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(iii) The will is not republished by 
codicil or otherwise before December 
31, 1975, and the testator is on such 
date and at all times thereafter under 
a mental disability to republish the 
will by codicil or otherwise, or 

(2) A trust executed on or before De-
cember 31, 1972, if: 

(i) The grantor dies before December 
31, 1975, without having amended the 
trust after December 31, 1972, 

(ii) The trust is irrevocable on De-
cember 31, 1972, or 

(iii) The trust is not amended before 
December 31, 1975, and the grantor is on 
such date and at all times thereafter 
under a mental disability to change the 
terms of the trust. 

[T.D. 7202, 37 FR 16913, Aug. 23, 1972; 37 FR 
28288, Dec. 22, 1972, as amended by T.D. 7955, 
49 FR 19983, May 11, 1984; T.D. 8540, 59 FR 
30102, 30116, June 10, 1994; T.D. 8791, 63 FR 
68191, Dec. 10, 1998; T.D. 8819, 64 FR 23228, 
23229, Apr. 30, 1999; T.D. 8886, 65 FR 36943, 
June 12, 2000; T.D. 8926, 66 FR 1037, Jan. 5, 
2001]

§ 1.664–2 Charitable remainder annu-
ity trust. 

(a) Description. A charitable remain-
der annuity trust is a trust which com-
plies with the applicable provisions of 
§ 1.664–1 and meets all of the following 
requirements: 

(1) Required payment of annuity 
amount—(i) Payment of sum certain at 
least annually. The governing instru-
ment provides that the trust will pay a 
sum certain not less often than annu-
ally to a person or persons described in 
paragraph (a)(3) of this section for each 
taxable year of the period specified in 
paragraph (a)(5) of this section. 

(a) General rule applicable to all trusts. 
A trust will not be deemed to have en-
gaged in an act of self-dealing (within 
the meaning of section 4941), to have 
unrelated debt-financed income (within 
the meaning of section 514), to have re-
ceived an additional contribution 
(within the meaning of paragraph (b) of 
this section), or to have failed to func-
tion exclusively as a charitable re-
mainder trust (within the meaning of 
§ 1.664–1(a)(4)) merely because the annu-
ity amount is paid after the close of 
the taxable year if such payment is 
made within a reasonable time after 
the close of such taxable year and the 
entire annuity amount in the hands of 

the recipient is characterized only as 
income from the categories described 
in section 664(b)(1), (2), or (3), except to 
the extent it is characterized as corpus 
described in section 664(b)(4) because— 

(1) The trust pays the annuity 
amount by distributing property (other 
than cash) that it owned at the close of 
the taxable year to pay the annuity 
amount, and the trustee elects to treat 
any income generated by the distribu-
tion as occurring on the last day of the 
taxable year in which the annuity 
amount is due; 

(2) The trust pays the annuity 
amount by distributing cash that was 
contributed to the trust (with respect 
to which a deduction was allowable 
under section 170, 2055, 2106, or 2522); or 

(3) The trust pays the annuity 
amount by distributing cash received 
as a return of basis in any asset that 
was contributed to the trust (with re-
spect to which a deduction was allow-
able under section 170, 2055, 2106, or 
2522), and that is sold by the trust dur-
ing the year for which the annuity 
amount is due. 

(b) Special rule for trusts created before 
December 10, 1998. In addition to the 
circumstances described in paragraph 
(a)(1)(i)(a) of this section, a trust cre-
ated before December 10, 1998, will not 
be deemed to have engaged in an act of 
self-dealing (within the meaning of sec-
tion 4941), to have unrelated debt-fi-
nanced income (within the meaning of 
section 514), to have received an addi-
tional contribution (within the mean-
ing of paragraph (b) of this section), or 
to have failed to function exclusively 
as a charitable remainder trust (within 
the meaning of § 1.664–1(a)(4)) merely 
because the annuity amount is paid 
after the close of the taxable year if 
such payment is made within a reason-
able time after the close of such tax-
able year and the sum certain to be 
paid each year as the annuity amount 
is 15 percent or less of the initial net 
fair market value of the property irrev-
ocably passing in trust as determined 
for federal tax purposes. 

