The secretto [ -+ A Super : How to
understanding Simple ' Document

planned * [Introduction 4 = imi S Charitable
giving to ' . > Contributions
income, capital ¥
Gnd generstion
- s iepping 7 Charitable
Taxes { Gift

Planned Giving

(in color)

An Introduction to the Law & Taxation of Charitable Gift Planning

Bargain Sale Gifts [ Charitable Gift Annuities

on )
Charitable 4
Deductions

Charitable
Remainder Trusts
interests

Donor CRY

Charitable Lead Donating Retirement Assets Private

TrUste Foundations
AR AN N PR
Ve e 1 Busing Life
Danor CLTl'M‘ Donor’s Insurance in
win  heis W Charitable

O\aﬁw' : ‘ ? & Donor Advised Funds

Russell James, J.D., Ph.D.

Professor
CH Foundation Chair in Personal Financial Planning
Texas Tech University

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



Visual Planned Giving:

(in color)
An Introduction to the L.aw & Taxation of
Charitable Gift Planning

Russell James I11, J.D., Ph.D.
Professor & CH Foundation Chair in Personal Financial Planning
Texcas Tech University

www.EncourageGenerosity.com

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



Version 7.2
Copyright © 2023 Russell N. James II1
All rights reserved.
ISBN: 0615986277
ISBN-13: 978-0615986272

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



N U AN

[ elN |

10
11
12
13

14
15
16

CONTENTS

Preface
Introduction: The Secret to Understanding Planned Giving

Basic Tax Concepts
A Super Simple Introduction to Taxes
Elements and Timing of a Charitable Gift
How to Document Charitable Gifts
Valuing Charitable Gifts of Property
Income Limitations on Charitable Deductions

Give and Get Back
Bargain Sale Gifts
Introduction to Charitable Gift Annuities
Taxation of Charitable Gift Annuities

Give Part and Keep Part
Gifts of Partial Interest
Retained Life Estates (Remainder Interests) in Homes & Farmland
Charitable Remainder Trusts
Charitable Lead Trusts

Special Techniques
Life Insurance in Charitable Planning
Donating Retirement Assets
Private Foundations and Donor Advised Funds

Quiz Questions, Answers, and Explanations
Chapter 3 Questions
Chapter 4 Questions
Chapter 5 Questions
Chapter 6 Questions
Chapter 7 Questions
Chapter 8 Questions
Chapter 9 Questions
Chapter 10 Questions
Chapter 11 Questions
Chapter 12 Questions
Chapter 13 Questions
Chapter 14 Questions
Chapter 15 Questions
Chapter 16 Questions

About the Author

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

Pg. 1
Pg. 3

Pg. 17
Pg. 29
Pg. 47
Pg. 61
Pg. 87

Pg. 119
Pg. 133
Pg. 155

Pg. 185
Pg. 205
Pg. 227
Pg. 267

Pg. 293
Pg. 329
Pg. 347

Pg. 383
Pg. 386
Pg. 388
Pg. 392
Pg. 396
Pg. 399
Pg. 402
Pg. 404
Pg. 409
Pg. 414
Pg. 419
Pg. 423
Pg. 426
Pg. 430

Pg. 433



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

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



16 PRIVATE FOUNDATIONS
& DONOR ADVISED FUNDS

Private

& Donor Advised Funds

Some prior chapters covered topics, such as
Charitable Gift Annuities, which are of interest
mostly to nonprofits and nonprofit fundraisers.
In contrast, private foundations and donor
advised funds are more centrally important in
the wotld of financial advisors.  Financial
advisors are naturally interested in these
structures as they allow for compensated
financial management and they contain the bulk
of managed private charitable wealth. Private
foundations are, by far, the largest sophisticated
charitable planning instrument as measured by
total assets and charitable distributions. Donor
advised funds are, by far, the fastest growing
charitable planning instrument. Both structures
are covered in the same chapter as both share

some common characteristics and, in many circumstances, are potential substitutes for each other.

Private fo'i‘md'é;flons (non-operating)
and donor adwsed‘i;_qnds hold
ribute grants

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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The core purpose of both private foundations
and donor advised funds is to hold wealth and
distribute grants to public charities. They are,
essentially, containers for wealth designated — at
some point — to benefit charity. In this chapter,
“private foundation” refers to a non-operating
private foundation.  The adjective “non-
operating”  points out that, although
contributions to private foundations can
generate charitable tax deductions, these
organizations do not themselves conduct
charitable activities. They simply hold wealth
and distribute grants to charities that actually
conduct charitable operations. Although not
common, there are entities known as operating
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private foundations. These are more similar in function to regular public chatitable organizations, are not
typically used as a charitable planning vehicle, and will not be discussed in this chapter. Another relatively

2

rare entity is called a “supporting organization.
typically delivers support to a specific public charity.

This entity functions similarly to a private foundation, but
With the increased restrictions on supporting

organizations brought about by the Pension Protection Act of 2006, these entities are relatively less attractive,
less common, and, consequently, will not be covered in this chapter.

Private foundations are the dominant
charitable planning vehicles

Assets Charitable Distributions ® Private
Foundations
5% 3% 2% (non-operating)
‘ u Charitable
Remainder

Trusts
Donor Advised

Funds

Charitable Lead
Trusts

Combiie 2010 dta from 185 STBUAKS o Income (PF, CHT 8 CLT) 4nd Naticnal Phsnthcgic: Tt (DAF)

In terms of relative size, private foundations are
the “Big Kahuna” of charitable planning. The
accompanying chart demonstrates that. Private
foundations hold more than four times the
assets and make more than four times the
charitable distributions of all Charitable
Remainder Trusts, Charitable Lead Trusts, and
donor advised funds combined. Despite the
relatively small share of all assets held by donor
advised funds (5%), these funds are responsible
for an outsized portion of all charitable
distributions (14%). This reflects the frequent
use of such funds as a temporary pass-through
mechanism, rather than an instrument for long-
term wealth holding. Despite this common
short-term use, donor advised funds could also

be used for long-term, even multi-generational, holding of wealth.

Donor Advised
Funds are -
Growing Rapidly

S Billions in DAFs

200

150

100
| I I
0

2015 2016 2017 2018 2019 2020 2021

o

Another reason for interest in donor advised
funds is their rapid growth. Donor advised
funds have existed since the 1930’s.
Traditionally, they were operated by community
foundations as a way to encourage giving that
supported the local community. The dramatic
growth in donor advised funds began with the
creation of Fidelity Charitable Gift Fund in

1991. For the first time, this provided a
nationally available means for donors to
establish low-cost accounts where their

financial advisors could continue to manage the
funds and collect the associated management
fees. This brought more financial advisors into
the charitable planning arena than ever before.
Since then, the dramatic growth in donor

advised funds has been driven predominantly by growth in those funds affiliated with financial institutions.
The accompanying chart shows the continued dramatic growth of donor advised funds.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 348
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/A private foundation.can
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Other charitable planning devices that hold
wealth are typically designed to end after a few
years or at the death of the donor. Charitable
Gift Annuities, Charitable Remainder Trusts,
and Charitable Lead Trusts rarely exist much
beyond the life of the donor, or perhaps the
donor and the donot’s spouse.  Private
foundations are different. These entities atre
often designed to last indefinitely, and many
have existed for numerous generations. In large
part, private foundations are intended to be
permanent entities.

The permanence of private foundations can
make them particularly psychologically attractive
to some donors. A branch of psychology,
referred to as terror management theory,
rigorously examines the effects of personal
mortality reminders. Among other things, these
reminders generate a psychological defense
expressed as seeking symbolic immortality.
Symbolic immortality is the idea that something
important about one’s self, e.g., one’s name,
impact, story, family, culture, community, or
values, will live beyond one’s death. This
attraction towards symbolic immortality is
particularly important in the context of
charitable estate planning when personal death
reminders are particularly strong. (For a more

extensive review of the psychology and neuroscience of charitable estate planning, see the book, Iuside the
Mind of the Bequest Donor: A Visnal Presentation of the Neuroscience and Psychology of Effective Planned Giving
Communication by Russell James, ISBN 978-1484197837.)

The private foundation provides an ideal charitable structure for achieving this psychologically attractive
symbolic immortality. The foundation typically bears the name of the founder or the foundet’s family.
Unlike its mortal founder, the private foundation can live indefinitely. For generations after the death of the
founding donor, the private foundation can continue to carry the founder’s name. And, it will be legally
bound by the founder’s values and desires. It is necessarily required to continue impacting the world within
the parameters established by the founder. In this way, the private foundation can serve as a partial substitute
for the deceased founder, indefinitely exhibiting to the public the positive and pro-social aspects of his or her

character.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Alive

At
Josiah K. Lilly (1948) .

