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Effective date

The provision is effective for transfers on or after October 19,
1998. No inference regarding the tax treatment under present law
is intended.

6. Denial of charitable contribution deduction for transfers associ-
ated with charitable split-dollar insurance arrangements (sec.
406 of the bill and sec. 170(£)(10) of the Code)

Present law

Under present law, in computing taxable income, a taxpayer who
itemizes deductions generally is allowed to deduct charitable con-
tributions paid during the taxable year. The amount of the deduc-
tion allowable for a taxable year with respect to any charitable con-
tribution depends on the type of property contributed, the type of
organization to which the property is contributed, and the income
of the taxpayer (secs. 170(b) and 170(e)). A charitable contribution
is defined to mean a contribution or gift to or for the use of a chari-
table organization or certain other entities (sec. 170(c)). The term
“contribution or gift” is not defined by statute, but generally is in-
terpreted to mean a voluntary transfer of money or other property
without receipt of adequate consideration and with donative intent.
If a taxpayer receives or expects to receive a quid pro quo in ex-
change for a transfer to charity, the taxpayer may be able to deduct
the excess of the amount transferred over the fair market value of
any benefit received in return, provided the excess payment is
made with the intention of making a gift.20

In general, no charitable contribution deduction is allowed for a
transfer to charity of less than the taxpayer’s entire interest (i.e.,
a partial interest) in any property (sec. 170(f)(3)). In addition, no
deduction is allowed for any contribution of $250 or more unless
the taxpayer obtains a contemporaneous written acknowledgment
from the donee organization that includes a description and good
faith estimate of the value of any goods or services provided by the
donee organization to the taxpayer in consideration, whole or part,
for the taxpayer’s contribution (sec. 170(f)(8)).

Reasons for change

The Committee is concerned about an abusive scheme 2! referred
to as charitable split-dollar life insurance, and the provision is de-
signed to stop the spread of this scheme. Under this scheme, tax-
payers typically transfer money to a charity, which the charity
then uses to pay premiums for cash value life insurance on the
transferor or another person. The beneficiaries under the life insur-
ance contract typically include members of the transferor’s family
(either directly or through a family trust or a family partnership).
Having passed the money through a charity, the transferor claims
a charitable contribution deduction for more that is actually being

(121‘; United States v. American Bar Endowment, 477 U.S. 105 (1986). Treas. Reg. sec. 1.170A—
1(h).

21“A Popular Tax Shelter for ‘Angry Affluent’ Prompts Ire of Others,” Wall Street Journal,
Jan. 22, 1999, p. Al; “U.S. Treasury Officials Investigating Charitable Split-Dollar Insurance
Plan,” Wall Street Journal, Jan. 29, 1999, p. B5; “Brilliant Deduction?,” The Chronicle of Philan-
thropy, Aug. 13, 1998, p. 24; “Charitable Reverse Split-Dollar: Bonanza or Booby Trap,” Journal
of Gift Planning, 2nd quarter 1998.
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used to benefit the transferor and his or her family. If the trans-
feror or the transferor’s family paid the premium directly, the pay-
ment would not be deductible. Although the charity eventually may
get some of the benefit under the life insurance contract, it does
not have unfettered use of the transferred funds.

The Committee is concerned that this type of transaction rep-
resents an abuse of the charitable contribution deduction. The
Committee is also concerned that the charity often gets relatively
little benefit from this type of scheme, and serves merely as a con-
duit or accommodation party, which the Commission does not view
as appropriate for an organization with tax-exempt status. In sub-
stance, the charity receives a transfer of a partial interest in an in-
surance policy, for which no charitable contribution deduction is al-
lowed. While there is no basis under present law for allowing a
charitable contribution deduction in these circumstances, the Com-
mittee intends that the provision stop the marketing of these trans-
actions immediately.

