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IRA Rollover Now!
by Reynolds T. Cafferata

Reynolds T. Cafferata is a partner at Bingham
McCutchen LLP, Los Angeles. His practice focuses on
exempt organizations and charitable giving. Mr.
Cafferata also thanks James Chapman, Counsel with
Bingham McCutchen for his assistance on this article.

For more than a decade now, charitable organiza-
tions and donors have been waiting for Congress to
pass some version of legislation that would allow
donors to transfer individual retirement account (IRA)
assets to charities without adverse income tax conse-
quences.! Under current law, to make a lifetime chari-
table gift of assets in an IRA, the donor must withdraw
the assets from the IRA, include that distribution in
income, and then contribute the cash to a charity.? The
donor would then claim a charitable contribution in-
come tax deduction for the gift to the extent allowable
under law.? '

As is discussed more fully below, there is concern
that the donor’s charitable income tax deduction for
the gift will not fully offset the taxable income that the
donor is required to include from the IRA distribu-
tion.* Furthermore, the charitable income tax deduc-
tion for a deferred giving vehicle such as a gift annuity
or a charitable remainder trust will never fully offset
the income from the IRA distribution because the de-
duction is reduced by the value of the payments re-
tained by the donor. Donors who do not itemize their
deductions also may not effectively be able to offset the
IRA distribution income with a charitable contribution
deduction. This article assumes the donor is itemizing
his or her deductions.

To address these concerns, particularly with respect
to deferred gifts, charities have asked Congress to en-
act legislation that would allow a donor to transfer
assets in an IRA directly to a charitable organization
as an outright gift or to a deferred gift vehicle without
being required to include that distribution in income
(rollover legislation). The rollover legislation also pro-
vides that the donor does not receive an income tax
deduction for the gift of the IRA funds. The idea behind

1See e.g., Section 102 of S. 476 (CARE Act of 2003) and
Section 102 of H.R. 7 (Charitable Giving Act of 2003), 108th
Cong., 1st Sess. (2003).

2Section 78.

3Section 170.

4Deduction may be limited by the adjusted gross income
limit of section 170(b) or lost to phaseout of itemized deduc-
tions for higher income taxpayers under section 68.
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the rollover legislation is that a donor should not need
to be concerned that the deduction for a gift of IRA
funds would not fully offset the income of the IRA
distribution because of adjusted gross income (AGI)
limits on charitable contribution deductions or
phaseouts. Particularly, rollover legislation would
allow a donor to fund deferred gifts where the deduc-
tion would never fully offset the amount of income
created by the IRA distribution used to fund the de-
ferred gift.

The rollover legislation is a good idea and should
be passed by Congress. Many donors, however, may
be unnecessarily delaying gifts from IRAs as they wait
for Congress to pass this legislation. It may be possible
for many of these donors to achieve the identical or
substantially similar tax results under current law that
they would achieve if they made an outright gift, or
even a deferred gift, under the rollover legislation.

Under current law, there are three concerns that
donors face when transferring distributions from an
IRA to a charity. First, the gift to the charity may
exceed the limit on the percentage of the donor’s ad-
justed gross income that can be offset with charitable
deductions.’ Second, a donor’s itemized deductions
may be subject to the phaseout of itemized deductions
based on a high income.® Third, with respect to a
deferred gift, the amount of the deduction will not
equal the amount of money contributed for the de-
ferred gift because the deduction is reduced by the
value of the payments retained by the donor. Even
working within these confines, however, it may be
possible to achieve tax results that are very similar, if
not identical, to those that would be achieved if a
charitable gift were made under the rollover legisla-
tion.

