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PREFACE

This is not your father’s law and tax book (Part I). The purpose of this text is to communicate to
fundraisers and financial advisors the basic concepts of planned giving in a friendly, straightforward, and
visually attractive format, while providing explanatory text that might be helpful where the visual elements are
insufficient. The intended use is for the reader to flip through the images in the sections of interest until
reaching an image that seems new or confusing, at which point the surrounding explanatory text may be
helpful. The citations in the text are relatively sparse and for those desiring more technical texts with superior
citations 1 recommend Thomas J. Ray, Jr.’s, Charitable Gift Planning, Catherine W. Wilkinson & Jean M.
Baxley’s, Charitable Giving Answer Book, Bruce R. Hopkins’ The Law of Fundraising, and Bryan Clontz’s Charitable
Gifts of Noncash Assets (2nd Edition).

This is not your father’s law and tax book (Part II). This book is intentionally published in a print-on-
demand format. This means that changes can be incorporated into the current version of the book within a
matter of days. It also means that I would be most appreciative of any information related to errors, trivial or
otherwise, because these are easily corrected. Please e-mail me at russell. james@ttu.edu if you happen to find
such. (Special thanks to Jill Gary Hughes, Leo O’Connor, Jr., Peter Hayward, Robert Constantine, and Ray
Tyler for their past guidance in this way.) Note, however, that some errors of omission are intentional as this
is not intended to be an exhaustive treatment of every possible transaction type and option, but rather is
intended to be a basic primer on charitable gift planning.

The slides used in this text are from the courses that 1 have taught for many years as part of the on-
campus and online Graduate Certificate in Charitable Financial Planning and Master of Science in Personal
Financial Planning both in the Department of Personal Financial Planning at Texas Tech University, as well
as in my course in Charitable Gift Planning at the Texas Tech University School of Law. Information on the
online Graduate Certificate in Charitable Financial Planning is available at www.EncourageGenerosity.com.
Additionally, the PowerPoint or pdf version of many of the slides contained herein and audio of some related
lectures are also available, for free, at the website.

And now, on to the disclaimers: This notice is made in order to comply with applicable Treasury Department and
other regulations (including but not limited to Circular 230):  This book is not intended to provide personal legal, tax or
financial advice. Consequently, I urge you to seek the advice of your own legal, tax, or financial professionals in connection with
gift and planning matters. This text is not intended to be used and cannot be used for the purpose of avoiding tax-related
penalties.

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change withont notice. Reasonable people may disagree abont the opinions

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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expressed herein. All transactions and investments entail risks. There is no guarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

This book contains text and images representing charities including The Salvation Army (as an example of a public charity)
and The Bill & Melinda Gates Foundation (as an example of a private foundation). These are used for illustrative purposes
only and should in no way imply any support, endorsement, or affiliation of these organizations with this text or ifs anthor. The
trademarks of these organigations are owned by their respective organizations. Images in this text were purchased from
www.istockphoto.com  and  www.stockfresh.com. The  image of Bill and Melinda  Gates is  from
http:] | commons.wikimedia.org/ wiki/ File:Bill_og_Melinda_Gates_2009-06-03_(bilde_01).JPG and was taken by Kjetil
Ree in 2009. The image of Bill Gates alone is from btip:/ | commons.wikimedia.org/ wiki/ File:Bill_Gates_in_Poland.jpg

© 2006-2024, CPC Holdings, LLC. All rights reserved. 2



5 VALUING CHARITABLE GIFTS OF PROPERTY

Valuing Gifts of
Property

To begin the topic of valuing charitable gifts of
property, it is useful to consider why this topic
is so important. As discussed previously, the
vast majority of wealth in this country is not
held in cash, savings accounts, checking
accounts, or money market accounts.
Consequently, if fundraisers wish to ask for gifts
of wealth, then, by and large, they must ask for
gifts of property. In other words, if fundraisers
want to ask from the “big bucket” of wealth,
then they need to ask for gifts of property,
meaning any type of non-cash asset. A
fundamental requirement of being able to ask
for these property gifts from the “big bucket” is
an understanding of how such gifts are valued
for tax purposes. As we will see, this is no small

issue. Different types of assets in different types of transactions may be valued dramatically differently,
including a valuation of zero dollars. In order to be able to learn how to ask from the “big bucket,” it is
essential to have a basic understanding of how gifts of property are valued. A fundraiser or advisor who
suggests a charitable gift of property while being unaware that the deduction in that particular case would be
far less than the value of the property is creating serious potential problems. This chapter prevents that
outcome by reviewing the rules for valuing charitable gifts of property.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 61
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Giving cash requires
no valuation

g

Valuing
gifts of
property
can be
more
complex

© 2006-2024, CPC Holdings, LLC. All rights reserved. 62

If you are familiar only with cash gifts to
charity, then this issue of valuation may be new
to you. Cash gifts include all cash equivalent
transactions such as checks, currency, or credit
cards. Gifts of cash require no valuation. The
value is simply the amount of the gift. Because
the valuation is simple, calculating the
deduction is also simple. Although cash gifts
are simple, the bulk of a donor’s wealth is rarely
held in cash. Understanding gifts of non-cash
assets opens up the possibility for many more
sophisticated and beneficial conversations with
donorts.

