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Introduction

The charitable sector strivesto improve the economic
and social climatesin the United States and abroad in
numerous ways. Each year, billions of dollarsin
contributions to charitable entities provide support for
such areas as education, the arts, and health and human
services, making a notable impact on the quality of life
worldwide. Because charitable organizations help to
provide many vital services, determining the degreeto
which they should be taxed in relation to their various
sources of income and differing organizational
structuresis an intricate process. The U.S. government
has long faced the unique task of providing incentives
to encourage philanthropy, while at the same time
ensuring that these incentives are not abused by
individuals or charitable organizations. Various
charitable organizations collect and disburse income
differently, and are in turn taxed in different ways,
further complicating the relationship between public
service and Federal obligation. Examining the types of
charitable organizations that generate taxable incomeis
important to understanding how these entities are
formed, operated, and regul ated.

This paper examines the Federal income tax
liability that isincurred by two specific types of
charitabl e organizations -- nonexempt charitable trusts
and charitable remainder trusts. They differ from most
other charitable entitiesin that they are generally
controlled and operated by individuals or families and
are consequently subject to more stringent tax
regulations and, in some cases, must pay income tax.
First, the legal and tax issues related to nonexempt
charitable and charitable remainder trusts will be
examined to better understand the framework in which
these entities conduct charitable activities. Next, there
isabrief description of the filing requirements for each
of these organizations and of the information that they
must provide to the Internal Revenue Service (IRS).
Thisisfollowed by adiscussion of the methodology
used to link sample datafrom information returns filed
by these two types of trusts with information provided
on their income tax returns. By doing this, the Federal
income tax liability reported by nonexempt charitable
and charitable remainder trustsisidentified. Subjects
such as taxation of charitable income, sources of
income and deductions, and tax burden are also

investigated. Finally, thereisadiscussion of the results
and conclusions drawn, as well as some future plans for
additional research.

Nonexempt Charitable and Charitable Remainder
Trusts: Legal and Tax |ssues

In essence, atrust is athree-party arrangement among
the creator of atrust, the manager of atrust, and a
trust’ s beneficiary, which may include more than one
person or organization. A trust’s creator, aso known as
agrantor or donor, may form atrust during his or her
lifetime or upon death. A trustisalegal entity that can
incur Federal income tax liability that is separate from
that of the grantor. Trusts may be organized in
different ways and serve avariety of grantor motives.
Funds placed in trust can provide advantages for estate,
financial, personal, or business purposes such as
decreasing tax burden and controlling disbursements to
beneficiaries. Often, the amountsin trust are directed
completely or in part to charitable interests, which serve
asthetrust's beneficiaries. When trusts receive income
and distribute that income to charitable interests, a
charitable deduction may be employed to reduce trust
income tax liability for agiven year. Whilethis
environment provides avaluabletool for charitable
giving, the combination of reduced tax liability and
little or no public accountability has necessitated the
adoption of stricter tax regulation and oversight for
trusts with charitable beneficiaries.

Nonexempt charitable and charitable
remainder trusts are two common trust vehicles used to
make distributions to the charitable sector. A
nonexempt charitable trust is one that designates all of
itsinterests, or beneficiaries, as charitable. With few
exceptions, al of itsfinancial outlays are distributed for
charitable purposes. Charitable contributions are made
annually until all of the trust’s assets and income have
been expended. A charitable remainder trust isatype
of "split-interest trust" -- so-called because its interests
are both charitable and noncharitable. Charitable
remainder trusts are complex trusts that pay alifetime
interest to noncharitable beneficiaries and aremainder
interest to adesignated charitable organization [1].