(c) Reasonable time. For this para-
graph (a)(1)(i), a reasonable time will 
not ordinarily extend beyond the date 
by which the trustee is required to file
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Form 5227, ‘‘Split-Interest Trust Infor-
mation Return,’’ (including extensions) 
for the taxable year. 

(d) Example. The following example 
illustrates the rules in paragraph 
(a)(1)(i)(a) of this section:

Example. X is a charitable remainder annu-
ity trust described in section 664(d)(1) that 
was created after December 10, 1998. The pro-
rated annuity amount payable from X for 
Year 1 is $100. The trustee does not pay the 
annuity amount to the recipient by the close 
of Year 1. At the end of Year 1, X has only $95 
in the ordinary income category under sec-
tion 664(b)(1) and no income in the capital 
gain or tax-exempt income categories under 
section 664(b)(2) or (3), respectively. By April 
15 of Year 2, in addition to $95 in cash, the 
trustee distributes to the recipient of the an-
nuity a capital asset with a $5 fair market 
value and a $2 adjusted basis to pay the $100 
annuity amount due for Year 1. The trust 
owned the asset at the end of Year 1. Under 
§ 1.664–1(d)(5), the distribution is treated as a 
sale by X, resulting in X recognizing a $3 
capital gain. The trustee elects to treat the 
capital gain as occurring on the last day of 
Year 1. Under § 1.664–1(d)(1), the character of 
the annuity amount for Year 1 in the recipi-
ent’s hands is $95 of ordinary income, $3 of 
capital gain income, and $2 of trust corpus. 
For Year 1, X satisfied paragraph (a)(1)(i)(a) 
of this section.

(e) Effective date. This paragraph 
(a)(1)(i) is applicable for taxable years 
ending after April 18, 1997. However, 
paragraphs (a)(1)(i)(a)(2) and (3) of this 
section apply only to distributions 
made on or after January 5, 2001. 

(ii) Definition of sum certain. A sum 
certain is a stated dollar amount which 
is the same either as to each recipient 
or as to the total amount payable for 
each year of such period. For example, 
a provision for an amount which is the 
same every year to A until his death 
and concurrently an amount which is 
the same every year to B until his 
death, with the amount to each recipi-
ent to terminate at his death, would 
satisfy the above rule. Similarly, pro-
visions for an amount to A and B for 
their joint lives and then to the sur-
vivor would satisfy the above rule. In 
the case of a distribution to an organi-
zation described in section 170(c) at the 
death of a recipient or the expiration of 
a term of years, the governing instru-
ment may provide for a reduction of 
the stated amount payable after such a 
distribution: Provided, That: 

(a) The reduced amount payable is 
the same either as to each recipient or 
as to the total amount payable for each 
year of the balance of such period, and 

(b) The requirements of subparagraph 
(2)(ii) of this paragraph are met. 

(iii) Sum certain stated as a fraction or 
percentage. The stated dollar amount 
may be expressed as a fraction or a per-
centage of the initial net fair market 
value of the property irrevocably pass-
ing in trust as finally determined for 
Federal tax purposes. If the stated dol-
lar amount is so expressed and such 
market value is incorrectly determined 
by the fiduciary, the requirement of 
this subparagraph will be satisfied if 
the governing instrument provides that 
in such event the trust shall pay to the 
recipient (in the case of an undervalu-
ation) or be repaid by the recipient (in 
the case of an overvaluation) an 
amount equal to the difference between 
the amount which the trust should 
have paid the recipient if the correct 
value were used and the amount which 
the trust actually paid the recipient. 
Such payments or repayments must be 
made within a reasonable period after 
the final determination of such value. 
Any payment due to a recipient by rea-
son of such incorrect valuation shall be 
considered to be a payment required to 
be distributed at the time of such final 
determination for purposes of para-
graph (d)(4)(ii) of § 1.664–1. See para-
graph (d)(4) of § 1.664–1 for rules relat-
ing to the year of inclusion of such 
payments and the allowance of a de-
duction for such repayments. See para-
graph (b) of this section for rules relat-
ing to future contributions. For rules 
relating to required adjustments for 
underpayments or overpayments of the 
amount described in this paragraph in 
respect of payments made during a rea-
sonable period of administration, see 
paragraph (a)(5) of § 1.664–1. The appli-
cation of the rule permitting the stated 
dollar amount to be expressed as a 
fraction or a percentage of the initial 
net fair market value of the property 
irrevocably passing in trust as finally 
determined for Federal tax purposes 
may be illustrated by the following ex-
ample:

Example. The will of X provides for the 
transfer of one-half of his residuary estate to 
a charitable remainder annuity trust which
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is required to pay to W for life an annuity 
equal to 5 percent of the initial net fair mar-
ket value of the interest passing in trust as 
finally determined for Federal tax purposes. 
The annuity is to be paid on December 31 of 
each year computed from the date of X’s 
death. The will also provides that if such ini-
tial net fair market value is incorrectly de-
termined, the trust shall pay to W, in the 
case of an undervaluation, or be repaid by W, 
in the case of an overvaluation, an amount 
equal to the difference between the amount 
which the trust should have paid if the cor-
rect value were used and the amount which 
the trust actually paid. X dies on March 1, 
1971. The executor files an estate tax return 
showing the value of the residuary estate as 
$250,000 before reduction for taxes and ex-
penses of $50,000. The executor paid to W 
$4,192 ([$250,000¥ $50,000]×1/2×5 percent×306/
365) on December 31, 1971. On January 1, 1972, 
the executor transfers one-half of the residue 
of the estate to the trust. The trust adopts 
the calendar year as its taxable year. The 
value of the residuary estate is finally deter-
mined for Federal tax purposes to be $240,000 
($290,000¥$50,000). Accordingly, the amount 
which the executor should have paid to W is 
$5,030 ( [$290,000¥$50,000]× 1/2×5 percent×306/
365). Consequently, an additional amount of 
$838 ($5,030¥$4,192) must be paid to W within 
a reasonable period after the final deter-
mination of value for Federal tax purposes.

(iv) Computation of annuity amount in 
certain circumstances—(a) Short taxable 
years. The governing instrument pro-
vides that, in the case of a taxable year 
which is for a period of less than 12 
months other than the taxable year in 
which occurs the end of the period 
specified in subparagraph (5) of this 
paragraph, the annuity amount deter-
mined under subdivision (i) of this sub-
paragraph shall be the amount other-
wise determined under that subdivision 
multiplied by a fraction the numerator 
of which is the number of days in the 
taxable year of the trust and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). 

(b) Last taxable year of period. The 
governing instrument provides that, in 
the case of the taxable year in which 
occurs the end of the period specified 
in subparagraph (5) of this paragraph, 
the annuity amount which must be dis-
tributed under subdivision (i) of this 
subparagraph shall be the amount oth-
erwise determined under that subdivi-
sion multiplied by a fraction the nu-
merator of which is the number of days 

in the period beginning on the first day 
of such taxable year and ending on the 
last day of the period specified in sub-
paragraph (5) of this paragraph and the 
denominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). See subparagraph (5) of this 
paragraph for a special rule allowing 
termination of payment of the annuity 
amount with the regular payment next 
preceding the termination of the period 
specified therein. 

(2) Minimum annuity amount—(i) Gen-
eral rule. The total amount payable 
under subparagraph (1) of this para-
graph is not less than 5 percent of the 
initial net fair market value of the 
property placed in trust as finally de-
termined for Federal tax purposes. 

(ii) Reduction of annuity amount in 
certain cases. A trust will not fail to 
meet the requirements of this subpara-
graph by reason of the fact that it pro-
vides for a reduction of the stated 
amount payable upon the death of a re-
cipient or the expiration of a term of 
years provided that: 

(a) A distribution is made to an orga-
nization described in section 170(c) at 
the death of such recipient or the expi-
ration of such term of years, and 

(b) The total amounts payable each 
year under subparagraph (1) of this 
paragraph after such distribution are 
not less than a stated dollar amount 
which bears the same ratio to 5 percent 
of the initial net fair market value of 
the trust assets as the net fair market 
value of the trust assets immediately 
after such distribution bears to the net 
fair market value of the trust assets 
immediately before such distribution. 