Valuing cash or cash equivalent gifts is simple.
Valuing some types of property gifts is complex.
Part of this complexity may come from the
difficulty inherent in valuing certain types of
property. Additionally, there are special tax
rules for certain kinds of property. These can
alter the valuation of the property for tax
purposes. Many of these rules were created in a
reactive fashion — responding to particular
individual abuses. This has resulted in a
hodgepodge of rules that are not always
consistent. Nevertheless, there are some general
principles that apply to most gifts of property.
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VALUING CHARITABLE GIFTS OF PROPERTY

Common valuation options

Current Fair
Market Value

$0

Cost Basis (if lower
than current value)

The most common valuations fall into three
categories. With a few exceptions, the value for
tax deduction purposes of a charitable gift of
property will be (1) the fair market value of the
property, (2) the cost basis of the property —
only where such basis is less than the fair
market value of the property, or (3) nothing.
Notice that the most advantageous valuation
that a donor can receive under any
circumstances is the fair market value of
property. This is an important fact when
working with donors, because the almost
universal expectation is that the charitable gift
of property will generate a charitable deduction
equal to the value of the property. But often, it
won’t. Asking for a property gift that generates

no deduction or a much reduced deduction without understanding that reality in advance places the
fundraiser or advisor in a bad position. Thus, knowing the rules for deducting gifts of property is a
prerequisite for suggesting them. At least this is true if the fundraiser or advisor wants to avoid
embarrassment, financial loss, and broken relationships. So, let’s explore the three most common valuation

options for property given to charity.

What you paid for
it less depreciation
deductions already
taken

One of the common valuation options for
charitable gifts of property is the property’s
“cost basis,” or what is referred to more
technically as “adjusted basis.” The term cost
basis is used here because, in most cases, the
adjusted basis is simply the amount paid for the
item by the donor (i.e., its cost to the donor).
So, if a donor paid $100 for an item that is now
worth $200, the deduction for giving that item
to charity will be $100 if the gift is valued at its
cost basis. Note that the cost basis valuation of
charitable gifts of property is never used when
the cost basis is greater than the property’s fair
market value. Cost basis valuation of gifts of
property can only lower the value of the gift
compared with its fair market value, not raise it.

The cost basis of property can include other items besides the initial purchase price. For example, if a
person purchases a house for $100,000 and then spends $30,000 on an addition to the house, his basis in the
home is $130,000. So, the basis of a property includes both its initial purchase price and any subsequent

capital expenditures.

Calculating the basis of a property becomes more complex if it involves depreciation deductions. Not
all property is subject to depreciation deductions. However, this is common with property that is used for
commercial business purposes. A depreciation deduction allows a person to claim that the property has
become less valuable because it is wearing out. For example, if someone purchases a $5,000 computer for her
business, she can claim that after one year of use that the computer is worth $4,000. Consequently, she will
have a depreciation deduction of $1,000. She can do this for each of the first five years that she uses the
computer in her business until, after five years, it is completely depreciated. If after five years she has taken
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depreciation deductions of $5,000, her basis is $0. She paid $5,000 and then deducted $5,000 of depreciation
deductions. Thus, $5,000 — $5,000 = $0.

Depreciation deductions affect charitable deductions for gifts of property because a taxpayer can’t
deduct the same item twice. If a $5,000 computer purchase has already generated $5,000 of deductions
(through depreciation), the taxpayer cannot then give it to charity and generate another $2,000 deduction —
even if it is truly worth $2,000. This would mean deducting the same item twice. As a result, the value of
property for purposes of determining the charitable deduction is always reduced by any depreciation
deductions that have already been taken. This is true for gifts that are valued at cost basis. It is also true for
gifts that are valued at fair market value. Of course, not all property can be depreciated. In fact, depreciation
is not a concern in most property gift transactions. But, it is an important concept to keep in mind for those
cases when it does arise (primarily physical items used in business operations).

Charitable gifts of property can also be valued
at their current “fair market value.” The IRS
indicates that fair market value is the price that
property would sell for on the open market. It
. is the price that would be agreed on between a

Current Fair willing buyer and a willing seller, with neither
Market Value being required to act, and both having
reasonable knowledge of the relevant facts. For
our purposes, it is easiest to think of fair market
value as simply the answer to the question,
“What could you normally sell it for?” or,
“What is it worth?” As mentioned above, even
when property can be deducted at its fair
market value, this deduction must be reduced
by any previous depreciation deductions already
taken on that property by the donor. (Because,
again, deducting the same dollar more than once is not allowed.)

Its value on the open market)
(less any depreciation
deductions already taken) |

. . . When valuing an item of property to be given
W h IC h va I u at iIon a p p I Ies ? as a charitable gift, the initial issue is, for almost
all transactions, “Which of these 3 valuation
approaches apply?” How will the item be
. valued for purposes of the charitable tax

Current Fair deduction?pWPi)ll the donor be able to deduct its
Market Value fair market value, its basis, or nothing at all?
Next, we review the basic framework that
determines which of these deduction amounts
the donor can use.

$0

Cost Basis (if lower
than current value)

© 2006-2024, CPC Holdings, LLC. All rights reserved. 64
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When proceeds from the sale of the property
Fair Market Value | would have been considered ordinary income if

unless... the donor had sold the property (rather than
given it to a charity), then the donor may

Private Special | Unrelated . .
Foundation | Election Use deduct only his or her basis in the property.
[except [50% Tangible

“qualiied ncome Personal For example, if a cobbler received §$100 for
selling a pair of his shoes, this money is
o ; l ;‘ considered to be ordinary income. Selling

shoes is his ordinary business. If the cobbler
\ gave a pair of shoes that normally sells for $100

| to a charity, his deduction would not be $100

| H (the fair market value). Instead, his deduction

l would be limited to his cost basis in the shoes
Basis (cost) (i.e., his cost of materials in the shoes). Or
suppose a famous artist painted a painting.
Then she gave it to a charity. Her deduction
would be limited to the cost of the canvas and paint used in the painting. Just as with the cobbler selling
shoes, if the artist had sold the painting, the money from the sale would have been taxed as ordinary income.

