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RAYMOND G. RUSSOLILLO

Whethar &
dornadvised
fund or 2 private
foundation
wgid be the
preferabio
wehicie for
philanthropically
rraknded
irndividuals
denands on thelr
social goals and
financial
circurmstances.

Charitable contribution options for the high net
worth individual (HNWTI) range from making in-
formal, ad hoc cash gifts to public charities to the
testamentary formation and funding of private
foundations and charitable trusts. Some HNWIs
eagerly anticipate the thrill of having a building
named in their honor on the campus of their alma
mater while others give because they are pressured
to do so by family or friends. However, it is the
rare HNWI for whom charitable giving is not part
of his or her overall income and transfer tax plan-
ning strategy. Advisors who understand the op-
tions available will be able to counsel their clients
wisely, producing either enhanced tax savings for
the clients or more significant after-tax gifts to the
charitable institutions, or sometimes both.

When does altruistic giving cross the line
from being mere “charity” to “philanthropy”? In
reality, this is a semantic question—the words
“charity” and “philanthropy” are synonyms and
can be used virtually interchangeably. How-
ever, the terms suggest somewhat different re-
sults. Charitable individuals are thought of as
being altruistic, yet basically informal about
their giving. When a need arises, they make a
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contribution, The universe of their “causes” is
limited to organizations they know directly or
to whom they are introduced through family or
friends. On the other hand, philanthropic in-
dividuals take a more formal approach to their
giving and are apt to use specialized charitable
vehicles to meet several planning objectives at
one time. It is not a matter of “good” or “bad,” or

“appropriate” or “inappropriate;” it is a matter of

degree of the HNWIs engagement in the

process.

When HNWIs begin to make large charita-
ble commitments (typically but not always later
in life}, the need to address the use of charitable
vehicles becomes self evident. The use of a
planning vehicle generally presupposes a mul-
tiyear commitment to philanthropy and pro-
vides the structure needed to meet the goals of
the HNWT and to put the brakes on runaway
giving.

The following are some common vehicles to
assist with planned giving. One or more of
these may be appropriate given the circum-
stances of the HNWI:

+ Donor-Advised Fund (DAF):' This is 2 public
charity that is sponsored by either a charitable
or commercial organization. It enables an indi-
vidual fo time a contribution to the fund (gen-
erally accelerating the contribution), as well as



the distribution to the ultimate charity (gener-

ally made at a more leisurely pace).

« Pooled Income Fund (PIF):* This is a partially
deductible gift to a common fund established
by a charity that pays the donor an annuity for
life.

«  Private Gift Annuity (PGA)° This isalso a par-
tially deductible gift to a public charity. but one
that gives rise to an individualized annuity be-
tween the donor and the charity. A portion of
each annuity payment represents ordinary in-
come and a portion represents capital gain.

. Charitable Remainder Trust (CLT):* Contribu-
tions to these split interest trusts are partially
fax deductible based on the actuarial present
value of the remainder interest in the trust. The
donor (or other non-charitable beneficiary) re-
tains the income interest from the trust, either
in the form of a fixed doflar amount (annuity)
or a fixed percentage of the trusts value deter-
mined annually {unitrust), for a period of years
or his or her lifetime while the remainder inter-
est is ultimately paid to a charitable remainder-
man.

« Charitable Lead Trust (CLT):® This is another
type of split interest trust that is essentially the
mirror image of a CRT; the charity receives the
income from the trust for a period of years in
either the form of an annuity or unitrust pay-
ment, while the remainder is paid to a non-
charitable beneficiary. Unlike the CRT, contri-
butions to the CLT may or may not be partially
tax deductible, depending on the legal struc-
ture of the trust.

« Private Foundation (PF):® This is essentially a
“private charity” that the donor or his or her de-
signees control, subject to a nominal 1% or 2%
excise tax on investment income. PFs are best
suited for those with substantial wealth and are
often used to underwrite generations of family
philanthropy.

By mixing and matching these various vehi-
cles, the individual can devise a lifetime or tes-
tamentary philanthropic plan that will meet his
or her personal planning objectives, satisfy his
or her need for cash flow, and affect one or
more charities in a way that is meaningful to
hir or her.

