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Hearts and heads
CLTs can support philanthropic, estate and tax objectives

C

haritable lead trusts (CLTs)
enable people to achieve multiple objectives — support favorite
charities while also transferring wealth
to their families in a tax-efficient manner. They accomplish these goals by
distributing income to one or more
charities during the trust term, with
the remainder passing to the trust
owner’s family.

Trust types and structures
A CLT may be designed as a charitable lead annuity trust (CLAT), which
pays out a fixed dollar amount or fixed
percentage of the initial trust value to
charity, or as a charitable lead unitrust
(CLUT), which pays out a set percentage of the trust’s value each year,
recalculated annually. The type that
makes sense for you depends on many
factors, including your net worth and
philanthropic plans.
In addition, CLTs may be structured in one
of two ways:
1. Grantor trust. Here, the grantor retains certain powers over the trust assets, causing the
trust’s income to be taxable to the grantor. The
main advantage of this type is that the grantor
enjoys an immediate charitable income tax
deduction equal to the present value of the
charitable payments, (subject to applicable
income-based deduction limits). However, the
trust’s income will be taxable to the grantor.
And, if the grantor dies during the trust term or
otherwise ceases to own the trust, a portion of
the charitable deduction will be subject
to recapture.
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2. Nongrantor trust. This structure doesn’t
provide the grantor with a charitable deduction.
However, the grantor avoids tax on the trust’s
income because income is taxable to the
trust, offset by an unlimited charitable deduction for amounts distributed to charity. This
structure also offers greater transfer tax benefits
because contributed assets are removed from
the grantor’s estate and the CLT structure minimizes gift taxes.
Given the limits on charitable deductions, nongrantor CLTs may be preferable to grantor structures. However, a grantor trust may be desirable
if you have unusually high income in a given
year — because, for example, you’ve sold your
business. In that case, the relative tax benefits
generated by a grantor trust could outweigh the
disadvantages.

It may be possible to gain the best of both
worlds by designing an “intentionally defective” grantor trust (IDGT). IDGTs are treated
as grantor trusts for income tax purposes and
as nongrantor trusts for transfer tax purposes.
However, if recent legislative proposals become
law, they would eliminate the benefits of this
strategy. Discuss this option with your estate
planning or tax advisor.

Benefits in action
Here’s a fictional example that illustrates
the power of CLTs. Michelle’s high net worth
exposes her to potential gift and estate taxes.
Because she’s charitably inclined, her advisors
suggest a CLT. She contributes $20 million
to a 10-year CLAT that pays out 10% of the
trust’s initial value, or $2 million, to her favorite charity each year. At the end of the term,
the remaining assets will be placed in a trust
for the benefit of her daughter, Elizabeth.
Under IRS rules, the value of Elizabeth’s
interest for gift tax purposes is equal to the
initial trust contribution ($20 million), less the
value of the charity’s interest. The charity’s
interest is calculated by taking the total
payments the charity will receive over the
10-year term, discounted to present value using
the IRS’s Section 7520 rate. Let’s assume that
the Sec. 7520 rate in effect when Michelle
establishes the CLAT is 2%. Going by IRS
tables, the present value of the charity’s
annuity is $17,965,200 and the value of
the gift to Elizabeth’s trust is $2,034,800
($20 million – $17,965,200).
If the trust invests in assets that outperform
the Sec. 7520 rate, the excess earnings will
provide a tax-free windfall to Elizabeth. If the
trust grows at a rate of 6% per year over the
10-year term, the remainder interest would be
$9,455,364. This amount would be transferred
to Elizabeth’s trust at a gift tax value of
only $2,034,800.

LIFETIME VS. TESTAMENTARY
TRUSTS
Charitable lead trusts (CLTs) may
be established during your life
(“inter vivos”) or at death under your
will or revocable trust (“testamentary”).
Testamentary trusts offer some
advantages:
n	They allow you to retain control over
the assets during your life.
n	Because the assets are transferred at
death, their basis is “stepped-up” to
the date-of-death value, minimizing or
eliminating capital gains taxes in the
event they’re sold.
n	They’re an effective tool for
reducing estate taxes because your
estate enjoys a charitable deduction
equal to the present value of
the charitable annuity.
Inter vivos CLTs boast both gift and
estate tax benefits, and in some cases
offer income tax benefits. But they don’t
enjoy a stepped-up basis. However, if
you opt for an inter vivos trust, you can
lock in a low interest rate. If interest
rates are substantially higher when
you die, a testamentary trust will be
less effective.

