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is hereby certified that these regulations
do not have a significant impact on a sub-
stantial number of small entities.  This
certification is based upon the fact that the
time required to prepare and file the elec-
tion statement is minimal and will not
have a significant impact on those small
entities that choose to make the election.
Therefore, a Regulatory Flexibility
Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required.  

Pursuant to section 7805(f) of the Inter-
nal Revenue Code, the notice of proposed
rulemaking preceding these regulations
was submitted to the Chief Counsel for
Advocacy of the Small Business Admin-
istration for comment on its impact on
small business.

Drafting Information

The principal author of these regula-
tions is David Selig, Office of the Assis-
tant Chief Counsel (Passthroughs and
Special Industries), IRS.  However, other
personnel from the IRS and Treasury De-
partment participated in their develop-
ment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1.  The authority citation for
part 1 continues to read in part as follows:

Authority:  26 U.S.C. 7805 * * *
Par. 2.  Section 1.195–1 is added to

read as follows:

§1.195–1  Election to amortize start-up
expenditures.

(a) In general. Under section 195(b), a
taxpayer may elect to amortize start-up
expenditures (as defined in section
195(c)(1)).  A taxpayer who elects to
amortize start-up expenditures must, at
the time of the election, select an amorti-
zation period of not less than 60 months,
beginning with the month in which the ac-
tive trade or business begins.  The elec-
tion applies to all of the taxpayer’s start-
up expenditures with respect to the trade
or business.  The election to amortize

start-up expenditures is irrevocable, and
the amortization period selected by the
taxpayer in making the election may not
subsequently be changed.

(b) Time and manner of making elec-
tion. The election to amortize start-up ex-
penditures under section 195 shall be
made by attaching a statement containing
the information described in paragraph (c)
of this section to the taxpayer’s return.
The statement must be filed no later than
the date prescribed by law for filing the
return (including any extensions of time)
for the taxable year in which the active
trade or business begins.  The statement
may be filed with a return for any taxable
year prior to the year in which the tax-
payer’s active trade or business begins,
but no later than the date prescribed in the
preceding sentence.  Accordingly, an elec-
tion under section 195 filed for any tax-
able year prior to the year in which the
taxpayer’s active trade or business begins
(and pursuant to which the taxpayer com-
menced amortizing start-up expenditures
in that prior year) will become effective in
the month of the year in which the tax-
payer’s active trade or business begins.

(c) Information required. The state-
ment shall set forth a description of the
trade or business to which it relates with
sufficient detail so that expenses relating
to the trade or business can be identified
properly for the taxable year in which the
statement is filed and for all future taxable
years to which it relates.  The statement
also shall include the number of months
(not less than 60) over which the expendi-
tures are to be amortized, and to the ex-
tent known at the time the statement is
filed, a description of each start-up expen-
diture incurred (whether or not paid) and
the month in which the active trade or
business began (or was acquired).  A re-
vised statement may be filed to include
any start-up expenditures not included in
the taxpayer’s original election statement,
but the revised statement may not include
any expenditures for which the taxpayer
had previously taken a position on a re-
turn inconsistent with their treatment as
start-up expenditures.  The revised state-
ment may be filed with a return filed after
the return that contained the election.

(d) Effective date.This section applies
to elections filed on or after December 17,
1998.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 3.  The authority citation for part
602 continues to read as follows:

Authority:  26 U.S.C. 7805.
Par. 4.  In §602.101, paragraph (c) is

amended by adding an entry to the table
in numerical order to read as follows:

§602.101  OMB Control numbers.

*  *  *  *  *
(c) * * *

CFR part or section Current OMB
where identified control No.
and described 

*  *  *  *  *

1.195–1 . . . . . . . . . . . . . . . . . 1545–1582

*  *  *  *  *

Bob Wenzel,
Deputy Commissioner of 

Internal Revenue.

Donald C. Lubick,
Assistant Secretary of 

the Treasury.

(Filed by the Office of the Federal Register on De-
cember 16, 1998, 8:45 a.m., and published in the
issue of the Federal Register for December 17, 1998,
63 F.R. 69554)

Section 262.—Personal, Living,
and Family Expenses

26 CFR 1.262–1: Personal, living, and family
expenses.

For the rules to determine whether daily trans-
portation expenses incurred by a taxpayer are de-
ductible business expenses under § 162(a), see Rev.
Rul. 99–7, page 4.

Section 664.—Charitable
Remainder Trusts

26 CFR 1.664–1: Charitable remainder trusts.

T.D. 8791

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1, 25, and 602
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Guidance Regarding Charitable
Remainder Trusts and Special
Valuation Rules for Transfers of
Interests in Trusts

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Final regulations.

SUMMARY:  This document contains
final regulations relating to charitable re-
mainder trusts and to special valuation
rules for transfers of interests in trusts.
The final regulations provide additional
guidance regarding charitable remainder
trusts.  The final regulations affect chari-
table remainder trusts and their beneficia-
ries.  

DATES:  Effective date: These regula-
tions are effective December 10, 1998.  

Applicability dates: For dates of ap-
plicability of these regulations, see the ex-
planations under SUPPLEMENTARY
INFORMATION.

