By Mark E. Powell

Would They Do It Anyway?

How to make sure your client understands when a private
foundation is right for him and his family—and when it is not

bout six years ago, I started talking differently

to prospective private foundation clients. I

used to try to craft a cohesive answer to the
most common question I got from financial advisors,
accountants and attorneys: “How much should the cli-
ent plan to contribute to a private foundation so that the
idea makes sense?”

But after terminating three or four private founda-
tions in a row, I decided that these advisors were asking
the wrong question. Thereafter, I answered their ques-
tion with one of my own: “If the client understood
what it takes to run a private foundation, year in and
year out, would he do it anyway?”

If the answer is “yes,” then a private foundation
may be a good option for that client—no matter how
much he intends to contribute immediately.

So, what are the right reasons for starting a private
foundation? From what I’ve seen, and I've seen a lot,
the more a client can agree with the following state-
ments, the more satisfied he will be having a private
foundation:

(1) T have very specific philanthropic objectives that
involve either my family or charities near to my
heart.

(2) I want to retain substantial control over the gov-
ernance of my organization so as to be sure to
obtain my charitable objectives.

(3) I am willing either to live with the complexity of
managing a highly regulated entity or to pay what
it takes for advisors who are capable of doing so.
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(4) I am more concerned with obtaining my chari-
table goals than maintaining my privacy. Indeed,
gaining some recognition—or publicizing my
cause through my efforts—is an important end
in and of itself.

If a client cannot agree enthusiastically with more
than one of these statements, he probably would be
better served by some other charitable vehicle, such
as a donor-advised fund (DAF). Spare him, his family
and all his advisors the pain of setting up, trying to run
and probably dismantling a private foundation that
should not have been established in the first place.

Even if a client says he wholeheartedly agrees with a
number of these statements, check that he truly under-
stands the implications of his choice—as well as his other
options. Walk him through it. Here’s my guide.

What It Really Means

+ What it is—We’re talking about a private, grant-mak-
ing foundation. “Private foundations” are the orga-
nizations to which a donor makes a contribution
(generating for himself a current income tax deduc-
tion) and from which the board of directors makes
annual grants to one or more public charities. A donor
frequently seeds such a foundation during his lifetime
with a relatively small contribution, then spends several
years working out the grant-making procedures and
governance issues, knowing that a more significant
contribution will be made to the foundation upon his
death through his estate plan (generating an estate tax
deduction).

« Charitable objectives—Specific philanthropic objec-
tives are the cornerstones of a good experience with a
private foundation.
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I've worked with many clients who formed private
foundations primarily because of the associated income
tax advantages—only to watch those clients become
frustrated with the complexities of operating and main-
taining these kinds of organizations.

As a result, I now encourage every client who
expresses an interest in a private foundation to explore
DAFs and all they have to offer—before committing
to a private foundation.

¢ Family involvement—For many clients, developing a
family legacy of philanthropy is the compelling objec-
tive behind a private foundation. Developing a plan to
continue a long-term giving program, sharing a vision

The real value in creating a family

legacy of philanthropy is immeasurable—

because it's created in kids’ hearts

and between family members.

of community involvement, breaking a perceived cycle
of entitlement attitude, and teaching younger genera-
tions about the value of social capital are all excellent
motivators.

Establishing a junior board remains one of the
most fulfilling projects I've ever done. One year, this
foundation’s board, which consisted of the founders/
grandparents and their children, empowered each of
the grandchildren, who ranged in age from 10 to 25, to
give away $1,000. We worked with each of the grand-
children to identify a charity that interested him or her.

The junior board helped the grandchildren learn
how charities work and why they need private support.
More importantly, it helped the grandchildren learn
why donors should insist on accountability for their
donations. The day that the grandchildren recommended

grants to the family board was inspiring, but about six |

months later we saw the real value of this experience for
this family.

One teenage grandson had not really bought into the
idea that his involvement meant much. Then we visited
his charity to find out what the organization had done
with his donation—and his world changed. He walked
into a gym in a community center and saw his name on
a thank-you banner. That definitely had an impact. But
as the basketball game got underway, the pride in hav-
ing his name on the banner was replaced by something
more enduring.