The cost basis valuation also applies to any property that has been held by the donor for one year or
less. If this property had been sold for a profit, that profit would have been short-term capital gain. All such
short-term capital gain property is valued at its basis for purposes of the charitable deduction. (Any property
that would have generated a loss if sold would not be valued at its basis because, in that case, the basis would
be higher than the fair market value. The donor is never allowed to use basis for valuation if it is higher than
fair market value.)

The only type of non-cash property that has a chance of being valued at fair market value for a
charitable deduction is long-term capital gain property. We begin with the assumption that long-term capital
gain property can be valued at its fair market value for charitable tax deduction purposes. However, several
circumstances can cause long-term capital gain property to drop out of fair market value valuation and be
reduced to cost basis valuation.

The first scenario where long-term capital gain property can be dropped into cost basis valuation is if
the property is given to a private foundation, rather than to a public charity. Although here there is an
exception to the exception: if the gift is “qualified stock” then it can still be deducted at fair market value.
Another reason that long-term capital gain property may not be valued at fair market value for tax deduction
purposes is if the donor has made a “special election” to accept the lower valuation in exchange for a higher
charitable deduction income limitation. (This is discussed in the chapter on income limitations for charitable
deductions.)

A third circumstance when long-term capital gain property will not be valued at its fair market value
is when such property is “unrelated use” tangible personal property. It is easiest to think of tangible personal
property as movable physical property. This excludes immovable real estate such as land or anything
permanently attached to the land, like a building. This also excludes intangible personal property, such as
shares of stock or bonds. (Stocks and bonds, physically, are just pieces of paper. They have value only
because of the rights they represent, not because of the paper they are printed on.) “Unrelated use” tangible
personal property is property that the charity does not intend to use in furtherance of its charitable purposes.
If, for example, the charity intends to simply sell the gifted item, then the item is “unrelated use” property.
(Note that this is true even though the cash from the sale of the item will be used to further the charitable
purposes of the organization.)

Capital loss property is property that is worth LESS at its sale than the owner orginally paid for it. In
that case, the fair market value would be less than the cost basis of the property. If the fair market value is
less than the cost basis of the property, then the donor cannot deduct the fair market value regardless of what
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kind of property is being gifted. If the donor is contributing loss property, short-term or long-term makes no
difference for gift valuation.

In practice, donors should never give capital loss property. Instead the loss should be realized and
deducted upon the sale of the property. For example, if a donor bought a share of stock for $110 and it is
now worth $10, it is better for the donor to sell the share and then give the proceeds to charity, rather than to
give the share directly to the charity. If he sells the share, he will recognize a loss of $100 ($110 purchase
price less the $10 sale price). This loss can offset other gains that he might otherwise have to pay taxes on.
But if he gives the share directly to a charity, he loses the ability to recognize that loss, and so he loses a
valuable tax benefit. The charitable tax deduction is the same whether he gives the share directly to the
charity or sells the share and then gives the proceeds to the charity (i.e., $10). This is why capital loss
property should not be given directly to the charity. It should instead be sold and the proceeds given to the
charity.

Now consider some examples that demonstrate

Fair Market Value how these rules function with specific gifts.

Unless. i Suppose that a donor owns a share of stock that
Specal | Unroatod he paid one dollar for in 1990, which today is
F°“"da”°" worth $25. He gives that shate of stock to a

[50% Tangble . .
public charity. How much could he deduct for

— ;‘% LIJ that charitable gift?
——
1990 Paid $1

Basis (cost)

Notice that the stock is long-term capital gain

Fair Market Value property. Why? First, it has gone up in value,

unless, - therefore, it is gain property. Second, the donor
Speml Unrem has owned it since 1990. This means he has
FD“"dabm owned it for more than 12 months and,

[50% Tangble

: stock] imizor]
7990 Paid $1 ;

therefore, it is long-term capital property.

Basis (cost)
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Current Value: $25
AT PR

e Mcrosolt g

— O s
1990 Paid $1

ong:term
apifel g s

Current Value: $25
I i

= Microsoft o

— B -
1990 Paid $1

Basis (cost)

Fair Market Value
unless...

Current Value:
$1800/acre

1990 Paid
$600/acre

Basis (cost)
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Because it is long-term capital gain property,
this means that the donor can deduct its fair
market value (in this case, $25), unless one of
the three exceptions applies.

In this case, none of the three exceptions apply.
The donor is not giving the property to a
private foundation, but instead is giving it to a
public charity. The donor has not made a
special election to reduce the valuation, so that
exception does not apply. And finally, this is
intangible personal property, therefore, the third
exception, which relates to Zangible personal
property, does not apply. Because none of the
three exceptions apply, the donor can deduct
this gift at its fair market value of $25.

Now suppose the donor has farmland that he
purchased for $600 an acre in 1990, which is
now worth $1800 an acre. He contributes this
farmland as a gift to a private foundation. How
much per acre can he deduct for this gift?
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Fair Market Value
unless...

Private cial

Current Value:

$1800/acre

1990 Paid
$600/acre

~Long:terhr
: ggpit;a_l _gain

Current Value:
$1800/acre

1990 Paid
$600/acre

|58

Basis (cost)

Fair Market Value
unless...

Current Value:

$1800/acre

1990 Paid
$600/acre

||

N\ ya

Basis (cost)
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As before, we begin by recognizing that this is
long-term capital gain property. First, it has
gone up in value. Second, the donor has owned
it for more than 12 months.

