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Residential Remainder Interests :
A Good \AI,ry to Gift.

By Laila Pence, CFP

Laila Pence discusses ways in which the use of a residential
remainder interest allows a donor to maintain residence in the

home, realize a tax deduction and make a charitable gift.

etirees often cherish residences they want to
l ive in  unt i l they d ie or  are compel led to move
o an assisted l iv ing faci l i ty.  Their  chi ldren and

grandchi ldren may not  have an at tachment  to  the
homes, however, and so there is l i t t le motivation for
parents or grandparents to leave residences to their
hei rs .  l f  they do,  the value is  inc luded in  the i r  estates
and the chi ldren l ike ly  wi l l  se l l  the proper ty  to  pay
taxes.  Seniors wi th one or  more res idences can ad-
dress th is  issue,  and gain other  benef i t r ,  by g i f t ing a
remainder  in terest  in  the i r  home.

For  example,  Bi l l  and Barbara are marr ied,  ret i red
and in  the i r  la te s ix t ies,  and they st i l l  I ive in  the home
where they ra ised thei r  four  ch i ldren.  The couple
loves l iv ing in  the home and would l ike to  cont inue to
do so for  as long as possib le,  whi le  the i r  ch i ldren have
no s imi lar  emot ional  a t tachment  to  the res idence.
The couple has made generous prov is ions for  the i r
chi ldren in their estate plan. Three of the offspring l ive
in o.ther parts of the country and al l  four are dbing
we l l  f i nanc ia l l y .  B i l l  and  Barbara  cou ld  bene f i t  f rom
a current tax deduction. Their home, which continues
to  apprec ia te ,  i s  wor th  abou t  $ t .S  m i l l i on .  When
they d ie,  the chi ldren wi l l  se l l  the proper ty  and pay
estate taxes on the appreciated value. Over the years,
the couple has been act ive in  severa l  char i t ies and
ul t imate ly  would l ike to  make a meaningfu l  g i f t  to
thei r favori te charity.
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This may be a s i tuat ion ideal ly  su i ted to g i f t ing a re-
mainder  in terest  in  a res idence.  l t  a l lows o l -h" t  c l ients
to  con t inue  l i v ing  in  the i r  home wh i le  remov ing  the
appreciated value of the property from their estate.
I t  prov ides a substant ia l  deduct ion on current  taxes,
a s igni f icant  char i tab le g i f t  and fac i l i ta tes wearth
transfer to heirs.

TWo Comp_one=n_ts
A residence ownership can be divided into two parts:
a l i fe estate and a remainder interest. A I i fe estate is
the r ight  of  an owner to  keep a home unt i l  death.  l f
there are two owners, such as a married couple, a l i fe
estate is the r ight of both owners to keep the home
unt i l  they d ie.  They are a l lowed fu l l  use of  the home
and can even move out and rent i t  to others. They
must keep the house in good repair and pay taxes
and  insurance .

A  rema inder  in te res t  i s  the  ownersh ip  r igh t  o f
someone e lse  a f te r  the  o r ig ina l  owners  d ie .  IRS
Code tab les  de te rmine  the  va lue  o f  the  home,s
remainder  in terest .  The value is  based on the ages
of  the owners,  the res idence value and prevai l ing
interest  rates.  The appra ised value of  the home, less
the value of  the l i fe  estate,  equals  the value of  the
remainder  in terest .

The gif t  of a remainder interest is not l imited to a
pr imary res idence.  l t  can be a condominium, co-
op or  a vacat ion home, as long as i t  is  a  personal
res idence.  A g i f t  o f  a  remainder  in terest  in  a farm or
ranch is  a lso permiss ib le,  even i f  i t  is  not  a res idence,
i f  the farm produces agricultural products or the ranch
has l ivestock.
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Ta_x_B_e_n*g_fi_ts

When Bi l l  and Barbara decided to gi f t  the remainder
interest in their home to a favorite charity, they were
required to have their  home appraised. Fol lowing
the appraisal ,  the couple had their  at torney prepare
a deed that irrevocably transfers their home to the
charity after both have died.

