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[THIS FOLLOWS THE FIRST PART OF THE OUTLINE FROM JULY 6, 2022] 
 
 
The Perils of Pre-Arranged Sales, Part 2 
 
II. Four Typical Situations You Will Face in Charitable Planning 
 
 A.  Commercial Real Estate 

 
Do you know the term “tenant, toilets and trash”?  (the “3T’s?”) They do, the owners.  
Whether you are working with an apartment building owner, an office building owner, 
maybe even a storage facility owner, a senior facility owner, student housing, Section 8, 
Opportunity Zones, and on and on.  Whether it is a Mom and Pop owner, or an owner 
who had to manage the manager, there is point when they just don’t want to do that any 
longer.   The yield may be low, too, especially if it has been managed by the owner who 
did not want to raise the rents on tenants who have been there a long time.  If that 
happens, NOI drops in relation to the market cap rate, and the value in their property is at 
risk.  They want to sell, but the gain over 20-30 years is huge. 
 
Keep in mind if an owner sells and has to take a 30% or more “haircut” in capital gains 
tax, that is the equivalent of one of the worst days in the stock market.  Their retirement 
portfolio value sinks deeply and at their ages, they cannot recover. 
 
And yet, for the owner has been in charge for so many years, it is hard to give up control. 
Thus, they list the property for sale and start to negotiate with potential buyers. Then, 
someone tells the owner about charitable remainder trusts and how much tax he/she could 
save. If he/she intends to be the trustee, often he/she does not understand the difference 
between the two legal capacities—individual and trustee, and therefore s/he continues to 
discuss or negotiate, or even encourages an offer even though s/he may intend to counter. 
 
At this point, the owner does not want to lose this great sale.  What do you do? 
 
In another twist, the owner may want to sell through a broker, so s/he talks to one s/he 
knows and tells him/her s/he is seriously thinking about selling the property.  The 
commercial broker, having a private list of investors and buyers he knows will close if 
the deal is right, starts thinking of who an ideal candidate for this property might be.  It’s 
not even a “pocket listing” and s/he is not yet sure what the price may be.  Nevertheless, 
the broker calls a few “friends” in the business of commercial real estate investing and 
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mentions there might be a building of interest.  S/he may even give the contact a 
“whisper price”.    This starts the ball rolling, and before the broker can even talk it up 
with and sign up the seller on a listing, an LOI appears on his/her desk. 
 
What do you do? 

 
 
 B.  Primary Residence 
 

1. While it is still real estate, personal residences cause some completely 
different complicating issues. 

 
The timing issues may arise differently and are usually initiated by the owner, not the real 
estate agent or broker.  The owner/donor who lives in the property often does not want to 
move until the house is sold.  For a CRT, that means putting it into a charitable remainder 
trust will cause an issue about moving out and leaving it empty (or staged) until the 
trustee of the trust owns it, lists it and the agent markets it.  
 
The self-dealing rules of IRC section 4941 and the disqualified person rules of IRC 
section 4946 now will clash with the pre-arranged sale rules.  Section 4941 causes an 
excise tax if the donor (the disqualified person) uses an asset of a “private foundation” 
(meaning in this context the CRT).  The donor cannot simply pay a fair market rent 
because that, too, would be an act of self-dealing. 
 
The self-dealing rules and disqualified persons rules for CRTs, CLTs, and pooled income 
funds are almost the same as the prohibited transaction rules for qualified plans and 
IRAs, 
 
If the owner has to move out so the trustee can list it, the donor will ask you about finding 
a buyer very soon.  Voilà.  The pre-arranged sale rule pops up and it causes quite a 
balancing act.  Worse, the donor may ask you if s/he can just stay a few weeks or months 
until the property is sold out of the CRT.  Under IRC section 507(a)(2) a willful and 
flagrant violation of the self-dealing rules will disqualify the CRT as a valid, tax-exempt 
CRT.  The trustee just cannot allow that.  
 
What if the donor is the trustee? What do you do? 
 

2. What if a fractional interest is retained? 
 

There are also cases where the owner may wish to retain a fractional interest equal in 
value to the basis plus the IRC section 121 capital gain exclusion, transferring the excess 
into the CRT to avoid the balance of the gain by selling that portion through the CRT, 
making this a 100% tax-free sale.  The owner will receive substantial cash reserve and a 
decent monthly or quarterly income for life.  He or she may need the cash portion as a 
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down payment for a down-sized retirement house, condo or senior facility.  All the rules 
above apply, plus the sale must be fair and evenly divided over the two interests or 
another self-dealing rule may apply.  This may occur if cash proceeds go to the owner 
and notes go to the CRT. 
 
