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INTRODUCTION

This document,* prepared by the staff of the Joint Committee on Taxation, provides a
technical explanation of the revenue provisions of S. 476, the “CARE Act of 2003” as passed by
the Senate on April 9, 2003. The CARE Act of 2003 contains a number of non-revenue provisions
that are not described in this document.

! This document may be cited as follows: Joint Committee on Taxation, Technical
Explanation of the Revenue Provisions of S 476, the “ CARE Act of 2003,” as Passed by the
Senate (JCX-47-03), May 12, 2003.



B. Tax-FreeDistributions From Individual Retirement
Arrangementsfor Charitable Purposes
(sec. 102 of the bill and secs. 408 and 6034 of the Code)

Present Law
In general

If an amount withdrawn from atraditional individual retirement arrangement (“IRA™) or a
Roth IRA is donated to a charitable organization, the rules relating to the tax treatment of
withdrawals from IRAs apply to the amount withdrawn and the charitable contribution is subject to
the normally applicable limitations on deductibility of such contributions.

Charitable contributions

In computing taxable income, an individual taxpayer who itemizes deductions generally is
allowed to deduct the amount of cash and up to the fair market value of property contributed to a
charity described in section 501(c)(3),” to certain veterans organizations, fraternal societies, and
cemetery companies,’® or to a Federal, State, or local governmental entity for exclusively public
purposes.™' The deduction also is allowed for purposes of calculating alternative minimum taxable
income.

The amount of the deduction allowable for ataxable year with respect to a charitable
contribution of property may be reduced depending on the type of property contributed, the type of
charitable organization to which the property is contributed, and the income of the taxpayer.*

A taxpayer who takes the standard deduction (i.e., who does not itemize deductions) may
not take a separate deduction for charitable contributions.™

A payment to a charity (regardless of whether it istermed a*“ contribution”) in exchange for
which the donor receives an economic benefit is not deductible, except to the extent that the donor

° All section references are to the Internal Revenue Code of 1986, unless otherwise
indicated.

19 Secs. 170()(3)-(5).
1 Sec. 170(c)(1).
12 Secs. 170(b) and (e).

3 Sec. 170(a). The Economic Recovery Tax Act of 1981 adopted a temporary provision
that permitted individual taxpayers who did not itemize income tax deductions to claim a
deduction from gross income for a specified percentage of their charitable contributions. The
maximum deduction was $25 for 1982 and 1983, $75 for 1984, 50 percent of the amount of the
contribution for 1985, and 100 percent of the amount of the contribution for 1986. The
nonitemizer deduction terminated for contributions made after 1986.



can demonstrate that the payment exceeds the fair market value of the benefit received from the
charity. To facilitate distinguishing charitable contributions from purchases of goods or services
from charities, present law provides that no charitable contribution deduction is allowed for a
separate contribution of $250 or more unless the donor obtains a contemporaneous written
acknowledgement of the contribution from the charity indicating whether the charity provided any
good or service (and an estimate of the value of any such good or service) to the taxpayer in
consideration for the contribution.* In addition, present law requiresthat any charity that receives
a contribution exceeding $75 made partly as a gift and partly as consideration for goods or services
furnished by the charity (a“quid pro quo” contribution) is required to inform the contributor in
writing of an estimate of the value of the goods or services furnished by the charity and that only
the portion exceeding the value of the goods or services is deductible as a charitable contribution.*

Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations may
not exceed 50 percent of the taxpayer’ s contribution base, which is the taxpayer’ s adjusted gross
income for ataxable year (disregarding any net operating loss carryback). To the extent ataxpayer
has not exceeded the 50-percent limitation, (1) contributions of capital gain property to public
charities generally may be deducted up to 30 percent of the taxpayer’ s contribution base, (2)
contributions of cash to private foundations and certain other charitable organizations generally
may be deducted up to 30 percent of the taxpayer’ s contribution base, and (3) contributions of
capital gain property to private foundations and certain other charitable organizations generally
may be deducted up to 20 percent of the taxpayer’ s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent limit
may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annually for inflation. The threshold amount for 2003 is $139,500 ($69,750 for married
individuals filing separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductionsis reduced by three percent of adjusted grossincome over the
threshold amount, but not by more than 80 percent of itemized deductions subject to the limit.
Beginning in 2006, the overall limitation on itemized deductions phases-out for all taxpayers. The
overall limitation on itemized deductions is reduced by one-third in taxable years beginning in
2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall
limitation on itemized deductions is eliminated for taxable years beginning after December 31,
2009; however, this elimination of the limitation sunsets on December 31, 2010.

