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PREFACE

This is not your father’s law and tax book (Part I). The purpose of this text is to communicate to
fundraisers and financial advisors the basic concepts of planned giving in a friendly, straightforward, and
visually attractive format, while providing explanatory text that might be helpful where the visual elements are
insufficient. The intended use is for the reader to flip through the images in the sections of interest until
reaching an image that seems new or confusing, at which point the surrounding explanatory text may be
helpful. The citations in the text are relatively sparse and for those desiring more technical texts with superior
citations 1 recommend Thomas J. Ray, Jr.’s, Charitable Gift Planning, Catherine W. Wilkinson & Jean M.
Baxley’s, Charitable Giving Answer Book, Bruce R. Hopkins’ The Law of Fundraising, and Bryan Clontz’s Charitable
Gifts of Noncash Assets (2nd Edition).

This is not your father’s law and tax book (Part II). This book is intentionally published in a print-on-
demand format. This means that changes can be incorporated into the current version of the book within a
matter of days. It also means that I would be most appreciative of any information related to errors, trivial or
otherwise, because these are easily corrected. Please e-mail me at russell. james@ttu.edu if you happen to find
such. (Special thanks to Jill Gary Hughes, Leo O’Connor, Jr., Peter Hayward, Robert Constantine, and Ray
Tyler for their past guidance in this way.) Note, however, that some errors of omission are intentional as this
is not intended to be an exhaustive treatment of every possible transaction type and option, but rather is
intended to be a basic primer on charitable gift planning.

The slides used in this text are from the courses that 1 have taught for many years as part of the on-
campus and online Graduate Certificate in Charitable Financial Planning and Master of Science in Personal
Financial Planning both in the Department of Personal Financial Planning at Texas Tech University, as well
as in my course in Charitable Gift Planning at the Texas Tech University School of Law. Information on the
online Graduate Certificate in Charitable Financial Planning is available at www.EncourageGenerosity.com.
Additionally, the PowerPoint or pdf version of many of the slides contained herein and audio of some related
lectures are also available, for free, at the website.

And now, on to the disclaimers: This notice is made in order to comply with applicable Treasury Department and
other regulations (including but not limited to Circular 230):  This book is not intended to provide personal legal, tax or
financial advice. Consequently, I urge you to seek the advice of your own legal, tax, or financial professionals in connection with
gift and planning matters. This text is not intended to be used and cannot be used for the purpose of avoiding tax-related
penalties.

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change withont notice. Reasonable people may disagree abont the opinions
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expressed herein. All transactions and investments entail risks. There is no guarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

This book contains text and images representing charities including The Salvation Army (as an example of a public charity)
and The Bill & Melinda Gates Foundation (as an example of a private foundation). These are used for illustrative purposes
only and should in no way imply any support, endorsement, or affiliation of these organizations with this text or ifs anthor. The
trademarks of these organigations are owned by their respective organizations. Images in this text were purchased from
www.istockphoto.com  and  www.stockfresh.com. The  image of Bill and Melinda  Gates is  from
http:] | commons.wikimedia.org/ wiki/ File:Bill_og_Melinda_Gates_2009-06-03_(bilde_01).JPG and was taken by Kjetil
Ree in 2009. The image of Bill Gates alone is from btip:/ | commons.wikimedia.org/ wiki/ File:Bill_Gates_in_Poland.jpg

© 2006-2024, CPC Holdings, LLC. All rights reserved. 2
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Donating Retire

e

Why are
retirement
assets a

big deal?
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Donating retirement assets can result in terrible
tax consequences or fantastic tax consequences
depending upon the timing and circumstances
of the donor. Thus, it is especially important
for advisors and fundraisers to have some
familiarity with the tax rules associated with
such gifts.

Given the inherent complexity in dealing with
retirement assets, some might consider simply
ignoring these assets as a source of charitable
gifts.  Rules for traditional IRAs, 401(k)
accounts, 403(b) accounts, SIMPLE-IRAs,
SEP-IRAs, and so forth may seem intimidating.
However, retitement assets should not be
ignored. This is true in part because the client
can experience significantly positive  tax
consequences from such gifts in certain
circumstances.
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Because
that’s where
the money is!

36% of all household financial
assets ($16.5 trillion) are
retirement assets

Source: Investment Company Institute (2010) Research Fundamentals, 19, 3-Q1

In the last 30 years, the share of
household wealth held in defined
contribution accounts tripled

Source: h

ing-emplayer-pensi
accessible-20190201 htm#fig2

Giving During Life

Life stages of a retirement account

‘ Early distribution (before 59%)

Regular distribution (59% to 73)

Required minimum distribution (73+)

ok
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Aside from these potential tax advantages,
retirement assets cannot be ignored because
they represent such a large share of all
household wealth. More than a third of all
household financial assets are held in the form
of retitement assets. The share of household
net worth held in defined contribution plans
like IRAs and 401(k)s has more than tripled in
the last 30 years. Thus, neither fundraisers nor
advisors should ignore this substantial source of
wealth holding.