What if the owner just lives in the property while it is on the market and assists in 
showing the property, staging it, and hosting open house? 
 
Could living there and helping the sale move along be a pre-arranged sale?  What if 
the owner pays fair market rent? 

 
 

C.  General Business Interests—LLCs, Closely-Held Stock, Intangible Property Such As 
Goodwill 
 
All sorts of business interests are gifted to charitable institutions either outright or in a 
charitable remainder trust.  The Small Business Administration says there are 31.7 
million small businesses in the U.S.  Of those the great majority are LLCs and not C 
Corporations.  According to the National Association of Small Business, in 2017, 35 % 
were LLCs, 33% were S Corporations, 19 percent were C corporations, 12 percent were 
sole proprietorships, and 2 % were partnerships. 
 
As you can see, it is highly likely you will have one of those come across your desk in 
estate, financial or charitable planning.  They are not necessarily easy to work with in 
charitable planning.  For the most part, because CRTs cannot own S Corporations 
without that causing the loss of S status if the stock is transferred to a CRT, the likely 
business assets will be LLCs and C Corporations.   
 
The LLC, being a pass-through entity, may carry issues such as debt or operating 
business that can cause unrelated business income to the recipient charity or CRT.  The C 
corporation has its own distinct issues, including the fact the third-party buyers prefer to 
buy the assets to avoid the inclusion of liabilities of the company, some of which may be 
unknown or future liabilities. 
 
Owners of these small businesses often seek to transfer the business as they retire to 
family, to employees or to third-party buyers in that order. With family and with 
employees, when an owner thinks about selling, they start discussing it with the family 
members or employees.  At some later point they may begin to consider a charitable gift, 
which may be outright, but probably more likely in a charitable remainder trust.  
Obviously, that throws us directly into the ring with pre-arranged sales.  These private 
discussions with potential buyers may set the stage for issues of control and timing. (See 
below in III. B). 
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Due to the private nature of the business and the possibility that the owner has had deep 
discussions with the potential buyer, the planner has to investigate how far the private 
discussions have gone.   
 
Another way the transfer of the business interest can fall over the line of being too late to 
transfer to charity or a CRT as a gift is the built in pre-arranged sale –the LLC operating 
agreement or the shareholder buy-sell agreement. These have provisions that restrict the 
transfer of ownership or cause the company or other owners to have a previously agreed-
upon right to purchase the selling owner’s interest. 
 
Generally, the planner needs to ferret out the terms of the restricted transfers and the 
permitted transfers in these agreements.  It may be necessary to revise and restate the 
agreement or to have all owners waiver their rights to purchase the seller’s interest to 
avoid a pre-arranged sale issue.  In section IV, we will look at some of these provisions. 
 
One more issue to consider is that a buyer of the interest from a CRT may be a 
disqualified person who cannot deal with the CRT without causing a self-dealing excise 
tax penalty to apply. 

 
 D.  Stock (and maybe other) Redemptions 
 

This type of transfer is in its own class with respect to falling into the trap of pre-arranged 
sale, despite all the cases cited above. This situation arises in business succession 
planning where the family business is a C corporation.  Mom and Pop want to retire and 
pass the business down to the next generation (assuming they want to operate the 
business) or maybe to employees.  They don’t want to pay the capital gain tax, so they 
would like to establish a CRT, expecting the trustee to offer shares back to corporation or 
the corporation to offer a redemption.  Assuming the corporation has sufficient earnings, 
it may redeem the shares either all at once or perhaps over time as sufficient funds are 
produced. 
 
The first issue is whether the corporation can engage with the CRT.  A sale or exchange 
of property between a disqualified person and the trust is an act of self-dealing.  
However, there is an exception to self-dealing that permits such redemption if all the 
rules of Treas. Reg. sec. 53.4941(d)(3)(d) are met. 
 