Therefore, the provision clarifies present law by specifically deny-
ing a charitable contribution deduction for a transfer to a charity
if the charity directly or indirectly pays or paid any premium on
a life insurance, annuity or endowment contract in connection with
the transfer, and any direct or indirect beneficiary under the con-
tract is the transferor, any member of the transferor’s family, or
any other noncharitable person chosen by the transferor. In addi-
tion, the provision clarifies present law by specifically denying the
deduction for a charitable contribution if, in connection with a
transfer to the charity, there is an understanding or expectation
that any person will directly or indirectly pay any premium on any
such contract.

The provision provides that certain persons are not treated as in-
direct beneficiaries, in certain cases in which a charitable organiza-
tion purchases an annuity contract to fund an obligation to pay a
charitable gift annuity. The provision also provides that a person
is not treated as an indirect beneficiary solely by reason of being
a noncharitable recipient of an annuity or unitrust amount paid by
a charitable remainder trust that holds a life insurance, annuity or
endowment contract. The rationale for these rules is that amount
of the charitable contribution deduction is limited under present
law to the value of the charitable organization’s interest. Congress
has previously enacted rules designed to prevent a charitable con-
tribution deduction for the value of any personal benefit to the
donor in these circumstances, and the Committee expects that the
personal benefit to the donor is appropriately valued.

Further, the provision imposes an excise tax on the charity,
equal to the amount of the premiums paid by the charity. Finally,
the provision requires a charity to report annually to the Internal
Revenue Service the amount of premiums subject to this excise tax
and information about the beneficiaries under the contract.
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Explanation of provision

Deduction denial

The provision 22 restates present law to provide that no chari-
table contribution deduction is allowed for purposes of Federal tax,
for a transfer to or for the use of an organization described in sec-
tion 170(c) of the Internal Revenue Code, if in connection with the
transfer (1) the organization directly or indirectly pays, or has pre-
viously paid, any premium on any “personal benefit contract” with
respect to the transferor, or (2) there is an understanding or expec-
tation that any person will directly or indirectly pay any premium
on any “personal benefit contract” with respect to the transferor. It
is intended that an organization be considered as indirectly paying
1Iirtifr‘niums if, for example, another person pays premiums on its be-

alf.

A personal benefit contract with respect to the transferor is any
life insurance, annuity, or endowment contract, if any direct or in-
direct beneficiary under the contract is the transferor, any member
of the transferor’s family, or any other person (other than a section
170(c) organization) designated by the transferor. For example,
such a beneficiary would include a trust having a direct or indirect
beneficiary who is the transferor or any member of the transferor’s
family, and would include an entity that is controlled by the trans-
feror or any member of the transferor’s family. It is intended that
a beneficiary under the contract include any beneficiary under any
side agreement relating to the contract. If a transferor contributes
a life insurance contract to a section 170(c) organization and des-
ignates one or more section 170(c) organizations as the sole bene-
ficiaries under the contract, generally, it is not intended that the
deduction denial rule under the provision apply. If, however, there
is an outstanding loan under the contract upon the transfer of the
contract, then the transferor is considered as a beneficiary. The
fact that a contract also has other direct or indirect beneficiaries
(persons who are not the transferor or a family member, or des-
ignated by the transferor) does not prevent it from being a personal
benefit contract. The provision is not intended to affect situations
in which an organization pays premiums under a legitimate fringe
benefit plan for employees.

It is intended that a person be considered as an indirect bene-
ficiary under a contract if, for example, the person receives or will
receive any economic benefit as a result of amounts paid under or
with respect to the contract. For this purpose, as described below,
an indirect beneficiary is not intended to include a person that ben-
efits exclusively under a bona fide charitable gift annuity (within
the meaning of sec. 501(m)).

