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Advis ing the Char i tably Minded Cl ient-
The Advised Fund Option: An Alternative to the Private Foundation

By Dennis W. Fl iehman
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High-net-worth indiv iduals wi th phi lanthropic
goals traditionally have used private foundations
as a means of  support ing char i table causes,
reducing their  tax l iabi l i t ies,  and leaving a legacy
of generous giv ing in their  communit ies.  Pr ivate
foundations afford donors a high degree of control
over all aspects of the charitable giving process,
including decis ion-making power over investment
management,  administrat ive operat ions,  and the
grant-making process itself. A private foundation
also can be a status symbol, reflecting a donor's
importance and providing high vis ib i l i ty  for  h is or
her char i table gi f ts.  Final ly,  many donors v iew
private foundations as a way to perpetuate family
tradi t ions of  char i table giv ing and civ ic leadership.
These benefits, combined with the rapid stock-
market rise of the late 1990s, have led to a recent
explosion of new private foundations. According
to the Foundation Center, between 1990 and
2002 the number of private foundations in the
United States doubled, to almost 58,000.

After establishing a private foundation,
however, many donors find the administrative
aspects of operating it more burdensome-and
more costly-than they had anticipated. Legal
and financial advisers can best serve their clients
by ensur ing that those who are consider ing the
creation of a orivate foundation are made aware
of the substantial t ime, money, and effort that
may be required to properly run the organization.
In addi t ion,  the pract i t ioner should provide these
cl ients wi th informat ion about a s impler and less
costly alternative to the private foundation: the
advised fund.

The Private Foundation Option

Creating a private family foundation is a
popular opt ion for  indiv iduals who enjoy the
administrat ive aspects of  running an organizat ion
and who wish to retain personal control over all
aspects of their philanthropic activit ies. On the

f inancial  s ide,  these donors can decide how to
invest the foundation's assets, which advisers
and/or staff to retain, and how much money to
make avai lable for  grants.  On the grant-making
side, they can establ ish a system for sol ic i t ing
and reviewing grant proposals,  decide which
grants to make, and ensure that grant monies
are appropriately used by grantees. For such
involved donors,  the establ ishment and operat ion
of a private foundation can be a source of great
personal satisfaction.

This approach, however,  is  not sui table for
everyone. For many donors,  the administrat ive
work connected with operating a private
foundat ion can quickly become burdensome,
especial ly when the size of  the foundat ion's
endowment is not large enough to just i fy hir ing
a paid staff. For donors who init ially pictured
themselves cheerful ly carry ing out the fu l f i l l ing
work of philanthropy, the practical aspects of
operating the foundation business-and the
more mundane aspects of grant making-often
can turn into t ime-consuming drudgery.  The
particulars of researching charit ies, solicit ing
and reviewing grant appl icat ions,  undertaking
due di l igence, maintaining f inancial  and grant
records,  and holding grantees accountable can,
for many indiv iduals,  d iminish the joys of  g iv ing.

Donors also should be advised about the
costs associated with establishing and operating
a private foundation. Start-up costs may range
from $2,000 to $5,000 and wi l l  include request ing
501(c)(3) status f rom the lRS. Annual  operat ing
costs can include the following:
.  Legal  and account ing expenses, including

the cost of  an annual  audi t  or  f inancial
review, and fees associated with fi l ing a
Form 990-PF with the IRS

. Off ice expenses, including lease,
equipment, and records storage
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.  Mai l ing expenses, including stat ionery and
postage

. Investment manager fees

.  General  l iabi l i ty  and D&O insurance
premrums

. Payment of  a 1oh or 2% excise tax on net
.  investment income
. Staf f  compensat ion and benef i ts,  including

workers' compensation coverage

Unless donors are able and wi l l ing to devote
the personal t ime and energy necessary to
proper ly run the organizat ion on their  own,
many experts bel ieve that a minimum of $3-5
mi l l ion in fund assets is necessary to cover the
administrative costs associated with operating a
pr ivate foundat ion,  including the hir ing of  paid staf f
to assume responsibi l i ty  for  day-to-day act iv i t ies.
With fewer assets,  the foundat ion's overhead
costs can easi ly consume a disproport ionately
high share of  income, leaving l i t t le for  char i table
work.

Donors also should be made aware of  the
tax l imi tat ions and regulatory requirements
appl icable to pr ivate foundat ions.  Income tax
deductions for gifts to private foundations are
more l imi ted than those for gi f ts to publ ic char i t ies,
with private foundation cash gifts l imited to 30%
of adjusted gross income (AGl) and gifts of stock
or real estate l imited to 20o/o of AGl. Furthermore,
deductions for gifts of real estate and closely held
stock are calculated using their  cost  basis,  rather
than their  fa i r  market value. Pr ivate foundat ions
must annual ly spend at  least  Soh of  the average
value of  their  assets and maintain detai led
records of  their  grant making and f inancial
affairs in order to calculate the applicable excise
tax  and f i le  an  annua l  IRS Form PF-990.  In
addi t ion,  board members and staf f  must comply
with a wide range of state and federal rules and
regulat ions,  including the formal i t ies associated
with operating a separate nonprofit corporation,
and must avoid s i tuat ions involv ing conf l ic ts of
interest  and sel f -deal ing.  Fai lure to comply can
resul t  in s igni f icant penal t ies.
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Every donor 's s i tuat ion is unique, of  course,
and in many cases the establ ishment of  a pr ivate
foundat ion wi l l  best  serve the cl ient 's phi lanthropic
goals.  However,  that  decis ion should be made
only after the client is advised of both the benefits
and drawbacks of the private foundation option,
as wel l  as the avai lable al ternat ives.