Assuming those rules are met, however, there is an open question as to whether the 
redemption was pre-arranged.  As in the Palmer case, each step has to be verifiably in the 
control of the person or entity in the arrangement.  The charity as recipient of the shares, 
or the CRT trustee as recipient of the shares, must have to right to redeem or not to 
redeem, and cannot be in a position where the redemption is compelled by any pre-
arranged agreement.  See the cases discussed above. 
 



 

THE PERILS OF PRE-ARRANGED SALES 
PAGE 5 OF 10 

The planner is advised to be cautious about these important issues before going forward 
with a planned (intended) redemption or series of redemptions. 
 

 
III.  Identifying When It Is Too Late to Make A Charitable Gift 
 
 A.  Analysis of the 12 Steps of Real Estate 
 

Even though there are approximately 31.7 million small businesses in the U.S. and that 
makes it likely the planner will face these issues at some point, it is far more likely that 
real estate transactions will come across the planner’s desk.  Earth is real estate.  It is 
everywhere and you walk on it every day.  Every inch of Earth’s real estate is owned by 
someone or some entity, be it private or government.  Therefore, it is wise to consider 
each and every step that may cause the client to fall into the trap of pre-arranged sale in 
the context of transfers to charity or charitable remainder trusts when dealing with real 
estate.  Charities may want or need transfers of real estate that they may use in their 
program, but that is limited as compared to the number of gifts of real estate that they 
prefer to sell as quickly as possible to acquire the net proceeds. 
 
Let’s look at the steps of real estate transactions generalized (obviously a generalization 
for purposes of analysis of when the pre-arranged sale trap closes on the client). 
 
The following typically occurs.  Let’s discuss in each step where problems may crop up: 
 
1. The listing is entered into with a broker.  This may be a pocket listing or publicly 
available listing on MLS, Zillow or other residential sites, or commercial brokerage sites, 
Loopnet, Crexi and such sites for commercial properties. 
 
2.  The broker/agent offers the property for sale in the ordinary manner for that type of 
property.  What is the effect of that “offer”?  What if the “offer” is exactly what was 
listed and the only contingencies are buyer’s? 
 
3.  The broker/agent shows the property (residential) or sends out the Offering 
Memorandum (commercial).  What is the effect of responses to that? 
 
4.  Discussions or emails are entered into based on interest shown by potential buyers. 
 
5.  A potential buyer makes an offer on the property. Was the listing an offer, or is this 
the first offer? 
 
6.  The seller and broker/agent discuss with offer and make a counteroffer.  What is the 
risk of making a counteroffer if a charitable gift is planned? 
 
7.  The potential buyer makes a counter to the counteroffer.  Or doesn’t. 
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8.  The seller and the agent make one minor change by addendum and send it to the 
potential buyer.  Martin v. Commissioner, 251 F Supp. 301 (DC Md. 1966). Seller must 
be able to alter “significant” term.  The term “significant” was not clearly defined. 
 
9.  The potential buyer accepts the terms, subject to inspection and financing 
contingencies. 
 
10.  Escrow is opened and earnest money is deposited. 
 
11.   Inspection and financing contingencies are removed. 
 
12.  Escrow closes, or alternatively, something goes awry and escrow is rescinded.  It is 
re-opened in the name of the trustee of a CRT.  Is it exactly the same? 
 
In each step, we need to examine who is in control of the sale and the purchase.  
Timing is an issue, but it is a side factor.  Control is the main factor. 
 

 
 B.  The Gray area—Time Versus Control and The Three Rules of Thumb 
 

The cases discussed in Part 1 attempt to make it clear that the charity or charitable trustee 
as recipient of the gift must be in control and make decisions, not being compelled to sell 
to the pre-identified buyer.  But other factors slip in, such as timing.   
 
For example, let’s say a business interest is transferred to a CRT.  A potential buyer is “in 
the wings”.  The buyer has been told that the asset will be transferred to a trust and that 
the trustee will list and control the sale from the trust to him/her/it.  The buyer says that is 
fine.  An LOI, a term sheet, a draft letter of negotiations has been reviewed by both the 
seller and the buyer, but the seller makes sure the buyer knows it is about to transferred to 
the trust and he/she/it will be dealing with the trustee (who, by the way is the seller). 
 
One day after the transfer to the trust, the trustee signs the deal.  Is there a “sniff” test 
problem here?  Can a business transaction to sell a commercial property, an ongoing 
business, be completed and done in one day?  What if all the paperwork is done, but the 
trustee was given the right to say, “No deal.”? 
 