Right for you?
A CLT can help high-net-worth, philanthropic
families reduce their tax burden (if reasonable
economic assumptions hold true). Your
advisors can help you determine whether this
tool is the right one given your circumstances
and objectives. n
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HSAs: A can’t-pass-up
savings proposition

D

oes your employer offer employees a
Health Savings Account (HSA)? If so (and
if you don’t already take advantage of it),
you should take a second look. HSAs often are
referred to as “medical IRAs” because they
enable participants to save money while deferring — and, when paying for eligible expenses,
eliminating — taxes. With health care costs
high and rising, you can’t afford to overlook
this opportunity.

How to participate
Some employers with high-deductible health
plans (HDHPs) offer HSAs. You may also set
up an HSA on your own through a bank or
insurance company that offers them. To participate, you must be enrolled in an HDHP, have
no other insurance and not yet be enrolled in
Medicare. Contributions may be made to an
HSA by you, your employer or both. Family
members and others also may contribute.
Employers generally can contribute as much
as they want to your HSA, but there’s a limit
to the annual amount you can contribute.

For 2022, it’s $3,650 for you or $7,300 for
family coverage. If you’re age 55 or older, you
can make additional catch-up contributions of
$1,000. You can contribute to your HSA until
the federal tax return deadline (for example,
April 18, 2022), even if the contribution is for
the prior year.
HSA participants may withdraw amounts for
qualified out-of-pocket medical expenses,
such as physician and dentist visits, without tax
consequences. You may also use your balance
to cover co-pays and deductibles. However,
HSAs generally can’t be used to pay health
insurance premiums.

Tax advantages and more
As mentioned, contributions to an HSA are taxdeductible. You can make contributing easy
by enrolling in an automatic payroll deduction program that withdraws pretax funds from
your paychecks. Also, any earnings within your
HSA account are tax-free. HSA funds may be
invested in a range of securities, including
mutual funds, stocks and bonds, depending on
your employer’s plan.
What’s more, withdrawals used to cover qualified medical expenses aren’t subject to tax.
The list of qualified expenses is extensive and
ranges from eyeglasses to root canals to fertility
treatment drugs. For a detailed list, review IRS
Publication 502.
If you have money left over in your HSA at the
end of the year, it remains for the following
year. This feature provides a distinct advantage
to HSAs over flexible spending accounts (FSAs).
Any unused balance in an FSA at year’s end
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usually is subject to a limited carryover. And in
most cases, FSA balances are forfeited.
You can use your HSA to pay for expenses even
after you’ve retired. There’s no time limit for
withdrawals. Also, HSAs are portable, so you
can continue to use your HSA if you change
jobs or insurance carriers.

Be aware of drawbacks
HSAs also have some drawbacks. For example:
n	You can use HSA funds only for health care
expenses. If funds are used for nonqualified
expenses, the account withdrawal will be
subject to tax. What’s more, the IRS will
tack on a 20% penalty if you’re younger
than age 65. (Compare this with a 10% tax
penalty for early withdrawals from traditional
IRAs before age 59½.)
n	In some cases, HSA providers charge
monthly account fees or transaction fees.
Also, you could be subject to extra charges
for account overdrafts or deposits that don’t
clear your bank.

n	If you die and leave your HSA to beneficiaries, the account funds may not enjoy the
same tax benefits. In general, a spouse beneficiary who assumes an HSA as his or her
own can make tax-free withdrawals for qualified expenses. But for other beneficiaries,
the account will no longer be treated as an
HSA and is subject to tax.

Employers generally can
contribute as much as they
want to your HSA, but there’s a
limit to the annual amount you
can contribute.
And, of course, HSAs are only available to
employees enrolled in HDHPs.

Health cost burden
As health insurance costs rise, many employers
expect their employees to shoulder more of the
burden. If you have an HDHP, an HSA can help
you reduce that burden. n

Working remotely?
Watch out for double taxation

M

ore people are working remotely these
days, and that trend’s unlikely to
reverse even after the pandemic ends.
Remote work can be convenient. However, it
raises the risk of double taxation if employees
work in different states from their employers.
Here’s what you need to know — and what you
can do — to prevent a second tax bite.