Edsel Ford (1943) 3 .
* Robert Wood = .
Johnson I (1968)

Lilly Endowment
Ford Foundation

Foundation

Robert Wood Johnson

* W.K. Kellog (1951) * W.K. Kellog Foundation
* Andrew W. Mellon * Andrew W. Mellon
(1937) Foundation
* John D. Rockefeller * The Rockefeller
(1937) Foundation

The rules of a private foundation
can be permanent

This differs from leaving
the typical inheritance
where later generations
make all rules

A private foundation allows donor and
descendents to control the foundation
assets and charitable payouts indefinitely

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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This continuation of the foundet’s name and
ideals is not merely a theoretical idea, but one
that can be readily seen in many of today’s most
important grant-making foundations. Although
the founders of these famous foundations may
have been deceased for many generations, their
name and impact continue to this day. Such
symbolic immortality becomes particularly
attractive in an estate-planning context as the
client contemplates his or her personal
mortality.

The private foundation’s most attractive feature
is its permanence. Not only can the foundation
last indefinitely, but the rules established by the
founding donor can also last indefinitely.
Almost all other forms of transfers are subject
to rapid dissipation in both finance and
purpose. A wealthy business owner may leave
behind an important company bearing his or
her name, but the company can quickly change
names and reject the values established by the
founder. Leaving an inheritance to heirs is
subject both to substantial taxation and to
expenditures reflecting values contrary to the
decedent’s wvalues.  The private foundation
offers a unique vehicle to preserve and protect
the founder’s wealth, name, and values.

Although a private foundation ultimately makes
distributions to charitable organizations, it often
the participation and substantial
control of the founder’s family both during and
after the foundet’s life. The founder’s family
can be appointed to have the power to decide
how the money will be invested and who
(within the limits of the foundation guidelines)
will receive distributions.  In addition to
controlling the wealth (largely undiluted by
taxation either at transfer or on subsequent
growth) within the parameters of the private
foundation’s purpose and guidelines, family
members can receive benefits such as being
reimbursed for their associated travel and
expenses as well as being employed for

involves
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reasonable compensation in some professional and managerial tasks necessary for operation of the
foundation. These tangible benefits come in addition to the intangible social benefits (i.e., “soft power”) that
can accrue to those who — within the parameters of foundation rules — control the investment and

distribution of large sums of money.

A private
foundation
can transmit
values by
involving
descendents
in specific
charitable
causes for
many
generations

Public charity

Private foundation

BILL& MELINDA

GATES foundarian

Three types of charitable organizations

Supporting organization ‘\s

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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A private foundation can also serve as a way for
the founder to transmit his or her values to later
generations. These descendants may be
appointed as trustees of the foundation and be
given authority to make charitable distributions
amongst the causes permitted by the founding
donor. For example, a donor who wanted to
pass along his love of nature might limit the
charitable purposes to supporting nature
organizations. Administration of such a
foundation would likely increase trustees’
involvement with the various related causes and
organizations vying for the foundation’s grants.

There are three large classes of charitable
organizations that can generate charitable tax
deductions for donors: public charities,
supporting organizations, and private
foundations. Due to the relatively rare creation
of supporting organizations (wealth-holding
entities designed to support a single or single set
of public charities), this chapter will focus on
public charities and private (non-operating)
foundations. Public charities are typically the
organizations that actually do charitable work.
Private foundations simply hold wealth and
distribute grants to these public charities.
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Private Foundation
Default if charity

Public Charity
* Publicly supported

OR not a public
. . charity or
Operates ongoing SUppOFting

traditional
charitable activity
(e.g., hospital,

church, school)

organization

In tax law a charitable organization is, by
default, treated as a private foundation. All
501(c)3 charitable organizations not meeting the
guidelines for public charities (or supporting
organizations)  are  automatically  private
foundations. Only if the charitable entity can
prove it is a public charity (or supporting
organization) will it be classified as such. The
two ways in which an organization can prove it
is a public charity are by showing that it actually
engages in charitable operations (e.g., running a
church, hospital, school, or homeless shelter) or
by showing that it receives widespread financial
support from the public. Although most public
charities actually engage in charitable activity, it
is possible for grant-making bodies to be public

charities if they receive widespread financial support.

For example, community foundations and united

appeals (such as the United Way) can be public charities even if they do not engage in charitable operations

but instead only make grants to other public charities.

Typical private
foundation

* Funded by one
person, family,
or corporation

* Makes grants,
rather than
directly running
charitable
activity

* Expenditures
funded by
investment
income

Most  private  foundations have  similar
characteristics. A single person, family, or
corporation usually funds them. They don’t do
charitable work, but instead make grants to
charities.  Usually, financial returns on their
invested assets serve as the source of their
charitable grants, rather than ongoing gifts from
fundraising. This idea of a pool of assets, set
aside by one person, with charitable activity
limited to issuing grants funded predominantly
from investment income is the classic concept
of the private foundation. The ways in which a
charitable organization can avoid the default
classification as a private foundation largely
center on demonstrating a divergence from

these classic elements of a private foundation.

A charitable organization can qualify as a public charity through four approved pathways.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 350
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Traditional Chari Traditional charities qualify as public charities
quality as p

(e.g., operates church, hospital, | because they are primarily engaged in the day-

school) to-day operation of delivering charitable

services. In sharp contrast to a typical private

foundation, these organizations do not simply

make grants to others engaged in charitable

operations. Churches, hospitals, schools, and

other traditional operating charities qualify as

public charities rather than private foundations
due to the nature of their operations.

* Funded by one
person, family,
or corporation

* Makes grants,
ra p.

activity

* Expenditures
funded by
investment
income

Another way that a charitable entity can be
classified as a public charity is by having
widespread financial support. Even if the
charity is simply making grants and is not
directly engaging in charitable operations,
widespread financial support will cause it to be
a public charity rather than a private
foundation. In this first methodology, the

: concept of widespread financial support is a
At least 1/3 of purely mathematical issue. The test is met if

Frsgegene publicly-
e S
* Makes grants, c arltv

rather than

directly running 4

charitable total support’ gy :
activity el the support from those who individually give
+ Expendituges danore 2% or less of the total support (a.k.a. small
M donors) sums to at least one-third of all support
it given to the charity. In other words, if there are

income 1Er‘l:lut:fagiﬁzsandinvEtmentipt_:umeU\rerlastd‘,'ears.LargL.l'wus.l.lalgiﬁsfrc:mou‘tsidt.=:r5ca|'1FJE: many small donors WhO, when Comblned’ arc
oduded *Gitsfom those gng < 2% oftotal supportand ary sppott femeovermment | financially important to the organization, then

the organization isn’t a private foundation. Instead, it is a public charity.

Suppose a grant-making charity received total support of $100,000. If 35 donors gave $1,000 a piece and
the charity’s founder gave $65,000, this charity would still pass the test for being a public charity, because
morte than 1/3 of all support came from small donors (those giving 2% or less of the total support).

Two additions to this rule prevent the charity from being disqualified due to financial support from
government or an unusual large gift from an outside donor. Government supportt is treated as small donor
support (i.e., less than 2% of total support), regardless of how large a share the government support actually
constitutes. For example, if a non-operating, grant-making charity had $100,000 of total support consisting
of a $65,000 gift from the charity founder and a $35,000 grant from government, the charity would qualify as
a public charity. Additionally, unusual large gifts from an outside donor (i.e., not from the organization’s
founding donor, trustees, managers or their families) can be ignored. Suppose a non-operating, grant-making
organization that otherwise would have had total support of $1,000 a piece from 35 donors and $65,000 from
the founding donor received an additional one-time $100,000 gift from a wealthy donor unrelated to any of
the organization’s insiders. If this unusual gift were included in the calculation, it would disqualify the
organization from being a public charity, because the small donor support of $35,000 would then constitute
only 17.5% of total support. For this reason, such an unusual gift from an outsider can be excluded from the

353
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* Makes grants,

rat than
dirm running
charftable
activity .
* Expenditures e

by

fun?
invegment

income

* Funded byone
pe amily,
orp ion

“facts and

public charity

1ndudes gifts and investment income oyier last 4 years. Large: | gifts from outsiders can be
el and anysu| from ment

luded. ?Gifts from those giving < 286 of total

Smells like public
charity

At least 1/1
total surpo
from small donors?

operated to

attract new
public or

government

support

rcumstances”
thatitis a

A more subjective rule allows small donor
support (including government support) to
constitute as little as 10% of the organization’s
total support. However, in order to take
advantage of this lower limit, the charity must
also fulfill two subjective requirements. First,
the charity must be operated in such a way as to
be intentionally attempting to attract new public
or government support. In other words, the
charity is not yet at the 1/3 level, but it is at
10% and appears to be working to grow that
10%. Finally, the “facts and circumstances”
must suggest that it is appropriate to treat the
organization as a public charity. In a sense, a
charity (other than a traditional operating
charity) with small donor (and government)

support between 1/10 and 1/3 of total support is in a “maybe” zone for qualification as a public charity.
This subjectivity allows for open consideration of any circumstances that might make the charity appear more
like a classic private foundation or more like a public charity. Because of the subjectivity, it may be useful to
think of this as a “smell” test asking, “Does this smell more like a private foundation or a public charity?”