FOR FURTHER INFORMATION CON-
TACT:  Mary Beth Collins or Jeff Erick-
son, (202) 622-3080 (not a toll-free num-
ber).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in these final regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number 1545-
1536.  Responses to this collection of in-
formation are required to allow taxpayers
alternative means of valuing a charitable
remainder trust’s unmarketable assets.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.

The estimated annual burden per re-
spondent varies from .25 to .75 hours, de-
pending on individual circumstances,
with an estimated average of .5 hours.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to the
Internal Revenue Service,Attn:  IRS

Reports Clearance Officer, OP:FS:FP,
Washington, DC 20224, and to the Office
of Management and Budget,Attn:  Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503.

Books or records relating to this collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

On April 18, 1997, the IRS published in
the Federal Register(62 F.R. 19072) a
notice of proposed rulemaking (REG–
209823–96, 1997–1 C.B. 763) regarding
sections 664 and 2702.  Comments re-
sponding to the proposed regulations
were received, and a public hearing was
held on November 18, 1997.  After con-
sidering the comments received and the
statements made at the public hearing, the
proposed regulations are adopted as re-
vised by this Treasury decision.  

Explanation of Provisions

This document amends 26 CFR parts 1
and 25 to provide additional rules under
sections 664 and 2702.  Section 664 con-
tains the rules for charitable remainder
trusts (CRTs).  In general, a CRT provides
for a specified periodic distribution to one
or more beneficiaries (at least one of
whom is a noncharitable beneficiary) for
life or for a term of years with an irrevo-
cable remainder interest held for the bene-
fit of charity.  

There are two types of CRTs:  a charita-
ble remainder annuity trust (CRAT) and a
charitable remainder unitrust (CRUT).  A
CRAT pays a sum certain at least annually
to the beneficiaries (the annuity amount).
A CRUT pays a unitrust amount at least
annually to the beneficiaries.  Generally,
the unitrust amount is a fixed percentage
of the net fair market value of the CRUT’s
assets valued annually (fixed percentage
CRUT).  The unitrust amount can instead
be calculated under one of two income
exception methods (income exception
CRUT).  Under the first method, the uni-
trust amount is the lesser of the fixed per-
centage amount or the trust’s annual net
income (net income method).  Under the

second method, the unitrust amount is de-
termined under the net income method
plus any amount of income that exceeds
the current year ’s fixed percentage
amount to make up for any shortfall in
payments from prior years when the trust
income was less than the fixed percentage
amount (NIMCRUT method).  The short-
fall in payments from prior years is com-
monly referred to as the “make-up
amount.”

The revisions to the proposed regula-
tions are discussed below.

I.  Flip Unitrusts

A.  Triggering Events
The proposed regulations provide spe-

cific rules for when a trust may convert
from one of the income exception meth-
ods of computing the unitrust amount to
the fixed percentage method (flip uni-
trust).  The proposed rule was designed
for taxpayers who ultimately wanted the
unitrust amount to be computed on the
fixed percentage method but funded the
trust with unmarketable assets that gener-
ate little annual income.  A number of
commentators agreed with the policy un-
derlying the proposed rule.  Some com-
mentators requested that we permit flip
unitrusts for all income exception CRUTs
regardless of the marketability of the trust
assets.  Other commentators suggested
that the final regulations clarify whether
the proposed rule was a safe harbor or the
exclusive circumstance for which a flip
unitrust would be permitted. 

In response, the final regulations ex-
pand the availability of the flip unitrust to
certain other situations that the IRS and
Treasury believe are consistent with the
legislative history indicating that a trustee
should not have discretion to change the
method used to calculate the unitrust
amount.  H.R. Conf. Rep. No. 782, 91st
Cong., 1st Sess. 296 (1969), 1969–3 C.B.
644, 655. 

The final regulations allow the govern-
ing instrument of a CRUT to provide that
the CRUT will convert once from one of
the income exception methods to the
fixed percentage method for calculating
the unitrust amount if the date or event
triggering the conversion is outside the
control of the trustees or any other per-
sons.  The final regulations include exam-
ples of permissible and impermissible
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triggering events.  For example, permissi-
ble triggering events with respect to any
individual include marriage, divorce,
death, or birth of a child.  Also, the sale of
an unmarketable asset such as real estate
is a permissible triggering event.  Exam-
ples of impermissible triggering events
include the sale of marketable assets and a
request from the unitrust recipient or the
unitrust recipient’s financial advisor that
the trust convert to the fixed percentage
method.

The final regulations also provide that
the conversion to the fixed percentage
method occurs at the beginning of the tax-
able year that immediately follows the
taxable year in which the triggering date
or event occurs.  Any make-up amount
described in section 664(d)(3)(B) is for-
feited when the trust converts to the fixed
percentage method.

The proposed regulations define un-
marketable assets as assets other than
cash, cash equivalents, or marketable se-
curities (within the meaning of section
731(c)).  Commentators asked for clarifi-
cation of the term unmarketable assets
and recommended changing the scope of
this class of assets.  In response, the final
regulations define unmarketable assets as
assets other than cash, cash equivalents,
or assets that can be readily sold or ex-
changed for cash or cash equivalents.  For
example, unmarketable assets include real
property, closely-held stock, and unregis-
tered securities for which there is no
available exemption permitting public
sale.

