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Advising the Charitably Minded Client—
The Advised Fund Option: An Alternative to the Private Foundation

By Dennis W. Fliehman

High-net-worth individuals with philanthropic
goals traditionally have used private foundations
as a means of supporting charitable causes,
reducing their tax liabilities, and leaving a legacy
of generous giving in their communities. Private
foundations afford donors a high degree of control
over all aspects of the charitable giving process,
including decision-making power over investment
management, administrative operations, and the
grant-making process itself. A private foundation
also can be a status symbol, reflecting a donor’s
importance and providing high visibility for his or
her charitable gifts. Finally, many donors view
private foundations as a way to perpetuate family
traditions of charitable giving and civic 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 ensuring that those who are considering the
creation of a private foundation are made aware
of the substantial time, money, and effort that
may be required to properly run the organization.
In addition, the practitioner should provide these
clients with information about a simpler and less
costly alternative to the private foundation: the
advised fund.

The Private Foundation Option

Creating a private family foundation is a
popular option for individuals who enjoy the
administrative aspects of running an organization
and who wish to retain personal control over all
aspects of their philanthropic activities. On the

financial side, these donors can decide how to
invest the foundation’s assets, which advisers
and/or staff to retain, and how much money to
make available for grants. On the grant-making
side, they can establish a system for soliciting
and reviewing grant proposals, decide which
grants to make, and ensure that grant monies
are appropriately used by grantees. For such
involved donors, the establishment and operation
of a private foundation can be a source of great
personal satisfaction.

This approach, however, is not suitable for
everyone. For many donors, the administrative
work connected with operating a private
foundation can quickly become burdensome,
especially when the size of the foundation’s
endowment is not large enough to justify hiring
a paid staff. For donors who initially pictured
themselves cheerfully carrying out the fulfilling
work of philanthropy, the practical aspects of
operating the foundation business—and the
more mundane aspects of grant making—often
can turn into time-consuming drudgery. The
particulars of researching charities, soliciting
and reviewing grant applications, undertaking
due diligence, maintaining financial and grant
records, and holding grantees accountable can,
for many individuals, diminish the joys of giving.

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 will include requesting
501(c)(3) status from the IRS. Annual operating
costs can include the following:

» Legal and accounting expenses, including
the cost of an annual audit or financial
review, and fees associated with filing a
Form 990-PF with the IRS

+ Office  expenses, including
equipment, and records storage

lease,
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« Mailing expenses, including stationery and
postage

« Investment manager fees

« General liability and D&O
premiums

« Payment of a 1% or 2% excise tax on net
investment income

« Staff compensation and benefits, including
workers’ compensation coverage

insurance

Unless donors are able and willing to devote
the personal time and energy necessary to
properly run the organization on their own,
many experts believe that a minimum of $3-5
million in fund assets is necessary to cover the
administrative costs associated with operating a
private foundation, including the hiring of paid staff
to assume responsibility for day-to-day activities.
With fewer assets, the foundation’s overhead
costs can easily consume a disproportionately
high share of income, leaving little for charitable
work.

Donors also should be made aware of the
tax limitations and regulatory requirements
applicable to private foundations. Income tax
deductions for gifts to private foundations are
more limited than those for gifts to public charities,
with private foundation cash gifts limited to 30%
of adjusted gross income (AGI) and gifts of stock
or real estate limited to 20% of AGI. Furthermore,
deductions for gifts of real estate and closely held
stock are calculated using their cost basis, rather
than their fair market value. Private foundations
must annually spend at least 5% of the average
value of their assets and maintain detailed
records of their grant making and financial
affairs in order to calculate the applicable excise
tax and file an annual IRS Form PF-990. In
addition, board members and staff must comply
with a wide range of state and federal rules and
regulations, including the formalities associated
with operating a separate nonprofit corporation,
and must avoid situations involving conflicts of
interest and self-dealing. Failure to comply can
result in significant penalties.
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Every donor’s situation is unique, of course,
and in many cases the establishment of a private
foundation willbest serve the client’s philanthropic
goals. However, that decision should be made
only after the client is advised of both the benefits
and drawbacks of the private foundation option,
as well as the available alternatives.