A quick survey of these vehicles shows that
one either makes a complete and total gift and
relinquishes legal ownership of the asset at the
time of the gift (DAFs and PFs) or one makes a
partial or future gift and retains some controi
(all the rest). In this article, the use of DAFs and
PFs for philanthropic purposes will be ex-
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plored. It is assumed that, should an HNWI de-
cide to fund one of these vehicles, that neither
the HNWT nor his or her heirs need the assets
to fund their lifestyles or, if they do, that alter-
native means are employed to replace the assets
removed from the estate to fund the DAF or PR

Bonor-advised funds

For the taxpayer wheo is looking to control the tim-
ing of contributions, deductions, and subsequent
grants to public charities, donor-advised funds
may be just the ticket. From the donor’s point of
view, DAFs are simple, cost-effective, easy to un-
derstand and administer, and serve as a personal
charitable “pocketbook” H the donor’s goal is effi-
cient tax planning with the ultimate goal of bene-
fiting a favorite charity or charities, he or she
should strongly consider using a DAER
Interestingly, until the enactment of the Pen-
sion Protection Act of 2006, DAFs were not de-

fined in the Code. The 2006 Act instituted a

three-prong test to determine if an entity is, in-

deed, a DAF’

+ It must be separately identified by reference to
contributions from donors. In other words, the
donations do not go into a black hole of non-
accountability. Many DAFs allow donors to
name their fund within a fund.

+ The DAF must be owned by a “sponsoring or-
ganization,” which is basically an organization
that is defined in Section 170(c), is not a private
foundation, and maintains one or more DAFs,
Therefore, a sponsoring organization may be
another charity that sponsors DAFs (e.g., the
Jewish Communal Fund or the American En-

dowment Foundation, or any of a myriad of

community foundations) or it may be a Section
501(c}(3) charity sponsored by a financial in-
stitution (e.g., Schwab Charitable Fund or
Bank of America Charitable Gift Fund})®

« The donor(s) or his or her designee(s) has or
reasonably expects to have advisory privileges
with respect to both the distribution of fund as-

Section 4968(d)(2).

Section B42(c)H5) Reg. 1.170A-6(}1).
Reg. 1.1011-2(2){4}).

Section 664(d); Reg. 1.170A-6(b}1).
Reg. 1.170A-B(c).

Section 509(a).

Section 4966(c)(2}.

To qualify for an income tax deduction, the contribution can-
not be made to an organization described in Section 170(¢c)
{3} (4), or {5} (i.e., & war veterans organization, lodge, or
vemetery corporation) or a Section 4943(H(5; Typs il sup-
porting organization that is net a functionally integrated Type
I} supporting organization,

o N o o kW
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EXHIBIT 1. A sampling of donor-advised fends

COMMERCIAL PROVIDERS
Fidelity Charitabte Gift hari
idelity Fund e s gsdng\:?nrgrg Pa:':;;t:; Schwab Charitable Fund
Sponsor Fidelity Investments Vanguard Charles Schwab &
Company
Website www.charitablegiftorg  www.vanguardcharitable.org  www.schwabcharitable.org
Size of fund $3.6 billion $1.94 billion $1.7 billion
Minimum Initial
Contribution $5,000 $25,000 $5,000
Minimum
subsequent $1,000 $5,000 N/A
contribution
Administrative Fee: Minimurm
fee is the greater of $100 or
.60%. Otherwise, the fee is
as follows: .60% on the first
$500K; .30% on the next
$500K; .20% on the next
Minimum $100 maintenance g: 'RSMM; -15% on the next
6% on the first $500K or  fee on accounts below $15K; £, .&MM and .10% on
Fees $100, greater; 3% on- 6% annual admin fee + .25% > oMM and above. The
whichever is the next  avg annual investment fee = "vestment fee varies any-

where from .08% to 1.16%
on accounts with less than
$250K depending on your
investment choice. Accounts
greater than $250K will vary

: depending on the advisor and
assets under management,
not 1o exceed .1% of assets
under management.

$500K; lower thereafter.  85% on accounis below
S1MM. Lower thereafter.

"$100k invested in the bal-
anced pool fund would cost

| of
Annual cost o the following: Administrative

i::gg;.ﬁgﬂ 8600 $850 - fee of $600 and an invest-
ment fee of $790, totalling
$1,390,

Minimum grant

size $50 $500 $160

Mutual funds for lower Several investment pools in-
Investment op-  level invesiments; cus- cluding, a multi-mutuai-fund
tions tomization available for ~ approach as well as single
larger accounts. mutual funds.