Commentators requested that the final
regulations permit conversions from the
fixed percentage method to one of the in-
come exception methods and conversions
from a CRAT to a CRUT.  The flip uni-
trust allowed in the final regulations is the
only type of permissible conversion.
Thus, a CRAT cannot convert to a CRUT
without losing its status as a CRT.  Simi-
larly, a CRUT using the fixed percentage
method cannot convert to an income ex-
ception method without losing its status
as a CRT.

B.  Effective Date and Transitional Rules 
The rules for flip unitrusts are effective

for CRUTs created on or after December
10, 1998.  The proposed regulations al-
lowed reformations in limited circum-
stances.  In response to comments, the

final regulations expand the circum-
stances in which reformation is available.
The final regulations allow income excep-
tion CRUTs to be reformed to add provi-
sions allowing a conversion to the fixed
percentage method provided the trigger-
ing event does not occur in a year prior to
the year in which the court issues the
order reforming the trust.  Adding the
conversion provisions will not cause the
CRUT to fail to function exclusively as a
CRT and will not be an act of self-dealing
under section 4941 if the trustee initiates
legal proceedings to reform the trust by
June 8, 1999. 

II.  Time for Paying the Annuity Amount
or the Unitrust Amount

The proposed regulations provide that
the payment of the annuity amount or the
unitrust amount determined under the
fixed percentage method must be made by
the close of the taxable year in which it is
due.  The rules were proposed in response
to abuses associated with the use of accel-
erated CRTs described in Notice 94–78
(1994–2 C.B. 555).  After receiving a sig-
nificant number of comments on the pro-
posed rules, the IRS issued Notice 97–68
(1997–48 I.R.B. 11), which provided
guidance on complying with the proposed
rules for the 1997 taxable year.  

One commentator recommended ap-
plying the proposed rules only to trusts
created after the date the final regulations
are published.  Another commentator sug-
gested adopting the rules in Notice 97–68
for all trusts created after a certain date.
Although recent legislative changes have
reduced the potential tax benefits of ac-
celerated CRTs, the IRS and Treasury
continue to be concerned about the poten-
tial abuse of the post-year-end grace pe-
riod to produce a tax-free return of appre-
ciation in the assets contributed to a
CRAT or a fixed percentage CRUT.
Therefore, the final regulations adopt
rules similar to those in Notice 97–68
with certain modifications.  The rules are
effective for taxable years ending after
April 18, 1997.

For CRATs and fixed percentage
CRUTs, the annuity or unitrust amount
may be paid within a reasonable time
after the close of the year for which it is
due if (a) the character of the annuity or
unitrust amount in the recipient’s hands is

income under section 664(b)(1), (2), or
(3); and/or (b) the trust distributes prop-
erty (other than cash) that it owned as of
the close of the taxable year to pay the an-
nuity or unitrust amount and the trustee
elects on Form 5227, “Split-Interest Trust
Information Return,” to treat any income
generated by the distribution as occurring
on the last day of the taxable year for
which the amount is due.  In addition, for
CRATs and fixed percentage CRUTs that
were created before December 10, 1998,
the annuity or unitrust amount may be
paid within a reasonable time after the
close of the taxable year for which it is
due if the percentage used to calculate the
annuity or unitrust amount is 15 percent
or less.

III. Appraising Unmarketable Assets

Under section 664(d)(2)(A), a CRUT
must value its assets annually.  The pro-
posed regulations provide that, if a CRT
holds unmarketable assets and the only
trustee is the grantor, a noncharitable ben-
eficiary, or a related or subordinate party
to the grantor or the noncharitable benefi-
ciary within the meaning of section
672(c) and the applicable regulations, the
trustee must value those assets using a
current qualified appraisal,as defined in
§1.170A–13(c)(3), from a qualified ap-
praiser,as defined in §1.170A–13(c)(5). 

The final regulations follow the pro-
posed regulations and provide that the
trust’s unmarketable assets must be val-
ued by an independent trustee, or by a
qualified appraisal from a qualified ap-
praiser.  The proposed regulations define
an independent trustee as a person who is
not the grantor, a noncharitable benefi-
ciary or a related or subordinate party to
the grantor, or the noncharitable benefi-
ciary within the meaning of section
672(c) and the applicable regulations.
The final regulations add the grantor’s
spouse to the list of persons to whom an
independent trustee cannot be related or
subordinate.  A co- trustee who is an inde-
pendent trustee may value the trust’s un-
marketable assets.

Finally, in response to comments, the
final regulations define unmarketable as-
sets as assets other than cash, cash equiv-
alents, or assets that can be readily sold or
exchanged for cash or cash equivalents.
For example, unmarketable assets include
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real property, closely-held stock, and un-
registered securities for which there is no
available exemption permitting public
sale.

The rules for valuing unmarketable as-
sets are effective for trusts created on or
after December 10, 1998.