* Funded byone
pe amily,
orp ion

* Makes grgnts,
ra an
ect nning
charitable
activity
» Expenditures

Y

i ®S nt

iIncome

vate Public charity by

receipts -

At least 1/3 of total support’ from
memberships + charitable
operations + small donors’

" No more than 1/3 of total
support! from investment income

! Indudes gifts and investment income. Large unusual gifts from

outsiders can be excluded 2Includes support from government

Finally, a charity can qualify as a public charity
based upon not only its small donor support,
but also its income from memberships and any
charitable operations. If these sum to at least
1/3 of total support and the charity receives no
more than 1/3 of total support from investment
income, then the charity will qualify as a public
charity.

For example, if a local parent-teacher
association received $10,000 in total income
from $4,000 in memberships, $4,000 in bake
sale profits, and $2,000 in investment returns,
with no donations and no income from
charitable operations, the organization would
qualify as a public charity. This is because at
least 1/3 of total support came from

memberships ($4,000, which is 40% of total support), small donations ($0), and income from charitable
operations (80). Additionally, no more than 1/3 of total support came from investment income (in this case
$2,000, which is 20% of total support).

If instead, the organization received its $10,000 of total support from $4,000 in memberships and $6,000
in investment retutrns, then it would not qualify under this rule. This large investment income (motre than 1/3
of all support) shades the organization more into the appearance of a private foundation.

A charitable organization can qualify as a public charity through any of these four rules. However, if the
charitable organization does not qualify under these rules (nor under rules for supporting organizations), then
the default classification as a private foundation remains.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Create a Private Foundation

£

%

Under state
* law create a...

1

Nonprofit
Corporation

or Charitable Trust

More founder control;
foreign operations
eliminate deductibility
for corporate donors

Flexible; lower
UBIT rates

2 Obtain federal tax
* exempt status

L\ ‘,.\ =

Initial Application
1023

Annual filing
990-PF

In order to receive tax treatment as a private
foundation, the organization must first be
brought into existence under state law. A
private foundation can be structured as either a
nonprofit cotporation or a charitable trust.
Charitable trusts allow for more founder control
in that the trust document can be specific and
restrictive as to the permitted activities of the
trust. The corporate structure offers flexibility
to future directors, allowing amendments that
can alter the corporation’s goals, structure, and
operation. The corporate structure may offer
some additional tax benefits, such as lower tax
rates  for unrelated business  income.
Additionally, gifts by corporations to a
nonprofit trust that makes international grants

are not deductible, but gifts by corporations to a nonprofit corporation that makes international grants are
deductible. So, if the founder intends for the foundation to both receive gifts from corporations and make
grants in other nations, the corporate form will be preferred over the trust form.

Once the foundation organization has been created under state law, it can then seck recognition as a tax-
exempt organization for federal tax purposes. This begins with the filing of IRS Form 1023. Granting of this
tax-exempt status will be retroactive to the date the private foundation was created if Form 1023 is filed
within 15 months of the creation date. Once granted, continuing tax-exempt status requires the annual filing
of IRS Form 990-PF. This process is similar to that required of all nonprofit organizations (except churches),
which are required to annually file the IRS Form 990. States differ as to their requirements for getting
recognition as a nonprofit organization for state tax purposes, with some accepting the federal recognition

and others having their own separate processes.

Private foundations can be large,

but most aren’t

Asset Size: Non-Operating Private Foundations
a% 3%

W 51 under $100,000

£1$100,000 under SIMM

28%
.1 S1IMM under $10MM
y jj
- W $10MM under $25MM
& - .
% 0,
N Rt $25MM or more
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As stand-alone organizations, private
foundations  requite  vatious forms  of
administration such as accounting, annual tax
filings, recordkeeping, and, in the case of
corporate foundations, regular annual meetings.
Combining this with the cost of creating the
initial organization suggests that the hassle
might not be justified for relatively small
amounts.  Nevertheless, of the more than
83,000 non-operating private foundations
holding assets in the year 2010, more than one-
fourth held less than $100,000, and neatly two-
thirds held assets less than one million dollars.
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Foundation board

* Often the donor and close family members
* Can establish rules for succession

— Descendents who meet certain criteria

— Unequal voting rights allowable

— Junior board for minors advising on small gifts

The founding donor typically selects the board
of the foundation. As a result, it is most
common for the foundation creator to select
like-minded  individuals,  usually  family
members. The selection of family members can
serve several purposes.  Involving family
members in the operation of the board can help
to transmit the founder’s charitable values.
Additionally, travel and expenses to attend
board meetings or visit current or potential
grantee sites can be reimbursed for board
members. Board members may also benefit
from the prestige and influence that comes
from being an important decision-maker
regarding distribution of funds.

There is no set requirement for how a

board must function. It is possible to have different voting rights and different terms for different types of
board members. Rules for continuation as a board member, especially in the context of a charitable trust,
may be as unique as each founder. Although minor children cannot make legal decisions that would bind the
organization, they can serve on an advisory “junior board” that considers some types of grants or other
issues. This junior board concept can be used to aid in the training of a younger generation of future board
members and to justify reimbursement of the travel expenses of such junior members’ travel to board

meeting locations.

f

-
-

Tax rules for private foundations
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Once a private foundation has been successfully
created, the primary guidelines for its operation
come from federal tax law. Tax law affects
private foundations indirectly, through the
deductibility of gifts, and directly, through
taxation of investment income and levying of
penalties for violations of IRS rules.
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Private foundations

pay a tax of 1.39%

on net investment
income

and investment management).

Gifts to private foundations also have
lower income-based deductibility limits

Unlike other charitable entities, private
foundations do pay taxes on net investment
income and capital gains. However, this tax is
relatively minimal, at 1.39%. Although private
foundations are not completely tax exempt, the
burden of a 1.39% tax is relatively minimal.
This tax is paid on net investment income
and net capital gains. However, the tax is not
paid on any unrelated business income, which is
taxed at different rates. Net investment income
allows for the reduction of gross investment
income by any ordinary and necessary expenses
incurred in generating the income (such as
investment management fees, real estate
management fees, or the share of officer or
employee compensation related to investment

As discussed in the chapter on that topic, gifts
to private foundations have lower income
limitations for charitable deductions than do
gifts to public charities. The highest (60% or
50%) limitations are never available for
deductions from gifts to private foundations,
which are instead limited to 30% or 20% of
adjusted gross income (slightly modified) for
individual taxpayers, and 10% of taxable income
for corporations. Any deductions from
charitable gifts in excess of the maximum
percentage of the donot’s income cannot be
deducted in the year of the gift but must instead
be carried forward until such time that they can
be used without causing the total deductions to
exceed the relevant limitation. — Carryover

deductions that cannot be used in the five tax years following the year of the gift will expire.
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£ Anything except cash or long-term As discussed in a previous chapter, gifts that
__capital gain property may be deducted up to 50% or 60% of income
(e.g., ordinary income property or short-term capital gain) . : O . .
are all gifts to public charities, with the highest
60% limit being reserved for gifts of cash to
Public public charities.
Charity

50% Gifts

Long-term capital gain property valued at basis
e [ Current Value: 325

i 1990 Paid(31)

special “unrelated” use tangible Public
election personal property Charity

= Gifts to private foundations of cash, inventory,

L} ¥ . . . .

Bt short-term capital gain, or ordinary income may
T ] be deducted up to 30% of the donot’s income,
ad . ' —_— | with the remainder catried forward.

