10 39 

15 44 

20 49 

25 54 

30 59 

35 64 

40 69 

45 74 

50 79 

51 80 

52 8 1 

Summary 

grantor makes a contribution of 
$500,000 to the CRUT. The CRUT 
will make a 5.667% unitrust pay- 
ment to  an SNT for the benefit of 
a disabled beneficiary who is 3 0  
years old upon execution of this 
strategy. The illustration assumes 
that the assets of the CRT and the 
SNT each earn 8 %  annually for the 

Distribution from 
CRT to SNT 
$28,330 

30,871 

34,369 

38,263 

42,599 

47,427 

52,801 

58,784 

65,446 

72,862 

81,119 

82,879 

84,678 

$2,681,186 

CRUT Remainder 
to Charity 
$510,851 

556,660 

61 9,740 

689,969 

768,156 

855,203 

952.1 15 

1,060,008 

1,180,128 

1,313,859 

1,462,745 

1,494,489 

1,526,921 

Value 
of SNT 
$30,596 

186,842 

482,547 

940,606 

1,639,887 

2,696,578 

4,281,732 

6,647,058 

10,162,815 

15,373,501 

23,079,682 

25,015,566 

27,108,264 

life of the beneficiary and there are 
no distributions during the disabled - 

beneficiary's lifetime. The initial 8 
taxable gift to the CRT is $449,870, Use of a CLAT With an SNT 
and the grantor would be eligible - - - - - . 

- - 
to take a $50,130 charitable income Year Beginning Growth at 8% Annuity Payment Remainde~ 

Principal Annually to Charity to SNT 
tax deduction in the year of con- 

. . 1 $500.000 $40.000 $37.445 $502.555 . , - ,  . , . , 

tri bution. 
5 511,512 40,921 37,445 51 4,987 

This strategy appears superior lo 531,902 42,552 37,445 537,008 
to the 20-year CRTISNT strategies 15 561,861 44,949 37,445 569,365 
discussed earlier, but two additional 20 605.882 48.471 37.445 616.907 
factors must be kept  in mind in 
evaluating the two concepts. First, 
the lifetime strategy requires reim- 
bursement of the state's Medicaid 
agency, which is not required with 
the 20-year strategy. Second, under 
the lifetime strategy, payments from 
the CRT to the SNT cease upon the 
death of the special needs benefi- 
ciary, whereas with the 20-year 
CRT, the payments would contin- 
ue for the balance of the 20-year 
term-regardless of the death of 
the beneficiary. These factors may 
lead t o  the selection of the 20 -  

32 Id. 

33 For more on structuring CLTs, see Zarltsky, 
Tax Plann~ng for Fam~ly  Wealth Transfers 
Analys~s w~th  Forms 1 5 04 (Warren, Gorham 
& Lamont, a d~vlslon of RIA, 2005), Sllk and 
Llntott. "Us~ng a CLT and Prlvate Foundat~on 
to Nearly Ellmlnate Estate Tax." 29 ETPL 22 
(Jan 2002) 

Summary $865,813 $748,907 $61 6,907 

year strategy in some circumstances 
where the special needs beneficiary 
is unlikely to live his or her full life 
expectancy and where the grantor 
has a strong desire to maximize dis- 
tributions to  remainder benefici- 
aries under the SNT. 

Cornbsninfl CLAT with SNT 
A lifetime nongrantor charitable 
lead annuity trust ("CLAT") can 
be combined with a residual SNT 
to  fund an SNT in the future a t  no 
gift tax cost. A CLAT is the oppo- 
site of a CRT-it is a split-interest 
trust that provides for annuity pay- 
ments to a charity for a set term, 
with the remainder interest to be 
?aid to  a noncharitable benefici- 

ary. If the present value of the annu- 
ity stream paid to  the charity is 
equal to the value of the initial con- 
tribution to the CLAT, the gift of 
the remainder interest to the SNT 
would be valued at zero for gift tax 
purposes.33 

For instance, a n  inter  vivos 
CLAT can be funded with a lump 
sum of $500,000. The CLAT would 
have a term of 20  years, during 
which time the trustee of the CLAT 
would make payments of $37,445 
annually to one or more designat- 
ed charitable organizations. At a 
Section 7520 rate of 4.2%, the pres- 
ent value of the annuity payments 
to  the charity is $500,000. Thus, 
$or gift tax purposes, the value of 
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the remainder interest in the CLAT, 
which is payable to  an SNT a t  the 
expiration of the annuity term, is 
zero. If the CLAT assets grow a t  a 
rate of 8 %  annually, the value of 
the remainder interest would be 
$616,907 in 20  years, as  shown 
in Exhibit 8. 

Through the use of a CLAT com- 
bined with an SNT, the grantor in 
the  above example was  able t o  
transfer $616,907 out of his estate 
without gift o r  estate tax, and he 
was able to use that money to  fund 
an SNT for the benefit of his dis- 

abled beneficiary. In addition, the 
CLAT distr ibuted a to ta l  of 
$748,907 to  charity over the 20- 
year term of the CLAT. 

A CLAT does not  qualify as  a 
charitable trust under the Inter- 
nal Revenue Code.34 Instead, if the 
CLAT is structured as  a grantor  
trust, the grantor would be enti- 
tled-in the year the CLAT is cre- 
ated-to a charitable income tax 
deduction for the present value of 
the stream of annuity payments 
that will be made to  charity, but 
the annual income earned by the 
CLAT would be taxable  t o  the  
grantor (without a further annu- 
al charitable income tax  deduc- 
tion) during the term of the CLAT. 
If the CLAT is structured as a non- 
grantor trust, the grantor is no t  
entitled t o  an  up-front  chari ta-  
ble income tax deduction, but the 
CLAT would be allowed t o  off- 
set the annual annuity payments 
as a charitable income tax deduc- 

tion against the income earned by 
the  CLAT each year. Under the 
s cena r io  presented above ,  t he  
grantor would likely structure the 
CLAT a s  a nongrantor  t rus t  in  
order  t o  shelter a s  much of the  
CLAT income as possible during 
the period that  annuity distribu- 
tions are being made t o  the char- 
ity. 

Conclusion 
The strategies discussed here, and 
many others, are available to  tax- 
payers with potential estate tax lia- 
bilities who wish to fund a special 
needs trust in a gift and/or estate 
tax-efficient manner. All i t  takes 
is some creativity in combining clas- 
sic advanced estate planning vehi- 
cles (such as the QPRT, the GRAT, 
the CRT, and the CLT) with an SNT 
for the disabled beneficiary. H 

34 Section 170(1)(2)(B). 

E S T A T E  PLANNING O C T O B E R  2 0 0 5  V O L  32 1 NO 10 