There are two types of charitable remainder
trusts -- annuity trusts and unitrusts. Both annuity trusts
and unitrusts pay afixed percentage that is between 5
and 50 percent of the fair market value of trust assets.
Payments must be made annually to one or more
noncharitable beneficiaries. For annuity trusts, the



amount to be paid is based on the fair market value of
the assetsinitially placed in trust, while for unitrusts the
payment is based on the net fair market value of assets
asvalued annually. When a specified triggering event
occurs, such as the death of the donor or non-charitable
beneficiary, the trust ceases to exist and its remaining
assets are transferred to a specific charity. Whilethe
precise amount that the charity receives cannot be
determined until the expiration of the trust, the Internal
Revenue Code states that the amount transferred to the
charity must be at least 10 percent of the fair market
value of the assetsinitially placed inthetrust. The
donor receives atax deduction when thetrust is created
based on the estimated amount that will be donated to
charity in the future.

Nonexempt charitable and split-interest trusts
are distinguished under regulation from certain types of
organizations deemed tax-exempt by virtue of their
charitable activities under Internal Revenue Code
section 501(c)(3). The majority of section 501(c)(3)
organizations are defined, for tax purposes, as public
charities, meaning that they are largely controlled and
supported by avariety of sourceswithin the general
public. Another type of 501(c)(3) organization isthe
private foundation, which resembles a public charity in
that its mission is exclusively charitable, but differsin
that it is narrowly supported and controlled by an
individual, corporation, or family. Since private
foundations have less inherent accountability to the
general public than charities, they were thought to
provide more opportunities for individual s wishing to
engage in tax-avoidance schemes and thus required
additional oversight. Prior to 1969, however, little
legislation had been enacted to deter charitable
organi zations from engaging in abusive practices.

With the Tax Reform Act of 1969 (TRA69),
Congress addressed problems within the charitable
sector by developing anew set of rules and definitions
for charitable giving. Specificaly, the legislation
created stricter tax requirements for private foundations
to meet in exchange for their tax-exempt status.
TRAB9 introduced some noteworthy tax legislation,
including an annual excise tax on the income that
private foundations receive solely from investment
assets, known as net investment income, and a
requirement to distribute a minimum amount each year
or face tax penalty. Section 4947 was added to ensure
that private foundations could not intentionally avoid
the new requirements by organizing as nonexempt (or
taxable) "charitable trusts" and taking advantage of the
unlimited charitable deduction made available to
charitable trustsin order to avoid all tax liability.
Section 4947(a)(1) required that nonexempt charitable
trusts be subject to the same rules as those private
foundations or, in fewer cases, public charities,
described under section 501(c)(3). Additionally, split-

interest trusts were defined for the first time in section
4947(a)(2). Although some of these trusts were made
subject to the private foundation requirements, those
organized as charitable remainder trusts were excluded
from section 4947 reguirements and granted tax
exemption under section 664.

Nonexempt charitable and charitable
remainder trusts may be subject to certain income tax
requirements. Because not all of the income reported
by nonexempt charitable and charitable remainder trusts
is collected and distributed for charitable purposes,
certainincome is reported and taxed each year. Sincea
nonexempt charitable trust is not, by definition, tax-
exempt, any income it receives and does not
subsequently distribute for charitable purposesis
taxable under Subtitle A, regardless of the source. In
contrast, atax-exempt charitable remainder trust incurs
tax liability only on unrelated business income (UBI) --
income received from an activity that constitutes atrade
or businessthat isregularly carried on and is not
substantially related to the organization's exempt
purpose[2].

Filing Requirements

Each year, nonexempt charitable and charitable
remainder trusts must provide information regarding
their charitable activitiesto the IRS on an information
return, using Form 990-PF and Form 5227,
respectively. While these returns are not used to
determine or pay income tax, they must be filed
annually to provide financial data, information on
charitable contributions, and various other items. Some
nonexempt charitable and charitable remainder trusts
may be required to file an income tax return, Form
1041, in addition to the required information return.