In general, a charitable deduction is not alowed for income, estate, or gift tax purposesiif
the donor transfers an interest in property to a charity (e.g., aremainder) while also either retaining

¥ Sec. 170(f)(8).
> Sec. 6115.



an interest in that property (e.g., an income interest) or transferring an interest in that property to a
noncharity for less than full and adequate consideration.’® Exceptions to this general rule are
provided for, among other interests, remainder interests in charitable remainder annuity trusts,
charitable remainder unitrusts, and pooled income funds, and present interests in the form of a
guaranteed annuity or a fixed percentage of the annual value of the property.’” For such interests,
a charitable deduction is allowed to the extent of the present value of the interest designated for a
charitable organization.

IRA rules

Within limits, individuals may make deductible and nondeductible contributions to a
traditional IRA. Amountsin atraditional IRA areincludible in income when withdrawn (except to
the extent the withdrawal represents a return of nondeductible contributions). Individuals also may
make nondeductible contributions to a Roth IRA. Qualified withdrawals from a Roth IRA are
excludable from grossincome. Withdrawals from a Roth IRA that are not qualified withdrawals
areincludible in gross income to the extent attributable to earnings. Includible amounts withdrawn
from atraditional IRA or a Roth IRA before attainment of age 59-1/2 are subject to an additional
10-percent early withdrawal tax, unless an exception applies.

If an individual has made nondeductible contributionsto atraditional IRA, a portion of
each distribution from an IRA is nontaxable, until the total amount of nondeductible contributions
has been received. In general, the amount of a distribution that is nontaxable is determined by
multiplying the amount of the distribution by the ratio of the remaining nondeductible
contributions to the account balance. In making the calculation, all traditional IRAs of an
individual aretreated asasingle IRA, all distributions during any taxable year are treated as a
single distribution, and the value of the contract, income on the contract, and investment in the
contract are computed as of the close of the calendar year.

In the case of adistribution from a Roth IRA that isnot aqualified distribution, in
determining the portion of the distribution attributable to earnings, contributions and distributions
are deemed to be distributed in the following order: (1) regular Roth IRA contributions; (2)
taxable conversion contributions;*® (3) nontaxable conversion contributions; and (4) earnings. In
determining the amount of taxable distributions from a Roth IRA, all Roth IRA distributionsin the
same taxable year are treated as a single distribution, all regular Roth IRA contributions for ayear
are treated as a single contribution, and all conversion contributions during the year are treated as a
single contribution.

18 Secs. 170(f), 2055(€)(2), and 2522(c)(2).
17 Sec. 170(f)(2).

18 Conversion contributions refer to conversions of amountsin atraditional IRA to a Roth
IRA.



Split-interest trust filing reguirements

Split-interest trusts, including charitable remainder annuity trusts, charitable remainder
unitrusts, and pooled income funds, are required to file an annual information return™® (Form
1041A). Truststhat are not split-interest trusts but that claim a charitable deduction for amounts
permanently set aside for a charitable purpose® also are required to file Form 1041A. The returns
are required to be made publicly available.® A trust that is required to distribute all trust net
income currently to trust beneficiaries in ataxable year is exempt from this return requirement for
such taxable year. A failureto file the required return may result in a penalty on the trust of $10 a
day for aslong as the failure continues, up to a maximum of $5,000 per return.

In addition, split-interest trusts are required to file annually Form 5227.%* Form 5227
requires disclosure of information regarding atrust’ s noncharitable beneficiaries. The penalty for
failure to file this return is calculated based on the amount of tax owed. A split-interest trust
generally is not subject to tax and therefore, in general, a penalty may not be imposed for the
failure to file Form 5227. Form 5227 is not required to be made publicly available.