The Advised Fund Alternative

What alternatives are available to donors
who either cannot devote the time and energy
necessary to running a private foundation or
who do not intend to contribute the $3-5 million
necessary to making a private foundation
economically feasible? One simple and
inexpensive option is the donor-advised fund,
managed by a community foundation or other
public charity. A community foundation is a
501(c)(3) public charity that helps individuals
and businesses achieve their charitable
goals, primarily through the establishment 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 activities, according to the criteria
prescribed by those who establish each fund.
Michigan has 65 certified community foundations,
serving all 83 of its counties.’

To establish an advised fund, the donor gives
the community foundation an irrevocable gift that
is tax-deductible under federal law and that also
may be eligible for the Michigan Tax Credit.? The
foundation uses this gift to set up a special fund
that can be named after the donor, the donor’s
family or business, or otherwise. The donor, or
an advisory committee designated by the donor,
then recommends which charitable grants
should be made from the fund and presents
these suggestions to the foundation’s board for
approval.® 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 establishment. The fund pays an
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annual administrative fee, generally 1%-2%
of its balance, and the community foundation
handles all subsequent legal, accounting, and
overhead expenses. The community foundation
also will handle all administrative responsibilities,
including investment management, financial
recordkeeping, arranging for an annual audit,
annualfederaland statereportingand compliance
requirements, solicitation and review of grant
applications, researching potential grantees,
paying grants, and ensuring that grant monies
have been properly used by grantees. The donors
do not need to hold formal meetings or comply
with other formalities that would be required of a
separate organizational entity.

Second, there are financial advantages to this
approach. As the fund’s assets are pooied with
the community foundation’s other investments,
the donor-advised fund benefits from reduced
investment fees and risk, due to greater
diversification. Because community foundations
are public charities, tax deductions for gifts to
an advised fund are subject to less-restrictive
limitations than those applicable to private
foundations. Investment income attributable to
the fund is not subject to income or excise taxes,
and deductions for cash gifts are allowed up
to 50% of AGI; gifts of stock (including closely-
held stock) or real estate are deductible up to
30% of AGI, based on fair market value. Gifts
to the fund may be made at times that are most
advantageous from a tax or financial-planning
perspective.

The advised fund may be divided into a
permanently-endowed portion and a non-
permanent, or “pass through,” portion. The
principal amount of the endowed portion is
invested, generating income to support charitable
causes in perpetuity, according to the donor’s
wishes. The amount of endowment-fund income
available for annual spending is determined by
the community foundation’s spending policy,
while the remainder of the non-permanent fund
is always available for granting.

Grant recommendations may be made on
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a separate timetable that is consistent with
the donor’s charitable-giving plan. Community
foundation staff members can assist with grant
recommendations by providing information and
advice aboutlocal charitable needs, opportunities
to support programs and activities of interest,
and the effectiveness and reputation of local
charitable organizations. Also, staff members
can assist the donor with the administration of
a grant-application process. To the extent that
donors desire public acknowledgment of their
grant recommendations, grants may be made
in the name of the fund and grantees may be
informed of the donors’ identities; alternatively,
donors may request that grants be made
anonymously to avoid creating an expectation of
future gifts.

The donor may select a successor or
successors to make granting recommendations
for the fund after his or her death or incapacity.
Alternatively, the donor may stipulate that, at
his or her death, the fund will begin to support
particular charities or types of charitable causes,
or will simply address the community's greatest
needs. Regardless of which choice is made, the
fund can continue to bear its original name, and
grants can continue to be made in that name.

A business may also use an advised fund to
handle its charitable giving. If the fund is held
by a community foundation, tax-deductible gifts
to the fund—including gifts by employees—also
may be eligible for the Michigan Tax Credit.
Either management or an employee advisory
committee may make recommendations about
grants from the fund.

it should be noted that donor-advised funds
are also available through other public charities,
such as those affiliated with commercial
investment firms. Examples include the Fidelity
Charitable Gift Fund and the Vanguard Charitable
Endowment Program. Funds established
through these organizations afford many of the
same advantages as those established through
community foundations. However, one feature
generally not offered is the individualized advice