The executive director pointed out the various items
the boy’s donated money had helped purchase (from
new basketballs to replacement computer parts for the
scoreboard that was working for the first time in five
years). The boy started to get it. His grandfather later

- said that the look of pride was replaced by a look of

stewardship.

About a year later, the founders told me that this
particular grandson was the one they had worried
most about; they thought he was the grandchild most
likely to wander away from the family. But after his
experience on the junior board, the grandson became
more involved with the foundation than any other
grandchild. In fact, he encouraged other members of
the family to increase their involvement. The founders
concluded that the foundation had been more effective
than any other estate planning they could do.

Yes, there is value in providing kids with social
capital that they can spread around the community;
it will surely open doors for them, and may pro-
vide more meaningful opportunities than a lifetime
income stream. But the real value in creating a family
legacy of philanthropy is immeasurable—because it’s
created in kids’ hearts and between family members.

» Support for specific charities or individuals-—Private
foundations provide the most flexibility in distrib-
uting money for charitable purposes. Although I
encourage potential private foundation clients to con-
sider DAFs, such funds have one very significant limit:
distributions from them must be made to public U.S.
charities. Distributions cannot be made from DAFs to
individuals or foreign organizations.

A private foundation, in contrast, can make grants
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to individuals—so long as its selection procedures are
pre-approved by the Internal Revenue Service. Grants
to individuals include scholarships and fellowships. A
donor who wants to establish a scholarship program
has limited choices. He could make outright donations
to or request distributions from his DAF to specific
universities for scholarships, but only students at those
particular universities will have a chance to benefit under
this arrangement. Many donors shy away from this solu-
tion because ultimately the universities administer (that
is to say, control) the programs. They could change the
selection criteria at any time, leaving the donor dissatis-
fied with the experience-and out of pocket with little to
show for it. If the donor wants, for example, to provide
need-based scholarships for graduate study for high
school teachers working with literacy theory, limiting his
program to one or two particular universities may not
be the most effective manner of promoting his inter-
ests, because most high school teachers tend to pursue
graduate studies near the schools in which they teach.
Alternatively, the donor could submit his scholarship
selection procedures for IRS review and retain com-
plete control over the scholarship endowment and the
process once the Service has given its approval. The
selection procedure guidelines are relatively straight-

forward, and it is not too difficult to construct a process
that satisfies both the donor and the IRS.

Unlike DAFs, private foundations are able to make
distributions to foreign organizations. A donor who
wants to make contributions to a village medicine
program in India may do so through his private foun-
dation—so long as the medicine program in India is
actually exempt under Indian law. If it isn’t, the donor
still can make the distribution by following one of sev-
eral processes identified by the IRS in its regulations and
various rulings. Working through a DAF instead of a
private foundation, the donor would be able to make
distributions only to a U.S. “friends of” the village
medicine program. If there is no “friends of” the
organization, the DAF will not allow any distribu-
tion toward the donor’s objective. Even if there is such
an organization, the donor may find that his charitable
dollar is diluted through additional costs and adminis-
trative expenses of the friends of organization.

¢ Control—Private foundations excel above all other
charitable vehicles in the level of control they afford
their donors. Properly structured, a foundation’s
founder can guide nearly every aspect of the organi-
zation during his lifetime.
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The issue of control raises an important legal distinc-

tion between private foundations and DAFs. The assets |

of a private foundation belong to the foundation and are
completely within the control of the board of directors,
subject only to applicable state and federal regulation. In

sharp contrast, the assets of a DAF belong to the non- |

profit organization sponsoring the fund, and ultimate
control of the assets rests with the board of directors of
that organization. The donor and his chosen set of fellow
advisors merely make recommendations about distribu-
tions of the assets. Although the nonprofit will honor

Many clients are surprised to learn
that private foundations must pay
an annual federal excise tax equal to

2 percent of net investment income.

those recommendations in most circumstances, there
is no guarantee their instructions will be followed. The
nonprofit may refuse to make a recommended distribu-
tion for any number of legitimate reasons—for example,
community foundations are common DAF sponsors, but

they often limit distributions to a particular geographic

area, which means recommended distributions to orga-
nizations outside that area may not be honored

The control issue highlights another difference
between the two vehicles. A private foundation exists |
until its board decides to terminate it. A DAF usually |

exists so long as the donor and his successor advi-
sors are around to make recommendations. Some
sponsoring nonprofits limit the number of successor
advisors who can serve. When neither the donor nor the
successor advisor(s) can make recommendations, the
assets are added to the general endowment of the non-

profit sponsoring the fund, to be administered by its |

board of directors. Absent other factors, a DAF would
certainly be an inferior choice for a donor wanting to

establish a philanthropic family legacy lasting several
generations.