No limit on the number of suc-

Pel i
rpetuity cessor advisors fo the fund.

“Quick Facts” through

9/30/2009 - Vanguard website Wall Street Journal

Source of data Walt Street Journal

EXHIBIT 1. A sampling of donor-advised funds, cont'd,

Jewish Communal Fund American Endowment Foundation

Jewish Communal Fund Amertican Endowment Foundation

www. jewishcommunalfund.org www.aefonline.org

$1 billion $150 million
$5,000 $10,000
No minimum $250

.75% on the first $5MM or 95 basis pts (85%}) on 1st 600k
$150, whichever Is greater; {$4,750); 75 basis pts on next
.5% onthe nexd $15MM; .1% 500k, 50 basls pts on next 1.5MM
on balances above $20MM.  and 25 basis pts on the balance.

$750 $950

$36 or $100 of {depends on $250
type of grant and type of DAF)

First $5,000 in money market
funds; vatious mutual funds;
private money management
for larger accounts.

Flexible and open architecture.

No fimit on the number of
successor advisors fo the fund.

JOF Wehsite Tom Tobin @ AEF

CHARITABLE GIVING
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NOT-FOR-PROFIT PROVIDERS

New York Community Trust

New York Community Trust

www. hiycommunitytrust.org
$1.8 billion

$5,000

No minimum

No matier the size it is the greater
of 2.5% of grants made during the
year or 40 basis pts of the market
value of the fund.

If the $100K fund made no grants,
then the fee would be $400. If the
$100K fund made $20K warth of
grants, then the fee would be $500.
If the $100K Fund made $10K
worth of grants, then the fee would
be $400 —since the admin fee is
the greater of the two calculations.
In addition to the admin fee, there

" is, of course, the ‘hidden’ fee of the

investment manager,

$250

For donors who anticipate making
grants with a substantial portion of
the funds they establish, there is

the Vanguard Prime Money Market
Fund. For those donors with a
longer-term orientation, there is an
investment pool of managed ac-
counts in several asset classes over-
seen by NYCT's investment commit-
tee, For donors who would like a rek
atively high level of current income,
there is an income-oriented fund of
funds managed by Vanguard.

No limit on the number of
successor advisors to the fund.

Robert V. Edgar @ NY Community
Trust

CHARMABLE GRING
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EXHIBIT 2. Comparison of the main peints of difference hetween donor-advised funds and private

foundations

Point of Comparison

Donor’s startup and administra-
five costs

Size of Initial Contribution
Ultimate Controf over Grants
{0 Charitable Beneficiaries
belongs 1o...

Excise Tax on income

income Tax Deduction — percent
of adjusted gross income {(AGI)
allowabls in a given year

Income Tax Peduction equal to
fair market value of gifti?

Annual Payout Requirements

Privacy

Perpetuity

Grants to Individuals

Grants to Charities outside the
United States

Grants with Conditions Attached

Donor Advised Fund

Negligible ~ but administrative
coslis are paid from fund assets

As stated by the DAF —can be
as low as $5,000

Bonor Advised Fund

Nane

- Up 1o 50% for cash
contributions

- Upto 30% for long term
appreciated property

Yes, for most assets

None

DAF donors can remain anony-
Mous

Not all DAF’s allow for the advi-
sor role to be handed down more
than one or two generations —
depends on the DAF.

Not allowed under Pension Pro-
tection Act of 2006

Requires enhanced due diligence
before making; some DAF's pro-
hibit them to keep costs down, or
charge an additional fee.

Limited ability, if any, to negotiate
or enforce grant agreements with
grant recipients

Private Foundation

Substantial — legal fees to draft
instrument and file with State At-
torney General

No stated minimum, however
cost to set up and administer
make modest initial contributions
not feasible.

Foundation Board of Directors or
Truslees

1% or 2% of annhual net invest-
meni income

+ Up to 30% for cash
contributions

+ Up to 20% for long term
appreciated publicly
traded stock

Only for cash or publicly traded
stock; deduction for other gifis is
generally cost basis

At least 5% of a PF's assets must
be paid out annually

PF tax returns and donors’
names ars public record.

PF's can provide a perpetual phil-
anthropic legacy for the family

Allowable pursuant to a scholar-
ship or other program.