Because this is long-term capital gain property,
the donor can normally deduct its fair market
value, unless one of the exceptions applies.

The donor has not made a special election to
have his gift’s valuation lowered, so that
exception does not apply. Similarly, this is not
tangible personal property. (It is real property.)
Therefore, the tangible personal property
exception does not apply either. However, the
donor has made this gift to a private
foundation. Consequently, he will not be able
to deduct its fair market value, unless it is
“qualified stock.” Cleatly, this is not any type
of stock shares, because it is real property. So,
this exception to the exception is not relevant.
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Current Value:
$1800/acre

1990 Paid
$600/acre

Fair Market Value
unless...

Private i
Foundation
=Nl
soek]

Charity displays
toy in collection

[50%

Fair Market Value
unless...

Unrelated
Use
Tangible

T

Basis (cost)

~“Long=term
---capital gain.

Charity displays
toy in collection

[50%

Fair Market Value
unless...

Unrelated
Tangble

T

Basis (cost)
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As a result of making this gift to a private
foundation (since it is not “qualified stock”),
the donor’s deduction for the charitable gift of
land will be limited to its cost basis. In this
case, that means that the donot’s deduction will
be limited to $600 per acre.

Next, consider an example involving a different
kind of property. Suppose a donor purchased
an antique toy car six weeks ago for $1. This
was quite a good purchase, because today the
value of the antique toy car is $25. The donot’s
plan is to give the toy car to a museum of toys
that is also a public charity. The charity is
interested in the car for its historical value and
intends to display the car in its museum
collection. How much can the donor deduct
for the gift of the antique toy car given to the
public charity?

The answer to this question is actually simpler
than it may seem at first. Because the donor
has owned the antique toy car for only six
weeks, it is short-term capital gain. Because it is
short-term capital gain, the rules concerning
“related use” or “unrelated use” tangible
personal property become irrelevant. The gift
must be valued at the lower of fair market value
ot basis regardless of its usage by the charity.
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Paid $1 Charlty dlsplays
toy in collection

Fair Market Value
unless...

Charity dlsplays
toy in collection

Fair Market Value
unless...

Basis (cost)

Paid $1 Charlty dlsplays
toy in collection

Fair Market Value

unless...

Unrelated
Tangble

Basis (cost)
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These exceptions are irrelevant because, as
short-term capital gain property, this item may
be valued only at cost basis. (As always, valuing
at cost basis assumes that the cost basis is less
than fair market value. Here, the cost basis of
$1 is less than the fair market value of $25.)

Now consider a slightly different example.
Suppose that the donor purchased the antique
toy car, not six weeks ago, but in 1990. How
does this change the result?

To begin with, since the donor has owned the
property for more than 12 months and it has
gone up in value, this property is long-term
capital gain.
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1990
Pald $1 toy in collection

air Market Valu

Private ial Unrelated
Ele|::'honspe‘?‘a Use
[except [50% | Tangble

‘qualified == income Personal
" stock’] imitation] | | Property
Charity displays - ~

>

Charity displays

1990
Paid $1 toy in collection

nre

\\ {/

Basis (cost)

Because this is long-term capital gain property,
there is the potential to deduct the full fair
market value of the gifted property, rather than
only its cost basis. Of course, this is true only if
none of the exceptions apply.

The first exception does not apply, because this
is not a gift to a private foundation. It is a gift
to a public charity, in this case a museum of
toys. Next, there was no mention of a special
election, so this exception does not apply either.
Finally, this is tangible personal property and
consequently the unrelated use exception could
apply. However, in this case, the charity will
actually be using the gifted item in furtherance
of its charitable purposes. Thus, this property
is related use property, not unrelated use
property. Because none of the exceptions
apply, the donor is allowed to deduct the full
fair market value of the property donated to the
charity. In this case, it is important that the
charity “intended” to use the item in its

charitable operations by displaying the toy in its collection. How can the IRS prevent abuse of this rule by
charities that might say they “intend” to use gifts of property, but then simply sell the gifted property?

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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In this case, abuse is limited by the recapture

Fair Market Value | rule. 1fa charity sells (or otherwise transfers)
unless... the property item within three years, the

valuation could change from fair market value

Recapture
If charity transfers donor’s “related use” i i
tangibla parsonal property 555,000 to cost basis. Such a change of valuation would
within 3 years, it must certi 1 1
substantia relglted o o haf ntended require the donor to amend his or her tax return
use became impossible), otherwise 1 1
- “Valuation st ol ke | to reflect the lower deduction. This recapture
i, Charity displays - 7 — rule applies only to tangible personal property
toy in collection worth more than $5,000. (The IRS does not

want to hassle with recapture for small gifts.)
For these larger gifts, a transfer or sale of the
property by the charity within three years will
lead to the reduced valuation for the charitable
Basis (cost) dedl.lction. This occurs unless the charity
certifies that it made substantial related use of
the property prior to sale or that the intended

use became impossible.

For example, if the donot’s toy car were worth $25,000 (instead of $25) and the charity sold the toy
three months later, then the original deduction would be subject to recapture. However, if the reason the
charity sold the car was because their museum location burnt down, making it impossible to display the car as
originally intended, then no recapture would be required (assuming that the charity certified that the original
intended use became impossible). Alternatively, if the charity had, for example, displayed the car for 2 %2
years in its collection prior to the sale of the item and it was willing to certify this substantial related use, this
certification could also prevent recapture. Obviously, the simplest and cleanest way to avoid recapture is to
make sure the charity does not sell the item for at least three years. 1f the charity does sell within three years,
but it also certifies that one of these two exceptions applies, that will also avoid recapture. However, this
certification must be accurate. The charity must sign under penalty of perjury, and there is a $10,000 fine if
the charity provides false information.