In analyzing cases on assignment of income and pre-arranged sale, We believe it can be 
distilled it down to two prongs as in Humacid and three “rules of thumb”.  Keep in mind, 
these are generalizations. 
 
Prong 1: 
 
Is the gift completed prior to the rise of income from the ultimate sale? 
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Prong 2: 
 
Has the donor relinquished all “dominion and control”? 
  

1.  Can the donee or trustee turn his/her/its back on the deal without being 
compelled to by a purchaser to go forward? 
 
2.  Can the donee or trustee amend the terms of the deal without being compelled 
to follow the proposed deal?   
 
3.  Are there significant terms to be completed by the donee or trustee? The 
opposite of this is, are the only contingencies left on the buyer’s side of the deal? 
See Martin v. Commissioner, 251 F Supp. 301 (DC Md. 1966).  The term 
“significant” was not clearly defined. 

 
 
IV.  A Look At Some Typical Cases (Real ones) 
 
 A.  Analysis of an LOI for the Purchase of an Office Building 
 

The story:  Husband and wife invested in multi-family and office buildings early in their 
lives and held them for 30+ years.  Husband was the manager of the properties, but in his 
early 80s became quite ill and then incapacitated.  Wife took over the management, and 
while she was very effective, she did not want to continue to manage these properties for 
a long time as she was almost 80 and wanted freedom from management, and the 3Ts.   
 
The daughter had a commercial real estate broker friend.  In speaking with him, she 
indicated that at some time in the near future her mom would like to talk with him about 
putting one or more of her buildings on the market.  She might start with the office 
building.  Daughter gave him the address and some information about the building. While 
not even a pocket listing, the broker knew some buyers who needed to complete a 1031 
exchange.  He mentioned it to them as a possible off market deal.  The broker obviously 
gave information to the buyers because they immediately drew up an LOI and presented 
it.  Daughter got concerned that she moved too fast.  Should mom sign this LOI?  Then 
mom tells her she is in the process of having a CRT drafted and plans to transfer the 
building to it.  Daughter asks if she can call her lawyer. It lands on my desk.  
 
See Addendum A, the LOI.  If wife accepts this LOI, but wanted to put the property 
into a CRT, is this a pre-arranged sale? 

 
 B.  Undoing A Contract For Sale In Escrow 
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The story:  Unmarried man owns residential real estate that was his and his wife’s 
residence prior to divorce.  He moves out of the city and to another location, buying a 
home there and renting the former residence.  The residence is well located in a nice city 
and worth $2 million.  The market in the city is hot and properties are moving fast, but 
there is a concern that the hot market may cool down in the near future. 
 
The man decides to put the property on the market and get the best price he can before 
the market cools down, so he lists the property with a real estate agent.  She brings a 
buyer to the table within days.  The buyer makes an offer, and the seller makes a 
counteroffer.  Seller wants this deal and buyer is doing his inspections and getting 
financing.  
 
Then Christmas and New Years intervenes, during which time the seller talks with a 
friend who tells him that he set up a CRT to avoid hundreds of thousands of dollars in 
capital gains tax.  Friend says seller should do the same because otherwise he will pay tax 
on about $1.4 million and not even have the section 121 $250,000 exclusion because he 
has lived in it for 2 of the last 5 years.  He will have about a half million-dollar tax bill.  
 
The seller immediately calls his agent and tells her to hold up the sale for a bit while he 
sets up a CRT.  Seller calls several attorneys to set up the CRT and finds out that some do 
not know how to do that, others are concerned that there might be a problem with the 
deal, but are not sure if they can reverse the escrow and start over. 
 
The seller is worried about losing the deal in place. He calls the agent and tells her to tell 
the buyer’s agent that he wants to rescind the escrow but he promises to set it up again 
once the CRT is in place.  He will serve as trustee of the CRT and re-enter the same deal. 
 
The next lawyer says he is pretty sure that won’t work.  The lawyer refers him to us to 
see if the deal can be saved. 
 
Despairing about the loss of a half million dollars, he wants to know how to make this 
work.  By the way, he has no idea what a CRT is or how it works.   
 
If he holds on to the buyer by keeping on touch and stringing him on, might this be 
a pre-arranged sale when he re-opens escrow? 
 