Ordinary cash Inventory Short-term BILLe b“}"‘\'“

income capital gain :
property RiatE Private Foundation

(non-operating)

30% Gifts

===y Current Value:

Mcresoft é
E 1990 Paid 3
Long-term capital gain  Tangible personal Public
(no special election) property Charity

(“related” use)

Current Value: $2§ :
* 1990 Paid(31)
—

Any gifts of long-term capital gain to a private
foundation may be deducted only up to 20% of
the donot’s income, with the rest carried

e e— forward into future years.  This is true
Tangible personal property GATESs ndwion | | regardless of whether or not the gift can be
“" I d‘] [} I d” . . g . g .
(“related” or “unrelated” use) Private Foundation | yalued at fair market value or the lower of basis

(non-operating)

. or fair market value.
20% Gifts
=== Current Value:
L_ @ R

1990 Pal
BILIL ‘.(_"\-'l\ LINDA
i H JATES foundation
AN Eer B R Private Foundation
{an) {non-operating)
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-~

Insider Benefits Charitagié"ﬁurposes

To protect charitable distributions, many
transactions are prohibited or penalized

| J . §
Insider Benefits Charitable Purposes
+ Self-dealing
* Failure to distribute income
* Excess business holding
* Investments that jeopardize charitable purpose

* Taxable expenditures

IRS punishments for
transactions that > S
break the rules '
include:

* I|nitial tax (10%-
30%)

* Additional tax if
transaction not

corrected (25%-
200%)

* Revoking
exemption
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The underlying reason for many of the tax rules
for private foundations is the desire to ensure
that the foundations appropriately pursue a
charitable purpose and do not use their
resources to provide inappropriate benefits to
insiders. Prior to the passage of these rules
many private foundations were used in such a
way as to provide excessive benefit to those
who created and operated the foundations.

Private foundations receive highly favorable tax
treatment for the purpose of encouraging
charitable activity. ~ The rules designed to
prevent insider benefits and ensure that the
charitable purposes are being accomplished fall
into the five categories of (1) self-dealing, (2)
failure to distribute income, (3) excess business
holding, (4) jeopardizing investments, and (5)
taxable expenditures.

A range of penalties can arise for violating these
tax rules, from an initial tax to additional taxes if
the violation is not corrected to revocation of
the exempt status of the foundation. Before
this legislation, the only penalty was revocation
of the tax-exempt status. Due to the harshness
of the penalty, it was rarely enforced, leading to
the need for the current system allowing for
intermediate penalties.
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Charitable Purposes

Insider Benefits

\‘""'-'i

Who is an insider (a.k.a.
a “disqualified person”)?

Insider or “disqualified person”

Officer, director, trustee, or any employee with
responsibility for the act

Substantial contributor
% < L
A ’y,

= >2% of all
contributions from
foundation start
to end of tax year

(+>5K total g
contributions) : -
= Grantors of a 3 n

charitable trust -

automatically qualify 1
Ancestor, spouse, -
descendent, or spouse e
of descendent of above |
Corporation, trust, or
partnership owned 35% ¢~ *
or more by above & v

As mentioned above, a wide range of rules
protects against giving excess benefits to
insiders. Enforcement of these rules requires a
definition for who is and who is not an insider.
The tax code uses the term “disqualified
person” to designate a foundation insider.

The definition of a disqualified person is, in
most respects, extraordinarily broad. Naturally,
the people running the foundation are insiders.
This includes officers, directors, and trustees of
the foundation. However, it can also include
any employee of the foundation if the employee
has  responsibility for the act under
consideration as a potential violation of the
rules. In addition to those who run the
foundation, those who create or significantly
support the foundation are also insiders. The
original founder (grantor) of a charitable trust is
automatically an insider regardless of whether
ot not he or she is a substantial donort.
Additionally, any donor who has given more
than 2% of the total contributions ever given to

the foundation is also an insider (assuming that the donor’s contributions are greater than $5,000 in total).
The designation of “disqualified person” applies not only to these donors or managers, but also to all of
their ancestors, descendants, spouses, or spouses of descendants. Curiously, this definition — although broad
reaching — does not include the siblings of insiders. Additionally, organizations significantly controlled by
disqualified persons are also disqualified persons. Specifically, any corporation, trust, or partnership that is
owned or controlled 35% or more by all disqualified persons combined is also a disqualified person. For example,
if a corporation is owned 10% by the founding donor’s grandson, 10% by the founding donor’s grandson’s
wife and 15% by the mother of an unrelated foundation trustee, then the corporation is itself a disqualified

person.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 360



PRIVATE FOUNDATIONS AND DONOR ADVISED FUNDS

This first set of rules designed to limit insider
benefits is a prohibition against self-dealing.
Self-dealing rules prohibit most transactions

between the private foundation and a
disqualified person.
. - - ‘-u-"'.

Insider Benefits Charitable Purposes

» Self-dealing

* Failure to distribute income

* Excess business holding

* Investments that jeopardize charitable purpose

* Taxable expenditures
Self-dealing  rules  prohibit the  private

foundation from selling, exchanging, leasing,
transferring, or loaning money, goods, services,
property, or facilities to a disqualified person.
Correspondingly, they also prohibit disqualified
persons from selling, exchanging, leasing,
transferring, or loaning money, goods, services,

Self-dealing
h 4
* Sell, exchange, lease,
transfer or loan money,
goods, services,

.

property, or facilities to a
disqualified person

* Paying a government
official

property, or facilities to the private foundation
except when this occurs as a free gift. Rather
than investigating the propriety of each
individual transaction with disqualified persons,

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

~—
- this rule simply prohibits all of them.

Prior legislation permitted self-dealing
transactions if they were completed under
reasonable terms comparable to an ‘“arm’s
length” transaction. However, this previous
rule made enforcement difficult and permitted substantial benefits to insiders. For example, a private
foundation might purchase property from an insider for fair market value but provide benefit by offering the
insider a source for an immediate sale, whereas selling in the market could require much time. Or a private
foundation might offer a loan to an insider at market interest rates, but during a time when financial liquidity
was tight and other sources of credit were unavailable. None of these transactions are permitted under the
current rules because their relative benefit to the foundation is now irrelevant. All such transactions are
simply prohibited.

In addition to the prohibition against transactions with disqualified persons, this section also prohibits
transactions with government officials — primarily those with a policymaking role. This rule relates to the
core idea that private foundations should not be used for political purposes. Further, an insider could benefit
through gaining political influence by using the foundation to influence government officials.

y

~
S—
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Bargain sale

Suppose a
disqualified person
is willing to sell a
$200,000 property
to the foundation

forSl0,0g?e\* - \

Bargain sale

Suppose a disqualified person gives a $200,000
property (with a recent $12,000 mortgage) to the

(Payment of the insider’s debt is a benefit,
but allowed if debt is 10+ years old)

debt if the debt is at least ten years old.

Self-dealing penalty
» Disqualified person taxed 10% of transaction (+5% tax
on foundation manager who knowingly participates)
* Must correct in 90 days of IRS notice else disqualified
person taxed 200% (+50% tax on foundation manager)
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These transactions with disqualified persons are
categorically prohibited and this prohibition
does not depend upon the relative benefit given
to the foundation. For example, a donor could
sell a $200,000 property to a public charity for
$10,000. Under the bargain sale rules, this
would generate a $190,000 deductible charitable
gift. However, if the donor completed the
identical transaction with a private foundation
for which the donor was a disqualified person
the transaction would be a prohibited act of
self-dealing. The fact that the private
foundation received a $190,000 benefit is
irrelevant; the exchange is still prohibited.

In an attempt to circumvent this rule against
bargain sales, a disqualified person might be
tempted to simply take out a mortgage, take the
money, and then donate both the property and
the mortgage to the private foundation.
However, the private foundation’s acceptance
of the debt incurred by the insider is considered
to be a benefit to the insider and, consequently,
the transaction is prohibited. As before, this is
true regardless of how beneficial the transaction
is to the private foundation. FEven if the
mortgage is less than, say, 10% of the value of
the property donated, it is still a prohibited act
of self-dealing. This rule has one exception that
permits the private foundation to accept a
property that an insider has encumbered with

Self-dealing transactions generate a 10% penalty
for the disqualified person and an additional 5%
penalty for the foundation manager who
knowingly participates in such a transaction.
(Given the broad definition for disqualified
persons, it is possible, for example, that the
foundation manager was unaware that the
person was a disqualified person.) In addition
to this penalty, the transaction must be undone.
This correction is required within 90 days of the
IRS notice, otherwise the foundation is subject
to an additional tax of 200% of the transaction
amount, and the foundation manager is subject
to an additional tax of 50% of the transaction
amount. An excessive degree of self-dealing
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could, in extreme cases, also lead to the removal of the foundation’s tax-exempt status.

Permitted transactions

-

Free gifts to the foundation of
money, property, or use of

money or property are allowed VE

made to the disqualified person, but are instead made to an

maintenance company.