So, what happens if the charity does not use the

Fair Market Value | item, but instead simply sells it soon after

unless receiving it? In this case the donor gives his

LN . . . -
antique toy car to a public charity that displays

Fo';ndauon Epecar | Untlated | toys in its museum, but the charity doesn’t want

[50% gangle | to display the donor’s toy. The charity just

o] Properly wants to sell it. So, after the donor has given
I the toy to the charity, the charity sells the toy at
its annual benefit auction. What happens then?

Basis (cost)

© 2006-2024, CPC Holdings, LLC. All rights reserved. 7
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Fair Market Value
unless...

Unrelated
Tangble

Charity seIIs toy at

1990
Paid $1 annual benefit auction

Charity sells toy at
annual benefit auction

“Long-term” "
,capltal gam =

1990
Paid $1

Basis (cost)

Fair Market Value
unless...

—

Charity sells toy at
annual benefit auction

1990
Paid $1

Basis (cost)
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Once again, this is still long-term capital gain
property because the donor has owned it since
1990 and it has gone up in value.

Because this is long-term capital gain property,
there is at least the possibility that it could be
valued at fair market value unless one of the
exceptions applies.

In this case, one of the exceptions does indeed
apply, because this is unrelated use tangible
personal property. It is unrelated use property
because the charity did not use it. Instead, the
charity simply sold it for money. It is tangible
personal property because it is a moveable
physical item. Thus, this tangible personal
property is not being used by the charity, but is
instead simply being sold, and thus the
exception to fair market valuation does apply.
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Because one of the exceptions applies, the

- Falr Market value donor cannot use the fair market value for
' unless... calculating the deduction. Instead, the valuation

Unrelated || Must drop down to the cost basis valuation. So,
Current Value: $25 mint Talr-:ggle the glft_ of an item worth $25 generates a
Ll maeamaiion %  Pesonal | deduction of only $1.

—

P:l? 31 Charity seils toy at - ; I ;'w.

annual benefit auction

An exception to the exception is the rule related

i Falr Market value to “qualified stock”. Qualified stock is typical
i unless... publicly traded stock. That is, stocks that are

. Market ati Private Special Unrelated traded'on an exchange such that market
el seLanarations Foundation  Election se quotations are regularly available. For example,
available excent

[60% Tangible
income Personal any stock traded on the New York Stock

ok 7% Exchange can be qualified stock. In addition to
‘ I - being a publicly traded stock, the private

foundation cannot have more than 10% of the
y entire company when counting all family
| member transfers together.

What is the thought behind this rule?
The intent is to avoid giving special benefit to
BaSis (cost) large, closely-held, insider transactions.
Consider the case of a family owned business
where family members transfer most shares of
the business to their own private family foundation. This transaction has some potential for abuse. The
family members controlled the asset before the gift. And now, as board members of the private family
foundation, they control the asset after the gift (at least until it is sold). Determining the fair market value of
shares in a family owned business may be quite difficult. This is especially true for closely held corporations
where other investors may be uninterested in owning a minority share when the family still controls all
aspects of the business. Because private family foundations are often controlled by the donor or the donot’s
family, these transfers are generally less desirable than gifts to traditional public charities

The exception is allowed for cases in which the property given is almost like cash. It is almost like
cash because the shates are reglarly traded and have an easily identifiable value. It is also like cash because it
is not a very large share of the total ownership of the corporation (even when considering all family members’
transfers together). Given the cash-like nature of the transfer, there is less concern about inappropriate or
abusive transactions, making a fair market value deduction more appropriate. Let’s look at an example of the
mechanics of this kind of transaction.

* Not more than 10%
of company given to
the foundation
(counting all family
member transfers)
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Fair Market Value
unless...

Current Value: $25
SO, o, OO
g MicrosoRt

e )
1990 Paid $1
10,000 Shares

Basis (cost)

Fair Market Value
unless...

Current Value: $25
O - PO
- Microsoft

1990 Paid $1
10,000 Shares

Current Value: $25
AT P
- Mcosat

1990 Paid $1
10,000 Shares

Basis (cost)
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Suppose a donor owns 10,000 shares of
Microsoft Corporation (a publicly traded
corporation), which she originally paid $1 per
share for and is today worth $25 per share. The
donor gives these 10,000 shares to a private
foundation. What is her deduction for this gift?

Initially, it is useful to note that this is long-term
capital gain property. This is true because the
donor has owned it for more than 12 months
and it has gone up in value.

Because it is long-term capital gain, there is at
least the potential that the donor can deduct its
fair market value, unless one of the exceptions

apply.
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Fair Market Value
unless...

1990 Paid $1 ' -~
10,000 Shares

" & =
Current Value: $25 i %
__, e l a q
” @ st
1990 Paid $1 N ]

10,000 Shares
{/

Basis (cost)

Special asset rules

* Clothing or
household items

¢ A car, boat, or
airplane

» Taxidermy

* |[nventory from the
donor’s business

* A patent or other
intellectual property

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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In this case, the donor is giving the property to
a private foundation, so one of the exceptions
to a fair market value deduction does apply,
unless the donor qualifies for the exception to
the exception.

Because the donor is giving qualified stock, the
normal rule for private foundations does not
apply. As a result, the donor is allowed to
deduct the fair market value of the shates of
stock. Thus, the donor’s deduction is $25 per
share ($250,000) rather than §1 per share
($10,000). The property is “qualified stock”
because it was publicly traded (meaning that
market quotations are available) and because
10,000 shares is much less than a 10%
ownership interest in the corporation (given
that it has millions of shares).