 
C.  Permitted And Non-Permitted Transferees In Shareholder Buy-Sell Agreements, 
Partnership Agreements, and LLC Operating Agreements.  
 
The story:  A family started a public charity to help teens and young adults find their way 
in life.  The charity is doing well and set up three pooled income funds, one a bit more 
conservative in investments, another balanced but will consider alternative investments, 
and the third, a fund that will take unusual assets. 
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A prospective donor interested in the work of the foundation met with the foundation’s 
representatives and told them he would like to support their work.  He had been involved 
with an LLC that invested in commercial property and there were 10 members, all of 
whom used to get along well and agree on all moves, but more recently the members 
grew apart in their opinions of what to do with the properties.  He thought the LLC was 
planning to sell the current property it held, worth about $30 million.  His interest in the 
LLC was about 10%. 
 
He asked if he could gift a fractional interest in his LLC membership to one of the pooled 
income funds.  The charity turned around and asked their attorney the question, and, 
therefore, it becomes one of our case studies. 
 
Learning a bit more about the story, the LLC manager had already been working on a 
deal with the buyer, but no firm deal had yet been struck.  The client tried to round up the 
organizing documents of the LLC and the operating agreement for attorney review but 
could not find them.  He called the manager and told him he was thinking of gifting 2/3 
of his interest to a charity’s pooled income fund.  The manager blew up and said he didn’t 
want any charity to be an owner in this very private LLC.  Donor convinced him it would 
only be short term due to the pending sale and if that did not go through the charity would 
sell the interest back to the LLC.  The manager said OK, he would provide the operating 
agreement. 
 
See Addendum B for the transfer provisions of the operating agreement. 
 
 Does case #1 of the business interests cause a pre-arranged sale? 
 

 
 D.  Appearance Versus Reality of Pre-Arranged Sale in a Business Sale 
 

The story:  Business owner of a service business that requires a state professional license 
owns essentially only goodwill and a few minor pieces of equipment.  Owner is planning 
to retire and has researched CRTs.  He is determined to use a CRT to avoid tax on gain, 
but he is also philanthropic and plans to leave the remainder interest to his church as a 
vested right (not subject to later change of charity). 
 
His plan is to retire on Dec. 31 of the year in question.  He started the process of creating 
the CRT in early October and thought it was plenty of time.  When he looked for a 
qualified appraiser, he discovered that he would need to spend some time with the 
appraiser so the appraisal would come out correctly (as a qualified appraisal with all its 
special rules for charitable contributions.)  Once he took care of that, he signed the trust 
and transferred the asset by assignment.  Then, as trustee he listed the business with a 
broker to sell to another licensed person who could take it over.  Everything seemed to go 
smoothly, but when he started discussing this deal with potential buyers, the offering 
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amounts they were talking about were not at all what he thought he would get.  Plus they 
were asking large amounts of seller financing.  During that time, an employee kept asking 
if he could be considered as a potential buyer. 
 
Two persons remained of interest to the owner, and one was the employee. The first 
person of interest wanted 80% seller financing and the employee was young and did not 
have solid banking connections for financing. But the employee had been expressing a 
strong desire to acquire the business.  He discussed it frequently with the owner and with 
the other employees and was eager to make it work.  Neither offer was coming through 
with a “done deal”, however.  Suddenly, the end of the year was closing in on the owner. 
He did not want to continue on working after telling clients he would be gone by year 
end. 
 
He decided he would lease the business to the employee for a year and let him operate it 
while he worked on getting a better offer.  The broker advised him against that because a 
buyer might not want to deal with a leased business or the delay of taking it over.  Broker 
had already told him it would be much harder to sell the business with only goodwill as 
an asset in an irrevocable trust.  The broker was concerned that the value would drop 
considerably.  The appraisal was $5 million. 
 
Business owner, now trustee, not wanting to stick around in the business, leased it 
anyway.  He turned down the offer with the requested seller financing.  The broker 
brought in a couple other less promising deals and eventually, the employee found a 
lender. 
 
Does this have the appearance of a pre-arranged sale to the employee?  If other 
employees were ever questioned, would they assume and relate (maybe to the IRS) that 
the employee had been talking with the owner for quite some time about wanting to buy 
the business?   
 
Does this fall into the rules of the case law as a pre-arranged sale?  Or is this an odd 
duck? 
 

 
 
  
 
  
 
 