The Advised Fund Alternative

What al ternat ives are avai lable to donors
who ei ther cannot devote the t ime and energy
necessary to running a pr ivate foundat ion or
who do not intend to contr ibute the $3-5 mi l l ion
necessary to making a private foundation
economical ly feasible? One simple and
inexpensive opt ion is the donor-advised fund,
managed by a community foundat ion or other
publ ic char i ty.  A community foundat ion is a
501(c)(3) publ ic char i ty that  helps indiv iduals
and businesses achieve their  char i table
goals,  pr imari ly through the establ ishment and
management of  permanent endowment funds.
The income from those funds is used to make
charitable grants to a broad range of charitable
causes and activit ies, according to the criteria
prescrrbed by those who establ ish each fund.
M ich igan has 65 certif ied comm u n ity fou ndations,
serving al l  83 of  i ts  count ies. l

To establ ish an advised fund, the donor gives
the community foundation an irrevocable gift that
is tax-deduct ib le under federal  law and that also
may be el ig ib le for  the Michigan Tax Credi t .2 The
foundat ion uses this gi f t  to set  up a special  fund
that can be named af ter  the donor,  the donor 's
fami ly or business, or otherwise. The donor,  or
an advisory committee designated by the donor,
then recommends which char i table grants
should be made from the fund and presents
these suggestions to the foundation's board for
approval.3 The approved grants may be made
in the name of the fund or anonymously,  as the
donor wishes.

Donor-advised funds offer many benefits.
First, there are no start-up costs associated
with their  establ ishment.  The fund pays an
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annual administrat ive fee,  general ly 1%-2%
of i ts balance, and the community foundat ion
handles al l  subsequent legal ,  account ing,  and
overhead expenses. The community foundat ion
also wi l l  handle al l  administrat ive responsibi l i t ies,
including investment management,  f inancial
recordkeeping, arranging for an annual  audi t ,
a n n ual federa I a nd state reporti n g a nd com pl ia nce
requirements,  sol ic i tat ion and review of  grant
appl icat ions,  researching potent ia l  grantees,
paying grants,  and ensur ing that grant monies
have been proper ly used by grantees. The donors
do not need to hold formal meet ings or comply
with other formal i t ies that  would be required of  a
separate organ izat ional  ent i ty.

Second, there are f inancial  advantages to th is
approach. As the fund's assets are pooied with
the community foundat ion's other investments,
the donor-advised fund benefits from reduced
investment fees and r isk,  due to greater
diversi f icat ion.  Because community foundat ions
are publ ic char i t ies,  tax deduct ions for gi f ts to
an advised fund are subject to less-restrictive
l imitat ions than those appl icable to pr ivate
foundat ions.  Investment income attr ibutable to
the fund is not subject  to income or excise taxes,
and deduct ions for cash gi f ts are al lowed up
to 50% of AGI;  g i f ts of  stock ( including closely-
held stock) or real estate are deductible up to
30% of AGl,  based on fair  market value. Gif ts
to the fund may be made at  t imes that are most
advantageous from a tax or f inancial-planning
perspective.

The advised fund may be div ided into a
permanent ly-endowed port ion and a non-
permanent,  or  "pass through,"  port ion.  The
pr incipal  amount of  the endowed port ion is
invested, generat ing income to support  char i table
causes in perpetui ty,  according to the donor 's
wishes. The amount of  endowment- fund income
avai lable for  annual  spending is determined by
the community foundat ion's spending pol icy,
whi le the remainder of  the non-permanent fund
is always avai lable for  grant ing.

Grant recommendat ions mav be made on

a separate t imetable that  is consistent wi th
the donor 's char i table-giv ing plan. Community
foundation staff members can assist with grant
recommendat ions by providing informat ion and
advice about local  char i table needs, opportu ni t ies
to support programs and activit ies of interest,
and the effectiveness and reputation of local
char i table organizat ions.  Also,  staf f  members
can assist  the donor wi th the administrat ion of
a grant-appl icat ion process. To the extent that
donors desire publ ic acknowledgment of  their
grant recommendat ions,  grants nray be made
in the name of the fund and grantees may be
informed of  the donors '  ident i t ies,  a l ternat ively,
donors may request that  grants be made
anonymously to avoid creat ing an expectat ion of
future gifts.

The donor may select  a successor or
successors to make grant ing recommendat ions
for the fund after his or her death or incapacity.
Al ternat ively,  the donor may st ipulate that ,  at
his or her death,  the fund wi l l  begin to support
part icular char i t ies or types of  char i table causes,
or wi l l  s imply address the community 's greatest
needs. Regardless of  which choice is made, the
fund can cont inue to bear i ts or ig inal  name, and
grants can cont inue to be made in that  name.

A business may also use an advised fund to
handle i ts char i table giv ing.  l f  the fund is held
by a community foundat ion,  tax-deduct ib le gi f ts
to the fund- including gi f ts by employees-also
may be el ig ib le for  the Michigan Tax Credi t .
Ei ther management or an employee advisory
commit tee may make recommendat ions about
grants from the fund.

I t  should be noted that donor-advised funds
are also avai lable through other publ ic char i t ies,
such as those affi l iated with commercial
investment f i rms. Examples include the Fidel i ty
Chari table Gif t  Fund and the Vanguard Char i table
Endowment Program. Funds establ ished
through these organizations afford many of the
same advantages as those establ ished through
community foundations. However, one feature
general ly not of fered is the indiv idual ized advice
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