From time to time there have been special kinds
of property that have been used in tax abuse
schemes. As a result, Congress has acted to
create special rules that apply only to specific
types of property, usually in response to these
tax abuses. For these special kinds of property,
the normal rules are modified. Special
charitable donation rules apply to clothing,
household items, cars, boats, airplanes,
taxidermy, inventory, patents, and other
intellectual property.
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Why so many special
asset rules?

...to prevent abuse

With potential income tax deductions
worth half of a gift’s “value,” property
with uncertain valuation creates

opportunities for abuse

Top Tax Rates:
13.3% California
+ 37% Federal

Considering the complexity of the “standard”
rules that we have already reviewed, why would
Congress add these special rules for specific
assets? The answer is that Congress reacted to
ongoing abuses that fit the normal rules, but
were still considered to be inappropriate.

There is always a special potential for abuse in
the area of deductions for gifts of property
when the property has an uncertain valuation.
Consider that if a taxpayer was at the top federal
tax rate of 37%, and at the top state tax rate in a
state like California, where the top rate is 13.3%,
that a deduction is worth over half of the value
of the gifted property. (This is in the typical
case when there is no additional federal
deduction available for state taxes.) When a
property is difficult to value or difficult to sell,
but can be immediately converted into a tax
benefit worth over $.50 of every appraised
dollar, it can make such transfers highly
attractive, even to those with little or no
charitable intent. If a difficult-to-value item of

property can be appraised for two or three times what it could actually be sold for in an immediate sale, it
could be more profitable to donate the property, rather than to sell it. Such financial incentives make gifts of

difficult-to-value assets ripe for abuse.
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Problem:
Clothing &
Household Items

-
Don’t throw
away those old \
clothes, give =
them away and
deduct it! \',\
\

Problem: Donors deduct “Blue Book”
value but charity sells for much less

Hunt on safari
for free!

Donate the

stuffed animals
to a museum
and take a
charitable tax
deduction for all
equipment and
travel
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What do the abuses that led to special rules
look like? For example, a person might have
old clothes that she would otherwise throw in
the trash because they have little or no resale
value. But instead of throwing them away, she
could give them away and generate a charitable
deduction. She might attempt to value the
deduction based on the original cost of the
clothing or some “estimated” value based on a
percentage of the original cost, when in reality
the poor quality clothing has little or no resale

value.

Another abuse could result from gifts of
automobiles where the automobile has some
defect that reduces its value below the normal
resale value for that model and year of car.
Even though in reality the automobile may be
worth nothing, except in a junkyard, taxpayers
may be tempted to donate the vehicle and
deduct the standard value for a vehicle of that
age, make and model (i.e., the “blue book”
value).

A particularly egregious abuse occurred in the
area of donating stuffed animals to a wildlife
museum. In this scheme, the taxpayer would
go on safari to hunt exotic animals, have the
animals stuffed, and then donate the animals to
a wildlife museum. An appraisal firm would
provide a high valuation for exotic stuffed
animals (a valuation which might be difficult to
disprove given the rarity of transactions and the
high cost of acquiring new exotic stuffed
animals). A few small wildlife museums were
willing to accept these donations (often taking
in thousands of animals). The donor would
then deduct his cost basis in the stuffed animal,
including all of the costs of acquiring the
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animal, such as the entire expense of the safari travel. Thus, the tax code was essentially funding a substantial

portion of safari tourism intended to kill exotic animals.

Problem:
How to value
intellectual
property?

“I| give you the
copyright to my
novel that |
think will be a
best seller”

Q\/ 3
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A different problem arose with copyrights and
other intellectual property not simply because of
the risk of fraud, but also because of the
enormous difficulty in valuing such intellectual
property in advance. If a best-selling author,
like John Grisham, wrote a new book and
immediately donated the copyright of the book
to charity, such a donation would be
enormously valuable. If a less well-known
author did the same, the donation could be
highly valuable or it could be worth nothing.
The difficulty is that it may be impossible to tell
at the time of the donation how much the gift is
worth. No amount of sophistication, education,
experience, or integrity of any appraiser can
correct this problem.

Because of the wide variety of problems and issues with these special kinds of property, each of them
now has their own special rule limited only to that specific kind of property.

Solution:
Clothing & P
Household Items Yiat
S
No deduction
unless in “good
used condition or
better” or giving
>$500 worth with
a qualified
appraisal
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Clothing and household items typically cannot
be deducted unless they are in “good used
condition or better.” Requiring “good used
condition” is intended to exclude worn out
clothes. An exception to this rule is allowed if
the donor is giving more than $500 of clothing
and the donor includes a qualified appraisal of
the clothing with the tax return. Thus, small
donations of clothing in poor condition are not
deductible. Large donations of such clothing
may be deductible, but only if accompanied by a
qualified appraisal.
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NOT Household Items Household
XFood items

XArt v'Furniture
XAntiques v'Electronics
Xlewelry v'Appliances
XCollections v'Linens

Current Value

Solution: If charity does not use,
deduction capped at sales price

$6,000
Charity
' —_ @ —_— | sellsat
" auction
1990 Paid for

35,000 Deductlon $3,000

This same rule applies not only to clothing, but
to other household items. The term
“household items” does not include art,
antiques, jewelry or collections. Instead, it
refers to items like furniture, electronics,
appliances, linens and the like. These
household items may not be deducted unless
they are in “good used condition or bettet” or
where the donation is accompanied by a
qualified appraisal indicating a value in excess of
$500 for the entire donation.