Retirement assets can be donated during life or
at death. The tax consequences are very
different for each type of gift, so they will be
covered separately. Gifts during life involve
more complicated considerations and their
advisability depends in part upon the “life stage”
of the retirement account.

Retirement accounts such as traditional IRAs,
401(k) accounts, and 403(b) accounts have
three stages. FEach stage corresponds to a
different tax consequence of gifting assets from
the account. Before the account holder reaches
age 59, distributions will be considered eatly
distributions, and are typically subject to
penalties for withdrawal. When the account
holder reaches age 59, these penalties no
longer apply. However, as with other
distributions from the account, the account
holder must pay taxes on these distributions,
because the income was not taxed when initially
put into the account. Finally, when the account
holder reaches age 73, he or she is required to
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take at least minimum distributions from the accounts each year. These distributions count as taxable income

to the donot.

Giving before 59 %

Normally, withdrawing retirement plan assets
before age 59 % creates taxable income plus a
10% penalty

&
(o
$10,000 4 1m $10,000

$10,000 income EL $10,000 deduction
+$1,000 penalty

Giving before 59 %

A charitable gift deduction may offset up to
100% of the taxable income from the withdraw,
but will not offset the penalty

. ¢
$10000 , (¥ .  $10,000
+$1,000 penalty LL

For donors younger than 59%2, making gifts
from a retirement plan is generally a bad idea.
Not only will the withdrawal be considered
income to the donor, and thus be subject to
taxation, but the donor will also have to pay an
additional 10% penalty. This penalty is charged
because the donor is withdrawing assets from
the account prior to age 59%2. The donor may
receive a charitable deduction from the gift.
This deduction could offset the income charged
to the donor as a result of withdrawing the
funds. However, this charitable deduction will
not offset the 10% penalty charged for eatly
withdrawal.

Thus, even in a perfect situation, making a
$10,000 gift by withdrawing funds from the
retirement account will cost the donor at least
$11,000. Beyond this, it is often the case that
the charitable deduction may not perfectly
offset the effects of the increased income
resulting from the withdrawal of funds. For
example, if the donor was not otherwise an
itemizer, the charitable deduction for a $10,000
gift will not reduce income by the full $10,000.
Ot, if the donor reaches the income limits for
deducting charitable gifts, the deduction will not
be available until future years.

Further, the increase in income, even if
offset by deductions, may generate other

negative tax consequences because certain tax benefits are not available for those whose adjusted gross

income falls above specific levels. For example:

e The earned income tax credit is reduced for income above certain thresholds. (In 2023 these
thresholds were $17,640 for a childless single taxpayer, $46,560, $52,918, or $56,838 for a single
taxpayer with 1, 2, or 3 children, $24,210 for childless married taxpayers filing jointly, and $53,120,
$59,478, or $63,698 for married taxpayers with 1, 2, or 3 children filing jointly.)

e The adoption credit ($15,950 in 2023) is reduced for those with modified adjusted gross income

above the threshold level ($239,230 in 2023).

e The child tax credit ($2,000 for each qualifying child) is reduced by 0.5% for any modified adjusted
gross income above the threshold level (in 2023 this was $200,000 for single taxpayers, $400,000 for

married taxpayers filing jointly).

e Education tax benefits also phase out after certain income thresholds such as the American

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Opportunity Credit ($80,000 for single taxpayers, $160,000 for married taxpayers filing jointly),
Lifetime Learning Credit ($80,000 for single taxpayers, $160,000 for married taxpayers filing jointly),
and deductibility of qualifying student loan interest ($70,000 for single taxpayers, $140,000 for

married taxpayers filing jointly).

e Eligibility to make Roth IRA contributions begins to phase out after certain income thresholds (in
2023, $138,000 for single taxpayers, $218,000 for married taxpayers filing jointly), as does
deductibility of IRA contributions (in 2023, $73,000 for single taxpayers participating in a workplace
plan, $116,000 for participating spouse with married taxpayers filing jointly, $214,000 for non-
participating spouse with married taxpayers filing jointly).

For taxpayers affected by these phase-out ranges, the negative tax consequence of the increased income
resulting from the retirement account withdrawal will not be perfectly offset by the charitable income tax
deduction. Additionally, if taxpayers are eligible for other income-based government benefits, the increase in
income resulting from the retirement account withdrawal may have additional negative consequences.