Explanation of Provision

Qualified charitable distributionsfrom |RAS

The provision provides an exclusion from gross income for otherwise taxable IRA
distributions from atraditional or a Roth IRA in the case of qualified charitable distributions.
Special rules apply in determining the amount of an IRA distribution that is otherwise taxable.
The present-law rules regarding taxation of IRA distributions and the deduction of charitable
contributions continue to apply to distributions from an IRA that are not qualified charitable
distributions.

A qualified charitable distribution is defined as any distribution from an IRA that is made
directly by the IRA trustee either to (1) an organization to which deductible contributions can be
made (a“direct distribution”) or (2) a“split-interest entity.” A split-interest entity means a
charitable remainder annuity trust or charitable remainder unitrust (together referred to asa
“charitable remainder trust”), a pooled income fund, or a charitable gift annuity. Direct
distributions are eligible for the exclusion only if made on or after the date the IRA owner attains
age 70-1/2. Distributionsto a split interest entity are eligible for the exclusion only if made on or
after the date the IRA owner attains age 59-1/2. In the case of split-interest distributions, no
person may hold an income interest in the amounts in the split-interest entity attributable to the
charitable distribution other than the IRA owner, his or her spouse, or a charitable organization.

19 Sec. 6034. Thisrequirement appliesto all split-interest trusts described in section
4947(3)(2).

2 Sec. 642(C).
1 Sec. 6104(b).

22 Sec. 6011; Treas. Reg. sec. 53.6011-1(d).



The exclusion appliesto direct distributions only if a charitable contribution deduction for
the entire distribution otherwise would be alowable, determined without regard to the generally
applicable percentage limitations. Thus, for example, if the deductible amount is reduced because
of a benefit received in exchange, or if adeduction is not allowable because the donor did not
obtain sufficient substantiation, the exclusion is not available with respect to any part of the IRA
distribution. Similarly, the exclusion appliesin the case of a distribution directly to a split-interest
entity only if a charitable contribution deduction for the entire present value of the charitable
interest (for example, aremainder interest) otherwise would be allowable, determined without
regard to the generally applicable percentage limitations.

If the IRA owner has any IRA that includes nondeductible contributions, a specia rule
appliesin determining the portion of adistribution that is includible in gross income (but for the
provision) and thusis eligible for qualified charitable distribution treatment. In such case, the IRA
owner aggregates al IRAs to determine eligibility for the exclusion. Under the specia rule, the
distribution is treated as consisting of income first, up to the aggregate amount that would be
includible in grossincome (but for the provision) if the aggregate balance of al IRAs having the
same owners were distributed during the same year. In determining the amount of subsequent IRA
distributions includible in income, proper adjustments are made to reflect the amount treated as a
qgualified charitable distribution under the special rule.

Special rules apply for distributions to split-interest entities. For distributions to charitable
remainder trusts, the provision provides that subsequent distributions from the charitable
remainder trust are treated as ordinary income in the hands of the beneficiary, notwithstanding how
such amounts normally are treated under section 664(b). In addition, for a charitable remainder
trust to be eligible to receive qualified charitable distributions, the charitable remainder trust has to
be funded exclusively by such digributions. For example, an IRA owner may not make qualified
charitable distributions to an existing charitable remainder trust any part of which was funded with
assets that were not qualified charitable distributions.

Under the provision, a pooled income fund is eligible to receive qualified charitable
distributions only if the fund accounts separately for amounts attributable to such distributions. In
addition, all distributions from the pooled income fund that are attributable to qualified charitable
distributions are treated as ordinary income to the beneficiary. Qualified charitable distributions to
a pooled income fund are not includible in the fund’ s gross income.

In determining the amount includible in gross income by reason of a payment from a
charitable gift annuity purchased with a qualified charitable distribution from an IRA, the portion
of the distribution from the IRA used to purchase the annuity is not an investment in the annuity
contract.

Any amount excluded from gross income by reason of the provision is not taken into
account in determining the deduction for charitable contributions under section 170.



Qualified charitable distribution examples

The following examplesiillustrate the determination of the portion of an IRA distribution
that isaqualified charitable distribution and the application of the special rulesfor aqualified
charitable distribution to a split-interest entity. In each example, it is assumed that the
requirements for qualified charitable distribution treatment are otherwise met (e.g., the applicable
age requirement and the requirement that contributions are otherwise deductible) and that no other
IRA distributions occur during the year.

