I’ll wait for my CGA, interest rates are going up.
Probable donor says: “I just heard on CNBC that interest rates are going up.  I have your CGA proposal in hand but I think I will wait a little while to see if this is the right move for me.”
[bookmark: _GoBack]Lately, I am beginning to hear the above from those with good intentions but not great charitable motivation.  They are concerned they will get a better deal if they postpone acting on their CGA proposal.
Let’s step back and examine if this is truly a good “strategy” waiting to make a gift.
Let’s start with the basics.  As you probably know a CGA is an irrevocable agreement with the terms outlined in the signed agreement.  The agreement lists both the payment amount and frequency.  Quarterly are the most common frequency selected as it matches most dividend payments from securities.
There are two important aspects of a CGA.  First, it is part gift and part return of capital sometime thought of as an investment.  For those who itemized this deduction reduces the cost of the gift by the taxes saved. Second, gift annuities produce tax-free payments.  Tax-free payments are better than taxable payments.  The tax-free payment amount ends in the future when the annuitant reaches their IRS determined life expectancy.  Normally this may be 10-20 years in the future.
Combining these two benefits determines the taxable equivalent yield from the CGA.
[image: ]How fast do interest rates move upwards or downwards?  To examine this, take a look at interest rates from 1999 to 2016 as reflected in the monthly AFR produced by the IRS.  The AFR represents 120% of the Federal Midterm Rate rounded to the nearest two-tenths.  Calculated monthly it is also known as the Section7520 rate. The red boxes show some of the highs and lows from a high of 8.2% in March 2000 to a low of 1.0% in August 2012.  Even if you add the current rates of 2.5% for January 2017 and 2.6% for February 2017 you are far from the early year highs.
Let’s examine two examples to show probable donors they should not wait to make their gift.
[image: ]First example is for Mr. Thomas age 67 who has a $10,000 revocable certificate of deposit (CD) maturing and might consider a transfer to an irrevocable CGA to increase his annual income.  He could rollover his CD perhaps to a 5-year CD and receive 2.0% annually or he could consider other investment options such as a bond fund.  But he wants to make a gift and a gift annuity seems like a reasonable alternative considering his financial state in life.
As you can see Mr. Thomas will receive 4.80% payment and a $3,312 charitable deduction.  With $365.26 of his $480.00 annual income received tax-free until 2036 or for 19 years.
What about interest rate increases?  To examine this question, we need to construct a simple Excel spreadsheet.  I start with a base interest rate of .05% and increase that rate by .05% each year.  As the below spreadsheet shows it takes 17 years for the cumulative after tax payments from the 1 year CD to equal the after tax cumulative payments from the gift annuity.  Since taxes play a role with the spendable income taxes are subtracted at a 25% rate from both the CD payment and the gift annuity payment.
[image: ]
Mr. Thomas has a decision to make.  Will he play the interest rate increase possibility or settle for a stable and guaranteed lifetime income with fixed known tax-free payments.  I think considering he will be age 83 when he breaks even the safe and sound decision would be to do the gift annuity.

How about a gift annuity funded with appreciated assets?  Does the same reasoning prevail when a portion of the payments are  taxed at capital gains rates?
Let’s examine the case of Mr. and Mrs. White both age 70.  They have a long term holding of several thousand share of ABC stock with a purchase price of $25,000 that is now worth $100,000.  Because they are both age 70 the CGA payment would be 4.60%.
They receive a charitable deduction of $32,275 and the capital gain associated with their tax deduction amount ($24,562) is never taxed.
Of that $4,600 payment $825.04 is tax-free, $2,477.76 is capital gain and the balance ($1.297.20) is taxed at ordinary income rates. 
[image: ]
My comparison increase interest rates at 1.00% per year and subtracts income and capital gains taxes from each CD and annuity payment.  When does a CD return outpace the net spendable income from a gift annuity?
As the below Excel spreadsheet shows when you subtract the taxes from the payment it significantly decreases the point at which a CD rate increase will outstrip the cumulative payments from a gift annuity.  In our example in 10 years when the donors both will be age 80 the 1 year rollover CD beats the gift annuity.
What are the odds the one year CD rate which is currently around 1.05% will increase 1.00% per year?  Well anything is possible but I don’t suspect interest rates will increase to 12+% during my lifetime so I would feel confident in suggesting to these donors the wonderful advantages of a gift annuity to support their favorite charity.
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For comments or concerns email me at james@connellandassoc.com 
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15 Pinewild Drive, P.O. Box 3335
Pinehurst, North Carolina 28374-3335
Phone 910-295-6800 ….. Fax 910-295-6866
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Interst rate increase vs 5100,000 gift annuity payment ages 70/70