Requires enhanced due diligence
before making

Commonpiace for PF’s and
grantees to enter into agree-
ments setting forth the purpose,
terms and conditions of a grant
as well as monitoring procedures
and expectations.
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sets (grant recommendations) and to the in-
vestment of fund assets while held in the fund
(the so-called donor-advisory role). While this
role is specifically designated under Section
4966(d)(2)(A)(iii), it is important to note that
the DAF still maintains legal ownership of the
assets and is the final arbiter of all grant and in-
vestment decisions. In fact, to permit de-
ductibility of contributions made to a DAF, Sec-
tion 170(f)(18)(B) requires that the taxpayer

NOVEMBER 2010

obtain ‘contemporaneous written acknowl-
edgement.....that the organization has exclu-
sive legal control over the assets contributed.”
DAFs are often thought of as the “poor per-
sons foundation” This somewhat demeaning
definition is not entirely incorrect—many of
the DAFs on the market are available for a
modest initial contribution of $5,000, hardly a
king’s ransom and certainly within reach of
modestly affluent families. However, that ap-

CHARITABLE GIVING



pellation seems to downplay the enormous ad-
vantages of DAFs . For example, because they
are by definition “public charities” contribu-
tions to DAFs are subject to the same limita-
tions for individual taxpayers as contributions
to all other public charities, namely 50% of ad-
justed gross income {AGI) overall with an inte-
grated 30% limitation for certain capital gain
property. PFs do not enjoy these limits—contri-
butions to PFs are limited to 30% of AGI with
an integrated 20% limitation for capital gain
property.® The administrative burden and, gen-
erally but not always, the cost of maintaining a
DAF is lower than a PE There are no annual tax
filings with a DAF, nor is there an annual re-
quirement to pay out any minimum amount of
assets as there are with a PE®

There are, however, limitations to the use-

fulness of DAFs. This article stated previously ~ foundations, on the other hand, are basically in i 5:3::5:3'::5;: by
that the fuzzy line between “charity” and “phil-  the fund disbursement business. The governing = charities,’
anthropy” is crossed as the donors approach to  boards of PFs are charged with determining the - contsibutions to

.. . , : DAFs are subject te
giving becomes more formalized and long- appropriateness of the grants made and in the same limitations
term. The line between the need fora DAFand  some cases may take a very active role in work- . for individual
a PF is also crossed when the donors need to  ing with grantees. However, at the end of the = taxpayersas
control the process becomes more important  day, they are disbursing funds rather than di- :::;::' :::::;;:s toalt
than the need to contribute. In other words, if rectly running charitable activities. In the au- | charities.

one of the donor’s stated goals is a desire to par-
ticipate in the business of philanthropy, a DAF
may not prove up to the task.

For a sample of DAFs, see Exhibit 1.

Private foundations

Private foundations are basically described in the
regulations as a catch-all—any Section 501{c)(3)
entity that does not fit the model of a public char-
ity is, by defauit, a PE" PFs can be further split
into two categories, either private operating foun-
dations or private non-operating (a.k.a. “grant-
making”) foundations.

Private operating foundations are more of a
hybrid charity classification and are technically
excluded from the definition of PFs, being sep-
arately defined in Section 4942(j)(3). Although
for most purposes, private operating founda-
tions are treated as PFs, they are granted some
of the advantages of public charity status. They
are exempt from the minimum distribution re-
quirements of Section 4942. In addition, con-
tributions to private operating foundations are
deductible as if made to a public charity, i,
they are “50%” charities.™ Private operating
foundations can be thought of as engaging di-
rectly in charitable activities with their invest-
ment income and assets. They must spend at
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least 85% of the smaller of adjusted net income
or minimum investment return and, in addi-
tion, meet certain asset, endowment, and sup-
port tests. An example of a private operating
foundation is the Willem de Kooning Founda-
tion. According to its most recently filed form
990-PF (available for all tax exempt organiza-
tions at www.guidestar.org) the $55 million de
Kooning Foundation is involved in "cataloging
and maintaining the Willem de Kooning Foun-
dation art collection and archive and facilitat-
ing museum exhibitions and scholarly research
regarding Willem de Kooning.”

A private operating foundation is generally
concerned with generating income and main-
taining assets that relate to its mission, what-
ever that may be, rather than merely disbursing
funds to other charities. Private non-operating

thors experience, most HNWIs who fund PFs
fund private non-operating foundations.