Example 1. Individual A hasatraditional IRA with a balance of $100,000, consisting
solely of deductible contributions and earnings. Individual A has no other IRA. The entire IRA
balance is distributed in adirect distribution to a charitable organization. Under present law, the
entire distribution of $100,000 would be includible in Individual A’sincome. Accordingly, under
the provision, the entire distribution of $100,000 is a qualified charitable distribution. Asaresult,
no amount isincluded in Individual A’sincome as aresult of the distribution and the distribution is
not taken into account in determining the amount of Individual A’s charitable deduction for the
year.

Example 2. The facts are the same asin Example 1, except that the entire IRA balance of
$100,000 is distributed to a charitable remainder unitrust, which contains no other assets and
which must be funded exclusively by qualified charitable distributions. Under the terms of the
trust, Individual A is entitled to receive five percent of the value of the trust each year. As
explained in Example |, the entire $100,000 distribution is a qualified charitable distribution, no
amount isincluded in Individual A’sincome as aresult of the distribution, and the distribution is
not taken into account in determining the amount of Individual A’s charitable deduction for the
year. In addition, under a special rule in the provision for charitable remainder trusts, any
distribution from the charitable remainder unitrust to Individual A isincludible in grossincome as
ordinary income, regardless of the character of the distribution under the usual rules for the
taxation of distributions from such atrust.

Example 3. Individual B has atraditional IRA with a balance of $100,000, consisting of
$20,000 of nondeductible contributions and $80,000 of deductible contributions and earnings.
Individual B has no other IRA. In adirect distribution to a charitable organization, $80,000 is
distributed from the IRA. Under present law, a portion of the distribution from the IRA would be
treated as a nontaxable return of nondeductible contributions. The nontaxable portion of the
distribution would be $16,000, determined by multiplying the amount of the distribution ($80,000)
by the ratio of the nondeductible contributions to the account balance ($20,000/$100,000).
Accordingly, under present law, $64,000 of the distribution ($80,000 minus $16,000) would be
includible in Individual B’sincome.

Under the provision, notwithstanding the present-law tax treatment of IRA distributions,
the distribution is treated as consisting of income first, up to the total amount that would be
includible in grossincome (but for the provision) if al amounts were distributed from al IRAs
otherwise taken into account in determining the amount of IRA distributions. The total amount
that would be includible in income if all amounts were distributed from the IRA is $80,000.
Accordingly, under the provision, the entire $80,000 distributed to the charitable organization is
treated as includible in income (before application of the provision) and is a qualified charitable

10



distribution. Asaresult, no amount isincluded in Individual B’sincome as aresult of the
distribution and the distribution is not taken into account in determining the amount of
Individual B’ s charitable deduction for the year. In addition, for purposes of determining the tax
treatment of other distributions from the IRA, $20,000 of the amount remaining in the IRA is
treated as Individual B’ s nondeductible contributions.

Split-interest trust filing requirements

The provision increases the penalty on split-interest trusts for failure to file areturn and for
failure to include any of the information required to be shown on such return and to show the
correct information. The penalty is $20 for each day the failure continues up to $10,000 for any
onereturn. Inthe case of asplit-interest trust with gross income in excess of $250,000, the penalty
is $100 for each day the failure continues up to a maximum of $50,000. In addition, if a person
(meaning any officer, director, trustee, employee, or other individual who is under aduty to file the
return or include required information)® knowingly failed to file the return or include required
information, then that person is personally liable for such a penalty, which would be imposed in
addition to the penalty that is paid by the organization. Information regarding beneficiaries that
are not charitable organizations as described in section 170(c) is exempt from the requirement to
make information publicly available. In addition, the provision repeal s the present-law exception
to the filing requirement for split-interest trusts that are required in ataxable year to distribute all
net income currently to beneficiaries. Such exception remains available to trusts other than split-
interest trusts that are otherwise subject to the filing requirement.

Effective Date

The provision relating to direct qualified charitable distributions is effective for
distributions made after the date of enactment. The provision relating to qualified charitable
distributions to split interest entities is effective for distributions made after December 31, 2003.
The provision relating to information returns of split-interest trustsis effective for returns for
taxable years beginning after December 31, 2003.

2 Sec. 6652(c)(4)(C).
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