Giving 59% and older

At age 59% or older withdraws are taxable, but
create no penalty.

&
'S
$10,000 4 ) & $10,000
$10,000 income il $10,000 deduction

Ll
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Withdrawals made at age 59%2 or after do not
generate the 10% penalty as do those made
before this age. Consequently, it is possible
that the deduction generated by making a
corresponding charitable gift could completely
offset the effects of the increased income due
to a withdrawal from a retirement account. As
before, the ability to completely offset the
effects of the increased income with the
charitable tax deduction depends upon a variety
of factors such as the donot’s itemization
status, the income giving limitations, and
whether or not the increased income will have
negative effects for the donor in other areas
such as income-based phase-outs for vatious
tax benefits.
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Giving 73 and older

At age 73+ participants must take required
minimum distributions (account balance /
remaining life expectancy) or pay 25% penalty

. €
(o,
$10,000, (% ’
~ $10,000 inoomel

D\

Giving 73 and older

If the income is not needed, a charitable gift
deduction may offset the income (if itemizing
and no income giving limitations exceeded)

C

$10,000, (W

+

& $10,000
$10,000 inoomea $10,000 deduction

4

Giving 70% and older

A Qualified Charitable Distribution (QCD)
eliminates both the income and deduction

S0income
’ S0 deduction

sm,ow\/
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Withdrawals at age 73 or after receive the same
tax treatment as those taken at any point at age
59Y2 or after. The primary difference is that
minimum withdrawals are required beginning at
age 73. Thus, the account holder cannot simply
choose not to take a withdrawal. Instead, the
account holder must take a minimum
withdrawal in the amount of the account
balance divided by the remaining years of life
expectancy for a typical person of the account
holder’s age. If the account holder fails to
withdraw at least this amount, he or she can be
penalized in the amount of 25% of the required
minimum distribution.

Because the taxpayer is forced to withdraw the
requited minimum distribution from  the
retirement account, the negative tax effects
from increased income will occur regardless of
whether or not a charitable gift is made. The
taxpayer cannot simply choose not to take a
withdrawal.  If the taxpayer is forced to
withdraw the funds, but does not need them
for consumption, a charitable gift may be an
ideal use of these funds. The charitable
deduction resulting from the gift may entirely
(or at least partially) offset the negative tax
effects resulting from the increased income due
to the required distribution.

The ideal charitable distribution is a qualified
charitable  distribution  (QCD). This
arrangement is ideal because the donor is
allowed to make a transfer directly from his or
her retirement account to a charity. This
transfer does not count as income to the donor
but does reduce the required minimum
distribution from the account. The donor
receives no deduction, but also has no increase
in income. This perfect offset makes this
transaction  equivalent to the “perfect”
withdrawal and gift transaction with a 100%
usable tax deduction and no negative effects
from the increased income.
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Qualified Charitable Distribution (QCD)

IRAs or IRA

rollovers only; no No private
401(Kk), 403\(6), foundations
SEP, SIMPLE, do_r dg?ord
pension orlprofit advised funds
sharing plans

) S0 deduction

100,000
per person
maximum

The qualified charitable distribution includes
the following limitations. The participant must
be 70%2 or older (i.e., before RMDs start at 73).
The maximum transfer is limited to $100,000.
The qualified charitable distributions must be
from an IRA or IRA rollover. These are not
allowed from 401(k), 403(b), SEP, SIMPLE,
pension or profit sharing plans. However, the
retired account holder with a 401(k), 403(b),
457 plan, SEP-IRA, or SIMPLE-IRA (assuming
it is more than 2 years old) could consider
rolling the account over into a traditional IRA
rollover to allow for future qualified charitable
distributions. This strategy will work only for
qualified charitable distributions in future years
because any current year required minimum

distribution from the non-traditional IRA account must be distributed and cannot be rolled over into a
traditional IRA. Also, the distribution must go to a public charity (not a private foundation or donor advised
fund). The donor may receive no benefits in return for the transfer excepting only that a donor may use
these transfers to fulfill a donation pledge to a public charity or make a special one-time transfer for a
charitable gift annuity or to a charitable remainder trust as described below.