In order to prevent abuse with contributions of
automobiles the special rule is that if the charity
sells the automobile, the deduction may be no
greater than the actual sales price. For example,
suppose a donor paid $5,000 for a vehicle (i.e.,
basis) and it is currently worth $6,000 (i.e., fair
market value). The donor gives that vehicle to a
charity, and the charity sells it. Unfortunately,
in this case, the charity does a poor job of
pricing the vehicle. As a result, the vehicle sells
for only $3,000. In that case, the donor can
only deduct $3,000. This is true even though
both the basis and the fair market value were
higher than $3,000. This rule can only /ower the
charitable deduction from the amount that
would normally result from the standard

valuation rules for gifts of property. If, for example, two benefactors of the charity ran the bid for the vehicle
up so that it sold for $10,000, the deduction for the contribution of the car would not be $10,000. As a gift
of tangible personal property not used by the charity, the deduction would be the lower of fair market value

or basis, which in this case is $5,000.
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Applies to any car, boat, or plane
deduction >$500

Current Value

$6,000 _
Charity
—_ —3 sellsat
auction

1990 Paid for
35,000 Deduction $3,000

Use normal gift valuation if charity
certifies (Form 1098-C) it will use the
vehicle or give it to a needy person
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Solution:

Deduction for
taxidermy
property is

limited to cost

of stuffing the
animal only
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This same rule applies not only to automobiles,
but also to boats and even planes. However,
the IRS does not require this reduction if the
charitable deduction was $500 or less.
(Although it seems unlikely that automobiles,
boats, or planes would commonly be worth
$500 or less.)

An exception to this rule applies if the charity
will actually use the vehicle in furtherance of its
charitable purposes, or intends to give the
vehicle to a needy person rather than to sell it.
If the charity is willing to certify this usage on
IRS Form 1098-C, then the donor can use the
normal rules for valuing this gift of property
(which in this case means following the rules for
either short-term or long-term related use
personal property).

To address the problem of tax-deduction
financed safari trips, Congress limited
deductions for taxidermy property to the cost of
stuffing the animal only. Thus, none of the

other costs of acquiring the animal may be
deducted.
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Vear 1 100% | Deducting charitable gifts of copyright (or
vear2 100% | other intellectual property, such as patents and
Vear3 90% | trademarks) is not simply a problem of fraud or
Yeara 80% | abuse, butis fundamentally a problem of

Year5 70% accurately valuing the property in advance. To
Year6 60% resolve this issue, Congress allowed for the
Year7 50% | deduction of cost basis plus a share of the next
Year 8 40% 12 years of income from the intellectual

Year9 30% | property right. Thus, the full deduction does
Deduction for copyrights, patents, vear10 20% | not come at the time of the initial transfer.

and trademarks Year 11 10% | Instead, the donor receives a stream of
= Year 12 10% | deductions over 12 years. In this way, the
Cost basis (if < FMV) author giving a copyright to a charitable entity
. . does not need to accurately predict its future
Share of next 12 years income (n/a value in advance, but instead can simply deduct

private foundations)

a share of the actual dollars that go to the
charity as a result of the gift. This deduction of the income stream is only available for gifts to public
charities and not to private foundations.

Note that, as in all other forms of charitable property deductions, the cost basis is deductible only if such
basis is less than fair market value. Thus conceptually, it may still be necessary to estimate the fair market
value of an intellectual property right in advance. However, in practice, many such rights have little or no
cost basis. For example, an authot’s cost basis would include only some paper and ink, and would not take
into account his or her time spent in producing the work. (Note that time and effort are excluded from cost
basis in other areas as well. For example, if a taxpayer purchases a dirty car for $5,000 and then spends three
months cleaning and detailing it, his basis in the car is still only $5,000.)

Another exception to the standard valuation
rules involves an unusual compromise on
valuation. The normal rule for gifts of
inventory is that only the cost basis of
inventory is deductible. However, the tax code
provides a special increase in the deduction for
specific types of inventory gifts. If the donor is
a standard corporation (known as a C-

) ) corporation, as opposed to the closely held, S-
C-corporations may deduct average of basis and corporation), and is giving inventory to a public
FMV (not more than 2X basis) for inventory gifts charity for care of ill individuals, needy

Final
Exception

1. To public charity for care of ill, needy, or infants individuals, or infants, or it is giving qualified
research materials to a institution of higher
education or other scientific institution, then
the donor corporation can receive a higher
deduction. This higher deduction will be the
average of basis and fair market value. Thus, the Corporation receives neither the most favored status (which
would be fair market value) nor the less favored status (which would be cost basis), but instead receives
something in the middle.

However, this deduction is still limited to no more than double the cost basis in the gifted items. This is
to prevent a scenario where the cash value of the deduction was worth more than the cost of manufacturing

the property.

2. Of qualified research property to a higher
education or scientific institution
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Some items must be | Although not exceptions to the general rules,

: some items can be hard to value and
VGIUEdrl:)IyesSPEUal consequently, the IRS requires a special kind of

valuation for these items. For example, in

n " H . . .
gy © For UiEd cars, use "private | determining the fair market value of a used car,
party” value, not dealer taxpayers must use the private party value and

retail o not the amount for which it would sell on a
* For antS{ an md_lVldual dealer lot. For boats, taxpayers may not
appraisal is required estimate fair market value by simply looking at

. FQI’ used qlothing, compare | the price of boats of similar size and age.
with consignment or thrift | Instead, boats require an individual appraisal.

shops This is because there can be dramatic

* For large quantities, value differences in the value and seaworthiness of
as a group, not individual boats of the same age and size, making generic
value X number valuations less relevant. These rules help to

prevent scenarios where it is more profitable to
give the item of property than to sell the item of property. For example, if a donor had a boat that had
significant issues with rotting and seaworthiness, its actual value may be only a fraction of what a boat in
good condition of a similar size and age would sell for. If the donor was allowed to deduct a gift of such a
boat based only upon its size and age, it could create a situation where the cash value of the deduction was
worth more than what the donor could sell the boat for. This is precisely the situation that tax policy wishes
to avoid and hence the reason for requiring individual appraisals for boats. Similarly, when valuing gifts of
clothing, the valuation must be based upon what the used clothing would sell for in a consignment or thrift
shop not based upon what it sells for new in a retail environment. Of course, the difference between what an
Armani suit sells for in an upscale retail environment and what a used Armani suit would sell for in a thrift
shop is dramatic.