(iii) Rule applicable to inter vivos trust 
which does not provide for payment of 
minimum annuity amount. In the case 
where the grantor of an inter vivos 
trust underestimates in good faith the 
initial net fair market value of the 
property placed in trust as finally de-
termined for Federal tax purposes and 
specifies a fixed dollar amount for the 
annuity which is less than 5 percent of 
the initial net fair market value of the 
property placed in trust as finally de-
termined for Federal tax purposes, the 
trust will be deemed to have met the 5 
percent requirement if the grantor or
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his representative consents, by appro-
priate agreement with the District Di-
rector, to accept an amount equal to 20 
times the annuity as the fair market 
value of the property placed in trust 
for purposes of determining the appro-
priate charitable contributions deduc-
tion. 

(3) Permissible recipients—(i) General 
rule. The amount described in subpara-
graph (1) of this paragraph is payable 
to or for the use of a named person or 
persons, at least one of which is not an 
organization described in section 
170(c). If the amount described in sub-
paragraph (1) of this paragraph is to be 
paid to an individual or individuals, all 
such individuals must be living at the 
time of the creation of the trust. A 
named person or persons may include 
members of a named class provided 
that, in the case of a class which in-
cludes any individual, all such individ-
uals must be alive and ascertainable at 
the time of the creation of the trust 
unless the period for which the annuity 
amount is to be paid to such class con-
sists solely of a term of years. For ex-
ample, in the case of a testamentary 
trust, the testator’s will may provide 
that an amount shall be paid to his 
children living at his death. 

(ii) Power to alter amount paid to re-
cipients. A trust is not a charitable re-
mainder annuity trust if any person 
has the power to alter the amount to 
be paid to any named person other 
than an organization described in sec-
tion 170(c) if such power would cause 
any person to be treated as the owner 
of the trust, or any portion thereof, if 
subpart E, part 1, subchapter J, chapter 
1, subtitle A of the Code were applica-
ble to such trust. See paragraph (a)(4) 
of this section for a rule permitting the 
retention by a grantor of a testa-
mentary power to revoke or terminate 
the interest of any recipient other than 
an organization described in section 
170(c). For example, the governing in-
strument may not grant the trustee 
the power to allocate the annuity 
among members of a class unless such 
power falls within one of the excep-
tions to section 674(a). 

(4) Other payments. No amount other 
than the amount described in subpara-
graph (1) of this paragraph may be paid 
to or for the use of any person other 

than an organization described in sec-
tion 170(c). An amount is not paid to or 
for the use of any person other than an 
organization described in section 170(c) 
if the amount is transferred for full and 
adequate consideration. The trust may 
not be subject to a power to invade, 
alter, amend, or revoke for the bene-
ficial use of a person other than an or-
ganization described in section 170(c). 
Notwithstanding the preceding sen-
tence, the grantor may retain the 
power exercisable only by will to re-
voke or terminate the interest of any 
recipient other than an organization 
described in section 170(c). The gov-
erning instrument may provide that 
any amount other than the amount de-
scribed in subparagraph (1) of this 
paragraph shall be paid (or may be paid 
in the discretion of the trustee) to an 
organization described in section 170(c) 
provided that in the case of distribu-
tions in kind, the adjusted basis of the 
property distributed is fairly represent-
ative of the adjusted basis of the prop-
erty available for payment on the date 
of payment. For example, the gov-
erning instrument may provide that a 
portion of the trust assets may be dis-
tributed currently, or upon the death 
of one or more recipients, to an organi-
zation described in section 170(c). 