The rollover legislation does not provide tremen-
dous tax savings or benefits with respect to the chari-
table gift of IRA assets; it mitigates potential adverse
consequences of such a gift. Unlike a gift of appreci-
ated property where both the taxation of the gain in
value of the property can be avoided and other income
can be sheltered, under the rollover legislation there is
no income and no deduction. Accordingly, with re-
spect to any donor under existing law who can make a
contribution from an IRA and offset that income com-
pletely with the charitable contribution income tax

5Section 170(b).
6Section 68.
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deduction, the IRA legislation provides no benefit be-
cause that result is the same as having no income and
no deduction. The rollover legislation only provides a
benefit to a donor whose deduction is limited in some
manner such as by the AGI limit on charitable deduc-
tions or the phaseout of itemized deductions.

If the donor uses IRA assets to make a deferred gift
such as a gift annuity or charitable remainder trust, the
charitable contribution income tax deduction will be
less than the amount contributed for the deferred gift,
and accordingly less than the donor’s taxable income
from such use of the IRA assets, because the value of
the donor’s retained interest in the deferred gift re-
duces the deduction. Under the rollover legislation, all
of the distributions from that deferred giving vehicle
funded from an IRA will be ordinary income. Accord-
ingly, the character of the distribution from the IRA
and the character of the distribution from any deferred
giving vehicle funded with IRA assets under the roll-
over legislation will be identical. Both the IRA and the
deferred gift allow tax-free reinvestment of earnings
retained in the IRA or deferred gift. With respect to
distributions, there is one difference between an IRA
and a deferred gift: The IRA is subject to required
minimum distributions. Early in retirement, the IRA
required minimum distribution, however, is less than
the expected payout for most deferred gifts.” In light
of these earlier larger principal withdrawals, it is only
until late in retirement that the required minimum
distribution from an IRA will exceed the distribution
that would otherwise be coming from a deferred gift.

Because the IRA rollover legislation is designed
only to prevent bad results, it may be possible for
donors to find other avenues to avoid those bad re-
sults. Other donors may determine that the actual con-
sequences of the phaseout of itemized deductions or
AGI limits are sufficiently modest that the benefits of
current giving outweigh the modest cost of making the
gift. Furthermore, these costs of current giving can be
netted out of the gifts so that they are borne by the
charity, not the donor. Most charities would happily
accept the current IRA gift even if reduced by its tax
costs.

For donors that desire to make a charitable gift of
IRA assets before enactment of the rollover legislation,
the first option for the donor to consider is an annual
charitable gift of his or her required minimum distri-
bution from an IRA that is also designated to go to
charity at the donor’s death. A plan of annual mini-
mum distribution of charitable gifts is shown in
Example 1. The benefit of this plan is it allows signifi-
cant lifetime gifts while maintaining flexibility for the
donor to use the IRA for other purposes if needed. The
cost of this giving strategy under current law versus

The first required minimum distribution is 3.2 percent at
age 71. The minimum allowable payout rate for a charitable
remainder trust is 5 percent. The required minimum distribu-
tion for an IRA reaches 5 percent at age 79 and 6 percent at age
83.
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under the rollover legislation is less than 1 percent of
the gift.

Second, a donor may wish to be more aggressive
and give the maximum amount he or she can under the
AGIlimit applicable to the donor’s charitable gifts. The
IRA distribution would be cash, so the donor could
offset up to 50 percent of his or her income with gifts
to public charities. This level of deduction limit allows
the donor to give away an amount equal to his or her
adjusted gross income from sources other than the IRA
distribution. Example 2 shows a donor giving away an
amount equal to his or her income from a source other
than the IRA. The cost of making such gifts under
current law is about 1.3 percent or, if borne by the
charity, 1.7 percent. The cost if the donor bears it
assumes that the donor accepts less income. The cost
if the charity bears it assumes the donor withholds part
of the IRA distribution to cover the taxes. The amount
not given to charity decreases the charitable deduction
and increases the taxes and overall cost.