» Complexity— Private foundations excel on the con-
trol issue, but there’s a price; they also are the most
complex option. That’s because:

They require additional tax returns. Private founda-
tions must file annual informational returns with
the IRS. The state in which the foundation organized
also may require a similar return, as may any state
in which the foundation conducts business. For
example, a private foundation organized as a Delaware
non-profit corporation conducting business in both
California and Delaware will need to (1) prepare and
file Treasury Form 990-PF with the IRS, (2) prepare
and file California Franchise Tax Board Form 199, and
(3) file a copy of its Form 990-PF with the Delaware
attorney general.

These informational returns are complicated. At first
glance, they appear simply to ask for information about
what the foundation actually did in a particular period.
But there is more going on than meets the eye. The
federal returns ask for information about the current
and the prior five tax years. Although the return does
not spell this out, the provided information will be
used by the IRS to determine whether the foundation
has satisfied various operational tests and has there-
fore maintained its tax-exempt status.

It’s misleading to think of these returns as merely
informational; they are, in fact, vital to the continued
existence of the foundation. They are also expensive
to prepare. It might cost a few hundred dollars to pre-
pare an individual’s tax return, but it could easily cost
several thousand dollars to have a qualified certified
public accountant prepare a foundation’s Form 990-PE.
But these dollars are well spent. I once worked with
a hands-on board of directors that decided a retired
attorney sitting on the board could complete the foun-
dation’s returns. By the time they came to see me, the
foundation had effectively lost its particular brand of
tax-exempt status, violated several excise tax rules, and
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found itself owing several tens of thousands of dollars
in penalties.

Some states require more than just informational
returns. California and New York, for example, require
that audited financial statements be filed with the state
attorney general’s office in certain circumstances, usu-
ally depending on the foundation’s type of fundraising
and/or the amount of assets held or received by the
foundation. If these are required, add another $10,000
to $15,000 a year for the preparation of those audited
financial statements.

These costs can be paid by the foundation, which
will divert money from the foundation’s charita-
ble purposes. For some clients, these administrative
expenses are simply an operational cost. For others, they
represent a significant disadvantage.

Tax-exempt does not mean tax free. Many clients are
surprised to learn that private foundations must pay
an annual federal excise tax equal to 2 percent of their
net investment income. The rationale behind this tax is
that tax-exempt organizations should contribute toward
the costs of having the IRS around to administer and
oversee tax-exempt organizations in general. Much is
made of the fact that this is not an income tax. In fact,
organizations can cut their tax liability in half in every
year they effectively distribute the extra 1 percent for
charitable purposes.

Distributing 5 percent isn’t always easy. A private
foundation must distribute 5 percent of the average of
the fair market value (FMV) of its assets to maintain
its tax-exempt status, and this can take considerable
amounts of attention.

One foundation with which I worked had a fairly
narrow mission (supporting children’s cancer orga-
nizations and AIDS services organizations), but every
year it received hundreds of requests for grants from
organizations that did not fall within its mission. On
the off chance that one of these organizations might
be worthy of support, but just bad at filling out grant
applications, the board reviewed every application and
wrote letters to all the organizations that it denied.
One of the board members had previously worked for
a nonprofit and knew that even a rejection letter was
better than waiting around wondering if some fund-
ing might turn up.
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Writing a check isn’t the end of the process. A founda-
tion should have a follow-up process to ensure that
its grants are being used for their intended purposes.
This effort typically requires the grant to be made sub-
ject to an agreement under which the recipient will pro-
vide a written report regarding uses, about six months
after receipt. If the process works properly, a recipient
that fails to provide a follow-up report will never receive
a grant again. This due diligence protects the foundation
from potential claims of wasting charitable funds by
giving it to organizations that use it for non-charitable
purposes. Of course, it also adds to the overall adminis-
trative burden of running the organization.