(5) Period of payment of annuity 
amount—(i) General rules. The period for 
which an amount described in subpara-
graph (1) of this paragraph is payable 
begins with the first year of the chari-
table remainder trust and continues ei-
ther for the life or lives of a named in-
dividual or individuals or for a term of 
years not to exceed 20 years. Only an 
individual or an organization described 
in section 170(c) may receive an 
amount for the life of an individual. If 
an individual receives an amount for 
life, it must be solely for his life. Pay-
ment of the amount described in sub-
paragraph (1) of this paragraph may 
terminate with the regular payment 
next preceding the termination of the 
period described in this subparagraph. 
The fact that the recipient may not re-
ceive such last payment shall not be 
taken into account for purposes of de-
termining the present value of the re-
mainder interest. In the case of an 
amount payable for a term of years, 
the length of the term of years shall be
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ascertainable with certainty at the 
time of the creation of the trust, ex-
cept that the term may be terminated 
by the death of the recipient or by the 
grantor’s exercise by will of a retained 
power to revoke or terminate the inter-
est of any recipient other than an orga-
nization described in section 170(c). In 
any event, the period may not extend 
beyond either the life or lives of a 
named individual or individuals or a 
term of years not to exceed 20 years. 
For example, the governing instrument 
may not provide for the payment of an 
annuity amount to A for his life and 
then to B for a term of years because it 
is possible for the period to last longer 
than either the lives of recipients in 
being at the creation of the trust or a 
term of years not to exceed 20 years. 
On the other hand, the governing in-
strument may provide for the payment 
of an annuity amount to A for his life 
and then to B for his life or a term of 
years (not to exceed 20 years), which-
ever is shorter (but not longer), if both 
A and B are in being at the creation of 
the trust because it is not possible for 
the period to last longer than the lives 
of recipients in being at the creation of 
the trust. 

(ii) Relationship to 5 percent require-
ment. The 5 percent requirement pro-
vided in subparagraph (2) of this para-
graph must be met until the termi-
nation of all of the payments described 
in subparagraph (1) of this paragraph. 
For example, the following provisions 
would satisfy the above rules: 

(a) An amount equal to at least 5 per-
cent of the initial net fair market 
value of the property placed in trust to 
A and B for their joint lives and then 
to the survivor for his life; 

(b) An amount equal to at least 5 per-
cent of the initial net fair market 
value of the property placed in trust to 
A for life or for a term of years not 
longer than 20 years, whichever is 
longer (or shorter); 

(c) An amount equal to at least 5 per-
cent of the initial net fair market 
value of the property placed in trust to 
A for a term of years not longer than 20 
years and then to B for life (provided B 
was living at the date of creation of the 
trust); 

(d) An amount to A for his life and 
concurrently an amount to B for his 

life (the amount to each recipient to 
terminate at his death) if the amount 
given to each individual is not less 
than 5 percent of the initial net fair 
market value of the property placed in 
trust; or 

(e) An amount to A for his life and 
concurrently an equal amount to B for 
his life, and at the death of the first to 
die, the trust to distribute one-half of 
the then value of its assets to an orga-
nization described in section 170(c), if 
the total of the amounts given to A 
and B is not less than 5 percent of the 
initial net fair market value of the 
property placed in trust. 

(6) Permissible remaindermen—(i) Gen-
eral rule. At the end of the period speci-
fied in subparagraph (5) of this para-
graph the entire corpus of the trust is 
required to be irrevocably transferred, 
in whole or in part, to or for the use of 
one or more organizations described in 
section 170(c) or retained, in whole or 
in part, for such use. 

(ii) Treatment of trust. If all of the 
trust corpus is to be retained for such 
use, the taxable year of the trust shall 
terminate at the end of the period spec-
ified in subparagraph (5) of this para-
graph and the trust shall cease to be 
treated as a charitable remainder trust 
for all purposes. If all or any portion of 
the trust corpus is to be transferred to 
or for the use of such organization or 
organizations, the trustee shall have a 
reasonable time after the period speci-
fied in subparagraph (5) of this para-
graph to complete the settlement of 
the trust. During such time, the trust 
shall continue to be treated as a chari-
table remainder trust for all purposes, 
such as sections 664, 4947(a)(2), and 
4947(b)(3)(B). Upon the expiration of 
such period, the taxable year of the 
trust shall terminate and the trust 
shall cease to be treated as a charitable 
remainder trust for all purposes. If the 
trust continues in existence, it will be 
subject to the provisions of section 
4947(a)(1) unless the trust is exempt 
from taxation under section 501(a). For 
purposes of determining whether the 
trust is exempt under section 501(a) as 
an organization described in section 
501(c)(3), the trust shall be deemed to 
have been created at the time it ceases 
to be treated as a charitable remainder 
trust.
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(iii) Concurrent or successive 
remaindermen. Where interests in the 
corpus of the trust are given to more 
than one organization described in sec-
tion 170(c) such interests may be en-
joyed by them either concurrently or 
successively. 