A private non-operating foundation can
function in many different ways. It can serve as
a charitable pocketbook, which defines most
PFs, or it can be a philanthropic activist or
cheerleader with respect to its grantees. Gener-
ally speaking, it is the author’s belief that PFs
that serve merely as charitable pocketbooks are
wasting their potential. At the very least, they
are an expensive way to achieve results similar
to the more efficient DAFE

Apparently, not everyone feels this way. Ac-
cording to the Philanthropy News Digest," the

® Contributions of most capital gain property to PFs are not
limited to only 20% of AGL the value of the gift Is fimited o
the cost basis of the property. The ane exception to this is
contributions of publicly traded stocks, which are valued at
fair market value,

" This tack of a paycut provision may change in the futwre,
however. The proposed (but not passed} Tax Relief Act of
20085 would have required annual distributions of 5% of the
fair market valus of DAFs. Such a change would have
helped put DAFs on a similar footing with Pfs,

" Reg. 1.500(z)-1: *....Organizations which fall into the cate-
gories excluded from the definition of private foundation are
generally those which either have broad public support or
actively function in & supporting relationship to such organ-
izations....”

12 Saction 1701 ANV,

1 “Tax Laws, Bull Market Spur Growth of Small Founda-
tions," Philanthropy News Digest, a service of the
Foundation Genter (6/10/2008}; foundationcenter,org/
pnd/news/story. irtmi?id=217200020.
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number of PFs in the US. grew by 49% over the
ten-year period from 1995 to 2005. This dra-
matic growth is attributable to a number of fac-
tors, including a tax Jaw change in 1998, which
allowed donors to deduct the fair market value
of public stock transferred to a PE, the raging
bull market over that period, and the cachet of
having a PF to call one’s own. This would noi be
a bad thing if the PF was the most efficient way
to achieve the philanthropic goals of the donor.

The fact is, though, most of these foundations
are small—very small. Interestingly, at the end
of 2005, approximately 67% of the countrys
77,000 PFs reported assets of less than $1 mil-
lion, while another 27% had assets in the §1
million to $10 million range.

These statistics can be interpreted a num-
ber of ways. One vendor suggests that small
foundations are becoming increasingly cost
effective as technical solutions for adminis-
tration and compliance become more so-
phisticated and affordable. In its view, PFs as
small as $100,000 can make sense, In terms
of cost effectiveness this may be true, but
what business advantage is there in 2
$100,000 PF? 1t is really too small to enable
the donor to engage in the “business of phi-
lanthropy” to any real degree, and the risk of
noncompliance is increased vis-a-vis a DAFE

Some may interpret those statistics differ-
ently. The author believes that the PF may be
oversold by advisors as a planning option and
may be oversubscribed by donors as a status
symbol. Perhaps this view is somewhat cynical,
but the formation of a PF for less than $1 mil-
lion is probably overkill. In an absolute sense,
P¥s are expensive, If the donor (along with his
or her family) wants to be in the business of phi-
lanthropy, such expense should be viewed as a
cost of doing business. However, if they are not

in the business of philanthropy, the use of a PF
strictly as a charitable pocketbook is a waste.
The thesis is simple: If one wishes to usea PF
to engage in the business of philanthropy, by all
means, set up a PE Otherwise, use a DAFE

Case study—The Perrin Family Foundation

In the past, the present author briefly served as a
professional tax advisor for the subject of this case
study and has been aware of the Perrin Family
Foundation™ since around 2005. In his view, this
foundation is a classic example of what a family
foundation can and should be. It is a large founda-
tion based on asset size (approximately $14 mil-
lion} and, on this basts, ranks in the top 6% of all
PFs. However, it is really not that large when com-
pared with some of the behemoths out there such
as the Bill and Melinda Gates Foundation. Re-
gardless, it is a comfortable size to meet the goals
and objectives of the Perrin family, and the family
occasionally donates additional funds to it. More
importantly, the Perrin Family Foundation is
structured as a business and operated like one. It is
actively managed, runs an office, and uses an ac-
counting system and appropriate internal con-
trols, It is far from being just the “charitable pock-
etbook” for the family.