In the case of a charitable gift annuity, if the charitable organi-
zation purchases an annuity contract issued by an insurance com-
pany to fund its obligation to pay the charitable gift annuity, a per-
son receiving payments under the charitable gift annuity is not
treated as an indirect beneficiary, provided certain requirements
are met. The requirements are that (1) the charitable organization

22 The provision is similar to H.R. 630, introduced by Mr. Archer for himself and for Mr. Ran-
gel (106th Cong., 1st Sess.).
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possess all of the incidents of ownership (within the meaning of
Treas. Reg. sec. 20.2042-1(c)) under the annuity contract pur-
chased by the charitable organization; (2) the charitable organiza-
tion be entitled to all the payments under the contract; and (3) the
timing and amount of payments under the contract be substan-
tially the same as the timing and amount of payments to each per-
son under the organization’s obligation under the charitable gift
annuity (as in effect at the time of the transfer to the charitable
organization).

In the case of a charitable gift annuity obligation that is issued
under the laws of a State that requires, in order for the charitable
gift annuity to be exempt from insurance regulation by that State,
that each beneficiary under the charitable gift annuity be named
as a beneficiary under an annuity contract issued by an insurance
company authorized to transact business in that State, then the
foregoing requirements (1) and (2) are treated as if they are met,
provided that certain additional requirements are met. The addi-
tional requirements are that the State law requirement was in ef-
fect on February 8, 1999, each beneficiary under the charitable gift
annuity is a bona fide resident of the State at the time the chari-
table gift annuity was issued, the only persons entitled to pay-
ments under the annuity contract issued by the insurance company
are persons entitled to payments under the charitable gift annuity
when its was issued, and (as required by clause (iii) of subpara-
graph (D) of the provision) the timing and amount of payments
under the annuity contract to each person are substantially the
same as the timing and amount of payments to the person under
the charitable organization’s obligation under the charitable gift
annuity (as in effect at the time of the transfer to the charitable
organization).

In the case of a charitable remainder annuity trust or charitable
remainder unitrust (as defined in section 664(d)) that holds a life
insurance, endowment or annuity contract issued by an insurance
company, a person is not treated as an indirect beneficiary under
the contract held by the trust, solely by reason of being a recipient
of an annuity of an annuity or unitrust amount paid by the trust,
provided that the trust possesses all of the incidents of ownership
under the contract and is entitled to all the payments under such
contract. No inference is intended as to the applicability of other
provisions of the Code with respect to the acquisition by the trust
of a life insurance, endowment or annuity contract, or the appro-
priateness of such an investment by a charitable remainder trust.

Nothing in the provision is intended to suggest that a life insur-
ance, endowment, or annuity contract would be a personal benefit
contract, solely because an individual who is a recipient of an an-
nuity or unitrust amount paid by a charitable remainder annuity
trust or charitable remainder unitrust uses such a payment to pur-
chase a life insurance, endowment or annuity contract, and a bene-
ficiary under the contract is the recipient, a member of his or her
family, or another person he or she designates.

Excise tax

The provision imposes on any organization described in section
170(c) of the Code an excise tax, equal to the amount of the pre-



31

miums paid by the organization on any life insurance, annuity, or
endowment contract, if the premiums are paid in connection with
a transfer for which a deduction is not allowable under the deduc-
tion denial rule of the provision (without regard to when the trans-
fer to the charitable organization was made). The excise tax does
not apply if all of the direct and indirect beneficiaries under the
contract (including any related side agreement) are organizations
described in section 170(c). Under the provision, payments are
treated as made by the organization, if they are made by any other
person pursuant to an understanding or expectation of payment.
The excise tax is to be applied taking into account rules ordinarily
applicable to excise taxes in chapter 41 or 42 of the Code (e.g., stat-
ute of limitation rules).

Reporting

The provision requires that the charitable organization annually
report the amount of premiums that is paid during the year and
that is subject to the excise tax imposed under the provision, and
the name and taxpayer identification number of each beneficiary
under the life insurance, annuity or endowment contract to which
the premiums relate, as well as other information required the Sec-
retary of the Treasury. For this purpose, it is intended that a bene-
ficiary include any beneficiary under any side agreement to which
the section 170(c) organization is a party (or of which it is other-
wise aware). Penalties applicable to returns required under Code
section 6033 apply to returns under this reporting requirements.
Returns required under this provision are to be furnished at such
time and in such manner as the Secretary shall by forms or regula-
tions require.