$100,000 Ages 70/70 AfterTax  cum Annuity | Taxable Capital AfterTax  Cum
Year Rate  Payment Payment _ Payment _ Payment Payment Payment Payment _Payment

Base 1.00% 25% tax $4,600.00 25% tax 15%tax
2017 1.00% $1,000  $750.00 $750.00| | $4,600.00 $1,297.20 $2,477.76 $3,904.04  $3,904.04,
2018 2.00% $2,000  $1,500.00 $2,250.00] $620.00 $1,297.20 $2,477.76 $3,904.04  $7,808.07
2019 3.00% $3,000 $2,250.00 $4,500.00] $620.00 $1,297.20 $2,477.76 $3,904.04 $11,712.11
2020 4.00% $4,000  $3,000.00 $7,500.00] $620.00 $1,297.20 $2,477.76 $3,904.04 $15,616.14
2021 5.00% $5,000 $3,750.00 $11,250.00) $620.00 $1,297.20 $2,477.76  $3,904.04 $19,520.18
2022 6.00% $6,000 $4,500.00 $15,750.00} $620.00 $1,297.20 $2,477.76  $3,904.04 $23,424.22
2023 7.00% $7,000  $5,250.00 $21,000.00) $620.00 $1,297.20 $2,477.76  $3,904.04 $27,328.25
2024 8.00% $8,000 $6,000.00 $27,000.00} $620.00 $1,297.20 $2,477.76  $3,904.04 $31,232.29
2025 9.00%  $9,000 $6,750.00 $620.00 $1,297.20 $2,477.76  $3,904.04  $35,136.32

% l000% $10000 $750000  $4125000) | $620.00 $1,297.20 $2,477.76 $390404 $39,04035
2027 11.00% $11,000 $8,250.00 $49,500.00} $620.00 $1,297.20 $2,477.76  $3,904.04 $42,944.40
2028 12.00% $12,000  $3,000.00 $58,500.00} $620.00 $1,297.20 $2,477.76  $3,904.04 $46,848.43
2029 13.00% $13,000  $9,750.00 $68,250.00} $620.00 $1,297.20 $2,477.76  $3,904.04 $50,752.47
2030 14.00% $14,000 $10,500.00  $78,750.00] $620.00 $1,297.20 $2,477.76  $3,904.04 $54,656.50
2031 15.00% $15,000 $11,250.00  $30,000.00) $620.00 $1,297.20 $2,477.76  $3,904.04 $58,560.54
2032 16.00% $16,000 $12,000.00  $102,000.00) $620.00 $1,297.20 $2,477.76  $3,904.04 $62,464.58
2033 17.00% $17,000 $12,750.00  $114,750.00) $620.00 $1,297.20 $2,477.76  $3,904.04 $66,368.61
2034 18.00% $18,000 $13,500.00  $128,250.00] $620.00 $1,297.20 $2,477.76  $3,904.04 $70,272.65
2035 19.00% $18,000 $13,500.00  $141,750.00] $620.00 $1,297.20 $2,477.76  $3,904.04 $74,176.68
2036 20.00% $20,000 $15,000.00  $156,750.00f $620.00 $1,297.20 $2,477.76  $3,904.04 $78,080.72
2037 21.00% $21,000 $15,750.00  $172,500.00) $620.00 $2,997.20 $1,238.80 $4,125.92 $82,206.64
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Interest rates 1999 — 2016
120% of the Federal Midterm Rate rounded to
the nearest two-tenths= AFR

Month 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 20112012 2013 2014 2015 2016 | 2017