IV.  Application of Section 2702 to
Certain CRUTs

Under the proposed regulations, uni-
trust interests in an income exception
CRUT that are retained by the donor or
any applicable family member will be val-
ued at zero when a noncharitable benefi-
ciary of the trust is someone other than (1)
the donor, (2) the donor’s U.S. citizen
spouse, or (3) both the donor and the
donor’s U.S. citizen spouse.  Commenta-
tors stated that income exception CRUTs
without a make-up provision should be
exempt from section 2702.  The IRS and
Treasury believe that, in addition to the
NIMCRUT method, the net income
method can be used to circumvent the in-
tent of section 2702.  Therefore, the final
regulations do not exempt from section
2702 CRUTs that use only the net income
method.

Commentators also stated that the pro-
posed rule encompassed other transfers
that section 2702 was not intended to in-
clude.  A commentator noted that the pro-
posed rule would value a transferor’s in-
terest at zero even though the transferor
merely retained a secondary life estate.
The final regulations clarify that section
2702 will not apply when there are only
two consecutive noncharitable beneficial
interests and the transferor holds the sec-
ond of the two interests.

Commentators also asked whether sec-
tion 2702 may apply to flip unitrusts.  The
potential abuse associated with income
exception CRUTs also exists with flip
unitrusts.  Therefore, under the final regu-
lations, section 2702 applies to a flip uni-
trust if the CRUT does not fall within one
of the exemptions.  

V.  Prohibition on Allocating
Precontribution Gain to Trust Income
and Make-up Amount as a Liability

The proposed regulations clarify that
the proceeds from the sale of an income
exception CRUT’s assets, at least to the
extent of the fair market value of the as-

sets when contributed to the trust, must be
allocated to trust principal.  Some com-
mentators stated that the rule is inconsis-
tent with the rule concerning income
under section 643(b).  Other commenta-
tors questioned whether the make-up
amount under the NIMCRUT method
should be treated as a liability when valu-
ing the trust’s assets.  

The final regulations maintain the pro-
hibition on allocating precontribution
gain to trust income for an income excep-
tion CRUT.  However, the governing in-
strument, if permitted under applicable
local law, may allow the allocation of
post-contribution capital gains to trust in-
come.  Taxpayers do not have to treat the
make-up amount as a liability when valu-
ing the assets of a NIMCRUT. 

VI. Example Illustrating Rule for
Characterizing Distributions from
CRUTs

The proposed regulations contain an
example of how the ordering rule under
section 664(b) operates when the unitrust
amount is computed under an income ex-
ception method.  No comments were re-
ceived on this example.  Thus, the final
regulations adopt the example without
any changes.

Effect on Other Documents

Notice 97–68 (1997–48 I.R.B. 11) is
obsolete as of December 10, 1998.  

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required.  It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because
the regulation does not impose a collec-
tion of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply.  Therefore, a
Regulatory Flexibility Analysis is not re-
quired.  Pursuant to section 7805(f), the
notice of proposed rulemaking preceding
these regulations was submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Drafting Information

The principal authors of these regula-
tions are Mary Beth Collins and Jeff Er-
ickson, Office of the Assistant Chief
Counsel (Passthroughs and Special Indus-
tries), IRS.  However, other personnel
from offices of the IRS and Treasury De-
partment participated in their develop-
ment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, CFR parts 1, 25, and 602
are amended as follows:

PART 1—INCOME TAXES 

Paragraph 1.  The authority citation for
part 1 continues to read in part as follows:

Authority:  26 U.S.C. 7805 * * * 
Par. 2. In §1.664–1, paragraphs (a)(7)

and (d)(1)(iii) are added, and paragraph
(f)(4) is added following the concluding
text of paragraph (f)(3) to read as follows: 

§1.664–1 Charitable remainder trusts.

(a) * * *
(7) Valuation of unmarketable assets—

(i)  In general.If unmarketable assets are
transferred to or held by a trust, the trust
will not be a trust with respect to which a
deduction is available under section 170,
2055, 2106, or 2522, or will be treated as
failing to function exclusively as a chari-
table remainder trust unless, whenever the
trust is required to value such assets, the
valuation is—

(a) Performed exclusively by an inde-
pendent trustee; or

(b) Determined by a current qualified
appraisal,as defined in §1.170A–13(c)-
(3), from a qualified appraiser,as defined
in §1.170A–13(c)(5).

(ii) Unmarketable assets.  Unmarket-
able assets are assets that are not cash,
cash equivalents, or other assets that can
be readily sold or exchanged for cash or
cash equivalents.  For example, unmar-
ketable assets include real property,
closely-held stock, and an unregistered
security for which there is no available
exemption permitting public sale.

(iii) Independent trustee.An indepen-
dent trustee is a person who is not the
grantor of the trust, a noncharitable bene-
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ficiary, or a related or subordinate party to
the grantor, the grantor’s spouse, or a non-
charitable beneficiary (within the mean-
ing of section 672(c) and the applicable
regulations).

*  *  *  *  *

(d) * * * (1) * * *
(iii) Example. The following example

illustrates the application of this para-
graph (d)(1): 

Example.(i) X is a charitable remainder unitrust
described in section 664(d)(2) and (3).  The annual
unitrust amount is the lesser of the amount of trust
income, as defined in §1.664–3(a)(1)(i)(b), or six
percent of the net fair market value of the trust assets
valued annually.  The net fair market value of the
trust assets on the valuation date in 1996 is
$150,000.  During 1996, X has $7,500 of income
after allocating all expenses.  All of X’s income for
1996 is tax-exempt income.  At the end of 1996, X’s
ordinary income for the current taxable year and
undistributed ordinary income for prior years are
both zero; X’s capital gain for the current taxable
year is zero and undistributed capital gain for prior
years is $30,000; and X’s tax-exempt income for the
current year is $7,500 and undistributed tax-exempt
income for prior years is $2,500.  