The foundation was started in 1994 based
on the dreams of Sheila and Charlie Perrin.
The founders did not want merely to form a
charitable pocketbook; they wanted to make
a difference. From the home page of their
website: “The Perrin Family Foundation envi-
sions mental and physical well-being for all
children and young adults in Connecticut.
Qur mission is to provide equal opportunities
for children and young adults to lead safe,
productive, and creative lives,”™

The Perrins desire to start their foundation
preceded the liquidity events that enabled them
to make those dreams a reality. Sheila per-
formed the preliminary research about the re-
quired structure and presented the information
to their financial advisors. Unlike some of the
planning we see today, the formation of the

1% sealys About Private Foundations,” page 7 of a brochurs
avaiiable at www.foundationsource.com {select "dowrtoad
broghure” option).

¥ www. perrintamityfoundation.org.

® . perrinfamilyfoundeation.org/ingex.html.

T www.parrinfamilyfoundation.org/strategy.html; Perrin Family
Foundation Form 990PF, 2008, Statemeant 15,

8 When calculating the ratio of operating and adminisirative
expense made for charitable purpeses, the value reported
on Form 980PF, Part |, Column d as the numerator and the
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ending fair market value (box ) was used as the denoming-
tor. A “fully loaded” ratio would include all of the expenses
regoried “per books” in Eorm 980PF, Part |, column a com-
pared to the ending fair market value in box L. For the period
2006 to 2008, the "fully baded" ratic averaged 1.3%.

™8 Section 4245(g) allows for grants to be made 1o individuals
if certain fairly stringent requirements are met. Notably, and
among other things, any such grant must be awarded on an
ohjective and nondiscrimatory basis, See Reg. 53.48456-4
for more details.

CHAR(TABLE GIVING



Perrin Family Foundation was an example of 2
dream being realized by the existence of fi-
nancing, and was not a situation of a tax prob-
lem seeking a palatable solution.

Sheila serves as the president of the founda-
tion and is the main family member dealing
with the foundation on a day-to-day basis. She
and Charlie, along with sons David and Jeff and
daughter-in-law Anne, comprise the Board of
Trustees. The foundation has given them a
chance as a family to grapple seriously with
questions of their philanthropic legacy.

Sheila, along with two part time employees,
kicks the tires of prospective grantees hard.
They place strict limits on grants through eligi-
bility criteria centered on type of grantee (non-
profit organizations that have tax exempt sta-
tus), geography (Fairfield County and other
locations in Connecticut), target audience
{school-aged children) and types of program-
ming (programming that occurs outside the
traditional school day).”” Their presence in the
community enables them not only to monitor
the effectiveness of their grants first-hand but
to provide assistance to the grantees in the form
of networking events and skills workshops.

Interestingly, although the Perrins have es-
tablished their own foundation, they do not
shan DAFs. In fact, Sheila serves as the vice
chair of the Fairfield County Community
Foundation, and as such, has set up a DAF with
that organization. Certainly, DAFs and PFs are
not mutually exclusive.

Although not inconsequential in terms of
dollars, the cost to operate the foundation as
a percentage of fair market value is reason-
able. A review of its Forms 990PF from 2006
to 2008 shows that operating and adminis-
tration expenses made for charitable pur-
poses averaged .58% of the fair market value
of the foundation.” It maintains a fairly
steady stream of annual grants pegged to the
5% minimum investment return required to
be distributed each year. For example, a total
of 55 grants were paid in 2008 ($801,400),
averaging just under $15,000 per grant. As-
suming reasonable growth and prudent
management, the foundation will be around
to service the needs of children in Fairfield
County for a very long time.

Contrast this substantial foundation with a
tiny hypothetical foundation of $250,000.
While the dollar costs to operate the foundation
may be able to be kept to around 1.5%, the risk
of violating the myriad rules surrounding PFs

CHARITABLE GIVING

still exists. These include the prohibition on self

dealing (Section 4941), taxes on undistributed
income (Section 4942), taxable expenditures
and expenditure responsibility (Section 4945),
jeopardizing investments (Section 4944), and
excess business holdings (Section 4943).

These are among a number of onerous limi-
tations that are placed on PFs to ensure that
they stay within the narrow confines of their
charitable mission. Section 4941 enumerates a
long list of “disqualified persons,” such as sub-
stantial contributors, foundation managers and
related parties, among others, with whom the
PF cannot engage in certain direct or indirect
transactjons that are deemed to provide a per-
sonal benefit to the disqualified person. Sec-
tion 4942 imposes a 30% tax on income that is
not properly distributed during the year fol-
lowing the tax year. Section 4945 imposes a
20% tax on the foundation and another 5% tax
on the foundation managers if taxable expendi-
tures are made from the foundation. Such ex-
penditures include, among other things, costs
to carry on propaganda, costs to influence the
outcome of public elections, and making cer-
tain grants to individuals or organizations.
Section 4944 imposes a 10% tax on both the
foundation and the management for any in-
vestments made that jeopardizes any of the
charitable purposes of the PE Such an invest-
ment is one for which the foundation manager
did not exercise ordinary business care to pro-
vide for the short- and long-term needs of the
PF in carrying out its charitable purpose.