Domicile vs. residence
Generally, states have the power to tax the
income, wherever earned, of their residents

or those domiciled within their borders. Your
domicile is your “true, fixed, permanent home”
or the “principal establishment to which
you intend to return whenever absent.” Your
residence, in contrast, is the place where you
maintain a “permanent place of abode” and
spend the majority of your time.
Domicile is a state of mind, whereas residence
is based on physical location. So it’s possible
to have your domicile in one state and your
residence in another. Suppose you’ve lived and
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worked in State A for years. During the pandemic, however, your employer allowed offsite
work, and you’ve chosen to work primarily from
your vacation home in State B. State A continues to be your domicile. But because you’re
spending most of your time in State B, that
state treats you as a resident. The result: Both
states impose taxes on the same income.

Some relief
Fortunately, many states provide relief from this
sort of double taxation. Some states have reciprocity arrangements with neighboring states
under which they agree not to tax each other’s
residents. And many states offer credits for
taxes paid to another state. But these credits
may not fully offset the cost of double taxation.
Suppose State A has a high rate of income tax
and State B has a low rate of income tax. Even
if State B provides a credit for taxes paid to
State A, it will only be partial and your tax bill
will be substantially higher than it would have
been if only State B’s tax were applicable.
Here’s a possible solution: If you’ve been living
in and working remotely from another state and
will likely continue to do so, consider establishing your domicile there. Changing your domicile
involves taking steps that demonstrate your
intent to make the new state your “true, fixed,
permanent home.” For example, in State B,
you might want to:
n Obtain a driver’s license,
n Register your car,
n Register to vote,
n Open bank accounts,
n Join a local gym,
n Join local social and professional groups, and
n	Become a member of a local religious
congregation.
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If you can establish that State B is both your
residence and your domicile, you may be able
to avoid taxation by State A.

Beware “convenience of the employer”
Employees who work remotely for an employer
in another state typically aren’t subject to that
state’s income tax so long as they’re not residents or domiciliaries of the state. But that may
not be the case in the handful of states that
have adopted so-called “convenience of the
employer” rules.
Let’s say that State A has such a rule. Even
if you change both your residence and domicile to State B, you’ll be subject to State A’s
income tax if you work in State B for your own
convenience rather than your employer’s. In
other words, if you live and work in State B
for personal reasons, and not because it’s a
requirement of the job, then State A can tax
your income.

Know the rules
State income tax rules can be complex and
often vary dramatically from state to state. If
you’re working remotely for an employer in
another state, familiarize yourself with the rules
in each state. Then take any available steps to
avoid double taxation. n

Preparing for new
cryptocurrency reporting rules

I

f you’ve invested in cryptocurrency (for
example, Bitcoin or Ether), nonfungible
tokens (NFTs), or certain other digital assets,
it’s important to familiarize yourself with new
tax reporting requirements that take effect in
2023. The new rules won’t increase your taxes.
Instead, they’re designed to help the IRS identify unreported digital transactions.

No new taxes
As with other capital asset transactions, transactions involving digital assets are already taxable. For example, if you sell cryptocurrency
in exchange for traditional currency, you must
report capital gains or losses. These might be
short- or long-term, depending on how long
you’ve held the cryptocurrency. In addition,
because the IRS views cryptocurrency as
property for tax purposes, using it to purchase
or sell goods or services is considered a
taxable exchange.
The new reporting rules, which were added
by 2021’s Infrastructure Investment and
Jobs Act, apply to digital asset transactions
occurring on or after January 1, 2023. Under
the rules, digital assets will be treated as
securities for tax purposes.
Crypto exchanges (essentially, any platform on
which investors can buy or sell cryptocurrency
or other digital assets) must begin reporting
transactions to investors and the IRS in early
2024. They’ll use Form 1099-B, which is
currently used by brokers to report details on
sales of stock and other securities, including
sale proceeds, relevant dates, cost basis, and
the character (short- or long-term) of gains
and losses.

Bye-bye privacy
The new rules are expected to affect investors in a couple of significant ways. For one
thing, the privacy of cryptocurrency transactions — part of their appeal for many current
investors — will become a thing of the past.
Also, digital assets will be treated as cash for
purposes of the anti-money-laundering law that
requires businesses to report cash transactions
of $10,000 or more to the IRS.

That said, many crypto exchanges lack
access to certain information they need to
determine an investor’s cost basis. So it’s
likely that 1099-Bs provided to you and the
IRS will overstate gains or understate losses
associated with these transactions. You’ll need
to document your digital asset transactions
carefully to ensure your gains and losses are
reported accurately.

Just the beginning
Keeping accurate records of your transactions
will also put you in a good position for future
regulatory developments. Currently, cryptocurrency is only lightly regulated. Given how risky
these investments can be (including the risk
of losing your initial investment), you should
expect additional rules and reporting obligations
in the future. n
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