Form 990-PF

While some charitable trusts receive alarge degree of
public support and operate much like public charities,
most are treated as private foundations and are,
therefore, subject to the private foundation filing
requirements. Most honexempt charitable trusts are
required to file Form 990-PF, Return of Private
Foundation (or Section 4947(a)(1) Nonexempt
Charitable Trust Treated as a Private Foundation).
Thisinformation return is used by nonexempt
charitable trusts and private foundations to provide
information regarding their charitable operations,
determine their taxable participation in political or
lobbying activities, and cal culate the excise tax on net
investment income. Additionally, private foundations
and charitable trusts report their charitable outlays on
thisform in order to determine whether or not they have
met the annual "payout” requirement. Nonexempt
charitable trusts that distribute all of their income for
charitable purposes and, therefore, have no taxable



income for agiven year are required to file thisform
only [3].

Form 5227

Form 5227, Split-Interest Trust Information Return, is
filed annually by all split-interest trusts classified under
section 4947(a)(2) of the Code. Thereturnisused to
report financial activity within agiven calendar year
and to determineif atrust istreated as a private
foundation and, therefore, subject to the excise tax.
Three main types of trusts file Form 5227: charitable
lead trusts, charitable remainder trusts, and pooled
income funds classified in section 642(c)(5). Only
those organizations for which an amount was
transferred to trust after the enactment of TRAB9 are
required to file. Charitable remainder trusts are the
only type of split-interest trust that is required to
indicate if any unrelated business income was earned
during the tax year. Trustsindicate having had UBI by
answering "Yes"' to aquestion on thereturn [4].

Form 1041

In order to report income and determine tax liability for
estates and trusts, their managers, aso known as
fiduciaries, file Form 1041, U.S. Income Tax Return for
Estatesand Trusts[5]. Thisformisused to report
income and deductions of an estate or trust, including
any incomethat is distributed to beneficiaries,
charitable or noncharitable. Income, deductions, and
tax liability, aswell as any applicable payments or
credits are reported on the return. A fiduciary must file
Form 1041 for adomestic estate or trust that meets
specific income or beneficiary requirements. The form
isfiled by nonexempt charitable and split-interest trusts
and five additional types of entities. Nonexempt
charitable trusts with taxable income and charitable
remainder trusts with UBI for agiven year are required
to filethisform to report all income and pay any
income tax due [6].

M ethodology for Return Linkage

Sample data were collected from 1998 Forms 990-PF
and 5227 in order to determine the population of filers,
verify entity types, and collect certain financial
information for those filers. To determine income tax
liability for these charitable entities, the data collected
in the samples were then linked to 1998 Forms 1041.
Figure A provides avisual representation of the linking
process.

The data from Forms 990-PF and 5227 that are
presented in this paper are based on information from
separately collected and weighted samples of pre-audit
returns filed with IRS. Returns were selected based on
astratified, random Bernoulli sample. Samples were
stratified based on both the size of fair market value of
total assets and the type of organization. Nonexempt

Figure A. -- Representation of
Forms 990-PF, 1041, and 5227 Linkage
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charitable trusts were selected at rates ranging from 1.2
percent to 100.0 percent; charitable remainder trusts
were selected at rates from 1.9 percent to 100.0 percent.
For 1998, the Form 990-PF sample included 960
returns for nonexempt charitable trusts out of a
population of 2,667. Out of apopulation of 85,060
charitable remainder trusts, 6,471 were selected for the
Form 5227 sample [7].

Returnsincluded in the samples were
computer-selected from the IRS Business Master File
(BMF) based on the employer identification number, or
EIN. A transform, defined as afixed, random number,
was associated with each EIN. If the transform fell
within the specified range of numbers associated with
each sampl e strata, the return was then selected for the
sample[8]. If thereturn was not selected for the
sample, it was counted nonetheless to obtain an
accurate population count. To ensure data accuracy and
improve statistical reliability, the data drawn from the
sample were subject to comprehensive testing and
correction procedures. In most cases, changes made to
areturn based on administrative processing, audit
procedures, or taxpayer amendment were not
incorporated.