Finally, for gifts of large quantities of individual items, valuation must be based upon the value of the
entire lot of items. It is not permitted to estimate the value of a single item and multiply that by the total
number of items gifted. For example, suppose a donor found a box of 1,000 beanie babies on sale on eBay
for $1,000. If the donor purchased these then gave them to an orphanage over a year later for use in their
charitable activities, the donor could be entitled to a deduction of fair market value (long-term capital gain
related use personal property). However, even if the fair market value for a single beanie baby toy was $5, the
donor could not claim a fair market value for the gift of $5,000 ($5 X 1000). Instead, the fair market value
would be the value of the entire lot of 1,000 such beanie babies sold as a single lot.
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Penalties for bad valuation are a
percentage of the unpaid taxes

* More than 1.5X actual
value AND

* More than $5,000
underpayment of tax

20% penalty

40% penalty

75% penalty

* Misstatement due to fraud

If during an audit a charitable gift is found to
be overvalued, this will result in the need to
reduce the deduction to an appropriate value.
This creates the need to pay for additional taxes
and any interest accrued since the due date for
those taxes. In addition to this repayment and
interest there can be penalties for overvaluing a
charitable gift. Those penalties depend upon
the amount of the gift and the degree of over-
valuation. If the gift was valued at greater than
50% of its true value and, as a result, there was
more than $5,000 in underpayment of tax, then
the taxpayer must pay not only the additional
taxes, but also an additional 20% of the unpaid
taxes. If in the previous case, the valuation was
morte than double the item’s true value, then

the penalty would be an additional 40% of the unpaid taxes. Finally, if the misstatement of value was due to
fraud, the penalty would be an additional 75% of the unpaid taxes, regardless of the amount of underpayment
or the degree of over valuation. (Tax fraud can lead not only to financial penalties, but also to

imprisonment.)

Can the
donor
blame the =
appraiser
and avoid
the
penalty?

As discussed in the chapter on documenting
charitable gifts, the donor is often required to
obtain an appraisal in order to deduct gifts of
property. Can the taxpayer avoid the penalties
discussed above if the taxpayer had a qualified
appraisal for the amounts reported? The

‘ answer is: it depends.
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No taxpayer
penalty if:

1.Based on
qualified
appraisal

2.Donor made
a good faith
investigation
of value

3.Valuation
<2X actual

If valuation
>1.5X actual,
appraiser
penalty is
greater of '
$1,000 or 10%
of tax
underpayment.
But, penalty
can’t be > 125%
of appraisal

fee.

¢

There will be no taxpayer penalty if the
valuation was based upon a qualified appraisal,
the donor made a good-faith investigation of
value, and the valuation was less than double
the actual value of the item. This exception
would not apply if the appraisal was not a
qualified appraisal based upon IRS guidelines.
Even if the appraisal was a qualified appraisal,
the donor is still required to have made a good-
faith investigation of the value of the item,
besides simply relying upon the appraisal. But
if both of those conditions apply, and the
appraised value was less than double the actual
value, then no penalty will apply. However, the
unpaid tax resulting from the overvaluation
must still be paid along with any interest.

What are the penalties to the appraiser for
making an excessive appraisal of an item of
property gifted to a charity? 1f the valuation
was more than 50% greater than the actual
value of the item, the appraiser’s penalty will be
the greater of $1,000 or 10% of the tax
underpayment. This penalty could be
potentially catastrophic for appraisers who
appraise items of extremely high value.
Recognizing that such a rule would prevent
even legitimate appraisers from functioning, the
tax code limits the penalty for appraisers to
125% of the appraiser’s fee for making the
appraisal. If an appraiser charges $1,000 and
values a piece of artwork at $10 million when it
was actually worth only $5 million and this

error results in a $1.5 million tax underpayment, the appraisers penalty will not be $150,000 (10% of the tax
underpayment), but instead would be 125% of the appraisal fee, or $1,250.

One interesting case that illustrates the sometimes unusual results from property valuation is that
involving a work of art called “Canyon.” This work of art was inherited by the heirs of an estate. The IRS
appraised the value of the artwork at $65 million and charged $29.2 million in estate taxes on the item. This
valuation was based upon the IRS definition of fair market value, which is the price that property would sell
for on the open market. The problem in this case is that the artwork incorporated the use of a taxidermy
eagle. The sale of such taxidermy eagle feathers or parts is prohibited by federal law. Consequently, the
estate was required to pay a large tax on an item that could not be sold. This is an interesting example of
what could happen with items where the sale is restricted by law, but the valuation is based upon the price
that the item would sell for on the open market. In this case, the heirs would have been much better off if
the artwork have been gifted to a charity, rather than inherited by them. In the final settlement, the IRS
allowed the heirs to retroactively donate the artwork, treating it as if the gift had been made by the estate, thus
generating no net estate taxes on the donated artwork.
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