Permitted transactions

Foundation can hire an insider to perform
necessary professional or managerial
services (called “personal services”) if
compensation is reasonable

* Investment advice

* Legal work

* Accounting/tax services

* Banking

* Administrative assistance

The Council an Foundations’ R ious pasitions

Despite this blanket prohibition on transactions
with insiders, the rules do permit some
exceptions. These permitted transactions
include, obviously, the ability of disqualified
persons to make gifts to the foundation. Thus,
free gifts (e.g., not bargain sales or debt-
encumbered property) of money, property, or
the use of money or property are allowed.
However, these gifts cannot require the
foundation to make any payments back to a
disqualified person. For example, a disqualified
person cannot give free rent of office space to
the charity with the requirement that the
foundation must pay the disqualified person for
utilities, insurance, or maintenance. A gift of
free rent is allowed if such payments are not
outside utility company, insurance company, or

Despite this prohibition on self-dealing, some
transactions with benefit to insiders are
specifically allowed. In particular, a foundation
can hire an insider to perform necessary
professional and managerial services so long as
the compensation is reasonable. The official
term for these permitted services is “personal
services,” and it includes investment advice,
legal services, accounting, tax services, banking,
and administrative assistance. This does not
include non-professional or non-managerial

services such as janitorial work. The
compensation for such services must be
reasonable. In order to assist foundation

managers in knowing and demonstrating what
compensation is reasonable, The Council on

Foundations publishes the Foundation Management Report giving compensation information for a variety of
positions for foundations of different sizes. So long as the payments to insiders are for services necessary for
the operation of the charity and fall within these reasonable guidelines, the foundation is allowed to hire these

disqualified persons.
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Permitted transactions

Reimbursements of reasonable and necessary

expenses such as meals and travel

® Travel to foundation board meetings for board
members (and junior board members who
perform some functions in that role)

In addition to the ability of the foundation to
hire and pay reasonable compensation to
disqualified persons for necessary professional
and managerial services, the foundation may
also reimburse the reasonable travel expenses of
insiders necessary for the operation of the
foundation. For example, reimbursing travel

to grantees or potential

and meal costs for board members to attend a
board meeting of the foundation is a commonly
accepted foundation expenditure. The
foundation may not reimburse expenses for
other family members to travel when those
family members are not a necessary part of the
foundation’s activities. So, the travel expenses
of a board member’s spouse may not be
reimbursed unless the spouse is also a board
member (or is filling some other necessary function for the foundation). As discussed previously, a private
foundation may have a junior board, including minors, which is allowed to make recommendations for grants
and gradually learn about foundation management in potential preparation for a future appointment to the
regular board. The use of such boards can make the travel of minor children to board meetings a reasonable
and necessary expense. In addition to travel to board meetings, travel to investigate current or potential grant
recipients is also a commonly accepted activity, and thus reimbursement of reasonable expenses is also
appropriate. Some founders have employed these travel reimbursements for necessary board functions as a
way to pay for family gatherings in attractive locations.

A wealthy donor may choose to ignore
sophisticated planning and simply leave the
estate to his or her children (perhaps with some
donation to charity). This type of traditional
inheritance typically results in dissipation of the
family’s wealth. The wealth is dissipated first by

Private foundations
allow for unlimited

multi-generational,

nearly tax-free (1%-2%)
control of wealth,

with ongoing ability
to provide insider
travel and
employment for
professional/
management
services, and limiting
charitable activities
to founder’s desires

division among heirs at each generation, leaving
smaller and smaller separate amounts.
Additionally, the wealth is subject to 40% estate
taxes at every generation, further reducing
remaining wealth. Beyond this, investment
returns in the intervening years are subject to
constant annual taxation. All of this dissipation
by division and taxation occurs even if every
heir in every generation is completely

responsible and consumes none of the original
inheritance. The likelithood of a spendthrift heir — or one who is attracted to highly risky investments —
dramatically increases the likelihood of rapid dissipation. (One national U.S. study showed that 1/3 of all
heirs receiving inheritances spend their entire inheritance within a few months. In addition, among all heirs,
about half of the typical inheritance has been spent within 12 months. See Zagorsky, J. L. (2012). Do people
save or spend their inheritances? Understanding what happens to inherited wealth. Journal of Family and
Economic Issues) The typical pattern of family wealth accumulation and dissipation has generated such
common descriptions as “from shirtsleeves to shirtsleeves in three generations,” to reflect its temporary
nature.
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In contrast, a private foundation can provide an excellent means to keep the family’s wealth intact across
many generations and still provide some attractive benefits to heirs. The use of the family foundation means
that there is no dissipation by division at each generation, no estate taxes at each generation, no annual taxes
on earning and gains (beyond the 1.39% excise tax on net investment income), and no temptation for
spendthrift heirs to benefit themselves by consuming all of the assets. Even excessively risky investments are
prohibited by tax law. Although some transfers (discussed below) must be made to charitable organizations,
these are typically less than the investment income generated by the foundation’s assets. Heirs who are
involved with the work of the foundation have the benefit of employment (assuming some professional or
managerial skills) and travel. Additionally, those controlling significant distribution decisions often enjoy the
less documented benefits of this financial power. Managers of recipient nonprofits may be more than happy
to provide favors in order to build good relationships with those who make substantial funding decisions.
Although such favors cannot be direct transfers to disqualified persons, the ability to subtly influence
organizational decisions (including hiring decisions) of recipient nonprofit organizations may be indirectly
valuable.

The private foundation offers a means by which a donot’s wealth can remain intact, and growing, for
indefinite generations serving only the causes the donor has selected and benefitting subsequent generations
of managing heirs both directly and indirectly. The donor’s financial managers can also benefit substantially
by keeping the wealth intact, undivided, and largely untaxed across generations.

Private foundations are, of course, charitable
entities.  These entities do not engage in
charitable activities directly, i.e., these are non-
operating private foundations. The charitable
nature of a private foundation depends entirely
upon its distributions to operating charities.
Consequently, a private foundation is required
to make a minimum amount of distributions
(i.e., gifts or grants) to public charities.

o,
Insider Benefits Charitable Purposes
* Self-dealing
* Failure to distribute income
* Excess business holding
* Investments that jeopardize charitable purpose
* Taxable expenditures
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The foundation must
distribute at least 5% of
non-charitable net assets
under its control by the end
of the following tax year

Non-charitable net assets excludes
charitable assets and assets not yet
under foundations’ control

No charitable assets:

used for charitable purposes,
such as paintings on loan
to a museum, or office
furniture used to manage the foundation

o assets not yet under foundation’s control:
a right to receive property after death, after
estate administration, or after
ayment of a pledge

A private foundation is required to distribute at
least 5% of all non-charitable net assets (i.e.,
investment assets) under its control at the end
of the tax year. This distribution must be made
by the end of the following tax year. Violating
this  requirement to  make  charitable
distributions is sometimes referred to as a
failure to distribute income, although the
required distributable amount is based entirely
upon the foundation’s non-charitable assets.
(The term comes from previous legislation
when distributions were based, in part, upon
income.)

The wvalue of non-charitable net assets is
reduced by any debt used by the foundation to
purchase investment assets. These assets do not
include charitable assets, i.c., assets being used
in a charitable operation such as a painting
being loaned without charge to a public charity
art museum. ‘This charitable exclusion also
excludes assets being used by the foundation to
catty out its own exempt putposes, but not
those being used by the foundation for
investment management purposes. (This
distinction would requite a foundation that
owns the building in which it operates to
allocate the value between charitable and other
functions.) Non-charitable net assets exclude
assets that, even though they are booked as

assets, are not yet under the control of the foundation such as pledges to make a gift or a remainder interest

in real estate.
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5% payout is
reduced by
investment

tax and
unrelated
business
income tax

payout

Administrative expenses
for grant-making or
fundraising (but not

investment management)

also count as charitable
expenditures towards the
5% minimum required

The 5% required distributable amount is
reduced by the taxes paid to the government as
the 1.39% net investment income tax or any
unrelated business income tax paid by the
foundation. There is, however, no reduction in
the required distributable amount due to penalty
taxes paid for violating any of the private
foundation rules discussed in this chapter.
(Note that the 1.39% net investment income tax
would not lower the 5% minimum payout to
3.61%. The minimum payout is 5% of non-
charitable net assets, where the tax is 1.39% of
net investment zzconze.)