The datafrom Form 1041 presented in this
paper were collected from returns filed for 1998, prior
to any audit examination or taxpayer correction. Return
data came from the IRS Returns Transaction File
(RTF). These datawere collected during the course of
regular IRS processing for revenue purposes, and, thus,
only data necessary for tax administration purposes
were collected. Unlike data from Forms 990-PF and
5227, which were collected by SOI based on statistical
samples of filed returns, data from Form 1041 were




drawn from the entire population of 1998 returns
processed by IRS. Testswere run on the Form 1041
datato check for and correct such significant
inaccuracies as keying errors and incorrect math
calculations. For 1998, approximately 3.4 million Form
1041 returns were filed for trusts and estates.

Nonexempt charitable trusts having accounting
periods beginning in 1998, and therefore ending
between December 1998 and November 1999, were
required by IRS to file 21998 Form 990-PF and were
included in the Form 990-PF sample. All datafrom
Form 5227 were collected from returns filed with
accounting periods beginning in January 1998 and
ending in December of the same year. In cases where
organizations changed their accounting period or filed
initial or final returns, part-year returns may have been
included.

Sample data from Forms 990-PF and 5227
were linked with Form 1041 population data to seek
possible matches. For a match to occur, an EIN from
the Form 1041 data set had to match exactly to an EIN
from the Form 5227 or Form 990-PF data set. In order
for amatch to be valid, the records for which amatch
occurred must have covered the same accounting period
and reported the same entity type. While approximately
92.6 percent of the Form 1041 returns that were linked
to Forms 990-PF and 5227 reported their tax years as
the 12-month period of 1998, some returns were for
prior years and for noncalendar years ending in 1999.
While matches to prior-year returns were disregarded,
matches between noncalendar years during 1999 were
included in thefinal data set.

Dataitems from both Forms 990-PF and 5227
were compared with similar dataitems from Form 1041
to ensure that all returns had been linked correctly.
Despite differences between the information returns and
tax returns, many corresponding items were found.
Nonexempt charitable trusts report revenue and
expenses on Form 990-PF, which differ somewhat from
the income and deduction items reported on Form 1041.
However, amounts reported for income items such as
interest and ordinary dividends closely mirrored data
reported on the income tax return. Expenses reported
on Form 990-PF were also similar to deductions taken
on Form 1041. Charitable remainder trusts are required
to report income and deduction items on Form 5227
that are almost identical to those collected on Form
1041. For both nonexempt charitable and charitable
remainder trusts, the largest discrepancies between the
information and tax returnsinvolved amounts reported
for capital gains, which could be attributed to
differencesin reporting requirements between forms.
Because organizations file Form 990-PF and Form
5227 for information purposes, but file Form 1041 to
determine their annual Federal income tax liability,

values from Form 1041 were used in these analyses
when such discrepancies occurred.

Resultsand Conclusions

As stated, Form 1041 data were linked to the weighted
samples of return data based on EIN, entity type, and
tax period. Thelinkage resultedin 176 and 1,437
weighted matches to Forms 990-PF and 5227,
respectively [9]. Thetotal net income, or the sum of all
income line items, reported on Form 1041 for those
organi zations matched to nonexempt charitable trust
returns (Form 990-PF) was $18.4 million; for matches
to charitable reminder trust returns (Form 5227),
aggregate net income was $156.4 million. Of the eight
types of income specifically reported on Form 1041 --
interest, dividend, business, capital gain, farm, ordinary
gain, and other income, aswell asincome from rents,
royalties, partnerships, and other estates and trusts --
capital gain income was the largest income category
reported by charitable remainder and nonexempt

FigureB. -- Form 1041: Sources of Reported Net
Income, by Entity Type, Tax Year 1998
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charitable trusts that filed Form 1041, as shown in
Figure B. Capital gain income reported on Form 1041
accounted for 53.4 percent, or $9.8 million, of the total
net income reported by nonexempt charitable trusts,
while thisincome category composed 66.2 percent, or
$103.5 million, of the total net income reported by
charitable remainder trusts. For both groups of filers,
interest and dividend income were the second and third
largest components, respectively, of total net income
reported on Form 1041.

