Paying Taxes or Penalties on Your Qualified Assets?

Consider a Charitable Rollover Solution 
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None of us likes paying more in income taxes than we absolutely have to - nor do we want to be penalized for not taking income that we simply don’t need. Unfortunately, that’s the choice many successful retirees are forced to make each and every year: either pay the income tax or pay the penalty tax.

Here’s the problem: Once you turn 70 ½, you must begin taking minimum distributions from your qualified retirement accounts (e.g. IRAs, 401(k) plans, etc.) – every year – regardless of whether you need the money. Each distribution is completely taxable and, combined with other income you might have (e.g., interest earnings, Social Security benefits, etc.), could be substantial. If you don’t take your minimum distribution, the IRS imposes a 50 percent penalty tax on whatever amount you didn’t take. So, you’re either paying taxes or paying penalties on money you neither need nor want.

Sound like a familiar problem? Then consider the “Charitable Rollover” solution.

Under the Pension Protection Act of 2006, you have a unique opportunity to reduce your taxable income; avoid any “non-distribution” penalties on qualified monies you don’t take for your personal use; and, at the same time, benefit a favorite charity or qualifying institution. During 2006 and 2007, you can transfer (or “rollover”) up to $100,000 per year from your IRA directly to a qualified charity without having to include the amount rolled over in your taxable income.

Under current tax law, any distribution from an IRA taken during the IRA owner’s lifetime is subject to ordinary income taxes – even if the entire amount is donated to charity.  In addition, many retirees, especially those whose incomes exceed certain benchmarks, are subject to deduction “floors”, “phase-outs”, and other limitations. In layman’s terms, that means that not every dollar a person donates is necessarily tax-deductible to him/her. 

The Pension Protection Act of 2006, however, offers a solution to this problem. First, any rollover you make directly to a qualified charity will not be included in your (federal) taxable income.
 You won’t receive an added charitable income tax deduction, but neither will you own taxes on up to $100,000 of income. That alone could be a substantial savings. Second, your donation will count towards satisfying your required minimum distribution. So not only will you reduce or avoid income taxes on money you don’t need, you will also avoid being penalized on money not taken as income.  Third, the value of your gift will be removed from your taxable estate at death, and will incur no gift tax due to the unlimited charitable gift tax deduction.

In order for your charitable donation to qualify under this particular section of the tax code, you must satisfy several requirements, including the following:  You must be age 70 ½ on or before the date of the rollover; your chosen charity must be a public charity (consequently, rollovers to donor advised funds, supporting organizations, private non-operating foundations, charitable remainder trusts, charitable gift annuities and pooled income funds do not qualify); and your gift must be transferred directly to the charity.  In other words, you must instruct your IRA trustee to make the contribution directly.   

What’s more, only traditional and Roth IRAs qualify for this opportunity. If your money is in a SEP or SIMPLE IRA; a 401(k) or 403(b); or any other qualified employer-sponsored retirement plan, you will first have to rollover the amounts you wish to donate into a traditional IRA before you can take advantage of this opportunity. This rule also requires that your gift meet all of the general rules governing charitable contributions.  Therefore, you may not receive any benefit from the charity that could be characterized as more that an “insubstantial” benefit.

You should also receive from the charity a contemporaneous acknowledgment substantiating your gift, which is a required piece of documentation for your gift to qualify. 

Keep in mind also that the tax-savings opportunities (and restrictions) afforded by the Pension Protection Act of 2006 apply only to rollovers made during your lifetime, and only during 2006 and 2007. (The opportunity “sunsets” on December 31, 2007 unless Congress moves to amend or extend it.) However, charitable donations made after your death through your Will or various trust arrangements are not impacted or affected by this law. Consequently, you may still name any public charity, donor advised fund, supporting organization, charitable remainder trust, charitable gift annuity or pooled income fund the beneficiary of your IRA upon your death.  If you aren’t sure how these trusts, or other planning vehicles, work ask your attorney or financial advisor to review them with you.

Finally, in order to help ensure that your family’s inheritance is neither reduced nor diminished as a result of any charitable gifting you do, you might want to consider establishing a “wealth replacement” trust to replace the value of your gift. In it’s simplest form, a wealth replacement trust funded by a life insurance policy owned outside your taxable estate (i.e. by someone other than you) can help ensure an estate and income tax free legacy for your loved ones equal to the value of the gift you donate to charity. As well, a charity-owned life insurance policy, purchased with dollars you donate, can also serve to amplify the benefit the charity ultimately receives.

No one likes to pay unnecessary income taxes or penalty taxes – especially on money they neither need nor want. If you’re having to decide which lesser of the two evils to pay on your IRA distributions – taxes or penalties - consider the alternative: a charitable “rollover” gifting strategy offered by the Pension Protection Act of 2006.


Note: Every situation is different. You should consult with your attorney, accountant and other professional advisors to evaluate your specific needs and objectives.

Jeffrey S. Hahn, is an insurance/financial services professional whose practice is in Medford Lakes.
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� If you reside in a state that imposes an income tax on IRA distributions, and your state does not offer a charitable income tax deduction, you may incur income tax at the state level.