The 5% requirement does not mean that the
entire 5% (less the unrelated business income
tax and net investment income tax) must
actually be distributed to charity. Any
reasonable and  necessary  administrative
expenses incurred for grant-making or
fundraising are themselves considered to be
charitable expenditures. Thus, the 5% would be
reduced by reasonable and necessary expenses
for administration costs related to soliciting and
evaluating grant applications (such as travel to
meet with grant applicants), supervising the use
of funds granted (such as travel to review the
use of funds), and general administration of the
charitable functions of the foundation (such as
employee salaries, office rent, utilities, IRS form

990-PF preparation fees, and legal fees related to charitable functions). These expenses do not include any
expenses associated with managing the foundation’s investments. Due to the reductions for expenses and
taxes, the actual amount distributed to public charities may be far less than 5% of non-charitable assets held
by the foundation. The limitation is that these operational expenses must be reasonable and necessary to
accomplish the charitable functions of the foundation.
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The charity receiving the funds cannot be
controlled, either directly or indirectly, by the
foundation or by any disqualified persons. In
this case, control means that any combination
of disqualified persons could, working together,
require or prevent the recipient charity from
making an expenditure. Although disqualified
persons may not control the recipient charity,
— the private foundation is allowed to make a

restricted gift, which the recipient charity must
D aﬂ use for the designated purposes.

NAT' It appears (PLR 200009048, 9807030) that
the private foundation may also make a
\ / qualified distribution to a donor advised fund,

even when disqualified persons advise such
fund. This would be remarkable in that the
funds in a private foundation may thereby presumably be kept indefinitely from actual public charitable use.
In apparent recognition of this potential, the mandatory annual filings for private foundations (IRS Form
990-PF) added the following disclosure requirement in 2011: Did the foundation make a distribution to a
donor-advised fund over which the foundation or a disqualified person had advisory privileges? If “Yes,”
attach a statement. The statement must report whether the foundation treated the distribution as a qualifying
distribution and how the distribution will be used for §170(c)(2) purposes. In other contexts, a private
foundation may not make a qualified distribution to a charitable entity that simply holds and distributes funds
to other charities such as to another non-operating private foundation or a supporting organization.

The 5% can be spent on
grants to charity including
designated purpose funds
and donor advised funds
but NOT to

* Another non-operating
foundation

* Charity controlled by
the foundation or
disqualified persons

»,

Buying or improving assets used The private foundation need not make transfers
directly in charitable purposes also
count towards 5%

only as cash gifts to public charities but may
also purchase or improve assets used directly in
charitable purposes. This could include assets
transferred to a public charity, or assets used by
the private foundation for charitable purposes.
Thus, the purchase of a building to be used
exclusively by the foundation in its charitable
purposes (e.g., soliciting and evaluating grant
applications and evaluating grant expenditures,
but not investment management) is a qualifying
distribution.
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Can the foundation
postpone payouts

to save up for a big
gift?

Yes. If...

* Itis for a project better
accomplished through set
aside than by immediate
payout (e.g., constructing
a building)

* Pay out within 60 months
of first set-aside
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If the foundation
makes a big gift,
_ will the amount
‘ above 5% carry
k over to future
years?

Yes.

Gifts above 5%
can carry
forward for up to
5 years.

369

The general rule is that a non-operating private
foundation must make qualifying distributions
of at least 5% (reduced by payments for net
investment income tax or unrelated business
income tax) of its net non-charitable investment
assets.  However, private foundations are
allowed to accumulate funds instead of
distributing them as a means of saving up for a
later large qualifying distribution in certain
cases.

Saving up these charitable distributions is
referred to as a “set aside,” following the idea
that these funds are set aside for future
qualifying distributions. This is permitted only
if the project would be better accomplished
through saving up these distributions than by
making them immediately and if the qualifying
distributions are made within 60 months of the
first set aside. These set asides are typically used
for large single purchases, such as the purchase
or construction of a building.

Not only may a nonoperating private
foundation save up qualifying distributions
through a set aside plan, but it may also do the
reverse and make a large qualifying distribution
today that will reduce the requirement for future
qualifying distributions. Thus, any amount paid
by the private foundation in excess of the 5%
minimum requirement can be carried over for
up to 5 years. During this carry-over period, the
excess amount can be used to reduce any
remaining required qualifying distributions not
paild during any year. The carry forward
amounts are used much like charitable tax
deductions carried forward due to exceeding the
income giving limitations in that transfers made
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during the tax year are counted first and only then can carry forward distributions be used with the oldest

non-expired carry forward distributions being used first.

Penalty for failure to distribute

* Foundation pays a tax of 30% of required amount not
distributed

* Additional 100% if not corrected in 90 days of IRS notice

Insider Benefits
* Self-dealing

e~
Charitable Purposes

* Failure to distribute income

* Excess business holding

* Investments that jeopardize charitable purpose
* Taxable expenditures
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As with the other violations, failure to distribute
the minimum required amount to charity results
in a tax penalty. The penalty begins at 30% of
the undistributed amount. An additional tax of
100% of the undistributed amount is charged if
the distribution is not made within 90 days of
the IRS notice of the violation. Payment of
these penalties does not substitute for the
payments to charity.  Persistent failure to
distribute could result in the revocation of the
foundation’s tax-exempt status.

The next type of prohibited transactions is
excess business holdings where the private
foundation, combined with insiders, holds too
large of a share of a business entity.
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What’s the problem with
excess business holdings?

the business even

a charitable
deduction

to the foundation

* Donor controls his
(and other’s)

business

* Donor still controls

though he has taken

* Donor decides if any
profit is distributed

compensation at the

o

Foundation

Prior to the legislation preventing excess
business holdings, an owner could transfer his
or her business into the private foundation, take
a tax deduction for the transfer, and still
continue to control the business precisely as
before with no functional changes. This level of
control created a number of opportunities for
abuse.

The problems with excessive business holdings
come because the donor receives a tax
deduction but continues to control the business.
This control means that the donor can decide if
any profit is distributed to the foundation,
which was particularly important under previous
legislation where charitable distributions were
based upon income rather than assets. Further,
the donor — as controller of the business —
would continue to control his own personal
compensation as well as all other employees. A
donor could thus transfer a business into a
foundation, take a large tax deduction, and then
extract the value out of the business through
salaries paid to the donor and the donor’s family
members as employees of the business. This

payment of salary (or, e.g., “sweetheart” deals benefitting others in exchange for reciprocal treatment in the
donor’s other non-charitably-owned operations) could be used to cause the company to incur losses, reducing
the value of the company, and thus reducing the foundation’s required charitable grants based on the
company’s value. The various schemes for taking a large deduction at transfer and then subtly extracting the
value from the company without benefitting the private foundation are nearly limitless, but all are predicated
upon the donor being able to control the underlying business entity. Thus, the tax code was changed to
eliminate the use of private foundations as a means to control an operating business.
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Private foundation can’t own >2% if foundation and
all disqualified persons combined own >20% of a
company (35% if someone else has effective control)

Foundation &
Insiders
20%

Others
65%

A private foundation is allowed to own up to
2% of a company regardless of the ownership
interests of other insiders. Thus, a private
foundation could own 2% of a corporation that
was otherwise entirely owned by the founding
donor. A private foundation may not own
more than 2% of a business entity if the
foundation and all insiders combined own more
than 20% of a business entity. Ownership can
refer to voting stock ownership in a
corporation, beneficial interests in a trust, or
profit interest in a partnership. (Thus, e.g., a
private foundation may own 100% of non-
voting shares in a corporation where it and all
disqualified persons combined own fewer than
20% of the shares.) This permitted ownership

percentage will increase to 35% where the foundation can demonstrate that an unrelated person or “cohesive
group of third parties” does, in fact, exercise control over the business. In this case, the risk of abuse is likely
reduced by the influence of an outside controlling person or group.

Full ownership of a charitable
business is allowed

* Charitable function such
as a school or hospital

* Business run by unpaid
volunteers or selling
donated items

* Business for beneficiaries
/employees such as a
museum cafeteria

/'\
[J
O
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An exception to the prohibition against private
foundations controlling a business is allowed
when the business entity is engaged in activity
directly related to the private foundation’s
charitable purposes, and not simply earning
profits for the foundation’s use. Thus, a private
foundation could have full control of a school
or hospital and thereby further its charitable
purposes in education or healthcare. Other
allowed businesses include thrift shops selling
donated items, a business operated by
volunteers, or a business primarily for the
convenience of the employees or customers of
its charitable business, such as a hospital gift
shop or museum cafeteria.
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Full ownership is AN *
allowed if business is ¢
passive — simply P il
collecting dividends, - A
interests, royalties, or
real estate rent without
leverage N F
«®

Time to dispose of
excess business holdings

* 90 days if foundation buys

5 years if foundation
receives as a gift [and can
request extension for
another 5 years if unusual
circumstances]

request an extension of the time from the IRS, allowing for

Excess business holding penalty

* Foundation pays a tax of 10% of highest business
holdings above maximum

* Up to 200% if not corrected in 90 days of IRS notice
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Additionally, a private foundation is allowed to
have full ownership of a “passive” business
entity that merely collects payments from assets
such as dividends from stock holdings, interest
from investments, royalties from intellectual
property or rent from real estate. So long as
this type of income constitutes at least 95% of
the business entity’s gross income, full
ownership of the entity is allowed. Similar to
the rules for wunrelated business income,
borrowing money to purchase real estate will
cause such investments to no longer be passive.