January S6 74 50 54 42 42 46 54 55 44 24 30 24 14 10 22 22 22 | AN24
Feb 2.6

Febmary | 55 80 52 56 [W]42 46 52 5 42 20 34 28 14 12 24 20 22

warch | 53 [@] 52 54 38 40 46 54 56 35 24 3 30 14 14 22 15 18

Aol | 54T 60 S5 35 38 50 56 55 34 25 32 14 14 22 20 18

My | 82 75 5 50 3 3 52 S5 56 32 24 34 30 15 12 24 15 18

e | 54 60 B0 53 35 46 4o o 55 30 20 32 2 12 12 22 20 o

suy 70 80 62 55 [3]s0 45 o0 60 42 34 28 24 12 14 22 22 18

Mg 72 76 s 52 32 4n w62 6o 4z a4 2o 22 fer ee eo 14

Septamber| 72 75 S8 46 4z 45 50 60 5B 42 34 24 20 10 20 22 22 14
October | 72 74 56 42 44 44 50 59 52 % 3z 20 14 12 24 22 20 18
% 40 42 50 ss sz 36 32 Rodia w0 20 22 20 16
40 4z 42 54 58 60 34 32 18 16 12 20 20 20 18

November | 74 72

December | 74 70





image2.tmp
1. Single-life, immediate gift annuity -Cash

Charitable Gift Annuity

Chapters Examples7 - Age 67

4.80% Annuity
=
One 1Li'e

2 Annuity of $480.00 3. Quarterly payments for
for one e, Tax-ree e lfe. Property passes
annuity payments. Income. ‘amount $365.28. Estimated to charity with no probate

tax deduction of $3,312 one life payout of $10,560. fees. There are also no
may save $325. Effective payout rate 6.6%. estate taxes

1. Gift property o charty.
Donor receives contract for




image3.tmp
Interst rate increase vs $10,000 gift annuity payments age 67

$10,000  Age 67 AfterTax cum Annuity | Taxable | After Tax
Year  Rate  Payment Payment Payment _ Payment Payment Payment
Base  0.50% 25% tax $480.00 25% tax
2017 1.00%  $100 $75.00 $75.00] $480.00 $142.88  $372.84
018 1s0% 10 $11250  s1s7s0| | saso00 14288 $7as.ce]
2019 2.00%  $200 $150.00  $337.50] $480.00 $142.88  $1,118.52
2020 2.50%  $250 $187.50  $525.00) $480.00 $142.88  $1,491.36
2021 3.00%  $300 $225.00  $750.00] $480.00 $142.88  $1,864.20
2022 3.50%  $350 $262.50 $1,012.50) $480.00 $142.88  $2,237.04
2023 4.00%  $400 $300.00 $1,312.50) $480.00 $142.88  $2,609.88
2024 450%  $450 $337.50  $1,650.00) $480.00 $142.88  $2,982.72
2025 5.00%  $500 $375.00  $2,025.00) $480.00 $142.88  $3,355.56
2026 550%  $550 $412.50  $2,437.50] $480.00 $142.88  $3,728.40
2027 6.00%  $600 $450.00 | $2,887.50) $480.00 $142.88  $4,101.24
2028 6.50%  $650 $487.50  $3,375.00) $480.00 $142.88  $4,474.08
2029 7.00%  $700 $525.00  $3,900.00| $480.00 $142.88  $4,846.92
2030 7.50%  $750 $562.50  $4,462.50] $480.00 $142.88  $5,219.76
2031 8.00%  $800 $600.00 $5,062.50) $480.00 $142.88  $5,592.60
2032 8.50%  $850 $637.50 $5,700.00| $480.00 $142.88  $5,965.44
2033 9.00%  $900 $675.00  $6,375.00| $480.00 $142.88 $6,338.28
2034 9.50%  $950 $712.50  $7,087.50] $480.00 $142.88  $6,711.12
2035 10.00% $1,000 $750.00 $7,837.50] $480.00 $142.88  $7,083.96
2036 10.50% $1,050 $787.50  $8,625.00] $480.00 $142.88  $7,456.80
2037 11.00% $1,00 $825.00 $9,450.00] $480.00 $175.07  $7,805.50
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