Regulations

The provision provides for the promulgation of regulations nec-
essary or appropriate to carry out the purposes of the provisions,
including regulations to prevent the avoidance of the purposes of
the provisions. For example, it is intended that regulations prevent
avoidance of the purposes of the provision by inappropriate or im-
proper reliance on the limited exceptions provided for certain bene-
ficiaries under bona fide charitable gift annuities and for certain
noncharitable recipients of an annuity or unitrust amount paid by
a charitable remainder trust.

Effective date

The deduction denial provision applies to transfers after Feb-
ruary 8, 1999 (as provided in H.R. 630). The excise tax provision
applies to premiums paid after the date of enactment. The report-
ing provision applies to premiums paid after February 8, 1999 (de-
termined as if the excise tax imposed under the provision applied
to premiums paid after that date).

No inference is intended that a charitable contribution deduction
is allowed under present law with respect to a charitable split-dol-
lar insurance arrangement. The provision does not change the
rules with respect to fraud or criminal or civil penalties under
present law; thus, actions constituting fraud or that are subject to
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penalties under present law would still constitute fraud or be sub-
ject to the penalties after enactment of the provision.

7. Treatment of excess pension assets used for retiree health bene-
fits (sec. 407 of the bill and sec. 420 of the Code)

Present law

Defined benefit pension plan assets generally may not revert to
an employer prior to the termination of the plan and the satisfac-
tion of all plan liabilities. A reversion prior to plan termination
may constitute a prohibited transaction and my result in disquali-
fication of the plan. Certain limitations and procedural require-
ments apply to a reversion upon plan termination. Any assets that
revert to the employer upon plan termination are includible in the
gross income of the employer and subject to an excise tax. The ex-
cise tax rate, which my be as high as 50 percent of the reversion,
varies depending upon whether or not the employer maintains a re-
placement plan or makes certain benefit increases. Upon plan ter-
mination, the accrued benefits of all plan participants are required
to be 100-percent vested.

A pension plan may provide medical benefits to retired employ-
ees through a section 401(h) account that is a part of such plan.
A qualified transfer of excess assets of a defined benefit pension
plan (other than a multiemployer plan) into a section 401(h) ac-
count that is a part of such plan does not result in plan disquali-
fication and is not treated as a reversion to the employer or a pro-
hibited transaction. Therefore, the transferred assets are not in-
cludible in the gross income of the employer and are not subject to
the excise tax on reversions.

Qualified transfers are subject to amount and frequency limita-
tions, use requirements, deduction limitations, vesting require-
ments and minimum benefit requirements. Excess assets trans-
ferred in a qualified transfer may not exceed the amount reason-
ably estimated to be the amount that the employer will pay out of
such account during the taxable year of the transfer for qualified
current retiree health liabilities. No more than one qualified trans-
fer with respect to any plan may occur in any taxable year.

The transferred assets (and any income thereon) must be used to
pay qualified current retiree health liabilities (either directly or
through reimbursement) for the taxable year of the transfer. Trans-
ferred amounts generally must benefit all pension plan partici-
pants, other than key employees, who are entitled upon retirement
to receive retiree medical benefits through the section 401(h) ac-
count. Retiree health benefits of key employees may not be paid
(directly or indirectly) out of transferred assets. Amounts not used
to pay qualified current retiree health liabilities for the taxable
year of the transfer are to be returned at the end of the taxable
year to the general assets of the plan. These amounts are not in-
cludible in the gross income of the employer, but are treated as an
employer reversion and are subject to a 20-percent excise tax.

No deduction is allowed for (1) a qualified transfer of excess pen-
sion assets into a section 401(h) account, (2) the payment of quali-
fied current retiree health liabilities out of transferred assets (and
any income thereon) or (3) a return of amounts not used to pay