The private foundation finding itself in the
circumstance of owning excess interest in a
business must sell or transfer those interests.
This sale must occur within 90 days if the
foundation acquired the business interests by
purchase or within five years if the foundation
receives the business interests by gift. This five
year limitation allows time for a business owner
to transfer all or part of his or her business to
his or her private foundation prior to a sale
(thus avoiding the capital gains taxes that would
otherwise be due at sale) and still have sufficient
time to market and sell the asset, even in a
difficult market. Indeed, if the five years is not
sufficient to achieve an appropriate sale, the
foundation may go through a procedure to
up to five additional years.

As with other violations, a private foundation
having excess business holding is subject to tax
penalties. The foundation must pay a tax of
10% of any excess holdings, based upon the
highest excess business holdings occurring
during the tax year. If the excess business
holdings are not removed from the foundation
within 90 days of the IRS notice of the
violation, an additional 200% penalty may be
imposed.
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Charitable Purposes

Insider Benefits
* Self-dealing

* Failure to distribute income

* Excess business holding

* Investments that jeopardize charitable purpose
* Taxable expenditures

Crazy investment
gambles can
jeopardize the
charitable purpose

Jeopardizing
investments are
excessively risky
in the context of
entire portfolio

(“fails to
exercise
ordinary
business care
and prudence”)

Nothing is
automatically
disqualified, but
special attention
given to options,
margin trading,
short selling,
commodity
futures, oil/gas
interests
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In order to preserve the charitable function of
the private foundation, the tax code prohibits
the foundation from investing in jeopardizing
(excessively risky) investments.

Without this restriction, there is a risk that the
private foundation’s assets could be squandered,
thus eliminating any further charitable benefit.
In such a case, the taxpayer would have received
a large charitable tax deduction, but with no
resulting charitable activity. Issuing charitable
tax deductions in return for little or no
charitable activity violates charitable tax policy
principles and, consequently, such risky
investments are prohibited.

There is no “black and white” rule to determine
what a jeopardizing investment is. Instead, it
occurs when the manager “fails to exercise
ordinary  business care and prudence.”
Although a particular investment may be highly
risky, it will be considered in the context of the
entire portfolio. For example, the purchase of
60-day out-of-the-money options could be a
reasonable part of a hedging strategy taken in
the context of other asset holdings but would
clearly be a jeopardizing investment if such
options constituted the foundation’s entire
investment portfolio. Because of the potential
for excessive risk, the IRS will pay particular
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attention to investments in options, margin trading, short selling, commodity futures, and oil and gas
interests. Nevertheless, each of these may be a perfectly appropriate investment in the context of the risk
profile of the overall investment portfolio.

High risk investments

are allowed if they are
o . .

primarily pi}arltable

* Needy student loans

* Low-income housing

* Urban renewal

Jeopardizing investment penalty
* Foundation pays a tax of 10% of the jeopardizing
investment (manager pays 5%, up to $10k)

* Another 25% if not corrected within 90 days of IRS
notice (manager pays another 5%, up to $20k)

Because the purpose of the jeopardizing
investment rule is to ensure that charitable
activity will ultimately occur, rather than the
assets being squandered, the rule will not apply
to high-risk investments that are primarily
intended to advance charitable goals. Thus,
investments in college loans for needy students
or low-income housing may indeed be highly
risky but will not constitute jeopardizing
investments. In this case even if the foundation
loses its investment, the funds would still have
been used to advance charitable purposes, and
so the underlying tax policy goals would not
have been violated.

As a penalty for making a jeopardizing
investment, the foundation must pay a tax of
10% of the amount invested in the jeopardizing
investment. Because the foundation manager is
directly  responsible for managing the
foundation’s assets, he or she will also be
charged a penalty of 5% of the amount invested
up to a $10,000 penalty if he or she willingly
and knowingly participated in making the
investment without any reasonable cause for
doing so. As with other violations, an
additional tax applies if the violation is not
corrected within 90 days of the IRS notice of
violation. If the foundation has not divested
itself of the jeopardizing investment within this
time, the foundation is subject to another tax of

25% of the amount invested in the jeopardizing investment, and the manager may pay an additional 5% of

the amount invested up to an additional $20,000 penalty.
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The final way in which the private foundation
rules attempt to protect charitable purposes is
to prohibit and penalize non-charitable grants
from the foundation. These non-charitable
grants are referred to as taxable expenditures.

. —

Insider Benefits Charitable Purposes
* Self-dealing

* Failure to distribute income

* Excess business holding

* [nvestments that jeopardize charitable purpose

* Taxable expenditures

Any grant made by the foundation that does not
Taxable expenditures qualify as an appropriate charitable grant is a
prohibited taxable expenditure. This is not a
problem for typical grants made to public
charities. However, prior to the current law
some private foundations were being used to
further political campaigns, which is not a
charitable purpose. Thus, the use of funds for
campaigning and lobbying are now prohibited
as taxable expenditures. Non-partisan research
is allowed, but there is careful oversight of such
activities. ~ For example, support of voter
registration drives is not allowed if such drives
are limited to specific geographical regions as
this may advantage one party or candidate.

Grants to individuals are not charitable
gifts, because an individual is not a charity. However, in certain cases a private foundation may fund a grant
to individuals for travel, study, or similar purposes. This may be done only with advanced approval of the
granting procedures by the IRS. In seeking such approval, the foundation must show that the grant is (1) a
scholarship to a nonprofit educational institution, (2) a prize made primarily in recognition of religious,
charitable, scientific, educational, artistic, literary, or civic achievement, [note that these awards may be made
without prior approval by the IRS if there are no restrictions on or expectations regarding the use of the prize
money| or (3) the purpose of the grant is to achieve a specific objective, produce a report or other similar
product, or improve or enhance a literary, artistic, musical, scientific, teaching, or other similar capacity, skill,
or talent of the grantee. In addition to grants for travel, study, or similar purposes, the foundation may also
make grants to impoverished individuals or those who experience catastrophic medical expenses or property
loss. These poverty-relief or catastrophe grants do not require advanced approval from the IRS.

Grants made to most charitable entities other than public charities, e.g., private foundations, labor
unions, trade associations, fraternal orders, veterans’ groups, type III non-functionally integrated supporting
organizations, or other supporting organizations controlled by a disqualified person, are taxable expenditures.
The exception to this rule is that if the private foundation exercises “expenditure responsibility” on grants
made to such organizations then the grant is permitted. Expenditure responsibility requires a variety of tasks

* Non-charitable purposes

* Political campaigning or
lobbying (except non-
partisan research)

¢ Grants to individuals except

— Travel, study, or similar if IRS
approves non-discriminatory
award process

— Grants to impoverished
persons or disaster victims

— Prizes/awards to recognize
achievement with no
restrictions on use of funds
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including a written agreement of the specific charitable tasks the entity will accomplish, segregation of funds,
regular reports from the recipient, and special reports to the IRS.

Taxable expenditures penalty

to $10k if no reasonable cause)

notice (manager pays another 50%, up to $20k)

* 20% of the taxable expenditure (manager pays 5% up

* Another 100% if not corrected within 90 days of IRS

If a private foundation makes grants that do not
qualify as appropriate charitable grants it will be
penalized initially by a 20% tax on the amount
of the taxable expenditure. The foundation
manager is subject to a 5% tax, up to a $10,000
maximum, if there was no reasonable cause to
believe the expenditure would be appropriate.
The foundation must recover the expenditure
or, where full recovery is not possible, the
foundation must recover as much as possible
and take any corrective action directed by the
IRS within 90 days of the IRS notice of the
violation or the foundation will receive an
additional penalty of 100% of the taxable
expenditure. Absent such timely correction, the

another 50% penalty, up to $20,000.

foundation manager may also be penalized

The “dark money” charitable entity. A
501(c)(4) social welfare organization is not
subject to private foundation rules. It can
engage in lobbying as its primary activity. It can
support political candidates — although not as
its primary (over 50%) activity. It does not pay
the 1.39% excise tax as private foundations do.
It has no 5% distribution requirement. It can
engage in self-dealing with insiders — although
not excess benefit transactions. It is not limited
by the jeopardizing investment rules. It need
not disclose its donors. It has much more
flexibility in making grants to foreign
organizations. It is subject to no excess
business holdings rules. (Thus, a donor can

The “dark money” entity: 501(c)(4) social
welfare organization

No disclosure of its donors
Can engage in lobbying (up to

100% of activity) (19
Can support political candidates '
(<50% of activity)

No 1.39% excise tax
No 5% distribution requirement
No jeopardizing investment rules

No self-dealing rules (excess benefit transactions not
allowed)
No supervision of grants to foreign organizations

No excess business holdings rules (can hold 100%
ownership)

create a 501(c)(4) that can hold his entire
business.)
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501(c)(4): Big tax benefits but no deduction

TA

* No capital gains tax at transfer

* No income or capital gains tax on subsequent sales
and earnings

* Not a taxable gift

* No charitable deduction, but this is minor for

— High wealth donors (or corporations) restricted by
income giving limitations

— Gifts of low or no basis assets valued at basis (e.g.,
closely held stock going to a private foundation)

will be valued at basis rather than fair market value.