The value of  the remainder interest,  based on IRS
tables, is $600,000 and can be used to shel ter up
to 30 percent of  their  adjusted gross income this
year.  They were unable to use the ent i re deduc-
tion to offset current taxes, but they can carry the
ba lance o f  the $600,000 deduct ion forward for
up to  an add i t iona l  f i ve  years .  Should  they dec ide
la ter  to  donate thei r  l i fe
estate to  char i ty  before
they  d ie ,  they  can  take
an  add i t i ona l  i ncome tax
deduc t ion  fo r  the  va lue
of  the remainder  in terest
at  that  t ime.  The value of
the  home i s  no t  i nc luded
estate, reducing any state
migh t  be  due  a t  dea th .

A residence ownership can be
divided into two parts: a life estate

and a remainder interest.

in  e i ther  B i l l  o r  Barbara 's  is  l imi ted to  30 percent
or federal estate tax that and 20 percent for other

gift is irrevocable.

upon the death of  the donor ,  funds are immediate ly
avai lab le to  hei rs .  Donat ing a res idence to a char i ty
and replac ing i ts  va lue wi th l i fe  insurance in  the WRT
means the hei rs  can avoid the prospect  of  l iqu idat ing
the property, possibly in an unfavorable market.

Caveats

Char i tab le contr ibut ions of  debt-encumbered prop-
erty is not recommended, as i t  may result in adverse
tax consequences for both the donor and the char-
i ty, depending on how long the property has been
owned and how long the debt  has been in  p lace.  An
alternative would be to remove the debt or transfer
the debt to another property.

C h a r i t a b l e  g i f t s  a r e
i temized deduct ions.  The
phase out  of  the i temized
deduction may cause fam-
i l i es  w i th  h igh  incomes  to
lose some of  the benef i t
o f  the deduct ion.  The g i f t

o f  ACI  fo r  pub l i c  char i t i es
char i t ies.  Once made,  the

The gift of a charitable remainder in a residence tends to
be most attractive to donors in their mid to late sixties or
older who are interested in making a substantial gif t  to
charity, taking advantage of the income tax deduction,
and having the use of the residence during their l i fe-
times. These donors may not have other assets available
for charitable purposes. Donors interested in this kind
of  p lanning usual ly  have no chi ldren or  have chi ldren
who are uninterested in keeping the residence.

The strategy can be used as an effect ive estate
planning tool  even in  s i tuat ions where the proper ty
owners have no charitable interests, or where the
chi ldren would prefer to keep the parent 's residence
af ter  the i r  death.  An appra isa l  is  s t i l l  necessary and
the same IRS tables are used to determine the l i fe
estate and remainder interest, but upon the death of
the donors,  the remainder  in terest  goes to the hei rs .

O_the_r_G_ift iug_Opliqns
l f  donors have highly appreciated assets,  such as in-
vestment property or other income producing assets,

We alth_ Rep I ac_e m e_n_t Trust S_uitability
The couple wanted to mainta in the i r  current  l i festy le
but  a lso ensure that  the i r  ch i ldren would receive the
equivalent  va lue of  the home, even though i t  was
going to charity. They used their income tax savings
to fund a wealth replacement trust (WRT) which re-
places the value of the residence with tax-free cash
for their chi ldren after the couple has passed away.

A  wea l th  rep lacement  t rus t  i s  used  to  rep lace
the  va lue  o f  asse ts  g iven  to  char i t y .  The  donor
c rea tes  a  WRl ,  (a l so  known as  an  i r revocab le  l i f e
insurance  t rus t )  wh ich  purchases  a  l i f e  i nsurance
po l i cy  on  the  l i f e  o f  the  donor (s ) .  In  the  case  o f
a  rema inder  in te res t  i n  a  res idence ,  the  po l i cy  i s
of ten purchased us ing par t  o f  the tax savings f rom
the char i tab le g i f t  income tax deduct ion.  The death
proceeds escape estate taxat ion because the pol icy
is  owned by the WRT. When the donor  d ies,  the
WRT proceeds are d is t r ibuted to the benef ic iar ies
to replace the value of  the assets that  have been
donated to the char i ty .