(ii) Because the trust income of $7,500 is less
than the fixed percentage amount of $9,000, the
unitrust amount for 1996 is $7,500.  The character
of that amount in the hands of the recipient of the
unitrust amount is determined under section 664(b).
Because the unitrust amount is less than X’s undis-
tributed capital gain income, the recipient of the
unitrust amount treats the distribution of $7,500 as
capital gain.  At the beginning of 1997, X’s undis-
tributed capital gain for prior years is reduced to
$22,500, and X’s undistributed tax-exempt income is
increased to $10,000.

*  *  *  *  *

(f)  * * *
(4) Valuation of unmarketable assets.

The rules contained in paragraph (a)(7) of
this section are applicable for trusts cre-
ated on or after December 10, 1998.  A
trust in existence as of December 10,
1998, whose governing instrument re-
quires that an independent trustee value
the trust’s unmarketable assets may be
amended or reformed to permit a valua-
tion method that satisfies the require-
ments of paragraph (a)(7) of this section
for taxable years beginning on or after
December 10, 1998.

*  *  *  *  *

Par. 3. In §1.664–2, paragraph (a)(1)(i)
is revised to read as follows:

§1.664–2 Charitable remainder annuity
trust.

(a) * * *
(1) * * * (i) Payment of sum certain at

least annually.  The governing instrument
provides that the trust will pay a sum cer-
tain not less often than annually to a per-
son 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
engaged in an act of self-dealing (within
the meaning of section 4941), to have un-
related debt-financed income (within the
meaning of section 514), to have received
an additional contribution (within the
meaning 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 be-
cause the annuity 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 recipi-
ent 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 distributes property (other
than cash) that it owned at the close of the
taxable year to pay the annuity amount;
and

(2) The trustee elects to treat any in-
come generated by the distribution as oc-
curring on the last day of the taxable year
in which the annuity amount is due.

(b) Special rule for trusts created be-
fore December 10, 1998. In addition, to
the circumstances described in paragraph
(a)(1)(i)(a) of this section, a trust created
before December 10, 1998, will not be
deemed to have engaged in an act of self-
dealing (within the meaning of section
4941), to have unrelated debt-financed in-
come (within the meaning of section
514), to have received an additional con-
tribution (within the meaning of para-
graph (b) of this section), or to have failed
to function 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 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 irrevocably
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 Form
5227, “Split-Interest Trust Information
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.  Xis a charitable remainder annuity
trust described in section 664(d)(1) that was created
after December 10, 1998.  The prorated annuity
amount payable from X for Year 1 is $100.  The
trustee does not pay the annuity amount to the recip-
ient by the close of Year 1.  At the end of Year 1, X
has only $95 in the ordinary income category under
section 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 annuity 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, re-
sulting 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 re-
cipient’s hands is $95 of ordinary income, $3 of cap-
ital 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.

*  *  *  *  *

Par. 4.  Section 1.664–3 is amended as
follows:

1.  Paragraphs (a)(1)(i)(a), (a)(1)(i)-
(b)(1), and (a)(1)(i)(b)(2) are revised.

2.  Paragraphs (a)(1)(i)(b)(3), (a)(1)(i)-
(b)(4), (a)(1)(i)(b)(5), and (a)(1)(i)(c)
through (a)(1)(i)(l) are added.

3.  The third sentence of paragraph
(a)(1)(iv) is revised.

The added and revised provisions read
as follows: 

§1.664–3 Charitable remainder unitrust.

(a) * * *
(1) * * * (i) * * * (a) General rule. The

governing instrument provides that the
trust will pay not less often than annually
a fixed percentage of the net fair market
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value of the trust assets determined 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.  This
paragraph (a)(1)(i)(a) is applicable for
taxable years ending after April 18, 1997.

(b) * * *
(1) The amount of trust income for a

taxable year to the extent that such
amount is not more than the amount re-
quired to be distributed under paragraph
(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 section 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 this paragraph (a)(1)(i)(b), trust
income means income as defined under
section 643(b) and the applicable regula-
tions.  

(4) For this paragraph (a)(1)(i)(b), pro-
ceeds from the sale or exchange of any as-
sets contributed 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 contribution.

(5) The rules in paragraphs (a)(1)(i)(b)-
(1), (2), and (3) of this section are applica-
ble for taxable years ending after 

April 18, 1997, and the rule in para-
graph (a)(1)(i)(b)(4) of this section is ap-
plicable for sales or exchanges that occur
after April 18, 1997.