(iv) Alternative remaindermen. The 
governing instrument shall provide 
that if an organization to or for the use 
of which the trust corpus is to be trans-
ferred or for the use of which the trust 
corpus is to be retained is not an orga-
nization described in section 170(c) at 
the time any amount is to be irrev-
ocably transferred to or for the use of 
such organization, such amount shall 
be transferred to or for the use of one 
or more alternative organizations 
which are described in section 170(c) at 
such time or retained for such use. 
Such alternative organization or orga-
nizations may be selected in any man-
ner provided by the terms of the gov-
erning instrument. 

(b) Additional contributions. A trust is 
not a charitable remainder annuity 
trust unless its governing instrument 
provides that no additional contribu-
tions may be made to the charitable re-
mainder annuity trust after the initial 
contribution. For purposes of this sec-
tion, all property passing to a chari-
table remainder annuity trust by rea-
son of death of the grantor shall be 
considered one contribution. 

(c) Calculation of the fair market value 
of the remainder interest of a charitable 
remainder annuity trust. For purposes of 
sections 170, 2055, 2106, and 2522, the fair 
market value of the remainder interest 
of a charitable remainder annuity trust 
(as described in this section) is the net 
fair market value (as of the appro-
priate valuation date) of the property 
placed in trust less the present value of 
the annuity. For purposes of this sec-
tion, valuation date means, in general, 
the date on which the property is 
transferred to the trust by the donor 
regardless of when the trust is created. 
In the case of transfers to a charitable 
remainder annuity trust for which the 
valuation date is after April 30, 1989, if 
an election is made under section 7520 
and § 1.7520–2(b) to compute the present 
value of the charitable interest by use 
of the interest rate component for ei-
ther of the 2 months preceding the 

month in which the transfer is made, 
the month so elected is the valuation 
date for purposes of determining the 
interest rate and mortality tables. For 
purposes of section 2055 or 2106, the 
valuation date is the date of death un-
less the alternate valuation date is 
elected in accordance with section 2032, 
in which event, and within the limita-
tions set forth in section 2032 and the 
regulations thereunder, the valuation 
date is the alternate valuation date. If 
the decedent’s estate elects the alter-
nate valuation date under section 2032 
and also elects, under section 7520 and 
§ 1.7520–2(b), to use the interest rate 
component for one of the 2 months pre-
ceding the alternate valuation date, 
the month so elected is the valuation 
date for purposes of determining the 
interest rate and mortality tables. The 
present value of an annuity is com-
puted under § 20.2031–7(d) of this chap-
ter (Estate Tax Regulations) for trans-
fers for which the valuation date is 
after April 30, 1999, or under § 20.2031–7A 
(a) through (e) of this chapter, which-
ever is applicable, for transfers for 
which the valuation date is before May 
1, 1999. See, however, § 1.7520–3(b) (relat-
ing to exceptions to the use of pre-
scribed tables under certain cir-
cumstances). 

(d) Deduction for transfers to a chari-
table remainder annuity trust. For rules 
relating to a deduction for transfers to 
a charitable remainder annuity trust, 
see section 170, 2055, 2106, or 2522 and 
the regulations thereunder. Any claim 
for deduction on any return for the 
value of a remainder interest in a char-
itable remainder annuity trust must be 
supported by a full statement attached 
to the return showing the computation 
of the present value of such interest. 
The deduction allowed by section 170 is 
limited to the fair market value of the 
remainder interest of a charitable re-
mainder annuity trust regardless of 
whether an organization described in 
section 170(c) also receives a portion of 
the annuity. For a special rule relating 
to the reduction of the amount of a 
charitable contribution deduction with 
respect to a contribution of certain or-
dinary income property or capital gain 
property, see section 170(e)(1)(A) or 
170(e)(1)(B)(i) and the regulations 
thereunder. For rules for postponing
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the time for deduction of a charitable 
contribution of a future interest in 
tangible personal property, see section 
170(a)(3) and the regulations there-
under. 