To agreater degree than reported income, the
deductions that were reported by nonexempt charitable
and charitable remainder trusts were reflective of each
entity's function. Deduction categoriesincluded
interest, taxes, professional services, disbursementsto
charity, income distribution, standard exemption, and




other miscellaneous deductions. Figure C presentsa
breakout of deduction percentages. Nonexempt
charitable trusts collectively reported $14.9 millionin
total deductions, which was 81.3 percent of total net
income. Charitable contributions were the largest
component of total deductions for thesefilersat 81.9
percent. Charitable remainder trusts collectively
reported $130.1 million in total deductions on Form
1041, which was 83.2 percent of reported total net
income. For these organizations, the income
distribution deduction reported on Form 1041
accounted for the largest share of total deductions, 57.1
percent [10].

FigureC. -- Form 1041: Sour ces of Reported
Deductions, by Entity Type, Tax Year 1998
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Total tax liability, as reported on Form 1041,
is based on taxable income (total net income less total
deductions) [11]. Figure D shows the percentage of
taxable returns and tax burden ratio for both nonexempt
charitable and charitable remainder trusts. Half of
nonexempt charitable trusts that filed Form 1041
incurred some tax liability, which totaled $0.9 million
for these organizations [12]. The tax burden ratio,
calculated by dividing total tax liability by total net
income reported by these filers, was 4.8 percent. In
contrast, for charitable remainder trusts that filed Form
1041, only 14.2 percent, 204 filers, reported any tax
liability. Total tax liability for these returns was $6.8
million, 4.3 percent of total net income, roughly the
same percentage as the ratio for nonexempt charitable
trusts that filed Form 1041.

In conclusion, because trusts that file Forms
990-PF and 5227 are formed and operated differently,
the income, deductions, and tax liability that they report
on Form 1041 can vary. Although both types of filers
included in this research had similar patterns of income,
deductions taken were less similar, but were consistent

FigureD. -- Percentage of Taxable Returnsand
Tax Burden Ratio, by Entity Type, Tax Year 1998
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with each entity’ s mission. In addition, nonexempt
charitable trusts filed fewer returns and reported smaller
amounts of total net income, deductions, and tax
liability than charitable remainder trusts, but incurred
tax liability far more frequently. However, both types
of entities shared similar calculated tax burden ratios,
with total tax liability accounting for less than 5 percent
of their total net incomes. Thus, while the types of
function-specific deductions taken by each group of
filers differed, the employment of these deductions
resulted in aminimal tax burden in both cases.

In the future, the authors hope to perform a
more in-depth examination of these types of trusts.
I ssues such as discrepancies between information-
return and taxation-return figures will be explored. In
addition, discovering under-, over-, or lack of reporting
iskey to understanding trends in filing and reporting
data. Compiling datafrom several filing years, unlike
the use of asingle year of datain this research, may
help to expand knowledge regarding nonexempt
charitable and charitable remainder trusts and their
taxable activities.
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Linking between Forms 990-PF and 1041
resulted in 75 matches (176 weighted records).
Weights for these records ranged from 1 to 9.3.
The coefficient of variation for these records
equaled 16.7 percent. For Forms 5227 and 1041,
linking produced 146 matches (1,437 weighted
records). Weightsfor these records ranged from
1to 55.2. The coefficient of variation for these
records equaled 17.0 percent.

Unlike other deductions, the deduction for
income distribution shifts tax liability for the
income distributed to receiving beneficiaries
(noncharitable). Thetrust, inthiscase, isa
“pass-through” entity for income tax purposes.
Generally, beneficiaries pay income tax on the
part of income that is distributed to them, while
trusts pay income tax on the portion that is
accumulated but not distributed.

Total tax liability was the amount of calculated
tax obligation that was incurred by the trust
based on taxable income, less tax credits, plus
recapture taxes, the alternative minimum tax, and
household employment taxes.

"Taxable returns' were those with reported
income tax liability.

SOURCE: Statistics of Income Division, Internal
Revenue Service, as presented at the 2001 Joint
Statistical M eeting of the American Statistical
Association, Atlanta, Ga. 2001.