QCD to DAF-like funds

A QCD can go to

* A restricted or endowment
fund at a charity

* A fund for a single charity
where the donor controls
future distribution timing

* A fund with preset
distributions to preset
charities

* A scholarship fund (even with
donor on recipient selection
committee)

* A “field of interest” fund

(

A Qualified Charitable Distribution cannot
transfer to 2 Donor Advised Fund. However, it
can go to

e A restricted fund or a specific endowment
at a charity.

e A fund supporting a single charity where
the donor controls the future distribution
timing.

e A fund with a preset distribution plan
going to any number of preset charities.

e A scholarship fund, even when the donor
sits on the recipient selection committee.

e A “field of interest” fund supporting a
specific cause where the donor does not sit
on the recipient selection committee.

Although these have some attributes of Donor Advised Funds, they do not qualify as such and therefore
they can be the recipients of Qualified Charitable Distributions.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 334
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QCDs > IRA contribution deductions after
age 702+

QCD’s will count as income and an itemized charitable
deduction until they exceed the total amount of
deductible IRA contributions made by that person at
age 70% or older

QCD’s not affected by spouse’s age 70% +
IRA contribution deductions

$7,000 of
wife’s earned
income

Checking

Account Chinxlty

$7,000 Gift

RESULT:
A below-the-line itemized $7,000 charitable deduction

wisf:"sog:rzfed Wife's Husband’s $7,000 QCD

e IRA IRA Gift Ehly

RESULT:

An above-the-line $7,000 deduction for Wife’s IRA contribution
$7,000 shift from Husband’s IRA to Wife's IRA

A $7,000 reduction in Husband’s RMD

If the donor has taken deductions for making
an IRA contribution at age 70%2 or older, this
may interfere with using a QCD. A QCD will
be treated as a normal withdrawal followed by a
charitable donation until the total amount of
QCDs exceed the total amount of deductible
IRA contributions made at age 70%2 or older.
(Any IRA contributions made before age 702
have no effect. )

However, QCDs are not affected by IRA
contributions made by the donor’s spouse.
Thus, the donot’s spouse could make
deductible IRA contributions at any age while at
the same time that the donor made QCD
donations. If the spouse has earned income but

didn’t otherwise plan to make an IRA
contribution,  this  creates a  planning
opportunity. Instead of using the spouse’s

earned income to make a donation it is usually
better to have the spouse make a deductible
IRA contribution and have the donor make the
donation as a QCD. If the carning spouse
makes a donation it creates only an itemized
charitable deduction. If the couple is taking the
standard  deduction, this isn’t valuable.

However, if the spouse uses those funds to make a deductible contribution to an IRA, that is an above-the-
line deduction. It can be used along with the standard deduction. Making the gift as a QCD then lowers one
spouse’s IRA account, offsetting the increase in the other spouse’s account. If the donor is age 73 or older
this QCD gift will also lower any required minimum distribution.

335
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A transfer from __ SFEese. A donor may make a one-time transfer from an
an IRA for a chari IRA or IRA rollover of up to $50,000 to a
Charitable Gift . . charity in exchange for a charitable gift annuity
Annuity (CGA). This transfer will count against any
RMDs from the IRA or IRA rollover. This

152&%22? o B CGA has special requirements. It must pay out
per person at least 5% annually. It can pay only to the

account owner or to the owner and the owner’s
spouse. The contract must not allow the
income payments to be assigned. Thus, a
donor cannot later decide to give back to the
charity by assigning future payments to the
charity.  These CGAs must be separate
contracts — not combined with any previous or
future contributions. It is possible to make a
similar transfer to a separate charitable
remainder trust. However, because these too must be separate entities — not combined with any previous or
future contributions — the administrative costs would likely prevent this from being a practical option.

Payable to IRA
owner (and
spouse) only

2025 2026 2027 2028 2029 .. Death

Distributions from Roth IRAs will be tax free
Distributions from Roth IRAs are in a number of circumstances. First, if the

generally not taxed distr.il?ution is frgm t.he account holder’s regular
participant contributions to the Roth IRA, there
is no taxation or penalties for withdrawing
funds. The account holder has already paid
taxes on this amount and its contribution into
or withdraw from the Roth IRA does not
generate any additional taxes or penalties. Any

$10,000 é.«ek $10,000 distributions from the Roth IRA are considered
‘& to be from the account holder’s regular

$0income ﬂ $10,000 deduction participant contributions until all of these have
been distributed. Distributions in excess of the

account holder’s regular participant

contributions will next consist of distributions
of any IRA conversions. A conversion occurs
when the account holder converts a retirement account such as a traditional IRA into a Roth account. This
conversion requires the account holder to pay income taxes on the amount of the converted account. Thus,
distributions of such conversions do not generate income taxes because the income taxes on this money have
already been paid. However, if the account holder is younger than 5972 and the conversion was less than five
years ago, the 10% penalty on early withdraw must still be paid for these conversion assets. (If this rule did
not exist, the 10% penalty on eatly withdrawals from a traditional IRA could be completely avoided by simply
converting to a Roth IRA and taking the distribution.) Finally, all remaining distributions will be considered
earnings. Distribution of earnings after age 59%2 does not generate income taxes or penalties (assuming the
distribution occurs at least five years after the account holder funded his first Roth IRA account). However,
distributions of earnings before age 592 typically generate both income taxes and penalties. (The 10%
penalty could be avoided from either traditional or Roth IRA accounts if the funds are used for specific
allowed purposes, but these do not include making charitable gifts.)