(c)  Combination of methods.  Instead
of the amount described in paragraph
(a)(1)(i)(a) or (b) of this section, the gov-
erning 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 pe-
riod and then pay the amount described in
paragraph (a)(1)(i)(a) of this section (cal-
culated using the same fixed percentage)
for the remaining years of the trust only if
the governing instrument provides that—

(1) The change from the method pre-
scribed in paragraph (a)(1)(i)(b) of this
section to the method prescribed in para-
graph (a)(1)(i)(a) of this section is trig-
gered on a specific date or by a single
event whose occurrence is not discre-

tionary with, or within the control of, the
trustees or any other persons;

(2) The change from the method pre-
scribed in paragraph (a)(1)(i)(b) of this
section to the method prescribed in para-
graph (a)(1)(i)(a) of this section occurs at
the beginning of the taxable year that im-
mediately follows the taxable year during
which the date or event specified under
paragraph (a)(1)(i)(c)(1) of this section
occurs; and

(3) Following the trust’s conversion to
the method described in paragraph
(a)(1)(i)(a) of this section, the trust will
pay at least annually to the permissible re-
cipients the amount described only in
paragraph (a)(1)(i)(a) of this section and
not any amount described in paragraph
(a)(1)(i)(b) of this section.

(d) Triggering event. For purposes of
paragraph (a)(1)(i)(c)(1) of this section, a
triggering event based on the sale of un-
marketable assets as defined in §1.664–
1(a)(7)(ii), or the marriage, divorce,
death, or birth of a child with respect to
any individual will not be considered dis-
cretionary with, or within the control of,
the trustees or any other persons.

(e) Examples.The following examples
illustrate the rules in paragraph (a)(1)-
(i)(c) of this section.  For each example,
assume that the governing instrument of
charitable remainder unitrust Y provides
that Y will initially pay not less often than
annually the amount described in para-
graph (a)(1)(i)(b) of this section and then
pay the amount described in paragraph
(a)(1)(i)(a) of this section (calculated
using the same fixed percentage) for the
remaining years of the trust and that the
requirements of paragraphs (a)(1)(i)(c)(2)
and (3) of this section are satisfied.  The
examples are as follows:

Example 1. Yis funded with the donor’s former
personal residence.  The governing instrument of Y
provides for the change in method for computing the
annual unitrust amount as of the first day of the year
following the year in which the trust sells the resi-
dence.  Yprovides for a combination of methods that
satisfies paragraph (a)(1)(i)(c) of this section.

Example 2. Yis funded with cash and an unregis-
tered security for which there is no available exemp-
tion permitting public sale under the Securities and
Exchange Commission rules.  The governing instru-
ment of Y provides that the change in method for
computing the annual unitrust amount is triggered on
the earlier of the date when the stock is sold or at the
time the restrictions on its public sale lapse or are oth-
erwise lifted.  Y provides for a combination of meth-
ods that satisfies paragraph (a)(1)(i)(c) of this section.

Example 3. Yis funded with cash and with a se-
curity that may be publicly traded under the Securi-
ties and Exchange Commission rules.  The govern-
ing instrument of Y provides that the change in
method for computing the annual unitrust amount is
triggered when the stock is sold.  Y does not provide
for a combination of methods that satisfies the re-
quirements of paragraph (a)(1)(i)(c) of this section
because the sale of the publicly-traded stock is
within the discretion of the trustee. 

Example 4. S establishes Y for her granddaughter,
G, when G is 10 years old.  The governing instrument
of Y provides for the change in method for computing
the annual unitrust amount as of the first day of the
year following the year in which G turns 18 years old.
Y provides for a combination of methods that satisfies
paragraph (a)(1)(i)(c) of this section.

Example 5. The governing instrument of Y pro-
vides for the change in method for computing the
annual unitrust amount as of the first day of the year
following the year in which the donor is married.  Y
provides for a combination of methods that satisfies
paragraph (a)(1)(i)(c) of this section.

Example 6. The governing instrument of Y pro-
vides that if the donor divorces, the change in
method for computing the annual unitrust amount
will occur as of the first day of the year following
the year of the divorce.  Y provides for a combina-
tion of methods that satisfies paragraph (a)(1)(i)(c)
of this section.

Example 7. The governing instrument of Y pro-
vides for the change in method for computing the
annual unitrust amount as of the first day of the year
following the year in which the noncharitable bene-
ficiary’s first child is born.  Y provides for a combi-
nation of methods that satisfies paragraph
(a)(1)(i)(c) of this section.

Example 8.The governing instrument of Y pro-
vides for the change in method for computing the
annual unitrust amount as of the first day of the year
following the year in which the noncharitable bene-
ficiary’s father dies.  Y provides for a combination of
methods that satisfies paragraph (a)(1)(i)(c) of this
section.

Example 9.The governing instrument of Y pro-
vides for the change in method for computing the an-
nual unitrust amount as of the first day of the year
following the year in which the noncharitable benefi-
ciary’s financial advisor determines that the benefi-
ciary should begin receiving payments under the sec-
ond prescribed payment method.  Because the
change in methods for paying the unitrust amount is
triggered by an event that is within a person’s con-
trol, Y does not provide for a combination of methods
that satisfies paragraph (a)(1)(i)(c) of this section.

Example 10.The governing instrument of Y pro-
vides for the change in method for computing the
annual unitrust amount as of the first day of the year
following the year in which the noncharitable bene-
ficiary submits a request to the trustee that the trust
convert to the second prescribed payment method.
Because the change in methods for paying the uni-
trust amount is triggered by an event that is within a
person’s control, Y does not provide for a combina-
tion of methods that satisfies paragraph (a)(1)(i)(c)
of this section.