The use of  a WRT also a l lev iates I iqu id i ty  problems
associated with real estate. The l i fe insurance within
the WRT replaces the value of the property so that,
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a f ixed dol lar  amount  or  a f ixed
percentage of the init ial  value of
the transferred asseB.l lf the asset is
income producing, the donors re-
ceive that income during the l i fe of
the trust, typical ly 10-20 years, or
unti l  they die, at which t ime the as-
set goes to charity. lf the asset does
not produce income, or generates
an unacceptably low level of in-
come, the trustee can l iquidate the
asset within the trust and replace
i t  wi th  a more desi rable income
producing asset from which to pay
CRUT or  CRAT dis t r ibut ions.

ln  s i tuat ions where the donors
do  no t  need  a  cu r ren t  i ncome
s t ream or  where  the i r  tax  s i tu -
a t i o n - s u c h  a s  t h e  s a l e  o f  a
bus iness -makes  a  cu r ren t  tax
deduction advantageous, advisors
migh t  recommend a  char i tab le
lead  t rus t  (CLT) .  Essen t ia l l y  the
opposite of a CRUT, a CLT donates
the income st ream to a char i ty
with the asset revert ing back to
the donors (or beneficiaries) at the
end of  the t rust  per iod.

Other Uses
for the WllT
Aside from i ts use in replacing the
value of assets given to a char-

i ty,  the wealth replacement t rust
can be used to gi f t  to chi ldren or
grandch i ld ren.  Each parent  can
g i f t  up  to  $12 ,000  annua l l y  t o
each ch i ld ,  grandch i ld  or  re la t ive
named as a benef ic iary within the
WRT. The trust  uses the annual
cont r ibut ion to  pay the premium
o n  a  l i f e  i n s u r a n c e  p o l i c y  o n
the parents owned by the trust.
U s i n g  l i f e  i n s u r a n c e  w i t h i n  a n
irrevocable trust  keeps the pro-
c e e d s  o u t s i d e  o f  t h e  d o n o r ' s
esta te .  A weal thy  ind iv idua l  or
coup le  cou ld  use  the  WRT to
k e e p  m a n y  m i l l i o n s  o f  d o l l a r s
of  l i fe  insurance on themselves
outs ide o f  the i r  es ta te  so the i r
benef ic iar ies  cou ld  inher i t  la rge
sums of money free of  estate and
income taxes.

There are many techniques for
char i table giv i  ng. Advisors should
eva l  uate  i  nd iv idua l  c i  rcumstanc-
es and needs to ensure that the
a p p r o p r i a t e  v e h i c l e  i s  u s e d .
The CRT can be an idea l  too l
for  g i f t ing  a  h igh ly  apprec ia ted
res idence,  assuming the donors
want  to  cont inue to  l i ve  in  the
res idence and the i r  ch i ld ren have
no attachment to i t .  The donors
get  a  substant ia l  tax  deduct ion
wh ich  can  be  ca r r i ed  fo rward

up to f ive years.  Nei ther  the CRT
nor the char i ty  is  requi red to pay
cap i ta l  ga ins  taxes .  Us ing  a  WRT
to  fund  a  l i f e  i nsurance  po l i cy  on
the donors replaces the value of
the donated res idence for  hei rs ,
removes the value f rom the do-
nor 's  estate,  prov ides immediate
cash  fo r  the  he i rs  and  a l lev ia tes
i l l i q u i d i t y  i s s u e s .

l f  the donor  does not  want  to
cont inue to l ive in  the i r  res idence,
or  i f  income-producing assets are
involved,  they can be p laced in to
a CRUT or CRAT where the trustee
has  the  op t ion  o f  se l l i ng  them and
re inves t ing  the  funds  in  inves t -
ments better suited to the donor's
income needs. The charitable trust
pays no capi ta l  ga ins taxes,  the
donors receive investment income
on the fu l l  va lue of  the donated
asset  and the char i ty  gets the fu l l
value of the converted assets when
the donor  d ies.
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