This is a big responsibility to generate a re-
guired minimum annual distribution of only
$12,500. Realistically, how much mare could
the board distribute? Bigger distributions
would deplete the foundation only that much
quicker. Here is a rhetorical question: How
much of the “business of philanthropy” can one
be involved in at $12,500 per year? Generally
speaking, not much. However, this is not en-
tirely true. A small foundation might be justi-
fied if a family is looking to meet a specific
charitable need that cannot be met by a DAE
For example, they may choose to usea PFto es-
tablish a small scholarship fund in honor or
memory of a loved one.” Consider the hypo-
thetical $250,000 foundation. Assuming an av-
erage 3% annualized investment return, it
should be able to provide annual scholarships
to individuals in the minimum annual distri-
bution amount of $12,500 for 30+ years. Sucha
strategy would not be possible with 2 DAF be-
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cause payments to individuals are not allowed
from DAFs.* Arguably, even though the num-
bers are small, running a small scholarship
fund does fall within the definition of the “busi-
ness of philanthropy” and, in this case, justifies
the small dollar investment.

Setting up a small foundation could also
work in a situation in which a HNW1 s looking
to establish a philanthropic vehicle for the
HNWTSs family during his or her lifetime to test
the family members to see how well they han-
dle such a commitment. If they meet the
HNWTSs expectations, he or she may well con-
tribute additional assets during life or at death
or, if not, he or she will allow the PF to run its
course and eventually disappear. Again, how-
ever, such an approach is recommended only
when the HNWI is intending for the family to
enter the “business of philanthropy” in some sort
of meaningful way. To reiterate, if the purpose
of'a PFis to merely serve as a charitable pocket-
book or a tax saving device, a DAT will gener-
ally work better. Tempered as described above,
absolute size coupled with a reasonable level of
engagement is important when choosing a PE

Shifting gears

Is it possible to fund a DAF initially and later use
those assets to fund a PF? What about settingup a
PF that is later collapsed into a DAF? While flexi-
bility is generally a desirable goal, one must bear in
mind that contributions to either a DAF or a PF

i

2 saction 4966{cH1)(A) defines a “taxable distribution” as a
distributicn from a DAF to any natural person. f such a dis-
tribution is taxable, it is effectively not aliowad to DAFs,

! Section 40656{0)(2).

PRACTICAL TAX STRATEGIES NO+EMBER 2010

are irrevocable and that the ability to internally
change direction is limited. Generally speaking, a
DAF cannot be used to fund a PE DAFs are lim-
ited to making grants to public charities and PFs
are, by definition, private and not public.”

PFs, however, can make contributions to
DAFs. The reason that they can is the mirror
image of the prohibition on DAFs making con-
tributions to PFs. A DAF is by definition a pub-
lic charity, so directing assets from a PF to a
DAF is a perfectly acceptable transaction, This
would be an option to consider if the founda-
tion is winding down and the board is looking
to get out of the business of philanthropy but is
not yet ready to distribute all the remaining as-
sets to the ultimate charities. Terminating the PF
into a DAF relieves the trustees of the responsi-
bility of administering the PF while delaying the
ultimate distribution of assets to other public
charities. The present author's experience has
been that DAF sponsors are more than happy to
assist PFs that are looking to liquidate their as-
sets into another tax exempt entity.

Conclusion

American society has determined that philan-
thropy is a worthy social goal and one that should
be enhanced by the income and transfer tax law.
Because of this, philanthropic taxpayers have a
treasure trove of opportunities available to them
to meet their planning goals in a tax efficient man-
ner. Two of the most popular vehicles in common
use today are the donor-advised fund and the pri-
vate foundation. Either or both may have a place
in your clients arsenal. It is up to the financial ad-
visor to guide his or her clients to the alternative
that will achieve their social goals while making fi-
nancial and tax sense. i
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