(f) Effective date—(1) General rule.
Paragraphs (a)(1)(i)(c), (d), and (e) of this
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section are applicable for charitable re-
mainder trusts created on or after Decem-
ber 10, 1998. 

(2) General rule regarding reforma-
tions of combination of method unitrusts.
If a trust is created on or after December
10, 1998, and contains a provision allow-
ing a change in calculating the unitrust
amount that does not comply with the
provisions of paragraph (a)(1)(i)(c) of this
section, the trust will qualify as a charita-
ble remainder unitrust only if it is
amended or reformed to use the initial
method for computing the unitrust
amount throughout the term of the trust,
or is reformed in accordance with para-
graph (a)(1)(i)(f )(3) of this section.  If a
trust was created before December 10,
1998, and contains a provision allowing a
change in calculating the unitrust amount
that does not comply with the provisions
of paragraph (a)(1)(i)(c) of this section,
the trust may be reformed to use the initial
method for computing the unitrust
amount throughout the term of the trust
without causing the trust to fail to func-
tion exclusively as a charitable remainder
unitrust under §1.664–1(a)(4), or may be
reformed in accordance with paragraph
(a)(1)(i)(f )(3) of this section.  Except as
provided in paragraph (a)(1)(i)(f )(3) of
this section, a qualified charitable remain-
der unitrust will not continue to qualify as
a charitable remainder unitrust if it is
amended or reformed to add a provision
allowing a change in the method for cal-
culating the unitrust amount.

(3) Special rule for reformations of
trusts that begin by June 8, 1999.  Not-
withstanding paragraph (a)(1)(i)(f )(2) of
this section, if a trust either provides for
payment of the unitrust amount under a
combination of methods that is not per-
mitted under paragraph (a)(1)(i)(c) of this
section, or provides for payment of the
unitrust amount under only the method
prescribed in paragraph (a)(1)(i)(b) of this
section, then the trust may be reformed to
allow for a combination of methods per-
mitted under paragraph (a)(1)(i)(c) of this
section without causing the trust to fail to
function exclusively as a charitable re-
mainder unitrust under §1.664–1(a)(4) or
to engage in an act of self-dealing under
section 4941 if the trustee begins legal
proceedings to reform by June 8, 1999.
The triggering event under the reformed
governing instrument may not occur in a

year prior to the year in which the court
issues the order reforming the trust, except
for situations in which the governing in-
strument prior to reformation already pro-
vided for payment of the unitrust amount
under a combination of methods that is not
permitted under paragraph (a)(1)(i)(c) of
this section and the triggering event oc-
curred prior to the reformation.

(g) Payment under general rule for
fixed percentage trusts.When the uni-
trust amount is computed under paragraph
(a)(1)(i)(a) of this section, a trust 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 meaning of
paragraph (b) of this section), or to have
failed to function exclusively as a charita-
ble remainder trust (within the meaning of
§1.664–1(a)(4)) merely because the uni-
trust 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 unitrust
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 char-
acterized as corpus described in section
664(b)(4) because—

(1) The trust distributes property (other
than cash) that it owned at the close of the
taxable year to pay the unitrust amount;
and

(2) The trustee elects to treat any in-
come generated by the distribution as oc-
curring on the last day of the taxable year
for which the unitrust amount is due.

(h) Special rule for fixed percentage
trusts created before December 10, 1998.
When the unitrust amount is computed
under paragraph (a)(1)(i)(a) of this sec-
tion, a trust created before December 10,
1998, will not be deemed to have engaged
in an act of self-dealing (within the mean-
ing of section 4941), to have unrelated
debt-financed income (within the mean-
ing of section 514), to have received an
additional 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 be-
cause the unitrust 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 fixed
percentage to be paid each year as the uni-
trust amount is 15 percent or less of the
net fair market value of the trust assets as
determined under paragraph (a)(1)(iv) of
this section.  

(i) Example.The following example il-
lustrates the rules in paragraph (a)(1)(i)(g)
of this section:

Example. Xis a charitable remainder unitrust that
calculates the unitrust amount under paragraph
(a)(1)(i)(a) of this section.  X was created after De-
cember 10, 1998.  The prorated unitrust amount
payable from X for Year 1 is $100.  The trustee does
not pay the unitrust amount to the recipient by the
end of the Year 1.  At the end of Year 1, X has only
$95 in the ordinary income category under section
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 addi-
tion to $95 in cash, the trustee distributes to the uni-
trust recipient a capital asset with a $5 fair market
value and a $2 adjusted basis to pay the $100 uni-
trust 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
unitrust amount for Year 1 in the recipient’s hands is
$95 of ordinary income, $3 of capital gain income,
and $2 of trust corpus.  For Year 1, X satisfied para-
graph (a)(1)(i)(g) of this section.

(j) Payment under income exception.
When the unitrust amount is computed
under paragraph (a)(1)(i)(b) of this sec-
tion, a trust will not be deemed to have
engaged in an act of self-dealing (within
the meaning of section 4941), to have un-
related debt-financed income (within the
meaning of section 514), to have received
an additional contribution (within the
meaning 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 be-
cause payment of the unitrust amount is
made after the close of the taxable year if
such payment is made within a reasonable
time after the close of such taxable year.