© 2006-2024, CPC Holdings, LLC. All rights reserved. 336
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When distributions from Roth IRAs are tax free, they may make a desirable source for charitable gifts.
However, this will result in reducing the amount of funds in the Roth IRA and may not correspond with the
retirement tax planning strategies of the donor. For example, additional growth in the Roth IRA can be
withdrawn without taxation (after age 59%2) and reducing IRA assets through gifting eliminates this future

tax-free growth on the gifted assets.

Part Il:

Giving At Death

Retirement

plan assets

inherited by
= hon-charitable

< beneficiaries
b 7™ arereduced by
’ /f both estate tax
%/ and income tax

qualified plan money).
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Giving from retirement accounts during life
often may have negative tax consequences, but
in some cases — such as a qualified charitable
distribution — may have distinct tax advantages.
Charitable giving from traditional retirement
accounts at death, in contrast, is almost always
more beneficial than giving other types of assets
to charity at death.

Traditional retirement account assets are “tax
heavy” for heirs. Not only are these assets
subject to gift and estate taxation, but they are
also subject to income taxation. The money in
these traditional accounts has never had income
taxes paid on it. Therefore, income taxes must
be paid when the funds are withdrawn. This tax
burden makes these “tax heavy” assets less
desirable for heirs. But it does not make these
assets  less  desirable  for  tax-exempt
organizations, because these organizations do
not pay such taxes. Therefore, it is always to
the heirs’ advantage (and not to the
disadvantage of charities) to make as much of
the charitable share of estate assets as possible
consist of traditional retitement accounts (i.e.,
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A donor with
and a i
house wants to Df.'ﬁfié'f.'gggser
leave one to her where?

high-income
child and one to

charity

IRA(child); House(charity)

IRA(charity); House(child)

$1,000,000 House 51,000,000 IRA

$1,000,000 to charity $1,000,000 to charity
$1,000,000 IRA $1,000,000 House
-$133,000 (133% Cali.income tag ~_-S0 (no income tax)

1,000,000 to child

-$370,000 (37% Fed. income tax)
§%97,000 to child

Consider this simple example. A donor has
only two assets, a $1 million IRA, and a $1
million house. The donor wishes to leave half
of her estate to a charity and half to her child.
The child earns a high income and is a resident
of California. Does it matter which asset the
charity inherits and which asset the child
inherits?

If the child inherits the home, the child will
receive the $1,000,000 asset free from any
taxation. (There are no estate taxes because the
donor’s estate is too small) The child can sell
the asset and spend the entire $1,000,000. The
results are quite different if the child instead
inherits the $1,000,000 traditional IRA. The
assets in the IRA have never had income taxes
paid on them. Thus, withdrawals from the
account will be treated as additional income to
the child. Assuming the child is paying the
highest income tax rates at both the state
(California) and federal levels, this leaves
slightly less than half of the money available to
the child after paying income taxes. Notice that
this massive difference in taxation occurs

simply by the donot’s selection of which asset to give to charity. The difference occurs even though the
donot’s estate is not subject to estate taxes. Although the difference would be less if the inheriting child were
in a lower income tax bracket, it would still be substantial enough to warrant selecting the retirement assets

instead of other assets for the charitable estate gift.
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Leaving the IRA to family with a stretch CRT

PROBLEM SOLUTION

* The non-spouse IRA beneficiary * Naming a Charitable
must take it all out (and pay Remainder Trust
taxes) within 10 years (CRT) avoids this

* These withdrawals may have to limit
start immediately * The IRA pays to the

* Limits tax deferral and tax-free CRT with no taxes
growth * Tax-free growth

continues inside the
CRT

* Family members pay

In some cases, a client may still wish to leave
the IRA (or other qualified plan) to a family
member other than a spouse. This money must
be taken out of the inherited IRA by the end of
the 10% year after death. These withdrawals
may have to begin immediately. Such forced
withdrawals prevent the tax deferral and tax-
free growth that could otherwise occur inside
the IRA. For a charitable client, one alternative
is to leave the IRA to a Charitable Remainder
Trust (CRT). There are no taxes on the

l Ea;.??n?:g%g%mig transfer to the CRT and no taxes on the growth
™  can last for life of investments inside the CRT. The CRT
income going to beneficiaries is taxed but this
can be spread over one or more lifetimes.
- >

Retirement plan death beneficiaries are typically
named in the beneficiary designation of the
retitement account. In other words, the
donor’s will usually does not control the
distribution of these assets. (In fact, the will is
best thought of as a back-up document in
general because it will not control any assets
with beneficiary designations or owned in joint
ownership with right of survivorship.) Good
retirement plan beneficiaries include any public
charity and any private foundation.