What if creating a private
foundation is just too much hassle?

Donor advised fund

§ponsoning c!a Eas |ega|

ownerg ip DAFs

B

*""—d 4
Donor’s
DAF

Donor Charities

Gifts are to a public
charity, because charity
has legal ownershi

Charity follows donor
advice, otherwise no
one would give again
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This enormous freedom comes with one
penalty. Transfers do not create a charitable
deduction. But neither are they taxable gifts.
Nor do transfers of appreciated assets create
any capital gain recognition. And, as exempt
entities, 501(c)(4)’s normally pay no income or
capital gains taxes on subsequent sales and
earnings. These may be particularly attractive
to high wealth business owners (or
corporations) who often cannot use charitable
tax deductions due to income limitations (see
chapter 6). (Any charitable wealth transfers will
tend to swamp their often relatively low
reportable income.) They may also be attractive
to donors considering transferring low or no
basis assets to a private foundation if such gifts

The 501(c)(4) alternative tends to be limited to
ultra-high net worth donors. For others, the
private foundation may be too onerous for
other reasons. As briefly summarized above,
the rules for establishing and managing a private
foundation ate extensive. There is, however, an
alternative to a private foundation that is much
cheaper and easier for the donor. This simple
substitute for the private foundation is the
donor advised fund.

The simple concept of a donor advised fund is
that the donor gives money to a public charity,
which the public charity sets aside in a separate
The public charity then typically
follows the advice of the donor regarding when
and where to distribute those segregated funds
to other public charities. The charity has legal
control of all of the donor advised funds and
could choose to ignore the donor’s advice. This
legal reality does not affect the practical reality
that donor advised funds do follow donors’
advice (so long as the advice is for legally
permissible distributions), because failure to do
so would discourage other donors from using
the charity for their donor advised funds.

account.
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Nevertheless, this legal control of the accounts by the public charity owning the donor advised funds means
that the donor has made a completed gift to a public charity immediately upon transfer of funds or assets into
the donot’s account.

Donor advised fund Private foundation Whether the private foundation or donor
* No minimum payout * 5% minimum payout advised fund is the best instrument will depend
* Minimal setup & (but can pay to DAF) upon the gifts and goals of the donor. Donor
administrative expense * Sidgni_fio_:atnt és_etup& advised funds are remarkably simple for the
* Expected control of grants adminisirative expense donor to establish. No legal documents need to
* Investment management ~ [egalantrelofgrants be specially drafted and there are no annual
sometimes allowed * Investment management p Y . . .
e Lepislatively new always allowed meetings or .requ1red ﬁhngs.. Dependmg upon
+ High income limits & « Legislatively stable the organization, donor advised funds might be
valuations « Low income limits & started with Oﬁly $5,000 or even less. Annual

valuations costs vary with the size of the account, but
1.39% tax on earnings typically range from 1% to 0.1% of the
account’s value. Donor advised funds meeting
certain minimum account sizes (e.g., $250,000),
often permit management of assets by the

* No tax on earnings

donor’s own qualified financial manager and

allow these managers to charge fees to the fund
for this management. Large donor advised funds are often comfortable with accepting not just cash, but also
complex assets such as privately held C- and S-corporation stock, limited partnership interests, real estate, and
even valuable personal property. Donor advised funds do not expire at the death of the donor. Managing
charities typically allow for the appointment of new advisors at death. These new advisors can appoint others
during life or at death, indefinitely continuing the passage of control. Further, there are currently no
minimum payout requirements for these funds, meaning that no charitable distributions would ever have to
occur. Donor advised funds have several tax advantages over private foundations. Gifts to public charities
(such as donor advised funds) may have higher valuations and generate deductions that can be used up to a
higher percentage of the donor’s income than gifts to private foundations. Additionally, donor advised funds
are not subject to the 1.39% excise tax on net investment income as are private foundations.

With all of these advantages of the donor advised fund, why would a donor ever use a private
foundation? There are several reasons. Private foundations offer a much higher degree of multi-generational
control of assets. The founding donor can create legally enforceable trust rules that limit the charitable
purposes of the foundation, limit the trust expenditures, and dictate who may — and may not — be trustees
and board members. The rules for private foundations are quite old and legislatively stable, suggesting a high
likelihood for multi-generational stability. Although donor advised funds are not new, the massive growth of
funds from charities affiliated with financial institutions is new, and consequently many of the rules have only
been recently established. This legislative newness combined with the complete lack of any enforceable legal

© 200

End of year DAF contributions pu" rights to control the funds in the donor advised

" account make donor advised funds a less certain
forward deductions option for long-term planning.  Although
convenient, donor advised funds lack the ability

3

to directly benefit friends or family members
through travel reimbursements and employment
in professional and managerial tasks.

Many use DAFs as a short-
term conduit to take an
earlier tax deduction for
expected future gifting to
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Donor advised funds have a much higher
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average payout rate than private foundations, reflecting their common use as a short-term place to park
charitable funds. It often makes sense for donors to estimate their giving for the upcoming year and then
transfer that money to a donor advised fund at the end of December. This allows the charitable deductions
to be taken eatlier, even though the ultimate distributions to charities will not take place until the following
tax year or later. This type of short-term planning corresponds perfectly with the convenience and simplicity
of the donor advised fund. Additionally, if the donor would normally take the standard deduction, it can
make sense to select a target year to itemize deductions and pre-fund charitable giving for future years so that
the deductions can all be used in the target yeat.

DAF Limitations Many of the same type of limitations on private

foundations also apply to donor advised funds.
For example, thete can be no benefits going to
the donor, the donor’s family, or organizations
controlled by them. However, based on IRS
Notice 2017-73, grants from a donor advised
fund could now be used to fulfill a pledge by
the donor to a charity so long as the DAF
sponsor does not reference the pledge in the
grant letter or check. Nevertheless, grants
from a donor advised fund cannot result in the
charity giving benefits, such as donor event
tickets, to the donor. Donor advised fund
grants that generate such benefits are subject to
a tax of 125% of the amount of the benefit,
payable by either the donor/advisor or the
benefit recipient, and a 10% tax on the donor advised fund manager who knowingly made such a transfer (up
to $10,000). Donor advised funds are also subject to the same rules preventing excess business holdings as
ptivate foundations are. Donor advised funds may make distributions to other donor advised funds.
However, donor advised funds may not make distributions to individuals. Donor advised funds may not
make distributions to private foundations, unless the managing charity follows the rules for “expenditure
responsibility,” and even then, distributions to a private foundation controlled by the donor or donor’s family
may result in excess donor control leading to the fund being reclassified as a private foundation. Any
distributions to private foundations may also create the opportunity for challenges to the higher deduction
taken for a gift to a public charity upon transfer to the donor advised fund, rather than for a gift to a private
foundation.

Private
Foundations

* No benefits (grants, loans, compensation, or indirect benefit) tO
donor, family, or organizations 35%+ controlled by
these. Ex: no major donor event tickets

* No excess business holdings
(same rule as private foundations)

* No distributions to private
foundations (rare exceptions) Or
individuals

Private foundations and donor advised funds
offer opportunities to take an immediate tax
deduction for a transfer where the donor and
donor’s financial advisors can continue to
manage the funds for the indefinite future.
Once transferred, the funds can grow in a tax-
free or tax-minimal environment. Although
private foundations are typically used for long-
term holding of more significant wealth, and
donor advised funds are more commonly used
for short-term holding of less significant wealth,
finding the best fit will depend upon the specific
values and goals of each particular donor.

- »&’Dorior Advised Funds
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