(k) Reasonable time.For paragraphs
(a)(1)(i)(g), (h), and (j) of this section, a
reasonable time will not ordinarily extend
beyond the date by which the trustee is re-
quired to file Form 5227, “Split-Interest
Trust Information Return,” (including ex-
tensions) for the taxable year.

(l) Effective date.Paragraphs (a)(1)(i)-
(g), (h), (i), (j), and (k) of this section are
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applicable for taxable years ending after
April 18, 1997.

*  *  *  *  *

(iv) * * * If the governing instrument
does not specify the valuation date or
dates, the trustee must select such date or
dates and indicate the selection on the
first return on Form 5227, “Split-Interest
Trust Information Return,” that the trust
must file.  * * *

*  *  *  *  *

PART 25—GIFT TAX; GIFTS MADE
AFTER DECEMBER 31, 1954

Par. 5.  The authority citation for part
25 continues to read in part as follows:

Authority:  26 U.S.C. 7805. * * * 
Par. 6. In §25.2702–1, paragraph (c)(3)

is revised to read as follows:

§25.2702–1 Special valuation rules in the
case of transfers of interests in trust.

*  *  *  *  *

(c) * * *
(3) Charitable remainder trust. (i) For

transfers made on or after May 19, 1997,
a transfer to a pooled income fund de-
scribed in section 642(c)(5); a transfer to
a charitable remainder annuity trust de-
scribed in section 664(d)(1); a transfer to
a charitable remainder unitrust described
in section 664(d)(2) if under the terms of
the governing instrument the unitrust
amount can be computed only under sec-
tion 664(d)(2)(A); and a transfer to a
charitable remainder unitrust if under the
terms of the governing instrument the uni-
trust amount can be computed under sec-
tion 664(d)(2) and (3) and either there are
only two consecutive noncharitable bene-
ficial interests and the transferor holds the
second of the two interests, or the only
permissible recipients of the unitrust
amount are the transferor, the transferor’s
U.S. citizen spouse, or both the transferor
and the transferor’s U.S. citizen spouse.

(ii) For transfers made before May 19,
1997, a transfer in trust if the remainder
interest in the trust qualifies for a deduc-
tion under section 2522.

*  *  *  *  *  

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 7.  The authority citation for part
602 continues to read as follows:

Authority:  26 U.S.C. 7805.
Par. 8.  In §602.101, paragraph (c) is

amended by revising the entry for §1.664-
1 to read as follows:

§602.101 OMB Control numbers.

*  *  *  *  *

(c) * * *

CFR part or section Current OMB
where identified control No.
and described 

*  *  *  *  *

1.664–1 . . . . . . . . . . . . . . . . . 1545–1536

*  *  *  *  *

Robert E. Wenzel,

Deputy Commissioner of 
Internal Revenue.

Approved  December 1, 1998.

Donald C. Lubick,
Assistant Secretary of 

the Treasury,
(Tax Policy). 

(Filed by the Office of the Federal Register on De-
cember 9, 1998, 8:45 a.m., and published in the
issue of the Federal Register for December 10, 1998,
63 F.R. 68188)

ACTION:  Final and temporary regula-
tions.

SUMMARY:  This document contains
final and temporary Income Tax Regula-
tions relating to the allocation of loss rec-
ognized on the disposition of stock and
other personal property and the computa-
tion of the foreign tax credit limitation.
The loss allocation regulations primarily
will affect taxpayers that claim the foreign
tax credit and that incur losses with respect
to personal property and are necessary to
modify existing guidance with respect to
loss allocation.  The foreign tax credit limi-
tation regulations will affect taxpayers
claiming foreign tax credits that have pas-
sive income or losses and are necessary to
modify existing guidance with respect to
the computation of the limitation.  

DATES:  Effective dates: These regula-
tions are effective January 11, 1999, except
that §1.904–4(c)(2)(ii)(A) and (B) are ef-
fective March 12, 1999 and §1.904–
4(c)(3)(iv) is effective December 31, 1998.

Dates of applicability: For dates of ap-
plicability of §§1.865–1T, 1.865–2, and
1.865–2T, see §§1.865–1T(f), 1.865–2(e),
and 1.865–2T(e), respectively.  For dates
of applicability of §1.904–4(c), see
§1.904–4(c)(2)(i).

FOR FURTHER INFORMATION CON-
TACT:  Seth B. Goldstein, (202) 622-
3810, regarding section 865(j); and Re-
becca Rosenberg, (202) 622-3850,
regarding section 904(d) (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:

Background

On May 14, 1992, the IRS published a
notice of proposed rulemaking in the Fed-
eral Register (REG–209527–92, for-
merly INTL–1–92 (1992–1 C.B. 1209),
57 F.R. 20660), proposing amendments to
the Income Tax Regulations (26 CFR part
1) under section 904(d).  The regulations
included proposed amendments to the
grouping rules under §1.904–4(c)(3) for
purposes of determining whether passive
income is high taxed.  The amendments
were proposed to be effective for taxable
years beginning after December 31, 1991.
A public hearing was held on September
24, 1992, but no written or oral comments
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