Charitable Remainder Trusts (which are
also charitable entities) may also make good
beneficiaries, but with some additional
considerations. Ordinary income assets must
be paid out first (i.e., Tier 1), prior to paying out
any capital gain, non-taxable income, or return of principal. Heirs will pay taxes on those assets when
received. Another issue also arises regarding a potential income tax deduction if the estate is large. Typically,
if a beneficiary inherits an IRD asset, such as an IRA account, the beneficiary is entitled to an itemized
income tax deduction in the amount of any estate taxes paid as a result of the transfer of the IRD asset. For
example, if Jane inherits a $100,000 IRA account which generated $40,000 of estate taxation (as compared to
the estate taxes that would have been owed had the asset not existed), Jane will receive a $40,000 income tax
deduction. The idea here is to avoid taxation of dollars that have already been taken by the IRS in estate
taxes. In theory, this same deduction applies to the non-charitable portion of the Charitable Remainder
Trust. The estate pays estate taxes on the taxable portion of the IRA transfer to the Charitable Remainder
Trust (i.e., the present value of the share that will #of be going to charity). These are estate taxes paid on IRD
and thus generate an income tax deduction. However, this tax deduction is treated as return of principal in
the Charitable Remainder Trust, meaning that the deduction will not be distributed to the beneficiary unless
all other ordinary income, capital gain income, and exempt income held in the trust is first paid out (see the
chapter on Charitable Remainder Trust for Details). The net effect of this is that the income tax deduction
resulting from estate taxes paid on IRD will most likely be completely lost.

Good retirement plan death beneficiaries

* A public charity

-‘_ ‘ e /

()

* A private family
foundation

* A charitable
remainder trust
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Problems can arise when naming a Charitable
Lead Trust as beneficiary of a retirement
¢ Charitable Lead Trust must pay account. The Charitable Lead Trust is not a
income taxes tax-exempt entity; thus, it must pay income

taxes when receiving the retirement account
funds, just as any other taxpayer would
(although perhaps at higher rates due to the
compressed tax schedule of complex trusts).

Naming the estate as beneficiary, even if
the estate will make charitable distributions,
could result in the estate having to pay the
income taxes on the retirement account funds.
This can arise if the account holder specifically
names the estate as beneficiary or if no
beneficiary is named, which will also cause the
retirement account to pay to the account
holder’s estate. Typically, if the estate receives IRD (such as qualified plan money), the estate must pay the
income taxes resulting from this IRD. However, this can be avoided if the estate transfers the right to receive
the IRD to fulfill a bequest of that specific item or of a share of the remaining estate. In that case, the
recipient, not the estate, would owe the income taxes on the IRD. If the recipient is a charity, no taxes will be
owed. This result is possible if the estate documents allow the executor to distribute assets on a non-pro rata
basis (i.e., if the executor can send a disproportionate share of the IRD asset to the charitable beneficiary).
However, if the assets are used to fulfill dollar amount charitable bequests (i.e., estate gifts of specific dollar
amounts), the estate will still have to pay the income taxes due from the IRD/retitement account asset.

Finally, if the retitement account is to be divided between charitable and non-charitable beneficiaries, the
non-charitable beneficiaries have until the end of the next year following the decedent’s death to establish
separate accounts for the charitable and non-charitable beneficiaries. This is not necessary if the charity’s
share is completely paid out prior to September 30 of the year following the decedent’s death. Creating these
separate accounts is important because if the charity is not paid off or separated out, it will reduce the
maximum time allowed for the non-charitable beneficiaries to remove the funds (with income taxes being due
at the time of removal). These separate accounts may not be possible if the amount designated for charity
was listed as a dollar amount, rather than a percentage amount. However, such separation of accounts will
not be needed if the administrator simply pays off the entire chatitable portion prior to September 30 of the
next year following the decedent’s death. This complexity can also be avoided if the only other beneficiary is
a spouse because a spouse can simply roll over his or her share into his or her separate IRA.