For large foundations, 5 percent can be a substantial
amount, and finding enough worthy recipients year after
year can become burdensome on its own. I once worked
with a foundation that made research grants to gradu-
ate students. When the donor died leaving a bequest
that more than doubled the value of the foundation,
the foundation struggled tremendously to find twice
as many qualified graduate students within a relatively
short period of time. For some private foundations, this
kind of crunch can be alleviated by a timely distribu-
tion to a DAF, but it only delays the ultimate need for
qualified recipients and subjects the funds to the other
limitations mentioned regarding DAFs.

* Costs—Many financial consultants say you should
not spend more than 5 percent of a fund if you want
it to last in perpetuity. That figure coincides with the
5 percent annual distribution requirement for private
foundations, but they also pay the 2 percent excise tax
on investment income plus the ongoing administra-
tive costs. Add in a financial consultant’s fees, and a
private foundation needs earnings or appreciation of
nearly 9 percent just to break even.

Of course, costs are not the whole story, and breaking
even is not the point. Private foundations serve other
purposes. Still, there is a calculation that must be done.
A foundation with $1 million in assets will distribute
$50,000 to charities. It also will spend $3,000 to $5,000 a
year on administrative costs and (to make things simple)
$10,000 for financial advice. If it earns 9 percent {(enough
to break even), it also will pay $1,800 in excise taxes. In
its first year, the start-up costs probably will be another
$15,000. In this case, it will cost $29,800 to $ 31,800 in
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Year 1 and $14,800 to $16,800 in succeeding years to dis-
tribute $50,000 to charities. Is that the best way to spend
the client’s charitable dollars? Using a DAF, the same
$50,000 could make its way to charities and the only cost
would be the 1 percent to 2 percent administrative cost
assessed by the nonprofit for managing and investing the
fund. (One of the additional advantages of establishing
a DAF is that the fund assets are often invested as part
of the nonprofit’s general endowment, taking the invest-
ment management aspect off the donor’s shoulders.)

Of course, if the private foundation has $10 million
and $500,000 is going to charities each year, the costs
might not seem so disproportionate,

* Privacy—DPrivate foundations’ annual returns disclose
the names, addresses and compensation of all directors,
trustees, officers and other managers of the foundation.
The same information must be disclosed concerning
employees and/or independent contractors who are paid
more than $50,000 by the foundation. Every grant made
by the foundation must be described, including the
amount, and each recipient’s contact information.

For clients who value anonymity, these disclosure

requirements present almost insurmountable prob-
lems because foundations must comply with pub-
lic inspection requirements regard-
ing their annual returns. Generally,
a foundation must provide copies of
any or all of its last three annual
returns to anyone who requests them.
The rules regarding how requests can
be made, how long a foundation has
to comply with them and how much
a foundation can charge for making
the copies are tedious. So most foun-
dations comply with the alternative
provided in the IRS regulations: They
make their returns available on the
Internet.

I have worked with foundation
founders who used creative names for
their organizations and hired third
parties to serve as the organization’s
face to the outside world, all for the
sake of keeping their names private,
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who were stymied when their CPA explained these dis-
closure requirements. Ironically, for clients who crave
privacy, a private foundation is probably not the best
choice of philanthropic tools. DAFs or direct anony-
mous gifts to specific charities may be better choices
for these clients.

In the End

Underneath most weighty questions, there is usually a
fundamental issue that swings the vote. Despite all the
pros and cons, experience tells me that a donor who
believes that his grandchildren will—or should—be
involved in the family’s philanthropy is one who will
opt for a private foundation seven times out of 10. If

! you combine charitable planning with a vehicle that

makes the same board of directors responsible for using
wealth to provide education and other opportunities
for successive generations of the donor’s family, such as
a family bank or an opportunity fund, you can suggest
a plan that might open the door to meaningful discus-
sions about some of these fundamental issues.

And then, if the private foundation does not work
out after all, it can be terminated. (See Kim Wright-
Violich and Christopher W. Geison, “Breaking Up Is
(Not So) Hard To Do,” p. 52.)