Finally, a donor might even withdraw the entire IRA
to make a gift to charity. In the year of the gift, the
donor’s deduction would be limited to 50 percent of
his or her AGI. Unless the donor has other income
equal to his or her entire IRA, the deduction allowed
will be less than the IRA distribution. The donor likely
will need to hold back part of the distribution to pay
taxes. The donor will be able to carry forward the
unused deduction for five years. The donor could give
the future tax savings to charity plus the tax benefit of
those gifts. Example 3 illustrates a gift of an entire IRA
in this manner (less the current year distribution).
After the initial gift and the gift of the benefit of the
carryforward deductions, the cost of the gift under
current law versus under the rollover legislation is
about 7 percent.

It would seem that it may be more difficult to make
a deferred gift of IRA funds under current law because
the donor does not receive a deduction equal to each
dollar that goes into the deferred gift. Depending on
the age of the donor and the payout rate to the donor
from the deferred giving vehicle, the deduction will be
some percentage of the amount contributed, typically
from 40 percent to 60 percent, but not 100 percent.
Accordingly, even if the donor solved the problem of
the AGIlimit and the phaseout of itemized deductions
for the deferred gift, the deduction for the gift would
not fully offset the donor’s taxable income for the
distribution from the IRA.

Transferring funds from an IRA to a deferred giving
vehicle does not provide any significant tax benefit to
the donor. The IRA and the deferred giving vehicle
both have a tax-free reinvestment environment. With
respect to funds that would be transferred directly to
the deferred giving vehicle from an IRA under the
rollover legislation, payments from the deferred giv-
ing vehicle would be ordinary income, just like IRA
distributions. So the donor can keep the funds in the
IRA as well as have the same tax-free investment
environment and character of payments as would be
the case with a deferred gift. The only difference be-
tween the IRA and the deferred gift under the rollover
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current law is 0.59 percent of the gift and only 0.85
percent if borne by the charity.

Charities may be concerned that these distribution
plans do not create an irrevocable gift in the same
manner as a true gift annuity or charitable remainder
trust. A donor could, however, sign a pledge agree-
ment to give the charity the required minimum distri-
butions in excess of the distributions that would have
come from the deferred gift and to name the charity as
the beneficiary of the IRA. Although such a pledge
may not be as strong as the irrevocable nature of a gift
annuity or charitable remainder trust, it should give
the charity some certainty that it will benefit from the
gift as intended. The pledge also would serve to docu-
ment to the donor how the distributions are to be taken
from the IRA. The process would be simplified if at the
time of the “gift” the donor rolled to a new IRA the
funds that were to be used for the deferred gift
(assuming the amount is less than the donor’s entire
IRA). The charity may ask to receive a duplicate
account statement to monitor distributions. With a
statement, the charity would be able to calculate the
annual distribution and gift to charity, if any, for the
donor.

The analysis in this article does not diminish the
need for rollover legislation. Some donors will find the
gifts from an IRA under current law more costly than
illustrated here. Most hard hit are donors who are
already making large gifts from non-IRA sources who
have little or no room for more charitable deductions
under the AGI limits. Charities may also wish to push
for a permanent elimination of the phaseout of item-
ized deductions® and an increase in the AGI limits for
the charitable deduction.

Donors with strong philanthropic interests and IRA
assets that they wish to use to fund their charitable
activities should review carefully the option of making
the gift under current law. The costs of the gift under
current law may be outweighed by the benefit of a
current gift. Charities may want to assist donors in
making this evaluation to show the donors that they
don’tall need to wait for an act of Congress to complete
a gift. For many donors, the time for a charitable gift
of IRA assets is now.

9Section 68(1).
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It's a bit scary. You see, Tax Nofes isn't famous
for making nice. It bites and scratches, and
sometimes just laughs out loud at judicial,
administrative, and legislative developments

in the tax law. As for news, it's all there — after
all, we're the only publisher focused exclusively
on tax policy. Why are we so nuts about tax [aw?
Because our mission is to help the government
tax its citizens fairly, simply, and efficiently.
For more information and a free trial, visit
taxanalysts.com or call 800-955-3444,
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