Bad retirement plan death beneficiaries

* |If estate with charitable
instructions is beneficiary,
income taxes avoided only if
assets used to fulfill a specific
or residual (but not dollar
amount) charitable bequest

 If heirs are also named
account beneficiaries,
preserving their longer-term
payouts requires charitable
amount paid out by 9/30 of
year after death
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Participant’s spouse must approve
beneficiary for ERISA accounts, e.g., 401(k),
but not for non-ERISA accounts, e.g., IRA

The plan must actually have a residual
death benefit to pass to charity, rather
than just a lifetime income right

e ]

A retirement account with charitable
beneficiary can act like a mini-CRT

Charitable Remainder Trust

* Remainder to charity at
death

* Income to donor for life

(fixed)

* Deduction for value of
charitable remainder

* Significant administration

IRA + Charitable Beneficiary

+ Remainder to charity at
death

* Income to donor after
59 % (unrestricted)

* Deduction for entire
value placed into IRA

* Minor administration

costs costs
* Cash * Cashor
transfers property
only transfers
* Limited size * Unlimited
size
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Naming someone other than the spouse as a
beneficiary for an ERISA account, such as a
401(k), a SIMPLE IRA, a SEP IRA, an ESOP,
or profit-sharing plan, requires consent from
the spouse. Thus, a charity may not be named
as a primary beneficiary without the consent of
the account holder’s spouse. Such consent is
not required in a traditional IRA or Roth IRA
unless the company managing the accounts
decides to add such requirements.

Estate gifts of retirement account assets, of
course, require that the accounts have value
after the death of the account holder. Thus,
traditional pension plans (i.e., defined benefit
plans) are not directly relevant for charitable
planning purposes because no valuable assets
will survive the death of the participant (or, in
some cases, the death of the participant and the
participant’s spouse).

Because of their creation and administrative
expenses, Charitable Remainder Trusts are
generally reserved for substantial transfers of
assets. One way to conceptualize a qualified
plan with a charitable beneficiary is like a mini-
Charitable Remainder Trust with minimal
administrative costs. In both instruments, the
charity receives the assets at the death of the
donor. Both allow tax-free growth of assets,
and both can provide income to the donor. In
the Charitable Remainder Trust, the income is
fixed for life, whereas the qualified plan
provides income at the discretion of the donor
(and without a 10% penalty after age 59 %).
The Charitable Remainder Trust reduces
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income by the share of the transfer representing the present value of the charitable interest. The qualified
retirement plan reduces income by the entire amount of the transfer for qualified taxpayers. Of course, a
retirement account can be funded only with cash and there are limits to the amount of funding allowed. The
Charitable Remainder Trust can be of unlimited size and can be funded with appreciated assets and thereby
postpone or eliminate the associated capital gains tax. In cases where a donor is attracted to the features of a
Charitable Remainder Trust, but where the nature and size of the potential gift does not warrant its use, it
may be helpful to consider naming a charity as a qualified plan beneficiary as a type of mini-Charitable
Remainder Trust substitute.

Roth conversions and charitable planning | A final area where charitable planning can

can work together to match connect with retirement accounts is in managing
the tax consequences of Roth IRA conversions.

The goal here is to match a spike in income,
caused by a Roth IRA conversion, with a
simultaneous spike in charitable deductions.

Deductions

Income

The idea of a Roth conversion is to change a
traditional IRA into a Roth IRA. A traditional
IRA grows tax free, but income taxes must be
paid whenever distributions are taken from the

‘j account. In a Roth IRA, taxes are paid on the
Tax Free L S
initial contributions, but no taxes need to be

T paid when qualified distributions are taken from

S1MM in sta ndard ;MM ivi Both the account, regardless of whether the
IRA (withdraws IRA (withdraws distributions were of initial contributions or
are taxable) are tax free) subsequent  growth on  those  initial

contributions.  Converting a traditional IRA
C . into a Roth IRA causes the account holder to be

onvet:su_m crea:ces charged with income taxes on the amount of
$1IMM in |r_nmed|ate conversion less any basis in the traditional IRA.

taxable income (Basis in a traditional IRA consists of amounts
originally contributed with after tax funds, ie.,
contributed with no deduction.) In exchange for this tax disadvantage, the account holder gains the ability to
take future qualified distributions free from income taxes, whether those distributions are from the converted
assets or from subsequent growth on those converted assets. Thus, the extra tax benefit is the income tax
free receipt of future growth on the Roth IRA assets. Although acquiring the benefits from such a
conversion may make perfect sense in the context of an overall retirement plan, it can generate a substantial
immediate spike in taxable income. Because there are no limits on the amount of an IRA that can be
converted to a Roth IRA, the amount of this spike in income can be dramatic relative to the account holder’s
normal income.
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Where can | find offsetting deductions?