[T.D. 7202, 37 FR 16918, Aug. 23, 1972, as 
amended by T.D. 7955, 49 FR 19983, May 11, 
1984; T.D. 8540, 59 FR 30116, June 10, 1994; T.D. 
8791, 63 FR 68191, Dec. 10, 1998; T.D. 8819, 64 
FR 23229, Apr. 30, 1999; T.D. 8819, Mar. 9, 2000, 
65 FR 12471; T.D. 8926, 66 FR 1037, Jan. 5, 2001]

§ 1.664–3 Charitable remainder 
unitrust. 

(a) Description. A charitable remain-
der unitrust is a trust which complies 
with the applicable provisions of 
§ 1.664–1 and meets all of the following 
requirements: 

(1) Required payment of unitrust 
amount—(i) Payment of fixed percentage 
at least annually—(a) General rule. The 
governing instrument provides that the 
trust will pay not less often than annu-
ally a fixed percentage of the net fair 
market value of the trust assets deter-
mined annually to a person or persons 
described in paragraph (a)(3) of this 
section for each taxable year of the pe-
riod specified in paragraph (a)(5) of this 
section. This paragraph (a)(1)(i)(a) is 
applicable for taxable years ending 
after April 18, 1997. 

(b) Income exception. Instead of the 
amount described in (a) of this subdivi-
sion (i), the governing instrument may 
provide that the trust shall pay for any 
year either the amount described in (1) 
or the total of the amounts described 
in (1) and (2) of this subdivision (b). 

(1) The amount of trust income for a 
taxable year to the extent that such 
amount is not more than the amount 
required to be distributed under para-
graph (a)(1)(i)(a) of this section. 

(2) An amount of trust income for a 
taxable year that is in excess of the 
amount required to be distributed 
under paragraph (a)(1)(i)(a) of this sec-
tion for such year to the extent that 
(by reason of paragraph (a)(1)(i)(b)(1) of 
this section) the aggregate of the 
amounts paid in prior years was less 
than the aggregate of such required 
amounts. 

(3) For purposes of this paragraph 
(a)(1)(i)(b), trust income generally 
means income as defined under section 
643(b) and the applicable regulations. 

However, trust income may not be de-
termined by reference to a fixed per-
centage of the annual fair market 
value of the trust property, notwith-
standing any contrary provision in ap-
plicable state law. Proceeds from the 
sale or exchange of any assets contrib-
uted to the trust by the donor must be 
allocated to principal and not to trust 
income at least to the extent of the 
fair market value of those assets on 
the date of their contribution to the 
trust. Proceeds from the sale or ex-
change of any assets purchased by the 
trust must be allocated to principal 
and not to trust income at least to the 
extent of the trust’s purchase price of 
those assets. Except as provided in the 
two preceding sentences, proceeds from 
the sale or exchange of any assets con-
tributed to the trust by the donor or 
purchased by the trust may be allo-
cated to income, pursuant to the terms 
of the governing instrument, if not pro-
hibited by applicable local law. A dis-
cretionary power to make this alloca-
tion may be granted to the trustee 
under the terms of the governing in-
strument but only to the extent that 
the state statute permits the trustee to 
make adjustments between income and 
principal to treat beneficiaries impar-
tially. 

(4) The rules in paragraph 
(a)(1)(i)(b)(1) and (2) of this section are 
applicable for taxable years ending 
after April 18, 1997. The rule in the first 
sentence of paragraph (a)(1)(i)(b)(3) is 
applicable for taxable years ending 
after April 18, 1997. The rules in the 
second, fourth, and fifth sentences of 
paragraph (a)(1)(i)(b)(3) are applicable 
for taxable years ending after January 
2, 2004. The rule in the third sentence 
of paragraph (a)(1)(i)(b)(3) is applicable 
for sales or exchanges that occur after 
April 18, 1997. The rule in the sixth sen-
tence of paragraph (a)(1)(i)(b)(3) is ap-
plicable for trusts created after Janu-
ary 2, 2004. 

(c) Combination of methods. Instead of 
the amount described in paragraph 
(a)(1)(i)(a) or (b) of this section, the 
governing instrument may provide 
that the trust will pay not less often 
than annually the amount described in 
paragraph (a)(1)(i)(b) of this section for 
an initial period and then pay the 
amount described in paragraph
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