This spike in income may make the account
holder particularly interested in generating
income tax deductions. First, this may be true
because the increased income resulting from the
Roth IRA conversion may temporarily push the
account holder into a higher income tax
bracket. Thus, deductions taken in the year of
the conversion will be more valuable than
deductions taken in a later year. (The value of a
deduction is the amount of the deduction
multiplied by the taxpayer’s marginal tax rate.
Therefore, a higher tax rate makes the
deductions more valuable.)) Additionally, the
taxpayer may wish to pursue a larger conversion
but may not have enough cash to pay for the
resulting tax consequences. Deductions could

reduce the costs of the tax consequences of the Roth conversion, allowing the cash-limited account holder to

convert a larger amount into the Roth account.

(grantor)

a charity

* Private foundation

Where can | find offsetting deductions?

¢ Charitable remainder trust
@ - * Charitable lead trust
4 F
. ‘;N ¢ Charitable gift annuity

* Donor advised fund

Put assets or money into a

Or give a remainder interest
in a residence or farmland to

Of course, much of charitable planning is
designed to provide creative ways to generate
charitable income tax deductions, making
charitable planning a natural fit with Roth IRA
conversion. Thus, a donor might move assets
ot cash into a Charitable Remainder Trust,
grantor Charitable Lead Trust, Charitable Gift
Annuity, donor advised fund or private
foundation.  Such charitable planning may
permit a large immediate deduction even where
the donor does not wish to sell the underlying
asset (such as with a Charitable Remainder
Trust, grantor Charitable Lead Trust, or Private
Foundation), or where the donor wishes to
receive income from the undetlying asset (such
as with a Charitable Remainder Trust or

Charitable Gift Annuity), or where the donor wishes to receive the asset back after a period of time (such as
with a grantor Charitable Lead Trust). Finally, the donor who has neither the cash nor the desire to transfer
assets in order to generate a charitable income tax deduction may consider gifting a remainder interest in a
personal residence or farmland. This gifting of the inheritance rights to the property generates an immediate,
potentially large, deduction with no requirement for immediate cash or loss of income from or use of the

underlying real estate.
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Charitable deductions may
be limited (with five year
carryover) to 20%, 30%, or
50% of income depending
on gift and recipient

If | have unused
deductions, how can |
pull future income into
current year?

With a Roth conversion

Conversion

e

S1MM in Roth

IRA (withdraws
are tax free)

S1MM in standard
IRA (withdraws
are taxable)

Conversion creates
S1MM in immediate
taxable income
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Of course, the use of charitable deductions is
not unlimited and depending on the gift type
and the recipient type, such deductions are
limited to 20%, 30%, or 50% of income. Thus,
charitable deductions cannot completely offset a
spike in income of unlimited size. However, the
ability to reduce income by up to 50% is still a
potentially powerful tool. When these income
limitations are exceeded, charitable deductions
can be carried forward into future years.
However, after five additional years these
deductions will expire.

A donor may have substantial charitable
deductions that, due perhaps to a large transfer
of assets, exceed the income giving limitations
for one year or even for all five carryover years.
Especially in cases where these deductions
would otherwise expire, there may be interest in
pulling income from future years, so that the
deductions can be used.

A perfect way to accomplish the task of pulling
income back from future years is to convert
some funds from a traditional IRA into a Roth
IRA. The conversion results in pre-paying taxes
that would otherwise be due later and
subsequently allows for tax-free growth
following the conversion. Consequently, paying
taxes for the conversion can be a wise
investment. This investment is made all the
more beneficial if it can be partially paid for
with charitable tax deductions that, otherwise,
would have expired unused.



DONATING RETIREMENT ASSETS

Roth conversions and charitable planning
can work together to match

Deductions

Income

Retirement Assets

Donating
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In this way Roth conversions and charitable
deductions can work together to help match
income with deductions. When income is
temporarily high, due to any cause including a
Roth  conversion, charitable  deductions
temporarily become more valuable due to
higher marginal tax rates. The use of charitable
deductions can reduce the immediate tax costs
associated with a Roth conversion. When
excessive charitable deductions might otherwise
go unused due to income limitations, a Roth
conversion can provide the temporary spike in
income that allows the deductions to be used.

Working with retirement assets is important
simply because of the magnitude of household
wealth held in such instruments. Additionally, it
is useful to have a basic understanding of the
options because the results from charitable
giving from such funds can have tax
consequences ranging from absolutely awful to
absolutely wonderful. The well-advised donor
will successfully avoid the former and embrace
the latter.
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